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Preamble

Throughout our nation’s history, Americans have found the courage to do right by our children’s
future. Deep down, every American knows we face a moment of truth once again. We cannot
play games or put off hard choices any longer. Without regard to party, we have a patriotic duty
to keep the promise of America to give our children and grandchildren a better life.

Our challenge is clear and inescapable: America cannot be great if we go broke. Our
businesses will not be able to grow and create jobs, and our workers will not be able to compete
successfully for the jobs of the future without a plan to get this crushing debt burden off our
backs.

Ever since the economic downturn, families across the country have huddled around kitchen
tables, making tough choices about what they hold most dear and what they can learn to live
without. They expect and deserve their leaders to do the same. The American people are
counting on us to put politics aside, pull together not pull apart, and agree on a plan to live
within our means and make America strong for the long haul.

As members of the National Commission on Fiscal Responsibility and Reform, we spent the
past eight months studying the same cold, hard facts. Together, we have reached these
unavoidable conclusions: The problem is real. The solution will be painful. There is no easy
way out. Everything must be on the table. And Washington must lead.

We come from different backgrounds, represent different regions, and belong to different
parties, but we share a common belief that America’s long-term fiscal gap is unsustainable and,
if left unchecked, will see our children and grandchildren living in a poorer, weaker nation. In
the words of Senator Tom Coburn, “We keep kicking the can down the road, and splashing the
soup all over our grandchildren.” Every modest sacrifice we refuse to make today only forces
far greater sacrifices of hope and opportunity upon the next generation.

Over the course of our deliberations, the urgency of our mission has become all the more
apparent. The contagion of debt that began in Greece and continues to sweep through Europe
shows us clearly that no economy will be immune. If the U.S. does not put its house in order,
the reckoning will be sure and the devastation severe.

The President and the leaders of both parties in both chambers of Congress asked us to
address the nation’s fiscal challenges in this decade and beyond. We have worked to offer an
aggressive, fair, balanced, and bipartisan proposal — a proposal as serious as the problems we
face. None of us likes every element of our plan, and each of us had to tolerate provisions we
previously or presently oppose in order to reach a principled compromise. We were willing to
put our differences aside to forge a plan because our nation will certainly be lost without one.

We do not pretend to have all the answers. We offer our plan as the starting point for a serious
national conversation in which every citizen has an interest and all should have a say. Our
leaders have a responsibility to level with Americans about the choices we face, and to enlist
the ingenuity and determination of the American people in rising to the challenge.

We believe neither party can fix this problem on its own, and both parties have a responsibility
to do their part. The American people are a long way ahead of the political system in
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recognizing that now is the time to act. We believe that far from penalizing their leaders for
making the tough choices, Americans will punish politicians for backing down — and well they
should.

In the weeks and months to come, countless advocacy groups and special interests will try
mightily through expensive, dramatic, and heart-wrenching media assaults to exempt
themselves from shared sacrifice and common purpose. The national interest, not special
interests, must prevail. We urge leaders and citizens with principled concerns about any of our
recommendations to follow what we call the Becerra Rule: Don't shoot down an idea without
offering a better idea in its place.

After all the talk about debt and deficits, it is long past time for America’s leaders to put up or
shut up. The era of debt denial is over, and there can be no turning back. We sign our names
to this plan because we love our children, our grandchildren, and our country too much not to
act while we still have the chance to secure a better future for all our fellow citizens.

16




The M

17




'The Moment of T'ruth: Report of the National Commission on I'iscal Responsibility and Reform

18




Figure 1: Debt as a Percent of GDP
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The Extended-Baseline Scenario generally assumes continuation of current law. The Altemative Fiscal Scenario
incorporates several changes to current law considered likely to happen, including the renewal of the 2001/2003 tax
cuts on income below $250,000 per year, continued Alternative Minimum Tax (AMT) patches, the continuation of the
estate tax at 2009 levels, and continued Medicare “Doc Fixes.” The Alternative Fiscal Scenario also assumes
discretionary spending grows with Gross Domestic Product (GDP) rather than to inflation over the next decade, that
revenue does not increase as a percent of GDP after 2020, and that certain cost-reducing measures in the heaith
reform legislation are unsuccessful in slowing cost growth after 2020. -

The Looming Fiscal Crisis

Our nation is on an unsustainable fiscal path. Spending is rising and revenues are falling short,
requiring the government to borrow huge sums each year to make up the difference. We face
staggering deficits. In 2010, federal spending was nearly 24 percent of Gross Domestic Product
(GDP), the value of all goods and services produced in the economy. Only during World War Ii
was federal spending a larger part of the economy. Tax revenues stood at 15 percent of GDP
this year, the lowest level since 1950. The gap between spending and revenue - the budget
deficit — was just under nine percent of GDP.

Since the last time our budget was balanced in 2001, the federal debt has increased
dramatically, rising from 33 percent of GDP to 62 percent of GDP in 2010. The escalation was
driven in large part by two wars and a slew of fiscally irresponsible policies, along with a deep
economic downturn. We have arrived at the moment of truth, and neither political party is
without blame.

Economic recovery will improve the deficit situation in the short run because revenues will rise
as people go back to work, and money spent on the social safety net will decline as fewer
people are forced to rely on it. But even after the economy recovers, federal spending is

19
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projected to increase faster than revenues, so the government will have to continue borrowing
money to spend. The Congressional Budget Office (CBO) projects if we continue on our current
course, deficits will remain high throughout the rest of this decade and beyond, and debt will
spiral ever higher, reaching 90 percent of GDP in 2020.

Over the long run, as the baby boomers retire and health care costs continue to grow, the
situation will become far worse. By 2025 revenue will be able to finance only interest payments,
Medicare, Medicaid, and Social Security. Every other federal government activity — from
national defense and homeland security to transportation and energy — will have to be paid for
with borrowed money. Debt held by the public will outstrip the entire American economy,
growing to as much as 185 percent of GDP by 2035. Interest on the debt could rise to nearly $1
trillion by 2020. These mandatory payments — which buy absolutely no goods or services — will
squeeze out funding for all other priorities.

Federal debt this high is unsustainable. It will drive up interest rates for all borrowers —
businesses and individuals — and curtail economic growth by crowding out private investment.
By making it more expensive for entrepreneurs and businesses to raise capital, innovate, and
create jobs, rising debt could reduce per-capita GDP, each American’s share of the nation's
economy, by as much as 15 percent by 2035.

Rising debt will also hamstring the government, depriving it of the resources needed to respond
to future crises and invest in other priorities. Deficit spending is often used to respond to short-
term financial “emergency” needs such as wars or recessions. If our national debt grows
higher, the federal government may even have difficulty borrowing funds at an affordable
interest rate, preventing it from effectively responding.

Large debt will put America at risk by exposing it to foreign creditors. They currently own more
than half our public debt, and the interest we pay them reduces our own standard of living. The
single largest foreign holder of our debt is China, a nation that may not share our country’s
aspirations and strategic interests. In a worst-case scenario, investors could lose confidence
that our nation is able or willing to repay its loans — possibly triggering a debt crisis that would
force the government to implement the most stringent of austerity measures.

Predicting the precise level of public debt that would trigger such a crisis is difficult, but a key
factor may be whether the debt has been stabilized as a share of the economy or if it continues
to rise. Investors, reluctant to risk throwing good money after bad, are sure to be far more
concerned about rising debt than stable debt. In a recent briefing on the risk of a fiscal crisis,
CBO explained that while “there is no identifiable tipping point of debt relative to GDP indicating
that a crisis is likely or imminent,” the U.S. debt-to-GDP ratio is “climbing into unfamiliar territory”
and “the higher the debt, the greater the risk of such a crisis.”

If we do not act soon to reassure the markets, the risk of a crisis will increase, and the options
available to avert or remedy the crisis will both narrow and become more stringent. If we wait
ten years, CBO projects our economy could shrink by as much as 2 percent, and spending cuts
and tax increases needed to plug the hole could nearly double what is needed today.
Continued inaction is not a viable option, and not an acceptable course for a responsible
government. '

' CBO, Federal Debt and the Risk of a Fiscal Crisis (July 2010).
11
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Our Guiding Principles and Values

In establishing this Commission, the President gave us a two-part mission: to bring the budget
into primary balance (balance excluding interest costs) in 2015, and to meaningfully improve the
long-run fiscal outlook. Our recommendations accomplish both of these goals, while keeping
the following core principles in mind: '

We all have a patriotic duty to make America better off tomorrow than it is today.
Americans are counting on us to pull together, not pull apart, to put politics aside and do the
right thing for future generations. Our country’s economic and national security depend on
us putting our fiscal house in order.

Don’t disrupt the fragile economic recovery. We need a comprehensive plan now to
reduce the debt over the long term. But budget cuts should start gradually so they don't
interfere with the ongoing economic recovery. Growth is essential to restoring fiscal strength
and balance.

Cut and invest to promote economic growth and keep America competitive. We
should cut red tape and unproductive government spending that hinders job creation and
growth. At the same time, we must invest in education, infrastructure, and high-value
research and development to help our economy grow, keep us globally competitive, and
make it easier for businesses to create jobs.

Protect the truly disadvantaged. We must ensure that our nation has a robust, affordable,
fair, and sustainable safety net. Benefits should be focused on those who need them the
most.

Cut spending we cannot afford — no exceptions. We must end redundant, wasteful, and
ineffective federal spending, wherever we find it. We should cut all excess spending —
including defense, domestic programs, entitlement spending, and spending in the tax code.

Demand productivity and effectiveness from Washington. We must use fiscal restraint
to promote reforms and efficiencies that force government to produce better results and
save money. We should insist on consistent productivity growth in our government.

Reform and simplify the tax code. The tax code is rife with inefficiencies, loopholes,
incentives, tax earmarks, and baffling complexity. We need to lower tax rates, broaden the
base, simplify the tax code, and bring down the deficit. We need to reform the corporate tax
system to make America the best place to start and grow a business and create jobs.

Don’t make promises we can’t keep. Our country has tough choices to make. We need
to be willing to tell Americans the truth: We cannot afford to continue spending more than we
take in, and we cannot continue to make promises we know full well we cannot keep.

The problem is real, and the solution will be painful. We must stabilize and then reduce
the national debt, or we could spend $1 trillion a year in interest alone by 2020. There is no
easy way out of our debt problem, so everything must be on the table. A sensible, realistic
plan requires shared sacrifice — and Washington must lead the way and tighten its belt.

21
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Keep America sound over the long run. We need to implement policies today to ensure
that future generations have retirement security, affordable health care, and financial
freedom. To do that, we must make Social Security solvent and sound, reduce the long-
term growth of health care spending, and tackle the nation’s overwhelming debt burden.

13




Overview

We propose a six-part plan to put our nation back on a path to fiscal health, promote economic
growth, and protect the most vulnerable among us. Taken as a whole, the plan will:

e Achieve nearly $4 trillion in deficit reduction through 2020, more than any effort in the
nation’s history. :

e Reduce the deficit to 2.3% of GDP by 2015 (2.4% excluding Social Security reform),
exceeding President’s goal of primary balance (about 3% of GDP).2

e Sharply reduce tax rates, abolish the AMT, and cut backdoor spending in the tax code.
e Cap revenue at 21% of GDP and get spending below 22% and eventually to 21%.

e Ensure lasting Social Security solvency, prevent the projected 22% cuts to come in
2037, reduce elderly poverty, and distribute the burden fairly.

e Stabilize debt by 2014 and reduce debt to 60% of GDP by 2023 and 40% by 2035.

Figure 2: Annual Deficits Under Commission Proposal (as percent of GDP)
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Note: Plausible baseline resembles CBO’s Alternative Fiscal Scenario, assuming the continuation of the 2001/2003
tax cuts protected by Statutory PAYGO, estate tax and AMT policies at 2009 levels, and a Medicare physicians’ pay
freeze. The baseline also assumes discretionary spending as requested in the President’s Budget and a gradual
phase down of the conflicts in Iraq and Afghanistan.

2 Note that increases in this deficit level as compared to the Co-Chairs’ November 10, 2010, draft do not reflect major
policy changes, but rather baseline changes to more honestly (and conservatively) account for the costs of the
conflicts in Iraq and Afghanistan
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The plan has six major components:

1) Discretionary Spending Cuts: Enact tough discretionary spending caps to force
budget discipline in Congress. Include enforcement mechanisms to give the limits real
teeth. Make significant cuts in both security and non-security spending by cutting low-
priority programs and streamlining government operations. Offer over $50 billion in
immediate cuts to lead by example, and provide $200 billion in illustrative 2015 savings.

2) Comprehensive Tax Reform: Sharply reduce rates, broaden the base, simplify the tax
code, and reduce the deficit by reducing the many “tax expenditures”"—another name for

spending through the tax code. Reform corporate taxes to make America more
competitive, and cap revenue to avoid excessive taxation.

3) Health Care Cost Containment: Replace the phantom savings from scheduled

Medicare reimbursement cuts that will never materialize and from a new long-term care
program that is unsustainable with real, common-sense reforms to physician payments,
cost-sharing, malpractice law, prescription drug costs, government-subsidized medical
education, and other sources. Institute additional long-term measures to bring down

spending growth.

2012

Discretionary Spending $49
Mandatory Spending $1

Spending in the Tax Code/ $0

Tax Reform
Other Revenue 81
Net Interest Savings $1

Total Deficit Reduction* $52

Projected Deficit Under Plan -$943
(excluding Social Security 6.0%
reform) Tu.U e

Projected Deficit Under Plan -$949
(including Social Security o
reform) -6.0%

2013

$102
$32

$20

$5

35
$164

-$655
-3.9%

-$646
-3.9%

20‘15’ ¥

$141
$47

$40

$11
$16

$255

-$469
-2.7%

-$455
-2.6%

2015 2018

$172 $194
$54 364

$80 390
$18 27
$33 58
$357 $433

-$440 -$456
2.4% -2.4%

-$421 -$432
-2.3% -2.2%

$32
$87

$509

-$404
-2.0%

-$372
-1.8%

$36
$119
$599

-$332
-1.6%

-$294
-1.4%

Figure 3: Deficit Reduction Under Commission Proposal (in billions)

3 2049

$261
$97

$150
$39

$155

$702

-$343
-1.6%

-$298
-1.3%

2020

$291
$104

$180
$43

$199

$817

-$333
-1.5%

-$279
-1.2%

*Note: Excludes Social Security
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4)

5)

6)

Mandatory Savings: Cut agriculture subsidies and modernize military and civil service
retirement systems, while reforming student loan programs and putting the Pension
Benefit Guarantee Corporation on a sustainable path.

Social Security Reforms to Ensure Long-Term Solvency and Reduce Poverty:
Ensure sustainable solvency for the next 75 years while reducing poverty among
seniors. Reform Social Security for its own sake, and not for deficit reduction.

Process Changes: Reform the budget process to ensure the debt remains on a stable
path, spending stays under control, inflation is measured accurately, and taxpayer
dollars go where they belong.

Figure 4: Federal Outlays, Revenue, Deficit, and Debt
Under Commission Proposal (as percent of GDP)

Outlays - Revenue Deficit Debt .
2010  23.8%  14.9%  -8.9%  62%
2015 21.6%  19.3%  -23%  70%
2020  21.8%  20.6%  -1.2%  65%
2025  21.8%  21.0%  -0.8%  57%
2030  21.6%  21.0%  -0.6%  49%
2035  21.0%  21.0%  00%  40%
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I. Discretionary Spending Cuts

Over the past decade, base discretionary spending (excluding war costs) has grown by 34
percent in inflation-adjusted dollars (64 percent in nominal dollars), and the President’s Fiscal
Year 201 1budget projects it to grow by an additional 6 percent to $1.26 trillion in 2015. In order
to bring down the deficit, Washington will have to rein in discretionary spending. Every aspect
of the discretionary budget must be scrutinized, no agency can be off limits, and no program
that spends too much or achieves too little can be spared. The federal government can and
must adapt to the 21% century by transforming itself into a leaner and more efficient operation.
Like its citizens, government must also be willing to do more with less and live within its means.

As the Chairman of the Joint Chiefs of Staff, Admiral Mike Mullen, has noted, the most
significant threat to our national security is our debt. The ability of the United States to keep our
country secure over time depends on restoring fiscal restraint today. Any serious attempt to
reduce the deficit will require deliberate, planned reductions in both domestic and defense
spending. The government will not be able to protect those in need or invest to achieve our
nation’s long-term potential growth if Washington squanders taxpayer dollars on duphcattve
programs with no measurable resuits.

In the 1990s, discretionary spending caps played a large role in bringing the budget into
balance. By establishing formidable boundaries to guide spending in future years, Congress
and the Administration will be forced to eliminate waste and excess in bloated agency budgets,
better target funding toward programs that demonstrate real results, and reduce duplication
throughout the federal bureaucracy.

The spending path recommended by the Commission is more than simply numbers on a page.
It is a vision for our future reflecting the values and priorities of the American people. We must
continue to invest in our future, but must not undermine those investments by leaving
generations yet to come with a debt they cannot repay. The Commission’s spending limits will
necessitate a more efficient government that invests wisely, spends Americans’ precious tax
dollars well, and is transparent and accountable for every dime.

RECOMMENDATION 1.1: CAP DISCRETIONARY SPENDING THROUGH 2020. Hold
spending in 2012 equal to or lower than spending in 2011, and return spending to pre-
crisis 2008 levels in real terms in 2013. Limit future spending growth to half the
projected inflation rate through 2020,

Under the Commission proposal, discretionary spending would be frozen at 2011 levels* in
2012, and brought down to inflation-adjusted pre-crisis levels in 2013. This path would
require serious belt-tightening to begin in 2012, followed by substantial nominal cuts in
2013. Underlying this path is an expectation that the government will need to decide what it
can no longer afford to do. Over the next 18 months, agencies will need to undertake a
thorough review of their budgets, working with the Office of Management and Budget (OMB)
to identify ineffective and redundant efforts, and distinguishing between core services and
programs that have simply continued through inertia. Congress will also need to critically
review all funded programs and make tough decisions to set priorities and reform or
eliminate a number of them. Although this process is especially important in the short-term,
before of 2013, it should be considered an essential part of an ongoing course of action to
assess and reassess budget priorities. The Government Accountability Office (GAQ) should
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be tasked to assist in this effort by identifying redundancies and reviewing performance,
where possible.

Beyond 2013, discretionary spending caps will demand continued efficiencies from the
government by holding spending growth to about half the rate of inflation. This approach will
help bring spending under control immediately, but do so in a way that takes into account
the fragile recovery in the near term and allows Congress and the President time to carefully
evaluate budget priorities going forward. Moreover, these caps would serve as a ceiling
rather than a floor — so members of Congress would be free to cut spending below the caps
in the appropriations process.

The path would be as follows:

Figure 5: Discretionary Path Under Commission Proposal

Commission R S VI 2012- - 2012.-
Proposal 2012 2013 2014 2015 2016 - 2017':- 2018 2019 2020 2015 ° 2020°
Total 1,098* 1,043 1,050 1,061 1,072 1,084 1,095 1,106 1,117 4,251 9,724
Security 688* 654 658 665 672 679 686 693 700 2,664 6,095
Non-security 410* 389 393 396 400 405 409 413 417 1,687 3,630
President's
Request 1,180 1,196 1,229 1,266 1,293 1,324 1,359 1,397 1,442 4,872 11,686

CBO baseline 1,143 1,164 1,191 1,222 1,257 1,290 1,323 1,357 1,390 4,720 11,337

Dollar amount
below President 84* 153 179 205 221 240 264 291 325 622 1,963
Percentage
below
President's

request 71% 128% 14.6% 16.2% 171% 181% 19.4% 20.8% 225% 12.8% 16.8%

Outlay savings 60 113 152 183 205 226 247 272 302 508 1,760

*Note: Levels will be set by the current Congress rather than the statutory caps, and that the 2012 levels wili be at or
below the final 2011 levels. $1098 represents a 12-month Continuing Resolution as a default, but the actual number
could differ significantly.

RECOMMENDATION 1.2: CUT BOTH SECURITY AND NON-SECURITY SPENDING.
Establish firewall between the two categories through 2015, and require equal
percentage cuts from both sides.

One of the Commission’s guiding principles is that everything must be on the table. In order
to achieve real spending discipline, Congress and the President must be willing to cut
excess spending wherever they find it.

Past budget agreements in 1990, 1993, and 1997 established firewalls between defense
and non-defense expenditures, requiring savings from both categories to keep spending
levels below the caps. Some past firewalls have also separated international affairs and
other categories. With new homeland security expenditures and increased spending on
veterans and international affairs, though, a firewall between security and non-security
spending is appropriate.

21
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The security category would include all defense spending, although for purposes of the caps
we address war spending separately. It would also include spending on nuclear weapons,
homeland security, veterans, and international affairs. All security spending, which
constitutes about two-thirds of the discretionary budget, has one overriding goal: to keep the
nation safe. The remaining third of the discretionary budget is dedicated to non-security
programs — the large array of domestic activities, including education, housing, law
enforcement, research, public health, culture, poverty reduction, and other programs.

The spending caps will remain in place through 2020, but consistent with past agreements,
the firewalls will lapse after 2015 in case adjustments in the balance between categories
become necessary.

RECOMMENDATION 1.3: ENFORCE CAPS THROUGH TWO MECHANISMS -- POINT OF
ORDER AND ABATEMENT. Require a separate non-amendable vote in House and 60-
vote point of order in Senate to spend above the caps. If caps are exceeded, impose
across-the-board abatement by the amount appropriations exceed the caps.

Tough discretionary spending caps must be accompanied by tough enforcement. The
Commission recommends establishing a belt-and-suspenders approach that enforces
discretionary caps through both a front-end point of order (to block passage.of a bill that
exceeds the caps) and a back-end, across-the-board abatement (to cut spending by an
amount sufficient to bring it back in line with the caps if the point of order is waived). The
Senate would not be able to proceed to a vote on final passage of an appropriations bill as
amended by the Senate until there is a final score of the bill from the Budget Committee. If
the score shows that the bill would exceed its allocation or result in the discretionary
spending limit being exceeded, it would be in order to consider a motion to re commit the bill
with instructions to reduce spending in the bill.

At the end of the session, CBO must certify that discretionary spending approved by
Congress was within the caps. If the caps are not met, OMB will be required to implement
an across-the-board abatement.

Any appropriations bill that would cause the caps to be breached — as well as any legislation
to suspend an abatement — would be subject to a point of order blocking passage of the bill.
The point of order could be waived only with a separate non-amendable vote in the House
and a separate vote in the Senate requiring 60 votes in favor. A budget resolution
recommending discretionary spending in excess of the caps in any year would lose its
privileged status, effectively then requiring 60 votes in the Senate.

RECOMMENDATION 1.4: REQUIRE THE PRESIDENT TO PROPOSE ANNUAL LIMITS FOR
WAR SPENDING. Create a separate category for Overseas Contingency Operations
(0CO).

Discretionary spending constraints must not ignore spending for the conflicts in Iraq and
Afghanistan and other future conflicts. At the same time, budget rules should not determine
war policy. In order to balance these competing goals, the Commission chose as a starting
point the more gradual of CBO’s troop drawdown scenario, while providing the President
and Congress with an opportunity to adjust the path to more accurately track with actual
projections of OCO spending needs.
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Spending for OCO would not count against the general security spending cap, but would
constitute a separate category subject to a dollar limit of its own. The Commission proposes
establishing limits on OCO spending based on CBO’s projection for a reduction of troop
levels to 60,000 by 2015. In his FY 2012 budget, the President may propose adjustments to
the limits on OCO spending to reflect the administration’s projections for the costs of current
war policy. Any spending above the OCO limit must be either offset or subject to a 60-vote
point of order (and all other requirements established for regular emergency spending).

OCO funds would be limited to spending that meets the OMB criteria for OCO designation.
Under these criteria funding for OCO could only be used in geographic areas in which
combat or direct combat support operations occur, and would generally be limited to: 1)
Operations and maintenance for the transport of personnel, equipment, and supplies to,
from and within the theater of operations; deployment-specific training and preparation for
units and personnel to assume their directed mission; and the incremental costs above the
funding programmed in the base budget to build and maintain temporary facilities; provide
food, fuel, supplies, contracted services and other support; and cover the operational costs
of coalition partners supporting US military missions; 2) Military personnel spending for
incremental special pays and allowances for Service members and civilians deployed to a
combat zone; and incremental pay, special pays and allowances for Reserve Component
personnel mobilized to support war missions; 3) Procurement costs to replace losses that
have occurred, but only for items not already programmed for replacement in the Future
Years Defense Plan; 4) Military construction spending for facilities and infrastructure in the
theater of operations in direct support of combat operations; and 5) Research and
development projects required for combat operations in these specific theaters that can be
delivered in 12 months.

RECOMMENDATION 1.5: ESTABLISH A DISASTER FUND TO BUDGET HONESTLY FOR
CATASTROPHES.

Restoring fiscal discipline requires honest budgeting. Any given disaster may itself be
unpredictable, but the need to pay for some level of disaster relief is not. Yet federal
budgets rarely set aside adequate resources in anticipation of such disasters, and instead
rely on emergency supplemental funding requests. The Commission plan explicitly sets
aside funds for disaster relief and establishes stricter parameters for the use of these funds.

The disaster fund budget authority (BA) will be limited to the rolling average of disaster
spending in the most recent 10 years, excluding the highest and lowest year. Any unused
budget authority will be rolled forward to increase the disaster fund BA available in the
following year. Any spending above the disaster fund limit must be offset with reductions in
spending or subject to a 60-vote point of order (and all other requirements established for
regular emergency spending).

The Commission recommends codifying a strict definition of what qualifies as a disaster, and
requiring Congress and the President to separately designate spending as an emergency
and as necessary for the purposes of disaster response.

To keep Congress accountable and encourage transparency, the Commission also
recommends the establishment of a searchable online database of all disaster spending,
similar to that found on the Recovery.gov website, to be maintained by the Government
Accountability Office and operational by January 1, 2012.
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RECOMMENDATION 1.6: STOP THE ABUSE OF EMERGENCY SPENDING.

In limited situations, some emergency costs may be necessary. However, such spending
must be subject to far greater accountability and transparency that it is today. Too often,
Congress uses the emergency designation as a loophole to get around fiscal restraints. The
Commission proposes several steps to make sure the emergency designation is used only
for true emergencies.

Congress should codify a strict, clear legal definition of emergency, such as the one used by
the Office of Management and Budget. Both houses should only use the emergency
designation to address urgent needs for costs that cannot be reasonably offset. Further,
Congress should designate each emergency provision individually and discontinue the
practice of using global designations. In the Senate, an emergency designation would be in
order only if (1) the proposed cost is certified as an emergency by the Senate Budget
Committee, pursuant to this definition; and (2) a point of order against the designation, if
raised on the Senate floor, is waived by at least a three-fifths majority. The House would
require designation either from the Budget Committee or through a separate, non-
amendable vote.

Costs not designated as emergency would be subject to discretionary spending caps,
statutory PAYGO, and any other enforceable budgetary limits agreed by Congress, such as
the Commission's proposed debt stabilization process.

RECOMMENDATION 1.7: FULLY FUND THE TRANSPORTATION TRUST FUND INSTEAD
OF RELYING ON DEFICIT SPENDING. Dedicate a 15-cent per gallon increase in the gas
tax to transportation funding, and limit spending if necessary to match the revenues the
trust fund collects each year.

Under current law, the Transportation Trust Fund has hybrid budget treatment in which
contract authority is mandatory, while outlays are discretionary. This hybrid treatment
results in less accountability and discipline for transportation spending and allows for budget
gimmicks to circumvent budget limits to increase spending. The Commission plan
reclassifies spending from the Transportation Trust Fund to make both contract authority
and outlays mandatory, and then limits spending to actual revenues collected by the trust
fund in the prior year once the gas tax is fully phased in. Shortfalls up until that point would
be financed by the general fund.

The Commission recommends gradually increasing the per gallon gas tax by 15 cents
between 2013 and 2015. Congress must limit spending from trust funds to the level of
dedicated revenues from the previous year. Before asking taxpayers to pay more for roads,
rail, bridges, and infrastructure, we must ensure existing funds are not wasted. The
Commission recommends significant reforms to control federal highway spending.
Congress should limit trust fund spending to the most pressing infrastructure needs rather
than forcing states to fund low-priority projects. It should also end the practice of highway
authorization earmarks such as the infamous Bridge to Nowhere.

RECOMMENDATION 1.8: UNLEASH AGENCIES TO BEGIN IDENTIFYING SAVINGS.

Every federal agency will need to do its part to live within tough spending caps. The
Commission recommends that as part of their annual budget submissions and
Congressional Budget Justifications, all agency heads should be required to identify a share
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of their budget recommended for cancellation and to identify ways to shift from inefficient,
unproductive spending to productive, results-based investment. As a tool to improve
productivity, agencies should be given a two-year window to conduct employee buyouts,
and expanded latitude for personnel realignment. Congress should also consider a “"BRAC
commission” for terminating major weapons systems, appointed and headed by the
Secretary of Defense, for trimming redundant or ineffective weapons from the Defense
Department'’s inventory.

RECOMMENDATION 1.9: ESTABLISH CUT-AND-INVEST COMMITTEE TO CUT LOW-
PRIORITY SPENDING, INCREASE HIGH-PRIORITY INVESTMENT, AND CONSOLIDATE
DUPLICATIVE FEDERAL PROGRAMS.

The Commission recommends creating a new, bipartisan Cut-and-Invest Committee to be
charged each year with identifying 2 percent of the discretionary budget that should be cut
and identifying how to redirect half of that savings, or 1 percent, into high-value investment.
Over the next decade, the Cut-and-Invest Committee will be expected to recommend more
than $200 billion in discretionary cuts, freeing up $100 billion for high-priority investments
America will need to remain competitive, such as increasing college graduation rates,
leveraging private capital through an infrastructure bank, and expanding high-value research
and development in energy and other critical areas.

The significant growth in domestic spending over the last decade has brought an alarming
proliferation of federal programs — many of which duplicate pre-existing federal efforts and
each other. Instead of eliminating outdated or ineffective initiatives, Congress often simply
creates more programs to address the same concerns. The result is a patchwork of
thousands of duplicative programs, nearly impossible to track and even harder to evaluate
for effective outcomes. Duplication results in unnecessary deficit spending and crowds out
important investments.

For example, the government funds more than 44 job training programs across nine
different federal agencies, at least 20 programs at 12 agencies dedicated to the study of
invasive species, and 105 programs meant to encourage patrticipation in science,
technology, education, and math. Many of these programs cannot demonstrate to Congress
or taxpayers they are actually accomplishing their intended purpose. Programs without
demonstrable results costs taxpayers billions of dollars and fail those the programs are
intended to serve. The Government Accountability Office (GAO) will soon release its first
annual duplication review of overlapping federal programs, agencies, and initiatives. The
Commission recommends that in 2011, congressional authorizing committees report out
legislation to consolidate and eliminate duplicative programs within their jurisdiction, and that
Congress rescind savings from reduced overhead and program elimination.

RECOMMENDATION 1.10: ADOPT IMMEDIATE REFORMS TO REDUCE SPENDING AND
MAKE THE FEDERAL GOVERNMENT MORE EFFICIENT.

In addition to these proposals, the Commission advises that through executive action,
congressional rule, and legislation, a number of steps be taken immediately to show
Washington can lead by example. The collected recommendations that follow wouldreduce
spending on both the security and non-security sides of the discretionary budget. Together,
they will save more than $50 billion in 2015 alone:
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1.10.1 Reduce Congressional and White House budgets by 15 percent. Although the
nation's economy continues to struggile, there's no recession in Washington. Like
most areas of government, the budgets for Congress and the Executive Office of the
President have grown significantly in recent years. For example, spending on the
legislative branch rose close to 50 percent from FY 2000 through FY 2010. Last
year Congress gave itself a nearly four percent budget increase. In order to tackle
our impending fiscal crisis, everyone must sacrifice — especially Washington. The
Commission’s proposal would reduce the budgets for Congress and the White
House by 15 percent. This proposal will save $800 million in 2015.

1.10.2 Impose a three-year freeze on Member pay. Unlike most Americans, members of
Congress benefit from an automatic salary increase every single year — deserved or
not. Before Congress can ask the American people to sacrifice, it should lead by
example. The Commission recommends an immediate three-year salary freeze for
all members of Congress.

1.10.3 Impose a three-year pay freeze on federal workers and Defense Department
civilians. Out of duty and patriotism, hardworking federal employees provide a great
service to this country. Butin a time of budget shortfalls, all levels of government
must trim back. In the recent recession, millions of private sector and state and
municipal employees had their wages frozen or cut back, and millions more lost their
jobs altogether. In contrast, federal workers’ wages increase annually due to ‘
automatic formulas in law, providing them with cost-of-living-adjustments totaling
more than five percent in the last two years. This proposal would institute a three-
year government-wide freeze on federal pay at every government agency, including
the Department of Defense civilian workforce. This proposal will save $20.4 billion in
2015.

1.10.4 Reduce the size of the federal workforce through attrition. The federal
government currently employs about two million people, and extends federal staffing
through thousands more contractors. Washington needs to learn to do more with
less, using fewer resources to accomplish existing goals without risking a decline in
essential government services. Over time, the Commission recommends cutting the
government workforce - including civilian defense — by 10 percent, or by 200,000.
As part of the transition to a smaller, more efficient workforce, this would mean hiring
only two new workers for every three who leave service. This proposal will save
$13.2 billion in 2015.

1.10.5 Reduce federal travel, printing, and vehicle budgets. Despite advances in
technology, federal travel costs have ballooned in recent years, growing 56 percent
between 2001 and 2006 alone. Government fleets, meanwhile, have grown by
20,000 over the last four years. Printing costs are still higher than necessary
despite technological advancement. We propose prohibiting each agency from
spending more than 80 percent of its FY 2010 travel budget and requiring them to do
more through teleconferencing and telecommuting. We also recommend a 20
percent reduction in the nearly $4 billion annual federal vehicle budget, excluding the
Department of Defense and the Postal Service. Additionally, we recommend
allowing certain documents to be released in electronic-only form, and capping total -
government printing expenditures. This proposal will save $1.1 billion in 2015.
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1.10.6 Sell excess federal real property. The federal government is the largest real
property owner in the country, with an inventory of more than 1.2 million buildings,
structures, and land parcels. Holding this unneeded property carries maintenance
costs and forgoes the opportunity to sell potentially valuable property. We propose
directing the GSA to loosen agency restrictions associated with selling unused
buildings and land. This proposal will save at least $100 million in 2015.

1.10.7 Eliminate all congressional earmarks. In FY 2010, Congress approved more than
9,000 earmarks costing taxpayers close to $16 biilion. Earmarks are not
competitively bid and are not subject to accountability metrics, making it difficult to
measure effectiveness or conduct cost-benefit analysis. Many of these earmarks are
doled out by members of Congress for parochial concerns in their districts and to
special interest groups. Examples of parochial earmark spending include $1.9
million for a Pleasure Beach Water Taxi Service in Connecticut, $900,000 for a
program encouraging Oklahoma students to role-play how to make tough choices as
members of Congress, and $238,000 for ancient-style sailing canoes in Hawaii,
among countless others. The Commission recommends the elimination of all
congressional appropriations and authorizing earmarks as well as limited tax and
tariff benefits. This proposal will save at least $16 billion in 2015.

RECOMMENDATION 1.11: FIND ADDITIONAL CUTS IN SECURITY AND NON-SECURITY
SPENDING.

To meet the discretionary spending caps we recommend above, Congress will have to
make tough choices. The list of illustrative savings options accompanying this report
includes $200 billion in potential savings in security and non-security discretionary spending.
This list includes more than enough specific savings options to meet our proposed caps.
Aithough not every option is supported by every Commissioner, this list is included to
illustrate a realistic, feasible path Congress could take to rein in discretionary spending.
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[I. Tax Refor:

America's tax code is broken and must be reformed. In the quarter century since the last
comprehensive tax reform, Washington has riddled the system with countless tax expenditures,
which are simply spending by another name. These tax earmarks — amounting to $1.1 trillion a
year of spending in the tax code — not only increase the deficit, but cause tax rates to be too
high. Instead of promoting economic growth and competitiveness, our current code drives up
health care costs and provides special treatment to special interests. The code presents
individuals and businesses with perverse economic incentives instead of a level playing field.

The current individual income tax system is hopelessly confusing and complicated. Many
taxpayers are required to make multiple computations to see if they qualify for a number of
benefits and penalties, and many dole out large sums of money to tax preparers. Meanwhile,
other taxpayers underreport their income and taxes, hoping to avoid the audit lottery. In short,
the Commission has concluded what most taxpayers already know — the current income tax is
fundamentally unfair, far too complex, and long overdue for sweeping reform.

The corporate income tax, meanwhile, hurts America’s ability to compete. On the one hand,
statutory rates in the U.S. are significantly higher than the average for industrialized countries
(even as revenue collection is low), and our method of taxing foreign income is outside the
norm. The U.S. is one of the only industrialized countries with a hybrid system of taxing active
foreign-source income. The current system puts U.S. corporations at a competitive
disadvantage against their foreign competitors. A territorial tax system should be adopted to
help put the U.S. system in line with other countries, leveling the playing field.

Tax reform should lower tax rates, reduce the deficit, simplify the tax code, reduce the tax gap,
and make America the best place to start a business and create jobs. Rather than tinker around
the edges of the existing tax code, the Commission proposes fundamental and comprehensive
tax reform that achieves these basic goals:

Lower rates, broaden the base, and cut spending in the tax code. The current tax code
is riddled with $1.1 trillion of tax expenditures: backdoor spending hidden in the tax code.
Tax reform must reduce the size and number of these tax expenditures and lower marginal
tax rates for individuals and corporations — thereby simplifying the code, improving fairness,
reducing the tax gap, and spurring economic growth. Simplifying the code will dramatically
reduce the cost and burden of tax preparation and compliance for individuals and
corporations.

Reduce the deficit. To escape our nation’s crushing debt and deficit problem, we must
have shared sacrifice — and that means a portion of the savings from cutting tax
expenditures must be dedicated to deficit reduction. At the same time, revenue cannot
constantly increase as a share of the economy. Deficit reduction from tax reform will be
companied by deficit reduction from spending cuts—which will come first. Under our plan,
revenue reaches 21 percent of GDP by 2022 and is then capped at that level.

Maintain or increase progressivity of the tax code. Though reducing the deficit will
require shared sacrifice, those of us who are best off will need to contribute the most. Tax
reform must continue to protect those who are most vulnerable, and eliminate tax loopholes
favoring those who need help least.
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Make America the best place to start a business and create jobs. The current tax code
saps the competitiveness of U.S. companies. Tax reform should make the United States the
best place for starting and building businesses. Additionally, the tax code should help U.S.-
based multinationals compete abroad in active foreign operations and in acquiring foreign
businesses.

RECOMMENDATION 2.1: ENACT FUNDAMENTAL TAX REFORM BY 2012 TO LOWER
RATES, REDUCE DEFICITS, AND SIMPLIFY THE CODE. Eliminate all income tax
expenditures, dedicate a portion of the additional revenue to deficit reduction, and use
the remaining revenue to lower rates and add back necessary expenditures and credits.

Fundamental tax reform will require significant revisions to the current tax code and will
need to take into account the transition to new and modified provisions. These tasks are not
insignificant and the Commission recognizes that for Congress and the President to
consider and implement these sweeping changes, a comprehensive process will be needed.
To this end, the Commission recommends requiring the House Committee on Ways and
Means and the Senate Committee on Finance, in cooperation with the Department of the
Treasury, to report out comprehensive tax reform legislation through a fast track process by
2012.

The Commission proposes tax reform that relies on “zero-base budgeting” by eliminating all
income tax expenditures (but maintaining the current payroll tax base, which should be
modified only in the context of Social Security reform), and then using the revenue to lower
rates and reduce deficits. The revenue from eliminating tax expenditures should be
dedicated to three clear purposes: 1) substantially lowering marginal tax rates; 2) reducing
the reduction; and 3) supporting a small number of simpler, more targeted provisions that
promote work, home ownership, health care, charity, and savings. As a matter of principle,
tax reform must increase or maintain progressivity.

A “zero plan” could reduce income tax rates to as low as 8%, 14%, and 23%. Even after
adding back a number of larger tax expenditures, rates would still remain significantly lower
than under current law.

Figure 6: Tax Rates Under Various Scenarios

Bottom Rate | Middie Rate Top Rate

Corporate
Rate

| Current Rates for 2010 - | 10% | 15% | 25% | 28% 33% | 35% | - 35%

Scheduled Rates for 2011 15% 28% | 31% | 36% | 39.6% 35%
Eliminate all Tax o o - o ,
Expenditures* 8% 14% : 23% 26%
Child Tax Credit +
Keep eron 9% 15% 24% 26%
Enact lllustrative Tax Plan 12% 200, 28% 28%

(Below)*

*Dedicates $80 billion to deficit reduction in 2015 and taxes capital gains and dividends as ordinary income.
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In designing tax reform, Congress must abide by the following parameters in order to
receive a fast-tracked status:

2.1.1 Cutrates across the board, and reduce the top rate to between 23 and 29
percent. Real tax reform must dedicate a portion of the savings from cutting tax
expenditures to lowering individual rates. The top rate must not exceed 29%.

2.1.2 Dedicate $80 billion to deficit reduction in 2015 and $180 billion in 2020. In
additional to reducing rates, reform must be projected to raise $80 billion of
additional revenue (relative to the alternative fiscal scenario) in 2015 and $180 billion
in 2020. To the extent that the dynamic effects of tax reform resulit in additional
revenue beyond these targets, excess funds must go to rate reductions and deficit
reduction, not to new spending.

2.1.3 Simplify key provisions to promote work, homes, health, charity, and savings
while increasing or maintaining progressivity. Congress and the President must
decide which tax expenditures to include in the tax code in smaller and more
targeted form than under current law, recognizing that any add-backs will raise rates.
The new tax code must include provisions (in some cases permanent, in others
temporary) for the following:

o Support for low-income workers and families (e.g., the child credit and EITC);

Mortgage interest only for principal residences;

Employer-provided health insurance;

Charitable giving;

Retirement savings and pensions.

Additional tax expenditures could be added to the provisions above, but must be paid for
with higher rates. Furthermore, the revised code must increase or maintain progressivity,
across the income spectrum, relative to the alternative fiscal scenario. In enacting tax
reform, Congress and the President should design appropriate transition rules that minimize
economic distortions, achieve the necessary revenue targets, and allow taxpayers to adapt
to the changes.

Though the precise details and exact transition rules should be worked out in a variety of
ways by the relevant congressional committees and the Treasury Department, the
Commission has designed an illustrative set of reforms that would accomplish the necessary
parameters for tax reform.

The plan below is an illustrative attempt to reflect the priorities of Commission members, but
Congress could choose different options. We developed this illustrative plan to
demonstrate that it is possible both to reduce rates dramatically and to achieve significant
deficit reduction if tax expenditures are eliminated or scaled back and better targeted.

39




‘I'he Moment of "I'ruth: Report of the National Commission on Fiscal Responsibility and Reform

Figure 7: lllustrative Individual Tax Reform Plan

Current Law

lllustrative Proposal (Fully Phased In)

Tax rates for
Individuals

In 2010, six brackets:
10%]15%]25%)] 28%|33%|35%. In
2011, five brackets:
15%)28%)31%/36%|39.6%

Three brackets: 12%|22%|28%

Alternative
Minimum Tax

Scheduled to hit middle-income
individuals but “patched” annually

Permanently repealed

PEP and Pease”

Repealed for 2010, resumes in 2011

Permanently repealed

EITC and Child
Tax Credit

Partially refundable child tax credit
of $1000 per child. Refundable EITC
of between $457 and $5,666

Maintain current law or an equivalent
alternative

Standard
Deduction and
Exemptions

Standard deduction of $5,700
($11,400 for couple) for non-
itemizers; personal and dependent
exemptions of $3,650

Maintain current law; itemized
deductions eliminated, so all individuals
take standard deductions

Capital Gains and
Dividends

In 2010, top rate of 15% for capital
gains and dividends. In 2011, top
rate of 20% for capital gains, and

dividends taxed as ordinary income*

All capital gains and dividends taxed at
ordinary income rates®

Mortgage Interest

Deductible for itemizers; Mortgage
capped at $1 million for principal and
second residences, plus an
additional $100,000 for home equity

12% non-refundable tax credit available
to all taxpayers; Mortgage capped at -
$500,000; No credit for interest from:

second residence and equity: -

Employer
Provided Health
Care Insurance

Excluded from income. 40% excise
tax on high cost plans (generally
$27,500 for families) begins in 2018;
threshold indexed to inflation

Exclusion capped at 75" percentile of
premium levels in 2014, with cap frozen
in nominal terms through 2018 and
phased out by 2038; Excise tax reduced
to 12%

Charitable Giving

Deductible for itemizers

12% non-refundable tax credit available
to all taxpayers; available above 2% of
Adjusted ‘Gross Income (AGI) floor

State and
Municipal Bonds

Interest exempt from income

Interest taxable as income for newly-
issued bonds

Multi‘plé retirement account options

Consolidate retirement accounts; cap-.
tax-preferred contributions to lower of

Retirement with different contribution limits; o7 g ,
saver's.credit of up to $1,000 $20,000 or 20% of '"°°.”,“ e, expand
__saver’s credit
Other_Tax Over 150 additional tax expenditures Nearly all other income taxsexpendltures
Expenditures are eliminated

3 PEP Is the Personal Exemption Phase-out; Pease is the phase-out of itemized deductions. PEP and Pease have phase-outs at different levels and are viewed

as stealth taxes.

4 Collectibles (e.g.. coin, art, antiques) are taxed at 28% and unrecaptured gain on real estate is taxed at 25%.

5 An alternative could be to exclude a portion of capital gains and dividends from income (e.g. 20%), reducing the effactive top rate on investment income. To
offset this while maintaining progressivity in the cods, the top rate on ordinary income would need to be increased.

6 Under this plan, a few tax expenditures remain, for instance no changes are mads to the tax treatment of employer pensions and tax provisions under PPACA
largely remain in place. Nota that the payroll tax base would remain the same as under current law, though there will be secondary revenus effacts on the payroll

tax side.
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