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NOTES

Unless otherwise noted, all years referred to in this report are fiscal
years. Likewise, unless otherwise noted, all dollar amounts are expressed in
current dollars.

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

The Omnibus Budget Reconciliation Act of 1981 (Public Law 97-35) is
referred to in the text as the Reconciliation Act of 1981 and the Omnibus
Budget Reconciliation Act of 1982 (Public Law 97-253) as the Reconciliation
Act of 1982. Similarly, the Economic Recovery Tax Act of 1981 (Public
Law 97-34) is referred to as ERTA and the Tax Equity and Fiscal
Responsibility Act of 1982 (Public Law 97-248) as TEFRA.




PREFACE

The Congressional Budget Office (CBO) is required by section 202(f) of
the Congressional Budget Act of 1974 to submit an annual report on
budgetary options to the Senate and House Committees on the Budget. This
year, the report is in three parts, with this report constituting Part III.
Part1 is entitled The Outlook for Economic Recovery; Part Il is Baseline
Budget Projections for Fiscal Years 1984-1988. To provide background
information for the Congressional debate on the fiscal year 1984 budget,
this report examines alternative broad strategies for reducing the federal
deficit and analyzes various specific options for cutting budget outlays and
raising revenues over the 1984-1988 period. The inclusion of an option in
this report, or the omission of one, does not imply a recommendation by
CBO. In accordance with CBO's mandate to provide objective and impartial
analysis, this report contains no recommendations.

All divisions of the Congressional Budget Office contributed to this
report, which was prepared under the general supervision of Raymond C.
Scheppach. Principal contributors included Paul R. Cullinan, David M.
Delquadro, Sally A. Ferris, Alfred B. Fitt, Paul Ginsburg, John J. Hamre,
Robert W. Hartman, Martin D. Levine, Patricia Ruggles, James M. Verdier,
and James G. Vertrees. Numerous other CBO analysts made important
contributions, including Malcolm Curtis, Howard Conley, Richard L. Miller,

Charles E. Seagrave, Robert A. Sunshine, Edward A. Swoboda, and Paul Van
de Water.

Robert L. Faherty supervised the editing and production of the report,
assisted by Nancy H. Brooks. Major portions were edited by Francis S.
Pierce and Johanna Zacharias. Mary Pat Gaffney coordinated production of
the many drafts. The final manuscript was prepared for publication by Mary
Braxton, Linda B. Brockman, Toni Foxx, Karella A. Gumppert, Shirley
Hornbuckle, Betty IJarrells, Norma A. Leake, Janet Stafford, Kathryn
Quattrone, and Philip Willis. Leiss Art Services, Inc. prepared the graphic
illustrations for all three volumes of this annual report.
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CHAPTER I. INTRODUCTION AND OVERVIEW

The American economy faces unprecedented risks in the years ahead
unless the federal government takes measures to narrow the gap between
tax revenues and spending. The Congressional Budget Office (CBO) has
projected outlays and revenues in coming years, assuming no changes in
current laws and policies. These "baseline" projections show federal deficits
increasing from $194 billion in 1983 to $267 billion by 1988 (see Table I-1).

Even when gauged in relation to a growing gross national product
(GNP), the size of these deficits is startling. For 1983 and 1984, CBO
projects postwar record deficits amounting to 6.1 and 5.6 percent of GNP,
respectively (see Figure I-1). To a great extent, these near-term deficits
are attributable to the economic recession, which has reduced federal
revenues and increased federal outlays for unemployment compensation and
other income maintenance programs. But even as these cyclical causes
wither as economic recovery proceeds, the projected deficits remain at the
high level of 5.6 percent of GNP throughout the 1984-1988 period. This
indicates a long-term mismatch between federal spending and taxing.

TABLE I-1. BASELINE BUDGET PROJECTIONS

Actual Estimated Baseline Projection
1980 1981 1982 1983 1984 1985 1986 1987 1988

In Billions of Dollars

Qutlays 577 657 728 800 850 929 999 1,072 1,145
Revenues 517 599 618 606 653 715 768 822 878
Deficit 60 58 111 194 197 214 231 250 267

As a Percent of GNP

Revenues 20.1 20.9 20.4 19.0 18.7 18.7 138.5 18.4 18.3
Outlays 22.5 22.9 24.0 25.0 24.3 24.3 24.1 24.0 23.9
Deficit 2.1 2.0 3.6 6.1 5.6 5.6 5.6 5.6 5.6




Figure I-1.
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This budget outlook is based on CBO's most recent economic forecast
for 1983-1984 and on what are believed to be reasonable assumptions for
ensuing years. Real economic growth is expected to resume at a moderate
pace in 1983, lowering the unemployment rate to 7.6 percent by 1988.
Inflation is expected to continue to recede and to stabilize at around
4 percent a year (see Table I-2 and Figure 1-2). 1/

STRUCTURAL DEFICITS AND THEIR CONSEQUENCES

The prospect of continuing large federal deficits even after five years
of economic recovery is cause for alarm. In a deep recession, the growth of
federal debt is usually funded in the capital market from savings that have
no other outlet because business, consumer credit, and mortgage demands
are at a low level. But as the economy recovers, private demands for credit
will increase, leading to competition for funds between federal and private
borrowers. Since total credit in the economy tends to remain at a fairly

l.  For further discussion see Congressional Budget Office, The Outlook for
Economic Recovery (February 1983), Chapter IIl, and Baseline Budget
Projections for Fiscal Years 1984-1988 (February 1983), Chapter II.




Figure 1-2.
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TABLE I-2. BASELINE ECONOMIC FORECAST AND ASSUMPTIONS

Economic Variable 1982 1983 1984 1988

Fiscal Year Average

Nominal GNP (billions of

dollars) 3,033 3,197 3,499 4,792
Real GNP (billions of

1972 dollars) 1,480 1,492 1,559 1,808
Unemployment Rate (percent) 9.1 10.7 10.1 7.6

Interest Rate (91-day
Treasury bills, percent) 11.6 7.0 7.3 5.9

Percent Change, Fourth Quarter
to Fourth Quarter a/

Nominal GNP 3.3 8.9 9.6 7.9 b/
Real GNP -1.2 4.0 4.7 3.6 b/
GNP Deflator 4.6 4.7 4.6 4.1 b/
Consumer Price Index 4.5 4.8 4.8 4.0 b/

a/ Fourth quarter of the calendar year.

b/ Average over four years ending in fourth quarter of 1983.

steady percentage of GNP, any increase in the ratio of federal debt to GNP
threatens to ''crowd out" other credit claimants. Intense competition for
loanable funds would drive up real interest rates and increase the risk of
aborting economic recovery. Even if the recovery continued, high interest
rates would discourage the business investment in plant and equipment
regarded as vital to improvements in productivity and economic growth.
The projection of large government deficits in a period of economic
recovery suggests that too small a share of GNP may be left for private
investment, thereby limiting future standards of living and American
competitiveness in the world economy.



Figure 1-3.
Federal Debt Held by the Public as a Percentage of GNP
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The CBO baseline projections show the magnitude of the increasing
draft on credit markets implicit in current budget policy (see Table I-3).
Federal borrowing to finance the deficit--and to finance the spending of
off-budget entities, mostly credit institutions that lend to on-budget agen-
cies--is projected to remain about 6 percent of GNP during the next five
years (about double the average percent in 1975-1979, another recovery
period). This level of borrowing means that the federal debt held by the
public will grow faster than GNP, rising from 31 percent of GNP in 1982 to
50 percent by the end of 1988 (see Figure I-3). By contrast, the debt-to-
GNP ratio fell steadily from the end of World War II to the early 1970s and
remained level over the decade of the 1970s. The last time the ratio was
50 percent was 1959. The projection of a rising trend of federal debt in
relation to GNP implies that nonfederal borrowers will have less access to
capital. A budget policy conducive to private investment would show
precisely the opposite trend. :

HOW BIG IS THE PROBLEM?

There is no agreement about exactly how sensitive investment-related
borrowing is to federal deficits. Economists have attempted to develop



TABLE I-3. FEDERAL BORROWING AND DEBT

1982 1983 1984 1985 1986 1987 19838

In Billions of Dollars
Unified Budget Deficit 11y 194 197 214 231 250 267
Ofi-Budget Deficit 17 17 15 16 19 17 17
Total Deficit 128 210 212 231 250 267 284

Other Means of Financing a/ 7 -1 -- -- -- -- --

Borrowing from the Public 135 199 212 231 250 267 284
As a Percent of GNP

Borrowing from the Public 4.5 6.3 6.1 6.0 6.0 6.0 5.9

Federal Debt Held by
the Public (end of year) 30.6 35.3 38.3 4l.1 43.9 46.8 49.5

NOTE: Details may not add to total because of rounding.

a. Change in monetary assets and other adjustments.

guidelines for budget policy based on a variety of criteria--such as prevent-
ing increases in the ratio of federal debt to GNP, freezing the level of the
inflation-adjusted debt, and limiting federal deficits computed at a stan-
dardized rate of employment. The economic rationales for some of these
alternatives are discussed in a companion report. 2/ Broadly, the guidelines
suggest that the cumulative reduction in federal debt over the 1984-1988
period should be in the range of $400 billion to $1,000 billion, or that the
reduction of the deficit in 1988 from the projected baseline level should be
on the order of $100 billion to $200 billion. Reaching these objectives would
reduce the 1988 deficit from the projected $267 billion to between
$50 billion and $150 billion, and would curb the increase in the ratio of debt
outstanding to GNP.

2, See CBO, The Outlook for Economic Recovery, Chapter IV.




A simple way to grasp the dimensions of the budget problem is as
follows. In 1988, a year in which unemployment is expected to average
7.6 percent, CBO projects the federal deficit at 5.6 percent of GNP. The
last year in which unemployment was roughly comparable was 1981, when it
averaged 7.4 percent. In that year, the deficit represented only 2.0 percent
of GNP. Thus, between 1981 and 1988--two years of roughly comparable
employment rates--the deficit is expected to rise by 3.6 percentage points
of GNP. This increase, not related to the business cycle and thus
"structural," amounts to about $170 billion at projected 1988 GNP. As
noted, other guidelines for reducing the deficit might be chosen, but the
$170 billion figure is near the middle of the range cited above. If the
projected deficit in 1988 were reduced by $170 billion, it would total about
$100 billion, or 2 percent of GNP.

POTENTIAL SOURCES OF DEFICIT REDUCTIONS

Finding $170 billion in deficit-reducing measures by 1988 will not be
easy. The annual rate of the domestic budget cuts in the first year of the
Reagan Administration was about $40 billion, and the hard-fought tax
increases of the second year realized an average annual gain of about
$33 billion. To achieve an even more ambitious deficit reduction goal will
require reconsidering all parts of the budget and the tax base. Any
reduction in spending will be perceived as entailing losses to some groups
and will therefore involve difficult political choices. To clarify these
choices, this section summarizes the composition of the current budget as it
has evolved and as it will evolve in coming years if tax and spending policies
are not changed. 3/

Federal spending can be divided in different ways. Congressional
budget resolutions, for example, break down the budget into 19 functional
categories such as health and transportation. But an overview of the budget
is made easier by grouping programs into five categories: national defense,
entitlement and other mandatory spending programs, nondefense discre-
tionary spending, net interest, and offsetting receipts. Those program
categories are described in the box on page 8

Federal Spending, 1965-1980. Between 1965 and 1980, total outlays
rose from 18 percent to 22.5 percent of GNP (see Table I-4). Entitlements
and other mandatory programs--largely Social Security, Medicare, Medicaid,
and other benefits--advanced even more sharply, rising from 5 percent of

3. For a more detailed discussion, see CBO, Baseline Budget Projections
for Fiscal Years 1984-1988.




FEDERAL BUDGET CATEGORIES

National Defense. Outlays for military and civilian personnel, operating
costs, major weapons procurement, and military retirement benefits. Mili-
tary and civilian workers' pay increases are included in the projections.
(Chapter II)

Entitlements and Other Mandatory Spending. Programs in which spending is
governed by a law making all who meet their requirements eligible to
receive payments. Subcategories are:

Social Security. Old-age, survivors, and disability benefits only.
Medicare is in the next category and administrative expenses are in
the nondefense discretionary category. (Chapter III)

Medicare and Medicaid. Does not include state share of Medicaid
expenditures. Federal administrative expenses for Medicare are in the
nondefense discretionary category. (Chapter 1V)

Farm Price Supports. All outlays of the Commaodity Credit Corpora-
tion for farm price support and related programs. (Chapter VI)

Other Entitlements. Entitlements and other mandatory spending not
included above or in "Net Interest." Major examples are Aid to
Families with Dependent Children, Black Lung compensation, railroad
retirement, federal civilian employee retirement, Guaranteed Student
Loans, human services block grants, Supplemental Security Income,
unemployment compensation, veterans' compensation and pensions,
and General Revenue Sharing. The Food Stamp program has also been
included in this category. (Chapter V)

Nondefense Discretionary Spending. All nondefense programs for which
spending is determined by annual appropriations. The basic governmental
legislative, judicial, and tax-collecting functions are included. A large part
of this category represents the salary and expense accounts that finance the
ongoing operations of the civilian agencies of government. Most grants to
state and local governments (other than for benefit payments), nondefense
research and development, and loans subject to appropriation limits are also
in this category. (Chapters VII, VIII)

Net Interest. Interest payments on the federal debt less interest received
by trust funds.

Offsetting Receipts. Proprietary receipts from the public and the employer
share of employee retirement. Other receipts (for example, foreign military
sales, trust fund receipts, and payments to trust funds) appropriately netted
against outlays are included in the relevant categories above. (Chapter IX)




TABLE I-4. COMPOSITION OF FEDERAL SPENDING, 1965-1980

Category 1965 1970 1975 1980

As a Percent of GNP

National Defense 7.2 8.1 5.8 5.3

Fntitlements and Other
Mandatory Spending

Social Security benefits 2.6 3.0 4.2 4.5
Medicare and Medicaid a/ 1.0 1.5 1.9
Farm price supports 0.4 0.4 b/ 0.1
Other entitlements 2.1 2.2 4.5 4.0
Subtotal 5.2 6.7 10.2 10.5
Nondefense Discretionary
Spending 4.7 4.5 5.1 5.5
Net Interest 1.3 1.5 1.6 2.0
Offsetting Receipts . -0.5 -0.6 -0.8 -0.8
Total 18.0 20.2 21.9 22.5

As a Percent of Total Outlays

National Defense 40.1 40.2 26.4 23.6

Entitlements and Other
Mandatory Spending

Social Security benefits 14.4 15.0 19.3 20.1
Medicare and Medicaid a/ 5.1 6.6 8.4
Farm price supports 2.3 i.9 0.2 0.5
Other entitlements 12.2 11.1 20.5 17.6
Subtotal 28.9 33.1 46.6 46.6
Nondefense Discretionary
Spending 26.4 22.3 23.4 24.5
Net Interest 7.3 7.4 7.2 9.1
Offsetting Receipts -2.5 -2.9 -3.5 -3.7
Total 100.0 100.0 100.0 100.0

NOTE: Details may not add to totals because of rounding.

a. Predecessor programs counted in other entitlements.
b. Less than 0.1 percent.



GNP to over 10 percent (see Figure I-4). The sharpest increases in this part
of the budget occurred in the early 1970s as the result of legislated
increases in Social Security and the expansion or creation of such programs
as Food Stamps, Medicare and Medicaid, Supplemental Security Income, and
General Revenue Sharing. Significant growth also took place in the non-
defense discretionary programs during this period, as many grant-in-aid
programs were expanded and as federal employees' pay was raised to
achieve parity with pay in the private sector.

Reductions in the share of GNP devoted to national defense offset
about one-third of the growth in entitlement and nondefense discretionary
programs. Except for an upward surge of spending for the Vietnam War in
the late 1960s, national defense outlays continued a long-term decline that
began after the Korean War (when defense outlays accounted for nearly
two-thirds of federal spending) and lasted until 1980 (when the defense share
fell to less than one-quarter of total outlays).

By the late 1970s, the growth of the GNP share of entitlements had
slowed, and the continued growth of federal spending in relation to GNP
during the latter half of the decade came from continued expansion of
nondefense discretionary programs and higher net interest outlays. The
expenditures for interest were driven primarily by the large increases in
interest rates of the period.

Federal Spending, 1980-1983. Recent budget trends point up the
difficulty in containing federal spending. In just three years, from 1980 to
1983, federal outlays in relation to GNP rose another 2.5 percentage
points--from 22.5 percent of GNP to 25.0 percent (see Table I-5). Each
year set a new postwar high for federal spending in relation to GNP. The
rise in spending is attributable to several factors. First, the long slide
in defense spending relative to GNP was halted in the late 1970s; the
defense share turned up sharply in the early 1980s. Second, the slower
growth of entitlement programs in the late 1970s was reversed in the 1980-
1983 period when indexation of these programs to the Consumer Price Index
(or in the case of health programs, growth due to medical care inflation)
caused an upsurge of spending that outstripped the growth of GNP. By
1983, unemployment compensation and other transfers that increase during
recession, together with higher outlays for farm price supports, were also
swelling the budget. Third, the share of spending for net interest rose
sharply, not only because of higher interest rates but also because of rapid
increases in the debt (caused by deficits both on- and off-budget). Finally,
the recession and decline in inflation in 1982 and 1983 imposed a heavy drag
on the growth of GNP, thereby raising the spending ratios.
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Figure I-4.
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TABLE 1-5. COMPOSITION OF FEDERAL SPENDING, 1980-1988

Category 1980 1982 1983 1984 1988

As a Percent of GNP

National Defense 5.3 6.2 6.7 6.9 7.5

Entitlements and Other
Mandatory Spending

Social Security benefits 4.5 5.0 5.3 5.1 4.9
Medicare and Medicaid 1.9 2.2 2.4 2.4 3.0
Farm price supports 0.1 0.4 0.6 0.3 0.1
Other entitlements 4.0 3.7 3.9 3.4 2.7
Subtotal 10.5 11.4 12.1 11.2 10.7
Nondefense Discretionary
Spending 5 4.6 4.5 4.4 3.8
Net Interest 2.0 2.8 2.7 2.7 2.8
Offsetting Receipts -0.8  -0.9 -1.0 -1.0 -0.9
Total 22.5 24.0 25.0 24.3 23.9
As a Percent of Total Outlays
National Defense 23.6 25.7 26.7 28.5 31.3

Entitlements and Other
Mandatory Spending

Social Security benefits 20.1 21.0 21.0 21.1 20.3
Medicare and Medicaid : 8.4 9.2 9.5 10.1 12.4
Farm price supports 0.5 1.6 2.2 1.1 0.4
Other entitlements . 17.6 15.5 15.6 14.0 11.5
Subtotal 46.6 47.1 48.2 46.3 44,6
Nondefense Discretionary
Spending 24.5 19.1 18.2 18.0 16.1
Net Interest 9.1 11.6 10.9 11.2 1.7
Offsetting Receipts -3.7 -3.7 -4.0 -4.0 -3.6
Total 100.0 100.0 100.0 100.0 100.0

NOTE: Details may not add to totals because of rounding.
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The only significant recent spending change countering this trend was
an abrupt turnaround in nondefense discretionary outlays. By 1983, these
programs were reduced to the place they had occupied relative to GNP in
the early 1960s, before the growth of the Great Society programs. Caps on
federal pay increases and a cessation of growth in grants to state and local
governments contributed to the relative reduction in this category.

Baseline Projections, 1984-1988. Some of the recent trends are likely
to continue in coming years, but others are not. CBO's baseline projections,
which assume no further policy changes, imply that:

o National defense expenditures will continue to grow more rapidly
than the rest of the budget and will constitute almost one-third of
outlays by 1988.

o The extraordinary growth of net interest outlays will slow as the
projected decline in interest rates offsets the projected rapid
growth in debt outstanding. Nonetheless, at almost 12 percent of
total outlays, interest payments will continue to be a major portion
of federal spending.

o Entitlement spending in the aggregate will fall in relation to GNP
(and as a share of total spending). In large measure, this decline
reflects projected decreases in recession-related spending
(unemployment compensation and farm price supports) and cuts in
means-tested programs resulting from recent legislation. Spending
on Medicare and Medicaid is projected to grow sharply as health-
care prices continue to rise faster than prices in general. Social
Security outlays should grow somewhat more slowly than GNP.

o Nondefénse discretionary outlays are projected to become an ever-
decreasing share of the total budget.

In dollar terms, these projections add $345 billion to federal outlays
between 1983 and 1988. As the table on the following page shows, more
than three-fourths of the projected outlay increase will be in the national
defense and entitlements categories. Thus, any attempt to reduce outlays
significantly as a major part of a $100 billion to $200 billion deficit
reduction program will inevitably involve lower growth of spending in these
two categories.
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Change in Outlays, 1983-1988

Billions of Dollars Percent of Total
National Defense 144 42
Entitlements 125 36
Social Security (64) (18)
Medicare and Medicaid (67) (19)
Other (-6) (-2)
Nondefense Discretionary 39 11
Net Interest 47 14
Offsetting Receipts =10 _=3
Total 345 100

Approximately half of the projected $345 billion growth in federal
spending represents inflation adjustments, not real growth. For nondefense
discretionary programs, no real growth at all is assumed. 4/ In entitlement
programs, real growth is assumed to occur only to the extent that current
laws permit increases in the numbers of beneficiaries or in the use of
services. In national defense programs, however, real growth is a major part
of the $145 billion increase. These baseline defense projections, moreover,
are based on targets in the budget resolution passed in 1982; the
Administration's January 1983 budget proposal exceeds these targets.

Federal Revenues, 1965-1981. Two major trends are evident in the
history of federal revenues between 1965 and 1981. First, social insurance
(mainly Social Security payroll) taxes and corporate income taxes combined
accounted for a remarkably stable share of all federal revenues, but payroll
tax revenues rose sharply while corporate taxes fell (see Table I-6). These
trends were attributable primarily to a declining share of corporate profits
in national income, to legislated reductions in corporate taxes, and to a
sharply increased fraction of wages and salaries subject to tax along with
higher payroll tax rates. -The rise in payroll taxes reflects the increases in
Social Security and Medicare spending noted previously. Second, repeated
cuts in individual income taxes held them below 9 percent of GNP except in
1969-1970, when an income tax surcharge was in effect, and again in 1980-
1981. The 10 percent of GNP that went for individual income taxes in 1981
was the highest share since World War II. This record 1981 tax burden is

4. The basis for these projections assumptions is explained in CBO,
Baseline Budget Projections for Fiscal Years 1984-1988.
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TABLE I-6. FEDERAL REVENUES BY SOURCE, 1965-1981

Source 1965 1970 1975 1980 1981

As a Percent of GNP

Individual Income Taxes 7.4 9.3 8.3 9.5 10.0
Corporate Income Taxes 3.9 3.4 2.7 2.5 2.1
Social Insurance Taxes 3.4 4.6 5.7 6.1 6.4
Excise Taxes 2.2 1.6 1.1 0.9 1.4
All Other 0.9 1.0 1.0 1.0 1.0

Total 17.7 19.9 18.9 20.1 20.9

As a Percent of Total Revenues

Individual Income Taxes 41.8 46.9 43.9 47.2 47.7
Corporate Income Taxes 21.8 17.0 14.6 12.5 10.2
Social Insurance Taxes 19.1 23.0 30.3 30.5 30.5
Excise Taxes 12.5 8.1 5.9 4.7 6.8
All Other 4.9 4.9 5.4 5.0 4.8

Total 100.0 100.0 100.0 100.0 100.0

NOTE: Details may not add to totals because of rounding.

the major reason why total taxes as a share of GNP were 21 percent, the
highest level in 35 years (see Figure I-5).

Federal Revenues, 1981-1988. In the 1981-1988 period, federal
revenue projections show essentially a restoration of the tax burden that
prevailed in the early 1970s (see Table I-7). Total revenues fall from
21 percent of GNP to nearly 18 percent. Payroll taxes continue to rise in
importance, while excise and "all other" (customs duties and miscellaneous
receipts) decline in importance. Most of the decline in the share of taxes in
GNP is due to the fall in the ratio of personal income tax to GNP. This tax
is projected to fall to 8.3 percent of GNP by 1988, the level it reached in
the early 1970s.
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Figure |-5.
Total Revenues as a Percent of GNP by Source, 1960-1988
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The sharp reduction of the income tax burden in coming years is the
result of the Economic Recovery Tax Act of 1981 (ERTA), which will reduce
revenues by 1988, for example, by 5.6 percent of projected GNP (see
Table I-7). Only a small fraction of the revenue loss under ERTA has been
offset by the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA),
which concentrated most of its revenue gains in the corporate tax sector.

Accordingly, the baseline projections show what might be termed a
1975-style total tax take matched against a 1988 outlay projection featuring
much higher spending for national defense, entitlement programs, and net
interest. Had the tax legislation of 1981 and 1982 not been enacted (all else
being equal), a large fraction of the projected deficits would not have
appeared. But that would have required taxpayers to shoulder a tax load of
nearly 23 percent of GNP, much more than in any postwar year.
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TABLE I-7. FEDERAL REVENUES BY SOURCE, 1982-1988

Source 1982 1983 1984 1985 1986 1987 1988

As a Percent of GNP

Individual Income Taxes 9.8 8.9 8.4 8.4 8.3 8.3 8.3
Corporate Income Taxes 1.6 1.3 1.6 1.7 1.8 1.9 1.8
Social Insurance Taxes 6.6 6.6 6.6 6.8 6.8 6.8 6.8
Excise Taxes 1.2 1.2 1.2 1.1 0.9 0.8 0.7
All Other 1.1 1.0 0.9 0.8 0.6 0.6 0.6

Total 20.4 19.0 18.7 18.7 18.5 18.4 18.3

As a Percent of Total Revenues

Individual Income Taxes 48.3 47.2 45.1 44.9 45.0 45.2 45.5
Corporate Income Taxes 80 6.6 8.5 9.1 9.6 10.1 10.0
Social Insurance Taxes 32.6 35.0 35.5 36.1 36.9 36.9 37.1
Excise Taxes 5.9 6.2 6.4 5.8 4.7 4.3 4.1
All Other 5.3 5.0 4.5 4,1 3.8 3.5 3.2

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0
MEMOQ: EFFECTS OF LEGISLATION

As a Percent of GNP

ERTA -1.3 -2.6 -3.9 -4.4 -5.0 -5.3 -5.6
TEFRA. 0.6 1.0 1.1 1.1 1.2 1.2

NOTE: Details may not add to totals because of rounding.

ALTERNATIVE DEFICIT REDUCTION STRATEGIES

In developing a strategy for a major deficit reduction program, two
general guidelines may prove helpful.

Policy Guidelines

First, sensible policy actions require a multi-year budget plan to be
carried out over perhaps five years. The deficits projected for 1983 and
1984, as noted earlier, primarily reflect a sharply depressed economy.
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Budget tightening for the short run could jeopardize the projected recovery.
Moreover, much federal expenditure for the near term is fixed either by
contract or by tacit commitment. Changing those expenditures would not
only be disruptive; in many instances, it would raise, rather than lower,
federal costs. For these reasons, the primary focus for deficit reduction
initiatives should be on the latter part of the projection period.

Second, legislation should be enacted in 1983 to achieve a major part
of the desired reduction in the deficit throughout the 1984-1988 period.
Delays in correcting the structural deficit problem can contribute to
uncertainty about the future of the economy, and such uncertainty can make
lenders reluctant to enter into longer-term commitments. Moreover, budget
changes are required this year to have even a moderate effect in later
years. For example, because defense appropriations, especially for
procurement of major weapons systems, spend out slowly, reductions in
defense appropriations would be necessary this year in order to generate
outlay savings in 1985 through 1988. Similarly, changes in the inflation
adjustment provisions in Social Security and other benefit programs have
cumulative effects--that is, the savings would be small at first, but later in
the projection period, they would grow rapidly. Also, the longer time given
for people to adjust to budgetary and tax changes, the smoother and more
efficient the adjustments. Finally, enacting measures to reduce the deficit
would be politically difficult in any year, but it will be especially so in the
1984 election year.

Broad Priorities Choices

In light of the need for a phased in deficit reduction program, three
broad policy choices must be made.

An approximate deficit target for 1988 must be established. As noted
earlier in this chapter, deficit goals ranging from 3 percent to 1 percent of
GNP can be rationalized. But the choice really comes down to a matter of
how high a priority is assigned to raising the prospects for capital
investment in the economy. The more deficits are narrowed over the long
term, the better the chances of a high-investment, low-interest-rate econ-
omy. Excessive or hasty measures to narrow deficits, however, can incur
great risk of choking off a recovery, and of course, involve forgoing more
government services or imposing greater burdens on taxpayers.

Whether to cut spending or raise taxes is the second choice that must
be addressed once a deficit goal is established. Besides burdening taxpayers,
all taxes impose efficiency costs on the economy. Higher income and
payroll taxes almost surely discourage work effort and saving to some
extent, and excise taxes distort economic choices. Though all these effects
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are negative, the spending cut alternatives also exact a price. The nation's
economic strength and well-being depend on such investments as the the
roads, scholarships, air traffic control, and medical research that federal
money buys. Among the nation's most fundamental commitments is
adequate care for its elderly and poor. Its security rests on maintaining an
adequate national defense. Clearly, a rational resolution of how much to
raise taxes and how much to cut spending must rest on an assessment of
which of the negative consequences of either route seem less damaging.

The composition of outlay reductions or tax increases represents a
third major policy choice. Because of their size, and projected growth,
three major federal spending programs--national defense, Social Security,
and Medicare--are necessary targets in any deficit reduction plan emphasiz-
ing outlay restraint. If revenues are not to be raised enough to narrow the
budget deficits, the difficult choice between "guns versus butter" becomes
inevitable. But raising taxes entails its own delicate balance of equity
versus efficiency objectives.

lllustrative Examples

The magnitude of projected deficits means that marginal tinkering
with the budget cannot yield adequate savings. To illustrate the kinds of
broad strategies needed to reorient the federal budget, three policy ex-
amples are considered in this section. For simplicity and to give the
examples a common basis of comparison, each illustration assumes that the

oal for 1988 is to reduce the deficit to 2 percent of GNP (about
gloo billion) from its projected baseline level of 5.6 percent of GNP ($267
billion) in that year. In keeping with the discussion above, all options
assume that budget reduction measures are phased in, with revenues
increasing only in fiscal year 1985 and spending reductions held under
1 percent of GNP (about $35 billion) in 1984.

Example 1--Raising Revenues to Pay for Defense Growth. This
approach illustrates the implications of closing most of the budget gap by
means of tax increases; it would raise taxes to 21 percent of GNP by
1988--the postwar high level last seen in 1981. It is further assumed that
national defense outlays would grow unchanged from the CBO baseline. 5/
From a cumulative five-year budget gap that would exceed $1,100 billion
under the CBO baseline, this option would produce budgetary savings of
about $450 billion (see Figure 1-6). Of this total, about 70 percent would be
derived from higher revenues and the remaining sum from outlay savings.

5. It should be noted that the Administration's defense proposal is in
excess of the CBO baseline.
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Figure I-6.

Strategy Example 1—Restore Tax Share to 1981 Level,
Maintain Baseline Projection for Defense
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Figure |-7.

Strategy Example 2—Freeze Tax Share at 1983 Level,
Cut Government Spending
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If one assumes that the recently submitted proposals of the National
Commission on Social Security Reform are adopted (see Chapter III' and
further, that budgetary savings are phased in so that interest costs over five
years would be reduced by almost $50 billion from the CBO baseline, the
implications of this strategy are as follows.

More than $250 billion in new taxes (aside from the Social Security
commission proposals) over the next five years would have to be raised. A
revenue goal of this magnitude could be met by repealing both the indexing
of the individual income tax and the third-year tax cut enacted under ERTA.
Measures that could either be alternatives to these or in some way combined
with them include major base-broadening tax reform or instituting some new
revenue measure such as a value-added tax (see Chapter X). At the same
time, about $70 billion in outlay savings would be required during the five-
year period over and above the Social Security commission proposals and
interest savings Given the maintenance of national defense growth implied
in the CBO baseline, these savings would have to come from entitlement and
nondefense programs. If all appropriated nondefense programs were frozen
at 1983 levels, five-year outlay savings would be about $50 billion (see
Chapter VII).

Example 2--Cutting Government Spending. This approach would
emphasize cutting federal spending and allowing the tax burden to rise no
higher than 19 percent of GNP, the level projected for 1983. Under this
alternative, nearly $500 billion in cumulative deficit reduction would be
realized by about $70 billion in higher revenues and more than $400 billion in
outlay savings (see Figure I-7).

Achijeving a five-year plan to curb outlays by more than $400 billion
would necessitate major cuts not only in the defense budget, but in
nondefense programs as well. Even if the real growth rate of national
defense appropriations were held to zero, outlay savings from the CBO
baseline would amount to about $180 billion over the 1984-1988 period. This
means that spending cuts in nondefense programs would have to come to
about $150 billion (assuming again that the Social Security commission's
proposals and interest savings were realized). If all appropriated nondefense
programs were frozen at the 1983 level, and if Medicare patients'
copayments for hospital charges were raised, and if veterans' compensation
payments were reduced, aggregate five-year savings would only be about
$80 billion. So the domestic cuts would have to go even deeper. Thus, to
hold the tax burden at this year's level, even a major reversal of defense
growth would still imply substantial further nondefense cuts.

Example 3--An Intermediate Strategy. This approach would strike a
balance between the extremes of the. tax increase and defense spending
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Figure 1-8.

Strategy Example 3—Raise Tax Share to Intermediate Level,
Limit Defense to 3 Percent Real Growth
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patterns under the other two examples. To do so, it would set an
intermediate tax target of 20 percent of GNP by 1988 and cut defense
appropriations back to 3 percent real growth. This option would require
outlays to fall to 22 percent of GNP of 1988, and would shift the division of
cumulative deficit reductions to about 60 percent from outlays and 40
percent from revenues (see Figure 1-3).

The revenue increase target of nearly $200 billion over five years
required to meet this goal is attainable under a number of options that are
often discussed. For example, repeal of the indexation of individual income
taxes scheduled to take effect in 1985 would save $90 billion over the
projection period. Repeal of half of the third stage of the ERTA individual
tax cut would yield about $90 billion. And implementation of the Social
Security commission's proposals would yield another $57 billion. Many other
choices are discussed in Chapter X.

Meeting a goal of about $280 billion in outlay savings over the five-
year period would allow some, but limited, flexibility as to where spending
cuts could be made. Setting aside the $17 billion in the Social Security
commission's proposed savings and the $56 billion in reduced interest would
leave about $200 billion in needed savings from all other spending programs.
As an illustration, this sum could be composed of $81 billion from defense
spending (held at 3 percent real growth), $88 billion from a 2 percent cut in
nondefense discretionary spending, and the remainder from other nondefense
sources. '

Perhaps the main lesson in these illustrations is that, without a
substantial contribution from increased taxes and reduced spending from all
major programs, it is very hard to devise a deficit reduction package that is
realistic or sensible. The examples outlined above represent three quite
different courses for narrowing the budget deficit under a common
reduction goal. However strict an objective the Congress sets for reducing
the deficit will determine the difficulty of this pressing task. Certainly,
though, any major proposals to increase spending, such as . the
Administration's planned defense efforts (see Chapter II), would necessitate
greater cuts in other spending programs and greater increases in taxes if a
particular deficit reduction objective were to be met. Even with a
commitment to a balanced approach with no sectors immune, many difficult
choices would confront the Congress.

ON USING THIS VOLUME

The remainder of this volume presents a wide array of budgetary
elements that could be combined in various strategies to narrow the deficit.
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Chapters II-IX are organized according to the budget categories identified
earlier in this chapter. Each chapter presents major arguments for and
against a number of deficit reduction measures within that budget category
that have been proposed or might be considered in the future. The "budget
savings" of each proposal are measured in terms of outlay reductions or
revenue increases from the CBO baseline just described. Unless otherwise
noted, the estimates assume that a proposal is fully implemented by the
start of fiscal year 1984, under baseline economic assumptions. The
chapters also report "cumulative five-year savings," which simply represent
the sum of savings in each of the f{fiscal years 1984-1988. Similarly,
Chapter X presents options for raising revenues above the baseline projec-
tions. Appendix A contains brief descriptions of 28 revenue-increasing
options referred to in Chapter X but not analyzed in the chapter. Appendix
B provides a crosswalk to distribute the spending and revenue options
discussed in this volume by functional categories used in the budget
resolution. The tables in this appendix include page references to the
chapter discussion of the various options, and thus they also serve as an
index to the volume.

Three cautions must be noted at the outset. First, the deficit
reductions discussed in this volume represent only a first approximation of
savings that might actually be realized. In some instances, a reduction in
one program might result in program expansion elsewhere. Reducing Social
Security benefits, for example, would generally increase payments from
other programs such as Supplemental Security Income and Food Stamps. In
most cases, unless otherwise specified, these offsetting effects are not
included in the estimates presented in this report.

Second, any enduring reduction in outlays or increase in revenues will
ultimately result in a lower public debt, and therefore in lower net interest
outlays than would otherwise be the case. Thus, an annual savings of
$4 billion in a program would reduce the projected public debt outstanding
by $20 billion in five years and--at a 5 percent interest rate--would lower
annual net interest outlays by $1 billion. Obviously, one cannot attribute
such savings to particular deficit reduction measures, but only to a whole
package of changes. Therefore, the options in the chapters that follow do
not include the induced interest savings.

Finally, the relation of the underlying economic assumptions and
changes in budget policy needs to be understood. The economic assumptions
for the outyears of the CBO baseline budget projections represent a
plausible path for the economy to take. These assumptions are consistent
with a variety of fiscal policies. If a policy change from the baseline budget
were undertaken, it should not be presumed that such a change would
necessarily affect the economic assumptions used in the baseline. On the
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other hand, a major budget change might warrant revisions of the assumed
economic path. In 1982, for example, when the First Concurrent Resolution
on the Budget for Fiscal Year 1983 was under consideration, the supporters
of deficit reduction (mainly through a tax increase) argued that such a
change would work to reduce interest rates below those that were assumed
in the baseline then being used. On the basis of these lower interest rates,
they further adjusted the budgets projected in the budget resolution. In this
report, all deficit reduction options are estimated under the CBO baseline
economic assumptions without any feedback effects.
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CHAPTER II. NATIONAL DEFENSE

Defense budget authority has grown rapidly in real terms in recent
years and is scheduled for further increases in Administration plans for
fiscal year 1984 and beyond. In 1984, it represents 29 percent of
Administration spending plans, second only to direct payments to individuals
at 42 percent. Defense spending will undoubtedly be a major focus this
year, as last, of any Congressional effort to reduce the level of budget
deficits. While last year the Congress cut the Administration's defense
budget request, it still provided about 7 percent real growth in budget
authority over the previous year.

The national defense portion of the budget provides funding for the
operations of existing armed forces and the purchase of new equipment and
facilities to improve and expand the capabilities of those forces. Depart-
ment of Defense (DoD) spending makes up the bulk of national defense
funding. Nuclear weapons programs funded through the Department of
Energy are included in national defense, but are not analyzed in this
chapter. Other expenditures that are arguably part of the costs of defense,
though not included in this chapter, are veterans' benefits (see Chapter V);
most of the costs of retirement for Defense Department civilians (see
Chapter VIII); and tax expenditures such as tax-free military allowances for
housing (see Chapter X). :

Over half of total DoD budget authority for 1983 provides compensa-
tion for military and civilian personnel (including military retirement), and
for the operations and maintenance of existing equipment and facilities (see
Figure II-1). These operating accounts fund pay and allowances, combat
training and exercises, maintenance and repair activities at extensive DoD-
owned and commercial industrial facilities, and operations at more than
5,000 installations and properties in the United States and overseas. The
remaining budget authority--generally called the investment accounts--pays
for ongoing research, development and production of new equipment, and
construction of new facilities. Procurement of new combat and support
equipment is by far the largest category, projected at 35 percent of total
1983 budget authority.

Figure II-1 also shows DoD budget authority by mission activities,
using standard DoD definitions. Each of these activities requires funding for

operations and maintenance, and pay for the military and civilian personnel
assigned to the activity. To a varying degree, each mission activity also
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Figure II-1. .
Fiscal Year 1983 Defense Budget (Budget Authority)
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requires procurement, military construction, and research and development
(R&D) funding. Strategic forces, while prominent in the defense debate,
require a relatively small portion (9 percent) of total defense budget
authority, though that portion is highly concentrated in investment
accounts. General-purpose forces and other combat-related activities (such
as communications and intelligence, Reserve and National Guard forces, and
mobility forces) will receive 55 percent of DoD funds in 1983. Support
activities--such as central logistics support and basic training--require the
remaining 35 percent.

BUDGET HISTORY AND PROJECTIONS
Recent History, 1980-1982 P

/

The Administration has made higher defense spending a primary
objective, and to date the Congress has generally endorsed this. Defense
outlays have increased from $136 billion in 1980 to $187 billion in 1982, an
increase of 38 percent (12 percent in real terms--that is, excluding
inflation). Budget authority--a better measure of the commitments assumed
through the defense buildup--has increased 50 percent (25 percent in real
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terms) in just three years. Budget authority entails the legal right to make
spending commitments. Actual defense expenditures, called outlays, often
lag budget authority by several years because of the time needed to build
weapons.

Investment in new equipment has received primary emphasis, while
other categories of defense spending have also increased; budget authority
for procurement has increased 85 percent since 1980 (60 percent in real
terms). All types of military equipment are being purchased, though
particular emphasis is given to modernizing strategic forces (the B-1
bomber, the advance technology "stealth" bomber, cruise missiles, the
Trident II missile, the MX missile) and expanding the size of the Navy.

Operating accounts have increased by 36 percent since 1980 (12 percent in
real terms).

The Current Situation

The President requested budget authority of $263 billion and outlays of
$221 billion for national defense in 1983. Excluding inflation, this would
amount to an increase of 15 percent in budget authority and 13 percent in
outlays over 1982. Rather than pass a defense appropriation in the usual
manner (except for military construction), the Congress enacted the 1983
defense budget as part of a continuing resolution that will remain in force
for the remainder of the fiscal year. This continuing resolution, containing
the program details of a normal appropriation bill, cut budget authority for
1983 by $19 billion below the President's request, limiting real growth to
about 7 percent,

Baseline Projections, 1984-1988

This chapter adopts a different approach for baseline projections from
that used in the other chapters. Instead of using CBO's baseline projections,
this chapter uses the Administration's announced spending targets as the
base for discussing reductions in the defense budget. The Congress has
generally selected Administration defense spending plans as the basis for
establishing budget resolutions. However, both spending paths will likely
enter the defense debate in coming months. As such, the annual budget
authority and outlay figures for both baselines are shown in Tables Ii-1, II-2,
and II-3 below. The program cuts (Table II-4) discussed below should be
subtracted only from the Administration targets (Table II-3), since the pro-
gram cuts are more consistent with the proposed budget than with Adminis-
tration plans submitted last year, which is the basis for the CBO baseline.
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TABLE Ii-1. ALTERNATIVE LEVELS OF DEFENSE SPENDING (In billions of dollars)

Actual Estimated Baseline Projection
Spending Level 1980 1982 1983 1984 1985 1986 1987 1988
CBO Baseline--1983
Budget Resolution
Extended a/
Budget Authority 182 219 244 278 322 350 373 398
Outlgays 160 187 213 242 278 310 333 358
Administration's
Request
Budget Authority 182 219 245 281 330 365 397 433
Qutlays 160 187 215 245 285 323 354 386

a. The fiscal year 1983 budget resolution covered only the years 1983-1985. The
resolution figures for 1984 and 1985 are shown here. Spending beyond 1985 ‘was
estimated by lowering previous Administration growth targets by 2 percentage points.
That reduction was the average real growth cut imposed by the budget resolution
relative to Administration spending plans for the 1983-1985 period.

The CBO Baseline. The CBO baseline for defense spending is built on
the fiscal year 1983 budget resolution. The projections for 1984 and 1985
are the budget authority and outlay figures specified in the resolution
adopted last year. Beyond 1985, the CBO baseline reduces the annual real
rate of growth assumed in the Administration's fiscal year 1983 budget
request by two percentage points, which is consistent with the resolution.
Whereas the Administration had planned an average of about 9 percent real
growth (1983-1985), the 1983 budget resolution provided an average of
slightly more than 7 percent for the same period, over two percentage
points less than the President's request. This spending path would provide
defense budget authority of $278 billion and outlays of $242 billion for 1984,
with the complete spending path shown in Tables II-1 and Ii-2.

The primary value of this baseline is to present five-year budget
authority and outlay targets consistent.with the budget compromises and
decisions reached last year by the 97th Congress. The President indicated
during a press conference in August 1982, however, that he did not feel
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TABLE II-2. SAVINGS UNDER ALTERNATIVE SPENDING ASSUMPTIONS
RELATIVE TO CBO BASELINE (In billions of dollars)

Cumulative
Five-Year
Spending Level 1984 1985 1986 1937 1988 Savings
CBO Baseline--1983
Budget Resolution
Extended
Budget Authority 278 322 350 373 398
Outlays 242 278 310 333 358
Savings Under Alternative Assumptions
5 Percent
Real Growth
Budget Authority 11 23 18 4 -12 44
Outlays 2 10 12 2 -6 20
3 Percent
Real Growth
Budget Authority 16 34 37 31 25 143
Outlays 4 16 23 19 19 81
Zero Real Growth
Budget Authority 20 49 62 69 76 276
Outlays 8 27 43 48 55 181

NOTE: Program cuts and projected savings discussed below and shown in
Table II-4 should not be deducted from baseline projections shown
on this table, but from those projections shown on Table II-3. The
CBO baseline, which is based on the 1983 budget resolution, is built
on the program details submitted with last year's budget. The
program cuts discussed in this chapter are more consistent with
current Administration spending plans.
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obligated to follow the defense spending targets set in the 1983 budget
resolution for 1984 and beyond, but rather only to follow total spending
levels of the resolution.

The Administration's Defense Request. The Administration's 1984
budget proposal for defense would require budget authority of $281 billion
and $245 billion in outlays for 1984, with continuing increases thereafter, as
shown in Table II-1. While close to the CBO baseline in 1984, the
Administration proposes substantially higher outyear levels than the Con-
gress intended last year, some $85 billion more in budget authority over the
five-year period (see Table II-3). This chapter uses these Administration
targets as the base against which savings from options to lower defense
spending are measured. It adopts this higher spending path as the base
because the Congress will likely use the Administration's request as the
basis for its deliberations over the 1984 budget resolution. Further, DoD's
detailed plans for weapons purchases--which are the primary basis for this
chapter's discussion of targeted reductions--are most consistent with these
Administration spending targets. Figure II-2 compares, by appropriation
account, budget authority in 1984 and 1988 for the Administration program.
Administration plans continue to emphasize procurement, which would
require 39 percent of total defense budget authority by 1988.

Figure II-2.
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DEFICIT REDUCTION STRATEGIES

The debate on the defense budget in the 97th Congress took place at
two levels. At one level, the Congress broadly debated the extent of the
resources that should be devoted to national security compared with other
spending priorities of the federal government. At a more detailed level, it
examined particular programs of the defense budget--for example, debating
the need to buy two aircraft carriers in 1983. The remainder of this chapter
parallels that debate. The following section identifies four possible overall
levels of defense spending. The next section outlines several broad
strategies for trimming the rate of growth in defense spending and then
examines potential reductions in specific programs.

ALTERNATIVE SPENDING TARGETS

As in last year's budget review, debate in the opening months of the
98th Congress will focus on aggregate levels of resources devoted to various
national priorities, including defense. On one hand, the Congress can choose
to accept the Administration's budget targets, which are used as the basis
for projected spending and savings in this chapter. With those targets,
budget authority would grow from §244 billion in 1983 to $281 billion in 1984
and to $433 billion by 1988 (see Table 1I-3). This implies annual real growth
of 6.5 percent a year in 1984-1988. Over the 1981-1988 period, annual real
growth would average about 8 percent.

Alternatively, the Congress can cut the Administration's defense
request to the levels that the 1983 budget resolution set for 1984 and 1985,
and continue with lower rates of growth than planned by the Administration
for the years beyond 1985. This would reduce budget authority and outlays
by $3 billion in 1984, with projected five-year savings shown in Table 1I-3. 1/
With these reductions, real growth in the defense budget in 1984-1988 would
average about 4.5 percent a year. For 1981-1988, defense budget authority
would grow at an average 6 percent a year in real terms.

I.  Real growth implied by the Administration's 1983-1985 program aver-
aged 9 percent. The 1983 budget resolution provided an average
annual real growth of 7 percent. For purposes of projecting a five-
year profile, the Administration's real growth targets beyond 1985
were reduced by two percentage points and applied to the lower base
of 1985 budget authority stipulated in the 1983 budget resolution.
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TABLE II-3. SAVINGS UNDER ALTERNATIVE SPENDING ASSUMPTIONS
RELATIVE TO ADMINISTRATION REQUEST (In billions of

dollars)
Cumulative
Five-Year

Spending Level 1984 1985 1986 1987 1988 Savings
Administration's
Request

Budget Authority 281 330 365 397 433

Outlays 245 285 323 354 386

Savings Under Alternative Assumptions

CBO Baseline--1983
Budget Resolution
Extended

Budget Authority 3 3 15 24 35 &5

Qutlays 3 7 13 21 28 72
5 Percent
Real Growth

Budget Authority 14 31 33 28 23 129

Outlays 5 17 25 23 22 92
3 Percent
Real Growth

Budget Authority 19 42 52 55 60 228

Outlays 7 23 36 40 47 153
Zero Real Growth

Budget Authority 23 57 77 93 111 361

Outlays 11 34 56 69 &3 253
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Should the Congress wish to make even greater reductions, it could
further limit the increase in defense budget authority. Table II-3 shows the
savings possible if defense increases over inflation were limited to 5 percent
and 3 percent, respectively, in 1984-1988 in terms of budget authority.
Either growth path would be substantially lower than Administration pro-
posals, although both would be imposed upon real increases of about 30
percent in defense budget authority adopted since 1980. Even at the lowest
rate of real growth shown here--3 percent annual average over the next five
years--growth in defense budget authority in 1981-1988 would still exceed 5
percent a year because of the large increases adopted in 1981 and 1982.

In recent weeks, several more radical approaches for reducing budget
deficits have been suggested, including proposals to "freeze" federal spend-
ing. Table II-3 shows the savings implied by a zero real growth alternative;
it shows budget authority in this 1984-1988 period adjusted only to reflect
inflation over the 1983 level. Several of the proposals have called for
freezing outlays, since outlays constitute budget deficits. Freezing defense
outlays relative to 1983 would be extraordinarily difficult, however, since a
major portion of 1984 outlays (about 35 percent) reflect spending commit-
ments made in 1983 and even earlier. Were budget authority frozen, outlays
in 1984 would still increase $14 billion over 1983 because of prior year
commitments. Far more radical cuts than suggested in this chapter would
be needed to meet the spending levels implied in a zero real growth
alternative.

TARGETED REDUCTION STRATEGIES

Adopting strategies to meet lower levels of defense spending requires
making difficult judgments about the adequacy of existing forces as well as
the scope and urgency of defense requirements. Moreover, alternative
reduction strategies may have significantly different effects in the timing
of their savings, as well as in their impact on combat effectiveness or
military readiness. For example, a reduction strategy emphasizing cuts in
operating accounts--such as training activity or ship steaming hours--would
offer significant near-term savings, since the bulk of operating funds
authorized in a fiscal year will be spent in that fiscal year. Such cuts,
however, would directly affect near-term combat readiness. Also, since the
savings might not carry over to subsequent years, additional cuts in
readiness might be needed to meet future lower spending targets.

Budget authority cuts in procurement accounts, on the other hand,
would offer relatively small near-term savings in outlays, but these savings
would stretch out over several years. Cutting a $3.5 billion aircraft carrier,
for example, would save only $85 million in the first year, since only limited
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TABLE II-4. BUDGET SAVINGS FROM ALTERNATIVE APPROACHES TO
DECREASING DEFENSE EXPENDITURES (In billions of dollars)

Cumulative
Five-Year
Options 1984 1985 1986 1987 1988 Savings
Lower Growth in
Procurement Accounts
Cancel the F/A-18,
Buy A-6Es
Budget Authority -0.2 0.7 1.6 2.1 4.1 8.4
Qutlays a/ a/ 0.4 1.2 1.9 3.5
Cancel the DIVAD
Budget Authority 0.9 0.8 0.7 0.4 -- 2.8
Outlays 0.1 0.5 0.7 0.7 0.5 2.4
Cancel the AHIP b/
Budget Authority 0.2 0.3 0.3 0.5 0.5 1.8
Outlays a/ 0.1 0.2 0.3 0.4 1.0
Cancel MX, Rely on
Trident II
Budget Authority 3.2 7.0 5.4 4.0 3.2 27.3
Outlays 3.0 5.6 5.7 4.9 4.0 23.2
Scale Back Purchases
of F-15s
Budget Authority 0.7 1.6 2.4 2.6 2.7 9.9
Qutlays 0.1 0.5 1.2 1.9 2.3 5.9
Limit Tanker
Re-engining ¢/
Budget Authority 0.5 0.3 0.3 0.1 a/ 1.2
Qutlays 0.1 0.3 0.3 0.3 0.2 1.1
Cancel DDG-51
Program -
Budget Authority 0.1 0.2 0.4 1.9 3.5 6.2
Outlays a/ a/ 0.1 0.2 0.5 0.8
Cancel C-17 Program
Budget Authority a/ a/ 0.2 1.2 2.1 3.5
Outlays a/ a/ 0.1 0.4 0.9 1.5
_____________________________________ (Continued)”

a.  Savings less than $50 million.

b.  The Army has indicated that modest cancellation penalities maybe required.
This has not been deducted from the above savings.

c.  Program detail for fiscal year 1984 of the Administration's budget was the
only data available at time of publication. No outyear information was
provided. Preliminary data suggest the savings shown are overstated, at least
for 1984, though lack of substantive detail prevents formal estimates.



TABLE II-4. (Continued)

Cumulative
Five-Year
Options 1984 1985 1986 1987 1988 Savings
Impose Modest Force
Structure Cuts/Boost
Contributions of Allies
Deactivate One Army
Division
Budget Authority 0.2 0.4 0.6 0.6 0.6 2.4
Outlays 0.2 0.4 0.5 0.6 0.6 2.3
Boost Canadian
Support of NORAD
Budget Authority a/ a/ a/ a/ a/ 0.2
Outlays a/ a/ a/ a/ a/ 0.2
Press for Japanese
Purchases of AWACS ¢/
Budget Authority 0.2 0.5 0.6 0.2 -0.6 1.0
Outlays a/ 0.2 0.4 0.5 0.3 1.3
Limit Growth in Pay
and Benefits
Reflect Savings Created
by Pay Freeze in 1984 d/
Budget Authority a/ 2.0 1.7 1.7 1.7 7.0
Qutlays - af 1.9 1.7 1.7 1.7 7.0
Restructure Military Pay e/
Budget Authority a/ a/ 0.3 0.6 0.9 1.9
Outlays a/ a/ 0.3 0.6 0.9 1.9
Limit Growth in O&M
Accounts i
Budget Authority 0.7 1.5 2.6 3.8 5.1 13.7
Outlays 0.6 1.3 2.4 3.5 4.8 i2.6
Total
Budget Authority 1.5 15.3 16.8 15.5 22.9 85.9
Outlays 4.1 10.8 13.7 16.2 18.1 62.8

d. The Administration provides no catchup raise to compensate for the 1984
freeze. They have programmed a "contingency" raise, which is shown here.
These savings incorporate CBO's comparability assumptions.

e.  These savings might be overstated since the Administration's budget already
provides for permanent enactment of the half COLA provision, which
constitutes the bulk of saving shown here. These savings are not included in
the totals shown below.



work can be accomplished in the first year of funding and it takes eight
years to build the carrier. By the same token, cuts in procurement accounts
might have only a limited impact on near-term combat effectiveness but
more significant longer-term effects. Since the savings in outlays stretch
over several years, cutting procurement items would help meet future lower
spending targets whereas cuts in one year's readiness activity (such as
reduced flying hours for training) would not.

The Congress might adopt a number of strategies for lowering defense
spending. These could include:

o Scaling back real growth in procurement accounts, by canceling
programs experiencing development problems, by slowing the pace
of modernization in selected areas, or by redirecting preliminary
development efforts to emphasize less expensive longer-term
systems;

o Imposing modest cuts in current force structure or buildup plans;
o Limiting growth in pay and benefits; and
o Limiting growth in operations and maintenance accounts.

The remainder of this chapter presents specific options for budget reduc-
tions, organized to follow these reduction strategies. The Administration's
1984-1988 program is the baseline used for the analysis. Not all program
details had yet been presented to the Congress when this report was sent to
the publisher. Specific program changes in the 1984 budget relative to last
year's plans could alter this discussion. As such, some of the savings
discussed below may be incorrect. 2/

Scale Back Real Growth in Procurement Programs

The Administration's primary emphasis in defense spending has been
the purchase of new combat and support equipment. Budget authority for
procurement is currently over a third of the defense budget and has

2. Savings are limited to those costs directly tied to the primary
decision. For example, savings from cutting MX would include savings
in related military construction, support equipment, and initial spare
parts. Unless otherwise indicated, there are no personnel savings
included.
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increased 85 percent since 1980. If the Administration's plans were carried
out, budget authority for procurement in 1988 would be 382 percent greater
(198 percent in real terms) than in 1980.

The Congress could direct a more moderate increase in the purchase

of new combat systems. Such an alternative could take several distinct
forms, including:

o' Canceling selected weapons programs that are experiencing devel-
opment problems or failing to meet program expectations;

o Continuing modernization programs, but at a slower pace;

o Redirecting preliminary development efforts to emphasize longer-
term systems intended for the 1990s.

As noted above, cuts in procurement programs offer relatively small outlay
savings in the first year of the cuts but much larger savings in future years,
thereby easing the task of meeting lower future spending targets. Although
such cuts do not immediately affect readiness, they may have a long-term
impact on combat effectiveness.

Cancel the F/A-18, Buy A-6Es as Substitutes. The F/A-18 is a dual-
purpose fighter and bomber, to be deployed with the Navy and the Marine
Corps. It was originally intended to be a lower-cost (and less capable)
complement to the more expensive and capable F-l14 fighter/interceptor.
The Navy expanded its mission, however, making the F/A-18 a primary light
attack bomber designed to replace the A-7 currently in the inventory. The
Navy now intends to buy the F/A-18 primarily as an attack bomber, with the
F-14 being purchased as the Navy's fighter for the future. 3/

In the attack role, the F/A-18 would have some definite advantages
over other attack planes the Navy could buy. It can fly at supersonic speeds
and it would generally be able to carry as much or more ordnance at short
ranges. It is designed to be more reliable, which could help hold down
peacetime operating costs and improve wartime operations tempos. And it
can be flown as a fighter; this dual-mission capability is something no
alternative aircraft could offer.

3. The Marine Corps will use the F/A-18 as a fighter, and the Navy will
buy a small number to use as fighters on two older aircraft carriers
physically incapable of operating the F-14.
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Recent Navy evaluation tests found, however, that without further
modification the F/A-18 could not perform important combat missions
specified in Navy requirement documents. Earlier last year, the Secretary
of the Navy had suggested terminating the F/A-18 program because of
substantial increases in the cost of the aircraft, buying instead the Navy's
most capable attack bomber, the A-6E, for all attack squadrons. The
Secretary recently restated his support for the F/A-18, even though its costs
beyond 1983 have not been reduced. Indeed, recent press reports suggest
that last year's actions did not stem the cost rise of the F/A-18 and that
further program cost increases may be expected. It is now substantially
more expensive than the A-7 it is to replace, and might even be as expensive
as the A-6E were the Navy to purchase the A-6E at economic rates. Unlike
the F/A-18, the A-6E is an all-weather day-night attack bomber. The Navy
is considering a program to upgrade the A-6E to a new F model, which would
then be the premier bomber until the turn of the century. CBO analysis has
shown that, in addition to the advantages of all-weather day-night opera-
tions, the A-6E can carry substantially more ordnance than the F/A-18,
especially at long range. 4/

The Congress could reduce the cost of modernizing carrier-based
aircraft by terminating the F/A-18 as an attack bomber and choosing the
more capable A-6E, as previously suggested by the Secretary of the Navy.
The Navy would continue to develop the A-6F as the improved attack
bomber for the future. This alternative would not only enable purchase of a
more capable bomber aircraft, but also would provide budget savings of $8.4
billion over the next five years (see Table II-4). These savings reflect a
gradual phasing out of the F/A-18 program over four years. Those F/A-18
aircraft currently in the inventory, and those purchased during the wind-
down stage, would serve as fighter aircraft for the Marine Corps; they would
also provide fighters for two older aircraft carriers incapable of supporting
the larger F-14. The savings shown in Table II-4 are net of the increased
purchases of A-6Es. An additional advantage of this option is that, at higher
production rates, the A-6E can be purchased at substantially lower unit
costs, which would also help to hold down the cost of the new A-6F.

The five-year savings in Table II-4 are caused by purchasing fewer
aircraft, and, as such, overstate the long-run savings. Because the F/A-18
program would be phased out more quickly than production of A-6Es could
be increased, this alternative would buy 242 more A-6E/Fs than the
Administration plans over the next five years, and 397 fewer F/A-18s. Buys

4. See Congressional Budget Office, Costs of Expanding and Modernizing
the Navy's Carrier-Based Air Forces (May 1982).
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of A-6Es would have to continue in later years to make up this difference.
Moreover, costs in Table II-4 reflect those for the A-6E, not those for an
A-6F which could be more expensive.

Cancel the Division Air Defense Gun. The Army's Division Air
Defense Gun (DIVAD) is primarily designed to attack enemy helicopters and
low-altitude aircraft that are within four kilometers of the DIVAD. It is
also capable of attacking lightly armored vehicles and trucks. Mounted on
an M#48A5 tank chasis, this twin 40mm gun system relies upon a sophisti-
cated radar, similar to that on the F-16 aircraft. The system has a rapid-
fire capability; after it identifies a target, DIVAD can position and fire its
gun within ten seconds. The DIVAD will replace the existing Vulcan 20mm
gun system. Vulcan has an effective range of two kilometers, and--because
it lacks a sophisticated radar--has limited effectiveness in the inclement
weather common in Europe.

Although the DIVAD offers significant improvements relative to the
Vulcan air defense system, the latest version of the Soviet attack helicop-
ter--the Hind E--reportedly has an effective range of eight kilometers,
twice as great as that of the DIVAD gun. Were the Warsaw Pact to field the
attack helicopters at rates consistent with recent historical experience, by
the end of the decade almost 50 percent of the helicopter fleet could fire its
ordnance beyond the range of DIVAD. Further, the active radar, which is
critical to DIVAD's accuracy, could become vulnerable to Soviet missiles
that "home in" on the radar beam, increasing DIVAD's vulnerability to
enemy helicopters at extended ranges. Moreover, some have expressed
concern that DIVAD's sophisticated radar would be difficult to maintain
during ground combat.

Nonetheless, the Army plans to procure #72 DIVAD systems in
1984-1987, at a total program procurement unit cost of $6.5 million each.
To date, the Army has been authorized to order 146 units.

The Congress could choose to cancel the DIVAD program, directing
the Army to develop a system ‘less vulnerable to countermeasures, and
capable of defeating Soviet systems projected for the future. In the
interim, the Army would rely on the existing Vulcan air defense gun, as well
as already-planned buys of the Stinger air defense missile currently being
deployed in the Army. The Stinger is a shoulder-fired missile that homes in
on a heat source. Its primary mission is to attack low-altitude aircraft and
helicopters.

Eliminating DIVAD would result in net savings of $934 million in 1984
and a total of $2.8 billion over the five years (see Table 1I-4).
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Cancel the Army Helicopter Improvement Program. The Army
Helicopter Improvement Program (AHIP) is designed to provide a more
capable scout helicopter by the mid-1980s through modification of the
existing OH-58 helicopter. Scout helicopters have no weapons; their
primary mission is to acquire and designate targets for both the attack
helicopters and the artillery. Relative to the current scout helicopter, the
AHIP improves the acquisition of targets at nighttime and the operational
capability of the helicopter in the Southwest Asia environment. 5/

While the modification program would enhance the OH-58 helicopter,
the Army considers it only an interim solution for the scout mission. 6/ At
present, the Army is developing a new fleet of helicopters to perform the
scout/observation mission and complement the new Apache attack helicop-
ter. This new fleet of scout helicopters is planned for production in the
early 1990s. Nonetheless, the AHIP program for 1984-1988 would improve
328 scout helicopters; the total program would modify 578 scout helicopters.

The Congress could cancel the AHIP program, saving an estimated
$0.2 billion in 1984 and $1.8 billion over the next five years relative to the
Administration's program (see Table 1I-4). This would require the Army to
rely upon the current OH-58 scout helicopter until the new fleet of scout
helicopters is deployed in the early 1990s. Some of the target acquisition
and designation mission could be offset by the new Apache attack helicopter
and by the new Ground Laser Locator Designator (designed for the artillery).
Both of these new systems are now in production, and each contains highly
sophisticated acquisition and designation capabilites.

Cancel MX, Rely on Trident Il. Increasing concern over the last
decade regarding the survivability of land-based intercontinental ballistic
missiles (ICBMs) has prompted DoD to develop a new missile, the MX, and to

5.  The former improvement results from the incorporation of the Mast
Mounted Sight that contains a forward-looking infrared sensor and a
laser rangefinder. The latter is achieved through the substitution of a
four-blade main rotor for the existing two-blade main rotor, and
improvements in the engine and transmission. No improvements are
currently planned for the OH-58 airframe, however.

6.  Originally, the Army had proposed the procurement of a new scout
helicopter, called the Advanced Scout Helicopter. The Congress
deleted the funds in 1977 and endorsed the modification program.
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try to find a way to base it so that it can survive a Soviet nuclear strike. 7/
The MX missile is scheduled for flight tests in 1983. Capable of delivering
10 to 12 high-yield nuclear warheads and weighing nearly 100 tons, MX
would be the largest and most accurate ballistic missile in the U.S. arsenal.
The Administration has proposed the procurement of 226 MX missiles to
support an operational deployment of 100.

In November 1982, the Administration proposed to base the MX missile
in the so-called "Closely Spaced Basing" (CSB)--or "Dense Pack"--mode.
This approach would cluster the missiles in superhardened capsules spaced
about 1,800 feet apart in a narrow array about 14 miles long to take
advantage of so-called "fratricide,”" in which incoming warheads--arriving
closely behind their exploding predecessors--would themselves be destroyed
or thrown off course by the nuclear effects of the detonations. The
Administration estimates the total cost of the MX missile and basing system
at $32.7 billion. Nearly $&.4 billion has already been spent, primarily in
developing the missile. Deployment in CSB could begin in late 1986.

The CSB basing proposal engendered substantial controversy in the
closing days of the 97th Congress. Funding for the first production missiles
was denied. At the direction of the Congress, the Administration will
reconsider the missile and basing system, reporting to the Congress no
earlier than March 1, 1983. At that time, the Administration will either
resubmit its proposal to place MX in CSB or propose an alternative. For
purposes of discussion, this study assumes that the Administration again
proposes basing 100 MX missiles in CSB, and that the missile would be
survivable. 8/

7. CBO analysis indicates that by the mid-1980s the Soviets could destroy
up to 90 percent of the existing force of Minuteman missiles.

8.  These estimates assume that MX survives in substantial numbers
(roughly 60 percent) long enough to retaliate. Substantial technical
doubts have been raised regarding the survivability of MX even in CSB.
Press reports suggest that specialists believe that Soviet planners
could defeat the system by introducing very large warheads, as well as
other adjustments, to destroy very hard silos, although the technology
to do this is not fully developed. The Administration believes that MX
in CSB is likely to be survivable through this decade, and DoD has
identified additional methods to improve survival prospects. These
include further increases to capsule hardness, additional arrays for
deceptive basing, ballistic missile defense, and deep underground
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If it is survivable, MX in CSB would maintain the diversity inherent in
a triad of strategic forces able to survive a Soviet first strike. The diversity
of the triad would provide insurance against a Soviet technological break-
through that might threaten one or more legs of the triad. It would also
force the Soviets to mount research and development efforts against three
types of U.S. strategic forces, each of which must be countered with a
different system.

The Administration has also argued that continuing development and
deployment of the MX would show U.S. resolve and provide a "bargaining
chip” for use in strategic arms reduction talks.

Moreover, MX could be superior to other strategic weapons in its
ability to destroy Soviet targets hardened against nuclear effects and do so
promptly. Ballistic missiles, especially land-based missiles, can retaliate
promptly because of their speed of delivery and rapid command and control.
Submarine-launched ballistic missiles (SLBMs), while sharing the speed
characteristics of ICBMs, pose greater command and control problems.
Bombers, by contrast, take hours to reach their targets. This prompt, hard-
target kill capability of ICBMs and especially of the MX could be particu-
larly important in a limited nuclear war featuring a series of exchanges,
when it would be critical to destroy Soviet targets promptly before they
could launch another attack. In 1990, MX would contribute almost all of
this country's survivable prompt, hard-target kill weapons. By 1996, the
contribution of MX would range from 17 percent to 70 percent, depending on
whether Trident II (D-5) submarine-launched ballistic missiles (SLBMs) are
credited with a prompt-kill capability.

Based on broader measures than prompt, hard-target kill, however, the
percentage contribution of the MX missile to U.S. strategic capabilities
would be much smaller. By 1996, when the modernization program is
completed, the contribution of the MX would range from about 5 percent of
those capabilities to about 13 percent, depending on the measure of
capability chosen, the scenario assumed for the nuclear exchange, and
assumptions about arms control. If there was warning of an attack, the MX
would contribute 5 percent of all U.S. warhead inventories likely to survive
a Soviet first strike, and it would provide 7 percent of those surviving
warheads capable of destroying Soviet targets hardened against a nuclear

basing of additional missiles. Some of these options require the
further development of technology; some of them can fairly be
characterized as new basing modes; all of them would require substan-
tial additional investment.
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blast. Were a Soviet attack to occur as a total surprise--destroying U.S.
bombers not on alert and submarines in port--the MX in 1996 could provide 7
percent of all surviving warheads and 13 percent of hard-target inventories.
The contribution of MX would be larger in 1990, before the buildup of other
forces is complete.

Under Administration plans, the primary capability against hardened
targets in the future would be provided not by MX but by the Trident II (D-5)
SLBM and the upgraded bomber force. The Trident II SLBM will be in
operation by 1989, and will have counterforce capability roughly comparable
to the MX. 9/ Trident Il will be deployed on Trident submarines, which
today are widely considered invulnerable when at sea and likely to remain so
for the foreseeable future. While the present B-52 bomber force is not
likely to continue to function successfully against improving Soviet air
defenses, the new bomber force is likely to be successful until the end of the
century, although not equal in promptness to the Trident II and the MX.

In light of the relatively modest quantitative contribution of MX to
total U.S. strategic capabilities, together with the difficulty of developing a
reliably survivable basing system, the Congress could choose to cancel the
MX system, placing primary emphasis on the Trident II for future strategic
missile modernization. Such a course would entail a shift in U.S. strategic
force plans to a survivable "dyad" of forces rather than a triad. The present
ICBM force would continue to provide limited deterrence (for example, a
credible threat to launch under attack) as well as potential use in limited
nuclear operations.

Dropping the MX in favor of Trident II would offer substantial budget
savings: $27.8 billion in budget authority and $23.2 billion in outlays during
the next five years (see Table II-4). If the Congress chose to continue
emphasis on ICBMs, it could direct that some of the savings from canceling
MX be used to develop a new, small road-mobile ICBM, considered by some
to be the only option for a survivable land-based ICBM. The Congress could
also initiate compensating investments--such as improved guidance
systems--for the Minuteman ICBM force. The costs of these actions have
not been deducted from the savings shown in Table II-4.

9. Counterforce capability refers to characteristics such as yield and
accuracy that enable nuclear weapons to destroy hardened military
and command facilities as well as softer industrial/economic recovery
targets. Promptness refers to the rapidity with which a response can
be made. Counterforce weapons on ballistic missiles are prompt;
those on bombers, which take hours to reach their targets, are not.
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Scale Back Purchases of F-15s. The F-15 is the Air Force's front line
air superiority fighter, widely regarded as the most capable fighter in the
world. It is also a very expensive weapon system--so expensive that the Air
Force developed a companion F-16 that, though less capable in many ways,
is approximately 40 percent less expensive, so that DoD might purchase
sufficient numbers of aircraft to modernize its air wings. Until two years
ago, the Air Force intended to purchase a total of 729 F-15s and 1,388
F-16s. By 1982, DoD had largely completed purchases of the F-15 and was
beginning to build up production rates of the F-16.

Last year, however, DoD announced plans to continue production of
the F-15, proposing to buy 666 more (for a total of 1,395) at a total
additional cost of $25.1 billion. DoD plans to request 48 F-15s in 1984; 72 in
1985; and 96 in 1986 and beyond. Those plans were criticized last year in
the Congress. The House Armed Services Committee, noting "uncertainties
regarding the affordability of the F-15 program expansion . . . and the
absence of a comprehensive well-defined continental air defense program,"
scaled back the DoD request for 1983 from 42 to 30. 10/ In final
Congressional action, 39 F-15s were authorized in 1983, and long-lead funds
were cut back by half.

In light of continuing questions of cost, the Congress could choose to
limit production of the F-15, holding purchases to 30 per year beyond 1984.
This would hold open F-15 production facilities at minimally efficient rates,
and would provide procurement beyond DoD's previously stated goal of 729
to assure attrition replacements. This would also offer substantial savings
during the next five years relative to Administration plans, reaching $0.7
billion in 1984 and $9.9 billion over the coming five years, as shown in
Table II-4, though it would raise unit costs by at least 4 percent in 1984.

Limiting F-15 production could jeopardize Air Force plans for air wing
expansion and could delay modernization of continental air defenses. The
Air Force pressed for further purchases of the F-15 as part of a plan to
improve the U.S. air defenses against Soviet strategic bombers attacking the
United States. Though current Soviet bombers have only a limited ability to
conduct such attacks, the Soviets are thought to be developing a more
capable bomber, perhaps similar to the B-1B.

On the other hand, slowing the F-15 buildup would give time to assess
Soviet bomber developments without foreclosing the option of buying more

10. Department of Defense Authorization Act, 1983, H. Rept. 97-482,
97 Cong. 2 sess. (1982).
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later. It would also give the Air Force time to test and develop the new
Advanced Medium Range Air to Air Missile (AMRAAM) which will be fitted
on both the F-15 and the F-16. Under current plans, AMRAAM-capable
F-16s will be available by 1985, though AMRAAM itself might not be fielded
until 1986 or 1987. If successful, this missile would give much of the
interceptor effectiveness of the F-15 to its less expensive counterpart, the
F-16.

Limit Tanker Re-Engining, Supplemented by Less Expensive Alterna-
tive. The Strategic Air Command (SAC) operates 615 KC-135 aircraft (an
early version of the Boeing 707) that serve as tankers to extend the range of
bomber and other military aircraft. In recent years, the Air Force has
contended that current tanker resources are inadequate for two reasons.
First, a far larger number of military aircraft are potential users of aerial
refueling today than in the past, when only bombers were likely users. The
Air Force, for example, foresees substantial aerial refueling requirements
for fighters or transports in the event of a NATO conflict or of a need to
project forces to a distant theater such as the Persian Gulf. Second, current
Air Force plans to introduce the B-1B and to modify B-52s to carry cruise
missiles will increase tanker requirements. To satisfy all such demands, the
Air Force has indicated that as many as 1,000 KC-135 tankers or their
equivalent will be needed into the mid-1980s.

To meet that shortfall, the Air Force has proposed to install new-
generation CFM-56 engines on existing KC-135 tankers. With these more
powerful and more efficient engines, the tankers could carry greater fuel
payloads while using less fuel for their own operations.

In recent years, an alternative re-engining program was proposed that
would install on the KC-135s older engines currently used on 707s that are
being retired from commercial service. These older engines (designated
JT3Ds) would be thoroughly overhauled and checked before installation. The
JT3D does not match all the performance characteristics of the CFM-56,
but is substantially better than the KC-135's existing engine. CBO analysis
using Air Force performance data indicates that the JT3D engine is an
effective substitute for the CFM-56 on a large number of SAC refueling
missions. It is dramatically more attractive on acquisition cost grounds:
whereas the CFM-56 re-engining would cost approximately $22 million (in
fiscal year 1984 dollars) per aircraft, the JT3D modification would cost $8
million.

For two years, the Air Force has requested funds exclusively for the
CFM-56 modification program, only to have the Congress cut back the size
of the request and add funds to purchase the less expensive JT3D engine to
be used in National Guard and Air Force Reserve units. The Air Force has
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again this year requested procurement of only the CFM-56 modification.
Previous CBO analysis indicated that, at one-fourth to one-third the cost, a
JT3D force could provide about 95 percent of the refueling capability of the
Administration's program through the 1980s, when demands will be at their
highest. 11/

The JT3D-modified tanker would not equal the full potential perfor-
mance of the CFM-56, however, and on certain missions their performance
differences are substantial. Thus, the CFM-56 provides more flexibility of
response to possible changes in missions. The CFM-56 is also about half as
noisy as the JT3D, which in some areas near cities may be an important
feature.

Reflecting these pros and cons, the Congress could direct the Air
Force to hold down production of the CFM-56 re-engining program to its
lowest economic production rate of three per month, and continue the JT3D
modification program at a rate of three per month. Such an alternative
would save an estimated $1.2 billion over the next five years (see
Table 1I-4). A mix of re-engining programs would provide some CFM-56
aircraft, enabling the Air Force to take advantage of their capability on
certain missions, but would also buy some of the cost-effective JT3D
aircraft. Moreover, this alternative would provide re-engined tankers to
National Guard and Air Force Reserve units, which otherwise would have to
continue to operate the outdated KC-135s until near the end of the decade
when they too might be re-engined with the CFM-56 engines.

Redirect Preliminary Development Efforts,
Emphasizing Longer-Term Systems

DoD is currently developing several major new weapons systems
designed to complement existing weapons. The new systems will incorpor-
ate improvements but will not be appreciably better than those currently in
the inventory. At the same time, promising new technologies are emerging
that could be important for the 1990s. The Congress could choose to
terminate further work on certain current development efforts, emphasizing
instead alternative approaches that incorporate newer technologies or
satisfy unmet requirements.

11. See Congressional Budget Office, Aerial Tanker Force Modernization
(March 1982).
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Restructure Naval Surface Combatant Procurement Programs. The
Navy has launched an aggressive program to expand both the size and the
effectiveness of its current fleet. While primary attention has gone to
prominent programs, such as purchase of new aircraft carriers or nuclear
attack submarines, about half of Navy spending on shipbuilding over the next
decade will go for surface combatants. Three surface combatant programs
are now ongoings

o FFG-7-class frigates, with 50 ships built or under construction;

o CG-47-class cruisers, with 10 ships authorized and 17 more cur-
rently planned by the Navy; and

o DDG-51-class destroyers, now being designed for procurement
beginning in 1985, with a total procurement of 63 currently planned
by the Navy.

The DDG-51-class is the largest of the three programs in terms of
budget requirements and number of ships. It will be similar to the CG-47
but less capable in some areas; it will not, for example, have helicopter
support facilities and will carry 25 percent fewer missiles than the CG-47.
Although the Navy is making a strong effort to hold down the cost of the
DDG-51, it will still be an expensive ship. The cost goal is 75 percent of the
cost of a CG-47-class ship for the average production ship, or over $300
million in 1984 dollars. Navy warships, however, have almost invariably
experienced cost growth between the preliminary design stage--where
DDG-51 is now--and actual construction. Recent reports suggest the Navy
is considering even more stringent cost goals. Even if the Navy achieves its
cost goals with the DDG-51, however, the total program cost for 63 ships
would exceed that of any other Navy program.

The DDG-51 is a conservatively designed ship, with most of its
features only marginally different from those used in earlier classes. New
technical developments are emerging, however, that could have important
implications for future warship design, capability, and costs. These include
basic changes in design practice such as the Ship System Engineering
Standards (SSES) technique and distributed combat system architecture, as
well as changes in individual ship components that would permit ships to be
rapidly modified in response to changing threats or improved technology.
Incorporating such features would probably extend considerably the design
and testing period required for a new surface combatant. At issue,
therefore, is whether the Navy should redirect current design efforts to
incorporate newly emerging technologies. The DDG-51 is projected to be
the most numerous class of surface combatants since World War II; its
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construction program would continue into the 1990s and would be the most
expensive procurement program currently contemplated by DoD.

The Congress could cancel further development of the DDG-51,
directing the Navy to initiate longer-term development of a new surface
combatant that would incorporate modular design with rapid refit capabil-
ity. In the meantime, procurement of CG-47-class ships would continue,
with CG-47 production expanded to compensate for those DDG-51s not
funded during the next five years. This could be an important step in
ensuring adequate production rates for the CG-47, now that annual ship
orders will be split between two producers.

Specifically, this option would drop the nine DDG-51s and add three
more CG-47 combatants to the Administration's program over the next five
years. The current DDG effort would be redirected toward a less expensive,
more flexible design, as discussed above. Authorization of the lead ship for
this new class would take place in 1987 with long lead funds for four more
ships in 1938. Development and design funds now programmed for the
DDG-51, about $600 million through 1988, would be reallocated to this
effort, including the SSES program and other efforts to develop modular
sensors and weapons systems. Near-term savings in fiscal year 1984 from
this option would be modest. Over the five-year period, however, this
course would save about $6.2 billion in budget authority and $800 million in
outlays.

The most significant savings, however, would be those realized beyond
these five years if reductions can be made in procurement and life-cycle
costs by a new design effort. With a unit cost now projected at more than
$800 million per ship (considerably more in inflated dollars), and the total
buy projected at 63 ships, the total cost of the DDG-51-class would exceed
that for any class of warships ever procured at any time by any navy. 12/
Lowering the procurement and life-cycle costs of these ships would be an
important step in holding down the cost of future naval forces.

Cancel the C-17, Restructure Program to Modernize Tactical Airlift
Forces. In 1978, President Carter, responding to the need to establish a

12. The 63 projected ships of the DDG-51 would cost at least $54 billion in
terms of 1983 dollars even if there was no further cost growth during
design and construction. By comparison, the six Nimitz-class carriers,
including ships built, building, and authorized, would cost about $21
billion at 1983 prices, and the 10 Trident submarines built or author-
ized to date would cost about $15 billion at 1983 prices.
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Rapid Deployment Force (RDF), directed the Air Force to expand its airlift
resources to deliver such a force. The Air Force launched the CX program,
designed to develop a new transport aircraft that could carry the bulky,
heavy cargo typical of Army equipment and operate in areas with few,
sparsely equipped airports. Shortly after the Reagan Administration took
office, the Air Force held a competition and selected a winning design for
the CX--the C-17 designed by the McDonnell Douglas Corporation. The
Administration indicated, however, that it did not feel obligated to develop
and field the C-17, and in January 1982 Secretary Weinberger announced his
intention to satisfy the need for more airlift resources by buying updated
versions of the C-5 transport now in the inventory.

Despite the selection of the C-5, the Air Force intends to continue
development of the C-17, with the goal of fielding substantial numbers of
the aircraft in the 1990s. It would replace the existing, smaller C-141
transport that complements the C-5 as the primary U.S. intertheater
transport aircraft. The C-141 would be assigned to National Guard and
Reserve units. The C-17 would be available as a backup if unexpected
problems developed in fielding the C-5. The Congress appropriated
$60 million in 1983 for continued development of the C-17, but directed that
all but $1 million of that amount be taken from other lower-priority Air
Force programs.

The C-17 should be a very capable aircraft. There is, however,
probably a more pressing need in the future for a new aircraft designed
primarily as a tactical airlift transport. Tactical transports are designed to
move cargo within a war theater rather than between the United States and
a theater. The existing fleet of C-130 tactical transports is capable but
limited in abilities to carry the full range of Army equipment. The C-130
was designed in 1951 and, because of its small size, is unable to move most
of the Army's modern combat vehicles. Although the C-17 was designed to
have many of the features desired in the C-130 replacement, its primary
design emphasis was on strategic airlift missions rather than tactical
operations. As such, the C-17 may be larger than necessary and could be
too expensive (at over $100 million each) to buy in large numbers, thereby
limiting its suitability as a replacement for some or all of the fleet of over
500 C-130 transports.

The Congress could choose to cancel further development of the C-17,
in view of the plans to proceed with the C-5. This would offer savings
estimated at $3.5 billion over the next five years, as shown in Table II-4.
Larger budget savings would occur later in the decade, when the majority of
C-17s are planned for purchase. The Congress could also direct the Air
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Force to study tactical airlift requirements for the 1990s and begin to
develop a replacement aircraft for the C-130s. 13/

Impose Modest Force Structure Cuts and
Rely on Allies to Provide Greater Contributions

Modest reductions in the size of U.S. forces would offer significant
near-term savings in the fast-spending personnel and operating accounts.
Those savings would be sustained if the force structure cuts were perma-
nent. This would be at the expense of combat effectiveness, however. If
the Congress selected such an approach, it might want to stress areas in
which U.S. allies could take offsetting action.

The United States spends considerably more on national defense--as a
percentage of gross national product--than its allies. Defense spending by
the NATO allies averaged 3.8 percent of GNP in 1981; Japan's spending on
national defense averages less than 1 percent a year. By contrast, in 1981
the United States spent 5.8 percent of its GNP on defense and is likely to
spend about 7 percent by the mid-1980s. If the other countries could be
persuaded to increase their contributions, the Congress could make corre-
sponding cuts in U.S. forces. It is important to acknowledge the risk in such
an approach, since there is no guarantee that U.S. allies would assume
greater financial burdens.

Deactivate One Army Division. The U.S. Army consists of 16 active
divisions and 8 reserve divisions. Of the active units, 4 are stationed in
Europe, 1 in Korea, and 1 in Hawaii. The remaining 10 active divisons, and
all reserve units, are stationed in the continental United States. While U.S.
forces would be used worldwide should circumstances dictate, the primary
emphasis in recent years has been on the reinforcement of NATO in the
event of conflict with the Warsaw Pact. Consistent with the NATO Long-
Term Defense Program, the United States could provide a total of ten
divisions in the first ten days after mobilization.

13. In the early 1970s, the Air Force developed four prototype aircraft
(two each of two different designs) under the Advanced Medium Short-
Takeoff-and-Landing Transport (AMST) program. That aircraft proved
too expensive in the judgment of DoD and was not pursued at that
time. A key element in the development effort should likely be
"affordability."
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Recently, some Members of Congress have expressed concern that the
NATO allies are not contributing their share of resources to the defense of
Europe. The Administration has indicated that it will continue U.S. policy
commitments to reinforce NATO, but that the level of those commitments
may be reduced. 14/ The Administration objected, however, when the
Senate Appropriations Committee recommended that one combat brigade be
withdrawn from Europe, and that the Army's end strength be reduced
accordingly. Though the committee receded from that position, the
Congress directed that U.S. forces in Europe not be expanded.

The Congress could direct the Army to deactivate one combat
division--possibly withdrawing it from Europe--and reduce its active-duty
end strength by 20,000 personnel, approximately the number of persons in a
division and its immediate support. Table II-4 shows the savings associated
with a reduction of one division of troops from the active Army, phased in
over two years. Savings would total $200 million in 1984 and $2.4 billion
over five years, from reduction in operating expenses as well as in pay and
allowances for troops no longer in the Army. The division's current
equipment would be redistributed to other units. Beyond the five-year
period, an additional $1.9 billion (in fiscal year 1984 dollars) would also be
saved by avoiding the purchase of new equipment to modernize the division.
If a division was withdrawn from Europe, additional long-term savings could
result from reduced lease costs for facilities returned to Germany. 15/

Withdrawing a division from Europe would alter U.S. commitments to
NATO. The Administration has stated that it intends to provide ten
divisions within ten days after mobilization, but this would be jeopardized if
a division was withdrawn. Cutting a U.S.-based division instead would
reduce the impact on combat readiness in Europe, though it would still
affect reinforcement potentials.

Boost Canadian Support of NORAD. Since 1957, the United States and
Canada have collaborated through the North American Air Defense
(NORAD) command against strategic nuclear attack. Those defenses consist
of the Distant Early Warning (DEW) line of radars far north, the Cadin-

14. See Secretary of Defense Caspar W. Weinberger, statement before the
House Budget Committee, September 23, 1981.

15. The return of these leased facilities to Germany could also require

additional one-time costs. Without specific details concerning the
facilities involved, estimates of costs and/or savings cannot be made.
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Pinetree radars stretching across mid-Canada, and squadrons of interceptor
aircraft. For several years, DoD has proposed upgrading the early warning
radars. The Congress has rejected Air Force plans in the past, though the
DoD has proposed this again in the 1984 budget.

The United States paid for the DEW line in its entirety and continues
to pay all of its operating cost. It also paid for the installation of the
Cadin-Pinetree line of radars and pays two-thirds of its operating cost, with
Canada paying for the remainder. The Congress could insist that any
upgrading of the DEW radar network be supported financially by the
Canadian government and that Canada begin to pay one-third of current
operating expenses. Details of a DEW radar upgrade were not available in
time to provide an estimate of savings. Those savings shown in Table II-4--
$0.2 billion over the five-year period--represent current operating costs
only.

While small in the scale of U.S. defense expenditures, these savings
would represent a significant increase in Canadian defense spending. It is
fair to add that at present Canada spends less than 2 percent of its GNP on
national defense, roughly one-fourth of U.S. defense spending as a percent-
age of GNP. 16/

Press for Japanese Purchase of AWACS for Pacific Defense. The
Airborne Warning and Control System is a sophisticated radar and command
post installed on military versions of the commercial Boeing 707. The Air
Force currently owns or has on order 3% AWACS and proposes to buy 12
more for continental air defense and other tactical applications. In
addition, 5 AWACS aircraft are being sold to Saudi Arabia and 18 to NATO.
The Japanese government has also expressed interest in AWACS, which is
considered particularly well suited to Japan's interest in defensive forces
and in sealane and airlane surveillance.

The Congress could postpone additional purchases of AWACS for three
years and direct the Administration to urge Japan to purchase six of the
aircraft over that period. It would require six aircraft to keep one on
continyous airborne alert. This would save $960 million in defense budget
authority through the next five years (see Table II-4). These savings could
become permanent if DoD chose to limit AWACS purchases to the existing
34 aircraft.

16. In 1981, the United States spent roughly $730 per person on defense,
and Canada roughly $211 per person (in U.S. dollars).
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This approach would provide a specific basis for urging more Japanese
spending, and on a mission appropriate to Japan's defensive interests.
Though not under direct U.S. operational control, continuous AWACS
capability in Northeast Asia by a U.S. ally would contribute to regional
security and stability in a manner similar to the Administration's plans for
the Saudi AWACS for Southwest Asia.

Delaying further U.S purchases of AWACS would postpone moderniza-
tion of strategic air defenses for NORAD. However, some of the 34 AWACS
currently in operation or on order could be pressed into service on an
emergency basis to make up for the three-year delay in U.S. purchases.

Failing a Japanese response, this option might cause an expensive gap

in AWACS production and lead to higher expenditures in the future if the
United States had to pay to restart production facilities.

Limit Growth in Pay and Benefits

Over a third of DoD's 1983 budget authority is for compensation for
military and civilian personnel, as well as retirement benefits for military
retirees. (Civilian DoD retirees are covered under the Civil Service
Retirement System, discussed in Chapter VIIL.)

Reflect Savings in Qutyears Created by 1984 Pay Freeze. In an effort
to trim the 1984 defense budget request, the Administration has proposed no
pay raise at all for military or civilian employees in 1984. This comes on
top of last year's decision to limit pay increases to 4 percent, half of the
amount requested by the Administration for military personnel.

When the freeze was announced, Secretary Weinberger stated his goal
of requesting a catch-up raise in fiscal year 1985. A 6.1 percent pay raise
has been programmed for 1985, which is estimated to be the percentage
raise comparable to increases expected in the private sector for 1985. An
Administration spokesman also indicated that DoD has programmed a
"contingency" fund for a catch-up raise if the Secretary chooses to request
such an increase next year.

If the Administration proposes a catch-up raise next year, there would
be no longer-term savings associated with the decision to freeze pay in
1984. However, if future pay raises are limited to comparability adjust-
ments, there might be significant longer-term savings. Sticking to compara-
bility adjustments only in 1985 and beyond would save $7 billion in military
pay over the five-year period. (Savings from changes in civilian pay would
also affect the defense budget; these are discussed in Chapter VIII.)
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The limit on the 1983 pay raises, coupled with no pay raise in 1984,
will save money but will also reduce the services' ability to attract and
retain personnel. Recruiting and retention have been at historical highs in
recent years; thus, these limits on pay raises will probably not jeopardize
the services' ability to meet requirements in 1984. But the services could
have difficulty attracting and retaining enough personnel with the desired
skills and backgrounds in the mid-1980s. If so, a catchup pay raise may be
needed, which would eliminate some or all of the savings from the 1984
freeze (shown in Table II-4). Alternatively, the Congress could increase
bonuses to meet shortages in critical skills; this would offset adverse effects
in these critical skills while holding down costs.

Restructuring Military Retired Pay. The military retirement system
currently provides substantial benefits for those who retire with more than
20 years of service, but no benefits for nondisabled persons who leave with
fewer than 20 years of service. The cost of the system, $15 billion in 1982,
has been rising steadily because of increases in the number of retired
personnel and changes in the price level.

For 1983, however, the Congress sought to limit these costs. The
annual cost-of-living adjustment for all retirees below age 62 was limited to
one-half of the increase in the Consumer Price Index; those 62 or older
continue to receive full COLAs. 17/ Under current law, this half-COLA
provision will remain in effect through 1985. 18/ In addition, the Congress
extended the waiting period between receipt of COLA adjustments from 12
to 13 months in each of the next three years. Together, these changes
should save an estimated $830 million through 1985. These changes will,
however, increase the number of career personne! who leave the military

17. If increases in the CPl exceed those anticipated last year, then
retirees under age 62 would receive a COLA equal to more than one-
half the CPL

18. In its budget for fiscal year 1984, the Administration proposed
permanent enactment of the half-COLA provision (with no floor) for
retirees below age 62. The Administration's budget submission appar-
ently has been adjusted to reflect those savings. As such, the savings
from the CBO option shown in Table II-4 would be overstated, since
the bulk of those savings--at least in the 1986-1988 period--come from
the half-COLA provision, and have already been incorporated in the
Administration's program.
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before qualifying for retirement, especially if the half-COLA provision is
retained beyond 1985 in order to ensure continued savings.

The Congress could restructure the military retirement system further
in order to retain most of the cost reductions while also alleviating some of
the adverse effects on retention. Such a continued restructuring could have
several features:

o Make the half-COLA provision for retirees under age 62 part of
permanent law. ‘

o Provide a one-time "catch-up" annuity adjustment for retirees at
age 62. This adjustment would raise annuities for those older than
62 to levels that would have been attained with full COLAs.
Although it would not make up for reductions in retired pay before
age 62, it would ensure higher benefits for older retirees, which
may be viewed as equitable, and would mitigate the adverse
effects on retention caused by making the half-COLA provision
permanent.

o Provide or "vest" some retirement benefits--beginning at age 62--
for all military personnel who complete at least ten years of
service. Earlier vesting should improve retention among trained
personnel with between five and ten years of service, and thus
offset still more of the adverse retention effects of the half-COLA
provision.

o DBase military retirement pay on an individual's three highest pay
years, phasing in the change over the next three years. Under
current law, retirement pay would eventually be based on the three
highest pay years, but the change would not be made until around
the year 2000. This faster phase-in would save about $590 million
over the next five years and would help pay the costs of the catch-
up adjustment and ten-year vesting.

Taken together, these changes should not reduce the costs of military
retirement in 1984 but would save a total of $1.9 billion over the five-year
period. Proponents argue that these savings could be achieved while
improving military manpower management, enhancing retention of junior
personnel, and weakening the incentive to retire immediately upon complet-
ing just 20 years of service. CBO estimates that, under this approach,
retention of career personnel (defined as those with more than four years'
service) would be about 1 percent better by 1989 than if the current half-
COLA provisions were continued indefinitely but about 3.5 percent worse
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than under the retirement system in effect before passage of the half-COLA
provisions.

Opponents of change in the military retirement system contend that
such reductions in retired pay are tantamount to a breach of contract with
current active-duty members and retirees, and thus will harm morale and
risk making retention much worse than that estimated by CBO. Such
adverse effects upon active-duty manpower could require increased outlays
for other incentives--such as reenlistment bonuses--or special pay increases
for personnel in key skills.

Limit Growth in Operations and Maintenance Accounts

Approximately 20 percent of current DoD budget authority goes to
support operations and maintenance (excluding civilian pay) of existing plant
and equipment. This includes maintenance of existing equipment, training
activity, fuel and spare parts, and base operations, as well as many other
things. Together these activities are commonly referred to as "readiness"
- spending since they contribute directly to the day-to-day capability of the
military forces. Administration plans call for a 6.5 percent average real
increase in annual funding for these readiness items over the next five
years, with little change in the force structure. Presumably, higher funding
- will place current forces at a higher state of combat readiness and
effectiveness.

Limiting growth in operations and maintenance (O&M) accounts would
offer significant near-term savings, since operating accounts spend out
quickly. Choosing this strategy would reflect a preference for retaining the
scope of modernization and force build-up plans while accepting a somewhat
higher risk if hostilities occurred in the interim.

In 1981 and 1982, the Congress appropriated increases in O&M
spending that averaged 8.7 percent and 7.2 percent, respectively, on top of
adjustments for inflation. Increases in 1983 were held to about 2 percent.
The majority of these increases were used to buy additional readiness items,
such as aircraft spares and war reserve munitions. The large increases in
1981 and 1982 were widely viewed as necessary to restore adequate levels of
force training and operational capability. Between 1984 and 1988, the
Administration plans to increase real O&M spending further by 8.4 percent
in 1984, 7.6 percent in 1985, 6.4 percent in 1986, 5.9 percent in 1987, and
3.5 percent in 1988, or a compounded five-year increase of 36.1 percent in
real terms.
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The planned additions to military forces do not, however, seem to
require these substantial increases in real O&M. By 1987, the Administra-
tion plans to increase active-duty personnel by about 8 percent. Under this
plan, the United States will have added only about 42 more ships (an
increase of 8 percent) and 500 more aircraft (a 9 percent increase). An
exception is the Army, which plans to add 3,735 more tanks (a 30 percent
increase) to its inventories, of which 1,000 tanks will be assigned to
prepositioned storage in Europe. CBO estimates that the additional O&M
required to support these new forces at today's spending rates would add
only about 5 percent to real O&M spending over the 1983-1987 period. (No
program detail for 1988 was available at time of publication.)

Thus, it appears that much of the planned increase in O&M spending
must be designed to improve the levels of readiness of existing forces.
Readiness may have fallen in the 1970s, as the United States cut back on
overall defense spending. Unfortunately, the Department of Defense has no
aggregate measures of readiness that indicate how far it fell, nor quantifi-
able goals that suggest how much it needs to be increased.

This is not to say that the Congress should allow no growth in real
O&M spending. New, more complex systems may require more O&M.
Concern has been expressed about certain areas of readiness--for example,
the level of spare parts necessary to support wartime surge rates in aircraft
utilization. In a period of fiscal austerity, however, it may be reasonable to
limit the rate of growth of O&M to less than the Administration targets.

Table II-4 illustrates the savings that would be possible if the rate of
growth in O&M was reduced by one percentage point in each year,
1984-1988. (The Congress reduced the 1983 requested rate of real growth
by approximately 6 percentage points.) Savings under this approach would
be $0.6 billion in 1984 and would total $12.6 billion over the next five years.

A variety of changes in O&M would be required to achieve this slower
rate of growth. Some changes in 1983 included accelerating the decommis-
sioning of 22 ships, postponing some ship overhauls, reducing selected flying-
hour programs, and lowering somewhat depot maintenance activity in the
Air Force. These actions saved an estimated $608 million in 1983. When
additional reductions--such as foreign currency reevaluation and fuel repric-
ing--are added, the total savings were about $3.6 billion in 1983.

Other Approaches to Achieving Savings in Defense Spending

The targeted cost reduction strategies presented in this chapter have
been concentrated in procurement accounts, where the primary buildup in
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spending has taken place. There are many other areas in which efficiencies
and savings might be achieved, though the details go beyond the limits of
this chapter.

For example, closing or consolidating defense bases would reduce costs
for personnel and for operations and maintenance, though savings are often
consumed in the early years by the need to cushion local economic
dislocation. A return to peacetime conscription could reduce costs, though
probably only between $1 billion and $2 billion a year and then only if pay
for new recruits was reduced. A more efficient defense procurement
process might also cut costs, and in some degree this has been pursued by
the Administration. 19/

The Congress could also cut defense costs by repealing or modifying
certain laws that raise costs. For example, the 1931 Davis-Bacon Act and
more than 70 related federal statutes require that wages paid on most
federal and federally assisted construction projects equal the prevailing
wage in the local area. Critics of the act claim that procedures used for
calculating Davis-Bacon rates raise wages paid on federal projects above
those prevailing in the locality. Repeal or modification of Davis-Bacon, it is
argued, might result in significant budget savings, especially in the three
largest federal construction programs: military construction, Environmental
Protection Agency construction grants, and ground transportation construc-
tion. DoD has claimed, for example, that military construction costs could
be cut by 2 to 4 percent if the Davis-Bacon act was repealed, or if DoD was
exempted from its provisions. Actual savings could well be more modest.
Estimated savings from changing procedures for calculating prevailing
wages are discussed in Chapter VII.

Substantial savings might also be achieved by small efficiencies
throughout the Department of Defense, with its more than 5,000 installa-
tions and properties. This would be facilitated if the Congress worked with
the department to modify the incentives facing defense managers; cur-
rently, managers who reduce costs may simply achieve a lower budget.
Managers might be allowed to keep a portion of verified savings from
management efficiencies to apply toward projects that they feel are
important but are not funded. Similarly, they might be allowed to request
money--above their budgets--to finance projects that quickly repay their

19. For a discussion of these issues, see Congressional Budget Office,
Reducing the Federal Deficit: Strategies and Options (February 1982),
especially pp. 51-54.
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costs through savings from increased efficiency. This latter approach has
already been tried but might be expanded.

CONCLUDING COMMENTS

The preceeding discussion specified a number of reductions that might
be made in order to bring the increasing level of defense spending down in
1984 and beyond. As noted at the outset of this chapter, the debate on
national defense in the 98th Congress will proceed at two levels. Broadly,
the Congress will determine the aggregate level of spending it chooses to
devote to national defense. At a more detailed level, it must choose
specific programs in which to make cuts.

Even if all the reductions outlined above were made, the defense
budget would still grow at approximately the rate specified in last year's
budget resolution. Should larger cuts be desired, a more radical departure
from Administration defense plans would be necessary. For example, a no-
real-growth option would be an extraordinarily difficult course to follow,
necessitating cancellation of most major program initiatives launched by the
department, unless defense readiness is to be sacrificed.
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CHAPTER IIL SOCIAL SECURITY

The Social Security system faces serious funding problems in the near
future and potentially major financing difficulties over the long run. In
addition, because its outlays now exceed its revenues, the system is also
contributing to the unified budget deficit as a whole. 1/ The system's two
cash benefit programs--Old Age and Survivors' Insurance (OASD) and
Disability Insurance (DI)--account for over one-fifth of the federal budget,
and more than two-fifths of all benefits for individuals. 2/ Both the current
financing problems of the Social Security system, and the large share of the
budget that it represents, will make some consideration of spending
reductions and revenue increases necessary in this program within the
coming year. The President's bipartisan National Commission on Social
Security Reform recently recommended a set of measures to improve the
financial condition of the trust funds, which is now under consideration by
the Congress.

1. The unified budget deficit for a given year equals total federal
revenues received in that year from sources included in the budget,
minus total federal budget outlays in that year. Social Security
revenues and outlays are treated in the same manner as other revenues
and outlays, and no special allowance is made for their trust fund
status. Reserves, which represent unspent funds from past years, do
not affect the current year's budget deficit, since they have already
been taken into account as previous years' revenues. If Social Security
were removed from the unified budget, its year-to-year surplus or
deficit would no longer affect the unified budget deficit, although its

impact on the total federal budget and on the economy would, of
course, remain the same.

2. This chapter concentrates on the outlays and revenues of the two cash
benefit programs, so the term Social Security is used throughout to
refer to the programs providing cash benefits to retired and disabled
workers and their families and survivors. Issues relating to noncash
benefits--that is, Medicare benefits, which are provided through Social
Security's Hospital Insurance (HI) trust fund, and through the Supple-

mentary Medical Insurance (SMI) program--are discussed in Chapter
IV.
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The Short-Term Financing Problem. The current financing problem is
caused primarily by increases in benefit payments that have exceeded
increases in payroll tax revenues, resulting in a continuing depletion of trust
fund reserves. This situation has occurred because prices--and therefore,
cost-of-living adjustments--have increased more rapidly than wages in
recent years. As a consequence, the OASI trust fund, which provides
benefits for retired workers and their dependents and survivors, will be
unable to pay all benefits on time beginning in July 1983--despite having
borrowed §17.5 billion from the DI and Hospital Insurance (HI) trust funds.
The latter two trust funds, which provide benefits for disabled workers and
their families and hospitalization benefits under Medicare, have higher
reserve levels than the OASI fund, but nonetheless the combined balances of
all three trust funds will decline to less than one month's worth of benefits
by January 1984. For the 1984-1988 period, the annual deficit in the OASDI
funds is expected to average $10.8 billion.

The Long-Term Financing Problem. In the longer run, Social Security
must also reckon with the retirement of the post-World War II baby boom
workers after 2010. The OASDI funds are projected to have a long-term
deficit averaging approximately 13 percent of annual expenditures over the
next 75 years, under the intermediate economic and demographic assump-
tions of the 1982 Social Security Trustees' Report. In general, proposals for
changes to reduce this long-run deficit include a gradual phase-in period to
allow individuals, employers, and private pension plans to adjust to the
changes without severe dislocations. Because they would be phased in,
however, such long-range changes--for example, lowering the level of initial
benefits or raising the retirement age--would generally result in little or no
savings in the short run. 3/

BUDGET HISTORY AND PROJECTIONS

Over the past three years, Social Security outlays grew by 50 percent,
with roughly 80 percent of the growth resulting from annual benefit
increases tied to the Consumer Price Index. Payroll tax revenues grew
almost as rapidly--about 46 percent--but fell short of outlays in each year.
As a result, the OASDI programs accounted for nearly $9 billion of the
annual federal deficit, on average, in the 1980-1982 period.

3. For a more complete discussion of Social Security problems and
options over the long run, see Congressional Budget Office, Financin
Social Security: Issues and Options for the Long Run (November 1982;.
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The major reason why outlays have grown faster than revenues is that
prices have risen faster than wages and salaries since 1979, and Social
Security benefits are automatically adjusted, or indexed, to the rise in the
Consumer Price Index, while payroll tax revenues increase with the growth
of the taxable wage base. Moreover, high unemployment rates have
adversely affected trust fund balances by decreasing the number of workers
paying taxes, and they may also have increased outlays by inducing more
people to retire early.

Although a moderate recovery is projected for the 1984-1988 period,
OASDI outlays are expected to continue to exceed revenues in each of the
next five years. This shortfall will occur in spite of the payroll tax increase
already scheduled under current law. 4/ Some modifications in the program
will be needed, therefore, in order to continue the timely payment of
benefits.

Recent History, 1980-1982

Most of the benefit reductions legislated during 1980-1982 were
directed at srhall, specific groups of beneficiaries, and therefore had little
effect on overall OASDI outlays (that is, the combined outlays of both the
OASI and DI trust funds). The major Social Security reduction included in
the 1981 Reconciliation Act and subsequent legislation, for example, was
the elimination of post-secondary students' benefits. This had a large
impact on the beneficiaries affected, but in combination with several
smaller changes, reduced the overall size of the Social Security cash benefit
programs by only about 2 percent. 5/ This small reduction contrasts with
the relatively large cuts in other entitlement programs, particularly means-
tested programs. 6/

4, The Social Security Amendments of 1977 scheduled increases in OASDI
tax rates for 1978, 1979, 1981, 1982, 1985, and 1990.

3. The other major benefit cut enacted as part of the 1981 Reconciliation
Act, the elimination of the minimum benefit, was later restored for
those eligible for the benefit before January 1982 by the Social
Security Amendments of 1981.

6. An entitlement program is a program that provides benefits to all
persons who meet certain eligibility criteria, and its outlays are
determined by benefit levels and the number of qualifying applicants.
Means-tested programs restrict eligibility to those whose incomes fall
below specified levels; other requirements must often be met as well.
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The Administration did not propose, and the Congress did not enact,
any specific modifications in Social Security for 1983. Instead, both
branches awaited the recommendations of the National Commission on
Social Security Reform, which had been established by the President in
December 1981. The Commission's final report, submitted to the President
and the Congress in January 1983, contained a set of recommendations
designed to alleviate the short-term Social Security funding prob-
lems. 7/ These are examined later in this chapter.

Current Situation

CBO estimates that combined OASDI expenditures will total $171.4
billion in 1983, with OASI accounting for $152.7 billion and DI for $18.7
billion (see Table IlI-1). Income to the OASDI trust funds is estimated to be
$165.5 billion in 1983, with 90.7 percent of that total representing payroll
tax receipts. Borrowing from the HI fund and interest income constitute
most of the remaining income. Because outlays are expected to exceed
revenues in 1983, the OASDI funds will contribute to the 1983 federal
budget deficit.

Baseline Projections, 1984-1988

OASDI expenditures are projected to rise from $171.4 billion in 1983
to $183.5 billion in 1984 and $236.8 billion in 1988. Current law OASI
payments alone are expected to reach $216.1 billion by 1988. OASDI income
is projected to grow by about $65 billion over the next five years and to
reach $230.1 billion in 1988. Thus, without change, Social Security revenues
will fall short of outlays in each of the next five years.

Under CBO's current projections, the OASI fund would require about
$160 billion in additional resources over fiscal years 1983-1988 in order to
maintain a 12 percent start-of-year fund balance over that period--the
minimum reserve needed to avoid cash-flow problems during the year. 8/ If
the OASI and DI funds are considered in combination, only about $71 billion

7. The Commission's recommendations for the short term are also esti-
mated to reduce the 75-year deficit by about two-thirds. The
Commission could not agree on measures to eliminate the remaining
one-third of the projected long-run deficit.

8. Since all cash benefits are paid on one day early in each month while

payroll tax revenues are received continuously during the month,
roughly 9 percent of annual calendar year outlays must be on hand at
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TABLE III-1.

CURRENT LAW PROJECTIONS OF SOCIAL SECURITY TRUST FUND
OUTLAYS, INCOMES, AND BALANCES (In billions of dollars)

Actual Estimated Baseline Projection
1980 1982 1983 1984 1985 1986 1987 1988
Old Age and Survivors Insurance

Total Outlays 103.2 137.9 152.7 1é4.4 176.5 189.1 201.8 216.1
Income a/ 100.1 126.6 146.5 138.3 150.8 162.5 172.7  185.1
Year-End Balance 24.6 12.5 6.3 -19.8 -45.5 -72.1 -101.2 -132.1
Start-of-Year

Balance as Percent

of Outlays 26.8 17.3 8.2 3.9 -11.2 24,1 -35.7 -46.8

Disability Insurance

Total Outlays 15.3 18.0 18.7 19.1 19.2 19.4 20.0 20.8
Income a/ 17 .4 21.4 19.0 26.8 32.7 37.4 41.0 45.0
Year-End Balance 7.7 6.8 7.0 14.8 28.3 46.3 67.2 91.4
Start-of-Year

Balance as Percent

of Outlays 36.6 18.8 36.0 37.0 77.0  146.0 231.2  323.9

Combined OASI and DI

Total Outlays 118.5 156.0 171.4 183.5 195.6 208.5 221.8 236.8
Income a/ 117 .4 148.0 165.5 165.0 183.4  199.9 213.7 230.1
Year-End Balance 32.2 19.3 13.4 -5.1 ~-17.3 -25.8 -34.0 -40.7
Start-of-Year

Balance as Percent

of Outlays 28.1 17.5 11.3 7.3 -2.6 -8.3 -11.6 -14.3

Combined OASI, DI, and Hospital Insurance

Total Outlays 142.8 190.8 210.4  227.8 245.3 265.8 288.3 3l1.6
Income a/ 142.8 185.6 193.4  209.3 232.0 255.1 272.9 293.0
Year-End Balance 46.7 40.1 23.2 4.7 -8.6 -19.4 -34.7 -53.3
Start-of-Year

Balance as Percent

of Outlays 32.7 23.8 19.1 10.2 1.9 -3.2 -6.7 -l11.1
NOTE: Minus signs denote a deficit.

a. Income to the trust funds is budget authority. It includes payroll tax receipts, interest on
balances, and certain general fund transfers. Income in 1983 reflects interfund transfers as
authorized under the Social Security Amendments of 1981. In order to illustrate better the
operations of the trust funds under extended interfund or other types of borrowing or under
tax rate reallocation, estimated interest payments owed by a trust fund when it shows a
deficit are included as negative values in the income estimates of that trust fund.



in additional resources would be needed, since income received by the DI
fund is expected to exceed its outlays, although its surplus would not
entirely offset the OASI deficit.

A 12 percent start-of-year balance, however, provides no margin of
safety for the trust funds, and could result in further financing problems if
economic conditions prove to be only slightly worse than the CBO projects.
In fact, Social Security is so sensitive to the performance of the economy
that the National Commission on Social Security Reform decided that $150
billion to $200 billion in additional reserves would be necessary over the
calendar year 1983-1989 period in order to provide adequate protection to
the trust funds should the poor performance of the economy persist.

DEFICIT REDUCTION STRATEGIES

Substantial reductions in the growth of benefits, large increases in
revenues, or some combination of the two will be necessary to pay Social
Security benefits in a timely fashion through 1988. Such changes will almost
certainly affect a large proportion of beneficiaries or taxpayers. For
example, the estimated impact on Social Security of the 1981 Reconciliation
Act--including the total elimination of the minimum benefit, which later
was partly repealed--was to reduce projected outlays for 1982-1986 by about
$22 billion, whereas OASDI needs at least $71 billion in additional resources
in the 1983-1988 period. Moreover, the remaining options for this type of
limited benefit reduction would provide even smaller savings than those
already enacted. Similarly, most options that would increase trust fund
revenues by increasing payments by relatively small groups of taxpayers
would not yield enough new revenue to meet the projected needs of the trust
funds.

the beginning of each month. When evaluating the asset requirements
for the trust funds on a fiscal year basis, however, balances equivalent
to 12 percent of annual outlays represent a minimum reserve to avoid
cash flow problems during the year. This reflects the fact that both
expenditures and revenues vary during the year. The fluctuations on
the benefit side occur largely as a result of annual benefit increases
beginning each year in July. Tax revenues vary because of the timing
of payments by state and local governments and by the self-employed,
and because over the course of the year some workers reach the
maximum earnings subject to the payroll tax and therefore stop
contributing to the system for the remainder of the calendar year.
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A wide range of possible outlay reductions that would affect most
beneficiaries could generate significant savings in Social Security. To solve
the short-term financing problem entirely through benefit reductions,
however, would require either reductions in nominal benefits for current
recipients or sharp reductions in benefits for new recipients. If such large
benefit cuts are to be avoided, trust fund income will have to be increased,
either through tax increases or through some form of general revenue
financing. Although the introduction of general revenues would help to
solve the Social Security financing problem, it would not reduce the federal
budget deficit. Tax increases, in contrast, would both provide additional
revenues for Social Security and narrow the budget deficit.

ACROSS-THE-BOARD REDUCTION STRATEGIES

Across-the-board changes in Social Security could provide significant
outlay savings or revenue increases for both Social Security and the budget
as a whole. Because the Social Security program is so large, even relatively
small differences in cost-of-living adjustments (COLAs) or payroll tax rates,
for example, could have major budgetary implications. By themselves,
however, such changes might not provide the additional resources needed to
solve the system's short-run financing problem.

Changes designed to remedy the long-run financing problem could also
include either benefit cuts or tax increases. Possible benefit cuts that
would generate long-run savings include altering the benefit formula and
raising the age of retirement. Although they could produce significant
long-run savings, such benefit cuts would affect relatively few beneficiaries
over the next five years, and would therefore have relatively little impact in
the near term. Similarly, payroll tax rate increases designed to reduce the
long-term Social Security deficit would affect future generations of
workers, but under current projections they would not need to be
implemented until after 2010.

Changes Producing Additional Resources in the Short Run

In the next five years, either reductions in annual Social Security
COLAs or increases in payroll tax rates could result in additional trust fund
resources. 9/ These options would primarily affect current beneficiaries or

9. Other across-the-board tax increases could also be enacted that would
yield substantial new revenues. Alternatives to payroll tax rate
increases that have been proposed in the past, but that are not
analyzed here, include an income tax surtax, excise taxes, and taxes
on imported fuels, with the resulting revenues in each case earmarked
for the trust funds.
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current taxpayers, and they would have similar impacts on all persons
affected. Both of these types of options would also help to reduce the
overall budget deficit.

Reduce Cost-of-Living Adjustments. COLAs for Social Security and
other indexed entitlement programs could be reduced in several different
ways. These options share some general advantages and disadvantages. 10/

Reductions in COLAs would slow the rate of growth of Social Security
outlays, although they would not be sufficient to ensure the solvency of the
system in the short run. -Such reductions have often been suggested to
offset the overindexing of benefits that resulted from flaws in the
treatment of housing costs within the CPI, the index used to compute Social
Security COLAs. Moreover, annual benefit increases in 1979-1981 exceeded
average annual wage gains by a substantial margin--an outcome many
observers believe was inequitable. In addition, current Social Security
recipients are generally receiving rates of return on their contributions for
Social Security that are very high compared with those that will be received
by future retirees, both because of past flaws in the indexing mechanism,
and because rates of return are relatively high for recipients before a pay-
as-you-go system reaches full maturity.

On the other hand, COLA reductions would diminish the purchasing
power of Social Security benefits over time and would lead to a higher
incidence of poverty among the aged and disabled. Since most such
reductions are cumulative from year to year, real benefits would be further
reduced in each year of retirement if the cuts were sustained over an
extended period; consequently, benefit levels, especially for the very old,
could decline substantially. 11/ Although programs such as Supplemental
Security Income (SSI) and Food Stamps provide some measure of protection

10. In addition to COLA reductions designed to cut outlays, some analysts
have proposed various options to tie benefit increases to an adjusted
measure of wage growth instead of to the CPI, in order to reduce
fluctuations in outlays relative to revenues. One such proposal, for
example, would set the COLA equal to the increase in average wages
minus 1.5 percentage points--the expected difference between wage
and price growth over the long run. Such options are designed to
stabilize the trust funds over the long term, rather than to produce
short-run savings, and are therefore not discussed here.

11.  Even if full CPI indexing was restored in future years, benefit levels
would be permanently lower, as would the annual benefit increases--in
dollars--because of the reduction in the base.
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for Social Security recipients with low incomes, the stringent asset test
under SSI and the unwillingness of many aged and disabled persons to apply
for means-tested benefits prevent many of the elderly poor from
participating in these programs. To the extent that Social Security
recipients do participate in such programs, however, savings from reductions
in Social Security benefits could be partially offset by increases in outlays
for Food Stamps and SSI. One approach that would cut federal spending
while protecting the poorest of the elderly would be to combine reductions
in Social Security COLAs with liberalization of the asset test and increases
in benefit levels under SSI.

Table III-2 presents the savings from four major COLA options:
o Delay the COLA by three months;

- o Cap the COLA at the CPI increase minus two percentage points
through 1988;

o Eliminate the 1983 COLA; and
o Eliminate the 1983 and 1984 COLAs.

The savings from these options over the 1984-1988 period would range from
about $10.4 billion for a permanent shift of the COLA from July to October
to $67.1 billion from eliminating both the 1983 and the 1984 COLAs.

These options illustrate several commonly proposed types of COLA
reductions; clearly, many other ways to reduce COLAs could also be
designed. For all of these options, the total savings achieved relative to
current law, the timing of the savings, and the total impact on benefit levels
would depend on the rate of inflation over the next few years. Since
inflation rates have recently declined and are expected to continue to be
lower than in the recent past, none of these options would result in savings
as large as if they had been enacted in 1980 or 1981.

Increase Payroll Tax Rate. Increases in the payroll tax rate constitute
a second across-the-board strategy for reducing the deficits of both the
Social Security system and the overall federal budget in the near term. As
with COLA changes, the increases could take various forms, which would
differ in both magnitude and timing. Similarly, there are advantages and
disadvantages that apply to all variants of this general approach.

The OASDI payroll tax is already scheduled to rise from the current
5.4 percent (or combined employer-employee rate of 10.8 percent) to 5.7

71



TABLE III-2. IMPACT ON THE SOCIAL SECURITY TRUST FUNDS OF
ACROSS-THE-BOARD CHANGES a/ (In billions of dollars)

Cumulative
Five-Year
Options 1984 1985 1986 1987 1988 Savings

Short-Run COLA Reductions

Delay the COLA by
Three Months 2.0 2.1 2.1 2.1 2.1 10.4

Cap the COLA at the

CPI Increase Minus

2 Percentage )

Points Through 1988 4.2 7.8 1l.5 15.3 19.1 57.9

Eliminate the 1983
COLA 6.8 6.9 6.9 6.7 6.4 33.7

Eliminate the 1983
and 1984 COLAs 8.8 14.8 14.8 14.6 14.1 67.1

Short-Run Payroll Tax Rate Increases

Move 1985 Rate to
January 1984 6.4 2.3 0 0 0 8.7

Move 1985 and 1990
Rates to January 1984 19.3 19.4 18.3 19.6 21.0 97.6

Long-Run Changes

Restrict Increases in

Formula Bend Points

to 75 Percent of Wage

Increases b/ 0.1 0.2 0.3 0.6 1.2

Lengthen Computation
Period by Three Years b/ 0.1 0.3 0.5 0.7 1.6

a. The impact of these options on the federal budget deficit may be
somewhat smaller than the trust fund effects shown here, due to
offsetting increases in spending for other federal programs or
reductions in federal tax receipts. For the options that would reduce
spending, only the effects on outlays are shown in this table, because
changes in budget authority (which includes interest) are uncertain
when trust fund balances are negative and declining.

b.  Less than $50 million.



percent in 1985 and 6.2 percent in 1990. 12/ If these increases were
implemented earlier, additional revenues could be raised in the short run
without affecting long-run tax rates. Moving the increase scheduled for
January 1, 1985 to 1984 would generate $6.4 billion in additional receipts in
1984, and $2.3 billion more in 1985. 13/ If the 1990 rate became effective

in 1984, additional revenues of $97.6 billion would be generated in 1984-
1988. -

Payroll tax rate increases would have the advantage of yielding
substantial revenues, even with relatively small increases in the percentage
of each worker's earnings going to pay for Social Security. In addition,
payroll tax increases would reduce the need for benefit reductions, which
could impose hardships on some recipients who may have little ability to
adjust to unexpected changes in their incomes. Such tax increases would
also continue the current method of financing Social Security.

On the other hand, tax rate increases would impose even higher payrol!l
tax burdens on workers who have experienced Social Security tax-rate
increases in four of the last six years--the OASDI tax rate has already risen
from 4.95 percent in 1977 to a current level of 5.4 percent. 14/ For workers
earning the maximum taxable wage, the effective tax increases have been
even greater because the maximum has increased more than 100 percent
over the same period, compared to a growth of about 50 percent in average
wage levels. Moreover, moving the already-scheduled 1985 and 1990 tax
increases to 1984 would represent a 15 percent increase in the Social
Security taxes each worker would pay, and would reduce the take-home pay
of workers, who have already experienced a decline in real earnings in
recent years because of high inflation. In light of this effect, some
observers have advocated providing income tax credits to offset some or all
of the payroll tax increase. Such a tax credit would lessen or eliminate the

12, Total Sccial Security tax rates--including the HI tax--are now 6.7
percent each for employers and employees, and are scheduled to rise
to 7.05 percent in 1985, 7.15 percent in 1986, and 7.65 percent in 1990.
The 1986 increase is to be allocated to the HI fund.

13. These estimates do not include possible offsetting reductions in
income tax receipts which could occur as a result of slower wage
growth or reduced profits.

14.  Moreover, the HI tax rate increased from 0.9 percent to 1.3 percent
over the same period, so that the total has gone from 5.85 percent to
6.7 percent, a total increase of 0.85 percentage points, or 4.5
percent.
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effect of payroll tax increases on the deficit, however, and would essentially
represent a form of general revenue financing.

Payroll tax increases may also have adverse effects on the per-
formance of the economy. Economists generally agree that the ultimate
burden of the payroll tax is borne either by workers (through lower real
wages or slower wage growth) or by consumers (through higher prices),
although businesses and the owners of capital may suffer reduced profits in
the short run because they may be unable to adjust prices or wages quickly.
Payroll tax rate increases may, therefore, raise the cost of labor in the
short run and adversely affect employment or increase inflation. In
addition, to the extent that payroll tax increases reduce real wages and
increase prices, they may reduce consumption and the demand for goods and
services. This is a matter of special concern now, when the rate of growth
in the economy is already low.

!

Changes Affecting the Long-Range Financing Problem

Some OASDI changes primarily designed to address the projected long-
range financing problem could also help to improve the financial status of
the trust funds in the near term. As discussed earlier, most long-run options
that would significantly reduce the benefits promised under current law
include provisions for a gradual phase-in to allow workers and beneficiaries
time to adjust their plans. Most proposals to raise the age of eligibility for
retirement benefits, for example, are designed to be phased in after 1989.
Even allowing for some phase-in, however, options such as changes in the
benefit formula that would reduce initial benefits could produce some near-
term savings. 15/

Change Benefit Formula. The benefit formula could be altered to
reduce initial benefits for all workers becoming eligible in the future, which
would slow the growth in outlays. This could be done, for example, by
slowing the adjustments for wage growth in the components of the benefit
formula known as "bend points." For persons first becoming eligible for
benefits in 1983, a worker's basic benefit--referred to as the Primary
Insurance Amount (PIA)--is computed under the following formula: 90 per-
cent of the first $254 of the worker's Average Indexed Monthly Earnings
(AIME), plus 32 percent of the next $1,274 of AIME, plus 15 percent of the

15. For analysis of long-run financing options, see Congressional Budget
Office, Financing Social Security: Options for the Long Run
(November 1982). ' '
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AIME in excess of $1,528. 16/ Under current law, the formula's bend
points--$254 and $1,528--are increased each year by the increase in average
earnings in the economy. If these bend points were increased more slowly
than wages--say, by 75 percent of annual wage increases--the savings in
Social Security outlays would amount to about $1.2 billion for the 1984-1988
period. Such a proposal would also yield considerable long-run savings.

Under this proposal, the benefit formula would change so gradually
that benefits for future retirees would not be lower in real terms--under
current economic assumptions--than those received by workers now retiring.
The gradual reduction in benefits would also give future beneficiaries some
time to adjust to the change. On the other hand, this proposal would result
in a further reduction in the rate of return on contributions for future
retirees who, under current law, will already receive lower returns than
current retirees. Moreover, this type of benefit reduction would increase
the likelihood that the rate of return to high-wage workers would fall below
what they could obtain in private markets.

Lengthen the Computation Period by Three Years. A second way to
reduce initial retirement benefits for most retirees would be to change the
number of years included in the benefit computation formula. As mentioned
above, Social Security retirement benefits are based on workers' AIME. The
number of years that currently must be included in the benefit computation
formula is determined in part by the year in which the worker reaches age
62. 17/ The option discussed here would add three years to the AIME
computation period, bringing it to the year in which the worker reaches age
65. Lengthening the averaging period would generally lower benefits,
particularly for early retirees, by requiring more years of low earnings to be
factored into the benefit computation. This proposal, applied to persons
turning 62 after December 31, 1983, would save $1.6 billion during the next
five years.

Some would support such a change on the ground that the number of
years included in the calculation of AIME should be based on the age of

16. AIME is an adjusted measure of average monthly earnings over most of
a worker's years of covered employment.

17. Specifically, the length of the computation period is five years less
than the number of years after 1950 or attainment of age 21,
whichever is later, and before the worker reaches age 62, dies, or
becomes disabled. Wages earned after a worker reaches age 62 may
replace earnings from earlier years if this increases the benefit
received. The averaging period for a worker turning age 62 in 1983 is
27 years, and will reach 35 years for those attaining age 62 after 1990.
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eligibility for full benefits, not for reduced early-retirement benefits.
Moreover, the longer averaging period--which would generally affect those
retiring before age 65 the most--would reduce incentives for early retire-
ment. On the other hand, because many beneficiaries elect early retirement
for reasons such as poor health or joblessness, a longer computation period
could reduce benefits for those recipients who are least able to continue
working. Other workers who could be disproportionately affected include
those who stop or interrupt their careers--for example women who remain
at home to raise children.

TARGETED REDUCTION STRATEGIES

Social Security benefit reductions and revenue increases could also be
focused on smaller groups of beneficiaries or workers. In order to achieve
the same net effect on the trust funds and the budget as across-the-board
strategies, such targeted changes would need to have much larger impacts
on the affected individuals. 18/ On the other hand, such changes might be
desirable for other reasons--improving work incentives for older workers,
focusing benefit reductions on those less in need, or providing more uniform
tax treatment under either the Social Security payroll tax or the federal
personal income tax, for example. Even if all the options discussed below
were combined, however, the aggregate savings would not be sufficient to
ensure solvency for the trust funds.

Benefit Reductions

Benefit reductions that would affect specific groups of beneficiaries
include: )

o Eliminating benefits for children of early retirees;

o Applying the same limit on maximum family benefits for OASI
beneficiaries as is used for families receiving DI; and

o Increasing the waiting period for DI benefits by one month--that
is, to six months.

18. Some types of reductions might generate savings for Social Security,
but much smaller savings for the overall budget as a result of
increased spending for means-tested programs such as Supplemental
Security Income, veterans' pensions, and food stamps. In such cases,
participants in several programs would not necessarily be greatly
affected by the Social Security cuts.
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Eliminate Benefits for Children of Early Retirees. As long as a child
of a retired worker is unmarried and under age 18, that child is eligible for a
Social Security benefit equal to one-half of the basic benefit, subject to a
dollar limit on the maximum amount received by any one family. 19/ If such
benefits were eliminated for the children of retirees aged 62 through 64, the

savings would total about $1.6 billion over the next five years (see Table
III‘B).

TABLE III-3. IMPACT ON THE SOCIAL SECURITY TRUST FUNDS
OF TARGETED STRATEGIES TO REDUCE SOCIAL
SECURITY BENEFITS a/ (In billions of dollars)

Cumulative
Five-Year
Options 1984 1985 1986 1987 1988 Savings
Eliminate Benefits
for Children of Early
Retirees . b/ 0.2 0.3 0.5 0.6 1.6
Tighten the Limit on
Family Benefits for _
OASI Beneficiaries 0.1 0.2 0.4 0.6 0.8 2.1
Increase the Waiting
Period for DI Benefits
to Six Months 0.2 0.2 0.2 0.2 0.2 1.0

a. The impact of these options on the federal budget deficit may be
somewhat smaller than the trust fund effects shown here, due to
offsetting increases in spending for other federal programs or
reductions in federal tax receipts. For the options that would reduce
spending, only the effects on outlays are shown in this table, because
changes in budget authority (which includes interest) are uncertain
when trust fund balances are negative and declining.

b.  Less than $50 million.

19. Benefits for post-secondary school students between the ages of 18
and 22 are currently being phased out.
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This option might encourage some workers to stay in the labor force
longer, since the younger workers are, the more likely they are to have
children under 18 years of age; thus, under current law some workers under
age 65 may be encouraged to retire early, while their children are still
eligible for benefits. 20/ On the other hand, some families in which the
parent was unable to continue working would receive lower benefits.

Tighten the Limit on Family Benefits for OASI Recipients. The
current limits on maximum family benefits are stricter for DI beneficiary
families than for OASI families. Under current law, the maximum DI family
benefit equals the lesser of 85 percent of the worker's AIME (but not less
than 100 percent of the PIA) or 150 percent of the PIA, whereas the OASI
maximum ranges from 150 percent to 188 percent of the worker's
PIA. 21/ If the DI limit were applied to all newly eligible OASI benefici-
aries beginning in 1984, the 1984-1988 savings would total about $2.1 billion.

Besides eliminating the present difference between the two programs
and reducing OASI outlays, this option could also increase work effort by
lowering benefits relative to earnings. Under current law, some OASI
beneficiary families receive benefits that exceed pre-retirement after-tax
earnings. On the other hand, the change would reduce benefits more for
families with low basic benefits than for those with higher benefits--that is,
it would make the system less progressive. In addition, in a period of high
unemployment, little additional work effort among older workers is likely to
occur.

Increase the Waiting Period for DI Benefits to Six Months. Disabled
workers are required to be continuously disabled for five months before they
are eligible for Social Security disability benefits. If the waiting period
were increased to six months--the length before 1972--for workers becoming
eligible after 1983 the five-year savings would amount to $1.0 billion.

20. In many cases this proposal would produce only a small reduction in
benefits because of the family maximum benefit provision, which
limits benefits payable from one earnings record to 150 percent to 188
percent of the worker's basic benefit. Thus, the increase in a
household's total benefits attributable to the presence of eligible
children would often be quite limited, and the work disincentive
effects of these benefits might not be large.

2l. More specifically, the OASI maximum family benefit in 1983 is
computed under the following formula: 150 percent of the first $324
of PIA, plus 272 percent of the PIA over $324 through $468, plus 134
percent of the PIA over $468 through $610, plus 175 percent of the
PIA over $610.
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This change would make DI eligibility rules conform to other Social
Security provisions, as well as to many private disability plans. The Social
Security Amendments of 1981, for example, required that the Social
Security payroll tax be applied to the first six months of sick pay. A
lengthening of the waiting period might also discourage some potential DI
recipients from applying for benefits, although this impact would probably
be very small. On the other hand, lengthening the waiting period would deny
one month of benefits to all new DI beneficiaries, some of whom would have
little income from other sources and high medical expenses.

Revenue Increases

Tax measures could also be targeted on portions of the beneficiary or
working populations. Options analyzed here include:

o Taxing 50 percent of Social Security benefits for families with
total incomes above $12,000 (individuals) and $18,000 (couples);
and

o Increasing the self-employed tax rate to the combined employer-
employee rate and allowing half of the payroll tax to be deducted
as a business expense.

Tax 50 Percent of OASDI Benefits for Families with Total Incomes
Above 512,000 (Individuals) and $18,000 (Couples). One way to generate new
federal revenues would be to subject a portion of Social Security benefits to
the personal income tax, as is done for Unemployment Insurance (UI)
benefits received by those with incomes over certain limits. Under the
proposal examined here, 50 percent of those benefits that, in combination
with other income, result in total family incomes exceeding $12,000 for
individuals and $18,000 for couples would be included as income for income
tax purposes. 22/ This option would produce an estimated $29.7 billion in
federal revenues during the 1984-1988 period (see Table IlI-4). If these
receipts were channeled into the trust funds, their financial status would be
improved by an equal amount.

22. This is the same tax treatment as that accorded UI benefits, except
that all of Ul benefits, rather than half, are included as income for
those with incomes substantially over the thresholds. For those with
incomes near the thresholds, the proportion of benefits that is subject
to income taxes is graduated from 50 to 100 percent, depending on
how far the family is above the income limits.
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TABLE III-4. REVENUE GAINS FROM TARGETED STRATEGIES TO
INCREASE SOCIAL SECURITY TAXES (In billions -
of dollars)

Cumulative
Five-Year
Options 1984 1985 1986 1987 1988 Increase

Tax 50 Percent of OASDI
Benefits for Families with
Total Incomes Above
$12,000 (Individuals)/
$18,000 (Couples)

Trust fund revenues i.
Unified budget revenues 1
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The current practice of excluding Social Security benefits from
taxation is not based on specific legislation, but rather on a 1941 Internal
Revenue Service ruling that they are in the nature of welfare payments. In
1941, most recipients were classified as poor. Although many beneficiaries
are still poor--about 15 percent of the elderly have incomes below the
poverty line--most recipients are not. Moreover, the income limits in this
proposal would protect even those well above the poverty line from any
increases in income tax liabilities.

Taxation of Social Security benefits would reduce the differences in
treatment between Social Security benefits and other pensions and would be
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similar to an income-targeted benefit cut. 23/ In addition, it would remove
the incentive to retire early that results because the tax-exempt nature of
Social Security benefits raises the value of benefits relative to earnings.
Taxing benefits could also reduce differences in the return received on their
contributions by those in different generations. Current Social Security
recipients generally receive benefits well in excess of their past
contributions. If this excess of benefits over contributions is reduced, lower
tax payments will be needed from the present generation of workers.

On the other hand, beneficiaries who had earnings at or near the
maximum taxable level would be more likely than others to have other
sources of retirement income and thus to be affected by this proposal, which
would further reduce rates of return on contributions received by such
workers. In addition, if revenues were channeled to the trust funds, this
type of proposal might also be seen as a form of general-revenue financing
for Social Security, which some oppose. They believe that this approach
would set a precedent for increasing general revenue support in the future
and would lessen the fiscal discipline imposed by payroll tax financing. They
also point out that the taxes on UI benefits are not returned to that
program's trust fund, and thus it would not be parallel treatment to increase
Social Security revenues in this manner.

Increase the Self-Employed Tax Rate to the Combined Employer-
Employee Rate and Allow 50 Percent of Payroll Tax to Be Deducted. The
OASDI tax rate that applies to self-employment earnings is roughly 75
percent of the combined employer-employee rate. Increasing the self-
employed rate to the total applied to the earnings of wage and salary
workers would raise an additional $0.9 billion in OASDI revenue in 1984, and
$12.9 billion for the 1984-1988 period. If, at the same time, one-half of the
tax payments of the self-employed were made deductible for income tax
purposes, unified budget revenues would increase by a net amount of $0.4
billion in 1984 and $6.2 billion over the next five years.

23. For example, a 1983 retiree aged 65 who always earned the maximum
earnings under Social Security would receive approximately $8,700 in
Social Security benefits in 1983 and, if there were no other sources of
income, would pay no income taxes. On the other hand, if this amount
were the benefit paid under another pension plan--such as Civil
Service Retirement--and the employee contributions had already been
exceeded, the individual's income tax liability for 1983 would amount
to about $640, assuming the standard deduction was used.
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The combination of these two changes in tax law would result in a uni-
form treatment of all earnings for both Social Security and income tax
purposes, regardless of whether they were those of the self-employed or of
wage-and-salary workers. On the other hand, this proposal would increase
total tax liabilities--that is, Social Security taxes and personal income
taxes--for most self-employed individuals. Only the self-employed for
whom the entire payroll tax deduction would come from taxable income in
the 50 percent marginal tax bracket would be unaffected; the largest
increases in overall taxes would be paid by self-employed workers with the
lowest incomes. Moreover; this proposal essentially represents a general
revenue infusion, which some oppose.

Extend Social Security Coverage

A third type of targeted option that would generate additional
resources for Social Security--and, to a lesser extent, for the unified budget
--would be to extend Social Security coverage to some employment now not
covered under the system. Approximately 90 percent of all jobs in the
economy are covered under Social Security. Three major groups of workers,
however, could be added to the system:

o Federal civilian employees;
o State and local government employees; and
o Employees of nonprofit organizations. 24/

Extending Social Security coverage to these additional groups of
workers would also eventually cause them to receive higher Social Security
benefits, raising outlays as well as revenues in the long run. The arguments

for and against coverage differ by type of worker and are discussed
separately below.

Cover Federal Civilian Workers. If all new federal employees, as well
as those with fewer than five years of service, were covered by Social
Security beginning in 1984, OASDI trust fund income would be increased by
about $12.6 billion over the 1984-1988 period (see Table IlI-5). The federal
workers then covered under Social Security would also participate in a
revised Civil Service Retirement (CSR) plan that would supplement Social
Security. The impact of this option on unified budget revenues would
depend on the specific modifications enacted in the CSR system.

24. Of these three groups, 90 percent, 30 percent, and 20 percent,
respectively, are not now covered by Social Security.

32



TABLE IIi-5. REVENUE GAINS FROM EXTENDING SOCIAL
SECURITY COVERAGE (In billions of dollars)

Cumulative
Five-Year
Options 1984 1985 1986 1987 1988 Increase
Cover Federal Civilian
Workers with Fewer Than
Five Years of Service
Trust fund revenues 1.1 1.9 2.6 3.2 3.8 12.6
Unified budget
revenues a/ 0.6 1.0 1.3 1.6 1.9 6.4
Cover New State and
Local Government
Employees ;
Trust fund revenues 0.1 0.2 0.4 0.5 0.7 1.9

Unified budget revenues 0.1 0.2 0.4 0.5 0.7 1.9
Cover All Employees of
Nonprofit Organizations
Trust fund revenues 0.9 1.3 1.6 1.8 2.1 6.7
Unified budget revenues 0.9 1.3 1.6 1.8 2.1 6.7

a. Estimate is based on the assumption that the CSR contribution rate
would be unaffected, so new federal employees would pay both Social
Security taxes and CSR contributions. Alternatively, if the
supplementary pension plan paralleled most private plans by requiring
no employee contribution, reductions in the federal deficit would be
much smaller and would primarily consist of employers'-share pay-
ments from the Postal Service.
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Proponents of coverage for federal workers argue that approximately
three-quarters of all federal annuitants eventually receive Social Security
benefits, either on the basis of their own nonfederal earnings or as spouses
of Social Security beneficiaries. Also, career federal workers who spend a
relatively small proportion of their working lives in covered employment
receive higher rates of return on their Social Security contributions than
most workers, as a result of the progressive benefit formula that was
designed to help those with low lifetime earnings. If federal workers were
covered by Social Security, they would pay the same amount for their
benefits as other workers with similar total earnings. In addition, many
federal workers would receive better disability and survivor protection
under Social Security than under the present CSR system, especially those
who die or become disabled before accruing five years of federal
employment.

Extending Social Security coverage to federal employees would require
modification of the Civil Service Retirement system to reflect the Social
Security payroll tax and benefit structure, however (see Chapter VIII).
Depending on the changes in the CSR system, at least some career federal
workers would be likely to receive lower benefits than under current law.
The CSR system, for example, has a less stringent definition of disability
and earlier eligibility ages for retirement benefits than does the Social
Security system. 25/

Cover New State and Local Government Employees. Under current
law, state and local governments have the option of not participating in the
Social Security system and, as a result, about 30 percent of their employees
are not currently covered. Gradually bringing these jobs into Social Security
by covering new state and local employees would raise $1.9 billion in 1984-
1988 and would reduce the unified budget deficit by a like amount.

The advantages of this proposal for state and local workers are similar
to those for federal workers. In particular, Social Security coverage is
portable--that is, transfierable from job to job--and disability and survivors'
benefits are often better, particularly for younger workers.

On the other hand, imposing coverage of all new state and local gov-
ernment workers could encounter opposition on two grounds--constitutional
difficulties and state and local government costs. There is considerable
disagreement about whether the federal government can, under the
Constitution, require states to pay the employer share of the payroll tax. In

25. This is true not only of the CSR system. The requirements of
disability programs that are available through private employers are
generally less strict than those of the DI program.
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addition, the costs to these governments of paying both Social Security
contributions for current workers and retirement benefits for current
retirees--since many of these plans, too, are funded on a pay-as-you-go
basis--could be greater than the costs of their current systems. These
increased costs would be incurred at a time when many state and local
governments are in financial distress.

Cover All Employees of Nonprofit Organizations. Social Security
coverage of the employees of nonprofit organizations is now voluntary.
Mandatory coverage starting in 1984 would generate $6.7 billion in new trust
fund revenues during the next five years and an equal amount in total
federal revenues. The advantages for these employees would be the same as
for state and local workers--a benefit package that is portable, and in many
cases more generous than their current one.

~On the other hand, for many nonprofit employers, Social Security
coverage would represent a substantial increase in the costs of employment.
Since the reason that many of these organizations are not part of Social

Security is its cost, mandatory coverage might lead to some reduction in
employment.

RECOMMENDATIONS OF THE NATIONAL COMMISSION ON SOCIAL
SECURITY REFORM

In its final report, the National Commission on Social Security Reform
(NCSSR) recommended a set of proposals that, if enacted, would provide
additional trust fund revenues or decreased outlays that it estimated would
total $168 billion over calendar years 1983-1989. The recommended
financing package, therefore, would achieve the goal of $150 billion to $200
billion in additional resources that the NCSSR agreed was required to
provide adequate funding for the OASDI programs in the event that the
economy performs poorly. The proposals would do considerably less to
improve the outlook for federal budget deficits, however, because roughly
one-third of the $168 billion represents either transfers from the general
fund or amounts that would be offset by increases in spending for other
federal programs or by reduced tax revenues.

Certain recommendations, such as expanding the Board of Trustees,
removing the Social Security and Medicare trust funds from the unified
budget, and reallocating the tax rates between the OASI and DI funds,
address administrative or accounting concerns and would have no direct
impact on either Social Security financing or the overall federal deficit.
Other proposals, such as indexing benefits by the lesser of wage or price

&5




increases when trust fund balances are low, could have OASDI financing and
federal budget effects, but only under certain economic conditions that the
CBO does not currently project.

This section provides a brief analysis of the NCSSR's recommendations
and their implications for reducing federal budget deficits in the fiscal year
1984-1988 period. As such, the estimates cannot be directly compared to
the commission's, because the latter's estimates are on a calendar year basis
and extend through 1989. 26/

The commission recommendations that would have major short-term
impacts on the trust funds include:

o Delaying the COLA six months;

o Taxing OASDI benefits for higher-income recipients;
o Increasing payroll tax rates in 1984 and 1988;

o Increasing the tax rate for self-employed workers;

o Extending coverage to new federal workers and all employees of
non-profit organizations; and

o Crediting the trust funds for gratuitous military service wage
credits. :

Many of these proposals are variants of options discussed above.

Postpone the Cost-of-Living Adjustment

The NCSSR proposed that OASDI benefits be reduced by enactment of
a permanent six-month delay in the annual cost-of-living adjustment. Thus,
the annual COLA that currently affects the June benefit (received by
beneficiaries in July) would be reflected in the following December's check
(received in January) instead. The CBO estimates that this change in the

26. Moreover, the commission's report is not specific with regard to some
of its proposals--for example, the details of the phasing-in of benefit
taxation for those with incomes over the taxable thresholds are not
discussed. CBO's estimates may also differ from the commission's,

therefore, as a result of differences in assumptions regarding the
implementation of the proposals. '
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COLA would reduce OASDI payments by $24.1 billion over fiscal years 1983-
1988 (see Table III-6). At the same time, the commission proposed that the
SSI program be modified to allow beneficiaries receiving both SSI and Social
Security benefits to retain $30 more in total benefits each month to offset
the impact of the Social Security COLA delay. Consequently, the OASDI
savings would be offset by about $4.2 billion in increased spending for SSI
over the same period. In addition, the proposed change would increase
benefit payments in other programs, resulting in further reductions in the
budget savings of about $0.8 billion over the same period. 27/

Tax Social Security Benefits

The commission also recommended that one-half of OASDI benefits be
considered as taxable income for recipients with adjusted gross income (not
including OASDI benefits) of at least $20,000 if single, and $25,000 if
married and filing jointly. The resulting increase in federal revenues would
be credited to the OASDI trust funds.

As discussed earlier in this chapter, the current tax treatment of
OASDI income differs from that accorded other pensions. The commission's
proposal would move in the direction of comparability, but the income
thresholds, and the fact that only 50 percent of benefits (rather than the
excess of benefits over contributions) would be taxed, would continue some
preferential tax treatment of Social Security benefits. Although taxing
benefits would increase revenues rather than reduce outlays, many view the
proposed change as more closely approximating an income-targeted benefit
cut instead of a tax increase.

In recommending this tax treatment of benefits, the commission
acknowledged that its specific proposal would result in greatly different tax
liabilities for persons with incomes close to the thresholds, and it assumed
that this "notch" problem would be corrected in the legislative process.
Consequently, two illustrative tax treatments are considered here. The first
approximates the current practice for taxing UI benefits. More specifically,
if adjusted gross income plus 50 percent of OASDI benefits exceeded the
$20,000/$25,000 thresholds, then one dollar for each two dollars of the
excess would be added to adjusted gross income up to the limit of 50 percent

27. These estimates are based on the assumption that the S5I COLA would
not be delayed six months, since the commission did not specify any
change. Offsetting increases in SSI and other programs would be much
smaller if the SSI COLA were also delayed.
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TABLE IlI-6. ESTIMATED IMPACT OF THE NATIONAL COMMISSION'S PROPOSALS
ON OASDI TRUST FUNDS (In billions of dollars)

Total
1983 1984 1985 1986 1987 1988 1983-1988

Trust Fund Outlay Reductions

Delay COLA from July

to January 1.7 3.8 4.2 4.5 4.7 5.2 24.1

Miscellaneous

Benefit Provisions a/ 0 -0.1 -0.2 -0.3 -0.3 -0.4 -1.3
Total Outlay Reductions 1.7 3.7 4.0 4.3 4.4 4.8 22.8

Trust Fund Income Increases

Tax 50 Percent of

OASDI Benefits b/ 0 1.2 4.2 4.9 5.6 6.4 22.4
Increase Payroll

Tax Rate 0 6.4 2.3 0 0 10.3 19.0
Increase Self-Employed

Tax Rate 0 1.0 3.0 2.9 3.1 3.5 13.6
Extend Coverage ¢/ 0 1.0 1.9 2.5 3.2 4.3 12.9

Credit Trust Funds for

Military Wage Credits

and Reimbursement for

Uncashed Benefit

Checks 19.9 -0.3 -0.4 -0.4 -0.1 -0.1 18.6

Total Income Increases 19.9 9.4 11.1 9.9 11.8 24,5 86.6

Total Reductions in
Outlays and Increases

in Income 21.6 13.1 15.1 14.3  16.2 29.3  109.6

Estimated Increase in
Interest Income 0.3 2.9 4.4 5.8 6.8 8.3 28.5

Total Increase in
OASDI Trust Funds 21.9 16.0 14.5 20.0 23.0 37.6 138.1

NOTE: Preliminary CBO estimates. Components may not add to totals due to rounding.
Negative numbers indicate outlay increases or revenue reductions.

a. Provisions include increasing benefits for certain groups of widowed and divorced

persons, and decreasing benefits to persons with pensions from employment not
covered by Social Security.

b. Estimate assumes that taxes on OASDI benefits would be phased in the same way as
are taxes on Unemployment Insurance benefits.

c.  Estimate includes effect of prohibiting the withdrawal of state and local
governments from Social Security.



of all Social Security income. This formulation would eliminate the notch
and would yield roughly $22 billion in new revenues over the 1984-1988
period, but it would increase income tax liabilities for some taxpayers with
adjusted gross incomes below the threshold. 28/ This type of tax treatment
would increase tax liabilities for about 3.3 million tax-filing units.

An alternative treatment would limit the impact of the proposal to
only those with adjusted gross income (not including Social Security bene-
fits) at or above the $20,000/$25,000 thresholds. One possible plan would
add one dollar of benefits to taxable income for every two dollars of
adjusted gross income above the threshold, up to a maximum of 50 percent
of benefits. While this treatment would lessen the effects of the notch
somewhat, and would not affect any beneficiaries who now have taxable
incomes below the thresholds, it would also yield about 15 percent less in
new revenues than would a phase-in like that used in the UI program.

Increase Payroll Tax Revenues

Under the NCSSR's recommendations, payroll tax receipts would be
increased in three ways:

o Raising the payroll tax rate in 1984 and 1988;

o Raising the self-employed tax rate to the combined employer-
employee rate; and

o Extending coverage to newly hired federal civilian workers and all
employees of nonprofit organizations, effective January 1, 1984.

Each of these proposals would increase revenues for the OASDI trust funds
by more than for the federal budget, because of offsetting reductions in
income tax receipts, and because employer contributions by federal agencies
would not constitute new federal revenues.

Raise Payroll Tax Rates. The commission proposed raising OASDI
payroll tax rates for employers and employees in 1984 from 5.4 percent each

28. A retired couple with $22,000 of adjusted gross income and $8,400 in
OASDI benefits--roughly the average retired couples' benefit--would
pay some additional income taxes, for example. Because $22,000 plus
$4,200 (50 percent of OASDI income) exceeds the threshold, this
couple would add $600 (522,000 + $4,200 - $25,000 = $1,200; $1,200 x
0.5 = $600) to its taxable income.
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to 5.7 percent each (this increase would go into effect in 1985 under current
law), and to 6.06 for 1988 and 1989 (see Table Ili-7). 29/ In addition, for
1984 only, the commission recommended enacting a refundable income tax
credit for the employee's share only, which would equal the increase in
OASDI taxes over the current law level. Thus, while the 1984 increase in
payroll tax rates would increase Social Security revenues by $6.4 billion in
1984 and $2.3 in 1985, its impact on the federal budget deficit would be only
about half as large.

TABLE 1II-7. OASDI TAX RATES UNDER CURRENT LAW AND
UNDER COMMISSION RECOMMENDATIONS, 1984-1989
(In percents)

Employers and

Employees, Each Self-Employed
Current Commission Current Commission
Law Proposal Law Proposal
1984 5.4 5.7 8.05 11.4
1985 5.7 5.7 8.55 11.4
1986 5.7 5.7 8.55 11.4
1987 5.7 5.7 8.55 11.4
1988 5.7 6.06 8.55 12.12
1989 5.7 6.06 8.55 12.12

Raise the Self-Employed Tax Rate to the Combined Employer-
Employee Rate. The commission recommended that the self-employed be
required to pay the combined employer-employee rate, but that one-half of
the tax be allowed as a deductible business expense--a proposal identical to
the option described earlier in this chapter. The estimated revenue increase
presented here is slightly higher--$1.0 in 1984--than that shown earlier,
however, because of the increases in tax rates recommended by the
commission (see Table I11-7).

29. The tax rate increases to 6.2 percent in 1990 under current law.
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Cover New Federal Workers and All Employees of Nonprofit Organi-
zations. Extending Social Security coverage to new federal workers and all
employees of nonprofit organizations would, when combined with the
proposed tax rate increase, yield $12.9 billion in increased trust fund
revenues over the 1984-1988 period. This proposal, which is similar to
options discussed earlier in this chapter, would raise about $12.7 billion in
new federal revenues over the same period. 30/

Other Recommendations Affecting OASDI Financing

A credit to the OASDI trust funds of $19.1 billion in 1983 was also
proposed by the commission to compensate for gratuitous military service
wage credits granted before 1983. The proposed lump-sum payment from
the general fund would also include a reimbursement for Social Security
checks--50.8 billion--that have been issued but never redeemed. This
transfer would provide the trust funds with additional resources when they
most need them, but would have no impact on the federal deficit.

The commission also recommended a number of relatively small pro-
gram changes that would have limited impacts both on Social Security
financing and on the budget. 31/ For example, proposed increases in the
benefits of certain types of recipients such as divorced spouses and disabled,
widowed persons--predominantly women--would increase outlays by approxi-
mately one billion dollars over the next five years. On the other hand, the
commission agreed that the benefits received by persons who are career

workers in noncovered employment should be reduced, a change that would
lower costs slightly.

30. The estimate of the increase in federal revenues under this proposal
includes the effects of extending the HI tax to employees of non-profit
organizations, and also assumes that new federal employees would
continue to make a 7 percent CSR contribution. The new revenues
would be much lower, if, like most private pension plans, the
supplementary CSR pension plan for new employees required a smaller
employee contribution, or even no contribution.

31. Some recommendations, if enacted, could affect Social Security
financing under some circumstances, but the CBO does not estimate
any savings at this time. These include proposed changes in trust fund
investment practices, and indexing benefits by the lower of wage
increases or price increases, if trust fund balances are low.
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Finally, the commission called for a reallocation of the total OASDI
tax rate between the two funds to apportion the revenues more closely to
the requirements of each fund. In addition, authority for OASDI to borrow
from HI would be extended through 1987, but HI would not be allowed to
borrow from the OASDI funds. 32/

Overall Effect of the Commission's Proposals
on the Trust Funds and the Budget

As indicated in Table III-6, the CBO estimates that the commission's
proposals would provide an additional $138 billion to the OASDI trust funds
(including additional interest income on higher trust fund balances) over the
1983-1988 period. Thus, the commission's recommendations would yield
about $67 billion more over the period than the CBO estimates would be
required to maintain a minimum start-of-year balance of 12 percent,
provided the economy's performance is not worse than currently forecast.

Table III-8 presents a comparison of the CBO estimates of OASDI trust
fund ratios--start-of-year balances as a percent of annual outlays--over the
1983-1988 period under current law and wunder the commission's
recommendations. In contrast to the current-law estimates, under which
trust fund reserves are seen to decline steadily, the estimated effects of the
commission's package show both OASDI and OASDI-HI balances starting to
rise beginning in 1986. By the beginning of 1988, OASDI trust fund balances
would reach 28.6 percent of annual outlays, thus providing the trust funds
some margin for safety against adverse economic conditions. The estimates
also indicate that these changes would not provide a large cushion in the
next few years, however, which could result in further problems if the
economic recovery is weaker, or occurs more slowly, than is now projected.

The impact of the commission's proposals on the overall budget deficit
would be somewhat smaller than the effects on the trust funds (see Table
I1I-9). Federal deficits for the 1984-1988 period would be reduced by a total
of about $75 billion. The deficit-reducing effect of the proposals would
increase each year, with the reductions ranging from $8.8 billion in 1985 to
$26.5 billion in 1988. The proposed deficit reductions would be relatively
small when compared to the overall deficit, however--amounting to only
about 10 percent of the projected 1988 deficit, for example.

32.  Authority for the OASI trust fund to borrow from the DI and HI trust
funds was granted by the 97th Congress but expired in December 1982.
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TABLE III-8. OASDI AND OASDI-HI START-OF-YEAR BALANCES
AS A PERCENT OF ANNUAL OUTLAYS UNDER
CURRENT LAW AND COMMISSION PROPOSALS

1984 1985 1986 1987 1988
Current Law
OASDI 7.3 -2.6 -8.3 -11.6 -14.3
OASDI-HI 10.2 1.9 -3.2 -6.7 -11.1
Commission
Recommendations ,
OASDI 19.6 17.1 19.7 23.7 28.6
OASDI-HI 20.1 17.7 18.9 20.8 21.9

Removing the Social Security and Medicare Trust
Funds from the Unified Budget

A majority of the NCSSR supported a recommendation to remove the
OASI], DI, HI, and Supplementary Medical Insurance trust funds from the
unified budget. Proponents of this change argue that, since Social Security
is supported by earmarked taxes, it should not be considered as part of the
overall federal budget process. On the other hand, enactment of this
proposal would do nothing to change either the financial status of the trust
funds or the overall size and economic impact of the federal government.
Further, it would complicate budget accounting and would force analysts
and policymakers to add these programs back into the budget totals when
examining the size and impact of the total federal government.

Under current policy projections, the four Social Security trust funds
will contribute to the unified budget deficit during the 1984-1988 period. If
Social Security and Medicare were administered by "off-budget" agencies,
the remaining budget would have deficits that ranged from $9 billion to $17

billion lower, because the excess of outlays over revenues for the trust funds
would no longer be included.

In contrast, if the commission's proposals were enacted, OASDI trust
fund revenues would exceed outlays throughout this period, so that moving
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TABLE III-9.

ESTIMATED IMPACT OF THE NATIONAL COMMISSION'S PROPOSALS
ON UNIFIED BUDGET DEFICIT (In billions of dollars)

Total
1983 1984 1985 1986 1987 1988 1983-1988
Outlay Reductions
Delay COLA from July
to January a/ 1.4 3.0 3.3 3.8 4.0 4.4 19.9
Miscellaneous
Benefit Provisions 0 -0.1 -0.2 -0.3 -0.3 -0.4 -1.3
Total Outlay Reductions 1.4 2.9 3.1 3.5 3.7 4.0 18.6
Revenue Increases
Tax 50 Percent of
OASDI Benefits b/ 0 1.2 4.2 4.9 5.6 6.4 22.4
Increase Payroll
Tax Rate with
Refundable Tax
Credit ¢/ 0 6.5 -2.0 0 0 10.3 14.8
Increase Self-Employed
Tax Rate with 50
Percent to be
Deductible 0 0.5 1.5 1.4 1.5 1.7 6.6
Extend Coverage d/ 0 1.2 2.0 2.5 3.0 4.0 12.7
Total Revenue Increases 0 9.4 5.7 8.8 10.1 22.5 56.5
Total Reductions in
Unified Budget Deficit 1.4 12.3 8.8 12.3  13.8 26.5 75.1

NOTE:

Preliminary CBO estimates. Components may not add to totals due to rounding.
Negative numbers indicate outlay increases or revenue reductions.

a. Estimate includes increased SSI outlays resulting from the $30 increase in the
amount of OASDI benefits not counted when determining SSI benefits, as well as
increased outlays in other programs.

b. Estimate is based on a tax treatment similar to that used for Unemployment

Insurance benefits.

C. Estimate also includes increased Railroad Retirement taxes.

d. Estimate includes effect of prohibiting the withdrawal of state and local
governments from Social Security, and HI taxes for newly covered workers.



Social Security off budget could actually increase the deficit in the
programs that remained on budget. Under either current law or the
commission's plan, however, the deficit for the entire federal government--
as opposed to the on-budget portion--would be unaffected by this proposal.

CONCLUDING COMMENTS

The Social Security system faces major financing problems in both the
short and the long run, and some changes are imperative within the next
year if benefits are to be paid in a timely fashion. Options that would
improve Social Security trust fund balances would often, but not always,
reduce the federal budget deficit as well. In particular, general revenue
financing for some portion of Social Security benefits would improve trust
fund balances, but it would leave the federal deficit unchanged. Other
options, such as coverage of federal employees, would have varying effects
on the trust funds and on the federal budget. (The budgetary impact of this
option would depend on the modifications made in the Civil Service
Retirement system.) In general, across-the-board options such as COLA
reductions or payroll tax increases would do most to reduce the budget
deficit while improving the short-run financial outlook for the trust funds.
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CHAPTER 1IV. MEDICARE AND MEDICAID

Outlays for Medicare and Medicaid are projected to grow faster than
the budget as a whole in coming years. The major pressure forcing up
outlays is the rising cost of medical care. Until some way is found of
containing medical care costs, these programs will continue to experience
serious financing problems.

Medicare provides health insurance for 26 million persons aged 65 and
over and nearly 3 million disabled persons. It consists of two programs--the
payroll-tax-financed Hospital Insurance (HI) program and the voluntary
Supplementary Medical Insurance (SMI) program that pays for physician
services. The latter is financed by premiums (about one-quarter) and an
appropriation from general revenues (about three-quarters). 1/

The Medicaid program provides matching funds to states to finance
medical care for low-income persons who are in families with dependent
children, or who are aged, blind, or disabled. 2/ Medicaid coverage varies by
state, but always includes a broader array of services than Medicare. At
present, 44 percent of its expenditures go for nursing home care and home
health services.

BUDGET HISTORY AND PROJECTIONS

Both programs grew very rapidly throughout the 1970s and up to the
present, although growth in Medicaid has slowed somewhat of late, princi-
pally because of program cuts by both federal and state governments.

1. Except for payment of a deductible equal to one day's hospitalization--
$304 at present--Medicare covers in full the first 60 days of hospitali-
zation for a spell of illness. Significant coinsurance is required for
longer stays. Limited skilled nursing facility and home health services
are also covered, focused on recuperation from acute illness. After a
$75 annual deductible, Medicare pays 80 percent of allowed charges
for medical and health-related services and supplies, including pay-
ments to physicians and hospital outpatient facilities.

2. The federal share is based on state per capita income. In 1983, it will
vary from 48 percent to 75 percent, with an average of 54 percent.
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“Growth in both programs is expected to moderate somewhat over the next
few years as a result of budget cuts and other factors, but outlays will
nevertheless grow significantly faster than the budget as a whole and cause
serious financing problems for Medicare.

TABLE IV-1. FEDERAL OUTLAYS FOR MEDICARE AND MEDICAID
(In billions of dollars)

Actual Estimated Baseline Projection
Major Program 1980 1982 1983 1984 1985 1986 1987 1948
Medicare 35.0 50.4 57.1  65.4 74.0 85.2 98.7 1l2.1

Hospital Insurance 24.3  34.9 38.9 44,3 49.7 57.3 66.4 74.7
Supplementary
Medical Insurance 10.7 15.6 18.2  21.1 24.3 27.9 32.3 37.3

Medicaid 14.0  17.4 19.4 21.3 24.1 26.2 28.7 3l.4

Recent History, 1980-1982

Rapidly rising Medicare outlays continued during the 1980-1982 period,
but growth in Medicaid slowed somewhat. Outlays for Medicare increased
at an annual rate of 20.0 percent during this period, compared with a rate of
12.2 for the budget as a whole (see Table IV-1). Rapid increases in the cost
of medical care were the principal cause, with growth in the eligible
population and its aging explaining only two percentage points of the
Medicare increase. Medicare outlays would have been even higher if not for

program reductions enacted as part of the Omnibus Budget Reconciliation
Act of 1981. 3/

3. These included an increase in the deductible amounts in both the
hospital and the physician parts of the program, a tightening of the
limits on per diem reimbursements of hospitals for routine costs, and
a reduction in the size of extra payments intended to offset the
presumed higher nursing costs of Medicare patients (known as the
nursing differential). These changes caused 1982 outlays to be about 1
percent lower than they would otherwise have been.
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In contrast, outlays for Medicaid increased at an annual rate of only
11.6 percent during the period. While Medicaid faced the same rapid
increases in the cost of medical care that Medicare did, other factors
worked to reduce outlays, especially in 1982,

Federal budget cuts were perhaps the most important reason for
slower Medicaid growth. Medicaid program changes made as part of the
1981 Reconciliation Act caused outlays to be 5 percent lower in 1982 than
they would otherwise have been. The major cut was a 3 percent reduction
in federal grants in 1982 from the amount otherwise payable (4 percent in
1983 and 4.5 percent in 1984), with provision for partial restoration in
states meeting certain criteria. 4/ In addition, states were allowed substan-
tially more discretion in the areas of hospital reimbursement and coverage
of persons who qualify for Medicaid only when medical bills are subtracted
from income (the medically needy). Changes in Aid to Families with
Dependent Children (AFDC) in the 1981 act also reduced Medicaid outlays
by reducing the number of persons automatically eligible for Medicaid.

In addition, state budget crises played a role in slowing growth in
Medicaid. States have significant discretion in the areas of eligibility,
benefits, and reimbursement, and numerous cuts were made in these areas
at state initiative.

The Current Situation

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) made
additional cuts in Medicare and Medicaid, though in contrast to the previous
year's law the new cuts were concentrated on Medicare. Medicare cuts will
save $11.3 billion over the 1983-1985 period--or 5.4 percent of what outlays
would have been. Since only $1.5 billion of the savings will be realized in
1983, however, outlays are estimated to increase 14.7 percent over 1982. 5/
Med1ca1d cuts were much smaller, totaling $1.0 billion--or 1.5 percent--over
the three-year period.

4.  The criteria are high unemployment, effective hospital cost control
programs, documented fraud and abuse reductions, or very low rates of
increase in Medicaid spending.

5.  These figures exclude accounting savings from a temporary delay in
Medicare's interim payments to some hospitals. In addition, they
exclude the impact of the increase in SMI premiums, which changes
the financing of that program but does not diminish program spending.
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Most of the Medicare reductions were in reimbursements to hospitals.
A major step was taken toward changing the reimbursement system from a
retrospective cost-based one to a prospective one. 6/ Targets for rates of
growth in costs per admission from 1982 levels were established for 1983,
1984, and 1985, with bonuses to be paid to hospitals below their targets and
penalties for hospitals above their targets. In addition, limits on routine
costs were replaced by limits on total operating costs per admission. Outlay
reductions from this and other hospital reimbursement changes will amount
to $8.5 billion over the 1983-1985 period.

Some of the other program changes in Medicare included in TEFRA
also reflect significant changes in policy. Medicare benefits were made
secondary to employment-based private insurance for employed beneficia-
ries aged 65-69. Reimbursement for radiologists and pathologists was
reduced from 100 percent of reasonable charges to 80 percent. Premiums
for SMI were increased, and federal employees were required to pay the HI
tax. Outlay reductions and revenue increases from Medicare changes other
than hospital reimbursement will total $6.4 billion over 1983-1985.

Few program changes were enacted in Medicaid during 1982. State
options to require copayments by recipients were expanded, and states were
given the option to place liens on the homes of institutionalized recipients
so that benefits could be repaid if a recipient died while institutionalized.
Medicaid savings from TEFRA are expected to amount to $0.9 billion over
1983-1985.

Baseline Projections, 1984-1988

Despite the program cuts enacted in 1981 and 1982, Medicare outlays
are projected to grow rapidly during the 1984-1988 period, principally
because of rising medical care costs. The average rate of increase is
projected to be 14.4 percent per year. 7/

6. Under prospective reimbursement, the rate of payment is set in
advance and not based on an individual hospital's actual costs for that
year, thereby requiring hospitals to share the risk of increasing costs.

7. The baseline projection assumes that the limits on hospital reimburse-
ment increases (the source of an important part of the reimbursement
savings) expire after 1985 and are not renewed. But extension of the
targets or substitution of a prospective payment system are distinct
possibilities. How stringent any extension or substitute would be, with
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Rising baseline outlays for Medicare are a problem both for the size of
the budget deficit and for the solvency of the HI trust fund. Under the
projections, Medicare will constitute 10.0 percent of the budget by 1988 and
the HI trust fund will be exhausted by late 1987. 8/ Unlike the financing
problems of the other Social Security trust funds, however, HI deficits are
not temporary but grow rapidly. By 1995, annual outlays will exceed payroll
tax revenues by about two-thirds. Very large reductions in outlays or
increases in revenues to the trust fund, or a combination of both, will be
required to maintain solvency.

Medicaid outlays are also expected to increase more rapidly than
federal spending as a whole, but at a slower rate than Medicare. From 1983
through 1988, a 10.0 percent annual rate is projected. A slight decline in
the AFDC population, further state-level program changes in response to
increased flexibility provided in the 1981 Reconciliation Act and TEFRA,
and continuing state fiscal pressures are behind the projection of more
moderate growth rates.

DEFICIT REDUCTION STRATEGIES

Two broad budget reduction strategies are available in Medicare and
Medicaid. One would involve a continuation of the strategy employed thus
far--changes in the programs' benefit structure and methods by which
providers are reimbursed. The second strategy would involve legislation
aimed at the medical care system as a whole. Since general medical care
cost increases are the major source of increases in outlays in these
programs, policies to slow them may be the only long-term option to reduce
federal outlays without substantially reducing benefits.

its corresponding budget implications, is impossible to predict. A
critical factor will be the degree to which hospitals reduce costs in
response to the Medicare reimbursement incentives. Cost reductions
by hospitals during this period would create opportunities for addi-
tional reimbursement reductions in the future.

8. If the reimbursement changes included in TEFRA were extended, so
that the 1985 level of savings as a percentage of hospital outlays was
maintained, HI's projected insolvency would be postponed by about one
year.
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PROGRAM CHANGES

Most of the specific program changes discussed below are in Medicare.
Given the Congress's 1981 decision to have the states take the initiative in
reducing Medicaid costs through increased financial incentives and greater
flexibility to make program changes, and the lack of financial resources
available to the population served, few options other than additional
transfers of responsibility to the states have the potential to reduce federal
outlays further without sacrificing Medicaid's goal of improved access to
medical care by the poor. The Medicare program changes discussed are
grouped as follows:

o Increased beneficiary cost sharing,
o  Prospective reimbursement for hospitals, and

o Changes in physician reimbursement.

Increase Beneficiary Cost-Sharing

Changing the structure of Medicare benefits to increase cost-sharing
by beneficiaries represents one major option to reduce outlays. Greater
cost-sharing could achieve savings in two ways: directly, as a result of
increasing the financial responsibility of beneficiaries for medical costs; and
indirectly, by discouraging the use of health care services.

The benefit structure of Medicare could be changed in a number of
ways to increase cost-sharing by beneficiaries. Some of these ways would
involve patient liability for some portion of each medical event. For
example, coinsurance (a percentage of the charge) or copayments (a set
dollar amount per event) could be assessed against days in the hospital.
Finally, payment of premiums for health coverage might also be considered
a form of cost-sharing.

Another change that could be implemented in conjunction with greater
cost-sharing would be an upper bound on the amount of Medicare out-of-
pocket liability that any one beneficiary would be required to pay. To the
extent that such changes would provide catastrophic protection to bene-
ficiaries, the latter might be better able to absorb modest increases in
yearly medical costs.

A limit on Medicare out-of-pocket expenses set high enough to avoid

actually increasing outlays, however, might not provide sufficient relief for
moderate-income Medicare enrollees. Although elderly and disabled persons
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with the lowest incomes may receive aid through Medicaid, coverage is not
universal for all persons with low incomes, and those at slightly higher
income levels are largely ineligible. For example, a $3,000 limit on
Medicare out-of-pocket expenses would likely be considered too high for
someone with $8,000 of income and a high probability of expenses for
uncovered services such as drugs. One way to limit the conflict between
burdens on low- and moderate-income enrollees and Medicare outlay savings
would be to vary the cap on out-of-pocket costs by income.

Expand Hospital Coinsurance. Under current provisions of the Medi-
care Hospital Insurance program, patients pay a deductible equal to the
average cost of one day's hospitalization--$304 in 1983. Medicare beneficia-
ries pay coinsurance charges (generally 25 percent) only after 60 days of
hospitalization for a particular spell of illness. Consequently, only about 0.6
percent of enrollees pay hospital coinsurance in any year.

In addition to the first-day deductible, beneficiaries could be required
to pay 10 percent of the deductible amount for each of the next 29 days of a
hospital*stay in each calendar year--about $35 per day in 1984. For stays
beyond 30 days, Medicare would cover all charges, thus improving coverage
for participants with extended hospital stays. This option implicitly sets a
maximum yearly out-of-pocket individual liability for hospital care of
$1,373 in 1984. The Medicaid program would continue to pay the coinsur-
ance costs for those elderly and disabled persons enrolled in both programs.
Enactment of this proposal would reduce federal outlays by $16.5 billion
over the next five years (see Table IV-2), but state outlays for Medicaid
would increase by $840 million.

The option would increase incentives to avoid unnecessary hospital
use. But with about 70 percent of Medicare beneficiaries covered by either
private supplemental insurance or Medicaid, changes in incentives to con-
serve on the use of medical services would be limited.

A problem with the option is that out-of-pocket costs would rise
substantially for the majority of those elderly and disabled who are
hospitalized. Since physicians' fees are already subject to coinsurance under
Medicare, the burden of an illness requiring hospitalization could rise to well
over $2,000. Moreover, persons ineligible for Medicaid who could not afford
the cost-sharing might forgo some needed medical care.

One modification of a hospital coinsurance option would be a cap of
$2,000 on total out-of-pocket costs from both HI and SMI in lieu of the 30
day limit on coinsurance for those with incomes below $20,000. Individuals
with incomes below this maximum and with high medical expenditures could
apply for special status that would entitle them to the limit. Above that
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TABLE 1V-2.

BUDGET SAVINGS FROM PROGRAM CHANGES IN

MEDICARE AND MEDICAID {In millions of dollars)

Cumulative
Five-Year
Options 1984 1985 1986 1987 1988 Savings
Medicare
Increase Beneficiary
Cost-Sharing
Expand Hospital
Coinsurance
Days 2-30 a/
Budget Authority -190 ~-520 -80 -1,070 -1,370 -3,950
Outlays 1,980 3,010 3,400 3,820 4,290 16,490
Expand Hospital
Coinsurance
with Cap on
QOut-of-Pocket
Costs for Some a/
Budget Authority -70 -240 -400 -550 -720 -1,980
Qutlays 1,190 1,820 2,050 2,320 2,610 9,990
Increase SMI
Premiums a/
Budget Authority 900 1,120 1,700 2,460 3,370 9,550
Outlays 900 1,120 1,700 2,460 3,370 9,550
Increase SMI
Premiums for
High-Income
Families Only
Budget Authority 240 300 450 650 890 2,530
Outlays 240 300 450 650 890 2,530
Tax the Premiums
for Supplemental
Coverage b/ 2,390 3,610 4,160 4,820 5,470 20,450
(continued)
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TABLE IV-2. (Continued)

Options 1984

1985

1986

1987

1988

Cumulative
Five-Year
Savings

Move to Prospective
Hospital
Reimbursement

Replace Reimburse-
ment Limits in
TEFRA with
Prospective
Reimbursement
Budget Authority --
Outlays --

Change Physician
Reimbursement

Limit Reasonable

Charge Growth
Budget Authority 40
Outlays 10

Adopt Fee Schedules

for Surgical

Procedures
Budget Authority 170
OQutlays 180

Medicaid

Extend Cuts in

Matching Grants

for Medicaid
Budget Authority --
Qutlays --

260
190

700
680

870
870

-80
2,140

670
590

810
790

660
660

-300
4,100

1,200
1,100

940
920

840
840

-580
4,610

1,830
1,730

1,100
1,070

1,040
1,040

-960
10,850

4,000
3,620

3,720
3,640

3,410
3,410

a. Savings estimates reflect the concurrent increase in federal Medicaid

expenditures.

b.  Savings are a combination of outlay reductions and revenue increases.
Budget authority estimates are not available.
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income limit, beneficiaries would face 10 percent coinsurance on each
hospital day after the first. In this case, however, the number of enrollees
affected in any year by hospital coinsurance and therefore seeking eligibility
for the cap would be relatively small--probably less than 4 percent of all
beneficiaries. This option would result in federal savings from coinsurance
of $10.0 billion over the 1984-1988 period.

Limiting patients' liability for cost sharing would protect patients
from expenses that could wipe out much or all of a family's savings. On the
other hand, there are a number of practical difficulties with income-tested
benefits including administrative complexities, the arbitrariness of a single
cut-off line for granting a limit on liability, and philosophical opposition to
subjecting receipt of Medicare to a means test.

A third modification of the hospital coinsurance option could be
introduced to give patients incentives to use less expensive hospitals.
Instead of reimbursement based on a hospital's own costs, Medicare could
reimburse each hospital at a set rate. The rate would compensate providers
for, on average, 90 percent of the reasonable hospital costs for a particular
area. Patients would be liable for the remainder, with the restriction that
no hospital could charge more per day than its own calculated amount of
reasonable costs. Moreover, patients in low-cost hospitals would pay less
than $35 in coinsurance per day and, in some cases, no coinsurance at all.
Savings in federal outlays under this modification would be somewhat higher
than if coinsurance was the same at each hospital, since increased competi-
tion among hospitals would lower costs and result in somewhat lower
reimbursements.

Increase SMI Premiums. Premium receipts have covered a declining
percentage of SMI costs each year--falling from 50 percent of all costs in
1972 to 25 percent in 1982. This decline in the enrollees' contribution has
resulted because the formula for calculating premium increases was limited
to the rate of growth of Social Security benefits, which is tied to the
Consumer Price Index rather than to the faster-increasing per capita cost of
SMI. Changes passed in TEFRA will stabilize these premiums at 25 percent
of the incurred SMI costs for an aged enrollee through June 30, 1985. After
that date, the premium calculation is scheduled to be limited again to the
rate of growth of Social Security benefits.

If the premium was set so that participants would pay 30 percent of
incurred costs per aged enrollee from October 1, 1983, federal savings would
total $0.9 billion in 1984 and $9.6 billion over the 1984-1988 period. State
outlays for Medicaid, which often pays the premiums for its Medicare-
eligible recipients, would increase by about 6.4 percent of that amount,
however. Premium costs would rise to an estimated $16.20 per month on
October 1, 1983, instead of the scheduled $13.50.
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This option would effectively reduce a federal subsidy that has grown
to be larger than originally planned. It would not affect the poorest of the
elderly and disabled since they are likely to be eligible for Medicaid.

On the other hand, some elderly and disabled persons would still find
the increased premiums burdensome, with medical costs consuming an ever-
increasing share of their budgets. @ Some might drop SMI coverage and
either do without medical care or turn to sources of free or reduced-cost
care, increasing demands on local governments.

To provide relief for moderate-income families, this option could be
modified to limit the increase to persons with incomes above a certain
level--$20,000 per year, for example. While Medicare savings would fall by
68 percent, the increase would occur only for those elderly and disabled for
whom the increased costs are less of a burden. The practical difficulties
outlined in the discussion of limiting liability for hospital coinsurance would
apply, however, and might be more severe, since all enrollees above the
income cutoff--rather than just the 20 percent admitted to a hospital each
year--would have to be considered.

Tax the Premiums for Supplemental Coverage. In order to reduce
their out-of-pocket payments for deductibles and coinsurance, approximate-
ly 58 percent of Medicare enrollees purchase (or receive from former
employers) private coverage to supplement Medicare (often called "Medi-
gap"). The plans vary widely, but often pay all the cost-sharing required by
Medicare.

By increasing "first-dollar" coverage, Medigap coverage induces enrol-
lees to use services at a higher rate. First-dollar coverage causes patients
(and their physicians) to be less sensitive to whether services are needed and
to whether the price is too high. This might not be a problem, except that
Medigap premiums are heavily subsidized by Medicare. When additional
services are used as a result of extra first-dollar coverage, Medicare pays
most of their cost (for example, 80 percent of physicians' reasonable charges
and the full costs of the second through sixtieth days of hospitalization
during a spell of illness). This not only costs Medicare a lot of money--$3.2
billion in 1984--but means that some who purchase Medigap plans do so only
because of this subsidy from Medicare.

Imposing a premium tax of 30 percent on Medigap policies that pay
any part of the first $1,000 of Medicare cost-sharing would recoup the extra
federal outlays arising from supplemental coverage. Federal savings would
accrue from both the premium tax receipts and from a reduction in health
care use by those who would drop Medigap coverage because of the increase
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in its cost. 9/ If effective January 1, 1984, savings would total $2.4 billion
in 1984 and $20.5 billion over the 1984-1988 period.

This option would lead to more equal government aid across all
participants by requiring those with Medigap coverage to bear the additional
costs they impose on the Medicare system, yet would not affect insurance
protection for unusually large health costs. Moreover, most of those elderly
and disabled persons with the lowest incomes would be unaffected, since
Medicaid provides their supplemental coverage.

On the other hand, the premium tax would increase the cost of
Medigap policies and therefore discourage their purchase. Some who would
otherwise have purchased supplemental coverage would face difficulties in
meeting out-of-pocket costs during a year of unusually high medical
expenditures. In addition, since the federal government subsidizes the cost
of employment-based health insurance through the tax system (see Appendix
A), removing only the Medigap subsidy might be perceived as unfair.

Move to Medicare Prospective Reimbursement of Hospitals by Medicare

In TEFRA, the Congress made some important changes in Medicare
reimbursement of hospitals. It expanded existing limits on routine costs to
include ancillary costs as well, and established temporary limits on annual
increases in hospital reimbursement per case. The conference report
indicated that these were interim steps in the direction of a prospective
reimbursement system in which payment rates would be established in
advance, and hospitals would gain or lose depending on whether costs were
below or above these rates. 10/

The Congress could move further toward a prospective reimbursement
system for Medicare by paying hospitals a fixed amount per admission, with
the amount varying according to the diagnosis-related group (DRG) into
which the patient is classified and according to local wage rates. The
Secretary of Health and Human Services suggested such an approach in a
December 1982 report to the Congress. 11/

9. Revenues could be dedicated to the trust fund, which finances
Medicare hospital coverage.

10. Tax Equity and Fiscal Responsibility Act of 1982, H. Rept. 97-760, 97
Cong., 2 sess. (1982).

Il. Richard S. Schweiker, Report to Congress: Hospital Prospective
Payment for Medicare (December 1982).
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The advantages of such a change from current policies governed by
TEFRA would include increased incentives for hospitals to contain costs and
an end to using actual costs of individual hospitals during a base period.
Opportunities for low-cost hospitals to receive bonuses would be much
greater than under current law, which restricts bonuses to 5 percent of
target costs, so more hospitals would have incentives to reduce costs. Since
hospital reimbursement would not depend on actual hospital costs during a
base period, the phenomenon of those hospitals that have long been efficient
being inadvertently penalized would be avoided.

On the other hand, the DRG classification system has not been
extensively tested and may not yet be accurate enough to serve as the sole
basis for reimbursement. Inadequate homogeneity within DRGs could result
in large windfall gains and losses to individual hospitals.

Medicare could still move further to prospective reimbursement
without possible premature overdependence on DRGs by combining the
approach with that of basing rates on actual hospital costs during a base
period. The DRG portion of the combined formula could be given greater
weight over time as the methodology and the data were refined and as
actual costs in a base year became less relevant to the present.

Further movement toward a prospective reimbursement system would
be unlikely to lead to significant budget savings until 1986, when the phase-
out of the growth rate limits under current law begins. The baseline already
reflects substantial reimbursement reductions anticipated under TEFRA,
especially in 1985. For a prospective reimbursement system to achieve
further budget savings, the prospective rate would have to be set lower than
the TEFRA limits, which already are tightening over time. If a prospective
reimbursement plan reduced reimbursements relative to the pre-TEFRA
baseline by the same 9.1 percent as is now projected under TEFRA for 1985,
Medicare savings would amount to $2.1 billion in 1986 and $10.9 billion over
the 1986-1988 period.

A critical question in hospital reimbursement policy is whether pros-
pective reimbursement should apply only to Medicare and Medicaid, or
whether it should apply to all payers. Many worry about the ability of
hospitals to avoid some of the consequences of reduced Medicare reimburse-
ment by raising charges to private payers instead of reducing costs. This
issue of program change versus medical care system reform is discussed
below.
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Change Physician Reimbursement

Currently, the level of reimbursement received by a physician under
Part B of Medicare is based on the calculation of "reasonable" charges. This
allowable charge may not exceed the lowest of the physician's actual
charge, his or her customary charge for that service, or the applicable
prevailing charge in the locality. Since 1976, annual increases in the
prevailing charge for physicians' services have been limited by an economic
index that reflects changes in their operating expenses and earnings levels
throughout the economy. Physicians who wish to charge their patients
amounts in excess of reasonable charges may do so, however, by refusing to
accept "assignment." 12/

Options for cutting physician reimbursements could be directed at
reasonable charges for all services or at those for particular services or
types of physicians. In all of these options, however, the current ability of
physicians to recoup any reduction in Medicare reimbursements by passing
on additional charges to beneficiaries is an overriding concern. As long as
physicians are permitted to make additional charges to patients, increased
savings from reduced reimbursements may be achieved only at the expense
of higher costs for beneficiaries.

Two options for changing physician reimbursement are considered in
detail below. The first would limit growth in reasonable charges. The
second would begin to move Medicare to a system of fee schedules that
would allow changes in the relative level of reimbursements across types of
services.

Limit Reasonable Charge Growth. Outlays for physician reimburse-
ment could be reduced by restricting the growth rate in allowable charges to
the growth in the overall Consumer Price Index (CPI). Though small in 1984,
savings would total $3.6 billion over the next five years since the CPI is
projected to grow at a lower rate than physicians' fees.

Not all of the costs of this proposal would be borne by the physicians,
however. Those who do not accept assignment could raise their extra
charges on beneficiaries. Moreover, physicians accepting the allowable
charges could respond by increasing the number of services provided,
thereby offsetting some of the Medicare savings.

12.  In Medicare, accepting assignment means billing the program for
reasonable charges and collecting from the patient only the required
deductibles and coinsurance. Physicians unwilling to do this must bill
the patient, who in turn submits a claim to Medicare.
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An alternative approach to help minimize the amount of additional
charges passed on to beneficiaries would be to allow greater growth in
allowed charges to physicians accepting assignment. This procedure would
benefit those patients whose physicians respond to the incentive for higher
reimbursements and decide to accept assignment. By varying the amount of
reimbursement according to whether physicians accept assignment, those
physicians deciding not to would have to pass considerable costs on to
patients if revenues were to be maintained. On the other hand, if many of
the physicians currently not accepting assignment continued not to, and
made increased additional charges to patients, an important portion of the
Medicare outlay reductions would be obtained at the expense of beneficia-
ries, and the arguments for and against coinsurance would apply.

Adopt Fee Schedules for Surgical Procedures. Medicare could begin to
move to a system of fee schedules--that is, a set amount of reimbursement
for a particular service--in place of the current system of reasonable
charges. Some variation in fees could be allowed, for example, by region or
by the location where the service is performed (for example, office,
hospital, or clinic). Fees could be based on studies of relative value or other
indicators of the time and skill necessary to perform the service, and
additional factors could be designed to encourage procedures and locations
that are relatively cost-effective.

Since such a broad change in reimbursement would likely require
considerable study and negotiation, fee schedules could be incrementally
introduced, beginning with surgical procedures. Physicians would be offered
a fee for a particular procedure--assuming no complications--that would be
known in advance. Since many consider fees for surgery relatively high
compared with those for other physician services, the schedule could be set
so that allowed charges for surgical procedures were reduced by 10 percent.
This would reduce federal outlays by $180 million in 1984 and $3.6 billion
over the next five years. Use of such fee schedules could also be coupled
with the restriction that physicians accept assignment.

Fee schedules would allow more control over reimbursements by
Medicare. No longer would reimbursements necessarily be tied to relation-
ships among types of services reflecting history rather than current relative
difficulty. Fee schedules could more readily be adjusted to reflect changes
in technology, for example. They could favor, relative to current law,
surgery done on an outpatient basis and those procedures deemed relatively
cost-effective. As fee schedules were expanded in other areas, the levels
could also be set to encourage other changes such as movement of
physicians into specialties with traditionally low reimbursement levels--
primary care, for example.
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Since substitution of fee schedules for the current method of reim-
bursement for physician services would mark a change from a passive stance
on the part of Medicare to more active intervention in the physician
services market, many physicians might resist such changes. If coupled with
mandatory assignment, some physicians might cease treating Medicare
patients. If this happened, beneficiaries would have to balance the more
limited choice of physicians with lower out-of-pocket liabilities.

Extend Cuts in Matching Grants for Medicaid

Reductions in matching grants for states enacted in the Reconciliation
Act of 1981 expire after fiscal year 1984. Extending them indefinitely
would not affect 1984 outlays, but would lower outlays by $3.4 billion from
the baseline projection over the following four years.

A notable feature of this method to reduce federal outlays for
Medicaid is that state discretion would be maximized. States could decide
whether to replace the lost federal grants with their own funds, or, if
program cuts were to be made instead, states could choose specific program
changes that they believed would depart the least from the goals of the
Medicaid program.

Continuation of this shift of financial responsibility to the states may
not be desirable, however, especially given the severe effects that the
recession has had on the budgets of some states. Some have suggested
revising matching rates so as better to reflect interstate variation in fiscal
capacity.

MEDICAL CARE SYSTEM CHANGES

Since the major source of rising outlays for Medicare and Medicaid is
rising medical care costs, policy changes that would affect the medical care
system in other ways than through Medicare/Medicaid may be necessary.
These include policies that would encourage competition in the market for
medical care, and policies that would increase government regulation of this
market. At present, neither competition nor regulation is particularly
strong, and spending on medical care is relatively unconstrained.

Toward More Competition. A competitive strategy would involve
encouraging increased use of Health Maintenance Organizations (HMOs) and
similar organizations for the delivery of medical services, and--for those
persons retaining traditional health insurance--encouraging larger deductible
amounts and more coinsurance. Those who favor such economic incentives
believe they would result in more judicious use of medical services and,
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therefore, lower prices. Critics are skeptical about the benefits of this
strategy, and about whether it would adequately protect the interests of
poor families.

The most important federal measure for increasing competition in
medical care would be a change in the tax treatment of employer-paid
health insurance. “Current policies provide an incentive to shift employee
compensation from cash toward health insurance in order to save on taxes.
Removal of this tax subsidy, at least for the last dollars contributed by an
employer, would increase the use of cost-sharing provisions in insurance
policies and spur experimentation with other methods of containing costs
such as preferred provider restrictions, where the policyholder is rewarded
for restricting himself to providers identified as low-cost. Chapter X on
revenues discusses in more detail an option to place a limit on the
magnitude of this tax subsidy.

Toward More Regulation. A regulatory strategy would involve in-
creased control by government over resources going to various providers and
the allocation of services to different patients. One frequently discussed
regulatory tool is prospective reimbursement of hospitals, applied to all
payers. It would be more effective in encouraging cost reduction than the
Medicare-only option discussed above because hospitals would not be able to
shift any of the reimbursement reduction to other payers. After a
transitional period, hospitals would reduce the growth in their costs in order
to conform to the limited growth in reimbursements. Indeed, the seven
states having hospital cost control programs that conform to the definition
in the 1981 Reconciliation Act have held increases in per capita inpatient
expenses over the 1976-1981 period to 11 percent per year, compared with
increases of 14 percent in all other states.

Critics of this type of regulation point to the possibility of errors by
the regulators. For example, a hospital's rate could be inadvertently set too
low, causing financial problems. In addition, costly distortions could arise
through attempts to evade the regulations, such as by increasing admission
rates for patients not seriously ill. While each of these problems could
affect a Medicare-only system as well, they would be more severe when all
payers are included.

An all-payers approach to prospective payment of hospitals could be
administered either federally or at the state level. A state-level system
would provide a wider range of experience for future development, as well
as an ability to adapt the program to local conditions. On the other hand, an
important portion of hospital costs is paid by the federal government, so
that state incentives alone might be insufficient.
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A regulatory approach need not be confined to prospective payment.
Limitation of hospital capital spending through health planning has been
pursued in some states, though with mixed results. Physician fees could be
limited by fee schedules applied to all payers. This option has received only
limited consideration in the United States, but is in use in many other
Western countries.

CONCLUDING COMMENTS

Rising outlays for Medicare and Medicaid will continue to put pressure
on the federal budget and the HI trust fund for some time. Outlays are
increasing because of rising medical care costs and the aging of the
population, and neither are likely to diminish soon. The long-term solvency
of the HI trust fund will require either substantial revenue increases or
reductions in outlays far greater than under the program changes being
considered today--or both. Program changes can reduce outlays in the short
run, but their limited impact on medical care costs means that the critical
decisions on medical care and its financing are only being delayed by a few
years. Indeed, the projected exhaustion of the HI trust fund may serve to
focus more attention on the fundamental issue of rising medical care costs.
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CHAPTER V. OTHER ENTITLEMENT PROGRAMS

Most of the programs categorized as "other entitlements" provide
direct benefits to persons or families who qualify because their incomes are
very low or because they are unemployed, disabled, or old. 1/ These
programs are entitlements, in the sense that all individuals who meet the
qualifying criteria may receive benefits, and program outlays depend on the
number of eligible individuals who apply. Even though large cuts were made
in most of these programs in 1981, expenditures in this category grew by
about 15 percent between 1980 and 1982, largely because of the increase in
the unemployment rate. In fact, growth in outlays for unemployment
benefits accounted for almost two-thirds of the total growth in this area.

Two other programs included in this category--General Revenue
Sharing (GRS) and Title XX Social Services--provide payments for states and
local governments rather than for individuals., They are capped entitle-
ments, whose spending levels are determined in the annual budget process.
Outlays for both of these programs have fallen substantially since 1980.

Benefits for Individuals

The programs providing benefits for individuals that are discussed in
this chapter fall into three groups:

o Non-means-tested programs, in which persons qualify for benefits
for reasons other than income level--for example, because they
are unemployed or disabled.

o  Means-tested programs, in which low income is a major qualifying
criterion, although other characteristics, such as age, disability,
or the presence of a dependent child, may also be important in
determining eligibility for benefits.

1.  Entitlement programs examined elsewhere in this paper include Social
Security, discussed in Chapter II; Medicare and Medicaid, discussed in
Chapter IV; and pension and disability benefits for federal workers,
discussed in Chapter VIII, Military retirement benefits are discussed
in Chapter II, although Veterans' Compensation is discussed in this
chapter. Farm price support programs are discussed in Chapter V1.
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o Partially means-tested programs, in which benefits vary with a
measure of need, but which extend benefits to some higher-
income households.

Non-Means-Tested Benefit Programs. This category includes two
programs, Unemployment Insurance (Ul) and Trade Adjustment Assistance
(TAA), that provide benefits for unemployed workers, and three programs,
Veterans' Compensation, Black Lung, and Railroad Retirement, that provide
disability and retirement benefits to specific groups of workers, either as a
supplement to or as a substitute for Social Security benefits, Three of these
programs--Ul, Black Lung, and Railroad Retirement--are funded through
trust funds, which are financed through earmarked taxes paid by employers
and, in some cases, workers.

Means-Tested Benefit Programs. These programs include Aid to
Families with Dependent Children (AFDC), Supplemental Security Income
(SSI), Veterans' Pensions, and Food Stamps. The first three of these provide
cash assistance payments to low-income families and individuals who meet
the eligibility criteria, which include characteristics such as presence of a
dependent child, old age, or veterans' status in addition to low income. The
Food Stamp program provides coupons for purchasing food. In the SSI
program, most states provide supplementary benefits in addition to the
federal SSI benefit. In the AFDC program, federal payments take the form
of grants to the states, which are then passed on, in conjunction with
matching state funds, to eligible individuals.

Partially Means-Tested Benefit Programs. This category includes the
Guaranteed Student Loan (GSL) program, which provides loan subsidies and
guarantees for postsecondary students, and the chiid nutrition programs,
which provide subsidized school lunches, school breakfasts, and food supple-
ments for school children. Federal GSL payments go directly to financial
institutions providing loans, while child nutrition funds for the most part
take the form of federal grants to school districts.

Public Services Grants for States and Localities

The General Revenue Sharing program and the Title XX Social
Services program provide grants to states and localities. 2/ GRS provides

2.  As discussed above, the AFDC and child nutrition programs also
provide grants to states and localities, but in these two programs
federal expenditures are made on behalf of eligible individuals, to
whom the funds ultimately go.
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general-purpose funds for local jurisdictions, and Title XX provides funds for
social services like day care, home help for the handicapped and the elderly,
and family planning and counseling. Both of these programs were designed
as entitlements for state and local governments, with the shares of funds
going to specific governments based on formulas that take into account
factors such as the jurisdictions' relative income, population, and tax effort.
Unlike most of the entitlement programs for individuals, however, spending
under each of these programs is capped, and does not vary automatically
with aggregate changes in the factors included in the allocation formulas.
The Congress sets the level of the cap in the appropriations process. 3/

BUDGET HISTORY AND PROJECTIONS

In 1982, spending for these entitlement programs came to $87 billion,
or about 12 percent of the budget (see Table V-1). The Unemployment
Insurance program accounted for more than one-iourth of this total, and the
three largest programs--Ul, Food Stamps, and Veterans' Compensation--
accounted for more than half. Outlays for these programs generally depend,
at least to some extent, on the state of the economy; if the unemployment
rate falls as projected in coming years, outlays for most will grow little, and
in some cases will decline.

Recent History, 1980-1982

Rising rates of unemployment caused total expenditures for these
entitlement programs to grow by about 15 percent between 1980 and 1982.
Almost two-thirds of this increase was accounted for by higher outlays for
unemployment benefits, which grew by about 50 percent. High rates of
unemployment probably also indirectly increased outlays for other benefit
programs such as Food Stamps and AFDC.

Outlay levels for these programs in 1982 were considerably lower,
however, than they would have been if they had been based on 1980 law.
Cuts ranging from 10 to 20 percent of projected outlays, and affecting both
benefit levels and program eligibility, were enacted in 1981 in all of the
means-tested individual-assistance programs except SSI and Veterans' Pen-
sions. Reductions of a similar or greater magnitude were also enacted in
Guaranteed Student Loans, child nutrition programs, Unemployment Insur-
ance, Trade Adjustment Assistance, and Title XX Social Services. Appropri-
ations for