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Changes in the federal budget over the last several decades have raised current con- 
sumption at the expense of the investment needed for stronger economic growth. These 
changes have occurred in the budget's fiscal policy, which has reduced national saving and 
private investment; in its expenditure policy, which has emphasized short-term benefits 
rather than public investments; and in its transfer policy, which has not adequately ad- 
dressed the increasing child poverty that threatens the productivity of our future labor force. 

During the last decade, the federal budget 
has been the battleground for deep disagree- 
ments over national priorities regarding de- 
fense, domestic programs, and taxes. The 
political failure to resolve these disagree- 
ments has paralyzed budget policy and pro- 
duced unprecedented budget deficits. How- 
ever, this paralysis has now established in 
effect a national priority for present con- 
sumption at the expense of investment in 
the nation's future. This article provides a 
broad overview of the federal budget with 
respect to this issue. 

Major Budget Trends 

Total revenues, spending, deficits, and debt. 
Since World War 11, total revenues have 
risen only slightly as a share of the gross 
domestic product (GDP) , generally fluctu- 
ating within the range of 17 to 19% (1)  
(Fig. 1A). Spending, however, has risen 
steadily, averaging 17.6% of the GDP in 
the 1950s, 19.1% in the 1960s, and 20.6% 
in the 1970s and jumping sharply to 23.1% 
during the period from 1980 through 1991. 
In spite of the constant discussion of fiscal 
restraint during the 1980s, spending was a 
larger share of the GDP in every year during 
the period from 1980 through 1991 than in 
any prior postwar year. As a result, the 
deficit rose from an average of about 0.6% 
of the GDP in the period from 1950 
through 1969 to 2.1% in the 1970s and 
4.2% in the 1980s. In 1992, it rose to 4.9% 
of the GDP, which reflects the temporary 
costs of deposit insurance and lower reve- 
nues from the weak economy during the 
period from 1989 through 1992. It is pro- 
jected to decline to about 3.5% of the GDP 
in the mid-1990s as a result of economic 
recovery, the phasing out of deposit insur- 
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ance costs, and the spending limitations 
and revenue increases enacted in the 1990 
Omnibus Budeet Reconciliation Act. How- - 
ever, the deficit then is projected to rise 
again, driven principally by rapid increases 
in the cost of health programs, and to 
exceed 5% of the GDP by 2002. Further- 
more, because long-term projections have 
consistently proved optimistic, the budget 
outlook may be worse than these estimates 
suggest. 

The revenues and deficits. and to a 
smaller degree the outlays, shown in Fig. 
1A are sensitive to short-term economic 
conditions. During recessions, revenues 
fall, expenditures rise, and the deficit 
grows; the opposite occurs when the econ- 
omy is strong. The fundamental fiscal 
position is also distorted by certain one- 
time or temporary factors such as allied 
contributions for Operation Desert Storm 
and outlays for deposit insurance. Figure 
1B shows the estimated structural deficit, 
which excludes these temporary factors 
(2). This structural measure shows the 

a1 deficit, with a sharp rise during the 
1980s. 

The immediate cause of the sharp rise in 
the structural deficit in the early 1980s was 
the federal government's 1981 decision to 
reduce taxes and accelerate the defense 
buildup begun in the late 1970s without 
cutting domestic expenditures commensu- 
rately. This policy-related deficit sharply 
raised debt service costs, and a cumulative 
process then ensued whereby larger deficits 
sped the accumulation of debt, which gave 
rise in turn to larger'debt service costs and 
still larger deficits. The structural deficit 
excluding debt service, unlike the total 
structural deficit. shows little trend after 
1970 and has iecovered from its sharp 
deterioration in the early 1980s (Fig. 1B). 
This shows that expenditure reductions and 
revenue increases during the period from 
1986 through 1991 reversed the policy mis- 
takes of the early 1980s, although a greatly 
increased burden of debt service continues 
as their permanent legacy. Later in the 
1990s, however, rapidly rising health pro- 
gram costs will threaten to drive these 
structural deficits up sharply again. 

This rise in deficits and debt service has 
had two major effects. First, in a period of 
strong aversion to taxes, it has deterred 
program expansions as well as tax reduc- 
tions, thereby preventing both long-term 
policy changes and short-term actions to 
revive the economy. Second, by sharply 
reversing the steady decline from World same postwar increasing trend as the actu- 
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War I1 until the mid-1970s in the ratio of 
debt to the GDP, it has put upward pressure 
on interest rates, reducing domestic invest- 
ment and raising U.S. borrowing from 
abroad. 

Program (nuninterest) spending. Federal 
government programs are classified into en- 
titlements and other mandatory programs 
(henceforth, mandatory programs) and dis- 
cretionary programs. The former are funded 
by permanent law, which sets the criteria 
for payments and benefits, which are man- 
datory unless the law is changed or expires. 
The latter are funded by annual appropria- 
tions acts and usually require annual con- 
gressional action. 

By far the largest mandatory programs, 
excluding the special case of deposit insur- 
ance, are Social Security and Medicare. 
Other major entitlements include federal 
civilian and military retirement, Supple- 
mental Security Income, Medicaid, farm 
price supports, food stamps and child nu- 
trition programs, veterans' benefits, and 
student loans. Discretionary programs, in 
turn, are conventionally classified into de- 
fense, international, and domestic pro- 
grams. The first is self-explanatory. Inter- 
national discretionary programs provide for 
the conduct of foreign affairs, foreign infor- 
mation and exchange activities, and inter- 
national assistance. Domestic discretionary 
programs include a wide range of activities 
in space and science, transportation, ener- 
gy, natural resources and the environment, 
education, housing, veterans' medical care, 
and general government functions such as 
tax collection and law enforcement. Most 
public investment programs providing, for 
instance, infrastructure development, edu- 
cation, job training, and research and de- 
velopment come under this category. 

Figure 2 shows expenditure trends in 
these categories over the last 30 years and 
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projections to 2002. The most important 
features of these trends should be consid- 
ered. 

1) Spending is now highly concentrated 
in a few programs. In 1991, defense, Social 
Security, and Medicare accounted for about 
60% of gross program spending excluding 
deposit insurance (3). 

2) Mandatory programs have grown 
much faster than discretionary programs. 
The costs of the two largest programs, 
Social Security and Medicare, rose as the 
elderly population grew and benefits ex- 
panded in the 1970s, although cost in- 
creases in these programs for the elderly 
moderated somewhat in the 1980s as a 
result of slower growth in the numbers of 
retirees and modest program reductions. 
However, Medicare and Medicaid costs are 
now projected to rise sharply in the 1990s, 
reflecting the explosion in costs of health 
care generally as well as special program 
factors. 

3) Benefit payments in these mandatory 
programs, in the aggregate, go predomi- 
nantly to high- and middle-income rather 
than poor beneficiaries. About 60% of ben- 
efit payments go to households with annual 
incomes above $20,000 (4), and only 19% 
of transfers are currently based on income 
tests. In spite of the increased payroll taxes 
h a t  partially fund these benefits, most ben- 
eficiaries receive significant subsidies on an 
actuarial basis. Furthermore, except for 
Medicaid, means-tested transfers have been 
essentially stable. Contrary to popular per- 
ception, most welfare costs are neither a 
large nor a growing portion of the federal 
budget. * 

.4) Defense spending has shown a long- 
term downward trend, with large fluctua- 
tions that reflect military conflicts and 
changes in the national security environ- 
ment. After the sharp buildup during the 
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Fig. 2. (A) Mandatory programs as a percentage of the potential GDP for fiscal years 1962 through 
2002 (29, 30). (B) Discretionary programs as a percentage of the potential GDP for fiscal years 
1962 through 2002 (29-31). 
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period from 1979 through 1986, defense 
spending has declined both as a share of the 
GDP and in real program levels. Substan- 
tial further reductions in the 1990s appear 
likely as a result of the end of the Cold 
War. 

5) International affairs spending has also 
fallen gradually; a rise in security assistance 
spending has been more than offset by a 
decline in humanitarian aid and develop- 
ment assistance. Total current (1992) for- 
eign assistance, amounting to 0.3% of the 
GDP (about $14 billion annually), is less 
than half the annual GDP share during the 
1960s. 

6) Domestic discretionary spending was 
reduced sharply during the period from 
1978 through 1987, when it was the major 
target for fiscal restraint after rising in the 
1960s and in the early 1970s. Its share of 
the GDP has remained roughly constant 
since 1987, but the constant real program 
levels projected here imply a moderate de- 
cline relative to the GDP over the next 
decade. 

- 
- .., International . . . . . . , , . ..,..,... . ...,....... ..((,,,,, 
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These major trends, in combination with 
other data, suggest a greatly increased pri- 
ority given to the present at the expense of 
the future. This is shown in three important 
policy dimensions (5) : (i) Fiscal policy. The 
deficit has reduced national saving and 
~rivate investment and raised consumD- 
tion. (ii) Expenditure policy. The compo- 
sition of spending has shifted from public 
investments toward short-term benefits. 
(iii) Income transfer policy. Efforts to im- 
prove the economic condition of poor chil- 
dren have diminished, with likely long- 
term economic costs. 

Fiscal policy: Consumption versus saving 
and brivate investment. Since 1981. the 
~ n i t l d  States has sharply increased the 
proportion of its national production used 
for private consumption. During the period 
from 1950 through 1980, private consump- 
tion averaged 69.5% of the net domestic 
product (NDP) without significant trend 
and rose to 71 to 72% in recessions (6). 
This ratio exceeded 72% only during the 
postwar consumption "catch-up" years of 
1947 through 1949, when it averaged 74%. 
However, this consumption share rose to 75 
to 76% in the late 1980s and 76 to 77% in 
the recession years of 1990 and 1991. In 
effect, we have shifted about $300 billion 
(in 1992 terms) of national resources annu- 
ally from net private domestic and foreign 
investment to consumption. 

This shift from investment to consump- 
tion reflects a commensurate drop in sav- 
ing, produced substantially by the increas- 
ing deficits, which (with an important ex- 
ception discussed below) constitute federal 
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dissaving. In addition, however, nonfederal 
saving, comprised principally of private sav­
ing by businesses and households, also fell 
from an average of 9 to 10% of the NDP in 
the 1960s and 1970s to 8.2% in the 1980s 
and 6.6% in the period from 1986 through 
1991. As Fig. 3A shows, these two factors 
combined to produce a precipitous drop in 
national saving—the economic resources 
that remain to increase the capital stock 
after consumption and the replacement of 
worn-out capital. Net national saving fell 
from an average of 8 to 9% of the NDP in 
the period from 1950 through 1979 to 5.1% 
in the period from 1980 through 1985 to 
only 2.9% in the period from 1986 through 
1991. 

As shown in Fig. 3B, the decline in 
saving has both reduced domestic invest­
ment and increased U.S. indebtedness to 
foreigners. The former directly reduces cap­

ital formation and productivity growth in 
the United States; the latter increases ef­
fective ownership of domestic capital by 
foreigners, who receive the income from it 
as interest and dividends. Both reduce the 
resources and income available to Ameri­
cans in the future. 

How much does growth matter? Some 
argue that private investment and growth 
should have a lower priority than aid to 
the poor, defense spending, or other pub­
lic purposes. In a strong economy in the 
short term, certainly, additional private 
investment leaves fewer resources avail­
able for other purposes, and the choices 
may be painful. However, in the longer 
term such public objectives are unlikely to 
be achieved without stronger growth. Re­
cent political experience suggests that tax­
es to finance public activities will be 
strongly resisted by the electorate if real 
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Fig. 3. (A) Federal deficits and net national saving as a percentage of the NDP for calendar years 
1950 through 1991. (B) Net national saving, domestic private investment, and investment abroad as 
a percentage of the NDP for calendar years 1950 through 1991. All measures are based on the 
National Income and Products Accounts (NIPA) (6). 
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Fig. 4. (A) Federal nondefense program spending by broad purpose as a percentage of the 
potential GDP for fiscal years 1962 through 1991 (32). (B) Federal nondefense investment-type 
spending as a percentage of the potential GDP for fiscal years 1962 through 1991 (14). 

incomes are not growing. 
The recent reduction in national saving 

and investment is likely to significantly 
reduce economic growth. It is estimated 
that national saving of about 4.5% of the 
NDP is required simply to maintain our 
recent meager growth of productivity and 
incomes at about 1% annually (7). Assum­
ing private saving recovers to 7% of the 
NDP, the federal structural deficits current­
ly projected at about 4% of the NDP in the 
mid-1990s would have to be reduced by 
roughly 1.5% of the NDP—$80 billion per 
year in terms of the 1992 economy—just to 
"keep crawling in place." Furthermore, un­
less the projected rapid rise in health pro­
gram costs is moderated, the required re­
ductions would become much larger in later 
years. 

This threat to future living standards is 
greatly increased by the inevitable retire­
ment bulge of baby boomers beginning 
about 2010. At that time, the number of 
Social Security beneficiaries will begin to 
rise rapidly, so that within another several 
decades each 100 workers will have to 
support (through taxes or otherwise) about 
50 retirees rather than the present 30 (8). If 
labor productivity and incomes are not 
raised significantly, the squeeze on living 
standards of both workers and retirees could 
produce intergenerational political and so­
cial conflict. The surplus in the Social 
Security trust fund resulting from the 1983 
reforms (currently about 1% of the NDP) 
was intended to provide the additional sav­
ing and capital formation to raise future 
incomes in this way, but this increase in 
national saving has been more than offset 
by the rising deficit in the rest of the 
budget. To restore this saving by eliminat­
ing the offsetting deficit would require an­
nual spending reductions and tax increases 
totaling about 3.5% of the NDP in addition 
to the 1.5% described above. Prudent pro­
vision for the future thus suggests the need 
for fiscal adjustment of about 5% of the 
NDP—roughly $250 billion annually in 
1992 terms, growing to $350 billion by 
1997. Policy changes of this size are cur­
rently considered very unrealistic political-

ly. 
This is not a problem that can be left for 

the next century, because the fruits of 
compound growth ripen slowly. Further­
more, the damage is already accruing. A 
recent study estimates that the national 
saving decline of the 1980s reduced the 
1990 capital stock by at least 15% and 
potential output by 5% and that these losses 
could double by the end of the decade (9). 

Expenditure policy: Short-term benefits ver­
sus public investments. This discussion over­
simplifies the situation in one important 
respect: Government investment expendi­
tures reflect saving, not consumption, even 
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though U.S. national accounts do not re- 
flect this distinction. If recent larger deficits 
were a result of rising (and productive) 
public investments, the outlook for growth 
would be much brighter. 

Unfortunately, this was not the case. As 
shown in Fig. 4A, federal spending on 
lone-term investments declined in the 

third of 1% of the GDP since the mid-1960s; 
however, spending on health R&D has in- 
creased substantially relative to that in general 
science and other sectors (14). 

The federal government devotes a sub- 
stantially larger proportion of its research 
funding than other national governments 
to activities with primarily social or politi- 
cal rather than direct economic returns, 
such as health and suace. It has also. as a 
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1980s and, over a longer period, has fallen 
sharply relative to spending on short-term 
benefits. Figure 4B provides further detail 
on uublic investments in three maior cate- 

matter of policy, coicentrated much'more 
heavily than other countries on basic rather 
than applied research and has left industrial 
development research, with few excep- 
tions, to the private sector. The debate 

gories. Gross expenditures on nondefense 
physical capital have remained roughly 
constant after declining from the high lev- 
els of the 1960s. However, if adjustments 
are made for depreciation, net physical 

over international competitiveness, howev- 
er. has led manv to argue that the United " 
States should emulate its competitors by 
providing funding for "generic" or "precom- 
petitive" applied research (15). The argu- 
ment for more federal funding for applied 
(as well as basic) R&D rests principally on 
studies over the last 25 years that have 
consistently shown high private returns and 

Fig. 5. Poverty rates for persons under 18, 
persons aged 18 to 64, and persons 65 and 
over for calendar years 1960 through 1991 
(33). 

capital outlays appear to have declined 
substantially in the 1980s, both in real 
terms and relative to the GDP (10). Non- 
defense research and development has de- 
clined in the 1970s and 1980s, and educa- 
tion, training, and social services, which 
expanded significantly during the late 1960s 
and 1970s, also declined during the 1980s. 

The magnitude of the effects on uroduc- 

high rates of return for additional education 
and training. Second, such investments are 
likely to have benefits in addition to the 
higher market incomes and output used in 
conventional economic calculations. These 
benefits take two forms: (i) if nonmarket 
activities such as enhanced quality of leisure 

even higher returns to society as a whole 
from urivate R&D exuenditures. as well as " 

tivity and growth of this decline in public 
investment in uhvsical cauital is controver- 

on &dies that suggest that the United 
States is losing competitive advantage in 
certain sectors (1 6). Nevertheless, the few 
federal ventures into applied R&D have not 
been reassuring; federal funding for produc- 
tive applied research would appear to re- 
auire institutional structures that would 

. , 
sial. Public investment, unlike most private 
investment. is determined bv a political are included, the social returns to education 

may be much larger (19) and (ii) Head Start, 
the Jobs Corps, and other work-related pro- 
grams have been associated with reductions in 

, A 

process not subject to market tests, and the 
use of appropriate prices or other mecha- 
nisms to promote efficient use and mainte- 
nance is uncommon. Questions therefore 
arise about the economic returns from such 

provide more insulation of investment de- 
cisions from the political process than in 
the past (1 7). 

The decline during the 1980s in invest- 

" 
crime and social expenditures that benefit 
society at large in addition to the program 
participants (20). 

Transfer policy: Neglecting versus investing 
in poor children. A third budgetary develop- 
ment with large implications for the future 
has been the failure to stem the deteriora- 
tion of the economic circumstances of low- 
income children. This failure is related to 

public investments. Several studies have 
concluded that reduced aggregate spending " 

ments in education, training, and social 
services must also be viewed with some 

on physical infrastructure has been a major 
cause of the recent decline in uroductivitv 
growth (1 I ) ,  but evaluations of these stud- 
ies have cast doubt on the size of the 

caution. First, much of that decline is 
attributable to the discontinuation in 1981 
of public service employment under the 
Comprehensive Employment and Training 
Act, which provided primarily temporary 

reported effects. Common sense, anecdotal 
evidence, and cost-benefit studies suggest 
that deteriorating public infrastructure re- 
duces productivity (partly by increasing 
waiting times) and that expenditures to 

the income (cash and in-kind) transfer 
~olicies of the budget. " 

The adverse effects of poverty on the 
physical, social, and intellectual develop- 
ment of children are widely recognized 
(21). Although this is also a problem of 
social equity, the issue here is the future 
cost to society of a relatively unskilled labor 
force in a global economy where high pro- 

employment rather than training. Second, 
state and local governments provide most 
education spending, and this spending in- 
creased during the 1980s. Third, although 
there is widespread agreement that an in- 
creasingly well-educated work force has 
made a major contribution to long-term 
growth, there is uncertainty whether in- 
creasing specific educational inputs, such as 
teacher-student ratios or time in school, 
will oermanentlv raise achievement levels 

maintain existing infrastructure and relieve 
congestion in urban highways and major 
airports would have large payoffs (12). 
However. such additional infrastructure 
will not permanently relieve congestion 
unless user fees and grant formulas are ductivity and incomes depend increasingly 

on human ca~ital. Labor force growth is 
- 

adjusted to reflect more accurately the eco- 
nomic cost of its use. Indeed, in some 
instances such reforms could relieve conges- 
tion and boost productivity with little, if 
any, increase in net expenditures (12, 13). 

The decline in federal nondefense research 
and development (R&D) expenditures stems 
from the falloff in spending on space R&D 
after the extraordinarily large outlays in the 
1960s and the loss of enthusiasm for energy 
research after the oil crises of the 1970s had 
passed. Federal spending for nonspace, non- 
energy R&D activities in total has remained 
fairly constant at about one-quarter to one- 

" 

slowing, and blacks and Hispanics, who 
suffer disproportionately from poverty, may 
constitute one-third of the labor force in 30 
years. Raising the level of skills will there- 
fore require not only more and better edu- 
cation but also amelioration of the culture 
of poverty that hinders the educational 
development of poor children (22). In the 
dramatic rise in the incidence of poverty 
among children in the last two decades 
(Fig. 5), especially notable is the sharp 

or economic performance (1 8). Institution- 
al reform mav be at least as imuortant as 
additional resources in education, and both 
will probably be required for major gains in 
educational achievement. 

In spite of such reservations, there is good 
reason to believe that additional selective 
investments in education, training, and social 
service programs will be beneficial. First, the 
sharp rise in wage premiums related to educa- 
tion levels in recent years suggests potential 

change in the character of poverty during 
the 1980s, when, for the first time in the 
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Fig. 6. Pre- and post-policy child poverty rates 
for the United States, Canada, Germany, 
France, and the United Kingdom (U.K.) in the 
mid-1980s (children include persons aged 17 
or younger) (34). 

postwar period, a long economic expansion 
reduced the poverty rate very little (23). In 
contrast, Fig. 5 also shows the earlier dra- 
matic success in reducing poverty among 
the elderly, related principally to the liber- 
alization of Social Security in the 1970s. 

These official poverty data measure only 
pre-tax cash income. A more comprehen- 
sive income measure that reflects in-kind 
food and housing benefits as well as taxes 
also shows clearly the recent deterioration 
in the real incomes of low-income families 
with children. From 1979 to 1989, while 
real post-tax incomes rose by 12% for the 
average family, they fell by 5% for the 
poorest 40% of all families with children 
and by 13% for the poorest 40% of young 
families (head of the family under age 35) 
with children. Although earlier data are 
not available for this more comprehensive 
measure, real pre-tax cash income appears 
to have fallen by a remarkable 27% during 
the period from 1973 through 1989 for 
these young and poor families with chil- 
dren. Although the declines were especially 
sharp for single-parent families, real in- 
comes also fell for poor married couples 
with children (24). These incomes un- 
doubtedly have declined further as a result 
of the weak economy from 1990 through 
1992. 

Several factors combined to increase the 
number of low-income families and to re- 
duce their incomes during the 1970s and 
1980s. Average real wages for nonsupervi- 
sory workers have declined since 1973 as a 
result of low ~roductivity growth, but the 
decline has been much sharper for less- 
educated, low-wage workers. This has re- 
sulted from a growing mismatch between 
the demand for and the supply of more 
educated and skilled labor related to the 

character of technical change and the glo- 
balization of production (25). In addition, 
the proportion of single-parent families, 
which tend to have esoeciallv low incomes. 
rose substantially, especially during the 
1970s (26). 

These economic and demographic forces 
raising child poverty were reinforced rather 
than offset by changes in government poli- 
cy. For single-parent families, benefit re- 
strictions and the erosion of benefits by 
inflation in the Aid to Families with De- 
pendent Children (AFDC) program were 
especially damaging. For both working and 
nonworking poor mothers, real incomes, 
including wages amounting to only 50 to 
75% of the official poverty threshold, 
AFDC benefits, food stamps, and the 
Earned Income Credit (EIC), fell by about 
25% during the period from 1970 through 
1990 (27). The contraction of the unem- 
olovment insurance svstem also contribut- . , 
ed, especially for the long-term unem- 
ployed. Finally, tax burdens increased on 
low-income working families during the 
1970s and early 1980s, although this was 
reversed by the 1986 and 1990 changes in 
tax law (28). 

In the context of global economic com- 
petition and the harmful effects of poverty 
on children. the difference between the 
United States and other advanced countries 
in taking actions to reduce child poverty is 
troubling. As shown in Fig. 6, in the 
absence of government tax and transfer 
policies, the U.S. child poverty rate would 
not have been far out of line with the 
average for s_everal other major countries in 
the mid-1980s; however, U.S. policies did 
far less than those of other countries to 
reduce such poverty. 

Conclusions 

Federal spending once funded primarily 
the "core" functions of national govern- 
ment, such as defense, tax collection, and 
public investments not effectively provid- 
ed by the market economy or state and 
local governments, including basic re- 
search, regional water projects, and inter- 
state highways. Recently, the federal bud- 
get has become more an instrument of the 
general welfare, providing income securi- 
ty, medical services, nutrition, and other 
formerly privately supplied goods and ser- 
vices. In the process, it has become a 
major factor in the reallocation of national 
resources from saving and investment to 
consumption, reducing economic growth 
and the nation's capacity to raise future 
living standards and meet its domestic and 
international responsibilities. 

There is not space here to outline a 
detailed program for changing budget prior- 
ities, but the major elements of such a 

program are implied by the analysis above. 
First and foremost, fiscal policy must be 
used to raise national saving rather than to 
fuel consumption. The budget should be 
adjusted to produce a modest structural 
surplus so that the Social Security trust 
funds can finance the investment and 
growth needed to support the baby boomers 
when they retire. Implementing this will 
require both spending reductions and tax 
increases substantially larger than those 
now seen as politically feasible. This is a 
political problem, not a design problem, 
and other nations have made fiscal adjust- 
ments of similar size. 

Significant spending restraint will re- 
quire slowing the growth of entitlements, 
especially the cost of health programs. Ad- 
ditional taxation of benefits and cost-shar- 
ing by higher income beneficiaries will be 
needed. However, kffective reduction of 
health program costs will require reform of 
the nation's health care system as a whole 
because squeezing federal health programs 
in isolation will largely shift costs to private 
payers or to state and local governments. 

Substantial further reductions in mili- 
tary expenditures also appear possible as 
national security policy adapts to the post- 
Cold War world. The economic and polit- 
ical strains of the current defense cutbacks 
suggest that the transition must be gradual 
and- that additional adjustment assistance 
may be necessary. 

Next, the composition of spending re- 
ductions and additional revenues must be 
examined more carefully. For instance, de- 
ferred maintenance of public infrastructure 
has been politically more expedient than a 
reduction of middle-class transfer pay- 
ments, but it impairs economic growth. As 
resources are shifted from public consump- 
tion to investment, more stringent cost- 
benefit tests should be applied to public 
investments, and the use of public capital 
should be rationed by prices that reflect its 
true costs. Similarly, tax increases should 
be structured to reduce consumption rather 
than saving and investment, whether across 
the board or on specific items like energy; 
adiustments to the overall tax structure 
might then be made to avoid increasing 
income disparities. 

Finally, we must take a broader view of 
the investments in human capital required 
for our future labor force. Impoverished 
children living in the shadow of crime, 
drugs, and violence are unlikely to acquire 
the skills required to become productive 
workers. Money alone cannot solve these 
problems, and the increased attention to 
responsibility and behavior in welfare poli- 
cy is constructive. But a broad attack on the 
economic. behavioral. and environmental 
problems bf poor families cannot be under- 
taken without additional resources. Such 
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growth as well as social justice. 
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