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LONG-TERM IMPACT OF THE FEDERAL
DEFICIT ON THE U.S. ECONOMY

FRIDAY, JUNE &, 1992

U.S. SENATE,
COMMITTEE ON FINANCE,
SUBCOMMITTEE ON DEFICITS, DEBT MANAGEMENT
AND INTERNATIONAL DEBT,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:00 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Bill Braciley
(chairman of the subcommittee) presiding.

Algo present: Senator Hatch.

[The press release announcing the hearing follows:]

(Press Release No. H-32, June 1, 1693}

SuscoMMITTEE HEARING TO ExaMINE EcoNoMIic IMPACT OF THE DEFICIT, BRADLEY
Savs GAO Report SHows LoNG-TERM DAMAGE TO EcoNoMY

-WaAsSHINGTON,;- DC—Senator Bill Bradley, Chairman of the Senate Finance Sub-
committee on Deficits, Debt Management and International Debt, Monday an-
i:o:;.nce(‘l‘l ?i hearing to address the long-term esconomic implications of the Federal
udget deficit.
e hearing will be at 10 a.m. Friday, June 5, 1992 in SD-215 of the Dirksen
Senate Office Building.

Bradley said the hearing will focus on the General Accounting Office report Budg-
et Policy: Prompt Action Necessary to Avert Long-Term Damage to the Economy.

In addition to testimony from Charles Bowsher, Comptroller General of the Unit-
ed States, the Subcommittee will hear from a panel of leading economists.

“The GAO report is unique in its description of the negative effects of continued
deficits on our economic prospects over the long term. The report clearly portrays
the need for comprehensive action on the deficit and tradeof(t that such action will
entail,” Bradley said.

“This heari:'xﬁ] will help frame the debate about this critical issue, and it is my
hope that it alzo show the need for strong leadership by the President and by
the Congress to achieve meaningful deficit reduction.”

OPENING STATEMENT OF HON. BILL BRADLEY, A U.S. SEN-
ATOR FROM NEW JERSEY, CHAIRMAN OF THE SUBCOMMIT-
TEE

Senator BRADLEY. The subcommittee will come to order. Good
morning. This hearing is another in a series of hearings of the Sub-
committee on Deficits, Debt Management and International Debt
which have focused on the long-term impact of the Federal deficit
on the U.S. economy.

The primary focus this morning will be a discussion of a new re-
port by the General Accounting Office. The report is aﬁly titled,
I‘:?udget Policy—Prompt Action is Required to Avoid Long-Term

amage.”
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I share the concern of the Generul Accounting Office about the
ency of the budget deficit.
uring my tenure in the Senate, I have seen our National debt
rise from $800 billion to nearly $4 trillion. I have seen us move
grogn being the world’s largest creditor to being the world’s largest
ebtor,

I also have seen Japan with an economy half the size of ours in-
vest more on an annual basis than we do. And as the record deficit
this year shows, our past efforts to control the deficit have been
largely unsuccessful.

Mr. Bowsher and I have been talking for about a year and a half
now about ways to take a longer term view of budget policy, to get
beyond the immediate to the longer-term questions.

Too often, we pass things around here without full understand-
ing of their cost over the long term. For example, this March, we
passed a back-loaded IRA, even though their eventual costs over
the future 5-year periods could be 8 times the original 5-year cost.

As always, your thoughts on this matter are far sighted and in-
formative. And part of your response has been the preparation of
this report. I appreciate it very much.

I am sure that it will be a great help as other Senators debate
the tough choices that all of us are going to have to make if we
are serious about getting the deficit under control.

Frankly, the report does not paint a pretty picture. It tells us
that if we do not put our fiscal house in order and soon, we will
be dooming our children to a stagnating economy and lower stand-
ards of living.

Large Federal deficits absorb an alarming percentage of our Na-
tional savings’ pool. It is this pool that provides the capital for in-
vestments by the private sector. Such investment is critical to
maintaining our productivity and growth rates. :

This report is also about the future that could be. All too often
around here, we focus on the short-term costs involved with deficit
reduction. Who loses what benefit or who has to pay what tax?

If we are ever going to get serious about the deficit, I think our
eyes have to be kept on the long-term payoff to greater fiscal re-
sponsibility.

In a very real sense, a debate has to be about the role of the Fed-
eral Government in the post cold-war world and about the kind of
world we want to leave to our children.

I look forward to hearing the reaction of the panel of experts who
have graciously agreed to testify today. And while the seriousness
of this issue is generally agreed upon, there is a great diversity of
opinion regarding how we should respond to it. The debate we k. car
today may soon be repeated on the Senate floor.

I would like to ask all the witnesses some of the same questions.
How has and will the deficit impact our savings, investments, pro-
ductivity, and growth rates? Why is it urgent to take steps now to
reduce the deficit? What are the long-term consequences of failing
to reduce the deficit? ‘

What are the benefits if we do reduce the deficit and under what
time table should we be doing it? What have been the primary
causes for continued budget deficits in the United States? What
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should be our first priority in seeking spending reductions? Will it
be necessary to increase taxes?

What set of principles—and this is something I would very much
like to focus on today to try to get some general guidance should
we use to guide budget policy, principles that look to the future and
pppcip;es that could be used in making both tax and spending de-
cisions

What budget reforms would help support decisions that would
foster long-term economic growth?

Those are the questions that I think we will be pursuing today.

And I am very pleased to have as our first witness, Charles
Bowsher, the Comxtnroller General. Thank you very much for com-
ing, Mr. Bowsher. And the floor is yours.

Oh, I see Senator Hatch. Do you have anything you would like
to say, Senator Hatch?

OPENING STATEMENT OF HON. ORRIN G. HATCH, A U.S.
SENATOR FROM UTAH

Senator HATCH. Well, if I could just say a few words. Welcome
to the committee all of you, especially you, Mr. Bowsher. We appre-
ciate having you here as well as all the rest of you.

Thank you, Mr. Chairman. I wa? to commend you for holding
hig hearing today on what really is a timely and important subject,
especially after last evening.

e deficit has become one of the top priorities for American citi-
zens. And we huve seen several of our colleagues retire, citing their
frustrations of Con%ress’ inability to deal with this problem.

And a recent poll conducted in my home State of Utah, Utahans
listed the deficit and budget problems as the number two national
concern, only behind the current recession.

The problem of the deficit, as we all know, is not a new one. In
the last 30 years, the Federal Goverament has had a surplus for
only 1 of the last 30 years. Not only have we run deficits, but these
deficits have grown substantially.

And during the same 30-year period, the Federal deficit has

own from $4.8 billion in 1963 to a nearly $400 billion shortfall
in the current peried.

The cumulative result of these deficits is an outstanding Federal
debt of nearly $4 trillion. The interest on this debt has trigled in
the last 30 years, growing from 6 percent of taxes to over 18 per-
cent. This trend is not very encouraging.

These deficits are draiming national savings and putting a strain
on private-sector productive investment. We have seen spending in
areas such as research and development, human capital, and pﬁmt
and e?u.ipment decline as a result of the huge share of available
capital that is siphoned into the public sector.

And for the most part, these siphoned funds are used to service
the interest on the debt. Therefore, the public sector is not invest-
ing in these important areas. These are the very investments that
promote economic growth.

I think we have to reverse this trend and free up this capital for
investment and job creation. This is not really news to anyone. We
all agree that the deficit must be redluced.

PR |
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What we cannot seem to do in the Congress at least is to sum-
mon the will to make the hard decisions, to make the hard priority
:boices among competing programs in order to achieve this objec-

101,

Congress has tried to restrain the growth of the deficit several
times, most notably with the Gramm-Rudman-Hollings budget
rules and the Budget Enforcement Act of 1990. And despite our at-
tempts, the deficits have continued to grow. We appear to be un-
able to bind ourselves to meaningful restraints in recf:xecing the defi-
cit.

Now, the Senate will soon be considering the balanced budget tax
limitation amendment. It is tax limitation because it would require
a constitutional majority of the whole number of both Houses in
order to increase taxes. It would require a three-fifths majority to
increase the debt.

I have been a strong supporter of the balanced budget tax limita-
tion for many years. I led the fight for it in 1982 and also in 1986.
We won here 1n the Senate in 1982 with 79 votes. And in 1986,
we lost by 1 vote with only 66 votes, 1 vote short of the two-thirds
necessary for a constitutional amendment.

Now, I feel we need to make a broader statement of intent of the
Federal Government to eliminate the deficit and balance the budg-
et. I think the President is riglyt. And I was pleased with his press
conference last night where he is making this a focal point of his
domestic agenda.

If we pass and ratify this amendment, we will be forcing Con-
gress, where all money bills originate, to face the issue of the defi-
cit head-on.

Yes, it will involve difficult and possibly politically painful deci-
sions, but we have to reverse our tendency to take the short-term
view of political convenience and turn that around and look at the
long term.

Short-term bandages are obviously not enough to help the growth
or to reduce the degcit. The fact that we have not yet seen many
of the obvious adverse effects of the Federal deficit in the short run
has allowed Congress to avoid the difficult task of exercising strong
budget discipline.

e are now beginning to see that our high Federal deficits are
squeezing out national savings and productive investment. We are
seeing our dependence on foreign capital increase to uncomfortable
levels that cannot be sustained for much longer.

The recent recession is a strong illustration of the deficit as re-
straining the ability of Congress to use fiscal policy to adjust to eco-
nomic {luctuations.

And | see that Mr. Bowsher of the General Accounting Office is
going to report on the study into these long-term effects of the Fed-
eral deficit on the U.S. economy. So I look forward to his testimony
and, of course, the testimony of the other witnesses as well.

In closing, I just want to say that by continuing this trend of
high deficits, we are pushing the cost of our consumption on to our
children and grandchildren.

While we may escape the serious consequences of our actions,
they, our children and grandchildren—and I have 6 children and
13 grandchildren—will be sentenced to a lower standard of living
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and a nation with less ability to compete in the international econ-

omy.
Vve must do somethinghto reduce the deficit and give the future
generations of America the chance for economic growth and inter-
national competitiveness.

So I look forward to hearing the testimony today. And thank you,
Mr. Chairman, for holding these hearings on this important issue.

Senator BRADLEY. Thank you, Senator Hatch.

Mr. Bowsher.

STATEMENT OF HON. CHARLES A. BOWSHER, COMPTROLLER
GENERAL, U.S. GENERAL ACCOUNTING OFFICE, WASHING-
TON, DC, ACCOMPANIED BY PAUL POSNER, DIRECTOR,
BUDGET ISSUES, ACCOUNTING AND FINANCIAL MANAGE-
MENT DIVISION; SIDNEY G. WINTER, CHIEF ECONOMIST, OF-
FICE OF THE CHIEF ECONOMIST; AND HARRY S. HAVENS, AS.
SISTANT COMPTROLLER GENERAL, OFFICE OF THE CHIEF
ECONOMIST

Mr. BowsHER. Thank you very much, Mr. Chairman and Senator
Hatch. We are pleased to be here today. We would like, if we could,
to put our statement in the record. And I will summarize it here
in the next few minutes.

Senator BRADLEY. Your statement will be in the record in full.

[The prepared statement of Mr. Charles A. Bowsher appears in
the appendix.]

Mr. BOwsHER. Our budget deficits at the Federal level were run-
ning at about a $1650-$200 billion level pretty much from the mid-
1980’s right to the present time until this last fiscal year when it
jumped up to $270 billion. Estimated for this fiscal year’s deficit in-
crease to 5400 billion.

This increase comes about partly because we lose $100 billion
due to the recession on the revenue side. We also have a new line
item in the budget that we did not have prior to 1989. That was
$76 billion for deposit insurance.

And we have another $25 billion for interest costs which is what
:iveﬁare adding practically every year now because of these large

eficits.

We have a $1.5 trillion expenditure budget at the Federal gov-
ernment level. However, we are only taking in revenues of $1 tril-
lion. So we have really a $.5 trillion gap.

We finance one-fifth of that, about $100 billion with the Social
Security trust fund surplus. So that is how you get to a unified
budget deficit of about $400 billion.

Now, what effect has this had on our net savings because that
is how we actually have to finance the budget deficits?

We have seen here that in 1960 to 1969, we used only about 2
percent of net national savings for financing the Federal debt. In
the 1980’s, deficits absorbed 48 percent of that savings. And in
1990, it was running at 58 percent.

Also, in the 1980’s, some of our deficits were financed by foreign
investment. That means that foreigners were buying our treasury
bills and helping to finance our deficits. Much of this financing
from overseas has disappeared. And now more and more, the
Americans are having to finance their own Federal budget deficit.
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Financing the deficit means that investment in the private sector
has to be reduced. And our first chart indicates exactly what has
hagpened since the 1960’s as far as the effect of the Federal budget
deficit on our net national savings.

Now, another thing that is happening, too is that deficits are in-
creasing as a percentage of our GNP. In the 1970’s, deficits ran
about 2 percent of the GNP. In the 1980’s and for the 1990’s, defi-
cite are 4 percent,. c

And if you read our report, you will see that what is going to
happen in the outyears, the late 1990’s and 20 years of the next
century, is that these deficits could have the potential to explode.

Our model indicates that we could drive deficits to as high as 20
percent of GNP by 2020. This is due to several factors including the
retirement bill that is coming with the baby-boom generation when
they become eligible, slower economic growth that we will get be-
cause of these large deficits and their financing, and the continuing
growth in such areas as health care costs,

Deficits at this level are not feasible. Something will happen be-
fore this level is reached. Something either on our own initiative
that will curtail these large deficit trends or, perhaps some exter-
nal economic event, like some type of fiscal crises or some type of
foreign withdrawal of financial support of the American deficits.

The next chart shows the main drivers that are pushing up this
deficit as a percentage of GNP.

Specifically, Social Security and health and net interest place up-
ward pressure on Federal expenditures.

So what are the options? One of the options unfortunately is no
action, but that is not really an option. We only list that because
that is always a possibility.

The first option really is muddling through, as we call it. In other
words, this option holds the Federal deficit to 3 percent of GNP.
We have been trying to achieve this level in the last few years, but
it gets harder each year.

In other words, it is harder this year than it was 3 or 4 years
ago. It gets much harder as we head towards the end of this cen-
tury.

And then when we get into the next century, sometimes you need
huge reductions in programs just to pay the interest costs and one
or two big items like the health care costs.

If we look at the next chart you can see the various options. Now,
the second option we pose in our report is the idee of trying to
achieve a balanced budget by the year 2001. In other words, rough-
ly over a 9-year period.

This option still assumes using the financing of the Social Secu-
rity trust fund surpluses. The balance budget option provides bet-
ter economic growtﬁ, but not as much if you implemented the next
option which 1s a 2-percent surplus.

The surplus option would reduce our reliance on the Social Secu-
rity trust fund surpluses to balance the operating government. We
would actually then start to buy down the debt that we have run
up in the 1980’s and the 1990’s.

Page 12 of our report shows the differences between the various
options and what happens to real GNP, foreign debt, and the debt
held by the public.
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Now, as both of you have indicated, what is needed is some real
decisionmaking on some of the major issues. If I could just address
several of the major deficit drivers.

One is Defense. Defense is coming down as a percentage of GNP.
It has been running at the 6 percent level. The plans right now are
to bring it down to about 3.8 percent over a b-year period. Some
people feel that you could get it down to 3 percent with some addi-
tional cuts.

I think the important thing on defense is that we have a pro-
gram that allows us to end up with a strong defense program, but
not one as large as we have had in the past.

On health care, which will soon pass defense as one of the larger
items in the budget, is currently running near 13 percent of our
GNP. And it coul(f increase much higher in the next century.

Our major competitors in the world, Canada, Germany, Japan,
France, are the countries that run a health care program generally
with universal access at somewhere between 7 to 9 percent of their
GDP, while Japan is at 6 plus percent.

So we are really loading on our economy and our private sector
a spread of about 6 percent here for health care costs. This addi-
tional burden I think is really hurting, not only the Federal budget,
but also the State budgets and many of our corporations and cer-
tainly our smaller businesses.

We also have a major item in the Federal budget now, that we
did not have prior to 1989, and that is the deposit insurance pro-
gram.

We have to get outlays for that program out of the Federal budg-
et and get back to a safe and sound banking system which does not
need taxpayer assistance. A very important issue in the n3xt 3 to
4 years is to keep the reforms working were passed last year and
work through this work-out of the various real estate holdings.

The interest cost, of course, is one of the biggest items. It is the
one that is growing at a faster rate simply because of large persist-
ent deficits.

The only way we can get on top of that line item in the budget
is preferagly to eliminate the deficits or get them down to a more
manageable proportion.

We are adding about $10 to $15 billion a year to that line item
just to finance the increase in the debt each year.

Now, another major area which I think our report details quite
well is the retirement costs. We go out further than we have in pre-
vious reports to show that if we do not get better economic growth
here in the balance of this decade and the early part of the next
century, and if we do not have any changes in the Social Security
program, that this becomes a big driver.

As we state in the report, the Social Security trust fund surplus
starts to move from a positive balance into a negative balance in
the year 2017, and this 1s one of the reasons why the Federal budg-
et deficit reaches a large level of GNP in’'our projections.

These are the big issues that are driving the Federal budget defi-
cit. I think there are other areas, but they do not have the same
impact. However, they could have & fairly significant impact for
deficit reduction. One such area would be an organized or system-
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atic way to try to downsize government in some of +~3 other areas
of our government.

Looking at some areas such as agricultural, the revenue losses
that we have at the IRS, reviewing the big ticket items that we are
financing, and again possibly looking at the role of the Federal
Government and the role of State and local governments can pos-
sibly move us in the area of deficit reduction.

I think that after you have looked at everything and tried to get
these programs in more affordable shupe, if we cannot close the
gap—then, of course, you would have to look at the revenue side
of the budget.

So these are the major areas that we believe that the Congress
and the administration have to look to have a major effect on this
budget deficit that we are currently experiencing.

The other issue we would like to discuss today is the budget
process. The process has grown over the years and now involves
numercus levels which complicates policy formation and agree-
ment.

I think some day that Congress ought to make an effort to tr
to simplify the budget process. An effort in the executive branc
would ge very helpful also. Furthermore, I also think looking at a
breakout of the budget that gives you a little better understanding
of the longer-range impact of some of these programs would,be
helpful, both on the investment as well as the operating side.

As an example, we are looking at programs, such as Medicare
costs, that look like they are in good shape because we have a trust
fund surplus, but the truth of the matter is in a few years that
turns into a negative balance.

And we are kidding ourselves if we do not look out and start to
deal with those kinds of unfunded liabilities or longer term pro-
gram costs.

I often use the military pensions as a good illustration. Twenty
gears ago, we had a relatively small line item for military pensions,

ut we knew at that time over at the Pentagon that this was really
going to take off.

We looked at $4 billion of cost in those days. And we knew that
in 20 years, it would be $20 or $25 billion. And, of course, that is
where we are at today.

By not having some kind of major program accruals into the
budget process, the decisionmakers were not seeing this emerging
problem. And today, we have more Air Force officers on the retired
payroll than we have on the active duty payroll.

Unfortunately, we still use the same pension programs as we did
40 years ago. As we proceed into the future, it seems to me those
are the types of major program decisions that have to be looked at
to see if some kind of change can be made to not only handle the
cost of the current fiscal year, but the fiscal years 10 and 20 years
out. :

Mr. Chairman and Senator Hatch, that concludes our presen-
tation. We would be happy to answer any questions.

Senator BRADLEY. Thank you very much, Mr. Bowsher, for your
testimony and for the report. What I would like to do is focus a lit-
tle bit on the problem so that we get a little more clarification on

PR
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the difference between taking no action and actually taking action
that produces a small surplus.

You have a section in the report that describes this in some de-
tail. And I wonder if you coultro be more specific and elaborate on
what you see as the difference, particularly on its impact on invest-
ment and savings and growth between the action and surplus.

Mr. BOWSHER. Yes. If you take no action and just go along as we
have been here, you have absorbed an increasing amount of the
savings to finance these deficits.

And as I say, the interest cost continues to escalate. An increas-
ing amount of the taxes that you are taking in has to go for inter-
est rather than for productive investment purposes. Deficits have
negative effects on investment.

is then, in turn, cuts down the economic growth that you are
going to probably experience in the private sector simply because
you are not getting the investment in plant and equipment because
the Federal Government has taken more and more of those savings
to finance the deficits.

Senator BRADLEY. Yes.

Mr. BOWSHER. So there is a big impact. Once you get the num-
bers as high as we have them today at the Federal level, you are
really impacting the private sector and economic growth. Qur eco-
nomic model in our report shows these effects.

Senator BRADLEY. And I wish you would try to explain what this
number means. If there is no action taken, as I read the report, it
states that the economy would be 40 percent smaller, 39.8 percent
smaller than it would be if we eliminated the deficit and ran a
small surplus.

So the question is what does that mean, the economy would be
smaller? gnd why should people be concerned about the fact the
economy might be smaller?

Mr. BowsHER. Well, it gets right to your standard of living. In
other words, when the economy is smaller then you are not gener-
ating as much goods and as much wealth. And you are also —in
this situation, when we have demographics that are going to
change, where more and more people are going to retire, that
means that you probably have an economy that cannot sustain liv-
ing standar(ﬂu as well as an economy that 18 40 percent larger.

Senator BRADLEY. What might it mean for income?

Mr. BowsHER. Well, I think the income is going to be consider-
ably less here for the workers.

g(;nator BRADLEY. Is there a rough parallel for what a 40 percent
smaller economy means, 40 percent less than income roughly?

Mr. BowsHER. Roughly, that is about right.

Senator BRADLEY. So that if we take no action on the defi:it ver-
sus some surplus if we eliminate the budget deficit and get some
surplus, incomes of Americans will rise 40 percent more than if we
do nothing?

Mr. BowsHER. That is what this model that we have adapted
would indicate.

Senator BRADLEY. And could you explain that a little bit? Why
is that so?

Mr. BOWSHER. Why don’t you go ahead?
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Mr. WINTER. Okay. Let me take that, Mr. Chairman. What hap-
pens in the no-action scenario is that the rising Federal deficit eats
away year after year at the national saving rate.

The assumption we made which is crucial here is that the non-
Federal sources of savings remain constant at 16.6 percent of GNP
for gross savings.

en as the deficit rises and there is no response to the preblem
the national saving rate falls year after year. The amount of capitai
added, production plant and equipment that is added, is smaller
and smaller year after year.

If you Eursue this to the bitter end, beyond probably the point
of credibility, then we actually see in this scenario an actual down-
turn of output.

So the smaller economy that you are getting there is the con-
sequence of many, many years of under investment.

Senator BRADLEY. And the national savings’ rate falls because
there is public non-savings. Right?

Mr. WINTER. That is correct.

Senator BRADLEY. The budget deficit goes up, the overall savings
drops. And national savings consist of
Mr. WINTER. Private plus public.

Senator BRADLEY. Private savings, all the savinge of individuals
who put money in their accounts.

Mr. WINTER. It also includes State and local government surplus.

Senator BRADLEY. And then State and local governments and
then the Federal Government. So the bigger the deficit at the Fed-
eral level, the greater the likelihood that people will have lower
standards of living because there will be less money available for
either investment or less money available for State and local gov-
ernnments.

Mr. WINTER. That is correct.

Mr. Havens. I think, Mr. Chairman——

Senator BRADLEY. Could you put up the first chart that you had?

Mr. BowsHER. Okay.

[Showing the chart.]

Mr. HAVENS. I think, Mr. Chairman, you can even see it now in
the last year, as we are trying to come out of the recession and
with the credit crunch that we had over the S&L and the banking
problems.

The banks have been buying an awful lot of the treasuries, fi-
nancing our deficits. But when they do that, that means those sav-
ings then are not being used for the small business and the me-
dium-sized business to finance inventories and finance business op-
erations.

Senator BRADLEY. Let’s take a section of the budget. Take enti-
tlements, if you are going to reduce the deficit and you were going
to reduce entitlements, how would you compare what people would
lose through reduced, direct payments from the government to
them and the increased income they would have because the deficit
is lower and growth is greater?

Mr. HAVENS. Let me have a shot at that. I do not think—it is
not easy to make a direct, one-to-one relationship because those
who might have reduced entitlement benefits may or may not be
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the same people or the parents of the same people who will gain
the benefit of gigher rates of growth in the future.

There clearly 18 a connection. We have not been able—have not
done enough work to attempt to define the distribution of the in-
come losses and gains that might result from the sort of budget
policy that we think is necessary.

But clearly there are people—some people will lose if entitle-
ments are restrained. Ang some ﬁeo le will gain as a result of the
increased economic growth from the lower deficit, for example.

If you restrain entitlements in the health care area, for example,
depending on how you do that, you could end up restraining the
income of the prowviders of services or you could end up with re-
duced services. And how you design that shift becomes a very ira-
portant determinant of whose benefits and how they are reduced.

Senator BRADLEY. So if you reduce the incomes of providers, the
consumers of health care would not have necessarily a decrease in
the quality of availability or cost.of health care?

Mr. HAVENS. I do not think you can automatically assume that
that would be the case. It woulg depend on how the provider reim-
bursements were reduced and how the providers themselves re-
sponded to the reduction in reimbursements. It is not a simple
question.

Mr. BowsHER. If I could pick up on that, Mr. Chairman. If you
could go through and have some compreiiensive reform in the
health care system of our country, and let us assume you could re-
duce the administrative costs significantly, which is much higher
than in any other country, at that ﬁ)oint, you really should be
achievin% a health care system that delivers as good health care to
the population at less cost, less Federal deficit.

It is those kinds of reforms, if you could achieve, would get the
higher income for the people, as good service and maybe some peo-
ple would argue better service, more quality, and have lower defi-
cits.

And I think health care is a good example of a major area that
is driving the Federal deficit, but where there is great opportunity
to make real changes and end up with lower costs, not only to the
Federal Government, but to the lél:ate governments and also to the
private sector.

Senator BRADLEY. I saw a recent article that conveyed a statistic
that I would like for you to explain. It talked about government
benefits to individuals. And it stated that the average government
benefit—this is Federal cash and in-kind benefits—the average

overnment spending benefit to individuals that make more than
5100,000 a year is $5,690. And the average Federal spending bene-
fit to people that make under $10,000 is $6,660 & year.

Could you explain that?

Mr. BOWSHER. I suspect that theY' are looking at the tax expendi-
tures that maybe some of the people in the $100,000 income brack-
et receive, like the interest on their mortgage which is tax deduct-
!$b5166 O:Bnd things like that would be quite a high portion of that

And so you have programs where the people earning over
$100,000—were in a Keough Plan, they would be getting tax deduc-
tions. '
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Senator BRADLEY. No. I think that if you include took tax ex-
penditures that the average expenditure benefit to people making
more than $100,000 is about $9,300.

Mr. BOWSHER. I see.

Senator BRADLEY. And the average expenditure benefit to people
making under $10,000 is about $5,700.

Mr. BOWSHER. Yes.

Senator BRADLEY. So if ycu include tax expenditures, it is more
extreme.

Mr. BOWSHER. More extreme.

I have to see the numbers before I could explain it. But certainly
in the retired group now, when you get people making over
$100,000 in the retired group and drawing Social Security and gov-
;gnsn(l)%nt pensions and other benefits that could well be part of the

Senator BRADLEY. So my question here is really do you have a
suggestion for principle that could guide us as we try to eliminate
the Federal budget deficit?

One principle would be government resources should go to people
who have greater needs on the basis of income. That would l}))e one
way to look at it. Is that not correct?

Mr. BowsHER. Yes. I think that is one t of principle you
might want to look at. Another type of rinciy?:l think would be
to look at these major program areas where the high costs are in
the budget and see 1f you can get more effective, efficient programs
at lower cost than what we have in the past.

Health care again, as I hold out, is an area where our system has
grown over muny years, but we have to recognize today that it is
costing us much more than it is costing some of the other countries,
our major western competitors.

And so it would seem to me that this is an area that we ought
to try to get just as cost-effective and efficient programs than as
some of our competitors.

Mr. HAVENS. Could I add another point that might well become
one of the principles that one considers? And that would be to focus
on the choice between short-term consumption issues and long-
term investment issues.

We talk about the role of savings and permitting private invest-
ment to encourage growth. There 18 a key role for public sector in-

vestments in long-term growth, too.

- And as we suggest in the report, if you do not maintain the infra-
structure, if you 50 not maintain the iv{&D base, if you do not main-
tain an educated work force, you can produce all the savings you
like, it is not necessarily going to translate into a more rapidly
growing economy because the economy can be constrained by other
things besides simply the volume of private investment.

Senator BRADLEY. Senator Hatch.

Senator HATCH. Thank you, Mr. Chairman. I have been led to be-
lieve that the figures I have seen that the upper 1 percent of all
wage earners in our society pay about 26 percent of all income
taxes. The upper 50 percent pay about 95 percent of all income
taxes.

If you take the upper 20 percent, the average family income tax
payment is about $22,00C of the upper 20 percent. The bottom 20
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percent, they take in transfer payments about $8,800. Are you fa-
miliar with those figures?

l&l}emaxt,or BRADLEY. Oh, I probably read them at one time or an-
other.

Senator HATCH. Sure. Well, I do not need to blind-side you with
them, but I am really concerned that when we start talking about
fairness in the code, we in the Conﬁress continually give money to
people rather than teaching them how to support themselves and
to make their own living and to become self sufficient.

In other words, we give them fish; we do not teach them how to
fish, And in the process you are transferring from the upper brack-
ets in society in transfer payments to the lower brackets.

Now, I think that may be as it should be, but we ought to do it
through more effective programs to help them to become self suffi-
cient and self sustaining.

But as I view your testimony, you are saying in your statement
that the share of national savings that was absorbed by the deficit
was 2 percent in the 1960’s. And it has risen to 68 percent today,
meaning that is why we do not have enough long-term savings or
investment to really sustain this economy. And that is why we are
i‘fly}iln?g on foreign investment to try and sustain our economy.

ight?

I%h‘. BoOwsHER. That is one of the main points. That is correct.

Senator HATCH. And one of the difficulties with that and one of
the detriments is that the profits from such investments—since 58
percent is coming from foreign investment, or at least a high per-
centage is—the profits go to foreign investors rather than to the
people in our country?

r. BOWSHER. It 18 correct—both the profits and the interest. In
other words, we are paying quite an interest bill now overseas for
gllﬁthe bonds that were bought in the 1980°s to sustain these large

eficits.

Senator HATCH. On another point you made, in the early 1970’s,
deficits averaged just 2 percent of GNP. Where today in the 1990’s,
deficits are 4 percent of GNP. And if they continue to go up, they
1aay go as high as 20 percent of GNP by the year 2020.

Mr. BOwsHER. That is correct.

Senator HATCH. And if that happens, that would be absolutely
disastrous and would convert us from the leading country in the
world to one of the also rans.

Mr. BowsHER. Yes. It is so disastrous, Senator, that I do not
think it could even happen. I think something would break before
we hit those numbers.

Senator HATCH. Then you also point out that the baby-boom gen-
eration is about to return, and that will occur about 2010. And
whereas when Social Security started, there were 46 workers for
every 1 on Social Security, 46 workers to sustain every person on
Social Security.

As of right now as I recall, it is about 3.4. And by the year 2010,
that is going drop to about 2.4 workers for every person on Social
Security. Right?

Mr. BowsHER. That is correct. That is the trend.

Senator HATCH. And that is going to be a tremendous burden on
those who are coming in future generations.
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Mr. BowsHER. That is correct.

Senator HATCH. So it seems to me that this budget debate that
we are in and that we have been in ever since 1 have been here
i8 coming to crisis proportions at this particular time.

Many Americans believe that the Social Security trust fund sur-
plus is a fund that is set aside for the future payment of Social Se-
curity benefits, but our colleague on this committee, Senator Moy-
nihan, has pointed out that this surplus is actually funding our def-
icit today.

Mr. BowsHER. That is correct. In other words, every year when
we have a surplus in that trust fund, we just literally take that
money and we pay current bills,

Senator HATCH. We just fund the deficit and we give an 10U
back to the surplus fumi

Mr. BowsHER. That is correct.

Senator HATCH. Or should I say the surplus account?

t' Mr. BowsHER. The surplus account is probably a better descrip-

ion.

Senator HATCH. So Senator Moynihan is right. So isn’t it true
that to have a true surplus in the Social Security trust fund, you
have to balance the non-Social Security part of the budget?

Mr. BowsHER. That is correct. Right now we are really running
a budget this year of $1.5 trillion of expenditures on only $1 trillion
of revenue.

And we are really financing $100 billion of that $500 billion prob-
lem with the surpluses from the trust funds.

Senator HATCH. Well, just to follow this through a little bit more
so we all understand it. Two years ago, there was a great deal of
debate in Congress about using the Social Security Trust Fund sur-
plus to mask the true operating deficit.

Now, how did your study treat this surplus? Did you include it
in your deficit figures?

Mr. BOwsHER. Well, we had those options: one where you get to
a balanced budget and one on a 2-percent surplus. And it is the 2-
Fercent surplus where you are not using the Social Security trust
und surpluses.

Senator HATCH. Basicelly, you did use it in your deficit figures?

Mr. BowsHER. That is right.

Senator HATCH. Okay.

Mr. BOWSHER. Yes.

Senator HATCH. Well, then why do we do that? Wasn’t the pur-
pose of moving Social Security oft the budget to prevent this mask-
m%dof the deficit through the Social Security surplus funds?

- Mr. BowsHER. Yes. The problem is that we went to a unified
budget concept back in the late 1960’s. This concept has the advan-
tage of showing to the economists how much impact all of the Fed-
eral budget is having on the economy.

So I have always said it is good to have the unified total, but we
should also have a breakout that shows us really what it is.

Senator HATCH. What the real deficit is.

Mr. BowsHER. What the real deficit is.

Senator HATCH. And we do not do that.

Mr. BowsHER. And we do not do that. And I have been arguing
for that for a number of years.
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Senator HATCH. I understand. I agree with you. Does this mean
that when you treat Social Security as an off-budget item that the
ogerating deficit of our country is even higher than what you have
shown here today?

Mr. BowsHER. That is correct.

Senator HATCH. There is no question about it.

Mr. BowsHER. No question.

Senator HATCH. And the American people do not understand
that. As a matter of fact, I will tell you that most members of Con-
gress probably do not understand that either.

So the real deficit is even higher than what we have been told,
by how much?

Mr. BowsHER. Well, in the current year, it is up by $100 billion.

Senator HATCH. So our $400 billion deficit is really $500 billion.

Mr. BOWSHER. It is approximately $600 billion. That is correct.

Senator HATCH. And that is what the American people really do
need to know.

Mr. BOwsHER. And that is what they have got to know. In other
words, they have got to know that the spread the Congress and the
administration have to deal with here in the next few years is a
spread of $500 billion in the current year, and not $400 billion.

Senator HATCH. And that will get bigger.

Mr. BOwsHER. And it will get bigger. That is exactly right.

Senator HATCH. As the chairman [l)ointed out to me, that will get
bigger. What effects of taking Social Security off the budget have
on the study? For instance, would the budget problems be solved
sooner or later than your predictions?

Mr. BOWSHER. Weﬁ, if you could take the actions that would give
you either the program cost or the revenues, you get a much better
result by trying to achieve a balanced budget not using the Social
Security trust fund.

In other words, you really start to pay down even the debt as our
2-percent surplus option shows.

enator HATCH. Okay. Now, you mentioned in your testimony
the need to——

Mr. BowsHER. If I could just add one more thing, Senator.

Senator HATCH. Sure.

Mr. BowsHER. And that is what we are really trying to show
here today is that if you can turn this around and get to that kind
of budgeting in the Federal Government, then you start to bring
down the interest cost to a very low figure and you start to get a
much bigger economic growth in your private sector.

And so then you start to be able to afford that large retired popu-
lation. But if you don’t, it just kills you in the outyears. It just kills
you.

Senator HATCH. I agree with you.

Mr. BOWSHER. Yes. :

Senator HATCH. You mentioned in your testimony the need to
control domestic discretionary spending. Do you feel that putting a
cap on this domestic discretionary spending would be an effective
way to control spending?

Mr. BowsHER. Well, it looks like that part of the agreement in
the 1990 budget has been working fairly well. What hasn’t worked,
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of course, is that everything outside of the agreement has been able
to increase the entitlements, the——

Senator IIATCH. That is the entitlements. But with interest, it
really would be approximately two-thirds of the budget.

Mr. BOWSHER. Yes.

Senator HATCH. Is that a fair comment?

Mr. BOWSHER. It is about right. Yes.

Senator HATCH. And they are going up regardless.

Mr. BOWSHER. Yes.

Senator HATCH. You also stated the mandatory spending has to
be looked at. Do you feel that caps——

Mr. BOwsHER. One thing I would like to make a point——

Senator HATCH. Just answer this question though. Do you feel
that caps on spending could effectively be put on mandatory spend-
i rograms?

Mr. BowsHER. I think there is a much different ball game there.
In other words, I think when you move over to the mandatory enti-
tlement programs, what you really have to do is get into the pro-
grams and redesign them.

And again, I will use health care as an example. It seems to me
that you cannot just put caps on and then sequester the amount
because that means you are going to pay hospitals and the doctors
less and there is no basic change in the program.

It seems to me that what is needed badly here is to figure some
comprehensive reform in our health care program so that the cost
is really starting to flatten out and get more in line with some of
our major competitors. ‘

And so you just cannot do it by these kinds of caps and seques-
tering as you can under the discretionary side. -

Senator HATCH. That is all well and good. And I think that is a
very good suggestion to Congress. Do you really believe that Con-
gress has the will to really resolve these problems in that way?

Mr. BowsHER. I think the administration and the Co 88 has
to do it that way in the next few years because you will not get
the savings otherwise.

Senator HATCH. Well, the President last night called for a bal-
anced budget tax limitation amendment because he has come to
the conclusion that there is not the discipline in either the Con-
gress or the administration to get together and to do exactly that.

And I think the past 38 years where we have not balanced the
budget certainly would indicate that that is probably so. I would
have to say that a balanced budget tax limitation amendment, it
would be better if we did not go to that in the sense that it cer-
tainly is going to require more fiscal responsibility.

If we could do that voluntarily, we would be a lot better off. And
I think that is the argument of some who are against it.

But do you really believe that any administration or the Con-
gress of the United States, at least under current circumstances, is
going to have the discipline or that they are going to make the pri-
ority choices among comdpetin% programs that have to be made in
order to balance the budget? Do you believe we are going to have
that discipline or we could do that? Do you think we have the will?

Mr. BowsHER. It has not happened in the last few years. So I
cannot say with great confidence.
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Senator HATCH. It has been almost 50 years.

Mr. BowsHER. But what I would like to say to you, Senator, and
add is that that is really what has to be done because if you do
not do it, what is going to happen is what I saw out in Chicago.

In other words, I went to one of the great medical centers in Chi-
cago, the University of Chicago at the Wiler Children’s Clinic. That
is where-—if you remember, they had a major breakthrough on liver
transplants a counle of years ago.

Senator HATCH. Right.

Mr. BowsHER. They have one of the best neonatal care units I
have ever seen. So they are getting a lot of patients, but the State
of Illinois cannot pay them for 6 months on their Medicaid claims.

If we cut down the Federal payment in the State of Illinois, then
all of a sudden, the end user here who is providing the service is
cut. That is why I worry about caps and sequesters and avoiding
the basic program change.

I think we are making real ﬁrogress in defense now. We had a
big advantage because of the change in the world conditions. And
so we are coming down—a lot of people do not realize—from 18
Army divisions to 12. We are coming down on the number of car-
riers for the Navy.

That is how you really reduce the defense costs over a number
of years. One of the things we got to do over there is figure out how
ti)n do modern inventory control. We could get billions out of that
thing.

I think it is those kinds of program changes that the administra-
tion and the Congress have to start working on in the next 6 years
to really get real deductions in the budget.

Senator HATCH. Well, Mr, Bowsher, I agree with you. I have
taken enough time here.

Mr. BOWSHER. Yes.

Senator HATCH. But let me just make these concluding com-
ments. I agree with you. We need to get down to work and do that.
But I disagree that the Congress has the will to do it.

First of all, I know. I am affiliated every day on the Labor Com-
mittee with Senators who have $3 trillion in additional spending
programs they would like to pass, not billion, trillion. And they can
go on and on and on.

I know there are leading budgeteers who are coming here today
to say they are against a balanced budget amendment or at least
have been against the balanced budget amendment.

I think almost everybody wishes we did not have to go to that
kind of discipline. The fact of the matter is the Congress gets a lot
more credit for spending than it does for conserving.

We get praised when we go home for spending programs; we are
bringing home the bacon. We have seen outlandish illustrations of
how members of Conﬁress have fought for their own pork-barreled
apK;oaches. All of us have had to do it from time to time.

d one thing that allows us to do it is there are no restraints,
no effective restraints, or there have been no effective restraints up
to now.

We have seen the Budiet Empowerment Act. I was on the Budg-
et Committee for a number of years. I have to tell you that there
are some who think that the Budget Committees are the two most

2 ey
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stupid committees that have ever been developed because they can-
not %:it anything done. And it is apparent that they are not getting
anything done. And things are growin%lworse.

We have seen the Gramm-Rudman-Hollings Act which worked to
a more or less degree, but many feel less d e rather than a
more. We are now seeing the so-called Budget ement of 1990.
Since 1946, according to the economists that I have read, for every
dollar that we have increased taxes, we wonderful members of Con-
gress have spent $1.59.

Since 1990, for every dollar we increased in taxes under the
guise that we were going to have a balanced budget in 1993 if we
entered into that agreement, we are now spending somewhere be-
tween $1.71 and $1.91 of every dollar we have increased in taxes.

So it is apparent there is not the will here. It is apparent there
is not the discipline. It is apparent that what you are saying is true
and we have got to get the will

We have got to get the discipline. We have got to cut out the
waste, the fraud, and the abuse that Mr. Bowsher is talking about.
But it is a lot more than that. We have to get these programs so
they work.

e have got to stop all the extraordinary bureaucratic install-
ments and paperwork. We have got to reduce programs. But while
we are reducing the Defense costs of the bugget, the interest is
going higher than the Defense costs.

And the problem is since two-thirds are entitlements—like Med-
icaid last year goin%lup 39 percent because it is an entitlement pro-
gram. And nobody has the will to really fight. And that means 50
percent of which is paid for by the states because the states are
saddled with what we wonderful members of Congress do in our
mandated programs.

‘What is happening is there is no restraint or control in effect
today. And yet we have leaders in the United States Senate saying
on the floor every day that they do not want a balanced budget
amendment because it would tie the hands of Congress.

I think it is time we tied the hands of Congress. And I think the
only way you are going to get to where you want to be is through
some form of balanced budget tax limitation amendment. That 1s
the only way we are going to get there.

And I wish we did not have to go that route, too, but I do not
see any other way after the last 60 years where we have just spent
this country into {ankru tey.

And you have indicate tﬁat if we do not stop it now with 58 per-
cent of our savings being absorbed, we are never going to stop it.
And we are going to wind up a nation that has really sold out our
children and our grandchildren so that we can continue to be prof-
ligate today.

Now, I appreciate your testimony because I think you have made
a lot of important points here that members of Congress ought to
listen to. And I just hope that somehow or other we can resolve
these problems and get a vast majority of people together to do so.

But I have not seen it. And I do not see it today. And I do not
see it happening without some sort of mechanism within the Con-
stitution to force us to do that which the founding fathers assumed
we would do, except in times of acute distress, and then assumed
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we would get back to a balanced budget after those times of the
acute distress.

And until we are forced to make priority choices among compet-
ing programs—they are all good. As a sentor member on the Labor
Committee, they have 2,000 to 3,000 Federal programs that we
oversee on that committee alone,

Evexiay one of them has merit. Every one of them has a constitu-
ency. Every one has reason for existence, but some of them are
much more important than others. And we are going to have to
start making those priority choices.

So I af)preciate tﬂe chairman holding these hearings. I have to

o frankly to a balanced budget tax limitation meeting right now.

would like to hear the rest of the testimony.

But I hope that everybody in this country will start thinking
about this. g&aybe that 18 the only way we are going to get where
you would like to see us get.

And I think we ought to be more honest in budgeting so that we
include the surplus that we are spending. We are going to have to
come up in the future with no revenues to come up with. Thank
you, Mr. Chairman.

Senator BRADLEY. Thank you, Senator Hatch. I am sorry that
you will not be here for the next panel, but I know that their testi-
mony is available.

Let me thank you very much, Mr. Bowsher for the report and
also for your testimony here today.

Mr. BowsHER. Thank you very much, Mr. Chairman.

Senator BRADLEY. Thank you. We appreciate having you here.

Senator HATCH. I am going to stay for some of the next testi-
mony.

Senator BRADLEY. Our next ganel consists of: Robert Reischauer,
Director of the Congressional Budget Office; Henry Aaron, director
of economic studies, the Brookings Institution; Rudolph Penner, di-
rector of economic studies, Policy Economics Group; and Eugene
Steuerle, the senior fellow of the Urban Institute.

John Makin who is the director of fiscal policy studies at the
American Enterprise Institute was supposed to be here today, but
he is ill. His testimony has been submitted to the record. And I
think he added to our hearing today, but unfortunately he is not
able to be with us today.

[The prepared statement of Dr. John H. Makin appears in the
apgendix.]

enator BRADLEY. Let me welcome all four of you to the sub-
committee. And I think we ought to begin. I would suggest that you
make your opening comments. We will try to do it 5 minutes each
and then go to questioning.

Let’s begin with Dr. Reischauer. Let me thank you very much for
being here Dr. Reischauer and also from the standpoint of time,
agl(‘ieeirlllg to testify on the panel. I really appreciate your willingness
to do that.

STATEMENT OF ROBERT D. REISCHAUER, PH.D., DIRECTOR,
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, DC

Dr. REISCHAUER. Thank you, Mr. Chairman and Senator Hatch.
I appreciate the opportunity to appear before you. With your per-
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mission, I will submit my prepared statement for the record and
will spend the next 5 minutes discussing three points that relate
to the issues before this hearing.

[The prepared statement of Dr. Robert D. Reischauer appears in
the appendix.]

The first point is that the Congressional Budget Office agrees
with GAO’s analysis that the Nation’s economic future is being se-
riously weakened by the persistence of large Federal deficites.

Such deficits, as was said already, dampen the pace of productiv-
ity gains, slow the rate of economic growth, and restrain the im-
provement of living standards.

My second point is that this problem cannot be solved painlessly.
Some have claimed otherwise, arguing that with a little imagina-
tion we can restructure spending and tax policy in ways that would
stimulate economic growth significantly and that this faster growth
would take a substantial bite out of the deficit.

What are the possibilities on this front? First, I would not deny
that carefully selected public-sector investment in such things as
infrastructure and education can promote growth as effectively as
Frivate investment, but the scope of such investment may be rather

imited now that the large and most productive infrastructure
p;‘oj:(clts, such as the Interstate Highway System, have been com-
pleted.

Furthermore, our political system has not shown much enthu-
siasm for proposals that would shift resources from public-sector
consumption to public-sector investment. In fact, Federal public in-
vestment has declined as a portion of the budget and as a fraction
of GDP as the deficits have climbed.

It is also true that growth can be affected to scme degree by the
structure of our tax system for a given level of the deficit. A tax
system that increased efficiency and strengthened incentives to
save and invest could boost growth..

Economic efficiency could be enhanced if tax preferences that
subsidize narrow economic sectors were minimized and the tax
base was broadened. This would permit lower vates, which in turn
would reduce the role that taxes played in private decisions.

The incentives to save and invest could be strengthened if tax
burdens were shifted toward consumption and if the tax treatment
of income from corporate and noncorporate investments were made
more even.

But such moves are complex, controversial, and fraught with dif-
ficulties. Moreover, the bulﬁ of the empirical evidence suggests that
the impacts of such tax reforms on economic growth are uncertain
and probably quite small.

The bottom line, then, is that although it may be worthwhile to
reorient Federal spending toward investment activities and reduce
the distortions ang inefficiencies in our tax system, the most effec-
tive way to strengthen long-term economic growti'l is to increase
national saving by reducing Federal borrowing—in other words, by
cutting spending and increasing revenues.

My third and final point is that procedural innovations are no
substitute for action. The latest procedural silver bullet, of course,
is the balanced budget amendment, but enshrining a balanced
budget requirement in the Constitution is not going to solve the



21

deficit problem or make the necessary budgetary decisions any
easier.

A balanced budget amendment would be largely a statement of
principle. To have any effect, it would have to be accompanied by
enforcement legislation that would speil out how the deficit was to
be brought down if our political institutions could not agree on the
specific spending cuts and tax increases that would be required.

If a baf;nced udget amendment is sent to the states for ratifica-
tion this year, the Congress should begin immediately to take the
steps necessary to comply with the new regime. If it does not, we
ris]lc) a period of economic or political chaos once the amendment is
ratiﬁe(f If Congress does approve one of the versions of the amend-
ment that are under consideration, it is likely that the budget
would have to be balanced by 1997.

That would be a difficult, but not an impossible, task. It would
involve about 40 percent more in spending cuts and tax increases
than was agreed to in the 1990 budget summit.

Initially, deficit reduction of this magnitude would reduce the
rate of economic growth somewhat, but the short-run hardship that
would result could be lessened if the reductions were carried out
in a credible and consistent way.

Such an approach would encourage a drop in long-term interest
rates, permit an easing of monetary policy, and foster a smoother
adjustment by those private interests that would be affected by the
changes in government spending and taxing policies.

Let me conclude by reiterating what Chuck Bowsher said, which
was that the longer we wait to make the long overdue adjustments
to a more responsible fiscal policy, the harder the task will be and
the more damage will need to be repaired. Thank you.

Senator BRADLEY. Thank you very much, Dr. Reischauer.

Dr. Aaron.

STATEMENT OF HENRY J. AARON, PH.D., DIRECTOR OF ECO-
NOMIC STUDIES, THE BROOKINGS INSTITUTION, WASHING-
TON, DC

Dr. AarRoON. Thank you very much. I would also appreciate it if
my statement could be put into the record.

[Th(zl .pr]epared statement of Dr. Henry J. Aaron appears in the
appendix.

r. AARON. I want to express at the beginning my view that the
GAO report is extremely valuable in calling attention to the dam-
age that deficits do over the long run, and, in particular, that they
erode U.S. national savings. The damage is never large in any
given year. It accumulates gradually.

The report also emphasizes that the Trust Fund programs, Social
Security and Medicare, are not now and have not 1in the past been
part of the deficit problem, but that rising health care costs mean
that they will become part of the deficit problem in the future.

In addition, by reminding readers that the budgetary chicane
prompted by the Gramm-Rudman deficit reduction rules, the GA
report explicitly warns us that a balanced budget amendment
would be a veritable siren song summoning presidents and legisla-
tors to engage in outrageous shenanigans to avoid its strictures.
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Fifth and last, the GAO report reminds us that other countries
have faced problems similar to those that we now face and they
have solved them. We can do the same.

I have three categories of critical comments. One of which is
rather technical in character and I will not go into it unless you
wish to later on.

The second concerns the way in which the deficit is portrayed by
the GAO report. By looking 30 years ahead, well beyond the period
which the very policies that GAO is extrapolating could conceivably
be sustained, and then looking at the consequences of events that
it has acknowledged could not actually happen, the report makes
a big job, eliminating the deficit, seem to be a herculean one, one
almost beyond the capacity of Congress and the President to do.

I believe that this 18 a disservice because the deficit can be elimi-
nated. We could get to a balanced budget in government accounts
through actions by Congress and the President, roughly half again
as large as those undertaken in the 1990 Deficit Reduction Agree-
ment.

I report calculations in my testimony of the amount of deficit re-
duction that would be required if we undertook to eliminate the
deficit over a period of 4 years doing so in equal increments
through either tax increases or spending cuts. It averages about
$40 billion per year over 4 years and accumulates from year to
year.

So the message of this part of my testimony is that rather than
looking at the deficit—which indeed is damaging and does threaten
long-run harm to the economy—as something that is somehow a
mountain too high to climb, we should look at the magnitude of the
actual problem, what is necessary to solve it in order to get back
to a balanced budget. It is doable witn discipline by Congress and
the President.

My last category of comments refers to some of the accounting
changes that GAO recommends, really a kind of a capital budget.
I would urge that those recommendations not be followed. I do so
for two broad sets of reasons.

The GAO report states: “The creation of explicit categories for
governmental capital and developmental investment expenditures
should be not viewed as a license to run deficits to finance these
categories.”

There is about as much chance of this high-minded advice bein
heeded as there would be if they had written, “Teenagers shoul
not allow frequent contact with members of the opposite sex to pro-
voke lustful thoughts and lusty acts.”

Congress and the President should at all times formulate fiscal
policy with an awareness that the balance between total spending
and total revenues is what is going to effect the economy.

The emphasis on developmental or investment projects in the
GAO report and its effort to reform accounts to achieve that desir-
able end, is laudable. But is there any governmental program you
can think of, particularly if it is disproportionately in your State or
district, which you coul«f, not argue 18 developmental capital or Fed-
eral copital.

Education is an investment in human capital. Health care is an
investment in tomorrow's workers. National parks are an invest-
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ment in our natural heritage. Maritime subsidies are investments
in our transportation infrastructure, and so on. I do not need to go

on,

The GAO reports that it is continuing to evaluate the definitions
of what programs to include in the various categories of its restruc-
tured budget and to make further changes in the tuture. I dare say.
If their framework were adopted, so would you.

My advice would be not to dither with the form of the budget,
but to start acting on the content.

Senator BRADLEY. Thank you very much, Dr. Aaron.

Dr. Penner.

STATEMENT OF RUDOLPH G. PENNER, PH.D., DIRECTOR OF
ECONOMIC STUDIES, POLICY ECONOMICS GROUP, KPMG
PEAT MARWICK, WASHINGTON, DC

Dr. PENNER. Thank you, Mr. Chairman.

Large deficits in time of peace and prosperity are a relatively
new phenomenon in American history. Although there has been an
upward trend in the deficit for most of the World War 11 period,
th%:lwere not really large until the 1980’s.

e record breaking deficit in 1992 is, in large part, as Mr.
Bowsher said, the result of temporary factors, the recession and de-
posit insurance. But once these problems are behind us, a longer-
run problem will prevent the deficit from improving to satisfactory
levels. And that is the soaring cost of health care.

As Henry noted, in standard economic theory, the harm done by
deficits occurs gradually, but it accumulates to very large amounts.
It can be mitigated by foreign-capital inflows, but it cannot be
eliminated altogether.

The $2 trillion in debt that accumulated over the past decade
may now be having a noticeable effect. If anything, in my view, the
GAO model, which I think was very well done, understates the ef-
fects of deficits on economic growth because it assumes that invest-
ment and technical change are independent, whereas I prefer to as-
sume that they are closely related. .

There is less important assumption that they make that might
go the other way. They assume that for each ¥1 that you reduce
the deficit, foreign-capital inflows are only reduced about $0.333.

That could be an understatement which exagferates the effects
of deficit reduction on economic growth, but I believe the other as-
sumption that that technological changes are independent is more
ilmgortant and leaves the model understating the harm done by

eficits.

The GAQO understates another danger. Given the very high defi-
cits that they project into the 21st century, they think that some
corrective action is inevitable. I wish I was as sure of that as they
are, given our lack of progress on the problem so far.

If huge deficits do, 1n fact, occur, we face the ultimate risk posed
by deficits. That is that they will cause hyper-inflation when the

ublic debt becomes so high that further borrowing is deemed un-
esirable and spending is financed with money created rather than
through borrowing.

We are far from that point today, but current policy implies that
the debt will continue to outgrow our income for the foreseeable fi-



24

ture. If that occurs, while we are experiencing an economic recov-
ery, a considerable peace dividend, and an unusually slow growth
in the retired population because of low birth rates during the
Great Depression, one must wonder what will occur when the baby-
boomers start retiring in the early 21st century, given that already
ia\lmost one-half of non-interest domestic spending goes to the elder-
y.

By far though, the greatest damage beirg done by deficits today
involves their effects on economic growth. Some also complain that
they have deprived us of our power to stimulate the economy dur-
ing times of recession. That 1s not, however, an effect of deficits
that I deplore.

We have been so unskilled in the past in our efforts to fine-tune

thzd economy that I suspect that we have done more harm than
good.
Ultimately, significant cuts in program spending and increases in
tax revenues will be required to make progress on the deficit.
Economists have suggested many options, but the political barriers
to their adoption have heen insurmountable.

This i1s true even though it is my strong impression that a large
majority of today’s Congress believes that large deficits are unde-
sirable. That leads me to believe that there are institutional bar-
riers to reform.

I think that we have to give our leaders more power to impose
painful solutions on their followers. The organizational reforms of
the Congress in the 1970’s diffused power too much in my view.
And earlier budget reforms left the President with too little influ-
ence over the budget.

But correcting these problems will not be enough to rantee a
solution to our budget woes. For reasons articulated by Henry
Aaron, I do not believe that amending the Constitution to require
a balanced budget has the remotest chance of working.

I also agree with his remarks regarding a capital budget. I think
however, that one has to distinguish between making a capitai
budget a formal part of the budget process in the sense that you
would actually vote on the target for capital spending and using a
cagital budget solely for information purposes.

formal capital budget not only has all of the disadvantages
enumerated by Henry, but I think it complicates a budget process
that today is far, far too complicated in any case. We have to work
on simplifying it.

None of that though denies the fact that it is useful for the Con-
gress to have more information about capital spending. And I think
the OMB has done a very good job providing such information in
recent budgets.

You can, in fact, easily construct a capital budget today if you
want one.

But my main point is that new procedural tools are not enough.
It is going still going to take strong leadership to solve the budget
problem. ose tools must always be wielded with courage and
skill. Thank you, Mr. Chairman.

[The prepared statement of Dr. Rudolph G. Penner appears in
the appendix.] ‘

Senator BRADLEY. Thank you very much, Dr. Penner.
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Dr. Steuerle.

STATEMENT OF C. EUGENE STEUERLE, PH.D., SENIOR
FELLOW, THE URBAN INSTITUTE, WASHINGTON, DC

Dr. STEUERLE. Thank you, Mr. Chairman. As you may recall, it
was exactly 10 years ago this committee was sitting here debating
the first of many deficit reduction bills that were to be enacted in
the succeeding decade.

Even at that time, as the debate over the deficit began to heat
up, one conclusion become more and more apparent to me: that
there was going to be no real solution to the fiscal problems facing
this Nation ae long as the budget process concentrated mainly on
next year’s budget or even on the next 56 years’ budgets only,

I thought then and I continue to think today that if we {\ad wor-
ried about the long run first, the short run would eventually take
care of itgelf.

Thus, in early 1982, if we had aimed at a reasonable budget bal-
ance, today we might not be sitting here conducting these hearings.

Regaining control over the situation will not be easy. My testi-
mony emphasizes three points. First, what are the principal dan-
gers in the current budgetary situation? It is that shifts 1n policy
become dictated almost entirely by the decisions of previous policy-
makers or by crises.

In effect, we have given up control over our own ability to re-
spond to today’s needs, while denying to posterity also the flexibil-
ity to respond to the needs of their time.

Second, the primary reason for the paralysis in policy today is
not the deficit per se. The deficit is merely a symptom of the inabil-
ity of policymai:ars to respond and to adapt to the requirements of
a new fiscal era that essentially succeeded an easy financing era
following World War II.

And third, the budget problem will never be solved unless we re-
store fiscal slack to the budget.

Let me refer to the first of those points. That there are signifi-
cant shifts in budgets and in priorities can be seen by simply look-
ing at the numbers in the budget.

One can look at the dollars spent on repelling the invasion of Ku-
wait, one can look at the amount that we have spent on trying to
resolve the Eroblems of the savings and loans, and one can look at
the several hundred billion dollars of increases in real expenditures
that have taken place in health care, at least over a number of
years.

Contrast, if you will, the size of these dramatic changes with the
size of proposed funding for education and help to our central
cities.

The President’s budget suggests reductions in education spend-
ing velative to GNP, while with respect to problems in central
cities, the goal is at best defined by a few billion dollars.

Thus, while there are significant shifts in policy, these shifts are
either decided by crises, such as the collapse of financial institu-
tions or by the ways in which previous policymakers have designed
! gglicy as in the case of health care.

e paralysis stories of today, therefore, do not reflect a govern-
ment that is totally stagnant. Instead, they reveal the frustration
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of current policymakers and voters that in a sense we have lost
control over our own destiny.

Second, for some the recent budgetary pressures are easy to ex-
plain. A conventional liberal wisdom holds that the deficit problems
of the 1980’s were due merely to the miscalculations of 1981.

A conventional conservative wisdom holds that congressional
pressures for ever-expanding expenditure programs forced substan-
tial tax increases on the nation.

Like so many pieces of conventional wisdom, each contains an
element of truth, but is mainly misleading. By the late 1970’s, the
nation was moving clearly into a new era of fiscal decisionmaking.

The miscalculations of 1981, along with congressional pressures
for spending only speeded up the process. Both budget and tax pol-
icymakers, however, have not adapted to ways to operate in this
new era.

To summarize how we operated in the easy financing era after
World War II, we had four essential means ror paying for both do-
mestic expenditures and tax cuts.

One, we enacted significant taxes on existing bond holders by ac-
celerating the rate of inflation, and thus giving them negative, real
interest rates on their bonds.

Second, we have undergone significant and substantial cuts in
the Defense budget from about 14 percent of GNP following Korea
to less than 4 percent by the late 1990’s even under the President’s
budget. That drop of 10 percentage of GNP cannot be continued.
We cannot drop from 4 percent of GNP to minus 6 percent of GNP
in the future.

The third and fourth ways of providing balance in this easy fi-
nancing era were through significant tax increases that were either
automatic or little debated. The first of these was bracket creep in
the individual income tax.

The bracket creep was increased as inflation accelerated. The
other major tax increase came through increases in the Social Se-
curity tax rate.

For four decades, we had increases in Social Security that were
almost exactly 3 percentage points of taxable payroll. That increase
in Social Security taxes has also slowed or come to an end, prob-
ably about 1990.

These four sources of funds for expanding domestic programs, as
well as paying for legislative tax cuts, were little debated in part
because they seldom required legislation to identify losers.

The elimination of all these sources of funds over the last 15
years has profoundly affected the golitical process under which tax
and expenditure policy is proceeded.

The bottom line is this. Changes in priorities had always re-
quired tradeoffs. The past sources of funds to pay for the new prior-
ities were increasingly unavailable.

A third point is that along the way to moving to this new fiscal
era, we enacted programs in ways that essentially eliminated fiscal
slack. As Comptroller Bowsher stated, expansion by formula was
often the key.

Formulas were set so that benefits would rise over time even in
the absence of inflation. Many talk about entitlements, about social
contracts and sticky expenditures. I would point in particular to

o)
e
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the open-ended nature of certain commitments, such as with health
and as with the savings and loans deposit guarantees.

Senator BRADLEY. If you could summarize, Dr. Steuerle?

Dr. STEUERLE. Yes. Finally, it seems to me that policymaking in-
stitutions with the executive branch and Congress have only begun
to adjust to the changes being forced on them in the new era.

Institutions formerly evolved through expansion in the number of
agencies and departments in the executive branch and the commit-
tees and subcommittees in Congress.

If we are to move to deal with the new era, we must actually
gain control over this expansion of agencies and committees and
subcommittees.

Tremendous gains could also be achieved simply by the adoption
of budgetary nﬁes that focus on long term deficits and require the
restoration of some fiscal slack.

As an example of these potential gains, the trustees of the Social
Security system for several years have reported that the trust
funds are not financially sound for the long run and that the situa-
tion is getting worse from year to year.

Congress and the administration could solve a great deal of the
deficit problem implied in the GAO report simply by adopting a
rule that required that these funds be kept in actuarial balance for
the long run. Thank you.

[The prepared statement of Dr. C. Eugene Steuerle appears in
the appendix.]

Senator BRADLEY. Thank you very much. I am interested if any
of you could offer what you think would be a principle that could
guide acticn on reducing the deficit.

Among the principles that have been suggested are need,
generational transfer, investment versus consumption, or others
that you might have thought of. Dr. Penner.

Dr. PENNER. Well, it is somewhat difficult for economists to do
that, Mr. Chairman, because what we are really talking about here
is equity between the generations.

How concerned should we be for the standard of living for our
children and grandchildren? That to a considerable degree is a
value judgment.

There are rules that emanate from economic growth theory that
suggest an optimum amount of saving under the presumption that
we do not cfiscount the standard of living of our children and
graudchildren at all.

In other words, we regard a unit of consumption enjoyed by our
children as equal to a unit of our own consumption. If you believe
that value judgment, then that calls for something economists call
golden-rule growth which says that we should be investing enough
to drive down the rate of 1et .rn on capital to equal the growth rate
of the economy.

That is a standard that we are far, far from matching right now.

Senator BRADLEY. And that would imply much higher levels of
investment.

Dr. PENNER. Very, very much higher levels.

Senator BRADLEY. Can you give us some sense of how much more
investment?
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The golden rule of growth, that is not a bad thinﬁ, which means
that do unto the next generation what has been done to you. Is
that correct? )

Dr. PENNER. That is exactly why economists invented the phrase.
Yes, based on that same golden rule.

Ee&?ator BRADLEY. So how much more investment would we
ne

_Dr. PENNER. I cannot answer that off the top of my head. I can
give you another standard Mr. Chairman, for the record.

[The following information was subsequently received for the
record:]

It can be shown mathematically that the rate of return on capital will be driven
down to the rate of growth of the economy of the savings rate is raised to equal
the share of capital income in the GNP in the long run. In 1990, the share of capital
income in the GNP was between 27 and 30 percent, including depreciation. The
gross saving rate was slightly less than 13 percent. In that year, it would have been

necessary to more than dou{;Ie the saving rate in order to adhere to the “Golden
Rule of Growth.”

Senator BRADLEY. Oh, sure. No problem. I am just interested if
any of you had a thought on this. I have other things I would like
to move to that would be more specific. Yes, Dr. Aaron.

Dr. AaRON. I think the criterion that I would draw particular at-
tention to is the effect on savings. Investment has fallen somewhat
in the United States. Savings have dropped like a rock.

We filled in the gap by borrowing significantly from abroad. We
can keep on doing that fgr a long time, but only at the price of in-
creased payments by future generations.

I agreed completely what with Rudy said, especially his remark
that economists are not well equipped to answer the question you
posed because what you have listed are a set of desirable objec-
t%ves. And inevitably, you are going to be making tradeotfs among
them.

Senator BRADLEY. Right.

Dr. AaroN. That is what politics is about.

Senator BRADLEY. Okay. Well, if no one else has a comment on
the guiding principle. If you do, make it.

Dr, STEUERLE. Well, Si;nator, I was going to add one point. Once
again, if we could force the budget process to look a little beyond
the 5-year budget window and at ﬁmg-term deficits, I think we
would make substantial gains in getting this budget situation
under control.

And the best example for me is given by the way we used to
enact Social Security bills. Formerly we lived by adopting an im-
plicit rule that we would bring these various trust funds into actu-
arial balance. And in that way, we focused on the long run.

If you want to consider the major success stories for the 1980’s,
they were the 1983 Social Security amendments and the 1986 Tax
Reform Act.

In both cases, we thought about the long run first. While the
short run provided constraints that guided action, we thought first
about where we were headed in the long run with respect to both
of these bills.

Senator BRAPLEY. I think that is an interesting concept, so long
run versus short run.
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Dr. REISCHAUER. Let me just add something, which is that econo-
mists tend to talk in terms of gross domestic product, gross na-
tional product, things we can measure Lsing a monetary unit,

What is ultimately of concern here, of course, i8 per capita stand-
ards of living. That is a much broader concept, and it includes the
social environment one lives in and the natural environment also.

If you could run a little experiment and ask future generations
whether they would be concerned about large deficits during the
1980’s and 1990’s if those deficits were used to clean up the envi-
ronment—the water and the air that future generations will
breathe—even though that will not a?pear in the GDP, and even
though they will have to live with dollar wages that are 6 percent
lower in a real sense, would they take that trade-off? They would
probably say yes.

And if you told them the large deficits of the 1980’s and 1990’s
were devoted to addressing some of the very serious problems of
our society—to eliminating poverty, to deve oping a belter set of
race relations so that when their generation had its day in the sun
it would not have slums, it would not have tensions because of in-
equalities—would they take a slightly lower set of wages for that?
“Sure,” they would say.

But the unfortunate fact of the past decade and a half has been
that we have been running these very large deficits to finance con-
sumption, current consumption. And future generations may not be
so willing to bear the burden of that.

Senator BRADLEY. And what would you point to as the most im-
portant Federal programs that hit consumption?

Dr. REISCHAUER. Well, at the risk of generating thousands of let-
ters, Social Security.

Senator BRADLEY. And any others?

Dr. REISCHAUER, Health.

Senator BRADLEY. So the health expenditures and the retirement
expenditures essentially.

r. REISCHAUER. They are biﬁ. Most other Federal expenditures,
except for defense, come in smaller amounts.

Senator BRADLEY. Let me go to Dr. Penner. You laid out this pos-
sibility of hyper-inflation. Do you see that coming when the situa-
tion gets bad enough so that no foreign capitals are available for
the United States to borrow? At what point do you sgee this is a real
possibility?

Dr. PENNER. Well, first of all, let me emphasize that we are a
lor’i%‘way from that danger right now.

e danger grows greater as the debt-GDP ratio rises and the in-
terest burden grows.

As those trends continue everybody, es ecially foreigners, will be-
come less and less eager to buy our ﬁond‘;, especially if we still sell
them in a non-indexed way.

The foreigners might provoke a crisis if they not onli; stos buying
bonds, but start selling bonds that they have purchased in the
past. That would create a serious foreign exchange crisis.

Lookin% at hyper-inflations around the world, it is very hard to
say exactly why they occur. It is partly a political decision. At some
point, policymakers say the interest bill is kilh'n% us. It is rising so
much faster than ow income that we cannot tolerate it anymore.

60-834 0 - 93 - 2
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But if they do not have the political courage to raise taxes or to
cut spending, they are left with only one alternative, and that is
to start financing government with money creation.

Senator BRADLEY. At what point does this in your view become
zgalisgo—-what is the sign? You say if this happens, we are heading

ward——

Dr. PENNER. I do not think there is much danger at the moment.

Senator BRADLEY. What is the sign? I mean, 18 there some ratio
or some event?

Dr. PENNER. The next point I was going to make is that some-
times hyperinflation can occur purely by accident. Italy’s debt ex-
ceeds 1 &arcent of their GDP. They have still not gone to hyper-
gxg;tion. I think it has to be a debt more than 100 percent of

I have recently been working on fiscal problems in the Phil-
ippines where you have a very different situation.

ere you already have an inflation rate of about 20 percent. You
have a treasury bill rate of about 25 percent.

They cannot borrow long even with indexed debt because of the
uncertainty about the inflation rate. They have to refinance almost
their whole debt every year. Their debt is only about half of their
GDP, but their interest bill is 40 percent of all spending.

A rumored coup, a volcano blows up, and nobody shows up to buy
treasury bills some week. The central bank has no choice but to
swallov them and to thereby create monetary reserves. A series of
accidents of that type puts you into hyper-inflation. So there is no
clear-cut numerical standard I can give you.

I would again emphasize we are far from it, but if we truly went
to the kinds of deficits indicated by the GAO report in the period
2010 to 2020, I would suggest it would be a very real danger at
that point.

Senator BRADLEY. Dr. Steuerle, you said in your testimony that
we ought to have some controls on tax expenditures. Do you have
any suggestions on how we could that? Or how we could actually
control the growth of those tax expenditures?

Dr. STEUERLE. Senator Bradley, there would obviously have to be
:;lomﬁ1 agreement between the administration and the Congress to

o this.

But my sense is that we should tackle those programs, both on
the expenditure side and in the tax code that we are essentially
open-ended. That is where the amount of expenditures or tax ex-
penditures is really under the control of the private decisionmakers
rather than the Congress.

Put constraints or change the very parameters of those programs
in such a way that they are not so open-ended. The goal must be
to solve this K)ng-term problem. That would imply, of course, that
some tax expenditures, such as for health care expenditures by em-
ployers, in some way or another would have to be capped.

Senator BRADLEY. And any other targets other than employer
paid health care?

Dr. STEUERLE. I think we could go a lot further in capping mort-
gage interest deductions. Pensions are probably somewhat under
control now by the ways that we caX.l thera, but I think we could
certainly give them a %:.n'ther look. Although my concern there is
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more that we need to change the nature of our pension policy than
necesgsarily to raise revenues——

Senator BRADLEY. And the rationale for that would be—why do
want to do these things?

Dr. STEUERLE. Well, Senator, the rationale is that if we want to
change health policy, pension policy, and housing policy over time,
we ; ould be able to have a policy that is adaptable to current
needs.

You may remember in the recent debate on our urban problems,
that concern was expressed about providing housing opportunities
for the poor. If so, we might be able to trade off one type of housing
expenditure for another. When we have an open-ended housing
commitment, the policy is essentially under the control of private
def.isionmakers. e lose control within the Congress to change that
policy.

Senator BRADLEY. So the fifth house of Ross Perot or any other
of your ordinary billionaires has the same value to his mortgage in-
terest deduction as some struggling family who has just made it
into the top tax bracket. :

Dr. STEUERLE. That is correct. It turns out that our pelicy of try-
ing to favor home mortgages in the early post-war period probably
did help expand home ownership.

What has happened now—I am sure you know by looking at your
mail everyday when you come home and see your fifth request to
open up a second equity loan on your house—is that we are essen-
tially using these home mortgages to finance consumption.

One way we do this is somewhat of a technical matter: we allow
the inflationary component of the interest rate to be deducted. In
the end, we have a housing policy that is really not doing what es-
gentially it was intended to (f:

Senator BRADLEY. So your idea is to decide what you want gov-
ernment to do and then have spending, whether it 18 through the
appropriation-entitlement side or whether it is through the tax in-
cex:itive side, reflect that decision about what you want government
to do. ~

Dr. STEUERLE. That is correct. And we make decisions that pro-

ams not be left open-ended, particularly open-ended after the

fth year of a budget window.

Senator BRADLEY. Dr. Reischauer, in your testimony, you seemed
to be very critical of a value-added tax. Was I wrong to read that
into your testimony?

Dr. REISCHAUER. Yes. You were wrong. [Laughter.]

I think that is an exaggeration. I said that it is not a panacea,
that substitution of a value-added tax for, let's say, a surtax would
not produce some of the exaggerated economic responses that some
advocates of value-added taxes have suggested.

But a very broad-based value-added tax would shift the burden
more onto consumption and could have some marginal growth-en-
hancing effect.

Senator BRADLEY. What would be its impact on savings?

Dr. REISCHAUER. Well, the assumption 1s that since you are tax-
ing consumption more heavily and saving and investment l:ss
heavily, there might be some response to an increased——

T iy
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Sg;:ator BRADLEY. Do you think that that response is exagger-
ate

Dr. REISCHAUER. What I suggested is that it is relatively small.
We have produced a report on the value-added tax, which I would
be glad to share with this subcommittee.

nator BRADLEY. Dr. Aaron, do you have any comment that you
would like to make on any of the aforementioned questions?

Dr. AARON. On the last one, I think the important point to keep
in my mind about a new tax fike a value-added tax is that its pn-
mary effects are going to be in generating revenue, its direct and
obvious effects.

One should not adopt it as a device for boosting the national sav-
ings’ rate. One should not fear it because it has to be excessively
regressive or it has to promote inflation. The VAT, large increases
in personal income tax rates or boosts in payroll tax rates are de-
vices by which revenues could be increasetf They need to be evalu-
ated on that basis.

Senator BRADLEY. Let me thank all four of you very much for
l\;our testimony. And let me thank you also for your willingness to

e available to share your views with the committee in a non-for-
mal setting as well.

I think that it is very important as we go ahead. My hope is that
in the first 6 months of the Presidency of 1993, whoever is Presi-
dent, that we will come to focus on this issue in a much more direct
way than we have in the past.

d the purpose of this subcommittee’s hearing process is to try
to gre are for that time by having a very clear view of what choices
and what principles should guide us in that time of decision.

So I want to thank l)"ou very much. You have added a lot to our
thought process. Thank you.

The subcommittee is adjourned.

[Whereupon, the hearing was concluded at 11:46 a.m.]
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ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT ofF HENRY J. AARON *

Mr. Chairman: Thank you for the invitation to testify on issues raised by the re-
port of the General Accounting Office on actions necessary to prevent continuing
govemment deficits from damn{i::g the U.S. economy. This repor{ serves a valuable

unction by making five simple but vitally important points.

¢ First, the deficit matters because it reduces the U.S. national saving rate. Sav-
ing is important for growlh. The variable that counts is saving.
¢ Second, the damage deficits do accumulates gradually. Small in any given year,
this damage eventually erodes economic growth, cutti dee?ly into the im-
rovement in living standards that might otherwise be achieved.
Ig'hu' d, the GAO report makes clear that trust fund expenditures are not now
and have not in the f:ast been part of the deficit problem. The deficit problem
we now face reflects large cuts in taxes flowing into the general fund that were
enacted in the early 1980s and that were not matched by eorreoponding cuts
in expenditures. The direct result was the emergence of a primary budget deficit
that with fluctuations persists to this day. The reeulting additions to debt and
increased interest rates caused large increase in debt interest. Payroll taxes
more than suffice to cover the costs of social security and medicare. But risin
health care costs will become part of the deficit problem as rising costs for medi-
care part B and for medicaid will begin to push up the federal government defi-
cit by the middle of this decade.
¢ Fourth, by reminding readers of the budgetary chicanery prompted by the
Gramm-Rudman deficit redyction rules, the report implicitly wamns us that a
balanced budget amendment would be a veritable siren song summoning presi-
dents and legislators to engage in outrageous shenanigans to avoid its stric-

tures.

* Fifth, by pointing to the successes of other countries in reducing budget deficits,
some of which rivalled our own, the GAO report reminds us that the task we
face has precedents. So do the solutions.

On balance, therefore, I believe that the GAO re adds yet another voice to the
call for immediate action to reduce the federal budget deficit. The deficit problems,
which are hard enough now, will only get worse if we continue to procrastinate.

While I agree with the igneral thrust of the GAO report, I shall focus my testi-
mony on what eeem to me to be three problems with the report.

¢ The projections are puzzling and seem in sume respects to be inconsistent or

imn&ciently explained. ‘

¢ More importantly, the mechanical extrapolatioa of trends—which, #s GAO ac-
knowledges, cannot be sustained-—exaggerates the admittedly serious budget
problem we face. By doing 80, the GAO report makes an unquestionably difficult
problem seem overwhelming. It isn't. The §reeident and Congress made the
deficits. A modicum of courage that every U.S. citizen has a right to expect from
its elected officials is all that is required to solve it. The steps necessary to close
the deficit are easy to specify and could be understood and accepted by the
American people if explained honestly and straightforwardly.

*Director of Economic ‘tudies Program. The views expressed in this etatement do not nec-
essarily reflect those of st members, officers, or trustees of The Brookings Institution.
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¢ The specific accounting reforms that GAO advocates seem to me to be counter-
productive, rather than helpful.

PROJECTIONS

GAO’s general approach to modelling the effects of deficits on the economy is simi-
lar in many respects to one that Barry Boaworth, Gary Burtleas, and I used in pro-
jecting the economic consequences of rising social security costs and of alternative
methods of financing them. 1t uses some simple assumptions regarding growth of
the labor supply and savings, feeds these inputs into a simple aggregate production
function, which generates a rsing stream of output per worker because of increasing
total factor productivity.

One of the projections indicates falling per capita groas national product. This pro-
jection seems to arise because payments enormous borrowing abroad required to pay
for even more enormous government deficits results in huge debt service payments
to foreigners. Despite rising total domestic output, payment of this debt service
Jeaves a shrinking residue for domestic consumption and investment. The GAO ac-
knowledges that this outcome is quite unlikely to eventuate because steps would be
taken to force reductions in government deﬁciZs well in advance of the accumulation
of such enormous debts.

In some key respects, however, the technique emplozed by GAO seems to differ
from the approach we used at Brookings. I say “seems,” because the incomplete ex-
planation of the model makes it hard to tell.

The problem is this. Private saving, less the government deficit (or plus the ?ov-
ernment surplus), must eiual domestic investment plus foreign investment (or less
foreign borrowing). The GAO report states that gross private saving is fixed at 16.56
percent of gross national product, the same assumption we used at Brookings. The
government deficit absorbe part of this saving, leaving the rest for domestic or for-
eign investment. When the federal government deficit varies, as it does among the
four scenarios GAO treats, the GAg report does not adequately explain how these
variations are divided between foreign and domestic investment.

This issue is important. The report says that social security benefits and taxes
are estimated for one scenario and the real dollar values are then used in all of the
other scenarios. This approach is defensible if domestic investment is held conatant
acroes all of the scenanos, which would imply that capital/lebor ratios and hence
wage rates and the marginal product of capital are the same. But the report also
says that interest rates vary among the four scenarios. If interest rates vary, then
domestic investment would also tend to vary. So would earnings, payroll taxes, and
social security benefits, rendering incorrect the assumption that these are the same
in all the acenarios.

In short, the assumptions and conclusions stated in the report do not seem con-
sistent. To put matters enother way, it is not clear whether variations in the gov-
ernment deficit affect gross domestic product or leave gross domestic product un-
changed while causing differences in the gaps between a constant path of gross do-
mestic product and gross national product.

DEFICIT REDUCTION: BIG JOB OR HERCULEAN LABOR?

GAO abjures Congress to set budget policg = 't an eye on events thirty years into
the future. A very long view makes sense for su.ne operations of government, such
as pensions and retiree health benefits, where long term commitments are involved.
In these cases, it is only prudent to reconcile promised benefits with projected reve-
nues under plausible assumptions, however thoroughly experience may have taught
us that these assumptions are certain to be faleiﬁeg in crucial ways be events. Most
rovemment programs do not entails such long term commitments, however. And
ooking as much as ten years aheed stretches the bounds of plausibie extrapolation
and fully satisfiea the demands of prudence.

Even on a the shorter horizon of a decade, the GAO report suggests that achieving
budget balance will require deficit reduction of as much as $300 billion by 2001.
Looking even further into the fathomless murk of the future, GAO anticipates that
under a course of action labeled “muddling through” (not a designation that indi-
cates it is GAO's favorite) will require deficit reduction cumulating to more than
$500 billion by 2020. The report does not make clear whether this deficit reduction
includes the interest savings that will follow automatically from cuts in other ex-
penditures or from tax increases.

1Henry J. Aaron, Barry Bosworth, and Gary Burtless, Can America Afford to Grow Old,
Brookings 1989.
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Is \t’ﬂﬁf ‘:Z;éxh‘ﬁ solating bshavior that GAO stresses is unsustainable far ——
beyond any date t such unreasonable behavior could be sustained, GAQ demon-
izes the deficit. One gets quite another feel for the manageability of the deficit prob-
lem if one focuses on the amount of deficit reduction necessary go balance the budg-
ot by the end of the decade.

e arithmetic is quite simple. Were Congress to enact and the president to sign
a deficit reduction agreement in 1993 roughly half again as large as the deficit re-
duction agreement of 1990, the overall budget would be in balance by 2000. The def-
icit reduction agreement of 1990 cut the deficit by approximately 1.8 percent of
gross domestic product over the five years iv which it was in effect. {)eﬁcit reduction
cumulatingot{)o .3 percent of s domestic product would balance the budget by

the year 2000. The exact schedule of reductions would be as follows:
v You (bome of cumed
- S
1995 ... 41

This estimate is overly optimistic in one sense and unduly pessimistic in another.
It is overly optimistic because it assumes no appearance of the budgetary equivalent
of Murphy’s law that seem to inflict upon us each period some unanticipated event
that is sufficient to invalidate careful and honest forecasts. On the other hand, it
takes no credit for the reduction in interest rates and the associated savings on in-
terest outlge that would surely follow if financial markets were persuaded that the
budget would, at last, be balanced. These savinﬁs would probably be quite signifi-
cant, poesibly as much as 1 percentage point on the long term interest rate.

In charactcrizing the size of the steps necessarf to balance the budget as one and
one half times the size of the 1990 eement, I do not mean to imply that these
are baby steps. Those of you who lived through that negotiation realize that it was
no picnic. You understand far better than any person whose {:’b does not depend
on voters’ approval that measures half again as large would hard to negotiate
and enact. But the deal could be done between a willing president and Congress de-
termined to put the deficit issue behind us.

ACCOUNTING CHANCES

The GAO rt embraces a new method of reporting government expenditures
and revenues. They propose to divide federal expenditures and revenues into three
categories in addition to the Unified Budget. Within each of these three categories
expenditures and revenues would be categorized into three categories: general,
trust, and enterprise.

The GAO argues for the new framework largely on the ground that it would tend
to favor eﬂ'mwt.h promoting expenditures by the federal government. J share the view
expressed in the report that the federal government should increase the share of

ublic spending for purposes that can promote economic growth. However, I urge
hat the GAO framework not be adopted. I do so for two broad sets of reasons.

First, although GAO satates that “The creation of ex&licit categories for govern-
mental capital band developmental investment expenditures should not be viewed
as a license to run deficits to finance these categories.” I think that there is about
as much chance of this high minded advice being heeded as there would be had they
written “Teenagers should not allow ﬁ'equent contact with members of the opposite
sex to provoke Justful thoughts and acts.” To be sure, it sometimes may make sense
for long-lived, growth-promoting capital projects to be financed by borrowing (that
is one of the overflowing list of reasons why the balanced budget requirement is so

ernicious). But Congress and the president should at all times formulate fiscal J.:OL
icy with the awareness that the balance between total revenues and total spending
will affect current demand for goods and services in much the same way however
outlays and revenues are distnbuted between capital formation and current serv-
ices. The GAO may tell harried members of Congress and badqered budgct directors
not to think that outlays on “federal capital” or “developmental capital” can be more
easily financed by debt than can the “operating budget.” They may believe that offi-
cials should look at the unified budget when making fiscal policy and at the three
budget categories when determining the composition of spending. But the table they
present in the report shouts louder than any words they can write, “call your pro-
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gram ‘developmental’ or ‘federal’ capital if you can, since you have to balance the
operating budget and don’t need to worry much about the rest.”

Having said that, I want to applaud the emphasis that the GAO 1 eport gives to
government efforts to promote growth. As in efforts to cut the deficit, formal ac-
counting reforms will not achieve the desired ¢ e in emphasis. This shift will
come only from a recognition by executive agencies that current and proposed out-
lays should be scrutinized on the basis of whether they will contribute to higher eco-
nomic growth as well as on such traditional criteria as fairness. This change will
gomtﬁ a:; Zaosily within the current accounting framework as within the one propcsed

e .
ySe(:ond, the GAO framework could even become an obstacle to focussing real ana-
lly;tical attention on governmental activities that promote economic growth. Just as
the emphsesis on the Gramm-Rudman deficit reduction targets became a substitute
for doing something real about the deficit, and just as the balanced budget require-
ment now under consideration could easily become a focus for budgetary gimmicks
to avoid real deficit reduction, the adoption of the accounting framework proposed
by GAO would surely become the occasion for debates about whether this expendi-
ture or that deserved to be classified in the privileged budgetary sanctuary of “gov-
ernmental capital” or “developmental capital,” rather than in the budgetary dun-
geon as part of the “operating budget.” Is there any governmental pros‘lram that you
can think of, particularly if it is disproportionately in your state or district, which
you could not argue is developmental capital or federal capital. Education is an in-
vestment in human capital. Health care is an investment in tomorrow’s workers.
National parks are an investment in our natural heritage. Maritime subsidies are
investments in our transportation infrastructure. Agricultural price supports are in-
veastments in the capacity of one of America’s great industries. Need 1 go on? GAO
reports that it is “continuing to evaluate the definitions of what programs to include
in the various categories of our restructured budget and expect to make further
chanﬁa in the future.” I dare ray they are. If their framework were adopted, so will
you. My advice would be not to dither with the form of the budget and to atart act-
lnq on the content.

would urge GAO also to give up on the idea of adding tax ex'i)enditures to direct
expenditures in any set of official accounts. The point is simple. irect expenditures
are an enumeration of dollars we actually spend. Tax expenditures are an enumera-
tion of dollars we don't actually collect that we might have collected had we followed
some other standard of taxation than the one we actually chose to follow. But the
number of logically consistent and plausible tax regimes other than the one we actu-
ally adopted 1s infinite. That means that the posaible enumerations of tax expendi-
tures are also infinite, each equally defensible and each different. To try to add to-
ether dollars actually spent with dollars not actually collected is inevitably arbi-

rary and will debase the quality of statiatics.
ile no attempt should be made, in my view, to add direct expenditures and tax
expenditures in official budgets, I want to emphasize that the concept of tax expend-
ituren is extremely useful and should be retained in official statistics, and that esti-
mates should be reported more or less as they are today. These estimates provide
a useful input into program enalyses. When considering, for example, whether to
rromote health insurance among small employers it is useful and important to know
how much revenue would be generated if the exclusion of health insurance pre-
miums from personal income taxation were terminated and the revenues were used
for direct subeidies. It is useful when considering how to encourage retirement sav-
ing how much revenue is reduced by the exclusion from current income taxation of
contribution to qualified pensions. T[vmse and the hundreds of other tax expenditures
reported by OMB and CBO help analysts sift the budgetary implications of the
range of options on how to achieve various public objectives. A scalpel is a useful
surgical instrument, but one would not try to take a patient’s temperature with it.
In &e same sense, tax expenditures are a useful instrument for program analysis,
but one should not use them to measure the fiscal stance of the feseral government.

PREPARED STATEMENT OF CHARLES A. BOWSHER

Mr. Chairman and Members of the committee: I appreciate the opportunity to ap-
pear today to discuss the importance of deficit reduction and better budgetary deci-
sions to our long-term economic health. The report! we are issuing today presents

1 Budget Policy: Prompt Action Necessary to Avert Long-Term Damage to the Economy (GAO/
0CQG-92-2, June 5, 1992).



a7

an ur%ent double mesaage: we must put our fiscal house in order, and we must shift
our federal spending friorities away from consumption and toward investment.

Deficits, by themselves, do not create crises, bu{, they do quietly erode the savi
needed for private investment and future economic growth. As re 1 shows, ng:
rising deficit in the 1980s and early 1990s coincided with a sharp drop in the net
national savings available for investment. The share of national savi absorbed
b{ the deficit grew from 2 percent in the 1960s to 58 percent in 1990.v61nﬂ; an influx
of foreign capital sustained investment. Unfortunately this reliance on foreign in-
vestment has its price because future profits and interest payments will flow
abroad. There is much we do not yet know about increasing investment and produc-
tivity. It is clear, however, that increasing national savings by reducing the deficit
will promote greater investment and long-term economic growtg.

Using deficits to finance a high level of spending on public investment programs
could mitigate the dampening effects of deficits on economic growth. However, pres-
sures created by deficits and the accompanying growth in spending on mandatory
programs and interest on the debt have caused a reduction in the share of the budg-
et apent on infrastructure, research and human capital programs vital to long-term
economic growth.

Figurs ' EMect of the Federai Budget
Deticit on Net National Savings
(1960 1990) 11 Percont of Net Natonsl Product

198040 1970-78  1900-08 1880
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Source Economc Repon of the Prascent. Fedruary 1992

INACTION I8 NOT A SUSTAINABLE POLICY IN THE FACE OF WIDENING DEFICITS

In the short-term, the costs of reducing the deficit may seem greater than the ben-
efits of doing so. In addition, the task must sometimes seem o;eless. Despite the
various deficit reduction acts and budget summits of the past 7 years, the deficit
has grown. In the 19708, deficits averaged just over 2 percent of gross national prod-
uct ENP). Under Congressional Budget Office (CBO) projections, the average cash
basis deficit for the decade of the 1990s will be 4 percent of GNP, the same as the
1980s. This assumes compliance with the Budget Enforcement Act (BEA) and that
discgetionary programs grow no more rapidly than inflation after BEA expires in
1995.

As frustrating as this seems, we cannot walk away from the problem. It will only
et worse and much harder to deal with over the long run. In the unlikely event
hat we continue our current spending and tax policies, our projections show deficita

exploding to 20 percent of Gl“ﬁ’ by 2020. This is not sustainable. If we do not act

on our own initiative, external economic events will force us to act. For example,

the withdrawal of foreign investment would bring escalating interest rates or accel-

erating inflation, or bogl?, and ultimately force painful adjustments. Thus, the key

ﬂuestion facing policymakers is not whether to reduce the deficit, only when and
ow.

Although it is unlikely that this projection could come to pass, the individual as-
sumptions underlying it are, in fact, conservative. To produce the numbers charac-
terizing this scenario and others, we adapted an economic growth model developed
by economists at the Federal Reserve Bank of New York. The expanded model al-
lowed us to explore the long-term effects of different fiscal policies. In particular,
the model captures the vicious c*rcle linking the deficit, interest costs, and the na-
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tional savings rate. This yearls deficit not only reduces this year’s national saving
rate, it also increases interest costs and deficits in future years, further depressing
saving and economic growth. This model, and our assumptions, are described in the
report we are issuing today.

igure 2 shows the forces driving the long-term explosion of federal spending if
current policies continue: retirement costs, health spending, and interest payments.
We called this course the “no action scenario.” Beginning around the year 2010, the
nation will undergo a major demographic shift. The baby boom generation will enter
retirement at a time of increased fi}e expectancy. Not only will the number of elder-
ly increase, but the number of very old will increase. Moreover, the ratio of workers
to retirees will decline from today’s 3.4-to-1 to 2.4-to-1 in 2020.

These demographic trends have profound implications for the budget. The annual
Social Security surpluses will begin declining around 2010, with outlays projected
to exceed revenues by 2017 unless adjustments are made. to revenues or benefits
in the meantime. The aging of the population will fuel the already rapid growth
in.health care costs. Data from the Department of Health and Human Services indi-
cate that Medicare and Medicaid outlays alone will grow from 2.8 percent of GNP
in 1990 to about 7 perrt by 2020. The burgeoning interest costs that inevitably
accompany persistently ' “sh deficits will grow to consume over 30 percent of federal
spending.

Figure 2 Federal Expenditures in the No Action Scenano
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Recognizing that the path of “no action” is unsustainable, we examined three al-
ternative approaches to deal with the deficit, which are illustrated in figure 3. We
called the first alternative “muddling through” since we assumed that sonméhow the
deficit would be held to 3 percent of GNP. We compared this to (1) a path where
budget balance is achieved in 2001 and maintained and (2) a surplus scenario where
a 2 percent budget surplus is reached in 2005, maintained until 2010, and then
phased down to balance by 2020.



Figure 3: Alternate DeficivSurpius Psths (1992-2020)
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THE ADVANTAGES OF PROMPT ACTION

A close examination of the results of the muddling through option shows the ad-
vantages of taking the early and major deficit reduction implied by either balance
or surplus paths. Although muddling through requires less pain initially, maintain-
ing a deficit of 3 percent of GNP grows progressively more difficult. We have to re-
duce the 2020 deficit alone by over half a trillion 1992 dollars to bold the deficit
to 3 percent of GNP. This scenario would continue the government’s preoccupation
Wiitsh deﬁciﬁs well into the next century, while perpetuating the current policy paral-
yeis as well.

Moreover, lure to deal decisively with the deficit early on leads to a dramatic
growth in in* rest costs—already the fastest growing component of federal spending.

Over the 1az. dec le, we have seen how compound interest adds to the damage of
a growing lefi as interest to finance the debt in turn adds to the amount of debt
that mus ve f.nanced.

Under the muddling through option, this phenomenon continues, as interest costs
reach near!; $400 billion in 1992 dollars by 2020. Early and major deficit reduction,
on the . her hand, turns compound interest into a boon. Early cuts reduce debt
service costs, thereby reducing th~ amount of deficit reduction that must come from
real program reductiors or reven... increases. The sooner we act, the more interest
we save.

Demw?‘ﬁraphlcs also argue for early action. Achieving a more robust economy by
2010 will help the relatively smaller working population shoulder the increased So-

ity | ithout reducing their future living standards. It will take
time, however, for actions reducing the deficit to produce higher levels of investment
and more rapid growth. If we wait until after the demographic shift begins and re-
tirement costs start to escalate, the economic growth dividend may not come in time
to help the next generation. We need to act early to ensure that the surpluses built
up in the Social Security trust fund can actually be used to promote economic
growth before they are dissipated by the program’s future spending needs.

In addition, early action broadens the range of substantive pnoﬁicy options avail-
able. A short-term perspective leads to a search for “fast hita”—changes that yield
quick savings. A long-term perspective allows for gradual changes and for the effects
of early changes to multiply. It allows some changes to be phased in over time, per-
mitting society to adjust and plan for the consequences. Often, a sensible path for
policy changes shows small savings in early years but larger savings in later years.

The problem of health care cost containment provides a vivid example of this phe-
nomenon. The preoccupation with eat;};ﬂyeax’u udget in isolation forces us into a
hectic search for ways to save a few million dollars, often by fruitless atternpts to
shift costs to others. A longer time frame would encourage consideration of more
fundamental issues regarding the way we deliver and finance health care, issues
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havin? t;:!-ofound implications for the economy as a whole as wel' as the federal
bug?a or decades to come.
course, moving from our current fiscai policy path to either the balance or sur-
{lm path will require sacrifice. The rea! question is, are the benefits achieved worth
he pain? One way to answer that quertion is to assess the kind of legacy each alter-
native path leaves for the economy in the long-term and for succeeding generations.
Adopting either a balance or surplus path would provide the greatest benefit to
the long-term health of the economy. As shown in table 1, real GNP would grow
significantly while both foreign debt and public debt shrink toward zero. ajor
gains in economic output would be achieved under either scenario, while a greater
share of domestic investment would be financed by domestic sources.

Table 1.—RESULTS OF ALTERNATIVE DEFICIT PATHS FOR 2020
{Por capita 1992 doflars]

Dollck pethe Feal GNP © Forelgn debt Debt held by the pubkc
$23,875 $19,243 $45816
“30374 8,460 18,702
32,555 3,748 4,665
33,353 1979 219

The gains associated with deficit reduction do not, of course, come for free. The
hard choices needed to achieve a balance or surplus would temporarily reduce con-
sumption as savings are increased. In the long term, however, the higher national
saving rate brought about by deficit reduction would raise consumption significantly
beyond levels that could otherwise have been achieved. Again, early deficit reduction
would help ensure that the temporary reduction in consumption is spread over the
larger current working population. The earlier we begin this effort, the greater as-
aurincee we have that economic benefits can be realized by the next generation of
workers.

This shift in fiscal policy is long overdue, but simply making more resources avail-
able for private investment will not be enough. In a competitive world economy, we
need to make this nation an attractive place to invest. lic policies encouraging
the development of human capital, infrastructure, and research will help retain this
country’s status as a productive piatform for economic growth and development. In

- -this regard,-it is particularly disturbing- that federal -programs-oriented toward in-

vestment actually lost ground in the 1980s, surpassed as a share of GNP by federal
interest payments and health care spending.

MAJOR BUDGET POLICY DECISIONS NEEDED

The task we face is large, but not im ible. Other nations, including Germany,
Japan, Australia, and the United lﬁng;oo-: have moved from large deficits to near
balance or surplus in the 1980s. However, we should not pretend that we can reach
either of these paths without fundamental policy changes. [ bow to no one in my
commitment to and concern for efficient management, good financial controls, and
accountability in government programs. We cannot afford to waste any of our scarce
resources. And we cannot afford the erosion of public trust in government that inevi-
tably follows the loss of accountability for public funds. But strengthened account-
ability and more afficient management and implementation of current programs,
while vital objectives in their owa right, cannot save enough money by themselves
to solve our deficit problem.

Moreover, the amount of deficit reduction needed to achieve either balance or a
surplus will be difficult, if not impossible, to achieve if any major areas of spending
or potential revenues are set “off the table.” The very magnitude of the changes
needed should prompt a major debate over the role of the federal government and
how to pay for it. Facing these issues openly will be painful, but the issues will not
go away.

To achieve the necessary deficit reduction, decisionmakers must look at large and/
or growing areas of the budget. I believe that every effort should be made first to
reduce spending in these major categories. If a national debate on the federal role
and spending priorities fails to identify sufficient savinge to close the deficit, reve-
nues could then be addressed as part of the deficit reduction strategy.

Mandatory spending is a logical category for examination because it has grown
to be the largest sector of federal spending. Within that category, spending on
health care—which is large and rising rapidly—is a particular candidate for review.

|
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In this area, we must find ways to reduce underlying coste and the pressures in-
creasing those coets. It is increasingly apparent that we cannot solve the problem
by tinkering at the margin and shifting costa to others.

Sooner or later, the Social Security program must be adjusted, not only because
it has such a large effect on the budget, bit also because its projected annual out-
lays will exceed revenues by 2017. At that point, Social Securi:)yewiu be adding to
the total deficit rather than offsetting it, as is the case today. Defense spending is
another very large component of federal spending and, hence, must be included in
all deliberations. It could become a candidate for additional reductions as the nation
continues to define its changing role in the world.

Although domestic discretionary spending took large budgetary hits in the 1980s,
it should not be exempt from scrutiny. A fundamental rethinking of the respective
roles of federal, state, and local governments as well as the private sector might
very vell lead to reductions in this category of spending. However, since most fed-
eral investment activities are in domeatic diacretionary programs, some portion of
the savings might be devoted to increased investment.

STRUCTURAL CHANGES IN THE BUDGET PROCES3

The available tax and spending choices that could move the budget toward bal-
ance or surplus are already well known and could be made under existing rules and
practices. However, current practices place too little emphasis on the future effects
of either aggregate fisca! policy or the composition of spending. A budget structure
and a process that explicitly ﬁnks current decisions to their impact on long-term
economic growth woulg help focus the debate on these choices. The significant but
short-term sacrifices of deficit reduction could be more easily compared to the long-
term benefits accruing from such changes in budget policy.

There may be understandable skepticism about any proposal for a longer time
frame. However, making and keeping commitments to long-term goals are not alien
to American society. ’ll%e interstate highway system, which took a generation to
complete, and the Social Security system, with a 75-year planning horizon, are two
prominent examples.

Any process that promotes a long-term focus would also direct attention to how
the components of federal epending affect long-term productivity and growth. Al-
though federal programs vary considerably in their impacts on the economy, the
present budget process and structure do not encourage decisionmakers to take these
differences into account in allocating resources.

Further, there is no framework to consider the investment implications of federal
tax policy subsidies, such as depreciation rules or the research and exlperiment.ation
tax credit, when making decisions on related spending programs. If planning for
long-term economic growth is to become a central objective of the budget process,
a new decision-making framework is needed—ore in which the choice between con-
sumption and investment spending is highlighted throughout the decieion process
rather than being displayed for information purposes after the fact.

If such a framework were in place, the Congress, each year, could determine ex-
plicitly the sggregate funding for total investment-related programs, as well as for
the physical capital, human capital and research and development components of
that total. To support such a J:cision process focusing on investment cl]:oices, im-
provements would be needed in the tools and information used to evaluate the rel-
ative impacts or rates of return of the various federal investment programs, to en-
sure that limited federal resources are used to promote the best choices among com-
peting strategies and programs.

Having endorsed these changes in our budget procees, let me hasten to add that
there is no substitute for making the tough choices needed to aset the nation on a
productive path for future growth. We need to undertake the painful but necessary

rocees of educating the American people on the choices and the consequences of
ailing to make them.
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[Submitted by Senator Bill Bradley]

IssuEs INVOLVED 1IN PossiBLE REVENUE OFTIONS TO REDUCE THE FEDERAL DEFICIT
{Prepared by the Btaff of the JOINT COMMITTEE ON TAXATION, June 4, 1092, JCX-20-92)
INTRODUCTION

The Senate Finance Subcommittee on Deficits, Debt Management, and Inter-
national Debt has scheduled a public hearing on June 65, 1992, to address the long-
term economic imr].icationn of the Federal budget deficit.

This document,! prepared by the staff of the Joint Coramittee on Taxation in con-
nection with the June 6 Subcommittee hearing, discusses why policy makers might
be concerned about the deficit and examines several selected revenue raising options
to illustrate both the magnitude of revenues that could be generated byn&e alter-
natives and the potential economic impact of enacting these alternatives. The dis-
cussion of economic effects is brief; however, this discussion attempts to highlight
key economic concerns that policymakers should address. Among the economic is-
sues covered are: the potential for economic inefficiency that coulg be caused by en-
actment of the alternative; the distributional consequences of the alternative (i.e.,
who in society actually would bear the burden of the alternative); and the adminis-
trative or tranaitionaf costs that would accompany enactment of the allernative.
Discussion of possible expenditure reducing or cost saving options is not within the
scope of this document.

Inclusion of particular revenue raising options in this document should not be con-
strued as? endorsement by the staff of the Joint Committee on Taxation. These al-
ternatives were selected as representative of the categories of alternatives which
might be considered as part of a serious effort to reduce the Federal deficit by rais-
ing additional Federal revenues. The primary goal of these illustrative revenue rais-
ing alternatives is to provide information for policymakers to help evaluate the al-
ternatives.

The document is oxganized as follows. Part I presents some data on the size of
the Federal deficit and briefly discusses why policymakers are concerned about the
deficit. Part Il presents several alternative rate increases in the context of the indi-
vidual and corporate income taxes. Part III presents several income tax base
broadeners for the individual and corporate income taxes. Finally, Part IV presents
a number of excise and other consumption tax alternatives. .

I. THE DEFICIT

During the past two decades large Federal budget deficits have become a central
feature of public finance as pracliced in the United States, Numerous commentators
have warned of the dire long-term economic consequences of chronic Federal defi-
cita.? Such widespread concerm has drawn the attention of many policymakers. Vir-
tually all agree that the problem of a large Federal deficit wx{l not succumb to a
simple solution. Rather, a concerted effort by citizens and thejr elected officials is
needed in order to grapple with a deficit that exceeds $350 hillion (over $1400 for
every United States resident) in fiscal year 1992. The deficits have increased the
national debt. The total interest bearing debt of the Federal government outstand-
ing at the end of 1991 was approximately $3.8 trillion, or more than $15,000 per
capita. A concerted effort to reduce the size of the deficit may require additional rev-
enues and/or reductions in expenditures at the Federal level.

1This document may be cited as follows: Joint Committee on Texation, Jesues Involved in Pos-
sible Revenue Options to Reduce the Federal Deficit (§CX-20-92), June 4, 1992.

2 Similarly, omission of a particular alternative should not be perceived as a statement of the
preferencee of the staff of the Joint Committee on Taxation. Time constraints in preparation of
this document for the June 5 Subcommittee hearing precluded an in-depth analysis of various
revenue options and limited as the number of alternatives discussed within each of the major
categories.

3 A sampling of these writinga include: Richard Darman, “Director's Introduction,” in Presi-
dent of the United Statee, Office of Management and Budget, Budget of the United States Gou-
ernment, Fiscal Year 1993, January 1992; Congressional Budget Office, Reducing the Deficit:
Spending and Revenue Options, February 1992; General Accounting Office, Budget Policy:
Prompt Action Necessary to Avert Long-term Darmnage to the Economy, May 1992; and Joint Com-
mittee on Taxation, Tax Policy and the Macroeconomy: Stabilization, Growth, and Income Dis-
tribution (JCS-18-91), December 12, 1991.
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Federal deficit

The Federal deficit for the 1991 fiscal year totaled $268.7 billion and is estimated
to be in excess of $300 billion for the 1992 and 1993 fiscal years.® For 1991, this
figure reﬁl;eunted more than 4.6 percent of the nation’s gross domestic product
(GDP).® The projected deficits for 1992 and 1993 are estimated to represent more
than six percent of GDP in 1992 and more than five percent of GDP in 1993.% While
deficits of $200 billion or more represent large numbers, they are smaller in com-
parison to the size of the economy than some previous deficits incurred by the Fed-
eral Goverrment. Fiﬁ}lx)re 1 presents the Federal deficit as a percentage of real gross
nationai preduct (GNP) from 1970 through 1991. Relative to the size of the econ-
omy, the defic't was larger from 1982 through 1987 than it is today. During the
World War 11, the Federal deficit exceeded 20 percent of GNP. However, between
the end of the World War 1l and 1982, the Federal deficit only rarely exceeded 2.6
percent of GNP.

What does the deficit measure?

Querview.—The reported deficit measures the difference between current year
Federal receigta and outlays. This measure has been subjected to criticisms on sev-
eral grounds by accountants, economists, budget enalysts, and policymakers. A com-
mon theme of the criticisror, is that the measured deficit is an inacf:qnuate guide for
policymakers to use in a number of situations and should not be relied upon to the
exclusion of all other measures. Below is a nonexhaustive list of these criticisms.

Full-employment deficit.—Many observers argue that the actual size of the Fed-
eral deficit provides an inaccurate measure of ﬁovemment stimulus of aggregate de-
mand. Even with no change in government policy the size of the deficit will change
in a recession as the economic downturn reduces tax revenues and increases counter
cyclical spending (e.g., unemployment benefits). These observerd argue that for pur-
foees of assessing macroeconomic policy, the deficit should be measured relative to
ull employment.” For example, a deficit of $100 billion when the economy is experi-
encing eig t percent unemgrﬁyment might be reduced to $25 billion if the economy
were at full employment. The concept of the full-employment deficit is meant to
measure the net fiscal stimulus the government is adding to the economy.

Accrual rather than cash accounting.—Some economists have commented that nei-
ther the actual nor the full-employment deficit is an accurate measure of Federal
fiscal policy. They argue that such measures of the deficit include outlays, the liabil-
ity for which may have occurred earlier and that the actual timing of the outlay
has no real effect on the economy. An example in the current economic context
would be the expansion in the actual Federal deficit incurred to cover insured depos-
its in the thrift and banking industries. Such liabilities were incurred when it be-
came apparent the financial institutions were insolvent which occurred prior to the
current outlays. Similarly, the cash budget does not include the cutlays or receigts
from future years for which the liability is incurred by a policy enacted today. For
this reason, certain increases or decreases in the cash deficit may not accuratil‘y
represent changes in government fiscal policy. On the other hand, it is often difficult
to determine the proper amount of income to accrue under an eccrual accounting
system. For example, In the case of ceposit insurance, it is not clear at what point
lisbilities should have been determined to have accrued.

Caiital expenditure and trust fund budgeting.—Some analysts object to lumping
together expenditures on capital goods with current expenditures on nondurable
goods. They observe that capital expenditures, such as for the construction of a

ridged provide services to the public for many years while non-capital apending
may finance current consumption (e.g., transfer payments). They argue it is there-

4President of the United States, Office of Management and Budget, Budget of the United
States Government, Fiecal Year 1993, January 1892. See, also, Congressional Budget Office,
Analysis of the President’s Budgetary Proposals for Fiscal Year 1993, March 1992. The Congres-
sional Budget Office (CBO) estimates the budget deficit to be $368 billion for fiscal year 1992
and $336 billion for fiscal year 1992.

8 Qross Domestic Product (GDP) of a country is the value of all marketed goods and services
produced in that country. Groes National Product (GNP) is GDP plus the net factor income re-
ceived by residents of that country from abroad. Thus wages earned by a United States resident
from temporary work abroad conatitutes part of GNP but not GDP. Similarly, the returns from
investment abroad constitute part of GNP but not GDP. Empirically, the difference between
GDP and GNP is small for the United States.

°gongreuional Budget Office, Analysis of the President's Budgetary Proposals for Fiscal Year
1993.

7By full employment, economists do not mean an unemployment rate of zero, but rather sor1e
larger number to reflect the normal quitting and search procesa of labor markets. There is de-
bate about the “correct” measure of flﬂ' employment for the United States economy.
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fore appropriate to borrow to fund capital expenditures because borrowing and serv-
icing the debt better matches the benefits and costs on an annual basis. To the ex-
tent that a deficit exiats to finance capital expenditures, these analysts would argue
the deficit should be no cause for concern. Similarly, these analysts argue that the
budget should rcgort seperately capital expenditures and operating ex&end.itures.
This is the budget repor practice of many States and local governmenta.

Simjlarly, others argue that where earmarked revenues have been provided to
trust funds, separate accounting should be given to each trust fund. They argue that
separate trust fund accounting would help policymakers better assess the costs and
benefits associated with specific government programs.

Changers in values of government assets. other criticism of current deficit
measures is that they do not account for the changing real value of government as-
sets.? For example, the value of the national debt has been substantially reduced
by inflation over the past two decades. Similarly, the real value of mineral rights
on Federal lands has increased substantially. The reduction in the value of the debt
and the increase in the vahie of mineral rnights are like additional revenue to the
government. In the case of debt, the government will now require fewer real re-
sources to service the existing debt. In the case of mineral rights, the government
in the future could auction such rights for greater revenues. To the extent that
measures of current receipts and outlays omit changes in values of assets, the meas-
ured deficit need not tell policy makers anything about the current net income posi-
tion of the government.

Policy concerns relating to large deficits

Constraints on current expenditures

Some policymakers are concerned about the size of the budget deficit because of
the indirect effect it has on the level of current government expenditures for goods
and services. By adding to the stock of the national debt, large budget deficits in-
crease required outlays to meet interest expense on the nation5 debt. If policy mak-
ers have agreed to limit the size of aggregate government expenditures, an increase
in expenditures for interest reduces resources available for other purposes.

Potential “crowding out” of the private sector in the credit markets

Effect on investment and purchases of consumer durables.—Federal government
spendinﬁ that is financed with increased issuance of government bonds may in-
crease the rate of interest in the Treasury bond markets. This rise in the Treasury
bond rate in turn will raise rates for bonds issued by corporations and State and
local governments as well as rates for consumer, mortgage, and business loans and
may cause the rationing of credit. Such a tightening cf credit markets can reduce
business investment and personal consumption expenditures. This especially may be
true for interest-sensitive sectors such as housing and consumer durables and for
capital goods purchased by businesses that may have difficulty in obtaining credit.
The Federal deficit is said to “crowd out” private investment and consumption.

Alternatively stated, by raising real borrowing costs, the cost of capital (the rate
of return that investments must earn to be proﬁtabie) is increased. This makes
many investment projects less attractive and aggregate investment falls as fewer in-
veatment projects are undertaken. Rates of investment are important because when
an economy’s rate of net investment (gross investment less depreciation) increases
the economy’s stock of capital incrcases. A larger capital stock permits a fixe
amount of labor to produce more goods and services. The larger a country’s capital
stock, the more productive its workers and generally, the higher its real wages and
salaries. Thus, increases in investment tend to cause future increases in a nation’s
standard of living. Many policy makers are concerned that continued large deficita
will continue the trend of low growth of wages and per capita GDP experienced by
the United States for the past twenty years.

Effect on trade.—Besides the contractionary effects of higher interest rates on
consumer durables and investment goods, higher interest rates may also have a
negative effect on net exports. Higher domestic interest rates attract ¥oreign invest-
ment which drives up the value of the dollar. An appreciation of the dollar reduces
the cost of imports to U.S. residents and raises the price of U.S. exports in foreign
markets. As the price of imported goods falls relative to domestically produced
goods, United States residents may substitute imported goods for domestically pro-

®Robert Eisner and Paul J. Pieper, "How to Make Sense of the Deficit,” Public Interest, vol.
78‘ Winter 1985, pp. 101-118.
For more discussion of long-term economic performance, gee. Joint Committee on Taxation,
Tax Policy and the Macroeconomy: Stabilization, Growth, and Income Distribution (JCS-18-91),
December 12, 1991.
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duced goods to the detriment of trade sensitive industries. If these price chlrlngﬁs

result 1n a reduction in net exports (or an increase in net imports), there would be
a contraction in the aggregate demand for U.S. goods and services.

Dearth 1{ saving.—The effect on investment and on trade is exacerbated by the
low rate of saving in the United States. Either domestic saving or borrowing from
abroad funds private investment and government deficits.2® The United States na-
tional saving rate is low when compared to that of other developed nations.1? With
saving rates lower and deficits larger than those that prevailed in the late 1960s,
the share of national income devoted to investment must decline unless funds are
borrowed from abroad.

Table 1 presents United States net saving by component as a percentaqe of groes
national product. National saving is divided into private saving and public saving.
Private saving comprises household or gersonal saving and business saving. House-
holds save by not spending all of their disposable (i.e., after-tax) income. Businesses
save hy retam.igg some of their after-tax earnings. Public saving reflects the extent
to which the Federal, State, and local governments run budget su.rﬁluses. As Table
1 demonstrates, net business saving,'? net personal saving, and public saving were
all lower during the 1980s than in any of the three previous decades. Though pri-
vate saving remained positive, it fell during the 1980s. Moreover, public saving was
consistently negative during the 19808 as the result of Federal deficits. The mag-
nitude of public dissaving generally was larger relative to GNP in the 19808 than
in earlier years. As the table indicates, net national saving is lower after 1981 than
at any time in the post-World War Il era. In 1983, 1986, 1986, and 1987 aggregate
governmental dissaving consumed all, or more than all, of personal saving.

Table | —COMPONENTS OF UNITED STATES NET NATIONAL SAVINGS AS A
PERCENTAGE OF GNP, SELECTED YEARS, 1929-1890

T
Rl el R
25 23 48 1.0 58
20 03 23 ~24 -0.1
28 4.0 8.8 -13 58
44 28 7.0 -19 5.1
44 32 78 -03 72
48 39 88 04 84
44 28 7.0 10 8.0
8.6 14 79 -03 78
85 23 8.9 4.1 48
54 28 8.0 -22 58
48 3. 77 -1.0 87
49 31 8.0 0.0 78
47 25 72 05 78
5.0 14 84 -13 51
5.2 14 68 -1.0 57
49 0.6 55 =35 20
38 19 57 -38 20
44 25 6.8 -28 44
3.1 26 57 =33 24
3.0 20 4.9 =34 15
20 18 3.9 -24 15
3.0 1.9 49 -2.0 29
33 1.0 43 -17 28
33 05 38 -23 15
47 28 75 -0.1 74
46 35 8.1 -03 79
Average 1970-79 .., . 56 24 8.0 -1.0 71
Average 1980-89 ..o 38 17 55 -25 30

Source: Department of Commerce, Busau of Economic Analyss.

1°For a more detailed discussion of saving, investment, and foreign borrowing, see Joint Com-
mittee on Taxation, Factors Affecting the International Competitiveness of the United States
(JCS-6-91), May 30, 1991.

11 See Joint Con:mittee on Taxation, Factors Affecting the International Competitiveness of the
United States, for more data and discussion on thie point.

12Table 1 presents net saving, which equals gross saving less capital consumption (deprecia-
tion).
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Potential “accommodation” by the Federal Reserve

An additional concern caused by large Federal deficits is that Federal Reserve
may “monetize” the debt. Expansionary monetary policy could keep interest rates
low and credit abundant deepite increased demand for money and loanable funds.
This type of accommodating monetary policy may alleviate any tightening of credit,
eapecially in the short run. However, many economists believe that, whatever im-
provements in credit conditions are provided by expansionary monetary policy, they
a;fnrﬁotieusgined in the long run and are earned only at the cost of a higher rate
of inflation.

Intergenerational equity

Overview.—Policymakers have lon%a ed whether deficit finance is fair to future
generations, The simple analysis is that borrowing to fund current expenditures ne-
cessitates future taxes to service the debt obligation. The benefit of the expenditure
may be received by current generations, while the debt is serviced by future genera-
tions. Hiatoricall{, prior to the last twenty years, most debt incurrea by the Federal

overnment has been related to war finance. Arguably, the benefits of ir.suring free-

om are valuable to all future generations. Many analysts have noted that the re-
cent sizable additions to the national debt have not been war related, although they
may, in part, be related to increased defense expenditures.

e discussion of alternative deficit measures suggested that the simple analysis
of current expenditures leading to current benefits is not always accurate.!¢ There
is, however, a popular perception that the national debt is a burden on future gen-
erations and that large increases to that burden may represent a shifting of a por-
tion of the burden from one generation to the next.

Generational accounts.—Recently, the notion of “generational accounting” has
been developed to attempt to address the shortcomings of the deficit as a measure
of intergenerational wealth transfers.14 The goal of generational accounting is to cal-
culate the present value over many years of the benefits and costs of government
programs and assign the net value to various age cohorts of the current population
as well as to cohorts yet unborn. For example, generational accounting would com-
pute the present value of social security benefits that each individual might expect
to receive durinﬁ his or her lifetime and the present value of the same individual's

ayroll tax liability. In theory, generational accounts would reflect not only the bur-

ens of taxes and the benefits from expenditure programs, but also the burdens and
beunefits of regulatory policies. Because the concept of generational accounting re-

uires estimates of future economic activity such calculations are only suggestive.

ccepting these caveats, one exercise in generational accounting has estimated that
future generations will pay 79 percent more in taxes (net of transfers) than the gen-
eration of people who have just been born.1¢

Do deficits matter?

Even if there is no crowding out in the credit markets, some economists believe
that increases in deficits do not matter to the aggregate economy. According to this
school of thought, changes in fiscal policy provide no net stimulus because individ-
uals receiving a tax cut or the income from increased govemment expenditures rec-
ognize that additional disposable income realized today will be ofiset by tax in-
creases in the future that will be assessed to support the current increase in the
deficit.}? For example, it is widely believed that consumption is a function of con-

lg'e’sMiltoan;::,edman, “The Role of Monetary Policy,” American Economic Review, vol. 68 (March
), pp- 1-17.

1¢ Dioc};uion below introduces the economic concept of “Ricardian equivalence” which suggeats
that the debt service obligation may not create a burden for future generations.

18See Alan J. Auerbach, Jagadeesh Gokhale, and Laurence -J: Kotlikoff, “Generational Ac-
counts: A Meaningful Alternative to Deficit Accounting,” in David Bradford, ed., Tax Policy and
lllacsffconomy, vol. 6§ (Cambridge: MIT Press for the National Bureau of Economic Research),

19 This cakulation combines the taxes and transfers of all levels of government, not eolely the
Federal Government. See, President of the United States, Budget of the United States Govern-
ment, Fiscal Year 1993.

17 This proposition is known as the “Ricardian equivalence” theorem. For more discussion, see
Robert Barro, “Are Government Bonds Net Wealth?" Journal of Political Economy, vol. 82, No-
vember—December 1974. Ricardian equivalence does not necessarily hold in an economy where
consumers and businesses are unable to obtain sufficient credit to meet their demands. In that
case, when the government borrows to put cash in the hands of its citizens through lower taxes
or increased spending it is, in effect, borrowing on their behalf. Accordingly, government borrow-
ing may have some impact on output even though consumers perceive the future tax liability
because in effect they get a loan for consumption through the government that they would not
otherwise be able to obtain at the eame cost.
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sumers’ wealth, which includes the current value of assets net of debt obligations
plus the present value of future after-tax earnings. Because cuts in capi'al taxes in-
crease the value of capital and cuts in wage taxes increase the present value of fu-
ture earnings, tax cuts, especially permanent tax cuts, are believed to increase
wealth and therefore increase consumption. However, many economists would argue
that wealth is really not in.creased when increased future tax obligations (necessary
to fund the current debt) are taken into account.

it may be improbable that all consumers fully take into account increased future
tax obligations that result from an increase in the current government deficit. How-
ever, it does seem plausible that an increase in personal wealth resulting from a
tax cut financed by an increase in public debt is less stimulative than a real in-
crease in wealth resulting from higher pre-tax (and after-tax) income.

I1. POSSIBLE INCOME TAX RATE INCREASES

A. Individual Income Tax Rate Increases

1. Create a 35-percent rate bracket for taxable incomes above $135,000 (unmar-
ried individuals filing serarate raturns), $160,000 (unmarried individuals filing as
heads of households), $200,070 (married individuals filing joint returns), and
$100,000 (married individuals filing separate returns).

2. fmpose a 10-percent surtax on individuals with taxable income over $1,000,000
($600,000 for married taxpayers filing separate returns).

‘These proposals would be effective for taxable years beginning after December 31,
1992.

REVENUE EFFECTS

{Bions of dollars]
1093 1004 1998 1908 1007 190397
1. 35percent rate for higher-in-
COMe 1AXPAYers ... 39 71 75 74 74 333
2. Surtax on taxable income over
$1,000,000 ....ciirominnriressiris 08 18 18 19 20 82

Proposala similar to these two alternatives were included in H.R. 4210, which was
passed by the Congress on March 20, 1992, and vetoed by the President. Capital
gains income would continue to be taxed at a maximum rate of 28 percent, as under
present law. The thresholds for the 35-percent bracket would be indexed for infla-
tion in the same manner as present law. The surtax would equal 10 percent of oth-
erwise computed tax liability multiplied by the ratio of taxable income in excess of
$1,000,000 to total taxable income. The effect of the surtax is that the more taxable
income exceeds $1,000,000, the closer the surtax approaches a 10-percent increase
in total tax liability. For altermative minimum tax purposes, the surtax would be
implemented by increasing the tentative minimum tax by 2.4 percent of the amount
by which alternative minimum taxable income exceeds $1,000, 000.

The burden of these rate increases would be concentrated among those taxpayers
with the highest incomes. This could result in an increase in the progressivity of
the individual income tax system. It can be argued that this tax increase provides
a disincentive to labor supply. To the extent that the highest income people in aoci-
ety are the most productive, this tax rate increase may have some effect on overall
output by discouraging labor supply from these members of society. To the extent
that high incomes are primarily the result of random events and not due to extraor-
dinerily high productivity, the effect on overall output will be smaller and perhaps
negligiﬁle. Similarly, this tax rate increase will act to reduce the after-tax return
to saving by affected indiriduals, perhaps discouraging these taxpayers from under-
taking saving and encouraging consumption.

The proposed rate increase would widen the gap between the tax rate on ordinary
income and the tax rate on capital gains income. This would provide additional in-
centive for individuals to attempt to convert ordinary income into tax-favored capital
gains income.

B. Corporate Income Tax Rate Increases

Raise the top marginal income tax rate for corporations from 34 percent to 36 per-
cent, effective for taxable years beginning after December 31, 1992.
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REVENUE EFFECTS
[Billons of dollars)
163 1004 1508 1908 1007 100307
35-percent top rate on corporal
taxable INCOME ........occcvvnvervns 17 28 28 29 3.1 133

This tax rate increase would affect approximately 10 percent of corporate tax-
payers; these corporations earn approximately 90 percent of corporate taxable in-
come. An increase in the top corporate rate would increase the tax difference be-
tween firms that organize as corporations and those that choose other organiza-
tional forms (e.g., sole proprietorships, partnerships or subchapter S corporations).
This could provide a tax disincentive to organize as a corporation, even when there
are valid business reasons for favoring the corporate form of organization. Moreover,
this increase could provide an incentive for existing investment to shift from cor-
porate form to other organizational forms.

Increasing the top tax rate on corforationa might increase the burden on invest-
ment activity done in the corporate form. If this resulted in a reduced after-tax re-
turn to these investments, fewer of these investments would be made. This effect
might lower overall output by reducing investment.

o the extent the burden of a corporate income tax rate increase is borne by the
owners of cor%x::e shares, this proposal could result in a windfall loss to current
shareholders. This would occur as the price of corporate shares decreases to equate
the after-tax rate of return to these investments with the after-tax rate of return
of investments of comparable risk. To the extent the burden of the corporate income
tax is borne by all capital (rather than just corporate shares), there would be a simi-
lar windfall loss to alY owners of existing (or "3:1?’) capital.

I11. POSSIBLE INCOME TAX BASE BROADENING OPTIONS

A. Limit Individual Exclusion for Fringe Benefits

The proposal would limit the exclusion from gross income for employer-provided
health insurance to $335 per month for family coverage and $136 per month for in-
dividual coverage (these amounts are expressed in 1993 dollars and would be in-
dexed for inflation). In addition, the propoeal would limit the benefits payable under
a defined benefit pension plan to the gocial Security wage base (35%, 00 in 1992
dollars), with commensurate reductions in the limits on contributions for defined
contribution pension plans. The proposal would be effective for years beginning after
December 31, 1992.

REVENUE EFFECTS
[Biilons of dolars)

1063 1004 1906 1006 197 100307

Limit on exclusion for em-
ployer-pakd health Insur-
ANCO .o 11.8 194 241 25 355 120.1

Decresse Mmits on defned
benefit pension plans to
the Soclal Securlly wage
base (wh commensu-
rate reduction for de-
fined contributon plans) 13 37 41 45 45 18.1

Under present law, amounts contributed by emploiyers for employee health and
pension benefits generally are excluded from the employee’s gross income. The pro-
poeal would limit the amount of health and pension benefits that may be excluded.

Because the tax rate on health benefits is less than that on cash wages, employees
and employers have an incentive to fashion compensation packages to include more
health benefits than they would if there were no difference in tax treatment. An em-
ployee would prefer to be compensated with health benefits as long as the value of
a dollar of health benefits is worth at least (1—employee’s marginal tax rate) dollars
in cash wages to the employee. This incentive for overconsumption of health benefits
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could be reduced if the value of an extra dollar of health benefits would be equal
to that of a dollar of cash wages.

The tax treatment of pension benefits creates a similar bias in favor of compensa-
tion in the form of genalon contributions. Subject to annual contribution limits, pen-
sions are taxed under consumption tax principles: an exclusion is allowed for con-
tributions, no tax is imposed on accrui% earnings, and all proceeds are taxed when
distributed. Such treatment allows tax-free accrual of returns and is more favorable
than the tax treatment allowed under income tax principals. Limiting the exclusion
would make saving for retirement more expensive; the net effect on the amount of
savin%‘i-: uncertain because of oompetiﬁ substitution and income effects. If saving
for retirement is reduced by the proposal, then the Government may be induced to
incti-ease payments to future elderly generations, which would require additional
outlays.

In ysseneral, lower-income individuals receive fewer health and pension benefits
than do high-income individuals. Limitations on the benefits may thus increase pro-
gressivity.

B. Limit Home Mortgage Interest Deduction

The proposal would alternatively eliminate the deduction for mortgage interest
(including home equi:F loans) or reduce the maximum amount of home mortgage in-
debtedness that qualifies for interest deduction to $300,000. Under the latter alter-
native, there would be no grandfathering of existi.niemortgages. The proposal would
be effective for taxable years beginning after December 31, 1992.

REVENUE EFFECTS

[BiWons of dokears}
1903 1904 1905 1008 197 1903-07

Eliminate morigage Interes!

doducons .........uiuens 31.0 528 54.7 56.6 586 2536
$300,000 Kmit on home

mortgage indebtedness

that quaitfies for Inferast

doductons ... 1.0 28 32 37 4.2 147

Under present law, taxpayers who choose to itemize deductions may claim a de-
duction for interest paid on home mortgage and home equity indebtedness. The
amount of home mortgage indebtedness that may qualify for interest deductions is
limited to $1,000,000. The amount of home equity interest that may qualify for in-
;frest deductions is limited to the lesser of $100,000 or the amount of equity in the

ouse,

To the extent that the deductibility of mortg?ﬂ: interest subsidizes owner-occu-
pied housing, this proposal reduces the subeidy. This reduction in the subeidy could
1mprove equity, since the value of the subsidy 1s larger for those taxpayers in higher
marginal tax brackets. Yet the main aubsidy to owner-occupied housing is not the
deductibility of mortgage interest but the absence of taxation on the flow of houm'n%
services the house provides.l® Under the proposal, this underlying benefit o
gntal):ed flows of services will continue to be worth more for taxpayers in higher

rackets.

Denial of the deduction for morﬁage interest may put otherwise similar renters
and mortgagee owners on an equal footing (the renter gets no deduction for rent

1 To iltustrate this point, consider a taxpayer with $80,000 in assets who wants to live in
an $80,000 house. Assume that the rate of return on all capital (including housinf) is 10 per-
cent. The taxpayer has a choice of renting an $80,000 house (for which the annual rent would
be $8,000 (10 percent of the house's value)), buying an $80,000 house for cash, or botrowing
$80,000 (at 10 percent interest) in order to buy a house. In all three cases, the taxpayer receives
an jidentical amount of housing services; only the tax treatment differs across the choices.

If the taxpayer rents, he can invest his $80,000 to yield taxable dividends of $8,000. What
remains after tax can be used to pay some of the $8,000 rent. He has taxable income of $8,000
on the transaction.

If the taxpay2r purchases the home for cash, he has no taxable income on the transaction.

Under present law, if the taxpayer borrows $80,000 to purchase the house, he can invest his
OWD 380.800 to yield dividends of ¥8.000 sufficient to pay the interest on his mortgage. Because
the mortgage interest is deductible, it offsets his dividend income. leaving him with no taxable
income on the transaction. Thus, under present law, homeowners are benefited relative to rent-
ers regardless of whether they have a mortgage or not.
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payments and the mortgagee ieta no interest deduction). But taxpayers who are
able to buy their homes outright are advantaged relative to mortgagez owners be-
cause the return to their investment inowner-occupied housing is untaxed.2®

C. Limit Benefits of Iltemized Deductions to 15 Percent

The proposal would limit the benefit of itemized deductions by in effect converting
them into tax credits equel to 15 percent of the amount of itemized deductions, For
taxpayers in the 15-percent marginal tax bracket, the provision would result in no
change from present law. For ayers in higher marginal tax brackets, the value
of the itemized deductions would be reduced. The proposal would be effective for
taxable years beginning after December 31, 1992.

REVENUE EFFECTS
[Bions of dollars)
1003 1904 1906 1008 1997 1003-97
Limit tax benefit of Remized
deductions 1o 15 percent 2.8 618 06.2 724 794 3084

Taxpayers may claim either a standard deduction or itemized deductions from ad-
justed gross income. The value of itemized deductions to a taxpayer depends upon
the taxpayer's marginal tax rate. By limiting the benefit of itemized deductions to
lgdpercent of the amount deducted, the proposal would make the value of itemized
deductions the same for all taxpayers who choose to itemize.

The proi:osal may increase equity by allowing the same value of itemized deduc-
tions to all taxpayers. But to the extent that itemized deductions are allowed to re-
flect reduced ability to pay (for example, in the case of medical expenses), then the
proposal would result in higher taxes for those taxpayers less able to pay, Also, the
proposal would lead to income mismeasurement by reducing the value of deductions
such as those for casualty losses and miscellaneous employee expenses.

D. Reduce Deductibility of Business Meals and Entertainment

The proposal would allow taxpayers to deduct only 50 percent of the cost of meals
and entertainment expenses incurred in connection with business activigr. The pro-
posal would be effective for taxable years beginning after December 31, 1992,

REVENUE EFFECTS

[Bifons of doRars]
1993 1904 195 1908 1097 199307
Reduce deducton for business
meals and entertainment to 50
[T | 18 34 34 35 38 155

Under present law, taxpayers may deduct 80 percent of the cost of meals and en-
tertainment expenses incurred in connection with business activity.

Businesses are allowed to deduct from gross income the ordina.\f'y and necessary
expenses of generating such income. To the extent that some part of the expenditure
on business meals and entertainment represents consumption and not a cost of gen-
erating income, the deduction should be limited. There 18 not, however, a clear de-
lineation of what iraction of such expenditures represent consumption.

E. Include Capital Gains in the Last Tax Return at Death

Under present law, at the death of an individual who holds appreciated capital
assets the basis of such assets is stepped up to the fair market value at the time
of the death. Thus heirs who later sell such assets are liable for tax only on capital
gains since the death of the previous holder. Any capital gains on the asset prior
to the death of the holder are untaxed. The proposal would include the capital gains
gn‘or to the death of the holder in the decedent'’s last tax return. The proposal would

e effective for taxable years beginning after December 31, 1992.

12Return to the example from the previous footnote. Under the proposal to eliminate the de-
duction for mortgage interest, if the taxpayer borrows $80,000 to purchase the house, he can
no longer offset the $8,000 of dividend income with mortgage interest. He is in the same situa-
tion as if he rented.
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REVENUE EFFECTS

[BHilons of dolars}
083 1004 1005 1908 1907 1903-07
Tax caphtal gains ot death .......... ") 32 39 48 53 17.0

TLoes Han $50 mIon,

Because holding appreciated capital assets until death results in an effective tax
rate of zero on these capital gains, taxpayers have an incentive to hold on to such
assets until death. This incentive is a major contributor to the so-called “lock-in ef-
fect” of capital gain taxation rules. Investors may forego higher before-tax returns
that could be earned on another asset because selling the appreciated capital asset
to purchase the new asset would result in a lower after-tax return. Eliminating the
step-up in basis as death would reduce the lock-in effect. On the other hand, taxing
the appreciation of an asset at death will reduce the after-tax return to these assets,
compared to current law. This may act to discourage saving, where the intent is to
pass assets on to one’s heirs.

F. Increase the Portion of Social Security Benefits Svljt to Income Tax

Under present law, a portion of Social Security and tier 1 railroad retirement ben-
efits is included in taxable income for taxpayers whose combined income, defined
as adjusted gross income (AGI) plus (1) interest on tax-exerapt bonds and (2) 60 per-
cent of Social Security and tier 1 railroad retirement benefits, exceeds a threshold
amount. The threshold amount ir $32,000 for married taxpayers filing joint returns
and $25,000 for unmarried taxpayers. The amount of benefits included in taxable
income is the lesser of (1) 50 percent of Social Security and tier 1 rai'road retire-
ment benefits, or (2) 50 percent of the excess of the taxpayer’s combined income over
the threshold amount. The proposal would increase the maximum portion of Social
Security and tier 1 railroad retirement benefits included in gross income from 650
percent to 85 percent. The alternative would be effective for taxable years besinning
after December 31, 1992,

REVENUE EFFECTS

[Bilons of dollars]
1903 1904 1005 1996 1997 108397
Increase maximum porfon of So-
clal Securfty benefits In taxable
Income from 50 percent o 85
POCON .o 2.7 56 8.2 69 77 2981

This proposal would increase the individual income tax liabilities of those Social
Security and railroad retirement -ecipients with combined incomes above the appli-
cable threshold. Thus, the propoeal would primarily affect older taxpayers with in-
comes above the median for elderly households. A large percentage of any current
Social Security recipient’s benefits does not constitute a return of the original con-
tribution made with after-tax dollars. Rather, the bulk of benefits received consists
of the employer’s contribution plus the implicit earnings on these contributions. The
Social Secunity Administration has estimated that, for individuals retiring between
2026 and 2030, the lifetime aggregate employee contributions will, on average, equal
a{‘)proximately 7 percent of aggregate benefits. Similarly, CBO has estimated that
the highest corres;onding figure for single males earning the maximum Social Secu-
rilty taxaeble wage base is 15 percent. These estimates indicate that the 85-percent
inclusion figure used in this proposal is a reasonable estimate of the portion of bene-
fits received that represents amounts other than employee contributions made with
previously tax=d dollars.

G. Repeal Percentage Depletion for Extractive Industries

Under present law, a specified percentage of a property’s gross income may be de-
ducted in determining taxable income, regardless of the actual capitalized costs of
the property. The proposal would eliminate the availability of percentage depletion
deductions for all extractive industries, while retaining the availability of cost deple-
tior. The proposal would be effective for taxable years beginning after December 31,
1992.

A
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REVENUE EFFECTS

[Bfllons of dollars]
1963 1904 1008 1908 1997 109397
Repeal percentage depietion .......... 0.5 0.8 1.0 1.0 1.0 45

Percentage depletion deduction is claimed when the amount is larger than the de-
duction under cost depletion, which permits a ratable deduction of the capitalized
costa of the property. In particular, percentage depletion deductions are available for
properties where the adjusted basis (essentially the cost of the property less any de-
preciation or depletion claimed) is small or zero. Thus, percentage depletion deduc-
tions may result in a mismeasurement of net income from a property. In the long
run, the burden of any tax increase resulting from this alternative would generally
fall on the owner of the mineral rights to the property, since this would ordinarily
be the least mobile factor of production. In the short run, the burden of the tax may
fall on other parties (e.g., operators of the production facility, workers in the produc-
tion facility, consumers of the product), since there may be fixed or contractual rela-
tionships that cannot be altered in the short run.

H. Repeo. the Possessions Tax Credit

A United States corporation operating in Puerto Rico or any U.S. possession may
claim the possessions tax credit instead of the foreign tax credit (the possessions tax
credit is referred to as the Section 936 credit). The possessions tax credit effectively
exempts income sourced by a U.S. corporation to Puerto Rico or another U.S. posses-
sion E'om U.S. corporate income tax. This ternative would repeal the possessions
tax credit for taxable years beginning after December 31, 1992.

REVENUE EFFECTS

[Bions of dolars]
1993 1004 1008 1006 107 100397
Repeal possessions tax credit ...... 1.7 31 33 34 36 15.0

A U.S. corporation may elect to claim the possessions tax credit if at least 80 per-
cent of its groas income for the last three years is sourced to Puerto Rico or another
U.S. poesession and at least 76 percent of this income is from the active conduct
of a trade or business. The possessions tax credit is intended to promote employ-
ment in Puerto Rico and other U.S. possessions, and studies indicate that a substan-
tial fraction of all manufacturing employment in Puerto Rico takes place in corpora-
tions claiming the possession tax credit.2° However, one effect of the possess ions
tax credit appears to be the encouragement of the reallocation of income generated
by in(s.nfible assets (e.g., patents) to sources located in U.S. possessions. This artifi-
cial reallocation of income does not, by itself, promote employment in the posses-
sions, and may be viewed as an inefficient use of society’s resources. When viewed
in the context of revenue foregone per job created, the possessions tax credit is
sometimes considered an expensive economic development tool. For instance, a re-
cent report by the General Accounting Office has estimated that the average
amount of tax benefits received by firms in the drug industry (a major user of the
possession tax credit) in 1989 was over $70,000 per job createcft*‘

IV. POSSIBLE CONSUMPTION TAX INCREASES

A. Impose a Narrow-Based Federal Value-Added Tax

The proposal would impose a 5-percent value-added tax on consumption, with ex-
emptions for food, housing, and medical care. The proposal would be effective aa of
January 1, 1994, due to the lead time needed to implement a Federal value-added
tax. .

2 For example, see Internal Revenue Service, U.S. Possessions Corporation Returns—1987,
Statistics of Income Bulletin, Summer 1991.

91 General Aooounting Office, Pharmaceutical Industry: Tax Benefits of Operating in Puerto
Rico, GAO/GGD-82-72BR, May 1992.
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REVENUE EFFECTS
{Bilions of dollars)
1083 1004 1906 1008 1007 196307
S-percent value-added ax
on narrow consumption
[T - 47.0 707 7.0 o 287.0

A Federal value-added tax has approximately the same economic effect as a na-
tional level retail sales tax. This means that a value-added tax would discourage
consumption of the affected goods and services, and generally would encourage sav-
ing over current consumption. The burden of this tax is generally believed to fall
on those individuals purchasing taxed goods and services. en compared to annual
income, a value-added tax is regressive, since the relative burden is larger for those
who consume all, or nearly all, of their annual income. When compared to a meas-
ure of lifetime income, a value-added tax is more nearly proportional, since nearly
all taxpayers consume the vast bulk of their lifetime income.® Imposition of a
value-added tax would be expected to cause a one-time increase in consumer prices,
and hence, measured inflation. However, assuming the Federal Reserve reacted to
accommodate this price increase, there would not be an acceleration in otagomg in-
flation. Most countries have chosen to implement a value-added tax instead of a na-
tional level sales tax (even though both have very similar economic effects) since
there is less acope for tax evasion under the multi-stage collection procedures inher-
ent in a value-added tax. However, the administrative costs of starting a new tax
system would be substantial. Accordingly, conventional wisdom is that if a value-
added tax ‘is adopted, the rate should be sufficiently high (say, 5 percent) to offset
the initially large start-up costs.

B. Impos : a Broad-Based Energy Tax

The proposal would impose a 5-percent ad valorem excise tax—on a broad class
of energy purchases. Conceptually, this tax would be a retail level tax on all con-
sumption of energy (e.g., coal, petroleum, natural gas, electricity). The tax would
apply to all energy purchases on or after October 1, 1992.

REVENUE EFFECTS

[Bimons of dolars]
1903 1004 1096 1908 1097 1993-67
S-percent ad vaiorem tax on
ol energy consumption ... 134 188 174 182 19.0 846

A broad-based energ‘y tax could be justified as correcting the externality caused
by the market price of energy being below its social cost (e.g., social costs due to
pollution caused by energy consumption). The proposed excise tax would make en-

ergy purchases more costly in relative terms than other types of consumption. This = _

would encourage conservation of all forms of energy, potentially limiting emissions
of carbon dioxide, often cited as a “greenhouse gas. 'ﬁ) the extent the tax is borne
by firms that consume en in the production process, U.S. manufacturers may
be {mt at a competitive disadvantage relative to foreign firms that operate in jurie-
dictions without such energy taxes. Mitigating this potential effect, though, is the
observation that almost all other countries tax energy consumption more heavily
than does the United States, :

Generally, it is believed that much of the burden of an excise tax on energy con-
sumption would be passed forward in the form of higher prices to consumers of en-
ergy. To the extent that energy consumptiv.. increases less than proportionately
with income, this excise tax would be regressive with respect to annual income. This
larger relative consumption of energy among lower-income individuals could be the
case if these individuals are unable to easily shift to more energy-efficient heaters,
automobiles, and/or appliances.

This excise tax could be imposed as a retail level tax on all energy sales. Such
a point of imposition would have the beneficial effect of not altering relative prices

22 See, for example, Congressional Budget Office, Effects of Adopting a Value-Added Tax, Feb-
ruary 1992.
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for different e sources, thereby minimizing market distortions. However, a re-
tail level tax would entail many more taxpayers being brought into the excise tax
system than if the tax were imposed at the producer level. In this case, administra-
ve costs must be weighed against efficiency costs in choosing the point where the
tax is levied.
C. Increase Motor Fuel Excise Taxes
The excise {axes on motor fuels (currently 14.1 cents per gallon for gesoline and
20.1 cents per on for diese! fuel) could be increased gye 12 cents per gsellon. The
proposal would be effective on October 1, 1992.

REVENUE EFFECTS

[Bilons of dollars)
1003 1904 190¢ 1008 1007 1003-07
increase motor luels taxes
by 12 cents per galton ... 109 11.0 10.8 109 1.2 548

More than 25 percent of total energy consumption in the United States is attrib-
uted to transportation, the bulk of which is motor fuels consumption. Increasing the
excise taxes on motor fuels would provide encouragement for conservation of theae
energy sources, reducing U.S. dependence on imported petroleum.

Generally, it is believed that much of the burden the motor fuels excise tax is
assed forward in the form of higher prices to consumers. To the extent that motor
uels consumption increases less than proportionately with income, this excise tax
will be ref‘glreuive with respect to annual income. This larger relative consumption
of motor fuels among lower-income individuals could be the case if these individuals
drive less energy-efficient automobiles. To the extent that consumption of moter
fuels is larger in some regions of the country than others, this proposal might be
considered regionally non-neutral. For example, it is often asserted that residents
of western States drive much greater distances than do residents of more densely
populated eastern States.

n increase in the tax rates for motor fuels that is intended to promote conserva-
tion might have its effect blunted somewhat if the various exemptions for motor
fuels taxation are maintained. For instance, State and local government use of
motor fuels is tax-exempt, as is off-road use (e.g., farming). It might be appropriate
to extend the increase in motor fuels taxes to these currently exempt uses.

D. Increase Excise Tax Rates on Alcoholic Beverages

The proposal would increase all alcoholic beverage excise taxes to the equivalent
of $16.00 per proof gallon, effective on October 1, 1992.

REVENUE EFFECTS

[Bilons of dollars)
T TTied ] o0 | Tiees T g 1008 1997 1003-07
Increase excise tax rates on alt al-
coholic baverages b $16.00 per
proof gallon equivalent ............. 5.0 49 49 49 5.0 235

Current Federal excise taxes on beer and wine are significantly lower than the
tax on distilled spirits on an equivalent alcohol content basis. The current tex on
distilled spirits o? $13.50 per proof gallon is a tax of about 21 cents per ounce of
alcohol. This compares to a tax rate of about 10 cents per ounce of alcohol for beer
(assuming an average alcoholic content of 4.5 percent for beer) and a tax rate of
about 8 cents per ounce of alcohol for table wine (assuming an average alcoholic con-
tent of 11 percent for table wine). A tax of $16.00 per proof gallon on all alcoholic
beverages would result in a tax of about 25 centa per ounce of alcohol.

Studies have indicated that the direct and indirect social costs (“external costa”)
from alcohol consumption are much higher than the revenues currently generated
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from alcohol excise taxes.®® Increasing the alcoholic beverage taxes could help dis-
courage consumption of alcoholic beverages and reduce some of the external costs
of alcohol consumption.®4

Although excise taxes are generally viewed as regressive, the alcoholic beverage
taxes are imposed on discretioner{l purchases as compared to necessities for lower-
income persons. From a public policy perspective, it could be argued that alcoholic
beverage taxes should be imposed at equivalent rates based on alcohol content, since
the major tyres of alcoholic beverages often are substitutes for each other.

In addition, the excise tax on alcoholic beverages could be indexed for future infla-
tion. This alternative proposal is not reflected in the above revenue estimates.

E. Increase Excise Tax on Cigarettes

The proposal would increase the scheduled excise tax rate for cigarettes on Janu-
ary 1, 1993, from 24 cents per pack (of 20 cigarettes) to 48 cents per pack. (The
current law tax is scheduled to increase from 20 cents to 24 cents per pack on Janu-
ary 1, 1993.)

REVENUE EFFECTS

[Bions of doflars]
1903 1004 1005 1906 1007 190307
Increase excise tax on cigareties
1o 48 conts per pack ............... 29 39 38 3.8 37 18.1

The current Federal cigarette excise tax rate is imposed at a flat rate per unit,
rather than being adjusted to reflect inflation. Although the cigarette tax rate was
increased from 16 cents to 20 cents per pack on January 1, 1991, and is scheduled
to be increased further to 24 cents per pack on January 1, 1993, the effective rate
(in real terms) is still much lower than it was in 1951 (the excise tax rate for 1951
translated to 1992 dollars would be approximately 42 cents per pack).

Studies have indicated that there are significant direct and indirect social costs
(“extornal costs”) associated with cigarette smoking as well as governmental health
expencitures attributable to cigarette-related diseases.2® Increasing cigarette excise
taxes could discourage consumption and might prevent people from starting to
smoke, which would reduce long-term health coets and premature deaths associated
with smoking.

While excise taxes generally are viewed as regressive, cigarette excise taxes are
imposec. on discretionary purchases rather than necessities for lower-income per-
sons. This may ameliorate the concern with the regressive nature of this proposal.

In rddition, the excise tax on cigarettes could be indexed for future inflation. This
alternative proposal is not reflected in the above revenue estimate.

3W. Manning, E. Keeler, J. Newhouse, E. Sloes, and J. Wasserman, *The Taxes of Sin: Do
Smokers and Drinkers Pay Their Way?,” Journal of the American Medical Association, Vol. 261,
No. 11, March 17, 1989.

M Philip Cook and George Tauchen, “The Effect of Liquor Taxes on Heavy Drinking,” Bell
Journal of Economics, Vol. 13, No. 2, Autumn 1982.

38 Manning, et al, “The Taxes of Sin: Do Smokers and Drinkers Pay Their Way?”
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PREPARED STATEMENT OF JOHN H. MAKIN

Mr. Chairman and Members of the Committee, thank you for allowing me to tee-
tify on the important subject of the long-term economic implications of the federal
budget deficit and to offer rome comments on the General Accounting Office report
E‘nﬁ od Budget Policy: Prompt Action Necessary to Avert Long-Term Damage to the

conomy.

I am attaching to my teoﬁmo;g today a recent analysis I conducted of U.S. fiscal -
policy that contains more detailed material that underlies my brief statement before
the committee today. Beyond that I am burdened with some strong pre-dispositions
about the long-run role of debt and taxes in the American economy, just having com-
pleted a book on that subject with my colleague Norman Omstein.

Here I would like to characterize briefly my views on the primary issuee raised
in your letter of invitation to testify. I view budget policy as something with modest
potential to reduce economic fluctuations or to smooth out business cycles with rel-
atively little impact on the lot;%mn trajectory of growth. Tex policy provisions per
se, especially tax policy that affects saving and investment such as the tax treat-
ment of interest income and expense, double taxation of dividends, integration of
corporate taxes with individual taxes, and inflation indexing of the tax code are
measures with a more important impact on economic growth. The U.S. Treasury’s
recent study on integration of individual and corporate tax is a good example of
analysis of tax policy relevent to economic growth.

In order to render a professional judgment on the model of the Federal Reserve
Bank of New York relied upon by GAO to perform simulations on the economic ef-
fects of deficit reduction, I would need to examine the specification of that model.
However, as the GAO study specifically and cautiously re«x}gnizee, simulation stud-
ies, especially long-run siraulation studies are prisoners of some controversial as-
sumptions about economic behavior. Therefore, I do not think it necessary to be too
much constrained in expressing my own views by the favorable results indicated in
the FRBHY model simulations concerning deficit reduction and growth.
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Identification of the primary causes of continued federal budget deficits in the
U.S. is considerably simpler than analysis of their economic impact. The growth of
entitlements, specifically social security, medicare and medicaid are the primary
causes of the growth of structural or underlying budget deficits. By definition, since
no chan%%a in the laws that govern these programs has occurred during the period
since 1986 when the struggle with the budget deficit began, none of these programs
has been altered as part of the efforts to reduce budget deficits. Since taken all to-

other they constitute about half of total federal outlays it is little wonder that es-

orts at deficit reduction have not been successful.

Economists are not best e%:ipped to diacuss reforms in the budget process, but
I do believe that the capital-based budgeting proposed by GAO is a sound idea. In
terms of the long-run help of the economy there is a fundamental difference between
federal govermnent outlays on sound public infrastructure projects and federal gov-
ernment outlays that go largely to angment consumption.

In view of the extreme difficulty encountered by the Congress and the administra-
tion in reducing federal budget deficits, I am a auptorter of a balanced budget
amendment to the Constitution that would require that the president submit to the
Congress a balanced budget and that Congress enact a balanced budget. I am well
aware of the ability of executive and legislative bodies to get around the constraints
of & balanced budget amendment, primarily by classifying as many outlays as pos-
sible as capital outlays, but still believe that a Constitutional amendment that re-
quires a balanced budget would be useful. You can’t beat a law without a law. The
balanced hudget amendment would provide a sound legal footing to initiate changes
in legislation necessary to reduce the growth of outlays on entitlements. This step
is a necessary condition to reduce the federal budget deficit.

Beyond budget reforms, the federal government of course needs to maintain im-
portant infrastructure such as h:fhways and ports and to provide inducements for
Investment in human capital and research and development. However, the experi-
ence of the last three decades does not suggest that simply spending more money
in areas like education provides a reliable improvement in the measured perform-
ance of American students. In my view the best thing that the federal government
could do to improve education would be to enlarge the range of choices available to
parents attempting to obtain for their children the best possible education. Broadly
characterized, the American system of primary and secondary education in the gub-
lic sector displays many of the sfymptoms of a protected mono%oly that should be
eliminated. It should be possible for American families to send their children to pri-
vate schools without being fully taxed to maintain public schools that are unable
tn teach students basic reading and mathematics akilﬁ.

If the primary focus of the ongoing exercise of examining the effect of budget defi-
cits on long-run economic performance is to find ways to improve economic perform-
ance, then increased taxes cannot play a positive role. A significant increase in the
federal tax burden beyond the 20 to 21 percent of GDP that has characterized fed-
eral taxes over the past several decades would increase the dead weight loss that
inevitably is associated with the collection of taxes. If the objective is to improve
economic performance rather than increase taxes, the U.S. should complete the job
of tax reform begun in 1986 and remove the biases against saving and investment
that were left unaddressed in that tax reform.

Broadly, the case put by GAO and others against large federal budget deficits is
that they abeorb private saving and thereby reduce domestically financed invest-
ment that leads to erhanced capital formation and economic growth. Over the last
decade both large federal budget deficits and reduced personal saving by American
households have contributed to the reduction in the national aavir}g rate so that
during the 1980s when investment was strong it was necessary for the United
States to import capital {rom abroad in order to finance an increase in investment.
The result, of course, has been that a small portion of the U.S. capital stock is now
owned by foreigners who will benefit from its productivity over the years.

I believe that it would be prudent for the U.S. government to take steps to reduce
the budget deficit, primarily by reducing the growth of outlays on entitlements.
These measures would include adjustments to the indexation formulas that are used
to maintain the real purchasing power of entitlements. The consumer price index
overstates inflation for well known technical reasons and therefore the oft-repeated
suggestion to use two-thirds of the CPI inflation rate as the indexing formula for
entitlements should be seriously considered. The growth of outlays on health care
could be reduced to manageable proportions by giving tax payers above the poverty
level an incentive to self-insure. This incentive could be provided by replacing the
deductibility of health care costs with a tax credit that households could allocate on
health care as they saw fit. What households would discover, as all specialists in
health care costs know would be that modest self-insurance, say up to $1,000 of
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medical expenses a year, would greatly reduce the cost of heath care insurance. It
would also put health care consumers in the position of not being indifferent to the
cost of routine health care.

With all of the intensely negative discuasion of the economic harm from large fed-
eral budget deficite over the past decade it is important to maintain some perspec-
tive. I believe that federal budget deficits have gone on long enough at a level la:hge
enough to s st that some structural chaxfes should be undertaken to reduce the
budget deﬁcig so that the growth rate of federal debt is held to a level about equal
to the rate of real economic growth. That could be accomplished with constraints
on outlays on federal health care and retirement programs without tax increases.

I do not believe that either the balance sheet or the income statement of the fed-
eral government has reached crisis proportions. I base this belief on an analysis I
did comparing federal income statements and balance sheets with those of U.S. cor-
porations. (See detailed analysis in attached Perspective on U.S. Fiscal Policy Before
and After 1990.) Broadly the federa! government’s fiscal condition has gone from one
that is superior to most private corYorationa to one that in about equal to that of
most private corporations over the last decade during which budget deficits have
been unusually large. In view of the federal government’s ability to tax to finance
its borrowing, judged by the criterion employed to judge credit-worthiness of private
companies the fiscal position of the federal government is essentially sound but the
deterioration should be sto .

A very broad look at U.gl.’ wealth accumulation over the last six decades is also
useful in assessing the need for increased national saving. The 19308 was the last
decade when national net real wealth per capita actually fell at an average rate one
percent per year. The average growth rate of national net wealth per capita rose
steadily in tﬂe following three decades to 1.32 percent per year during the 1840’s
2.1 percent per year during the 1950’s and 2.68 percent per year during the 1960’s.
Thereafter the annual growth rate of net real wealth per capita began to decelerate
to 8209 percent per year during the 1970’8 and 1.33 percent per year during the
1980’s.

It is important to remember that although the increase in national net real
wealth per capita has slowed that, even during the much decried 19808, Americans
on average were getting wealthier from e very high base. [t may be appropriate to
liken America during the past decade to a wealthy family that decides to lower the
rate at which it increases wealth in order to undertake a higher level of censump-
tion out of current income. Obviousk;, reduced wealth accumulation means a lower
increase in the sustainable level of future consumption especially that of one’s chil-
dren. Beyond that, the ability to deal with unforeseen d.iﬂi&ulties while maintaining
levels of wealth and consumption is reduced. If one wanta to return the higher lev-
ele of wealth accretion and enhancement of future consumption levels then meas-
ures must be undertaken to increase saving and investment.

In my view the federal government’s contribution to this process would be twofold:
To reduce the growth of outlays on entitlement and to increase the probability of
succeeding in that effort by adopting a balanced budget amendment to the constitu-
tion and second to complete the tax reform process begun in 1988 by removing from
the current tax code disincentives to saving and investment.

Attachment.



Perspective on U.S. Fiscal
Policy betore and after 1990

John H. Makin

The worst thing about the 1990 budget agreement is not its failure to lower
prospective deficits. In fact, the total 1991-1995 deficit went from $857
billion in July 1990 without the highly towted budget agreemens to $1,065
billion in September 1991 with the agreement. The worst thing about this
agreement is that to get it passed, its advocates had to engage in collective
fantasizing about the links between budget deficits and the economy that
in tumn caused them to engineer modest tax increases and spending cuts
four months into a recession and thereafter to fail ever. to propose tax cuts
on income from capital or other modest stimulative measures as the
recession threatened to resume in the fourth quarter of 1991.

The 1990 agreement is accurately described by G. William Hoag-
land, ranking minority staff member of the Senate Budget Commiittee:

Along the way to an acting agreement, fundamental political,
social and fiscal policy issues were confronted. The final
political consensus needed to enact the legislation was not
achieved berause these difficult issues were resolve:d, but
rather in large measure the result of cxhaustion and conve-
nience—to bring the debate to a close and adjourn the
Congress for the year to campaign.‘

By the absolute criterion of deficit reduction, the agreement was a
spectacular failure. The baseline deficit for 1991-1995, defined to include
the social security surplus and to exclude deposit insurance, was advertised
before the deficit agreement in October 1990 at $938 billion, up $81 billion
in just three months since July. See table 3-1 for a numerical description
of the dizzying evolution of estimated budget deficits. The deficit reduction
agreement promised $479 billion of deficit reduction, leaving a total
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five-year deficit from 1991 through 1995 of $459 billion.

By September 1991 the Congressional Budget Office estimated that
the projected 1991-1995 deficit had risen to $1,065 billion. The Office of
Management and Budget projected a parallel figure of $303 billion. By
either measure, the October 1990 budget agreement was a spectacular
failure: virtually all of the advertised deficit reduction was eliminated, at
least on the surface, in just one year. Yet, judged relative to the
Gramm-Rudman-Hollings agreement of October 1995, the October 1990
agreement is typical. The Gramm-Rudman-Hollings agreement promised
to eliminate the budget deficit by 1990. Actually, the subsequent five years
from 1986 through 1990 saw budget deficits averaging 3.8 percent of GNP.
In September 1992, budget deficits by the less optimistic CBO forecasts
are expected to average 3.4 percent of GNP over the period that was to have
seenthe total elimination of the deficit. Therefore, on a relative, rather than
anabsolute, standard, the 1990 budget agreement performed slightly better
when judged by the criterion of the ratio average prospective deficitto GNP
during the five years following the agreement, than by actual outcome after
the Gramm-Rudman-Hollings agreement of October 1985. The question
remains of how the agreement will look between now and October of 1995.

Mostimportant from the standpoint of judging the effects of the deficit
is to consider its weight upon the economy. By this criterion, prospective
deficits over the next five years, at currently estimated levels, will not
produce an extraordinary drag on the economy. From 1962 to 1989 the
deficit to GNP ratio averaged 2.5 percent. As already noted, during the
1986-1990 period, deficits averaged 3.8 percent of GNP. According to
OMB and CBO forecasts duringthe summerof 1991, the deficit will average
between 2.4 and 3.4 percent of GNP over the 19911995 period (see table
3-1). In short, prospective deficits have followed a predictable pattern
since the 1970s, when the Congressional Budget Office and the Office of
Management and Budget first studied them. Over a five-year horizon, the
budget deficit, according to official forecasts, is always headed toward zero
or even toward surplus territory. After the fact, the budget deficit averaged
about 2Y% percent of GNP for the 1962-1989 period, rising to 3.8 percent
of GNP for the 1985-1990 period. Now in the 1990s in the space of just a
year, the prospectively disappearing budget deficit has atrophied back to
an average of about 3.0 percent of GNP, slightly above or slightly below,
depending on whose forecast one believes. Deficits averaging 3 percent of
GNP have not proved debilitating either for the U.S. economy or for other
advanced industrial economies over the past ten years.

A favorable impact of the 1990 budget agreement can be gauged
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TABLE 3-1
ESTIMATED BUDGET DEFICITS
1991-1995
(billions of current dollars)
Total,
1991 1992 1993 1994 1995 1991-95
Baseline, July 1990 162 179 182 177 157 857
Baseline, October 1990 199 231 209 170 129 938
October 1990 deficit 42 72 89 126 150 479

reduction
Postagreement baseline 157 159 120 44 =21 439
Baseline, August 1991 226 223 217 201 188 1,055

Mean
1991-95
Share of GNP (Mean,
1962-89 = 2.5%)
July 1990 28 29 27 25 21 26
August 1991 40 39 34 30 26 34
GNP
July 1990 5,832 6,215 6,620 7,035 7,514

Fiscal year, August 1991 5,591 5,939 6,315 6,699 7,106

NOTE: Figures exclude the Resolution Trust Corporation but include the social
security surplus.

SOURCES: For July 1990 baseline, Congressional Budget Office, Econonuc and
Budget Outlook, table I1-1, p. 32, Washington, D.C.:CBO, July 1990. For August
1991 baseline, G. William Hoagland, “The 1990 Budget Agreement One Year
After—One Year Ahead” (Paper presented at the American Enterprise Institute—
Japan Economic Foundation conference, November 9, 1991); excludes Desert
Storm.

directly by calculating the estimated revenue loss from a slowdown in
projected economic growth between July 1990 and August 1991 (table
3-2). Given the reduction in GNP forecasts (indicated in table 3-1), the
estimated revenue loss would be approximately 10.0 percent of the drop
in GNP since revenues average about 19 percent of GNP. The resulting
figures are shown in table 3-2 and sum to $301 billion for the 1991-1995
period.

In comparing these figures with the actual rise in estimated deficits
between July 1990 and July 1991, the estimated impact of the October

60-834 0 - 93 - 3
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1990 budget agreement on deficits can be measured. In total, estimated
deficits rose $208 billion for the 1991-1995 period from July 1990 before
the budget agreement to July 1991 after the budget agreement. Since
withoutthe budget agreement we estimate atotal deficitincrease (exciuding
deposit insurance, social security surplus, and Desert Storm) of $301
billion, the 1990 deficit agreement saved $93 billion over the five-year
period after 1991. During 1991 and 1992, based on the estimates in table
3-2, the agreement actually permitted some modest rise in the deficit
beyond what would have been predicted based on deterioration of economic
conditions. Indeed, changes in CBO deficit estimates from December 1990
to August 1991 readily identified $16 billion in additional outlays on
Medicare, Medicaid, employment benefits, food stamps, social security,
and other income maintenance programs. Starting in 1993, the October
1990 deficit agreement produces lower deficits than would have been
forecast given the deterioration in economic conditions over the last year
and thereafter makes a modest contribution to deficit reduction, provided
that its underlying economic assumptions are realized.

The recurring efforts to reduce deficits since the mid-1980s is
reminiscent of the efforts of a middle-aged athlete to get back to his college
weight. Normally, middle-age lifestyle and nature tend to add weight
steadily. The athletic six-footer for whom a natural entropy produces a
tendency toward weight in the 180-200 pound range may constantly set a
goal to return to 150 pounds. Projections are set during which time it is
predicted that weight to fall steadily toward the 150-pound goal. Gradually,
as weight actually continues to hover around 190 pounds a sense of failure
and loss of control overone’s lifestyle emerges. The objective reality is that
a tolerable situation, weighing about 190 pounds, continues and cannot be
changed without extraordinary effort that would involve a fundamental
change in lifestyle.

The U.S. budget deficits are not unlike a spread in the middle-aged
girth. As a mature economy that is growing more slowly than it did in its
early postwar, vibrant youth while simultaneously becoming more oriented
toward comfort and security by mandating hefty entitiement programs for
the middle class, the United States is structurally predisposed eitherto run
budget deficits or to require higher taxes. Such higher taxes have been
deemed politically impossible at the federal level as have cuts in
middle-class entitlement programs, and so the burden of raising taxes and
cutting government services has been left to states and localities.
Meanwhile, budget deficits of 2-3 percent of GNP have become as
inevitable as weight gain by normal middle-aged humans.
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TABLE 3-2

Estimated Impact of October 1990
Agreement on 1991-1995 Deficits
(billions of current dollars)
Total,
1991 1992 1993 1994 1995 1991-95

1. Estimated revenueloss 46 352 58 67 78 301

from slower growth* .

2. Rise in estimated 64 54 35 24 31 208
deficits, July 1990 to
July 1991°

Net,2-1 18 2 23 43 47 -93

a. Nineteen percent of drop in estimated GNP.
b. Excludes Resolution Trust Corporation, Desert Storm, and social security
surplus.

A fundamental question is whether with the failure to break out of a
cycle of 2-3 percent of GNP deficits, any room remains for discretionary
policy in an economic slowdown, particularly one that does not seem
susceptible to a dose of easier money. The judgment by many responsible
observers of the American budgetary scene is that tax cuts would be worse
for the economy than would measures like the October 1990 budget
agreement that slightly reduce the budget deficit or at the least do not allow
ittoincrease. Some careful judgment is required on this subject; the answer
is notobvious. Itis important, however, not to avoid confronting the question
by suggesting that any discussion of tax cuts to stimulate the economy is
out of bounds because the tax cuts would get out of control. Fiscal policy
is not viable in an environment where the administration, the Congress, or
both engage in irresponsible measures designed to increase demand when
the real requirement is to encourage growth of investment financed by a
higher level of saving.

Despite all the rhetoric, one conclusion cannot be avoided: to
stimulate the economy, a budget package must involve a larger deficit. In
1992thatinvolves answeringthe questionof whetherallowing a transitional
increase in the budget deficit of about 1 percent of GNP would be sufficient
to stimulate the economy and to improve economic performance by an
arnount that would make the action self-financing over the subsequent five
years. Such measures could be designed largely to include measures to
reduce the tax Lurdes from income on capital, widely recognized by
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economists as being too high and arbitrary. Indexation of capital gains as
well as depreciation measures and adjustment of interest income and
expense for inflation would encourage investment by lowering the effect of
the tax burden on income from capital and by relieving an undesirable
situation where the after-tax real retuxn on investment is highly dependent
on the rate of inflation over the life of ar. investment pro; ~ct. The remainder
ofthis essay attempts to undermine the notion that American budget deficits
in the 1980s and prospectively in the 1990s are disastrously high either
by historical standards, by the standards of sustainability, orin ccmparison
with other mature industrial countries. Beyond that, some comparison of
the balance sheet and income statement of the U.S. government with that
of a typical U.S. corporation is also instructive.

Fiscal Policy and the 1990-1991 Reccession

By the autumn of 1991, as the American economy lingered in a state of
near recession, the forecast for the deficit in the 1992 fiscal year that had
just begun stood at about $235 billion, excluding $115 billion of deposit
insurance outlays. Headlines boomed the total of 8350 billion. A year
earlier, a bipartisan budget agreement had been concluded after the
president had granted to an adamant Democratic Congress some modest
yetill-timed tax increases, including higher payroll and excise taxes, along
with a symbolic swipe at “the rich” in the form of a small increase in tax
rates for very high-income individuals.

Although it was not known at the time, the October 1990 budget
summit concluded its deficit-cutting exercise four months after a recession
had already begun. The agreement was concluded amid White House and

congressional cries of self-congratulation about having démonstrated an -

ability to govern. From the standpoint of encouraging a stable economy,
the only good thing about the budget summit was the predictable result
that the deficit reduction achieved during its first two years of operation
was modest. Had it been larger, as many of the principals in the budget
negotiations had advocated, the recession would have been made even
worse.
Data that appeared during February and March 1991 revealed that
the economy had been experiencing a negative annual growth rate of 1.6
percent during the fourth quarter of 1990 as Congress and the White House
labored to agree on a package of tax increases and spending cuts.
Simultaneously, theuncertainty surroundingthe buildup for military action
in the Persian Gulf caused businesses and households to put spending
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plans on hold. The annual growth rate of the economy sank even lower, to
a negative 2.8 percent, during the first quarter of 1991 as the payroll and
excise tax increases enacted in the previous fall’s budget summit took
effect.

The rapid conclusion of the gulf war caused many economy watchers
and some businesses to conclude that a consumer spending spree driven
by postwar euphoria would push the economy out of recession. The negative
annual growth rate of the economy did moderate to 0.5 percent during the
second quarter as consumers returned briefly-to shopping malls to stock
up on small-ticket purchases postponed during long hours of watching
Desert Storm on television. Businesses, anticipating a stronger surge of
consumer demand, began to increase production in anticipation of
increased consumer purchases of big-ticket items like automobiles,
refrigerators, and washing machines.

By spring, most analysts together with the White House dezclared
that the trough or the bottom of the recession had been reached in April
1991. It began to look as though the improvement in mood accompanying
the end ofthe gulf war together with a steady downward pressure on interest
rates exercised by the Federal Reserve put the economy back on a path to
steady growth.

After Labor Day, as the Congress returned to Washington from its
summer break, an uneasy feeling about the economy began to creep over
Washington. The hoped-for increase in consumer spending had flickered
over the summer, and the hum of American factories tuming cut goods for
supposedly euphoric consumers had been heard faintly, but by September
the murmur of economic resurgence had died. During their tours back in
the home districts, congressmen had discovered that the anecdotal
evidence about the economy did not square with the official picture that
an economic recovery had begun in the spring. The White House was also
geiting disquieting noises from big business while even upper-middle-in-
come white-collar households began to chime in with tales of layoffs and
bankruptcies.

The initial response at the White House was the usual jaw-boning
pressure on the Fed to cut interest rates further. But in view of the fact that
the Fed had already pushed its short-term federal funds interest rate down
from nearly 10 percent in the spring of 1989 to 5%4 percent by August, the
suspicion had begun to sink in that perhaps easy-money policy, or at least
lower interest rates, would not be sufficient to get the economy moving
again.

Into the atmosphere of uneasiness about the economy came, on

60-834 0 - 93 - 4
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October 20, suggestions from congressional leaders that some middle-class
tax cuts may be necessary to get the economy moving again. Senator Lloyd
Bentsen suggested a program of tax credits and individual retirement
accqunt incentives, while OMB Director Richard Darman hinted that the
White House might consider some stimulative measures provided that the
previous year’s budget agreement was not violated. The House and Senate
Majority leaders, Tom Foley and George Mitchell, endorsed the idea of a
middle-class tax cut. Conservative Republicans Phil Gramm and Newt
Gingrich together with Jack Kemp began to beat the drums for a capital
gains tax cut as a means to jump-start the economy.

All of the tax-cut proposals blurred when they confronted the uneasy
reality that the October 1990 budget agreement did not allow tax cuts
without offsetting spending cuts. Senator Bentsen was not prepared to
explain how revenue-neutral tax cuts, especially those designed to
encourage increased saving, would jump-start the economy when the
problem was inadequate growth of spending. The White House was not
prepared to push hard for a capital gains tax cut, which would be portrayed
by the Democrats as a present to the president’s rich friends, when
widespread layoffs continued and the president had just vetoed a
Democratic-sponsored bill to extend the period over which the unemployed
could receive unemployment benefits.

The Fiscal Legacy before the Reagan Era

This recap of budget and economic history from October 1990 to October
1991 illustrates Washington’s remarkably muddled thinking about the
relationship between budget deficits and the economy. The October 1990
budget agreement was portrayed as a tremendous benefit for the American
economy, a kind of last chance to be rescued from the etemal damnation
that befalls profligate nations. Yet, just a year later, facing a budget deficit
even larger than the one faced in October 1990, Congress and the White
House were toying with the idea of tax cuts as a measure to jump-start the
economy. Although the tax-cut proponents hastened to add that their
proposals would be revenue neutral, markets and most Americans were
rightly skeptical of the idea that tax cuts matched by spending cuts could
doanythingto jump-startthe economy. Theinfluential business newspaper,
Barron’s, described as “fiscal follies” Washington’s flirtation with tax cuts.
With monetary policy apparently not working, the need for stimulative tax
cuts meant lower taxes and larger deficits, and the bond market registered
its concern with a weakness that pushed up long-term interest rates.
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Official Washington has consistently demonstrated that it has little
conviction a. sutthe relationshipbetween budget deficits and the economy.
It took less than a year for a 180-degree change from the “deeply held”
conviction that budget deficits must be reduced for the good of the economy
to the notion that tax cuts may be just what the economy needs. Clearly,
views on the budget deficit are politically driven; in fact, politically driven
views on the budget deficit accompanied by an overlay of a questionable
economic rationale have, as we have seen, a long history in American
politics. Coupled wiln this long history is the reality that economists have
failed to provide consistent and coherent analysis of the economic effects
of budget deficits. A review of the testimony from economists and
businessmen to the National Economic Commission on the relationship
between budget deficits and the economy reveals a range of opinions
sufficiently wide to provide solace for any action that politicians may wish
to take on the budget deficit.

Both major political parties are heirs to a long tradition of cynicism
surrounding their views on budget deficits. During much of the nineteenth
century, Republicans worshiped balanced budgets as a means to justify
high tariffs that actually were aimed at protecting emerging American
industries from foreign competition. Generous pork-barrel spending
programs were devised by Republicans, especiaily after the Civil War, to
buy off resistance to the high tariffs. Eventually, the revenue requirements
of the government programs that grew up after 1870 outran the revenue-
generating potential of tariffs, and despite their best efforts to prevent it,
Republicans found themselves faced with an income tax, a revenue-gen-
erating machine with the power to expand greatly the scope of the federal
government. Faced with the income tax, Republicans suddenly became
worshipers of a balanced budget as a means to limit spending financed by
the income tax.

Democrats adhered to the balanced budget orthodoxy through and
including Presidents Franklin Roosevelt and Hamry Truman. Roosevelt
abandoned fiscal orthodoxy only inthe face of an overwhelming political reality
that some action was required in the face of a serious prolonged depression.
The depression, and after it World War 11, resulted in budget deficits and
an accumulation of national debt that would never have been dreamed of
in normal times and, had they been foreseen, would have been labeled as
sources of economic disaster. Actually, the debt accumulated by 1945,
though unequaled in the history of the nation, even when deflated by GNP,
was easily rendered manageable by a combination of generally balanced
budgets—at least until the mid-1960s—and solid economic growth.
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The Truman and Eisenhower years saw a return to fiscal orthodoxy
in the form of an effective bipartisan cunmitment to balanced bugets that
together with a surge of economic growth that was not supposed to have
accompanied laige budget deficits, sharply reduced the burden of the
deficit during the fifteen y2ars from 1945 to the election of John F. Kennedy
in 1960.

The Kennedy administration, withsometrepidationand considerable
resistance from Congress, began to contemplate the first experiments with
fiscal policy as a means to increase economic growth. Kennedy’s
willingness to discuss and even to propose measures like an investment
tax credit, initially decried and condemned by the business community,
eventually produced the first enactment of such measures. By 1965 the
Kennedy-Johnson fiscal program had convinced White House economists
that tax policy could push the long-run average growth rate to more than
4.0 percent while mitigating if not eliminating business cycles. The surge
in the economic growth rate between 1961 and 1967 to 4.9 percent, well
above the average of about 3.0 percent, formed a broad base of optimism
in Washington about the ability of the economy to support both the Great
Society and the Vietnam War.

The Kennedy-Johnson experiment with fiscal policy was not somuch
concerned with comprehensive budget policy, although it adhered to the
balanced-budget orthodoxy, as it was with the structure of tax policy. The
belief was that if tax measures were enacted to give business the right
incentive to invest, then a persistently higher level of investment would
lead to creation of more jobs and faster economic growth.

John Kennedy and Lyndon Johnson differed on the implications of
higher growth for social policy. In Kennedy’s view, expanded social
programs were conditional on the achievement of higher growth. In
Johnson’s view, once he became totally enamored of the Great Society,
these programs were so important that Americans would come to love them
and would be willing to pay persistently higher taxes—even at higher tax
rates—to finance them.

Richard Nixon, while adhering to fiscal orthodoxy and a stated belief
inbalanced budgets, did little to resist the expansion of the social programs
begun by Johnson. Far more significantly, however, he allowed huge
increases in social security benefits as part of a contest with Wilbur Mills,
the Democratic presidential hopeful who chaired the Ways and Means
Committee overseeing social security benefits. The generous expansion of

social security benefits coupled with their indexing to inflation in 1976 just
before a burst of inflation and the demographic reality of an expanded
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over-sixty-five population laid the groundwork for a massive expansion of
social security benefits that by 1983 had bankrupt the system. The 1983
social security rescue package promulgated further increases in payroll
taxes as ameans to continue the rapid growth of spending on social security
and other entitlements.

The proximate sources of large budget deficits during the 1980s and
larger during the 1990s are bipartisan, political, and economic. Somewhat
ironically, the Kennedy-Johnson experimentation with supply-sidetax cuts
for business generated a belief among economists in Washington that the
U.S. economy could sustain economic growth of about 4.0 percent. That
conviction together with the politics surrounding Great Society programs
and the growth of entitlements during the Nixon administration resulted in
legislated increases in government spending that continued irrespective of
the actual performance of the economy. The growth of spending on social
security was especially significant because it is included in the so-called
entitlement section of the budget. Entitlements that together with manda-
tory payments of interest on the debt have come to make up nearly 70
percent of total government spending are not subject to reduction as part
of deficit reduction negotiations. Laws would have to be changed to alter
the path of spending on entitlements; throughout all of the budget
negotiations since 1985, no successful effort was ever mounted to reduce
the growth of spending on entitlements.

The Reagan Era

Otherthings being equal, had the economy continued to grow at an average
rate of 4.0 percent after 1967, there would be no budget deficit today.
Indeed, if economic growth had proceeded at 4.0 percent between 1967
and 1990, along with the average inflation rate of about 6.0 percent, the
19.4 percent share of GNP that represented federal revenues in 1990 would
have produced total revenues of $1,406 billion. That would have produced
a surplus of $153 billion, given FY 1990 outlays of $1,253 billion. One
could argue that 4.0 percent growth, ratherthan the 2.67 actually achieved,
would have meant slower inflation, possibly less outlays for deposit
insurance, and less cuts of discretionary spending such as occurred during
the 1980s. Still, much of the deficit problem of the 1990s is simply the
result of government spending programs that have been legislated
permanently against thebackground of a transient surge of economic growth
during the 1960s.

The Reagan era with its supply-side tax cuts, defense spending
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increases, and relentless growth of entitlement spending caused the
political and economic debate about the budget leficit to heat up by 1985.
Ronald Reagan threw a monkey wrench into the accepted fiscal orthodoxy
with his willingness to cuttaxes and espec:ally to cut tax rates and toprovide
special investment incentives in the face of pruspective large budget
deficits. By abandoning the Republican orthodoxy o1: budget deficits and
emphasizing instead a willingness to cut tax rates ai:d taxes, Reagan
overwhelmed the wrong-footed Democratic opposmon at the Leginning of
his first term in 1981.

Democrats had never moved beyond hopes for faster growth as a
means to finance the ambitious spending programs begun under the Great
Society. Reagan caught them flat-footed in 1981 by proposing radical tax
cuts that reduced tax rates and virtually eliminated tax collections from
corporations.

At the time, Reagan’s economic advisers deflected criticism about
the prospective budget deficits by assuming a high rate of inflation in their
forecast for the next few years. High inflation rates pushed taxpayers into
higher and higher tax brackcts and inflated tax revenues. In fact, from 1976
to 1981, the surge in inflation nad pushed tax revenues from a low of about
17.5 percent of GNP in 1976 to more than 20 percent of GNP in 1981.
Reagan’s economic advisers found that with the right inflation assumptions
and by a careful postponement until 1985 of the indexing of tax brackets
that would largely eliminate bracket creep, they could predict a budget
surplus in a few years.

The Reaganfiscal revolution spawned numerous myths while offering
many useful lessons about the relationship between taxes, budget, and the
economy. Simultaneously with its initiation of the Economic Recovery Tax
Actof 1981, the Reagan administration and the Volcker Fed embarked on
a program of inflation control that was successful enough to bring inflation
well below the forecasts of its budgeteers and thereby resuit in a sharp
increase in deficits that brought the deficit from 2.6 percent of GNP during
a 1981 recession to a 5.4 percent of GNP during 1985, a year of rapid
growth,

The sharp rise in the deficit and the national debt between 1981 and
1985, even when measured as a share of GNP, was alarming enough,
especially in view of the perceived economic orthodoxy that rising deficits
were bad for the economy, to prompt Congress to begin to cut spending.
Reagan’s successful advocacy of tax cuts as good for the economy broadly
precluded discretionary tax increases as an avenue for the Congress to use
to close the deficit gz -. Payroll taxes to finance entitlement programs rose
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steadily throughout the Reagan years, and the additional burden on most
American households gave rise to numerous articles about the gap between
the rhetoric of Reagan tax cuts and the reality. Reagan capped increases
in the individual income tax and lowered tax collections from corporations
by an amount that roughly offset the huge increas=s in payroll taxes. During
the eight years of the Reagan administration, from 1981 through 1988, total
revenues were actually $140 billion higher than they would have been if
the ratio of tax revenues to GNP that prevailed between 1973 to 1980 had
continued during the Reagan years. After 1982, when the Reagan tax
measures had taken effect, individual income taxes held about steady
relative to the pre-Reagan years while the corporate income taxes averaged
about 840 billion less per year than they would have under the tax regime
of the 1970s. Meanwhile, 1981-1988 payroll tax collections were above
levels that would have flowed from 1973-1980 payroll tax rates.

Reagan’s ability to hold the line on income taxes coupled with
Congress’s concern about budget deficits led to sharp reductions in
nondefense discretionary spending, basically the social programs initiated
underthe Great Society. In 1981-1988, nondefense discretionary spending
was cut to a total of 8300 billion less than it would have been at spending
rates during the eight years before the Reagan administration. Meanwhile,
the same calculation for entitlements and other mandatory spending
showed an increase for 1981-1988 of 8360 bi]lion along with an increase
in national defense spending of $270 billion. Another category of
mandatory spending, net interest on the debt, was $422 billion higher
during 1981-1988 than it would have been if expenditures on that category
had proceeded at rates equal tc the rates during the eight years before the
Reagan administration. Broadly, Reagan’s tax cuts coupled with congres-
sional concern about the budget deficit marked anew erainthe Republican
political approach to budget deficits.

The nineteenth-century rationale of high tariffs to reduce budget
deficits followed by the budget orthodoxy of the twentieth-century, control
of spendingto control budget deficits, wasreplaced by Reagan’s preemptive
tax-cut strategy. If a popular president cut taxes and Congress continued
to believe that deficits were bad, eventually spending had to come down.
What came down was nondefense discretionary spending, the only category
of spending over which Congress had control. The difficulty with the
strategy of reducing budget deficits by cutting taxes was the 70 percent of
spending entitlements and interest on the debt that were not controlled by
Congress. The tax-cutting strategy coupled with the fear of deficits could
ultimately succeed in reducing deficits only if the congressional fear of
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deficits outweighed the congressional fear of the wrath of voters if popular
middle-class entitlements programs such as social security benefits,
Medicare, and Medicaid were cut. The test of wills came in 1985, when a
courageous group of Republican senators fashioned a deficit reduction
program that included some modest caps on the growth of social security
benefiis. During the critical eleventh hour of negotiations, Reagan sided
with the then-Democratic House Majority Leader Tip O’Neill to abandon
the package in favor of a more cosmetic approach that left entitlements
untouched. Had Reagan supported his own party in Congress in 1985, the
growth of entitlcments would have been curbed, budget deficits would have
been far below tiose actually realized, and the great Reagan fiscal
experiment of cutting iaxes to reduce the budget deficit would have
succeeded.

The president’s desertion of his own party in its support of control of
the growth of entitlements is even more difficult to comprehend when one
recalls that he had already been elected to a second and last term as
president and need not have feared the wrath of the voters. Beyond that, to
achieve an agreement on the budget package, the Republicans who then
controlled the Senate took a terrific political risk. By abandoning the
Republican senators who had supported a budget package that included
caps on the growth of entitlement spending, the president doomed many of
them to defeat in the 1986 congressional elections. As a result, the
Republicans lost control of the Senate, which they had held since 1982.

The best explanation for the president’s failure to follow through with
measures that could actually have achieved his stated long-run goal of
controlling federal spending was a distinct loss of focus in the Reagan
administration duringits second term. History has shown that foreign affairs
may have been distracting the attention of the president and the White
House staff during 1985. But had the president held a clear vision of a strategy
of tax cuts as a means to control budget deficits, the opportunity presented to
him during the summer of that year ought to have been seized, even in the
midst of heavy demands on his time from foreign policy concems.

Some Washington observers argue that the president’s unwillingness
to agree to a package with limits on the growth of entitlements went back
to the very negative reaction encountered by the White House in 1981
when the president had proposed some limits on the growth of social
security outlays. The president’s popularity plummeted in the wake of such
a suggestion, although later it recovered. The best explanation for the
president’s action in the summer of 1985 may be that he did not wish to
expend political capital on the issue of the budget in view of the need to

e AT
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conserve that capital for initiatives in other areas. Whatever the reason,
the president’s abandonment of his own party and the subsequent painful
lesson to politicians that any efforts to limit even the growth of spending
on popular entitlement programs like social security was political suicide
made it almost true arithmetically that the budget deficit problem would
not go away. Even the sharp reductions in the growth of defense spending
that begen to be enacted in 1985 were not enough.

The Post-Reagan Era

Between 1985 and 1990 the annual growth rate of spending on mandatory
programs like entitlements and interest on the debt, at 7.2 percent a v zar,
was nearly twice the 3.75 percent annual growth rate of spending on
discretionary programs.includingdefense. More starkly, inflation-adjusted
spending on discretionary programs, including defense, actually fell at an
annual rate of 3.4 percent between 1985 and 1990 while spending on
mandatory programs rose at an annual inflation-adjusted rate of about 1.8
percent or approximately equal to the modest growth rate of the real economy.

By the time the Bush administration confronted the FY 1991 budget
in the midst of the October 199G budget summit, the options for reducing
the budget were limited indeed. The politically brilliant Reagan strategy,
which had been abandoned by Reagan himself in 1985—cutting taxes to
control spending—was no longer anoption. The category of spending under
the control of Congress had already been cut nearly as much as was
politically possible. In that environment, and probably in view of President
Bush’s more orthodox views on deficits, Democratic rhetoric that spoke of
a need to raise taxes to reduce the (harmful) budget deficit gained sway.
The president was forced to concede some modest tax increases as part of
abudget summit agreement to eliminate thebudget deficit within five years.

Unfortunately, at least for the promises put forth by the budget
summiteers, the October 1990 deficit reduction package offered little in
the way of real deficit reduction until after the 1992 election and then relied
largely on optimistic economic assumptions to eliminate the budget deficit
by 1995. The perceived need to reduce the budget deficit without the
politically viable means to do so caused Congress and the president to
agree to a deficit-reduction package that included spending cuts and tax
increases as the economy headed into a recession. The notion that a fiscal
policy that implies less burdensome taxes is good for the economy had
obviously died between 1985 and 1990. Meanwhile, in October 1990,
Washington budgeteers were left with nothing but wishful thinking and a
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remarkable lack of concern about anticyclical budget policy. The need to
avoid tax increases or spending cuts as the economy was slowing down was
a principle that had been accepted even by Republicans steeped in the
balanced-budget orthodoxy since the Eisenhower tax cuts in the 1950s.

Inthe absence of any sound conviction about appropriate budget and
tax policy, both the Republican president and his Democratic colleagues
in Congress became the object of criticism by idealogues on the Right and
the Left. Steven Moore of the conservative Cato Institute published in
Febiuary 1991 a study entitled “The Profligate President: A Mid-Term
Review of Bush’s Fiscal Policy.” Wrote Moore:

Midway through his presidency, George Bush is mired in a
fiscal policy crisis worse than anyone could have envisioned
when he entered the oval office two years ago. This crisis is
the resurgence of record fiscal deficits. . . . The crisis has been
caused by an explosion of new domestic spending under Bush.
Between the time that Reagan left the White House in 1989
and the next year (FY 1992), domestic spending will have
climbed by $300 billion—from $670 billion to $970 billion.
Since 1989 the federal govemment’s domesticoutlays adjusted
for inflation have grown by an enormous 10 percent per year.
Domestic spending is expanding at a faster clip under Bush than
it did under other recent presidents typically labeled as big
spenders, including Lyndon Johnson, Richard Nixon, and Jimmy
Carter. Incredibly, Bush is on the way to being the biggest
champion of domestic spending since Franklin Roosevelt.

The Cato analysis is representative of the extreme disaffection with
Bush from the conservative side of the political spectrum attendant upon
his agreement to small tax increases during the 1990 budget summit. Cato’s
attack on the spending side is hardly substantiated by the facts. FY 1991
sawa 17.4 percentincrease inmandatory spending, includingatremendous
increase in outlays for deposit insurance while discretionary spending,
under the control of the president or Congress, rose by only 5.4 percent,
virtually a zero increase in inflation adjusted terms.

Just eight months later, in October 1991, Democratic Senators Lloyd
Bentsen and Bill Bradley were taken to task by Jeff Faux, president of the
liberal Economic Policy Institute, for proposing middle-class tax relief and
a reduction in the capital gains tax as a means to jump-start the economy.
Faux’s criticism was based on the recognition that if the tax cuts had to be
matched by spending cuts, no net stimulus would be left to jump-start the
economy. Faux went on to ask:
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What if Bentsen’s or Bradley’s tax cuts were not matched by
spending cuts elsewhere in the budgei? Wouldn't that stimu-
late the economy in the short run? The answer is yes, just as
Ronald Reagan’s tax cut driven deficits stimulated the

- economy-in the early 1980s. The result then was the string of
damaging fiscal deficits. Investment in the human, physical
and technical capital needed to support America’s competi-
tiveness in the new global economy was squeezed out of the
federal budget. Politically, Democrats .were denied the re-
sources to support broad-based domestic programs for their
traditional constituencies.

Faux then recommended stimulatingthe economy by increasingthe budget
deficit with extended unemployment benefits and by the federal govern-
ment providing emergency revenue sharing to distressed states and cities,
amounting to some restoration of the cuts in domestic nondefense
discretionary spending that had been effected over the previous decade.
He did not specify his economic rationale for the claim that s:ch measuies,
presumably financed by higher taxes, would boost the economy.

In the 1990s, as throughout the 200-year history of the nation,
discussions of the stance of fiscal policy have been largely driven by the
politics of the Right and the Left. With budget deficits nominally more than
$300 billion, conservatives are reluctant to talk about tax cuts but feel free
to complain about increases in spending even though they are not under
the control of the president or Congress. Meanwhile, potential presidential
challengers, like Bentsen from the Democratic side, talk about potential
tax relief financed by cuts in defense spending or, if push comes to shove
and the economy really weakens, by a countercyclical increase in the
federal budget deficit. Talk of tax cuts by Democrats, especially the
unforgivable mentionofa capital gains tax cut by Bentsen, enrages left-wing
commentators like Faux,who want to see the “peace dividend” devoted to
restoring the cuts in domestic discretionary spending that resulted
originally from the pressure of Reagan’s tax cuts and the fears of Congress
about the perils of deficit spending. Few care to note that the defense
buildup was financed by a buildup of debt; debt-decriers logically should
wish to use the peace dividend to pay down debt.

Comparing Federal and Corporate Fiscal Health

The American business community hasoften expressed deep concern about
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the impact of chronic budget deficits on the economy. Addressing the
National Economic Commission on November 16, 1988, James T. Lynn,
cochairmanofthe Business Roundtable, anaction-oriented business group,
expressed typical concerns of the business community:

Let me begin with some general observations. First, chronic
budget deficits pose a grave danger to our economy, to our
standard of living, to our leadership role in the world and to
the perceived community of interests which units American
society—old and young, rich and poor.’And time is running
against us. It follows that the set of issues this Commission is
considering is of historic significance.

For the sake of a broad perspective, and in view of the grave concemns
expressed by leaders of the American business community about federal
deficits and debt, it is helpful to compare the debt of the U.S. government
relative to its assets, together with its interest expense relative to its
revenues, with similar ratios for typical large corporations in the United
States.

Fortunately, the widespread criticism of the “debt boom of the 1980s”
by business economists like Henry Kaufman has led to careful studies of
U.S. corporate debt growth and interest burdens in the 1980s relative to
previous periods. A study by Ben S. Bernanke and John Y. Campbell of
Princeton University examined the ratios of corporate debt to corporate
assets and corporate interest expense to income for a sample of 643 U.S.
firms. They found that these ratios were remarkbly constant between 1969
and 1986. Bernanke and Campbell did express concern that a small subset
of businesses had taken on debt burdens during the 1980s that could cause
unusual problems in a recession. But generally, even after updating their
study for the 19861988 period, Bemanke and Campbell concluded that
although some firms in cyclical industries could encounter debt problems
in a recession, “the profession’s understanding of how capital structure
affects the economy is so rudimentary, (that] any policy changes {by the
government regarding corporate debt] should be slow and incremental.”
The two economists did acknowledge that “one attractive strategy would
be to reduce artificial incentives for high leverage, including the tax
advantage given to debt over equily and the implicit subsidization of high
leverage through the deposit insurance system.”

Bernanke and Campbell examined the ratio of corporate debt to the
market value of corporate assets from 1969 to 1988. They also examined
the ratio of interest expense to income of corporations. From 1970 to 1975
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corporate ratios of debt to assets averaged 0.3 in the Bernanke-Campbell
sample. The ratio rose to 0.32 during the 1976-1981 period, t0 0.31 during
the 1982-1986 period, and ranged from 0.3 to 0.27 during the 19861988
period. Ratios of interest expense to cash flow were on average 0.13 from
1970-1975, 0.15 for 1976-1981, 0.18 for 1932-1986, and about 0.17 for
1987 and 1988.

The two economists also performed simulations to see how the ratios
would behave in a recession. They found only a modest increase in ratios
of debt to assets while ratios of interest expense to cash flow rose as high
as 22 percentinarecession like the 1981-1982 recession, when short-term
interest rates were very high.

This study provides valuable perspective conceming the balance
sheet and income statements of American corporations. Ratios of debt to
assets have stayed very close to 0.3 over the past twenty years while ratios
of interest expense to cash flow have risen from about 0.13 to about 0.17.

Over the period from 1969 to 1991, federal ratios of debt to assets
and interest expense to revenue have risen more rapidly than the modest
increase_in the corporate sector but still remained low relative to
corporations. But the federal government does not face the same risks faced
by corporations during recessions. Although federal revenues may fall in
recession, so do interest rates. During recession, federal debt instruments
become especially attractive relative to corporate instruments because the
federal government has the power to tax and therefore can offer less risky
assets to investors than can the corporate sector. Based on the fundamental
reality that the revenues of the federal government and its assets are more
secure than those of any individual corporation, even if federal ratios of
debt asset and interest expense to revenue are similar to those of private
corporations, the federal government still has a conservative fiscal stance.

The measurement of federal debt is simple. Detailed statistics kept
on federal debt are in the hands of the public. The debt of a corporation is
also easy to measure by a glance at the corporate balance sheet, although
the market value of both corporate and federal debt may vary as market
conditions change. If interest rates rise, the market value of debt carrying
a given interest rate falls, while a drop in market interest rates raises the
market value of debt carrying a given interest rate. Some adjustments may
be necessary to respond to changes in the market value of debt although
broadly debt-asset ratios do not display a high degree of sensitivity to
alternative methods of valuing corporate debt and assets. Theoretically, a
corporation’s value should be equal to the present value of its net income
stream discounted at some market interest rate. The discount rate may be
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raised or lowered as the risk or uncertainty httached to the net income of
the corporation rises or falls.

The major asset of the federal government is the acknowledged power
to tax to finance its activities. Tax revenues have been remarkabiy stable
at about 19 percent of GNP over the past several decades. The cost of
collecting taxes is negligible, so the 19 percent represents the net income
derived from the power to tax. The market value of the power to tax at a
rate of 19 percent of GNP can be calculated as the present value of 19
percent of gross national product, discounted at:aninterest raie that reflects
the average interest rate on federal debt. In 1991, for example, the gross
national product was $5,670 billion. Nineteen percent of that, or $1,077
billion divided by 8.00 percent, a measure of the average interesi rate on
federal debt, places a value of $13.5 trillion on the federal government’s
ability to tax 19 percent of GNP in perpetuity. This is a conservative
measure since the federal government does have the power to raise tax
rates and occasionally has done so when emergency situations such as war
or extraordinary social needs have dictated.

In 1991 the net interest payments by the government on its debt
outstanding were 8196 billion. This represented 18.5 percent of federal
revenues during the fiscal year 1991.

Performing these same calculations for 1969 and 1980 reveals the
increase in the debt asset ratio and the interest expense- revenue ratio for
the federal government. In 1969 the estimated debt-asset ratio for the
federal government was 12 percent, while in 1980 it was 11 percent. The
ratio of federal interest expense to federal revenuesin 1969 was 6.8 percent,
risingto 10.1 percent in 1980. By 1991 the federal government’s estimated
debt-asset ratio had reached 20 percent while, as we have seen, interest
expense was 18.5 percent of revenues. That ratio is expected to remain
constant through 1996.

If the federal government were viewed as a corporation in 1991, its
interest expense relative to revenues would be almost identical to the
average level of interest expense relative to revenues for a typical
corporation in the private sector. Such a ratio may become a problem for a
corporation in the event of a recession or some change in business
conditions that reduces the demand for the products of a given company,
but such risks are not faced by the federal government, which can always
rely on tax revenues. Beyond that, in a recession, companies may face more
difficult financing problems in view of the risks implicit in the recession
for the viability of the business. Recessions pose no particular risks for the
federal government, however, and since federal liabilities become attrac-
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~ tive in recessions as safe havens, the federal government has a built-in
cushion for its interest costs during recession even though total revenues
may fall as GNP falls and tax revenues fall with it.

The concern expressed in the business community about the fiscal
health of the federal government may have more to do with the fact that
debt-assetand interest-expenseratios forthe federal government haverisen
inore rapidly in the past twenty years than have similar ratios for
corporations. The level of such ratios, however, makes the federal
government indistinguishable from a corporation with a conservative
balance sheet. At 20 percent, the federal government debt-asset ratio is
only two-thirds the debt-asset ratiotypical of American corporations. While
the federal government’s ratio of interest expense to tax revenue has risen
to a level comparable to or slighly above that of typical American
corporations, the far lower risk profile of the federal government more than
compensates for a one percentage point differential between its ratio of
interest expense to revenue and that of typical corporations.

Historically, the U.S. government’s ratio of interest expense to its
revenues has been below the current level, with some notable exceptions.
At the founding of the Republic in 1789, historical statistics suggest, the
ratio of interest expense to revenue for the fledgling U.S. government was
53 percent. At the end of the Civil War, the ratio was 25 percent, and at
the end of World War I, it was 20.5 percent. By the end of World War II,
the ratio had fallen to about 10 percent, partly because federal revenues
had risen so rapidly and partly because patriotic Americans lent money to
their government at interest rates well below market levels. At the bottom
of the depression in 1933, the ratio of U.S. government interest expense to
its revenues was 37 percent, due largely to a collapse in revenues attributed
toacollapseof economic activity. Still, at that time, interest rates on federal
debt fell to their lowest levels in history because the federal government
was offering a riskless asset when the debt or equity of corporations was
viewed as highly risky.

The perspective offered by a comparison of U.S. government fiscal
health with that of a typical private corporation helps to suggest reasons
for the absence of a fiscal calamity for the federal government even with a
rapid increase in federal government debit relative to GNP. If the federal
government's debt and interest expense were to rise out of control,
eventually the federal government could pay its bills only by printing
money, much as the Soviet Union did before its demise and as Germany
was forced todo after World War . The actual experienceof the last decade,
however, has been to the contrary. The Federal Reserve has pursued a
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policy of consistently bringing down the rate of inflation and resisting the
temptationto useinflationtoreducetheburden of federal debt. That burden
remains eminently manageable both in terms of flow—interest expense
relative to tax revenues—and in terms of the more fundamental ratio of
federal debt to assets.

The political stalemate in Washington that leaves nominal deficits
at levels above $200 billion and .ometimes higher is frustrating to
Americans and constraimngto the federal government regarding its ability
to pursue countercyclical fiscal poiicy While Congress and current and
future presidents must continue (o strug..le with thesc problems, they are
fai o unmanageable or ¢ sastrous in chiracter. as many observers of the
American fiscal scene ha . suggested.

Concluding Observations

The 1980 41l be s: e« a time when both corporativii, ani 1 ‘ederal
govenunent imade more -ggressive use of debt. The facis siow aat the
federal governient’s change in its use of debt was nmore radic .1 tiin -hat
in the private scrtor, but that Ly the carly 1990s th- cderal ;;overn: -nt
had reache- a fiscal state that v. ~ far from disestrui or ontn- brink of
imminent «.ilapse. Rather, its + - al problems, whiie manageaole, hed
clearly identit.zd sources. Decisivis nade previcus to the 1980 to offer
middle- <lass Ainericans generous entitlements in the form o social
security and health care. indexed o inflation, pushed up federal outlays
beyond the le /el that Aniericens wer. prepared to finance by increasing
currenttaxes | heaconumulated debtswill ave tobeserviced, and therefore
eventually eithics fo ¢ cal spending progranis will have to be reduced - -as
some such as nondce fe .=+ discretionary progiams were during the 1980s— -
or taxes will have to br raised.

Part of the debt «« cumulate dduring the 1980s- -amaximum «f about
$250 billion---was duc to the defense huildup That inay hav: beer a good
investment if it had anything to do with the cnd of the cold war, which in
tum means, given reasonable smi.s!iry in a post superpower world, that
Americanoutlaysondefense d.:rimgthe 19903 can be reduced significantly
below levels typical of the 1980s. it i< true also that America, as a mature,
wealthy nation, during the 1980s elected to -pcnd at a rate that required
an increase in borrowing from newly emergent economic super powers,
particularly Genaany and Japan io finance government spending and
private consumption and investmcnt. Viewed broadly, however, the debt
buildup is managcable although by dcfinition it implies, as would any
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reduction of a national saving rate, that the growth of future consumption
will be slower than it would have been without the debt buildup.

The recession of 1990 has shown that when the U.S. economy is
growing at a zero rate, the net importation of foreign loans can fall to zero.
Partofthe reason forthe prolongation of the 1991 recessionis the rebuilding
of balance sheets by American households and corporations as debt is paid
down by both. Simultaneously, American corporations have reduced
variable costs to a point where they can expect to be highly competitive in
global markets. ‘

The 1990s will not see a debt buildup in the private sector
comparable to what occurred in the 1980s. Nor will it likely see a deficit
as high as 6.00 percent of GNP, such as it was in 1983. The resumption of
growth sometime during 1992 will move the U.S. fiscal posture back on to
a fully sustainable path according to the criterion set forward by the
Organization for Economic Cooperation and Development. If Americans
tire enough of $200 billion-plus annual deficits, thenthey will have to
choose between higher taxes—about 10 percent higher than currently
paid—and a moderation in the growth of spending on entitlements. The
choices will emerge slowly only as Americans signal their preferences in
major elections in 1992 and beyond.

PREPARED STATEMENT OF RUDOLPH G. PENNER
8OME HISTORY

In fiscal 1992, the budget deficit will near $350 billion. It is worth asking how
we got into this sorry state.

For most of American history, there was a strong presumption that the budget
should be balanced except in times of war or receasion. This discipline did not begin
to falter until more than ten years after World War II.

On average, the budget was close to balance for the whole decade of the 1950s.
But the 19608 witnessed only two years of surpluses and by the 1970s, deficits oc-
curred every year, the average being greater than 2 percent of GDP. In 1981, a very
large tax cut was combined with an acceleration in the rate of growth of defense
spending, and as a result of the policy shift and the recession of 1982, the deficit
soared. There were some minor cuts in domestic spending, but they were far from
sufficient to control the- deficit. It reached 6.3 percent of GDP by fiscal 1983.

Alrgoet immediately after the error of 1981, the administration and the Congress
began to take corrective action. Some of the personal and corporate income tax cuts
were taken back by TEFRA in 1982, gasoline and payroll taxes were increased in
1983, and business taxes were increased by DE in 1984. In 1986, budget au-
thority for defense began to be cut in real terms, and, throughout the decade, there
was considerable stringency shown toward domestic spending. Domestic discre-
tionary spending fell from 4.9 percent of the GDP in 1980 to 3.3 percent in 1989.
There were also small tax increases in every year from 1985 to 1989.

By 1989, this fiscal discipline, combined with the effects of a very long econoraic
recovery, lowered the deficit to 3.0 percent of the GDP. There was, at that time,
same small hope that we would eventually put the deficit problem behind us.

But the economic recovery ended, healtﬁ costs exploded, and the costs of resolving
the thrift crisis placed an enormous burden on the budget. CBO’s current policy pro-
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jlggtion of the deficit for fiscal 1992 is now $352 billion or 6.0 percent of the GDP.
e three percentage point increase in the deficit relative to GDP between 1989 and
1992 can be broken down as follows: 2.0 percentage 'poi.nta are due to the receesion;
0.7 percentage points are due to the increased cost of deposit insurance; and 0.3 per-
centage points are’ due, in large part, to rapidly rising health costs, a considerable
portion of which are being offset in the short run by the peace dividend.

THE FUTURE

At firat sight, this breakdown seems reauurin%, because the recession and the
cost of deposit insurance are clearly temporary phenomena. It appears as though
the deficit will be on a rapid downward track when these problems disappear over
the next few years.

Unfortunately, the short-run problems that disappear are replaced by a severe
long-run problem that threatens to worsen the budget outlook after the middle of
the decade. That is the exploding cost of health care and its effects on the budget
cost of Medicaid and Medicare. In some recent CBO 10-year budget projections,
health costs are the single moat important reason that, after reaching a low of 2.4
percent of the GDP in 1996, the deficit begins a steady upward march to 4.0 percent
of the GDP by 2002. The Administration has not done 10-year projections, but their
ig;;lar projections show that the deficit outlook fails to improve between 1996 and

Needless to say, long-run budget projections tend to be highly inaccurate, but al-
most always because they are too optimistic. It is particularly distressing to see pro-
jections of a worsening deficit after 1996, because the late 19908 should be the best
of times for the Federal budget. The projections assume that the economy is neari
full employment at that time and tlgat the nation will have enjoyed a substantia

eace dividend. More important, demographic conditions are highly favorable to the
‘ederal Budfet. Current (i)!tr)‘licy implies that by the mid-1990s, over one-half of
noninterest domestic spending will be going to the elderly., The elderly population
B'ill be growing very slowly at that time because of low birth rates during the Great
epression.

Ilf)' the deficit outlook is worsening during the best of times for the Federal budget,
one must worry a great deal about what happens when the demographic situation
begins to worsen rapidly with the retirement of the baby boom generation after
2010. That will occur in combination with very slow labor force growth rates be-
cause of low birth rates starting in recent decades. The burden imposed by increased
social security pensions is not severe economically, but it will require substantially
higher taxes or program cuts elsewhere and the political difficulty of enduring this
burden may outwelqh the economic burden. The increased burden of providing
health care to the elderly, assuming no radical reform of the health care system,
is, however, so severe economically and politicalli that it is difficult to imagine con-
tinuing far into the 21st century with anything like our current health system.

The GAO Report suggests deficits will grow to 20 percent of GDP by 2020 with
no ¢ e in policy. It was noted above that no budget projection, even one for one
year, is ikel%vto be very accurate. However, there is nothing implausible about the
GAO result. We know with virtual certainty that during the retirement of the baby
boom, current policy implies deficits very much larger than the massive deficits ex-
perienced in the 1980s,

THE DEFICIT AND ECONOMIC GROWTH

The effect of the budget deficit on economic growth is not an easy topic. There
are considerable differences in how various economista interpret the problem. I be-
lieve, however, that the GAO approach represents the majority view. I have put the
basic theory in my own words in what follows.

If the American economy were totally insulated from the rest of the world and
if the budget deficit decreases nationa{ saving roughly dollar for dollar, it would
then reduce investment in the United States roughly dollar for dollar, because sav-
ir;g is necessary to provide the resources for investment. That means that it would
reduce the stock of machines, housing and other structures available to American
workers. With less capital to work with, worker productivity falls, real wages there-
fore fall, and the standard of living is lower in the future. desire to spend more
than we pay for can only be satisfied at the expense of our children.

The story changes significantly when it is assumed, more realistically, that the
United States is not insulated from the rest of the world, but is closely integrated
into the world economy. If the United States saves less because of a budget deficit
and interest rates begin to rise, foreigners will begin to invest more in the United
States in order to take advantage of the higher interest rates. In other words, for-
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eigners will replace some of the American savings destroyed by the budqlet deficit.
Consequently, investment, worker productivity, and future standards of living will
all be reduced less because of our ability to draw on foreign capital.

The United States will have to pay interest and dividends on the mon};f inveated
t)g foreigners and this will be a drain on the living standards of our children, but
the damage done to American Froducﬁvi:‘y and growth is much less if foreign sav-
inge are available to make 1‘xp or the deficit than if the deficit reduces investment
in the United States dollar for dollar. We even obtain some tax revenues from the
cag‘ihtal income going to foreigners.

e response of foreign investors will reduce the effecta of the deficit on American
interest rates. This is probably one reason that it is so difficult for economists to
find an empirical relationship between deficits and interest rates. Any relationship
that remains can easily be overwhelmed by other factors, such as changes in mone-

AR

e link between the deficit and economic growth can be broken in a number of
ways. If an increase in the budget deficit stimulates real economic activity by stimu-
lating aggre&ate demand, there will be increased private saving out of increased in-
comes and there will also be a greater incentive for private investment if demand
is strong. Therefore, for the basic story to be true, monetary policy must counteract
any effect of the deficit on short-run economic activity, or the economy must already
be working at full capacity, or fiscal policy must have little effect on economic activ-
ity. The last assumption is accurate if the foreign investment sucked in by the in-
creased deficit so increases the value of the doﬁ.‘;r that the trade balance deterio-
rates significantly and offsets any effect of the budget deficit on economic activity.

It should also be noted that the deficit financing of public investment that pays
& high rate of return should not be defined as a reduction in national saving. How-
ever, it may not be quite as easy to find public investment opportunities paying high
rates of return as some of the recent discussion of an infrastructure protllem would
seem to imply.

Another argument breaking the link between deficits and growth comes from a
few economists who argue that Americans are wise enough to know that an increase
in the deficit now is likely to require a tax increase later to service the increased
public debt. They will therefore increase their private saving to offset the increased
fubh'c deficit, so that they or their descendanta will have sufficient resources to pay

or future tax increases. That would imply that the deficit has no effect on long-term

economic growth or short-term economic activity. Most economists believe, however,
that Americans are neither well informed enough nor altruistic enough toward fu-
ture generations to offset much of the effect of the government deficit on saving.

Assuming that the standard story is more or leas correct, the deficit's effect on
living standards accrues very slowly, but it compounds into significant amounts over
long time %eriods. For example, the deficit relevant to national saving is expected
to be $266 billion in 1992, This deficit concepl is smaller than the better known uni-
fied deficit, mainly because the outlays on deposit insurance that are included in
the latter do not affect national saving when they occur. They are simply a transfer
of assets that reflects the settlement of liabilities that accrued in the past. The li-
abilities reflect a terrible waste of national saving that occurred when lenders were
financing inefficient projects. Other accounting adjustments are made to the unified
deficit to arrive at its effect on national saving, but they need not be described here.

A reduction of $266 billion in national saving amounts to about 1% percent of the
nation's private wealth. If the physical capital stock is reduced by this amount, the
type of growth model used by GAO implies that the loss in production would be
about 0.5 percent of GDP, hardly a noticeable amount. If some of the loss of national
saving is made up by capital inflows, the loss in U.S. production and income is even
less. However, the impact compoum{s over time as lower income implies lower pri-
vate saving in the future.

The GAO uses a model developed by Harris and Steindel of the Federal Reserve
Bank of New York ! in order to estimate the effect of reducing deficits on future eco-
nomic growth. Harris and Steinde]l assume that about one-third of the fall in na-
tional saving is offset by increased foreign capital inflows and I believe that GAO
‘makes the same assumption. In one of GAO's scenarios, a balanced budget is
achieved in 2001 and maintained thereafter. Compared to following current policy
which implies almost no increase in living standards, GNP per capita is raised b
more than one-third. Not only is this difference extremely important to living stand-
ards, it may be sufficient to determine whether the United States is one of the
world's leading economic and military powers with enormous influence over inter-

'FRBNY Quarterly Review/Winter 1991, pp. 1-19.
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national events and the formation of international economic policy, or whether it is
simply an also-ran following the lead of Europe and Japan

y own judgment is that deficit reduction would be offset somewhat more by a
reduction in foreign capital inflows than is assumed by Harris and Steindel. If the
offset is greater, this would lower the wth impact of deficit reduction. However,
1 also believe that this point is overwhelmed by another assumption that goes in
the other direction. The GAO estimates assume that the pace of technological
cha.nﬁia independent of the rate of investment. If a portion of new technology can
only be exploited by inveeting or if there are other positive links between the two
variables, the effects of ¢ es in private saving and government deficits on the
growth rate will be considerably greater. I believe it quite reasonable to assume that
our store of technological knowledge can anly be éex loited if we sustain a rel-
atively high level of investment and therefore, the GAO estimates understate the
impact of deficit reduction on economic growth.

THE DEFICIT AND INFLATION

There is one danger that is mentioned only in passing by GAO that I believe de-
serves a great deal more attention. If we do very little to get the deficit under con-
trol by the time the baby boom retires, the deficit will be so large and the debt and
interest bill will be rising so fast that I cannot believe that our government will be
willing to finance the entire deficit by issuing debt. They will instead be tempted
to finance government spending by creating new money. That, in turn, implies
hyperinflation—an inflavion rate that reaches triple or quadruple digit leveﬁ or
even far beyond, as in the case of Weimar Germany.

ile hyperinflation is not a concern at current debt levels, some believe that
there is always a temptation for government to engineer a more moderate inflation
to tax away the debt and lower its interest cost. In the United States, this approach
would not work very well under current conditions. Any increase in inflation will
quickly raise nominal interest rates. Given the current maturity structure of the
ublic debt, about one-third must be refinanced every year. Therefore, the interest
ill would rice ve 1uick1y. Combined with the indexing of much of the tax and
spending sides of the budget, this means that a higher intlation rate cannot be used
to reduce the deficit, although it does reduce the deficit-GDP ratio slightly because
it increases the ratio’s denominator. However, this small advantage 18 unlikely to
rovide sufficient justification for engineering a moderate inflation. The gains from
inflation would be greater if the debt had a much longer average maturity, so that
the interest bill was not raised as quickly by an increase in the inflation rate.

THE DEFICIT AND BTABILIZATION POLICY

It is often aaid that today's large deficit prevents us from pm-posel{ increasing it
in order to provide needed stimulus to the economy. I do not think that this is an
important loss. The history of our attempts to stabilize the economy using fiscal pol-
icy is not reassuring. Indeed, the economy has probably been destabilized more often
than it has been stabilized. The recessions of 1960 and 1970 were probably caused
by abrugt shifts to a contractionary fiscal policy, and a small contractionary shock
was applied with the budget agreement of 1990 after the current recession had al-
ready started. Similagjy shifts to stimulus have often been ill-timed. The worst in-
stance occurred in 1977 when President Carter and the Congreee implemented a
stimulative package efter two years of rapid recovery from the recession of 1974.
An oil price shock occurred on top of the effects of the fiscal stimulus and of course,
inflation soared.

Although the loss of flexibility to operate a countercyclical policy may not be im-
fortant the deficit and the huge interest bill that it has engendered clearly reduce
he abifity of the Congress to address the long-run needs of the nation, whether
through spending programs or new tax incentives. It is no exaggeration to say that
the deficit has paralyzed budget decision making.

S8OLVING THE PROBLEM

Those economists, who think it important, typically have their-own favorite list
of options for reducing the deficit. It is clear that it cannot be done politically with-
out diatributing the pain widely throughout the population. To the extent that tax
increases are required—and they will be—economista usuallﬁ take exactly the same
position as you did Mr. Chairman, during the tax reform effort of 1986. That is to
say, they favor the elimination of tax preferences or base broadening over tax rate
increases or new taxes. That is because base broadening devices tend to be more
efficient in that they reduce the extent to which the tax system dietorts the use of
economic resources and they are more equitable in that they further the equal tax
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treatment of those earning equal incomes. Of course, any tax preference that sur-
vived the onslaught of tax reform in 1986 has considerable political staying power.
Most of those remeining involve owner occupied housing, tax free fringe benefits,
and the tax preference given government benefits such as social security.

On the spending side cuts should be concentrated on consumption-type items,
such as mic&ele class entitlements rather than on investment-type items such es in-
frastructure spending. Of course, almost all middle class entitlements go the elderly
and that makes them very difficult to cut.

Any solution to the deficit problem is politically difficult, because the pain is im-
mediate while the rewards are far in the future. I worry that our current institu-
tions are not up to the task of taking on this political challenge. It is often alleged
that we lack leadership, but leaders need power to be able to function. I fear that
the reforms of the early 19708 went too far in decentralizing power in the Congress
and in depriving the president of power over the budget. I would restore some of
the power earlier enjoyed by the Congreasional leadership and committee chairmen.
I would also give the president more power not to spend appropriated funds and
the power to veto budget 1esolutions.

None of this would guarantee progrees on the deficit, but it would reduce the ex-
tent to which the leadership has to bargain with 536 individual legislators—an al-
most impossible task practically.

On another process issue, you asked whether I favored GAO’s “developmental in-
vestment budget.” I believe that the Congress should be kept up to date on the path
of public investment, and in fact, the president’s budget provides a very large
amovnt of information on this issue.

I would not like to see capital budgeting become a formal part of the budget proc-
ess, however, in the sense that the Co ss would actual’ly vote on a target for pub-
lic investment. The budget process is already far too complicated and time consum-
ing. It needs simplification rather than more complexity. Moreover, economists are
not very good at precisely differentiating capital from operating spending. Without
a precise d-finition that might diacipline the system, it is likely that more and more
arending items would be defined as capital investment, because it would be argued’
that it is permisaible to borrow to finance these items. The prospects for deficit re-
duction would become even more remote, if that is possible.

It should be emphasized that no process reform will solve the problem if the will
does not exist to make the very hard choices t¢ cut spending and raise taxes that
deficit reduction requires. That is certainly true of the proposed constitutional
amendment to balance the budget, if it is passed devoid of any enforcement mecha-
nism. Budget accounting rules are very loose and easily circumvented as we have
seen at the state level where they have created off-budget agencies and used every
accountin{ gimmick known to man. Government intervention can, of course, avoid
the budﬁ altogether. There is little accomplished through taxing and spending that
cannot accomplished through mandates and regulation, albeit much leas effi-
ciently. That is not to say that the balanced budget amendment would have no ef-
fect in reducing deficits. The prohibition amendment apparently reduced the per
capita consumption of aicohol. But the cost was enormous and the constitution was
demt::ged. The same result will follow if the balanced budget amendment is ever
enacted.

SUMMARY AND CONCI,USIONS

Large deficits in times of peace and prosperity are a relatively new phenomenon
in American history. Although there has been an upward trend in deficits for most
of the t World War II period, they were not really large until th= 1980s. The
record breaking deficit in 1992 is, in part, the result of temporary factors—the reces-
sion and deposit insurance. But once these problems are behind us, a longer-run
problem will prevent the deficit from improving to satisfactory levels. That is the
soaﬁnﬁoet of health care.

In standard economic theory, the harm done by deficits occurs gradually, but it
accumulates to very large amounts. It can be mitigated by foreign capital inflows,
but it cannot be eliminated altogether. The $2 trillion in debt accumulated over the
past decade may now be havﬁf a noticeable effect.

The ultimate risk posed by deficits is that they will cause hyperinflation when the
public debt becomes so high that further borrowing is deemed undesirable, and
spending is financed with money creation. We are far from that point today, but cur-
rent g;)hcy implies that the debt will continue to outgrow our income for the foresee-
able future. If that occurs while we are experiencing an economic recovery, a consid-
erable peace dividenrl, and an unusually slow growth in the retired population be-
cause of low birth rates during the Great Depression, one must wonder what will
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occur when the baby boom starts retiring in the early 21st century given that al-
ready almost one-| of noninterest domestic spending goes to the elderly.

By far the greatest damage being done by deficits today involves their effect on
economic growth. Some also complain that they have deprived us of our power to
stimulate the economy during times of recession. That is not, however, an effect of
deficits that I deplore. We have been so unskilled in the past in our attempts to
d::?‘n stabilizing fiscal policies that I believe that we have done more harm than

good.

Ultimately, significant cuts in program spending and increases in tax revenues
will be required to make progress on the deficit. Economists have suggeeted many
options, but the political barriers to their adoption have been insurmountable. This
is true, even though it is my strong impression that a large majority of tcday’s Con-
gress believe that large deficits are undesirable. That leads me to believe that there
are institutional barriers to reform. I think that we have to give our leaders more
power to impose painful solutions on their followers. The orgauizationnl reforms of
the Congress in the 1970s diffused power too much and the earlier budget reforms
left the president with too little influence over the budget. But correcting these
problems will not be enough to guarantee a solution to our budget woes. Certainly,
amending the constitution to require a balanced budget will not work. It will still
take strong leadership to accomplish to solve the budget problem. Improving the
tools is not enough. They must bz wielded with ¢ urage and skill.

Causes of the Change in the Deficit,
198¢ to 1992, as a Percent of GDP

Percent

3.0

Tota! Change Deposh ‘nsurance Business Cydle Other

PREPARED STATEMENT OF ROBERT D. REISCHAUER

Mr. Chairman and Members of the Subcommiitee, [ appreciate the opportunity
to appear here to discuss how budget deficits affect long-term economic growth.

e Congressional Budget Office agrees with the Government Accounting Office
and most economists that large persistent federal deficits dampen the rate of pro-
ductivity and economic growth. Ultimately, deficits of the sort this country has expe-
rienced for over a decade keep living standards from attaining the level they could
reach if the deficits were smaﬁer. The ;roblem is all the more pressing because the
deficits occur at a tirie when other factors—low private saving rates, the slow
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growth in productivity, and demographic trends-—will also tend to restrain the im-
provement of living standards.

Policymakers as well as economists widely recognize these arguments. But rec-
ognizing and understanding a problem is not the same as doing something about
it: after more than two decades of discussion and procedural changes, we still do
not have either agreement on the policy changes necessary to cut the deficit or the
procedures that will effectively bring about a bud%et close to being balanced.

Many are now determined to try another procedural innovation: enshrining a bal-
anced budget in the Constitution. I fear that the constitutional approach could di-
vert at‘ention from the fundam.ntal job of deciding what spending is to be cut or
what taxes are to be increased. Inevitably, theae decisions must be made, with or
without a constitutional amendment. Nevertheless, | am sympathetic with the un-
derging t:im of the amendraent—namely, to keep the need for deficit reduction at
center stage,

LOWER GOVERNMENT BORROWING WOULD INCR'ZASE GROWTH

Without a doubt, reducing government borrowing will reap very real lon%-run ben-
efits. Lower deficits would encou-age economic growth in the long term by raising
net national saving and investment, and would reduce borrowing from foreigners.
From an accounting point of view, any reduction in the deficit—provided it does not
come out of government investment—is a reduction ir. government dissaving and,
therefore, an increase in national saving.

Although some analysts are concerned that private saving will decline as govern-
ment diseaving drops, the offset is not likely to be particularly large. Studies indi-
cate that reducing e deficit by one dollar might reduce private saving by 20 cents
to 40 cents, which implies that national saving will inicrease by 60 cents to 80 centa
for every dollar of deficit reduction. ! More net investinent and lower borrowing from
foreigners, both of which depend on increased national saving, will eventually per-
mit a higher standard of living.

Deficit reduction will also promote long-term econemic growth by providing a
more stable environment for financial markets. Participants in the bond, stock, and
foreiyn exchange markets carefully treck the government's demands on credit mar-
kets; they react adversely to news that reflects a continuing lack of fiscal discipline.

As deficits fall and the &o&)l of fuads available for loans to the private sector

vows, interest rates adjusted for intlation should drop. Lower interest rates will

elp to stimulate activity in interest-tensitive sectors, such as construction and busi-
ness investment. They will also aid jn making the dollar more competitive, thereby
boosting exports and helping domestic producers to compete with imports.

Because government borrowing reduces investment and slows growth in the long
run, it will impose @ burden on fulure generations, and, in w1any people’s minds,
this is the single most important reason to reduce the federal deficit. The burden
is in part reflected in the interest costs of servicing the federal debt. As you well
know, these costs have already risen from 8 percent of tax revenues in the 1970s
to 18.6 percent of revenues in 1991. The only way to reduce these costs is to reduce
federal borrowing.

Is the Deficit All that Matters for Growth?

Although the federal deficit is only one of the channels by which federal fiscal pol-
icy can affect growth, an examination of the other major chaanels—federal govern-
ment investment ancl tax policies—does not improve the outlook. The deficit tells
us how much the fecleral government’s borrowing takes out of the pool of private
saving, and thus how much it cuts into private investment. In addition, we should
look at the government’s own investment—which can be as effective as private in-
vestment in generating growth—and at the effects of tax policy on the incentives
for private saving and investment. 3

ederal Investment Spending. Rising federal deficits would not adversely affect
growth if they financed productive investments in such things as infrastructure and
education. Education is an important factor in growth. Perhaps as much as one-
quarter of the growth in output per worker from 1929 through 1982 was attrib-
utable to increased education--mostly government financed, though not by the fed-

1846 Lawrence H. Summers, “lssues in National Saving Policy,” in Gerald F Adarms and
Susan M. Wachter, eds., Savings and Capital Formation (Lexington, Mass.: Lexinginn Books,
D.C. Heath & Co., 1986), pp. 65-88; and Michael J. Boskin, “Alternative Measures of Govern-
ment Deficits and Debt and Their Impact on Economic Activity,” in KJ. Arrow and M. J.
Boekin, eds., Economics of Public Debt (New York: Macmillan, 1988), pp. 72-112.

2See Congressional Budget Office, The Federal Deficit: Does It Measure the Government's Ef-
foct on National Saving? (March 1990).
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eral government. In the past, federal spending on infrastructure has been about as
successful as private investment in promoting growth. Maintaining this record will
be difficult because the moat productive infrastructure projects—such as the inter-
state highway system—have already been completed. Nevertheless, nding on
public investment could still be as productive as grivato investment if the projects
are carefully chosen. The current and projected federal deficits do not retlect in-
creased investment spending, however. conventionally measured, federal invest-
ment as a share of gross domestic product (GDP) in constant dollare has fallen
slightly over the last 20 years, and projections for the near future indicate little
change in that share.

Changes in Taxation. Reducing the deficit by raizi!ﬁ revenues is not the only way
tax policy can improve future living standards. By influencing how much and where
people work, save, and invest, taxes also help determine how efficiently society uses
all its resources and how much of those resources are devoted to investment for the
future. In particular, for a given level of the deficit, a tax system that increased in-
centives to save or invest might enhance future output and productivity by encour-
aging more capital formation. Usually, however, the effects of such a tax system on
incentives are small or uncertain compared with the direct boost that lower deficits
give to national saving.

Standard principles suggest two broad strategies for tax design for economic effi-
ciency. First, minimize tax fﬁreferencee that subsidize narrow sectors or activities.
This step would increase efticiency by leveling the playing field—taxes would play
a smaller role in private decisions—and it would permut lower rates by broadening
the tax base. Second, make private Yartiea pay more of the cost of the resources
they use. This strategy obviously applies to narrowly provided government services
sucg as those for air, water, or highway transportation. But it could also app(liy to
broad national problems, such a& environment and energy, because pollution and de-
pendence on energ{ impose costs on ous society that are not now reflected in market
pricee of the activities that generate those costa.

Economic efficiency might also justify shifting taxes toward consumption, but de-
signing incentives to save or invest would re?.lire care. Greater incentives to save
or invest could be provided within the current tax system or by introducing a con-
sumption-based value-added tax (VAT) to replace the individual and corporate in-
come taxes. A European-style VAT is a direct way to shift the tax burden from sav-
ing to consumption without introducing new dislocations in the income tax. But a
VAT would impose additional costs of administration and com&lianee on taxpayers
and the Internal Revenue Service, and it could introduce new efficiency coats if some
goods and services are exempted. In addition, available evidence suggests that the
re?otme of aaving to changes in tax rates is small and uncertain.

ax policy might also increase efficiency by making the treatment of income from
corporate and noncorporate investment more even, but :fmn there might be prob-
lems. For example, lowering the corporate tax rate would tgsly to old capital, as
wsll as new investment. Investment tax credits or accelera depreciation sched-
ules would apgk only to new investment. But they are difficult to design if they
are to apply uniformly to all types of investment. Nonuniform treatment can some-
times lead to substantial waste. During the early 1980s, for example, the combina.
tion of accelerated depreciation and favorable treatment of capital gains is believed
to have contributed substantially to the excess of commercial construction.

It is certainly worthwhile to seek to improve the efficiency and reduce the distor-
tions of the tax system. Nevertheless, as these examples have shown, tax reform is
unlikely to offer as large an opportunity for enhancing long-term growth as would
be gained by simply reducing federal borrowing, and in that way increasing national
saving.

THE EUDGET OUTLOOK

Unless there is further legislation to reduce the deficit, howaver, the problem of
excessive government borrowing is not going to resolve itself. For a few years, it will
look as if thi are getting better: the federal deficit could fall from arcund 6 per-
cent of gross domestic product in the current fiscal vear to around 2.5 percent in
1996 (see Table 1). But this apparent improvement 1a largely the result of the re-
bound from the current recession and the swing in the deposit insurance accounts
}ogethor, these two temporary factors account for about 43 percent of this year's

eficit.

The more revealing calculation excludes these two factors and examines the
longer-range outlock. From this perspective, the standardized-employment :deficit
rises from around 3 percent of GDP in the early 1990s to 4 percent in 2002 (see
Table 1 and Figure 1). This increase will take place even with the substantial policy
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changos that will be necessary to meet the discretionary spending targets of the
Budget Enforcement. Act. As the figure shows, the standardized-employment deficit
as a pu'eontaﬁ: of potential GDP was historically high during the %‘-1991 period.
That record, however, is likely to be chnllang«{ by the sustained high deficits that
are projocteél ugh 2007.

Table 1. The Budget Outiook Through 2002 (By flscal year)

1992 1993 1994 1995 1996 1997 1996 1999 2000 2001 2002

W BNBons of Dollars
Revenues 1,088 1,373 1,262 1340 1A13 1490 1578 1685 1755 1851 1993
Outlays 1,455 1510 1,529 1543 1,602 1,726 1,843 1962 2089 2226 2376
Oeficnt 358 336 67 203 109 236 265 P 333 78 3
Sundardized-Employment
Deficns 208 198 186 e 202 245 262 ) ] 22 360 406
Debt Heid by the Public 3049 3385 3656 3865 4061 4304 4576 4879 5220 5602 €032
As & Percantage of Gross Domestic Product
Revenues 186 188 19.4 19.9 19.1 190 19.0 19.1 199 19.9 19.1
Qutlays
Dnueunonary 94 87 eS8 | 17 75 73 72 7.1 70 [ ) &7
Mandatory
Social Security 49 48 48 48 48 43 48 43 43 43 43
g'dlullledKJ'd 34; 16 7 4_2 42 44 47 49 $2 35S 9
ther 5 K . 1
Sibtoul Ao B oAt oA dE o o A
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The persistence of large deficits would cauce the debt hcld by the public to climb
to more than 59 percent of GDI’ by 2002 under current policies, up from 52 percent
today. Not since the mid-1950s (when the debt-to-GDP ratio was still heavily af-
fected by the debt burden accumulated during World War 1I) has the debt-to-GDP
ratio bean so high.

The projected long-run increase in the deficit as a share of GDP stems from an
acceleration in the projected growth in outluys that is not matched by a correspond-
ing growth in revenues. Revenues remain at about 19 percent of GDP throvghout
the projection peiiod, but outlays climb from 21.6 percent of GDP in 1996 to 23.3
percent in 2002. The growth in outlays is mostly in the government's big health care
programs, whereas diacretionary pr}?mms—defeme, international, and domestic—

adually decline relative to GDP. Moset other spending programs, including Social

ecurity, roughly preserve their 1997 shares in the out-years. Social Security bene-
fits stay at about 4.8 percent of GDP through the projection period, but they will
begin to rise rapidly a few years after 2002 as tae baby-boom generation reaches
retirement age.

These projections would be even higher were it not for the severe restraint the
Budget Enforcement Act imposes on discretionary spending through 1995. Yet,
these limits will be hard to meet. After the required real reductions of 3 percent
for 1993, the Congress will have to pare discretionary spending by an additional 4
rercent in 1994 and a further 3 percent in 1996 to comply with the act. If these
imits are not adhered to, deficits will be even greater than the haseline projection
indicates, and the task of getting them under control will be correspondingly more
onerous.

WILL THE BALANCED BUDGET AMENDMENT HELP?

Over the course of the past two decades, a number of procedural steps have been
teken in an effort to rationalize budget policy and control the deficit. These meas-
ures include the Congreesional Budget and Impoundment Control Act of 1974, the
Balanced Budget Act (Gramm-Rudman-Hollings legislation) of 1986 and 1987, and
the Budget Enforcement Act of 1990. Although they have heightened the attention
paid to budget decisions and have helped reetrain the deficit somewhat, they have
not reduced the deficit. to acceptable proportions.

The balanced budget amendmente that are under consideration are another at-
tempt to set up a procedure that will make the deficit even more central to Congres-
sional budgetary cecisions; indeed, such an amendment will make eliminating the
deficit the single most important consideration of budgetary policy. Proponents hope
that by enshrining a balanced budget in the Constitution, they will raise the stakes
and force the hard decisions about spending cuts and tax increases that have not
yet been made.

I am not sanguine that such a favorable result could be achieved for two reasons.
First, the balanced budget amendment does not do anything to make the specific
decisions to cut spending or raice taxes any easier. Second, any balanced budget
rule could too easily be circumvented. Some methods that may be used to cir-
cumvent the rule, such as creating a capital budget, have some justification. Others
would, however, be similar to the budget gimmickry and legerdemain that flour-
ished in the Gramm-Rudman-Hollings era—for example, using optimistic economic
aeadumptiom, shifting expenditures off-budget, end changingmgxe timing of receipts
and outlays.

In a capital budget, the cost of outlays for capital items in the budget would be
replaced by depreciation and thus would be spread out over a longer period of time
to account for the long-lived nature of the assets acquired. Government capital
spending may currently be disadvantaged, because its costs are front-loaded relative
to the benefits that flow from such projects. A change in the budgetary treatment
of capital spending would eliminate the up-front budget cost and thus might pro-
mote more capital inveatment. It is difficult, however, to put the concept of a capital
budget into practice, primarily because so much depends on subjective assumptions
concegning what capital isa and how it is to be measured. Capital budgets at the
state level have traditionally included only physical assets. Yet, investments in
human capital (such as education) also have long-term economic benefits, and most
economists would say they are investment just as legitimately as any physical build-
ing. Moreover, the creation of two categories of spending may increase playing
games with budget definitions, particularly if policymakers seek to have their favor-
ite programs classified as “investments,” regardless of the actual contribution of the
spending to economic growth.
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Concurrent Actions Are Needed to Achieve Fiscal Disciplire

A balanced budget amendment risks ignominious failure if it is not accompanied
by a definite plan for reducing the deficit fast enough to reach a balanced budget
in the time envisaged by the amendment. If a balanced budget amendinent is a
proved and sent to the states for ratification, the Congress will be obligated to begin
immediately to take the steps necessary to comply with a balanced budget regime.

To avoid the need to make sudden, draconian cuts in spending or maasive, abrupt
tax increases, efforts should be made to bring the deficit down substantially during
the ratification vSm—iod. Altnough this task is by no means easy—it is the problem
that has bedeviled the budget process for the past decade—it is critical. If the
amendment takes effect with the deficit still in the hundreds of billions of dollars
the Congress would be faced with the Hobson's choice of enforcing the new rule and
inducing a recession or waiving the rule from the start, which would clearly be an
inauspicious beginning for the new era.

It would be preferable for the President and the Congresa to reach a conszensus
concerning the appropriate mix of policy changes necessary to achieve the goal of
budgetary balance wefl before the effective date of the amendment. If such a consen-
sus were not reached, however, transition legislation would need to specify methods
to force a reduction in the deficit in a more automatic and mechanized way. Two
different broad paths could be taken-—granting power to the President to carry out
budgetary changes without the specific action of the Congress, or resorting to for-
mulas as was done in the Gramm-Rudman-Hollings act to effect automatic reduc-
tions if an agreement on alternatives was not reached.

Each of these paths would involve substantial constraints on the flexibility ofJ)ol-
icymakii? and a substantial alteration in the distribution of power to make budget
policy. Most analysts would not favor as a permanent diet the rigid specifications
of the budget process that would be required for the transition period. The fail-safe
procedures are too mechanical, and they would throw to the winds both counter-
cyclical fiscal policy and the automatic economic stabilizers. But just such rigidity
may be necessary to have a chance of making a successful transition to a new regi-
men of constitutionally mandated halanced budgets. Without a consensus on na-
tional goals—or drastic procedural measures that can enforce action in the absence
of consensus—a balanced budget amendment is doomed to failure.

How Big Must the Policy Changes Be?

Let me now address what it will take to comply with the amendment if a balanced
budget is required by 1997. Balancing the budget in five years is difficult but not
impoesible. For example, spending decreases and tax increases totaling $40 billion
in 1993, $80 billion in 1994, and growing to $200 billion by 1997, together with the
resulting eaving in debt-service costs, would do the trick. Over five years, the re-

uired deficit-reduction measures would total about $600 billion, which is a bit more
than 40 percent larger than the savings called for in the 1990 budget sumimit agree-
ment.

This illustrative path is based on CBO’s current economic and technical estimat-
ing assumptions and therefore igriores the effects on the economy of attempting to
balance the budget. It should, however, be fairly close to the mark. To the extent
that the deficit-reduction effort reduces overall demand and lowers income and em-
ployment, tax collections would be impaired, and the task of balancing the budget
would be made harder than those numbers suggest. To the extent that interest rates
are also reduced, however, the government's cost of borrowing would be lower, and
the job would be made easier. Although these two effects will not precisely offset
each other, the budgetary feedbacks are likely to be small.

DEFICIT REDUCTION NEED NOT CAUSE SEVERE HARDSHIP

Although deficit reduction will initially reduce the rate of economic growth, the
short-run herdship can be lessened if the reduction is carried out in a credible and
consistent way. A credible long-term plan would encourage a drop in long-term in-
terest rates, permit an easing of monetary policy, and foster a smoother adjustment
by the private sector to the changes in government spending and taxation policies.

Long-term interest rates are higher when financia] marketa anticipate large fed-
eral deficits in the future. The high rates depress investment. If the Congress and
the Administration took steps that convinced financial markets that future deficits
will be lower than currently anticipated, long-term rates would ease, thus stimulat-
ing investment. Unfortunately, the experience of the last decade has led participants
in financial markets to be skeptical of promises to reduce guvernment borrowing.
Although it is not clear exactly what actions would be necessary for a deficit-reduc-
tion plan to become credible to the markets, the actual passage of bills that specified
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particular tax increases or spending reductions would clearly be more credible than
procedural reforms.

A credible plan for deficit reduction would also permit the Federal Reserve to pro-
vide more monetary stimulus, since fiscal policy would be less expansionary and the
threat of inflation smaller. The Federal Reserve eased monetary policy in the wake
of the pa.uuie of the Budget Enforcement Act of 1990, and similar deficit-reduction
efforta are likely to encourage easier monetary policy in the futnre. Both long- and
short-term rates would therefore be lower than they would have been without deficit
reguction, and this change would offset part of the initial dampening effect of deficit
reduction.

A deficit-reduction plan that resulted in a consistent fiscal policy would also help
minimize the short-run adverse effects. Individuals, businesses, and communities
could clearly respond more effectively to deficit reduction if the long-run pattern of
federal spending and taxation policies were relatively predictable.

CONCLUSION

The budget outlook i grim, particularly given other developments in the last dec-
ade that indicate slower growth in living standards in the future. Investment and
the lonﬁ-r\m outlook for growth in labor productivity and living stande.ds have been
adversely affected by the persistently large standardized-employment deficits of the
19808, and there is no re’ief in sight. Policy changes, particalarly deficit reduction,
can improve the long-run outlook for living standards, but these changes will be dif-
ficult to make and may entail a lower level of consumption and living standards in
the short run.

The initial sacrifice could be reduced, however, if a credible and consistent long-
run deficit-reduction policy is ~ombined with an easier monetary policy. A balanced
budget amendment, by itself, is unlikely to provide sufficient credibility to mirimize
the adverse short-run effects of deficit reduction. Markets will have to be convinced
early in the process that the difficult decisions regarding specific taxes and spending

olicies are gemg made if we want to keep the short-run costs of deficit reduction
ow.

PREPARED STATEMENT OF C. EUGENE STEUERLE

Mr. Chairman and Membera of the Subcommittee: Let me begin by congratulating
both the Subcommittee for holding this hearing and the General Accounting Office
for its fine efforts to examine the long-term implications of the federal budget defi-
cit.

If there is any lesson at all that should be learned from the budget struggles of
recent years, it 1s that the primary focus of budget policy should be on the lon%nm.
If programs are designed correctly for the long-run, then the short run is more likely
to take care of itself. Budget bills that focus only on this year, or even the next few
years, are woefully inadequate. Such deficit reductions as nccurred in 1982, 1984,
1987, and 1990 did not fail because of the particular provisions of those bills: the
bills did reduce the deficit, and sometimes by aignificant amounts. Instead, the billa
failed because they did not deal with the long-run budget. Occusionally, they were
even accompanied by claims that the deficit problem had been eliminated. Then, one
or two years later, new projections would show that the budget remained out of con-
trol. Nothing conveys the lack of long-term control over the budget than GAO’s pro-
jectious that under current law expenditures would risé from 23.3 percent of GNP
to 42.4 percent by 2020 while revenues rise from 20.3 to 21.8 percent.

Regaining control over this situation will not be easy. In tfu's testimony, I would
like to enu;;gmeize three points:

(1) One of the principal dangers in the current budgetary situation is that shifts
in policy become dictated almost entirely by crises and by the decisions of previous
policy makers. In effect, we have given up control over our own ability to reapond
to today’s needs, while denying to posterity the flexibility to respond to the needs
of their own time.

(2) The primary reason for the current paralysis in policy is not the deficit per
se. The degcit is merely a symptom of the inability of policy makera to adapt to the
requirements of the new fiscal era that has succeeded the Eaﬂy Financing Era that
followed World War 1I.

b (.::]” The budget problem will never be solved until we restore fiscal slack to the
udget.
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1. A LOSS OF CONTROL AND INABILITY TO RESPOND TO CURRENT NEEDS

It is a mistake to believe that the current sense of stagnation in government re-
flects a lack of shifts in policy over time. That there are significant shifts can be
discovered simply by loo! at recent occurrences. Recently the nation decided to
repel the invasion of Kuwait at a total military cost estimated at over $60 billion
and, initially, with a high probability that both the number and the U.S. share of
the total cost would be much higher. Between 1989 and 1996, it has been estimated
that the United States will invest over $250 billion to finance the bailout of the sav-
imﬂ loan industry and tens of billions more to maintain the financial integrity
of - Recent and projected increases in government health expenditures add up
.tgﬂ set\ireral percentage points of GNP, or hundreds of billions of dollars in exceas of
inflation.

Contrast the size of these changres with the size of proposed funding for education
or help to our central cities. The President’s budget suggests reductions in education
spending relative to GNP, while with respect to problems in central cities the goal
is to find at best a few billion.

Where there are significant shifts in policy, therefore, spending is decided either
by crises, such as the coll?se of financial institutions or Ly the ways in which f})x'e-
vious policy makers have designed polic{, as in the case of health care. The deficits
that result from these runaway 5olicies eave little to confront current needs.

The danger discussed in the GAO report, of course, is that we have 8o predeter-
mined the direction of future policy—but without being willing to pay for it—that
our long-term growth rate and rate of investment are reduced significantly.

The paralysis stories of today, therefore, do not reflect a government that is to-
tally stagnant. Instead, they reveal the frustration of current policy-makers and vot-
ers that we are not in charge of our own destiny. If almost all shifts in spending
are determined either by emergencies, or by Jaast decisions, then how can we take
some share of our income for today and spend it on what we believe to be the most
important and pressing needs of our society?

II. THE NEW FISCAL ERA

For some, the recent budgetary pressures are simple to explain. A conventional
liberal wisdom holds that the deficit problems of the 1980's were due merely to the
miscalculations of 1981. A conventional conservative wisdom holds that Congres-
sional pressures for ever-expanding expenditure programs forced subatantial tax in-
creases on the nation. Like so many pieces of conventional wisdom, each contains
an element of the truth, but is mainly misleading. By the late 1970's the nation was
moving clearly into a new era of decision-making. The miscalculations of 1981, along
with continual Congressional pressures for spending, only speeded up the process.
Both budget and tax policy makers, however, have been groping for procedures and
wtx&eto operate in this new era.

r World War II, the focus of government shifted toward domestic programs.
New means of financing changing priorities were required, and the balances were
provided in four rinci?al ways.

Firet, especially in the early postwar era, there was a large, and unexpected, de-
crease in the value of outstanding government debt due to nses in the rate of infla-
tion. Interest rates on government debt often were low or negative in real terms.
Second, there was a significant decline in the size of the defense budget relative to
GNP, with exceptions for the Korean and Vietham Wars and for the slight build-
up in the 1980’s. :

The third and fourth ways of providing balance were through significant tax in-
creases. Bracket creep in the individual income tax raised individual tax rates,
while continual and little-debated increases in Social Security tax rates were often
enacted either to pay for expanded benefits, or, as in 1977 and 1983, because of a
requirement to keep the Social Security trust funds solvent.

ese four sources of “funds” for expanding domestic programs—as well as psyh;ﬁ
for legislated tax cuts—were little debated, in part because they seldom requir
legislation that identified losers ;
The Demise of the Easy Financing Period

As the nation approached the late 1970’s and early 1980's. all of these sources of
funids for expenditure or tax changes began to be reduced in importance or elimi-
nated. One or another, of course, might be available for awhile—as in the case of
social security tax increases in the 1980s and defense cuts from 1986 through the
1990’s. Regardless of possible cyclical changes, however, the almost automatic na-
ture of these sources of funds has been removed and, more importantly, together
they became much smaller relative to the economy.
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The elimination of all four of these sources profoundly affected the E:litical proc-
ess under which tax and expenditure policy proceeded. The bottom line was this:
changes in priorities had always required trade-offs, but past sources of funds to pay
for new priorities were increasingly unavailable, The nation was at the end of the
Easy Financing Period of the postwar era. Now losers had to be identified more di-
rectly. Policy makers were forced to identify more directly who would pay for the
changes sought--or to seek temporary reprieve in a larger deficit.

1. THE ELIMINATION OF FISCAL SLACK

Adding to pressures on the budget was the growth in ability of policy makers to
spend future revenues well in advance. Partly due to the incentives of the Easy Fi-
nancing Era, policy makers wrote laws in a way that removed future slack in the
gudget—slack which might allow debates over changes in priorities to be followed

y action.

Expansion by formula was sometimes a key. Formulas were set so that benefits
woulg rise over time even in &bsence of any legislation. A related phenomenon was
the growth of “entitlement” programs that coulglbe cut only through explicit legisla-
tion, as opposed to discretionary programs that require explicit annual appropria-
tions to be funded. The entitlement supposedly derived from a “social contract” to
ray future benefits on the basis of a formula fixed in the past. Allen Schick simi-

arly points to “sticky expenditures”—entitlements, obligated bonds, long-term com-

mitments—that respond only weakly to contraction policies. A number of programs
were also designed with different types of “open” commitmenta: an absence of legis-
lated limits on what would qualify for the particular government expenditure or
subsidy. For instance, many governmental loan prﬁﬁrams were designed with few
or no Jlimits on how much agencies could borrow, while Medicare and Medicaid con-
tinually accept a variety of new medical procedures that will be supported because
of the open nature of what qualifies as medical care. J\u:fi.ng from the GAO report,
these open commitments—particularly in the area of health—are primarily respon-
sible for the size of future deficits under current law.

The elimination of fiscal slack was hardly confined to the direct expenditure side
of the budget. Each of the methods of maintaining or increasing funstng for direct
expenditure programs had a parallel on the tax side. Many tax expenditures, for in-
stance, might be labeled as tax entitlements rather than die-retionary tax expendi-
tures. Except for provisions that had to be extended every few years, the level of
tax expenditure was almost never determined currently by policy makers. In a
sense, the “appropriation” for 1985 or 1989 was set by legislation enacted as long
ago as 1935 or 1954. Once an exclusion or deduction was granted for a given cat-
egory of activity, its cost would often expand along with the level of that activity
in the economy.

IV. REQUIRED ADJUSTMENTS IN BUDGET AND TAX POLICY MAKING

Policy-making institutions within the Executive Branch and Congress have only
begun to adjust to the changes being forced upon them in the new era. In some
cases, institutions have continued to act as if the country was still in the Easy Fi-
nancing Era. Thus, authority continues to be diffused across more departments of
the Executive Branch and among more committees, subcommittees, and members
of Congress. These changes initially made the trade-offs required in the new era
even more difficult to attain.

In the 1980's, the enactment of new, sometimes elaborate, and sometiraes bizarre.
budget rules was one means that Congreas chose to react to this new and inevitable
balance sheet requirement placed on specific legislation. These rules should be
viewed primarily as the means used to react to the constraints of the new era and,
thus, not the basic source of pressure on policy makers.

Given the enormous size of the prcblems reported in the GAO report, it would
be easy to be a pessimist and believe that the impasses of the recent past as to how
to achieve shifts in priorities are somehow a permanent feature of government. (Per-
haps the most important shift needed immediately is to increase net national saving
by reducing the deficit.) While there is some logic to this scenario over the short-
run, it is also destined to be wrong. Why? The demands of the population and its
sense of priorities continue to change in a rapid manner. Part of this change is due
to an expanding economy and a changing technology. We do not find it surprising,
for instance, that private demands change annuallf by several percent of total in-
come, or several hundred billion dollars, per year. It should not be surprising that
the public’s demand for government goods and services should occur at an equally

rapid rate.
F 4
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The simple fact is that trade-offs have always been required. In the new fiscal
era, they must be made differeatly. “How will they be achieved?” The answer is that
institutions and institutional processes will—indeed, must—c e to accommodate
new demands. How those institutions will chanfe is at this point highly speculative.
It will depend in no small part upon both Presidential and Congressional leadership.

My own prediction, as well as recommendation, is that ultimately the budget proc-
ess In Congreas will be strengthened eigniﬁcantfy by vesting more authority in the
leadership or in the budget or appropriations committees, while the Executive
Branch will concentrate greater power in the Office of Management and Budget and
the Treasury, that is, in those parts of the government with broad oversight over
many or most tax and expenditure functions.

Tremendous gains could be achieved by adoption of budgetary rules that focused
on long-term deficits and required the restoration of some fiscal slack. As an exam-
ple, the trustees of the Social Security System for several years have reported that
the trust funds are not financially nounc:ly for the long-run and that the situation is
getting worse from year to year. Congreass and the Adminietration could solve a
great deal of the deficit Eroblem implied in the GAQ report simply by adopting a
rule that required that these funds be kept in actusrial balance for the long run.

That we can succeed in the new era is foretold by some stories of success. Tax
reform made trade-offs that by some eatimates involved a reduction of close to $200
billion g'er year in tax expenditures. Social Security reform in 1983 made valuable
trade-offs not just for the near term, but for the long run.

The ability to make these t{pes of trade-offs, however, must now occur not only
within particular parts of the budget, such as the tax system and the social security
system, but among its many parts. Departmental, agency, committee, and sub-
committee fiefdoms must be {-rought under control. A more adaptable process also
requires that a broad range of programs be redesigned so that future growth is left
to future decision-makers, rather than determinef?ar in advance. Fiscal slack will
need to be restored. This requires taking some of the built-in growth and open-
enided features, out of many direct and-tax-exponditure programs. .. ......__.

These prescriptions—strengthening the ability of both Congress and the Adminis-

tration to deliver budget and expenditure packages and the restoration of some fis-
cal slack—are the fundamental requirements of the new fiscal era. Until these re-
forms are achieved, however, there will remain a constant shortfall of revenues both
to cover existing expenditures and to provide for new reforms. This shortfall, in
turn, will be exacerbated by some of the harms discusaed in the GAO report, incfud-

ing a low rate of investment and smaller growth in household net worth.
o
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