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TO:

RE:
DT:

cc:

It is now clear that, as far as Leon and OMB are concerned, both sets of Medicare 
extenders [$19 billion over 5 years and $125 over 10 years] that we have been talking about 
as possible health reform financing sources are already being assumed in the budget baseline. 
In other words, these Medicare savings are being used as funding sources for the non-health 
care spenders or to help reduce the deficit problem.

Because of the budget pressures, it does not come as a surprise that these extenders 
are apparently being assumed for non-health purposes in the budget baseline (although some 
of our supporters, including Senator Kennedy — who just met with the President today, will 
be upset). What would create disproportionately greater problems is a move for significantly 
greater cuts from Medicare and possibly Medicaid to address real or perceived shortfalls.

I believe one of the desires of this (and/or previous) meetings has been to come to 
closure on exactly what is the size/scope of the tax cut, so that the President can talk about it 
with some specificity on Thursday. The one point I think is important to emphasize is that 
publicizing a specific number may well signficantly constrain our budget options and may 
push us to look at significant cuts in the health entitlements for financing. My primary 
point here is to suggest that, if finalizing a tax cut policy has the potential to drive other 

budget numbers, you may consider asking what implications any such decision has on 

health care savings proposals. For example, does this by definition tie our hands into 
any specific funding need from the health programs beyond the extenders and, if so, 
what are the specific implifications in terms of dollars necessary and impact on health 

policy politics (whether for our budget or in future negotiations on the Hill).

Hillary Rodham Clinton

Medicare/Medicaid and the budget

12/14/94

Melanne

In this morning's budget discussion, Alice will lay out where we fall short in achieving 
the current goals of a tax cut (approximately $50 billion), a worker retraining initiative 
(approximately $25 billion), and avoiding a deficit problem. Apparently, we face a 
significant shortfall (particularly when you consider some of our possible assumed savings are 
unlikely to be politically viable), which will require painful decisions — decisions that may 
bring back into play some significant cuts in Medicare and, possibly, Medicaid.
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You may also want to ask her when we will have the new Medicare/Medicaid 

baseline numbers incorporated into the baseline (which apparently will lower the deficit 

— perhaps by tens of billions of dollars — and thus hopefully reduce pressure on us to 

cut programs for deficit reduction). [She is pushing HHS for these numbers now, but their 
absence means that we will have to recalibrate our deficit numbers and proposed savings 
numbers in a very short period of time].

In case the Medicaid blockgrant issue is raised, I am attaching some background 
information and some pros & cons on it for your use. (I do this although I understand from 
Melanne's intelligence that most of the budget participants — other than Gene and perhaps 
the President — are not seriously focusing on this proposal at this point).

I am sure I am giving you too much, but I thought this information might be helpful 
for both the morning budget meeting (if you go) and your afternoon meeting with Bob, Alice 
and Laura.

Lastly, it is possible that the subject of a Medicaid block grant or other Medicaid 
savings proposals may come up. There may be some political and policy appeal to these 
proposals. Because of the states strong desire for flexibility and the Governors ongoing 
discussions with the Republicans (and the President), the President may understandably be 
somewhat intrigued. As you know, however, there are tremendous implications with 
proposals such as these and I would only ask that we have an informed discussion on the 
matter preceeded by a DPC/NEC Map Group meeting to help us prepare.

Apparently Alice will be presenting a whole range of Medicare and Medicaid savings 
that may amount to over 85 billion dollars more OVER 5 years. I believe she is preparing 
this information because (1) she thinks we should be placing these on the table now so that 
we can define ourselves in terms of being willing to step up to the plate and show our desire 
to both reduce the deficit and have small investments in health reform; (2) she believes Leon 
and Bob arc open to additional Medicare (particularly provider) cuts; (3) she has heard Laura 
talk about the possible need for an entitlement summit and possible implications of a small 
Medicare entitlement cap; and (4) she thinks we need money or at least more options on the 
table to make the numbers eventually work out.

The fears I have about Alice's presentation can be narrowed to one word: LEAKS. 
If there is any public perception that we are talking about major Medicare/Medicaid 

cuts (particularly if they are not signficantly redirected for reform), we will hear a 
major outcry from our traditional base of consumer advocates and the elderly, the 

hospitals, and many other providers. I would like to suggest that you emphasize this 
point.



MEDICAID PROGRAM AND POSSIBLE BLOCK GRANT

Background on Medicaid

Where Medicaid Dollars Go

♦ Medicaid is a program that serves five groups of people:

A disproportionate share of Medicaid funds are spent on elderly and disabled people:♦
►

►

►

♦

Certain services and eligibility levels are specified in federal law, while others are 
funded on a matched basis by the federal government at the option of states.

Low income kids and adults account for 73.1% of Medicaid enrollees, but 
consume only 32.8% of total Medicaid spending.
Nonelderly disabled people comprise only 15.5% of Medicaid enrollees, but 
account for 38.7% of spending.
Elderly people make up only 11.5% of Medicaid enrollees, but account for 
28.4% of spending.

The disabled population on Medicaid is projected to grow by 8.2% per year. 
The welfare population is projected to grow by less than 2% per year. 
Enrollment in Medicaid of non-welfare children under poverty is projected to 
grow at 4% per year.

Any low-income family receiving AFDC, or elderly or disabled person receiving SSI, 
is automatically eligible for Medicaid. Certain categorical groups not eligible for cash 
assistance — including low-income pregnant women and children — may also eligible for 
Medicaid, with income thresholds generally varying from state to state.

► 
►
►
►
►

Low income mothers
Children
Non-elderly disabled people get health insurance and long-term care. 
Poor elderly people get Medigap-like insurance to supplement Medicare. 
Disabled elderly get long-term care.

►
►
►

The Medicaid program provides acute health care and long term care services to low- 
income families, the disabled, and the elderly. The program is jointly funded by the federal 
government and the states, with the federal "match" varying from 50% to 78% depending on 
average income in a state.

The Medicaid program is projected to grow at about 10.5% annually through the end 
of the decade (this may change slightly with new baseline). About two-fifths of the 
growth is projected growth in enrollment.



♦

A Medicaid Block Grant

Arguments For a Block Grant Proposal

♦

♦

Would provide states with relief from unfunded mandates.♦
Would give states greater flexibility to respond to local circumstances.♦

♦

♦ A block grant proposal may be popular with governors.

States willing to increase spending would have broad flexibility under a block 
grant approach to pursue strategics to reform their health care systems.

Would permit the Administration to propose significant reductions in federal 
Medicaid spending (by capping growth in total spending) without identifying 
specific cuts that would provoke significant opposition.

Under a Medicaid block grant, the program could remain an entitlement, but it would 
be an entitlement to states rather than to individuals. The block grant would grow each year 
at a defined rate; to produce federal savings, the rate of growth would have to be lower than 
current federal projections. States would likely have broad flexibility to determine what kinds 
of services to provide and who receives them.

The increase in per capita spending for Medicaid beneficiaries is projected to be about
6.5% annually; about the same as the projected per capita increase for private health 
insurance.

Proposing some reductions in Medicaid demonstrates the administration's 
commitment to re-evaluating existing government programs and allows the 
administration to oppose more significant cuts without being perceived as 
defending the status quo.

The Republicans, as part of their budget proposal, are likely to propose significant cuts 
in the Medicaid program. To be better able to influence the debate on this issue, it has been 
argued that the administration needs to propose some cuts in Medicaid as part of its budget. 
One option that has been put forward is for the administration to propose a Medicaid block 
grant.



Arguments Against a Block Grant Proposal

♦

♦

♦

♦

♦

♦ Block grants eliminate the federal floor for Medicaid eligibility and services 
and encourage states to reduce their programs to avoid becoming magnets for 
the poor and sick.

Some states may atempt to control costs through further cuts in provider 
payments, which could reduce access or shift costs to the private sector.

Proposing a cap on Medicaid (with or without a block grant) would provoke 
vocal criticism from many groups that are part of the Democratic base. And, 
despite the welfare image of the program, 67% of all Medicaid spending is for 
the elderly, blind, and disabled. A block grant proposal could engender 
significant opposition from these groups.

The administration has criticized the Republicans for failure to be specific in 
many of their budget and tax proposals. We may be subject to the same 
charge if we go with something that looks like a cap.

The process of determining how much each state gets, how much the block 
grant increases over time, whether DSH continues, and what strings may be 
attached will be controversial and will pit some states against others.

Medicaid is growing faster than private health spending because of enrollment 
growth — not program inefficiency. (The per capita growth in Medicaid is 
about the same the per capita growth in private health insurance). There is no 
reason to expect that the Medicaid program can contain costs more successfully 
than the private sector. As a result, capping the program to achieve significant 
savings (e.g., Medicaid population plus general CPI) would inevitably lead to 
reductions in coverage or services.

Significant reductions in Medicaid would very likely lead to reductions in 
coverage or services.
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ISSUES RELATING TO TIIE BUDGET 

This memo covers the following areas: turning Medicaid into a block grant; the 
middle-dass tax cut; investments; and thinking strategically about budget cuts. I have 
limited knowledge of what's under consideration now and thus can't cominenl on 
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 
rea�ons. 

• 

• 

Substantive Problem� 

Absenl sl..rong action lo l°tduce lhe fate of gruwtlt in w�ts 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 tmimured would rise significantly as a result. 

The proposal's proponents 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. Fir5l, lhe 12 pcccenl J:c1le of g.,;owlh u\ Medll:d..iu 1.:oi;h, is tlut:! nut 
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 fol.U 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 :iggressively to control the costs of health services 
reimbursed under Medicaid by shifting to managed care. To slow overall 
growth further so it is 7% or 8%, the tirst 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 certaicl y mean more W'Uruured 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 cove rage for children over the past decade - the federa lly mandated 
extension of Medicaid to cover virtually all low-income pregnant women 
and young children and (by 2002) virtually 3.ll poor childreX\ through il.gc 
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 it\ jeopardy would be the federal requirement that state:s provide
Early Periodic Screening, Diagnosis, and Treatment (EPSDT) exams for
children in Medicaid and provide Medicaid coverage for medical
problP.m� unc-ovPrPti hy thP. F.PSOT E"ll't'lms.. This requirement, also, would
be dropped under a block grant.

• Another group likely to be adversely affei:ted would be elderly poor
people who are not on SSI. Federal law requires that Medicaid help pay
the ever-mounting Medicare premiums, deductibles, �nd co-payments
that these low-income elderly face. Under the proposed block grant,
many sta tes 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 recession.,. Under the current entitlement structure,
increased federal Medicaid matching funds automatically become
available when state Medicaid caseloads and costs rise during recessions.
Under a block grant, ii F.tate'A fpcieral MPdiC'c\id funding for c\ year would
be fixed; no additional funds would be provided if a recession hit. If the
ecunumy turned 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
sta tes, still another problem could arise. :;ome states would be big
"losers." while other would be "winners."

Political Problems 

• This proposal 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 15 essentially a },'Ul whu uUt!�n't �ti:Uul 
for basic principles. 

• Tt would anger the groups th.at supported the White House on health care

reform. It would antagonize governors as well. It's hard to figure out
who would like the proposal.

11, Middle-Class Tax Cut 

l 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 ta>. cut as modest as possible co.n:;islenl wiUl adu�vill� it�
political goals. The Administration's tax cut will be a starting point, from 
which the size of thie tax cut will grow on Capitol Hill. And with the 
bal;.nced budget constitutional amendment lil:ely 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. I gather the 
White 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 U1� pet'soncll exempliol'l or an e.x.p,tnsion uf t!ligibility fur 
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 a� 
much to upper-middle income families in the 28% tax bracket as to lower­
middle and middle-income families 1n 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 (about70% of families). 
A proposal to expand the IRA tax bre3k would principilly benefit those at 
higher income levels. Moreover, average middle-income families can't 
afford to put much into lKA accoW\ts, 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-cla� tax cut options under con5ideration. I'm nol awal'e of

the specific tax cut proposals being considered) 
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• 

For uoth puliticitl and pulley r�a�uns, the Administration shouldn't 
propose a tax cut that benefits upper-middle income families more than 
families right in the middle of the income spectrum or hard-working 
families in the lower-middle class. 

If the tax cut ls provided in the form of a tax credit, the credit should be at 
least partially "refundable." A refundable tax credit is one, like the 
earned income credit, that provides a payment to families that qualify for 
it but rui.ve income� too low to owe income tax. A ,ion-rcfund�ble credit 
does not provide a payment to those owing no tax. A substantial fraction 
of families with children owe no income tax and would not benefit from a 
middle-class tax cut provided as a non-rP.fundahlP. crP.tiit. ('ThPy also 
would not benefit from an increase in the personal exemption or 
e.11.p"uut:u IRAl;.) On tht! utht:r hand, may of these families are benefitting 
from the expansion of the earned income credit. 

Making a tax credit fully refundable probably increase, 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 

Unu�r <.:urnmt law, c1 tax cut mu.st bt: pa.ill fur through uf�t!tti.ng cuts in 
t!ntitlements 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 upon it. They 21..te likely to cut discretionary 
programs substantially deeper than the Administration propose! to do - and to u$e
the additional savings to help fund larger tax cuts. This is a pattern that could be 
repeated in subsequent years. 

Since the current budget 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. 
To balance the budget in seven yea.rs without touching defense or Social Security or 
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ralsing 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 lc.ld to still-lorget tax cuts .1nd still-deeper ctisc:rctionnry cut:;

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 con5equences for children's programs and other discretioruuy programs are
serious. 

III. Investments

The Republican Congress is likely to reject many of the Clinton investments. I
would recommend having a shorter list of investments than in last year's budget, 
choosing the investments cru-cfully, and picking scvernl of the investments proposed in 
the budget to fight for visibly. 

Among the investments I would keep in the President's budget are Head Start 
and WIC. I understand that the "pa�back" to ID-IS and USDA shortly before 
Th.dnksgivi.ng included a.n increase of $400 million for Head St.arl and $3.'.iO million fof 
WIC. I think those are very reasonable numbers. I hope they have not be�n 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. Luger Stntegy Que8tions

One final concern. I hope the White House is considering which elements of the
C:nntrac.t it moi.t want� to hPat and what allif!� it need� tn cio �o. ThP. que�tinn then 
arises of whether any of the cuts proposed in the budget would undermine such 
aJUanc�s. In ut.her words, ar� �re any bud��t cun, wul�.r l:urnsiut:rdtiuu tltiit wuul<l 
jeopardize larger, more important Administration goals and priorities? I don't know 
whether the White House is pursuing these questions in fashioning its budget cuts. 

Dectmbtr 13, 1994 
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CUT-AND-INVEST TO COMPETE AND WIN 

A Budget Strategy for Amerioan Growth 

L hdroducUon 

°j"' I 

Thia year'1 debate <1Ver the federal budget could provide President Clinton and 
Congreaa with � &e«>nd chance to enact an authentic economio-growth program that 
can help restore America'& competitivenesa in the world econ�. 

To do so, the President and Conereu will have to take new and decisive 
account of the CGntral economic dovelopmant of our time, the development of mature, 
1lobal markets in both capital and commerce. To enable American worken and 
compame, to better compete iD the churning environment of global markcte, 
production and invNtment, the federal government ahould become both more active 
and more self-disciplined. Ainerlcan.e muat inveat aggressively throuch the 
rovernm.ent in the national reaourcea that genuinely make an eoonomy more 
productive. But u tupa,yer• and oonaumer1, Americana alao must iiaiat that 
eovernment end the apedal apendini programa, tax breaks and trade and regulatory 
protootione that eubeidize politically powerful induatriea and in.lulate � from the 
powerful market forces or the dobal economy. 

The firat atep requires re-evaluating our current economic paradigms. Even in 
this period of tumultuous economic change, moat liberalA and conservatives have 
maintained f'aith in eome vertion of oonventional taa-and-1pond maoroeconomica. 
Many liberals, especially traditional Keynesiana, focus on increaain, ependint and. 
when neoeeeary, taue too; many conMrvativea, HP4tcially t\1pply•tider1, concentrate 
on cuttlni taxes and, when poe,ible, spending as well. But the1e O'OH approeehea 
al.moat alwaye miaa the critical economic tar1et: higher growth. The Keyneaiana" 
conviction that deficit apendini will apur domestic production and drive broad•baeed 
growth u hop$le.Qly outdat.ed in a wor!d where every atora atoclu imported ,ooda and 
covernmenta no lon,er control capit.G.l flowa. The alternative from the right, hand.a-off 
1overument, la equally obeolete at & time when American worker, wau>etc with low­
wage foreign labor end U.S. companies face foreign producers generoualy supported 
by their 10vcrnment1. 

For bot.h ti.seal policy in particular and eoonomic policy in pneral, tax-a.nd­
spend economics haa to give way to a new Cl'QWth atratei)' of cut-ancl•lnvewl. The new 
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approach reoognizee that ditfcrent kinds of :spending and taxes have different 
implicationa, positive and negative, for growth, bacau.ae global competition puts a! 
high a premium on the quality of public epend.L"lg 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 inveatment that support.a productivity 
and innovation throughout the economy, and which therefore directly affects our 
oompetitivene.,e with other economies. The basic building block& include workers' 
education and skills, basic research for new technologiea and the primary 
transportation network8 that link fi.rm:5, workers and CU8tomers into markets. 

Greater private investment also ia needed to upgrade the training, technolo�es 
and infra.structure 8J'8tems speci/ic to each industry. Government can best help here 
by actively promoting grea�r capital formation. Except during receesion.,, federal 
expenditures should always grow more slowly than the prtvate economy -- the main 
achievement of Preaid�t Clinton's 1993 budget battle. ln addition, Washington baa 
to maintain anti-inflationary monetary policy and should encour8'e greater private 
eavinga with more consumption-based taxes. 

An authentic growth and competitiven� 5trategy has to maintain a clear and 
convincing distinction between g,nuine public investments and other federal 15pending 
that, worthy or not, may have to be restrained. Public investment is different. Its 
only purp05e is to expand the private economy's capacity to create wealth. It is called 
for only in the apecifio areas where markets invariably £ail to generate :suitable 
private investment -- principally, once again, education and worker trainin2, basic 
research and economic infrutructure. Aa a general rule, new federal b� 
should be limited to these 2"enuine investments, which over time should pay for 
themselves by increasing growth and expanding the tax baee. Other purposes aL,o 
may be compelling, from health care to law enforcement, and we ehould meet thnae 
nccda by paying for them M they occur. 

This distinction between investments and other spending provide, three

pri.nciple11 for econnmically-sound budgeting: 

• Divide tho budget into two separate accounts: one for public economic
inveatmenta; the seoond for everything else from entitlement tranafers and
defense to interest payments and government operationa;

• Raquire an annual balanced bud�t for all net non-investm€nt a pending, except
dwing recessions;

• Ensure that annual federal spending growa no futer than the private
economy, except during recessions.
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Until the current deficit declines to the ran�e of the net investment budget, we 
will have to fund new public investment by cutting other federal spending. These 
cuts can and should start with the ecore.5 of public :,pen� and tax subeidies that 
iusulate particular industnes tram healthy market pressures to upgrade. By 
eliminating these wasteful progratXlB that impair our growth, we will be able to fund 
investments that spur erowth. 

If a national economy were self-sufficient, the vario� spendin,: and tax 
subsidies for particular sectors would be relatively benign. But in a world of global 
production, capital and commerce, theae subsidies eventually erode the competitive 
position of both the industriM receiving them and those that don't. The capacity of 
a firm, an industry and a nation to improve its productivity and to innovate 
efficienUy is the most critical factor in determining itis "lobal 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 �hield 
domestic industries from the global market competition tha.t drives their foreign 
rivala to upgrade their producU and production. Subsidies and protections, therefore, 
ulti.mat.ely leave their beneficiaries less able to succeed. NJ for other Wl.Subsidized 
domestic sectors, these policie.! place them at a competitive disadvantage relative to 
subsidized industries, because the subsidies lower their cost& of capital and labor. 
And in a elobal economy, firms forced to operate at a disadvantage at home will often 
move some operations and jobs abroad, where labor or materials are cheaper or 
sub�idiee arc available. 

Far from contractmg the economy, selective epending restraint and tax reforID8 
can contribut.e t-0 growth if they target those program.a that weaken the economic 
force11 driving national competitiveness. Most of these eubeidie.s and protections etem 
not from economic logic but from political influence. From farm support.9 and tax 
breaks for oil and gas firms, to textile quotas and telecommunications regulation, 
the.se apecial indu.,try entitlements force taxpayers, consumers and businesses to 
t.ransf er more resourcea to iruluential sectors than market.s would otherwise require. 
This subsidy regime is also profoundly regre,5ive, !ince the ultimate beneficiaries of 
these spending and tax transfers are the shareholders in the aubaid.ued induatriea. 

Somt: subsiclie., and reeu}ation5, however, serve compell.1ng social purposes; and 
growth policy does not dictate, aa many connrvativea suggest, that government 
should stop eupporting childhood immunization, end tax incentives for middle-class 
home ownership or suspend health and safety regulation. Becoming more competitive 
requires phaaing-out provisions that artiiicially raise returns for industries with 
politic:& clout. but for no overriding social end. 

A .seriou� 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 so is the political heart of a new economic 
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reform agenda. Yet despite the potential effectiveness of a cut-and-invest program, 
the tax-anri-apend paradigm maintains its firm hold on Washington — as 
demonstrated recently by a failed effort to cut projected spending by $90 billion over 
five years, led by Reps. Tim Penny and John Kasich. Liberal opponents objected to 
virtually any spending restraint, while conservatives insisted that all savings go only 
for deficit reduction. The cut-and-invest alternative eluded both sides of the debate: 
cut unproductive spending and use part of the savings for the President s investment 
agenda, part for the deficit, and part for social reforms from health care and welfare 

to tax relief for families with children­

in the end, we can finance the public investments that the national economy 
needs in only three ways: higher deficits, higher taxes, or spending and tax subsidy 
cute. Higher deficits won’t work because they would force up interest rates and so 
force down growth and investment. Higher taxes would dampen investment and 
trigger a political revolt if they fell on the middle clasa. By cutting special-interest 
spending and tax subsidies, we get the resources to improve the infrastructure, train 
workers, expand research, and strengthen competition throughout the economy.

The cut-and-invest strategy represents a new, progressive approach for 
economic policy in a global economy. It seeks to remove the dead hand of obsolete 
subsidies from workers and companies striving to succeed. It aims to halt legally- 
mandated transfers from average people to the shareholders of influential industries. 
It offers an economically-fiound alternative to the balanced budget amendment. And 
it would promote a growing economy, which ultimately is the best support and 
protection the government can provide to any industry.

This strategy begins with a rigorous accounting of all industry-specific 
spending and tax subsidies. This report identifies as candidates for this accounting 
about $114 billion in spending over five years and some $111 billion in tax provisions. 
Every one of these provisions has been long protected by skillful lobbying and local 
prewure. To break this gridlock, Congress should establish a Commission on National 
Competitiveness and Industry Subsidies modeled on the Base Closing Commission. 
The Commitnn would evaluate these spending and tax provisions and recommend 
a package of reforms that the President could submit to Congress. Congress should 
have to vote the package up-or-down without amendment.

This strategy plainly can provide means for financing a serious program of 
progressive economic and social reforms. This report proposes roughly $1CO billion 
in additional public investment over five years, leaving sufficient resources to also 
advance reforms in welfare and law enforcement, provide a measure of middle-class 
tax relief and make more progress on the deficit. This approach also will permit us 
to dedicate additional budget savings from entitlement reforms, such as those 

proposed by the Progressive Policy Institute last year in Mandate for Change, to
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1health-care reform.

II. The United States in the Global Economy: Th® Crime of Slow Growth

Productivity Net Investment Median Incom®Years GNP

3.4%
3.6%
1.1%
0.9%

NA
7.0%
5.8%
2.3%

2.9%
3.0%
1.5%
1.2%

This weak economic performance has virtually halted progress in living 
standards for moat Americans. In the 1950s and 1960s, vigorous growth supported 
genuine upward mobility. A 20- or 30-year-old who began working in 1950 found a 
generation later, in 1970, that his income had doubled, even after taking account of 
inflation and the costs of raising a child. Compare that with the income gains of the 
average 20- or 30-year-old who started working in 1970. A generation later in 1990, 
his inflation-adjusted income was barely more than when he started, after deducting 
the cost of a child. Twenty years of slow growth has produced an economy that offers 
most Americans little more than the equivalent of running in place (see Table 2).

1 These xefonnB involve a new approach to meana-testir.g and an increase in the retirement age 
for Social Security and other federal pensions. We propose limiting entitlement spending and related 
tax benefits for hlgh-lncome groups that now receive a larger share of the total benefits than their 
share of the population: Social Security and other federal pensions for people with incomes over 
$100,000; retiremant-related tax benefits for those with mcomeB over $75,000; health-related tax 
benefits for those with incomee over $100,000; and Medicare recipients with incomes over $200,000. 
Theee reforms would raise $10 billion to $15 billion a year. We also urge Congress co examine raising 
the Social Security retirement age to 67 by the year 2008, instead of 2027 as under current law. Thia 
would raise $60 billion over two decades. See Robert Shapiro, "Enterprise Economics and the Federal 
Budget," Mandatt fw Change, pp. 21-51, Will Marshall and Martin Schram, eds„ Berkley Books, 1992.
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The serious problems with U.S. compedtivenesB are evident in the economy’s 
long-term substandard performance. Through the 1970s and 1980s, the key measures 
of the economy's capacity to create new wealth - average annual rates of growth in 
net investment, productivity and income gains, and total output - all deteriorated by 
one-third to one-half, compared with the 19508 and 1960a (see Table 1).

3.5%
4.1%
2.8%
2.5%

Table 1. Performance of the U.S. Economy, Basic Measures 
Average Annual Rates of Growth

Sources: GNP: Economic Tieport of the President, Jan. 1993, Tabic B-2. Productivity: 
Department of Labor data for 1949-58; Economic Report, Table B-44 for later years. 
Net investment National Income & Product Accounts, Table 5-3, and Economic Report. 
Table B-15. Median Income: U.S. Department of Commerce, Census Bureau data.

19508
1960e
1970s
1980s



Table 2, Americans’ Real Income Gains by Age

Source: Author's calculations from Census Bureau Data.

46.0%
43.1%
22.9%
30.4%

3.9%
3.7%
2.1%
2.7%

9.5%
3.5%

1.7%
2.4%

40.7%
40.4%
18.8%
27.3%

6.4%
5.2%
3.6%
3.8%

Are 30-99
Annual Decade

Are 2M9
Annual Decade

Age 40-49
Annual Decade

2 Several factors account for these disproportionate gains by wealthy people. For example, as any 
economy matures the share of its national income earned by capital increases. The most crucial 
factors, however, were federal tax and regulatory policies that artificially raised the post-tax rate of 
return on capital - tax benefits for real-estate partnerships, lower tax rate on high incomes, high real 
Interest rates, and feverish merger-and-acquisition activity that drove up equity prices.

’ International Monetary Fund, World Economic Outlook, October 1W3, Table Al.
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85.7%
65.3%
42.7%
45.6%-

- / 
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1950s
1960a
1970s
1980b

Slow growth did not affect all Americana equally, The 15 percent of workers 
with professional or managerial jobs saw their inflation-adjusted incomes continue 
to rise at the healthy rates of 4 to 6 percent a year that nearly everyone achieved in 
the previous generation. And the incomes of the richest 1 to 2 percent, those with 
large holdings in stocks, bonds and real estate, grew by more than 75 percent after 
inflation in the 1980s.J With overall, average real income growth of only about 1 
percent a year over the 20 years, the strong performance by those at or near the top 
leaves only meager income gains for most other Americans.

America is not alone in this predicament; most other advanced economies grew 
little or no faster in the 1970s and 1980s. The International Monetary Fund reports 
that from 1975 to 1992, real output expanded even more slowly in Germany, France 
prid RnHm than in America, and the Canadian and Italian economies performed only 
marginally better. Among the mAior advanced economies, only Japan managed to 
sustain robust growth, averaging about 4 percent a year since 1975 - until 1992.®

Moreover, much of America’s growth in the 1970s and 1980s came from an 
influx of new labor, mainly women, and immigrants, while investment and 
productivity lagged. As a result, by some measures most other advanced economies 
out-performed the U.S. In 1990, Germany and Japan both produced more wealth per 
person, than we did, and France was close behind. In productivity (GDP per worker), 
Japan, Germany, France and Italy all led the United States. And our savings rate 
and trade balance have long been the worst of the advanced nations (see Table 3).
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Table 8. Economic Performance, U.S. versus Other Advanced Economies

Rate, 1990

Soum; OECD in Figures, Supplement to OECD Observer, No. 176, June/July 1992.

Table 4. Global Real Growth Rates

World 74.7% 3.2%

Advanced economies

* Australia, Austria, Belgium, Denmark, Finland, Greece, Iceland, Ireland, Luxembourg,

7

p' ' I »'
X - w

4.7%
6.6%

Non-advanced economies
Non-advanced Asian

2.6%
2.4%
4.0%
2.2%
2.3%
2.5%
1.8%
2.8%
2.2%

Total Growth
1975.1992

Average Annual Growth
1975-1992

$43,211 
$46,098
$49,891
$49,764
$46,940

127.7%
217.9%

Trade Balance
1990, % of GDP

GNR pp. 24-25; productivity: pp. 8-9. 24-25; savings: pp. 24-25; trade: pp. 60-61.

The problem of slow growth doos not afflict every nation. Since 1973 scores of 
developing and newly industrializing countries have maintained high growth. Overall, 
non-advanced economies have expanded nearly twice as fast as G-7 nations, 
averaging 4.2 percent a year for 20 years. Asia’s non-advanced economies have 
expanded nearly three times faster than the G-7 - 50 percent faster than even Japan.

$21,449
$23,822
$23,536 
$21,105
$18,921

-1.5%
0.7%
5.5%
0.0%
0.0%

58.0%
53.9%

108.8%
48.5% 
50.1%
55.8%
38.1% 
64.2%
47.9%

2.2%
20.5%
12.7%

Wealth/Per&on, Productivity, 1990 Natl. Savings 
(Per-oapita GDP) (Per-worker GDP)

Netherlands. New Zealand, Norway, Portugal, Spain, Sweden, Switzerland,

Source; Calculations by M. Jeff Hamond from World Economic Outlook. International 
Monetary Fund, October 1998, Tables Al, A2.

U.S.
Japan 
Germany 
France
Italy

U.S.
Japan 
Germany
France
Italy
U.K
Canada
Other advanced*

8.5%
7.4%
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By 1990, for the first time in history, the world's developing and newly 
industrializing economies produced more total output than the three largest advanced 
economies combined - the U.S., Japan, and Germany.

Global markets and the terms of competition

These developments point to a clear and certain conclusion: America’s economic 
performance is inextricably tied to the global economy. The most fundamental issues 
for U.S. economic policy in the 1990s and beyond arise from the costs and 
opportunities produced by global capital, commerce, and markets.

In certain respects, the global economy is as old ae international trade. Over 
the last 20 years, however, vast advances in the speed, efficiency and reach of 
international communications and transportation infrastructure systems have opened 
up most national economies to countless foreign economic forces and actors. These 
developments have reorganized national and international markets and changed the 

basic terms of economic competition.

The heart of the U.S. competitiveness problem lies in our responses to these 
changes. A generation ago, most large U.S. firms could compete using American 
capital, labor, materials and other resources to produce standard goods and services 
at the lowest cost for our national market. In this competition, foreign firms, foreign 
capital, foreign resources and foreign markets all played relatively minor roles. 
Today, America’s large firms, like their counterparts around the world, must compete 
with rivals drawing on different and sometimes superior resources, including labor, 
technology and infrastructure. In this competition, we must use materials, 
production facilities and other resources located thousands of miles from our own 
market. Capital, too, is drawm from and shared by the entire world. Perhaps most 
important, the new global markets for goods and services are vastly different from 
the roughly uniform domestic markets of the 1950s and 1960s. They are an 
assemblage of market segments that provide new sources for every factor of 
production, and demand goods and services reflecting the various needs and desires 
of different countries and cultures, classes and communities around the world.

In this new competitive framework, successful firms have to efficiently organize 
productive factors from around the world " research and development, materials and 
labor, product and process design, financing, marketing, packaging, distribution and 
more -- and produce the goods and services demanded by various market segments. 
The basic terms of competition created by global commerce and markets now require 
that firms and workers not simply produce standard goods and services efficiently - 
the hallmark of America’s (and Japan’s) economic success in the 1950s and 1960s -- 
but also innovate efficiently in virtually every aspect of economic production.
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From this perspective, the United States is no longer one economy, but four 
We are first an advanced economy that uses sophisticated technologies and skills to 
produce complex products such as software and many machine tools Here — 
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including our own. But America is also an industrial economy producing basic* 
standard products such as slab steel, automobiles, and many microchips. Here, we 
compete with newly industrialized countries such as Korea and Taiwan, as well as 
with other advanced economies, for markets everywhere. In addition, America is a 

commodity economy producing basic staples such as food, textiles and petroleum in 
competition with developing nations and many others for sales everywhere Finally 
the United States includes vast sectors that make up a non-traded services economy 

in areas such as restaurants and health, where our firms compete with each other 
for the domestic market.

The inescapable conclusion is that Americans must now compete throughout 
the entire world, and not only with the handful of other large advanced economies but 
also with dozens of fast-growing developing and newly-industrialized economies. In 
part, these econcmies owe their stupendous growth and productivity gains to their 
roles as suppliers of inexpensive raw materials and labor for large corporations based 
in advanced countries. But they are developing as well as growing, becoming not only 
crucial markets but also important competitors to satisfy many of these markets.

Government’s role in enhancing the economy’s competitiveness

As the world’s largest and most diversified economy, the United States has a 
great portfolio of national resources and investments encompassing every sphere of 
competition - vast natural resources for commodity production, extensive social and 
economic organization for basic industrial production, and far-reaching human and 
intellectual capital for advanced production. An economic program for global 
competition should promote our competitive advantages not only with other advanced 
economies that have comparable cost structures, but also with the recently 
industrialized and developing nations producing standard Industrial and commodity 
products with labor far cheaper than ours.

Twc elements are essential for this task: 1) high levels of public and private 
investment, and 2) vigorous competitive pressures that can drive innovation and 
productivity gains by U.S. firms and workers that at least match those achieved bv 
foreign competitors. 7

First, we must be prepared to match the basic resources employed by 

competing economies -- in the skills of our workers, the technologies of production, 

°^r buai^S8e8 the sources of every factor

— public and private commitments, often through new govemment/private sector



partnership&. to etate-of-the-art education and training, advancoo research and
development, end world-cl..a.s5 communication& and transportation network.I. On a 
per-worker basis, our stores of human, technDlogical and physical capital must match 
or eJtceed other economies', especially the other advanced countries producing 
co:nparable good.a and services. lf American wurkero are the beat trained, American 
technoloeies are the mo�t advanced, and Ammca'a infr8.Btructure is the mo.st highly 
developed, the U.S. economy can be the world'e mo::st. efficient. 

The second crucial element is competition itself. We have to expose our firms 
and workers to more competitive pressures to make the most of our public and 
prhi·ate investment., in human, ,e�ological, and physical capital. The reason lies 
in human nature. Most people an1 fiz,m., will change only when they muat to survive, 
compete and win. This capacity for change, ahaped by knowledge ofmarke� and the 
myriad aapects of economic production, is a powerful facility for efficient eoonomic
innovation ·· the key factor in competitiveness created by economic globalization. 

Government•s responsibility for promoting "conomic innovation begins with 
pha.,.ing out current legal barriers to competition. Today, there are four principal 
ways in which €be government insulates selected industries from healthy competitive 
pre.,eures. In each case, theH act.ions reduce the incentivee to innovate by ttrtificially 
supporting a particular indu-,try'5 rate of return: 

* Special &pending eubaidiee, such a.a those for farm businesses and inland­
waterway operators;

* Special tu oubsid.ioe, such as thoae for energy producere and housing
coilBt.ruction;

• Special trade protection, such as those for textile makers and machine-tool
manufacturera;

• Special regulatory protection, such as those for certain kinds of
telecommunicatione companies and fl.n.ancial institution,.

In a global economy, these domestic subsidies and protection cost America job&
and growth -- as comparable mea:surea in other countriea weaken their economies. 
Prmsiona such u farm-priCG supports and textile quotas not only create barriers 
against normal competitive preaaurea to innovaw for forei/}n competition, they wo

place industries auch aa automobile prQduction or bueineea 8GI'Vioo1, that don't 
received favored treatment, at a disadvantage in the domestic competition for 
resources. AB a reault, theee program:, raise the operating coats for those doing 
business without special subsidies or protection. And this increases their incentives 
to press for their own benefit., or take advantage of globalization and move some 
operatio� to countries where costs are lower or epecial i,uooidiee are available. 

American competitiveneee doee 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 incantivu for middle-olua home 
ownership, many forms of health end safety regulation all promote !ocial goals aa 
important as ma.rginal economic efficiency and innovation. In other instances, 
proviaioM that resemble anti-competitive iublidiea or regulation are actUally 
designed to offset genuine market failures, such u federal spending to protect bank 
depositors, tax incentives for ba&ic research and much environmental regulation. But 
when there is no overridinf social purpose or market failure. the dynamic:8 of global 
competition crea� a lilUbatantial bwden of proof for any instance of special spending 
or tax treatment, trade and re�atory protection. 

DI. Cuttill2' Public Subaidiea tor Private Intererie:
Free Market Competition and National Competitiveness 

For a decade, the debate in Was�n over spanding and tu policy hu been 
largely disengaaed from the genuine economics of growth. Political &riU[Ilent focuaea 
eaaily and naturally on distributional que�tioM - who w1ll pay more taxes and who 
will pay leas, who might gain new benefits and who will have t.o ahoulder the burden 
of fiscal Te8traint.' These terms of debate have to �e ifwe are oo lave a budget 
program and an economic policy that actively promote U.S. competitiv-eneas. 

Consider the impact of a government aubsidy for agriculture, an example which 
could apply to coat instances '.>f spQilding and tax subsidy. In the lar&ely cloaed 
economies of the 1950s, when U.S. growth and employment were relatively unaifected 
by foreign competition and foreien markets, domeat:ic farm supports produced net 
benefits. They directly helped aome farm.era. And if the subsidy enabled them t.o 
increaae their productivity, euch aa a tax incentive for farm equipment, the higher 
taus or upward pressures on p.ric:41 paid by everyone else could be offset by lower 
prices from the productivity gains cµid by �her national wealth. And greater 
national wealth would increase investnWlt throughout the economy. 

The reault is different in a more open economy. If a direct subsidy to farmers 
raise& prices fer domestically produced food, it also will increue the competitiveneaa 
of forei,en agricultural goods, which in turn reduces th2 market 1hare of domeatic 
farmers, hamperine- their productivity gain.a. If the supports are financed by hi�r 
taxe.,, they reduce invesanent resources, also dampeni� productivity and erowth. 

• Some old-fuhioned liberals still believe in hleher spending and high.er daiicita t.o boost growth,
and many clawcal conaervativea atill aeo a golden age on the other side of a balanced budget - u if 
Amuiea'• o�n eeonotny, interacting constantly with foreign financial and c:ommerai11l ru.rkets, 'ffould 
still respond u it did ·when it waa an economy to itself. And a handful of eupply-eide true-belie..-en 
still wiat that American coxnpetitiYe.r.eaa and ifOWf.h would revive Agard leee or deficit policy, if ollly 
we �ould cut tax rato for wealthy people. 
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Subsidizing one sector while others are open to global competition makea 
matt.era worse. If only 1Bnning i1 aubaidized, the policy artificially raises the rate of 
return for domeatic farm businesses and so draws capital and other resourcea away 
from other indwtries. Since firIDB in 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 market& 
in other COWl.triea where &ubsidiee or lower price3 for land, labor and construction 
promiee higher returrus. One result is now painfully clear: In a global economy, 
:subsidies for domestic industries reduce domestic job and busine:58 creation. 

Nevertheless, as both Ronald Reagan and Bill Clinton discovered in their first 
budget battlea, ,pedal interest.a U&ually can block serious action in Congress to phue­
out their existi� subsidies. Congress and the President have to find new ways to 
unravel this web of political influenoe. 

A& s��ested earlier, Congreu and the President should create a Commission 
on National Competitiveness and Induatry Sub&idie& modeled on the Bue Cloaing 
Commission. The Cororoisston would recommend an annual package of reforms, from 
pha!e-outa to uHr fees, to the President, who would submit the packaie to Congress. 
Congress would have to vote the packaie up-or-down without amendm�nt. 

The thclino of liberal economk policy 

The dynamies of globalization dir�tly clwlenre the lo�c of traditional liberal 
macroeconomic policy. Accord� to an orthodox K.eyneai.an strategy, higher deficit&, 
not discrlm.inating apending cut.a, will boost growth by stimulating demand, which in 
turn will spur productivity•enhancine investments to meet the new demand. The 
problem with this approach is that global trade and capital limit how much stimulus 
the economy r&Ciivea from a higher deficit. In a global economy, fbreign imports 
sawfy a good share of any new demand spurred by more deficit spending. Thue, aa 
trade has increased while our competitiveness baa stalled, a rieing ehare of new U.S. 
deficit stimulus b.n., ended up atimula� foreign production, Joba, and inveatmont. 

Global capital markets also limit tho capacity of'hi&her government spending 
to boost .rowth. When lenders can easily move their fu.nda anywhere in the world, 
aa they can today, and when they fear that higher deficita can also mean higher 
inflation •- ae they often do unless the econoJlly ta in receaaion - they respond to
higher public spending either by demanding higher interest rates or by movini funds 
abroad. In either cruse, much of the oricfnal :stimulUB is neutralized.1 

a Olobe.1 capital �arksts a1ao Um1i the stimulative aff'ea of cutting ehort-t.nn int.ereat rates. 
Lenders h.ATe learned that when government euta short·term r&tes in an expanding economy, inflation 
of\:en accelerates; when this occun, they a.re quick to lhift their funda to other ourrenaiee with lower 
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Virtually every part otthe budiet contains special-interest apendine subsidies. 
Siirn:ificant a.hare, go to natural-resource compan1�, from timber and ae-nculture tAl 
energy and mining, and tran!portation firms. The list below is not exlauative, and 
the proposed CnmmiHion on National Competitiveness and Industry Subsidies may 
find sound economic or social i['Ounds for preaerving some of these provisions. A fair 
aalection of procrama that should bo evaluated by the proposed Commission, totalling 
rouihly $114. billion in projec�d spending over five years, would include: 

• 

• 

• 

Energy-Industry Subaidie1 

Rural Jllectrifica.ticn Adnuni&tratton. (REA): Created to 
electrify rural America, today it 8Ub1idizee privat.t 
utilities in selectad areu with low�st. loam. Reduce 
the subaidy by charging near-market. rates on loan,.• 

T•rmuau Valley Auth-Ort't)• (TVA): Much like the REA, TV A 
oubsidiz.ea electridty consumption and certain recreational 
activities in tho Tenneaeee Valley. Reduce these 11ubsidie1,• 

CleM Cool TechnolOllY Program: End thie prop-am, 
which subsidizes practical reaearoh for oce ee(Jllent oi 
the coal indu"1:ry, which could finance it on it.a own.• 

5-Year Savin,• 

$ 0.7 b. 

$ 0.6 b. 

$ o.s b. 
• EMrBY Supply, &search and DtVelopnwnt pant,: Cut

fundin& fur these grant.I, which eince the late-1970. haw
8ubsid1zed research with little in�ustry participation
and often little oommerclal value. $6.9 b. 

iAttatioriazy expectations, forcing up lonr-t.nn rates in the 00W1tcy that lowered ita chort-t4m1 rat.a. 
1 Five.year ■avinp eetimates {r,r the proposed spendinf cub atid tu Ntorme are buod on the 

following 1ource11 identified by alphabet lettu: 
a: Conpeecdonal Budget Office, lw:luct11R w D1ffcit: Sptndi1&1 aratl Rt:C1Cnu, Optwn,a, Feb. 1998. 
b: Heritaee Foundation, •Real Deficit Reduction D•mand• Roal Spendinc Cuts," B�toundar 

No. 918, A\1gu•t 28, 1992. 
c: Friends of the EL-th, 'Tha Green Solution to Red tnlr.," Marcll 23, 1993. 
d: B""'8n of lht Uniltd Stat,, Go&;•rnmmt. Fi.eel Yea.r 1"°'. 
e: Senator Hank Brown (�Colo.) 
f: Bill Clinton, A Vut.on of Cho,.,. for America. Thia source provides estimate• for four ye4r,.

� National PerfoJ'J21anct R.aview, From� Tape to RuuUs: Crtllttna A Go&:,rmn.nl tluil Work. 
Better and eo,ta �u, September 7, 199S. Eetimates conr six•ytar,, with the rast year 
assumed to e-0ver enactment of the reform. 

h: Penny/Kaaicb aipartiaan Taak F�, "A Common Centa Plan," October 27. 1993. 
j: Joint Tu Committee, "Eafunote■ of Federal Tu Expenditw'H !or Fioeal Yun 199�1998," 

April 1999. 
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• Fu&J.an ruearch grcnt,: &duce tbe.e crazita and require
more private-industry support for research prQjecta.0 $ 1.0 b. 

• Uranium ,nri.chment ,uvi.cu: R.oovar th� 1overmnent'11
cost of enriching uranium for nuclear power finn11.0 $ 1.6 b. 

• Strategic Pttrolcum Reserve: Suspend new purchases.• $1.1 b . 

• Naval Petroleum and Oil S,Juik &serve: Suspend new
purchase1.d S l.S b. 

• Advanud lizht-water ;eaator: End f8dQral aubaicly for
utilities' reactor-de.jgn cost; and regulatory aid,c $ O.S b . 

• Saha of federal hydroekctric power to prtvatt uttlttu,
in, certain rt.giollf: Raise rates to cover the government's
cost or providing the power .• $ 2.0 b. 

• Nud,ar WGate dispo�al f'tt$: Index for i.n1lat1on govern-
ment fees to diapose of utilities' nuclear waste,. a $ 0.3 b. 

Other Natural-Reeource h1du.etr;r Suba.idiew 

• 1872 Min.fog Act subsulul: Set a 12.ts% royalty to mine
on public lands and extend hardrock mining holdmg fees.0 $ 1.2 b. 

• Timber sales from national foreats: Raiae price of timber
£tom public lands to cover cost.I to prepare the timber.• $ O.� b. 

Agi'ibushlese 8ubsidle1' 

• Agricultural tc.1"6et pnca programs: Lower price-8\lbsidy
supports 1br basic commoditi.ee by S'il> a year.• $11.2 b. 

• Agricultural, sub,iau, to wealthy farnurs: Eliminate subsidy
payments for individuals with taxable incomea of more than
$120,000 and ftrma with incomas of more than $6 million.e $1.0 b. 

• �porl-enMn,(Je,r.vit qgricultural ,ub,:din: End U.S. taxpayer
subsidies for food purchased by forei� consumers.• $ 8.2 b. 

• Gra.zin.g f1u: �e feel for paiilg on public lande eo
time commercial users pay market-baaed rates $ 0:2 b 

'A. mu.ch as pouible, U.S. farm subsidies should ha phued-out &a othu major world prod11ccr1 
do the same. 
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• 

Dolry-,upporl pf'061V,m'• mtllt morJJ.lutf orden. End 
iovermnent-tet minimum Pricinr tor tluid milk, which raises 
consumer price, and lncreuee c:oeia of price support 
program for milk products.• 

lf7"Wallon prQ6rarru: Water eubtidi.ea created 1br family 
farms now 8\lbsidize many suburbs and a,ribwrinessee. 
Impose a surcharge on water sa.le1 from Bureau of 
Reclamation projects and charge market rate. for 
water uaed to irrt,ate aurplu, crope,e 

• M,at and poultry irwpectkm feu: Require slaughterhou..aea
and proceeeini pl ante to pay for govemmoot inspections. t

• 

• 

• 

• 

• 

• 

• 

" 

• 

Traneportation•ludustey Subaidiea 

Airport granl,-in,aid: End direct. tupa.yer subsidies for 
projects to uperade or expand airline terminals, which 1n a 
dereiu}ated environment lhould be privately financed.• 

Jftdaral Avi.ation )..dmini.6trattcn: Charge airlines and private 
plane ownera uaer fees t.o cover the margind coet of FAA 
air-traffic control services on their behalf.• 

Htghway dtmon,trafu,n pT'Q}tcts: Reaeind f'undin( for 
pro.jecte not elilible under state transportation plan.a or 
hiibway ifSllt prosrama.1 

In.larid-wokrway pro6rarm: Cbarga ffrm• U&in&' inland 
waterwaya uaer fees to cover federal coeta to maintain, 
operate and uperade thete routes.• 

Harbor mainte1'1411,{',e proxram&: Strictly enforce oun-ent 
fee collection for harbor maintcanco ahargee.c 

Mau-troMit opuat� ,ub.idi.u: Mase-t.ranait coutruc­
tion ia public in.vest:!llent, but operating aublidiea are 
not an.cl should be phased out.• 

Marltirru AdmJ1atw-otion operatin.K •ub,idie,: Pha.ae out 
subsidies that protect U.S. abipJ)8rs from competition. b 

Amtrak operati1111ub,1idiu: Reduce cUl'l'ent subsidies 
by 50CJ& so the tyatem beoomee more self-eupporUn(,b 

ZIHntial Air Service program: Reduce subsidy 
to airlines to aerve 1215 email citiee,I
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$ 1.1 b. 

$ 4.8 b. 

$ 0.15 b. 

$ 6.7 b. 

$ 6.8 b. 

• 7.9b.

$ 2.2 b. 

$ 0.2 b. 

$ 4,0b. 

$1.3 b. 

$ 1.3 b. 

$ 0.7 b. 



Mroapace and Htg.!i.Teoh Induney Subsidlee 

• Notional auo,pall pu:m,: End thia proifam, which i11
not supported b1 the Pentaaon u a data.n,e project.' $ 0.7 b . 

• Stl'TUl,Uch: Phue-<Jut research funding for consortium
of eemiconductor tlrms after 1997, as urged by
the Defense Advanced Research PrQJecta Agenoy. • $ 0.1 b • 

• NASA adVGnced solid rocket motor: End this program,
which bas virtually no aupport in ecientilic community.• $ 1.1 b. 

• NASA space ttaticn.: Cancel the program, which bu
dubioua proepecta.• uo.,b. 

Miacellaneous IndUBtry Subsldiae 

• Fe<ural procurement: Allow federal agencies to buy
ioods and services directly from private tirms at market
prices, as ur1ed by tho National Perfonnanca Review.• $16.8 b. 

• OtJuhecu:l poy�nt, for �derally-$upporud un.itltl"3ity
r•oroh: Cap payment rate for overhead costs at 50%.h $1.0 b. 

• Davil-Bacon Act: This 1931 law reQuire!I all federal
construction projecta pe;y union wagea, railinr the cost
of federal contracts by 80 percent. Limit thus subaidy
to project. of $100,000 or more.Ii $ 0.2 b.

• MarJr.u-promotion pl'06fflm: End th1a program, which
au.baidiaee forcisn advertlamg cottl of U.S. buainease1.• $ 0.9 b . 

• Sup,rfund: Require polluting finna pay more of the
cost of cleaning-up their t<wc wast.ea.' $1.1 b. 

• Grants for constru.ctina wa.,uwaur·veatnwit planla:
Phase-out grants iu favor of a revolving �-• $ 6.3 b. 

• JfDIC e:wmin.otloM of state-chartered banu: Charae
for thia -«Vice.• $ 1.4 b. 

• Publk hmutns: End operatint subsid189 for vacant public
housing and aubatitute vouchara for new con,truetion. 1s $0.9 b . 

• Commodities Futuru T� Oommuiion: Impoae a fee
on futures.e%change transactioD8 to cover costa of over-
&eaing the �hangea. h S 0.8 b. 
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• Federal Communi.ccuioM Commu,ion.: lWae ra.e for
private media uainc FCC services to cover oosta.•

• S,ouri.tiu and bhan,e Commiuton.: Raise currant ch.argee
to cover SEC'a cosiu o! rogieterin1 and manitorins
eecuritles t,ransactiona.b

•

• 

Trauel and Tourism Adminultrati.on and International
T� Admin.tstratiDn: Chargo firms for using tourism
�rt promotion eervicoa. •

&-:port-Import Bank progra�: Reduce loan eubsidlaa
to foreign purchasers of U.S. producta by one-third,
increase fee11 ba.eed on c:redit•risk, and direct loans to
credit,.v.rorthy firms in erowing countriea.•

Toled aovinga from •pending reform,: 

$ o., b. 

$ 0.2 b. 

$ 0.8 b . 

$ 0.9 b. 

1114.:J b. 

Special-intereet �u�idies are aa prevalent in the tax code as in spending 
programs. Major beneficiaries include natural resource and coll8truction indlliltry 
firms. Once again, the list is neither exhaustive nor definitive. Nevertheleae, the 
proposed Commission on National Competitiveness and Induatry Suheid.ies could 
begin by evaluating the followini provisiona, t1'lt.alling $110 billion over flve years. 

• 

• 

• 

Natural-Reaource Induatey Tax Substdtea 

Special. ta.Jc cradu for prod.uc�r• of fut.l from. non-oorwen.­
Uonal �011rc•a: Ph.Me-out taxpayer subsidy for one 
particular source of energy) 

E�!M/.n.g of oil, 8G8, cmd miMral wm&· inta.n.gibu drillifl6, 
nplora.tion. and cuvelopment cost,: Pha,o.out extractive 
induetryi, apecial rlibt to fully deduct oerla.in capital 
costs instead of depreciatm, them.• 

Peruntag, depleti.Qri c�t•t?Couery for oll, go, and n.on­
fiul mi,wral fi.rrn,: Repeal the extractive industry's special 
rirht to deduct. a percent• of their gross income.• 

Specl4l tax credit for timhu com.pen/A,' re{QN,totion 
C08ts: Phase out subsidy for timber industry expenditures 
to prepare gites, seeds and 1Mdlinp, labor and tools, 
and depreciation.1 
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5-year ,avinp 

$ 6.7 b.

$ 5.9 b. 

$ 4.1 b, 

$ 0.2 b. 

.... 



• Timbu-in.d11,1try e:xcaptkm from uniform oo.pitalitotion
ruin: R.duce by half beueilte from timber firms' special
Jiaht to expenae all indirect coets of production.J

• 

• 

• 

Construction-IndUBiry Tax Subsidies 

Priuate•purpos, reuenue bonds: End ability of at.ate and 
local governments to raise funds loaned to private devel­
opers by iseuing bonds exempt from federal taL • 

Mortg<J8e·inttreat ckduction: Lower c:ellln1 from $1 million 
to $300,000, to end the taxpayer aub&idy of very hish­
prlced housing for the top 4 percent of homeowners.• 

EXCUt8i-On of capital aaim on home ,ales: Cap this 
�hu,ion at $120,000.• 

• D,duottbility of intere,t paid on con,unur locim 5tcured
by ho� equity: Ph.Me-out this special provision.J

• Ta.x cr«ltt for rahabili.totini older buudinga. Reduce oredit
for hlstoric structures to 15% and repeal the special tu
bene£it for older, non•hir..oric Btructures.•

Tax ckprfclation. on. rental ho-iuin.f. Treat depreciation of
rental housing on same basis ae other etructurea.J

Aarlbu&ineaa Tax 8ub9ld!et 

• E,u,lrui� of coat-•hari1'18 pc,ynunta: Phase-out farm,'
ability to exclude etate or federal support payment.a
from income if they are used ft>r conservation.J

• bl:uion. of "canullation of indebltdne,sw inconu:
Reduce ability of farm firms to exclude income from
debt repaymenta.J

• Cash accounting: Phase-out farm firms' special ri&ht
t.o deter tax on income £rom Cl"OPIS to be delivered
the followini year .l

• Dairy and brt1edin, c� nclusion.: End speoial tax
exalu.&ion for coete 0£ raisinr dairy and breeding cattle.l

$1.2 h. 

$12.5 h. 

S 2.3 b. 

$12.8 b! 

$ 0.4 b. 

$ 8.1 b. 

$ 0.1 b. 

$ 0.5 b. 

$ 1.2 b. 

$ 0.6 b. 

• Tho eavinp ea':imate i.e band on an assumption tha� 7.5� or current home-mortgage tntsr@at
deductions represent home-equity loan interest, and that the current proviAion would � pbued 
out rrad\lally over four yean. 
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FiDanc�l-lndu1"7 Tax 19\Absidiu 

Eum,tlon of cr&dit union � Tu cndit. union,' income 
cm oame baaia 81 ir.utual uvizlp bani&, and tJu-tA.,• 

• E�mpUon of etrtair. ir.c� It#' ,maU pro�· o.nd c.amlJL,y
iMuronc5 compar.tn: Tia all property aod casualty
inaurera on the Hme bu!t.J

• 

• 

• 

• 

TtlXable inoorr� ad.justnunt for tmall life ir.1urana /inn$:
End ability of r.»all life in&UN,.. � b. tued OD i�Teat­
men\ income rather than adjll8ted gross incoiiie.J

Spectal dt�rton. fbr certain health iruur,rt: Bnd special
dedw:tion ot ote-!lu.rt.h ot annual claim• and �- for
health ina\UWII who accept all appl1ca:1t11 whan health
oare reform, univerullz.e thia requiremen�.J

M!eoellancoua lnduek)- Tu: SubindiH 

U.S. urrltariL'll P�"•iona ta:c cudil: Rel)981 tax credit 
ex.em:ptlni tram tll any inco� eatn8d by U.S. fir:J1s on 
operations in Puerto Rico and other l:.S. pc1M1siona,J 

• Ex.pen.iflK of adwtlsin.t co,t,: End finnl' riiht to full,
deduct ad�, cOSOJ b.J amormlnir 2°" 8J a C&Il1W
coet to build brand recognition.•

Fortt,n soJes corparo.!wiu: End ability of !rma to
ucluda 16� of in� OD uparta IOld through �iel 
foreign subsid:ariet ,et l:.P as paper corporatiom. 

Total ta!Jtnfl from� r�rma: 

&ulni<li•� 4nd thr d�n of ban-,lt, 

•ub.

S 0.2 b. 

$ 0.6 b. 

$0.8 b. 

$17.5 b. 

$ 7.9 b. 

1111.t b. 

lndustry-.,pecific tu and spendftli subslcli88 can affilct the datribution of 
i.neomea and wealth throupt111t the country, as well a& nation.al oompetitiveneaa. 
When roverament acts w raise the rate of return� an in.dllVtl'y and iu finnl, tha 
6m beneficiaries are the shareholders. And tf the act ii financed by hither tai.u 
�enen.lly or by a hWler deflcit that puslula up intel'tit ratu and ,o 1low1 tho 
econouzy, the bottom line ta a regr-eeeive tranefer !ram Dliddle-cluJ people to those 
with hiih income a. To be IUI'e, far grui.r ragreuive dfeeta can flow from •p•nding 
and tax policies that are not lnduatry•specific. For example, the top 4 ptrcent or
Amertce.ns, reporting tax.able moornu of at loatt Sl00,000, reoeive nearly 6 percent 
of the $862 bIDlon in federal retirement benefit.! paid out ill 1993, including Social 
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Security, eivihan and military retirwent.0 ni. top 4. percent aleo claim nearly 17 
percent of core tha:a $90 billion a year in retir�nt-related tax b�fita, and 8 
percent of aome 840 'billion a year in health can-related tu benefit&.10 

Other tax pror,.isfons allo mainly b$oefit high-inoome people. Far example 
wealthy families -:lai.m the lion'a SM.re o£ the valuo of' the current tu exeID[itlon fu­
capital gain., at death. Llm1tlng thie •J:.Qmption tc the firet i76,000 in gains, pl� 
$126,000 from the sale of a home and half of the rem.cining aa1etis' value. would 
protect all but the top 2 peroant, and raiee nearly $32 billion over five years for public 
investment, deficit reduction or tax re lid for familiea with cruldren. 11 

In.diutr, ,ubaidiea tlt.roflllh trod.a prol4olion 

Current trade pretoct:iona, much like spending ond tax subsidies, underm1na 
an 1ndustry'a incentivet to �oome moi-e productive and reeourcef\ll. In this area, the 
Clinton A.dminiatraticm bu aohieved particular progr81!s. Con,resatonal appl'O\'al af 
tbs Narth �rican Free Trade Agreement (NA.rl'A) md the conclusion of the 
Uruguay Round of the General .Agreement on Ta.rifa and Trade are historic step. 
that ahould ltrongtl\en the competitive �urea on American producers while 
expanding their potential foreign market.. 

Tb.a d:rect �at.e of tr a.de protection u5ually come 1n the form of high.er price• 
fol" American coru1umer:, rmd b�ineues, a.s compared to Lbe higher taxes that finance 
Q101t •pending and tax &uh11idies. Neverth15le!S. industries typically gain trade 
pro�otion in the 54me way ea., others win •�al spending and tax subsidies •· 
through well-Qrgan:i.zed CAtDPZUillS of political intluence that aN difficult for 
unorganized consu.m.en and bwinM&e& to counter.:• 

In a global eco.E1omy, lndu.strlea that w11'1 trade protection rarely achieve world­
competitive atatu.5 u a result. With weaker lncentivea to improve their produot.ivity 
and innovate, protected induatriea otlien cannot maintllin their domestic employment. 
Accor� to a new analym by Gary Hufbauer and Kiniberly Elliott of the Inmtute 

• Robert J. Shapiro, "Bnterpriae Economic, &Ad the Federal Budeet" In llonda.i, for Chor�. op. 
tit., Ts.bJ. 6, p. '°• lliuis•• g/ fA• Unuod Stot.a Go,1crnnunt, Flacal Y .. r 1994, pp. 2:1�0. 

IO Ibid., Tablet O an:I 0. �. 40, 41; Joint Taz Committee. "EltimatH o! Federal Tas up.ndi� 
fo'P n.w Yeut 1�1998," AJ)ril 198a. 

ll eonuesnonal B11.clett ame •. P.4®CUlg th. CJ.fii,il; Sp,""'� It.� �we Optiona. Report� the 
Senate and House Committte. on the Bud(et, Februaey 199!, p� S75-l'i7, 

Ill One J)l)lit.ical difference 11 that meat apeccllne and LU 1ublidie1 are achieved throueb lobbl'ina 
by corporate rep.r111ncat:ive1, w� mMY ttt.d• proucdoaa an 01111ot11t:11tred in th• mmorit,, ofo..ai.m­
orpaiiHd iadwitrlm anti have been won by coalitiODJ of illdv1Q1 Uld union re�tatnea. 
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or moreJi Yet from 1935 to 1990, u U.S. export, expanded

Moat of these protoctione were established long before economic globalization 
changed the terma of competition and have persisted for decades or even centuries,

maintained roughly 190,000 jobs. Accounting for the benefits of these jobs, die 
direct cost of the protoctions comee to 80.1 billion a year. A similar analysis by

example, after protective quotas for U.S. steel makers end.d, some firma shifted to 
specialty products that slab-eteel makers in low-waga countrie. could not produce.

21

pactions today cover 21 industries with 
annual sales of 31 bfflion or more.-* Yet from 1935 to 1990, as U.S. export, expanded 

empbymont suD dtchntd in 15 of these sectors and remained constant in

Abolishing all industry trade protections unilaterally is neither politically 
feasible nor even economically prudent. President Clinton should continue to press

long past any notion of ^ding temporarj'to adaVt to “ZS
Curr.nt mantime protection can be traced back to 1789. Of 20 other instances of 
significant formal protection today, two were established in 1922 -- glassware and 
organic chemicals - and 11 more date from the early 1980s, including ball bearings 
ceramic articles and tiles, costume j ewelry, frozen concentrated orange juice, luggage’ 
womwia and all rubber footwear, women’s handbags, polyethylene resins, and sugar. 
In 1061 and 1953, three agricultural commodities joined the list of protected sectors 
- dairy products, peanuts, and canned tuna - and in 1957 apparel and textiles the 
largest protected sectors, attained their trade eub.idtee. Finallv, in 1987, machine 
tools and softwood lumber won protection.

Hufbauer and Elliott estimate that the various arrangements transfer $32 
billion a year from U.S. consumers and busmesaee to the protected sectors, or the 
equivalent of a 34.5 percent surtax over world-market pncee for the products of the 
21 effected Industrie., Hufbauer and Elliott also estimate that these protections 
maintained roughly 190,000 jobs. Accounting for the benefits of these jobs, the not 
direct cost of the protoction. comee to $9.1 billion a year. A similar analysis by the 
International Trade Commission, which also included many smaller protected sectors, 
estimated the net costs of U.S. trade protections at some S19 billion a year.1'

The economic costa of protection are likely greater, since the trade protections 
impair the competitiveness of unprotected sectors by drawing away resources. 
Moreover, ending protection would ultimately benefit some protected eectore. For

21-02-34 :■ :36PM

,S C’.ry C’ K“8erly A. Elliott, Yoko Saianami, Shujiro Urate and Hirahi Kawai,
Comparing tha Costa of Protosncn iQ the United States and Japan." Institute for International 

Economics, forthcoming.

” U.S. International Trade Commission, 'Tha Economic Effect* of Signifioant U.S. Import 
Restraints," November 1993.

the artificial demand created for these (ndue^^duZ came from oXS 
unprotected, sectors which otherwise would have created more jobs.
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for multilateral liberalization and, where appropriate, bilateral progress on the model 
of NAFTA. In particular, future bilateral liberalization should focus first on fost- 
growing countries in Latin America and Asia that hold the greatest potential as 
expanding markets for American goods and services.

Industry subsidies through economic regulation

Hnaiiv, certain categories of economic rogulation covering particular industries 
operate as anti-ccmpetitlve subsidies. In contrast to social regulations that protect 
the health and safety of workers and consumers, many forms of economic regulation 
insulate a particular industry from potontial domasuc and foreign competitor. Thia 
econonric regulation takes many forms: price controls on some trucking, railroad, and 
ocean shipping; limits on the produote offered by security and commercial banking 
firms; geographical restrictions on utilities: Intelstat’a monopoly on international 
satellite communications; certain restrictions on local and long-distance telephone 
companies’ activities; and more.

Some instances of economic regulation arose from special pleading. But others 
grew out of well-founded concerns about promoting efficiency and protecting 
consumers in the presence of a monopoly such as local telephone service, or of 
virtually unlimited risks such as a financial panic. Economic regulation w still 
necessary where natural monopolies persist. But the universe of these cases is 

as advanced technologies invent new ways of providing old monopoly goods 
and services - how long trill it be, for example, before the spread of wireless­
telephone technology breaks the monopoly bottleneck of local telephone exchanges.

Where eome form of genuine market failure doesn’t exist, however, the typical 
result of most economic, regulation is higher prices with little or no national or serial 
benefit. As with the other forms of anti-competitive subsidy, such economic 
regulation leaves the entire economy lesa productive and leas efficient by legally 
enabling a favored sector to claim earnings that otherwise would go to more 
competitive domestic industries and firms.

Estimates of tha costs of economic regulation to U.S. growth and productivity 
depend on econometric models of problematic reliability, but tha price tag ia probably 
tens of billions of dollari e year. Moreover, global commerce and markets increase 
the cost. Rertrictiona on the availability of certain products or controls on prices deny 
U.S. eonaumerB and firms opportunities to purchase naw gooda and services, or 
standard onss at lower prices, from an entire world of innovative producers.

Over time, these regulatory barriere cannot stop innovative companies from 
developing alternative goods and services that can take the place of those protected 
by regulation. In effect, global markets and competition compel resourceful firma to 
claim part of a regulated market by redefining it. The regulatory walle insulating



traditional finmcial institutions did not protoct them &om the competition <J! 
nwnvou. new financial inatrument, - revolvini credit account.&, annuity funda, 
money market account.a. intematloruil inwatment fund1, and many more •· created 
by reeouroeful rctaileni, insurers and real 88t8te finna as well as by innovative 
aeeurities and bankini companfes. And lin� the Carter Adminia�tion, the United 
Sta tee hM increaain&ly recognized thia reality and haa s�cantly reduced economic 
rel',llation for var.ou.t 1ndu.str1a&, pnndpally trAN1portation, cOfUIDuuicadon.s, energy 
U\d fin.ance. By one e5timate, the &hare of li.S. GDP produced by fully,J"e2Ulated 
induatriea declin�d from 17 percent in 1977 to 6.6 porteiit in 1988. 11 

A new cawth and competitivenua proc-nu:n ohould include awesstve steps t1l 
furtbar cut economic mguJati0ni along with industry-apecific trade protactiona and 
apendine and tax auhsictiea. Thu• �form& .should provide the tfme and meaia for 
induatt1es to aQJust 1X.l more open cornpttition. The effort could con08Dtrate firat on 
the teleeommunicationa and financial M>Otcre, two of the �obal economy'• ttlbat 
dynamic tndustrie1

1 where current regulation raiaea domutic pricee and atiflH the 
fnnovatfon demand�d by assraisive new rivala ot home and abroad. 

IV, Public and Private In veetment: 
The Dlvililo11 of Labor Between Goverwa.ut and �ns•nON 

Stronger domestic competition, by itaelf, will not aolva Amarica'a ocon.onuc 
probloma. America alao mu.,t invelt more of tta national ruourc:ea, publio and 
private, in the building blow of productivity and rrowth •· educatm, and tr� 
workers, de�elop:i.q new technolode5, and UPer� our economic infrub'uoture. 

The general propoeitlon that the United B�• Meda to invoat more national 
income in the factors of i?Owth and productivity ia non-contro•enial. But how should 
we "o aoout it7 Traditional conservativ11 iDliJt that privatG market.I alone can 
produce efficient invei.,tment decisions. and tbaNfore the only sound pro-inveat.ment 
policy ia den cit recln.ct1on and additional tu incentivN (or private inTeetm.ent. In a 
rlobal economy, tbi1 connrvat:ive view ia u outdated u some Jiborala' in.siatmu-.e thert 
higher goverament apen<Hng and deficita att a prarequi1,tc to srowth. 

The deali.ru, of con,i,nial1ve eC!ono"'" poUoy 

The dYnAmf� of global oommace and capital b.4ve fundamentally compromi&ed 
the loiic of th• �tiv911' OIi.ff a.ram.at public economic inTeatment. Lolli before 
irlobalizaUon, Adam Smith point.d out that markete alone normally w1.ll not generaU 

:1 Clifford W!netan, "Economie Dereeulation! Da,,. olRackoning tar M:Scro.�onomata," Jrmrnd of 
&onornu: Lil•rr.ture, Volurn, JCCa, !epiembet 19'3, J)l). 1268.Si. 
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OUT-AND-INVEST TO COMPm1£ AND WlN 

A Bud.Jet Strate11 for American Cttowth 

L Introd.notion 

Thia year'■ debate over the federal hw!aet could provide Pramdent Clinton and 
� wtth a eecond clumce to enact an authentic «onam1c-growth proiram that 
oan b.olp naiore America'a competitivaneu in the world economy. 

To do so, the Preeident and Congr.11 will have to Uk• ntw and decisive 
aocount ot the central oconotDic devalopment of our time, the dcrvelopment of mature, 
pobal market, in both ca-pital and COinD1eroe. To enable American worker! and 
eompantu to better compete tn tha oh.urning envtronmant of global market., 
production and investment. the federal sovenunent ahould become both more active 
and man ••lf-d.i.eciplintd. Americana rnuai invest qgreissively throurh the 
government in the national re1ouroae that g,muJnely make an econo� more 
producti�•. But aa tu:va)-en and oonaumere, A.mericaDI al10 mutt in.siat that 
,overnment end the special spenctii:ig p:rosrama, tax brew and trade and reeulatory 
protection, th4t aub.sidu:e politically powerful induatr18!1 and insulat.e them from tha 
powert\11 market farces o! tba global eoononiy. 

The first•� nquireia re-evaluatinc our CWT8Ilt economic paradiena. Even in 
� �riod af tumultuout oc.onomic change, moat liberals and conservative• have 
maintained faith in some vc1ion ol c:onvmition.11 tas-and-epend mac:r06COnomica. 
Man,y liberal,, espedAlly traditional Ke,nooana, foCUI on inaeuilli apanding and, 
when neoeaaary, taxei too; IDAnY cona,rvatfves. upocially 11.1pply-aidera, concentrate 
on outtin.c t.aua and, when poe,sible, ,pending as well. But theu ll"OI• appn>aohoe 
ahnoet alway& miu tu critioal ec:Gnom!c target: higher pvwth. Th• ltayneidan.s' 
conviction that deficit spending will epur domeatic production and drive broad-baaed 
growth is hopeleaaly outdated in a world whare wary ,tore stoc:kl impo� good.e and 
1:0TOrmnenta no lcm,Gr oontrol capital dowa. 'Ibe alteniative from the risht, hando-off' 
govemment. ia e(luall)' ohlilolete at a time wlwl Americen workert �•te with low­
wage � labor and U.S. oompan1ea face foreign producen renAro"111l1 eupporled 
by their governmct.. 

For both £iecal poliey in pSl'Ucular and aoon.omic poliey 1n aoneral, tu•and­
apend economfca haa to gi-.-e way to a new growth strat8£y of cut-and-inve•t. The new 



the education required for a society to make beat uae of its reaourcea or tha rcw.la 
needed to enable its market6' to work efficiently. In a global economy, these classical 
efficiency considerationa becomo more 8itnificant, becauae each country's firms 
compete with others that may U!e better-trained labor, more advanced tachnologiu 
and better-developed infrastructure system&. 

Furthermore, the domestic tax incentives favored by conaervatives are no 
longer a reliable way of increasing investment. Internatic;mal credit markets provide 
large flrms •verywhere with access to the entire world's capital, from whieh they 
borrow freely at home �"ld abroad -- and the foreiin capital providing much of the 
pool for U.S. inveatment today is lareely unaffe� by tax incentive3 for U.S. saving9 
and investment. That is one important reason why four cuts in the U.S. capital-gains 
tax rate between 1977 and 1985 did not increase the growth rate of U.S. net 
inveatment. Ins�ad, lower capital-gains taxes mainly shifted savings an.cl inveatment 
from inatruments denied the tax break. such as money-market aooount.a, to those 
granted it, such as stocks. AB a result, the change r�ed efficiency of U.S. capital 
markets, which is why Ronald Reagan's Treasury Department in 1984 recommended 
endine any capital-gains tax preferences. 

Nor can the United States spur national investment by cutting marginal 
income tax rates for wealthy people, as supply-siden promised. Comparing U.S. 
economic pe1foxmance in the buainese cycle of 1976-1979, before the tax cuts, and the 
businesa cycle of 1988-1989, after the cute -- or throu,hout the 1970a and 1980a •· 
demonstrates that by every relevant measure, the economy performed no better a{t,r 
the &upply-side reforma than before. (See Table l5.) 

Table 6. U.S. Eoonomlc Pcrformanae 
Before and Alter Supply-Side Pol1.cy Chan,H 

Average, Annual Pre Supply-Side Poat Su.pp))'-Stde 
Rate of Growth 1970. 19'16-79 19SO. 1983-89 

Real Gross Domestic Product 2.8% 4.2� �69' 8.79& 

Ci\ilian Jobs 2.7% 3.7% 1.89" 2.69& 

Real Personal Income 3.09'. ,.0% 3.19' a59Ei 

Pre Supply,Stde Poet Supply-Side 
Share of National Income 19701 1978-79 1980& 1983-89 

Real Capital Spending 3.9% ·2.6% 2.7% 2.s,;
Personal Savinp 6.7% 6.09& 4.1% s.•� 

Trade Balance -0.1% -0.4% -8.0% -4.09'

Source: Author'• calculatione from dAt& reported in Economtc .R,port of t>i. Prwident, 
February 1991, Tablee B-21 B-26, B-29, B·SS, B-:1&, B-101 .. 



Conaervat-.ivea are right that capital atill count.a. But in. tht age of global 
capital mark,t6, dlff1r1,;c,1 in the cost of capital among aduanctd economies dont

ref1,ect differences in tax policy. Rather, they mainly reflect each nation's rate of 
expected infle.::ion and the close relationabipe in some countries between bank! and 
busineeeea. 1

The economic approach of traditional conservative& is flawed, but their general 
attitude towards public spending merits reaped. For both political and economic 
reason.a, government always 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 special-interest arenda; and promi!ed reoulta, such as higher 
productivity or a lower trade imbalance, are \Uually too diffil£e f'or moat tupayere 
to evaluate. 111 

An economic presumption also lies again.st a government's claims to improve 
the economy by inve&tin, taxpayere' money for them. Without aiovernment, markets 
produce and distribute hundreda of thoUianda of reaources through billions of 
tl-an.eactions carried out by tens ofmillioru, of people acting in their own eelf-intereat. 
A few hundred elected officiab and bureaucrats sitting in Congress and executive 
branch buildings cannot begin to know or digest the information generally required 
to produce better resulta. 

Reoognumg genuine public economic invenmenl 

How do we recognize genuine public investment, especially when nearly every 
sort of apen.dini ia routinely described as an essential national investment, f.rom 
immuniu.tion and law enforc&nent to health-oar, Nlform and dGfense? All such 
spending may be sound policy, but public economic investment baa a specific 
character that can be described precisely. To meet the burdena of proof, public 
investment must have a compelling economic purpose, and private markets muat be 
unable to fulfill this purpoise without government support. 

First, an inve$enwnt 6hould hold clear potential for producing future benefits; 
a.nd tu on eoonom.ic inveat,mnt tn particular, thu, future benefits should be man,£fed 
through an increase in the priuate economy's wealth-creating capacity. 

National economic invest:nent is nc,t the eame a& what accountant& call capital 
improvements and which would include, for example, new defense installations or 
public buildings. Rather, it mwit have genuine potential to �pand the privat. 

11 By contra.st, when the govemnumt propo, .. to 1i1pend national .-esourcea for aoaial pwpoee• euoli
u foedinc poor children or providlnr health cue for the eldert,, moat tupa1are can decide for
thmaHlvea wbeth•r it IMDU jU4t and reasonable.
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economy and n.ot TMrely to shift resourcu from on,, plac, or 1,ctor to an.othtr.

lf public economic inveatment ii intended to upand the countrya productive 
capacity, why doesn't private investmont through the private markets t.ake care ofit? 
The principal rea.on i1 that genuine public investment.., have a eeneric or systemic 
quality: They are intended to strengthen not a particular firm but large portion.s of 
the economy. Private incentivea for 8uch broad investment., will al"'a)'& he weak, 
bccaWJe a private investor cannot profit from the economy u a whole. 

Seoon.d, public investment sMuld occur on7,y in particular poclteta of tlu 
economy whtre tht prfoate capital morket, fail to produc, a !Qv,l of inveftmtnt tluJt 
would make the Tn()st, of the economy's potential. 

The economy contains three siilllficant pockets of"market failure," in the areas 
of human, technological and physical capital that are crltice.1 in global competition. 

The first sphere for greater public economic investment ii human capital. 
Many private firm., are reluctant to train their employee,, because a well-trained 
worker can euily move to a new job where the new employer will capture the benefit 
from hie compttitor'B previoua training inveat:ment. In an advanced economy such aa 
the United States, dependent on sophiaticated skills, this specie, of "market failure• 
has produced chronic Wlder-investment in skill training and chronic buaineea 
complainta about an under-skilled work force. 

Averaee working Americans in factories and oftlcea bear the main t�t oftbia 
under-investment. Up to 70 percent of all priva� U.S. trainjng dollar, aro apent on 
the top 10 percent of employees, principally profeasionala and managen. The on­
going traininr they receive is an important reaaon why their incomea have continued 
to rise at healthy ratea, and why income inequality is increasing. Widening gaps in 
income in the 1980a, ae recent research hu demon.etrated, did not come from the 
oontraction in manufact\Jrmi industries and expDJUSiona in domeetic Hrvica1, but 
rather from rtsinr demand and wares for those with advanced akilla aero# 
lndulltriea1 and lower demand and wa,ee for those without them throughout tM
econ.omy.1 In a alobal economy where standard products are leaa important, and 
innovation and flexibility 81'e more valued, policiea targeted to particular sect.on do 
not reduce inequality. And only workera who can upenide their ekills on a regular 
basis will be able to siinificantly increase their productivity and incomea. 

The second apbere for greater public investment is basic research and 

"Kevin Murphy, Chin Hui Juhn and Broob Pierce, "Wage Inequality and tht Rile in llet\ll"lll to 
Skill," .Touma! of Politi<:al EcoMf1'1, June 1998, pp. ,'10·«:li ICgvin Mw-phy and Lawrence F. Kati, 
"Cba.nre• in Relative Wae, .. 1�·1987: Suppl, and Demand Faeton," Quarurly Journal of
l:conomtca, February 1992, pp, SG-'7e. 
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development, the heart of an advanced economy's technological capital. It is clear 
why private investment generally generates less basic R&D than the economy could 
use profitably. Normal market incentives for developing new technologies, especially 
generic breakthroughs, are weak because most basic innovations generate 
downstream benefits which the original developer cannot claim. The more generic 
the area of research, the greater the market failure. Just as important, basic R&D 
is inherently risky, entailing costs that are hard to predict and potential benefits that 
are virtually impossible to value. The normal result is under-investment in R&D 
unless supports are provided by government, consortia or some other large entity.

The state of American basic research, especially relative to other advanced 
economies, is a critical factor in U.S. global competitiveness because it is the essence 
of innovation. A strong commitment to basic research, moreover, is as vital to 
America’s traditional manufacturing and commodity sectors as to our advanced 
industries, because innovation, especially in production processes, is an advanced 
economy’a natural area of comparative advantage when competing against low-wage 
foreign producers of standard products. Biogenetics has helped keep U.S. agriculture 
competitive with Asia and Latin America, and high technologies have revived parte 
of the U.S. apparel industry as well.

Public investment’s proper role in R&D lies at the frontier promoting generic 
hrpakt.hroughs, such as superconducting materials or opto-electronics, where progress 
non produce benefits across industries and throughout the economy. As a research 
project becomes more specific to a particular industry, normal market incentives for 
private investment increase — along with the temptation for an industry to use 

influence to gain government subsidies for the project.

The third sphere for increased public investment is physical capital; chiefly the 
transportation systems that form the core of our economic infirastructure. As with 
much investment in training and basic research, infrastructure investments typically 
produce income that a private investor cannot claim easily. In addition, the costs of 
building these systems are high and ths risks often are large, for it is difficult to 
predict how much business will develop along a highway or around a harbor until it 
is in place. The results are government-owned and operated road systems, and 
government-subsidised air and rail networks.

As economy-wide investments, public infrastructure provides benefits across 
industries. By binding together our domestic suppliers, producers, distributors and 
customers into an American market, these investments can produce a comparative 

for U.S. baric manufacturing and commodity industries competing with 
low-wage foreign producers for the American market. While more public resources 
are certainly needed to repair highways, most of the new infrastructure commitment 
should not recall traditional public works programs. The focus of the new 
infrastructure investment should be the next generation of transportation eyetems,



inclwfui& hi&h·apeed rail, "smart" highway ayatema. automated traffic managamsnt 
and the like. Additional iOVernment spending can be targeted to reaearoh and 
development and purchase of riJhts-of-way; while regulatory and legal reform.a. 
especially to reduce liability exposure, can promote new public-private partnerships 
based on substantial private investment in the new tranaportation system.,. 

In other areaa of economic infrastructure, notably telecommunicatiorui, fast­
evolving market and technological conditiona are rtduci.718 the need for direct public 
inveetm.eut, apart from supportini basic research. For many years. imhlic investment 
in telecommunications systems was sustained indirGotly through cross-subeicliea and 
controlled price.! for the old AT&T monopoly. Rapid technological progreaa and the 
emergenoe of market competition. tint in long-distance and more recently in local 
telephone �mige networks, have "resolved" much of the old monopoly market 
failure, creating vast new economic opportunitiea for a variety of industries to invest 
in telecommunications infrastructure. Throuch the 19901, govemment's chief focua 
should be continuinr to dere:uJ.ate the telecommunications induatry, while 
il,laranteeing all conaumera and businesses access to the new networka at competitive 
market prices. 

Choosing viable public inve,tment. 

The question remain,, how can the government identity the apecific public 
inveabnenta that make economio 1e01e? No one can guarantee that every 
investment, public or private, will pay of!. More money for outdated educauonal 
strateaie& or boondorgle highways will leave the countTY and the economy lea, 
prod\lOtive. How can iovernment recognbe the infrastructure project.a, training 
J)J'ograma and research ventUN1 that could renerate higher return., tlwi the average 
private investment - which would be the economy's alternative uae of the funda? 

Government officials will not always choose corr�ctly, any more than do privat.e 
inveaton. But government also ehould not permit expanded public inveatment to 
beoome an entitlement ior everyone who want.1 training dollars, research support or 
a new road.11 Public-investment deciliona have to be carefully inaulated from the 
normal exercise of political in:fluence by industriea, municipalities and large firms. 
OthenviH, public investment will become another form of epecial-tnt.erest aubaidy. 

1
• Many widt�ted ,tudios of U.S. inlra.mncture or training "needl• an wilh liabl witho\lt

reference to prlor1tiea, budgot conetn.int. or technoloiical altornativ••· For example, moet official 
"need.a ,tudi•" tor waatewator-treabnent pl&At conatruction do not consider conservation meaauree 
that would reduce tlle volume of wator oe•dinr treatment. Stu diet callinr ton, of thouu.ndJ of oldtr 
lnidse• "atnicturally det!dent" au\ll21e \bat all bridau must meet the bigbeat current engmeerlng 
standard, for ihoae carr)".ng eubotanti.al hnvy.truek traffic-· aldi.oucb thouean.da on the lilt do not 
and oevar will And requesta for h.ighwa1 lunch almoat never consider the impact of reform, IQch u 
coneeation pncinr on iramc loada. 
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The President and Congre11 have to reinvent the way they select public· 
invutment project.a before ependine- more for them. First, all public inveatment 
ahould be targeted to elements common to all economic enterprise, not to those 
speclflc to one indu.etry or firm. In order to qualify, the trainine 8hould be general, 
the research should be basic and the infrastructure should be primary. Second, 
federal funding in theae areas should be steady and reliable, so a., to diacourage 
frantic competition for support and subsequent project bottlenecka. Third, the 
government can encourage sound investment analysis by applying strict planning and 
review requirements to all state and local infrastructure or training progrs.mg aeeking 
federal supl)Ort. 

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 prqjtct's ooat. lf public-investment dollars are "free" to those 
receiving tbe.m, demand will be both limitleaa and indiscriminate. 

States and localities receiving federal infraatructure funding should always 
provide substantial matching contribution.a. Federal funding also should be available 
for the capital co&t., of buildini a hi2hway, subway, harbor or basic airport facility, 
but not for their operating cosits or the facilitiea for private vendors au.ch as airlines. 
If the initial decision to build is sound economically, those u.&ing it will be willlng to
pay fee8 to maintain it. And in many instancea, aa noted earlier, government a.ctione 
to reduce liability and other associated economic risks can attract substantial private 
inve!tment in infraatructure oow,truction. 

Federal fundill( for basic non-military reeearcb also Bhould be directed to

project& with substantial private aupport. In moat ca�s, government can address the 
market failure in basic research through the partial tax credit for private R&D 
spen� provided today. Direct government isupport will alway• be appropriate to 
advance the frontiera of science, and eubstantial funding increa.ses through the 1990s 
and beyond are needed to restore American leadership in basic scientiff c research. 
But direct federal funding for large. esoteric construction projects should be 
accompanied by major private-industry investment - a safeiUard which might have 
headed-off the budget-busting superconducting aupercollider. 

In the area of education and traiaing investment, federal college-tu1t1on 
support can be tied to the 1tudent'& commitment to pay baok the country, on the 
model of President Clinton's National Service pro�am. Federal support for training 
8hould concentrate on apprentice�p programa,jointly•operated and financed by local 
school districts or governments and local b�in��3 prepared to match f'edera1 
contributions. Alternatively, a tax credit for businesses willing to invest in training 
their workera will alwaya be a sounder investment than a governmentrrun traini� 
program. 
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competitiveneM policy baaed in part on expanded public 
should appreciate that there are many sound non-economic
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The critical diatincticn is between public investments intended to promote common prosperity, 
often by providing a specific benefit such m education, and other public opending designed to provide 
spedfie benefits, often in ways that generate some common gain. The government should be able to 
borrow to finance the first while the bill for the eecond should be due on delivery. Classifying certain 
programs will be oontaroversial. Military purohaaee, for example, axe often considered capital 
investments because they look like other durable goods - but from an economic perspective, 
purchasing and maintaining most weapons systems and defense installations are forms of national 
consumption. The basic distinction also provides a sound basis for resolving the debate over the 
budget treatment of payroll-tax revenues. Current Social Security benefits would fall within the 
consumption account, balanced by equivalent payroll tax revenues. Surplus payroll-tax revenues, 
however, should be applied to the capital account S8 an Investment in the economic growth required 
to finance future benefits. This arrangement would end any financing of non-Sodal Security 
government operations by Social Security taxes. Surplus payroll-tax receipts, like other government 
trust fund revenues, could either reduce the borrowing requirements for public investment or finance 
additional public Investment 

An investment budget for national competitiveneae

A growth and i
economic investment si 
reasons for spending public money - to keep the country safe^from enemies for 

example, and help those who cannot help themselves. It also should recognize the 
differences. Aa a budgetary matter, the principal distinction should He in how 
government finances these different activities. Nun-investment spending should be 
paid for with tax revenues on an annual basis as it occurs. Genuine pubHc economic 
investment may be expanded through deficit-financing because over time it pays for 
itself by enhancing the economy’s productivity and thereby expanding the tax base.

As the Progressive PoHcy Institute has maintained since 1990 - and ae 
President Clinton concurred in his 1992 presidential campaign - the federal budget 
should be divided into one account for public economic investments, and another for 
all other, consumption-related spending. By law, total federal epending (except 
interest payments on the national debt) should be permitted to expand no fester than 
the private economy; and an annual balanced budget should be required covering all 
non-investment spending. Put another way, the annual federal deficit, by law, should 
be no greater than annual net investment spending.19 These restraints on the growth 
of federal spending and the size of the annual deficit can help ©neuro that American 
businesses have the capital to invest in the specific slalls, technologies, and physical 
equipment that can make their particular enterprises more productive and efficient.

The budget reforms enacted in 1993 succeeded in slowing the growth of federal 
spending and the size of the federal deficit By current projections, spending will rise 
by about 20 percent over the next five years, as compared to expected economic 
growth of 28 percent over the same period. President Clinton and the Congress 
prudently provided a substantial gap between expected spending and expected 
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Table 6. Public Investment: A Budget for National Competltiveneaa

($ billions)

Current Investments 1&95 1W61994 1997 1998

$120.7 $120.7$120.7 $120.7Total S120.7

New Investments

8.0
5.5

10.0 12.0

31

10.0
6.0

13.0

3.0
1.0
2.6

$137.7
14.1%

5.0
4.0
8.0

$141.7
17.4%

$149.7
24.6%

$47.7 
$29.0
$47.0

$47.7
$29.0
$47.0

A serious program for economic public investment should include a total, five- 
year increase in public spending in these areas of at least 25 percent. By this 
standard, federal public investment spending would rise from $121 billion this year 
to about $150 billion in 1998. This will require additional federal spending, relative 
to current spending, of $17 billion to $30 billion a year in these areas over the five- 
year period. (See Table 6.)

$47.7
$29.0 
$47.0

Education/Training
Civilian R&D 
Infrastructure

$47.7
$29.0 
$47.0

$47.7
$29.0
$47.0

6.0
5.0

$120.7
5.8%

$146.2
21.1%

New Budget
Percent Increase

Yet, the 1993 budget program did not include a significant, new national 
commitment to public investment. Federal support for infrastructure increased by 
only $2.6 billion in fiscal year 1994. Education spending rose by just $3 billion for 
the fiscal year, the National Service program was decidedly underfunded, and 
apprenticeship and other training initiatives still await enactment. Finally, support 
for civilian research was expanded by barely $1 billion.

Sources: Budget of the United States Government, Fiscal Year 1974, p. 72; 
Congressional Budget Office, ''Updating Trends in Public Infiastiucturo Spending," 
August 1993; Office of Management and Budget, "Results of the President’s 
Investment Agenda ftr Fiscal Year 1994,” August 1993.

Educatlon/Training
Civilian R&D 
Infraatructure

economic growth. Unanticipated expenditurea will arise regularly, perhaps for 
defense or foreign assistance, and some existing programs will grow faster than 
expected, especially Medicare and Medicaid. Looking ahead, we also should assume 
that national health-care reform will cost more than is acknowledged.
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Thia commitment to public investment could be dD.anced by the saving, from 
reforming special-intereat 1ubaidie1. The inveatment agenda would require some 
$100 billion in additional reaouroea over the next five years, or barely 40 percent of 
the potential savings identified earlier &om reforming induatry-epeciftc spending and 
tax subsidies. 

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

Pr�aid.ent Clinton, the Congreaa and the country face a clear choice: the tax­
and-apend economics of the Washington establishmruit, or a cut--and-inveat atrategy 
for global competitiveness. 

The drat choice commit., the United Stata, to it.s eu.rrent course of &hort­
challging genuine public investment, preserving special-interest tax and 1pending 
subsidies, and insulating U.S. indu.triea and workare from the global economy's 
incentives to be more productive, innovative, and efficienl Thia path of economic 
retreat and national resignation would ensure an economic future much like the 
recent past and present. American firms and workers will fall further behind in the 
cont.sat for world mark�ta, and another generation will live with slow growth and 
stagnant living standards. 

Instead. the United States should face the world aa it is. Tiie global economy 
offers g-reat challenges and opportunities to any nation willing to invest in the 
common resources that can make it dcher, and ready to throw off the falae MCUrity 
of 1pecial aubsidies and protectiona for excluaive intereeta. Amerlca hu the reaoun:ea 
to make tbeae inveatmenta with.out raising income taxes. cutting vital social Pl'OiJ'Ul8 
or retreati� from world leaderahip. 

America will determine it4 own future. Never before have we failed ouraelvea 
when the choice was so clear. 

• • • 
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OverviewI.

1

In coming months, the new Republican Congress will consider a fiscal agenda 
that would cause a virtual revolution in American government. The most momentous 
changes since the creation of the New Deal 60 years ago may be in the offing. Like the 
New Deal, these changes could establish a framework within which the federal 
government operates for decades thereafter.

At the core of the new fiscal agenda is the establishment of a constitutional 
requirement for a balanced federal budget each year, starting in fiscal year 2002. The 
agenda also includes efforts to protect defense and Social Security from budget 
reductions, cut taxes heavily, and make it difficult to raise taxes in the future.

More than $1.3 trillion in non-defense, non-Social Security program cuts 
would be required over the next seven years to balance the budget and 
pay for the tax cuts contained in the "Contract with America," the 
campaign document that nearly all House Republican members signed

Balancing the budget without raising taxes, touching Social Security, or reducing 
the overall level of defense spending — and while cutting taxes as well — is a 
formidable undertaking. It would necessitate dismantling substantial parts of the 
federal government over the coming decade.

This new framework would likely lead to both the dismantling of much of the 
federal social safety net and the redistribution of income from low- and middle-income 
households to upper-income Americans. The way in which these changes would be 
accomplished, however, may not be obvious at first glance. The new fiscal agenda is 
made up of a number of intertwined proposals and strategies, some of the long-term 
consequences of which may not be immediately apparent.



you change government. Until you change the budget, you've just talked about changing 
government."

2

State and local governments would bear a disproportionate share of the 
budget cutting, which could lead to further reductions in safety net 
programs and to increased state and local taxes on low- and middle­
income households.

Speaker Gingrich on the Budget

"The budget is the transformation document for this system. When you change the budget.

High-income households that would benefit from generous tax subsidies 
for investors, along with corporations, would be the only clear 
beneficiaries of the new agenda.

last fall and that incoming Speaker Newt Gingrich has vowed to try to 
move through Congress quickly.

All federal expenditures other than Social Security and defense (and the 
required interest on the national debt) would have to be cut nearly 30 
percent compared with spending projected under current law for fiscal 
year 2002. In years after 2002, the reductions would grow still deeper.

If this fiscal framework is put into place by mid-1995, it is likely to lead to five 
noteworthy outcomes:

Programs that are politically weak could be cut especially severely during 
the coming decade. Much of the federal safety net for the poor could 
consequently be removed.

The middle class, despite receiving an initial tax cut, could ultimately lose 
more in government benefits and services than it gained in tax reductions.

Elderly and disabled Medicare beneficiaries would likely face particularly 
large reductions in Medicare benefits.

"You will see changes in the next six months that will be stunning, because the legislative 
branch starting with the House has an enormous ability to change things, and it will happen."

Newt Gingrich
December 7,1994



2 The Center's estimate of the number of children who would be affected by the Contract's welfare 
proposals is based on the version of the Contract unveiled this fall. On January 5,1995, when the House 
leadership formally introduced the Contract's welfare reform bill, some provisions of the bill were 
modified. The Center has not completed analysis of the January 5,1995 version of the bill, but it does not 
appear that the estimate of the number of children affected will change substantially.
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For example, the Contract calls for ending all federal food assistance programs 
as separate programs — including food stamps, WIC, and the school lunch program — 
and merging them into a block grant to states. The block grant would be funded at 
levels significantly below what these programs would cost under current law and be 
structured so food assistance would likely be reduced about $18 billion over four years. 
Other low-income programs — including Supplemental Security Income (SSI) benefits 
for the elderly and disabled poor, AFDC, low-income housing, the child support 
enforcement program, child care support for working poor families not on welfare, and 
the employment and training program for AFDC recipients — would be placed under a 
separate cap that would require program cuts of $26 billion over four years. 
Furthermore, the major safety net programs would lose entitlement status; the funds 
available would no longer adjust automatically to reflect changes in the number of 

Safety Net Programs

The first indication that the safety net is in jeopardy is found in the Contract with 
America. The Contract calls for balancing the budget, protecting defense spending, 
and cutting taxes.1 Extremely large budget cuts in domestic programs would be 
needed as a result. But the Contract's authors shied away from endorsing specific 
budget cuts before the election in most areas except one — programs targeted on the 
poor. Virtually all of the budget savings proposed in the Contract consist of reductions 
in basic food, cash, housing, medical, child care and other benefits for poor families and 
individuals.

1 The less-detailed Senate Republican campaign document — Seven More in '94: An Agenda for the 
Republican Majority in the 104th Congress — also calls for balancing the budget, increasing defense spending, 
shielding Social Security and defense from budget cuts, lowering taxes, and providing generous tax breaks 
for wealthy investors. The Republican campaign document was not signed or endorsed by most 
Republican Senate candidates and it does not carry as much weight in the Senate as the Contract carries in 
the House.

The cuts in low-income programs identified in the Contract also stand out for 
another reason. They are unprecedented in their severity. For example, if the 
Contract's AFDC changes were fully in effect today, five million fewer children — over 
half of the children now on AFDC — would be receiving this cash assistance.2 Overall, 
the benefit cuts in means-tested entitlement programs the Contract calls for are almost 
three times as large as the benefit cuts in such programs that were enacted in 1981 and 
1982 under President Ronald Reagan.



The Middle Class

4

That the tax cuts lose about two and one half times as much in the second five 
years they are in effect as in the first five years does not mean tax relief for the middle 
class will increase over time. The cost of the major provision in the Contract that 
benefits middle class households, a tax credit for children, remains relatively constant 
over time. The children's tax credit costs approximately $107 billion over the first five- 

3 Under federal budget laws, the first five years' losses from a tax cut must be offset either by entitlement 
cuts or tax increases. This rule has led some Members of Congress — and especially the authors of the 
Contract — to design tax breaks so their full revenue-losing effects are delayed until after the five-year 
point passes.

A second likely outcome would be that the middle class, despite receiving an 
initial tax cut, would ultimately lose more in benefits and services than it gained in tax 
reductions. To some extent, such a result is an inevitable outcome of most plans to 
eliminate the deficit. Large-scale deficit reduction essentially means that the middle 
class must undergo some sacrifice now to secure the long-term economic benefits that 
smaller deficits should bring. The degree of middle-class sacrifice required, however, 
is increased under the emerging Republican plan because budget cuts are needed not 
only to balance the budget but also to finance an array of generous tax cuts primarily 
benefiting upper-income Americans and large corporations.

The tax cuts in the Contract are presented as losing slightly more than $190 
billion in revenue over the first five years. That cost explodes, however, to 
approximately $470 billion in subsequent five-year periods.3 (The Treasury 
Department estimated in December that the Contract's tax cuts will lose $515 billion in 
fiscal years 2001 through 2005, the second five years they are in effect. Subsequent 
changes made by House Republican leaders in one of the tax provisions moderate its 
cost somewhat, but the five-year loss in 2001 through 2005 appears to remain very high, 
at about $470 billion.)

households in need. In addition, the Contract also calls for making most legal 
immigrants ineligible for 60 different health, education, job training, nutrition, housing, 
cash assistance, and social service programs.

Despite the depth of these reductions, the Contract's cuts in poverty programs 
would constitute only about 10 percent of the total spending cuts needed to balance the 
budget by fiscal year 2002 without touching Social Security or defense and while 
cutting taxes. These cuts thus would only be the "tip of the iceberg." Since programs 
for the poor are likely to remain more susceptible to cuts in the years ahead than most 
other programs, prospects for a significant federal safety net surviving a decade from 
now will be bleak if the budget agenda outlined here is adopted.



Prospects for Medicare
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In addition, the large entitlement programs that will have to be reduced are 
mainly programs that principally benefit the middle class. Even if many of the poverty 
programs were abolished, the savings would fall short of what was needed to balance 
the budget and pay for the tax cuts. Significant reductions in middle-class benefits 
such as Medicare and student loans would be inescapable, with such reductions 
growing as the revenue losses increased.

1 This includes the cost of three provisions benefiting upper-income individuals or corporations: the new 
type of Individual Retirement Account, the capital gains tax reduction, and the more generous depreciation 
allowances. Certain other provisions, such as the increased estate and gift tax exclusion, also primarily 
benefit upper-income households.

Prospects for Medicare and its beneficiaries would be particularly troublesome. 
Medicare already faces serious financial difficulty. Medicare Part A, the component of 
Medicare that provides hospital insurance and is financed from the Medicare trust 
fund, is projected to become insolvent in 2001. To avoid insolvency without 
jeopardizing the health care coverage of the elderly and disabled or instituting large 
increases in Medicare payroll taxes, major restructuring of the U. S. health care system 
is needed to slow escalating health care costs. In the wake of the collapse of efforts to 
enact comprehensive health care reform in 1993, however, this seems unlikely.

Meanwhile, a significant proportion of the budget cuts needed to compensate for 
the revenue loss are likely to fall on the middle class. To reach and stay at budget 
balance while these revenue losses continue to mount will require steadily larger 
reductions in discretionary programs important to the middle class, such as funding for 
education and transportation.

years and modestly more than that in subsequent five-year periods. By contrast, the tax 
cuts in the Contract that principally benefit high-income households and corporations 
are designed so their costs remain small — a little more than $40 billion — during the 
first five years after enactment but then rise to approximately $265 billion in subsequent 
five-year periods.4

Consequently, once these tax cuts take full effect, only a minority of the tax 
benefits will go to middle-class families. The Treasury Department has found that 
more than half of the benefits from the Contract's tax cuts will go to the top ten percent 
of U. S. families, those with incomes over $100,000 a year. About one-third of the 
benefits will go to the top two percent of families, those with incomes exceeding 
$200,000.



State and Local Governments
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Instead, the emerging Republican fiscal agenda could intensify pressure on 
Medicare in two ways. First, the Contract calls for repealing a provision of the 1993 
budget law that raises the proportion of Social Security benefits counted as taxable 
income for the one-eighth of Social Security beneficiaries with the highest incomes. 
Since the revenue raised by that provision is deposited in the Medicare trust fund, its 
repeal would deepen Medicare's financial hole. Second, balancing the budget while 
exempting Social Security and defense and cutting taxes heavily is bound to place 
greater pressure on Medicare since it is the largest federal program remaining on the 
chopping block.

One other factor would heighten the adverse fiscal impact on states. Most states 
incorporate the federal definitions of adjusted gross income and corporate net income 
into their tax codes. Hence, the proposed tax cuts benefiting upper-income individuals 
and corporations would result in tax cuts — and revenue losses — in many states. State 
revenues would decline at the same time that federal grants to states were being cut 

Some increases in out-of-pocket payments made by Medicare beneficiaries are 
likely to be passed this year. The full dimensions of what could turn into a major 
assault on Medicare are not likely to become visible, however, until later in the 1990s. 
At that point, the combination of a need for massive further budget-cutting to balance 
the budget and the looming insolvency of the Medicare trust fund could lead to efforts 
to cut back Medicare radically or alter it so it bears little resemblance to the current 
Medicare program. In fact. Speaker Newt Gingrich called publicly in early January for 
eventually scrapping Medicare and replacing it with "another system." Gingrich did 
not provide details of what an alternative to Medicare might look like beyond noting it 
could save "a heck of a lot of money."5

Another outcome is that state and local governments would be hit hard. This is 
true regardless of whether legislation or even a constitutional amendment bars 
"unfunded mandates." Grants to state and local governments constitute about one- 
third of what remains in the federal budget when Social Security, defense, and interest 
payments on the debt are excluded. Some of the rest of what remains in the budget 
consists of essential federal functions such as protecting the borders, maintaining 
embassies overseas, fighting forest fires, constructing and operating federal prisons, 
operating the Internal Revenue Service and Social Security offices, and providing 
benefits to veterans; these programs are not likely to be cut by large percentages. As a 
result, grants to state and local governments stand to bear a disproportionate share of 
the budget-cutting.

Gingrich Urges Replacing Medicare, But Gives No Specifics or Timetable," Wa// Street Journal, January 
6,1995.



Upward Redistribution of Income
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Along with corporations that would benefit from the new business tax write­
offs, upper-income households would be the only clear winners under the new agenda. 
Not only would they receive the lion's share of the tax cuts, but they would secure a 
much smaller percentage of their income from government benefits than average 
families at middle- and lower-income levels do. Upper-income families would likely 
be affected the least by the required budget cuts.

These developments come at a time when Census data show the gap between 
rich and poor, as well as the gap between the wealthy and the middle class, is greater 
than at any time since the end of World War II. The proposals in the Contract, as well 
as the provisions in the less-detailed Senate Republican campaign document, would 
widen these disparities further.

sharply. The resulting impact on states would, in turn, likely lead to further reductions 
both in assistance to low-income households and in aid to local governments, as well as 
to some state and local tax increases.

Virtually all states have regressive tax systems. Lowering taxes at the federal 
level and raising them at state and local levels would tend to transfer income from the 
poor and the middle class to the wealthy.



The Emerging Republican Budget Plan
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The emerging plan includes several important changes in the nation's fiscal 
structure and procedures.

A supermajority requirement for tax increases. At the urging of Speaker Newt 
Gingrich, the House of Representatives adopted a new House rule in 
early January. The rule requires any measure coming to the House floor 
that contains an increase in income tax rates to secure the votes of three- 
fifths of the full House membership to pass. This rule will make it more 
difficult to raise taxes and help to ensure that deep cuts in domestic 
programs will be made to offset the tax cuts as well as to meet balanced 
budget requirements.

A constitutional balanced budget amendment. The House is expected to 
consider the amendment on January 19, while the Senate will take it up 
shortly after that, probably later in January. At the current time, approval 
in both the House and Senate by the requisite two-thirds majority appears 
likely. If the amendment passes in Congress and three-quarters of the 
state legislatures approve it within seven years, it will become part of the 
U.S. Constitution. Neither the President nor governors can veto the 
amendment. Congress and state legislatures are the actors here.

Tighter discretionary spending caps. The current stringent caps on non­
entitlement (or "discretionary") spending, which run through fiscal year
1998, would be extended and lowered. Procedures designed to ensure 
that defense spending is not reduced below planned levels — and that all 
additional reductions needed to meet the caps thus come from non­
defense spending — are also anticipated.



How Much Would Have to Be Cut?

6 These figures assume the deficit would be steadily ratcheted down each year between now and fiscal 
year 2002. For years after fiscal year 1998, these figures also measure reductions in non-entitlement 
spending from the statutory spending cap for 1998, adjusted for inflation in years after 1998.
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This fiscal agenda could be implemented despite the countervailing power of the 
President. The President has no ability to veto either a constitutional balanced budget 
amendment or the change in House rules requiring a three-fifths vote to raise income 
tax rates. To be sure, the "budget reconciliation" bill that is expected to include the tax 
cuts, various budget cuts, and possibly the extension and lowering of the caps on non­
entitlement spending would come to the President for his signature. But this legislation 
also is likely to include a provision raising the debt ceiling under which the federal 
government borrows funds; if the debt ceiling is not raised by this summer, the federal 
government will go into default. The probable inclusion of all of these elements in the 
reconciliation bill would appear to be a shrewd strategy. If President Clinton vetoes 
the bill. Republicans can be expected to charge him with blocking a middle-class tax 
cut, frustrating deficit reduction, and risking a default on the part of the U.S. 
government.

The Contract with America also calls for writing into the forthcoming 
balanced budget amendment a constitutional requirement that any tax­
raising measure (including measures ending special-interest tax breaks) 
must secure the votes of three-fifths of the membership of both houses to 
pass. It is less clear whether there is sufficient support in either the House 
or the Senate to make such a requirement part of the U.S. Constitution.

These steps, coupled with the Republican leadership's move to exempt Social 
Security from reductions, would have profound effects. The budget would have to be 
balanced in seven years and remain balanced thereafter while taxes were cut 
substantially and defense and Social Security were protected. A recent report by the 
Senate Budget Committee Republican staff notes that "nearly 50 percent of spending 
programs have been removed from Republican deficit reduction — Social Security, 
defense, and net interest."

By fiscal year 2002, the cuts would reach $260 billion a year. This equals 22 
percent of all expenditures on areas other than Social Security, defense, and interest 

Based on the latest Congressional Budget Office projections, balancing the 
budget by fiscal year 2002 without cutting taxes would require expenditure cuts of $1 
trillion over the next seven years. This is in addition to savings on interest payments on 
the debt that would result.6
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When tax cuts are added to the mix, the level of budget reductions needed 
climbs to still higher levels.

The level of annual budget cuts needed would rise to about $340 billion 
by fiscal year 2002.

All federal expenditures other than Social Security and defense (and the 
required interest on the national debt) would have to be cut nearly 30 
percent compared to spending projected under current law for fiscal year 
2002. In years after 2002, the reductions would grow still deeper.

Over the next 10 years — the period from fiscal year 1996 through fiscal 
year 2005 — a total of $2.5 trillion in cuts would be needed. The level of 
required cuts mushrooms after the turn of the century. The deficit widens 
at that time, primarily as a result of the mounting costs of health care 
programs. In addition, the revenue loss from the Contract's tax cuts rises 
sharply after the year 2000.

payments on the debt. The cuts made under President Ronald Reagan were small 
compared to this.

Offsetting the cost of the tax cuts proposed in the Contract with America 
would raise the amount of budget cuts needed to balance the budget over 
the next seven years to more than $1.3 trillion.



The New Tax Cuts

who lost them in the Tax Reform Act of 1986, and new depreciation provisions that will 
Qharnlv rprliirp favoc 7

7 For additional information on the revenue provisions on the Contract, see the Center's report The 
Contract with America Proposal: Assessing the Long-Term Impact.

13

Capital Gains Taxes

Investors who buy assets such as stocks or bonds and later sell these assets pay 
taxes on their profit — technically called their capital gain. The profit is measured as 
the amount by which their sale price exceeds their purchase price. The Contract 
proposes changing this measurement by adjusting the purchase price to reflect inflation 
between the time of purchase and the time of sale. In most cases, that would 
substantially reduce the amount of profit subject to taxation. The Contract also would 
make half of the remaining profit tax-free. The combined effect of these two changes in 
capital gains taxation would be to exempt most capital gains profits from taxation.

While profits from stocks, bonds, real estate speculation, and the like — which 
accrue primarily to those at high income levels — would be largely exempt from 
taxation as a result of this provision, no changes would be made in the tax treatment of 
interest income from the savings accounts of ordinary middle-class Americans. No

Among the tax cuts proposed in the Contract, the middle-class tax cut has 
received the most attention. Yet it accounts for only a minority of the revenue loss that 
occurs when the tax cuts take full effect. Over the long-term, the Contract's tax 
reductions for wealthy individuals and corporations are substantially larger than its 
middle-class tax cut. These tax reductions include deep cuts in taxes on capital gains 
income, new Individual Retirement Account tax breaks for higher-income taxpayers 

sharply reduce corporate taxes.
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In addition, wealthy investors would be able to borrow large sums to purchase 
stocks or bonds, deduct all of the interest payments on these loans when figuring their 
taxes, and then sell the asset and pay tax on only half the profit remaining after the 
purchase price is adjusted for inflation. In many cases, the deductions taken on the 
interest payments would exceed the capital gain profit subject to taxation, making it 
appear as though the wealthy investor had lost money. These losses could then be used 
to offset other taxable income the investor had and thereby lower the investor's taxes. 
In other words, the capital gains proposals in the Contract would lead to the creation of 
lucrative tax shelters for wealthy investors and skew investments toward investment 
opportunities that yield capital gains, rather than investments yielding interest, 
dividends, or business income.

In the past. Republican supply-side tax-cutters generally have called either for 
indexing capital gains or for excluding 30 percent to 50 percent of capital gains profits 
from taxation. The Contract calls for instituting both measures, each of which 
constitutes a massive tax cut for wealthy investors by itself.

Past analyses by the Joint Committee on Taxation have indicated that under 
proposals for more modest capital gains tax cuts, approximately 50 percent of the tax 
benefits would go to the wealthiest one percent of American taxpayers, those with 
incomes exceeding $200,000 a year. About 70 percent of the benefits from the capital 

adjustment for inflation or exclusion from taxation would be provided for interest 
earned by savings accounts.

This potential problem has been highlighted by Herbert Stein, Senior Fellow at 
the American Enterprise Institute and chair of the Council of Economic Advisors under 
President Nixon, who has written that capital gains tax cuts are likely to result in 
inefficiencies and tax-avoidance schemes:

Unless cutting the capital gains tax increases the rate of saving, it will 
only divert investments to projects that can be structured to yield capital 
gains away from projects that cannot. I see no reason to want such a 
diversion. On the question whether cutting the capital gains tax would 
increase saving you can get as many different answers as you can find 
econometricians. My own view is that the effect would be extremely 
small, and not worth betting on.... I think the only economic consequence 
we can confidently expect from reducing the capital gains tax is increased 
activity by lawyers and accountants in converting other income into 
capital gains.8

8 Summary of the Statement of Herbert Stein, Senior Fellow, American Enterprise Institute, to the House 
Ways and Means Committee, December 17,1991.
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gains tax cuts appear to go to those with incomes exceeding $100,000, who constitute 
about the top five percent of taxpayers. An analysis of a much more modest proposal 
that excluded from income a portion of capital gains income (but did not allow 
indexing) found that those in the top one percent of taxpayers who would benefit from 
the tax break would receive tax cuts averaging more than $8,500 per year.9

The Contract also would repeal the provision enacted in 1993 that raised the 
proportion of Social Security benefits treated as taxable income for the one-eighth of 
beneficiaries with the highest incomes. Repealing this provision would provide 
another tax cut tilted toward those at higher income levels. As described earlier, it also 
would weaken the financing of the Medicare program.

Finally, but hardly least important, the Contract calls for substantial changes in 
the tax rules that businesses use to claim deductions for the depreciation of equipment, 
machinery, and buildings. These proposed changes would constitute a large corporate 

In addition to the capital gains tax cuts, the Contract would create a new, more 
generous type of Individual Retirement Account tax break that would be available to 
taxpayers at all income levels, including upper-income taxpayers who enjoy private 
pension coverage. IRA tax breaks currently are available to single individuals with 
incomes below $35,000 and married couples with incomes below $50,000 if they are not 
covered by a private pension plan. About 70 percent of U. S. households are eligible 
for these tax benefits. The Contract would extend IRA tax breaks to other households 
— those that are above these income levels and that benefit from other tax-favored 
pension or retirement plans.

Wealthy households are more likely to have the funds to deposit in an IRA than 
middle-class households. In addition, IRA tax breaks are worth the most to those in the 
top income tax brackets, because their income is taxed at higher marginal rates. An 
estimated 95 percent of the tax benefits from proposals such as this would accrue to the 
wealthiest fifth of U.S. households.

’ The Joint Committee on Taxation and the Treasury Department use somewhat different methodologies 
for defining income and for grouping taxpayers into income classes. The Joint Committee considers each 
tax return separately, while Treasury combines tax returns of some related persons. Thus, Joint Committee 
data show five percent of tax filers have income exceeding $100,000 and one percent have income 
exceeding $200,000, while Treasury data show 10 percent of families have income exceeding $100,000 and 
two percent have income exceeding $200,000.
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tax break. Currently, if a corporation buys a building for $100 million, it can take 
depreciation deductions on its tax returns that total no more than $100 million over a 
number of years. Under the Contract, the amount taken in depreciation deductions 
would exceed the amount the corporation paid for the building and do so by a large 
amount. For example, for a building purchased for $100 million, the total amount of 
depreciation a corporation could deduct from its taxes over time would increase under 
this proposal from $100 million to approximately $180 million.10 This proposal would 
have the effect of sharply reducing — or even eliminating — taxable income for a 
number of corporations.

10 The exact amount that could be taken in depreciation deductions would depend in part on the inflation 
rate. The $180 million figure noted here assumes a modest inflation rate of three percent and the 39-year 
depreciable life of a building used for business purposes. If inflation were higher, the deductions would be 
still greater.

n The Treasury Department has estimated that the depreciation provision included in the Contract last 
fall would lose more than $180 billion in revenue in the second five years the provision was in effect. On 
January 5,1995, when the House leadership formally introduced the Contract, it somewhat scaled back the 
depreciation provision. A cost estimate on the revised provision is not yet available. Based on its design, 
the revised provision is likely to lose approximately $135 billion in the second five years.

Under the Contract with America, this tax break would be structured in an 
especially dubious way. It would raise, rather than lower, revenue during its first five 
years. But in the following five years, it would lose approximately $135 billion.11

Passage of the Contract's tax proposals would make something of a mockery of 
the widely heralded Tax Reform Act of 1986. That Act sharply lowered income tax 
rates on wealthy individuals and corporations in return for scaling back the tax breaks 
provided for such things as capital gains, IRAs, and depreciation. Under the Contract, 
the tax rates faced by those in the top brackets would remain far below the rates such 
taxpayers encountered prior to the 1986 Act. But capital gains, IRAs, and depreciation 
tax breaks would not only be restored but would be made more generous than they 
were before 1986. The result would be windfalls for wealthy investors and large 
corporations. This would likely occur while much of the safety net was being taken 
down and cuts were made in many benefits and services for the middle class in order 
to meet the balanced budget requirement and pay for these tax cuts.

Some of the data cited here showing that the tax cuts would heavily benefit high- 
income Americans come from past Congressional Budget Office and Joint Tax 
Committee analyses of the effects of various tax proposals on income groups. It is 
unclear whether such analyses will be available in the future. The Republican 
Congressional leadership plans to name a new CBO director and has appointed a new 
director of the Joint Tax Committee. There is concern that under the new regime, these 
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12 The Clinton tax cuts would lose $60 billion in the first five years and $114 billion in the second five 
years.

institutions may cease producing analyses showing the impacts on income groups of 
various tax measures under consideration.

The ballooning of the revenue losses after the initial five-year period is not 
accidental. Federal budget debates on proposed tax cuts focus in part on whether the 
tax reductions would be "paid for" in their first five years through offsetting spending 
cuts or tax increases. This has led some Members of Congress from both parties to 
design provisions in recent years whose true fiscal impacts do not emerge until after 
the five-year point passes. The tax cuts recently proposed by President Clinton also 
grow after the initial five-year period ends.12 Never before, however, have a set of tax 
provisions advanced by leaders of either party contained so many devices to postpone 
and camouflage so much of the full cost of the provisions as the tax proposals in the 
Contract.

The House Republican Conference has estimated that the tax cuts in the Contract 
will lose about $190 billion in revenue over the first five years. A Treasury Department 
analysis issued in December 1994 confirms this estimate for the initial five years. But 
the Treasury analysis shows that in the second five years the tax cuts would be in effect, 
the revenue losses resulting from these provisions would explode to $515 billion. Past 
Joint Tax Committee and Congressional Research Service analyses of similar tax 
proposals indicate long-term revenue losses similar to those forecast by the Treasury. 
(See box on page 18.) The Republican leadership scaled back the depreciation tax break 
somewhat when introducing the Contract in early January, but the revenue losses from 
the Contract tax provisions remain very large — approximately $470 billion — in the 
second five years they would be in effect.

Interestingly, devices of this nature are not employed for the Contract's middle­
class tax cut; its costs do not swell after the five-year period ends. The cost of the tax 
credit for children, which benefits middle-class households, will remain relatively 
constant over time — it would cost $107 billion during the first five years and $137 
billion over the second five-year period. By contrast, the proposed upper-income and 
corporate tax cuts — the capital gains, IRA, and depreciation provisions — are 
designed so their costs remain relatively small (a little more than $40 billion) during the

The tax cuts aimed at wealthy individuals and corporations will have major 
fiscal impacts. They are structured so their full revenue impacts do not appear until 
after the end of the five-year period that is used to measure the budgetary effect of 
proposed changes in taxes and entitlements.
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Revenue Losses from Proposed Tax Cuts Grow Over Time

The Contract with America calls for federal tax changes that would reduce federal revenues by a 
little over $190 billion over the next five years. The revenue proposals include a new tax credit 
for children, a new type of Individual Retirement Account, reductions in the rate of taxation of 
capital gains income for individuals and corporations, a reduction in taxes for businesses that 
invest in buildings, machinery, and equipment, and a reduction in the extent to which Social 
Security income is taxable for higher-income taxpayers.

The revenue loss from these tax proposals would rise dramatically after five years. The IRA, 
capital gains, business depreciation, and Social Security provisions in the Contract are designed 
so they lose smaller amounts or even raise revenue over the next five years but then lose much 
larger amounts of revenue after the five-year budget period ends. In subsequent five-year 
periods, the federal revenue loss would reach approximately $470 billion.

• The IRA proposal is said by the House Republican Conference to raise $5 billion over the 
next five years. Short-term revenue gains would come from incentives for holders of 
current-law IRAs to pay taxes on those holdings now, rather than at retirement, and roll 
over the funds to the new, more generous and more flexible, IRAs. After the rollover 
window expires, however, the revenue losses mount. In the second five years, this 
proposal would lose more than $16 billion, according to the Treasury Department. Past 
analyses of similar proposals indicate their losses would continue to mount even after the 
second five-year period and could eventually be as high as $10 billion per year. The IRA 
proposal in the Clinton tax package uses a similar device to keep its costs low in the first 
five years.

• The Contract puts the cost of its capital gains proposal at $56 billion over its first five 
years. The proposal includes both an adjustment of the gain for inflation and an exclusion 
from taxation of half of the remaining gain. In the years immediately after 
implementation, revenues are assumed to be boosted by an increase in asset sales as 
investors rush to take advantage of the new provisions. Over time, however, asset sales 
level off and the cost of inflation indexing increases. The Joint Committee on Taxation has 
estimated that the cost of such a provision in the second five-year period after enactment 
would exceed $160 billion; the Treasury Department places the cost in the second five 
years at $113 billion.

• The Contract lists the depreciation proposal as raising $20 billion over the first five years. 
The proposal is turned into a revenue gainer for this initial five-year period by decreasing, 
in the first few years, depreciation allowances for equipment that turns over frequently, 
such as computers and vehicles. But depreciation for longer-lived assets is made much 
more generous, and the long-term costs of this proposal are very large. The Treasury 
estimated that the depreciation provision contained in the original Contract would lose 
more than $180 billion in the second five years. This provision was scaled back in early 
January by the Contract's authors. While a new cost estimate is not yet available, the 
revised provision still loses large sums — probably about $135 billion — in the second 
five years.

• The provision lowering the proportion of Social Security benefits subject to taxation for 
higher-income beneficiaries is phased in so that its full revenue-losing effects are delayed. 
The Treasury analysis shows its losses would rise from $15 billion in the first five years to 
$33.5 billion in the second five years.
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first five years after enactment and rise to approximately $265 billion in subsequent 
five-year periods.

The mounting revenue losses from these tax cuts have profound ramifications. 
The tax cuts in the Contract raise the total cuts needed to balance the budget by fiscal 
year 2002 and keep it balanced after that to more than $1.3 trillion over the next seven 
years — and to $2.5 trillion over the next 10 years. By fiscal year 2002, nearly 30 
percent of federal expenditures in areas other than Social Security and defense would 
have to be eliminated to offset the tax cuts and meet the balanced budget requirements.
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Impacts on Poor Households, the Middle Class, and State and 
Local Governments

13 This assumes that defense spending is set at levels proposed by President Clinton in December 1994. 
Some Republican leaders have called for a higher level of defense spending. If defense spending is raised 
significantly above the new Clinton levels, which themselves constituted an increase over earlier defense 
spending levels proposed by the Administration, non-defense, non-Social Security spending would need to 
be reduced more than 29 percent to balance the budget by fiscal year 2002 while paying for the Contract tax 
cuts.

To grasp the type and impact of the budget cuts likely to occur, it is useful to 
understand the dimensions of the reductions needed to achieve a balanced budget. 
Expenditures for programs other than Social Security and defense would have to be 
reduced 29 percent by fiscal year 2002 to balance the budget and pay for the Contract 
tax cuts.13 This, of course, does not mean that each area of non-defense, non-Social 
Security spending would be reduced 29 percent. Some areas would inevitably be cut 
less and others reduced more deeply.

It is particularly unlikely that entitlements would cut this sharply. Doing so 
would entail cutting entitlement programs other than Social Security a cumulative total 
of nearly $1 trillion over the next seven years and nearly $250 billion in 2002 alone.

It is unthinkable that Congress and the White House would find close to $1 
trillion in non-Social Security entitlement reductions they could pass. In the absence of 
system-wide health care reform that now appears moribund, there are limits to the 
amounts by which payments made to doctors and hospitals participating in the 
Medicare and Medicaid programs can be reduced without inducing substantial cost­
shifting to the private sector. To achieve nearly $1 trillion in entitlement savings would 
likely entail drastic reductions in Medicare coverage — either through withdrawing 
coverage for numerous services, greatly increasing the portion of costs paid by the
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Measuring Discretionary Program Cuts

This report compares the program cuts required to offset tax cuts and balance the budget to 
projections of non-Social Security, non-defense spending under current law for fiscal year 
2002. A document recently prepared by the Republican staff of the Senate Budget Committee 
also includes tables showing the amount of budget-cutting needed to balance the budget by 
2002 without touching Social Security or defense or raising taxes. Its conclusions on the 
amount of the cuts needed to balance the budget are generally similar to the numbers used in 
this Center analysis. But the Republican Budget Committee staff calculated the size of the 
cuts needed in non-entitlement programs in fiscal years 1999 through 2002 in a somewhat 
different way than we did.

Both we and the Republican staff projected spending under current law for fiscal years 1999 
through 2002 based on the amount of non-entitlement spending allowed in fiscal year 1998, 
the last year for which non-entitlement spending is currently capped. In projecting spending 
under current law for fiscal years 1999 through 2002, the Republican staff did not adjust the 
amount of spending allowed in fiscal year 1998 for inflation in the years from 1999 to 2002. 
We did make such an inflation adjustment; CBO also has traditionally included such an 
adjustment in developing its budget estimates and deficit projections.

The approach used in the Senate Republican document reflects the view that when funding 
for a program rises to keep pace with inflation, this should be regarded as a spending 
increase. Under this perspective, freezing spending with no adjustment for inflation does not 
constitute a cut.

There are flaws with this argument, however. The cost of delivering goods and services rises 
with inflation. If a particular non-entitlement program provides funding to states to deliver a 
service, for example, the salaries and fringe benefits the state pays the employees who 
provide the service — along with the goods the state must purchase to carry out the program 
— will increase as prices rise. Accordingly, if program funding is frozen, the state generally 
must reduce the level of services provided. This is why the Congressional Budget Office and 
the Office of Management and Budget have customarily measured increases and cuts in non- 
entitlement spending by comparing proposed levels for future years to the current year's 
level, as adjusted for inflation.

In addition, inany of those who argue for ignoring the effects of inflation take a different tack 
when speaking of the defense budget. Some of the same Members of Congress who argue 
that a freeze is not a cut when domestic programs are concerned speak of the large defense 
cuts that have occurred over the past decade. Yet actual defense spending in fiscal year 1994 
was $277 billion, slightly above the fiscal year 1986 figure.

Statements that the defense budget has been pared back are correct. For example, there are 
eight fewer divisions and 15.5 fewer fighter wings than at the peak levels in the 1980s. The 
same point, however, holds true for domestic programs. Services must be cut when funding 
levels are frozen year after year. The Republican staff document understates the magnitude 
of the cuts that will be needed in non-entitlement programs if the budget is to be balanced in 
2002, because the document ignores the reductions that will have to be instituted if this part 
of the budget is frozen from fiscal year 1998 to fiscal year 2002.



Impact for Poor Families and Individuals

The cuts in low-income programs contained in the Contract are unprecedented 
in their depth. Overall, the benefit cuts the Contract calls for in means-tested 
entitlement programs are about three times as large in real terms as the benefit cuts in 

beneficiaries, or both — along with elimination of Medicaid coverage for various 
services and possibly for some categories of beneficiaries, major reductions in programs 
like student loans, veterans' benefits, military and civil service retirement, and farm 
price supports, and deep cuts in safety net programs providing basic benefits for the 
poor.

The implications of this budget strategy for poor families are profound. 
Programs targeted on low-income families are likely to suffer larger percentage 
reductions than those that principally benefit the broad middle class. To achieve 
budget balance while paying for tax cuts and shielding defense and Social Security, 
benefit for low-income families and individuals would likely be cut heavily.

If entitlement programs are cut less than 29 percent, the non-entitlement 
programs must be cut more deeply. Suppose total spending for non-entitlement 
programs other than Social Security were cut 20 percent by fiscal year 2002; this would 
entail unprecedented reductions of about $170 billion a year by 2002. If that were done, 
non-entitlement programs other than defense would have to cut more than 45 percent 
by 2002 to balance the budget and pay for the Contract's tax cuts. Nearly half of the 
non-entitlement side of the government, other than defense, would disappear.

14 The authors of the Contract (the House Republican Conference) estimated that the provisions in the 
Contract's Personal Responsibility Act would save $40 billion over fiscal years 1995 through 1999 (although 
the provisions do not take effect until 1996). The Center on Budget and Policy Priorities finds that the effect 
of the PRA would be a net reduction of about $59 billion over the four-year period from 1996 to 1999, with 
the cuts escalating over time. For additional information, see the Center's report The Personal Responsibility 
Act: An Analysis. The Center's analysis of the Personal Responsibility Act is based on the version of the bill 
unveiled in September 1994. Estimates based on the January 1995 version of the bill may differ slightly.
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Developments to date point strongly in this direction. Of the more than $1.3 
trillion in spending reductions needed to balance the budget by fiscal year 2002 and 
pay for the tax cuts they propose, the authors of the Contract found it prudent to 
identify only about $59 billion in specific reductions (measured over four years) before 
the elections.14 Nearly all of the cuts they identified would come in means-tested 
benefits for low-income families. In addition, in early January, in discussing which 
programs under his jurisdiction to reduce to help pay for tax cuts. House Ways and 
Means Committee chairman Bill Archer identified only one type of program — welfare 
programs.
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15 The spending on the proposed new work program for AFDC recipients is not considered in this 
calculation. This spending is for administrative and child care costs for those in the new mandatory work 
slots, while this calculation attempts to measure changes in benefits to low-income people that affect their 
standard of living. If the spending on the work program was included, then the cuts identified in the 
Contract would still be twice the size of the cuts in the early 1980s.

Loss of entitlement status would be particularly problematic when recessions hit 
and the number of poor families needing food stamps and the number of poor children 
needing free school lunches increased. From June 1990 to June 1992, when the civilian 
unemployment rate rose from 5.1 percent to 7.7 percent, food stamp participation 
climbed by more than five million people. The average number of low-income children 
receiving free school lunches rose by more than one million during this time. Under 
the contract, increased additional federal resources to meet mounting needs during 
recessions would no longer be forthcoming. States would have to cut benefits across 
the board, eliminate benefits for various categories of poor households, or put needy 
applicants on waiting lists, unless states were willing to cut other programs or raise 
taxes in a recession.

The Contract also calls for ending all federal food assistance programs as 
separate programs — including food stamps, the school lunch program, and WIC — 
and merging them into a block grant. The block grant would be funded at levels 
several billion dollars a year below what these programs would cost under current law. 
The block grant is constructed in such a manner that food stamp assistance would 
likely be reduced about $4 billion a year. Furthermore, programs like food stamps and 
school lunches would lose their entitlement status.

such programs that were enacted in 1981 and 1982 under President Ronald Reagan.15 
For example, if the AFDC changes were fully in effect today, five million children — 
over half of the children now on AFDC — would lose all their cash assistance. (See box 
on page 25.)

Another provision in the Contract would place a cap on total annual 
expenditures for an array of low-income programs, including Supplemental Security 
Income (SSI) benefits for the elderly and disabled poor, AFDC, low-income housing, 
the child support enforcement program, and child care support for working poor 
families not on welfare. The cap would require that these programs be cut by about 
$26 billion over four years. Here, too, entitlement status would be ended for all 
programs that currently are entitlements. This would mean that additional federal 
AFDC funds would no longer become available automatically if a recession 
temporarily increased the numbers applying for assistance. Nor would additional SSI 
resources automatically become available if the number of elderly poor applying for 
benefits rose as the number of elderly people climbed.
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PRA Would Begin to Dismantle Key Features of the Safety Net and 
Deny AFDC to Five Million Children

A proposal affecting low-income programs, the Personal Responsibility Act (PRA), is part of the 
"Contract with America" unveiled in September 1994. A slightly revised version of the PRA was 
introduced in the House in early January 1995. The PRA differs in important ways from recent welfare 
reform plans. Key elements of the bill include the following:

• The PRA proposes deep cuts in a broad range of programs for low-income households and 
eliminates the entitlement status of most major low-income benefit programs, including the 
Supplemental Security Income program for the elderly and disabled poor and the food stamp 
program. The effect would be a net reduction in low-income progranis of about $59 billion over 
the four-year period from 1996 to 1999, with the cuts escalating over time.

• The bill would deny Aid to Families with Dependent Children and housing benefits to many 
poor children born to young unmarried mothers for their entire childhood, diverting these 
funds to support programs such as orphanages for poor children. In addition, the "child 
portion" of AFDC benefits would be denied for children whose paternity has not been 
established even if their mothers were fully cooperating with state efforts to track down the 
absent fathers and establish paternity. Some 29 percent of the children currently receiving 
benefits — 2.8 million children — do not have paternity established. These provisions would 
apply to all new applicants for AFDC (as distinguished from those now on the rolls). 
Eventually, the provisions would apply to the hill AFDC caseload.

• The bill would establish extremely stringent time limits and work requirements. States would 
be required to terminate both cash assistance and work opportunities for families who had 
received AFDC for a total of five years; regardless of their circumstances, these families could 
never receive assistance again. States would have the option of ending welfare assistance for 
families after they receive aid for a total of two years. The PRA would not provide work 
opportunities for parents who reach these time limits and are unable to find jobs even if the 
parents fully complied with work requirements while on assistance and made faithful efforts to 
find employment. During the period in which they would receive aid, a large fraction of 
recipients would be required to work their AFDC benefits off at "wages" that would equal $2.42 
an hour for a family of three in the typical state.

• In combination, PRA provisions that would bar certain categories of children from receiving 
AFEXZ benefits and the PRA's mandatory time limit would ultimately deny assistance to a 
majority of the children who would be eligible for AFDC under current law. If the provisions 
were fully in effect today, more than five million children would be denied AFDC. At least 2.5 
million fewer families would receive AFDC benefits.

In recent weeks, some Republican Members of Congress and some Republican governors have spoken 
of creating an alternative proposal under which current welfare programs are replaced with a welfare 
block grant at significantly reduced funding levels. It is unclear whether some of the requirements in 
the PRA would be part of the block grant. Also unclear is the amount that funding would be cut. It 
should be noted that whatever the size of the initial cut, a welfare block grant would likely be cut 
further in subsequent years as Congress struggled to meet the austere caps on non-entitlement 
spending that the Republican budget strategy will require. Moreover, because of the block grant 
structure, additional federal funds for assistance to poor families would no longer become available 
automatically when a state's economy entered a recession and the number of poor families needing aid 
increased.
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26

As noted, these low-income benefit cuts would be much larger than those in 
low-income entitlements secured by President Reagan in his first two years in office, 
when nearly all of the cuts in low-income benefits during his term were passed. Yet 
even if all of the low-income cuts listed in the Contract were enacted, only about 10 
percent of the cuts needed to balance the budget and pay for the tax cuts would have 
been secured. Severe as the Contract's proposed cuts in benefits for the poor are, they 
would be but the tip of the iceberg, just the first installment of much deeper cuts in 
programs serving low-income households that would almost certainly follow.

There also is another lesson in the low-income cuts included in the Contract. 
The fact that the specific cuts House Republicans felt comfortable endorsing before the 
election consisted overwhelmingly of reductions in benefits for the poor speaks 
volumes about the political weakness of programs for the less fortunate in the current 
political atmosphere.

In short, the chances are high that the budget and tax changes likely to be put in 
place in the first half of 1995 would lead to the weakening of much of the federal safety 
net in the decade ahead.

Still another provision of the Contract would make most legal immigrants 
ineligible for 60 different health, education, job training, housing, cash aid, and social 
service programs. Legal immigrant children could not be screened for lead poisoning 
and would be barred from immunization programs. Pregnant women who are legal 
immigrants would be barred from WIC. Legal immigrants who became disabled on 
the job in the United States would be shut out of SSI.

Evisceration of the safety net would not, by itself, provide the level of cuts 
needed to balance the budget and pay for the tax cuts. A need for hundreds of billions 
of dollars in additional savings would remain. Non-means-tested entitlements also 
would have to be reduced to meet the requirements of the entitlement cap, and 
appropriations for many discretionary programs primarily serving the middle class 
would have to be sliced to comply with the discretionary caps.

The losses in benefits and services borne by middle-class households would 
likely outweigh by a significant margin the tax cuts these households receive. The 
principal middle-class tax cut in the Contract — a $500 tax credit per child — accounts 
for less than 30 percent of the revenue loss generated by the Contract's tax provisions 
when their full revenue impacts are felt (that is, after the five-year mark passes). To 
reach budget balance and offset these tax cuts will entail steadily increasing reductions 
in discretionary programs important to the middle class. In addition, the large 
entitlement programs that ultimately will have to be reduced principally benefit the
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The likely result is a full-scale Medicare financing crisis in the late 1990s at the 
same time that massive additional savings are needed to comply with the balanced 

This is particularly true for those relying on Medicare. Some Medicare 
reductions requiring beneficiaries to pay more out of pocket are likely in 1995. Much 
deeper Medicare reductions are likely in the late 1990s.

middle class. From increases in out-of-pocket costs for Medicare services to reductions 
in student aid for middle-class college students to hikes in school lunch prices, middle­
class households would be likely to have their incomes reduced or their expenses 
raised in various ways.

As noted earlier, the Medicare hospital insurance trust fund is projected to 
become insolvent in 2001. The proposed repeal of the provision of the 1993 budget law 
that raised the portion of Social Security benefits counted as taxable income for higher- 
income beneficiaries would exacerbate this problem, because the taxes on that income 
currently are deposited in the Medicare trust fund. Congress may be unwilling to 
approve any increase in the Medicare payroll tax to help close part of the financing gap, 
and comprehensive health care reform, which could ease pressure on Medicare by 
slowing the rate of growth in health care costs in both the public and private sectors, 
seems unlikely. Finally, the need to avoid shifting tens of billions of dollars in costs 
now paid by Medicare to private employers, as could occur if payments to Medicare 
providers were cut deeply, limits the savings that can be achieved from lowering 
Medicare fees to physicians and hospitals.

What About Social Security?

Republican leaders have said Social Security is now off-limits to budget cutting. That does 
not mean, however, that Social Security will remain off-limits permanently.

Speaker Newt Gingrich has said that Congress should look at Social Security at some future 
point, perhaps five to seven years from now. Changes in Social Security at some point are 
inevitable because the program is out of long-term actuarial balance. To keep Social Security 
on a sound footing for the future, actuarial balance must be restored. Moreover, reductions in 
Social Security costs would count toward meeting the balanced budget requirement.

There is a difference, however, between adjusting Social Security benefit levels and taxes to 
achieve the long-term actuarial balance needed to accommodate the retirement of the baby­
boom generation and cutting Social Security to meet a balanced budget stricture. A 
requirement to keep the budget balanced every year after 2002 as the population ages — 
while cutting taxes sharply and maintaining or raising defense spending levels — is likely to 
lead over time to pressures for greater long-term reductions in Social Security than would 
otherwise be the case. In that situation, benefits could be reduced significantly more than 
needed to place the program in long-term actuarial balance.
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Middle-class households also can be expected to face sizeable increases in state 
and local taxes to help fill the hole created by large-scale retrenchment in federal aid to 
state and local governments (see below). Virtually every state has a regressive tax 
system, under which poor and middle-class households pay a larger share of their 
incomes in taxes than higher-income households do. The process of shifting the 
responsibility for collecting taxes and providing benefits and services from the federal 
to state and local levels would tend to redistribute disposable income from low- and 
moderate-income families to those at higher income levels.

For example, funds for federal functions such as protecting the borders, 
maintaining embassies overseas, fighting forest fires, constructing and operating 
federal prisons, operating the Internal Revenue Service and Social Security offices, and 
making pension and disability payments to veterans are unlikely to suffer more than 
modest cuts. These and other tasks tend to be viewed as essential federal functions. To 
the extent that large portions of the budget are reduced significantly less than 30 
percent, grants to states and localities will be cut by a substantially larger proportion.

This problem will be aggravated because most of the tax cuts called for in the 
Contract would generate revenue losses for many states as well. Most states conform 
the definitions of individual adjusted gross income and corporate net income used in 

budget requirement by 2002. Major retrenchment in Medicare that alters the nature of 
the program and shifts large costs back to elderly and disabled individuals (and to 
relatives on whom they may be forced to rely) may become a strong possibility in such 
an atmosphere. If that occurs, the health care expenditures borne by many middle-class 
households would likely rise substantially.

If overall expenditures other than those for Social Security and defense must be 
cut sufficiently both to balance the budget and pay for the Contract's tax cuts, nearly 30 
percent of non-Social Security, non-defense costs must be eliminated by fiscal year
2002. Grants to state and local governments, however, almost certainly will be cut by a 
larger percentage than this. Much of the budget that remains on the table after Social 
Security and defense are removed consist of federal programs that either cannot or will 
not be cut very much, which would make the cuts in other areas — such as grants to 
state and local governments — still deeper.

The arithmetic of achieving a balanced budget without cutting Social Security or 
defense or raising revenues — and while cutting taxes — virtually assures that states 
and localities will absorb large hits. Grants to state and local governments make up 
one-third of what remains in the federal budget when Social Security, defense, and 
interest payments on the debt are excluded.
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Local governments could be hit particularly hard. In addition to large cuts in 
federal aid, they would likely be saddled with deep reductions in state aid as states 
passed on part of the pain caused by the withdrawal of billions of dollars in federal 
grants. The consequent reduction in both federal and state support for cities would 
occur at the same time the safety net was being substantially weakened, a mix that 
could spell trouble for some cities.

An unfunded mandate ban would not, for example, protect against increases in 
Medicare cost-sharing requirements that drive up state Medicaid costs under
"medically needy" programs. It would not protect against cuts in child care programs 
that increase the load on public schools that operate pre-school programs with state or 
local funds. Neither would unfunded mandate protection replace lost federal funding 
for primarily state-local functions, such as mass transit, education, or economic 
development.

Some state and local officials believe passage of legislation or a constitutional 
amendment barring new unfunded mandates would address these problems. Such a 
belief is mistaken. Unfunded mandate protection would affect only those situations 
where the federal government requires other levels of government to perform certain 
tasks without paying the cost of those tasks. Unfunded mandate provisions do not 
prevent highly disproportionate cuts in aid to states and local governments that result 
from large parts of the federal budget being placed off-limits while the budget is being 
balanced and taxes are cut. Nor would an unfunded mandate measure forestall federal 
decisions to shed functions that some level of government must perform, thereby 
leaving other levels of government little choice but to pick up the pieces without any 
federal funds to undertake the work.

their income tax codes to the federal definitions of such income. Several of the major 
tax cuts proposed by the Republican leadership — such as the cuts in capital gains tax, 
the expansion of Individual Retirement Accounts, and the much more generous 
depreciation schedules — would be incorporated into many state tax codes if these 
measures were enacted at the federal level. The result would be narrower state tax 
bases and some loss of state revenue. The revenue loss would occur at the same time 
that the federal government was sharply scaling back grants to states and localities, 
placing state and local governments in a double bind.
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Washington Post profile on the Center

"I'd be grateful for your work if it were merely quick, but it's also sound. You are often 
critical of what comes out of the agencies...but your shots are never cheap. There can't be a 
lot of financial reward for what you are doing...all the more reason to tell you how much I 
use, appreciate, and indeed, admire the Center's work."

Jack Rosenthal,The New York Times; statement made 
when he was Editorial Page Editor

777 north Capitol Street, FiE, Suite 705, Washington, DC 20002 Tel: 202-408-1080 Fax: 202-408-1056

"[The Center] has made itself a key player in the ever-important debate over the federal 
budget. What makes the Center unusual, cast against its liberal type, are its business-page 
approach to poverty and the brief it carries for fiscal discipline....The Center has found a 
powerful niche by purveying timely analyses of complex and often confounding fiscal 
issues."
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FOR IMMEDIATE RELEASE:

Thursday, January 12, 1995
CONTACT: Michelle Sazie

Robert Greertstein 
(202) 408-1080

A block grant proposal presented to Congressional Republican leaders last week by a group nf 
Republican governors would cause substantial reductions in food assistance for poor families and 
elderly people, according to an analysis of the proposal by the Center on Budget and Policy Priorities 
Also affected would be the school lunch program which includes benefits to middle-income children.

received last year, nearly $2 billion. Florida would have lost 49 percent of the funds it received Other 
states that would have lost 30 percent or more of the funds they received to provide food aid to the p, 
include Alaska, Arizona, Connecticut, Delaware, the District of Columbia, Georgia, Hawaii. Indir- -

Rhode Island. Texas, Vermont, and Virginia. (State-by-state data are included in the full

If the proposal had been in effect since 1989, the large majority of states would have received 
at least 20 percent less in federal food assistance in 1994, the mpon found. If the proposal is put into 
place today, states would have nearly S3 billion less in food assistance over the next four years, even if 
no recession occurs.

Under the proposal, all federal food assistance programs would end in their current form and 
be converted to a block grant. Funding for rhe block grant would be set at rhe amount expended for 
these programs in fiscal year 1994, adjusted only for inflation. Each state’s share of the block grant 
would be permanently set at its percentage share of federal food assistance funds in 1994,

Eroposal Unresponsive to Recessions

The Center’s analysis shows that block grant funding levels would fail to respond to such 
factors ns increases in poverty during recessions and rising school enrollments. As a result, it would 
cause major reductions in food assistance. Had an identical proposal been passed five years ago and 
been based on federal funding levels in fiscal 1989, a year before the recession of the early 1990s 
began, every state in the nation but one would have received less to meet the needs of its residents than 
was actually provided last year. Some 35 states would have lost more than 20 percent of the federal 
food assistance funds they received last year.

California would have lost nearly half—48 percent — of the fedeial food assistance funds it

FOOD BLOCK GRANT PROPOSAL CIRCULATED BY REPUBLICAN 

GOVERNORS WOULD HAVE SEVERE, UNINTENDED RESULTS, 

ANALYSIS FINDS

777 North Capitol Street. NE, Suite 705, Washington. DC 20002 Tel: 2O2'4O8-1O8O Fax: 202'408-1056

,, , J;......  Mduwmc, uic Mainer or cciumoia, Georgia. Hawaii. Indiana
Maine, Maryland, Nevada, New Hampshire, New Jersey, New Mexico, New York, Nonh Carolina
L_t L *4 T . v 1 »te M J ■ r ■ - - X r _ _ . . i » ■« « • ri ■
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Nearly $8 Billion Cut Over Next Four Years, Even if no Recession

####

The Center on Budget and Policy Priorities conducts research and analysis on a range of 
government policies and programs, with an emphasis on those affecting low- and moderate-income 
people It is supported poinanly by foundation grants.

“I doubt the governors who designed the. proposal fully understood its ramifications.” the 
Center’s director Robert Greenstein noted “It would harm state treasuries along with poor families, 
children and elderly people.”

The Center’s analysis found that while the overall level of federal block grant funding would be 
adjusted for inflation, it would fail to reflect several other key factors such xs increases or decreases tn 
poverty and unemployment and school enrollment. The Department of Education, for example, 
estimates that the number of elementary and secondary school children will rise eight percent over the 
next five years; this will result in more children eating school lunches. Under current law, federal 
school lunch funding would rise to met this additional increase and later decline it school enrollment 
subsequently decreased. Because the school lunch and other food aid programs would be merged into 
a block grant that did not respond to such changes in need, however, the governors’ proposal would 
force states to choose between such actions as raising the amounts middle-class parents must pay for 
their children’s lunches and cutting food assistance to poor children and elderly and disabled people 
(the vast majority of food aid recipients) even more than would otherwise be the case under the 
proposal.

“The next time a recession hits and millions of Americans lose their jobs, many of the newly 
unemployed will seek food assistance to get them through a rough period," Greenstein noted. “States 
would be forced to choose between meeting the increased need entirely with state funds — and 
probably raising state taxes in the middle of a recession to do it — or leaving the need unmet and 
witnessing steep rises in hunger, hardship, and destitution.”

Even if no recession were to occur for years into the future — an unlikely scenario — federal 
funding foi food assistance would be reduced in coming years below the amounts that would be 
provided under current law, according to the Center’s analysis. If no recession were to occur between 
now and 1999 and the economy were to perfonn in accordance with the Congressional Budget Office’s 
assumptions, states would lose $7.8 billion over the first few yeara of the block grant. The reductions 
in funding, as compared to funding levels under current law, would grow larger each year, the Center 
said.

• Food Block Grant Proposal
January 12. 1995
Page 2
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By Robert Greenstein and David Super

CEHTER OH BUDGET 
AMD POLICY PRIORITIES

HOW WOULD A POOD ASSISTANCE BLOCK GRANT 
ADJUSTED FOR INFLATION AFFECT STATES?

Some governors may believe that annually adjusting the block grant funding 
level for inflation would protect states from cuts in nutrition funding that would have 
resulted under earlier food block grant proposals. Ln fact, the Republican governors' 
new proposal itself would result in substantial and rapidly rising cuts in federal 
funding to states for food assistance.

A group of Republican governors have proposed replacing the current federal 
nutrition assistance programs with a block grant to states. Under their proposal, the 
overall size of the block grant each year would equal the amount expended in these 
programs in FY 1994, adjusted for inflation. In addition, each state's share of the total 
federal appropriation would equal its share of federal food assistance spending in fiscal 
year 1994.

If no recession occurs between now and 1999, states would lose $7.8 
billion over the first four years of the proposed block grant, compared 
with the amounts states would be provided under current law. These 
cuts would grow larger over the years; by fiscal year 1999, the cut would 
equal $3.3 billion per year .

If a recession occurs, the cut would be far more severe. During recessions, 
existing food assistance programs such as food stamps and free school 
meals expand automatically to meet rising need as poverty and 
unemployment increase Federal funding under the proposed block grant 
would not expand during economic downturns and would fall far behind 
need — and far behind what the existing programs would have provided. 
This is particularly true because the base year that would be used to 
calculate the amount provided for block grants — presumably 1994 — 
was a recovery year, when economic conditions were far more favorable 
than during recession years.

During past recessions, federal spending on food assistance programs has 
risen sharply. When ensuing economic recoveries subsequently reduced 
unemployment and poverty rates, federal spending has receded. At pre­
sent, the entitlement Rinding of the food stamp and child nutrition

777 riurlh Capitol Street, ME, Suite 703, Wastiiiiylun, DC 20002 Tel: 202-408-1080 Fax: 202-408-1050



01/12/95 18:2S CENTER ON BJDGET POLICY + 456S244 NO.213 P005/015

2

If such a block grant had been passed in 1989, every state in the nation but one 
would have received less in food assistance funding in 1994 than was actually 
provided. All but four states would have lost more than 10 percent of the funding 
provided in the state in FY 1994. Some 35 states would have lost more than 20 percent 
of the funds received under the current programs. California and Florida each would 
have lost about half of their food assistance funds, with California losing 48 percent of 
the food assistance funding it received in fiscal year 1994 and Florida losing 49 percent.

The block grant would not take into account increased need for school 
lunches and breakfasts as school enrollments rise. The U.S. Department 
of Education projects that the number of children in grades K through 12 
will rise more than eight percent over the next five years. This is one of a 
number of reasons that, even without a recession, the proposed block 
grant would represent a cut in projected federal grant levels to states.

Similarly, the proposed formula does not account for projected increases 
in the number of low-income cluldren who will be enrolled in child care 
institutions and qualify for meals under the child care food program. As 
states move more poor mothers from welfare to work, the number of low- 
income children in child care will rise. Federal funding under the child 
care food program expands automatically to meet increases in need; a

An analysis of how states would have fared last year if an identical block grant 
proposal had been enacted five years earlier illustrates this point. Had a block grant 
been passed that set the block grant at the overall level of federal expenditures in fiscal 
year 1989, adjusted for inflation — and fixed each state's share of the block grant at its 
share of the FY 1989 expenditures — more than $10 billion in fiscal year 1994 food 
assistance support — 29 percent of the total food assistance nationally — would have 
been lost. (See Table 1.) The onset of recession in the intervening years accounts for a 
substantial share of this loss in funds; under the block grant proposal, no additional 
funds would be provided when unemployment and poverty rose during economic 
downturns.

programs ensures that the federal government bears the added burden 
during economic downturns. Under the proposed block grant, states 
would have to meet the increased need during recessions entirely with 
state funds.

Even if no recession were to take place for years to come, states would still lose 
funding throughout the rest of the 1990s under this proposal. A block grant that 
adjusts only for inflation is likely to leave states with inadequate resources to meet food 
assistance needs for several reasons:
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Problems with Distributing Funds Among States

3

block grant would not do so and would leave states further short of 
funds.

Rolling the WIC pogrom into a block giant dial expands only at the rate 
of inflation also would effectively end prospects for achieving the 
national, bipartisan goal of achieving full funding for WIC so ail eligible 
mothers and children can be served. The WIC program has been found to 
reduce infant mortality, low birthweight, and child anemia — and state 
and federal Medicaid costs.

One other problem looms. Freezing each state's percentage share of block grant 
funds at its share of total nutrition spending in fiscal year 15*94 would expose some 
states to particularly sharp funding shortages. Under the existing programs, states 
whose economies are performing poorly automatically receive additional federal food 
stamp and school lunch dollars to meet the needs of the newly unemployed. In the 
same way, any state with increased school or child care enrollment automatically 
receives increased federal child nutrition funding. This means that states whose 
economies fare more poorly than the average state economy, whose population growth 
is above average, or whose school and child care enrollment is rising at an above 
average rate, could receive too small a share of the funds available nationally. Suppose, 
as the Republican governors' proposal suggests, each state's share of the block grant is 
set at its share of total federal food assistance expenditures in fiscal year 1994. As the 
years pass and 1994 recedes farther in the past, the inequities among states will grow 
larger. These inequities will become particularly acute during recessions when some 
states suffer sharp increases in unemployment while others do not.

The problems that this distribution formula would cause can be seen by looking 
at the distribution of federal food assistance funds to states in fiscal year 1989 and fiscal 
year 1994. Suppose the percentage share of funds each state received in fiscal year 1994 
were held to the same level as in fiscal year 1989. What would have happened? Even if 
the block grant proposal were redesigned so the total imiotint of funds distributed 
nationally in 1994 equaled the amount actually distributed last year, most states would have 
lost or gained mure than five percent. Delaware, for example, would have gotten 15 

Finally, as described in another recent Center analysis, Congress could 
reduce the amount appropriated for the block grant below the amounts 
specified in the legislation that establishes the block grant. With deep 
cuts in total federal spending required if the federal budget is to be 
balanced by fiscal year 2002, the block grant could still undergo substan­
tial additional cuts.
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Finally, states vary in the degree to which their eligible populations can be 
served with the federal WIC funds they receive. As a result, a portion of each year's 
WIC appropriation now is allocated to help expand WIC participation in states that his­
torically have received lower-than-average WIC funding A block grant that froze each 
state's share of total nutrition funding at 1994 levels would lock in current inequities in 
the distribution of WIC funds.

percent less in federal funds than it actually received; Florida would have lost 28 
percent of its funds; California would have lost 27 percent. Meanwhile, Wisconsin 
would have obtained 19 percent more than it received under current law, while 
Michigan received 18 percent more. (See Table 2.) As noted above, these problems 
deepen when one takes into account that under the proposal, the amount of food 
assistance foods distributed nationally — and thus to each state — would be less than 
would be the case under current law.
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59.5

286.5

2,06%

66.2

60.7

89,192.1

82.1
W.O

168.9
49.8

401.5
294.6

2,094.2

1,8402
131.6

38.2 
378.9 
329.0
243.7
289.7

20,455.1

Federal Nutrition 

hands in bY 1994 

if COP Gov. Prop, 

Adopted in 1989

1,313.2
377.2
287.4 

1,094.6
74.1

395.4

139 9

68.6
42.7

516.2 
229.8 

2,027.7
576.1

323.4
72.9

508.1

TABLE 1: The Effect the Republican Governors'Food Block Grant Proposal Would HaveHad in 1994 
if it Had Been Adopted in 1989

(in tnillions of dollars)____________________________
Share of

Nutrition

Funds in 
FY 1989

2.30%
0.24%

1.61%
1.18%

8.38%
1.15%

0.68%
0.20%

0.33%
4.00%

2.87%
0.56%

0.37%
531%

1.66%
0.93%

0.82%
230%

3.67%
0.42%

1.46%
1.56%

4.08%
1 36%

2.46%
2 06%
0.35%
0.53%

0.27%

0.17%

Illinois

Indiana 
Iowa 
Kansas 
Kentucky
Louisiana 
Maine 

Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 

Montana 
Nebraska
Nevada
New Hampshire 
New Jersey
New Mexico 
New York
North Carolina 
North Dakota
Ohio 
Oklahoma 
Oregon 
Pennsylvania
Rhode island 
South Carolina 
South Dakota 
Tennessee
Texas 
Utah
Vermont 
Virginia
Washington 
West Virginia
Wisconsin 
Wyoming_____
TOTAL

Federal 
Nutrition
Funds in 
FY 1994

$708.3
92.5

653.9
366.7

4,035.4
362.5

272.6
82.6

130.6
1,962.6

1.106.3
213.9

113.0
1.545.4

627.4
257.8

276.9
639.3

994.8
163.1
5255
545.1

1,2244
458.0

611.8
716 8

1034
168 3

135.1
65.5

755.9 
333J5

2,896.0
824.3

772

1.497.3
507.1
374.4

1,468.2
113.1
514.3

621.1
2,249.5

160.8
46.7

463.1
402.2
297.9
354.1

46.0

25,004.7

Gain (Loss) if FY 1994 Funds Set 
at FY 1989 Levels Plus Inflation and 
State % Shares Set at 1989 Shares 

($ millions)
(132.4) 
02.9)

(252.4)
(72.1)

(1,941.2)
(76.0)

(103.7)
(32-8)
(48.5)

(963.6)

(388.9)
(73.4)

(21.5)
(2171)

(212.9)
(26.1)
(72.4)
(63.7)
(77.1)
(57.5)

(161.3)
(154.8)

(203.5)
(117.7)

4.4
(202.1)

(16.3) 
(«4)
(66.5)
(22.9)

(239.6)
(103.7)
(868.3)

(248.1) 
(11.0)

(184.1)
(129.9)
(87.0)

(373.6)
(39.0)

(119.0)
(3.1)

(236.6)
(U09.1)

(42.3)
(26.1)

(233.8)
(213.0)
(56.8)
(65.0) 
(9.0)

(10,340.6)

857.7
3,458.5

203.2
72.7 

696.9
6151
354.7
419.0

35,345.3

-23.1%
-3.3% 

-276% 
-35.0% 
-208%
-35.9% 
■335% 
■34.6% 
-160%
-155% 
■16-6%

-293%

Alabama
Alaska

Arizona
Arkansas
California
Culurado

Connecticut
Delo Waie

Dist. of Col. 
Florida

Georgia
Hawaii

Idaho

Federal 
Nutrition 

Funds in 
FY 1989

$471.1
48.7

328.4
241.0

1,7132
2344

1382
40.8

67.2
8172
586.9
114.0

74.9
1,086.6

339.1
189.6

167.3
470.9
750.7

86.6

298.0
319.2

835.1
278.3

504.1
47) 0

71.3
1087

56.1
34.9

422.3
188.0

1,658.8
471.3

54.2
1,074.2

308.6
235.1
895.4

717.4
140.5

91.6 
1,328.3

414.5
231.8

204.5
575.6

917.7
105.9
364.2
390.2 

1,020.9
340.3

6162
514.6

87.1

0.92% 
8.11% 
230% 
026% 
5.25% 
1.51%
1.15% 
4.38% 
0.30% 
1.58%
0.36% 
2 48% 
9.00% 
0.64% 
019% 
1.85% 
1.61%
119% 
1.42%

100.00%

(percent) 
-18 7% 
-35.67m 

-38.6% 
-19.7% 

48.1% 
-21.0% 

-38.0% 
-39.77i> 
-371% 

-49.1% 

■35.2% 
-34.3% 

-19.0% 
-14.1% 

-33.9% 
-101% 

-262% 
-10.0% 

-7.7% 

35.2% 
-30.7% 
-28.4% 

-16.6% 
-25.7%

0.7% 
-28.2% 

-15.7% 
-21 0% 
492% 
-34.9% 

-31.7% 
-31.1% 
-30.0% 
-30.1% 
-14.3% 
-123% 
-25.6% 
-232% 
-25.4% 
■345%
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1,443.1

5.0%

504.1

-8.0%

333.5

8.7%

93.1

857.7

3.458.5

203.2 

7>.7
696.9

615.2

354.7 

419.0

S3, s 

35345.3

2396.0

824.3

77.2

1,497.3

(percent)

14.9%

4L4%

I. 5%

19.1%

II. 6%

-28.2%

115.0

1,412.1 

1,014.1

198.5

129.5

1,877.6 

585.4

327.6 

289.0

813.6 

1.2972

149.7

514.8

551.6

Federal

Nutrition

Funds in 

FY1989 

54/1.1

48.7
328.4 

241.0 

1,713.2

TABLE 2; How the Distribution of Federal Food Assistance Funding Would Have Been Affected 

in 1994 if Each State's Funding Had Been Set Equal to its Percentage Share in 1989* 

_______________________ _ ________________ (in. millions of dollars)_________

Federal Nutrition

Funds in FY 1594

if Share Frozen

at FY 1989 Level

S814.1

84.2

Ob/.5

4164

2,9603

405.0

238.6

-35%

-Z.6% 

-1.0%

-14%

21.2%

24.0%

5.1%

8.5%

5.4% 

-7.4%

Federal 

Nutrition 

Funds in 

FY 1994

5708.3

92.5

653.9

366.7

4,033.4

362.5

272.6

82.6

130.6

1,962.6

1.106.3

213.9

113-0

1545.4

627.4

2578

276.9

639.3

994.8

163.4

525.5

545.1

1224.4 

458.0

611.8

716.8

103.4

168.3

135.1

65-5
755.9

421.0

71.3

108.7

56.1

34.9

4223 

188.0 

1,658.8 

471J

54.2 

1,074.2

308-6

235.1

895.4

60.7

323.4 

72 9

508.1 

1.840.2

131.6

38.2

378.9 

329.0

243.7

289.7 

26J4

20,455.1

36.6%

2.4%

Jt1%

11.9%

-9.3% 

-6.1%

-7.6% 

18.7%

19.4% 

17.9%

0.0%

-11.1%

-28.0%

-8.3% 

•72%

14.5%

21.5% 

.6,6%

27.1%

4.4%

27.3% 

30.4% 

-8-4 Y» 

•2.0%

1.2%

179%

Shareef 

Nutrition

Funds in 

FY1989 

2.30% 

0.24% 

1.61%

1.18% 

8.38%

1.15% 

O.GS% 

020% 

0.33% 

4.00% 

187%

0.56% 

0.37% 

5.31% 

1.66%

0.93% 

0.82% 

2.30% 

3.67% 

0.42% 

1.46% 

1.56% 

4.08% 

1.36% 

2.46% 

2.06%

135% 

0.53% 

0-27% 

0-17% 

2.06% 

0.92% 

8.11% 

2_«J% 

0.26% 

5.25% 

1.51% 

1.15% 

4.38%

1.58% 

0-34% 

148% 

9.00% 

0.64% 

0.19% 

1.85% 

1.61%

1.19% 

1.42%

100%

Cain (Loss) if FY 1994 Funds 

Distributed According to 

States'FY 1989 Shares 

(5 millions)

105.7

(83) 

(ttaJ)

49.7 

(1,073.1)

42.5

(33.9)

(12.2)

(14.5)

(550.5)

(912)
(153)

14-4

332.1

(41.5)

69.8

12.1

1743

302.4

(13.7)

(10.7)

66

218.7 

23.0

2593

10.7

19.7

19.6 

(38-1)

(52)

(26.1)

(87)

(»■«)

(9.9)

16.4 

358.9

261

31.8

79.1

(83)

44.5

33.8

203 

(2788)

242 

(68) 

(42-2)

(467)
663

81.5

9.6

0.0

Alabama
Alaska

Anzora

.Arkansas

Califunua

Colorado

Connecticut

Delaware

Diat. of CoL
Florida

Georgia
Hawaii

Idaho

Illinois

Indiana

Iowa

Kansas

Kentucky

Louisiana

Maine

Maryland

Massachusetts

Michigan

Minnesota

Mississippi

Missouri

Montana

Nebraska

Nevada

New Hampshire

New Jersey

New Mexico

New York

North Carolina

North Dakota

Ohio
Oklahoma

Oregon

Pennsylvania

Rhode Inland

South Carolina

South Dakota
Tennessee
Texas

Utah

Vermont

Virginia

Washington

West Virginia

Wisconsin

Wyoming
TOTAL ~___________________________________________________________________________

•Assumes no cut in total funding from the amount actually expended in fiscal year 1994-

507.1

374.4

1,468.2

113.1

5143

-9.0% 

-133%

13.5%

-26.6%

11.7% 

-12.4% 

-147%

234.4 

1383

40.8

67.2

8172

SS6 9

114.9

74.9

1,086.6

339.1

189.6

1673

470.9

750.7

86-6 

298.0 

3193

835.1 

2783 481.0

871.1

7273

123.1

187.9

969 

60.3

729.7

324.8 

38663

814.4

93.6 

1,856.2

5332

406.2 

1,5473

104.8

558.8

125.9

377.9 

3,179.7

2273

65 9
654.7

568.5 

421.0

500.5

63.6
35345.3
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ObjectiveI-

have a Thorough discussion on tho broad outline of welfere reform among the

II.

Ai Block Granta --

«

01/12/95 18:29

Each State will receive that portion of the Block Grant that 
equals the portion of the total Federal spending received by

Issues for Discuss’on

GOP Governors support Block Grants in 3 major areas of

S a c <• f

welfare and social spending: AFDC/Cash Assistance. Food, and Child Care. GOP 
Governors are Interested In exploring Block Grants in B additions: areas: Child

GOP Governors and House and Senate Republican leaders.

t ■*’^e prop

; • ' I
oStfrl Sovrse R,np v UL c a.a (pover no ,* s

Hepubllcan Governors' Association 
Welfare Reform Session

Welfare, Social Services, Employment and Training, Health, and Housing.

The programs for inclusion in the above 3 Block Grants are:

Food - Food stamps. Nutrition Assistance for Puerto Rico, Special 
Milk Program, Child Nutrition, Child Nutrition Commodities, Food 
Donations, Women, Infants, Children Program (WlC), Emergency Food 

Assistance Program, Congregate Meals, and Meals on Wheels.

Each State wifi receive that portion of the Block Grant That 
equals the portion of the total Federal spending received by 
each State in FY 1994. Thia emount would be adjusted each 

year for inflation.

AFDC/Cash - Aid to Families with Dependent Children (single parent 
and two parent families). Emergency Assistance, AFDC 
Administration, end Job Opportunities and Basic Skills (JOBS) 

program.

Each State would receive the amount equal to the average of 

spending in FY 1S90 - 1994.

Child Care -- Title I (Education for the Disadvantaged), Migrant 
Education, Native Hawaiian Family Education Centers, Child end Adult 
Food Program, Child Care and Development Block Grant, Child
Development Associate Credential Scholarship, State Dependent Care 
Planning and Development Grants, Temporary Child Care for Children 
with Disabilities, At-Risk Child Care, Transitional Child Care. Head 

Start, and Even Start.
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each State in FY 1994.

♦

♦

States may transfer up to 50 percent from one Block Grant to another.

States may carryover funds from one fiscal year to the next.»

Outstanding ls$ye$III.

D. Automation - Funding for information systems needs discussion.

4

A. Medicaid ~ Current eligibility tied to AFDC receipt; AFDC maintenance of sHort, 
in Medicaid statute, needs to be eliminated.-- Other Medicaid/AFDC linkages need 

exploration.

C. Waivers - Stoles would be released from current waiver and cost-neutrality 

agreements.

Audits will determine whether funds have been misspent, and States 

will repay such amounts.

The Secretary's ability to require additional reporting from States and 
Impose restrictions on States will be limited.

More specifically:

States will develop plans, deteiling how they will use the funds to 
meet the broad goals of each Block Grant. A copy of the plan will be 
sent to the Secretary, and each State will also submit an annual 
report, with information on the number of people served, services 

provided, and funds expended.

B. Legal Allens - Allow States the option to provide assistance to this population. 
Adjust base amount for each State to reflect the legal alien population they would 

no longer have to serve.

B. Funding - Funding is a State entitlement. See above for distribution.

C. Administration -- Maximum flexibility for States to design and administer 
programs would be given In the Block Grants. Reporting requirements and Federal 
regulations would be minimized. Programs would be audited and States would 

repay any misspent funds.
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TITLE V ’ CONSOUDATING FOOD ASSISTANCE PROGRAMS

(1) The purpose of this act is tu consolidate Federal fnoH 

under the conditions in that State. pracucaoie 

Provide f0°d assists

food1 -TT by &e SKretary'f0?eflert
year period ending May 31 of such

SECHON I. FOOD ASSISTANCE BLOCK GRANT PROGRAM, 

(a) PURPOSE.

enls,

■uat of overpaymeots or underpayments.^s

allotted among the Smtea .a follom:' A Suu ahS re«ive
PPfSon of the block grant that equals the portion of the total 
amount that State received for FT 1994 under the followira 
programs: (see attached) louowing

(2) The amount received for FYs 97 • 2000 shall not be less chan

* 1996' Thi5 w”o“« ». an

(3) .The amount allotted under paragraph (1) shall be adjusted each 
SSf by &e Setretaryt0 ?eflect percentage change die 

Urban Co^^TX"'—??“er..1M" to,i« All 

preceding fiscal year.

(c) METHOD OF PAYMENT.

(1) The Secretary may make payments to a State in inatallm 

m advance or by way of reimbursement, with 
adjustments on accoi_; _J _ 
the Secretary may determine.

(d) spending of funds by state.

(1) Payments to a State from the allntment under section I for arty

(b) AUTHORITY TO MART BLOCK GRANTS.

(c) distribution of funds.

2LMS as
P0^011 of the total
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OFC. OF C^IMICRTIONS F=A:5i?-3?3-&:Fl Dec

categories or characteristics of persons to be served. The report 
shall be transmitted to the Secretary and made public within the
State in such manner as to facilitate comment by any person
(hidudingany Fedmal or other public agency) during development

(f) ANNUAL REPORTS AND AUDITS.

(1) Annual Report! Not later than December 31, 1996, and 
annually thereafter, a State that receives a grant under section I
shall prepare and submit to the Secretary a report

(B) Containing available data on the manner m which the 
food and nutrition needs of families in the State are being 
fulfilled, including information concerning the number of 
individuals and families being assisted with funds provided

(A) Specifying the uses for which the State expended funds 
specified under Section I and the amount of funds expended 
for such uses; and

(1) To be eligible to receive a grant in the amount allotted to a 
State for a fiscal year, such State shall submit to the Secretary a 
State plan containing assurances that -

(A) such grant will be expended by the State to provide food 
and nutrition assistance to resident individuals in the Stats, 
and
CB) such grant will be used for administrative costs incurred 
to provide assistance under this section.

(2) Prior to expenditure by a State of payments made to It under 
this section for any fiscal year, the State .shall report on the 
intended use of the payments the State is 'to receive including 
infonnaticn oh rhe types of activities to be supported and the 

fiscal year may be obligated by the State in that fiscal year or in 
the succeeding fiscal year. Twenty, percent of rhe payments to a 
State from the allotment under Section I for any fiscal year maybe 
transferred to other block grant programs.

(e) EUGEBOJTY TO RECET/E GRANTS.

throughout the year as may be necessary to reflect substantial 
changes in the activities assisted under this section, and any 
revision shall be subject to the requirements of the previous 
sentence. The Secretary shall not impose additional reporting 
requirements on States,
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(2) Audits:

SECTION IL DEFINITIONS.

(a) Secretary.

(1) Secretary refers to the Secretary of Agriculture.

under Section. I during the period for which such report is 
required to be submitted.

(B) Independent Auditor. Audits under this section shall be 
conducted by an entity that is independent of any agency 
administering activities that receive assistance under this • 
section and be In accordance with generally accepted 
auditing principles.

(C) Submission Not later than 30 days after the completion 
of an audit under this, section., the State shall submit a copy 
of the audit to the legislature of the State and to the 
Secretary.

(D) Repayment Each State shall repay to the United States 
any amounts determined through an audit under this 
section not to have been expended in accordance with this 
section, or the Secretary may offset s^ch amounts against 
any other amounts to which the State is or may be entitled 
under this section,

(A) Requirement, A State shall, after the close of each 
program period covered by a report submitted under section 
I audit its expenditures during such program period from 
amounts received under this section.
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