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NOTES
Unless otherwise indicated, 2ll years referred to in this report are fiscal years.

The notation “n.a.” in tables means “not available” and N.A. indicates “not
applicable.”

Details in the text and tables of this report may not add to totals because of
rounding.

The Balanced Budget and Emergency Deficit Control Act of 1985 (popularly
known as Gramm-Rudman-Hollings) is also referred to in this volume more
briefly as the Balanced Budget Act. This act was amended by the Balanced
Budget and Emergency Deficit Control Reaffirmation Act of 1987.




- PREFACE

The Congressional Budget Office (CBO) is required by section 202(f) of the
Congressional Budget Act of 1974 to submit an annual report on budgetary
options to the Senate and House Committees on the Budget. This year, the
report is in two parts, with this report constituting Part II. Part I is entitled
The Economic and Budget Outlook: Fiscal Years 1991-1995,

Chapter I of this report provides general background information on
trends in federal spending, revenues, and the deficit. Formula approaches for
reducing the deficit are also discussed. The next several chapters present
specific options in each of the major spending areas, and the last chapter
reviews specific revenue options. For each option, an attempt is made to
present both sides of the case as fairly as possible. CBO does not endorse the
options included, nor does exclusion imply any recommendation. This report
concludes with an appendix and an index. The appendix lists the options
under the budget functions that would be affected. The index groups the
options by subject (key words) for those who want to turn to only a few
program areas. Readers’ comments are welcome on these or other aspects of
the report.

All divisions of the Congressional Budget Office contributed to this
report, which was coordinated by Robert W. Hartman. He also prepared
Chapter 1 from contributions by Frederick C. Ribe, Kathy A. Ruffing, and
Paul N. Van de Water. Chapters II through VII were coordinated by John D.
Mayer, Wilhelmina A. Leigh, David Trechter, Elizabeth Pinkston, Earl
Armbrust, and Joseph Cordes and Jon Hakken, respectively. Budget author-
ity and outlay estimates were coordinated by Charles E. Seagrave, Robert A.
Sunshine, Michael A. Miller, and William P. Myers. Paul T. Christy pre-
pared the estimates of formula-type budget options in Chapter I. Revenue
estimates were prepared by staff of the Congressional Budget Office and by
the Joint Committee on Taxation and were reviewed by the Tax Analysis
Divigion of CBO under the supervision of Rosemary D. Marcuss.

Paul L. Houts supervised the editing and production of the report. Major
portions were edited by Francis S. Pierce, Sheila Harty, and Sherry Snyder.
Sherry Snyder also compiled the index. Nancy H. Brooks provided editorial
assistance during production of the report. The authors owe special thanks to
Mary V. Braxton, Jill Bury, Gwen Coleman, Sharon Corbin-Jallow, Angela
Z. McCollough, Ronald Moore, Denise Thomas, Robert T. Whitney, and
Rhonda Wright, who typed the many drafts. Kathryn Quattrone prepared
the report for publication.

Robert D. Reischauer
Director
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CHAPTER I
REDUCING THE DEFICIT:
AN OVERVIEW

The Congressional Budget Office (CBO) forecasts that the U.S. econ-
omy will grow by almost 2 percent in 1990 and slightly faster next
year, avoiding a recession without boosting inflation over this period.

CBO estimates that the federal budget deficit will fall from $152
billion in fiscal year 1989 to $138 billion in 1990. Over the next few
years, no further progress in reducing the deficit can be expected under
current budgetary policies. The Balanced Budget Act (commonly
called Gramm-Rudman-Hollings) requires a deficit of $64 billion in
1991 and a balanced budget in 1993. But without spending cuts or tax
increases, the deficit in 1993 is likely to be no lower than in 1990.
Figure 1 and Table 1 compare CBQ’s baseline budget projections for
1990 through 1995 with the targets under the Balanced Budget Act .

THE ECONOMIC OUTLOOK

CBO expects that the Federal Reserve will safely steer the economy
between the shoals of a recession and higher inflation by further re-

Figure 1. 200 Billions of Dollars

Baseline Deficits and Targets
10 W\
100 —

Balanced Budget Act
Deficit Targets
50 -

SOURCE: Congressional Budget Office. 1938 1990 1992 1994
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TABLE 1. BASELINE BUDGET PROJECTIONS
AND UNDERLYING ASSUMPTIONS

1989 1990 1991 1992 1993 1954 1995

Budget Projections (By fiscal year)®

In billions of dollara
Revenuea 991 1,067 1,137 1,204 1,277 1,355 1,438
Qutlays 1,143 1,206 1,275 1,339 1,418 1,484 1,555
Deficit 152 138 138 138 141 130 118
Deficit Targetab 136 100 64 28 0 b b

As a percentage of gross national product

Revenues 192 19.6 19.6 185 19.4 193 19.3
Outlays 222 22.1 22.0 21.7 21.5 21.2 20.8
Deficit 29 2.5 24 22 2.1 18 16

Economic Assumptions

{By calendar year}

GNP (Billiona of
current dollars) 5,236 5,534 5,893 6,279 6,688 7121 7.579
Reai GNP Growth
{Percentage change) 2.9 1.7 2.4 2.5 25 24 24
Implicit GNP Deflator
(Percentage change) 4,2 4.0 4.0 4.0 40 4.0 4.0
Fixed-Weighted
GNP Price Index
{Percentage change) 4.5 4.1 4.3 4.3 4.3 4.3 4.3
CPI-U (Percentage change)® 4.8 4.0 4.3 4.3 4.3 4.3 4.3
Civilian Unemgployment
Rate {Percent) 5.3 5.6 5.5 5.5 5.5 55 5.5
Three-Month Treasury
Bill Rate (Percent) 8.1 6.9 12 6.9 6.5 6.1 58
Ten-Year Government
Note Rate (Percent) 8.5 7.8 7.7 76 7.5 74 7.3

SOURCE: Congressional Budget Office.

a. The budget figures include Social Security, which ia off-budget but is counted for purposes of the
Balanced Budget Act targets. For comparability with the targets, the projections exclude the Postal
Service, which is alao off-budget.

b. The Balanced Budget Act established targeta for 1988 through 1993,

¢. CPLU is the consumer price index for all urban consumers.
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ducing interest rates this year. CBO forecasts that real gross national
product (GNP) will grow 1.8 percent on a fourth-quarter-to-fourth-
quarter basis in 1990. This is near the 1989 rate of 2.0 percent, when
real GNP is adjusted to exclude the rebound of the farm sector from the
previous year’s drought. Lower interest rates in 1990 are expected to
contribute to slightly faster growth of 2.5 percent in 1991. Short-term
interest rates are projected to rise in 1991 as the Federal Reserve
moves to head off inflationary pressures.

The CBO forecast envisions little change in inflation. Continued
high rates of employment and factory utilization and rising import
prices, which tend to increase inflation, will be balanced by slower
growth in labor costs stemming from higher productivity growth. The
consumer price index (CPI) is expected to rise 4.1 percent in 1990 and
4.4 percent in 1991, only slightly below the 1989 rate of 4.6 percent.
The implicit GNP deflator is projected to rise 4.1 percent in 1990 and
4.0 percent in 1991, about the same as in the past two years.

For 1992 through 1995, CBO's economic assumptions are not a
forecast of future economic conditions but are projections based on
historical trends. Real GNP is projected to grow at an average annual
rate of 2.4 percent, in line with labor force and productivity growth.
Inflation and unemployment both hold steady. Interest rates are
projected to decline throughout the 1992-1995 period until they reach
the historical average of inflation-adjusted rates. CBO's five-year eco-
nomic assumptions are shown in Table 1.

THE BUDGET QUTLOOK

The budget baseline shows what would happen if current budgetary
policies were continued without change. It is not a forecast of future
budget outcomes, since many policy changes will doubtless be made
over the next five years. The baseline methodology hews to the rules
contained in the Balanced Budget Act. For revenues and entitlement
spending, the baseline generally assumes that laws now on the statute
books will continue. For defense and nondefense discretionary spend-
ing, the projections for 1991 through 1995 are based on the 1990 appro-
priations, increased only to keep pace with inflation.
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Baseline Projections Through 1995

Under CBO’s baseline budget projections, the deficit is projected to
remain near its 1990 level of $138 billion in 1991 through 1993. The

baseline deficit then falls to $130 billion in 1994 and $118 billion in
1995,

The Balanced Budget Act calls for a deficit of $64 billion in 1991,
$28 billion in 1992, and zero in 1993. CBO’s 1991 projection of $138
billien exceeds the target by $74 billion. Unless other spending cuts or
tax increases were enacted, the act would require eliminating the ex-
cess deficit through automatic across-the-board cuts of 19 percent in
defense and 28 percent in nondefense programs. Under the terms of
the Balanced Budget Act, however, the Office of Management and
Budget, not CBO, determines whether automatic spending cuts are
necessary and how large the cuts must be.

The budget outlook is not as gloomy if the deficit is compared with
the size of the economy. As a share of gross national product, the base-
line deficit falls from 2.5 percent in 1990 to 2.4 percent in 1991 and 1.6
percent in 1995. The assumption of no real growth in discretionary
spending causes outlays to fall from 22.1 percent of GNP in 1990 to
20.8 percent of GNP in 1995. Revenues also decline slightly, however,
from 19.6 percent of GNP in 1990 to 19.3 percent in 1995.

At more than 2 percent of GNP, the federal deficit is high by his-
torical standards. When coupled with a low private saving rate, it im-
plies that the United States is consuming more than it is producing,
resulting in a large international trade deficit. Low saving slows the
growth in living standards by reducing the accumulation of productive
capital by Americans. The low rate of saving is particularly disturbing
because the retirement of the post-World War Il baby-boom generation
will also cause living standards to grow less rapidly starting in about
2010. A smaller portion of the population will be working then, and
what those workers produce will have to be shared--through Social
Security and other means--with the relatively large number of retired
people. Increasing savings will help to increase the size of the economy
over the next 20 years, thereby helping to ease the transition to an
older population.
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Social Security Projections

The Balanced Budget Act currently includes Social Security in its
calculations and makes Social Security subject to the same fiscal
discipline as the rest of the budget. From an economic perspective, this
approach makes sense. The purpose of reducing the deficit is to in-
crease national saving, which can spur economic growth and capital
formation. To the extent that it exceeds government investment, the
federal budget deficit absorbs private saving, thereby impairing the
growth of living standards. The annual flows of taxes and spending in
the Social Security programs affect national saving in exactly the same
way as the flows in any other government account.

TABLE 2. ON- AND OFF-BUDGET TOTALS
{By fiscal year, in billions of dollars)

1990 1991 1992 1993 1994 1995

On-Budget

{(Excludes Social Security and Postal Service)

Revenues 7719 828 874 924 978 1,037
Outlays 984 1,041 1,095 1,163 1,220 1,283
Deficit 204 212 221 239 242 246

Off-Budget

(Social Security)a
Revenues 288 309 330 352 376 401
Outlays 222 234 244 254 264 273
Surplus 66 74 85 98 112 128
Totala

Revenues 1,067 1,137 1,204 1,277 1,355 1,438
Qutlays 1,205 1,275 1,339 1,418 1,484 1,555
Deficit 138 138 135 141 130 118

SOURCE: Congressional Budget Office.

a. For comparability with the Balanced Budget Act targets, the projections exclude the Postal Service,
which is also off-budget.
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Thus, the most appropriate measure of the impact of the federal
budget on the economy is the total deficit, not any part of it. The total
government deficit, including the Social Security and other trust
funds, determines the government’s fiscal stance, its drain on credit
markets, and the amount of saving that it diverts from uses that pro-
mote growth in living standards.

Nevertheless, the Balanced Budget Act requires that the Social
Security trust funds be shown as off-budget to highlight their contribu-
tion to the totals. With income of these trust funds exceeding benefits
and other costs, the Social Security surplus grows from $66 billion in
1990 to $128 billion in 1995, as shown in Table 2 on the preceding
page. An increasing amount of this surplus, however, reflects interest
payments received from the Treasury. Because these interest pay-
ments are merely intragovernmental transfers, they do not affect the
government’s need to borrow in the market. Excluding interest, Social
Security’s contribution to holding down the total deficit looks much
smaller--about $50 billion in 1990 and $78 billion in 1995--and the on-
budget deficit remains roughly constant.

THE FIVE-YEAR OUTLOOK FOR SPENDING

In 1990, the government is projected to spend $1,205 billion, an in-
crease of about 5% percent over last year. Under current policies, out-
lays continue growing at about the same rate, reaching $1,555 billion
in 1995. Total outlays grow faster than inflation, but less rapidly than
gross national product, in all years.

Federal spending can be described in many ways. The following
section presents projections for five broad categories of spending that
are commonly used by the Congress in making budget decisions (see
Table 3). Their past and present sizes, relative to GNP, are depicted in
Figure 2.

National Defense

This spending category is dominated by activities of the Department of
Defense, but also includes defense-related functions of other agencies,
such as the Department of Energy’s nuclear weapons programs, the
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intelligence agencies, and so forth. Total budget authority for defense

programs in 1990 is about $302 billion, and outlays are about $297
billion.

Budget authority for national defense in the baseline increases to
keep pace with inflation, about 4 percent a year. Pay for this cate-
gory’s 3 million uniformed employees (including more than 1 million in
the reserve forces) and 1 million civilians is alse assumed to keep pace
with inflation. Defense outlays grow somewhat less rapidly, as the
relatively small increases in budget authority approved since the
mid-1980s continue to constrain spending.

TABLE 3. CBO BASELINE OUTLAY PROJECTIONS FOR
MAJOR SPENDING CATEGORIES (By fiscal year)

Actual Base Projected
Spending Category 1989 1990 1991 1992 1993 1994 1995

In Billions of Dollars

National Defense 304 297 307 318 328 345 358
Nondefense Discre-
tionary Spending 191 206 219 229 237 245 254
Entitlements and Other
Mandatory Spending 544 584 624 664 TI8 758 809
Net Interest 169 180 185 192 199 205 209
Offsetting Receipts -64 -60 -60 -63 -65 -69 -72
Total 1,143 1205 1,275 1,339 1418 1,484 1,565

As a Percentage of GNP

National Defense 5.9 5.4 5.3 5.1 5.0 4.9 4.8
Nondefense Discre-
tionary Spending 3.7 38 38 3.7 36 35 34
Entitlements and Qther
Mandatery Spending 10.6 10.7 108 107 109 108 108
Net Interest 3.3 33 3.2 3.1 3.0 29 2.8
Offsetting Receipts 1.2 -l.1 -1.¢ -10 -10 -10 -10
Total 222 221 22.0 217 215 212 208

SOURCE: Congresaional Budget Office.
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Figure 2.
Outlays by Category as Shares of GNP
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The relationship between defense budget authority and outlays
since the end of World War II, in constant 1990 dollars, is depicted in
Figure 3. Defense spending surged in the early and mid-1980s, follow-
ing the large increases in budget authority approved in the last years
of President Carter’s Administration and during President Reagan’s
first term. In the 1981-1985 period, annual dollar increases in defense
budget authority averaged more than 15 percent; even with the high
inflation that characterized this period, annual real increases aver-
aged over 9 percent. For the past five years, however, increases in de-
fense budget authority have failed to keep pace with inflation. Final
appropriations for fiscal year 1990 contained a slim 1 percent increase
for defense budget authority over the 1989 level, well below the rate of
inflation.

A different perspective emerges from analyzing defense spending
as a share of the total economy versus analyzing it in dollar terms. Un-
der the baseline assumptions, defense spending would claim a shrink-

Figure 3.
Defense Budget Authority and Qutlays
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ing portion of the nation’s output. As a share of GNP, defense outlays
fall from about 5.4 percent at present to 4.8 percent by 1995--about the
same percentage as in the years immediately following the Vietnam
War, and the smallest since the late 1940s (see Figure 2). But the
nation’s economy has expanded greatly during the same period. There-
fore, even while defense is smaller relative to GNP than during recent
decades, real defense spending remains high. As Figure 3 shows, real
outlays still equal or surpass typical levels of the past 45 years with
only three distinct exceptions: the Korean War, the Vietnam War, and
the defense buildup of the Reagan years.

The defense baseline preserves the mix of activities reflected in the
1990 appropriation. Of the $302 billion in defense budget authority,
the largest amounts are for military personnel (about $79 billion),
operation and maintenance ($87 billion), and procurement ($83 bil-
lion). Another $37 billion is earmarked for research, development,
test, and evaluation; and $7 billion is slated for other Department of
Defense activities. The remaining $10 billion goes to other federal
agencies, mainly the Department of Energy.

Nondefense Discretionary Spending

Nondefense discretionary spending, an extremely varied category, en-
compasses most of the government’s activities in the areas of science
and space, transportation, medical research, environmental protection,
and law enforcement, to name only a few. Such spending is expected to
total $205 billion in 1990. About one-fifth of nondefense discretionary
spending goes toward pay and benefits for civilian agency employees;
about one-third reflects grants to state and local governments.

The Congress sets funding levels for nondefense discretionary pro-
grams in annual appropriation bills. As with defense programs, the
baseline assumes that appropriations keep pace with inflation. Out-
lays grow slightly faster, climbing about 5 percent a year on average.

Relative to the nation’s GNP, nondefense discretionary spending
falls slightly from 3.8 percent in 1990 to about 3.4 percent in 1995.
Such spending is already at its smallest share of GNP since the early
1960s and lies well below its peaks during the late 1970s, when it
generally represented 54 percent to 6 percent of GNP.
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Broad clusters of nondefense discretionary spending have wazxed
and waned relative to GNP since the early 1960s. While individual
programs within these broad clusters may have fared better or worse
than others, the priorities of the federal government have shifted dur-
ing this period (see Figure 4).

Spending for international affairs--primarily security and hu-
manitarian assistance to other nations--has declined fairly steadily
since the early 1960s. It currently represents less than 0.5 percent of
GNP. A longer historical perspective than that depicted in Figure 4
would show an even steeper decline; during the late 1940s and early
1950s--years in which the United States was contributing heavily to

Figure 4.
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postwar reconstruction--such spending typically ranged between 2 per-
cent and 24 percent of GNP.

Outlays for general government and administration of justice have
not fluctuated greatly. Spending in the areas of science, energy, natu-
ral resources, and agriculture shows two distinct peaks. The first oc-
curred during the race to the Moon in the late 1960s; the second re-
flected the boom in spending for energy and, to a lesser extent, the
environment in the late 1970s and early 1980s. Commerce and hous-
ing credit, transportation, and community development are currently
about half as large, relative to GNP, as they were during most of the
1970s.

Finally, human services programs--encompassing activities such
as education, training, social services, medical research, subsidized
housing programs, and the administrative costs of many benefit pro-
grams--have accounted for the largest share of nondefense discretion-
ary spending for 20 years. These programs, too, have shrunk from
their peaks and are currently only about three- fourths as large, rela-
tive to GNP, as in the late 1970s.

Entitlements and Other Mandatory Spending

About half of federal government spending consists of entitlement and
mandatory programs, which amount to $584 billion in 1990. Such pro-
grams make payments to any person, business, or unit of government
that seeks the payments and meets the criteria set by law. The Con-
gress controls spending for these programs indirectly, by defining eli-
gibility and by setting the benefit or payment rules, rather than di-
rectly through the appropriation process.

The best-known entitlements are the two biggest benefit pro-
grams--Social Security and Medicare--run by the government. The
category also includes less obvious benefit programs such as farm price
supports, Stafford student loans, and the school lunch program. Man-
datory programs, such as the government’s deposit insurance spending
to resolve troubled financial institutions, are also included because the
government must fulfill the commitments it has made.
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Entitlements and other mandatory spending were by far the
fastest-growing category of federal spending over the last quarter
century, roughly doubling in size relative to GNP (see Figure 2 on page
8). In the baseline, this category is the only one that keeps pace with
GNP, remaining just shy of 11 percent of GNP throughout the
five-year period. Thus, entitlements are projected to grow at an aver-
age annual real rate of just under 3 percent.

This huge category of spending is further divided into its two
major components--means-tested and non-means-tested programs (see
Table 4). Only about one-sixth of entitlements meets the common
definition of welfare programs, paying benefits to those who
demonstrate need. Other entitlements, while some of their spending
may benefit poor people, are not means-tested.

Means-Tested Programs. Means-tested entitlements grow from $97
billion in 1990 to $146 billion in 1995. Medicaid, a joint federal and
state program, is the largest and fastest-growing member of this cate-
gory. Medicaid primarily covers participants in certain income sup-
port programs such as Supplemental Security Income (SSI) and Aid to
Families with Dependent Children (AFDC), other participants with
greater incomes but high medical expenses, and selected groups tar-
geted by recent program expansions (such as poor children and preg-
nant women). At present, almost three-fourths of Medicaid spending
goes to the aged, although they represent less than one-quarter of
participants. Much of this spending goes to pay the costs of long-term
care in nursing homes.

Rapid growth in Medicaid is fueled by growth in the eligible
population, greater use of covered services, rising costs of medical care,
and decisions at the federal and state levels, after cuts in the early
1980s, to expand coverage to additional needy people. The recent ex-
pansions have targeted specific groups: low-income pregnant women,
young children, and families attempting to leave the welfare rolls.
Spending that results from program expansions enacted since 1985
accounts today for roughly 6 percent of Medicaid outlays, growing to
about 11 percent in two years.

Other means-tested programs and their estimated spending are
also listed in Table 4. The largest programs include Food Stamps; SSI
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TABLE 4. CBO BASELINE OUTLAY PROJECTIONS FOR ENTITLE-
MENTS AND OTHER MANDATORY SPENDING
(By fiscal year, in billions of dollars)

Actual Base Projected
Category 1989 19% 1991 1992 1993 1994 1995

Means-Tested Programs

Medicaid 35 39 45 51 57 63 0
Food Stampes 14 15 16 17 18 19 19
Supplemental Security Income 11 11 13 14 15 18 18
Family Support 11 12 13 14 15 15 16
Veterans’ Pensions 4 4 4 4 4 4 4
Child Nutrition 5 5 5 6 6 6 6
Earned Income Tax Credit 4 4 4 5 5 5 5
Stafford Loana® 4 4 4 4 4 4 3
Other 1 2 2 2 2 3 2
Total, Means-
Tested Programs 89 97 108 116 125 137 146
Non-Means-Tested Programs
Social Security 230 247 263 280 298 316 335
Medicare M 104 116 131 147 165 183
Subtotal 326 351 380 411 445 480 518
Other Retirement and Disability
Federal civilian® 32 34 39 41 44 47 61
Military 20 22 23 24 26 27 29
Other 5 5 5 5 il 8 6
Subtotal 57 61 67 Tl 5 80 86
Unemployment Compensation 14 16 16 17 17 18 19
Qther Programa
Vetoerane' benefitad 15 14 15 15 15 17 16
Farm price supporta 11 8 12 12 12 11 10
Deposit insurance 21 22 12 8 14 1 2
Social services 5 5 6 6 5 5 b
Othere 8 11 10 3 9 8 8
Subtotal 59 60 54 50 56 42 41
Total, Non-Means-
Tested Programs 455 487 517 548 593 821 664
Total
All Entitlements and Other
Mandatory Spending 544 584 624 664 718 758 809

SOURCE: Congressional Budget Office.

NOTE: Spending for major benefit programs shown in this table includes benefits only. Outlays for
administrative costs of most benefit programs are classified as nondefense discretionary
spending, and Medicare premium collections as offactting receipts.

Includes nutrition assiatance to Puerto Rico.

Formerly known as Guaranteed Student Loans.

Includes Civil Service, Foreign Service, Coast Guard, and other retirement programs, as well as

annuitants’ health benefits.

Includes veterans’ compensation, readjustment benefits, life insurance, and housing programs.

Excludes Poatal Service outlaye after 1989.
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for the aged, blind, and disabled; Family Support Payments (another
joint federal/state program, primarily consisting of AFDC); pensions
for needy veterans who are aged or disabled; child nutrition (the
largest of which is the school lunch program); and several others.

Non-Means-Tested Programs. The rest of entitlement spending is not
means-tested. Social Security and Medicare are by far the largest such
programs, accounting for 60 percent of entitlement spending in 1990.
Social Security now pays monthly benefits to 39 million recipients--
retired and disabled workers and their spouses, dependents, and sur-
vivors. The baseline projections for Social Security reflect continued
growth in the beneficiary population, tapering off from about 1.4
percent a year at present to about 1.1 percent by the mid-1990s, as the
relatively small cohort born during the Depression reaches eligibility.
In addition, the average benefit rises, both because of cost-of-living
adjustments and the addition of retirees with recent, relatively high
earnings.

Medicare is a smaller program than Social Security but grows
much faster under current policies, despite several legislative and reg-
ulatory cutbacks in recent years. Medicare was among the fastest-
growing major spending programs during the 1980s, outpacing defense
and Social Security and second only to net interest; Medicare growth
outpaces all other major spending categories in the baseline projec-
tions. Medicare growth has been fueled by growth in the eligible popu-
lation, by inflation in the medical sector that far outstrips general
inflation, and by trends in the mix of cases and the use of medical care.
Growth in spending has been particularly strong in the Supplementary
Medical Insurance (SMI) program, which primarily pays for physician
services. Attempts to curtail Hospital Insurance (HI} spending may
have shifted costs onto SMI--for example, by encouraging outpatient
procedures. The spending totals shown in Table 4 reflect all the
benefits paid by Medicare. Premiums collected from SMI enrollees
defray a fraction of that program’s costs but are included in the off-
setting receipts category of the budget.

Last fall, the Congress repealed the year-old expansions in Medi-
care catastrophic coverage following widespread opposition to the pro-
gram’s financing provisions. In passing the 1988 law, the Congress
sought to pay for the new benefits through added levies on the elderly
themselves--through higher premiums for all beneficiaries and a spe-
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cial income tax surcharge that applied to the higher-income elderly.
With the repeal of virtually all provisions of this legislation, the base-
line no longer includes significant expansions in Medicare benefits in
1990 and beyond, such as unlimited hospital stays, a cap on out-of-
pocket costs for physician services, and prescription drug benefits.

Other retirement and disability programs--which account for 10
percent of spending for entitlements—are dominated by the govern-
ment’s civilian and military retirement programs and by retirement
payments to railroad workers. Included in the federal retirement
category is the government's fast-growing contribution for annuitants’
health benefits, which climbs to $8 billion by 1995. Another large
program, unemployment compensation, grows little under the baseline
assumptions about the economy.

All other entitlements and mandatory programs--the remaining
10 percent of this category--are projected to total $60 billion in 1990,
declining to $41 billion by 1995. The drop can be traced to a single
volatile category of spending--deposit insurance; other programs in
this category are essentially flat or grow modestly. Non-means-tested
veterans’ benefits currently total about $14 billion and grow slowly.
Another large program, farm price supports, peaked in 1986 at $26
billion and averages $11 billion a year in the 1990-1995 period under
the baseline assumptions. Qutlays for farm price supports fall below
1989 levels this year because of the sharp decline in drought-related
disaster payments. Spending for farm price supports is also artificially
depressed in 1990 by the Administration’s decision to shift into 1989
some payments that would ordinarily have occurred this year, thus
reducing the 1990 deficit. The five-year projections assume average
weather and growing conditions, since forecasting the weather accur-
ately for even a few months into the future is clearly impossible. In the
absence of special assistance, poor weather conditions translate into
smaller crops, higher prices, and reduced outlays for farm price sup-
ports; the opposite is true for good growing conditions.

Spending for deposit insurance has been an extraordinarily vola-
tile category of federal spending. Through the mid-1980s, premiums
and other income to the deposit insurance funds typically exceeded
their costs of aiding troubled financial institutions. But this is no
longer the case. Deposit insurance spending has greatly added to the
deficit in the past few years and will continue to do so through the
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mid-1990s under baseline assumptions. Most of the outlays are for
troubled savings and loans (thrift institutions). Budget outlays would
be even larger, except that about $30 billion is effectively excluded
from the budget in 1990 and 1991 because the funds are technically
borrowed by an off-budget, government-sponsored enterprise and
turned over to the Treasury.

Net Interest

Net interest, one of the fastest-growing spending categories in the
1980s, continues to climb in the baseline projections as the government
borrows to finance its deficit and to refinance its existing debt. Net
interest primarily reflects the government’s payments to holders of its
debt; as an offset, it also reflects interest income received by the gov-
ernment on loans and cash balances. This interest income shrinks over
the forecast horizon.

Net interest grows by about 7 percent between 1989 and 1990. An-
nual growth tapers off thereafter under the baseline assumptions.
This pattern stems in part from modestly declining deficits and, hence,
borrowing in the baseline projections. But more important, this pat-
tern reflects the declines in interest rates that are assumed to occur.
After climbing modestly later this year, both short- and long-term in-
terest rates begin gradual declines, falling by 1995 to about two per-
centage points and one-half of a percentage point, respectively, below
their current levels. If interest rates remained at today’s levels--as is
plausible if the deficit is not reduced further--net interest costs would
be about $15 billion higher in 1995.

Clearly, net interest projections are extremely sensitive to as-
sumptions about interest rates. This sensitivity stems directly from
the huge amounts of financing and refinancing conducted by the Trea-
sury. Of the marketable debt outstanding at the end of 1995 in the
baseline, about one-fourth reflects new securities issued in 1990
through 1995 to finance deficits; over one-half represents debt issued
before 1990 but refinanced at some point during the six-year period;
and only one-fifth reflects debt borrowed before 1990 and not refi-
nanced during the six-year period.
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Offsetting Receipts

Offsetting receipts are funds collected by the government that are
recorded as negative outlays. More than half are intrabudgetary--that
is, they simply balance payments elsewhere in the budget. These
intrabudgetary receipts reflect payments by agencies to retirement
and other funds on their employees’ behalf, such payments are in-
cluded in agency budgets, and a corresponding receipt is simul-
taneously recorded to reflect that the funds have not actually left the
government.

The remaining offsetting receipts come from the public and repre-
sent voluntary, business-type transactions. Unlike revenues, they do
not stem from the government’s sovereign taxing powers. The largest
item, Medicare premiums, grows from $12 billion in 1990 to $15 billion
in 1995; these premiums mainly represent payments for SMI, the op-
tional (and heavily subsidized) portion of Medicare that is elected by
almost all eligible people. Other receipts from the public include tim-
ber and oil lease receipts, proceeds from the sale of electric power, and
similar income.

THE FIVE-YEAR OUTLOOK FOR REVENUES

Baseline revenues are projected to exceed $1 trillion for the first time
in 1990, totaling $1,067 billion. Revenues will grow by more than 6
percent in 1991 and by about 6 percent a year thereafter. This path
puts total revenues at $1,137 billion in 1991 and at $1,438 billion in
1995. Revenues in 1990 and 1991 represent 19.6 percent of GNP.
After that, revenues grow somewhat slower than the overall economy,
and the revenue share of GNP drifts down to 19.3 percent by 1994 (see
Table 5). Over the past several decades, the federal government’s
major tax sources have shifted in relative importance, both because of
changes in tax policy and changes in the economy. The trends in the
relationship of tax sources to GNP are depicted in Figure 5.

Personal Taxes

Over 81 percent of all federal revenues in fiscal year 1989 was col-
lected from the individual income tax and social insurance contribu-
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tions, and CBO projects this share to increase slightly to 84 percent by
1995. This represents a significant rise over the last three decades
from 60 percent in 1960, primarily as a result of legislated increases in
social insurance taxes.

The individual income tax brings in close to 50 percent of all
federal tax dollars collected, as it has most years over the last 30 years.
It has accounted for a stable 8 percent to 9 percent of GNP virtually
every year {see Figure 5). Income taxes exceeded 9 percent of GNP in
periods of high inflation (before the system was indexed in 1985) but
generally fell to about 8 percent in years following legislated tax

TABLE 5. CBO BASELINE REVENUE PROJECTIONS BY SOURCE
(By fiscal year)
Actual Base Proajected
Major Source 1989 1990 1991 1992 1993 1994 1995

In Billions of Dollars

Individual Income 446 490 529 564 602 641 682
Corporate Income 103 102 111 116 120 126 134
Social Insurance 359 388 412 437 485 495 526
Excise 34 36 34 32 33 34 35
Estate and Gift 9 9 10 10 10 11 13
Customs Duties 16 17 18 19 21 22 24
Miscellaneous 23 25 25 25 26 26 27

Total 991 1,067 1,137 1,204 1,277 1,355 1,438

As a Percentage of GNP

Individual Income 8.7 9.0 9.1 21 9.1 91 9.1
Corporate Income 2.0 1.9 1.9 19 1.8 1.8 1.8
Social Insurance 7.0 7.1 7.1 7.1 71 7.1 7.0
Excize 0.7 0.7 0.6 0.5 0.5 0.5 0.5
Estate and Gift 0.2 0.2 0.2 0.2 0.2 0.2 0.2
Customs Duties 0.3 0.3 0.3 0.3 0.3 0.3 0.3
Miscellaneous 0.4 0.5 0.4 0.4 0.4 0.4 0.4

Total 19.2 19.6 196 195 194 193 193

SOURCE: Congressional Budget Office.
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reductions to offset inflation’s tendency to push taxpayers into higher
brackets. With the income tax brackets, the standard deduction, and
the personal exemption now indexed to protect taxpayers from such
inflation-induced automatic tax increases, the individual income tax is
projected to maintain a stable relationship to GNP, even without

Figure 5.
Revenues by Source as Shares of GNP
Social Insurance Taxes Excise and All Other Taxes
Percentage of GNP Percentage of GNP
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legislative intervention. The baseline projects this share to be 9 per-
cent of GNP each year through 1995,

Social insurance contributions have increased dramatically, both
as a fraction of total revenues and in relation to GNP. An overwhelm-
ing share (92 percent) of these contributions represent Social Security
and Hospital Insurance taxes; the remainder are for unemployment
insurance, railroad retirement, and federal employee retirement. In
the early 1960s, these contributions represented 16 percent to 17 per-
cent of total revenues; they have more than doubled, now contributing
36 percent. They represent 7 percent of GNP, up from about 3 percent
30 years ago.

The sharp upward trend in social insurance taxes is the result of
legislated increases in payroll tax rates and expansions in both the
portion of the population participating in the work force and the frac-
tion of the work force covered by these taxes. These tax increases have
largely corresponded to the expansions of the entitlement programs for
which these taxes are earmarked--Social Security, Medicare, and fed-
eral retirement. The last two increases in Social Security tax rates
mandated by the 1983 Amendments have taken effect, one in January
1988 and the other in January 1990. One result of these and previous
increases is that many families now pay more Social Security tax than
income tax.

No additional increases in Social Security taxes {(or other social in-
surance contributions) are scheduled under current law. Therefore,
receipts from these tax sources are projected to remain stable relative
to GNP. Because Social Security and other social insurance tax rates
are flat and the tax bases are indexed to keep pace with inflation, this
stability is built into the payroll tax system. Baseline projections show
social insurance taxes at 36 percent to 37 percent of total revenues
through 1995, and at 7 percent of GNP throughout the projection
period.

Corporate Income Taxes

Corporate income taxes contributed over 10 percent of total taxes in
1989, and are projected to be 9 percent to 10 percent of the total each
year from 1990 through 1995. This is just below 2 percent of GNP. As
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a fraction of total revenues, corporate taxes decline slowly to around 9
percent by 1995,

These projections represent a continuation of a long-established
trend--the falling contribution of corporate tazes to funding federal
activities. In the early 1960s, corporate income taxes represented more
than 20 percent of tax collections and about 4 percent of GNP. Both
these ratios have fallen more or less steadily since then. Like the in-
crease in social insurance contributions, this long-run decline results
partially from legislated changes in taxation. The enactment of the
investment tax credit, the increasingly generous acceleration of asset
cost recovery, the reduction of the corporate tax rate, and the prolifera-
tion in the number of industry-specific tax deductions have eroded this
source as a major contributor to federal coffers. In addition, the tax
base has declined relative to GNP because, among other reasons, com-
panies have relied more heavily on debt financing than on equity fi-
nancing, thereby increasing deductions for interest payments.

Although the Tax Reform Act of 1986 increased corporate taxes by
several billions of dollars a year, this amount was not enough to re-
verse the overall trend. CBO projects that corporate tax payments will
remain below 2 percent of GNP, about the same relationship as in 1981
before the tax cuts of the early 1980s reduced it further.

Excise and Other Tax Sources

The remainder of federal revenues is generated by excise taxes on
goods and services, tariffs on imported merchandise, estate and gift
taxes, net earnings of the Federal Reserve System that are turned back
to the Treasury, and numerous miscellaneous fees and charges. Taken
together, they made up 8 percent of total 1989 collections and about 1.6
percent of GNP. They are projected to decline over the five-year period
to below 7 percent of total revenues and 1.3 percent of GNP. This drop
is consistent with a longer trend: at the beginning of the 1960s, they
contributed 17 percent of all taxes and measured slightly more than 3
percent of GNP.

The largest component of this group is excise taxes, itself made up
of more than 50 separate tax sources. Of these, Highway Trust Fund
taxes on gasoline, diesel fuel, truck and tire sales, and road use by
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heavy trucks account for more than 40 percent. Taxes on sales of al-
coholic beverages contribute about 15 percent, and those on cigarettes
and other tobacco products ancther 12 percent. Airport and Airway
Trust Fund taxes have been about 11 percent of all excise taxes, but
are projected to decline to 9 percent when scheduled reductions in these
taxes take place in 1991. The remaining one-fifth cover a variety of
goods and services, ranging from sporting equipment to environ-
mental pollutants to use of the nation's waterways.

Roughly two-thirds of excise taxes are dedicated to specific spend-
ing purposes, such as the gasoline tax that funds the nation’s interstate
highway program, taxes on coal that fund benefits for coal miners
afflicted with black lung disease, the airline passenger ticket tax that
helps fund aviation spending, and Superfund taxes on chemical feed-
stocks that fund environmental cleanup.

Many excise taxes are levied on a per unit basis; some have not
been addressed by legislation in many years. For example, the tax on
wine of 3 cents per bottle (750 ml) was last changed in 1951. The value
of such taxes, relative to the economy, has therefore fallen. Some are
scheduled to expire during the projection period. As a group, excise
taxes have declined in importance consistently for many years, with
the enactment in 1980 of the windfall profit tax on oil producing the
only major break in the trend. The windfall profit tax dwindled in
importance as oil prices fell and has since been repealed.

The Federal Reserve System earns profits on its portfolio, which
includes both U.S. government securities of various maturities and for-
eign currencies. After covering its own costs, the Federal Reserve re-
turns its excess earnings to the Treasury as federal receipts. As inter-
est rates have risen since the 1970s, this revenue source has grown
considerably, but not enough to keep pace with overall economic
growth or with total revenues. The downward drift in the ratio of
Federal Reserve earnings to GNP and to total receipts continues in the
forecast period as interest rates are projected to decline over time.

Other tax sources include customs duties on imported products,
estate and gift taxes, and miscellaneous receipts, which are composed
of many fees, penalties, and other charges. In total, these receipts ac-
count for a constant share of GNP.
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MAJOR COMPONENTS OF SPENDING GROWTH

Baseline revenues and outlays are both projected to grow by $70 billion
in 1991. Table 6 shows that $59 billion of the growth in outlays occurs
automatically under current law. These built-in increases stem from
such factors as cost-of-living increases and growth of caseloads for
Social Security and other retirement and disability programs.
Spending for Medicare and Medicaid, two of the fastest-growing pro-
grams, is driven up by increases in the price of medical care and by the
wider use of more expensive medical technologies. Net interest out-
lays--arguably the least controllable component of spending--are deter-
mined by the government’s deficit and by interest rates.

Just three programs are responsible for half of the growth in
spending (see Figure 6 on page 26). Social Security and Medicare ac-
count for $29 billion, or over 40 percent of the growth in 1991. Another
$6 billion--almost 10 percent of the growth--is added by net interest.
Other increases required under current law total $24 billion. Only $11
billion of the projected increase in spending in 1991 stems from dis-
cretionary increases in appropriations that are assumed in the CBO
baseline.

Alternative Spending Paths

As noted earlier, the baseline projections for discretionary spending
simply adjust the 1990 appropriations to allow for inflation. As a re-
sult, the baseline makes no explicit allowance for activities not covered
in the 1990 appropriations, such as renewing long-term subsidized
housing contracts that are about to expire. Conversely, the baseline
for 1991 through 1995 includes money for items that were funded in
1990 but may not be needed in the future, such as the decennial census
and hurricane and earthquake relief. Adjusting the baseline for these
special situations, however, would have little effect on the totals.

Of greater consequence are the assumptions about defense spend-
ing. The CBO baseline assumes that defense appropriations are ad-
justed fully for inflation, the same treatment that applies to non-
defense discretionary spending. Nevertheless, real defense appropria-
tions have been falling since 1985. Many observers assume that future
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TABLE 6. COMPONENTS OF CBO BASELINE SPENDING
PROJECTIONS (By fiscal year, in billions of dollars)

1991 1992 1993 1994 1995
1990 Level 1,205 1,205 1,205 1,205 1,205
Cwrrent Law Increases
Cost-of-living
adjustments
for entitlement
programsa 10 25 41 57 74
Increases in price of
medical carea 4 9 16 24 32
Increases in entitlement
program caseloads 7 14 22 30 40
Increases in use of
medical careb 11 23 36 48 61
Rising benefits for new Social
Security beneficiariest 6 10 13 16 20
Expected changes in
offsetting receipts c -3 -6 -9 -12
Increased interest costs 6 12 20 25 29
Other 14 15 22 _16 13
Subtotal 59 105 164 209 257
Inflation Adjustments to
Maintain Real Spending for
Discretionary Programs
Defense purchases 3 9 16 24 32
Defense pay 3 8 12 17 22
Nondefense purchases 3 8 15 22 29
Nondefense pay 1 _3 _5 _1 5
Subtotal 11 28 48 70 93
Total Increases 70 134 212 279 350
CBO Baseline 1,275 1,339 1,418 1,484 1,585

SOURCE: Congressional Budget Office.

a. Represents program grewth that could be eliminated by freezing cost-of-living adjustments and
certain medical reimbursement rates.

b. All growth not explained by increases in caseloads and prices.
¢. Lesathan $500 million.
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appropriations will similarly fail to match inflation. In their view,
large federal deficits will join with reduced East-West tensions to
restrain the defense budget, producing a “peace dividend.”

Table 7 shows two hypothetical paths for defense spending relative
to the CBO baseline. The first involves annual real declines in defense
budget authority at roughly the rate of the last three years. A 2 per-
cent annual real decline in defense budget authority would generate
up to $4 billion in defense outlay savings next year, growing to about
$30 billion in 1995, compared with the CBO baseline. Annual real

Figure 6.
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declines of 4 percent double the savings and roughly correspond to a
five-year freeze in nominal defense budget authority. This second path
would reduce federal spending by $33 billion in 1993 and $68 billion in
1995, including reductions in interest costs. Even if all these savings
were devoted to cutting the deficit, however, they would amount to
only a quarter of what is needed to balance the budget in 1993.

Responding to a widespread perception of unmet national needs
may offset any savings from the peace dividend. Among these are per-
ceived shortfalls in child care, health insurance coverage, environ-
mental protection, education, infrastructure, and support for research
and development. Moreover, the baseline does not provide for unex-
pected natural events or a bad turn in the many governmentally pro-
vided insurance and guarantee programs. The hurricanes and earth-
quake in 1989, and the savings and loan problems of the late 1980s,
demonstrate that such events do happen. Because responding to these

TABLE 7. HYPOTHETICAL SAVINGS FROM ALTERNATIVE DEFENSE
BUDGET PATHS COMPARED WITH THE CBO BASELINE
(By fiscal year, in billions of dollars)

1991 1992 1993 1994 1995

2 Percent Annual Real Decline
in Budget Authority

Change in Defense Spending -4 -9 -15 -22 -30
Change in Interest Spending a -1 -2 -3 -5
Total Change in Deficit -4 -10 -17 .26 -35

4 Percent Annual Real Decline
in Budget Authority

Change in Defense Spending -8 -18 -30 -43 -57
Change in Interest Spending a -1 -3 -6 -10
Total Change in Deficit -8 -19 -33 -50 -68

SOURCE: Congressional Budget Offica,
a. Lesas than $500 million.
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needs could offset any peace dividend likely to accrue in the next few
years, the previous conclusion--that policy actions need to be taken to
reduce the deficit to the Balanced Budget Act targets--still holds.

REDUCING THE DEFICIT

One of the choices in setting a strategy for deficit reduction is whether
to adopt a set of broad rules or formulas, or to take a case-by-case
approach. A small across-the-board cut or freeze would be appealing if
society attached the same social value to the affected programs and if
the priorities reflected in the existing budget actually reflected current
priorities. The formula approach has certain obvious advantages. It
can make a large impact on the deficit; it can be done quickly; and it
spreads the burden over broad groups of individuals. Moreover, it also
avoids time-consuming debate on specific programs.

The formula approach, however, also has its potential disadvan-
tages. For example, if society values some of the affected programs
more highly than others, or if the required cuts are large, proportional
reductions in all programs may not be desirable. The formula ap-
proach can also have arbitrary and uneven effects on different groups.
While formulas that reduce all programs by a fixed percentage or hold
all programs constant appear to be evenhanded, a fixed reduction in all
spending can have greatly differing effects on different groups of
individuals. For some, the cutback in benefits may be hardly noticed,
but for others, it can have serious consequences. Thus, even if the cut-
backs are completely across the board, inequities occur. Moreover, the
longer the rule is in effect, the more important the inequities become.

Table 8 contains a sampling of options for formula reduction that
have recently been put forward and shows for each the resulting
savings from CBO's baseline projections. Many formula budget plans
could be constructed from this table by selecting one option from each
category and summing the annual budget savings. Table 9 provides an
illustrative one-year budgetary freeze that would produce savings of
$22.1 billion in 1991 and $50.4 billion in 1995.
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TABLE 8. ILLUSTRATIVE FORMULA-TYPE BUDGET OPTIONS
(By fiscal year, in billions of dollars)

Deficit Reduction from CBO Baseline

1991 1992 1993 1994 1995
National Defensea
One-year program-level
freeze and pay freeze 5.8 9.0 -10.7 -11.7 -12.4
Increase in program levels
and pay by 2 percent
a year -2.9 -1.5 -13.0 -19.1 -25.7
No increase in program
levels or pay -5.8 -14.8 -25.5 -37.1 -49.5
Cost-of-Living Adjustments
(COLAs)»
No COLAs for one year 9.0 -12.3 -12.5 -12.5 -12.4
COLAs of 2 percent a year 4.8 -11.8 -19.3 -27.3 -35.3
No COLAs for five years 9.0 -21.9 -35.4 -49.4 -63.4
Nondefense Discretionary
Spending
One-year program-level
freeze -3.0 -4.9 -5.7 -6.2 -6.6
Increase in program levels
by 2 percent a year -1.5 -4.2 -1.3 -10.8 -14.5
No inerease in program
levels -3.0 -8.4 -14.7 -21.6 -29.0
Medicare
One-year freeze in
reimbursement rates 2.4 -3.6 4.0 4.5 -4.9
Increase in reimbursement
rates by 2 percent a year -1.4 -3.7 8.6 -9.9 -13.7
Civilian Agency Pays
One-year freeze in pay
raises -1.1 -1.7 -1.8 -1.9 -2.0
Increase in pay by
2 percent a year -0.6 -1.4 23 -3.2 -4.2
No pay raises 1.1 -2.7 -4.4 -8.1 -7.9

SOURCE: Congreassional Budget Office.

a. These calculations are net of offsets for employer payments to employee retirement funds.
b. These calculations exclude means-tested programa.
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One broad formula plan is the sequestration procedure found in
the Balanced Budget Act. While the procedure was conceived as a way
to distribute broadly the burden of deficit reduction, it reflects a
specific set of spending priorities. For example, some programs, such
as Social Security, are fully exempt from sequestration. Other pro-
grams, while not exempt, are subject to special rules that limit the
amount of spending reduction. Specifically, Medicare and health pro-
grams for veterans and Native Americans may be reduced by no more
than 2 percent. The first-year outlay reductions required by the deficit
targets are divided evenly between defense and nondefense programs.

TABLE 9. ILLUSTRATIVE ONE-YEAR BUDGETARY FREEZE
(Deficit reduction from CBO baseline, by fiscal year,
in billions of dollars)

1991 1992 1993 1994 1995
CBO Baseline Deficit 138 135 141 130 118
Policy Changes
One-year program-level
and pay freeze for
defensea 5.8 -9.0 -10.7 -11.7 124
One-year COLA freezeb -9.0 -12.3 -12.5 -12.5 -12.4
One-year program-level
freeze for nondefense
discretionary programs -3.0 -4.9 -5.7 -6.2 -6.6
One-year freeze in Medicare
reimbursement rates -2.4 -3.6 -4.0 -4.5 -4.9
One-year freeze in civilian
agency pay raisesa ‘11 -1.7 -1.8 -1.9 -2.0
Subtotal -21.3 -31.5 -34.7 -36.8 -38.3
Debt Service Savings 0.8 -3.0 -5.8 -8.8 -121
Total Changes -22.1 -34.5 -40.5 -45.6 -50.4
Resulting Deficit 116 101 100 84 67

SOURCE: Congressional Budget Office.

a. These calculations are net of offseta for employer payments to employee retirement funds.

b. These calculations exclude means-tested programs.
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The required outlay reductions for each of these two groups (after sub-
tracting the savings from the special-rule programs from the non-
defense share) are achieved by cutting the resources in each category
by a uniform percentage. For 1991, the deficit target is $64 billion, and
the deficit must be held below $74 billion to avoid sequestration.
Allowing sequestration to do the deficit reduction job would imply
reductions of 19 percent in defense budget authority and 28 percent in
nonexempt domestic programs.

PROGRAMMATIC APPROACHES TO REDUCING THE DEFICIT

The alternative to a formula approach is to focus on the policy implica-
tions of various deficit reduction options. Public policy principles or
themes may be useful in formulating an overall deficit reduction pack-
age. Most of the outlay reductions reviewed in this volume involve one
or more of the following themes:

0 Reduce Public Consumption. Reduce the public sector’s role
by cutting back on federal activities. Give priority to public
investments and cut back on public consumption.

o Reassign Responsibilities to State and Local Governments.
Cut federal support for social programs, leaving the responsi-
bility to state and local governments.

0 Limit the Benefits of Programs to Those in the Greatest Need.
For instance, tighten eligibility criteria for federal programs
to include only the economically needy.

Most of the revenue options discussed in this volume fall into the
following categories:

o  Broaden the Income Tax Base. Tax all forms of labor compen-
sation and capital income on a more uniform basis. Elimi-
nate the preferential treatment of income from certain activi-
ties.

o  Increase Income Tax Rates. Raise the rates for existing tax
brackets or add another bracket for high-income taxpayers.
Raise the minimum tax rate.
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o Tighten Taxation on Transfers of Wealth. For instance, lower
the exemption for estate and gift taxes.

0 Expand Coverage of Payroll Taxes. Tax state and local gov-
ernment employees like private-sector employees.

o  Increase Reliance on Consumption Taxes. Raise existing ex-
cise taxes or adopt a new broad-based consumption tax such
as a value-added tax.

o Increase the Use of User Fees. Make the price of government
services reflect their true costs.

o Increase the Use of Corrective Excise Taxes. Tax activities
whose prices may not fully reflect their social cost.

CONSTRAINTS ON DEFICIT REDUCTION

Both the formula approach and the specific program approach to
cutting outlays, or raising taxes, have limits. These involve technical
constraints, legal and moral constraints, and limits arising from
concerng about effects on the income distribution, regions of the
country, and the overall economy.

Technical Constraints

The planning period for government programs varies considerably,
and for some programs is quite long. Building an aircraft carrier, for
instance, takes many years; once the process is begun, it may be highly
inefficient to cancel or delay construction. While it may be feasible to
stretch out or delay procurement of some other weapons systems, doing
80 could raise the unit cost if efficiencies can be gained from large
production runs.

Legal and Moral Constraints

Legal constraints occur because the government may have already
contracted to purchase resources. In general, contracts can be broken,
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but breaking them usually involves penalties. Moral constraints occur
because people plan their lives based on understandings--perhaps im-
plied--about how the government, their employers, and other signifi-
cant institutions will behave. In many instances, these understand-
ings are implicit rather than contractual. But sudden changes can
nonetheless violate understandings and obligations.

Concerns About the Distribution of Income

Recent trends in income distribution and poverty alse constrain deci-
sions about where to cut budget outlays or increase taxes. In general,
the distribution of personal income has become more unequal during
the 1980s than it was in the earlier post-World War II period. Family
income, in terms of real purchasing power and adjusted for family size,
has increased slowly since the early 1970s, but some groups have fared
better than others. For instance, income rose relatively rapidly for the
elderly, but single mothers with children experienced only a slight
growth in income. Families headed by people under age 25 and
families with children and ne full-time, full-year workers experienced
substantial drops in real income between 1970 and 1986. The per-
centage of families in poverty rose sharply in the early 1980s, reflect-
ing in part the severe recession during that period. More recently, the
poverty index has slowly drifted down, but it remains substantially
above the level of 1979. Poverty rates are particularly high for single
mothers with children.

Concerns about the distributional effects of budgetary actions are,
therefore, particularly important. For example, the growth in average
benefit levels for poor families with dependent children--the AFDC
program--has lagged behind the rate of inflation during the 1980s.
Also, on the tax side, an increase in payroll taxes, a new consumption
tax, or a selective increase in excise taxes--say, on gasoline or tobacco--
could impose a disproportionate burden on lower-income groups.

Regional Considerations

Many deficit reduction options assign a disproportionate burden to one
region of the nation. An oil import fee, for example, will have greater
adverse effects on regions that are heavy consumers of oil than on oil-
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producing regions. Options concerning farm programs, development of
water projects, canceling weapons programs or tax preferences for ex-
tractive industries (primarily oil and gas) all have obvious regional
implications.

Regional considerations may be particularly important where
local economies are already distressed and where unemployment is
relatively high. Although labor markets are generally quite strong
and the aggregate unemployment rate has not been this low since
1974, unemployment--especially for disadvantaged groups--remains
high in some regions of the country. For instance, although unemploy-
ment rates for black teenagers have dropped considerably, they remain
extremely high in the Midwest.

Short-Term Macroeconomic Effects

Sharp reductions in the budget deficit could temporarily weaken
aggregate demand, causing economic growth to slow in the short term
and unemployment to rise. Cutting the budget deficit makes room for
shifting resources toward net exports and domestic investment, there-
by improving long-run prospects for the economy. But if the deficit
reduction is too fast, these expanding sectors may be unable to absorb
unemployed resources fast enough; as a result, the economy might tip
into a recession. The risk of causing serious weakness in the economy
would be mitigated or eliminated if the Federal Reserve responded by
easing monetary policy. The risks could also be reduced by spreading
the deficit cuts over several years.

HOW TO USE THIS VOLUME

The remainder of the volume is divided into chapters on national de-
fense, entitlements, agricultural programs, nondefense discretionary
spending, federal work force, and revenues. Each of the chapters ana-
lyzes a large number of specific options for reducing the deficit. Each
option includes a short description of its pros and cons, and an estimate
of the savings or revenue gains for each of the years from 1991 through
1995, as well as a five-year total. Variations on any option may, of
course, be constructed, with corresponding variations in savings.
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Because there would be interactions among the options if many of
them were enacted, the deficit reduction effects of the separate options
cannot be added to a grand total. Their interactions could magnify or
nullify their individual effects. In fact, some of the options are mutu-
ally exclusive. In addition, any reduction in outlays or increase in
revenues would result in a lower public debt and therefore in lower net
interest costs than would otherwise be the case. The estimates for the
specific options do not include these savings on interest, although they
would have to be taken into account in analyzing a complete budget
plan. Moreover, a budget plan that significantly reduced the path of
federal deficits could cause some easing of interest rates, thus lowering
interest payments on the debt.

Finally, the Congressional Budget Office does not make substan-
tive policy recommendations. Thus, the appearance of an item among
the listed options should not be interpreted as a CBO endorsement.
Similarly, the absence of an item should not be construed as CBO oppo-
sition to its enactment.






CHAPTER II
NATIONAL DEFENSE

Although funding for national defense has been falling in real terms
since 1985, the Administration’s 1991 request of $306.9 billion con-
tains substantial growth for many programs. This section presents 28
options to limit spending for national defense. The first 11 offer lower
spending levels by reducing the funds for procurement of major wea-
pons systems, such as the B-2 bomber, the C-17 cargo aircraft, the
chemical binary munitions program, and the new DDG-51 guided-
missile destroyer. Savings would be achieved by canceling systems, as
in DEF-01 and DEF-03, or by slowing the rate of procurement as in
DEF-06 and DEF-07.

Limits on spending in other investment programs are considered
in options DEF-12 through DEF-15. The Administration has proposed
spending large amounts over the next five years on programs such as
the Strategic Defense Initiative (SDI, DEF-13) and the National Aero-
space Plane (DEF-14). The options presented here would achieve sav-
ings by slowing the growth in these programs or by canceling specific
programs,

Limiting further improvements in military readiness is discussed
in DEP-16, while reducing funding and improving management of the
Department of Defense’s school training program is addressed in DEF-
17. The possible effects of closing additional military bases is discussed
in DEF-19.

Options for reducing the active-duty military forces are presented
in DEF-20 through DEF-22. Some reductions could be achieved by re-
tiring some forces such as the Navy’s battleships (DEF-20) or by trans-
ferring some forces to the reserves (DEF-21). In response to military
and political changes in the Soviet Union and Eastern Europe, large
reductions in military forces might also be possible (DEF-22).
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Finally, DEF-23 through DEF-26 offer savings by eliminating
some reserve units (DEF-23) or by limiting the benefits for the Selected
Reserve (DEF-24 and DEF-25) and reserve retirees (DEF-26). DEF-27
considers increases in the charges for health care for military depen-
dents, and DEF-28 discusses limiting the growth in military pay.

The estimates of savings for all options are discussed in terms of
budget authority rather than outlays and were made relative to both
the Administration’s proposed budget for 1991 (using CBO’s current
economic assumptions) and the CBO baseline. The CBO baseline for
national defense is constructed by adjusting the 1990 budget authority
for major accounts--a higher level of aggregation than individual wea-
pons systems--for inflation only. Since the options discussed in this re-
port are based on more specific items in the defense budget and since
they are prepared well in advance of the Administration’s 1991 re-
quest, certain assumptions are necessary to assess the value of an op-
tion’s savings relative to the CBO baseline.

For nearly all options, the amounts planned in the budget for
1990--as adjusted for Congressional action and CBOQ inflation assump-
tions--fit neatly into the account-by-account baseline projections. In
other words, the 1991-1995 amounts planned for these programs could
be funded within the baseline amounts and still leave sufficient funds
for other programs funded in 1990. Consequently, this volume defines
the CBO baseline as including these programs as planned nine months
ago, with adjustments for Congressional action and CBO inflation as-
sumptions. In three cases (the B-2, the C-17, and SDI), the plan for
1990 is inconsistent with the adjusted-for-inflation-only baseline be-
cause the plan called for large amounts of real growth after 1990. In
these instances, the CBO base for the specific savings proposals is
estimated by simply inflating the 1990 budget authority levels for the
programs in question.

Entries labeled “Savings from Administration’s Request” in this
chapter, by contrast, evaluated the specific proposal against the
Administration’s request for 1991 submitted last month. When the
savings from the request and the CBO baseline are identical, the im-
plication is that the Administration’s current plan is not a significant
departure from what is assumed in the baseline. When savings from
the request are smaller than savings from the CBO baseline, the impli-
cation is that the Administration has significantly lowered its previous
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plan. Conversely, when savings from the request are greater than
from the CBO baseline, the implication is that the Administration has
increased its plan, although there may be instances where this may not
be true (for example, the B-2, the C-17, and SDI).
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DEF-01 CANCEL THE B-2 BOMBER
Annual Savings Cumaulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 4,500 4,600 4,800 5,000 5200 24,100
Outlays 1,100 2,600 3,800 4,400 4,800 16,700

Savings from Administration’s Request

Budget Authority 5,540 n.a. n.a. n.a. n.a. n.a.
Outlays 1,030 n.a. n.a. n.a. n.a. n.a.

NQOTE: The 1991 Department of Defense budget request does not provide aufficient detail to compute
annual savings beyond 1991 for this alternative.

The B-2 bomber, also referred to as the Advanced Technology or
“stealth” bomber, is designed to be nearly invisible to most Soviet
ground-based air defense radars. Thus, it should be better able than
other aircraft to penetrate the airspace of the Soviet Union to deliver
nuclear weapons. The Pentagon believes that penetrating bombers are
needed to accomplish certain missions such as finding and destroying
mobile targets, assessing damage caused by earlier nuclear attacks,
and reconnoitering targets. Bombers are also one of several different
means the United States employs to deliver nuclear warheads. This
redundancy of delivery systems is intended to provide insurance
against failure of one or more of the delivery systems and to enhance
deterrence by convincing a would-be nuclear attacker that the United
States could retaliate.

This option would cancel the B-2 bomber program, leaving the
United States with a mix of the new B-1B and the older B-52 bombers.
(B-52 bombers that carry air-launched cruise missiles are thought to
be capable of flying well beyond the year 2000.) Savings under this
alternative would amount to $5.5 billion in 1991 relative to the
Administration’s request. Relative to the CBO baseline, savings would
be $4.5 billion in 1991 and total $24.1 billion over the next five years.
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Although early flight tests of the B-2 have been proceeding well, it
is too soon to draw firm conclusions about the aircraft’s ability to
effectively penetrate Soviet airspace. Tests to determine the B-2's
effectiveness in this mission will not be completed for several years. In
addition, while the Air Force believes penetrating bombers hold the
most promise for locating and destroying mobile targets, significant
and costly technology advances for detecting and discriminating mov-
able and concealable targets will be necessary if the B-2 is to acquire
these capabilities.

Cost is also a major concern for this aircraft. In the years beyond
1990, the Air Force will have to spend at least $40 billion to complete
the planned procurement of 132 aircraft. According to the Administra-
tion’s 1990 plan, the B-2 bombers bought in 1991 would cost nearly $4
billion and would consume about 19 percent of the Air Force’s planned
1991 aircraft procurement budget. This share would probably increase
as the number of aircraft planned per year increases and the total Air
Force budget decreases. Unit costs could also grow if, as often happens
with a new weapon, technical changes are needed so that the bomber
can perform its missions effectively, or if the program is stretched out
over a longer period of time.

Moreover, the United States and the Soviet Union plan to conclude
a nuclear arms agreement that would reduce the number of strategic
nuclear weapons that each side can deploy. Although the counting
rules favor penetrating bombers (by discounting the weapons they
carry), the general reduction in tensions between the two countries
may also argue against spending so much money to purchase a new
strategic bomber.

Canceling the B-2, however, would leave the United States with-
out a bomber capable of penetrating the Soviet Union with high confi-
dence after the turn of the century. This capability could be important
because penetrating bombers are able to threaten most types of stra-
tegic targets--including mobile targets and targets hardened against
nuclear attack--better than any other strategic system. Furthermore,
the B-52 bombers are old; by the year 2010, the newest version of the
B-52--the “H” model--will be about 50 years old. If a new strategic
bomber is not well into production by then, the strategic deterrent of
the United States might be limited to submarine-launched ballistic
missiles, intercontinental ballistic missiles, and the remaining B-1B
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bombers. Having less redundancy in U.S. delivery systems might
decrease confidence in the ability of the United States to deter a
nuclear attack.
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DEF-02 CANCEL THE C-17 AIRCRAFT
Annual Savings Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 2,500 2,600 2,700 2,800 2,900 13,500
Cutlays 570 1,360 2,060 2,400 2610 9,000

S8avings from Administration’s Request

Budget Authority 2,700 n.a. n.a. n.a. n.a. n.a,
Outlays 400 n.a. n.a. n.a. n.a. n.a.

NOTE: The 1991 Department of Defense budget request does not provide sufficient detail to compute
annual savings beyond 1991 for this alternative.

The C-17 is a four-engine transport aircraft that can carry up to
167,000 pounds of cargo for a distance of 2,400 nautical miles. The Air
Force plans to purchase 210 C-17s by the year 2000 to augment U.S.
capability to transport forces overseas rapidly. Assembly of the first
C-17 began in August 1988; its first flight is now planned for June
1991. A squadron of 12 C-17s was to be operational by September
1992, but that date has slipped because of delays in development.

The Congress has authorized production of 10 C-17s through 1990.
The 1991 budget submission requests six additional aircraft. This
option would cancel the C-17 program. Savings relative to the CBO
baseline would amount to $2.5 billion in 1991 and total $13.5 billion
over the next five years. Savings relative to the Administration’s
request would be $2.7 billion in 1991.

Canceling the C-17 would mean that the Department of Defense
would not meet its goal of being able to move 66 million ton-miles of
cargo per day (by air) across intercontinental distances. Were the
program to continue as planned, the goal would be met around the year
2000. But because of current political events in Europe, the United
States may not need additional airlift beyond what is available today.

25-646 O - 50 - 3 : QU 3



44 REDUCING THE DEFICIT February 1990

Furthermore, according to recent press reports, revised intelligence
estimates suggest that U.S. forces may have more time to deploy to
Europe in the event of a war. Thus, airlift requirements should be
lower. :

Nor would canceling the C-17 aircraft leave the United States
without airlift assets. Existing strategic airlift assets include 267 C-
141 Starlifter aircraft built between 1963 and 1968, 77 C-5A Galaxy
aircraft built in the late 1960s and early 1970s, and 50 C-5B aircraft
bought between 1983 and 1987. With these aircraft, and with civilian
cargo aircraft available to DoD in an emergency, the United States can
move about 47 million ton-miles per day, or 72 percent of DoD's goal.
This capability dwarfs that of any other nation, including the Soviet
Union.

This current airlift capability would suffice in regional conflicts in-
volving a limited commitment of U.S. forces. Only a major war would
require greater capability. Recent political events in the Soviet Union
and Eastern Europe make the likelihood of such a war extremely small
at the present time. '

There are, however, arguments in favor of continued production of
C-17 aircraft. Commanders-in-chief of combat theaters have expressed
their need for improved ability to move cargo by air and have made the
C-17 program one of their highest priorities. Moreover, the existing C-
141 fleet is about 25 years old and has, at best, another 10 years of
useful life without major modifications. The C-17s are meant to re-
place C-141s in both active and reserve squadrons. If the C-17s are
canceled, these squadrons could be deactivated as the C-141s are
retired, leaving the United States with less capability than exists
today. Although today’s C-5 fleet will be in service many more years,
the Air Force is concerned about its high peacetime operating costs and
its inability to land on smaller airfields. Thus, should the Congress
elect to cancel the C-17 program, it will soon have to consider how it
will supply the future airlift needs of the U.S. military.
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DEF-03 CANCEL THE BINARY MUNITIONS PROGRAM
Annual Savings Cumulative
(In millions of dollars) Five-Year

1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 100 100 100 110 110 520
Qutlays 40 70 90 160 110 410

Savings from Administration’s Request

Budget Authority 140 n.a. n.a. na. na. n.a.
Qutlays 60 n.a. n.a. n.a. n.a. n.a.

NOTE: The 1991 Department of Defense budget requeat does not provide sufficient detail to compute
annual savings beyond 1991 for this alternative.

The United States manufactured no new chemical weapons from 1969
to 1986. During this time, however, the services developed a binary
chemical munition to replace the older existing arsenal of U.S.
chemical munitions. These new munitions contain two chambers, each
of which holds a nontoxic chemical. After the munition is fired from a
cannon or dropped by an airplane, the two chemicals mix to form a
toxic or debilitating chemical agent.

Although the binary munitions allegedly are much safer to store
and transport than the older unitary munitions, the Congress refused
to approve production funds for them for several years. Production was
finally approved in 1985, but only by the slimmest of margins and with
the understanding that no munitions would be produced for several
years. Indeed, the authorization for funds in 1987 stipulated that no
artillery shells be assembled before October 1, 1987, and that the
chemical bomb called “Bigeye” not undergo final assembly before
October 1, 1988. This alternative would cancel all programs for manu-
facturing binary munitions, saving $140 million in 1991 relative to the
Administration’s plan. Relative to the CBO baseline, savings would
amount to $100 million in 1991 and total $520 million over the next
five years.
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The binary munitions program has experienced technical diffi-
culties. In particular, the Bigeye bomb, designed to be delivered by Air
Force and Navy aircraft, exploded prematurely during testing because
of defective fuses. Although the services claim that all technical prob-
lems have been corrected, the program has fallen behind schedule.
Because of these problems and delays, the Congress has in the past
precluded production of the Bigeye bomb until after the bomb suc-
cessfully completed its follow-on test and evaluation.

Doubts about the need for additional chemical munitions have
been heightened now that a worldwide ban on chemical munitions is
being seriously considered. The Joint Chiefs of Staff, as well as the
House Committee on Armed Services in its 1990 committee report for
Defense Department authorizations, have argued, however, that the
very decision to produce these munitions has given new impetus to a
negotiated ban on chemical weapons. If the United States chooses uni-
laterally to stop production, it could send the wrong signal to potential
adversaries and reduce the chance of obtaining a meaningful ban.
Moreover, according to the Department of Defense, the Soviet Union
has the most extensive chemical warfare capability in the world. Ad-
vocates of U.S. chemical weapons preduction argue that, in the absence
of a ban, the United States must have a modern stockpile of weapons to
deter the Soviet Union and others from using theirs. They argue fur-
ther that these newer weapons are safer to store and, if necessary, to
use than the older weapons now in the U.S. stockpile.
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DEF-04 CANCEL THE TACIT RAINBOW
MISSILE PROGRAM

Annual Savings Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

S8avings from CBO Baseline

Budget Authority 180 100 160 160 170 770
OCutlays 40 60 120 150 160 530

Savings from Administration’s Request

Budget Authority 240 n.a. na. n.a. n.a. n.a.
Qutlays 50 n.a. n.a. n.a. n.a. n.a.

NOTE: The 1991 Department of Defense budget request does not provide aufficient detail to compute
annual savings beyond 1991 for this alternative.

The Tacit Rainbow missile is a cruise missile designed to loiter in the
vicinity of enemy radar installations. When the radar turns on, the
missile homes in on the radar’s emissions and destroys it. The missile
is powered by a turbofan engine that permits extended flight. Its radar
seeker scans a broad range of frequencies to detect and home in on
enemy radar transmissions, The Tacit Rainbow can be carried intern-
ally by the B-52G bomber or externally on the Navy's A-6E aircraft.
Development of a ground-launched version is also being considered.
Although the development program for the air-launched version was
originally a joint effort of the Air Force and Navy, the Navy has de-
cided not to provide funds after 1989.

The primary mission for the Tacit Rainbow missile would be to
destroy enemy radars and the missile sites that rely on them. The Air
Force and Navy currently use the High-speed Antiradiation Missile
(HARM) to perform this mission. The major advantage the Tacit
Rainbow missile enjoys over the HARM is its ability to position itself
over the target area and remain until the enemy radar becomes active.
To perform the same mission, aircraft carrying the HARM or older
antiradiation missiles must expose themselves to attack from enemy
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aircraft as well as from the surface-to-air missiles that are their tar-
gets. In contrast, the Tacit Rainbow could be launched from secure
positions well away from the target area.

The Tacit Rainbow was supposed to be less expensive than the
HARM, which costs about $250,000 each. The Department of Defense,
however, notified the Congress in May 1989 that the estimated ac-
quisition cost per missile had increased by 38 percent over the devel-
opment estimate. This increase leads many analysts to question
whether the Tacit Rainbow missile will be cheaper than existing alter-
native missiles.

Moreover, the development program for Tacit Rainbow, which be-
gan in 1981, has been delayed significantly. Flight tests designed to
aid in developing the missile were suspended in 1987 after an initial
failure; they resumed in 1988. Of the four test flights in which the
missile functioned on its own, only one could be considered fully suc-
cessful. Recent test results have been somewhat more encouraging,
with the missile scoring eight successes in nine attempts. Neverthe-
less, doubts remain about the missile’s cost and its performance.

Canceling the Tacit Rainbow missile would save $180 million in
1991 and about $770 million through 1995, relative to the CBO base-
line. Savings relative to the Administration’s plan would be $240 mil-
lion in 1991. These savings might be reduced if canceling Tacit Rain-
bow led to an increase in the requirements for the HARM. But politi-
cal developments in Europe may lead to reductions in enemy air de-
fenses that could eliminate the need to acquire additional antiradia-
tion missiles.
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DEF-05 LIMIT PRODUCTION OF THE TRIDENT
SUBMARINE TO ONE EVERY OTHER YEAR

Annual Savings Cumulative
{In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBQO Baseline

Budget Authority 1,300 0 1,400 0 1,500 4,200
Outlays 50 220 360 430 590 1,650

Savings from Administration's Request

Budget Authority 1,400 n.a. n.a. n.a. na, n.a.
Outlays 55 n.a. n.a. n.a. n.a. n.a.

NOTE: The 1991 Department of Defense budget request does not provide sufficient detail to compute
annual savings beyond 1991 for this alternative.

The Trident submarine will eventually be the mainstay of the sea-
based leg of the triad of strategic forces, which includes forces
operating on land, sea, and air. Current plans call for each submarine
to carry 24 Trident missiles, and for each missile to be equipped with
eight nuclear warheads. As of January 1990, the Navy has ten of these
ships and has funding to construct seven more. The Navy has indi-
cated that it intends to request funds for at least four additional sub-
marines; planned funding for advance procurement suggests that the
Navy may request two more beyond that.

This option would delay authorization of the eighteenth Trident
submarine until 1992 and would then procure one every other year
through 1998. Savings would amount to $1.4 billion in 1991 relative to
the Administration’s request. Relative to the CBO baseline, savings
would be $1.3 billion in 1991 and total $4.2 billion over the next five
years.

The Administration currently is negotiating with the Soviet

Union to limit the number of nuclear weapons that each side has de-
ployed. These negotiations, known as the Strategic Arms Reduction
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Talks (START), could lead to a limit of 6,000 nuclear warheads on
1,600 launchers, of which only 4,900 warheads could be on ballistic
missiles. The United States has proposed a counting rule that would
exempt submarines in overhaul from being counted under these limits.
If the United States proposal is not accepted, however, the United
States may wish to limit the number of Trident submarines it buys.
Otherwise, it will not be able to maintain large land-based nuclear
forces. Indeed, if the Navy deployed 21 Trident submarines, the
United States would have more than 4,000 sea-based warheads and,
depending on the final form of the START counting rules, might be al-
lowed fewer than 900 land-based warheads. Under these assumptions,
the United States would have 24 percent fewer sea-based warheads
and 65 percent fewer land-based warheads than it has today. Slower
procurement of Trident submarines under this alternative would give
planners more time to see what limits will prevail under START and to
make decisions about how best to allocate warheads among the three
types of U.S. strategic forces.

The Navy has indicated, however, that changing the procurement
plan for the Trident submarine would increase the unit cost by more
than $100 million--about 8 percent of the production cost of a Trident
submarine. Furthermore, if the purpose of slowing the Trident pro-
gram is to gain more flexibility in planning strategic forces under pos-
sible treaty limits, other alternatives--such as limiting the number of
missiles each submarine can carry--could also be explored without re-
ducing the number of Trident submarines available for deployment.
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DEF-06 SLOW PROCUREMENT OF F-16 AIRCRAFT
Annual Savings Cumulative
{In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 700 800 900 700 900 4,000
Outlays 40 230 520 680 740 2,210

Savings from Administration’s Request

Budget Authority 600 n.a. na. na. n.a. n.a.
QOutlays 30 na. n.a. n.a. n.a. n.a.

NOTE: The 1991 Department of Defenae budget requeat does not provide sufficient detail to compute
annual savinga beyond 1991 for this alternative.

The F-16 is the second of the two aircraft being procured by the Air
Force for its tactical air forces (the other plane, the F-15, is scheduled
to end production after 1991). The F-16 was developed in the late
1970s when the Air Force determined that the F-15 was too expensive
to procure in large quantities. F-16s are about half the cost of F-15s
but are smaller and somewhat less capable. The Air Force has already
bought about 2,000 F-16s and plans to buy 750 more over the next five
years at an annual rate of 150. This alternative would reduce F-16
procurement to 72 per year, saving $600 million in 1991 relative to the
Administration's plan. Relative to the CBO baseline, savings would be
$700 million in 1991 and total $4 billion over the next five years.

Slowing procurement of the ¥-16s should bring future inventories
of Air Force fighters more in line with the requirements associated
with an anticipated smaller force. Previous procurement rates sup-
ported earlier Air Force plans to increase its force to 40 wings, but the
Air Force now operates 36 tactical fighter wings in the active and
reserve forces. The alternative also could bring Air Force aircraft pro-
curement more in line with lower requirements for forces that might
result from successful negotiations on conventional arms in Europe
and from the changing political climate both in the Soviet Union and
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in Eastern Europe. The option would keep the F-16 production line
open, thus allowing flexibility to increase production rates in the
future if the political situation should change significantly.

Slowing the rate of procurement, however, would effectively slow
the modernization of the tactical air forces. Combined with planned
reductions in the number of wings and cancellation of the F-15 in 1991,
this slowdown could prevent the Air Force from keeping pace if there
were enhancements in Soviet tactical air capabilities. Also, the slower
rate envisioned in this option would presumably make procurement
less efficient and lead to a higher unit cost for the F-16. Some of the
savings shown above could be offset by penalties associated with buy-
ing fewer planes than the quantities specified in the F-16 multiyear
procurement contract.
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DEF-07 SLOW PROCUREMENT OF DDG-51
GUIDED-MISSILE DESTROYERS

Annual Savings Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 800 1,500 1,500 700 800 5,300
Outlays 30 200 500 750 840 2,320

Savings from Administration’s Request

Budget Authority 800 n.a. n.a. n.a. n.a. n.a.
Outlays 30 n.a. na. n.a. na. n.a.

NOTE: The 1991 Department of Defense budget request does not provide aufficient detail to compute
annual savings beyond 1991 for this alternative,

The DDG-51 destroyers of the Arleigh Burke class would be used in a
war to protect aircraft carrier battle groups and to attack land- and
sea-based targets. The DDG-51s will incorporate the AEGIS combat
system and other improvements in speed, weapons, and armor. The
Navy states that the DDG-51s also will be more difficult for enemy
forces to detect because of design features that reduce their radar,
sonar, and infrared signatures. To date, the Congress has funded 13 of
the DDG-51s. The Administration has requested an additional five
ships in 1991. This option would limit the Navy to three DDG-51s per
year and a total of 15 over the next five years. Savings would be $800
million from the Administration’s request in 1991. Relative to the
CBO baseline, the option saves $800 million in 1991 and a total of $5.3
billion over the next five years.

Reducing DDG-51 procurement would cause problems. The Navy
would have to revise its planning for the surface fleet. The Navy’s
1988 Surface Combatant Force Requirements Study (SCFRS) deter-
mined that the Navy requires 120 surface ships capable of protecting
aircraft carrier battle groups. The study asserted that stable pro-
curement of ships with like designs would save money, as would main-



84 REDUCING THE DEFICIT February 1980

taining a fleet composed of nearly identical vessels. The study con-
cluded that all new carrier escorts should be DDG-51s or improved
ships based on the DDG-51’s design, and that five to six DDG-51s per
year would be required to reach and sustain the Navy's force goals.
The SCFRS also called for using older carrier escorts for less demand-
ing missions such as protecting convoys, and extending ships' service
lives rather than buying new vessels to carry out these missions. Main-
taining DDG-51 production at three per year would probably preclude
the Navy from carrying out the study’s recommendations.

Reducing the number of destroyers procured through 1995 would
also exacerbate the shortfall of aircraft carrier escorts already antici-
pated for the 1990s. According to CBO estimates, by 1999, the year in
which destroyers procured in 1995 would be delivered to the fleet, the
Navy would have only 96 carrier escorts, far less than its goal of 120.

Older, less capable ships could, however, be kept in service to com-
pensate at least partially for reduced purchases of DDG-51 destroyers.
And a slower rate of procurement would not necessarily result in a loss
of competition or of the savings generally associated with stable pro-
duction or competition. With three ships authorized per year, DDG-51
procurement would mirror the recently completed purchase of CG-47
AEGIS cruisers. In the CG-47 program, the Navy purchased three
ships a year for six years, using two shipyards, and claimed to have
achieved substantial savings through competition. It seems reason-
able to expect similar results from a similarly structured DDG-51
program.
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DEF-08 REDUCE PROCUREMENT OF SSN-21
SEAWOLF SUBMARINES

Annual Savings Cumulative
Savings from {In millions of dollars) Five-Year
Admin. Request 1991 1992 1993 1994 1995 Savings
Budget Authority 1,900 n.a. n.a. n.a. n.a. n.a.
Outlays 80 n.a. na. na. n.a. n.a.

NOTE: The 1991 Department of Defense budget requeat does not provide sufficient detail to compute
annual sgvings beyond 1991 for this alternative.

The SSN-21 Seawolf is the Navy's new class of nuclear-powered attack
submarines. The first SSN-21 was authorized by the Congress in 1989
and is scheduled to enter the fleet in 1995. Its wartime mission is to
attack enemy submarines and surface ships as well as targets on land.
According to the Navy, the SSN-21’s improved sensors, quieter per-
formance, faster speed, deeper operating depth, and larger weapons
load will make it three times more capable than the previous attack
submarine.

The Administration plans to buy two SSN-21s in 1991. This option
would buy one SSN-21 in 1991 and two per year from 1992 through
1995. Savings under this alternative would be $1.9 billion from the
Administration’s request in 1991. Relative to the CBO baseline, there
would be no savings under this option.

Reducing procurement of SSN-21s would slow the introduction of
new, highly capable submarines that might be needed to counter re-
cent improvements in Soviet submarines. Indeed, by some estimates,
current U.S. attack submarines will find detecting new Soviet sub-
marines increasingly difficult because of advances the Soviet Union
has made in hull and propeller design and quieting techniques. In
addition, this option would leave the Navy further from its goal of
having 100 attack submarines. Under the Administration’s plan, CBO
projects that the Navy would deploy 95 submarines in 2000, the first
year in which all of the submarines authorized from 1991 through 1995
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will be in service. Under this option, the Navy would deploy 90 sub-
marines.

Limiting procurement of SSN-21s would, however, help address
concerns raised by some Members of the Congress that the Navy will
be building too many SSN-21s before the first one has undergone ade-
quate operational testing. Although numerous individual subsystems
will have been tested beforehand, operational tests of the entire
submarine and its new combat system are not scheduled to begin until
1995. The test results could lead to changes in the SSN-21’s design,
and reducing procurement could limit the number of submarines that
might require expensive modifications.
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DEF-09 REDUCE THE GOAL FOR AMPHIBIOUS LIFT
Annual Savings Cumulative
{In millions of dollars) Five-Year

1991 1992 1993 1994 1995 Savings

Savings from CBOQO Baseline

Budget Authority 1,200 300 1,300 600 1,600 5,000
Outlays 50 220 380 490 700 1,840

Savings from Adminisiration’s Request

Budget Authority 1,200 na, na. na. na. n.a,
Outlays 50 n.a. n.a, na. n.a. n.a.

NOTE: The 1991 Department of Defense budget request does not provide sufficient detail to compute
annual savings beyond 1991 for thia alternative,

The Navy currently operates 64 amphibious warfare ships. These
vessels were designed to transport and support Marine Corps troops
and equipment. The Navy's goal is to have enough capacity in the
amphibious fleet to transport simultaneously the assault echelons of
one Marine Expeditionary Force (MEF) and one Marine Expeditionary
Brigade (MEB)--about 50,000 troops and associated vehicles, cargo,
aircraft, and landing craft. (Landing craft are vessels that ferry equip-
ment from ship to shore.) That goal represents roughly a one-third
increase over today’s capability.

According to the Administration’s most recent shipbuilding plan,
in the 1991-1995 period the Navy planned to buy three LHD-1 Wasp
class amphibious assault ships and five LSD-41(CV) cargo variants of
the Whidbey Island class dock landing ships. The Wasp class ships are
large helicopter carriers that can also transport about 1,900 troops,
substantial vehicle and cargo loads, and three LCACs (landing craft,
air cushion). The Whidbey Island class ships are smaller than the
Wasp class vessels and transport about 450 troops, vehicles, cargo, and
two LCACs. The Navy also planned to buy 48 LCACs during this
period.
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This option would reduce the Navy’s current goal for amphibious
shipping to roughly today’s capability. Today the Navy can transport
one MEB from each coast, plus a modest additional force. This option
would provide shipping for one MEB on each coast, plus an additional
15 percent on each coast to allow for ships that might be undergoing
overhauls or are otherwise unavailable. While leading to a much
smaller amphibious fleet than the Administration would prefer, this
option would provide a fleet large enough to carry out an amphibious
operation equivalent to any conducted since World War II, including
the landing at Inchon, South Korea, in 1950,

This reduced goal could be met without procuring any new
amphibious warfare ships from 1991 through 1995. Canceling the
amphibious ships in the Administration’s plan would save $1.2 billion
in 1991 relative to the Administration’s request. Relative to the CBO
baseline, this alternative would save $1.2 billion in 1991 and a total of
$5.0 billion over the next five years. Procurement of LCACs could be
reduced because the smaller fleet would require fewer landing craft.
Savings associated with canceling 19 LCACs are about $500 million
and are included in this option.

A key disadvantage of this option is that it would curtail the pro-
curement of newer amphibious ships that can support amphibious
assaults launched from over the horizon--about 25 to 50 miles from
shore. According to the Navy and the Marine Corps, assaults launched
from this distance help protect amphibious ships from enemy fire and
help exploit the element of surprise. Many older amphibious ships can-
not support over-the-horizon operations because they lack the capabili-
ties on which such operations depend, including well-decks that can ac-
commodate LCACs. This option also would preclude the United States
from launching on short notice a very large amphibious assault of the
sort carried out in World War I1.
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DEF-10 RESTRUCTURE THE ARMY’'S FORWARD
AREA AIR DEFENSE PROGRAM

Annual Savings Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 360 370 390 400 420 1,940
Outlays 60 180 320 370 390 1,320

Savings from Administration’s Request

Budget Authority 270 n.a. n.a. n.a. na. n.a,
Outlays 10 n.a. n.a. n.a. n.a. n.a.

NOTE: The 1991 Department of Defense budget request does not provide sufficient detail o compute
annual savinga beyond 1991 for this alternative.

Following the cancellation of the Sergeant York Division Air Defense
Gun (DIVAD) in August 1985, the Army initiated a program teo im-
prove its ability to defend troops positioned well forward in the battle
area against enemy aircraft, particularly helicopters. This Forward
Area Air Defense (FAAD) program contains five elements designed to
(1) improve communications among air defense weapons and sensors;
(2) purchase a new weapon to perform the mission of the canceled
DIVAD; (3) develop and procure a system, commonly known as the
pedestal-mounted Stinger, to provide air defense for the rear of the
battle area; (4) develop and procure a system to attack enemy heli-
copters hiding behind hills, trees, or buildings (a non-line-of-sight sys-
tem); and (5) improve the air defense capability of the Army’s existing
helicopters, tanks, and fighting vehicles. Reports indicate that the
total cost of this five-part program could be as much as $11 billion.

This alternative would restructure the FAAD program, shifting
the emphasis from sophisticated and expensive dedicated (that is, de-
voted to a single purpose) air defense weapons to programs for upgrad-
ing Army tanks, fighting vehicles, and helicopters so that they will be
able to protect troops from enemy aircraft. Since the principal threat
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to the Army’s forward area comes from helicopters, the program would
provide all Army weapons with some ability to destroy enemy helicop-
ters. For example, each fighting vehicle would be equipped with
missiles for use against either tanks or helicopters, Army helicopters
would carry missiles for destroying enemy helicopters, and Army
tanks would carry ammunition with enhanced capability against hov-
ering helicopters.

With each Army tank and fighting vehicle capable of defending
troops against enemy helicopters, dedicated air defense weapons would
be needed primarily to counter fixed-wing aircraft. The Stinger mis-
sile system, currently used by the Army, is designed to destroy fighter-
bomber aircraft. A vehicle-mounted version of Stinger, which is being
bought as part of the FAAD program, could replace the older Chap-
arral system currently in the field.

Savings under this alternative would be about $270 million in
budget authority in 1991 relative to the Administration’s plan. Rela-
tive to the CBO baseline, savings would be $360 million in 1991 and
total $1.9 billion over the next five years. Savings reflect termination
of the Air Defense Antitank System (ADATS) program, selected by the
Army as the follow-on to the DIVAD program, offset by the costs of
developing a missile to provide the Army’s fighting vehicles with an
air defense capability.

Restructuring the FAAD program might provide better defense
from enemy helicopters than the Army’s plan. The ability to destroy
helicopters is, in part, a function of the total number of weapons that
can intercept helicopters at a specific range. By this measure, this op-
tion could eventually provide twice as much capability as the Army’s
plan. Such a restructuring of the FAAD program, however, would re-
quire infantry and tank commanders to assume greater responsibility
for air defense, a situation that could adversely affect their ability to
perform their primary mission of destroying tanks.
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DEF-11 DELAY NEW PROGRAM STARTS ONE YEAR
Annual Savings Cumulative
Savings from {(In millipng of dollars) Five-Year
Admin, Request 1991 1992 1993 1994 1995 Savings
Budget Authority 540 n.a. na. na. n.a. n.a,
Qutlays 240 na. n.a. na. n.a. n.a,.

NOTE: The 1991 Department of Defense budget request does not provide sufficient detail to compute
annual savings beyond 1991 for this alternative.

Since 1985, the combination of reduced funding for defense procure-
ment, the initiation of many new major weapons systems, and the
failure to cancel ineffective or low-priority programs has contributed to
delays and higher costs for existing weapons programs. Delaying by
one year the start of new research and development (R&D) programs,
along with a one-year delay in the production of programs scheduled
for initial production in 1991, could yield near-term savings and im-
prove overall affordability for existing weapons systems. It would also
give the Administration more time to reevaluate the requirement for
these weapons in light of the changing political environment in the
Soviet Union and Eastern Europe.

This option identifies new R&D and production programs planned
by the Department of Defense for 1991. The Congress could choose to
defer development or production of these new programs for a year to
preserve the planned development and production rates of existing
systems. Deferring all these new program starts might save as much
as $540 million in budget authority in 1991.

Production. Funding for defense procurement programs has decreased
in real terms each year since 1985. Moreover, DoD asserts that the re-
quest for procurement funding in 1991 is approximately 6.6 percent be-
low the 1990 appropriated level in real terms.

Despite these recent real reductions, DoD has begun production of
33 major new weapons systems since 1985. Because few major wea-
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pons programs have been canceled during this period, budgetary
reductions and funding for new programs have been accommodated by
slowing--or stretching out--procurement of existing systems. The costs
of such stretch-outs have been significant. For example, reduced pro-
curement of the F-15 from levels planned for 1983 through 1988 in-
creased the unit cost of the aircraft by 31.5 percent.

The Administration’s budget for 1991 contains a request for nearly
$115 million in procurement funding for four new production pro-
grams. Delaying initial production and providing no real increases in
research funding for these programs would save about $125 million in
1991.

Research and Development. From 1985 through 1990, the real rate of
growth of R&D slowed dramatically. Research and development bud-
get authority experienced no average annual real growth during that
period compared with annual average real growth of nearly 13 percent
from 1981 through 1985. Using the Administration’s economic as-
sumptions, R&D funds requested by DoD for 1991 are nearly 1 percent
lower in real terms than the R&D appropriations for 1990.

Despite slower growth and reductions in recent R&D funding,
many new major R&D programs have been initiated since 1985. The
Administration's budget request for 1991 contains 11 new R&D pro-
grams. Delaying their start by one year could save about $415 million
in 1991. Although the possible near-term savings from postponing
these programs are modest, a delay could help make existing research
programs more affordable. Moreover, since many programs that have
been started since 1980 are now approaching the point where produc-
tion should begin, a delay of new R&D programs could help to mod-
erate future demands for scarce production funding.

Delaying new R&D and production programs might in turn delay
the fielding of improvements in military capability. This effect, how-
ever, could be somewhat offset by minimizing stretch-outs of existing
research and production programs. At the same time, a delay might
provide an opportunity to resolve technical problems and reduce pro-
duction risks for the new programs planned for 1991.
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DEF-12 LIMIT FUNDING FOR SUPPORTING
PROCUREMENT
Annual Savings Cumulative
(In millions of dollars) Five-Year
1991 1992 1693 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 3,670 4,560 5460 6,400 7,390 27,480
Outlays 670 1,640 3,290 4620 5,740 15,960

Savings from Administration’s Request

Budget Authority 960 1,230 1450 1,660 1870 7,170
Qutlays 310 630 990 1,270 1,520 4,720

While most debate on the defense budget centers on the major procure-
ment programs for aircraft, missiles, combat vehicles, and ships, about
one-fourth of the defense procurement budget buys other types of
equipment such as trucks, communications equipment, and computers.
Funds for that equipment are requested in the “Other Procurement”
and “Procurement, Defense Agencies” accounts--collectively referred
to here as supporting procurement.

The 1991 defense budget request includes $19.1 billion for sup-
porting procurement, a decrease of 9 percent from the 1990 appropria-
tion. This option would set the 1991 appropriation for supporting
procurement at $18.1 billion, 5 percent below the request, and would
maintain this level of funding through 1995. Savings in budget au-
thority relative to the Administration’s request would be $960 million
in 1991 and would total more than $7.1 billion through 1995. Savings
relative to the CBO baseline would be greater--nearly $3.7 billion in
1991 and $27.5 billion over the five-year period.

A reduction of this magnitude, in addition to those made by the
Administration in earlier budget plans, would undoubtedly limit U.S.
military capabilities. Many of the items purchased with these funds--
including such items as communications gear, trucks, medical supplies
and equipment, and materials-handling equipment--are essential to
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supporting military operations. Other items, such as training devices
and office computers, promote efficient peacetime operations of the
nilitary.

Deferring certain of these purchases, however, is always possible.
If the Congress imposed limits through general reductions rather than
by cutting particular line items, the military departments and defense
agencies could apportion the reductions so as to minimize their impact.
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DEF-13 REDUCE SPENDING FOR THE
STRATEGIC DEFENSE INITIATIVE

Annual Savings Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 980 730 610 290 120 2,730
Outlays 500 740 670 460 240 2,610

Savings from Administration's Request

Budget Authority 1,700 n.a. na. na. na. n.a.
Outlays 860 n.a. n.a. n.a. n.a. n.a.

NOTE: The 1991 Depariment of Defense budget request does not provide sufficient detail to compute
annual savings beyond 1991 for this aliernative,

Since 1984, the Department of Defense has invested about $19 billion
to study a wide variety of technologies--including space-based lasers,
particle-beam weapons, and antiballistic missiles--that might help
defend this country against attack by ballistic missiles armed with
nuclear warheads. Annual funding for this Strategic Defense Initia-
tive (SDI) increased at an average real rate of about 45 percent be-
tween 1984 and 1987. But in 1988 it grew only slightly, and for 1989
and 1990 the Congress reduced SDI funding in real terms.

The Bush Administration’s commitment to SDI, while apparently
not as strong as the previous Administration’s, is substantial. It ap-
parently still plans to deploy a system of ballistic missile defenses as
soon as technology permits, perhaps by the late 1990s. But most of the
fundamental issues in the SDI debate--whether defenses would work,
whether they would increase or reduce the likelihood of a crisis devel-
oping inte nuclear war, and whether they would be worth the large
costs--remain unresolved.

This option would forge the goal of deploying strategic defenses in
the near term but would maintain a research program as a hedge
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against the Soviet Union's achieving a technological breakthrough and
deploying defenses of its own. Maintaining such a research program
would require spending about $2.8 billion in 1991, a decrease of about
$0.8 billion from the 1990 approved level. Funding through 1995
would grow slightly in real terms but would remain below $3.5 billion
(in 1991 dollars) at the end of that period. Compared with the Ad-
ministration’s plan, savings under this alternative would amount to
$1.7 billion in 1991, relative to the CBO baseline, they would be nearly
$1.0 billion in 1991 and would total $2.7 billion over the next five
years.

This reduced level of funding for strategic defenses would be great-
er than the real level before the Anti-Ballistic Missile (ABM) Treaty
was signed in 1972, and over twice as much as the average amount
spent annually between 1974 and 1984. It would allow the continu-
ation of a large-scale research and development program, including the
development of countermeasures against future Soviet defensive sys-
tems. It also would permit full-scale development of some components
of an ABM system, such as a ground-based radar and interceptor.
Although this hedge-level funding would not permit the production
and deployment of any system of defenses, forgoing deployment would
offer advantages. The United States could continue to abide by the
ABM Treaty, which prohibits the Soviet Union from deploying a large
system of defenses. If the Soviet Union does not deploy a system of its
own, there should be no race to develop a better defensive system or to
develop offensive weapons capable of overwhelming a potential adver-
sary’s defenses. Such an offense/defense arms race could prove danger-
ous and costly.

Recent developments may have made hedge-level funding even
more attractive. The Soviet Union has recently allowed U.S. observers
to visit its research centers that are working on strategic defenses.
Soviet leaders have also admitted that their Krasnoyarsk radar
violates the ABM Treaty and have said the radar will be dismantled.
As a consequence, recent fears that Moscow is preparing to deploy
large-scale strategic defenses may no longer be as serious or trouble-
some. Recent evenis may also make a vigorous SDI program less
necessary as a bargaining chip for future arms talks. The Strategic
Arms Reduction Talks (START) aimed at limiting strategic offensive
warheads appear to be progressing well even though the United States
has made real reductions in SDI funding in recent years. Indeed, the
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Soviet Union has maintained that deployment of strategic defenses
could undermine the START process.

Proceeding with a large system of strategic defenses, however,
could yield appreciable long-term benefits. Even if the system was not
totally effective, having strategic defenses might further deter another
country from attacking the United States. A limited system might
provide the capability to shoot down a small number of missiles--
whether launched accidentally, or launched by a third party with only
a fledgling nuclear arsenal. Moreover, if both superpowers deployed
effective defenses, the basis for deterring a major nuclear attack might
shift from the threat of retaliation--which could destroy humanity--te
the promise of effective defense. Such a shift would be reassuring, but
this option would slow progress toward that goal.
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DEF-14 CANCEL THE NATIONAL
AEROSPACE PLANE

Annual Savings Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 260 270 280 300 310 1,420
Outlays 130 230 260 280 300 1,200

Savings from Administration’s Request

Budget Authority 280 na. n.a. n.a, na. n.a.
Outlays 150 n.a. na. n.a. n.a. n.a.

NOTE: The 1991 Department of Defense budget request does not provide sufficient detail to compute
annual savings beyond 1991 for this alternative.

In January 1986, the Department of Defense initiated a joint effort
with the National Aeronautics and Space Administration (NASA) to
design and build a National Aerospace Plane (NASP) that can deliver
civilian and military payloads into orbit from conventional runways.
The NASP, or X-30 aircraft, is envisioned as an experimental hyper-
sonic aerospace aircraft that will employ highly advanced propulsion,
structures, and materials technologies.

In 1987, DoD estimated that, by 1994, it would cost $3.1 billion to
develop, build, and flight-test two experimental vehicles. Since then,
however, the program has been fraught with problems, including bud-
get reductions, changes in management structure, and major adjust-
ments in scope and schedule. Costs have also increased. The Adminis-
tration estimates that the current program will cost more than $5 bil-
lion. The first flight is now planned for mid-1997.

In April 1989, the Administration proposed transferring program
management responsibilities from DoD to NASA along with $100 mil-
lion in 1990 funding. NASA officials, however, believed that the
agency would be unable to support the program fully within its pro-
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jected budget. The National Space Council then reviewed the NASP
program and recommended retaining the current management
structure but delaying the decision to build the NASP from September
1990 to early 1993. The Administration approved the council’s recom-
mendations and increased its budget request for 1990 from $227
million to $254 million to be funded equally between DoD and NASA.
The Congress appropriated the requested amount for 1990 but in-

creased DoD’s share to $194 million and reduced NASA’s portion to
$60 million.

This alternative would cancel further funding for the NASP. Esti-
mated savings from the CBO baseline would be $260 million in 1991
and total $1.4 billion over the next five years. Relative to the Admin-
istration’s plan, this option would save $280 million in 1991.

The NASP is intended to be the technological base for the nation’s
long-range plan for space transport for both civilian and military mis-
sions. According to current plans, the NASP will be capable of hori-
zontal takeoffs and landings using conventional airfields. Using ad-
vanced technology, the X-30’s engines--called “scramjets”--will enable
it to cruise at high speed (4,000 to 6,000 miles per hour) in the earth’s
atmosphere, or to approach speeds that will allow it to orbit the earth.
The plane’s speed and ability to operate both in space and in the earth's
atmosphere may be the most important capabilities for various mili-
tary missions. Although the Air Force has not approved a military re-
quirement for the NASP, its missions might include delivering pay-
loads into space, attacking enemy targets with nuclear weapons, inter-
cepting high-value targets such as enemy strategic aircraft, and space
contro] and reconnaissance.

DoD could still accomplish these missions even without the NASP.
For example, payloads are now delivered into space by lift programs
that include the space shuttle and Titan IV rockets. In addition, plans
exist for an advanced launch system to provide a more timely lift
capability. Strategic attack missions can be accomplished by existing
programs such as the MX ICBM, the Trident submarine, and the B-1
bomber. For enhanced attack capabilities, DOD plans to use the B-2
bomber, the Midgetman missile, and the Trident D-5 missile. The
Strategic Defense Initiative (SDI) is planned to meet the need for inter-
cepting strategic attack vehicles and would provide some space con-
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trol. Intelligence satellites and planes currently provide reconnais-
sance capability and would continue to do so.

The NASP, however, could enhance the performance of some mis-
sions. The aircraft’s hypersonic capability, combined with its ability to
operate from a conventional airfield, promises quicker execution of
various military missions. Unlike other delivery vehicles such as rock-
ets, the NASP could be recalled or reassigned during a military opera-
tion. The NASP also could provide important spinoff benefits to other
programs as a result of advanced technology research in the areas of
propulsion, materials, and aeronautics.
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DEF-15 LIMIT PAYMENTS FOR INDEPENDENT R&D
Annual Savings Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 3,130 3250 3380 3,520 3,660 16,940
Outlays 1,630 2810 3,180 3,360 3,530 14,510

Savings from Administration’s Request

Budget Authority 3,090 n.a, n.a. n.a. n.a. n.a.
Outlays 1,610 n.a. n.a. n.a. n.a. n.a.

NOTE: The 1991 Department of Defense budget request doea not provide sufficient detail to compute
annual savings beyond 1991 for this alternative.

One of the categories of Department of Defense funding for research
and development is known as independent research and development
(IR&D). These funds enable contractors to undertake R&D on projects
of their own choosing, and DoD reimburses their cost to the extent that
it considers the research to be of military relevance. DoD subsidies for
TR&D currently total about $4.1 billion, of which $1.7 billion is for bid
and proposal costs. Expressed as a share of total DoD spending on pro-
curement and R&D, the IR&D program has grown about 36 percent
since 1983. This option illustrates the effects of canceling the $4.1 bil-
lion program, on the grounds that its value is uncertain and its costs
are substantial, and instead providing direct subsidies for defense
basic research. Savings would amount to $3.1 billion in 1991 relative
to the Administration’s request. Relative to the CBO baseline, savings
would be $3.1 billion in 1991 and total $16.9 billion through 1995.

The empirical literature on IJR&D presents mixed views of how
much additional research is undertaken (besides what contractors
would have done on their own), whether DoD could have obtained the
same research at lower cost, and whether the subsidies are being spent
on projects of the highest priority to DoD.
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How much additional research does IR&D create? A Congres-
sionally mandated study by the RAND Corporation concluded that
IR&D subsidized less than 25 percent of contractors’ costs and that
each dollar spent on IR&D increased total R&D spending by contrac-
tors by $2.20. These results suggest that DoD spending on IR&D is an
efficient way to generate defense-related research. But two other
studies found that the average subsidy was much larger--up to 80 per-
cent--and that the subsidy caused a negligible increase in total R&D
spending by contractors. Moreover, critics argue that at least some
IR&D spending is unnecessary, because contractors would undertake
these projects even without subsidy.

As to whether the funds are spent on projects of importance to
DoD, the evidence also is mixed. Advocates of the program contend
that it provides a hedge against the narrow decisions of agency re-
search managers by letting private contractors develop their own re-
search ideas. Case studies of the transfer of technology support the use
of IR&D to give contractors an incentive to pursue R&D.

The bulk of IR&D spending appears to be allocated to development
rather than basic research that might arguably be of greater long-run
benefit to DoD, although of less value to contractors. And the amount
of subsidy received by any individual contractor depends more on that
company'’s total contract volume with DoD than on the merits of the
contractor's research program.

The need for a program of subsidies such as IR&D, however, could
be affected by future reductions in defense procurement. If contractors’
income from sales to DoD is reduced and the volume of new orders falls
off, the ability and willingness of private firms to undertake R&D on
their own could be diminished. In that case, more of the burden of fi-
nancing R&D would fall directly on the department than has occurred
in the past.

This option takes a moderate position with regard to the effec-
tiveness of the IR&D program. It assumes that each dollar of IR&D
subsidy increases R&D spending by 30 cents--less than the $2.20 found
in the RAND report but more than the negligible amounts estimated
by two other analyses. And it accepts that at least some of the specific
research subsidized by IR&D has military relevance, so that can-
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cellation of the program should be accompanied by an alternative pro-
vision for supporting the same type of research.

The assumption that each dollar of IR&D subsidies expands total
R&D spending by 30 cents implies that cancellation would reduce total
spending on DoD research and development by about $1 billion. To
offset this consequence, the option provides for a substitute program of
$1 billion in direct R&D grants that DoD would use primarily for basic
research. The overall volume of DoD’s R&D efforts would thus be un-
changed, but the focus of that R&D would be shifted away from devel-
opment projects selected by contractors and toward basic research
selected by DoD.
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DEF-16 REDUCE FUNDING FOR
OPERATION AND MAINTENANCE

Annual Savings Cumulative
{In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 4,260 8,140 12,140 16,320 20,690 61,550
Outlays 3,300 7,060 10,960 15,070 19,340 55,730

Savings from Administration’s Request

Budget Authority 3,330 4,960 6,410 7620 8,840 31,160
Outlays 2,580 4,430 5930 7,210 8430 28,680

About 29 percent of the 1990 defense appropriations supports the
operation and maintenance (O&M) of existing plant and equipment.
Part of this account pays for civilian workers. The rest of the account
purchases goods and services for maintenance of existing equipment,
training, fuel and spare parts, base operations, and many other things.
Spending for these activities is commonly referred to as spending for
military readiness since some of it contributes directly to the day-to-
day capability of the military forces.

The Administration’s plan for 1991 calls for an increase of 3.8 per-
cent in O&M spending, slightly below inflation. This funding should
allow the military forces to operate at about the same level or higher
than they did in 1990 if 38,000 people are eliminated from the military
by the end of 1991, as the Administration now indicates. Even this
funding level, however, may be more than is necessary to maintain a
ready force.

This alternative would maintain O&M funding in each of the next
five years at the 1990 funded level. Savings would amount to $3.3 bil-
lion in 1991 and total $31.2 billion through 1995 relative to the Ad-
ministration’s plan. Relative to the CBO baseline, savings would be
$4.3 billion in 1991 and total $61.6 billion through 1995.
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Increases in O&M spending, even for inflation, may not be neces-
sary if the operating tempo of some forces is reduced. Congressman
Aspin, Chairman of the House Committee on Armed Services, has sug-
gested that, in response to an easing of the threat in Europe, forward-
deployed U.S. troops might be able to relax the intensity of their opera-
tions and training. The number and duration of overseas naval deploy-
ments might be reduced also. These actions would not affect forces
whose primary mission is to protect U.S. interests in areas other than
Europe, but they would offer savings relative to today’s real level of
spending.

However, failure to increase O&M funds over the next five years
might eventually lead to an unacceptably low level of readiness if
forces are not reduced substantially. Sophisticated weapons, which
may be very expensive to maintain, will continue to enter the military
inventory, and the consequences of lower readiness could be serious.
Forces that do not have enough funds to train and prepare for war gen-
erally suffer low morale and become ineffective. Should the political
situation in Eastern Europe and the Soviet Union change for the
worse, the United States may wish to have ready, effective forces for-
ward deployed. '
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DEF-17 REDUCE FUNDING FOR SCHOOL TRAINING
Savings from Annual Savings Cumulative
Admin. Request (In millions of dollars) Five-Year
and CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 360 370 390 410 420 1,950
Qutlays 280 350 380 400 410 1,820

During the 1980s, the quality and retention of military personnel rose
to all-time highs and remain near those high levels today. Generally,
these high-quality recruits (those who both hold a high school diploma
and score well on the recruit entrance examination) can be trained
more quickly and cheaply. Yet, between 1982 and 1988, funding for
school training of military personnel grew faster than the rate of infla-
tion while student man-years decreased slightly, resulting in a real per
capita increase of more than 30 percent. In 1990, the Department of
Defense will spend roughly $3 billion on school training for its forces.

Per capita costs have increased because student loads--that is, the
man-years of students who are in training--have decreased slightly
and because DoD has not completed all of the training it projected in its
budget but has still spent its budgeted request. This experience is most
pronounced in the Army. Between 1982 and 1988, DoD used only 94
percent of the total loads they requested, and the Army used only 85
percent.

An alternative to the current program would be to reduce funding
for school training to reflect lower per capita training costs and actual
student loads. Per capita costs of training for 1991 would be rolled
back to 1982 levels plus annual increases of 2 percent above inflation.
This limit would yield savings of $240 million in 1991. Savings for
1992 through 1995 are based on no real growth, in accordance with the
CBO baseline. Though illustrative, 2 percent real growth provides
flexibility to allow for increased training needs to accommodate the
recent influx of new, more complex weapons. This alternative would
recognize the potential for lower training costs resulting from a better
qualified force with less turnover. At the same time, it would reduce
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requested student loads by 4 percent to reflect actual experience, pro-
viding additional savings of $120 million in 1991. Total savings in
1991 would be $360 million, with five-year savings of $1.9 billion.

The Department of Defense could argue, however, that all of the
increases in per capita training costs reflect the complexity of modern
weapons systems, and that this option would therefore jeopardize ade-
quate training. That risk may be of particular concern if arms control
treaties and political changes lead to a substantially smaller active-
duty military. In that case, having a well-trained military, almost
regardless of the cost, might be even more important than it is today.
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DEF-18 REDUCE THE DoD CIVILIAN
ACQUISITION WORK FORCE

Annual Savings Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBQ Baseline

Budget Authority 170 540 930 1,350 1,810 4,800
Outlays 170 520 920 1,340 1,790 4,740

Savings from Administration's Request

Budget Authority 50 240 530 840 1,170 2,830
Outlays 50 230 520 830 1,160 2,790

In 1986, the President’s Blue Ribbon Commission on Defense Manage-
ment (the Packard Commission) examined ways to improve the De-
partment of Defense’s acquisition process. The commission concluded
that having too many acquisition personnel--burdened by too many
laws, regulations, and layers of review--resulted in a cumbersome and
inefficient process. The commission recommended that defense acqui-
sition policy and oversight be consclidated, reporting chains be re-
duced, and duplicative functions and excessive regulations be elimi-
nated. These measures, the commission stated, could substantially re-
duce the number of defense acquisition personnel.

Primary responsibility for managing a major weapons acquisition
program rests with particular commands within the military depart-
ments--for example, the Naval Sea Systems Command, the Air Force
Systems Command, and the Army Materiel Command. If a major re-
duction in force is possible, it will occur in these commands. About
552,000 civilian employees work for these buying commands, although
not all are involved directly in the acquisition process. About 30,000
military personnel are assigned to these commands as well. Thus,
civilians account for 95 percent of the acquisition work force.

The President, in his February 1989 address to the Congress,
charged the Secretary of Defense with undertaking a review of defense
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management practices. The Secretary has recently announced the
findings and recommendations of his Defense Management Review.
Carrying out these recommendations is expected to reduce the civilian
DoD acquisition work force by 18,000 workers by 1995--a reduction of 3
percent.

Previous experience in consolidating functional components with-
in DoD would indicate that reductions in personnel could be achieved.
Bringing logistics support functions of the various services into the
Defense Logistics Agency in 1961, for example, reduced personnel by
13 percent.

Decreasing the number of DoD acquisition programs would be one
way to reduce the number of personnel, but CBO has not performed a
detailed analysis of personnel savings that could result from stream-
lining the acquisition process. Instead, CBO assumed for illustration
that a 10 percent reduction in the civilian acquisition work force could
be achieved through reform measures like those recommended by the
Packard Commission. Eliminating around 11,000 positions in each of
the next five years would result in savings from the CBO baseline of
$170 million in 1991 and $4.8 billion over the 1991-1995 period.
Savings from the Administration's plan would be lower: $50 million in
1991 and about $2.8 billion through 1995.

Reducing the acquisition work force at a pace about three times
faster than that in the Administration's plan would entail some risks.
In the short run, the acquisition workload will not greatly diminish.
Furthermore, implementing the recommendations of the Defense
Management Review will take time, and many changes will require
Congressional approval. By placing the burden of managing DoD’s
acquisition program in fewer hands, this option may worsen, rather
than improve, the procurement process.

Furthermore, an important element of Do[)Y’s program is to im-
prove the professionalism of the acquisition work force and create
stronger incentives to attract capable managers. A 10 percent reduc-
tion in force, however, is unlikely to improve morale among workers
and may hinder efforts to attract new talent to acquisition manage-
ment careers.
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DEF-19 CLOSE OR REALIGN SELECTED
MILITARY BASES

Savings from Annual Savings Cumulative
Admin. Request (In millions of dollars) Five-Year
and CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 20 -680 -30 -150 440 220
Outlays 60 -50 -40 -20 260 210

The military services currently operate over 900 bases and facilities in
the United States and its territories. In 1988, the Secretary of Defense
established the Commission on Base Realignment and Closure to make
recommendations on how to achieve a more efficient military base
structure. Under the 1989 Defense Authorization Amendments and
Base Closure and Realignment Act, the Congress authorized the Secre-
tary of Defense to close 86 bases, partially close 5 bases, and realign 54
bases. The commission estimated that these actions will eventually
result in average annual savings of $693.6 million. Some initial cost
would also be associated with closing the bases. But over the next 20
years, the present value of net savings should total $5.6 billion.

The General Accounting Office (GAO) recently reviewed the com-
mission’s savings estimates for 15 base closures that represented about
90 percent of the estimated savings. The GAO concluded that the com-
mission’s estimates for these bases were overstated by more than 25
percent but that substantial annual savings would still accrue, and
that the commission's recommendations were “sound and logical.”

In November 1989, the Secretary of Defense indicated that further
savings could be gained by closing and realigning additional military
bases. A number of bases, for example, met the stringent savings cri-
terion established by the commission but were not recommended for
closure for various reasons. (The commission’s charter directed that
candidates for closure should achieve net savings within six years fol-
lowing completion of the closure or realignment.) At the request of the
Congress, the commission identified nine such bases: Fort Dix, Fort
Devens, Myrtle Beach Air Force Base, Fort Jackson, Tooele Army
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Depot, Savannah Army Depot, Sacramento Army Depot, Fort Hamil-
ton, and Fort DeRussy. Four of these bases were affected by the com-
mission's recommendations. Fort Dix will be retained on a standby
status, while Fort Devens, Fort Jackson, and the Tooele Army Depot
are scheduled to increase in size as they absorb missions from other
bases affected by the realignments.

This option would close the remaining five bases not affected by
the commission’s recommendations. The Congress could choose to di-
rect that these five bases be closed. The military requirements that led
the commission to leave them open may be less critical in view of the
reduction in U.S. military forces that is likely within the next few
years.

The commission estimated potential annual savings of $35 million
associated with closing these five bases. If the GAO estimates of sav-
ings for prior base closures are taken into account, these savings could
be lower than the commission’s estimates by 25 percent. Annual re-
curring savings would then be $26 million.

Initial costs of realignment would be incurred if the units assigned
to these five bases were transferred to other bases. These costs could be
funded through the Congressionally authorized Base Closure Account,
but the initial costs would reduce the present value of net savings.
According to the commission’s analysis of these five bases, the initial
costs of closure and realignment could reach $330 million from 1991
through 1995. At the same time, one-time savings such as revenue
generated by property sales could total $550 million. As a result, net
savings from these closures and realignments would total $220 million
through 1995. In keeping with the commission’s practices, these esti-
mates do not include the costs of environmental cleanup or the poten-
tial costs to the communities affected by the closures.

Before recommending closure or realignment of specific bases, the
Congress could request a detailed review of military requirements of
the sort performed by the commission. Such a review could, of course,
conclude that some or all of these five bases are still needed. CBO has
not conducted such a review. These five bases are included in this op-
tion because they meet the savings criterion established by the com-
mission and because they illustrate the potential for cost savings
associated with further closures and realignments of military bases.
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DEF-20 RETIRE THE NAVY’S FOUR BATTLESHIPS
Annual Savings Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 200 400 500 500 500 2,100
Outlays 150 330 870 390 400 1,640

Savings from Administration’s Request

Budget Authority 100 200 250 250 250 1,050
Outlays 75 165 185 195 200 820

In 1982, the Navy initiated a program to reactivate four Iowa class
battleships from the World War I era. The total cost of modernizing
and reactivating the battleships was $1.7 billion.

Each 57,000-ton battleship houses nine 16-inch guns--the largest
guns in Navy service--and each ship was modified to carry 32 Toma-
hawk cruise missiles, 16 Harpoon antiship cruise missiles, and new
electronic equipment. The most important missions for the battleships
are to attack enemy targets on land and ships using the cruise missiles.
The Navy plans to use the 16-inch guns to support amphibious land-
ings of Marine Corps troops. In addition, the Navy deploys the battle-
ships in peacetime to demonstrate U.S. interest and resolve.

Peacetime use of battleships is both new and unique. Except for
the 20-month reactivation of one battleship during the Vietnam War,
the Navy did not operate any battleships between 1958 and 1984, when
the first of the reactivated ships put to sea; no foreign navies operate
battleships.

The Administration plans to retire two battleships in 1991. This
option would retire all four battleships in 1991, saving $100 million in
1991 relative to the Administration’s plan. Relative to the CBO base-
line, this option would save $200 million in 1991 and a total of $2.1
billion over the next five years. Opponents of the battleships argue
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that they require too many people, are expensive to operate and main-
tain, and that their missions can be performed more economically by
other ships. Each battleship, for example, requires more than four
times the number of people that serve on a typical modern cruiser or
destroyer, and operating costs for a battleship are roughly two and
one-half times those of cruisers or destroyers. Furthermore, cruisers
and destroyers are more cost-effective carriers of cruise missiles than
battleships. Substituting cruisers and destroyers for the battleships
would forfeit the limited benefits of the latter’s 16-inch guns, but would
greatly expand the capacity to carry cruise missiles.

Battleships, however, provide the Navy with unique capabilities,
including the 16-inch guns and the most heavily armored hulls in the
Navy. The battleships are highly effective for demonstrating U.S. in-
terests through peacetime deployments. They also ease problems of
scheduling deployments for aircraft carriers, which frequently perform
this same mission but often are in high demand for other missions--
including crisis situations that may demand air power.
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DEF-21 TRANSFER THE 401st AIR FORCE TACTICAL
FIGHTER WING TO THE RESERVES

Savings from Annual Savings Cumulative
Admin. Request (In millions of dollars) Five-Year
and CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 120 250 260 260 250 1,140
Cutlays 50 160 200 210 220 840

The 401st tactical fighter wing, with 72 F-16 aircraft, is currently
based at Torrejon Air Force Base in Spain. In 1988, at the behest of the
Spanish government, the United States agreed to remove all of these
aircraft from Spain by 1992. Because of concerns about fighter support
for the North Atlantic Treaty Organization’s (NATO’s) southern re-
gion, NATO defense ministers offered to assist in relocating the wing
at Crotone in southern Italy. But the Congress appropriated none of
the $15 million requested in 1990 for military construction and cut $77
million out of NATOQO infrastructure funds, arguing that sufficient
funds were available in current and prior unobligated balances.

Rather than move the 401st to Crotone, this option would deacti-
vate the fighter wing and return the planes to the United States. They
would be used to increase the number of aircraft in 12 guard and re-
serve fighter squadrons to 24 planes--the number typically found in ac-
tive-duty squadrons. (Guard and reserve units train only part-time in
peacetime but are available for active duty in the event of war.) Sav-
ings under this alternative would be $120 million in 1991 and total
$1.1 billion over the next five years.

In addition to saving money, this alternative offers several advan-
tages. The Air Force has suggested that increasing the amount of time
that personnel associated with fighter units spend overseas is detri-
mental to retention. Deactivating the wing would avoid increases in
the amount of time these people have to spend overseas in relation to
time spent in the United States. Furthermore, it would modestly de-
crease the number of active pilots needed at a time when the active Air
Force is having problems retaining pilots. The Air Force Reserve and
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Air National Guard apparently are not experiencing problems hiring
pilots. Nor would there be any significant loss in capability associated
with this option: the reserves perform at a level roughly comparable
with that of their active counterparts.

Under this alternative, however, the Air Force would have fewer
tactical forces deployed overseas, an issue that could be important
while the United States and the Soviet Union are negotiating a con-
ventional forces agreement. Deactivating the wing and placing the
aircraft in reserve units in the United States could indicate a willing-
ness on the part of the United States to make unilateral cuts in its
Europe-based forces, which might give the Soviet Union less incentive
to accept NATO’s current treaty proposal. The Soviet Union is con-
cerned about the number of NATO fighters deployed in Europe.

The Administration has also argued that such changes could
damage U.S. diplomatic relationships with NATO and especially with
Italy. This argument, however, is difficult to accept because it was
Spain--a NATO ally--that forced the wing to move. Furthermore, Italy
agreed to accept the wing only if NATO or the United States paid all
the costs.
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DEF-22 REDUCE THE NUMBER OF ACTIVE-DUTY
MILITARY PERSONNEL

Annual Savings Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Reduce Active-Duty Military Personnel by 250,000

Savings from CBO Baseline
Budget Authority 1,610 5,180 9,470 14,540 20,450 51,260
Qutlays 1,060 3,550 6,890 11,000 15,880 38,370

Savings from Administration’s Request

Budget Authority 100 n.a, n.a, na. n.a. na.
Outlays 60 n.a. n.a. n.a. na. n.a.

Reduce Active-Duty Military Personnel by 500,000

Savings from CBQ Baseline
Budget Authority 2,480 8,410 16,520 27,040 40,220 94,670
Qutlays 1,630 5,780 11,950 20,250 30,860 70,470

Savings from Administration’s Request

Budget Authority 880 na. na. n.a. n.a. n.a.
Outlays 510 na. na. n.a. n.a. n.a.

NOTE: The 1991 Department of Defense budget request does not, provide sufficient detail to compute
annual savings beyond 1991 for this alternative.

More than 2.1 million people serve in the active-duty U.S. military.
Combat forces are distributed among 18 Army divisions, 14 aircraft
carrier battle groups, 3 Marine Corps divisions, and 24 Air Force
tactical fighter wings. The remaining personnel operate the strategic

nuclear forces and mobility forces and support the combat elements
listed above.
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Since 1980, the number of military personnel on active duty has
increased by about 3 percent. This increase occurred exclusively in the
Navy and the Air Force; the Army maintained a relatively constant
level until 1989, when it decreased. This overall increase in personnel
did not correspond directly with an increase in the number of combat
forces. The Army added combat divisions without increasing per-
sonnel, while the Air Force basically maintained its combat forces but
slightly increased its personnel level. The Navy, however, added 89
deployable battle force ships (an increase of about 19 percent) and in-
creased its military personnel about 12 percent.

Justification for these increases was based on the Reagan Admin-
istration’s assessment of the threat posed by the Soviet Union and the
Warsaw Pact. Between 1980 and 1985, fear of that threat fueled the
country’s biggest peacetime military buildup since World War II. But
the world has changed since 1985. Because of political changes in the
Soviet Union and Eastern Europe, these countries may no longer pose
such a serious threat. Indeed, Secretary of Defense Cheney has indi-
cated that the probability of war in Europe is at its lowest postwar
level. Evidence also suggests that the Soviet Union is decreasing its
defense spending and making some of the unilateral troop reductions
that Chairman Gorbachev promised in December 1988.

The Administration plans to reduce personnel below the 1990 level
by 38,000 in 1991, partly in response to these changes. The options
presented below examine two levels of personnel reductions that might
be made over the next five years. The first option would reduce active-
duty military personnel by 250,000 and save $51.3 billion relative to
the CBQ baseline over the next five years. The second option considers
a reduction of 500,000 and would save $103.2 billion over five years.

Reduce Active-Duty Military Personnel by 250,000

This option would reduce the number of active-duty military personnel
by 250,000 below the 1990 level by 1995. The reductions would consist
of 40,000 people in 1991 and would increase by 5,000 each year
through 1995. Personnel savings would be $40 million in 1991 relative
to the Administration’s plan. Relative to the CBO baseline, savings
would be $670 million in 1991 and total $20.8 billion over the next five
years.
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Savings would occur in other areas as well--in civilian personnel
and in the nonpay costs of operating forces, for example. These savings
cannot be estimated with confidence without a precise plan indicating
how many units would be eliminated. But if operating costs other than
those for military personnel were reduced in proportion to personnel
reductions, then added savings relative to the CBO baseline would be
$940 million in 1991 and total $30.4 billion through 1995. Relative to
the Administration’s plan, additional savings in 1991 would be $60
million. With fewer forces to modernize, procurement costs would
drop. Though small initially, procurement savings would grow sub-
stantially over time.

This alternative would allow for a gradual transition to a much
smaller military, but one that would undergo major change. Indeed,
although the reduction in manpower would be only about 12 percent by
1995, the resulting active-duty military force would be the smallest the
United States has maintained since 1950. It is likely that several
active Army divisions would be deactivated or reduced to a caretaker
or cadre status, a number of Air Force tactical fighter wings and
strategic bomber wings would be deactivated, and many Navy ships
would be retired or placed in an inactive reserve status. The exact
reduction in combat forces would depend largely on the amount of sup-
port structure that was eliminated. For example, if the Army removed
from active duty one of its Europe-based mechanized divisions, and if
reductions were limited to personnel directly assigned to the division,
about 17,000 people would be removed. But if the additional combat
and support personnel that traditionally accompany the division were
removed also, the reduction would exceed 38,000. Similar analogies
apply to forces in the other services.

Although the Department of Defense acknowledges that force
reductions are imminent, it points out that the Soviet Union and the
Warsaw Pact are not the only threats facing the United States. But
even with the reductions in this option, remaining U.S. military forces
would probably be able to react to most, if not all, situations directly
affecting U.S. national security interests but not involving direct mili-
tary confrontations with the Soviet Union.
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Reduce Active-Duty Military Manpower by 500,000

Greater reductions in the military forces might be possible if the
current trends in the Soviet Union and the Eastern European coun-
tries continue. This option would reduce the number of active-duty
military personnel by 500,000 below the 1990 level by 1995. The
reductions would consist of 60,000 people in 1991 and would increase
by 20,000 each year through 1995. Personnel savings would amount to
$350 million in 1991 relative to the Administration’s plan. Relative to
the CBO baseline, savings would be $1.1 billion in 1991 and total $38.9
billion over the next five years.

Large operating savings could also be achieved. If operating costs
other than those for military personnel were reduced in proportion to
personnel reductions, then added savings relative to the CBO baseline
would be $1.4 billion in 1991 and total $55.8 billion over the next five
years. Relative to the Administration’s plan, savings would be $530
million in 1991. Substantial savings in procurement could also be ex-
pected, although their exact nature and timing are less certain.

Although these savings are large, a force reduction of this magni-
tude, combined with the short period of time in which to accomplish it,
could cause significant disruptions. For example, the career military
may have to undergo a reduction in force (RIF) to meet the personnel
reductions because it is unlikely that retirements and reduced enlist-
ments would be able to accommodate all of the cuts envisioned here.

Spreading these force reductions over ten years instead of five
might mitigate some of their negative effects. By allowing more time
to watch and evaluate developments in the Soviet Union and Eastern
Europe, it would also pose less risk to the security of the United States.
Although savings over the next five years would be lower, long-term
savings--those beyond 10 years--would be the same.
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DEF-23 ELIMINATE NAVAL RESERVE
AUGMENTATION UNITS

Savings from Annual Savings Cumulative
Admin, Request (In millions of dollars) Five-Year
and CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 90 120 200 200 210 890
Outlays 70 170 180 180 190 790

The major function of the reserve components is to equip and train a
part-time force that would be ready to fight in the event of a wartime
mobilization. A part of the Naval Reserve operates 56 ships and 317
aircraft that are assigned to the reserves. The part-time Naval Reserv-
ists provide about one-third to one-half of the personnel for these re-
serve ships and aircraft; the remainder are provided by full-time Navy
personnel.

Another portion of the Naval Reserve is not responsible for operat-
ing specific ships or aircraft but would reinforce active-duty units in
the event of war. The mission of these reservists, who serve in so-
called augmentation units, is to provide trained personnel who can
quickly bring active-duty units to full wartime personnel levels.

The need for these augmentation units is unclear, however, be-
cause the active units they would join now operate at an average of
almost 92 percent of authorized wartime personnel levels, Active-duty
units that would need additional personnel in wartime could turn to
other sources such as the inactive reserve, which includes skilled per-
sonnel who do not actively train but who retain a military service obli-
gation and remain on Department of Defense rolls, or to active-duty
retirees. Furthermore, a 1985 study by the Center for Naval Analyses,
which examined the readiness of the Naval Reserve, stated that the
reserve augmentation units would add little to the personnel readiness
levels of the active-duty units they would augment during a war. The
conclusions may still be applicable because manning levels are roughly
the same today as they were in 1985.
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This alternative would eliminate the augmentation units, decreas-
ing the number of part-time reservists by about 28,800. Savings in the
first year would be $90 million, with cumulative five-year savings
totaling close to $300 million.

Eliminating these units would entail some disadvantages. Sav-
ings would be modest relative to the total defense budget. Eliminating
these units would also reduce the number of Naval Reserve personnel
by about 20 percent. Even if all the reserves in augmentation units are
not critically needed in the units they would join, they provide insur-
ance against unforeseen needs that could occur during a wartime
mobilization. This insurance may be particularly important if the
number of active-duty Navy personnel is reduced in response to factors
such as political changes in Eastern Europe.
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DEF-24 REDUCE DRILLS FOR NONCOMBAT
RESERVE UNITS

Savings from Annual Savings Cumulative
Admin, Request (In millions of dollars) Five-Year
and CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 280 300 310 320 330 1,540
Qutlays 230 260 270 280 290 1,330

The National Guard and Reserve play an important role in U.S.
defense policy by providing a trained, combat-capable force that can be
mobilized quickly in the event of a war. Some of these reserve units
are included in the forces that would deploy overseas within the first
10 days of a major war. Other reserve units would supplement existing
active units, bringing them up to wartime strength and providing
much of the combat support needed to fight a war.

Some reserve units, however, have noncombat-related missions.
Included in this category are bands and units in areas such as admin-
istration, processing and registration of combat casualties, and laun-
dry services. Like other units more directly involved in combat, re-
servists in these noncombat units are paid to train full time for two
weeks each year. They are also paid to drill for one weekend each
month, which means they are paid for a total of 48 weekend drills since
each weekend includes four drill periods.

This alternative would reduce from 48 to 24 the number of week-
end drills for the roughly 100,000 reservists in these noncombat re-
serve units. Members would still be paid to train full time for two
weeks each year, but on average they would train for one weekend
every other month instead of each month. Legislation would not be re-
quired to implement this option. The secretary of each service has the

authority to change the number of drills required for Guard and Re-
serve units.

Savings the first year would be $280 million, with cumulative
five-year savings totaling $1.5 billion. Savings in retirement accrual
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costs, which are the funds that must be set aside to pay future retire-
ment costs, would amount to about $30 million in 1991 and $40 million
by 1995. Although they represent a real reduction in long-term costs,
these retirement accrual savings appear only in the budget authority
savings noted above because they would not affect government outlays
for many years.

Reducing drills for these noncombat units may not greatly harm
readiness and warfighting capabilities. In many cases, required skills
could probably be maintained even with the reduced amount of week-
end training. Because total pay would be reduced under this option,
fewer reservists might be willing to serve in these noncombat units,
and shortages could occur during a mobilization. But most of the gen-
eral skills required are readily available in the civilian sector, and so
qualified personnel could be recruited in the event of a war.

A decline in the number of personnel willing to serve in these units
could, however, create some problems in peacetime. Increased recruit-
ing efforts may be needed to maintain the size of the noncombat units.
Costs for this extra effort are not reflected in the savings shown above.
If the size of these noncombat units declines, some of their peacetime
functions--particularly in the areas of administration and finance--
might need to be transferred elsewhere, resulting in increased work-
loads for other units or individuals.
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DEF-25 CHANGE COMPENSATION FOR
THE SELECTED RESERVE

Savings from Annual Savings Cumulative
Admin. Request (In millions of dollars) Five-Year
and CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 890 930 960 1,000 1,040 4,820
QOutlays 770 860 910 940 980 4,460

In 1990, 1.2 million people will serve in the Selected Reserve, at a cost
of $9.2 billion in pay and allowances. About 1.1 million of these are
part-time military personnel who are expected to participate in 48
training drills per year, which usually involve one weekend of reserve
duty each month. Reservists also serve on active duty for two weeks
each year. Selected reservists are compensated with pay and allow-
ances for time spent training as well as with credit toward military
retirement benefits.

This alternative would make four changes in the reserve compen-
sation system: it would (1) eliminate payments for basic allowance for
quarters (BAQ) made to reservists with dependents; (2) eliminate dual
compensation for reservists who are federal civilian employees; (3)
redefine and reduce pay for weekend drills; and (4) change the calcula-
tion of retirement points. For all four of the changes together, annual
savings could amount to $890 million in 1991 and total $4.8 billion
through 1995. In addition to realizing considerable savings, these al-
ternatives would make the reserve compensation system less complex,
would treat various types of reserves more equitably, and would be
more efficient.

Eliminate BAQ Payments Made to Reservists with Dependents.
Reservists generally serve two weeks of active duty each year and may
serve on short periods of additional duty for school or special training.
While on training for periods of less than 140 days, reservists with
dependents receive a basic allowance for quarters even when on-base
quarters are provided for them, but reservists without dependents do
not. These payments compensate reservists for maintaining the homes
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of their dependents while serving on active duty. As with active-duty
personnel, BAQ is tied to quarters used at one’s permanent duty sta-
tion. For reservists, the permanent duty station is wherever training
occurs.

The appropriateness of BAQ payments for such duty is question-
able. Some reservists remain at home while serving their annual ac-
tive duty; others serve on field exercises and live in quarters provided
by the service. Individuals engaged in school or special training may
receive a per diem in addition to their pay and allowances to cover
costs. The report from the Sixth Quadrennial Review of Military Com-
pensation, an official DoD study, acknowledged the argument that the
government has no obligation to help defray the permanent housing
costs of reservists in their civilian community.

One possible rationale for this policy is that civilian housing costs
continue during training, putting more of a financial burden on a re-
servist with a family than one without. However, a reservist's civilian
housing decisions are primarily based on civilian income, not military.
Reservists do not incur additional housing costs when on active duty
because they either receive quarters in kind or get a per diem to cover
costs. Moreover, this policy primarily benefits officers and enlisted
personnel in higher pay grades, while any shortfalls in the number of
available reserves usually occur among those in lower pay grades.

If reservists were only paid for housing expenses incurred out-of-
pocket during the two weeks of annual training, savings would be
about $100 million in each of the next five years.

Eliminate Dual Compensation for Reservists Employed by the Federal
Government. More than 136,000 reservists are employed in civilian
jobs in the federal government. Among officers, depending on pay
grade, between 30 percent and 50 percent have civilian government
jobs. For enlisted personnel, the range is 10 percent to 50 percent.
These individuals benefit from the government’s strong support of
reserve training and may well experience fewer conflicts with employ-
ers than do reservists who work in the private sector. In addition,
reservists employed by the government receive dual compensation--
both their government and reserve pay--during their two weeks of
annual training without having to use vacation time or annual leave.
Although some larger private-sector employers follow this practice,
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dual compensation is not the general rule for reservists employed out-
side the federal government. Thus, reservists who are federal civilian
employees enjoy a special advantage.

This alternative would eliminate dual compensation for reservists
who are given time off from their federal jobs to carry out their active-
duty commitment. Instead, they would only receive the higher of the
two payments during the service period. Savings would be about $150
million in each of the five years.

Redefine and Reduce Pay for Weekend Drills. Most reservists train for
48 drills a year. For each drill, they receive basic pay but none of the
allowances for food and quarters they receive while on active-duty
training. They are also credited with two retirement points for each
day, because each day of weekend service counts as two drill periods.
On average, a reservist is paid about 130 percent of the total pay and
allowances provided to an active-duty person for a single day’s work.

An alternative would be to redefine drill pay so that one day of
drill would be compensated with one day’s total pay. Thus, a reservist
would receive basic pay and allowances for each day of training, re-
gardless of whether that training was annual active-duty training or
weekend drills. Savings from this proposal would be about $590 mil-
lion in direct costs in each of the next five years, plus a decrease in
accruals for retired pay not reflected in the savings.

Change Calculation of Retirement Points. Reservists who accumulate
360 retirement points are credited with one year of service for purposes
of computing retirement benefits. Retirement points are earned
during drills (one per drill) and during the annual two-week period of
active duty {one per day of service). In addition, 15 gratuitous points
are awarded annually to each reservist who serves in a unit, and extra
points can be earned by completing tasks such as correspondence
courses. Thus, a typical reservist might accumulate about 80 points a
year (48 points for drills, 15 for active duty, and 15 gratuitous points).
At least 50 points must be earned in a year for that year to count
toward the minimum of 20 years of service required to qualify for
regular retirement pay. This option would change these rules by
limiting yearly accumulation of points to no more than 360 points and
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eliminating the 15 gratuitous points received for simply being in the
reserves.

The 360-point ceiling would limit the amount of retirement credit
received to exactly one year of credit, and would be consistent with the
active-duty system. It would maintain the formula of providing one-
thirtieth of one month’s pay and allowances for each day of active duty.
The 15 gratuitous points that would be eliminated are not related to a
specific service performed by the reservist. To reflect this change, the
minimum number of points required for a creditable retirement year
would be reduced from 50 to 35.

These changes in the calculation of retirement points would save
about $50 million in accrual costs each year and have been endorsed by
the Sixth Quadrennial Review of Military Compensation and by the
Department of Defense.

The four changes in compensation described above would result in
reduced paychecks for some reservists, which could mean that fewer
would be willing to join and remain in the reserves. In some cases, that
could create problems. For example, compared with active-duty forces,
attrition is higher among reservists who are at the early stages (that
is, in the first term) of their reserve careers; further increases in losses
of first-term reservists could leave some reserve units without enough
first-term personnel to be fully effective in wartime.

If this option resulted in such problems, bonus payments could be
increased. Bonuses could be offered in cash or in the form of educa-
tional benefits and could be targeted toward reserves that were most in
demand. For example, payments could be made at various points
during a reservist’s first term of service in order to retain those with
needed skills. Bonuses could also be made available to attract enough
recruits into areas that are difficult to fill. The added cost of bonuses is
not reflected in the savings noted above, but a part of those savings
might have to be used to offset any adverse effects of the four specific
changes discussed. -
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DEF'-26 RESTRICT RESERVE RETIREMENT BENEFITS
Annual Savings Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1996 Savings

Savings from CBO Baseline

Budget Authority 44 97 145 193 247 725
Outlays 0 0 0 0 0 0

Savings from Administiration’s Request

Budget Authority 36 75 115 153 215 593
Outlays 0 ¢ 0 0 0 0

The United States is the only country that offers retirement benefits to
part-time military reservists. These benefits parallel those provided
for the active-duty service and have remained largely unchanged since
1948, when the current program of reserve retirement was enacted.
Reservists are entitled to receive retired pay after 20 years of
creditable service, of which at least the last eight must be served in a
reserve component. Unlike active-duty personnel, who can receive
retired pay immediately upon retirement, reservists must wait until
age 60. Reservists’ retired pay is calculated in a manner similar to
that for active-duty retirees, on the basis of length of service and aver-
age highest three years’ pay.

When the Congress modified the active-duty program in 1986,
changes in reserve retirement were put off pending the report of the
Sixth Quadrennial Review of Military Compensation (Sixth QRMC).
This report, which was released in 1989, offered a number of proposals
dealing with reserve retirement. None, however, proposed termi-
nating the program. The farthest-reaching change would have main-
tained the average value of reserve retired pay, while restructuring
the system to provide stronger retention incentives for reservists with
critical military skills.

Reserve retirement benefits are provided at considerable cost. In
1989, reservists received $1.4 billion in retired pay. The accrual
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charge for that pay was 25.7 percent of reservists’ total basic pay, or
$915 million. (The accrual charge represents dollars set aside now to
pay the future retirement costs of today’s reserves.) Changes in
actuarial assumptions approved by the Board of Actuaries in 1988
lowered the accrual charge for 1990 and beyond. The accrual charge
for 1991 is 13.3 percent, or $553 million. Despite the reduction in the
accrual charge, no change has occurred in the benefits earned by
individual reservists.

To reduce the costs of reserve retirement benefits, this option
would terminate the reserve retirement program for those entering the
reserve components after the end of fiscal year 1990. All current re-
servists under the present retirement system would be grandfathered
but no new reservists, including those who enter the reserves from ac-
tive duty, would be eligible to accumulate benefits. Savings in accrual
charges for reserve retirement would grow steadily, but savings in
total federal outlays would not be realized for many years.

The Sixth QRMC concluded, on the basis of recent trends in
retention among reservists, that reserve retirement is a major factor in
the retention decisions of enlisted personnel as well as officers. The
current distribution of benefits, however, suggests that the reserve
retirement program has been a stronger incentive for reserve officers
than for enlisted personnel to stay in the reserves. More than 80 per-
cent of the 1989 benefits--over $1.1 billion--was paid to retired officers,
who constitute 72 percent of the population of reserve retirees. En-
listed retirees received only $238 million in benefits, or 17 percent of
the total, although enlisted personnel account for 85 percent of the
reserve forces.

Terminating the reserve retirement program could be expected to
generate savings without having major adverse effects on the ability of
the reserve components to meet their personnel objectives. Personnel
shortages in the reserves generally have been concentrated in junior
enlisted ranks, typically in pay grades E-3 and E-4, and thus have not
been alleviated much by the incentive of reserve retired pay. If
terminating the program aggravated personnel shortages in particular
skills, some of the savings in retirement costs could be used to increase
selective reenlistment or continuation bonuses.
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Terminating the reserve retirement system, however, might entail
some other adverse effects. Reserve retirement benefits appear to
achieve their stated purpose of holding reservists for longer careers,
since a larger fraction of reservists remain for more than 20 years of
gervice than do active-duty personnel. In addition, the reserve retire-
ment program makes the reservists’ compensation package more com-
parable with that of active-duty personnel. This comparability may
help to maintain a substantial reserve, which the Congress has strong-
ly supported in the past.
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DEF-27 INCREASE COST-SHARING FOR
MILITARY HEALTH CARE

Savings from Annual Savings Cumulative
Admin. Request (In millions of dollars) Five-Year
and CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 290 290 290 290 290 1,450
QOutlays 220 270 280 280 280 1,330

Nonactive-duty beneficiaries of the military health care system pay
little for care given by military physicians. As inpatients in military
hospitals, dependents of active-duty and retired military personnel
generally pay about $8 a day, retired officers pay about $4 a day, and
retired enlisted personnel pay nothing. As outpatients in military
clinics, dependents and retired personnel pay nothing. Nor do they pay
for prescription drugs from military pharmacies. When care is not
available in military facilities, the Civilian Health and Medical Pro-
gram of the Uniformed Services (CHAMPUS) will help beneficiaries
pay for civilian services, after they pay a deductible of $50 a person or
$100 a family--an amount that has not changed since first set in 1966.

- Because the charges are so low, beneficiaries may make greater
use of health care services, thus contributing to overcrowding in out-
patient clinics and the rising costs of health care. This option would
both curb excessive use and raise revenue by calling on beneficiaries to
pay for a larger share of the costs of the care they receive in the United
States. All nonactive-duty inpatients would pay $23 a day (10 percent
of CHAMPUS’s daily hospital charge). In military clinics in the
United States, outpatients from senior enlisted families would pay $5 a
visit; outpatients from officers’ families, $10 a visit. Qutpatients over-
seas still would pay nothing. Prescriptions filled in military pharma-
cies would cost $3. Dependents of junior enlisted personnel below pay
grade E-5 and survivors of deceased personnel, the military’s least
well-off beneficiaries, would still pay nothing for visits to military phy-
sicians or for prescription drugs. Finally, to compensate somewhat for
the change in the cost of living since 1966, the CHAMPUS outpatient
deductible would increase to $150 a person and $300 a family. To-
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gether, these changes could save the Department of Defense about
$290 million a year. The revenue increase reflected in these savings
does not include the cost of modifying existing automated information
systems to collect the higher fees.

Since medical care is a key part of military compensation, military
families would view increased charges as an erosion of benefits. Re-
cruitment and especially retention could suffer, although the parallel
trend in civilian medicine toward wider cost-sharing might mitigate
beneficiaries’ dissatisfaction. Indeed, increased cost-sharing would
bring the military health care system somewhat more in line with
medical plans offered to civilian employees of the federal government.
Nor should rising charges necessarily harm health, a potential con-
cern, since evidence shows that people at ages and incomes typical of
military beneficiaries seek needed care even when they share the costs.
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DEF-28 LIMIT MILITARY PAY RAISE
Annual Savings Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 1,440 2,690 3,960 5300 6,720 20,110
Outlays 960 1,920 2,880 3,800 4,970 14,620

Savings from Administration's Request

Budget Authority 800 2,030 3,300 4,640 5,760 16,430
Outlays 560 1,460 2,430 3,370 4,310 12,130

Since 1982, military pay has not risen as fast as has average pay in the
private sector. By one measure, the difference between the pay of mili-
tary personnel and their counterparts in the private sector--the so-
called comparability gap--now exceeds 8 percent, and press reports of
even larger gaps are common. Nonetheless, the approved raises have
apparently been competitive--that is, sufficient for the military ser-
vices to attract and retain the desired number and quality of personnel.
Moreover, the Administration has proposed cuts in military personnel
of more than 4 percent between 1989 and 1991, and further cuts
through 1995 probably will be proposed. If fewer personnel are needed
in the future, military pay could be even lower than it is today and still
be competitive.

This option illustrates one possibility for limiting military pay.
Holding annual raises in 1991 through 1995 to two percentage points
below the previous year’s rate of inflation as measured by the consum-
er price index would yield savings of $16.4 billion in defense budget
authority over the next five years, relative to budget authority under
the Bush Administration’s proposed raises, and $20.1 billion relative
to the CBO baseline. (FWF-01 examines the same option applied to
federal civilian employees.)

Two factors explain most of the differences between the savings
relative to the Administration’s plan and relative to the CBO baseline.
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First, the personnel reductions proposed by the Administration, but
not assumed in the CBO baseline, reduce the savings from a given
reduction in pay raises. Second, this option assumes that raises in each
year would be effective January 1, in keeping with recent practice and
as the Administration has requested for 1991, rather than the October
1 date prescribed by law and assumed in the CBO baseline. In
addition, savings relative to the Administration’s plan are based on the
Administration’s proposed raises and projected inflation rates, while
savings relative to the CBO baseline are based on CBO’s higher infla-
tion projections and generally higher pay-raise assumptions.

In past years limited raises could have been expected to make the
services’ recruiting and retention goals more difficult to meet. With
personnel cuts in the offing, however, these adverse effects are less
worrisome. Indeed, large-scale personnel reductions create the prob-
lem of how to encourage experienced personnel to leave the military,
rather than how to get them to stay. Achieving most of these reduc-
tions by decreasing enlistments--the alternative to increasing the
number of separations of more senior personnel--would diminish the
budget savings from a given reduction in total personnel because new
recruits are paid less. Furthermore, sharply cutting enlistments dur-
ing the period of the personnel reductions could seriously disrupt ini-
tial training operations, force a slowdown in promotions, and severely
complicate personnel management in the future when the small in-
coming cohorts reached reenlistment, promotion, and other key points
in the military career.

Limiting raises would help to spread the Administration's planned
cuts across personnel in all years of service. Voluntary separations
among enlisted personnel would increase by roughly 4,000 in the first
year, and by as many as 19,000 in 1995, relative to what they would be
if military pay kept pace with private-sector raises. The increase in
voluntary separations over the five years could total 60,000. This
would reduce the need for involuntary separations, which under cur-
rent law could require separation payments of up to $30,000 to some
officers. Equity considerations might argue for extending such pay-
ments to enlisted personnel.

Limited raises would have several disadvantages. First, most of
the additional separations would be among personnel at their first or
second reenlistment points (or, for officers, probably at the end of their
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initial service obligations). Personnel at these points account for most
reenlistment decisions, and those further along in their military
careers probably respond less to changes in pay than do more junior
personnel. Thus, although this approach would reduce the size of the
career force, it would allow that force to become increasingly senior
and more expensive per person. Second, limited raises could tend to
encourage some of the services’ best people to leave, rather than poorer
performers who could be required to leave by tightened reenlistment
standards and selective involuntary separations. Third, the higher
separation rates caused by lower military pay would not disappear
once desired reductions in strength had been achieved; they would
continue and, in the long run, both officer and enlisted forces would be
more junior than they are today. As a result, the military could face
higher training costs, have fewer people available for assignment to
operational units, and suffer from diminished capability. More junior
forces would, however, have lower average personnel costs.

Finally, the reduction in military pay under this option (relative to
pay in the private sector) is large by historical standards, making ac-
curate projections of its effects very difficult and the option correspond-
ingly risky. Relative to private-sector pay, military pay would fall by
more than 10 percent over the next five years. The resulting ratio of
military to civilian pay would be well below any experienced since the
inception of the All-Volunteer Force. One possible effect would be a
sharp decline in the morale of military personnel, which could ad-
versely affect military readiness.

The effect of the pay cut on the quality of recruits--a concern dur-
ing the 1980s--would depend on how the planned personnel reductions
are managed. Lower pay would make it harder for the services to
attract well-qualified recruits. Despite this, average recruit quality
(as measured by test scores and education) could rise if the personnel
cuts were made by taking in fewer new recruits. If the Department of
Defense instead moved aggressively to separate senior personnel, and
kept the annual requirement for new recruits relatively high, it might
have to accept a decline in recruit quality.






CHAPTER III
ENTITLEMENTS

Entitlement programs provide benefits to all people or jurisdictions
who are eligible to receive aid and who choose to participate. The level
of spending in entitlement programs is largely determined, not by the
annual appropriation process, but rather by the program rules that
govern eligibility, the extent of participation, the benefit levels, and
the cost of providing noncash benefits. But a variety of other factors
that are beyond the control of the Congress also cause outlays for
entitlements to rise or fall--for example, demographic shifts, changes
in providers’ practices, and rates of inflation. Spending is, therefore,
only partly under the direct control of the Congress.

In recent years, the Congress has modified many entitlement pro-
grams, and this chapter includes 30 options for further changes. All
but two of these options would lower outlays for entitlements and other
mandatory spending. For example, ENT-04 through ENT-17 deal with
health care programs, while ENT-25 through ENT-29 discuss alterna-
tives for reducing net federal outlays for Social Security and other re-
tirement and disability programs. ENT-12 and ENT-17 would in-
crease revenues. Agricultural price support programs, included in the
broad budget category Entitlements and Other Mandatory Spending,
are covered in the next chapter.

Several of the options are substitutes for one another. Also, in
some instances, the individual summaries describe more than one
specific policy alternative. In general, the savings from the separate
options--or from the variations within a single option--cannot be added
together to arrive at a total.

All estimates of outlay savings and revenue gains from these op-
tions are calculated relative to CBO’s baseline projections. These pro-
jections are based on CBO’s short-run economic forecast and longer-
run projections as described in its recent report, The Economic and
Budget Outlook: Fiscal Years 1991-1995. Baseline spending projec-
tions for entitlements and other mandatory spending programs reflect
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changes forecasted for several factors, such as caseloads and the
average federal cost per beneficiary. The latter may rise over time asa
result, for example, of cost-of-living adjustments in benefit payments
or increases in either the price of medical services or the intensity of
their use.
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ENT-01 REDUCE SUBSIDIES FOR STAFFORD LOANS
Annual Savings Cumulative

Savings from (In millions of dollars) Five-Year

CBO Baseline 1991 1992 1993 1994 1995 Savings

Require Students to Pay In-School Interest

Budget Authority -30 150 400 610 790 1,900
Outlays -35 20 330 550 740 1,700

Raise Students’ Interest Rates
After They Leave School

Budget Authority a 15 50 90 120 280
QOutlays a 10 40 80 110 240

Raise Students' Interest Rates and Accrue Interest
During the After-School Grace Period

Budget Authority 5 60 170 290 390 920
Outlays a 50 140 260 370 820

Reduce Lenders' Subsidies by
One-Half of a Percentage Point

Budget Authority 20 65 110 140 180 520
QOutlays 10 50 95 130 170 460

8. Lessthan $2.5 miilion.

The Robert T. Stafford Student Loan Program (formerly the Guar-
anteed Student Loan Program) authorizes the federal government to
guarantee loans for postsecondary students against default. The
program pays the interest while students are enrolled in school.
Lenders receive a rate of return that varies with market interest rates
equal to 3.25 percentage points above the rate of interest on 91-day
Treasury bills. Because students do not begin repayments on Stafford
Loans until after they leave school, and because they repay loans at
fixed interest rates that are generally below market rates, they receive
a substantial subsidy from the federal government.
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In 1989, interest payments on loans to students attending school
(net of a § percent student-paid origination fee} accounted for about 40
percent of the cost of the Stafford Student Loan Program. Special
allowance payments to lenders on all outstanding loans accounted for
25 percent. These payments are intended to compensate lenders for
the difference between the interest rates they charge students and
current market interest rates. Default payments net of collections
equaled about 30 percent, and other costs equaled 5 percent. In recent
years, in-school interest payments have remained relatively stable;
special allowance payments have fluctuated as interest rates changed;
and default costs have grown substantially. The options presented be-
low suggest ways subsidies for students and lenders could be reduced.
(See ENT-02 for ways to lower the federal cost of defaults.)

Require Students to Pay In-School Interest or Raise Students’ Interest
Rates After They Leave School. Federal subsidies could be reduced by
requiring students to repay larger amounts than they do under current
law. Charging interest on loans to new borrowers while they are in
school, but deferring actual payments until they leave school, would
reduce federal outlays by $1.7 billion between 1991 and 1995 if the 5
percent student origination fee, which is used to offset federal interest
subsidies, were eliminated at the same time; if it were not eliminated,
savings would be $3.3 billion.

Alternatively, raising the interest rates of new borrowers after
they leave school to the full amount of interest the government now
pays to lenders, but continuing the interest subsidy to students while
they are in school (which would include the current six-month grace
period during which students can defer repaying), would reduce federal
spending by $240 million during the 1991-1995 period and by con-
siderably more in future years. A variation of this option would also
require new borrowers to begin accruing interest on their loans im-
mediately after leaving school, but would allow a grace peried of six
months before the first payment is due. This approach would save
about $820 million over the 1991-1995 period.

These measures would not cause cash-flow problems for students
while they are in school because students would be allowed to defer
interest payments during that period. With the added costs generally
occurring only after leaving school--when students would most likely
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be able to afford them--most students would still be able to continue
their education.

The larger repayments that would result from these changes
might, however, cause some students not to attend school or to limit
their choice to lower-priced institutions. In addition, a few lenders
might drop out of the program because of somewhat increased ser-
vicing costs and more complex interest calculations, which could make
loans more difficult for some students to obtain.

Reduce Lenders’ Subsidies. The federal government currently pays
lenders a special allowance so that their annual rate of return on every
new Stafford Loan equals 3.25 percentage points above the bond
equivalent rate for 91-day Treasury bills. Each reduction of one-half of
one percentage point in this yield for new loans while students are still
in school (when lenders have the lowest loan servicing costs) would
lower federal spending by a total of $460 million during the next five
years and by substantially more in future years.

Reducing lenders’ subsidies would lower federal expenditures
without increasing students’ costs. Moreover, although some people
argue that reducing the special allowance to lenders while borrowers
are in school would limit the availability of loans for most students,
this fear is probably overstated. During 1988, the 100 largest
lenders--making up less than 1 percent of all lenders--disbursed at
least 65 percent of all loans. Although a few small lenders might leave
the program if the special allowance were reduced, large lenders cur-
rently receive a subsidy worth significantly more than the costs they
incur, including the small risk they bear related to defaults on loans.
However, if this option made some loans unprofitable for lenders in a
few locations, some students could have more difficulty financing their
education.
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ENT-02 REQUIRE POSTSECONDARY INSTITUTIONS
TO SHARE THE FINANCIAL RISK OF
DEFAULTS ON STAFFORD LOANS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1692 1993 1994 1995 Savings

Have Postsecondary Institutions Pay
a Coorigination Fee

Budget Authority 380 490 490 500 500 2,350
QOutlays 240 480 490 500 500 2,200

Have Postsecondary Institutions Pay
a Loan Default Fee

Budget Authority 250 230 230 240 240 1,200
Outlays 120 240 230 240 240 1,050

In recent years, along with changes in the types of students who are
eligible to borrow (now only those having financial need), the volume
of defaulted loans in the Stafford Student Loan Program has grown. In
1989, default payments net of collections equaled $1.4 billion, about 30
percent of the total cost of the program. The options presented below
suggest ways to lower the federal costs of defaults by having post-
secondary institutions share the financial risk of defaults on Stafford
Loans. (See ENT-01 for options to reduce subsidies to students and
lenders.)

Have Postsecondary Institutions Pay a Coorigination Fee. The direct
beneficiaries of Stafford Loans are students, postsecondary institu-
tions, lenders, and guarantee agencies. Currently, however, these
beneficiaries unequally share the risk of loan defaults. Students help
pay for defaults through the insurance fees charged by guarantee
agencies. These agencies bear risk through reinsurance payments that
depend on the default level of the loans they guarantee. In contrast,
lenders do not directly share the risk of defaults since they are fully
reimbursed for loans that default if they follow “due diligence” in
seeking repayment. (An option discussed in ENT-01 would reduce the
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lenders’ subsidies in part because some consider their current return to
be too high for the slight risks they bear.) Finally, postsecondary
institutions currently bear almost no direct financial risk for loan
defaults, although beginning in 1991 the Secretary of Education does
have discretion to sanction schools with high default rates.

One alternative would be to place some of the risk of loan defaults
on postsecondary institutions by requiring them fo pay the federal gov-
ernment a 5 percent coorigination fee on the amount of every loan
taken out by their students--the same charge their students must pay.
The coorigination fee would raise an estimated $2.2 billion in the
1991-1995 period.

The primary argument for postsecondary institutions sharing in
the financial risk of lean defaults is that they benefit directly, along
with the students, from these loans. Sharing this risk through a co-
origination fee would reinforce the requirement that postsecondary in-
stitutions inform their students of their obligation to repay their loans.
An argument against this proposal, however, is that postsecondary
institutions with relatively low default rates would subsidize those
with high default rates.

Have Postsecondary Institutions Pay a Loan Default Fee. Another
option would be to charge postsecondary institutions a sliding annual
fee related to the percentage of loans entering repayment on which
students default. The Department of Education determines this figure
when it calculates each institution’s “fiscal year default rate.” In this
option, institutions with fiscal year default rates above 30 percent
would have to pay a fee set at 15 percent of the amount of loans on
which students defaulted that year, while those with default rates
between 10 percent and 30 percent would pay a 10 percent fee. Those
with default rates below 10 percent would pay nothing.

This alternative would raise an estimated $1.1 billion over the
1991-1995 period. An advantage of this option is that it would provide
institutions with strong incentives not to overstate the economic
benefits that students will derive from their education and to ensure
that their students are aware of their obligation to repay loans. A
disadvantage is that, unless postsecondary institutions could pass on
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the fee to students through higher charges, this approach could create
financial stress for some postsecondary institutions having high
default rates--for example, proprietary schools, many of whose disad-
vantaged students take out loans.
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ENT-03 ELIMINATE OR REDUCE FEDERAL FUNDING
OF THE SOCIAL SERVICES BLOCK
GRANT PROGRAM

Annual Savings Cumulative
Savings from {(In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Eliminate Funding

Budget Authority 2,800 2,800 2,800 2,800 2,800 14,000
Outlays 2,660 2,800 2,800 2,800 2,800 13,850

Reduce Funding by 50 Percent

Budget Authority 1,400 1,400 1,400 1,400 1,400 7,000
Outlays 1,350 1,400 1400 1,400 1,400 6,950

Title XX of the Social Security Act--the Social Services Block Grant
(SSBG) program--provides funds to states for social services such as
day care, foster care, home help for the handicapped and elderly, and
child protective services. Funds are allocated to states in proportion to
their population and, currently, there are no federally mandated
criteria for targeting spending on low-income groups. Federal funding
for this program has been about $2.7 billion in each year since 1983.

Eliminating the SSBG program would reduce federal outlays by
nearly $14 billion in the 1991-1995 period by curtailing spending over
which the federal government exercises little control. This program is
similar to general revenue sharing--a program that the Congress did
not renew after 1986. The impact of this option would depend on the
extent to which state and local governments would replace lost reve-
nue or limit services. Services would, however, probably be denied to
needy people in states with the least fiscal capacity. Moreover, in
1988, 23 states transferred funds from the Low Income Home Energy
Assistance Program to supplement their SSBG funds, indicating the
relatively high value that states place on these services.

Alternatively, cutting funding by half would save almost $7 billion
over the 1991-1995 period. Remaining funds could be targeted toward
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people with the greatest need by reinstating income limits for
eligibility. Moreover, the government could either allocate funds to
each state based on the number of residents with incomes below federal
poverty thresholds or provide funds only to states with the lowest
incomes or fiscal capacities. If some funding were retained and federal
targeting requirements were reestablished, adverse impacts on people
with the greatest need would be limited. Adding income restrictions
would, however, limit the flexibility of states in using the available
funds. If funding were eliminated for some states, some needy people
would probably no longer receive services.
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ENT-04 ELIMINATE FEDERAL MATCHING IN
MEDICAID FOR MEDICARE'S PREMIUMS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Outlays 610 660 710 760 810 3,550

States are allowed to enroll Medicaid beneficiaries for Medicare Part
B--that is, Supplementary Medical Insurance (SMI)--when the bene-
ficiaries are eligible for both Medicaid and Medicare. To do so, the
state pays the same SMI premium as the beneficiary would have paid--
an amount equal to about 25 percent of SMI's average cost for an
enrollee. Since the states’ contributions toward premiums are matched
by federal funds, however, states effectively pay an amount equal to
only about 11 percent of the average cost of SMI. Because Medicare is
the primary payer in cases of dual eligibility, states save more than 65
percent, on average, of what would otherwise be costs for their Medi-
caid programs.

If state spending for SMI premiums generally were not matched
with federal funds, about $3.6 billion would be saved over the 1991-
1995 period. States would, however, continue to receive matching
federal funds under this option for premiums paid on behalf of certain
indigent Medicare beneficiaries whose coverage was mandated by the
Medicare Catastrophic Coverage Act of 1988. (This part of the act was
left intact when most of its provisions were repealed in 1989.)

This option would reduce a substantial subsidy to states. That
subsidy now effectively transfers a higher proportion of this group’s
medical costs from the states to the federal government than is typical
for Medicaid beneficiaries. Nearly all states currently choose to pay
the SMI premiums for their Medicaid beneficiaries who also are
eligible for Medicare. Even without federal matching funds for the
SMI premiums, states would almost certainly continue to enroll those
eligible for Medicare to keep their Medicaid costs down for dually eli-
gible beneficiaries.
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If some states decided to quit paying the Medicare premiums in
response to the elimination of federal matching, some of the federal
savings would come from those elderly and disabled who chose to enroll
in the Medicare program at their own expense instead of receiving all
their care through the Medicaid program. Others who did not enroll in
Medicare might face restricted access to physicians and other
ambulatory services because Medicaid's reimbursement rates are
usually substantially lower than those of Medicare.
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ENT-05 REDUCE MEDICARE'S PAYMENTS TO
PHYSICIANS FOR ALL OVERVALUED SERVICES

Annual Savings Cumulative
Savings from {In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Outlays 560 990 1,100 1,250 1,400 5,300

Under Medicare’s current payment system for physicians’ services,
payment rates are the lowest of the physician's actual charge, the phy-
sician’s customary charge for that service, or the prevailing charge for
that service in the community. This system is to be replaced by a
Medicare fee schedule (MFS) derived from a resource-based relative
value scale. The new payment rates will more accurately reflect the
resource costs of providing the services. A phased transition is to begin
in 1992. When the MFS is fully in place, rates for many surgical
procedures are expected to fall, while those for visits and consultations
will typically increase.

For 1990, the Congress reduced payment rates for a limited num-
ber of “overvalued” procedures--that is, procedures for which prevail-
ing rates are substantially higher than the corresponding MFS values.
Additional savings could be achieved by reducing the 1991 prevailing
charges for all procedures with charges above the MFS level. If pre-
vailing charges were reduced to eliminate half the difference, with a
maximum reduction of 15 percent, savings are estimated to be $560
million in 1991 and $5.3 billion over the 1991-1995 period. Savings in
1992 and beyond would occur because implementation of the MFS is to
be budget neutral, and this option would lower the base for setting the
new rates for all physicians. These estimates assume that the MFS
will be completed in time to make this change for 1991. If this option
could not be put in place for all procedures because final MFS values
were not available for some of them, or if final MFS values varied from
those assumed here, savings would be somewhat different.

This option would accelerate the planned move toward MFS rates
for services that are now overvalued. As a result, it would hasten some
of the benefits to be expected from establishing the MFS, such as elimi-
nating or reducing distortions in physicians’ decisions about specializa-
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tion, geographic location, and patterns of treatment. In addition, this
option would address the concerns of people who think that aggregate
payments to physicians are too high.

One objection to the option arises because of its asymmetry--
payments for overvalued services would be reduced more quickly than
payments for undervalued services would rise. In addition, if this re-
duction in payments made physicians less willing to treat Medicare
patients at Medicare’s approved rates, some enrollees’ access to care
might be adversely affected.
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ENT-06 REBASE PPS PAYMENTS TO
HOSPITALS UNDER MEDICARE

Annual Savings Cumulative
Savings from (In millions of doliars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Immediately Reduce Rates to 1983
Level Adjusted for Inflation and QOther Factors

Outlays 2,300 2,900 3,200 3500 3,800 15,700
Gradually Reduce Rates to 1983
Level Adjusted for Inflation and Other Factors
Less 10 Percent

Outlays 3,100 4,750 6,300 8,050 10,100 32,250

In 1983, the Congress changed Medicare’s system of paying for hospital
inpatient services from a retrospective, cost-based reimbursement
system to a prospective payment system (PPS). The main objectives of
the PPS were to lower the growth of Medicare’s payments to hospitals
and encourage efficiency in the provision of hospital care, while not
adversely affecting its quality. Specifying payment rates in advance
and requiring hospitals to bear the loss if their costs are higher is one
way to lower payments and encourage efficiency. In exchange, hospi-
tals are allowed to keep the difference if their costs are lower than the
payments. Thus, hospitals face strong financial incentives to provide
care as efficiently as possible.

During the first year of PPS, hospitals received payments that
were 17 percent higher, in aggregate, than their costs. Two factors ac-
counted about equally for these profit margins. First, hospitals im-
proved their efficiency. Second, the initial payment rates were set too
high because the only available data on which to base them were un-
audited and several years old.

In response to these high profit margins, the Congress raised the

1986-1990 PPS rates by less than the rate of inflation, as measured by
the cost of hospitals’ inputs. Despite this restraint, payments per case
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in 1991 will remain above the 1983 inflation-adjusted level. Further-
more, even if payments were reduced to the level that would have pre-
vailed in 1983 (adjusted for inflation), the Medicare program still
would not share any of the hospitals' savings as they improved their
efficiency.

If PPS rates were rebased to 1983, adjusted to account for inflation,
and raised by an additional two percentage points annually to allow for
increases in the complexity of cases, payments in 1391 would be 5.6
percent lower than currently projected. This rebasing would resultin a
reduction in outlays of $15.7 billion during the 1991-1995 period.

The federal government might also share the savings from more
efficient hospital care, rather than allow hospitals to retain all the
gains. Although the full extent to which payments could be cut with-
out lowering the quality of care is not known, efficient hospitals should
be able to deliver services at a considerably lower real cost than that
which prevailed under cost-based reimbursement. For example, hospi-
tals’ per-case payments could be set at 1983 levels less 10 percent, ad-
justed for inflation and increases in the complexity of cases. If the 10
percent downward adjustment were phased in over a five-year period,
outlays would be reduced by $32.3 billion during the 1991-1995 period.

There are several justifications for rebasing the PPS rates. First,
the original PPS rates were developed using data that substantially
overestimated hospitals’ real costs. Second, hospitals have demon-
strated that they can provide care more efficiently, and therefore at
lower costs per case, and Medicare could share in the savings from
these gains in efficiency. Finally, unless the PPS rates are lowered to
approximate more closely the costs of providing care efficiently, the
goals of the legislation would not be realized.

This approach has two potential disadvantages, however. The first
is that substantial reductions in PPS payments could cause financial
difficulties for some hospitals and, if these hospitals eventually closed,
access to hospital care for some Medicare beneficiaries might be re-
duced. The second potential disadvantage is that some hospitals might
respond to reductions in PPS payments in ways that could lower the
quality of care provided to Medicare beneficiaries.
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ENT-07 ELIMINATE THE DISPROPORTIONATE SHARE
ADJUSTMENT IN MEDICARE’S PROSPECTIVE
PAYMENT SYSTEM

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Eliminaie the Disproportionate Share Adjustment
Outlays 1,300 1,650 1,800 2,000 2,150 8,900

Gradually Eliminate the
Disproportionate Share Adjustment

Outlays 260 620 1,050 1,550 2,100 5,550

NOTE: The disproportionate share adjustment is based on an index that is the aum of two ratica: the
proportion of all Medicare patient daya that are attributable to Medicare patients receiving
benefita from the means-tested Supplemental Security Income (SSI) program plus the proportion
of all patient days for which Medicaid is the primary payer.

Under Medicare’s prospective payment system (PPS), higher rates are
paid to hospitals with a disproportionately large share of low-income
patients. In 1985, the Congress added this “disproportionate share”
adjustment to account for the presumed higher costs of treating Medi-
care beneficiaries at these hospitals. One rationale for the adjustment
is that low-income Medicare patients may be sicker and, therefore,
more expensive to treat than other Medicare patients. Another
rationale is that hospitals with large numbers of low-income patients--
regardless of whether they are Medicare enrollees--may provide addi-
tional staffing, facilities, and services (such as social workers and
translators) in response to such patients’ needs. In 1991, dispropor-
tionate share payments are expected to total about $1.6 billion, or 3.2
percent of all PPS payments. Large urban hospitals--that is, those
with more than 100 beds--will receive roughly 96 percent of the dis-
proportionate share payments, compared with 82 percent of all PPS
payments.

The latest available data provide scant support for any dispropor-
tionate share adjustment. In fact, the only group for which such an
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adjustment would be supported by the data is large urban hospitals
that have extremely high values of the disproportionate share index.
This group contains roughly 100 hospitals and accounts for only about
2 percent of all PPS payments.

If the disproportionate share adjustment were eliminated, outlays
would fall by almost $8.9 billion over the 1991-1995 period. Alterna-
tively, phasing out the disproportionate share adjustment by the end of
1994 would reduce outlays by $5.6 billion over the same five years. If
hospitals with the highest disproportionate share indices had their ad-
justments reduced but not eliminated, annual savings would be about
$100 million less under the first option and about $50 million less
under the second one.

Even without the disproportionate share adjustment, Medicare’s
payments to these hospitals would, on average, be sufficient to cover
their costs for treating Medicare beneficiaries. Hospitals currently
receiving the adjustment would, in general, be adequately reimbursed
for their higher-than-average costs through other aspects of the
PPS--namely, the adjustments for differences in case mix, wage level,
location, and the presence of teaching programs. Nevertheless, many
disproportionate share hospitals are in poor financial condition. If this
option led some of them to reduce their provision of charity care or if
some hospitals were forced to close, the access to and quality of care
could fall for residents of the areas they serve. Phasing out the adjust-
ment over several years would provide time for current recipients to
adjust, but would significantly lower federal savings.

If the disproportionate share adjustment were eliminated, the re-
duction in Medicare’s payments could be returned to hospitals by in-
creasing payment rates overall or through other adjustments, or could
be removed from the PPS as budget savings. The former approach
would be consistent with the original financing of the disproportionate
share adjustment, which lowered payment rates for all hospitals and
reduced the teaching adjustment rather than increasing outlays. It
would, however, do nothing to lower the federal budget deficit.
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ENT-08 REDUCE MEDICARE’'S PAYMENTS FOR THE
INDIRECT COSTS OF PATIENT CARE THAT
ARE RELATED TO HOSPITALS' TEACHING

PROGRAMS
Annual Savings Cumulative
Savings from {In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Reduce the Teaching Adjustment to 6.0 Percent
Outlays 480 600 660 720 790 3,250
Reduce the Teaching Adjustment to 4.0 Percent

Outlays 1,050 1,300 1,450 1,600 1,750 7,150

The Social Security Amendments of 1983 established the current
prospective payment system (PPS) under which Medicare reimburses
hospitals for inpatient services provided to beneficiaries. Higher rates
are paid to hospitals with teaching programs to cover their additional
costs of caring for Medicare patients. In particular, payments to these
hospitals are raised by approximately 7.7 percent for each 0.1 increase
in the hospital’s ratio of full-time equivalent interns and residents to
its number of beds. This adjustment was included both to compensate
hospitals for their indirect teaching costs--such as the greater number
of tests and procedures thought to be prescribed by interns and resi-
dents--and to cover higher costs caused by a variety of factors that are
not otherwise accounted for in setting the PPS rates. These factors in-
clude severity of illness within diagnosis-related groups, location in
inner cities, and a more costly mix of staffing and facilities--all of
which are associated with large teaching programs.

Estimates of the indirect teaching adjustment based on cost data
from the 1984-1987 period suggest that the teaching adjustment could
be lowered to a value in the range of 3 percent to 7 percent, depending
on which year’s data are used and which of many possible estimating
assumptions are chosen. If the teaching adjustment were lowered to
6.0 percent, outlays would fall by almost $3.2 billion over the 1991-
1995 period. Alternatively, if the teaching adjustment were lowered
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to 4.0 percent, outlays would fall by about $7.1 billion over the 1991-
1995 period.

This option would better align payments with the actual costs
incurred by teaching institutions; between 1981 and 1984, these costs
fell substantially in real terms relative to those of nonteaching hospi-
tals. This alternative would, however, considerably reduce payments
to teaching hospitals. If these hospitals now use some or all of the
excess payments to fund activities such as charity care, the access to
and quality of care could diminish for some people.

If it were agreed that the indirect teaching adjustment should be
lowered, the reductions in Medicare’s payments could be returned to
hospitals in general by increasing payment rates, or could be removed
from the PPS as budget savings. The first approach would be con-
sistent with the original financing of the indirect teaching adjustment,
which lowered payment rates for all hospitals rather than increasing
outlays. It would, however, do nothing to lower the federal budget
deficit.
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ENT-09 REDUCE MEDICARE’S DIRECT PAYMENTS
FOR MEDICAL EDUCATION

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Qutlays 110 140 140 150 150 690

Medicare’s prospective payment system does not include payments to
hospitals for the direct costs they incur in providing graduate medical
education (GME)--that is, residents’ and teachers’ salaries, administra-
tive costs, classroom expenses, and hospitals’ associated overhead
costs. Instead, these payments are made separately, but also prospec-
tively, based on Medicare’s share of the hospital’s 1984 cost per resi-
dent indexed for subsequent increases in the level of consumer prices.
Medicare’s GME payments, which are received by about one in six
hospitals, represent approximately 2 percent of Medicare’s payments
for inpatient care but cover nearly one-third of hospitals’ total GME
costs.

If the Congress were to reduce Medicare’s total GME payments by
15 percent, savings over the 1991-1995 period would total about $690
million. (This option would not change Medicare's direct payments to
hospitals for training programs in nursing and allied health profes-
sions.) About this level of savings could be generated in several ways:
reducing the per-resident payment for every hospital by 15 percent;
capping each hospital's per-resident payment at the median amount; or
eliminating per-resident payments to hospitals for graduates of foreign
medical schools (FMGs).

Several considerations provide support for reducing Medicare's
payments for GME. Such subsidies might be unwarranted since the
United States is facing a projected aggregate surplus of physicians.
Moreover, since physicians earn much higher incomes as a result of
their GMEs, they might reasonably contribute more to these costs
themselves. Reducing per-resident payments by a uniform 15 percent
might be advocated on grounds of fairness to hospitals with varying
patterns of expenditures. The alternative approach that imposes a cap
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on GME payments would affect hospitals with historically high per-
resident costs and, thus, would generally penalize the most inefficient
hospitals. Eliminating payments for FMGs would discourage their em-
ployment by hospitals, potentially reducing the contribution of FMGs
to projected surpluses of physicians.

Reducing Medicare’s GME payments could have some drawbacks,
however. Many hospitals have built their training programs based on
expectations about Medicare’s reimbursements for GME. Decreasing
or eliminating them could force some hospitals to reduce the resources
they commit to training, and a few hospitals might eliminate their
training programs altogether, This response could, in turn, reduce ac-
cess to health care services in some communities.
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ENT-10 REDUCE REIMBURSEMENTS FOR CAPITAL
EXPENDITURES UNDER MEDICARE

_ Apnual Savings Cumulative
Savings from (In miilions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Move Immediately to a Prospective Reimbursement System
Outlays 170 370 590 840 1,150 3,100
Extend the 15 Percent Reduction
Qutlays 810 1000 1,150 1,250 1,400 5,600

Extend the 15 Percent Reduction
and Move Slowly to a Prospective Reimbursement System

Outlays 780 910 930 1,000 1,200 4,850

The Social Security Amendments of 1983 set up a prospective payment
system (PPS) to reimburse hospitals for operating costs associated with
treating Medicare beneficiaries in various diagnosis-related groups
(DRGs). They did not, however, change the retrospective, cost-based
method of reimbursing capital-related expenses such as interest, rent,
and depreciation. Under the Omnibus Budget Reconciliation Act of
1987, these cost-based reimbursements were reduced by 12 percent
effective January 1988, and by 15 percent in fiscal year 1989. Under
the Omnibus Budget Reconciliation Act of 1989, cost-based reimburse-
ments for capital-related expenses incurred between January 1, 1989,
and September 30, 1990, were reduced by 15 percent. In fiscal year
1991, after the legislated reduction expires, reimbursements for capi-
tal expenses will again equal hospitals’ actual expenditures; these re-
imbursements will account for almost 12 percent of Medicare’s pay-
ments to hospitals, or roughly $7.2 billion.

Two of the three options discussed here would introduce prospec-
tive payment for capital-related expenses, which the Congress has
stated it intends to do. The first one would do so immediately, while
the third would partially retain cost-based reimbursement during a
five-year transition to a fully prospective system. The second option
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would continue cost-based reimbursement for capital-related expenses.
Both the second and third options would extend indefinitely the
current 15 percent reduction in the level of payments for capital
expenses.

Move Immediately to a Progpective Reimbursement System. The
current cost-based method of reimbursement for capital-related ex-
penses could be replaced immediately by a prospective system under
which capital expenses would be reimbursed by increasing the DRG
rates to reflect the capital costs involved in treating each diagnosis.
Once the PPS was expanded, the payment for each case would increase
only to reflect inflation in the prices of the inputs hospitals buy, such as
labor, food, and utilities. (The new index of input prices would reflect
changes in the cost of capital goods, as well as changes in the prices of
ather inputs such as wages, food, and utilities.) Under the expanded
PPS, outlays would be reduced by about $3.1 billion during the
1991-1995 period. These savings would accrue because the increase in
DRG payments from including capital costs in the PPS is projected to
be less than hospitals’ actual expenditures for capital under cost-based
reimbursement.

Reimbursing capital expenses by increasing the current DRG
rates would have several advantages. First, hospitals would have in-
centives to reduce their capital costs as well as their operating costs.
For example, most interest costs are reimbursed under the current sys-
tem, but a prospective one would encourage hospitals to delay projects
when interest rates were high. In addition, this approach would avoid
the current incentive to substitute capital for labor--the incentive that
comes from combining prospective reimbursement for operating costs
with cost reimbursement for capital expenses--even when that sub-
stitution would raise the hospital’s total costs. Finally, prospective
payment would make federal outlays for Medicare more predictable
and controllable--for example, outlays could be controlled even if a
hospital building boom occurred in the coming years.

The major drawback to this approach is that the capital expendi-
tures of individual hespitals tend to be large and to occur infrequently.
As a result, most hospitals have capital expenses that are much higher
than average in some years and much lower in others. In other words,
an add-on based on the average level of capital costs per case in a base
year would generally not match any particular hospital's current
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expenses. Instead, some would receive less, while others would receive
more.

Extend the 15 Percent Reduction. The simplest method to reduce
outlays for capital would be to extend the 15 percent reduction in-
definitely, exactly as enacted for fiscal year 1990. Under this option,
outlays would be reduced by $5.6 billion during the 1991-1995 period.

The advantage of this option is that it would not require any major
adjustments by hospitals. Capital expenses have been cut by varying
amounts since fiscal year 1987, and hospitals have presumably taken
into account the fact that reductions might continue. The disad-
vantage is that this option would not change the incentive to over-
invest in plant and equipment that is created by cost-based reim-
bursement for capital expenses. Moreover, every hospital--no matter
how frugal its investment decisions--would find that its payments from
Medicare would fall short of its capital costs.

Extend the 15 Percent Reduction and Move Slowly to a Prospective
Reimbursement System. Another approach would be to move gradu-
ally from the current cost-based system--with an extended 15 percent
reduction--to a prospective system. For example, during a five-year
transition period, the reimbursement for capital costs could be based
partially on actual costs less 15 percent, and partially on the prospec-
tive payment described in the first option. If the portion based on
actual costs less 15 percent was set at 95 percent, 80 percent, 60 per-
cent, 40 percent, and 20 percent in the successive years, $4.8 billion
would be saved in the 1991-1995 period.

The advantage of this approach is that partially basing reimburse-
ments on costs during a transition period would lessen financial stress
for two large groups of hospitals: those with high capital costs and
those planning large capital investments during the transition period.
This option would also reduce the extent to which some hospitals would
receive more than their actual costs compared with the first option.
The disadvantages of this approach are that it would reduce budgetary
savings, compared with a 15 percent reduction, and delay some of the
positive incentives of immediately paying prospectively.
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ENT-11 CONTINUE MEDICARE’S TRANSITION TO
PROSPECTIVE RATES FOR FACILITY COSTS
IN HOSPITALS' OUTPATIENT DEPARTMENTS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Outlays 140 400 570 660 760 2,550

About $7 billion--or 19 percent of total costs under the Supplementary
Medical Insurance (SMI) program--was paid in 1989 for facility and
ancillary costs in hospitals' outpatient departments. These operating
costs include wages for nonphysician personnel, rent, and expenses for
utilities, among other things.

The Omnibus Budget Reconciliation Act of 1986 changed Medi-
care’s payment for facility costs associated with most surgical proce-
dures in the outpatient departments of hospitals. Previously, hospitals
were fully reimbursed for their costs. Under the act, they receive the
lesser of costs or a blend of hospital-specific costs and a prospective rate
based on the average resource costs of the procedure performed. In
1987, a similar change was enacted for paying facility costs associated
with outpatient radiology and diagnostic services. In both these areas,
for 1990 and all subsequent years, the blend will be 50 percent for each
component. If, instead, the hospital-specific portion were phased out
(with a transitional blend for 1991 of 25 percent of costs and 75 percent
of the prospective rate), savings would be $140 million in 1991 and $2.5
billion over the 1991-1995 period.

In addition to reducing Medicare’s costs, this option would have
Medicare pay hospitals’ outpatient departments the same way as am-
bulatory surgical centers (ASCs) are currently paid. Thus, it would re-
duce the greater incentive and ability of hospitals to compete for
patients through costly capital acquisitions. (ASCs provide outpatient
surgery in facilities that are independent of hospitals. Use of these
facilities by Medicare enrollees has increased rapidly in recent years.)
Further, this option would give the outpatient departments of hospi-
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tals more incentive to provide care in a cost-effective manner by ending
the automatic pass-through of half of their costs to Medicare.

Nevertheless, experience with the partially prospective rates for
outpatient departments is just beginning, and it is not yet known
whether the 50/50 blended rate will be sufficient to ensure continued
access for Medicare's enrollees. If, for -example, patients at risk for
complications are advised to receive treatment in hospitals’ outpatient
departments rather than ASCs because of the ready availability of
advanced support systems in hospitals, then it might be appropriate to
pay higher rates to hospitals than to ASCs. Retaining hospital-specific
costs as a portion of the payment rate until current experience has
been examined would be one way to maintain higher rates for the out-
patient departments that have higher costs.
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ENT-12 TAX A PORTION OF THE INSURANCE
VALUE OF MEDICARE BENEFITS

Annua! Added Revenues Cumulative
Addition to (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Without Income
Threshold 1.0 3.3 3.8 4.3 4.7 17.1
With Income
Threshold 0.5 1.8 2.1 24 2.5 9.3

Eligibility for Hospital Insurance (HI) benefits is based on working-
year tax contributions, half of which are paid by employees from after-
tax income and half by employers from pretax income. Hence, 50 per-
cent of the insurance value of HI benefits might be treated as taxable
income for all Medicare enrollees, reflecting the portion of contribu-
tions that was not originally subject to the income tax. This proposal is
analogous to taxing part of Social Security benefits, which is already in
effect for higher-income beneficiaries whose modified adjusted gross
income plus half of Social Security benefits exceeds $25,000 (for in-
dividuals) or $32,000 (for couples). The rationale for this option is
similar to the one for taxing employer-paid health benefits discussed in
ENT-17.

If no income thresholds were used to limit the application of the
tax on HI benefits, additional revenues would be $1.0 billion in 1991
and $17.1 billion over the five-year period. Alternatively, the current
income thresholds for the tax on Social Security benefits could be used
to limit the application of the tax on HI benefits. In this case, 50 per-
cent of the HI insurance value would be added to modified adjusted
gross income plus half of Social Security benefits to compare with the
threshold. Taxing HI benefits would then yield additional revenues of
$0.5 billion in 1991 and $9.3 billion over the 1991-1995 period.

A tax on HI benefits would reduce the federal deficit and strength-
en the HI trust fund if the proceeds were placed there. If income
thresholds were used, low- and middle-income enrollees would not be
liable for the tax. In fact, fewer than half of enrolled tax units in 1991



CHAPTER IIT ENTITLEMENTS 135

would be affected by this proposal even if no income thresholds were
used. Furthermore, since this option would use the mechanism al-
ready in place for taxing Social Security benefits, it would present no
additional administrative difficulty.

Unlike the tax on Social Security benefits, however, this tax would
be imposed on the insurance value of in-kind benefits rather than on
the dollar benefits actually received, thereby modifying current tax
policy. (There would be little to recommend basing the tax on actual
benefits received because it would then be directly related to enrollees’
health care costs. Such a tax would reduce the insurance protection
Medicare is intended to provide.) Some might object to this option
unless enrollees could alter their tax liability by renouncing all
benefits under the HI program, an option that might be particularly
important to enrollees for whom Medicare is a secondary payer to their
employment-based coverage. For the approximately 10 percent of
enrollees in or above the 28 percent tax bracket, the additional tax
liability would be substantial--up to $300 in 1991 for individuals with
adjusted gross income above $26,650, and $600 for couples with
adjusted gross income above $45,000.
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ENT-13 INCREASE THE PREMIUM FOR PHYSICIANS
SERVICES UNDER MEDICARE

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Set Premium to Cover 23 Percent of Costs in All Years
Outlays <702 1010 2,510 4,010 5,790 13,240
Gradually Increase Premium to Cover 30 Percent of Costs

Outlays 260 1,920 4,170 6,600 9,550 22,600

a. Assumes reduction of excess reservea.

Benefits under Medicare’s Supplementary Medical Insurance (SMI)
program are partially funded by monthly premiums paid by enrollees,
with the remainder paid from general revenues. The SMI premium for
1990 is $28.60.

Although the SMI premium was initially intended to cover 50 per-
cent of the cost of benefits, between 1972 and 1982 premium receipts
covered a declining share of SMI costs--falling from 50 percent to 25
percent. This drop occurred because premium increases were limited
by the cost-of-living adjustment (COLA) for Social Security benefits
(which is based on the consumer price index), but the per capita cost of
SMI increased faster. In 1982, premiums were set through 1985 (later
extended through 1990) to cover 25 percent of average benefits for an
aged enrollee. Under current law, beginning in 1991, the premium in-
crease will again be limited by the COLA for Social Security benefits,
0 that the share of SMI benefits it finances will almost certainly fall
increasingly below 25 percent.

If the premium were set to cover 25 percent of benefits for 1991 and
for all years thereafter, instead of being linked it to the COLA for
Social Security benefits, there would be costs of $70 million in fiscal
year 1991, but savings of $13.2 billion over the five-year period. Net
outlays for SMI would be reduced by about 4 percent over this period.
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Alternatively, if the premium were gradually increased by one per-
centage point each year to cover 30 percent of benefits by 1995, savings
would be $22.5 billion over the five-year period, reducing net outlays
by about 7 percent. These estimates assume a continuation of the cur-
rent “hold harmless” provision, which ensures that no enrollee’s
monthly Social Security check will fall as a result of the Social Security
cost-of-living adjustment (which is based on the whole benefit) being
smaller than the SMI premium increase.

Under this option, all SMI enrollees would pay a little more, in
contrast to proposals--such as increasing copayments--that would af-
fect only the users of medical services but that could substantially in-
crease their out-of-pocket costs. This option would not affect the poor-
est enrollees because of the hold harmless provision and also because
poor enrollees are likely to be eligible for Medicaid, which usually pays
the SMI premium on their behalf. (By 1992, all enrollees with incomes
below the poverty level will be eligible to have Medicaid pay their
Medicare premium and copayment costs.)

Low-income enrollees who are not eligible for Medicaid, however,
could find the increased premium burdensome. A few might drop SMI
coverage and either do without care or turn to sources of free or re-
duced-cost care, which could increase demands on local governments.
In addition, states’ expenditures would rise because states would pay
part (or all, if the option in ENT-04 were adopted) of the higher premi-
um costs for Medicare enrollees who are also eligible for Medicaid.
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ENT-14 INCREASE MEDICARE’S DEDUCTIBLE
FOR PHYSICIANS’ SERVICES

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Fixed $100 Deductible
Qutlays 360 600 620 650 670 2,900
Indexed $100 Deductible

Outlays 360 750 1,040 1,380 1,810 5,330

One way to achieve appreciable federal savings in Medicare’s Supple-
mentary Medical Insurance (SMI) program is to increase the deduc-
tible--that is, the amount that enrollees must pay for services each
year before the government shares responsibility. The deductible is
now $75 a year. This deductible has been increased only twice since
Medicare began in 1966, when it was set at $50. Hence, the deductible
has fallen relative to average annual per capita benefits from 70 per-
cent in 1967 to less than 7 percent for 1989. Relative to the average
annual Social Security benefit, the deductible has dropped from 5 per-
cent in 1967 to 1 percent for 1989.

Increasing the SMI deductible to $100 on January 1, 1991, would
save $360 million in fiscal year 1991. Savings would total nearly $3
billion over the 1991-1995 period, reducing net SMI outlays by about 1
percent. If the new deductible were indexed to the rate of growth in
SMI charges per enrollee for 1992 and later years, savings would be
more than $5 billion over the five-year period.

An increase in the deductible amount would enhance the economic
incentives for prudent consumption of medical care, while spreading
the burden among most enrollees. Each enrollee’s out-of-pocket costs
would rise by no more than $25 in 1991. Moreover, because fewer en-
rollees would have sufficient costs to exceed the deductible, adminis-
trative costs for processing claims might be slightly reduced.
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The additional out-of-pocket costs under this option might, how-
ever, discourage some low-income enrollees who are not eligible for
Medicaid from seeking needed care. In addition, the costs to states
would increase because their Medicaid programs pay deductible
amounts for dual Medicaid/Medicare beneficiaries.

25-646 0 - 90 -6 : QL 3
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ENT-15 COLLECT 20 PERCENT COINSURANCE ON
CLINICAL LABORATORY SERVICES UNDER
MEDICARE
Annual Savings Cumulative
Savings from (In millions of dollars} Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Outlays 470 840 970 1,110 1,280 4,670

Medicare currently pays 100 percent of the approved fee for clinical
laboratory services provided to enrollees. Medicare’s payment is set by
a fee schedule, and providers must accept that fee as full payment for
the service. Beneficiaries pay coinsurance of 20 percent for most other
services provided under Medicare’s Supplementary Medical Insurance
(SMI) program (as they did for clinical laboratory services before July
1984, when a fee schedule that, among other things, reduced payment
rates was implemented).

Reimposing the coinsurance requirement for laboratory services
could yield appreciable savings to Medicare. If coinsurance of 20 per-
cent of laboratory fees were imposed beginning January 1, 1991, fed-
eral savings would be $470 million in fiscal year 1991. Savings would
total $4.7 billion over the five-year period from 1991 through 1995,
reducing net SMI outlays by about 1 percent.

In addition to reducing Medicare costs, this option would make
cost-sharing requirements under the SMI program more uniform and
therefore easier to understand. Moreover, enrollees might be less like-
ly to have laboratory tests with little expected benefit if they paid part
of the costs.

Cost-sharing probably would not affect enrollees’ use of laboratory
services substantially, however, because decisions about what tests are
appropriate are generally left to physicians, whose decisions do not
appear to depend on enrollees’ cost-sharing. Hence, although a small
part of the savings under this option might be the result of more pru-
dent use of laboratory services, most of the expected savings would
reflect the transfer to enrollees of costs now paid by Medicare. Further,
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billing costs for some providers, such as independent laboratories,
could be greatly increased because they would have to bill both Medi-
care and the enrollees to collect their full fees. Currently, they have no
need to bill enrollees directly.
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ENT-16 COLLECT 20 PERCENT COINSURANCE ON
ALL HOME HEALTH AND SKILLED NURSING
FACILITY SERVICES UNDER MEDICARE

Annual Savings Cumulative

Savings from (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Qutlays for
Home Health 560 800 850 910 970 4,100
Outlays for
Nursing -320 -600 -630 -650 -690 -2,890

Total 240 200 220 260 280 1,210

Currently, no copayments are required from enrollees for home health
services under Medicare. Copayments for skilled nursing facility
(SNF) services are required for each day after the first 20 days of care;
the coinsurance amount per day is equal to one-eighth of the deductible
amount for hospital care and is unrelated to SNF costs.

If enrollees were required to pay coinsurance amounts equal to 20
percent of the projected average cost for each home health visit and
each SNF day, there would be net savings to Medicare of $240 million
in fiscal year 1991, with higher Medicare costs for SNF services more
than offset by savings for home health services. Over the five-year
projection period, savings would total $1.2 billion.

This option, together with the laboratory coinsurance requirement
discussed in ENT-15, would establish a uniform coinsurance rate of 20
percent on almost all Medicare services. This uniform rate would
make Medicare’s copayment requirements easier for providers and
patients to understand. Further, because coinsurance amounts would
be based on the cost of services, it would encourage those enrollees
without supplementary insurance coverage to consider relative costs
appropriately when choosing among alternative treatment options. As
a result, the use of home health services might fall and the use of SNF
services might increase. Only hospital inpatient services would have
no copayment requirement (for most stays) except for the deductible
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amount. But under the prospective payment system, patients are un-
likely to remain hospitalized longer than necessary because hospitals
have strong incentives to discharge them quickly.

However, many enrollees have supplementary insurance coverage
that eliminates their Medicare copayment costs, and this option would
have no effect on the use of services by those enrollees. Moreover, this
option would increase the risk of very large out-of-pocket costs for
about 25 percent of enrollees without any supplementary coverage,
and would probably increase medigap premiums for about 45 percent
of enrollees who purchase supplementary insurance for themselves.
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ENT-17 TAX EMPLOYER-PAID HEALTH INSURANCE

Annual Added Revenues Cumulative
Addition to (In billions of dollars) Five-Year
CBRO Baseline 1991 1992 1993 1994 1995 Addition

Tax Some Employer-Paid Health Insurance

Income Tax 34 59 6.3 6.9 7.7 30.2
Payroll Taxa 1.9 3.3 3.5 a1 4.1 16.5
Total 5.4 9.2 9.7 10.6 11.7 46.7

Tax Employer-Paid Health Insurance, but Allow a Credit
for Some Employer and Individual Contributions

Income Tax 19 33 36 3.8 4.1 16.6
Payroll Taxa 8.7 14.9 15.6 18.4 17.2 72.8
Total 10.6 18.2 19.2 20.2 21.3 89.4

a. Netofreduced income tax revenuea,

Employees do not pay taxes on income received in the form of
employer-paid health care coverage. This exclusion will reduce income

tax revenues and Social Security payroll tax revenues by a total of
about $48 billion in 1991.

Tax Some Employer-Paid Health Insurance. One way to limit the
exclusion would be to treat as taxable income for employees any
employer contributions (including those in cafeteria plans and flexible
spending accounts) that exceed $250 a month for family coverage and
$100 a month for individual coverage (in 1991 dollars); these amounts
would be indexed to reflect future increases in the general level of
prices. This option, which would affect about 50 percent of individual
tax filing units in 1991, would raise income tax revenues by about $30
billion and payroll tax revenues by about $17 billion over the
1991-1995 period. Including employer-paid health care coverage in the
Social Security wage base, however, would lead to increased outlays on
benefit payments that would offset most of the added payroll tax
revenues from this option over the long run. The option would also
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raise the state income tax liabilities of individuals in those states with
tax bases linked to the federal tax base, unless those states took
offsetting actions.

An advantage of this approach is that it would eliminate the tax
incentive to purchase additional coverage beyond the ceiling. Without
such coverage, there would be stronger incentives to economize in the
medical marketplace, thereby reducing upward pressure on medical
care prices. Over the long run, indexing the ceilings would limit their
erosion by inflation. Finally, the Congress has already limited the
exclusion for employer-paid, group term life insurance in a similar way
(see REV-12).

One disadvantage of limiting the tax subsidy is the difficulty of
determining just when extensive coverage becomes excessive. More-
over, a uniform ceiling would have uneven effects, since a given em-
ployer’s contribution purchases different levels of coverage depending
on such factors as geographic location and the demographic character-
istics of the firm’s work force. Finally, if health insurance costs con-
tinue to rise faster than the general level of prices, the indexing pro-
vision of this option would gradually reduce subsidies for employer-
paid health insurance. This effect is of concern to people who argue
that current subsidies for private-sector benefits help avoid the need
for public provision of similar benefits.

Tax Employer-Paid Health Insurance, but Allow a Credit for Some
Employer and Individual Contributions. Another option would be to
treat all employer-paid health insurance premiums as taxable income,
but offer an individual income tax credit of 20 percent for health
insurance premiums up to the amounts described above for family and
individual coverage. The credits would be available to taxpayers
regardless of whether the coverage was paid for or sponsored by an em-
ployer. At this credit percentage and with these premium ceilings, the
proposal would increase income tax revenues by about $17 billion over
the 1991-1995 period. If there were no credit, taxing all employer-paid
premiums would increase income tax revenues by $133 billion. The
new income tax credit would reduce revenues by $117 billion. Payroll
tax revenues would also rise substantially, by about $73 billion over
the same period. As under the first option, however, increases in Social
Security outlays would offset most of the added payroll tax revenues in
the long run. This alternative would substantially raise the state
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income tax liabilities of individuals in states with tax bases linked to
the federal tax base, unless these states took offsetting actions.

In addition to eliminating the tax incentive to purchase health
insurance above the limits, as under the first alternative, an added
advantage of this option is that the subsidy would be made available to
all taxpayers having health insurance, without regard to their employ-
ment status. Moreover, the subsidy per dollar’s worth of the eligible
health insurance would no longer be higher for taxpayers with higher
marginal tax rates (and higher incomes).

A drawback of this option is that the benefits of the tax credit
would not be available to low-income individuals and families who
have no liability under the federal personal income tax, unless the
credit were made refundable. Such a refund, however, would substan-
tially reduce the net revenue gain discussed above. Moreover, as with
the first option, opponents of this one have several concerns: it would
be difficult to determine at what level health insurance coverage
becomes excessive, effects would vary among geographic areas, and the
subsidy for health insurance would be likely to decline over time.



CHAPTER 1 ENTITLEMENTS 147

ENT-18 INCREASE THE STATES’ SHARE OF
COSTS FOR AFDC, MEDICAID, AND
FOOD STAMP BENEFITS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Reduce the Floor on the AFDC and Medicaid
Matching Rate to 45 Percent

Budget Authority 2,700 2,950 3,250 3,550 3,900 16,250
Qutlays 2,700 2,950 38,2560 3,650 3,900 16,250

Require States to Pay for
a Portion of Food Stamp Benefits

Budget Authority 700 720 760 800 830 3,800
Outlays 700 720 760 800 830 3,800

The Aid to Families with Dependent Children (AFDC) program
provides cash assistance to low-income families with children in which
one parent is absent or incapacitated, or to families in which the pri-
mary earner is unemployed. The Medicaid program provides medical
assistance to low-income people who are recipients of Supplemental
Security Income (SSI), current or recent recipients of AFDC, and cer-
tain other low-income people. The Food Stamp program provides
coupons redeemable for food to low-income households to enable them
to buy a nutritionally adequate low-cost diet.

The federal government and the states jointly fund benefits in the
AFDC and Medicaid programs, whereas the federal government cur-
rently funds Food Stamp benefits with no state contribution. This
option would lower federal costs for benefits in each of the programs,
generating savings of $3.4 billion in 1991 and $20.1 billion over the
next five years.

Reduce the Floor on the AFDC and Medicaid Matching Rate to 45
Percent. The federal share of costs for both the AFDC and Medicaid
programs varies with the state’s per capita income, with high-income
states paying for a larger share of benefits than low-income states. By
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law, the federal share can be no less than 50 percent and no more than
83 percent. The 50 percent federal floor applies to 13 jurisdictions in
fiscal year 1991: Alaska, California, Connecticut, Delaware, the
District of Columbia, Illinois, Maryland, Massachusetts, Nevada, New
Hampshire, New Jersey, New York, and Virginia. The current system
of setting the federal matching rate, a sliding scale with a floor, re-
quires low- and middle-income states to pay for a greater share of
AFDC benefits and Medicaid costs relative to income than it requires
of high-income states. If the floor were reduced to 45 percent, the fed-
eral contribution levels would be more directly related to state income.

Federal savings for the AFDC program would be $0.6 billion in
1991 and $3.4 billion over the 1991-1995 period; outlays for Medicaid
would be reduced by $2.1 billion in 1991 and $12.9 billion over the five-
year period. An alternative option--lowering the floor on the matching
rate only to 48 percent--would reduce the combined five-year savings
from AFDC and Medicaid to $7.0 billion.

Seven of the 13 jurisdictions affected by this proposal paid AFDC
benefits in 1989 that were in the upper third when states were ranked
by the size of benefits. The higher benefit levels in these states mean
that more families are eligible for AFDC and, hence, automatically
eligible for Medicaid. Some argue that if the high-income states wish
to be more generous, they should pay a higher portion of the cost to
reflect more accurately their greater tax capacity.

Nevertheless, the high incomes and benefit levels in these states
may in part reflect higher costs of living. Moreover, relatively large
savings from this proposal would come from four states--California,
Massachusetts, New Jersey, and New York--which have just under
three-fourths of the AFDC recipients of all affected states, but would
bear about 86 percent of the new costs. If this proposal were adopted,
the states affected would need to compensate for the lost federal grants
by reducing AFDC and Medicaid benefits, lowering spending on other
state services, or raising taxes. If states chose to compensate by reduc-
ing AFDC and Medicaid benefits, recipients of these programs would
be adversely affected, while federal savings would be greater,

Require States to Pay for a Portion of Food Stamp Benefits. The Food
Stamp program offers coupons redeemable for food to individuals and
families with low incomes and low levels of assets. The federal gov-
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ernment funds all benefits, but states pay one-half of most state and
local administrative costs. This proposal would require the states to
share a proportion of Food Stamp benefit costs. For illustration, the
table shows federal savings when states pay 5 percent of those costs--
$0.7 billion in 1991 and $3.8 billion over the 1991-1995 period.

Paying a share of benefits would increase the states’ financial
stake in the program, which could cause them to improve their pro-
gram administration. Currently, they are penalized only when their
errors in determining benefits exceed a certain rate. In addition, states
currently have little financial incentive to design employment and
training programs that will successfully move able-bodied recipients
off the Food Stamp program and into jobs. This option would provide
such an incentive.

Since benefits in the Food Stamp program are determined by the
same rules nationwide, however, this approach would be more difficult
for low-income states to fund than for high-income states. In addition,
states might object to paying a share of the cost of benefits for a pro-
gram in which they have no discretion to set either conditions for
eligibility or benefit levels.
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ENT-19 REDUCE THE MATCHING RATE FOR
ADMINISTRATIVE COSTS IN AFDC,
MEDICAID, AND FOOD STAMPS

Annual Savings Cumulative
Savings from {In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Reduce Most Higher Matching Rates to 50 Percent

Budget Authority 290 320 350 380 420 1,760
Outlays 290 320 350 380 420 1,750

Reduce Most Matching Rates to 45 Percent

Budget Authority 720 780 840 910 980 4,200
Outlays 720 780 840 910 980 4,200

The Aid to Families with Dependent Children (AFDC) program pro-
vides cash assistance to low-income families with children in which
one parent is absent or incapacitated, or to families in which the pri-
mary earner is unemployed. The Medicaid program provides medical
assistance to low-income people who are recipients of Supplemental
Security Income (SSI), current or recent recipients of AFDC, and cer-
tain other low-income people. The Food Stamp program provides
coupons redeemable for food to low-income households to enable them
to buy a nutritionally adequate low-cost diet.

The federal government pays half of most administrative costs in
all three programs; state and local governments pay the remaining
share. Higher matching rates have been instituted for some types of
expenses as an incentive for local administrators to undertake more of
a particular administrative activity than they would if such expenses
were matched at 50 percent. For example, enhanced matching rates
are applied in all of these programs to the costs of some computer
operations and some antifraud activities. In addition, in the Food
Stamp program, states that reduce errors leading to overpayment of
benefits are rewarded with a slightly higher matching rate for all
administrative expenses. In 1988, however, only two states qualified
for this enhanced matching rate. Finally, the Family Support Act of



CHAPTER II1 ENTITLEMENTS 151

1988 introduced enhanced matching rates for operating expenses and
some administrative costs of the new Job Opportunities and Basic
Skills (JOBS) program.

The administrative activities matched at higher rates currently
represent a relatively small proportion of all administrative costs in
the Food Stamp and AFDC programs, but constitute a larger share of
Medicaid administrative costs. In the Food Stamp and AFDC pro-
grams, administration mainly consists of determining eligibility and
benefit amounts. In the Medicaid program, however, determining
eligibility represents a relatively small share of administration, since
the AFDC and SSI programs largely carry out this function. Conse-
quently, activities that are matched at higher rates--including the
costs of automated claims processing, reviewing medical and health
care use, and establishing and operating a fraud control unit--
constitute a much higher percentage of Medicaid administrative costs.

Reducing most of the higher matching rates to 50 percent in the
three programs would decrease federal outlays by $0.3 billion in 1991
and by $1.8 billion over the 1991-1995 period. Over 85 percent of the
reduction would be in the Medicaid program. Because of the im-
portance of computers for administrative efficiency, this option would
not lower the higher matching rates for establishing computer systems
in the Food Stamp and AFDC programs. In addition, the recently
enacted enhanced matching rates for expenses associated with the
JOBS program would also be left in place. Nonetheless, the 50 percent
rate would apply to almost all administrative spending in the three
programs.

Considerably greater savings would be generated if most of the
matching rates were reduced to 45 percent, since an additional 5 per-
cent of almost all current administrative expenses would be shifted to
the states. Federal outlays would fall by $0.7 billion in 1991 and by
$4.2 billion over the 1991-1995 period. About 60 percent of the savings
would be in Medicaid, with the remainder split about equally between
the AFDC and Food Stamp programs. The same exceptions as de-
scribed above were assumed to apply to this option as well.

Reducing most higher matching rates to 50 percent might be ap-

propriate because the need to provide special incentives for these
activities no longer exists. This option would most affect the Medicaid
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program, for which all states have already established computer sys-
tems and are currently operating fraud and abuse units. Reducing
most matching rates to 45 percent would provide states with stronger
incentives in all three programs to reduce administrative ineffi-
ciencies, since the states would be liable for a greater share of the cost
of such inefficiencies.

States might respond to either version of this option by reducing
their administrative efforts, however, and might thereby raise pro-
gram costs and offset some of the federal savings. Specifically, AFDC
and Food Stamp benefits might increase if errors or fraud occurred
more often in spite of the penalties states already face when errors
exceed a certain rate. States might also make less effort to eliminate
waste and abuse in payments to providers under Medicaid, especially if
the matching rates that apply to antifraud activities were cut. In
addition, this proposal might harm recipients by encouraging states to
slow the growth of benefits over time or to limit services provided
under Medicaid in order to constrain state costs. Alternatively, other
state services would have to be cut or state taxes would have to be
raised to cover the states' higher share of administrative costs.
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ENT-20 REQUIRE A TWO-WEEK WAITING PERIOD
FOR UNEMPLOYMENT INSURANCE BENEFITS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
QOutlays - 1,100 1,150 1,150 1,200 4,600

NOTE: These estimates asaume that the requirement becomes effective in fiscal year 1992 to allow
time for changes in state Unemployment Insurance laws.

Current federal law imposes no mandatory waiting period before job-
less workers can receive Unemployment Insurance (UI) benefit pay-
ments, although the Omnibus Reconciliation Act of 1980 does require
states to adopt a one-week waiting period on regular Ul benefit pay-
ments or lose some federal benefits under the extended Ul program.
About three-quarters of the states now require a one-week waiting
period for regular Ul benefits, while the remainder generally have no
waiting requirement.

If all jobless workers were required to wait two weeks before re-
ceiving Ul benefits, program outlays would be reduced and benefici-
aries in all states would be treated uniformly. Such a change would
not affect the maximum length of time during which jobless workers
could collect benefits; for example, a person otherwise eligible for 26
weeks of benefits would retain that eligibility, but would receive
payments for the third through the twenty-eighth weeks of joblessness.
Benefits would be reduced, however, for those recipients not using the
maximum number of covered weeks. If the requirement became
effective in 1992 (to allow time for states to change their Ul laws), this
option would cut Ul outlays by nearly 7 percent, or by $4.6 billion dur-
ing the 1992-1995 period.

This option would reduce the incentive of workers to become un-
employed and collect UI benefits by increasing the initial cost of job-
lessness; yet it would not greatly affect the program’s ability to help
the long-term unemployed. Restricting aid in this way might lower the
number of workers who apply for assistance and would reduce the
duration of benefits paid to many who do apply.
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However, because this change would reduce the benefits provided
to jobless workers who do not use all of their entitlement, it would
diminish the income support role of Ul. Moreover, the change would
reduce the unified budget deficit primarily by reducing state--rather
than federal--spending because the bulk of the savings would result
from reductions in Ul benefits provided by the states. The budgetary
savings resulting from this option could be diminished in the future if
states liberalized other Ul benefit provisions or reduced their Ul taxes.
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ENT-21 END OR SCALE BACK TRADE
ADJUSTMENT ASSISTANCE

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

End Trade Adjustment Assistance

Budget Authority 220 220 230 230 230 1,150
Outlays 220 220 230 230 230 1,150

Eliminate Trade Adjustment Assistance Cash Benefits

Budget Authority 150 150 150 150 150 750
Outlays 150 150 150 150 150 750

The Trade Adjustment Assistance (TAA) program offers income re-
placement benefits, training, and related services to workers unem-
ployed because of import competition. To obtain assistance, such
workers must first petition the Secretary of Labor for certification and
then meet other requirements for eligibility. Cash benefits are avail-
able to certified workers receiving training, but only after their un-
employment insurance benefits are exhausted.

Ending the TAA program would reduce federal outlays by $220
million in 1991 and by $1.1 billion during the 1991-1995 period.
Affected workers could apply for benefits under Title III of the Job
Training Partnership Act (JTPA), which authorizes a broad range of
employment and training services for displaced workers regardless of
the cause of their job loss. Given that funding for Title III is limited,
however, another alternative would be to eliminate only TAA cash
benefits and shift the remaining TAA funds for training and related
services to Title III. Savings under this option would total $750 million
from 1991 through 1995.

The rationale for these options is to secure more equivalent treat-
ment under federal programs of workers who are permanently dis-
placed as a result of changing economic conditions. Since Title III of
JTPA provides cash benefits only under limited circumstances, work-
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ers who lose jobs because of foreign competition are now treated more
generously than workers who are displaced for other reasons.

Eliminating TAA cash benefits would, however, cause economic
hardship for some of the long-term unemployed who would have re-
ceived them. In addition, TAA now compensates some of the workers
adversely affected by changes in trade policy. Some argue, therefore,
that eliminating TAA benefits could lessen political support for free
trade, which economists generally view as beneficial to the overall
economy.
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ENT-22 REDUCE THE SUBSIDY IN CHILD
NUTRITION PROGRAMS FOR CHILDREN
FROM HIGHER-INCOME FAMILIES

Annual Savings Cumulative
Savings from (In_millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 410 450 470 500 520 2,350
Outlays 360 440 470 500 520 2,300

Federal child nutrition programs were developed to improve the health
and well-being of children by providing them with nutritious meals.
The programs provide cash and commodity assistance to schools, child
care centers, and family day care homes that serve meals to children.

Although most of the funds are targeted toward low-income chil-
dren, some of the aid benefits middle- and upper-income children as
well. For example, in the National School Lunch Program (the largest
of the child nutrition programs), most schools receive $1.53 in cash
reimbursement for each meal served to children from households with
incomes at or below 130 percent of the poverty line; a smaller subsidy
of $1.13 for each meal served to children from households with incomes
between 130 percent and 185 percent of poverty; and a subsidy of 15
cents per meal for children with household incomes above 185 percent
of poverty. Schools are also given approximately 13 cents’ worth of
commodities for each lunch served, regardless of the household income
of the child. Comparable reimbursement structures are used in the
School Breakfast Program and in the portion of the Child Care Feeding
Program devoted to child care centers.

Eliminating the cash reimbursement for all meals served in
schools and child care centers to children from households with in-
comes above 185 percent of the poverty line (about $22,400 per year for
a family of four in the 1989-1990 school year) would reduce federal
expenditures by about $0.4 billion in 1991, and by nearly $2.3 billion
during the 1991-1995 period. In these estimates, CBO assumes that
the reductions in federal subsidies would lead some schools to discon-
tinue the program for all students. The savings resulting from schools
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dropping out of the program are relatively small ($120 million over
five years), since the schools most likely to drop out are those serving
relatively few meals to children from families with incomes below 185
percent of poverty.

Although most of the federal funds are targeted toward low-in-
come children, an estimated 53 percent of the school lunches served in
fiscal year 1989 went to children whose household income was above
185 percent of the poverty line. These children are less in need of fed-
eral subsidies, and the targeting of this assistance would be improved
by limiting it to those from households with the lowest incomes.

Such a change might, however, result in lower participation
among nonpoor children because participation falls when prices are
raised. Participating schools and child care centers would probably
make up the loss in reimbursements by increasing the price charged to
nonpoor children unless state and local governments provided addi-
tional support. Children who dropped out of the program could receive
meals of lower quality, since the meals qualifying for reimbursement
are nutritionally adequate, while those from alternative sources might
not be. Moreover, if the decline in participation were substantial, low-
income children could become the main recipients of the meals and
thus would be identifiable as poor by their peers. Finally, some schools
and child care centers where nonpoor children provide a large share of
the total revenue for the meal program would probably drop out when
participation fell, thereby eliminating federally subsidized meals for
some low-income children.
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ENT-23 ELIMINATE THE $50 CHILD-SUPPORT
PAYMENT TO AFDC FAMILIES

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 120 130 140 150 150 680
Outlays 120 130 140 150 150 680

The Child Support Enforcement (CSE) program collects child-support
payments from absent parents on behalf of families receiving Aid to
Families with Dependent Children (AFDC). These payments are used
to offset federal and state costs for AFDC. Amounts up to the first $50
in monthly child support collected, however, are paid to the AFDC
family, with no effect on the level of AFDC benefits. In essence, this
policy means that AFDC families for whom absent parents contribute
child support get as much as $50 more per month than do otherwise
identical families for whom such contributions are not made. (This
policy is sometimes referred to as the child-support disregard in the
AFDC program, since it is equivalent to not counting the first $50 of
child support as income in calculating AFDC benefits.)

Eliminating the $50 child-support payment to AFDC families
would save the federal government $120 million in fiscal year 1991
and $680 million over the next five years. Stopping such payments
would also end the differential treatment of AFDC families that de-
pends on whether the absent parent pays child support.

Nevertheless, the child-support payment continues to provide in-
centives for custodial parents to make an effort to obtain support. If
the payment were eliminated, AFDC recipients would be no better off
when absent parents paid child support than if no child support were
paid. If this option made them less cooperative in seeking such
payments, savings would be less than estimated. In addition, the
requirement of the Family Support Act of 1988 that child-support
payments be withheld from the pay of absent parents may be difficult
to enforce in some cases--especially for parents who live in different



180 REDUCING THE DEFICIT February 1990

states from their children or who do not have steady employment.
These parents might reduce their child-support payments if this option
were enacted, thereby adversely affecting the well-being of their
children.
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ENT-24 REDUCE THE FEDERAL MATCHING RATE
FOR CHILD-SUPPORT ENFORCEMENT COSTS

Annual Savings Cumulative
Savings from {In millions of do}lars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 320 350 370 400 420 1,850
Outlays 320 350 370 400 420 1,850

Enacted in 1975, the Child Support Enforcement (CSE) program pro-
vides administrative tools and funding for states to improve the pay-
ment of child support by absent parents. Legislation enacted in 1988
strengthened efforts to enforce child support in a number of ways, in-
cluding mandating that states use child-support guidelines in making
awards and requiring employers to withhold child-support payments
from wages even when payments are not in arrears. The federal gov-
ernment helps states finance their CSE efforts by paying 66 percent of
the costs and making incentive payments. Because of this federal
funding and because they keep a portion of child-support collections,
states saved an estimated $400 million in 1989, relative to having no
CSE program. In contrast, the federal government incurred costs in
1989 of about $450 million, net of its share of child-support collections.

Reducing the federal share of CSE costs would alter the balance of
costs and savings between the federal and state governments, de-
creasing both federal costs and state savings. Lowering the federal
matching rate to 50 percent in 1991 and subsequent years is estimated
to save about $320 million in 1991 and almost $1.9 billion over five
years, although the amount of savings could vary, depending on how
states reacted to the change. Furthermore, while a higher matching
rate may have been needed in the past to induce states to set up CSE
programs, such programs are now fully operating and states cannot
dismantle them without financial penalty. Even with a 50 percent
matching rate, states would continue to save money. Finally, this op-
tion would encourage states to improve the efficiency of their CSE
efforts, since they would pay a larger share of the costs of inefficiencies,
and could thus lead to even lower program costs overall.
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Lowering the matching rate would entail some risks, however.
Because states probably could not improve efficiency enough to offset
fully the reduction in federal payments, they might cut CSE services,
thereby reducing child-support collections on behalf of both welfare
and nonwelfare families, While the lower CSE collections for AFDC
families would decrease state revenues from that source, states still
might be better off financially, since they may receive only a small
share--in the extreme, less than 20 percent--of moneys collected.
Further, states receive only small financial benefits from child-support
collections for non-AFDC families. They might, therefore, be even
more likely to cut back on efforts for those families, thereby lowering
the children's living standards.
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ENT-25 RESTRICT COST-OF-LIVING ADJUSTMENTS IN
NON-MEANS-TESTED BENEFIT PROGRAMS
Annual Savings Cumulative
Savings from (In millions of dollers) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Eliminate COLAs for One Year

Social Security/

Railroad

Retirement 7,600 10,400 10,500 10,450 10,200 49,150

Other Non-Means-

Teated Programs 2,000 2,750 2,800 2,950 3,050 13,600

Offseta in Means-

Tested Programsa and

Medicare Premiuma 620 -810 -830 -870 910 4,050
Total 9,000 12,300 12,500 12,55¢ 12,350 58,700

Limit COLAs to Two-Thirds of the CPI Increase for Five Years

Social Security/

Railroad

Retirement 2,600 6,250 10,150 14,250 18,450 51,750

Other Non-Means-

Tested Programs 680 1,650 2,700 3.850 5,000 13,900

Offseta in Means-

Tested Programs and

Medicare Premiuma -80 -320 -610 <940 -1,300 -3,250
Total 3,200 7,600 12,250 17,150 22,200 62,400

Limit COLAs to the CPI Increase Minus Two Percentage Points for Five Years
Social Security/
Railroad
Retirement 3,700 8,950 14,450 20,200 26,100 73,400

Other Non-Means-
Tested Programs 950 2,350 3,800 5,460 7,050 19,650

Offseta in Meana-

Teated Programs and

Medicare Premiums -120 -400 -750 -1,150 -1,550 -3,950
Total 4,550 10,900 17,600 24,500 31,850 89,100

Pay the Full COLA on Benefits Below a Certain Level
and 50 Percent of the COLA on Benefits Exceeding That Level for Five Years
Social Security/
Railroad Retirement 870 2,100 2,450 4,750 6,100 17,300




164 REDUCING THE DEFICIT February 1990

Outlays for Social Security and other non-means-tested cash transfer
programs whose benefits are indexed to the consumer price index (CPI)
are expected to total $310 billion this year and to rise to $420 billion by
1995 under current policies. Reducing the automatic cost-of-living ad-
justment (COLA) for these programs is commonly proposed as one way
to slow the growth in entitlement spending. Four strategies for re-
ducing COLAs and the savings in outlays resulting from each are
shown in the preceding table. The programs in which COLAs would be
reduced under the first three options are: Social Security Old-Age,
Survivors, and Disability Insurance (OASDI); Railroad Retirement;
Civil Service Retirement; Military Retirement; Federal Employees
Workers’ Compensation; Veterans’ Compensation; and retirement
benefits for the Foreign Service, the Public Health Service, and the
Coast Guard. The fourth option would affect only Social Security and
Railroad Retirement Tier I COLAs. Other options for achieving
savings in Social Security are given in ENT-26, ENT-27, ENT-28, and
REV-16.

COLA restrictions would achieve considerable savings by exacting
small reductions in benefits from a large number of people. This
broad-based and small effect would be in sharp contrast to other budget
options that would impose large reductions in benefits on smaller
groups of recipients. Moreover, by limiting these options to the non-
means-tested cash benefit programs, many of the poorest beneficiaries
of entitlements--for example, recipients of Supplemental Security
Income--would be protected from losses of income. Finally, because the
benefit levels would be permanently lowered for those eligible when
the COLA limitation was established, significant reductions in outlays
would persist beyond the five-year projection period. The savings
would eventually disappear, however, as beneficiaries died or stopped
receiving payments for other reasons, unless the COLA limitation was
accompanied by a permanent reduction in the initial benefits of newly
eligible workers as well (see ENT-26).

Budget reduction strategies that institute less-than-complete price
indexing would, however, result in financial difficulties for some
recipients--particularly if COLAs were restricted for an extended
period--although excluding means-tested benefit programs would limit
the impact for many low-income beneficiaries. COLA reductions also
encounter opposition from those who fear that changes made to reduce
budget deficits would undermine the entire structure of retirement
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income policy. For example, because private pension plans generally
do not offer complete indexing, restricting Seocial Security COLAs
would further reduce protection for beneficiaries against inflation.
Some people also think that these programs should be altered only
gradually and then only for programmatic reasons, because Social
Security and other retirement programs represent long-term commit-
ments to both current retirees and teday’s workers. Thus, any changes
in benefits should be announced well in advance to allow people to
adjust their long-run plans.

Unless COLA limitations were accompanied by commensurate
changes in determining initial benefits for new recipients, disparities
in benefit levels would develop among different cohorts of retirees.
This situation is particularly relevant for Social Security, where
benefits for newly eligible individuals are based on an indexed benefit
formula and on indexed earnings histories. For example, if prices rose
by 4 percent in a year and the wage index used to compute benefits for
newly eligible recipients increased by 5§ percent, eliminating that
yvear’s COLA without any change in the calculation of initial benefits
would result in benefits for new beneficiaries that were about 5 percent
higher than for recent retirees; under current law, benefits would be
only about 1 percent higher for the new retirees. To mitigate this prob-
lem and to achieve additional savings, efforts to slow the growth in
benefits through COLA limitations might be extended to the formulas
for determining initial benefits (see ENT-26).

Several options that would restrict COLAs for current benefici-
aries are examined below. Except for the option to limit COLAs to two
percentage points less than the increase in the CPI, the magnitude of
the savings in each case--as well as the impact on beneficiaries--would
be very sensitive to the level of inflation in the years in which the
COLAs would be reduced. If prices were to rise faster than currently
assumed, savings would be greater than shown, and recipients would
bear larger costs. Alternatively, if prices were to rise less quickly, both
budget savings and the effect on recipients would be smaller.

The following sections describe the savings from specific versions
of COLA restrictions and discuss any effects unique to the individual
versions,
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Eliminate COLAs for One Year. One option would be to eliminate
COLAs in fiscal year 1991 for non-means-tested benefit programs,
while allowing them to be paid in subsequent years, but with no pro-
vision for making up the lost adjustment. If this approach were taken,
federal outlays would be reduced by about $9.0 billion in 1991 and
$58.7 billion over five years, with Social Security and Railroad Retire-
ment accounting for most of the total.

Limit COLAs to Two-Thirds of the CPI Increase for Five Years. Under
this approach, recipients would be compensated for only a certain pro-
portion of inflation, such as two-thirds of the annual CPI increase. Un-
der current CBO economic assumptions, applying this restriction for
five years would save about $3.2 billion next year and $62.4 billion
over the 1991-1995 period. As a result, benefits for people who re-
ceived payments throughout the five-year period would be about 5 per-
cent less in 1995 than they would have been under full price indexing.
Furthermore, the effects of this option would grow over time, reducing
the real income of beneficiaries at the same time that they are be-
coming less able to supplement their income by working.

Limit COLAs to the CPI Increase Minus Two Percentage Points for
Five Years. An approach similar to the proportionate COLA reduction
would be to reduce the adjustment by a fixed number of percentage
points--for example, set the adjustment at the CPI increase less two
percentage points. Unlike other options to restrict COLAs, however,
both savings and effects on beneficiaries would be roughly the same
regardless of the level of inflation--about $89.1 billion over the next
five years, if extended for the full period. As in the last option, this ap-
proach would be cumulative and would therefore significantly reduce
the real incomes of beneficiaries at the same time that their ability to
supplement their incomes by working declines.

Pay the Full COLA on Benefits Below a Certain Level and 50 Percent
of the COLA on Benefits Exceeding That Level for Five Years.
Another alternative would tie the COLA reductions to beneficiaries’
payment levels, starting in 1992. The example discussed here--based
only on Social Security and Railroad Retirement Tier I benefits--would
award the full COLA for benefits based on the first $500 of a retiree's
monthly Primary Insurance Amount (PIA) and 50 percent of the COLA
on benefits above this level. The $500 per month threshold is about
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equal to the 1990 poverty threshold for an elderly person and would be
indexed to maintain its value over time.

This approach would save about $2.1 billion in 1992 and $16.4
billion over the 1992-1995 period. Because the Social Security Admin-
istration has stated that this proposal could not be implemented in
time to affect the January 1991 COLA, these estimates assume that it
would be in place by January 1992. For comparison with other op-
tions--which could be carried out earlier--the 1991-1995 budget sav-
ings would be $17.3 billion if this option were effective for the January
1991 COLA.

Because the full COLA would be paid to beneficiaries with low
PIAs, this option would ensure that low-income recipients would not be
adversely affected. Moreover, its percentage impact would be greater
for recipients with higher benefits. Nonetheless, benefit levels are not
always good indicators of total income. Some families with high bene-
fits have very little other income, while some with low benefits have
substantial income from other sources. Furthermore, many people
object to any changes in retirement programs that might be construed
as introducing a means test for benefits, even if the test is limited only
to the COLA.

A variation would extend this approach to include the other non-
means-tested benefit programs besides Social Security; this variation
is not shown in the table. Such an option would spread the effects
among a wider group of recipients, although it might be somewhat
more complicated to design because the different benefit structure in
each program could require separate determinations of the appropriate
benefit levels on which to pay reduced COLAs.

Eliminating COLAs for recipients whose benefits are based on
PIAs above a certain level is another option. Because this reduction
would affect the entire benefit of each recipient above the threshold,
not just the portion of the benefit above that level, both the savings and
the impacts on beneficiaries would be considerably greater. Moreover,
unless adjustments were made at the threshold, recipients with bene-
fits just below the threshold could be made better off than those with
benefits just above the threshold. Still another approach that would
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address some of the administrative problems of these two options
would involve increased taxation of Social Security benefits (see
REV-16).
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ENT-26 REDUCE THE REPLACEMENT RATE WITHIN
EACH BRACKET OF THE SOCIAL SECURITY
BENEFIT FORMULA

Annual Savings Cumulative
Savings from (In mi}lions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
QOutlays 130 550 1,150 1,800 2,700 6,350

Under current law, the basic Social Security benefit is determined by a
progressive formula that provides workers with 90 percent of their
Average Indexed Monthly Earnings (AIME) up to the first bend point
{which defines the first earnings bracket), plus 32 percent of the AIME
in the second bracket, plus 15 percent of the AIME above the second
bend point. One method of reducing initial Social Security benefits
would be to lower these three rates by a uniform percentage.

Lowering the three rates in the benefit formula from 90, 32, and 15
to 85.5, 30.4, and 14.2, respectively, would achieve an essentially uni-
form 5 percent reduction in the benefits of newly eligible workers start-
ing in 1991. Thus, a 62-year-old retiree who has always earned the
average wage would receive initial benefits in 1990 of about 34 percent
of preretirement earnings, compared with 32 percent if no change were
made.

This reduction in the replacement rates would lower Social
Security outlays by about $6.3 billion over the 1991-1995 period and by
more in later years. Moreover, this option would reduce the benefits of
all future retirees by essentially the same percentage. Furthermore,
the option could be combined with a cut in the cost-of-living adjust-
ment to ensure that benefits for both current and future recipients
would be reduced to a similar extent (see ENT-25). The combination
would generate substantial budgetary savings, while having roughly
the same impact on all current and future beneficiaries.

Some people contend that the Social Security Amendments of 1983
have already sharply reduced the benefits of future retirees and that
further reductions would be unfair. In particular, the age at which un-



170 REDUCING THE DEFICIT February 1990

reduced Social Security retirement benefits are first available will rise
in stages from 65 to 67 for workers turning age 62 between the years
2000 and 2022. As a consequence, benefits for workers retiring after
the turn of the century will be less than what would have been received
had the full retirement age not been increased. For example, a worker
who retires at age 62 in 2022 will receive 70 percent of the Primary
Insurance Amount rather than 80 percent.

An alternative method of reducing Social Security benefits would
leave replacement rates unchanged but narrow the ATIME brackets
over which those rates apply, perhaps by reducing the pace at which
the brackets are indexed for inflation. This approach would exempt
beneficiaries with the lowest AIMEs from the cut, but would impose
benefit reductions unevenly among other recipients.
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ENT-27 ELIMINATE SOCIAL SECURITY BENEFITS
FOR CHILDREN OF RETIREES AGES 62-64

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1996 Savings
Outlays 80 250 440 560 580 1,900

Unmarried children of retired workers are eligible for Social Security
benefits for dependents as long as they are under age 18, or attend ele-
mentary or secondary schools and are under age 19, or become disabled
before age 22. A child’s benefit is equal to one-half of the parent’s basic
benefit, subject to a dollar limit on the maximum amount receivable by
any one family. If such benefits were eliminated for the children of
retirees ages 62 through 64, beginning with retirees reaching age 62 in
October 1990, the savings would total $1.9 billion over the next five
years.

This option might encourage some early retirees to stay in the
labor force longer. At present, though benefits for retired workers and
their spouses are actuarially reduced if retirement occurs before age
65, children's benefits are not. Further, the younger the workers are,
the more likely they are to have children under age 18. Thus, workers
under age 65 now have an incentive to retire while their children are
still eligible for benefits. This incentive is quite small, however, for
families in which spouses are also entitled to dependents’ benefits. For
these families, the maximum family benefit generally limits the in-
crease in total benefits attributable to eligible children to no more than
38 percent of the worker's Primary Insurance Amount.

However, for families with workers whose retirement was not
voluntary--because of poor health or unemployment, for example--the
loss in family income might cause some hardship. Moreover, since
spouses under age 62 receive benefits only if their children under age
16 also receive benefits, eliminating children’s benefits for families of
early retirees would also result in the loss of entire benefits for spouses
in some families. In such cases, the total loss of income could be large.

25-646 G- 90 -7 : QL 3
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ENT-28 LENGTHEN THE SOCIAL SECURITY BENEFIT
COMPUTATION PERIOD BY THREE YEARS

Annual Savings Cumulative
Savings from {In millions of doliars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Qutlays 25 110 290 560 860 1,850

Social Security retirement benefits are based on the Average Indexed
Monthly Earnings (AIME) of workers in employment covered by the
system. At present, the number of years that must be included in the
benefit computation formula is determined by the year in which the
retiree reaches age 62. People who turn age 62 in 1990 must count 34
years, while those reaching age 62 in 1991 or later must count 35
years. Lengthening the averaging period even more would generally
lower benefits slightly, by requiring more years of lower earnings to be
factored into the benefit computation. One option would continue to
increase the AIME computation period until it reaches 38 years for
people turning age 62 in 1994 or beyond. This approach would save
$1.9 billion over the next five years and more in later years.

One argument for a longer computation period is that people are
now living longer and the normal retirement age for the Social
Security program will be raised beginning in the year 2000. Using
more years to calculate the AIME would also lower Social Security
outlays and would reduce incentives for early retirement. In addition,
lengthening the averaging period would reduce the advantage that
workers who postpone entering the labor force have over those who get
jobs at younger ages. Because many years of low or no earnings can be
ignored in calculating AIME, the former group currently experiences
little or no loss of benefits for their additional years spent not working
and thus not paying Social Security taxes.

Because some beneficiaries elect early retirement for such reasons
as poor health or unemployment, an argument against this proposal is
that a longer computation period would reduce benefits for recipients
who are least able to continue working. Other workers who would be
disproportionately affected include those with significant periods
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outside the Social Security system, such as parents--usually women--
who interrupted their careers to rear children, and workers who ex-

perienced long periods of unemployment or employment not covered by
Social Security.
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ENT-29 RESTRICT ELIGIBILITY FOR VETERANS’
COMPENSATION PAYMENTS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Adopt Three Measures Ending Compensation Payments for All
Veterans with Low-Rated Disabilities and for New Veterans
with Disabilities Unrelated to Military Dutiesa

Budget Authority 1,200 1,400 1,550 1,750 2,000 7,900
Outlays 1,650 1,850 2,000 2,150 2,300 9,900

End Disability Benefits for Low-Rated Disabilities

Budget Authority 1,450 1,500 1,600 1,650 1,700 7,900
Outlays 1,350 1,500 1,550 1,650 1,700 7,800

End Dependents’ Allowances for Veterans
with Low-Rated Disabilities

Budget Authority 270 280 290 310 320 1,450
Outlays 260 280 290 310 320 1,450

End Disability and Death Compensation Awards in Future
Cases When a Disability Is Unrelated to Military Duties

Budget Authority  -520  -420  -310  -180 -40 -1,450
Outlays 20 75 140 220 310 770

a, Thia option combines the three measures shown separately below. Aggregate savings would be less
than the sum of the savings from carrying out each more specific measure on its own because some
new disabilitiez may be both low-rated and unrelated to military duties.

Approximately 2.2 million veterans with service-connected disabilities
receive veterans' disability compensation benefits. Service-connected
disabilities are currently defined as those resulting from diseases, in-
juries, or ather physical or mental impairments that occurred or were
aggravated during military service, excluding those resulting from
willful misconduct. Disabilities need not be incurred or aggravated
while performing military duties to be considered service connected;
for example, disabilities incurred while on leave qualify.
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The amount of compensation is based on a rating of the individ-
ual’s impairment and an average reduction in the ability to earn wages
in civilian occupations. Demonstrated loss of income, however, is not a
requirement for eligibility. Veterans’ disability ratings range from 0
percent to 100 percent (most severe). Veterans unable to maintain
gainful employment who have ratings of at least 60 percent are eligible
to be paid at the 100 percent disability rate. Additional allowances are
paid to veterans who have disabilities rated 30 percent or higher and
who have dependent spouses, children, or parents. Receiving veter-
ans’ disability compensation does not affect the level of Social Security
disability benefits to which an individual may be entitled.

Currently, 1.2 million veterans have disability ratings below 30
percent and they receive benefits of between $76 and $144 per month.
Of the 680,000 veterans receiving dependents’ allowances, about
420,000 have disability ratings of 30 percent, 40 percent, or 50 percent;
their dependents’ allowances average $49 monthly. According to a
1989 survey by the Department of Veterans Affairs (VA), compensable
injuries or diseases were unrelated to the performance of military
duties for about 50 percent of veterans receiving compensation pay-
ments, while the relationship to military duties was uncertain for a
further 5 percent. Nearly half the veterans compensated for disabili-
ties unrelated to military duties, however, would be eligible for mili-
tary retirement benefits if their veterans’ compensation claims were
denied. (This offset is reflected in the table.)

Federal outlays could be reduced by $9.9 billion between 1991 and
1995 by adopting three measures that would target veterans’ com-
pensation payments on those with higher-rated disabilities and, for
new veterans, on those with disabilities related to military duties.
Ending disability benefits for low-rated disabilities would, on its own,
achieve more than three-quarters of these savings. None of these mea-
sures would affect veterans’ eligibility for Soctal Security disability
benefits.

Eliminating compensation benefits for those with disability allow-
ances below 30 percent would target spending for disabled veterans on
the most impaired. Because performance on civilian jobs depends less
on physical labor than when the disability ratings were originally set,
and because improved reconstructive and rehabilitative techniques are
now available, physical impairments rated below 30 percent may not
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reduce veterans’ earnings. Low-rated disabilities include conditions
such as mild arthritis, moderately flat feet, or amputation of part of a
finger--conditions that would not affect the ability of veterans to work
in many occupations today.

Similarly, eliminating dependents’ benefits for veterans with dis-
ability ratings of 30 percent to 50 percent would target compensation
on the families of those disabled veterans who are most impaired. In
addition, the continuing increase in the proportion of households
where both spouses work means that dependents’ allowances for veter-
ans with disability ratings below 60 percent may not be necessary to
maintain adequate family incomes.

Ending disability and death compensation awards in future cases
when a disability is neither incurred nor aggravated while performing
military duties would make disability compensation of military per-
sonnel comparable with disability compensation of federal civilian em-
ployees under workers’ compensation arrangements. In both cases,
diseases, injuries, or impairments unrelated to employment tasks
would not create an entitlement to compensation. The VA’s formal ap-
peals system could be extended to cover rulings that disabling condi-
tions were unrelated to military duties.

Some disabled veterans--especially older ones who have retired--
might, however, find it difficult to increase their working hours or
otherwise make up the loss in compensation payments. Moreover, re-
moving dependents’ allowances because a spouse may have income
could be interpreted as an indirect means test on veterans’ family
income--a test that uses a poor proxy for this income. One objection to
the last measure is that, because military personnel are assigned to
particular geographic locations where situations may sometimes be
volatile, they have less control than civilians over where they spend
their off-duty hours.
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ENT-30 RAISE THE LOAN FEE FOR HOUSING
LOANS GUARANTEED BY THE
DEPARTMENT OF VETERANS AFFAIRS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Raise Maximum Fee to 2 Percent

Budget Authority 85 130 120 130 130 590
Outlays 95 95 90 65 35 390

Raise Maximum Fee to 4 Percent

Budget Authority 75 120 110 110 120 530
Outlays 310 340 350 320 270 1,600

The Department of Veterans Affairs (VA) supports homeownership by
veterans through the home loan guaranty program, which allows
veterans to obtain mortgage credit from private lenders on more
favorable terms than usual, such as without a downpayment. In the
event of foreclosure, the federal guarantee reduces the lender’s
potential loss. The amount and proportion of the loan principal that
are guaranteed vary with the size of the loan. In 1989, net federal out-
lays for the program were $300 million.

From January 1990, when a restructuring of the VA’s loan guar-
anty program took effect, one-time loan fees for borrowers became
permanent. The fee is now 1.25 percent of the mortgage amount for
loans with downpayments of less than 5 percent, 0.75 percent for loans
with downpayments of 5 percent up to 10 percent, and 0.5 percent for
loans with downpayments of 10 percent or more.

Even allowing for an additional 1 percent loan-origination fee that
the private lender may charge the veteran for such loans, the maxi-
mum fee of 1.25 percent is appreciably below mortgage insurance costs
for private loans without government guarantees. Program partici-
pants therefore receive a substantial subsidy. Before recent program
changes, the Bush Administration estimated that, compared with bor-
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rowing and mortgage-insurance costs in the private sector, the 1990
subsidy for VA-guaranteed loans would average 5.2 percent of the loan
amount.

Another possible comparison is with the Federal Housing Admin-
istration’s (FHA’s) Section 203(b) program, which insures private
mortgage loans with low downpayments for one-to-four-family housing
and which is the main federal program to assist borrowers purchasing
low-cost housing. The Administration estimates that, compared with
costs in the private sector, the 1990 subsidy for FHA loans will average
1.2 percent of the loan amount.

This option, which has two variations, would reduce net federal
outlays for the VA loan guaranty program by reducing the average
subsidy for new loans. Based on the Administration's estimate of
federal liability on these loans, raising the maximum loan fee paid by
the borrower to 2 percent would make borrowers alone cover the ex-
pected costs of defaults and foreclosures under the program. (Under
this variation, the loan fee would be raised to 1.5 percent for loans with
downpayments of at least 5 percent, and to 1 percent for loans with
downpayments of at least 10 percent.) If this variation were in place by
October 1, 1990, it would reduce federal outlays by $390 million over
the next five years.

The second variation would aim in principle to establish com-
parable average rates of effective subsidy in the VA program and the
FHA'’s Section 203(b) program. In practice, setting fees for VA loans on
this basis would require an estimate of the restructured VA program’s
effective subsidy rate. A maximum loan fee of at least 4 percent, how-
ever, would apparently be needed in the new VA program to reduce the
average VA subsidy to 1.2 percent. Raising the maximum loan fee to 4
percent from 1991 (and similarly doubling the fees in the first varia-
tion for loans with larger downpayments) would reduce federal outlays
by $1.6 billion over the next five years.

The primary justification for these options is that they would re-
duce or eliminate the disparity in the subsidies provided under two
similar federal programs. Moreover, although new participants in the
VA program would pay more than under current law, they should stili
pay less to obtain VA mortgages than they would pay in the con-
ventional private market. The primary disadvantage of these
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measures is that increased charges might discourage participation by
some low-income potential homebuyers who are targeted for housing
assistance.






CHAPTER IV
AGRICULTURAL PROGRAMS

The financial condition of the agricultural sector continues to show
steady improvement relative to conditions existing in the mid-1980s.
By most measures, the sector has enjoyed three strong years in a row
with net farm income in excess of $40 billion a year. This strong finan-
cial performance has come despite severe droughts during the last two
summers. Net farm income for 1990 is not expected to be as great as in
1989 but should again exceed $40 billion.

The improving financial condition of the sector has been matched
by reductions in the cost of farm programs. After reaching a historic
peak of nearly $26 billion in fiscal year 1986, spending on commodity
programs has declined in each year since. Spending in fiscal year 1989
for farm programs was $10.4 billion, substantially less than half of the
amount spent in 1986. Over the next five years, farm program spend-
ing is projected to dip to $7.6 billion in 1990, increase to $12.0 billicn in
1992, and decline modestly thereafter. By 1995, agricultural program
spending is projected to be $9.9 billion.

Outlays in the agricultural baseline are expected to remain fairly
constant during the 1991-1995 period because target prices are as-
sumed to remain constant and demand for agricultural commodities is
expected to be relatively strong. The modest declines in spending that
are projected over the next five years occur because corn prices are pro-
jected to rise slightly, participation rates for some crops fall slightly,
and the dairy support price also falls.

The next two years could hold dramatic developments for agricul-
ture. Two events have the greatest potential to change farm policy: the
new farm bill that will have to be written in 1990; and the Uruguay
Round of the General Agreement on Tariffs and Trade (GATT) that is
scheduled to be completed by the end of 1990.

But the outlook for GATT and the farm bill is far from settled.
Widespread satisfaction exists within the agricultural community
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with the performance of the 1985 farm bill, and the positions of key
players in the GATT (especially the United States and the European
Community) appear to be very far apart. Pressures to cut farm spend-
ing, however, are certain to remain. Furthermore, agreement on the
entire GATT Round, encompassing many trade items, may hinge on
agreement in the agricultural negotiations; this would provide strong
incentives to reach some sort of compromise. The Congress will prob-
ably be faced with an up-or-down vote on the entire GATT agreement,
meaning that it would not be possible to amend the agricultural agree-
ment. Given these factors, some significant changes in agricultural
policy could emerge from the GATT negotiations.

Most of the program changes discussed in this chapter would make
marginal changes to existing policies. The first 12 options affect out-
lays of the commeodity programs; the remainder would affect the
Farmers Home Administration (AGR-13) or the federal crop insurance
program (AGR-14). All outlay savings are estimated relative to CBO’s
January 1990 baseline. Some of the options are substitutes for one
another and cannot all be selected. The savings from individual op-
tions generally cannot be added to arrive at a total because of inter-
actions that would occur among the various program changes.

Some of the options discussed would require significant changes in
the form or structure of U.S. farm policy. One proposal, AGR-03, would
separate program payments from production decisions by making
direct transfers to farmers. A second, AGR-07, is aimed at increasing
the flexibility of planting decisions by farmers via the so-called “triple
base” option. A third, AGR-08, would provide support in a way that
would minimize distortions to international trade. Common to most of
the options considered, however, is an adverse impact on income for the
farm sector.
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AGR-01 REDUCE DEFICIENCY PAYMENTS TO
FARMERS PARTICIPATING IN USDA
COMMODITY PROGRAMS BY LOWERING
TARGET PRICES

Annual Savings Cumulative
Savings from {In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 310 1,200 2250 3350 4,100 11,200
Outlays 310 1,200 2,260 3,350 4,100 11,200

The Food Security Act of 1985 allows the Secretary of Agriculture to
make annual reductions in target prices for wheat, feed grains, cotton,
and rice. Target prices are used to calculate deficiency payments,
which are the primary form of direct government payments to farmers.
The annual reductions in target prices began with the 1988 crops of
wheat and feed grains and the 1987 crops of cotton and rice. The mini-
mum target price for wheat was $4.38 per bushel for the 1986 and 1987
crops and is projected to fall to $4.00 per bushel for the 1990 crop, the
final year covered by this legislation. Over the same time period, the
target price for corn dropped from $3.03 to $2.75 per bushel. The target
price for cotton was $0.81 per pound for the 1987 crop and falls to
$0.729 per pound by 1990. The decline for rice over the same period is
from $11.90 to $10.71 per hundredweight. The Omnibus Budget
Reconciliation Act of 1987 reduced target prices for the 1988 and 1989
crops by about 1.5 percent from levels specified in the 1985 act, but did
not affect the 1990 crop levels. Table 10 shows the target price levels
set by current law through the 1991 crops. The CBO baseline assumes
that target prices are maintained at 1990 levels during the 1991-1995
period.

Budget savings could be achieved by reducing target prices in the
years after 1990. The greater the rate of reduction, the greater would
be the savings. One alternative, shown in the table, would be to reduce
target prices by 3 percent per year starting with the 1990 crops. Out-
lay savings are estimated to be $11.2 billion over the 1991-1995 period.
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An advantage of a continued decline in target prices is that it
would increase the degree to which farmers respond to market prices,
rather than to government program benefits, in making their produc-
tion decisions. Further target price reductions would be viewed by
U.S. competitors and trading partners as evidence of an intention to re-
duce the effects of domestic farm policies on world trade in agricultural
commodities. Additional reductions could have a positive benefit in
the ongoing trade negotiations under the ausplces of the General
Agreement on Tariffs and Trade.

Another argument for further target price reductions is provided
by the continuing relaxation of acreage reduction requirements in feed
grains and wheat. The 1988 drought and its aftereffects on these
crops, along with relatively high acreage reduction requirements dur-
ing the 1986 and 1987 crop years, have helped bring commodity stocks

TABLE 10. TARGET PRICES UNDER CBO BASELINE
ASSUMPTIONS AND UNDER 3 PERCENT
ANNUAL REDUCTIONS (By crop year)

1990 1991 1992 1993 1994 1995

CBO Baseline Assumptions

Wheata 4,00 4.00 4.00 4.00 4.00 4.00
Corna 2.75 2.75 2.75 2.75 2.756 2.75
Riceb 10.71 10.71 10.71 10.71 10.71 10.71
Cottonc 0.729 0.729 0.729 0.729 0.729 0.729

3 Percent Annual Reductions

Wheata 4.00 3.88 3.76 3.65 3.54 3.43
Corna 2.76 2.67 2.59 2.51 2.43 2.36
Riceb 10.71 10.39 10.08 9.77 9.48 9.20
Cottonc 0.729 0.707 0.686 0.665 0.645 0.626

SOURCE: Congreaaional Budget Office.
a. Dollara per bushel.

b. Dollars per hundredweight.

¢. Dollara per pound.
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under control. Most of these stocks are owned by the Commodity
Credit Corporation or used as collateral for government loans. These
stock reductions are leading to smaller acreage reduction require-
ments. Relaxing acreage reduction requirements, while maintaining
relatively high target prices, only expands the size of the crop on which
this high price protection is provided. Indeed, extending this price
protection to more acreage could lead to higher total deficiency pay-
ments, even if target prices are gradually reduced.

In part, deficiency payments are compensation to farmers for par-
ticipating in supply control programs. Lowering the acreage reduction
requirement without changing target prices increases the rate of com-
pensation. Reduced target prices could be tied, therefore, to the size of
the reduction in the amount of land that must be taken out of produc-
tion in order to participate in the program.

Lower target prices would reduce farm income by reducing direct
government payments. Farm income would not fall as much as gov-
ernment outlays because some farmers would choose not to participate
in the commeodity programs. Though these farmers would give up all of
their government payments, they would not be required to idle part of
their acreage and thus would generate income from additional produc-
tion. In addition, livestock producers might benefit from lower feed
costs.

Despite an improved outlook for agricultural markets, many farm-
ers are still facing severe financial difficulties. In some cases, financial
problems were worsened by droughts during the past two growing
seagons. Further reductions in target prices would exacerbate these
difficulties. Providing financial assistance directly to needy farmers,
however, might be more appropriate and would certainly be more cost
effective.
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AGR-02 CHARGE AN INSURANCE PREMIUM
FOR THE INCOME PROTECTION OFFERED
BY TARGET PRICES

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 660 1,700 1650 1,650 1,800 7,450
Outlays 660 1,700 1,650 1650 1,800 7,450

A primary mechanism of current agricultural policy is the deficiency
payment made to participants in the U.S. Department of Agriculture’s
(USDA) wheat, feed grain, cotton, and rice programs. The deficiency
payment is calculated as the difference between a crop’s target price
(defined by law) and the greater of the market price or the loan rate
(also defined by law) times the program yield (a historically based farm
yield).

The deficiency payment has three main functions: to supplement
farm income; to provide compensation for acreage reduction require-
ments; and to stabilize farm income. The third function is a form of
insurance protection for farm income because it provides counter-
cyclical benefits--that is, payments increase when prices are low and
decrease when prices are high.

One option for reducing farm program spending would be to charge
farmers a direct monetary fee for the insurance protection. This fee
would compensate the government for part or all of the insurance cost.
The fee could be structured in a number of different ways. For exam-
ple, the fee could be low initially, even increase over time. In this way,
USDA’s commeodity programs could evolve inte self-financing insur-
ance programs. In that event, the other two functions of deficiency
payments--supplementing farm income and compensating farmers for
acreage reduction programs--might cease to exist. Alternatively, fees
could be structured so as to favor one group of farmers, such as begin-
ning farmers or poor farmers, in which case deficiency payments would
continue to be used to supplement farm income for the targeted group.
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Farmers could be paid to divert land from production if acreage
reduction programs were needed. If participants in the commodity
programs during the five crop years beginning with 1991 were charged
an annual fee equal to 5 percent of the target prices, outlays over the
1991-1995 period would fall by $7.5 billion.

This optien for an insurance premium would have several advan-
tages. The addition of an insurance premium could make the current
commodity programs more equitable because farmers would pay di-
rectly for a benefit received. The insurance premium could also be tar-
geted toward groups meriting special assistance. To the extent that
this evolved into a self-financing insurance program, many incentives
to overproduce would be eliminated because market signals could be
efficiently transmitted to farmers (via increases in the cost of coverage)
and because government subsidies would be reduced or eliminated.
Such a program could be consistent with the current U.S. position in
the negotiations of the General Agreement on Tariffs and Trade. If
this were to become a farm revenue insurance program offering com-
bined price and yield protection, farmers would also have more compre-
hensive protection from uncontrollable events (natural disasters or
abrupt changes in economic or trade policy) than is currently available
to them.

The primary disadvantage of such a program, at least from the
farmer’s point of view, is that it would cause farm income to fall.
Charging a fee to participate in Commodity Credit Corporation pro-
grams is, in this respect, similar to reducing target prices by a stmilar
amount. Implementation of the fee program would entail additional
administrative costs, particularly if the ultimate goal were to evolve
into an insurance-oriented program.
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AGR-03 REPLACE DEFICIENCY PAYMENTS IN
THE WHEAT, FEED GRAINS, COTTON,
AND RICE PROGRAMS WITH DECLINING
DIRECT PAYMENTS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBOQ Bageline 1991 1992 1993 1994 1995 Savings
Budget Authority 150 360 340 320 300 1,450
Outlays 150 360 340 320 300 1,450

In recent years, a number of proposals have been offered that would
“decouple” or separate farm support payments from the volume of crop
production. The ultimate goal of decoupling is to reduce government
influence on production decisions and to increase the responsiveness of
farmers to market signals. Current farm programs incorporate aspects
of decoupling. Two examples of current programs that partially de-
couple support payments are the 0-92 program (participating farmers
receive 92 percent of the deficiency payment, while not being required
to produce more than a cover crop) and the frozen program yields (the
number of bushels per acre for which farmers receive benefits is not
affected by current production levels).

One way of decoupling income support from production decisions
would be to make direct payments to producers based on their produc-
tion histories. In such a program, payments would be made to partici-
pants irrespective of current market prices. Anyone now participating
in the commodity programs could opt to participate in the new direct
farm income support program. The actual payment rate would be ex-
pressed per unit of historical output and could be set at any level. The
rates assumed in this option were chosen so that total annual pay-
ments would be 4 percent less than annual direct payments projected
in the CBO baseline from crop years 1991 to 1995. This assumption, of
course, assures savings relative to the current baseline. Estimated
savings total $1.5 billion over the 1991-1995 period. Price supports, as
currently provided by the Commeodity Credit Corporation’s nonre-
course loans, would no longer exist in a decoupled program. (A low-
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cost recourse loan might facilitate farmers’ marketing decisions.)
Likewise, acreage controls other than the Conservation Reserve Pro-
gram would be phased out. Export programs could be maintained as a
bargaining tool for negotiations to liberalize international trade.

The direct farm income support program would have several ad-
vantages. This decoupled program would avoid the excess production
and inequities across crop types characteristic of the current program.
U.S. farm policy would thus move toward conformity with this coun-
try’s negotiating position in the General Agreement on Tariffs and
Trade. In addition, most studies indicate that a decoupled agricultural
policy would produce a relatively small but significant improvement in
the overall performance of the U.S. economy. This improvement is con-
sidered to be the result of a more efficient use of resources than now
takes place in farming. Finally, a decoupled program would increase
the predictability of agricultural budget costs, thereby facilitating the
budget process.

Decoupling would not be without its disadvantages. Many farm
groups have voiced hostility to decoupling, which they characterize as
farm welfare. Further, a decoupling program like the one discussed in
this option would simply lock in the current distribution of benefits,
which has been criticized as inequitable. Also, the impact that decoup-
ling would have on agriculture is not clear. While decoupling might
make more land available for production as well as increase efficiency
and output, it would probably result in a net outflow of resources from
agriculture, leading to lower production and higher prices. Most
analysts feel that aggregate farm income would fall under a decoupling
program and that landowners could experience losses on the value of
their property.
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AGR-04 RAISE DOMESTIC COMMODITY PRICES BY
INCREASING UNPAID ACREAGE REDUCTION
PROGRAMS
Annual Savings Cumulative
Savings from {In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 1,100 3,100 3,200 2850 2,500 12,750
Outlays 1,100 3,160 3,200 2,850 2,500 12,750

Participants in federal price and income support programs for wheat,
feed grains, cotton, and rice are required to set aside some portion of
the land on which they would normally plant these crops. Acreage
reduction requirements are imposed by the U.S. Department of Agri-
culture to restrict supply and thereby reduce farm program costs by
limiting excess commodity stocks and by raising market prices for
those crops.

For the 1989 crop year, the acreage reduction requirement for
wheat, corn, sorghum, and barley was 10 percent of base acreage (base
acreage is that normally devoted to each crop); the requirement for
cotton and rice was 25 percent. The CBO baseline assumes similar or
lower levels of acreage reduction requirements in later years.

Raising the acreage reduction requirement in all these crops by
five percentage points in each year, beginning with the 1991 crops,
would reduce outlays by $12.8 billion over the 1991-1995 period.
Raising acreage reduction requirements would reduce outlays for sev-
eral reasons: less production would be eligible for deficiency payments
and other program benefits; prices would tend to rise, causing lower
deficiency payment rates; and fewer producers would participate in the
federal programs.

By raising the unpaid acreage reduction requirement, farmers
could get a “fairer” price from the market, thereby reducing their de-
pendence on direct government payments.
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A disadvantage of this option is that U.S. commodities would be
more expensive and, as a result, less competitive in world markets. In
addition, acreage reduction requirements reduce the efficiency of U.S.
production, again eroding U.S. international competitiveness. Budget
savings from this option could be short term, at best, because the price
increase induced by lower U.S. production could cause other countries
to expand output and drive prices back down. In addition, increasing
the acreage reduction requirement would adversely affect businesses
serving agriculture--both upstream (chemical suppliers, implement
dealers) and downstream (grain elevator operators, food manufac-
turers, livestock owners). Increasing the unpaid diversion would sim-
ply shift agricultural program costs from taxpayers to consumers.
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AGR-05 ESTABLISH AN ORIGINATION FEE
OF 3 PERCENT FOR NONRECOURSE
LOANS FROM THE COMMODITY
CREDIT CORPORATION

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 40 300 219 210 200 960
Outlays 40 300 210 210 200 960

Participants in price and income support programs can receive loans
using their crops as collateral. A producer may either repay the loan or
forfeit the crop to the Commodity Credit Corporation (CCC) as full
payment when the loan matures. Currently, participants are not
charged anything for receiving such-a loan. The Congress could con-
sider the imposition of an origination fee to be charged when farmers
take out a loan from the CCC.

Cash repayment of a loan for wheat, feed grain, or soybean pro-
duction includes the loan principal and the interest that has accrued.
Interest rates on CCC loans are based on the government’s cost of
borrowing and are lower than would be available for similar types of
loans from private sources. In the marketing loan programs that apply
to cotton and rice, the cash repayment required to redeem the loan
depends on market prices and thus can be considerably less than the
principal value of the loan. No interest is charged when loans are re-
paid in these marketing loan programs.

Some of the costs of the commodity program could be recovered by
imposing an origination fee of 3 percent on participants who take out a
CCC loan. Such a relatively small fee would have small effects on mar-
ket prices, yet would save $960 million over the 1991-1995 period.

A major objective of the nonrecourse loan program is to support the
incomes of farmers; an origination fee would undermine this function
of the program. Moreover, the nonrecourse loan program benefits all
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producers, even those not participating in government programs, be-
cause it supports market prices (except in crops with marketing loans).
Charging producers who participate in the loan program, while ig-
noring those who receive indirect benefits, might be considered in-
equitable.
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AGR-06 RESTRICT ELIGIBILITY FOR BENEFITS FROM
PRICE SUPPORT PROGRAMS AND REDUCE
THE PAYMENT LIMITATION

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 0 530 510 500 500 2,050
Outlays 0 530 510 500 500 2,050

Current law governing eligibility for benefits under price support
programs for crops limits participants to no more than $100,000 in
deficiency payment benefits from the Commodity Credit Corporation
during any crop year. The maximum in deficiency payments that can
be received is $50,000 for an individual, plus $25,000 as a shareholder
in a maximum of two corporate farms (each of which is entitled to a
maximum payment of $50,000). This maximum can be achieved only
by those who are actively engaged in the operations of relatively large
farms and who have organized their farm businesses to maximize pay-
ments. These recently enacted rules are tighter than those previously
in force, which did not effectively limit the number of corporations
through which program participants could receive benefits.

Government costs could be reduced further by allowing each farm
operator to receive only the individual payment and by eliminating the
two corporate farm payments. This option would also reduce the maxi-
mum direct payment from $50,000 to $40,000 per year. The option
would not change the types of payments that are or are not subject to
the limitation. Estimated savings total $2.1 billion over the 1991-1995
period. An alternative to reducing the $50,000 payment limit would be
to broaden the definition of payments that are subject to the limitation.

Support for this change could be based on the belief that current
payment limits are too high. If reductions in program spending are
required, they should come from relatively large farming operations
rather than relatively small ones. In addition, reducing the limit on
direct government payments would reduce their influence on the pro-
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duction decisions of operators of large farms, causing them to be more
responsive to market returns. Operators of smaller farms, more likely

to be in need of government assistance, would continue to receive pro-
gram benefits as before.

This change could harm relatively efficient-sized farm operations.
In addition, until operating and price subsidies are reduced for produc-
ers in foreign countries, increasing the exposure of the most efficient

U.S. farmers to market forces would hurt long-term prospects for the
farm sector.
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AGR-07 ADOPT THE TRIPLE BASE OPTION TO
REDUCE THE PORTION OF EACH FARMER'S
LAND ELIGIBLE FOR DEFICIENCY PAYMENTS

Annual Savings Cumulative
Savings from (In mitlions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 140 260 200 250 230 1,100
Outlays 140 260 200 250 230 1,100

Outlays of the Commodity Credit Corporation (CCC) would be reduced
under the “triple base option” by cutting the number of acres eligible
for deficiency payments. Currently, wheat, feed grains, cotton, and
rice producers who participate in commodity programs receive a defi-
ciency payment, The size of the deficiency payment is generally equal
to the difference between the target price for the commodity and its
market price times the program yield assigned to the farm times “per-
mitted acres.” Permitted acres equal the farm’s crop acreage base less
land idled to comply with the acreage reduction program in effect for
that crop during that crop year.

Under the triple base option, acres on which payments are made
(payment acres) would be less than permitted acres. If payment acres
equaled 85 percent of permitted acres for all crops, CCC outlays would
be reduced by an estimated $1.1 billion over the 1991-1995 period.
Farmers would be permitted to grow any crop on the unpaid portion of
permitted acres. Under current law, farmers generally must plant the
program crop on all permitted acres to maintain their eligibility for
future program benefits and to receive maximum program benefits in
the current year.

The triple base option would allow farmers more flexibility in
planting decisions since they could plant any crop on the unpaid por-
tion of their permitted acres. Plantings of some crops, such as soybeans
and oats, would probably increase with the triple base option. These
crops are currently less attractive to many farmers because they re-
ceive low or no government subsidies. Also, some analysts support the
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triple base option because it would increase the market’s influence on
farmers’ decisions regarding plantings and use of inputs, such as
fertilizers and pesticides, at least on a portion of their farms. Produc-
ers now respond to program benefits when making decisions. These
decisions result in less efficient use of farm resources, in some cases,
and cause farm program administrators to discourage production of
subsidized crops by requiring productive farm land to be idle.

A disadvantage of the triple base option is that it would cause a
loss in farm income both for most participants of current commodity
programs and for people now raising crops that do not directly receive
federal support. Current program participants shift production away
from program crops on land no longer earning subsidies and toward al-
ternative crops. As a result of these changing production patterns, in-
comes of growers of nonprogram crops would be hurt by the new compe-
tition.
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AGR-08 ADOPT THE PRODUCTION ENTITLEMENT
GUARANTEE (PEG) OPTION TO REDUCE
THE PORTION OF EACH FARMER'S
PRODUCTION THAT IS ELIGIBLE FOR

GOVERNMENT PAYMENTS
Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 1,060 2,000 1,150 1,050 950 6,200
Outlays 1,050 2,000 1,150 1,050 950 6,200

Current commodity price and income support programs base their
support largely on acreage under cultivation. An alternative, known
as the Production Entitlement Guarantee (PEG), would base support
on a set volume of production. The volume of production that would re-
ceive support payments would be set at a level less than the amount de-
manded by the market. In this way, the production decisions of farm-
ers would be based on market conditions. The volume of production for
which individual farmers are provided support would be some percent-
age of their base acreage times their program yield. The level of sup-
port provided could be based on historical levels or on a targeted level
of income protection. Farmers would be required to produce a certain
quantity of crops in order to receive these support payments. PEGs
could be distributed to farmers according to the size of their base acre-
age, and farmers could buy and sell the rights to these benefits. In the
PEG analyzed for this option, the amount of production supported is 50
percent of base acreage times the program yield. Annual acreage re-
duction programs (ARPs) would be eliminated if a PEG system was
adopted.

The PEG program would be a means of supporting agriculture that
does not distort market signals and hence would not distort production
decisions. Consequently, U.S. trading partners would prebably not
view a PEG as adversely affecting international trade. The PEG could
be targeted to smaller farms and to farms that are economically weak.
The fact that PEGs could be traded between farmers would allow the
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most efficient producers to acquire PEGs for additional production and,
conversely, would give farmers who are leaving agriculture an addi-
tional resource that they could sell. Consumers could also benefit from
lower food prices. Finally, eliminating ARPs would be expected to in-
crease the efficiency of agricultural production.

The major drawback of the PEG support program is that it would
reduce farm income. To the extent that PEGs are viewed as “welfare”
payments, farmers might resist implementation of such a program.
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AGR-09 REDUCE DEFICIENCY PAYMENTS TO
FARMERS PARTICIPATING IN COMMODITY
PROGRAMS BY REDUCING THE CROP
YIELDS USED TO CALCULATE PROGRAM

PAYMENTS
Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 190 490 490 470 460 2,160
Qutlays 190 490 490 470 460 2,100

The deficiency payments paid to farmers participating in the U.S.
Department of Agriculture’s (USDA) price and income support pro-
grams are based, in part, on a measure called the program payment
yield. These deficiency payments are generally equal to the program
payment yield multiplied by the deficiency payment rate (computed as
the difference between the target price for the commodity and the mar-
ket price). This product is then multiplied by the number of acres on
which the producer is entitled to program benefits.

Program payment yields are assigned to each farm based on the
average of program yields in effect during the 1981-1985 period, ex-
cluding the years with the highest and lowest yields. The Secretary of
Agriculture was given the discretion in the Food Security Act of 1985
to make subsequent adjustments to the program payment yield as-
signed to each farm, but this discretion has not been used. Keeping
program payment yields fixed, rather than adjusting them for actual
yields, reduces the incentive for producers to boost them--for example,
by applying more fertilizers. If farmers are convinced that actual
yields will not affect future program yields (and program payments),
then expected returns from the market rather than government pay-
ments will determine fertilizer use and other input decisions.

In general, market returns are better guides to decisions about in-
put use than returns that also include government subsidies. If a
farmer’s input decisions were based on a return including government
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payments equal to the crop’s target price ($2.75 per bushel for corn, for
instance), rather than on the expected market price (say, $1.90 per
bushel), more fertilizer would be applied. From the farmer’s perspec-
tive, this decision would increase profits. From the economy’s perspec-
tive, however, too much fertilizer would be used for this crop. Produc-
tivity would increase if additional fertilizer were applied to some other
crop or if the resources used to produce the fertilizer were devoted to
some other activity. In addition, excessive agricultural chemical use
has been blamed for several environmental problems.

Program payment yields, which have been held constant for sev-
eral years, are now quite different from average or expected yields for
many farmers. Reducing program yields would confirm the lack of re-
lationship between actual yields and program payment yields by freez-
ing them at a new, lower level. Reducing the program yield by 5 per-
cent for each supported commodity in crop year 1991, and freezing it
thereafter, would result in savings of more than $2.1 billion in Com-
modity Credit Corporation outlays during the 1991-1995 period.

An argument in support of this option is that not raising program
yields to reflect more recent yield histories would be a convincing
signal to farmers. This would confirm the need for farmers to respond
only to market signals when making decisions about the use of ferti-
lizer and other inputs. Also, some farmers would choose not to partici-
pate in these government programs as their benefits would become
somewhat less attractive. This would marginally reduce the programs’
influence on planting decisions.

However, some commodity groups argue that program yields in-
stead should be raised and brought more in line with recent actual
yields. They argue that payment yields should more closely reflect
actual yields as a matter of fairness. An additional argument against
this option is that the incomes of farmers would also be reduced.
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AGR-10 ELIMINATE THE EXPORT ENHANCEMENT
PROGRAM
Annua) Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 450 310 210 210 220 1,400
Outlays 450 310 210 210 220 1,400

The U.S. Department of Agriculture (USDA) subsidizes the export of
agricultural commodities through the Export Enhancement Program
(EEP). The U.S. exporters participating in EEP negotiate directly
with buyers in a targeted country, then submit bids to the USDA for
bonuses. The bids include the sale price, tentatively agreed upon with
the buyer, and the amount of the subsidy or bonus requested by the ex-
porter. If the bids are accepted, the exporters receive their bonuses in
the form of generic commodity certificates that can be used by the ex-
porters to acquire government-owned commodities.

Recently, new guidelines for the operation of the EEP program
were published. Under the former guidelines, EEP sales had to be bud-
get neutral, cost effective, and not displace commercial sales. In addi-
tion, only countries in which the United States had lost market share
to competitors who subsidize exports were eligible for EEP. Under the
new guidelines, only two criteria are given for EEP sales: that they be
available only in countries in which the United States has lost market

share; and that they satisfy the general goal of longer-term market
development.

Since its inception, over $2.6 billion of EEP bonus payments have
been made, mostly to assist wheat exports. The CBO baseline assumes
that $2.5 billion in additional subsidy payments will be made during
the 1991-1995 period. Eliminating the EEP program would save
nearly $1.4 billion during this period. This estimate assumes a small
increase in the acreage reduction requirement for 1991 in order to
moderate the expected price decline.



CHAPTER IV AGRICULTURAL PROGRAMS 203

One disadvantage of eliminating the EEP program is that it has
increased U.S. exports above the level they would otherwise have
reached. In addition, one of the underlying motivations for the EEP
has been to encourage competitors, particularly the European Com-
munity, to negotiate reduced subsidies in trade negotiations currently
being conducted under the General Agreement on Tariffs and Trade
(GATT). Unilateral elimination of the EEP would deprive U.S. negoti-
ators of a bargaining chip in the GATT negotiations.

How much the EEP program has increased U.S. grain sales, par-
ticularly in the current and relatively tight grain markets, is not clear.
The EEP program has depressed world commodity prices and failed the
targeting criteria (since most major U.S. markets now benefit from
EEP sales). The two biggest recipients of subsidized grain sales under
EEP are the Soviet Union and the People’s Republic of China, Finally,
many critics question the usefulness of EEP in advancing the agricul-
tural trade negotiations in the GATT.

25-646 0 - 90 -8 1 QL 3
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AGR-11 ELIMINATE THE TARGETED
EXPORT ASSISTANCE PROGRAM

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 80 150 200 200 200 830
Outlays 80 150 200 200 200 830

The Targeted Export Assistance (TEA) program was authorized under
the 1985 Food Security Act, enabling U.S. agricultural exporters to
counter unfair trading practices abroad. TEA offers support to ex-
porters by means of generic commodity certificates issued by the Com-
modity Credit Corporation (CCC) of the U.S. Department of Agricul-
ture. Payments are made to offset partially the costs of market build-
ing and commodity promotion undertaken by state-related, private
nonprofit, and private profit-making firms. During fiscal years 1986
through 1989, more than 6,000 activities have received federal sup-
port, totaling about $330 million. TEA is aimed mainly at specialty
crops, such as fruits and nuts, but has also targeted wine, plywood,
tobacco, feed grains, meat, eggs, and several other agricultural prod-
ucts for promotion. The current CBO baseline assumes that $200 mil-
lion in generic commodity certificates would be obligated annually for
the program in the 1991-1995 period. Elimination of this program
would reduce outlays by $830 million over the next five years. Net
budget authority of the CCC would be reduced by the same amount
over the same period.

An argument for reducing TEA funding is that the assisted groups
benefit directly from the market development activities; thus, these
groups should bear the full costs. Activities promoting exports of non-
agricultural goods do not receive similar support. A report from the
General Accounting Office also concluded that the administration of
the TEA program has been lax. Few controls exist over the use of re-
sources provided under TEA. Moreover, the rationales for funding that
are provided in requests for TEA resources have not been investigated,
nor has the effectiveness of the TEA program been substantiated.
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Elimination of the TEA program could place U.S. exporters at a
disadvantage in international markets. TEA may have been respon-
sible for increased exports of promoted products in target countries,
and its elimination would result in lower levels of exports. Those con-
cerned about U.S. exports of high-valued agricultural products con-
sider TEA as a useful tool for the development of markets for these
products.



206 REDUCING THE DEFICIT February 1990

AGR-12 CUT PROGRAM COSTS FOR DAIRY PRICE
SUPPORTS BY REQUIRING PRODUCER

CONTRIBUTIONS
Annual Savings Cumulative
Savings from {In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 320 330 350 350 360 1,700
QOutlays 320 330 350 350 360 1,700

The incomes of dairy producers are protected and increased through
the purchase of storable dairy products by the U.S. Department of
Agriculture’'s (USDA) dairy price support program. The incomes of
dairy farmers are further supported by marketing orders that set price
minimums for milk going to various uses. The U.S. dairy industry is
also protected from foreign competition by quotas on imports of dairy
products.

Consumers may benefit because the dairy price support program
helps to stabilize prices of milk and milk products. Needy families,
schools, and other institutions gain through the free distribution of
dairy products that are purchased by the USDA. Costs of the program
to the taxpayer are substantial. Net outlays averaged $1.7 billion per
year over the 1981-1989 period and are projected to average $0.5
billion during the 1991-1995 period. The program can also raise the
prices of dairy products and thus consumer costs above the levels they
would reach without government intervention.

One method of reducing dairy program costs would be to assess
dairy farmers, who are the primary beneficiaries of the program, ac-
cording to their production. Assessments have been levied on market-
ing in the past, most recently the $0.025 per hundredweight assess-
ment in effect through December 1988. If assessments were set at the
$0.20 per hundredweight level, the industry would be paying for about
half of the federal price support program costs. Outlay savings would
total an estimated $1.7 billion over the 1991-1995 period.
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This method of reducing dairy program costs would be straight-
forward and relatively easy to administer. Many dairy producers
would favor this approach to cutting program costs over alternatives,
such ag further or more rapid reductions in federal price supports. A
cut in the price support level for milk would cause a drop in the price
that both consumers and the government pay for milk and milk prod-
ucts. Government purchases account for a relatively small portion of
the total dairy market. Thus, in order to generate a significant amount
of savings, the price cut would have to be relatively large. In contrast,
an assessment would apply to the marketing of all milk products, so a
relatively small assessment would generate significant savings. As a
result, the incomes of dairy farmers would be reduced less by the
assessment than by a support price cut generating similar budget
savings.

This option would reduce the net incomes of dairy farmers. One
argument against the assessment is that the triggered price cuts
included in the 1985 Food Security Act already place a significant
burden on the dairy industry and will, over time, achieve a reasonable
balance between production and use. This option would mean that the
dairy industry would be paying part of the costs for disposing of surplus
dairy production. Most of this surplus is used in domestic food assis-
tance programs, which arguably should be paid for by the taxpayer, not
the dairy industry.
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AGR-13 REDUCE THE DIRECT LENDING AUTHORITY
OF THE FARMERS HOME ADMINISTRATION
FOR FARM OWNERSHIP AND OPERATING

LOANS
Annual Savings Cumulative
Savings from {In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 0 230 0 210 170 610
Outlays 240 230 230 200 160 1,050

Under current law, the Farmers Home Administration (FmHA) will
have authority to make $80 million in direct loans under the Farm
Ownership Program and an additional $900 million in direct loans
under the Farm Operating Program in 1990. CBO projects total direct
lending by the FmHA under these two programs during the next five
years to be $5.5 billion. Historically, the FmHA has used all of its di-
rect lending authority for these programs. Reducing total direct lend-
ing authority in these two programs by 25 percent per year would re-
sult in net savings of $1.1 billion over the next five years.

During fiscal year 1989, FmHA made more than 21,500 direct
loans to finance farm operations or the purchase of farms. The average
value of these loans was slightly less than $44,000. In addition, FmHA
guaranteed nearly $1.2 billion in farm ownership and operating loans.
The average size of the nearly 12,000 guaranteed loans was $98,000.
FmHA borrowers often benefit from below-market interest rates and
greater availability of credit. The size of the subsidy varies depending
upon the loan category considered.

One rationale for reducing subsidized lending to agriculture is
that the farm sector already has excess capacity; subsidizing invest-
ment, some of which would increase that capacity, is counterproduc-
tive. Furthermore, evidence suggests that ample credit is available
from commercial sources for FmHA to completely satisfy its original
mission, providing financial services to young farmers and those with
limited resources by means of loan guarantees.
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A disadvantage of reducing direct and guaranteed lending author-
ity is that it could leave the FmHA less able to fulfill its mission. A
smaller program could be maintained, however, in order to satisfy the
policy goal of providing credit to a specific group of farmers.
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AGR-14 REDUCE THE FEDERAL SUBSIDY FOR
CROP INSURANCE BY REQUIRING
PARTICIPANTS IN COMMODITY PROGRAMS
TO PURCHASE COVERAGE

Annual Savings Cumulative
Savings from (In milliong of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Phase Out Premium Subsidies

Budget Authority 100 220 340 460 570 1,700
Outlays 90 210 330 440 550 1,600

Make FCIC Coverage Mandatory for CCC Participants

Budget Authority .80 110 110 120 150 410
Outlays 20 110 110 120 150 470

The federal government offers all-risk crop insurance to farmers
through the Federal Crop Insurance Corporation (FCIC). Estimates
indicate that, in 1989, FCIC insurance policies were available on 49
crops in aboui 3,000 counties. The insurance offers protection from
most natural phenomena, such as drought, flood, and hail, that result
in poor crop yields.

FCIC insurance is not actuarially sound, however, meaning that
premiums paid by farmers do not cover the cost of the insurance offered
(indemnities plus administrative costs). Under the Crop Insurance Act
of 1980, the government subsidizes this insurance by covering all
administrative costs of the program, as well as a portion (originally
intended to be 25 percent) of the insurance premiums. Over the 1980-
1988 period, indemnities exceeded premiums by an average of 58 per-
cent. As a result, a substantially greater subsidy is currently being
provided than was originally intended. Phasing out the premium sub-
sidy could be expected to save $1.6 billion over the next five years.

Requiring participants in the Commodity Credit Corporation
(CCC) programs to purchase crop insurance could improve FCIC’s in-
surance pool. Participation in the FCIC program has always been rela-
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tively low. An estimated 24 percent of eligible acres were insured in
1988. Widespread concern also exists that the current FCIC program
can only attract the highest-risk farmers. So long as the benefits of
participating in CCC programs remain high, requiring FCIC coverage
could increase the diversity of the insured pool of farmers. Mandatory
coverage would increase insured acreage to an estimated 67 percent of
eligible acreage. Such a large increase in the insurance pool could sig-
nificantly improve the loss ratio for the FCIC.

Mandatory coverage could generate large increases in insured
acreage without providing premium subsidies to CCC program partici-
pants. Large increases in insured acreage would tend to drive up FCIC
administrative costs. However, these increases could be minimized be-
cause marketing and advertising expenses, which are a large part of
current administrative costs, would not need to be increased. Finally,
mandatory FCIC coverage would be expected to reduce participation in
CCC programs, resulting in additional savings., Mandatory coverage
could result in savings of $0.5 billion during the next five years.

Phasing out the FCIC premium subsidy would improve the incen-
tives for risk-bearing by farmers. To the extent that farmers are able
to reduce their exposure to risk at the expense of taxpayers, they are
less likely to invest in other mechanisms for controlling risk. Further-
more, a more effective crop insurance program covering a greater pro-
portion of farmers would reduce the necessity for extending emergency
disaster relief (though this potential saving is not included in the defi-
cit reduction estimates). Combining crop insurance with the com-
modity programs would provide relatively complete coverage against
both price and production risks.

The primary disadvantage of this option is that it would cause
farm income to decline. More would be paid for crop insurance, and
government transfers in the commodity programs would decline. The
PCIC might also face higher expenditures for the data gathering and
analysis needed to achieve an actuarially sound program. Mandatory
coverage, in the absence of improved actuarial data, could result in
greater indemnity payments by the FCIC.






CHAPTER V
NONDEFENSE DISCRETIONARY
SPENDING

Federal activities in the nondefense discretionary (NDD) category in-
clude a broad range of programs that are generally controlled by an-
nual appropriations. Accounting for just over 16 percent of annual
government outlays, these programs encompass national infrastruc-
ture development and maintenance, energy development, natural re-
source management, educational and housing assistance, inter-
national aid, and research and development. Although pay for federal
workers in civilian agencies is included in this budgetary category,
options for reducing costs associated with the government’s civilian
work force are discussed in the next chapter.

The 47 deficit reduction options presented here would affect, to
varying degrees, all of these major program areas. The intent and the
mechanics of these options vary substantially, reflecting differences in
program goals and methods; nevertheless, all of the deficit reduction
themes discussed in Chapter I are represented in these options. In
many cases, reductions are described in terms of complete elimination
or cancellation of a program. In other cases, illustrative percentage re-
ductions are introduced. In general, partial reductions of a greater or
lesser degree than those presented here would generate roughly pro-
portionate savings to the estimates given.

Unless otherwise noted, estimates of savings are relative to CBO’s
baseline projections. In some cases, however, the estimates are com-
pared with the Administration’s budget and are identified as such.

The options in this chapter are grouped by subject matter. Options
NDD-01 and NDD-02 concern international aid. NDD-03 through
NDD-06 address reductions in the level of federal commitment to space
and science programs. NDD-07 through NDD-14 analyze reductions or
changes in federal support and management of energy, natural re-
sources, and environmental initiatives. NDD-15 through NDD-21 cov-
er banking, commerce, housing credit, and communications. NDD-22
through NDD-27 describe options for transportation programs.
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NDD-28 and NDD-29 deal with community and regional development.
NDD-30 through NDD-37 focus primarily on education and health.
NDD-38 through NDD-42 concentrate on housing and income security
programs. NDD-43 and NDD-44 relate to veterans’ programs. NDD-
45 centers on the administration of justice. NDD-46 and NDD-47 in-

volve labor contract rules.

Several options presented in this section would impose fees for ser-
vices provided by the federal government. In most of these cases, the
budgetary savings shown here are in the form of offsetting receipts,
which reduce outlays. Depending on the form of implementing legisla-
tion, however, some of these options might be categorized as revenues
rather than as offsetting receipts. As in previous years, no options are
presented that would rely on federal asset sales, although reforms in
programs that manage federal assets are considered. Finally, some op-
tions would require action by both the authorizing and the appro-
priating committees in order to realize budgetary savings.
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NDD-01 ELIMINATE THE PL-480 TITLE I FOOD
AID PROGRAM
Annual Savings Cunmulative
Savings from (In millions of dollars) Five-Year
CBOQ Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 880 910 880 890 910 4,450
Outlays 800 860 870 890 900 4,300

The Title I program of Public Law 480, the Food for Peace program,
provides low-cost loans to developing countries for the purchase of
commodities designated by the Secretary of Agriculture to be in excess
of U.S. commercial export goals. Loan repayments by developing coun-
tries can be stretched over 40 years with low interest rates (averaging
2 percent to 3 percent). This Title I program has been used to achieve a
variety of objectives: to assist foreign countries in their economic devel-
opment; to serve U.S. foreign policy; and to expand markets for U.S.
agricultural products abroad. Emergency assistance to countries fac-
ing short-term food shortages is not included in this option.

Under the Title I program, loans are made to subsidize the pur-
chase of specified U.S. agricultural products by foreign governments.
These subsidies typically average 70 percent of the free market price.
Recipient governments sell these commodities on their domestic mar-
kets. The proceeds from these sales may then be used for development
projects or for any other government expenditures within the recipient
country.

Since the 1960s, the importance of food aid has declined, both as a
portion of total economic assistance to developing nations and as a
share of total U.S. agricultural exports. The marketing of some food
commodities, most notably wheat and wheat flour, still relies signifi-
cantly on food aid programs. Both the intent and the effect of U.S. food
aid have been criticized. Some developing countries complain that
Title I sales are not true food aid, since most of the loan must eventu-
ally be repaid. The effectiveness of the Title I food aid sales for eco-
nomic development is also questionable. Food aid can depress prices
for local farmers and become a disincentive to production. At the same
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time, subsidizing the purchase of food exports makes less sense from
the U.S. standpoint when food stocks are low, as they are now, espe-
cially the main crop in this program, wheat. Also, many argue that a
sizable portion of Title I sales is made at the expense of commercial
sales that would have taken place in the absence of this program.

Support for the Title I program is based on the argument that it is
being used increasingly and, in some cases, effectively despite its flaws
to promote economic development in recipient countries. Moreover,
food aid sales remain one of the few really flexible policy tools for quick
response to changing international political conditions. In addition,
food aid (from all sources) continues to represent over 40 percent of all
food imports by low-income developing countries. Cutting off any kind
of food aid would represent a severe hardship to people in developing
countries who depend on it for subsistence.

This option would eliminate the Title I program with a consequent
savings of $800 million in outlays in 1990 and $4.3 billion through
1995. These savings assume that the prices of agricultural commodi-
ties in the program do not change. This option could also affect other
agricultural programs, depending on the extent to which new commer-
cial sales replace formerly subsidized sales. To the degree that this
option decreases total demand for food commodities, market prices may
be lower and government support payments may be higher than would
otherwise be the case. The Secretary of Agriculture may counteract
this effect through administrative action, however, by decreasing the
supply of land available for food production. This action would in-
crease the price of agricultural commodities and, if properly calibrated,
return prices and program costs to their previous levels.
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NDD-02 ELIMINATE THE EXPORT-IMPORT BANK
Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Outlays 100 220 280 270 260 1,150

The Export-Import Bank of the United States (Eximbank) attempts to
increase U.S. exports by providing credit to foreign purchasers of U.S.-
manufactured products. Eximbank has three main programs: loans
that offer subsidized interest rates; loan guarantees that encourage
commercial banks to provide loans to foreigners by reducing the risk
inherent in export financing; and medium-term insurance. Recently,
the Congress has provided Eximbank with $100 million in grant aid to
be reserved for countries that use Eximbank programs to purchase
U.S. merchandise. Eliminating Eximbank and thus the new aid pro-
gram would save $100 million in 1991 and $1.2 billion over the five-
year period.

Support for Eximbank programs is commonly based on three per-
ceived benefits. First, Eximbank credit programs offset similar export
subsidy programs offered by other industrialized nations to their
exporters. Second, Eximbank credit programs allow U.S. high-tech-
nology manufacturing firms to maintain high rates of output and
hence enjoy economies of scale. Third, the exports stimulated by Exim-
bank programs create domestic manufacturing jobs.

These benefits of Eximbank programs, however, are subject to sub-
stantial qualification. First, much of the export credit aid is given for
exports that do not face subsidized competition, and no subsidy test
exists for either the loan guarantee or the insurance programs.
Second, Eximbank has focused considerable effort on markets where
U.S. producers have a substantial backlog--notably, passenger jets. (In
1987, airplane-related credit accounted for three-quarters of loan guar-
antees.) Economies of scale may not be threatened in these markets,
nor are subsidies needed when large backlogs exist. Third, Eximbank
credit programs are an inefficient way to create jobs because so much of
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the credit subsidy goes to foreigners. Direct subsidies to U.S. manufac-
turing would be more cost effective.

The effect of Eximbank programs on export volume raises further
questions. Export flows are largely determined by factors beyond the
control of Eximbank--that is, loan interest rates and currency ex-
change rates. The percentage of U.S. exports funded by Eximbank is
small, and the percentage of U.S. exports actually dependent on Exim-
bank is smaller still. U.S. negotiators are currently attempting to re-
move development aid and other economic distortions from world
trade. Providing such aid only serves to undercut the trade position of
the United States.

Ending Eximbank and its related aid programs would affect less
developed countries and newly industrializing countries dispropor-
tionately. Most of Eximbank credit goes to countries other than Euro-
pean nations and Japan. In some cases, private sources of financing
may not meet the credit needs of the countries purchasing U.S. prod-
ucts for their industrial development plans.
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NDD-03 CANCEL THE NASA INTERNATIONAL
SPACE STATION PROGRAM

Annual Savings Cumulative
(In millions of dollars) Five-Year

1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 1,800 1,900 1,950 2,050 2,150 9,850
Outlays 900 1,500 1,850 2,000 2,050 8,300

Savings from Administration’s Request

Budget Authority 2,450 2,900 3,050 2,850 2,550 13,800
Outlays 1,250 2,200 2,750 2,900 2,750 11,850

The National Aeronautics and Space Administration (NASA) is set to
begin construction of an international space station. The Administra-
tion is committed to a $13 billion (in 1984 dollars) ceiling on the
development cost of the facility. The National Research Council (NRC)
has estimated that the total cost of the program, including transporta-
tion and operations, could be as high as $25 billion (in 1984 dollars). In
1990 dollar terms, NASA'’s cost estimate for development is $15 billion;
the NRC cost estimate for the total program is $29 billion. The perma-
nently manned station is to be operational sometime before the year
2000. NASA contends that the space station will provide an infra-
structure to support scientific and commercial activity as well as a de-
parture point for future manned and unmanned exploration of the
solar system. In 1990, the Congress increased funding for the space
station from $900 million to $1.8 billion.

Since 1985, the Congress has provided the space station with $2.8
billion in budget authority. Canceling the current space station pro-
gram without initiating an alternative could save as much as $9.9 bil-
lion in budget authority in the 1991-1995 period, relative to the CBO
baseline. The actual costs of proceeding with the space station pro-
gram, however, would be greater than the amount in the CBO base-
line. NASA has indicated that in order to complete the project on
schedule, it will require funding levels of $2.5 billion for 1991 and $2.9
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billion for 1992. Therefore, canceling the space station would save
roughly $13.8 billion in budget authority and $11.9 billion in outlays,
relative to current estimates of the program costs from 1991 through
1995.

An alternative to cancellation would be to proceed with a more
modest program, using shuttle spacelab flights and intermittently
manned and unmanned facilities rather than a permanently manned
facility. These activities could be accommodated within or below the
current CBO baseline. Restricted manned space activity of this type
could provide a foundation in the 1990s for a more modest overall
NASA program, which would not require increases in the agency's
funding level above the CBO baseline from 1991 through 1995,

Advocates of canceling the space station point out that many of the
traditional objectives of U.S. space policy will not be served by the
current program. No significant national security purpose will be
served, as the Department of Defense has expressed very limited inter-
est in using the NASA station. Many civilian scientific goals could be
met earlier, and at a lower cost, with a more modest program. Some
scientists argue that the space station will absorb funds that would be
better spent on space science and exploration, where the known re-
turns are greater. President Bush’s proposal to set the course in space
policy--toward a lunar base around the turn of the century and a
manned flight to Mars sometime after 2010--included an endorsement
of the current space station program. Yet the announcement revived
debate in the policy community, not only about the usefulness of the
current design of the space station for this purpose, but also about the
difficulty of meeting the many requirements NASA claims its current
design would fulfill.

The arguments for the current space station program emphasize
its possibilities, both known and unknown, and U.S. commitments to
cooperating countries. Manned exploration of the solar system re-
quires the type of long-duration flight provided by the current pro-
gram. More modest alternatives do not. The prospects for research on
materials and, ultimately, manufacturing may be sufficient to justify
continuing the program at some level. Advocates further contend that
other significant uses for a space station will be discovered after it is
operational. If the United States were to cancel the current program, it
would renege on agreements recently signed with European nations,
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Japan, and Canada. If the United States were to withdraw from these
agreements, its partners could choose to continue a space station effort
of their own or to increase cooperation with the Soviet Union.
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NDD-04 POSTPONE NEW SPACECRAFT DEVELOPMENT
PROJECTS IN ONE OF THE MAJOR NASA
PROGRAM AREAS FOR SPACE SCIENCE
AND APPLICATIONS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBOBaseline 1991 1992 1993 1994 1995 Savings
Budget Authority 100 140 230 260 270 1,000
Qutlays 50 100 170 220 250 790

The National Aeronautics and Space Administration’s (NASA’s) space
science and applications program is currently funded at $2 billion for
eight program areas. Three program areas--physics and astronomy,
planetary exploration, and environmental observation--accounted for
85 percent of 1990 funding. Each of these areas includes development
funding to plan and build new spacecraft, and operations funding to
support the flights of existing spacecraft and analyze their data. If new
activities in only one of the three program areas were postponed,
NASA could save $1 billion in budget authority and $790 million in
resulting outlays over the 1991-1995 period. To realize these savings,
NASA would have to cancel or postpone one of the following programs:
the Advanced X-ray Astrophysics Facility (AXAF) in the physics and
astronomy area, the Comet Rendezvous Asteroid Flyby/Cassini mis-
sion in the planetary exploration area, or the Earth Observation Sys-
tem (EQS) in the environmental observation area.

Postponing major new spacecraft development in any of these
areas would not prevent scientific work from continuing. In fact, the
public purpose of gaining scientific knowledge may be better served by
allowing intensified efforts in the program areas where new spacecraft
development continues. In the physics and astronomy area, existing
ground facilities and the launch of two orbiting observatories in the
next several years will provide the scientific community with new
data, even if two additional planned orbiting observatories (the Ad-
vanced X-ray Astrophysics Facility and the Space Infrared Telescope
Facility) are postponed. In the environmental observation area, multi-



CHAPTER V NONDEFENSE DISCRETIONARY SPENDING 223

ple sources of new data will be available regardless of whether new
spacecraft are developed and launched over the next five years. In the
planetary exploration area, although obtaining samples from other
bodies orbiting the sun would require new missions, data from com-
pleted missions and those likely to be operating in the near future will
be available to planetary scientists.

Significant reductions in one space science program ares, rather
than smaller reductions across all programs, would concentrate re-
sources in the areas not cut. This reduction strategy would avoid ex-
tending projects in many areas with no near-term results. An ag-
gressive pursuit of international cooperation in the area chosen for cut-
backs could also decrease scientific losses.

The cost of postponing new spacecraft development in a major pro-
gram area would be incurred both immediately and in the long term.
Immediately, U.S. prestige would fall in the area where new develop-
ment projects were postponed, and the prestige of other countries
would rise in this area of space science. In the long term, cutbacks
might also discourage the entry of new scientific and engineering
talent into the fields where cuts were made, leaving the U.S. per-
manently behind.
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NDD-05 CANCEL NASA RESEARCH AND TECHNOLOGY
PROGRAMS FOR THE MOON/MARS INITIATIVE

Annual Savings Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 65 70 70 75 75 360
Outlays 35 65 70 70 75 320

Savings from Administration’s Request

Budget Authority 280 670 900 1,300 1,850 5,000
Outlays 150 470 760 1,100 1,550 4,050

The National Aeronautics and Space Administration (NASA) proposes
to expand research and technology development programs, which aim
to establish a U.S. base on the Moon around the turn of the century and
to carry out a manned mission to Mars after 2010. The Administra-
tion’s 1991 budget request includes significant new funding above the
CBO baseline for the Moon/Mars initiative. Not expanding the
nation’s space program in this direction could yield five-year savings of
$5.0 billion in budget authority and $4.1 billion in resulting outlays
over the 1991-1995 period, relative to the Administration’s request.
Savings relative to the CBO baseline would be $360 million in budget
authority and $320 million in resulting outlays over the same period.

Human exploration of the solar system is a long-standing goal of
space enthusiasts and, implicitly, of the NASA program. Since the
earliest days of the U.S. space program, its supporters have foreseen
progress toward manned spaceflight from Earth’s orbit to the Moon
and interplanetary space travel to Mars. Presidential commissions in
1969 and 1986 refined the basic goal and recommended that the nation
proceed with these objectives. Finally, in 1989, President Bush en-
dorsed a program that would establish a base on the Moon around the
year 2000 and send a manned mission to Mars sometime after 2010.
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The main disadvantage of proceeding with this program is the
cost. Preliminary estimates from NASA indicate that, in order to ac-
commodate this initiative, the agency’s annual budget might triple in
real terms by the turn of the century. The entire Moon/Mars initiative
is estimated to cost as much as $400 billion. Even if radical and less
expensive options were available, the benefits of returning to the Moon
or visiting Mars for the first time are both controversial and difficult to
quantify.

Many of the subsidiary benefits of the Moon/Mars initiative could
be more certainly and less expensively realized by pursuing alterna-
tive federal science programs. Within the space science program itself,
alternatives could be pursued that are far less costly yet are as pro-
ductive. In a broader context, equivalent federal spending on a variety
of science and technology areas would have many of the same bene-
ficial effects on technology, education, and the competitive strength of
U.S. industry asseciated with manned exploration of the solar system.
In the presence of technical uncertainty, the expected return from a
more diversified national science portfolio would arguably be even
greater than that expected for a narrower focus on human exploration
of the solar system.

Successful human exploration of the solar system, however, could
offer some unique benefits. Such an enterprise would offer the Ameri-
can people a tangible symbol of national achievement. An aggressive,
manned spaceflight program may be particularly effective in attract-
ing young people to careers in science and technology. Finally, the
technical assets of the United States may be better suited to the
manned exploration of the solar system than to other science and tech-
nology options.
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NDD-06 SUSPEND CONSTRUCTION OF THE
SUPERCONDUCTING SUPER COLLIDER
FOR TWO YEARS

Annual Savings Cumulative
{In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority 130 140 -10 -10 0 250
Outlays 80 120 50 10 -10 250

Savings from Administration’s Request

Budget Authority 170 430 200 =70 -50 680
QOutlays 100 310 260 60 -50 680

In fiscal year 1990 the Superconducting Super Collider (SSC), whose
total costs were then estimated to be $5.9 billion, received $218 million
in budget authority. The SSC is the latest generation of particle ac-
celerators designed to investigate the nature of matter and the origins
of the universe through physics research. Of the $218 million avail-
able, $30 million was for research and development (R&D) and $129
million for construction, making this the first year the Congress has
provided the SSC with funding for construction. Since the Congress
provided those funds, the Department of Energy’s (DOE’s) report from
the SSC Collider Dipole Review Panel has begun to circulate. The re-
port criticizes the current state of the SSC’s dipole magnet design, im-
plicitly raising questions about the wisdom of beginning construction.
Suspending construction for two years, while a strong magnet R&D
and design effort is mounted, would save $100 million in 1991 and
$680 million over the five-year period, relative to the Administration’s
budget request. Savings relative to the CBO baseline would be only
$250 million because the Congress has not yet begun to appropriate
the high funding levels this project will require during the peak years
of its construction.

Despite continuing assertions by the DOE that only fine-tuning
remains on the overall magnet design, the DOE review panel found
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that the superconducting magnets could not provide the necessary
operating margin, as currently designed, to ensure that the SSC would
function as expected. Despite years of effort, magnet strength seems to
have reached a plateau below that needed to produce reliably the de-
sired measure of collision energy. The review panel reported that the
current “magnets are not satisfactory for operation. . .and therefore the
magnet design cannot be considered completed at this time.” The re-
view panel called for a “strong magnet R&D effort,” including the con-
sideration of design changes that would probably lead to a two-year
delay in production. The follow-up advisory panel is recommending
design changes to correct the magnet and other design deficiencies that
could add more than $1 billion to project costs. Between these changes
and separate revisions in the cost estimates for other parts of the proj-
ect, total costs are expected to rise by between $1 billion and $2 billion.

DOE and some members of the review panel believe that, if proper-
ly done, changes in magnet design need not cause substantial delay in
production. Even so, allowing more time for the DOE’s magnet R&D
program might be well advised. Construction began on a previous ac-
celerator before the magnet problems were solved, leading to cancella-
tion of the project after $224 million had been spent.

Alternatively, the Congress could cancel the SSC. The funding
already in this project is still quite modest ($423 million), relative to
the total investment. The report on the magnets’ performance raises
more questions about proceeding with the SSC. Furthermore, techni-
cal risks surrounding less expensive alternatives to the SSC, notably
an electron-positron collider, have been substantially reduced during
the last year. The Stanford Linear Collider operated successfully and
proved that this new type of particle accelerator could perform the
“next step” experiments. Canceling the SSC would save $190 million
in 1991 and $2.1 billion over the five-year period, relative to the Ad-
ministration’s budget request.
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NDD-07 REDUCE SUBSIDIES PROVIDED BY THE
RURAL ELECTRIFICATION ADMINISTRATION

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 480 510 540 570 580 2,700
Outlays 70 190 330 430 500 1,500

The Rural Electrification Administration (REA), an agency within the
Department of Agriculture, provides financial assistance to rural elec-
tric and telephone cooperatives. In 1973, the Congress set up the Rural
Electrification and Telephone Revolving Fund (RETRF) to provide
direct loans to rural utility cooperatives, at an interest rate of 5 per-
cent, and to authorize the REA to guarantee loans made to coopera-
tives by other lenders. In 1989, the REA provided $836 million in
direct loans and $40 million in loan guarantees. When the RETRF was
created, the 5 percent rate on REA direct loans was about one per-
centage point below the long-term Treasury borrowing rate then pre-
vailing. Since then, the gap has widened between the 5 percent rate
paid by the cooperatives and the interest rate paid by the REA to fi-
nance the direct loans. Although this interest-rate differential has
decreased since its widest margin of ten percentage points in 1984, the
gap still remains at more than three percentage points today.

Because the RETRF’s expenses have consistently exceeded its loan
repayment receipts, the RETRF must borrow funds from the Federal
Financing Bank (FFB) at a rate equal to the long-term Treasury rate,
plus one-eighth of 1 percent. The Treasury rate is projected at 8 per-
cent in 1990. The federal government incurs large budgetary costs
from REA lending activities because of the interest-rate subsidy REA
borrowers have been provided over the years and because of a few large
loan defaults. The Congress has appropriated about $1 billion to the
RETREF over the last five years to cover some of these costs. To achieve
budgetary savings, this option would lower the levels of REA lending
set by the Congress, raise the interest rate on REA direct loans, and
charge a fee on new loan guarantees that would partially offset the
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administrative costs of the program and the costs incurred from loan
defaults.

Lowering REA lending levels, particularly for direct loans, would
produce the largest budgetary savings. (Demand has been low for new
loan guarantees because few new power generation plants, for which
the guarantees are used, are being built or planned.) If the Congress
reduced the minimum requirements for new REA direct loans to 50
percent of the 1990 loan level of $861 million, REA outlays would fall
by about $60 million in 1991 and by about $1.3 billion over the 1991-
1995 period. If the REA targeted its direct loans toward cooperatives
most in need of federal financial assistance, the effect of reducing
REA's lending levels might be small and more equitable.

If new direct loan levels are cut to $430 million in 1991, raising
their interest rate to equal the Treasury rate would not generate much
additional income for the RETRF during the next decade because the
gap between current and future Treasury interest rates and the REA’s
5 percent interest charge is expected to be small. This additional in-
come would amount to about $220 million over the 1991-1995 period
and would continue to grow in the future. This income would also
make the RETRF less dependent on appropriations and future borrow-
ing from the FFB. In addition, charging a fee of 1 percent on the full
amount of new loan guarantees would raise roughly $35 million over
the 1991-1995 period. Carrying out this option--that is, increasing
REA’s interest rate to equal the Treasury rate, decreasing the levels of
REA direct loan obligations by about 50 percent, and charging the 1
percent fee on new loan guarantees--would reduce REA program out-
lays by about $1.5 billion over the 1991-1995 period.

The REA has largely fulfilled its original goal of making electric
and telephone service available in rural communities. Many coopera-
tives, however, still depend on the low-interest REA loans to expand
and maintain viable electric services to rural communities. Increasing
the interest charges or reducing the amount of REA loans provided to
these cooperatives would raise the utility bills of their customers, af-
fecting in particular the more rural, less densely populated regions.
Raising the REA interest rate would have little effect on the rates of
most cooperatives, however, as interest charges account for only a
small percentage of the average ratepayer’s bill. Furthermore, re-
ducing the level of REA direct loans could decrease federal subsidies to
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financially sound cooperatives that are capable of obtaining private
financing, while still providing federal financing to the more unsound
cooperatives that would have to pay significantly higher rates for
privately financed loans.
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NDD-08 REFORM DEBT REPAYMENT POLICY FOR
POWER MARKETING ADMINISTRATIONS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority b 140 90 110 160 450
Qutlays 5 350 290 280 270 1,200

Federal power marketing administrations (PMAs) include the Alaska
Power Administration, the Bonneville Power Administration, the
Southeastern Power Administration, the Southwestern Power Admin-
istration, and the Western Area Power Administration. These PMAs
sell electricity at wholesale rates from hydroelectric generating plants
owned and operated by the federal government. Capital investments
for these hydroelectric power and irrigation facilities are financed by
federally appropriated funds, which must be repaid at interest rates
ranging from O percent to 16 percent, averaging about 3 percent. The
outstanding debt obligations of these PMAs to the federal government
totaled about $13.7 billion at the end of fiscal year 1988.

By law, the PMAs must use income from electricity sales to cover
all operating costs and must repay all federal investments within a
“reasonable period,” nominally 50 years, though not at a set rate or on
a fixed timetable. Department of Energy policies currently allow the
PMAs to determine their own schedules for repaying the principal por-
tion of their outstanding debt. In some cases, the principal payments
on the federal loans are being deferred until the end of the asset lives of
the capital investments. Since the Treasury is not receiving any regu-
lar repayments on the loan principal--only interest costs--the amount
of deferred loan repayments increases the federal budget deficit.

Requiring the PMAs to repay all federal appropriations on fixed
repayment schedules over the lifetime of these projects would increase
Treasury revenues and thus lower federal outlays by about $1.2 billion
over the 1991-1995 period. (Such receipts enter the budget as offsets to
outlays.) The resulting increase in principal repayments could in-
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crease electricity rates for wholesale customers in certain service
areas.

Although the PMAs have strengthened regional industrial bases
by providing electricity, the prices they charge for electricity may not
fully reflect the actual cost of delivery. A disadvantage of the below-
market rates and unregulated repayment schedules is that they may
represent an inequitable subsidy to certain regions. This cost is borne
by all taxpayers. Requiring the PMAs to repay their federal debt obli-
gations on fixed repayment schedules might not disrupt local economic
activity, since electricity prices in areas served by the power agencies
would still remain below the national average. Enforcing a strict debt
repayment schedule, however, could translate intoe higher product
prices and lower market shares for some industries, such as the alumi-
num industry in the Pacific Northwest.
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NDD-09 ELIMINATE FURTHER FUNDING FOR THE
CLEAN COAL TECHNOLOGY PROGRAM

Annual Savings Cumaulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 600 600 620 650 680 3,150
QOutlays b 35 160 340 490 1,050

The Clean Coal Technology Program (CCTP) was created in 1984 to
assist private industry, especially the electric utility sector, in devel-
oping commercial technologies that would use coal in environmentally
sound ways. The technologies developed under the CCTP are intended
primarily to reduce the emissions of sulfur dioxide (SOg2) and nitrogen
oxides (NOy) from coal combustion. These emissions are suspected to
cause acid rain. The Department of Energy (DOE) will spend nearly
$400 million to fund and administer the projects in “round one.” Selec-
tion of these projects began in July 1986. In September 1988, DOE an-
nounced the preliminary selection of the “round two” projects, totaling
almost $538 million. Preliminary selection of “round three” projects
was in December 1989 and totaled $540 million. Completing these
projects, but rescinding the $600 million advance appropriation for
1991 and 1992 and eliminating future project funding, could save
about $1 billion in projected outlays over the 1991-1995 period.

Opponents of CCTP argue that the private sector is fully capable of
sponsoring commercial research on combustion and pollution abate-
ment equipment. For example, the Electric Power Research Institute
directs a variety of projects involving clean coal technologies. In addi-
tion, several states concerned about the long-term outlook for their
high-sulfur coal industries support research on coal cleaning, emission
controls, and combustion technology. Federal CCTP support, which is
approximately 60 percent of project costs, may not be necessary to
stimulate research on technologies with potentially high commercial
appeal.
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This argument is particularly true for one set of CCTP activities--
those involving repowering technologies. Repowering projects adapt
advanced combustion technologies to older plants, thereby increasing
their efficiency, capacity, and expected lifetimes, while controlling
emissions to very low levels. To the extent that electricity demand
grows and repowering technologies improve through private or state-
sponsored research, utilities may increasingly turn to repowering
existing coal-fired sources. The extent to which CCTP results in the
development and adoption of new repowering technologies depends
also on the outcome of the current Clean Air Act debate. Legislative
acid rain controls that are poorly timed to developments in clean coal
technology create little incentive for industry to develop new repower-
ing technologies or for utilities to apply new technologies as they be-
come available.

The commercial market for the second category of CCTP projects
(improved retrofit equipment) also depends on the enactment of
legislative acid rain controls. Installed solely for emission abatement,
retrofit equipment is unnecessary under most current state regula-
tions governing the SO2 and NOy emissions from older power plants.
Uncertainty over the eventual form and extent of possible federal
legislation reduces private incentives for innovation. If no acid rain
controls are enacted, then retrofit technologies may have little com-
mercial appeal. If controls are legislatively mandated, however, then
the market for appropriate technologies will be known, reducing the
justification for federal support.

Finally, although CCTP technologies, especially repowering, may
marginally increase the amount of usable energy derived from coal,
the long-term CCTP policy aims to expand the use of coal. Such a poli-
¢y may run counter to proposed federal programs to reduce the emis-
sions of carbon dioxide from fossil fuel combustion, given concern over
the possibility that continued coal use may contribute to long-term
global warming (see REV-33).

Alternatively, the importance of CCTP also depends on the role
that coal plays in national energy policy. In the absence of acid rain
legislation, CCTP funding could hasten the deployment of cleaner
technologies that will provide environmental benefits and, if acid rain
controls are mandated, could alleviate some of the adverse economic
impacts on electric utilities, electric ratepayers, and coal miners.
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NDD-10 CHANGE REVENUE-SHARING FORMULA FROM
A GROSS TO A NET RECEIPT BASIS FOR
COMMERCIAL ACTIVITY ON FEDERAL LANDS

Annual Savings Cumulative
Savings from (In millions of dollars} Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 250 240 240 240 240 1,200
Qutlays 180 230 240 240 240 1,150

The federal government owns over 700 million acres of public lands--
nearly one-third of total U.S. land. These public lands contain a rich
supply of renewable and nonrenewable natural resources, such as
timber, forage for livestock, oil and natural gas, coal, and many non-
fuel minerals. Private interests are allowed access to much of this land
to develop the resources found there and, generally, pay fees to the
federal government based on the commercial returns from this ac-
tivity. In many cases, the federal government allots a percentage of
these receipts to the states and counties in which the resources are
found as compensation for lost tax revenues from the federal lands in
their boundaries. The government does this based on gross receipts--
that is, on receipts not including federal program costs. Providing fed-
eral sharing of receipts on a gross rather than on a net basis causes, in
some cases, federal program costs to exceed the government’s share of
receipts. This revenue-sharing formula may encourage overuse of
national resources.

By law, the U.S. Forest Service allots 25 percent of its gross re-
ceipts from commercial activities in the national forests--including
timber sales, grazing fees, and receipts from mining of “common
variety” materials, such as sand, gravel, limestone, and cement--to the
respective states and localities. The Bureau of Land Management
must allot 4 percent of its timber receipts, about 12.5 percent of its
grazing fees, 4 percent of its mining fees from common variety
materials, and 50 percent of its onshore oil, gas, and other mineral
receipts to the states. (On certain federal lands, called the Oregon and
California grant lands, gross federal receipts from all commercial

25646 0 - 90 -9 : QL 3
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activities, primarily timber sales, are shared with the states and coun-
ties on a 50/50 basis.)

Federal savings would be substantial if the Congress required
these agencies to deduct their program costs from their gross receipts
before making payments to the states. The regional jurisdictions
would continue to receive the same allotted percentage of net federal
receipts and would accrue receipt shares totaling about $550 million in
1991. Certain federal costs would increase, however, under the federal
Payment in Lieu of Taxes (PILT) program, which was established in
1976 to offset the effects of nontaxable federal lands on the budgets of
local governments. These PILT payments to the states are partially re-
duced by the amount of revenue-sharing payments from federal agen-
cies. These costs have been netted out of the projected savings. Basing
the revenue-sharing formula on net rather than gross receipts would
reduce net federal outlays by $1.2 billion over the 1991-1995 period.

Deducting costs from federal receipts for commercial activities on
public lands before making payments to local governments would prob-
ably reduce uneconomic commercial uses on these lands. Many local
areas that depend for jobs and revenue on the federal programs asso-
ciated with these activities, particularly the federal timber sales pro-
grams, might be hurt economically. To help mitigate this hardship,
the federal agencies could switch gradually to the net receipt basis over
a period of several years and could promote other uses such as tourism
and recreation on these public lands.
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NDD-11 IMPROVE PRICING FOR COMMERCIAL AND
RECREATIONAL USES OF PUBLIC LANDS
Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Hardrock Mining Claims
Budget Authority 0 75 75 75 75 300
Outlays 0 75 75 75 75 . 300
Grazing Fees
Budget Authority 20 20 20 20 20 100
Outlays 20 20 20 20 20 100
Timber Sales from National Forests
Budget Authority 40 45 50 50 50 240
Outlays 30 40 50 50 50 220
Federal Water Sales
Budget Authority 15 15 15 15 15 75
Qutlays 15 15 15 15 15 75
Recreation Fees

Budget Authority 150 150 160 160 180 800
Outlays 150 150 160 160 180 800

The federal government owns and manages over 700 million acres of
land in the United States. These lands have a wide range of uses,
including mining, grazing, timber harvesting, and varied recreational

activities.

For most commercial and some recreational uses, the

government receives compensation in the form of fees, royalties, and
bonuses. Disadvantages of several of these compensation schemes are
that a fair return to the government may not be provided and that
underpricing may lead to overuse. Better pricing could increase fed-
eral receipts and limit commercial and recreational activity to more
economically justified levels.
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Hardrock Mining Claims

Private access to public domain lands for hardrock mining (for exam-
ple, the mining of gold, copper, and molybdenum) is controlled by the
Bureau of Land Management (BLM). Under the Mining Law of 1872,
the discovery of a “valuable mineral deposit” and the staking of a min-
ing claim gives a prospector the right to mine and sell public domain
minerals without paying fees or royalties to the federal government.
The only condition is an annual expenditure of $100--a “diligence
requirement”--to develop the claim. Moreover, under current provi-
sions, public hardrock mining lands can be patented and allowed to
pass into private hands for a nominal fee of $2.50 to $5.00 an acre and,
it is argued, without a thorough assessment of their alternative uses.
S. 1126, a bill that has been referred to the Senate Energy Committee,
would impose an annual fee of $100 and charge a federal royalty of 8

percent of the gross value of hardrock minerals extracted on patented
land.

While the budgetary effects of this bill have not been evaluated,
the savings from several changes in the current mining law have been
estimated. The current annual fee proposed in S. 1126 could be in-
creased from $100 to $1,000 (roughly the equivalent of the diligence
requirement of $100 imposed in 1872). This fee would be paid directly
to the U.S. Treasury beginning two years after a claim is staked. The
patenting provision could also be revoked to prevent a rush of patent
applications, which may occur under an imposed annual fee, although
this revocation might raise certain legal questions. These amend-
ments would free public lands of inactive claims and would raise an
estimated $75 million annually, beginning in 1992. This revenue
would partially compensate the federal government for the value of the
minerals extracted and the cost of reclaiming abandoned sites.

Opposition to these amendments stems from arguments that any
change in the current law reducing the prospector’s expected return
would significantly decrease overall prospecting, including that for
strategic minerals important to national security. While a $1,000
yearly fee would probably reduce prospecting and possibly some cur-
rent mining, these effects might be somewhat offset by clearing inac-
tive claims and opening up land formerly closed to hardrock mining.
In S. 1126, a production royalty is proposed as a way for the govern-
ment to extract a fair share of the rents from mining on federal land. A
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royalty system would be administratively expensive, however, since
the BLM would have to estimate ore content and processing costs for
approximately 150,000 active claims.

Grazing Fees

The Forest Service (FS) and the BLM administer livestock grazing on
approximately 307 million acres of public rangelands. These lands can
provide ranchers with over 21 million animal unit months (AUM) of
grazing each year. A 1986 study by the F'S and the BLM estimated the
market value of forage in six western regions to be between $6.10 and
$11.10 per AUM (in 1988 dollars). The BLM and FS spend, on average,
$2.50 per AUM to manage these rangelands. In contrast, the 1989 per-
mit fee was $1.86 per AUM under the fee formula established by the
Congress. Thus, the current fee structure represents a large subsidy
for a relatively small group of ranchers.

Various bills have been introduced in the Congress recently to in-
crease the fee charged for grazing. These bills would either adjust the
indices used in setting the fee to reflect livestock markets and leasing
rates for private rangeland or replace the existing fee structure with a
new modified market value. The increase in federal receipts resulting
from either of these measures depends on the degree to which ranchers
reduce the size of their grazing stock as a result of the increased fees.

The potential budgetary savings that would result under a revised
fee structure was estimated by inflating the 1966 base value of these
grazing lands. The base value of $1.23 per AUM used in the current
fee structure was inflated to $4.28, using the GNP deflator, and then
increased by a rate that reflects the fair market value of these lands.
Assuming a 20 percent to 50 percent decrease in total AUMs over the
1991-1995 period, the adjusted fee of $6.50 per AUM would raise about
$20 million in additional receipts in 1991 and $100 million over the
1991-1995 period. Currently, 50 percent of all grazing fees go into the
Range Betterment Fund. In estimating these savings, deposits to the
fund were capped at $30 million a year, roughly three times the cur-
rent level. This cap reflects an estimate of how much the fund could
spend, at least over the next several years.
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Increased fees for grazing on public lands may overstate the value
of public lands compared with private lands that may be in better
condition or have more favorable lease terms. In addition, low fees
may encourage permit holders to invest in range improvements and to
practice good stewardship over the land by grazing only at permitted
levels. A potential disadvantage of increased fees is that they would
cut ranchers’ profit margins and thus might encourage them to break
the grazing limits and forgo range improvements. Between 1979 and
1983, however, ranchers spent, on average, only $0.16 per AUM per
year for range improvements. Increased funding from the Range Bet-
terment Fund would offset any decrease in private range improve-
ments. Providing ranchers with longer-term leasing agreements, re-
gardless of their fee level, could promote efforts to minimize over-

grazing.

As an alternative to setting fees, grazing rights could be allocated
through a competitive bid process similar to the system used by the
Bureau of Indian Affairs. Disadvantages of this approach may be high
administrative costs and limited competition. In many cases, only the
owners of private lands adjacent to federal lease tracts would be will-
ing to bid for grazing rights. (Current law requires permit holders to
own a base property adjacent to the federal lease tracts.)

Timber Sales from National Forests

The Forest Service within the Department of Agriculture manages
federal timber sales from 119 national forests in the National Forest
System. Roughly 12 billion “board feet” of public timber, sold under
contract to private lumber companies, was harvested from the national
forests in 1989. This harvest is about 26 percent of total U.S. timber
production, providing about $1.4 billion in federal timber receipts. The
FS spent approximately $600 million on timber management, refores-
tation, timber road construction, and other timber program costs, re-
sulting in net federal timber receipts of $800 million.

In three of the nine regions in the National Forest System, how-
ever, annual cash receipts from federal timber sales consistently have
not covered annual cash expenditures of the FS in that region. These
so-called below-cost timber sale regions include the Rocky Mountain
Region, the Northeastern Region, and the Intermountain Region. On
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average, cash expenditures in these regions over the past decade have
exceeded cash receipts by a ratio of three to one. (Annual timber pro-
gram costs in these regions still exceed annual timber receipts, even if
F'S expenditures for timber road construction are excluded.) The FS
does not maintain the data to estimate annual timber receipts and
expenditures associated with individual timber sales; thus, the bud-
getary savings that could be achieved by phasing out all below-cost
timber sales in the National Forest System are hard to determine pre-
cisely. As an illustration of the potential savings, however, elimi-
nating all future timber sales from the three regions mentioned above
would reduce FS outlays by about $40 million to $110 million, in-
cluding savings in the timber road budget. Timber receipts would be
reduced by about $10 million to $60 million. Net savings in federal
budget outlays over the 1991-1995 period would be about $220 million.

Potential disadvantages of federal below-cost timber sales are that
they lead to an increase in the federal deficit, wasteful depletion of fed-
eral timber resources through uneconomic timber harvests, economi-
cally unwarranted destruction of roadless forests valued by many
recreational visitors; and government interference with private timber
markets.

One advantage of these sales, however, is that the FS timber pro-
gram generates benefits other than receipts to the federal government.
Among these is community stability in areas dependent on the federal
timber industry for logging and other jobs related to timber products.
The risk of economic hardship from eliminating the federal timber pro-
gram in these areas could be reduced by gradually lowering the level of
below-cost timber sales, by providing federal programs for job replace-
ment skills, and by encouraging greater development of other activi-
ties in the national forests, such as tourism and recreation.

Federal Water Sales

The Bureau of Reclamation (BOR) provides water resources from fed-
eral water projects for industrial and agricultural uses in the western
states as well as supplying municipal water systems. This water is
made available through long-term contracts with water district com-
missions that are composed of individual users. The prices for water
charged under these contracts are generally much lower than the
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economic value of the water. For many agricultural users, the water
charges rarely cover the federal costs associated with water projects.
Frequently, federal water is provided at less than its full costs for agri-
cultural commeodities, such as rice, that are subject to price-support
programs.

In recent years, the Congress has considered several reforms
aimed at reducing the subsidy to agricultural users of federal water
and at increasing receipts to the federal government. One reform
would require that farms of more than 960 acres be charged full costs
for federal irrigation water. (Current law contains this requirement
but is vague concerning the definition of a “farm” and, therefore, is
often circumvented. BOR is required, however, to investigate possible
abuses of the acreage limitation rule.) The other reform would allow
those who grow agricultural commodities that are in surplus to receive
only one of the federal subsidies currently provided: either the crop
price-support payments, or the water provided at federally subsidized
costs. While only addressing a portion of the federal subsidy to water
users, these two reforms illustrate the changes in the current system
that could increase federal receipts from water sales. Taken together,
the two proposals could lead to increased receipts of $75 million over
the 1991-1995 period.

Recreation Fees

All of the major federal landholding agencies allow recreational access
and provide some visitor services. These services range from main-
taining rough hiking trails to operating fully developed recreational
facilities, such as campsites and marinas. While entrance and user
fees are charged at some locations, these fees generally cover only a
small portion of the direct costs of providing visitor and recreational
services. For example, in 1990, the National Park Service will spend
an estimated $190 million out of an operating budget of $778 million
on visitor services and will recover only $56 million in fees. Requiring
land management agencies to charge fees to cover the direct costs of
vigitor and recreational services would shift the burden of those costs
to the beneficiaries of these services and would result in improved pric-
ing of public land use. Charging fees to cover the direct costs of visitor
and recreational services on National Park Service land would lower
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net federal costs by $150 million in 1991 and by $800 million over five
years.

Disadvantages of increased fees reflect the notion that the
national parks and public lands play an integral role in the history of
the United States and are the just benefits of the country’s heritage.
The social benefits of visits to the parks far exceed the government
costs. Thus, visits to public lands--especially visits by the elderly and
the poor--should be encouraged, not discouraged by increasing fees for
such use.

Under an increased fee structure, however, taxpayers would not
have to bear the costs of police protection and other forms of visitor
assistance that benefit only the users, though taxpayers may be will-
ing to pay some costs of maintaining public lands. Overcrowding at
many parks could also be partially alleviated through an appropriate
fee structure. Finally, visits by the poor and the elderly could be en-
couraged by free-access days or by the cross-subsidization of urban
parks, whereby fees collected at some parks would be used to offset the
costs of maintaining other parks that have lower or no fee charges.
Cross-subsidization of some parks may be necessary because multiple
access points, too few visitors, and deed restrictions would limit the
economic and technical feasibility of charging fees at each facility.
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NDD-12 INCREASE THE HARBOR MAINTENANCE TAX

Annual Added Revenues Cumulative
(In billions of dollars) Five-Year

1991 1992 1993 1994 1995 Addition

Addition to
CBOBaseline 02 0.3 0.3 0.4 04 1.6

NOTE: Estimates are net of reduced income and payroll tax revenues.

The Army Corps of Engineers now spends about $500 million per year
to maintain channel depths in harbors for more than 180 ports
nationwide. In 1990, the government will recover about 30 percent of
these expenses through a tax on the value of commercial cargo loaded
or unloaded at ports that are not part of the inland waterway system.
Raising the harbor maintenance tax from 0.04 percent to 0.12 percent
of the cargo’s value would lower the deficit by $0.2 billion in 1991 and
by $1.6 billion over the 1991-1995 period.

Two arguments have been made in favor of raising the harbor
maintenance tax. First, the Corps’ dredging activities provide a com-
mercial service to identifiable beneficiaries. Shippers save money both
through the lower unit costs of shipping on larger vessels and through
minimizing inland transport costs. Second, increasing the tax would
have little effect on economic activity. Average charges for port use
(which include, among other things, wharfage, dockage, and steve-
doring) would increase by less than 1 percent as a result of increasing
the tax.

Because the tax rate is the same at all ports, a higher rate would
increase the extent to which the more efficient, low-cost ports (where
operations and maintenance now cost less than one cent per ton of car-
go handled) subsidize the less efficient, high-cost ports (where opera-
tions and maintenance costs exceed $100 per ton of cargo}. This disad-
vantage could be mitigated if the tax structure were revised to make
taxes a function of costs.
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NDD-13 ELIMINATE FEDERAL GRANTS FOR
CONSTRUCTION OF WASTEWATER
TREATMENT PLANTS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
T S -, o -0
Budget Authority 2,050 2,150 2200 2,300 2,400 11,100
‘Outlays 180° 530 1,120 1590 1850 5,250

The Environmental Protection Agency (EPA) now offers grants to local
governments for meeting the requirements of the Clean Water Act.
These grants cover 55 percent of the construction costs for the waste-
water treatment plants that are needed. Funding for construction
grants will end after 1990. The EPA also provides “capitalization”
grants, as authorized by the Water Quality Act of 1987, to support
state revolving loan funds (SRF). Under the 1987 act, capitalization
grants will replace all funding for construction grants beginning in
1991. For each dollar in federal capitalization grants, a state contrib-
utes 20 cents to its SRF. States are required to use SRF monies pri-
marily to provide local governments with low-interest loans to pay for
the construction of these wastewater treatment facilities.

Under CBO baseline assumptions, federal support for the con-
struction of local wastewater treatment facilities is projected to con-
tinue at the 1990 appropriated level of $2.0 billion, adjusted for infla-
tion. For 1992 and beyond, this sum is above the amount authorized in
the Water Quality Act of 1987, If all funding were instead terminated
after 1990, the federal government would save approximately $180
million in 1991 and about $5.3 billion through 1995.

Support for such cuts is based partly on the fact that federal waste-
water treatment grants originally were intended to be temporary.
Support also rests on the argument that ending these grants before the
date required by current law would have little effect on water pollu-
tion. The grants have done little to stimulate spending on wastewater
treatment. In some cases, the grants have even encouraged inefficient
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decisions about treatment systems by state and local governments. In
particular:

o

Studies indicate that state and local governments reduce
their own wastewater treatment expenditures between 40
cents and 70 cents for every dollar that they receive from the
federal government. Thus, most of the federal grants have
replaced rather than supplemented state and local spending.

Prospects for federal grants have prompted some communi-
ties to wait until federal assistance was available (sometimes
for more than 10 years), rather than promptly correct known
pollution problems--thus delaying compliance with the Clean
Water Act.

Grants provided for construction, but not for operation and
maintenance, have reduced incentives for local governments
to find less capital-intensive and less costly alternatives for
controlling water pollution.

Opponents of such cuts note three effects. First, states and locali-
ties would find it more difficult to meet the wastewater treatment
deadlines in the Clean Water Act without the funding levels called for
by current law. Second, the capitalization grants may be more efficient
than the construction grants because states will have some ability to
tailor the terms of loans from their SRFs to the particular circum-
stances of each recipient. Third, the capitalization grants would assist
future wastewater control efforts by state and local governments.
Eliminating these grants would increase the financial burden that
states and local governments will bear in coping with future water
pollution problems.
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NDD-14 REDUCE FEDERAL SUPPORT FOR
AGRICULTURAL RESEARCH AND
EXTENSION ACTIVITIES

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budgst Authority 350 360 380 400 410 1,900
QOutlays 250 330 370 390 410 1,750

The U.S. Department of Agriculture (USDA) has three agencies that
conduct and support agricultural research and education. The Agricul-
tural Research Service (ARS), the internal research arm of the USDA,
operates at various locations throughout the country. The Cooperative
State Research Service (CSRS) provides support for research conducted
at land-grant universities and other eligible state institutions. The
USDA’s Extension Service (ES) informs farmers and other rural resi-
dents about farming methods and conducts a nutrition education pro-
gram aimed at low-income families. The 1990 appropriations for these
three USDA agencies totaled $1.3 billion. Reducing funding levels by
25 percent would save $1.7 billion in outlays over the 1991-1995
period.

One advantage of reducing support for the activities of these agen-
cies is that federal research often works at cross purposes with other
federal policies and programs. In addition, money spent on research
aimed at increasing agricultural productivity, when there is already
excess capacity in the sector, could be better spent elsewhere. Opposi-
tion to some types of research, such as those involving genetically engi-
neered organisms, is based on the belief that they pose unknown
threats and should not be funded. Furthermore, some applications of
research directly benefit groups that should either fund it themselves
or share more fully in its costs.

Reducing funding for ES activities would have a relatively minor
direct impact on farmers. For example, the Expanded Food and Nutri-
tion Education Program and money earmarked for urban gardening
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projects could be eliminated without harming the ES’s basic mission of
educating and assisting farmers.

Historically, research and extension activities have played impor-
tant roles in the development of an efficient farm sector. Reduced
funding could compromise the future development of the agriculture
sector and its competitiveness in world markets. In addition, signifi-
cant benefits from research acerue to U.S. consumers through an abun-
dant and relatively inexpensive food supply. In a recent report, the
Board on Agriculture of the National Research Council recommended
that funding for agricultural research be increased. The report stated
that more should be spent on research to maintain the competitive
position of U.S. agriculture in world markets; to develop more con-
venient and nutritious foods that contribute to human health and
well-being; and to create more environmentally sound farming prac-
tices to conserve or stop the degradation of water, air, and soil.
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NDD-15 INCLUDE FOREIGN DEPOSITS OF U.S. BANKS
IN THE FDIC INSURANCE BASE

Annual Savings Cumulative
Savings from {(In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 0 ] 0 0 0 0
Qutlays 300 320 320 320 320 1,580

Under current law, the Federal Deposit Insurance Corporation (FDIC)
annually assesses insured banks at the rate of 0.12 percent on a bank’s
average domestic deposit liability, minus certain exclusions and deduc-
tions. This rate will increase to 0.15 percent on January 1, 1991. The
FDIC, in turn, insures these deposits against default, up to $100,000
per account. Deposits at foreign branches of insured banks are neither
covered by the insurance nor charged premiums. Typically, such for-
eign deposits amount to about 13 percent to 18 percent of total bank
deposits. This option would amend current law to include deposits at
foreign branches of insured banks with respect to both insurance and
premiums.

An advantage of this option is that extending insurance coverage
to foreign deposits of U.S. banks would make explicit a policy that is
now implicit regarding free coverage of such deposits to these banks.
This implied coverage was stated by the Comptroller of the Currency,
among others, who in the wake of the Continental Illinois Bank rescue
said that the government would not allow big banks to fail. Since big
banks hold over 80 percent of the foreign deposits of U.S. banks, these
deposits are effectively insured. Big banks have a competitive advan-
tage in other ways. They now pay a lower insurance premium on their
total deposits (much of which are held in foreign branches) than do
smaller banks, which rely exclusively on domestic deposits. Some
analysts have argued that insuring such deposits would raise the ex-
posure of the FDIC to a prohibitive level, since it would add new poten-
tial liabilities rather than simply recognize existing implied coverage.
Moreover, increased premiums could reduce the overseas competitive-
ness of U.S. banks by increasing their costs.



250 REDUCING THE DEFICIT February 1990

The additional income that the FDIC would receive from assess-
ments on these deposits is uncertain. Deposits in foreign branches of
U.S. banks have varied considerably over the past decade. Some
analysts believe that banks may easily evade the fee by converting
deposits to financial instruments that would be exempt from the as-
sessment. FDIC collections under this option would increase by about
$300 million in fiscal year 1991 given three assumptions: that foreign
deposits grow at a rate comparable with that of recent years; that the
current statutory premium be maintained; and that the option be im-
plemented before January 1, 1991. Beyond that, increased assess-
ments could provide additional annual income to the FDIC of approxi-
mately $1.6 billion through 1995, depending on the rate of growth of
foreign deposits and other factors. In budgetary terms, these addi-
tional collections would reduce FDIC outlays in each year. The poten-
tial liability base could increase by as much as $350 billion (the ap-
proximate size of foreign deposits). Because the FDIC’s bank insur-
ance program operates through a revolving fund that is self-financed
and has a surplus cash balance, no immediate effect on budget auth-
ority would result.
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NDD-16 DISCONTINUE POSTAL SUBSIDIES FOR
NOT-FOR-PROFIT ORGANIZATIONS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 19924 1995 Savings
Budget Authority 350 370 380 400 410 1,900
Outlays 350 370 380 400 410 1,900

The Postal Reorganization Act of 1970, which replaced the federal Post
Office Department with the independent U.S. Postal Service, intended
that the mail system operate as a largely self-sufficient enterprise with
mail users paying the full costs of postal service. However, certain
bulk mailers--notably religious, educational, and other charitable
organizations, as well as state and national political committees--re-
ceive favored statutory treatment. These favored mailers pay reduced
postage rates that, on average, cover only about 70 percent of the costs
of service received. The taxpayer subsidizes the remaining costs
through annual federal payments made by the Congress, referred to as
revenue forgone appropriations. In 1989, the subsidy for not-for-profit
bulk mailers totaled about $365 million. More than $1.9 billion could
be saved through 1995 if such payments were discontinued and sub-
sidized postage rates were eliminated. Subsidies supporting reduced
rates for blind and otherwise handicapped persons, libraries, and
others could be continued.

Increasing rates for favored mailers would further the goal of
requiring mail users to pay for the costs of postal service. The overuse
of mail services that reduced rates engender might also be discouraged.
Such overuse causes households, especially those with higher incomes,
to receive more mail than they may want. The Philanthropic Advisory
Service, a branch of the Better Business Bureau that monitors the
activities of charitable organizations, reports frequent complaints from
citizens who have received multiple solicitations for support from the
same not-for-profit groups. Furthermore, the Advisory Service has
found that fundraising costs for some not-for-profit organizations con-
sume a very high percentage of the contributions received from these
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fundraising campaigns. (President Reagan repeatedly proposed virtu-
ally eliminating appropriations for reduced rates. The 1990 budget, for
example, proposed restricting eligibility for such rates and shifting to
other mailers the cost of the remaining subsidized rates. Proposals in
President Bush’s budget focus on restricting eligibility for subsidized
rates. If adopted, such restrictions could reduce mail appropriations by
an estimated $0.1 billion.)

While discontinuing reduced rates could cause financial difficul-
ties for some groups, the total subsidy represents only a small part of
federal assistance to not-for-profit organizations. In 1989, such organi-
zations received about $4 billion in federal grants. Support in the form
of tax deductions for charitable contributions cost the government,
through lower tax revenues, an additional $12 billion. Finally, subsi-
dized postage represents an additional burden on taxpayers who, be-
fore taxes, contributed about $87 billion to charitable organizations of
their choice in calendar year 1988,

Eliminating this postal subsidy could curb the flow of educa-
tional, cultural, charitable, and other public interest information. It
could also cause rates for not-for-profit organizations to increase by an
average of about 45 percent. (If the Congress reduces appropriations
below required levels, the Postal Service is required to increase post-
age rates paid by favored mailers.) Such rate hikes could pose finan-
cial difficulties for some organizations, especially those that depend
heavily on mail solicitation for fundraising. The burden on such or-
ganizations would be particularly heavy in light of upcoming general
rate hikes that affect all mailers.
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NDD-17 SCALE BACK THE
RURAL HOUSING LOAN PROGRAM

Annual Savings Cumulative
Savings from {In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Eliminate New Lending

Budget Authority 1,350 840 1,050 1,350 1,300 5,900
QOutlays 1,150 1,300 1,350 1,300 1,300 6,400

Reduce New Lending by 50 Percent

Budget Authority 680 670 670 670 660 3,350
Qutlays 570 660 670 660 660 3,200

Increase Borrowers’ Payments to 28 Percent of Income

Budget Authority 60 150 240 330 420 1,200
Outlays 60 150 240 330 420 1,200

The Section 502 housing program, administered by the Farmers Home
Administration (FmHA), provides mortgages to rural low-income bor-
rowers, many of whom live in areas with shortages of private mortgage
credit. The FmHA’s major cost for this program is the difference be-
tween the rates it pays to borrow to finance the program and the rates
borrowers pay to obtain the FmHA mortgages. The latter rates can be
as low as 1 percent. During 1989, more than 25,000 rural households
in the continental United States with adjusted incomes averaging
about $14,100 purchased single-family homes with loans at reduced
interest rates from the FmHA. The total value of all new Section 502
loans in 1989 was nearly $1.3 billion.

Through this program, eligible borrowers can purchase homes
generally by spending 20 percent of income on mortgage payments,
property taxes, and insurance throughout the full mortgage term, usu-
ally 33 years. (Eligible borrowers pay somewhat more than 20 percent
of income, if necessary, to amortize the loan at 1 percent.) Incomes are
recertified annually, and necessary adjustments in payments are
made. In contrast, about two-fifths of all low-income homeowners in
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both metropolitan and nonmetropolitan areas spent more than 30 per-
cent of income for housing in 1985.

The costs of this program could be cut by eliminating or reducing
new lending or by increasing borrowers’ payments.

Eliminate or Reduce New Lending by 50 Percent. If new lending under
the Section 502 program were eliminated, federal outlays would be
about $1.1 billion lower in 1991 and $6.4 billion lower over the 1991-
1995 period. Alternatively, if new lending were reduced by half, fed-
eral outlays would be reduced by $3.2 billion over the same period.

On the one hand, the current program may not be the best use of
scarce federal resources. The program makes payments, which are
sizable, to relatively few of the eligible households, thereby treating
them more generously than similar households that do not receive aid.
On the other hand, if either option were enacted, low-income rural
households in areas where the program currently operates would prob-
ably experience greater difficulty becoming homeowners, both because
the cost of homeownership would rise and because many of these loans
are made in areas with shortages of private mortgage credit.

Increase Borrowers’ Payments to 28 Percent of Income. If these rural
housing loans were continued at the current volume but borrowers’
payments were increased to 28 percent of income, federal outlays
would be reduced by $60 million in 1991 and $1.2 billion in the 1991-
1995 period. This option assumes that the increase in payments would
be effective inmediately for new borrowers and would be phased in
over eight years for current borrowers.

On the one hand, increasing the percentage of income paid for
FmHA loans would eliminate a disparity between the FmHA Section
502 program and a comparable program sponsored by the Department
of Housing and Urban Development (HUD). In the HUD program, in
which assistance for new households was terminated at the end of fis-
cal year 1989, urban borrowers pay 28 percent of income for housing
costs. On the other hand, increasing the percentage of income that
rural households pay toward homeownership would shift the composi-
tion of borrowers away from households with the very lowest incomes.
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In addition, higher costs, relative to income, might raise default rates
among new borrowers; historically, the foreclosure rate has been
around 2.5 percent.
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NDD-18 SCALE BACK THE RURAL
RENTAL HOUSING ASSISTANCE PROGRAM

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Stop Expansion

Budget Authority 730 750 770 790 810 3,850
Outlays 65 430 570 630 680 2,350

Slow Expansion

Budget Authority 15 35 55 70 90 270
Outlays a 10 25 40 55 130

Increase Developers’ Interest Rate to § Percent

Budget Authority a 5 15 30 50 100
Outlays a 5 15 30 50 100

a. Lessthan $2.5 million.

The Section 515 housing program, administered by the Farmers Home
Administration (FmHA), provides low-interest, 50-year mortgage
loans to developers of multifamily rental projects in rural areas. These
mortgages have interest credits that reduce the effective interest rates
to 1 percent and, in turn, lower rental costs for Section 515 tenants.

Under current rules, assisted tenants contribute toward their
housing expenses the greater of 30 percent of adjusted income or the
minimum project rent. The minimum project rent for each unit in-
cludes a proportionate share of the amortization costs of the 1 percent
mortgage and of the project’s operating expenses. The developer keeps
the minimum rent, and the FmHA collects any payments above this
minimum and treats them as additional interest payments to reduce
the program’s cost. The estimated average annual federal cost for
newly assisted households under the Section 515 program exceeds
$4,500. During 1989, new Section 515 loans, valued at over $550 mil-
lion, were made to finance about 16,000 new rental units.
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Stopping all new commitments for assistance under the Section
515 program would reduce federal outlays by nearly $2.4 billion over
the 1991-1995 period. Slowing the expansion of this assistance would
reduce federal costs by less but could allow for some increase in the
number of households served. For instance, making only enough addi-
tional loans to keep the share of the eligible population served at its
current level would reduce federal outlays by $130 million from 1991
through 1995. Alternatively, increasing the interest rate on loans to
project developers--from 1 percent to 5 percent, on average--would save
$100 million over the same period and more in subsequent years.

Another method to reduce federal outlays under the rural rental
housing assistance program would be to raise the rental payments of
tenants to 35 percent of income. This approach might be of particular
interest if a similar increase were enacted for subsidized urban renters
(see NDD-40). Data are not available, however, to estimate the sav-
ings from this alternative for subsidized rural renters.

All four options would cut the federal deficit and would eliminate
or reduce the deep subsidies currently provided to developers of rural
rental projects and their tenants. Such deep subsidies raise issues of
fairness unless selected tenants can be shown to be worse off than other
eligible people who are not assisted. Stopping or slowing expansion of
the Section 515 program would, however, cut the number of rural
families being assisted compared with a continuation of current policy.
Moreover, doing so would probably result in slower growth in the sup-
ply of standard-quality, low-income rental projects in rural areas.

In contrast, increasing the interest rates paid by developers would
have two major effects. First, developers could choose to construct
fewer projects, thereby reducing the supply of units made available
through the Section 515 program. Second, the projects that were built
would almost certainly have higher rents because developers would
pass along their higher interest rates (and mortgage payments) to
tenants. As a result of higher rents, the Section 515 program would
increasingly serve tenants with somewhat higher incomes, which
would be required to cover the increased rental payments.
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NDD-19 END SBA LOANS AND LOAN GUARANTEES

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

End All Credit Programs

Budget Authority 20 75 220 310 340 960
Outlays 130 290 400 510 570 1,900

Keep Minority and Disaster Programs

Budget Authority -30 20 150 260 320 720
Outlays -40 15 140 250 310 670

The Small Business Administration (SBA) provides both direct loans
and loan guarantees to qualified small businesses. SBA’s lending
objectives are to promote business development generally, to aid eco-
nomically disadvantaged groups, and to assist small businesses and
homeowners in recovering from disasters. SBA outlays could be
reduced by about $2 billion over the 1991-1995 period by eliminating
all SBA loan and loan guarantee programs. An alternative to elimi-
nating all SBA loans would be to retain only the loan programs that
provide assistance to minorities and disaster victims. Continuation of
these programs could be justified as aid to those who are socially or
economically disadvantaged because of factors beyond their control.
Eliminating all but these two types of programs could reduce SBA out-
lays by $0.7 billion over the 1991-1995 period. In the first year, how-
ever, outlays would actually increase because the loss in fees from loan
guarantees would not be fully offset by the reductions in other credit
programs.

Under the loan guarantee program, the federal government guar-
antees 90 percent of the principal for business loans up to $155,000 and
between 70 percent and 85 percent for loans exceeding $155,000. The
interest rate on guaranteed loans is about two and one-half percentage
points above the prime rate. In addition, the SBA guarantee has a
charge equal to 2 percent of the amount guaranteed. In 1989, SBA
guaranteed about 20,000 loans, totaling nearly $3.3 billion. The SBA
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share of the guaranteed loans was about $2.7 billion. About 3,600
guaranteed loans, totaling nearly $0.5 billion, defaulted and were sub-
sequently purchased by SBA in 1989.

Under the direct loan program, SBA provides loans to businesses
located in areas of high unemployment or low income and to businesses
owned by minorities, handicapped individuals, and Vietnam veterans
or disabled veterans. SBA also provides direct loans to homeowners
recovering from natural disasters. Direct loans generally do not ex-
ceed $150,000, although certain disaster loans are as high as $500,000.
The interest rate on direct loans currently ranges from 3 percent to
about 9 percent, depending on the specific loan program. In 1989, SBA
disbursed about 9,500 direct loans, totaling nearly $210 million and
bringing the total direct loan portfolio to nearly $6.7 billion. About
8,800 direct loans, totaling nearly $450 million, defaulted and were
subsequently charged off in 1989. The credit extended by SBA in both
the direct loan and guaranteed loan programs is for a term of up to 25
years--significantly longer than would be available to small businesses
in the absence of SBA assistance.

SBA assistance is favored by those who view it as a way of aiding
small businesses, which generally create more jobs, improve tech-
nology more rapidly, and satisfy some markets more efficiently than do
large firms. In addition, small businesses may need assistance in their
struggle against inadequate information or discrimination.

The main drawback is that SBA assistance tends to flow to the
firms least likely to create stable employment, improve technology, or
enhance national productivity. SBA assistance is used primarily by
businesses that have been rejected by conventional providers of fi-
nance. SBA loans have a high default rate. Moreover, financial mar-
kets are now more efficient and less susceptible to the types of market
failure that justified the SBA program when it first began.
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NDD-20 IMPROVE PRICING OF LICENSES TO USE
THE ELECTROMAGNETIC SPECTRUM

Annual Added Receipts Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBOBaseline 375 375 N.A. N.A. N.A. 750

The Federal Communications Commission (FCC) has the responsi-
bility of allocating licenses to use the electromagnetic or radio spec-
trum in accord with the public interest. Currently, six megahertz on
the spectrum are available for allocation. Auctioning licenses for this
unassigned portion of the radio spectrum could generate $750 million
over the next two years. The proceeds from an auction could be con-
sidered revenues or offsetting receipts, depending on the form of the
enacting legislation.

Current FCC policy does not require users to pay (beyond an appli-
cation fee) for the right to use the electromagnetic spectrum, which is a
public resource. Uses include traditional radio and television broad-
casting as well as new commercial areas, such as cable television,
satellite and microwave communications, and cellular telephone and
paging services. Current policy also allocates large parts of the spec-
trum to other specific uses to assure clear transmissions. Technical
advances, however, have made possible a greater variety of spectrum
uses than current policy permits. If the FCC permitted the broadest
access--based on technical feasibility--to the unallocated spectrum,
more efficient use would be made of it.

Until 1982, the FCC allocated the spectrum through an adminis-
trative hearing process that compared the merits of contending
applicants. In 1982, in response to criticisms that the hearing process
was too long and too costly for the government and for the public
interest, the Congress permitted the FCC to experiment with assign-
ing portions of the spectrum by a lottery open to all applicants who
meet minimum eligibility criteria. Currently, the FCC employs both



CHAPTER V NONDEFENSE DISCRETIONARY SPENDING 281

administrative hearings and lotteries for allocating non-mass-media
licenses.

Initiating an auction process for spectrum allocation, analogous to
the process used for auctioning oil drilling rights on the Quter Conti-
nental Shelf, provides the FCC with revenues and offers two advan-
tages. An auction process would provide a fair market value of the
license rights to unassigned portions of the spectrum and thus encour-
age economically efficient use. An auction process would also decrease
the cost to the government of spectrum allocation and allow private-
sector resources invested in the application process to be more profit-
ably applied elsewhere. As an auction process does not include
changes in licensee requirements, the FCC’s role in guarding the pub-
lic interest would not be compromised.

The principal disadvantage of an auction process is that it may
preclude small, less wealthy applicants--for example, local telephone
cooperatives--from expanding their use of the spectrum. The financial
strength of large firms, however, is already a determining factor in the
hearing process {given regulatory and legal expenses) and also in the
lottery process (given the secondary market for spectrum allocation
that the process creates). As a deficit reduction measure, a disadvan-
tage of an auction process is that it would not provide a stable, con-
tinuous inflow of revenues, since no additional portions of the spectrum
beyond the current quantity are available for use. Some future reve-
nues could be expected, however, if technological change created profit-
able uses for currently unused, higher-energy parts of the spectrum or
if the Congress made available to the private sector those portions of
the spectrum currently reserved for public use. Public-sector users--
such as police, fire, and other emergency providers--have expressed
concern that an auction process, with its revenue-raising potential,
would lead the Congress to transfer too much of the public spectrum to
private use and, ultimately, would leave the public with too small an
allocation.

Substantial uncertainty surrounds any estimate of proceeds from
auctioning parts of the spectrum. If undertaken, such an auction
would be the first by the FCC. If the terms of the auction were
specified to allow any technically feasible use, rather than constrained
to a particular use, proceeds could be higher. The CBO estimate as-
sumes that licenses would be granted on a local basis. If they were



262 REDUCING THE DEFICIT February 1990

auctioned on a national basis--that is, a block of spectrum was allo-
cated to one successful bidder for use nationwide, rather than broken
up geographically for separate local bidding--the proceeds for the
federal government could be much greater. The Administration has
estimated that auctioning 6 megahertz of spectrum on a national basis
could produce proceeds of $3.4 billion--$2.3 billion in 1991, and $1.1
billion in 1992,
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NDD-21 IMPOSE A ROYALTY PAYMENT ON
COMMUNICATIONS USERS OF THE
ELECTROMAGNETIC SPECTRUM

Annual Added Receipts Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBO Baseline 1,700 1,800 1,900 2050 2,150 9,600

This option would institute royalty payments on scarce parts of the
electromagnetic or radio spectrum used for communications. To retain
their licenses, users of the electromagnetic spectrum who earn reve-
nues from generating or relaying a signal would be charged an annual
royalty payment equal to 4 percent of their gross revenues. Royalty
payments by major communications users of the electromagnetic spec-
trum could raise $9.6 billion through 1995. This estimate does not
take account of reduced income tax revenues. The receipts from these
royalty payments could be considered revenues or offsetting receipts,
depending on the form of the enacting legislation.

The Communications Act of 1934 established the public nature of
the electromagnetic spectrum. The Federal Communications Commis-
sion (FCC) allocates frequencies to private users through a variety of
licensing procedures. While the FCC already charges user fees to cover
the cost of the application and licensing process, license holders have
profited from using this scarce public resource without compensating
the public. Establishing a royalty payment would be consistent with
federal policy in other areas, for example, petroleum production on the
Outer Continental Shelf. Since 1979, proposals have been made in the
Congress to charge communications users of the electromagnetic spec-
trum. Previous legislative proposals would have charged a royalty
payment based on a market’s population and number of license hold-
ers. This payment structure was designed to capture the size and com-
petition level of local markets. Basing the royalty payment on gross
revenues, as in this option, would also reflect these conditions.



264 REDUCING THE DEFICIT February 1990

Arguments for a royalty payment emphasize the public nature of
the electromagnetic spectrum and its role as a key unpriced factor in
the production of communications services. The prices paid for licenses
in the private market are indicative of the value of this public resource.
The absolute scarcity of spectrum available for some uses--VHF televi-
sion, cellular telephones, satellite communications--also provides gen-
eral support for a royalty payment. Many holders of FCC licenses pro-
ducing communications services earn higher-than-average profits, or
economic rents, through their use of this public resource. In these cir-
cumstances, royalty payments to the government would leave the eco-
nomic efficiency of service providers unaffected.

Arguments against a royalty payment are both general and speci-
fic. In general, arguments note that, at the time most spectrum
licenses were issued, this public resource had little or no value. The
economic value of the resource was created only through its develop-
ment by spectrum users and, thus, use of the spectrum is essentially a
property right of private users. Regarding economic rents, the federal
income tax already secures a portion for the government. Moreover, a
royalty payment based on a formula is likely to capture only the aver-
age level of rents in affected industries, permitting some licensees but
not others to continue to earn above average profits. A final general
objection to a royalty payment is that license holders in some markets
will increase their prices and pass along the payment to consumers.

More specifically, arguments against a royalty payment note that
some groups of users have experienced decreased profits--for example,
AM radio license holders. In a few cases, these license holders have
gone out of business, abandoning their FCC spectrum allocation. A cap
on the royalty payment of 10 percent of net income before federal in-
come tax was included in a previous proposal. Broadcasters argue that
free use of the spectrum compensates license holders for adhering to
public interest regulations. Other proposals recognized this concern by
eliminating content regulation when a royalty payment was imple-
mented.

Several alternative strategies could be pursued in implementing a
royalty payment. As proposed, the Congress could specify the details of
aroyalty payment, including the royalty rate and those spectrum users
who would pay. Alternatively, the Congress could provide legislative
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guidance and specify revenue targets, but could empower an executive
agency to determine the users subject to the payment and the royalty
rate. Or, the Congress could mandate “royalty bidding,” by which a
royalty would be required of all license holders, but a competitive
bidding process would be used to determine the amount. Royalty
bidding could offer both the minimal disruption of a flat rate system
and an incentive to improve the economic efficiency of spectrum use.
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NDD-22 REDUCE FEDERAL AID FOR MASS TRANSIT

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 1,550 1,650 1,700 1,750 1,850 8,500
Outlays 610 930 1,200 1,350 1,550 5,600

The federal government now provides about $3.5 billion a year in
capital and operating assistance to mass transit agencies. Federal
assistance pays up to 80 percent of the costs of assisted capital projects
(which amount to over 70 percent of all investment in transit systems)
and up to 50 percent of operating deficits (roughly 16 percent of annual
operating costs) for transit services. Savings of $606 million in out-
lays in 1991 and $5.6 billion over the 1991-1995 period could be ob-
tained by reducing the federal match on capital grants to 50 percent
and by eliminating all operating assistance.

The high federal shares in investment spending and operating
assistance do not appear to have improved the productivity or use of
mass transit services. Despite modernization of transit systems, only 5
percent of journeys to or from work are made by mass transit. Transit
agencies serve mainly downtown areas, while most of the growth in ur-
ban travel has been in the suburbs. Moreover, productivity of the
transit fleet is low--fewer than 20 percent of seats are occupied, on
average, and labor costs per mile of travel rose by 60 percent during
the 1970s, when overall assistance levels were highest. A reduction in
the federal share to 50 percent of investment in mass transit might im-
prove investment choices, as it has in the wastewater treatment pro-
gram. Ending operating assistance could encourage local authorities
to make better use of existing capital by improving services, by using
more cost-effective smaller vehicles, or by taking other steps to lower
the operating costs of transit services.

Sudden changes in financial assistance, however, could cause dis-
location of services to the poor, the young, the elderly, and the handi-
capped who are particularly dependent on public transportation.
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Moreover, an across-the-board cut would be inefficient, since further
investment in some places--such as the rehabilitation of rail transit in
older cities--could have a high payoff.

25-646 0 90 - 10 : QL 3
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NDD-23 END SUPPORT FOR AVIATION DEVELOPMENT

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Establish the FAA as a Private Corporation

Budget Authority 4,700 4,900 5,100 5,350 5,550 25,650
QOutlays 2,950 3,850 4,450 4,900 5,350 21,550

Eliminate Airport Grants-in-Aid

Budget Authority 1,800 1,800 1,850 1,950 2,050 9,450
Outlays 250 550 1,250 1450 1,550 5,050

Total Savings

Budget Authority 6,500 6,700 7,000 7,300 7,600 35,100
Outlays 3200 4450 5650 6,350 6,950 26,550

Airline deregulation has improved the efficiency of air transportation,
making it cheaper and more accessible. Many of the benefits of de-
regulation arise from the development of airline hubs that allow large
passenger interchanges between flights. Hubs make more flexible use
of aviation infrastructure and federal aviation services as well as place
more demands on them during peak use. But neither the air traffic
control system nor the airport grants program can respond quickly to
demands for new capacity at emerging hubs.

Establish the FAA as a Private Corporation. Transferring manage-
ment of air traffic control from the Federal Aviation Administration
(FAA) to private interests would encourage development of an aviation
infrastructure that is more responsive to the demands of newly com-
petitive airlines. This transfer of management could yield the follow-
ing benefits. First, private financing would require full recovery of the
system’s costs and thus give managers incentives to minimize these
costs and to charge them to users and beneficiaries of the services.
Second, physical capacity, investment, and air traffic control opera-
tions would be more closely matched to the demands of users and their
willingness to finance them. Finally, establishing and enforcing safety
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and consumer regulations would remain federal responsibilities and
would thus be separate from the promotion and operation of the airway
system.

Eliminate Airport Grants-in-Aid. The major argument for eliminating
airport grants is that most commercial airports would have little
trouble financing capital improvements from the fees paid for their ser-
vices and, therefore, do not need a federal program. Further, federal
grants create incentives to build additional capacity where it is less
needed; as a result, little of the current grants program helps to elimi-
nate airport congestion. Indeed, continuing the grants program could
undermine the benefits of private management of air traffic control
capacity if grants for airport expansion were not coordinated with
increases in that capacity. The current federal prohibition on airport
passenger taxes (head taxes) could be eliminated so that airports could
substitute their own financing for the federal funds withdrawn.

One argument for retaining the current program is that the
benefits provided by the airport and airway systems are nationwide in
scope. Therefore, a federal role in funding and planning is appropriate
and required. Further, since air traffic control services may be pro-
vided most efficiently by a single supplier, federal oversight of such a
private monopoly may be needed to protect the public interest. Sup-
porters of the airport grants program argue that more assistance is
needed to overcome airport congestion. Rather than eliminate airport
grants, aviation excise taxes could be raised to cover existing or in-
creased spending, or subsidies from the general fund for the operating
costs of air traffic control could be continued.

Total Savings. Cost savings under this option would stem from re-
duced federal spending on operations and investment and would total
$26.6 billion over five years. The estimates presented here make no
allowance for any sale or transfer of air traffic control assets. The esti-
mates assume continuing federal responsibility for government use of
airspace, safety, and consumer regulation. They also assume that ex-
cise taxes, now paid into the Airport and Airway Trust Fund, would
revert to general revenue. Some of these taxes were originally general
revenue taxes before being earmarked by the Airport and Airway
Revenue Act of 1970. Moreover, federal spending on commercial and
private aviation has consistently exceeded excise tax revenues in every
year since the trust fund was established. This has been made possible
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because of expenditures from the general fund. The uncommitted bal-
ance in the trust fund is a direct result of these general fund expendi-
tures. Allowing the taxes to revert to general revenues would provide
some offset to the $18 billion general fund subsidy of commercial and
private aviation over the past 19 years. If significant tax-exempt
bonding were used in lieu of airport grants, the annual savings would
be lower than those shown above.
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NDD-24 ESTABLISH CHARGES FOR AIRPORT
TAKEOFF AND) LANDING SLOTS

Annual Added Receipts Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBO Baseline 300 300 300 300 300 1,500

The Congress considered imposing charges in the current fiscal year
for the use of takeoff and landing slots at the four airports where the
Federal Aviation Administration (FAA) has established capacity con-
trols: Kennedy International and La Guardia in New York; O'Hare
International in Chicago; and Washington National in the metro-
politan D.C. area. That proposal would have required the FAA to raise
$239 million through these charges for this fiscal year.

These takeoff and landing slots were instituted in 1968 to control
capacity and thus were allocated without charge by the FAA. A total
of about 3,300 air carrier slots exist, with an additional 1,300 com-
muter and general aviation slots at the four controlled airports. Air-
lines are currently allowed to buy and sell slots among themselves
with the understanding that the FAA retains ultimate control and can
withdraw the slots or otherwise change the rules on their use at any
time. These slots have value because the demand for flights exceeds
the capacity of the airports and of the air traffic control system at cer-
tain times. Though the original allocation of slots was administrative,
the current system of allowing purchases and sales of slots by airlines
injects market factors into the allocation.

This option would establish slot charges on a permanent basis at
the four large airports with a target of $300 million in annual receipts.
This estimate is based on charging only for the air carrier slots, which
the Congress also considered for fiscal year 1990. Commuter carriers
and general aviation, however, could also be charged for their slots.
But if these users had to compete for slots with air carriers, they would
probably find themselves priced out of the market. For example, a
20-seat commuter aircraft or a 6-seat corporate jet is unlikely to be
able to pay as much as a 150-seat aircraft. If slots were reserved for
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commuter carriers and general aviation (as they are now), the market
price for such slots would probably be substantially lower than the
price of air carrier slots, and additional revenues would be relatively
small. Efficiency and revenues could be enhanced by putting all slots
in the same market--that is, allowing free competition among all
classes of users. Then the slots would be leased to the users who placed
the highest value on them.

The main argument for this option is that gince the slots reflect the
right to use scarce public airspace and air traffic control capacity,
private firms and individuals should not capture all the benefits of this
scarcity. They should share it instead with the public owners of these
rights. Further, they would serve as incentives to put these scarce
resources to their best use.

The main argument against this proposal is that the scarcity of
slots at these airports arises principally from a lack of land and runway
space; these fees are not intended to provide increased capacity. Fur-
ther, if the current prices paid by airlines in the private sale of slots al-
ready accurately reflect their value, then this option might not im-
prove the allocation of these scarce resources. The benefits from their
use would merely be redistributed between the public and private
sectors.
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NDD-25 IMPOSE USER FEES ON THE
INLAND WATERWAY SYSTEM

Annual Added Receipts Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBO Baseline 330 340 360 370 390 1,800

The Army Corps of Engineers will spend about $700 million on the
nation’s system of inland waterways in 1990, according to CBO esti-
mates. Expenditures for operation and maintenance (0&M) will total
about $300 million; new construction outlays will equal about $400
million. Current law allows up to 50 percent of inland waterway con-
struction to be funded by revenues from the inland waterways fuel tax,
a tax on the fuel consumed by barges using most segments of the in-
land waterway system. Revenues from the tax currently fund about 20
percent of federal outlays for inland waterway construction. All O&M
expenditures are paid by general taxpayers.

Imposing user fees that would recover the cost of O&M outlays for
inland waterways would reduce the federal deficit by $330 million in
1991 and $1.8 billion during the 1991-1995 period. The receipts could
be considered tax revenues or offsetting receipts, depending on the
form of the implementing legislation. The estimates do not take into
account any resulting reductions in income tax revenues.

The advantage of this option is the beneficial effect of user fees on
efficiency. Reducing subsidies to water transportation should improve
resource allocation by leading shippers to choose the most efficient
transportation route, rather than the most heavily subsidized one.
Moreover, user fees would encourage more efficient use of existing
waterways, thus reducing the need for new construction to alleviate
congestion. Finally, user fees send market signals that point to which
additional waterway projects are likely to provide the greatest net
benefits to society.

The effects of user fees on efficiency would depend in large mea-
sure on whether the fees were set at the same rate for all waterways or
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were set according to the cost of each segment. Since costs vary dra-
matically among the segments, systemwide fees would offer far weaker
incentives for cost-effective O&M spending. In 1985, O&M costs on the
inland waterways ranged from $0.47 per thousand ton-miles on seg-
ments of the Ohio River to about $950 per thousand ton-miles on the
Pear] River. A systemwide fee of $1.61 per thousand ton-miles would
recover all 0&M outlays but would do little to ration use of the system.
Segment-specific fees, in contrast, could substantially change use of
the waterways. A Department of Transportation study found that fees
to recover even 50 percent of all federal outlays (both O&M and con-
struction) would close 4 out of 12 waterway segments for lack of traffic.

An argument in favor of federal subsidies is that they may pro-
mote regional economic development. Assessing user fees would limit
this promotional tool. Reducing inland waterway subsidies would also
lower the income of barge operators and grain producers in some re-
gions, but these losses would be small in the context of overall regional
economies,
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NDD-26 ESTABLISH USER FEES FOR
CERTAIN COAST GUARD SERVICES

Annual Added Receipts Cumulative
(In millions of dollars) Five-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBO Baseline 710 740 780 810 840 3,800

The Coast Guard provides numerous services to commercial and plea-
sure users of the nation’s coastal waters and inland waterways. While
much of the Coast Guard’s budget can be attributed to activities per-
formed in the public interest--such as coastal defense, drug inter-
diction, and enforcement of other laws and treaties--significant costs
are also incurred each year while providing services directly to individ-
uals or businesses. These services include aids to navigation, search
and rescue, and marine safety and account for nearly half of the
agency’s operating budget, or about $910 million in 1989. Currently,
almost all of the costs to operate these services are financed through
annual appropriations from the general fund. An additional $80 mil-
lion a year is also appropriated for related capital expenditures on
marine safety and navigation programs. Much of these costs could be
recovered through the imposition of fees that would save the federal
government about $710 billion in fiscal year 1991 and approximately
$3.8 billion over the 1991-1995 period. The receipts could be con-
sidered tax revenues or offsetting receipts, depending on the form of
the implementing legislation. The estimates do not take into account
any resulting reductions in income tax revenues.

The Coast Guard provides substantial, uncompensated benefits to
civilian navigation, especially to the commercial shipping industry.
Without navigational aids, such as buoys and other channel markings,
commercial shipping in U.S. inland and coastal waters would be con-
giderably more difficult, hazardous, and costly. The capital and op-
erating costs of these navigational aids could be recovered from the
shipping industry, just as the costs of roads are recovered from high-
way users. The Coast Guard also conducts search-and-rescue opera-
tions for lost or disabled vessels, the majority of which assist recrea-
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tional boaters. The costs of search-and-rescue operations could be re-
covered from the beneficiaries.

User fees might be difficult to collect from recreational boaters.
They would also increase costs for the fishing industry, although fees
for fishing vessels could be phased in over a number of years to avoid
imposing too sudden a financial burden.
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NDD-27 REDUCE NEW SPENDING AUTHORITY
FOR HIGHWAYS TO THE LEVEL OF
HIGHWAY TAX COLLECTIONS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1981 1992 1993 1994 1995 Savings
Budget Authority 2,060 2,350 2,650 2,950 3,250 13,250
Outlays 320 1,350 1950 2,300 2,650 8,550

Between 1991 and 1995, taxes from highway users will provide an
estimated $71.5 billion to the highway account of the Highway Trust
Fund. Over the same period, $81.5 billion is projected to be spent un-
der current policies on federal highway programs, such as interstate
highway construction and rebuilding, bridges, and primary and sec-
ondary roads. This spending includes programs financed from the
highway account and those financed from the general fund. Holding
new spending authority to the level of tax revenues--by reducing bud-
get authority and obligation ceilings--would save $8.6 billion over the
five-year period. Eventually, annual outlays and tax revenue would
converge.

Since 1957, the highway account of the Highway Trust Fund has
collected $205 billion from highway users and paid $209 billion for
highway development. In addition, $3.3 billion has been spent on
highways from the general fund, mostly in the 1980s. The cash
balance in the highway account has remained around $10 billion
throughout the 1980s. Had all federal spending been paid from ear-
marked excise taxes on highway users, this balance would have
dropped below $1 billion because of the extra spending and the reduc-
tion in investment income. Nationally, the share of excise taxes from
highway users to finance highways has dropped from 73 percent at the
beginning of the interstate highway construction program to 65 per-
cent now. Federal, state, and local taxpayers have been financing an
increasing share of highway spending. The cash balance in the high-
way account reflects these subsidies from general taxpayers rather
than unspent highway tax revenues.
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Matching highway spending with the level of excise tax revenues
dedicated to highway development would enhance efficiency in high-
way spending because users would pay for the services they receive.
Cuts in budget authority of $13.2 billion below CBO baseline levels
would match spending authority and tax revenues over the 1991-1995
period. Lower obligation ceilings would delay outlays from existing
unpaid authorizations of $31 billion as well as those from current bud-
get authority. Cuts could also be made in programs now outside obli-
gation limits--about $2.5 billion in 1991--or these programs could be
included under new obligation ceilings. Alternatively, rates on excise

taxes dedicated to highway development could be increased (see
REV-30).

Arguments for maintaining the current program are that more
could be spent to maintain highways in good condition and that high-
way rebuilding projects have high economic benefits. Reducing federal
aid for rebuilding might induce states to spend less on maintaining
highways. Such reductions might also lead states to redirect spending
away from the main routes of interstate commerce, thus undermining
the national benefits from highway investments of the past 30 years.
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NDD-28 END FUNDING OF THE ECONOMIC
DEVELOPMENT ADMINISTRATION

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 210 230 240 250 260 1,200
Outlays 30 110 170 220 240 770

The Economic Development Administration (EDA) provides grants to
state and local governments for public works, technical assistance, and
job programs, as well as direct loans and loan guarantees to firms for
buginess development. In 1990, appropriations for EDA programs
totaled about $210 million. Disbanding the EDA would reduce federal
outlays by about $30 million in 1991 and $770 million over the 1991-
1995 period.

One criticism of EDA programs is that federal assistance should
not be provided for activities whose benefits are primarily local and,
therefore, whose responsibility should be that of state and local govern-
ments. In addition, EDA programs have been criticized for allowing
federal dollars to be used for projects that would have been supported
anyway, for substituting federal credit for private credit, and for facili-
tating the relocation of businesses from one distressed area to another
through competition among communities using federal funds. The
EDA has also been criticized for its broad eligibility criteria, which
allow areas containing 80 percent of the U.S. population to compete for
benefits, and for providing aid with little proven effect compared with
other programs having similar goals. Furthermore, because of the
competitive nature of EDA programs, local governments do not in-
corporate this type of aid into their budget plans; hence, eliminating
future EDA funding would not impose unexpected hardships on com-
munities.

The reduction in aid associated with this option would, however,
curtail economic development activities in some financially distressed
communities that have no other available resources. This cutback
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could result in deterioration of infrastructure, loss of prospective jobs,
and decreases in local tax receipts in these areas. Eliminating this
source of aid might have especially serious consequences for the most
distressed communities, particularly in view of overall federal cut-
backs in urban aid provided, for example, through the Community
Development Block Grant program and the Urban Development
Action Grant program.
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NDD-29 ELIMINATE OR RESTRICT COMMUNITY
DEVELOPMENT BLOCK GRANTS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Terminate CDBG

Budget Authority 3,050 3,150 3,300 3,400 3,650 16,400
Outlays 120 1,350 2,650 3,200 3,350 10,700

Restrict Eligibility and Reduce Funding

Budget Authority 420 430 450 470 490 2,250
Outlays 15 190 370 440 460 1,450

The Community Development Block Grant (CDBG) program provides
annual grants, by formula, to all metropolitan cities and urban coun-
ties under its entitlement component. The program also allocates
funds, by formula, to each state. The latter funds are distributed
among nonentitlement areas, typically through a competitive process.
Nonentitlement areas generally are units of local government that
have a population of under 50,000 and that are not metropolitan cities
or part of an urban county. Finally, a specified amount of the total
funds is set aside to provide so-called special purpose grants to recipi-
ents meeting certain criteria.

CDBG funds in general must be used to aid low- and moderate-
income households, to eliminate slums and blight, or to meet emer-
gency needs. In accomplishing these goals, CDBG grants may be used
for a wide range of community development activities, including reha-
bilitation of housing, improvement of infrastructure, and economic
development. Funds from the entitlement component may also be used
to repay principal and interest on obligations that are issued by local
governments to finance certain activities--such as the acquisition or
rehabilitation of public property--and that are guaranteed by the
federal government under the Section 108 loan guarantee program.
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For 1990, the appropriation (adjusted for sequestration) for the
CDBG program amounts to $2.87 billion. Another $0.05 billion is to be
transferred to CDBG from unspent funds of the Urban Development
Action Grant program, which was last funded in 1988. Of this total of
$2.92 billion, about $2,0 billion is allocated to metropolitan cities and
urban counties, $0.86 billion to nonentitlement government units, and
the remaining $0.06 billion to special purpose grants.

Substantial federal savings could be realized either by termi-
nating the CDBG program or by restricting eligibility for the entitle-
ment component to exclude the least needy jurisdictions while reduc-
ing funding levels. Least needy jurisdictions could be defined by mea-
suring relative economic well-being and fiscal capacity using factors
such as number and percentage of families below the poverty level and
per capita income.

Terminate CDBG. If the CDBG program were eliminated, savings in
federal outlays would amount to $120 million in 1991 and a total of
$10.7 billion over the 1991-1995 period. One argument for termi-
nating the program is that federal funds should be targeted toward
programs whose benefits are national rather than local. Accordingly,
programs such as CDBG, which generate primarily local benefits,
should be funded by state and local governments. Moreover, to the
extent that local jurisdictions use CDBG funds to attract business by
competing against each other, benefits are shifted away from local
jurisdictions to private firms.

A disadvantage of terminating the CDBG program would be that a
number of activities financed by the program are not now generally
undertaken by local governments--particularly the rehabilitation of
low-income housing and, to some extent, economic development. Thus,
eliminating the CDBG program--the largest source of federal aid for
many cities--would probably curtail these types of activities in many
areas and, in general, reduce resources benefiting low-income house-
holds. Furthermore, CDBG funding has presumably been figured into
the budgets of entitlement recipients. Ending that support could im-
pose at least temporary stress on many governments.

Restrict Eligibility and Reduce Funding. If the entitlement component
were cut 20 percent by eliminating funding for the least needy juris-
dictions, federal outlays could be reduced by $15 million in 1991 and
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$1.5 billion over the 1991-1995 period. Such a cutback would change
the distribution between the entitlement and nonentitlement compo-
nents from 70 percent and 30 percent to 65 percent and 35 percent. The
entitlement component of the CDBG program now provides aid to all
eligible jurisdictions, although jurisdictions with greater needs (as
measured by factors such as population, poverty levels, and housing
conditions) receive larger grants than others. Among nonentitlement
jurisdictions, the typically competitive nature of the distribution pro-
cess would presumably ensure the targeting of funds toward the needi-
est areas. Carrying out this option would require both changing the
authorizing legislation and cutting the program’s annual appropria-
tion.

Proponents argue that no pressing interest is served by supporting
jurisdictions that have above-average ability to fund projects them-
selves. For example, 7 of the 10 counties that had the highest per
capita income in the nation in 1985 currently receive funds under the
CDBG entitlement component. Eliminating funding for such jurisdic-
tions, rather than reducing grants across the board, would ensure that
the most distressed jurisdictions would retain the same level of aid. A
reduction in federal funds for affluent jurisdictions would, however,
probably curtail activities designed to aid low- and moderate-income
households in any pockets of poverty in those areas, unless local gov-
ernments offset the reduction.
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NDD-30 REDUCE UNTARGETED FUNDING FOR
ELEMENTARY AND SECONDARY EDUCATION

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Eliminate Untargeted Portion of
Vocational Education

Budget Authority 390 400 420 440 450 2,100
Outlays 50 310 390 420 430 1,600

Eliminate Untargeted Portion of
Mathematics and Science Education

Budget Authority 75 75 80 80 85 400
Outlays 10 60 5 80 80 300

Eliminate Untargeted Funding and Redirect
Half of the Savings to Compensatory Education

Budget Authority 230 240 250 260 270 1,250
Outlays 30 190 230 250 260 950

Most federal aid for elementary and secondary education is targeted
toward students with special needs. Federal funds for compensatory
education under Chapter 1 of the Elementary and Secondary Educa-
tion Act of 1965, for example, are intended for low-achieving students
in schools with many poor children. Federal funds are also provided to
help educate handicapped children.

Substantial amounts of federal money, however, are provided with
no federal requirement for targeting funds on students with special
needs. Two examples are the portions of vocational education grants
and mathematics and science education grants not targeted on specific
groups of students. Ending funding for this portion of vocational
education would reduce budget authority by about $2.1 billion, and
outlays by about $1.6 billion, over the 1991-1995 period. Similarly,
ending untargeted mathematics and science education funding would
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reduce budget authority by about $400 million, and outlays by about
$300 million, over the the 1991-1995 period.

On the one hand, this option would generate substantial federal
savings and affect total spending for elementary and secondary educa-
tion only minimally because the reduction would constitute consid-
erably less than 1 percent of total local, state, and federal expenditures
on education. Moreover, districts might offset part or all of the reduc-
tion in federal funding for the activities of most concern to them.
Using half of the savings to increase Chapter 1 spending would address
the substantial unmet need for additional compensatory education,
especially at the secondary level where little is currently available.

On the other hand, these programs have purposes other than in-
creasing services to students with special needs. The reductions could
pose hardships for some jurisdictions trying to improve the quality of
their programs. For example, one goal of the program innovation por-
tion of the vocational education program is to help districts alter their
training programs as the skills needed for employment change. Simi-
larly, students’ knowledge of mathematics and science might improve
more slowly if federal funding were eliminated.
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NDD-31 ELIMINATE OR REDUCE FUNDING FOR
IMPACT AID TO SCHOOL DISTRICTS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Eliminate All Impact Aid

Budget Authority 760 790 820 860 890 4,150
Outlays 610 760 820 850 880 3,900

Eliminate All But Half of Aid for “a” Children

Budget Authority 460 480 500 520 540 2,500
Outlays 370 460 490 510 530 2,350

Eliminate Impact Aid for “b” Children

Budget Authority 130 130 140 140 150 700
Outlays 110 130 140 140 150 670

School Assistance in Federally Affected Areas--also known as Impact
Aid--is intended to compensate school districts that have children who
are enrolled because their parents live and/or work on federally owned
or subsidized property. Since federally owned or subsidized property is
tax-exempt, Impact Aid compensates school districts for the forgone
property tax revenues that would have supported the schools.

Impact Aid goes to school districts for two categories of children:
“a” children, whose parents both live and work on federal property; and
“b” children, whose parents either live or work on federal property. A
minimum of 3 percent of the children enrolled in a school district (or at
least 400 children} must be federally connected for a district to be
eligible. In 1988, Impact Aid went to approximately 2,500 school dis-
tricts spread across all states. Payments for “a” children--at an aver-
age of $1,543 per child in 1988--went disproportionately to school dis-
tricts with high expenditures per pupil and to school districts with low
average property values. Payments for “b” children--at an average of
$74 per child in 1988--were relatively evenly distributed across school
districts with high and low expenditures per pupil. School districts in
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at least 6 of the 10 richest counties in the United States are among the
beneficiaries of the Impact Aid program.

Eliminating all funding for Impact Aid would reduce federal
outlays by $3.9 billion in the 1991-1995 period. Opponents of the pro-
gram argue that the economic benefits from federal installations out-
weigh the demands placed on the schools, making the program un-
necessary. These economic benefits are considered so substantial that
local jurisdictions compete vigorously for new federal installations and
lobby intensely to forestall closing existing ones.

Proponents of the program counter that the presence of federal in-
stallations does not adequately compensate local governments and
school districts for losses in property tax revenues. Additional reve-
nues resulting from federal installations are collected primarily by the
state through income and sales taxes. Moreover, many school dis-
tricts--especially those having military installations with large num-
bers of “a” children--would face severe financial hardship if such fund-
ing were eliminated.

A second option would eliminate all Impact Aid except for half of
the “a” payments by targeting the remaining Impact Aid on school dis-
tricts enrolling large numbers of “a” children. This alternative, which
would require changes in authorizing legislation, would reduce federal
spending by $2.4 billion over the 1991-1995 period; it would also en-
sure that scarce federal funds go to the school districts most affected by
federal activities. School districts with only “b” children or relatively
few “a” children, however, would have slightly less funding unless
state or local resources were increased.

A third option would eliminate Impact Aid only for “b” children,
thereby reducing federal outlays by $670 million over the 1991-1995
period. This alternative would significantly limit any negative effects
on school districts compared with ending larger portions of Impact Aid.
Proponents of this alternative note that school district operations do
not generally depend on “b” payments, which constitute less than half
of 1 percent of total expenditures in over half of the districts receiving
them. The parents of “b” children also pay state and local taxes, which
fund educational expenditures, at almost the same rate as the parents
of children who are not federally connected. Opponents of this option
argue that “b” payments are important for a few school districts--for
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example, where large numbers of military families live in the com-
munity but shop at military exchanges, which do not collect state and
local sales taxes.
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NDD-32 ELIMINATE FEDERAL FUNDING FOR
CAMPUS-BASED STUDENT AID

Annual Savings Cumulative
Savings from {In millions of dollars) Five-Year
CBO Bageline 1991 1992 1993 1994 1995 Savings

Eliminate Campus-Based Aid

Budget Authority 1,250 1,300 1,350 1,400 1,500 6,850
Outlays 130 1,250 1,300 1,350 1400 5,450

Eliminate Campus-Based Aid and
Redirect Half of the Savings to Pell Grants

Budget Authority 630 660 680 710 740 3,400
Outlays 65 610 660 680 710 2,750

The federal government provides campus-based student aid through
three programs: Supplemental Educational Opportunity Grants,
Perkins Loans (formerly National Direct Student Loans), and Work-
Study. Financial aid administrators at postsecondary institutions
determine which eligible students receive aid under general federal
guidelines. In 1990, the federal government provided $1.2 billion of
campus-based aid, which will go to an estimated 1.5 million students.

Eliminating federal funding of these programs would lower out-
lays by about $5.5 billion during the 1991-1995 period. Alternatively,
half of the savings from eliminating these programs could be re-
directed to the Pell Grant Program, which provides grants for under-
graduate students on the basis of national standards of financial need.
Accordingly, the Pell Grant Program is more closely targeted to low-
income students. The extent of the reduction in total student aid would
depend on the responses of postsecondary institutions, some of which
would make up part or all of the lost federal funds. Moreover, since
postsecondary institutions currently retain over $5 billion in revolving
funds under the Perkins Loan Program, an estimated 700,000 students
would receive loans, averaging about $1,100 in 1990, even if the fed-
eral government did not fund any new campus-based aid.
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The primary justification for this option reflects the view that the
main goal of federal student aid is to provide access to postsecondary
education for those with low incomes. In contrast, campus-based aid is
less closely targeted on low-income students than other federal student
aid. In addition, campus-based aid is tied to specific institutions so
students with greater need at poorly funded schools may receive less
than those with less need at well-funded institutions.

Postsecondary institutions object to this option, however, because
eliminating campus-based aid would reduce their discretion in pack-
aging student aid to address the special situations of some students
while also reducing total available aid. Moreover, these programs dis-
proportionately help students at private nonprofit institutions (whose
students get over 40 percent of this aid, compared with 20 percent of
Pell Grant aid). Thus, cutting campus-based aid would make this type
of school less accessible to needy students.

Redirecting half of the savings from eliminating campus-based aid
to the Pell Grant Program would mitigate the effects of less total aid on
lower-income students. The Pell Grant Program is authorized to pro-
vide maximum awards of $2,900 in academic year 1990-1991, but its
appropriation only allows for a maximum award of $2,300. If redi-
rected funds from campus-based programs were added to the Pell ap-
propriation, the Appropriations Committee could increase the maxi-
mum grant to approach its authorized level. In addition, Pell Grants
allow students to choose freely among postsecondary institutions
rather than be limited to institutions that offer them campus-based
aid. Redirecting funds to the Pell Grant Program would result, how-
ever, in only half the reduction in the federal deficit that could other-
wise be accomplished by eliminating campus-based aid.
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NDD-33 REDUCE PELL GRANT FUNDING
AND INCREASE TARGETING

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 250 260 270 280 290 1,350
Outlays 50 250 260 270 280 1,100

The Pell Grant Program provides grants to undergraduate students on
the basis of financial need and, among federal student aid programs,
focuses the most on low-income students. Since 1987, however, Pell
Grants have been somewhat less targeted on the needy because the
Higher Education Amendments of 1986 expanded eligibility.

Funding appropriated for 1989 will support grants for an esti-
mated 3.2 million students during the 1989-1990 school year. Grants
will range between $200 and $2,300, averaging an estimated $1,450
per student. About 45 percent of this aid will go to dependent stu-
dents--virtually all of them from families with annual incomes below
$30,000 and over 55 percent of them from families with incomes below
$15,000. Students who are financially independent of their parents
will receive the other 55 percent of the aid.

QOutlays could be reduced by more than $1 billion during the 1991-
1995 period by cutting federal appropriations 5§ percent and using a
formula for reduction available under current law. Such a cut could
also be combined with changes in the rules determining Pell Grant
eligibility and awards. The number and types of students affected
would depend on how the cuts were structured and on how institutions
responded. If current law were left in place, the Secretary of Education
would have some discretion over the particular formula used to reduce
grants, although the grants of the neediest recipients would have to be
protected. Alternatively, the Congress could change the eligibility
rules while still protecting awards for needier students--for example,
by eliminating small grants, by eliminating the income offset for state
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and local taxes, or by increasing the proportion of income that families
would be expected to contribute to educational costs.

These changes would probably not have a large impact on stu-
dents’ enrollment decisions because the grants of the neediest students
would be protected. Other types of federal aid, notably Stafford Loans
(formerly Guaranteed Student Loans), would also be available for some
affected students. (The costs of these other programs would then in-
crease, but indirect costs are not reflected in the estimated savings for
this option.) In addition, some colleges, universities, and states might

increase their student aid, thereby partially offsetting reductions in
federal funding.

Students who would lose grant aid under this option would, how-
ever, generally have lower family incomes than many students who
receive other types of federal student aid. (See NDD-32 for an option to
reduce less targeted aid.) Furthermore, less assistance would probably
be available in the aggregate because the federal cut would probably
not be fully offset.
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NDD-34 ELIMINATE OR REDUCE FUNDING FOR
THE ARTS AND HUMANITIES

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Eliminate Funding

Budget Authority 970 1,000 1,000 1,100 1,100 5,200
Outlays 970 1,000 1,000 1100 1,100 5,200

Reduce Funding by 50 Percent

Budget Authority 490 520 520 540 560 2,600
Outlays 480 520 510 530 560 2,600

The federal government subsidizes various arts and humanities activi-
ties. In 1990, federal funding for the Corporation for Public Broad-
casting, the Smithsonian Institution, the National Gallery of Art, the
National Endowment for the Arts, and the National Endowment for
the Humanities totaled $870 million.

Eliminating funding for these programs would reduce federal out-
lays by $5.2 billion in the 1991-1995 period, while cutting funding in
half would save $2.6 billion during that period. The final effect of
either option on arts and humanities activities would depend on the ex-
tent to which other funding sources--states, private individuals, firms,
and foundations--increased their contributions and on whether admis-

sion fees to these activities were used to make up for reduced federal
funding.

Proponents of this option argue that federal funding for the arts
and humanities is not affordable in a time of fiscal stringency, espe-
cially as federal programs addressing central federal concerns are not
fully funded. Moreover, because many arts and humanities programs
benefit predominantly higher-income people, instituting or raising
admission fees could substitute for federal aid in many cases.
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Reducing or eliminating federal appropriations for the arts and
humanities would, however, probably result in fewer of these activities
because other funding sources would not be likely to offset fully the
loss in federal subsidies. In fact, a substantial increase in private con-
tributions is less likely now that tax reform has reduced the extent to
which taxpayers benefit (through reduced tax liabilities) from their
charitable contributions. As a result, activities that preserve and ad-
vance the nation’s cultural heritage would be likely to decline.
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NDD-35 REDUCE FUNDING FOR RESEARCH
SUPPORTED BY THE NATIONAL
INSTITUTES OF HEALTH

Annual Savings Cumulative
Savings from {In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 760 790 820 850 890 4,100
Outlays 310 710 800 830 870 3,500

The federal government provided $7.3 billion in 1990 for research
funded through the National Institutes of Health (NIH). About 80
percent of the NIH research budget is awarded to universities and
hospitals through research grants and contracts. The remainder is
spent on research within the institutes and for administration. For
1990, $740 million is specifically designated for research related to
Acquired Immune Deficiency Syndrome (AIDS).

A reduction in funding for NIH research could be justified by its
rapid growth in recent years. Between 1983 and 1990, NIH expendi-
tures increased by about 90 percent, or approximately 60 percent after
allowing for inflation. If funds for NIH research were reduced by 10
percent, the 1991-1995 savings in outlays would be about $3.5 billion.

The NIH could lower research spending in several ways. It could
limit the overhead reimbursements for research grants, which might
have only limited effects on the amount of research actually under-
taken. Alternatively, research projects could be funded at a reduced
proportion of their costs, thereby encouraging researchers to find addi-
tional sources of support. The NIH could also cut the number of grants
awarded. Since funding of projects is based on a rating system, pro-
posals with the highest ratings would continue to be supported.

A reduction in NIH funding could, however, have adverse effects
on biomedical research. Some researchers who received less or no
funding might leave the field because private support would probably
not increase enough to offset fully the reduction in federal support.
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NDD-36 REDUCE THE MATERNAL AND CHILD
HEALTH CARE BLOCK GRANT AND THE
PREVENTIVE HEALTH SERVICES

BLOCK GRANT
Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 330 350 360 370 390 1,800
Outlays 200 300 340 370 380 1,600

In its appropriations for 1990, the Congress provided about $640 mil-
lion in block grants for programs in maternal and child health and
preventive health services. About 90 percent of these funds goes to the
states, while the remainder is used for federal initiatives. The block
grants, which are funded through the Public Health Service, allow
states much flexibility in choosing the programs to fund within the
specified areas. These grants do not generally restrict benefits to cate-
gories of recipients, such as low-income families.

Each block grant supports a wide range of programs. The Mater-
nal and Child Health Care Block Grant subsidizes programs that pro-
vide services, such as preventive care, prenatal care, health assess-
ments for children, and children’s rehabilitation. The 1990 funding for
this block grant is $554 million. The Preventive Health Services Block
Grant supports programs in areas, such as immunization, hyperten-
sion control, dental health, environmental health, and injury protec-
tion. Funding for 1990 is $84 million.

If funding for each of these block grants were reduced by half, the
savings in outlays for the 1991-1995 period would be about $1.6 billion.
The principal justification for this reduction is that the federal commit-
ment to other programs directed at maternal and child health and pre-
ventive health services has increased substantially in recent years.
For example, Medicaid’'s coverage of low-income women and young
children has expanded in several ways. Most recently, states have
been required to provide Medicaid coverage by July 1990 to all
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pregnant women and infants in families with incomes below the fed-
eral poverty level. Thus, the block grants are not essential for en-
suring access to health services for these individuals. In addition,
states have the option of providing Medicaid coverage for pregnant
women and infants in families with incomes up to 185 percent of the
poverty line. At least 10 states now have thresholds set above 100
percent of the poverty line. Similarly, between 1988 and 1990, funding
for the Centers for Disease Control’s immunization program was in-
creased by $58 million (or about 60 percent), and funding for its activi-
ties regarding chronic and environmental disease and injury control
was raised by $35 million {or about 80 percent). Proponents of a reduc-
tion in the block grants also note that the states would probably
respond by assuming a greater share of financial responsibility for the
affected programs. The programs most highly valued by the states
would be cut back the least, if at all.

Increases in the states’ contributions, however, would probably not
fully offset reductions in the federal block grants. Consequently, the
cuts could adversely affect the health of individuals assisted through
the subsidized programs. Since many of the programs are directed at
prevention, reductions might also increase future needs for health ser-
vices.
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NDD-37 ELIMINATE SUBSIDIES FOR HEALTH
PROFESSIONS EDUCATION
Annual Savings Cumulative
Savings from {(In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 220 230 240 250 260 1,200
Outlays 130 200 230 250 260 1,050

The Congress provided $215 million in 1990 to the Public Health Ser-
vice (PHS) to support education for physicians, nurses, and public
health professionals. These funds primarily furnish institutional sup-
port through grants and contracts to schools for designated training
programs in the health professions. Student assistance is provided
through loans, loan guarantees, and scholarships. The major funded
programs promote physician training in primary care, advanced nur-
sing education, and increased enrollment of minority and economically
disadvantaged students:

)]

Primary care training. Several programs provide federal
grants to medical schools and teaching hospitals to develop,
expand, or improve graduate medical education programs in
primary care specialties. Funding for 1990 is $66 million.

Nursing education. The subsidies to nursing schools are to
increase graduate training for nurse administrators, educa-
tors, supervisors, researchers, and nursing specialists, in-
cluding nurse midwives and nurse practitioners. Funding for
1990 is $58 million.

Support for minority and economically disadvantaged stu-
dents. About 70 percent of these funds are provided to profes-
sional schools for recruiting and counseling minority and
economically disadvantaged students. The remaining 30
percent goes directly to students in the form of scholarships.
Funding for 1990 is $43 million.
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The other federal subsidies from the PHS support a variety of educa-
tional efforts including training in health administration and public
health, on-site training in areas with shortages of medical personnel,
and guarantees for educational loans. PHS funding for all other health
professions activities in 1990 is $48 million.

Eliminating all of these subsidies would save about $1.1 billion
over the 1991-1995 period. The principal justification for this option is
that market forces provide strong incentives for individuals to seek
training and jobs in the health professions. Physicians--the principal
health profession targeted by the subsidies--rapidly increased in num-
ber from 142 physicians for every 100,000 people in 1950, to 161 in
1970, and to 228 in 1985. Projections by the American Medical Associ-
ation indicate that the total number of physicians per capita will con-
tinue to rise through the year 2000. In addition, if a shortage of nurses
exists, higher wages and better working conditions for nurses will at-
tract more individuals to the profession and more trained nurses to
nursing jobs. Moreover, because the subsidies go mainly to institu-
tions, they may have little effect on the numbers or characteristics of
people studying to be health professionals. For example, most of the
subsidies for training nurses are directed at increasing the skills of
nurses through baccalaureate degree programs and advanced educa-
tion in nursing, rather than at raising the number of new entrants into
the profession. Similarly, about 70 percent of the funds for increasing
enroliment of minority and economically disadvantaged students are
used to support schools’ recruitment and counseling efforts. Many of
those who oppose the subsidies contend that since schools in the health
professions have a strong commitment to recruiting students from di-
verse backgrounds, eliminating these subsidies would have little effect
on their efforts.

The major disadvantage of eliminating these subsidies is that the
incentives supplied by market forces may not be sufficient to meet the
goals of these programs. For example, third-party reimbursement
schedules may not reward primary care well enough to encourage
physicians toward those specialties and may not include appropriate
differentials across rural, urban, and inner-city areas. In addition,
fewer people might choose nursing as a career, which could exacerbate
any existing shortage of nurses. Finally, if schools did not fully offset
the cut in federal funds for scholarships, fewer minority and low-
income students might enter the health professions.

25-646 0 - 80 - 11 : QL 3



300 REDUCING THE DEFICIT February 1990

NDD-38 MODIFY THE FEE STRUCTURE FOR
LOCAL AND STATE AGENCIES THAT
ADMINISTER FEDERAL HOUSING PROGRAMS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 30 30 35 35 35 170
Qutlays 140 140 140 140 140 700

The Department of Housing and Urban Development (HUD) pays fees
to local and state public housing agencies (PHAs) for administering the
Section 8 existing-housing program and the voucher program. For
each assisted household, PHAs receive an ongoing annual fee, as well
as a one-time fixed fee, when the new assistance commitment from
HUD is first issued. Under current policy, the annual fee for commit-
ments funded from pre-1989 appropriations ranges from 6.5 percent
(for vouchers) to 7.65 percent (for Section 8 existing-housing) of the
local two-bedroom Fair Market Rent (FMR). In both programs, the
annual fee for commitments funded from the 1989 and 1990 appropria-
tions is set at 8.2 percent. The one-time fee is now generally $275 for
each new commitment.

A recent study based on new data from a sample of large urban
PHAs estimates that annual administrative costs for both the Section
8 existing-housing and the voucher programs average about 5 percent
of the two-bedroom FMR. The average start-up costs, however,
amount to about $590 per household. Changing the current fee struc-
ture to reflect these estimated costs would reduce federal outlays by
$140 million in 1991 and by $700 million over the 1991-1995 period. In
general, realizing these savings would require changing the authoriz-
ing legislation as well as cutting the appropriations for vouchers to
reflect the lower fee payments.

Such a fee structure would more accurately reflect the best avail-
able information about the costs of providing these types of housing
assistance. Moreover, this option would equalize fees for programs
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that appear to have similar administrative costs and would eliminate
the disparity among fees that now vary according to the year the com-
mitment was first funded. In doing so, the fees would also be easier to
administer.

This option could impose financial difficulties, however, on some
PHAs. For example, in areas where FMRs are low relative to the over-
all cost of living, reduced fees might not cover actual administrative
costs. Also, some PHAs may now use their excess reimbursements to
cover shortfalls in the funds for other subsidized housing programs
that they administer. Moreover, it is unclear whether the study on
which these estimated costs are based can be generalized. Smaller
urban and rural PHAs may have patterns in their administrative costs
that are different from those of the large urban PHASs covered by the
study. Thus, some further modifications in the fee structure might be
necessary, which could change the ultimate federal savings.
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NDD-39 SHIFT HOUSING ASSISTANCE FROM
NEW CONSTRUCTION TO VOUCHERS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Replace New Construction with Vouchers

Section 202/8
Budget Authority 1,450 1,500 1,550 1,600 1,650 7,750
Loan Authority 490 510 530 550 580 2,650
Outlays a -5 80 130 190 370
Public Housing
Budget Authority 270 290 300 310 320 1,500
Outlays a b 120 240 330 690

Partially Replace New Construction with Vouchers

Section 202/8
Budget Authority 730 750 770 800 830 3,900
Loan Authority 250 260 270 280 290 1,350
QOutlays a -5 30 65 95 190
Public Housing
Budget Authority 140 140 150 150 160 740
Outlays a b 60 120 170 350

a.  Increass in outlays of less than $2.5 million.

b.  Decrease inoutlays of lees than $2.5 million.

A number of federal programs administered by the Department of
Housing and Urban Development (HUD) subsidize the housing costs of
lower-income households. These programs provide rental assistance
through two basic approaches: subsidies that are tied to projects
specifically constructed for lower-income households; and subsidies
that enable renters to choose standard housing units from existing
private housing. In recent years, construction of low-income housing
has been sharply curtailed in favor of the less costly use of existing
housing. For 1990, roughly one-fifth of additional assistance commit-
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ments are for construction of new dwellings, while the remaining addi-
tional commitments are provided through the Section 8 existing-
housing program and the voucher program. The only construction pro-
grams under which new commitments are still being made are the
Section 202/8 program for the elderly and handicapped and the public
housing program.

Appreciable long-term savings could be realized in both the Sec-
tion 202/8 program and the public housing program by eliminating
new commitments or by making only half as many; in either case, the
lost commitments would be replaced with vouchers on a one-for-one
basis. Over the 1991-1995 period, net savings under the first option
would amount to $370 million for the Section 202/8 program and $690
million for the public housing program. Net savings under the second
option would be half those amounts. Additional savings under both op-
tions would continue to accrue for some time after 1995. Moreover, al-
though not reflected in the table, appropriations for operating sub-
sidies for public housing could be lower in the future because of the re-
duced number of new units under this option.

Unlike much of the short-term savings associated with these op-
tions, longer-term savings in both programs would be real, since the
cost of subsidizing the rental payments for a unit in the existing hous-
ing stock over a given period is inherently lower than the combined
costs of constructing a new unit and then subsidizing its operating,
maintenance, and modernization costs over the same period. Short-
term savings in both budget authority and outlays would be, at least in
part, the result of budgetary and accounting conventions and the large
up-front costs of financing new construction. For example, the short-
term savings in budget authority for the Section 202/8 program would
be derived mainly from the shorter contract term of vouchers (5 years)
compared with Section 8 subsidies in Section 202 projects (usually 20
years). These savings would be offset by higher budget authority in
future years, if expiring vouchers were renewed for 15 more years. The
short-term savings in outlays for both programs would be explained
primarily by the reduction or elimination of large up-front expendi-
tures related to the construction of public housing and Section 202/8
units.

Proponents of these options see little need for subsidizing new con-
struction. The overwhelming housing problem today, they argue, is
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the inability of poor households to afford the rents of existing units,
rather than a shortage of rental units. For example, the nationwide
rental vacancy rates have consistently been over 7 percent since 1986,
the highest levels since 1968. Furthermore, even if there are short-
ages, subsidizing new construction may merely displace private activi-
ty rather than adding to the total housing stock. Moreover, the con-
struction of subsidized housing can be a slow process and can, at best,
have an impact only after a long lag. Vouchers could help alleviate
high expenditures for housing among poor households at a faster rate
and at a much lower cost to the federal government than new construc-
tion. In addition, vouchers would give households greater flexibility in
choosing where to live.

National statistics on the supply of rental units, however, may
mask local shortages of certain types of units that rent within HUD’s
guidelines for vouchers. In particular, many elderly and handicapped
households need housing that can provide special social and physical
services not available in their current residences. Supporters of sub-
sidized construction of units for elderly and handicapped households
contend that the private sector does not respond adequately to these
demands because it produces units that are typically not affordable to
those with low incomes, even when rents are subsidized with vouchers.
Similarly, a relatively large proportion of lower-income families with
children live in crowded conditions. Many of them need units with
three or more bedrooms. A number of the nation’s large public housing
authorities report that their jurisdictions have shortages of these large
units within the HUD rental guidelines.
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NDD-40 REDUCE FEDERAL RENTAL SUBSIDIES BY
SHIFTING SOME COSTS TO THE STATES

OR TENANTS
Annua) Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Reduce Section 8 Subsidies

Budget Authority 10 20 30 45 60 160
Outlays 160 320 490 680 880 2,650

Reduce Public Housing Operating Subsidies

Budget Authority 100 220 340 480 630 1,800
Qutlays 45 150 270 410 550 1,450

Most lower-income renters who receive federal rental assistance are
aided through the Section 8 programs or the public housing program,
which are administered by the Department of Housing and Urban
Development (HUD). These federal programs, in general, aid lower-
income renters by paying the difference between 30 percent of a house-
hold’s adjusted income and either the actual cost of the dwelling or,
under the voucher program, a payment standard. In 1989, average
federal expenditures per household for all of HUD's rental housing pro-
grams combined were close to $3,500. This amount includes both hous-
ing subsidies and fees paid to administering agencies.

Savings in outlays could be achieved by reducing federal payments
on behalf of recipients and requiring state governments to make up the
decrease as a condition for receiving federal rental assistance commit-
ments from newly appropriated funds. In this way, state governments,
which currently contribute no funds toward federal housing assistance
programs, could diminish the impact of this option on affected renters.
The option could be carried out by increasing combined tenant and
state rental contributions over a five-year period from 30 percent to 35
percent of a tenant’s adjusted income. This option would save $160
million in federal outlays for the Section 8 programs in 1991 and a
total of $2.5 billion over the 1991-1995 period. Savings in outlays for
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publié housing would amount to $45 million in 1991 and $1.4 billion
over the five-year period. Realizing these savings would, however, re-
quire changing the authorizing legislation for these programs as well
as cutting the annual appropriations for vouchers and public housing
operating subsidies.

One rationale for involving states in housing assistance is that
these programs generate substantial local benefits, such as improved
quality of the housing stock. If all states paid 5 percent of the adjusted
incomes of their recipients, housing costs for assisted families would
not rise. Moreover, since eligibility for housing assistance is deter-
mined by each area’s median income, tying states’ contributions to
renters’ incomes would ensure that lower-income states would pay
relatively less per assisted family than would higher-income states.
Finally, if a state chose not to participate and consequently rental pay-
ments by its households increased to 35 percent of their adjusted in-
comes, these out-of-pocket costs would still be well below the nearly 50
percent of income that the typical renter who is eligible for assistance
NOW pays.

Unless all states made up the reduction in federal assistance, how-
ever, this strategy would increase housing costs for some current
recipients of aid and thus generate unequal treatment of assisted
renters across the nation. Moreover, raising rental payments could
prompt some stable, slightly higher-income households to leave
assisted housing projects in areas of the country where unassisted
housing of the same quality would now be cheaper. This outcome
would change the economic mix of households in these projects, reduce
the projects’ viability, and increase the average cost of subsidizing
them.
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NDD-41 MAINTAIN THE CURRENT NUMBER OF
HOUSING ASSISTANCE COMMITMENTS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Savings from CBO Baseline

Budget Authority -3,600 -2,650 -1,150 -370 620 -8,400
Outlays -390 -950 -1,2560 -1,300 -1,300 -5,250

Savings from Administration’s Request

Budget Authority 2,550 2,950 3,300 3,300 3,300 15,500
Outlays 10 360 890 1,550 2,200 5,050

NOTE: These estimates are preliminary and subject to change because detailed information about the
Administration's request ia not yet available and hecause of other data limitations.

Since 1975, the Department of Housing and Urban Development
(HUD) has made new commitments each year under the Section 8 pro-
gram and the public housing program. These new commitments pro-
vide housing assistance for additional lower-income households, there-
by increasing the total number receiving assistance. Currently, these
commitments last between 5 years and 20 years. By the end of fiscal
year 1989, about 4.7 million commitments for housing assistance were
outstanding for all housing programs combined. Because some of these
commitments were still being processed and some households received
assistance from more than one program, only about 4.3 million house-
holds were actually assisted, mostly through rent subsidies. In 1989,
however, commitments that were made some time ago started to ex-
pire; more than 1 million are estimated to expire over the 1991-1995
period. The Congress has indicated its intention to renew at least some
of these commitments.

Under the assumptions in CBO’s baseline, up to 400,000 fewer
households would receive housing assistance by the end of 1995 com-
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pared with the end of 1990. This decline would occur because CBO’s
baseline assumes that the program mix and the real level of funding
stipulated by the 1990 appropriation will continue. These assumptions
translate into replacing about 200,000 of the 1 million expiring com-
mitments and adding about 400,000 new commitments during the five-
year period. In spite of the resulting decline in the number of assisted
households, estimated outlays in current dollars for all housing pro-
grams combined would continue to rise in CBO’s baseline from $16.6
billion in 1991 to about $17.9 billion by 1995, This increase is caused
by inflation in rents and also by relatively large expenditures being
incurred for up-front grants that now finance construction and mod-
ernization of public housing units.

In its 1991 request, the Administration has proposed renewing all
expiring commitments with five-year contracts of the same type, as
well as funding additional units so that the total number of outstand-
ing assistance commitments would rise. An alternative would be to
renew all expiring commitments but to fund only enough additional
ones in each of the next five years to replace the commitments that
would be lost for other reasons. In other words, this option would
freeze the total number of commitments at the current level. Moderni-
zation of public housing would be funded at the level requested by the
Administration for 1991, adjusted in later years for inflation. Relative
to the CBO baseline, the option to freeze the total number would in-
crease outlays by $390 million in 1991 and by $5.2 billion over the
1991-1995 period. Compared with the Administration’s request, how-
ever, outlays would decrease by about $10 million in 1991 and by about
$5.0 billion over the 1991-1995 period.

Besides lowering outlays relative to the Administration’s request,
one argument in favor of this option is that expanding rental assis-
tance programs would be inappropriate at present in light of cutbacks
In other areas. Furthermore, the outstanding commitments under this
option would continue to assist many new income-eligible households
each year because of turnover among assisted renters. Finally, no cur-
rent recipients would lose their housing assistance as a result of carry-
ing out this option.

One argument against this option is that the number of new com-
mitments funded annually has dropped significantly during the 1980s.
Consequently, the upward trend in the proportion of eligible renters
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actually receiving assistance has almost leveled off at about 35 per-
cent. Under this option, the proportion of eligible renters receiving
assistance would fall because of continued growth in the number of eli-
gible households.
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NDD-42 ELIMINATE OR SCALE BACK LOW-INCOME
HOME ENERGY ASSISTANCE

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Eliminate Program

Budget Authority 1,450 1,500 1,550 1,650 1,700 7,850
Outlays 1,300 1,500 1,550 1,600 1,700 7,700

Scale Back Program

Budget Authority 720 750 780 820 850 3,900
Qutlays 660 750 780 810 850 3,850

The Low Income Home Energy Assistance Program (LIHEAP) pro-
vides assistance to low-income households for reducing home energy
costs. Authorized by the Omnibus Budget Reconciliation Act of 1981
and administered by the Department of Health and Human Services,
the LIHEAP provides about $1.5 billion annually in block grants to
states. The states may use their program allotments to help eligible
households pay their home heating or cooling bills, to meet energy-
related emergencies, or to fund low-cost weatherization projects. Al-
though the states can establish additional criteria for program eligi-
bility, federal rules specify that they must start with one of two basic
criteria. Households in a state may be eligible for assistance if their
incomes are less than the greater of 60 percent of the median income in
their state or 150 percent of the appropriate poverty guideline. Alter-
natively, households may be eligible if they receive assistance from
certain other programs, such as Aid to Families with Dependent
Children or Supplemental Security Income.

In addition to these basic criteria for providing assistance, federal
law requires that states give preference to households with the highest
energy costs, relative to income, when disbursing LIHEAP funds. Al-
though precise data are not available, there is evidence that many
households that satisfy these conditions do not actually receive assis-
tance. In some cases, additional state eligibility requirements, com-
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bined with constraints on federal funding, limit the number of eligible
households actually assisted. In other cases, states may assist all the

eligible households that apply, although applicants may represent only
a fraction of those who are eligible.

Eliminating the LIHEAP would save $7.7 billion in federal out-
lays from 1991 through 1995. Reducing future appropriations by 50
percent would lower outlays by about half that amount.

The LIHEAP and its predecessor energy assistance programs were
created in response to the rapid price increases between 1972 and 1980
of energy used in the home (most notably fuel oil). Since then, the real
costs of many types of energy have returned to their levels of the early
1970s. These lower levels could now justify either eliminating or re-
ducing the LIHEAP. In addition, 23 states recently transferred funds
from their LIHEAP block grants to supplement Title XX spending on
social services. These transfers are evidence that some states believe
spending for energy assistance does not have as high a priority as
spending in other areas.

If LIHEAP appropriations are reduced or eliminated, some low-
income households in states with severe winter or summer weather
could be forced to choose between paying their energy expenses or pay-
ing for other household necessities. Moreover, an advantage of retain-
ing the LIHEAP at some level would be the flexibility to distribute
quickly any future increases in funding that might be needed to
respond to future growth in energy prices.
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NDD-43 CLOSE OR CONVERT INEFFICIENT OR
UNDERUSED FACILITIES IN VETERANS’

HOSPITALS
Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 240 250 260 270 280 1,300
Qutlays 210 250 260 270 280 1,250

The Department of Veterans Affairs (VA) operates a nationwide
medical care system that in 1988 included 172 medical centers, 119
nursing homes, and 233 outpatient clinics. Most of the hospitals are
large, modern, and well staffed, thereby providing access to high-
quality care for eligible veterans. Many of them are treating increas-
ing numbers of patients, but other facilities have experienced a de-
clining demand for services, such as major surgery or common acute-
care procedures. In response, the VA already plans to convert 159 of
these hospital beds to nursing home beds in 1991.

The VA could achieve greater efficiency by closing additional
small hospitals or underused facilities within hospitals or by con-
verting them into facilities that offer services in greater demand. The
criteria for closure could include the existence of adequate alternative
sources of care, as well as low numbers of veterans using the VA facili-
ties. Carrying out this option would require changes in both the pro-
gram’s authorization and its appropriation.

The level of savings achieved would depend on several factors:
whether complete hospitals or merely wings within hospitals were
closed or converted; whether conversions substituted for construction
of new nursing homes that would otherwise have occurred; and the
extent to which gross savings from closure or conversion would be
absorbed by the increased costs for transportation or private care
incurred for some veterans under the restructured arrangements. If
overall savings were equal to those from closing 4 percent of VA
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hospital beds, federal savings would total about $1.2 billion from 1991
through 1995.

This option would reduce the number of expensive surgical and
other acute-care medical facilities with low average caseloads or occu-
pancy rates. Closing or converting these facilities would not eliminate
VA care for veterans, as patients would be fransferred to other VA
hospitals or appropriate private facilities, but needed care would be
provided more economically. To the extent that veterans were trans-
ferred to facilities that had greater professional resources or that un-
dertook relevant surgical procedures more frequently, closure or con-
version would also improve the quality of the care veterans receive.

This option could have the effect, however, of reducing access to
health services for some veterans who receive care on a “space avail-
able” basis within underused VA facilities. Some veterans could also
find care more difficult to obtain if closures were in rural areas without
other facilities.
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NDD-44 PROMOTE MORE EFFICIENT MANAGEMENT
AND DELIVERY OF HEALTH CARE
FOR VETERANS

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 0 170 350 550 770 1,850
Outlays 0 150 330 530 740 1,750

The Department of Veterans Affairs (VA) operates a nationwide medi-
cal care system that in 1988 included 172 medical centers, 119 nursing
homes, and 233 outpatient clinics. The VA spent $5.5 billion in 1988
on inpatient health care services in VA hospitals. Evidence exists,
however, that one-quarter or more of inpatient days in these hospitals
are inappropriate or unnecessary. The excessive use has been at-
tributed to inappropriate admissions and unnecessarily long stays.
The latter stem both from inefficient management practices (such as
performing certain diagnostic tests after, rather than before, admis-
sion) and from the lack of less costly levels of care (including nursing
home care that could facilitate timely discharges). Moreover, the
availability of empty or underused beds in some VA hospitals reduces
the pressure to avoid unnecessary inpatient days.

The VA has adopted a system known as the Resource Allocation
Methodology (RAM) to promote more efficient resource use, although
its impact on the allocation of VA funds has been limited. Use of the
RAM to adjust VA hospital budgets will be suspended in 1991 for one
year while technical problems are addressed.

The Congress and the Administration could require the VA to allo-
cate resources for hospital care using a prospective payment system
(PPS) similar but not identical to Medicare’s system, while increasing
the VA’s freedom to allocate resources more efficiently. In essence,
under a PPS, each patient would be classified in a diagnosis-related
group (DRG), which would entitle the hospital to a fixed payment de-
signed to reflect the average cost of efficient care for such a patient. In



CHAPTER V NONDEFENSE DISCRETIONARY SPENDING 315

turn, the VA health care system would receive an overall level of
operational funding related to the sum of these amounts. For this op-
tion to be effective, however, the VA would also have to be given con-
siderably greater control over the nature and location of VA facilities,
the total number of its health care beds, and its total staffing levels. If
a PPS were introduced to the VA hospital system between 1992 and
1995 with a rate structure, for instance, that assumed gains in effi-
ciency of 10 percent after full implementation, federal savings would
total $1.7 billion through 1995. Carrying out this option would require
changes in both the program's authorization and its appropriation.

PPS-based funding for VA hospitals would strengthen their incen-
tives to use resources efficiently. In the first year after PPS was intro-
duced within Medicare, estimated gains in efficiency averaged about 5
percent. Because the government cannot walk away from operating
deficits, government health care facilities cannot be placed fully at
risk. Nevertheless, this option would identify inefficiently managed
hospitals, thereby providing strong incentives for better performance;
it would also identify hospitals that would be better converted to other
uses (for example, nursing homes) or closed entirely (see NDD-43).
Finally, this option would promote efficient use of resources in the next
century as the declining number of World War II veterans reduces de-
mand for veterans’ health care.

One disadvantage of this option is that hospitals serving rural
areas that have few alternative facilities might be among the under-
used hospitals on which a PPS would place the greatest financial pres-
sure. Furthermore, implementing a PPS would be complex. For exam-
ple, doing so would require defining patient categories covering a
broader range of conditions than Medicare’s PPS system covers, espe-
cially for psychiatric care, which accounts for about 45 percent of in-
patient days in VA hospitals but less than 20 percent of the associated
costs. Improved review procedures would also be necessary to avoid
inappropriate admissions and to ensure that quality of care remained
satisfactory. Finally, some people would prefer the nature and location
of VA facilities to be determined by the legislative branch rather than
the executive branch.

This option would only peripherally address the VA hospitals’ use

of capital resources, which is largely determined by the Congress.
Separate measures regarding capital investments could yield signifi-
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cant additional savings by avoiding costly investments in new or re-
furbished VA facilities that would last well beyond the period when
their services are needed.
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NDD-45 END FUNDING FOR THE
LEGAL SERVICES CORPORATION

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 330 340 360 370 390 1,790
Qutlays 290 340 350 370 380 1,730

The Legal Services Corporation (LSC), an independent, not-for-profit
organization, supports free legal aid to the poor in civil matters. About
300 state and local agencies receive LSC grants from federally appro-
priated funds. In 1988, more than one million of the nation’s poor re-
ceived legal assistance under such funding. The Congress continued to
fund LSC despite repeated attempts by the Reagan Administration to
abolish the program. President Bush’s budget proposes freezing funds
for LSC at the 1990 level. Terminating federal appropriations to LSC
would generate five-year savings in outlays of about $1.7 billion
through 1995.

From its inception in 1974, the LSC has been the subject of much
controversy. Critics of LSC charge that the activities of legal aid law-
yers focus too often on the advancement of social causes rather than on
the needs of poor people with routine legal problems. The Reagan
Administration and others argued that the responsibility for legal aid
to the poor should rest not with the federal government but with states
and localities. From this perspective, support obtained from other fed-
eral grants and expanded support from private sources, including
donated services, could help to meet local needs for legal aid. Federal
funds for social services block grants totaled $2.8 billion in 1989, about
nine times the funding level for LSC. Such an approach would give
localities more control over legal aid programs and thus would permit
services to be more responsive to local needs.

Reliance on uncertain and indirect forms of support, rather than
on a specifically targeted federal assistance program, cannot ensure
that legal aid is available to the poor. The inadequacy of local and
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private support was one of the factors that led to direct federal fi-
nancing in the first place. A strong federal program also allows essen-
tial oversight and national direction. Instead of eliminating the pro-
gram, the Cengress could continue to curtail activities that some ob-
servers find objectionable. Operating limitations notwithstanding,
some analysts even argue that the level of federal support should be
increased.
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NDD-46 MODIFY THE DAVIS-BACON ACT BY
ALLOWING UNRESTRICTED USE OF
HELPERS AND RAISING THE
CONTRACT THRESHOLD

Annual Savings Cumulative
Savings from (In millions of dellars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 700 680 700 720 750 3,550
Outlays 190 420 560 630 680 2,500

Since 1935, the Davis-Bacon Act has required that “prevailing wages”
be paid on all federally funded or federally assisted construction
projects of $2,000 or more. Procedures for determining prevailing
wages in the area of a construction project, as well as the classifications
of workers receiving them, favor union wage rates in some cases. Re-
cent changes in regulations, however, have lessened this effect. The
act also restricts use of lower-wage, less-skilled workers such as “help-
ers.” Under current regulations, wages for helpers are usually not
determined separately, with the result that most helpers on covered
projects are paid at the higher rate of journeymen's wages.

Federal outlays for construction could be reduced by allowing un-
restricted use of helpers, by raising the threshold for determining the
projects to be covered by Davis-Bacon, or by doing both. The specific
option depicted in the table would allow unrestricted use of helpers and
would raise the threshold from $2,000 to $250,000, thus excluding
about 6 percent of the value of all contracts currently covered by the
act. These measures would reduce outlays by about $190 million in
1991 and by about $2.5 billion over the 1991-1995 period, of which
about 21 percent would be in the national defense budget function.
These estimates assume that federal agency appropriations would be
reduced to reflect the anticipated reduction in costs.

Most of the savings would result from the increased use of helpers.

Allowing unrestricted use of helpers without changing the project
threshold would reduce outlays by about $2.2 billion over the 1991-
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1995 period. Allowing unrestricted use of helpers and raising the
project threshold to $100,000 or to $1 million would reduce outlays by
about $2.4 billion or $2.7 billion, respectively, over this five-year peri-
od. Setting the threshold at $100,000 would exclude less than 2 per-
cent of the value of contracts currently covered; setting it at $1 million
would exclude about 17 percent.

Relaxing Davis-Bacon requirements would help reduce the cost of
federal construction projects. In addition, easing restrictions on the
use of helpers would probably increase employment opportunities for
less-skilled workers on federal projects. Such changes would, however,
lower the earnings of some construction workers. In addition, oppo-
nents of this option argue that relaxing Davis-Bacon requirements
could jeopardize the quality of federally funded or federally assisted
construction projects.
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NDD-47 MODIFY THE SERVICE CONTRACT ACT
BY ELIMINATING THE
SUCCESSORSHIP PROVISION

Annual Savings Cumulative
Savings from (In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 140 150 150 160 160 760
QOutlays 130 150 150 160 160 750

The McNamara-O'Hara Service Contract Act of 1965 sets basic labor
standards for employees on government contracts whose principal pur-
pose is to furnish labor, such as laundry, custodial, and guard services.
Contractors covered by this act generally must provide these employ-
ees with wages and fringe benefits at least equal to those prevailing in
their locality or those contained in a collective bargaining agreement
of the previous contractor. The latter provision applies to successor
contractors, regardless of whether their employees are covered by a col-
lective bargaining agreement.

The cost of services procured by the federal government could be
reduced by permitting successor contractors to pay lower wage rates or
to provide less costly fringe benefits than their predecessors. Under
this option, successor contractors would still be subject to the rules on
prevailing wages and fringe benefits. This change in requirements
would reduce outlays by about $130 million in 1991 and by about $750
million over the 1991-1995 period, of which about 60 percent would be
in the national defense budget function. These estimates assume that
federal agency appropriations would be reduced to reflect the antici-
pated reduction in costs.

Federal procurement costs would fall because this option would
promote greater competition among contractors. The current rule dis-
courages potential successors from bidding on contracts in which the
existing provider has a collective bargaining agreement, unless they
have similar agreements.
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The provision for successor contractors is intended, however, to
prevent bidders from undermining existing collective bargaining
agreements. Eliminating this provision would reduce the compensa-
tion of workers in some firms that provide services to the government.
Some supporters of the provision argue that a reduction in compensa-
tion would, in turn, reduce the quality of such services.



CHAPTER VI
FEDERAL WORK FORCE

In 1990, the federal government will disburse about $145 billion to
meet its civilian employee payroll and to cover the costs of benefits, in-
cluding those for former employees and their families. Such spending,
representing about 12 percent of federal outlays, is often targeted for
reduction in debates on the federal budget deficit. This section pre-
sents five areas for reducing the costs of federal employee pay and
benefits. Most of the items in the chapter are variations on or exten-
sions of measures the Congress has considered or adopted in past ef-
forts to reform government operations and contrel costs. Some derive a
substantial portion of their savings from the Department of Defense,
which employs almost half of all civilian employees outside the Postal
Service.

Consistent with past actions on federal pay, the first option (FWF-
01) suggests different approaches to limiting the size of annual pay
raises for federal civilian employees. Options FWF-02 and FWF-03
present several ways to achieve savings by providing less generous
retirement benefits. The restrictions on future cost-of-living adjust-
ments described in FWF-03 build on reforms adopted in 1986 for both
military and civilian retirement.

The last two options address financing changes in the Federal Em-
ployees Health Benefits Program. FWF-04 would improve the recogni-
tion of costs by requiring agencies to prefund, on an accrual basis, the
government’s expenses for health care provided to its retirees. (The
net budgetary savings derive from an associated increase in postage
rates that would be necessary to cover the additional accrual costs
placed on postal operations.) FWF-05 describes how the costs of em-
ployee health insurance could be reduced by extending to the Federal
Employees Health Benefits Program a hospital payment reform simi-
lar to that adopted earlier for military health insurance.

The options in this section would require changes in authorizing
legislation. To assure that the savings were used to reduce the budget
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deficit rather than to fund increases in other areas, some of the options
would also require the Congress to cut agency appropriations or to
direct the Office of Management and Budget to withhold funds from
agencies. All the savings estimates set out in this section assume that
each reduction measure would be implemented alone. If they were
implemented together, savings would be less than the sum of the
separate amounts.
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FWF-01 LIMIT PAY ADJUSTMENTS FOR FEDERAL
CIVILIAN EMPLOYEES

Annual Savings Cumulative
Savings from {In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Eliminate Increase for One Year and Delay
Effective Date for Subsequent Adjustments by Three Months

Budget Authority 2,300 3,850 4,000 4,150 4,300 18,600
Outlays 1,900 3,650 4,050 4,250 4,450 18,300

Limit Adjustments to CPI Increase Minus Two Percentage Points
for Five Years and Delay Effective Date by Three Months

Budget Authority 1,450 2,800 4,200 5,650 7,250 21,350
Outlays 1,200 2,600 4,000 5,550 7,150 20,500

The nation’s 2.2 million federal white- and blue-collar employees are
entitled to receive annual pay increases under procedures that com-
pare federal and private-sector salaries for comparable jobs. Largely
because of budgetary pressures, however, annual governmentwide
federal pay raises have been strictly curtailed for more than a decade.
In 1986, no increase was allowed; in other years, the increase was held
well below the level necessary to achieve comparability. From Janu-
ary 1986 through January 1990, annual raises in federal wage and
salary scales have averaged 2.5 percent--about one percentage point
below increases in both private-sector rates and the rate of inflation.

The Congress could again target federal civilian employee pay for
budget reduction. The affected payroll, excluding the U.S. Postal Ser-
vice, accounts for about 6 percent of net federal spending. This option
includes two alternatives, both of which would maintain the current
practice of delaying the annual effective date of raises by three months.
(White-collar workers’ pay would rise in January, rather than in the
preceding October as authorized by law.) The first alternative would
also eliminate the pay increase in 1991, In this case, five-year savings
would accumulate to $18.3 billion. If, as in the second alternative,
annual January pay raises through 1995 were kept two percentage
points below the previous year's rate of inflation, outlay savings would
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accumulate to $20.5 billion over the same period. In both cases, about
half the savings derive from civilians employed in national defense
activities. (DEF-28 would limit raises for uniformed military
personnel.)

The savings estimates are measured against CBO’s baseline,
which uses the authorized effective dates. (President Bush's budget
assumes a continuation of the practice that amends the law each year
to make federal white-collar adjustments effective in January. The
Administration’s projected increases in federal civilian pay through
1995 average 3.5 percent, 0.5 percentage points below the average for
the raises assumed in CBO’s baseline.) To realize savings, the Con-
gress would need either to lower appropriations in recognition of re-
duced agency spending for pay, or to institute a mechanism that pre-
vents agencies from spending funds already appropriated.

Limits on pay may be viewed as part of a general belt tightening
necessitated by federal budget deficits. Financially strapped private
firms, after all, have been forced to limit personnel costs through pay
limits, layoffs, and other measures. The options set forth here, more-
over, would not differ that much from recent practice. Capping adjust-
ments, after all, would result in average annual pay adjustments of
about 2.3 percent--only about 0.2 percentage points under the average
annual adjustments over the preceding five years. Some critics sup-
port pay limits because their analysis suggests that federal employees
receive higher pay than their counterparts in the private sector with
similar experience, education, and other demographic characteristics.

Limits on federal pay, however, raise a question of fairness when
viewed in light of the sacrifices federal workers have already made on
behalf of the federal budget. Not once since October 1977 have federal
pay adjustments reached the levels recommended under law to make
federal pay comparable with private-sector rates. The case against pay
limits, however, rests largely on concerns about the ability of the
federal government to compete with the private sector to get and keep
a well-qualified work force. Concerns about the competitive position of
government have been reinforced by recent reports from the federal
Office of Personnel Management and the private Commission on the
Public Service. They predict that changes in the nature of federal work
and the people available to do it will make hiring and retention much
more difficult in the future. Major regional offices of the FBI and other
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federal law enforcement agencies already have lost many of their most
experienced special agents and have had problems in finding suitable
replacements. The Department of Defense has experienced some prob-
lems in hiring and retaining scientists and engineers, and the General
Accounting Office finds that the government has had trouble attract-
ing and retaining flight controllers, revenue agents, and computer spe-
cialists.

Such personnel problems could become more widespread if the
government adopted federal pay limits that would cause real wages to
decline by as much as 10 percent. Surveys done for the President’s Pay
Agent show that salaries for white-collar federal jobs already lag be-
hind rates for comparable private-sector jobs by around 20 percent at
the lower grades and by as much as 37 percent at higher grades. A
recent report by the Wyatt Company confirms that, overall, federal pay
lags well behind the private sector’s. Such information suggests that
what is needed is higher federal pay, not a cap on annual adjustments.
In fact, the budget states that the President will seek legislation to
authorize higher pay for entry-level occupations requiring a college
education, for all personnel in certain geographic areas, and for
selected critical occupations.

Finally, instead of specifically targeting federal pay for reduction,
the Congress could always consider pay limits as part of a broad effort
to curtail cost-of-living adjustments for federal programs. (ENT-25
would limit COLAs on non-means-tested entitlements like Social
Security, and REV-02 would repeal the indexing of income-tax
schedules.)
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FWF-02 REDUCE FEDERAL EMPLOYEE
RETIREMENT BENEFITS

Annual Savings Cumulative
Savings from {In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Totals

Restrict Agency Maich on Thrift Plan
Contribuiions to a Uniform 50 Percent Rate

Outlays 120 180 200 220 240 960

Curtail COLAs for Nondisabled
CSRS Retirees by 0.5 Percentage Points

Outlays 90 200 340 470 620 1,720

Base Initial Benefit on
Four-Year Average Annual Salary

Outlays 10 40 90 140 190 470

Raise Employee Pension Contributions
by 0.5 Percent of Pay

Additional
Revenues 440 450 470 490 510 2,360

About 2.9 million federal civilian employees (including postal workers)
are covered by government-sponsored retirement systems. Those hired
after December 1983 must participate in the Social Security retire-
ment and disability program. To supplement this coverage, the Con-
gress enacted the Federal Employees’ Retirement System (FERS) in
1986. It provides these post-1983 workers with a defined-benefit pen-
sion plan and a tax-deferred Thrift Savings Plan that includes match-
ing employer contributions. The number of FERS employees, current-
ly estimated at 1 million, will continue to grow over the next decade
because all new hires will be covered. The Congress also provided the
2.2 million workers hired before January 1984 with a choice of retire-
ment plans. They could remain covered by the Civil Service Retire-
ment System (CSRS), or they could join FERS. More than 2 million
workers elected to continue their CSRS coverage; since then, mainly as
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the result of retirements, the number has declined to 1.8 million.
These CSRS workers can also participate in the Thrift Savings Plan,
but without the benefit of matching employer contributions.

The combined benefits under FERS were designed to compete with
the best private-sector plans, but to be less costly in the long run than
the CSRS benefits they replaced. Although the reforms are fairly re-
cent, the Congress could again take up the question of curtailing re-
tirement costs. Possibilities include increasing employee contribution
rates for CSRS and FERS, moderating initial benefit levels, curtailing
cost-of-living adjustments (COLAs) for nondisabled CSRS retirees, or
restricting the matching rate on voluntary contributions made by
FERS employees to the Thrift Savings Plan. A lower matching rate
would not automatically result in budgetary savings, however, unless
commensurate reductions in agency spending were achieved--either by
authorizing the Office of Management and Budget to withhold funds or
by appropriating lower funding levels.

The strongest case against these options is that the relative gen-
erosity of federal retirement programs has served as recompense for
below-market pay. Erosion of the value of the retirement package,
with no change in federal pay practices, would lower total compensa-
tion and eventually the quality of the federal work force.

Restrict Agency Match on Thrift Plan Contributions. On behalf of any
worker covered by FERS, federal agencies automatically contribute 1
percent of individual earnings to the Thrift Savings Plan. In addition,
any voluntary deposits made to the Thrift Plan by a FERS participant,
up to 5 percent of earnings, are matched by the employing agency. The
marginal rate of the agency match declines with the level of voluntary
savings: agencies match employee deposits up to 3 percent of earnings
at a 100 percent rate, and deposits between 3 percent and 5 percent at a
50 percent rate. If an employee deposits 5 percent of pay, for example,
the agency match equals four percentage points of that, or an average
match rate of 80 percent. (For FERS employees who save at least 5
percent, the government’s match plus the automatic 1 percent result in
a federal contribution equal to 5 percent of pay.)

This option would continue the automatic 1 percent contribution,
but would match employee deposits up to 5 percent of pay at a uniform
rate of 50 percent. The total maximum agency contribution to the
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Thrift Savings Plan would thus decline from 5 percent of covered
earnings to 3.5 percent. Assuming a January 1991 effective date, re-
ducing the employer match would produce five-year outlay savings
estimated at $1 billion. (Agency contributions to the Thrift Savings
Plan are treated as federal outlays, similar to disbursements for wages
and salaries. About half of the outlay savings would derive from
national defense activities. The estimates exclude savings realized by
the Postal Service, which would total $0.3 billion through 1995, be-
cause the USPS is now off-budget and because its operating cost reduc-
tions eventually benefit mail users rather than U.S. taxpayers.)

Alignment with practices representative of private employers is a
long-standing goal for federal employees’ compensation. But total
federal compensation is less than what it would be if the government
adopted typical private-sector pay and benefit provisions. Higher
federal pay rates coupled with lower deferred compensation from the
government's retirement and thrift plans would be more in line with
private-sector practice. Private employers typically match an individ-
ual’s voluntary thrift plan deposits up to 6 percent of pay at a 50 per-
cent rate. As modified by this option, the federal thrift plan would re-
main superior to most employer-provided matches because of the 1 per-
cent automatic agency contribution. Reducing the government’s thrift
plan contributions could help justify higher federal pay--at least for
those positions for which it is difficult to attract and retain highly
qualified workers--although doing so would diminish the budgetary
savings.

Because the FERS program is relatively new, changing a major
element like the Thrift Savings Plan could be perceived as unfair. It
would tend to discredit new retirement system commitments--reached
after more than three years of analysis and debate by the Administra-
tion, the Congress, and employee representatives. Especially hard-hit
by changes in FERS would be higher-salaried professional and admin-
istrative employees. These workers, who already face some of the
widest salary disparities with the private sector, are more likely than
other FERS employees to participate in the savings program. Many of
them elect to make voluntary contributions at or above 3 percent of
earnings, and halving the 100 percent agency match would be roughly
equivalent to a 1.5 percent pay cut for this relatively small group. The
former CSRS employees who elected to transfer their future federal
retirement coverage to the FERS program (about 100,000} would also
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feel cheated. If the government sought to renege on its commitment to
the original thrift matching rates, these workers might demand a
chance to rejoin CSRS.

Curtail COLAs for Nondisabled CSRS Retirees by 0.5 Percentage
Points. This option would limit COLAs for nondisabled CSRS retirees
to the yearly rate of inflation, as measured by the consumer price in-
dex, minus 0.5 percentage points (CPI minus 0.5). Relatively small
savings would occur in 1991. By 1995, however, annual outlay savings
would total $0.6 billion. Other approaches are available to reduce the
costs of federal pension adjustments (see ENT-25 and FWF-03). Presi-
dent Bush’s proposed budget would disallow any COLA in 1991 and
limit subsequent annual adjustments, so long as the inflation rate re-
mained at 3 percent or higher, to CPI minus one percentage point.

Indexing CSRS benefits to the CPI is very expensive, and overly
generous when compared with private-sector practices or with the rela-
tively new FERS program. FERS was created, as described earlier, to
supplement the mandated extension of Social Security coverage to fed-
eral employees. The defined-benefit part of FERS is generally indexed
at inflation less one percentage point (CPI minus one). Benefits pro-
vided by Thrift Plan contributions plus annual COLAs for Social
Security help moderate the impact of inflation on FERS annuitants.
No COLAs are awarded, however, to nondisabled FERS retirees under
age 62.

This option amounts to complete indexation for half of the CSRS
pension and to an indexation rate of CPI minus one for the other half.
(Roughly half the CSRS pension is akin to Social Security coverage and
the remainder to an employer-provided supplement.) The option’s re-
duced indexation (CPI minus 0.5) would continue to exceed typical
private-sector practice because it would be automatic and would begin
before age 62; indexation of survivor benefits would not be reduced. A
possible weakness is that the option would treat all retirees alike, re-
gardless of their income level and associated federal income tax liabili-
ties. This treatment differs from Social Security under which benefits
for lower-income retirees are tax-free and tilted to provide a higher
wage replacement rate. The option would also renege on the under-
standing that workers who had refused to join FERS would retain the
better inflation protection provided by CSRS.

25-646 0 - 90 - 12 : OL 3
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Base Initial Benefit on Four-Year Average Annual Salary. Both CSRS
and FERS calculate initial benefits based on an average of the
employee’s three highest salaried years. This option would institute a
four-year average (five years is generally used for defined-benefit pen-
sion plans in the private sector). Adopting the four-year average would
cut new retirees’ pensions on average by 2 percent to 3 percent. To
discourage workers from accelerating their planned date of retirement
in order to avoid a benefit cutback, any change in calculating benefit
levels could be phased in. For estimating purposes, CBQ assumed that
the salary base would increase from 36 months to 48 months during
1991. Through 1995, this would save less than $0.5 billion. Another
approach would grandfather the three-year average for employees cur-
rently eligible to retire. But this would produce even smaller five-year
savings. Over the long run, however, either approach would generate
significant savings as more and more employees retired. On an actu-
arial or long-term accrual cost basis, the change in the salary base used
for calculating retirement benefits would save the equivalent of 0.7
percent of payroll for CSRS and about 0.4 percent for FERS. (The sav-
ings would be relatively larger for CSRS because the pension for CSRS
is larger than the defined-benefit portion of the FERS annuity.)

CSRS and FERS employees would argue that their retirement
benefits have already been cut indirectly by caps on annual federal pay
raises. During the 10 years ending December 1989, the rise in private-
sector salaries and wages as measured by the employment cost index
exceeded the cumulative increase in federal pay rates by nearly 30
percent. A 1 percent federal civilian pay raise over a 12-month period
costs about $0.75 billion. Thus, any serious attempt to correct the exist-
ing imbalance between federal and private pay rates would cost much
more than the retirement savings available from adopting a four-year
average salary base.

Raise Employee Pension Contributions. Compared with the typical
cost of private employer-provided retirement benefits (pensions and
capital accumulation plans coupled with the costs of Social Security),
CSRS and FERS benefit costs are high. Although mandatory retire-
ment contributions for most CSRS employees are 7 percent of pay (and
FERS employees pay less than 1 percent in addition to their Social
Security contributions), the cost to the employer is still higher than in
private plans. Thus, increasing CSRS and FERS employee contribu-
tions by 0.5 percent of pay would improve the alignment between the
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federal government’s cost of retirement benefits and those of private
employers. It would also lower the 1991 deficit by $0.4 billion and gen-
erate cumulative savings through 1995 of $2.4 billion. (The estimated
savings represent the increase in federal revenues without regard to
the corresponding outlay increases for workers who leave the govern-
ment and elect to withdraw their pension contributiens plus applicable
interest earnings. In 1995, these additional outlays would total less
than $50 million.)

By reducing take-home pay, this option would equal a cut in the
next general pay adjustment of 0.5 percentage points. (See FWF-01 for
options to curtail federal pay raises directly.) From the employees’ per-
spective, a pay cut affects career and noncareer workers equally,
whereas hikes in pension contributions can be recovered by noncareer
workers when they leave federal service.
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FWF-03 RESTRICT COST-OF-LIVING ADJUSTMENTS
FOR FEDERAL RETIREES UNDER AGE 62

Annual Savings Cumulative
Savings from {(In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings

Eliminate COLAs

Military Retirement 390 940 1,650 2,250 2,950 8,080
Civilian Retirement 90 180 260 310 350 1,190
Total 480 1,120 1,810 2,560 3,300 9,270

Cap COLAs to CPI Increase Minus One Percentage Point

Military Retirement 90 230 370 540 720 1,950
Civilian Retirement 20 40 60 90 120 330
Total 110 270 430 630 840 2,280

NOTE:  Amounta represent cutlay savings.

The Civil Service Retirement System (CSRS) and the Military Retire-
ment System (MRS) now provide benefits for about 3.7 million people
at an annual cost of $53 billion. Continued indexing of these benefits
to inflation, as measured by the consumer price index (CPI), will gen-
erate cumulative outlays through 1995 of $32 billion. About 980,000
annuitants, including 55 percent of those under MRS and 10 percent of
those under CSRS, are nondisabled retirees under age 62. Benefit pay-
ments in 1990 for this relatively young group will exceed $15 billion.
Cost-of-living adjustments (COLAs) for federal retirees under age 62
are fully paid for by the government and are expensive relative to ad-
justments available under the largest and most generous private pen-
sion plans.

Eliminating COLAs or capping COLAs at the inflation rate less
one percentage point (CPI minus one) for nondisabled federal retirees
until they reach age 62 would reduce five-year outlays by $9.3 billion
and $2.3 billion, respectively. Each of these alternatives would grant a
catch-up raise at age 62 to adjust for the inflation since retirement.
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Full COLAs would be provided after age 62. (Although the catch-up
adjustment restores the monthly pension to what it otherwise would
have been at age 62, the annuitant is never compensated for the small-
er benefit payments received during the period COLAs were either
eliminated or capped.) Over 90 percent of the losses would be taken by
current retirees, and the rest by those retiring in the next five years.

Military and civilian retirement reforms enacted in 1986 reduced
the future cost of federal pensions for newly hired employees. The
military system reforms will curtail pension benefits for newly hired
armed-services personnel by reducing most initial annuities and by
capping COLAs at CPI minus one. These future military retirees will
receive a catch-up adjustment, at age 62, that restores the purchasing
power lost since retirement.  In contrast to the practice under CSRS,
nondisabled civilian retirees under the new system will not receive any
COLA until age 62, nor any catch-up raise for price increases since
their retirement. For both groups, future civilian and military annui-
tants alike, COLAs awarded after age 62 are generally limited to CPI
minus one. But COLAs for retirees who remain covered by the old
CSRS and MRS systems are unaffected--still set at 100 percent of the
CPI. (Repeating a proposal advanced by the previous Administration,
President Bush’s budget would deny next year's COLA regardless of
age and, with some variations, limit annual adjustments for 1992 and
subsequent years to CPI minus one. The Balanced Budget and Emer-
gency Deficit Control Act of 1985 denied the COLA for 1986. But sub-
sequent action by the Congress insulated COLAs from future budget
sequestration cuts.)

Eliminating or capping COLAs for retirees before age 62 who are
now covered by the old CSRS and MRS systems would moderate the
government’s cost for early retirement. Either approach would reduce
protection from inflation and thus real benefits for federal retirees of
working age. The loss in retirement income would be especially pro-
nounced for nondisabled MRS employees who retire at an average age
of 43. But at age 62 and beyond, COLAs for federal pensions affected
by this option would remain more generous, with the catch-up, than
would the partial inflation protection for those receiving private pen-
sions combined with Social Security. (FWF-02 includes an option that
would attempt to bring CSRS indexation more into line with private-
sector practice by reducing the size of COLAs for all annuitants regard-
less of age.)
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Because considerable planning and changes in personal affairs
often precede decisions to retire, changing the rules for people after
they retire could be perceived as unfair. CSRS employees who elected
not to join the new retirement program mainly because of its smaller
COLAs would also feel shortchanged. (Another proposal, FWF-02,
would reduce benefits under the new retirement system.) Moreover,
federal workers traditionally have accepted a compensation package
that provides superior pensions at the expense of lower pay. They may
distrust the option’s reliability--believing that future budgetary pres-
sures could either erode the size of the proposed catch-up adjustment or
delay it beyond age 62.

Finally, restricting COLAs for military retirees would diminish
the financial reward for many now making a career of military service.
Estimates indicate that, over the long term, adopting the no-COLA
approach would cause approximately 55,000 officer and enlisted per-
sonnel to depart early--eventually lowering average military service
and experience levels by about 5 percent. The increase in departures of
personnel with more than four years of service would result, over time,
in a less experienced military force. The acceleration of voluntary
separations, however, might facilitate a future restructuring of mili-
tary force levels that would require fewer uniformed personnel.

The Congress could consider other restrictions on COLAs to gen-
erate near-term savings. One possibility would be to curtail adjust-
ments for all nondisabled CSRS, MRS, and Social Security annuitants
(see ENT-25, which would restrict federal retirement and Social
Security COLAs). Other possibilities could pivot directly--or indi-
rectly, like the two options introduced above--on the beneficiary’s earn-
ings capability. In general, financial hardships from smaller COLAs
would be more pronounced for disabled and survivor annuitants than
for the relatively young retirees targeted here, who should be in a
- better position to face a temporary loss in real benefits. Presumably,
these young retirees would be able to supplement their pensions by
working--as most military retirees already do.
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FWF-04 PREFUND THE GOVERNMENT'S SHARE
OF FEDERAL RETIREES’ HEALTH
INSURANCE COSTS

Annua!l Savings Cumulative
Savings from {In millions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority -510 -800 940 -1,100 -1,250 -4,600
Outlays 210 330 370 440 500 1,850

NOTE: The negative amounta for budget authority represent payments by nonpostal agencies into a
trust fund for annuitant health care.

Upon retirement, more than 80 percent of federal workers elect to
continue their employer-provided health insurance coverage. The
federal share of continued protection under the Federal Employees
Health Benefits (FEHB) program cannot exceed 75 percent of the
annual premium cost; however, it can be as low as 32 percent depend-
ing upon the particular health care plan. Currently these costs are
recognized as an annual expense throughout the annuitant’s retired
years and, as such, are financed on a pay-as-you-go basis. Instead, the
government could prefund its share of annuitants’ premiums by an-
nually investing a fixed percentage of covered payroll. This method of
financing health care for federal retirees and their dependents would
shift the recognition of federal costs from the years of retirement to the
years of active employment that contribute to the delivery of govern-
mental services. (The Bush Administration, as did the previous one,
proposes broadening the Postal Service’s pay-as-you-go requirements
to cover postal annuitants and survivors who now are excluded because
they were on the benefit rolls before October 1986. The Administra-
tion is preparing a legislative package for reforming various aspects of
the FEHB program.)

Prefunding annuitant health insurance generally--that is, exclud-
ing the Postal Service--would not increase or decrease governmentwide
spending. In the near term, most agencies would respond to the new
cost requirement by requesting larger annual appropriations. The
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increased payments by these agencies would represent offsetting
income to a new on-budget trust fund and would earn interest until ex-
pended. In the case of the U.S. Postal Service (USPS), however, the ad-
ditional contribution required by this option would represent new costs
to the USPS that eventually would be financed through higher postage
rates. Estimated five-year outlay savings from the increased postal re-
ceipts, assuming a January 1991 effective date, exceed $1.8 billion.

The option’s net budgetary impact would reduce near-term deficits
as certain costs shifted, through higher postage rates, to the current
generation of mail users. The additional payments from the now off-
budget Postal Service would, as offsetting income, reduce net spending
from on-budget accounts that fund annuitant health care. The reduc-
tion would not be accompanied by a commensurate increase in off-
budget deficits so long as postage rates were increased to cover the
higher Postal Service payments. For nonpostal activities, the added
costs from prefunding health care (shown in the table as budget
authority) would represent budgetary transactions from one account to
another that do not alter receipts from the public or federal disburse-
ments.

Determining the appropriate rate for agency payroll contributions
would require a comprehensive actuarial evaluation of costs. This
would incorporate key assumptions about projected changes in the
price and use of health care services, and about retirement age and
numbers of annuitants’ dependents. For estimating purposes, thig op-
tion uses an annual contribution set at 3 percent of payroll as the mini-
mum rate necessary to prefund future federal outlays. In addition, the
option would apply the advanced-funding procedure only for those
workers covered by the relatively new Federal Employees’ Retirement
System (FERS), which is financed on an accrual cost basis. For these
employees, the government’s cost of providing deferred compensation
in the form of annuitant health benefits would be financed as if it were
a pension benefit--no longer when the cash payments occur, but
throughout the years that the beneficiaries are employed by the gov-
ernment. (The proposal would not alter the level or timing of contribu-
tions made by annuitants.}

The additional employer contributions required by this option
would supplement payments already being made on a pay-as-you-go
basis for federal workers who are covered by the old Civil Service
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Retirement System (CSRS). Under current law, a single appropriation
is enacted each year for CSRS annuitants participating in the health
insurance program, except for certain postal retirees and their survi-
vors. Starting in 1987, the USPS began paying the federal share of
premiums for its newly retired workers and more recently for the sur-
vivors of these post-1986 annuitants. In 1995 these pay-as-you-go pay-
ments under current law will amount to an estimated $0.6 billion from
the Postal Service and $7.1 billion from general appropriations. In the
same year, this option would add another $1.8 billion, with the Postal
Service accounting for more than one-fourth of this amount.

The changes set forth in this option would, if enacted, parallel
health care accounting changes under way in the private sector. The
Financial Accounting Standards Board (the private body that sets
financial reporting standards) proposes that corporate financial state-
ments recognize the firm’s liability for postretirement health care.
Such liabilities are substantial. According to a June 1989 report from
the General Accounting Office, private employers confront a $400 bil-
lion annuitant health insurance liability--$300 billion for today’s
workers and $100 billion for those already retired. About half of the
large firms included in one 1989 survey are considering changing from
pay-as-you-go financing of annuitant health care to some form of pre-
funding.

This option would improve cost recognition and allow better deci-
sions on the compensation, size, and composition of the federal work
force. The lifetime federal contribution for annuitant health benefits is
akin, in many ways, to having a larger retirement pension with a set-
aside for health care. Moreover, future measures to control federal
costs for annuitant health care would be facilitated, as a first step, by a
shift to accrual cost accounting. The need for such a change in cost
recognition and financing grows each year as the size of the annuitant
population and the price of medical care continue to increase.

Some critics of this option believe the pension analogy is flawed for
several reasons. They point to the voluntary rather than mandatory
nature of the federal employees’ health benefits program. For eligible
annuitants, moreover, the level of health benefits is not influenced by
the number of years in the federal work force. A final and more mean-
ingful difference is that calculating future liabilities for annuitant
health care insurance is much more complex and uncertain than for
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pensions. The insurance protection provided does not directly relate to
the employee’s salary. And the cost of insurance premiums could be
greatly influenced by changes in the price and use of health services,
and by the adoption of proposals to reform the federal health care pro-
gram and its relationship to Medicare. From this perspective, adopting
a new prepayment scheme for federal annuitants seems ill-advised.
Moreover, accounting practices found in the private sector need not
apply to the vast majority of governmental operations that, unlike
mail service, are not self-financing.

In addition, mail users would be likely to claim that the prefund-
ing requirement is advanced--at their expense--largely to improve the
near-term cash flow position of the Treasury. The Congress in 1985,
moreover, addressed the issue of funding health care for postal an-
nuitants by requiring the Postal Service to pay the employer’s share
for workers retiring after September 1986. President Bush, following
the practice of his predecessor, proposes extending pay-as-you-go to all
postal annuitants regardless of retirement date. The Congress has not
acted on such extensions. Continuing to finance postretirement bene-
fits on a pay-as-you-go basis, however, means subsidizing today’s
postal operations at the expense of future postal customers. (A more
detailed discussion of this option as it relates to the USPS is presented
in the CBO staff working paper, “Alternatives for U.S. Postal Service
Funding of Certain Employee Benefits,” August 1988.)
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FWF-05 MODIFY THE WAY HOSPITALS ARE PAID
UNDER THE FEDERAL EMPLOYEES HEALTH
BENEFITS PROGRAM

Annual Savings Cumulative
Savings from {In millions of dollars} Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Savings
Budget Authority 0 0 140 370 670 1,180
Outlays 0 0 140 370 670 1,180

The Federal Employees Health Benefits (FEHB) program offers health
insurance coverage for federal employees, retirees, and their depen-
dents. The program covers about 4 million enrollees at a yearly cost to
the federal government of about $7 billion. About one-third of this
amount, the subject of this option, pays for certain inpatient services
provided by hospitals to FEHB enrollees. Federal costs will continue to
grow because of higher health care expenses and greater numbers of
retirees. (The estimated government costs exclude amounts paid by
the U.S. Postal Service because such costs are eventually paid by mail
users rather than by taxpayers.) Reforming hospital reimbursement,
as described below, would reduce such costs and thus lower federal
outlays in 1995 by an estimated $0.7 billion. The savings result from a
gradual reduction in the rate that hospital costs would be allowed to
rise. For calendar year 1995, relative to the level otherwise expected
for systemwide costs, the reductions would total 15 percent. To realize
budgetary savings, over one-fourth of them in national defense func-
tions, the Congress would need to reduce agency funding accordingly.
(To allow time for implementation, the new reimbursement system
would begin to take effect for the FEHB contract year beginning Janu-
ary 1992. No net budgetary savings would be expected to materialize,
however, until the following year.)

FEHB insurance carriers pay hospitals primarily in two ways--
some on the basis of actual charges, and others on the basis of pre-
determined rates that have been negotiated with the hospitals and
that reflect certain discounts. An alternative reimbursement system
could require carriers to use a prospective payment system patterned
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after the one instituted in 1987 by the Civilian Health and Medical
Program of the Uniformed Services (CHAMPUS) for military depen-
dents and retirees. The military program modified the diagnosis-
related group (DRG) payment schedules used by Medicare to reflect the
health care needs of younger patients. Under a modified DRG system,
hospitals receive a fixed payment per case based primarily on a
patient’s diagnosis, and adjusted for certain hospital characteristics
that affect the costs of treating that diagnosis. Hospitals that accept
federal reimbursement from Medicare would be required to accept the
predetermined rate as payment for FEHB enrollees, just as they are for
CHAMPUS. In some cases, the payment schedules might need refine-
ment to consider the insureds’ demographic characteristics and other
pertinent cost considerations. The size and timing of premium reduc-
tions would depend on rate negotiations with more than 400 FEHB
insurance carriers. Savings realized under this prospective payment
system eventually would allow for lower premium payments by both
the federal government and enrollees. The reductions realized in 1992
through 1995 could save enrollees nearly $0.7 billion.

With few exceptions, such as the Washington, D.C., area, FEHB
enrollees represent a relatively small portion of hospital cases. An ex-
panded DRG reimbursement system should save the government
money without adverse financial effects on most hospitals. The cur-
rent system seems to drive up costs because hospitals tend to provide
FEHB and other insured patients more amenities, more technology,
and more staff than are necessary. Several states have implemented
DRG systems, although most have had little initial success in reducing
hospital costs. Initial budgetary impacts aside, the information gen-
erated by a DRG approach would provide a valuable management tool
for long-term cost control.

This proposal would raise some of the same concerns about jeopar-
dizing the quality of health care that were raised during debate on
adopting the DRG scheme for Medicare and again for CHAMPUS. The
DRG payment system has not yet been refined to the point where it
recognizes all of the appropriate cost variations for treating different
patients with the same diagnosis; nor can it identify all of the relevant
cost variations among alternative hospitals. As a result, some hospi-
tals might realize a profit from cases for which an identical diagnosis
in a different hospital could represent a financial loss. Such economic
forces might cause hospitals, especially in localities with significant
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numbers of FEHB patients, to shift care to a local competitor or to limit
the amount of care provided. In other cases, especially in areas with a
relatively high concentration of federal workers or annuitants, hospi-
tals might try to collect excess expenses directly from FEHB patients
or to shift some costs and procedures to outpatient services not covered
by DRG fee schedules. (Vigilant program monitoring should, of course,
limit the opportunity for such abuse.) Finally, federal budgetary
pressures might lead to future DRG payments that were lower than
the cost of providing adequate care to a typical patient, causing hospi-
tals to accentuate the selection of patients on the basis of financial
considerations.






CHAPTER VII
REVENUES

This section presents a broad range of options for increasing federal
revenue. For example, additional federal revenue could be raised from
existing tax sources by raising tax rates, broadening tax bases, or ex-
tending the coverage of taxes to include additional taxpayers. Revenue
could also be raised by tapping new tax sources.

Although most of the spending options in this volume would take
effect on October 1, 1990, the revenue options generally have an
effective date of January 1, 1991, because changes in income tax law
usually take effect at the beginning of a calendar year. The excise and
energy tax options, however, are assumed to take effect on October 1,
1990. For the value-added tax (VAT), an effective date of January 1,
1992, is assumed because a VAT could not be implemented before then,
even if it were enacted by mid-1990. The effective dates and transition
rules for specific bills will invariably differ. As a result, revenue esti-
mates for such bills may differ slightly from those for similar options
shown here.

Although all of the options raise revenue, they create different eco-
nomic incentives and, ultimately, have different effects on the alloca-
tion of economic resources and on tax burdens for different taxpayers.
REV-01 would increase the tax rate on all sources of income currently
subject to federal income tax, while REV-27 would impose a new tax on
a broad consumption base. Both options seek to reduce the effects of
taxes on resource allocation by imposing a small incremental tax on a
broad base. Many of the options, however, would increase the tax
burden on specific types of income and economic activity that currently
benefit from relatively favorable tax treatment. For example, REV-03
through REV-09 would reduce or eliminate differences in the tax treat-
ment of alternative sources of capital income, REV-11 and REV-12
would tax labor income on a more uniform basis, and REV-14 and
REV-24 would limit deductions for certain business expenditures that
may enjoy preferential tax treatment. Options such as REV-13,
REV-21, and REV-23 would repeal or limit tax preferences that



346 REDUCING THE DEFICIT February 1990

encourage capital to be invested in specific sectors of the economy.
Several of the options would tax behavior that some have argued is in
the public interest to restrict. For example, REV-30 would increase
excise taxes on tobacco and alcohol, while REV-31 through REV-34
would tax various forms of environmental pollution.

The revenue estimates for REV-17, REV-19, REV-20, REV-31
through REV-34, and REV-36 were prepared by staff of the Congres-
sional Budget Office. Revenue estimates for the other options, as well
as for ENT-17, were prepared by the Joint Committee on Taxation at
the request of the Congressional Budget Office.
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REV-01 RAISE MARGINAL TAX RATES FOR
INDIVIDUALS AND CORPORATIONS

Annual Added Revenues Cumulative
Addition to (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1985 Addition
Individuals
Raise Marginal Tax
Rates to 16 Percent
and 30 Percent 18.7 35.4 38.2 41.2 44.8 178.3
Add a 5 Percent .
Surtax 13.5 25.7 27.9 30.0 32.6 129.3
Raise the Top
Marginal Tax Rate
to 30 Percent 104 19.9 21.8 23.9 26.1 102.1
Add a 33 Percent
Bracket 38 7.6 8.7 10.1 11.7 41.9
Add a 38 Percent
Bracket 9.6 18.8 21.0 24.1 27.6 101.2
Corporations
Raise the Top
Marginal Tax Rate
to 35 Percent 14 2.5 2.7 2.8 3.0 12.4
Add a 5 Percent
Surtax 3.3 57 6.0 6.3 6.7 28.0

Rate increases have several advantages over other tax changes as a
means for raising revenue. First, they do not add to costs of
enforcement or compliance because they do not increase the complexity
of the tax code or the recordkeeping requirements of taxpayers.
Second, the Treasury begins to receive the additional revenues
relatively quickly because rate increases are reflected in withholding
and estimated tax schedules. But rate increases have drawbacks as
well. Higher tax rates reduce incentives to work and save, and worsen



348 REDUCING THE DEFICIT February 1990

any inefficiencies associated with remaining preferences in the income
tax code. They also run counter to the spirit of the Tax Reform Act of
1986 (TRA), which reduced statutory marginal tax rates significantly
for both individuals and corporations in exchange for broadening the
tax base.

Individuals. Under current law, the income tax structure has two
explicit marginal tax rates--15 percent and 28 percent. {The marginal
tax rate is the percentage of an extra dollar of income that a taxpayer
must pay in taxes.) Some taxpayers face an effective marginal tax rate
of 33 percent because a 5 percent surtax is imposed on taxable income
over a range in which the tax benefits from personal exemptions and
the 15 percent bracket are phased out. The surtax raises the average
tax rate on taxable income to 28 percent for taxpayers with taxable
income above the phase-out range. In 1991, the projected phase-out
range of taxable income is $48,950 to $113,640 for single taxpayers,
and $81,600 to $217,510 for a couple with two children.

Increasing all marginal tax rates for individuals by approximately
the same percentage--to 16 percent and 30 percent (with a 5 percent
surtax for income in the phase-out range)--would increase revenues by
a large amount: about $178 billion in 1991 through 1995. This option
is roughly equivalent to imposing a surtax on regular tax liability
before credits. Although taxes would increase proportionately for most
taxpayers under this option, there would be exceptions. The option
wotld not increase taxes for those whose taxes are computed according
to the alternative minimum tax, unless that tax rate were also in-
creased {(see REV-03), while families with tax credits would face a
somewhat larger percentage increase in their tax liabilities than other
taxpayers. Some families whose earned income credit (EIC) gives
them a zero tax liability or an EIC refund could incur a positive tax
liability as the result of this option.

An alternative to a rate increase would be to impose a surtax ap-
plied to tax liability after credits. A surtax of 7 percent would raise
about the same revenues, and result in roughly the same marginal tax
rates, as raising marginal tax rates to 16 percent and 30 percent, but
the tax increase would be distributed differently among taxpayers.
Higher taxes would be paid by all taxpayers who now face a positive
tax liability, even those who pay the alternative minimum tax, but
those whose tax liability was exactly offset by tax credits under current
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law would have no additional tax liability. Recipients of EIC refunds
would also not be affected by this form of a surtax. A 5 percent surtax
applied to tax liability after credits would not increase tax rates as
much as a 7 percent surtax, but would increase revenues by about $129
billion in 1991 through 1995.

Another option would be to increase only the top marginal tax
rate. Increasing only the current 28 percent rate to 30 percent (result-
ing in an effective 35 percent marginal rate for income in the phase-out
range) would raise revenues by about $102 billion in 1991 through
1995. For 1991, this option would increase taxes for married couples
with taxable incomes over $33,750.

The three preceding options do not eliminate the “bubble” in tax
rates that causes very-high-income taxpayers to face a lower marginal
tax rate than some taxpayers with lower taxable income. This bubble
occurs for taxpayers with taxable income in the phase-out range.
Those taxpayers have an effective marginal tax rate of 33 percent.
Taxpayers with taxable income above the phase-out range have a
marginal tax rate of 28 percent. An alternative with uniformly pro-
gressive marginal tax rates would be to drop the 5 percent surtax on
taxable income in the phase-out range and create an explicit 33 per-
cent bracket that would apply to all taxable income in and above the
current phase-out range. The effect of this option would be to raise
taxes only for the relatively small number of high-income families for
whom the tax benefits of the 15 percent bracket and personal exemp-
tions have been completely phased out under current law. This option
would raise about $42 billion in 1991 through 1995, increasing taxes
for about 600,000 taxpayers. For example, a married couple with two
children would pay higher taxes if their taxable income for 1991 was
$217,510 or higher.

A second alternative would be to drop the 5 percent surtax and
create an explicit 33 percent bracket and a final top bracket with a tax
rate of 38 percent. The 33 percent rate would apply to all taxable in-
come in the current phase-out range for the 15 percent bracket. The 38
percent rate would apply to all taxable income in and above the cur-
rent phase-out range for personal exemptions. This option would raise
taxes for high-income families for whom the 15 percent bracket has
been completely phased out under current law. In 1991, the 38 percent
tax rate would apply to single filers with taxable income of $101,600 or
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more and to joint filers with taxable income of $169,350 or more. This
option would raise about $101 billion in 1991 through 1995, increasing
taxes for about 1 million taxpayers.

Under current law, capital gains are subject to a maximum tax
rate of 28 percent. Long-term capital gains, however, are treated as
ordinary income under current law and thus are subject to the 5 per-
cent surtax for taxpayers with taxable income in the phase-out range.
Some long-term capital gains thus are taxed at an effective rate of 33
percent. These options assume that the maximum rate on gains would
be maintained at 28 percent, as provided under current law, if the
surtax was replaced either with a 33 percent bracket or with a 33 per-
cent and a 38 percent bracket. Taxpayers with taxable income in the
phase-out range would thus have a lower tax rate on gains under these
options than under current law.

Corporations. The top statutory tax rate on corporate income is 34 per-
cent. Lower marginal rates apply to the first $75,000 of taxable in-
come, but corporations with taxable income between $100,000 and
$335,000 pay an additional 5 percent surtax in order to phase out the
benefits of the lower marginal rates.

About $12 billion could be raised in 1991 through 1995 by increas-
ing the top marginal rate to 35 percent. While only 10 percent of cor-
porate taxpayers pay the top rate, these firms earn approximately 90
percent of all corporate taxable income. Corporations that continue to
pay the alternative minimum tax would be unaffected by the change,
and those with unused credits could offset some of the tax increase.

An alternative to raising the top corporate rate would be to impose
a surtax on tax liabilities after credits. A 2 percent surtax would raise
about the same revenues as an increase in the top rate to 35 percent;
under this surtax, the top rate would be 34.7 percent. A 5 percent sur-
tax would raise $28.0 billion in 1991 through 1995. In contrast to a
rate increase, a surtax would apply to corporate liabilities from the al-
ternative minimum tax, and it would not expand the amount of credits
that corporations could claim.

Increasing the corporate rate, either directly or through a surtax,
could affect the decision a business makes about its form of organiza-
tion. Income earned by businesses organized as corporations is taxed
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at both the corporate and individual levels. Income earned by non-
corporate businesses is taxed only at the individual level. As a result,
there is a tax incentive for businesses to choose a noncorporate form of
organization. TRA set the maximum individual income tax rate below
the corporate rate, increasing the incentive for corporations to reor-
ganize into noncorporate forms. Any rate change that widened the
distance between the corporate and individual rates would further
increase this incentive.
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REV-02 AMEND OR REPEAL INDEXING
OF INCOME TAX SCHEDULES

Annual Added Revenues Cumulative
Addition to (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Delay Indexing
Until 1992 5.4 10.2 16.8 114 12,0 49.8
Repeal Indexing 5.4 16.0 28.2 41.7 58.8 150.1

Under current law, the personal exemption, the standard deduction,
the minimum and maximum dellar amounts for each tax rate bracket,
and the earned income credit (EIC) are indexed annually to offset the
effects of inflation. Without indexing, the bracket creep caused by
inflation would gradually raise the average tax rate paid by most tax-
payers.

Repealing indexing beginning with the adjustment scheduled for
1991 (except for the EIC) would raise revenues by about $150 billion in
1991 through 1995, if the annual rate of inflation were to average 4.3
percent over the period as projected. Revenues from the repeal would
grow rapidly as the cumulative effects of inflation drove up the
consumer price index. Although suspending indexing for 1991 would
raise the same amount of revenues in the first year, it would raise
much less in later years--about $50 billion over the five-year budget
period.

Repealing or suspending indexing would not burden all taxpayers
equally. For example, high-income taxpayers who itemize their deduc-
tions would not bear any tax increase because the tax benefit from
personal exemptions and the 15 percent bracket has already phased
out for them. All of their income, after itemized deductions, is subject
to a single rate of 28 percent and, therefore, is unaffected by indexing.
Also, taxpayers who itemize would generally bear a smaller tax in-
crease than those who use the standard deductions. Because the addi-
tional tax burden from repealing or suspending indexing would not be
shared equally, some argue that a surtax or a general rate increase
would be preferable (see REV-01).
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Another argument for retaining indexing is that it requires the
Congress to decide explicitly on tax increases. Without indexing, infla-
tion causes many taxpayers to move into higher tax brackets, so that
tax liabilities increase at a faster pace than income. This results in an
increase in real tax liabilities without legislative action, even for tax-
payers whose real income has not increased.
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REV-03 INCREASE THE ALTERNATIVE
MINIMUM TAX RATE

Annual Added Revenues Cumulative
Addition to (In billions of dollars Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Individuals
Raise AMT Rate
to 25 Percent 0.3 1.4 1.1 1.0 0.8 4.7
Corporations
Raise AMT Rate
to 25 Percent 2.4 3.5 2.5 1.6 11 11.1

The alternative minimum tax (AMT) limits taxpayers’ use of tax
preferences to reduce their liability. Increasing the AMT rate would
raise revenues from the individuals and corporations that benefit the
most from tax preferences. Revenue gains from these rate increases
are somewhat uncertain, however, because taxpayers can avoid the
AMT to some extent by careful tax planning. Some tax practitioners
attribute the recent growth in leasing activity to avoidance of the AMT
by taxpayers.

Raise the Individual AMT Rate to 25 Percent. The AMT for in-
dividuals is 21 percent of alternative taxable income in excess of the
exemption amount--$40,000 for a joint return or $30,000 for a single
return. The exemption is phased out for high-income taxpayers. Some
adjustments and deductions that are allowed in computing regular
taxable income are disallowed when computing taxable income for the
alternative tax. These adjustments are of two types: deferral pref-
erences, such as accelerated depreciation, excess intangible drilling
costs, and profit or loss from long-term contracts; and exclusion pref-
erences, such as the charitable deduction for appreciated property,
itemized deductions of state and local taxes, some tax-exempt interest,
percentage depletion, and miscellaneous itemized deductions.
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Taxpayers must pay the larger of the regular tax or the AMT. To
the extent that the individual AMT results from deferral preferences,
one year's AMT can be credited against future years’ regular tax lia-
bility. Thus, a portion of the revenue gain from a higher AMT rate re-
sults from a shift of some future tax liabilities to earlier years.

Increasing the AMT rate to 25 percent would raise about $5 billion
in 1991 through 1995. Some preferences in the tax code are designed to
encourage certain kinds of behavior, but taxpayers who pay the AMT
are denied the full benefit of these preferences. Raising the AMT rate
would further reduce these incentives by reducing the maximum com-
bined tax benefit from these preferences for upper-income taxpayers.

This option would not appreciably increase the number of AMT
filers. Even under current law, many more taxpayers than the number
who owe an alternative tax are required to file for the AMT. This
would, however, more than double the number of filers who would owe
an alternative tax, from about 150,000 to over 300,000.

Raise the Corporate AMT Rate to 25 Percent. While the corporate
AMT resembles the individual AMT v very closely, the two taxes have
different tax bases, credits, and rates. First, the corporate AMT base
includes a special preference that was designed to increase the fairness
of the corporate income tax. Through 1989, this special preference was
computed as half of the excess of pretax book income reported to share-
holders over other alternative taxable income. Beginning in 1990, this
book income preference is replaced by a provision that adds 75 percent
of the excess of adjusted current earnings (ACE}) over other alternative
taxable income. (ACE is a measure derived from earnings and profits
as computed for purposes of Subchapter C of the tax code, with certain
specified adjustments for depreciation and other deductions.) Second,
beginning in 1990, corporations receive minimum tax credits for the
tax that arises from all preferences, not just deferral preferences--as is
still the case for individuals. Finally, the current AMT rate is 20
percent for corporations, lower than the 21 percent individual AMT
rate. Raising the AMT corporate rate to 25 percent would increase
revenues by about $11 billion through 1995.

The corporate AMT, with its ACE preference, is intended to ensure
that corporations reporting profits to shareholders cannot avoid paying
corporate tax. Proponents of the minimum tax argue that it improves
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the perceived fairness of the tax system and spreads the tax burden
more evenly.

Critics argue that the corporate AMT places a greater tax burden
on rapidly growing and heavily leveraged corporations and provides
corporations with an incentive to engage in tax-motivated transac-
tions. For example, a firm that expects to pay the AMT may be able to
reduce its tax by leasing its equipment, rather than owning the equip-
ment and using the accelerated depreciation tax preference. Raising
the AMT rate, therefore, would only increase the use of these nonpro-
ductive tax minimization transactions, as well as increase the dis-
parity in the tax burden on new investment between those corpora-
tions that are hit by the AMT and those that are not.
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REV-04 LIMIT MORTGAGE INTEREST DEDUCTIONS
Annual Added Revenues Cumulative

Addition to (In billions of dollars) Five-Year

CBO Baseline 1991 1992 1993 1994 1995 Addition

Limit Deductions

t0 $12,000 per

Return (Single)} or

$20,000 (Joint) 0.6 1.6 1.8 2.0 2.2 8.2

Limit Tax Benefit

of Deductions

to 15 Percent 36 10.0 11.4 13.0 14.8 52.9

Limit Deductions

for Second Homes 0.1 0.3 0.3 0.3 0.4 1.3

A home is both the largest consumer purchase and the main invest-
ment for most Americans. The tax code has historically treated homes
more favorably than other investments. Current law allows home-
owners to deduct mortgage interest expenses even though homes do
not produce taxable income, and exempts most capital gains from home
sales (see REV-05). This preferential treatment has been defended
because it encourages homeownership and home improvement, which
is thought to improve neighborhoods for all residents. Some have ar-
gued, however, that these preferences are larger than needed to main-
tain high rates of homeownership. For example, Canada, which grants
preferential tax treatment to capital gains from home sales but does
not allow deductions for mortgage interest, has achieved about the
same rate of homeownership as the United States.

The tax advantages accorded to owner-occupied housing are also
criticized because they encourage investment to shift into homes and
away from less subsidized investments. This shift may contribute to a
relatively low rate of investment in business assets in the United
States compared with countries that do not allow such large mortgage
interest deductions. Currently, about one-third of national investment
goes into owner-occupied housing, so even a modest shift of investment
to other sectors could have important effects.
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Tax preferences for owner-occupied homes could be reduced by
limiting mortgage interest deductions. Current law allows interest
payments on most loans secured by first and second homes to be de-
ducted. Interest is deductible on up to $1 million of debt used to ac-
quire and improve first and second homes and up to $100,000 of other
loans secured by a home, regardless of purpose (referred to as home-
equity loans), Only 10 percent of other consumer interest is deductible
in 1990, and none of it thereafter. Current law also limits the extent to
which interest deductions for carrying assets other than first and
second homes can exceed income from such assets. One way for tax-
payers to circumvent the limits on consumer and investment interest
deductions is to finance consumer purchases and investments in assets
other than homes with loans secured by homes.

The current limits on mortgage interest deductions are criticized
for several reasons. The amounts are so high that the tax code still pro-
vides a generous subsidy for relatively expensive homes. Further, only
taxpayers who are fortunate enough to have substantial home equity
are able to circumvent the limits on consumer and investment interest.
For example, many homeowners are able to deduct interest on home-
equity loans used to finance automobiles while renters and these with
small amounts of home equity are not allowed te deduct interest on
auto loans. In addition, some find it unfair that the same limits apply
to single taxpayers as to larger households.

About $8 billion in revenues could be raised in 1991 through 1995
by capping the mortgage interest deduction at $12,000 per single re-
turn, $20,000 per joint return, and $10,000 per return for married
couples who file separately. These limits are much higher than the de-
ductions claimed on most tax returns. For example, less than 2 percent
of taxpayers who claimed home mortgage interest deductions in 1987
had deductions that exceeded these amounts, while the average de-
duction for home mortgage interest was only about $4,900. Even in
regions of the country with the highest housing costs, the annual inter-
est payments for the average new mortgage in 1989 are under $17,000.
At current mortgage interest rates, the proposed $20,000 cap would
allow full interest deductions on mortgages as large as about $203,000.
This is almost double the average size of new mortgages closed last
year. Capping mortgage interest deductions would retain the basic tax
incentive for homeownership without subsidizing the luxury compo-
nent of the most expensive homes and vacation homes. Because the
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caps are higher than the deductions now taken by nearly all home-
owners, their effects on home prices and homebuilding would be minor.

An advantage of capping mortgage interest is that this form of
limit would be easier to comply with and enforce than restrictions
based on the use of borrowed money. Also, because the caps are not
indexed for inflation, their real value would gradually decline, which
would encourage a shift to more productive activities over time. By
phasing down the deduction gradually, the effects on current home-
owners and the homebuilding industry would be cushioned.

Opponents of the interest caps point out that their effects would be
highly uneven across the country. In the high-priced markets of many
large cities, the caps would affect many upper-middle-income home-
owners, while in most other areas they would affect only those with the
most luxurious homes. Further, in periods of high interest rates, re-
cent homebuyers and those with adjustable-rate mortgages could find
themselves affected by the limits, while longer-term owners with fixed-
rate mortgages would not be.

Another way to reduce the tax subsidy for upper-income taxpayers
would be to limit the tax savings from the current deduction to 15 per-
cent of interest paid, the value of the deduction to those in the lowest
tax bracket. This limit would increase revenue by about $53 billion in
1991 through 1995. It would affect about half of the taxpayers who use
the mortgage interest deduction and therefore would probably cause
some home values to decline.

A final option would be to limit deductibility to interest on debt
incurred to acquire and improve a primary residence, plus $100,000 of
other debt secured by that home. This option would require interest
deductions for second homes to qualify under the $100,000 limit on
home-equity loans. This option would raise about $1 billion in
revenues in 1991 through 1995. Most second homes are vacation
homes, and some people argue that nearly unlimited deductions for
such a luxury are inappropriate when most interest on loans for
education, medical expenses, and other consumer purchases is not de-
ductible. Opponents argue that many owners and builders of vacation
homes would suffer losses, and resort areas would face reduced growth.
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REV-05 TAX CAPITAL GAINS FROM HOME SALES
Annual Added Revenues Cumulative

Addition to (In billions of dollars) Five-Year

CBO Baseline 1891 1992 1993 1994 1995 Addition

Tax 30 Percent

of Gain 0.6 6.4 8.4 9.1 9.5 34.0

Tax Lifetime

Gains in Excess

of $125,000 0.2 2.2 2.9 3.2 3.5 12.0

Capital gains on most assets are taxed as ordinary income at the time
an asset is sold. Capital gains on home sales, however, generally es-
cape taxation. The tax on the capital gain from the sale of a principal
residence is deferred if the seller purchases another home of at least
equal value within two years. If the gain does not become taxable dur-
ing the homeowner’s lifetime, the gain is never taxed at all. Further,
taxpayers age 55 and over are allowed one opportunity to exclude up to
$125,000 of gain from a home sale even if another home of equal or
greater value is not purchased within two years. If the above provi-
sions were replaced with a tax on 30 percent of capital gains from home
sales, about $34 billion could be raised in 1991 through 1995. If life-
time gains in excess of $125,000 were taxed, about $12 billion could be
raised over the same years.

The preferential treatment of capital gains from home sales is only
one of the ways that the tax code strongly favors owner-occupied homes
over other investments. (For a discussion of other tax preferences for
owner-occupied homes, see REV-04.) All of these tax preferences
divert saving from more productive investments into housing. One
way to make the tax treatment of housing more like that of other as-
sets would be to replace the capital gains deferral and exclusion provi-
sions with a low-rate tax on gains from home sales. If 30 percent of the
gain from home sales was included in taxable income, the tax would be
only 9.9 percent for taxpayers facing a 33 percent marginal tax rate,
8.4 percent for those in the 28 percent tax bracket, and 4.5 percent for
those in the 15 percent tax bracket.
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A tax on gains from home sales would discourage home sales, just
as current law provides an incentive for taxpayers to hold, rather than
sell, other capital assets. The economic losses caused by this “lock-in”
effect might be more serious in the case of home sales than of other
assets, especially if families were discouraged from relocating to
change jobs. The tax might also deter some homeowners (especially
older taxpayers with large accrued gains) from changing homes as
family requirements change.

The mobility of most homeowners could be protected by allowing
the first $125,000 of capital gains on homes to be exempted from the
capital gains tax for taxpayers of all ages. Gains in excess of this
amount would be fully included in income. If gains on the sale of a
taxpayer’s first home were less than $125,000, the unused portion
could be applied to future home sales. This exclusion would actually
increase the mobility of homeowners under age 55 relative to current
law because they could move to homes of lesser value without in-
curring a tax so long as the gain on the home sold was less than
$125,000. While this proposal would increase mobility for most home-
owners, it would reduce it for those whose homes have gains over
$125,000. This additional gain could not be rolled over if a larger home
was purchased, and would be fully taxed as income.

Taxing gains on home sales without the rollover and exclusion
allowed by current law would also burden taxpayers with additional
recordkeeping on home improvements. These records would be needed
to establish the tax basis of a home upon sale. Currently, many tax-
payers do not keep such records because the probability of any future
tax on gains from a home sale is remote and the present value of such a
tax is small. Recordkeeping would be further complicated by allowing
a lifetime exemption of $125,000, especially when people buy and sell
successive homes with different spouses.

For many homes, most of the gain is the result of inflation, and
taxing inflationary gains seems unfair. Taxing inflationary gains
may, however, be an appropriate way to offset the tax benefit home-
owners enjoy from inflation by being able to fully deduct mortgage
interest payments, which include an inflation premium. The partial
inclusion of gain upon sale of a home represents a possible compromise
between these two views.
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Any reduction in the tax benefit from home ownership would tend
to lower the value of existing housing relative to other assets such as
stocks. The loss in value would hurt primarily middle-income tax-
payers because homes are their principal asset. If the tax benefit for
homeownership needs to be reduced, limiting mortgage interest de-
ductions instead of taxing gains on sale may be preferable, because
taxing gains creates a lock-in effect and imposes a greater record-
keeping burden.
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REV-06 DECREASE LIMITS ON CONTRIBUTIONS TO
QUALIFIED PENSION AND PROFIT-SHARING
PLANS
Annual Added Revenues Cumulative
Addition to (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Decrease Limits
for Defined Benefit
Plans to the Social
Security Wage Base
{with Equivalent
Reductions for
Defined Contribution
Plans) 1.0 3.2 36 4.0 4.4 16.2
Decrease the Limit
for Deferrals in
Salary Reduction
Plans to $4,000 0.2 0.5 0.6 0.6 0.7 2.6

Saving for retirement through employer-provided qualified pension
and profit-sharing plans provides two tax advantages: the employ-
ment income contributed to qualified plans is not taxed until retire-
ment, when the marginal tax rate is often lower, and the investment
income earned within qualified plans is effectively not taxed.

Decrease Limits on Employer Contributions. Retirement payments
from defined contribution plans depend on annual contributions dur-
ing a person’s working years and on the subsequent investment earn-
ings of those contributions. The contributions are usually expressed as
a percentage of the employee’s annual earnings. Currently, contribu-
tions to defined contribution plans are limited to the lesser of 25 per-
cent of compensation or $30,000 per employee.

Defined benefit plans specify the pension to be received, usually
expressed as a percentage of preretirement earnings. Contributions to
defined benefit plans are limited to amounts that will result in annual
benefits for pensions that begin at age 65 of the lesser of 100 percent of
wages or $108,400 (estimated for 1991). For pensions that begin at an
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earlier age, this limit is reduced on an actuarial basis. When an em-
ployee is eligible for payments from both types of plans sponsored by
the same employer, a combined limit applies--the lesser of 140 percent
of wages or $135,500 (estimated for 1991).

These funding limits are far higher than the preretirement earn-
ings of most workers. Fewer than 1 percent of employees are likely to
earn more than $135,500 in 1991. Many analysts have questioned the
need to subsidize such high levels of retirement income. They note fur-
ther that many workers (especially in the lower half of the income dis-
tribution) are not covered by qualified plans and thus do not have ac-
cess to these subsidies for retirement saving.

If funding for defined benefit plans was limited to amounts neces-
sary to pay benefits equal to the Social Security wage base (projected to
be $54,600 in 1991), with equivalent reductions in limits for defined
contribution plans, the limits would still be higher than the earnings of
all but about 6 percent of earners. Limiting defined benefit funding to
pensions of $54,600 and limiting defined contribution funding to
$15,100 in 1991, and indexing the limits thereafter, would raise about
$16 billion in 1991 through 1995. Alternatively, the limits could be
lowered to amounts between current law and- the Social Security wage
base. For example, setting maximum pension benefits of $81,500 in
defined benefit plans in 1991, and $22,600 in defined contribution
plans, would allow pensions in excess of the earnings of all but about 2
percent of earners, and would raise about $3 billion over five years.

The principal argument against reducing funding limits is that it
would make participation less attractive to high-income business own-
ers and top managers, and thus might discourage them from sponsor-
ing these plans both for themselves and for their employees.

Change Salary Reduction Arrangements. Most salary reduction
arrangements are part of employer-sponsored profit-sharing plans that
allow employees to choose to receive lower current (taxable) compensa-
tion and to defer the remainder of compensation as a contribution to
the plan. These arrangements typically are called 401(k) plans after
the provision of the tax code that authorizes them. Similar arrange-
ments are possible for workers in the nonprofit sector (403(b) tax-
sheltered annuities), for federal workers, and for workers enrolled in
some Simplified Employer Plans (SEPs).
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The Tax Reform Act of 1986 capped employee deferrals for 1987 in
salary reduction arrangements at $7,000 in the case of 401(k) plans,
SEPs, and the federal plan. The cap is indexed for inflation and is esti-
mated to reach $8,400 by 1991. A separate cap of $9,500 applies for
403(b) tax-sheltered annuities. This cap is frozen until inflation raises
the other caps above $9,500.

If elective deferrals in all salary reduction arrangements were
limited to $4,000 in 1991 and indexed thereafter, about $3 billion
would be raised through 1995. The lower contribution limit might not
significantly reduce saving. The incentive would only be reduced for
employees with salary reduction plans who save between $4,000 and
$7,000 annually {(mostly upper-middle-income employees). Further-
more, since most studies have found saving to be unresponsive to the
rate of return, the lower contribution limit might have little effect on
saving even for such people.

The benefits of salary reduction arrangements have already been
lowered for higher-income employees, however, by the tougher nondis-
crimination rules included in the Tax Reform Act. The effect of these
rules, which took effect in 1989, might be examined before new limits
are imposed. In addition, keeping the maximum limit high may en-
courage small employers who do not offer pensions to offer salary re-
duction plans, thereby extending saving incentives to more workers.
During the 1980s, salary reduction plans have been spreading among
employers of all sizes, even though the overall incidence of pension par-
ticipation has been declining.
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REV-07 IMPOSE A 5§ PERCENT TAX
ON INVESTMENT INCOME
OF PENSIONS AND IRAs

Annual Added Revenues Cumulative
(In billions of dollars) Five-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBO Baseline 4.4 7.4 7.9 8.4 9.0 371

Under normal income tax rules, deposits to savings accounts are not
deductible from taxable income. In addition, the investment income
earned by those deposits is taxed in the year in which it is realized. In
contrast, most contributions to qualified pension and profit-sharing
plans and to individual retirement accounts (IRAs) are deductible, and
the investment earnings of the contributions accumulate tax-free.
Taxation is deferred until the accumulated amounts are paid out,
usually in retirement. The tax due in retirement is essentially the tax
originally due on the contributions plus interest for the delay in pay-
ment. The investment income, however, is effectively not taxed. A §
percent tax on the realized investment income of pension and profit-
sharing plans and of IRAs would raise about $37 billion over five years.

Taxing pension and profit-sharing plans and IRAs more favorably
than other savings gives taxpayers an incentive to provide for retire-
ment income. The tax benefits are unequally distributed, however,
since higher-paid workers, and especially those working long periods
for a single employer, receive a disproportionately large share.

A low-rate tax on the realized investment income of these qualified
plans and IRAs would retain some incentive for retirement saving. At
the same time it would reduce the inequality of taxation between the
higher-paid and the longer-term employees who gain the most from the
current tax treatment, and the lower-paid and mobile workers who
gain the least. But the tax also would reduce retirement income or re-
quire larger contributions for those participating. It would also dis-
courage some employers and workers from continuing their plans or
setting up new ones. The current failure of many employers and
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workers to use pensions or IRAs suggests that the existing incentive
may not be strong enough. Finally, taxing the retirement income of
qualified plans and IRAs might actually exacerbate inequality in
retirement income among some currently covered workers. This is be-
cause employers offering qualified plans must provide benefits on a
nondiscriminatory basis and if the tax reduced the number of such
plans, fewer workers would be protected by requirements for equal
treatment.

Taxing the realized investment income of qualified funds and IRAs
would encourage these retirement funds to shift from bonds and short-
term stock investments to long-term investments in growth stocks and
real estate; a large share of the return on such investments comes from
appreciation in value that is not realized until the asset is sold. This
investment shift would expose retirement funds to greater risk and de-
crease their responsiveness to changing conditions; both effects may be
particularly undesirable for retirement savings. Longer-term commit-
ments by these large institutional investors could, however, benefit the
entire economy by enabling corporations to focus more on long-term
strategies to modernize production and to develop new products and
markets. Reduced trading of stocks by these institutional investors
could also reduce the short-run volatility of stock prices.

In addition, taxing realized gains would make pension funds less
willing to sell their stock holdings in takeovers, thereby discouraging
such takeovers. Pension funds would also be less willing to purchase
the high-yielding junk bonds needed to finance many takeovers
because they would not be able to defer the realization of interest
income.
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REV-08 TAX CAPITAL GAINS HELD UNTIL DEATH
Annual Added Revenues Cumulative

Addition to (In billions of dollars) Five-Year

CBO Baseline 1991 1692 1993 1994 1995 Addition

Include Gains in

Last Income Tax

Return of Deceased a 1.9 2.3 2.7 32 10.1

Enact

Supplemental

10 Percent

Estate Tax a 0.5 0.5 0.6 0.6 2.3

Enact Carryover

Basis a a 0.9 1.1 1.3 3.4

a. Lesasthan $50 million.

A capital gain or loss is the difference between the current value of an
asset and the owner's “basis,” which is defined as the initial cost of the
asset plus the cost of any subsequent improvements and minus any
depreciation deductions. When an asset is sold, the capital gain or loss
is said to be realized, and the realized gain or loss generally is included
in taxable income. Even if an asset is given away, as from a parent to a
child, the basis is carried over to the person receiving the asset, and the
full gain on the asset is taxable income when the asset is sold.

An exception occurs when an asset is held until death and then
distributed to heirs. In this case, the basis of the asset is “stepped up”
to its value as of the date of death. When an inherited asset is sold,
therefore, only the gain accruing afier the death of the donor is subject
to tax; the gain accruing before the donor’s death is never taxed as
income. The estate of the donor may be taxed under the separate
estate tax, but this tax applies equally to assets that have previously
been taxed under the income tax and to acerued capital gains that have
never been taxed.
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Gains held until death could be taxed as income by one of three
methods. They could be included as income on the final income tax
return of the deceased; they could be subject to a supplemental tax rate
on the estate tax; or, by requiring that the decedent's basis be carried
over with the inherited asset, they could be taxed as income when an
heir sells the underlying asset.

By taxing gains held at death on the final income tax return of the
decedent, $10.1 billion would be raised in 1991 through 1995. Under
this option, gains on assets inherited by the spouse would not be taxed;
instead, the decedent’s basis would be carried over with the inherited
assets. Gains on assets given to charity would also not be taxed. Gains
on other assets would be included in taxable income, but three exclu-
sions would be allowed. First, to ease the problem of documenting
basis, an alternative basis of one-half of an asset’s current value could
be elected. Second, the existing $125,000 exclusion on the gain from
sale of a principal residence could be claimed if it had not already been
used. Third, a $75,000 exclusion would be allowed for any remaining
gains. Under these rules, only a small fraction of decedents would
have gains subject to tax. Furthermore, any taxes paid would be de-
ductible from the gross estate for determination of estate taxes.

By levying an additional 10 percent estate tax on gains held at
death, $2.3 billion would be raised in 1991 through 1995. Under this
option, gains subject to tax would be determined as described above.
The tax, however, could be offset by any unused credits allowed under
the estate tax. Because of these credits, few people would owe addi-
tional tax under this option. Only about 1 percent of the estates of
decedents currently pay the estate tax, and the fraction paying the
additional tax on gains would be about the same.

By carrying over the decedent’s basis in an asset to the heirs and
taxing the gain when the asset is sold, $3.4 billion would be raised in
1991 through 1995. Under this option, the basis of an inherited asset
could be set at one-half its current value if the actual basis was either
lower or could not be determined. In addition, the basis of all assets in
the estate would be stepped up by value-based shares of any estate tax
paid. Carryover basis would leave the largest fraction of gains in an
estate subject to tax, but the amount of tax would depend on when and
what assets heirs decided to sell.
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Gains held at death have not previously been taxed as income,
although proposals for doing so have been advanced. A Treasury
Department study completed under President Johnson recommended
taxing gains as income on a decedent’s final tax return. In 1976, the
House Ways and Means Committee considered language for either an
additional estate tax or for carryover basis. Carryover basis was en-
acted in the Tax Reform Act of 1976 but was postponed in 1978 and
repealed in 1980 before taking effect.

Taxing gains held until death would reduce the disparity between
those who save a portion of their income until death through an ap-
preciating asset and those whose income is entirely from taxable
sources. Because asset ownership is highly concentrated, the benefits
of the current law’s step-up in basis are highly concentrated among the
wealthy. Succeeding generations of wealthy families can entirely
avoid taxation on a major source of their income.

Taxing gains at death, through either the last income tax return or
the estate tax, would also reduce the incentive for investors to hold as-
sets until death in order to avoid tax. Current law encourages tax-
payers to hold onto assets longer than they otherwise would, which
distorts their investment portfolios and may hinder the flow of capital
to activities with higher rates of return. This “lock-in” effect of current
law was strengthened in the Tax Reform Act of 1986 by the increase in
tax rates on capital gains realized before death. Reduction of lock-in is
one of the advantages cited in favor of reducing the income tax rate on
realized capital gains; taxing gains at death would also reduce lock-in,
but without the revenue loss caused by reducing the tax rate on
realized gains.

Carryover basis would not achieve the same unambiguous reduc-
tion in lock-in that would be achieved by taxing gains on the final in-
come tax return or on the estate tax. Knowing that one’s accrued gains
will ultimately be taxed lessens the incentive to hold an asset until
death. But an heir receiving an asset with a low basis would have a
stronger incentive to hold onto the asset than under current law, which
steps up the basis to its value at the date of death.

One of the main drawbacks to taxing gains at death is that the
family of the deceased might be forced to sell assets to pay the tax.
Having to sell illiquid assets at an inopportune time can reduce their
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value substantially; having to sell a family farm or business would
impose a particular hardship on families wanting to continue the en-
terprise. Forced sales would not occur under carryover basis because
no tax on gains held at death would be due until the heirs chose to sell
the assets. The problem would also be mitigated by taxing gains held
at death through the estate tax, which permits family members who
continue to operate a family farm or business to defer payment for five
years and then spread their repayments over the next ten years. In
addition, under the estate tax, family farms and businesses can be
valued in their continuing use rather than by their market value,
which reduces the amount of taxable gains.

Surviving spouses could also be forced to sell assets to pay the tax
if gains were taxed on the final return of the deceased or on the estate
tax. Forced sales by spouses would be avoided by allowing them to
carry over the basis of the deceased. Then no tax would be due until
the spouse either chose to sell the assets or died.

Another argument against taxing gains held until death is the
difficulty of determining the basis of assets on closely held businesses,
personal property, and assets for which adequate records cannot be
found. This difficulty was one of the main arguments made by those
urging the delay and repeal of carryover basis in 1978 and 1980.
Documenting the basis would be particularly difficult immediately
after passage of a law to tax gains held until death because people cur-
rently planning to hold assets until death might not have kept ade-
quate records. Once a tax on gains had taken effect, people would have
reason to begin keeping better records. In the interim, the problem of
determining basis could be reduced by invoking a minimum basis rule
such as the one made for the revenue estimates above, which assumes
that the basis would be at least as high as half of the current value.
Records are most frequently missing for assets that have been held for
a long time, and because of inflation the basis of these assets is fre-
quently less than half of current value.

Making gains taxable at death could be seen as unfair to people
who have been holding assets for an extended period solely to avoid the
tax on their gains. In doing so, they may have passed up opportunities
to reinvest in higher-earning assets, or may have held onto their
businesses instead of giving them to their children. Setting a mini-
mum basis at half of the current market value would lessen the burden
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of the change in law, but would not fully protect those planning to hold
until death. People in that category could be more completely pro-
tected by allowing the basis of all assets to be set at their value as of
the date the legislation was enacted. Allowing such a “fresh start”
would, however, substantially reduce the revenue increase from taxing
gains in the initial years after the change.

Other arguments against taxing acerued capital gains at death are
that the tax could discourage saving, and that a large amount of the
gains represent inflation. These arguments, however, apply equally
well to taxing realized gains and most other capital income, notably
interest income.
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REV-09 DECREASE THE EXEMPTION
AND BROADEN THE BASE
FOR ESTATE AND GIFT TAXES

Annual Added Revenues Cumulative
Addition to (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Decrease the
Exemption a 1.0 1.1 1.3 1.5 4.8
Include Life
Insurance Proceeds
in the Base a 0.1 0.2 0.2 0.3 0.8
Substitute a
Deduction for
the State Credit a 0.1 0.5 0.6 0.7 2.3

a. Lesathan $50 million.

Current law imposes a gift tax on transfers of wealth during a tax-
payer’s lifetime and an estate tax on transfers at death. The estate and
gift taxes together constitute a unified transfer tax, since one pro-
gressive tax is imposed on the cumulative transfer during lifetime and
at death. The estate and gift tax rates currently range from 18 percent
on the first $10,000 of transfers to 55 percent on transfers of more than
$3 million. (Beginning in 1993, the top rate will be 50 percent on
transfers of more than $2.5 million, and the benefits of graduated rates
will be phased out for estates above $10 million.)

The cumulative amount of estate and gift taxes is reduced by a
unified credit. The tax is first computed without any exemption, and
then the unified credit is subtracted to determine the amount of tax
payable. Since 1986, the amount of the credit has been $192,800, effec-
tively exempting the first $600,000 of transfers from estate and gift
tax. The Economic Recovery Tax Act of 1981 increased the credit to its
present level from $47,000, primarily to offset the effects of inflation on
property values. Also, the Congress had determined that the credit
amount, which had not been increased since 1976, failed to provide
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relief for estates containing farms, ranches, or small businesses, with
the result that legatees were often forced to sell family businesses to
pay the estate or gift tax. (Beginning in 1993, the unified credit will be
phased out for estates above $10 million.)

Some would argue that the increase enacted in 1981 was too large
because the rate of inflation has been lower than anticipated. Lower-
ing the credit to the 1982 level adjusted for inflation would exempt
from taxation the first $300,000 of transfers, raising nearly $4.8 billion
in 1991 through 1995 and affecting roughly 15 percent of estates. Al-
though the majority of estates would still be untaxed, many large
homes, family farms, and small businesses would be made subject to
tax. Lowering the credit would increase the tax on midsized estates,
whose assets might have to be liquidated to pay the tax--an issue that
concerned the Congress when it voted to increase the credit in 1981.

Lowering the credit, however, would have a leveling effect on the
distribution of wealth. Also, a great deal of wealth consists of capital
gains that have never been taxed. Higher estate taxes would be a
means of taxing these gains.

Another means of increasing revenues from estate and gift taxes
would be to broaden their base--for example, by including proceeds of
life insurance policies or by substituting a deduction for the credit now
available for state inheritance and gift taxes. Making life insurance
proceeds subject to estate and gift taxes would raise $0.8 billien in 1991
through 1995. A difficulty with this proposal is that it would provide
an incentive to seek substitutes for life insurance. Many employers,
for example, might substitute survivor benefits for life insurance un-
der pension plans, and, since contributions to pension plans are tax-
deferred, revenues from this provision eventually might decline.

Substituting a deduction for the state inheritance and gift tax
credit would raise $2.3 billion from 1991 to 1995. The disadvantage of
a deduction over a credit is that, because the value of an additional
dollar of deductions increases with the marginal tax rate, the deduec-
tions are worth more to higher-bracket taxpayers. An alternative
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means of raising revenue might be to maintain the credit, but at a
reduced level. For example, providing a partial credit of 8 percent of
state inheritance and gift taxes would raise the same amount of

revenue as substituting a deduction, without disproportionately bene-
fiting higher-bracket taxpayers.
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REV-10 PHASE OUT THE DEPENDENT-CARE CREDIT
Annnal Added Revenues Cumulative
Addition to (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Phase-out
Starting at:
$30,000 0.1 1.2 1.3 1.5 1.7 58
$50,000 a 0.5 0.6 0.7 0.8 2.6
$65,000 a 0.3 0.3 0.4 0.4 1.4

a. Lessthan $50 million.

Taxpayers who incur employment-related expenses for the care of
children and certain other dependents may claim an income-tax credit.
The credit per dollar of allowed expenses declines from 30 percent for
taxpayers with adjusted gross incomes (AGI) of $10,000 or less to 20
percent for taxpayers with AGI above $28,000. Creditable expenses
are limited to $2,400 for one child and $4,800 for two or more, and
cannot exceed the earnings of the taxpayer or, in the case of a couple,
the earnings of the spouse with lower earnings. In 1987, about $3.4
billion in credits were claimed on 8.5 million tax returns.

The tax code first recognized work-related child care costs in 1954,
when an itemized deduction of up to $600 was allowed for all single
taxpayers and for lower-income couples when both spouses worked. In
1976, the deduction was converted to a 20 percent credit and the
income limitations were removed. In 1981, the credit was raised to 30
percent for the lowest-income taxpayers. In 1987, expenses for over-
night camps were made ineligible for the credit. In 1988, the credit
was restricted to expenses for children under age 13 and creditable

expenses were reduced by the amount of employer-paid dependent care
benefits.

Some people view the credit as a tax subsidy intended to encourage
workers to provide adequate care for dependents. But 22 percent of the
subsidy now benefits families with incomes of $50,000 or more. The
cost of this subsidy could be reduced by targeting it more narrowly on
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families who otherwise would have difficulty affording adequate care.
One way to target the subsidy would be to reduce the credit percentage
as incomes rise. For example, reducing the credit percentage by one
percentage point for each $1,500 of AGI over $30,000 would raise about
$5.8 billion in 1991 through 1995. This option would reduce the credit
for 51 percent of families that would be able to claim the credit under
current law and would eliminate it for an additional 10 percent of
claimants (families with AGI over $58,500). Alternatively, phasing
out the credit between $50,000 and $78,500 would raise about $2.6 bil-
lion in the same period; this option would reduce the credit for about 21
percent of claimants and eliminate it for another 5 percent. Finally,
phasing out the credit between $65,000 and $93,500 would raise $1.4
billion in the same period, reducing the credit for 11 percent of claim-
ants and eliminating it for another 2 percent.

Opponents of reducing the credit argue that it is not a subsidy.
Instead, they view it as needed for reasons of fairness, arguing that
families who pay for dependent care in order to work are less well off,
and therefore should pay less tax, than taxpayers with the same
income who either have no dependents or have one spouse at home.
Phasing out the credit also could be criticized because it would raise
the marginal tax rate for taxpayers with incomes in the credit phase-
out range, which could discourage some taxpayers from working. For
taxpayers with incomes in the phase-out range who claim the full
credit, these proposals could raise marginal tax rates by as much as 3.2
percentage points. For taxpayers now in the 15 percent bracket, this
would be a 21 percent increase in the marginal rate. These families
would be affected only under the option to begin the phase-out at
$30,000. Those in the 28 percent bracket would have an 11 percent
increase in the marginal rate.

If the credit was phased out, employees could seek other tax sub-
sidies for dependent care by asking their employers to provide depen-
dent-care assistance plans. Current law allows up to $5,000 in pay-
ments under these plans to be excluded from an employee’s income, in
effect allowing plan participants to purchase dependent care out of pre-
tax income. Repealing this exclusion would make all tax preferences
for dependent care subject to the income phase-out of the dependent-
care credit described above.
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REV.-11 TAX THE INCOME-REPLACEMENT PORTION
OF WORKERS’ COMPENSATION AND
BLACK LUNG BENEFITS

Annual Added Revenues Cumulative
{In billions of dollars) Five-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBOQ Baseline 0.9 2.5 2.6 2.7 2.8 11.5

Under current law, unemployment benefits are fully taxable to all
recipients, and Social Security and Railroad Retirement (Tier I} bene-
fits are partially taxable to upper-income recipients. Other entitle-
ment benefits are not taxable. Many of these benefits, such as Aid to
Families with Dependent Children (AFDC), are means-tested.

Revenue gains from making such benefits taxable would be ex-
tremely small because few people who qualify for these programs
would have enough income to incur any income-tax liability. However,
revenues could be raised by taxing the portion of Workers' Compensa-
tion and Black Lung benefits that replaces income lost as the result of
work-related injuries or Black Lung disease. Including the income-
replacement portion of these benefits in AGI would add about $12 bil-
lion to revenues in 1991 through 1995. The remaining portion that
reimburses employees for medical costs (about 30 percent) would not be
taxed.

Taxing the income-replacement portion of Workers’ Compensation
and Black Lung benefits would make the tax treatment of these en-
titlement benefits comparable with the treatment of unemployment
benefits and with the treatment of the employment income that these
benefits replace. It would also improve work incentives for disabled
workers who are able to return to work. Under current law, the after-
tax value of the wages they are able to earn may be less than the tax-
free benefits they receive while disabled.
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Opponents of taxing these benefits note that legal or insurance set-
tlements for non-work-related injuries are not taxable, even if a por-
tion of them reimburses for income loss, and that taxation of Workers’
Compensation benefits would therefore treat these two types of com-
pensation inconsistently.
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REV-12 TAX NONRETIREMENT FRINGE BENEFITS
Annual Added Revenues Cumulative
Addition to (In billions of dollars} Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Tax Some Health
Insurance Premiums {See ENT-1T)
Tax Life Insurance
Premiums
Income tax 1.6 2.2 2.3 2.4 2.5 11.0
Payroll taxa 0.8 1.1 1.2 1.2 1.3 5.6
Impose a 3 Percent
Excise Tax on the
Value of Nonretire-
ment Fringe Benefits 2.6 3.9 4.3 4.7 5.1 20.6

a. Eatimates are net of reduced income tax revenues.

Employee compensation is taxable unless the tax code contains an ex-
plicit exception. Such exceptions apply to most employer-paid non-
retirement fringe benefits, which are excluded from the income and
payroll tax bases even though they constitute current compensation to
employees. This exclusion, which has been going up as a percentage of
total employee compensation, reduces revenues substantially. For em-
ployer-paid health and life insurance premiums alone, the revenue loss
will be roughly $36 billion in income taxes and about $19 billion in
payroll taxes in 1991.

In addition to employer-provided health and life insurance, the
law explicitly excludes from gross inceme employer-paid dependent
care and miscellaneous benefits, such as employee discounts, parking,
and athletic facilities. (The exclusion of educational assistance bene-
fits, which under prior law was to expire on December 31, 1988, has
been extended to September 30, 1990.)

The exclusions can be criticized on the basis of both efficiency and
fairness. They are inefficient to the extent that employees receive tax-
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free benefits that they might not purchase with after-tax income. The
availability of tax-free services affects the nature, amount, and cost of
the services. For example, employer-paid health insurance plans may
have contributed to the strong growth in the variety and amounts of
health care services provided, which in turn may have contributed to
sharp rises in health care costs. The higher prices are paid by all who
need health care, not just recipients of tax-free insurance.

Some people view the exclusions as unfair because a taxpayer re-
ceiving no fringe benefits pays more tax than another with the same
total income but a larger share in the form of fringe benefits. Further,
the tax savings from the exclusion of fringe benefits are greater for
those with higher incomes because they face higher marginal tax rates
and because fewer fringe benefits are typically provided for low-wage
workers,

Making all fringe benefits taxable would present problems in
valuing benefits and in assigning their value to individual employees.
Few valuation problems arise when the employer purchases goods or
services and provides them to employees, but it is more difficult to
determine the value of a facility, such as a parking lot, provided by the
employer. Further difficulties arise if the total value of the fringe
benefits needs to be assigned to individual employees. In cases where
the employer provides a service, such as day care, it might be con-
sidered unfair to assign the same value to all employees regardless of
their level of use; however, it could be administratively complex to
assign values that depend on each worker’s use. Further, the costs of
collecting taxes on small fringe benefits (such as employee discounts)
could exceed the revenue collected.

The per-employee value of employer-paid health and life insurance
would be relatively easy to determine. The premiums paid for each
employee could be reported on the employee’s W-2 form, and with-
holding computed as it is for other taxable income, as is already done
for some life insurance premiums (see below). The measurement of in-
surance values would be more difficult when benefits are provided
directly, as when employers provide medical care or reimburse employ-
ees for medical costs incurred under self-insurance plans.

An alternative way to tax nonretirement fringe benefits would be
to impose the tax on employers, based on the total cost of the fringe
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benefits provided, rather than on employees. Although determining
the total cost of fringe benefits would still present some difficulties,
this option would eliminate the need to assign the value of fringe bene-
fits to individual employees.

Tax Some Employer-Paid Health Insurance Premiums. Health insur-
ance premiums were made subject to nondiscrimination rules for the
first time in the Tax Reform Act of 1986. These rules limit the extent
to which employer-paid health plans may favor higher-paid workers.
Still, the present exclusion for employer-paid health insurance premi-
ums has been criticized as unfair to those who must pay for their
health insurance with after-tax dollars. Taxpayers who pay for their
own health insurance can deduct the cost of their insurance only to the
extent that their total medical expenses exceed 7.5 percent of adjusted
gross income. Two options to tax some employer-paid health insurance
premiums are described elsewhere (see ENT-17).

Tax Employer-Paid Life Insurance Premiums. Group term life insur-
ance premiums paid by employers are currently excluded from taxable
income, but the exclusion is limited to the cost of the first $50,000 of
insurance, and nondiscrimination rules apply. The Omnibus Budget
Reconciliation Act of 1987 made the part of life insurance premiums
that is taxable under the income tax also taxable under the payroll tax.
The exclusion is not available to the self-employed. Making all em-
ployer-paid premiums taxable would add about $11 billion to income-
tax revenues and about $6 billion te payroll-tax revenues in 1991
through 1995.

A difficulty with this option arises because many employers pro-
vide death benefits under pension plans as substitutes for life insur-
ance. Employer contributions to pension plans are income-tax deferred
(and the first $5,000 of death benefits paid are tax-exempt) and are
exempt from the payroll tax. If employer-paid life insurance plans
were made taxable, employers might choose to offer less life insurance
and larger death benefits on pension plans instead.

Impose an Excise Tax on the Value of Nonretirement Fringe Benefits.
An alternative to including employer-provided benefits in the income
of recipients would be to impose an excise tax on specific benefits, to be
paid by employers. These benefits would include the full employer’s
share of health insurance, premiums to fund the first $50,000 of life in-
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surance, dependent care, parking, athletic facilities, and employee dis-
counts. A tax imposed at a 3 percent rate, for example, would raise
about $21 billion in 1991 through 1995. The bulk of these revenues
would come from taxing employer-paid health insurance. Under this
option, employers would need to know only their total fringe benefit
costs; they would not have to value the benefits paid to each employee.
This tax would maintain most of the incentives for employers to pro-
vide fringe benefits instead of taxable wages because the 3 percent ex-
cise tax rate would be much lower than the tax rate on wages.

This tax could be criticized as unfair for two reasons: the tax rate
would not rise with the income of employees, as it would if the benefits
were taxed under the income tax; and the tax might result in lower
taxable wages for all employees, regardless of the benefits each re-
ceives. The degree of the inequity, however, would be small as long as
the tax was imposed at a low rate.
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REV-13 REPEAL THE POSSESSIONS TAX CREDIT
Annual Added Revenues Cumulative

Addition to {In bhillions of dollars) Five-Year

CBO Baseline 1991 1992 1993 1994 1995 Addition

Repeal the Credit 1.2 2.2 2.4 2.6 2.9 11.0

Replace the Credit

with a Wage Credit 0.1 0.3 0.3 0.4 0.5 1.6

Income earned by U.S. corporations operating in Puerto Rico or U.S.
possessions is generally treated as foreign-source income, and the U.S.
federal tax on such income is offset by the foreign tax credit (FTC) for
any tax paid to the possession. Section 936 of the Internal Revenue
Code also allows eligible firms to claim a possessions tax credit, which
provides a special tax preference for certain business and qualified in-
vestment income from Puerto Rico and other U.S. possessions. A
corporation that has received at least 80 percent of its gross income for
the last three years from sources within Puerto Rico or any U.S. pos-
session (at least 75 percent from the active conduct of a trade or busi-
ness) may claim a possessions tax credit instead of the FTC. The credit
is equal to the U.S. tax on the qualified possessions-source income. The
credit effectively exempts most such income from tax because Puerto
Rico imposes very little tax on these so-called possessions corporations.

The objective of the possessions tax credit has been to promote em-
ployment. The principal argument for repeal is that this incentive has
provided significant tax benefits to certain businesses, without stimu-
lating much employment in U.S. possessions. Pharmaceutical manu-
facturers, who received 46 percent of the tax benefits in 1983 according
to the Treasury Department, have been among the largest benefici-
aries of the possessions tax credit. Despite very complex limitations
enacted in the Tax Equity and Fiscal Responsibility Act of 1982
(TEFRA), the primary incentive provided by the credit is to reallocate
artificially to possessions the income from intangible assets developed
in the United States rather than to encourage investment in tangible
capital, such as plant and equipment. Further limitations were
imposed by the Tax Reform Act of 1986 and subsequent regulations,
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but the limitations have probably not significantly affected the reve-
nue cost of the credit. Repealing the credit would increase revenues by
$11 billion over five years.

Critics of the credit argue that a better-targeted subsidy, such as a
wage credit, would be a more cost-effective way to promote employ-
ment. The Treasury Department estimated that the revenue loss from
the possessions credit equaled approximately 125 percent of total
compensation in possessions corporations in 1983, based on tax return
data from Puerto Rico. In 1985 the Treasury Department proposed a
wage credit equal to 60 percent of wages up to the federal minimum
wage, and 20 percent of wages between one and four times the
minimum wage. The wage credit would replace the possessions tax
credit and the foreign tax credit on possessions-source income for
qualifying corporations. The Treasury proposal would also continue
providing possessions credits on active business income of qualifying
possessions corporations for five years. Despite the grandfather pro-
vision, the wage credit would raise $1.6 billion over the 1991-1995
period because of the repeal of the subsidy to passive investment in-
come. Over the long term, the revenue gains would be much larger.

One argument against repeal of the possessions tax credit is that
the credit is necessary to stimulate investment in high-technology
capital-intensive manufacturing such as pharmaceuticals and elec-
tronics. The wage credit option, however, attempts to address this
critique by providing a subsidy to employment, even at relatively high
wages. Moreover, by subsidizing only labor, the wage credit might
stimulate more employment than the broader possessions tax credit.

Another argument against repeal is that repeal would cause un-
employment in the subsidized industries as well as in other sectors
that sell products and services to the possessions corporations and their
employees. The generous transition rule and new wage subsidies in
the second option are aimed at minimizing these disruptions.
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REV-14 AMORTIZE A PORTION OF
ADVERTISING COSTS

Annual Added Revenues Cumulative
(In billions of dollars) Five-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBO Baseline 29 4.8 3.7 24 1.6 15.3

Under the income tax, the ordinary costs of doing business can be fully
deducted as they are incurred or paid, but capital expenditures cannot.
Instead, capital expenditures--including the cost of acquiring assets
whose useful lives extend beyond the current tax year--must be capi-
talized and deducted at a prescribed rate as the assets wear out in order
to match costs with income. Advertising is currently treated as an
ordinary business cost because providing information about a product
is considered essential to its sale, and hence the cost can be fully de-
ducted when incurred.

Because advertising often contributes to brand recognition and
product acceptance that may last for years, capitalizing a portion of
advertising costs and deducting it over several years might improve
the matching of business costs with income. Requiring 20 percent of all
advertising costs to be capitalized and deducted at a prescribed rate
over four years would raise about $15 billion in 1991 through 1995.

Because advertising is not always easy to identify, the option
would require complex rules to distinguish advertising costs from
other ordinary business costs. Some costs such as those of notifying
customers of price changes, redesigning product packaging, or chang-
ing store displays might or might not be viewed as advertising. More-
over, because the useful life of advertising depends on its unknown
effect on customers, any amortization rate would be arbitrary.

Amortizing a portion of advertising costs would raise the after-tax
cost of advertising and discourage its use. Some argue that advertising
should be discouraged because it is socially wasteful. Some go further
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and argue that it is socially harmful because it reduces competition
from businesses that cannot afford large advertising budgets.

Alternatively, others argue that advertising is socially useful
because it promotes product diversity and gives customers more choice.
Moreover, advertising can increase competition in some cases by en-
abling new entrants to carve out market niches for themselves.
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REV-15 IMPOSE A 0.5 PERCENT TAX
ON THE TRANSFER OF SECURITIES

Annual Added Revenues Cumulative
{In billions of dollars) Five-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBO Baseline 7.8 11.6 12.2 12.8 13.4 57.7

Present law does not impose a tax on the transfer of corporate stocks or
other kinds of securities, except as income from the transfer is realized
as capital gains. A low-rate stamp tax (0.1 percent or less) on the
issuance and transfer of stocks and debt was repealed in 1965.

A securities transfer excise tax (STET) could be imposed on 0.5
percent of the value of certain security transfers. To deter avoidance,
the tax would have to be broad-based, applying to stocks, debt, options,
and trades by Americans on foreign exchanges. The tax would apply to
transactions by individuals, corporations, and tax-exempt institutions.
A broad-based STET (excluding Treasury securities) would raise about
$58 billion over the 1991-1995 period. Treasuries would have to be ex-
cluded from the STET because their free exchange is essential to the
banking and thrift industries.

Proponents of a STET argue that new computer and communica-
tions technology encourages brokers to engage in short-term specula-
tion, which destabilizes the markets and contributes to disruptive
events such as the October 1987 stock market crash. The profitability
of this kind of activity has resulted in a disproportionate share of
resources being devoted to financial services rather than to production.
According to one estimate, the cost of operating securities markets was
about one-fourth of corporate profits in 1987, Such a short-term focus
on financial markets may prevent corporate managers from concen-
trating on long-term measures to increase output and productivity.

A STET would discourage short-term trading because the tax
would represent a large percentage of income on assets that had not
been held for long. For certain kinds of arbitrage transactions, the in-
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come earned could be less than the amount of the tax. Even for an
asset held for a year, earning a 10 percent pre-tax return, the STET
would be equivalent to a surcharge of 5 percent on the income earned.
Some suggest that the tax would reduce market volatility. Advocates
of a STET also point out that most major U.S. trading partners, in-
cluding the United Kingdom, Japan, West Germany, France, Italy,
Switzerland, Sweden, and The Netherlands, have some kind of securi-
ties transfer tax. Their economies appear not to have suffered from the
tax, which contributes significantly to their tax receipts. Moreover,
since individual asset holders are generally well off, the tax would be
progressive. A STET would also subject currently nontaxable traders
such as pension funds to some tax, diminishing their relative advan-
tage over taxable investors.

There is, however, no direct evidence that a STET would reduce
market volatility. The October 1987 crash seemed to be no less severe
in Japan and the United Kingdom, despite the existence of STETs in
both. While a STET would discourage short-term trading based on
rumors and speculation, it would equally discourage all short-term
trading. As a result, market prices might not accurately reflect
investors’ current valuation of assets, which could be destabilizing.

A STET would add to the tax penalty on realizing capital gains,
thereby increasing the “lock-in” effect on holdings of assets. Some ar-
gue that the lock-in effect results in an inefficient level of private risk-
bearing and prevents investment funds from being allocated efficiently
to their most productive uses, such as new ventures.

A STET would also raise the cost of corporate capital. Some
analysts are concerned that the Tax Reform Act of 1986 has caused the
effective tax rate on corporate capital to be too high, deterring invest-
ment. If so, the STET could exacerbate this problem.

A STET would be difficult to administer. Foreign transactions by
U.S. nationals should be taxed because otherwise many sales of U.S.
stocks would simply move offshore. It would be difficult for the IRS to
audit these transactions, however, so compliance would probably be
low. Complicated “look-through” rules would be necessary to keep in-
vestors from hiding otherwise taxable transfers in partnerships or
closely held corporations.
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REV-16 INCREASE TAXATION OF SOCIAL SECURITY
AND RAILROAD RETIREMENT BENEFITS

Annual Added Revenues Cumulative
Addition to (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition

Increase Fraction of Benefits Included in AGI

Tax up to 60

Percent of Benefits 0.3 1.1 1.2 1.4 1.6 5.8
Tax up to 85

Percent of Benefits 1.1 3.9 4.4 5.0 5.7 20.1

Eliminate the Income Thresholds

Tax 50 Percent

of Benefits 4.7 7.7 8.1 8.6 9.1 38.2
Tax 60 Percent

of Benefits 6.6 10.8 11.5 12,2 12.9 54.0
Tax 85 Percent

of Benefits 12.0 19.8 21.2 22.5 24.0 99.5

Social Security and Railroad Retirement (Tier I) benefits constitute the
federal government’s largest entitlement commitment. These benefits
could be reduced directly through changes in the benefit formula (see
ENT-26 and ENT-28) or cost-of-living adjustments (see ENT-25), or
indirectly by further using the income tax to decrease the net value of
benefits paid to recipients with other income. For the same reduction
in the federal deficit, an increase in the taxation of benefits would
concentrate the burden more on higher-income households than would,
for example, a cost-of-living adjustment (COLA) freeze, where the bur-
den would also fall on lower-income households whose principal in-
come source is Social Security. Attempts to curtail the cost of COLAs
and, at the same time, protect the poor reduce the deficit very little.
Because there is a lack of information on people’s comprehensive in-
comes, protection must be given to many people who have low benefits
but who also have other income. In comparison, the tax system can be
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used to reduce the deficit more substantially without harming low-
income people. Many argue that increased taxation of benefits is,
therefore, a preferable way to achieve a given target of deficit reduc-
tion among the elderly and disabled.

Increased taxation of benefits could be regarded as a violation of
long-held understandings about the implicit promises in the Social
Security and Railroad Retirement programs during the time these
people were working and paying their payroll taxes. However, numer-
ous changes in Social Security and Railroad Retirement benefits, in
the tax treatment of the benefits, and in the taxes used to fund them
have been made since the programs were instituted. Another argu-
ment that could be made against increased benefit taxation is that up
to half of benefits are already taxed under current law, substantially
decreasing the rate of return that past and present high-wage workers
will receive in Social Security. Taxing a higher percentage would de-
crease their rate of return even further, thereby possibly eroding sup-
port for the program.

The 1983 Social Security Amendments made Social Security and
Tier I benefits partially taxable to higher-income households. Under
current law, adjusted gross income (AGI) includes the lesser of one-half
of Social Security and Tier I benefits, or one-half the excess of the tax-
payer’s combined income (AGI plus nontaxable interest income plus
one-half of Social Security and Tier I benefits) over a threshold
amount. The threshold amount is $25,000 for single returns and
$32,000 for joint returns. Because these thresholds are not indexed, a
growing percentage of recipient households will be affected by this
1983 provision; the percentage of families who will pay taxes on their
Social Security benefits is expected to grow from 14 percent in 1987 to
25 percent in 1995.

In the immediate future, taxation of Social Security and Tier I
benefits could be increased by raising the fraction of benefits included
in AGI, or by eliminating or reducing the thresholds.

Increase Fraction of Benefits Included in AGI. Employers pay one-
half of workers’ combined payroll tazes from before-tax income under
current law, while employers pay the remainder out of income that is
taxed. Accordingly, many people reason that one-half of Social Securi-
ty and Tier I benefits are properly includable in AGL.
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A competing view is that these benefits should be taxed more like
public employee pensions and those few private-sector pensions in
which individuals make contributions from after-tax income. Under
current law, a fraction of benefits from contributory pension plans is
excluded from tax. This fraction, called the exclusion ratio, is based on
the nominal amount of after-tax contributions made by employees.
The remaining share of these benefits is fully taxable. Because the
ratio of after-tax contributions (the employee share of payroll taxes) to
Social Security and Tier I benefits varies by each worker’s earnings
history and marital status, no single exclusion ratio is correct for all
beneficiaries. Requiring the Social Security Administration to cal-
culate separate exclusion ratios for each beneficiary would be adminis-
tratively burdensome. A 15 percent exclusion ratio--that is, including
up to 85 percent of benefits in AGI--would make the tax treatment of
Social Security for workers with high earnings roughly comparable
with that afforded contributory pensions under current law, and would
be more generous for those with lower earnings. If current law thresh-
olds were maintained, about $20 billion would be raised in 1991
through 1995 by increasing includable benefits to 85 percent. This pro-
vision would affect 18 percent of couples and individuals receiving
benefits in the 1991 tax year.

An alternative view is that the current tax treatment of contribu-
tory pensions--and, by extension, Social Security and Tier I--should be
changed to allow retirees to recover tax-free the amount of their after-
tax contributions adjusted for inflation, a more favorable treatment
than that afforded to most private pensions. Under current tax law,
however, no such inflation adjustments are made for a taxpayer’s in-
vestments from after-tax income in pensions, capital assets, or other
holdings. Depending on long-term assumptions about inflation, an
inflation-adjusted exclusion ratio along the same lines falls between 30
percent and 40 percent; this would mean including up to 60 percent or
70 percent of benefits in AGI. For example, including up to 60 percent
of benefits in AGI with current thresholds would raise about $6 billion
in 1991 through 1995. (For more discussion of alternative exclusion
ratios, see the Congressional Budget Office Staff Working Paper, “An
Analysis of Alternatives for Taxing Social Security as a Private Pen-
sion,” March 1988.)

Eliminate the Income Thresholds. In addition to the thresholds, the
tax code protects lower-income elderly households from income taxa-
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tion through personal exemptions, the regular standard deduction, and
an additional standard deduction for the elderly. Under current law,
82 percent of elderly couples and individuals with benefits pay no
income tax on their benefits. If the benefit taxation thresholds were
eliminated, about $38 billion would be raised in 1991 through 1995,
and the share of beneficiary couples and individuals paying no tax on
their benefits would decline to 48 percent. Eliminating the thresholds
would remove a tax preference that is not well targeted on those with
lower incomes and would reduce tax disparities among middle-income
households. Under current law, the fraction of income paid in income
taxes by middle-income elderly families is less than half the fraction
paid by nonelderly families with comparable income. In addition, for a
comparable deficit reduction, eliminating the thresholds would have
smaller effects on the disposable incomes of the lower-income elderly
than curtailing cost-of-living increases or similar measures.

The amount of revenue raised would be greater if eliminating the
thresholds was combined with raising the fraction of benefits included
in AGI. For example, eliminating the thresholds and raising the frac-
tion of benefits included in AGI from 50 percent to 60 percent would
raise $54 billion in 1991 through 1995.

An argument against complete elimination of the thresholds with
no other changes is that it would decrease the disposable incomes of
today’s elderly with incomes below the median, while leaving upper-
income elderly unaffected. To minimize the effects on moderate-
income recipients, the thresholds could instead be lowered--for exam-
ple, to $12,000 for single filers and $18,000 for joint returns. With up
to 50 percent of benefits includable in AGI, these lower thresholds
would raise about $19 billion in 1991 through 1995, or roughly half of
what would be generated by including 50 percent with no thresholds.
With up to 60 percent of benefits included in AGI, the lower thresholds
would raise $29 billion in 1991 through 1995 as compared with the $54
billion that would be raised by including 60 percent with no thresholds.
Lowering the thresholds to $12,000 and $18,000 while including 85
percent of benefits in AGI would raise $54 billion as compared with
nearly $100 billion raised by including 85 percent of benefits with no
thresholds.
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REV-17 EXPAND MEDICARE AND
SOCIAL SECURITY COVERAGE

Annual Added Revenues Cumulative

Addition to {In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition

Expand Medicare

Coverage to

State and

Local Govern-

ment Employees

Not Now

Covered 1.2 1.7 16 1.6 1.6 7.8

Expand Social

Security Coverage

to New State

and Local

Government

Employees 0.5 1.6 2.6 3.6 46 12.8

NOTE: These estimates do not include the effects of any increases in benefit paymenta that would result
from the option. These effects would be small over this five-year periocd. Estimates are net of
reduced income tax revenues.

The largest group of workers not paying Medicare and Social Security
payroll taxes are government workers, even though legislation during
the past decade has mandated participation by certain groups of
federal, state, and local government workers. All federal workers were
required to pay Medicare payroll taxes beginning in 1983. Federal
employees hired after December 31, 1983, were required to pay Social
Security payroll taxes. State and local workers hired after March 31,
1986, were required to pay Medicare payroll taxes.

If state and local workers hired before April 1, 1986, were required
to pay Medicare payroll taxes, and all new state and local workers were
required to pay Social Security payroll taxes, then coverage of state
and local workers would resemble that of federal workers and reduce
the inequity of benefits received in relation to payroll taxes paid.
Under current law, many state and local employees will qualify for
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Social Security and Medicare benefits based on other employment in
covered jobs or their spouses’ employment. These workers will thus
receive benefits in return for a smaller amount of lifetime payroll taxes
than paid by those who work continuously in covered employment.
This inequity is especially apparent for Medicare benefits: over 90 per-
cent of retired state and local government workers receive benefits, but
only about 70 percent worked in a covered state and local government
job. Inequitable treatment is less of a problem in the case of Social
Security benefits, because these benefits are reduced for retired gov-
ernment workers who have worked a substantial portion of their
careers in employment not covered by Social Security.

Although expanding Medicare and Social Security payroll taxes to
include more state and local workers would increase the government's
liability for future program benefits, additional revenues would more
than offset increased benefits in both the short and the longer term.
Expanding Medicare coverage would have a small effect on future
benefit payments, because most state and local workers are already
able to claim Medicare benefits. Expanding Social Security coverage
would raise future benefits significantly, but the added payroll tax
revenue would exceed any added benefits for many years to come.

Expand Medicare Coverage to State and Local Government Workers
Not Now Covered. Expanding Medicare coverage to state and local
government workers hired before April 1, 1986, would raise about $8
billion in 1991 through 1995. This option has been considered during
the budget reconciliation process in the last several years, and has
been included in the President's budget for the last several years.

Expand Social Security Coverage to New State and Local Government
Workers. Expanding Social Security coverage to new state and local
workers would raise about $13 billion in 1991 through 1995, and would -
ultimately improve the retirement benefits of these workers. It would
benefit new state and local government workers and their families in
three ways. First, newly hired workers would find it easier to qualify
for disability and survivors’ benefits under Social Security, because of
the portability of coverage, than under many public employee benefit
programs. Second, eligibility is not lost under Social Security if the
employee changes jobs. Third, because Social Security benefits are
calculated on the basis of indexed wages, while benefits from public
pension plans are calculated on the basis of nominal wages for a given
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amount of covered wages, younger and short-service workers would
receive more generous retirement benefits from Social Security than if
they were covered solely by a public pension plan.

State and local governments would have to pay the employer share
of Social Security taxes on new employees if coverage was made
mandatory. Since state and local government participation in Social
Security is now voluntary, those states with a low percentage of cov-
ered employees would bear most of the cost from mandatory coverage.
In eight states--Alaska, California, Colorado, Louisiana, Maine,
Massachusetts, Nevada, and Ohio--less than 50 percent of state and
local employees are now covered under Social Security. Representa-
tives of some localities argue that the change would impose a difficult
financial burden for two reasons. First, state and local governments
would have to create separate pension plans for workers newly covered
by Social Security, so that their pension benefits would not duplicate
Social Security retirement benefits. Maintaining separate pension
plans could be administratively complex. Second, the funding for cur-
rent state and local pension plans might be inadequate for govern-
ments operating their pension plans on a pay-as-you-go basis, using
current contributions to pay benefits to current retirees. Finally, while
increased payroll tax collections would lower the federal deficit, this
would not necessarily raise national saving if states reacted by low-
ering their own contributions to state and local pension plans.
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REV-18 INCLUDE ESOP CASH DIVIDENDS IN
THE SOCIAL SECURITY TAX BASE

Annual Added Revenues Cumulative
(In billions of dollars) Five-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBO Baseline 0.1 0.2 0.3 0.3 0.3 1.2

An employee stock ownership plan (ESOP) is a specific kind of em-
ployee benefit plan that is similar to a pension plan. In a typical ESOP
arrangement, a corporation borrows te buy its own stock and contrib-
utes the stock to the ESOP. As the corporation pays off the loan, the
stock held by the ESOP is allocated to employees according to rules
prescribed by the plan. Although the employees do not receive the
stock until they leave the corporation or retire, they do receive divi-
dends on the stock that has been allocated to them.

Unlike most dividends, corporations can deduct the dividends they
pay on stock held by their ESOPs as a business expense. The deduction
is allowed because the dividend payments are used either to pay inter-
est on the loan, to fund employee pensions, or to pay employees--all of
which are deductible business expenses. The dividends paid to em-
ployees are a form of cash compensation, just like wages. Like wages,
the dividends are taxed under the income tax, but unlike wages, they
are not taxed under the payroll tax.

Under the Omnibus Budget Reconciliation Act of 1989, the Con-
gress restricted the deductibility of ESOP dividends to prevent ESOPs
from eroding the corporate income tax. By including the ESOP
dividends that employees receive in the Social Security tax base, the
Congress could prevent ESOPs from eroding the payroll tax as well.
This option would raise $1.2 billion in 1991 through 1995, and even
more in later years as the amount of stock allocated to employees
grows. In the long run, however, Social Security benefits would also
grow because employees would be credited with higher payroll tax
payments.
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Although some may argue that the ESOP dividends that employ-
ees receive are not wages because they are uncertain, other forms of
uncertain compensation such as bonuses and commissions are treated
like wages and included in the Social Security tax base.
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REV-19 REPEAL THE MEDICARE TAXABLE MAXIMUM
Annual Added Revenues Cumulative
(In billions of dollars) Five-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBO Baseline 3.5 9.9 10.56 11.3 12.0 47.2

NOTE: Eatimates are net of reduced income tax revenues.

Under current law, wages above the taxable maximum ($51,300 in
1990) are exempt from all payroll taxes, including the Medicare Hospi-
tal Insurance (HI) tax. For workers now paying payroll taxes, only
about 12 percent of wages--earned by about 6 percent of the workers--
are above the taxable maximum. If the taxable maximum for Medi-
care was repealed beginning in 1991, the deficit would decrease by
about $47 billion in 1991 through 1995.

A repeal of the Medicare taxable maximum would improve the sol-
vency of the Medicare trust fund and lessen the regressivity of the
Medicare payroll tax. Solvency of the Medicare trust fund is attained if
total revenues equal or exceed total obligations over a 75-year period.
The HI trust fund is not solvent; in 1988, the fund’s trustees projected
it will begin showing a negative cash flow in 1998 and will be ex-
hausted by 2005. Repeal of the Medicare taxable maximum would
lessen the regressivity of the Medicare payroll tax by ending the cur-
rent situation in which workers earning more than the taxable maxi-
mum pay a smaller share of their income in payroll taxes than other
workers.

Opponents of this option argue that the benefits from gains in
trust fund solvency and a less regressive Medicare tax would be out-
weighed by the costs of increasing the subsidy paid by high-wage work-
ers to other workers. High-wage workers already subsidize other
workers through their higher tax payments because participants in the
Medicare program receive the same benefits regardless of how much is
paid in payroll taxes. Repealing the Medicare taxable maximum
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would heighten the gap between taxes paid and benefits received by
high-wage workers, thereby increasing this subsidy.

Leaving the taxable maximum where it is and increasing the
Medicare tax rate from 1.45 percent to 1.64 percent for employer and
employees would raise about the same revenue over five years as
would repealing the taxable maximum. Funding Medicare benefits in
this manner would be less likely to increase the subsidy paid by high-
wage workers to other workers, but it would also increase the regres-
sivity of the Medicare payroll tax.

Some people oppose any increase in Medicare taxes. They argue
that the financial problems of the Medicare trust fund stem from the
unanticipated growth in outlays and that the solution to these prob-
lems should be sought by decreasing spending rather than by in-
creasing taxes.
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REV-20 INDEX THE UNEMPLOYMENT INSURANCE
TAXABLE WAGE BASE

Annual Added Revenues Cumulative
(In billions of dollars) Five-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBO Baseline 0.3 0.6 0.9 1.0 1.1 3.8

NOTE: Estimatesare net of reduced income tax revenues.

The Unemployment Insurance (U} program is financed primarily by
federal and state payroll taxes on employers. The federal Ul tax is im-
posed on the first $7,000 of wages per worker. Credits against the
federal Ul tax rate are used to induce states to establish state wage
bases that conform with or exceed the federal wage base. All states
have adopted a state wage base of at least $7,000, and most states pro-
vide an automatic adjustment to prevent the state wage base from
falling behind the federal wage base. Because the federal Ul wage
base has been increased only three times since 1940, when it was
$3,000, the proportion of wages in covered employment subject to the
federal tax has fallen from over 90 percent in 1940 to less than 35 per-
cent today. The ratio of the net aggregate state trust fund balance to
total covered wages and salaries has also fallen, from 3.1 percent in
1970 to 1.9 percent in 1989.

Indexing the federal Ul wage base by linking it to the change in
the national average wage--as is done with the Social Security wage
base--would prevent further erosion in the real UI wage base. Indexa-
tion would maintain the current relationship between covered wages
and unemployment taxes, assuming no change in state Ul tax sched-
ules. It would also preserve the current relationship between per capi-
ta tax payments and per capita benefits, because Ul benefits tend to
increase with nominal wages.

Indexing the wage base, beginning January 1, 1991, would in-
crease combined federal and state Ul revenues by almost 5 percent,
while reducing the federal budget deficit by about $4 billion in 1991
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through 1995 and lessening the regressivity of the Ul tax. Because
both the federal and state Ul taxes are counted as revenue to the fed-
eral government, increases in both revenue sources decrease the fed-
eral budget deficit. Federal Ul tax revenues would rise nearly in pro-
portion to future increases in the federal tax base. In contrast, aggre-
gate state Ul tax revenues might rise less than proportionately for two
reasons. The first reason is that states with tax bases currently higher
than the federal base, about two-thirds of the states, might not be af-
fected by indexation for several years. The second reason is that states
with adequate Ul trust fund balances might choose to offset the effects
of an increased wage base by reducing their tax rates. Indexing the
wage base would concentrate the tax increase on wages of workers now
earning more than the current tax base; this change would make the
Ul tax somewhat less regressive than it is now.

Opponents argue that indexing the wage base is unnecessary, and
that it would lead to higher labor costs and more unemployment in
some states. In addition, because states are now charged interest on
loans from the federal Ul program, they argue that incentives are
already in place to encourage responsible state fiscal behavior without
indexing the federal wage base. States should be free to determine
their Ul wage base for employers in their state without being penalized
for nonconformity with the federal Ul wage base.
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REV-21 REDUCE TAX CREDITS FOR REHABILITATION
OF OLDER BUILDINGS

Annual Added Revenues Cumulative
Addition to (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Repeal Credit for
Nonbhistoric Struc-
tures and Reduce
Credit for Historic
Structures to
15 Percent 0.1 01 0.1 0.1 0.1 0.4
Repeal the Credits 0.1 0.2 0.2 0.2 0.2 0.9

Tax credits for rehabilitation are intended to promote the preservation
of historic buildings, encourage businesses to renovate their existing
premises rather than relocate, and encourage investors to refurbish
older buildings. The credit rate is 10 percent for expenditures on struc-
tures built before 1936, and 20 percent for buildings certified as his-
toric structures by the Department of the Interior because of their
architectural significance.

The credits favor commercial use over most rental housing and
may, therefore, divert capital from more productive uses. Commercial
buildings can qualify for the 10 percent or 20 percent credit, whereas
rental housing can qualify only in certified historic structures. More-
over, in favoring renovation over new construction, the credits may
encourage more costly ways of obtaining more housing and commercial
buildings.

Rehabilitation may have social benefits: for example, it may dis-
courage the destruction of historically noteworthy buildings. This ob-
jective, however, might be accomplished at a lower cost by retaining a
credit only for the renovation of certified historic buildings. Some sur-
veys have indicated that a 15 percent credit would be sufficient to cover
the extra costs both of obtaining certification and of rehabilitating in
terms of historical quality.
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If the credit for historic structures was reduced to 15 percent and
the credit for nonhistoric structures was repealed, revenue gains over
the 1991-1995 period would be $0.4 billion, Repeal of the credit would
raise $0.9 billion over the same period.
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REV-22 TAX CREDIT UNIONS LIKE OTHER
THRIFT INSTITUTIONS

Annual Added Revenues Cumulative
Addition to (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Tax All Credit
Unions 0.4 0.7 0.8 0.9 0.9 3.7
Tax Credit Unions
with More Than $10
Million in Assets 0.4 0.7 0.8 0.9 0.9 3.7

Credit unions, organized for the benefit of members and operated with-
out profit, are not subject to federal income taxes and hence are treated
more favorably than competing thrift institutions, such as savings and
loan institutions and mutual savings banks. Taxing all credit unions
like other thrift institutions would raise $3.7 billion in 1991 through
1995. Virtually the same amount of revenue would be raised by taxing
only credit unions with assets above $10 million, which represent only
about 20 percent of the total number of credit unions.

Credit unions, savings and loans, and mutual savings banks were
originally all tax-exempt, but in 1951 the Congress removed the tax
exemptions for savings and loans and mutual savings banks. These
were considered to be more like profit-seeking corporations than non-
profit mutual organizations.

Since 1951, credit unions have come to resemble the other thrift
institutions in certain respects. Credit union membership is no longer
limited to people sharing a “common bond,” generally a place of em-
ployment. Since 1982, credit unions have been allowed to extend their
services to others, including members of other organizations. In addi-
tion, most credit unions allow members and their families to partici-
pate permanently, even after members have left the sponsoring organi-
zation. Credit union membership has grown from about 5 million in
1950 to about 60 million today, indicating that credit unions, like tax-
able thrifts, now effectively serve the general public. Moreover, credit
unions are becoming more like savings and loans and mutual savings
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banks in the services they offer. A significant number of credit unions
now offer such services as first and second mortgages, direct deposit,
automatic teller access, preauthorized payments, credit cards, safe de-
posit boxes, and discount brokerage services.

Taxable thrift institutions argue that the credit unions' tax-
exempt status gives them a competitive advantage that is no lenger
justified by differences in potential membership or available services.
Credit unions contend, however, that the original reason for their spe-
cial tax treatment--that they operate without profit and solely for the
benefit of their members--continues to justify their special status.
Credit unions also point out that they tend to be more closely managed
by their depositors, since their statutes generally require the boards of
directors to be drawn from the membership--a management structure
that is not oriented toward making profits.

The credit union industry also argues that only undercapitalized
unions would be subject to tax because such credit unions would need
to earn profits in order to build up their capital. Collecting a tax on
their profits would make it more difficult for undercapitalized credit
unions to build up needed capital. The majority of healthy credit
unions, however, are not obligated to earn any profits; they could avoid
earning profits and thus escape the tax by paying higher deposit rates
or charging lower loan rates.

These arguments of the credit union industry may be countered in
several ways. First, competing thrift institutions that are profitable
but undercapitalized pay taxes. Second, when undercapitalized finan-
cial institutions report losses, they can recoup some of their losses from
the Treasury as offsets against taxes paid in previous years. Finally, if
credit unions were to pay higher deposit rates in an effort to avoid
taxes, their depositors would receive more income and pay more in-
come tax. Similarly, if the credit unions charged lower mortgage in-
terest rates, their members would have lower tax deductions for mort-
gage interest and therefore also pay more income tax.
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REV.-23 REPEAL TAX PREFERENCES
FOR EXTRACTIVE INDUSTRIES

Annual Added Revenues Cumulative
Addition to (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Repeal Percentage
Depletion 04 0.7 0.8 0.9 1.0 3.8
Repeal Expensing of
Intangible Drilling,
Exploration, and
Development Costs 0.5 11 1.2 1.3 14 5.5

Under the normal rules for cost recovery, purchases of capital assets
such as plant and equipment cannot be fully deducted when purchased.
Instead, the purchase price must be capitalized as a business asset and
written off at a prescribed rate over the asset’s useful life either
through depreciation or depletion. These rules also apply to so-called
“self-constructed” assets, which are constructed by the user rather
than purchased. Although oil and gas wells and mineral mines are
self-constructed assets, they enjoy special cost recovery rules. The ex-
pensing of certain exploration and development costs, including in-
tangible drilling costs, allows an immediate write-off of costs that
would otherwise have to be capitalized and written off more slowly.
Percentage depletion allows write-offs that often exceed capitalized
costs.

Expensible exploration and development costs include costs for
excavating mines and drilling wells. They alse include prospecting
costs for hard minerals, but not for oil and gas. For corporations en-
gaged in hard mineral extraction and for so-called integrated pro-
ducers of oil and gas who also operate sizable refineries, expensing is
limited to 70 percent of these costs, with the remaining 30 percent de-
ducted over a 60-month period.

Percentage depletion allows a certain percentage of a property’s
gross income to be deducted, regardless of the actual capitalized costs.
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Non-integrated oil and gas companies are allowed to deduct 15 percent
of the gross income from their first 1,000 barrels per day of oil and gas
production each year. (Integrated oil and gas producers are required to
use normal cost depletion to recover capitalized costs.) Hard mineral
producers are also allowed to use percentage depletion at varying
statutory rates. Minerals eligible for percentage depletion include
sand (5 percent), coal (10 percent), iron ore (14 percent), dimension
stone and mollusk shells (14 percent), oil shale (15 percent), gold (15
percent), and uranium (22 percent). The allowance for percentage
depletion is limited to 50 percent of the net income from the mineral
property after production costs.

Because percentage depletion depends on the value of production
rather than the amount of capitalized costs, it is more akin to a produc-
tion subsidy than a method of cost recovery. However, the subsidy pro-
vides little or no incentive to develop or expand production from mar-
ginal properties because the amount of percentage depletion is limited
by net income. Higher production costs for marginal properties reduce
net income and therefore limit the amount of percentage depletion
allowed.

Percentage depletion and the expensing of exploration and devel-
opment costs encourage oil and gas production and hard mineral ex-
traction, but the incentives are not available to all producers on an
equal basis. Integrated oil and gas producers are denied percentage
depletion deductions that others receive. Furthermore, most corpora-
tions can expense only 70 percent of their exploration and development
costs including intangible drilling costs, while noncorporate producers
can expense all of them. Finally, producers who pay the alternative
minimum tax must defer or even forgoe deductions for percentage deple-
tion and expensible exploration and development costs, while produc-
ers who pay the regular income tax may take them currently.

Several arguments for repealing expensing and percentage deple-
tion can be made. First, these provisions allocate capital to drilling
and mining that could be used more productively elsewhere in the
economy. Second, they encourage the use of scarce domestic oil and gas
resources--a policy of “draining America first”--which may lead to a
greater reliance on foreign energy producers in the future. Third, their
effectiveness in encouraging production is lessened by their failure to
provide all producers with the same incentive.
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Repealing the expensing of intangible drilling costs and other ex-
ploration and development costs would raise about $5.5 billion in 1991
through 1995, assuming that the costs of dry holes, unproductive
mines, and worthless mineral rights could still be expensed. Repealing
percentage depletion would raise about $3.8 billion over the same five-
year period.
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REV-24 FURTHER RESTRICT DEDUCTIONS FOR
BUSINESS MEALS AND ENTERTAINMENT

Annual Added Revenues Cumulative
Addition to (In billions of doliars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Disatlow Deductions
for Half of Business
Meal and Entertain-
ment Expenses 2.0 3.4 3.6 39 41 17.0

The tax code does not generally allow deductions for personal living
costs, but it allows full deductions for ordinary and necessary business
expenses. Expenses for business meals, entertainment, and travel are
only partially deductible: taxpayers are required to show that the pur-
pose of the expenses is related to business, and the portion of expenses
that is “lavish and extravagant under the circumstances” is dis-
allowed. In addition, deductions for business meals and entertainment
are limited to 80 percent of expenses. The Congress imposed these
restrictions because it was concerned that some taxpayers were de-
ducting personal living expenses as business expenses. Even when
connected with a taxpayer’s business, expenditures for items such as
parties, meals, tickets to theater and sports events, and country club
dues provide substantial personal benefit to the taxpayer and other
recipients. Deductibility of these expenses provides a tax subsidy that
is not available to those who make meal and entertainment purchases
outside a business setting. This tax subsidy could be further reduced
by lowering the 80 percent limit. For example, limiting deductions to
50 percent of expenses for business meals and entertainment would
raise revenues by about $17 billiont in 1991 through 1995.

Determining the component of expenses for meals and entertain-
ment that represents ordinary and necessary business expenses is
necessarily arbitrary; some might regard 50 percent as too stringent.
Also, the proposal could have negative effects on some restaurants and
on the professional sports and entertainment industries because
business customers provide them with a large fraction of their income.
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REV-25 ELIMINATE PRIVATE-PURPOSE
TAX-EXEMPT BONDS

Annual Added Revenues Cumulative
Addition to {In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1925 Addition
Elimate All
Private-Purpose
Tax-Exempt Bonds 0.2 0.5 0.7 1.2 1.7 4.3
Raise Capand
Extend Volume
Limits to New
Issues of All
Private-Purpose
Bonds 0.1 0.2 0.4 0.5 0.6 1.8

State and local governments have for many years issued bonds exempt
from federal taxation to finance public investments such as schools,
highways, and water and sewer systems. Beginning in the 1970s,
these governments began to issue a growing volume of tax-exempt
bonds to finance quasi-public facilities, such as ports and airports, and
private-sector projects, such as housing and shopping centers. These
bonds eventually became known as “private-purpose” bonds because
the ultimate users of the facilities financed with them were private
nongovernmental entities.

Private-purpose tax-exempt bonds include mortgage revenue
bonds for rental housing and single-family homes for low-income and
middle-income households; industrial development bonds (IDBs) used
by private firms for a wide variety of purposes; student loan bonds
issued by state authorities to increase funds available for guaranteed
student loans; and bonds for nonprofit institutions, such as hospitals
and universities.

Although private-purpose bonds provide subsidies for arguably
worthwhile activities, tax-exempt financing is not the most efficient
way to provide assistance. With a direct subsidy, the benefit goes en-
tirely to the borrower. With tax-exempt financing, the benefit is
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shared between the borrower of funds and the investor in tax-exempt
bonds. In addition, because tax-exempt financing is a tax expenditure
instead of a budget outlay, it is not routinely reviewed during the an-
nual budget process.

The Congress has placed restrictions on the use of tax-exempt fi-
nancing several times, beginning in 1968. During the 1980s, these
restrictions have included limiting the volume of new issues of tax-
exempt bonds for some activities and setting expiration dates on the
use of tax-exempt financing for other activities.

The Tax Reform Act of 1986 made the alternative minimum tax
applicable to interest earned on newly issued private-purpose bonds
and placed a single state-by-state limit on the volume of new issues of
IDBs, student loan bonds, and housing and redevelopment bonds. The
new state volume limits, which are more restrictive than those previ-
ously in force, are the greater of $50 per resident or $150 million a
year. Bonds for publicly owned airports, ports, and solid waste disposal
facilities, and bonds for nonprofit 501(c)(3) organizations (primarily
hospitals and educational institutions) are exempt from the new
volume limits. Large private universities and certain other nonprofit
institutions may not issue tax-exempt bonds if they already have more
than $150 million in tax-exempt debt outstanding.

If the Congress were to eliminate tax exemption for all new issues
of private-purpose bonds, revenue gains would be about $4 billion in
1991 through 1995, assuming that at least some construction of air-
ports, and of sewage and solid waste facilities, would qualify for tax-ex-
empt financing as governmental in nature. Eliminating the tax ex-
emption would eventually raise the cost of the services provided by
nonprofit hospitals and other facilities that currently qualify for tax-
exempt financing, but the cost increase would be small and gradual.

Including all bonds for private nonprofit and quasi-public facilities
in a single state volume limit while raising the limits beginning in
1991 to $75 per capita or $200 million a year would raise $1.8 billion in
1991 through 1995. These changes would curb the growth of all
private-purpose bonds without sharply reducing their use. The curb
would primarily affect bond issues for nonprofit hospitals, which are
not included in the current cap. Advocates of limiting or eliminating
these bonds question the need for any subsidy when the supply of
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hospital beds seems to be adequate; opponents hold that such limita-
tions will raise health care costs. Bonds for airport facilities for the
exclusive private use of airlines under long-term leases, such as depar-
ture gates, would also be curtailed, but public airport facilities, such as
runways and control towers, could continue to be financed with the
tax-exempt bonds as government facilities.
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REV-26 ELIMINATE OR RESTRICT DEDUCTIBILITY OF
STATE AND LOCAL TAXES

Annual Added Revenues Cumulative
Addition to {In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Eliminate Deduct-
ibility of State
and Local Taxes 4.4 29.5 31.4 33.4 35.5 134.2
Maintain Deduct-
ibility of Taxes
Above Floor of
1 Percent of AGI 0.7 49 5.2 5.6 5.9 22.3
Prohibit Deduct-
ibility of Taxes
Above Ceiling of
9 Percent of AGI 0.7 50 5.3 8.7 6.2 23.0

Under current law, taxpayers may deduct state and local income, real
estate, and personal property taxes from their adjusted gross income
(AGI). The deductions mean, in effect, that the federal government
subsidizes the state and local tax payments of taxpayers who itemize.
This subsidy may cause itemizers to support higher levels of state and
local services than they would otherwise; to the extent that this is true,
the deductions may indirectly finance increased state and local govern-
ment spending at the expense of other uses of federal revenues. The
Tax Reform Act of 1986 reduced the subsidy to state and local govern-
ments, directly by repealing the deduction for state and local sales
taxes, and, indirectly, by increasing the standard deduction and low-
ering marginal rates, thus reducing both the number of itemizers and
the value of the deductions.

Deductibility of state and local taxes has drawn criticism on
several grounds. First, the deductions reduce federal tax liability only
for itemizers and, because the value of an additional dollar of deduec-
tions increases with the marginal tax rate, the deductions are worth
more to higher-bracket taxpayers. Second, deductibility favors wealth-
ier communities; the higher the income level in a community, the
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more itemizers it will have, and thus the greater the likelihood that
residents of the community will support a higher level of spending.
Third, deductibility may discourage states and localities from financ-
ing services with nondeductible user fees, thus discouraging efficient
pricing of some services.

Supporters of deductibility argue that it is needed because a tax-
payer with a large state and local tax liability has less ability to pay
federal taxes than one with equal total income and a smaller state and
local tax bill. However, a taxpayer who pays higher state and local
taxes may also receive more benefits from publicly provided services,
such as public recreational facilities. In this case, the taxes are more
like other payments for goods and services (for example, private recre-
ation) and should not be deductible.

Supporters of deductibility also note that any higher public ex-
penditures resulting from deductibility benefit all members of a com-
munity, including lower-income nonitemizers who do not receive a
direct tax saving. Increased spending on such public goods as educa-
tion, transportation, and pollution control may also have spillover
benefits for residents outside the taxing jurisdiction. Further, since
some direct federal grants-in-aid to states and localities have been
reduced or terminated in the past few years, the need for deductibility
may have increased.

Limiting the value of the state and local deduction could raise sig-
nificant revenues. Eliminating deductibility would raise about $134
billion in 1991 through 1995. In its 1986 consideration of tax reform,
however, the Congress chose to continue deductibility. Most of the in-
centive effect of the present deductions on public spending could be
preserved if the deductions were permitted only for state and local tax
payments above a fixed percentage of AGL. The average itemizer’s
state and local tax deductions exceed 1 percent of AGI in every state. If
the floor was set at 1 percent, revenues in 1991 through 1995 would
increase by more than $22 billion.

Another alternative would be to prohibit deductions above a fixed
ceiling, which also might be a percentage of AGI. A ceiling set at 9
percent of AGI would increase revenues by a roughly similar amount
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--$23 billion in 1991 through 1995. A floor and a ceiling would have
very different effects on incentives, however. With a floor, the
incentive for increased state and local spending would remain; with a
ceiling, the incentive would be reduced, but state taxes might become
less progressive.
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REV-27 IMPOSE A VALUE-ADDED OR
NATIONAL SALES TAX

Annual Added Revenues Cumulative
Addition to (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
5 Percent Rate, with
Comprehensive Base - 824 1356 1475 159.1 531.5
5 Percent Rate, with
Exemptions for Food,
Houging, and
Medical Care - 52.1 79.0 86.0 92.7 309.9

NOTE: Estimates are based on an effective date of January 1, 1992, and are net of reduced i income and
payroll tax revenues, but do not reflect added adminiatrative costa.

A value-added tax (VAT) is a form of general sales tax in use in 19 of
the 24 countries of the Organization for Economic Cooperation and
Development, and in many other countries. It is typically adminis-
tered by taxing the total value of sales of all firms, but allowing firms
to claim a credit for taxes paid on purchases from other firms of raw
materials, intermediate materials, and capital goods. In the aggre-
gate, the tax base equals sales to final consumers. Another method of
taxing the same base would be to impose a national retail sales tax.

A 5 percent VAT on a broadly defined consumption base would in-
crease net revenues by about $89 billion in fiscal year 1992 and by
roughly $532 billion through 1995. At the same rate, a VAT on a nar-
rower base would net about $52 billion in 1992 and about $310 billion
through 1995. (See Table 11 for a sample calculation of broad and nar-
rower VAT tax bases.) These projections assume that collections would
not begin until January 1, 1992, because the Internal Revenue Service
has estimated that it would take approximately 18 months after the
date of enactment to begin to administer a VAT. If a large amount of
revenue is to be raised, a VAT might be preferable to an income-tax in-
crease because it is theoretically neutral between present and future
consumption. Thus, it would not adversely affect incentives for saving
and investment, as an equal increase in income taxes would. In addi-
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TABLE 11. SAMPLE CALCULATION OF BROAD AND NARROWER
VALUE-ADDED TAX BASES, 1988

Amount
(In billions
Items Included in Tax Base of dollars)
Total Personal Consumption in GNP 3,235
Less: Rental value of housing 501
Net foreign travel expenditures 3
Religious and welfare activities 76
Plus: New residential construction 198
Broad Tax Base 2,853
Possible Exclusiong from the Basea
New residential construction 198
All medical care (including insurance) 443
Food purchased for off-premises
consumption {excluding aleoholic
beverages) 373
Food furnished to employees 10
Food produced for farm consumption 1
Brokerage, banking, and life insurance
services 170
Local transit (excluding taxis) 5
Clubs and fraternal organizations 6
Toll roads, and so forth 2
Private education and research 58
Narrower Tax Base 1,588

SOURCE: Congressional Budget Office based on the National Income and Product Accountas.

8. The excluded amount assumes that consumption is taxed at a zero rate.
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tion, a broad-based VAT with a single rate would distort economic deci-
sions less than would an equal-revenue increase in selective consump-
tion taxes. The VATSs that have been enacted in other countries,
however, include many tax preferences and multiple rates. Such a
VAT would distort consumption choices more than a single-rate,
broadly based VAT and could be more distorting than higher income
tax rates.

The major argument used against a VAT is that it is regressive
when compared with annual income: the tax per dollar of consumption
is the same for all taxpayers, but the ratio of consumption to income
falls for people in higher income groups. Regressiveness can also be
measured by comparing the tax with annual expenditures, which
fluctuate less than annual income and may be a better indicator of
long-run income. Under this measure, a VAT appears less regressive
(and some forms of VAT appear proportional).

A VAT could be made less regressive by granting tax preferences
for goods and services consumed by low-income people, although such
exemptions would substantially increase costs of enforcement and com-
pliance and would reduce revenues from a VAT. Another way to offset
regressiveness would be to allow additional exemptions or refundable
credits for low-income people under the federal income tax, though this
would reduce the revenue gains from the VAT and would cause many
people to file tax returns who otherwise would have no need to file.
Another alternative might be to include food and medical care in the
narrower tax base, but to increase payments to low-income individuals
through existing means-tested programs.

In addition to concerns about the distributional effects of adopting
a VAT, several other arguments are made against the tax. Most
analysts believe that imposing a VAT would cause the price level to
rise. Such a one-time increase in the price level could lead to further
rounds of inflation, though this result would depend on monetary and
fiscal policies. State and local governments would regard a federal
sales tax as interfering with their traditional revenue base. The large
revenue-raising potential of a federal VAT is of concern to some people
who fear it might facilitate undue growth of the federal government,
Finally, a federal VAT would impose compliance costs on the firms
paying the tax and claiming credits, and would require new personnel
and procedures for collection and enforcement. In 1984, the Treasury
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Department estimated that a VAT would require 20,000 additional
personnel at an annual cost of about $700 million. Because the ad-
ministrative and compliance costs per dollar of revenue collected would
be high when compared with other federal taxes, some analysts argue
that it would be inefficient to impose a VAT at rates below 5 percent.
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REV-28 IMPOSE A 5 PERCENT TAX
ON NET BUSINESS RECEIPTS

Annual Added Revenues Cumulative
(In billions of dollars) PFive-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBO Baseline 29.7 52.0 56.6 60.6 65.9 264.8

A 5 percent tax on the net business receipts of corporations and non-
corporate businesses would be an alternative to raising income tax
rates to reduce the deficit. The base of this tax would be gross business
receipts (net of indirect taxes paid to federal, state, and local govern-
ments) less payments for employee compensation, purchases of
intermediate goods and services, and purchases of capital assets such
as land, plant, and equipment. Only business operations within the
United States would be taxed. The tax would be imposed at a flat rate
and administered as an add-on to the current individual and corporate
income taxes. Imposing a § percent business receipts tax on all cor-
porations and noncorporate businesses would raise about $265 billion
in 1991 through 1995.

A flat-rate tax on net business receipts is similar to a subtraction-
method value-added tax (VAT) under which businesses are taxed on
the difference between their sales and purchases. There are two differ-
ences. First, payments for employee compensation would not be in-
cluded in the base of the net business receipts tax. Second, negative
tax liabilities would not be refunded under the net business receipts
tax, but would be carried forward with accrued interest to offset posi-
tive tax liabilities in future years.

Like the VAT, a flat tax on net business receipts would not dis-
courage new investment because the competitive, or normal, return to
new investment would not be taxed. The tax benefit from deducting
the purchase price of an asset would offset the subsequent tax on its
normal return. Only the extraordinary portion of the asset’s return in
excess of the competitive return would be taxed.
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Because increased debt financing (leverage) reduces the corporate
income tax, some argue that the corporate income tax encourages ex-
cessive borrowing and that an increase in corporate income tax rates
would encourage even more corporate borrowing. By contrast, im-
posing a tax on net business receipts would not encourage borrowing
because the interest expense would not be deductible. Thus, borrowing
would not change the amount of tax owed.

If the Congress wanted to discourage leveraged buyouts, it could
impose the net business receipt tax on corporations at a much higher
rate but allow a credit for corporate income tax payments. Under this
alternative scheme, corporations that used excessive debt financing to
reduce their corporate income tax would increase the tax on their net
business receipts by an equal amount. Normal borrowing would not be
discouraged, however, as long as the credit for corporate income tax
payments exceeded the tax on net business receipts.

The principal advantage of the net business receipts tax over an
increase in income tax rates is that it would not increase the tax rate
on new investment. The burden of the additional tax would fall pri-
marily on the return to existing business capital. One could, however,
argue that it is unfair to raise revenue by taxing income from existing
capital more heavily than other income or by taxing older taxpayers,
who own much of the existing capital, more heavily than other tax-
payers.

Because a tax on net business receipts would not tax employee
compensation, it could not raise as much revenue as a broad-based
VAT, A tax on net business receipts would, however, have certain ad-
vantages over a VAT as a means of raising modest amounts of addi-
tional tax revenue. It uses income tax concepts that are already famil-
iar to most taxpayers. It is easy to compute from income tax records,
and could be filed with the business’s income tax return. Therefore, it
would be less costly than a VAT to administer and comply with.
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REV-29

INCREASE ENERGY TAXES

Addition to
CBO Baseline

Annual Added Revenues
(In billions of dollars)

1991

1992

1993

1994

1995

Cumulative
Five-Year
Addition

Impose Tax on
Domestic and
Imported Oil
($5 per barrel)

Impose Oil
Import Fee
($5 per barrel)

Increase Motor
Fuel Taxes (12
cents per
gallon)

Impose Broad-
Based Tax on
Energy
Consumption
(5 percent

of value)

20.0

8.0

12.1

14.2

20.3

8.8

11.6

15.0

20.6

9.2

114

16.0

21.1

9.8

11.6

17.0

21.6

10.5

11.7

18.1

103.6

486.9

58.5

80.2

NOTE:

Estimates are net of reduced income and payroll tax revenues. Increases in federal government

expenditures for energy products under these options are not estimated. The revenue estimates
are based on CB('s baseline oil price forecast of $18 per barrel in 1991, rising to $22 per barrel by
1995, The effective date for all of these proposals is October 1, 1990,

Increasing energy taxes could raise significant amounts of revenue,
encourage conservation by making energy more expensive, reduce
pollution, and decrease the country’s dependence on foreign oil sup-
pliers. The United States depends on foreign sources for nearly half of
the oil it consumes, and about a fifth of its total energy. This depen-
dence exposes the U.S. economy to potential interruptions in energy

supplies.

Imposing new or higher energy taxes would raise energy prices
and reduce energy consumption, thus helping to preserve recent con-
servation gains that might otherwise be lost because of lower world oil
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prices. To the extent that taxes on oil reduce the demand for imported
oil, foreign suppliers would absorb part of the tax through low world oil
prices. To the extent that energy taxes reduce energy consumption,
they would also reduce carbon dioxide emissions and could, therefore,
contribute to efforts to reduce global warming.

One argument against energy taxes is that they are regressive be-
cause they would absorb a larger fraction of family incomes for low-
income taxpayers, who spend a higher percentage of their income on
energy than do high-income families. Regressiveness can be measured
against annual expenditures, instead of income; using this measure,
energy taxes appear almost proportional. Whichever measure is used,
the regressiveness of energy taxes would be offset somewhat if the
taxes caused an increase in the consumer price index that led to higher
benefits from indexed transfer programs. It also could be offset by ad-
justments in income tax rates and by direct energy subsidies for low-
income people.

Energy taxes have been opposed on several other grounds. They
could have widely different effects in different parts of the country. For
example, taxes that increase the relative price of fuel oil would have
the greatest consumer impact in the Northeast, while taxes that in-
crease the relative price of gasoline would have the greatest consumer
impact in the West. (See Congressional Budget Office, The Budgetary
and Economic Effects of Oil Taxes, April 1986.) Further, some observ-
ers argue that stockpiling oil is a better way of coping with the risks of
increased dependence on imports because it would not artificially re-
duce current energy use by households and businesses. This argument
is based on the premise that, aside from the problem of supply inter-
ruption, world energy prices accurately reflect real resource costs and
thus already provide an appropriate incentive for energy conservation.
Finally, direct taxes on carbon dioxide emissions may be a more
efficient means of reducing global warming (see REV-33).

Excigse Tax on Domestic and Imported Oil. An excise tax of $5 per
barrel on all crude oil and refined petroleum products--both domes-
tically produced and imported--would raise revenues by about $21
billion per year. It could increase the price of a gallon of gasoline or
fuel oil by as much as 12 cents.
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A tax on oil would increase the price that consumers must pay, giv-
ing them an incentive to use less oil either through conservation efforts
or by switching to an alternative source of energy such as natural gas
or coal. The tax would cause oil reserves to decline in value, and coal
and gas reserves to increase in value. These shifts in value would dis-
courage the exploration and production of oil and would encourage the
production of coal and natural gas.

An oil tax, whether on all oil or only imported oil, would raise the
costs for industries that use oil as the primary production input (for
example, petrochemicals and paints). It would make it more difficult
for domestic companies in these industries to compete with foreign
companies that would pay less for oil.

Since 1981, the average cost of a barrel of oil has dropped from
about $35 to under $20 in 1989. A $5-per-barrel oil tax would partially
offset this price reduction, thereby encouraging the conservation of oil
and the development of alternative energy sources. The tax would still
leave consumers paying significantly lower prices than nine years ago.
It could, however, further depress the after-tax prices that suppliers of
oil receive.

0il Import Fee. As an alternative to an excise tax on all oil, the Con-
gress could impose the tax only on imported crude oil and refined petro-
leum products. This type of tax was discussed during the deliberations
over the budget resolutions for fiscal years 1986, 1987, and 1988. An
oil import fee of $5 per barrel would raise revenues by about $9 billion

per year.

An oil import fee would allow domestic suppliers to charge a high-
er price and still remain competitive with imports, providing an incen-
tive to increase domestic production and a windfall to domestic oil pro-
ducers. Like the tax on all oil, the fee would also maintain incentives
for conservation by increasing energy prices. These effects would re-
duce U.S. dependence on foreign oil in the short term, although long-
term dependence might be increased if U.S. oil supplies were depleted
faster. Opponents of an oil import fee argue that the United States
should take advantage of cheap foreign oil to preserve the more costly
U.S. reserves for future use.
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Because an oil import fee would reduce demand and prices for im-
ported oil, some important U.S. trading partners might object to it
(though others who are net energy importers would benefit from lower
world energy prices). Exempting oil imports from such trading part-
ners as Canada, Mexico, and the United Kingdom, however, would
substantially reduce the fee’s revenue potential. Imports from these
countries now account for about 25 percent of U.S. oil imports.

An oil import fee would have different effects in different regions
of the country. On net, it would benefit oil-producing states because
producers would receive higher prices, but oil-consuming states--espe-
cially in the Northeast--would bear much of the burden of the tax and
of the higher prices U.S. oil producers receive.

An oil import fee would cause expenditures for oil products to in-
crease by about 15 percent, but only about 40 percent of this increase in
expenditures would result in added federal revenues. The remainder
would increase the incomes of domestic oil producers. Thus, the infla-
tionary effect relative to the revenue collected would be higher for an
oil import fee than for most other taxes on selected products.

Additional Motor Fuel Excise Taxes. Federal motor fuel taxes are
currently 9.1 cents per gallon of gasoline and 15.1 cents per gallon of
diesel fuel. The revenue from these taxes is earmarked for the federal
Highway Trust Fund, which pays for construction and improvement of
interstate highways, bridges, and mass transit facilities, and for the
Leaking Underground Storage Tank Trust Fund, which funds cleanup
of leaking petroleum storage tanks when no financially solvent owner
can be found. State governments also impose gasoline and diesel taxes
ranging from 7.5 cents to almost 21 cents per gallon. Compared with
motor fuel tax rates in other countries, many of them well over $1.00 a
gallon, U. S. tax rates are still among the lowest in the world.

An additional 12-cent federal tax on motor fuels would raise reve-
nues by about $1 billion per year for each cent per gallon of tax. Be-
cause the average national price of all grades of gasoline has dropped
from a peak of about $1.39 per gallon in March 1981 to under $1.15 in
1989 (a reduction of 40 percent in real terms), an additional tax of 12
cents per gallon would not put the total cost of gasoline above what
consumers have already experienced. If the additional tax revenues
were used to support additional spending from the Highway Trust
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Fund that otherwise would not be made, they would not reduce the
deficit. One way to ensure that the additional revenues were used for

deficit reduction would be not to allocate them to the Highway Trust
Fund.

The tax increase would reduce consumption of gasoline and diesel
fuel by encouraging people to drive less or purchase more fuel-efficient
cars and trucks. Some proponents of the tax view it as an appropriate
charge for the costs of pollution and road congestion associated with
automobile use. Another advantage of a motor fuel tax increase is that
it would not have the same adverse effects on the international com-
petitiveness of U.S. firms as other energy taxes. This advantage re-
sults from the fact that most gasoline and diesel fuel is used either by
consumers or in the domestic transportation sector, not as an input in
industrial production.

Opponents of a motor fuel tax rate increase argue that it would
impose an unfair burden on the trucking industry and on people whe
commute long distances by car, who are not necessarily the highway
users who impose the highest costs of pollution and congestion on
others. These costs are much higher in densely populated areas, pri-
marily in the Northeast, whereas per capita consumption of motor fuel
is highest in sparsely populated states, mostly in the West.

A rate increase could lead to more tax evasion. Compliance with
the motor fuel taxes is already a problem. It is particularly difficult to
enforce the tax on diesel fuel because the same product can be sold as
nontaxable home heating oil or as taxable diesel motor fuel. In
addition, sales of motor fuels to some users are tax-exempt. However,
recent legislation has reduced opportunities to evade the tax by
changing the collection points to earlier stages of the production and
distribution process.

Broad-Based Tax on All Energy. An alternative to selective excise
taxes would be a broad-based tax on all forms of energy consumption.
A national energy tax would heighten incentives for conservation and
reduce consumption of all forms of energy. Further, because the tax
would apply to all energy sources, it would raise much more revenue at
a lower rate than selective taxes. The tax could be imposed as a
fraction of the value of fuel, or could be based either on units produced
(such as barrels of oil, tons of coal, or cubic feet of gas) or on the heat

25646 0 = 90 - 15 : QL 3



428 REDUCING THE DEFICIT February 1990

content of the fuel measured in British thermal units (Btu). Unlike a
Btu or per-unit tax, a tax on the retail value of energy would not
change relative fuel prices and would not encourage consumers to
switch from one form of energy to another. Tax evasion, however,
would be a problem with such a tax because a very large number of
retailers would be involved in its collection. If the tax were imposed at
an earlier stage of the distribution process, tax evasion would be less of
a problem, but the tax would then distort relative prices because dif-
ferent fuels have different markups at the retail level. These distor-
tions, however, would be smaller than for taxes imposed on selected
fuels. A 5 percent tax on the value of energy consumption, including
coal, petroleum, natural gas, hydroelectricity, and nuclear power,
would raise an average of $16 billion per year in revenues.

Other options would be preferable to a broad-based energy tax if
revenue was not the only objective. For example, if the objective was to
decrease dependence on imported oil, an oil import fee might be
preferred; if the objective was to encourage the use of nuclear energy to
reduce global warming, a tax based on the carbon content of fuel might
be preferred (see REV-33).
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REV-30 INCREASE EXCISE TAXES

Annual Added Revenues Cumulative
Addition to (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Raise Cigarette
Tax to 32 Cents
per Pack 2.8 2.8 2.8 2.7 2.7 13.8
Increase Taxes on
Digtilled Spirits,
Beer, and Wine to
$0.25 per Ounce of
Ethyl Alcohol 72 7.3 7.4 7.6 7.6 371
Index Current Cigar-
ette and Alcohol Tax
Rates for Inflation 0.3 0.5 0.9 1.3 1.6 4.6

NOTE: Estimates are net of reduced income and payroll tax revenues.

Federal alecohol and tobacco taxes raised over $10 billion in 1989,
including $3.7 billion from the tax on distilled spirits, $1.7 billion from
the tax on beer, $0.3 billion from taxes on wine, and $4.4 billion from
taxes on tobacco. Increases in current taxes on alcohol and tobacco
would generate additional revenue.

Increasing taxes on alcohol and cigarettes would partially restore
their real values, which have declined considerably with inflation.
Although the Congress raised the tax on cigarettes from $0.08 per pack
to $0.16 per pack in 1983, the tax had been $0.08 per pack since 1951.
Consequently, by 1982, the real tax rate on cigarettes was less than
one-third of what it had been in 1951. Even with the 1983 increase, the
real tax rate on cigarettes in 1989 was only about one-half of what it
had been in 1951.

Since 1951, the tax on distilled spirits has been increased only
once: from $10.50 per proof gallon to $12.50 per proof gallon on
October 1, 1985. Taxes on beer and table wine have not changed since
1951, and the tax on champagne was increased to the current level in



430 REDUCING THE DEFICIT February 1990

1955. Consequently, the real tax rate on distilled spirits in 1989 was
less than one-third of the rate in 1951, the real tax rates on beer and
table wine were roughly one-fourth of the rates in 1951, and the real
tax rate on champagne in 1989 was less than one-third of the rate in
1951.

Current federal excise taxes on beer and wine are much lower than
federal excise taxes on distilled spirits in terms of tax per ounce of
alcohol. While the tax on distilled spirits is $12.50 per proof gallon, or
$0.20 per ounce of alcohol, the tax on beer is only $9 per barrel, or
roughly $0.05 per ounce of alcohol, and the tax on table wine is only
$0.17 per gallon, or roughly $0.01 per ounce of alcohol.

Smoking and drinking have social costs. To the extent that these
costs are not reflected in market prices for cigarettes or alcoholic
beverages, higher taxes might be a way to make smokers and drinkers
bear more of the social costs of consumption. In addition, by pushing
up prices, higher taxes might discourage consumption of cigarettes and
alcoholic beverages. Equalizing the taxes on distilled spirits, beer, and
wine at the same level per ounce of ethyl alcohol might be justified, if
distilled spirits, beer, and wine impose the same external costs per
ounce of alcohol consumed.

If higher taxes caused prices to exceed the costs that smokers and
drinkers impose on society, however, the taxes would discriminate
against smokers (roughly 30 percent of the adult population) and
drinkers. Higher taxes would also discriminate against moderate and
infrequent smokers and drinkers, if economic costs are chiefly attribut-
able to excessive smoking and drinking. In addition, taxes on ciga-
rettes and alcohol are regressive. Higher taxes would have a heavier
impact on households with low incomes than on households with high
incomes (see the Congressional Budget Office Staff Working Paper,
“The Distributional Effects of an Increase in Selected Federal Excise
Taxes,” January 1987).

Increase the Cigareite Tax. Doubling the current federal excise tax on
cigarettes from 16 cents per pack to 32 cents per pack on October 1,
1990, would increase net revenue by about $14 billion from 1991
through 1995.
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Increase Taxes on Alcoholic Beverages. Increasing the current federal
excise taxes on distilled spirits, beer, and wine to $16.00 per proof
gallon effective October 1, 1990, would raise about $37 billion from
1991 through 1995. A tax of $16.00 per proof gallon would be roughly
equivalent to a tax of $0.25 cents per ounce of ethyl alcohol. Increasing
the tax to $16.00 per proof gallon would raise the tax on a 750-
milliliter bottle of distilled spirits from about $1.98 to $2.54, the tax on
a six- pack of beer from about $0.16 to $0.81, and the tax on a 750-
milliliter bottle of table wine from about $0.03 to $0.70.

Index Cigarette and Alcohol Tax Rates for Inflation. Indexing current
cigarette and alcohol tax rates to changes in the consumer price index
after October 1, 1990, would raise about $5 billion from 1991 through
1995. Indexing these taxes would prevent inflation-induced erosion of
real tax rates and would avoid the need for abrupt increases in the
future.

An alternative to indexing would be to convert the unit taxes to ad
valorem taxes set as percentages of manufacturers’ prices. This
method would link tax revenues to price increases, although revenue
would be tied to prices of taxed goods, not the general price level. A
shortcoming of the ad valorem tax is that it might create an incentive
for manufacturers to lower sales prices artificially to company-con-
trolled wholesalers, in order to avoid part of the tax.
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REV-31 IMPOSE EXCISE TAXES ON
AIR POLLUTANTS

Annual Added Revenues Cumulative
Addition to (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Tax NO, from
Stationary Sources 14 21 2.1 21 2.1 9.8
Tax SO, from
Stationary Sources 1.8 2.6 26 2.6 2.6 12.2
Tax VOCs from
Stationary Sources 7.0 10.1 10.1 10.1 10.1 47.5
Tax Emissions from
Mobile Sources 19 2.8 2.8 2.8 2.8 13.0

NOTE: Estimates are net of reduced income and payroll tax revenues. The effective date for this
proposal is January 1, 1991.

The imposition of excise taxes on air pollutants that form acid rain and
ozone in the lower atmosphere could raise revenues and create incen-
tives for additional abatement of pollution.

The pollutants believed to be primarily responsible for acid rain
are sulfur oxides (SOy) and nitrogen oxides (NOy). Large industrial
sources, notably coal-fired electric utilities, emit significant quantities
of these pollutants. The resulting acid rain is thought to degrade
surface waters and damage forests. Qzone pollution is produced when
NOx and volatile organic compounds (VOCs), which are emitted by
industrial sources as well as by automobiles and trucks, combine in the
presence of sunlight and other compounds. The resulting pollution has
kept about 100 U.S. cities from attaining the current health-based
ozone standard; other pollutants, such as carbon monoxide (CO), that
are emitted by automobiles and trucks might also pose direct health
hazards (see REV-29 and REV-33 for other taxes that might affect
emissions of air pollutants).
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Excise taxes on pollutants might have economic advantages over
some alternative revenue sources. First, pollution taxes tend to dis-
courage activities that impose costs on society, such as polluting, and
may be preferred to taxes that adversely affect incentives to work and
save. Second, to the extent that too little pollution abatement occurs
under current regulations, a tax could increase the level of pol-lution
control in an economically efficient manner. Pollution taxes set at or
above the “marginal cost of pollution abatement”--that is, the cost to
affected firms of eliminating an additional ton of pollutant--might
encourage additional pollution abatement. In addition, pollution taxes
redistribute the social costs of allowable discharges of pollutants given
current control levels. Finally, the process of tax collection, and the
observed responses of firms, would provide information that could be
used to set future charges with more certainty about their effects on
poliution levels.

Under current environmental control laws, firms that emit air pol-
lutants must incur the costs needed to comply with regulations, but are
not charged for allowable emissions. Taxing industry for these con-
tinuing emissions places an additional burden on producers of goods
whose production or use emits air pollutants. Moreover, to the extent
that pollution taxes eventually raised the price of consumer goods,
including energy, they might be regressive--that is, they might consti-
tute a higher share of the expenditures of low-income households than
of households with higher incomes.

The marginal cost of pollution control varies, given the numerous
industrial and other sources of SOx, NOy, and VOCs. The tax rates con-
sidered here can be interpreted as supplementing current regulatory
controls. They are high enough to encourage some additional pollution
control beyond that required by current regulations. Polluters with
marginal pollution control costs lower than the taxes might be induced
to take advantage of pollution control options not required by the
Clean Air Act, thus reducing emissions of air pollutants below current
levels in the least expensive way possible. While the taxes considered
here are not indexed for inflation, increasing tax rates over time would
prevent inflation from eroding either the abatement potential of the
tax or the real value of revenues to the federal government.

Current proposals to reauthorize and strengthen the Clean Air Act
address both the acid rain and the ozone problem. Enactment of these
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proposals could weaken the rationale for pollution excise taxes, al-
though substantial reductions in emissions of SOx, NOx, or VOCs
would not be likely to occur during the first few years following the
legislation. The revenue estimates presented here do not take into
account the extent to which abatement resulting either from the
charge or from subsequent legislation might reduce the revenue basis
in the future. Similarly, except where specified, the estimates do not
allow for changes in emissions that may occur over time because of
industrial growth or as a result of compliance with current environ-
mental legislation.

Tax SOy and NOx Emissions from Stationary Sources. Taxes of $150
per ton of SOx and $250 per ton of NOx emissions on electric utilities
and large manufacturing plants would raise roughly $12 billion for
S0y and $10 billion for NOyx through 1995. The present monitoring
and reporting system for stationary sources, operated by the Environ-
mental Protection Agency and state regulators, could be adapted to
support implementation of these taxes. The administrative burdens
would be minimized if the taxes were based on the terms granted in air
pollution permits.

Taxes of this magnitude could promote some additional pollution
abatement. Some electric utilities and manufacturing plants might
switch to lower-sulfur coals at less cost than paying the charge, while
others might choose to operate their most heavily emitting plants less
frequently. The charge would be too low, however, to encourage the
installation of SOy control devices. Methods currently available that
can reduce NOy emissions at roughly the same cost as paying the
excise tax might be more widely adopted if the $250 per ton tax was
imposed.

Tax Emissions of VOCs from Stationary Sources. Stationary sources of
VOCs range in size from huge industrial facilities, such as chemical
plants, petroleum refineries, and coke ovens, to small sources such as
bakeries and dry cleaners. Their vast number and diversity make it
difficult to estimate emissions and costs of abatement. A tax of $1,000
per ton on all stationary sources could elicit better information (since
sources would be forced to compute or estimate tax liability), and
might promote some abatement. This tax would generate revenues
totaling $48 billion from 1991 through 1995.
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The advantage of a broad-based charge is that it captures small
sources, which are estimated to be responsible for approximately 80
percent of all VOC emissions from stationary sources. Since small
sources of VOCs are not currently subject to regulation, a broad-based
VOC charge might be administratively more difficult to implement
than a tax limited to large sources. Confining the tax to large sta-
tionary sources would reduce revenues to $1.9 billion annually. Alter-
natively, the broad basis for the tax could be preserved if the tax on
small sources was assessed on estimated emissions of the technologies
used rather than on measured emissions.

Tax Emissions of NOx, VOCs, and CO from Mobile Sources. A one-
time charge imposed on new automobiles and light trucks, based on
estimated pollution emissions rates and averaging $250 per vehicle,
could provide nearly $13 billion in revenues from 1991 through 1995.
The current “gas guzzler” excise tax is levied on new automobiles
based on their fuel efficiency. Similarly, an emissions charge could be
calculated on the emissions certification tests required under existing
law for every new vehicle.

Legislation calling for more stringent tail-pipe emissions stan-
dards for automobiles and light trucks is being considered by the Con-
gress. The cost of these stricter standards has been estimated to range
from $61 to $139 per vehicle for new cars and light trucks. A tax on
new automobiles and light trucks, based on grams emitted per mile
and averaging $250 per vehicle, could encourage the purchase and
manufacture of low-polluting and more fuel-efficient vehicles. This
emissions tax would complement Corporate Average Fuel Economy
(CAFE) standards for new vehicles, which require automakers to sell
models that, on average, attain specified fuel economy ratings. The
revenue estimates presented here take into account projected growth
in new car sales and assume that new cars meet current tail-pipe stan-
dards, on average. If new cars become cleaner over time, or if a slow-
down in the economy reduces new car sales, revenues collected may be
less than projected.

Since earlier-model vehicles account for more than 90 percent of
light-duty vehicles in use, applying a grams-per-mile emissions charge
to earlier-model vehicles could encourage owners of these vehicles to
retire them sooner in favor of newer lower-emitting vehicles and so
could reduce pollution levels. In addition, an emissions tax on earlier-
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model vehicles might offset the incentive given owners by the excise
tax on new vehicles to keep their older vehicles. Older vehicles have
been excluded from the estimate above because of the administrative
problems in collecting a tax on older vehicles, and the difficulty of
determining how high the tax would have to be to encourage retire-
ment of vehicles. Since relatively more older vehicles are owned by
lower-income households, a tax on older vehicles might be regressive.
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REV-32 IMPOSE AN EXCISE TAX
ON WATER POLLUTANTS

Annual Added Revenues Cumulative
(In billions of dollars) Five-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBO Baseline 1.6 2.4 2.4 2.4 2.4 11.1

NOTE: Estimates are net of reduced income and payroll tax revenues. The effective date for this
proposal is January 1, 1991,

Over 60,000 facilities discharge nearly 300 billion gallons of waste-
water per day directly into lakes, rivers, estuaries, and oceans. Taxing
pollutants contained in the wastewater could raise substantial
amounts of additional revenue, while creating incentives for additional
abatement.

One common indicator of water quality is biological oxygen de-
mand (BOD). BOD measures the effect of pollutants that encourage
algae growth, which in turn depletes oxygen necessary to sustain much
aquatic life. About 17 million pounds of such pollutants are discharged
per day. Nearly 13 million pounds are discharged by publicly owned
treatment works (POTWs); most of the remainder is discharged by
paper and pulp mills, food processors, metal producers, and chemical
plants.

Excise taxes on pollution might have economic advantages over
some alternative revenue sources. First, pollution taxes tend to dis-
courage activities that impose costs on society, such as polluting, and
may be preferred to taxes that adversely affect incentives to work and
save. Second, to the extent that too little pollution abatement occurs
under current regulations, an excise tax could increase the level of
pollution control in an economically efficient manner. Pollution taxes
set at or above the “marginal cost of pollution abatement”--that is, the
cost to affected firms of eliminating an additional pound of pollutant--
might encourage additional pollution abatement. In addition, pollu-
tion taxes redistribute the social costs of allowable emissions of pollut-
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ants given current control levels. Finally, the process of tax collection,
and the observed responses of firms, would provide informa-tion that
could be used to set future charges with more certainty about their
effects on pollution levels.

Under current environmental control laws, facilities that dis-
charge water pollutants must incur the costs needed to comply with
regulations, but are not charged for allowable discharges. Taxing dis-
chargers for these continuing emissions places an additional burden on
these facilities. Moreover, to the extent that pollution charges eventu-
ally raised the prices of consumer goods, including food, they might be
regressive--that is, they might constitute a higher share of the ex-
penditures of low-income households than of households with higher
incomes,

The cost of controlling another pound of BOD at POTWs and many
industries regulated under the Clean Water Act averages between
$0.40 and $0.70 per pound removed. A charge on BOD discharges of
$0.50 per pound could encourage abatement at many manufacturing
facilities and POTWs that face lower abatement costs. Assuming that
the 17 million pounds per day of BOD discharges occur continuously
throughout the year, a charge at this level would raise about $11
billion through 1995. Revenues would be less, however, to the extent
that the tax led to abatement measures. While the tax considered here
is not indexed for inflation, increasing the tax rate over time would
prevent inflation from eroding either the abatement potential of the
charge or the real value of revenues to the federal government. Pollut-
ants other than those measured by BOD might also be considered as
the basis for a water pollution tax, such as measured chemical oxygen
demand, suspended solids, and heavy metals. Since some wastewater
treatment processes reduce several pollutants simultaneously, discour-
aging one pollutant might also encourage reductions in others.

To simplify the implementation of a BOD-based water pollution
excise tax, the discharge levels that are specified in the permits issued
to every source of water pollution by state or federal governments
could be used as the basis for levying a BOD tax. Levying a tax on
effluents from POTWs, as well as from large industrial dischargers,
would include residential and smaller industrial uses in the charge
system, so that all significant point sources of effluents would be taxed.
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POTWSs could recover costs by raising residential and commercial
sewer bills and by increasing the fees charged to industrial sources
that pipe wastewater to the facilities. Including POTWs in the charge
system might be more politically acceptable if the revenues were
placed in a revolving fund used to finance enhanced public investment
in pollution control equipment. Alternatively, the tax might be levied
only on industrial sources of water pollution, excluding POTWs; doing
so would limit the number of collection points and significantly reduce
the tax base. Restricting the charge to non-POTW sources of pollution
would reduce the revenues collected to $0.6 billion annually.

Currently, 39 states operate their own water pollution permitting
programs under federal approval. Many of these states also collect
revenues from fees based on the permits. These states might oppose a
federal charge scheme if it was perceived as reducing their own fee
revenues. Alternatively, the 39 states might argue that they should be
able to keep a major portion of the revenues from a federal charge, thus
reducing the charge’s contribution to deficit reduction.
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REV-33 IMPOSE A CARBON-BASED EXCISE
TAX ON FOSSIL FUELS

Annual Added Revenues Cumulative
Addition to {In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1996 Addition
CO5 Stabiliza-
tion Tax 22,6 33.2 34.3 357 31.2 162.9
CO3 Reduc-
tion Tax 9.1 22.8 37.4 52.6 68.6 190.5

NOTE: Estimates are net of reduced income and payroll tax revenues. The effective date for this
proposal is January 1, 1991.

Recent scientific evidence on the potential for global warming through
the “greenhouse effect” has prompted concern about the level of fossil
fuel use. The greenhouse effect results from the tendency of trace
gases to trap excess solar heat in the atmosphere and thus affect the
earth’s climate. The most abundant trace gas is carbon dioxide (COg),
which is produced when fossil fuels are burned. An excise tax pro-
portional to the carbon content of coal, oil, and natural gas could gen-
erate substantial revenues, promote energy conservation, and stabilize
or reduce domestic CO2 emissions.

Imposing a carbon-based tax at the points where fossil fuels enter
the economy--mine-mouth, wellhead, or dockside (for imports)--could
discourage fossil fuel use and reduce subsequent carbon dioxide emis-
sions. The tax rate on fossil fuels could be designed either to discour-
age future increases in COg emissions or to reduce emissions from cur-
rent levels by some target date. The relative carbon contents of coal,
oil, and natural gas would dictate the specific tax rate for each fuel.
Since each fuel emits different amounts of CO9 per unit of useful
energy obtained, the tax would not only discourage fossil fuel use, but
would discourage using higher-emitting fuels more than lower-
emitting fuels. The revenue estimates presented here take into
account both the projected growth in fossil fuel use in the absence of a
tax, and estimated emissions reductions in response to the tax. Under
both options, the tax rate would be indexed for inflation. If the tax rate
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was not adjusted over time for inflation, the abatement incentive pro-

vided by both these options, or the revenues raised, could be less than
projected.

A “CQq9 stabilization” tax of approximately $28 (in 1991 dollars)
per ton of carbon content of the three fossil fuels could nearly eliminate
the projected growth in carbon dioxide emissions over the next 10
years. This tax rate is equivalent to a tax of approximately $17.00 per
ton of coal, $3.60 for each barrel of oil, and about $0.45 per thousand
cubic feet of natural gas {in 1991 dollars, based on average carbon con-
tent). In terms of current prices of fossil fuels, the tax equals about 40
percent of the delivered price of coal, and about 10 percent of the prices
of refined petroleum and natural gas. Such a tax would raise $163 bil-
lion in additional revenue during the 1991-1995 period.

More ambitious emission targets--such as those considered in some
proposed federal legislation--would require higher tax rates. A “COg
reduction” tax equal to $113 (in 1991 dollars) per ton of carbon content
of fossil fuels could reduce emissions from current levels by about 10
percent to 20 percent by the year 2000. The potential economic impact
of such a high tax rate might warrant phasing it in over time. Phasing
in this tax over 10 years could raise $190 billion in revenues through
1995 (by which time the tax rate would be approximately $66, in 1991
dollars). This option could reduce CO2 emissions in the year 2000 to
about 7 percent below current levels.

Critics of COg reduction policy contend that the scientific evidence
concerning the potential adverse effects of atmospheric CO2 may not
yet warrant immediate efforts to reduce U.S. fossil energy use. More-
over, U.S. action might not significantly reduce global CO3 concentra-
tions, if other countries did not make similar efforts. In addition, ad-
justing to lower energy use would be costly, especially in the energy
extraction and processing industries and in energy-intensive manufac-
turing sectors. To the extent that taxes on the carbon content of fossil
fuels are similar to other energy taxes, the costs of such taxes might
fall disproportionately on lower-income households or on some geo-
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graphical regions (see REV-29). Finally, there may be alternative
means of slowing global warming, including controls on other green-
house gases, efforts to slow deforestation, and development of new
technologies for improving energy efficiency and using alternative
energy sources.
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REV-34 IMPOSE A TAX ON AGRICULTURAL
CHEMICALS
Annual Added Revenues Cumulative
(In billions of dollars) Five-Year
1991 1992 1993 1994 1995 Addition
Addition to
CBO Baseline 0 0.9 0.9 09 0.9 3.6

NOTE: Estimates are net of reduced income and payroll tax revenues.

Agricultural chemicals are now seen as creating significant environ-
mental hazards, particularly as nonpoint sources of surface and
groundwater pollution. Also, concerns about chemical residues on food
have increased in recent years. One means of addressing these con-
cerns would be to tax the use of agricultural chemicals--for example, by
imposing a 10 percent tax on sales of agricultural pesticides and
fertilizers. Such a tax would raise about $4 billion in additional reve-
nues in 1991 through 1995.

A reduced use of agricultural chemicals would, in the absence of
other policy changes, cause production to fall and prices to increase,
particularly of those commodities having the most intensive use of
chemicals. To offset these effects, the Secretary of Agriculture would
probably reduce the number of acres farmers must take out of produc-
tion to participate in federal commodity programs. In that case, the
prices of commodities covered by federal programs (wheat, feed grains,
cotton, and rice) would not be substantially affected by the tax. This
secretarial change could increase costs in the commodity programs.
Prices of crops that do not have federal programs could increase some-
what in response to the tax, but the availability of imports would limit
such price increases.

. A tax of 10 percent would have relatively little effect on farmers’
costs, since agricultural chemicals account on average for slightly less
than 10 percent of the variable costs of production. Farm income would
be expected to decline modestly, while the prices paid by consumers
would not be greatly affected.

25-646 0 - %0 - 16 : QL 3
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Taxation of agricultural chemicals could be expected to reduce
both their use and the environmental damage with which they are
associated. To the extent that chemical residues on food are directly
related to the application of chemicals, the presumptive health hazard
should also decline. Federal budget savings and the environmental
benefits of the tax would be partially negated if, as assumed, the
Secretary of Agriculture relaxed acreage restrictions. Putting more
acreage into production would mean that the lower application rates
resulting from the tax would be partially offset by use of chemicals on
more acres.

To the extent that the tax tended to reduce the incomes of farmers
and agricultural chemical manufacturers, it would be at least partially
offset by the probable increase in acres planted. The tax could also
reduce the competitiveness of U.S. agricultural products in world maxr-
kets. Its domestic impact would be greatest in the production of crops
that use extensive amounts of chemicals and in regions of the United
States that especially depend on chemicals for controlling pests.

Levying a flat 10 percent tax on all agricultural chemicals would
implicitly assume that all chemicals have equally adverse impacts on
the environment. There are reasons to suspect that this is not the case.
Chemicals that have been introduced since 1972 have had to go
through a more rigorous registration with the Environmental Protec-
tion Agency, which requires that manufacturers submit data on the
toxicity and environmental risks associated with use of the chemical.
Older chemicals have not been subjected to the same scrutiny and
might be expected, therefore, o have more negative environmental
consequences. Ideally, it might be preferable to tax chemicals on the
basis of their impact on the environment. Given the large number of
chemicals invelved, however, and the limited amount of information
regarding their environmental consequences, the design of such a tax
would be complex and its administration burdensome. One partial
solution would be to tax chemicals that have been registered since
1972 at a lower rate than those in use earlier that have not been re-
registered.
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REV-35 INCREASE AVIATION-RELATED

EXCISE TAXES

Annual Added Revenues Cumulative

Addition to (In billions of doliars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Repeal the
Automatic
Tax Rate
Reduction 0.9 1.6 1.7 1.8 2.0 7.9
Increase Taxes
to Cover Costs
Imposed by
Aviation Users 1.8 3.1 3.3 3.6 3.9 15.6

NOTE: Estimates are net of reduced income and payroll tax revenues.

Expenditures from the Airport and Airway Trust Fund support airport
and airway expansion and improvements as well as a portion of
Federal Aviation Administration (FAA) operating expenses. These
expenditures are financed by an 8 percent tax on domestic airline tick-
ets, a § percent tax on air freight shipping costs, a $6.00 departure tax
for passengers flying to a foreign country, and a tax on general avia-
tion fuel (14 cents per gallon on jet fuel and 12 cents per gallon on
gasoline).

The Airport and Airway Safety and Capacity Expansion Act of
1987 reauthorized these taxes at current rates through December 31,
1989. The act also authorized taxes for 1990, but tied the tax rates to
1988 and 1989 trust fund obligations, appropriations, and authoriza-
tions. Under the act, tax rates would have been reduced by half in
calendar year 1990 if the sum of obligations for airport grants in fiscal
years 1988 and 1989, and appropriations for facilities and equipment,
and research, engineering, and development in fiscal years 1988 and
1989 amounted to less than 85 percent of the total authorizations for
those programs in these years. The Congress delayed the possible rate
reduction by one year, however, under the Omnibus Budget Reconcili-
ation Act of 1989. The test now applies to obligations, appropriations,
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and authorizations in fiscal years 1989 and 1990, rather than in fiscal
years 1988 and 1989.

Actual appropriations to date, and actual and projected obligations
for airport and airway programs in 1989 and 1990, are estimated to be
less than 85 percent of the total authorizations for those programs in
1989 and 1990. If the provisions of the 1987 act, as amended in 1989,
were applied, aviation-related excise tax rates would drop by 50 per-
cent beginning January 1, 1991. (The international departure tax rate
would remain at $6.00.) Although the taxes are scheduled to expire
under current law after December 31, 1990, the CBO baseline includes
aviation-related taxes at their current rates for calendar year 1990 and
at the reduced rates beginning January 1, 1991. Repealing the auto-
matic tax rate reduction and extending these taxes at current rates
would reduce the deficit by about $8 billion in 1991 through 1995.

The Congress enacted this automatic tax rate reduction to keep
the trust fund’s surplus from growing. The current $6.9 billion surplus
indicates that trust fund spending for aviation has not kept pace with
trust fund receipts. Federal government expenditures for aviation,
however, are actually much larger than the amounts currently fi-
nanced from the trust fund. These expenditures include payments for
the costs of FAA operations, such as the air traffic control system, that
are currently financed primarily by general revenues. Some argue
that all the costs imposed by users of the airport and airway system
should be financed by aviation-related taxes, implying that current
aviation tax rates are too low and should be increased to offset funding
from general revenues. (For a detailed analysis of the trust fund,, see
Congressional Budget Office, The Status of the Airport and Airway
Trust Fund, December 1988.)

Nongovernmental use of the airport and airway system accounts
for about 85 percent of the costs of building, operating, and main-
taining the system, according to a Department of Transportation study
made in 1986. General taxpayers currently subsidize nongovern-
mental airway users and are expected to do so in the future; tax reve-
nues deposited into the trust fund are expected to average only 60
percent of FAA spending authority even at current tax rates over the
five-year period 1991 through 1995. Therefore, tax revenues would
have to increase by 42 percent above projected collections at full rates
to cover nongovernmental use of the airway system. Raising taxes by
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this percentage would increase aviation-related taxes by $20.8 billion
and reduce the deficit by nearly $16 billion over the period 1991
through 1995. Under this option, the ticket tax rate would increase to
about 12 percent, the freight tax would increase to about 7.5 percent,
and the fuel taxes would increase to about 18 cents per gallon on gaso-
line and about 20 cents per gallon on jet fuel effective January 1, 1991.
(The international departure tax would remain at $6.00 under this op-
tion because it was doubled effective January 1, 1990, in the Omnibus
Budget Reconciliation Act of 1989.)

Either repealing the automatic tax rate reduction or increasing
taxes to cover costs imposed by private-sector airway users would
require users to pay a larger portion of the costs they impose on the
airway system. Repealing the automatic rate reduction would prevent
private-sector airway users from bearing an even smaller share of the
total costs of the airway system; increasing taxes to cover all FAA costs
imposed by private-sector airway users would raise the portion of total
costs borne by users to equal their share of system costs. Neither
option, however, would match the costs imposed by different groups of
users with the taxes they pay. For this reason, it might be preferable
to raise additional revenues in a way that distributed the burden of
taxes among user groups in relation to the full costs they imposed on
the system--for example, through fees for takeoff and landing slots (see
NDD-24).

An argument against raising taxes on private-sector aviation
users is that the aviation system is a public good providing benefits to
many people who do not use the system directly, and therefore direct
users of the system should not pay all of the private costs of operating
and maintaining the system. Users of the aviation system, however,
also benefit from other federal programs such as the National Trans-
portation Safety Board and the National Aeronautics and Space Ad-
ministration. If aviation-related spending in these programs was
added to total FAA spending, revenue from aviation-related taxes
under these options would still be lower than total federal spending for
all aviation-related programs.
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REV-36 REPLACE IMPORT RESTRICTIONS ON SUGAR,
DAIRY PRODUCTS, PEANUTS, AND BEEF WITH
TARIFFS THAT DECLINE OVER TIME

Annual Added Revenues Cumulative

Addition to (In billions of dollars) Five-Year
CBO Baseline 1991 1992 1993 1994 1995 Addition
Sugar Tariff 0 0.1 0.2 0.1 0.1 0.6
Dairy Tariff 0 a a a a 0.1
Peanut Tariff 0 a a a a a
Beef Tariff 0 0.1 0.1 a a 02

Total 0 0.2 0.3 0.2 0.2 0.9

NOTE: Estimates are net of reduced income and payroll tax revenues.
8. Lesathan $50 million.

Import quotas or agreements to restrict imports are used to increase
the domestic prices of sugar, dairy products, peanuts, and beef. Eco-
nomic returns resulting from these trade barriers are captured by
foreign governments and producers, since the quotas allow them to
realize higher prices for their products. In this respect, the effect of the
quotas is similar to that of a cartel extracting rents from U.S. con-
sumers. Replacing existing trade barriers on these agricultural prod-
ucts with tariffs would allow the U.S. government to capture all or part
of these economic returns.

In this option, the initial tariff level for each of the four agricul-
tural commodities would be set equal to the projected difference be-
tween domestic and international prices in January 1991, The 1991
tariff levels would be roughly 10 cents per pound for sugar, 27 cents per
pound for dairy products, 7 cents per pound for beef, and 15 cents per
pound for peanuts. A tariff set at this level would have roughly the

same effect on imports and domestic prices as the current quotas and
import restrictions.
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If these initial tariff levels were left in place, revenues of about
$1.4 billion would be generated in 1991 through 1995. This option
assumes, however, that tariff levels would decline by 10 percent an-
nually in future years. This assumption conforms to the U.S. position
advanced in the portion of the ongoing General Agreement on Tariffs
and Trade (GATT) negotiations dealing with agriculture. With
declining tariffs, $860 million in revenues would be generated.

Reducing tariffs over time would require changes in the domestic
support programs for these four crops. If, for example, the initial sugar
tariff was set at 10 cents per pound (the U.S. support price is projected
to be 21.8 cents per pound, and the world price 11.7 cents per pound)
and fell by 1 cent per pound each year thereafter, the support price for
sugar would also have to fall by 1 cent per pound annually in order to
ensure that the sugar program continued to have no budgetary cost as
required by law. If the domestic support price did not decline, the
government could end up acquiring virtually the entire sugar crop,
since U.S. preducers could either sell their crop at the market price or
forfeit it to the government and receive the higher support price. This
analysis assumes that Department of Agriculture (USDA) programs
would be modified in response to the imposition of tariffs so that USDA
outlays would be unchanged.

The United States recently introduced a trade reform proposal in
the GATT calling for conversion of quotas and other nontariff trade
barriers to tariffs. The tariffs suggested in this analysis would be
consistent with the spirit of the U.S. proposal (though differing from
the structure proposed by U.S. negotiators). Substituting declining
tariffs for quotas and nontariff barriers would make the cost of protec-
tion more evident. Moreover, this option would facilitate an orderly
transition from relatively high import protection to a greater degree of
market orientation. Consumers would benefit from lower prices.

One disadvantage of the proposal is that incomes of U.S. farmers
who grow protected crops and their substitutes would fall as the tariffs
declined. Incomes in sugar and other affected crops are now supported
by higher consumer prices than would prevail without the import bar-
riers, and reducing the tariffs would reduce the level of income support.
Direct government payments could substitute for lost benefits, but
higher federal outlays would result if farmers’ losses were fully com-
pensated.
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A second disadvantage of replacing quotas with tariffs is that they
would eliminate the use of sugar quotas as a foreign policy tool. Sub-
stituting tariffs for quotas would deprive policymakers of both the stick
(loss of the quota) and the carrot (the opportunity to increase the quota
for favored nations). Finally, declining tariffs would require signifi-
cant changes in domestic farm programs. Not only would the programs
for these crops have to be modified, but those for crops that are substi-
tutes would have to be changed as well. For example, high-fructose
corn syrup is an important substitute for sugar. As the domestic price
of sugar fell with a declining tariff, corn syrup would probably be
priced out of the market, resulting in lower prices for corn and probable
changes in the corn program.
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