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Introduction

In 1989 the federal government spent $1197 billion, a mind-boggling sum
that is almost impossible to visualize. Since there were 248.8 million people
living in the United States in that year, the government spent an average of
$4811 for every man, woman, and child in the nation. For a hypothetical

~ family of four, federal spending in 1989 amounted to an average of $19,244.
To put this sum in perspective, the money income of an American family
averaged $35,270 in the same year.

To finance spending $1197 billion, the government collected taxes from
American citizens and residents in an amount of $1047 billion. Because ofa
shortfall between what it spent and what it took in taxes, the government
had to borrow $150 billion, partly from individuals, but mostly from banks,
insurance companies, and foreigners.

How, where, and on whom did the federal government spend all this

money? Since federal spending in 1989 totaled 23 cents in comparison to

every dollar spent for the buying of goods and services, finding an answer to
this question is not a trivial matter. Spending by Washington reaches into
every nook and cranny of the economy, touching the lives and fortunes
of almost everyone in the nation. Thus, answers to these questions are of
“more than academic interest. The main purpose of this book is to provide
answers, ones that will not only surprise many people, but that will probably
change their perspective about how our national government works and
what it really does with all that it borrows and collects in taxes.

A sizeable chunk of federal spending involves the government going into
the n}arketplace and buying goods and services. Goods purchased by
Washington range from paper clips to missiles, while the services bought
are mostly labor, including pay to the military and the civil services as well
as to the Congress, all political appointees, and the President himself. All

Xii
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told, the federal government in 1989 spent $404 billion in the marketplace
buying goods and services. This amounted to slightly more than one third
—33.8%, to be exact—of all the money spent by the federal government
in 1989. In this spending, the federal government acts no differently than
do consumers or business firms; it enters the marketplace and buys goods,
goods which for the most part are produced by private firms. It also enters
the marketplace to hire labor, much in the same fashion as any business
firm. A major difference between the government and the rest of us—
consumers and business firms alike—is that the federal government has
nearly unlimited power to get the money it needs, either by taxing us or by
borrowing. No private persons or firms have such power, and lesser units of
government—states, counties, and cities—have far less taxing or borrowing
power than does the federal government. ‘

Where and for.what purpose did the government spend the rest of the
money? The sum of $404 billion is large, but it is still only a bit more than
one third of total federal spending. The balance of $793 billion was spent

~ for what are technically called transfer payments. The term is well chosen.

The federal government pays out billions of dollars every month and year to

millions of people and thousands of businesses, sums for which it receives

nothing in return. Unlike the government’s marketplace transactions, it

does not get goods or services in exchange for the money it pays out. The

federal government is simply transferring either money income or services

(like Medicare) to people, to businesses, to other government units, and

even to foreigners without a quid pro quo—an equivalent value in ex-

change. Simply put, the federal government taxes the population at large,

including business firms, or borrows money, and then transfers a part of the

money received as either income or services to people and other entities

entitled by law to receive the income or services. The latter point is import-

ant. The federal government does not do this in willy-nilly fashion, paying
out such huge sums just to be big-hearted. Persons, businesses, and other
governments, including foreign governments, that are on the receiving end
of federal largess are there by virtue of laws—duly enacted, constitutional
laws that create legal claims for income or services from the national
government.'

For example, Census Bureau data show that in 1987 (the latest year for
which full data are available) over 33 million families—50.8% of all famil-
ies—got some form of cash income from the federal government. The kinds
of income received ranged from Social Security benefits, the largest single
type of transfer payment, to cash assistance for mothers with dependent

children (AFDC) and unemployment compensation. Noncash assistance or
services—what economists call income-in-kind—went to almost as large a
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proportion of the nation’s families. In 1987, an estimated 30 million families _

got in-kind help, from food stamps to school lunches to medical care in the

form of Medicaid or Medicare. The billions of dollars paid out in subsidies

to business, including $24 billion in farm aid in 1988, as well as the $151
billion for interest on the federal debt in 1988 are also forms of transfer
spending.

Basically, this is what the welfare state is about—the use of the taxing and
borrowing power of the national government to transfer either cash or in-
kind income to people, businesses, and other units of government. That,
too, is what this book is about. Since the transfer and redistribution of
income has become the major activity of the federal government, at least

insofar as the federal government’s activities are measured by how it spends

its money, it is important to explore and seek answers to questions such as
these: Who benefits and who pays for the structure of transfer spending
that constitutes America’s welfare state? How did this structure come
about? How has it evolved? What has been its impact upon poverty in the
nation? Does federal transfer spending make the rich less rich and the poor
less poor, or does it make the rich richer and the poor poorer? What was
the impact of the Reagan “Revolution” on America’s welfare state? And
what of the future? Is the system, or some parts of it, such as Social Secur-
ity, facing collapse, or is the system basically healthy? These are but 2 few of
the questions that this book seeks to answer.

Specifically, the discussion will proceed as follows. In the first chapter the
meaning of the “welfare state” is examined, including comment upon its his-
toric origins and development in the United States. By showing in this chap-
ter the explosive growth in transfer spending in the post-World War Il era,
especially in the 1970s, the stage is set for a detailed analysis in chapter 2 of

the structure of transfer spending in the country. Here we get to the heart
of the matter: who- benefits and to what degree from the contemporary
transfer spending by the federal government.

Chapter 3 looks at the redistributional activities of the federal govern-
ment from another perspective, namely through the impact of tax ex-
penditures on the income of people and businesses in our society. Tax
expenditures are little known to the public, yet like direct income transfers,
they have a major impact upon the distribution of income and wealth.
Briefly put, tax expenditures represent tax revenue lost to the federal
government because of favored or special treatment of some income in the
I‘;" :lavt"s- ?Pm an eCOn(?mic perspective, tax expenditures have the same

pact as direct money-income transfers, since persons or businesses who
benefit from them end up with more income than otherwise would be the
case. The picture that emerges from the analysis in chapters 2 and 3 is that

~

-
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of a three-tiered welfare state, one tier for the rich, one for the middle
class, and one for the poor. This picture will surprise many, for it runs coun-
ter to the popular view that the welfare state takes from the rich and gives
to the poor. But this three-tiered structure is the reality. '

Chapter 4 moves in a different direction. It contains a detailed analysis
and critique of the conservative “revolution” launched .by the Reagan
administration, a revolution directed not only at the basic concept of the
welfare state, but also at the overall role played by the federal government
in the nation’s economic life. This chapter examines what the Reagan Rev-
olution sought to accomplish, how well it succeeded, and what its effects
mean for the future of America’s welfare state. ’

Chapter 4 sets the stage for the book’s final chapter, which is an exercise
in social and economic forecasting. Here some of the problems confront-
ing. our complicated welfare state are discussed, and an attempt is made
“through a glass darkly” to foresee the future dimensions of the welfare
state. Reforms are also suggested. .

Wéllace C. Peterson

Notes

1. Other governmental units in our society—states, counties, and cities—do this also, but
since most of their transfer-type spending is financed ultimately by the federal government, the
focus in this book will be almost entirely upon what Washington does in this realm.




1 oNTHE MEANING OF THE
WELFARE STATE

Like many things in economics, there is no precise definition of the welfare
state. Even though its antecedents stretch back into the nineteenth century,
modern usage of the phrase grew out of the Beveridge Report on social

‘insurance, a document presented to the British government in November

1942.! This document, with its call for sweeping reforms in British social
legislation, became the basis for a system of “cradle-to-the-grave” social
insurance for the people of Great Britain. When the Labour government
came into power after Winston Churchill’s defeat in 1945, the party used its
nearly 150-seat majority in the Parliament to develop Britain’s postwar wel-
fare state.

. The Beveridge Report and the Welfare State

The Beveridge Report asserted that the prime objective of social policy in
Britain after the war should be “the abolition of want.” This was to be
achieved by establishment of a system of “social insurance” designed t0
guarantee that no citizen’s standard of life would fall below a minimum
level of material subsistence. How could this be done? Studies of life in a

1
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number of the principal towns in Britain before World War 11 showed that

loss of earning power was the primary cause that plunged people and-famil-
ies into poverty. Further, income was lost mostly because of unemployment,
disability resulting from sickness or accidents, the premature death of a

- family’s principal breadwinner, or insufficient pension income upon retire-
ment. In this view, “want” (or poverty) resulted essentially from events
beyond the control of the individual, events tied up with the workings of an
industrial economy. Poverty, in other words, was seen as 2 social phenom-
enon rather than the result of any personal failing on the part of the indi-
vidual or the family. Therefore, it was felt that compassion, should be
extended to those who fell out of the system into poverty through no fault
of their own. This was the philosophic outlook held by the liberal architects
of the modern welfare state, a view that many conservatives accepted only
grudgingly, if at all.

Given this perspective, the answer to the problem of want necessarily
must come from social rather than private action. Such was the stance taken
by the Beveridge Report. What is required, the Report said, is a system of
“social insurance” that will protect the individual and the individual’s family
against the “interruption or destruction of earning power” because of any
of the special circumstances described earlier. Furthermore, the Report
argued, because all families confront extra expenses arising from birth, mar-
riage, and death, the scheme for social insurance should cope with these
needs in addition to meeting the threat of poverty because of income loss.

_ Before describing more fully the details of the Beveridge Plan for Social
Security, a word is in order on the use of the term social insurance in the
Report. This is important because the label insurancé is attached to practi-
cally all contemporary variants of the welfare state, including our own
Social Security system. The words transfer expenditures do not appear in
the Report. Lord Beveridge argued that what made his scheme one of

insurance was its adherence to several key principles. These included, first,
a flat-rate compulsory contribution (or tax) to be paid by every person
covered by the scheme, as well as by that person’s employer; second, pro-
vision of a flat-rate benefit without a means test, irrespective of the amount
of earnings interrupted by unemployment, disability, or retirement; and,
third, benefits sufficient to provide the minimum income needed for subsist-
ence in all normal sithations. Contributions from the covered persons and
his_or her employer were to be paid into a Social Insurance Fund, out of
which benefits would be paid. These benefits are what we now describe as

transfer expel.lditures or income transfers. Any shortfall in the fund because
of benefits paid out would be made up by general revenues flowing into the
British Treasury. :

ON THE MEANING OF THE WELFARE STATE 3

The structure is similar to the system now used in this country for Social
Security. In the United States, the payroll taxes used to finance Social
Security benefits (sometimes euphemistically called “contributions™) are
paid into so-called Trust Funds, the proceeds of which must be “invested”

* in U.S. government obligations. The practical import of this is that money

collected from employees and their employers becomes a part of the gen-
eral revenue of the government. In the Beveridge Report it was argued that
because of the contributory principle, the proposed scheme could properly
be described as one of insurance, and because contributions were manda-
tory for all persons covered, the name social insurance was justified.

A key, controversial point, still unresolved by economists and insurance
scholars,? is whether schemes for income maintenance like that proposed in
the Beveridge Report and America’s current Social Security system should
be described as systems of insurance. No attempt is made in this book
to resolve this controversy. The fundamental difference between private
insurance and various social insurance arrangements is this: for a private
insurance plan to succeed, a fund must accumulate out of which future
obligations can be met. Without such a fund, the insurance company simply
fails. In the case of social insurance systems, however, this is not the case.
Though the term fund may be used, as with the Social Security Trust Funds,
the reality is that through the device of “investing” money collected under
the system in government obligations, the “contributions” for social insur-
ance become a part of the revenue stream of the government. The long
and short of the matter is that all such schemes are basically systems for -
the transfer of income from persons and businesses subject to the manda-
tory contribution—payroll taxes in the United States—to those who may be
the beneficiaries of the system. Stripped of rhetoric about insurance, these
systems tax the working population in order to finance the benefits paid out
to those eligible to receive benefits under the system. In this sense, the
Beveridge plan, our own social Security system, and similar arrangements in
other nations are fundamentally income transfer programs. They are also
“pay-as-you-go” systems.

Let us return now to the more specific proposals of the Beveridge Plan.
The plan consisted of four essential elements. First, and at the heart of the
plan, was the arrangement whereby each British citizen (afid his or her
employer) paid a weekly sum into the Social Insurance Fund, out of which
benefits were paid for unemployment, disability, and retirement. Second,
the extra expenses arising from marriage, birth, and death were to be met,
respectively, by a marriage grant to women, maternity leave benefits and a
system of children’s allowances, and a funeral grant for all covered persons.
These features gave the plan its cradle-to-the-grave character. Third, the
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plan called for establishment of a national health service to make available
‘to every citizen medical and dental care as needed. The report did not call
for the socialization of all medical services, only for a system of national
health insurance. Finally, there was a commjtment to maintaining employ-
ment and preventing the reemergence of mass unemployment like that of
the Great Depression of the 1930s. This was a major and logical part of the
plan, given the basic'underlying assumptions that poverty (or want) results
primarily from a loss of income, and that unemployment is the major
reason for such a loss in the modern industrial economy. As the Report

stated,

...income security which is all that can be given by social insurance is so inad-
equate a provision for human happiness that to put it forward by itself as a sole
or principal measure of reconstruction hardly seems worth doing. It should be
accompanied by an announced determination to use the powers of the state to
whatever extent may prove necessary to ensure for all, not indeed absolute con-
tinuity of work, but a reasonable chance of productive employment.?

There is yet another important point to note about the Beveridge
proposals, one that has an important bearing on both the nature of the
modern welfare state and, more specifically, how it has evolved in the
United States. The Report baldly stated that the abolition of want in mod-

_ern society required a redistribution of income and wealth. In contrast to
what has probably been the majority and more popular view in the United
States that, as President Kennedy said, a “rising tide lifts all boats,” the
Beveridge Report explicitly said, “Abolition of want cannot be brought

" about merely by increasing production, without seeing to a correct distri-

bution of the product...”" Further, both “social insurance and children’s
allowances are primarily methods of re-distributing wealth,”® something not
to be feared, according to Lord Beveridge, since a better distribution can
increase wealth by “maintaining physical vigor.” The conservative oppo-
sition to the whole idea of the welfare state stems primarily from this,
namely that it is redistributive in intent as well as in fact. The great con-
servative fear is that any tampering with the market-determined distri-

bution of income and wealth will affect incentives adversely, thus damaging

production and the creation of new wealth.

All the foregoing is, of course, history. Not only did the Labour govern-
ment in 1945 enact into law the main feature of the Beveridge Report, but
by its action also established the broad contours for the modern welfare
state, in Britain and throughout the western economic world. The welfare
state has become a part of conternporary market capitalism. In its bedrock
essentials, the welfare state involves the use of the power of the central

ON THE MEANING OF THE WELFARE STATE 5

government to protect people from income losses inherent in an industrial
economy—especially income losses arising out of unemployment, accidents
and illness, and retirement—and to provide for a minimun standard of
material well-being for all citizens, irrespective of circimstances. Taxes and
transfer spending (or income transfers) are the primary means used by
modern governments to construct and administer the welfare state.

The foregoing represents the classic definition of the welfare state, one
rooted in the abolition of personal want as perceived by the Beveridge
Report. This classic definition of the welfare state is crucial to the entire
analysis of this book. We shall subsequently examine the transfer spending
structure of the American government in terms of this definition, one basic
objective being to demonstrate the extent to which total transfer spending
by the federal government has exploded far beyond the boundries estab-
lished by the basic, classic definition of the welfare state. Further, the use
of an analytical structure built around this definition enables us better to
come to grips with the problem of poverty in our society and particularly
to understand how and why some kinds of poverty persist and remain
untouched by the formal apparatus of welfare state spending. First, how-
ever, we need to examine briefly the major features of America’s welfare
state and to explore how they came into being.

America’s Welfare State

Although many critics would argue that America’s welfare state is niggardly

by British and European standards, lacking both children’s allowances and

a system of universal medical care and insurance, a structure of taxes and

benefits roughly conforming to the classic definition of the welfare state
explained above exists in the United States. It was created in two stages that
were separated by three decades and that were responses to drastically
different economic circumstances.

Although at the federal level there are about 40 separate programs that
provide income support in one form or another, the bulk of them fall into
two major categories: Social Insurance programs and Public Assistance
programs. The nature of these categories and the basic distinction between
them is best understood by a brief review of their history.

The key element in the legislative structure of America’s welfare state is
the Social Security Act, passed on August 14, 1935. This landmark legis-
lation grew directly out of the recommendation of a Committee on Econ-

omic Security created by President Franklin D. Roosevelt in 1934, t.he .major
purpose of which was to study the problem of economic insecurity 1n the
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United States. From a broader perspective, the economically catastrophic
effects of the Great Depression finally pushed the federal government
toward actually doing something beyond emergency relief measures in the
way of income maintenance programs. In the jargon of Washington, the
Social Security Act has five major titles, or, in plain English, parts. Title 1

provided grants to the states for assistance to the aged; Title II established -

the Social Security system; Title III provided grants to the states for admin-
istration of a system of unemployment compensation; Title 1V established
the Aid to Dependent Children (ADC) program; and Title V provided
grants to the states for aid to the blind. Basically, the Act set up a system of
old-age pensions based upon compulsory “contributions,” a system of un-
employment compensation, and a structure of aid (or public assistance) to
persons sometimes -characterized as the deserving poor—mostly the aged,
the blind, and children. This was America’s welfare state in the ‘beginning,
a development that came far later in this country than in most European
states. Even though the term welfare state did not come into popular usage
until after the Beveridge Report, Britain—along with most of the major
European nations, including France and Germany—had the rudiments of

social welfare systems in place at the turn of the century. Germany under

Bismark pioneered in establishing old-age and survivors pensions in 1889,
followed by Denmark in 1891, France in 1905, and Britain in 1908.

Of the five American programs established by the 1935 legislation, only
one, the Social Security system, is wholly under the administrative control
of the federal government. The other four are administered by the states,
even though the bulk of the financing comes from the federal government.
From the beginning, the states have determined eligibility for and amount
of assistance. In the Congress the southern bloc had its way in this matter,
fearing that too much federal generosity in benefits would undercut the Low

wage structure of the South and threaten the black—whjte caste system. A
major consequence of giving the states s much power in administration 9f
the programs has resulted not only a wide diversity between tt}e states in
benefit amounts for unemployment compensation and-public assistance, Pul
also slow growth in the size of benefits and slow progress in the elimination
of poverty. An unstated but implicit assumption of the 1935 legislation was
that poverty, as the Beveridge Report later assumed, resulted primarily
from the loss of income because of risks peculiar to an industrial society,
namely, unemployment, insufficient income after retirement, or premature
death and disability of the family breadwinner. Yet a quarter of a century
after the enactment of the Social Security Act, 22% of Americans still lived

. 7 . . . .
in poverty,” and, as the Kennedy Administration was soon to discover, pov-
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erty had causes other than those assumed by the architects of the Social
Security Act. ‘

Another important and enduring characteristic of the American ap-
proach to social spending that was established by the landmark 1935 Act
was the division of income support programs (transfer spending) into two
major categories. These are Social Insurance programs and Public Assist-
ance programs. The former category includes all cash and in-kind benefits
paid out through the Old Age and Survivors and Disability Insurance
program (OASDI)—what the public popularly thinks of as Social Secur-
ity—and unemployment compensation. Social Insurance programs are not
means tested—that is, having a low income is not a prerequisite to receiving
benefits. Furthermore, the benefits are linked to one’s prior employment
status. The intent of programs falling under the Social Insurance rubric was
not to reduce poverty as such; rather, it was to protect workers and their
dependents from a loss of income because of retirement or unexpected
events such as mass unemployment, iliness, or premature death of the
breadwinner, events over which the worker often has little control. In other
words, these programs are designed to keep workers and their families
from falling into want (or poverty) because of the foregoing threats to
income. In contemporary usage, the benefits under Social Insurance pro-
grams are often called Entitlements. The Social Insurance programs reflect
the assumption that the major source of poverty in capitalism is an income
loss because of events that thrust people out of the job market.

Public Assistance is different. Programs in this category aim at poverty
and are designed to increase either the money incomes of the poor or their
real incomes through in-kind benefits. These programs are means tested,
meaning that recipients must have incomes below a certain level to qualify.
The 1935 Social Security Act established basically two programs in this
category—Aid to Dependent Children (ADC)and aid to the blind and the
aged. Subsequently, as discussed below, new programs have been added.
Public Assistance fits the popular conception of welfare because it is means
tested, it is directed to the poor, and no prior record of either employment
or contributions is required for eligibility.

) Old age pensions, unemployment compensation, disability and survivors
insurance, and some public assistance to the deserving poor—mostly chil-
dren, the blind, and the aged—was the structure of American’s welfare
state until the 1960s. In the early 1960s, several things happened to set the
stage for a new burst of social welfare legislation that enlarged significantly
the scope of America’s welfare state. First, the civil rights movement
focused not only on discrimination and the overall plight of blacks in the
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south, but also on the fact that millions of Americans, black and white, were
desperately poor, largely outside and unhelped by the formal apparatus of
the welfare state. Reinforcing this was the exposure that John F. Kennedy
got to grinding poverty and hunger during the 1960 presidential campaign,
especially during the West Virginia primary election battle. Then in 1963
Michael Harrington published a remarkable short book, The Other America ®
Harrington carefully documented not only the broad extent of poverty
in America, but the equally important fact that much of it had become in-
visible to the roughly two thirds of Americans described by John Kenneth
Galbraith in his influential 1958 book, The Affluent Society.’ Because of
Harrington’s book,® President Kennedy shortly before his death directed
Walter Heller, the Chairman of his Council of Economic Advisers, to lay
the groundwork for a full-scale assault on poverty. This was done. Chapter 2

(“The Problem of Poverty in America”) in the 1964 Economic Report of the

President provided the statistical evidence and basis for the all-out war on
poverty launched by President Lyndon Johnson in his first State of the Union
message in January 1964.

President Johnson’s war on poverty was a part of his vision for a “Great
Society,” the bundle of social and reform legislation that he put together
during his 1964 campaign for election to the presidency in his own right.
The wave of remorse and sorrow that swept over the nation-after President
Kennedy’s assassination, in combination with Lyndon Johnson’s smashing
landslide victory over Barry Goldwater, enabled Johnson early in 1965 to
push an array of measures through the Congress comparable in scope to
what Franklin D. Roosevelt accomplished in his famous 100 Days. Major
civil rights acts were passed, and the Voting Rights Act became law, along
with the Economic Opportunity Act, the cornerstone of the war on poverty,
Medicare and Medicaid, federal aid to education, and the food stamp

program. Although the thrust of many of these measures was toward the
poor, the package of Great Society legislation had something for almost
every interest group in the nation. There were tax cuts for big business, air
and water pollution standards for environmentalists, truth in packaging for
consumers, a model cities program, funds for low-cost housing, federal
assistance for mass transit, higher subsidies for farmers, money for major
additions to the national park system, establishment of a national foun-

dati'on for the arts and humanities for intellectuals, and many billions for
regional economic and social development projects.

How was all. of this Great Society legislation to be paid for? This part of
the Great Society story has been largely forgotten, save perhaps by some

of the supply-side ideologues of the Reagan Administration. By the end of
1964, the Kennedy-Johnson Administration had presided over more than a
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doubling of the economy’s real growth rate, from 2.2% in 1960 to 5.3% in
1964. This increase in growth rate occurred before the impetus to growth
that came with the Vietnam war buildup, and it gave rise to a “social divi-
dend,” as Walter Heller called it—an excess of federal tax revenues over

+ federal spending that would amount to $7 to $8 billion per year. Heller

made his rosy forecast in March of 1966 in the Godkin Lectures at Harvard
University."! At the time, there was ample justification for such a scenario,
since money was pouring into the federal treasury because of the accele-
rating growth rate. Unfortunately, this happy vision of an expanding social
dividend to finance new spending programs without new taxes was blown
completely out of the water by the billion of dollars in new military spend-
ing generated by the Vietnam war. Much of the Great Society became a
casualty of the unwinnable war in southeast Asia.

America’s Welfare State from 1965-1988

To understand how the structure of America’s welfare state was affected by
the agony of Vietnam and the turmoil of the 1970s, we need to sift through
several related ideas and developments. These include the links between
the war on poverty and the structure of the welfare state as it existed in the
early 1960s; the enlargement of this structure through Great Society legis-
lation, which expanded social welfare spending and programs in edu-
cation, public housing, vocational rehabilitation, and child nutrition; and
the impact of the Nixon Administration on America’s welfare state.”? It was
during Richard Nixon’s presidency (1969-1974) that the contours of the’
welfare state as it exists today were finally shaped, and it was also during his
presidency that an unprecedented explosion in welfare state spending took
place. Moreover, this explosion, partly triggered the Reagan Administration
counterassault on the welfare state.

There are two important things to be said about the war on poverty,
undoubtedly the best-known and best-remembered of all the Great Society
programs. The first is that this “war”—which in reality was more like a
small skirmish—developed largely outside the structure of the welfare state
as inherited from the New Deal. This was a deliberate policy decision by the
architects of the poverty war.

As indicated earlier in this chapter, the classic concept of the welfare
state assumed the root cause of poverty to be income losses from unem-
ployment, the premature death or disablement of the family breadwinner,
or insufficient income in the retirement years. But as Michael Harrington
discovered, the poverty that persisted into the 1960s—a condition mocking -
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the idea of an Age of Affluence—did not fit readily into any of these -

categories. Its roots had to be elsewhere.

The real explanation was thought to be the low labor productivity of the
poor. For a variety of complex reasons, some personal but most social, the
poor were poor because they did not have sufficient job skills to command
a livable wage in the market economy. Even when they worked hard, as
many did, they could not lift themselves out of poverty. The poor were
also believed to be relatively powerless as they confronted the institutions
that shaped their lives at the community level—the schools, local govern-
ments, welfare agencies, and political machines. In the jargon of the social
sciences, there existed an opportunity theory of poverty, a belief that the
causes of poverty—its pathology, in other words—lay in the community
rather than in the individual.”®

These basic explanations for the newly discovered poverty of the 1960s
shaped the fundamental approach of the poverty battle, namely, its empha-
sis on job training and community action programs. The legislative vehicle
for the war on poverty was the Economic Opportunity Act (EOA), signed

into law by President Johnson in August 1964. Job training was to be the .

centerpiece of the EOA, concentrated in programs such as the Job Corps,
the Neighborhood Youth Corps, and the Work Experience Program. Com-
- munity Action programs were supposed to oversee and coordinate the work
of the array of existing agencies that provided social services at the state
and local level. Through the community action programs, the poor were
also supposed to have “maximum feasible participation” in the shaping of
the antipoverty programs that affected their lives." The general thrust of
the EOA toward job training—the idea that the poor could work their way
out of poverty—appealed not only to Lyndon Johnson’s intense di.sli.ke for
welfare, but also to the fundamental hostility in American opinion to
programs that give money directly to the poor.” Further, the jobs z}pproach
meshed with the confidence of the Kennedy-Johnson economists that,
through the appropriate fiscal and monetary policy action§, tht.ey could ﬁne-
tune the economy, bringing about a full-employment situation relatively
easily. Under these circumstances, and newly trained for jobs, the poor
could be brought into the economic mainstream. T
The second major point about Johnson’s war on poverty involves its cost.
It is a well-established part of the conventional wisdom that in the 1960s
almost unlimited amounts of money were spent fighting poverty, but with
only limited or meager results. As Ronald Reagan quipped in one of his
famous one-liners, “In the sixties we fought a war on poverty and poverty
won.”' Yet the reality is quite the opposite. Between 1965 and 1974, the
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year in which Nixon abolished the Office of Economic Opportunity (OEO
was the administrative arm of the war on poverty), spending on programs
under the umbrella of the poverty war never exceeded 2.5% of all social
welfare spending at the state and federal level."” Nevertheless, and in spite

-of relatively limited direct spending for OEO programs, the late 1960s and

early 1970s saw a substantial reduction in poverty. In 1964 the poverty rate
for families was 17.4%; by 1974 this rate had fallen to 9.9%, a decline of
43%.8 How are these seemingly paradoxical results to be explained? There
is no great mystery to this development. Along with the much more-highly
publicized, not to mention more controversial, antipoverty programs car-
ried out through the Economic Opportunity Act, other legislation during
the 1965-1974 decade significantly expanded the basic structure of the New
Deal welfare state. Most of the progress made during this period in reduc-
ing poverty came through increased transfer spending, not through job
training. :

The most important Great Society legislation during these years was
amendments in 1965 to the Social Security Act creating Medicare and
Medicaid. Medicare created a system of subsidized health insurance for
elderly persons who had participated in the Social Security program. Medi-
care is essentially an in-kind type of transfer program—medical services
being the in-kind benefit received —that is not-means tested and that there-
fore falls under the classification of Social Insurance. Medicaid, on the
other hand, is a program of medical assistance—also an in-kind transfer
—directed to the poor, funded primarily from the federal treasury, but
operated jointly with the states. Medicaid comes under the category of Pub-
lic Assistance, since it is a means-tested program.

In a sense, the Medicare and Medicaid amendments to the Social Secur-
ity Act were the last major additions to the formal structure of the welfare
state created in 1935." Other legislation passed in the 1960s and 1970s
modified, expanded, or improved this structure without changing it in any
fundamental way. Programs affected by such legislation included food
stamps, Aid to Families with Dependent Children (AFDC), Supplemental

Security Income (SSI), and unemployment insurance. A brief word on each
of these is in order.

The fqod stamp program, which has become a major in-kind transfer
program in the Public Assistance category, actually started under President
EISCI.1|.10WCI' as a modest program to distribute surplus agricultural com-
modltlgs to the needy. It was expanded under President Kennedy in 1961
on a pilot basis and was given permanent status by the Congress in 1964. In
1971 uniform national standards were established, and in 1974 Congress
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extended the food stamp program to all the states. In 1985, 7.7% of all
households received food stamps, but 72.9% of all poor households—house-
holds below the poverty level-got food stamps.?

The program that to the public is practically synonymous with welfare—
Aid to Families with Dependent Children (AFDC)—began modestly as
Title IV in the original Social Security Act. The purpose was to provide
assistance to children whose parents were dead, disabled, or absent. It was
originally called Aid to Dependent Children (ADC), but in 1960 the act was
amended to enable states to extend benefits to the parents (usually the
mother) of dependent children. At that time the program name was
changed to AFDC, and a further amendment in 1961 permitted the states to
extend benefits to some poor, two-parent families. Between 1965 and 1975,
the number of families receiving AFDC assistance more than tripled. After
that, however, the number stabilized at around 3.5 million.! Children have
always made up about 70% of AFDC recipients. This explosive growth in
AFDC assistance was not solely due to legislation; it also came about
because the civil rights movement and the war on poverty made many poor
Americans aware that they were eligible for benefits under this program.

The original Social Security Act was amended again in 1972 when Con-
gress passed the Supplementary Security Income (SSI) program. SSI, which
went into effect in 1974, was designed to replace Title I (aid to the aged not
covered by Social Security) and Title V (aid to the blind and disabled) by a
guaranteed, national minimum income for any. citizen aged, blind, or dis-
abled. SSI is a cash income transfer, coming under the category of Public
Assistance in the basic welfare state structure. The last important change
in welfare state transfers coming during this period (1965-1974) involved
unemployment insurance, a program in the Social Insurance category. In
1970 its coverage was extended, and a new and permanent program was

established for persons who exhausted their benefits during any period of
high unemployment.
Table 1-1 is constructed in such a way as to show America’s basic welfare
 state structure from 1960 through 1988. It shows expenditures by the two
major categories, Social Insurance and Public Assistance, for 1960; 1970,
1980, and 1988. The objective of the table is to show the evolution of the
classic welfare state structure over the past three decades. Presenting these
data in this form offers a useful way to contrast as sharply as possible what
we have termed the classic definition of the welfare state with an enlarged
and alternative ‘structure, one described later in this chapter and one that
more accurately describes the reality of our society and how the federal
government actually spends its income.

At this point, comments are in order about the data in table 1-1. We
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Table 1-1. Classic Federal Welfare State Spending: 1960, 197, 1580, 1988
(in Billions of Current Dollars and in Percent) '

Programs . ] 1960 1970 1980 1988

Social Insurance®

1. Social Security $12.1 $32.8 $1194 $215.2

2. Unemployment Compensation 29 39 20.3 15.9
_ 3. Medicare ) - 13 35.6 _888

Subtotal $15.0 $442 $1753 $319.9

Public Assistance ’

4. AFDC . _ . 0.9 32 7.3 9.3

5. Aged, Blind, and Disabled 1.2 2.0 -

6. SSI — - 59 10.7

7. Food Stamps - 0.6 8.2 11.2

8. Medicaid — 37 143 315

Subtotal o , $2.1 $9.5  $35.7 $62.7
~ Total classic welfare state spending ' $17.1 $53.7 $211.0 l $382.6
" Total federal expenditures $93.1  $205.1 $602.1 $1.1183

Classic welfare state spending as a. ;
percent qf all federal spending 184%  262% 35.0% 34.2%

aTotals for Social Insurance include administrative expenses, so they differ slightly from
the figures in table 2-2.

Sources: U.S. Department of Commerce, Survey of Current Business, Juiy issues, selected
years. U.S. Department of Health and Human Service, Social Security Administration, Social
Security Bulletin, Annual Statistical Supplement, selected years.

spoke earlier of a transfer “explosion.” Table 1-1 clearly reflects this.

Between 1960 and 1988, total spending for Social Insurance and Public

Assistance programs jumped by a factor of 22, whereas total federal spend-
ing increased only 12-fold and gross national product (GNP) in current
dollars increased 9.5-fold. As between the two basic welfare state spending
categories, spending under the Social Insurance rubric rose 21-fold, while
Public Assistance spending jumped 30-fold. This does not mean, however,
that the poor benefited most from the explosion in classic welfare state
spending during these two decades. They did not, primarily because the
lion’s share of all spending within the classical framework of the welfare

state goes to recipients of Social Insurance. In 1960, Social Insurance ;pend-
ing accounted for 88 cents out of every dollar of welfare state spending. By
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1988, this percentage had fallen to 84 cents per dollar of welfare state
spending, primarily, of course, because the Public Assistance category grew
faster than Social Insurance spending. . A
This explosion in welfare transfer spending is also reflected in the fact
that, by 1988, spending for the eight different programs included in the two
.basic categories shown in table 1-1 accounted for 34.2% of total federal
spending. Contrast this with the 18.4% of federal spending absorbed by wel-
fare state spending in 1960. In current dollars, classic welfare state spending
soared from $17.1 billion in 1960 to $382.6 billion in 1988.
Who benefited primarily from this welfare state spending explosion?
How much went to the poor and how much went to the nonpoor? Exact
- answers cannot be found for these questions, but enough major research on

poverty and its persistence in this country has been done to give us some

reasonably accurate answers. The fact that there was a relatively sharp
decline in the poverty rate during part of this period (1965-1974) suggests
there was at least some impact on poverty from the manyfold increase in
transfer spending. But the matter is more complicated; we cannot simply

assume a simple and direct correlation between more transfer spending and -

- less poverty. Other factors are involved.

Changes in the proportion of the population characterized as being
below the poverty line depend basically upon two broad factors. There is,
first, the general state of the economy, whether times are prosperous or
depressed. Good times lift families and persons out of poverty, while bad
times thrust them back into this state. Second, there is transfer spending
by the national government, spending that also plays a key role in lifting
people out of poverty. But to assess the relative importance of transfers in
reducing poverty, it is essential to know (if possible) how much transfer

spending is targeted toward the poor. Painstaking and extensivg res(:arch
at the prestigious Institute for Research on Poverty at the University of
Wisconsin has yielded some solid answers to these questions. . .
To solve the problem, researchers at the University of Wisconsin’s Insti-
tute for Research on Poverty developed a pretransfer measure of persons
in poverty.?? This measure shows the percentage of people who fall belgw
the official—that is, federal—poverty line because they do not receive
enough income from the private market to lift themselves and their families

out of poverty. These were the people targeted primarily by the war on pov-
erty. If that war had been 100% successful, this poverty measure would have
dropped to zero. This, of course, did not happen. The pretransfer measure

of persons in poverty can then be compared to the official poverty measure,
which reflects both the impact of economic conditions and transfer spend-
ing on the poverty rate. This comparison is made in table 1-2, which shows
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Table 1-2. Pretransfer and Post-transfer Poverty: 1965-1980 (Percentage of
Persons in Poverty) ’ .

Pretransfer . . . Post-transfer
Year Poverty Change Poverty Change
1965 21.3% - 17.3 —
1966 - - 14.7 d
1967 19.4 d 14.2 d
1968 18.2 d 12.8 d
1969 17.7 d 12.1 d
1970 18.8 i 12.6 i
1971 (R) 19.6 i 125 d
1972 19.2 d 11.9 d
1973 (R) 19.0 d 111 d
1974 (R) 20.3 i 11.2 - i
1975 220 i 12.3 i
1976 21.0. d 11.8 d
1977 - 21.0 —_ 11.6 d
1978 20.2 d 114 d
1979 20.5 i 11.7 i
1980 (R) 219 i 13.0 i

- Official measure of poverty.
(R) = Recession; d = decline in the rate; i = increase in the rate.

Sources: Sheldon H. Danziger and Daniel H. Weinberg, Editors, Fighting Poverty: What
Works and What Doesn't (Cambridge, MA., Harvard University Press, 1986) and U.S. Depart-
ment of Commerce, Bureau of the Census, Current Populaton Series, P-60, Poverty in the

United States, 1987.

the percentage of persons falling below the official poverty line according to
these two measures for the period from 1965 (data on poverty are not avail-
able before 1965) up to and including 1980. We also need to know the pro-
portion of welfare state spending that goes to the poor. This proportion
varies significantly between different types of transfer programs; however,
for social welfare spending overall, Institute of Poverty scholars estimated
the ratio to be between 42% and 44%. In other words, almost 42 to 44 cents
out of every dollar of welfare state spending went to the poor ior the period
under review.”

The data in table 1-2 fall into three approximately equal periods: 1965-
1969; 19701974 and 1975-1980. In the first period, the economy expanded
at a rapid rate—real GNP grew at annual average rate of 4.2%—as did wel-
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fare state transfer spending. Consequently, both the pretransfer and the
official (or post-transfer) poverty rate fell, the former from 21.3% to 17.7%
and the latter ffom 17.3% to 12.1%. Transfer spending seems to have been a
somewhat stronger influence than improving economic conditions in reduc-
ing poverty during these years. From 1970 through 1974, pretransfer poverty
rose, reflecting the general deterioration in the economy that came after
1970. Recessions came in 1970 and again in 1973-1974, thrusting, as always,
people and families into poverty. Welfare state transfers continued to
expand, thus offsetting to a degree the rise in pretransfer poverty. Overall
the poverty rate fell until 1973, and then began to inch upwards. After 1975
‘there was a slight decrease in the pretransfer poverty rate, primarily
because of the recovery from the 19731974 recession, but overall the
posttransfer poverty rate remained almost stable through 1979, then rose in
1980 as the economy again entered a recession.?

On balance, welfare state transfer spending played a decisive role in the
reduction of poverty from the mid-1960s to the mid-1970s. After the mid-
1970s and into the 1980s (as we shall examine in detail subsequently in deal-
ing with the Reagan Revolution), the rate of growth in transfers slowed,
and the economy experienced in the early 1980s its worst recession since
the Great Depression of the 1930s. Consequently, the poverty rate for
persons jumped upwards in 1983 to 15.2%, almost the level that prevailed
in 1965. The recovery from and long expansion following the 1981-1982
recession brought the rate down, but not as lowas the level reached in 197;5,

~ the best year on record in the antipoverty struggle. The greatest success in
the entire 20-year period (1960-1980) was attained in reducing the poverty
of the elderly. The percentage of persons over 65 classified as poor went
from 35.2% in 1959 to 15.7% in 1980. By 1987 the poverty rate for the aged
had fallen further to 12.2%.5 Social Security beneﬁts,_whlch reach most
persons over 65, poor and nonpoor alike, are the major reason for t?ls
achievement. At the other end of the spectrum, the story is less happy, 10
after an initial decline between 1965 and 1970, the poverty rate for children
under 18 has been climbing back to the levels of the late. 1950s. In 1960, thg
poverty rate for children under 18 was 26.9%; by 197.0 this rate had dropped
to 15.1%, but after 1970 it began to climb, reaching 18.3.% in 1980 an
20.6% in 1987.26 Nearly one out of every five American children now lives
in pbverty.
To conclude this section, some brief comments are in order on the
growth during the 1960-1988 period of other forms of social welfare spend-

ing by the federal government and the impact of the Nixon Administration
on the structure of America’s welfare state. Social welfare spending in this
context means programs dealing with income assistance, jobs, food, medical
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care, housing, and education. The overwhelming proportion of federal
spending for social welfare purposes is spending for Social Insurance and
Public Assistance programs. But aside from the $382.6 billion that Wash-
ington spent in 1988 for these programs, an additional $22.6 billion was
spent for the other programs that fall under the social welfare label. Where
did this money go? The largest chunk ($14.7 billion) went to state and local
governments to finance social programs and spending at the state and local
level. The balance ($7.9 billion) was used for direct funding of such pro-
grams by the federal government. Specifically, this money went to programs
for maternal and child health care, public housing subsidies, vocational edu-
cation and rehabilitation, educational institutions and aid to students, foster
care payments, and assistance to nonprofit institutions, to name some of the
most important of the scores of social programs that do not fall directly
under the New Deal-created welfare state structure. We shall look more
closely at some of these programs in chapter 2, when we examine in detail
the structure of federal transfer payments to people and families.

During the Nixon Administration (1969-1974), three developments
affecting the welfare state structure took place. Unlike Ronald Reagan
some years later, Richard Nixon did not come into office with an implacable
hostility to the idea of the welfare state, determined to scale it back, if not
dismantle it altogether. On the contrary, he went along with congressional
initiatives for significant increases in spending for standard welfare state
programs—Social Security, AFDC, food stamps, and disability payments.
Most of the explosion in transfer spending in these areac camc under
Richard Nixon, not Lyndon Johnson.?’ '

Nixon also proposed what would have been a new and major addition to
the classical welfare state structure if he had gotten his proposal through
the Congress. This was his Family Assistance Plan (FAP), a proposal for a
guaranteed annual income. The plan, which was the brainchild of Daniel
Patrick Moynihan, former Harvard professor and now U.S. Senator from
New York, failed because of an unlikely combination of liberal and con-
servative opposition. Liberals opposed the plan because the minimum
income guarantee proposed ($1600) was too low, while conservatives
opposed the concept in principle, seeing any guaranteed income as an
exgansion of welfare, which, in turn, would lead to greater dependency.
{\snde from George McGovern’s Demogrant scheme proposed during his
ill-fated 1972 presidential campaign, there has not been any serious con-
sideration of a guaranteed income since Nixon’s FAP was defeated in the
Congress. _

Although Nixon was not basically hostile to the New Deal-based welfare
state apparatus, the same cannot be said about his feelings toward the war




18 TRANSFER SPENDING, TAXEé, AND THE AMERICAN WELFARE STATE

on poverty and other Great Society programs. These he disliked intensely,
proceeding to dismantle them as rapidly as time and politics permitted.?® At
its height, the OEO oversaw at least 24 separate programs, including the
‘Job Corps and other job-related programs, emergency health and medical
services, VISTA (the domestic version of the Peace Corps), and the popu-
lar Head Start. By 1974, when the OEO officially went out of business, most
of these programs had either been terminated or transferred to other
~ agencies of the government. Only Head Start survives as a major remnant
of Johnson’s war on poverty. Many of the of the job training programs of
the war-on-poverty era and the early 1970s were consolidated in 1973 in the
Comprehensive Employment and Training Act (CETA), which also made

provision for public service jobs. CETA was eliminated in 1981 by the -

Reagan Administration, leaving the economy with no public jobs program.

A Primer on Government Spending

- The description and analysis of- social welfare spending in the prior section
is appropriate and accurate within the context of the classic definition of the
welfare state. This structure was created by the Beveridge Report and is
also reflected in America’s welfare state legislation. Unfortunately, this
model is no longer adequate as a framework for understanding just what
the federal government really does within the context of our complex,
mixed economy, because income support spending—transfers—has burst
the boundaries of this classical structure. We need to work with a broader
concept, one that takes into account the full range and distributional impact
of transfer spending by the national government. To set the stage for this, it

is necessary to review briefly some fundame.ntals _about how governments
—all governments—spend their money. This (evtew leads to 2 broader,
more up-to-date and accurate concept of America’s lgte. twentieth centllllr.y
welfare state, one which we shall employ for analysis in the rest of this

book. .

Few subjects in American life are more publicized and more controver-
sial than government spending and taxation, especially spending and taxing
by the federal government. Ronald Reagan built his remarkable polmc%&l
career almost wholly on castigating the evils of federal spending and big
government. In the Program for Economic Recovery that he sent to the Con-
gress on February 18, 1981, newly inaugurated President Reagan said that
the “uncontrolled growth of federal spending has been the primary cause of

the sustained high rate of inflation experienced by the American economy.”

Further, the President went on to say, his policies will “restore the Federal
government to its proper role in American society.”?
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Well and good. But the problem with the Reagan view was that it was
too simplistic and narrow, given the complexities of our society and econ-
omy. Everyone, no doubt, would like the federal government to carry out
its “proper” role, but the precise nature of this role is by no means self-
evident. Much of the controversy about the national government centers
on two basic questions. First, how big should the federal government be?
Second, what should it be doing? Obviously we cannot come up with pre-
cisely correct answers to these questions, but by examining data from the
past that bear on them, we.can come closer to getting some reasonable
answers. Further, this approach will permit us to formulate an appropriate
framework for the broadened concept of the welfare state, a main theme of
this book. '

The Size of Government

At first glance, one might suppose that basic questions about the size and
growth of government were matters of simple measurement. Because
Ronald Reagan steadfastly maintained in his long campaign for the presi-
dency (1976-1980) that the federal government was too big, the leading
edge in his program for economic recovery was “a comprehensive reduction
in the rapid growth of Federal spending.”® This reflects a widely used
method for measuring government’s size: total spending! This approach is
the basis for the belief held by many people besides Ronald Reagan that

. government in our society has grown rapidly—too rapidly, in the eyes of

many. There is truth in this view. If we look at government spending at all
levels (federal, state, and local) for all purposes, there is little doubt that it
has grown at a brisk pace. In the 40 years from 1948 to 1988, the nation’s
GNP (in current prices) grew 18.5-fold; but in the same interval govern-
ment spending at all levels grew 32-fold, or more than one-and-one-half
times faster than overall output and spending.

This fact of growth does not tell us, however, how big the government is
in our society, and more important, whether it has become “too big.” For
this we need more information. The data supplied in table 1-3 cannot
answer the latter concern, but they can give us useful answers to the for-
mer. The size of gvernment is not as obvious as many may think, but with-
out a useful and reasonable estimate we cannot even begin to consider
whether it is “too big.”

Table 1-3 contains three sets of figures on government spending for the
period 1948-1988. For each set it shows the annual average dollar value of

government spending in each of the four subperiods contained in the 1948-
1988 period, and also shows the same data as a percent of the GNP. The
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Table 1-3. Government Spending and the Economy: 1948-1988 (Annual
Averages in Billions of Current Dollars and in Percent)

Nonmilitary
Total Total Spending For Spending For
Spending” Goods and Services -~ Goods and Services
) @ 3) @) ) ©)
Dollar Percent Dollar Percent Dollar Percent
Period Value of GNP Value of GNP Value of GNP
1948-1959 $93.2 25.3% $69.8 18.9% $34.6 9.2% -
1960-1969 199.0 28.9 146.5 - 21.2 88.9 129
1970-1979 506.1 321 328.6 20.8 244.5 155
1980-1988  1286.6 34.2 750.3 20.0 518.8 13.8

2 Goods and sérvices plus transfer expenditures.
Source: Economic Report of the President (Washington, D.C., U.S. Government Printing

Office, 1989).

figures shown are for total spending for all purposes by federal, state, and

local governments; total spending for goods and services only by these same

governments; and, finally, nonmilitary spending for goods and services by

these governments during the periods indicated. These percentage data
enable us to answer questions about the size of government.
The figures shown in the first two columns in the table are ones often

used as “proof” that government is big and getting bigger a.ll the time.
These figures tell a story, but not the whole story. If we look simply at the
averages for government spending at all levels for a{l purposes z}s'a'percelnt
of the GNP, it is true that government has grown sngmﬁcantly in size :je.a-
tive to the national output. In the 1948—19.59 period, govemmen; 8s(p))f:nh (:\r:lg
for all purposes averaged 25.3% of the natlonal.output. By the 1 s,nta .
ever, this average had climbed to 34.2%, an Increase of 8.9. percentag
points, or 35%, in the relative importance of government spendlpg: e
It is easy—much too easy—to jump from the foregoing statistics t‘od f
conclusion that government is now taking slightly more than one t.hll' 0
the nation’s output. Government, it seems, is getting bigger and bigger, a
trend that if not checked means that government will dominate and swallow
up everything in its path. This was the fear that lay behind the Reagan
Administration’s campaign against “big government.” However, this con-
clusion is not correct, although the statistics found in table 1-3 and the
percentages cited above are correct. Now we encounter what may seem to
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be a puzzling paradox: on the one hand, the statistics show undoubtedly
that government, spending has grown significantly in relation to the GNP,
but, on the other hand, it is asserted that this does not necessarily mean an
increase in the size of government. Is something awry? Is some sort of stat-
istical sleight of hand being pulled? Not really. But to resolve the paradox,
we need to examine in detail the two fundamental ways in which governments
—all governments—spend their money.

How Governments Spend Their Money

Adam Smith, the founder of modern economics as well as a great philos-
opher, said in his masterwork, An Inquiry into the Nature and Causes of the
Wealth of Nations, that the sovereign—that is, the government—has but
three principal duties. They are 1) to protect the society from “the violence
and invasion of other independent societies”; 2) to protect “every member
of the society from the injustice or oppression of every other member”; and
3) to erect and maintain “those public institutions and those public works...
which are of great benefit to society but which are too costly to be main-
tained by any individual or group of individuals.”?!' In modern prose, Smith’s
duties add up to those commonplace activities most people think of when
they hear the word government—maintaining armies, navies, and airfleets,
building roads, running school systems, operating courts, delivering the
mail, providing police and fire protection, creating parks, and doing many
other things that private business cannot do or chooses not to do on a scale
adequate to the needs of society. This we shall term the Smithian view of gov-
ernment, one with which the Reagan administration was quite comfortable.
This Smithian view of what the government should do also offers a way
to resolve the paradox involved in the assertion that increasing government
expenditures do not necessarily involve an increase in the size of govern-
ment. Let us see how. In order to do the many different things falling under
the Smithian umbrella, governments must have resources (that is, people
and materials), just as private firms must when they produce goods and
services to sell in markets. A major difference between governments and
private firms, however, is that governments get the money to purchase
resources mostly from taxation, whereas private firms must depend upon
selling what they produce for their revenue. Now we are close to the crux
of the matter. The goods and the services (mostly labor services) that
governments buy from the private economy to carry out their Smithian
duties are the most meaningful and practical measures of just how much of
the economy’s total output is being used by government. The goods and
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services that governments purchase are in a fundamental sense the resource
inputs that they need to carry out their duties. At this point one might ask:
what is it that governments produce? Or do they produce anything? The
answer to the latter question is yes, and to the former is that governments
produce a wide variety of things and services that people want and value,
 ranging from national defense to the street before your house or the park
down the road. Government output, or production, is social or collective,
whereas market output is private and individual. Our right to a share of
social output comes from being citizens of a political body, such as a city,
state, or nation, whereas our right to a share of output produced privately
~ depends upon having enough income to buy what is being produced. -

Now if we look at the question of the size of government from this
perspective, that is, in terms of the share of the economy’s output that
governments acquire by buying goods and services from the market econ-
omy, we get a different perspective on how big government really is. Return
to the data in table 1-3. Columns 3 and 4 show, first, the dollar averages of
government spending for goods and services for the periods indicated, and,
second, the average proportion of the GNP that such expenditures took in
the same periods. Dollar expenditures rose significantly in this 40-year
span, but the proportion stayed nearly constant, being 18.9% in the 1948-
1959 period and only 20.0% in the 1980s. This is the important statistic. It
tells us what has happened, or has not happened, to the real size of govern-
ment in our society over these four decades. Government in the Smithian
sense has been constant in size over these years, using around one fifth
(20%) of the nation’s output for its manifold purposes. If we liken the gross
national product to a gigantic pie baked annually to satisfy all our wants, the
relative size of the government’s slice of this pie has remained the same.!”

The figures in column 6 of table 1-3 are also instructive, sipce they illus-

trate how much of the nation’s output has gone to the publlf: sector once
military spending is removed from the tote}ls. There was some increase gom
1948 through 1988, but the overall share is now on the order of 14%. How

does this compare with the pre-World War II situation? In 1929, the eve of

the Great Depression, public spending for goods and services by all
governments inpthe economy was equal to 8.5% of the GNP. By 1933, the
low point of the depression years, this figure had climbed to 14.3%, but. by
1939, ten years after the crash, government spending for goods and services
had dropped back to 13.4% of the GNP.3 These figures tell us that the plg
change in the nonmilitary role of government in the economy came during
the depression years, not after World War I1. Even more interesting, per-
haps, is what has happened in the 1980s. Overall, there was no shrinkage

under Reagan in the real size of the public sector (column 4), but the non-
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military size of the government’s output did fall. This reflects the priority
the Reagan administration placed upon building up the military sector.™

Let us now return to the other part of our paradox, the statistical fact
of a sustained rise in government spending for all purposes measured as
a share of the GNP (column 2 of table 1-3). This brings us to the second
major way governments spend money, one that is fundamentally different
from spending money to buy goods and services as discussed in the previous
paragraphs. This second way involves transfer expenditures, a form of spend-
ing referred to several times earlier in this chapter but not discussed in
detail. Transfer expenditures are a type of government spending virtually
unheard of in Adam Smith’s day, and surely undreamed of in his philos-
ophy. Today, however, and especially for the federal government, they have
become the primary way in which governments spend money. Unless we
grasp this fact, it is perhaps impossible to fully understand the drastic, per-
haps even revolutionary, change that has taken place in the role that govern-
ment plays in our society. It is also because of changes in this form of
spending that the classic welfare state structure defined earlier is no longer
adequate for describing the true dimensions of America’s welfare state.

So what precisely is a transfer expenditure? It is a governmental outlay
that provides a person, an organization, or even another unit of government
income in either a monetary or an in-kind form,> and for which the govern-
ment does not require in exchange a product, a service, or an asset. Further,
the person or entity receiving the income has no obligation to pay that
income back to the government in the future. To illustrate, if the govern-
ment hires a secretary, this is not a transfer expenditure; it is the purchase
of a labor service, and in return for its financial outlay the government gets
work from the secretary. However, when the government pays out unem-
ployment compensation to a jobless worker, we have a transfer expenditure
or income transfer. No work is required from the unemployed person, and
there is no obligation to repay the government when, or if, the jobless per-
son goes back to work. .

The. word transfer is well chosen with respect to this kind of government .
§pend|qg. The government is the instrument—the means—whereby income
is obtained from some, or all, citizens, usually by taxation but also by
POTTOWlng, and transferred by the government to other citiceus and entities
in the economy. Transfers differ from goods and services expenditures
because they do not directly use resources—there is no quid pro quo.
Transfers also have. a much more direct effect upon the distribution of
income and wealth in the society. This is not to say that government buying
of goods and services does not affect income and wealth; it does, but trans-

fers are normally undertaken with the deliberate intent of affecting incomes
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somewhere in the economy, which is not the primary purpose of other -

government activity.
Now we are able to reconcile the paradox reflected in the data in table

1-3. Since the percentages shown in column 4 in the table assure us that
there has not been any major change in the Smithian role of the govern-
ment in the post-World War II era, the growth in government activity
reflected in column 2 in the table must reflect the-growth of transfer-type
spending. And this is exactly what has happened. Earlier in the chapter,
mention was made of the transfer explosion; this is the explosion that pushed
total government spending from roughly one quarter of the GNP in the
decade immediately after World War II to slightly more than one third of
the GNP in the 1980s. This is the little-understood revolution that has taken
place in our society, a revolution that has dramatically transformed the fed-
eral government’s role in the economy.* ‘

The Changing Role of the Federal Government

Throughout much of the post-World War II era, the primary focus of public
interest in the federal government has been on its role as a stabilizer.
People look to the national government to keep the economy near full
employment, to stabilize prices, and to tame the worst excesses of the busi-
ness cycle. This is what the postwar Age of Keynes has been about. By the
careful and judicious use of its monetary and fiscal powers, the federal
government is supposed to be able to do these things. And by and large, the
government in Washington has been reasonably successful in this role,
notwithstanding the fact that the economy suffered severe inflation in the
1970s and several recessions, two of which were quite severe (1974-1975
and 1981-1982). Overall, however, the near half century since World War

II ended has been a remarkable economic success story, a SUCCess that is

largely a legacy of the Keynesian Revolution.

Less heralded and less well understood, however, a different kind of quiet
revolution was also taking place during these years, one that culminated
in the transfer explosion of the last two decades. This has been the persist-
ent, steady growth in the government’s role in providing income through
transfer spending to an ever widening segment of the population. It is this
development that has brought about far-reaching changes in the federal
government’s role in the economy, changes that even today are but dimly

perceived by most citizens. Tables 1-4 and 1-5 document these changes.
T.able 1-4 shows in percentage form for the postwar decades the pro-
portion of total federal outlays used for the purchase of goods and services,
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Table 14 Federal Government Purchase of Goods and Services, Military 7
Spending, gnd Transfer Payments: 1948-1988 (Annual Average Percent of
Total spgndmg tor Indicated Periods) '

)] ) €) @
. Purchase of Goods Military Transfer Column 2 Plus
Period and Services® Spending Payments Column 3
1948 -1959 . 63.2 53.2 36.8 | 90.0
1960-1969 55.1 130 u9 879
1970-1979 - 36.4 249 63.6 88.5
1980-1988 : 34.8 257 65.2 ' 90:9

*Including military spending.

Source: Economic Report of the President (Washingt inting.
ot Tosor ( ington, D.C., U.S. Government Printing

for.mi.litar}" _spending, and for transfer payments. These figures, stark in
thfe!r snm;?llc1ty, contain a powerful message. Specifically, they tell us three
critical things about the rea! role of the federal government in our society.

1. In‘the 41-year period from 1948 to 1988, the federal government’s
economic role has shifted dramatically from being concerned with the -
Smithian functions of government to providing income in money or in kind
to more and more people and entities in the economy. In the immediate
post-World War Il era, 63.2% of all federal spending went for the purchase
of goods and services to carry out Smithian activities. By the 1980s, this per-
centage had dropped dramatically to 34.8%, while transfer spending had
jumped from 36.8% to 65.2%. If we measure what the federal government
does by how it spends its money, the rearrangement of incomes through
transfer spending has become its primary activity. ‘

2. A second and perhaps surprising fact for many is the changes in the
relative importance of military spending taking place over these years.
In absolute amount, military spending has grown enormously—from $11.3
billion in 1948 to $298 billion in 1988—but the proportion of federal spend-
ing directed to the military has dropped steadily over the period.-In the
years immediately after World War II (1948-1959), military outlays con-
sumed more than half of all federal spending, but by the 1980s, the mili-
tary’s share had dropped to one quarter of the total. True, there were wars
during the 1950s and 1960s, but it has been the growth in transfer spending
more than the ending of these wars that accounts for the relative decline in
military spending in the 1970s and 1980s. The Reagan Administration’s
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~ Table 1-5.' Federal and State and Local ‘Government Speridihg for Goods and
Services: 1948-1988 (Annual Average Percent of GNP for Indicated Periods)

@ (2) 3)
. Combined Federal,
. - Federal State and Locol State, and Local
Period Spending Spending Spending
1948-1959 11.0 79 : 189 .
1960-1969 10.7 10.5 21.2
1970-1979 o+ 841 12.7 . 20.8
1980-1988 82 ... 118 i 20.0

Source: Economic Report of the President (Washington, D.C., U.S. Government Printing
Office, 1989).

stress on more armaments did boost the percentage figure in the 1980s
slightly as compared to the 19701979 decade. ‘

3. Finally, if we combine the percentage for military outlays and transfer
spending into a single figure, as is done in column 4 of the table, we come
up with a quite remarkable statistic. Over the whole of the post-World War
11 era, approximately 90% of the federal government’s activities, measured
by how the government spends its money, has consisted of either 1)-re-
arranging incomes in society, or 2) nourishing the military economy! Out of
the total of federal spending for all purposes, barely more than 10% on the
average has gone for what was described earlier as the “Smithian” tasks of

government, excluding, for this comparison, the national defense role that
Smith envisaged for government.

What are we to make of these findings? If we dig a bit further into fig-
ues showing the relative decline in the proportion of federal spending
represented by the buying of goods and services, another interesting per-
spective on the federal government emerges. Earlier, in reference to the
data in table 1-3, the point was made that, overall, the relative size of

government in a real or Smithian sense has remained practically unchanged
“since World War IL. But as the figures in table 1-5 show, the size of the fed-
eral government when measured in this way has actually shrunk since the
end of World War I1. In the 1948-1959 period, federal purchases of goods
and services averaged 11.0% of the GNP. But by the 1980s, the federal

goods and services slice of the GNP had shrunk to 8.2% (column I) but
state and local spending for goods and services had jumped from 7.9% to
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11.8% of the GNP. The real growth in government after World War II took
place at the state and local level. o
This brings us back to transfer spending, which is where most of the
growth in federal activity has taken place. Why has this happened? There is
no |fnmed|ate, simple, all-encompassing explanation for this development,
but it does accord with a basic fact about our economic life, something that
also undergirds a major theme of this book: namely, most people do'not

gladly or without protest accept the verdict of unrestrained market forces in-

 determination of their incomes. People may do this in the pristine academic

world gf pure tht?ory, but they do not do so in reality. As John Kenneth
Galbraith has pointed out so clearly, people want control over their own

‘lives, and a major factor in achieving this is getting control over their °

incomes.?” If they do not like the terms on which they can get income from
the private market, they will try to organize to better those terms, and if
that fails they will turn to government.

There should be nothing especially novel nor surprising in this fact. It
has been true since the founding of the republic—the government has

- always been involved in the distribution of income, willingly or unwil_l_ingly,

wittingly or unwittingly. The older and somewhat better-understood aspect
of this centers upon government intervention into the workings of the mar-
ket system, interventions ranging from the antitrust laws to the minimum
wage. Ultimately the purpose of all such interventions is to bend or modify .
market forces in ways that are favorable to particular individuals, groups, or
business firms. There is nothing abnormal in this; it is a part of the political
process. However, it has led to a vast and heterogeneous collection of
nontarket controls, regulations, and extramarket arrangements—some
good, some bad—all of which modify and change the way in which people
get incomes from market transactions.

The growth in transfer expenditures is simply the most recent, and, per-
haps the most powerful, manifestation of this strain in our national econ-
omic life. What characterizes the transfer explosion is that the power of
government is being used to provide income directly to people and busi-
nesses by outright income transfers on a scale unheard of in our national
life until relatively recently. Government is also doing this indirectly through
the tax system, an aspect of the transfer revolution we shall analyze in chap-
ter 3. What the Reagan Administration attempted in its revolution ran
counter to this powerful trend, a fact that David Stockman ruefully admits
in his account of why the Reagan Revolution failed.™

Now we come to the final point of this chapter, the need for a broadened
definition of America’s welfare state, one that not only better describes
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what is actually happening in this realm in America, but that also provides
an appropriate framework for the discussion and analysis in the rest of this
book. Early in this chapter, we pointed out that the classic notion of the
welfare state that sprang from the Beveridge Report involved the use of
the power of the central government to protect people and their families
from income losses arising out of conditions inherent in industrial societies.
Taxes and transfer spending are the instruments to accomplish this. This
bedrock definition is still true. It is also true, however, that the scope of wel-
fare state activities of a tax and transfer nature has exploded far beyond the
boundaries set down by the Beveridge Report concept of the-welfare state.
_ Unfortunately, no appropriate term or phrase has emerged that describes
the vastly enlarged income transfer system we .now have in the United
~ States. For better or for worse, we are, therefore, stuck with the term wel-
fare state, but we must broaden the concept to include the entire range of
transfer spending by the federal government.
We shall do this in the following way. First, we shall classify as trans-
fer expenditures all federal spending other than purchases of goods and
services. This follows from the fundamental distinction drawn earlier with
respect to the two primary ways in which governments spend money, buying
goods and services and transferring income. Second, we shall break down
the overall category of transfer expenditures into five major subcategories.
These follow the classifications used in the national income and product
accounts for federal expenditures, and include 1) transfers to people in both
money and in kind form; 2) grants from the federal government to state anfi
local governments; 3) net interest on the public debt; 4) subsidies to busi-
ness; and 5) a catch-all Other category, consisting mostly of transfers by t!]e
federal government to foreign governments. If each of thgse. subcategories
is examined, it is apparent that they all have the characteristics of .transfers
as described earlier. Third and most important, we shall dgtermme what
people or other entities benefit from the. vast sums spe:nt _by t:e fetdhe;:;
government as transfers. This is a must if we are t(? d:scover. owTh °
outlays affect the distribution of income and wealth in our society. Thes

are the tasks we now turn to in chapter 2.
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In the last chapter, the point was made that nearly two thirds of federal
spending can be classified as transfers. In 1989 this amounted to $793
billion, or an average of $3187 for each man, woman, or child in the nation.
Whether looked at on a total or per-person basis, this is a staggering sum.
To put it another way, out of every dollar spent by Washington, 66 centsis a
transfer—taxing Peter to pay Paul, so to speak. Who benefits from this fed-
eral la{gess? Who gets all this money? Is the federal government running,
as Davu.i Stockman once suggested, a wonderful “coast-to-coast soup line,”
into which all of us our dipping our ladles?' These are critical questions to
which we seek answers in this chapter.

To get answers—to lay bare the anatomy of our vast welfare state appar-
atus—we shall first analyze federal transfer spending in terms of the five
categories outlined at the close of chapter 1. This sets the stage for getting
to our more basic objective, which is to determine which people and what
other entities benefit the most from the great river of funds flowing through
the f?deral government’s Byzantine structure of taxes and transfers.
America’s once relatively modest; New Deal-inspired welfare state has
evolved into an extraordinarily complex welfare cum national security state,
a state that touches nearly every citizen’s life. We saw in table 1-4 that since
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Table 2-1. Federal Transfer Expenditures By Major Category as a Percentage
of Total Transfer Spending: 1948-1988 (Annual Averages in Percent for
Indicated Periods)

oM @ ©)] ) ®)
Grants to State

Transfers and Local Net
Period to People Governments Interest Subsidies Other*
1948-1959 515 133 - 211 6.6 .15
1960-1969 54.6 . 19.7 14.5 7.3 39
19701979 599 241 11.1 35 1.4
1980-1988 -59.3 16.4 18.7 38 1.8

2 Privmarily transfers abroad (i.e., foreign economic aid).
Source: Economic Report of the President (Washington, D.C., US. Government Printing
Office, 1964, 1989).

the end of World War II, approximately 90 cents out of every dollar spent
-at the federal level has gone either to transfers or the nourishment of the
military. Until we understand this fact, it is not possible to get a clear
picture of what it is that our national government really .does—and more
important, in this age of mounting claims on the public purse, what it
cannot do. ~

The Structure of Federal Transfer Spending

Table 2-1 gives us a percentage breakdown of total federal transfer spend‘;
ing by major categories for the post-World War II decades, 1948 througt
1988. To restate them, these categories are 1) transfers to people; 2) gr?n4s
to state and local governments; 3) net interest on the fe.de_ral dt?bt, 'l)
subsidies to business; and 5) a catch-all, Other category, consisting primarily
to foreign governments.
o %rf:l:fination if %hese data in detail reveals several trends. The most
important is that for the first three decades of this period, transfers ‘tyo
people grew in relative importance, rising from an annual average of 51.5%
of all federal transfer spending to 59.99% in the 1970s. Only in the 1980s was
there a small decline in the relative importance of this category. This overall

trend should not come as a surprise; transferring income to people is, after
all, the ultimate raison d'etre of the welfare state. Later we shall dig deeper
into these numbers, to discover, first, which people are benefiting from such
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spending: are they the rich, the poor, or the in-between? And second, how
do these people-directed transfers affect the distribution of income and the
poverty level in the United States? We noted in chapter 1 that transfers
played a significant role in bringing down the poverty index after 1965. But
progress in reducing poverty practically ended in 1973; the poverty rate
actually rose in subsequent years. Yet the data in table 2-1 display a
continued growth in transfers to people during the 1970s. So we have a
paradox, an increase in the poverty rate alongside continued growth in
transfers to people. A total explanation for this paradox must wait until-
chapter 3, when we analyze the overall impact of transfers and taxes on
income distribution and poverty. In this chapter we will concentrate on who
benefits from transfer spending. . : :

A second important trend involves federal grants to-state and local
governments. Until recently these were the second most important kind of
transfer outlay coming from Washington. For the first three post-World
War 11 decades, federal grants-in-aid to state and local governments, (as they
are formally called) rote steadily, going from 13.3% of federal transfers
in the 1948-1959 period to 24.1% in the 1970s. In parallel, state and local
governments came to depend more and more upon the federal government
for income. In 1948, they got 10.8% of their money from Washington; by
1979 this figure had more than doubled, reaching 22.7%. As we shall note
subsequently, a significant portion of federal grants to the states and
localities finances the parts of the federal welfare state structure that are
administered locally.

This trend in federal grants to the states and local government was
reversed sharply by the Reagan Administration. In the 1980s the percent
of federal grant-in-aid transfers fell to an average of 16.4%; in the same
period, federal money as a source of state and local government income
dropped to 15.1%. Examination of detailed data on federal grants to the
states and local communities reveals that the decline in the relative import-
ance of this category of transfers came from major reductions in federal
spending in three program areas.? The first of these is revenue sharing, the
program of unrestricted grants to state and local governments.’ Revenue
sharing, which totaled $6.8 billion in 1980 and was the showpiece item in
?he Nixon Administration’s much-publicized overhaul of the federal grants-
in-aid structure, was phased out entirely under Reagan. Grants under the
second and third categories, labor training and services and housing and
community services, were cut back significantly between 1980 and 1988, the
former by 52% and the latter by 25%.* During the Reagan years, transfer
spending for all purposes grew by 81.9%, but in the grant-in-aid category by
only 25.6%.°
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Of special significance are the changes in this 41 year period in transfers
in the form. of interest on the public debt. During the first three periods
shown in table’ 2-1, the net interest share of federal transfers steadily
declined, going from 21.1% in 1948-1959 to 11.1% in the 1970s. The pri-

mary reason for this change was a drop in the ratio of the outstanding

‘federal debt to the gross national product (GNP), a shrinkage that came
about because in these years the GNP grew more rapidly than the federal
debt. In 1948, the percentage ratio of outstanding federal debt to the
GNP was 96.3%; by 1979 this ratio had dropped to 33%.°

The 1980s—the Reagan decade—saw a sharp reversal in this trend. For
1980-1988, interest on the debt jumped to an average of 18.7% of all feder-
al transfers, displacing grants to the states and local governments as the sec-
ond largest category of transfers. In 1988, net interest on the debt was $151.4
billion as compared to total grants-in-aid of $111.4 billion. The reasons for
this trend reversal are easy to understand. First, it resulted from soaring
federal deficits in the 1980s, a development that pushed the federal debt-
GNP ratio to 53.5% by 1988. Second, long-term interest rates on federal
obligations have failed to come down to the same degree as the overall drop
in inflation in the 1980s, a development that has added to the costs of
servicing the debt. In the 1970s, a period noted for double-digit inflation, the
ield for U.S. Treasury securities of ten years duration averaged 7.5%, but in
the 1980s this average jumped by 3.33 percentage points to 10.83%, even
though the yield has come down in the last few years.’ :

What is one to make of this latest development? While the long-term
effects are not fully clear, by no stretch of the imagination can it be
described as healthy. In The General Theory, Keynes spoke in a hopeful
way about the possible «euthanasia of the rentier,” meaning an end

to conditions in which individuals were able to get rich by exploiting the

scarcity value of real capital. Keynes also raised doubts about the social util--

ity of interest, saying that “Interest today rewards no genuine sacrifice, any
more than does the rent of land.”8 Far from being euthanized, the 1980s
have seen a resurgence of the rentier class. Interest as a source of per-
sonal income in the economy now exceeds all other forms of property
income—profits from proprietorships and partnerships, rental income, and
dividends—and ranks second behind wages and salaries as an income
source.? It is to say the least curious, if not ominous, to note that aside from

direct work (wages and salaries), the two most important sources of income
in our society are now direct income transfers to people from government

and interest on the public debt, both forms of income disassociated with
producing anything. Further, it does not bode well for the future of the
economy when the beneficiaries of what has become the second largest
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category of federal transfer spending are concentrated overwhelmingly in
the upper ranges of the income scale. In 1976, the most recent year for
which data are available, 29.8% of all bonds (public and private) were

‘owned by the top 1% of all persons.'®

" The last two categories of transfer spending shown in table 2-1—
Subsidies and Other—declined steadily in relative importance during the
post-World War II era. In the first decade after the war, these two
categories accounted for 14.1% of all transfers; by the 1980s this combined
percentage had dropped to 5.2%, the largest relative decline coming in the
Other category. This reflects the decline in the importance of American
economic assistance to foreigners over the 40-year period. Subsidies to
business have also shrunk, although the figure on direct transfers to busi-
ness is misleading. Increasingly in recent years, business has been subsi-
dized through the tax code rather than directly. We will discuss this aspect
of the transfer system in chapter 3. However, subsequently in this chapter
we shall have a detailed look at these subsidies and at other non-people- .
based transfer spending by the federal government.

Income Transfers to People

From the foregoing overview of transfer spending, we can now shift our
focus to the largest single category of income transfers—those going to
people. Our objective is to pin down as precisely as possible who benefits
directly from these transfers. In dollar terms, siuch transfers totaled $481.3
billion in 1988, accounting for 43.0% of all federal spending, including
outlays for goods and services spending as well as for transfers. As far as the
transfers alone are concerned, 1988 outlays for spending included in the
five categories listed in table 2-1 totaled $737 billion, including administra-
tive expenses. Transfers to people equaled 65.3% of this figure.

To discover ultimately who is on the receiving end of this vast river of

- money flowing out of Washington, we must first examine the category of

transfers to people in terms of the major social welfare programs that fall
under this broac} umbrella. This examination will set the stage for reaching
our primary op]ective: locating the beneficiaries of people-dased transfer -
programs within the pattern of income distribution. In the final analysis, the
redistribution of income and wealth is what the welfare state is all about. So
what we want to discover is the ultimate impact of transfer spending on
America’s class structure. ' '
In pursuing this analysis, we shall adhere to the format developed in
chapter 1, a format in which transfer spending that fits the definition of the
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classic welfare state is distinguished from all other forms of transfer. spend-
ing, including some transfer spending that goes to people and also spending
arising from non-people-based income transfer programs. The latter totaled
$255.7 billion in 1988, so even for non-people-oriented programs we are not
talking about small sums. It is important not to lose sight of this funda-
mental distinction between transfers that fit into the classic welfare state
category and all other types of transfers, because a major theme of this
book is the explosion of all forms of transfer spending in this society far
beyond the relatively modest boundaries set down in an earlier day when
America’s welfare state was invented. This explosion is a fact of life in the
modern-day American economy. Later we shall examine the good and the
bad of it in an attempt to understand how the giant federal transfer engine
affects the economy’s performance, both now and in the future.

Table 2-2 provides the statistical information to accomplish the first step

in this line of analysis, namely to examine in detail the major social welfare
spending programs that properly belong under the rubric of transfers to
 people. The source of these data is the highly detailed national income and
product accounts published each July in the U.S. Department of Com-
merce’s Survey of Current Business. It has been necessary, however, to make

‘some adjustments to derive the figures shown in table 2-2.
There are two major adjustments, both.of which are important to getting
~ an accurate figure on federal transfers going to people,'! The first stems
from the fact that the federal government finances a significant portion
of people-based income transfers are actually made by state and local
governments. Some of the money spent under the designation of Grants-in-
aid to State and Local Governments in the detailed accounts.in the Survey
of Current Business fits into this qualification. Hence an adjustment has to.
be made in the federal figures for grants-in-aid transfers to reflect this. Fed-
eral grants-in-aid finance parts of Medicaid, AFDC (Aid to Families with
Dependent Children), some unemployment compensation, children’s nutri-
tion, and other forms of public assistance. These programs are administered
by the states and cities, but depend upon a combination of federal plus state
and local financing. In 1988 estimated income transfers to people that were
paid by the states and cities but were actually financed by federal grants-

in-aid totaled $43.3 billion."

The second adjustment made in table 2-2 involves estimating the portion
of federal government net interest outlays paid directly to people. The Sur-
vey of Current Business national income and product accounts.do not pro-
vide thi§ information, but it can be estimated from available data on the
ownership of the federal debt. The portion of the total outstanding debt

held by private individuals rather than corporations, banks, and other

Table 2-2. Federal Transfer Expenditures to People by Maij
2-2. ajor S
1988 (in Billions of Dollars and in Percent) copety e

ubcategoriés:

o Dollar Percent of Total
Category of Transfers Total Transfers of People
Classic welfare state progral;ns
Social Insurance®

1. Social Security and Disability $213.9

2. Unemployment compensation 13.1

3. Medicare 86.6
Subtotal $313.6 65.2%
Public Assistance

4. AFDC 9.3

5. Supplemental Security Income (SSI) 10.7

6. Food Stamps 11.2

7. Medicaid 315

Subtotal $62.7 13.0%
Total for classic welfare state $376.3 782%
Federal retirement programs

8. Civil service o 28.6

9. Military 19.5

10. Railroad 6.7

Subtotal $54.8 11.4%
Other programs

11. Veterans benefits 15.1

12. Black lung 15

13. Earned-income credit 2.1

14. Miscellaneous® 157

Subtotal 35.0 13%

Total for income assistance 466.1 96.8%

Interest on public debt

15. Payable to persons 152 32%

Total transfers to people 4813 100.0%

Total federal outlays $1,1183

Transfers-to-people as a percent of

federal outlays 43.0%

1SOCia| Insurance and other totals do not include administrative expenses as in table 1-1.
Payments to nonproﬁt'institutions, aid to students, and medical services for retired

tary personnel and their dependents.
Source: U.S. Department of Commerce, Survey of Current Business, July,

1989:
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financial institutions, as well as governments, is used to get this figure."” This

- proportion is surprisingly small; in 1988, just 71.3% of the total federal debt
was held privately, and of this figure the percentage held by private persons
was only 10%. Thus, it is estimated that of the $151.4 billion in interest paid
to private or nongovernmental entities, only $15.2 billion went directly to
individuals. Indirectly, of course, individuals get a much larger share of
the interest payments flowing from the federal government. They get this
income as either owners or creditors of the corporations, banks, insurance
companies, money market funds, and other private financial entities that
own the federal debt. This indirect sum is difficult to estimate; however, it
does not drop out of sight in our pursuit of the ultimate beneficiaries of fed-
eral transfers. Not at all. It shows up in the figures telling us what happens
to all the non-people-based transfers undertaken by the federal government
(table 2-7). These we discuss subsequently.

So let us now turn to an analysis of the data in table 2-2. What do these
figures tell us about how the federal government distributed nearly one-half
trillion dollars ($481.3 billion in 1988) in transfer income aimed at-people?

The first general conclusion that we can draw from the data in table 2-2
is that transfer spending that falls under eur rubric of classic welfare state
programs accounts for a major proportion of all transfers flowing directly to

- people. In 1988 the percentage was 78.2%. Federal retirement programs
—for civil service, military, and railroad workers—accounted for the next
largest percent, 11.4%, followed by other programs at 7.3%, including aid to
veterans. Last came interest on the public debt at 3.2%.

Second, it is clear that both overall and specifically within the classic wel-
fare state category, most income transfer spending stems from the Social
Insurance programs, namely Social Security, Unemployment Compensa-
tion, and Medicare. These Entitlement programs take the largest share

of the classic welfare state dollar. In 1988, outlays under the Social Insur-
ance category equaled 65.2% of all federal transfers to people, and 83.3%
of those transfers to people falling directly under the classic welfare state
designation.

The other side of this coin is that programs directed by design at the
poor—the means-tested programs—account for only a small portion of the
welfare state outlays. In 1988 Public Assistance Programs accounted for
only 13.0% of all people-directed transfers and 16.7% of outlays that fit into
the classic welfare state designation. These programs—AFDC, Supplemen-
tal Security Income (SSI), food stamps, and Medicaid—are the programs
popularly associated in the public mind with “welfare.” Statistically, the
figures show that only a miniscule portion of America’s welfare state spend-

ing is targeted by design to the nation’s poor. Since all programs falling
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undgr the Public Assistance classification are means tested—one has tobe a .
low-income person or in a low-income family to qualify—these are the fed-
eral programs that aim directly at the poor. Most Americans, if they think
about t.h_e. matter at all, no doubt not only believe that the ,pobr are the
beneficiaries of most of the money the federal government gives away, but
also that astrqnomically huge sums are involved. Neither belief is correc’t.
Although it is statistically correct that (in 1988) only 13.0% of all
people-based transfer spending was targeted at the poor, it does not follow
that th.|s figure is an accurate representation of the extent to which poor or
low:?r-m.come Americans benefit from federal transfer spending. This con-
clusion is too simplistic for two reasons. The first is that the poor, or at least
some of the poor, also qualify for benefits under other federal transfer
programs to p.eople. There is no sharp line of demarcation, in other words,
between Public Assistance and Social Insurance (and all other people- :

‘based transfer programs), with Public Assistance presumably going to the

poor and the rest to the nonpoor. It doesn’t work that way. Second, some

persons anfi some families who do not fall below the poverty line get some

of the publlc. assistance money flowing out of Washington, one reason being

the wide variation that exists between state programs. Eligibility and size of

benefits, it should not be forgotten, are determined primarily at the state
and }ocal level. The problem at this point, then, is to determine what pro-

portion of all federal people-based transfer spending—$481.3 billion in

1988 —actually goes to persons, households, and families who fall below the

poverty level. '

The 1988 Census Bureau Study

In 1988 the Bureau of the Census, a part of the U.S. Department of Com-
merce, published the results of the most massive study ever undertaken by
the federal government to measure the effect of both transfers and taxes on
the distribution of income and the prevalence of poverty in the nation.”
This study, which is of an experimental nature, but which ths Census
Bureau intends to continue, covered only a single year, 1986. It was de-
signed to show the distribution of income among households usiﬁg a variety
of definitions for income after taking into account both cash and in-kind
transfers as well as federal plus state and local taxes. We shall draw upon
the findings in this study to complete the analysis of how poverty levels are
affected by the federal transfer spending documented in table 2-2, and also
to examine the distribution of transfer spending in terms of America’s class
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structure. The Census Bureau data and findings are framed primarily in
terms of households (households are not the same as families), but the data
can be drawn upon to forge reliable answers to both the foregoing ques-
tions, namely the impact of income transfers on poverty and their impact on
America’s class structure (income distribution).

We start with the data in table 2-3. This table contains distributional data
for 1986 on money income for households arrayed by fifths, or quintiles, the
range being from the lowest fifth of all households to the top fifth. In 1986,
there were 89,479 million households in the American economy; in the
same year there were 64,491 million families in the nation. By Census
Bureau standards, a household consists of all persons who occupy a housing
unit, the latter being a house, and apartment, a single room, or group of
rooms intended as separate living quarters. A family, on the other hand, is a
group of two or more persons related by birth, marriage, or adoption who
reside together. There are more households than families, primarily be-
cause of one-person households. In 1986 there were on average 1.4 house-
holds per family, as compared to a ratio of 1.2 in 1967.'6 The increase in the
ratio of households to families over this period reflects the growth in
single-person households.

Table 2-3 contains two different kinds of distributional data. The first set

~ of distributional data shows the percentage distribution of total money -

income to households for two basic categories of income. These are 1)
money income before taxes from all sources, including cash transfer income
from government, and 2) the total of money income received by households
once government cash transfers are excludéd. The latter gives us the distri-
bution of money income that results from the free play of market forces. In
the table, this distribution is labeled market-derived income. The second set
of distributional data found in the table shows the mean, or average, in-
come for the two foregoing income categories pertaining to each household
income fifth, or quintile. Taken together, these two sets of distributional
data provide an extremely clear picture of the impact that government
income transfer spending has on the market-determined distribution of
income to households. Transfer spending changes in a significant manner
the pattern of .income distribution that would prevail in the economy in the
absence of income transfers.

Let us explore more fully the findings in table 2-3. Before transfers, the
mean or average income of households in the top income bracket—the
top fifth—was about 47 times greater than the average per household in
the bottom bracket—$69,691 vs. $1493. Transfers change this significantly;
after cash transfers are factored into the picture, the top bracket income

average was only 12 times larger than the lower bracket figure—$70,860

Table 2-3. Distribution of Measures of Money Income to Households Ey Income Quintiles: 1986
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Income and Poverty: 1986.
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compared to $5,904. Money income becomes less concentrated because of
transfers. The Gini coefficient, an index which measures the degree of
inequality, falls from .473 to .420 because of transfers (a fall in this index
shows less inequality).” It is interesting to note that transfers per se did not
significantly change the market-derived income shares (or averages) for the
middle three fifths of households. Before transfers, the middle three fifths
got 49.8% of money income, and after transfers they got 50.1%.

The picture is not quite as rosy as these statistics might suggest. They do
show that the pattern of income transfer spending is relatively progressive,
that is, proportionately more of transfer outlays are directed at lower-
income groups than at upper-income groups. This is as it should be if wel-
fare state spending is to succeed in its objective of eliminating want. But
there is still a long way to go. Before transfers, money income in the lowest
bracket averaged only 15.7% of the poverty threshold income level for
households ($9531 in 1986). After transfers, this percentage increases to
61.9%. This is an improvement, but money income on. the average in the
lowest fifth of households still falls far short of the poverty level for
households in the United States. In 1986 there were 34.5 million persons
living in the 17.9 million households found in the bottom range of the
quintile-based distribution scale. This means that almost all the persons liv-
ing in bottom-fifth households in 1986 were below the poverty level. Census
Bureau poverty statistics showed that 32.4 million persons lived below the
«official” poverty threshold in 1986; for all persons, the poverty rate was
12.0% in that year.!8 In addition, consider the following. Prior to transfers,

one fifth of the households got almost one half—49.2%, to be exact—of

income derived from the market. After transfers, the share of the top fifth
was less, but not greatly less, having fallen to 46.1%. Household income dis-
tribution is still markedly unequal in the United States.

The foregoing discussion takes us part of the way, but not the who_le way,
toward solving the puzzle of how much of federal people-based income
transfers actually go to the poor. Other data contained in the 1986 Census
Bureau study help us to reach this objective. Table 2-4 is constructed from
data found in the Census Bureau study to show the portion of total money
income transfers and total income transfers in kind: (as calculated by the
Census Bureau) going to households in each quintile. These proportions
(or percentages) are then applied to the figure from table 2-2 to construct
table 2-5, in which we show the distribution to households of cash transfers,
in-kind transfers, and total transfers by fifths (quintiles). These data give us

one of the pictures we are seeking—the distribution of federal transfer
spending in terms of the percentage share of total transfers going to house-
holds in each fifth (quintile).
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Table 2-4. Distribution of Cash and In-Kind Transfers to Households by

. Income Quintiles: 1986 (in Percent)

Lower Second Third Fourth Top

Form of Transfer Fifth Fifth Fifth Fifth Fifth Total
Cash transfers . 36.1 26.9 21.1 6.4 9.5 100.0
In-kind transfers 26.1 28.2 21.2 129 116 100.0

Source: U.S. Department of Commerce, Bureau of the Census, Consumer Income, P-60,
Measuring the Effect of Benefits and Taxes on Income and Poverty, 1986.

Table 2-5. Distribution of Cash and In-Kind Transfers and Total Transfers to
Households by Income Quintiles: 1986 (in Billions of Dollars and in Percent)

S Lower  Second Third Fourth Top
Form of Transfer Fifth Fifth Fifth =~ Fifth Fifth Total

Cash Transfers®

Dollars (billions) $97.0  $72.3 $567  $172  $255  $2688
Percent 36.1% 26.9% 21.1% 6.4% 9.5% 100.0%
* In-kind transfers® .

Dollars (billions) $33.7 $365 $274 $16.7 $15.0 $1293
Percent 26.1% 28.2% 21.2% 12.9% 11.6% 100.0%
Total transfers® ‘

Dollars (billions) ~ $130.7  $108.8 $84.1  $339  $405  $398.1
Percent 328% 21.3% 21.1% 85% 102%  100.0%

2 [ncludes Social Security, unemployment insurance, AFDC payments, SSI, railroad retire-
ment, and payments to veterans. '

Y Includes Medicare, Medicaid, and food stamps.

“Total income transfers covered by data in this table encompass 82.7% of all federal

transfers to people.

Source: U.S. D'g:parlmcnt of Commerce, Burcau of the Census, Consumer Income, P-60,
Measuring the Effeci of Benefits and Taxes on Income and Poverty, 1986.

Return for a moment to table. 2-4. The table shows that slightly more
than one third (36.1%) of cash transfers go to the households at the bottom
of the scale. The remaining transfers are spread in a rough, progressive
fashion over the other four fifths of the households, except that the top fifth
gets a higher proportion of total transfers (9.5%) than the quintile immedi-
ately below (6.4% to the fourth fifth). If we tentatively consider the lower
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fifth of households as poor and near-poor, the middle three fifths as middle
class, and the top fifth as upper class or affluent, the distribution of cash
transfers roughly corresponds with the idea advanced the introduction to
this book—namely, that we have in America a three-tiered welfare state.
According to this breakdown, the bottom tier get 36.1% of cash transfers,
the middle tier 54.4%, and the upper tier 9.5%. Roughly the same pattern
prevails for in-kind transfers, -save that they are less skewed toward
households on the bottom. For in-kind transfers, in 1968 the bottom tier got
26.1% of the total, the middle tier 62.3%, and the upper tier 11.6%. Given
the basic structure of classic welfare state spending in this country, these
results are not surprising. As pointed out earlier, the overwhelming pro-
portion of people-based transfers fall under the Social Insurance category,
the beneficiaries of which are to be found predominantly outside the ranks
~ of the poor. :

Table 2-5 sums up our findings to this point, showing both the distri-
bution in dollars (billions of dollars) and in percent to each fifth (or quin-
tile) of households of nearly all of the $476.6 billion in transfers directed
toward people, as shown in table 229, At this point, no attempt is made to
allocate to household quintiles the $48.1 billion in federal Civil Service and
military retirement income or the balance of $19.9 billion under the Other
Programs heading. The reason is that the precise location of the recipients
of these transfers within the household array by quintiles is not known. The
same may be said for the $15.2 billion falling under the Interest on the
Public Debt category. Persons getting transfer income in these forms—i.e.,
retired civil servants, military personnel, and owners of U.S. government
bonds—are most likely to be found in the upper-income ranges. Thus, if
these sums had been included in table 2-5, the pattern of dollar and per-
centage distribution probably would have been skewed slightly more toward
households at the top of the distributional scale.

In dollar volume, $130.7 billion, or 32.8% of the total, went to house-

holds in the bottom fifth of the distributional scale. Households in the
middle three fifths collected $226.8 billion in benefits (56.9% of the total),
while households at the top received $40.5 billion in transfers, or 10.2% of
the total shown in table 2-5. Thus, the combined effect of cash and in-kind
transfers follows the three-tier pattern, with some overall progression since
the lower 20% of households got a larger share of transfer outlays and the
upper 20% a smaller share. The middle tier (60% of households) got
almost the same share of transfers (56.9%). There should be no doubt
(table 2-3) that transfer spending that fits into the classic welfare state

structure has played a key role in reducing poverty in this country. But
there should be no doubt, either, that America’s welfare state also works in
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a way, as columnist George Will once pointed out, that makes “the middle
class purr contentedly.”? !

Transfer Spending and Class in America

Americans do not particularly like to talk about social or economic classes,
preferring mostly to think of themselves as “middle-class.” Some years
ago Robert Heilbroner, distinguished Professor of Economics at the New
School for Social Research, wrote a significant article on this topic. In his
article, “Middle-Class Myths, Middle-Class Realities,” Professor Heilbro-
ner pointed out that while surveys showed that four out of five Americans
viewed themselves as belonging to the middle class, the reality is that, at
best, only about 35% of the nation’s population falls into this economic
category.? In his analysis, Heilbroner arranged the population into four
major classes, the poor and near-poor at the bottom (20%); the working
class next up the ladder (40%), the middle class above them (35%); and
finally at the top, the upper class and the truly rich (5%).

There is no precise and necessarily correct measure of economic class in
America. Table 2-6 draws upon recent Census Bureau data to modify and
update the picture of America’s socioeconomic class structure developed by
Professor Heilbroner some years earlier. In the table, which arrays families
into six basic socioeconomic classes—the poor, near-poor, working class,
middle class, upper middle class, and affluent and above—percentage data
are given on the distribution of familiés and various types of income among
these different classes. These data are for 1983. For reasons that are un-
clear, but that perhaps relate to budget stringency, the Census Bureau
stopped developing this type of distributional data after 1983.

. With reference to income, table 2-6 shows the distribution among these
six socioeconomic classes of four types, namely, 1) wage and salary plus
self-employed income; 2) income from the ownership of property; 3) in-
come from Social Security, including railroad retirement income; and 4)
income from public assistance. These data enable us to develop a reason-
ably clear. picture of the distribution of market-based income and transfer-
payment income ‘among the six major socioeconomic classes depicted in the
table. As such, the data add a further dimension to the question that we
have been pursuing in this chapter, namely who are the people who benefit
from the vast flood of transfer money pouring out of Washington and
where are they to be found in the economic scheme of things. _ A

Let us now return to the data in table 2-6. According to the table, 22.0%,
slightly more than one fifth, of all families find themselves in the “poor” or
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generated through the tax system. Consequently, the welfare state structure
overall is skewed even more strongly toward the middle and the top of
the income ranges then these data on money income transfers to people

indicate.

Non-People-Based Transfer Spending

And what of the remaining transfer expenditures, those that do not go
directly to people? The sums involved are not small; in 1988 they totaled
$255.7 billion, which was 34.7% of all transfer spending and 22.9% of feder-

al government outlays for all purposes.”? Who are the beneficiaries of these

transfers? A word of caution is in order here. The term non-people-based is
to some extent a misnomer, since much of such spending eventually finds its
way into the pockets of persons. But there is no easy and accurate way to
identify these persons. Consequently, we have to be content largely with
examining the types of programs, activities, and organizations that received

the $255.7 billion spent by the federal government in 1988 under the broad

rubric of non-people-based spending.
These data are found in table 2-7. Of the totals shown, it is unlikely that

any but a tiny percentage reaches people in the lower income ranks. The
largest share (53.3% or $136.2 billion) of non-people-based transfers goes
for interest on the federal debt. Foreign holders of the federal debt got the

largest part of interest outlays ($29.6 billion), followed by payments to state
and local governments, commercial banks, insurance companies, .corpora-

tions, and money market funds, in that order.
Grants to state and local governments, excluding grants that support
people-based programs, got the second largest share of transfers shown in
table 2-7. They totaled $72.2 billion in 1988, accounting for 28.2% percent
of all such transfers. Within this category, the largest amount ($18.7 billi(_)n)
went for income-supported welfare programs, so there is a presumption
that some of this money was funneled through the state and local govern-
ments to the poor. Undoubtedly, too, administrative expenses absorbe:d
parts of the total, but the precise amount cannot be determined. Of the Aid
to Education category ($9.9 billion), approximately 68% went to elementary
education, so here too, presumably, some poor children were among the
beneficiaries. The second largest program under the grants category was
transportation ($17.3 billion), of which 81% went for highways and 14% for
mass transit.”
Subsidies to business (less the surplus from government enterprises)

rank third in magnitude for the non-people-based transfer category. These

'tl;ab(I:e 2-7. Distribution of Non-People-Based Federal Transfer Expenditures
y Category and Programs: 1988 (in Billions of Dollars and in Percent)

Dollar Percent o,
vCategory Total total 4
Grants to state and local governments
* 1. Income-supported welfare $ 18.7 - 13%
2. Transportation 17'3 : 6.8'
3. Aid to education : §.9 3~9
4. Housing and community service 6.8 2.7
5. Health and hospitals 4.3 ' 1'7
6. Labor training . 28 11
7. National defense and space  ~ ' 2~. 5 ) 1.0
8. Natural resources 1.6 ’ 0'6
9. Government administration ) 1.0 A | 0.4
10. Energy ‘ 1'0 0.4
11. Other® 6.3 ' 25
Total Grants to state and local governments $ 722 28.2%
Net interest on the public debt® '
1. Commercial banks 158 6.2
2. Insurance companies 9.1 36
3. Money market funds 10 : 04
4. Corporations _ . 7.1 : 2:8
5. State and local government . . 25.6 " 10.0°
6. Foreign holders of debt 29.6 11.6
7. Other® L - _419 187
Total interest on the public debt $136.2 "53.3%
Subsidies to business ‘ : :
1. Agriculture $ 242 9.5%
2. Housing 12.4 438
3. Transportation 1.8 0.7
4. Postal Service 13 0.5
Subtotal $ 397 15.5%
Less: Surplus or government enterprise __36 1.4
Total subsidies to business $ 36.1 14.1%
International
1. Foreign economic aid 1.1 43%
Total non-people-based transfers 255.7 100.0%

a -
Includes civilian soci ai ati i i
o : socn.ely,.vctcrans aid, recreation, agriculture, and economic development.
xcludes interest paid directly to persons.

c H e . . L . .

‘ Includes savings and loan associations, credit unions, nonprofit institutions, mutual
savings banks, and corporate pension trust funds.

Totals are rounded.

Sources: U.S. Department of Commerce, Survey of Current Business, July, 1989; Economic
Report of the President, 1989. .
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~ transfers before subtracting the surplus equaled $39.7 billion in 1988, which
was 15.5% of all transfers shown in table 2-2. Agriculture ($24.2 billion) and
housing ($12.4 billion) got the lion’s share of these transfers; their com-
bined total is 92% of all subsidies to business. Here again, however, caution
is in order. These figures by no means tell the full story of the extent to
which the federal government subsidizes business. Most business subsidies
work through the tax system, not by direct grants. So to complete this part
of our picture, we shall have to wait until we have examined in chapter 3 the .
phenomenon that has come to be known as tax expenditures. Finally, for-
eign economic aid, a dwindling category, equaled $11.1 billion, or 4.3% of
all non-people-based transfers in 1988. This was a mere 0.6% of all transfer

outlays.

Federal Transfers and the National Income

In concluding this chapter, there is yet another useful way in which we can

look at how the federal government through transfer spending affects the
g the

income that people earn and ultimately get. This is by examinin
relationship between total transfer spending by the national government
and the national income. Why the national income? The reason is that the
national income is the best single measure of the income people get from
" the market by virtue of their ownership of the economic resources that
enter into the production of useful goods and services. These resources are
the familiar economic triad of labor, land, and capital, without which pro-
duction would not be possible. GNP is perhaps the best-known measure of
overall economic activity, but it is a measure of the value of the national
output. For our purposcs, national income is better because it actually
measures the income earned by persons who participate in production,
either directly because they work for a living or indirectly because they own
ields them an income. In short, national

property—land and capital—that yi 1 '
income is a measure of the total of wages, rents, interest income, and profits

that people receive during any income period. -
At this point, a caveat is in order about the matter of the ownership or

resources that yield income through the market, and also about the use
of the word earned in connection with such income. As defined above,
national income is essentially a technical measure that simply sums up the
amount of income in the forms indicated—wages, rents, interest, pro-
fits—paid out in a production period (normally. a year) to those who own
the resources. It does not tell us anything about the distribution of that
ownership, save, of course, for human labor. Because we are a non-slave-
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- owning society, labor income is distributed to those who perform the labor.

3::) t:;nd:;t:ll::]t(llo:nzfc?;i(t):rnf;gg] I';u}d and capital depends upon those
o ; ; national income statistics. per se cannot, and
. s us anything about this distribution. National income statistics -
merely reflect the valuation that the market places on the services
contnbuteq by f:apital and labor to the process of production. The income
g(fel:]erated in this fashion goes to those who own the resource.s. The matter
?r N OW resource ownf:rshlg is distributed, like the matter of the general dis-
ibution of wea!th, is an important but different economic question than
the one we are discussing here. ' !
g ThlS. brings us natural.ly to ‘thg word eamed as it is commonly used in
discussions about the national income and its breakdown into wages, rents,
interest, and profits. In a technical, economic sense, earned as used, above
m(:re!y refers to the fact that the market will, if left to its own devices, allo-
cb:s ?S l(r)lfcct):;e mto l\(vh?e'ver owns a resource (capital, land, or labor) on the
basts O ar c?t§ Ju.dgment of the worth of the services of that resource
pre uctlg?n. ’I.'hls is simply the way that economists view the matter in the
relatively simplified models they construct of how the economic system
9perates at this level. This market-based distributional structure does not
in any way tell us whether a person getting income from the resources—
f:speaall)j property resources—that he or she owns really “deserves” that
income in a deeper philosophical sense. In the practice of economic
accounting at the national level, a Rockefeller, for example, may “earn”
through the market millions of dollars in any one year without raising a
finger in labor simply because he was fortunate enough to inherit vast
amounts of property whose services are useful in the production of goods
and services. It is unfortunate, perhaps, that the term eamed is used in the
?ontext of the split of the national income figure among wages, rents,
mter.est, zfnd profit, because it carries the connotation that the income so
obtained is thereby deserved in a more basic, philosophic sense. This is far

from the truth.
The foregoing caveat aside, let us return to the matter at hand, namely

how the total of federal transfer spending in relation to the national income

has evolved over time. This relationship is useful because by comparing the

size of the national income to transfer outlays, we get yet another way of
§eeing statistically the role that the federal government plays in rearranging
income “eafned” through private production and the market process by
the mechanism of transfer spending. Early in this chapter (table 2-1), we
saw Fhat approximately two thirds of what the national government does
consists of rearranging incomes. This was within the context of the govern-

ment itself in terms of what it does. Now by linking transfers to the national
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Table 2-8. The National Income and Federal Transfer Expenditures: Selected
Years, 1929-1989 (in Billions of Current Dollars and in Percent)

. Transfers as

National Transfer a Percent of
Year Income Expenditures®  National Income Observations
1929 $ 847 $12 1.4% Boom depression
1933 394 1.8 4.6
1939 71.2 3.8 5.3 :
1945 °~  181.6 99 5.5 End of World War II
1950 239.8 221 » 9.2 Eisenhower Era
1955 336.3 237 7.1
1960 4249 395 . 9.3 Kennedy Era
1965 585.2 709 - 12.1° Great Society begins
1970 832.6 109.0 13.1 ‘
1975 1289.1 235.0 18.2 Transfer explosion
1980 .2203.5 407.0 185
1983 2719.5 5524 20.3 Reagan Revolution
1986 34126 668.3 19.6
1989 4265.0 7926 . 185 Bush Presidency

8 Includes administrative expenditures.
Source: Economic Report of the President, 1990; Current Economic Indicators, latest issues.

‘income, we can get some feel for the importance of these activities within

the context of the economy as a whole.
The figures that tell this story are found in table 2-8. This table shows,

for selected years from 1929 to 1989, the current dollar value of the national
income, all federal transfer outlays, and the latter calculated as a percent of
the former. It is the percentage figures that tell the interesting story.

In 1929, the eve of the economy’s plunge into the Great Depression,
transfer spending was a mere 1.4% of the national income. At this time, of
course, the concept of the modern welfare state was unknown. At the depth
of the depression (1933), transfers in relation to the national income
jumped to 4.6%, reflecting primarily the emergency relief measures of the
first year of the New Deal. During the depression years the percentage rose

steadily, reaching a level of 5.3% of the national income by 1939. This
happened because of the formal institutionalization of the welfare state

machinery in the 1930s through Social Security and related programs. In the -

first two decades after the end of World War II, transfer spending grew
modestly relative to the national income, reaching 9.3% of the income
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figure by l96p. For the most part this upward shift came about because of
the broadening of the coverage of the Social Security Act and the improve-
ment of beneﬁ‘ts for persons covered by the legislation. In 1965 the Great-
Society came into the picture, which through Medicare, Mcdicaid, and

“other legislation led to the transfer explosion of the 1970s. In 1983, a year of

n?covefy from the deep 1981-1982 recession, transfer spending reached a
high watermark fqr the post-World War II era, equaling 20.3% of the
national income. Since then and under the influence of the Reagan Rev-

olution, the topi
18.5%. opic of chapter 4, the percentage figure has dropped back to-

. So what are we to make of these data, other than that they show a rela-
tively st.eady upward trend in transfer spending calculated as a percent of
the nat.lonal income? What these data do is to give us a rough handle, an
approximate but useful measure of the extent to which the national govern-
ment involves itself in the redistribution of income that comes from pro-

“duction and earnings in private markets. In 1929, to illustrate, only $1.40 for

every $100 was rearranged, so to speak, by deliberate action on the part of
the federal government. The underlying assumption here is that the intent

of trans.fer spending is, for better or for worse, to redistribute income.

Oth<?n.v15c such spending has no particular point, even with reference to

subsidies to business. Look what has happened: by 1983, approximately

$20 out of every $100 earned through the marketplace was subject to the

redistributional reach of the national government. Here one must proceed

quite cautiously; this fact is not in and of itself necessarily good, or necess-

arily bad, but basically represents what is going on. Moreover, the figure °
does mean that every transfer dollar spent involves taxing Peter and paying

Paul—sometimes Peter both pays the taxes and gets the benefits. What

it does show statistically is the magnitude on the stage of ihe national
economy of the income redistribution role being played by the federal
government.

Some Summary Comments

We began this chapter by exploring statistics that tell us what the federal
government does with all the money it spends annually. We discovered,
first, that approximately two thirds of this spending is redistributional by
nature—transfer spending, in other words. Then we followed the trail of
these statistics through their impact on people, on households, on families,
and on class structure in America. In this journey we were able to discover
how the vast river of transfer money flowing out of Washington affects
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_poverty and the distribution of income between the rich, the poor, and the
middle classes. We saw, too, that the relatively simple schema for a welfare
state put into place during the New Deal of the 1930s has evolved into an
exceedingly complex structure, touching the economic life of nearly every
family in America. Finally, our statistical trail brought us up against the fact
that roughly one dollar out of every five earned is in some way touched by
the vast redistributional machinery of the federal government.

But this is far from the whole story. What we have explored in this chap-
_ter is the spending side of the redistributional activities of our national
government. There remains the other side, the taxing side. Far more than
most people realize, the tax system of the federal government has become
a-part of this mechanism. Federal taxes are not designed simply to raise

money for the national government. They are designed to do many other

_ things, some good, some bad, but nearly all of which have a redistributional .

- impact. So until we explore these matters, our picture of the real nature of
America’s welfare state and how it works is woefully incomplete. It is to this
task we now turn in chapter 3. ’
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{ o 3 TAX EXPENDITURES:
' " THE HIDDEN TRANSFERS

The pictﬁre being drawn of the redistributional role of the national gov-
ernment will not be complete until we have described and analyzed the
phenomenon of rax expenditures, aptly described as hidden transfers. This -
strange-sounding phrase and the concept that lies behind it was developed
by the late Stanley S. Surrey, former Assistant Secretary of the Treasury,
in the waning days of Lyndon Johnson’s administration. Even though tax
expenditures are a concept not fully or uncritically accepted by economists
and fiscal experts, the concept is now enshrined in the law. Through it we
obtain further insight into the extent to which governmental power is being
used to determine who gets what-in the way of money income in our
society. Thus, to paint the full picture of America’s welfare state and how it

works, we need to examine tax expenditures and their impact on the distri-
bution of income.

Even though the notion of a tax expenditure appears to be an oxymoron,
there is a basic logic to the concept. Moreover, the concept is not difficult to
understand. As we saw in the last chapter, the federal government is deeply
involved in providing income directly or indirectly (in cash or in kind) to
persons, business firms, nonprofit institutions, and even other governments
in our society. It does this through the mechanism of transfer payments. We
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must also recognize, however, that the way in which people and business
firms are treated for tax purposes gives the national government enormous
power over the amount of money income that people finally get and keep.
Paying taxes leaves all persons and business firms with less money in their
pockets—less take-home money, as is sometimes said. This elementary fact
-would be of no great consequence if in its taxing policies the federal
government treated everyone equally. In this ‘context, equally does not
mean that every person pays the same amount of taxes. It means something
quite different, namely that after people and business firms pay their taxes,

they are left in the same economic position relative to each other as they

were before paying taxes. If such were the case, the tax system would be
neutral as far as the distribution of income is concerned.' Sometimes this
idea is described as the principle of equal treatment for persons in like
circumstances, a principle easy to state but hard to implement.

The foregoing discussion begins to tell us what tax expenditures are all
about. Basically, they bear on the fact that the tax system is not neutral, that
people in like circumstances are not treated equally in the way-they are
taxed. Tax expenditures concern the extent to which the tax system is used
as a deliberate instrument to change the distribution of money income that
would prevail if taxes truly were neutral. The concept should not be con-

fused with the fact that tax revenue is used to finance transfer spending that

alters money income distribution; it is more subtle and more far-reaching
than that. Tax expenditures concern the fact that after paying taxes, persons
or business firms who were in like circumstances before paying taxes find
their economic situation changed relative to one another. This is a different
matter than the fact that some of the taxes we pay may g0 to finance trans-
fer spending. -
Unlike transfer spending, for which there is no official definition in the
statutes, tax expenditures are defined by law. In the 1974 Congressional
Budget Act, tax expenditures are identified as “....those revenue losses
attributable to provisions of the federal tax laws which allow a special
exclusion, exemption, or deduction from gross income, or which provide a
special credit, a preferential rate of tax, or a deferral of tax liability.”? In
plain English, this means that some people get breaks in determining either
their income for tax purposes or their taxes that other people do not get. To
take an extreme but simple example, we have, on the one hand, a senior
citizen with $10,000 in income from Social Security and $10,000 in interest
income from municipal or state bonds, and on the other, a worker with a
$20,000 income from a factory job. They are in like circumstances economi-

‘cally speaking, because both have a total income of $20,000. But all the
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inf:ome received by the senior citizen is exempt from federal income tax-
ation, yvhereas at least a part of the worker’s income after allowable
deductions and adjustments may be taxable. Tax revenue is lost to the fed-
o:aral government because of the special treatment accorded the kind of
income .the senior citizen gets as compared to the kind the worker géts. To
be precise, tax expenditures equal the tax revenue that the federal govern-

ment does not get because special or selective tax relief is extended to some

persons and business firms.

i Why are these losses called expenditures? Literally, they are not expen-
itures—that is, outlays of money by the government—but their economic

‘effect is similar to payments actually made by the government. If the federal

govern}'nc?nt pays 0!1t money to someone through transfer spending, that
person’s income is increased. In similar fashion, if the federal government
exempts some or all of a person’s income from taxation, that individual’s
usable or spendable income is greater than what it would have been in the
absence of any favored tax treatment. The income position of the individual
or business is changed in either case, but when tax expenditures are in-
volved, the change comes about through a reduction in liabilities rather
than through an increase in transfer payments.

. What lies behind this-concept is the assumption that the “normal” objec-
tive qf the tax system is to raise revenue for the government. Whenever an
individual, a group of individuals, or some business firms get special treat-
ment so that their taxes are less than they would have ‘been in the absence
of the special treatment, we have a tax expenditure. In its primer on tax
expenditures, the U.S. General Accounting Office (GAO) summarized the
concept as follows: '

The tax expenditure concept is based upon the idea that an income tax system
can be divided into two parts. One part contains just the rules that are necessary
to carry out the revenue-raising function of a tax on income; rules prescribing
how net income is to be measured, what the tax unit is, what tax rates apply, and
so forth. :Ihe other part contains exceptions to these rules that reduce some
people’s incomes, but not others’. These exceptions have the same effect as
Govemment payments to favored taxpayers. By identifying these provisions as tax
expenditures, officials are better able to determine the total amount of govern-
ment effort or influence in a program area.’

Not only are tax expenditures defined by law, but the: 1974 Budget Act
also required that both the President and the Congressional Budget Office
prepare each year a list of tax expenditures with estimates of their costs to
the federal government in revenue lost. Further, the Joint Committee on
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- Taxation now publishes annually five-year projections of tax expenditures
for use by the two major revenue committees of the Congress.* In making
this report, the Joint Committee on Taxation (JCT) adheres to the GAO
structure described in the previous paragraph, namely distinguishing be-
tween the “normal” and “exceptional” features of the income tax system.

Aside from the basic fact that the economic effect of tax expenditures
differs little from transfer payments, there are two other important reasons
why it is desirable to have a full accounting of this side of the fiscal actions
by the federal government. Prior to the 1974 Budget Act, tax benefits that
significantly affected the income position of particular groups often origin-
ated in administrative rulings by the Internal Revenue Service, rulings that
were not necessarily mandated directly or indirectly by the Congress. Thus,
they escaped scrutiny by the Congress, something that might not have
happened if they were line items in the budget. If, however, they are built
into the budget and viewed like expenditures, even though cast in the
language of the tax system, they should become a part of the expenditure
control that is a normal part of the congressional budgetary process. Such is
the theory. It is by no means clear, however, that the existence of a tax
expenditure budget always results in closer congressional control and scru-
tiny over the tax expenditure side of the federal government’s ledger.

A second important reason for the construction of a tax expenditure
budget is that by means of such a budget it is possible, in principle, at least
to determine whether or not a particular social or economic objective might
not be achieved more efficiently and more equitably through a direct trans-
fer payment rather than by special or favored tax treatment for some
persons, groups, or business firms. Politically, the advantage of tax expen_dl—
tures is that their income distribution effects are hidden from view, which
is not normally the case with transfer outlays. Using the federal tax systenl

to attain social or economic objectives that many people deem “good.

—home ownership, for example—is an old story in the pniteq States. It is

not necessarily wrong that the tax system is used fgr social engineering, but

in a democracy it is healthy and desirable that citizens know. the gxtgnt to
which this is being done. A tax expenditure budget supplies this infor-
mation. Aside from some major changes in tax expenditures as a result of
the Tax Reform Act of 1986 (discussed subsequently), there is no strong
evidence that through the tax expenditure budget the Congress is continu-
ally examining whether or not some of the objectives sought through tax
relief could be attained more fairly and efficiently through transfer spend-
ing. The Congress should do this, but until the public is much more aware
than it now is of the existence of tax expenditures and demands such action,

it is unlikely to happen.®

TAX EXPENDITURES: THE HIDDEN TRANSFERS -6l

A Short History of Tax Expenditures

Even though the concept of tax expenditures was déveloped relatively re- -
cently, the use of the tax code to subsidize particular activities is as old as

. the first income tax law enacted after adoption of the Sixteenth Amend-

ment to the Constitution. The 1913 income tax law allowed deductions for
mortgage interest and state and local taxes on homes owned by taxpayers,
as well as deductions for some nonbusiness state and local taxes. These
deductions have remained essentially unchanged ever since, resisting all
efforts to eliminate or modify them. Charitable contributions, another .
major tax expenditure for individuals, were made a deductible item by the
1917 Revenue Act. The notion of accelerated depreciation was introduced
into the tax code in 1946. -

From 1967, when the first comprehensive listing was compiled, until
1986, tax expenditures grew steadily both in absolute amount and as a per-

- centage of the GNP. The first break in this trend came in the 1987 fiscal
year, when the effects of the Tax Reform Act of 1986 began to be felt. This

Act and its impact on tax expenditures are discussed in the next section. In

1967, the first year for which detailed data are available, tax expenditures

for corporations and individuals combined totaled $36.6 billion, a figure
equal to 4.5% of the 1967 GNP and 23.9% of all federal revenues. There
were 50 different types of tax expenditures then.

Table 3-1 traces the growth of tax expenditures as a percent both of the
GNP and of total federal revenues since 1967. These percentages peaked in
fiscal years 1986 and 1987. In 1986, tax expenditures totaled $424.5 billion,
reaching 10.0% of the GNP and 52.1% of federal revenues. In 1987 the
percentages were 10.0% and 50.2%, more than double what they were in
1967. Thereafter, they dropped sharply because of the elimination of some
major types of tax expenditures in the Tax Reform Act of 1986. As the dis-
cussion in the next section will show, changes in the corporation income tax
account for the greater proportion of the decline shown. Figures 3-1 and
3.2 traces these changes graphically. The dramatic natuic of ihe changes
wrought in tax expenditures by the 1986 law is also evident in these charts.

A close look at figure 3-1 shows that from 1967 to 1979 (13 years), tax
expenditures measured as a percent of all federal revenues grew from
23.9% of federal revenues to 30.5% in 1979. Table 3-2 shows a similar pat-
tern for tax expenditures relative to the GNP. As compared to the years
from 1980 through 1988, this growth was relatively moderate. For the whole
of the 13-year period (1967-1979) tax expenditures averaged 27.1% of fed-
eral revenues and 5.2% of the nation’s GNP. The onset of the 1980s saw,
however, a sharp increase in tax expenditures, both as a percent of federal
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Table 3-1. Tax Expenditures in Dollars and as a Percent of GNP and Federal

Revenues: 1967-1990 (in Billions of Dollars and in Percent) @
Dollar Percent Percent of o
Year" Amounts of GNP Federal Revenues I~
2]
1967 $ 36.6 4.5% 23.9% ©
1968 44.1 - 4.9 24.9 e
1969 46.6 4.8 233 w0
1970 43.9 43 225 %
1971 517 47 25.5 S
1972 G508 4.9 25.8
1973 65.4 4.8 24.8 3
1974 82.0 5.6 29.6
1975 92.9 5.8 : 319 ®
1976 97.4 5.5 30.2
1977 113.5 37/ 303 @
1978 123.5 35 29.1 &
1979 149.8 6.0 ! 30.5 © 2
1980 181.5 6.6 33.7 o o
1981 228.6 7.5 36.7 Ll
1982 253.5 8.0 39.4 ez 3
1983 295.3 8.7 45.7 - L
1984 322.0 8.5 452 ™~ =
1985 365.1 L 47.0 o 2
1986 4245 10.0 52.1 M 2
1987 450.5 10.0 50.2 0 s
1988 321.1 6.6 33.5 2
1989 292.7 5.7 28.0 = 5
1990 312.1 (est.) N.A. N.A. s écg
41967 to 1973, calendar years; 1974 to 1990, fiscal years. R 3
Source: Congressional Budget Office, Annual Report on Tax Expenditures, September, 1981, g
for years 1976 through 1981. For years 1982 through 1990, tax expenditure totals are from the = ?,
Joint Committee on Taxation, Estimates of Federal Tax Expenditures, Annual Reports for 1982~ ®
1989. Economic Report of the President, 1989, is the source for GNP and total federal revenue rt?_ 3
data. bl
@ &
2 a
revenues and as a percent of the GNP. For the years 1980 through 1987 % X
(eight years), tax expenditures averaged 43.8% of federal revenues and © X
8.6% of GNP. 3
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The reason for this relatively explosive growth in tax expenditures during
these years was not because their rate of growth jumped significantly above
the growth rate for the earlier period. From 1967 through 1979, the average
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Figure 3-2 Tax expenditures as a percent of GNP: 1967-1989
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annual rate of growth for tax expenditures was 12.2%. In the later period,
1980-1987, this average increased to 14.9%. The more important reason is
that the Economic Recovery Tax Act of 1981, labeled a “Christmas Tree”
bill by its critics, added 11 new tax expenditures (there were 92 in 1980) and
expanded 21 existing ones.® After 1987, tax expenditures as a share of both
federal revenues and the GNP dropped dramatically, falling to 28.0% of
federal revenues and 5.7% of the GNP by 1989.

Besides the marked upward jump in tax expenditures between 1980 and
1987, there was a slight upward bulge in their magnitude between 1973 and
1975. After 1975, the ratio of tax expenditures to federal revenues dropped
slightly before it began to shoot upward in the 1980s. The reason for these
changes was the 1974-1975 recession, the most severe downturn since the
Great Depression until the 1982-1983 collapse. In a recession, direct money
transfers like Social Security benefits or unemployment compensation
increase significantly. Since such transfers are exempt in whole or part from
the personal income tax, their expansion automatically entails a rise in tax
expenditures. In a recession, the federal government loses in two ways: 1)
it pays out more income in the form of transfers, and 2) if such transfer
income is not taxable, there is an automatic increase in tax expenditures. To
illustrate, consider the following: In the two years prior to the 1974-1975

" recession, federal transfer payments to people increased by 13.3% per year.

In the two recession years, 1973 and 1974, transfers jumped by 33% per
year. But in the two postrecession recovery years of 1976 and 1977, the rate
of increase in transfer spending per year dropped to 7.6%.

Our next question involves the breakdown of tax expenditures between
those directed at individuals and those designed to benefit corporations.
Related to this is the question of the ratio of corporate and individual tax
expenditures to corporate and individual tax revenues. Data pertaining to
these matters are found in tables 3-2 and 3-3. These data are for fiscal years
1980 through 1990.

In 1980, corporate tax expenditures totaled 24.3% of all tax expenditures.
This percentage ratio rose slightly to a peak figure of 28.2% in 1986, and
steadily declined thereafter, falling to an estimated 12.4% by fiscal 1990.
For the entire 11-year period, corporate tax expenditures averaged 19.3%
of the total, while the average of individual tax expenditures was 80.7%. 1t
is clear that, overwhelmingly, most tax expenditures in the economy have
been directed toward persons.

The data in table 3-3 show a different and somewhat more erratic pic-
ture, especially for corporate tax expenditures. From 1980 through 1986,
the percentage ratio of corporation tax expenditures to tax revenues from
corporations rose rapidly, reaching a peak of 147.8% in 1986. In the latter
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Table 3-2. Corporate, Individual, and Total Tax Expenditures: 1980-1 990 (in
Billions of Dollars and in Percent) ' _

Total Corporate . Percent Individual Percent

Percentage Ratio:
Individual Tax Expenditure
. To Personal
Income Taxes

Personal
Income Tax

Individual

Revenue

Tax

$137.4

Fiscal Tax Tax of Tax of
Year Expenditures  Expenditures  Total Expenditures Total
1980 $181.5 $ 441 24.3% $1374 75.7%
1981 228.6 488 213 179.8 787
1982 253.5 55.1 27.7 198.4 72.3
1983 295.3 56.2 19.0 - 239.1 810
1984 322.0 75.2 234 246.8 76.6
1985 365.1 94.9 26.0 270.2 740
1986 424.5 119.9 28.2 304.6 71.8
1987 450.5 97.1 21.6 3534 78.4
1988 321.1 62.0 19.3 259.1 80.7

- 1989 292.7 373 12.7 255.4 87.3
1990 - 312.1 (est.) 38.7 124 273.4 87.6

Sources: 1980-1982 data, Congressional Budget Office, Annual Reports on Tax Expendi-
tures; 1983-1990 data, Joint Committee on Taxation, Annual Reports on Tax Expenditures.

year, in other words, the amount of potential revenue lost to the federal
government through tax expenditures was almost one-and-one-half times
greater than the tax revenue actually collected from corporations. This
resulted primarily from opening the tax expenditure gates by the Economic
Recovery Tax Act of 1981. After 1986 this percentage ratio dropped even
more rapidly than it rose in the early years of the decade. By 1990 the per-
centage ratio of corporate tax expenditures to corporate tax revenue had
fallen to 27.5%, a decline primarily resulting from the closing of some
major corporate loopholes by the Tax Reform Act of 1986. ,
Personal tax expenditures in relation to revenue from the personal
income tax follow a similar pattern, although not as extreme as the corpor-
ate data. In 1980 the percentage ratio of personal tax expenditures to rev-
enue from the personal income tax was 54.8%. This percentage ratio
reached a peak of 88.3% in 1987, and then declined to the estimated per-
centage ratio of 58.1% for 1990. The reasons for this pattern are essentially
the same as for corporate tax expenditures: opening the gates in the 1981
Act and closing them somewhat with the 1986 Act.
What are the major sources of tax expenditures? Tables 3-4 and 3-5
address this qugstion for persons and for corporations. For individuals,
exclusions from income, deductions from income, and tax credits were the

Table 3-3. Corporate and Individual Tax Expenditures and Federal Corporate and lndividtjal Income Tax Revenues: 1980-

1990 (in Billions of Dollars and in Percent)

Percentage Ratio:
Corporate Tax Expenditures

Corporate
Tax
Revenue

Corporate
Tax
Expenditures

Fiscal
Year

Expenditures

To Corporate Taxes

" 54.8%

-$250.7

62.8%

70.3
105.8
100.9

$ 441 $ 70.2

1980
1981

64.0
81.7
68.1
79.4
85.3
88.3
63.5
58.5
58.1

62.1

436.8 (est.)
470.5 (est.)

3100
2025
362.5
340.4
357.0
4012
408.0

289.6
1983-1990 data, Joint Committee on Taxation, Annual

179.8
198.4
239.1
246.8
270.2
304.6
3534

-259.1

2734

255.4

99.9
127.2
147.8

994

57.2
315
275

118.5 (est.)
140.7 (est.)

69.4
52.1
55.7
75.3
74.6
81.1
97.7

108.3

48.8
55.1
56.2
75.2
94.9

1199
97.1
62.0
37.3
38.7

1982
1983
1984
1985
1986
1987
1988
1989
1990

of the President, 1989. :

Office, Annual Reports on Tax Expenditures;
| income tax revenues are from the Economic Reports

d persona

Congressional Budget

Sources: 1980-1982 data,
Reports on Tax Expenditures. Corporate an




Table 3-4. Major Sources of Tax Expenditures for Individuals: 1989° (in

Billions-of Dollars and in Percent)

Sources of Tax Expenditures Dollars Percent
Exclusions from income
1. Interest income
a. From state and local government bonds $17.1
b. From life insurance and annuity savings 3.2 .
Subtotal $223 8.7%
2. Capital gains
a. From deferral on home sales ) 9.8
b. From home sales for persons over 65 33
c. Exclusion at death 435 .
Subtotal $ 176 6.9
3. Employee benefits
a. Armed Forces personnel 1.7
b. Miscellaneous fringe benefits 55 _
Subtotal - - $ 72 2.8
4, Health .
a. Contributions by employers and self-employed
to medical insurance premiums and care 27.6
b. Untaxed Medicare benefits ' 6.5 -
. Subtotal ' ' $ 34.1 134
5. Income and Social Security
a. Contributions to pension plans $558
b. Social Security and RR retirement 184
¢. Workmen’s compensation 29 —
Subtotal $ 771 30.2
6. Veterans’ benefits $ 15 R
Subtotal $ 15 0.6
Total for exclusions from income $159.8 62.6%
Deductions from income
1. Mortgage interest on owner-occupied homes 30.8
2. Property taxes on owner-occupied homes 8.0
3. Personal interest 5.7
4. Charitable contributions 11.9
5. Nonbusiness state and local government income
and property taxes 16.5
6. Medical expenses 2.5 .
Total for deductions from income $ 754 29.5%
Tax credits
1. Child care and dependent care expenses 4.0
2. Earned income credit 12 _
- Total for tax credits A "% 52 2.0%
Total for individual exclusion, deductions, and tax
credits $240.4 94.1%

2 Fiscal year.
~ Source: Congress of the Unit,

TAX EXPENDITURES: THE HIDDEN TRANSFERS - 69

Table 3-5. Major Sources of Tax Expenditures For Corporations: 1989° (in
Billions of Dollars and in Percent) : '

Sources of Tax Expenditures - Dollars Percent

‘1. Exclusions from income - 8141 . © 378%

2. Deductions from income 186 - 49.9

3. Tax credits : ) 4.6 . 123

Total . ) : $37.3 o 100.0%
2 Fiscal year.

Source: Congress of the United States, Congressional Budget Office, The Effects of Tax
Reform on Tax Expenditures (Washington, D.C., March, 1986). )

sources of 94.1% of all tax expenditures. The balance came from a variety
of relatively minor business expenses applicable to proprietorships and,
partnerships but not directly to persons. For corporations, these three

_categories were the source for 100% of tax expenditure. In 1989, exclusions

from income were the major source of tax expenditures for individuals,
totaling $159.8 billion or 62.6% of all individual tax expenditures. Deduc-
tions from income were second in importance, adding up to $75.4 billion, or
29.5% of tax expenditures benefiting persons. Tax credits to individuals
were relatively small, amounting to only $5.2 billion, or 2.0% of the total.
As for corporations (table 3-5), deductions from income are the most
important source of tax expenditures, amounting to $18.6 billion, or 49.9%
of the total, in 1989. Exclusions from income in the amount of $14.1 billion
(37.8% of the total) were next, followed by tax credits of $4.6 billion (12.3%
of the total). '

Having examined the major sources of tax expenditures for both persons
and corporations, we now turn to another matter. What are the more signi-
ficant, specific activities subsidized by tax expenditures? Table 3-6 answers
this question. The data in table 3-6 come from the Joint Committee on Tax-
ation and are the Committee’s estimates for the fiscal year 1990; these data
reflect as fully as possible the impact of the 1986 Tax Reform Act on tax
expenditures.

As can be seen from the data in the table, retirement is the activity
supported most by tax expenditures. Included under “retirement” are
major exemptions from taxable income, such as employer contributions to
pension funds, Social Security income, and life insurance benefits. Support
for retirement accounts for 27.9% of estimated tax expenditures in fiscal
1990 of $312.3 billion.
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Table 3-6. Major Activities Subsidized by Tax Expenditures: 1990° (in Billions
of Current Dollars and in Percent)

Activity Dollar Value Percent of Total
1. Retirement
Contributions to pensions $ 59.8
Social Security 21.0
Life insurance 6.2 27.9%
Subtotal $ 87.0 27.9%
2. Home ownership
Mortgage interest 254
Property Taxes 8.1
Capital gains treatment 13.7 15.1%
Subtotal $ 47.2 15.1%
3. Health and health insurance
Employer contributions to
health insurance 32.6
Medical expenses 28
Untaxed Medicare benefits 9.0
Subtotal $ 44.4 14.2%
4. Municipal bond interest : $ 20.7 6.6%
5. Investments
Depreciation : 14.6
Investment credits 3.8
Subtotal $ 18.4 5.9%
6. State and local taxes $ 19.2 6.1%
7. Charitable contributions $ 105 3.4%
8. Capital gains at death $ 54 1.7%
Total: Items 1-8 $252.8 80.9%
0. Other 59.5 19.1%
Total: All tax expenditures $312.3 100.0
2 Fiscal year.

Source: Congress of the United States, Joint Commiltec on Taxation, Estimates of Federal
Tax Expenditures for Fiscal Years 1990-1994, February 28, 1989.

Home ownership is the second most prominent activity supported_hy tax
expenditures, equal to $47.2 billion or 15.1% of all tax expenditures in this
fiscal year. The home ownership total covers the deductibility of mortgage
interest, property taxes on homes, and the exclusion of capital gains re-
sulting from the sale of homes.

Next in significance is support for health and health insurance, only
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slightly less than home ownership, Tax expenditures bolstering this activity
totaled $44.4 billion, or 14.2% of the total. The exemption of employer
contributions to health insurance and Medicare benefits from taxable in-
come plus the deductibility of medical expenses are the primary tax expen-
.ditures found in the health and health insurance category. Next comes
encouragement for local borrowing by exemption of income on municipal
bonds from federal taxation. This activity totaled $20.7 billion in fiscal 1990,
representing 6.6% of all tax expenditures. Indirect federal support for state
and local governments comes by allowing state and local income and prop-
erty taxes as a deductible item on the federal income tax. These tax expen-
ditures equaled $19.2 billion, accounting for 6.1% of the total.

Investment activity is encouraged by favorable treatment for deprecia-
tion and through investment tax credits. Tax expenditures for these
purposes were $18.4 billion, or 5.9% of the total. Charitable activities are
encouraged by including charitable contributions as a deductible item on
income taxes. The tax expenditure amount for this purpose in fiscal 1990
was $10.5 billion, or 3.4% of all tax expenditures. Finally, capital gains at
death are excluded from taxable income, the amount here being $5.4
billion, or 1.7% of the total in fiscal 1990. The social rationale o this is by
no means clear, although this particular tax expenditure obviously encour-
ages the building of private fortunes.

A different kind of comparison is shown in table 3-7. Here we classify
both tax expenditures and transfers by 16 major functional categories that
are typically used for the detailed breakdown of federal spending in the
national income and product accounts. In this table these data on transfer
spending are for the 1988 calendar year and these data on tax expenditures
are for fiscal 1989. In examining these figures, it is important to keep in
mind that both tax expenditures and transfers are ways of subsidizing
different activities. Almost any activity can be supported by one or the other
or both. The rationale, however, for focusing on one subsidy technique
rather than the other is by no means always clear.

Several things should be noted about these data. First, transfers are
much larger than tax expenditures—2.5 times greater for the years shown in
table 3-7. Second, the greatest disparity is in the functional area of com-
merce and housing. This area accounts for 35.4% of tax expenditures, but a
mere 2.8% of transfer spending. What does this signify? It shows that the
way in which business activity is subsidized is primarily through the tax sys-
tem—exclusions and deductions from income plus tax credits—rather than
by direct outlays. If we combine both tax expenditures and transfers for
these different functional categories. we find that support for commerce
and housing ranks third in significance (12.1%) behind Social Security,
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Table 3-7. Tax Expenditures and Transfer Expenditures by Functional Budget
Categories: 1988, 1989° (in Billions of Dollars and in Percent)

Dollar Value  Percent Dollar Value  Percent

of Tax of of Transfer of
Budget Category Expenditures Total Spending Total
1. National Defense $1.8 0.6% $ 20 0.3%
2. International Affairs 4.6 1.6 11.1 1.5
3. Space and Technology 1.7 0.6 —
4. Energy 0.8 0.3 -1.8 -0.2
5. Natural Resources 1.8 0.6 1.6 0.2
6. Agriculture 0.3 0.1 25.2 34
7. Commerce and Housing? 103.7 354 20.8 2.8
8. Transportation 0.1 — 19.0 2.6
9. Community and Regional
Development 0.7 0.2 0.5 0.1
10. Education, Training, :
Employment, and Social
Services® 23.9 8.2 105.2 14.3
11. Health 33.6 11.5 5.1 0.7
12. Medicare 6.5 29 86.6 11.8
13. Income Security 64.1 219 72.6 9.9
14. Social Security 18.0 6.1 215.2 29.2
15. Veterans 1.8 0.6 19.8 2.7
16. General Purpose
Fiscal Assistance 29.3 10.0 153.3 20.8
Total $292.7 100.0% $736.1 100.0%

41988 data for transfer spending, calendar year: 1989 data for tax expenditures, fis-

cal year.
KTmnsfer spending includes subsidies to Postal Service.

Transfer spending includes Medicaid payments and federal support for public assistance

payments. "
Sources: U.S. Congress, Congressional Budget Office, The Effects of Tax Reform on Tax

Expenditures (Washington D.C., Congressional Budget Office, March, 1988); U.S. Department
of Commerce, Survey of Current Business, July, 1989.

which is first with 22.7%, and fiscal assistance to state and local govern-
ments, which is second with 17.7% of the combined total for all transfers

and tax expenditures.
Social Security accounts for the largest share of transfers (29.2%), but

ranks sixth (6.1%) in its share of tax expenditures. The subsidy of Social
Security income through tax expenditures comes about because of the
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exemption of most of such income from personal income taxation. Here we
have an instance of how tax expenditures and transfers may interact to
increase the extent to which any activity is subsidized. Income is increased
through a transfer payment, and then some or all of that income is exempt

- from taxation.

The functional category “health” is another area where there is a large
difference between tax expenditures and transfers. Health ranks third
among tax expenditures, accounting for 11.5% of the tax expenditure total,
but on the transfer side it was responsible for a mere 0.7% of all transfer
spending in 1988. On the tax expenditure side, most of the $33.6 billion
total for health shown in table 3-7 comes from the exclusion from taxable
income of employer contributions for medical insurance premiums and the
deductibility of medical expenses.

Examination of the contrasting data in table 3-7 for the 16 functional
federal budget categories shown in the table raises this questidn: Is there
any general principle at work that explains the government’s preference for
tax expenditures in some instances and for transfers in others? Not really.
As the Congressional Budget Office says in its primer on tax expenditures,
“Policymakers have seldom confronted the choice between funding a
Government program through the tax system and funding it by the author-
ization and appropriation process...tax expenditures have been enacted as
a simple decision to reduce someone’s taxes, normally with no thought
given to enacting a direct spending program instead.” Two factors that
favor tax expenditures over transfers are 1) it is usually more popular to cut
taxes than to increase spending, and 2) tax expenditures are often quite
simple to administer, requiring little more than a few added entries on a tax
return.

Tax Expenditures and the Tax Reform Act of 1986

As we saw in table 3-1 and figures 3-1 and 3-2, tax expenditures grew stead-
ily from 1967 (when the government first began to report them in detail)
until 1987, when they reached a peak of $450.5 billion. After that they
dropped off sharply, primarily because of the impact of the Tax Reform Act
of 1986, one of the most far-reaching pieces of tax legislation in the post-
World War II period.

The best-known and most highly publicized consequences of this Act
were the reductions in tax rates for both corporations and individuals. For
corporations the rate was reduced from 46% to 34%. and for individue\ls
the number of income brackets was reduced from 14, with a top margin;{l
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rate of 50%, to basically two brackets, with rates of 15% and 28%. For Table 3-8. Projected Revenue Losses from the Largest Tax Expenditures
persons, both the standard deduction and personal exemptions were raised. Under Prior Law: Fiscal Year 1991 (in Billions of Dollars)ges o

Less well understood is that the Act also broadened significantly the
federal tax base, and in so doing shifted some of the tax burden from

Projected Revenue

individuals to corporations.” Base-broadening was achieved primarily by a : Losses for
reduction in tax expenditures. If tax expenditures are eliminated or re- ’ Fiscal Year 1991
duced, there is an automatic enlargement of the tax base. This is because Gk F5 SR T
income that heretofore had not been taxed, or had been only partially Tax Expenditure After TRA® TRA e
taxed, is now taxed more fully. The economic effect is the same as if more -
revenue sources had been brought into the revenue code. : CNM exclusion from income of pension
ke R . : ontributions and earnings i
Tax expenditures were reduced by the 1986 legislation in essentially 21 Capital £ains A2 duition g Modified 71.7 53.6
three ways. The first was outright elimination, which was rare. However, 3. Investment tax credit gzpzz:zg gg'é ?g
where it did happen, as with capital gains and the investment tax credit, the 4. Deductibility of mortgage interest on 3 i :
benefits were big. The Congressional Budget Office, for example, estimated owner-occupied homes Modified 43.6 358
that in fiscal year 1991 the tax savings on these two items alone would equal 5. g}zdézgg':;gcgfﬂale and local income Sales tax
$93.1 l?l“lOl’l..w- Sec.ond, a number of major tax expex?d.lt'ures were modified, 6. \Exclution of Smployes dhmtitutinns fob Repealed 36.1 18.4
including elimination of sales taxes from the deductibility of state and local medical insurance and health care el e 177
taxes, and changes in accelerated depreciation for equipment and struc- 7. Exclusion of Social Security benefits Unch;zgzd 0 o
tures, IRA contributions, and interest earning. Table 3-8 shows a compari- 8. Accelerated depreciation: Equipment Modified 23.9 16.5
son of projected changes in the 21 largest tax expenditures for fiscal year 9. Erxiiff:zhon of et o7
1991, before and after the effects of the 1986 Act are taken into account. 0. Exd“usig’r:’:ﬁ(ﬁ::‘:c";’{;'l‘)‘i‘is;’:’gzd Modified 10/ 102
These estimates were prepared by the Congressional Budget Office and the e anninns ks N i e
Joint Committee on Taxation. ' 11. Deductibility of charitable contributions Unchanged 19.9 13.9
The third way in which tax expenditures were modified by the 1986 legis- 12. Exclusion of interest on general-purpose
lation was through introduction of the concept of passive income (or passive state and local bonds Unchanged 17.4 10.9
business activity) into the tax code. This is a new idea. Passive income B Qccc'erf"ed Senreciaiion; :
: o ; ; onresidential structures Modified 12.9 6.9
results from trade or business activities in which a taxpayer does not materi- 47, Nonmatiange consamerinterest
ally participate, or from any rental real estate activity, regardless of whether deductions Phased out 14.7 0.9
the taxpayer materially participates." Under the Tax Reform f}ct, los_sgs 15. Deductibility of real estate taxes Unchanged 12.4 3.9
from passive activities can only be deducted from gains from Slmlvlal‘ activi- ;g Ef:jiif?'vefcotipom'te ragirates Modified 10.2 55
ties. For example, capital losses can only be deducted .from capital gains, : Couplcsmn 0 two-earner married Lonl &
or interest deductions on property purchased as an investment can be A B s e Ve s s Un[;i;anged . gt[}]
deducted only from net investment income. e ool 19." Deferral of capital gains on home sales Unchanged 13.0 116
In the law, “material” participation means that the individual is anOIVC.d 20. Exclusion of capital gains at death Unchanged 6.5 51
in the business on a “regular, continuous, and substantial basis.”'? The pri- 21. E]chlgoT osfscapnal gains on home sales
mary impact of this part of the Act was to curtail tax losses (tax expen- people 55 or over Unchanged 43 50
ditures) to the government that arose out of a v.ariety of tax :shelters based ST RA S Tk Refor Atk f 1986,
upon limited partnership imfestment‘s by individuals. “Limited” part.ners NATES Therseas 05T s oo Fon Suba i SEmts - x
in a partnership have only limited 11ablllty‘f(?r the losses of the business virtually all the ‘pruvisions of TRA‘ will then hcplfu“;ni]n(::n'i(-‘)::‘;)‘JE.IFI:E(ICsl;?:n;:l‘gscSzgg:cti:;;‘:;:
(unlike full partners), but they are also prohibited from participating in the law (before TRA) and current law (after TRA) are based on the same economic assumptions.

These are from CBO's January 1988 forecast, which included projected changes in investment
activity brought about by TRA. §

Source: Congressional Budget Office The Effects of Tax Reform on Tav Expenditures
(Washington, D.C., March, 1988).

operations of the business. The 1986 Act implicitly treats involvement in a
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business as a limited partner as intrinsically passive. It was expected that the % & ! 2 :‘ % 'c:T :I g b3 sal b :I S E
new rules regarding passive income, coupled with changes in the tax rules g | 2 GS I ' vt YT E g
involving depreciation and capital gains, would bring a shift in personal 3 e
financial investment away from tax-motivated investments and thereby § ' 2 ;
would reduce revenue losses from tax shelters.” _ L% S| ancacan a1 o . 22
The overall impact of the Tax Reform Act of 1986 on tax expenditures, 5 S ; M-=SoSgS —c s <& =
both individual and corporate, is shown in table 3-9, in which estimates for S| ¥ » - a g
tax expenditures for 1989 after the Tax Reform Act are compared with § = ‘§n§°
estimates of what they would have been in the same fiscal year if the Act g‘ ‘ £ :5'
had not been passed. The before-TRA estim?tes for 1989 were prepared by —~1 8 o S| |evnomne o - o § S
the Joint Committee on Taxation in the spring of 1988, before the reform g SE ZedAdES oS Q21113 & L 2%
bill was hammered into a law.!* As the figures in the table show, the per- 5 & § . 2 é 3
centage reduction in tax expenditures was greatest for corporations. These g =~ < '§
expenditures were cut by 65.3%, going from an estimated $107.5 billion 2 , &
before the Tax Reform Act to $37.3 billion after the Act. Individual tax S | aa3d2a2221 1 angne® 9 G § 3
expenditures dropped by 39.5%, from $422.1 billion before the Act to o 3§ F L N T FTVSTT S e =5
$255.4 billion afterwards. For corporations, the largest dollar volume was in £ ) : b SE
the functional area of commerce and housing. As pointed out earlier, busi- Q| g ’-g ;3
ness is subsidized much more heavily in the economy by the tax expenditure ?‘: % ‘g 5
process than by direct payments. Thus, a 65.3.}% rec?uction in corporate tax g § N @ | qnoe | o o 55
expenditures represents a major reduction in business subsidies. For in- | §| &5 | 3 N S LR Kl' 5 §8
dividuals, the largest dollar change ($77.8 billion) also came under the com- Elg| TR - 2
merce and housing classification. This change results primarily from the "3 = = & 2
elimination of the favored treatment of income from capital gains, and from o § 3 3
modifications in the deductibility of mortgage interest on owner-occupied E I% § €.
homes. el 8] - S3
5| | 48|y oassy o 3gsgen 3§l i
: : S E‘g & ) R - % § 54
Some Problems with Tax Expenditures § S & K
| c £%
Although the tax expenditure concept is a highly useful one for }Jnderstand- g $ g 2
ing and analyzing what the federal government does and how it ai:'fccts the 5 . E: - 2E8
economy, the concept is not free from limitations and problems. It is appro- 3 o8 ) % g @ s 8 g
priate to look at some of these. o g g g E g 2 _ §E % b 3 <8 2
Strictly speaking, tax expenditures are not additive in .the same way as, 35 8<% 2 'E §E 2 é 8, 2% §_ § E £ :
say, transfers. This does not mean that we cannot make direct comparisons E o 3 g z gé ° 3 :‘é 2853 % § 253 S8 §
between tax expenditure and transfer outlays for similar programs, as 1§ RNECE-E- B ERRE 72 g i 3 ¢ (3 53) 2 & 2 5 E2
done in table 3-7. But it does means that the arithmetic totals that include o 3 _§ E g B 3 E & E 883 E S Eo 8 gz ACR:
all tax expenditures have important limitations because of the interdepen- o O K g S_E é E.D S 8 S &93 £8 8 ° é R g é gc
- dence of different types of tax expenditures. In other words, the total for all 2 & @ &= Wma L2 =n> 0k 5| F 3%
tax expenditures does not measure precisely the revenue that the federal P | “ritvidrwda g dadgds R £
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gO\;ernment would gain if all the tax expenditures were eliminated. This fact
_can be explained by considering as an example two types of tax expen-
ditures: tax-free interest on state and municipal bonds, and income from
capital gains. For the purpose of clarification, assume that eapital gains are
still taxed at a lower rate than ordinary income, even though the Tax
Reform Act of 1986 eliminated such favored treatment for income from
capital gains. Now suppose that both types of tax expenditures were elimin-
ated simultaneously, meaning that income from both sources became fully

taxable at ordinary rates. This change would push many people into higher

income ranges, and the government would see its revenues increased. But
suppose, on the other hand, that only the tax expenditures relating to
interest on state and municipal bonds were eliminated. In this case, there
would again be an increase in people in the upper income ranges, but not
such a large increase as in the first example. Further, since the tax expendi-
ture relating to income from capital gains is not changed, the increase in
federal revenue would not be as great. The point is that the effect on
government revenue of eliminating several tax expenditures simultaneously
may be greater (or lesser) than the effect would be from eliminating them

on a one-by-one basis. This does not mean that we cannot make use of tax -

expenditures totals as we have done in most of the tables in this chapter.
Rather, we need simply to guard against.the simplistic belief that these
totals necessarily represent the revenue the government could actually gain
if tax expenditures were eliminated in one fell swoop.”

A second problem stems from the fact that, unlike revenue estimates
and actual budget outlays, tax expenditure estimates remain just that—
estimates. They do not become “real” or measurable in an ex post sense, as
do tax receipts and budget outlays. This is not to say that they could not be
revised as time passes, but it would be a formidable statistical task, given
the fact that the estimates made in each year rest upon economic and
demographic assumptions peculiar to that year.'® ‘

Further, what the Congressional Budget Act (1974) requires is thz.u the
Congressional Budget Office—now the Joint Committee on Taxation—
make an annual report that projects tax expenditures for each of the next
five fiscal years. So tax expenditures budgets are entirely ex ante, lookl.ng
ahead to what may be, not looking back to what was. The difficulties

involved in making these projections are reflected in the figures shown in
table 3-10. Some of these estimates were made before the Tax Reform Act
of 1986 made itself felt, but they still can be used to illustrate an important
point. In general, it appears that the closer the fiscal year is to the year
in which the estimate is made, the lower—and perhaps more accurate—is

the estimate. For example, the Joint Committee on Taxation estimate of tax
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Table 3-10. Estimates of Total Tax Expenditures: Fiscal Years 1989-1994 (in
Billions of Dollars) . '

Fiscal Years

Joint Committee .
on Taxation Report 1989 1990 1991 1992 1993 1994

November 9, 19842 513.8

April 12, 1985° 546.1 5979 -

March 1, 1986° 5928 5783 631.5

February 27, 1987 3152 3357 355.6 3778

March 8, 1988 2927 3194 3403 363.5 388.7
February 28, 1989 312.1 3225 3530 3790 406.2

2 Estimates made prior to the Tax Reform Act of 1986.

Sources: Joint Committee on Taxation, Estimates of Federal Tax Expenditures For Fiscal Years,
1983-1994. '

expenditures for fiscal 1990 made in February of 1987 was $335.7 billion.
Two years later, in February 1989, the estimate for the same fiscal year was
$312.1 billion, a difference of $23.6 billion. In all instances except one—the .
1985 estimate compared to the 1984 estimate for fiscal 1989—the estimates
declined as the estimating year got closer to the year for which the estimate
was being made. This is perhaps as it should be, for the closer one is-to the
future data for which an estimate is to be made, the more likely it is that the
assumptions about economic and other factors that underlie the estimates -
will be accurate. The importance of this is that care must be used in making
comparisons of tax expenditure totals over time. :

The figures for tax expenditures presented up to this point reflect the
way in which the Congressional Budget Office and the Joint Committee on
Taxation calculate them. Technically, data presented in this way are called
revenue loss estimates, indicating that they measure revenue lost to the U.S.
Treasury because of provisions in the tax law permitting exclusions, deduc-
tions, and credits. There is, however, an alternative way to measure tax
expenditures. This is the outlay equivalent approach, which estimates the
expenditure outlays that would be necessary to provide the same after-tax
incentive for a program or activity if the program or activity were supported
by a direct outlay rather than indirectly through the tax system.

There is merit to the outlay equivalent approach to tax expenditures,
even though neither the Congressional Budget Office or the Joint Com-
mittee on Taxation has accepted this alternative for estimating tax ex-
penditures. The merit lies in viewing tax expenditures as subsidies, and
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thinking of subsidies as involving the expenditures of public funds. From
this perspective, the outlay equivalent can be compared directly to transfer
spending. Transfer spending and outlay equivalents are, in effect, on the
same side of the budget ledger—the spending side. Hence it is easy to make
a direct comparison. Tax expenditures estimated as revenue losses are,
however, on the other side of the budget ledger—the revenue side—so
direct comparisons are not quite as simple. :

There are also problems with the outlay equivalent approach. One such
problem is that in many instances the outlay equivalent figure will be signi-
ficantly higher than the revenue loss figure. This is because obtaining the
same economic incentive effect for a particular activity may require a higher
direct outlay, because one will have to take into account the effect of tax-
ation on the outlay. This presumes that the income associated with the
activity is taxable, and thus, it is after-tax income that ultimately counts as
far as subsidizing a particular activity is concerned. If the income associated
with the activity in question is not taxable, then the problem does not apply.

To illustrate the problem, assume a family is in the 28% tax bracket with

$10,000 deductible mortgage interest on its home. This family saves in taxes
by deducting the $2800 mortgage interest from their income before calcu-
lating their tax. The family’s $2800 in tax saving is the revenue lost to the
government because of this particular type of tax expenditure. Presumably,
this mortgage interest “subsidy” exists to promote the socially desirable
activity of home ownership. Now if the deductibility of mortgage interest, a
tax expenditure, were replaced by a direct money subsidy to the home-
owner, how big would the outlay have to be to achieve the same effect,
namely $2800 more of income to the family than if the subsidy did not
exist? The outlay equivalent approach seeks to answer this question. For
the family in this example to be as well off under a direct subsidy that is tax-
able, the grant to the family would have to be $3889. In the 28% bracket,
taxes paid on this amount would be $1089, leaving the family with $2800 of
after-tax income, exactly the amount they would save under a mortgage
deduction system. However, the subsidy would in this instance cost the
government $3889. The story does not end here,.however.. Although the
government initially pays out more in a direct subsidy than it loses th}'ough
the deductibility route, it eventually gets some of the money back in the
form of taxes paid on the additional income received as a grant or direct
subsidy. In the simple example used to illustrate this problem, the govern-
ment would eventually get back in taxes an amount just equal to the added
cost of the direct subsidy, namely $1089. But that is because of the over-
simplified assumption that all the household income in this instance is being
taxed at the 28% rate. Reality is more complex.

Another difficulty with the outlay equivalent approach, one cited by the
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];t.e Stanley S. Surrey, the inventor of the tax expenditure concept, is that
this ap[?roach presumes that Congress would be willing to replace each tax
expenditure program with direct outlays having the same benefits. Mr. Sur-

- rey argued that this is not likely to happen, first, because generally the

-initial costs of direct outlays are higher than existing revenue losses, and, -
second, the unequal distributional pattern for direct outlay equivalents
would be more obvious than the unequal distributional pattern for revenue
loss?s from tax expenditure programs, a topic we shall examine in the next .
section.” :

Evep though both the Congressional Budget Office and the Joint
Committee on Taxation continue to compile their tax expenditure budget
estimates on a revenue-loss basis, data reflecting the other approach are
available. They are compiled by the Office of Management and Budget
(OMB) and presented annually in a Special Analysis G for Tax Expendi-
tures in the government’s budget document for each fiscal year. Table 3-11
contains a comparison for both corporate and individual tax expenditures
for these two approaches, the revenue loss and the outlay equivalent
approaches. Data in the table are estimates for fiscal 1990. The figures
shown for the outlay equivalent approach reflect the point discussed earlier.
namely that in many instances these figures will be higher than the compar:
able revenue loss technique. No attempt is made in the outlay equivalent
data to adjust them for possible increases in tax revenues flowing from
higher incomes linked to higher direct outlays. This is probably impossible.

Tax Expenditures and the Distribution of Income

Unfortunately, detailed and complete figures on the distribution of tax .
expenditures by income class do not exist. Evidence and data that are avail-
able, fr?gmentary though. they may be, indicate that the distribution of tax
f:xpfandltures by income class is heavily weighted toward persons and famil-
ies in the upper ranges of the income scale. The late Stanley S. Surrey and
his Fo-author, in their definitive book Tax Expenditures, refer to the distri-
bution .of tax expenditures as being “upside down,” meaning that the “over-
whelming .majority of tax expenditure programs disproportionately benefit
the upper-income groups.”™ In 1982 the Treasury Department, at the request
of Representative Henry Ruess, then Chairman to the Jo’int Economic
Committee, prepared a set of comprehensive estimates of the distribution
of tax expenditures by income class. Their estimates were for income in
]9§1. One set was based upon the allocation of selected tax expenditures to
adjusted gross income classes on the basis of tax data, and the second was
an allocation of a different group of tax expenditures on the basis of sources
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2 other than tax returns. The Treasury regarded the latter disirioution as less
reliable than the one based directly on tax returns. Table 3-12 contains dis-
tribution based on tax returns and table 3-13 the distribution derived from
nontax sources. "

Table 3-12 contains 13 different categories of tax expenditures , of which
only one, assistance to the elderly, can be described as targeted primarily
toward the poor. Most of the others in the table are aimed at the middle
and upper-income classes. The tax expenditures included in the table
($81.3 billion) account for 45.2% of all tax expenditures going to individuals
in 1981 ($179.8 billion). :

What the data in table 3-12 show is that these particular tax expenditures
are heavily skewed toward the top of the income scale. Less than 1% of all
persons filing tax returns in 1981—0.7%, to be exact—received 18.8% of
the tax expenditures shown in the table. These are taxpayers found in the
$100,000 and above income ranges. At the bottom, where we find taxpayers
in the $10,000 adjusted gross income class and below, the number of per-
sons and families filing returns was 36.7% of total returns filed, but this
group received only 2.0% of all tax expenditures. The three top income
groups—those with $50,000 of adjusted gross income or above—repre-
sented but 4.3% of those who filed tax returns, but received 43.1% of all tax
expenditures in the categories included in the tables. It should be noted
that the number of persons or families filing tax returns is not the same as
the number actually paying income taxes. In 1981, according to the Trea-
sury, 85.8% of the returns filed represented taxable income. But the num-
ber filing is a good indication of the number of persons ui families in the
various income classes shown in the table.

Table 3-13 contains the second set of distributional data compiled by the
Treasury, a set based upon non-tax-return sources and covering a different
set of tax expenditures. The total of tax expenditures shown in this table
($74.4 billion) is equal to 41.4% of all personal tax expenditures for 1981.
At least three of the tax expenditures contained in this table are relatively
favorable to persons and families in the lower income ranges. These are the
exclusion of employer contributions for premiums on group medical insur-
ance, the exclusion of Social Security and Railroad Retirement income, and
the exclusion of workmen’s compensation and unemployment benefits.
Overall, these tax expenditures are less regressive in their distribution than
those included in table 3-12.

For the nine tax expenditures shown in table 3-13, the above-$100,000
income classes (0.7% of the total) received 8.0% of the tax expenditure
total, a smaller share than for the 13 items shown in table 1-12. At the other
end of the income scale, the 36.7% of taxpayers who filed returns and who
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Table 3-14. Distribution of Tax Expenditures by Income Class for Combined
Totals from Tables 3-12 and 3-13: 1981 (in Millions of Dollars and in Percent)

Income Total Tax Percent Number of Percent .
Class Expenditures  Distributioris  Returns® Distributions .
Below $10,000 $ 11,355 7.3% 34,666 36.7%
10,000-15,000 8,499 55 13,457 14.4
$15,000-20,000 9,650 6.2 10.936 117
$20,000-30,000 27,184 17.5 17,254 . 184
$30,000-50,000 -46,671 . 30.0 13,538 14.5
$50,000-100,000 31,049 20.0 3,384 3.6
$100,000-200,000 12,158 - 7.8 549 0.6
Over $200,000 9,258 58 116 0.1
Total $155,624 100.0% 93,600 100.0%

21n thousands.

Source: Congressional Budget Office, Tax Expenditures: Budget Control Options and Five-
Year Budget Projections for Fiscal Years 1983-1987, November, 1982. ' .

fell in the less-than-$10,000 income class got 13.0 % of the total tax expen-

- diture outlays shown in this table. The bulk of these particular tax ex-
penditures went to the middle-income ranges, those between $20,000 and
$100,000. Here are found a little more than one third of the returns filed
(36.5%), but these income classes received 62.4% of tax expenditures.
Income classes below $20,000, which accounted for 62.8% of all returns, got
29.5% of the total.

We get a better overall picture of the distribution of tax expenditures in
1981 if we combine the data from tables 3-12 and 3-13 into a single table.
This is done in table 3-14, which shows the combined total of tax expen-
ditures for the eight income classes shown in the other two tables. The
observation made earlier about the overall regressiveness of tax expen-
ditures is not changed by combining these data. For 1981, the. combined
totals shown in table 3-14 account for 86.5% of tax expenditures in that year

($179.8 billion). The distribution of the combined total is still skewed
heavily toward the upper income groups. The data in table 3-14 show that
‘the top 0.7% of persons and families filing tax returns got 13.6% of total tax

expenditures in that year, whereas the 36.7 in the lowest income bracket
" (below $10,000) received but7.3% of the total. The middle income range

brackets (from $20,000 to $100,000, representing 36.5% of the returns)
received 67.5% of the 17 types of tax expenditures included in the totals.
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Persons and families with incomes of less than $20,000 (62.8%) got 19.0 %
of the tax expenditure total. .

Since the 1982 Treasury study of the distribution of tax expenditures, the
Joint Committee on Taxation has continued include distributional data in
its annual estimates of tax expenditures, but on a much more limited basis
than the Treasury study. In its 1989 report, the Joint Committee on Tax-
ation analyzed the distribution by income class for eight major types of tax
expenditures.?” These figures are shown in table 3-15 and represent estim-
ates for 1990. ; ' y

The total for tax exp;ndi‘tures shown in the table is $77.0 billion, which
is equal to 28.2% of the total of tax expenditures estimated by the Com-
mittee for that year ($273.4 billion). These figures are for individuals, not
corporations. The coverage by the Committee is much smaller than the °
Treasury study, but is still useful for a more up-to-date judgment about the
distribution of tax expenditure subsidies. Since 1983, when the Committee
took over from the Congressional Budget Office, the items included in the ‘
Committee’s selective list of tax expenditures have remained fairly constant.
The more recent figures do not include capital gains, which have been
phased out (except as related to owner-occupied houses), while the 1986
and 1987 reports included distributional data on home mortgages, an omis-

" sion from the most recent tabulation.

In table 3-15, three of the eight items are targeted generally toward
persons and families at the lower end of the income distribution scale.
These are the earned income credit, untaxed Social Security benefits, and
additional deductions for the elderly and the blind. In spite of the inclusion
of these three types of tax expenditures in the total, the overall pattern of
distribution remaims regressive. The top three income brackets (incomes
over $75,000) account for only 5.7% of all estimated returns in 1990 but
benefit from 38.5% of total tax expenditures shown in the table. At the low-
est end of the scale; we find 22.4% of all returns, but these persons and
families will get only 3.0% of the tax expenditures. The middle range, from
$30,000 through $75,000, includes 30.4% of tax returns filed, and receives
33.2% of the tax expenditure total. Persons and’ families with less than
$30,000 in income account for 63.9% of tax returns and get 28.3% of the tax
expenditures contained in the table. This distribution seems on the surface
slightly less unequal than the distribution shown in table 3-14, but too much
should not be made of this because of the limited number of tax expendi-
ture items contained in table 3-15.

It is interesting to examine the distribution for some of the better-known
tax expenditures. The deductibility of interest on home mortgages is a case .
in point. When elimination of this tax expenditure was proposed during the
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Table 3-16. The National Income and Tax Expenditures: Selected Years,
1967-1989 (in Billions of Current Dollars and in Percent)

National Tax Tax Expenditures as a

Year Income?® Expenditures” Percent of National Income
1967 $677.7 $ 36.6 5.4%

1970 832.6 43.9 5.3

1975 1,289.1 92.9 7

1980 2,203.5 181.5 8.2

1985 3,234.0 365.1 11.3

1987 3,665.4 450.5 12.3

1988 3,072.6 321.1 ‘ 8.1

1989 4,217.4° 202.7 6.9

 Calendar year basis.
b Fiscal year basis.

Sources: Congressional Budget Office, Annual Reports on Tax Expenditures, selected years,
and Joint Committee on Taxation, Estimates of Federal Tax Expenditures, Annual Reports for
selected years. Economic Report of the President, 1989.

Some Concluding Comments

As we wind up our discussion in this chapter, some additional remarks are
in order. In the next-to-last section of chapter 2, a comparison was made
for selected years between transfer expenditures and the national income,
the purpose being to get a rough idea of how much of every dollar of in-
come “earned” through involvement in production was affected by transfer
spending. The statistics on this relationship are shown in table 2-8. In 1983,
transfer spending reached a post-1929 peak of 20.3% of the national
income, which meant that approximately 20 cents out of every dollar of
income earned was being re-arranged by the transfer machinery of the

national government.

It would seem appropriate to make the same kind of comparison for tax
expenditures, keeping in mind the caveat about their additive nature. Then
by combining the data on both transfer and tax expenditures for selected
‘years, we shall have an even better picture of the scope of income redis-
tributional activity carried on by the federal government. The first such
comparison—tax expenditures in relation to the national income—is found
in table 3-16. These data are on a fiscal year basis, and are for selected years
since 1967, the year for which the Congressional Budget office developed
the first systematic and detailed data on tax-based subsidies. Tax expen-

Table 3-

Transfers and
Tax Expenditures

17. The National Income and the Combined Total of Transfers and Tax Expenditure for Selected Years,
(in Billions of Dollars and in Percent) .

1967-1989

Total for
Transfers and
Tax Expenditures

as a Percent
of National Income

Transfer
Expenditures®

Tax

' Expenditures®

National

Income®

Year

16.2%

18.4
254
26.7
30.8
38.7
26.6
25.6

$109.7
152.9
3279
588.5
995.5
1,141.7
1,058.1
1,081.4

$ 731
109.0
235.0
407.0
630.4
691.2
737.0
788.7

929

43.9
181.5
365.1

$ 36.6
450.5
321.1
292.7

$ 677.7
1,289.1
2,203.5
3,234.0
3,665.4
3,972.6
4217.4

@ Calendar year dasis.

1967
1970
1975
1980
1985
1987
1988
1989

b Fiscal year basis.

ffice. Annual Reports on Tax Expenditures, selected years, and Joint Committee on Taxation, Estimates of

Reports for selected years. Economic Report of the President, 1989.

get O

Sources: Congressional Bud
Federal Tax Expenditures, Annud
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ditures as a proportion of the national income grew sfeadily from 1967

through 1987, the year in which they reached their peak. After 1987 and-

under the influence of the Tax Reform Act of 1986, they declined, falling to
6.9% in fiscal 1989. '
Table 3-17 combines transfer spending data with figures on tax expen-
ditures as discussed in this chapter. The table covers the same selected
years as table 3-16. Between 1967 and 1987, the combined total of transfers
and tax expenditures computed as a percent of the national income than
doubled, rising from 16.2% in 1967 to 38.7% in 1987, the peak year for the
combined figure. By 1987, one could say that because of the federal govern-
'ment’s massive transfer and tax system, more than one third of income
«earned” in the productive process—the national income—was being “re-
arranged.” Since 1987, this combined percentage has fallen sharply, primar-
ily because of tax reforms enacted in 1986. The percentage is now down to
25.6%. These figures, of course, do not and cannot tell us whether or not
this change is good or bad. They only give us an indication of the magnitude
of the situation. The extent to which the federal government should be
involved in income redistribution, and the ways in which it should do this,
are issues that go beyond the matter of measurement. They involve funda-

_mental questions about the nature and evolutionary direction of America’s

contemporary welfare state, questions that will confront the nation well into
the next century. Two such questions, both of great importance, concern
the coming impact of the Baby Boomers on the Social Security system, and
the matter of adequate health insurance for all Americans. These are issues
we shall address in the final chapter in this book.

Notes

1. Even though in principle a tax system might be neutral, it is unlikely in reality to be so.

-
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Control Options and Five-Year Budget Projections for Fiscal Years 19831987, November, 1982..
p.S. . .

7. Economic Repont of the President, (Washington, D.C., U.S. Government Printing Office,
1990) p. 389. :

8. U.S. General Accounting Office, op. cit., p. 19. :

9. Congress of the United States, Congressional Budget Office, The Effects of Tax Reform
on Tax Expenditures, p. 19. ) ’

10. Ibid., p. ix.

11. Ibid., p. vii.

12. Ibid., p. 16 (see also Joint Committee on Taxation, General Explanation of the Tax
Reform Act of 1986, May 4, 1987, p. 218). .

13. Ibid., The Effects of Tax Reform, p. 17. ’

‘14. Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years -
1989-1993, March, 1988. : '

15. The same argument may be applied to transfers. See Stanley S. Surrey and Paul R.
McDaniel, Tax Expenditures (Cambridge, MA, Harvard University Press, 1985), p. 231.

16. Congress of the United States, Congressional Budget Office, Tax Expenditures: Current
Issues and Five-Year Budget Projections for Fiscal Years 1982-1986, September, 1981, p. 9. -

17. Stanley S. Surrey, op. cit., p. 232.

18. Ibid., p. 72.

19. Congress of the United States, Congressional Budget Office, Tax FExpenditures: Bud-
get Control Options and Five-Year Projections for Fiscal Years 1983-1987, November, 1982,
pp. 95 fI. '

20. Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years
1990-1994, February 28, 1989, pp. 20 fI. y. ‘ .

The mere fact of taxation is likely to affect different people differently, even though they
apparently are equally situated before taxation. Thus, there is likely to be some redistributional
effect from any tax structure, even if it is not designed to bring about a redistribution.

2. Congress of the United States, Joint Committee on Taxation, Estimates of Federal Tax
Expenditures for Fiscal Years 1990-1994, February 28, 1989, p. 3

3. U.S. General Accounting Office, Tax Expenditures: A Primer, PAD 80-26, 1979, p. i.

4. The Congressional Budget Office no longer prepares this list, the task having been
taken over by the Joint Committee on Taxation. The Joint Committee on Taxation consists of
the two revenue committees of the Congress, namely, the House Ways and Means Committec
and the Senate Finance Committee.

* 5. This will not be easy to accomplish, since there is little public understanding of transfer
spending per se, let alone of tax-expenditures. ‘

6. Congress of the United States, Congressional Budget Office, Tax Expenditures: Budget




4 THE WELFARE STATE UNDER
ASSAULT: THE REAGAN
'REVOLUTION

When Ronald Reagan took the presidential oath in early 1981, the change
in leadership represented much more than the usual post-World War 11
swing from a mildly liberal Democratic administration to a mildly conserva-
tive Republican administration. Unlike the earlier Nixon and Ford Admin-
istrations, President Reagan and his new administration set out in their first -
year to overthrow the basic consensus that had set the bounds for policy
since the war. This consensus involved, first acceptance of the broad con-
tours of America’s welfare state as it had evolved since the 1930s, and, sec-
ond, a belief in active demand management to promote economic stability
and growth within this framework. The Reagan Administration was deter-
mined to dismantle this consensus and to bring about thereby a radical shift
in the economic role played by the federal government.

This is what we shall examine in this chapter, beginning with an expla-
nation of Mr. Reagan’s basic strategy, showing how this grand objective was
to be accomplished. To explain the strategy and how it originated, we shall
have a look at the ideas and the influence that came from the key architects
of this strategy. The prime movers behind the Reagan program were David
A. Stockman, Director of the Office of Management and Budget (OMB) in
the first Reagan Administration, and supply-side true believers like Jude

95
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Wanniski and Congressman Jack Kemp. We shall also briefly look at the
Reagan plan and its origins from the perspective of the overall economy,
examining what the Administration expected to happen in comparison with
what actually happened. This will give us the necessary background for the
main business of this chapter which is, first, to examine critically the impact
of the Reagan counter reyolution on America’s welfare state within the
context given to that concept in this book and second to show what effect
the Reagan years have had on the distribution of income in the United
_ States. We then will have set the stage for the final chapter, in which we
shall sketch out the boundries of the welfare state as it now exists, including
- an-analysis of current problems and future prospects.

The Reagan Program for Economic Recovery

President Reagan went before the Congress on the evening of February 18,
1981 to spell-out, in his first major address to.the Congress, the essential
details of the Administration’s plan for “economic recovery.”! In his historic
speech, the President outlined a plan involving a four fold strategy that
would, he said, “reverse the debilitating-combination of sustained inflation
and economic distress which continues to face the American economy.”?
‘The first step in the recovery plan involved a substantial reduction in the
rate of growth of federal spending, the objective being to scale back sharply
the relative size of the federal government. Americans have forgotten, the
President went on to say, that “government spending has become so ex-
tensive that it contributes to the economic problems it was designed to
cure. More government intervention in the economy cannot possibly be a
solution to our economic problems.” Federal spending would fall, the
President asserted, from the current 23% of the gross national product
(GNP) to 19% by 1986.

The second major element in the Reagan program was a 10% reduction
per year in personal income tax rates for three years as well as substantial
tax relief for business by accelerating business depreciation. The expec-
tation was that the latter would stimulate investment in new plant and
equipment, thereby promoting substantial job growth. The personal income
tax cuts were originally the brainchild of Senator William V. Roth and Rep-
resentative Jack Kemp, both Republicans and converts to the new doctrine

of supply-side economics. After briefly flirting with the idea of seeking the
Republican nomination in 1980, Kemp backed off and then joined Ronald
Reagan’s campaign as chief policy theoretician. During the early months of

1980, Kemp successfully converted Ronald Reagan to supply-side econo-
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mics e;nd its major policy idea, a tax cut as originally proposed by Kemp-
Roth.

The third element in the President’s Program was regulatory relief. This
sprang from the President’s own strong personal conviction, as well as the

. long-standing view of most conservatives, that excessive federal regulation

had both retarded economic growth and contributed to inflationary press-
ures. To implement this phase of the recovery program, the President told
the Congress that in its first month in office the Administration already had
established a Task Force on Regulatory Relief, chaired by Vice President
Bush, abolished the Council on Wage and Price Stability, postponed the
effective date for all pending regulations, and accelerated the decontiol of -
domestic oil. ‘

The final plank in the economic recovery plan was a pledge to cooperate:
with the Board of Governors of the Federal Reserve System in the develop-
ment of policies that would “restore a stable currency and healthy financial

" markets.” Specifically, the President called for a steady.reduction in the

rate of growth for money and credit from the 1980 levels—the broadly-
based money supply M2 grew by 8.9% in 1980 —to one half those levels by
1986. At this time, apparently neither the President nor his closest advisers
noted the irony of the situation, namely that in the realm of monetary policy '
the President’s program called for restricting the monetary spigot, but in
the realm of fiscal policy, the thrust was clearly expansionary. The contra-
dictory effects of these two policy recommendations would not become
known until some months later. : '
The statistical story of the Program for Economic Recovery is told in
table 4-1. A brief explanation for the figures in the table and their arrange-

~ ments is in order. Line 1 is essentially a forecast of expenditures that would

have taken place under the Carter Administration’s lame-duck budget plus

the added defense outlays that the Reagan Administration thought to be

necessary over those already programmed by Carter. These are the esti-
mated figures from which the Reagan Administration was to derive all its
budget “savings” on the expenditures side.

Line 2 contains the budget ceilings projected by the Reagan Adminis-
tration, including the planned increases in military spending. Line 3, which
is the difference between lines 1 and 2, represents, therefore, the targeted
budget savings, which add up to $471.3 billion. It is important not to forget
that this figure, and all the figures in the economic recovery program,
were not real when the President presented them to the Congress early
in February, 1981. They were projections—that is, estimates, good or bad
_about what the future would entail. Line 4, labeled the “asterisk” sav-

ings, turned out to be of crucial political and strategic significance in the



The Reagan Ecq . : , . :
NOMic Program: 1981-1986 (in Billions of Dollars and in Percent)

Table 4-1.

Years®

Program Item

1982 1983 1984 1985

1987

'$ 6591

added defense outlays

1. Carter budget with

$ 8128 $876.0 $ 9616

$ 7369

2.

733.1

g
654.7

Reagan’s budget ceilin

(including defense)
3. Targeted budget savin

844.0
117.6
310

771.6
104.4
30.7

9.7
212

695.5
414

~

44

gs

4. The “asterisk” savings®

5. Projected receipts

1033.2

702.4

650.5

under Carter budget
6. Reagan budget receipts

5229.2
4525.9

1159.8
942.0

917.2
7721

807.6
710.2

609.0
600.2

8509

t” tax revenues

(line 5 minus line 6)
8. Targeted budget deficit

3

7.

703.3

519 97.4 " 145.1 182.3 217.8

8.8

(=) or surplus (+)
9. Outlays as a percent

-229 +0.5 +69 +29.9 -85.1

—45.0

=54.5

of GNP
10. Receipts as a percent

19.3% 19.2% 19.0%

20.4%

23.0%

. 218%

20.4% 19.7% 19.3% 19.3% 19.6%

21.1%

of GNP

Source: The White House, A Program For Economit Recovery, February 18, 1981.

Savings to be determined later.

Fiscal years.

a
b
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implementation of the President’s program during the rest of 1981. It
totaled $110.9 billion, and represented potential savings that David Stock- ‘
man and his co-workers at OMB could not identify in terms of specifics
when they were putting the President’s program together in the hurried and

. hectic atmosphere that prevailed before the President went before the Con-

gress. These amounts were identified by an asterisk in the strategy sessions.
Howard Baker, then a Senator, had dubbed them the “magic asterisk,” for
it was blithely assumed that they would be taken care of at a later date. ]

In line 5 are found the revenues that presumably would have accrued to
the government under the lame-duck budget of the Carter Administration.
These were based upon tax rates and policies in effect at the time the
Reagan Administration came into office. Next, in line 6, we find the pro-

‘jected budget receipts under the Reagan budget, taking into account the

effect of Reagan’s 10-10-10 reduction in personal income tax rates, depre-
ciation changes aimed at stimulating business investment, and some rela-
tively minor increases in user fees as a revenue source. Also underlying
these projections are the assumptions about the economy’s performance
over the period, assumptions shown in table 4-2 which reflect the expected
impact of supply-side economics on that performance. We shall discuss
these when we turn to comment on the data in table 4-2. -

"Line 7 is a crucial line. It gives us the.“lost” tax revenues or personal
‘“savings” to taxpayers, depending upon one’s preferred viewpoint, resulting
from. the difference between the projected revenues under. Carter and the
projected revenues under Reagan. These lost revenues or tax savings total

$703.1 billion, a staggering figure. : :
Finally, we come to the bottom line—what does all this add up to in

terms of the budget deficit? Here on line 8 we find the magic number. By 1984
the Reagan program promised a modest budget surplus of $0.5 billion,
which, if it had materialized would have been the first time since 1969 that
the federal government had operated in the black. After 1984, the surplus
was expected to grow, reaching a targeted $29.9 billion two years later.

Lines 9 and 10, the last two lines, round out the numbers for the pro-
gram. They show, first, projected outlays as a percent of tie GNP over the
period, and, second, the same percentage figure for receipts. When Presi-
dent Reagan presented his program, federal spending (1980) was 22.5% of
the GNP, and federal revenues were 20.3%.

Before we turn to our analysis of the figures in table 4-1 and show how
they were supposed to interact and bring about a successful conclusion to
the President’s revolution, we need to take a quick look at the key assump-
tions behind these numbers. The key to the success of the program lay in
how the economy would actually perform over the six-year period shown in
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Table 4-2. Projected and Actual Values for Real GNP Growth, Inflation and
Unemployment Rates 1981-1986 (in Percent)

Years

Economic Variable 1981 1982 1983 1984 1985 1986
Projected Values

1. Real GNP* 1.1 4.2 50 45 42 - 42
2. Consumer Prices® 11.1 83 6.2 5.5 47 42
3. Unemployment 7.8 72 6.6 - 6.4 6.0 5.6
Actual Values : A . .
4. Real GNP® - 19 -25 3.6 6.8 34 2.7
'5. Consumer Prices? 8.8 3.8 38 39 - 38 1.1
6. Unemployment 7.6 9.7 9.6 75 72 - 62

2 In 1972 dollars.

b 1967 = 100.

€ In 1982 dollars. . .
419821984 = 100. -

Sources: The White House, A Program for Economic Recovery, February, 18, 1981. Econ-
omic Report of the President, 1989. o

table 4-1. The Reagan assumptions for the crucial economic numbers are
shown in table 4-2. These numbers are for real GNP, the inflation rate, and
the unemployment rate. There were others, but these three were the most
critical.b Basically, the forecasts for GNP growth and the decline in inflation
embodied two crucial supply-side assumptions. The first is that the economy
would respond magnificiently to the cut in tax rates, and, second, that once
the financial and business community understood clearly that an anti-
- inflationary policy was in place to stay, inflationary expectations would van-
ish almost immediately, thereby bringing down the inflation rate without
the wrenching pain of putting the economy through the wringer of a
recession. As David Stockman explains in his book, The Triumph of Politics:
- Why the Reagan Revolution Failed, “The heart of the supply-side synthesis
rested upon the notion of a ‘push-pull’ economic dynamic. Hard money
policies would ‘pull down’ the rate of inflation and nominal GNP growth.
The tax cut and the whole range of supply-side economic policy changes
would ‘push up’ the rate of real output and employment expansion. Both
effects would occur in a simultaneous time frame.”’ ‘ :
The perceptive reader cannot help but notice that the forecasts for real
growth between 1982 and 1986 were unusually high, well above actual experi-
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ence at any time during the post-World War II period. Specifically, and be-
yond the broad generalities of supply-side economics, where did they come
from? According to Stockman, they emerged from a fractious debate that
absorbed nearly all of the energies of the forecasting team during the whole

- of January and early February in 1981. Three, not one, economic doctrines

contended for supremacy at this time namely, monetarism, reflected in the
views of Beryl Sprinkel, who became Undersecretary of the Treasury for
Monetary Affairs in the first Reagan administration; supply-side economics,
led by Paul Craig Roberts, who also entered the Treasury and is now a
columnist for Business Week magazine; and the eclectic viewpoint, repre-
sented by Murray Weidenbaum, newly appointed Chairman of the Council
of Economic Advisers and a long-time professor at Washington University
in St. Louis: Stockman said his own position was a combination of the

" supply-side and monetarist viewpoints.®

The primary problem was the basic incompatibility between what the
supply-siders and the monetarists wanted. The former wanted the highest
real growth rate possible, and the latter the lowest possible rate of growth
for money GNP. As Stockman points out in his account of how the Reagan
Revolution was forged, Murray Weidenbaum joined the forecasting team
late in the game, by which time the first forecasts had been made. Un-
happily, the arithmetic of the 5% growth rate for real GNP for the supply-
siders and the 7% growth rate for money GNP for the monetarists'added
up to a 2% inflation rate by the third or fourth year of the program. This
figure Weidenbaum simply would not buy. “Nobody,” Stockman reports
Weidenbaum as saying “is going to predict a two percent inflation on my

~ watch. We'll be the laughing stock of the world.” Further, the numbers did

not add up in a much more important way, for within a year after the tax cut
the deficit soared to a wholly unacceptable $150 billion!

All this took place a scant three weeks before date scheduled for the
President to go before the Congress with his blueprint for economic recov-
ery. The forecasting team, Stockman recalls, “went into a white heat of
pressure.”” What finally emerged in time for the President’s appearance
were the crucial numbers shown in the upper half of table 4-2. They eventu-
ally came to be known as the Rosy Scenario, but these forecasts were crucial
to the success of the economic revolution planned by Mr. Reagan and
reflected in table 4-1. Murray Weidenbaum, Stockman reports, wrote the
final numbers, but its underlying architecture, the push-pull hypothesis, was
the work of a “small band of ideologues,” namely the supply-siders."! The
actual numbers for the three critical variables are found in the lower half of
table 4-2. The inflation rate came down much faster than planned, primarily
because of the unexpected severity of the 1981-1982 recession, but real
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- vgrowth fell seﬁously short of what was predicted and, one might add, necess-

- ary for the success of the Reagan Revolution.
~ Before we turn to a more in-depth discussion of the architects of the
economic recovery program, we need to return to the numbers in table 4-1

and examine more fully just how everything was supposed to work out. In -

its bedrock essentials, the President’s program called for a massive reduc-
tion in revenues (over $700 billion) in combination with a sizable increase
in military outlays, and a balanced federal budget within three years. Ear-
lier, when still contending against Mr. Reagan for the Republican 1980 pre-
sidential nomination, George Bush called the combination of lowered taxes,
more military spending, and a balanced budget “voodoo economics.” John
‘Anderson, a now all-but-forgotten independent candidate for president in
- 1980, said it could only be done with “smoke and mirrors.”

" So how was it to be done? The best way to answer question is to look at
the totals for the entire period, not the figures for any individual year. The
success of the entire program hinged upon two developments. The first was
that the economy would grow at a rate sufficient to generate the projected
revenues shown on line 6 in table 4-1. Supply-side economics had to come
through if this was to happen. Second, David Stockman and the OMB had
to succed in persuading the President and the President had to succeed in
persuading the Congress to make the targeted budget cuts shown in line 3.
If these two things happened, then over the period (1981-1986) the total
revenue shortfall would be only $85.1 billion, a figure with which the econ-
omy could easily live, and one that would permit a balanced budget to be
reached by 1984. Just as the tight-money pull-down scenario had to mesh
in a simultaneous time frame with the supply-side pull-up scenario if the
underlying assumptions of the recovery program were to be realized, so also
the planned budget reductions would have to mesh with the anticipated
revenue gains for the final goals of the Reagan Revolution to be reached
—a balanced budgét within the frame of a smaller, leaner federal govern-

ment. These things did not happen. After a look at the architects of the
Program for Economic Recovery, we will turn to the question of what went

wrong.

The Architects of the Reagan Revolution

Supply-side economics provided the underlying theoretical rationale for the
Reagan counterrevolution, while David Stockman was the impresario who
pushed first an eager Reagan and second a reluctant Congress in this direc-

tion. As’is well known by now, supply-side economics is the brainchild of
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Arthur Laffer, formerly an economics professor at the University of South-
ern California. The story, apocryphal or not, is that Laffer first sketched out *
the fundamental idea of what has come to be known as supply-side econ-
omics on a napkin in a Washington, D.C. restaurant.”? The idea is that the

" . real key to economic growth, to a rising level of productivity, and to pro-

ductivity generally is the level of taxation. When taxes are too kigh, incen-
tives to produce, to save, and to invest are seriously impaired. The cure,
therefore, is to reduce taxes. Laffer formalized this idea by sketching out
what has become known as the Laffer Curve. There are two levels of tax-
ation, he argued, at which government revenues would be zero. The first )
would happen if the rate of taxation was zero, for then a government would
not collect any taxation. Revenues would also be zero if the tax rate was 100%,
for then there would be a complete collapse of production and hence the
government could not collect any taxes. But in between there is a wide
range of rates that will produce varying amounts of revenue. Somewhere
within this range there is a tax rate that will produce the maximum revenue
for the state. At tax rates sbove this optimum tax rate, revenues will fall,
and at tax rates below the optimum, they will also fall. Laffer allegedly
illustrated his idea by drawing a rough curve connecting on one axis the
100% and zero tax rates and showing on the other axis the tax revenue
associated with each particular tax rate. His curve was purely hypothetical
—no empirical Laffer Curve exists.

What is truly important about Laffer Curve in the context of the Reagan
Revolution is not whether an empirical curve really exists. Rather, it is that
Laffer was convinced, as were his more zealous converts, that the economy
in the late 1970s was riding on the upside of the of curve, which is to say

‘that tax rates had gone above the optimum point that would produce the

maximum revenue for the government. The logic then is to cut taxes and in
so doing to increase the amount of revenue flowing into the coffers of the
government. If Laffer’s basic premise is granted, namely that there exists
some rate of taxation beyond which incentives to produce will be so badly
hurt that tax revenues must fall, then the logic of his conclusions is irrefut-
able. The basic trouble with this, of course, is that there is no empirical evi-
dence telling us where the optimum rate of taxation is to be found. In the
American economy, for example, taxes for all levels of government (feder-
al, state, and local) were equal to 31.1% of the GNP." In Scandinavian
countries, this ratio has been above 50% for years, but production has not
fallen. So where is the appropriate level? We simply don’t know. Laffer’s
second point, namely that the economy is on the upside of the curve and
therefore a tax cut is in order, has to he taken on faith. There is no way

“empirically to determine this.
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One of the strongest and most enthusiastic early supporters of Laffer’s
argument was Jude Wanniski, at the time an editorial writer for the Wall
Street Journal and later founder of his own economic consulting firm.
Through Wanniski, the Journal and Jack Kemp, a rising star in the Republi-
can Party, were converted to the supply-side ideology. Others who played a

. leading role as supply-siders in shaping the Reagan program were Paul
Craig Roberts, mentioned earlier, and Norman Ture, a Washingtpn, D.C.
economic consultant before joining the Treasury under Reagan.

Although the tax cut was the centerpiece of the supply-side argument,
it was not the whole story. The most avid of the supply-siders, especially
Congressman Kemp and Jude Wanniski, wanted a return to the gold stan-
dard, believing that leaving the gold standard ended any check on the
power of the government to create money. Rampant inflation was the con-
sequence." For Wanniski, according to Stockman, “gold was like the True
Cross.”S The supply-siders did not succeed, however, in getting their ideas
about a return to gold into either the 1980 Republican platform or the
Program for Economic Recovery that the President took before the Congress
in 1981. Finally, there is the matter of the budget deficit, something that

‘orthodox Republicans had nearly always viewed with loathing. But the
supply-siders and the then new breed of Republican politicians, like sz\ck.
Kemp, were indifferent to the deficits, believing, as Laffer and Wanniski
argued, that real growth stimulated by the tax cuts would produce enough
new revenue so that the deficits would take care of themselves. ,

David Stockman’s role as an architect of the Reagan Revolution was far
more comprehensive and complex than providing a theoretical rationale for
what the President wanted to do. Although he accepted in general the
supply-side premise that high taxes were a barrier to growth and improved
productivity, he did not uncritically accept the argument that the tax cut
would generate enough new revenues so that budget deﬁcits: would cease
to be a worry. “The Reagan Revolution,” he said, “...required a frontal

assault on the American welfare state. That was the only way to pay for the

massive Kemp-Roth tax cut.”’® In his image-shattering inte.rvnew w11th
William Greider in the December 1981 issue of The Atlantic Monthly,
Stockman was even more brutally frank, saying that “...Kemp—F,{oth wz'1§
always a Trojan horse to bring down the top rates.”" Stockmaq s candi
remarks earned him a trip to a symbolic woodshed with the President, but
did not cost him his job.

To understand fully Stockman’s true beliefs about supply-side econ-
omics, one must go back to an article he published in 1975 in The Public
Interest entitled “The Social Pork Barrel.” At that time he was on the staff

of Congressman John Anderson, and thinking about running for Congress
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in 1976. He did and he won, a victory that a Michigan newspaper said made
Stockman a “...new political powerhouse in Southern Michigan.”® David
Stockman’s article in The Public Interest was the product of a lengthy intel-
lectual journey. This journey took him from conservative Republican roots

- nourished by his boyhood on a Michigan farm, through neo-Marxism and

the antiwar movement while a student at Michigan State University in the
1960s, then into a brief flirtation with the ministry at the Harvard Divinity
School, and finally back to the Republican fold as a neoconservative on the
legislative staff of John Anderson. By then he had become firmly convinced
that the “good society” —the ideal of which Walter Lippmann wrote—was
“...best served by a smaller, less activist state and by a more dynamic, pro-
ductive and fluid marketplace. Social progress was as much a matter of
unshackling the powers of the latter as it was of extending the reach of the
former.”" : ‘ : »

The basic problem, he wrote in his 1975 article, is that worthy social
programs, even though they begin at relatively modest levels, develop a
“built-in momentum” that eventually makes them “uncontrollable,” a situ-
ation that he thought characterized three fourths of federal outlays (1975).
What might have been “... the bright promise of the Great Society has been
transformed into a flabby hodge-podge...that increasingly looks like a great
social pork barrel”. The “built-in momentum,” of indiscriminate social
spending not only outpaces current revenues, but absorbs the growth-
induced “fiscal dividend” several years into the future. The tragic conse-
quence of this is that the society cannot finance either an adequate system
of national health insurance or a decent nationwide income quarantee pro-
gram, social objectives that Stockman strongly supports.?!

The basic principle that undergirds this development is the tendency to
distribute the benefits-from social welfare spending widely, rather than to

.concentrate them on those in genuine need. Politicians, Stockman argues,

have distorted Bentham’s greatest good for the greatest number into “the
greatest goodies for the greatest number,” leading to a distorted welfare
state in which the haves as well as the have-nots are being subsidized. What
we have is a system that increasingly shunts middle-class taxes through the
public sector and back to middle-class beneficiaries.2

So what is to be done? The answer, Stockman then says, does not lie in
the conventional liberal wisdom of a reordering of government priorities—
that is, less military and more social spending—or in a sweeping tax reform.
The only real cure for the pork-barrel approach to social spending is a
frontal assault on the welfare state. Using all of his formidable persuasive
skills and deeply detailed knowledge of the budget numbers, Stockman set
out in the late winter and through the spring of 1981 to persuade an eager
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President and a reluctant Congress to go down this road. He came close,
but did not succeed, for reasons we shall discuss in the next section.

What Went Wrong?

As noted earlier, Stockman accepted the basic theory of supply-side econo-
mics, but he did not buy the idea that the tax cuts would stimulate sufficient
growth to generate the revenues needed to balance the budget byA 1984.
“The Reagan Revolution,” as he defined it, “required a frontal assault on
the American welfare state. That was-the only way to pay for the massive
Kemp-Roth tax cuts.”? In a paper he and Congressman Jack Kemp pre-
pared for President-elect Reagan in late December 1980 (“Avoiding a GOP
Economic Dunkirk”), the federal budget was described as having become
an “automatic ‘coast-to-coast’ soup line that dispenses remedial aid with
almost reckless abandon....”?* In this paper Stockman and Kemp did not
resort to the usual campaign rhetoric promising that through elimination of
“waste and fraud” the budget could be balanced. Though the language of
the “Dunkirk” memo was circumspect, it was clear that the “frontal assault
on the American welfare state” required reductions in entitlement spend-
ing. Though they used the more innocent-sounding term “revision” in their
memo, it was clear that such revisions could go in only one direction—
down.
The problem was how to accomplish this. In the lame-duck budget that
the Reagan Administration took over from Pre§iden.t Cart.e.r, transfers' to
people took 48 cents of every dollar of federal spending, military spending
25 cents, and interest on the debt another 10 cents. That left only 17 cents
for all other federal programs. Clearly, neither defense nor socfial spending
could be exempted if the Administration was to come up with the $41.4
billion in savings for fiscal 1982 that Reagan Revolution requlred. To
achieve this, Stockmam derived a three-pronged strategy. Fll"St, he.dre;v
upon what he admittedly described as an “amateur’s knowledge’ of rattl:ona |
expectations economic theory to come up with a fiscal expectations e?ry.
Once the financial world of Wall Street saw that the new administration
consisted neither of fiscal con men nor of practitioners of “voodoo econ-

omics,” the nation’s capital ‘markets would respond positively. The bond -

and stock markets would soar, capital would flow into new, long-term
investments, and the Federal Reserve would have a margin, admittedly nar-
row, within which it could curtail money growth without triggering a
recession.” The second prong involved what Stockman called the “cats and

dogs” saving proposals, namely the savings to be gained from a “compre-
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hensive scrub” of the lame-duck Carter budget for fiscal 1982. At best this
prong would produce about $10 billion in saving.”® The real savings would
come form Stockman’s third prong, which he basically described as his
“Grand Doctrine.” It would entail a «...sweeping reform of the big middle
class entitlement programs: Social Security, Medicare, and federal retire-
ment pensions.” His Grand Doctrine, Stockman explained in The Triumph
of Politics, was “...basically hostile to the prevailing ‘social insurance’ prem-
ise upon which these giant programs rested. Stripping out the ‘unearned’
benefits and the welfare components from the retirement programs and
means-testing Medicare would result in huge cost reductions.”?” The third
prong also involved either elimination or reduction of some of the better-
known tax expenditures, including oil-depletion allowances and tax-free
interest on industrial development bonds, and putting a cap on the tax
deductibility of home mortgage interest for upper-income taxpayers.”

The details of the third prong of Stockman’s Grand Doctrine were not
spelled out in the 1981 document, A Program for Economic Recovery. The
specifics by federal department and agency shown in the February 18 docu-
ment were, for all practical purposes, a wish list of planned budgetary cuts,
for as David Stockman freely admits in his book, he never believed they
could review the “...entire $740 billion budget (fiscal 1982) before February
18.”2 The real budget-cut packages were to be transmitted later—in March
and April—to the Congress. What the February 18 message did was to
reveal the framework of Reagan’s fiscal plan. “But,” Stockman explained,
“the thing that would ultimately make it add up—sweeping curtailment of
middle-class entitlements—would remain shrouded in mystery, at least tem-

porarily. The false impression that you could have huge tax cuts and a big

defense increase without storming the twin citadels of the welfare state—
Social Security and Medicare —could easily be conveyed.”*

So what went wrong? First, the bull market that Stockman hoped would
give the Federal Reserve the needed margin to clamp down on money
growth without precipitating a recession did not arrive in time. In 1982 both
the Dow Jones and the Standard and Poor indices were down, 5.2% for the
Dow and 6.5% for the Standard and Poor index.* The tight money policy
the Federal Reserve pursued in 1981 and the first half of 1982 led to a.
recession, not real growth in an atmosphere of stable prices. Much more
important, however, practically all of the third prong in Stockman’s strategy
was rejected, both by the Administration and by the Congress.

Stockman’s first defeat came on defense. As he points out in his book,
cutting defense had never been on his “...real ideological agenda,” but he
recognized that at least some cuts had to be made in the Pentagon’s pro-
jected spending as a “political lubricant” for other cuts.2 His problem was
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compounded by two things. First, there was the celebrated “error” made in
January when the defense increases were being made, an error which
neither the President nor Defense Secretary Caspar Weinberger apparently
fully understood. In the 1980 presidential campaign, Reagan had demanded
a 7% increase in real defense spending through 1986. This 7% increase,
* which Weinberger reluctantly accepted, was to be built upon President
_ Carter’s 1980 defense budget of $142 billion. What was missed in the fren-
zied budget calculations made by Stockman’s forecasting team in January of
1981 was that the fiscal 1981 budget inherited from the Carter Adminis-
tration already contained a defense fund figure with 2 9% rate of real growth
built into it! As a result of the fiasco in the desert for the ill-fated rescue
attempt of the hostages in Iran, the Congress had raised Carter’s request
- for defense funds. So they added Reagan’s 7% increase to a budget total
already raised, and by doing this ended up with a real growth rate for the
defense budget of more than 10%. By February 18, the figures were already

. out, and, as Stockman said, “...they were squealing with delight throughout

. the military-industrial complex.”* ,

Stockman’s - second problem with defense. turned out to be Caspar
Weinberger, Reagan’s newly named Secretary of Defense. Weinberger had
been Director of OMB in the Ford Administration, where he had been such
a zealous budget-cutter that he earned the nickname of “Cap the Khnife.”
So Stockman naturally assumed that Weinberger, while strongly committed

_ to rebuilding the nation’s defenses, would be prudent with military spend-
ing. He could not have been more wrong. Not only did Weinberger refuse
to recognize that the January “error” resulted in inflated numbers for the
defense buildup, he was wholly intransigent on anything but the most min-
uscule cuts in the planned defense budget. Defense became effectively off-
limits for any serious budget savings.

Next- came Social Security and Medicare. Stockman planned to find
major savings here through a variety of avenues. These included reducing
the welfare element (so-called unearned benefits) in Social Security out-
lays—many workers get back in benefits far more than they paid in
taxes—reducing dependents’ benefits and tightening up on the rules for
disability benefits, sharply increasing the penalties for early retirement,

correcting the error made in the 1970s that stemmed from the indexing of

wage records, and putting a cap on Medicare payments. By May 1981,

Stockman and the OMB had put together the Social Security package,
which, at a meeting.on May 11, presumably got the President’s endorse-
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political storm hit with gale force. A few days later, the Senate voted 96 to 0
for a resolution denouncing Stockman’s plan in its entirety. Social Security
and Medicare were now off-limits to any serious budget cuts. As Stockman

‘notes ruefully in his book, “...Social Security, the heart of the U.S. welfare
. state, was now safely back in the world of actuaries who had kept its massive

expansion quiet over the decades. The centerpiece of the American welfare
state had now been overwhelmingly ratified and affirmed in the white heat
of political confrontation.”* - T

The tax expenditure component of Stockman’s third prong was short-
lived, being shot down even before the February 18 document was com-
pleted. At a meeting with the President on Wednesday, February 11, the
matter of the oil depletion allowances came up. The President, Stockman
reported in his book, came to life and launched a short lecture saying how

the whole idea of tax expenditures was a “liberal myth.” “The idea implies,” -

Stockman reports the President as saying, “that government owns all your

income and has the right to decide what you can keep. Well, we’re- not
going to have any of that kind of thinking around here.”* Another source .

oof budget savings went off-limits.

Stockman’s last hope was the tax bill. He did not early on abandon his .
faith in.supply-side economics, but in view of the losses on the budget-
cutting side, he wanted to modify the tax cut. The rate reduction for the first
year of Kemp-Roth was changed from 10% to 5%, and its implementation
was delayed until late in the year (1981). As William Greider reported in his
article in The Atlantic Monthly what Stockman also sought was a compro-
mise on the tax cut with Representative Dan Rostenkowski, Chairman of
the House Ways and Means Committee, which would not only moderate
the size of the tax cut, but avoid a “bidding war.”* This plan did not work.
The negotiations fell apart. Kemp-Roth degenerated into a bidding war
between the Democrats and the Republicans, the cost of which was $268
billion added on to the expected revenue losses from the modified Kemp-
Roth (5-10-10) of $383 for 1982-1986." Table 4-3 shows Stockman’s own
tabulation of the costs of the 1981 tax reduction bill through fiscal year
1990. .

By November of 1981 it was clear to Stockman, though not to other
members of the Administration nor to the President himself, that the
Reagan Revolution as originally conceived had failed. As early as June,
Stockman realized, the limit had been reached with respect to the willing-
ness of the Congress to reduce spending. “The borders of the American

welfare state had been redefined, but they had been only slightly and
symbolically shrunken from where they had stood before,” was how he
described what had happened to the “revolution” on the spending side.™

ment. But the White House backed off, insisting that the plan be an-
nounced to the public by Richard Schweiker, Secretary of Health and
Human Services (HHS). After Schweiker’s press conference of May 12, a
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Table 4-3. David Stockman’s Estimates of the Revenue Lost From the 1981
Tax Reduction Bill: 1982-1990" (in Billions of Dollars) '

, Business Politician’s ,

' Kemp- Coalition Tax Total Percentage

Year Roth® Bill* - Omaments Cost " of GNP
1982 $25 - %10 $6 $41 - 1.3%

1983 . 58 18 ’ 17 ' - 93 - 29
1984 87 : 26 24 137 . 38
1985 100 : 36 .- 33 169 4.4
1986 113 50 : 48 211 5.0
1987 127 61 " 63 251 5.5
1988 - 142 ' 65 76 283. 5.8
1989 158 66 92 316 . 60
1990 173 - 10 109 352 6.2
Total $983 -$402 - $468 $1853 —

2 Fiscal years.

b As modified to 5-10-10.

Liberalized depreciation which allowed business to write off buildings in ten yearS.‘

machinery in five years, and vehicles in three years. Known as a 10-5-3 tax cut.

Saurce: David A. Stockman, The Triumph of Politics (New York, Harper & Row, 1986),
p- 268.

By October it was equally clear to Stockman, if not to his colleagues in the
Administration, that the tax reduction and the bidding war was leading
the nation into an era of staggering and unprecedented deficits. The Rosy
Scenario had disappeared.
Stockman’s ultimate verdict on the Reagan experiment is devasting. In
the final pages of his book, The Triumph of Politics, he has this to say:

“Looking back, the only thing that can be said to have been innccent about the
Reagan Revolution was its objective of improving upon what we inherited. The
inflation-battered American economy of 1980 was no more sustainable or viable
than is the deficit-burdened economy of 1986....

But the Reagan Revolution’s abortive effort to rectify these inherited condi-
tions cannot be simply exonerated as a good try that failed.... In fact, it was the
basic assumptions and fiscal architecture of the Reagan Revolution itself which
first introduced the folly that now envelops our economic governance.

The Reagan Revolution was radical, imprudent, and arrogant. It defied the
settled consensus of professional politicians and economists on its two central
assumptions. It mistakenly presumed that a handful of ideologues were right and
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all the politicians were wrong about what the American people wanted from
government. And it erroneously assumed that the damaged, disabled, inflation-
swollen U.S. economy inherited from the Carter administration could be
instantly healed when history and most of the professional economists said it
couldn’t be dene.”™

What did the Reagan Revolution Accomplish?

The foregoing is David Stockman’s verdict. We now need to go beyond the
generality of his view and examine with greater precision the impact of the
Reagan years on America’s welfare state. Specifically, we shall answer two
basic questions in this section. First, how did Reagan Revolution affect the
structure of federal transfer spending? This question is directed not to
classic welfare state spending alone, but to all transfers, including those to
people, as well- as to non-people-based programs. The second question
concerns taxation and income distribution. As should be apparent from the
discussion up to this point, America’s welfare state is shaped not just by
how the federal government spends money for transfer purposes, but also
by the form and manner in which taxes are levied to pay federal financing.
To the extent that data permit, we shall analyze how the tax cuts (and
increases) of the Reagan era have affected the distribution of income in the
American economy. Answers to these two basic questions will provide a-
overview of the contours of America’s contemporary welfare state. Such
an overview gives us the necessary backdrop for examination of the major
problems confronting the welfare state’s structure as the nation moves
toward the twenty-first century. ‘

Let us first look at what happened in the 1980s with transfers to people.
Current dollar data for these figures are shown in table 4-4, Thqy largely
confirm David Stockman’s conclusion that during the Reagan era the
borders of the welfare state shrunk only slightly. Any overall shrinking
in transfer spending directed to people was primarily relative. From 1980
through 1988, total transfers to people grew by 69.9%, while government
spending in total grew by 81.8%. This reflects a shift in federal priorities
during the Reagan years, not an absolute decline in transfer outlays.
Increased military spending largely accounts for this. In this same period,
the GNP in current dollars grew by 78.6%.*" Thus, the size of government,
at least as measured by its spending totals, grew rather than declined in the
Reagan era. .

If we look at the composition of these totals, there are no startling

surprises to be found. There was no shrinkage whatsoever in the relative
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size of spending for classic welfare state purposes. As a matter of fact, the Table 4-5. Federal Transfer Expen ' .
relative share of classic welfare spendingpwithin the context of total trans- 1982-1984 Dollars: 1980, 1984 ar‘:d 1?3;'65 To People By Major Categaries In
fers to people rose, both for social insurance and public assistance. The

share of the former increased more, from 61.9% in 1980 to 65.2% in 1988, Category of Trans} Percent Change
while the share of the latter rose only from 12.6% to 13.0%. The percentage . v il 1980 1984 1988 1980-1988 -
increase for social insurance spending was 78.9%, greater than'the overall Classic welfare state expenditures

gain of 69.9%. in transfers to people during the period. Public assistance Social Insurance

spending grew by 75.6% in these years. A minuscule amount of relative 1. Social Security
shrinkage took place in federal retirement programs, their share of the , ) ‘;;‘:eﬁlsfbﬂﬂy $1449 ©  $166.5 $180.8 . 248%
transfers-to-peoplé dollar dropping from 11.5% percent in 1980 to 11.4% in : ployment ; :
" _ " » compensation 24.6 15.4 11.1 -54.9
1988. Normal attrition rather than policy changes probably accounts for : 3. Medicare 432 60.3 732 69.4
this. The most shrinkage took place in the Other programs category, for Subtotal $212.8 $242.2 $265.1 T246%
here spending dropped from 10.5% of total people-based transfers in 1980 Public Assistance '
“to 7.3% in 1988. Few programs in this category experienced any absolute , 4. AFDC $ 89 8.0 79 : 112
spending cutbacks—the black lung program being the exception—but their ' S. Supplemental ' )
growth generally was slower than other people-based spending. : Security Income 72 8.0 9.0 25.0
We get a slightly different perspective if we look at transfers to people in _6’- l*::;d_ St%mps 10.0 103 95 -5.0
constant, inflation-adjusted dollars. These data are found in table 4-5, in ’ Subt:i:; ‘ $—%§ $1—z-3 —26.6 529
which the current dollar figures have been deflated by using the consumer ny ' 1 $3530 B1%.
price index. Within the categories under the classic welfare state desig- ‘ :z;alrf;""ci"“'c 4 : '
nation, three kinds of transfers declined. These were unemployment com- siate programs 236.1 288.3 $318.1 _242%
pensation, which dropped by 54.9%; AFDC which declined by 11.2%; and - Federal retirement '
food stamps, which were cut by 5.0%. The sharp cut in unemployment PR Civil Service s 184 :
. : . .y . : - 4 $ 213 $ 242
spending—the only cut in the social insurance category—resulted obviously 9. Military 15.2 147 . 16.5 e
from the recovery from the 1980—1982 recession. The two other cuts came _ 10. Railroad . 5.7 . 59 $_51 ‘ 8‘_6
in programs specifically directed toward the poor, namely AFDC and food Subtotal $394 ' $419 $ 46. 17.5% -
stamps, the effect of which was to tilt the redistributional machinery of the Other programs
federal government even more heavily in favor of the middle class. It is not 11. Veteransbenefits  $ 16.7 $ 142 $ 128 234
without significance that parallel to the decline in real spending for AFI?C g Black lung 22 1.5 13 -409
and food stamps, the poverty index—the percentage of families falling . fr:;‘i:’d income :
below the poverty level—grew 11.5% in 1980 to 13.9% in 1984, and then 14 Misc® 1;'2 ]:-3 23 4338
dropped back to 12.1% by 1987. The poverty rate for families headed by a Subtotal $ 359 $ 289 $ ;393, %
woman with no male present jumped from 36.7% in 1980 to a peak of Total For Income | - 6 -175%
40.6% in 1982, before falling back to 38.3% in 1987.4! Other signnﬁf:ant real Assistance $3314 $350.0
cuts came in the Other programs category; overall real spending here Interest on oubli : 5392, $394.0 18.9%
dropped by 17.5% during the Reagan years. In total, transfers to people in 15, Pay'l:'l g‘r:ts'fodeb' ’
constant dollars increased by 18.7% as compared to a real increase for all persons  §_12.3 $133 . $128 41%
federal outlays of 26.6%. This shows, as do the figures in table 4-4, the rela- Total transfers to people  $343.7 $37123 $406.8 18.4%
tive shift of spending during the Reagan Administration away from people- Total federal outlays $746.5 862.2 s
oriénted programs to other activities, especially military spending. In real : - $945.3 26.6%
terms, the GNP rose by 26.3% from 1980 through 1988. Real military ? Current dollar figures deflated by the Consumer Price Index.

b
Largely payments to nonprofit institutions, aid to students, and payments for medical

services for retired military personnel i
S and their dependents at nonmilite iliti
es for retfed p military facilities.

spending increased by 52.7%.%

S'ources: U.S. Department of Commerce, Survey of Current Business, July issues, 1984, 1989.
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The story is different when we turn to non-people-based transfer spend-
ing. The appropriate data for transfer spending under this rubric are found
in tables 4-6 and 4-8. Within the broad non-people-based classification,
there are four spending categories. They include 1) grants-in-aid to state
and local governments; 2) interest on the public debt other than interest
received by individuals; 3) subsidies to business; and 4) transfers to
foreigners, which consists essentially of foreign economic aid. As was done
with transfers to people, we shall look first at current dollar expenditures in
these categories, and then at their changes when measured in constant
dollars. . . . :

" The figures in table 4-6 show some very large changes during the Reagan
era in the relative distribution of spending between the four categories men-
tioned above. In current dollars, spending in all four categories increased,
but as we shall see shortly, this was not true for real or inflation-adjusted
spending. Relatively speaking, transfer spending in the grants-in-aid cate-
gory dropped sharply, going from 51.7% of total non-people-based transfer
spending in 1980 to 28.3% in 1980. This was primarily the result of the elim-
ination of the Comprehensive Employment and Training Act (CETA) in
the early months of the Reagan Administration, and the phasing out
entirely of revenue sharing, one of the Nixon Administration’s proudest
accomplishment. Federal grants-in-aid for education, housing, health and

hospitals, and income support and welfare also declined in their relative

. importance. Since many of these programs provided indirect benefits to
lower-income persons, these changes helped tilt the overall picture of trans-
fer spending in the United States further away from the poor.

The story is different with respect to interest on the debt and subsidies
to business. Interest payments on the debt other than to individuals rose
from 35.5% of all non-people-based transfers in 1980 to 53.3% in 1988.
The reason for this relative shift is clear: privately held debt rose from
$616.4 billion in 1980 to $1852.8 billion in 1988, a 200.6% increase!_Du.ring
this same period, both short- and long-term rates on federal Qbhganons
dropped, the three-month Treasury bill rate going from 11.5% in }980 to
6.7% in 1982, and the rate for ten-year bonds declining from 11.5% in 1980
to 8.9% in 1988.%% Servicing the enormous debt acquired in the 1980s eats

up a growing proportion of federal transfer spending, a situation not l}kely
to change in the near future. Transfers in the form of subsidies to business
also grew in relative importance in the 1980s, although the change here was
not as dramatic as either the relative decline in grants-in-aid or the relative

growth in debt service. Agriculture by far gained the most, . clatively speak-
ing. Its share of total non-people-based transfer spending jumped from

2.9% in 1980 to 9.5% in 1988. The severity of the agricultural depression in -

Table 4-6. Distribution of Non-People-Based Federal Transfer Expenditures By Category and Programs: 1980 19é4

1988 (in Billions of Current Dollars and in Percent)
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12. Other

11.

2.5
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4.6
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and local governments
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| Table 4-7. Total Federal Transfer Expenditures to People and to Non-Peo_p[e-
Based Programs: 1980, 1984, 1988 (in Billions of Current Dollars and in

Percent) .

Category of Transfers ‘ 1980 1984 1988
1. Total transfers to people $ 2832 $ 3868 $ 4813
2. Percent of total federal outlays 44.9% 43.2% . 43.0%
3. Non-people-based transfers. $ 1219 $ 1983 . $ 2557
"4. Percent of total federal outlays 19.8% 22.1% 22.9%
5. Total of transfers $ 405.1 $ 585.1 $ 7370
6. Percentof total federal outlays -~ 65.9% - 65.3% 65.9%
7. Total federal outlays .- $ 6151 $ 8956 $1,118.3
8. GNP ‘ $2,732.0 $3,772.2 $4,880.6
9. Federal transfers as a percent :
’ of GNP T 14.8% 15.5% 15.1%

Source: Tables 4-5 and 4-6, Economic Report of the President, 1990.

‘the mid-1980s brought large increases in federal payments to the farm

economy, increasing thereby the relative share of agriculture in its part of

transfer spending. Subsidies for housing increased somewhat in. relat@ve
. importance, from 4.3% in 1980 to 4.8% in 1983, but the other two major

categories for direct business subsidies, transportation and the postal ser-

vice, recorded relative declines. Foreign economic aid also grew slightly in
relative importance, as its share of non-people-based transfers rose from
3.3% in 1980 to 4.3 in 1988. Overall, the relative importance of non-people-
- based transfers rose form 19.8% of all federal spending in 1980 to 22.9% in
-1980. :
Table 4-7 combines some of the key total figures (in current dollar
amounts and in percents ) from tables 4-5 and 4-6 and thereby gives us an
overall picture of what happened to transfer spending during the 1980s. It
shows, first, that there was no significant change in the proportion of federal
outlays going for transfer purposes during the eight years of the Reagan
regime. Transfers continued to absorb about two thlrds’ of all federal spend-
ing, just as they had since the end of the 1960s. If the intent of the Reagan
Revolution was to roll back the boundaries of Americas’s welfare state as
defined by the ratio of transfer to total federal spending, the revolut.lon
failed to come off. In 1980 transfers consumed 65.9% of federal spending;
eight years later, this percentage figure remained at an identical 65.9%.
As detailed above, however, there was a change in the composition of
transfers. People-based transfer spending declined from 44.9% of all trans-
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fer spending in 1980 to 43.0% in 1990. The counterpart of this, of course,
is an increase in the relative share of transfers going to non-people-based
programs. This change was from 19.8% of the transfer total in 1980 to
22.9% in 1988. This shift, as has been stressed, further tilted the broad inci-

- dence of transfer spending away from the lowest income groups, the reason

being that many of the beneficiaries of the shift—holders of the federal
debt, large farmers, etc.—are in the upper ranges of the income distribution
scale, ‘

Table 4-8 shows in constant 1982-1984 dollars what happened to non-
people-based transfer spending during the 1980s. These data, too, show the
drastic change in relative spending within this general category during the
1980s. Grants-in-aid to state and local governments measured in constant
dollars dropped by 20% during the period, reflecting their decline in rela-
tive importance during the Reagan era. Net interest on the public debt had
the greatest growth, 119.0%, followed by subsidies to business, 117.0%, and
foreign economic aid, 91.8%. Overall, constant dollar transfers in the non-
people-based category grew by 46.1% in the period.

Table 4-9 gives a combined picture of the change in people- and non-
people-based transfers as measured in constant dollars for the 1980s. These
data reflect, as did the data shown earlier in table 4-7, the relative shifts that
took place in transfer spending during the Reagan era, even though over-

all there was no change in the proportion of federal spending going to -

transfers. All transfers when measured in constant dollars grew by almost
the exact same amount as did total federal outlays when measured in-con-
stant dollars, namely 26.7% for transfers and 26.6% for total federal
outlays. Since both military spending and non-people-based transfer spend-
ing grew faster in constant dollars than did total federal outlays, it obviously
follows that both types of spending grew at the expense of transfers to
people.* .

So what are we to conclude at this point? At least on the spending side,
David Stockman was right: there was no Reagan Revolution. The borders
of America’s welfare state had been slightly redefined, but they had not
shrunk. In constant dollars, federal transfer spending, total federal outlays,
and real GNP grew at an almost identical pace during the 1980s (table 4-9),
while the ratio of transfer spending to both total federal spending and the
GNP remained practically constant in the same period (table 4-7). What did
increase in the Reagan years was the ratio of total federal spending to the
GNP—from 22.5% in 1980 to 22.9% in 1988. This is accounted for almost
wholly by the rise in military spending relative to the GNP, from 5.2%
in 1980 to 6.1% in 1988.* Further, the redefining of the borders of the
welfare state came almost entirely at the expense of direct transfers to



Table 4-8. Non-People-Based Federal Transfer Expenditures in 1982-1984

Dollars: 1980, 1984, 1988°

* Category of Transfers

: Percent Change
1980 1984 1988 1980-1988

Grants to state and local governments

Income-supported welfare
Transportation

Aid to education

Housing and community
service ’
Health and hospitals

Labor training )
National defense and space
Natural resources
Government
administration

10. Energy

11. Revenue sharing

12. Other® ,
Total grants-in-aid to state
and local government

el A S

VENGAW

Net interest on public debt
Commercial banks
Insurance companies
Money market funds
Corporations

State and local
governments

Foreign holders of debt
Other

Total interest on
public debt

Subsidies to business

1. Agriculture

2. Housing

3. Transportation

4, Postal services
Subtotal
Less: subsidies to business
Total subsidies to business

AN

hY

Ne

International
1. Foreign economic aid

~ Total non-people-based transfers

$150 $189 . $158 5.3%
147 143 146 -0.7
96 75 84 -125
07 . 68 57 -463
40 .32 36" -10.0
00 26 24 -733
13 13 21 615
12 13 14 167
06 06 08 . 333
12 08 08 -33.4
83 44  — -100.0
08 __ 19 __55 '507.5

" $765 $637 $612 —200%

$118 $170 134 13.6%
25 59 17 208.0
04 23 08 1000
21 46 60 185.7.
92 159 216 134.8
137 176 250 81.8
130 _ 345 _ 405 211.5

$525 §$980 $1150 119.0%

$ 42 $121 $205 388.1%
63 93 105 66.7
31 18 15 -51.6
28 15 __ 11 -60.7

"$165 $248 $ 336 103.6% .
24 45 __30 25.0

$141 $203 $ 306 117.0%

$ 49 $ 89 § 94 __91.8%

$147.9 $190.9 $216.1 46.1%

2 Current dollar figures deflated with the consumer price index.
b Includes federal support for welfare and social services, civilian safety, veterans aid, rec-

reation, agriculture, and economic development.

Totals are rounded.

aNno0onNn

Sources: U.S. Department of Commerce, Survey of Current Business, July Issues, 1984,
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Table 4-9. Total Federal Transfer Expenditures to People and to Non-People-
Based Programs in Constant 1982-1984 Dollars: 1980, 1984, 1988°

. Percent Change

_ Category of Transfers 1980 1984 1988 - 1980-1988
1. Transfers to people $ 3437 $ 3723 $ 4069 18.4%

2. Non-people-based '
transfer programs - 147.9 1909 - 216.1 46.1%
3. Total transfers $_491.6 $ 563.2 623.0 26.7%
4. Total federaloutlays $ 7465 § 8620 § 945.3 26.6%
5. Real GNP $3,187.1 $3,501.4 $4,0244 © 26.3%

Source: Tables 4-5 and 4-8, Economic Report of the President, 1990.

~

people or to non-people-based transfer programs whose ultimate benefici-
aries generally were lower-income persons and families, as is the case with
programs for housing, aid to education, labor trammg, and some revenue

.sharing.

If, however, the overall structure of America’s welfare state was not
changed sngmflcantly on the spending side during the Reagan era, the same
«cannot be said if we look at it from the perspective of taxes, both total taxes

-and taxes whose purprose is to finance portions of the classic welfare state.

It is to this that we now turn.

Tax Changes and America’s Welfare State in the 1980s

There were three major changes in federal tax laws in the 1980s which had
an impact upon the welfare state. Of these, only one, the Economic Recov-
ery Tax Act of 1981 (ERTA), was strictly a part of the Reagan Revolution.
The other two major changes were tax amendments to the Social Security
Act in 1983 and the Tax Reform Act 1986, both of which were bipartisan in
nature. A brief comment on each of these is in oorder before we examine
their impact on America’s welfare state.

As stressed earlier in this chapter, the Economic Recovery Tax Act of
1981 was the vehicle by which the Kemp-Roth tax cuts got enacted into law.
Overall, the cut in the rates on individual incomes was 23%. As we have
seen, ERTA did far more than simply cut individual tax rates. It became ulti-
mately a “Christmas Tree” bill that also brought about significant changes
in the tax burden on corporations. The Social Security tax amendments
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of 'f983 were a bipartisan undertaking, one that stemmed from, first,
the emergence a sizable deficit in the Social Security Trust Funds in 1982
and in 1983, and, second, a growing public fear about the ability of the sys-
tem to finance the hordes of “baby boomers” expected to reach retirement
in the early part of the twenty-first century. A bipartisan Congressional
coalition led primarily by Senator Daniel Patrick: Moynihan of New York
pushed through reforms involving increases in both the rate applied to the
payroll tax and the maximum of annual earnings subject to the payroll tax.
The combined rate for employer and employee was scheduled to increase
to 15.3% by 1990, and the maximum annual income from wages and salaries
subject to the tax was raised to $49,500.% The Tax Reform Act of 1986, also
a bipartisan effort, changed the individual income tax primarily by replacing
-the existing multibracketed system with two basic brackets, 15% and 28%,
and lowered the maximum rate to 28%.* The threshold for the tax-exempt
level of income was supposed to be raised to 120% of the poverty level for a
married couple with two children, primarily by increasing the personal
exemption and the earned-income credit. The latter was also indexed. As
pointed out earlier in chapter 3, the 1986 law eliminated or modified a
number of tax expenditures applicable to corporations, the purpose being
to increase corporate tax revenues as a percent of total revenues.

Two basic questions need to be answered with respect to the tax changes
enacted during the 1980s. First, how did they affect the-general structure of
federal tax revenues? We shall examine this question first. Second, and far
more important for the purposes of this book, how did these tax changes
affect the distribution of income in America? Until we find an answer to
this question, our analysis of the evolution of America’s welfare state up to
the present will be incomplete.

Table 4-10 tells us some important things about what happened to the
general structure of federal taxes in the 1980s as the result of the three

major tax law changes enacted during the decade. This table shows for 1980

through 1989 the three major federal taxes—the personal income tax, pay-
roll or Social Security taxes, and the corporation income tax—as a percent
of total federal revenues for each year in this period. Several trends are
- apparent. First, the personal income tax continues to supply the largest
portion of federal revenue, although its share declined during the decade,
from 48.4% in 1980 to 44.0% in 1989. Second, the share of revenue sup-
plied by payroll taxes has grown steadily from 1980 through 1989. Payroll
taxes are now almost as large as the personal income tax as a source of federal
revenue. The relative share of corporate income taxes declined during the
decade, although the extent of this decline was reversed slightly after 1982.
Overall, and contrary to popular opinion, taxes were not reduced during the
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Table 4-10. The Structure of Federal Tax Receipts: 1980-1989 (in Percent)

Specific Tax®
Federal Tax Personal Corporate
" Revenue As A Income Payroll Income

Year Percent of GNP Taxes Taxes - Taxes -
1980 19.5 484 350 13.2
1981 209 46.7 34.2 10.3
1982 20.0 479 36.8 17
1983 194 43 383 : 9.2
1984 19.2 427 39.2 104
1985 19.6 439 394 9.7
1986 19.6 43.7 40.1 10.1
1987 20.1 45 385 11.1
1988 .o 199 - 425 40.2 115
1989 200 44.0 403 10.0

? As a percent of total federal revenues.
Source: Economic Report of the President, 1990.

decade, at least if this controversial question is measured by federal taxes as
a percent of the GNP. From 1980 through 1989 this percentage rose slightly
from 19.5% in 1980 to 20.0% in 1989. In general, and because of the
changes in the rate structure of the personal income tax and the growing
importance of payroll taxes in the federal government’s tax structure, it is a
fair conclusion that taxes at the federal level became significantly less pro-
gressive during the 1980s. Only in part can this be attributed to the Reagan
Revolution, for the changes in Social Security taxes as well as those incor-
porated into the Tax Reform Act of 1986 were fully bipartisan.

Tables 4-11, 4-12, and 4-13 address the second question posed earlier,
namely how the tax changes of the 1980s affected the distribution of income
in the United States.*® Table 4-11 shows the distribution of ‘pretax family
income (by deciles or tenths) for 1977, 1984 and 1988. Since these data
shown in table 4-11 are for pretax family income, they do not reflect the
impact of tax changes in the 1980s on the distribution of income, but they
do reflect the effect of some of the changes in transfer spending on income.
This is because the definition of family income used by the Congressional
Budget Office in compiling these data includes cash transfers from the fed-
eral government, but it does not include in-kind transfers.** What these
data do show is a definite increase in pretax inequality in family income
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paid to family income in each income class. A progressive tax system is one
in which the effective rate rises with income. If the tax structure overall
become less progressive—that is, the effective rate for the higher income
ranges declines—then it is safe to assume that the burden of taxes is being

shifted away from the top incomes and toward the middle and lower

incomes. :

Table 4-12 shows that this is what happened in the 1980s. Overall, the
federal tax structure became less progressive. For example, in 1977 the
effective rate for all federal taxes (including excises) for the top 1% of fam-
ilies was 30.9%, but by 1988 this rate had fallen to 22.9%, nearly a 26%
drop in the rate. For families in the upper 5% of the income scale, the
effective rate went from 27.5% in 1977 to 24.9% in 1988, a 9.5% decrease in
the rate. For families at the bottom of the income scale, however, the
opposite story prevailed. Between 1977 and 1988, the effective rate in-
creased for families in the first, third, fourth, and fifth income deciles. The
rate went down for families in the second income decile. There was a slight
decrease for families in the sixth and seventh income deciles between 1977

" and 1988, no change for families in the eighth income decile, and a slight
rise in the effective rate for families in the tenth, or highest, income decile.

The significance of these effective rates and their changes can be gauged
by referring to the last column in table 4-12, which shows in current dollars

the average family income in each population decile. For example, in 1988 a
family in the top 1% of the income distribution would have paid $131,461 in
taxes if its income had been taxed at the 1977 effective rate of 30.9% for
that income level. But its actual tax at the 1988 effective rate of 22.9%
would have been $97,426, a tax savings of $34,035!. For a.family in the top
59% of the income scale, the tax savings would be $4301 as a result of the
decline in the effective rate of taxation for this.income level from 27.5% to
24.9%. But consider the family in the lowest income decile, a family with an
average income of $3685 in 1988. Its tax bill would go up because of the
change in effective rates, from $295 at the 1977 rate to $354 at the 1988
rate. Its tax loss is $59. | _

A look at what happened to the effective rates for each major type of tax
explains why the federal tax structure overall has become less progressive.
The personal income tax still retains a progressive structure, but is generally
less progressive in 1988.than 1977, especially for the top 5% and 1% of fam-
ilies. Payroll taxes are mildly progressive up through the eighth income
decile, where the average family income is $45,752, but become sharply
regressive after that. But for all income deciles, the effective rate rose for
payroll taxes between 1977 and 1988. The story is about the same for the
corporate income tax, namely a very slight progression up through the sev-
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Table 4-13. Pretax and Posttax Gini Coefficients and Suits Indexes: 1977,
1984, 1988

Year
1977 1984 ' 1988
1. Pretax Gini coefficient 4427 4845 .4890
2. Posttax Gini coefficient - 4185 4700 4724
3. Suits Index 1025 . .0630 0696

Note: An increase in the Gini coefficient means an increase in income inequality. An
increase in the Suits Index means the tax system has become more progressive.

Source: Congressional Budget Office, The Changing Distribution of Federal Taxes: 1975-
1990, October, 1987. -

enth income decile, then a proportional increase for the next two deciles,
and a sharp dropoff in the effective rates for the top 5% and 1% of families.
Of course, there is some overlap here between the top 5% and 1% of famil-
ies and the tenth decile, but the tilt nevertheless is toward a regressive tax
structure for the corporate income tax in the upper ranges. This helps
explain the declining share of corporate income taxes in the overall tax
receipts of the federal government, as well as the general shift of federal
taxes in less progressive direction. : '

Table 4-13 sums up the foregoing discussion in terms of two fairly well-
know coefficients—the Gini coefficient and the Suits Index. The Gini
coefficient is a commonly used measure of the extent of inequality in the
distribution of income. It is based upon the Lorenze curve, which measures
the cumulative percentage of income against the cumulative percentage of
the population receiving income. It is so constructed that an increase in the
coefficient means greater inequality in the distribution of income. The Suits
Index is derived from a curve similar to the Lorenze curve, although in this
case the cumulative percentage of taxes paid is compared to the cumula-
tive percentage of total income. In the case of the Suits Index, an increase
in the number means that the tax system has become more progressive.
If the index declines, the oppostite has happened, namely the tax system
has become less progressive or more regressive. In table 4-13, the Gini
coefficient tells us two important things. First, since the coefficient for -
pretax family income increased between 1977 and 1988 from .4427 to .4890
the distribution of pretax income worsened during these years, a develop:
ment commented upon earlier. Second, for all three years—1977, 1984, and
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1988—the posttax Gini coefficient is lower, which indicates overall that the
" distribution of family income is less unequal after taxes than before taxes in
each of these years. However, the increase in the Gini coefficient for post-
tax income between 1977 and 1988 from .4185 to .4724 shows that posttax
" income became somewhat more unequal during this period. The latter con-
clusion is supported by the behavior of the Suits Index. Between 1977 and
1988, this index fell from .1025 to .0696, which indicates that the federal tax
system became less progressive during these years. There was a slight
improvement in progessivity between 1984 and 1988, but not enough to
~offset the overall drop for the entire period.

Summary Observations

We can conclude this chapter with a few brief summary remarks on the
Reagan Revolution and America’s welfare state, It is fairly clear that the
-ambitious goal of Mr. Reagan’s “revolution” to cut back sharply the con-
tours of the welfare state was not achieved. Overall, transfer spending as a
percentage of all federal spending changed hardly at all, even though there
were important shifts in its basic composition. As noted earlier in this chap-
ter, the tilt generally was away from people-based programs and direct
transfers to people. The goal of cutting back the size of the federal govern-
ment as measured by its expenditures in relation to the GNP failed com-

pletely. Government was larger by this standard when Ronald Reagan left -

office then when he entered office. This does not mean, however, that Mr.
Reagan failed in his drive to halt the further expansion of the welfare state.
He may not have been able to roll back its boundaries, but the massive leg-
acy of deficits and debt he bequeathed the economy has probably fore-
stalled for well into the future any new initiatives in social welfare spending.
The greatest impact of the Reagan Revolution and Reaganomics was
clearly on the tax structure. Not only were there significant cuts in personal
and corporate income taxes, but the burden of federal taxes was shifted
strongly away from the top ranges of the income scale toward the middle
and lower ranges. These changes began before Mr. Reagan took office, but
they were accelerated and enhanced during his tenure in the presidency. In
general the federal tax structure became less progressive, and the burden
was shifted away from business onto individuals. For the first time in the
postwar era, a measurable increase in income inequality took place in this
nation, a result in part of the spending and tax policies pursued during the

Reagan years. There is not much credible evidence, either, that supply-side
economics, the intellectual basis for the Reagan Revolution, really worked.
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The sharp 1981-1982 recession was .caused by putting on the monetary
brakes, while the recovery and long expansion since then has largely been
sparked by debt, both public and private. Although the overall contours of
America’s welfare state were not drastically changed by the Reagan “Revol-
ution, formidable and difficult problems lie ahead. It is to a consideration of
these that we turn in our final chapter.
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D LOOKING TO THE FUTURE

As the nation enters the last decade of the twentleth century, what lies
ahead for America’s three-tiered welfare state? As noted in the last chap-
ter, the Reagan era ended with the welfare state substantially intact, though
somewhat frayed around the edges. It is now tilted more toward its
middle-class beneficiaries than it was a decade ago, but the broad contours
remain essentially as they have evolved since the 1930s, when the welfare
state began. The last major legislative change in the welfare state came in
1987 the Family Support Act, an act properly regarded as an amendment to
the AFDC program rather than as a major addition to the structure of the
welfare state.

An array of problems lies ahead, not only for the nation’s welfare state
but for the nation generally. The end of the cold war has not automatically
ushered in the millennium —at best, one can hope that now some resources
may be freed up for use in coping with domestic problems. Whether this
will happen remains to be seen. What can be said with some certainty is that
the structure of the classic welfare state, as we have used that term in this
book, will not be adequate. It will have to be changed and enlarged. Experi-
ence confirms this; the structure was not adequate to solve the problem of
the “invisible poor” that surfaced in the 1960s, and it will not be adequate
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to solve the looming problems of the twenty-first century. Experience also
tells us that problems of a social-welfare nature cannot be solved outside
the social context—they cannot be resolved by the magic of the market-
place. Put bluntly, this means that transfer spending will remain the main
vehicle if solutions are to be forthcoming.

So what are the problems to be faced? Within the context of America’s
welfare state as well as of the objectives of this book, they number three.
First, there is the forthcoming and crushing impact of the “baby boomers”
on the welfare state, a development that will begin to be felt as early as
2011. Second, there is a growing crisis in health care in the nation, a crisis

grounded in the fact that an estimated 37 million Americans have no health

insurance whatsoever. American is the only modern industrialized nation
without a system of national health insurance. In too many instances, famil-
ies have no defense against the catastrophic and traumatic financial costs of
a major illness. Third, there is the surging and near intractable problem
of the underclass, a word that refers to an array of social pathologies. This
problem comprises the woes afflicting such disparate groups as the poor,
both working and nonworking, who fall between the cracks in the safety
net of the welfare state, the homeless that roam the streets and alleys of
America’s big cities, and the blacks and black families fighting for survival
in the inner-city ghettos of America. A part of the latter problem is the
devastating impact of murder and crime on a growing proportion of
young American blacks between the ages of 15 and 30.

This third problem, which is not a single problem, but many related
problems, is one that cannot be solved within the traditional structure of the
welfare state. Partly for this reason, and partly because the problem is so
sweeping that it requires a book in itself for adequate discussion and analy-
sis, we shall not discuss it here.! The baby boomer and health care
problems, however, can and should be discussed within the context of the
welfare state. '

The Baby Boomers and the Social Security System

The baby boomers, estimated to number more than 80 million, are the
largest single demographic bloc in the nation’s population structure. Now
(1990) ranging in age from 24 to 44, they will put unheard and unex-
perienced strains on the Social Security system when the first boomers
reach retirement age in 2011. The last of the Boomer cohort will reach
retirement around 2031, assuming that a retirement standard of 65 to 67
years of age still prevails. The nation has only 21 years, from 1990 to 2011,
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to get ready for this impact. The essential question is this: can the system as
now structured deliver the benefits implied by the system when this huge
bulge in the population reaches retirement? The enormity of the problem
can be seen in the fact that from the end of World War II (1945) through
1987 (42 years), 36.9 million new beneficiaries were brought into the system.
In a 20-year period, from 2011 to 2031, the system will have to absorb more

than twice as many new beneficiaries as in almost the whole of the post-
World War II era.? Can it be done?

To answer this question, we must first examine with as much precision as
possible the full magnitude of the problem. Tables 5-1, 5-2, and 5-3 do this
from two different perspectives and on the basis of several sets of assump-
tions about economic and demographic behavior between the present and a
time two thirds of the way into the next century.? Table 5-1 looks at the
relationship between covered workers and beneficiaries under the Old Age,
Survivors, and Disability Insurance program—OASDI or Social Security.
Covered workers are those whose jobs come under the Social Security Act
and various amendments, and whose wage or salary is subject, conse-
quently, to payroll taxes. Two basic relationships are shown in the table: the
number of covered workers per beneficiary, and the number of benefi-
ciaries per 100 covered workers. Since ultimately benefits under the system
are paid for in one way or another by the working population, these
relationships are crucial for seeing what is likely to happen to the system in
the future. The table is organized in two parts. The upper part gives the his-
torical record, showing for selected years since 1950 the values for these
relationships. The lower part of the table is predictive, It shows estimated
values for these two relationships over the next 75 years on the basis of four
different assumptions about the behavior of key economic variables over
this period. We will discuss these assumptions shortly.

So what is the story from this table? The historical data show that there
has been a continuous decline in the ratio of covered workers to benefi-
ciaries ever since the end of World War II. This means simply that in this
period, the number of beneficiaries has grown much faster than the num-
bers of workers, a not-too-surprising development, since the Congress and
all post-World War 1l administrations have cooperated in continuously ex-
panding and improving Social Security benefits. In 1950 were 16.5 workers
in covered employment for every person receiving OASDI benefits; by 1988
the ratio had fallen to 3.3 covered workers per beneficiary. The same story
is told in a slightly different fashion by the figures showing the number of
beneficiaries for each 100 workers in covered employment. In 1950 there
were a mere 6 beneficiaries for every 100 workers, but by 1988 this number
had climbed to 30 beneficiaries per 100 workers. The economic story told by



Table 5-1. OASDI Workers Per Beneficiary and Beneficiaries per 100 Workers: Selected Years

A.  Past Experience

Beneficiaries
Per 100 Workers

Covered Workes
Per Beneficiary

Year

16.5

1950
1960
1970
1980
1988

20
27

5.1

37

31

30

33

B. Projections

Alternative II-B Altemative [I1

Alternative [I-A

Alternative

Ben/100W

W/Ben

Ben/100W

WiBen

W/Ben® Ben/100W® W/Ben Ben/100W

Year

31

32

30
31

30 33 30 33
31

30
31

33

1990
2000

33
36
47

31

3.2

34

2.7
24

33

3.0
24

33
42
50
52
53
55
55

3.0

2010

42
51

38 24
2.0

2.6

2020

59
65
71

1.7
1.5

2.0

44

2.3

2030

53

1.9
1.9
1.8
1.8

1.9
1.9
1.8
1.8

43
42

2040

14
13
1.3

54
55
5D

24

2050

78

24 41

2.4

2060

80

41

4 Covered workers

!

per beneficiary.

eneficiaries per 100 workers.

Source: Board of Trustees of the Federal Old-Age and Survivors Insurance Trust Fund and the Federal Disability Insurance Trust Fund,.

U.S. Government Printing Office. 1989), p. 77.

TOSO Annwal Report, (Washington, D.C..
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these statistics is straightforward: each worker must “support” a growing
number of nonworkers who enjoy benefits provided by the Social Security
system. The trend embodied in these figures is also used to justify alarmist
conclusions about growing strains on the system and its ability to provide
future benefits to the same degree as it has done in the past. Subsequently,
we shall examine critically the validity of such assumptions, but they are
derived from the data found in the lower portion of the table.

In the lower part of table 5-1 are found projections for the two basic
relationships discussed above for the next 75 years, from 1990 through 2065.
There are four such projections, labeled Alternative I, Alternative I1I-A,
Alternative II-B, and Alternative I11. A word about these is in order. These
projections or forecasts are compiled periodically by the Office of Actuary
in the Social Security Administration. Alternative I is described as optimis-
tic, Alternative III as pessimistic, and Alternatives II-A and II-B as best-
guess alternatives lying between the two extremes. The terms optimistic and
pessimistic as used in this context also require explanation. Optimistic refers
to developments in the economy that reduce program costs and thereby
increase trust fund reserves. If, for example, people chose voluntarily to
work longer, this development would affect the optimistic forecast. Pessi-
mistic, on the other hand, refers to developments that increase program
costs‘, thus reducing the trust fund balances. An increase in longevity, for
example, would have this effect.*

All the forecasts shown in the lower half of table 5-1 show the same
trend—a reduction in the number of covered workers per beneficiary and
an increase in the number of beneficiaries per covered worker. At the opti-
mistic extreme, covered workers per beneficiary are expected to decline to
2.4 by 2065, and beneficiaries per 100 covered workers to increase to 41
in the same period. The pessimistic projection, on the other hand, has the
number of covered workers per beneficiary dropping over the next 75 years
to 1.3, and the number of beneficiaries per 100 covered workers climbing
to 80. The two in-between best-guess projections come out the same—
1.8 covered workers per beneficiary by 2065 and 55 beneficiaries per 100
covered workers by the same year.

All the above projections—optimistic, pessimistic and in-between—spell
bad news for the Social Security system. Just how bad is demonstrated by
the data in table 5-2. This table shows the proportion of OASDI and Hospi-
tal Insurance (HI) costs for each set of projections that can be financed by
tax rates in place for OASDI and HI in 1990. The percentages in the table
are calculated from data on income and cost rates compiled by the Social
Security Actuary for the time intervals shown.” The income rate is the
combined employee-employer OASDI and HI contribution rate expressed
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as a percentage of taxable payrolls. It includes income from the taxation of
Social Security benefits, The cost rate consists of annual outgo or benefi-
ciary expense expressed as a percentage of taxable payrolls. The actuarial
balance is the difference between summaties of the estimated income rates

- and cost rates for the period under review. If the actuarial balance is nega-
tive, the program is said to have an actuarial deficit, and such a deficit is
taken as a warning signal that future changes may be needed in either
program benefits or financing®

So what do the figures in table 5-2 tell us about the troubles confronting
the brightest gem in America’s welfare state, the Social Security-system?
Save for the superoptimistic projections that underlie Alternative I (see
table 5-3), the system will find itself in deep trouble beginning around the
year 2014. For the first 25-year interval shown in the table (1989 to 2013),
funding is more than adequate to finance all benefits paid out by the system
except under the most pessimistic forecast, Alternative III. But even there
the shortfall in revenue compared to benefits is only 4.9 percentage points.
However, for the second (2014 to 2038) and third (2039 to 20A3) 25-year
intervals, disaster strikes, save again for the highly optimistic assumptions
(table 5-3) that undergird Alternative I. By 2063, (Alternative IIB), the
shortfall in tax revenues to finance benefits will be 33.4 percentage points.
The shortfall reaches 57.4 percentage points in the worst-case scenario in
the third 25-year interval. For the entire 75-year forecast period (1989-
2063) show in table 5-2, the actuarial deficit (benefit cost in excess of system
revenues) is 12.1 percentage points for Alternative II-A, 16.2 percentage
points for Alternative II-B, and 38.0 percentage points for Alternative III,
the pessimistic forecast.

For a look at the assumptions that underlie the forecast alternatives
shown in tables 5-1 and 5-2, examine the figures in table 5-3. This table
shows actual annual average rates of increase in real GNP, covered wages,
‘and the consumer price index (CPI), the average annual unemployment
rates for selected past periods, and forecast or projected values for the
same variables through 2065 for each alternative. Real GNP, wage in-
creases, the inflation rate (CPI), and the unemployment rate are the key
macroeconomic variables that govern what happens to both benefits and
Sacial Sfecurity income during the forecast period. To these, the actuaries of
the Social Security system add demographic assumptions involving birth,
death, and fertility rates, as well as assumptions about net migration. How |
good are these assumptions and the predictions that flow from them? No
one re.ally knows. It is a bold act to project such volatile variables as real
GNP, inflation, and the unemployment rate so far into the future, but given
the hordes of baby boomers waiting in the wings, the attempt must be
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. U.S. Government Printing Office, 1989), compiled from table E3, p. 126.
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Table 5-3. Past Expen'eni:e and Assumed Values For Selected Economic
Variables: 1960-2010 and Later (in Percent) ‘

Annual Average Percentage Increase

Average Annual

Real Covered Consumer Unemployment
GNP’ Wages. Price Index Rate

Past Experience

1. 1960-1964 39 34 13 5.7

2. 1965-1969 4.4 -'54 34 3.8

3. 1970-1974 24 6.3 6.1 54

4. 1975-1987 2.7 A 6.6 7.5

Projections (1988-2010

and later) . ‘

1. Alternative I 33 4.3 25 4.9

2. Alternative II-A 28 . 51 32 52

3. Alternative II-B - 25 5.6 4.2 . 5.6

4. Alternative III 14 5.7 52 6.5

2 In 1982 dollars.

Source: Board of Trustees of the Federal Old-Age and Survivors Insurance Trust Fund
and the Federal Disability Insurance Trust Fund, 1989 Annual Report, (Washington, D.C., U.S.
Government Printing Office, 1989), p. 34. .

made. Only as time passes will we know how good these projections really
are. One point ought to give us pause. Only Alternative III the pessimistic
forecast sees a recession happening within the next ten years. If one of the
other three forecasts turns out to be right, the nation will have gone 16 years
without a recession, an unheard-of feat!

The 1983 “Big Fix”

Forecasts such as those contained in tables 5-1, 5-2, and 5-3 helped trigger a
presumed financing crisis for the system in the early 1980s. A slowing of the
economy in the 1970s, a growing awareness of the looming Baby Boomer
crunch. and actual deficits in the OASDI Trust Funds from 1976 and after
contributed to the belief that the system was facing disaster in the next cen-
tury unless speedy action was taken. Table 5-4 shows the income, outgo,
and overall balance of the OASDI Trust Funds for selected years since
1940.7 Typically, the Trust Funds have had only a modest balance at the end
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Table 5-4. OASDI* Trust Funds for Selected Years: 1940-1987" (in Millions of
Current Dollars)

i o Fund
~ Year Receipts Expenditures Net Change Balance
1940 368 35 333 2,031
1945 1,420 274 1,146 7,121
1950 . 2,928 ) 1,022 1,906 13,721
1955 6,167 4,968 1,199 21,663 - .
-1960 12,445 11,798 647 22613
1965 17,857 18,311 -1,331 . - 19,841 .
1970 36,993 33,108 3,886 38,068
1975 67,640 69,184 -1,544 44,342
1980 119,712 ’ 123,550 -3,838 26,453
1985 203,540 190,628 11,088 42,163
1987 231,039 209,093 21,946 68,807

2 OASI and DI Trust Funds combined.
b Before 1955 OASI only.

Source: U.S. Department of Health and Human Services, Social Security Administration,
Social Security Bulletin, Annual Statistical Supplement, 1988, pp. 121, 123.

of each period, reflecting what has been the essentially pay-as-you-go
nature of the system since its founding in the 1930s. Note that from 1960
to 1970, the balance in the funds was only slightly larger than the annual
outlay. : o

InyDecember 1981, President Reagan established by executive order the
National Commission on Social Security Reform, a bipartisan blue-ribbon
group with five members appointed by the President, five members by the
Republican congressional leadership, and five members by the Democratic
congressional leadership. The Commission was chaired by Alan Greenspan,
now Chairman of the Board of Governors of the Federal Reserve System,
and included among the Republicans Senator Robert Dole and House
member Barber Conable, since retired, and from the Democrats New York
Senator Daniel Patrick Moynihan and the late Claude Pepper of Florida.
Noncongressional appointees included Robert A. Beck, Chairman of the
Board of Prudential Insurance Company, Alexander Towbridge, president
of the National Association of Manufacturers, and Lane Kirkland, Presi-
dent of the AFL-CIO.® Although the Commission was weighted heavily in
favor of Republicans, its recommendations were essentially bipartisan, and
when presented to the Congress in early 1983 they were adopted largely



142 TRANSFER SPENDING, TAXES, AND THE AMERICAN WELFARE STATE

intact. The major reforms in the bill signed into law by the President in-
cluded accelerating already scheduled payroll tax increases, delaying cost-
of-living increases for benefits, and raising the retirement age to take effect
'in the next century.’ The package was supposed to make the Social Secur-
ity system self-financing through the middle of the twenty-first century.

The Buildup in the Social Security Trust Funds
(OASI and DI)

The joker in the deck from the 1983 “big fix” package of Social Security
reforms is the anticipated buildup in the two major trust funds for the sys-
tem, Old Age and Survivors Insurance (OASI) and Disability Insurance
(DI). 1t is this buildup that triggered Senator Moynihan’s call in late 1989

- for a roll-back in payroll taxes. The bill Senator Moynihan introduced in the
Senate would repeal the increase in Social Security taxes that went into
effect on January 1, 1990—from 6.06% of covered wages for employees and
employers each to 6.2%—and cut the rate further on January 1, 1991 to
5.1%. In his bill, Senator Moynihan essentially sought to roll Social Security
taxes back to a level that would maintain a balance in the trust funds
roughly equal to one year’s outlay.!’ ‘

Unfortunately, when the 1983 bipartisan “big fix” for ch’ial Seciurity was -

engineered, apparently not much thought was given to either the size of the
surplus that would emerge from the reforms, or to what was to be done with

the money. Table 5-5 shows in current dollars, and on the basis of Alterna- -

tive TI-A, the expected annual surpluses generated in the combined OASI
and DI accounts and the balance in their combined trust funds flowing out
of the 1983 “big fix.” The figures are staggering. '

By 2020—just 30 years distant—the OASDI trust fund balance,
measured in current dollars, will reach 36.9% of the GNP! By 2035, the bal-
ance in the trust fund will have soared to an incredible $14,797 billion. In
that year, again in current dollars, the trust fund balance will be nearly six
times greater than the expected benefits outflow. Figures 5-1 and 5-2 show
in graphic form the projected path of the trust funds from 1990 through
2060. At this point, one cannot help but wonder what the prestigious
members of the high-powered blue-ribbon Social Security Reform Com-
mission were thinking. Did they really give any serious thought to the poss-
ible disposition of such enormous sums? Merton C. Bernstein and Joan
Brodshaug Bernstein, in’ their excellent book Social Security: The System
That Works, devote only a few pages to this question, even though Mr.
Bernstein sérved as a consultant to the Commission.!! Before we can tackle
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Table 5-5. Estimated Buildup in Combined OASI and DI Trus‘tlFunds and’
GNP: 1990-2060° (Billions of Current Dollars) ' : ’

Trust Funds
Year Funds - GNP As Percent of GNP
1990 8 241 . $ 5,555 43%
1995 769 7378 , 104
2000 1,634 9,687 ~ 16.9
2005 2,963 12,711 233
2010 4,877 16,435 ] 29.7
2015 , 7,247 20,900 34.7
2020 9,734 " 26,353 , 36.9
2025 11,971 33,155 © 360
2030 - 13,682 41,865 327
2035 14,797 53,060 27.9
2040 15,365 67,197 ; 229
2045 15,181 84,905 ' ' 17.9:
2050 ' 13,466 : 107,143 12.6
2055 8,879 135,306 - 6.6
2060 R 171,113 ‘ I —

~ 2 Based upon Alternative [I-A assumptions.

Source: Board of Trustees of the Federal Old-Age and Survivors Insurance Trust Fund .
and the Federal Disability Insurance Trust Fund, 1989 Annual Report (Washington, D.C,, US.

Government Printing Office, 1989), p. 132.

the crucial and vexing question of what can be done with these funds, a
short, historical detour is in order.

A Historical Note on Social Security

The 1935 Social Security Act was initially hammered out by a Committee on
Economic Security, a subcabinet group appointed by Franklin D. Roosevelt

- and chaired by his Secretary of Labor, Francis Perkins. Roosevelt particu-

larly wanted two things in the system. First, it had to be differentiated from
the “dole,” which meant that it had to be contributory to some extent. And
second, it had to be self-financing, by which Roosevelt meant that no money
should come directly from the Treasury to pay for the benefits."2

There were, and still are, two interpretations of what is meant by self-
financing. 1t could be either pay-as-you-go or pay-for-yourself. A pay-as-
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you-go system means that the sources of finance for the system have to
- be identified and earmarked for the beneficiaries of the system. Taxes must,
of course, be enacted to achieve this. In a pay-as-you-go system, current
taxpayers pay the benefits received by current beneficiaries. Benefits and
taxes are in approximate balance each year or over a time ‘period of a few
years. A pay-as-you-go system is essentially an intergenerational transfer
scheme. People working and being taxed pay the benefits flowing to the

retired, their survivors, and the disabled. This is essentially how the Social .

Security system operated until the 1983 “big fix.”

A pay-for-yourself system, on the other hand, is one in which each gener-
ation of participants pays for its own benefits. In such a system, each partici-
pant would pay money into a fund, out of which the benefits would be paid
at retirement, for disability, or to survivors. This kind of a system is anal-

- ogous to systems of private insurance, and, when operating effectively, is
said to be fully funded. To be actuarially sound, such a system must have a
fund of sufficient size that in the event the system was closed down, all

future claims of beneficiaries in the system at the time of the shutdown .

" could be paid. Only if the system operated in this way could it be described
‘as being “real” insurance. Most current beneficiaries of Social Security
regard it in this way, even though the reality is different. '

Originally, President Roosevelt opted for a pay-for-yourself system,
believing that pay-as-you-go was simply the dole under another name."

" Francis Perkins wanted-a pay-as-you-go system, but the original legislation
.took the other route. However, in 1939, just before the outbreak of war in
Europe, the Social Security Act was amended to transform Social Security
into a pay-as-you-go system. As one critic has said, “The amendments of
1939 adopted a funding orientation that stared an intergenerational transfer
on a grand scale and set a precedent that, once established, would become

practically inescapable for those who followed.”"

Back to the Trust Funds Problem N

- In retrospect, it appea

shift Social Security from what it has been since 1939—essentially a pay-as-

you-go system—toward a pay-for-yourself system without fully understar!d-
ing what it was doing or the serious economic consequences of such a shift.
To see this, we need to examine the economic scenarios that could emerge
as a result of the mammoth buildup in trust fund reserves shown in table
5-5 and figure 5-1. Two such scenarios are possible; we need to ask our-

rs that the 1983 Reform Comxﬁission undertook to |
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selves if either is realistic.!s Only then will we be l ‘
. . / able to deal ad
with the baby bcomer burden confronting the system. ot equétely
Fgr the sake of keeping the analysis as simple and as straightforward as
possible, we shall assume a full employment economy with annually bal-

* anced budgets.'® As table 5-5 shows, the trust funds build to a peak at about

the midpoint of the 70-year period and then drop to zero by the end of °
20?6. In the first scenario, which John C, Hambor calls a Validation Scen-
ario, the trust funds are used as a vehicle to channel funds into the private
capltall7 markets, from whence they will find their way into new, real invest-
me!n.t. To the extent that this happens, the nation’s capitalst(;ck and pro- -
dUCEIYC capacity will be increased. Out of such increases will comepthe
additional output needed in the future to provide benefits for the baby
boomers as they reach retirement age. Why will there be new investment?
Tlfe_ trust .fund surpluses are a part of national savings, even though the).'
ongn.nate in 'the public sector, and, as savings inérease, interest rates will
deglme and investment will be stimulated. When the baby boomers begin to
retire, ber!eﬁts paid out will start running ahead of receipts, and the vg\/hoie
process will be thrown into reverse. Selling off the trust f,und assets that
represent the claims against the real capital built up when the trust fund

- balances were expanding provides the money needed to pay benefits to new

thought of as a mechanism b i i
. ‘ y which the current working generati
provides partially for its own retirement.!8 5 ¢ ron.

The second possibility is labeled the et Scenario.® 1t i

because the regular budget of the federgﬁggisr'crfr’;aez‘t’.vvoﬁléls l;:: 1::;217?5
over the next 70 years to offset exactly the rise and fall of the surplusef in
the OASDI trust funds. During the buildup of these surpluses, from
apprqxnmatf:ly 1990 through 2040, there would have to be deficits o% equal
magnitude in the on-budget accounts of the federal government.? Overall
fhe accounts of the federal government, including the trust funds, would be‘
in balance. When the trust fund balances began to decline, whict’\ will hap-
pen as soon as benefits begin to exceed revenues, the regular or on-budget
account§ of the federal government would have to develop surpluses. For
the lentlre 70-year period, the government would spend the trust ‘fund
::‘:Entzls:ss gen:;rated in the first part of the period and would use general tax
rovenues ;ns ! c;a la;ter part of the period v\(hen the assets of the trust funds
cinle ot e tho to pay for beneﬁ.ts flowing to the baby boomers. In prin-
effec’t oLl ﬂ; e s'urpluses.or deficits of the trust funds would not have any
o pon the natloqal Savings rate, and hence upon the rate of investment

new capital creation. Basically, this is a pay-as-you-go scenario in which

beneficiaries. In effect, Hambor says, the Validation Scenario can be
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future taxpayers will have to pay for future benefits. As Hambor says, the
trust fund buildup that will result from this approach “...more accurately
represents a stack of IOUs to be presented to future generations for pay-
ment, rather than a build-up of resources to fund future benefits.”? This

conclusion, it is important to note, rests upon payroll tax changes contained

in the 1983 “big fix” not being changed. :

From the viewpoint of the logic of macroeconmic theory and analysis,
both scenarios are correct. In principle, either could be achieved by acting
through the trust funds or by manipulating the overall on-budget accounts
of the federal government. From a practical and political perspective, how-
ever, both scenarios confront difficulties that are probably insurmountable.
The second or offset scenario; assuming the indicated trust funds buildup is
allowed to continue, would require continuous and even major adjustments
in the tax revenues of the federal government from sources that are not tied
to the trust funds, namely personal and corporate income taxes. This simply
could not be done. This bring us to the Validation Scenario, the scenario
put in place by the 1983 “big fix.” For reasons that we shall now explore,
this solution, too, is unworkable.

The Impossible Dream: A Pay-for-Yourself System

In his Introduction to ‘the Bush administration’s budget for fiscal 1991,
Richard G. Darman, Director of the Office of Management and Budget
(OMB), opted essentially for the Validation Scenario. The vehicle for this is
the proposed Social Security and Debt Reduction Fund, the purpo'se.of
which is, in effect, to use an increasing proportion of the surpluses building
up in the OASDI trust funds to reduce the portion of the federal debt held
by the public. By 1995, 85% of the Social Security surplus would be used for
this purpose, and after 1995 the percentage would rise to 100%.% This pro-
posal, the budget document goes on to say, will “...preserve the trust fund
buildup for its intended purpose—the payment of benefits to the baby

boom generation.”23 The Bush budget not only argues that the 1983

Amendments to Social Security were successful, but one of their major
effects was to move the Social Security system away from “...the traditional
’ pay-as-you—go approach and toward a form of ‘accrual funding,”; by which
is meant building a fund out of which future benefits can be paid.2

The logic behind the Bush and Darman proposition is straightforward.

Using the OASI trust fund surpluses to retire privately held fe.deral debt
will provide bondholders with cash. The funds released by retiring federal
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debt will presumably flow through the private capital markets into real
investment, thereby increasing the nation’s capital stock and improving pro-
ductivity. As sketched out in the prior section, the greater output associated

. with higher productivity would be the real source of retirement benefits for

the baby boomer generation. For this scenario to work, however, two things
must happen. First, the public or privately held portion of the federal debt
must be reduced. If that does not happen, then the entire scenario comes
unglued. The OASDI surplus will then simply continue to mask the real
size of the federal government’s deficit, as is now the case. Second, funds
released into the economy by the retirement of privately held debt must
find their way into net real capital investment. Instead, if they are used to
finance mergers and buyouts, the entire point of the exercise is lost.
Whether this second requirement will happen, we simply do not know,
although the record of the 1980s is not encouraging. From 1980 through .

- 1986, corporate America spent $689.1 billion on mergers and acquisitions,

as compared to $307.8 billion for research and development, and $527.4
billion on net new nonresidential investment.? :
What of the first requirement, namely, that the size of the privately held

* portion of the federal debt be reduced? Here we can be more precise,
- because data showing what is likely to happen do exist. The sad fact is that

any hope of using OASDI surpluses to reduce the pivately held portion of
the federal debt has foundered, and will continue to founder, on the rock of
the Reagan era deficits. The figures in table 5-6, which are for 19901995,
show why this is likely to happen. Column 1 in the table shows the portion
of projected on-budget deficits that will be reflected in federal debt held
in the private sector. These totals are based upon the past division of the
total deficit between private and public ownership.?6 Congressional Budget
Office data are the source for the total on-budget deficit for these years.?’
Column 2, the projected privately held debt for the 1990-1995 period, is
obtainéd by adding column 1 for each year to the total of privately held debt
for the preceding year. In 1989 this total was $1964 billion, so by adding the
projected deficit of $137 billion for 1990 to-this figure, we get the privately
held debt total at the end of 1990. From ' these totals for each year we sub-
tract the projected OASDI surpluses each year to get the figures shown in
column 4, which are the privately held debt totals to be expected at the end
of each year shown in the table. To get the total of $1860 billion shown

“at the end of 1990, the OASDI surplus of $73 billion for that year was

increased by $168 billion, the latter being the expected balance in the
OASDI trust funds at the end of 1989 on the basis of the Alternative II-A
projection. What is assumed here is that the whole of the trust fund balance
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Table 5-6. Projected Privately Held Federal Debt and OASDI Surpluses:
1990-1995 (in Billions of Current Dollars)

M) ' @ @) )
- Projected Projected Privately Held Debt
Projected Privately Held QASDI Less OASDI
Year Deficit® _ Federal Debt® Surpluses® Surpluses
1990 137 . 2,101 241 1,860
1991 142 2,243 82 2,161
1992 148 ' . 2,391 93 2,298
1993 160 2,551 _ 105 2,446
1994 162 . 2,713 118 2,595
1995 165 ‘ 2,878 130 2,748

3 Congressional Budget Office projection of the baseline on-budget deficit adjusted to reflect

proportion of deficit financed by private purchase of government securities. L )
b privately held federal debt at the end of 1989 increased each year by the projected deficit

Column 1). ‘
( € For 1390 the figure shown ($241 billion) includes OASDI Trust Fund balances at end of

1989 plus OASDI surplus in 1990 ($168 + $73 billion).

Sources: Congress of the United States, Congressional Budget Office, The Economic and

. Budget Qutlook: Fiscal Years 1991-1995, January 1990; 1989 Annual Report, Board of '1'.rusl_e-es

of the Federal Old-Age and Survivors Insurance Trust Fund, and the Federal Disability
Insurance Trust Fund (Washington, D.C., U.S. Government Printing Office, 1989).

available in 1990 would be used to retire privately held federal debt, ar.1d
thereafter, only the surpluses of income over outgo in the Social Security

trust funds could be used for this purpose. .
So what are we to conclude from the figures in table 5-6? Under the

most favorable assumptions possible—namely, that all of the OASD! oper-
ational surpluses generated each year (1990-1995) can be. usefi to retire pri-
vately held federal debt—there will not be a net reduction in thefamount
of outstanding federal debt held by private persons. The reason, 0 co.ursei
is the federal deficit. It is still there, and, according to thfa Congre?(mgn;
Budget Office projections, the on-budget deficit—the deficit not masd ‘;995)'
the Social Security surpluses—will actually increase bf:tween 1990 an 95,
Gramm-Rudman-Hollings notwithstanding.?® But without a net I'C(.jUClIOIl
in the privately held portion of the federal debt, ‘the Social Securolty sur-
pluses cannot be regarded as an addition to the nation’s pool of savings. As
long as the deficits continue and exceed Social Security surplu.se.s, the _fedt?r-
al government is drawing more out of thie savings pool than it is putting in.
" Thus, the conclusion seems inescapable: the Bush-Darman idea of using
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the OASDI surpluses to augment the flow of funds into private capital
markets and boost real investment spending simply will not work, given the
expected magnitude of the federal deficits. _ '

There are two other things wrong with the Darman scenario. First, it is
well recognized that the Social Security tax works out to be regressive. It is
also true, although the recognition may not be so wide, that the private
owners of the federal debt are mostly found in the upper ranges of the
income distribution scale. A 1983 survey of consumer finances by the Fed-
eral Reserve System found that 28% of total net worth for all families is
held by the upper 2% of families at the top; the upper 10% of all families
have 57% of all net worth, while 20% of families have a zero or negative net
worth.? Bonds of all kinds make up only 4% of the net worth for all famil-
ies, and their ownership is highly concentrated. The most recent data shows
that 30% of all bonds are held by the top 1% of families.3® It is sometimes
argued that bond ownership is more widely distributed than these figures
suggest, the reason being that bonds, especially federal bonds, are import-
ant in the portfolios of private pension funds. True enough, except that the
catch-all category that inclides pension funds as well savings and loan
associations, credit unions, mutual savings banks, and other similar financial
institutions accounts for only 31% of all privately held federal debt.?' So it is
a reasonable conclusion that the individual ownership of federal debt is
heavily concentrated in the upper income ranges. So what the Darman
scenario involves is using a regressive tax—the Social Security payroll
tax—to transfer income on a massive scale from persons and families in the
lower income ranges to those at the top. Since privately held debt at the
end of 1989 was equal to almost $2 trillion, this plan, if actually imple-
mented, would involve a transfer of wealth to the wealthy probably unpre-
cedented in the nation’s history. ,

There is an even more fundamental fault with the Darman scenario, one
rooted in standard macroeconomic theory and policy. The question is this:
should the federal government use its fiscal powers as an instrument to -
increase the level of saving in the economy? Or should not this be left to the
private capital markets and the private decisions of business firms and
households? Of course, the massive deficits of the 1980s absorbed a large
share of privately generated savings, but it does not follow that this out-
come represented wise or appropriate policy. Table 5-5 shows that by 2020
the OASDI trust fund surplus is expected to equal 36.9% of the GNP. Does
it make any economic sense for the federal government to pull money out
of the income stream to the extent necessary to build up a trust-fund sur-
plus of this magnitude? This idea flies in the face of all the lessons of
Keynesian economics. Ever since publication of The General Theory, it has
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‘Table 5-7. The Bush and Reagan Administration Budget Reduction Plans: A
Comparison (in Billions of Current Dollars) :

- Reagan Plan Bush Plan
_Fiscal Estimate Actual Fiscal .  Estimated . CBO*®
Year Deficit Deficit Year ‘Deficit Estimates
1981 -54.5 -58.5 1990 -1238 -138
1982 -45.0 -112.6 1991 -63.1 -138
1983 ' -229 -186.7 1992 -25.1 -135
1985 - 469 -185.5 1994 . +10.7 -130
1986 . +36.9 - 2128 1995 +9.4 -118
2 Congressional Budget Office.

Sources: Budget of the United States Government, Fiscal Year 1991 (Washington, D.C., U.S.
Government Printing Office, 1990); The White House, A Program for Economic Recovery,
February 18, 1981; Economic Report of the President (Washington, D.C., U.S. Government

Printing Office, 1990).

been well understood that the main role of a central government as far as
fiscal policy is concerned is to create temporary budgetary surpluses or
deficits in order to offset cyclical ups and downs in the private economy. It
is not the business of fiscal policy to generate savings that may or may not
find their way into private capital formation. . :

There is a another and perhaps more fundamental perspective from
which to approach the Validation Scenario, one which will show why, even
if the federal budget were balanced, a pay-for-yourself system is an impossi-
bility. We begin this part of the analysis with a brief review of the fiscal 1991
budget. Like President Reagan before him, President Bush foresees in his
fiscal year 1991 budget the elimination of the federal deficit in three"years.
Table 5-7 compares the Bush budget forecasts for a five-year period (1990-
1995) with the Reagan forecasts (1981-1986). The Bush forecasts are from
the fiscal 1991 budget transmitted to the Congress on January 29, 1990, and
the Reagan figures are from the February 1981 Program for Economic
Recovery. Also shown in the table are Congressional Budget Office projec-

tions for the budget (deficit or surplus) for 1990-1995. The Bush budgets,’

which a cynic might label Rosy Scenario 11, foresee a balanced budget by the
end of 1992, and a surplus emerging in 1993 and ensuing years! The figures
in table 5-7 are a starting point for the discussion to follow.

As noted earlier, Budget Director Richard G. Darman said that the Bush
Administration plans to use an increasing proportion of the OASDI trust
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Table 5-8. Hypothetical Timetable for OASDI
B t Trust Fu
Debt Retirement (in Billions of Current Dollars) " Surplug and Federal

Year - OASDI Surplus® Federal Debt®
1989 S — 1,964.3
}gg(l) , 725 1,737
81.9 -1,641.8
1992 _ 93.7 . -1,548.1
1993 105.2 -1,442.9
1994 , 1176 - 213253
1995 130.1 ~1,1952
1996 1435 ' ~1,051.7
1997 156.6 A -895.1
1998 1714 -7237
1999 187.9 . -535.8
2000 205.8 -330,0
ggg; 2243 \ -105.7
2z ;xg +138.3 Federal Assets
20 ‘ ~287.2 A +403.2 Federal Assets
2 3]0.8 » +690.4 Federal Assets
: A +1,001.2 Federal Assets

:Tot'al OASD! Income, including interest, minus OASDI outgo.
Estimated privately held federal debt (-), or assets held by federal government (+)

Sources: Board of Trustees, Federal Old-A, i
3 -Age and Survivors Insurance and Disability
Insurance Trust Funds, Annual Repont (Washington, D.C,, U.S. Government 'Prir:ltinglg?f;::;y :

1989); Economic Report of th ia ;
1990). port of the President (Washington, D.C., U.S. Government Printing Office,

fund surplus to retire privately held public debt, the vehicle bei i

. : ) eing the S
S_o..ec.unty and Debt Reduction Fund. According to the Darmangplaf\, ;lc;all
billion (15% of the surplus) will be paid into the fund in 1993, $53.6 billi(;n
gg? gf ilg]ggu;lplufs)hm 1994, and $101.8 billion (85% of the surplus) in
fundti‘z ¥y ail of the surplus will begin flowing into the debt reduction

This raises our first important question: if this scenario is followed, how

" long will it take to retire the privately held part of the federal debt? To

answer this question, let us begin with a simplifyi i
: , plifying assumpt
that we start with a balanced budget in 1990 and fr(g)m thenp;: r:;pmlimgllz
::vr;tg:np;gs:ttetg surpltlls in the OASDI trust funds to debt retiremenf ')I,‘hen
€ results to reflect the Darman scenario. At the '
‘ . d
privately held federal debt totaled $1964.3 billion.”® Table 5-8e:h0(:\fsll91z3\;
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: "long it will take to retire this debt, assuming al/l of the OASDI trust fund
surpluses are applied to debt retirement. By the end of 1990, de!)t outstand-
. ing will equal $1723.7 billion. This figure is obtained by first a.dd.mg together
the surplus in the trust funds at the end of 1989 ($168.1 billion) and Ehe
estimated 1990 surplus of $72.5 billion, the sum of these two figures being
$240.6 billion.* The latter figure is then subtracted from the 1989 total of
outstanding debt ($ 1964.3 billion) to get the on.xtstanding total a.t‘the end of
1990 ($1723.7 billion). Subsequently, the estimated surplus in the trust
‘funds is applied toward debt retirement. If this sche.rm? were followed, the
privately held portion of the federal debt would be eliminated between .2(.)01
and 2002, there being a surplus in the trust fund accounts of $138.3 billion
at the end of 2002. By the year 2005 the surplus will have grown to $1001.2
billion. Given the assumption we started with—a balanced budget in
1989—it would take 12 years (1990-2001) to retire the debt. As discussed
earlier, whether it is good social policy to transfer increasing amounts of tax
revenue to current bondholders is another question. But in principle, a

debt-free (federal) society could be achieved in a relatively short time. The

Darman plan would take a bit longer, for it does not envisagg applying the
full surplus in ‘the OASDI trust funds to debt retlren.lent unt’ll 1996. Thus,
under the Darman scenario, the debt would not be retired until 2007.

This brings us to the next question: what will happen after the retiremer.lt
of the privately held debt? By 2005, according to table 5-9, the surplus in
the two Social Security trust funds will have reached $1001 billion (the
numbers in this and subsequent tables are rounded to the nearest whole
number). This total is obtained by adding the estimated surpluses .for the
years 2002 through 2005, as shown in table 5-8. Table 5:9 contains two
columns. The first column shows the increase or decrease in thc? trust fund
balance at five-year intervals. The second column shO\.avs th.e buildup in ?he
trust funds that will take place on the basis of the simplified assumption
made earlier, narﬁely that the budget is balanced in 1989, and thereafter a![
of the surpluses can be applied to debt reductior.l. Currfentl'y any SUll;pllllJS is
required by law to be “invested” in interest-be_armg obl.lgatlons qf the i]S.

Government.® This is an important point, for it has a direct bearing on the
subsequent discussion of what is to be done Wit!l thefse surplusgs, and,
further, to what extent the anticipated surpluses will bring the retirement,
survivors, and disability part of the Social Security system .toward a genuine
pay-for-yourself system (tables 5-10 and 5-11). The data in table 5-9 s?ow
that the buildup in the assets of the trust funds will peak in 2040, thc?rea ter,
the surplus will begin to decline, becoming exhausted by 2060. The increase
(or decrease) in the surplus (measured at five-year intervals) reaches a
maximum in the year 2020, which is the year that the first of the baby
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Table 5-9. Alternative? Estimate of Euildup in Combined OASI and DI Trust
Funds: 2005-2060 (in Billions of Current Dollars)® '

Five-Year Interval Balance in
. Year Increase or Decrease Trust Funds

2005 . - 1,001

2010 1,914 - 2,915

2015 2,370 : 5,285

2020 2,487 o 7,772

2025 . 2,237 10,009

2030 1,711 . . 11,720 .
2035 ) 1,115 : 12,835 .
2040 ’ 568 : 13,403 Peak
2045 -184 : 13,219

2050 -1,715 11,504

2055 : —-4,588 6,911

2060 —

2 Alternative to estimates in table 5-5.
b All balances rounded to nearest billion.

Source: Board of Trustees, Federal Old-Age and Survivors Insurance and Disability
Insurance Trust Funds, Annual Report (Washington, D.C., U.S. Government Printing Office,
1989). .

boomers reach retirement (assuming the retirement age remains at 65), and

becomes negative after 2040, the year in which the last of the boomers
enter into retirement.

The enormous buildup of money in the OASDI trust funds, however
calculated, raises several more crucial questions. The first is this: what is to
be done with this money? Where, in other words, is it to be invested?
According to the data in table 5-8, by the year 2002 (2007 according to the
Darman timetable), privately held federal debt would be eliminated. There-
after, the surplus in the trust funds would continue to build, reaching a peak
in 2040 as shown in table 5-9. According to the Validation Scenario the
surpluses in the trust funds must be channeled into private capital forma-
tion so that the economy’s productivity will increase sufficiently to pay for
benefits that begin to flow to the baby boomers as they reach retirement
age. But by 2005 (or shortly thereafter), the mechanism for doing this
assumed by Budget Director Darman will no longer be there, namely the
debt retirement process. Since privately held federal debt will presumably
no longer exist, the surpluses will have to be invested directly by the Social
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Security Trustees in private securities. But the law does not permit this; as
‘noted earlier, any trust fund surpluses must be invested in interest-bearing
‘'securities of the U.S. Government! From the perspective of the Validation
Scenario, this does not make sense. If, as is now the case, trust fund
surpluses continue to be “invested” in federal securities, the money col-
lected by payroll taxes simply flows back into the U.S. Treasury, to be used
~ as the government (Congress and the Administration) sees fit. There is no
assurance that such funds augment savings and flow into private capital for-
mation. This is not to say that the federal government could not manage the
process in such a way that the surpluses could be used, say, for investment

in the nation’s infrastructure, but given the way the law now stands, there is

no certainty that this will take place. ‘
This question of what is to be done with the enormous sums locked up in

the trust funds—possibly more than $15 trillion in 2024 —raises an issue that

- originally came up in the 1930s when the Social Security Act was being
drafted. The issue was whether the system was to be fully funded. A fully
funded system raised the fear of a trust fund so gigantic that the federal
government mjght wind up owning a huge portion of the nation’s economy.
This fear was an important reason why Social Security eventually was put
on a pay-as-go basis.The issue remains, however. Given the estimated size

. of the trust fund buildup (tables 5-5 and 5-9), and given, too, the presump-
tion that a Validation Scenario requires that the balances flow into real
capital formation in the private sector, what would be the economic impact
of these surpluses? The figures in table 5-10 seek to supply an answer.

What the data in table 5-10 show is a comparison between estimated
values for the net stock of private wealth and the values of the combined
OASDI trust fund balances as shown in tables 5-5 and 5-9. The latter are
also shown as a percentage of the net stock of private wealth (estimated),*
the purpose being to show approximately what share of the private econ-
omy the federal government might eventually own if Social Security moved

toward a fully funded pay-for-yourself system. On the basis of the OASDI.

Board of Trustees estimates (table 5-5), the balance of the funds would
reach a maximum of 19.8% of the net worth of private wealth in 2020,
declining thereafter until the fund surpluses were eliminated py 2Q60. On
the basis of the alternative estimate of the fund buildup contained in table
5-9, the peak ratio of trust funds to net private wealth would come In 2_025,
when assets in the funds would total 16.1% of the net stock of private
wealth. If it is assumed that the funds are invested in the private econorpy.
then these data suggest that the danger of the federal government taking
over most of the private economy is not so great as was feared back in the
1930s. Aside from the question of whether-it makes much economic sense
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Table 5-10. Estimated Balance in OASD! Trust Fund — i-
. s and Net Stock of Pri-
vate Wealth: 2605-2055 (in Billions of Current Dollars and in Percent) |

~ Estimated Stock of Estimated Balance T

Year A Net Private Wealth® In Trust Funds m;j" }l:;l-:'g:feAPi’efzi"l?m
2005 $ 23,770 $ 1,001 '
2010 30,733 2915 g'g% -
2015 39,083 5,285 135

2020 49,280 . 7772 T 158

2025 61,999 10,009 16.1 Peak
2030 78,287 11,720 149

2035 99,222 12.835 129

2040 125658 - 13.407 ' 107

2045 158772 13219 83

2050 200,357 11,504 57

2055 253013 6,916 2.7

2060 , 319,813 C—

? Fixed reproducible tangible wealth.

Source: Board of Trustees, Federal Old-Age i isabili
S, ge and Survivors Insuranc and Disabilit
Insurance Trust Funds, Annual Repon (Washington, D.C., U.S. Government Printing Oﬂiccf'
1989); U.S. DeParImenl of Commerce, Fixed Reproducible Tangible Wealth in the United States,
1925-85 (Washington, D.C., U.S. Government Printing Office, 1989). .

for the gavernment to buy into the economy. to a maximum of 19.8%, and -
then turn around and sell off what it acquired, the amounts involved v;ould
not negessarily socialize the economy through the back door. OWnei*ship of
approximately 20% of the economy’s fixed, reproducible assets does not
mean a socialized economic system, although the type of assets acquired by
the federal government would be a question of paramount economic and
social importance.

There is, however, much more to the matter than this. If we assume that
thte scenario described by the data in table 5-10 is carried out, a new question
arises: how far will this carry Social Security toward a fully funded system?
Not nearly so far as the figures in tables 5-5, 5-9, and 5-10 might lead one t(-)
suspect. To show why this is the case, we need to examine some additional
calculations made by the Board of Trustees. These are contained in table
5-11. These data show, for the period 1989 through 2055, estimates of assets
held in the OASDI trust funds (same as in table 5-5), interest income fror;l
those assets, the rate of return on these assets, benefits to be paid during
these years, and, final ly, interestincome asa percentage of estimated benefits.
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'|_’at':el 5-11. Estimated Balances in OASDI Trust Fuqu, Interest Income, and
OASDI Benefits: 1989-2060 (in Billions of Dollars and'in Percent)

Balance in Interest as

: Trust Interest . Rate of Benefits Percent of

Year Funds Income Return Payable Benefits

1989 $ 168.1 $ 130 7.7% $ 2357 5.5%
1990 2407 18.7 7.7 250.4 75
1991 - 3226 25.0 1.7 ) 265.9 94
1992 415.9 i 313 75 280.1 11.2
1993 521.1 37.6 7.2 - 2946 12.8
1994 -638.8 44.1- 6.9 309.5 142
1995 768.9 50.5 66 3250 15.5
2000 1,634.1- 91.1 5.6 417.6 21.8
. 2005 - 2,963.0 152.0 .51 - 5433 28.0
2010 ’ 48772 2525 52 7354 343
2015 7,246.8 378.8 52 1,042.3 36.3
2020 9,734.4 513.3 53 - 1,490.1 344
2025 11,971.2 635.9 53 2,069.7 - 30.7
2030 13,682.3 7309 53 2,765.0 26.4
2035 : 14,797.2 7935 54 3,560.0 . 223
2040 153649 8262 54 4,470.1 18.5
2045 15,1814 820.2 5.4 5615.1 . 14.6
2050 13,465.8 736.1 - 55 7,129.9 10.3
2055 8,878.6 503.6 5.7 9,109.4 55
2060 Exhausted None - — -

Source: Board of Trustees, Federal Old-Age Survivors lnsurance. apd Disability Insurance
Trust Funds, Annual Report (Washington, D.C., U.S. Government Printing Office, 1989).

The latter is the crucial figure for getting an answer to our earlier question.
In 2015 interest income as a percent of benefits paid will reach a mfmm;ixm
‘at 36.3%. In other words, that the buildup envisaged by the 1983 b;g h:(l
for the Social Security system will, ar a maximum, carry the system s lgthiy
more than one third of the way to a fully funded system. Morel((;_vlelr,v iy ;
‘would not be permanent; after 2015, the assets of the system wou a .
be sold off to finance benefits being paid out as the baby boomers en
retirement in ever increasing numbers. . . .
" This brings us back full circle to the fundamental question raised earlier:
is a fully funded, pay-for-yourself system really possible? A reasonable

answer is theoretically yes, but practically no. Table 5-12 indicate§ why. Tl}is
" table shows, given the Trustees’ estimates of the benefits the Social Security
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Table 5-12. Hypothetical Fund Required to Fully Funu OASDI Benefits
Compared to Estimated Stock of Net Private Wealth: 2005-2055 (in Billions of
Current Dollars and in Percent) ‘ :

Fundasa

: ) . Percent

Estimated Hypothetical Estimated Stock of of Private

Year Benefits Fund Private Wealth Wealth

2005 $ 543 $ 10,056 $ 23,770 . 42.3%
2010 735 13,611 730,763 44.2
2015 1,042 19,296 39,083 ' 49.4
2020 1,490 27,592 49,280 55.9
2025 2,070 38,333 61,999 61.8
2030 2,765 51,203 78,287 65.4
2035 3,560 65,925 99,222 66.4
2040 - 4470 - - 82,777 125,658 - 65.9
2045 5,615 103,981 158,772 65.4
2050 7,130 132,037 200,357 65.9
- 2055 9,109 168,685 - 253,013 66.6

Sources: ‘Board of Trustees, Federal Old-Age and Survivors Insurance and Disability
Insurance Trust Funds, Annual Report (Washington, D.C., U.S. Government Printing Office,
1989); U.S. Department of Commerce, Fived Reproducible Tangible Wealth in the United States, .
1925-85 (Washington, D.C., U.S. Government Printing Office, 1989).

system will have to pay out for the years 2000 through 2055 (at five-year
intervals), the estimated size of a fund yielding a 5.4% rate of return that
would be needed to fully finance the stream of benefits.>” The table also
compares the estimated value for this fund with estimates of the size of the
net stock of private wealth for the same period. By 2055, the fund would
have an estimated value of 66.6% of the worth of the economy’s net stock
of private reproducible assets. On the basis of these estimates, the fears
of the 1930s would be realized, as the federal government could end up
owning two thirds of the economy! This simply will not happen.

A Return to Pay-As-You-Go

The real solution to the future problem of the baby boomers and Social
Security is, as Senator Daniel Patrick Moynihan has proposed, to return to
a pay-as-you-go basis. We need to understand, first, that Social Security is,
and has been since its inception, an income transfer system, and it must
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‘ Table 5-13. Actual and Projécted OASDI Benefits as a Percent of the GNP:
1945-2055 (in Percent) .

Actual Benefits as a Projected Benefits as a

Year Percent of GNP Year Percent of GNP
11945 01 1990 © a5
1950 0.4 1995 4.4
1955 12 2000 43
1960 23 . 2005 4.4
1965 . 2.6° 2010 .45
1970 33 2015 5.0
1975 43 2020 5.7
1980 4.5 2025 6.2
1985 . 4.6 2030 6.6
1987 45 - 2035 6.7
" 2040 © 6.6
2045 6.6
2050 6.7
2055 6.7

Sources: U.S. Department of Health and Human Services, Social Security Administration,
Social Security Bulletin, Annual Statistical Supplement, 1988, pp 121, 123; Economic Repon of
the President, 1990, p. 294; Board of Trustees of the Federal Old-Age and Survivors Insurance

"Trust Fund and the Federal Disability Insurance Trust Fund, 1989 Annual Report
(Washington, D.C., U.S. Government Printing Office, 1989), pp. 128, 132, Alternative I1-A.

s
i

remain such. Accepting this permits us to examine the looming problems of
the system from a more realistic perspective. Taking this apprqach should
make it clear that the problems confronting the system, particularly the
problem of the baby boomers, are not nearly so formidable as we have been
led to believe. Table 5-13 tells us why.

Table 5-13 shows both actual and projected benefits as a percentage of
" the GNP for the years 1945 thorough 2055. The figures for 194_5 through
1985 are derived from actual OASDI outlays and GNP (both in current
dollars), while the figures for 1990 through 2055 are based upon gstlmat.es
made by the OASDI Board of Trustees. These figures put the entire Social
Security problem into a proper perspective by telling us what proportl.on.of
the nation’s current dollar output has been transferred to beneficiaries
under the Social Security system and what proportion will probably have to

be transferred in the future as the Baby Boomers enter the system. The -

numbers are not intimidating. As these data in table 5-13 show, OASDI
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transfers have grown from 0.1% of the GNP in 1945 to 4.7% as the 1980s .
came to a close. The Board of Trustees estimates show that this percentage
will rise to 6.7% by the year 2035, when the full impact of the baby boomers
is being felt, and then will remain roughly stable until 2055. By way of com-

- parison, fotal transfers to people on the national income and product

accounts basis were 9.0% of the GNP in 1980, 9.1% in 1985, and 8.8% in -
1989. Military outlays-as a percent of the GNP totaled 5.2% in 1980, 6.4% in
1985, and 5.8% in 1989.3 B -

What should we conclude from these figures? First, if the baby boomer
problem is viewed in its proper context as a transfer problem and in relation
to the probable growth in the nation’s output (GNP), the problem is man-
ageable. Transferring 6.7% of the national output to OASDI beneficiaries

“is a larger problem than transferring 4.5% (as in 1987), but it is in no way an

unmanageable problem. The real solution to the baby boomers lies with
what happens to the nation’s productivity in the years that lie ahead. In the
Alternative II-A assumption being used in this discussion, the OASDI
Board of Trustees assumed an annual average rate of growth in real GNP
for 2010 and beyond of 2.1%.% This is a modest projection, entirely within
the range of the nation’s historic experience and not beyond attainment in
the decades ahead. What is dubious, however, is the proposition, embodied
in the 1983 “big fix” and the Bush Social Security Integrity and Debt Re-
duction Fund, that nation’s real capital formation and worker pi'oductivity
can be significantly advanced by attempting to channe! huge quantities of
funds into the nation’s capital markets through surpluses in the OASDI
accounts. It is the federal government’s responsibility to use current deficits
or surpluses in its overall budget as instruments of stabilization, not to gen-
erate money savings for the private capital market.

Th?re is another major question to be addressed, namely, the trouble-
some issue of how we should finance the portion of the nation’s GNP to be
transferred to beneficiaries of the Social Security system, including the baby
!)oom.ers as they reach retirement age. As Senator Moynihan noted in mak-
ing his proposal for a rollback in Social Security tax rates, “The tax struc-

- ture of the United States is fast becoming one of the most regressive of any

Western nation. The 1980s have witnessed a decline in the progressivity of
federal taxes as a whole....”** Payroll taxes are regressive, and they now
finance an increasing share of federal revenues, In 1980 their share was 33.
7% of all federal revenue; by 1989 this percentage had jumped to 40.4%.!
This I not so much an economic problem as a political problem. The chal-
lenge is to move away from excessive reliance upon a regressive payroll tax
for financing the system, and yet preserve the widespread belief—myth,
if you will—that Social Security is a contributory arrangement in which
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Table 5-14. Total Spending® in the U.S. for Medical Care: 1980, 1984, and

beneficiaries have paid for the benefits they are drawing from the system.
i 1988 (in Billions of Current Dollars and in Percent)

Meeting this challenge may be impossible.

Percent Change

in charge....”* Finally, there is little agreement about what can and ghould

be done to resolve the crisis, even though almost everyone involved in the

system is dissatisfied to some degree. o .

- Much of the foregoing discussion is summarized in statistical form in
table 5-14. These data show basically for the 1980s—the years of the

Health Ca ‘i America 1980 1984 1988 1980 10 1988
ea re in America
' ' Federal spending :
The second major problem confronting America’s welfare state in the 1990s L. Health and hospitals,of § 94 § 102 § 141 . 50.0%
is- the problem of health care. Like the worsening problem of the under- which 8;8;“8;1111-3"1 to
class, the crisis in health care facing the nation is one so vast that an . ;t;‘;:i:‘re ocal govts.  ($ 32-_3,) ¢ 62;) ¢ 833) 13(2).3
“adequate analysis discussion of it is well l?eyond the scope of this l?ook. 3. Medicaid 143 2006 315 1203
What we shall do in this section, however, is sketch out in broad outline the 4. Veterans (primary ‘ \
dimensions of the problem, relating these dimensions to the framework hospitals) 6.2 103 13.1 1113
followed throughout this study in discussing the evolution of America’s Total federal $ 666 $1052 @ $ 147 121.5%
welfare staté. This procedure permits us to point toward a solution to Percent of GNP 24% 28%  32% -
the problems of health care, a solution that can and should be developed fn’v;te spending ] . . s 0‘.7
* withi ic welfare state, as that term has been used - Prescription drugs $ 177 236 345 - 95.0%
?mhl.n the framework of the classi : . 2. Orthopedic appliances 47 7.3 10.2 117.0
in this book. . it is bei d with 3. Physicians and dentists ~ 55.9 912 1320 136.1
Crisis is a much overworked word, even thoqgh it is eing use w1t. 4. other professional . ,
increasing frequency to describe the problems facing the provision of medi- services® 5.6 12.2 543" 869.6
g lrequency . 5 X
cal care to Americans. No matter how the situation is described, however, 5. Private hospitals® 70.6 - 110.0 1823 1582 -
‘there is little doubt that some exceedingly difficult problems confront what 6. Health iflsurance 11.4 14.1 298 1614
-economists and others describe as the nation’s medical care delivery system. lesl:l g:;:; o $1659  $2584 4431 . 167.2%
If we cut through most of the rhetoric surrounding the “crisns?” the health Persons from
care problem reduces itself to the following. First, there are now at least ‘Governments 49.9 84.4 120.6 _
37 million Americans—adults and children—without any medical insurance Adjusted total $ 1160 $1740 §$ 3225 178.0%
whatsoever.”* Second, .there is general agreement that the United states Percent of GNP 4.2% 4.6% 7.0% —
spends a higher proportion of its GNP for medical care than any other State and local spending
major industrial nation. And yet, millions of persons have no financial pro- 1. Health $ 87 $ 13.0 $ 183 110.3%
tection from the expenses of medical care, and ‘millions more have in- 2. Hospitals 25.6 35.4 429 67.6
it i if i be called a system, is in a Total state and local $ 343 § 484 § 612 78.4%
adequate protection. Third, the system, if it can be called a sy n ’b o Less: Federal
. i i ert J. : :
near-chaotic state. As Newsweek magazine economic columllust l 0 " grants-in-aids Y 23 .3 200
Samuelson has commented, “You can’t describe our system, let alone th Adjusted total $ 310 § 451 $ 569 83.5%
trol it. It’s not socialized medicine. It’s not private medicine.... Our hea.t - Percent of GNP 11% 12% 2% ~
care system is a jumble of groups (doctors, hospitals, gover.nment 38“3"‘3‘;& Total for federal, private,
health-maintenance organizations, private insurers) wo'rkm.g under a c- and state and local $2136 $3243 § 509 146.7%
wildering array of regulations and pursuing different objectives. No one is Percent of GNP 1.8% 8.6% 11.5% —
GNP $27320  $37772  $45806 67.7%

? Goods and services and transfers.

® Consists of osteopathic physicians, chiropractors,

podiatrists, and other health care professionals.

€ Consists of current expenditures of nonprofit hospitals, sanitariums, and nursing homes,

private duty nurses, chiropodists,

and payments by patients to proprietary hospitals, sanitariums, and nursing homes.

Sources: U.S. Department of Commerce, Survey of Current Business, July, 1981, 1984, 1989;

Economic Indicators, February, 1990.
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Reagan Revolution—what happened to spending for medical care in the
United States. The data are broken down into thrée major categories:
spending by the federal government, private spending adjusted for transfers
to persons, and spending by state and local governments—and cover all
government expenditures for medical purposes, including the buying of
goods and services and transfer outlays. They also show the percentage
increases over the period for these three major categories, as well as the
increases for the subcategories within these classifications. ,

In 1980 private and public health care spending was equal to 7.8% of the
GNP. By 1988, this percentage had increased to 11.5%, a 47% percent
increase in the relative share of the nation’s output going for health care.
Ovérall, total federal, private, and state and local spending for medical
purposes grew by 146.7%, more than twice the 67.7% increase in current-
dollar GNP in the same period. Medical spending grew faster than any of
the three major components of the GNP, namely consumption, investment,
and government buying of goods and services. In the 1980-1988 period,
consumption grew by 92.5%, investment (gross) by 71.6%, and government
(federal, state, and local) purchases of goods and services by 82.7%.
Government spending for all purposes, including transfers, grew by 86.5%
in this period.* ' ‘

As between the three major categories of health care spending, private
spending less transfers from government grew the most, rising by 178.0%.
Adjusted private spending was equal to 7.0% of the GNP in 1988, com-

“pared to 4.2% in 1980. In relative terms, this was a 67% increase. Federal
outlays for health purposes increased by 121.5% from 1980 to 1988. Over-
all, federal spending for all purposes rose by 81.8% during these years.*
The federal health care spending share of the GNP went from 2.4% in 1980
to 3.2% in 1988, a 33% gain in relative terms. State and local health care
expenditures adjusted for federal grants-in-aid rose the least over the
period. Adjusted state and local health care spending increa§ed 83.5%,
slightly less than the increase overall in government spending for all
purposes. State and local health expenditures continue to absorb only. a
small fraction of the GNP, 1.1% in 1980 vs. 1.2% in 1988. In tpe overall pic-
ture, price increases played a major role in these chzfmges in health care
spending. Between 1980 and 1988, the consumer price index rose by 43.6%,
but the medical care component of the index rose by 85.0%.*” What may
come as a surprise to some in view of the public attention direFted toward
federal spending is the change in the overall mix of public vs. private speqd-
ing between 1980 and 1988. In 1980 federal plus state and local speang
for health care accounted for 46 cents out of every dollar spent for medical
purposes. Private spending accounted for 54 cents. By 1988, however, the
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private share of the medical expense dollar had increased to 61 cents and
the public share had fallen to 39 cents.*?

The foregoing is the statistical story on health care spending in the
United States in the 1980s. As a nation, we spent an increasing share of out-
put on health with increasingly unsatisfactory results. The fact that the
number of Americans without any health insurance continues to increase
is testimony to this.*” There is no simple explanation for why this has
happened —there are, no doubt, enough villains in the picture to satisfy the
most demanding critic. No attempt will be made here to identify them, but
we will try to point the way toward a solution.

There is a saying: “If it ain’t broke, don’t fix it.” Unfortunately, this does
not apply to America’s health care delivery system. It is “broke.” It is not
beyond repair, but it can’t be fixed within the confines of the existing patch-
work, crazy-quilt system, which includes hundreds, if not thousands, of
different medical plans, The solution lies in some form of national health
insurance, a direction that even the medical profession is beginning to
realize the nation must take. ’

Early in 1989 the prestigious New England Journal of Medicine published

- two important articles that set forth in detail how the nation could move to a

system of universal health insurance.’® One plan, which was described in a
two-part article, was developed by Alain Enthoven and Richard Kronick of
the Graduate School of Business, Stanford University, whereas the second
plan was drafted by a Working Committee of Physicians from the Harvard
Medical School, and endorsed by 412 other physicians representing almost
every state and medical specialty. More important, perhaps, the editor (and
presumably the editorial board and the Massachusetts Medical Society,
which owns and publishes The New England Journal of Medicine) endorsed
the idea of a comprehensive plan, without specifically endorsing either pro-
posal. As the editor, Dr. Arnold S. Relman, said, “In my view, nothing short
of a comprehensive plan, which includes improved technology assessment
and malpractice reform as well as other reforms in medical practice, is
likely to achieve the goals of universal access, cost containment, and pre-
servation of quality that everyone seems to want.”!

The two proposed plans are not identical. What both have in common is
a belief that the present system is failing, that we as a nation spend a larger
percent of our GNP on health care than do other modern nations but fail to
provide care for everyone, and that the time for comprehensive reform is
at hand. The Enthoven—Kronick proposal is the less radical of the two. It
would retain to a degree the existing pluralistic insurance network by keep-
ing Medicare, Medicaid, and other successful public programs, but make
affordable coverage available to everyone not covered by these plans
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through a strategy of “managed competition.” By means of the impetus
of federal legislation, each state would create a “public sponsor” agency to
take competitive bids from health plan. suppliers and offer health care
coverage to persons and families not. otherwise covered through employ-
ment. The coverage would be subsidized, with the public sponsor paying

~ 80% of the cost for an average health care plan. Basically, the public spon-

-sor would act as a broker for the many small and even medium-sized
employers who are not large enough to manage competition among health
care plans effectively. Employers would be mandated to cover all full-time
employees with a health insurance plan, and would pay an 8% payroll tax
on-the first $22,500 of wages and salaries for employees not covered. With-
out the mandate and tax, employers would have a powerful incentive to
stop providing health care coverage and to send their employees to the pub-
lic sponsor.>? To encourage universal health care coverage, the Enthoven—
Kronick plan would provide for a federal subsidy for the portion of the
health insurance premium that individuals and families would have to pay
if their adjusted gross income was below 120% of the poverty level for a
family of their size.”* o ‘

The alternative plan, the one advanced by the committee of Harvard
physicians, is much less complex but far more rad_ical. Basically, their plan
proposes a single national health program that would fully cover all persons
and families and would be funded from a common pool of money, to be
drawn initially from the same sources now being used to finance the current
medley of health care plans. Eventually the federal government would take

over full responsibility for the program, with private insurance gradually”

being phased out. At the state level, “National Health 'P.rqgram Pa)(me.znt
Boards” would be created that would have the responsibility of negotiating
payments and fees with all health care providers,. including hosp_ltals and
physicians. “Fee-for-service” payments for physicians could continue, but
these would be on the basis of a negotiated fee schedule and mandatory
acceptance of payment through the national health program.s'4 .
Neither proposal involves socialized medicine, because neither e.nwsa,lg]es
the federal government owning and operating health care facnhtlez—that
is, hospitals—or being the major (or sole) employer of physicians _alll oft e‘r
health care professionals. But these plans would, as will any other plan lc:'r;
system of national health insurance, change significantly the way in w .1cd
most physicians are paid. Fee-for-service woqld continue, but salanﬁ
group practice would, no doubt, become the primary arrangement for the
compensation of physicians. _ .
No attempt will be made in this book to describe what kind of a nat'u.)nal
health insurance scheme the nation should undertake. That is too ambitious
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- aproject to undertake in a work of this scope and purpose. The quéstion to

be addressed is whether the nation can afford national health insurance.
If we seek to create an entirely new system and impose it on top of exist-
ing schemes, the answer is obviously no. With the federal deficit running
near $200 billion, there obviously isn’t any money for new social welfare
programs. If we look, however, at what we are now spending for medical
care in relation to the nation’s output (table 5-14), the answer is yes. Neil
Pierce, columnist and writer for The National Journal, estimates that the
administrative costs for our fragmented health care system average 5.4% a. -
year, compared to Canada where such costs in their single-payer system are

1.4% a year.” Moving to a single and unified national system would yield . ~
‘enormous savings in administrative costs alone. The issue is not primarily

one of costs, however. We are now spending more than enough to provide
adequate and decent medical care for every citizen. It is a matter of how we
spend the money, a question of the inefficient structure of the health care
system. In the final analysis, this is not an economic problem. It is a problem
of vision and will, a problem of politics and change. We can afford a decent
and workable system, but we shall not get it until ‘political leaders emerge -
with the knowledge, the vision, the skill, and the determination to change
the way things are done. It will not be easy, but the fact that the existing sys-
tem is moving toward a breaking point means that it will have to be done.

A Concluding Comment

In concluding this short study of the evolution of America’s welfare state,

primarily during the post-World War I era, a few observations are in order.

It is clear that the American welfare state works, if by “works” we mean the

effective transfer of income from one segment of society to another. As we

have shown, approximately two thirds of federal spending is transfer spend-

ing and hence is linked to a broadened definition of the welfare state. In

a different sense, if we look at it from the perspective of the Beveridge

Report as a scheme to eliminate “want” among the poorest members

of society, America’s three-tiered welfare state does not work very well.
Generally speaking, the poor fare less well than do the middle and upper
classes. This seems to be the kind of structure the American people want—
one does not sense any great political pressure for immediate change.
Change is not ari impossibility, however: witness what happened in the Tax
Reform Act of 1986. Major changes were made in eliminating and reducing
corporate tax expenditures, something .many would not have thought
possible. : - ‘
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A second matter to note is this: programs that are universal rather than
selective work best, especially with respect to the reduction or elimination
of poverty. There is enormous political support in the nation for Social
Security—a near universal entitlement program—in contrast to selective

programs targeted at the poor, such as AFDC and food stamps. Few of

Ameérica’s poor are regarded as “deserving,” so support for public-assist-
ance-type programs is grudgingly given at best. Reducing or eliminating
want or poverty cannot be achieved without spending money, contrary to
the sloganeering by conservatives that you “can’t solve problems by throw-
ing money at them.” Most of the time there is no other way, as is attested to
by the nation’s success in reducing poverty in the over-65 segment of the
population. In' 1966 nearly 30% of persons over 65 were “in poverty,” but
by 1987 this percentage had fallen to 12%. In contrast, the poverty rate
among children has climbed back to 20% (one fifth of all American chil-
dren live in poverty), after dropping to near 14% in the early 1970s.¢ The
difference is between Social Security, a non-means-tested entitlement pro-
gram directed at all eligible persons, and the means-tested social insurance

programs for AFDC families, where most of American’s poor children are -

found. The former has the political support necessary for generous funding;
“the latter does not. The problem with universal-type programs is that the
benefits go to rich and poor alike, which in the United States seems to be a

necessary condition for political support. This probably will not change, but
this defect, if it is so considered, can be overcome by a properly designed
tax system. The latter means progression. If the tax system is progressive,
then society can readily recapture benefits that flow through the welfare
state to those at the upper ends of the income scale. Unfortunately,
America has moved in the opposite direction in the last decade. This trend
needs to be reversed. ’ ‘ -
Finally, there probably will not be any grand restructuring of Amerlce} S
welfare state t3 bring it more into conformity with the classical ideal dis-
cussed earlier. Change and politics in America rarely work that way.
Reform will come, as it always does, but it will be piecemeal, gradua'l, and
rarely with a welfare label attached. The earned income tax credit in thF
federal tax code is a case in point. This really is a different name for a rudi-
mentary family allowance system, a descendent of the ill-fated schemes for
a negative income tax proposed by both Richard Nixon and Qeorge Mc-
Govern about two decades ago. Child care legislation wending its way
through the Congress at this writing is another case in point. It dges not
constitute a full-blown system of allowances for children, as is found in most
other western nations, but it is a step in that direction, even though not
called that or necessarily considered as a formal part of the welfare state.
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Irrespective of the direction that reform may take in the future, a clear’
understanding of the distinction between government spending for goods
and services and government transfer spending is essential. Most of our
problems that require some action by the federal government involve trans-
fer spending in one form or another, whether we are talking about welfare-
state reform, the reconstruction of the nation’s health care system, or the
problems of the underclass. Intelligent debate and discussion cannot take
place unless the distinction is both made and understood. It is hoped that
this bpok makes some contribution to that end.

~

"Notes

1. See William Julius Wilson, The Truly Disadvantaged (Chicago, The University. of Chi-
cago Press, 1987). . . ‘ )

2. The number of live births between 1946 and 1966 was 83.3 million.

3. Board of Trustees, Federal Old Age and Survivors Insurance and Disability Insurance
Trust Funds, Annual Report (Washington, D.C., U.S. Government Printing Office, 1989),
pp. 33 ff; U.S. Department of Health and Human Services, Social Security Administration,
Social Security Bulletin, Vol. 50, No. 7; pp. 31 ff. : Co : R

4. Merton C. Bernstein and Joan Brodshaug Bernstein, Social Security: The System That
Works (New York, Basic Books, 1988), pp. 33 ff. ‘

5. Board of Trustees, op. cit., p. 126.

6. Ibid., pp. 4,5. ‘ ' .

7. Old age (retirees) and survivors (OASI) and disabled (DI) have separate trust funds, as
does Medicare (Ml). The DI trust fund was starfed in 1956 and the Medicare trust fund in
1965. .

8. Berstein and Berstein, op. cit., pp. 36 fI. )

9. Ibid.

10. Office of Senator Daniel Patrick Moynihan, “Statement,” January 23, 1990.

11. Bernstein and Berstein, op. cit., p. 84, i

12. Herman B. Leonard, Checks Unbalanced: The Quiet Side of Public Spending (New
York, Basic Books, 1986), p. 57. '

13. Ibid., p. 54.

‘14. Ibid., p. 57. .

15. John C. Hambor, “Economic Policy, Intergenerational Equity, and the Social Security
Trust Fund Buildup,” Social Security Bulletin, Vol. 50, No. 10, pp. 13-18.

16. Ibid., p. 16. . .

17. Ibid.

18. Ibid.

19. Ibid., p. 17.

-20. On-budget in this context means the regular income anid outgo of the federal govern-
ment, excluding the many trust fund accounts. For the purposes of the Gramm-Rudman-
Hollings law, however, trust funds are included in the budget for calculating the deficit.

21. Hambor, gp. cit., p. 17.

22. Congress of the United States, Budget of the United States Government (Washington, -

. D.C,, U.S. Government Printing Office, 1990), pp. 20, 225, 266.




170 " TRANSFER SPENDING, TAXES, AND THE AMERICAN WELFARE STATE

23. Ibid., p. 226.
24. Ibid. :
25. Walter Adams and James W: Brock, Dangerous Pursuits: Mergers and Acquisitions in the
Age of Wall Street (New York, Pantheon Books, 1989), p. 123. ‘
26. Economic Report of the President (Washington, D.C., U.S. Government Printing Office,
. 1990), pp. 392, 394. . : ) - :
27. Congress of the United States, Congressional Budget Office, The Economic and Budget
Outlook: Fiscal Years 1991-1995 January, 1990, p. xix.
28. Ibid. ' :
29. Federal Reserve Bulletin, December, 1984, p. 863. . :
30, Statistical Abstract of the United States (Washington, D.C,, U.S. Government Printing
Office, 1983), p. 481. :
'31. Economic Report of the President, 1990, op. cit., p. 394.
32. Budget of the United States Government, op. cit., pp. 225, 226.
33. Economic Report of the President, 1990, op. cit. p. 394.
34. Board of Trustees, op. cit., p. 132. In the discussion that follows, the Alternative II-A
assumption is used in every instance. .

35. Ibid., pp. 15, 16. : L .
36. The net stock of private reproducible wealth is estimated by computing the ratio of this

stock to the GNP for the period 1970 through 1987, and then applying this ratio to the Board
of Trustee’ estimates of the GNP for the years 1990 through 2055.

37. The fund size is estimated by capitalizing the expected benefits each year at an interest
rate of 5.4%. ‘ o

38. Economic Report of the President, 1990, op. cit., pp. 294, 389.

39. Board of Trustees, op. cit., p. 34. o

40. Senator Daniel Patrick Moynihan, op. cit. ‘

41. Economic Report of the President, 1990, op. cit., p. 389.

42. Eli Ginzberg, The Medical Triangle (Cambridge, MA, Harvard University Press, 1990),
forthcoming. ) ) -

43. The New York Times, July 30, 1989, National Section, p. 1.

44. Robert J. Samuelson, Newsweek, October 2, 1989, p. 52.

45. Economic Indicators, February, 1990, p. 1; Economic Report of the President, 1990,

op. cit., p. 388. ‘
46. Economic Report of the President, 1990, op. cit., p. 389.
47. Economic Indicators, op. cit., p. 23.

48. From table 5-14.- . N
49. According to the Employee Benefit Research Institute, there were 28 million

Americans without health care in 1980, 35 million in 1984, a.nd 37 mil!ion at last count. See
Business Week, November 10, 1986, p. 32, and The New York Times, op. cit. 20,37, 94-101, and
50. The New England Joumal of Medicine, January 5, 12, 1989, pp. &7-20» ,

102-107. .
51. Ibid., January 12, 1989, p. 118.

52. Ibid., January 5, 1989, pp-. 31, 32.
53. Ibid. )

54. Ibid., January 12, 1989, p. 118. .
55. Neil R. Peirce, syndicated column, The National Journal, April 7, 1990.

56. U.S. Department of Commerce, Bureau of the Census, P-60, Poverty in the United
States, 1987, pp. 7, 9. }

Accrual funding, 148

Affluent and rich, 47

Affluent Society, The, 8

AFL-CTO, 141

Age of affluence, 10

Age of Keynes, 24

Agriculture, 20, 116

Aid to dependent children (ADC), 6, 12

Aid to education and students, 8, 17, 48

Aid to families with dependent children
(AFDC), xii, 11, 12, 17, 36, 38 114,
168 :

Alternative projections, covered workers °
and beneficiaries per 100 workers,
137

America’s class structure, 40 .

America’s welfare state, xiv, 5, 36, 54, 57,
95, 104, 106, 109, 111, 121, 123, 130,
139, 167, 168

An Inquiry into the Natures and Causes of
the Wealth of Nations, 2

Anderson, John, 104, 105

INDEX

Anti-trust laws, 27 N
Atlantic Monthly, The, 104, 109
“Avoiding a GOP Dunkirk,” 106 -

Baby boomers, Yz, 124, 134, 139, 147, 149,
159, 160, 161
Baker, Howard, 99 -
Beck, Robert C., 141
Beneficiaries per 100 covered workers, 135
Bentham, Jeremy, 105
Bernstein, Joan Brodshaug, 142
Bernstein, Merton C., 142
Beveridge Report, 1-4, 6, 18, 28
abolition of want, 1
cradle-to-the-grave social insurance, 1
insufficient pension income, 2
premature death of family breadwinner,
2 .
disability, sickness, and accidents, 2
unemployment, 2 '
social insurance fund, 2,3
want (poverty) defined, 2 -

171




172 TRANSFER SPENDING, TAXES, AND THE AMERICAN WELFARE STATE

Bidding war (1981 tax bill), 109

Big fix (Social Security), 142, 146, 148, 161

Bismarck, Otto von, 6

Board of Governors, Federal Reserve
System, 97

Budget Act (1974), 59, 60

‘Bureau of the Censuis, 39, 40, 42, 45

Bush, President George, 148, 152, 161

Bush, Vice-President George, 978, 102

Business depreciation, 96 .

Business Week, 101

Byzantine structure (of transfer spending), -

31 .

Canada, 167
Cap the’knife, 108
Capital gains, 71
Carter Administration, 97, 99, 108
Carter budget, 107
Carter, President James Earl, 97
. Census Bureau, 39, 40, 42, 45
Charitable contributions, 61, 71
Children’s allowances, 5, 168
Churchill, Winstion, 1
Christmas tree bill, 65, 123
Civil rights act, 8
Civil rights movement, 7
Civil service retirement income, 44
Class structure, 53 '
Classic welfare state, 5, 13, 38, 133
Committee on Economic Security, 5, 143
Community action programs, 10
Comprehensive Employment and Traning
Act (CETA), 18,116
Consumer price index (CPI), 139
Conable, Barber, 141
Congressional Budget Act (1974), 58, 59,
74,78
Congressional Budget Office (CBO) 59, 74,
78, 79, 81, 87, 90, 126, 150, 152
Council of Economic Advisers, 8
Council on Wage and Price Stability, 97
Covered workers per beneficiary, 135

Darman, Richard G., 6, 148, 151, 152, 153,
154 ‘
- Democratic administration, 95

Demogrant, 17
Debt-GNP ratio, 34

- Disability payments, 17

Distribution of income and wealth, 23, 27,
51,124

Dividend income, 47

Dole, Robert, 141

Dow Jones, 107 .

Earned income (in national income
accounting), 51

Earned income tax credit, 168

Economic opportunity Act (EOA), 8, 10, 11

Economic Recovery Tax Act (1981), 65, 66,
123

Entitlement, 7, 38, 168

Economic Report of the President, 8

Eisenhower, President Dwight D., 11

Employment, 4,

Enthoven, Alan, 165

Enthoven-Kronick proposal, 165

Family, 4, 40

. Family allowance system, 168

Family Assistance Plan (FAP), 17

Family Support Act (1987), 133

Federal debt, 38

Federal government, 18
_military spending by, 22, 25, 26, 27, 114,

121

monetary and fiscal powers, 24
spending by, xii, 19, 25,27
redistributional role, 25, 51
retirement programs, 38
role as stabilizer, 24

Federal Reserve System, 106, 107, 151

Federal tax revenues, 124

Fee-for-service system, 166

Food stamps, xiv, 11, 17, 38, 114, 168

Fiscal dividend, 105

Fiscal expectations theory, 106

Ford Administration, 95, 108

Foreign economic aid, 120

Foreign holders of federal debt, 48

Full employment, 10

Fully-funded system (Social Security), 146,

157 .

3

INDEX

Galbraith, John Kenneth, 8, 27

General Theory of Employment, Interest, and
Money, The, 34, 151

Gini coefficient, 42, 126, 129

Godkin Lectures, 9

- Goldwater, Barry, 8

Good Society (Walter Lippmann), 105

Gramm-Rudman-Hollings, 150

Grand Doctrine (David Stockman), 107

Great Depression, 6, 16, 22, 52, 65

Great Society, 8,9, 11, 18, 53, 105

Great Society legislation, 8, 9 )

Greenspan, Alan; 141

Greider, William, 104, 109

Government spending for goods and
services, 20

Hambor, John C., 147, 148
Harrington, Michael, 8, 9

Harvard Divinity School, 105
Harvard Medical School, 165

Head Start, 18

Health and health insurance, 70, 134
Health and hospitals, 116

. Health maintenance organizations, 162

Heilbroner, Robert, 45
Heller, Walter, 8 '

- Highways, 48

Home ownership, 70

Hospital Insurance (HI), 137

House Ways and Means Committee, 109
Households, 40

Housing and community service, 50

Income, 47 °
Income from trusts, 47
Income-in-kind, xiii
Income tax law, 1913, 61

" Income transfer system, 159
Inflation rate, 101, 139
Institute for Research on Poverty,

University of Wisconsin, 14, 15

Interest income, 34, 38, 47, 50, 51
Internal Revenue Service, 60
Iran hostages, 108
IRA contributions, 74

173

Job Corps, 10, 18

- Johnson, President Lyndon B.. 8, 17

Joint Committee on Taxation, 59, 74, 76,
78,79, 81,87, 89 '
Joint Economic Committee, 81

Kemp, Jack, 96, 104

Kemp-Roth tax cut, 97, 104, 109, 123

Kennedy Administration, 6 ‘

Kennedy, President John F., 4, 8, 11
death of, 8 !

_Kennedy-Johnson Administration, 8
_ Keynes, John Maynard, 34

Keynesian economics, 151
Keynesian Revolution, 24
Kirkland, Lane, 141
Kronick, Richard, 165

Labor productivity, 10, 149
Larbor training and service, 37
Larbour Government, 1 )
Laffer, Arthur, 103

Laffer Curve, 103

Life insurance benefits, 61
Limited partners, 74

Lippmann, Walter, 105

Lorenz curve, 129

Magic asterisk,99
Managed Competition, 166
Market system, 27
Market-based income distribution, 51
" Market-derived income, 40, 51
Mass transit, 48 :
Massachusetts Medical Society, 165
Maximum feasible paticipation, 10
Means-tested, 7, 38, 39
Medical (Health) care delivery system, 162,
165 '
Medical insurance, 162
Medicare, xiii, xiv, 8, 11, 38, 53, 108, 109,
165 '
Medicaid, xii, xiv, 8, 11, 36, 53, 165
Mergers and acquisitions, 149
Middle class, 45, 47, 114
Michigan State University, 105. -



174 TRANSEER SPENDING, TAXES, AND THE AMERICAN WELFARE STATE

Military retirement income, 44

Money income before taxes, 40

Money supply, 97

Minimum wage, 27

Moynihan, Daniel Patrick, 17, 124, 141, 142,
159, 161.

Municipal bonds, 71

Munkirs, John, xi i

McGovem, George, 17, 168

National Commission on Sdcial Security
Reform, 141, 142, 146

National Health Program Payment Boards,
166 .

National health service (Britain), 4

National health insurance, 4, 134, 166

. National income, 50, 52

National income, distribution of, 51

- National income and product accounts, 36 .

‘National Journal, The, 167

. Negative income tax, 168
Neighborhood Youth Corps, 10

New Deal, 11, 17, 52, 54

New England Journal of Medicine, 165
New School for Social Research, 45
Newsweek, 162

Nixon Administration, 9, 17, 33,95,116
Nixon, President Richard N., 9,11, 17,168
Nonmilitary government spending, 20
Nonresidential investment, 149

Office of Economic Opportunity (OEO),
11,18 v

Office of Management and Budget (OMB),
81,95, 99, 148 :

Offset scenario, 147

Old Age and Survivors and Disability
Insurance (OASDI), 7, 135,137,
147, 149, 142, 153, 161

On budget deficit, 150

Other America, The, 8

Pay-as-you-go system, 3, 143, 146, 147, 148,
156, 159 - .
Pay-for-yourself system, 143, 146, 154,158
Pension fund, 69 »

Perkins, Francis, 143

. Pepper, Claude, 141

Personal income, 34
Peter and Paul, 53
Petr, Jerry, xi
Pierce, Neil, 167
Post World War I1 era, 26, 32, 35, 53, 89,
167
Postal service, 6, 8
Poverty, 6
among children, 168
among elderly, 16
"deserving poor, 6, 7, 168
invisible poor, 133
-near poor, 44, 45, 46, 47
" nonmpoor, 14 -
opportunity theory of, 10
poor, 14, 44, 45,47
poverty index (rate), 33, 114, 168
poverty line, 14
Pre-tax family income, 125, 126
Program for Encomic Recovery, 18, 96, 97,
102, 107, 104, 152 -
Profits, 34, 50,51
Property income, 47
Public Assistance rograms, 5, 7, 11, 13, 17,
38, 39, 47 .

. Public Interest, 104, 105

Railroad retirement, 45, 83
Rational expectations theory, 106
Reagan Administration, xv, 9, 20, 22, 23, 25,
27,33, 95,97, 116 :
and big government, 20
Reagan, President Ronald, 10, 18, 19, 22,
: 34,95,152
Reagan Revolution, xiv, 16, 27, 53, 96, 101,
102, 103, 106, 111, 120, 121, 125, 130,
131, 164
Reaganomics, 99, 130
Real GNP, 139
Real investment, 149
Recessions, 16, 101
Redistribution of income and wealth, xiv, 4
Rejda, George, xi
Relman, Ariiold S., 165
Rent and royalty income, 47
Republican administration, 95

Research and development, 149

Revenue Act, 1917, 61

Revenue loss estimates, 79

Revenue sharing, 33

Rockefeller, 51

Roosevelt, President Eranklin D., 5, 143
100 days, 8 :

Roberts, Paul Craig, 101, 104

Rostenkowski, Dan, 109

~ Rosy scenario, 101

Rosy scenario 11, 152
Roth, William V., 96
Ruess, Henry, 81

Samuelson, Robert J., 162
Scandinavian countries, 103
Schweiker, Richard, 108
Secretary of Defense, 108
Self-employed income, 47
Self-financing 143 ‘
Sixteenth amendment to the Constitution,
- 61
Smith, Adam, 21, 26
Smithian view of governmnet, 21, 24, 25,26
Social dividend, 9
Social pork barrel, 104, 105
Social insurance, 1, 39, 47
Cradle-to-the-grave, 1
Social-insurance fund, 2
Social Insurance programs, 5, 7,11, 13, 17,
38,47
Social Security, 3, 11, 17, 38, 47, 52, 69, 83,
- 92, 108, 109, 134, 139, 142, 150, 151,
158, 159, 160, 168
Social Security Act, 5, 12, 53, 156
Titles to, 6, 12
Social Security Actuary, 137
Social Security, Board of Trustees, 156, 157
Social Security and Debt Reduction Fund, .
148, 153, 161 :
Social Security benefits, xii, 65, 139
Social Security projections and
assumptions, 139
Social Security tax amendments, 1983, 123,
148
Social Security: The System that Works, 142
Socialized medicine, 162, 166
Socioeconomic class, 45

INDEX

175

Sprinkel, Beryl, 101
Standard and Poor, 107

_Stanford University, 165

State and local governments, 33, 36, 71

State and municipal bonds, 78

Stockman, David, 27, 31, 95, 99, 100, 101,
102, 104, 105, 110,111,121~

Suits index, 129

Supplemental'security income (SSI), 11, 12,

Supply-side economics, 95, 96, 101, 102, 104
Surrey, Stanley S., 57, 81

_ Survey of Current Business, 36

Task Force on Regulatory Relief, 97
Tax Expenditures, xiv, 50, 57, 61, 65, 76,78,
81,109
as hidden transfers, 57 ~
corporate tax expenditures, 65, 167
deductions from income, 61, 66
exclusions from income, 66, 69
outlay equivalent approach, 79, 80
personal tax expenditures, 66
revenue loss estimate, 79
Special Analysis G, 81
tax credits, 66
upside down distribution, 89
Tax Expenditures, 81
Tax expenditure budget, 60 .
Tax Reform Act (1986), 60, 61, 66, 69, 73.
76, 89, 92, 123, 124, 167
Tax free bonds, 78 ’
Taxation, 21
base broadening, 74
corporate income tax, 124,126, 129
effective rate, 126, 128
neutral taxes, 58 -~
non-neutral taxes, 58
personal income tax, 96, 124, 125, 126,
128
payroll (Social Security) taxes, 3, 13, 124,
125, 126, 128
progressive tax system, 128, 161, 167
regressive tax system, 129, 151, 161
tax shelters, 74
Three-tiered welfare state, xv, 44, 47, 133,
167 :
Tool, Marc, xi




176 TRANSFER SPENDING, TAXES, AND THE AMERICAN WELFARE STATE

Towbridge, Alexander, 141?'
Transfer Pay fients (Spending), xiii, 2, 16,
23,26, 40, 52, 53, 121, 159
explosive growth in, xiv, 13, 14, 24, 27
grants-in-aid%;lo state and local
governments, 33, 116
how classified, 28
in cash (money), xiv, 47, 57
in-kind, xii, 47, 57
interest on the public debt, 34, 38, 44, 116
non-people based transfers, 48, 116, 121
progressive structure, 42
subsidies to business, 35, 48, 114, 116
subsidies to housing, 17, 120
transfers to people, 32, 33, 111
Transportation, 48, 120
Triumph of Politics: Why The Reagan
Revolution Failed, The, 100, 107, 110
Treasury bill rate, 116 :
“True cross,” 104
Trust Funds (Social Security), 3, 48, 124,
140, 142, 147, 153, 154, 156, 157
Ture, Norman, 104

Underclass, 134

Unemployment, 4

Unemployment compensation, xiii, 7, 36,
38,83, 114

Unemployment rate, 139

Universal medical care, 5

Upper class, 45

U.S. Department of Commerce, 39

U.S. General Accounting Office (GAO), 59
U.S. Treasury, 81, 83

U.S. Treasury securities, 34

Validation scenario, 147, 148, 152, 155, 156
Vietnam war, 9

Vista, 18

Vocational education and rehabilitation, 17
Voodoo economics, 102

Voting Rights Act, 8

Wage and Salary income, 34, 41, 47, 50, 51
Wall Street Journal, The, 104

- Wanniski, Jude, 96, 104

War on poverty, 8, 9
Weidenbaum, Murray, 101
Weinberger, Caspar, 108
Welfare State, xiv, 6, 28

in Denmark, 6

in France, 6

in Germany, 6

in postwar Britain, 1
West Virginia primary election, 8
Work Experience Program, 10
Working class, 45
Workmen’s compensation, 83
World War I1, 22, 24, 26, 32, 52, 53




	Peterson Book
	Recommended Citation

	tmp.1731442574.pdf.gfxQ7

