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ISSUES RELATING TO THE BUDGET

This memo covers the following areas: turning Medicaid into a block grant; the
middle<lass tax cut; investments; and thinking strategically about budget cuts. I have
limited knowledge of what’s under consideration now and thus can’t comunent un
other issues.

I Medicaid Block Grant

An option has been developed to turn Medicaid into a block grant and cap it so
it grows at 7% to 8% per year {rather than at the higher rates at which it is currently
projected to grow). This is a very unwise idea for both substantive and political
reasons.

Substantive Problems

. Absent sbong action Lo reduce Lhe rate of growth in costs throughout the
U. S. health care system, this proposal would compel states to make large
cuts in Medicaid eligibility and /or services. The strong likelihood is that the
number of uninsured would rise significantly as a result.

S The proposal’s proporents apparently argue that the rate of growth in
Medicaid costs — projected at about 12% — is too high, and states should
be able to bring it down to 7% or 8%. This argument misses several
points. First, the 12 peccent rale of growlh in Meditdid costs is due not
only to the rise in health care costs throughout the U. S. health care system
but also to growth in the Medicaid beneficiary population. The number
of beneficiaries is growing at a rate of about four percent per year, for
three reasons: 1) federal requirements that states cover more poor children
each year; 2) the steady growth in the number of disabled people; and 3)
the steady increase in the number of low-income people who apply for
Medicaid when they lose employer-based coverage. Many states are
already moving aggressively to control the costs of health scrvices
reimbursed under Medicaid by shifting to managed care. To slow overall
growth further so it is 7% or 8%, the ftirst step that many states would
likely take — if freed from federal Medical requirements — would be to
reduce, or slow the increase in, the number of beneficiaries. That would
most certainly mean more uninsured people — and in particular, more
uninsured children.
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Of particular concern is the fact that the most important advance in health
care coverage for children over the past decade — the federally mandated
extension of Medicaid to cover virtually all low-income pregnant women
and young children and (by 2002) virtually all poor children through agc
18 — would be in serious jeopardy. The federal requirement would
disappear under the proposed block grant, and this would be a Likely
place for states to cut back.

Also in jeopardy would be the federal requirement that states provide
Early Periodic Screening, Diagnosis, and Treatment (EPSDT) exams for
children in Medicaid and provide Medicaid coverage for medical
problems uncovered by the FPSNT exams. This requirement, also, would
be dropped under a block grant.

Another group likely to be adversely affected would be elderly poor
people who are not on SSI. Federal law requires that Medicaid help pay
the ever-mounting Medicare premiums, deductibles, and co-paymcnts
that these low-income elderly face. Under the proposed block grant,
many states could be expected to pare back or drop this coverage.

Yet another problem is that Medicaid coverage would have to be cut back
sharply during recessions. Under the current entitiement structure,
increased federal Medicaid matching funds automatically become
available when state Medicaid caseloads and costs rise during recessions.
Under a black grant, a state’s federal Medicaid funding for a year would
be fixed; no additional funds would be provided if a recession hit. If the
econumy tumed down, many states would be forced to put new Medicaid
applicants (such as poor children in newly unemployed families) on
waiting lists for Medicaid.

Also, if a formula were developed to allocate block grant funds among
states, still another problem could arise. Some states would be big
“losers,” while other would be “winners.”

Political Problems

This propesal would be seen as an Administration flip-flop. One year,
the President proposes universal coverage. The next year, he proposes
changes that would swell the ranks of the uninsured.

As a result, this would likely be seen as crass political repositioning on the
part of the President. That would intensify the already too-widespread
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view that he lacks core beliefs and is essentially a4 pul who doesn’t stand
for basic principles.

Tt would anger the groups that supported the White House on health care
reform. Itwould antagonize governors as well. It's hard to figure out
who would like the proposal.

I1. Middle-Class Tax Cut

1 understand the political need to propose a middle-class tax cut. The question is
how to design it and how to pay for it. Here are some thoughts.

Keep the tax cut as modest as possible consistent with achieving its
political goals. The Administration’s tax cut will be a starting point, from
which the size of the tax cut will grow on Capitol Hill. And with the
halanced budget constitutional amendment likely to pass — and Social
Security and defense off-limits — a large tax cut will make the reductions
in other parts of the budget even more excruciating as we approach 2002.
(2002 is the year the budget has to be balanced under the proposed
constitutional amendment.)

Draw a firm line so high-income people don’t get the tax cut. Igather the
Whute House plans to do this.

Provide the tax cut in the form of a tax credit rather than in the form of an
increase in the personal exemplion or an expansion of eligibility for
Individual Retirement Accounts (IRAs). A tax credit provides the same
amount of tax relief to a family at $20,000 as to a family at $75,000. By
contrast, an increase in the personal exemption is worth nearly twice as
much to upper-middle income families in the 28% tax bracket as to lower-
middle and middle-income families in the 15% bracket. Expanding IRAs
is the least desirable of these approaches. IRA tax breaks are already
available to families with incomes up to $50,000 (about 70% of families).
A proposal to expand the [RA tax break would principally bencfit thosc at
higher income levels. Moreover, average middle-income families can’t
afford to put much into IRA accounts, while more attluent tamilies can.
The data showing that the expanded IRA tax bracket would be of little
value to typical middle-income families are strong. (There may also be
other middle-class tax cut options under consideration. I'm nol aware of
the specific tax cut proposals being considered.)
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For Loth political and policy reasons, the Administration shouldn’t
propose a tax cut that benefi® upper-middle income families more than
families right in the middle of the income spectrum or hard-working
families in the lower-middle class.

e If the tax cut is provided in the form of a tax credit, the credit should be at
least partally “refundable.” A refundable tax credit is one, like the
earned income credit, that provides a payment to families that qualify for
it but have incomes too low to owe income tax. A non-refundable credit
does not provide a payment to those owing no tax. A substantial fraction
of famulies with children owe no income tax and would not benefit from a
middle-class tax cut provided as a non-refundable credit. (They alsn
would not benefit from an increase in the personal exemption or
expanded IRAs.) On the other hand, may of these families are benefitting
from the expansion of the earned income credit.

Making a tax credit fully refundable probably increases its cost too much,
but there are lower-cost options that involve partial refundability. The
children’s tax credit in the Contract with America is refundable to a very
limited degree. If it proposes a tax credit, the White House might
consider including at least as much refundability as the Contract ‘s tax
proposal docs.

Paying for the Tax Cut

Under current law, a tax cut must be paid for through offsetting cuts in
entilements or increases in taxes. I understand that one option now under
consideration calls for changing the budget laws so that the savings from lowering the
cap on discretionary (i.e., non-entitlement) programs can be used to pay for tax cuts.

I believe this would be a dangerous route to follow. Once the Administration
proposes changing the budget law to allow cuts in discretionary programs to be used to
pay for tax cuts, the Republicans will seize uponit. They are likely to cut discretionary
programs substantially deeper than the Administration proposes to do — and to use
the additional savings to help fund larger tax cuts. This is a pattern that could be
repeated in subsequent years.

Since the currentbudget structure was enacted in 1990, the requirement that a
tax cut be paid for by an entitlement cut or a tax increase has worked extremely well in
restraining tax-cutting. To abandon this procedure just when the Republicans are
searching for ways to finance their rather massive tax cuts would, in my view, be folly.
Tao balance the budget in seven years without touching defense or Sacial Security or
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raising taxes — as the Republicans propose to do — will require devastating reductions
over the next seven years in the discretionary side of the budget. These reductions will
dwarf the largest cuts Ronald Reagan ever proposed. Allowing discretionary cuts to
pay for tax cuts will likely lead to still-larger tax cuts and still-decper discrctionary cuts
in the years ahead and make this problem more severe.

It is understandable that the White House would feel a strong temptation to
follow this route. It makes it easier to pay for a larger middle-class tax cut. But the
long-term consequences for children’s programs and other discretionary programs are
serious. -

III, Investments

The Republican Congress is likely to reject many of the Clinton investments. I
would recomumnend having a shorter list of investments than in last year’s budget,
choosing the investments carcfully, and picking scveral of the investments proposcd in
the budget te fight for visibly.

Among the investments I would keep in the President’s budget are Head Start
and WIC. [ understand that the “passback” to HHS and USDA shortly before
Thanksgiving included an increase of $400 million for Head Start and $350 million for
WIC. I think those are very reasonable numbers. I hope they have not been reduced
since late November.

I don’t know enough about what the budget contains for other investments or
children’s programs to offer comments on them.

IV.  Larger Strategy Questions

One final concern. I hope the White House is considering which elements of the
Contract it most wants to beat and what allies it needs ta do so. The question then
arises of whether any of the cuts proposed in the budget would undermine such
alliances. In other words, are there any budget cuts under consideration that would
jeopardizelarger, more important Administration goals and priorities? I1don’t know
whether the White House is pursuing these questionsin fashioning its budget cuts.
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CUT-AND-INVEST TO COMPETE AND WIN

A Budget Btrategy for American Growth

L Introduction

This year's debate over the federal budget could provide President Clinton and

Congress with a second chance to enact an authentic economic-growth program that
can help restore America's competitiveness in the world economy.

To do 80, the President and Congress will have to take new and decisive
account of the central economic developmant of our time, the development of mature,
global markets in both capital and commerce. To enable American workers and
companies to better compete in the churning eavironmeat of global markets,
production and investment, the federal government should become both more active
and more self-disciplined. Americans must invest aggressively through the
government in the national resources that genuinely make an economy more
productive. But as taxpayers and consumers, Americans also must insist that
government end the special spending programs, tax breaks and trade and regulatory
protections that subsidize politically powerful industries and insulate them from the
powerful market forcas of the global economy.

The first step requires re-evaluating our current economic paradigms. Even in
this period of tumultuous economic change, most liberals and conservatives have
maintained faith in some version of conventional tax-and-spend macroeconomics.
Many liberals, especially traditional Keynesians, focus on increasing spending and,
when necessary, taxes too; meny congervatives, especially supply-siders, concentrate
on cutting taxes and, when posaible, spending as well. But these gross approaches
almost always miss the critical economic target: higher growth. The Keynesians’
conviction that deficit spending will spur domestic production and drive broad-based
growth is hopslesaly outdated in a world where every atore atocks imported goods and
governmenta no longer control capital flows. The alternative from the right, hands-off
government, {3 equally obsolete at a time when Amarican workers compete with low-
wage foreign labor and U.S. companies face foreign producers generously supported
by their governmenta.

For both fiscal policy in particular and economic policy in general, tax-and-
spend economics has ta give way to a new growth atrategy of cut-and-invest. The new



---------

approach recognizes that different kinds of spending and taxes have different
implications, positive and negative, for growth, because global competition puts as
high a premium on the quality of public spending and taxes as on their quantity.

We have to ensure that our workers and firms have the means to be more
productive and resourceful in competitive world markets. As President Clinton
pledged, the government should expand public investment that supports productivity
and innovation throughout the economy, and which therefore directly affects our
competitiveness with other economies. The basic building blocks include workers’
educatian and skills, basic research for new technologies and the primary
trangportation networks that link firms, wworkers and customers into markets.

Greater private investment also i3 needed to upgrade the training, technologies
and infrastructure systems specific to each industry. Government can best help here
by actively promoting greater capital formation. Except during recessions, federal
expenditures should always grow more slowly than the private economy -- the main
achievement of President Clinton’s 1993 budget battle. In addition, Washington haa

to maintain anti-inflationary monetary policy and should encourage greater private
savings with more consumption-based taxes.

An authentic growth and competitiveness strategy has to maintain a clear and
convincing distinetion between genuine public investments and other federal spending
that, worthy or not, may have to be restrained. Public investment is different. Its
only purpose is to expand ths private economy’s capacity to create wealth. It is called
for only in the specific areas where markets invariably fail to generate suitable
private investment -- principally, once again, education and worker training, basic
research and economiC infrastructure. As a general rule, new federal borrowing
should be limited to these genuine investments, which over time should pay for
themselves by increasing growth and expanding the tax base. Other purposes also
may be compelling, from heealth care to law enforcement, and we should meet those
necds by paying for them as they occur.

This distinction between investments and other spending provides three
principles for economically-sound budgeting:

* Divide the budget into two separate accounts: one for public economic
investments; the second for everything else frcm entitlement transfers and
defense to interest payments and government operations;

* Require an annual balanced budget for all net non-investment apending, except
during recessions;

* Ensure that annual federal spending grows no faster than the private
economy, except during receseions.
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Until the current deficit declines to the range of the net investment budget, we
will have to fund new public investment by cutting other federal spending. Theege
cuts can and should start with the acores of public spending and tax subsidies that
insulate particular industries from healthy market pressures to upgrade. By
eliminating theae wasteful programs that impair our growth, we will be able to fund
investments that spur growth,

If a national economy were self-sufficient, the various spending and tax
subsidies for particular sectors would be relatively benign. But in a world of global
production, capital and commeroe, these subsidies eventually erode the competitive
position of both the industries receiving them and those that don’t. The capacity of
a firm, an industry and a nation to improve its productivity and to innovate
efficiently is the most critical factor in determining its global competitiveness, against
both lower-wage rivals and other advanced economies. Spending and tax subsidies,
along with trade protections and certain forms of economic regulation, all shield
domestic industries from the global market competition that drives their foreign
rivala to upgrade their products and production. Subsidies and protections, therefore,
ultimately leave their beneficiariea less able to succeed. As for other unsubsidized
domestic sectors, these policies place them at a competitive disadvantage relative to
subeidized industries, because the subsidies lower their costs of capital and labor.
And in a global economy, firms forced to aperate at a disadvantage at home will often
move some operations and jobs abroad, where labor or materials are cheaper or
subsidies are available,

Far from contracting the economy, selective spending restraint and tax reforms
can contributa to growth if they target those programs that weaken the economic
forces driving national competitiveness. Most of these subsidies and protections stem
not from economic logic but from political influence. From farm supports and tax
breaks for oil and gas firms, to textile quotas and telecommunications regulation,
these apecial industry entitlements force taxpayers, consumers and businesses to
transafer more resources to influential sectors than markets would otherwise require.
This subsidy regime is also profoundly regressive, since the ultimate beneficiaries of
these spending and tax transfers are the shareholders in the subsidized industries.

Some subsidies and regulations, however, serve compelling soctal purposes; and
growth policy does not dictate, as many conservatives suggest, that government
should stop supporting childhood immunization, end tax incentives for middle-class
home ownership or suspend health and safety regulation. Becoming more competitive
requires phasing-out provisions that artificially raise returns for industries with
political clout, but for no overriding social end.

A scrious effort to promote higher growth and American competitiveness will

require the President and a majority in Congress to take on the Washington
establishment. The commitment to do 80 is the political heart of a new economic
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partnerships, to state-of-the-ert education and training, advanced research and
development, end world-class communications and transportation networks. On a
per-worker basis, our atores of human, technological and physical capital must match
or exceed other economies’, sspecially the other advanced countries producing
comparable goods and services. If American workers are the best trained, American
technologies are the most advanced, and America’s infrastructure is the most highly
developed, the U.S. economy can be the world’s most efficient.

The second crucial element is competition itself. We have to expose our firms
and workera to more competitive pressures to make the most of our public and
private investments in human, *_‘ugfhnological, and physical capital. The reason lies
in human nature. Most people arid firms will change only when they must to survive,
compete and win. This capacity for change, shaped by knowledge of markets and the

mytiad aspects of economic production, is a powerful facility for efficient economic
innovation -- the key factor in competitiveness creatsd by economic globalization.

Government’s respongibility for promoting sconomic innovation begins with
phasing out current legal barriers to competition. Today, there are four principal
ways in which the government insulates selected industries from healthy competitive
preasures. Ineach case, these actions reduce the incentives to innovate by artificially

supporting a particular industry’s rate of return;

* Special spending subsidies, such as those for farm businesses and inland-

waterway operatars;
* Special tax aubsidies, such as those for energy producers and housing

construction;

* Special trade protection, such as those for textile makers and machine-tool
manufacturers,;

* Special regulatory protection, such as those for certain kinds of
telecommunications companies and flnancial institutions.

In a global economy, these domestic subsidies and protection cost America jobs
and growth -- as comparable measures in other countries weaken their economies,
Provisions such as farm-price supports and textile quotas not only create barriers
against normal competitive pressures to innovate for foreign competition, they also
place industries auch as automobile production or business services, that don't
received favored treatment, at a disadvantage in the domestic competition for
resources. As a result, these programs raise the operating costs for those doing
business without special subsidies or protection. And this increases their incentives
to press for their own benefits or take advantage of globalization and move some
operations to countries whera costs are lower or special subsidies are available,

American competitiveness does not dictate the elimination of every instance of
spending, tax treatment, regulation or even trade protection targeted to a specific
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industry. Health-care spending for poor people, tax incantives for middle-class home
ownership, many forms of health and safety regulation all promote social goals as
important as marginal economic efficiency and innovation. In other instances,
provisions that resemble anti-competitive aubgidies or regulation are actually
designed to offset genuine market failures, such as federal spending to protect bank
depositors, tax incentives for basic research and much environmental regulation. But
when there is no overriding social purpose or market failure, the dynamics of global
competition create a substantial burden of proof for any instance of special spending
or tax treatment, trade and regulatory protaction.

III. Cutting Publie Subsidies for Private Interests:
Free Market Competition and National Competitiveness

For a decade, the debate in Washington over spending and tax policy has been
largely disengaged from the genuine economics of growth. Political argument focuses
easily and naturally on distributional questions -~ who will pay more taxes and who
wiil pay less, who mighkt gain new beneflts and who will have to shoulder the burden
of fiscal restraint.* These terms of debate have to change if we are to have a budget
program and an economic policy that actively promote U.S. competitiveness.

Consider theimpact of a government subsidy for agriculture, an example which
could apply to rost instances of spending and tax eubsidy. In the largely closed
economies of the 1950s, when U.S. growth and employment were relatively unaffocted
by foreign competition and foreign markets, domestic farm supports produced net
benefits. They directly helped some farmers. And if the subsidy enabled them to
increase their productivity, such as a tax incentive for farm equipment, the higher
taxes or upward pressures on prices paid by everyone else could be offset by lower
prices from the productivity gains and by higher national wealth. And greater
national wealth would increase investment throughout the economy.

The result ie different in a more open economy. If a direct subsidy to farmers
raises prices for domestically produced food, it also will increase the competitiveness
of foreign sgricultural goods, which in turm reduces the market share of domestic
farmers, hampering their productivity gaing. If the supports are financed by higher
taxes, they reduce investment resources, also dampening productivity and growth.

! Some old-faghicned liberals still believe in higher spernding and higher deficits tc boost growth,
and many clagsical conservatives still ace a golden age oa the other side of a balanced budget -- a8 if
America's open economy, interacting constantly with foreign financial and commercial markets, would
still respond as it did when it was an economy to itself. And a handful of supply-side true-believers
etill insist that American competitiveress and growth wou!ld revive regardless of deficit policy, if only
we would cut tax rates for wealthy people.
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Subsidizing one sector while others are open to global competition makes
matters worse. If only farming is subsidized, the policy artificially raises the rate of
return for domastic farm businesses and so draws capital and other resources away
from other industries. Since firms it other industries are open to foreign competition,
the drain of resources to agriculture reduces their competitiveness and so hampers
economic growth. When this happens, everybody bears a cost. Furthermore, with
globalization U.S. firms in unsubsidized industries often shift resources to markets
in other countries where subsidies or lower prices for land, labor and construction
promise higher returns. One result is now painfully clear: In a global economy,
subsidies for domestic industries reduce domestic job and business creation.

Nevertheless, as both Ronald Reagan and Bill Clinton diacovered in their first
budget battles, pecial intereata usually can block serious action in Congress to phase-
out their existing subsidies. Congress and the President have to find new ways to
unravel this web of political influence.

As suggested earlier, Congress and the President should create a Commission
on National Competitiveness and Industry Subsidies modeled on the Base Closing
Commiasion. The Comnmission would recommend an annual package of reforms, from
phase-outs to userfees; to-thePreeident, who would submit the package to Congress.
Congress would have to vote the package up-or-down without amendmaent,

The dooline of liberal economic policy

The dynamica of globalization directly challenge the logic of traditional liberal
macroeconomicpolicy. According to an orthodax Keynesian strategy, higher deficits,
not diseriminating spending cuts, will boost growth by stimulating demand, which in
turn will spur productivity-enhancing investments to meet the new demand. The
problem with this approach is that global trade and capital limit how much stimulus
the economy receives from a higher deficit. In a global economy, foreign imports
satisfy a good share of any new demand spurred by more deficit spending. Thus, as
trade haa increased while our competitiveness has stelled, a rising share of new U.S.
deficit stimulus has ended up stimulating foreign production, jobs, and investment.

Global capital markets also limit the capacity of higher government spending
to boost growth. When lenders can easily move their funds anywhere in the world,
as they can today, and when they fear that higher deficits can also mean higher
inflation .- as they often do unless the economy 1s in recession -~ they respond to
higher public spending either by demanding higher intereat rates or by moving funds
abroad. In either case, much of the original stimulus is neutralized.®

8 Qlobal capital rarkets also limit the stimulative effact of cutting short-term interest rates.
Lenders have learned that when gevernment cuts short-term rates in an expanding economy, inflation
often accelerates; when this occurs, they ara quick to shift their funds to other currencies with lower
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Spending subsidies®

Virtually svery part of the budget contains special-interest spending subsidies.

Significant shares go to natural-resource companies, from timber and agriculture to
energy and mining, and transportation firms. The list below is not exhaustive, and
the proposed Commission on National Competitivenass and Industry Subsidies may
find sound economic or social grounds for preserving some of these provisions. A fair
selection of programs that ahould be evaluated by the proposed Commission, totalling
roughly $114 billion in projected spending over flve years, would include:

Energy-Industry Subsidies 6-Year Savinge

Rural Blectrification Administration (REA): Created to

electrify rura] America, today it subsidizes private

utilities in selectad areas with low-cosy loans. Reduce

the subsidy by charging near-market rates on loans.* $ 0.7 b.

Tenneesce Valley Authority (TVA): Much like the REA, TVA
subsidizes electricity cansumption and certain recreational
activities in tho Tennessee Valley. Reduce these subgidies.* $ 0.6 b,

Clean Coal Technology Program: End this program,
which subsidizes practical resoarch for ore segment of
the coal industry, which could finance it on its own.* $03b.

Knergy Supply, Research and Development grants: Cut
funding for these grants, which gince the late-1970s heave
subsidized research with little mclustry participation

and often little commercial valus. $69b.

inflationary expectations, forcing up long-tarm rates in the country that lowered its short-tarm rates.

Five-yosr savings estimates for the proposed spending cuts and tax reforms are besed on the

following sources, identifiad by alphabet letter:

t Y
b:
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o

Congressional Budget Office, Reducing the Deficit: Spending and Revenue Options, Feb. 1998.

Heritage Foundation, "Real Deficit Reduction Demands Real Spending Cuts,” Backgrounder
No. 918, August 28, 1992,

Friends of the Eacth, "Tha Green Solution to Red [nk" March 23, 1993.

Budget of the United States Governmant, Fiscal Year 1994,

Senator Hank Brown (R-Colo.)

Bill Clinton, A Viston of Change for America. This source provides estimates for four years.

Nationa! Performance Review, From Red Tape to Results: Creattng A Governmend that Worka
Better and Costs Less, September 7, 1993. Estimates cover six-years, with the first year
agsumed to cover enactment of the reform.

Penny/Kasich Bipartisan Task Force, "A Common Cants Plan," October 27, 1992.

Joint ’I‘uSCommittee. "Essimates of Federal Tax Expenditures for Fiscal Years 1994-1998,"
April 1993,
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*  Fusion research grants: Raduce theeo grants and require

more private-industry support for research projects.® $1.0b.
*  Uranium enrichment services: Recover the government's

cost of enriching uranium for nuclear power firms.¢ $16Db.
®  Strategic Petroleurs Reserve: Suspend new purchases.® $11b.

¢  Nauval Petroleum and Oil Shale Reserve: Suspend new
purchases.? $13b.

*  Advanced light-water reactor: End fedaral gubsidy for
utilities’ reactor-design costs and regulatory aid.° $03h.

*  Sales of federal hydroelectric power to private utllities
in certain regions: Raise rates to cover the government's
cost of providing the power.’ $200.

*  Nuclear waste disposal fees: Index for inflation govern.
ment fees to dispose of utilities’ nuciear wastes.* $ 0.3 b.

Other Natural-Resource Industry Subasidies

% 1873 Mining Act subsidies: Set a 12.5% royalty to mine

on public lands and extend hardrock mining holding fees.’ $12b.
*  Timber sales from national forests: Raise price of timber
from public lands to cover costs to prepars the timber.* $03b.

Agribusiness Subsidies’

®  Agricultural target price programs: Lower price-subsidy
supports for basic commodities by 8% a year.® $11.2b.

. Agricultural subsidies to wealthy farmers: Eliminate subsidy
payments for individuals with taxable incomes of more than
3120,000 and firma with incomes of more than $5 million.° ¢10b.

*  Export-enhancement agricultura! subsidiss: End U.S. taxpayer
subsidies for food purchased by foreign consumers.* $32bh.

*  Grazing fees: Raise foes for grasing on public lands a0
time commercial users pay market-based rates . $02b

'As much as possible, U.S. farm subsidies should ba phased-out as other major world producers
do the same.
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Dolry-support program’s milk maorketing orders. End
goverament-get minimum pricing for fluid milk, which raises
consumer prices and increases costs of price support
program for milk products.®

Irrigation programs: Water subsidies created for family
farms now subsidize many suburbs and agribusinesses.
Impose a gurcharge on water sales from Bureau of
Reclamation projects and charge market rates for
water used to irTigate surplus crops.

Meat and poultry ingpection fees: Require slaughterhouses
and processing plants to pay for government imspect.ions.f

Transportation-Industry Subgidiea

Atrport grante-in-aid: End direct taxpayer subsidies for
projects to upgrade or expand airline terminals, which in a
deregulated environment should be privately flnanced.*

Federal Aviation Administration: Charge airlines and private
plane owners user fees to cover the marginel cost of FAA
air-traffic control services on their behalf.*

Highway demonstration projects: Rescind funding for
jects not eligible under state transportation plans or

way grant programs.§

Inland-waterway programs: Chargs firms using inland
waterways user fees 1o cover federsl costs t¢ maintain,
operate and upgrade thesa routes.*

Harbor maintenance programs: Strictly enforce current
fea collection for harbor maintenance charges.”

Mass-transit operating subsidies: Mass-transit construc-
tion ig public investment, but operating subsidies are
not and should be phased out.®

Maritime Administration operating subsidies: Phasa out
substdies that protact U.S. shippers from competition.?

Amtrak operating subsidies: Reduce current aubeidies
by 650% 80 the system becomes more self-supporting.’

Eseontial Air Service program: Reduce subsidy
to eirlines to serve 125 small cities.’
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$11b.

$480b.

$080b.

$ 6.7 b.

$68b,

$79b.

§22b.

$02b.

$400D.

$13b.

$1.3D.

$0.7b.
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Aerospace and High-Tech Industry Subsidies

Nationa! aerospace plane: End this program, which is
not supported by the Pentagon as a dafenge project.®

Sematech: Phase-out research funding for consortium
of semiconductor firms aftar 1997, as urged by
the Defense Advanced Research Projects Agency.*

NASA advanced solid rocket motor: End this program,
which has virtvally no support in scientific community.*

NASA space station: Cancel the program, which has
dubious progpects.®

Miscellaneous Industry Subsidies

Federal procurement: Allow federal agencies to buy
goods and services directly from privete firms at markst
prices, as urged by the National Perforinazca Review.8

Querhead payments for federally-supported university
resaaroh: Cap payment rate for overhead costs at 50%.2

Davig-Bacon Act: This 1931 law reQuires all federal
construction projects pay union wages, raising the cost
of federal contracts by 30 percent. Limit this subsidy
to projects of $100,000 or more.?

Market-promotion program: End this program, which
subsidizes foreign advertising costs of U.8. businesses.*

Superfund: Require polluting firms pay mare of the
cost of cleaning-up their toxic wastes.*

Grants for construeting wastewater-treatment plants:
Phase-out grants in faver of a revolving fund.*

FDIC examinations of state-chartered banks: Charge

for this service.”

Publlc housing: End operating subsidies for vacant publxc
bousing and substitute vouchars for new construction.®

C’omInodzttea Futures Trading Commission: fmpose a fee
on futures-axchange transactions to cover costs of over-
seaing the exchanges.
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*  Federal Communications Commission: Raise fees for
private media ueing FCC services to cover costs.* $ 0.4 b.

*  Saourities and Exchange Commuission: Raise current charges
to cover SEC'a costs of registering and monitoring
securities transactions.? $0.2b.

Travel and Tourism Administration and International
Trade Admintstration: Charge firms for using tourism

export promotioa services,* $08b.
¢  Ezport-Import Bank programs: Reduce loan subsidies
to foreign purchasers of U.S. products by one-third,
increase fees based on credit-risk, and direct loans to
credit-worthy firms in growing countries.* $ 0.9 b.
Total savings from spending reforms: $114.2 b.
Tax subsidies

Special-interest subsidies are as prevalent in the tax code as in spending
programs. Major beneficiaries include natural resource and construction industry
firms. Once again, the list is neither exhaustive nor definitive. Nevertheless, the
proposed Commission on National Competitiveness and Industry Subsidies could
begin by evaluating the following provisions, totalling $110 billion over five years.

Natural-Resource Industry Tax Subsidies 6-year savings

¢ Special tax credit for producers of fuel from non-conven-
tional sources: Phase-out taxpayer subsidy for cne
particular source of energy. $6.7b.

*  Expensing of oil, gas, and mineral firms' intongible drilling,
exploration and development costs: Phase-out extractive
industry’s special right to fully deduct certain capital
costs instead of depreciating them.? $59h.

Percentage depletion cost-recovery for otl, gaz and non-
fual mineral firms: Repeal the extractive industry’s special
right to deduct a percentage of their gross income.* $41b,

Speclal tox credit for timber companies’ reforestation

costs: Phase out subsidy for timber industry expenditures

to prepare sites, seeds and seedlings, labor and tools,

and depreciation. 302h.
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*  Timber-industry exception from uniform oapitalization
rules: Reduce by half benefits from timber firms’ special
right to expense all indirect costs of production $12b.

Construction-Industry Tax Subsidies
*  Private-purpose revenue bonds; End ability of state and
local governments to raise funds loaned to private devel-
opers by 1ssuing bonds exempt from federal tax.* $5.30b.

*  Mortgage-interest deduction: Lower celling from §1 millfon
to $800,000, to end the taxpayer subsidy of very high-

priced housing for the top 4 percent of homegwners,* $12.5 b.
*  Exclusion of capital gains on home sales: Cap this
exclusion at $125,000.* §23b.

*  Deduotibility of interest paid on consumer loans secured
by home equity: Phase-out this special provision? $12.8 b.°

*  Taxcredit for rehabilitating older buildinges. Reduce oredit
for historic structures to 15% and repeal the special tax
beanefit for older, non-histaric structures.* $04h

*  Tax deprectation on rentel housing. Treat depreciation of
rectal housing on same basis as othar structures] $81b.

Agribusinesa Tax S8ubsgidies

*  Exolusicn of cosi-eharing payments: Phase-out farms'’
ability to exclude state or federal support paymants
from income if they are used for conservation’ $01b.

*  Bxclusion of "cancellation of indebtedness” income:
Reduce ability of farm firms to exclude income fram
debt repayments.! $ 0.5 b.

*  Cash accounting: Phase-out farm firms’ special right
to defer tax on income from crops to be delivered
the fallowing year] $1.2b.

¢ Dairy and breeding cattle exclusion: End speocial tax
exalusion for costs of raising dairy and breeding cattle’ $06h.

® Tho savings estimate is based on an assumption that 7.5% of current home-mortgaga interest.
deductions represent home-equity loan interest, and that the current provision would be phaged
out gradually over four years.
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Finaneial- Industry Tax Subaidies

Exemption of credit union incoms: Tax credit unicns' income
on came bagis s putual savings banks snd thrifte,*

Exemption of certair, income for small property and casualty
insurancs companics. Tax a!l property and casualty
insurers on the same tasis?

Taxable income adjustment for small life insurance firms:
Bnd ahility of small life insurers to be taxed oz invest-
ment income rather than adjusted gross income

Special deduction for certain health insurers: End special
deduction of oce-fourth of annual claims and experges for
health insurers who acoept all applicants, when health
oare reforms universalize this requirement?

Misoellaneoua Industry Tax Subsidies

U.S. rritorial cassessions tax credit; Repeal tax credit
exempting fram tax any income e¢arned by U.S. firms on
operations in Puerto Rico and other LU.S. poseesgians-

Expensing of advertising costs: Erd frms’ right to fully
deduct advertising cos® by amordzing 20% as & capital
cost 10 build brand recognition.®

Foreign sales corperations: Bnd ability of irms to
exclude 15% of income oa exports sold through special
foreign subsid:aries set v.p as paper corporations.

Total savtngs from tax reforms:

Subeidies and the distribution of bensyits

Industry-specific tax and spending subsidies can affsct thae distribution of
incomes and wealth throughout the country, as well as national compatitiveness.
When government acts to ralse the rate of return for an industry and its firms, the
Grvt beneficiaries are the shareholders. And {f tho act is fingnced by higher taxes
generelly or by a bigher deflcit that pushas up intersst rates and so slows the
economnty, the bottom lire ia a regreesive transfer from middle-clasy people to those
with high incomes. To ba aure, far greatar regressive effects can flow from spending
and tax policies that are not industry-specific. For example, the top 4 percent of
Americans, reporting taxable incomss of at least $100,000, receive nearly 6 percent
of the $363 billion in federal retirement benefits paid out in 1993, including Social
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Seourity, civihan and military retirerzent’ The top 4 percent aleo claim nearly 17
percent of more than $80 billion a year in retiremaent-related tax benefits, and 8
perocent of some 340 billion a year in hesalth care-ralated tax benefits.®

Other tax provisions also mainly benefit high-income people. For exampje,
wealthy families claim the lion's share of the valua of the current tax exemption far
capital gains at deach. Limiting thie éxampton to the fixrst £75,000 in gains, plus
$126,000 from the sale of a home and half of the remaining assets’ value. would
protect all but the top 2 parcent, and raige nearly $32 killion over five years for public
investment, deficit reduction or tax relief for familiea with children.!?

Industry subsidies through trade protection

Current trude prectections, much like spending and tax subsidies, undermine
an industry’s incentives to become more productive and resourceful. In this area, the
Clinton Adminigtration has achieved particular progreas. Congressional approval of
the Narth Amorican Freo Trade Agreement (NAFTA) and the conclusion of the
Uruguay Round of the (Reneral Agreement on Tarifls and Trade ara historie steps
that should strengthen the competitive pressures on American producers while
expanding their potential foreign markets.

The direct costa of trade protection usually come i the furm of highar prices
for Amarican consumers and businesses, as compared to the higher taxea that finance
most spending and tax subsidies. Nevertheless, industries typically gain trade
protection in the same way as others win special spending and tax subsidies --
through well-orgamized campaigns of political influence that are difficult for
unorganized consumers and businesses to counter.™

In a global economy, industries that svin trade protection rarely achieve world-
competitive status as a result. With weaker incentives to improve their productivity
andinnovate, protected induatries often cannot maintain their domeatic employment.
According to a new analyais hy Gary Huftauer and Kimberly Elliott of the Institute

* Robert J. Shapiro, "Entarpriss Economics and the Fedaral Budest” in Mandate for Charge, op.
eit, Tshle &, p. 40: Budge! of tAe United States Governiment. Fisca) Yeac 1394, pp. 23-50.

¥ 1bid., Tables 6 and 6, pp. 40, 41; Joint Tax Committas, “Estimates of Federal Tax Expenditares
for Flacal Years 1004-1008," April 1983,

1 Congressional Badget Office, Rocucing the Dafiss: Spanding and Revenue Options, Report tc the
Secate and House Committees on the Budget, February 1993, pn 375-877.

 One pulitical difference is that ot apending and tax subsidies are achieved through lobbying
by corporate represencatived, while many trade protactions are concentrated in the minosity of union-
organized industrdies and have been won by coalitions of industry and uaion representativea.
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traditional finandal instivutions did not protect them from the competition of
numerous new financia) instrumentd - revolving credit accounts, annuity funds,
money markst accounts, intermations! investment funds, and many more -- created
by resourcetul retailers, insurers and real estate firms as well ag by innovative
securities and banking corapanies. And since the Carter Adminiatmation, the United
States has increasingly recognized this reality and has sigmficantly reduced economic
regulation for various industries, principally transportation, communications, énergy
and finance. By one estimats, the share of U.S. GDP produced by fully-regulated
industriea declined from 17 percent in 1977 to 6.8 percent in 1988,

A pew growth and compstitivenese program should indude aggressive steps ta
further cut economic regulation, along with industry-specific trade protections and
spending and tax suhsidies. These reforms ahould provide the time and means for
indusatries to adfust to more open competition. The effort could concentrate firat on
the telecommunications and fnancial secters, two of the global economya most
dynamic industries, where current regulation raises domestic prices and stiflea the
innovation demanded by aggressive new vivals at home and abroad.

IV. Public and Private Investment:
The Dlvision of Labor Between Government and Businoes

Stronger domestic competition, by itself, will not solva Amarica’s economic
probloma. America also must invest more of {18 DAticnal resources, publio and
private, in the building blocks of productivity and growth -- educating and training
workors, developicg new technolozies, and upgrading our sconamic infrastrusture.

The general propoeition that the United States needs to invest more national
income in the factors of growth and productivity ia non-controverzial. But how should
we go apout it? Traditional ccnservativas insist that privato markets alone can
produce efficient investment decisions, and tharsfore the only sound pro-investment
policy is defict reductdon and additional tax incentivea far private invesunent. In a
global economy, this consarvative view is as outdated as some hiberals’ insistence that
higher zovernment gpending and deficits are a prarequisite to growth.

The deacline of consercative economic polioy
The dynamies of global commsrcs and capital have fundamentally compromised

the logic of the eansarvatives’ case against public economic investment. Long before
globalization, Adam Smith pointed out that marketa alone nurmally will not generate

* Clifford Winstan, *Economie Deregulatian: Days of Reckoning for Mierceconomists,” Journal of
Economie Literature, Volume X000, Septamber 1993, pp. 1283.84.
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CUT-AND-INVEST TO COMPETE AND WIN
A Budget Strategy for American Growth

L Introduction

This year’s debate over the federal budget eould provide President Clinton and
Cangreas with a second chance to enact an authentic econamic-growth program that
can hslp restore America’s competitivaness in the world economy.

To do so, the President and Congress will have to take new aud decisive
account of the central economic development of our tme, the development of mature,
global markets in both capital and commerce. To enable American workers and
companias to better compets fn the churning environment of global markets,
production and investment, the federal government should bacome both mare active
ond mare eelf-discipned. Americans must invest aggressively through the
government in the national resowrves that gemuinely make an economy mare
productiva. But as taxpayers and consumers, Americans also must insist that
government end the special] spending programs, tax breaks and trade and regulatory
protactions that subsidize palitically powerful industries and insulats themn from tha
powerful market forces of the global economy.

The first step requires re-avaluating our current economic paradigms. Even in
this period of tumultuous economic change, most liberals and conservatives have
maintained fhith in some version of conventionai tax-and-spend macraacanomics.
Mangy liberals, especiaBy traditional Keynesians, focus on increasing spending and,
when necassary, taxes too; many conservatives, especially supply-aiders, concantrate
on outting taxes and, wien possible, spending as well. But these gross approaches
almost always miss the critical ecanomic target: higher growth. The Keymeaians’
conviction that deficit spending will spur domestic production and drive broad-based
growth is hopelesaly outdated in a warld whare avery atore stocks imported goods and
governments no longer control capital flowa. The alternative from the right, hands-off’
government, i8 equally obeolete at a time when American warkers campete with low-
wage foreign labor and U.S. companites face foreign producers generously supported
by their govercments.

For both fiecal policy in particular and economic policy in gonersl, tax-and-
apend economics has to give way to 8 new growth atrategy of cut-and-invest. The new
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the education required for a society to make beat use of its resources or the roada
needed to enable ita markets to work efficiently. In a global economy, these classical
efficiency considerations become more significant, because each country’s firma
compete with others that may use better-trained labor, more advanced tachnologies
and better-developed infrastructure eystems.

Furthermore, the domestic tax incentives favored by conservatives are no
longer a reliable way of increasing investment. International credit markets provide
large firms everywhere with access to the entire world’s capital, from which they
borrow freely at home and abroad -- and the foreign capital providing much of the
pool for U.8. investment today is largely unaffected by tax incentives for U.S. savings
and investment. That is one important reason why four cuts in the U.S. capital-gains
tax rate batween 1977 and 1985 did not increase the growth rate of U.S. net
investment. Instead, lower capital-gains taxes mainly shifted savings and investment
from instrumenta denied the tax break, such as money-market accounts, to those
granted it, such as stocks. As aresult, the change reduced efficiency of U.S. capital
markets, which is why Ronald Reagan's Treasury Department in 1984 recommended
ending any capital-gains tax preferences.

Nor can the United States spur national investment by cutting marginal
income tax rates for wealthy people, aa supply-siders promised. Comparing U.S.
economic performance in the buginees cycle of 1976-1979, before the tax cuts, and the
business cycle of 1983-1889, after the cuts -- or throughout the 1970s and 1980s --
demonstrates that by every relevant measure, the economy performed no better after
the supgly-side reforms than before. (See Table 6.)

Table 6. U.S. Economic Performance
Before and After Supply-Side Policy Changes

Average Annual Pre Supply-Side Post Supply-Side
Rate of Growth 1970s 1976-79 1980s 198389
Real Gross Domestic Product 2.8% 4.2% 2.6% 8.1%
Civilian Jobs 2.7% 3.7% 1.9% 2.6%
Real Personal Income 8.0% 4.0% 31% 35%
Pre Supply-Side Post Supply-Side
Share of National Income 19708 1976-79 1980s 1983-89
Real Capital Spending 3.9% 2.6% 27% 2.3%
Personal Savings 6.7% 6.0% 41% 38.4%
Trade Balance 0.1% 0.4% -3.0% 4.0%

Source: Author's calculations from data reported in Econom!ic Report of tha President,
February 1991, Tables B-2, B-26, B-29, B-33, B-38, B-101.
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Conservatives are right that capital atill counts. But in the age of global
capital markets, differences in the cost of capital among advanced economies don't
reflect differences in tax policy. Rather, they mainly reflect each nation’s rate of
expected infladon and the close relationghipe in some countries between banks and
businesses.

The economic approach of traditional conservatives is flawed, but their general
attitude towards public spending merits respect. For both political and economic
reasons, government alwaye should bear a substantial burden of proof when it claims
the right to spend taxpayers’ money for a general economic good. To begin, political
debate about economic policy, often couched in an opaque language of experts, can
easily camouflage a epecial-interest agenda; and promised results, such as higher

productivity or a lower trade imbalance, are usually too diffuse for most taxpayers
to ovaluate.'®

An economic presumption also lies against a government’s claims to improve
the economy by inveating taxpayers’ money for them. Without government, markets
produce and distribute hundreds of thousands of resources through billiona of
transactions carried out by tens of millions of people acting in their own self-interest.
A few hundred elected officials and bureaucrats sitting in Congress and executive
branch buildings cannot begin to know or digest the information generally required
to produce better results.

Reocognizing genuine public economic investment

How do we recognize genuine public investment, especially when nearly every
sort of spending is routinely described as an essential national investment, from
immunization and law enforcement to health-care reform and defense? All such
spending may be sound policy, but public economic investment has a specific
character that can be described precisely. To meet the burdens of proof, public
investment must have a compelling economic purpose, and private markets must be
unable to fulfill this purpose without government support.

First, an investment should hold clear potential for producing future benefits;
and as an economic investment {n particular, these future benefits should be manifest
through an increase in the private economy’s wealth-creating capacity.

National economic investment is not the same as what accountanta call capital
improvements and which would include, for example, new defense installations or
public buildings. Rather, {t must have genuine potential to expand the private

' By contrast, when the governmant proposes to spend national resources for social purposes such
28 foading poor children or providing health care for the elderly, most taxpayers can decide for
themselves whether it seems just and reasonable.
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economy and not merely to shift resources from ons place or sector to anothar,

If public economic investment {8 intendéd to expand the country’s productive
capacity, why doesn’t private investment through the private markets take care of it?
The principal reason is that genuine public investments have a generic or systemic
quality: They are intended to strengthen not a particular firm but large portions of
the economy. Private incentives for such broad investments will always be weak,
tecause a private investor cannot profit from the economy as a whole.

Second, public investment should occur only in particular pockets of the

economy where the private capital markets fail to produce a level of investment that
would make the most of the economy’s potential.

The economy contains three significant pockets of "market failure,” in the areas
of human, technological and physical capital that sre critical in global competition.

The first sphere for greater public economic investment is human capital.
Many private firms are reluctant to train their employees, because a well-trained
worker can easily move to a new job where the new employer will capture the benefit
from his competitor’s previous training investment. In an advanced economy such as
the United States, dependent on sophisticated sldlls, this species of "market failure"
has produced chronic under-investment in skill training and chronic business
complaints about an under-akilled work forcs.

Average working Americans in factories and offices bear the main cost of this
under-investment. Up to 70 percent of all private U.S. training dollars are spent on
the top 10 percent of employees, principally professionals and managers. The on-
going training they receive is an importantreason why their incomes have continued
to rige at healthy rates, and why income inequality i8 increasing. Widening gaps in
income in the 1980a, as recent ressarch has demonstrated, did not come from the
contraction in manufacturing industries and expansions in domestic services, but
rather from rising demand and wages for those with advanced skills across
lndustriesil and lower demand and wages for those without them throughout the
economy.!” In a global economy where standard products are less important, and
innovation and flexibility are more valued, policies targeted to particular sectors do
not reduce inequality. And only workers who can upgrade their skills on a regular
basis will be able to significantly increase their productivity and incomes.

The second sphere for greater pul;lic investment is basic research and

¥ Kevin Murphy, Chin Hui Juhn and Brooks Pierce, "Wage Inequality and the Rise in Retums to
Skill,” Journa! of Political Economy, June 1998, pp. 410-442; Kevin Murphy and Lawrencs F. Katz,
"Changes in Relative Wages, 1863.1987; Supply end Demand Factors,” Quarterly Journal of
Economics, February 1992, pp. 35-78.
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including high-speed rail, "amart" highway systems, automated traffic managament
and the like. Additional government spending can be targeted to researoh and
development and purchase of rights-of-way; while regulatory and legal reforms,
especially to reduce liability exposure, can promote new public-private partnerships
based on substantial private investmens in the new transportation systems.

In other areas of aconomic infrastructure, notably telecommunications, fast-
evolving market and technological conditions are reducing the need for direct public
investment, apart from supporting basic research. For many years, public investment
in telecommurications systems was sustained indirectly through cross-subsidies and
controlled prices for the old AT&T monopoly. Rapid technological progress and the
emergenoe of market compettion, first in long-distance and more recently in local
telephone exchange networks, have "resolved” much of the old monopoly market
failure, creating vast new economic opportunities for a variety of industries to invest
in telecommunications infrastructure. Through the 18908, government’s chief focus
should be continuing to deregulate the telecommunications industry, while
guaranteeing all consumers and businesses access to the new networks at competitive
market prices.

Choosing viable public investments

The question remains, how can the government identify the apecific public
investments that make eccnomio sense? No one can guarantee that every
investment, public or privats, will pay off. More money for outdated educational
strategies or boondoggle highways will leave the country and the economy less
productive. How can government recognize the infrastructure projects, training
programs and research ventures that could generate higher returns than the average
private investment ~ which would be the economy’s alternative use of the flinds?

Government officials will not always choose corractly, any more than do private
inveators. But government also should not permit expanded public investment to
becorme an entitlement for everyone who wants training dollars, research support or
a new road.’* Public-investment decisions have 10 be carefully insulated from the
normal exercise of political influence by industries, municipalities and large firms.
Otherwise, public investment will become another form of special-interest subsidy.

'* Many widely-cited studies of U.8. infrastructure or training "needs” are wish lists without
reference to priorities, budget constraints or technological alternatives. For exampls, most official
"needs studies” for wastewater-treatment plant conatruction do not consider conservation measures
that would reduce the volume of water needing treatment. Studies calling tens of thousanda of older

bggén "stracturally deficient” assume that all bridges must meet the highest current engineering
8 ards for those carrying substantial heavy-truck traffic -- although thousands on the list do not

and never will. And requests for highway funds elmoat never consider the impact of reforms such as
congestion pricing on traffic loads.
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The President and Congress have to reinvent the way they select public-
investment projects before spending more for them. First, all public {nvestment
should be targeted to elements common to all economic enterprise, not to those
specific to one industry or firm. In order te qualify, the training should be general,
tge research should be basic and the infrastructure should be primary. Second,
federal funding in these areas should be steady and reliable, so as to discourage
frantic competision for support and subsequent project bottlenecks. Third, the
government can encourage sound investment analysis by applying strict planning and
review requirernents to all state and local infrastructure or training programe seeking
federal support.

Fourth and most important, public-investmant decisions should incorporate a
crucial element of private-market discipline: those who receive support for a project
should bear part of the project’s cost. 1f public-investment dollars are "free" to those
receiving them, demand will be both limitless and indiscriminate.

States and localities receiving federal infrastructure funding should always
provide substantial matching contributions. Federal funding also should be available
for the capital costs of building a highway, subway, harbor or basic airport facility,
but not for their operating costs or the facilities for private vendors such as airlines.
If the initial decision to build is sound economically, those using it will be willing to
pay fees to maintain it. And in many instances, as noted earlier, government actions
to reduce liability and other associated economic risks can attract substantial private
investment in infrastructure construction.

Federal funding for basic non-military research also should be directed to
projects with substantial private support. In most cases, government can addreas the
market failure in basic research through the partial tax credit for private R&D
spending provided today. Direct government support will always be appropriate to
advance the frontiers of science, and substantial funding increases through the 1990s
and beyond are needed to restore American leadership in basic scientific research.
But direct federal funding for large, esoteric comstruction projects should be
accompanied by majer private-industry investment - a safeguard which might have
headed-off the budget-busting superconducting supercollider.

In the area of education and training investment, federal college-tuition
support can be tied to the student’s commitment to pay back the country, on the
model of President Clinton’s National Service program. Federal support for training
should concentrate on apprenticeship programs, jointly-operated and financed by local
school districts or governments and local businesses prepared to match federal
contributions. Alternatively, a tax credit for businesses willing to invest in training
their workers will always be a sounder investment than a government-run training
program.
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This commitment to public investment could be financed by the savings from
reforming special-interest subgidies. The investment agenda would require some
$100 billion in additional resources over the next five years, or barely 40 percent of
the potential savings identified earlier from reforming industry-specific spending and
tax subsidies.

V. Cut-and-Invest, or More Tax-and-Spend?

President Clinton, the Congress and the country face a clear choice: the tax-
and-spend economica of the Washington establishment, or a cut-and-invest strategy
for global competitiveness.

The flrst choice commits the United States to its current course of short-

ing genuine public investment, preserving special-interest tax and spending
subsidies, and insulating U.S. industries and warkers from the global economy’s
incentives to be more productive, innovative, and efficient. This path of economic
retreat and national resignation would ensure an economic future much like the
recent past and present. American firms and workers will fali further behind in the
contsast for world markets, and another generation will live with slow growth and
stagnant living standards.

[nstead, the United States should face the world as it is. The global economy
offers great challenges and opportunities to any nation willing to invest in the
commorn resources that can make it richer, and ready to throw off the false secunity
of apecial subsidies and protections for exclusive interests. America has the resources
to make these investments without raising income taxes, cutting vital social programa
or retreating from world leadexrship.

America will determine its own future. Never before have we failed ourselves
when the choice was so clear.
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