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Of the $250 billion cost of the tax cut over the 10-year period, 44 percent of 
the cost — $109 billion — is packed into the last three years.

The table in the budget agreement package shows that the net tax cut will 
begin to explode toward the end of the 10-year period, growing 32 
percent in just the final two years of the period (i.e., between the eighth 
year and the tenth year).

The fine print of the budget agreement indicates that the agreement envisions 
heavily backloaded tax cuts. The budget agreement documents indicate that the tax 
cuts will ultimately explode in cost and lose far more revenue over the long term than 
has been understood.

THE TAX CUTS IN THE BUDGET AGREEMENT:
PHASE-INS, BACKLOADING, AND REVENUE ACCELERATION 

LOCK IN VERY LARGE FUTURE COSTS
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A table included in the budget agreement documents and entitled "Long Range 
Summary 1997-2007" includes numbers on the cost of the tax cut each year through 
2007. These numbers are consistent with the year-by-year reconciliation instructions in 
the budget resolution for tax cuts in 1998 through 2002. As is well known, the net tax 
cut totals $85 billion over the first five years and $250 billion over the first 10 years. But 
if the tax legislation follows the year-by-year path set forth in the table, the tax cut will 
cost vastly more than this after the initial 10-year period ends.
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The net tax cut would lose $41.6 billion in 2007, the tenth year. That is 
two and one-half times the tax cut's $17 billion average annual cost in the 
first five years.

Because critical features of the tax provisions would continue to grow in 
cost in years subsequent to 2007, the tax cut is likely to lose approximately 
$650 billion in the second 10-year period, from 2008 through 2017. This is the 
period when the baby boom generation begins to retire and deficits are 
forecast to shoot up to alarming levels that begin to damage the economy 
unless unprecedented austerity measures are instituted.
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Why Does The Revenue Loss Number in the Agreement Explode in This 
Fashion?

Budget Agreement Tax Cuts 
Are Highly Backloaded

An examination of the agreement's year-by-year revenue loss figures shows that 
these figures have peculiar characteristics. The revenue loss amounts jump sharply in 
some years, then decline in subsequent years, and then rise again. Specifically, after 
nearly doubling in cost between 1999 and 2000, the revenue loss levels off in 2001 and 
declines in 2002. Once 2002 passes, the revenue loss jumps again. It rises 34 percent in a 
single year between 2002 and 2003, keeps rising after 2003, and starts to explode in the 
years immediately preceding 2007. (See Figure 1.)

The year-by-year revenue loss figures in the budget agreement table make clear 
that the agreement authorizes use of an array of backloading devices. In fact, the 
agreement accommodates tax cuts more backloaded than the tax cuts included in S. 2, 
the Senate Republican Leadership tax bill that Senator Trent Lott introduced in January 
1997. S. 2 itself contained a heavy dose of backloading devices, but its costs did not rise 
as steeply in the final years of the 10-year period as the costs of the tax cuts in the 
budget agreement. These backloading devices would evidently be used to enable 
Congressional tax-writers to shoehorn as much of S. 2 as possible, along with education 
tax cuts, into the five-year and 10-year revenue figures the agreement contains.
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Administration Rebuffed on Backloading Curbs
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This pattern is not accidental. The year-by-year revenue loss figures reflect the 
cost of specific tax cuts, designed in a manner that minimizes their cost in the initial 
five-year and ten-year periods through delayed effective dates, slow phase-ins, and 
acceleration into the budget period of revenue that otherwise would be collected in 
future years.

Eventually, the capital gains indexing proposal would lose substantial amounts 
of money. In 1995, the Joint Committee on Taxation estimated the cost of the capital 
gains indexing provision included in the "Contract with America." The Joint Tax 
Committee found that the revenue loss from indexing would be three times as large in 
the second five years it was in effect as in the first five years.

In the latter stages of the budget negotiations, the Administration proposed that the 
documents setting forth the tax cut component of the budget agreement state that the tax cuts 
would not include timing devices such as deferred effective dates and phase-ins that cause 
mushrooming costs in the out-years. The Administration also proposed language stating that 
the tax cuts would not include capital gains indexing. All of these proposals were rejected.
None appear in the budget agreement.

The year-by-year revenue numbers in the budget agreement table also can 
accommodate an Individual Retirement Account provision that relies heavily on 
backloading gimmicks. In fact, IRA tax cuts can be designed in a manner that includes

Capital gains indexing is a case in point. The year-by-year revenue loss numbers 
reflect the inclusion of capital gains indexing, with the effective date for indexing 
delayed until January 1,2001 and with several other backloading features as well. This 
produces an indexing provision that causes no revenue loss until 2004 or 2005 and 
actually increases revenue in 2000 and 2001. (The revenue increase in these years largely 
reflects the acceleration of capital gains tax revenue that otherwise would be collected 
in later years.) An identical backloaded indexing provision was part of the vetoed 1995 
reconciliation bill.

As explained below, designing a capital gains indexing provision in this manner 
allows congressional tax cutters to shoehorn both capital gains indexing and a large 
capital gains rate cut or exclusion into the budget agreement totals, since capital gains 
indexing would not begin to lose money until the seventh or eighth year. Moreover, 
because a capital gains indexing provision of this nature would raise revenue in 2001 
and especially in 2002, it has the perverse effect of financing additional tax cuts during 
the first five years.



Cost in Second Ten Years is Approximately $650 Billion
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The increases in cost of the tax cut in the budget agreement year-by-year path are $2.8 billion from 
2004 to 2005, $4.8 billion from 2005 to 2006, and $5.4 billion from 2006 to 2007. The average increase of 
$4.33 billion understates the extent to which the tax package is growing at the end of the budget period.

2 GDP growth is assumed to be 4.6 percent each year. This is the growth rate for the years 2006 and 

2007 in the Congressional Budget Office March 1997 baseline.

One method of estimation is to assume that the cost of the tax cuts will grow by 
the same amount in each year from 2008 through 2017 as the average amount that the 
tables in the budget agreement show the cost will grow from 2004 through 2007. Using 
that assumption, the annual cost of the tax cut would rise from $41.6 billion in 2007 to $85 
billion in 2017. Estimated in this manner, the total cost of the tax cut in the 10-year 
period from 2008 through 2017 would be $654 billion.1

Using the average annual increment in cost between 2004 and 2007 as the basis for 
projection, as both of these methods do, does not fully capture the rate at which the tax 
cut is growing in cost at the end of the first 10 years. A third potential method of 
estimation would assume that the average rate at which the tax cut would grow between 
2004 and 2007 would continue through 2010; for the remaining seven years through 2017, 
the growth in cost is assumed — under this third method — to fall back to the rate of 
GDP growth. This also appears to be a somewhat conservative assumption, since the 
effects of backloading are likely to result in growth in the cost of the tax cuts that exceeds 
the growth of the economy for more than three years beyond the initial 10. Under this set 
of assumptions, the cost of the tax cut would rise from $41.6 billion in 2007 to $83 billion 
in 2117, and the cost in the 10-year period from 2008 through 2017 would be $670 billion.

To arrive at a more conservative estimate, one could assume that the backloading 
features would not cause costs to grow by the same amount throughout all of the second 
10-year period. One could assume, for example, that costs through 2012 would continue 
to rise each year by the average annual amount that costs would rise from 2004 through 
2007, but that after 2012, the cost of the tax cut would simply rise in tandem with the 
growth of the economy.2 Given the nature of capital gains indexing and of the 
backloaded IRA provisions, this approach may understate the revenue loss in the second 
10 years. Under these assumptions, the cost of the tax cut would rise from $41.6 billion in 
2007 to $79 billion in 2017, and the cost in the 10-year period from 2008 through 2017 
would be $636 billion.

The backloading gimmicks responsible for the sharp rise in the cost of the tax 
package between the eighth and the tenth year also will continue to push up the cost of 
the tax cuts in years after 2007. The tax cut is likely to lose between $600 billion and $700 
billion in the 10-year period from 2008 through 2017. Several methods of estimating the 
cost the tax cuts would have during the second 10-year period produce similar results.



Spending Initiatives and Tax Cuts
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In 1999, the domestic initiatives — at $6.1 billion — equal 54 percent of 
the $11.3 billion in net tax reductions.

Over the first five years as a whole, the domestic initiatives amount to 37 
percent — or about three-eighths — of the net revenue reductions.

This is because capital gains indexing and backloaded IRAs both utilize devices 
that induce taxpayers to pay additional taxes in the first five years of the budget 
agreement in exchange for very large tax breaks in later years. Once taxpayers have 
entered into such a bargain and paid additional taxes upfront, the government cannot 
renege on its promise of future tax breaks. Moreover, once taxes that otherwise would 
be collected in future years are accelerated into the initial five years covered by the 
budget agreement — as would be the case with both the capital gains indexing and IRA 
proposals — these taxes cannot again be collected in the future. The revenue "hole" 
created in future years is permanent.

such a heavy dose of backloading that the tax cuts increase revenues in the first five 
years. This result is achieved by accelerating into the five-year budget window some 
billions of dollars in revenue that otherwise would be collected in subsequent decades. 
IRA tax cuts backloaded in this manner ultimately lose very large amounts of revenue 
each year.

By 2007, the domestic initiatives are eroding in inflation-adjusted terms, 
having been held at $7 billion for four consecutive years. Meanwhile, the 
tax cuts have mushroomed to $41.6 billion a year. By this point, the 
domestic initiatives equal less than 17 percent — about one-sixth — of the 
net revenue reduction.

Since the tax cuts would be heavily backloaded and the revenue losses are 
heavily concentrated in the final years of the budget agreement, one might assume 
these tax cuts could later be reversed or suspended if deficits began to grow again. 
This, however, is not the case. Large portions of these revenue losses would be locked 
in permanently.

One noteworthy aspect of the budget agreement is that the Clinton domestic 
initiatives included in the package shrink over time in inflation-adjusted terms while 
the tax cuts grow larger.



Upper-Income Tax Cuts Grow in Relation to Middle-Income Tax Cuts
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The high-income tax cuts would continue to grow as a proportion of the 
total tax package each year through 2007 and beyond. By the tenth year, 
it is likely that at least two-thirds of the total tax cut would be 
concentrated in the upper-income provisions.

This shift over time in domestic initiatives as compared to tax cuts almost 
certainly would be paralleled by another shift — the erosion over time of middle-class 
tax cuts compared to upper-income tax cuts. Virtually all of the growth in the out-year 
costs of the tax cuts reflected in the budget agreement's 10-year table appears to be due 
to the mushrooming cost of three tax cuts primarily benefitting upper-income taxpayers 
— capital gains indexing, backloaded IRA tax cuts, and estate tax cuts. Although the 
middle-income tax provisions of the tax package initially constitute most of the tax 
relief provided, they dwindle over time as a proportion of the tax cuts overall. As the 
cost of the tax cut package burgeons in cost, the package increasingly becomes a tax 
relief package heavily tilted to upper-income households.

The capital gains and estate tax cuts and the expanded IRA provisions all 
are likely to be designed in ways that result in modest or no net revenue 
losses over the first five years of the agreement. As a result, the 
provisions that primarily benefit middle-income families — the child tax 
credit and the education initiatives — are likely to account for at least 
three-quarters of the cost of the package in the first five years.

In the second five years, however, the cost of the high-income tax cuts 
would begin to grow while the cost of the child tax credit is likely to 
begin declining (because the child tax credit is not expected to be indexed; 
it is not indexed in the Republican tax bills). It is probable that less than 
half of the tax cuts would be devoted to the middle-class tax benefits in 
the second five years. The capital gains, estate tax, and IRA tax breaks — 
which provide most of their benefits to upper-income taxpayers — would 
account for the majority of the tax relief during this period.

Over the second 10-year period, the initiatives would continue to shrink 
in relation to the net tax cut, eventually equaling about one-tenth of the 
size of the net tax cut.

During the first five years, the tax legislation to implement the budget 
agreement is likely to provide a greater share of its benefits to the middle 
class than the Senate Republican Leadership tax bill (S. 2) would have



The Design of Backloaded Tax Cuts
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provided. By the end of the 10-year period, however, the distribution of 
tax reduction benefits is likely to be similar to that in S. 2. In the second 
five years of the Senate Republican Leadership tax bill, tax cuts aimed 
primarily at middle-income families would account for just 33 percent of 
the tax cuts. By the tenth year, less than 30 percent of the tax benefits in 
S. 2 are devoted to middle-income relief.3

The agreement does not include details on the design of the tax cuts. The 
specificity of the year-by-year revenue loss numbers and the uneven pattern of those 
numbers, however, indicate they reflect a particular package and tax cut design. While 
the tax-writing committees can establish their own policies, the year-by-year revenue 
loss numbers included in the agreement suggest that one of the Congressional 
leadership's goals is to fit as much of its tax proposals (as reflected in S. 2) into the 
legislation as possible. Through aggressive backloading, that goal can be accomplished 
to a larger extent than many policymakers, journalists, and other observers have 
understood.

The budget agreement specifies the total amount of the tax cuts over the next 10 
years and the types of tax cuts to be included in the package. The "side letter" from the 
Congressional leadership to President Clinton states: "It was agreed that the net tax cut 
shall be $85 billion through 2002 and not more than $250 billion through 2007. We 
believe these levels provide enough room for important reforms, including broad­
based permanent capital gains tax reductions, significant death tax relief, a $500 per 
child tax credit, and expansion of IRAs." The letter goes on to say: "...it was agreed that 
the package must include tax relief of roughly $35 billion over five years for post­
secondary education, including a deduction and a tax credit. We believe this package 
should be consistent with the objectives put forward in the HOPE scholarship and 
tuition tax proposals contained in the Administration's FY 1998 budget to assist 
middle-class parents."4

How could a heavily backloaded package fit the major components of S. 2 plus 
the President's education initiative into the tax cut levels specified in the budget 
agreement? As the following discussion explains, this is possible through the creative 
use of phase-ins, backloading, and revenue-acceleration techniques.

3 Iris J. Lav, Senate Leadership Tax Proposals: Mushrooming Tax Cuts for High-Incomes Taxpayers Would 

Jeopardize Long-Term Budget Integrity, Center on Budget and Policy Priorities, March 1997.

4 Letter from Newt Gingrich and Trent Lott to The Honorable William J. Clinton, May 15,1997.
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As under the Senate Leadership plan, the year-by-year revenue numbers in the 
budget agreement table imply that the $500 child credit would not be indexed for 
inflation and thus would likely decline in cost in the latter years of the 10-year period, 
as well as in years after that.5 The tax credit in the Senate Leadership tax bill would 
cost $19 billion less in the second five years than in the first five years.

The capital gains tax cut is likely to be similar to the one included in the 
November 1995 reconciliation bill vetoed by President Clinton, which included both a 
50 percent capital gains exclusion and capital gains indexing. Under the 1995 bill and 
this year's Senate leadership tax bill, half of the profits from the sales of assets would be 
excluded from income. The legislation implementing the tax cuts in the new budget 
agreement could include a similar type of exclusion; alternatively, the maximum rate 
on capital gains income could be lowered in lieu of an exclusion. In addition, as noted 

5 Several factors account for the decline in cost. Over time fewer taxpayers near the bottom of eligibility 

income range would owe sufficient taxes to utilize the credit, because the personal exemption, standard 
deduction, and Earned Income Tax Credit are indexed to keep pace with inflation. Because the maximum 
income at which a family can qualify for the child credit is not indexed, there also would be a decline in the 
number of taxpayers with incomes near the phase-out range who would be eligible for the credit. Finally, 
there is an interaction between the child tax credit and the income tax provision known as the Alternative 
Minimum Tax. Because non-refundable credits are not allowed as an offset to minimum tax liability, some 
taxpayers that are required to pay AMT could lose some or all of their credit.

It also is possible that the age limitations on eligibility and/or the income levels 
at which the child tax credit is phased out will be a compromise between the 
President's proposal and the Senate Leadership tax bill. The Senate Leadership 
proposal would allow families with incomes up to $150,000 to receive some child tax 
credit, while the Administration plan would limit receipt of the credit to families with 
incomes below $75,000. The Leadership credit would extend to children under age 18, 
while the Administration credit would be available to families for children under age 
13. Eligibility limitations based on age and/or income could themselves be phased in, 
further holding down the near-term cost of the tax cut.

The child tax credit is likely to be phased in. For example, the credit could start 
at $300 in 1998, and rise to $400 in 1999 and $500 in 2000. A phase-in would likely be 
necessary to hold the cost of the child tax credit within the year-by-year revenue loss 
path reflected in the budget agreement table. The full $109 billion cost of the child tax 
credit in S. 2 over the first five years could not fit within the $85 billion net tax cut 
specified in the budget agreement.
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earlier, the capital gains indexing provision of the vetoed 1995 legislation is expected to 
be part of the forthcoming tax bill. As noted above, the year-by-year revenue path in 
the budget agreement table was designed to accommodate capital gains indexing 
starting in 2001.

Delaying the start of indexing until 2001 would result in a one-time increase in 
revenues in 2001 and 2002. Revenues would increase in these years because the 
indexing provisions would include an additional device that was part of the indexing 
provisions of both the vetoed reconciliation bill and S. 2. The additional device would

Beginning in 2001, a second, large capital gains tax cut would be added. From 
that point on, the purchase price of assets held for at least three years would be indexed 
for inflation when capital gains tax is figured at the time the asset are sold. This would 
essentially give investors a double tax break — in calculating the capital gains tax, part 
of an investor's profit would be shielded from taxation by indexing, while the 
remaining profit would be taxed at a much lower effective rate than under current law. 
As the box on page 10 explains, many very wealthy investors would actually pay about 
10 percent of their profits in capital gains taxes, rather than 28 percent as at present; 
they would secure a capital gains tax cut of more than 60 percent.

The inclusion of capital gains indexing also substantially increases the 
backloading of the tax cuts. Indexing would apply to the sale of assets held for at least 
three years after the starting date in 2001. As a result, indexing would begin to apply to 
taxes paid on assets sold in 2004; the capital gains indexing provision would result in 
no revenue losses before that time. The losses then would mount with each passing 
year after 2004. (Assets purchased in 2001 and sold in 2004 would qualify for three 
years of indexing; assets purchased in 2001 and sold in 2011 would qualify for 10 years 
of indexing. The cost of indexing would consequently rise for a number of years, 
during which it would be shielding a steadily growing share of capital gains profits 
from taxation.)

In the first few years following enactment of a capital gains exclusion or rate cut, 
only modest revenue losses would occur. The Joint Committee on Taxation assumes 
that if the effective rate of taxation on capital gains is reduced substantially, investors 
will respond by selling a large volume of assets to take advantage of the lower tax 
rates. The additional asset sales produce additional tax revenue in the short run, 
although most of this revenue simply represents an acceleration of revenue from 
subsequent years when the assets would otherwise have been sold. Within the five- 
year budget window, however, these accelerated revenue collections partially offset the 
revenue losses that result from reducing the effective capital gains tax rate. This keeps 
the size of the revenue loss from the capital gains tax cut much lower in the first five 
years than would otherwise be the case.
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Capital Gains Indexing Results in Tax Rate 
Lower than Lowest Rate on Wages

accelerate the collection of a substantial amount of revenue that otherwise would be 
collected in future years into fiscal years 2001 and 2002. The device works as follows.

Investors who own assets on January 1,2001 would be allowed to qualify these 
assets for indexing from 2001 forward. They would do so by paying capital gains taxes 
— at the new, lower effective tax rate on capital gains income — on the increase in the 
value of their assets from the time the assets were purchased until 2001. The bulk of 
these taxes would be paid in fiscal year 2002. Most of these taxes would not constitute 
additional revenue collections for the Treasury; to the contrary, this device accelerates 
the collection of revenues that otherwise would be collected in future years when the 
assets actually are sold.

Figure 2 shows the 10-year revenue loss caused by the capital gains provisions of 
the vetoed 1995 reconciliation bill. That bill included the same capital gains provisions, 
with the same backloading gimmicks, as those described here. As the Figure shows, 
those capital gains tax cuts would have produced a one-year revenue spike in 2002 but

The combination of a provision excluding half of the profits from the sale of assets 
from capital gains taxation and an inflation indexing provision (the capital gains provisions 
included in S. 2) would allow a substantial majority of capital gains income to escape any 
taxation. Consider a stock initially purchased for $100,000 and sold after five years for 
$134,000. Under current law, the investor would pay tax at a maximum rate of 28 percent on 
the $34,000 capital gain; the tax would equal $9,520. Under a 50 percent exclusion plus 
indexing, however, the price for which the investor purchased the stock would be adjusted 
for inflation and then only half the remaining gain would be subject to taxation.

Assuming inflation of three percent per year, the $100,000 purchase price first would 
be adjusted upward to approximately $116,000 to account for five years of inflation; the 
investor's capital gain thus would be considered to be $18,000 (the $134,000 sale price minus 
the indexed purchase price of $116,000) rather than $34,000. Fifty percent of this $18,000 gain 
would be excluded, making only $9,000 of it taxable. If the taxpayer was in the top income 
tax bracket (the 39.6 percent bracket), the taxpayer would pay tax of $3,580. This would 
represent a 62 percent tax reduction from the $9,520 in capital gains tax the investor would 
pay under current law.

Looked at another way, under current law, the investor would pay tax equal to 28 
percent of the $34,000 profit. Under the combination of a 50 percent capital gains exclusion 
and capital gains indexing, this investor would pay tax of $3,580 on this gain, an amount 
equal to only 10.5 percent of the $34,000 profit. This wealthy investor would pay a lower 
effective rate of tax on this profit than moderate-income families must pay on their wages and 
on interest they receive on modest savings accounts.
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The indexing provision in the Contract would have allowed indexing for assets 
held at least one year, and the value of all assets would have been eligible for indexing 
after the legislation's effective date. In examining this provision, the Joint Tax 
Committee found the cost of indexing would triple between the first five years and the 
second five years. In addition, the Joint Tax Committee estimated that the revenue loss

then began to lose substantial revenue, with the losses mounting as the years passed. 
The year-by-year revenue loss numbers in the budget agreement table are tailored to 
reflect a similar capital gains revenue loss pattern.

An indication of how large the future losses from indexing would be can be 
gleaned from the Joint Committee on Taxation's estimate of the cost of the capital gains 
indexing provision in the original "Contract with America." The Joint Committee 
estimated the cost of this indexing provision separately from the cost of other capital 
gains tax cut changes.

Capital Gains "Gimmick" in Vetoed November 1995 Bill 
Creates Revenues in 2002; Accelerates Future Losses
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Estate Tax
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In each year between the fifth year and the tenth year, the revenue loss would 
grow by more than $1 billion, according to these Joint Tax Committee estimates. 
Revenue losses resulting from indexing would be likely to continue growing at that 
pace for a number of years after the tenth year.

The full revenue impact of this increase in the estate tax exemption would be 
delayed beyond 2004. Probate and settlement of an estate generally must precede tax 
filing, and most estate tax returns for people who die in 2004 will be filed for tax years 
2005 through 2007 and will not affect revenues until fiscal years 2006 through 2008. As 
a result, the full impact of the increased estate tax exemption in S. 2 would not be seen 
until after the 10-year budget period ends in 2007.

from indexing would reach $9.2 billion in the tenth year; the loss was continuing to 
grow at that point.6

6 Joint Committee on Taxation, Estimated Revenue Effects of the Tax Provisions Contained in the "Contract 

with America," February 6,1995. These losses were in addition to the cost of the 50 percent capital gains 
exclusion also included in the contract proposal.

These delays also mean that tax writers could decide to raise the estate tax 
exemption further to $1.2 million, as some Republican Congressional leaders have 
suggested, by continuing to increase the exemption by $50,000 each year. If tax writers 
did so, little revenue loss impact from raising the exemption to $1.2 million rather than 
$1 million would be felt prior to 2007. The vast majority of the additional revenue loss 
would occur only after the 10-year period ended.

The package is likely to include a phased-in increase from $600,000 to either $1 
million or $1.2 million in the amount of an estate exempt from estate tax. In the Senate 
Leadership tax bill, the increase in the amount of an estate that is exempt from estate 
tax is phased in slowly over eight years in $50,000 annual increments. The exemption 
thus would reach $1 million for people who die and leave estates in 2004 and 
subsequent years.

The delays between the years for which increases in the estate tax exemption 
would be effective and the years in which taxes would be collected on the estates of 
individuals who died would reduce the cost of the cut in the estate tax in the five-year 
and ten-year budget windows. This is especially true in the five-year period. 
Although the estate tax exemption would reach $900,000 in 2002 under S. 2, estate taxes 
collected in fiscal year 2002 would be based on individuals who died in years for which 
the exemption ranged from $750,000 to $850,000.
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In addition, virtually all recent IRA proposals that would establish backloaded 
IRAs have included "rollover" provisions that further reduce the near-term revenue 
loss from IRA tax breaks and further enlarge the long-term loss. A rollover provision 
permits taxpayers to take funds that are now in conventional IRAs and transfer them to 
backloaded IRAs on which all future interest earnings would be tax-free (and from 
which withdrawals upon retirement would be tax-free). At the time of the transfer, the 
funds moved from conventional to backloaded IRAs would be taxed as ordinary 

Backloaded IRAs thus involve very little near-term revenue loss. But revenue 
losses mount over time as interest earned on a steadily increasing share of national 
savings is shielded from taxation.

Under a conventional IRA, depositors receive a deduction of up to $2,000 in the 
year that they make the deposit into their IRA account. When they retire and withdraw 
funds from the account, the withdrawals are taxed as ordinary income. By contrast, 
under a backloaded IRA, deposits in the accounts would not be deductible. But interest 
earned on funds in the account would be permanently free of tax. When depositors 
withdrew funds from the account after they retired, the withdrawals would be entirely 
tax free.

An expansion of eligibility for Individual Retirement Accounts could be 
accommodated within the costs of the tax package through the creation of a new type 
of "backloaded" IRA. The most likely IRA expansion would allow taxpayers of all 
income levels to utilize a new form of "backloaded" IRA, regardless of whether or not 
they are covered by an employer-sponsored retirement plan.

Restoring eligibility for a $2,000 IRA tax deduction would, however, be very 
expensive over the next 10 years. As a result, the IRA expansion likely to be included 
in tax legislation to implement the budget deal would enable taxpayers of all income 
levels to use a new type of "backloaded" IRA, under which most of the revenue loss 
that this tax break causes is postponed until after the end of the 10-year budget period. 
The vetoed reconciliation bill included a similar provision.

Under current law, married filers with adjusted gross income exceeding $50,000 
are not eligible to make deductible contributions to IRAs if they also have access to an 
employer-sponsored, tax-favored retirement savings plan. (Eligibility for IRA 
deductions was eliminated for these taxpayers in the 1986 Tax Reform Act as one of the 
base-broadening measures included in return for a substantial lowering of the top tax 
rate, then 50 percent.) The principal goal of IRA tax break proposals now before 
Congress is to restore the eligibility of these upper-middle and upper-income taxpayers 
for IRA tax preferences.
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Education Initiatives
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But the revenue losses then begin to mount. Backloaded IRA proposals can 
exceed $10 billion a year in cost by the tenth year, depending on their design. 
Moreover, the cost continues to mount for a number of years after the 10-year point, as 
interest on a steadily increasing share of national savings is sheltered from taxation 
(and as the effects are felt of having accelerated into the 1998-2002 period some billions 
of dollars in taxes on IRA deposits that otherwise would have been collected in later 
years). Past Joint Tax Committee estimates indicate that at the end of the initial 10-year 
period, the cost of backloaded IRA proposals is mounting at a rate of $1 billion a year.

income. This rollover feature is another gimmick designed to reduce the near-term cost 
of a new tax break by “borrowing from the future"; it would accelerate into the current 
budget period some billions of dollars in tax payments that otherwise would be made 
in future years when IRA account-holders retire.

IRA proposals that combine the creation of backloaded IRAs with a rollover 
provision have severe backloading effects. In the first five years, such proposals cause 
little revenue loss since no deductions are taken when IRA deposits are made. 
Furthermore, the rollover provision would accelerate billions of dollars in tax revenue 
that would have been collected in subsequent decades into the five-year budget 
window. As a result, generous IRA tax breaks fashioned in this manner can have little 
or no cost in the first five years. In fact, the original version of the Contract with 
America included a backloaded IRA of this type that the Joint Tax Committee estimated 
would raise $2 billion over the first five years.

The agreement specifies an intent to include in the tax legislation roughly $35 
billion over five years in an education tax credit and deduction, consistent with 
President Clinton's education tax proposals. Nevertheless, it may be noted that the 
"side letter" from the Republican Congressional Leadership to President Clinton uses 
different language to describe various components of the tax bill. In the case of capital 
gains, the word "permanent" is used to describe the tax cut. By contrast, for the 
education initiatives, the language specifies "roughly $35 billion over five years." If the 
capital gains, estate tax, and IRA provisions are designed in such a backloaded manner 
that there is not room for $35 billion in education tax cuts in the second five years, it is 
unclear what the tax-writing committees will do. The tax legislation the committees 
write could include a decline in the amount of education credits or deductions 
available to students and their families in the second five years. Alternatively, 
Congress could seek to sunset these tax provisions after the initial five-year period.
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Similar circumstances exist with respect to the funds now held in conventional 
IRA accounts that would be rolled over into the new backloaded accounts. Taxpayers 
choosing to roll over their funds would be doing so because the ability to earn tax-free 
interest in future years is worth more to them, given their personal financial 
circumstances, than the continued deferral of taxes on deposits in current IRA accounts. 
Once taxpayers trade their continued deferral by paying taxes now in exchange for 
future tax-free interest, the government must honor its side of the bargain. The interest 
cannot be taxed.

The two most highly backloaded components of the forthcoming tax legislation 
are likely to be the capital gains tax cut, which would include indexing plus either an 
exclusion of a portion of capital gains income or a reduction in the maximum capital 
gains tax rate, and the backloaded IRA accounts. By 2007, these two provisions are 
likely to account for a majority of the cost of the tax package.

Furthermore, both of these provisions accelerate into the first five years of the 
budget agreement many billions of dollars in revenues that otherwise would be 
collected in future years. Capital gains taxes that would have been collected in future 
years when assets are sold are collected in fiscal year 2002, as taxpayers qualify assets 
for indexing. Taxes on IRA deposits and earnings that would have been collected in 

For capital gains indexing, the "buy in" is the gimmick that would allow assets 
currently held by investors to qualify for indexing. To qualify, taxpayers would pay 
taxes on the gain in the value of their assets between the date an asset was purchased 
and the date on which indexing would become effective, presumably January 1,2001. 
(This is sometimes called "mark-to-market" because it is based on the market price of 
assets on the date the legislation specifies that indexing begins.) If taxpayers choose not 
to "buy in" to indexing, no taxes would be due until their assets actually are sold at 
some point in the future. Each taxpayer who chooses to use the buy-in would be 
making a financial judgement that the ability to index future gains on assets is worth 
more to him or her than continued deferral of taxes on the assets until they are sold. 
Once taxpayers have made that judgement, have accepted the terms of the 
government's offer, and have paid tax on the gain in the value of assets as of the date 
that indexing takes effect, the government cannot renege on its part of the bargain. 
Indexing must remain in place.

Both capital gains indexing and the backloaded IRA (along with the rollover 
provisions) contain features that would be difficult or impossible to repeal or modify 
once they have been enacted and taken effect. The revenue losses for future years that 
would be set in motion by the provisions could never be stanched. This is true because 
taxpayers would pay taxes up-front to "buy in" to these future tax benefits.
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The increasing costs over time of the backloaded tax reductions discussed in this 
report would aggravate the very serious fiscal problems the nation faces when the baby 
boom generation begins to retire. As reports from CBO, the GAO, and other fiscal 
watchdogs have repeatedly emphasized, the nation will face daunting fiscal challenges 
in those years. The costs of Medicare, Medicaid and Social Security will swell as the 
number of elderly individuals mounts, and deficits will rise to dangerous levels. In 
addition, the ratio of workers to retirees will fall to a low level.

The budget agreement sets in motion reductions in spending for discretionary 
programs. Medicare, and Medicaid. Because the budget cuts must pay, however, for 
tax cuts that mushroom in cost in the very years the baby boomers begin to retire, the 
progress the budget agreement makes toward addressing our long-term fiscal problems 
is considerably more modest than would otherwise be the case. Spending reductions 
used to finance burgeoning tax cuts are not available to help finance mounting 
retirement costs and control deficits.

future years when the holders of the accounts retire are collected over the next four or 
five years, as taxpayers roll over existing IRAs into the new backloaded accounts. 
Obviously, once these revenues are collected, they never can be collected again. In this 
way, the tax package borrows from the future to finance current tax cuts. Once the 
borrowing occurs, it cannot be undone.

Tax cuts such as those implied by the budget agreement may seem affordable in 
the short run. But they seem affordable only because they borrow revenues from 
future years and pass costs on to future generations. With the vanguard of the baby 
boom generation having already reached age 50, the nation can not afford to budget 
with this type of sleight of hand.



April 25, 1996

MEMORANDUM TO: Melanne Verveer

FROM:

RE: Short takes on education in budget agreement

1) Secretary Riley’s short press statement on the budget at 10:30 A.M., April 25, 1996.

2) Two versions of a grid on education; a one and a two pager.

Susan Frost
Office of the Undersecretary
U.S. Department of Education

Please find attached the following information of the education portion on the current budget 
agreement:
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The education budget agreement -- which restores funding for Safe and Drug Free 
Schools; for the Goals 2000 initiative to help communities raise academic standards; for School- 
to-Work; for our nation’s largest investment in basic education skills, Title I; and which allows 
colleges, families, and students to participate in the direct lending program -- is an important 
victory for parents, students, teachers, and every American working to improve education and 

expand educational opportunity.

As President Clinton has shown and as the American people believe, we can balance the 
budget while investing in quality education. If we abide by that conviction in a bipartisan fashion, 

we can help to prepare our young people for the challenges ahead.
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ED Research and 
Statistics
Finding and sharing what
works in education

Technology Challenge 
Grants/Nat Programs 
Local competitive grants 
for exemplary programs

Title I Grants to LEAs 
Helps 7 million children 
learn the basics and 
advanced skills in 50,000 
schools

Safe and Drug Free 
Schools
Helps schools become 
safer, more disciplined 
and drug-free

Special ED Grants to 
States
Helps provide services for 
almost 6 million children 
with disabilities

Charter Schools
Expands public school 
choice for parents

Bilingual/Immigrant
Education
Helps children leam
English and other subjects

GOALS 2000
Helps 12,000 schools 
raise academic standards 
and achievement

Education Budget Protected in 1996 - President Seeks Investment in 1997 
Final FY 1996 Appropriation Bill Compared to President’s FY 1997 Budget Request 

(In thousands of dollars)

Final
FYI***

Appropriation
Bill

Podge*
Request

FY199?
Appropriation

Technology Literacy
Fund
Provides students access 
to computers and teachers 
training for technology 
use

House
Passed
BilIFY

1996

Senate Bill 
with

Bipartisan ED 
Amendment

FY1996

FY1997
President’s
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$2,500 max grant

20,000 113,297 178,000176,000 178,000

616,508 616,508 616,508 679,000616,508

463,000 500,000463,000 463,000 463,000

N/A 130,000N/A N/A N/A

i Appropriation plus carry-over funds used to support maximum grant

40% Cap 
on loan 

volume and 
inadequate 

funds to run 
program

Adult ED State Grants 
Provides literacy skills to 
4 million adults

Direct Lending
Streamlines sutdent loans 
allowing students the 
opportunity to borrow 
money for college

Allows choice 
for schools and 
maintains funds 
to run program

School to Work
Provides support to local 
partnerships to strengthen 
students’ workforce skills

Vocational Ed Basic 
Grants
Provides students career 
and occupational skills

$2,440 
max grant

Allows choice for 
schools and 

maintains funds 
to run program

Allows choice 
for schools and 
maintains funds 
to run program

Allows 
choice for 

schools and 
maintains 

funds to run 
program

Pell Grants
Provides aid for 3.8 
million low-income 
college students

Perkins Loans
Provides campus-based 
loans for needy students

EX 1997
President’s

Budget
RequMt

April 25, 1996 

11:00 *.m.

Presidential Honors
Scholarships
Provides a $1,000 
scholarship to 130,000 
students graduating in the 
top 5% of their high 
school class

College Work Study
Provides students with 
employment opportunities 
to earn financial aid for 
college

Final
FY1996

Appropriation
BUI

FY 199S
Add rop nation

House
BUI

FY 1996

TRIO
Provides additional 
academic preparation to 
help 700,000 students 
enter and complete 
college

$2,470 max 
grant

$2,340 max 
grant

$2,700 max 
grant

Senate BUI with 
Bipartisan ED 
Amendment FY 
1996
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$2,340 max 
grant

Allows choice 
for schools and 
maintains funds 
to run program

40% Cap on loan 
volume and 

inadequate funds to 
run program

Allows choice for 
schools and 

maintains funds to 
run program

School to Work
Provides support to local 
partnerships to strengthen 
students’ workforce skills

Technology >M 
Clauroomt— Challenge 
Grant/Nat Programi 
Local competitive grants 
for exemplary programs

Direct Lending
Streamlines student loans­
allowing students the 
opportunity to borrow 
money for college 
directly.

Pell Granta
Provides aid for 3.8 
million low-income 
college students

Higher Standards—
GOALS 2000 
Helps 12,000 schools 
raise student achievement

Allows choice for 
schools and 

maintains funds 
to run program 

Education Budget Protected in 1996— President and Congressional Bipartisan 
Budget Agreement

Final FY 1996 Appropriation Bill Compared to FY 1995 Level
(In thousands of dollars)

House Passed Bill
FY 1996

FY 1995 
Appropriation

Reading and Math
Help— Title I (Graati to 
LEA»)
Helps 7 million children 
learn the basics in 50,000 
schools

April 25, 1996 

10:30 am

Safe and Drug Free 
Schoote
Helps schools become 
safer, more disciplined 
and drug-free

Senate Bill 
with

Bipartisan
Amendment to 
Restore Cuts—

1996

Preildent and 
CongresilonaJ 

Bipartuan 
Agreement 

FY 1996
Appropriation Bill



Clinton Signs Budget Bill; Domestic Spending Is Cut 10%

not engage in litigation to “reform a 
Federal or state welfare system.”

vanced-technology program of th( 
Commerce Department, but did no| 
eliminate it as many Republican! 
had wanted. The program will gel 
$221 million, down from $341 millioi 
last year.

The program, Mr. Clinton’s big 
gest foray into Japanese-style Indus 
trial policy, provides grants to com 
panies to develop high-risk technol 
ogies that seem too risky for venture 
-capital firms to underwrite.

year. The remainder results from disability benefits, 
cuts enacted this year as part of 1996
appropriations.

Space and Technology

For the space agency, Congress 

Legal Services
Congress cut the budget of the 

Legal Services Corporation by 30.5 
percent, to $278 million from $400 
million, and imposed new restric­
tions on the types of cases that may 
be handled by lawyers receiving 
Federal money.

Alan W. Houseman, director of the 
Center for Law and Social Policy, a 
public-interest law firm that re­
ceives no money from the Govern­
ment, said: “Thousands of low-in­
come people with legal problems will 
no longer be able to receive legal 
assistance. Local legal-aid offices 
are being closed. Lawyers and para­
legals are being laid off.”

The Federal program distributes 
money to 323 legal service organiza­
tions with a total of 1,200 offices. 
Under the new law, the Legal Serv­
ices Corporation may not give mon­
ey to any person or entity that “initi­
ates or participates in a class-action 
suit.” Such lawsuits have been used 
for years to enforce Federal and 
state laws and to protect the rights of 
low-income people seeking Medicaid, 
welfare, housing, Social Security and 

International Aid
The new Federal budget will alle­

viate the financial crisis that has 
been gripping the United Nations and 
many other international organiza­
tions that depend heavily on Ameri­
can contributions.

The budget provides $892 million 
for all international groups including 
the United Nations, up from $873 
million last year. The 1996 figure is 
close to the $923 million that Presi­
dent Clinton originally requested and 
much more than the $700 million that 
would have been provided under a 
bill that he vetoed last fall.

For peacekeeping operations, the 
Administration originally wanted 
$445 million. The new budget pro­
vides $359 million, but that is more 
than the $225 million earmarked last 
fall. At a news conference in Oslo, the 
United States representative to the 
United Nations, Madeleine K. Al­
bright, expressed satisfaction with 
the new budget.

The United States says it owes 
more than $1.2 billion in back dues to 
the United Nations, and the Adminis­
tration has proposed to pay its obli­
gations in installments over five 
years. But such payments depend on 
further action by Congress, and a 
State Department spokesman said 
today, “It will take a lot of persuad­
ing to get Congress to go along.”

Representative John R. Kasich, a 
Ohio Republican who is chairman d 
the House Budget Committee, a! 
serted that the new law made “th 
most significant reductions in Fee 
eral spending since World War II. 
Moreover, he said: “We have prie 
some money out of the hands (| 
Washington bureaucrats. We hav 
eliminated some absolutely absur 
programs, including one where w 
spent millions of dollars to eradicat 
ticks in Puerto Rico.” .

Representative David R. Obe 
Democrat of Wisconsin, said the la 
would save about the same amout 
of money as several bills vetoed b 
Mr. Clinton, but “in a far more fai 
and balanced way” than the Republ 
cans had intended.

The new law also says that law- 
______ yers receiving money from the cor- 

‘ Military spending will rise by $1.9 potation may not represent inmates 
billion, to $264.3 billion this year, the of Federal, state or local prisons;
budget office said. Together, the two may not lobby on any issue and may
categories of discretionary spending
account for less than one-third of the
Federal budget, which totals $1.6 tril­
lion this year.

The agreement, which Congres­
sional Republicans and the White
House concluded this week with im­
mense difficulty, makes a modest
contribution to the bipartisan goal of
balancing the Federal budget in sev­
en years. It does not affect interest
payments on the Federal debt. Nor
does it affect Medicare, Medicaid,
welfare and other benefit programs
whose financing is set by permanent
laws, rather than by annual appro­
priations. These benefit programs to­
gether account for slightly more
than half of all Federal spending.

Among the agencies sustaining
budget cuts are the Education De­
partment, which gets $25.2 billion
this year, down from $26.8 billion last
year; the Labor Department, which
gets $8 billion, down from $8.4 billion,
and the Department of Housing and
Urban Development, which gets
$19.1 billion, down from $24.7 billion.
The Commerce Department, which
some Republicans had sought to
abolish, receives $3.7 billion, down
from $4 billion last year.

Health and Human Services

Overall, the appropriations for thi 
Department of Health and Humai 
Services will rise to $197.4 billion thij 
year, from $179.2 billion in 1995. Bu 
the agency that finances research oi 
mental health, drug abuse and alco 
holism will get less money: $1.9 bil 
lion, down from $2.2 billion last year 

Money for the Healthy Start pro 
gram, which provides health care fo 
young children, will be reduced to $9 
million, from $104.2 million.

Congress cut the Low-Incom 
Home Energy Assistance Progran 
by more than one-third. The prd 
gram, which helps people pay heat 
ing bills, will get $900 million thi 
year, down from $1.4 billion las 
year. The House had voted to elimi 
nate the program, but the Senati 
insisted on providing $900 million 
Fuel deliveries to some poor peopl 
were interrupted because of uncei 
tainty over the program last wintel 

Elizabeth Morra, a spokeswoma] 
for the House Appropriations Coni 
mittee, said the new law would elimi 
nate the Bureau of Mines, a part C 
the Interior Department that r^ 
ceived $152 million last year.

Another unit of the Interior D4 
partment, the Bureau of Indian A| 
fairs, will get $1.6 billion this yeai 
which is $160 million less than I

• provided $13*9 billion this year, down received last year. ___
from $14.4 billion last year. It cut 
spending for the Environmental Pro­
tection Agency to $6.5 billion, from 
$7.2 billion last year. 

Lawmakers cut several programs 
of particular interest to Vice Presi­
dent Al Gore. A program to encour­
age innovative technology that pro­
tects the environment was slashed to 
$10 million this year, from $72 mil­
lion last year. A program to curb air 
pollution that contributes to global 
warming was cut to $80 million, from 
$108 million. And Congress eliminat­
ed a small program that teaches 
schoolchildren to observe and pro­
tect the environment by analyzing
samples of water.

Congress also cut one of President
Clinton’s favorite projects, the ad-
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By ROBERT PEAR

WASHINGTON, April 26 — A long- 
overdue budget bill signed today by 
President Clinton, combined with 
other actions taken by Congress in 
the last year, will cut domestic 
spending by $24 billion, or 10 percent. 
Most of the savings come from hous­
ing, labor,' education and Commerce 
Department programs.

Democrats rescued a few of Presi­
dent Clinton’s favorites, like the na­
tional service program known as 
Americorps. But Republicans 
squeezed spending across the board 
in a wide range of domestic pro­
grams, and many of the cuts were 
substantial.

For example, Representative Sid­
ney R. Yates, an Illinois Democrat 
who has served in the House for four 
decades, was exaggerating only a bit 
when he said that the 1996 appropria­
tions bill “sounds the death knell for 
for Endowments for the Arts and the 
Humanities.” The budget of the Na­
tional Endowment for the Arts will 
be cut 39 percent, to $99.5 million 
from $162.3 million last year. At its 
peak, in 1992, the endowment re­
ceived $175.9 million.

Jane Alexander, chairwoman of 
the arts endowment, said she was 
pleased that her agency had sur­
vived at all.

“The cuts are substantial,” Ms. 
Alexander said in an interview to­
night. “But the agency, which was 
once listed among the Republicans’ 
top 10 targets for elimination, is 
alive.” She said she believed the 
drive to eliminate the agency had 
lost momentum. “We are on the way 
up,” Ms. Alexander said. "It’s impor­
tant for artists and arts organiza­
tions not to despair.”

Still, Cherie L. Simon, a spokes­
woman for the agency, said that mu­
seums and dance, music, theater and 
arts education programs would feel 
the effects of the cuts.

Money for the National Endow­
ment for the Humanities, which sup­
ports a variety of scholarly and cul­
tural programs, will be cut 36 per- 
cent, to $110 million from $172 mil- 

4fbn last year.
In the vocabulary of Congress, out­

lays subject to annual appropriations 
are called discretionary spending. 
The Congressional Budget Office 
said today that domestic discretion­
ary spending this year would total 
$219.7 billion, down from $243.7 bil­
lion last year. Most of the savings — 
$16.2 billion of the $24 billion — result 
from Republican decisions to cancel 
the authority to spend money that 

i had been approved for the 1995 fiscal


