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1. ECONOMIC ASSUMPTIONS

Introduction

Economic growth decelerated suddenly and sharply
last year; by the end of the year, the record-long expan-
sion was on the verge of stalling. The economy hardly
expanded in the fourth quarter, and signs of weakness
in the first months of this year were widespread. The
stock market has plummeted, consumer and business
confidence has dropped sharply, industrial production
and capacity utilization rates have declined, and job
growth has slackened. The unemployment rate, al-
though low by historical standards, has begun to climb.

Despite the sudden weakness, most forecasters, in-
cluding the Administration, anticipate that an economic
recovery will begin later this year. Forward-looking in-
dicators have begun to strengthen recently, pointing
to faster growth in the coming months. Monetary policy
has shifted to stimulating demand. The Federal Reserve
reduced the Federal funds rate twice in January, and
it made another cut in March.

Fiscal policy is poised to support a recovery. The Ad-
ministration proposes to reduce individual income
taxes, which will provide near-term fiscal stimulus and
long-term economic incentives to encourage work and
saving. Beyond the next year or two, the long-term
outlook has never been brighter. There is accumulating
evidence that the underlying productivity trend has im-
proved markedly. This is welcome news for American
workers and business. Enhanced productivity growth
enables real wages to grow faster, profits to expand,
and the stock market to rise. In the long run, produc-
tivity growth is the key to maintaining a strong econ-
omy and rising living standards.

This chapter begins with a review of recent develop-
ments and then presents the Administration’s economic
assumptions, followed by a comparison with projections
of the Congressional Budget Office and the consensus
of private sector forecasters. The following section de-
composes the surplus into its cyclical and structural
components. The chapter concludes with estimates of
the sensitivity of the budget to changes in economic
assumptions.

Recent Developments

Financial Markets: Beginning in 1999 and lasting
through May 2000, the Federal Reserve tightened mon-
etary policy to reduce the risk of higher inflation in
a rapidly expanding economy. However, the ensuing
deceleration of demand, the falloff in profits, and finan-
cial strains were unexpectedly sharp. As a result, the
threat of higher inflation diminished while the risk that
the expansion might end soon rose. In response to this
shift in the balance of risks, the Federal Reserve eased
monetary policy by cutting the Federal funds by a total

of one percentage point in January and by another
one-half percentage point in March to 5.0 percent. Judg-
ing by the futures market, investors expect additional
cuts in the funds rate of one-half percentage point by
the summer.

The credit markets responded promptly to the mone-
tary easing. In the Treasury market, the yield on 3-
month bills fell by 1.5 percentage points from the end
of 2000 to late March, bringing the rate down to 4.3
percent. The decline in the yield on the 10-year Treas-
ury note was less pronounced, from 5.1 percent to 4.8
percent. Together these changes restored an upward
sloping yield curve, which in the past has often signaled
faster economic growth ahead. In response to the shift
in monetary policy, bond yields fell this year while new
issuance rose significantly. The renewed access to cap-
ital enables firms to cope with the financial pressures
from weaker sales and profits.

The easing of monetary policy and lower interest
rates, however, did not succeed in arresting the fall
in the stock market. As of late March, the S&P 500
and the broad-based Wilshire 5000 were down almost
15 percent since the end of last year, bringing the total
decline from their peaks in March 2000 to over 25
percent. The technology-laden NASDAQ was hit even
harder—off about 20 percent through late March, and
about 60 percent from its year-earlier peak.

Economic Activity: Economic growth decelerated sig-
nificantly last year, sliding from a robust 5.2 percent
annual rate of increase during the first half of the
year to only a 1.1 percent advance in the fourth quar-
ter. The decline in the growth rate reflected the effects
of falling stock prices and rising interest rates. The
deceleration was most pronounced in the sectors that
are especially responsive to changes in financial market
conditions: residential investment, business capital
spending, and consumer durable goods purchases.

¢ Residential investment contracted in the third and
fourth quarters, the first back-to-back declines in
four years. Homebuilding was adversely affected
by the rise in mortgage rates during 1999 and
the first half of 2000. By May, the rate on 30-
year mortgages reached 8.5 percent, the highest
level in over five years. Since then, however, the
mortgage rate has fallen to 7.0 percent, the lowest
rate in three years, and there were signs of a
pickup in the housing markets as the new year
began.

o After adjusting for inflation, investment in new
plant and equipment contracted slightly in the
fourth quarter, a marked drop-off from the double-
digit gains that prevailed since 1995. Even de-
mand for high-technology hardware and software,
which had soared in recent years, slackened in
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the final quarter, growing at about one-third the
pace of the first half of the year. Weakening cap-
ital spending reflected lackluster demand, growing
excess capacity, and a rising cost of capital be-
cause of higher interest rates and falling equity
values.

e Real consumer spending on durable goods fell in
the fourth quarter, led by an unexpected drop in
motor vehicle purchases, which, in turn, contrib-
uted to a buildup of unwanted inventories on deal-
ers’ lots and sizeable cutbacks in production in
the first quarter. The drop in durable goods spend-
ing restrained the total growth of consumer spend-
ing in the fourth quarter to a 2.8 percent annual
rate, the smallest advance in over three years.
The slackening of consumer spending was influ-
enced by falling equity wealth—a reversal from
the prior five years when exceptional stock market
gains boosted wealth and fueled consumer spend-
ing. From its peak in March 2000 to the end of
the year, the decline in the stock market cut $3
trillion off the $18 trillion in market capitalization
of U.S. equities.

The foreign sector also restrained GDP growth in
the fourth quarter, trimming about one-half percentage
point off the growth rate. Imports of goods and services
declined modestly at the end of the year, which bol-
stered growth slightly, but this was more than offset
by a decline in exports, in part because of weakening
demand in our trading partners.

The economic news so far in 2001 has been mixed.
On the downside, surveys of consumers’ attitudes re-
vealed a further loss of confidence, with especially
heightened concerns about the future. The stock mar-
ket, which is an indicator of investors’ confidence, fell
as well.

On the upside, the Nation’s total payrolls continued
to expand in January and February, despite large job
losses in manufacturing industries. The unemployment
rate ticked up from 4.0 percent to 4.2 percent in Janu-
ary and held there in February. This is still a very
low rate, two percentage points below the average rate
over the previous thirty years.

Based on information for the first two months of the
year, consumer spending after adjustment for inflation
appears to have continued to expand in the first quarter
at a moderate pace. Sales of motor vehicles, however,
recovered sharply, which helped reduce the excess in-
ventories that built up at the end of last year.

In the housing market, starts, permits, existing home
sales and refinancing all increased at the start of the
year in response to the fall in mortgage rates during
the second half of 2000. There were also signs that
business investment was holding up. In January, non-
defense capital goods orders and unfilled orders, exclud-
ing the volatile aircraft sector, rose sharply.

Inflation: Price inflation accelerated last year, pri-
marily because of a jump in crude oil prices, which
rippled through to higher energy prices. The price of
West Texas Intermediate crude oil doubled during 1999

and rose by another third during the first 11 months
of 2000. On a year-over-year basis, the total Consumer
Price Index (CPI) rose 3.4 percent in 2000, up from
2.2 percent in 1999. Since November, oil prices have
fallen sharply, which can be expected to slow the
growth of overall inflation this year. Excluding the vola-
tile food and energy components, the acceleration in
core CPI inflation last year was much less pronounced
than the rise in the total. The core CPI rose just 2.4
percent during 2000, which is not much more than
the 2.1 percent rise in 1999.

The GDP chain-weighted price index, a broad gauge
of inflation covering all the goods and services produced
in the United States, rose just 2.1 percent in 2000
measured on a year-over-year basis. Although higher
than the 1.5 percent advance in 1999, it is still a re-
markably low rate of inflation. Looking at the prices
paid by consumers, businesses, and governments, and
excluding the food and energy components, inflation
was only 1.8 percent in 2000, not much different than
the 1.5 percent of 1999.

Historically low unemployment last year contributed
to strong growth of labor compensation, including bene-
fits as well as cash wages. Nonetheless, core price infla-
tion rose very little because of continued robust produc-
tivity growth, which provided an offset to the upward
price pressures from rising labor costs.

With the unemployment rate near 4 percent for the
last two years and only a small step-up in the core
rate of inflation, the economy appeared capable of main-
taining stable inflation at a lower level of unemploy-
ment than previously envisaged. In light of this experi-
ence, the Budget assumes that NAIRU (the “nonaccel-
erating inflation rate of unemployment”) is 4.6 percent
in the long run. That is identical to the rate implied
by the consensus of private sector forecasters. By con-
trast, two years ago the consensus implied a NAIRU
just above 5 percent.

Productivity: Productivity growth during the past five
years has averaged 2.9 percent per year, double the
rate that prevailed from 1974 through 1995. Increased
capital investment and general improvements in busi-
ness efficiency were responsible for the step up. The
maintenance of this strong productivity growth, even
as the expansion has aged and unemployment has de-
clined to very low levels, provides evidence that the
improvement is likely to be ongoing.

Economic Projections

The Administration’s economic projections, summa-
rized in Table 1-1, assume the adoption of the policies
proposed in the Budget: tax relief for American workers
and their families, the maximum feasible reduction in
Federal debt, Federal spending restraint, and the pres-
ervation of the Social Security surplus for Social Secu-
rity. Enactment of this comprehensive program will pro-
vide both a needed near-term stimulus to the economy
and promote an economic climate that fosters long-term
growth. The Federal Reserve is assumed to continue
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Table 1-1. ECONOMIC ASSUMPTIONS 1
(Calendar years; dollar amounts in billions)
Actual Projections
1999 15000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011
Gross Domestic Product (GDP):
Levels, dollar amounts in billions:
Current dollars ...... 9,299 9,974| 10,434| 11,004| 11,596| 12,217| 12,866| 13,550| 14,269| 15,023| 15,817| 16,649| 17,524
Real, chained (1996) dollar 8,876| 9,325| 9,551| 9,867| 10,184| 10,509( 10,840| 11,180( 11,532| 11,894| 12,264| 12,642| 13,031
Chained price index (1996 =100), annual average ...... 104.8| 107.0) 109.2| 111.5| 113.8] 116.2| 118.7| 121.2| 123.7| 126.3| 128.9] 131.7| 1344
Percent change, fourth quarter over fourth quarter:
Current dollars 6.5 6.2 4.8 55 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.2
Real, chained (1996) dollars ........ 5.0 37 2.6 33 32 32 3.1 3.1 3.1 3.1 3.1 3.1 3.1
Chained price index (1996=100) ......ccoccrvvrrerermereceenn. 1.6 23 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1
Percent change, year over year:
Current dollars ... 5.8 7.3 4.6 5.5 5.4 5.4 5.3 5.3 5.3 5.3 5.3 5.3 5.3
Real, chained (1996) dollars ........ 42 5.1 24 33 32 32 3.1 3.1 3.1 3.1 3.1 3.1 3.1
Chained price index (1996=100) 1.5 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1
Incomes, billions of current dollars:
Corporate profits before tax . 823| 935 951| 983| 1,030| 1,080 1,137| 1,173| 1,222 1,256 1,291| 1,332 1,402
Wages and salaries .......... 4,470 4,766 5,016 5312| 5620 5930| 6,256| 6,590| 6,927| 7,272| 7,641| 8,035 8,448
Other taxable INCOME?2 ...........coovveemerrerreereerireereeni 2,141 2,285 2,348| 2,431 2,505 2,590| 2,677 2,770| 2,872 2,979 3,092| 3,206| 3,324
Consumer Price Index (all urban): 3
Level (1982-84=100), annual average ...........ccveeen. 166.7| 172.3| 176.9| 181.4| 186.1| 190.8| 195.6| 200.4| 205.5| 210.6| 215.9| 221.3| 226.8
Percent change, fourth quarter over fourth quarter 2.6 34 25 2.6 25 25 25 25 25 25 25 25 25
Percent change, year over year ... 2.2 3.4 2.7 2.6 2.6 25 2.5 25 25 2.5 25 25 2.5
Unemployment rate, civilian, percent:
Fourth quarter level 41 4.0 4.6 4.6 45 45 45 45 45 4.6 4.6 4.6 4.6
Annual average ..... 42 4.0 44 46 45 45 45 45 45 46 4.6 46 46
Federal pay raises, January, percent:
Military 4 3.6 4.8 37 4.6 3.9 39 3.9 3.9 39 3.9 3.9 3.9 3.9
Civilian 5 36 4.8 37 36 39 39 39 39 39 39 39 39 39
Interest rates, percent:
91-day Treasury DillS® ... 47 5.8 5.3 5.6 5.6 5.6 5.3 5.0 5.0 5.0 5.0 5.0 5.0
10-year Treasury NOES ........cocovvrerenreerinereniisciineisesieees 5.6 6.0 54 5.6 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7

1 Based on information available as of January 20, 2001.
2Rent, interest, dividend and proprietor's components of personal income.
3 Seasonally adjusted CPI for all urban consumers.

4 Percentages apply to basic pay only; adjustments for housing and subsistence allowances will be determined by the Secretary of Defense.

5Qverall average increase, including locality pay adjustments.
6 Average rate (bank discount basis) on new issues within period.

to pursue monetary policies that support economic ac-
tivity while keeping inflation under control.

The economic assumptions are conservative and are
close to those of the Congressional Budget Office and
mainstream private sector forecasters. The key assump-
tion for the average real GDP growth over the next
10 years is even slightly below the private sector con-
sensus. The economy may perform even better than
assumed here. Nonetheless, for the purpose of planning
fiscal policy, it is appropriate to base the Budget on
prudent assumptions that do not over-estimate avail-
able resources.

Real GDP, Potential GDP and Unemployment: Real
GDP, which rose 5.0 percent in 2000 on a calendar-
year basis, is projected to increase 2.4 percent this year.
Economic activity is expected to gain momentum during
the year as the easing of monetary policy stimulates
interest-sensitive sectors. The restraint on production
and GDP growth from the buildup of excess inventories
evident early in the year is likely to diminish as inven-
tories are brought in line with sales.

Economic activity is expected to increase 3.3 percent
during 2002. Faster economic growth over the next year

and a half will add to the pace of job creation, house-
hold incomes, and corporate profits, which in turn will
improve consumer confidence and equity markets. With
actual GDP growth below the Nation’s potential GDP
growth during much of this year, the unemployment
rate is projected to creep up to 4.6 percent by the fourth
quarter. During 2002, the unemployment rate is pro-
jected to remain at that relatively low level.

Beyond 2002, real GDP growth is projected to mod-
erate gradually to a 3.1 percent annual rate of increase
beginning in 2005. Average GDP growth over the next
ten years is expected to be close to potential growth,
which would maintain the unemployment rate on a pla-
teau of around 4.6 percent. Potential GDP growth de-
pends largely on the growth of the labor force and the
trend growth of labor productivity. The labor force is
projected to increase 1.0 percent per year on average
over the ten years 2002 to 2011.

Nonfarm business sector productivity is projected to
grow 3.0 percent in calendar year 2001, 2.6 percent
in 2002-2003, slowing to a 2.2 percent average annual
increase from 2004 through 2011. Over the next ten
years, productivity growth is assumed to average 2.3
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percent yearly, close to the very long-run average for
the U.S. economy. This is well above the 1.4 percent
average rate during 1974-1995, although it is a decel-
eration from the 2.9 percent average rate of the past
five years. The assumption that productivity growth
will taper off somewhat from its recent trend is a con-
servative one, appropriate for prudent budget planning.

Inflation: The rate of inflation, measured by either
the CPI or the GDP chain-weighted price index, is ex-
pected to slow this year as energy prices fall from the
high levels at the end of last year. The CPI is projected
to rise 2.7 percent in 2001 on a calendar year basis
and slow to 2.5 percent yearly beginning in 2004. The
GDP measure of inflation is forecast to increase 2.1
percent each year. The CPI tends to increase faster
than the GDP chain-weighted price index in part be-
cause sharply falling computer prices, which are ex-
pected to continue, exert less of an impact on the CPI
than on the GDP inflation measure.

Interest Rates: The 91-day Treasury bill rate is pro-
jected to rise during 2001, leveling off at 5.6 percent
during 2002-2004, then gradually decline to 5.0 percent
in 2006 and thereafter. The yield on the 10-year Treas-
ury note is assumed to rise to 5.7 percent in 2003
and remain at that level through 2011. The projected
decline in the short-term rate after 2004 would restore
an upward sloping yield curve, which is normal during
periods of expansion.

Incomes: The share of total taxable income in nominal
GDP is projected to decline gradually, mainly because
capital consumption is expected to claim a larger pro-
portion of GDP. The investment boom of recent years
and the projected rising share of investment in GDP
imply a rapid growth of depreciation, a component of
business expenses. As the share of depreciation in GDP
rises, the share of corporate profits is projected to de-
cline. The share of wages and salaries in GDP is pro-
jected to be relatively stable over the projection horizon.

Comparison with CBO and Private-Sector
Forecasts

The Congressional Budget Office (CBO) and many
private-sector forecasters also make 10-year projections.
The CBO projection is used by 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. The private sector forecasts are often used by
businesses for long-term planning. Table 1-2 compares
the Budget assumptions with projections by the CBO
and the Blue Chip consensus, an average of about 50
private forecasts

The Administration’s projections always assume that
the President’s policy proposals in the Budget will be
adopted in full. In contrast, CBO normally assumes
that current law will continue to hold; thus, it makes

Table 1-2. COMPARISON OF ECONOMIC ASSUMPTIONS

(Calendar years; percent)

Projections Average,
2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 200211
Real GDP (chain-weighted): 1
CBO JANUAIY .ccoeveerirceiecieieiesie e stssssenen 24 34 3.3 3.0 3.0 3.0 3.0 3.0 3.0 3.1 3.1 3.1
Blue Chip Consensus March 1.9 3.4 3.5 3.4 3.4 3.4 3.3 3.3 3.3 3.3 3.3 3.4
2002 Budget .....cocoverinirninnes 2.4 3.3 3.2 3.2 3.1 3.1 3.1 3.1 3.1 3.1 3.1 3.2
Chain-weighted GDP Price Index:?
CBO JANUAIY ...t eeseen 2.3 2.1 2.0 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9
Blue Chip Consensus March 2.1 2.0 2.1 2.1 2.1 22 2.2 22 2.2 22 2.2 2.2
2002 BUAGEL .ooveeeeicireicieiieiei ettt 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1
Consumer Price Index (all-urban): 1
CBO JANUAIY ...t 2.8 2.8 2.7 25 2.5 25 2.5 25 2.5 25 2.5 2.6
Blue Chip Consensus March 2.8 24 2.6 2.6 25 2.6 2.6 2.6 2.6 2.6 2.6 2.6
2002 BUAGEL .oovereircireeeciietesse et 2.7 2.6 2.6 25 2.5 25 2.5 25 2.5 25 2.5 2.5
Unemployment rate: 2
CBO JANUAIY .ccoeveerirceiecieieiesie e stssssenen 44 45 45 47 4.8 49 5.0 5.1 5.2 5.2 5.2 4.9
Blue Chip Consensus March 45 46 4.6 46 4.6 46 4.6 46 4.6 46 4.6 4.6
2002 BUAGEL ..ottt 4.4 4.6 45 4.5 45 45 45 4.6 4.6 4.6 4.6 46
Interest rates: 2
91-day Treasury bills:
CBO JANUAIY ..ottt ssennes 48 49 5.0 49 49 49 49 49 49 49 49 49
Blue Chip Consensus March 46 48 5.2 5.3 5.3 5.2 5.2 5.2 5.2 5.2 5.2 5.2
2002 BUAGEL vouvverereceneineneeesisesieeseeisesise s ssessssesses 5.3 5.6 5.6 5.6 5.3 5.0 5.0 5.0 5.0 5.0 5.0 5.2
10-year Treasury notes:
CBO JANUAIY ..ot sssiesseen 49 5.3 55 5.6 5.7 5.8 5.8 5.8 5.8 5.8 5.8 5.7
Blue Chip Consensus March . 5.1 54 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7
2002 BUAGEL ..ot 5.4 5.6 5.7 57 5.7 57 5.7 57 5.7 57 5.7 5.7

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

1'Year over year percent change.
2 Annual averages, percent.
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a “pre-policy” projection. The private sector forecasts
are based on an appraisal of “the most-likely policy
outcome,” which would vary considerably among fore-
casters. Despite these differences in policy assumptions,
the three sets of projections are currently quite close
for almost all the key economic assumptions.

For real GDP growth, the Blue Chip consensus is
slightly lower than the public-sector forecasts in 2001.
The private forecasts, made in early-March, were influ-
enced in part by the weaker recent data. For 2002,
all three sets of forecasts anticipate a rebound of
growth. Over the ten years 2002-2011, the Blue Chip
consensus averages 3.4 percent GDP growth, two-tenths
of a percentage point faster than the 3.2 percent in
the Administration’s conservative assumptions.

The Administration’s inflation projection is very simi-
lar to that of the Blue Chip consensus. CBO’s GDP
inflation projection is slightly below the Administra-
tion’s assumptions in most years. The Administration’s
unemployment rate is nearly identical to the Blue
Chip’s, while the CBO’s rate is well above either of
the other two forecasts.

The Administration’s projection of the yield on the
10-year Treasury note is identical in most years to that
of the Blue Chip consensus, and is close to that of
CBO. The Administration’s short-term interest rate pro-
jection is somewhat higher than that of the Blue Chip
consensus over the next few years. Beyond 2005, the
three short-term interest projections are quite close.

Structural vs. Cyclical Balance

When the economy is operating above potential as
it is currently estimated to be, receipts are higher than
they would be if resources were less intensely employed,
and outlays for unemployment-sensitive programs (such
as unemployment compensation and food stamps) are
lower. As a result, the surplus is larger than it would
be if unemployment were at the sustainable long-run
average. The portion of the surplus that can be traced
to this factor is called the cyclical component. The bal-
ance, the portion that would remain with the unemploy-
ment rate at its long-run value, is called the structural
surplus (or structural deficit).

The structural balance gives a clearer picture of the
stance of fiscal policy because this part of the surplus
or deficit will persist even when the economy achieves
permanently sustainable operating levels. For this rea-
son, changes in the structural balance give a better

picture of the impact of budget policy on the economy
than does the unadjusted budget balance.

During 1992-1996, when the actual unemployment
rate was above the 5.2 percent estimate of NAIRU,
the cyclical component was negative: the unadjusted
deficit was larger than the structural deficit. From 1997
to 2000, the consensus of private sector forecasters
gradually reduced NAIRU to 4.6 percent. Nonetheless,
the actual unemployment rate was below NAIRU, re-
sulting in a positive cyclical component. By 2000, the
actual surplus of $236 billion was $72 billion larger
than the structural surplus.

In the early 1990s, large swings in net outlays for
deposit insurance (the S&L bailouts) had substantial
impacts on deficits, but had little concurrent impact
on economic performance. It therefore became cus-
tomary to remove deposit insurance outlays as well as
the cyclical component of the surplus or deficit from
the actual surplus or deficit to compute the adjusted
structural balance. This is shown in Table 1-3.

Two significant points are illustrated by this table.
First, of the $527 billion swing in the actual budget
balance between 1992 and 2000 (from a $290 billion
deficit to a $236 billion surplus), only 35 percent ($182
billion) resulted from cyclical improvement in the econ-
omy. The rest of the reduction stemmed from policy
actions and an unusually strong rise in individual in-
come tax receipts as a percentage of GDP. Second, in
2002 and thereafter, the cyclical component of the sur-
plus is small because the projected unemployment rate
is close to the assumed NAIRU of 4.6 percent. Deposit
insurance net outlays are also projected to be very
small in the coming years. Therefore, the adjusted
structural surplus and the unadjusted surplus are near-
ly identical during 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-
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

Table 1-3. ADJUSTED STRUCTURAL BALANCE

(In billions of dollars)
1992 1993 1994 1995 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005
Unadjusted deficit (=) or surplus .........c.cceven. -290.4 | -255.1 | -203.3 | -164.0 | -1075 | -22.0 | 69.2 | 124.6 | 2364 | 280.7 | 231.2 | 2420 | 262.1 | 269.0
Cyclical componeNt ..........c.vveeneermeeeeenneennes -109.9 | -1040 | -68.7| -295| -16.0 59| 335| 448 | 720 | 363 2.1 6.4 7.6 7.1
Structural deficit () or SUrplus ........cccecveverenee -180.5 | 1511 | -1346 | -1345| -915| 279 | 357 | 798| 1644 | 2444 | 2291 | 2356 | 2545 | 261.9
Deposit insurance outlays ........c.cceeeeeeenne 23| -280 -76 | -17.9 -84 | -144| 44| -53| -31 -1.0| -07 0.1 0.6 1.1
Adjusted structural deficit (-) or surplus .......... -182.8 | -179.1 | -1422 | -1523 | -99.9 | 423 | 313 | 745 | 161.3 | 2434 | 2284 | 235.7 | 255.1 | 263.0

NOTE: The NAIRU is assumed to be 5.2% through calendar year 1998, 4.9% in 1999,

and 4.6% thereafter.
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in the economic assumptions would alter outlays, re-
ceipts, and the surplus.

Economic variables that affect the budget do not usu-
ally change independently of one another. Output and
employment tend to move together in the short run:
a high rate of real GDP growth is generally associated
with a declining rate of unemployment, while moderate
or negative growth is usually accompanied by rising
unemployment. In the long run, however, changes in
the average rate of growth of real GDP are mainly
due to changes in the rates of growth of productivity
and labor 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 budget effects of the above rules
of thumb are shown in Table 1-4.

If real GDP growth is lower by one percentage point
in calendar year 2001 only and the unemployment rate
rises by one-half percentage point more than in the
budget assumptions, the fiscal year 2001 surplus is esti-
mated to decrease by $11.7 billion; receipts in 2001
would be lower by $9.6 billion, and outlays would be
higher by $2.1 billion, primarily for unemployment-sen-
sitive programs. In fiscal year 2002, the estimated re-
ceipts shortfall would grow further to $20.9 billion, and
outlays would increase by $7.3 billion relative to the
base, even though the growth rate in calendar 2002
equaled the rate originally assumed. This is because
the level of real (and nominal) GDP and taxable in-
comes would be permanently lower, and unemployment
higher. The budget effects (including growing interest
costs associated with smaller surpluses) would continue
to grow slightly in each successive year.

The budget effects are much larger if the real growth
rate is assumed to be one percentage point less in each
year (2001-2011) and the unemployment rate to rise
one-half percentage point in each year. In this case,
the levels of real and nominal GDP would be below
the base case by a growing percentage. The budget
balance would be worsened by $545.0 billion relative
to the base case by 2011.

The effects of slower productivity growth are shown
in a third example, where real growth is one percentage
point lower per year while the unemployment rate is
unchanged. In this case, the estimated budget effects
mount steadily over the years, but more slowly, result-
ing in a $431.9 billion worsening of the budget balance
by 2011.

Joint changes in interest rates and inflation have
a smaller effect on the surplus than equal percentage
point changes in real GDP growth. An example is the
effect of a one percentage point higher rate of inflation
and one percentage point higher interest rates during
calendar year 2001 only. In subsequent years, the price
level and nominal GDP would be one percent higher
than in the base case, but interest rates are assumed
to return to their base levels. Outlays for 2001 rise
by $5.5 billion and receipts by $11.0 billion, for a in-
crease of $5.5 billion in the 2001 surplus. In 2002,
outlays would be above the base by $11.4 billion, due
in part to lagged cost-of-living adjustments; receipts
would rise $22.4 billion above the base, however, result-
ing in an $11.0 billion improvement in the budget bal-
ance. In subsequent years, the amounts added to re-
ceipts would continue to be larger than the additions
to outlays.

If the rate of inflation and the level of interest rates
are higher by one percentage point in all years, the
price level and nominal GDP would rise by a cumula-
tively growing percentage above their base levels. In
this case, the effects on receipts and outlays mount
steadily in successive years, adding $57.7 billion to out-
lays in 2011 and $341.1 billion to receipts, for a net
increase in the 2011 surplus of $283.4 billion. This rule-
of-thumb now shows a more positive net budget out-
come than was estimated a few years ago, when the
interest outlays were larger because of higher levels
of public debt.

The table shows the interest rate and the inflation
effects separately. These separate effects for interest
rates and inflation rates do not sum to the effects for
simultaneous changes in both. This occurs in part be-
cause, when the budget is in surplus and debt is being
retired, the combined effects of two changes in assump-
tions affecting debt financing patterns and interest
costs may differ from the sum of the separate effects.

The outlay effects of a one percentage point increase
in interest rates alone is now relatively small, and
changes sign, that is, reduces outlays after 2006 when
increased interest earnings on the Government’s excess
balances exceed increased interest payments on the out-
standing debt held by the public. The receipts portion
of this rule-of-thumb is due to the Federal Reserve’s
deposit of earnings on its securities portfolio.

The last entry in the table shows rules of thumb
for the added interest cost associated with changes in
the budget surplus.

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

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

Table 1-4. SENSITIVITY OF THE BUDGET TO ECONOMIC ASSUMPTIONS

(In billions of dollars)

2003 2004 2005 2006 2007 2008 2009 2010 2011

-248 | -260| -273| -285| -298| -312| -327| -342| -359
8.6 10.8 13.0 15.1 17.5 20.2 23.0 26.2 29.7

-333 | -368| -403| -436| -473| -514| -558| -604| -65.6

-56.7 | -848| -1152 | -1479 | -183.0 | —220.8 | -261.6 | -305.0 | -353.0
18.5 30.1 43.8 59.6 78.4 101.0 126.6 157.1 192.0

-752 | -1149 | -1591 | -207.5 | -261.4 | -321.8 | -388.2 | —462.1 | -545.0

-56.7 | -849| -1153 | -148.0 | -183.1 | —221.0 | -261.9 | -305.2 | -353.3
3.3 7.1 12.2 18.2 25.9 35.8 47.6 61.9 78.6

-60.1 -92.0 | -1275 | -166.1 | -209.0 | -256.8 | -309.5 | -367.2 | —431.9

22.1 20.7 21.9 23.1 24.5 25.8 27.1 28.7 30.6
9.8 9.0 8.4 7.2 6.5 6.1 5.6 5.2 46

12.3 1.7 13.4 15.9 18.0 19.7 21.5 23.5 26.0

58.2 824 | 109.2 138.7 1714 2073 | 2474 2909 | 3411
23.9 30.8 37.5 42.8 474 51.4 54.5 56.7 57.7

34.3 51.7 .7 959 | 1240 | 1559 | 1927 | 234.1 2834

4.8 53 5.7 6.1 6.5 7.0 74 7.8 8.2
11.6 113 10.2 8.3 5.7 2.1 -2.1 -7 -13.4

-6.8 -6.0 -4.6 -2.2 0.9 4.8 9.4 14.8 21.6

53.4 772 | 1035 | 1326 | 164.8| 2003 | 239.7| 283.1 332.9
12.8 20.6 29.2 37.4 46.0 55.2 64.5 74.3 84.7

Budget effect 2001 2002
Real Growth and Employment
Budgetary effects of 1 percent lower real GDP growth:
For calendar year 2001 only:
Receipts -96 | -209
Outlays . 2.1 7.3
Decrease in SUPIUS (=) eeeveereerereeenrireiseieriseeeieesseesnene -11.7| -283
Sustained during 2001-2011: 1
Receipts -96 | -30.8
Outlays 2.1 9.5
Decrease in SUPIUS (=) veeveeveerrerereenieeisererireeeieeeseeaenene -11.7 | -403
Sustained during 2001-2011, with no change in unemployment:
RECEIPS .o -96| -308
OUIAYS o.veverireciiciri sttt 0.2 1.1
Decrease in SUPIUS (=) wvevveeveerereneinririserese e -98 | -31.8
Inflation and Interest Rates
Budgetary effects of 1 percentage point higher rate of:
Inflation and interest rates during calendar year 2001 only:
Receipts 11.0 224
Outlays 5.5 114
INCrease in SUMPIUS (+) ..veeeerereerreeereeneeeeineiesiseseiseessessenens 5.5 11.0
Inflation and interest rates, sustained during 2001-2011:
Receipts ... 11.0 34.1
Outlays 5.3 16.1
INCrease iN SUIPIUS (+) vevverererreerrererressesresesesesseeseesesessees 5.7 17.9
Interest rates only, sustained during 2001-2011:
Receipts 1.4 3.8
Outlays 4.1 9.8
Decrease in SUPIUS (=) veeeeereerrrereeneieiseneriseeeereesseesenene -2.7 -6.0
Inflation only, sustained during 2001-2011:
Receipts 9.6 30.3
Outlays 1.2 6.6
InCrease in SUMPIUS (+) ..veeereererererireeneireisereriseeereessessenens 84 23.7
Interest Cost of Higher Federal Borrowing
Outlay effect of $100 billion reduction in the 2001 unified surplus 2.8 5.9

40.5 56.6 74.4 95.2 118.9 145.1 17563 | 208.8 | 2482

6.3 6.7 6.9 7.0 7.2 7.6 8.0 8.4 8.9

* $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.






2. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET

Introduction

The Government’s financial condition can only be
properly evaluated using a broad range of data—more
than would usually be shown on a business balance
sheet—and several complementary perspectives. This
chapter presents a framework for such analysis. No
single table in the chapter is the equivalent of a Fed-
eral balance sheet, but taken as a whole, the chapter
provides an overview of the Government’s resources,
the current and future claims on them, and some idea
of what the taxpayer gets in exchange for these re-
sources. This is the kind of assessment for which a
financial analyst would turn to a business balance
sheet, modified to take into account the Government’s
unique roles and circumstances.

Because there are important differences between Gov-
ernment and business, and because there are serious
limitations on the available data, this chapter’s findings
should be interpreted with caution; its conclusions are
tentative and subject to future revision.

The presentation consists of three parts:

e Part I reports on what the Federal Government
owns and what it owes. Table 2-1 summarizes
this information. The assets and liabilities in this
table are a useful starting point for analysis, but
they are only a partial reflection of the full range
of Government resources and responsibilities.
Only those items actually owned by the Govern-
ment are included in the table, but the Govern-
ment is able to draw on other resources. It can
tax and use other measures to meet future obliga-
tions. The liabilities shown in the table include
the binding commitments that have resulted from
prior Government action, but the Government’s
responsibilities are much broader than this.

e Part II presents possible paths for the Federal
budget that extend beyond the ten-year budget
window. Table 2-2 summarizes this information.
This part is intended to show the Government’s
long-run financial burdens and the resources that
it will have available to meet them. Some future
claims on the Government deserve special empha-
sis because of their importance to individuals’ re-
tirement plans. Table 2-3 summarizes the condi-
tion of the Social Security and Medicare trust
funds and how that condition changed between
1999 and 2001.

e Part III features information on economic and so-
cial conditions which the Government affects by
its actions. Table 2—4 presents summary data for
national wealth, while highlighting the Federal in-
vestments that have contributed to that wealth.
Table 2-5 presents a small sample of economic
and social indicators.

Relationship with FASAB Objectives

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

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

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

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

3c. Whether Government operations have contributed to
the Nation’s current and future well-being.
The presentation here explores an experimental ap-
proach for meeting this objective at the Government-
wide level.

What Can Be Learned from a Balance Sheet
Approach

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

1Objectives of Federal Financial Reporting, Statement of Federal Financial Accounting
Concepts Number 1, September 2, 1993. The other objectives are budgetary integrity, oper-
ating performance, and systems and controls.

11
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S “BALANCE SHEET”

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

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 Government leaves almost 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 improve its bal-
ance sheet, but to benefit the Nation—to foster not only monetary but also nonmonetary values.

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 done successfully. The return on these investments shows up not as an increase in Govern-
ment assets, but as an increase in the general state of knowledge and in the earning capacity of
the country’s citizens. A business’s motives for investment are quite different; business invests
to earn a profit for itself, not others, and if its investments are successful, their value will be re-
flected in its balance sheet. Because the Federal Government’s objectives are different, its bal-
ance sheet behaves differently, and should be interpreted differently.

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

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

What the table shows is that those Federal obligations that are most comparable to the liabil-
ities of a business corporation exceed the estimated value of the assets the Federal Government
actually owns. However, the Government has access to other resources through its sovereign
powers. These powers, which include taxation, allow the Government to meet its present obliga-
tions and those that are anticipated from future operations even though the Government’s as-
sets are less than its liabilities.

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

In recent years, the Government’s net liabilities have leveled off and begun to shrink. By achiev-
ing a budget surplus, the Government has been able to repay some of its debts and reduce the
balance between its liabilities and its assets.

3. Why does the Government not 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. In recent years, the Federal Accounting Standards Advisory Board (FASAB)
has developed, and the Government has adopted, a conceptual accounting framework that re-
flects the Government’s distinct functions and answers the questions for which Government
should be accountable. This framework addresses budgetary integrity, operating performance,
stewardship, and systems and controls. The Board has also developed, and the Government has
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S “BALANCE SHEET”—Continued

adopted, a full set of accounting standards. Federal agencies now issue audited financial reports
that follow these standards; an audited Government-wide consolidated financial report was
issued in 1999 and 2000. In short, the Government does follow generally accepted accounting
principles for Federal entities, just as businesses do for private enterprises and State and local
governments do for their activities.

This chapter is intended to address the “stewardship objective”—assessing the interrelated con-
dition 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 Na-
tion “better off.” The Government does not have a “bottom line” comparable to the net worth of a
business corporation, and some analysts have found the absence of a bottom line to be frus-
trating. But it would not help to pretend that such a number exists when clearly it does not.

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

Future Social Security benefits are a political and moral responsibility of the Federal Govern-
ment, but these benefits are not a liability in the usual sense. The Government has unilaterally
decreased as well as increased Social Security benefits in the past, and future reforms could
alter them again. When the amount in question can be changed unilaterally, it is not ordinarily
considered a liability.

Other Federal programs exist that are similar to Social Security in the promises they make—
Medicare, Medicaid, Veterans pensions, and Food Stamps—to name a few. Yet few would con-
sider the future benefits expected under these programs to be Federal liabilities. It would be dif-
ficult, however, to justify a different accounting treatment for them, if Social Security were to be
classified as a liability. There is no bright line dividing Social Security from other programs that
promise benefits to people, and all such programs should be accounted for similarly.

Furthermore, if future Social Security benefits were to be treated as liabilities, logic would sug-
gest that future payroll tax receipts that are earmarked to finance those benefits ought to be
considered assets. Other tax receipts, however, are not counted as assets for good reasons, and
drawing a line between Social Security taxes and other taxes would be questionable.

Under Generally Accepted Accounting Principles, Social Security is not considered to be a liabil-
ity, so omitting it from Table 2-1 is consistent with the accounting standards developed for the
Federal Government by the Federal Accounting Standards Advisory Board (FASAB).

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

The aging of the U.S. population will become dramatically evident when the baby-boomers begin
to retire in less than ten years. This demographic transition poses serious long-term problems
for the Federal budget and its major entitlement programs. The current budget surplus, how-
ever, will help the country address these problems. The surplus means that there will be a sig-
nificant decline in Federal net interest payments over the next several years. This is one key
step towards keeping the budget in balance when the baby-boomers retire.

The second part of this chapter describes how the budget is likely to evolve under various pos-
sible alternative scenarios.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S “BALANCE SHEET”—Continued

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

The Government consumes capital each year in the process of providing goods and services to
the public. If the Government financed new capital by borrowing, it should also plan to pay off
this debt as the capital was used up. As discussed in Chapter 6 of Analytical Perspectives, net
investment in physical capital owned by the Federal Government has often been negative re-
cently, so little if any deficit spending would actually have been justified recently by this bor-
rowing-for-investment criterion.

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

There is another 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 is no justification for excluding them
when calculating the surplus/deficit.

Finally, the Federal Government must pursue policies that support the overall financial and eco-
nomic well-being of the Nation. The Government may deem it desirable to run a budget surplus,
even if this means paying for its own investments from current revenues, instead of borrowing.
Considerations in addition to the size of Federal investment must be weighed in choosing the
right level of the surplus.

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

The Federal budget has many purposes. It should not be surprising that, with more than one
purpose, the budget is presented in more than one way. None of these measures is always right,
or always wrong; it depends upon the purpose to which the budget is put.

For the purpose of measuring the Government’s effects on the economy, it would be misleading
to omit Social Security or any other part of the budget, as all parts of the budget affect the econ-
omy. For purposes of fiscal discipline, leaving out particular Government activities could actu-
ally be dangerous. The principle of a “unified” all-inclusive budget has been used to forestall the
practice of moving favored programs off-budget—which has been done to shield those programs
from scrutiny and funding discipline.

For setting fiscal policy, however, an alternative to the unified budget is useful. In particular,
the Congress has moved Social Security off-budget. The purpose of doing so was to stress the
need to provide independent, sustainable funding for Social Security in the long term; and to
show the extent to which the rest of the budget had relied on annual Social Security surpluses
to make up for its own shortfall.
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The data needed to judge its performance go beyond
a simple measure of net assets. Consider, for example,
Federal investments in education or infrastructure
whose returns flow mainly to the private sector and
which are often owned by households, private busi-
nesses or State and local governments. From the stand-
point of the Federal Government’s “bottom line,” these
investments might appear to be unnecessary or even
wasteful; but they make a real contribution to the econ-
omy and to people’s lives. A framework for evaluating
Federal finances needs to take Federal investments into
account, even when the return they earn does not ac-
crue to the Federal Government.

A good starting point for analysis is Table 2—-1, which
shows the Government’s assets and liabilities. This il-
lustrative tabulation of net liabilities is based on data
from a variety of public and private sources. It has
sometimes been suggested that the Federal Govern-
ment’s assets, if fully accounted for, would exceed its
debts. Table 2—1 clearly shows that this is not correct.
For many years, Government debts increased far more
than did Government assets, although in recent years,
Government budget surpluses have allowed the Govern-
ment to reduce its debt and thereby lower its net liabil-
ities.

Table 2—1 presents the Government’s binding obliga-
tions—such as Treasury debt and the present dis-
counted value of the pensions owed to Federal employ-
ees as deferred compensation. These obligations have
counterparts in the business world, and would appear
on a business balance sheet. Accrued obligations for
Government insurance policies and the estimated
present value of failed loan guarantees and deposit in-
surance claims are also analogous to private liabilities,
and are included with the other Government liabilities.
These obligations form only a subset of the Govern-
ment’s financial responsibilities.

The Federal Government also has resources that go
beyond the assets that would normally appear on a

balance sheet. These include the Government’s sov-
ereign powers to tax, regulate commerce, and set mone-
tary policy. The best way to analyze how the Govern-
ment uses these powers is to make a long-run projec-
tion of the Federal budget (as is done in Part II of
this chapter). The budget provides a comprehensive
measure of the Government’s annual cash flows. Pro-
jecting it forward shows how the Government is ex-
pected to use its powers to generate cash flows in the
future.

The Government has established a broad range of
programs that dispense cash and other benefits to indi-
vidual recipients. The Government is not constitu-
tionally obligated to continue payments under these
programs; the benefits can be modified or even ended
at any time, subject to the decisions of Congress. Such
changes are a regular part of the legislative cycle. It
is likely, however, that many of these programs will
remain Federal responsibilities in some form for the
foreseeable future.

The numbers in the budget are silent on the issue
of whether the public is receiving value for its tax dol-
lars. Information on that point requires performance
measures for Government programs supplemented by
appropriate information about conditions in the econ-
omy and society. Some such data are currently avail-
able, but more measures need to be developed to obtain
a full picture. Examples of what might be done are
discussed below.

The presentation that follows consists of a series of
tables and charts. Taken together, they are the func-
tional equivalent of a business balance sheet. The sche-
matic diagram, Chart 2-1, shows how they fit together.
The tables and charts should be viewed as an ensemble,
the main elements of which are grouped in two broad
categories—assets/resources and liabilities/responsibil-
ities.
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Assets/Resources

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

Resources/Receipts

Projected Receipts

National Assets/Resources

Federally Owned Physical Assets
State & Local Physical Assets
Federal Contribution
Privately Owned Physical Assets
Education Capital
Federal Contribution
R&D Capital
Federal Contribution

Federal Governmental
Assets and Liabilities
(Table 2-1)

Long-Run Federal
Budget Projections
(Table 2-2)

Change in Trust
Fund Balances
(Table 2-3)

National Wealth
(Table 2-4)

Social
Indicators
(Table 2-5)

Chart 2-1. A Balance Sheet Presentation for the Federal Government

Liabilities/Responsibilities

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

Discretionary Outlays
Mandatory Outlays
Social Security
Health Programs
Other Programs
Net Interest

Surplus/Deficit

National Needs/Conditions

Indicators of economic, social,
educational, and environmental

conditions

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

¢ Reading down the right-hand side reveals the full
range of Federal obligations and responsibilities,

beginning with Government’s acknowledged liabil-
ities based on past actions, such as the debt held
by the public, and going on to include future budg-
et outlays. This column ends with a set of indica-
tors highlighting areas where Government activity
affects society or the economy.
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PART I—THE FEDERAL GOVERNMENT’'S ASSETS AND LIABILITIES

Table 2-1 summarizes what the Government owes
as a result of its past operations netted against the
value of what it owns for a number of years beginning
in 1960. Assets and liabilities are measured in terms
of constant FY 2000 dollars. Ever since 1960, Govern-
ment liabilities have exceeded the value of assets (see
chart 2-2). In the late 1970s, a speculative run-up in
the prices of oil, gold, and other real assets temporarily
boosted the value of Federal holdings, but subsequently
those prices declined.2 Currently, the total real value

2This temporary improvement highlights the importance of the other tables in this presen-
tation. What is good for the Federal Government as an asset holder is not necessarily
favorable to the economy. The decline in inflation in the early 1980s reversed the speculative
run-up in gold and other commodity prices. This reduced the balance of Federal net assets,
but it was good for the economy and the Nation as a whole.

of Federal assets is estimated to be about 27 percent
greater than it was in 1960. Meanwhile, Federal liabil-
ities have increased by 162 percent in real terms. The
decline in the Federal net asset position was principally
due to persistent Federal budget deficits and the rel-
atively slow increase in Federal asset holdings.

Since the mid-1990s, the shift from budget deficits
to budget surpluses has sharply reduced Federal net
liabilities. Last year rising energy prices and increased
land values also contributed to a rise in the real value
of Federal assets, which pulled down net liabilities even
further. Currently, the net excess of liabilities over as-
sets is about $3.2 trillion, or $11,500 per capita, com-

Table 2-1. GOVERNMENT ASSETS AND LIABILITIES *
(As of the end of the fiscal year, in billions of 2000 dollars)
1960 1965 1970 1975 1980 1985 1990 1995 1998 1999 2000
ASSETS
Financial Assets:

Cash and Checking DEpOSIS ...........eurereeerererermereerenrenenns 42 61 38 30 46 30 41 42 49 64 56

Other Monetary Assets 1 1 1 1 2 2 2 1 4 5 6

MORGAGES .oovvvvvrereriirieeriirriisresseess st 27 26 39 40 74 76 97 67 47 80 77

Other Loans ... 100 137 172 171 218 288 204 159 178 187 189
less Expected Loan Losses -1 -3 -4 -9 -17 -17 -19 24 -47 -51 -37

Other Treasury Financial Assets ... 43 55 24 31 39 39 97 151 131 140 144
Total 212 217 269 265 362 419 422 397 361 425 435

Nonfinancial Assets:

Fixed Reproducible Capital 996 997 | 1,040 944 912 1,056 1,110 1106 999 980 974
DEENSE ..o s 865 822 830 691 633 760 795 768 664 642 624
Nondefense 131 175 210 253 279 296 315 338 335 338 350

INVENLOTIES ... 263 228 212 189 232 267 236 167 139 138 135

Nonreproducible Capital 424 435 417 614 979 | 1,061 835 622 695 731 922
Land 92 128 161 253 321 338 346 258 333 360 399
Mineral Rights 332 308 256 361 658 724 489 364 362 370 523

SUDLOA ... 1,683 1,660 | 1,669 1,747 | 21122 | 2,385 2,180 1,895 1,833 1,849 2,031
Total Assets 1,895 | 1,937 | 1,937 | 2,012 | 2485 | 2,804 2,602 2,291 2,193 2,274 2,466
LIABILITIES
Financial Liabilities:

Debt held by the Public .. 1,124 | 1,159 1,048 | 1,061 1,306 | 2,174 2,965 3,930 3,862 3,715 3,410

Trade Payables and Miscellaneous ............ccccreevivciinns 15 21 23 31 55 82 117 90 75 73 73
Subtotal 1,139 1,180 [ 1,070 | 1,092 1,361 2,255 3,082 4,021 3,937 3,788 3,484

Insurance Liabilities:

Deposit Insurance 0 0 0 0 2 9 72 5 2 1 1

Pension Benefit Guarantee ! 0 0 0 43 31 43 43 21 49 41 40

L0AN GUArANEES ........vvereerrireriieeiressiseesesisesseeesesseenes 0 0 2 6 12 11 16 29 35 35 37

Other Insurance 31 28 22 20 27 17 20 17 16 16 16
Subtotal 31 28 24 70 73 80 150 72 102 95 95

Federal Pension and Retiree Health Liabilities:

Pension LiabilitIes ..........c.veeueeereerereeesneeeneeesesesseeeseeeseees 794 1,006 1,196 1,360 | 1,792 1,793 1,746 1,689 1,664 1,688 1,684

Retiree Health Insurance Benefits ...........ccocvveneeniireerneenns 190 241 287 326 430 430 419 405 376 376 384
Total 984 1,248 1,483 | 1685 | 2222 | 2223 2,165 2,093 2,039 2,064 2,068

Total Liabilities ........ 2,154 | 2456 | 2,578 | 2,847 | 3,655 | 4,559 5,398 6,187 6,079 5,947 5,646
Balance ... -259 -519 -641 -835 | -1,1711 | -1,755 | -2,796 | -3,895| -3,885 | -3,673 | -3,180
Addenda:.

Balance Per Capita (in 2000 dollars) .............cccccooemrrennnnns -1,433 | -2,670 | -3,124 | -3,867 | -5,127 | -7,338 | -11,152 | -14,771 | -14,326 | -13,422 | -11,520
Ratio to GDP (in percent) -10.1 -16.0 | -166| -19.0| -223| -28.2 -38.9 -47.7 -42.0 -38.0 -31.6

*This table shows assets and liabilities 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.
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pared with net liabilities of $3.9 trillion (FY 2000 dol-
lars) and $14,800 per capita (FY 2000 dollars) in 1995.

Assets

The assets in Table 2-1 are a comprehensive list
of the financial and physical resources owned by the
Federal Government.

Financial Assets: According to the Federal Reserve
Board’s Flow-of-Funds accounts, the Federal Govern-
ment’s holdings of financial assets amounted to $0.4
trillion at the end of FY 2000. Government-held mort-
gages and other loans (measured in constant dollars)
reached a peak in the mid-1980s. Since then, the value
of Federal loans has declined. Holdings of mortgages
rose sharply in the late 1980s and then declined in
the 1990s, as the Government acquired mortgages from
failed savings and loan institutions and then liquidated
them.

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 2000.
These estimated losses are subtracted from the face
value of outstanding loans to obtain a better estimate
of their economic worth.

Reproducible Capital: The Federal Government is a
major investor in physical capital and computer soft-
ware. Government-owned stocks of such capital
amounted to about $1.0 trillion in 2000 (OMB esti-
mate). About two-thirds of this capital took the form
of defense equipment or structures.

Non-reproducible Capital: The Government owns sig-
nificant amounts of land and mineral deposits. There
are no official estimates of the market value of these
holdings (and of course, in a realistic sense, much of
these resources could or would never be sold). Research-
ers in the private sector have estimated what they are
worth, and these estimates are extrapolated in Table
2—1. Private land values fell sharply in the early 1990s,
but they have risen since 1993. It is assumed here
that Federal land shared in the decline and the subse-
quent recovery. Oil prices declined in 1997-1998 but
rebounded sharply in 1999-2000 causing the estimated
value of Federal mineral deposits to fluctuate. (The esti-
mates omit other types of valuable assets owned by
the Government, such as works of art and historical
artefacts, because the valuation of many of these assets
would have little realistic basis, and because, as part
of the Nation’s historical heritage, most of these objects
would never be sold.)

Total Assets: The total real value of Government as-
sets is lower now than at the end of the 1980s, mainly
because of declines in defense capital, although Govern-
ment asset values have risen strongly since 1998. Even
so, the Government’s holdings are vast. At the end of
2000, the value of Government assets is estimated to
have been about $2.5 trillion.

Liabilities

Table 2—-1 covers all those liabilities that would also
appear on a business balance sheet and only those li-
abilities. These include various forms of Federal debt,
Federal pension and health insurance obligations to ci-
vilian and military retirees, and the estimated liability
arising from Federal insurance and loan guarantee pro-
grams.

Financial Liabilities: Financial liabilities amounted
to about $3.5 trillion at the end of 2000. The single
largest component was Federal debt held by the public,
amounting to around $3.4 trillion. In addition to debt
held by the public, the Government’s financial liabilities
include approximately $0.1 trillion in miscellaneous li-
abilities.

Guarantees and Insurance Liabilities: The Federal
Government has contingent liabilities arising from loan
guarantees and insurance programs. When the Govern-
ment guarantees a loan or offers insurance, cash dis-
bursements may initially be small or, if a fee is
charged, the Government may even collect money; but
the risk of future cash payments associated with such
commitments can be large. The figures reported in
Table 2-1 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 less than $0.1 trillion. The reso-
lution of the many failures in the savings and loan
and banking industries has helped to reduce the liabil-
ities in this category by about half since 1990.

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 retirees with subsidized health insurance
through the Federal Employees Health Benefits pro-
gram. The amount of these liabilities is large. The dis-
counted present value of the benefits is estimated to
have been around $2.1 trillion at the end of FY 2000.3

The Balance of Net Liabilities

Because of its sovereign powers, the Government
need not maintain a positive balance of net assets; the
buildup in net liabilities since 1960 did not damage
Federal creditworthiness. By 1995 net liabilities had
reached 48 percent of GDP. Since then, the net balance
as a percentage of GDP has fallen for five straight
years. The real value—adjusted for inflation—of net li-
abilities has also fallen by $0.7 trillion (FY 2000 dol-
lars), reflecting the shift from budget deficits to sur-
pluses, and a recent recovery in some Federal asset
prices. If the budget surplus is maintained, as projected
in the President’s Budget, the net balance will continue

to improve.

3The pension liability is the actuarial present value of benefits accrued-to-date based
on past and projected salaries. The 2000 liability is extrapolated from recent trends. The
retiree health insurance liability is based on actuarial calculations of the present value
of costs for existing programs. It has only been estimated on a consistent basis since
1997. For earlier years the liability was assumed to grow in line with the pension liability,
which may differ significantly from what the actuaries would calculate for this period.
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Chart 2-2. Net Federal Liabilities
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PART II—-THE BALANCE OF RESOURCES AND RESPONSIBILITIES

This part of the presentation describes long-run pro-
jections of the Federal budget that extend beyond the
normal 5 to 10 year budget horizon. Forecasting the
economy and the budget over such a long period is
highly uncertain. Future budget outcomes depend on
a host of unknowns—constantly changing economic con-
ditions, unforeseen international developments, unex-
pected demographic shifts, the unpredictable forces of
technological advance, and evolving political pref-
erences. Those uncertainties increase the further into
the future the projections are pushed. Long-run budget
projections can be useful, however, in sounding warn-
ings about future problems. Federal responsibilities ex-
tend well beyond the next decade. There is no time
limit on the Government’s constitutional responsibil-
ities, and programs like Social Security are intended
to continue indefinitely.

The Threat to the Budget from the Impending
Demographic Transition: 1t is evident even now that
there will be mounting challenges to the budget early
in this century. In 2008, the first 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, there will be
serious strains on the budget because of increased ex-

penditures for Social Security and for the Government’s
health programs which serve the elderly—Medicare and
increasingly Medicaid. Long-range projections can help
define how serious these strains might become, and
what would be needed to withstand them.

The U.S. population has been aging for decades, but
the impending demographic shift is now just over the
horizon. The baby-boom cohort has moved into its prime
earning years, while the much smaller cohort born dur-
ing the Great Depression has been retiring. Together
these shifts in the population have held down the rate
of growth in the number of retirees relative to the labor
force. The suppressed budgetary pressures are likely
to burst forth when the baby-boomers begin to retire
at the end of this decade.

The pressures are expected to persist even after the
baby-boomers are no longer here. The Social Security
actuaries project that the ratio of workers to Social
Security beneficiaries will fall from around 3% cur-
rently to around 2 as the baby-boomers retire, and be-
cause of lower fertility and improved mortality, that
ratio is not expected to rise again. With fewer workers
to pay taxes that support the retired population, the

budgetary pressures on the Federal retirement pro-
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grams will persist. The problem posed by the demo-
graphic transition is a permanent one.

Another way to see the problem is to examine the
projected spending on Social Security, Medicare, and
Medicaid. Currently, these programs account for 46 per-
cent of non-interest Federal spending; up from 30 per-
cent in 1980. By 2040, when most of the remaining
baby-boomers will be in their 80s, these three programs
could easily account for more than two-thirds of non-
interest Federal spending. At the end of the projection
period, the figure rises to over 75 percent of non-inter-
est spending. In other words, under an extension of
current budget policy, almost all of the budget would
go to these three programs alone. That would consider-
ably reduce the flexibility of the budget, and the Gov-
ernment’s ability to respond to new challenges.

Measured relative to the size of the economy, the
three major entitlement programs now amount to 7
percent of GDP.4 By 2040, this share doubles to 14
percent, and in 2075 it is projected to reach 18 percent
of GDP. Current projections suggest, absent structural
changes in the programs, that the Federal Government
will eventually have to find 11 percent of GDP to cover
future benefits.

The Shortfall in Social Security: Social Security
is intended to be self-financing. Workers and employers
pay taxes earmarked for the Social Security trust funds,
and the funds disburse benefits. In recent years, the
funds have been increasing in size as a result of a
growing Social Security surplus. At the end of FY 2000,
the combined Old Age, Survivors and Disability Insur-
ance (OASDI) trust funds had reached $1 trillion. The
demographic transition, however, is expected to reverse
the buildup of the trust funds under current law. The
program’s actuaries project that by 2016, taxes flowing
into the funds will fall short of program benefits and
expenses. ® The funds are projected to continue to grow
for some years beyond this point because of positive
interest income, but by 2025, the trust funds will peak
and begin to be drawn down; by 2038, when the young-
est baby-boomers will be in their 70s, the actuaries
project that the OASDI trust funds will be exhausted.
That would not mean that Social Security benefits
would cease, because taxes are projected to cover about
70 percent of benefits at that point, but the program
could no longer sustain promised benefits out of ear-
marked tax receipts alone (see accompanying box for
a fuller discussion).

Chart 2-3. Entitlements' Claim on the Economy
Percent of GDP
2y 18.4
Medicaid
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Medicare
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5 Medicare X Social
Social Security
. Security
Social
Security
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2000 2040 2075

40ver long periods when the rate of inflation is positive, comparisons of dollar values
are meaningless. Even the low rate of inflation assumed in this budget will reduce the
value of a 2000 dollar by almost 50 percent by 2030, and by 65 percent by 2050. For
long-run comparisons, it is much more useful to examine the ratio of the surplus/deficit
and other budget totals to the expected size of the economy as measured by GDP.

5The long-range projections discussed in this chapter are based on an extension of the
Administration’s economic projections from the budget, which is different from the economic
assumptions used by the actuaries. Under the extended Administration projections this
point would be reached in 2019, not 2016, and the other key dates would come later
also.
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Social Security: The Long-Range Challenge

For 65 years, Social Security has provided retirement security and disability insurance for tens of millions of
Americans through a self-financing system. The principle of self-financing is important because it compels correc-
tions to the system in the event of projected financial imbalances.

Although Social Security is running surpluses today, OMB projects it will begin running cash deficits within 20
years. Social Security’s spending path is unsustainable, driven largely by the demographic trends of lower fertility
rates and longer life spans. These trends indicate that the number of workers available to support each retiree
will decline from 3.4 today to an estimated 2.1 in 2030. As a result, the Government will not be able to meet cur-
rent-law benefit obligations at current payroll tax rates. At present, the Social Security system faces a closed-
group actuarial deficit of $8.7 trillion.

The size of Social Security’s shortfall cannot be known with any precision. Under the Social Security Trustees’
2001 intermediate-cost economic and demographic assumptions, the gap between Social Security receipts and out-
lays in 2040 will be 1.7 percent of GDP. Under their high-cost assumptions, the shortfall in that year would be 72
percent larger, or 2.9 percent of GDP.

Long-range uncertainty underscores the importance of creating a system that is financially stable and self-con-
tained. Otherwise, if pessimistic assumptions turn out to be accurate, the demands created by Social Security
could compromise the rest of the budget and the Nation’s economic health.

Moreover, the current structure of Social Security leads to substantial generational inequities in the average rate
of return people can expect from the program. While previous generations fared well, individuals born today on
average can expect to earn less than a two percent rate of return on their payroll tax contributions. This estimate
may overstate the rate of return, because it assumes no changes in current-law taxes or benefits even though
meeting the projected financing shortfall through benefit cuts or additional revenues would further reduce Social
Security’s implicit rate of return for future cohorts. A 1995 analysis found that the cohort born in 2000 would ex-
perience a 1.7 percent rate of return before accounting for Social Security’s shortfall, and a 1.5 percent rate of re-
turn 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 keep some of their payroll taxes in personal retirement accounts. Giving workers
the ability and the control to build wealth for their own retirement would lessen the pressure of adverse demo-
graphic trends on the long-range budget. Such accounts would reduce the need for a rapidly growing Government
outlay by creating opportunities for younger workers to enjoy the fruits of higher rates of return in private equity
markets. Personal retirement accounts could boost national savings, because they would be designed as invest-
ment vehicles. The current Social Security program, by contrast, is in essence a tax-and-transfer system that may
or may not enhance national savings. The program’s contribution to savings depends on Social Security’s own fi-
nancial status at any given point in time, as well as the extent to which the rest of the budget relies on Social Se-
curity surpluses to fund ongoing programs.
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Medicare: The Long-Range Challenge

According to the Medicare Trustees most recent 2001 report, the Hospital Insurance (HI) trust fund will go bank-
rupt in 2029, and spending will exceed taxes into the fund in 2016. The long-run outlook for the HI Trust Fund is
measured by the actuarial balance. The actuarial balance reflects the financing changes needed (e.g., benefit cuts,
tax increase), expressed in terms of the tax rate increase required today to balance the HI Trust Fund over the
next 75 years. In 2001, Trustees are projecting an actuarial deficit of —1.97 percent. This is a 63 percent increase
in the deficit over last year’s estimate (-1.21 percent), due largely to the Trustee’s acknowledgment that Medicare
per capita expenditures will grow faster than they had previously assumed, outpacing per capita GDP growth by a
full percent.

But, Medicare actually has two trust funds, not one: the HI and the SMI trust funds. Like HI, growth in per bene-
ficiary SMI expenditures are projected to outpace per capita GDP growth by a full percent. In the short run, a
comprehensive analysis of the Medicare program that takes into account both of these trust funds reveals that
there is already a Medicare deficit, not a surplus. In fact, over the next ten years 2002-2011, the Medicare pro-
gram will require annual transfers from the general revenue fund totaling $1.2 trillion to meet program expendi-
tures.

The long-range projections of combined Medicare spending reveal substantial spending growth. Not only are per
capita expenditures increasing rapidly, but the number of beneficiaries is skyrocketing as well. Between 2010 and
2030, the number of persons age 65 and older will increase from 39.7 million to 69.1 million. As a result of this
combination of factors, total Medicare expenditures are projected to quadruple as a percentage of GDP, from 2
percent in 2000 to 8 percent in 2075.

The Administration is committed to working with Congress to reform Medicare in a manner which improves the

long-term solvency of the entire program without raising Medicare payroll taxes.

And in Medicare: Medicare faces a similar problem.
Income to Medicare’s Hospital Insurance (HI) trust
fund is projected to exceed outgo until 2016, but the
HI fund is projected to reach zero in 2029, nine years
earlier than the OASDI trust funds. Unlike Social Secu-
rity, Medicare has never been completely self-financed.
In addition to the HI program, Medicare also consists
of Supplementary Medical Insurance (SMI), which cov-
ers medical bills outside of the hospital. SMI is funded
by a combination of premiums charged to the bene-
ficiaries, which cover about one-quarter of benefits, and
general revenue. Even if the HI trust fund were to
remain solvent indefinitely, Medicare as a whole would
continue to be subsidized by the rest of the budget.
As Medicare costs rise, the subsidy increases, but even
today Medicare is not self-financing (see accompanying
box for a fuller discussion).

An Improved Long-Range Outlook.—At the begin-
ning of the 1990s, when these long-run budget projec-
tions were first developed, the deficit was on an unsta-
ble trajectory. Given then-current economic projections
and policies, the deficit was projected to mount steadily
not only in dollar terms, but relative to the size of
the economy. This pattern of rising deficits would have
driven Federal debt held by the public to unsustainable
levels. Policy actions during the 1990s reduced the defi-
cits, and the strong economy that emerged in the sec-
ond half of the 1990s did even more to eliminate them.

The unified budget is now projected to be in surplus
for the next ten years. Even excluding the Social Secu-

rity surplus, the rest of the budget is also projected
to be in surplus over the same period. If realized, these
surpluses will reduce the amount of Federal debt out-
standing and lower the Government’s net interest pay-
ments. In FY 2000, net interest amounted to 2.3 per-
cent of GDP; under current estimates, that could be
cut to around 0.3 percent of GDP by 2010.

If the policies and assumptions in the budget are
extended beyond the ten-year budget window, the uni-
fied budget could continue in surplus for many more
years. However, there is a wide range of uncertainty
around such long-range projections. As discussed below,
they are affected by many hard-to-foresee economic and
demographic factors, as well as by future policy deci-
sions.

Economic and Demographic Assumptions.—Even
though any such forecast is highly uncertain, long-run
budget projections require starting with specific eco-
nomic and demographic projections. The assumptions
used as a starting point extend the Administration’s
medium-term economic projections, augmented by the
long-run demographic projections from the 2000 Social
Security Trustees’ Report.

e Inflation, unemployment and interest rates hold
stable at 2.5 percent per year for CPI inflation,
4.6 percent for the unemployment rate, and 5.7
percent for the yield on 10-year Treasury notes.

¢ Productivity growth as measured by real GDP per
hour continues at the same constant rate as in
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the Administration’s medium-term projections—

2.1 percent per year.

¢ In line with the projections of the Social Security
Trustees, U.S. population growth is expected to
slow from 1 percent per year in the 1990s to about

half that rate by 2030.

e Labor force participation declines as the popu-

lation ages and the proportion of retirees
creases.

¢ Real GDP growth declines gradually after 2011
from around 3 percent per year to an average
annual rate of 2.3 percent, because labor force
growth is expected to slow while productivity

growth is assumed to be constant.

The economic projections described above are set by

assumption and do not automatically change in

sponse to changes in the budget outlook. This is unreal-
istic, but it simplifies comparisons of alternative poli-

cies.

Alternative Budget Projections.—Chart 2—4 below
shows budget projections under alternative assumptions
about discretionary spending. These projections gen-
erally assume that mandatory spending proceeds ac-

new programs or enhancements of existing programs
except for those proposed in the budget. Under each
of these alternatives, the major entitlement programs
are expected to absorb an increasing share of budget
resources.

e Social Security benefits, driven by the retirement
of the baby-boom generation, rise from 4.1 percent
of GDP in 2000 to 6.3 percent in 2040. They con-
tinue to rise after that but more gradually, even-
tually reaching 6.8 percent of GDP by 2075.6

e Medicare outlays net of premiums rise from 2.0
percent of GDP in 2000 to 5.0 percent of GDP
in 2040, and 8.1 percent by 2075.

e Federal Medicaid spending goes up from 1.2 per-
cent of GDP in 2000 to 2.7 percent in 2040 and
to 3.5 percent of GDP in 2075.

o If discretionary spending is held constant in real
terms, it would fall as a share of GDP from 6.3
percent in 2000 to 3.1 percent in 2040, and to
1.9 percent in 2075. Alternatively, discretionary
spending may be fixed as a share of GDP at the
level reached in 2011, when the budget window
closes, maintaining a constant 5 percent share of
GDP through 2075.

in-

re-

cording to current law and proposed policy, without

Chart 2-4. Long-Run Budget Projections
Surplus(+)/deficit(-) as a percent of GDP
15
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6These benefit estimates reflect the economic assumptions described above, which differ
somewhat from the assumptions in the Social Security Trustees’ Report. The benefit esti-
mates were prepared by the Social Security actuaries using OMB economic assumptions.
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Table 2-2. LONG-RUN BUDGET PROJECTIONS OF 2002 BUDGET POLICY
(Percent of GDP)

2000 2005 2010 2020 2030 2040 2050 2060 2075
Discretionary Grows with Inflation
RECEIPES ..o 206 | 192| 186 186 | 187 | 187 | 188 | 188 | 187
Outlays ............ 182 | 171 158 | 152 | 156| 158 | 159 | 165| 189
Discretionary 6.3 5.9 5.2 4.3 3.7 3.1 2.7 2.3 1.9
Mandatory ...... 97| 100| 103 | 1241 14.1 152 | 16.1 172 | 192
Social Security 4.1 4.1 42 5.3 6.2 6.3 6.3 6.5 6.8
Medicare ... 2.0 2.2 23 3.1 4.1 5.0 5.8 6.6 8.1
Medicaid 1.2 1.4 1.7 2.1 24 27 3.0 32 35
Other ... 24 2.2 2.0 1.7 14 1.2 1.0 0.9 0.8
Net Interest 2.3 1.1 03| 12| 21| 25| 29| -29| -22
Surplus/Deficit(-) .............. 24 2.1 2.8 34 3.0 2.9 29 23| -02
Primary Surplus/Deficit (-) ...... 47 33 3.1 2.1 0.9 0.4 00| -06| -23
Federal Debt Held by PUDIIC .........cocvreeeveeireernciinns 3471 175 23| 255 | 423 | -50.8 | -56.8 | -58.2 | —41.7
Discretionary Grows with GDP
RECEIDLS .vvvvercerrirerieciieeiet et 206 | 192| 186 186 187 | 187 | 188 | 188 | 187
Outlays 182 | 171 158 | 16.1 1771 193 | 211 237 | 295
DiISCIEtiONANY .....voevvereeriiiretiesieesie e 6.3 5.9 5.2 5.0 5.0 5.0 5.0 5.0 5.0
MaNAALOTY .....ooevecererreeeerie e 97| 100| 103 | 1241 14.1 152 | 16.1 172 | 192
Social Security 4.1 4.1 42 5.3 6.2 6.3 6.3 6.5 6.8
Medicare ... 2.0 22 23 3.1 4.1 5.0 5.8 6.6 8.1
Medicaid 1.2 1.4 1.7 2.1 24 2.7 3.0 32 35
Other ... 24 22 2.0 1.7 1.4 1.2 1.0 0.9 0.8
Net INTErest ... 2.3 1.1 03] -1.1 -14] -09 0.0 1.5 5.3
SUIPIUS/DEICI(=) eovvvreercerrieerseerserieeriseeeeereee s 24 2.1 2.8 25 10| -05| 23| -48| -10.8
Primary Surplus/Deficit (-) ...... 4.7 3.3 3.1 15| 04| 15| 23| -33| -55
Federal Debt Held by Public 3471 175 23| 218 | 275 | -17.8 13| 31.7| 108.0

There is an important caveat to these results, how-
ever. The Federal Government is assumed to acquire
financial assets once the publicly held Federal debt has
been run down. This would be a unique departure for
the Government, and it would encounter significant ob-
stacles. Under current policy, the Government’s invest-
ment options would be quite limited. Moreover, if the
Federal Government were to own a large share of the
Nation’s financial assets, the economy’s dynamism
could be undermined by the Government’s influence
over what had been private economic choices. This
could reduce the efficiency of the capital markets and
lower the long-term rate of economic growth. These neg-
ative effects are not considered in these simulations.

Overall, it seems unlikely that the Government would
ever accumulate a large net stock of assets, but these
long-range projections show what could happen absent
policy changes, and they indicate that policy makers
will soon need to consider the issue of Government
ownership of private assets. If spending was increased
or taxes adjusted from year-to-year in order to avoid
Government’s accumulation of private assets, the budg-
et could remain in balance through 2050, assuming real
discretionary spending is held constant in the long run.
Alternatively, if discretionary spending grows with GDP
in the long run, the budget is projected to stay in bal-
ance until 2028, while avoiding a buildup of assets.

The Effects of Alternative Economic and Tech-
nical Assumptions.—The results discussed above are
sensitive to changes in underlying economic and tech-
nical assumptions. Some of the most important of these
alternative economic and technical assumptions and

their effects on the budget outlook are discussed below.
Each highlights one of the key uncertainties in the
outlook.

1. Health Spending: OMB’s long-range projections for
Medicare follow the latest projections of the Medicare
actuaries reflected in the Medicare Trustees’ Report.
For many years, those projections included a slowdown
in the rate of growth of real per capita Medicare spend-
ing in the long run. Recently, the Technical Review
Panel on the Medicare Trustees’ Reports has rec-
ommended raising the long-run projected growth rate
in real per capita Medicare costs, and the Medicare
Trustees adopted this assumption in their 2001 report.
The Panel recommended projections in which “age-and
gender-adjusted, per-beneficiary spending growth ex-
ceeds the growth of per-capita GDP by 1 percentage
point per year.”7 In Chart 24, real per capita Medicare
benefits are assumed to rise at this rate, which is about
60 percent greater than assumed in previous Medicare
Trustees’ Reports.

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 spend a larger share of income
on them than it has heretofore. There are many reason-
able alternative health cost and usage projections, as
well as variations in the demographic projections to
which they can be applied. Innovations in health care

7Technical Review Panel on the Medicare Trustees’ Reports, “Review of Assumptions
and Methods of the Medicare Trustees’ Financial Projections,” December 2000.
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are proceeding rapidly, and they have diverse effects
on the projection of costs. Likewise, the effects of great-
er longevity on Medicare and especially Medicaid costs
are uncertain.

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 are made for discretionary spend-
ing. In one case, discretionary spending is held constant
in real terms, growing only with projected inflation.
Alternatively, discretionary spending is assumed to
keep pace with the growth in GDP. Growth with infla-
tion implies that the real value of Federal services is
unchanging over time, which has the implication that
the size of Federal discretionary spending would shrink
relative to the size of the economy. The second alter-
native for current policy considered in Chart 2-4 and
Table 2-2 allows discretionary spending to increase
with GDP. This implies that discretionary spending in-
creases in real terms whenever there is positive real
economic growth.

3. Productivity: The rate of future productivity growth
is perhaps the most powerful of the uncertainties affect-
ing the long-run budget outlook. Productivity in the
U.S. economy slowed markedly and unexpectedly after
1973. This slowdown was responsible for a slower rise
in U.S. real incomes for the next two decades. Recently,
productivity growth has increased. Since 1995, produc-
tivity has grown about as fast as it did during the
25-year period prior to 1973. The revival of productivity
growth is one of the most welcome developments of
the last several years. A higher rate of growth makes
the task of preserving a balanced budget much easier;
a lower productivity growth rate has the opposite effect.
Although the long-run growth rate of productivity is
inherently uncertain, productivity growth in the United
States has averaged about 2 percent per year for over
a century, and is projected to continue at that rate
in these projections.

4. Population: The key assumptions underlying the
model’s demographic projections concern fertility, immi-
gration, and mortality.

e The demographic projections assume that fertility
will average around 1.95 births per woman in the
future, slightly below the replacement rate needed
to maintain a constant population.

e 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.

e Mortality is projected to decline. The average fe-
male lifespan is projected to rise from 79.5 years
to 85.0 years by 2075. Men do not live as long
as women on average, but their lifespan is also
projected to increase, from 73.8 years in 2000 to
80.9 years by 2075. A Technical Panel to the So-
cial Security Trustees reported that the improve-
ment in longevity might be greater than this. If

so, growth of the three big entitlement programs
could be even faster.

Conclusion.—Since the early 1990s, the long-run
budget outlook has improved significantly, but the out-
look remains highly uncertain. Under some scenarios,
the unified budget surplus could continue for many
years, but with alternative assumptions, the deficit re-
turns much sooner. Although there is an extended pe-
riod of budget surpluses under most current projections,
how big the surpluses will be and how long they will
last remain quite uncertain. Under an adverse combina-
tion of assumptions, the fiscal picture could deteriorate,
leading to an unsustainable debt build-up. With more
favorable assumptions, however, there would be a con-
stantly rising unified budget surplus through the 75-
year projection period. The enormous range of possible
outcomes highlights the sensitivity of long-term projec-
tions to specific assumptions and cautions against
undue reliance on any particular projection path.

While the overall budget outlook has improved, the
entitlement programs are still expected to give rise to
budget strains. Fundamental changes are needed to
preserve the basic promises embodied in Social Security
and Medicare.

Actuarial Balance in the Social Security and
Medicare Trust Funds:

The Trustees for the Social Security and Hospital
Insurance trust funds issue annual reports that include
projections of income and outgo for these funds over
a 75-year period. These projections are based on dif-
ferent methods and assumptions than the long-run
budget projections presented above, although the budg-
et projections do rely on the Social Security assump-
tions for population growth and labor force growth after
the year 2011. Even with these differences, the message
is similar: The retirement of the baby-boom generation
coupled with expected high rates of growth in per capita
health care costs will exhaust the trust funds unless
further remedial action is taken.

The Trustees’ reports feature the 75-year actuarial
balance of the trust funds as a summary measure of
their financial status. For each trust fund, the balance
is calculated as the change in receipts or program bene-
fits (expressed as a percentage of taxable payroll) that
would be needed to preserve a small positive balance
in the trust fund at the end of 75 years. Table 2-3
shows the changes in the 75-year actuarial balances
of the Social Security and Medicare trust funds from
1999 to 2001. There were improvements in the consoli-
dated OASDI trust fund and a deterioration in the HI
trust fund. The changes were due to revisions in the
actuarial assumptions. In the case of the OASDI funds,
a small improvement in the economic assumptions was
made, along with a similar change in the technical
assumptions. For the HI program the Trustees revised
their economic and technical assumptions. The change
in economic and demographic assumptions made a
small improvement in the actuarial balance, but this
was more than offset by the large change in technical
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Table 2-3. CHANGE IN 75-YEAR ACTUARIAL BALANCE FOR OASDI
AND HI TRUST FUNDS (INTERMEDIATE ASSUMPTIONS)

(As percent of taxable payroll)

OASI DI | OASDI HI
Actuarial balance in 1999 Trustees’ Report ................. -1.70 | -0.36 | -2.07 | -1.46
Changes in balance due to changes in:.
LeGISItion ........coorreeerecrieereeee et 0.00 | 0.0 0.00 | -0.02
Valuation period ........cccveuvinerniereinnienen: -0.06 | -0.01 | -0.07 | -0.03
Economic and demographic assumptions .. 0.06 0.01 0.07 0.10
Technical and other assumptions .........ccceeereereeneenees 0.18 | -0.01 0.17 0.20
Total Changes ......ccoveeunieneinerneineieeieisesessseeees 0.18 | -0.01 0.17 0.25
Actuarial balance in 2000 Trustees’ Report ................. -153 | -037 | -1.89 | -1.21
Changes in balance due to changes in:.
Legislation ... 0.00 | 0.00 0.00 | -0.03
Valuation Period .........c.eueereeeeneereeenseinererisesessseeneees -0.06 | -0.01 | -0.07 | -0.04
Economic and demographic assumptions ............c........ 0.10| 0.01 0.11 0.08
Technical and other assumptions ..........ccc.veueveneene. -0.04 0.04 0.00 | -0.77
Total Changes ... -0.01 0.04 0.03 | -0.76
Actuarial balance in 2001 Trustees’ Report ................. -153 | -0.33 | -1.86| -1.97

assumptions. The Trustees adopted the recommenda-
tions of their Technical Review Panel and boosted the
growth rate of real per capita Medicare spending sub-

stantially. The actuarial deficiency in Medicare now ex-
ceeds the deficiency calculated for Social Security.

PART ITII—NATIONAL WEALTH AND WELFARE

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

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

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

The conclusion of the table is that Federal invest-
ments are responsible for about 7 percent of total na-
tional wealth. This may seem like a small fraction,
but it represents a large volume of capital—$5 trillion.
The Federal contribution is down from around 9 percent

in the mid-1980s, and from around 12 percent in 1960.
Much of this reflects the shrinking size of the defense
capital stocks, which have gone down from 12 percent
of GDP to 7 percent since the end of the Cold War.

Physical Assets:

The physical assets in the table include stocks of
plant and equipment, office buildings, residential struc-
tures, land, and the Government’s physical assets such
as military hardware and highways. Automobiles and
consumer appliances are also included in this category.
The total amount of such capital is vast, around $39
trillion in 2000, consisting of $33 trillion in private
capital and $6 trillion in public capital; by comparison,
GDP was about 10 trillion.

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

Education Capital:

Economists have developed the concept of human cap-
ital to reflect the notion that individuals and society
invest in people as well as in physical assets. Invest-
ment in education is a good example of how human
capital is accumulated.

This table includes an estimate of the stock of capital
represented by the Nation’s investment in formal edu-
cation and training. The estimate is based on the cost
of replacing the years of schooling embodied in the U.S.
population aged 16 and over; in other words, the idea
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Table 2-4. NATIONAL WEALTH

(As of the end of the fiscal year, in trillions of 2000 dollars)

1960 | 1965 | 1970 | 1975 | 1980 | 1985 | 1990 | 1995 | 1998 | 1999 | 2000
ASSETS
Publicly Owned Physical Assets:

Structures and EQUIPMENT ...t 2.0 2.2 2.8 34 3.6 3.8 42 4.6 49 5.0 5.0

Federally Owned or Financed ........ 1.1 1.2 14 1.4 1.5 1.8 1.9 2.0 1.9 1.9 2.0
Federally Owned .. 1.0 1.0 1.0 0.9 0.9 1.1 11 11 1.0 1.0 1.0
Grants to State and Local Governments ....... 0.1 0.2 0.3 0.5 0.6 0.7 0.8 0.9 0.9 1.0 1.0

Funded by State and Local GOVEIMMENLS ..........cvveuuriuemrreiiieiieriesesesssessssseessssessisesssssssssesssssesenes 0.8 1.0 14 1.9 2.1 2.1 2.3 2.6 29 3.1 3.0

Other Federal Assets 0.7 0.7 0.6 0.8 1.2 1.3 1.1 0.8 0.8 0.9 11
Subtotal 2.7 29 34 42 48 5.1 5.2 5.4 57 59 6.0

Privately Owned Physical Assets:

Reproducible Assets 6.9 7.9 9.6 12.3 15.8 169 | 191 208 | 230| 240 251
Residential Structures . 2.6 3.1 37 4.7 6.3 6.6 7.5 8.4 9.4 9.9 10.3
Nonresidential Plant and Equipment 2.8 3.1 3.9 5.1 6.5 7.2 8.0 8.8 9.7 10.1 10.6
INVENTOTIES ...vvuieeiirisiie ittt 0.6 0.7 0.8 1.0 1.3 1.2 1.3 1.3 14 14 15
Consumer Durables ... 0.8 1.0 1.2 14 1.7 1.8 2.3 2.4 2.5 2.6 2.7

LANG ©oooooveeeeeeaeesemsessssssssssssssssssssssssssssssssssssssssssssssssssssssssesssssssssssssssssssssssssssssssssosssseeseeseeseseeeeeessesssessesss s 2.0 2.4 2.7 35 5.4 6.2 6.4 4.7 6.1 6.6 7.3
Subtotal 8.9 10.2 124 15.8 21.2 23.1 254 25.6 29.1 30.6 325

Education Capital:

Federally Financed 0.1 0.1 0.2 0.3 0.4 0.6 0.7 0.8 1.0 1.0 11

Financed from OthEr SOUCES ..........cuuureririiirieiieiseessesiesssess sttt 6.0 7.6 10.3 127 16.5 199 | 256 | 283 | 323| 344 | 363
Subtotal 6.1 77| 105| 130| 169 | 205| 264 | 29.1 333 | 354 374

Research and Development Capital:

Federally FinaNCed R&D .......cccccuriiriiiiiiisiiisiisisesess st ssssss s 0.2 0.3 05 0.5 0.6 0.7 0.8 0.9 0.9 1.0 1.0

R&D Financed from Other SOUICES ...........c.iureiriieemireieesiseesee e sesssssessessssesssssesesssneesans 0.1 0.2 0.3 0.4 05 0.6 0.8 1.1 13 1.3 14
Subtotal 0.3 0.5 0.8 0.9 1.0 1.3 1.6 2.0 2.2 2.3 24

Total Assets 179 | 214 | 274 339 | 440| 500 587| 620 | 703 | 742 | 783
Net Claims of Foreigners on U.S. (4) ... .| -01 -02| -02| -01 -0.3 0.0 0.8 1.5 25 34 34
BAIANCE ... 180 | 216 | 272 | 340| 443 | 500| 579 | 605| 678| 70.8| 749
ADDENDA:.

Per Capita Balance (thousands of dollars) 99.4 | 1112 | 1327 | 157.3 | 1941 | 209.1 | 230.9 | 229.5 | 250.0 | 258.8 | 2714
Ratio of Balance to GDP (in percent) 7.0 6.7 741 7.7 84 8.0 8.0 74 7.3 7.3 74
Total Federally Funded Capital (trilions 2000 $) ........c.cveveermrermerrierrimsrisssssssssssesesesssssssssssssssesssnes 2.1 23 27 31 38 43 45 45 47 4.8 5.1
Percent of National Wealth ... 1.4 10.7 9.8 9.1 8.5 8.7 7.8 74 6.9 6.8 6.8

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
$37 trillion in 2000, 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
suggested. Not all useful training occurs in a school-
room or in formal training programs at work. Much
informal learning occurs within families or on the job,
but measuring its value is very difficult. However, labor
compensation amounts to about two-thirds of national
income, and thinking of this income as the product
of human capital suggests that the total value of

human capital might be two times the estimated value
of physical capital. Thus, the estimates offered here
are in a sense conservative, because they reflect only
the costs of acquiring formal education and training.

Research and Development Capital:

Research and Development can also be thought of
as an investment, because R&D represents a current
expenditure that is made in the expectation of earning
a future return. After adjusting for depreciation, the
flow of R&D investment can be added up to provide
an estimate of the current R&D stock.® That stock
is estimated to have been about $2 trillion in 2000.
Although this is a large amount of research, it is a
relatively small portion of total National wealth. Of
this stock, about 40 percent was funded by the Federal
Government.

Liabilities:
When considering how much the United States owes
as a Nation, the debts that Americans owe to one an-

8R&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.
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other cancel out. This means they do not belong in
Table 2-4, which is intended to show National totals
only, but it does not mean they are unimportant. The
only debt that appears in Table 2—4 is the debt that
Americans owe to foreign investors. America’s foreign
debt has been increasing rapidly in recent years, be-
cause of the rising deficit in the U.S. current account,
but even so, the size of this debt remains small com-
pared with the total stock of U.S. assets. It amounted
to 4 percent of total assets 2—4 in 2000.

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

Trends in National Wealth

The net stock of wealth in the United States at the
end of FY 2000 was about $75 trillion. Since 1980,
it has increased in real terms at an average annual
rate of 2.7 percent per year—only slightly more than
half as fast as it averaged from 1960 to 1980—4.6 per-
cent per year. Public physical capital formation has
slowed even more drastically. Since 1980, public phys-
ical capital has increased at an annual rate of only
1.1 percent, compared with 3.0 percent over the pre-
vious 20 years.

The net stock of private nonresidential plant and
equipment grew 2.4 percent per year from 1980 to 2000,
compared with 4.4 percent in the 1960s and 1970s;
and the stock of business inventories increased even
less, just 0.7 percent per year on average since 1980.
However, private nonresidential fixed capital has in-
creased much more rapidly since 1995—3.9 percent per
year—reflecting the recent investment boom.

The accumulation of education capital, as measured
here, has also slowed down since 1980, but not as
much. It grew at an average rate of 5.2 percent per
year in the 1960s and 1970s, about 0.9 percentage point
faster than the average rate of growth in private phys-
ical capital during the same period. Since 1980, edu-
cation capital has grown at a 4.0 percent annual rate.
This reflects 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 at about 4.3 percent per year since 1980, the
fastest growth rate for any major category of invest-
ment over this period, but slower than the growth of
R&D in the 1960s and 1970s.

Other Federal Influences on Economic Growth

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

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

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

Such a table can serve two functions. First, it high-
lights areas where the Federal Government might need
to modify its current practices or consider new ap-
proaches. Where there are clear signs of deteriorating
conditions, corrective action might be appropriate. Sec-
ond, the table provides a context for evaluating other
data on Government activities. For example, Govern-
ment actions that weaken its own financial position
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 indicators in this table have turned around. The
improvement in economic conditions has been widely
noted, but there have also been some significant social
improvements. Perhaps, most notable has been the
turnaround in the crime rate. Since reaching a peak
in the early 1990s, the violent crime rate has fallen
by over 25 percent. The turnaround has been especially
dramatic in the murder rate, which was lower in 1999
than at any time since the 1960s.

An Interactive Analytical Framework

No single framework can encompass all of the factors
that affect the financial condition of the Federal Gov-
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Table 2-5. ECONOMIC AND SOCIAL INDICATORS

General categories Specific measures 1960 1965 1970 1975 1980 1985 1990 1995 1998 1999 2000
Economic:
Living Standards ......... Real GDP per person (1996 dollars) ..... 13,145| 15587 17,445| 18,909 21,523 23,971 26,832 28,673| 31,470 32,512 33,837
average annual percent change (5-year trend) ... 0.7 35 2.3 1.6 2.6 2.2 2.3 1.3 2.3 29 34
Median Income (1999 dollars):
All Households ........... N/A N/A| 35232| 34,980 35850( 36568/ 38,168 37,251| 39,744| 40,816 N/A
Married Couple Families 30,386 35390 42,420 44,072| 46,844| 48,153| 50,853| 51,447| 55377 56,676 N/A
Female Householder, No Spouse Present .... 15,356 17,206 20,545 20,288 21,069| 21,150( 21,583 21,526 22,652 23,732 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 29.8 N/A
Poverty Rate (%) 1 ....... 22.2 17.3 12.6 12.3 13.0 14.0 13.5 13.8 12.7 11.8 N/A
Economic Security ...... Civilian Unemployment (%) 55 45 49 85 71 7.2 55 5.6 45 42 4.0
CPI-U (% Change) .......coccmeeummvermrrieeieriessnesiesseeessseens 1.7 1.6 5.8 9.1 13.5 35 5.4 2.8 1.6 2.1 34
Employment ................. Increase in Total Payroll Employment Previous 12
Months (millions) ........ 0.4 22 -0.1 05 -0.3 20 0.4 0.4 1.9 1.9 1.3
Managerial or Professional Jobs (% of civilian employ-
ment) .... N/A N/A N/A N/A N/A 241 25.8 28.3 29.6 30.3 30.2
Wealth Creation .......... Net National Saving Rate (% of GDP) 10.2 121 8.2 6.6 75 6.1 46 47 6.6 6.0 5.6
Innovation Patents Issued to U.S. Residents (thousands) 42.3 54.1 50.6 51.5 417 451 53.0 64.5 90.7 94.1 91.2
Multifactor Productivity (average annual percent change) 0.8 2.8 0.8 1.1 0.8 0.6 05 0.6 1.1 N/A N/A
Environment:.
Air Quality ......oovvereeirs Nitrogen Oxide Emissions (thousand short tons) 14,140 16,579 20,928 22,632 24,384| 23,198 24,049| 24,921 24,454 N/A N/A
Sulfur Dioxide Emissions (thousand short tons) 22,227\ 26,750 31,161 28,011 25,905| 23,658 23,660 19,181 19,647 N/A N/A
Lead Emissions (thousand short tons) .........c.ccceeereeeeens N/A N/A 221 160 74 23 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
Social:
Families ........ccoovvernnnens Children Living with Mother Only (% of all children) ........ 9.2 10.2 11.6 16.4 18.6 20.2 21.6 24.0 23.6 224 N/A
Safe Communities ....... Violent Crime Rate (per 100,000 population) 2 160 199 364 482 597 557 732 685 568 525 N/A
Murder Rate (per 100,000 population) 2 5 5 8 10 10 8 9 8 6 6 N/A
Murders/Manslaughter (per 100,000 Persons Age 14 to
17) e N/A N/A N/A 11 13 10 24 24 13 11 N/A
Health . Infant Mortality (per 1000 Live Births) ... 26.0 24.7 20.0 16.1 12.6 10.6 9.2 7.6 7.2 7.1 N/A
Low Birthweight [<2,500 gms] Babies (%) 77 8.3 79 74 6.8 6.8 7.0 7.3 76 76 N/A
Life Expectancy at birth (years) 69.7 70.2 70.8 726 737 747 75.4 75.8 76.7 N/A N/A
Cigarette Smokers (% population 18 and older) ............... N/A 419 39.2 36.3 33.0 29.9 25.3 24.6 24.0 N/A N/A
Learning ......cccoovvvienienns High School Graduates (% of population 25 and older) .. 44.6 49.0 55.2 62.5 68.6 73.9 77.6 81.7 82.8 83.4 N/A
College Graduates (% of population 25 and older) .......... 8.4 9.4 11.0 13.9 17.0 19.4 21.3 23.0 24.4 25.2 N/A
National Assessment of Educational Progress 3:
Mathematics High School Seniors . N/A N/A N/A 302 300 301 305 307 308 308 N/A
Science High School Seniors N/A N/A 305 293 286 288 290 295 295 295 N/A
Participation ................ Individual Charitable Giving per Capita (2000 dollars) ..... 225 270 323 343 374 385 427 410 526 N/A N/A
(by presidential election year) (1960)|  (1964)| (1968)| (1972)| (1976)| (1980)| (1984)| (1988)| (1992)| (1996)|  (2000)
Voting for President (% eligible population) 62.8 61.9 60.9 55.2 53.5 52.8 53.3 50.3 55.1 49.0 52.0

N/A=Not applicable.

1The poverty rate does not reflect noncash government transfers such as Medicaid or food stamps.
2Not all crimes are reported, and the fraction that go unreported may have varied over time.
3Some data from the national educational assessments have been interpolated.

ernment. Nor can any framework serve as a substitute
for actual analysis. Nevertheless, the framework pre-
sented here offers a useful way to examine the financial
aspects of Federal policies. Increased Federal support
for investment, the promotion of national saving

through fiscal policy, and other Administration policies
to enhance economic growth are expected to promote
national wealth and improve the future financial condi-
tion of the Federal Government. As that occurs, the
efforts will be revealed in these tables.

TECHNICAL NOTE: SOURCES OF DATA AND METHOD OF ESTIMATING

Federally Owned Assets and Liabilities

Assets:

Financial Assets: The source of data is the Federal
Reserve Board’s Flow-of-Funds Accounts.
Physical Assets:

Fixed Reproducible Capital: Estimates were devel-
oped for the OMB historical data base for physical cap-

ital outlays and software purchases. The data base ex-
tends back to 1940 and was supplemented by data from
other selected sources for 1915-1939. Data are pre-
sented in Chapter 6 of this volume.

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

Estimates were updated using changes in the value
of private land from the Flow-of-Funds Balance Sheets
and from the Agriculture Department for farm land;
the value of Federal oil deposits was extrapolated using
the Producer Price Index for Crude Energy Materials.
Liabilities:

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

Insurance Liabilities: Sources of data are the OMB
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 1979-1999, the estimates are
the actuarial accrued liabilities as reported in the an-
nual reports for the Civil Service Retirement System,
the Federal Employees Retirement System, and the
Military Retirement System (adjusted for inflation). Es-
timates for the years before 1979 are extrapolations.
The estimate for 2000 is a projection. The health insur-
ance liability was estimated by the program actuaries
for 1997-2000, and extrapolated back for earlier years.

Long-Run Budget Projections

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

Demographic and Economic Projections: For the years
2001-2011, the assumptions are identical to those used
in the budget. These budget assumptions reflect the
President’s policy proposals. The economic assumptions
in the budget are extended by holding constant infla-
tion, 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 2000 Social Security
Trustees’ report. The projected rate of growth for real
GDP is built up from the labor force assumptions and
an assumed rate of productivity growth. The assumed
rate of productivity growth is held constant at the aver-
age rate of growth implied by the budget’s economic
assumptions.

Budget Projections: For the period through 2011, the
projections follow the budget. Beyond the budget hori-
zon, 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. Outlays are computed in different
ways. Discretionary spending is projected to grow at
the rate of inflation or at the rate of growth in nominal
GDP. Social Security is projected by the Social Security
actuaries using these long-range assumptions. Federal
pensions are derived from the most recent actuarial

forecasts available at the time the budget was prepared,
repriced using Administration inflation assumptions.
Medicaid outlays are based on the economic and demo-
graphic projections in the model. Other entitlement pro-
grams are projected based on rules of thumb linking
program spending to elements of the economic and de-
mographic forecast such as the poverty rate.

National Balance Sheet Data

Publicly Owned Physical Assets: Basic sources of data
for the federally owned or financed stocks of capital
are the Federal investment flows described in Chapter
6. Federal grants for State and local Government cap-
ital are added, together with adjustments for inflation
and depreciation in the same way as described above
for direct Federal investment. Data for total State and
local Government capital come from the revised capital
stock data prepared by the Bureau of Economic Anal-
ysis extrapolated for 2000.

Privately Owned Physical Assets: Data are from the
Flow-of-Funds national balance sheets and from the pri-
vate net capital stock estimates prepared by the Bureau
of Economic Analysis extrapolated for 2000 using in-
vestment 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 expenditures
in the private and public sectors and an estimate of
students’ forgone earnings, i.e., it reflects the oppor-
tunity cost of education. Estimates of students’ forgone
earnings are based on the year-round, full-time earn-
ings of 18-24 year olds with selected educational attain-
ment levels. These year-round earnings are reduced 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 un-
employment rate for 16-17 year olds; for college stu-
dents, by the unemployment rate for 20-24 year olds.
Yearly earnings by age and educational attainment are
from Money Income in the United States, series P60,
published by the Bureau of the Census.

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

Data on investment in education financed from other
sources come from educational institution reports on
the sources of their funds, published in U.S. Depart-
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ment of Education, Digest of Education Statistics.
Nominal expenditures were deflated by the implicit
price deflator for GDP to convert them to constant dol-
lar values. Education capital is assumed not to depre-
ciate, but to be retired when a person dies. An edu-
cation capital stock computed using this method with
different source data can be found in Walter McMahon,
“Relative Returns To Human and Physical Capital in
the U.S. and Efficient Investment Strategies,” Econom-
ics of Education Review, Vol. 10, No. 4, 1991. The meth-
od is described in detail in Walter McMahon, Invest-
ment in Higher Education, Lexington Books, 1974.
Research and Development Capital: The stock of R&D
capital financed by the Federal Government was devel-
oped from a data base that measures the conduct of
R&D. The data exclude Federal outlays for physical
capital used in R&D because such outlays are classified
elsewhere as investment in federally financed physical
capital. Nominal outlays were deflated using the GDP
deflator to convert them to constant dollar values.
Federally funded capital stock estimates were pre-
pared using the perpetual inventory method in which
annual investment flows are cumulated to arrive at
a capital stock. This stock was adjusted for depreciation
by assuming an annual rate of depreciation of 10 per-
cent on the estimated stock of applied research and
development. Basic research is assumed not to depre-
ciate. Chapter 6 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 (see Budget for Fiscal Year 1993,
January 1992, Part Three, pages 39-40).

A similar method was used to estimate the stock
of R&D capital financed from sources other than the
Federal Government. The component financed by uni-
versities, colleges, and other nonprofit organizations is
estimated based on data from the National Science
Foundation, Surveys of Science Resources. The indus-
try-financed R&D stock component is estimated from
that source and from the U.S. Department of Labor,
The Impact of Research and Development on Produc-
tivity Growth, Bulletin 2331, September 1989.

Experimental estimates of R&D capital stocks have
recently been prepared by BEA. The results are de-
scribed in “A Satellite Account for Research and Devel-
opment,” Survey of Current Business, November 1994.
These BEA estimates are lower than those presented
here primarily because BEA assumes that the stock
of basic research depreciates, while the estimates in
Table 2—4 assume that basic research does not depre-
ciate. BEA also assumes a slightly higher rate of depre-
ciation for applied research and development, 11 per-
cent, compared with the 10 percent rate used here.

Social Indicators

The main sources for the data in this table are the
Government statistical agencies. 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
the agencies’ Web sites.






FEDERAL RECEIPTS AND COLLECTIONS

33






3. FEDERAL RECEIPTS

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

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

Growth in receipts.—Total receipts in 2002 are esti-
mated to be $2,191.7 billion, an increase of $54.8 billion
or 2.6 percent relative to 2001. Receipts are projected
to grow at an average annual rate of 3.6 percent be-

tween 2002 and 2006, rising to $2,528.7 billion. This
growth in receipts is largely due to assumed increases
in incomes resulting from both real economic growth
and inflation, partially offset by the effects of the Presi-
dent’s proposed tax reductions. In the absence of the
President’s proposed tax reductions, receipts are pro-
jected to grow at an average annual rate of 5.0 percent
between 2002 and 2006.

As a share of GDP, receipts are projected to decline
from 20.7 percent in 2001 to 20.2 percent in 2002. As
the President’s proposed tax plan phases in, the re-
ceipts share of GDP is projected to decline annually,
falling to 18.9 percent in 2006; this is 1.3 percentage
points below the share of 20.2 percent that would be
attained in the absence of the proposed reductions.

Table 3-1. RECEIPTS BY SOURCE—SUMMARY
(In billions of dollars)
Estimate
Source 2000 actual
2001 2002 2003 2004 2005 2006

Individual iNCOME tAXES ....vvuvvvvveirerieiieriesiesiesseesse s seseees 1,004.5 1,072.9 1,078.8 1,092.3 1,117.9 1,157.0 1,196.6

Corporation income taxes ... 207.3 213.1 218.8 227.3 235.5 2442 252.2

Social insurance and retirement receipts .. 652.9 689.7 725.8 766.0 806.0 855.8 896.4

({0145 s1UTe[oT=1 | R (172.3) (185.8) (194.9) (205.2) (215.8) (226.8) (237.9)

(Off-budget) ....... (480.6) (503.9) (530.9) (560.8) (590.3) (629.0) (658.5)

Excise taxes ..... 68.9 711 74.0 76.3 78.3 80.5 82.3

Estate and gift taxe: 29.0 31.1 28.7 26.6 28.3 24.9 225

Customs duties .......... 19.9 21.4 22.5 24.3 25.0 26.0 27.7

MisCellaneous ECEIPES ......ccrvuivuireirrerireirerinreeeieriseiesise e 428 37.6 431 454 47.8 49.3 51.0

Total receipts 2,025.2 2,136.9 2,191.7 2,258.2 2,338.8 2,437.8 2,528.7

(On-budget) (1,544.6) (1,633.1) (1,660.8) (1,697.4) (1,748.5) (1,808.8) (1,870.2)

(Off-budget) (480.6) (503.9) (530.9) (560.8) (590.3) (629.0) (658.5)

Table 3-2. EFFECT ON RECEIPTS OF CHANGES IN THE SOCIAL SECURITY TAXABLE EARNINGS BASE
(In billions of dollars)
Estimate
2002 2003 2004 2005 2006
Social security (OASDI) taxable earnings base increases:.

$80,400 to $84,600 on Jan. 1, 2002 5.8 6.5 7.2
$84,600 to $88,800 on Jan. 1, 2003 5.2 5.9 6.5
$88,800 to $93,600 on Jan. 1, 2004 2.2 6.0 6.6
$93,600 t0 $98,100 0N JaAN. 1, 2005 ......oveerreermrerreerrereesmessesssessssessssssesssssesssssssssssesssssssessssssssssssssessssssssasssensssns | sressssssssensss | sesesssmnsssnne | soeessessseseens 2.1 5.6
$98,100 t0 $102,600 0N JaN. 1, 2006 .....coouurevmerermrreseersseeesseessseesssessssesssssessssssssssssssssssssssssssssssssssssssssssesssensss | sonsesssmsessins | sesssosessinnens | snmesssinnssns | seessnnessinnes 2.1

35
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ENACTED LEGISLATION

Several laws were enacted in 2000 that have an effect
on governmental receipts. The major legislative changes
affecting receipts are described below.

Community Renewal Tax Relief Act of 2000.—
This Act contains a package of tax incentives designed
to encourage investment in economically distressed
communities, a provision that extends the availability
of tax-favored Medical Savings Accounts (MSAs), and
several administrative and technical provisions. The
major incentives and changes provided in this Act in-
clude the following:

Designate “renewal communities”.—The Secretary of
HUD is authorized to designate up to 40 “renewal com-
munities” (12 of which must be rural), which will be
eligible for the following tax incentives: (1) a zero-per-
cent capital gains tax rate on the sale of qualifying
assets held more than five years; (2) a 15-percent wage
credit to employers for the first $10,000 of qualified
wages; (3) a “commercial revitalization deduction;” (4)
an additional $35,000 of section 179 expensing for
qualified property; and (5) an expansion of the work
opportunity tax credit with respect to individuals who
live in a renewal community. These communities must
be designated before January 1, 2002 and the tax bene-
fits will be available for the period beginning on Janu-
ary 1, 2002 and ending December 31, 2009.

Extend and expand empowerment zones.—The Omni-
bus Budget Reconciliation Act of 1993 (OBRA93) au-
thorized the designation of 9 empowerment zones
(Round I empowerment zones). Two additional Round
I empowerment zones were authorized under the Tax-
payer Relief Act of 1997; the designation of 20 Round
II empowerment zones was also authorized. The tax
incentives with respect to the original 9 Round I em-
powerment zones, which differ from those provided the
two additional Round I zones and the Round II zones,
generally would have expired after 2004. The tax incen-
tives with respect to the Round II empowerment zones
generally are available through 2008. The Community
Renewal Tax Relief Act of 2000 extends Round I and
Round II empowerment zone designations through De-
cember 31, 2009. In addition, the tax incentives pro-
vided Round I and Round II empowerment zones are
equalized and in some cases (the wage credit, tax-ex-
empt bond financing and section 179 expensing) en-
hanced. The Secretaries of HUD and Agriculture are
authorized to designate nine additional empowerment
zones (seven in urban areas and two in rural areas)
before January 1, 2002. Businesses in these new zones
are eligible for the same tax incentives provided to ex-
isting zones (as modified by this Act), which will be
available through December 31, 2009. In addition, this
Act (1) permits taxpayers to rollover gain from the sale
or exchange of any qualified empowerment zone asset
held for more than one year if the proceeds are used
to purchase other qualifying empowerment zone assets,
and (2) increases from 50 percent to 60 percent the

exclusion of gain from the sale of qualifying small busi-
ness stock held more than five years if such stock satis-
fies the requirements of a qualifying business under
the empowerment zone rules.

Provide New Markets Tax Credit.—A new tax credit
is provided for qualified equity investments made after
December 31, 2000 to acquire stock in a selected com-
munity development entity (CDE). A credit of five per-
cent is provided to the investor for the first three years
of investment. The credit increases to six percent for
the following four years. The maximum amount of an-
nual qualifying equity investment is capped at $1.0
billion for 2001, $1.5 billion for 2002 and 2003, $2.0
billion for 2004 and 2005, and $3.5 billion for 2006
and 2007. A CDE is any domestic corporation or part-
nership (1) whose primary mission is serving or pro-
viding investment capital for low-income communities
or low-income persons, (2) that maintains accountability
to residents, and (3) is certified by the Department
of Treasury as an eligible CDE.

Increase and modify the low-income housing tax cred-
it.—The low-income housing tax credit may be claimed
over a 10-year period for the cost of rental housing
occupied by tenants having incomes below specified lev-
els. The aggregate first-year credit authority provided
annually to each State under prior law was $1.25 per
resident. This Act increases the per-capita housing
credit cap to $1.50 per capita in calendar year 2001,
to $1.75 in 2002, and provides for annual indexation
for inflation beginning in 2003. A minimum annual cap
of $2 million (to be adjusted annually for inflation be-
ginning in 2003) is provided for small States beginning
in calendar year 2001.

Accelerate scheduled increase in State volume limits
on tax-exempt private activity bonds.—Interest on bonds
issued by State and local governments to finance activi-
ties carried out and paid for by private persons (private
activity bonds) is taxable unless the activities are speci-
fied in the Internal Revenue code. The volume of cer-
tain tax-exempt private activity bonds that State and
local governments may issue in each calendar year is
limited by State-wide volume limits. Under prior law
the annual volume limits were the greater of $50 per
resident of the State or $150 million, increasing to the
greater of $55 per resident or $165 million in 2003,
and increasing ratably each succeeding year, reaching
the greater of $75 per resident or $225 million in 2007.
This Act accelerates the scheduled increase in the vol-
ume limits to the greater of $62.50 per resident or
$187.5 million in 2001 and to the greater of $75 per
resident or $225 million in 2002. Beginning in 2003,
the volume limits are increased annually for inflation.

Extend the expensing of brownfields remediation
costs.—Taxpayers can elect to treat certain environ-
mental remediation expenditures that would otherwise
be chargeable to capital accounts as deductible in the
year paid or incurred. This Act extends the expensing
of these costs, which was scheduled to expire with re-
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spect to expenditures paid or incurred after December
31, 2001, through December 31, 2003 and removes the
geographic targeting of this provision.

Extend District of Columbia homebuyer tax credit.—
The $5,000 tax credit provided for the first-time pur-
chase of a principal residence in the District of Colum-
bia, which was scheduled to expire after December 31,
2001, is extended through December 31, 2003.

Extend District of Columbia Enterprise Zone designa-
tion.—The Taxpayer Relief Act of 1997 designated cer-
tain economically depressed census tracts within the
District of Columbia as the District of Columbia Enter-
prise Zone, within which businesses and individual resi-
dents are eligible for special tax incentives through De-
cember 31, 2002. This Act extends the D.C. enterprise
zone designation through December 31, 2003.

Extend and modify deduction for corporate donations
of computer technology.—The charitable contribution
deduction that may be claimed by a corporation for
donations 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. These augmented deductions
equal the lesser of (1) the basis of the property plus
one-half of the amount of ordinary income that would
have been realized if the property had been sold, or
(2) twice the basis of the donated property. Under prior
law, an augmented deduction was provided for contribu-
tions of computer technology and equipment to U.S.
schools for educational purposes in grades K-12, pro-
vided the contribution was made before January 1,
2001. This Act extends this augmented deduction to
apply to donations made before January 1, 2004. In
addition, the deduction is expanded to apply to dona-
tions to public libraries, to apply to property donated
no later than three years (instead of two years as re-
quired under prior law) after the date the taxpayer
acquires the property, and to apply to property donated
after reacquisition by a computer manufacturer.

Treat Indian Tribal Governments as non-profit orga-
nizations or State or local governments for purposes
of the Federal unemployment tax (FUTA).—Non-profit
organizations and State and local governments are not
required to pay FUTA taxes. Instead, they may elect
to reimburse the unemployment compensation system
for unemployment compensation benefits actually paid
to their former employees. This Act provides that an
Indian tribal government be treated like a non-profit
organization or State or local government for FUTA
tax purposes.

Extend the Medical Savings Account (MSA) pro-
gram.—Within limits, contributions to an MSA are de-
ductible in determining adjusted gross income if made
by an eligible individual and are excludable from gross
income and wages for employment tax purposes if made
by the employer of an eligible individual. Earnings on
amounts in an MSA are not currently taxable. Distribu-
tions from an MSA for medical expenses are not tax-
able. Distributions not used for medical expenses are

taxable and subject to an additional 15-percent tax un-
less the distribution is made after age 65, death, or
disability. MSAs are available to self-employed individ-
uals and to employees covered under a high-deductible
plan sponsored by a small employer. This Act extends
the MSA program through December 31, 2002 and re-
names MSAs as Archer MSAs. Under prior law, no
new contributions could be made to MSAs after Decem-
ber 31, 2000, except by and on behalf of self-employed
individuals and employees who had participated in the
program before that date or were employed by a partici-
pating employer.

Make administrative and technical changes.—Several
administrative and technical provisions are provided in
this Act, including the following: (1) clarification of the
allowance of certain tax benefits with respect to kid-
naped children, (2) authorization of agencies to use cor-
rected levels of the consumer price index (CPI) for pur-
poses of determining benefits and taxes, (3) prevention
of the duplication or acceleration of loss through as-
sumption of certain liabilities, and (4) disclosure of re-
turn information to the Congressional Budget Office.

FSC Repeal and Extraterritorial Income Exclu-
sion Act of 2000.—This Act repeals the foreign sales
corporation (FSC) tax provisions of the Internal Rev-
enue Code that the World Trade Organization (WTO)
found to be a prohibited export subsidy in violation
of international tax standards. In the absence of the
repeal, the United States would have faced WTO-ap-
proved sanctions. The repealed rules are replaced with
an exclusion from U.S. tax for extraterritorial income.
Because the exclusion of such income is a means of
avoiding double taxation, no foreign tax credit is al-
lowed for foreign income taxes paid with respect to
such excluded income. Extraterritorial income is eligible
for the exclusion to the extent that it is “qualifying
foreign trade income.”

Installment Tax Correction Act of 2000.—Gen-
erally, an accrual method of accounting requires a tax-
payer to recognize income when all events have oc-
curred that fix the right to its receipt and its amount
can be determined with reasonable accuracy. The in-
stallment method of accounting provides an exception
to these general recognition principles by allowing a
taxpayer to defer recognition of income from the dis-
position of certain property until payment is received.
This Act repeals provisions of law provided in the Tick-
et to Work and Work Incentives Improvement Act of
1999 that generally prohibited the use of the install-
ment method of accounting for dispositions of property
entered into on or after December 17, 1999 that would
otherwise have been reported for Federal income tax
purposes using an accrual method of accounting.

Trade and Development Act of 2000.—This Act
provides eligibility for expanded trade benefits to 48
sub-Saharan African and 27 Caribbean Basin countries,
reduces tariffs for certain worsted wool fabric, and
shifts $32 million in rum excise tax cover over pay-
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ments to Puerto Rico and the Virgin Islands from 2001
to 2000.

Tariff Suspension and Trade Act of 2000.—Tech-
nical corrections and miscellaneous amendments are
made to certain trade laws, including the temporary
suspension or refund of duties on approximately 200
categories of imported items and the alteration of the
treatment of certain imported goods. The items affected
by these changes include a wide variety of chemicals,
some of which are used to develop cancer and AIDS-
fighting drugs, environmentally-friendly herbicides and
insecticides, and a number of pigments and dyes.

Department of Transportation Appropriations
Act for Fiscal Year 2001.—Under prior law, the re-
quired retirement contribution of Federal employees
participating in the Civil Service Retirement System
(CSRS) was to increase to 7.5 percent of salary for
calendar years 2001 and 2002 and to decline to 7 per-
cent of salary effective January 1, 2003. This Act
amends Federal civil service retirement law by reducing
the required retirement contribution of Federal employ-
ees participating in CSRS to 7 percent of salary effec-
tive January 1, 2001. Similar reductions (from 1.3 to
0.8 percent) are made for participants in the Federal
Employees’ Retirement System (FERS).

Federal Employee Thrift Savings Plan Amend-
ments.—Under prior law, contributions of employees
to the Federal Thrift Savings Plan (TSP) could not
begin until the second open season following an employ-
ee’s date of commencing service. This Act allows em-
ployees to elect to contribute to the TSP on the date
of commencing service. Matching and automatic con-
tributions by agencies will continue to begin during
the second open season after an employee’s date of com-
mencing service. This Act also allows Federal employees
to contribute eligible rollover distributions from a quali-
fied trust to the TSP.

National Defense Authorization Act for Fiscal
Year 2001.—Participation in the Federal Thrift Sav-
ings Plan (TSP) is extended to members of the uni-
formed services on active duty and to members of the
Ready Reserve in any pay status.

Miscellaneous Appropriations Act, 2001.—The
maximum percentage contribution limitations to the
TSP (5 percent for CSRS and 10 percent for FERS)
are increased by one percentage point in each year,
2001 through 2005. The maximum percentage is elimi-
nated beginning in 2006, thus allowing for a 100 per-
cent contribution, subject to the annual dollar contribu-
tion limitation provided under prior law.

ADMINISTRATION PROPOSALS

The President’s plan provides tax relief to individuals
who pay income taxes, reduces the marriage penalty,
permanently extends the research and experimentation
(R&E) tax credit, phases out the death tax, and pro-
vides tax incentives for education, farmers, the dis-
abled, health care, the environment, and charitable pur-
poses. These proposed reductions will allow taxpayers
to keep roughly one-fourth of the surplus that would
be produced under existing tax law.

PRESIDENT’S TAX PLAN PRESENTED TO
CONGRESS ON FEBRUARY 8TH

Create new 10-percent individual income tax
bracket.—Under current law, there are five statutory
individual income tax rate brackets ranging from 15
to 39.6 percent. The 15-percent bracket covers the first
$27,050 of taxable income (for calendar year 2001) for
single taxpayers, the first $36,250 for taxpayers who
file as heads of household, and the first $45,200 for
married taxpayers filing joint returns ($22,600 for mar-
ried taxpayers filing separate returns). The Administra-
tion proposes to split the existing 15-percent tax rate
bracket into two tax rate brackets of 10 and 15 percent.
The 10-percent tax rate would apply to the first $6,000
of taxable income for single taxpayers (and married
taxpayers filing separate returns), the first $10,000 of
taxable income for unmarried heads of household, and
the first $12,000 of taxable income for married tax-
payers filing jointly. Taxable income above these

thresholds that is currently taxed at the 15-percent
rate would continue to be taxed at that rate. The new
10-percent rate would be phased in over 5 years, begin-
ning in 2002. The tax rate for the new bracket would
be 14 percent in 2002, 13 percent in 2003, 12 percent
in 2004, 11 percent in 2005 and 10 percent in 2006
and subsequent years. The income thresholds for the
new tax rate bracket would be adjusted annually for
inflation beginning in 2007.

Reduce individual income tax rates.—The Admin-
istration proposes to replace the five statutory indi-
vidual income tax rate brackets of current law (15,
28, 31, 36, and 39.6) with a simplified rate structure
of 10, 15, 25 and 33 percent. In addition to splitting
the existing 15-percent tax rate bracket into two rate
brackets (see preceding discussion), the Administration
proposes to reduce the tax rates in the existing 28-
percent and 31-percent tax rate brackets to 25 percent,
and to reduce the tax rates in the existing 36-percent
and 39.6-percent tax rate brackets to 33 percent. The
new, lower tax rates would be phased in over 5 years,
beginning in 2002. The income thresholds for these tax
rate brackets would be adjusted annually for inflation
as provided under current law.

The current 31-percent tax rate would be reduced
to 30 percent in 2002, 29 percent in 2003, 28 percent
in 2004, 27 percent in 2005 and 25 percent in 2006
and subsequent years. The current 28-percent tax rate
would be reduced to 27 percent in 2002 and 2003, 26
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percent in 2004 and 2005, and 25 percent in 2006 and
subsequent years.

The current 39.6-percent tax rate would be reduced
to 38 percent in 2002, 37 percent in 2003, 36 percent
in 2004, 35 percent in 2005, and 33 percent in 2006.
The current 36-percent tax rate would be reduced to
35 percent in 2002 and 2003, 34 percent in 2004 and
2005, and 33 percent in 2006 and subsequent years.

Increase the child tax credit.—Current law pro-
vides taxpayers a tax credit of up to $500 for each
qualifying child under the age of 17. The credit is re-
duced by $50 for each $1,000 (or fraction thereof) by
which the taxpayer’s modified adjusted gross income
(AGI) 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. Generally, the credit is non-
refundable; however, taxpayers with three or more
qualifying children may be eligible for an additional
refundable child tax credit if they have little or no
individual income tax liability. The additional credit
may be offset against social security payroll tax liabil-
ity, provided that liability exceeds the refundable por-
tion of the earned income tax credit (EITC). Beginning
in taxable year 2002, the child tax credit (as well as
other nonrefundable personal tax credits) will be al-
lowed only to the extent that an individual’s regular
individual income tax liability exceeds his or her ten-
tative minimum tax. In addition, beginning in taxable
year 2002, the refundable child tax credit and the EITC
will be reduced by the amount of the individual’s alter-
native minimum tax.

To assist families with the costs of raising children,
the Administration proposes to double the amount of
the child tax credit to $1,000 per child, and to phase
out the credit more slowly and at higher levels of in-
come. The increase in the amount of the credit would
be phased in over 5 years, rising to $600 in 2002, $700
in 2003, $800 in 2004, $900 in 2005, and $1,000 in
2006 and subsequent years. Beginning in 2006, the
credit would be reduced by $20 for each $1,000 (or
fraction thereof) by which the taxpayer’s modified AGI
exceeds $200,000 ($100,000 if the taxpayer is married
but filing a separate return). The increase in the modi-
fied AGI threshold would be gradually implemented in
$18,000 annual increments ($25,000 if the taxpayer is
not married and $9,000 if the taxpayer is married and
filing a separate return) between 2002 and 2006. Under
the Administration’s proposal the credit could offset
both the regular tax and the alternative minimum tax;
in addition, refundable credits would no longer be re-
duced by the amount of the alternative minimum tax.

Reduce the marriage penalty.—A couple has a
marriage penalty if they file a joint return and their
individual income tax liability is greater than what it
would be if they were not married and each filed a
separate return. The Administration proposes to reduce
the marriage penalty by restoring the two-earner de-
duction that was in effect between 1982 and 1986, effec-

tive for taxable years beginning after December 31,
2001. Joint filers would be allowed to deduct 10 percent
of the first $30,000 of the earned income of the lower
paid spouse. The limitation on eligible earnings would
be phased in over 5 years, increasing from $6,000 in
2002 to $12,000 in 2003, $18,000 in 2004, $24,000 in
2005 and $30,000 in 2006 and subsequent years.

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 in addition to claiming the standard deduc-
tion, effective for taxable years beginning after Decem-
ber 31, 2001. The deduction would be phased in be-
tween 2002 and 2006 by allowing deductible amounts
to increase as a percentage of contributions from 20
percent in 2002 to 40 percent in 2003, 60 percent in
2004, 80 percent in 2005, and 100 percent in 2006
and subsequent years. Deductible contributions would
be limited to the amount of the taxpayer’s standard
deduction and would be subject to existing rules gov-
erning itemized charitable contributions, such as the
substantiation requirements and the percentage-of-AGI
limitations.

Permit tax-free withdrawals from Individual Re-
tirement Accounts (IRAs) for charitable contribu-
tions.—Under current law, eligible individuals may
make deductible or non-deductible contributions to a
traditional TRA. Pre-tax amounts (including earnings)
in a traditional IRA are included in income when with-
drawn. Effective for distributions after December 31,
2001, the Administration proposes to allow individuals
who have attained age 59% to exclude from gross in-
come IRA distributions made directly to a charitable
organization. The exclusion would apply without regard
to the percentage-of-AGI limitations that apply to de-
ductible charitable contributions. The exclusion would
apply only to the extent the individual receives no re-
turn benefit in exchange for the transfer, and no chari-
table deduction would be allowed with respect to any
amount that is excludable from income under this pro-
vision.

Raise the cap on corporate charitable contribu-
tions.—Current law limits deductible charitable con-
tributions by corporations to 10 percent of net income
(calculated before the deduction of the charitable con-
tributions and certain other deductions). The Adminis-
tration proposes to increase the limit on deductible
charitable contributions by corporations from 10 percent
to 15 percent of net income, effective for taxable years
beginning after December 31, 2001.

Increase and expand education savings ac-
counts.—Under current law, taxpayers may elect to
contribute up to $500 per year to an education savings
account (an “education IRA”) for beneficiaries under age
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18. The contribution limit is phased out for taxpayers
with modified AGI between $95,000 and $110,000
($150,000 and $160,000 for married couples filing a
joint return). Contributions are not deductible, but
earnings on contributions accumulate tax-free. Distribu-
tions are excludable from gross income to the extent
they do not exceed qualified higher education expenses
incurred during the year the distributions are made.
The earnings portion of a distribution not used to cover
qualified education expenses is included in the gross
income of the beneficiary and is generally subject to
an additional 10-percent tax. If any portion of a dis-
tribution from an education savings account is excluded
from gross income, an education tax credit may not
be claimed with respect to the same student in the
same taxable year.

The Administration proposes to increase the annual
contribution limit to education savings accounts to
$5,000. The higher contribution limit would be phased
in over 5 years, increasing to $1,000 in 2002, $2,000
in 2003, $3,000 in 2004, $4,000 in 2005, and $5,000
in 2006 and subsequent years. The Administration also
proposes to expand education savings accounts to allow
tax-free and penalty-free distributions for certain ele-
mentary, secondary, and after-school program expenses.
Eligible expenses generally would include tuition, fees,
academic tutoring, special needs services, books, sup-
plies, computer equipment, and certain expenses for
room and board, uniforms, and transportation. Ex-
penses for both public and private educational institu-
tions would qualify. Under the proposal, both an edu-
cation tax credit and a tax-free distribution from an
education savings account would be allowed with re-
spect to the same student in the same taxable year,
provided the credit and the distribution were not used
for the same expenses. These changes are proposed to
be effective for contributions and distributions made
after December 31, 2001.

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.

Phase out death tax.—The Administration proposes
to reduce estate tax rates between 2002 and 2008, and
to repeal the estate, gift and generation-skipping trans-
fer tax completely in 2009. The tax rate reductions
would begin in 2002, with a 5-percentage-point reduc-
tion in each existing tax rate bracket. The 5-percentage-
point surtax, which currently phases out the benefit
of the graduated rate schedule, would be repealed in
2002. State death tax credit rates would be reduced
to maintain the current relationship between the credit
rates and the Federal estate tax rates. After repeal
of the estate, gift and generation-skipping transfer
taxes, inherited assets generally would carry the dece-
dent’s tax basis. However, there would be an adjust-
ment to basis, so that in general, to the extent that

taxpayers are not currently subject to estate tax, they
would not be subject to capital gains tax on inherited
assets. There would also be provisions to discourage
transfers made for the purpose of avoiding income or
capital gains tax.

ADDITIONAL TAX INCENTIVES

Strengthen and Reform Education

Allow teachers to deduct out-of-pocket classroom
expenses.—Under current law, teachers who incur un-
reimbursed, job-related expenses may deduct those ex-
penses to the extent that when combined with other
miscellaneous itemized deductions they exceed 2 per-
cent of AGI. Effective for expenses incurred in taxable
years beginning after December 31, 2001, the Adminis-
tration proposes to allow teachers and other elementary
and secondary school professionals to treat up to $400
in qualified out-of-pocket classroom expenses as a non-
itemized deduction (above-the-line deduction). Unreim-
bursed expenditures for certain books, supplies and
equipment related to classroom instruction and for cer-
tain professional training programs would qualify for
the deduction.

Allow tax-free distributions from Qualified State
Tuition Plans (QSTPs) for certain higher edu-
cation expenses and allow private colleges to offer
prepaid tuition plans.—Current law provides two
basic tax benefits to contributions to, and beneficiaries
of, QSTPs: (1) earnings on amounts invested in a QSTP
are not subject to tax until a distribution is made (or
educational benefits are provided), and (2) distributions
made on behalf of a beneficiary are taxed at the bene-
ficiary’s (rather than the contributor’s) individual in-
come tax rate. These programs generally take two
forms - prepaid tuition plans and savings plans. Under
a prepaid tuition plan, an individual may purchase tui-
tion credits or certificates on behalf of a designated
beneficiary, which entitle the beneficiary to the waiver
or payment of qualified higher education expenses at
participating educational institutions. Under a savings
plan, an individual may make contributions to an ac-
count, which is established for the purpose of meeting
the qualified higher education expenses of a designated
beneficiary. Distributions from QSTPs for nonqualified
expenses generally are subject to a more than de mini-
mus penalty (typically 10 percent of the earnings por-
tion of the distribution). There is no specific dollar cap
on annual contributions to a QSTP; in addition, there
is no limit on contributions to a QSTP based on the
contributor’s income. Contributions to a QSTP are per-
mitted at any time during the beneficiary’s lifetime and
the account can remain open after the beneficiary
reaches age 30. However, a QSTP must provide ade-
quate safeguards to prevent contributions on behalf of
a designated beneficiary in excess of amounts necessary
to provide for qualified education expenses.

Effective for taxable years beginning after December
31, 2001, the Administration proposes to allow tax-free
withdrawals from QSTPs for qualified higher education
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expenses, including room and board, tuition and fees,
and certain expenses for books, supplies, and equip-
ment. An education tax credit, a tax-free distribution
from an education savings account, and a tax-free dis-
tribution from a QSTP would be allowed with respect
to the same student in the same taxable year, provided
the credit and the distributions were not used for the
same expenses. The Administration also proposes to
allow private educational institutions to establish quali-
fied prepaid tuition plans (but not savings plans), pro-
vided the institution is eligible to participate in Federal
financial aid programs under Title IV of the Higher
Education Act of 1965.

Allow States to issue tax-exempt private activity
bonds for school construction.—Current law does not
exclude from income the interest on private activity
bonds used to finance school construction or equipment.
The Administration proposes to provide States with an-
nual authority of $10 per resident (a minimum of $5
million is provided for small States) to issue tax-ex-
empt, private activity bonds for constructing and equip-
ping public elementary and secondary schools. Private
entities would construct the schools and own the
schools while the bonds are outstanding; ownership
would revert to the school district when the bonds are
retired. The proposal would be effective for bonds issued
after December 31, 2001.

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 or the indi-
vidual has self-employment income. The Administration
proposes to make health insurance more affordable for
individuals not covered by an employer plan nor eligible
for public programs. Effective for taxable years begin-
ning after December 31, 2001, a new refundable tax
credit would be provided for the cost of health insur-
ance purchased by individuals under age 65. The credit,
which would equal 90 percent of health insurance pre-
miums, would be capped at $750 for single policies and
$1,500 for family policies in 2002 and 2003, and $1,000
for single policies and $2,000 for family policies in 2004
and subsequent years. The credit would be phased out
for single taxpayers with AGI between $15,000 and
$30,000 ($30,000 and $60,000 for married couples filing
a joint return and purchasing a family policy). The
maximum credit amounts and the income phase-out
thresholds would be indexed annually for inflation be-
ginning in 2003. The Administration is looking at ways
to implement the credit so it is available to potential
beneficiaries when they need it. To qualify for the cred-
it, the purchased health insurance would be required
to include coverage for catastrophic medical expenses.
Individuals would not be allowed to claim the credit

and make a contribution to an MSA for the same tax-
able 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, but not for individually-purchased long-term
case insurance except to the extent that deductible
medical expenses exceed 7.5 percent of AGI or the indi-
vidual has self-employment income. Premiums on quali-
fied long-term care insurance are deductible as a med-
ical 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 mar-
ket) more affordable by creating an above-the-line de-
duction for qualified long-term care insurance pre-
miums. To qualify for the deduction, the long-term care
insurance would be required to meet certain standards
providing consumer protections. The deduction would
be available to taxpayers 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 employer-paid share of the cost is less
than 50 percent). The deduction would be effective for
taxable years beginning after December 31, 2001 but
would be phased in over six 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, 2001, 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 to the employer’s 401(k), 403(b), or govern-
mental 457(b) retirement plan. Amounts distributed to
the participant would be subject to income tax with-
holding and employment 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, 2001.
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Permanently extend and reform Archer MSAs.—
Current law allows only self-employed individuals and
employees of small firms to establish Archer MSAs,
and caps the number of accounts at 750,000. In addition
to other requirements, (1) individuals who establish
MSAs must be covered by a high-deductible health plan
(and no other plan) with a deductible of at least $1,600
but not greater than $2,400 for policies covering a sin-
gle person and a deductible of at least $3,200 but not
greater than $4,800 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 em-
ployer, but not both, may make a tax-preferred con-
tribution to an MSA for a particular year. The Adminis-
tration proposes to permanently extend the MSA pro-
gram, which is scheduled to expire on December 31,
2002. Effective after December 31, 2001, the Adminis-
tration proposes to remove the 750,000 cap on the num-
ber of accounts. In addition, the program would be re-
formed by (1) expanding eligibility to include all indi-
viduals and employees of firms of all sizes covered by
a high-deductible health plan, (2) modifying the defini-
tion 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) increasing tax-preferred
contributions to 100 percent of the deductible, (4) allow-
ing tax-preferred contributions by both employers and
employees for a particular year, up to the applicable
maximum, and (5) allowing contributions to MSAs
under cafeteria plans. Individuals would not be allowed
to make a contribution to an MSA and claim the pro-
posed refundable tax credit for health insurance pre-
miums for the same taxable year.

Provide an additional personal exemption to
home caretakers 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, 2001, the Administration proposes to provide
an additional personal exemption to taxpayers who care
for certain qualified spouses or ancestors with long-
term care needs. The spouse or ancestor must be a
member of the taxpayer’s household for the entire year.
There would be no support requirement for the addi-
tional exemption. An individual would be considered
to have long-term care needs if he or she were certified
by a licensed physician as being unable for at least
180 consecutive days to perform at least two activities
of daily living without substantial assistance from an-
other individual due to a loss of functional capacity.
Alternatively, an individual would be considered to
have long-term care needs if he or she were certified
by a licensed physician (1) as requiring substantial su-
pervision for at least 180 consecutive days to be pro-
tected from threats to his or her own health and safety

due to severe cognitive impairment and (2) being un-
able for at least six months to perform at least one
activity of daily living or being unable to engage in
age appropriate activities.

Provide tax relief for awards under certain
health education programs.—Current law provides
tax-free treatment for certain scholarship and fellow-
ship grants used to pay qualified tuition and related
expenses, but not to the extent that any grant rep-
resents compensation for services. The Administration
proposes to provide that any amounts received by an
individual under the National Health Service Corps
Scholarship Program or the Armed Forces Health Pro-
fessions Scholarship and Financial Assistance Program
are “qualified scholarships” excludable from income,
without regard to the recipient’s future service obliga-
tion. The proposal would be effective for awards re-
ceived after December 31, 2001.

Assist Americans With Disabilities

Exclude from income the value of employer-pro-
vided computers, software and peripherals.—The
Administration proposes to allow individuals with dis-
abilities to exclude from income the value of employer-
provided computers, software or other office equipment
that are necessary for the individual to perform work
for the employer at home. To qualify for the exclusion,
the employee would be required to make substantial
use of the equipment (relative to overall use) per-
forming work for his or her employer. However, unlike
current law, which limits the exclusion to the extent
that the equipment is used to perform work for the
employer, the proposed exclusion would apply to all
use of such equipment, including use by the employee
for personal or non-employer-related trade or business
purposes. Employees would be required to provide their
employer with a certification from a licensed physician
that they meet eligibility criteria. The proposal would
be effective for taxable years beginning after December
31, 2001.

Strengthen Families

Permanently extend and increase the adoption
tax credit.—Current law provides a permanent non-
refundable 100-percent tax credit for the first $6,000
of qualified expenses incurred in the adoption of a child
with special needs. A nonrefundable 100-percent tax
credit is provided for the first $5,000 of qualified ex-
penses incurred before January 1, 2002 in the adoption
of a child without special needs. The dollar limits are
cumulative per adoption but may be used over more
than one calendar year. Qualified expenses do not in-
clude any expenses that are paid or reimbursed under
any other government or non-government program. The
credit is phased out ratably for taxpayers with incomes
between $75,000 and $115,000; in addition, it is not
available for adoptions by stepparents. The Administra-
tion proposes to make the tax credit for the adoption
of children without special needs permanent. In addi-



3. FEDERAL RECEIPTS

43

tion, effective for expenses incurred after December 31,
2001, the Administration proposes to increase the credit
to $8,500 for the adoption of a child with special needs
and to $7,500 for the adoption of a child without special
needs.

Help Farmers and Fishermen Manage Economic
Downturns

Establish Farm, Fish and Ranch Risk Manage-
ment (FFARRM) savings accounts.—Current law
does not provide for the elective deferral of farm or
fishing income. However, farmers can elect to average
their farming income over a three-year period, and
farmers may carry back net operating losses over the
five previous years. In addition, taxes can be deferred
on certain forms of income, including disaster pay-
ments, crop insurance and proceeds from emergency
livestock sales. The Administration proposes to allow
up to 20 percent of taxable income attributable to an
eligible farming or fishing business to be contributed
to a FFARRM savings account each year and deducted
from income. Earnings on contributions would be tax-
able as earned and distributions from the account (ex-
cept those attributable to earnings on contributions)
would be included in gross income. Any amount not
distributed within five years of deposit would be
deemed to have been distributed and included in gross
income; in addition, such distributions would be subject
to a 10-percent surtax. The proposal would be effective
for taxable years beginning after December 31, 2001.

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 2002, first-year credit authority of $1.75 per capita
(indexed annually for inflation thereafter) would be
made available to each State. State housing agencies
would award first-year credits to single-family housing
units comprising a project located in a census tract
with median income equal to 80 percent or less of area
median income. Units in condominiums and coopera-
tives 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 investor partnership) owning the
housing unit immediately prior to the sale to a qualified
buyer would be eligible to claim credits over a 5-year
period beginning on the date of sale. Eligible home-
buyers would be required to have incomes equal to
80 per cent or less of area median income. Technical
features of the provision would follow similar features
of current law with respect to the low-income housing
tax credit and mortgage revenue bonds.

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 financial institutions.
Financial institutions would be allowed a tax credit
for a portion of their matching contributions to an IDA.
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 financial institutions and the earnings
on those contributions would be tax free, provided they
are withdrawn for qualified purposes (higher education,
the first-time purchase of a home, business start-up,
and qualified rollovers). Withdrawals for other than
qualified purposes would result in the forfeiture of
matching contributions and the earnings on those con-
tributions. Individuals eligible to contribute to an IDA
would be required to be at least 18 years of age, a
citizen or legal resident of the United States, and meet
certain income limitations. The proposal would be effec-
tive for contributions to IDAs and matching contribu-
tions made with respect to such IDAs after December
31, 2001.

Promote Trade

Extend and expand Andean trade preferences.—
The Administration proposes to renew and enhance the
Andean Trade Preference Program (ATPA) when it ex-
pires on December 4, 2001. The current ATPA program
was enacted in 1991 to augment beneficiary countries’
efforts to diversify their economies away from narcotics
production and drug trafficking. The current program
provides duty-free treatment on most, but not all, im-
ports from Bolivia, Columbia, Peru and Ecuador. The
Administration is seeking to work with Congress to
expand the list of products eligible for duty free treat-
ment under a renewed ATPA. It supports extending
ATPA benefits for the period until the entry into force
of the Free Trade Area of the Americas (FTAA). The
Administration is seeking to conclude the FTAA nego-
tiations in time for entry into force of the agreement
by January 1, 2005.

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-
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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.
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 pur-
poses. 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. The
provision would be effective for sales taking place on
or after the date of first committee action.

Energy Policy Proposals

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, 2002. The Administration pro-
poses to extend the credit for electricity produced from
wind and biomass to facilities placed in service before
January 1, 2005. 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, 2002. Elec-
tricity produced at such facilities from newly eligible
sources would be eligible for the credit only from Janu-
ary 1, 2002 through December 31, 2004, 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, 2002 through December 31, 2004,
and at a rate equal to 30 percent of the generally appli-
cable rate.

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 used ex-
clusively for purposes other than heating swimming
pools) for use in a dwelling unit that the individual
uses as a residence. The proposed nonrefundable credit
would be equal to 15 percent of the cost of the equip-
ment and its installation; each individual taxpayer
would be allowed a maximum credit of $2,000 for photo-
voltaic equipment and $2,000 for solar water heating
equipment. The credit would apply to photovoltaic
equipment placed in service after December 31, 2001
and before January 1, 2008 and to solar water heating
equipment placed in service after December 31, 2001
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-1983 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, 2001.

ONE-YEAR EXTENSION OF PROVISIONS
EXPIRING IN 2001

Extend the work opportunity tax credit.—The
work opportunity tax credit provides an incentive for
employers to expand the number of entry level positions
for individuals from certain targeted groups. The credit
generally applies to the first $6,000 of wages paid to
several categories of economically disadvantaged 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 Administration proposes to
extend the credit for one year, making the credit avail-
able for workers hired after December 31, 2001 and
before January 1, 2003.
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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. The Administration proposes to
extend the credit for one year, to apply to individuals
who begin work after December 31, 2001 and before
January 1, 2003.

Extend exclusion for employer-provided edu-
cational assistance.—Certain amounts paid or in-
curred by an employer for educational assistance pro-
vided to an employee are excluded from the employee’s
gross income for income and payroll tax purposes. The
exclusion is limited to $5,250 of educational assistance
with respect to an individual during a calendar year
and applies whether or not the education is job-related.
The Administration proposes to extend the exclusion,
which is limited to undergraduate courses, to apply to
courses beginning after December 31, 2001 and before
January 1, 2003.

Extend minimum tax relief for individuals.—A
temporary provision of prior law permits nonrefundable
personal tax credits to be offset against both the regular
tax and the alternative minimum tax; in addition, re-
fundable credits are not reduced by the amount of the
alternative minimum tax. The temporary provision ex-
pires after taxable year 2001. The Administration is
concerned that the AMT may limit the benefit of per-
sonal tax credits and impose financial and compliance
burdens on taxpayers who have few, if any, tax pref-
erence items and who were not the originally intended
targets of the AMT. The Administration proposes to
extend minimum tax relief for nonrefundable personal
tax credits (other than the child credit) one year, to
apply to taxable year 2002. The Administration’s pro-
posal to double the child credit (see earlier discussion)
includes a provision providing permanent minimum tax
relief for the child credit and refundable personal cred-
its.

Extend exceptions provided under subpart F for
certain active financing income.—Under the Sub-
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. For taxable years begin-
ning before 2002, certain income derived in the active
conduct of a banking, financing, insurance, or similar
business is excepted from Subpart F. The Administra-
tion proposes to extend the exception for one year, to
apply to taxable years beginning in 2002.

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. For
taxable years beginning after December 31, 1997 and
before January 1, 2002, domestic oil and gas production
from “marginal” properties is exempt from the 100-per-
cent of net income limitation. The Administration pro-
poses to extend the exemption to apply to taxable years
beginning after December 31, 2001 and before January
1, 2003.

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. The Administration proposes
to extend this program, which is scheduled to expire
after September 30, 2001, through September 30, 2002.

Extend authority to issue Qualified Zone Acad-
emy Bonds.—Prior law allows State and local govern-
ments to issue “qualified zone academy bonds,” the in-
terest on which is effectively paid by the Federal gov-
ernment in the form of an annual income tax credit.
The proceeds of the bonds must be used for teacher
training, purchases of equipment, curricular develop-
ment, or rehabilitation and repairs at certain public
school facilities. A nationwide total of $400 million of
qualified zone academy bonds was authorized to be
issued in each of calendar years 1998 through 2001.
In addition, unused authority arising in 1998 and 1999
may be carried forward for up to three years and un-
used authority arising in 2000 and 2001 may 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 calendar
year 2002.

OTHER PROVISIONS THAT AFFECT RECEIPTS

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

tions from earnings; therefore, deposits of earnings by

Table 3-3. EFFECT OF PROPOSALS ON RECEIPTS

(In millions of dollars)

Estimate
2001 2002 2003 2004 2005 2006 2002-2006 2002-2011
President’s Tax Plan presented to Congress on February 8th:
Create new 10-percent individual income tax bracket ............cccoovineenierneen. -21,932 —29,849 -37,407 -108,713 -310,618
Reduce individual income tax rates .........c..coneuen. -33,493 | -42,306 | -57,299 | -165,938 -500,666
Increase the child tax credit? ..... -11,455 -16,347 -20,963 -57,508 -192,657
Reduce the marriage penalty 7,773 | -10,343 | -12,675 -37,070 -112,834
Provide charitable contribution deduction for nonitemizers ...........cccoceevvveienee -2,963 —-4,448 -6,065 -15,648 -52,171
Permit tax-free withdrawals from IRAs for charitable contributions . -53 -181 -195 -210 -225 -864 -2,261
Raise the cap on corporate charitable contributions ................... . -85 -136 -136 -143 -149 -649 -1,579
Increase and expand education savings acCoUNts ...........ccvveereeereirnriennnnn: -3 -25 -88 -204 =373 -693 -5,645
Permanently extend the R&E tax Credit ..........oovvevenineninieeieiecienenene | e | cvevenienies | v -1,055 -3,431 -5,415 -9,901 -49,576
Phase out death 18X ... -154 | -4,930 | -10,435 | -11,442 | -13,411 -16,263 -56,481 -261,257
Total, President’s Tax Plan presented to Congress on February
BENT s -154 | -25,697 | -59,710 | -90,532 | -120,692 | -156,834 | -453,465 | -1,489,264
Provide refundable tax credit for the purchase of health insurance® ....... | ............ -219 -1,513 -3,966 -5,796 -6,143 -17,637 -52,858
Additional tax iNCENtiVES 2 ... -18 | -1,812 | -3,602 -4,322 -5,090 -6,001 -20,827 -66,531
One-year extension of provisions expiring in 20012 .. -1,614 | -1,355 -170 -94 -66 -3,299 -3,410
Total tax reduction 12 ..o -172 | -29,342 | -66,180 | -98,990 | -131,672 | -169,044 | -495,228 | -1,612,063
Other provisions that affect receipts:
Recover State bank supervision and regulation eXpenses -2 ........coeeeee | eorrereennens 70 74 76 80 84 384 866

1 Affects both receipts and outlays. Only the receipt effect is shown here; the outlay effect is shown in Table S-9 of the Budget of the United States Government, Fiscal Year 2002.
2Net of income offsets
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Table 3-4. RECEIPTS BY SOURCE

(In millions of dollars)

Estimate
Source /f(?tggl
2001 2002 2003 2004 2005 2006
Individual income taxes (federal funds):
Existing law 1,004,462 1,073,088| 1,102,871| 1,148,882| 1,205,565| 1,273,084| 1,345,297

Proposed Legislation (PAYGO) .....c.eeuerrieeieriimineesenisesisesssssssessssssssesssssssessssssnens. | soneesssssssessnns -161| -24,082| -56,592| -87,684| -116,040 -148,690
Total individual iINCOME TAXES ..........cccvvrerrccecrrcee s nen 1,004,462 | 1,072,927 1,078,789| 1,092,290 1,117,881 1,157,044| 1,196,607
Corporation income taxes:

Federal funds:
Existing law 207,286 213,080| 219,984| 228,800| 237,816 249,059 259,360
Proposed Legislation (PAYGO) .......c.orimiuerinimeinininiissiesisessisessssissssssesssesssines | oeseneessssesens -1 -1,198 -1,507 -2,319 —-4,907 7,201
Total Federal funds corporation iNCOME tAXES ........cceueereereueureiriireineinsinissessiesseeesessesseenns 207,286| 213,069 218,786| 227,293 235,497 | 244,152 252,159
Trust funds:

Hazardous substance SUPEMUNG .........ccccveeireinrinrinrinsinsssssssssrssrsses e K] (SRS ISRV [NSISURORIIRII VORI INRRRRI ISR
Total corporation iNCOME tAXES .........ccccccoerereiirerrirrreirene e snes 207,289 213,069 218,786 227,293 235,497 244,152 252,159
Social insurance and retirement receipts (trust funds):

Employment and general retirement:

Old-age and survivors insurance (Off-budget) 411,677| 430,916| 453,853 479,405| 504,598| 537,690| 562,913

Disability insurance (Off-budget) ..........ccoceenuee 68,907 72,954 77,067 81,407 85,689 91,307 95,594

Hospital insurance 135,529| 147,228| 154,098 162,932 171,656| 182,952 191,783

Railroad retirement:

Social Security equivalent account 1,650 1,713 1,755 1,801 1,836 1,877 1,916

Rail pension and supplemental annuity 2,688 2,694 2,758 2,826 2,881 2,932 2,981

Total employment and general retirement 620,451 655,505 689,531 728,371 766,660 816,758 855,187

On-budget 139,867| 151,635 158,611 167,559| 176,373 187,761 196,680

Off-budget 480,584 503,870| 530,920| 560,812 590,287| 628,997| 658,507
Unemployment insurance:

Deposits by States ! 20,701 22,405 24,601 25,944 27,623 27,362 29,485

Federal unemployment receipts ' . 6,871 7,105 7,257 7,437 7,619 7,805 7,998

Railroad unemployment receipts ! 68 50 88 134 149 105 74

Total uUnemPpIOYMENt INSUFANCE .......ccuevmririiiiiiiniierireerieissre s 27,640 29,560 31,946 33,515 35,391 35,272 37,557
Other retirement:
Federal employees’ retirement—employee share 4,691 4,523 4,259 4,106 3,948 3,767 3,582
Non-Federal employees retirement 2 70 68 62 53 50 45 41
Total Other FBHIEMENT .....cvcveicveicece ettt 4,761 4,591 4,321 4,159 3,998 3,812 3,623
Total social insurance and retirement receipts .... 652,852 689,656| 725,798| 766,045/ 806,049 855,842| 896,367
On-budget 172,268| 185,786| 194,878 205233| 215,762| 226,845 237,860
Off-budget 480,584 503,870| 530,920| 560,812 590,287| 628,997| 658,507
Excise taxes:
Federal funds:

Alcohol taxes 8,140 7,688 7,810 7,885 7,946 8,011 8,074

Tobacco taxes . 7,221 7,548 8,140 8,175 7,941 7,778 7,643

Transportation fuels tax ..... 819 779 743 759 766 784 306

Telephone and teletype services ........... 5,670 5914 6,295 6,687 7,097 7,526 7,976

Ozone depleting chemicals and products . 125 94 65 39 20 [ cooreeiereiees | v

Other Federal fund excise taxes ........... 77 1,961 1,863 1,774 1,772 1,826 1,885

Total Federal funds EXCISE tAXES ......cvvcveicreicreieree ettt ettt sttt 22,692 23,984 24,916 25,319 25,542 25,925 25,884
Trust funds:

Highway 34,972 35,431 36,539 37,646 38,727 39,823 40,867

Airport and airway 9,739 10,414 11,183 11,875 12,578 13,311 14,085

Aquatic resources ... 342 352 392 401 420 429 440

Black lung disability insurance 518 555 570 583 596 609 618

Inland waterway 101 93 93 94 95 96 97

Hazardous substance superfund 2| e | e | e | e | e | e

Oil spill liability 1821 e D D e D L
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Table 3-4. RECEIPTS BY SOURCE—Continued

(In millions of dollars)

s 2000 Estimate
ource Actual
2001 2002 2003 2004 2005 2006
Vaccine injury compensation 133 134 137 140 142 143 145
Leaking underground storage tank 184 185 190 196 200 207 210
Total trust fuNAS EXCISE TAXES .....ureuuevrrrrerceierieeriesies ittt enen 46,173 47,164 49,104 50,935 52,758 54,618 56,462
Total eXCiSe TAXES ... 68,865 71,148 74,020 76,254 78,300 80,543 82,346
Estate and gift taxes:
Federal funds 29,010 31,072 32,068 34,480 37,036 35,364 35,605
Proposed Legislation (PAYGO) .......ccocimerienriniineineinsissessssessisnssssssssesssssssessssssssssssssssins | sesessssssssessns | seeeessssssesenns -3,369 -7,841 -8,739| -10,467| -13,107
Total estate and gift tAXES ..........c.ccoverrriric s 29,010 31,072 28,699 26,639 28,297 24,897 22,498
Customs duties:
Federal funds 19,172 20,635 22,403 23,650 24,299 25,302 26,775
Proposed Legislation (PAYGO) .......ccoeeerienrirniineiineiseississsessissssessssissssssssessssssssssssssssne | sesesssssssessns | soeeesessssessns -716 -264 -274 -285 -74
Trust funds 742 807 850 895 936 972 1,023
Total CUSTOMS AUEIES ...ttt 19,914 21,442 22,537 24,281 24,961 25,989 27,724
MISCELLANEOUS RECEIPTS: 3
MISCEIANEOUS TAXES ....eucvuvreeriieiriiiieeisiie st 99 104 109 111 113 115 118
United Mine Workers of America combined benefit fund . 155 149 143 135 129 125 121
Deposit of earnings, Federal Reserve System ............. 32,293 26,599 31,800 33,345 34,944 35,881 36,693
Proposed Legislation (PAYGO) .......cceuriecriniineiniieeisssesiesissiesssseessssssessessssssesssssnns | sonseesssessnssns | onesesensssnsses 93 98 102 107 112
Defense cooperation 12 6 6 6 6 6 6
Fees for permits and regulatory and judicial services .. 7,664 8,919 9,189 9,969 10,771 11,314 12,189
Fines, penalties, and forfeitures ..........couverenirneens 2,422 1,923 1,880 1,907 1,915 1,923 1,932
Gifts and contributions ........ 260 286 183 172 168 170 166
RefUNAS @NT TECOVEIIES .......cuieieiriiiieeieie et -79 -354 -298 -305 -317 -325 -327
Total MiSCellaneous FECEIPES ..o s 42,826 37,632 43,105 45,438 47,831 49,316 51,010
Total budget receipts ... 2,025,218 2,136,946 | 2,191,734| 2,258,240| 2,338,816 | 2,437,783| 2,528,711
On-budget 1,544,634| 1,633,076| 1,660,814 1,697,428 1,748,529| 1,808,786| 1,870,204
Off-budget 480,584| 503,870| 530,920| 560,812| 590,287 628,997 658,507
Federal funds 1,325,755| 1,401,028 | 1,416,473| 1,440,883| 1,479,627 | 1,526,937| 1,575,483
Trust funds 426,651 450,829| 478,176 504,047| 527,620 557,380 586,271
Interfund transactions -207,772| -218,781| -233,835| -247,502| -258,718| -275,531| -291,550
Total ON-DUAGEL ... e 1,544,634 | 1,633,076 1,660,814 1,697,428 | 1,748,529 1,808,786 1,870,204
Off-budget (trust fUNAS) ..........ccoeeiiiirrrc s 480,584| 503,870| 530,920| 560,812| 590,287 628,997 658,507
TORAl ..o 2,025,218 | 2,136,946 2,191,734| 2,258,240| 2,338,816| 2,437,783| 2,528,711

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 administrative costs of the program for the railroads.
2Represents employer and employee contributions to the civil service retirement and disability fund for covered employees of Government-sponsored, privately owned enter-

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



4. USER FEES AND OTHER COLLECTIONS

In addition to collecting taxes and other receipts by
the exercise of its sovereign powers, which is discussed
in the previous chapter, the Federal Government col-
lects income from the public from market-oriented ac-
tivities and the financing of regulatory expenses. Some
of these collections are classified as user fees, which
include the sale of postage stamps and electricity, fees
for admittance to national parks, and premiums for
deposit insurance; and some are other offsetting collec-
tions or receipts, such as rents and royalties for the
right to extract oil from the Outer Continental Shelf.

Depending on the laws that authorize the collections,
the collections can be credited directly to expenditure
accounts as “offsetting collections,” or to receipt ac-
counts as “offsetting receipts.” Usually offsetting collec-
tions 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, and the authorizing legislation may
either authorize them to be spent without further ac-
tion by the Congress, or require them to be appro-
priated in annual appropriations acts before they can
be spent.

Table 4-1.

The budget refers to them as offsetting collections
and offsetting receipts, because they are subtracted
from gross outlays rather than added to taxes on the
receipts side of the budget. The purpose of this treat-
ment is to produce budget totals for receipts, outlays,
and budget authority in terms of the amount of re-
sources allocated governmentally, through collective po-
litical choice, rather than through the market.!

Offsetting collections and receipts include most user
fees, which are discussed below, as well as some
amounts that are not user fees. Table 4-1 summarizes
these transactions. For 2002, total offsetting collections
and receipts from the public are estimated to be $222.1
billion, and total user fees are estimated to be $143.8
billion.

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

GROSS OUTLAYS, USER FEES, OTHER OFFSETTING

COLLECTIONS AND RECEIPTS FROM THE PUBLIC, AND NET OUTLAYS

(In billions of dollars)

2000 Estimate
Actual 2001 2002
GFOSS OULAYS ..vvoverirncireieiseeeiieie ettt 2,002.9 2,079.2 2,182.7
Offsetting collections and receipts from the public:
User fees 129.5 134.0 142.3
OFNEE oottt 84.6 88.9 79.8
Subtotal, offsetting collections and receipts from the public ........ 2141 223.0 2221
NEE OUIAYS ..o 1,788.8 1,856.2 1,960.6

1 Total user fees are shown below. They include user fees 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 fees, see Table

4-2. “Total User Fee Collections.”

Total user fees:
Offsetting collections and receipts from the public ...........coorrerrvernerirnenens 129.5 134.0 142.3
Receipts e 13 14 15
130.8 135.5 143.8

Total user fees .......

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 25: “Budget System and
Concepts and Glossary” in this volume.
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USER FEES

I. Introduction and Background

The Federal Government may charge user fees to
those who benefit directly from a particular activity
or those subject to regulation. According to the defini-
tion of user fees used in this chapter, Table 4-2 shows
that user fees were $130.8 billion in 2000, and are
estimated to increase to $135.5 billion in 2001 and to
$143.8 billion in 2002, growing to an estimated $171.3
billion in 2006, including the user fee proposals that
are shown in Table 4-3. This table shows that the
Administration is proposing to increase user fees by
an estimated $0.6 billion in 2002, growing to an esti-
mated $1.5 billion in 20086.

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

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

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

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

There has been a growth in user fees, and some have
been classified by law as offsetting collections when
they more appropriately should have been classified as

governmental receipts. The classification of some user
fees as an offset to budget authority and outlays do
not meet the guidelines established by the 1967 Presi-
dent’s Commission on Budget Concepts that only busi-
ness-type transactions should be classified as offsetting
collections. To the extent these collections are inappro-
priately classified as an offset to Federal spending, they
reduce the size of Federal spending and governmental
receipts. The Administration plans to monitor and re-
view the classification of user fees and other types of
collections.

Alternative definitions. The definition used in this
chapter is useful because it identifies goods, services,
and regulations financed by earmarked collections and
receipts.2 Other definitions may be used for other pur-
poses, such as establishing policy for charging prices
to the public for goods and services regardless of wheth-
er the proceeds are earmarked.

One alternative definition could be the broader con-
cept of user charges, as defined in OMB Circular A-25,
“User Charges,” (July 8, 1993). User charges are fees
assessed for the provision of Government services and
for the sale or use of Government goods or resources.
The payers of the user charge must be limited in the
authorizing legislation to those receiving special bene-
fits from, or subject to regulation by, the program or
activity beyond the benefits received by the general
public or broad segments of the public (such as those
who pay income taxes or customs duties). The term
is broader than user fees as defined in this chapter
because user charges encompass proceeds, whether or
not earmarked, from the sale or use of government
goods and services, including the sale of natural re-
sources (such as timber, oil, and minerals) and proceeds
from asset sales (such as property, plant, and equip-
ment).

Other alternative definitions of user fees could, for
example:

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

¢ be broader than the one used here, by selecting
one or more of the following:

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

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

2The definition used here is similar to one the House of Representatives uses as a

guide for purposes of committee jurisdiction. The definition helps differentiate between
taxes, which are under the jurisdiction of the Ways and Means Committee, and fees, which
can be under the jurisdiction of other committees. See the Congressional Record, January
3, 1991, p. H31, item 8.
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—interpreting more broadly whether a program
has private beneficiaries, or whether the pro-
ceeds are earmarked to benefit directly those
paying the fee. A broader interpretation might
include beneficiary- or liability-based excise
taxes.3

What is the purpose of user fees? The purpose
of user fees is to improve the efficiency and equity
of certain Government activities, and to reduce the bur-
den on the taxpayer to finance activities whose benefits
accrue to a relatively limited number of people.

User fees that are set to cover the costs of production
of goods and services can provide efficiency in the allo-
cation of resources within the economy. They allocate
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 fees 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 fees as fair because those who benefit from
the good or service pay for it in whole or in part,
and those who do not benefit do not pay.

When should the Government charge a fee? Dis-
cussions of whether to finance spending with a tax or
a fee often focus on whether the benefits of the activity
are to the public in general or to a limited group of
people. 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
groups, then the program should be financed by fees
paid by the private beneficiaries. For Federal programs
where the benefits are entirely public or entirely pri-
vate, applying this principle is relatively easy. For ex-
ample, 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 Au-
thority accrue exclusively to those using the electricity,
and should be (and are) financed by user fees.

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

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

also benefits because these areas protect the Nation’s
natural and historical heritage now and for posterity.

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

What should be the amount of the fee? For pro-
grams that have private beneficiaries, the amount of
the fee should depend on the costs of producing the
goods or services and the portion of the program that
is for private benefits. If the benefit is primarily pri-
vate, and any public benefits are incidental, current
policies support fees that cover the full cost to the Gov-
ernment, including both direct and indirect costs.4

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 Government
(July 31, 1995), should underlie cost accounting in the
Federal Government.

Classification of user fees in the budget. As
shown in Table 4-1, most user fees are classified as
offsets to outlays on the spending side of the budget,
but a few are classified on the receipts side of the
budget. An estimated $1.5 billion in 2002 are classified
this way and are included in the totals described in
Chapter 3. “Federal Receipts.” They are classified as
receipts because they are regulatory fees collected by
the Federal Government by the exercise of its sovereign
powers.

The remaining user fees, an estimated $142.3 billion
in 2002, are classified as offsetting collections and re-
ceipts on the spending side of the budget. Some of these
are collected by the Federal Government by the exercise
of its sovereign powers and would normally appear on
the receipts side of the budget, but are required by
law to be classified as offsetting collections or receipts.

An estimated $108.7 billion of user fees for 2002 are
credited directly to expenditure accounts, and are gen-
erally available for expenditure when they are collected,
without further action by the Congress.

An estimated $33.7 billion of user fees for 2002 are
deposited in offsetting receipt accounts, and are avail-
able to be spent only according to the legislation that
established the fees.

As a further classification, the following Tables 4-2
and 4-3 identify the fees as discretionary or mandatory.
These classifications are terms from the Budget En-
forcement Act of 1990 as amended and are used fre-
quently in the analysis of the budget. “Discretionary”

4Policies for setting user charges are promulgated in OMB Circular No. A-25: “User

Charges” (July 8, 1993). These policies are required regardless of whether or not the proceeds
are earmarked to finance the related activity.
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in this chapter refers to fees generally controlled
through annual appropriations acts and under the juris-
diction of the appropriations committees in the Con-
gress. These fees offset discretionary spending under
the discretionary caps. “Mandatory” refers to fees con-
trolled by permanent laws and under the jurisdiction
of the authorizing committees. These fees are subject
to rules of paygo, whereby changes in law affecting
mandatory programs and receipts cannot result in a
net cost. Mandatory spending is sometimes referred to
as direct spending.

These and other classifications are discussed further
in this volume in Chapter 25, “Budget System and Con-
cepts and Glossary.”

II. Current User Fees

As shown in Table 4-2, total user fee collections (in-
cluding those proposed in this budget) are estimated
to be $143.8 billion in 2002, increasing to $171.3 billion
in 2006. User fee collections by the Postal Service and
Medicare premiums are the largest and are estimated
to be almost two-thirds of total user fee collections in
2002.

User fee collections are used to offset outlays in both
the discretionary and mandatory parts of the budget.
User fee collections classified in the discretionary part
of the budget are estimated to be $17.2 billion in 2002,
and those in the mandatory part are estimated to be
$125.1 billion in 2002.

II1. User Fee Proposals

As shown in Table 4-3, the Administration is pro-
posing new or increased user fees that would increase
collections by an estimated $0.6 billion in 2002, increas-
ing to $1.5 billion in 2006.

A. User Fee Proposals to Offset Discretionary
Spending

1. Offsetting collections

Department of Agriculture

Animal and Plant Health Inspection Service
(APHIS).—The Administration proposes to establish
fees to cover the cost of providing animal welfare in-
spections to recipients of APHIS services such as ani-
mal research centers, humane societies, and kennels.

Grain Inspection, Packers and Stockyards Adminis-
tration (GIPSA) licensing fees.—The budget proposes to
charge the grain industry for GIPSA’s costs to review
and maintain standards (such as grain quality and clas-
sification) that are used by the industry.

Department of Health and Human Services

User fees for Medicare providers for processing paper
claims and duplicate or unprocessable claims.—The Ad-
ministration is proposing new user fees for providers

for submitting paper claims and duplicate or
unprocessable claims. Under this proposal, providers
would be charged $1.50 for every paper claim submitted
for payment. The fee is necessary because processing
paper claims is more costly than processing electronic
claims. Paper claim fees could be waived for rural and
poor providers.

The Health Care Financing Administration and its
contractors go to great lengths to ensure that providers
are aware of billing requirements and the need to sub-
mit accurate claims. Charging a $1.50 fee for duplicate
or unprocessable claims would heighten provider aware-
ness of these issues and increase efficiency by deterring
this action.

Fees for export certification of foods and for import
program operations.—The Administration is proposing
new user fees for export certification of foods and for
import program operations. Spending financed by these
fees would be in addition to regular appropriations. The
Food and Drug Administration currently assesses user
fees for non-food regulated products when export certifi-
cations are requested by industry.

2. Offsetting receipts

Department of Housing and Urban Development

User fees to finance inspection of manufactured hous-
ing.—The Administration is proposing inspection fees
that would finance Federal formulation and enforce-
ment of standards in manufactured housing. These fees
are authorized by the Manufactured Housing Improve-
ment Act of 2000 and replace fees previously authorized
by the National Manufactured Housing Construction
and Safety Standards Act of 1974.

Department of Justice

Increase immigration inspection user fees.—Congress
established this user fee to cover the full cost of air
and sea passenger inspections. The Administration pro-
poses to increase the per passenger inspection fee from
$6 to $7 and phase out the exemption from the inspec-
tion fee for cruise ship passengers—establishing a $3
fee in 2002. The increase will be used to defray inspec-
tion expenses of the Immigration and Naturalization
Service.

Department of Transportation

Hazardous materials transportation safety fees.—Be-
ginning in 2002, hazardous materials transportation
safety activities previously financed by general fund ap-
propriations to the Research and Special Programs Ad-
ministration are proposed to be financed instead by
an increase in hazardous materials registration fees.
Appropriation legislation is proposed to increase the
fees paid by shippers and carriers of hazardous mate-
rials in 2002 to fund these safety activities.



4. USER FEES AND OTHER COLLECTIONS

53

Table 4-2. TOTAL USER FEE COLLECTIONS

(In millions of dollars)

2000 Estimates
Actual 2001 2002 2003 2004 2005 2006
Receipts
Agricultural quarantine inspection fees 234 240 246 252 259 266 272
Corps of Engineers, Harbor maintenance trust fund 678 M4 781 825 865 900 946
Other governmental reCeIPtS USEI fEES .......cuuiueeiiriiiriierireriresee s 413 469 455 457 464 474 477
Subtotal, governmental FECEIPES ........ccvireiiiiiiniieirere s 1,325 1,450 1,482 1,534 1,588 1,640 1,695
Offsetting Collections and Receipts from the Public
Discretionary
Department of Agriculture: Food safety inspection and other fees ... 177 189 200 197 197 197 198
Department of Commerce: Patent and trademark, fees for weather services, and other fees ...... 1,156 1,315 1,500 1,616 1,765 1,926 2,137
Department of Defense: Commissary and Other fEES ... 7,376 7,353 7,248 7,155 7,155 7,155 7,155
Department of Energy: Federal Energy Regulation Commission, power marketing, and other
FEES vttt 594 787 1,223 632 621 590 597
Department of Health and Human Services: Food and Drug Administration, Health Care Financ-
ing Administration, and other fees 337 276 413 418 428 438 448
Department of the Interior: Bureau of Land Management and other fees .. 215 231 219 219 219 219 219
Department of Justice: Antitrust and other fees ..........cccovrevireinennnene 328 361 548 585 585 585 585
Department of State: Passport and other fees ........ccccveuniun 478 485 490 490 490 490 490
Department of Transportation: Railroad safety and other fees ...........ccc.c.... 131 139 216 282 286 292 297
Department of the Treasury: Sale of commemorative coins and other fees .. 1,833 1,513 1,619 1,697 1,721 1,746 1,772
Department of Veterans Affairs: Medical care and other fees 576 611 623 633 643 653 663
National Aeronautics and Space Administration: Reimbursement for the use of NASA services .. 846 839 881 881 881 881 881
Federal Communications Commission: Regulatory fees 192 200 219 219 219 219
Federal Trade Commission: Regulatory fees ................ 106 159 207 207 207 207
Nuclear Regulatory Commission: Regulatory fees ....... 447 453 469 475 488 506
Panama Canal Commission: Fees for use of the canal .. 220 | s | e | e | e | v | e
Securities and Exchange Commission: Regulatory fees .. 862 974 983 ,054 1,200 1,337
All other agencies, discretionary user fees 133 134 175 179 185 187
Subtotal, diSCrEtioNAry USET fEES ...ttt 16,007 16,019 17,233 16,939 17,158 17,471 17,898
Mandatory
Department of Agriculture: Federal crop insurance and other fees 895 1,339 1,338 1,402 1,440 1,502 1,563
Department of Defense: Commissary surcharge and other fees 279 277 283 293 277 277 277
Department of Energy: Proceeds from the sale of energy, nuclear regulatory fees, and other
fBES e s 4,078 3,703 3,831 3,960 3,907 3,921 3,084
Department of Health and Human Services: Medicare Part B insurance premiums, and other
fees 21916 | 23442 | 27,044 | 29905 | 31,503 | 35029 | 37,951
Department of the Interior: Recreation and other fees 583 630 619 648 652 657 658
Department of Justice: Immigration and other fees ........ccccoevvvcuvrreenenn. 1,480 2,036 1,972 1,906 1,814 1,818 1,823
Department of Labor: Insurance premiums to guarantee private pensions 922 951 845 835 845 843 839
Department of the Treasury: Customs, bank regulation, and other fees 1,881 1,929 1,985 2,046 666 681 693
Department of Veterans Affairs: Veterans life insurance, medical collections, and other fees ....... 1,629 1,674 1,823 1,932 1,883 1,842 1,802
Corps of Engineers: Recreation and other fees 37 36 51 57 62 67 67
Federal Emergency Management Agency: Flood insurance fees ... 1,475 1,553 1,640 1,808 1,936 2,118 2,343
Office of Personnel Management: Federal employee health and life insurance fees 6,694 7,278 7,974 8,612 9,308 9,987 10,684
Federal Communications Commission: Analog Spectrum 16ase fee .........ccccvmnvevnrrinevneinnns | cvvvvveienes | cervveeeeeens 200 200 200 200 200
Federal Deposit Insurance Corporation: Deposit insurance fees ..... 759 559 963 1,748 2,552 3,543 5,573
Postal Service: Fees for postal SEIVICeS ......c.ccvvvrrrrereereennenns 63,529 65,498 67,095 69,350 71,500 73,350 75,100
Tennessee Valley Authority: Proceeds from the sale of energy .. 6,928 6,795 7,127 7,341 7,424 7,675 7,811
All other agencies, mandatory user fees 363 324 312 328 336 347 354
Subtotal, MaNdatory USET FEES .......c.ierrieirerineieeieeissei st esss st sssssessssssas 113,448 | 118,024 | 125,102 | 132,371 | 136,305 | 143,857 | 151,722
Subtotal, offsetting collections and receipts from the publiC ........cccocuvirerrireinierncrseeeens 129,455 | 134,043 | 142,335 | 149,310 | 153,463 | 161,328 | 169,620
Total, User fees 130,780 | 135,493 | 143,817 | 150,844 | 155,051 | 162,968 | 171,315
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Pipeline safety fees.—This proposal would increase the
existing pipeline safety user fees to support increased
activities in the Pipeline Integrity Management and the
Oil Spill Prevention and Response programs.

Railroad safety user fees.—This proposal would fund
Federal Railroad Administration safety inspections and
the safety component of the railroad research and de-
velopment program. The fees would be collected from
the primary beneficiaries of these services, the railroad
carriers, and be based upon a calculation of their usage
as established through regulations. The estimated 2002
collections are 50 percent of the anticipated cost of safe-
ty services. In subsequent years these services would
be fully funded with user fees.

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 authorizing and appropria-
tions language to modify the cap so that EPA can in-
crease 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 NRC assess
license and annual fees that recover approximately 98
percent of its budget authority in 2001, less the appro-
priation from the nuclear waste fund. Licensees are
required to reimburse NRC for its services because li-
censees benefit from such services.

Under recent amendments to OBRA, the budget au-
thority recovery requirement decreases by 2 percentage
points per year until it reaches 90 percent in 2005.
After 2005, the requirement reverts to 33 percent per

Table 4-3. USER FEE PROPOSALS

(Estimated collections in millions of dollars)

2002 2003 2004 2005 2006 2002-2006
A. USER FEE PROPOSALS TO OFFSET DISCRETIONARY SPENDING
1. Offsetting collections
Department of Agriculture
Animal and Plant Health INSPECHON SEIVICE .........criuiuuiuiiniireieieiei ettt 5 5 5 5 6 26
Grain Inspection, Packers and Stockyards AMINISITAtON ...........cccveimrenienriniinsiniisiesssiesee s ssessssessessssses 4 4 4 4 4 20
Department of Health and Human Services
User fees for Medicare providers for processing paper claims and duplicate or unprocessable claims .................. 95 90 90 90 90 455
Fees for export certification of foods and for import program 0perations ... 20 21 22 23 24 110
2. Offsetting receipts
Department of Housing and Urban Development
User fees to finance inspection of manufactured NOUSING .........ccviuieneiiinmiineinrineise e seeseeas 17 17 17 18 18 87
Department of Justice
Increase immigration INSPECHION USEI fEES ........ccuiwurimrrieierreee e 109 109 109 109 109 545
Department of Transportation
Hazardous materials transportation Safety fEES ... 12 22 22 23 24 103
Pipeline safety fees ... 9 9 9 9 7 43
Railroad safety user fees 55 110 113 116 119 513
Environmental Protection Agency
Abolish cap on pre-manufacturing NOLIfICAtioN TEES ........c.vcuiririieiieiricre s 4 8 8 8 8 36
Nuclear Regulatory Commission
Extend NRC fees at their 2005 level for 2008 and [EF ..........coveeevererimerineererierinecinersesssessenisesssesssesssssssnenes | svvinennees | vevneenine | vonsevnees | eevenersnes 321 321
Subtotal, user fee proposals to offset discretionary SPENAING .........ccverereeerreemirieeirerieeee s 330 395 399 405 730 2,259
B. USER FEE PROPOSALS TO OFFSET MANDATORY SPENDING
1. Offsetting collections
Federal Emergency Management Agency
Phase out subsidized premiums for certain flood insurance coverage and remove repetitive loss properties
from the flood INSUIANCE PrOJIAM .....c.cuiuiiiiriieitireire ittt bbb bbbttt 7 26 71 167 302 573
Federal Deposit Insurance Corporation
State bank eXamination fEES ... 92 97 101 106 112 508
2. Offsetting receipts
Department of Agriculture
Forest Service recreation and entrance fEES ... | i 38 40 42 44 164
Department of the Interior
ReCreation ENtranCe fEES ...ttt | ereneienes 75 76 74 75 300
Corps of Engineers
RECreation USET fEE INCIBASES ......vuuivureriesierieitiieriser ettt bbb 10 15 20 25 25 95
Federal Communications Commission
ANaIOg SPECITUM [ASE fEE ..o bbb 200 200 200 200 200 1,000
Subtotal, user fee proposals to offset mandatory SPENAING .........c.veeeeeerernerneeieires s 309 451 508 614 758 2,640
Total, USEN fE8 PrOPOSAIS .....cuuvuierireiscireiieie ettt bbbt 639 846 907 1,019 1,488 4,899
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year. If the 90 percent requirement is not extended
beyond 2005, fees would drop from an estimated $488
million in 2005 to $185 million in 2006; with the pro-
posed extension at 90 percent, fees would be an esti-
mated $506 million in 2006, a proposed increase of
$321 million.

B. User Fee Proposals to Offset Mandatory
Spending

1. Offsetting collections

Federal Emergency Management Agency

Phase out subsidized premiums for certain flood in-
surance coverage.—The Administration proposes phas-
ing out subsidized premium rates for vacation homes,
rental properties, and other non-primary residences and
businesses starting in 2002. FEMA charges many of
these policy holders less than actuarial rates, which
undermines the financial stability of the insurance pro-
gram. Rates for primary residences, which represent
a majority of policies in the program, would not change
under this proposal.

Remove repetitive loss properties from the flood insur-
ance program.—The Administration proposes to remove
several thousand properties from the program. These
properties have been flooded repeatedly but neverthe-
less still benefit from subsidized premiums. Starting
in 2002, owners of targeted properties may make one
more claim for a flood loss. Subsequently, those prop-
erties will be ineligible to receive coverage. While net
savings from avoided claims are estimated to be signifi-
cant, the proposal will also generate a PAYGO cost
from lost premium revenue as properties are removed
from the program.

Federal Deposit Insurance Corporation

State bank examination fees.—The Administration
proposes to require the Federal Deposit Insurance Cor-
poration and the Federal Reserve to recover their re-
spective costs for supervision and regulation of State-
chartered banks and bank holding companies. The pro-
posal would eliminate the subsidization of State banks
by national banks and taxpayers, treat State and feder-
ally chartered financial institutions the same, and re-
duce the incentive for federally-chartered banks to con-
vert to State charters solely to avoid assessments.

Currently, the FDIC pays for its supervision and reg-
ulatory expenses with the deposit insurance premiums
that all banks pay, including national banks. Additional
income from the proposal would be realized as offsetting
collections. The Federal Reserve uses its interest earn-
ings to pay its supervision and regulatory costs, con-
sequently transferring less money to the Treasury.
Therefore, deposits of earnings by the Federal Reserve,
which are classified as governmental receipts, would
increase under this proposal. This estimated increase
in recoveries is in addition to the amounts shown on
Table 4-3.

2. Offsetting receipts
Department of Agriculture

Forest Service recreation and entrance fees.—The Ad-
ministration proposes to extend for four years, for 2003
through 2006, the current pilot program that allows
the Forest Service to collect increased recreation and
entrance fees. These receipts would be available for
use without further appropriation and are necessary
to maintain and improve recreation facilities and serv-
ices. A similar proposal affects recreation fees for the
National Park Service, the Bureau of Land Manage-
ment, and the Fish and Wildlife Service in the Depart-
ment of the Interior.

Department of the Interior

Recreation entrance fees.—The Administration pro-
poses to extend for four years, for 2003 through 2006,
the current pilot program that allows the National Park
Service, the Bureau of Land Management, and the Fish
and Wildlife Service to collect increased recreation and
entrance fees. These receipts would be available for
use without further appropriation, and approximately
60 percent of National Park Service receipts would be
used to reduce its deferred maintenance backlog. A re-
lated proposal affects recreation fees for the Forest
Service in the Department of Agriculture.

Corps of Engineers

Recreation user fee increases.—The Administration
proposes to phase in recreation user fee increases with
the entire increase available without further legislative
action for spending on operation, maintenance, and im-
provement of the recreation facilities of the Corps of
Engineers. Some increases in fee receipts can be accom-
plished without changes to existing legislation. Other
increases will require legislation to increase limits on
existing recreation user fees, authorize new fees, or re-
classify existing fees. In addition, the Administration
recommends extending the recreation demonstration
program, which allows recreation fee revenues above
a baseline of $34 million per year to be used by the
Corps for operation and maintenance of recreation fa-
cilities. The Corps spends about $250 million per year
on these activities.

Recreation fee increases to boost agency expenditures
on recreation and maintenance of facilities have been
enacted in recent years for other agencies such as the
National Park Service in the Department of the Interior
and the Forest Service in the Department of Agri-
culture. A similar proposal affects recreation fees for
these programs.

Federal Communications Commission

Analog spectrum lease fee.—The Administration sup-
ports establishing a lease fee on commercial television
broadcasters’ use of the analog spectrum until broad-
casters complete the transition to digital broadcasting
and return their analog spectrum licenses to the FCC.
The proposal would encourage a timely transition to
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digital broadcasting and have television broadcasters
reimburse the public for use of this scarce resource.

OTHER OFFSETTING COLLECTIONS AND RECEIPTS

Table 44 shows that total offsetting collections and
receipts from the public are estimated to be $222.1
billion in 2002. Of these, an estimated $143.7 billion
are offsetting collections credited to appropriation ac-
counts and an estimated $78.4 billion are deposited
in offsetting receipt accounts.

The user fees in Table 4-4 were discussed in the
previous section. Major offsetting collections deposited
in expenditure accounts that are not user fees are pre-
credit reform loan repayments, collections from States
to supplement payments in the supplemental security
income program, and collections for the Federal Savings
and Loan resolution fund. Major offsetting receipts that
are not user fees include spectrum auction receipts,
military assistance program sales, rents and royalties
for oil and gas on the Outer Continental Shelf, and
interest income.

Table 4-5 includes all offsetting receipts deposited
in receipt accounts. These include payments from one
part of the Government to another, called
intragovernmental transactions, and collections from
the public. These receipts are offset (deducted) from
outlays in the Federal budget. In total, offsetting re-
ceipts are estimated to be $428.3 billion in 2002—
$349.9 billion are intragovernmental transactions, and
$78.4 billion are from the public, shown in the table
as proprietary receipts and offsetting governmental re-
ceipts.

As noted above, offsetting collections and receipts by
agency are also displayed in Table 20-1, “Outlays to
the Public, Net and Gross,” which appears in Chapter
20 of this volume.
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Table 4-4. OFFSETTING COLLECTIONS AND RECEIPTS FROM THE PUBLIC

(In millions of dollars)

2000 Estimate
Actual 2001 2002
Offsetting collections:
User fees:
Postal service stamps and Other POSIAI TEES .......cuvrucireirienesrrsrrs ettt ensnne 63,529 65,498 67,095
Defense Commissary AQeNCY .........c.ccveeene. 5,087 5,282 5,209
Federal employee contributions for employees and retired employees hea 5,263 5,817 6,436
Sale of energy:
Tennessee Valley Authority 6,928 6,795 7,127
Bonneville Power Administration ... 2,995 2,732 2,929
All other user fees 17,989 18,229 19,864
SUDLOLAL, USEE TEES .uuvuvieereireieiseiriseise ettt sttt s st n s n s s s 101,791 104,353 108,660
Other offsetting collections:
Pre-credit reform loan repayments 15,864 15,563 14,847
Supplemental security income (collections from the States) 3,399 3,570 3,665
Federal Savings and Loan Insurance Corporation resolution fund 2,638 1,670 1,102
OhEI COlIECHIONS ....veveieeieceiee ettt e e s s bbb st s bt s et s bbb st s bbb st s s s s e st en s 17,672 15,935 15,423
Subtotal, other offSEtting COIBCHONS .........cvuiuciiiiiieiirrii bbbttt 39,573 36,738 35,037
Subtotal, offsetting collections 141,364 141,091 143,697
Offsetting receipts:
User fees:
Medicare premiums and OtNEI ChAIJES ........coiuiuiuriuiieireireiseesei it sb i bbb bbb bbb 21,907 23,433 27,014
Al OtNEE USBI TBES ..o.vuiecveictictte ettt bt bbb bbb bbb s bbb s bbb bbb bt b bbbt 5,757 6,257 6,661
SUDLOAL, USEI fEES vuvuviicteictet ettt ettt bbb bbb bbb bbbt bbb bbb bbb bbb bbb st s et es et en et st 27,664 29,690 33,675
Other offsetting receipts:
Spectrum auction receipts 150 1,572 1,760
Military assistance program sales 11,362 11,340 11,450
OCS rents, bonuses, and royalties 4,580 6,931 5,884
Interest iNCOME .....ocovvevvevernenes 13,207 13,091 13,837
All other offsetting receipts ... 15,743 19,266 11,800
Subtotal, other offsetting receipts 45,042 52,200 44,731
SUDLOtal, OffSEHING MECEIPES ....vvuivriereiectie ittt bbbt 72,706 81,890 78,406
Total, offsetting collections and receipts from the public 214,070 222,981 222,103
Total, offsetting collections and receipts excluding off-budget 150,497 157,439 154,964
ADDENDUM:
User fees that are offsetting collections and receipts? 129,455 134,043 142,335
Other offsetting collections and receipts from the public 84,615 88,938 79,768
Total, offsetting collections and receipts from the PUbBIIC ...........c.cconiiiiii s 214,070 222,981 222,103

1Excludes user fees that are classified on the receipts side of the budget. For total user fees, see Table 4.1 or Table 4.2.
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Table 4-5. OFFSETTING RECEIPTS BY TYPE

(In millions of dollars)

Estimate
Source fgﬂgl
2001 2002 2003 2004 2005 2006
INTRAGOVERNMENTAL TRANSACTIONS
On-budget receipts:
Federal intrafund transactions:
Distributed by agency:
Interest from the Federal Financing Bank 1,974 2,035 2,136 1,830 2,160 2,387 2,535
Interest on Government capital in enterprises . 1,867 1,339 1,524 1,187 1,073 1,010 948
DoD retiree health Care fuNd .........cccevieiiiiice e ssnens | esesssessssenns | sesvsresissenines | sreesssssssinsens 9,036 9,397 9,773 10,164
Credit subsidy balance tranSfErs ... | sesesesesinenines 10,637 439 482 667 861 1,059
Other 2,383 1,974 1,988 2,077 2,183 2,280 2,362
Undistributed by agency:
DoD retiree health Care fUNd .........cccceieiiiiice s | enesesessssenns | sesvsresissesines | crieesissesinsens 2,943 3,072 3,211 3,355
Total Federal intrafunds ... 6,224 15,985 6,087 17,555 18,552 19,522 20,423
Trust intrafund transactions:
Distributed by agency:
Payments to railroad retirement 3,697 3,215 3,812 3,838 3,838 3,853 3,679
Other 1 1 1 1 1 1 1
Total trust INrAfUNAS .......ceveveiieiceee bbbttt 3,698 3,216 3,813 3,839 3,839 3,854 3,680
Total intrafund tranSACHONS ........cccvcivevieeiieee e een 9,922 19,201 9,900 21,394 22,391 23,376 24,103
Interfund transactions:
Distributed by agency:
Federal fund payments to trust funds:
Contributions to insurance programs:
Military retirement fund 15,302 16,089 16,653 17,235 17,839 18,463 19,110
Supplementary medical insurance ... 65,561 69,777 81,332 88,779 92,549 102,042 110,380
Proposed legislation (NON-PAYGO) ........cccovuurrniireinmierinirenineissinesnsissininiens | covvesenenesines | sevesinesesinees -70 -75 -70 -70 -70
Hospital insurance 9,450 8,030 8,596 9,107 9,839 10,560 11,358
Proposed legislation (NON-PAYGO) ........cccovuurrniireinmierinirenineissinesnsissininiens | covvesenenesines | sevesinesesinees -106 -304 -461 -662 -821
Railroad social security equivalent fund .. 141 106 113 124 134 145 152
Proposed legislation (NON-PAYGO) ........ccovuurerniirmiinmierinerenineisrineississniniens | covnesenemesines | sevesineiesinens -1 -3 -6 -8 -1
Rail industry pension fund 318 229 234 241 247 254 262
Proposed legislation (NON-PAYGO) ........ccovuurerniirmiinmierinerenineisrineississniniens | covnesenemesines | sevesineiesinens -5 -12 -15 -23 =27
Civilian supplementary retirement contributions 21,808 22,056 22,724 23,183 23,869 24,563 25,042
Unemployment iNSUrANCe .........cccoeuureveneererennne 397 466 483 478 478 482 495
Other contributions 518 574 466 443 444 444 474
SUBLOTAL ..eoooeeicrieer s 113,495| 117,327| 130,419| 139,196 144,847 156,190 166,344
Miscellaneous payments 956 1,443 819 864 876 893 912
Proposed legislation (NON-PAYGO) ........cocuriermirneermieneiniinsineesessseesessssinsisessnseins | cseessssssssnsens | seeesssensssnssns -1 -1 -12 -12 -12
SUDLOAL ...ttt 114,451 118,770 131,227| 140,049 145711 157,071 167,244
Trust fund payments to Federal funds:
Quinquennial adjustment for military service Credits .........oocvveneninricniverinens [ v 836 | v [ e | e [ e | e
Other 1,078 2,496 1,186 1,214 1,241 1,271 1,303
SUBLOTAL ...t 1,078 3,332 1,186 1,214 1,241 1,271 1,303
Total interfunds distributed DY @GENCY ......coccveverrnerrrereeecreeee e 115529 122,102| 132,413| 141,263 146,952 158,342 168,547
Undistributed by agency:
Employer share, employee retirement (on-budget):
Civil service retirement and disability insurance (CSRDI) 9,611 10,316 10,679 10,585 11,174 11,843 12,547
Proposed legislation (NON-PAYGO) .......oeeeueveerimermeeierierineeissnesssessenssssnee | evsnesssnessnsnsns | snsessnesssnessns | oneessessneeenns 469 482 449 415
CSRDI from Postal Service .........cccorueereeerenns 6,445 6,768 6,854 6,975 7,111 7,249 7,327
Hospital insurance (contribution as employer) ! 1,991 2,038 2,127 2,229 2,337 2,470 2,574
Postal employer contributions to FHI 639 655 682 711 742 774 807
Military retirement fund .........c.ccoveeeeeenn. 11,402 11,369 12,166 12,622 13,098 13,567 14,040
Other Federal employees retirement 126 130 134 138 142 147 152
Total employer share, employee retirement (on-budget) 30,214 31,276 32,642 33,729 35,086 36,499 37,862
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Table 4-5. OFFSETTING RECEIPTS BY TYPE—Continued

(In millions of dollars)

s 2000 Estimate
ource Actual
2001 2002 2003 2004 2005 2006
Interest received by on-budget trust funds 69,113 73,662 76,317 80,272 84,695 88,974 93,634
Proposed legislation (NON-PAYGO) ........cocuureemirneermieneineineesneesssssesssisssnsisesssseine | cseessssessnsens | seeesssessssnssns -1 -76 -162 -261 -359
Total interfund transactions undistributed by agency .......c.covverininininsieieeseeneens 99,327 104,938 108,958 113,925 119,619 125,212 131,137
Total interfund tranSactioNS ..........cccviuciniiieiiniiic e 214,856| 227,040 241,371 255,188 266,571 283,554 299,684
Total ON-DUAGEL FECEIPES ...uvvreeercereiieiee ettt 224,778| 246,241| 251,271 276,582| 288,962 306,930 323,787
Off-budget receipts:
Trust intrafund transactions:
Distributed by agency:
Interfund transactions:
Distributed by agency:
Federal fund payments to trust funds:
Old-age, survivors, and disability insurance 13,252 12,541 13,734 14,876 16,076 17,230 18,428
Proposed legislation (NON-PAYGO) ........coceureemeeneernieneirniineesneesesssssesisssssisessnseine | cseesssssessnsens | seeesssensssnssns -140 -418 -645 -921 -1,169
Undistributed by agency:
Employer share, employee retirement (off-budget) 7,637 7,877 8,917 9,161 9,868 10,706 11,443
Interest received by off-budget trust funds 59,796 68,886 76,086 85,421 95,855 107,348 120,111
Total Off-DUAGEt FECEIPES: ....vvreercercrieirer et 80,685 89,304 98,597| 109,040 121,154 134,363 148,813
Total intragovernmental transactions ... 305,463 335,545 349,868| 385,622 410,116 441,293| 472,600
PROPRIETARY RECEIPTS FROM THE PUBLIC
Distributed by agency:
Interest:
Interest on foreign loans and deferred foreign collections 472 77 706 694 688 680 663
Interest on deposits in tax and loan accounts . 1,785 1,455 1,340 1,340 1,340 1,340 1,340
Other interest (domestic—civil) 2 9,598 10,865 11,791 12,445 13,323 14,062 14,561
TOAl IMEIESE ..eovveeeercririeree st 11,855 13,091 13,837 14,479 15,351 16,082 16,564
ROYAIIES ANT FENS ....ovuvirciisecrceirieeri ettt 1,639 2,298 2,093 2,074 2,096 2,113 2,096
Sale of products:
Sale of timber and other natural land products 293 445 440 449 439 440 440
Sale of minerals and mineral products 23 32 31 21 27 25 24
Sale of power and other utilities 735 775 690 722 699 681 707
Other 64 58 79 74 64 82 77
Total sale Of PrOGUCES .....ouereeeercrcrieeeerer et 1,115 1,310 1,240 1,266 1,229 1,228 1,248
Fees and other charges for services and special benefits:
Medicare premiums and other charges (trust funds) 21,907 23,433 27,034 29,896 31,494 35,020 37,942
Proposed legislation (NON-PAYGO) ........cocummuererernmmrcrniireiniiesinenissinesssinesssssesinsnens | cossessnessesnes | sevesenersninees -20 -25 -25 -25 -25
Nuclear waste disposal revenues 702 620 640 625 612 637 621
Veterans life insurance (trust funds) 201 190 179 168 156 142 128
Other2 ... 2,349 2,750 2,757 2,875 2,926 3,001 3,056
Proposed 1egislation (PAYGO) .......ccveeiinmeneeerneineeneenessnesssisessssssessssesesssessssssesens. | cnssesssessesines | sesesenesssinees 10 128 136 141 144
Total fees and other charges 25,159 26,993 30,600 33,667 35,299 38,916 41,866
Sale of Government property:
Sale of land and other real property 45 149 458 117 114 114 113
Military assistance program sales (trust funds) 11,362 11,340 11,450 11,470 11,230 11,020 10,940
OINBE ettt 94 332 192 183 142 17 129
Total sale of GOVErNMENt PrOPEMY ......cuuevrieieieiirieterie e 11,501 11,821 12,100 11,770 11,486 11,305 11,182
Realization upon loans and investments:
Negative subsidies and downward reestimates of credit subsidies 5,007 8,054 818 3,449 3,717 3,749 3,686
Repayment of loans to foreign nations 138 291 70 85 88 94 108
Other 95 67 114 94 90 86 82
Total realization upon loans and INVESIMENES ... 5,240 8,412 1,002 3,628 3,895 3,929 3,876
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Table 4-5. OFFSETTING RECEIPTS BY TYPE—Continued

(In millions of dollars)

s 2000 Estimate
ource Actual
2001 2002 2003 2004 2005 2006
Recoveries and refunds 2 3,854 3,296 3,352 3,381 3,498 3,680 3,485
Miscellaneous receipt accounts? ... 2,876 1,955 1,878 1,884 1,893 1,896 1,906
Total proprietary receipts from the public distributed by agency ... 63,239 69,176 66,102 72,149 74,747 79,149 82,223
Undistributed by agency:
Other interest: Interest received from Outer Continental Shelf escrow account ................ 1,352 | ovvcvevcreiens | eveersveeiseenes | evereresieenenns | eveeeressnenens | ceereeresierenes | ceneresesenenns
Rents, bonuses, and royalties:
Outer Continental Shelf rents and bonuses 894 505 637 383 322 270 229
Outer Continental Shelf royalties 3,686 6,426 5,247 4,975 4,863 4,701 4,607
Arctic National Wildlife Refuge:
Proposed 1egislation (PAYGO) ........cvcreeriuinemerinereieresiesiesisssesisesessnesssssesssessennes. | nessssesessnsesns | sevenesssseneesnns | sveneesssensesnnes | soneeeseneesesens 2,402 2 2
SalE Of MAJOT ASSELS ....vvuierieieeiieireeieiei ettt sttt ssestnsians | esssessssssssnns | sessessssssssesnes | sesessessssesnees 7| ISR IRITIRS IR
Total proprietary receipts from the public undistributed by agency 5,932 6,931 5,884 5,681 7,587 4,973 4,838
Total proprietary receipts from the public ... 69,171 76,107 71,986 77,830 82,334 84,122 87,061
OFFSETTING GOVERNMENTAL RECEIPTS
Distributed by agency:
Regulatory fees?2 3,310 4,134 4,310 4,306 2,432 2,439 2,454
Proposed legislation (NON-PAYGO) ........ccvuueririmrerinieniiniiesicrinsiesineeesisssssssesssssessnesins | conteesssssnssns | oneeesenssensnes 71 140 143 147 151
OHNEE it 75 77 79 81 84 86 88
Undistributed by agency:
Spectrum auction proceeds 150 1,572 4,360 9,665 9,670 1,275 680
Proposed 1egislation (PAYGO) .....c.ccceiiueriniriineinrireiistsiesiscsissisessssesessssssesssensssssessnssnee | conteessnsssnsses | oneeessssssnsss -2,400 -800 5,300 2,200 4,200
Total offsetting governmental reCeipts ... 3,535 5,783 6,420 13,392 17,629 6,147 7,573
Total offSetting rECEIPLS ........cc.viveeieiciicc s 378,169| 417,435| 428,274| 476,844 510,079 531,562 567,234
MEMORANDUM
Composition of proprietary receipts from the public
On-budget:
Federal funds 34.468 39,908 32,162 35,149 38,316 36,805 36,935
Trust funds ... 34,651 36,115 39,740 42,594 43,928 47,223 50,029
Off-budget ..... 52 84 84 87 90 94 97

TIncludes provision for covered Federal civilian employees and military personnel.
2|ncludes both Federal funds and trust funds.



5. TAX EXPENDITURES

The Congressional Budget Act of 1974 (Public Law
93-344) requires that a list of “tax expenditures” be
included in the budget. So-called tax expenditures may
be defined as provisions of the Federal tax laws with
exclusions, exemptions, deductions, credits deferrals, or
special tax rates. Underlying the “tax expenditure” con-
cept is the notion that the Federal Government would
otherwise collect additional revenues but for these pro-
visions. It assumes an arbitrary tax base is available
to the Government in its entirety as a resource to be
spent. Because of the breadth of this arbitrary tax base,
the Administration believes that the concept of “tax
expenditure” is of questionable analytic value. The dis-
cussion below is based on materials and formats devel-
oped and included in previous budgets. The Administra-
tion intends to reconsider this presentation in the fu-
ture.

The largest tax expenditures tend to be associated
with the individual income tax. For example, sizeable
deductions and exclusions are provided for pension con-
tributions and earnings, employer contributions for
medical insurance, mortgage interest payments on
owner-occupied homes, capital gains, and payments of
State and local individual income and property taxes.
Tax expenditures under the corporate income tax tend
to be related to the rate of cost recovery for various
investments; as is discussed below, the extent to which
these provisions are classified as tax expenditures var-
ies according to the conceptual baseline used. Chari-
table contributions and credits for State taxes on be-
quests are the largest tax expenditures under the uni-
fied transfer (i.e., estate and gift) tax.

Because of potential interactions among provisions,
this chapter does not present a grand total for the
estimated tax expenditures. Moreover, past tax changes
entailing broad elimination of tax expenditures were
generally accompanied by changes in tax rates or other
basic provisions, so that the net effects on Federal reve-
nues were considerably (if not totally) offset. Neverthe-
less, in aggregate, tax expenditures have revenue im-
pacts of hundreds of billions of dollars, and are some
of the most important ways in which the Federal Gov-
ernment affects economic decisions.

Tax expenditures relating to the individual and cor-
porate income taxes are considered first in this chapter.
They are estimated for fiscal years 2000-2006 using
three methods of accounting: revenue loss, outlay equiv-
alent, and present value. The present value approach
provides estimates of the revenue losses for tax expend-
itures that involve deferrals of tax payments into the
future or have similar long-term effects. Tax expendi-
tures relating to the unified transfer tax are considered
in a section at the end of the chapter.

The section of the chapter on performance measures
and economic effects presents information related to
assessment of the effect of tax expenditures on the
achievement of program performance goals. This section
is a complement to the government-wide performance
plan required by the Government Performance and Re-
sults Act of 1993 (see the Budget volume, which con-
siders the Federal Government’s spending, regulatory,
and tax policies across functional areas).

TAX EXPENDITURES IN THE INCOME TAX

Tax Expenditure Estimates

All tax expenditure estimates presented here are
based upon tax law enacted as of December 31, 2000.
Expired or repealed provisions are not listed if their
revenue effects result only from taxpayer activity occur-
ring before fiscal year 2000. Due to the time required
to estimate the large number of tax expenditures, the
estimates are based on mid-session economic assump-
tions; exceptions are the earned income tax credit and
child credit provisions, which involve outlay components
and hence are updated to reflect the economic assump-
tions used elsewhere in the budget.

The total revenue loss estimates for tax expenditures
for fiscal years 2000-2006 are displayed according to
the budget’s functional categories in Table 5-1. Descrip-
tions of the specific tax expenditure provisions follow
the tables of estimates and discussion of general fea-
tures of the tax expenditure concept.

As in prior years, two baseline concepts—the normal
tax baseline and the reference tax law baseline—are
used to identify tax expenditures. For the most part,
the two concepts coincide. However, items treated as
tax expenditures under the normal tax baseline, but
not the reference tax law baseline, are indicated by
the designation “normal tax method” in the tables. The
revenue losses for these items are zero using the ref-
erence tax rules. The alternative baseline concepts are
discussed in detail following the tables.

Table 5-2 reports the respective portions of the total
revenue effects that arise under the individual and cor-
porate income taxes. Listing the estimates under the
individual and corporate headings does not imply that
these categories of filers benefit from the special tax
provisions in proportion to the respective tax expendi-
ture amounts shown. Rather, these breakdowns show
the specific tax accounts through which the various pro-
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visions are cleared. The ultimate beneficiaries of cor-
porate tax expenditures could be stockholders, employ-
ees, customers, or others, depending on economic forces.

Table 5-3 ranks the major tax expenditures by fiscal
year 2002 revenue loss. This table merges several indi-
vidual entries provided in Table 5-1; for example, Table
5-3 contains one merged entry for charitable contribu-
tions instead of the three separate entries found in
Table 5-1.

Interpreting Tax Expenditure Estimates

The estimates shown for individual tax expenditures
in Tables 5-1, 5-2, and 5-3 do not necessarily equal
the increase in Federal revenues (or the change in the
budget balance) that would result from repealing these
special provisions, for the following reasons:

Eliminating a tax expenditure may have incentive
effects that alter economic behavior. These incentives
can affect the resulting magnitudes of the activity or
of other tax provisions or Government programs. For
example, if deductibility of mortgage interest were lim-
ited, some taxpayers would hold smaller mortgages,
with a concomitantly smaller effect on the budget than
if no such limits were in force.

Tax expenditures are interdependent even without
incentive effects. Repeal of a tax expenditure provision
can increase or decrease the tax revenues associated
with other provisions. For example, even if behavior
does not change, repeal of an itemized deduction could
increase the revenue costs from other deductions be-
cause some taxpayers would be moved into higher tax
brackets. Alternatively, repeal of an itemized deduction
could lower the revenue cost from other deductions if
taxpayers are led to claim the standard deduction in-
stead of itemizing. Similarly, if two provisions were
repealed simultaneously, the increase in tax liability
could be greater or less than the sum of the two sepa-
rate tax expenditures, because each is estimated assum-
ing that the other remains in force. In addition, the
estimates reported in Table 5-1 are the totals of indi-
vidual and corporate income tax revenue effects re-
ported in Table 5-2 and do not reflect any possible
interactions between the individual and corporate in-
come tax receipts. For this reason, the estimates in
Table 5-1 (as well as those in Table 5-5, which are
also based on summing individual and corporate esti-
mates) should be regarded as approximations.

Revenues raised by changes to tax expenditures are
sensitive to timing effects and effective dates. Changes

in some provisions would yield their full potential rev-
enue gains relatively quickly, whereas changes to other
provisions would only gradually yield their full revenue
potential, because certain deductions or exemptions
would likely be grandfathered.

The annual value of tax expenditures for tax defer-
rals is reported on a cash basis in all tables except
Table 5—4. Cash-based estimates reflect the difference
between taxes deferred in the current year and incom-
ing revenues that are received due to deferrals of taxes
from prior years. Although such estimates are useful
as a measure of cash flows into the Government, they
do not accurately reflect the true economic cost of these
provisions. For example, for a provision where activity
levels have changed, so that incoming tax receipts from
past deferrals are greater than deferred receipts from
new activity, the cash-basis tax expenditure estimate
can be negative, despite the fact that in present-value
terms current deferrals do have a real cost to the Gov-
ernment. Alternatively, in the case of a newly enacted
deferral provision, a cash-based estimate can overstate
the real cost to the Government because the newly
deferred taxes will ultimately be received. Present-
value estimates, which are a useful supplement to the
cash-basis estimates for provisions involving deferrals,
are discussed below.

Present-Value Estimates

Discounted present-value estimates of revenue effects
are presented in Table 5-4 for certain provisions that
involve tax deferrals or other long-term revenue effects.
These estimates complement the cash-based tax ex-
penditure estimates presented in the other tables.

The present-value estimates represent the revenue
effects, net of future tax payments, that follow from
activities undertaken during calendar year 2000 which
cause the deferrals or other long-term revenue effects.
For instance, a pension contribution in 2000 would
cause a deferral of tax payments on wages in 2000
and on pension earnings on this contribution (e.g., in-
terest) in later years. In some future year, however,
the 2000 pension contribution and accrued earnings will
be paid out and taxes will be due; these receipts are
included in the present-value estimate. In general, this
conceptual approach is similar to the one used for re-
porting the budgetary effects of credit programs, where
direct loans and guarantees in a given year affect fu-
ture cash flows.
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Table 5-1. ESTIMATES OF TOTAL INCOME TAX EXPENDITURES

(In millions of dollars)

Total from corporations and individuals

2000 2001 2002 2003 2004 2005 2006 2002-2006
National Defense
1 Exclusion of benefits, allowances, and certain pays to armed forces personnel ...........ccooeeneeeeeeens 2,140 2,160 2,190 2,210 2,240 2,260 2,290 11,190
International affairs:
2 Exclusion of income earned abroad by U.S. citizens 2,500 2,680 2,850 3,010 3,180 3,350 3,550 15,940
3 Exclusion of certain allowances for Federal employees abroad 680 720 750 790 830 870 920 4,160
4 Exclusion of income of foreign sales corporations .. 3,890 0 0 0 0 0 0 0
5 Extraterritorial income exclusion ..... 0 4,490 4,810 5,150 5,500 5,880 6,290 27,630
6 Inventory property sales source rules exception 2,170 2,280 2,390 2,510 2,630 2,760 2,900 13,190
7 Deferral of income from controlled foreign corporations (normal tax method) ..........ccccocevrirerinneens 6,200 6,600 7,000 7,450 7,900 8,400 8,930 39,680
8 Deferred taxes for financial firms on certain income earned overseas 1,190 1,290 540 0 0 0 0 540
General science, space, and technology:
9 Expensing of research and experimentation expenditures (normal tax method) ..........c.coeeerererreereeens 1,680 1,650 1,680 1,770 1,880 1,980 2,100 9,410
10 Credit for increasing research activities 1,630 6,050 6,760 5,390 4,710 2,720 1,160 20,740
Energy:
11 Expensing of exploration and development costs, fuels 20 70 70 100 110 110 100 490
12 Excess of percentage over cost depletion, fuels ... 340 340 340 340 340 350 350 1,720
13 Alternative fuel production credit 970 920 860 540 130 130 130 1,790
14 Exception from passive loss limitation for working interests in oil and gas properties ... 20 20 20 20 20 20 20 100
15 Capital gains treatment of royalties on coal 70 70 80 80 80 90 90 420
16 Exclusion of interest on energy facility bonds 90 90 90 100 110 130 140 570
17 Enhanced oil recovery credit 310 370 440 530 630 770 910 3,280
18 New technology Credit ... 40 60 70 90 90 90 90 430
19 Alcohol fuel credits 2 20 20 20 20 20 20 20 100
20 Tax credit and deduction for clean-fuel buring vehicles 60 60 50 30 0 -30 -50 0
21 Exclusion from income of conservation subsidies provided by public utilities .. 90 80 80 80 90 90 90 430
Natural resources and environment:
22 Expensing of exploration and development costs, nonfuel minerals 20 20 20 20 20 20 20 100
23 Excess of percentage over cost depletion, nonfuel minerals 270 280 300 310 320 330 350 1,610
24 Exclusion of interest on bonds for water, sewage, and hazardous waste facilities ..............ccoucuneeen. 400 400 410 450 510 560 610 2,540
25 Capital gains treatment of certain timber income 70 70 80 80 80 90 90 420
26 Expensing of multiperiod timber growing costs 570 580 610 630 640 660 680 3,220
27 Investment credit and seven-year amortization for reforestation expenditures ............cooereeveereeninnns 0 0 0 0 10 10 10 30
28 Tax incentives for preservation of historic structures 190 200 210 220 240 250 260 1,180
Agriculture:
29 Expensing of certain capital outlays 160 160 160 170 170 180 180 860
30 Expensing of certain multiperiod production costs 110 110 120 120 120 130 130 620
31 Treatment of loans forgiven for solvent farmers 10 10 10 10 10 10 10 50
32 Capital gains treatment of certain income 700 740 780 820 860 900 950 4,310
33 Income averaging for farmers 50 50 50 50 60 60 60 280
34 Deferral of gain on sale of farm refiners 10 10 10 10 10 10 10 50
Commerce and housing:
Financial institutions and insurance:
35 Exemption of credit union income 1,550 1,650 1,770 1,890 2,020 2,160 2,280 10,120
36 Excess bad debt reserves of financial institutions 70 60 50 30 20 10 0 110
37 Exclusion of interest on life insurance savings 13,950 15,170 16,520 17,990 19,610 21,370 23,330 98,820
38 Special alternative tax on small property and casualty insurance Companies .............oc.cueeerreerenns 10 10 10 10 10 10 10 50
39 Tax exemption of certain insurance companies owned by tax-exempt organizations ................... 230 240 250 270 280 300 310 1,410
40 Small life insurance company deduction 100 100 100 100 100 100 100 500
Housing:
4 Exclusion of interest on owner-occupied mortgage subsidy bonds ... 790 800 820 870 990 1,090 1,200 4,970
42 Exclusion of interest on rental housing bonds 160 160 170 170 200 230 260 1,030
43 Deductibility of mortgage interest on owner-occupied homes 60,270 | 63,190 | 65,750 | 68,050 | 70,470 | 73,100 | 76,150 353,520
44 Deductibility of State and local property tax on owner-occupied homes .. 22,140 23,920 25,570 27,220 29,080 30,980 33,220 146,070
45 Deferral of income from post 1987 installment sales 1,010 1,035 1,050 1,070 1,090 1,110 1,130 5,450
46 Capital gains exclusion on home sales 18,540 19,095 19,670 20,260 20,870 21,490 22,140 104,430
47 Exception from passive loss rules for $25,000 of rental loss 4,720 4,450 4,220 4,000 3,790 3,600 3,410 19,020
48 Credit for low-income housing investments ...... 3,210 3,310 3,460 3,600 3,790 3,940 4,080 18,870
49 Accelerated depreciation on rental housing (normal tax Method) ... 4,740 5,140 5,520 5,830 6,040 6,140 6,210 29,740
Commerce:
50 Cancellation Of INAEDIEANESS .........c.uvvuriiiriirer s 30 20 10 10 10 20 20 70
51 Exceptions from imputed interest rules 80 80 80 80 80 80 80 400
52 Capital gains (except agriculture, timber, iron ore, and coal) (normal tax method) ........c.ccccuveer 40,520 | 41,720 42,950 | 44,220 45,530 46,870 | 48,260 227,830
53 Capital gains exclusion of small corporation stock 40 70 90 120 160 200 250 820
54 Step-up basis of capital gains at death 27,090 | 28,240 29,370 30,540 31,760 33,030 34,360 159,060
55 Carryover basis of capital gains on gifts 180 190 200 210 220 230 240 1,100
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Table 5-1. ESTIMATES OF TOTAL INCOME TAX EXPENDITURES '—Continued

(In millions of dollars)

Total from corporations and individuals

2000 2001 2002 2003 2004 2005 2006 2002-2006
56 Ordinary income treatment of loss from small business corporation stock sale .............ccccoureeens 35 40 40 40 40 40 40 200
57 Accelerated depreciation of buildings other than rental housing (normal tax method) ... 3,260 3,170 3,290 2,880 2,860 2,730 3,220 14,980
58 Accelerated depreciation of machinery and equipment (normal tax method) 30,660 33,050 35,400 37,680 39,760 | 41,530 | 43,330 197,700
59 Expensing of certain small investments (normal tax method) 2,100 2,570 2,690 2,670 2,570 2,480 2,510 12,920
60 Amortization of start-up costs (normal tax method) 200 200 200 210 220 220 220 1,070
61 Graduated corporation income tax rate (normal tax method) 6,480 6,700 7,140 7,460 7,540 7,760 7,960 37,860
62 Exclusion of interest on small issue bonds 290 300 310 330 360 410 450 1,860
Transportation:
63 Deferral of tax on shipping companies 20 20 20 20 20 20 20 100
64 Exclusion of reimbursed employee parking expenses 1,880 1,980 2,090 2,190 2,300 2,420 2,550 11,550
65 Exclusion for employer-provided transit passes 190 220 260 310 350 400 440 1,760
Community and regional development:
66 Investment credit for rehabilitation of structures (other than historic) 30 30 30 30 30 30 30 150
67 Exclusion of interest for airport, dock, and similar bonds 620 630 640 690 780 850 950 3,910
68 Exemption of certain mutuals’ and cooperatives’ income ........ 60 60 60 60 60 70 70 320
69 Empowerment zones and enterprise communities 310 320 660 1,140 1,210 1,340 1,480 5,830
70 New markets tax credit 0 10 90 200 310 440 640 1,680
I Expensing of environmental remediation costs 160 350 410 330 30 -130 -80 560
Education, training, employment, and social services:
Education:
72 Exclusion of scholarship and fellowship income (normal tax method) ..........cccccveevriivnriiisniiinniens 1,110 1,120 1,130 1,140 1,150 1,160 1,180 5,760
73 HOPE tax credit 4,210 4,480 4,610 4,280 4,110 4,360 4,630 21,990
74 Lifetime Learning tax credit 2,420 2,570 2,580 2,960 4,490 4,460 4,660 19,150
75 Education Individual Retirement Accounts ....... 20 30 50 60 80 100 120 410
76 Deductibility of student-loan interest 360 370 380 380 390 400 410 1,960
77 Deferral for state prepaid tuition plans 100 130 180 230 250 290 330 1,280
78 Exclusion of interest on student-loan bonds ....... 210 230 230 240 270 290 330 1,360
79 Exclusion of interest on bonds for private nonprofit educational facilities ..............ccccccoeecnrinern 520 540 550 580 650 740 810 3,330
80 Credit for holders of zone academy bonds 10 20 40 50 60 70 70 290
81 Exclusion of interest on savings bonds redeemed to finance educational expenses .................... 10 10 10 10 10 10 10 50
82 Parental personal exemption for students age 19 or over .. 950 1,010 1,070 1,110 1,170 1,220 1,270 5,840
83 Deductibility of charitable contributions (education) 2,730 2,830 2,930 3,090 3,200 3,300 3,540 16,060
84 Exclusion of employer-provided educational assistance 240 260 90 0 0 0 0 90
Training, employment, and social services:
85 Work opportunity tax credit 390 400 300 180 80 30 10 600
86 Welfare-to-work tax credit 50 70 70 50 20 10 0 150
87 Exclusion of employer provided child care 670 700 730 760 810 850 900 4,050
88 Adoption assistance 120 130 120 30 30 20 20 220
89 Assistance for adopted foster children .......... 160 190 210 240 250 260 270 1,230
90 Exclusion of employee meals and lodging (other than military) 680 710 740 780 810 850 890 4,070
91 Child credit?3 19,330 [ 19,310 | 18,980 | 18,410 | 18,000 | 17,430 | 16,790 89,610
92 Credit for child and dependent care expenses 2,390 2,360 2,330 2,300 2,280 2,250 2,220 11,380
93 Credit for disabled access expenditures .......... 40 40 50 50 50 50 50 250
94 Deductibility of charitable contributions, other than education and health ............cccoveniniivrnien 20,150 21,020 22,030 23,160 24,240 25,380 26,780 121,590
95 Exclusion of certain foster care payments 550 570 300 630 660 700 730 3,020
96 Exclusion of parsonage allowances 330 350 370 400 430 460 490 2,150
Health:
97 Exclusion of employer contributions for medical insurance premiums and medical care ................... 76,530 84,350 92,230 99,800 | 107,620 | 115,770 | 124,690 540,110
98 Self-employed medical insurance premiums 1,340 1,510 1,760 2,470 3,580 3,900 4,220 15,930
99 Workers’ compensation insurance premiums 4,620 4,850 5,090 5,350 5,620 5,900 6,190 28,150
100 Medical Savings Accounts 20 20 30 20 20 20 20 110
101 Deductibility of medical expenses 4,250 4,560 4,870 5,170 5,480 5,790 6,110 27,420
102 Exclusion of interest on hospital construction bonds 1,080 1,100 1,130 1,210 1,350 1,490 1,660 6,840
103 Deductibility of charitable contributions (health) 2,910 3,000 3,100 3,270 3,380 3,480 3,740 16,970
104 Tax credit for orphan drug research 100 110 130 140 160 180 200 810
105 Special Blue Cross/Blue Shield deduction 230 250 280 320 290 280 250 1,420
Income security:
106 Exclusion of railroad retirement system benefits 360 360 360 360 360 360 360 1,800
107 Exclusion of workers’ compensation benefits 5,120 5,560 5,810 6,070 6,320 6,600 6,900 31,700
108 Exclusion of public assistance benefits (normal tax method) 360 370 390 400 420 430 450 2,090
109 Exclusion of special benefits for disabled coal miners ........ 80 70 70 60 60 60 50 300
110 Exclusion of military disability pensions 120 120 130 130 130 140 140 670
Net exclusion of pension contributions and earnings:
111 EMPIOYET PIANS ....coovveiiirceiiieeeieesei st 89,120 93,220 97,510 | 103,010 | 108,480 | 114,220 | 121,990 545,210
112 Individual Retirement Accounts 15,200 | 15920 | 16,600 | 17,230 | 17,770 | 18,220 | 18,520 88,340
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Table 5-1. ESTIMATES OF TOTAL INCOME TAX EXPENDITURES '—Continued
(In millions of dollars)
Total from corporations and individuals
2000 2001 2002 2003 2004 2005 2006 2002-2006
113 Keogh plans 5,500 5,830 6,180 6,540 6,930 7,330 7,750 34,730
Exclusion of other employee benefits:
114 Premiums on group term life insurance 1,720 1,750 1,780 1,830 1,860 1,900 1,930 9,300
115 Premiums on accident and disability insurance 200 210 220 230 240 250 260 1,200
116 Income of trusts to finance supplementary unemployment benefits ... 10 10 10 10 10 10 10 50
SPECIAI ESOP TUIBS ..eouvereeereeseeeseeseeesessseeeseessesssssessse st ses st esss sttt esss st 1,240 1,290 1,340 1,400 1,460 1,540 1,610 7,350
118 Additional deduction for the blind 30 30 30 30 40 40 40 180
119 Additional deduction for the elderly 1,920 1,990 2,060 2,130 2,210 2,260 2,350 11,010
120 Tax credit for the elderly and disabled 30 30 30 30 30 30 30 150
121 Deductibility of casualty losses 230 250 260 280 290 300 320 1,450
122 Earned income tax credit4 4,644 4,692 4,693 5,225 5,456 5,688 5,965 27,297
Social Security:
Exclusion of social security benefits:
123 Social Security benefits for retired workers 18,250 19,070 19,930 20,520 21,050 21,840 22,780 106,120
124 Social Security benefits for disabled 2,640 2,880 3,160 3,490 3,910 4,360 4,840 19,760
125 Social Security benefits for dependents and survivors 3,910 4,030 4,210 4,440 4,730 5,070 5,380 23,830
Veterans benefits and services:
126 Exclusion of veterans death benefits and disability compensation 3,090 3,290 3,460 3,640 3,820 4,010 4,210 19,140
127 Exclusion of veterans pensions 70 70 80 80 90 90 100 440
128 EXCIUSION Of Gl Dill DENEFILS ....ovvvvervirsrrisriisecsssesiisii ettt 80 90 90 100 100 110 110 510
129 Exclusion of interest on veterans housing bonds 40 40 40 40 40 50 50 220
General purpose fiscal assistance:
130 Exclusion of interest on public purpose State and local bonds 22,600 23,050 23,510 23,980 24,460 24,950 25,450 122,350
131 Deductibility of nonbusiness state and local taxes other than on owner-occupied homes ................. 42,650 | 45730 | 48,730 | 51,780 | 55030 | 58390 | 62,160 276,090
132 Tax credit for corporations receiving income from doing business in U.S. possessions .................... 2,470 2,520 2,560 2,580 2,610 2,630 1,060 11,440
Interest:
133 Deferral of interest on U.S. savings bonds ....... 470 490 520 540 570 600 630 2,860
Addendum: Aid to State and local governments:
Deductibility of:
Property taxes on owner-occupied homes 22,140 23,920 25,570 | 27,220 29,080 30,980 33,220 146,070
Nonbusiness State and local taxes other than on owner-occupied hOMES ..........cocceeereeenerenneennns 42,650 45,730 48,730 51,780 55,030 58,390 62,160 276,090
Exclusion of interest on State and local bonds for:
Public purposes 22,600 | 23,050 | 23510 | 23,980 | 24,460 | 24,950 | 25,450 122,350
Energy facilities 90 90 90 100 110 130 140 570
Water, sewage, and hazardous waste disposal facilities 400 400 410 450 510 560 610 2,540
Small-issues 290 300 310 330 360 410 450 1,860
Owner-occupied mortgage subsidies 790 800 820 870 990 1,090 1,200 4,970
Rental housing 160 160 170 170 200 230 260 1,030
Airports, docks, and similar facilities 620 630 640 690 780 850 950 3,910
Student loans 210 230 230 240 270 290 330 1,360
Private nonprofit educational facilities 520 540 550 580 650 740 810 3,330
Hospital construction ... 1,080 1,100 1,130 1,210 1,350 1,490 1,660 6,840
Veterans’ housing 40 40 40 40 40 50 50 220
Credit for holders of zone academy bonds 10 20 40 50 60 70 70 290

1The determination of whether a provision is a tax expenditure is made on the basis of a broad concept of “income” that is larger in scope than is “income” as defined under general U.S. income tax
principles. For that reason, the tax expenditure estimates include, for example, estimates related to the exclusion of extraterritorial income, as well as other exclusions, notwithstanding that such exclusions

define income under the general rule of U.S. income taxation.

2|n addition, the partial exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts (in millions of dollars) as follows: 2000 $840; 2001 $880; 2002 $930; 2003 $950; 2004

$960; 2005 $960; and in 2006 $960.

3The figures in the table indicate the effect of the child tax credit on receipts. The effect of the credit on outlays (in millions of dollars) is as follows: 2000 $810; 2001 $790; 2002 $760; 2003 $720; 2004

$660; 2005 $630; and in 2006 $590.

4The figures in the table indicate the effect of the eamed income tax credit on receipts. The effect of the credit on outlays (in millions of dollars) is as follows: 2000 $26,099; 2001 $25,923; 2002

$26,983; 2003 $27,875; 2004 $28,545; 2005 $29,373; and in 2006 $30,165.

Note: Provisions with estimates denoted normal tax method have no revenue loss under the reference tax law method.
All estimates have been rounded to the nearest $10 million. Provisions with estimates that rounded to zero in each year are not included in the table.



66

ANALYTICAL PERSPECTIVES

Table 5-2. CORPORATE AND INDIVIDUAL INCOME TAX ESTIMATES OF TAX EXPENDITURES 1

(In millions of dollars)

Corporations Individuals
2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2092~ | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2002
2006 2006
National Defense
1 Exclusion of benefits, allowances,
and certain pays to armed
forces personnel 2,140 2,160| 2,190| 2,210| 2,240| 2,260| 2,290| 11,190
International affairs:
2 Exclusion of income earned abroad
by U.S. citizens 2,500 2,680| 2,850| 3,010| 3,180| 3,350 3,550| 15,940
3 Exclusion of certain allowances for
Federal employees abroad ......... 680 720 750 790 830 870 920 4,160
4 Exclusion of income of foreign
sales corporations ... 3,890
5 Extraterritorial income exclusion ..... | .......... 4490 4810 5150 5,500| 5,880( 6,290| 27,630
6 Inventory property sales source
rules exception ... 2,170 2,280| 2,390| 2510 2,630| 2,760| 2,900 13,190
7 Deferral of income from controlled
foreign corporations (normal tax
Method) .ceeeeeeveecrireiees 6,200 6,600( 7,000 7,450 7,900 8,400| 8,930| 39,680
8 Deferred taxes for financial firms
on certain income earned over-
SBAS e 1,190 1,290 540 540
General science, space, and tech-
nology:
9 Expensing of research and experi-
mentation expenditures (normal
tax method) ......ccoevevvviecirineniinns 1,650 1,620 1,650( 1,740| 1,840| 1,940( 2,060| 9,230 30 30 30 30 40 40 40 180
10 Credit for increasing research ac-
HVIIBS oo 1,620 5990| 6,700 5340 4,670 2,700 1,160| 20,570 10 60 60 50 40 20 oo 170
Energy:
11 Expensing of exploration and de-
velopment costs, fuels ............... 20 60 60 80 90 90 80 400 oo 10 10 20 20 20 20 90
12 Excess of percentage over cost
depletion, fuels ... 290 290 290 290 290 300 300 1,470 50 50 50 50 50 50 50 250
13 Alternative fuel production credit ... 930 880 820 520 120 120 120 1,700 40 40 40 20 10 10 10 90
14 Exception from passive loss limita-
tion for working interests in oil
and gas properties 20 20 20 20 20 20 20 100
15 Capital gains treatment of royalties
on coal 70 70 80 80 80 90 90 420
16 Exclusion of interest on energy fa-
cility bonds ........c.coveviviniiiiineniinns 20 20 20 20 30 40 40 150 70 70 70 80 80 90 100 420
17 Enhanced oil recovery credit 280 340 400 480 580 700 830 2,990 30 30 40 50 50 70 80 290
18 New technology credit .... 40 60 70 90 90 90 90 430
19 Alcohol fuel credits 2 10 10 10 10 10 10 10 50 10 10 10 10 10 10 10 50
20 Tax credit and deduction for clean-
fuel burning vehicles .. 50 50 40 20| e -30 -40 -10 10 10 10 L0 (SOOI (R -10 10
21 Exclusion from income of con-
servation subsidies provided by
public utilities 90 80 80 80 90 90 90 430
Natural resources and environ-
ment:
22 Expensing of exploration and de-
velopment costs, nonfuel min-
Crals ..o 20 20 20 20 20 20 20 100
23 Excess of percentage over cost
depletion, nonfuel minerals ........ 250 260 280 290 300 310 330 1,510 20 20 20 20 20 20 20 100
24 Exclusion of interest on bonds for
water, sewage, and hazardous
waste facilities ........c..ovverrvrerrenns 100 100 100 120 130 140 150 640 300 300 310 330 380 420 460 1,900
25 Capital gains treatment of certain
timber income 70 70 80 80 80 90 90 420
26 Expensing of multiperiod timber
Growing COSES ..ouuvveemerevmarreeennnns 280 290 310 320 330 340 360 1,660 290 290 300 310 310 320 320 1,560
27 Investment credit and seven-year
amortization for reforestation ex-
penditures 10 10 10 30
28 Tax incentives for preservation of
historic structures ..........c.o.ccueeees 170 180 190 200 210 220 230 1,050 20 20 20 20 30 30 30 130
Agriculture:
29 Expensing of certain capital outlays 20 20 20 20 20 20 20 100 140 140 140 150 150 160 160 760
30 Expensing of certain multiperiod
production COStS ..........ceurvuvenens 10 10 20 20 20 20 20 100 100 100 100 100 100 110 110 520
31 Treatment of loans forgiven for sol-
vent farmers 10 10 10 10 10 10 10 50
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Table 5-2. CORPORATE AND INDIVIDUAL INCOME TAX ESTIMATES OF TAX EXPENDITURES '—Continued

(In millions of dollars)

Corporations

Individuals

2000

2001

2002

2003 | 2004 | 2005 | 2006

2002-
2006

2000

2001

2002

2003

2004

2005

2006

2002-
2006

32

33
34

35
36
37
38

39

40

4

42
43

44

45
46

47

48

49

50
51

52

53

54

55

56

57

58

59

60
61

62

Capital gains treatment of certain
income

Income averaging for farmers
Deferral of gain on sale of farm re-
finers

Commerce and housing:

Financial institutions and insurance:
Exemption of credit union in-
COME ecvvrerriiriiisiisiees
Excess bad debt reserves of fi-
nancial institutions .................
Exclusion of interest on life in-
surance savings
Special alternative tax on small
property and casualty insur-
ance CoOMPANIES ........eeerrrenes
Tax exemption of certain insur-
ance companies owned by
tax-exempt organizations
Small life insurance company
deduction
Housing:

Exclusion of interest on owner-
occupied mortgage subsidy
DONAS ..o
Exclusion of interest on rental
housing bonds .........cccoveuneunne
Deductibility of mortgage interest
on owner-occupied homes ...
Deductibility of State and local
property tax on owner-occu-

1,550
70

490

230

100

200

40

10

1,650
60

530

10

240

100

200

40

1,770
50

580

250

100

210

40

10 10 10 10

1,890| 2,020 2,160 2,280

30 20 10

630 690

10 10 10 10

270 280 300 310

100 100 100 100

220 250 270 290

40 50 60 70

50

10,120
110

3,470

50

1,410

500

1,240

260

pied homes
Deferral of income from post
1987 installment sales
Capital gains exclusion on home
sales

260

270

270

280 280 290 290

1,410

Exception from passive loss
rules for $25,000 of rental
loss

Credit for low-income housing
investments ...
Accelerated  depreciation  on
rental housing (normal tax
MEthod) ..o
Commerce:
Cancellation of indebtedness .....
Exceptions from imputed interest
rules

2,410

340

2,490

370

2,600

400

2,710 2,850 2,960| 3,070

420 430 440 450

14,190

2,140

Capital gains (except agriculture,
timber, iron ore, and coal)
(normal tax method)

Capital gains exclusion of small
corporation stock

Step-up basis of capital gains at
death

Carryover basis of capital gains
on gifts

Ordinary income treatment of
loss from small business cor-
poration stock sale

Accelerated  depreciation  of
buildings other than rental
housing (normal tax method)

Accelerated depreciation of ma-
chinery and equipment (nor-
mal tax method) ........ccooceuvnenee

Expensing of certain small in-
vestments (normal tax meth-
[010) O

Amortization of start-up costs
(normal tax method) ...............

Graduated corporation income
tax rate (normal tax method)

Exclusion of interest on small
issue bonds ...

1,650

28,020

630
120
6,480

70

1,530

30,230

810
120
6,700

80

1,540

32,400

880
120
7,140

80

1,360| 1,210 1,130 1,230

34,530 | 36,470 38,110| 39,770

870 840 810 820

130 130 130 130

7,460 7,540 7,760| 7,960

90 90 100 110

6,470

181,280

4,220
640
37,860

470

700
50

740
50

780
50

820
50

860
60

900
60

950
60

4,310
280

13,460

14,640

15,940

17,360

18,920

20,620

22,510

95,350

590
120

60,270

22,140
750

18,540

4,720

800

4,400
30

80

40,520
40
27,090

180

35

1,610

2,640

1,470

80

600
120

63,190

23,920
765

19,095

4,450

820

4,770
20

80

41,720
70
28,240

190

40

1,640

2,820

1,760

80

610
130

65,750

25,570
780

19,670

4,220

860

5,120
10

80

42,950
90
29,370

200

40

1,750

3,000

1,810

80

650
130

68,050

27,220
790

20,260

4,000

890

5,410
10

80

44,220
120
30,540

210

40

1,520

3,150

1,800

80

740
150

70,470

29,080
810

20,870

3,790

940

5,610
10

80

45,530
160
31,760

220

40

1,650

3,290

1,730

90

820
170

73,100

30,980
820

21,490

3,600

980

5,700
20

80

46,870
200
33,030

230

40

1,600

3,420

1,670

90

910
190

76,150

33,220
840

22,140

3,410

1,010

5,760
20

80

48,260
250
34,360

240

40

1,990

3,560

1,690

90

3,730
770

353,520

146,070
4,040

104,430

19,020

4,680

27,600
70

400

227,830
820
159,060

1,100

200

8,510

16,420

8,700

430

220

220

230

240

270

310

340

1,390
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Table 5-2. CORPORATE AND INDIVIDUAL INCOME TAX ESTIMATES OF TAX EXPENDITURES '—Continued

(In millions of dollars)

Corporations Individuals
2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2092~ | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2002
2006 2006
Transportation:
63 Deferral of tax on shipping compa-
nies 20 20 20 20 20 20 20 100
64 Exclusion of reimbursed employee
parking expenses 1,880 1,980| 2,090 2,190 2,300 2420 2,550| 11,550
65 Exclusion for employer-provided
transit passes 190 220 260 310 350 400 440 1,760
Community and regional develop-
ment:
66 Investment credit for rehabilitation
of structures (other than historic) 20 20 20 20 20 20 20 100 10 10 10 10 10 10 10 50
67 Exclusion of interest for airport,
dock, and similar bonds ............. 160 160 160 180 200 210 240 990 460 470 480 510 580 640 7100 2,920
68 Exemption of certain mutuals’ and
cooperatives’ iNCOMe .........coe.ee 60 60 60 60 60 70 70 320
69 Empowerment zones and enter-
prise COMMUNItES .......o.vverevernens 80 80 210 300 310 350 370 1,540 230 240 450 840 900 990 1,110 4,290
70 New markets tax credit 20 50 80 110 160 420 .o 10 70 150 230 330 480 1,260
Yl Expensing of environmental reme-
diation COStS .....ouvvmmrerrrreririiiins 130 290 340 280 40| -110 -70 480 30 60 70 50 -10 -20 -10 80
Education, training, employment,
and social services:
Education:
72 Exclusion of scholarship and fel-
lowship income (normal tax
method) 1,110 1,120 1,130 1,140 1,150 1,160 1,180 5,760
73 HOPE tax credit 4210 4,480| 4,610| 4,280| 4,110| 4,360| 4,630 21,990
74 Lifetime Learning tax credit ........ 2420 25570| 2,580| 2,960| 4,490| 4,460| 4,660| 19,150
75 Education Individual Retirement
Accounts 20 30 50 60 80 100 120 410
76 Deductibility of student-loan in-
terest 360 370 380 380 390 400 410 1,960
77 Deferral for state prepaid tuition
plans 100 130 180 230 250 290 330 1,280
78 Exclusion of interest on student-
10an bonds .......ccconveveererierens 50 60 60 60 70 70 80 340 160 170 170 180 200 220 250 1,020
79 Exclusion of interest on bonds
for private nonprofit edu-
cational facilities .............c.... 130 140 140 150 160 190 200 840 390 400 410 430 490 550 610 2,490
80 Credit for holders of zone acad-
emy bonds .....c.covcereeeneriniris 10 20 40 50 60 70 70 290
81 Exclusion of interest on savings
bonds redeemed to finance
educational expenses 10 10 10 10 10 10 10 50
82 Parental personal exemption for
students age 19 or over ........ 950( 1,010 1,070 1,110 1,170 1,220 1,270 5,840
83 Deductibility of charitable con-
tributions (education) .............. 600 600 590 630 620 590 690| 3,120| 2,130 2230 2,340 2460 2580 2,710 2,850 12,940
84 Exclusion of employer-provided
educational assistance ........... 240 260 90 90
Training, employment, and s
services:
85 Work opportunity tax credit 350 360 270 160 70 30 10 540 40 40 30 20 10w | e 60
86 Welfare-to-work tax credit ......... 40 60 60 40 20 10] v 130 10 10 10 10 20
87 Exclusion of employer provided
child care 670 700 730 760 810 850 900| 4,050
88 Adoption assistance 120 130 120 30 30 20 20 220
89 Assistance for adopted foster
children 160 190 210 240 250 260 270 1,230
90 Exclusion of employee meals
and lodging (other than mili-
tary) 680 710 740 780 810 850 890| 4,070
91 Child credit3 19,330 19,310 18,980| 18,410( 18,000( 17,430| 16,790| 89,610
92 Credit for child and dependent
care expenses 2,390 2,360 2,330| 2,300f 2,280 2250 2,220| 11,380
93 Credit for disabled access ex-
PENTItUTES ...vvvrveerriereriir 10 10 10 10 10 10 10 50 30 30 40 40 40 40 40 200
94 Deductibility of charitable con-
tributions, other than edu-
cation and health .........c..ccoeee.e 750 740 730 790 760 730 860| 3,870| 19,400| 20,280 21,300 22,370 23,480 24,650 25920| 117,720
95 Exclusion of certain foster care
payments 550 570 300 630 660 700 730 3,020
96 Exclusion of parsonage allow-
ances 330 350 370 400 430 460 4901 2,150
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Table 5-2. CORPORATE AND INDIVIDUAL INCOME TAX ESTIMATES OF TAX EXPENDITURES '—Continued

(In millions of dollars)

Corporations Individuals
2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2092~ | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2002
2006 2006
Health:
97 Exclusion of employer contributions
for medical insurance premiums
and medical care 76,530 | 84,350 92,230 99,800 107,620 | 115,770 | 124,690 | 540,110
98 Self-employed medical insurance
premiums 1,340 1,510| 1,760| 2,470 3580 3,900 4,220 15,930
99 Workers’ compensation insurance
premiums 4620 48501 5090 5350( 5620( 5900( 6,190| 28,150
100 Medical Savings Accounts 20 20 30 20 20 20 20 110
101 Deductibility of medical expenses .. 4250 4560| 4,870| 5170| 5480| 5790| 6,110 27,420
102 Exclusion of interest on hospital
construction bonds ............cceccveen. 270 280 290 310 340 370 410 1,720 810 820 840 900 1,010 1,120 1,250 5,120
103 Deductibility of charitable contribu-
tions (health) ........ccovvvvrervenernns 730 720 710 760 740 710 830 3,750 2,180 2,280 2,390 2,510 2,640 2,770 2,910| 13,220
104 Tax credit for orphan drug re-
SEAICH i 100 110 130 140 160 180 200 810
105 Special Blue Cross/Blue Shield de-
AUCHON .o 230 250 280 320 290 280 250 1,420
Income security:
106 Exclusion of railroad retirement
system benefits 360 360 360 360 360 360 360 1,800
107 Exclusion of workers’ compensation
benefits 5120| 5560 5810| 6,070 6,320( 6,600( 6,900| 31,700
108 Exclusion of public assistance ben-
efits (normal tax method) ........... 360 370 390 400 420 430 450 2,090
109 Exclusion of special benefits for
disabled coal miners 80 70 70 60 60 60 50 300
110 Exclusion of military disability pen-
sions 120 120 130 130 130 140 140 670
Net exclusion of pension contribu-
tions and earnings:
11 Employer plans 89,120| 93,220 97,510 103,010 108,480 | 114,220 | 121,990 | 545,210
112 Individual Retirement Accounts .. 15,200 | 15,920 16,600 17,230( 17,770| 18,220 18,520 88,340
113 Keogh plans 5500 5830| 6,180| 6,540| 6,930| 7,330| 7,750| 34,730
Exclusion of other employee bene-
fits:
114 Premiums on group term life in-
surance 1,720 1,750 1,780 1,830 1,860| 1,900 1,930 9,300
115 Premiums on accident and dis-
ability insurance 200 210 220 230 240 250 260 1,200
116 Income of trusts to finance sup-
plementary  unemployment
benefits 10 10 10 10 10 10 10 50
117 Special ESOP rules ... 940 980 1,020 1,070 1,120 1,180| 1,240| 5,630 300 310 320 330 340 360 370 1,720
118 Additional deduction for the blin 30 30 30 30 40 40 40 180
119 Additional deduction for the el-
derly 1920 1,990| 2,060 2,130 2210 2260( 2350( 11,010
120 Tax credit for the elderly and
disabled 30 30 30 30 30 30 30 150
121 Deductibility of casualty losses .. 230 250 260 280 290 300 320 1,450
122 Earned income tax credit4 ......... 4644 | 4692| 4963| 5225 5436| 5688 5965| 27,297
Social Security:
Exclusion of social security bene-
fits:
123 Social Security benefits for re-
tired workers 18,250 | 19,070| 19,930| 20,520| 21,050 21,840| 22,780| 106,120
124 Social Security benefits for dis-
abled 2,640 2,880 3,160 3490 3910 4,360| 4,840| 19,760
125 Social Security benefits for de-
pendents and sunvivors .......... 3910 4,030 4210 4440 4730 5070( 5380| 23,830
Veterans benefits and services:
126 Exclusion of veterans death bene-
fits and disability compensation 3,090 3290| 3460| 3,640| 3,820| 4,010| 4210 19,140
127 Exclusion of veterans pensions ...... 70 70 80 80 90 90 100 440
128 Exclusion of Gl bill benefits 80 90 90 100 100 110 110 510
129 Exclusion of interest on veterans
housing bonds ........cccerveeeneenns 10 10 10 10 10 10 10 50 30 30 30 30 30 40 40 170
General purpose fiscal assistance:
130 Exclusion of interest on public pur-
pose State and local bonds ....... 5730| 5840| 5960| 6,080 6,200| 6,320 6,450 31,010 16,870| 17,210 17,550 17,900 18,260 18,630 19,000 91,340
131 Deductibility of nonbusiness state
and local taxes other than on
owner-occupied homes 42,6501 45,7301 48,7301 51,7801 55,0301 58,3901 62,160 276,090
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Table 5-2. CORPORATE AND INDIVIDUAL INCOME TAX ESTIMATES OF TAX EXPENDITURES '—Continued

(In millions of dollars)

Corporations Individuals
2002- 2002-
2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | o506 2000 | 2001 2002 2003 2004 2005 2006 | 5006
132 Tax credit for corporations receiv-
ing income from doing business
in U.S. possessions .............c..... 2,470 2520 2,560| 2580| 2,610 2,630| 1,060 11,440
Interest:
133 Deferral of interest on U.S. savings
bonds 470 490 520 540 570 600 630 2,860
Addendum: Aid to State and local
governments:

Deductibility of:
Property taxes on owner-occu-
pied homes 22,140| 23,920 25570 27,220| 29,080 30,980 33,220 146,070
Nonbusiness State and local
taxes other than on owner-oc-
cupied homes 42,650 | 45,730 48,730 51,780| 55,030| 58,390 62,160 276,090
Exclusion of interest on State and
local bonds for:
Public purposes
Energy facilities
Water, sewage, and hazardous
waste disposal facilities
Small-issues .

5730| 5840 5960 6,080| 6,200| 6,320| 6,450 31,010( 16,870 17,210 17,550| 17,900 18,260| 18,630 19,000 91,340
20 20 20 20 30 40 40 150 70 70 70 80 80 90 100 420

100 100 100 120 130 140 150 640 300 300 310 330 380 420 460| 1,900

. 70 80 80 90 90 100 110 470 220 220 230 240 270 310 340 1,390
Owner-occupied mortgage sub-

SIAIBS ovovrveerrriererieereiereiis 200 200 210 220 250 270 290 1,240 590 600 610 650 740 820 910 3,730
Rental housing ........ccccvevvnevienns 40 40 40 40 50 60 70 260 120 120 130 130 150 170 190 770
Airports, docks, and similar fa-

cilities 160 160 160 180 200 210 240 990 460 470 480 510 580 640 710 2,920
Student loans .. 50 60 60 60 70 70 80 340 160 170 170 180 200 220 250 1,020
Private nonprofit educational fa-

cilities 130 140 140 150 160 190 200 840 390 400 410 430 490 550 610 2,490

Hospital construction 270 280 290 310 340 370 4101 1,720 810 820 840 900 1,010 1,120 1,250 5,120

Veterans’ housing 10 10 10 10 10 10 10 50 30 30 30 30 30 40 40 170
Credit for holders of zone academ
DONAS .o 10 20 40 50 60 70 70 290

1The determination of whether a provision is a tax expenditure is made on the basis of a broad concept of “income” that is larger in scope than is “income” as defined under general U.S. income
tax principles. For that reason, the tax expenditure estimates include, for example, estimates related to the exclusion of extraterritorial income, as well as other exclusions, notwithstanding that such ex-
clusions define income under the general rule of U.S. income taxation.

2|n addition, the partial exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts (in millions of dollars) as follows: 2000 $840; 2001 $880; 2002 $930; 2003 $950;
2004 $960; 2005 $960; and in 2006 $960.

3The figures in the table indicate the effect of the child tax credit on receipts. The effect of the credit on outlays (in millions of dollars) is as follows: 2000 $810; 2001 $790; 2002 $760; 2003 $720;
2004 $660; 2005 $630; and in 2006 $590.

4The figures in the table indicate the effect of the eamed income tax credit on receipts. The effect of the credit on outlays (in millions of dollars) is as follows: 2000 $26,099; 2001 $25,923; 2002
$26,983; 2003 $27,875; 2004 $28,545; 2005 $29,373; and in 2006 $30,165.

Note: Provisions with estimates denoted normal tax method have no revenue loss under the reference tax law method.

All estimates have been rounded to the nearest $10 million. Provisions with estimates that rounded to zero in each year are not included in the table.
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Table 5-3. INCOME TAX EXPENDITURES RANKED BY TOTAL 2002 PROJECTED REVENUE EFFECT

(In millions of dollars)

Provision 2002 2002-2006
Net exclusion of pension contributions and earnings: Employer Plans 97,510 545,210
Exclusion of employer contributions for medical insurance premiums and medical care 92,230 540,110
Deductibility of mortgage interest on owner-occupied homes 65,750 353,520
Deductibility of nonbusiness state and local taxes other than on owner-occupied hOmes ... 48,730 276,090
Capital gains (except agriculture, timber, iron ore, and coal) (normal tax method) ..... . 42,950 227,830
Accelerated depreciation of machinery and equipment (normal tax method) ...... . 35,400 197,700
Step-up basis of capital gains at death ..........ccoevervnencnininnnnce . 29,370 159,060
Deductibility of State and local property tax on owner-occupied homes .. 25,570 146,070
Exclusion of interest on public purpose State and local bonds ................ 23,510 122,350
Deductibility of charitable contributions, other than education and health . 22,030 121,590
Exclusion of Social Security benefits for retired workers ........c.ccoocneeenee. . 19,930 106,120
Capital gains exclusion on home sales ..........coecereeennee . 19,670 104,430
Child credit 18,980 89,610
Net exclusion of pension contributions and earnings: Individual Retirement Accounts 16,600 88,340
Exclusion of interest on life iNSUraNCe SaviNgs ... 16,520 98,820
Graduated corporation income tax rate (normal tax method) 7,140 37,860
Deferral of income from controlled foreign corporations (normal tax method) 7,000 39,680

Credit for increasing research activities ..........oeveeverrerreerecneeneenenssinenne . 6,760 20,740

Net exclusion of pension contributions and earnings: Keough Plans 6,180 34,730
Exclusion of workers’ compensation benefits 5,810 31,700
Accelerated depreciation on rental housing (normal tax method) 5,520 29,740
Workers’ compensation insurance premiums ..........c.ccceeeeeneen. § 5,090 28,150
Earned income tax credit ................. . 4,963 27,297
Deductibility of medical expenses 4,870 27,420
Extraterritorial income exclusion .. 4,810 27,630
HOPE tax credit . 4,610 21,990
Exception from passive loss rules for $25,000 of rental loss ........... . 4,220 19,020
Exclusion of Social Security benefits for dependents and survivors . 4,210 23,830
Credit for low-income housing iNVeStMENts ...........c.cccoveevverrnrererennnns . 3,460 18,870
Exclusion of veterans death benefits and disability compensation ...........c.cce..... 3,460 19,140
Accelerated depreciation of buildings other than rental housing (normal tax method) 3,290 14,980
Exclusion of Social Security benefits for disabled ...........ccovvnnineniniiniiiennes 3,160 19,760
Deductibility of charitable contributions (health) 3,100 16,970
Deductibility of charitable contributions (education) 2,930 16,060
Exclusion of income eamed abroad by U.S. citizens ............ 2,850 15,940
Expensing of certain small investments (normal tax method) 2,690 12,920
Lifetime Learning tax credit 2,580 19,150
Tax credit for corporations receiving income from doing business in U.S. possessions ... 2,560 11,440

Inventory property sales source rules exCeption ...........ccrrreenieerenirenenes . 2,390 13,190

Credit for child and dependent care eXpenSeS ..........ccvcueereeneereeenerinrenernninens 2,330 11,380
Exclusion of benefits, allowances, and certain pays to armed forces personnel . 2,190 11,190
Exclusion of reimbursed employee parking expenses ... . 2,090 11,550
Additional deduction for the elderly .........ccccoonerviirernns ; 2,060 11,010
Exclusion of premiums on group term life insurance § 1,780 9,300
Exemption of credit union income ... . 1,770 10,120
Self-employed medical inSUrANCE PrEMIUMS .......overuueercrreireereireeiseeseseeeaeiees 1,760 15,930
Expensing of research and experimentation expenditures (normal tax method) . 1,680 9,410

SPECIAI ESOP TUIES .ot . 1340 7.350

Exclusion of scholarship and fellowship income (normal tax method) . 1,130 5,760
Exclusion of interest on hospital construction bonds 1,130 6,840
Parental personal exemption for students age 19 or over 1,070 5,840
Deferral of income from post 1987 installment sales 1,050 5,450

Alternative fuel production credit ...........cooevevnemerncrnenecneirennene 860 1,790

Exclusion of interest on owner-occupied mortgage subsidy bonds 820 4,970
Capital gains treatment of certain income 780 4,310
Exclusion of certain allowances for Federal employees abroad ... 750 4,160
Exclusion of employee meals and lodging (other than military) ... 740 4,070

Exclusion of employer provided child care ...........ccccoeeverereunenae 730 4,050

Empowerment zones and enterprise communities ........ 660 5,830
Exclusion of interest for airport, dock, and similar bonds . 640 3,910
Expensing of multiperiod timber growing COStS .........cccoueviverviireiniines 610 3,220
Exclusion of interest on bonds for private nonprofit educational facilities 550 3,330
Deferred taxes for financial firms on certain income earned overseas ... 540 540
Deferral of interest on U.S. savings bonds ..., 520 2,860
Enhanced oil recovery credit 440 3,280
Exclusion of interest on bonds for water, sewage, and hazardous waste facilities . 410 2,540

Expensing of environmental remediation COStS .........cccorrererveineenncereerneennnene 410 560
Exclusion of public assistance benefits (normal tax method) 390 2,090
Deductibility of student-loan interest 380 1,960




72

ANALYTICAL PERSPECTIVES

Table 5-3. INCOME TAX EXPENDITURES RANKED BY TOTAL 2002 PROJECTED REVENUE EFFECT—Continued

(In millions of dollars)

Provision 2002 2002-2006
Exclusion of parsonage allowances 370 2,150
Exclusion of railroad retirement system benefits 360 1,800
Excess of percentage over cost depletion, fuels 340 1,720
Exclusion of interest on small issue bonds 310 1,860
Excess of percentage over cost depletion, nonfuel minerals 300 1,610
Work opportunity tax credit 300 600
Exclusion of certain foster care payments . 300 3,020
Special Blue Cross/Blue Shield deduction 280 1,420
Exclusion for employer-provided transit passes 260 1,760
Deductibility of casualty 10SSES ... 260 1,450
Tax exemption of certain insurance companies owned by tax-exempt organizations . 250 1,410
Exclusion of interest on student-loan bonds ...........cccoeveen. 230 1,360
Exclusion of premiums on accident and disability insurance 220 1,200
Tax incentives for preservation of historic structures ............ 210 1,180
Assistance for adopted foster children ... 210 1,230
Carryover basis of capital gains on gifts ............ 200 1,100
Amortization of start-up costs (normal tax method) 200 1,070
Deferral for state prepaid tuition plans ....... . 180 1,280
Exclusion of interest on rental housing bonds 170 1,030
Expensing of certain capital outlays ........ 160 860
Tax credit for orphan drug research 130 810
Exclusion of military disability pensions 130 670
Expensing of certain multiperiod production costs . 120 620
Adoption assistance 120 220
Small life insurance company deduction 100 500
Exclusion of interest on energy facility bonds ... 90 570
Capital gains exclusion of small corporation stock 90 820
New markets tax credit 90 1,680
Exclusion of employer-provided educational assistance 90 90
Exclusion of Gl bill benefits 90 510
Capital gains treatment of royalties on coal 80 420
Exclusion from income of conservation subsidies provided by public utilities .. 80 430
Capital gains treatment of certain timber income 80 420
Exceptions from imputed interest rules 80 400
Exclusion of veterans pensions 80 440
Expensing of exploration and development costs, fuels 70 490
New technology credit ...... 70 430
Welfare-to-work tax credit 70 150
Exclusion of special benefits for disabled coal miners ...... 70 300
Exemption of certain mutuals’ and cooperatives’ income ..... 60 320
Tax credit and deduction for clean-fuel burning vehicles .. B0 | e
Income averaging for farmers ..........covvnnireniniinens 50 280
Excess bad debt reserves of financial institutions . 50 110
Education Individual Retirement Accounts ......... 50 410
Credit for disabled access eXpenitUreS .........oveereererneireerneeeeinensnsenerseinees 50 250
Ordinary income treatment of loss from small business corporation stock sale 40 200
Credit for holders of zone academy bonds 40 290
Exclusion of interest on veterans housing bonds 40 220
Investment credit for rehabilitation of structures (other than historic) 30 150
Medical Savings Accounts 30 110
Additional deduction for the blind ... 30 180
Tax credit for the elderly and disabled 30 150
Exception from passive loss limitation for working interests in oil and gas properties .... 20 100
Alcohol fuel credits 20 100
Expensing of exploration and development costs, nonfuel minerals 20 100
Deferral of tax on shipping companies 20 100
Treatment of loans forgiven for solvent farmers 10 50
Deferral of gain on sale of farm refiners ... 10 50
Special alternative tax on small property and casualty insurance companies . 10 50
Cancellation Of INAEDIEANESS ........vvvveerrerereere e 10 70
Exclusion of interest on savings bonds redeemed to finance educational expenses .. 10 50
Income of trusts to finance supplementary unemployment benefits . 10 50
Exclusion of income of foreign Sales COMPOAtioNS ...t | sevsnssssssesssnnsnsns | sosnessssssnssssssssnns
Investment credit and seven-year amortization for reforestation expenditures ... 30
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Table 5-4. PRESENT VALUE OF SELECTE

D TAX EXPENDITURES FOR ACTIVITY IN

CALENDAR YEAR 2000

(In millions of dollars)

Present
Provision X:\lllg“?é

Loss

1 | Deferral of income from controlled foreign corporations (normal tax method) 6,360
2 | Deferred taxes for financial firms on income earned overseas 1,130
3 | Expensing of research and experimentation expenditures (normal tax method) 1,650
4 | Expensing of exploration and development costs—fuels 140
5 | Expensing of exploration and development costs—nonfuels ... 10
6 | Expensing of multiperiod timber growing costs ...... 340
7 | Expensing of certain multiperiod production costs—agriculture . 250
8 | Expensing of certain capital outlays—agriculture ... 280
9 | Deferral of income on life insurance and annuity contracts ....... 21,220
10 | Accelerated depreciation of rental housing (normal tax method) . 4,470
11 | Accelerated depreciation of buildings other than rental housing (normal tax method) 460
12 | Accelerated depreciation of machinery and equipment (normal tax method) 35,760
13 | Expensing of certain small investments (normal tax method) ......... 1,140
14 | Amortization of start-up costs (normal tax method) ... 180
15 | Deferral of tax on shipping companies 20
16 | Deferral for state prepaid tuition plans 110
17 | Credit for holders of zone academy bonds 160
18 | Credit for low-income housing investments 2,490
19 | Exclusion of pension contributions—employer PIans ... 121,100
20 | Exclusion of IRA contributions and earnings 5,930
21 | Exclusion of contributions and earnings for Keogh plans 4,320
22 | Exclusion of interest on public-purpose bonds .......... 19,670
23 | Exclusion of interest on non-public purpose bonds ... 5,170
24 | Deferral of interest on U.S. savings bonds 410

Outlay Equivalents

The concept of “outlay equivalents” is another theo-
retical measure of the budget effect of tax expenditures.
It is the amount of outlay that would be required to

provide the taxpayer the same after-tax income as
would be received through the tax provision. The out-
lay-equivalent measure allows the cost of the tax ex-
penditure to be compared with a direct Federal outlay.
Outlay equivalents are reported in Table 5-5.

Table 5-5. OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX"

(In millions of dollars)

Outlay Equivalents
2000 2001 2002 2003 2004 2005 2006 2002-2006
National Defense
1 Exclusion of benefits, allowances, and certain pays to armed forces personnel ...........ccoccveeuneeen. 2,490 2,510 2,540 2,570 2,600 2,620 2,650 12,980
International affairs:
2 Exclusion of income earned abroad by U.S. citizens 3,460 3,700 3,950 4,170 4,400 4,640 4,910 22,070
3 Exclusion of certain allowances for Federal employees abroad 920 970 1,020 1,070 1,120 1,180 1,240 5,630
4 Exclusion of income of foreign sales corporations .. 5,990 o | e | i | i |
5 Extraterritorial iNCOME EXCIUSION ...........cvcruueirriireeireieeeiseesesee st essseenes 6,910 7,410 7,920 8,470 9,050 9,670 42,520
6 Inventory property sales source rules exception 3,340 3,500 3,670 3,860 4,050 4,250 4,460 20,290
7 Deferral of income from controlled foreign corporations (normal tax method) 6,200 6,600 7,000 7,450 7,900 8,400 8,930 39,680
8 Deferred taxes for financial firms on certain income earned overseas 1,190 1,290 540 | oo | e | e | e 540
General science, space, and technology:
9 Expensing of research and experimentation expenditures (normal tax method) ...........ccccovvurerunceen. 1,680 1,650 1,680 1,770 1,880 1,980 2,100 9,410
10 Credit for increasing research activities 2,510 9,320 10,390 8,300 7,240 4,190 1,790 31,910
Energy:
11 Expensing of exploration and development costs, fuels .......... 30 90 90 130 150 140 130 640
12 Excess of percentage over cost depletion, fuels ... 450 450 460 460 460 470 470 2,320
13 Alternative fuel production credit ... 1,310 1,230 1,150 730 170 170 170 2,390
14 Exception from passive loss limitation for working interests in oil and gas properties 20 20 20 20 20 20 20 100
15 Capital gains treatment of royalties on coal ........ 90 100 100 110 110 120 120 560
16 Exclusion of interest on energy facility bonds ...... 130 130 130 140 160 190 210 1,090
17 Enhanced oil recovery credit .......... 410 500 590 710 860 1,030 1,230 4,420
18 New teChNOIOgY CrEGit ..o 50 80 100 120 130 120 120 590
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Table 5-5. OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX '—Continued

(In millions of dollars)

Outlay Equivalents

2000 2001 2002 2003 2004 2005 2006 2002-2006
19 Alcohol fuel credits 2 20 20 20 20 20 20 20 100
20 Tax credit and deduction for clean-fuel buring vehicles 80 90 70 40 10 -40 -60 20
21 Exclusion from income of conservation subsidies provided by public utilities ..........c.cccouwnrirnrrnenen. 110 110 110 110 120 120 120 580
Natural resources and environment:
22 Expensing of exploration and development costs, nonfuel minerals 30 30 30 30 30 30 30 150
23 Excess of percentage over cost depletion, nonfuel minerals 340 350 370 380 400 420 430 2,000
24 Exclusion of interest on bonds for water, sewage, and hazardous waste facilities .... 570 570 590 650 750 830 900 3,720
25 Capital gains treatment of certain timber income 90 100 100 110 110 120 120 560
26 Expensing of multiperiod timber growing costs 740 770 800 820 840 870 890 4,220
27 Investment credit and seven-year amortization for reforestation expenditures 10 10 10 10 40
28 Tax incentives for preservation of historic structures 190 200 210 220 240 250 260 1,180
Agriculture:
29 Expensing of certain capital outlays 200 200 200 210 210 220 220 1,060
30 Expensing of certain multiperiod production costs 140 140 150 150 150 150 150 750
31 Treatment of loans forgiven for solvent farmers 10 10 10 10 10 10 10 50
32 Capital gains treatment of certain income 940 990 1,040 1,100 1,150 1,210 1,270 5,770
33 Income averaging for farmers 60 60 60 70 70 70 70 340
34 Deferral of gain on sale of farm refiners 10 10 10 10 10 10 10 50
Commerce and housing:
Financial institutions and insurance:
35 Exemption of credit union income 2,310 2,460 2,640 2,820 3,010 3,220 3,400 15,090
36 Excess bad debt reserves of financial institutions 80 70 60 40 20 10 | v 130
37 Exclusion of interest on life insurance savings 13,950 15,170 16,520 17,990 19,610 | 21,370 23,330 98,820
38 Special alternative tax on small property and casualty insurance companies 10 10 10 10 10 10 10 50
39 Tax exemption of certain insurance companies owned by tax-exempt organizations 300 310 320 340 360 380 400 1,800
40 Small life insurance company deduction 130 130 130 130 130 130 130 650
Housing:
M Exclusion of interest on owner-occupied mortgage subsidy bonds ... 1,130 1,140 1,170 1,270 1,440 1,600 1,790 7,270
42 Exclusion of interest on rental housing bonds 230 230 240 240 290 340 390 1,500
43 Deductibility of mortgage interest on owner-occupied homes 60,270 63,190 65,750 68,050 70,470 73,100 76,150 353,520
44 Deductibility of State and local property tax on owner-occupied NOMES .........ccccevveerevereererirneninns 22,140 23,920 25,570 27,220 29,080 30,980 33,220 146,070
45 Deferral of income from post 1987 installment sales 1,000 1,020 1,040 1,060 1,080 1,100 1,120 5,400
46 Capital gains exclusion on home sales 23,170 23,870 24,590 25,320 26,090 26,870 27,670 130,540
47 Exception from passive loss rules for $25,000 of rental loss 4,720 4,450 4,220 4,000 3,790 3,600 3,410 19,020
48 Credit for low-income housing investments ...... 4,350 4,500 4,690 4,900 5,150 5,360 5,540 25,640
49 Accelerated depreciation on rental housing (normal tax Method) ..........cccveereereeneerrenerreeineineineens 4,740 5,140 5,520 5,830 6,040 6,140 6,210 29,740
Commerce:
50 Cancellation Of INAEDIEANESS ... 30 20 10 10 10 20 20 70
51 Exceptions from imputed interest rules 80 80 80 80 80 80 80 400
52 Capital gains (except agriculture, timber, iron ore, and coal) (normal tax method) .......c.ccccoeeerne 54,030 | 55630 | 57,270 | 58960 | 60,700 | 62,500 | 64,340 303,770
53 Capital gains exclusion of small corporation stock 50 90 120 170 220 270 330 1,110
54 Step-up basis of capital gains at death 36,120 37,650 39,160 40,720 42,350 44,040 45,810 212,080
55 Carryover basis of capital gains on gifts 180 190 200 210 220 230 240 1,100
56 Ordinary income treatment of loss from small business corporation stock sale 40 50 50 50 60 60 60 280
57 Accelerated depreciation of buildings other than rental housing (normal tax method) 3,260 3,170 3,290 2,880 2,860 2,730 3,220 14,980
58 Accelerated depreciation of machinery and equipment (normal tax method) 30,660 33,050 35,400 37,680 39,760 | 41,530 | 43,330 197,700
59 Expensing of certain small investments (normal tax method) 2,100 2,570 2,690 2,670 2,570 2,480 2,510 12,920
60 Amortization of start-up costs (normal tax method) 200 200 200 210 220 220 220 1,070
61 Graduated corporation income tax rate (normal tax method) 9,960 10,300 10,980 11,470 11,600 11,940 12,250 58,240
62 Exclusion of interest on small issue bonds 410 430 440 480 520 600 670 2,710
Transportation:
63 Deferral of tax on shipping companies 20 20 20 20 20 20 20 100
64 Exclusion of reimbursed employee parking expenses 2,420 2,560 2,690 2,830 2,970 3,130 3,280 14,900
65 Exclusion for employer-provided transit passes 260 300 360 430 490 550 610 2,440
Community and regional development:
66 Investment credit for rehabilitation of structures (other than historic) 30 30 30 30 30 30 30 150
67 Exclusion of interest for airport, dock, and similar bonds 890 900 920 990 1,140 1,250 1,410 5,710
68 Exemption of certain mutuals’ and cooperatives’ income ........ 60 60 60 60 60 70 70 320
69 Empowerment zones and enterprise communities 310 320 660 1,140 1,210 1,340 1,480 5,830
70 New markets tax credit 10 120 250 390 560 810 2,130
7 Expensing of environmental remediation costs 200 440 510 410 40 -160 -100 700
Education, training, employment, and social services:
Education:
72 Exclusion of scholarship and fellowship income (normal tax method) .........c.coccoveveinennenerinnnein 1,220 1,230 1,240 1,250 1,270 1,280 1,290 6,330
73 HOPE 18X CHEAIE ...vvuveveresceseeeseeseessess sttt 5,400 5,750 5,910 5,490 5,260 5,590 5,930 28,180
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Table 5-5. OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX '—Continued

(In millions of dollars)

Outlay Equivalents

2000 2001 2002 2003 2004 2005 2006 2002-2006
74 Lifetime Learning tax credit 3,110 3,290 3,310 3,800 5,750 5,720 5,980 24,560
75 Education Individual Retirement Accounts ....... 20 30 50 60 80 100 120 410
76 Deductibility of student-loan interest 430 440 450 460 470 480 490 2,350
77 Deferral for state prepaid tuition plans 100 130 180 230 250 290 330 1,280
78 Exclusion of interest on student-loan bonds ....... 300 330 330 340 390 420 490 1,970
79 Exclusion of interest on bonds for private nonprofit educational facilities ............c.covrrererrerneenns 740 770 790 840 950 1,090 1,200 4,870
80 Credit for holders of zone academy bonds 10 30 50 70 90 100 100 410
81 Exclusion of interest on savings bonds redeemed to finance educational expenses .................... 10 20 20 20 20 20 20 100
82 Parental personal exemption for students age 19 or over .. 1,060 1,120 1,180 1,230 1,290 1,350 1,410 6,460
83 Deductibility of charitable contributions (education) 3,770 3,890 4,110 4,310 4,450 4,650 4,970 22,490
84 Exclusion of employer-provided educational assistance 300 320 110 110
Training, employment, and social services:
85 Work opportunity tax credit 390 400 300 180 80 30 10 600
86 Welfare-to-work tax credit 50 70 70 50 20 10| v 150
87 Exclusion of employer provided child care 890 930 970 1,020 1,080 1,140 1,200 5410
88 Adoption assistance 150 160 150 40 40 30 20 280
89 Assistance for adopted foster children .......... 180 210 240 270 280 290 300 1,380
90 Exclusion of employee meals and lodging (other than military) 830 870 910 950 990 1,030 1,080 4,960
91 Child credit3 25770 | 25750 | 25310 | 24,550 | 24,000 | 23,240 | 23,240 120,340
92 Credit for child and dependent care expenses 3,190 3,150 3,110 3,080 3,340 3,000 2,970 15,500
93 Credit for disabled access expenditures .......... 60 60 70 70 70 70 80 360
94 Deductibility of charitable contributions, other than education and health ............cccoveninirrirnien 27,070 28,280 29,760 31,300 32,810 34,460 36,340 164,670
95 Exclusion of certain foster care payments 630 660 690 730 760 800 840 3,820
96 Exclusion of parsonage allowances 410 440 470 500 530 570 610 2,680
Health:
97 Exclusion of employer contributions for medical insurance premiums and medical care 98,640 | 108,840 | 119,110 | 129,040 | 139,290 | 150,010 | 161,800 699,250
98 Self-employed medical insurance premiums 1,660 1,870 2,200 3,080 4,480 4,880 5,290 19,930
99 Workers’ compensation insurance premiums 5,780 6,060 6,370 6,690 7,020 7,370 7,740 35,190
100 Medical Savings Accounts 30 30 30 30 30 30 20 140
101 Deductibility of medical expenses 4,250 4,560 4,870 5,170 5,480 5,790 6,110 27,420
102 Exclusion of interest on hospital construction bonds 1,540 1,570 1,620 1,750 1,980 2,190 2,470 10,010
103 Deductibility of charitable contributions (health) 4,000 4,140 4,380 4,520 4,650 4,860 5210 23,620
104 Tax credit for orphan drug research 100 110 130 140 160 180 200 810
105 Special Blue Cross/Blue Shield deduction 320 250 390 460 410 390 350 2,000
Income security:
106 Exclusion of railroad retirement system benefits 360 360 360 360 360 360 360 1,800
107 Exclusion of workers’ compensation benefits 5,120 5,560 5,810 6,070 6,320 6,600 6,900 31,700
108 Exclusion of public assistance benefits (normal tax method) 360 370 390 400 420 430 450 2,090
109 Exclusion of special benefits for disabled coal miners ......... 80 70 70 60 60 60 50 300
110 Exclusion of military disability pensions 120 120 130 130 130 140 140 670
Net exclusion of pension contributions and earnings:
11 EMPIOYET PIANS ..vvvveriritrreescesieesiss sttt 104,170 | 109,010 | 114,010 | 120,710 | 127,260 | 134,160 | 143,530 639,670
112 Individual Retirement Accounts 20,310 | 21,350 | 22,370 | 23,320 | 24,200 | 24,960 | 25,560 120,410
113 Keogh plans 6,980 7,400 7,840 8,300 8,780 9,290 9,830 44,040
Exclusion of other employee benefits:
114 Premiums on group term life insurance 2,070 2,110 2,150 2,200 2,240 2,290 2,330 11,210
115 Premiums on accident and disability insurance 250 260 270 290 300 320 330 1,510
116 Income of trusts to finance supplementary unemployment benefits 10 10 10 10 10 10 10 50
117 Special ESOP rules 1,340 1,400 1,460 1,530 1,600 1,690 1,770 8,050
118 Additional deduction for the blind 40 40 40 40 40 40 50 210
119 Additional deduction for the elderly 2,320 2,410 2,490 2,570 2,680 2,730 2,840 13,310
120 Tax credit for the elderly and disabled 40 40 40 40 40 40 40 200
121 Deductibility of casualty losses 260 270 290 310 320 330 350 1,600
122 Earned income tax credit4 5,160 5214 5515 5,806 6,062 6,320 6,628 30,331
Social Security:
Exclusion of social security benefits:.
123 Social Security benefits for retired workers 18,250 | 19,070 19,930 | 20,520 | 21,050 | 21,840 | 22,780 106,120
124 Social Security benefits for disabled 2,640 2,880 3,160 3,490 3,910 4,360 4,840 19,760
125 Social Security benefits for dependents and survivors 3,910 4,030 4210 4,440 4,730 5,070 5,380 23,830
Veterans benefits and services:
126 Exclusion of veterans death benefits and disability compensation 3,090 3,290 3,460 3,640 3,820 4,010 4210 19,140
127 Exclusion of veterans pensions 70 70 80 80 90 90 100 440
128 EXCIUSION Of Gl Dill DENEFS ......vvvverrircrriciiirisicsiiesiieseteres s ssss st 80 90 90 100 100 110 100 500
129 Exclusion of interest on veterans housing bonds 60 60 60 60 60 70 70 320

General purpose fiscal assistance:
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Table 5-5. OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX '—Continued

(In millions of dollars)

Outlay Equivalents
2000 2001 2002 2003 2004 2005 2006 2002-2006
130 Exclusion of interest on public purpose State and local bonds 32,380 33,030 33,690 34,370 35,050 35,750 36,470 175,330
131 Deductibility of nonbusiness state and local taxes other than on owner-occupied homes ... 42,650 | 45730 | 48,730 | 51,780 | 55030 | 58390 | 62,160 276,090
132 Tax credit for corporations receiving income from doing business in U.S. possessions 3,530 3,600 3,650 3,690 3,720 3,760 1,510 16,330
Interest:
133 Deferral of interest on U.S. savings bonds ....... 470 490 520 540 570 600 630 2,860
Addendum: Aid to State and local governments:
Deductibility of:
Property taxes on owner-occupied homes ....... 22,140 23,920 25,570 | 27,220 29,080 30,980 33,220 146,070
Nonbusiness State and local taxes other than on owner-occupied homes ... 42,650 45,730 48,730 51,780 55,030 58,390 62,160 276,090
Exclusion of interest on State and local bonds for:
Public purposes 32,380 | 33,030 | 33690 | 34370 | 35050 | 35750 | 36,470 175,330
Energy facilities 130 130 130 140 160 190 210 1,090
Water, sewage, and hazardous waste disposal facilities ... 570 570 590 650 750 830 900 3,720
Small-issues 410 430 440 480 520 600 670 2,710
Owner-occupied mortgage subsidies 1,130 1,140 1,170 1,270 1,440 1,600 1,790 7,270
Rental housing .............. 230 230 240 240 290 340 390 1,500
Airports, docks, and similar facilities 890 900 920 990 1,140 1,250 1,410 5,710
SHUABNT I0BNS .vvvevvvreecvseserieserissesess s eees bbbt 300 330 330 340 390 420 490 1,970
Private nonprofit educational facilities 740 770 790 840 950 1,090 1,200 4,870
Hospital construction .... 1,540 1,570 1,620 1,750 1,980 2,190 2,470 10,010
VELEIANS" NOUSING ..vveeuveiirciseissiseisiise st 60 60 60 60 60 70 70 320
Credit for holders of zone academy bonds 10 30 50 70 90 100 100 410

1The determination of whether a provision is a tax expenditure is made on the basis of a broad concept of “income” that is larger in scope than is “income” as defined under general U.S. income tax
principles. For that reason, the tax expenditure estimates include, for example, estimates related to the exclusion of extraterritorial income, as well as other exclusions, notwithstanding that such exclusions

define income under the general rule of U.S. income taxation.

2|n addition, the partial exemption from the excise tax for alcohol fuels results in a reduction in excise tax receipts (in millions of dollars) as follows: 2000 $840; 2001 $880; 2002 $930; 2003 $950; 2004

$960; 2005 $960; and in 2006 $960.

3The figures in the table indicate the effect of the child tax credit on receipts. The effect of the credit on outlays (in millions of dollars) is as follows: 2000 $810; 2001 $790; 2002 $760; 2003 $720; 2004

$660; 2005 $630; and in 2006 $590.

4The figures in the table indicate the effect of the eamed income tax credit on receipts. The effect of the credit on outlays (in millions of dollars) is as follows: 2000 $26,099; 2001 $25,923; 2002

$26,983; 2003 $27,875; 2004 $28,545; 2005 $29,373; and in 2006 $30,165.

Note: Provisions with estimates denoted normal tax method have no revenue loss under the reference tax law method.
All estimates have been rounded to the nearest $10 million. Provisions with estimates that rounded to zero in each year are not included in the table.

Tax Expenditure Baselines

A tax expenditure is an exception to the baseline
provisions of the tax structure. The 1974 Congressional
Budget Act did not specify the baseline provisions of
the tax law. Deciding whether provisions are excep-
tions, therefore, is a matter of judgement. As in prior
years, this year’s tax expenditure estimates are pre-
sented using two baselines: the normal tax baseline,
which is used by the Joint Committee on Taxation,
and the reference tax law baseline, which has been
reported by the Administration since 1983.

The normal tax baseline is patterned on a com-
prehensive income tax, which defines income as the
sum of consumption and the change in net wealth in
a given period of time. The normal tax baseline allows
personal exemptions, a standard deduction, and deduc-
tions of the expenses incurred in earning income. It
is not limited to a particular structure of tax rates,
or by a specific definition of the taxpaying unit.

The reference tax law baseline is also patterned on
a comprehensive income tax, but is closer to existing
law. Tax expenditures under the reference law baseline
are generally tax expenditures under the normal tax
baseline, but the reverse is not always true.

Both the normal and reference tax baselines allow
several major departures from a pure comprehensive
income tax. For example:

¢ Income is taxable only when it is realized in ex-
change. Thus, neither the deferral of tax on unre-
alized capital gains nor the tax exclusion of im-
puted income (such as the rental value of owner-
occupied housing or farmers’ consumption of their
own produce) is regarded as a tax expenditure.
Both accrued and imputed income would be taxed
under a comprehensive income tax.

e There is a separate corporation income tax. Under
a comprehensive income tax, corporate income
would be taxed only once—at the shareholder
level, whether or not distributed in the form of
dividends.

e Values of assets and debt are not adjusted for
inflation. A comprehensive income tax would ad-
just the cost basis of capital assets and debt for
changes in the price level during the time the
assets or debt are held. Thus, under a comprehen-
sive income tax baseline, the failure to take ac-
count of inflation in measuring depreciation, cap-
ital gains, and interest income would be regarded
as a negative tax expenditure (i.e., a tax penalty),
and failure to take account of inflation in meas-
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uring interest costs would be regarded as a posi-
tive tax expenditure (i.e., a tax subsidy).
Although the reference law and normal tax baselines
are generally similar, areas of difference include:

o Tax rates. The separate schedules applying to the
various taxpaying units are included in the ref-
erence law baseline. Thus, corporate tax rates
below the maximum statutory rate do not give
rise to a tax expenditure. The normal tax baseline
is similar, except that it specifies the current max-
imum rate as the baseline for the corporate in-
come tax. The lower tax rates applied to the first
$10 million of corporate income are thus regarded
as a tax expenditure. Similarly, under the ref-
erence law baseline, preferential tax rates for cap-
ital gains generally do not yield a tax expenditure;
only capital gains treatment of otherwise “ordi-
nary income,” such as that from coal and iron
ore royalties and the sale of timber and certain
agricultural products, is considered a tax expendi-
ture. The alternative minimum tax is treated as
part of the baseline rate structure under both the
reference and normal tax methods.

o Income subject to the tax. Income subject to tax
is defined as gross income less the costs of earning
that income. The Federal income tax defines gross
income to include: (1) consideration received in
the exchange of goods and services, including labor
services or property; and (2) the taxpayer’s share
of gross or net income earned and/or reported by
another entity (such as a partnership). Under the
reference tax rules, therefore, gross income does
not include gifts—defined as receipts of money or
property that are not consideration in an ex-
change—or most transfer payments, which can be
thought of as gifts from the Government.l The
normal tax baseline also excludes gifts between
individuals from gross income. Under the normal
tax baseline, however, all cash transfer payments
from the Government to private individuals are
counted in gross income, and exemptions of such
transfers from tax are identified as tax expendi-
tures. The costs of earning income are generally
deductible in determining taxable income under
both the reference and normal tax baselines. 2

e Capital recovery. Under the reference tax law
baseline no tax expenditures arise from acceler-
ated depreciation. Under the normal tax baseline,
the depreciation allowance for machinery and
equipment is determined using straight-line de-
preciation over tax lives equal to mid-values of
the asset depreciation range (a depreciation sys-
tem in effect from 1971 through 1980). The normal

1Gross income does, however, include transfer payments associated with past employment,
such as social security benefits.

2In the case of individuals who hold “passive” equity interests in businesses, however,
the pro-rata shares of sales and expense deductions reportable in a year are limited. A
passive business activity is defined to be one in which the holder of the interest, usually
a partnership interest, does not actively perform managerial or other participatory functions.
The taxpayer may generally report no larger deductions for a year than will reduce taxable
income from such activities to zero. Deductions in excess of the limitation may be taken
in subsequent years, or when the interest is liquidated. In addition, costs of earning income
may be limited under the alternative minimum tax.

tax baseline for real property is computed using
40-year straight-line depreciation.

o Treatment of foreign income. Both the normal and
reference tax baselines allow a tax credit for for-
eign income taxes paid (up to the amount of U.S.
income taxes that would otherwise be due), which
prevents double taxation of income earned abroad.
Under the normal tax method, however, controlled
foreign corporations (CFCs) are not regarded as
entities separate from their controlling U.S. share-
holders. Thus, the deferral of tax on income re-
ceived by CFCs is regarded as a tax expenditure
under this method. In contrast, except for tax
haven activities, the reference law baseline follows
current law in treating CFCs as separate taxable
entities whose income is not subject to U.S. tax
until distributed to U.S. taxpayers. Under this
baseline, deferral of tax on CFC income is not
a tax expenditure because U.S. taxpayers gen-
erally are not taxed on accrued, but unrealized,
income.

In addition to these areas of difference, the Joint
Committee on Taxation considers a somewhat broader
set of tax expenditures under its normal tax baseline
than is considered here.

Performance Measures and the Economic
Effects of Tax Expenditures

The Government Performance and Results Act of
1993 (GPRA) directs Federal agencies to develop annual
and strategic plans for their programs and activities.
These plans set out performance objectives to be
achieved over a specific time period. Most of these ob-
jectives will be achieved through direct expenditure pro-
grams. However, tax expenditures may also contribute
to achieving these goals. The report of the Senate Gov-
ernmental Affairs Committee on GPRA3 calls on the
Executive branch to undertake a series of analyses to
assess the effect of specific tax expenditures on the
achievement of agencies’ performance objectives.

The Executive Branch is continuing to focus on the
availability of data needed to assess the effects of the
tax expenditures designed to increase savings. Treas-
ury’s Office of Tax Analysis and Statistics of Income
Division (IRS) have developed the specifications for a
new sample of individual income tax filers as one part
of this effort. This new “panel” sample will follow the
same taxpayers over a period of at least ten years.
The first year of this panel sample will be drawn from
tax returns filed in 2000 for tax year 1999. The sample
will capture the changing demographic and economic
circumstances of individuals and the effects of changes
in tax law over an extended period of time. Data from
the sample will therefore permit more extensive, and
better, analyses of many tax provisions than can be
performed using only annual (“cross-section”) data. In
particular, data from this panel sample will enhance
our ability to analyze the effect of tax expenditures

3 Committee on Government Affairs, United States Senate, A Government Performance
and Results Act of 1993 (Report 103-58, 1993).
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designed to increase savings. Other efforts by OMB,
Treasury, and other agencies to improve data available
for the analysis of savings tax expenditures will con-
tinue over the next several years.

Comparison of tax expenditure, spending, and
regulatory policies. Tax expenditures by definition
work through the tax system and, particularly, the in-
come tax. Thus, they may be relatively advantageous
policy approaches when the benefit or incentive is re-
lated to income and is intended to be widely available. 4
Because there is an existing public administrative and
private compliance structure for the tax system, the
incremental administrative and compliance costs for a
tax expenditure may be low in many cases. In addition,
some tax expenditures actually simplify the tax system,
(for example, the exclusion for up to $500,000 of capital
gains on home sales). Tax expenditures also implicitly
subsidize certain activities. Spending, regulatory or tax-
disincentive policies can also modify behavior, but may
have different economic effects. Finally, a variety of
tax expenditure tools can be used—e.g., deductions;
credits; exemptions; deferrals; floors; ceilings; phase-ins;
phase-outs; dependent on income, expenses, or demo-
graphic characteristics (age, number of family members,
etc.). This wide range means that tax expenditures can
be flexible and can have very different economic effects.

Tax expenditures also have limitations. In many
cases they add to the complexity of the tax system,
which raises both administrative and compliance costs.
For example, targeting personal exemptions and credits
can complicate filing and decisionmaking. The income
tax system may have little or no contact with persons
who have no or very low incomes, and does not require
information on certain characteristics of individuals
used in some spending programs, such as wealth. These
features may reduce the effectiveness of tax expendi-
tures for addressing certain income-transfer objectives.
Tax expenditures also generally do not enable the same
degree of agency discretion as an outlay program. For
example, grant or direct Federal service delivery pro-
grams can prioritize which activities are addressed with
what amount of resources in a way that is difficult
to emulate with tax expenditures. Finally, tax expendi-
tures may not receive the same level of scrutiny af-
forded to other programs.

Outlay programs, in contrast, have advantages where
direct government service provision is particularly war-
ranted—such as equipping and providing the armed
forces or administering the system of justice. Outlay
programs may also be specifically designed to meet the
needs of low-income families who would not otherwise
be subject to income taxes or need to file a return.
Outlay programs may also receive more year-to-year
oversight and fine tuning, through the legislative and
executive budget process. In addition, many different
types of spending programs—including direct govern-

4 Although this section focuses upon tax expenditures under the income tax, tax expendi-
tures also arise under the unified transfer, payroll, and excise tax systems. Such provisions
can be useful when they relate to the base of those taxes, such as an excise tax exemption
for certain types of consumption deemed meritorious.

ment provision; credit programs; and payments to State
and local governments, the private sector, or individuals
in the form of grants or contracts—provide flexibility
for policy design. On the other hand, certain outlay
programs—such as direct government service provi-
sion—may rely less directly on economic incentives and
private-market provision than tax incentives, which
may reduce the relative efficiency of spending programs
for some goals. Spending programs also require re-
sources to be raised via taxes, user charges, or govern-
ment borrowing. Finally, spending programs, particu-
larly on the discretionary side, may respond less readily
to changing activity levels and economic conditions than
tax expenditures.

Regulations have more direct and immediate effects
than outlay and tax-expenditure programs because reg-
ulations apply directly and immediately to the regu-
lated party (i.e., the intended actor)—generally in the
private sector. Regulations can also be fine-tuned more
quickly than tax expenditures, because they can gen-
erally be changed by the executive branch without legis-
lation. Like tax expenditures, regulations often rely
largely upon voluntary compliance, rather than detailed
inspections and policing. As such, the public adminis-
trative costs tend to be modest, relative to the private
resource costs associated with modifying activities. His-
torically, regulations have tended to rely on proscriptive
measures, as opposed to economic incentives. This reli-
ance can diminish their economic efficiency, although
this feature can also promote full compliance where
(as in certain safety-related cases) policymakers believe
that trade-offs with economic considerations are not of
paramount importance. Also, regulations generally do
not directly affect Federal outlays or receipts. Thus,
like tax expenditures, they may escape the type of scru-
tiny that outlay programs receive. However, most regu-
lations are subjected to a formal benefit-cost analysis
that goes well beyond the analysis required for outlays
and tax-expenditures. To some extent, the GPRA re-
quirement for performance evaluation will address this
lack of formal analysis.

Some policy objectives are achieved using multiple
approaches. For example, minimum wage legislation,
the earned income tax credit, and the food stamp pro-
gram are regulatory, tax expenditure, and direct outlay
programs, respectively, all having the objective of im-
proving the economic welfare of low-wage workers.

Tax expenditures, like spending and regulatory pro-
grams, have a variety of objectives and effects. These
include: encouraging certain types of activities (e.g.,
saving for retirement or investing in certain sectors);
increasing certain types of after-tax income (e.g., favor-
able tax treatment of social security income); reducing
private compliance costs and government administra-
tive costs (e.g., the exclusion for up to $500,000 of cap-
ital gains on home sales); and promoting tax neutrality
(e.g., accelerated depreciation in the presence of infla-
tion). Some of these objectives are well suited to quan-
titative measurement, while others are less well suited.
Also, many tax expenditures, including those cited
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above, may have more than one objective. For example,
accelerated depreciation may encourage investment. In
addition, the economic effects of particular provisions
can extend beyond their intended objectives (e.g., a pro-
vision intended to promote an activity or raise certain
incomes may have positive or negative effects on tax
neutrality).

Performance measurement is generally concerned
with inputs, outputs, and outcomes. In the case of tax
expenditures, the principal input is usually the tax rev-
enue loss. Outputs are quantitative or qualitative meas-
ures of goods and services, or changes in income and
investment, directly produced by these inputs. Out-
comes, in turn, represent the changes in the economy,
society, or environment that are the ultimate goals of
programs.

Thus, for a provision that reduces taxes on certain
investment activity, an increase in the amount of in-
vestment would likely be a key output. The resulting
production from that investment, and, in turn, the asso-
ciated improvements in national income, welfare, or se-
curity, could be the outcomes of interest. For other pro-
visions, such as those designed to address a potential
inequity or unintended consequence in the tax code,
an important performance measure might be how they
change effective tax rates (the discounted present-value
of taxes owed on new investments or incremental earn-
ings) or excess burden (an economic measure of the
distortions caused by taxes). Effects on the incomes of
members of particular groups may be an important
measure for certain provisions.

An overview of evaluation issues by budget func-
tion. The discussion below considers the types of meas-
ures that might be useful for some major programmatic
groups of tax expenditures. The discussion is intended
to be illustrative and not all encompassing. However,
it is premised on the assumption that the data needed
to perform the analysis are available or can be devel-
oped. In practice, data availability is likely to be a
major challenge, and data constraints may limit the
assessment of the effectiveness of many provisions. In
addition, such assessments can raise significant chal-
lenges in economic modeling.

National defense.—Some tax expenditures are in-
tended to assist governmental activities. For example,
tax preferences for military benefits reflect, among
other things, the view that benefits such as housing,
subsistence, and moving expenses are intrinsic aspects
of military service, and are provided, in part, for the
benefit of the employer, the U.S. Government. Tax ben-
efits for service in a combat zone or qualified hazardous
duty area are intended to reduce tax burdens on mili-
tary personnel undertaking hazardous service for the
Nation. A portion of the tax expenditure associated with
foreign earnings is targeted to benefit U.S. Government
civilian personnel working abroad by offsetting the liv-
ing costs that can be higher than those in the United
States. These tax expenditures should be considered

together with direct agency budget costs in making pro-
grammatic decisions.

International affairs.—Tax expenditures are also
aimed at goals such as promoting tax neutrality. These
include the exclusion for income earned abroad by non-
governmental employees and exclusions for income of
U.S.-controlled foreign corporations. Measuring the ef-
fectiveness of these provisions raises challenging issues.

General science, space and technology; energy;
natural resources and the environment; agri-
culture; and commerce and housing.—A series of
tax expenditures reduces the cost of investment, both
in specific activities—such as research and experimen-
tation, extractive industries, and certain financial ac-
tivities—and more generally, through accelerated depre-
ciation for plant and equipment. These provisions can
be evaluated along a number of dimensions. For exam-
ple, it could be useful to consider the strength of the
incentives by measuring their effects on the cost of
capital (the interest rate which investments must yield
to cover their costs) and effective tax rates. The impact
of these provisions on the amounts of corresponding
forms of investment (e.g., research spending, explo-
ration activity, equipment) might also be estimated. In
some cases, such as research, there is evidence that
the investment can provide significant positive
externalities—that is, economic benefits that are not
reflected in the market transactions between private
parties. It could be useful to quantify these externalities
and compare them with the size of tax expenditure.
Measures could also indicate the effects on production
from these investments—such as numbers or values
of patents, energy production and reserves, and indus-
trial production. Issues to be considered include the
extent to which the tax expenditures increase produc-
tion (as opposed to benefitting existing output) and
their cost-effectiveness relative to other policies. Anal-
ysis could also consider objectives that are more dif-
ficult to measure but still are ultimate goals, such as
promoting the Nation’s technological base, energy secu-
rity, environmental quality, or economic growth. Such
an assessment is likely to involve tax analysis as well
as consideration of non-tax matters such as market
structure, scientific, and other information (such as the
effects of increased domestic fuel production on imports
from various regions, or the effects of various energy
sources on the environment).

Housing investment also benefits from tax expendi-
tures, including the mortgage interest deduction and
exclusion for capital gains on homes. Measures of the
effectiveness of these provisions could include their ef-
fects on increasing the extent of home ownership and
the quality of housing. In addition, the mortgage inter-
est deduction offsets the taxable nature of investment
income received by homeowners, so the relationship be-
tween the deduction and such earnings is also relevant
to evaluation of this provision. Similarly, analysis of
the extent of accumulated inflationary gains is likely
to be relevant to evaluation of the capital gains for
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home sales. Deductibility of State and local property
taxes assists with making housing more affordable as
well as easing the cost of providing community services
through these taxes. Provisions intended to promote
investment in rental housing could be evaluated for
their effects on making such housing more available
and affordable. These provisions should then be com-
pared with alternative programs that address housing
supply and demand.

Transportation.—Employer-provided parking is a
fringe benefit that, for the most part, is excluded from
taxation. The tax expenditure estimates reflect the cost
of parking that is leased by employers for employees;
an estimate is not currently available for the value
of parking owned by employers and provided to their
employees. The exclusion for employer-provided transit
passes is intended to promote use of this mode of trans-
portation, which has environmental and congestion ben-
efits. The tax treatments of these different benefits
could be compared with alternative transportation poli-
cies.

Community and regional development.—A series
of tax expenditures is intended to promote community
and regional development by reducing the costs of fi-
nancing specialized infrastructure, such as airports,
docks, and stadiums. Empowerment zone and enter-
prise community provisions are designed to promote
activity in disadvantaged areas. These provisions can
be compared with grants and other policies designed
to spur economic development.

Education, training, employment, and social
services.—Major provisions in this function are in-
tended to promote post-secondary education, to offset
costs of raising children, and to promote a variety of
charitable activities. The education incentives can be
compared with loans, grants, and other programs de-
signed to promote higher education and training. The
child credits are intended to adjust the tax system for
the costs of raising children; as such, they could be
compared to other Federal tax and spending policies,
including related features of the tax system, such as
personal exemptions (which are not defined as a tax
expenditure). Evaluation of charitable activities re-
quires consideration of the beneficiaries of these activi-
ties, who are generally not the parties receiving the
tax reduction.

Health.—Individuals also benefit from favorable
treatment of employer-provided health insurance. Meas-
ures of these benefits could include increased coverage
and pooling of risks. The effects of insurance coverage
on final outcome measures of actual health (e.g., infant
mortality, days of work lost due to illness, or life expect-
ancy) or intermediate outcomes (e.g., use of preventive
health care or health care costs) could also be inves-
tigated.

Income security, social security, and veterans
benefits and services.—Major tax expenditures in the
income security function benefit retirement savings,
through employer-provided pensions, individual retire-
ment accounts, and Keogh plans. These provisions
might be evaluated in terms of their effects on boosting
retirement incomes, private savings, and national sav-
ings (which would include the effect on private savings
as well as public savings or deficits). Interactions with
other programs, including social security, also may
merit analysis. As in the case of employer-provided
health insurance, analysis of employer-provided pension
programs requires imputing the benefits provided at
the firm level to individuals.

Other provisions principally affect the incomes of
members of certain groups, rather than affecting incen-
tives. For example, tax-favored treatment of social secu-
rity benefits, certain veterans benefits, and deductions
for the blind and elderly provide increased incomes to
eligible parties. The earned-income tax credit, in con-
trast, should be evaluated for its effects on labor force
participation as well as the income it provides lower-
income workers.

General purpose fiscal assistance and interest.—
The tax-exemption for public purpose State and local
bonds reduces the costs of borrowing for a variety of
purposes (borrowing for non-public purposes is reflected
under other budget functions). The deductibility of cer-
tain State and local taxes reflected under this function
primarily relates to personal income taxes (property tax
deductibility is reflected under the commerce and hous-
ing function). Tax preferences for Puerto Rico and other
U.S. possessions are also included here. These provi-
sions can be compared with other tax and spending
policies as means of benefitting fiscal and economic con-
ditions in the States, localities, and possessions. Fi-
nally, the tax deferral for interest on U.S. savings
bonds benefits savers who invest in these instruments.
The extent of these benefits and any effects on Federal
borrowing costs could be evaluated.

The above illustrative discussion, although broad, is
nevertheless incomplete, both for the provisions men-
tioned and the many that are not explicitly cited. Devel-
oping a framework that is sufficiently comprehensive,
accurate, and flexible to reflect the objectives and ef-
fects of the wide range of tax expenditures will be a
significant challenge. OMB, Treasury, and other agen-
cies will work together, as appropriate, to address this
challenge. As indicated above, over the next few years
the Executive Branch’s focus will be on the availability
of the data needed to assess the effects of the tax ex-
penditures designed to increase savings.

Descriptions of Income Tax Provisions

Descriptions of the individual and corporate income
tax expenditures reported upon in this chapter follow.
These descriptions relate to current law and do not
reflect proposals made elsewhere in the Budget.
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National Defense

1. Benefits and allowances to armed forces per-
sonnel.—The housing and meals provided military per-
sonnel, either in cash or in kind, as well as certain
amounts of pay related to service in a combat zone
or qualified hazardous duty area are excluded from in-
come subject to tax.

International Affairs

2. Income earned abroad.—U.S. citizens who lived
abroad, worked in the private sector, and satisfied a
foreign residency requirement in 2000 may exclude up
to $76,000 in foreign earned income from U.S. taxes.
The exclusion increases to $78,000 in 2001 and to
$80,000 in 2002. In addition, if these taxpayers receive
a specific allowance for foreign housing from their em-
ployers, they may also exclude the value of that allow-
ance. If they do not receive a specific allowance for
housing expenses, they may deduct against their U.S.
taxes that portion of such expenses that exceeds one-
sixth the salary of a civil servant at grade GS-14, step
1 ($65,983 in 2000).

3. Exclusion of certain allowances for federal
employees abroad.—U.S. Federal civilian employees
and Peace Corps members who work outside the conti-
nental United States are allowed to exclude from U.S.
taxable income certain special allowances they receive
to compensate them for the relatively high costs associ-
ated with living overseas. The allowances supplement
wage income and cover expenses like rent, education,
and the cost of travel to and from the United States.

4. Income of Foreign Sales Corporations.—The
Foreign Sales Corporation (FSC) provisions exempt
from tax a portion of U.S. exporters’ foreign trading
income to reflect the FSC’s sales functions as foreign
corporations. The FSC provisions were generally re-
pealed by the FSC Repeal and Extraterritorial Income
Exclusion Act of 2000, effective for transactions after
September 30, 2000.

5. Extraterritorial income exclusion®.—For pur-
poses of calculating U.S. tax liability, a taxpayer may
exclude from gross income the qualifying foreign trade
income attributable to foreign trading gross receipts.
The exclusion generally applies to income from the sale
or lease of qualifying foreign trade property and certain
types of services income. The exclusion is generally
available for transactions entered into after September
30, 2000.

6. Sales source rule exceptions.—The worldwide
income of U.S. persons is taxable by the United States
and a credit for foreign taxes paid is allowed. The
amount of foreign taxes that can be credited is limited
to the pre-credit U.S. tax on the foreign source income.
The sales source rules for inventory property allocates
earnings between the United States and abroad equal-

5The determination of whether a provision is a tax expenditure is made on the basis
of a broad concept of “income” that is larger in scope than is “income” as defined under
general U.S. income tax principles. For that reason, the tax expenditure estimates include,
for example, estimates related to the exclusion of extraterritorial income, as well as other
exclusions, notwithstanding that such exclusions define income under the general rule of
U.S. income taxation.

ly, which may increase foreign source income use of
foreign tax credits.

7. Income of U.S.-controlled foreign corpora-
tions.—The income of foreign corporations controlled
by U.S. shareholders is not subject to U.S. taxation.
The income becomes taxable only when the controlling
U.S. shareholders receive dividends or other distribu-
tions from their foreign stockholding. Under the normal
tax method, the currently attributable foreign source
pre-tax income from such a controlling interest is con-
sidered to be subject to U.S. taxation, whether or not
distributed. Thus, the normal tax method considers the
amount of controlled foreign corporation income not dis-
tributed to a U.S. shareholder as tax-deferred income.

8. Exceptions under subpart F for active financ-
ing income.—Consistent with the rules applicable to
U.S.-controlled foreign corporations, financial firms can
defer taxes on income earned overseas in an active
business. Taxes on income earned through December
31, 2001 can be deferred.

General Science, Space, and Technology

9. Expensing R&E expenditures.—Research and
experimentation (R&E) projects can be viewed as in-
vestments because, if successful, their benefits accrue
for several years. It is often difficult, however, to iden-
tify whether a specific R&E project is successful and,
if successful, what its expected life will be. Under the
normal tax method, the expensing of R&E expenditures
is viewed as a tax expenditure. The baseline assumed
for the normal tax method is that all R&E expenditures
are successful and have an expected life of five years.

10. R&E credit.—The research and experimentation
(R&E) credit is 20 percent of qualified research expendi-
tures in excess of a base amount. The base amount
is generally determined by multiplying a “fixed-base
percentage” by the average amount of the company’s
gross receipts for the prior four years. The taxpayer’s
fixed base percentage generally is the ratio of its re-
search expenses to gross receipts for 1984 through
1988. Taxpayers may also elect an alternative credit
regime. Under the alternative credit regime the tax-
payer is assigned a three-tiered fixed-base percentage
that is lower than the fixed-base percentage that would
otherwise apply, and the credit rate is reduced (the
rates range from 2.65 percent to 3.75 percent). A 20-
percent credit with a separate threshold is provided
for a taxpayer’s payments to universities for basic re-
search. The credit applies to research conducted before
July 1, 2004 and extends to research conducted in Puer-
to Rico and the U.S. possessions.

Energy

11. Exploration and development costs.—For suc-
cessful investments in domestic oil and gas wells, intan-
gible drilling costs (e.g., wages, the costs of using ma-
chinery for grading and drilling, the cost of
unsalvageable materials used in constructing wells)
may be expensed rather than amortized over the pro-
ductive life of the property. Integrated oil companies
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may deduct only 70 percent of such costs and must
amortize the remaining 30 percent over five years. The
same rule applies to the exploration and development
costs of surface stripping and the construction of shafts
and tunnels for other fuel minerals.

12. Percentage depletion.—Independent fuel min-
eral producers and royalty owners are generally allowed
to take percentage depletion deductions rather than
cost depletion on limited quantities of output. Under
cost depletion, outlays are deducted over the productive
life of the property based on the fraction of the resource
extracted. Under percentage depletion, taxpayers de-
duct a percentage of gross income from mineral produc-
tion at rates of 22 percent for uranium; 15 percent
for oil, gas and oil shale; and 10 percent for coal. The
deduction is limited to 50 percent of net income from
the property, except for oil and gas where the deduction
can be 100 percent of net property income. Production
from geothermal deposits is eligible for percentage de-
pletion at 65 percent of net income, but with no limit
on output and no limitation with respect to qualified
producers. Unlike depreciation or cost depletion, per-
centage depletion deductions can exceed the cost of the
investment.

13. Alternative fuel production credit.—A non-
taxable credit of $3 per barrel (in 1979 dollars) of oil-
equivalent production is provided for several forms of
alternative fuels. The credit is generally available if
the price of oil stays below $29.50 (in 1979 dollars).
The credit generally expires on December 31, 2002.

14. Oil and gas exception to passive loss limita-
tion.—Owners of working interests in oil and gas prop-
erties are exempt from the “passive income” limitations.
As a result, the working interest-holder, who manages
on behalf of himself and all other owners the develop-
ment of wells and incurs all the costs of their operation,
may aggregate negative taxable income from such inter-
ests with his income from all other sources.

15. Capital gains treatment of royalties on
coal.—Sales of certain coal under royalty contracts can
be treated as capital gains rather than ordinary income.

16. Energy facility bonds.—Interest earned on
State and local bonds used to finance construction of
certain energy facilities is tax-exempt. These bonds are
generally subject to the State private-activity bond an-
nual volume cap.

17. Enhanced oil recovery credit.—A credit is pro-
vided equal to 15 percent of the taxpayer’s costs for
tertiary oil recovery on U.S. projects. Qualifying costs
include tertiary injectant expenses, intangible drilling
and development costs on a qualified enhanced oil re-
covery project, and amounts incurred for tangible depre-
ciable property.

18. New technology credits.—A credit of 10 percent
is available for investment in solar and geothermal en-
ergy facilities. In addition, a credit of 1.5 cents is pro-
vided per kilowatt hour of electricity produced from
renewable resources such as wind, biomass, and poultry
waste facilities. The renewable resources credit applies

only to electricity produced by a facility placed in serv-
ice on or before December 31, 2001.

19. Alcohol fuel credits.—An income tax credit is
provided for ethanol that is derived from renewable
sources and used as fuel. The credit equals 54 cents
per gallon in 2000; 53 cents per gallon in 2001 and
2002; 52 cents per gallon in 2003 and 2004; and 51
cents per gallon in 2005, 2006, and 2007. To the extent
that ethanol is mixed with taxable motor fuel to create
gasohol, taxpayers may claim an exemption of the Fed-
eral excise tax rather than the income tax credit. In
addition, small ethanol producers are eligible for a sep-
arate 10 cents per gallon credit.

20. Credit and deduction for clean-fuel vehicles
and property.—A tax credit of 10 percent (not to ex-
ceed $4,000) is provided for purchasers of electric vehi-
cles. Purchasers of other clean-fuel burning vehicles
and owners of clean-fuel refueling property may deduct
part of their expenditures. The credit and deduction
are phased out from 2002 through 2005.

21. Exclusion of utility conservation subsidies.—
Non-business customers can exclude from gross income
subsidies received from public utilities for expenditures
on energy conservation measures.

Natural Resources and Environment

22. Exploration and development costs.—Certain
capital outlays associated with exploration and develop-
ment of nonfuel minerals may be expensed rather than
depreciated over the life of the asset.

23. Percentage depletion.—Most nonfuel mineral
extractors may use percentage depletion rather than
cost depletion, with percentage depletion rates ranging
from 22 percent for sulfur to 5 percent for sand and
gravel.

24. Sewage, water, solid and hazardous waste
facility bonds.—Interest earned on State and local
bonds used to finance the construction of sewage, water,
or hazardous waste facilities is tax-exempt. These bonds
are generally subject to the State private-activity bond
annual volume cap.

25. Capital gains treatment of certain timber.—
Certain timber sold under a royalty contract can be
treated as a capital gain rather than ordinary income.

26. Expensing multiperiod timber growing
costs.—Most of the production costs of growing timber
may be expensed rather than capitalized and deducted
when the timber is sold. In most other industries, these
costs are capitalized under the uniform capitalization
rules.

27. Credit and seven-year amortization for refor-
estation.—A 10-percent investment tax credit is al-
lowed for up to $10,000 invested annually to clear land
and plant trees for the production of timber. Up to
$10,000 in forestation investment may also be amor-
tized over a seven-year period rather than capitalized
and deducted when the trees are sold or harvested.
The amount of forestation investment that may be am-
ortized is not reduced by any of the allowable invest-
ment credit.
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28. Historic preservation.—Expenditures to pre-
serve and restore historic structures qualify for a 20-
percent investment credit, but the depreciable basis
must be reduced by the full amount of the credit taken.

Agriculture

29. Expensing certain capital outlays.—Farmers,
except for certain agricultural corporations and partner-
ships, are allowed to expense certain expenditures for
feed and fertilizer, as well as for soil and water con-
servation measures. Expensing is allowed, even though
these expenditures are for inventories held beyond the
end of the year, or for capital improvements that would
otherwise be capitalized.

30. Expensing multiperiod livestock and crop
production costs.—The production of livestock and
crops with a production period of less than two years
is exempt from the uniform cost capitalization rules.
Farmers establishing orchards, constructing farm facili-
ties for their own use, or producing any goods for sale
with a production period of two years or more may
elect not to capitalize costs. If they do, they must apply
straight-line depreciation to all depreciable property
they use in farming.

31. Loans forgiven solvent farmers.—Farmers are
forgiven the tax liability on certain forgiven debt. Nor-
mally, a debtor must include the amount of loan for-
giveness as income or reduce his recoverable basis in
the property to which the loan relates. If the debtor
elects to reduce basis and the amount of forgiveness
exceeds his basis in the property, the excess forgiveness
is taxable. For insolvent (bankrupt) debtors, however,
the amount of loan forgiveness reduces carryover losses,
then unused credits, and then basis; any remainder
of the forgiven debt is excluded from tax. Farmers with
forgiven debt are considered insolvent for tax purposes,
and thus qualify for income tax forgiveness.

32. Capital gains treatment of certain income.—
Certain agricultural income, such as unharvested crops,
can be treated as capital gains rather than ordinary
income.

33. Income averaging for farmers.—Taxpayers can
lower their tax liability by averaging, over the prior
three-year period, their taxable income from farming.

34. Deferral of gain on sales of farm refiners.—
A taxpayer who sells stock in a farm refiner to a farm-
ers’ cooperative can defer recognition of gain if the tax-
payer reinvests the proceeds in qualified replacement

property.
Commerce and Housing

This category includes a number of tax expenditure
provisions that also affect economic activity in other
functional categories. For example, provisions related
to investment, such as accelerated depreciation, could
be classified under the energy, natural resources and
environment, agriculture, or transportation categories.

35. Credit union income.—The earnings of credit
unions not distributed to members as interest or divi-
dends are exempt from income tax.

36. Bad debt reserves.—Small (less than $500 mil-
lion in assets) commercial banks, mutual savings
banks, and savings and loan associations may deduct
additions to bad debt reserves in excess of actually
experienced losses.

37. Deferral of income on life insurance and an-
nuity contracts.—Favorable tax treatment is provided
for investment income within qualified life insurance
and annuity contracts. Investment income earned on
qualified life insurance contracts held until death is
permanently exempt from income tax. Investment in-
come distributed prior to the death of the insured is
tax-deferred, if not tax-exempt. Investment income
earned on annuities is treated less favorably than in-
come earned on life insurance contracts, but it benefits
from tax deferral without annual contribution or income
limits generally applicable to other tax-favored retire-
ment income plans.

38. Small property and casualty insurance com-
panies.—Insurance companies that have annual net
premium incomes of less than $350,000 are exempt
from tax; those with $350,000 to $2.1 million of net
premium incomes may elect to pay tax only on the
income earned by their investment portfolio.

39. Insurance companies owned by exempt orga-
nizations.—Generally, the income generated by life
and property and casualty insurance companies is sub-
ject to tax, albeit by special rules. Insurance operations
conducted by such exempt organizations as fraternal
societies and voluntary employee benefit associations,
however, are exempt from tax.

40. Small life insurance company deduction.—
Small life insurance companies (gross assets of less
than $500 million) can deduct 60 percent of the first
$3 million of otherwise taxable income. The deduction
phases out for otherwise taxable income between $3
million and $15 million.

41. Mortgage housing bonds.—Interest earned on
State and local bonds used to finance homes purchased
by first-time, low-to-moderate-income buyers is tax-ex-
empt. The amount of State and local tax-exempt bonds
that can be issued to finance these and other private
activity is limited. The combined volume cap for private
activity bonds, including mortgage housing bonds, rent-
al housing bonds, student loan bonds, and industrial
development bonds, is $50 per capita ($150 million min-
imum) per State in 2000, $62.50 per capita ($187.5
million minimum) in 2001, and $75 per capita ($225
million minimum) in 2002. The Community Renewal
Tax Relief Act of 2000 accelerated the scheduled in-
crease in the state volume cap and indexed the cap
for inflation, beginning in 2003. States may issue mort-
gage credit certificates (MCCs) in lieu of mortgage rev-
enue bonds. MCCs entitle homebuyers to income tax
credits for a specified percentage of interest on qualified
mortgages. The total amount of MCCs issued by a State
cannot exceed 25 percent of its annual ceiling for mort-
gage-revenue bonds.

42. Rental housing bonds.—Interest earned on
State and local government bonds used to finance mul-
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tifamily rental housing projects is tax-exempt. At least
20 percent (15 percent in targeted areas) of the units
must be reserved for families whose income does not
exceed 50 percent of the area’s median income; or 40
percent for families with incomes of no more than 60
percent of the area median income. Other tax-exempt
bonds for multifamily rental projects are generally
issued with the requirement that all tenants must be
low or moderate income families. Rental housing bonds
are subject to the volume cap discussed in the mortgage
housing bond section above.

43. Interest on owner-occupied homes.—Owner-oc-
cupants of homes may deduct mortgage interest on
their primary and secondary residences as itemized
nonbusiness deductions. The mortgage interest deduc-
tion is limited to interest on debt no greater than the
owner’s basis in the residence and, for debt incurred
after October 13, 1987, it is limited to no more than
$1 million. Interest on up to $100,000 of other debt
secured by a lien on a principal or second residence
is also deductible, irrespective of the purpose of bor-
rowing, provided the debt does not exceed the fair mar-
ket value of the residence. Mortgage interest deductions
on personal residences are tax expenditures because
the taxpayers are not required to report the value of
owner-occupied housing services as gross income.

44. Taxes on owner-occupied homes.—Owner-occu-
pants of homes may deduct property taxes on their
primary and secondary residences even though they are
not required to report the value of owner-occupied hous-
ing services as gross income.

45. Installment sales.—Dealers in real and personal
property (i.e., sellers who regularly hold property for
sale or resale) cannot defer taxable income from install-
ment sales until the receipt of the loan repayment.
Nondealers (i.e., sellers of real property used in their
business) are required to pay interest on deferred taxes
attributable to their total installment obligations in ex-
cess of $5 million. Only properties with sales prices
exceeding $150,000 are includable in the total. The pay-
ment of a market rate of interest eliminates the benefit
of the tax deferral. The tax exemption for nondealers
with total installment obligations of less than $5 million
is, therefore, a tax expenditure.

46. Capital gains exclusion on home sales.—A
homeowner can exclude from tax up to $500,000
($250,000 for singles) of the capital gains from the sale
of a principal residence. The exclusion may not be used
more than once every two years.

47. Passive loss real estate exemption.—In gen-
eral, passive losses may not offset income from other
sources. Losses up to $25,000 attributable to certain
rental real estate activity, however, are exempt from
this rule.

48. Low-income housing credit.—Taxpayers who
invest in certain low-income housing are eligible for
a tax credit. The credit rate is set so that the present
value of the credit is equal to 70 percent for new con-
struction and 30 percent for (1) housing receiving other
Federal benefits (such as tax-exempt bond financing),

or (2) substantially rehabilitated existing housing. The
credit is allowed in equal amounts over 10 years. State
agencies determine who receives the credit; States are
limited in the amount of credit they may authorize
annually to $1.25 per resident in 2000. The Community
Renewal Tax Relief Act of 2000 increased the per-resi-
dent limit to $1.50 in 2001 and to $1.75 in 2002 and
indexed the limit for inflation, beginning in 2003. The
Act also created a $2 million minimum annual cap for
small States beginning in 2002; the cap is indexed for
inflation, beginning in 2003.

49. Accelerated depreciation of rental property.—
The tax depreciation allowance provisions are part of
the reference law rules, and thus do not give rise to
tax expenditures under the reference method. Under
the normal tax method, however, a 40-year tax life
for depreciable real property is the norm. Thus, a statu-
tory depreciation period for rental property of 27.5
years is a tax expenditure. In addition, tax expendi-
tures arise from pre-1987 tax allowances for rental
property.

50. Cancellation of indebtedness.—Individuals are
not required to report the cancellation of certain indebt-
edness as current income. If the canceled debt is not
reported as current income, however, the basis of the
underlying property must be reduced by the amount
canceled.

51. Imputed interest rules.—Holders (issuers) of
debt instruments are generally required to report inter-
est earned (paid) in the period it accrues, not when
paid. In addition, the amount of interest accrued is
determined by the actual price paid, not by the stated
principal and interest stipulated in the instrument. In
general, any debt associated with the sale of property
worth less than $250,000 is excepted from the general
interest accounting rules. This general $250,000 excep-
tion is not a tax expenditure under reference law but
is under normal law. Exceptions above $250,000 are
a tax expenditure under reference law; these exceptions
include the following: (1) sales of personal residences
worth more than $250,000, and (2) sales of farms and
small businesses worth between $250,000 and $1 mil-
lion.

52. Capital gains (other than agriculture, tim-
ber, iron ore, and coal).—Capital gains on assets held
for more than 1 year are taxed at a lower rate than
ordinary income. The lower rate on capital gains is
considered a tax expenditure under the normal tax
method but not under the reference law method.

For most assets held for more than 1 year, the top
capital gains tax rate is 20 percent. For assets acquired
after December 31, 2000, the top capital gains tax rate
for assets held for more than 5 years is 18 percent.
On January 1, 2001, taxpayers may mark-to-market
existing assets to start the 5-year holding period. Losses
from the mark-to-market are not recognized.

For assets held for more than 1 year by taxpayers
in the 15-percent ordinary tax bracket, the top capital
gains tax rate is 10 percent. After December 31, 2000,
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the top capital gains tax rate for assets held by these
taxpayers for more than 5 years is 8 percent.

53. Capital gains exclusion for small business
stock.—An exclusion of 50 percent is provided for cap-
ital gains from qualified small business stock held by
individuals for more than 5 years. A qualified small
business is a corporation whose gross assets do not
exceed $50 million as of the date of issuance of the
stock.

54. Step-up in basis of capital gains at death.—
Capital gains on assets held at the owner’s death are
not subject to capital gains taxes. The cost basis of
the appreciated assets is adjusted upward to the mar-
ket value at the owner’s date of death. The step-up
in the heir’s cost basis means that, in effect, the tax
on the capital gain is forgiven.

55. Carryover basis of capital gains on gifts.—
When a gift is made, the donor’s basis in the trans-
ferred property (the cost that was incurred when the
transferred property was first acquired) carries-over to
the donee. The carryover of the donor’s basis allows
a continued deferral of unrealized capital gains.

56. Ordinary income treatment of losses from
sale of small business corporate stock shares.—
Up to $100,000 in losses from the sale of small business
corporate stock (capitalization less than $1 million) may
be treated as ordinary losses. Such losses would, thus,
not be subject to the $3,000 annual capital loss write-
off limit.

57. Accelerated depreciation of non-rental-hous-
ing buildings.—The tax depreciation allowance provi-
sions are part of the reference law rules, and thus
do not give rise to tax expenditures under reference
law. Under normal law, however, a 40-year life for non-
rental-housing buildings is the norm. Thus, the 39-year
depreciation period for property placed in service after
February 25, 1993, the 31.5-year depreciation period
for property placed in service from 1987 to February
25, 1993, and the pre-1987 depreciation periods create
a tax expenditure.

58. Accelerated depreciation of machinery and
equipment.—The tax depreciation allowance provisions
are part of the reference law rules, and thus do not
give rise to tax expenditures under reference law. Stat-
utory depreciation of machinery and equipment, how-
ever, is accelerated somewhat relative to the normal
tax baseline, creating a tax expenditure.

59. Expensing of certain small investments.—In
2000, qualifying investments in tangible property up
to $20,000 can be expensed rather than depreciated
over time. The expensing limit increases to $24,000
in 2001 and to $25,000 in 2003. To the extent that
qualifying investment during the year exceeds
$200,000, the amount eligible for expensing is de-
creased. In 2000, the amount expensed is completely
phased out when qualifying investments exceed
$220,000.

60. Business start-up costs.—When taxpayers enter
into a new business, certain start-up expenses, such
as the cost of legal services, are normally incurred.

Taxpayers may elect to amortize these outlays over 60
months even though they are similar to other payments
made for nondepreciable intangible assets that are not
recoverable until the business is sold. The normal tax
method treats this amortization as a tax expenditure;
the reference tax method does not.

61. Graduated corporation income tax rate
schedule.—The corporate income tax schedule is grad-
uated, with rates of 15 percent on the first $50,000
of taxable income, 25 percent on the next $25,000, and
34 percent on the next $9.925 million. Compared with
a flat 34-percent rate, the lower rates provide an
$11,750 reduction in tax liability for corporations with
taxable income of $75,000. This benefit is recaptured
for corporations with taxable incomes exceeding
$100,000 by a 5-percent additional tax on corporate
incomes in excess of $100,000 but less than $335,000.

The corporate tax rate is 35 percent on income over
$10 million. Compared with a flat 35-percent tax rate,
the 34-percent rate provides a $100,000 reduction in
tax liability for corporations with taxable incomes of
$10 million. This benefit is recaptured for corporations
with taxable incomes exceeding $15 million by a 3-
percent additional tax on income over $15 million but
less than $18.33 million. Because the corporate rate
schedule is part of reference tax law, it is not consid-
ered a tax expenditure under the reference method.
A flat corporation income tax rate is taken as the base-
line under the normal tax method; therefore the lower
rates is considered a tax expenditure under this con-
cept.

62. Small issue industrial development bonds.—
Interest earned on small issue industrial development
bonds (IDBs) issued by State and local governments
to finance manufacturing facilities is tax-exempt. De-
preciable property financed with small issue IDBs must
be depreciated, however, using the straight-line method.
The annual volume of small issue IDBs is subject to
the unified volume cap discussed in the mortgage hous-
ing bond section above.

Transportation

63. Deferral of tax on U.S. shipping companies.—
Certain companies that operate U.S. flag vessels can
defer income taxes on that portion of their income used
for shipping purposes, primarily construction, mod-
ernization and major repairs to ships, and repayment
of loans to finance these investments. Once indefinite,
the deferral has been limited to 25 years since January
1, 1987.

64. Exclusion of employee parking expenses.—
Employee parking expenses that are paid for by the
employer or that are received in lieu of wages are ex-
cludable from the income of the employee. In 2000,
the maximum amount of the parking exclusion is $175
(indexed) per month. The tax expenditure estimate does
not include parking at facilities owned by the employer.

65. Exclusion of employee transit pass ex-
penses.—Transit passes, tokens, fare cards, and van-
pool expenses paid for by an employer or provided in
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lieu of wages to defray an employee’s commuting costs
are excludable from the employee’s income. In 2000,
the maximum amount of the exclusion is $65 (indexed)
per month. In 2002, the maximum amount of the exclu-
sion increases to $100 (indexed) per month.

Community and Regional Development

66. Rehabilitation of structures.—A 10-percent in-
vestment tax credit is available for the rehabilitation
of buildings that are used for business or productive
activities and that were erected before 1936 for other
than residential purposes. The taxpayer’s recoverable
basis must be reduced by the amount of the credit.

67. Airport, dock, and similar facility bonds.—
Interest earned on State and local bonds issued to fi-
nance high-speed rail facilities and government-owned
airports, docks, wharves, and sport and convention fa-
cilities is tax-exempt. These bonds are not subject to
a volume cap.

68. Exemption of income of mutuals and coopera-
tives.—The incomes of mutual and cooperative tele-
phone and electric companies are exempt from tax if
at least 85 percent of their revenues are derived from
patron service charges.

69. Empowerment zones, enterprise communities,
and renewal communities.—Qualifying businesses in
designated economically depressed areas can receive tax
benefits such as an employer wage credit, increased
expensing of investment in equipment, special tax-ex-
empt financing, accelerated depreciation, and certain
capital gains incentives. In addition, certain first-time
buyers of a principal residence in the District of Colum-
bia can receive a tax credit on homes purchased on
or before December 31, 2003, and investors in certain
D.C. property can receive a capital gains break. The
Community Renewal Tax Relief Act of 2000 created
the renewal communities tax benefits, which begin on
January 1, 2002 and expire on December 31, 2009.
The Act also created additional empowerment zones,
increased the tax benefits for empowerment zones, and
extended the expiration date of (1) empowerment zones
from December 31, 2004 to December 31, 2009, and
(2) the D.C. homebuyer credit from December 31, 2001
to December 31, 2003.

70. New markets tax credit.—Taxpayers who invest
in a community development entity (CDE) after Decem-
ber 31, 2000 are eligible for a tax credit. The total
equity investment available for the credit across all
CDEs is $1.0 billion in 2001, $1.5 billion in 2002 and
2003, $2.0 billion in 2004 and 2005, and $3.5 billion
in 2006 and 2007. The amount of the credit equals
(1) 5 percent in the year of purchase and the following
2 years, and (2) 6 percent in the following 4 years.
A CDE is any domestic firm whose primary mission
is to serve or provide investment capital for low-income
communities/individuals; a CDE must be accountable
to residents of low-income communities. The Commu-
nity Renewal Tax Relief Act of 2000 created the new
markets tax credit.

71. Expensing of environmental remediation
costs.—Taxpayers who clean up certain hazardous sub-
stances at a qualified site may expense the clean-up
costs, rather than capitalize the costs, even though the
expenses may increase the value of the property signifi-
cantly. The expensing only applies to clean-up costs
incurred on or before December 31, 2003. The Commu-
nity Renewal Tax Relief Act of 2000 extended the expi-
ration date from December 31, 2001 to December 31,
2003. The Act also expanded the number of qualified
sites.

Education, Training, Employment, and Social
Services

72. Scholarship and fellowship income.—Scholar-
ships and fellowships are excluded from taxable income
to the extent they pay for tuition and course-related
expenses of the grantee. Similarly, tuition reductions
for employees of educational institutions and their fami-
lies are not included in taxable income. From an eco-
nomic point of view, scholarships and fellowships are
either gifts not conditioned on the performance of serv-
ices, or they are rebates of educational costs. Thus,
under the reference law method, this exclusion is not
a tax expenditure because this method does not include
either gifts or price reductions in a taxpayer’s gross
income. The exclusion, however, is considered a tax ex-
penditure under the normal tax method, which includes
gift-like transfers of government funds in gross income
(many scholarships are derived directly or indirectly
from government funding).

73. HOPE tax credit.—The non-refundable HOPE
tax credit allows a credit for 100 percent of an eligible
student’s first $1,000 of tuition and fees and 50 percent
of the next $1,000 of tuition and fees. The credit only
covers tuition and fees paid during the first two years
of a student’s post-secondary education. The credit is
phased out ratably for taxpayers with modified AGI
between $80,000 and $100,000 ($40,000 and $50,000
for singles).

74. Lifetime Learning tax credit.—The non-refund-
able Lifetime Learning tax credit allows a credit for
20 percent of an eligible student’s tuition and fees. For
tuition and fees paid before January 1, 2003, the max-
imum credit per return is $1,000. For tuition and fees
paid after December 31, 2002, the maximum credit per
return is $2,000. The credit is phased out ratably for
taxpayers with modified AGI between $80,000 and
$100,000 ($40,000 and $50,000 for singles). The credit
applies to both undergraduate and graduate students.

75. Education Individual Retirement Accounts.—
Contributions to an education IRA are not tax-deduct-
ible. Investment income earned by education IRAs is
not taxed when earned, and investment income from
an education IRA is tax-exempt when withdrawn to
pay for a student’s tuition and fees. The maximum con-
tribution to an education IRA is $500 per year per
beneficiary. The maximum contribution is phased down
ratably for taxpayers with modified AGI between
$150,000 and $160,000 ($95,000 and $110,000 for sin-
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gles). Contributions may not be made to an education
IRA in any year in which a contribution has been made
to a State tuition plan for the same beneficiary.

76. Student-loan interest.—In 2000, taxpayers may
claim an above-the-line deduction of up to $2,000 on
interest paid on an education loan. The maximum de-
duction increases to $2,500 in 2001. Interest may only
be deducted for the first five years in which interest
payments are required. The maximum deduction is
phased down ratably for taxpayers with modified AGI
between $60,000 and $75,000 ($40,000 and $55,000 for
singles).

77. State prepaid tuition plans.—Some States
have adopted prepaid tuition plans and prepaid room
and board plans, which allow persons to pay in advance
for college expenses for designated beneficiaries. Taxes
on the earnings from these plans are paid by the bene-
ficiaries and are deferred until the tuition is actually
paid.

78. Student-loan bonds.—Interest earned on State
and local bonds issued to finance student loans is tax-
exempt. The volume of all such private activity bonds
that each State may issue annually is limited.

79. Bonds for private nonprofit educational in-
stitutions.—Interest earned on State and local govern-
ment bonds issued to finance the construction of facili-
ties used by private nonprofit educational institutions
is not taxed.

80. Credit for holders of zone academy bonds.—
Financial institutions that own zone academy bonds
receive a non-refundable tax credit (at a rate set by
the Treasury Department) rather than interest. The
credit is included in gross income. Proceeds from zone
academy bonds may only be used to renovate, but not
construct, qualifying schools and for certain other
school purposes. The total amount of zone academy
bonds that may be issued is limited to $1.6 billion—
$400 million in each year from 1998 to 2001.

81. U.S. savings bonds for education.—Interest
earned on U.S. savings bonds issued after December
31, 1989 is tax-exempt if the bonds are transferred
to an educational institution to pay for educational ex-
penses. The tax exemption is phased out for taxpayers
with AGI between $81,100 and $111,100 ($54,100 and
$69,100 for singles) in 2000.

82. Dependent students age 19 or older.—Tax-
payers may claim personal exemptions for dependent
children age 19 or over who (1) receive parental support
payments of $1,000 or more per year, (2) are full-time
students, and (3) do not claim a personal exemption
on their own tax returns.

83. Charitable contributions to educational in-
stitutions.—Taxpayers may deduct contributions to
nonprofit educational institutions. Taxpayers who do-
nate capital assets to educational institutions can de-
duct the assets’ current value without being taxed on
any appreciation in value. An individual’s total chari-
table contribution generally may not exceed 50 percent
of adjusted gross income; a corporation’s total charitable

contributions generally may not exceed 10 percent of
pre-tax income.

84. Employer-provided educational assistance.—
Employer-provided educational assistance is excluded
from an employee’s gross income even though the em-
ployer’s costs for this assistance are a deductible busi-
ness expense. This exclusion applies only to non-grad-
uate courses beginning on or before December 31, 2001.

85. Work opportunity tax credit.—Employers can
claim a tax credit for qualified wages paid to individ-
uals who begin work on or before December 31, 2001
and who are certified as members of various targeted
groups. The amount of the credit that can be claimed
is 25 percent for employment of less than 400 hours
and 40 percent for employment of 400 hours or more.
The maximum credit per employee is $2,400 and can
only be claimed on the first year of wages an individual
earns from an employer. Employers must reduce their
deduction for wages paid by the amount of the credit
claimed.

86. Welfare-to-work tax credit.—An employer is eli-
gible for a tax credit on the first $20,000 of eligible
wages paid to qualified long-term family assistance re-
cipients during the first two years of employment. The
credit is 35 percent of the first $10,000 of wages in
the first year of employment and 50 percent of the
first $10,000 of wages in the second year of employ-
ment. The maximum credit is $8,500 per employee. The
credit applies to wages paid to employees who are hired
on or before December 31, 2001.

87. Employer-provided child care.—Employer-pro-
vided child care is excluded from an employee’s gross
income even though the employer’s costs for the child
care are a deductible business expense.

88. Assistance for adopted foster children.—Tax-
payers who adopt eligible children from the public fos-
ter care system can receive monthly payments for the
children’s significant and varied needs and a reimburse-
ment of up to $2,000 for nonrecurring adoption ex-
penses. These payments are excluded from gross in-
come.

89. Adoption credit and exclusion.—Taxpayers can
receive a nonrefundable tax credit for qualified adoption
expenses. The maximum credit is $5,000 per child
($6,000 for special needs adoptions). The credit is
phased-out ratably for taxpayers with modified AGI be-
tween $75,000 and $115,000. Unused credits may be
carried forward and used during the five subsequent
years. Taxpayers may also exclude qualified adoption
expenses from income, subject to the same maximum
amounts and phase-out as the credit. The same ex-
penses cannot qualify for tax benefits under both pro-
grams; however, a taxpayer may use the benefits of
the exclusion and the tax credit for different expenses.
Stepchild adoptions are not eligible for either benefit.
Both of the current tax benefits expire at the end of
2001, except for the tax credit for expenses associated
with special needs adoptions, which is permanent.

90. Employer-provided meals and lodging.—Em-
ployer-provided meals and lodging are excluded from
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an employee’s gross income even though the employer’s
costs for these items are a deductible business expense.

91. Child credit.—Taxpayers with children under
age 17 can qualify for a $500 child credit. The credit
is phased out for taxpayers at the rate of $50 per
$1,000 of modified AGI above $110,000 ($75,000 for
singles). The child credit is refundable for taxpayers
with three or more children.

92. Child and dependent care expenses.—Married
couples with child and dependent care expenses may
claim a tax credit when one spouse works full time
and the other works at least part time or goes to school.
The credit may also be claimed by single parents and
by divorced or separated parents who have custody of
children. Expenditures up to a maximum $2,400 for
one dependent and $4,800 for two or more dependents
are eligible for the credit. The credit is equal to 30
percent of qualified expenditures for taxpayers with in-
comes of $10,000 or less. The credit is reduced to a
minimum of 20 percent by one percentage point for
each $2,000 of income between $10,000 and $28,000.

93. Disabled access expenditure credit.—Small
businesses (less than $1 million in gross receipts or
fewer than 31 full-time employees) can claim a 50-per-
cent credit for expenditures in excess of $250 to remove
access barriers for disabled persons. The credit is lim-
ited to $5,000.

94. Charitable contributions, other than edu-
cation and health.—Taxpayers may deduct contribu-
tions to charitable, religious, and certain other non-
profit organizations. Taxpayers who donate capital as-
sets to charitable organizations can deduct the assets’
current value without being taxed on any appreciation
in value. An individual’s total charitable contribution
generally may not exceed 50 percent of adjusted gross
income; a corporation’s total charitable contributions
generally may not exceed 10 percent of pre-tax income.

95. Foster care payments.—Foster parents provide
a home and care for children who are wards of the
State, under contract with the State. Compensation re-
ceived for this service is excluded from the gross in-
comes of foster parents; the expenses they incur are
nondeductible.

96. Parsonage allowances.—The value of a min-
ister’s housing allowance and the rental value of par-
sonages are not included in a minister’s taxable income.

Health

97. Employer-paid medical insurance and ex-
penses.—Employer-paid health insurance premiums
and other medical expenses (including long-term care)
are deducted as a business expense by employers, but
they are not included in employee gross income. The
self-employed also may deduct part of their family
health insurance premiums.

98. Self-employed medical insurance pre-
miums.—Self-employed taxpayers may deduct a per-
centage of their family health insurance premiums.
Taxpayers without self-employment income are not eli-
gible for the special percentage deduction. The deduct-

ible percentage is 60 percent in 2000 and 2001, 70
percent in 2002, and 100 percent in 2003 and there-
after.

99. Workers compensation insurance pre-
miums.—Workers compensation insurance premiums
are paid by employers and deducted as a business ex-
pense, but the premiums are not included in employee
gross income.

100. Medical savings accounts.—Some employees
may deduct annual contributions to a medical savings
account (MSA); employer contributions to MSAs (except
those made through cafeteria plans) for qualified em-
ployees are also excluded from income. An employee
may contribute to an MSA in a given year only if the
employer does not contribute to the MSA in that year.
MSAs are only available to self-employed individuals
or employees covered under an employer-sponsored high
deductible health plan of a small employer. The max-
imum annual MSA contribution is 75 percent of the
deductible under the high deductible plan for family
coverage (65 percent for individual coverage). Earnings
from MSAs are excluded from taxable income. Distribu-
tions from an MSA for medical expenses are not tax-
able. The number of taxpayers who may benefit annu-
ally from MSAs is generally limited to 750,000. No
new MSAs may be established after December 31, 2002.
The Community Renewal Tax Relief Act of 2000 ex-
tended the expiration date from December 31, 2000
to December 31, 2002.

101. Medical care expenses.—Personal expendi-
tures for medical care (including the costs of prescrip-
tion drugs) exceeding 7.5 percent of the taxpayer’s ad-
justed gross income are deductible.

102. Hospital construction bonds.—Interest earned
on State and local government debt issued to finance
hospital construction is excluded from income subject
to tax.

103. Charitable contributions to health institu-
tions.—Individuals and corporations may deduct con-
tributions to nonprofit health institutions. Tax expendi-
tures resulting from the deductibility of contributions
to other charitable institutions are listed under the edu-
cation, training, employment, and social services func-
tion.

104. Orphan drugs.—Drug firms can claim a tax
credit of 50 percent of the costs for clinical testing re-
quired by the Food and Drug Administration for drugs
that treat rare physical conditions or rare diseases.

105. Blue Cross and Blue Shield.—Blue Cross and
Blue Shield health insurance providers in existence on
August 16, 1986 and certain other nonprofit health in-
surers are provided exceptions from otherwise applica-
ble insurance company income tax accounting rules that
substantially reduce (or even eliminate) their tax liabil-
ities.

Income Security

106. Railroad retirement benefits.—Railroad re-
tirement benefits are not generally subject to the in-
come tax unless the recipient’s gross income reaches
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a certain threshold. The threshold is discussed more
fully under the social security function.

107. Workers’ compensation benefits.—Workers
compensation provides payments to disabled workers.
These benefits, although income to the recipients, are
not subject to the income tax.

108. Public assistance benefits.—Public assistance
benefits are excluded from tax. The normal tax method
considers cash transfers from the government as tax-
able and, thus, treats the exclusion for public assistance
benefits as a tax expenditure.

109. Special benefits for disabled coal miners.—
Disability payments to former coal miners out of the
Black Lung Trust Fund, although income to the recipi-
ent, are not subject to the income tax.

110. Military disability pensions.—Most of the
military pension income received by current disabled
retired veterans is excluded from their income subject
to tax.

111. Employer-provided pension contributions
and earnings.—Certain employer contributions to pen-
sion plans are excluded from an employee’s gross in-
come even though the employer can deduct the con-
tributions. In addition, the tax on the investment in-
come earned by the pension plans is deferred until the
money is withdrawn.

112. 401(k) plans and Individual Retirement Ac-
counts.—Individual taxpayers can take advantage of
several different tax-preferenced retirement plans: de-
ductible IRAs, non-deductible IRAs, Roth IRAs, and
401(k) plans (and 401(k)-type plans like 403(b) plans
and the federal government’s Thrift Savings Plan).

In 2000, an employee could exclude up to $10,500
(indexed) of wages from AGI under a qualified arrange-
ment with an employer’s 401(k). In 2000, employees
can annually contribute to a deductible TRA up to
$2,000 (or 100 percent of compensation, if less) or
$4,000 on a joint return with only one working spouse
if: (a) neither the individual nor spouse is an active
participant in an employer-provided retirement plan,
or (b) their AGI is below $52,000 ($32,000 for singles).
The AGI limit increases annually until it reaches
$80,000 in 2007 ($50,000 in 2005 for singles). In 2000,
the IRA deduction is phased out for taxpayers with
AGI between $52,000 and $62,000 ($32,000 and $42,000
for singles). The phase-out range increases annually
until it reaches $80,000 to $100,000 in 2007 ($50,000
to $60,000 in 2005 for singles). Taxpayers whose AGI
is above the start of the IRA phase-out range or who
are active participants in an employer-provided retire-
ment plan can contribute to a non-deductible IRA. The
tax on the investment income earned by 401(k) plans,
non-deductible IRAs, and deductible IRAs is deferred
until the money is withdrawn.

An employed taxpayer can make a non-deductible
contribution of up to $2,000 (a non-employed spouse
can also contribute up to $2,000 if a joint return is
filed) to a Roth IRA. Investment income of a Roth IRA
is not taxed when earned. Withdrawals from a Roth
IRA are tax free if (1) the Roth IRA was opened at

least 5 years before the withdrawal, and (2) the tax-
payer either (a) is at least 59Y%, (b) dies, (c) is disabled,
or (d) purchases a first-time house. The maximum con-
tribution to a Roth IRA is phased out for taxpayers
with AGI between $150,000 and $160,000 ($95,000 and
$110,000 for singles). Total annual contributions to a
taxpayer’s deductible, non-deductible, and Roth IRAs
cannot exceed $2,000 ($4,000 for joints).

113. Keogh plans.—Self-employed individuals can
make deductible contributions to their own retirement
(Keogh) plans equal to 25 percent of their income, up
to a maximum of $30,000 per year. In addition, the
tax on the investment income earned by Keogh plans
is deferred until the money is withdrawn.

114. Employer-provided life insurance benefits.—
Employer-provided life insurance benefits are excluded
from an employee’s gross income even though the em-
ployer’s costs for the insurance are a deductible busi-
ness expense.

115. Employer-provided accident and disability
benefits.—Employer-provided accident and disability
benefits are excluded from an employee’s gross income
even though the employer’s costs for the benefits are
a deductible business expense.

116. Employer-provided supplementary unem-
ployment benefits.—Employer-provided supple-
mentary unemployment benefits are excluded from an
employee’s gross income even though the employer’s
costs for the benefits are a deductible business expense.

117. Employer Stock Ownership Plan (ESOP)
provisions.—ESOPs are a special type of tax-exempt
employee benefit plan. Employer-paid contributions (the
value of stock issued to the ESOP) are deductible by
the employer as part of employee compensation costs.
They are not included in the employees’ gross income
for tax purposes, however, until they are paid out as
benefits. The following special income tax provisions
for ESOPs are intended to increase ownership of cor-
porations by their employees: (1) annual employer con-
tributions are subject to less restrictive limitations; (2)
ESOPs may borrow to purchase employer stock, guar-
anteed by their agreement with the employer that the
debt will be serviced by his payment (deductible by
him) of a portion of wages (excludable by the employ-
ees) to service the loan; (3) employees who sell appre-
ciated company stock to the ESOP may defer any taxes
due until they withdraw benefits; and (4) dividends
paid to ESOP-held stock are deductible by the em-
ployer.

118. Additional deduction for the blind.—Tax-
payers who are blind may take an additional $1,000
standard deduction if single, or $800 if married.

119. Additional deduction for the elderly.—Tax-
payers who are 65 years or older may take an addi-
tional $1,000 standard deduction if single, or $800 if
married.

120. Tax credit for the elderly and disabled.—
Individuals who are 65 years of age or older, or who
are permanently disabled, can take a tax credit equal
to 15 percent of the sum of their earned and retirement
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income. Income is limited to no more than $5,000 for
single individuals or married couples filing a joint re-
turn where only one spouse is 65 years of age or older,
and up to $7,500 for joint returns where both spouses
are 65 years of age or older. These limits are reduced
by one-half of the taxpayer’s adjusted gross income over
$7,500 for single individuals and $10,000 for married
couples filing a joint return.

121. Casualty losses.—Neither the purchase of prop-
erty nor insurance premiums to protect its value are
deductible as costs of earning income; therefore, reim-
bursement for insured loss of such property is not re-
portable as a part of gross income. Taxpayers, however,
may deduct uninsured casualty and theft losses of more
than $100 each, but only to the extent that total losses
during the year exceed 10 percent of AGI.

122. Earned income tax credit (EITC).—The EITC
may be claimed by low income workers. For a family
with one qualifying child, the credit is 34 percent of
the first $6,920 of earned income in 2000. The credit
is 40 percent of the first $9,720 of income for a family
with two or more qualifying children. When the tax-
payer’s income exceeds $12,690, the credit is phased
out at the rate of 15.98 percent (21.06 percent if two
or more qualifying children are present). It is com-
pletely phased out at $27,413 of modified adjusted gross
income ($31,152 if two or more qualifying children are
present).

The credit may also be claimed by workers who do
not have children living with them. Qualifying workers
must be at least age 25 and may not be claimed as
a dependent on another taxpayer’s return. The credit
is not available to workers age 65 or older. In 2000,
the credit is 7.65 percent of the first $4,610 of earned
income. When the taxpayer’s income exceeds $5,770,
the credit is phased out at the rate of 7.65 percent.
It is completely phased out at $10,380 of modified ad-
justed gross income.

For workers with or without children, the income
level at which the credit’s phase-outs begin and the
maximum amounts of income on which the credit can
be taken are adjusted for inflation. Earned income tax
credits in excess of tax liabilities owed through the
individual income tax system are refundable to individ-
uals. This portion of the credit is shown as an outlay,
while the amount that offsets tax liabilities is shown
as a tax expenditure.

Social Security

123. Social Security benefits for retired work-
ers.—Social security benefits that exceed the bene-
ficiary’s contributions out of taxed income are deferred
employee compensation and the deferral of tax on that
compensation is a tax expenditure. These additional
retirement benefits are paid for partly by employers’
contributions that were not included in employees’ tax-
able compensation. Portions (reaching as much as 85
percent) of recipients’ social security and tier 1 railroad
retirement benefits are included in the income tax base,
however, if the recipient’s provisional income exceeds

certain base amounts. Provisional income is equal to
adjusted gross income plus foreign or U.S. possession
income and tax-exempt interest, and one half of social
security and tier 1 railroad retirement benefits. The
tax expenditure is limited to the portion of the benefits
received by taxpayers who are below the base amounts
at which 85 percent of the benefits are taxable.

124. Social Security benefits for the disabled.—
Benefit payments from the Social Security Trust Fund,
for disability and for dependents and survivors, are ex-
cluded from a beneficiary’s gross incomes.

125. Social Security benefits for dependents and
survivors.—Benefit payments from the Social Security
Trust Fund for dependents and survivors are excluded
from a beneficiary’s gross income.

Veterans Benefits and Services

126. Veterans death benefits and disability com-
pensation.—All compensation due to death or dis-
ability paid by the Veterans Administration is excluded
from taxable income.

127. Veterans pension payments.—Pension pay-
ments made by the Veterans Administration are ex-
cluded from gross income.

128. G.I. Bill benefits.—G.I. Bill benefits paid by
the Veterans Administration are excluded from gross
income.

129. Tax-exempt mortgage bonds for veterans.—
Interest earned on general obligation bonds issued by
State and local governments to finance housing for vet-
erans is excluded from taxable income. The issuance
of such bonds is limited, however, to five pre-existing
State programs and to amounts based upon previous
volume levels for the period January 1, 1979 to June
22, 1984. Furthermore, future issues are limited to vet-
erans who served on active duty before 1977.

General Government

130. Public purpose State and local bonds.—In-
terest earned on State and local government bonds
issued to finance public-purpose construction (e.g.,
schools, roads, sewers), equipment acquisition, and
other public purposes is tax-exempt. Interest on bonds
issued by Indian tribal governments for essential gov-
ernmental purposes is also tax-exempt.

131. Deductibility of certain nonbusiness State
and local taxes.—Taxpayers may deduct State and
local income taxes and property taxes even though
these taxes primarily pay for services that, if purchased
directly by taxpayers, would not be deductible.

132. Business income earned in U.S. posses-
sions.—U.S. corporations operating in a U.S. possession
(e.g., Puerto Rico) can claim a credit against some or
all of their U.S. tax liability on possession business
income. The credit expires December 31, 2005.

Interest

133. U.S. savings bonds.—Taxpayers may defer pay-
ing tax on interest earned on U.S. savings bonds until
the bonds are redeemed.
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TAX EXPENDITURES IN THE UNIFIED TRANSFER TAX

Exceptions to the general terms of the Federal unified
transfer tax favor particular transferees or dispositions
of transferors, similar to Federal direct expenditure or
loan programs. The transfer tax provisions identified
as tax expenditures satisfy the reference law criteria
for inclusion in the tax expenditure budget that were
described above. There is no generally accepted normal
tax baseline for transfer taxes.

Unified Transfer Tax Reference Rules

The reference tax rules for the unified transfer tax
from which departures represent tax expenditures in-
clude:

o Definition of the taxpaying unit. The payment of
the tax is the liability of the transferor whether
the transfer of cash or property was made by gift
or bequest.

o Definition of the tax base. The base for the tax
is the transferor’s cumulative, taxable lifetime
gifts made plus the net estate at death. Gifts in
the tax base are all annual transfers in excess
of $10,000 (indexed) to any donee except the do-
nor’s spouse. Excluded are, however, payments on
behalf of family members’ educational and medical
expenses, as well as the cost of ceremonial gath-
erings and celebrations that are not in honor of
the donor.

e Property valuation. In general, property is valued
at its fair market value at the time it is trans-
ferred. This is not necessarily the case in the valu-
ation of property for transfer tax purposes. Execu-
tors of estates are provided the option to value
assets at the time of the testator’s death or up
to six months later.

o Tax rate schedule. A single graduated tax rate
schedule applies to all taxable transfers. This is
reflected in the name of the “unified transfer tax”
that has replaced the former separate gift and
estate taxes. The tax rates vary from 18 percent
on the first $10,000 of aggregate taxable transfers,
to 55 percent on amounts exceeding $3 million.
A lifetime credit is provided against the tax in
determining the final amount of transfer taxes
that are due and payable. For decedents dying
in 2000, this credit allows each taxpayer to make
a $675,000 tax-free transfer of assets that other-
wise would be liable to the unified transfer tax.
This figure is scheduled to increase in steps to
$1 million in 2006. 6

o Time when tax is due and payable. Donors are
required to pay the tax annually as gifts are
made. The generation-skipping transfer tax is pay-
able by the donees whenever they accede to the
gift. The net estate tax liability is due and payable

6An additional tax, at a flat rate of 55 percent, is imposed on lifetime, generation-
skipping transfers in excess of $1 million (indexed). It is considered a generation-skipping
transfer whenever the transferee is at least two generations younger than the transferor,
as it would be in the case of transfers to grandchildren or great-grandchildren. The liability
of this tax is on the recipients of the transfer.

within nine months after the decedent’s death.
The Internal Revenue Service may grant an exten-
sion of up to 10 years for a reasonable cause.
Interest is charged on the unpaid tax liability at
a rate equal to the cost of Federal short-term bor-
rowing, plus three percentage points.

Tax Expenditures by Function

The estimates of tax expenditures in the Federal uni-
fied transfer tax for fiscal years 2000-2006 are dis-
played by functional category in Table 5-6. Outlay
equivalent estimates are similar to revenue loss esti-
mates for transfer tax expenditures and, therefore, are
not shown separately. A description of the provisions
follows.

Natural Resources and Environment

1. Donations of conservation easements.—Be-
quests of property and easements (in perpetuity) for
conservation purposes can be excluded from taxable es-
tates. Use of the property and easements must be re-
stricted to at least one of the following purposes: out-
door recreation or scenic enjoyment for the general pub-
lic; protection of the natural habitats of fish, wildlife,
plants, etc.; and preservation of historic land areas and
structures. Conservation gifts are similarly excluded
from the gift tax. Up to 40 percent of the value of
land subject to certain conservation easements may be
excluded from taxable estates; the maximum amount
of the exclusion is $300,000 in 2000 and increases to
$400,000 in 2001 and to $500,000 in 2002.

Agriculture

2. Special-use valuation of farms.—In 2000, up
to $750,000 (indexed) in farmland owned and operated
by a decedent and/or a member of the family may be
valued for estate tax purposes on the basis of its “con-
tinued use” as farmland if: (1) the value of the farmland
is at least 25 percent of the gross estate; (2) the entire
value of all farm property is at least 50 percent of
the gross estate; and (3) family heirs to the farm agree
to continue to operate the property as a farm for at
least 10 years.

3. Tax deferral of closely held farms.—The tax
on a decedent’s farm can be deferred for up to 14 years
if the value of the farm is at least 35 percent of the
gross estate. For the first 4 years of deferral, no tax
need be paid. During the last 10 years of deferral, the
tax liability must be paid in equal annual installments.
Throughout the 14-year period, interest is charged. A
2-percent interest rate (non-deductible) is applied to the
first $1 million (indexed) of deferred taxable value.

Commerce and Housing

4. Special-use valuation of closely-held busi-
nesses.—The special-use valuation rule available for
family farms is also available for nonfarm family busi-
nesses. To be eligible for the special-use valuation, the
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same three conditions previously described must be
met.

5. Tax deferral of closely-held businesses.—The
tax-deferral rule available for family farms is also avail-
able for nonfarm family businesses. To be eligible for
the tax deferral, the value of stock in closely-held cor-
porations must exceed 35 percent of the decedent’s
gross estate, less debt and funeral expenses.

6. Exclusion for family-owned businesses.—Cer-
tain family-owned businesses that are bequeathed to
qualified heirs can be excluded from taxable estates.
The exclusion cannot exceed $675,000. The combined
value of the exclusion and the exemption value of the
unified credit cannot exceed $1.3 million. The exclusion
is recaptured if certain conditions are not maintained
for 10 years.

Education, Training, Employment, and Social
Services

7. Charitable contributions to educational insti-
tutions.—Bequests to educational institutions can be
deducted under the estate tax.

8. Charitable contributions, other than edu-
cation and health.—Bequests to charitable, religious,
and certain other nonprofit organizations can be de-
ducted under the estate tax.

Health

9. Charitable contributions to health institu-
tions.—Bequests to health institutions can be deducted
under the estate tax.

General Government

10. State and local death taxes.—A credit against
the Federal estate tax is allowed for State taxes on
bequests. The amount of this credit is determined by
a rate schedule that reaches a maximum of 16 percent
of the taxable estate in excess of $60,000.
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Table 5-6. ESTIMATES FOR TAX EXPENDITURES IN THE FEDERAL UNIFIED TRANSFER TAX

(In millions of dollars)

Description 2000 2001 2002 2003 2004 2005 2006 2002-2006
Natural Resources and Environment:

1 Donations of conservation aSeMENLS ..........ccocreereureeneereneineinenensnsnseiiees | evenennnnes | cevveeneneins | eeveieeieens 10 10 10 20 50
Agriculture:

2 Special use valuation of farm real property 110 110 120 120 130 130 130 630

3 Tax deferral of closely held farms ... | e | e 10 10 20 20 30 90
Commerce:

4 Special use valuation of real property used in closely held businesses ..... 10 10 10 10 10 10 10 50

5 Tax deferral of closely held business -20 30 60 80 100 130 140 510

6 Exclusion for family owned businesses 130 140 150 160 170 170 170 820
Education, training, employment, and social services:

7 Deduction for charitable contributions (education) .... 780 880 960 990 1,030 1,060 1,100 5,140

8 Deduction for charitable contributions (other than education and health) ... 2,300 2,600 2,830 2,930 3,050 3,120 3,260 | 15,190
Health:

9 Deduction for charitable contributions (health) .........c.cccocneenenniniininciininens 700 800 870 900 930 960 1,000 4,660
General government:

10 Credit for State death taXes .........ccvmermenirerrcne s 6,420 6,720 7,030 7,340 7,660 8,000 8,350 | 38,380
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6. FEDERAL INVESTMENT SPENDING AND CAPITAL BUDGETING

Investment spending is spending that yields long-
term benefits. Its purpose may be to improve the effi-
ciency of internal Federal agency operations or to in-
crease the Nation’s overall stock of capital for economic
growth. The spending can be direct Federal spending
or grants to State and local governments. It can be
for physical capital, which yields a stream of services
over a period of years, or for research and development
or education and training, which are intangible but also
increase income in the future or provide other long-
term benefits.

Most presentations in the Federal budget combine
investment spending with spending for current use.
This chapter focuses solely on Federal and federally
financed investment. These investments are discussed
in the following sections:

¢ a description of the size and composition of Fed-
eral investment spending;

¢ a discussion of capital assets used to provide Fed-
eral services, and efforts to improve planning and
budgeting for these assets. An Appendix to Part
II presents the “Principles of Budgeting for Cap-
ital Asset Acquisitions,” which are being used to

guide the analysis of Executive Branch requests
for spending for capital assets;

e a presentation of trends in the stock of federally
financed physical capital, research and develop-
ment, and education;

e alternative capital budget and capital expenditure
presentations; and

e projections of Federal physical capital outlays and
recent assessments of public civilian capital needs,
as required by the Federal Capital Investment
Program Information Act of 1984.

In all of the following presentations, Department of
Defense projections for 2002 and beyond represent esti-
mates based on historical program and spending levels.
The most notable exceptions are the inclusion in these
estimates of $2.6 billion for a new research and develop-
ment initiative and $400 million for a housing initia-
tive, both proposed for 2002. All other projections, be-
ginning in 2002, are subject to change as a result of
the Defense Strategy Review now underway. Further
information on Department of Defense projections can
be found in Chapter 7, “Research and Development
Funding,” in this volume, and in the National Defense
chapter in the main Budget volume.

Part I: DESCRIPTION OF FEDERAL INVESTMENT

For more than fifty years, the Federal budget has
included a chapter on Federal investment—defined as
those outlays that yield long-term benefits—separately
from outlays for current use. Again this year the discus-
sion of the composition of investment includes estimates
of budget authority as well as outlays and extends
these estimates four years beyond the budget year, to
2006.

The classification of spending between investment
and current outlays is a matter of judgment. The budg-
et has historically employed a relatively broad classi-
fication, including physical investment, research, devel-
opment, education, and training. The budget further
classifies investments into those that are grants to
State and local governments, such as grants for high-
ways or for elementary and secondary education, and
all other investments, called “direct Federal programs,”
in this analysis. This “direct Federal” category consists
primarily of spending for assets owned by the Federal
Government, such as defense weapons systems and gen-
eral purpose office buildings, but also includes grants
to private organizations and individuals for investment,
such as capital grants to Amtrak or higher education
loans directly to individuals.

Presentations for particular purposes could adopt dif-
ferent definitions of investment:

e To suit the purposes of a traditional balance sheet,
investment might include only those physical as-
sets owned by the Federal Government, excluding
capital financed through grants and intangible as-
sets such as research and education.

¢ Focusing on the role of investment in improving
national productivity and enhancing economic
growth would exclude items such as national de-
fense assets, the direct benefits of which enhance
national security rather than economic growth.

e Concern with the efficiency of Federal operations
would confine the coverage to investments that
reduce costs or improve the effectiveness of inter-
nal Federal agency operations, such as computer
systems.

e A “social investment” perspective might broaden
the coverage of investment beyond what is in-
cluded in this chapter to encompass programs
such as childhood immunization, maternal health,
certain nutrition programs, and substance abuse
treatment, which are designed in part to prevent
more costly health problems in future years.

The relatively broad definition of investment used
in this section provides consistency over time—histor-
ical figures on investment outlays back to 1940 can
be found in the separate Historical Tables volume. The
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detailed tables at the end of this section allow
disaggregation of the data to focus on those investment
outlays that best suit a particular purpose.

In addition to this basic issue of definition, there
are two technical problems in the classification of in-
vestment data, involving the treatment of grants to
State and local governments and the classification of
spending that could be shown in more than one cat-
egory.

First, for some grants to State and local governments
it is the recipient jurisdiction, not the Federal Govern-
ment, that ultimately determines whether the money
is used to finance investment or current purposes. This
analysis classifies all of the outlays in the category
where the recipient jurisdictions are expected to spend
most of the money. Hence, the community development
block grants are classified as physical investment, al-
though some may be spent for current purposes. Gen-
eral purpose fiscal assistance is classified as current
spending, although some may be spent by recipient ju-
risdictions on physical investment.

Second, some spending could be classified in more
than one category of investment. For example, outlays
for construction of research facilities finance the acqui-

sition of physical assets, but they also contribute to
research and development. To avoid double counting,
the outlays are classified in the category that is most
commonly recognized as investment. Consequently out-
lays for the conduct of research and development do
not include outlays for research facilities, because these
outlays are included in the category for physical invest-
ment. Similarly, physical investment and research and
development related to education and training are in-
cluded in the categories of physical assets and the con-
duct of research and development.

When direct loans and loan guarantees are used to
fund investment, the subsidy value is included as in-
vestment. The subsidies are classified according to their
program purpose, such as construction, education and
training, or non-investment outlays. For more informa-
tion about the treatment of Federal credit programs,
refer to Chapter 25, “Budget System and Concepts and
Glossary.”

This section presents spending for gross investment,
without adjusting for depreciation. A subsequent sec-
tion discusses depreciation, shows investment both
gross and net of depreciation, and displays net capital
stocks.

Composition of Federal Investment OQutlays

Major Federal Investment

The composition of major Federal investment outlays
is summarized in Table 6-1. They include major public
physical investment, the conduct of research and devel-
opment, and the conduct of education and training. De-
fense and nondefense investment outlays were $253.6
billion in 2000. They are estimated to increase to $270.8
billion in 2001 and, subject to the Defense Strategic
Review mentioned in the introduction to this chapter,
are projected to increase further to $298.5 billion in
2002. Major Federal investment outlays will comprise
an estimated 15.2 percent of total Federal outlays in
2002 and 2.7 percent of the Nation’s gross domestic
product (GDP). Greater detail on Federal investment
is available in Tables 6-2 and 6-3 at the end of this
Part. Those tables include both budget authority and
outlays.

Physical investment.—Outlays for major public phys-
ical capital investment (hereafter referred to as physical
investment outlays) are estimated to be $145.7 billion
in 2002. Physical investment outlays are for construc-
tion and rehabilitation, the purchase of major equip-
ment, and the purchase or sale of land and structures.
More than three-fifths of these outlays are for direct
physical investment by the Federal Government, with
the remaining being grants to State and local govern-
ments for physical investment.

Direct physical investment outlays by the Federal
Government are primarily for national defense. Defense
outlays for physical investment were $56.1 billion in
2000 and are estimated to increase to $58.1 billion in
2001 and $62.3 billion in 2002. Almost all of these
outlays, or an estimated $57.1 billion in 2002, are for

the procurement of weapons and other defense equip-
ment, and the remainder is primarily for construction
on military bases, family housing for military per-
sonnel, and Department of Energy defense facilities.

Outlays for direct physical investment for nondefense
purposes are estimated to be $27.1 billion in 2002.
These outlays include $16.3 billion for construction and
rehabilitation. This amount includes funds for water,
power, and natural resources projects of the Corps of
Engineers, the Bureau of Reclamation within the De-
partment of the Interior, the Tennessee Valley Author-
ity, and the power administrations in the Department
of Energy; construction and rehabilitation of veterans
hospitals and Postal Service facilities; facilities for
space and science programs, and Indian Health Service
hospitals and clinics. Outlays for the acquisition of
major equipment are estimated to be $10.3 billion in
2002. The largest amounts are for the air traffic control
system. For the purchase or sale of land and structures,
disbursements are estimated to exceed collections by
$0.4 billion in 2002. These purchases are largely for
buildings and land for parks and other recreation pur-
poses.

Grants to State and local governments for physical
investment are estimated to be $56.3 billion in 2002.
Almost two-thirds of these outlays, or $37.4 billion, are
to assist States and localities with transportation infra-
structure, primarily highways. Other major grants for
physical investment fund sewage treatment plants,
community development, and public housing.

Conduct of research and development.—Outlays for
the conduct of research and development are estimated
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Table 6-1. COMPOSITION OF FEDERAL INVESTMENT OUTLAYS
(In billions of dollars)
2000 Estimate
Actual 2001 2002
Federal Investment
Major public physical capital investment:
Direct Federal:
NGtiONAl AEIENSE ....ouvererircricriei ettt 56.1 58.1 62.3
NONAEIENSE ...t 25.4 26.6 27.1
Subtotal, direct major public physical capital investment ..........cccccconeinineiennnn. 81.5 84.8 89.4
Grants to State and local gOVErNMENLS ... 48.7 52.9 56.3
Subtotal, major public physical capital INVESIMENL .........covvveirereriirireerieereceenene 130.2 137.7 145.7
Conduct of research and development:
NatONAl AEIENSE ......oorverrirerereee e 41.0 41.6 46.8
NONAEIENSE ... s 32.9 36.8 40.4
Subtotal, conduct of research and development ..........c..cocmeeeienrirniineineeneieneens 73.9 78.4 87.2
Conduct of education and training:
Grants to State and local governments 31.4 35.2 39.4
DireCt FEderal ..o 18.0 19.6 26.2
Subtotal, conduct of education and raining ...........cccoeeereerernreneeeseireerneeeens 49.5 54.8 65.6
Major Federal investment outlays ... 253.6 270.8 298.5
MEMORANDUM
Major Federal investment outlays:
National AEfENSE .......cvuieiirciiie s 97.1 99.7 109.2
NONGEIBNSE ...t 156.4 171.1 189.3
Total, major Federal iNVeStMENt OUHIAYS .........ccveervmreeerierirernreneeeeiseeeereeeeeeees 253.6 270.8 298.5
Miscellaneous physical investments:
ComMOUity INVENOMES ....ceueeereurecireiireieciseiseeie bbbt = 0.3 -0.4
Other physical iNVESIMENt (AIrECE) ........couvvereereirirircrireirereeeeeie s 2.8 3.7 3.6
Total, miscellaneous physical iNVESIMENT ..o 2.8 4.0 3.2
Total, Federal investment outlays, including miscellaneous physical investment ....... 256.3 274.8 301.7

to be $87.2 billion in 2002. These outlays are devoted
to increasing basic scientific knowledge and promoting
research and development. They increase the Nation’s
security, improve the productivity of capital and labor
for both public and private purposes, and enhance the
quality of life. More than half of these outlays, an esti-
mated $46.8 billion in 2002, are for national defense.
Physical investment for research and development fa-
cilities and equipment is included in the physical in-
vestment category.

Nondefense outlays for the conduct of research and
development are estimated to be $40.4 billion in 2002.
This is largely for the space programs, the National
Science Foundation, the National Institutes of Health,
and research for nuclear and non-nuclear energy pro-
grams.

Conduct of education and training.—QOutlays for the
conduct of education and training are estimated to be
$65.6 billion in 2002. These outlays add to the stock
of human capital by developing a more skilled and pro-
ductive labor force. Grants to State and local govern-
ments for this category are estimated to be $39.4 billion
in 2002, three-fifths of the total. They include education

programs for the disadvantaged and the handicapped,
vocational and adult education programs, training pro-
grams in the Department of Labor, and Head Start.
Direct Federal education and training outlays are esti-
mated to be $26.2 billion in 2002. Programs in this
category are primarily aid for higher education through
student financial assistance, loan subsidies, the vet-
erans GI bill, and health training programs.

This category does not include outlays for education
and training of Federal civilian and military employees.
Outlays for education and training that are for physical
investment and for research and development are in
the categories for physical investment and the conduct
of research and development.

Miscellaneous Physical Investment Outlays

In addition to the categories of major Federal invest-
ment, several miscellaneous categories of investment
outlays are shown at the bottom of Table 6-1. These
items, all for physical investment, are generally unre-
lated to improving Government operations or enhancing
economic activity.
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Outlays for commodity inventories are for the pur-
chase or sale of agricultural products pursuant to farm
price support programs and the purchase and sale of
other commodities such as oil and gas. Sales are esti-
mated to exceed purchases by $0.4 billion in 2002.

Outlays for other miscellaneous physical investment
are estimated to be $3.6 billion in 2002. This category
includes primarily conservation programs. These are
entirely direct Federal outlays.

Detailed Tables on Investment Spending

This section provides data on budget authority as
well as outlays for major Federal investment. These

estimates extend four years beyond the budget year
to 2006. Table 6-2 displays budget authority (BA) and
outlays (O) by major programs according to defense
and nondefense categories. The greatest level of detail
appears in Table 6-3, which shows budget authority
and outlays divided according to grants to State and
local governments and direct Federal spending. Mis-
cellaneous investment is not included in these tables
because it is generally unrelated to improving Govern-
ment operations or enhancing economic activity.
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Table 6-2. FEDERAL INVESTMENT BUDGET AUTHORITY AND OUTLAYS: DEFENSE AND NONDEFENSE PROGRAMS

(in millions of dollars)

Estimate
Description /f(?tggl
2001 2002 2003 2004 2005 2006
NATIONAL DEFENSE

Major public physical investment:
Construction and rehabilitation ............c.ccoeverveerreeieceee s BA 5,596 5,043 5,843 6,022 6,186 6,356 6,529
0 4713 4,925 5113 5,181 5,360 5,580 5,694
Acquisition 0f Major EQUIPMENL ........vvueerrrmrricrieireereieeeeresesereseseseeeeees BA 54,573 62,496 60,147 62,026 63,747 65,528 67,353
0 51,388 53,205 57,239 57,540 59,592 62,167 63,423
Purchase or sale of land and StrUCIUIES ........cccvvveerrerrerreireereireisessiseeneens BA -45 =20 -19 -41 -41 -42 -42
0 -45 -20 -19 -40 -4 -42 —42
Subtotal, major public physical INVESIMENt .........cccccveveuvererireininine BA 60,124 67,519 65,971 68,007 69,892 71,842 73,840
0 56,056 58,110 62,333 62,681 64,911 67,705 69,075
Conduct of research and development ...........ocveieeuneireeneenneenseneierneiens BA 42,326 44,484 48,289 49,769 51,133 52,544 53,991
0 41,050 41,596 46,850 47,145 48,803 50,850 51,883
Conduct of education and training (CIVilian) ..........cccocueeverevreeeneirneeneeniiisineis BA 10 9 9 11 11 12 12
0 8 9 15 17 18 18 19
Subtotal, national defense investment ... BA 102,460 112,012 114,269 117,787 121,036 124,398 127,843
0 97,114 99,715 109,198 109,843 113,732 118,573 120,977

NONDEFENSE

Major public physical investment:

Construction and rehabilitation:
HIGRWAYS ....cvoocieiiciieiet et BA 29,451 35,786 34,666 30,859 31,718 32,581 33,516
0 24,910 27,093 29,222 30,383 31,371 32,353 33,225
Mass tranSPOAtioN ..........cocrieriereeriirerneneeeieeseeee e sesees BA 7,108 5,979 6,453 7,163 7,358 7,557 7,770
0 5,100 5,222 5415 5,539 6,148 6,888 7,179
Rail transportation ..o BA 10 54 21 21 22 22 23
0 15 55 30 26 20 22 23
AIr tranSPOAtioN ..ot BA 2,872 2,637 2,985 3,416 3,505 3,596 3,689
0 1,637 2,185 2,788 3,120 3,327 3,466 3,595
Community development block grants ...........cccoeveverreinininineninenns BA 4,809 5113 4,802 4,909 5,019 5,130 5,245
0 4,955 4,940 5,044 4,979 4913 4,944 5,042
Other community and regional development ..........ccccveenirrinirerinen BA 1,552 2,246 1,732 1,762 1,797 1,831 1,865
0 1,368 1,781 1,774 1,800 1,857 1,832 1,808
Pollution control and abatement ............cccccveervereiieeiiceiceeieeeeees e BA 4,065 3,954 3,569 3,629 3,690 3,414 2,935
0 4,152 4,013 3,904 3,945 3,909 3,907 3,836
WALET FESOUICES ....cvrvrererciceretreieeseisesssesss s BA 3,281 3,717 3,053 3,125 3,191 3,274 3,340
0 3,634 3,692 3,455 3,373 3,394 3,442 3,333
HOUSING @SSISIANCE ..ot BA 6,892 7,324 6,624 6,771 6,922 7,076 7,235
0 7,169 7,904 7,989 7,804 7,587 7,590 7,634
ENEIGY oot e BA 1,152 1,179 1,315 1,230 1,316 1,316 1,318
0 1,151 1,177 1,318 1,232 1,318 1,318 1,319
Veterans hospitals and other health ... BA 1,269 1,444 1,684 1,785 1,821 1,861 1,902
0 1,548 1,407 1,650 1,727 1,819 1,862 1,909
POSAl SEIVICE ....vorveirceiireiecie ettt BA 1,231 825 858 1,331 983 1,114 1,048
0 1,500 935 975 1,025 1,083 1,068 1,083
GSA real property aCtVIIES ........covereereereinieeeereese e BA 766 1,173 1,489 1,459 1,532 1,598 1,634
0 956 1,027 1,175 1,432 1,944 2,153 2,139
Other Programs .......c.ccveieriimesineirneestisissess e BA 5,294 7,797 6,632 6,593 6,648 6,745 6,880
0 5,276 6,771 6,879 6,975 6,734 6,720 6,832
Subtotal, construction and rehabilitation .............ccccceeveereereeeeeerennnns BA 69,752 79,228 75,883 74,053 75,522 77,115 78,400
0 63,371 68,202 71,618 73,360 75,424 77,565 78,957

Acquisition of major equipment:
AIr HranSPOIALION .....cvuceeeereeseireesseeeeieieei et BA 1,979 2,546 2,836 2,901 2,966 3,032 3,100
0 2,060 2,005 2,302 2,523 2,704 2,940 3,006
POStAl SEIVICE ....eoieeiecirricieceeie e BA 676 778 493 900 1,000 675 675
0 592 735 749 821 1,204 1,021 848
OHNET ettt BA 6,418 6,801 6,996 6,930 7,014 7,131 7,263
0 6,420 6,813 7,339 7,049 7,223 7,381 7,510
Subtotal, acquisition of major equIPMENt .......cccovverreireeenreniereineis BA 9,073 10,125 10,325 10,731 10,980 10,838 11,038
0 9,072 9,553 10,390 10,393 11,131 11,342 11,364
Purchase or sale of land and StrUCIUIES .......cccovuvrerereireirirereseiseissineens BA 663 685 246 263 576 567 574
0 781 747 377 451 838 938 985
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Table 6-2. FEDERAL INVESTMENT BUDGET AUTHORITY AND OUTLAYS: DEFENSE AND NONDEFENSE PROGRAMS—Continued

(in millions of dollars)

Estimate
Description A2c0t?12|
2001 2002 2003 2004 2005 2006
Other physical asSets (Grants) .........oeeeeeerreereeneernerneeeeesseesesesessseesseeeees BA 950 1,247 1,437 1,470 1,497 1,531 1,556
0 873 1,051 962 992 1,135 1,077 1,112
Subtotal, major public physical investment .........c.ccocvnvininincrinenens BA 80,438 91,285 87,891 86,517 88,575 90,051 91,568
0 74,097 79,553 83,347 85,196 88,528 90,922 92,418
Conduct of research and development:
General science, space and technology .........ccccevrermireenieerenireninennns BA 10,513 11,666 11,676 12,653 13,396 13,885 14,333
0 10,103 10,746 11,549 12,072 13,052 13,593 14,081
ENEIGY oottt BA 1,066 1,429 1,174 1,180 1,359 1,405 1,467
0 1,265 1,401 1,195 1,264 1,307 1,383 1,419
TranSPOALION ......ovuvireirririeie ettt BA 1,586 1,650 1,665 1,569 1,607 1,608 1,645
0 1,440 1,467 1,657 1,785 1,653 1,682 1,697
HEAIN ..ottt BA 17,694 20,376 22,799 26,736 27,239 27,850 28,470
0 15,220 17,738 20,470 23,310 25,983 27,051 27,7113
Natural resources and €NVIONMENL ..........ccvveerrrerneeinerernereisiseeseeseesneseenes BA 1,944 2,055 1,995 2,041 2,084 2,130 2,179
0 1,687 1,835 1,782 1,804 1,822 1,846 1,885
All other research and development ..........cccoveemninieenessneineseseeseees BA 3,444 3,967 3,626 3,712 3,691 3,772 3,859
0 3,182 3,592 3,743 3,784 3,711 3,719 3,798
Subtotal, conduct of research and development ...........coucereeereuerenenne BA 36,247 41,143 42,935 47,891 49,376 50,650 51,953
0 32,897 36,779 40,396 44,019 47,528 49,274 50,593
Conduct of education and training:
Education, training, employment and social services:
Elementary, secondary, and vocational education ..........ccccoevereirennee BA 17,066 24,593 44,326 30,429 31,107 31,798 32,510
0 20,524 23,276 25,601 29,603 30,384 30,954 31,608
Higher education BA 11,859 10,954 16,715 16,832 17,422 18,054 18,701
0 10,137 9,622 15,626 16,325 16,605 17,278 17,982
Research and general education @ids ... BA 2,280 2,720 2,240 2,287 2,338 2,388 2,439
0 2,212 2,635 2,587 2,430 2,429 2,448 2,503
Training and employment ! BA 2,848 5,506 7,442 5,463 5,382 5,501 5,624
0 4,758 5,815 6,798 6,170 5,545 5,474 5,534
SOCIAl SBIVICES T ..ottt BA 6,703 9,478 11,218 10,258 10,511 10,772 11,041
0 7,616 8,237 9,422 9,831 10,105 10,357 10,611
Subtotal, education, training, and social SErViCes ..........cuuerneuns BA 40,756 53,251 81,941 65,269 66,760 68,513 70,315
0 45,247 49,585 60,034 64,359 65,068 66,511 68,238
Veterans education, training, and rehabilitation ...........ccccoevenercirincnens BA 1,663 2,314 2,397 2,467 2,549 2,653 2,788
0 1,694 2,293 2,400 2,476 2,559 2,680 2,807
HEAIN ..ot BA 1,099 1,407 1,216 1,370 1,395 1,424 1,455
0 962 1,173 1,248 1,267 1,360 1,402 1,430
Other education and traiNing ..........coeeeeeeneeneeneirserneeeeeseeesesesssseesseeeees BA 1,805 1,889 1,981 2,117 1,957 2,006 2,046
0 1,541 1,748 1,909 1,999 2,043 2,046 2,044
Subtotal, conduct of education and training .........c.ccoeereereerrerirerenenns BA 45,323 58,861 87,535 71,223 72,661 74,596 76,604
0 49,444 54,799 65,591 70,101 71,030 72,639 74,519
Subtotal, nondefense investment ... BA 162,008 191,289 218,361 205,631 210,612 215,297 220,125
0 156,438 171,131 189,334 199,316 207,086 212,835 217,530
Total, Federal investment ! ... s BA 264,468 303,301 332,630 323,418 331,648 339,695 347,968
0 253,552 270,846 298,532 309,159 320,818 331,408 338,507

1 Budget authority for several programs in this category and in the total does not reflect program level, since budget authority is distorted by the use of advance appropriations
in 2000, 2001 and 2002. Budget authority for 2002 is significantly overstated because of a one-time adjustment proposed by the Administration to reverse the misleading budget
practice of using advance appropriations simply to avoid spending limitations. For additional information on this issue, see Chapter 13, “Preview Report,” in this volume.
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Table 6-3. FEDERAL INVESTMENT BUDGET AUTHORITY AND OUTLAYS: GRANT AND DIRECT FEDERAL PROGRAMS

(in millions of dollars)

Estimate
Description /f(?tggl
2001 2002 2003 2004 2005 2006
GRANTS TO STATE AND LOCAL GOVERNMENTS
Major public physical investments:
Construction and rehabilitation:
HIGRWAYS ...ttt essassens BA 29,451 35,786 34,666 30,859 31,718 32,581 33,516
0 24,909 27,090 29,218 30,382 31,371 32,353 33,225
Mass tranSPOMAtION ........c..cerecereerreerrreierisee e BA 7,108 5,979 6,453 7,163 7,358 7,557 7,770
0 5,100 5,222 5,415 5,539 6,148 6,888 7,179
Rail transportation 0 7 T | e | e | e | e | e
Air transportation BA 2,799 2,623 2,969 3,400 3,488 3,579 3,672
0 1,578 2,173 2,764 3,103 3,311 3,448 3,577
Pollution control and abatement ...........cccceveveveeeiece e BA 2,907 2,851 2,466 2,501 2,538 2,235 1,730
0 2,700 2,719 2,766 2,817 2,780 2,783 2,694
Other natural resources and enviroNMENt ..........cc.veeeieveeneerreensunneneinns BA 49 52 28 29 29 30 31
0 67 68 79 52 47 41 42
Community development block grants ............ooceveenerneeeneenerinneeeneeonn. BA 4,809 5,113 4,722 4,827 4,935 5,045 5,158
0 4,955 4,940 5,036 4,927 4,836 4,861 4,957
Other community and regional development ............cccoveeeveenererneeenceenn. BA 1,222 1,651 1,278 1,305 1,336 1,366 1,396
0 1,077 1,347 1,367 1,378 1,349 1,336 1,315
HOUSING @SSISTANCE .....vucvucerieciriireireineiseisissises et es BA 6,864 7,290 6,590 6,736 6,886 7,040 7,198
0 7,160 7,875 7,955 7,772 7,554 7,556 7,598
Other CONSIIUCHION .......cuiecicieeieeieesie et BA 195 1,416 294 300 306 312 319
0 200 319 671 497 390 332 339
Subtotal, construction and rehabilitation .............ccccoeeeeveeeeeeeeieiennnn BA 55,404 62,761 59,466 57,120 58,594 59,745 60,790
0 47,753 51,760 55,271 56,467 57,786 59,598 60,926
Other PhySICal BSSELS .....uucvuiveiicieiieiseieiee et ees BA 997 1,333 1,493 1,528 1,555 1,591 1,617
0 902 1,143 1,023 1,039 1,186 1,130 1,166
Subtotal, major public physical capital ..........ccoocrrrireniniinirierines BA 56,401 64,094 60,959 58,648 60,149 61,336 62,407
0 48,655 52,903 56,294 57,506 58,972 60,728 62,092
Conduct of research and development:
AGICURUIE .vevevereeecie ettt BA 263 289 264 309 284 289 295
0 231 276 257 286 276 258 263
ONBT ettt BA 244 347 319 306 317 324 332
0 174 210 324 343 355 368 384
Subtotal, conduct of research and development ..........ccoveereeereuerenenne BA 507 636 583 615 601 613 627
0 405 486 581 629 631 626 647
Conduct of education and training:
Elementary, secondary, and vocational education ™ ...........ccocerveereerneeenen. BA 15,287 22,165 43,407 29,623 30,283 30,957 31,649
0 19,352 21,498 23,587 28,184 29,325 29,949 30,587
Higher education BA 321 431 362 369 428 444 454
0 176 396 409 405 414 458 483
Research and general education @ids ...........ccveeeerererenenenerennenenns BA 483 502 426 440 451 460 470
0 546 583 533 476 480 478 489
Training and employment ! BA 2,090 4,015 5,453 3,981 3,918 4,005 4,094
0 3,484 4,491 5,184 4,608 4,090 4,014 4,057
S0CIAl SBIVICES T ...ttt BA 6,375 9,103 10,845 9,900 10,144 10,396 10,656
0 7,359 7,678 9,074 9,467 9,731 9,972 10,218
BA 434 438 420 464 446 455 465
0 442 425 466 44 457 462 470
BA 126 136 121 122 125 128 130
0 88 110 112 112 114 115 117
Subtotal, conduct of education and training .........ccccoocreeeeerrieniernieneins BA 25,116 36,790 61,034 44,899 45,795 46,845 47,918
0 31,447 35,181 39,365 43,693 44,611 45,448 46,421
Subtotal, grants for investment ..., BA 82,024 101,520 122,576 104,162 106,545 108,794 110,952
0 80,507 88,570 96,240 101,828 104,214 106,802 109,160
DIRECT FEDERAL PROGRAMS
Major public physical investment:
Construction and rehabilitation:
National defense:
Military construction and family housing .........cccccvereriirecneereieninnns BA 5,079 4,673 5,292 5,459 5,610 5,767 5,928
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Table 6-3. FEDERAL INVESTMENT BUDGET AUTHORITY AND OUTLAYS: GRANT AND DIRECT FEDERAL PROGRAMS—Continued

(in millions of dollars)

Estimate
Description /f(?tggl
2001 2002 2003 2004 2005 2006
0 4,202 4,521 4,589 4,616 4,783 4,990 5,091
Atomic energy defense activities and other ..........cccocvvvevnercrninnens BA 517 370 551 563 576 589 601
0 511 404 524 565 577 590 603
Subtotal, national defense ..........ccceeeeeieiereneseeeseeenee BA 5,596 5,043 5,843 6,022 6,186 6,356 6,529
0 4,713 4,925 5,113 5,181 5,360 5,580 5,694
International affairs ...........ccuvrerenernmereeneee e BA 370 727 1,308 1,337 1,367 1,397 1,429
0 240 356 860 1,023 1,189 1,302 1,359
General science, space, and teChNolOgy ..........cccoveerrieneeneeneerneeeineinnns BA 2,968 2,990 2,562 2,522 2,489 2,495 2,536
] 2,978 2,961 2,764 2,652 2,611 2,601 2,630
Water resources projects BA 3,237 3,665 3,025 3,096 3,162 3,244 3,309
0 3,568 3,630 3,376 3,321 3,347 3,401 3,291
Other natural resources and enVirONMENt .........ccoerveeererernereereueereeneens BA 1,582 1,627 1,588 1,622 1,658 1,698 1,734
0 1,829 1,841 1,618 1,615 1,617 1,629 1,644
Energy BA 1,152 1,179 1,315 1,230 1,316 1,316 1,318
0 1,151 1,177 1,318 1,232 1,318 1,318 1,319
POSEal SEIVICE ..ot eseees BA 1,231 825 858 1,331 983 1,114 1,048
0 1,500 935 975 1,025 1,083 1,068 1,083
TrANSPOMALON ....vvvereverirerieisrese et BA 260 243 240 244 252 256 261
0 209 340 263 207 222 238 249
HOUSING @SSISTANCE .....coucvrceeiiiiireieineisisissiseiseeee et BA 28 34 34 35 36 36 37
0 9 29 34 32 33 34 36
Veterans hospitals and other health facilities .........ccccocoveverenencineineines BA 1,179 1,344 1,634 1,734 1,769 1,808 1,847
0 1,444 1,322 1,559 1,658 1,743 1,811 1,857
Federal PrisOn SYSIEM ..ot sssisessssisssssens BA 441 71 700 716 732 748 765
0 477 743 542 918 898 788 806
GSA real property aCtVIIES .......cc.cveureierrirnieeernsisiinsisssiseiesiessssse s BA 766 1,173 1,489 1,459 1,532 1,598 1,634
0 956 1,027 1,175 1,432 1,944 2,153 2,139
Other CONSIIUCHION ..o e BA 1,134 1,949 1,664 1,607 1,632 1,660 1,692
0 1,257 2,081 1,863 1,778 1,633 1,624 1,618
Subtotal, construction and rehabilitation .............ccccceeeverceeieeieiennen BA 19,944 21,510 22,260 22,955 23,114 23,726 24,139
0 20,331 21,367 21,460 22,074 22,998 23,547 23,725
Acquisition of major equipment:

National defense:
Department of DEfENSE .......c.cvvvervirrinerieeieirerieerseeseeseseessesesenes BA 54,454 62,418 60,030 61,906 63,625 65,403 67,225
0 51,272 53,125 57,132 57,428 59,477 62,049 63,303
Atomic energy defense activities ... BA 119 78 117 120 122 125 128
0 116 80 107 112 115 118 120
Subtotal, national defense ..........ccvereeinininrereeeseeenies BA 54,573 62,496 60,147 62,026 63,747 65,528 67,353
0 51,388 53,205 57,239 57,540 59,592 62,167 63,423
General science and basic reSArCh ........cvveneneeneenneenseneinerneinens BA 391 449 422 432 a4 452 462
0 318 427 409 395 402 415 423
Space flight, research, and supporting activities ...........cceueenierernennens BA 869 977 815 769 731 720 726
0 871 967 763 777 743 725 724
ENEIGY oot BA 121 118 115 115 115 115 115
0 121 118 115 115 115 115 115
POSEal SEIVICE ....ouvrerircieiereeicre st ssnees BA 676 778 493 900 1,000 675 675
0 592 735 749 821 1,204 1,021 848
Ar ranSPOMAtION ..........cureeeeerererieesieesees e sesssenssns BA 1,979 2,546 2,836 2,901 2,966 3,032 3,100
0 2,060 2,005 2,302 2,523 2,704 2,940 3,006
Water transportation (Coast GUArd) ..........cccvereemeereerneenreneieseneeneeneees BA 830 248 464 474 485 496 507
0 340 445 441 376 430 463 488
Other transportation (railr0ads) ..........coceerreneunerneereeireeneensernseesneiees BA 571 520 521 533 544 557 569
0 594 554 834 533 545 557 570
Social security 0 66 69 57 60 64 69 73
Hospital and medical care for veterans BA 687 775 605 622 636 650 664
0 1,014 695 781 802 820 838 856
Department of JUSHCE ... BA 567 612 519 535 546 559 572
0 659 599 573 563 575 588 600
Department 0f the TreasUry ..o seeseeseeees BA 709 1,113 1,415 1,336 1,368 1,400 1,434
0 856 1,188 1,390 1,357 1,400 1,437 1,458
GSA general Supply fUNG ..o BA 626 664 656 656 656 656 656
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Table 6-3. FEDERAL INVESTMENT BUDGET AUTHORITY AND OUTLAYS: GRANT AND DIRECT FEDERAL PROGRAMS—Continued

(in millions of dollars)

Estimate
Description Azgtggl
2001 2002 2003 2004 2005 2006
0 584 664 656 656 656 656 656
(01T PSPPSR BA 1,000 1,239 1,408 1,400 1,434 1,466 1,497
0 968 995 1,259 1,368 1,422 1,465 1,493
Subtotal, acquisition of major equIPMENt ........c.cccrevreerncerreneererreens BA 63,599 72,535 70,416 72,699 74,669 76,306 78,330
0 60,431 62,666 67,568 67,886 70,672 73,456 74,733
Purchase or sale of land and structures:
National AEfENSE .....cvvcviicieicee e BA -45 -20 -19 -4 -41 -42 -42
0 -45 -20 -19 -40 -41 42 42
International affairs ..........cccovceiereiccreiceeceecee e BA 15 28 T | e | e | v | e
0 55 90 2 2 2 2 2
Privatization of EIK HillS .......cccouriernrnrnininesieie e esssssessesnes BA | o | i | e =323 | s | s | e,
O | e | e | e =328 | e | s | e
ONBE et BA 657 245 586 567 574
0 657 375 772 936 983
Subtotal, purchase or sale of land and structures ...........cccoveuveuns BA 618 665 227 222 535 525 532
0 736 727 358 411 797 896 943
Subtotal, major public physical investment .........ccoocvereininincrinenens BA 84,161 94,710 92,903 95,876 98,318 100,557 103,001
0 81,498 84,760 89,386 90,371 94,467 97,899 99,401
Conduct of research and development:
National defense
Defense MIlITAIY ..o e BA 39,567 41,391 45,144 46,554 47,847 49,185 50,555
0 38,279 38,504 43,706 43,907 45,496 47,471 48,430
Atomic energy and OtNET ... BA 2,759 3,093 3,145 3,215 3,286 3,359 3,436
0 2,771 3,092 3,144 3,238 3,307 3,379 3,453
Subtotal, national defense BA 42,326 44,484 48,289 49,769 51,133 52,544 53,991
0 41,050 41,596 46,850 47,145 48,803 50,850 51,883
International Affairs .........cccoueveevieseree e BA 200 216 206 21 215 221 225
0 179 183 183 185 185 186 196
General science, space and technology
NASA oo en BA 5,513 6,232 6,320 7,178 7,820 8,183 8,505
0 5,411 5,724 6,298 6,673 7,449 7917 8,288
National Science FOUNdation .........c.cccceveveicreiicriiieresieesse et BA 2,747 3,057 3,033 3,100 3,149 3,220 3,291
0 2,446 2,644 2,928 3,044 3,202 3,222 3,284
Department of ENEIGY ..o BA 2,253 2,377 2,323 2,375 2,427 2,482 2,537
0 2,246 2,378 2,323 2,355 2,401 2,454 2,509
Subtotal, general science, space and technology ..........cceveeveuns BA 10,713 11,882 11,882 12,864 13,611 14,106 14,558
0 10,282 10,929 11,732 12,257 13,237 13,779 14,277
ENEIGY oottt BA 1,066 1,429 1,174 1,180 1,359 1,405 1,467
0 1,265 1,401 1,195 1,264 1,307 1,383 1,419
Transportation:
Department of TranSportation ..........cccceeerreriessessseeseereeseeseesessesseennes BA 404 517 571 550 562 574 589
0 348 423 535 566 555 570 578
NASA oo en BA 999 926 890 831 852 836 852
0 958 901 879 963 839 845 845
Subtotal, tranSPOrtAtion .........ccccevererinininirireee e BA 2,469 2,872 2,635 2,561 2,773 2,815 2,908
0 2,571 2,725 2,609 2,793 2,701 2,798 2,842
Health:
National Institutes of Health .........cccceieieieiieiiece s BA 16,916 19,483 21,993 25,909 26,391 26,979 27,580
0 14,568 16,941 19,619 22,488 25,155 26,203 26,846
All Other hEalth ... BA 765 818 726 742 757 776 793
0 639 768 809 769 765 776 788
Subtotal, NEAIN .......cveeeeceres e BA 17,681 20,301 22,719 26,651 27,148 27,755 28,373
0 15,207 17,709 20,428 23,257 25,920 26,979 27,634
Agriculture BA 1,160 1,265 1,171 1,263 1,219 1,243 1,272
0 1,063 1,189 1,210 1,287 1,283 1,287 1,309
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Table 6-3. FEDERAL INVESTMENT BUDGET AUTHORITY AND OUTLAYS: GRANT AND DIRECT FEDERAL PROGRAMS—Continued

(in millions of dollars)

Estimate
Description A2c0t?12|
2001 2002 2003 2004 2005 2006
Natural resources and €nVIrONMENt ..........ccccoevereivereeeereeeseeeee e BA 1,944 2,055 1,995 2,041 2,084 2,130 2,179
0 1,687 1,835 1,782 1,804 1,822 1,846 1,885
National Institute of Standards and Technology .........ccccueeeereeeneenniniinnes BA 332 355 318 325 332 340 348
0 396 395 423 388 345 349 353
Hospital and medical care for VEterans ..........cceeenencncneneneneineenes BA 642 700 719 736 753 770 788
0 658 683 7 752 767 769 786
All other research and development BA 799 1,077 913 835 855 878 900
0 628 828 914 852 822 841 860
Subtotal, conduct of research and development ..........cccoevvveererreirnenen. BA 78,066 84,991 90,641 97,045 99,908 102,581 105,317
0 73,542 77,889 86,665 90,535 95,700 99,498 101,829
Conduct of education and training:
Elementary, secondary, and vocational education ............c.ccccreeneuereninens BA 1,779 2,428 919 806 824 841 861
0 1,172 1,778 2,014 1,419 1,059 1,005 1,021
HIgher @AUCAHION .........ccuviriiiiriercireeer e BA 11,538 10,523 16,353 16,463 16,994 17,610 18,247
0 9,961 9,226 15,217 15,920 16,191 16,820 17,499
Research and general education @ids ...........cocreereerninernenecnniennenins BA 1,797 2,218 1,814 1,847 1,887 1,928 1,969
0 1,666 2,052 2,054 1,954 1,949 1,970 2,014
Training and emplOyMENt ........c.vvueinirriiirrecsree s BA 758 1,491 1,989 1,482 1,464 1,496 1,530
0 1,274 1,324 1,614 1,562 1,455 1,460 1,477
HEAIN et BA 1,085 1,393 1,202 1,356 1,380 1,409 1,440
0 948 1,159 1,234 1,253 1,346 1,388 1,415
Veterans education, training, and rehabilitation ............cccccovevcrinineinieene. BA 1,663 2,314 2,397 2,467 2,549 2,653 2,788
0 1,694 2,293 2,400 2,476 2,559 2,680 2,807
General science and basiC research .........cocvveeenenensseseseseenees BA 640 797 938 956 854 873 892
0 513 666 787 867 897 874 861
National dEfENSE ... BA 8 7 7 7 7 8 8
0 6 7 13 13 14 14 15
International affairs ..........cocoerereireireiners e BA 305 232 243 248 254 260 265
0 306 306 275 279 250 256 261
ONBI ettt BA 644 677 648 703 664 685 698
0 465 816 633 682 717 742 747
Subtotal, conduct of education and training .........c.coeereereerrrererererenns BA 20,217 22,080 26,510 26,335 26,877 27,763 28,698
0 18,005 19,627 26,241 26,425 26,437 27,209 28,117
Subtotal, direct Federal investment .............ccccooonniniininninineincs BA 182,444 201,781 210,054 219,256 225,103 230,901 237,016
0 173,045 182,276 202,292 207,331 216,604 224,606 229,347
Total, Federal investment ! ..o BA 264,468 303,301 332,630 323,418 331,648 339,695 347,968
0 253,552 270,846 298,532 309,159 320,818 331,408 338,507

1 Budget authority for several programs in this category and the total does not reflect program level, since budget authority is distorted by the use of advance appropriations in
2000, 2001 and 2002. Budget authority for 2002 is significantly overstated because of a one-time adjustment proposed by the Administration to reverse the misleading budget

practice of using advance appropriations simply to avoid spending limitations. For additional information on this issue, see Chapter 13, “Preview Report,” in this volume.
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Part II: PLANNING, BUDGETING, AND ACQUISITION OF CAPITAL ASSETS

The previous section discussed Federal investment
broadly defined. The focus of this section is much nar-
rower—the review of planning and budgeting during
the past year and the resultant budget proposals for
capital assets owned by the Federal Government and
used to deliver Federal services. Capital assets consist
of Federal buildings, information technology, and other
facilities and major equipment, including weapons sys-
tems, federally owned infrastructure, and space sat-
ellites. 1 With proposed major agency restructuring, or-
ganizational streamlining, and other reforms, good
planning may suggest reduced spending for some as-
sets, such as office buildings, and increased spending
for others, such as information technology, to increase
the productivity of a smaller workforce.

In recent years the Executive Branch and the Con-
gress have reviewed the Federal Government’s perform-
ance in planning, budgeting, risk management, and the
acquisition of capital assets. The reviews indicate that
the performance is uneven across the Government; the
problems have many causes, and as a result, there is
no single solution. However, in meeting the objective
of improving the Government’s performance, it is essen-
tial that the caliber of Government planning and budg-
eting for capital assets be improved.

Improving Planning, Budgeting, and Acquisition
of Capital Assets

Risk Management

Recent Executive Branch reviews have found a recur-
ring theme in many capital asset acquisitions—that
risk management should become more central to the
planning, budgeting, and acquisition process. Failure
to analyze and manage the inherent risk in all capital
asset acquisitions may have contributed to cost over-
runs, schedule shortfalls, and acquisitions that fail to
perform as expected. Failure to adopt capital asset re-
quirements that are within the capabilities of the mar-
ket and budget limitations may also have contributed
to these problems. For each major project a risk anal-
ysis that includes how risks will be isolated, minimized,
monitored, and controlled may help prevent these prob-
lems. The proposals in this budget, together with recent
legislation enacted by Congress, are designed to help
the Government manage better its portfolio of capital
assets.

Long-Term Planning and Analysis

Planning and managing capital assets, especially bet-
ter management of risk, has historically been a low
priority for some agencies. Attention focuses on coming-
year appropriations, and justifications are often limited
to lists of desired projects. The increased use of long-

1This is almost the same as the definition in Part I of this chapter for spending for
direct Federal construction and rehabilitation, major equipment, and purchase of land, except
that capital assets excludes grants to private groups for these purposes (e.g., grants to
universities for research equipment and grants to AMTRAK). A more complete definition
can be found in the glossary to the “Principles of Budgeting for Capital Asset Acquisitions,”
which is at the end of this Part.

range planning linked to performance goals required
by the Government Performance and Results Act would
provide a better basis for justifications. It would in-
crease foresight and improve the odds for cost-effective
investments.

A need for better risk management, integrated life-
cycle planning, and operation of capital assets at many
agencies was evident in the Executive Branch reviews.
Research equipment was acquired with inadequate
funding for its operation. New medical facilities some-
times were built without funds for maintenance and
operation. New information technology sometimes was
acquired without planning for associated changes in
agency operations.

Congressional concern. The Congress has expressed
its concern about planning for capital assets with legis-
lation and other actions that complemented Executive
Branch efforts to ensure better performance:

¢ The Government Performance and Results Act of
1993 (GPRA) is designed to help ensure that pro-
gram objectives are more clearly defined and re-
sources are focused on meeting these objectives.

e The Federal Acquisition Streamlining Act of 1994
(FASA), Title V, requires agencies to improve the
management of large acquisitions. Title V requires
agencies to institute a performance-based plan-
ning, budgeting, and management approach to the
acquisition of capital assets. As a result of im-
proved planning efforts, agencies are required to
establish cost, schedule, and performance goals
that have a high probability of successful achieve-
ment. For projects that are not achieving 90 per-
cent of original goals, agencies are required to dis-
cuss corrective actions taken or planned to bring
the project within goals. If they cannot be brought
within goals, agencies should identify how and
why the goals should be revised, whether the
project is still cost beneficial and justified for con-
tinued funding, or whether the project should be
canceled.

e The Clinger-Cohen Act of 1996 is designed to en-
sure that information technology acquisitions sup-
port agency missions developed pursuant to
GPRA. The Clinger-Cohen Act also requires a per-
formance-based planning, budgeting, and manage-
ment approach to the acquisition of capital assets.

e The General Accounting Office published a study,
Budget Issues: Budgeting for Federal Capital (No-
vember 1996), written in response to a congres-
sional request, which recommended that the Office
of Management and Budget (OMB) continue its
focus on capital assets.

Executive Branch concern. For many years, the Exec-
utive Branch has devoted particular attention to im-
proving the process of planning, budgeting, and acquir-
ing capital assets. The current guidance has been
issued for several years, most recently as OMB Circular
A-11: Part 3: “Planning, Budgeting, and Acquisition
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of Capital Assets” (July 2000) (hereafter referred to
as Part 3). Part 3 identified other OMB guidance on
this issue. 2

Part 3 requests agencies to approach planning for
capital assets in the context of strategic plans to carry
out their missions, and to consider alternative methods
of meeting their goals. Systematic analysis of the full
life-cycle expected costs and benefits is required, along
with risk analysis and assessment of alternative means
of acquiring assets. This guidance encourages the Exec-
utive Branch agencies to be responsible for using good
capital programming principles for managing the cap-
ital assets they use, and asks the agencies to work
throughout the coming year to improve agency practices
in risk management, planning, budgeting, acquisition,
and operation of these assets.

In support of this, in July 1997 OMB issued a Capital
Programming Guide, a Supplement to Part 3. This
Guide was developed by an interagency task force with
representation from 14 executive agencies and the Gen-
eral Accounting Office. The Guide’s purpose is to pro-
vide professionals in the Federal Government a basic
reference on capital assets management principles to
assist them in planning, budgeting, acquiring, and man-
aging the asset once in use. The Guide emphasizes
risk management and the importance of analyzing cap-
ital assets as a portfolio. In addition, this budget re-
issues the “Principles of Budgeting for Capital Asset
Acquisitions,” which appear at the end of this Part.
These principles offer guidelines to agencies to help
carry out better planning, analysis, risk management,
and budgeting for capital asset acquisitions.

The Report of the President’s Commission to Study
Capital Budgeting (February 1999) proposed a series
of recommendations to improve each part of the budget
process; setting priorities, making current budget deci-
sions, reporting on these decisions, and subsequently
evaluating them. The Commission’s broadest and most
fundamental conclusion was that insufficient attention
is paid to the long-run consequences of all budget deci-
sions. The report included two recommendations to fa-
cilitate the setting of priorities among all programs,
not just those involving capital expenditures. The first
recommended integration of the planning under the
Government Performance and Results Act (GPRA) with
budgeting in the form of annually revised five-year
plans, and greater emphasis by decision-makers in the

20ther guidance published by OMB with participation by other agencies includes: (1)
OMB Circular No. A-109, “Major System Acquisitions,” which establishes policies for plan-
ning major systems that are generally applicable to capital asset acquisitions. (2) OMB
Circular No. A-94, “Guidelines and Discount Rates for Benefit-Cost Analysis of Federal
Programs,” which provides guidance on benefit-cost, cost-effectiveness, and lease-purchase
analysis to be used by agencies in evaluating Federal activities including capital asset
acquisition. It includes guidelines on the discount rate to use in evaluating future benefits
and costs, the measurement of benefits and costs, the treatment of uncertainty, and other
issues. This guidance must be followed in all analyses in support of legislative and budget
programs. (3) Executive Order No. 12893, “Principles for Federal Infrastructure Invest-
ments,” which provides principles for the systematic economic analysis of infrastructure
investments and their management. (4) OMB Bulletin No. 94-16, Guidance on Executive
Order No. 12893, “Principles for Federal Infrastructure Investments,” which provides guid-
ance for implementing this order and appends the order itself. (5) the revision of OMB
Circular A-130, “Management of Federal Information Resources” (November 20, 2000), which
provides principles for internal management and planning practices for information systems
and technology; and (6) OMB Circular No. A-127, “Financial Management Systems,” which
prescribes policies and standards for executive departments and agencies to follow in devel-
oping, evaluating, and reporting on financial management systems.

Executive Branch and Congress on the longer-run im-
plications of current year decisions. The second rec-
ommended an ongoing effort within the Federal govern-
ment to analyze the benefits and costs of all major
government programs as a guide to future policies. The
report also recommended evaluating the benefits and
costs of major investment projects undertaken in the
past.

From Planning to Budgeting

Full funding of capital assets.—Good budgeting re-
quires that appropriations for the full costs of asset
acquisition be provided up front to help ensure that
all costs and benefits are fully taken into account when
decisions are made about providing resources. Full
funding was endorsed by the General Accounting Office
in its report, Budgeting for Federal Capital (November
1996) and also in its more recent letter to the Chairman
of the Senate Budget Committee, entitled “Budget
Issues: Incremental Funding of Capital Asset Acquisi-
tions (February 26, 2001).” Full funding was also en-
dorsed in the Report of the President’s Commission to
Study Capital Budgeting (February 1999).

The full funding principle is followed for most Depart-
ment of Defense procurement and construction pro-
grams and for General Services Administration build-
ings. In other areas, however, too often it is not. When
it is not followed and capital assets are funded in incre-
ments, without certainty if or when future funding will
be available, it can and occasionally does result in poor
risk management, weak planning, acquisition of assets
not fully justified, higher acquisition costs, cancellation
of major projects, the loss of sunk costs, and inadequate
funding to maintain and operate the assets. Full fund-
ing is also an important element in managing large
acquisitions effectively and holding management re-
sponsible for achieving goals.

Other budgeting issues.—Other budgeting decisions
can also aid in acquiring capital assets. Availability
of funds for one year often may not be enough time
to complete the acquisition process. Most agencies re-
quest that funds be available for more than one year
to complete acquisitions efficiently, and Part 3 encour-
ages this. As noted, many agencies aggregate asset ac-
quisition in budget accounts to avoid lumpiness. In
some cases, these are revolving funds that “rent” the
assets to the agency’s programs.

To promote better program performance, agencies are
also being encouraged by OMB to examine their budget
account structures to align them better with program
outputs and outcomes and to charge the appropriate
account with significant costs used to achieve these re-
sults. The asset acquisition rental accounts, mentioned
above, would contribute to this. Budgeting this way
would provide information and incentives for better re-
source allocation among programs and a continual
search for better ways to deliver services. It would also
provide incentives for efficient capital asset acquisition
and management.
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Acquisition of Capital Assets

Improved planning, budgeting, and acquisition strate-
gies are necessary to increase the ability of agencies
to acquire capital assets within, or close to, the original
estimates of cost, schedule, and performance used to
justify project budgets and to maintain budget dis-
cipline. The Executive Branch efforts, along with enact-
ment of FASA (Title V) and the Clinger-Cohen Act,
require agencies to institute a performance-based plan-
ning, budgeting, and management approach to the ac-
quisition of capital assets.

Part 3 incorporates OMB memorandum 97-02,
“Funding Information Systems Investments” (October
25, 1996), which was issued to establish clear and con-
cise decision criteria regarding investments in major
information technology investments. These policy docu-
ments establish the general presumption that OMB will
recommend new or continued funding only for those
major investments in assets that comply with good cap-
ital programming principles.

At the Appendix to this Part are the “Principles of
Budgeting for Capital Asset Acquisitions,” which incor-
porate the above criteria and expand coverage to all
capital investments.

As a result of these initiatives, capital asset acquisi-
tions are to have baseline cost, schedule, and perform-
ance goals for future tracking purposes or they are
to be either reevaluated and changed or canceled if
no longer cost beneficial.

Outlook

The Administration will work with the Congress to
promote full upfront funding for capital projects or usa-
ble segments thereof, and to improve capital planning
and integrate capital planning with GPRA strategic
plans.

Major Acquisition Proposals

For the definition of major capital assets described
above, this budget requests $90.7 billion of budget au-
thority for 2002. This includes $65.3 billion for the De-
partment of Defense, subject to the Defense Strategy
Review mentioned in the introduction to this chapter,
and $25.4 billion for other agencies. The major requests
are shown in Table 6—4: “Capital Asset Acquisitions,”
which distributes the funds according to the categories
for construction and rehabilitation, major equipment,
and purchases of land and structures.

Construction and Rehabilitation

This budget includes $20.8 billion of budget authority
for 2002 for construction and rehabilitation.

Department of Defense.—The budget projects $5.3 bil-
lion for 2002 for general construction on military bases
and family housing. This funding will be used to:

e support the fielding of new systems;

e enhance operational readiness, including deploy-
ment and support of military forces;

e provide housing for military personnel and their
families; and

Table 6-4. CAPITAL ASSET ACQUISITIONS

(Budget authority in billions of dollars)

2000 2001 2002
Actual Estimate | Proposed

MAJOR ACQUISITIONS
Construction and rehabilitation:
Defense military construction and family housing
Corps of ENGINEErs ..o
National Aeronautics and Space Administration ..........
General Services Administration ..........c.ccccveen. 0.8 1.2 1.5

Department of State ........c.cccvvvenee .| 04 0.7 1.3

Department of Energy . 0.9 0.9 1.1

Other ageNCIES .......cvveirireeeireeineieeise s 5.9 6.6 6.8

Subtotal, construction and rehabilitation ..............c...... 18.6 19.8 20.8
Major equipment:

Department of Defense ........ccccvevreeeeenieenencrnenreninens 62.4

Department of Transportation ..
Department of the Treasury ... e |07 1.1 14
National Aeronautics and Space Administration .

Department of COMMErCe .......cocvvvvevreierierneeenen. 0:6 0.8 0:8
Department of Veterans Affairs 0.7 0.8 0.6
Other agenCies ... 2.7 29 2.8
Subtotal, major equipment .........c.cccocrenireiniininn 62.8 71.8 69.7
Purchases of land and StruCtures .........coveevverneeererennes 0.6 0.7 0.2
Total, major acquisitions 1 .........cccovereenerererernenens 82.1 92.3 90.7

1This total is derived from the direct Federal major public physical investment budget authority on Table
6-3 ($92.9 billion for 2002). Table 6-4 excludes an estimate of spending for assets not owned by the Fed-
eral Government ($2.2 billion for 2002).

e correct safety deficiencies and environmental prob-
lems.

Corps of Engineers.—This budget requests $2.7 billion
for 2002 for construction and rehabilitation for the
Corps of Engineers. These funds finance construction,
rehabilitation, and related activity for water resources
development projects that provide navigation, flood con-
trol, environmental restoration, and other benefits.

National Aeronautics and Space Administration.—
The budget includes $2.2 billion for continued invest-
ments in construction of the Space Station, and for
research facilities for science, aeronautics, and tech-
nology.

General Services Administration (GSA).—The 2002
budget includes $1.5 billion in budget authority for GSA
for the construction or major renovation of buildings.
These funds will allow for new construction and the
acquisition of courthouses, border stations, and general
purpose office space in locations where long-term needs
show that ownership is preferable to leasing.

Department of State.—The Administration requests
$1.3 billion in budget authority to support embassy se-
curity, construction, and major renovations. These
funds are needed to help modernize Department of
State facilities around the world.

Department of Energy.—This budget requests $1.1
billion for 2002 for construction and rehabilitation for
the Department of Energy. This includes funds for nu-
clear waste disposal, scientific research, power mar-
keting, and other activities.

Other agencies.—This budget includes $6.8 billion in
budget authority for construction and rehabilitation for
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other agencies in 2002. This includes amounts for the
Tennessee Valley Authority ($1.1 billion); Department
of the Interior ($1.1 billion), largely for the Bureau
of Indian Affairs, water resources, and parks; the De-
partment of Health and Human Services ($0.9 billion),
largely for the National Institutes of Health and the
Indian Health Service; and the Postal Service ($0.9 bil-
lion).

Major Equipment

This category covers capital purchases for major
equipment, including weapons systems; information
technology, such as computer hardware, major software,
and renovations required for this equipment; and other
types of equipment. This budget requests $69.7 billion
in budget authority for 2002 for the purchase of major
equipment. For information on information technology
investments, see Chapter 22 in this volume, “Program
Performance Benefits from Major Information Tech-
nology Investments.”

Department of Defense.—The budget includes $60.0
billion for equipment purchases primarily related to
procurement for 2002 of weapons systems, related sup-
port equipment, and purchase of other capital goods.
This includes tactical fighter aircraft, airlift aircraft,
naval vessels, tanks, helicopters, missiles, and vehicles.

Department of Transportation.—The budget requests
$3.3 billion in budget authority for the Department of
Transportation for major equipment, which includes
$2.8 billion to modernize the air traffic control system
and $0.5 billion for the Coast Guard to acquire vessels
and other equipment.

Department of the Treasury.—The budget requests
$1.4 billion in budget authority for major equipment.
The largest amounts are $0.6 billion to modernize infor-

mation technology systems for the Internal Revenue
Service.

National Aeronautics and Space Administration
(NASA).—The budget requests $0.8 billion in budget
authority to procure major equipment for programs in
human space flight, science, aeronautics, and tech-
nology. Most of the equipment is to be acquired for
Space Shuttle upgrades, such as orbiter improvements,
Space Shuttle main engines, solid rocket booster im-
provements, and launch site equipment.

Department of Commerce.—The budget requests $0.8
billion for the Department of Commerce, largely for
the continued acquisition of more sophisticated and ad-
vanced weather satellites and related technology.

Department of Veterans Affairs.—This budget re-
quests $0.6 billion for medical equipment for health
care facilities. These funds will be used to continue
to provide quality health care services for veterans.

Other agencies.—This budget requests $2.8 billion for
major equipment for other agencies for 2002. This in-
cludes amounts for the General Services Administration
($0.7 billion), largely for vehicles; the Department Jus-
tice ($0.6 billion), including funds for the Federal Bu-
reau of Investigation; and the Postal Service ($0.5 bil-
lion).

Purchase and Sale of Land and Structures

This budget includes $0.2 billion for 2002 for the
purchase and sale of land and structures. This includes
$0.4 billion for Federal land acquisition by the Depart-
ments of the Interior and Agriculture for parks, forests,
refuges, and other recreational purposes. These and
other purchases are partially offset by sales of land
and structures in other agencies.

Appendix to Part II: PRINCIPLES OF BUDGETING FOR CAPITAL ASSET ACQUISITIONS

Introduction and Summary

The Executive Branch plans to use the following prin-
ciples in budgeting for capital asset acquisitions. These
principles address planning, costs and benefits, financ-
ing, and risk management requirements that should
be satisfied before a proposal for the acquisition of cap-
ital assets can be included in the Administration’s
budget. A Glossary describes key terms. A Capital Pro-
gramming Guide has been published that provides de-
tailed information on planning and acquisition of cap-
ital assets.

The principles are organized in the following four
sections:

A. Planning. This section focuses on the need to en-
sure that capital assets support core/priority missions
of the agency; the assets have demonstrated a projected
return on investment that is clearly equal to or better
than alternative uses of available public resources; the
risk associated with the assets is understood and man-
aged at all stages; and the acquisition is implemented
in phased, successive segments, unless it can be dem-
onstrated there are significant economies of scale at

acceptable risk from funding more than one segment
or there are multiple units that need to be acquired
at the same time.

B. Costs and Benefits. This section emphasizes that
the asset should be justified primarily by benefit-cost
analysis, including life-cycle costs; that all costs are
understood in advance; and that cost, schedule, and
performance goals are identified that can be measured
using an earned value management system or similar
system.

C. Principles of Financing. This section stresses that
useful segments are to be fully funded with regular
or advance appropriations; that as a general rule, plan-
ning segments should be financed separately from pro-
curement of the asset; and that agencies are encouraged
to aggregate assets in capital acquisition accounts and
take other steps to accommodate lumpiness or “spikes”
in funding for justified acquisitions.

D. Risk Management. This section is to help ensure
that risk is analyzed and managed carefully in the ac-
quisition of the asset. Strategies can include separate
accounts for capital asset acquisitions, the use of appor-



6. FEDERAL INVESTMENT SPENDING AND CAPITAL BUDGETING

111

tionment to encourage sound management, and the se-
lection of efficient types of contracts and pricing mecha-
nisms in order to allocate risk appropriately between
the contractor and the Government. In addition cost,
schedule, and performance goals are to be controlled
and monitored by using an earned value management
system or a similar system; and if progress toward
these goals is not met there is a formal review process
to evaluate whether the acquisition should continue or
be terminated.

A Glossary defines key terms, including capital as-
sets. As defined here, capital assets are land, struc-
tures, equipment, and intellectual property (including
software) that are used by the Federal Government,
including weapon systems. Not included are grants to
States or others for their acquisition of capital assets.

A. Planning

Investments in major capital assets proposed for

funding in the Administration’s budget should:

1. support core/priority mission functions that need
to be performed by the Federal Government;

2. be undertaken by the requesting agency because
no alternative private sector or governmental
source can support the function more efficiently;

3. support work processes that have been simplified
or otherwise redesigned to reduce costs, improve
effectiveness, and make maximum use of commer-
cial, off-the-shelf technology;

4. demonstrate a projected return on the investment
that is clearly equal to or better than alternative
uses of available public resources. Return may in-
clude: improved mission performance in accord-
ance with measures developed pursuant to the
Government Performance and Results Act; reduced
cost; increased quality, speed, or flexibility; and
increased customer and employee satisfaction. Re-
turn should be adjusted for such risk factors as
the project’s technical complexity, the agency’s
management capacity, the likelihood of cost over-
runs, and the consequences of under- or non-per-
formance;

5. for information technology investments, be con-
sistent with Federal, agency, and bureau informa-
tion architectures which: integrate agency work
processes and information flows with technology
to achieve the agency’s strategic goals; reflect the
agency’s technology vision and compliance plan for
this budget year; and specify standards that en-
able information exchange and resource sharing,
while retaining flexibility in the choice of suppliers
and in the design of local work processes;

6. reduce risk by: avoiding or isolating custom-de-
signed components to minimize the potential ad-
verse consequences on the overall project; using
fully tested pilots, simulations, or prototype imple-
mentations when necessary before going to produc-
tion; establishing clear measures and account-
ability for project progress; and, securing substan-
tial involvement and buy-in throughout the project

from the program officials who will use the sys-
tem;

7. be implemented in phased, successive segments as
narrow in scope and brief in duration as prac-
ticable, each of which solves a specific part of an
overall mission problem and delivers a measurable
net benefit independent of future segments, unless
it can be demonstrated that there are significant
economies of scale at acceptable risk from funding
more than one segment or there are multiple units
that need to be acquired at the same time; and

8. employ an acquisition strategy that appropriately
allocates risk between the Government and the
contractor, effectively uses competition, ties con-
tract payments to accomplishments, and takes
maximum advantage of commercial technology.

Prototypes require the same justification as other
capital assets.

As a general presumption, new or continued funding
will be recommend only for those capital asset invest-
ments that satisfy good capital programming policies.
Funding for those projects will be recommended on a
phased basis by segment, unless it can be demonstrated
that there are significant economies of scale at accept-
able risk from funding more than one segment or there
are multiple units that need to be acquired at the same
time. (For more information, see the Glossary entry,
“capital project and wuseful segments of a capital
project.”)

Because good information on capital planning is es-
sential to long-term success, the Executive Branch will
use this information both in preparing its budget and,
in conjunction with cost, schedule, and performance
data, as apportionments are made. Agencies are encour-
aged to work with their OMB representative to arrive
at a mutually satisfactory process, format, and time-
table for providing the requested information.

B. Costs and Benefits

The justification of the project should evaluate and
discuss the extent to which the project meets the above
criteria and should also include:

1. an analysis of the project’s total life-cycle costs
and benefits, including the total budget authority
required for the asset, consistent with policies de-
scribed in OMB Circular A-94: “Guidelines and
Discount Rates for Benefit-Cost Analysis of Fed-
eral Programs” (October 1992);

2. an analysis of the risk of the project including
how risks will be isolated, minimized, monitored,
and controlled, and, for major programs, an eval-
uation and estimate by the Chief Financial Officer
of the probability of achieving the proposed goals;

3. if, after the planning phase, the procurement is
proposed for funding in segments, an analysis
showing that the proposed segment is economically
and programmatically justified—that is, it is pro-
grammatically useful if no further investments are
funded, and in this application its benefits exceed
its costs; and
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4. show cost, schedule, and performance goals for the
project (or the useful segment being proposed) that
can be measured throughout the acquisition proc-
ess using an earned value management system
or similar system. Earned value is described in
OMB Circular A-11, Part 3, “Planning, Budgeting
and Acquisition of Capital Assets,” (July 2000).

C. Principles of Financing

Principle 1: Full Funding

Budget authority sufficient to complete a useful seg-
ment of a capital project (or the entire capital project,
if it is not divisible into useful segments) must be appro-
priated before any obligations for the useful segment
(or project) may be incurred.

Explanation: Good budgeting requires that appropria-
tions for the full costs of asset acquisition be enacted
in advance to help ensure that all costs and benefits
are fully taken into account at the time decisions are
made to provide resources. Full funding with regular
appropriations in the budget year also leads to tradeoffs
within the budget year with spending for other capital
assets and with spending for purposes other than cap-
ital assets. Full funding increases the opportunity to
use performance-based fixed price contracts, allows for
more efficient work planning and management of the
capital project, and increases the accountability for the
achievement of the baseline goals.

When full funding is not followed and capital projects
or useful segments are funded in increments, without
certainty if or when future funding will be available,
the result is sometimes poor planning, acquisition of
assets not fully justified, higher acquisition costs, can-
cellation of major projects, the loss of sunk costs, or
inadequate funding to maintain and operate the assets.
Principle 2: Regular and Advance Appropriations

Regular appropriations for the full funding of a cap-
ital project or a useful segment of a capital project in
the budget year are preferred. If this results in spikes
that, in the judgment of OMB, cannot be accommodated
by the agency or the Congress, a combination of regular
and advance appropriations that together provide full
funding for a capital project or a useful segment should
be proposed in the budget.

Explanation: Principle 1 (Full Funding) is met as long
as a combination of regular and advance appropriations
provide budget authority sufficient to complete the cap-
ital project or useful segment. Full funding in the budg-
et year with regular appropriations alone is preferred
because it leads to tradeoffs within the budget year
with spending for other capital assets and with spend-
ing for purposes other than capital assets. In contrast,
full funding for a capital project over several years with
regular appropriations for the first year and advance
appropriations for subsequent years may bias tradeoffs
in the budget year in favor of the proposed asset be-
cause with advance appropriations the full cost of the
asset is not included in the budget year. Advance appro-
priations, because they are scored in the year they be-

come available for obligation, may constrain the budget
authority and outlays available for regular appropria-
tions of that year.

If, however, the lumpiness caused by regular appro-
priations cannot be accommodated within an agency
or Appropriations Subcommittee, advance appropria-
tions can ameliorate that problem while still providing
that all of the budget authority is enacted in advance
for the capital project or useful segment. The latter
helps ensure that agencies develop appropriate plans
and budgets and that all costs and benefits are identi-
fied prior to providing resources. In addition, amounts
of advance appropriations can be matched to funding
requirements for completing natural components of the
useful segment. Advance appropriations have the same
benefits as regular appropriations for improved plan-
ning, management, and accountability of the project.

Principle 3: Separate Funding of Planning Seg-
ments

As a general rule, planning segments of a capital
project should be financed separately from the procure-
ment of a useful asset.

Explanation: The agency must have information that
allows it to plan the capital project, develop the design,
and assess the benefits, costs, and risks before pro-
ceeding to procurement of the useful asset. This is espe-
cially important for high risk acquisitions. This infor-
mation comes from activities, or planning segments,
that include but are not limited to market research
of available solutions, architectural drawings, geological
studies, engineering and design studies, and prototypes.
The construction of a prototype that is a capital asset,
because of its cost and risk, should be justified and
planned as carefully as the project itself. The process
of gathering information for a capital project may con-
sist of one or more planning segments, depending on
the nature of the asset. Funding these segments sepa-
rately will help ensure that the necessary information
is available to establish cost, schedule, and performance
goals before proceeding to procurement.

If budget authority for planning segments and pro-
curement of the useful asset are enacted together, the
Administration may wish to apportion budget authority
for one or several planning segments separately from
procurement of the useful asset.

Principle 4: Accommodation of Lumpiness or
“Spikes” and Separate Capital Acquisition Ac-
counts

To accommodate lumpiness or “spikes” in funding jus-
tified capital acquisitions, agencies, working with OMB,
are encouraged to aggregate financing for capital asset
acquisitions in one or several separate capital acquisi-
tion budget accounts within the agency, to the extent
possible within the agency’s total budget request.

Explanation: Large, temporary, year-to-year increases
in budget authority, sometimes called lumps or spikes,
may create a bias against the acquisition of justified
capital assets. Agencies, working with OMB, should
seek ways to avoid this bias and accommodate such
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spikes for justified acquisitions. Aggregation of capital
acquisitions in separate accounts may:
¢ reduce spikes within an agency or bureau by pro-
viding roughly the same level of spending for ac-
quisitions each year;
¢ help to identify the source of spikes and to explain
them. Capital acquisitions are more lumpy than
operating expenses; and with a capital acquisition
account, it can be seen that an increase in oper-
ating expenses is not being hidden and is attrib-
uted to one-time asset purchases;
e reduce the pressure for capital spikes to crowd
out operating expenses; and
e improve justification and make proposals easier
to evaluate, since capital acquisitions are gen-
erally analyzed in a different manner than oper-
ating expenses (e.g., capital acquisitions have a
longer time horizon of benefits and life-cycle
costs).

D. Risk Management

Risk management should be central to the planning,
budgeting, and acquisition process. Failure to analyze
and manage the inherent risk in all capital asset acqui-
sitions may contribute to cost overruns, schedule short-
falls, and acquisitions that fail to perform as expected.
For each major capital project a risk analysis that in-
cludes how risks will be isolated, minimized, monitored,
and controlled may help prevent these problems.

The project cost, schedule and performance goals es-
tablished through the planning phase of the project
are the basis for approval to procure the asset and
the basis for assessing risk. During the procurement
phase performance-based management systems (earned
value or similar system) must be used to provide con-
tractor and Government management visibility on the
achievement of, or deviation from, goals until the asset
is accepted and operational. If goals are not being met,
performance-based management systems allow for early
identification of problems, potential corrective actions,
and changes to the original goals needed to complete
the project and necessary for agency portfolio analysis
decisions. These systems also allow for Administration
decisions to recommend meaningful modifications for
increased funding to the Congress, or termination of
the project, based on its revised expected return on
investment in comparison to alternative uses of the
funds. Agencies must ensure that the necessary acquisi-
tion strategies are implemented to reduce the risk of
cost escalation and the risk of failure to achieve sched-
ule and performance goals. These strategies may in-
clude:

1. having budget authority appropriated in separate

capital asset acquisition accounts;

2. apportioning budget authority for a useful seg-
ment;

3. establishing thresholds for cost, schedule, and per-
formance goals of the acquisition, including return
on investment, which if not met may result in
cancellation of the acquisition;

4. selecting types of contracts and pricing mecha-
nisms that are efficient and that provide incen-
tives to contractors in order to allocate risk appro-
priately between the contractor and the Govern-
ment;

5. monitoring cost, schedule, and performance goals
for the project (or the useful segment being pro-
posed) using an earned value management system
or similar system. Earned value is described in
OMB Circular A-11, Part 3, “Planning, Budgeting
and Acquisition of Capital Assets” (July 2000).

6. if progress is not within 90 percent of goals, or
if new information is available that would indicate
a greater return on investment from alternative
uses of funds, institute senior management review
of the project through portfolio analysis to deter-
mine the continued viability of the project with
modifications, or the termination of the project,
and the start of exploration for alternative solu-
tions if it is necessary to fill a gap in agency
strategic goals and objectives.

E. Glossary

Appropriations

An appropriation provides budget authority that per-
mits Government officials to incur obligations that re-
sult in immediate or future outlays of Government
funds.

Regular annual appropriations: These appropriations
are:

¢ enacted normally in the current year;

e scored entirely in the budget year; and

e available for obligation in the budget year and
subsequent years if specified in the language. (See
“Availability,” below.)

Advance appropriations: Advance appropriations may
be accompanied by regular annual appropriations to
provide funds available for obligation in the budget year
as well as subsequent years. Advance appropriations
are:

e enacted normally in the current year;

e scored after the budget year (e.g., in each of one,
two, or more later years, depending on the lan-
guage); and

e available for obligation in the year scored and sub-
sequent years if specified in the language. (See
“Availability,” below.)

Availability: Appropriations made in appropriations
acts are available for obligation only in the budget year
unless the language specifies that an appropriation is
available for a longer period. If the language specifies
that the funds are to remain available until the end
of a certain year beyond the budget year, the avail-
ability is said to be “multi-year.” If the language speci-
fies that the funds are to remain available until ex-
pended, the availability is said to be “no-year.” Appro-
priations for major procurements and construction
projects are typically made available for multiple years
or until expended.

Capital Assets
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Capital assets are land, structures, equipment, and
intellectual property (including software) that are used
by the Federal Government and have an estimated use-
ful life of two years or more. Capital assets exclude
items acquired for resale in the ordinary course of oper-
ations or held for the purpose of physical consumption
such as operating materials and supplies. The cost of
a capital asset includes both its purchase price and
all other costs incurred to bring it to a form and loca-
tion suitable for its intended use.

Capital assets may be acquired in different ways:
through purchase, construction, or manufacture;
through a lease-purchase or other capital lease, regard-
less of whether title has passed to the Federal Govern-
ment; through an operating lease for an asset with
an estimated useful life of two years or more; or
through exchange. Capital assets include leasehold im-
provements and land rights; assets owned by the Fed-
eral Government but located in a foreign country or
held by others (such as Federal contractors, State and
local governments, or colleges and universities); and
assets whose ownership is shared by the Federal Gov-
ernment with other entities. Capital assets include not
only the assets as initially acquired but also additions;
improvements; replacements; rearrangements and re-
installations; and major repairs but not ordinary re-
pairs and maintenance.

Examples of capital assets include the following, but
are not limited to them: office buildings, hospitals, lab-
oratories, schools, and prisons; dams, power plants, and
water resources projects; furniture, elevators, and print-
ing presses; motor vehicles, airplanes, and ships; sat-
ellites and space exploration equipment; information
technology hardware and software; and Department of
Defense weapons systems. Capital assets may or may
not be capitalized (i.e., recorded in an entity’s balance
sheet) under Federal accounting standards. Examples
of capital assets not capitalized are Department of De-
fense weapons systems, heritage assets, stewardship
land, and some software. Capital assets do not include
grants for acquiring capital assets made to State and
local governments or other entities (such as National
Science Foundation grants to universities or Depart-
ment of Transportation grants to AMTRAK). Capital
assets also do not include intangible assets such as
the knowledge resulting from research and development
or the human capital resulting from education and
training, although capital assets do include land, struc-
tures, equipment, and intellectual property (including
software) that the Federal Government uses in research
and development and education and training.

Capital Project and Useful Segments of a Capital
Praoject

The total capital project, or acquisition of a capital
asset, includes useful segments that are either planning
segments or useful assets.

Planning segments: A planning segment of a capital
project provides information that allows the agency to
develop the design; assess the benefits, costs, and risks;
and establish realistic baseline cost, schedule, and per-

formance goals before proceeding to full acquisition of
the useful asset (or canceling the acquisition). This in-
formation comes from activities, or planning segments,
that include but are not limited to market research
of available solutions, architectural drawings, geological
studies, engineering and design studies, and prototypes.
The process of gathering information for a capital
project may consist of one or more planning segments,
depending on the nature of the asset. If the project
includes a prototype that is a capital asset, the proto-
type may itself be one segment or may be divisible
into more than one segment. Because of uncertainty
regarding the identification of separate planning seg-
ments for research and development activities, the ap-
plication of full funding concepts to research and devel-
opment planning will need more study.

Useful asset: A useful asset is an economically and
programmatically separate segment of the asset pro-
curement stage of the capital project that provides an
asset for which the benefits exceed the costs, even if
no further funding is appropriated. The total capital
asset procurement may include one or more useful as-
sets, although it may not be possible to divide all pro-
curements in this way. Illustrations follow:

Illustration 1: If the construction of a building meets
the justification criteria and has benefits greater than
its costs without further investment, then the construc-
tion of that building is a “useful segment.” Excavation
is not a useful segment because no useful asset results
from the excavation alone if no further funding becomes
available. For a campus of several buildings, a useful
segment is one complete building if that building has
programmatic benefits that exceed its costs regardless
of whether the other buildings are constructed, even
though that building may not be at its maximum use.

Illustration 2: If the full acquisition is for several
items (e.g., aircraft), the useful segment would be the
number of complete aircraft required to achieve benefits
that exceed costs even if no further funding becomes
available. In contrast, some portion of several aircraft
(e.g., engines for five aircraft) would not be a useful
segment if no further funding is available, nor would
one aircraft be a useful segment if two or more are
required for benefits to exceed costs.

Illustration 3: For information technology, a module
(the information technology equivalent of “useful seg-
ment”) is separable if it is useful in itself without subse-
quent modules. The module should be designed so that
it can be enhanced or integrated with subsequent mod-
ules if future funding becomes available.

Earned Value

Earned value refers to a performance-based manage-
ment system for establishing baseline cost, schedule,
and performance goals for a capital project and meas-
uring progress against the goals. Earned value is de-
scribed in OMB Circular A-11, Part 3, “Planning, Budg-
eting and Acquisition of Capital Assets” (July 2000).

Funding
Full funding: Full funding means that appropria-
tions—regular appropriations or advance

appropria-
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tions—are enacted that are sufficient in total to com-
plete a useful segment of a capital project before any
obligations may be incurred for that segment. Full
funding for an entire capital project is required if the
project cannot be divided into more than one useful
segment. If the asset can be divided into more than
one useful segment, full funding for a project may be
desirable, but is not required to constitute full funding.

Incremental (partial) funding: Incremental (partial)
funding means that appropriations—regular appropria-
tions or advance appropriations—are enacted for just
part of a useful segment of a capital project, if the
project has useful segments, or for part of the capital
project as a whole, if it is not divisible into useful
segments. Under incremental funding for a capital
asset, which is not permitted under these principles,
the funds could be obligated to start the segment (or
project) despite the fact that they are insufficient to
complete a useful segment or project.

Risk Management

Risk management is an organized method of identi-
fying and measuring risk and developing, selecting, and
managing options for handling these risks. Before be-
ginning any procurement, managers should review and
revise as needed the acquisition plan to ensure that
risk management techniques considered in the planning
phase are still appropriate.

There are three key principles for managing risk
when procuring capital assets: (1) avoiding or limiting
the amount of development work; (2) making effective
use of competition and financial incentives; and (3) es-
tablishing a performance-based acquisition manage-
ment system that provides for accountability for pro-
gram successes and failures, such as an earned value
system or similar system.

There are several types of risk an agency should con-
sider as part of risk management. The types of risk
include:
schedule risk;
cost risk;
technical feasibility;
risk of technical obsolescence;
dependencies between a new project and other
projects or systems (e.g., closed architectures); and
e risk of creating a monopoly for future procure-

ment.

Part III: FEDERALLY FINANCED CAPITAL STOCKS

Federal investment spending creates a “stock” of cap-
ital that is available in the future for productive use.
Each year, Federal investment outlays add to the stock
of capital. At the same time, however, wear and tear
and obsolescence reduce it. This section presents very
rough measures over time of three different kinds of
capital stocks financed by the Federal Government:
public physical capital, research and development
(R&D), and education.

Federal spending for physical assets adds to the Na-
tion’s capital stock of tangible assets, such as roads,
buildings, and aircraft carriers. These assets deliver
a flow of services over their lifetime. The capital depre-
ciates as the asset ages, wears out, is accidentally dam-
aged, or becomes obsolete.

Federal spending for the conduct of research, develop-
ment, and education adds to an “intangible” asset, the
Nation’s stock of knowledge. Although financed by the
Federal Government, the research and development or
education can be performed by Federal or State govern-
ment laboratories, universities and other nonprofit or-
ganizations, or private industry. Research and develop-
ment covers a wide range of activities, from the inves-
tigation of subatomic particles to the exploration of
outer space; it can be “basic” research without par-
ticular applications in mind, or it can have a highly
specific practical use. Similarly, education includes a
wide variety of programs, assisting people of all ages
beginning with pre-school education and extending
through graduate studies and adult education. Like

physical assets, the capital stocks of R&D and edu-
cation provide services over a number of years and
depreciate as they become outdated.

For this analysis, physical and R&D capital stocks
are estimated using the perpetual inventory method.
In this method, the estimates are based on the sum
of net investment in prior years. Each year’s Federal
outlays are treated as gross investment, adding to the
capital stock; depreciation reduces the capital stock.
Gross investment less depreciation is net investment.
A limitation of the perpetual inventory method is that
investment spending may not accurately measure the
value of the asset created. However, alternative meth-
ods for measuring asset value, such as direct surveys
of current market worth or indirect estimation based
on an expected rate of return, are especially difficult
to apply to assets that do not have a private market,
such as highways or weapons systems.

In contrast to physical and R&D stocks, the estimate
of the education stock is based on the replacement cost
method. Data on the total years of education of the
U.S. population are combined with data on the cost
of education and the Federal share of education spend-
ing to yield the cost of replacing the Federal share
of the Nation’s stock of education.

Additional detail about the methods used to estimate
capital stocks appears in a methodological note at the
end of this section. It should be stressed that these
estimates are rough approximations, and provide a
basis only for making broad generalizations. Errors may
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arise from uncertainty about the useful lives and depre-
ciation rates of different types of assets, incomplete
data for historical outlays, and imprecision in the
deflators used to express costs in constant dollars.

The Stock of Physical Capital

This section presents data on stocks of physical cap-
ital assets and estimates of the depreciation on these
assets.

Trends.—Table 6-5 shows the value of the net feder-
ally financed physical capital stock since 1960, in con-
stant fiscal year 1996 dollars. The total stock grew at
a 2.2 percent average annual rate from 1960 to 2000,
with periods of faster growth during the late 1960s
and the 1980s. The stock amounted to $1,921 billion
in 2000 and is estimated to increase slightly to $1,994
billion by 2002. In 2000, the national defense capital
stock accounted for $635 billion, or 33 percent of the
total, and nondefense stocks for $1,286 billion, or 67
percent of the total. 3

Real stocks of defense and nondefense capital show
very different trends. Nondefense stocks have grown
consistently since 1970, increasing from $455 billion
in 1970 to $1,286 billion in 2000. With the investments
proposed in the budget, nondefense stocks are esti-
mated to grow to $1,370 billion in 2002. During the
1970s, the nondefense capital stock, grew at an average
annual rate of 4.9 percent. In the 1980s, however, the
growth rate slowed to 2.9 percent annually, with growth
continuing at about that rate since then.

3The historical stock estimates are reduced from those published last year because of
an assumed faster depreciation rate for highways and the full incorporation of revised
price indexes from the Bureau of Economic Analysis, as explained in the note on estimating
methods at the end of this part. The revisions leave the year-to-year trends virtually un-
changed.

Real national defense stocks began in 1970 at a rel-
atively high level, and declined steadily throughout the
decade, as depreciation from the Vietnam era exceeded
new investment in military construction and weapons
procurement. Starting in the early 1980s, a large de-
fense buildup began to increase the stock of defense
capital. By 1986, the defense stock had exceeded its
earlier Vietnam-era peak. In the last few years, depre-
ciation on the increased stocks, together with a slower
pace of defense physical capital investment allowed by
the collapse of the Soviet Union and the closure or
realignment of unneeded military bases, reduced the
stock from its previous levels. The increased defense
investment in this budget would slow the rate of decline
markedly, with the stock estimated to decrease from
$635 billion in 2000 to $624 billion in 2002.

Another trend in the Federal physical capital stocks
is the shift from direct Federal assets to grant-financed
assets. In 1960, 42 percent of federally financed non-
defense capital was owned by the Federal Government,
and 58 percent was owned by State and local govern-
ments but financed by Federal grants. Expansion in
Federal grants for highways and other State and local
capital, coupled with relatively slow growth in direct
Federal investments by agencies such as the Bureau
of Reclamation and Corps of Engineers, shifted the com-
position of the stock substantially. In 2000, 27 percent
of the nondefense stock was owned by the Federal Gov-
ernment and 73 percent by State and local govern-
ments.

The growth in the stock of physical capital financed
by grants has come in several areas. The growth in
the stock for transportation is largely grants for high-
ways, including the Interstate Highway System. The
growth in community and regional development stocks
occurred largely with the enactment of the community

Table 6-5. NET STOCK OF FEDERALLY FINANCED PHYSICAL CAPITAL
(In billions of 1996 dollars)

Nondefense
] National Direct Federal Capital Capital Financed by Federal Grants
Fiscal Year Total Defense Total
Non- Water Trans- | Commu- Natural
defense Total and Other Total ortation nity and Resources Other
Power P Regional u
Five year intervals:
1960 806 572 234 98 61 36 136 82 25 20 9
1965 ... 892 554 338 128 78 51 209 146 30 21 12
1970 ... 1,044 589 455 155 94 61 301 213 44 25 19
1975 ... 1,091 521 570 176 109 67 394 261 7 39 23
1980 ... 1,216 484 732 206 130 76 526 317 112 73 25
1985 ... 1,422 569 853 234 143 90 619 368 135 92 24
1990 1,696 721 975 269 154 114 706 429 147 105 26
Annual data:
1995 1,832 712 1,119 311 164 146 809 496 156 115 43
1996 ... 1,845 691 1,153 319 165 154 834 511 159 116 48
1997 ... 1,858 672 1,186 327 165 162 859 526 162 118 53
1998 ... 1,869 657 1,212 330 165 165 882 540 165 119 59
1999 ... 1,890 644 1,246 338 166 173 908 556 167 120 65
2000 1,921 635 1,286 350 167 183 936 574 170 121 70
2001 est. ..... 1,956 628 1,328 362 169 194 966 594 173 123 76
2002 €St v 1,994 624 1,370 373 170 203 997 614 176 124 82
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development block grant in the early 1970s. The value
of this capital stock has grown only slowly in the past
few years. The growth in the natural resources area
occurred primarily because of construction grants for
sewage treatment facilities. The value of this federally
financed stock has increased about 30 percent since
the mid-1980s.

Table 6—6 shows nondefense physical capital outlays
both gross and net of depreciation since 1960. Total
nondefense net investment has been consistently posi-
tive over the period covered by the table, indicating
that new investment has exceeded depreciation on the
existing stock. For some categories in the table, such
as water and power programs, however, net investment
has been negative in some years, indicating that new
investment has not been sufficient to offset estimated
depreciation. The net investment in this table is the
change in the net nondefense physical capital stock dis-
played in Table 6-5.

The Stock of Research and Development Capital

This section presents data on the stock of research
and development, taking into account adjustments for
its depreciation.

Trends.—As shown in Table 6-7, the R&D capital
stock financed by Federal outlays is estimated to be
$914 billion in 2000 in constant 1996 dollars. About
two-fifths is the stock of basic research knowledge;
about three-fifths is the stock of applied research and
development.

The total federally financed R&D stock in 2000 was
about evenly divided between defense and nondefense.
Although investment in defense R&D has exceeded that
of nondefense R&D in every year since 1981, the non-
defense R&D stock is actually the larger of the two,

because of the different emphasis on basic research and
applied research and development. Defense R&D spend-
ing is heavily concentrated in applied research and de-
velopment, which depreciates much more quickly than
basic research. The stock of applied research and devel-
opment is assumed to depreciate at a ten percent geo-
metric rate, while basic research is assumed not to
depreciate at all.

The defense R&D stock rose slowly during the 1970s,
as gross outlays for R&D trended down in constant
dollars and the stock created in the 1960s depreciated.
A renewed emphasis on defense R&D spending from
1980 through 1990 led to a more rapid growth of the
R&D stock. Since then, real defense R&D outlays have
tapered off, depreciation has grown, and, as a result,
the net defense R&D stock has stabilized.

The growth of the nondefense R&D stock slowed from
the 1970s to the 1980s, from an annual rate of 3.8
percent in the 1970s to a rate of 2.1 percent in the
1980s. Gross investment in real terms fell during much
of the 1980s, and about three-fourths of new outlays
went to replacing depreciated R&D. Since 1988, how-
ever, nondefense R&D outlays have been on an upward
trend while depreciation has edged down. As a result,
the net nondefense R&D capital stock has grown more
rapidly.

The Stock of Education Capital

This section presents estimates of the stock of edu-
cation capital financed by the Federal government.

As shown in Table 6-8, the federally financed edu-
cation stock is estimated at $1,030 billion in 2000 in
constant 1996 dollars, rising to $1,157 billion in 2002.
The vast majority of the Nation’s education stock is

Table 6-6. COMPOSITION OF GROSS AND NET FEDERAL AND FEDERALLY FINANCED NONDEFENSE PUBLIC PHYSICAL
INVESTMENT
(In billions of 1996 dollars)

Total nondefense investment Direct Federal investment Investment financed by Federal grants
Composition of net Composition of net investment
) investment
and Other (mainly de?/lglgg- and Other
power highways) ment environment
Five year intervals:
1960 22.7 47 18.1 7.0 22 47 25 2.3 15.7 24 13.3 12.6 0.1 0.1 0.5
1965 32.5 6.9 25.6 10.1 3.0 7.1 3.3 3.8 22.3 3.8 18.5 15.5 2.1 0.4 0.5
1970 32.1 9.4 22.6 6.9 3.8 3.1 2.3 0.8 25.1 5.6 19.5 1.9 5.1 0.9 1.6
1975 32.9 11.6 213 9.0 4.3 4.8 3.6 1.2 23.8 74 16.5 7.0 4.3 45 0.7
1980 46.9 14.6 324 1.0 4.9 6.0 3.9 22 36.0 9.6 26.4 12.3 75 6.8 -0.2
1985 45.4 17.8 27.7 13.7 6.4 74 2.6 48 317 11.4 20.3 13.0 41 3.2 -0.1
1990 46.3 22.3 24.0 16.2 9.2 7.0 24 45 30.1 13.1 171 11.9 1.7 2.1 1.4
Annual data:

1995 59.9 26.3 33.5 19.5 11.4 8.2 1.8 6.3 40.3 15.0 25.4 15.2 2.8 2.0 54
1996 61.1 27.3 33.8 20.7 11.8 8.9 0.9 8.0 40.3 15.4 24.9 14.9 3.0 1.6 55
1997 60.9 28.2 32.7 20.0 12.3 7.7 -0.1 7.8 40.9 15.9 25.0 15.2 2.9 1.5 5.3
1998 55.5 29.0 26.5 15.5 12.6 2.9 = 2.9 40.0 16.4 23.7 141 2.7 1.1 5.8
1999 63.4 29.7 33.7 21.3 12.9 8.4 0.7 7.7 422 16.8 25.3 16.1 2.7 1.2 5.3
2000 71.0 30.9 40.1 25.5 13.5 12.0 1.5 10.5 455 17.4 28.1 18.1 2.7 1.6 5.7
2001 est 74.0 32.1 41.9 26.2 14.2 11.9 1.5 10.4 47.9 17.9 30.0 19.5 2.8 1.6 6.1
2002 est 75.5 33.4 421 26.0 14.9 11.1 1.3 9.8 49.5 18.5 31.0 20.7 2.7 1.5 6.2

*$50 million or less.
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Table 6-7. NET STOCK OF FEDERALLY FINANCED RESEARCH AND DEVELOPMENT 1
(In billions of 1996 dollars)
National Defense Nondefense Total Federal
' Applied Applied Applied
Fiscal Year Total Basic Reggarch Total Basic Reggarch Total Basic Reggarch
Research and Research and Research and
Development Development Development
Five year intervals:
1970 e 247 15 233 204 63 140 451 78 373
1975 ... 262 19 242 249 92 157 511 112 399
1980 ... 265 24 242 295 125 170 560 148 412
1985 ... 304 29 276 321 165 156 626 194 432
1990 .o 381 34 347 362 217 146 744 251 493
Annual data:

1995 oo ee 399 40 359 436 278 158 835 318 517
1996 ... 401 41 360 448 290 158 850 332 518
1997 ... 403 42 360 463 303 160 866 346 520
1998 .o s 403 44 360 478 316 163 882 359 523
1999 L 402 45 358 495 329 166 897 374 523
2000 e 401 46 356 512 344 169 914 389 524
2001 St o s 400 47 353 533 359 174 933 406 527
2002 €St .ocevrrrirrrienins 403 48 355 556 377 179 959 425 534

1 Excludes outlays for physical capital for research and development, which are included in Table 6-5.

financed by State and local governments, and by stu-
dents and their families themselves. This federally fi-
nanced portion of the stock represents about 3 percent
of the Nation’s total education stock.4 Nearly three-
quarters is for elementary and secondary education,
while the remaining one quarter is for higher education.

Despite a slowdown in growth during the early 1980s,
the stock grew at an average annual rate of 5.4 percent
from 1970 to 2000, and the expansion of the education
stock is projected to continue under this budget.

4For estimates of the total education stock, see Table 2—4 in Chapter 2, “Stewardship:
Toward a Federal Balance Sheet.”

Note on Estimating Methods

This note provides further technical detail about the
estimation of the capital stock series presented in Ta-
bles 6-5 through 6-8.

As stated previously, the capital stock estimates are
very rough approximations. Sources of possible error
include:

Methodological issues.—The stocks of physical capital
and research and development are estimated with the
perpetual inventory method. A fundamental assumption
of this method is that each dollar of investment spend-
ing adds a dollar to the value of the capital stock in
the period in which the spending takes place. In reality,
the value of the asset created could be more or less
than the investment spending. As an extreme example,

Table 6-8. NET STOCK OF FEDERALLY FINANCED EDUCATION
CAPITAL
(In billions of 1996 dollars)

Fiscal V. EdTotal Ialesmentaéy Higher
iscal Year ucation and Seconda :
Stock Education Y| Education
Five year intervals:
1960 67 48 19
1965 .. 93 67 26
1970 .. 213 167 46
1975 .. 307 247 60
1980 .. 434 338 96
1985 .. 535 399 137
1990 703 519 184
Annual data:
1995 s 792 574 218
1996 .. 822 596 226
856 621 235
909 661 248
969 708 261
1,030 762 268
1,088 813 275
1,157 869 289
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in cases where a project is canceled before completion,
the spending on the project does not result in the cre-
ation of any asset. Even where asset value is equal
to investment spending, there might be timing dif-
ferences in spending and the creation of a capital asset.
For example, payments for constructing an aircraft car-
rier might be made over a period of years, with the
capital asset only created at the end of the period.

The historical outlay series.—The historical outlay se-
ries for physical capital was based on budget records
since 1940 and was extended back to 1915 using data
from selected sources. There are no consistent outlay
data on physical capital for this earlier period, and
the estimates are approximations. In addition, the his-
torical outlay series in the budget for physical capital
extending back to 1940 may be incomplete. The histor-
ical outlay series for the conduct of research and devel-
opment began in the early 1950s and required selected
sources to be extended back to 1940. In addition, sepa-
rate outlay data for basic research and applied R&D
were not available for any years and had to be esti-
mated from obligations and budget authority. For edu-
cation, data for Federal outlays from the budget were
combined with data for non-Federal spending from the
institution or jurisdiction receiving Federal funds,
which may introduce error because of differing fiscal
years and confusion about whether the Federal Govern-
ment was the original source of funding.

Price adjustments.—The prices for the components of
the Federal stock of physical, R&D, and education cap-
ital have increased through time, but the rates of in-
crease are not accurately known. Estimates of costs
in fiscal year 1996 prices were made through the appli-
cation of price measures from the National Income and
Product Accounts (NIPAs), but these should be consid-
ered only approximations of the costs of these assets
in 1996 prices.

Depreciation.—The useful lives of physical, R&D, and
education capital, as well as the pattern by which they
depreciate, are very uncertain. This is compounded by
using depreciation rates for broad classes of assets,
which do not apply uniformly to all the components
of each group. As a result, the depreciation estimates
should also be considered approximations. This limita-
tion is especially important in capital financed by
grants, where the specific asset financed with the grant
is often subject to the discretion of the recipient juris-
diction.

Research continues on the best methods to estimate
these capital stocks. The estimates presented in the
text could change as better information becomes avail-
able on the underlying investment data and as im-
proved methods are developed for estimating the stocks
based on those data.

Physical Capital Stocks

For many years, current and constant-cost data on
the stock of most forms of public and private physical
capital—e.g., roads, factories, and housing—have been
estimated annually by the Bureau of Economic Analysis
(BEA) in the Department of Commerce. With two recent

comprehensive revisions of the NIPAs in January 1996
and October 1999, government investment has taken
increased prominence. Government investment in phys-
ical capital is now reported separately from government
consumption expenditures, and government consump-
tion expenditures include depreciation as a measure
of the services provided by the existing capital stock.
Government purchases of software are now included
as investment.5 In addition, as part of the most recent
revisions, a new NIPA table explicitly links investment
and capital stocks by reporting the net stock of Govern-
ment physical capital and decomposing the annual
change in the stock into investment, depreciation, ex-
traordinary changes such as disasters, and revalu-
ation. 6

The BEA data are not directly linked to the Federal
budget, do not extend to the years covered by the budg-
et, and do not separately identify the capital financed
but not owned by the Federal Government. For these
reasons, OMB prepares separate estimates for budg-
etary purposes, using techniques that roughly follow
the BEA methods.

Method of estimation.—The estimates were developed
from the OMB historical data base for physical capital
outlays and grants to State and local governments for
physical capital. These are the same major public phys-
ical capital outlays presented in Part I. This data base
extends back to 1940 and was supplemented by rough
estimates for 1915-1939.

The deflators used to convert historical outlays to
constant 1996 dollars were based on chained NIPA
price indexes for Federal, State, and local consumption
of durables and gross investment. The price indexes
were updated this year consistent with revised data
back to 1930 from BEA’s October 1999 comprehensive
NIPA revisions. For 1915 through 1929, deflators were
estimated from Census Bureau historical statistics on
constant price public capital formation.

The resulting capital stocks were aggregated into
nine categories and depreciated using geometric rates
roughly following those of BEA, which estimates depre-
ciation using much more detailed categories.” The geo-
metric rates were 1.9 percent for water and power
projects; 2.4 percent for other direct nondefense con-
struction and rehabilitation; 20.3 percent for non-
defense equipment; 14.0 percent for defense equipment;
2.1 percent for defense structures; 2.0 percent for trans-
portation grants; 1.7 percent for community and re-
gional development grants; 1.5 percent for natural re-
sources and environment grants; and 1.8 percent for
other nondefense grants. The depreciation rate for
transportation grants was increased from the 1.6 per-
cent rate used last year, consistent with a revised as-

5This change aligns BEA’s treatment of software with OMB’s definitions, which include
purchase and in-house development of major software as investment.

6 BEA presented estimates of capital stocks consistent with its October 1999 comprehensive
revisions in “Fixed Assets and Consumer Durable Goods,” Survey of Current Business,
April 2000, pp. 17-30.

7BEA presented its depreciation methods and rates in “Improved Estimates of Fixed
Reproducible Tangible Wealth, 1929-95,” Survey of Current Business, May 1997, pp. 69-76.
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sumption for the service life of highways adopted by
BEA in its October 1999 revisions.

Research and Development Capital Stocks

Method of estimation.—The estimates were developed
from a data base for the conduct of research and devel-
opment largely consistent with the data in the Histor-
ical Tables. Although there is no consistent time series
on basic and applied R&D for defense and nondefense
outlays back to 1940, it was possible to estimate the
data using obligations and budget authority. The data
are for the conduct of R&D only and exclude outlays
for physical capital for research and development, be-
cause those are included in the estimates of physical
capital. Nominal outlays were deflated by the chained
price index for gross domestic product (GDP) in fiscal
year 1996 dollars to obtain estimates of constant dollar
R&D spending.

The appropriate depreciation rate of intangible R&D
capital is even more uncertain than that of physical
capital. Empirical evidence is inconclusive. It was as-
sumed that basic research capital does not depreciate
and that applied research and development capital has
a ten percent geometric depreciation rate. These are
the same assumptions used in a study published by
the Bureau of Labor Statistics estimating the R&D
stock financed by private industry. 8 More recent experi-
mental work at BEA, extending estimates of tangible
capital stocks to R&D, used slightly different assump-

tions. This work assumed straight-line depreciation for
all R&D over a useful life of 18 years, which is roughly
equivalent to a geometric depreciation rate of 11 per-
cent. The slightly higher depreciation rate and its ex-
tension to basic research would result in smaller stocks
than the method used here.®

Education Capital Stocks

Method of estimation.—The estimates of the federally
financed education capital stock in Table 6-8 were cal-
culated by first estimating the Nation’s total stock of
education capital, based on the current replacement
cost of the total years of education of the population,
including opportunity costs. To derive the Federal share
of this total stock, the Federal share of total educational
expenditures was applied to the total amount. The per-
cent in any year was estimated by averaging the prior
years’ share of Federal education outlays in total edu-
cation costs. For more information, refer to the tech-
nical note in Chapter 2, “Stewardship: Toward a Fed-
eral Balance Sheet.”

The stock of capital estimated in Table 6-8 is based
only on spending for education. Stocks created by other
human capital investment outlays included in Table
6-1, such as job training and vocational rehabilitation,
were not calculated because of the lack of historical
data prior to 1962 and the absence of estimates of
depreciation rates.

Part IV: ALTERNATIVE CAPITAL BUDGET AND CAPITAL EXPENDITURE PRESENTATIONS

A capital budget would separate Federal expenditures
into two categories: spending for investment and all
other spending. In this sense, Part I of the present
chapter provides a capital budget for the Federal Gov-
ernment, distinguishing outlays that yield long-term
benefits from all others. But alternative capital budget
presentations have also been suggested, and a capital
budget process may take many different forms. The
President’s Commission to Study Capital Budgeting re-
cently considered capital budgets and the broader ques-
tion of the planning and budgeting process for capital
assets. It made a series of recommendations to improve
budgeting for capital, but it did not recommend any
kind of capital budget or target for investment in the
sense discussed in this section.1® This section is in-
tended to show the implications of budgeting for capital
separately or changing the basis for measuring capital
investment in the budget.

The Federal budget mainly finances investment for
two quite different types of reasons. It invests in cap-

8See U.S. Department of Labor, Bureau of Labor Statistics, The Impact of Research
and Development on Productivity Growth, Bulletin 2331, September 1989.

9See “A Satellite Account for Research and Development,” Survey of Current Business,
November 1994, pp. 37-71.

ital—such as office buildings, computers, and weapons
systems—that primarily contributes to its ability to pro-
vide governmental services to the public; some of these
services, in turn, are designed to increase economic
growth. And it invests in capital—such as highways,
education, and research—that contributes more directly
to the economic growth of the Nation. Most of the cap-
ital in the second category, unlike the first, is not
owned or controlled by the Federal Government. In the
discussion that follows, the first is called “Federal cap-
ital” and the second is called “national capital.” Table
6-9 compares total Federal investment as defined in
Part I of this chapter with investment in Federal cap-
ital, which was defined as “capital assets” in Part II
of this chapter, and with investment in national capital.
Some Federal investment is not classified as either Fed-
eral or national capital, and a relatively small part
is included in both categories.

10 Report of the President’s Commission to Study Capital Budgeting (February 1999). To
be specific, the Commission did not recommend changing the budget to alter the basis
for measuring capital investment, to make the size of the deficit or surplus depend on
the amount of expenditures defined as capital, to finance capital spending by borrowing,
or to make a single decision about how much to spend for “capital” under some definition.
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Table 6-9. ALTERNATIVE DEFINITIONS OF INVESTMENT OUTLAYS, 2002

(In millions of dollars)

Investment Outlays

Aglf tg’;’e_s Federal National
ital 1p capital capital
Construction and rehabilitation:
Grants:
TranSPOIAtION ........ceveurircirieirireiereieee ettt 37,397 37,397
Natural resources and environment ..... 2,845 2,845
Community and regional development . 6,403 1,120
Housing assistance ..........cccoeneuveeeeenes 7,955 | oo | e
Other grants ...... 671 571
Direct Federal:
National AEfENSE ......cccvevririiceee et 5,113 5113 | v
General science, space, and technology . 2,764 2,733 2,764
Natural resources and environment ..... 4,994 3,915 4,591
ENErgy .o 1,318 1,318 1,318
Transportation .........cccccceeveeneene 263 233 263
Veterans and other health facilities .. 1,559 1,559 1,559
POSEAl SEIVICE ..vuvviieireieierieie ettt ssnas 975 975 975
GSA real property aCHVIIES ........cceureeeremeenireririrerneeeiseisesesesesesenessees 1,175 1175 | s
Other CONSHUCHION ....v.vevevereieec e s s s 3,299 2,893 1,277
Total construction and rehabilitation ............ccccceveevveviiceenncccceeins 76,731 19,914 54,680
Acquisition of major equipment (direct):
National AEEBNSE .......cvicriciice e 57,239 57,239 | .ovevreinns
Postal Service ... 749 749 749
Air transportation 2,302 2,302 2,302
(0111 SR 7,278 6,247 4,165
Total Major EQUIPMENT ......ccevererrrcrcere e 67,568 66,537 7,216
Purchase or sale of land and structures .. 358 358 | s
Other physical aSSets (Grants) ......ceerrrerermeereerneeeernesssisesssiseesessessssssesens 1,023 | o 61
Total physical INVESIMENT ..o e 145,680 86,809 61,957
Research and development:
Defense ..... 46,850 1,206
Nondefense 40,396 40,029
Total research and development .........ccoceerenenrsneneeese e 87,246 | .ovovrrnne 41,235
Education and fraining ..........ccecevimreieieneseeesssesiessest s 65,606 | ..ooorrrernne 65,203
Total INVESIMENt OUHIAYS .......vvuverriireiciiinererie e 298,532 86,809 168,395

"Total outlays for “all types of capital“ are equal to the total for “major Federal investment outlays” in Table
6-1. Some capital is not classified as either Federal or national capital, and a relatively small part is included in

both categories.

Capital budgets and other changes in Federal budg-
eting have been suggested from time to time for the
Government’s investment in both Federal and national
capital. The proposals differ widely in coverage, depend-
ing on the rationale for the suggestion. Some would
include all the investment shown in Table 6—1, or more,
whereas others would be narrower in various ways.
These proposals also differ in other respects, such as
whether investment would be financed by borrowing
and whether the non-investment budget would nec-
essarily be balanced. Some of these proposals are dis-
cussed below and illustrated by alternative capital
budget and other capital expenditure presentations, al-
though the discussion does not address matters of im-
plementation such as the effect on the Budget Enforce-
ment Act. The planning and budgeting process for cap-

ital assets, which is a different subject, is discussed
in Part II of this chapter.

Investment in Federal Capital

The goal of investment in Federal capital is to deliver
the right amount of Government services as efficiently
and effectively as possible. The Congress allocates re-
sources to Federal agencies to accomplish a wide vari-
ety of programmatic goals. Because these goals are di-
verse and most are not measured in dollars, they are
difficult to compare with each other. Policy judgments
must be made as to their relative importance.

Once amounts have been allocated for one of these
goals, however, analysis may be able to assist in choos-
ing the most efficient and effective means of delivering
service. This is the context in which decisions are made
on the amount of investment in Federal capital. For
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example, budget proposals for the Department of Jus-
tice must consider whether to increase the number of
FBI agents, the amount of justice assistance grants
to State and local governments, or the number of Fed-
eral prisons in order to accomplish the department’s
objectives. The optimal amount of investment in Fed-
eral capital derives from these decisions. There is no
efficient target for total investment in Federal capital
as such either for a single agency or for the Govern-
ment as a whole.

The universe of Federal capital encompasses all fed-
erally owned capital assets. It excludes Federal grants
to States for infrastructure, such as highways, and it
excludes intangible investment, such as education and
research. Investment in Federal capital in 2002 is esti-
mated to be $86.8 billion, or 29 percent of the total
Federal investment outlays shown in Table 6-1. Of the
investment in Federal capital, 72 percent is for defense
and 28 percent for nondefense purposes. (The estimates
for defense investment throughout this section are sub-
ject to change as a result of the Defense Strategy Re-
view mentioned in the introduction to this chapter.)

A Capital Budget for Capital Assets

Discussion of a capital budget has often centered on
Federal capital, called “capital assets” in Part II of this
chapter—buildings, other construction, equipment, and
software that support the delivery of Federal services.
This includes capital commonly available from the com-
mercial sector, such as office buildings, computers, mili-
tary family housing, veterans hospitals, research and
development facilities, and associated equipment; it also
includes special purpose capital such as weapons sys-
tems, military bases, the space station, and dams. This
definition excludes capital that the Federal Government
has financed but does not own.

Some capital budget proposals would partition the
unified budget into a capital budget, an operating budg-
et, and a total budget. Table 6-10 illustrates such a
capital budget for capital assets as defined above. It
is accompanied by an operating budget and a total
budget. The operating budget consists of all expendi-
tures except those included in the capital budget, plus
depreciation on the stock of assets of the type pur-
chased through the capital budget. The capital budget
consists of expenditures for capital assets and, on the
income side of the account, depreciation. The total
budget is the present unified budget, largely based on
cash for its measure of transactions, which records all
outlays and receipts of the Federal Government. It con-
solidates the operating and capital budgets by adding
them together and netting out depreciation as an
intragovernmental transaction. The operating budget
has a larger surplus than the unified budget by a small
amount, $7 billion, because capital expenditures are
larger than depreciation by $7 billion. This reflects both
the relatively small Federal investment in new capital
assets ($87 billion) and the offsetting effect of deprecia-
tion on the existing stock ($80 billion). The figures in
Table 6-10 and the subsequent tables of this section

are rough estimates, intended only to be illustrative
and to provide a basis for broad generalizations.

Table 6-10. CAPITAL, OPERATING, AND UNIFIED BUDGETS:
FEDERAL CAPITAL, 20021

(In billions of dollars)

Operating Budget
RECEIPES .ottt s 2,192
Expenses:
DEPIECIALION .....vvvrvrcrsceiee ettt 80
ONEE oo e 1,874
Subtotal, BXPENSES ....vvuiveierieiieieieieississ et 1,954
SUIPIUS OF dEfiCit (=) ovvueereererieeeireeieri s 238
Capital Budget
INCOME: AEPIECIALION .....ceuveieieieeiieieie e 80
Capital EXPENAIIUIES .......cververereriiirerireerierie st 87
SUrPIUS OF EFICIE (=) vvovverercrierireeecireere s -7
Unified Budget
Receipts 2,192
Outlays 1,961
SUIPIUS OF dEfiCit (=) wvuvvrrererrererrrirsrerersese e snenes 231

THistorical data to estimate the capital stocks and calculate depreciation are not readily available for Federal
capital. Depreciation estimates were based on the assumption that outlays for Federal capital were a constant
percentage of the larger categories in which such outlays were classified. They are also subject to the limita-
tions explained in Part Il of this chapter. Depreciation is measured in terms of current cost, not historical cost.

Some proposals for a capital budget would exclude
defense capital (other than military family housing).
These exclusions—weapons systems, military bases,
and so forth—would comprise three-fourths of the ex-
penditures shown in the capital budget of Table 6-10.
For 2002, this exclusion would make little difference
to the operating budget surplus. If defense capital was
excluded, the operating budget would have a surplus
that was $10 billion more than the unified budget sur-
plus instead of $7 billion more as shown above for
the complete coverage of Federal capital. Capital ex-
penditures for defense in 2002 are estimated to be $3
billion less than depreciation, whereas capital expendi-
tures for nondefense purposes (plus military family
housing) are estimated to be $10 billion more.

Budget Discipline and a Capital Budget

Many proposals for a capital budget, though not all,
would effectively dispense with the unified budget and
make expenditure decisions on capital asset acquisi-
tions in terms of the operating budget instead. When
an agency proposed to purchase a capital asset, the
operating budget would include only the estimated de-
preciation. For example, suppose that an agency pro-
posed to buy a $50 million building at the beginning
of the year with an estimated life of 25 years and
with depreciation calculated by the straightline method.
Operating expense in the budget year would increase
by $2 million, or only 4 percent of the asset cost. The
same amount of depreciation would be recorded as an
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increase in operating expense for each year of the as-
set’s life. 11

Recording the annual depreciation in the operating
budget each year would provide little control over the
decision about whether to invest in the first place. Most
Federal investments are sunk costs and as a practical
matter cannot be recovered by selling or renting the
asset. At the same time, there is a significant risk
that the need for a capital asset may change over a
period of years, because either the need is not perma-
nent, it is initially misjudged, or other needs become
more important. Since the cost is sunk, however, control
cannot be exercised later on by comparing the annual
benefit of the asset services with depreciation and inter-
est and then selling the asset if its annual services
are not worth this expense. Control can only be exer-
cised up front when the Government commits itself to
the full sunk cost. By spreading the real cost of the
project over time, however, use of the operating budget
for expenditure decisions would make the budgetary
cost of the capital asset appear very cheap when deci-
sions were being made that compared it to alternative
expenditures. As a result, there would be an incentive
to purchase capital assets with little regard for need,
and also with little regard for the least-cost method
of acquisition.

A budget is a financial plan for allocating resources—
deciding how much the Federal Government should
spend in total, program by program, and for the parts
of each program. The budgetary system provides a proc-
ess for proposing policies, making decisions, imple-
menting them, and reporting the results. The budget
needs to measure costs accurately so that decision mak-
ers can compare the cost of a program with its benefit,
the cost of one program with another, and the cost
of alternative methods of reaching a specified goal.
These costs need to be fully included in the budget
up front, when the spending decision is made, so that
executive and congressional decision makers have the
information and the incentive to take the total costs
into account in setting priorities.

The present budget does this for investment. By re-
cording investment on a cash basis, it causes the total
cost to be compared up front in a rough and ready
way with the total expected future net benefits. Since
the budget measures only cost, the benefits with which
these costs are compared, based on policy makers’ judg-
ment, must be presented in supplementary materials.
Such a comparison of total cost with benefits is con-
sistent with the formal method of cost-benefit analysis
of capital projects in government, in which the full cost
of a capital asset as the cash is paid out is compared
with the full stream of future benefits (all in terms
of present values). 12 This comparison is also consistent

11The amount of depreciation that typically would be recorded as an expense in the
budget year is overstated by this illustration. First, most assets are purchased after the
beginning of the year, in which case less than a full year’s depreciation would be recorded.
Second, assets may be constructed or built to order, in which case no depreciation would
be recorded until the work was completed and the asset put into service. This could be
several years after the initial expenditure, in which case the budget would record no expense
at all in the budget year.

12For example, see Edward M. Gramlich, A Guide to Benefit-Cost Analysis (2nd ed.;
Englewood Cliffs: Prentice Hall, 1990), chap. 6; or Joseph E. Stiglitz, Economics of the

with common business practice, in which capital budg-
eting decisions for the most part are made by com-
paring cash flows. The cash outflow for the full pur-
chase price is compared with expected future cash
inflows, either through a relatively sophisticated tech-
nique of discounted cash flows—such as net present
value or internal rate of return—or through cruder
methods such as payback periods. 13 Regardless of the
specific technique adopted, it usually requires com-
paring future returns with the entire cost of the asset
up front—not spread over time through annual depre-
ciation. 14

Practice Outside the Federal Government

The proponents of making investment decisions on
the basis of an operating budget with depreciation have
sometimes claimed that this is the common practice
outside the Federal Government. However, while the
practice of others may differ from the Federal budget
and the terms “capital budget” and “capital budgeting”
are often used, these terms do not normally mean that
capital asset acquisitions are decided on the basis of
annual depreciation cost. The use of these terms in
business and State government also does not mean that
businesses and States finance all their investment by
borrowing. Nor does it mean that under a capital budg-
et the extent of borrowing by the Federal Government
to finance investment would be limited by the same
forces that constrain business and State borrowing for
investment.

Private business firms call their investment deci-
sion making process “capital budgeting,” and they
record the resulting planned expenditures in a “capital
budget.” However, decisions are normally based on up-
front comparisons of the cash outflows needed to make
the investment with the resulting cash inflows expected
in the future, as explained above, and the capital budg-
et records the period-by-period cash outflows proposed
for capital projects. 15 This supports the business’s goal
of deciding upon and controlling the use of its re-
sources.

The cash-based focus of business budgeting for capital
is in contrast to business financial statements—the in-
come statement and balance sheet—which use accrual

Public Sector (2nd ed.; New York: Norton, 1988), chap. 10. This theory is applied in formal
OMB instructions to Federal agencies in OMB Circular No. A-94, Guidelines and Discount
Rates for Benefit-Cost Analysis of Federal Programs (October 29, 1992). General Accounting
Office, Discount Rate Policy, GAO/OCE-17.1.1 (May 1991), discusses the appropriate discount
rate for such analysis but not the foundation of the analysis itself, which is implicitly
assumed.

13For a full textbook analysis of capital budgeting techniques in business, see Harold
Bierman, Jr., and Seymour Smidt, The Capital Budgeting Decision (8th ed.; Saddle River,
N.J.: Prentice-Hall, 1993). Shorter analyses from the standpoints of corporate finance and
cost accounting may be found, for example, in Richard A. Brealey and Stewart C. Myers,
Principles of Corporate Finance (5th ed.; New York: McGraw-Hill, 1996), chap. 2, 5, and
6; Charles T. Horngren et al., Cost Accounting (9th ed.; Upper Saddle River, N.J.: Prentice-
Hall, 1997), chap. 22 and 23; Jerold L. Zimmerman, Accounting for Decision Making and
Control (Chicago: Irwin, 1995), chap. 3; and Surendra S. Singhvi, “Capital-Investment Budg-
eting Process” and “Capital-Expenditure Evaluation Methods,” chap. 19 and 20 in Robert
Rachlin, ed., Handbook of Budgeting (4th ed.; New York: Wiley, 1999).

14Two surveys of business practice conducted a few years ago found that such techniques
are predominant. See Thomas Klammer et al., “Capital Budgeting Practices—A Survey
of Corporate Use,” Journal of Management and Accounting Research, vol. 3 (Fall 1991),
pp. 113-30; and Glenn H. Petry and James Sprow, “The Theory and Practice of Finance
in the 1990s,” The Quarterly Review of Economics and Finance, vol. 33 (Winter 1993),
pp. 359-82. Petry and Sprow also found that discounted cash flow techniques are rec-
ommended by the most widely used textbooks in managerial finance.

15A business capital budget is depicted in Glenn A. Welsch et al., Budgeting: Profit
Planning and Control (5th ed.; Englewood Cliffs: Prentice Hall, 1988), pp. 396-99.
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accounting for a different purpose, namely, to record
how well the business is meeting its objective of earning
profit and accumulating wealth for its owners. For this
purpose, the income statement shows the profit in a
year from earning revenue net of the expenses incurred.
These expenses include depreciation, which is an alloca-
tion of the cost of capital assets over their estimated
useful lives. With similar objectives in mind, the Fed-
eral Accounting Standards Advisory Board has adopted
the use of depreciation on general property, plant, and
equipment owned by the Federal Government as a
measure of expense in financial statements and cost
accounting for Federal agencies. 16

Businesses finance investment from net income, cash
on hand, and other sources as well as borrowing. When
they borrow to finance investment, they are constrained
in ways that Federal borrowing is not. The amount
that a business borrows is limited by its own profit
motive and the market’s assessment of its capacity to
repay. The greater a business’s indebtedness, other
things equal, the more risky is any additional bor-
rowing and the higher is the cost of funds it must
pay. Since the profit motive ensures that a business
will not want to borrow unless the expected return
is at least as high as the cost of funds, the amount
of investment that a business will want to finance is
limited; it has an incentive to borrow only for projects
where the expected return is as high or higher than
the cost of funds. Furthermore, if the risk is great
enough, a business may not be able to find a lender.

No such constraint limits the Federal Government—
either in the total amount of its borrowing for invest-
ment, or in its choice of which assets to buy—because
of its sovereign power to tax and the wide economic
base that it taxes. It can tax to pay for investment;
and, if it borrows, its power to tax ensures that the
credit market will judge U.S. Treasury securities free
from any risk of default even if it borrows “excessively”
or for projects that do not seem worthwhile.

Most States also have a “capital budget,” but the
operating budget is not like the operating budget envis-
aged by proponents of making Federal investment deci-
sions on the basis of depreciation. State capital budgets
differ widely in many respects but generally relate some
of the State’s purchases of capital assets to borrowing
and other earmarked means of financing. For the debt-
financed portion of investment, the interest and repay-
ment of principal are usually recorded as expenditures
in the operating budget. For the portion of investment
purchased in the capital budget but financed by Federal
grants or State taxes, which may be substantial, State

16 Statement of Federal Financial Accounting Standards No. 6, Accounting for Property,
Plant, and Equipment, pp. 5-14 and 34-35. (The Federal Accounting Standards Advisory
Board was established by the Office of Management and Budget, Department of Treasury,
and General Accounting Office to develop accounting standards and concepts for the Federal
government. The American Institute of Certified Public Accountants has designated it as
the body to establish generally accepted accounting principles (GAAP) for Federal govern-
ment entities.) Depreciation is not used as a measure of expense for heritage assets, or
for weapons systems and other national defense property, plant, and equipment. Depreciation
also is not used as a measure of expense for physical property financed by the Federal
Government but owned by State and local governments, or for investment that the Federal
Government finances in human capital and research and development.

operating budgets do not record any amount. No State
operating budget is charged for depreciation. 17

States do not currently record depreciation expense
in the financial accounting statements for governmental
funds. They record depreciation expense only in their
proprietary (commercial-type) funds and in those trust
funds where net income, expense, or capital mainte-
nance is measured.1® Under new financial accounting
standards, however, depreciation on most capital assets
will be recognized as an expense in government-wide
financial statements. This requirement will be phased
in over the next three years and is effective for larger
governments for fiscal years beginning after June
2001.19

State borrowing to finance investment, like business
borrowing, is subject to limitations that do not apply
to Federal borrowing. Like business borrowing, it is
constrained by the credit market’s assessment of the
State’s capacity to repay, which is reflected in the credit
ratings of its bonds. Rating agencies place significant
weight on the amount of debt outstanding compared
to the economic output generated by the State. Further-
more, borrowing is usually designated for specified in-
vestments, and it is almost always subject to constitu-
tional limits or referendum requirements.

Other developed nations tend to show a more sys-
tematic breakdown between investment and operating
expenditures within their budgets than does the United
States, even while they record capital expenditures on
a cash basis within the same budget totals. The French
budget, for example, has traditionally been divided into
separate titles of which some are for current expendi-
tures and others for capital expenditures. A recent
study of European countries found only four, however,
that had a real difference between a current budget
and a capital budget (Greece, Ireland, Luxembourg, and
Portugal). 20

In addition, four developed countries have recently
begun to adopt accrual budgets that include the use
of depreciation in place of capital expenditures. These
four countries, however, require appropriations for the
full cost or current cash disbursements as an additional
control under some or all circumstances. New Zealand,
the first country to shift to an accrual budget, requires
the equivalent of appropriations for the full cost up
front before a department can make net additions to
its capital assets or before the government can acquire

17The characteristics of State capital budgets were examined in a survey of State budget
officers for all 50 States in 1986. See Lawrence W. Hush and Kathleen Peroff, “The Variety
of State Capital Budgets: A Survey,” Public Budgeting and Finance (Summer 1988), pp.
67-79. More detailed results are available in an unpublished OMB document, “State Capital
Budgets” (July 7, 1987). Two GAO reports examined State capital budgets and reached
similar conclusions on the issues in question. See Budget Issues: Capital Budgeting Practices
in the States, GAO/AFMD-86-63FS (July 1986), and Budget Issues: State Practices for
Financing Capital Projects, GAO/AFMD-89-64 (July 1989). For further information about
state capital budgeting, see National Association of State Budget Officers, Capital Budgeting
in the States (November 1999).

18 Governmental Accounting Standards Board (GASB), Codification of Governmental Ac-
counting and Financial Reporting Standards as of June 30, 2000, sections 1100.107 and
1400.114-1400.118.

19 Governmental Accounting Standards Board, Statement No. 34, Basic Financial State-
ments—and Management’s Discussion and Analysis—for State and Local Governments (June
1999), paragraphs 18-29 and 44-45. For discussion of the basis for conclusions of these
new standards, see paragraphs 330-43.

20 M. Peter van der Hoek, “Fund Accounting and Capital Budgeting: European Experience,”
Public Budgeting and Financial Management, vol. 8 (Spring 1996), pp. 39—40.
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certain capital assets such as state highways. Australia,
which adopted an accrual budget as of its 1999-2000
budget, requires an appropriation for departments that
do not have adequate reserves to purchase assets. The
United Kingdom plans to budget on an accrual basis
starting with its budget for 2001-02. In addition to
the depreciation in the budget there would be an appro-
priation for cash payments for capital assets made in
the fiscal year. Parliamentary approval would be need-
ed for both the “resource budget,” which would include
depreciation, and the cash requirement, which would
include the cash payments made for capital assets. Can-
ada plans to publish its 2001-02 budget on a full ac-
crual basis, for the first time including depreciation
of capital assets, but it distinguishes between its budget
and its “estimates.” The budget sets forth the overall
fiscal framework, while the “estimates” comprise the
detailed departmental appropriations. The estimates
are on a modified cash basis that does not make use
of depreciation.

A country with an accrual budget may calculate its
measure of fiscal position on other bases as well. The
Australian budget has several measures of fiscal posi-
tion. The primary fiscal measure, the fiscal balance,
is close to a cash basis and includes the purchase of
property, plant, and equipment rather than deprecia-
tion. 21

On the other hand, some countries—including Swe-
den, Denmark, Finland, and the Netherlands—formerly
had separate capital budgets but abandoned them a
number of years ago. 22

Many developing countries operate a dual budget
system comprising a regular or recurrent budget and
a capital or development budget. The World Bank staff
has concluded that:

“The dual budget may well be the single most
important culprit in the failure to link planning,
policy and budgeting, and poor budgetary out-
comes. The dual budget is misconceived because
it is based on a false premise that capital expendi-
ture by government is more productive than cur-
rent expenditure. Separating development and re-
current budgets usually leads to the development
budget having a lower hurdle for entry. The result
is that everyone seeks to redefine their expendi-
ture as capital so it can be included in the devel-
opment budget. Budget realities are left to the
recurrent budget to deal with, and there is no

21GAO, Accrual Budgeting: Experiences of Other Nations and Implications for the United
States, GAO/AIMD-00-57 (February 2000).

22Denmark had accrual budgets generally, not just for capital assets, but abandoned
that practice a number of years ago. The budgets in Sweden, Great Britain, Germany,
and France as of the middle 1980s are described in GAO, Budget Issues: Budgeting Practices
in West Germany, France, Sweden, and Great Britain, GAO/AFMD-87-8FS (November 1986).
Sweden had separate capital and operating budgets from 1937 to 1981, together with a
total consolidated budget from 1956 onwards. The reasons for abandoning the capital budget
are discussed briefly in the GAO report and more extensively by a government commission
established to recommend changes in the Swedish budget system. One reason was that
borrowing was no longer based on the distinction between current and capital budgets.
See Sweden, Ministry of Finance, Proposal for a Reform of the Swedish Budget System:
A Summary of the Report of the Budget Commission Published by the Ministry of Finance
(Stockholm, 1974), chapter 10.

pretension that expenditure proposals relate to
policy priorities.” 23
Conclusions

It is for reasons such as these that the General Ac-
counting Office issued a report in 1993 that criticized
budgeting for capital in terms of depreciation. Although
the criticisms were in the context of what is termed
“national capital” in this chapter, they apply equally
to “Federal capital.”

“Depreciation is not a practical alternative for the
Congress and the administration to use in making
decisions on the appropriate level of spending in-
tended to enhance the nation’s long-term economic
growth for several reasons. Currently, the law re-
quires agencies to have budget authority before
they can obligate or spend funds. Unless the full
amount of budget authority is appropriated up
front, the ability to control decisions when total
resources are committed to a particular use is re-
duced. Appropriating only annual depreciation,
which is only a fraction of the total cost of an
investment, raises this control issue.” 24

After further study of the role of depreciation in
budgeting for national capital, GAO reiterated that con-
clusion in another study in 1995.25 “The greatest dis-
advantage... was that depreciation would result in a
loss of budgetary control under an obligation-based
budgeting system.”26 Although that study also focused
primarily on what is termed “national capital” in this
chapter, its analysis applies equally to “Federal cap-
ital.” In 1996 GAO expressly extended its conclusions
to Federal capital as well. “If depreciation were re-
corded in the federal budget in place of cash require-
ments for capital spending, this would undermine Con-
gress’ ability to control expenditures because only a
small fraction of an asset’s cost would be included in
the year when a decision was made to acquire it.”27

Investment in National Capital

A Target for National Investment

The Federal Government’s investment in national
capital has a much broader and more varied form than
its investment in Federal capital. The Government’s
goal is to support and accelerate sustainable economic
growth for the Nation as a whole and in some instances
for specific regions or groups of people. The Govern-
ment’s investment concerns for the Nation are two-fold:

o The effect of its own investment in national capital
on the output and income that the economy can
produce.

o The effect of Federal taxation, borrowing, and
other policies on private investment.

23The World Bank, Public Expenditure Management Handbook (Washington, D.C.: The
World Bank, 1998), Box 3.11, page 53.

24GAO, Budget Issues: Incorporating an Investment Component in the Federal Budget,
GAO/AIMD-94-40 (November 1993), p. 11. GAO had made the same recommendation in
earlier reports but with less extensive analysis.

25GAO, Budget Issues: The Role of Depreciation in Budgeting for Certain Federal Invest-
ments, GAO/AIMD-95-34 (February 1995), pp. 1 and 19-20.

26]bid., p. 17. Also see pp. 1-2 and 16-19.

27GAO, Budget Issues: Budgeting for Federal Capital, GAO/AIMD-97-5 (November 1996),
p- 28. Also see p. 4.
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In its 1993 report, Incorporating an Investment Com-
ponent in the Federal Budget, the General Accounting
Office (GAO) recommended establishing an investment
component within the unified budget—but not a sepa-
rate capital budget or the use of depreciation—for this
type of investment.28 GAO defined this investment as
“federal spending, either direct or through grants, that
is directly intended to enhance the private sector’s long-
term productivity.”2® To increase investment—both
public and private—GAO recommended establishing
targets for the level of Federal investment and for a
declining path of unified budget deficits over time.39
Such a target for investment in national capital would
focus attention on policies for growth, encourage a con-
scious decision about the overall level of growth-enhanc-
ing investment, and make it easier to set spending
priorities in terms of policy goals for aggregate forma-
tion of national capital. GAO reiterated its rec-
ommendation in another report in 1995. 31

Table 6-11. UNIFIED BUDGET WITH NATIONAL INVESTMENT
COMPONENT, 2002
(In billions of dollars)
RECEIPIS oo 2,192
Outlays:
National INVESIMENE .......eovierrrerere e 168
[0 (4T OO 1,792
SUBLOtal, OUHAYS ...oucveeeririeeiciei e 1,961
SUIPIUS OF EFICI (=) cvvuvrerereereireirreieerneiesi et 231

Table 6-11 illustrates the unified budget reorganized
as GAO recommends to have a separate component for
investment in national capital. This component is
roughly estimated to be $168 billion in 2002. It includes
infrastructure outlays financed by Federal grants to
State and local governments, such as highways and
sewer projects, as well as direct Federal purchases of
infrastructure, such as electric power generation equip-
ment. It also includes intangible investment for non-
defense research and development, for basic research
financed through defense, and for education and train-
ing. Much of this expenditure consists of grants and
credit assistance to State and local governments, non-
profit organizations, or individuals. Only 12 percent of
national investment consists of assets to be owned by
the Federal Government. Military investment and some
other “capital assets” as defined previously are ex-
cluded, because that investment does not primarily en-
hance economic growth.

A Capital Budget for National Investment

Table 6-12 roughly illustrates what a capital budget
and operating budget would look like under this defini-
tion of investment—although it must be emphasized
that this is not GAO’s recommendation. Some pro-

28Incorporating an Investment Component in the Federal Budget, pp. 1-2, 9-10, and 15.
291bid., pp. 1 and 5.

30]bid., pp. 2 and 13-16.

31The Role of Depreciation in Budgeting for Certain Investments, pp. 2 and 19-20.

ponents of a capital budget would make spending deci-
sions within the framework of such a capital budget
and operating budget. But the limitations that apply
to the use of depreciation in deciding on investment
decisions for Federal capital apply even more strongly
in deciding on investment decisions for national capital.
Most national capital is neither owned nor controlled
by the Federal Government. Such investments are sunk
costs completely and can be controlled only by decisions
made up front when the Government commits itself
to the expenditure. 32

Table 6-12. CAPITAL, OPERATING, AND UNIFIED BUDGETS:
NATIONAL CAPITAL, 2002

(In billions of dollars)

Operating Budget
RECEIPS ..uveececectiretet ittt 2,156
Expenses:
DEPrECIAION 2 ...ttt 77
OFNBT e 1,792
Subtotal, BXPENSES ....vvueereerrrricriirireeeie et 1,869
SUPIUS OF EFICIE (=) vvovverercrrrireiireee s 287
Capital Budget
Income:
DEPrECIAtioN 2 ..ot 77
Earmarked tax receipts 3 ... 36
Subtotal, INCOME ....uvuieieeieieiee e 113
Capital EXPENAIIUIES .......evereereeiieireriee et eeees 168
SUIPIUS OF AEfiCit (=) vvuvvreererrererrrirsrrrersesese e sneees -56
Unified Budget
RECEIPLS oottt 2,192
OULIRYS oottt bbbt 1,961
SUPIUS OF EFICIt (=) .ovvrercireireireecie e 231

"For the purpose of this illustrative table only, education and training outlays are arbitrarily depreciated over
30 years by the straight-line method. This differs from the treatment of education and training elsewhere in this
chapter and in Chapter 2. All depreciation estimates are subject to the limitations explained in Part Il of this
chapter. Depreciation is measured in terms of current cost, not historical cost.

2Excludes depreciation on capital financed by earmarked tax receipts allocated to the capital budget.

3Consists of tax receipts of the highway and airport and airways trust funds, less trust fund outlays for oper-
ating expenditures. These are user charges earmarked for financing capital expenditures.

In addition to these basic limitations, the definition
of investment is more malleable for national capital
than Federal capital. Many programs promise long-term
intangible benefits to the Nation, and depreciation rates
are much more difficult to determine for intangible in-
vestment such as research and education than they
are for physical investment such as highways and office
buildings. These and other definitional questions are
hard to resolve. The answers could significantly affect
budget decisions, because they would determine wheth-
er the budget would record all or only a small part
of the cost of a decision when policy makers were com-
paring the budgetary cost of a project with their judg-
ment of its benefits. The process of reaching an answer
with a capital budget would open the door to manipula-
tion, because there would be an incentive to make the

32GAO’s conclusions about the loss of budgetary control that were quoted at the end
of the section on Federal capital came from studies that predominantly considered “national
capital.”
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operating expenses and deficit look smaller by
classifying outlays as investment and using low depre-
ciation rates. This would “ustify” more spending by
the program or the Government overall. 33

A Capital Budget and the Analysis of Saving
and Investment

Data from the Federal budget may be classified in
many different ways, including analyses of the Govern-
ment’s direct effects on saving and investment. As Parts
I and IIT of this chapter have shown, the unified budget
provides data that can be used to calculate Federal
investment outlays and federally financed capital
stocks. However, the budget totals themselves do not
make this distinction. In particular, the budget surplus
or deficit does not measure the Government’s contribu-
tion to the nation’s net saving (i.e., saving net of depre-
ciation). A capital budget, it is sometimes contended,
is needed for this purpose.

This purpose, however, is now fulfilled by the Federal
sector of the national income and product accounts
(NIPA) according to one definition of investment. The
NIPA Federal sector measures the impact of Federal
current receipts, current expenditures, and the current
surplus or deficit on the national economy. It is part
of an integrated set of measures of aggregate U.S. eco-
nomic activity that is prepared by the Bureau of Eco-
nomic Analysis in the Department of Commerce in
order to measure gross domestic product (GDP), the
income generated in its production, and many other
variables used in macroeconomic analysis. The NIPA
Federal sector for recent periods is published monthly
in the Survey of Current Business with separate re-
leases for historical data. Estimates for the President’s
proposed budget through the budget year are normally
published in the budget documents. The NIPA trans-
lation of the budget, rather than the budget itself, is
ordinarily used by economists to analyze the effect of
Government fiscal policy on the aggregate economy.34

Until a few years ago the NIPA Federal sector did
not divide government purchases of goods and services
between consumption and investment. With the com-
prehensive revision of the national income and product
accounts in early 1996, it now makes that distinction. 35
The revised NIPA Federal Government account is a
current account or an operating account for the Federal
Government and accordingly shows current receipts and
current expenditures. It excludes expenditures for
structures, equipment, and software owned by the Fed-
eral Government; it includes depreciation on the feder-

33These problems are also pointed out in GAO, Incorporating an Investment Component
in the Federal Budget, pp. 11-12. They are discussed more extensively with respect to
highway grants, research and development, and human capital in GAO, The Role of Deprecia-
tion in Budgeting for Certain Federal Investments, pp. 11-14. GAO found no government
that budgets for the depreciation of human capital or research and development (except
that New Zealand budgets for the depreciation of research and development if it results
in a product that is intended to be used or marketed).

34See chapter 16 of this volume, “National Income and Product Accounts,” for the NIPA
current account of the Federal Government based on the budget estimates for 2001 and
2002, and for a discussion of the NIPA Federal sector and its relationship to the budget.

35This distinction is also made in the national accounts of most other countries and
in the System of National Accounts (SNA), which is guidance prepared by the United
Nations and other international organizations. Definitions of investment vary. For example,
the SNA does not include the purchase of military equipment as investment.

ally owned stock of structures, equipment, and software
as a proxy for the services of capital assets consumed
in production and thus as part of the Federal Govern-
ment’s current expenditures. It applies this treatment
to a comprehensive definition of federally owned struc-
tures, equipment, and software, both defense and non-
defense, similar to the definition of “capital assets” in
this chapter. 36

The NIPA “current surplus or deficit” of the Federal
Government thus measures the Government’s direct
contribution to the Nation’s net saving (given the defini-
tion of investment that is employed). The 2000 Federal
Government current account surplus was increased $6
billion by including depreciation rather than gross in-
vestment, because depreciation of federally owned
structures, equipment, and software was less than gross
investment. The 2002 Federal current account surplus
is estimated to be increased $14 billion.37 A capital
budget is not needed to capture this effect.

Borrowing to Finance a Capital Budget

A further issue traditionally raised by a capital budg-
et is the financing of capital expenditures. Some have
argued that the Government ought to balance the oper-
ating budget and borrow to finance the capital budget—
capital expenditures less depreciation. The rationale is
that if the Government borrows for net investment and
the rate of return exceeds the interest rate, the addi-
tional debt does not add a burden onto future genera-
tions. Instead, the burden of paying interest on the
debt and repaying its principal is spread over the gen-
erations that will benefit from the investment. The ad-
ditional debt is “justified” by the additional assets.

As this argument has traditionally been framed, it
might appear as though it did not apply under present
circumstances. The Government now has a large sur-
plus, which is mostly used to repay Federal debt held
by the public, and a large surplus is estimated to con-
tinue throughout the projection period of this budget.
It does not “borrow” in the sense of increasing its debt
from year to year, and it is not estimated to borrow
during the projection period. However, the argument
is fundamentally about the proper target for Federal
debt and whether that target should be higher if the
Government has net investment. If the Government has
deficits financed by selling debt, should it borrow more
than otherwise because of its net investment? Or if
the Government has surpluses used to repay debt,
should it repay less than otherwise because of its net

36The treatment of investment (except for the recent recognition of software) in the NIPA
Federal sector is explained in Survey of Current Business, “Preview of the Comprehensive
Revision of the National Income and Product Accounts: Recognition of Government Invest-
ment and Incorporation of a New Methodology for Calculating Depreciation” (September
1995), pp. 33-39. As is the case of private sector investment, government investment does
not include expenditures on research and development or on education and training. Govern-
ment purchases of structures, equipment, and software remain a part of gross domestic
product (GDP) as a separate component. The NIPA State and local government account
is defined in the same way and includes depreciation on structures, equipment, and software
owned by State and local governments that were financed by Federal grants as well as
by their own resources. Depreciation is not displayed as a separate line item in the govern-
ment account: depreciation on general government capital assets is included in government
“consumption expenditures”; and depreciation on the capital assets of government enterprises
is subtracted in calculating the “current surplus of government enterprises.”

37See actuals and estimates for 2000-02 in Table 16-2 of chapter 16 of this volume,
“National Income and Product Accounts.”
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investment? This section follows the traditional way
of discussing the issue by referring to “borrowing to
finance net investment.” However, for the present anal-
ysis, “borrowing more” is equivalent to “repaying less
debt.”

This argument about financing capital expenditures
is at best a justification to borrow to finance net invest-
ment, after depreciation is subtracted from gross out-
lays, not to borrow to finance gross investment. To the
extent that capital is used up during the year, there
are no additional assets to justify additional debt. If
the Government borrows to finance gross investment,
the additional debt exceeds the additional capital as-
sets. The Government is thus adding onto the amount
of future debt service without providing the additional
capital that would produce the additional income need-
ed to service that debt.

This justification, furthermore, requires that depre-
ciation be measured in terms of the current replace-
ment cost, not the historical cost. Current cost deprecia-
tion is needed in order to measure all activities in the
budget on a consistent basis, since other outlays and
receipts are automatically measured in the prices of
the current year. Current cost depreciation is also need-
ed to obtain a valid measure of net investment. This
requires that the addition to the capital stock from
new purchases and the subtraction from depreciation
on existing assets both be measured in the prices of
the same year. When prices change, historical cost de-
preciation does not measure the extent to which the
capital stock is used up each year.

As a broad generalization, Tables 6-10 and 6-12 sug-
gest that this rationale would currently justify some
change in borrowing (or debt repayment) under the two
capital budgets roughly illustrated in this chapter, but
for Federal capital the change would not be much. For
Federal capital, Table 6-10 indicates that current cost
depreciation is less than gross investment for Federal
capital—the capital budget deficit is $7 billion. The ra-
tionale of borrowing to finance net investment would
justify the Federal Government borrowing this amount
($7 billion) and no more to finance its investment in
Federal capital. For national capital, Table 6-12 indi-
cates that current cost depreciation (plus the excise
taxes earmarked to finance capital expenditures for
highways and airports and airways 38) is less than gross

investment—the capital budget deficit is $56 billion.
The rationale of borrowing to finance net investment
would justify the Federal Government borrowing this
amount ($56 billion) and no more to finance its invest-
ment in national capital. 39

Even with depreciation calculated in current cost, the
rationale for borrowing to finance net investment—or,
under present circumstances, the rationale for reducing
debt repayment because of net investment—is not per-
suasive. The Federal Government, unlike a business
or household, is responsible not only for its own affairs
but also for the general welfare of the Nation. To main-
tain and accelerate national economic growth and devel-
opment, the Government needs to sustain private in-
vestment as well as its own national investment. A
high level of net national saving is needed to meet
the demographic and other challenges expected in the
decades ahead.

To the extent that the Government finances its own
investment in a way that results in lower private in-
vestment, the net increase of total investment in the
economy is less than the increase from the additional
Federal capital outlays alone. The net increase in total
investment is significantly less if the Federal invest-
ment is financed by borrowing than if it is financed
by taxation, because borrowing primarily draws upon
the saving available for private (and State and local
government) investment whereas much of taxation in-
stead comes out of private consumption. Therefore, the
net effect of Federal investment on economic growth
would be reduced if it were financed by borrowing. This
would be the result even if the rate of return on Federal
investment was higher than the rate of return on pri-
vate investment. For example, if a Federal investment
that yielded a 15 percent rate of return crowded out
private investment that yielded 10 percent, the net so-
cial return would still be positive but it would only
be 5 percent. 40

The present budget proposes to continue to run sub-
stantial surpluses, reducing the debt to make room for
financing private investment. A capital budget is not
a justification to relax the budget constraints that are
contributing to this accomplishment. Any easing would
undo the gains from achieving a surplus that have al-
ready been realized and the further gains from the
proposals in this budget.

PART V: SUPPLEMENTAL PHYSICAL CAPITAL INFORMATION

The Federal Capital Investment Program Information
Act of 1984 (Title II of Public Law 98-501; hereafter
referred to as the Act) requires that the budget include
projections of Federal physical capital spending and in-
formation regarding recent assessments of public civil-

38The capital budget deficit would be about $22 billion larger if current cost depreciation
were used instead of earmarked excise taxes for investment in highways and airports
and airways.

39This discussion abstracts from non-budgetary transactions that affect Federal borrowing
requirements, such as changes in the Treasury operating cash balance and the net financing

ian physical capital needs. This section is submitted
to fulfill that requirement.

This part is organized in two major sections. The
first section projects Federal outlays for public physical
capital and the second section presents information re-
garding public civilian physical capital needs.

disbursements of the direct loan and guaranteed loan financing accounts. See chapter 12
of this volume, “Federal Borrowing and Debt,” and the explanation of Table 12-3.

40GAO considered deficit financing of investment but did not recommend it. See Incor-
porating an Investment Component in the Federal Budget, pp. 12-13.
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Projections of Federal Outlays For Public
Physical Capital

Federal public physical capital spending is defined
here to be the same as the “major public physical cap-
ital investment” category in Part I of this chapter. It
covers spending for construction and rehabilitation, ac-
quisition of major equipment, and other physical assets.
This section excludes outlays for human capital, such
as the conduct of education and training, and outlays
for the conduct of research and development.

The projections are done generally on a current serv-
ices basis, which means they are based on 2001 enacted
appropriations and adjusted for inflation in later years.
The current services concept is discussed in Chapter
14, “Current Services Estimates.”

Federal public physical capital spending was $130.2
billion in 2000 and is projected to increase to $182.2
billion by 2010 on a current services basis. The largest
components are for national defense and for roadways

and bridges, which together accounted for more than
three-fifths of Federal public physical capital spending
in 2000.

Table 6-13 shows projected current services outlays
for Federal physical capital by the major categories
specified in the Act. Total Federal outlays for transpor-
tation-related physical capital were $34.4 billion in
2000, and current services outlays are estimated to in-
crease to $50.6 billion by 2010. Outlays for nondefense
housing and buildings were $13.1 billion in 2000 and
are estimated to be $19.0 billion in 2010. Physical cap-
ital outlays for other nondefense categories were $26.7
billion in 2000 and are projected to be $34.8 billion
by 2010. For national defense, this spending was $56.1
billion in 2000 and is estimated on a current services
basis to be $77.8 billion in 2010.

Table 6-14 shows current services projections on a
constant dollar basis, using fiscal year 1996 as the base
year.

Table 6-13. CURRENT SERVICES OUTLAY PROJECTIONS FOR FEDERAL PHYSICAL CAPITAL SPENDING

(In billions of dollars)

2000 Estimate
Actual 9001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Nondefense:
Transportation-related categories:
Roadways and bridges 250 | 274 30| 31.7| 329| 339| 348 357 | 365| 373| 381
Airports and airway facilities 3.7 4.2 5.0 5.5 5.8 6.2 6.3 6.4 6.6 6.7 6.9
Mass transportation SYStEMS ..........cccrurircreniieinieeiese e 5.1 5.2 4.9 4.7 4.5 4.5 4.6 4.7 4.8 4.9 5.0
RAIIFOAAS .....vovcveerreierieeie ettt 0.6 0.7 0.6 0.6 0.6 0.6 0.7 0.7 0.7 0.7 0.7
Subtotal, tranSPOMAtON ..........ccrereueereeriereeineieriseer e 344 | 372 405 | 425| 438 | 452 464 | 475 485 | 496 | 506
Housing and buildings categories:
Federally assisted housing 7.6 8.4 8.5 8.5 8.6 8.8 9.0 9.3 9.1 9.3 9.5
Hospitals ........c.ccoveeereen. 22 1.7 1.7 1.8 1.8 1.9 1.9 2.0 2.0 2.1 22
Public buildings ! 3.3 45 4.6 5.6 6.4 6.7 6.8 6.9 7.0 7.2 7.3
Subtotal, housing and BUIldINGS ...........cccveeerrerrnernerreeceiees 13.1 146 | 148 159| 169 | 174 | 177 | 182 182 | 186 | 19.0
Other nondefense categories:
Wastewater treatment and related faciliies ..........ccccvvvvineneerneniinsnnenns 2.9 3.2 3.2 3.4 35 3.6 3.7 3.8 3.9 3.9 4.0
Water resources projects ... 3.7 37 3.9 41 42 4.3 42 43 44 45 4.7
Space and communications facilities 6.3 5.7 6.1 6.4 6.9 6.9 6.8 7.8 7.6 7.6 7.8
Energy programs. ...........cccoeveeneeneenns 1.3 1.3 1.3 1.3 1.4 1.4 1.4 14 1.5 15 1.5
Community development programs 5.6 5.8 6.0 6.1 6.3 6.5 6.6 6.8 6.9 7.0 7.2
Other NONAEfENSE .........occriirriiciierienss e 7.0 8.0 7.8 7.7 8.4 8.5 8.7 8.9 9.2 9.4 9.6
Subtotal, other NONEENSE .......ccevrvuiireiireiree e 26.7 278 28.4 29.1 30.7 31.1 314 33.0 335 34.1 34.8
Subtotal, NONAEIENSE .......ccuucvererieeirrerireese s 741 796 | 87| 874 914 | 938 956 | 986 | 100.3 | 1022 | 104.4
NAtONAl HEIENSE ...vvveerrcercerrieceieer ettt 56.1 58.1 61.7| 634| 665| 696 | 717 731 741 759 | 778
TOAL oottt 130.2 | 137.7 | 1455 | 1509 | 157.9 | 163.3 | 167.2 | 171.7 | 1744 | 1782 | 182.2

1Excludes outlays for public buildings that are included in other categories in this table.
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Table 6-14. CURRENT SERVICES OUTLAY PROJECTIONS FOR FEDERAL PHYSICAL CAPITAL SPENDING

(In billions of constant 1996 dollars)

2000 Estimate
Adual | o901 | 2002 | 2003 | 2004 | 2005
Nondefense:
Transportation-related categories:
Roadways and DHAGES ... 233 | 246| 264 | 2741 273 274

Airports and airway facilities
Mass transportation systems ...

RaIINOAAS ....vvvevevicieicieieeie ettt

Subtotal, tranSPOrtation ..........ccccoeereenierreneirineeeseeeeeeeeesiees

Housing and buildings categories:

Federally assisted hOUSING .........cc.coruererrememneeirereseeseeesnsreseneanns
HOSPILAIS ....eeeceie et

Public buildings 1

Subtotal, housing and buildings ........cccouemmnnnniiniiniininns

Other nondefense categories:

Wastewater treatment and related facilities ........c.cooevrvevirervierrienne

Water resources projects .........ooenceenee
Space and communications facilities

ENErgy programs ... ssssssssssssssssssins
Community development programs ..........cceeceeereeneeeeenevnsesssensesnees
Other NONAEENSE .......cvuevuriereiririeiie et

Subtotal, other NONAEfENSE ..........ccvvevvicvvicricrcseee e

Subtotal, nondefense

National AEENSE .....cvueveveicirieee e

............................ 26.1 265 | 264 | 264 | 273| 270

70| 740) 759 | 773| 787 | 787
............................. 570 579 | 602| 606| 623 | 638
............................. 128.0 | 131.9 | 1361 | 137.8 | 141.0 | 1424

1Excludes outlays for public buildings that are included in other categories in this table.

Public Civilian Capital Needs Assessments

The Act requires information regarding the state of
major Federal infrastructure programs, including high-
ways and bridges, airports and airway facilities, mass
transit, railroads, federally assisted housing, hospitals,
water resources projects, and space and communica-
tions investments. Funding levels, long-term projec-
tions, policy issues, needs assessments, and critiques,
are required for each category.

Capital needs assessments change little from year
to year, in part due to the long-term nature of the
facilities themselves, and in part due to the consistency
of the analytical techniques used to develop the assess-
ments and the comparatively steady but slow changes
in underlying demographics. As a result, the practice
has arisen in reports in previous years to refer to ear-
lier discussions, where the relevant information had
been carefully presented and changes had been mini-
mal.

The needs assessment material in reports of earlier
years is incorporated this year largely by reference to
earlier editions and by reference to other needs assess-
ments. The needs analyses, their major components,
and their critical evaluations have been fully covered
in past Supplements, such as the 1990 Supplement to
Special Analysis D.

It should be noted that the needs assessment data
referenced here have not been determined on the basis
of cost-benefit analysis. Rather, the data reflect the
level of investment necessary to meet a predefined
standard (such as maintenance of existing highway con-
ditions). The estimates do not address whether the ben-
efits of each investment would actually be greater than
its cost or whether there are more cost-effective alter-
natives to capital investment, such as initiatives to re-
duce demand or use existing assets more efficiently.
Before investing in physical capital, it is necessary to
compare the cost of each project with its estimated
benefits, within the overall constraints on Federal
spending.
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Significant Factors Affecting Infrastructure Needs Assessments
Highways

2.16 percent
$50.8 billion (1997 dollars)
$5.8 billion (1997 dollars)

1. Projected annual average growth in travel to the year 2017
2. Annual cost to maintain 1997 physical conditions on highWays ......cccccevviiiiiiiiiiiiiii e
3. Annual cost to maintain 1997 physical conditions on Drid@es .........ccecvieriiiiiiiiiiiiiieeiiete e

Airports and Airway Facilities

1. Airports in the National Plan of Integrated Airport Systems with scheduled passenger traffic ...........ccccoceenns 528
2. Alr traffic CONTIOL LOWET'S ...co..iiiiiiiiiiiee ettt ettt et e et e bt e e st e e bt e s bt e bt e e bt e saeesabeennneas 451
3. Airport development eligible under airport improvement program for period 1993—-1997 ........ccccccovvvvirciverieennnen. $29.7 billion ($9.4 billion for

capacity) (1992 dollars)

Mass Transportation Systems

$7.7 billion (1997 dollars)
$3.1 billion (1997 dollars)

1. Yearly cost to maintain condition and performance of rail facilities over a period of 20 years ..........cccccovveeneeen.
2. Yearly cost to replace and maintain the urban, rural, and special services bus fleet and facilities .........c..........

Wastewater Treatment

$128 billion (1996 dollars)
$76 billion

1. Total remaining needs of sewage treatment facilities ........ccccovervieriiriiininiiiie ettt
2. Total Federal expenditures under the Clean Water Act of 1972 through 2000 ..........ccccoeiiiiiiiiiiiniiiiceeeeeen
3. The population served by centralized treatment facilities: percentage that benefits from at least secondary

SeWAge treatment SYSTEIMS .......coiiiiiiiiiiii ittt e ettt e e e e e sttt e e e e s ettt e e e e e e et e e e e e e s et breeeeeenas 99 percent
4. States and territories served by State Revolving Funds .........cooiiiiiiiiiiiii e 51
Housing
1. Total unsubsidized very low income renter households with worst case needs (4.9 million*)
A. In severely substandard UNITS ......ccccoeciiiiiiiiiiiiiieeeiee ettt e e st e e et e e e teeesateesssbeeessbeeeassseeennsaassssaeesnsseeennes 0.5 million
B. With a rent burden greater than 50 PETCENt ..........ccccciiiiiiiiiiiieiiee ettt ettt et e st e esbeessaaenaeas 4.6 million

*The total is less than the sum because some renter families have both problems.

Indian Health Service (IHS) Health Care Facilities

. THS hospital occupancy rates (2000) .........c.eooieriieriieritieie ettt et ettt e siteesteesbe e bt e eabeesatesateesteesbeessteebeesabeebeennrean 39.9 percent
. Average length of stay, IHS hospitals (days) (2000) .......cccecceeeeiieeeeiieeeirteeesreeesireeesrreessereeesaseeesseeesssseesssssesssssees 4.0

QUi WO N =

. Hospital admiSSions (2000) ........ccceeeiiererierieriententerteettestesttestesttetesueessesbeeasesbeestesteeasesteeutessesstenseestensesssensesssensenieense 64,837

. Outpatient VISIts (2000) ........cceecierierieriereeiteseeitesteetesteetesteestessesseesseaseesseaseesseasaessesseansesseansesseasaenseasaeseesseseesaesenseenee 8,318,609

. Eligible pOPUIAtion (2000) .........uovveeeeeeeeeeseeeeeseeeesesseeesesseeessssesesessessesssesesssessesssesessesesssssssessesssesesssesesesessesssseeeesssenes 1,511,185
Department of Veterans Affairs (VA) Hospitals (2001)

- MEAICAL CONEETS ...eoueiiiuiiiiiietteete ettt ettt et e et e bt e et e e at e et e e sabeeabeeeabe e b eeeateenstesabee bt e en bt e sabeenbeessbeeabeasabeenseesabeenseannsenn 172

. OULPATIENT CHINICS ..viiiiiiieiiiieeeiiieeectte ettt eee e e e et e e e st e e e ebeeeetaeeeessaeesesseeesssseeeasssaeeassseeassssesasssaaanssesessssesennsseesnssseessseen 781

. DOMUICIHATIES .vvviieiieeieiiiee et eeetee e ettt e eeete e e e ettt e eeeteeeeeteeeeetaaeeeesseeeesseeseasseeeassseseassaeeesseeaessseeessaeeanssseeessssesnssseeensseeennsees 43
. Vet centers
B LD N34 o Vel o o3 s =Y PSPPSR
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Water Resources
Water resources projects include navigation (deepwater ports and inland waterways); flood and storm damage protection; irrigation; hydro-
power; municipal and industrial water supply; recreation; fish and wildlife mitigation, enhancement, and restoration; and soil conservation.
Potential water resources investment needs typically consist of the set of projects that pass both a benefit-cost test for economic feasibility
and a test for environmental acceptability. In the case of fish and wildlife mitigation or restoration projects, the set of eligible projects
includes those that pass a cost-effectiveness test.

Investment Needs Assessment References

Public Works. Concluding Report of the Federal Infra-
structure Strategy Programs. Institute for Water Re-
sources, Alexandria, VA, 1995

U.S. Army Corps of Engineers, A Consolidated
Performance Report on the Nation’s Public Works: An
Update. Report of the Federal Infrastructure Strategy
Program. Institute for Water Resources, Alexandria,
VA, 1995.

General

U.S. Advisory Commission on Intergovernmental Re-
lations (ACIR). High Performance Public Works: A New
Federal Infrastructure Investment Strategy for America,
Washington, D.C., 1993.

U.S. Advisory Commission on Intergovernmental Re-
lations (ACIR). Toward a Federal Infrastructure Strat-
egy: Issues and Options, A-120, Washington, D.C.,

1992.
U.S. Army Corps of Engineers, Living Within Con-
straints: An Emerging Vision for High Performance

Surface Transportation

Department of Transportation. 1999 Status of the Na-
tion’s Surface Transportation System: Conditions and
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Performance: Report to Congress. 1997. This report dis-
cusses roads, bridges, and mass transit.

Airports and Airways Facilities

Federal Aviation Administration. The National Plan
of Integrated Airport Systems Report, April 1995.

Federally Assisted Housing

U.S. Department of Housing and Urban Develop-
ment, Office of Policy Planning and Development, Tab-
ulations of 1993 American Housing Survey.

Indian Health Care Facilities

Indian Health Service. Priority System for Health Fa-
cility Construction (Document Number 0820B or
2046T). September 19, 1981.

FY 2000 Indian Health Service and Tribal Hospital
Inpatient Statistics.

Office of Audit, Office of Inspector General, U.S. De-
partment of Health and Human Services. Review of
Health Facilities Construction Program. Indian Health

Service Proposed Replacement Hospital at Shiprock,
New Mexico (CIN A—09-88-00008). June, 1989.

Office of Technology Assessment. Indian Health Care
(OTA 09H 09290). April, 1986.

Wastewater Treatment

Environmental Protection Agency, Office of Water.
1996 Needs Survey Report to Congress. (EPA
832—-R-87-003).

Water Resources

National Council on Public Works Improvement. The
Nation’s Public Works, Washington, D.C., May, 1987.
See “Defining the Issues—Needs Studies,” Chapter II;
Report on Water Resources, Shilling et al., and Report
on Water Supply, Miller Associates.

Frederick, Kenneth D., Balancing Water Demands
with Supplies: The Role of Demand Management in a
World of Increasing Scarcity, Report for the Inter-
national Bank of Reconstruction and Development,
Washington, D.C. 1992.
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Technological innovation and scientific discovery have
generated much of the Nation’s productivity growth
over the last 50 years, created millions of high-gkill,
high-wage jobs, and improved the quality of life in
America. This innovation and discovery has been pos-
sible only through the strong national investment in

research and development (R&D), from both the public
and private sectors. Data from the National Science
Foundation indicate that the total national investment
in R&D recently surpassed 2.7 percent of the Gross
Domestic Product.

Table 7-1 shows R&D highlights of the 2002 Budget.

Table 7-1. R&D HIGHLIGHTS IN 2002 SPENDING
(Budget authority, dollar amounts in millions)
Percent
By Agency 2000 2001 2002 | Spange
2002

National Institutes of Health

BiomediCal rESEAICH .......c.civeiieiiece s 17,827 20,361 23,112 14%
Defense

R&D INIHALIVE ...oovoreercerreeerieesresessssesseesseeseesssssseesssessssssesssesssessssssssssessssesssns | sesssesssenssnee | sovessessseeens 2,600 NA
NASA

Space Launch INItIVE ........oeeeieeirriireiiecneeee s ees 30 290 475 64%

Mars Exploration Program ... 249 426 431 1%

Astronomical Search for Origins .................. 118 123 194 57%

Earth Observing System Follow-0n Program ..o 15 55 130 136%
Energy

Basic ENEIgY SCIENCES .......ccoiuieeriiieiieineeiseiesie et 772 994 1,005 1%

Fossil Energy 404 445 544 22%
National Science Foundation

Math and Science Partnership INIItiVE ..........cccovrverrenrenrnrninsnsnssissesesesissinnnes | cevseesessssnnes | corsesssssenenns 200 NA

Mathematical SCIENCES .........cocvvrrrmeverirerrerirerirenns 106 121 141 17%

Nanoscale Science, Engineering, and Technology .........cccveevereeneeneenseneencrnennens 97 150 174 16%
Agriculture

BIOtECHNOIOGY ..veeeeeveeericieicirecee ettt 188 197 204 4%

Bioproducts and BiOBNEIGY ..o 81 240 249 4%
Commerce

0CeaN EXPIOTALION ..o.vveiricieireiciiieeie ettt sesssinnes | sebsssssssnnens 4 14 250%

National Polar-orbiting Operational Environmental Satellite . 60 73 157 115%

NIST internal research 282 313 347 11%
Transportation

Highway Surface TranSportation .............ccoeiineinieseneisinsesssesesesessesssssssiees 66 73 114 56%

Intelligent Transportation Systems INIHAIVE ........cocveervrirerrereireeeseeesees 40 41 62 51%
Veterans Affairs

Medical and Prosthetic ReSearch ... 321 350 360 3%
Education

National Institute on Disability and Rehabilitation Research ...........cccccovvivcrninnens 86 100 110 10%

Research and DisSEMINALION .........cccoceiiininiiiiir s 104 121 123 2%

Federal Research and Development Funding

R&D is the collection of efforts directed towards gain-
ing greater knowledge or understanding and applying
knowledge toward the production of useful materials,
devices, and methods. Since 1949, the Budget has col-
lected and reported information on R&D. The budget
is characterized by the following categories: basic re-
search, applied research, development, R&D equipment,
and R&D facilities.

Basic research is defined as systematic study directed
toward greater knowledge or understanding of the fun-
damental aspects of phenomena and of observable facts
without specific applications towards processes or prod-
ucts in mind.

Applied research is systematic study to gain knowl-
edge or understanding necessary to determine the
means by which a recognized and specific need may
be met.
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Development is systematic application of knowledge
toward the production of useful materials, devices, and
systems or methods, including design, development, and
improvement of prototypes and new processes to meet
specific requirements.

Research and development equipment includes acqui-
sition or design and production of movable equipment,
such as spectrometers, microscopes, detectors, and other
instruments.

Research and development facilities include the ac-
quisition, design, and construction of, or major repairs

or alterations to, all physical facilities for use in R&D
activities. Facilities include land, buildings, and fixed
capital equipment, regardless of whether the facilities
are to be used by the Government or by a private
organization, and regardless of where title to the prop-
erty may rest. This category includes reactors, wind
tunnels, and particle accelerators, and the International
Space Station.

Table 7-2 shows agency-by-agency spending on basic
and applied research, development, and R&D equip-
ment and facilities.

Table 7-2. FEDERAL RESEARCH AND DEVELOPMENT SPENDING

(Budget authority, dollar amounts in millions)

: Dollar Change: Percent Dollar Change: Percent
2000 Actual 2001 Estimate | 2002 Proposed | "5 1o 2082 Chat29266022000 2001 to 2082 Chatlggz%ozzom
By Agency
DEfENSE™ ..ottt 39,664 41,571 45,159* 5,495 14%* 3,588* 9%"
Health and Human Services 18,051 20,805 23,313 5,262 29% 2,508 12%
National Aeronautics and Space Administration 9,242 9,632 9,311 69 1% -321 -3%
ENEIGY oo 6,892 7,692 7,435 543 8% -257 -3%
National Science Foundation .. 2,947 3,297 3,242 295 10% -b5 -2%
AGrCURUIE oo 1,773 1,961 1,803 30 2% -158 8%
Commerce 1,110 1,096 1,029 -81 7% -67 6%
Interior 618 632 593 -25 4% -39 —6%
Transportation 603 743 795 192 32% 52 7%
Veterans Affairs ......ccccoeeenevnnenee 645 703 721 76 12% 18 3%
Environmental Protection Agency 559 610 575 16 3% -35 —6%
Education 238 265 259 21 9% -6 —2%
OFNET o 796 1,007 1,022 226 28% 151% 1%
TOTAL oottt 83,138 90,010 95,253 12,115 15% 5,243 6%
Basic Research
Defense* 1,136 1,317 1,345* 209" 18%* 28* 2%"
Health and Human Services .........cccouueee. 10,062 11,544 12,980 2,918 29% 1,436 12%
National Aeronautics and Space Administration 2,137 2,548 2,465 328 15% -83 -3%
ENBIQY vt 2,262 2,378 2,344 82 4% -34 -1%
National Science Foundation 2,540 2,796 2,799 259 10% 3 0%
Agriculture 684 742 717 33 5% -25 -3%
Commerce 42 40 46 4 10% 6 15%
Interior ......... 52 57 54 2 4% -3 -5%
Transportation . 10 17 21 11 110% 4 24%
Veterans Affairs .......cccccoeenevinnenne 266 290 304 38 14% 14 5%
Environmental Protection Agency 58 106 98 40 69% -8 8%
Education 2 2 2 0 0% 0 0%
OFNET e 170 181 177 7 4% -4 -2%
SUBTOTAL ....covvviicieireecieiseiesisse st nsssiees 19,421 22,018 23,352 3,931 20% 1,334 6%
Applied Research
Defense* 3,405 3,664 3,741* 336* 10%* 7 2%"
Health and Human Services 7,692 8,915 9,824 2,132 28% 909 10%
National Aeronautics and Space Administration ... 1,534 1,683 1,811 =277 -18% 128 8%
ENBIQY vttt 1,874 2,185 2,020 146 8% -165 -8%
National Science Foundation .. 184 220 218 34 18% -2 -1%
Agriculture ... 831 922 829 -2 0% -93 -10%
Commerce - 780 829 820 40 5% -9 1%
Interior ......... 520 537 503 -17 -3% -34 —6%
Transportation 396 456 507 111 28% 51 11%
Veterans Affairs 367 399 403 36 10% 4 1%
Environmental Protection Agency 388 369 349 -39 -10% -20 -5%
Education ..........ccoveermeenreenncenenns 151 165 167 16 11% 2 1%
Other 344 390 361 17 5% -29 7%
SUBTOTAL ....oovmiiiieireeecieeiseiesisese et ssssiees 18,466 20,734 21,553 3,057 17% 819 4%
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Table 7-2. FEDERAL RESEARCH AND DEVELOPMENT SPENDING—Continued
(Budget authority, dollar amounts in millions)
; Dollar Change: Percent Dollar Change: Percent
2000 Actual 2001 Estimate | 2002 Proposed 2000 to 2082 Ch:?292436022000 2001 to 2082 Che:ggze(:)oéom
Development

Defense* 35,026 36,410 39,889* 4,863* 14%* 3,479* 10%*
Health and Human Services 44 101 87 43 98% -14 -14%
National Aeronautics and Space Administration ... 2,702 2,687 2,754 52 2% 67 2%
Energy 1,855 2,253 2,174 319 17% -79 —4%
National Science Foundation .. 0 0 0 0 NA 0 NA
Agriculture .......ocoevreiniinene 111 120 124 13 12% 4 3%
Commerce 130 138 83 47 -36% -55 —-40%
Interior 29 32 30 1 3% -2 6%
Transportation 185 254 250 65 35% -4 2%
Veterans Affairs 12 14 15 3 25% 1 7%
Environmental Protection Agency 92 101 94 2 2% -7 7%
Education 85 98 90 5 6% -8 8%
Other 253 386 364 11 44% 22 6%

SUBTOTAL ... nsseesessssss s sssenssssseens 40,524 42,594 45,954 5,430 13% 3,360 8%

Facilities and Equipment

DEENSE ovvvvurerceiecieieeteeie ettt 97 180 184* 87* 90%* 4 2%"
Health and Human Services 253 245 422 169 67% 177 72%
National Aeronautics and Space Administration 2,869 2,714 2,281 -588 -20% 433 -16%
ENEIGY v 901 876 897 —4 0% 21 2%
National Science Foundation 223 281 225 2 1% -56 -20%
Agriculture 147 177 133 -14 -10% —44 -25%
Commerce ... 158 89 80 -78 —-49% -9 -10%
Interior ............. 17 6 6 -1 —-65% 0 0%
Transportation 12 16 17 5 42% 1 6%
Veterans Affairs 0 0 -1 -1 NA -1 NA
Environmental Protection Agency 21 34 34 13 62% 0 0%
Education .......cocooevinerininieinns 0 0 0 0 NA 0 NA
Other 29 46 116 87 300% 70 152%

SUBTOTAL ..ottt sssessssssenens 4,727 4,664 4,394 -333 =7% =270 -6%

Table does not include net mandatory funding for USDA research grant programs, as follows: $140 million in FY 2000, $130 million in FY 2001, and $135 million in FY 2002.
*FY 2002 entries for DOD research and facilities represent a projection from the enacted FY 2001 levels plus inflation. The entry for development includes $2.6 billion for the R&D initiative. FY 2002

levels are subject to change as a result of the Defense Strategy Review now underway.

The Federal Science and Technology Budget

In a 1995 report from the National Academy of
Sciences, the scientific community proposed a “Federal
Science and Technology” budget. Such a compilation
would highlight more consistently and accurately activi-
ties central to the creation of new knowledge and tech-
nologies, compared with the traditional R&D data col-
lection reported in Table 7-2. Because the Federal

Science and Technology (FS&T) budget emphasizes re-
search, funding for defense development, testing, and
evaluation is not included. The resulting FS&T budget
is about half of the total Federal spending on R&D.

Table 7-3 contains an approximation of the FS&T
budget, which accounts for nearly all of Federal basic
research, over 80 percent of Federal applied research,
and about half of Federal non-defense development.
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Table 7-3. FEDERAL SCIENCE AND TECHNOLOGY BUDGET

(Budget authority, dollar amounts in millions)

Percent Percent
- Dollar Change: h Dollar Change: ;
2000 Actual 2001 Estimate | 2002 Proposed 2000 to 2082 Che;gg;déooo 2001 to 2082 Che:ggzedoéom
By Agency

National Institutes of Health 17,827 20,361 23,112 5,285 30% 2,751 14%
NASA1 6,389 6,957 7,038 649 10% 81 1%
Space Science 2,524 2,658 2,786 262 10% 129 5%
Earth Science ........ccoocvvunirennn. 1,675 1,702 1,496 -179 -11% -206 -12%
Biological and Physical Research .. 356 393 380 24 7% -13 -3%
Aero-space Technology 1,834 2,205 2,376 541 30% 171 8%
Defense 2 4,541 4,981 5,086 2 5452 12%2 1052 2%2
Basic Research? ... 1,136 1,317 1,3452 2092 18%2 282 2%2
Applied Research 2 3,405 3,664 3,7412 3362 10%2 772 2%2
Energy 4,353 4,910 4,682 329 8% -228 -5%
Science Programs 3 2,788 3,179 3,160 372 13% -19 -1%
Energy Supply 584 661 494 -90 -15% -167 -25%
Energy Conservation 4 577 625 484 -93 -16% -141 -23%
Fossil Energy® ... 404 445 544 140 35% 99 22%
National Science Foundation .. 3,897 4,416 4,472 575 15% 56 1%
Agriculture ... 1,739 1,831 1,759 20 1% -72 4%
CSREES Research and Education ... 487 513 416 -7 -15% -97 -19%
Mandatory research grants (net total) 140 130 135 -5 4% 5 4%
Economic Research Service .............. 64 66 67 3 5% 1 2%
Agricultural Research Service 6 .. 830 897 916 86 10% 19 2%
Forest Service 7 218 225 225 7 3% 0 0%
Interior (USGS) 813 883 813 0 0% -70 -8%
COMMEICE ..ot 819 809 71 -108 -13% -98 -12%
NOAA (Oceanic and Atmospheric Research) 285 315 330 45 16% 15 5%
NIST 8 e 534 494 381 -153 -29% -113 -23%
Environmental Protection Agency? 683 732 679 -4 -1% -53 7%
Transportation 646 621 631 -94 -15% 12 2%
Highway research 10 ... 490 437 443 -47 -10% 6 1%
Aviation research 11 156 184 188 32 21% 4 2%
Education 317 363 368 51 16% 5 1%
Special Education Research and Innovation . 64 77 70 6 9% -7 —9%
NIDRR 12 86 100 110 24 28% 10 10%
Research, Development, and Dissemination 167 186 188 21 13% 2 1%
Veterans Affairs 13 321 350 360 39 12% 10 3%
TOTAL oottt 42,345 47,214 49,711 7,366 17% 2,497 5%

Notes:
TIncludes mission support.

2FY 2002 entries for DOD research represent a projection from the enacted FY 2001 levels plus inflation. FY 2002 levels are subject to change as a result of the Defense Strategy Review now un-
derway.

3Part of change in 2002 due to transfer from science programs.
4Excludes state grant programs.

52002 level includes $95 million unavailable until the last day of FY 2001.
6 Excludes buildings and facilities.

7Forest and Rangeland Research.

8 Excludes Manufacturing Extension Program.

9 Science and Technology account, including transfer from Superfund.
10|ncludes research and development funding for the Federal Highway Administration, the Federal Motor Carrier Safety Administration, and the National Highway Traffic Safety Administration.
1 Federal Aviation Administration Research, Engineering, and Development.
12 National Institute on Disability and Rehabilitation Research.

13 Medical and Prosthetic Research.

Allocation of Federal Funding for Research how research funds are allocated in 2001 by the fol-
lowing five categories:

e Research performed at congressional direction con-
sists of intramural and extramural research where
funded activities are awarded to a single per-
former or collection of performers. There is limited
or no competitive selection, or there is competitive
selection but the research is outside of the agen-

Federal funds appropriated to Executive Branch
agencies may be used in different ways, ranging from
grants awarded to university researchers to supporting
research at Federal laboratories. In order to better un-
derstand and characterize the methods agencies use
to allocate their research funding, agencies reported
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cy’s primary mission, and undertaking the re-
search is based on direction from the Congress
in law, in report language, or by other direction.

o Inherently unique research is intramural and ex-
tramural research where funded activities are
awarded to a single performer or team of per-
formers without competitive selection. The award
may be based on the provision of unique capabili-
ties, concern for timeliness, or prior record of per-
formance (e.g., facility operations support for a
unique facility, such as an electron-positron linear
collider; research grants for rapid response studies
such as Pfisteria, an environmental hazard that
arose suddenly; or the National Science Founda-
tion’s merit-based renewals).

o Merit-reviewed research with limited competitive
selection is intramural and extramural research
where funded activities are competitively awarded
from a pool of qualified applicants that are limited
to organizations that were created to largely serve
Federal missions and continue to receive most of
their annual research revenue from Federal
sources. The limited competition may be for rea-
sons of stewardship, agency mission constraints,
or retention of unique technical capabilities (e.g.,
funding set aside for researchers at laboratories
or centers of the Department of Defense, the Na-

Oceanic and Atmospheric Administration, and the
National Institutes of Health; Federally-Funded
Research and Development Centers; formula funds
from the U.S. Department of Agriculture).

o Merit-reviewed research with competitive selection
and internal (program) evaluation is intramural
and extramural research where funded activities
are competitively awarded following review for sci-
entific or technical merit. The review is conducted
by the program manager or other qualified indi-
viduals from within the agency program, without
additional independent evaluation (e.g., merit-re-
viewed research at the Department of Defense).

o Merit-reviewed research with competitive selection
and external (peer) evaluation is intramural and
extramural research where funded activities are
competitively awarded following review by a set
of external scientific or technical reviewers (often
called peers) for merit. The review is conducted
by appropriately qualified scientists, engineers, or
other technically-qualified individuals who are
apart from the people or groups making the award
decisions, and serves to inform the program man-
ager or other qualified individual who makes the
award (e.g., NSF’s single-investigator research;
NASA'’s research and analysis funds).

Table 7—4 lists how Federal R&D agencies report

tional Aeronautics and Space Administration, the
Environmental Protection Agency, the National

Table 7-4. ALLOCATION OF FEDERAL RESEARCH FUNDING, FY 2001

(Budget authority, dollar amounts in millions)

their allocation of research funding among these cat-
egories.

Research Merit-Reviewed Merit-Reviewed Merit-Reviewed
Performed at Inherently Research with Research with Research with
Congressional Unique Limited Competitive Competitive Total
Direction Research Competitive Selection and Selection and
Selection Internal Evaluation | External Evaluation
By Agency

Health and HUMAN SEIVICES ......cccccovivieeiiciee e 159 107 2,819 19 17,355 20,459
Defense 614 200 1,131 2,901 135 4,981
Energy 139 1,016 2,338 321 749 4,563
National Aeronautics and Space Administration 219 171 636 1,411 1,794 4,231
National Science FOUNAAtON ........ccccvveveieiricirierieeeee s sssessseseness | seessssessssessssesinss | sevessesissesienes 168 234 2,655 3,057
AQFiCURUIE™ ..o . 458 768 359 e 79 1,664
Commerce ...... . 97 325 54 188 205 869
Veterans Affairs . | I [ 685 689
Interior 51 138 375 26 4 594
Environmental Protection Agency . 38 39 195 69 134 475
Transportation 31 473
Education .. . 4 167
ORNEE ettt bbb bbbttt bbb 359 111 5 85 11 571
TOTAL oot s en 2,170 2,973 8,246 5,598 23,806 43,793

*Does not include net mandatory funding for USDA research grant programs of $130 million in FY 2001.
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Networking and Information Technology and
Global Change Research and Development

Table 7-5 shows agency-by-agency spending for Net-
working and Information Technology R&D and the U.S.

Global Change Research program, as required by stat-
ute.

Table 7-5. AGENCY DETAIL OF SELECTED INTERAGENCY R&D EFFORTS

(Budget authority, dollar amounts in millions)

; Dollar Change: Perclent Dollar Change: Percgnt
2000 Actual 2001 Estimate | 2002 Proposed 2000 to 2082 ChetiggéedOZZOOO 2001 to 2082 Chetlggzedo22001
Networking and Information Technology R&D

National Science FOUNAtioN .........cccoreireinirireinensiseseseeseennens 496 641 643 147 +30% 2 +0%
331 475 480 149 45% 5 +1%

285 349 356* 71* 25%" A 2%"

214 244 266 46 21% 22 9%

National Aeronautics and Space Administration ............cceveueee 129 177 181 52 40% 4 2%
COMMEICE ..oovereeeieireie et sies 36 39 41 5 +14% 2 +5%
Environmental Protection Agency 4 4 2 -2 -50% -2 -50%
TOTAL oottt 1,501 1,929 1,969 468 31% 40 2%

U.S. Global Change Research Program

National Aeronautics and Space Administration ..............ccceeeunae 1,161 1,162 1,072 -89 -8% -90 -8%
National Science Foundation . 187 179 178 -9 -5% -1 -1%
ENergy ..ooooeveeneenneineineens 113 119 121 8 +7% 2 +2%
(07011410111 (oT- Y 67 80 93 26 +39% 13 +16%
National Institutes of Health . 48 52 57 9 +19% 5 +10%
Agriculture ..o 56 56 55 -1 2% -1 2%
141CT 0] SRR 27 27 25 -2 7% -2 7%
Environmental Protection Agency .. 21 23 22 1 +5% -1 4%
SMItASONIAN ...vvvviriieiecieeeeie ittt 7 7 7 0 +0% 0 +0%
TOTAL oottt e 1,687 1,705 1,630 -57 -3% =75 4%
TOTAL WITHOUT NASA DEVELOPMENT .........cccoovvreirniennns 758 797 811 53 7% 14 2%

*FY 2002 entry for DOD R&D represents a projection from enacted FY 2001 levels plus inflation. FY 2002 levels are subject to change as a result of the Defense Strategg Review now underway.
1

**Includes $14 million in offsetting collection in FY 2002 for the Agency for Healthcare Research and Quality. These activities were funded at $11 million in FY 2000 and

Tax Incentives

Along with direct spending on R&D, the Federal Gov-
ernment has stimulated private investment in these
activities with tax preferences. Current law provides
a 20-percent tax credit for private research and experi-
mentation expenditures above a certain base amount.
The credit, which expired in 1999, was retroactively
reinstated for five years, to 2004, in the Tax Relief
Extension Act of 1999. The Budget proposes to make
the Research and Experimentation (R&E) tax credit
permanent. The proposed extension will cost an addi-
tional $49.6 billion over the period from 2002 to 2011.

4 million in FY 2001.

A permanent tax provision also lets companies de-
duct, up front, the costs of certain kinds of research
and experimentation, rather than capitalize these costs.
This tax expenditure will cost $1.9 billion in 2001. Fi-
nally, equipment used for research benefits from rel-
atively rapid cost recovery. The cost of this tax pref-
erence is calculated in the tax expenditure estimate
for accelerated depreciation of machinery and equip-
ment.

Table 7-6 shows a forecast of the costs of the re-
search and experimentation tax credit.

Table 7-6. PERMANENT EXTENSION OF THE RESEARCH AND EXPERIMENTATION TAX CREDIT

(Budget authority, dollar amounts in millions)

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 228% 1t°
CUITENE PONICY .ooveveiiciriiiiri et 6,760 5390 4,710 2,720 1,160 | .ccoeovee | corerverens [ v | v [ v 20,740

Proposed EXLENSION .......c.ccuieiieiniieineireseiseissinsissississseesssse s ssessssssissines. | sesssissenss

............ 1,065 3,431| 5415| 6,542| 7,388| 8,020 8,567| 9,158| 49,576

5390 5,765| 6,151| 6,575| 6,542| 7,388| 8,020 8567| 9,158| 70,316




8. CREDIT AND INSURANCE

Federal credit programs offer direct loans and loan
guarantees for a wide range of activities, primarily
housing, education, business and rural development,
and exports. At the end of 2000, there were $241 billion
in Federal direct loans outstanding and $1,043 billion
in loan guarantees. Through its insurance programs,
the Federal Government insures bank, thrift, and credit
union deposits up to $100,000, guarantees private de-
fined-benefit pensions, and insures against other risks
such as natural disasters.

The Federal Government also enhances credit avail-
ability for targeted sectors indirectly through Govern-
ment-sponsored enterprises (GSEs)—privately owned
companies and cooperatives that operate under Federal
charters. GSEs provide direct loans and increase liquid-
ity by guaranteeing and securitizing loans. Some GSEs
have become major players in the financial market.
In 2000, the face value of GSE lending totaled $2.6
trillion. The size of two housing GSEs, the Federal Na-
tional Mortgage Association (Fannie Mae) and the Fed-
eral Home Loan Mortgage Corporation (Freddie Mac),
is particularly notable; they had $2.1 trillion in com-
bined lending. In return for fulfilling social roles, GSEs
enjoy some privileges, which include eligibility of their
securities to collateralize public deposits and be held
in unlimited amounts by most banks and thrifts, ex-
emption of their securities from SEC registration, ex-
emption of their earnings from State and local income
taxation, and ability to borrow from Treasury, at Treas-
ury’s discretion, in amounts ranging up to $4 billion.
These privileges leave many people with the impression
that their securities are risk-free. GSEs, however, are

not part of the Federal Government, and their securi-
ties are not federally guaranteed. By law, the GSEs’
securities carry a disclaimer of any U.S. obligation.

The role and risk of these diverse programs critically
depend on the state of financial markets. In recent
years, financial markets have been changing faster be-
cause of rapid technological advances and active de-
regulation. The Federal Government, therefore, needs
to reassess the extent and nature of credit and insur-
ance programs more carefully in order to adapt those
programs to rapidly changing financial markets.

The rest of this chapter is organized as follows.

o The first section concerns the role of Federal cred-
it and insurance programs. Federal programs play
useful roles when market imperfections prevent
the private market from efficiently providing cred-
it and insurance. Financial evolution has partly
corrected many imperfections and generally weak-
ened the justification for Federal intervention.

e The second section identifies four key criteria for
evaluating Federal programs: objectives, economic
justification, availability of alternative means, and
efficiency. It also discusses how Federal agencies
may improve program efficiency.

e The third section reviews Federal credit programs
and GSEs in four sectors: housing, education,
business and community development, and ex-
ports. This section focuses on program objectives,
recent developments, and future plans.

e The final section describes Federal deposit insur-
ance, pension guarantees, and disaster insurance
in a context similar to that for credit programs.

I. FEDERAL PROGRAMS IN CHANGING FINANCIAL MARKETS

The Federal Role

The roles of Federal credit and insurance programs
can be broadly classified into two: helping disadvan-
taged groups and correcting market failures. Subsidized
Federal credit programs redistribute resources from the
general taxpayer to disadvantaged regions or segments
of the population. Since disadvantaged groups can be
assisted through other means, such as direct subsidies,
the value of a credit or insurance program critically
depends on the extent to which it corrects market fail-
ures.

In most lines of credit and insurance, the private
market efficiently allocates resources to meet societal
demands, and Federal intervention is unnecessary.
However, Federal intervention may improve the market
outcome in some situations. The market imperfections
that justify some Federal involvement can be broadly
classified as follows.

¢ Information opaqueness interferes with the op-
timal allocation of capital. For example, informa-
tion about some borrowers can be opaque. In most
cases, financial intermediaries efficiently gather
and process information needed to evaluate the
creditworthiness of borrowers. However, there
may be little objective information about some
groups of borrowers such as start-up businesses,
start-up farmers, and students, who have very
limited current income and credit history. Because
it is difficult for those borrowers to prove their
creditworthiness to a large number of lenders,
they need to rely on the subjective judgements
of a few lenders, which can be wrong. In this
situation, many creditworthy borrowers may fail
to obtain credit. Even for borrowers who are ap-
proved for credit, insufficient competition among
a small number of lenders can result in higher

139



140

ANALYTICAL PERSPECTIVES

interest rates. Lacking adequate information, pri-
vate lenders may also require risk premiums, in
the form of higher borrowing costs, to compensate
for uncertainty about borrowers’ creditworthiness.
With government intervention, such as loan guar-
antees, creditworthy borrowers may be more likely
to obtain credit at a lower cost.

e Externalities cause either underinvestment or
overinvestment in some sectors. Individuals and
private entities do not make socially optimal deci-
sions when they do not capture the full benefit
(positive externalities) or bear the full cost (nega-
tive externalities) of their activities. Examples of
positive and negative externalities are education
and pollution. Other people benefit from high pro-
ductivity and good citizenship of a well-educated
person and suffer from pollution. Without Govern-
ment intervention, people would invest less than
the socially optimal amount in activities that gen-
erate positive externalities and more in activities
that generate negative externalities. The Federal
Government can encourage activities involving
positive externalities by offering subsidized credit
or other rewards and discourage activities involv-
ing negative externalities by imposing taxes or
other penalties. Alternatively, the Government
may offer credit or direct subsidies to encourage
activities reducing negative externalities (e.g., pol-
lution control).

e Resource constraints sometimes limit the pri-
vate sector’s ability to offer certain products. De-
posit insurance is one example. Since the perform-
ance of banks is often affected by common factors
such as macroeconomic conditions, bank failures
tend to be clustered in bad times. Furthermore,
if depositors become doubtful about the soundness
of the banking system as a whole upon observing
a large number of failures, they may rush to with-
draw deposits, forcing even sound banks into lig-
uidation. To prevent these undesirable with-
drawals, which would harm the whole economy,
deposit insurance needs to be backed by a suffi-
cient fund to resolve a very large number of fail-
ures. It may be difficult for private insurers to
secure such a large fund. Another example is cata-
strophic insurance, which also faces a small risk
of a very large loss. Knowing that the insurer
can run out of funds, people may be reluctant
to purchase insurance because their claims might
not be honored. Moreover, the insurer may not
want to offer a reasonable policy because early
occurrence of a disaster could bankrupt the com-
pany. In this situation, Government insurance is
more effective than private insurance because the
broad taxing authority of the Federal Government
makes the insurance policy more credible. Another
form of resource constraint is liquidity constraint.
It is usually difficult for a private entity to raise
a large fund in a short time. The funding difficulty
can limit the private market’s ability to extend

credit and disrupt economic activity. The Federal
Government can prevent economic disruption by
providing liquidity in illiquid sectors or during il-
liquid periods.

o Imperfect competition justifies some Govern-
ment intervention. Competition is imperfect in
some markets because of barriers to entry, econo-
mies of scale, and foreign government interven-
tion. If an entry barrier raised the cost of credit
in some markets, the Federal Government might
intervene. Foreign countries often subsidize their
exporters and import-substituting industries. In
these cases, the Federal Government may inter-
vene to level the playing field for domestic export-
ers. Legal barriers to entry and geographic isola-
tion can cause imperfect competition in some rural
areas. If the lack of competition forces some rural
residents to pay excessively high interest on loans,
Government intervention can increase the avail-
ability of credit and lower the borrowing cost.

Changing Financial Markets

Financial markets have undergone many changes.
The most fundamental developments are financial serv-
ices deregulation and technological advances, which
have promoted economic efficiency and competition.
Technological advances have also enhanced liquidity,
produced sophisticated risk management tools, and
spurred globalization. Deregulation has promoted con-
solidation.

Financial services deregulation has promoted
competition by removing geographic and industry bar-
riers. Historically, geographic restrictions were a major
legal barrier that limited competition in the banking
sector. Until the late 1970s, all states prohibited out-
of-state bank holding companies from acquiring in-state
banks, and many states restricted intrastate branching.
Deregulation of interstate banking and intrastate
branching actively took place at the state level in the
1980s and early 1990s. In 1994, the Congress enacted
the Riegle-Neal Interstate Banking and Branching Act,
which permits banks to establish interstate branches
through mergers with other banks. Geographic restric-
tions were essentially removed in 1997, when the Act
took full effect. The Financial Services Modernization
Act of 1999 has repealed the provisions of the Glass-
Steagall Act and the Bank Holding Company Act that
restricted the affiliation between banks, securities
firms, and insurance companies. The Act allows finan-
cial holding companies to engage in various financial
activities, including traditional banking, securities un-
derwriting, insurance underwriting, asset
securitization, and financial advising. As a result, com-
petition has become nationwide and across all financial
products.

Advances in communication and information
processing technology have made the evaluation of
borrowers’ creditworthiness more accurate and lowered
the cost of financial transactions. Lenders now have
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easy access to large databases, powerful computing de-
vices, and sophisticated analytical models. Thus, many
lenders use credit scoring models that evaluate credit-
worthiness based on various borrower characteristics
derived from extensive credit bureau data. As a result,
lending decisions have become more accurate and objec-
tive. Powerful computing and communication devices
have also lowered the cost of financial transactions by
producing new transaction methods such as electronic
fund transfers, Internet banking, and Internet broker-
age.

The development of reliable screening methods and
efficient transaction methods have resulted in intense
competition for creditworthy borrowers and narrowed
lending margins. Financial institutions are more willing
to compete for customers with diverse characteristics,
customers in distant areas, and small profit opportuni-
ties. A notable example of increased competition is the
credit card business, where offering lower rates to the
best customers became much more common in recent
years.

Wider availability of information and lower trans-
action costs have led to many developments that in-
crease competition, enhance liquidity, and improve effi-
ciency in financial markets.

Direct capital market access by borrowers has be-
come more common. Advances in communication and
information processing technology enabled many com-
panies (less-established medium-sized companies, as
well as large reputable ones) to validate their financial
information at low costs and to borrow directly in cap-
ital markets, instead of relying on banks. The growth
of the commercial paper (short-term financing instru-
ments issued by corporations) market has been particu-
larly notable. Between 1990 and 2000, the outstanding
amount of commercial paper issued by nonfinancial
firms increased by 132 percent (to $343 billion), while
the commercial and industrial loans at commercial
banks increased by 70 percent (to $885 billion). This
development has reduced the importance and the pric-
ing power of financial intermediaries.

Nonbank financial institutions such as finance
companies and venture capital firms increased their
market share, partly thanks to advanced communica-
tions and information processing technology that helped
to level the playing field. Between 1990 and 2000, con-
sumer loans and business loans at finance companies
increased by 136 percent (to $439 billion) and 92 per-
cent (to $518 billion) respectively. During the same pe-
riod, those at commercial banks grew by 42 percent
(to $538 billion) and 70 percent (to $885 billion). The
growth of venture capital firms was rather phenomenal.
Between 1990 and 1999, their new investments, which
were mostly in small firms’ equity, jumped from $3.2
billion to $40.6 billion (1,169 percent).

Internet-based financial intermediaries provide
financial services more cheaply and widely. The Inter-
net lowers the cost of financial transactions and reduces

the importance of physical location. Internet brokers
slashed the commission on stock trading. Internet-only
banks, which started appearing recently, bid up deposit
interest rates. Furthermore, their services are nation-
wide.

Over the last two decades, technological advances
have produced many new financial instruments that
help to enhance liquidity and manage risk. In par-
ticular, asset-backed securities and derivative securities
have gained much popularity.

Securitization (pooling a certain type of asset and
selling shares of the asset pool to investors) has en-
hanced liquidity in financial markets by enabling lend-
ers to raise funds without borrowing or issuing equity.
For example, mortgage bankers with little capital can
originate a large amount of real estate loans and keep
selling those loans. It also helps financial institutions
to reduce risk exposure to a particular line of business.
A bank with a large proportion of real estate loans
can reduce its exposure to collapse of the real estate
market by selling some of those loans to third parties.
Commonly securitized assets include credit card loans,
automobile loans, and residential mortgages, whose
quality can be more objectively analyzed. In recent
years, financial institutions began securitizing many
other assets such as commercial mortgages and small-
business loans, the riskiness of which is more difficult
to evaluate.

Financial derivatives, such as options and swaps,
have improved investors’ ability to manage risk (either
increase or decrease risk exposure). Financial institu-
tions are increasingly using financial derivatives, which
are effective tools to manage various types of risk such
as interest rate risk, credit risk, price risk, and even
weather-related risk. In an interest rate swap, for ex-
ample, a firm with a floating-rate (interest rate tied
to a benchmark rate such as the one-year Treasury
rate) asset periodically pays its counter-party the float-
ing-rate return in exchange for a fixed interest rate.
This firm’s exposure to interest rate movements will
decrease if it mostly has fixed-rate debts and increase
if it mostly has floating-rate debt. Weather derivatives
offer a hedge on weather by tying the securities returns
to weather conditions.

Globalization has been accelerating as a result of
the reduced importance of geographic proximity and
knowledge of local markets. Both commercial and in-
vestment banking institutions headquartered in Europe
and Japan are actively competing in the U.S. market,
and many U.S. financial institutions have branches
worldwide. In 2000, foreign banks controlled about 11
percent of U.S. banking assets. On the other hand,
deposits at foreign branches of U.S. banks accounted
for about 16 percent of their total deposits.

Consolidation among financial institutions, espe-
cially banks, has been very active due to deregulation
and increased competition. Many financial mega-merg-
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ers have taken place in recent years. The acquisition
of Paine Webber by Union Bank of Switzerland exem-
plifies the merger between large investment firms. The
merger between BankAmerica and NationsBank cre-
ated the largest bank in the Nation with assets of $585
billion only to be surpassed soon by the merger between
Chase Manhattan and J.P. Morgan forming a bank
with assets of $660 billion. Because of active consolida-
tion, the number of banks has sharply decreased, and
the size of banks has increased. Between 1990 and
2000, the number of banks decreased by almost 4,000
or over 30 percent. The increased concentration of as-
sets among the largest few banks is notable. The per-
centage of banking assets controlled by the largest 100
banks increased from 51 to 71 percent. The 20-percent-
age-point gain belongs largely to the largest 10 banks
(16 percentage points). Consolidation across traditional
industry boundaries has also been fairly active. The
merger between Citicorp and Travelers Group in 1998
formed Citigroup encompassing the commercial banking
(Citibank), insurance (Travelers), and securities
(Salomon Smith Barney) businesses. Many inter-indus-
try mergers were announced in 2000. Chase Manhattan
(commercial bank) is acquiring Beacon Group (merger
advisory firm), and Charles Schwab (brokerage giant)
is taking over U.S. Trust (commercial bank). MetLife
(insurance firm) plans to acquire Grand Bank (commer-
cial bank).

Implications for Federal Programs

In general, financial evolution has increased the pri-
vate market’s capacity to serve the populations targeted
by Federal programs and hence weakened the role of
Federal credit and insurance programs. Thus, it may
be desirable to focus on narrower target populations
that still have difficulty in obtaining credit from private
lenders and more specific objectives that have been less
affected by financial evolution.

Information about borrowers is more widely avail-
able and easier to process, thanks to technological ad-
vances. Credit scoring models, for example, enable lend-
ers to make more accurate lending decisions. As a re-
sult, creditworthy borrowers are less likely to be turned
down, while borrowers that are not creditworthy are
less likely to be approved for credit. The Federal role
of improving credit allocation, therefore, is generally
not as strong as before. The benefit from financial evo-
lution, however, may have been uneven across groups.
Large financial institutions with global operation,
which are products of consolidation and globalization,

may want to focus more on large customers and busi-
ness lines that utilize economies of scale and scope
more fully. Thus, some small and distinct borrowers,
who used to rely heavily on the private information
of small institutions, can be underserved. The Federal
Government may need to better target those groups,
while reducing general involvement.

Externalities have not been significantly affected by
financial evolution. The private market fundamentally
relies on decisions at the individual level. Thus, it is
inherently difficult for the private market to correct
problems related to externalities.

Resource constraints have been alleviated.
Securitization and financial derivatives facilitate fund
raising and risk sharing. By securitizing loans and writ-
ing derivatives contracts, a lender can make a large
amount of risky loans, while limiting its risk exposure.
An insurer can distribute the risk of a natural disaster
among a large number of investors through disaster-
related derivatives.

Imperfect competition is much less likely in gen-
eral. Developments that contributed to increasing com-
petition are financial deregulation, direct capital mar-
ket access by borrowers, stronger presence of nonbank
financial institutions, emergence of Internet-based fi-
nancial institutions, and globalization. Consolidation
has a potential negative effect on competition, espe-
cially in markets that were traditionally served by
small institutions. Given that the Nation still has many
banks and other financial institutions, the negative ef-
fect, if any, should be insignificant overall. It is pos-
sible, however, that some communities in remote rural
areas and inner city areas have been adversely affected
by consolidation.

Uncertainties about the Federal Government’s li-
ability have increased in some areas. Consolidation has
increased bank size, and deregulation has allowed
banks to engage in many risky activities. Thus, the
loss to the deposit insurance funds can turn out to
be unusually large in some bad years. The potential
loss needs to be limited by large insurance reserves
and effective regulation. The large size of some GSEs
is also a potential problem. Financial trouble of a large
GSE could cause strong repercussions in financial mar-
kets, affecting Federally insured entities and economic
activity.

II. A CROSS-CUTTING ASSESSMENT

To systematically assess Federal programs, policy-
makers and program managers need to consider the
following questions. (1) Are the programs’ objectives
still worthwhile? (2) Is the program economically justi-
fied? (3) Is the credit or insurance program the best
way to achieve the goals? (4) Is the program operating

efficiently and effectively? If the answer is “No” to any
of the first three questions, the program should be
eliminated or phased out. For programs that pass the
three tests, the focus should be on improving efficiency
and effectiveness.
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Objectives

The first step in reassessing Federal credit and insur-
ance programs is to identify clearly the objective of
each program, such as an increase in homeownership,
an increase in college graduates, an increase in jobs,
or an increase in exports. The objective must be worth-
while to justify a program. For some programs, the
objective might be unclear or of low importance. In
some other cases, an initially worthwhile objective
might have become obsolete. For example, the main
objective of the Rural Telephone Bank is to increase
telephone service in rural areas. This was a worthwhile
objective when many rural residents had limited or
costly access to telephone service. In the current envi-
ronment with ample supply of telephone lines and in-
tense competition among telephone companies, how-
ever, the objective is obsolete.

Economic Justifications

For a credit or insurance program to be economically
justified, the program’s benefits must exceed its costs.
The benefits are the net effects of the program on in-
tended outcomes compared with what would have oc-
curred in the absence of the program. They exclude,
for example, gains that would have been obtained with
private credit in the absence of the program. Financial
evolution may have significantly affected the net benefit
from some programs. Suppose, for example, that finan-
cial evolution made information about borrowers trans-
parent in some sectors where information opaqueness
had been a major problem. Then the net benefit would
be substantially smaller for the Federal programs that
mainly intended to solve the information problem in
those sectors.

Many Federal credit and insurance programs involve
subsidy costs, and all of them incur administrative
costs. A subsidy cost occurs when the beneficiaries of
a program do not pay enough to cover the cost to the
Federal Government (e.g., they pay below-cost interest
rates and below-cost fees). The administrative costs in-
clude the costs of loan origination, direct loan servicing,
guaranteed loan monitoring, and collecting on delin-
quent loans. The net benefit of a program can be small-
er than the combined cost of subsidy and administra-
tion either because it is inherently costly to pursue
the program’s goal or because the program is ineffi-
ciently managed (failure to maximize the benefit and
minimize the cost). The program should be discontinued
in the first case and restructured in the second case.

Alternatives

Even a program that is economically justified should
be discontinued if there is a better way to achieve the
same goals. The Federal Government has other means
to achieve social and economic goals, such as providing
direct subsidies, offering tax benefits, and encouraging
private institutions to provide the intended services.

In general, direct subsidies are more efficient than
credit programs for the purpose of fulfilling social objec-
tives such as helping low-income people, as opposed

to economic objectives such as improving credit alloca-
tion. Direct subsidies are less likely to interfere with
the efficient allocation of resources. Suppose that the
Government makes a subsidized loan to be used for
a specific project. Then the borrower will undertake
the project if its return is greater than the subsidized
rate. Thus, the subsidized loan can induce the borrower
to undertake a normally unprofitable project and hence
result in a social loss. On the other hand, a direct
subsidy is a simple income transfer, which is less likely
to cause a social loss.

To a certain extent, the Federal Government can also
correct market failures by improving the efficiency of
the private market, instead of directly offering credit
or insurance. For example, policies encouraging the
standardization of information (e.g., standardization of
loan origination documents) may improve the private
lenders’ ability to serve those sectors where information
is opaque. Standardization helps to reduce opaqueness
by facilitating information processing. With reduced
opaqueness, loan sales should be easier, and the sec-
ondary market should develop more quickly. Then the
lending market would be more liquid and competitive.
A more specific example is the development of flood-
plain maps by the National Flood Insurance Program.
Before the development of the maps, private insurance
companies had little information on flood risks by geo-
graphic area. The lack of information was a main rea-
son why private companies were unwilling to insure
against flood risk. The availability of floodplain maps
may have increased private companies’ willingness to
provide flood insurance.

Improving Efficiency

Some programs may be well-justified based on the
three criteria above. However, few programs may be
perfectly designed. It is almost impossible to take all
relevant factors into consideration at the beginning. In
addition, financial evolution can lower the efficiency of
initially well-designed programs. Thus, improving effi-
ciency is an everlasting concern. Although the ways
to improve efficiency vary across programs, some gen-
eral principles may apply to many programs.

A critical part of credit programs is to set appropriate
lending terms. The Government makes many loans at
a subsidized rate, which could attract borrowers who
would be able to obtain credit elsewhere at reasonable
rates. For example, the Farm Service Agency offers ag-
ricultural loans at Treasury rates to borrowers who
have been denied credit by private lenders. The disaster
loan program of the Small Business Administration ap-
plies a lower rate to applicants without credit available
elsewhere. Some creditworthy borrowers can be denied
credit by chance. It is also possible that some borrowers
might even be willfully denied credit by an unusually
tough lender or due to inaccurately reported credit in-
formation. One solution to this problem is to make
loans at the rate that private lenders offer to an aver-
age borrower and supplement the loans with direct sub-
sidies to the disadvantaged. Proper lending terms re-
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quiring less subsidy should improve the efficiency of
Federal programs by reducing the possibility of encour-
aging uneconomic projects and increasing the Federal
agencies’ ability to serve a larger population within
their budget limits.

The Federal Government can manage credit and in-
surance programs more efficiently by utilizing the pri-
vate market’s expertise. In the areas where the private
market has expertise that the Government does not,
it is important to utilize the private market’s expertise
to effectively implement Federal programs. For exam-
ple, if private lenders more accurately evaluate the
creditworthiness of a certain group of borrowers using
private information and special knowledge, the Govern-
ment needs to have private lenders involved in credit
programs and, with appropriate risk-sharing incentives,
delegate credit evaluation for the group to them.

If the expertise of the private market is not critical,
however, the Government should streamline delivery
systems. A good example is the guaranteed student loan
program. Neither lending institutions nor guaranteeing
agencies are involved in credit evaluation. Schools make
lending decisions based on eligibility. In this case, in-
volvement of multiple layers of institutions can unnec-
essarily increase administrative costs. In addition, if
the Government fails to set the loan criteria and lend-
ing margin optimally, private institutions may make
excessive profits at the expense of taxpayers.

Outreach is very important to improve the efficiency
of Federal programs. The net benefit will increase if
program managers more successfully identify borrowers
who would not get private credit. They need to reach
out to underserved populations (e.g., low-income, minor-
ity) and neighborhoods (e.g., rural, inner city). They
need to encourage start-up of new activities (e.g., begin-
ning farmers, new businesses, new exporters). They
need to reach their legislatively targeted populations
(e.g., students, veterans). Federal credit programs can
also play a more useful role when there is temporary
inefficiency in the private market. The financial market

II1.

Housing Credit Programs and GSEs

The Federal Government makes direct loans, provides
loan guarantees, and enhances liquidity in the housing
market to promote homeownership among low- and
moderate-income people and to help finance rental
housing for low-income people. While direct loans are
largely limited to low-income borrowers, loan guaran-
tees are offered to a much larger segment of the popu-
lation, including moderate-income borrowers. Increased
liquidity achieved through GSEs benefits virtually all
borrowers in the housing market, although it helps low-
and moderate-income borrowers more.

The main government agencies and GSEs involved
in housing finance are the Department of Housing and
Urban Development (HUD), the Department of Vet-
erans Affairs (VA), the Department of Agriculture

can occasionally face a liquidity crisis or become overly
pessimistic (e.g., at the time of the Asian financial crisis
and the near collapse of Long-Term Capital, a hedge
fund). On those occasions, Federal agencies can promote
the extension of credit to creditworthy borrowers.

Federal programs will become more cost effective if
program managers more successfully identify the most
creditworthy borrowers among those who would be de-
nied credit by private lenders. More accurate screening
would lower the default rate and hence the subsidy
cost. Achieving this goal may require well-developed
analytical tools.

To efficiently run Federal programs in a rapidly
changing financial market, Federal agencies need to
catch up with new technology. Federal agencies and
private financial institutions compete for some bor-
rowers and make financial transactions such as loan
sales. Private institutions are using increasingly sophis-
ticated tools to screen borrowers and price financial
assets. If Federal agencies do not use advanced tools,
they can be left with riskier loan pools or inadvertently
sell loans at below-market prices. To catch up with
new technology, it is critical to have a staff with ad-
vanced analytical training. Sometimes, it may be more
cost effective to contract out analytical work than to
maintain a large analytical staff. Even when con-
tracting out is more cost effective, Federal agencies
need some analysts with enough training to com-
petently evaluate the performance of contractors. In-
ability to effectively evaluate the performance of con-
tractors may result in serious waste.

Federal agencies also need to monitor other develop-
ments that may affect program efficiency. For example,
many loans guaranteed by the Government are
securitized. Securitization may reduce the lenders’ in-
centives to screen and monitor borrowers if they believe
that guaranteeing agencies do not properly track the
performance of securitized loans. To prevent this ad-
verse effect, the Government needs well-organized data-
bases and modern monitoring systems.

CREDIT IN FOUR SECTORS

(USDA), Fannie Mae, Freddie Mac, and the Federal
Home Loan Bank System. In 2000, HUD, VA, and
USDA supported $123 billion of direct loans and loan
guarantees, helping 1.3 million households and contrib-
uting to a record high homeownership rate of 67.7 per-
cent. Roughly one out of six single-family mortgages
originated in the United States receives assistance from
one of these programs.

Federal Housing Administration

HUD’s Federal Housing Administration (FHA) oper-
ates the Mutual Mortgage Insurance Fund. FHA mort-
gage insurance is directed to expanding access to home-
ownership for people who lack the savings, income, or
credit history to qualify for a conventional home mort-
gage. In 2000, FHA insured $86 billion in mortgages
for almost 900 thousand households. The volume was
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lower than in 1999, when low interest rates spurred
mortgage originations and refinancing. FHA also faces
increased competition from private lenders who are now
more willing to offer loans to borrowers with weaker
credit standing at competitive terms. Over 80 percent
of FHA’s home purchase mortgages went to first-time
home buyers, and 42 percent went to minority house-
holds. These percentages have doubled over the past
decade.

FHA recently reduced its upfront insurance pre-
miums by one-third, and brought its annual premium
structure in line with the private mortgage insurance
industry by authorizing annual premium cancellation
at 78 percent loan-to-value ratio. In addition, the Budg-
et proposes to allow FHA to insure a new financial
product that has gained popularity in the conventional
market—hybrid adjustable-rate mortgages.

FHA has created a loss mitigation program that
scores lender performance on loss mitigation annually
and provides financial incentives to lenders to hold
down mortgage defaults and minimize FHA claim and
property disposition costs relative to other lenders in
each FHA insuring district. FHA also has authority
to assess financial penalties on lenders who fail to en-
gage in loss mitigation. FHA increased loss mitigation
activity by over 50 percent in 2000, processing over
30,000 new loss mitigation claims (partial claims, spe-
cial lender forbearance, and loan recasting ). These op-
tions allowed families to stay in their homes, rather
than have the properties go to pre-foreclosure sale or
foreclosure, and provided significant savings to FHA
because management and marketing of real property
are very costly.

In 1999, Congress passed legislation giving new au-
thority to FHA to pay claims prior to foreclosure. This
accelerated claims process, when fully implemented in
2002-2003, will allow FHA to pass along defaulted
notes to the private sector for servicing and/or disposi-
tion, thereby reducing foreclosures and eliminating
most of the real property that FHA must acquire and
dispose. Currently, FHA contracts with private compa-
nies for the management and marketing of most of
its single-family properties.

There is some evidence that the mortgage industry
has seen an increase in the number of predatory loans.
Predatory loans, which carry excessive fees or other
unfair pricing structure, harm unsuspecting buyers.
Predatory loans are more prevalent in the subprime
market where conventional loans are made to higher-
risk borrowers. The Government can improve mortgage-
market efficiency by squeezing out predatory practices
through increased regulation and disclosure. In addition
to predatory lending, the mortgage industry also has
seen increased incidences of fraud. For example, FHA
recently had to implement emergency foreclosure mora-
toria in several cities to protect consumers from a scam
known as “property flipping,” in which a lender and
an appraiser conspire to sell a home at a falsely inflated
price. Government credit programs are more susceptible
to property flipping because of the opportunity created

by the Government guarantee. Improved program con-
trols and better information systems would reduce the
Government’s risk in this area.

VA Housing Program

The VA assists veterans, members of the Selected
Reserve, and active duty personnel to purchase homes
as a recognition of their service to the Nation. The
program substitutes the Federal guarantee for the bor-
rower’s down payment. In 2000, VA provided $20 billion
in guarantees to assist 176,000 borrowers. Both the
volume of guarantees and the number of borrowers
were lower than those in 1999 as higher interest rates
decreased loan originations and refinancing in the hous-
ing market.

Since the main purpose of this program is to help
veterans, lending terms are more favorable than market
rates. In particular, VA guarantees zero down payment
loans. As a result, the default rate is relatively high.
The subsidy rate, however, declined slightly in 2000,
thanks to efforts to reduce foreclosure rates and the
strong housing market.

In order to help veterans retain their homes and
avoid the expense and damage to their credit resulting
from foreclosure, VA plans aggressive intervention to
reduce the likelihood of foreclosures when loans are
referred to VA after missing three payments. VA was
successful in 30 percent of their 2000 interventions,
and their goal is to increase that to 34 percent in 2002.
Future military base closures, however, may negatively
affect the default rate in the VA guaranteed housing
program. Guaranteed loans issued to active duty mili-
tary and military reservists are vulnerable to the im-
pact of base closures on the neighboring community.

VA is continuing its efforts to reduce administrative
costs through restructuring, consolidations, and a study
of its property management function. The study, which
will be completed in 2001, will determine whether it
would be cost effective to contract property manage-
ment activities. The Administration will also propose
eliminating the “vendee” home loan program, which al-
lows the general public to receive direct loan financing
from VA when purchasing a defaulted VA home and
which is not mission related.

Rural Housing Service

USDA’s Rural Housing Service (RHS) offers direct
and guaranteed loans and grants to help very low- to
moderate-income rural residents buy and maintain ade-
quate, affordable housing. The single family guaranteed
loan program guarantees up to 90 percent of a private
loan for moderate-income rural residents. The pro-
gram’s emphasis is on reducing the number of mod-
erate-income rural residents living in substandard
housing. In 2000, $2.02 billion of guarantees went to
27,408 households, of which 29.4 percent went to low-
income borrowers (income is 80 percent or less than
median area income). For 2001, Congress statutorily
increased the premium charged on the RHS single-fam-
ily guarantees from 1 to 2 percent, which should allow
RHS to provide more loans at less cost to the taxpayers.
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In the single family housing guaranteed loan pro-
gram, lender monitoring and external audits have
helped to identify program weaknesses, train servicers,
and identify troubled lenders. RHS’s guaranteed loan
program is also moving toward automated under-
writing. In 2000, RHS continued to enhance an Internet
based system that will, with future planned improve-
ments, provide the capacity to accept electronic loan
originations from their participating lenders. Utilizing
electronic loan origination technology will add signifi-
cant benefits to loan processing efficiency and timeli-
ness for both RHS and the lenders.

RHS continues to operate under the “best practice”
for asset disposition for its guaranteed loan program.
For single family guarantees, the lender is paid the
loss claim, including costs incurred for up to three
months after the default. After the loss claim is paid,
RHS has no involvement in the loan, and it becomes
the sole responsibility of the lender.

RHS programs differ from other Federal housing loan
guarantee programs, which generally either are out of
reach for the income levels of RHS loan recipients or
do not reach rural areas due to their outreach struc-
ture. For instance, HUD’s FHA guarantee program is
not means-tested, but there is an individual loan limit.
RHS is means-tested, and there is a loan limit. FHA
loans are available in any area, but often RHS bor-
rowers are unable to afford an FHA loan. In addition,
the RHS direct loan program offers deeper assistance
to very-low-income homeowners by subsiding the inter-
est rate down to 1 percent for such borrowers. RHS
offers the Federal Government’s only direct single fam-
ily housing loan program. The program helps the “on
the cusp” borrower obtain a mortgage, and encourages
graduation to private credit as the borrower’s income
increases over time.

RHS single family direct loans have a fluctuating
interest rate depending on the borrower’s income. It
can be anywhere from 1 percent up to the note rate.
Each loan is reviewed annually to determine the inter-
est rate that should be charged on the loan in that
year. The determination is based on the borrower’s ac-
tual annual income that year. The program cost is bal-
anced between interest subsidy and defaults. For 2002,
RHS expects to provide $1.1 billion in loans with a
subsidy cost of 13.16 percent. Its most recent and on-
going servicing improvement effort has been the imple-
mentation of the Dedicated Loan Origination Service
System (DLOS), which centralized the servicing of the
direct loan program. DLOS, in conjunction with 2 major
regulations implemented between 1996 and 1997, re-
duced RHS’s direct loan subsidy rate by 40 percent.

RHS also offers multifamily housing loans. Direct
loans are offered to private developers to construct and
rehabilitate multi-family rental housing for very-low-
to low-income residents, elderly households, or handi-
capped individuals. These loans to developers are very
heavily subsidized; the interest rate is between 1 and
2 percent. The Farm Labor Housing direct loans, which
are similarly priced, help developers to provide rental

units for minority farm workers and their families. RHS
rental assistance grants supplement both of these loan
programs in the form of project based rents for very
low-income rural households. RHS also started offering
guaranteed multifamily housing loans beginning in
1996. The cost of this guarantee program is relatively
low because default rates are expected to be low. In
total, the Budget provides $257 million in direct and
guaranteed loans for rural multi-family rental housing,
helping to construct over 8,600 new units for very-low-
to moderate-income tenants in rural America.

Housing Finance Challenges and Opportunities

Private banks, thrifts, and mortgage bankers, which
originate the mortgages that FHA insures and VA and
RHS guarantee, may deal with all three programs, as
well as with the Government National Mortgage Asso-
ciation (Ginnie Mae, an agency of the Department of
Housing and Urban Development), which guarantees
timely payment on securities based on pools of these
mortgages. In addition, the same private firms originate
conventional mortgages, many of which are securitized
by Government-sponsored enterprises—Fannie Mae and
Freddie Mac.

Many of these firms already use or are moving to-
ward electronic loan origination and automated under-
writing. Behind such underwriting are data warehouses
that show default experience by type of loan, borrower
characteristics, home location, originator, and servicer.
Automated valuation models relate these factors to de-
fault cost, and provide comparative analysis of home
sales data to estimate property collateral values with-
out relying on a human appraiser. After loan origina-
tion, software programs grade delinquent loans in
terms of their credit and collateral risk and allow
servicers to devote resources to the highest-risk loans.

These technological developments offer challenges
and opportunities to the Federal mortgage guarantors
and Ginnie Mae. Federal credit program managers are
challenged to make programs electronically accessible
to their clients and loan originators. They are chal-
lenged to assess and monitor their risks more closely
as private firms are reaching out to the better risks
among their potential clients. They also have an oppor-
tunity to provide better service at a lower cost, to target
their efforts to help borrowers retain their homes, and
to reach further to bring affordable housing and home-
ownership opportunities to those who are not currently
served.

Data Sharing. Federal credit program managers are
benefitting and would benefit more from additional
data-sharing capability across the Government, which
provides access to integrated information on program
designs, borrower characteristics, and lender and loan
performance.

Loan Origination. Electronic underwriting provides
convenient, faster service at a lower cost to both lenders
and borrowers. Currently, both FHA and VA permit

mortgage lenders to use approved automated under-
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writing systems, including Freddie Mac’s “Loan Pros-
pector” and Fannie Mae’s “Desktop Underwriter,” to
originate these loans. FHA, however, will soon deploy
its “Total Scorecard.” By transitioning FHA’s third
party lenders to its own automated scorecard, FHA will
improve its program controls and credit management.

Performance Measurement. As in underwriting,
private firms are heavily involved in servicing Govern-
ment-backed mortgages. Measurement of the private
sector’s servicing capacity is thus critical. The Govern-
ment needs to improve its systems to measure this
performance. For example, monthly data would not only
give housing programs a better understanding of how
their guarantee portfolios behave, but also serve as an
early warning system and feedback mechanism. The
Government could adjust underwriting standards in
quick response to changing market conditions.

Managing Risk. Risk-based pricing is emerging in
the conventional mortgage market as an important
means by which lenders can take on more risk. Tech-
nology is giving lenders much more precise ability to
assess the initial default risk associated with making
a particular loan. This increasingly precise under-
writing technology, in turn, allows lenders and insurers
to adjust fees or loan rates and/or raise insurance pre-
miums to reflect risk and loan cost accurately. Federal
loan guarantee programs will need to assess the impact
of private sector customization on their loan portfolios,
and may need to adopt a similar pricing structure to
avoid adverse selection and larger losses. Currently,
premiums vary only slightly with one dimension of risk,
the initial loan-to-value ratio.

Asset Disposition. Common wisdom in the mortgage
industry is to avoid foreclosure because that process
involves significant losses, including costs for mainte-
nance and marketing. Managers of Federal guarantee
programs have found that the best practice is to allow
the more experienced private sector to manage delin-
quent loans and dispose of properties.

Fannie Mae and Freddie Mac

Fannie Mae and Freddie Mac, the largest Govern-
ment-sponsored enterprises (GSEs), are required by
their charters to increase the liquidity of mortgage
funds and to promote access to mortgage credit for
households that historically have been underserved by
private markets. They carry out this function by guar-
anteeing or purchasing residential mortgages. The
guaranteed loans are packaged as mortgage-backed se-
curities (MBS), which lenders hold or sell to investors,
including Fannie Mae and Freddie Mac. The two GSEs
finance their acquisitions of loan and MBS assets by
issuing debt. As of September 2000, Fannie Mae and
Freddie Mac had $2.2 trillion outstanding in mortgages
that they had purchased or guaranteed. Of this, $936
billion was held in the GSEs’ asset portfolios, and $1.3
trillion served as collateral for outstanding MBSs not
held in portfolio.

As the dominant firms in the secondary mortgage
market, the GSEs tend to set the standards for the
entire mortgage industry. Their business activities also
have a significant impact on the primary mortgage mar-
ket; together, the two firms’ purchases and
securitizations of single-family mortgages equaled 43
percent of originations of such loans in calendar year
1999.

The Federal Housing Enterprises Safety and Sound-
ness Act of 1992 reformed Federal regulation of Fannie
Mae and Freddie Mac. The Act created the Office of
Federal Housing Enterprise Oversight (OFHEO) to con-
duct safety and soundness examinations and enforce
minimum (leverage) and risk-based capital require-
ments on Fannie Mae and Freddie Mac. Examinations
of the GSEs and enforcement of leverage capital ratios
have proceeded since OFHEO’s inception, while risk-
based capital requirements have undergone an exten-
sive rulemaking process. OFHEO expects to publish a
final risk-based capital rule this year. The rule would
become enforceable one year later. In October 2000,
Fannie Mae and Freddie Mac announced that they
would voluntarily issue subordinated debt on a regular
basis and expand their public disclosures relating to
risk exposures.

Fannie Mae and Freddie Mac have achieved strong
growth in profits in recent years, in large part by rap-
idly growing their debt-financed holdings of mortgage
assets. From September 1997 to September 2000, their
mortgage asset portfolios more than doubled in dollar
volume. Increased retained portfolios may imply in-
creased interest rate exposure. In recent years, both
Fannie Mae and Freddie Mac have tried to limit the
interest rate risk on their portfolios by issuing long-
term callable debt and by entering into interest rate
swaps and other hedging transactions. Hedges, how-
ever, do not eliminate all the risk associated with fund-
ing long-term, mostly fixed-rate assets that have uncer-
tain payment streams. Implementation of an appro-
priate risk-based capital regulation should help limit
the potential losses associated with interest rate risk.

To fund their rapidly growing asset portfolios, Fannie
Mae and Freddie Mac have increased sharply their out-
standing debt. The GSEs’ combined debt outstanding
rose from $196 billion at the end of calendar year 1992
to $1.07 trillion at the end of calendar year 2000, an
average growth rate of nearly 24 percent a year.

The GSEs’ management of counterparty default risk
is of increasing importance because their risk manage-
ment techniques transform exposure to credit or inter-
est rate risk into counterparty default risk. Such risk
management techniques include the use of credit en-
hancements and derivatives; supplementing primary
mortgage insurance with supplementary insurance at
the pool level; and the use of interest rate and currency
swaps.

The average credit quality of mortgages owned or
guaranteed by Fannie Mae and Freddie Mac has re-
mained steady in recent years. The performance of ex-
isting loans has benefitted from strong housing markets
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that have improved collateral values, and the credit
risk to the GSEs from new or outstanding loans is
limited by their extensive use of mortgage insurance
and other credit enhancements. Although both GSEs
are increasingly active purchasers of subprime loans
(A-minus and Alt-A), outstanding volumes remain very
small relative to the firms’ overall size. In 2000, Fannie
Mae and Freddie Mac began purchasing mortgages with
loan-to-value (LTV) ratios greater than 97 percent. As
the subprime and high-LTV shares of mortgages fi-
nanced by the GSEs expand, increasing attention must
be paid to their practices for pricing and managing
the associated risks.

The above risk assessments must be considered in
the context of the GSEs’ public purpose to promote
access to mortgage credit for low- and moderate-income
families in underserved areas, as specified in the 1992
act and their Federal charters. The Secretary of Hous-
ing and Urban Development (HUD) establishes afford-
able housing goals for the GSEs. A final rule published
October 31, 2000 established goals for the GSEs for
calendar years 2001-2003. The rule requires each GSE
to devote:

e 50 percent of its mortgage purchases to finance
dwelling units that are affordable by low- and
moderate-income families (Low- and Moderate-In-
come Housing Goal);

e 31 percent of its purchases to finance units in
central cities, rural areas, and other metropolitan
areas with low and moderate income and high
concentrations of minority residents (Geographi-
cally Targeted Goal); and

e 20 percent of its purchases to finance units that
are special affordable housing for very-low-income
families and low-income families living in low-in-
come areas (Special Affordable Goal).

The 1997-2000 goals were 42 percent, 24 percent,
and 14 percent of each GSE’s purchases, respectively.
As of 1999, Fannie Mae and Freddie Mac have met
or exceeded the affordable housing goals in each year.

Fannie Mae and Freddie Mac face challenges to sus-
taining their high rates of profit growth. A small num-
ber of large originators account for a large proportion
of the single-family mortgages that the GSEs buy and
securitize. Larger firms may have somewhat greater
market power in negotiating with the GSEs over guar-
antee fees. Further, total mortgage debt financed by
Fannie Mae and Freddie Mac has been increasing more
quickly than residential mortgage debt outstanding,
which suggests that their charters could eventually
limit the GSEs’ ability to expand their mortgage asset
portfolios. There also may be limits to the amount of
mortgage securities the GSEs can finance with debt
at attractive margins and the amount of counterparty
risk exposure to Fannie Mae and Freddie Mac that
other market participants are willing to absorb. The
benefit of government sponsorship, however, is one fac-
tor that may help Fannie Mae and Freddie Mac to
maintain relatively high profitability.

Federal Home Loan Bank System

The Federal Home Loan Bank System (FHLBS) was
established in 1932 to provide liquidity to home mort-
gage lenders. The FHLBS carries out this mission by
issuing debt and using the proceeds to make advances
(secured loans) to its members. Member institutions pri-
marily secure advances with residential mortgages and
other housing-related assets.

The Financial Services Modernization Act of 1999 re-
pealed the requirement that federally chartered thrifts
be members of the FHLBS. Membership is open to fed-
erally chartered and state-chartered thrifts, commercial
banks, credit unions, and insurance companies on a
voluntary basis. As of September 30, 2000, 7,720 finan-
cial institutions were FHLBS members, an increase of
494 over September 1999. About 73 percent of members
are commercial banks, 20 percent are thrifts, and the
remaining 7 percent are credit unions and insurance
companies. However, 57.8 percent of outstanding
FHLBS advances were held by thrifts as of September
30, 2000.

The FHLBS reported net income after adjustment
for payment of interest to the Resolution Funding Cor-
poration (REFCorp) of $2.1 billion for the year ending
September 30, 2000, up from $1.7 billion in the pre-
vious 12 months. System capital rose from $26.9 billion
to $30.6 billion, while the ratio of capital to assets
fell from 5.1 percent to 4.9 percent. Average return
on equity was about 7.5 percent (after REFCorp). Out-
standing advances to members reached $430 billion at
September 30, 2000, an 18 percent increase over the
$365 billion outstanding a year earlier.

The Financial Services Modernization Act requires
the System to adopt a risk-based capital structure, and
the Federal Housing Finance Board (Finance Board)
approved a final capital rule on December 20, 2000,
to implement this requirement. The Financial Services
Modernization Act changed the FHLBanks’ annual pay-
ment towards the interest payments on bonds issued
by the REFCorp from $300 million annually to 20 per-
cent of net earnings. The FHLBanks are required to
pay the greater of 10 percent of net income or $100
million to the Affordable Housing Program (AHP) and
to provide discounted advances for targeted housing
and community investment lending through a Commu-
nity Investment Program. The need to generate income
to meet the REFCorp and AHP obligations and still
provide a competitive return on members’ investment
was a driving force behind the substantial increase in
the System’s investment activity in recent years.

The FHLBS’ exposure to credit risk on advances has
traditionally been virtually nonexistent. All advances
to member institutions are -collateralized, and the
FHLBanks can call for additional or substitute collat-
eral during the life of an advance. No FHLBank has
ever experienced a loss on an advance to a member.

The System’s investment activities, including mort-
gage purchase programs, create more risks. To control
the System’s risk exposure on advances and other as-
sets, the Finance Board has established regulations and
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policies that the FHLBanks must follow to evaluate
and manage their credit and interest-rate risk.
FHLBanks must file periodic compliance reports, and
the Finance Board conducts an annual on-site examina-
tion of each FHLBank. Each FHLBank’s board of direc-
tors must establish risk-management policies that com-
port with Finance Board guidelines.

The FHLBanks held $14.7 billion in mortgage loans
at September 30, 2000, approximately 2.3 percent of
total assets. The mortgage purchase programs offer
members alternative ways of granting credit. In one
of these programs, the FHLBanks finance mortgage
loans and assume the interest-rate and prepayment
risks, while the members originate and service the
loans and assume most of the credit risk. All assets
held by an FHLBank under these mortgage purchase
programs are required, pursuant to the terms of the
program, to be credit enhanced to at least the level
of an investment-grade security. In addition, an
FHLBank must hold risk-based capital against mort-
gage assets that have credit risk equivalent to an in-
strument rated lower than double A.

The FHLBanks’ investment activities also pose im-
portant public policy issues about the degree to which
their asset composition adequately reflects the mission
of the System. Advances and mortgage loans were
equivalent to about 77 percent of the System’s out-

standing debt, unchanged from one year earlier. As of
September 30, 2000, about 52 percent of advances had
a remaining maturity of greater than one year—down
from 56 percent one year earlier. Although System in-
vestments other than advances rose to $178 billion as
of September 30, 2000, compared with $156 billion one
year earlier, as a percentage of total assets, they fell
to 28 percent on September 30, 2000, from 29 percent
one year earlier. Like other GSEs, the System issues
debt securities at close to U.S. Treasury rates and in-
vests the proceeds in higher-yielding securities. In 2000,
the FHLBS issued $3.9 trillion in debt securities. How-
ever, the majority of the debt issued by the System
is overnight or short-term, and total debt outstanding
was about $577 billion at the end of 2000.

An enormous, liquid, and efficient capital market ex-
ists for conventional home mortgages today. As a result
of Government Sponsored Enterprises (GSEs), Ginnie
Mae, and the increasing presence of private
securitizers, lenders have access to substantial liquidity
sources, in addition to FHLBS advances, for financing
home mortgages. The Financial Services Modernization
Act further increases access to the FHLBS for commu-
nity financial institutions with $517 million or less in
assets by permitting advance borrowings that provide
funds for small businesses, small farms, and small agri-
businesses.

Education Credit Programs and GSEs

The Federal Government guarantees loans through
intermediary agencies and makes direct loans to stu-
dents to encourage post-secondary education. The Stu-
dent Loan Marketing Association (Sallie Mae), a GSE,
securitizes guaranteed student loans.

Student Loans

The Department of Education helps to finance stu-
dent loans through two major programs: the Federal
Family Education Loan (FFEL) program and the Wil-
liam D. Ford Federal Direct Student Loan (Direct Loan)
program. Eligible institutions of higher education may
participate in either or both programs. Loans are avail-
able to students and their parents regardless of income.
Borrowers with low family incomes are eligible for high-
er interest subsidies. For need-based Stafford Loans,
the Federal Government subsidizes interest costs while
borrowers are in school, during a six-month grace pe-
riod, and during certain deferment periods.

In 2002, more than 6 million borrowers will receive
nearly 10 million loans totaling almost $48 billion. Of
this amount, $37 billion is for new loans, and the re-
mainder is to consolidate existing loans. Loan levels
have risen dramatically over the past 10 years as a
result of rising educational costs, higher loan limits,
and more eligible borrowers.

The Federal Family Education Loan program pro-
vides loans through an administrative structure involv-
ing over 4,100 lenders, 36 State and private guaranty
agencies, 50 participants in the secondary market, and

over 4,000 participating schools. Under FFEL, banks
and other eligible lenders loan private capital to stu-
dents and parents, guaranty agencies insure the loans,
and the Federal Government reinsures the loans
against borrower default. In 2002, FFEL lenders will
disburse more than 6 million loans exceeding $31 bil-
lion in principal. Lenders bear two percent of the de-
fault risk, and the Federal Government is responsible
for the remainder. The Department also makes admin-
istrative payments to guaranty agencies and pays inter-
est subsidies to lenders.

The William D. Ford Direct Student Loan program,
originally included in the 1992 Budget as a demonstra-
tion project, was authorized by the Student Loan Re-
form Act of 1993. Under Direct Loans, the Federal Gov-
ernment provides loan capital directly to over 1,200
schools, which then disburse loan funds to students.
In 2002, the Direct Loan program will generate more
than 3 million loans with a total value in excess of
$17 billion. The program offers a variety of flexible
repayment plans including income-contingent repay-
ment, under which annual repayment amounts vary
based on the income of the borrower and payments
can be made over 25 years.

While projected loan volumes continue to increase
under both the FFEL and FDSL programs, lifetime sub-
sidy costs are projected to decrease in both programs.
For 2002, the weighted average subsidy rate for FFEL
program is estimated at 12.18 percent and the rate
for FDSL is estimated at —8.73 percent. These subsidy
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rates are lower than previous projections as a result
of changes in interest rates, as well as decreased life-
time default rates and improved collections on defaults.
The difference in subsidy rates is primarily a result
of net interest income on FDSL; the interest income
exceeds the Government’s cost of funds under current
economic assumptions. FFEL does not provide the Gov-
ernment with interest income because it is a guaran-
teed loan program.

Consolidation Loans, which allow borrowers to com-
bine one or more FFEL, Direct Loan, or other Federal
student loan into a single loan with a fixed interest
rate, have grown dramatically in recent years. In 1995,
Consolidation Loans totaled $3.6 billion, accounting for
roughly 13 percent of overall student loan volume. In
2000, the program had grown to over $11 billion, mak-
ing up a quarter of all student loan volume. This trend,
which reflects an over 200 percent increase from 1995
to 2000, is expected to peak in 2001, when projected
Consolidation Loans will total more than $14 billion,
or nearly 30 percent of overall loan volume. With tem-
porary Direct Loan interest rate discounts ending on
September 30, 2001, consolidation volume is projected
to drop back to $11 billion in 2002, after which it is
expected to grow at approximately 4 percent annually.

As one of Education’s performance management ob-
jectives, modernizing student aid benefit delivery is a
key priority. Accordingly, in 1998 Congress created Stu-
dent Financial Assistance (SFA) as the Government’s
first Federal performance-based organization. SFA is
working to improve the management of all student aid
programs, using its expanded procurement and con-
tracting flexibility, with a focus on re-engineering infor-
mation systems and expanding electronic data exchange
to improve customer service, enhance data quality, and
lower costs. SFA is working with students, lenders,
guaranty agencies, and others to implement a strategic
performance plan to address customer needs, enabling
more students to gain information on Federal aid on
the Internet, apply for it electronically, and have their
eligibility determined quickly.

For Fiscal Year 2002, the Administration is proposing
to address the shortage of qualified, skilled math and

science teachers in elementary and secondary schools
by increasing the amount of forgivable guaranteed and
direct student loans from $5,000 to $17,500 for teachers
who majored or minored in science, math, technology,
or engineering and who commit to teach for five years
in high-need schools. This proposal builds upon the
teacher loan forgiveness program authorized in the
1998 Higher Education Amendments. High-need schools
would include those with a high concentration of low-
income students and those in which there is a large
proportion of out-of-field math and science teachers.

Sallie Mae

The Student Loan Marketing Association (Sallie Mae)
was charted by Congress in 1972 as a for-profit, share-
holder-owned, Government-sponsored enterprise (GSE).
Sallie Mae was privatized in 1997 pursuant to the au-
thority granted by the Student Loan Marketing Asso-
ciation Reorganization Act of 1996. The GSE is a wholly
owned subsidiary of USA Education, Inc. and must
wind down and be liquidated by September 30, 2008.
The Omnibus Consolidated and Emergency Supple-
mental Appropriations for 1999 allows the USA Edu-
cation, Inc. to affiliate with a financial institution upon
the approval of the Secretary of the Treasury. Any af-
filiation will require the holding company to dissolve
the GSE within two years of the affiliation date (unless
such period is extended by the Department of the
Treasury).

Sallie Mae makes funds available for student loans
by providing liquidity to lenders participating in the
FFEL program. Sallie Mae purchases guaranteed stu-
dent loans from eligible lenders and makes
warehousing advances (secured loans to lenders). Gen-
erally, under the privatization legislation, the GSE can-
not engage in any new business activities or acquire
any additional program assets other than purchasing
student loans. The GSE can continue to make
warehousing advances under contractual commitments
existing on August 7, 1997. Sallie Mae currently holds
nearly 40 percent of all outstanding guaranteed student
loans.

Business and Rural Development Credit Programs and GSEs

The Federal Government guarantees small business
loans to promote entrepreneurship. The Government
also offers direct loans and loan guarantees to farmers
who may have difficulty obtaining credit elsewhere and
to rural communities that need to develop and maintain
infrastructure. Two GSEs, the Farm Credit System
(FCS) and the Federal Agricultural Mortgage Corpora-
tion (Farmer Mac), increase liquidity in the agricultural
lending market.

Small Business Administration

The Small Business Administration (SBA), created
in 1953, provides financial assistance to the small busi-
ness sector. Traditionally, small firms have faced dif-

ficulty obtaining long-term loans in the private market-
place because they tend to have limited credit history
and cash flows. SBA’s role as a “gap” lender is to cor-
rect these market imperfections and provide credit ac-
cess during economic downturns.

The Administration’s 2002 Budget anticipates that
the SBA will make available in excess of $17.5 billion
through its lending programs. The 7(a) General Busi-
ness Loan program, SBA’s primary lending vehicle, will
support approximately $10.7 billion in loans. SBA will
supplement the capital of Small Business Investment
Companies (SBICs), which provide equity capital and
long-term loans to small businesses, with $3.1 billion
in participating securities and guaranteed debentures.
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Just as SBA’s Section 504 Certified Development Com-
pany program has operated with a zero subsidy rate
for several years, the 2002 Budget proposes to make
the 7(a) and SBIC programs self-financing through fee
increases, saving $141 million in government subsidies.
The budget proposes a program level of $3.75 billion
for the 504 program. The Administration’s fee proposal
acknowledges that some small businesses may have
trouble accessing capital but do not require the govern-
ment to subsidize their cost of borrowing.

While the Administration continues to support gov-
ernment guaranteed lending for small businesses, the
advent of interstate banking combined with passage
of the Gramm-Leach-Bliley Financial Modernization Act
of 1999, have also significantly expanded small busi-
nesses’ access to capital. In addition, the venture capital
market has matured over the last twenty years and
may no longer need the same level of government inter-
vention. The venture capital market has grown from
approximately $800 million in capitalized funds in the
late 1960s, to $35 billion in the late 1980s, and to
over $124 billion in 1998.

More Emphasis on Small Loans. The budget also
supports $20.5 million in Microloans ($35,000 and
under) with $20 million in associated technical assist-
ance to increase borrowers’ probability of success. In
recent years, the amount of 7(a) support for small loans
(under $150,000) has decreased from $2.1 billion in
1995 to less than $1 billion in 1999. To further help
people whose business needs for small loans are not
met by private lenders, the SBA has implemented
changes enacted in 2001 intended to expand the num-
ber of small 7(a) loans, by making these loans more
cost effective for borrowers and lenders.

Reliance on Private Sector Partners. SBA has re-
lied increasingly on private sector partners for loan
servicing and liquidation. The 7(a) program, which ac-
counted for more than 70 percent of SBA’s business
lending in 2000, has experienced the greatest shift to
private sector partnership. Under the Preferred Lender
Program (PLP), SBA’s most experienced lenders have
authority to approve, service, and liquidate SBA-guar-
anteed loans without a credit review by SBA. Loans
approved through PLP lenders comprised 7 percent of
all 7(a) loan approval dollars in 2000. SBA also requires
all PLP and non-PLP lenders to service and liquidate
their SBA-guaranteed loans.

Management Reform Initiative. Because the loan
servicing function is performed more efficiently and ef-
fectively in the private sector, Federal agencies are
using a variety of debt collection tools to transform
their functions from loan servicing to portfolio manage-
ment and oversight. In SBA’s case, the asset sales pro-
gram is allowing the agency to redirect loan servicing
resources to more effectively monitor the performance
of its loan portfolio and mitigate the government’s risk.
SBA is now at a point where further efficiencies can
be achieved by consolidating or contracting out the loan

servicing function and closing redundant operations. To
accomplish this, the budget requests $2 million to pro-
vide training and relocation assistance to SBA employ-
ees to assist with this agency-wide transformation.

Improving Lender Oversight. Over the past several
years, SBA has substantially increased the size of its
loan portfolio, delegated eligibility and credit approval
authority for a majority of SBA loans through the Pre-
ferred Lender Program (PLP), and assigned responsi-
bility for servicing and liquidating SBA loans to its
private sector partners. At the same time, SBA has
reduced the level of staff devoted to performing these
functions within the Agency. These trends require SBA
to (1) improve its oversight of lenders involved in the
various SBA loan programs to ensure that SBA lenders
exercise adequate fiduciary responsibility in their man-
agement of the loans guaranteed by the SBA; and (2)
adopt risk management techniques to better identify
and understand the performance characteristics of the
SBA portfolio in order to make informed policy deci-
sions about SBA loan programs. Lender Oversight will
evaluate individual SBA lenders through analysis of
a variety of factors including overall financial perform-
ance and related trends and ratio analysis, industry
concentrations analysis, peer lending performance com-
parisons, SBA portfolio performance analysis, and se-
lected credit reviews. The oversight program also en-
compasses on-site safety and soundness examinations
and off-site monitoring of the Small Business Lending
Companies (SBLCs), and compliance reviews of SBA
lenders. Lender Oversight will also evaluate the various
SBA loan programs to identify performance trends,
identify predictors of risk, compare lender performance,
and promote best practices.

Systems Modernization Initiative. To improve its
data collection and program and portfolio management
responsibilities, SBA will continue its Systems Mod-
ernization initiative, requesting $8 million in 2002 to
invest in the Agency’s information systems. This fund-
ing will allow SBA to continue improving internal ac-
counting systems, develop the necessary in-house sys-
tems to support lender monitoring, and enhance SBA’s
centralized corporate database to allow better program
management and improve loan processing efficiency for
lenders and SBA staff.

Loan Asset Sales. One of the most significant events
in completing the transition from loan servicing to lend-
er oversight is SBA’s sale of its current portfolio of
defaulted guaranteed loans and direct loans. In its first
asset sale in 1999, SBA sold more than 4,000 loans
for $195 million—a substantial premium over what the
Agency’s outside expert estimated it would have col-
lected if it held these loans to maturity. The portfolio
included performing and non-performing 7(a) and Cer-
tified Development Companies (CDC) loans. SBA con-
ducted two sales of approximately $1 billion each in
2000, which included 7(a), CDC, and disaster assistance
business and home loans. Drawing on the experience
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of other Federal agencies, the SBA’s analysis of its port-
folio value stemming from its Liquidation Improvement
Project, and the results of the initial asset sales, the
Administration estimates that SBA’s business loan as-
sets can be sold at a gain to the Government.

USDA Rural Infrastructure and Business Develop-
ment Programs

USDA provides grants, loans, and loan guarantees
to communities for constructing facilities such as
health-care clinics, day-care centers, and water and
wastewater systems. Direct loans are available at lower
interest rates for lower-income communities. The com-
munity facility programs are targeted to rural commu-
nities with fewer than 20,000 residents (fewer than
10,000 residents for the water and wastewater pro-
grams). These community programs have very low de-
fault rates. The cost associated with them is due pri-
marily to subsidized interest rates that are below the
prevailing Treasury rates.

USDA also provides grants, direct loans, and loan
guarantees to assist rural businesses, including co-
operatives, to increase employment and diversify the
rural economy. In 2002, USDA proposes to provide $1
billion in loan guarantees to rural businesses. The 2002
Budget includes an increase in the premium charged
on the Business and Industry (B&I) guaranteed loans.
The fee will be raised to 3.25 percent (2.25 percent
for targeted areas), which is reflected in the 2.74 per-
cent subsidy rate. This allows more loans to be made
at less cost to the taxpayers.

The Budget does not include funding for the Direct
B&I program. The B&I direct program has had author-
ity to provide $50 million in loans since 1997 (the first
year of the program) , but has yet to utilize the full
amount. Further, the subsidy rate has gone from being
negative in 1997 through 2000 to 6 percent in 2001,
and to 28 percent for 2002, indicating a much higher
default rate than originally anticipated (the rate rose
dramatically, even though lower discount rates between
2001 and 2002 make direct loans less expensive). Direct
B&I borrowers must have been rejected from a private
bank in order to qualify. The high default rate indicates
that the program is not providing long-term, stable jobs
to rural America. The borrowers are defaulting, and
the businesses are failing.

These community programs are all part of the Rural
Community Advancement Program (RCAP). Under
RCAP, States have increased flexibility within the three
funding streams for Water and Wastewater, Commu-
nity Facilities, and Business and Industry. USDA State
Directors have the authority to transfer up to 25 per-
cent of the funding between any of the programs con-
tained within a stream in order to tailor RCAP assist-
ance to the specific rural economic development needs
of individual States. USDA also provides loans through
the Intermediary Relending Program (IRP), which pro-
vides loan funds at a 1 percent interest rate to an
intermediary such as a State or local government agen-
cy that, in turn, provides funds for economic and com-

munity development projects in rural areas. In 2002,
USDA expects to retain or create 58,000 new jobs
through the B&I guarantee and the IRP loan programs.

Electric and Telecommunications Loans

USDA’s rural electric and telecommunications pro-
gram makes new loans to maintain existing infrastruc-
ture and to modernize electric and telephone service
in rural America. Historically, the Federal risk associ-
ated with the $40 billion loan portfolio in electric and
telephone loans has been small, although several large
defaults occurred in the electric program. In 1997, $667
million, largely nuclear power construction loans, was
written off, but this case was an exception.

The subsidy rates for the electric and telecommuni-
cation programs are lower than previous years mainly
due to the lower Treasury rate in the economic assump-
tions. The default rates for both programs are very
low. With the increase of deregulation, however, there
is the possibility of increased defaults in the electric
program since deregulation may erode loan security and
the ability of some borrowers to repay. As information
on the impact of deregulation increases, this risk will
be factored into the default rates.

Maintaining the goal of “affordable, universal service”
is of concern to USDA. Many rural cooperatives are
by nature high cost providers of electricity because
there are fewer subscribers per line-mile than in urban
areas. USDA’s Rural Utilities Service (RUS) proposes
to make $2.6 billion in direct and guaranteed loans
in 2002 to rural electric cooperatives, public bodies,
nonprofit associations, and other utilities in rural areas
for generating, transmitting, and distributing elec-
tricity. Included in this funding request is $100 million
for private sector guarantees. The demand for loans
to rural electric cooperatives is expected to continue
to rise as borrowers replace many of the 40-year-old
electric plants. With the $2.6 billion in loans, RUS bor-
rowers are expected to upgrade 187 rural electric sys-
tems, which will benefit over 2.8 million customers and
create or preserve approximately 60,200 jobs.

USDA’s RUS proposes to make $495 million in direct
loans in 2002 to companies providing telecommuni-
cations in rural areas. The uses of the telecommuni-
cation loans are changing from bringing service to new
customers to upgrading existing service with new tech-
nology. With the $495 million in loans, RUS borrowers
are expected to provide over 50 telecommunication sys-
tems with funding for advanced telecommunications
services benefiting over 300 thousand rural customers
and providing broadband and high-speed Internet ac-
cess.

The Rural Telephone Bank (RTB) provides financing
for rural telecommunications systems. The 2002 Budget
proposes the elimination of funding to support new
loans. This is expected to generate increased member
and borrower support for statutorily authorized privat-
ization. The RTB is financially able to privatize by the
end of 2002, and this provides enough time to perform
a privatization study and prepare for privatization. The
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RTB is provided full salaries and expenses to service
existing loans, to perform a privatization study, and
prepare for privatization by the end of 2002.

The Distance Learning and Telemedicine program
provides grants and loans to encourage and improve
telemedicine and distance learning services in rural
areas through the use of telecommunications, computer
networks, and related advanced technologies by stu-
dents, teachers, medical professionals, and rural resi-
dents. With the $25 million in grants and $300 million
in loans, RUS borrowers are expected to provide dis-
tance learning facilities to 300 schools, libraries, and
rural education centers and telemedicine equipment to
150 rural health care providers, benefitting millions of
residents in rural America.

RUS is proposing the creation of a new program to
fund $2 million in grants and $100 million in Treasury
rate loans in 2002 to be used in a grant/loan combina-
tion to finance installation of broadband transmission
capacity (i.e. the fiber optic cable capacity needed to
provide enhanced services such as the Internet or high
speed modems) to and through rural communities. The
other purpose for which RUS would provide a loan and
grant combination would be local dial-up Internet serv-
ice to underserved areas. These funds could be targeted
to communities that currently lack Internet access via
a local call. Recipients of these loans and grants would
be current RUS telecommunication cooperatives and
businesses serving rural areas and rural communities.

Loans to Farm Operators

Farm Service Agency (FSA) direct and guaranteed
operating loans provide credit to farmers and ranchers
for annual production expenses and purchases of live-
stock, machinery, and equipment. Direct and guaran-
teed farm ownership loans assist producers in acquiring
their farming or ranching operations. As a condition
of eligibility for direct loans, borrowers must have been
denied private credit at reasonable rates and terms,
or they must be beginning or socially disadvantaged
farmers. Loans are provided at Treasury rates or 5
percent. As FSA is the “lender of last resort,” high
defaults and delinquencies are inherent in the direct
loan program; over $15 billion in direct farm loans have
been written off since 1990.

FSA guaranteed farm loans are made to more credit-
worthy borrowers who have access to private credit
markets. Because the private loan originators must re-
tain 10 percent of the risk, they exercise care in exam-
ining borrower repayment ability. As a result, guaran-
teed farm loans have not experienced losses as high
as those on direct loans.

The 1999 Appropriations Bill changed portions of the
servicing requirements for delinquent borrowers. A bor-
rower who has received an FSA loan write-down or
write-off may now be eligible for an additional farm
operating loan when the borrower is current under a
debt reorganization plan or in certain emergency cir-
cumstances. Property acquired through foreclosure on
direct loans must now be sold at auction within 105

days of acquisition, and leasing of inventory property
is no longer permitted except to beginning farmers.
Prior to the 1996 Farm Bill, acquired property re-
mained in inventory on average for five years before
the FSA could dispose of it.

The Farm Credit System and Farmer Mac

The Farm Credit System (FCS or System) and the
Federal Agricultural Mortgage Corporation (Farmer
Mac) are GSEs that enhance credit availability for the
agricultural sector. The FCS raises its loan funds by
selling securities in national and international markets,
while Farmer Mac provides a secondary market for ag-
ricultural real estate and rural housing mortgages.
Both GSEs face a business risk exceeding that of other
GSEs because their borrowers are generally dependent
on a single economic sector, agriculture. The Farm
Credit Banks are also geographically limited, although
new regulations permitting national charters for Sys-
tem could loosen those restrictions in 2001. The down-
turn in the agricultural economy in the 1980s led the
FCS to the brink of insolvency. Legislation in 1987
provided temporary Federal assistance to bail out the
FCS and created Farmer Mac.

The Nation’s agricultural sector and its lenders con-
tinue to exhibit stability in their income and balance
sheets, thanks in part to record Government emergency
assistance payments in 1999 and 2000. Commodity
prices remained low in 2000, and long term forecasts
are for very gradual recovery. Farm income levels, in-
cluding Government payments, have enabled most bor-
rowers to maintain low debt-to-asset ratios, and lenders
to keep loan delinquencies well below problem thresh-
olds. Farmland values gained modestly in 2000, as in-
flationary expectations remain low. However, such ag-
gregate facts may mask the problems of certain sectors
within the farm economy.

Another sign of the generally stable condition of agri-
cultural finance is the greater share of credit provided
by commercial banks. From 1986 to 1999, commercial
banks’ share of all farm debt increased from 26 percent
to 41 percent, while the share for FCS declined from
29 percent to 26 percent. The United States Depart-
ment of Agriculture (USDA) direct farm loan programs
went from a market share of 15 percent to 5 percent
though, if adjusted for its guaranteed loans issued
through private banks, that percentage would more
than double. USDA expects that both commercial banks
and the FCS have maintained their market share in
2000.

The Farm Credit System

The financial condition of the Farm Credit System
banks and associations during 2000 continued a 12-
year trend of improving financial health and perform-
ance. Non-performing loans decreased to 1.5 percent
of the portfolio in September 2000, down from 1.6 per-
cent in 1999. Loan volume has gradually increased
since 1995, although the $73.0 billion in September
2000 was still below the high of over $80 billion in
the early 1980s. Competitive pressures have narrowed
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the FCS’s net interest margin from 3.03 percent in
1995 to 2.74 percent in 2000.

Improved asset quality and income enabled FCS to
post record capital levels: by September 30, 2000, cap-
ital stood at $14 billion—an increase of 7 percent for
the year. Not included in this capital are investments
set aside to repay about $600 million of the $1.3 billion
of Federal assistance provided through the Financial
Assistance Corporation (FAC). The System has adopted
an annual repayment mechanism required of FCS insti-
tutions to cover the remainder. The FCS has further
reduced its risk exposure by using marginal cost loan
pricing and asset/liability management practices de-
signed to reduce its interest rate risk. Substantial con-
solidation continues in the structure of the FCS. In
January 1995 there were 9 banks plus 232 associations;
by October 2000, there were 7 banks and 158 associa-
tions.

The 1987 legislation established the FCS Insurance
Corporation to insure timely payment of interest and
principal on FCS obligations. Insurance Fund balances,
largely comprised of premiums paid by FCS institu-
tions, supplement the System’s capital and the joint
and several liability of all System banks for FCS obliga-
tions. On September 30, 2000, the Insurance Fund’s
net assets were $1.4 billion and are estimated to main-
tain the legally required level of at least two percent
of outstanding debt in 2001.

Improvement in the FCS’s financial condition is also
reflected in the evaluations of FCS member institutions
by the Farm Credit Administration (FCA), its Federal
regulator. The FCA Financial Institution Rating System
(FIRS) rates each of the System’s institutions for cap-
ital, asset quality, management, earnings, liquidity, and
sensitivity (CAMELS). At the beginning of 1995, 197
institutions carried the best CAMELS ratings of “1”
or “2” 36 were rated “3,” 1 institution was rated “4”
and no institutions received the lowest rating of “5.”
By September 2000, in contrast, 165 institutions were
given the top ratings, only 1 was rated “3,” and none
was rated “4” or “5.” As of September 30, 2000, there
were no FCS institutions under an enforcement action.

FCS loans outstanding as of September 2000 were
$73 billion, up 4 percent over 1999, and representing
a 28 percent increase since 1995. Loans to farmers and
other eligible producers comprise 72 percent of the Sys-
tem’s portfolio. The volume of lending secured by farm-
land has increased about 25 percent while farm-oper-
ating loans have increased over 37 percent since 1995.
Loans to finance processing, marketing, credit coopera-
tives, and rural utilities cooperatives accounted for 22

percent of FCS’s portfolio at fiscal year-end 1999. The
remaining 6 percent of the portfolio is made up of non-
farm rural home loans (2.5 percent) and international
loans (3.5 percent).

The USDA expects 2000 net farm income to be $45
billion, up slightly from 1999. These strong reported
earnings and farm income generally have relied heavily
on Government assistance payments in recent years.
Federal payments of $22 billion in 2000 (and totaling
nearly $70 billion since 1996) to farmers and ranchers
compensated for depressed commodity prices and de-
clining exports. The Farm Credit System, while con-
tinuing to record strong earnings and capital growth,
remains exposed to numerous risks, including con-
centration risk, changes in Government assistance pay-
ments, and the volatility of exports and crop prices.

Farmer Mac

Farmer Mac was established in 1987 to create and
oversee a secondary market for farm real estate and
rural housing loans. Since the 1987 Act, Farmer Mac’s
authorities have been legislatively expanded to permit
it to issue its own debt securities, and to purchase
and securitize the guaranteed portions of farm program,
rural business, and community development loans guar-
anteed by the USDA (known as the “Farmer Mac II”
program). The Farm Credit System Reform Act of 1996
transformed Farmer Mac from just a guarantor of secu-
rities formed from loan pools into a direct purchaser
of mortgages in order to form pools to securitize.

The 1996 Act was passed in response to a steady
erosion of Farmer Mac’s capital base. Revenues had
not met expectations and showed no prospect of im-
provement. The powers increase commercial banks’ in-
centives to participate in Farmer Mac authorities,
which has increased Farmer Mac’s ability to achieve
its statutory mission. However, these authorities also
subject Farmer Mac to additional risk. As a direct pur-
chaser of loans, it must rely wholly on its own under-
writing standards. Because Farmer Mac is now exposed
to greater risk, it must set appropriate fees and ensure
adequate capital reserves.

Both loan purchases and guarantees have increased
since the passage of the 1996 Act. Both trends indicate
positive progress in developing an agricultural sec-
ondary market. The 1996 Act also gave Farmer Mac
three additional years to reach its capital requirements.
At year-end 2000, Farmer Mac’s core capital reached
$101 million—and was fully compliant with the revised
regulatory capital requirements.

International Credit Programs

International Credit Programs

Seven Federal agencies, the Department of Agri-
culture (USDA), the Department of Defense, the De-
partment of State, the Department of the Treasury,
the Agency for International Development (AID), the
Export-Import Bank, and the Overseas Private Invest-

ment Corporation (OPIC), provide direct loans, loan
guarantees, and insurance to a variety of foreign pri-
vate and sovereign borrowers. These programs are in-
tended to level the playing field for U.S. exporters, de-
liver robust support for U.S. manufactured goods, sta-
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bilize international financial markets, and promote sus-
tainable development.

Leveling the playing field. Federal Ilending
counters subsidies that foreign governments, largely in
Europe and Japan, provide their exporters usually
through export credit agencies (ECAs). The U.S. govern-
ment has worked since the 1970’s to constrain official
credit support through a multilateral agreement in the
Organization for Economic Cooperation and Develop-
ment (OECD). This agreement has significantly con-
strained direct interest rate subsidies and tied-aid
grants. Further negotiations resulted in a multilateral
agreement which standardized the fees for sovereign
lending across all ECA’s beginning in April 1999. Fees
for non-sovereign lending, however, continue to vary
widely across ECAs and markets, thereby providing im-
plicit subsidies.

The Export-Import Bank attempts to strategically
“level the playing field” and to fill gaps in the avail-
ability of private export credit. The Export-Import Bank
provides export credits, in the form of direct loans or
loan guarantees, to U.S. exporters who meet basic eligi-
bility criteria and who request the Bank’s assistance.
USDA’s “GSM” programs similarly help to level the
playing field. Like programs of other agricultural ex-
porting nations, they guarantee payment from countries
and entities that want to import U.S. agricultural prod-
ucts but cannot easily obtain credit. The U.S. has been
negotiating in the OECD the terms of agricultural ex-
port financing, the outcome of which could affect the
GSM programs.

Stabilizing international financial markets. In
today’s global economy, the health and prosperity of
the American economy depend importantly on the sta-
bility of the global financial system and the economic
health of our major trading partners. The United States
can contribute to orderly exchange arrangements and
a stable system of exchange rates by providing re-
sources on a multilateral basis through the IMF (dis-
cussed in other sections of the Budget), and through
financial support provided by the Exchange Stabiliza-
tion Fund (ESF).

The ESF may provide “bridge loans” to other coun-
tries in times of short-term liquidity problems and fi-
nancial crises. In the past, “bridge loans” from ESF
provided dollars to a country over a short period before
the disbursement to that country under an IMF loan.
Also, a package of up to $20 billion of medium-term
ESF financial support was made available to Mexico
during its crisis in 1995. Such support was essential
in helping to stabilize Mexican and global financial
markets. Mexico paid back its borrowings under this
package ahead of schedule in 1997, and the United
States earned almost $600 million in interest. There
was zero subsidy cost for the United States as defined
under credit reform, as the medium-term credit carried
interest rates reflecting an appropriate country risk
premium.

The United States also expressed a willingness to
provide ESF support in response to the financial crises
affecting some countries such as South Korea in 1997
and Brazil in 1998. It did not prove necessary to pro-
vide an ESF credit facility for Korea, but the United
States agreed to guarantee through the ESF up to $5
billion of a $13.2 billion Bank for International Settle-
ments credit facility for Brazil. Such support helped
to provide the international confidence needed by these
countries to begin the stabilization process.

Using credit to promote sustainable develop-
ment. Credit has become an increasingly important tool
in U.S. bilateral assistance to promote sustainable de-
velopment. Development Credit Authority (DCA) is a
legislative authority allowing the use of credit by
USAID to support its development activities abroad.
DCA provides non-sovereign loans and loan guarantees
in targeted cases where credit serves more effectively
than traditional grant mechanisms to achieve sustain-
able development. DCA is intended to mobilize host-
country private capital to finance sustainable develop-
ment in line with USAID’s strategic objectives. Through
the use of partial loan guarantees and risk sharing
with the private sector, DCA stimulates private-sector
lending for financially viable development projects,
thereby leveraging host-country capital and strength-
ening sub-national capital markets in the developing
world.

A consolidation of all of USAID’s credit programs is
requested in the 2002 Budget to create the unified De-
velopment Credit Authority. This unit will encompass
DCA activities as well as USAID’s traditional micro-
enterprise and urban environmental credit programs.

OPIC also supports a mix of development, employ-
ment, and export goals by promoting U.S. direct invest-
ment in developing countries. OPIC pursues these goals
through political risk insurance, direct loans, and guar-
antee products, which provide finance, as well as associ-
ated skills and technology transfers. These programs
are intended to create more efficient financial markets,
eventually encouraging the private sector to supplant
OPIC finance in developing countries. OPIC has also
created a number of investment funds that provide eq-
uity to local companies with strong development poten-
tial.

Ongoing Coordination. International credit pro-
grams are coordinated through two groups to ensure
consistency in policy design, and credit implementation.
The Trade Promotion Coordinating Committee (TPCC)
works within the Administration to develop a National
Export Strategy to make the delivery of trade pro-
motion support more effective and convenient for U.S.
exporters.

The Interagency Country Risk Assessment System
(ICRAS) standardizes the way in which agencies budget
for the risk of international lending. The cost of lending
by the agencies is governed by ratings and premia es-
tablished by the ICRAS. These premia use assumptions
about default risk in international lending based on
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international bond market data. The premia for 2002
have been updated to reflect more recent data. The
risk premia decreased in most risk categories. All else
being equal, this change will expand the level of lending
an agency may be able to implement. The reduction
in premia, for example, will reduce the lending costs
of the Export-Import Bank in 2002. However, the im-
pact of the change will depend on a host of other factors
such as risk mix, maturity, and fees.

For the purpose of significantly improving the U.S.
Government’s reporting, analysis, and management of
foreign credits, including loans, guarantees, and insur-
ance, the Treasury Department is coordinating the de-
velopment, with interagency support, of the Foreign
Credit Reporting System (FCRS). When complete, the
system will provide government officials with desktop
Internet access to cross-cutting foreign credit informa-
tion for policymaking and analytical purposes.

Increased Role of the Private Sector. Globalization
has facilitated international capital flows and reduced
the risk of international transactions. As a result, inter-
national capital flows through private entities dwarf
officially supported direct and guaranteed credit. For
example, net foreign direct investment in emerging
markets grew from $35 billion in 1992 to $149 billion
in 1999 or 2.1 percent of emerging market GDP in
1999. In comparison, net official capital flows to emerg-
ing markets accounted for less than 0.1 percent of their
GDP in 1999.

Because the private sector is rapidly expanding its
size and role in emerging markets, the Administration
is redirecting resources from some international credit
programs to other needs. The President’s Budget in-
cludes savings in credit subsidy funding for the Export-
Import Bank and the Overseas Private Investment Cor-
poration (OPIC). The Budget proposes savings of ap-
proximately 25 percent in Export-Import Bank’s credit
subsidy requirements through policy changes that focus
the Bank on U.S. exporters who truly cannot access
private financing, as well as through lower estimates
of international risk for 2002. Compared to the other
major ECAs, the U.S. provides the most unrestricted
financing in more markets. Export-Import Bank could
adapt to reduced resources, while remaining competi-
tive, by increasing fees in countries where the U.S.
fees are lower, or in countries where foreign export
support is not present.

These changes could include a combination of in-
creased risk sharing with the private sector, higher
user fees, and more stringent value-added tests. The
Budget also eliminates OPIC credit subsidy for 2002.
OPIC has been unable to spend all of its existing sub-
sidy budget authority in either of the past two fiscal
years and will carry enough subsidy into 2002 to fully
fund its current level of credit programs.

This redirection effort anticipates that the role of the
Export-Import Bank and OPIC will become more fo-
cused on correcting market imperfections as the private
sector’s ability to bear emerging market risks becomes
larger, more sophisticated, and more efficient.

IV. INSURANCE PROGRAMS

Deposit Insurance

Federal deposit insurance was established in the de-
pression of the 1930s, which prompted the need to pro-
tect small depositors and prevent bank failures from
causing widespread disruption in financial markets. Be-
fore the establishment of Federal deposit insurance,
failures of some depository institutions often caused de-
positors to lose confidence in the banking system as
a whole and rush to withdraw deposits from other insti-
tutions. Such sudden withdrawals would seriously dis-
rupt the economy.

The Federal Deposit Insurance Corporation (FDIC)
insures the deposits in banks and savings associations
(thrifts) through separate insurance funds, the Bank
Insurance Fund (BIF) and the Savings Association In-
surance Fund (SAIF). Deposits of credit unions are in-
sured through the National Credit Union Administra-
tion (NCUA). Deposits are currently insured up to
$100,000 per account. The FDIC insures nearly $3.0
trillion of deposits at over 8,600 commercial banks and
almost 1,400 savings institutions. The NCUA insures
10,527 credit unions with $348 billion in insured
shares.

Current Industry and Insurance Fund Conditions

The 1980s and early 1990s were a turbulent period
for the banking industry, with over 1,400 bank failures
and 1,100 thrift failures. The Federal Government re-
sponded with the Financial Institutions Reform, Recov-
ery and Enforcement Act of 1989 and the Federal De-
posit Insurance Corporation Improvement Act of 1991,
which were largely designed to improve the safety and
soundness of the banking system. These reforms, com-
bined with more favorable economic conditions, helped
to restore the health of depository institutions and the
deposit insurance system.

Only one thrift failed in 2000, becoming only the
second SAIF-member to fail since 1996. Four BIF mem-
bers failed during 2000; since 1996, BIF failed assets
have averaged approximately $600 million per year.
During 2000, 33 Federally insured credit unions with
$126 million in assets failed (including assisted merg-
ers). The FDIC currently classifies only 90 institutions
with $19 billion in assets as “problem institutions,”
compared to nearly 194 institutions with $31 billion
in assets five years ago.

Banks have achieved record levels of earnings in re-
cent years, with industry net income totaling $19.3 bil-
lion in the third quarter of 2000, the third highest
quarter ever. As of September 30, 2000, BIF had esti-
mated reserves of $31 billion, 1.36 percent of insured
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deposits. The earnings of the thrift industry also have
improved significantly in recent years. As of September
30, 2000, SAIF’s reserves reached an estimated $10.7
billion or 1.45 percent of insured deposits.

The FDIC continues to maintain deposit insurance
premiums in a range from zero for the healthiest insti-
tutions to 27 cents per $100 of deposits for the riskiest
institutions. Due to the strong financial condition of
the industry and the insurance funds, 93 percent of
commercial banks and 89 percent of thrifts did not
pay insurance premiums in 2000. The National Credit
Union Share Insurance Fund (NCUSIF) also remains
strong with assets of $4.5 billion. Each insured credit
union is required to deposit and maintain in the fund
an amount equal to 1 percent of its member share
accounts. Premiums were waved in advance for 2000
because the income generated from the 1 percent de-
posit eliminated the need for an assessment. After the
end of the fiscal year, the NCUA Board approved a
dividend to reduce the Fund’s equity ratio to the statu-
tory ceiling of 1.30 percent. This was the fifth consecu-
tive year that the Fund paid a dividend to federally
insured credit unions. It is anticipated that the fund
will pay a dividend for 2001.

Due to strong growth in the U.S. economy in recent
years, depository institutions and their Federal insur-
ance funds are in good financial condition. However,
this trend may not continue indefinitely. An economic
downturn, international events, or other changes in the
industry could put pressure on industry profits and,
ultimately, on the deposit insurance funds. In addition
to the uncertainty surrounding future economic condi-
tions, industry consolidation, banks’ increased reliance
on sophisticated financial instruments, and legislative
changes also make it increasingly difficult to predict
future deposit insurance losses. As a result of consolida-
tion, for example, a few large banks control a substan-
tial share of banking assets. The failure of even one
of these large institutions could seriously strain an in-
surance fund.

In addition to consolidation, industry trends indicate
that banks are increasingly using sophisticated finan-

cial instruments such as asset-backed securities and
financial derivatives, which may either mitigate or ex-
acerbate risk level. Whether or not these sophisticated
financial instruments add to risk, they complicate the
work of regulators who must gauge an institution’s fi-
nancial health—and the potential for deposit insurance
losses that a troubled institution may represent. The
landmark Financial Services Modernization Act of 1999
(P.L. 106-102) allows new business combinations in the
financial sector, enabling banks to expand into other
financial businesses such as insurance and securities.
Over time, such expansions could either make deposi-
tory institutions safer by improving asset diversification
or make them less safe by increasing their exposure
to riskier lines of business. A recent development re-
lated to inter-industry mergers is that securities firms
are indirectly offering insured accounts to their cus-
tomers through their banking affiliates (sweeping ac-
counts). Regulators need to pay attention to this devel-
opment because sweeping accounts increase insured de-
posits. Finally, regulators must always guard against
fraud, which can also significantly impact insurance
fund balances. The failure of First National Bank in
Keystone, West Virginia, for instance, is expected to
cost the FDIC up to $850 million to resolve.

On-going Issues

The deposit insurance system is in good condition
and continues to play a critical role in ensuring con-
fidence in our financial system. During a period of eco-
nomic health, it may be appropriate to question wheth-
er the system works in the most consistent and efficient
matter. Are depositors adequately protected? Are indus-
tries over or underpaying for deposit insurance cov-
erage? Does the system encourage economically efficient
outcomes? To this end, in 2000 the FDIC initiated a
public discussion of deposit insurance issues. Options
such as merging the BIF and SAIF, refining premium
structures, and indexing premiums are being consid-
ered. The Administration and Congress will continue
to contemplate these issues in the context of a rapidly
evolving financial sector.

Pension Guarantees

The Pension Benefit Guaranty Corporation (PBGC)
insures most defined-benefit pension plans sponsored
by private employers. PBGC pays the benefits guaran-
teed by law when a company with an underfunded pen-
sion plan becomes insolvent. PBGC’s exposure to claims
relates to the underfunding of pension plans, that is,
to any amount by which vested future benefits exceed
plan assets. In the near term, its loss exposure results
from financially distressed firms with underfunded
plans. In the longer term, additional loss exposure re-
sults from firms that are currently healthy but become
distressed, and from changes in the funding of plans
and their investment results.

The number of plans insured by PBGC has been de-
clining as small companies with defined-benefit plans

terminate them and shift to defined-contribution pen-
sion arrangements such as 401(k) accounts. The num-
ber of plans with 1,000 or more participants has in-
creased slightly since 1980. However, the number of
active workers in defined-benefit plans declined from
29 million in 1985 to fewer than 24 million in 1995.
If the trend continues, by 2003 fewer than half of the
participants in defined-benefit plans will be active
workers; the rest will be retirees.

In 2000, PBGC posted a positive financial position
for the fifth straight year after 21 years of being in
a deficit position. This was due to good economic condi-
tions and favorable investment returns. Risk remains,
however, because good economic conditions and favor-
able investment returns may not continue indefinitely.
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The risk has been reduced somewhat by steps taken
by the Congress and PBGC. Congress enacted legisla-
tion to make insurance premiums more reflective of
risk. Under its Early Warning Program, PBGC has ne-
gotiated 90 major settlements with companies, which
have provided nearly $17.5 billion in extra contribu-
tions and other protections that improved pension secu-
rity for over 2 million people and reduced PBGC’s fu-
ture exposure.

PBGC’s single-employer program fared well in 2000,
with no major terminations. (However, PBGC took over
three large pension plans in the last few months: Grand
Union, Outboard Marine, and TWA, the last under an
agreement negotiated beforehand. Most of these plans’
liability had been accounted for previously and so these
takeovers make no substantial change in PBGC’s finan-
cial position.) In 2000, overall investment returns were
positive, in both PBGC’s revolving funds, which are
invested in U.S. Government securities, and in its trust
funds, which hold mostly equities. Returns on PBGC’s
equity portfolio, however, were lower than those in

Disaster

Flood Insurance

The Federal Government provides flood insurance
through the National Flood Insurance Program (NFIP),
which is administered by the Federal Emergency Man-
agement Agency (FEMA). Flood insurance is available
to homeowners and businesses in communities that
have adopted and enforced appropriate floodplain man-
agement measures. Coverage is limited to buildings and
their contents. By 2002, the program is projected to
have approximately 4.5 million policies from more than
19,000 communities with $610 billion of insurance in
force.

Prior to the creation of the program in 1968, many
factors made it cost prohibitive for private insurance
companies alone to make affordable flood insurance
available. In response, the NFIP was established to
make insurance coverage widely available. The NFIP
also requires building standards and other mitigation
efforts to reduce losses, and operates a flood hazard
mapping program to quantify the geographic risk of
flooding. The NFIP has substantially met these goals.

The number of policies in the program has grown
significantly over time. The number of enrolled policies
grew from 2.4 to 4.3 million between 1990 and 2000,
and by nearly 82,000 policies in 2000. FEMA is using
three strategies to increase the number of flood insur-
ance policies in force: lender compliance, program sim-
plification, and expanded marketing. The NFIP also has
a multi-pronged strategy for reducing future flood dam-
age. FEMA is educating financial regulators about the
mandatory flood insurance requirement for properties
with mortgages from federally regulated lenders. Fur-
ther, the NFIP offers mitigation insurance to allow
flood victims to rebuild to code, thereby reducing future
flood damage costs. Last, FEMA adjusts premium rates

1999. Premium revenues dropped for the fourth year
in a row, partly reflecting a previously enacted increase
in the statutory interest rate for calculating under-
funding.

PBGC’s multi-employer program, which guarantees
pension benefits of certain unionized plans offered by
several employers in an industry, remained financially
strong. Legislation enacted in December, 2000 raised
the maximum guarantee level on pension benefits paid
to retirees in multi-employer plans for the first time
since 1980. The maximum was increased from $5,580
to $12,870 per year for retirees with 30 years of service.

PBGC is working to speed its setting of the dollar
levels of benefits in the pension plans it takes over.
The time taken for final calculation is expected to drop
to three years in 2002, down from an average of 4.9
years in 2000. PBGC also is working to send first ben-
efit checks more speedily. In 1999, only 83 percent of
pensioners got their first benefit checks within three
months of completing their applications.

Insurance

to encourage community and State mitigation activities
beyond those required by the NFIP.

Despite these efforts, the program faces major finan-
cial challenges. In some years, the program’s financing
account, which is a cash fund, has expenses greater
than its revenue, preventing it from building sufficient
long-term reserves. This is because a large portion of
the policy-holders pay subsidized premiums. FEMA
charges subsidized premiums for properties built before
a community adopts the NFIP building standards.
Properties built subsequently are charged true actuarial
rates. The creators of the NFIP assumed that eventu-
ally the NFIP would become self-sustaining as older
properties left the program. The share of subsidized
properties in the program has fallen from 70 percent
in 1978, but it is still substantial—30 percent today.

Until the mid-1980s, Congress appropriated funds pe-
riodically to support subsidized premiums. However,
the program has not received appropriations since 1986.
During the 1990s, FEMA increasingly relied on Treas-
ury borrowing to finance its expenses (the NFIP may
borrow up to $1.5 billion). At the end of year 2000,
FEMA had outstanding borrowing from Treasury of
$345 million.

The 2002 Budget proposes two cost-saving reforms
that should improve the financial condition of the NFIP.
First, flood insurance coverage would no longer be
available for several thousand “repetitive loss” prop-
erties. These properties are located in the flood plain
and are flooded regularly, but are not required to pay
risk-based premiums. As a result, they have been re-
built multiple times with the subsidized support of
other flood insurance policy holders and U.S. taxpayers.
The Budget seeks to begin removing the worst offending
repetitive loss properties from the program in 2002.
Policyholders whom FEMA has identified as repetitive
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loss claimants will be allowed to make one more claim
before having their policies terminated. Second, sub-
sidized premium rates for vacation homes, rental prop-
erties, and other non-primary residences and businesses
would be phased out over five years. FEMA charges
many of these policyholders less than actuarial rates,
which undermines the financial stability of the insur-
ance program. Structures that are removed or that drop
out of the program because of these two reforms would
be ineligible for future Federal disaster assistance, in-
cluding FEMA Individual and Family Grants and Small
Business Administration disaster loans. Savings from
these proposals are estimated at $12 million in 2002
and are expected to grow significantly in the future.

Crop Insurance

Subsidized Federal crop insurance administered by
USDA assists farmers in managing yield shortfalls due
to bad weather or other natural disasters. Private com-
panies are reluctant to offer multi-peril crop insurance
without Government reinsurance because of the dif-
ficulty of limiting risk exposure; insurance companies
are exposed to large losses because losses tend to occur
across a wide geographic area. For example, a drought
usually affects many farms at the same time. Damage
from hail, on the other hand, tends to be more localized,
and a private market for hail insurance has existed
for over 100 years.

The USDA crop insurance program is a cooperative
effort between the Federal Government and the private
insurance industry. Private insurance companies sell
and service crop insurance policies. The Federal Gov-
ernment reimburses private companies for the adminis-
trative expenses associated with providing crop insur-
ance and reinsures the private companies for excess
insurance losses on all policies. The Federal Govern-
ment also subsidizes premiums for farmers.

A major program reform was enacted in 1994 to ad-
dress a growing problem caused by the repeated provi-
sion of Federal ad hoc agricultural disaster payments.
Participation in the crop insurance program had been
kept low by the availability of post-event disaster aid
to farmers from the Federal Government. Because dis-
aster payments were no-cost grants, farmers had little

incentive to purchase Federal crop insurance. The 1994
reform repealed agricultural disaster payment authori-
ties and substituted a “catastrophic” insurance policy
that indemnifies farmers at a rate roughly equal to
the previous disaster payments. The catastrophic policy
is free to farmers except for an administrative fee. Pri-
vate companies sell and adjust the catastrophic portion
of the crop insurance program, and also provide higher
levels of coverage, which are also federally subsidized.
In 1995, 82 percent of eligible acres participated in
the program—a 140 percent increase over 1994. How-
ever, the 1996 Farm Bill eliminated the requirement
that farmers participating in USDA’s commodity pro-
grams carry crop insurance, and participation dropped
in 1997 to an estimated 61 percent of eligible acres.
That proportion increased to 72 percent in 2000 and
is expected to reach 80 percent in 2001, boosted by
the reforms of the 2000 Agriculture Risk Protection
Act (ARPA).

ARPA strengthened the program by increasing pre-
mium subsidies for higher coverage policies, equalizing
the subsidy rates for all plans of insurance, expanding
the list of insurable commodities to include livestock,
and increasing flexibility of crop insurance companies’
marketing methods. ARPA also includes significant
changes to improve program integrity through in-
creased compliance oversight. Further, ARPA shifts
USDA’s role toward that of a regulator, while stimu-
lating new product development within the private sec-
tor and ensuring a research and development emphasis
on specialty and underserved crops.

USDA continues to expand revenue coverage. Rev-
enue insurance programs are now available in 36 states
and further expansion is being studied. Moreover, the
concept of covering all crop and livestock operations
of a farm under a single policy, the so-called “whole
farm coverage” approach, is being evaluated through
a pilot program. The Adjusted Gross Revenue (AGR)
policy insures the five-year average revenue of a farm-
ing or ranching operation on the basis of the producer’s
Schedule “F” Farm Income on Federal tax returns, in-
stead of its yield history.
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Chart 8-1. Face Value of Federal Credit Outstanding
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Table 8-1. ESTIMATED FUTURE COST OF OUTSTANDING FEDERAL CREDIT PROGRAMS

(in billions of dollars)

Estimated Estimated
Program Outstanding | Future Costs | Outstanding | Future Costs
1999 of 1999 2000 of 2000
Outstanding ! Outstanding !
Direct Loans:?
Federal student 108N PrOGrams ........ccccecurcueeeereineinsinsinsississsssssesssse s ssesseenes 65 2 80 -3
Farm Service Agency (excl. CCC), Rural development, Rural housing 45 12 42 11
Rural Utilities Service and Rural telephone bank ..........ccccovveiniinninnes 29 3 33 2
Housing and Urban Development ... 14 3 13 2
Agency for International Development 11 6 11 5
P L 480 e 11 8 11 8
Export-Import Bank 12 6 11 5
Commodity Credit Corporation 7 3 8 5
Federal Communications Commission 8 5 8 -1
Disaster assistance ..........c.cueeuene 7 2 6 1
Other direct loan programs 22 2 18 3
Total DIreCt LOANS ... 234 50 241 37
Guaranteed Loans:2
FHA-mutual mortgage insurance 411 -3 450 -1
VEterans NOUSING ......ceveceerirerieeieieierereee et 221 6 224 5
Federal family €dUCALION 108N .......c.cuuiiiecieieireireseeeiesetee et 127 12 144 12
FHA-general and SPecCial fiSK ..o 93 7 99 8
SMAIl DUSINESS ..ottt 39 2 34 2
EXPOI-IMPOrt BANK .....coveiieiieircicricniriececee ettt 25 6 30 5
International @SSISTANCE .........c.vverieiiniieire e 19 2 19 1
Farm Service Agency and Rural hOUSING ......ccocrueeuerineenniineineiesineiesiseesiseeeees 17 | 20 |
Commodity Credit COrPOration ... 7 1 6 1
Other guaranteed 108N Programs ...........oceeeureeeereereeseesessesssesesssessesssessesssessenens 16 | e 16 3
Total Guaranteed LOANS .........cccuerrerrrrrererireeseeriresessseseeessseesesssssessseees 976 34 1,043 37
Total Federal Credit ..o e 1,210 84 1,284 75

1 Direct loan future costs are the financing account allowance for subsidy cost and the liquidating account allowance for estimated uncollectible
principal and interest. Loan guarantee future costs are estimated liabilities for loan guarantees.

2Excludes loans and guarantees by deposit insurance agencies and programs not included under credit reform, such as CCC commodity price
supports. Defaulted guaranteed loans which become loans receivable are accounted for as direct loans.
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Table 8-2. FACE VALUE OF GOVERNMENT-SPONSORED
ENTERPRISE LENDING?

(in billions of dollars)

Outstanding
1999 2000
Government Sponsored Enterprises:

Fannie Mae 1,141 1,231
Freddie Mac 838 913
Federal Home Loan Banks 2 357 435
Sallie Maes ..o v | e | e
66 67

TOtAl ..o 2,402 2,646

" Net of purchases of federally guaranteed loans.

2The lending by the Federal Home Loans Banks measures their advances to member thrift
and other financial institutions. In addition, their investment in private financial instruments at
the end of 2000 was $178 billion, including federally guaranteed securities, GSE securities,
and money market instruments.

3The face value and Federal costs of Federal Family Education Loans in the Student Loan
Marketing Association’s portfolio are included in the totals for that program under guaranteed
loans in table 8-1.
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Table 8-3. REESTIMATES OF CREDIT SUBSIDIES ON LOANS DISBURSED BETWEEN 1992-20001
(In millions of dollars)
Program 1994 1995 1996 1997 1998 1999 2000 2001
Direct Loans:
Agriculture:
Agriculture credit insurance fund ... 22
Agricultural CONSEIVALION ........ccceerrerrireireireeneireirensnsnsnsnensssssinsinnnnnenees | =1 | vt | cveneneneins | e | e | eeveneseeiens | seeseseseeens | v
Rural electrification and telecommunications loans . =117
Rural telephone Dank ... -2
Rural housing insurance fund ... 78
Rural economic development loans -2
Rural development loan program ...... -1
Rural community advancement program 2 105
P.L. 480 ooooeceereccieiesiiesisesnesiensesiesssssssssnsenssessssnsssessssnnsssns | onesnennenes | s | =80 | =T L s | e | e | e
Commerce:
FISENEs fiNANCE .....veivueeerriireeeieeineiesie sttt sessessssssennnss | sonsenesnnsinees | evvnesnesnsnnes | sevvssneninsne | venvesnennnnes | coneennsneniens | evvnesnesnennne | oessesnennenens -19
Education:
Federal direct student loans:
Technical 1BESHMALE .........ccccevieiieieesee s | cerevveresieens | cvveresiesesens 3 -83 172 -383 -2,158 559
Volume reestimate | e | e | e | i | e | 220 | e -5
College housing and academic faCiliies 108NS ........c.ccovereervinreninerinineine | vevnrininees | v | e | v | v | v | e -1
Interior:
Bureau of Reclamation 08NS ... 3 1
Bureau of Indian Affairs direCt 10anS .......c.cocvvurcrniireinrieiernenneecees 5 *
Transportation:
High priority COMIAOr I0ANS ........ccuiuiireireireieireineiseseineisessessiseesenenenns | seeeesenienne | sevnsnsnsinnes | sevveneneinees | veovevveveinees | 78 | evveeeneniens | eveeneinesnnnins | e
Alameda corridor loan . 58 | s
Transportation infrastructure finance and INNOVALION ... | v | cvvrririinies | e | e | cveenennneins | evvreneneneins | cveeneesesnennees 18
Treasury:
Community development financial iNSHUONS fUND .........ocveeiriniininciniins | v | e | e | e | e | e L I
Veterans Affairs:
Veterans housing benefit program fund ............coccoveeveinenncnienecnnecnnens -39 30 76 -72 465 =111 -52 -108
Environmental Protection Agency:
Abatement, control and COMPIIANCE ........couriurierinininirieeeeieeseinenenes | evevreeveenenes | cverenienienes | consnsinsiesins | eonsnsnsinsins | eoneensnsnsins | e | e 3
Federal Emergency Management Agency:
DiSASEr @SSISIANCE ......vuverereecicieieireineieieiseisei s ssssssessessesensensenensens | essenenienies | evssnsnninns | snvnsneneinns | v | e | e 47 35
International Assistance Programs:
Foreign military fiNANCING .......cocceiumreenreieirerreseresesrseesnenssessssenins | cveernseinns | seevessnneins | eoveernsesnnens 13 4 1 152 -165
DEBE TEAUCHION ... essesssnsensenensens | eeveneneniees | nvonsnsnnnns | vvnsnenenns | sversensenenes | vervenennenes | cveeneneneens 36 *
Small Business Administration:
BUSINESS [0ANS ....oucvvuiiiiciiiiriinticiseesseerinissre st sisesesisnsssssssissnesine | revennsesiennes | svesnensnnens | svesnnnenines | s | oo | e | e 1
DiSASIEr 108NS ......cvuurerreirrcriirerineeeeisiesie e esssesesisnnenss | sonsinesnninen | evsenennenins | e | e -193 246 -398 -282
Other Independent Agencies:
Export-Import Bank direCt 10aNS ..........covvierininrinineeeeseseeeeseeseeees -16 37 | e | e | e -177 158
Federal Communications Commission SPectrum auction ...........ccceceees | wovrveivnecnns | cevmrvneiinines | e 4,592 980 -1,501 -9,618
Loan Guarantees:
Agriculture:
Agriculture credit insurance fund ... 5 14 12 -51
Commodity Credit Corporation export guarantees 3 103 -426 343
Rural development insurance fund .........c..cccocceuee. 49 | e | e -3
Rural housing insurance fund ............ 2 10 7 -10
Rural community advancement program2 ..........ccoovvemmemneremsemsemsenennens | everveninnens | eevenenieniees | e -10
P.L. 480 title | food for progress credits 84 =38 | e
Commerce:
FISHEries fiNANCE ........cviueriieinieeiinisieseresessienessesss s | svssinesnsiness | evvsesesnennns | sevvnesnesnnnes | eversnennesnees =2 | e | e -3
Education:
Federal family education loan: 3
Technical reestimate 97 421 60 | e | e -140 667 -3,482
Volume reeStMALE .....c.vveirerireiirircreese e | eeesresneies | e 535 99 | -13 -60 -44
Health and Human Services:
Heath center loan guarantees 3|
Health education assiStanCe 108NS ..........coerririnininineeeeeeiene | ceveeneineinene | eeveeveensinene | seeensnnienes | seveensnsinnns | severnsinsnnes | seeveenenennes | e -72
Housing and Urban Development:
Indian housing 108N QUArANTEE ..o | e | evernenienees | vevsenieniees | evenesnsennens -5
FHA-mutual mortgage insurance -340 2,413
FHA-general and special risk 4 -25 -228
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Table 8-3. REESTIMATES OF CREDIT SUBSIDIES ON LOANS DISBURSED BETWEEN 1992-2000 '—Continued

(In millions of dollars)

Program 1994 1995 1996 1997 1998 1999 2000 2001
Interior:
Bureau of Indian Affairs guaranteed 10aNS .........cccveureeneermennenenerininenine | revveeinsnenes | v | e 31 | i | e | e -14
Transportation:
Maritime guaranteed 10ans (fitle XI) ... | v | e | e | e | e -71 30 -1
Veterans Affairs:
Veterans housing benefit fund program ... —447 167 334 -706 38 492 229 -770
International Assistance Programs:
U.S. Agency for International Development:
HOUSING QUAIANLY ... -2 -1 S 14| i | e |
Micro and small enterprise developMENt ..........cccvrinimerneinineiininnies | e | cveininenines | cvversniinnns | vnvenneninnes | v | e | v 1
Urban and environmental Credit ... | v | s | s | v | s | e | o -12
Assistance to the new independent states of the former Soviet Union | ... | veveinicnies | v | v | s | e | e -26
Small Business Administration:
BUSINESS 10ANS ..o | e | s 257 -16 =279 -545 -235 -b27
Other Independent Agencies:
Export-Import Bank guarantees ... -1 -59 13 | i | i | i -191 -1,520
TOtal ... ———————— -616 995 727 -832 5,642 4,518 -3,641 -13,256

* $500 thousand or less.

1 Excludes interest on reestimates. Additional information on credit reform subsidy rates is contained in the Federal Credit Supplement to the Budget for 2002.
2|Includes rural water and waste disposal, rural community facilities, and rural business and industry programs.
3Volume reestimates in mandatory loan guarantee programs represent a change in volume of loans disbursed in the prior years. These estimates are the result of guarantee

programs where data from loan issuers on actual disbursements of loans are not received until after the close of the fiscal year.

41999 figure includes interest on reestimate.
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Table 8-4. DIRECT LOAN SUBSIDY RATES, BUDGET AUTHORITY, AND LOAN LEVELS, 2000-2002

(in millions of dollars)

2000 Actual 2001 Enacted 2002 Proposed
Agency and Program Subsidy Subsidy Loan | Subsidy Subsidy Loan | Subsidy Subsidy Loan
rate ! budget level rate ! budget level rate ! budget level
authority authority authority
Agriculture:

Agricultural credit insurance fund 5.92 68 1,149 8.47 66 779
Farm storage facility loans 2.85 2 80 2.14 4 175
Apple loans NA| oo | s 5.01 5 100
Emergency boll weevil program ... NAA| oo | s 60.00 6 10
Rural community advancement program ............cooccveeneerneiennenn: 8.42 80 950 12.76 172 1,348
Rural electrification and telecommunications l0ans ..................... -0.19 -5 2559 -047 -14] 3,010
Rural telephone bank ... 1.88 3 175 1.48 3 175
Distance learning and telemedicing 10ans ..........cccooceneireiirnienens 0.35 1 200| -0.61 -3 400
Farm 12b0r NOUSING .......cveeeueeeiiiieireeeeeiesssie e NA| oo | s 52.59 17 33
Rural housing insurance fund 13.44 189 1,399 19.35 239| 1,235
Rural development loan program 43.43 17 38| 50.91 22 44
Rural economic development loans .. 23.02 3 15| 26.07 6 23

P.L. 480 82.46 120 145  71.51 113 159
Commerce:

Fisheries fiNANCE ... 1.00] .o 28 0.80 1 74| -12.45 -3 24
Defense—Military:

Defense vessel transfer program ... [ revvveseins | v | v 18.12 4 21 17.49 4 21

Family housing improvement fund .... 51.27 32 62| 58.59 79 136 22.33 52 233
Education:

Federal direct student 10ans ... -9.09| -1,442| 15854 -8.82| -1,796| 20,363| -8.73| -1,564| 17,948
Housing and Urban Development:

FHA-mutual mortgage iNSUMANCE ...........coeweeeeememmrereemenmineesenens | sevseensneees | ceeseesenneons ] [ [ P40 I I 250

FHA-general and special risk 50 50
Interior:

Bureau of Reclamation loans 27.91 11 43| 44.44 9 27|  26.92 7 26

Assistance t0 AMerican SaMO@ .........cowvereereermmeneernernrernnes | soveesenssnns | coeeseernees | veereeeeneees 15.58 3 19 \VZ2) SO I
State:

Repatriation 10aNS ........ccccercirrinircrecseeses s 80.00 1 1 80.00 1 1 80.00 1 1
Transportation:

Minority business resource Center ..........oenrcrneerecerneneene 10.00 2 14 N/A| o | e [\V/Z.N [FUOR I

Transportation infrastructure finance and innovation ... 5.74 52 765 5.69 84| 1,475 4.97 109 2,200

Railroad rehabilitation and impProvement ..........ccccveennenenene | veerenenees | eeeneneens | eeveeneineins | sevvenenens [ ceveeeiens 150 | cooeeeieies | v 100
Treasury:

Community development financial institutions fund ...........c.......... 39.99 6 15| 4341 9 20| 38.60 6 15
Veterans Affairs:

Veterans housing benefit program ..........cceceeereenneneenneensenerinnenas 1.81 40 1,435 2.16 371 1,697 24.69 30 119

Miscellaneous veterans housing 10ans ............ccocunviiniiniieiis 772 i, 2 772 . 3 772 i, 3

Miscellaneous veterans programs ...........coeveereereeseeneenessessnsensnenns 223 e 2 1.88] o 3 218 e 3
Federal Emergency Management Agency:

Disaster assistance 10ans ... 3.27 1 25 6.71 2 25| e | e 25
General Services Administration:

Columbia Hospital for WOmen .........ccccovumercrncrnineeniensenenenines 42.85 6 14 N/A| o | e N/A| e | s
International Assistance Programs:

Overseas Private Investment Corporation ...........cccueeveeeeenevnneenes 11.00 5 45 11.00 5 451 11.00( .cocvvenenee 45
Small Business Administration:

Disaster assiStance ... 22.20 174 783 17.46 76 827 10.95] ... 150

BUSINESS 10ANS .....oucvuririricciieirse e 8.54 2 27 8.95 2 34 6.78 2 21
Other Independent Agencies:

Export-Import Bank direct 10ans .........ccocveverernerneenieneenieneininennes 1.39 49 1,084 21.77 30 135| 25.66 39 152

Federal Communications Commission spectrum auction ............. 8.25 | ovvecrinnes 1 NAT oo | e 1\TZ2) OO I

N/A| -583| 26,963 N/A| -818| 32,846 N/A| -852| 28,287

N/A =Not applicable.
1 Additional information on credit subsidy rates is contained in the Federal Credit Supplement.
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Table 8-5. LOAN GUARANTEE SUBSIDY RATES, BUDGET AUTHORITY, AND LOAN LEVELS, 2000-2002

(in millions of dollars)

2000 Actual 2001 Enacted 2002 Proposed
Agency and Program Subsidy | SUSI9Y | Loan | Subsidy | S0 | Loan | subsidy | $UOS9Y | Loan
rate ! ge level rate ! ge level rate ! ge level
authority authority authority

Agriculture:

Agricultural credit insurance fund ... 3.37 90| 2,674 2.12 491 2313 4.20 126 3,000

Commodity Credit Corporation export guarantees 6.80 209| 3,081 8.04 305 3,792 6.80 266| 3,904

Rural community advancement program ................. 2.21 27 1,219 0.77 21 2,985 1.95 25 1,285

Rural electrification and telecommunications loans 0.01] v 53 0.01] oo 100 0.08]..coevvune. 100

Rural housing insurance fund ..........ccocovimnieinneinieisniens 0.61 201 3,300 0.31 9 3236 1.36 44| 3,238
Commerce:

Emergency steel quarantee ... 14.00] .. 12.54] ... 516 N/A

Emergency oil and gas guarantee .... 24.50 34.79 5 N/A
Defense:

Arms initiative 2.36] oo 18 0.05] .o 12 NVZ2) SO I

Family housing improvement fund ... 6.72 13 202 5.72 28 492 5.96 32 537
Education:

Federal family education 108N ... 1420 3,763| 26,503| 11.62| 3,853| 33,160 12.18| 4,226| 34,675
Health and Human Services:

Health center 10an guUArantees ..........cocvrnenineneenininesnieeeens 5.20 | v 5 2.11 1 32 4.88 1 21
Housing and Urban Development:

Indian housing loan guarantee 8.13 1 15 8.13 6 72 2.47 6 234

Title VI Indian Federal guarantees ..........cccceververeineereienennnines 11.07 [ 2 11.07 6 55| 11.07 6 53

Community development loan guarantees ............cveveeeeerereeenes 2.30 29 1,261 2.30 29| 1,258 2.30 14 609

FHA-mutual mortgage inSUrancCe ............oeeeeenererneensenneennens -1.99| -1,864| 140,000 -2.15| -2,246| 160,000| -2.07| -2,501| 160,000

FHA-general and special risk 1.31 -62| 18,100 -0.12 38| 21,000 -145 -230| 21,000
Interior:

Indian guaranteed 10aNS ... 7.54 4 60 6.73 4 60 6.00 4 75
Transportation:

Minority business resource center ... 2.69 2 14 P2 (V] I 18

Transportation infrastructure finance and innovation 3.78 8 200 3.76 8 200

Maritime guaranteed loans (fitle XI) ......cooovevenrrnerncrncrecneenne . 494 20 413 L% [ S,
Veterans Affairs:

Veterans housing benefit program ...........cccceevevvineininninirenines 0.70 216| 21,616 0.47 144| 30,643 0.54 157 29,317

Miscellaneous veterans housing 10aNS ..........ccoveereereencereeneenrninns 48.25 45 93| 48.25|..cne. 13| 4825 20
International Assistance Programs:

USAID-micro and small enterprise development ........c.cccceeuuneen. 4.76 2 50 494 ... 1515 AU [FPUROUI ITTO

USAID-urban and environmental credit .............cooevveeveererenecnns 13.80 2 1 1210 e L] (OO RN IR

USAID-development credit authority ..........cccoceeeenineincireineinnen. 6.40 4 s 7.04 8 133 7.04 25 355

Overseas Private Investment Corporation ..........ccvverernrsunnenns 1.65 19 1,152 1.50 19 1,267 1.65] e 1,152
Small Business Administration:

BUSINESS 10ANS ......vvurircricieieeieceeie e 1.20 142| 13,152 1.08 163| 16,187 oo | e 17,575
Other Independent Agencies:

Export-Import Bank guarantees 7.90 925 11,705 7.45 983| 13,181 6.32 716| 11,335

Presidio Trust 0.52] oo 200 046 ..cccvvenn. 200 (08 P22 I 200

Total ... N/A|  3,641| 245,358 N/A|  3,450| 291,410 N/A| 2925| 288,903
ADDENDUM: SECONDARY GUARANTEED LOAN COMMITMENT
LIMITATIONS

GNMA:

Guarantees of mortgage-backed securities .........c.ccocoverernrunnene -0.29 -312| 200,000/ -0.36 -356| 200,000{ -0.33 -354| 200,000

N/A=Not applicable.
1 Additional information on credit subsidy rates is contained in the Federal Credit Supplement.
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Table 8-6. SUMMARY OF FEDERAL DIRECT LOANS AND LOAN GUARANTEES
(In billions of dollars)
Actual Estimate
1995 1996 1997 1998 1999 2000 2001 2002
Direct Loans:
ODBlGALONS ... vvvvvreeereeserseeeseesereeess st b st 30.9 23.4 33.6 28.8 38.4 37.1 424 39.3
Disbursements 22.0 23.6 322 28.7 37.7 35.5 39.6 37.3
New subsidy budget QUENOMLY ..........everiueriiiriire e sssssnsennens | orevnsenens | evveninenins | severeeeees -0.8 1.6 -04 -0.8 -0.8
Reestimated subsidy budget QUENOMLY ... | ernnniins | cnenenes | ervenieens 7.3 1.0 44| 124 ...
Total subsidy budget authority 1 2.6 1.8 24 6.5 2.6 -48 | -132 -0.8
Loan Guarantees: 2
COMMIIMENES ...vooeeurerrisceseesere it 1385 | 1754 | 1723 | 2184 | 2524 | 1926 | 2555 | 259.2
Lender disbursements ..... 179 | 1439 | 1447 | 1995 | 2247 | 1808 | 2164 | 2303
New subsidy budget QUENOMLY ..o | orevsniinns | evesiienins | evereeenes 33| 33 3.2 2.6
Reestimated subsidy budget @UINOMLY ... | evnsnnine | cvenenens | serveninens -0.7 43 0.3 53|
Total subsidy budget authority ' ..... 4.6 4.0 3.6 2.6 4.3 3.6 2.1 2.6

1 Prior to 1998 new and reestimated subsidy budget authority were not separated.

2GNMA secondary guarantees of loans that are guaranteed by FHA, VA and RHS are excluded from the totals to avoid double-counting.
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Table 8-7. DIRECT LOAN WRITE-OFFS AND GUARANTEED LOAN TERMINATIONS FOR DEFAULTS

In millions of dollars As a percentage of outstanding
loans *
Agency and Program
2000 2001 2002 2000 2001 2002

actual estimate | estimate actual estimate | estimate

DIRECT LOAN WRITEOFFS

Agriculture:

Agricultural credit insurance fund 249 247 230 2.73 2.85 2.86

Rural community advancement program ... P22 [FPURRRONIN VTR 0.04| oo | v

Rural electrification and telecommunications loans .. 159 33| s 0.50 (U5 [0 R

Rural development insurance fund ............ 4 4 3 0.11 0.12 0.10

Rural housing insurance fund 76 80 79 0.26 0.28 0.28
Commerce:

Economic development revolving fund ...........ccociirinnirinieeeeeeeseneenens | veereesseneini 1 L1 I 2.85 3.22
Housing and Urban Development:

Revolving fund (liquidating programs) 5 3 2 3.16 2.40 2.10

FHA—Mutual mortgage iNSUIANCE ..........cvuerierierierieneiniinisesiessesseesesemesseeseesessesssessens | neessessensensans 2 ] [ 2.24 1.31

Guarantees of mortgage-backed securities 212 45 16 90.59 51.72 28.07
Interior:

INGIAN AIFECE 108N ... 1 2 1 1.47 3.22 1.78
State:

Repatfiation 08NS .........cccurviinereire e 1 1 1 25.00 25.00 25.00
Veterans Affairs:

Veterans housing benefit Program ... 6 6 8 0.33 0.30 0.35
International Assistance Programs:

Overseas Private Investment COrporation ...........c.cevceeneenimenemernereneneeeseeees 2 1 1 3.22 1.85 1.85
Small Business Administration:

DISASIET 108NS ....covvuireireieiseieire ettt 90 99 41 1.42 1.93 1.10

BUSINESS [08NS ..ottt s 50 48 18 7.22 10.41 5.27
Other Independent Agencies:

Tennessee Valley AULNOMILY ..ot 1 1 1 1.96 1.78 1.58

Total, direct 10an WItEOffS ...........ccccoeveveieeieececee s 858 573 405 0.42 0.26 0.17

GUARANTEED LOAN TERMINATIONS FOR DEFAULT

Agriculture:
Agricultural credit insurance fund 124 118 121 1.48 1.19 1.05
Commodity Credit Corporation export loans . 208 380 334 3.48 5.99 5.43
Rural community advancement program ....... 84 73 50 2.66 1.66 0.80
Rural electrification and telecommunications loans .. 27 | e | e 554 o | e
Rural development insurance fund ................ =1 e | e =083 s | e
Rural housing insurance fund 68 90 106 0.64 0.72 0.73

Commerce:

Emergency oil and gas guaranteed loan program 50.00

Emergency steel guaranteed loan program .. 2219

Fisheries Finance 1.23
Defense—Military:

Family housing improvement fund ... | cevoeesesseeeens 2 2| e 4.76 1.75
Education:

Federal family €duCation 108N ..o 2,677 3,570 4,131 1.94 2.40 2.64
Health and Human Services:

Health education assistance loans 23 40 44 0.80 1.45 1.68

Health center loan guarantees L) Y I 100.00 [ cooovceeies | e
Housing and Urban Development:

Indian housing 108N QUAIANTEE ........cceueerienienieniiriiriiseeeenie e seseeseesesseissessine | nsessssssnssnssns | eeseesesenesnens L1 FTOORON VRN 1.21

FHA—Mutual mortgage insurance . 5,667 6,176 5,734 1.31 1.28 1.07

FHA—General and special risk 1,341 1,510 1,585 1.40 1.51 1.55
Interior:

Indian guUaranteed 108N ... | reenerneenene 1 2 s 0.47 0.80
Transportation:

Maritime guaranteed 10an (Title XI) ..o 59 [CI ] A 1.57 159 e

Veterans Affairs:
Veterans housing benefit program ... 2,256 2,542 2,927 1.01 1.10 1.22
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Table 8-7. DIRECT LOAN WRITE-OFFS AND GUARANTEED LOAN TERMINATIONS FOR DEFAULTS—Continued

In millions of dollars As a percentage of outstanding
loans 1
Agency and Program
aual | edimate | esimate | 2000 | 2001 | 2002
actual estimate | estimate
International Assistance Programs:

Foreign military financing 1 3 5 0.02 0.06 0.12

Micro and small enterprise development .. 1 1 1 1.88 1.40 1.16

Urban and environmental credit program .. 32 42 48 1.41 1.98 2.48

Development credit QUENOMILY ..o ensineens | reeseessensineen 1 L1 S 1.85 0.63

Overseas Private Investment Corporation 92 58 50 3.00 1.78 1.43

Small Business Administration:
Business loans 707 684 692 1.93 217 2.26
Pollution control equipment 7 8 6 16.66 22.85 21.42
Other Independent Agencies:

EXPOrt-IMPOrt BanK ..ottt sssssees 454 364 464 1.64 1.14 1.38
Total, guaranteed loan terminations for default ... 13,833 15,733 16,410 0.86 0.92 0.91
Total, direct loan writeoffs and guaranteed loan terminations .................... 14,691 16,306 16,815 0.81 0.85 0.83

ADDENDUM: WRITEOFFS OF DEFAULTED GUARANTEED LOANS THAT

RESULT IN LOANS RECEIVABLE

Education:

Federal family education 108N .........cccoeuiureiineinniineiniieeneie e sseiees 604 579 592 2.64 2.66 2.75
Health and Human Services:

Health education assistance l0aNS .........ccceeririniniininisieeseseseseessessessessessssnens 16 16 16 2.94 2.85 2.75
Housing and Urban Development:

FHA—Mutual mortgage insurance 42 19 43 10.79 20.43 119.44

FHA—General and special risk 149 323 687 6.09 15.10 54.30
Interior:

Indian guaranteed 108N ... s 1 1 2 1.49 1.58 3.27
Transportation:

Federal ship financing fuNd ...........coeriininiee e | vt A7 | s | e P2 0
Veterans Affairs:

Veterans housing benefit Program ... ssseesesseens 182 52 72 34.14 14.81 15.89
Small Business Administration:

BUSINESS [0BNS ...ovvvereiricicieie ettt st 245 124 61 11.48 5.64 2.54
Total, writeoffs of loans receivable ... 1,239 1,131 1,473 3.62 3.47 4.59

T Average of loans outstanding for the year.



170

ANALYTICAL PERSPECTIVES

Table 8-8. APPROPRIATIONS ACTS LIMITATIONS ON CREDIT LOAN LEVELS

(In millions of dollars)

Estimate
Agency and Program Az(gggl
2001 2002
DIRECT LOAN OBLIGATIONS

Agriculture:

APPIE T0NS ..ooveecitt ettt | e 100 | oo

Agricultural credit insurance fund 1,770 780 855

Emergency DOIl WEEVII .........cviiiecrciceneseiseitisessisissseeesse s nseeeenensinsines | oveenessessseneens LIV I

Distance learning and telemediCing ...........ccccvrerenreeeerneerinerreseseseeesseeseeenns 200 400 300

Rural electrification and telecommuniCations ..........cccceverineiniinininesneeineies 2,559 3,010 3,010

Rural telephone Dank ..........ceeieireciceeeesei e 175 175 | s

Rural water and waste disposal direct 10ans ..........ccceurcrnerecneeeeeneresnerseireeees 739 879 809

Rural housing insUrance fund ..o 1,399 1,265 1,261

Rural community facility direCt 108NS ........c.vceeeereeniereiniieinreeeee e 161 419 249

Rural economic deVEIOPMENT ...t seneesees 15 15 15

Rural development loan fund 38 38 38

Rural business and industry direct loans 50 50 [ s

P.L. 480 direct credit 145 159 139
Commerce:

FIiSheries fiNANCE .......c.viuiiieiirriiieris ettt 28 74 24
Education:

Historically black college and university capital financing ...........ccooccovevnrerrnrennennn. 346 311 281
Housing and Urban Development:

FHA-general and special risk 50 50 50

FHA-mutual mortgage insurance 100 250 250
Interior:

Bureau of Reclamation 43 27 26

Assistance t0 AMENCAN SAMOA ........coccerererermerieeineierisersesreesessssesseesssessessnnns | seeeessssessseens 19| s
State:

Repatriation I08NS ..ot 1 1 1
Transportation:

Minority DUSINESS FESOUCE CENET .......coucvucuurereeeireteiseineiset et T4 | e | s

Transportation infrastructure finance and innovation program .........c.ccecreeeneeeeeene 1,600 1,800 2,000

Transportation infrastructure finance and innovation program line of credit .......... 200 200 200
Treasury:

Community development financial institutions fund ...........cccocovinrninencnnineinnen. 53 53 15
Veterans Affairs:

Miscellaneous veterans programs 10an fund ... 2 3 3
Federal Emergency Management Agency:

Disaster assiStance ... 25 25 25
General Services Administration:

Columbia Hospital for WOMEN .....c..cveveeerieeieiesese s sssessssssssssssessessessessessens | S I
International Assistance Programs:

Military debt redUCHION ..o 10 | cvrrrene | e

Total, limitations on direct loan obligations ... 9,737 10,113 9,551
LOAN GUARANTEE COMMITMENTS

Agriculture:

Agricultural credit inSUraNCe fUNd ..o 3,778 2,318 3,000

Rural electrification and telecommunications guaranteed 10ans .........c.ccccoeeeueenenee 53 100 100

Rural water and waste water disposal guaranteed loans 75 75 75

Rural housing insurance fund ...........cccocvevneiniennininnas 3,300 3,236 3,238

Rural community facility guaranteed loans 210 210 210

Rural business and industry guaranteed loans 892 2,700 1,000
Commerce:

Emergency 0il and gas ... s 500 500 495

EMEIGENCY SIEEI .....cvuiiiiciiec st 1,000 1,000 484
Defense—Military:

Defense export loan guarantee 14,980 14,980 14,980

Arms initiative 18 12/ e
Health and Human Services:

HEAIN CENLET ... s 5 32 21
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Table 8-8. APPROPRIATIONS ACTS LIMITATIONS ON CREDIT LOAN LEVELS '—Continued

(In millions of dollars)

Estimate
Agency and Program Egﬁgl
2001 2002
Housing and Urban Development:
Indian housing loan guarantee fund ... 135 72 234
Title VI Indian Federal QUarantees ... 55 55 53
Community development l0an QUATANEES .........cveeeereereemeereineierineenseeeeeseeeeens 1,261 1,258 609
America’s private investment COMPANIES ..o 541 | e | s
FHA-general and SPecCial fiSK .........cccovercreremneencnereeie e 18,100 21,000 21,000
FHA-loan guarantee recovery fUNd ... 7 4] s

FHA-mutual mortgage insurance 140,000 160,000 160,000

Interior:
Indian guaranteed 10an Program ... 60 60 75
Transportation:
Minority DUSINESS FESOUICE CENET .......cucuieieieriireiniiniieiesieeseeesse e seeessesseissineines | ereeneiseissensens 14 18
Transportation infrastructure finance and innovation program loan guarantee ... | ..ccceveens 200 200
Maritime guaranteed loan (title XI) 1,000 | oo
Small Business Administration:
BUSINESS .ottt en 14,874 16,187 17,575
Other Independent Agencies:
Presidio TIUSE ...oucveiceeicteee ettt n 200 200 200
Total, limitations on loan guarantee commitments ..............cccccocoevevevrrnnnns 201,044 224213 223,567
ADDENDUM: SECONDARY GUARANTEED LOAN COMMITMENT LIMITATIONS
Housing and Urban Development:
Guarantees of mortgage-backed SECUNIES .........oceuevrrereerncenrrinirersererseeceeeieene 200,000 200,000 200,000
Total, limitations on secondary guaranteed loan commitments .................. 200,000 200,000 200,000

1 Data represents loan level limitations enacted or proposed to be enacted in appropriation acts. For information on actual
and estimated loan levels supportable by new subsidy budget authority requested, see Tables 8-4 and 8-5.
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Table 8-9. DIRECT LOAN TRANSACTIONS OF THE FEDERAL GOVERNMENT

(in millions of dollars)

Estimate
Agency and Account :(?tggl
2001 2002
Department of Agriculture
Farm Service Agency
Agricultural credit insurance fund liquidating account:
OBlIGALIONS ..ottt sssenie | enssnsnnnssenenns | s | e
L0AN dISDUISEMENLS .....oviiieiiir et ssisniennns | ersestnenssssnessnes | ensnersnssessnnsnes | sersssenessnssnenens
Change in outstandings -750 -710 -638
Outstandings 5,067 4,357 3,719
Farm storage facility direct loan financing account:
ODBIIGALONS .euvvveriieiseeseii ettt 80 175 125
Loan disbursements 32 174 126
Change in outstandings 32 163 90
Outstandings 32 195 285

Apple loans direct loan financing account:
Obligations ...........
Loan disbursements ...

Change in outstandings 100 -33
Outstandings 100 67
Agricultural credit insurance fund direct loan financing account:
Obligations 1,770 780 855
Loan disbursements .... 1,149 780 855
Change in outstandings . 466 49 39
Outstandings ..........c.ccooevvvnirverncrneinernnes 3,909 3,958 3,997
Emergency boll weevil direct loan financing account:
Obligations 10 [ e
Loan disbursements .... 10
Change in outstandings 10 -1
OUESTANAINGS ..ottt sntsniens | eebsesssesseseeees 10
Commodity Credit Corporation fund:
Obligations 9,691 8,689 9,171
Loan disbursements .... 9,691 8,689 9,171
Change in outstandings 618 -1,226 -443
OUESTANAINGS ......coooveiiiiiic bbb 3,464 2,238 1,795

Rural Utilities Service

Rural communication development fund liquidating account:
Obligations
Loan disbursements ...

Change in outstandings -1 -1
OUESTANAINGS .......coomieieiii bbbt

Distance learning and telemedicine direct loan financing account:
Obligations 6 400 300
Loan disbursements ... 1 32 113
Change in outstandings 1 29 102
OUESTANAINGS ...t 2 31 133

Rural development insurance fund liquidating account:
Obligations

Loan disbursements ... 1

Change in outstandings .. -201 -191 -179

Outstandings 3,269 3,078 2,899
Rural electrification and telecommunications direct loan financing account:

Obligations 2,559 3,010 3,010

Loan disbursements .... 1,390 1,856 2,207

Change in outstandings .. 1,182 1,673 1,985

Outstandings 7,131 8,804 10,789
Rural telephone bank direct loan financing account:

Obligations 175 175 [ e

Loan disbursements 31 116 129

Change in outstandings 22 105 115

Outstandings 268 373 488
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Table 8-9. DIRECT LOAN TRANSACTIONS OF THE FEDERAL GOVERNMENT—Continued

(in millions of dollars)

Estimate
Agency and Account fgggl
2001 2002

Rural water and waste disposal direct loans financing account:

Obligations 765 885 809

Loan disbursements ... 668 740 800

Change in outstandings 597 684 734

OUESTANAINGS ...ttt bbb 3,942 4,626 5,360
Rural electrification and telecommunications liquidating account:

OBlIGALIONS ..veveiiie i | e | s | s

Loan disbursements 18 19 18

Change in outstandings -2,134 -1,996 -1,786

Outstandings 23,733 21,737 19,951

Rural telephone bank liquidating account:
ODBIIGALONS .vuvvoeriteiseie ittt b bbb bbbt bsentesbsenins | essesssstnssents | soeeesessesssentnns | ebestessseninnins

Loan disbursements 12 8 7
Change in outstandings -62 -114 -71
Outstandings 924 810 739
Rural Housing Service
Rural housing insurance fund liquidating account:
ODBIIGALIONS ..vuvvvirceeiseee ittt sttt bsent s bnasins | nessessnstnssenes | sueeesnssssssestanns | cbesieessesienns
L0AN dISDUISEMENLS ......ouiiiiirc et esinsiennee | eriessnesssssnessnns | eniressnseessnnsees | seresiesenssesens
Change in outstandings -1,007 -954 -897

Outstandings ............. 17,366 16,412 15,515

Rural housing insurance fund direct loan financing account:

Obligations 1,321 1,326 1,261
Loan disbursements ... 1,241 1,283 1,283
Change in outstandings 873 795 717
OUESTANAINGS ..ottt bbbttt 11,053 11,848 12,565
Rural community facility direct loans financing account:
Obligations 199 422 249
Loan disbursements 154 209 264
Change in outstandings 117 184 232
Outstandings 864 1,048 1,280

Rural Business—Cooperative Service

Rural economic development loans liquidating account:
Obligations
Loan disbursements

Change in outstandings -1 =1 | s
Outstandings L [P TORTOOO IOUSRN
Rural economic development direct loan financing account:
ODBIIGALIONS ..vuvvveriieeseesii ettt 15 23 15
Loan disbursements 12 15 19
Change in outstandings 3 4 6
Outstandings 69 73 79
Rural development loan fund direct loan financing account:
ODBlIGALIONS ...eeveeoereecei et 38 44 38
Loan disbursements .... 42 42 43
Change in outstandings 35 34 34
Outstandings .............. 282 316 350
Rural business and industry direct loans financing account:
Obligations 30 LSO [P
Loan disbursements ... 24 38 30
Change in outstandings 21 35 26
OUESTANAINGS ...t 59 94 120
Rural development loan fund liquidating account:
ODBIIGALIONS .vuvvoeriveireese ittt sttt bsentssnnesies | nessessesinssenss | sueeesnsssessentanns | cbesieessesienies
Loan disbursements L N [
Change in outstandings -3 -2 -3
Outstandings 70 68 65
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Table 8-9. DIRECT LOAN TRANSACTIONS OF THE FEDERAL GOVERNMENT—Continued

(in millions of dollars)

2000 Estimate

Agency and Account
Actual 2001 2002

Foreign Agricultural Service

Expenses, Public Law 480, foreign assistance programs, Agriculture liquidating account:
Obligations
LOAN AISDUISEMENLS .......vrririricicrerereie ettt ssssesnensnnes | essessessensessenns | sesnessssnssnssnssns | seeesemenennnnes
Change in outstandings
Outstandings

P.L. 480 direct credit financing account:

Obligations 145 159 139

Loan disbursements ... 133 443 180

Change in outstandings 128 431 169

OUESTANAINGS .......ovoieiiiii bbb bbbttt 2,055 2,486 2,655
P.L. 480 title | food for progress credits, financing account:

Obligations

Loan disbursements ....

Change in outstandings —4 -57 -57

Outstandings 504 447 390
Debt reduction—financing account:

ODBIIGALIONS .vuvveirieeiaeee ittt b bbb bbbt bsentssnnesies | esseesestnssenes | soeeesnsssessentanns | ebestsesiesienis

L0an diSHUISEMENLS ..o | s 84 60

Change in outstandings -6 79 52

Outstandings 57 136 188

Department of Commerce

Economic Development Administration

Economic development revolving fund liquidating account:
Obligations
Loan disbursements ...

Change in outstandings -6 -4 -4
Outstandings .......... 37 33 29
National Oceanic and Atmospheric Administration
Fisheries finance direct loan financing account:
Obligations ..o 28 74 24
Loan disbursements ... 19 74 24
Change in outstandings 8 59 7
Outstandings 137 196 203

Department of Defense—Military
Operation and Maintenance
Defense vessel transfer program financing account:

Obligations 21 21
Loan disbursements .... 21 21
Change in outstandings 19 15
Outstandings 19 34
Family Housing
Family housing improvement direct loan financing account:
Obligations 32 143 233
LOAN ISDUISEMENLS ...ttt sssssnsesnnsens | essssessssessnsenns 11 51
Change in outstandings 11 51
Outstandings 11 62
Department of Education
Office of Postsecondary Education
College housing and academic facilities loans liquidating account:
OBlIGALIONS ..vovieiirir i | s | s | s
Loan disbursements 4| e | e
Change in outstandings -39 -39 -34
Outstandings 484 445 411

College housing and academic facilities loans financing account:
Obligations

Loan disbursements 3
Change in outstandings 3 -1 -1
Outstandings 26 25 24
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Table 8-9. DIRECT LOAN TRANSACTIONS OF THE FEDERAL GOVERNMENT—Continued

(in millions of dollars)

Estimate
Agency and Account Azgtggl
2001 2002

Historically black college and university capital financing direct loan financing account:

ODBIIGALIONS ..vuvvveiriieiseeeii ettt bbbt 35 30 30

Loan disbursements 10 9 15

Change in outstandings 10 9 14

Outstandings 21 30 44

Office of Student Financial Assistance

Student financial assistance:

ODBlIGALIONS ..vevvvererreescese st sen st s s sensssseenssasesssennss | eesseessnsssssnns | srveessnsesenssenes | sesseernsessessnns

Loan disbursements ... 25 25 25

Change in outstandings -6 -17 -13

OUESTANAINGS ..ot bbbt 394 377 364
Federal direct student loan program financing account:

Obligations 15,854 20,363 17,948

Loan disbursements ...
Change in outstandings
Outstandings

Department of Energy
Power Marketing Administration

Bonneville Power Administration fund:
Obligations
LOAN QISDUISEMENLS ....vuvrieeiirieieieieisisessissie sttt sssssssssstesssssssssnssntes | tessessessessessenss | sesssssssssssssnnsns | seessesessessesnns
Change in OUISTANGINGS ........c.cvveeeieririeiirerssireestiecistss it sstssseninenns | eressessnsesnssnne | sennessnesssssnnsnes | seessssnessnssnesens
Outstandings

Department of Health and Human Services

Health Resources and Services Administration

Medical facilities guarantee and loan fund:
Obligations
Loan disbursements ...
Change in outstandings
Outstandings

Department of Housing and Urban Development

Public and Indian Housing Programs

Low-rent public housing—loans and other expenses:
Obligations
Loan disbursements ...
Change in outstandings
Outstandings

Community Planning and Development

Revolving fund (liquidating programs):
Obligations
Loan disbursements
Change in outstandings
Outstandings

Community development loan guarantees liquidating account:
Obligations
Loan disbursements ...
Change in outstandings
OUESTANAINGS ..ottt bbbttt

Housing Programs

Nonprofit sponsor assistance liquidating account:
OBlIGALIONS ..ot | s | s | s
Loan disbursements
Change in outstandings

Outstan