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Cct ober 16, 1996: The US econonmy was in its sixth
consecutive year of expansion. Only 5.2 percent of the

| abor force was unenployed, at that tinme nearly as |ow a
rate as at any point since before the OPEC cartel raised
oil prices in 1973. Inflation during the previous twelve
nmont hs had been just 3.0 percent. Profits earned by

Anmeri can corporations had risen 75 percent since 1992. The
Dow Jones index closed that day at 6,020; stock prices had
doubl ed since 1992. Staring straight into the canera, with
a television audi ence of over 100 mllion for his second
live debate with President Cinton, Senator Bob Dol e
announced, "We have the worst econony in a century.”

George W Bush is unlikely to repeat M. Dol e' s m st ake.
America's business expansion is nowin its tenth year.
Unenpl oynment is 4.1 percent. Overall consuner inflation
edged up to 3.5 percent during the past year, but the
reason for the increase since 1996 was hi gher world oil
prices, not donestic inflation. "Core inflation," excluding
prices of food and energy, has been just 2.4 percent.
Corporate profits have risen another 33 percent since 1996.
On Sept enber 15, the Dow Jones closed at 10, 927. Running
agai nst prosperity is a losing strategy.

The obvi ous question is who gets the credit for this
success. Should it be M. Cinton, whose 1993 budget
package rai sed taxes despite critics' warnings that doing
so woul d weck the expansi on (and agai nst the opposition of
literally every Republican vote in the US Senate)? O
congressi onal Republicans, who fought to hold down spending
on nost governnent prograns outside the Defense Departnent?



O Al an Greenspan, who had the insight and courage to all ow
t he expansion to use resources to an extent that nost

mai nst ream econom sts had persistently warned woul d create
new i nfl ation?

But nost el ections are not about | ooking back. The econom c
i ssues confronting Anerican voters this year turn on

guesti ons about how we should use this remarkabl e
prosperity now that we have it.

1.

The easiest way to understand the extraordi nary
opportunities that the conbination of today's prosperity
and today's policies presents is to take a one-question
econom cs qui z: When the governnent runs a budget deficit
year after year, it accunul ates debt; conversely, when the
government runs a budget surplus year after year, it
accunul at es..what ?

| f the answer seens hard to find, the reason is that there
is no answer. The situation in which the US governnment now
finds itself is sufficiently unusual that we do not even
have a generally accepted vocabulary with which to discuss
it. For the first time since 1969, the governnment is now
taking in fromtaxes and other revenue sources nore than it
spends. But in contrast to 1969, when the surplus was tiny,
today it is large. According to advance estimtes fromthe
Congr essi onal Budget O fice, the surplus for the fiscal
year 2000 (which ended on Septenber 30) was probably $232
billion, or 2.4 percent of US national income. Mire
importantly, while the surplus in 1969 was an isol ated
event, not to be repeated for thirty years, the governnent
now stands to run surpluses for sonme years to cone.
Assuming that current tax and entitlenent policies wll
continue and that the one third of its spending that the

governnment directly controls will grow in pace with
inflation, the CBO projects that the surplus would continue
to grow for the next ten years, reaching $685 billion, or

4.4 percent of national income, by 2010. The dinton
admnistration's ten-year projections are roughly simlar.
At this pace, by 2009 the governnment woul d have no nore
out st andi ng debt held by public investors. (The Soci al
Security Trust Fund would still hold plenty of Treasury



| QUs.) Fromthen on, the governnment woul d be accunul ati ng
what we do not have a ready noun to identify.

No one believes that such a circunstance will cone to pass,
at least not within the foreseeable future. Current tax
policies will change; so wll current entitlenent policies.
It is also highly unlikely that the government's

"di scretionary” spending will grow nerely in pace with
inflation, which would require that governnent prograns,

i ncluding those for defense, shrink indefinitely in
proportion to a grow ng econony.

The real question, therefore, is not whether sonething in
this picture will change, but what? For purposes of the

el ection debate between M. Gore and M. Bush, the question
i s what should change. A | arge and ongoi ng budget surpl us
at a time of econom c prosperity presents an extraordinary,
per haps unprecedented, opportunity. How shoul d woul d-be

| eaders use that opportunity? Appropriately for an election
debate, the answer hinges not just on the details of the
candi dates' policy proposals but on sone issues of
fundanment al econom c phil osophy.

First, who should do the econony's saving? It is useful to
frame the matter in this way because there has been for
sone years a broad consensus that increasing the US
econony's overall saving would be highly beneficial, since
t he savings woul d be avail able for investnent that

strengt hens the economy. Anerican fam |ies and busi nesses
have traditionally saved |l ess of their inconmes and profits
t han have their counterparts in other industrialized
countries, but the difference has becone greater in recent
years as the US private saving rate has sharply fallen
After we allow for depreciation of the houses and the

busi ness factories and nmachinery that are wearing out and
becom ng obsolete, we find that in 1999 all US fanmlies and
busi nesses together saved just 4.1 percent of national

i ncome—down from an average 9.8 percent during the 1960s
and 1970s. As a result, our ability to invest in productive
econoni ¢ assets has becone increasingly dependent on our
borrowi ng | arge anounts from abroad (borrow ng equal to 3.4
percent of national income |ast year). Even so our

i nvestnment rate remains below what it was a quarter-century
ago.



Saving nore, so as to invest nore, would be useful not just
because it is good to nake the econony nore productive but
especi ally because of the inpending retirenent of the baby-
boom generation. As the ratio of retired workers (plus

ot her dependents) to active workers rises, those Anericans
still on the job will have to becone progressively nore
productive if the nation's overall standard of living is to
keep pace. Moreover, having to pay an ever |arger share of
the US national product to foreigners, in order to service
the debts we are building up through our continual
borrowi ng fromabroad, will further take away from our
ability to maintain living standards at hone. Additi onal
savings that go into investnents that inprove productivity
woul d help just where we wll need it. So would additiona
savi ngs that take the place of borrow ng from abroad.

But who should, and can, and wll, do that saving? In the
absence of changes in tax or spending policies, the federal
governnment woul d account for an increasing share of it.[1]
The alternative, of course, is to let the public do its own
saving by returning the surplus in the formof tax cuts.
And this is the first philosophical divide along which M.
Gore and M. Bush differ in the econom c policies they

of fer.

M. Bush's tax plan would cut marginal inconme tax rates for
all taxpayers, allow additional deductions for two-earner
famlies (thus reducing the "marriage penalty"), increase
the child credit, extend the charitable deduction to

t axpayers who do not item ze, raise the limt on corporate
donations, and elinmnate estate and gift taxes altogether.
M. Bush's own estimate of the total reduction in federa
revenues resulting fromthese changes is $1.3 trillion

bet ween 2001 and 2010, enough to elim nate 60 percent of
the cunul ative ten-year surplus (apart from Soci al
Security) projected by the CBO under current tax and
entitlenment policies and with discretionary spendi ng
growing just with inflation.

The various targeted tax reductions proposed by M. Core
have quite different ains and outcones. In contrast to M.
Bush, who nostly favors a general |owering of tax rates,
M. CGore's program called "Prosperity for Anerica's

Fam lies,"[2] is frank about using the tax code to pronote
a variety of public policy objectives, including individual
savi ng, inproved education, owner-occupi ed housing, and
busi ness research and devel opnent they add up, after he



t akes account of anticipated revenue increases from
proposed elimnation of corporate tax shelters and ot her
tax | oopholes, to only $480 billion between 2001 and 2010.

It is possible to debate these conpeting proposals on
several practical grounds. One is concern that the
estimated reduction in revenues nmay be under st at ed,
especially in light of the need, on which nost Republicans
and Denocrats agree, to raise (or index) the threshold at
which the "alternative mninmumtax" begins to apply, in
order to avoid having an ever greater proportion of

t axpayers becone subject to this highly unpopul ar feature
of the tax code. Making this adjustnment could add as much
as $100 billion to the revenue reduction under M. Bush's
proposal in particular. A second is the likelihood that a
recessi on may cone along at sone point to reduce incones
and profits, thereby depressing tax revenues for reasons
unrel ated to any new | egi sl ation.

There is also the near certainty that the governnent's

di scretionary spending will increase by nore than
inflation, hence also claimng a part of the projected
ongoing surplus. Finally there is the fact that after 2010,
when the baby-boom generation begins to retire, the
governnment's fiscal outlook will take a sharp turn for the
wor se even under the nost optim stic assunptions. (In sone
respects, 2010 is therefore about the worst possible cut-
of f point for a supposedly |ong-term budget analysis.) No
doubt each of these concerns will be debated this autum.
But none invol ves a fundanental philosophical difference.

The question of who should do Anerica's saving does. In the
end, this issue is likely to turn primarily on who is
capabl e of saving, or wlling to save. What buttresses M.
Gore's position is the likelihood that in the end the
public nostly wouldn't save what it got back in |ower
taxes, but would use it for consunmer spendi ng—+n ot her
words, a repetition of what happened after the Reagan- Kenp-
Roth tax cut in the early 1980s. What supports M. Bush's
position is the likelihood that in the end the governnent
woul dn't save its surplus revenues either, but would use
themto fund nore spendi ng—+n other words, a repetition of
t he experience under Presidents Johnson and N xon.



Who's right? Alas, in all probability both views are
correct. But at |east the idea of having the governnment run
a surplus is a matter of public policy that one can debate
on its merits. The chief threats to such a surplus are from
policies requiring nore spending; but each new expenditure
is at least subject to a vote in Congress as well as to the
hazard of a presidential veto. Having the general public
save nore is instead a natter of private behavior, and one
of the strongest |essons fromthe [ast two decades is that
we know very little about how to use tax incentives or

ot her devices of government policy in order to influence
peopl e's private decisions on how much to save. The best
guess is that, in the end, the surplus will be fairly

smal | ; that private saving won't rise much; and that the
increase to national saving will therefore be small as
well. But the chances of a sizeable increase to nationa

savi ng over the next ten years would be better under any
plan that retains the surplus and uses it sinply to pay
down governnent debt.

2.

A second phil osophi cal issue that divides nmany Denocrats
from many Republicans, and that underlies nuch of the

di scussion of econom c policy in this canpai gn—although
neither M. CGore nor M. Bush has addressed the matter in
just these terms—s closely related to the first. For the
first time in nearly two decades, many Anerican politicians
have now returned to debati ng governnent spendi ng prograns
on their own nerits, free fromthe overriding need to
reduce the budget deficit that dom nated so nuch of the

di scussi on of government spending throughout the 1980s and
during much of the 1990s. The questions of what would be a
good use of Anerica's econom c resources and what role
governnent should play in achieving national goals have

t heref ore noved back toward the center of the debate over
econom c policy.

No one will ever know whether the architects of President
Reagan's fiscal policy deliberately created a chronic,
record-size deficit as a way to throttle governnent
spendi ng. M. Reagan hinself nade clear that he saw
reduci ng taxes as a neans of |imting governnment spending;
but at least in his public statenents he al ways mai nt ai ned
that he did not foresee the large deficits that he produced



t hrough a conbination of cutting taxes, increasing mlitary
spendi ng, and nmaintaining entitlenents for the retired

el derly. Intended or not, however, |arge deficits occurred,
year after year, even at nearly full enploynment. And in
retrospect they clearly put a brake on nost categories of

f ederal spendi ng—eventual ly including defense and Medi care
benefits for the elderly too (though not Social Security
benefits).

The di scussi on of government spending in the 2000 el ection
is therefore simlar to what we have seen before in one
respect but, in another way, different fromthe canpaigns
of recent years. The simlarity is that while both M. Core
and M. Bush regularly refer to ten-year budget

proj ections, which assune that discretionary spending wl |
rise only in pace with inflation—and M. Bush refers al so
to an alternative CBO projection that allows no growh at
all in discretionary spend-ing (and therefore shows a far

| arger surplus)—neither candi date has had nuch to say about
whet her such projections nake sense as a reference point
for planning future fiscal policy.

Al nost half of all of the governnent's "discretionary"”
spendi ng goes for defense. In 1999, out of $575 billion in
total discretionary spending, the Defense Departnent
accounted for $261 billion and about half of the Energy
Department's $20 billion budget represented the cost of

mai ntai ning the nation's nuclear arsenal. (The final budget
breakdown for the 2000 fiscal year is not yet available.)
Most of the talk today, from Denocrats as well as
Republ i cans, points to higher defense spending, not |ower.
President Clinton has signed |egislation providing for a
significant increase in defense spending in fiscal 2001,
including a 3.7 percent pay increase for all mlitary

per sonnel .

Moreover, many of the prograns that nake up the other half
of "discretionary spendi ng" serve needs that plausibly
increase as the country's popul ati on grows and t he econony
expands, even apart from any proposed new initiatives: they
i nclude | aw enforcenent, interstate hi ghways, tax

col | ection, bank supervision, pronotion of US exports,

| aboratory research, disaster relief, and so on. Already
for fiscal 2001, it looks as if total discretionary
spending will be well above the CBO s projected estimte.



Many econom sts outside governnent therefore think the
assunption that all this activity will nerely grow in pace
with inflation is highly unrealistic.

The problemis nore serious for M. Bush. Because he has
chosen to devote so nuch of the projected surplus to
cutting taxes, the idea that the surplus may turn out to be
far smaller than projected either raises the prospect of a
return to deficits or suggests the need to cut back on
spending in ways that he has not discussed. (Athird
possibility, of course, would be to reverse the tax cut

| ater on. The experience of the 1980s suggests that once
taxes are cut, and deficits energe, tax increases to
elimnate the deficit follow but only after a long tine and
t he accunul ati on of nuch governnent debt.)

M. Gore, by contrast, has nmade it clear that he does not
expect discretionary spending to increase only in pace with
inflation; nor does he think that such a policy would be a
good one. His "Prosperity for Anerica's Famlies" describes
$1.26 trillion of "investnents in priorities": in
education, in health care, in the environnent, in reduction
of poverty, and in national security. (The amount of detai

in M. Gore's plan is extraordi nary—for exanple, $8 billion
for after-school progranms, $300 million for small-business
heal th i nsurance, $2 billion for inproving the electricity
grid, $500 mllion for conmmunity prosecutors, along with

the big-ticket items |ike $50 billion for a targeted
increase in retirement benefits for w dows and w dowers,
$50 billion for subsidies for schools, $95 billion for
expanded health care coverage, and $100 billion for the
mlitary.) For M. CGore, therefore, the questionis sinply
whether it is plausible to assune that the parts of

di scretionary spending he is not propos-ing to increase
will grow only with inflation.

What is new this year, however, is that when either

candi dat e does propose new spendi ng, whether for M. Bush's
limted suggestions on education or any of the dozens of
specific itens in M. Gore's conprehensive plan, nobody can
rai se the instant objection that such initiatives would
only worsen the deficit. Those conservatives who resi st

al nost all forns of governnent spending have therefore had
to fall back on the desire for "a smaller governnent."
Appealing to this general principle, as M. Bush has



repeat edly done, also obviates the need to debate specific
proposals on their nerits, and it has apparently proved
appealing in some quarters; but it |acks the concreteness
of the concerns about the deficit that overshadowed such
di scussions in previous years. Mre significantly, it opens
the way for what turns out, after all, to be a debate on
the nerits of particular prograns. |If what the governnent
is doing is providing disaster relief to Mntana
comunities stricken by forest fires, or building highways
for Okl ahoma truckers, is it really so obvious that the
gover nnent should be snmaller?

This change in the direction of Anerica's fiscal debate is
still new, and its effect on national politics has yet to
reach full force. Even so, two specific exanples make cl ear
that the effect is already significant. Medical care,
especially for the elderly, is as inportant an el enent of
this year's canpaign as in prior years. The pivotal issue
this time around is whether the Medicare program which for
decades has paid hospital and doctors' bills for Anericans
over age sixty-five, should also pay for drugs prescribed
for outpatients.

M. CGore has offered a plan to pay the full cost for the

| ow-i ncone elderly, and to subsidize the cost for al

others, at a total outlay estimated at $253 billion between
2001 and 2010. M. Bush has instead offered a $158 billion
plan to include prescription drug coverage wthin a broader
overhaul of Medicare to provide not just direct fee-for-
service coverage, as in the past, but subsidies that

el derly citizens could use to purchase insurance from
private conpanies, including HM3s, if they chose. (In the
interim while these nore sweeping reforns are bei ng nmade,
M. Bush would rely on state-Ievel prograns—whi ch now exi st
in only about half of the states—+to pay for prescription
drugs for those with | ow incones.)

The debate on this issue has nostly revol ved around the
relative nerits of these two different approaches—ene
relying on governnent, the other nore on the private
sector—+o solving what is increasingly perceived to be a
serious problem The question has been rai sed whet her the
private insurers who are central to M. Bush's proposal

will find it sufficiently profitable to sell prescription
drug coverage to the elderly, especially to those whose
nmedi cal histories make plain in advance that they need
expensi ve nedi ci nes. There has al so been sone di scussi on of



whet her hel ping elderly Anmericans pay for their
prescriptions is a good use of the country's economc
resources in the first place. But no one has pointed to M.
Core's $253 billion plan, for exanple, as a budget-busting
schene that would worsen an al ready precarious fisca

si tuati on.

A second useful exanple is the wi dely debated proposal to

spend $60 billion (initial estimate only) to build an on-

shore antimssile system M. Bush has endorsed this idea.
M. Core, followng the Cdinton adm nistration's |ead, has
nei ther endorsed it nor opposed it.

Mlitary spending is always an interesting contradiction
for political and econom c conservatives. Many use terns
i ke "government spending"” as if defense contractors
donat ed weapons systens to the government free of charge
and Defense Departnent enpl oyees were unpaid vol unteers.
Calls for |Iower spending, and repeatedly expressed
preferences for a smaller governnment, usually leave it to
the listener to understand that the mlitary is not

i ncluded. But Anerica' s spending on defense has been very
| arge throughout the post- World War |1 period, and it
continues to be. Under either M. CGore or M. Bush, it wll
presunmabl y becone | arger.

bj ections to the proposed new antim ssile system have
nostly concentrated on whether the United States can
construct such a defense wi thout abrogating existing arns
control treaties and, even if so, whether our proceeding
unilaterally with such a program woul d set off a dangerous
new round of nucl ear weapons conpetition. Opponents have

al so pointed out the general absence of technical evidence
so far that such a system if put in place, would actually
work. (Mlitary spending poses a contradiction for
conservatives in yet other ways. Despite years of
criticizing liberals for launching social progranms with
l[ittle or no evidence that they would be effective in
serving their stated purpose, and for relying sinply on the
argument that the stated objective is so inportant that
there is a noral inperative to act, many of the sane people
now point to the inportance of guardi ng America agai nst

nucl ear threats fromrogue nations as grounds for going
ahead with an antim ssile systemdespite a | ack of
scientific evidence that it would ever work.) The sane



argunment of likely ineffectiveness al so suggests that the
country woul d be better off to save the $60 billion—n

ot her words, to pay down this nuch nore governnent debt and
get the benefit of the greater savings and investnent.

But as in the case of M. Core's prescription drug plan,
nobody is clainmng that $60 billion (and presumably far
nore, with the usual cost overruns) for an antimssile

def ense system woul d break the budget. Nor is anyone likely
to offer such an objection when M. Bush offers details of
how he woul d rebuild the nation's defense establishnent. In
the fortunate circunstances that Anerica enjoys today, it
IS once again possible to consider such ideas on their
nmerits. And different perceptions of these nerits turn on
di fferences in opinion over what governnment should do.

3.

The third phil osophical issue underlying this year's
econoni ¢ debate is that of distribution and redistribution
of incone. It is useful to state the issue in this dua
form because the subject has arisen nostly in discussions
of M. Bush's tax cut proposal, and it is inpossible to
have a neani ngful debate over how taxes redistribute the
fruits of Anerican prosperity without also taking into
account how the econony has distributed those fruits in the
first place.

A few basic facts set the stage for this year's tax debate.
First, higher-income citizens pay nost of the tax raised
under the individual income tax. According to the nost
recent available data (1997), the median US taxpayer has an
"adj usted gross income" for tax purposes of about $25, 000.
But taxpayers with incones above the nedian account for 95
percent of the individual inconme tax paid. The 6 percent of
t axpayers who have incomes above $100, 000—four tines the
medi an—account for 55 percent of the tax paid. Only three

t axpayers out of every thousand have incones above

$500, 000; even so, they account for 24 percent of all taxes
paid. The inportant inplication is that it is inpossible to
cut individual incone taxes by a genuinely |arge anount

wi t hout having nost of the direct benefit accrue to

t axpayers with higher than average incones.



Second, Anericans with higher incones have enjoyed greater
income growth not just during the prosperity of the 1990s
but throughout the 1980s as well. Famlies with nedian

i ncomes now earn 12 percent nore than they did twenty years
ago, after allowng for inflation. Those in the top one
fifth earn 44 percent nore. Those in the top 5 percent earn
78 percent nore. (Not everybody in the top one fifth or top
5 percent today was in the sane relative position twenty
years ago, but there is easily enough continuity to nake
such conparisons neaningful.) It is therefore not hard to
under stand why Republican proposals for large cuts in

i ndi vidual inconme taxes—two bills in Congress during this
past session, and now M. Bush's plan—have not generated
the kind of fervent support that the Kenp-Roth proposa
attracted twenty years ago. Today the taxpayers who woul d
get nost of the benefits are already enjoying significantly
hi gher inconmes despite their higher tax bills.

Third, under the individual inconme tax code the |arge-scale
wi deni ng of incone inequalities that has occurred in the US
pushes up tax paynents faster than it pushes up incones. As
a result, the share of our overall national inconme paidto
the federal governnment in individual income taxes is now
9.9 percent, up froma low of 7.7 percent as recently as
1992. Simlarly, the share of national inconme that the
governnment receives in all taxes conbined is now 20.4
percent, conpared to 17.5 percent in 1992. (This increase
accounts for about half of the story of how what used to be
a big budget deficit turned into a big surplus.) Pointing
to these high ratios of taxes to national inconme as grounds
for cutting tax rates makes nuch | ess sense when it is the
rise in inequality—+.e., the disproportionate increase in
incomes at the top—far nore than the nation's genera
prosperity, that has caused the increase.

Fourth, personal incone taxes and payroll taxes such as
Soci al Security together account for nore than four fifths
of the federal governnment's revenues. But in contrast to
the individual inconme tax, which is still progressive even
after we take into account the deductions and ot her devices
t hat upper-incone taxpayers use to reduce their paynents,
the payroll tax that funds Social Security is regressive.
Taxpayers reporting adjusted gross inconmes of $200, 000 or
nore on average pay 27 percent of that in incone tax, while
t hose with i ncomes of $25, 000-$30, 000 ust above the

nmedi an—en average pay only 8 percent. By contrast, the
Soci al Security payroll tax is a flat 12.4 percent rate up



to the current annual earnings ceiling of $76,200, and zero
after that. (The Medicare part of the payroll tax is a flat
1.45 percent with no ceiling, and is therefore neither
progressi ve nor regressive.)

The contrast between the progressive personal incone tax
and the regressive Social Security tax bears particularly
on the debate over what to do about Social Security, a

subj ect that has energed in this year's election as a topic
of mmjor concern on its own. The center of that debate is
how to pay for the retirenent of the baby-boom generation.
Because the Social Security systemis by design currently
taking in nmore in payroll taxes than it spends on benefit
paynents to today's retirees, the Social Security Trust
Fund is ac-cumul ating a steadily |larger positive bal ance.
But once the nmenbers of the baby-boom generation start to
retire, the fund will soon have to begin runni ng down that
bal ance. After a while—according to current projections, by
2037—the trust fund wll be exhausted. At that point it

wi |l be necessary to raise payroll taxes, or to cut
benefits, or to find some other source of revenue. Since
nmost of the governnent's revenue other than from payrol

t axes conmes fromthe individual inconme tax, finding another
revenue streamto buttress Social Security would inmplicitly
mean turning to individual incone taxes.

Neither M. Gore nor M. Bush has expressed any interest in
rai sing payroll taxes. Simlarly, neither has supported any
explicit reduction in Social Security benefits. The central
i ssue of the debate is instead whether to turn to sources
of revenue other than the payroll tax—+.e., the individua

i ncome tax—+o shore up Social Security. Such a step would
be a nmajor change in national policy. Since its inception
in 1935, Social Security has relied exclusively on the
payroll tax (plus the earnings of the trust fund's

i nvest ments of excess payroll tax collections in US
Treasury obligations). But a najor challenge to the system
wi |l soon be presented by the baby booners' retirenent; and
the resistance to either tax increases or benefit cuts

di spl ayed by this year's presidential candidates is no
doubt a fair representation of popul ar sentinent.

By resisting a large cut in incone taxes, M. Gore would
inplicitly keep those tax proceeds avail abl e for possible
use in filling the future hole in Social Security. Mre



explicitly, he has al so proposed to transfer to the Soci al
Security Trust Fund a part of the surplus that the
governnent will be running outside the Social Security
system (the so-called "on-budget” sur-plus). Doing so is
directly equivalent to general revenue financi ng—+n ot her
wor ds, individual incone tax financing—ef Social Security.
By contrast, M. Bush would give up nost of the on-budget
surplus as a result of his income tax cut, and in any case
he has not proposed to transfer any of the remainder to
Soci al Security.

Wiy does it matter which tax source the governnent uses to
pay for Social Security benefits? Mdst obviously it matters
because inconme taxes are progressive while payroll taxes
are regressive. Hence howthe bill is paid has a ot to do
with how the burden is shared.

Moreover, in light of the future shortfall that Social

Security faces, just who is to pay the bill, and by what
means, also has a lot to do with whether, in the end,
anyone wll do so at all. In other words, the question is

whet her future retirees will receive benefits conparable to
what today's retirees get, and perhaps even whet her the
Social Security systemw || survive. Holding on to nost of
t he "on-budget"” surplus generated by the incone tax, and
even dedi cating some of that surplus to Social Security
now, nakes it nore likely that the systemw |l continue. It
al so makes it less likely that the systemis survival wl|
require either an increase in the regressive payroll tax or
| arge benefit cuts, which would be especially painful for

| oner- and mddle-incone famlies. (It should be kept in

m nd that 30 percent of all elderly Americans have
virtually no inconme other than their Social Security
benefits, and for 63 percent of them the benefits anount
to at least half of their incone.)

4.

Soci al security is an especially powerful issue in this
canpai gn not only because of the program s inportance to so
many citizens but al so because the questions raised by
potential Social Security reformplans reflect the

di fferent econom c phil osophi es bei ng debated this year.
The question of whether the coming shortfall should
eventual ly be net by payroll tax increases or by hol ding on



to surplus inconme tax revenues is only part of the story.
Who should do Anerica's saving is central to the Soci al
Security debate as well.

M. Bush has not followed M. Gore in proposing to transfer
to Social Security sone part of the government's on-budget
surplus. Indeed, the principal idea he has offered on this
matter is to transfer funds fromthe Social Security Trust
Fund each year, in the anobunt of about one sixth of Soci al
Security's annual receipts fromthe payroll tax, to finance
mandat ory personal savings accounts for all wage earners.
The main objective would be to allow these funds to be
invested in assets that bear a higher rate of return than
the Treasury securities to which the Social Security Trust
Fund is limted. Qhers, including President Cinton |ast
year, have proposed achi eving the sane objective by
allowing the trust fund itself to invest in equities,

cor porate bonds, and other higher-yielding assets. But the
i dea of having a part of the federal governnent, even one
as i ndependent as the Social Security Adm nistration,
beconme a | arge-scale investor in stocks and bonds issued by
private conpani es has troubled many both in and out of
governnent. Hence the use of private accounts, over which

i ndividuals would directly exercise investnent control, has
seened attractive.

The key question here, however, has been where the noney is
to cone fromto fund such accounts. M. Gore has proposed
usi ng the government's on-budget surplus to fund

suppl ement ary personal accounts only for |ow wage earners—a
very limted use of private accounts. This would be yet
another way to turn to general revenue financing—that is,
to the progressive personal inconme tax—+o bol ster Soci al
Security. Two years ago ny Harvard col | eague Martin

Fel dstein offered a much nore ambitious proposal to fund

i ndi vi dual accounts in the anount of 2 percent of annual
earnings (up to the ceiling covered by Social Security) for
all wage earners, also using the on-budget surplus for

fi nanci ng.

M. Bush's plan resenbles the Feldstein plan in both scale
and scope. But because M. Bush has al ready proposed to use
most if not all of the projected on-budget surplus to pay
for cutting individual income taxes, it is not available to
fund i ndividual savings accounts. Hence M. Bush proposes
to fund these new accounts by diverting a part of the
payrol |l tax revenues that now go into Social Security.



So far the debate over this idea has largely taken place
anong professional econom sts, away fromthe glare of the
canpai gn. One of the issues under discussion has been what
woul d happen if people chose investnents that happened to
turn out badly, and how nmuch it would cost to insure

agai nst such outcones. Another is whether the

adm ni strative cost of running these tens of mllions of
accounts woul d absorb too nmuch of any additional return
that individuals could plausibly expect to earn.

Conversely, fees that represent a cost to the owners of the
accounts woul d be a bonanza to the brokerage and nut ual
fund industries. Athird issue is how much of any extra
returns people earned would go to pay for higher benefits

i nstead of being "clawed back"” into the Social Security
system In the newest Feldstein plan, which has been nmade
to ook nore like M. Bush's in that the personal accounts
are funded out of the Social Security payroll tax, it is 75
percent. Each of these questions deserves nore public
attention than it has gotten.

From an econom c perspective, however, the nost fundanental
i ssue i s whether transferring funds to sone form of

mandat ory personal savings accounts would | ead to an
overall increase in what Anerica saves. The answer depends
on how the accounts are financed, and on what woul d happen
to the funds if they were to stay where they are.

M. Gore's linmted plan for | owincome earners probably
woul d add to national saving, for two reasons. Mst | ow
income Anericans do little if any saving on their own, and
so it is unlikely that those who receive such accounts
woul d see them as a reason to put |ess into whatever

savi ngs accounts they already have. And to the extent that
M. CGore's use of surplus revenues in this way woul d be an
alternative to a tax cut, it adds to saving because the
evi dence of recent years indicates that nmuch of any cut in
i ndi vi dual income taxes would go into higher consumer
spendi ng, not nore saving. (To the extent that the use of
the surplus in this way is an alternative to sinply paying
down nore governnment debt, there is no increnent to tota
savi ng.)

Nei t her of these argunents applies to M. Bush's plan.
Because the personal accounts he proposes woul d be funded



in proportion to workers' earnings (up to the Soci al
Security ceiling), nost of the noney would go into accounts
for the benefit of higher-income earners—+.e., the very
peopl e who al ready have ot her savings, and who coul d of f set
what goes into the new accounts by saving | ess el sewhere.
And because the noney to fund the accounts woul d cone from
payroll tax revenues that otherwi se would flowinto the
Soci al Security Trust Fund, fromthe perspective of overal
saving all that would happen is a shift from one governnent
pocket to another. |ndeed, when proponents of personal
accounts financed in this way argue that they would

i ncrease national saving, their argunent rests explicitly
on the assunption that the governnment will go back to
spendi ng, each year, the surplus in the Social Security
account by running an equal or l|arger on-budget deficit. In
ot her words, despite the promse to take a "l ockbox™"
approach to Social Security, any claimthat the Bush plan
woul d add to national saving assunmes that the governnment
woul d be unable to live up to that prom se.[ 3]

Whet her this and ot her questions about the future of Soci al
Security—as well as about the phil osophy that underlies
econonm c policy—w Il be clearly debated in the current
canpaign will be a major test of the seriousness and the
conpet ence of the two candi dates.

Not es

[1] This does not mean that the governnment would play any
additional role in allocating the nation's savi ngs—at | east
not for sone years, and probably not ever. As long as the
gover nment had sone debt outstanding (until 2009 on current
projections), it would add to national savings nerely by
paying off its publicly held obligations. The market woul d
all ocate that additional savings in the sane way that it

al l ocates private savings; that is, the investors who had
hel d the redeened obligations woul d decide what to do with
the cash they received fromthe Treasury, and a good part
of the noney woul d be saved, whether in corporate bonds or
in other ways, providing noney for investnment. Only after

t he governnent had conpletely retired its outstandi ng debt
(if that ever occurred) would there be a need for concern
about ways of allocating savings that did not depend on the
mar ket .

[ 2] Available through M. CGore's website:
www. al gor e2000. com



[ 3] See Dougl as El nendorf and Jeffrey Liebman, " Soci al
Security Reformand National Saving in an Era of Budget
Sur pl uses, " m nmeographed, John F. Kennedy School of
Governnent, Harvard University.
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