8. Budget Reduction

The most critical chdlenge facing the new Congress is to enact a
credible budget plan that will diminate federa deficit spending over the
next five years. We strongly urge members of Congress to pass the
balanced-budget constitutiona amendment, but even if they do not, the
federal budget can and should be balanced without a sngle penny of new
taxes by the year 2000. Indeed, this chapter demonstrates how the budget
can be balanced even if taxes are reduced by $400 billion over five years.
The $400 billion tax reduction we propose is more than twice as large as
the Republican tax proposa and four times as large as the presdent's.
(Detals of Cato's proposed tax reductions are outlined in a separate
chapter.)

Over the next flveyears the federal government will spend $8.6 trillion.
The Cato fiscal plan baances the budget with a generous tax cut by
reducing outlays by $1.1 trillion. The significant features of the Cao

budget plan are

* a5 percent acrossthe-board rescisson in all federal programs
except Social Security for the seoond half of 1995 through the end
of fiscal year 1996;

e thetermination of more than 100 federal programs and agendies,

» areduction in the defense budget to $204 billion by the year 2000
to reflect post-Cold War redlities,

e the elimination of all bilateral and multilateral foreign aid
soending;

e longterm cog reduction reforms in Social Security, such as dg-
nificantly raigng the retirement age, with the eventual goal of
privatizing the program;

» aseriesof hedlth care reforms, including cogt sharing and medical
savings acoounts; to reducetheinflation in Medicare and Medicaid;
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e a plan to end the federal government’s failed role in wdfare
by turning all public assstance programs over to the sates and
private charities,

» the privatization of at least $100 billion worth of nonenvironmen-
tally senstive federal lands, oil reserves and other federal assets,
with the proceeds usad to lower the national debt and interest
payments,

The Washington Spending Juggernaut

Government was never supposed to even gpproach the sze that it is
today. Most of the activities of government today—from dairy subsidies
to urban trangit grants to middle-income transfer payments—would have
been inconceivable throughout most of American history. That point is
underscored by Figure 8.1, which shows the expansion of the federa
budget and taxes in the 20th century. Red federa outlays climbed from
$8.3 hillion in 1901 to $255 hillion in 1960. Outlays will be $1,510 hillion
in 1995. Government spending is growing so much more rapidly than
inflation that, if federal outlays had been restrained to the consumer price
index over just the past 20 years, Americawould now have a $250 billion
budget surplus, rather than a $200 hillion deficit.

Figure 8.1
Real Federal Taxes and Spending, 1901-93

$1,600,000
$1,400,000 7 —— Receipts
$1,200,000 —— Outlays

$1,000,000-
$800,000 1

$600,000 1

Millions of 1993 Dollars

$400,000 4
$200,0001

— e o e e o e = e pm e e e R eE e e = = = = =

Source: Budget ofthe U.S. Government—Historical Tables, FY 1995, Table 1.1, pp. 13-14; Economic Report
ofthe President, February 1994, Table B-59, p. 335; and Bureau of Labor Statittics.
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Of course, the nation is much larger today than in earlier periods, so
one would expect government also to be bigger—though not proportion-
ately s0. Figure 8.2 shows the per capita red leve of federa spending
over time. Even when adjusting for the growth in population size (and
inflation), government expenditures (in 1990 dollars) have mushroomed:
the federa government spent $110 per person in 1900, $2,100 in 1960,
and $5,030 in 1994.

Even as a share of total economic output government has reached an
unprecedented size. Figure 8.3 shows that federal spending consumed less
than 5 percent of total output in 1900 and 18 percent of tota output in
1960; it now consumes about 23 percent of nationd output. With State
and locd spending added, government consumes roughly 35 percent of
gross domestic product.

Contrary to the rhetoric from Washi ngton about tight budget caps and
fiscal restraint, federal spending has acceerated rapidly inthe Bush-Clinton
era. The federa government is one-third larger today in red terms than
when Ronald Reagan |efttitleWhite House.

Figure 8.2
Real per Capita Federal Outlays, 1800-1994
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SOURCE Tax Foundation, Factsand Figureson Governiment Finance, various years; and Budget of the United
Sates, Historical Tables, 1994.
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Figure 8.3
Federal Oullays as a Share of GDP, 1900-93
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SOURCE: Tax Foundation, Facts and Figures on Government Finance, various years, and Budget ofthe United
Sates, Historical Tables, 19%4.

Clearly, there is room for substantial budget reductions over the next
five years without even touching the most paliticaly sengtive programs.

The Clinton Budgef: Myths and Reality

Almost everything that is written and said about the federal budget
these days is false or mideading. Most notably, federa spending has not
been restrained; the budget deficit is not on a downward path, and recent
budget agreements have not worked. An accurate interpretation of recent
budget developments leads to the following conclusons.

1. The long-term deficit outlook is very discouraging. The Congres-
sond Budget Office forecasts a federa deficit of $284 hillion in
FY2000, $322 billion in FY2002, and $441 hillion in FY2005. The
cyclicd fall in the deficit this year does not lessen the magnitude
of the longer term emergency.

2. The 1990 and 1993 budget deds were failures. The deficit has
been higher than the Congressiona Budget Office forecasted when
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Reagan left office for every single year from 1990 to 1995—and
those forecasts assumed no new taxes. Almos dl of the deficit
reduction since 1992 is attributable to three factors. (a) the one-
time sde of assets and properties acquired by thefederal government
during the savings-and-loan criss of the late 1980s (that alone has
accounted for about $75 hillion in deficit reduction in recent years),
(b) reductions in the military budget resulting from the end of the
Cold War, and (c) the cyclical economic recovery.

. Domedtic spending has vastly expanded during the Bush-Clinton
era. Red domestic spending has grown by some $200 hillion, or
nearly 30 percent, snce Ronald Reagan left office. If Presdents
Bush and Clinton had succeeded in smply holding domestic spend-
ing to the rate of inflation over the past seven years, the budget
would be in surplus this year.

. Unless there is amajor correction, federal spending WI|| continue
to climb rapidly through the end of the century. The federal budget
is expected to expand by $450 hillion through 2000 and $670
billion through 2002, as shown in Figure 84. From 1996 through
2002, federal outlays will gpproach $13.5 trillion. That is amassive
spending buildup at atime of supposed budget austerity.

. Tax increases to baance the budget are counterproductive. Federd
revenue growth over the past five years, even after two large tax
increases in 1990 and again in 1993, has been no grester than was
expected in 1989 without tax hikes. In fact, federal revenues have
been climbing at a dower pace in the 1990s with two tax incresses
than in the 1980sfollowing Reagan’s incometax cut. Tax increases
a0 tend to have no impact on the deficit because, as studies
indicate, higher taxes encourage higher spending.

. Economic growth is anecessary condition for deficit reduction. Pro-
growth tax policies such as marginal rate reductions and substantial
regulatory rollback measures, would contribute to deficit reduction.
Conversdy, anti-growth policies, such as higher marginal tax rates,
inflationary monetary policy, and more stringent business and labor
regulation, would dow growth and raise the deficit.

. Both the administration and the Republicans in Congress arewrong
to cdl for increased military spending. The Cold War redly is
over. We won. The Soviet Union is in dissolution. The United
States now faces no significant military threat anywhere in the
world. The $270 hillion that the Pentagon will spend this year is
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Figure 8.4
Federal Outlays, 1994 and Projections through 2002
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SOURCE: Congressiond Budget Office, TheEconomicand Budget Outlook: Fiscal Year 1996-2000, APrelimi-
nary Report, January 5, 1995, Table 4.

more in red dallars than John F. Kennedy spent on the Defense
Department at the height of the Cold War. It is five times more
than is spent by any other nation. As an integra part of an overall
deficit reduction strategy, defense spending should be reduced to
roughly $204 hillion by the year 2000.

8. Federd spending onthedderly isgrowing at afinancialy unsustain-
able pace. For obvious palitical reasons, Congress and the president
would like to ignore the two largest entitlement programs in the
federal budget: Socid Security and Medicare. That makes long-
term deficit reduction a virtual impossbility. Federd entitlement
gpending is doubling every eight years. That trend is unsustainable
and, worsg, it is expected to accelerate in the next century as a
result of the aging of the baby boomers. Reforms must be st in
motion today. The Kerrey Commisson draft report made severd
sengble recommendations—such as raisng the retirement age,
indexing benefits, meanstesting for Medicare, anddlowingworkers
to place some of their Socid Security tax payments in individua
retirement accounts.
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9. A gdgnificant part of federal spending generates benefits for high-
income people and busnesses. Programs that benefit the wealthy
and politically well connected corporations should be specid targets
for termination. At least $30 hillion of spending could be diminated
annualy through such an approach.

10. Hundreds of domestic programs are no longer necessary, and many
“never were. They should be abolished. Nearly $100 hillion a year
IS spent on domestic programs that have been identified as candi-
dates for termination by such independent agencies as the Congres-
sona Budget Office, the Generd Accounting Office, the Grace
Commission, and even Presdent Clinton himsdf in his first two
budgets. They survive, not becausethey serve any national interest,

but because of political or parochial considerations.

The Moral Imperative for a Balanced Budget

Congress has not baanced the federal budget in any of the past 25
years. Why should lawmakers now be required to balance the federd
budget and keep it in balance?

There are many flawed arguments for a baanced-budget amendment.
For example, there s little evidence that deficits per se crowd out domestic
investment or lead to higher interest rates. In the 1980s the deficit rose
rapidly and nominal interest rates fell rapidly. In the past two years the
deficit has falen and interest rates have skyrocketed. The truth is that
federad spending crowds out private investment, not federa borrowing.

Consarvative and libera arguments against the desirability of requiring
a baanced budget are dso unconvincing. One flawed argument against
bal ancing thebudget offered by many liberd economigtsisthat abalanced-
budget requirement would prevent Congress and the president from using
fiscal policy as atool for stabilizing the economy. The evidence over the
past 40 years suggests that fiscal policy has been more destabilizing than
gabilizing. Even under the Keynesian modd, the idea is to run budget
deficits during recessons and surpluses during recoveries. Over the past
quarter century, Congress has run record deficits in good times and bad.

On the other Sde of the aide, conservatives are misguided when they
cdam that a balanced budget would lead to higher taxes. The flaw in the
thinking here is that it ignores the fact that the deficit is a tax. Deficits
are smply deferred taxes. Andit is very unlikely that voters will be willing
to pay $200 billion more in taxes each year—or roughly $2,000 per
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household—to pay for the trillion-and-a-half-dollar federal budget. More
likely, they will demand substantial reductions in federal spending. (The
left, of course, fully understandsthat, whichiswhy every spending constitu-
ency from the Children's Defense Fund, to the American Association of
Retired People, to major defense contractors opposes the bal anced-budget
amendment.) And if the balanced-budget amendment leads to less spend-
ing, then the true tax burden on the American economy will decline,
not rise.

There are two reasons why budget deficits should be diminated and
then permanently congtrained via a congtitutional restraint, one practica
and one mord. The practical reason why budget deficits are harmful is
that deficit finance is the ultimate form of hidden taxation. Federd borrow-
ing injects a huge pro-spending bias into the budget process by adlowing
politicians to pass out a dollar of government spending to voters, while
only imposing 80 cents of taxes on them. Because the deficit is largdy
an invisble tax, voters demand more government than they otherwise
would. Eliminating federal borrowing means that Congress has to raise a
full dollar of taxes today for every dollar of spending it undertakes. That
will substantidly increase voter hodtility to government spending.

The mord argument for requiring a balanced budget is that federa
borrowing is taxation without representation. Current deficit spending must
be paid for eventudly by future generations—that is, by those who have
no say in the current political process. Federa deficits are aform of fisca
child abuse. In sum, the budget should be balanced as a matter of policy
and as amatter of congtitutional requirement, because running deficits is
the ultimate form of tax unfairness.

The Path to a Balanced Budget

The tough question remains. How do we achieve a balanced budget
by 2000 if taxes aren't going to be raised? A measure of the magnitude
of the task is shown in Table 8.1, which shows the January 1995 Congres-
sond Budget Office estimate of the FY'95 budget and the forecast of the
budget through FY2000. Totd outlays in 2000 must be reduced by $284
billion to balance the budget by the end of that year, and by an additiona
$90 hillion assuming tax cuts.

The table dso makes clear where the budget cutting must be done;
three programs—defense, Socid Security, and medica care—account for
amog two-thirds of total outlays. A "politics as usua" approach clearly
won't do the job. Table 8.2 shows the Cato budget dternative. Rather
than federal spending dimbing from $1.5 trillion to $2 trillion over the
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Table 8.1
The Federal Budget Outlook (billions of dollars)
Fisca Year

95 9% 97 98 99 2000

Outlays

Programs
Defense 270 270 278 285 295 3
Socid Security 3A 352 371 390 411 433
Medica 266 296 328 361 398 435
I nternational 21 22 22 22 23 24
Other 498 507 511 516 536 562
Tota 1389 1447 1510 1574 1663 178
Deposit insurance -16 -9 -5 -5 -3 -3
Offsetting receipts =77 -73 -76 -79 -82 -84
Net interest 235 260 270 279 29 310
Totd outlays 1531 1625 1699 1769 1872 1981
Revenues 13% 1418 1475 1546 1618 1697
Deficit 176 207 224 222 253 284

SOURCE Congressiond Budget Office, The Economic and Budget Outlook, January 1995.

Table 8.2
The Cato Budget Alternative (billions of dollars)
Fisca Year
95 96 97 98 99 2000
Outlays

Programs
Defense 265 256 240 225 215 204
Socid Security 3A 30 367 332 398 409
Medical 262 280 302 325 349 372
International 20 18 16 13 u 9
Other 489 472 472 472 472 472
Tota 1370 1376 1397 1417 1445 1466
Deposit insurance -16 -9 -5 -5 -3 -3
Offsetting receipts =77 -73 -76 -79 -82 -84
Net interest 234 250 245 239 237 226
Totd outlays /1 144 1562 1571 1595 1605
Revenues 1340 1353 1400 1466 1533 1607
Deficit wal 1191 162 105 62 -2

SOURCE: Congressiona Budget Office, The Economic and Budget Outlook, January 1995.
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next five years, spending would grow from $1.5 trillion to $1.6 trillion.
Table 8.3 specifies where the budget savings to achieve abalanced budget
would come from. Findly, Table 84 shows that the budget blueprint
presented in this chapter contains enough savings to balance the budget
by 2000 even with a $400 hillion five-year tax cut.

A Sequester and Freeze

Domestic expenditures have been growing by 6 percent above inflation
snce 1989. That contrasts with the practices of businesses and households
that have been substantialy tightening their beltsinresponseto the stagnant
economy. The federal government should not be immune from the down-
Szing that has taken place in the private sector.

The centerpiece of any credible plan to reduce the deficit is to pull
forward the hard choices. The more common practice of extending budget
caps continudly into the future, the Bush-Clinton approach for the past
gx years, defers tough decisons that never seem to be made. Congress
must showcase its commitment to long-term fiscal restraint by cutting

Table 8.3
Calo’s Proposedbudget Savings  (billiostsdoliars)
Fiscd Year

95 9% 97 98 9 2000
Defense 5 14 38 60 80 100
- Socid  Security 0 2 4 8 13 24
Medicd 4 16 26 36 49 63
[nternational 1 4 6 9 12 15
Other domedtic 9 35 39 44 64 0
Net interest _1 _10 ) 40 57 &
Tota 20 81 138 197 275 376

Assumptions for savings: .

Defense spending: 4 percent sequester for second half of 1995; an additiona 3 percent sequester for 1996;
then reduced to $204 hillion by 2000, 2.25 percent of GDP.

Socid Security: Retirement age raised and benefit formulaindexed.

Medical: 4 percent sequester for second half of 1995 then cost control measures outlined inthis chapter reduce
inflation rate from 10 to 7.5 percent.

Other domestic: 5 percent sequester for second half of FY95; an additiona 3 percent sequester in FY96; then
spending freeze at 1996 level through 2000. Spending cuts to comply with cap as detailed in text.

International affairs: Elimination of dl foreign aid programs; an overall 65 percent reduction in international
affairs appropriations.

Net Interest: Interest rate savings from deficit reduction assuming a6 percent interest rate on federal treasury
notes and from sale of $100 billion of federal assets.
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Table 8.4
Path to Balanced Budget under Ccrto Plan with $400 Billion Tax Cut
(billions of dollars)

Fiscd Year
%5 96 97 98 99 2000
Basdline deficit 176 207 224 222 253 284
Budget savings 20 81 13 197 275 376
Tax.cut -15 -65 -75 -80 -85 -90
New deficit 171 191 161 16 63 -2

spending immediately—that is, cuts from the aready approved 1995
budget. That can be done by taking the following seps.

1. Congress should approve a 5 percent across-the-board spending
Sequester starting in the second half of FY95 through the end of
FY96. (That would cut 1995 spending for the entire year by 2.0
percent and 1996 spending by an additionad 3 percent for a tota
budget reduction of 50 percent.) The sequester should cover all
programs in the domestic and defense budgets, except Socid Secu-
rity. The benefit levels of other formula-payment programs would
have to be reduced by 5 percent. (Sen. Phil Gramm and Rep. Dick
Armey have put forward a blueprint for imposing a sequester on
entittement programs.) For discretionary programs, the sequester
would be carried out in much the same manner as the 1986 Gramm-
Rudman sequester. That would permanently lower the baseline
spending leves for every program other than Socid Security. The
savings would multiply in every future year, thus setting a solid
foundation for balancing the budget by 2000. A principa virtue of
the sequester option is that it would signd to the public, the White
House, and financial markets that the new Congressis serious about
reducing deficit spending over the next severd years.

The sequester would save $20 hillion in 1995 and roughly $65
billion in 1996.

2. A freeze on dl domestic outlays other than Socid Security should
be established a the FY96 spending levd over the period FY97
through FY2000.

3. Congress should retain the discretion to dlocate funds among pro-
grams tinder the cap. For the overdl caling to be enforced, any
excess gpending in one year would require a reduction of equa
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magnitude the next year. That would require programs to compete
with each other for funding. Congress would be forced to curtall
the growth of medicd care and other formula-payment programs
because, if those programs were alowed to grow unimpeded, they
would crowd out other domestic spending. During the Gramm-
Rudman era of 1986-89, when asimilar cap on expenditures existed,
funding for formula-payment programs increased at only 1 percent
above inflation.

National Defense

America can maintain an effective peacetime defense capability—the
largest military budget in the world and by far the most modern and
sophigticated arsenal—at a price tag far below current levels.

The Republican contract calls for "restoration of essentia parts of our
national security funding to strengthen our national defense.” Congress
is right to be concerned about the national security risks associated with
Presdent Clinton’s adventurous deployment of America’s military around
the globe. In just the past year, the White House has sent U.S. troops to
Haiti, Somdia, and the Persan Gulf. That is in addition to the 100,000
American troops ill in Europe and the 30,000 U.S. soldiers in Korea

Many military experts insgde and outside the Pentagon are correctly
arguing that our military is spread too thin with current spending levels.
That is a threat to American national security. The problem is not that
the Pentagon budget is too smdl, it is that a reduction in missons is
necessary and desirable.

There are severd reasons why Congress should reassess its misguided
cdl for increased military spending. Firs, the United States faces no
substantia military dangers anywhere in the world. The Evil Empire is
no more. Second, although defense cutbacks have been made in recent
years, Presdent Clinton's $260 billion military budget for 1996 would
dill congtitute the highest level of red peacetime spending ever. Third,
Congress should recognize that a leaner Pentagon budget and a stronger
national defense are not incompatible goals. What is needed at the Defense
Department is not more spending, but smarter spending.

- A number of responsible defense analysts have concluded that America
can maintain an effective peacetime defense capability at a price tag of
around $204 billion by 2000, down from the current leve of $270 hillion.
(Indeed, in Chapter 9 Cato’s defense anadyst makes the case for an even
sndler military budget than this)) In many aress, very large savings are
achievable. Here are some recommendations.
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e Subdgantially reduce troops in Europe. There is no compeling
rationale for ill having 100,000 U.S. troops on the Continent. At
the very leadt, half of those troops should be sent home at a savings
of nearly $50 billion.

* Implement off-the-shelf procurement and other purchasng
reforms long ago adopted in private industry to save an estimated
$5 to $10 billion.

 End purchases of new B-2 bombers, Seawolf submarines, the
D-5 missile, and the C-17 transport plane and dow the acquisition
of other new weapons sysems to save $20 billion.

e Cut the more than $5 billion of ‘‘nondefense’® pork spending
in the Pentagon budget identified by the nonpartisan General
Accounting Office. The high-priority " national defense’ spending
suffed insde the defense budget indudes $3 million for urban
youth programs, $9 million for theWorld Cup Soccer tournament,
$57 million for AIDS research, and $10 million for U.S-Japanee
management training.

To be sure, some areas of the defense budget should be increased.
Those include the drategic defense initiative for defense of the United
States againgt bdlistic missiles and the military's reserve and Nationa
Guard forces to provide force augmentation in an environment of active-
force reductions. The United States should dso fully maintain an active
research and development program.

Critics will argue mat these funding levels are inadequate to support
Americas current military role around the world. The truth is that the
proposed budget is congstent with the new geopalitica redlities of apost-
Cold War world. It would Hill give America by far the largest military
budget in the world. The proposed force structure would be adequate to
maintain a survivable drategic nuclear force, sufficient active forces to
meet the types of minor threats that might arise with short warning, and
a sufficient mobilization base to respond to a major threat that could
develop only over aperiod of years.

The proposed force would not be enough to maintain a globa military
presence and deploy aforce the sze of the one used in Operation Desert
Storm, but mere are strong reasons to question whether those capabilities
are now worth the large cost. On completion of the proposed phasedown,
a force as large as that in Desert Storm could be deployed only with
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substantial augmentation from reserve and Nationa Guard forces. On net,
we regard this limitation as dedrable; the willingness to cdl up reserve
and National Guard forces is an important test of whether some foreign
development is a substantid threat to our vitd nationd interests. In other
words, we would have to retreat from our role as the world's policeman.
In sum, the proposed budget and force structure is designed as an
insurance policy for a nation without any mgjor potentia adversary and
should be modified later only if a major potentiad threat comes from
any source. -

Social Security

With a budget of more than $300 hillion, Socid Security has now
passed defense to becomethe largest Sngle programin the federal budget.
Over time, Socid Security has been interpreted as a politica contract
between the working-age popul ation and people who are now retired. That
reduces the possbility of large savings in Socid Security outlays in the
near term, but it should not cause us to defer deding with the long-term
problems of the system—mbecause those problems are massive.

The new Congress should consider threereforms to put Socid Security
on a sudanable bass. Fird, the increase in the retirement age that is
aready scheduled should be accelerated. Beginning in 1995 the retirement
age (and early retirement age) should be raised by three months per year
for the next 20 years. That would mean that the age at which one would
receive full retirement benefits would be 66 in 1998, 67 in 2002, 68 in
2006, until the retirement age reached 70 in 2014. Incrementdly increasing
the age for receiving full benefits would be a substantia step toward
cushioning the impact of the demographic time bomb that will explode
in the next 20 years when the baby-boom generation begins to retire.
Without a change in retirement age, the ratio of workers to retirees is
expected to fall to less than 2 to 1 by the year 2030. Such a dependence
ratio would place consderable strain on the economy and alarger burden
on today’s children—the next generation of workers.

The second recommended change to Socid Security is to index the
growth of future benefits (technicdly cdled the bend points and the
earnings history) to the consumer price index rather than to wages. The
benefit formula determines the starting cash benefit level of each Socid
Security recipient. It is based on the earnings history of each worker. As
real wages rise over the life of the worker, so does the starting benefit
leve. If the formulawere indexed to inflation, future retirees would ill
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receive increasing real benefits over time, but the rate of increase would
be dower than currently projected. Real benefits under the formulawould
double rather man triple over the next 70 years. That change would
gradudly transform the floor for Socid Security benefits from one on
relative benefits to one on rea benefits, protecting the poor but increasing
the incentive of others to save s0 as to have higher retirement incomes.
Together, those two reforms would yidd only minor savings of from $20
billion to $25 hillion by the year 2000. But the resulting savings would
be more than $500 hillion by the year 2030.

Finaly, Congress should immediately take steps to alow workers under
the age of 50 to "opt out” of Socid Security, by alowing the workers
to take a share of their payroll tax each month and place the funds in an
individua retirement account. The chapter on Socid Security explains
how such a program would work.

Medical Care

Presdent Clinton's nationa health plan has been soundly rejected by
the voters and by Congress. Many in Congress would now prefer the
issue of hedth care to go away entirely. It won't.

There is dill acrigs, but it is a criss, not in hedth care ddivery, but
in the runaway inflation of the two major government programs of Medi-
care and Medicaid. Since 19838 Medicaid has been growing at a 15 percent
annual rate. Recent dowdowns in overdl hedlth care inflation have helped
reduce cos hikes somewhat, but the CBO 4ill predicts an enormous 11
percent growth rate in federa health spending over the foreseegble future.

Medicare and Medicaid will consume $400 hbillion by 1999, The princi-
pal explanation of the runaway inflation in health costs for many years is
that government has stimulated the demand for and redtricted the supply
of medicd care. Totd expenditures for medica care have increased from
about 5 percent to 14 percent of GDP over the past 30 years. It is fairly
certain that any health plan designed to expand hedlth care demand through
expanded insurance coverage for the 35 million uninsured would place
upward pressures on medica inflation.

The crux of the medicd care cost criss is contained in one datidic:
the share of hedth care costs paid directly by the patient has declined
from about 50 percent to about 20 percent since 1960. Given the dominance
of third-party payments, neither patients nor physicians have an adequate
incentive to control the costs of medicd care. The demand for medicdl
care will continue to increase in response to an increase in rea incomes
and the relative sze of the ederly population.
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The primary focus of policymakers should be on reducing the growth
of demand attributable to tax-subsidized private and public hedth insur-
ance. A subgtantid part of the benefits of tax subsdization of hedth
insurance accrues to higher income people. Higher income people are
more likely to be privately insured, and the value of the tax deduction
increases with the marginal tax rate. Similarly, people who have higher
incomes are likely to live longer, and the value of Medicare increases
with their marginal tax rate. Clearly, the amount of tax-subsidized health
insurance could be substantialy reduced without much change in the
insurance available to the poor.

A reduction in tax-subsidized medica prepayment plans is necessary
to reduce the growth of demand for medicd care. That subsidy should
be reduced primarily for higher income people to ensure that they bear
part of the burden of baancing the budget. Tax-subsidized medicd plans
should be regtricted to Medisave or to plans with a high income-tested
deductible. One or more of the following measures should be considered
as away of achieving those objectives.

0 Maintain the tax deduction only for medica savings account plans. A
Medisave plan, in effect, is a medicd IRA. Every person would be
dlowed atax deduction up to some limit per year for funds set asde
in amedicd IRA. Individuas would be dlowed to draw from those
funds to purchase medical insurance or pay for out-of-pocket medical
expenses. After some amount is accrued in a medical IRA (say
$20,000), the excess may be spent for any purpose. A full deduction
for that type of insurance should aso be extended to purchasers of
individua plans. '

0 Limit or eliminate the tax deduction. A limit could be s&t a some
rate, such as $150 a month, that would be sufficient only for a high
income-tested deductible. In any case, reduce the payroll tax by a
corresponding amount; elimination of the tax deduction, for example,
would permit a 2.2 percentage point reduction in the payroll tax for
al workers with no net effect on federa revenues.

0 Establish an income-tested deductible for the sum of payments under
Part A and Part B of Medicare. That deductible could, for example,
first be set a 1.5 percent of adjusted gross income (AGI) and then
incressed 15 percentage points each year for four years. Thus, begin-
ning in the fifth year, the deductible would be 7.5 percent of AGlI, the
same rate that is now in the individua income tax code. Payments
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above the deductible, in most cases, would be fixed payments to the
patient per illness or accident.

0 Edablish a gmilar plan with a high income-tested deductible for dl
Americans. That comprehensive catastrophic hedth insurance plan
would replace the current tax deduction for private insurance and the
outlays for both Medicare and Medicaid. The plan should probably
be augmented to pay for saverd free vidts to physicians each year by
pregnant women and infants. .

All of those measures would reduce the growth of the demand for
medical care, the reative inflation of the price of medica services, and
total private and public expenditures for medical care. The measures are
listed in the order of increasing budget savings. The CBO projects that
federa hedth care costs will climb by nearly 10 percent per year through
2000. The Cato reform measures are designed to reduce that inflation rate
to a most 7.5 percent, thus generating savings of nearly $70 billion by
the turn of the century.

We’fore

Thirty years ago, when Presdent Lyndon Johnson launched the War
on Poverty, he declared that "the days of the dole are numbered." We
are now on day 10,000, with little end in sght. Over that period, some
$4.5 trillion has been spent on this war—more in current dollars than the
cost of fighting World War 1L

The federa government, dong with the sates and cities, spends an
estimated $250 bilh'on per year on anti-poverty programs. That is dmost
three times the amount that would be needed to lift every poor family to
above the poverty leve. Stll, the poverty rate in the United States remains
extremely high. As welfare expert Charles Murray of the American Enter-
prise Ingtitute emphasizes, "The tragedy of the welfare state is not how
much it costs, but how little it has bought." The system does not work
well for either the poor or the taxpayer.

The goods news is that there is now nearly universa agreement mat
the welfare system is broken. As President Clinton has put it, ' “We must
revolutionize our welfare system. It doesn't work. It defies our values as
anation." There is bipartisan support for "ending welfare as we know
it." The only debate is about what should replace welfare.

The most promising gpproach to welfare is to turn the major programs
over to the states entirely. That would have severd positive effects. Fird,
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itwould dlow gtatesfull flexibility in serving as innovators and laboratories
for devisng wefare programs that provide a basc safety net without
rewarding destructive behavior. State governments have dready begun to
experiment with promising reforms in welfare. The most ambitious of
those experiments, designed to get people off welfare and into jobs, have
been undertaken in Wisconsin under Gov. Tommy Thompson and in
Michigan under Gov. John Engler. Devolution of welfare to the ates
would help quickly sort out approaches that work from those that do not.

Second, interstate competition would force states to control bureaucratic
costs, hold down benefit levels, and impose meaningful restrictions on
eligibility—all things Washington has failed to do.

Third, states are more likey to see the role of government as one
of augmenting successful private charitable support systems, rather than
supplanting them. ' '

If welfare is not fully devolved to the states, a second-best option is to
consolidate Aid to Families with Dependent Children, food stamps, public
housing assistance, the earned income tax credit (EITC), child nutrition
programs, SSI, and more than 50 other welfare programs in asingle public
welfare program with a work requirement. That Sngle cash payment
program would require al able-bodied recipients who cannot find private-
sector jobs to perform a public service job in exchange for a welfare
check. That program would reduce welfare fraud by weeding out those
who are collecting welfare but working in the private sector dready. It
would also indtill in young women the idea that welfare is not a subgtitute
for work. Welfare would be seen as atemporary hand up, not apermanent
handout. A conservative estimate is that those reforms would save $20
billion a year.

Terminate Unnecessary Federal Programs

Once a cap on federal expenditures is established, the presdent and
Congress will need to set priorities for discretionary domestic spending.
That will be a novel experience for federal lawvmakers. Since 1980 only
a handful of programs of the thousands in the budget have been closed
down, despite a growing bipartisan consensus that tens of billions of
dollars in savings could be generated by such measures. Even President
Clinton now agrees that major program cancellations and restructuring
are in order. The appendix to this chapter contains alist of more than 100
program terminations suggested by the staff of the Cato Indtitute. The list
is meant to be illugtrative and is by no means comprehensive.
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It is essentid that the new Congress demonstrates its commitment to
deficit reduction and smdler government by eliminating programs, proj-
ects, and regulations. The experience of the 1980s proves that if programs
are cut back but not eiminated, their budgets can eadly be restored
very rapidly under a new administration. Some strategies for identifyi ng
candidates for closure follow.

1. Reped dl of the $30 billion of new spending in the fraudulent crime
bill passed by Congress in 1994. The reped should not just be
restricted to the pork spending, such as midnight basketball and
dance cdlasses; it should include funding for prisons and police as
well. Those are state and locdl functions.

2. Accept the ligt of program terminations in the past two Clinton
budgets. That would add to nearly $10 hillion in savings per yesr.

3. Identify and cancd the $75 billion for business subsidies in the
budget and eiminate them in combination with a capital gains tax
cut. Clearly, a capitd gains tax reduction would do far more for
creating new businessesin Americathan 100 Small Bus ness Admin-
istrations.

4. Family tax cuts should be combined with cutbacks in programs and
regulations designed to "hep" families, such as day care subsdies,
head start, sex education funding, school lunch programs, and the
"family leave' hill. Big government is anti-family.

5. Abolish cabinet agencies. Ided candidates for closure include any
or dl of thefollowing: the Department of Agriculture, the Department
of Education, the Department of Energy, the Department of Com-
merce, the Department of Labor, and the Department of Housing
and Urban Development. Those departments contain few programs
whose costs do not exceed their benefits. Thefew necessary activities
of tfiose departments should be transferred to other departments.

End Foreign Aid

The federal government spends $22 billion a year on international
affairs. Some of those funds go to carrying out the legitimate foreign
affairs activities of the State Department. But roughly $12 hillion is spent
each year on bilaterad and multilateral aid to other nations. Those programs
include U.S. contributions to the United Nations, the World Bank, and
the International Monetary Fund. After tens of hillions of dollars of U.S.
taxpayer funding of those programs, there is not a scintilla of evidence
that they have had any positive effect on economic development. Indeed,
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Cato scholars Doug Bandow and lan Véasquez argue persuasvely in their
book Perpetuating Poverty that Americas foreign aid programs do red
harm to devdoping countries.

All U.S. bilatera and multilateral foreign ad should be terminated
immediately. U.S. economic development assistance to developing coun-
_ tries should be based on a smple principle: trade, not aid.

Privatize Federal Assets

Government owns about one-third of dl the land in the United States—
and in mogt years it adds to its holdings by purchasing properties. Only
a tiny fraction of those land holdings are of environmenta or historica
significance. The market value of all lands doneis estimated to be roughly
$450 hillion. Government aso owns tens of billions of dollars worth of
other assets, including minerd stockpiles, buildings, and other physica
capita. Many of those assets are not put to productive use and thus yied
little or no return to taxpayers. The federal government should embark
on an ambitious agenda of privatization. We recommend. $20 hillion of
asxt sdes per year for the next 10 years with the proceeds dedicated to
reducing the interest on the national debt.

.The Cato Budget: Shrinking the Burden of Government

As shown in Figure 8.3, over the 20th century the price we pay for
“government has climbed steedily. The federal government has grown from
roughly 5 percent to 23 percent of nationa output. It is our contention
that the rising burden of government has led to the dowdown in the rise
of Americans living standards and an eroson of basic liberties.

The Cato budget would dramatically reverse that trend. Table 85 shows
that government spending as a share of national output would shrink to
176 percent by 2000 if dl of the Cato budget recommendations were
adopted. Federd revenues would be dightly higher. In future years federal
spending would be reduced to roughly 16 percent of GDP when dl the
budget recommendations were fully implemented. We are aso confident
that the success of such a program would lead to further significant cuts
in federa taxes and spending.

Conclusion

The conventiona wisdom in Washington is that it is impossible to cut
taxes and baance the budget. This chapter shows that the conventiona
wisdom is wrong. Both can—and should—be done.
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Table 85 -
The Burden of Taxes and Spending under Cato Bu
(percentage of GDP)

dget Alternative

Fiscd Year

A %5 96 97 98 99 2000

Outlays 220 212 - 207 199 190 184 176
Defense 43 37 35 32 29 25 22
Domestic 146 142 138 136 132 132 129
Netinterest 31 33 34 31 29 27 25
Revenues 190 188 182 179 178 177 176
Deficit 30 24 25 20 12 07 00

Are the program reforms as outlined here politically achievable? They
are if the commitment of the new GOP mgjority in Congress to restraining

the dze and scope of government matches the rhetoric.

To be sure, making the tough cuts will not be much fun for our federal
politicians, but if the Republicans will not make the cuts, they too are
part of the problem and should be replaced :
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Appendix to Chapter 8: Cato Institute List of Recommended

Federal Program Terminations, January 1995

Dollar amounts in this appendix are in millions.

U.S. Department of Agriculture
All Agriculture Crop and Dairy Subsidies
Rural Electrification Administration
All USDA Land Acquistion Programs

Agricultural Stabilization and Conservation Service

Soil Conservation Service

Children’s Nutrition Subsdies for Nonpoor

Food Stamps

Farmers Home Administration

Economic Research Service

Wool and Mohair Subsidies

Foreign Agricultural Trade Service

Nutrition Research and Education Service

Extenson Service

National Agricultural Statigtics Service

Federd Crop Insurance Corporation

Public Law 480

Agriculture Research Service

Cooperative State Research Service

Agricultura Marketing Service

Commodity Credit Corporation Export Loans
Totd Department of Agriculture

Department of Commerce
Minority Business Development Agency
Economic Development Assistance
United States Travel and Tourism Adminigtration
Export Administration
International Trade Adminigtration
Nationa Ingtitute of Standards and Technology
Advanced Technology Program

Totd Department of Commerce

Department of Defense
D-5 Missle Program
C-17 Cargo Plane
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Nondefense Spending in Military Budget $5,500
V-22 Osprey $500
Seawolf Submarine $60
M-1 Tank Upgrade $400
Tri-Service Standoff Attack Missile $600
Uniformed Sarvices University Hedlth Sciences $30
ARPA Technology Reinvestment Project $600
Office of Economic Adjustment $60
Defense Reinvestment and Conversion $3,000
SEMATECH ' | $80
Corps of Engineers Civil Construction Projects $1,500
Tota Department of Defense $15,060
Department of Education '

» Elementary and Secondary Education Grants $6,500
Impact Aid $900
Office of Vocational Education _ $1,500
Bilingua Education _ $300
Head Start _ $3,300
College Work Study Program $600
College Housing and Academic Fadility Loans $60
Gods 2000 $100
Star Schools $20
School Improvement Program $1,600
Office of Specid Education $3,400
Educational Research $300
Even Start " $100

Totd Department of Education , $18,680

Department of Energy
Nuclear Fusion $300
Energy Conservation Programs $600
Power Marketing Administration Subsidies $300
Generd Science and Research Activities $1,600
Nuclear Fisson $300
Fossl Energy Research and Development $400
Naval Petroleum and Oil Shae Reserves $200
Strategic Petroleum Resarve $200
Energy Information Administration $30
Clean Cod Technology $300
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Solar and Renewable Energy Programs $300
Economic Regulatory Administration $20
Magnetic Fusion $300
Energy Supply, Research and Development $3,000
Tota Department of Energy $7,900
Department of Hedlth and Human Services ‘
Title X Family Planning Grants $200
Child Care Assistance to States _ $300
Refugee Assistance Programs $300
Socid Services Block Grants $2500
Low-Income Home Energy Assistance $2,000
NIH Overhead Cost Reimbursements $100
SS Benefits to Substance Abusers and Noncitizens $200
Child Welfare Sarvices $300
Community Health Centers $500
Family Support and Resource Centers $60
Community Service Block Grants $500
Hedth Professions Curriculum Assstance . $200
Maternd and Child Hedlth Block Grant $600
Hedthy Start $100
Children and Family Services $4,000
Substance Abuse Block Grant $1,400
State Welfare Administrative Costs $1,500
AFDC Day Cae $900
Totad Department of Health and Human Sarvices $16,160
Department of Housing and Urban Development
Community Development Grants $4,000
Public Housing $4,000
Federd Housng Administration $500
Low-Income Housing Assistance (Sec. 8) $9,000
Homeownership As3stance $40
- Rental Housing Assistance $700
HOPE Grants $60
Public and Indian Housing $200
HOME Investment Partnership Program $300
Fair Housing Activities $20
Total Department of Housing and Urban Devel opment $19,320
Department of the Interior
Bureau of Reclamation Water Projects $300
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Nationa Biologicd Survey

Bureau of Mines

Helium Fund and Reserves

Land Acquidtion Programs

Sport Fish Restoration Fund

Migratory Bird Conservation
Totd Department of the Interior

Department of Justice
All Spending in the 1994 Crime Bill
Antitrust Divison
Anti-Drug Program

Totd Department of Justice

Department of Labor -
Job Training Partnership Act
Job Corps
Trade Adjustment Assstance
Community Service Employment for Older Americans
Employment Standards Administration
Native American Job Training
Migrant and Seasond Worker Training
Summer Y outh Employment Services
Didocated Worker Assistance
Job Training Grants to States

Totd Department of Labor

Department of State
Foreign Aid to Egypt
Foreign Aid to lsred
United Nations Organizations
United Nations Peacekeeping
Inter-American Organizations
NATO
Migration and Refugee Assgtance
Totd Department of State

Department of Trangportation
Federd Transt Administration
Airport Subsdies
Amtrak Subgdies

$60
$100
$20
$200
$200
$40
$920

$5,000
$60
$600
$5,660

$4,500
$2,000
$700
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Highway Demonstration Projects $300
Interstate Commerce Commission $40
Maritime Administration $700
Federd Railroad Administration Loca Freight Assistance $40
Payments to Air Carriers $40
Cargo Preference Programs $400
Totd Department of Transportation $3,720
Department of Veterans Affairs
V.A. Benefits for Non-Service-Rdated 1linesses $200
V.A. hospita construction $600
Totd Department of VeteransAffairs $300
Other Agencies
International Monetary Fund $300
Smadl Business Administration $400
National Endowment for the Humanities $200
National Endowment for the Arts $200
National Endowment for Democracy $40
Corporation for Public Broadcagting $300
Export-Import Bank $500
Appaachian Regiond Commission $100
NASA Space Station $2,000
Inter-America Foundation $20
EPA Wadtewater Treatment Subsidies $2,400
Consumer Product Safety Commission $40
Economic Support Fund $2,500
Superfund _ $1,500
Equal Employment Opportunity Commission ' $200
Corporation for National and Community Service $100
Overseas Private Investment Corporation $20
ACTION _ $200
African Development Foundation $20
Peace Corps $200
‘Ingtitute of American Indian Culture and Arts Development $20
Office of Technology Assessment $20
Davis-Bacon Act $1,000
Service Contract Act $500
World Bank $900
Agency for Internationa Development $500
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Legd Services Corporation $400
National Flood Insurance $100
Federd Trade Commission $60
Neighborhood Reinvestment Corporation $40
Pennsylvania Avenue Development Corporation $200
Totd Cato Budget Savings $166,640

—Prepared by William A. Niskanen and Stephen Moore
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