HOW BIG ISTHE REMAINING SURPLUS?
Committee on the Budget
United States Senate
June 28, 2001
Testimony of Robert L. Bixby
Executive Director, The Concord Coalition
Overview
Mr. Chairman, Senator Domenici, and members of the Committee, thank you for
inviting me to appear today to discussthe likely Sze of the federa budget surplusin light of the
recently passed tax cut and other potentia commitments. | am here representing the Concord
Cadlition, a bipartisan organization dedicated to strengthening the nation=s long-term economic
prospects through prudent fiscal policy. Concord=s co-chairs are former Senators, Warren
Rudman (R-NH) and Sam Nunn (D-GA).

The Concord Codlition is greatly heartened by the dramatic improvement in the federd
government=sfisca condition over the past few years. When the 1990s began the nation was
mired in large and growing deficits. Today, the budget isin surplus and is projected to remain
there for severa years. Debt held by the public has declined for three years running, and further
reductions are expected in the years ahead.

Given dl the good news, some may be tempted to conclude that fiscd disciplineisno
longer needed. Some may aso be tempted to conclude that debt reduction is no longer
important or that it will happen without effort. And others will assume that Socid Security,
Medicare, Medicaid and other age-related entitlement programs have been Asaved@by the
prosperity of recent years. Unfortunately, none of these conclusions are correct.

The chalenges of an aging society include fisca pressures that cannot be remedied
samply by assuming that projected budget surpluseswill bail us out. The inevitable growth in
gpending on age-related entitlement programs will put pressure on discretionary spending,
revenues, and public debt. Tough choices will need to be made to avoid burgeoning public debt
in the future.

In the years ahead, Congress and the Bush adminigtration face the critica challenge of
adopting aframework for using near-term budget surpluses to hep fill the huge long-term gap in
federd entitlement programs, and to further the nation=s continued economic well being. Thisis
certainly amore welcome chalenge than diminating budget deficits, but it is every bit asvitd.
And fiscd disciplineis every bit asimportant.

So far this year the budget debate has not centered on the long-term chalenge but on



the extent to which taxes should be cut. Meanwhile, it has been assumed that spending will be
reinedBin. Turning that assumption into reality could prove to be afar more difficult task than
cutting taxes O particularly in light of recent proposals to incresse spending on defense,
educetion, agriculture, Medicare and Socia Security.

As Congress now turns its attention from tax cuts to spending it is an gppropriate time
to assess the size of the remaining surplus. Aside from the $1.35 trillion 11-year tax cut, the
FY 2002 budget resolution assumed new mandatory spending of $460 hillion over 10 years, a
Acontingency fund@of $897 billion, and $2.4 trillion worth of debt reduction.

It dl adds up on paper, but only if today=s |ong-range economic projections are
accurate and only if anumber of questionable assumptions are made that tend to understate
likely expenses and overdtate likely revenues. Spending increases beyond the budget resolution
level or additiond tax cutsrisk dipping into the Socid Security and Medicare Part A trust fund
surpluses, which lawmakers have promised to reserve for debt reduction and/or needed
gructura reform of these programs.

Hovering over al of thisisthe near certainty that the long-range projections on which
these decisions are based will be wrong O perhaps by several hundred billion dollarsin either
direction. The immediate danger is not that the budget will quickly fal back into overdl deficit,
but that in such good times too many commitments will be loaded onto the thin ice of long-term
surplus projections.

How big isthe remaining sur plus?

With that as background, let me turn to the question at hand: how big isthe remaining
aurplus? There are redly two ways of answering this question. It can be answered in atechnical
sense by looking at the most recent CBO baseline and subtracting the effect of the tax cut,
which as of now represents the only legidated clam on the surplus. Using this calculetion, the
remaining 10-year surplus excluding Socia Security and Medicare Part A is $1.08 trillion.

The second way of answering the question isto look not just at the effect of the tax cut
but dso at the spending assumptions contained in the budget resolution. The result iswhat might
be caled the Aavailable surplus@because it accounts for clams on the surplus that have not yet
been trandated into legidation. Subtracting the effects of budget resolution policies reduces the
available surplus to about $500 hillion. It isimportant to note, however, that dmost dl of this
supposedly available surplus comesin thefind 5 years of the 10-year projection. Thereisa
smdl surplus of about $26 hillion in FY 2002, not including the defense increase requested this
week by the Presdent. The available surplusin fiscal years 2003 through 2005 is essentidly
zero.



Beyond the budget resolution policiesit is aso rdevant to look at the likelihood that
certain assumptions made in the surplus projection will prove to be unredigtic. Prominent in this
regard are the assumptions that discretionary spending will hold & the leve of inflation for the
nine years beyond 2002, and that the various sunset provisonsin the tax cut will actualy go
into effect. If discretionary spending grows at 4 percent ayear rather than 2.6 percent as
assumed in the basdline, then the remaining $500 billion of available surplus would be
consumed. If discretionary spending keeps pace with GDP growth by increasing at roughly 5
percent annually, then the surplus would be reduced by about $1 trillion. Either of these
gpending assumptions seems more redigtic than the basdline. Discretionary budget authority has
grown by an average of 6 percent over the past three years and will grow by 7 percent this
year if the President=s defense request is ssimply added to the $661 billon budget resolution
total without offsets.

Another questionable assumption is that severd expiring tax provisons, including the
recently passed tax cut, will sunset before 2011. Adjusting the for the effects of the sunsets,
induding relief from the dternative minimum tax, would require an additiond $500 hillion of the
aurplus.

In short, the combined effects of the tax cut (adjusted for AMT rdief and sunsets) the
budget resolution mandatory spending policies, the extenson of expiring tax bregks, and 5
percent annud discretionary spending growth would, if enacted, diminate the entire Aavalladble@
surplus and produce a deficit of gpproximately $1 trillion. This sum would be covered by the
Medicare and Socid Security surpluses, so there would sill be atotd, or unified, surplus under
current economic projections even if dl of this new spending and additiond tax cuts took place.
What would be logt, however, isthe opportunity to use the full extent of the trust fund surpluses
to better prepare for the demographically driven fiscal challenges ahead.

Remaining surplusin the short-term OFiscal Years 2001 and 2002

The Aoff-budget@Socia Security surplus seems safe this year and next. Moreover,
the projected on-budget surplus seems sufficient to set the bar higher by aso reserving the
Medicare Part A trust fund surplus. While this god is clearly within reach, it will require fisca
restraint and a cooperative economy.

The FY 2001 tax rebate and the shift of $33 billion in anticipated corporate revenues
into FY 2002 leaves a thin margin of about $6 billion above the Socid Security and Medicare
Part A surplusesthisyear. In addition to the tax rebate, the budget resolution authorized $5.5
billion in additiona mandatory spending for agriculture this year and about $3 billion more in
discretionary outlays. On June 1, President Bush submitted a FY 2001 supplementa spending
request within the budget resolution limit. But there islittle room to add anything to the
Presdent=s request without offsets. Doing so would require dubious emergency desgnations,



or awaiver of the discretionary spending limit contained in the budget resolution. While these
options would get around the spending limit they would not change the bottom line, and so the
surplus would be diminished.

Given that three-quarters of the fiscd year has dready passed, it isunlikely that
Congress will be able to spend too much more in FY 2001 than currently anticipated even if it
wantsto. That does not mean, however, that anon-Socid Security, non-Medicare surplusis
assured. With asmal margin for error any unexpected increase in the cost of current programs
or adrop in projected revenues over the remaining months of FY 2001 could cause an
unintentiona dip into the Medicare Part A surplus (See Appendix A.) Asa practica matter,
there is no avallable surplus remaining this year.

Asfor FY 2002, Congress must struggle to maintain the tight budget resolution target of
$661 hillion in new discretionary budget authority O an increase of roughly 4 percent over this
year, but amarked decrease from the 6 percent average annua growth of the past three years.
Complicating the picture is the Bush Adminigtration=s recommendation for an increase of about
$18 billion in defense spending. The budget resolution dlows for an adjustment in defense
spending, provided that it does not cause anon-Socia Security, non-Medicare (HI) deficit.
While there appears to be room for the President=s request in 2002, the real question isthe
extent to which the on-going strategic defense review causes a higher discretionary spending
assumption and lower surplus projection over the long-term. Presumably, the FY 2002 request
isonly adown payment on higher increases to come, and it is not redlistic to assume that higher
defense pending can be entirely carved out of the existing non-defense basdline. In other
words, the defense request for FY 2002 should not be viewed in isolation. It is not intended to
be a one-time plus-up, but the beginning of a higher defense basdine. This Smply underscores
the point that, absent a new surge in surplus projections, Congress will have some tough trade-
offs to make between spending, tax cuts and savings.

As for mandatory spending, the budget resolution assumes increases for items such as
agriculture and hedlth insurance assistance totaing about $19 billion in FY2002. Legidation
must be enacted to actudly spend this money. If no such legidation is enacted, the surplus will
be higher. Again, thisinvolves atrade-off. But assuming that the budget resolution policies are
enacted, the current non-Socia Security, non-Medicare FY 2002 surplus appears to be about
$26 hillion. (See Appendix B.) The defense increase will take a substantid portion of this, but
the exact amount will depend on the outlays generated by the President=s request for $18
billion in additiona budget authority. Undoubtedly, legitimate emergency spending will aso
clam aportion of thissmal Aavalable@surplus.

The shift of $33 billion in revenues from this year into next is a bookkeegping gimmick
gpparently designed to ensure anon-Socid Security, non-Medicare surplusin FY 2002.
However, it undoubtedly will result in higher spending. If the revenue wereto remain in



FY 2001 it would go to debt reduction because it istoo late in the year to spend it. But when
shifted into FY 2002, most of it becomes available to spend.

Another complicating factor in next year=s outlook is uncertainty about whether
continued dow economic growth will cause areduction in CBO=s most recent revenue
projections. In January, CBO estimated that amild recession of about the same size asthe
1990-91 recession would cause a $65 billion drop in the FY 2002 surplus. While it does not
appear that the economy has entered a recession, the dow growth experienced so far in
FY 2001 raises the possibility that FY2002 revenues will be lower than currently projected. To
acertain extent, that effect has already been seen. Between January and May, CBO lowered
its revenue projections by $20 billion for FY2001 and by $10 billion for FY 2002.

Remaining 10-year surplus OFY2002-2011

The May 2001 CBO basdline update essentialy confirmed the January surplus
projection of $5.6 trillion over 10 years. Included in the $5.6 trillion totd is the $2.5 trillion
Socid Security trust fund surplus and the $400 hillion Medicare Part A trust fund surplus The
non-Socia Security, non-Medicare Part A projected surplusis $2.7 trillion. Under the budget
resolution assumptions and palicies, the Socid Security and Medicare surpluses can
theoretically remain untouched throughout the next 10 years. But there is very little room for
error, and even though the projected surplus over the next 10 yearsis enormous, most of it has
been spoken for or may be needed for things that were not included in the budget resolution=s
long-term assumptions. It is aso important to note that the projected surplus excluding Socid
Security and Medicare is heavily backloaded, with only 28 percent of it coming in the next five
years.

A. Uncertainty in surplus projections

Before reviewing in more detail the current and potentia daims on the surplus, it is
important to keep in mind that 10-year budget projections are highly uncertain. Thereisan
unfortunate tendency to discuss these numbers as if they were alottery payout, or money in the
bank. They are projections, and as the CBO will be thefirst to say, they are highly uncertain
projections.

Prior to 1992 CBO did not make 10-year projections. It is therefore impossible to
establish afair 10-year track record. However, CBO has been able to evduate its track record
of five-year projections. Its conclusions:

C Fiveyear projections have been off, on average, by 3.1 percent of GDP even after
adjudting for the effects of legidation.



C Applying that average error to the current baseline means that the projected total
surplus of $508 billion in 2006 could be off by more than $400 billion in either
direction.

C Ten-year projections are likely to be less accurate than five-year projections.

Given the higtoric error rate, Congress could well find itsdf with a much smdler surplus,
and anon-Socid Security deficit within the next five years, even without the tax cut, a
precription drug benefit, or any other surplus-eroding legidation. It is true that the numbers
could aso be wrong on the low Sde, asthey have been in recent years. As amatter of prudent
fiscd planning, however, it is best to err on the Sde of caution, particularly in light of the fisca
pressures that are certain to occur beyond the 10-year budget window as the baby boomers
begin to draw their Socia Security benefits and quaify for Medicare. Dealing with unexpected
good news is much easier than dealing with unexpected bad news. The options are more
pleasant.

It is dso relevant to note that nearly two-thirds (64 percent) of the projected $5.6
trillion 10-year surplus comes in the second five years when, if history isany guide, the
projection is likely to be off by severa hundred hillion dollars each year.

Discretionary spending O a key variable

Adding to the uncertainty of long-term projectionsis the assumption that must be made
about the growth rate of discretionary spending. The 10-year surplus that is now being
dedicated to tax cuts, new entitlement spending and debt reduction Alockboxes@is heavily
dependent on the assumption that discretionary spending, which includes defense, will grow no
fagter than the rate of inflation. Thisisavery fiscdly responsible god, but it isfar from certain to
be achieved. The table below demongtrates how different today=s 10-year surplus projection is
if it isassumed that discretionary spending grows a a higher, and probably more redigtic, pace
than assumed in the budget resolution. It will take alevel of fiscal restraint not seen in recent
yearsto smply vdidate the surplus that is now being divvied up.



Alternative scenarios for discretionary spending FY 2002-2011*

Rate of Growth ~ Additiona spending Interest Surplus decrease
4 percent $430 hillion $70 billion ($500 hillion)
5 percent** $340 hillion $150 hillion ($990 hillion)
6 percent $1,265 hillion $235 hillion ($1,500 hillion)
7 percent $1,720 hillion $310 hillion ($2,030 hillion)

* Concord Coalition estimates based on the May 2001 CBO baseline
** Similar to anticipated GDP growth

B. Current claimson the surplus

Assuming that the 10-year surplus projection is accurate, it is clear that a substantial
portion of it has dready been claimed. To begin with, the projected $2.5 trillion Aoff-budget@
Socid Security surplusis dedicated to debt reduction or reform of the program. The budget
resolution also sets up procedura protection for the $400 billion Medicare Part A trust fund
aurplus, dthough it permits use of this money for a Medicare reform plan that improves access
of beneficiaries to prescription drugs.

By far, the largest dam on the remaining surplusisthe tax bill sgned into law by
President Bush on June 7. This $1.35 trillion 11-year tax cut is heavily backloaded and riddled
with gimmicks. Because mogt of its provisons are phased in dowly, nearly 60 percent of the tax
cut occursin the last five years (2007-2011), when today=s surplus projections are in their
most uncertain period. Many of the individua provisions are even more backloaded.

Tax provison 2001-2006 2007-2011 Y ear of

% of cost % of cost full phasein
Ovedl plan 41 59 2010
Rate reductions 45 55 2006
Child credit 36 64 2010
Marriage pendty 29 71 2008



Edate and Gift 18 82 2010

Pensonsand IRAS 44 56 2008

Source: Joint Committee on Taxation, May 26, 2001, Estimated Budget Effects of H.R. 1836.
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Fitting the tax cut into the available surplus requires the following assumptions:

Today=s surplus projections are accurate or too pessmistic to begin with
Discretionary spending will grow no faster than the rate of inflation for 10 years

The sunset will be dlowed to take effect, causing amassive tax increase in 2011
Congress will do nothing as the number of Americans subjected to the Alternative
Minimum Tax (AMT) grows from 1.4 million to 35.5 million in 2010, cancdling out a
portion of the tax rdlief the bill purportsto give

Congress will alow dozens of popular tax bresks, which have been routindy renewed
in the pagt, to expire

Socid Security reform will not require resources from the non-Socia Security surplus
A Medicare prescription drug benefit will cost no more than the 10-year $300 billion
set aside for this purpose in the budget resolution

Alone, each of these is a questionable assumption. It Sretches credibility to believe that

al of them will cometo pass.

A cloudy sunset

One of the most confusing and controversd aspects of the tax hill is that the entire thing

is presumed to Asunsat@eat the end of 2010. This remarkable assumption made it possible to
cut taxes by a greater amount in the first 10 years of the plan than would otherwise have been
possible without technicaly exceeding the $1.35 trillion 11-year limit imposed by the budget
resolution. If taken literdly, the sunset provison meansthat as of January 1, 2011:

OO0O0000O0

The top rate will rise from 35 percent back to 39.6 percent

All other rates will go up by 3 percentage points

The new 10 percent bracket will be eiminated

The Amarriage pendty@will reappear

The maximum annua contribution limit for IRAs will revert to $2,000 from $5,000
The child credit will revert to $500 after having risen to $1,000 just 12 months earlier
The estate tax will come back to life, like Dracularisng from the grave, one year after
its supposed demise in 2010

Obvioudy, the sunset provison should not be taken literaly. The very absurdity of the



result guarantees that it will never happen. The red sgnificance of the provison isthat it alowed
lawmakers to temporarily avoid making hard choices about which tax cuts would have to be
eiminated from the hill to fit within the carefully negotiated budget resolution limit of $1.35
trillion over 11 years.

Moreover, there are some mini-sunsets in the bill that also artificidly depress the cost
estimate. For example, the Alternative Minimum Tax (AMT) provision, which costs $14 billion
from 2001-2005, terminates at the end of 2004. A new above-the-line deduction for higher
education expensesis assumed to sunset after 2005. It isno more likely that these mini-sunsets
will take effect than it is that the overdl sunset will occur in 2010. They are Smply scorekeeping
gimmicks

All of the sunset provisons, teken together, result in an artificidly low cost estimate for
the totd bill. According to a preliminary estimate by the Joint Committee on Taxation, without
the sunsat provisions the 11-year revenue loss from the tax cut would rise by $138 hillionto a
total of $1.49 trillion. Adjusting the Alternative Minimum Tax to prevent the tax cut from
causing an even more dramatic rise in the number of AMT ratepayers than under pre-tax cut
law would add another $200 billion over 10 years. Findly, the cost of permanently extending a
number of current tax bresks scheduled to expire including the research and devel opment tax
credit, adds another $120 billion. In other words, instead of the assumed $1.35 trillion revenue
loss over 11 years, the number is closer to $2.2 trillion including higher debt service cogt.

The combination of backloading and sunsets makes the ultimate fiscd effect of the tax
cut difficult to assess. Its officid cost estimate assumes that dl of the phase-ins and sunsets will
occur on schedule. But two Congressional elections and a Presidentid election will take place
before the fina round of rate reductionsis effective, and before most of the Amarriage pendty@
relief even begins. There will be four Congressond eections and two Presidentid eections
before the estate tax is repealed and the child credit reaches $1000. It isfair to question
whether such delayed provisons will remain frozen in place over such along period before
taking effect. However, for purposes of assessing the 10-year budget outlook it must be
assumed that they will.

Unfortunady, it must dso be assumed by CBO that the sunsat provisons will take
effect as planned. Thisis a very troublesome assumption because it will artificidly inflate future
surplus projections, particularly for the years 2011 and beyond. If Congress chooses to
maintain the sunset provisons as the ultimate Atrigger@to protect againgt optimistic projections,
it should aso ensure that new policies be assessed againgt a baseline that accounts for the tax
cut asif the sunset provisons didn=t exist. Thefiction that the sunsets will take place as planned
should not be indulged to justify larger tax cuts or higher spending.



New mandatory spending claims

Thetax cut is not the only current claim on the 10-year surplus, but it isthe only one
that has been enacted into law. The budget resolution assumes new mandatory spending of
$460 hillion over 10 years.! Mogt of it is contained in Areserve funds@designated for specific
purposes. The fact that Congress has set aside these reserves in the budget resolution does not
mean that the money will actualy be spent. Specific legidation must be passed and signed into
law by the President before the mandatory spending reserves will have an effect on the budget.
However, for purposes of ng the available surplus, it is appropriate to subtract the new
mandatory spending contained in the budget resolution because it represents Congressiond
intent.

In the language of the budget resolution, aside from the Medicare prescription drug
provison, legidation to unlock each of the reserves, Amay not when taken together with al
other previoudy enacted legidation reduce the on-budget surplus below the leve of the of the
Medicare Hospita Insurance Trust Fund surplusin any fiscd year covered by this resolution. @

C. Itemsnot included in the budget resolution that may decrease the surplus

In addition to existing clams on the surplus, there are anumber of other initiatives thet
enjoy substantia support in Congress or the Adminidration. Turning these initiatives into
legidation will affect the surplus. Any such ligt involves subjective judgment, and cost estimates
are dependent upon how each palicy is actudly implemented. But it would be surprising if the
surplus were not reduced by legidative action on at least some of the following items:

C Defense increases O The budget resolution includes $3.65 trillion in budget authority
for defense over the next 10 years. But Secretary of Defense Dondd Rumsfeld is
conducting a broad ranging review of nationa security policy, and many expect him to
conclude his review by requesting substantia increases in the defense budget. This
year=s request for an additiond $18 billion is the firgt ingtalment, but the potentia fiscd
impact of the defense review will likely not be seen until the Presdent=s FY 2003
budget request is submitted in February 2002. However, making room for an increase
without raisng the overdl levd of discretionary spending or without making
corresponding cuts in the defense budget would require a virtud freeze in non-defense
discretionary spending. That is not arealistic prospect.

C Education increases O The Senate version of the budget resolution contained nearly
$300 billion over 10 yearsin new mandatory spending for education, much of it
earmarked for guaranteed funding of the Individuals with Disabilities Education Act
(IDEA). Ultimately, this provision was removed in the House-Senate conference before
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find passage of the budget resolution. But shortly theresfter, the Senate voted to
increase IDEA funding by $150 billion over 10 yearsin an amendment to its hill
reauthorizing the Elementary and Secondary Education Act (ESEA). The House
version of the education bill does not include 10-year guaranteed funding for IDEA.
Regardless of whether the Senate or House position prevails on the question of
guaranteeing IDEA funding, it seems likdly that more money will be spent on this and
other education programs than is contemplated in the budget resolution.

Alternative Minimum Tax reform O The AMT, which was designed to prevent
wesdlthy taxpayers from using a combination of deductions and tax bresks to pay little
or no income taxes, is not indexed for inflation. Over the years, the number of taxpayers
subject to the AMT has been dowly increasing. But without reform, the number of
taxpayers subjected to the AMT will shoot up from 1.4 million this year to 35.5 million
in 2010. The recently passed tax hill is responsible for about 15 million of these
prospective new AMT ratepayers. As aresult, agrowing number of taxpayers will not
receive the full amount of the tax cut they have been led to believe they will get. Given
that the god of the tax cut isto give money back to the taxpayers, it seems unlikely that
Congress will take away with one hand what it gives back with the other. Correcting
this problem is estimated to cost about $200 hillion according to the Joint Committee
on Taxation. Even with this correction, the number of taxpayers subjected to the AMT
will riseto over 20 million by 2011. Thus it is likely that additionad modifications will
have to be made to addressthe AMT problem that already existed before the tax cut.

Expiring tax provisons O Severd tax provisions (Aextenders@ are scheduled to
expire between 2002 and 2011. The largest is the research and devel opment tax credit.
Although most observers believe that these provisons will be extended most of them
were |eft out of the tax bill. Permanently extending the provisions scheduled to expire
this year dong with the popular research and development tax credit would lower
revenues by about $120 billion over 10 years.

Social Security reform O While President Bush has gppointed a Commission to
recommend actions to ensure the long-term sustainability of Socid Security, the budget
resolution does not reserve anything from the non-Socid Security surplus for this
purpose. Strictly speaking, Socia Security reform need not require a contribution from
the non-Socia Security surplus. But if, as reported, the Socia Security commisson
recommends that personaly owned accounts be created within the system the thorniest
question will be how such accounts should funded. As aframe of reference, using 2
percent of taxable payroll to fund a persona account reform plan would require roughly
$1 trillion over the next ten years. One source of such funding isthe Socid Security
aurplus, which by definition is dready dedicated to the payment of future retirement
benefits. However, given the strong desire of many lawvmakers to reserve the Socid
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Security surplus for debt reduction only, and the clear need for a source of up-front
funding to make the persona account concept work, it ssems very likdly that a
contribution from non-Socid Security revenues will be necessary.

C Emergency spending O Supplementa emergency appropriations are designed to
alow Congressto fund natura disaster relief, military operations, and other
unforeseesble events that develop after the regular appropriations bills have been
passed. The President=s Office of Management and Budget (OMB) estimates that the
average annud amount spent on naturd disaster relief is $5.6 hillion. According to
CBO, the average annua amount of total emergency appropriations, excluding Gulf
War expenses, between 1991 and 1999 was $8.9 billion. Nevertheless, the budget
resolution contains no earmarked funding to ded with natura disasters, or other
emergency needs. A House provision setting up a designated emergency fund of $5.6
billion in the FY 2002 budget was deleted in conference with the Senate. If history is
any guide, however, the money will be needed whether it is recognized in the budget
resolution or not. Over 10 years, routine emergency spending is likely to cost anywhere
from $50 to $90 hillion.

What about the Acontingency fund@?

To account for these and other uncertainties involved in any 10-year budget, the budget
resolution reserves approximately $900 billion in what has been caled a Acontingency fund.@
This $900 billion smply represents the portion of the non-Socid Security surplus that is not
committed to tax cuts, new spending, and interest cods.

Thefirgt daim on the contingency fund isthe Medicare Part A trust fund surplus, which
unlike Socid Security isan Aon-budget@item. Removing the Medicare Part A surplus from the
contingency fund lowers the totd to about $500 billion. There is ample reason to doubt whether
the likely costs of anticipated defense and educetion increases, AMT reform, renewal of
expiring tax provisons, Socia Security reform, emergency spending, and interest cogts, can all
be covered by this $500 billion contingency fund.

V. Beyond the 10-year budget window

Today=s mgjor budgetary decisons must not be viewed through a short-term lens. Fiscal
discipline is the key to providing for the unmet needs of the future. Somehow, sufficient resources
must be set aside to meet the huge retirement and hedlth care costs associated with the coming
Asenior boom. @The time to address the long-term challenge is now, while the demographics are
favorable and the budget is in surplus. The surpluses provide an opportunity to help mest this
chdlenge C but only if we are careful to preserve them.
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Absent from the budget debate so far is the one issue that will determine government's

sze and shape in the new century--the long-term growth in entitlement spending. Neither Sde
has any plan to dow that growth. In fact, to the extent that |eaders are talking about entitlements
at dl, it isto advocate adding new ones. Nevertheless, in advance of developing a plan for
dedling with the future financing requirements of Social Security and Medicare, Congress and
the President have enacted atax cut that, if dl the questionable sunsets are ignored, totals
amog $2 trillion.

The current trend in entitlement gpending remains unsugtainaole.

The three biggest benefit programs for seniorsCSocia Security, Medicare, and
MedicadCnow consume 43 percent of the federal budget, up from 15 percent in 1965.
On the current course they will consume roughly 80 percent of budget outlays by 2040.

All told, OMB projects that these three programs will nearly double as a percent of
GDP by 2040, from about 7 percent to over 14 percent.

According to the 2001 Trustees= report, Socia Security outlays will exceed
earmarked tax revenues by awidening margin sarting in 2016. By 2025, Socid
Security will face an annual cash shortfal of over $400 billion. By 2038, the last year
the trust funds are technically solvent, the annual shortfal will be over $1 trillion.

To cover these deficits, the trust funds will have to redeem their IOUs from the
Treasury. And to come up with the cash, Congress will have to hike taxes, cut other
gpending, consume surpluses if they exist, or borrow from the publicCexactly asif the
trust funds never existed.

Thisyear, dl Socid Security benefits could be paid for with atax rate of 10.5 percent
of payroll. By 2040, the Trustees project that they will cost 17.7 percent of payroll.
Add in Medicare Part A and the projected burden risesto 24 percent of each
worker=s taxable paycheck.

The recent prosperity has not lowered Medicare=s long-term cost rate. Nor has it
dtered the demographic, socid, and technologica forces driving up the future cost of
hedth care. Far from it: Following the recommendation of an officid technical pand, the
Trustees this year increased their projection of Medicare's long-term codt rete by a
staggering 60 percent.

Thisyear=s dynamic of cutting taxes while planning to raise spending cregtes the threat

of renewed non-Socia Security, non-Medicare deficits and may result in failure to reduce the
public debt to the low levels now projected. Savings from deficit reduction, and now surpluses,
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have helped provide the capital to increase the productivity of American workers O amajor
factor in the record growth of the last 10 years. Further gainsin productivity will become
especidly urgent when the retirement of the huge baby boom generation virtudly hdts the
growth in the size of the U.S. work force.

But even improved productivity is not a complete solution.?

In the language of the budget resolution, aside from the Medicare prescription drug
provison, legidation to unlock each of the reserves, Amay not when taken together with al
other previoudy enacted legidation reduce the on-budget surplus below the leve of the of the
Medicare Hospitd Insurance Trust Fund surplusin any fiscal year covered by this resolution. @

C. Itemsnot included in the budget resolution that may decrease the surplus

In addition to existing clams on the surplus, there are anumber of other initiatives thet
enjoy substantia support in Congress or the Adminidration. Turning these initiatives into
legidation will affect the surplus. Any such ligt involves subjective judgment, and cost estimates
are dependent upon how each palicy is actudly implemented. But it would be surprising if the
surplus were not reduced by legidative action on at least some of the following items:

C Defense increases O The budget resolution includes $3.65 trillion in budget authority
for defense over the next 10 years. But Secretary of Defense Dondd Rumsfeld is
conducting a broad ranging review of nationa security policy, and many expect him to
conclude his review by requesting substantial increases in the defense budget. This
year=s request for an additiond $18 billion is the firgt ingtalment, but the potentid fiscd
impact of the defense review will likely not be seen until the Presdent=s FY 2003
budget request is submitted in February 2002. However, making room for an increase
without raisng the overdl levd of discretionary spending or without making
corresponding cuts in the defense budget would require a virtud freeze in non-defense
discretionary spending. That is not arealistic prospect.

C Education increases O The Senate version of the budget resolution contained nearly
$300 billion over 10 yearsin new mandatory spending for education, much of it
earmarked for guaranteed funding of the Individuals with Disabilities Education Act
(IDEA). Ultimately, this provision was removed in the House-Senate conference before
find passage of the budget resolution. But shortly thereafter, the Senate voted to
increase IDEA funding by $150 billion over 10 yearsin an amendment to its bill
reauthorizing the Elementary and Secondary Education Act (ESEA). The House
verson of the education bill does not include 10-year guaranteed funding for IDEA.
Regardless of whether the Senate or House position prevails on the question of
guaranteeing IDEA funding, it seems likdly that more money will be spent on this and
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other education programs than is contemplated in the budget resolution.

Alternative Minimum Tax reform O The AMT, which was designed to prevent
wesdlthy taxpayers from using a combination of deductions and tax bresks to pay little
or no income taxes, is not indexed for inflation. Over the years, the number of taxpayers
subject to the AMT has been dowly increasing. But without reform, the number of
taxpayers subjected to the AMT will shoot up from 1.4 million this year to 35.5 million
in 2010. The recently passed tax hill is responsible for about 15 million of these
prospective new AMT ratepayers. As aresult, agrowing number of taxpayers will not
receive the full amount of the tax cut they have been led to believe they will get. Given
that the god of the tax cut isto give money back to the taxpayers, it seems unlikely that
Congress will take away with one hand what it gives back with the other. Correcting
this problem is estimated to cost about $200 hillion according to the Joint Committee
on Taxation. Even with this correction, the number of taxpayers subjected to the AMT
will riseto over 20 million by 2011. Thus it is likely that additionad modifications will
have to be made to addressthe AMT problem that already existed before the tax cut.

Expiring tax provisons O Severd tax provisions (Aextenders@ are scheduled to
expire between 2002 and 2011. The largest is the research and devel opment tax credit.
Although most observers believe that these provisons will be extended most of them
were |eft out of the tax bill. Permanently extending the provisions scheduled to expire
this year dong with the popular research and development tax credit would lower
revenues by about $120 billion over 10 years.

Social Security reform O While President Bush has gppointed a Commission to
recommend actions to ensure the long-term sustainability of Socid Security, the budget
resolution does not reserve anything from the non-Socid Security surplus for this
purpose. Strictly speaking, Socia Security reform need not require a contribution from
the non-Socia Security surplus. But if, as reported, the Socia Security commisson
recommends that personally owned accounts be created within the system the thorniest
question will be how such accounts should funded. As aframe of reference, using 2
percent of taxable payroll to fund a persona account reform plan would require roughly
$1 trillion over the next ten years. One source of such funding isthe Socid Security
aurplus, which by definition is dready dedicated to the payment of future retirement
benefits. However, given the strong desire of many lawvmakers to reserve the Socid
Security surplus for debt reduction only, and the clear need for a source of up-front
funding to make the persona account concept work, it ssemsvery likdly that a
contribution from non-Socid Security revenues will be necessary.

Emer gency spending O Supplementa emergency appropriations are designed to
alow Congressto fund natura disaster relief, military operations, and other
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unforeseeable events that develop after the regular gppropriations bills have been
passed. The President=s Office of Management and Budget (OMB) estimates that the
average annud amount spent on natura disaster relief is $5.6 hillion. According to
CBO, the average annua amount of total emergency appropriations, excluding Gulf
War expenses, between 1991 and 1999 was $8.9 hillion. Nevertheless, the budget
resolution contains no earmarked funding to ded with natura disasters, or other
emergency needs. A House provision setting up a designated emergency fund of $5.6
billion in the FY 2002 budget was deleted in conference with the Senate. If history is
any guide, however, the money will be needed whether it is recognized in the budget
resolution or not. Over 10 years, routine emergency spending is likely to cost anywhere
from $50 to $90 billion.

What about the Acontingency fund@?

To account for these and other uncertainties involved in any 10-year budget, the budget
resolution reserves approximately $900 billion in what has been caled a Acontingency fund.@
This $900 hillion Smply represents the portion of the non-Socid Security surplusthat is not
committed to tax cuts, new spending, and interest codts.

Thefirgt daim on the contingency fund isthe Medicare Part A trust fund surplus, which
unlike Socid Security is an Aon-budget@item. Removing the Medicare Part A surplus from the
contingency fund lowers the totd to about $500 billion. There is ample reason to doubt whether
the likely costs of anticipated defense and educetion increases, AMT reform, renewal of
expiring tax provisons, Socia Security reform, emergency spending, and interest codts, can all
be covered by this $500 billion contingency fund.

V. Beyond the 10-year budget window

Today=s mgor budgetary decisons must not be viewed through a short-term lens. Fisca
discipline is the key to providing for the unmet needs of the future. Somehow, sufficient resources
must be set aside to meet the huge retirement and health care costs associated with the coming
Asenior boom. @The time to address the long-term chalenge is now, while the demographicsare
favorable and the budget is in surplus. The surpluses provide an opportunity to help meet this
chdlenge C but only if we are careful to preserve them.

Absent from the budget debate so far isthe one issue that will determine government's
gze and shape in the new century--the long-term growth in entitlement spending. Neither Sde
has any plan to dow that growth. In fact, to the extent that leaders are talking about entitlements
at dl, it isto advocate adding new ones. Nevertheess, in advance of developing a plan for
dedling with the future financing requirements of Socia Security and Medicare, Congress and
the President have enacted atax cut that, if dl the questionable sunsets are ignored, totals
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amogt $2 trillion.
The current trend in entitlement gpending remains unsugtainaole.

C Thethree biggest benefit programs for seniorsCSocid Security, Medicare, and
MedicadCnow consume 43 percent of the federal budget, up from 15 percent in 1965.
On the current course they will consume roughly 80 percent of budget outlays by 2040.

C All told, OMB projects that these three programs will nearly double as a percent of
GDP by 2040, from about 7 percent to over 14 percent.

C According to the 2001 Trustees= report, Socia Security outlays will exceed
earmarked tax revenues by awidening margin Sarting in 2016. By 2025, Socid
Security will face an annual cash shortfal of over $400 billion. By 2038, the last year
the trust funds are technically solvent, the annual shortfal will be over $1 trillion.

C To cover these deficits, the trust funds will have to redeem their |IOUs from the
Treasury. And to come up with the cash, Congress will have to hike taxes, cut other
gpending, consume surpluses if they exigt, or borrow from the publicCexactly asif the
trust funds never existed.

C Thisyear, dl Socia Security benefits could be paid for with atax rate of 10.5 percent
of payroll. By 2040, the Trustees project that they will cost 17.7 percent of payroll.
Add in Medicare Part A and the projected burden risesto 24 percent of each
worker=s taxable paycheck.

C The recent prosperity has not lowered Medicare=s |long-term cost rate. Nor hasiit
dtered the demographic, socid, and technologica forces driving up the future cost of
hedth care. Far from it: Following the recommendation of an officid technical pand, the
Trustees this year increased their projection of Medicare's long-term codt rete by a
staggering 60 percent.

This year=s dynamic of cutting taxes while planning to raise spending creetes the threet
of renewed non-Socia Security, non-Medicare deficits and may result in failure to reduce the
public debt to the low levels now projected. Savings from deficit reduction, and now surpluses,
have helped provide the capital to increase the productivity of American workers O amgjor
factor in the record growth of the last 10 years. Further gainsin productivity will become
especidly urgent when the retirement of the huge baby boom generation virtudly hdtsthe
growth in the size of the U.S. work force.

But even improved productivity is not a complete solution.® Closing the gap between
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what government promises and what it can afford will require someone to give something up.
The one way to mitigate the sacrifice is to boost nationd savings in advance of the age wave.
Continued debt reduction is the government=s most direct contribution to net nationa savings.
Increasing nationa and persona savings is the single most effective policy the government can
pursue to promote long-term economic growth and retirement security. As public debt is
reduced, other policies such as retirement savings accounts aso play an important role.
Household savings are nowhere near adequate to prepare for ever-lengthening retirements.

Earlier thisyear, The Concord Codlition=s urged Congress to consder establishing a
system of mandatory, individualy owned retirement accountsto help ~ families build amore
ample nest egg while dleviating concerns that future budget surpluses will result in ether higher
spending or in alarge build up of government- owned private sector financid assets. We lill
believe that this would be the best way to use our prosperity of today to prepare for the fiscal
chdlenges of tomorrow. But funding such a savings program will be far more difficult, if not
impossible, if the bulk of the surplusis devoted to new spending programs or large escdating
tax cuts.

Budget surpluses must not be used as an excuse to abandon fiscd discipline. But asthe
recently passed tax cut demongirates, the temptation is great. The following Surplus Scorecard
demonstrates how easily today=s surpluses could be consumed. It is not a prediction.
Congress may or may not take action on severd of the itemslisted. The Surplus Scorecard is
intended to be ahard choices redlity check. Large as the surplus appears, policymakers must
il set priorities. And they must do so within the context of two very important cavedts.

C Thesaurplusisonly aprojection, and the further out it goes the more uncertain it
becomes

C More certain, because it is driven by demographics, isthe chdlenge of affording the
baby boomers= retirement and hedlth care costs.

Relying on today=s surpluses to enact a series of large escaating new commitments,
such as the recently passed tax cut or a Medicare prescription drug benefit, in advance of
developing a plan to fund the unfunded entitlements we dready have isto rely on the unrdiable
while ignoring the ineviteble,
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The Surplus Scorecard FY2002B 2011 as of June, 2001

Unified budget surplus $5.6 trillion

Social Security surplus - $2.5 trillion

On-budget surplus = $3.1 trillion

Reserve Medicare Part A surplus - $400 billion

Available surplus = $2.7 trillion
"~ Actionsto date

Tax Cut (H.R. 1836) - $1.66 trillion

(including debt service)

Remaining available surplus = $1.08 trillion

Budget resolution spending commitments

New mandatory spending - $460 billion
Non-reconciled tax cuts - $20 billion

Discretionary savings + $10 billion

Debt service - $110 billion

Remaining available surplus = $500 billion

Potential actions

Discretionary spending grows

at five percent per year - $840 billion

Ignore tax cut sunsets - $140 billion

Renew expiring tax breaks - $120 billion

Adjust Alternative Minimum Tax - $200 billion

Guarantee IDEA funding (S.1) - $150 billion
Veterans=retirement/disability (S170) - $40 billion

Debt service on the above actions - $300 billion
Potential new commitments = $1.79 trillion

Remaining available surplus

(assuming all of the above) = -$1.29 trillion
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$156 hillion

$28 hillion

$41 billion
$33 hillion
$5.5 hillion
$3 hillion
$2 hillion

$84.5 hillion
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APPENDIX A

FY 2001 Surplus at-a-glance*

Totd: $275 hillion
Socid Security:

On-budget surplus: $119 hillion
Medicare Part A:

Remaining surplus $91 hillion

Tax cut (H.R. 1836):
Corporate tax shift:
Agriculture increase:
Supplementd, etc.:

Debt sarvice:

Remaining surplus: $6.5 billion

*Based on the May 2001 CBO basdline.
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APPENDIX B



FY 2002 Surplus at-a-glance*
Totd: $304 hillion

Socid Security:
-$172 billion

On-budget: $132 hillion

Medicare Part A:
-$38 hillion

Remaining surplus: $H hillion
2001 revenue shift: $33 billion
Remaining surplus: $127 hillion

Tax cut:

-$71 billion

Mandatory increase:

-$19 hillion

Discretionary increase:
-$4 billion

Debt service:

-$7 billion
-$101 hillion

Remaining surplus: $26 billion**

* Based on the May 2001 CBO basdine.
** Does not include defense increase

! For The Concord Coalition=s perspective on the Medicare surplus see, AWhat Medicare Surplus?@Facing Facts
Alert Vol. VII, No.2 March 22, 2001. Available under Facing Facts Alerts at concordcoalition.org.

2 This number is $486 billion when measured against the May CBO baseline.

3 See, Concord Codlition Faci ng Facts Alerts, AThe New Economy: No Fiscal Cure-All,@Val. VI, No. 5, June 11,
2001 and AThe Budget Issue Everyone Is Avoiding, @Vol. VII, No.4, April 26, 2001.
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