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James Riordan of Mobil Corporatio n

Elected as Chairman of Tax Foundation's Board

Archer Urges Bipartisanship and
Aggressive Action to Confront Deficit

"We will have an opportunity . . . perhaps
only a brief one early in the year," Congressman
Bill Archer told Tax Foundation's 51st annua l
dinner in New,York November 30, "to take con-
trol of the situation and confront the problem o f
the federal deficit head on." At the dinner, Rep-
resentative Archer received the Tax Foundation's
Distinguished Public Service Award for 1988
from incoming Board Chairman James Q . Rior-
dan of Mobil Corporation .

The penalty for failing to deal early with the
deficit, the Ranking Republican on the Ways an d

"We will have an opportu-
nity . . . perhaps only a brief on e
early in the year, to take contro l
of the situation and confront the
deficit head on. "

Means Committee warned, is that "we'll likel y
face the consequences of having fiscal events
control us . . . rather than the other way around . "

To avoid what he called "a collision course
with fiscal reality," Archer urged the Congres s
and the Administration to "set aside the rhetori c
and demagoguery of election-year politics—and
join together in dealing with the reality of a prob-
lem which cries out for a bipartisan solution ."
The Texas Congressman cited a number of fac-
tors that he predicted would "generate enormou s
budgetary pressure" :

• "The removal of the Social Security trus t
funds (and their deficit-masking reserves) from
the unified federal budget . "

• "The unfunded liability of FSLIC over the
next several years."

• "The Department of Energy's cleanup and
(Continued on page 2)
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James Q. Riordan

James Q. Riordan, Director, Vice Chairman, and Chief Financia l
Officer of Mobil Corporation, was named Chairman of the Ta x
Foundation's Board of Trustees at the Foundation's November 3 0
Board meeting in New York on November 30 . In announcing his
election, out-going Chairman Hans W. Wanders of The Wachovia
Corporation described Riordan as "a man superbly prepared for th e
job, with service in both the Executive and Legislative Branches of th e
Federal Government, the law and the tax and financial sides of a
major corporation ."

Riordan joined Mobil Oil in 1957, after a varied career that in-
cluded service on the staff of the House Ways and Means Committee ,
the Tax Division of the Justice Department, the office of the U .S. At-
torney for the Southern District of New York, and private practic e
with several New York law firms. He became a trustee and member
of the executive committee of the Tax Foundation in 1984 .

"Having workerd with him closely for the last four years,"
Wanders told the business executives and press attending th e
Foundation's annual dinner, "I can Issure you that the Foundation i s
fortunate to have an individual of his competence and dedication t o
lead it."
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modernization of nuclear weapons
production facilities."

• "The Department of Defense's
hazardous waste cleanup program. "

"Our resolve is going to be sorely
tested," he cautioned .

Archer went on to describe the
confrontation built in to President-
elect Bush's no tax pledge and the
determination of House Speaker Ji m
Wright that he will "insist on tax in -
creases ." Furthermore, Archer noted ,
the Democratic leadership will insis t
that the President "be the first to make
the tough choices." He added, "The
resolution of these diametrically op-
posed viewpoints—along with the
political implications involved—is
obviously the crux of the issue we face
in 1989 . "

Archer described himself as equall y
opposed to tax increases and as shar-
ing the incoming President's convic-
tion that "federal spending remains
the villain in the federal deficit story."
He also indicated, however,
that"given the majorities which now

"Federal spending re-
mains the villain in th e
Federal deficit story."

control the House and Senate . . . I
don't think we can win that battle i n
1989," short of allowing "the Gramm-
Rudman automatic sequestration trig-
ger to be pulled ." He added that h e
did not believe Congress would allo w
this to happen, since they would not
be willing "to pay the price of across-
the-board cuts in non-entitlement
programs . "

There is danger even if the govern-
ment reaches the point where seques-
tration or a waiver of sequestration i s
seriously considered, Archer asserted ,
cautioning, at that point, "the whole
process will become driven by the
politics of the situation . . . and any
hope of bipartisanship will go out the
window." Should this occur, he fore -
cast "a return to the bitter confronta-
tional atmosphere of 1987 . "

Archer called that a "giant step
backward from the healthy spirit of

bipartisanship which Dan Rostenkow-
ski and I have tried—successfully—t o
nurture in the Ways and Means Com -

"One of the most unfor-
tunate legacies of tax re -
form is some implied un-
derstanding that provi-
sions which were linke d
to one another . . . for the
purpose of winning sup -
port for the overall pack -
age . . . somehow should
remain linked for al l
time."

mittee this year," a step neither he nor
Chairman Rostenkowski wanted to
see taken .

The Democratic majority is "likely "
to send the President a bill containin g
revenue increases, Archer predicted ,
although he indicated that he foresaw
no new form of taxation . He described
the question as "not so much whethe r
there will be such a bill, but whethe r
the Administration—and Republican s
in Congress—will have a hand i n
shaping one which the Presiden t
might sign ." He warned, "The stage i s
clearly set for such a bill in 1989,"
noting a number of factors pointing i n
that direction.

Archer urged that "the reality of the
situation demands early bipartisa n
action"and called for a budget sum-
mit "during the first weeks of the ne w
Administration. "

He asked for "serious, substantiv e
discussions about a multi-year pro -
gram of deficit reduction ."

Regarding prospects for tax in -
creases during the coming year,
Archer pointed out, "If we're going to
be dealing with additional revenues as
part of the agreement . . . and reality
tells me that in spite of my own strong
preferences the majority will likel y
insist on new revenues . . . we should
do so on the basis of tax policy . . . no t
tax politics ." He added that if the mi-
nority party does not become part o f
the process early on, the majority

party will not take the time "to step
back from the political rhetoric of re -
cent campaigns . . . and look at the
overall policy benefits of measures
such as a capital gains tax differentia l
and the indexation of the cost basis of
capital gains." Other policy issues tha t
may be overlooked include foreign
source income provisions, simplicity ,
international competitiveness, private
pension plans, the corporate minimum
tax and passive loss rules .

"One of the most unfortunate lega-
cies of tax reform is some implied
understanding that provisions which
were linked to one another . . . at tha t
time . . . for the purpose of winning
support for the overall package . . .
somehow should remain linked for al l
time," Archer observed . Instead, he
called on Congress to "reopen" majo r
areas of the 1986 Tax Reform Act fo r
policy review .

"I'm not suggesting that 1989
should be the year that the entire ta x
code is reviewed and rewritten again, "
he explained, adding "I do think, how-
ever, that it's time to being moving
ahead with Tax Reform. . . . That's a
process we can begin in 1989."

The Texas Congressman concluded
his remarks with a call for cooperatio n
toward that objective. "Right now is
the time and place for statesman-
ship—not partisanship . . . policy—not
politics . . . cooperation—not confron-
tation . . . answers—not excuses," he
told the corporate executives and
press attending the dinner .

Tax Features
Tax Features (ISSN 0883-1335) is published
by the Tax Foundation . Original material is
not copyrighted and may be reproduced .
Please credit Tax Foundation .
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Budget Watch By Allen Schick

Reagan's Budget Legacy and Bush's Budget Quandary
George Bush will inherit a budge t

and an economy shaped by his prede-
cessor's policies and actions. When he
takes office in January, the new presi-
dent will have to decide whether to
continue on the path charted by
Ronald Reagan during the past eight
years. His predicament will not be an
enviable one: doing nothing might
trigger deep percentage cuts in na-
tional defense and in numerous socia l
programs; raising taxes or selectively
curtailing programs might be an un-
popular beginning for a new Presi-
dent. If the recent election campaign is
a guide, Bush will oppose tax in -
creases, seek to restrict spendin g
growth to the rate of inflation, avoid
big shifts in fiscal policy, and hope for
a gradual reduction in the budge t
deficit . But staying on course will de-
pend on a cooperative economy as
well as on a cooperative Congress . A
number of things can quickly go awry
and compel the new President to devi-
ate from inherited policies or cam-

When he takes office in
January, [Bush] will hav e
to decide whether to con-
tinue on the path charte d
by Ronald Reagan . . .
His predicament will not
be an enviable one . . .

paign pledges. Even if the early
months of his presidency are quiet,
Mr. Bush might come up against th e
deficit targets set by the Gramm -
Rudman-Hollings process .
The Pesky Budget Defici t

Deficits have been standard operat-
ing procedure in Washington for some
time. The last balanced budget oc-
curred in 1969; only 10 of the past 6 0
budgets have paid their own way . But
there is a startling difference in magni-
tude between Reagan's deficits an d
those incurred in earlier periods . Be-
fore Reagan, most deficits were quite

small ; Reagan's have been huge. In the
1970s, the biggest deficit was $74 bil-
lion; in the 1980s, the smallest has
been $74 billion . Budget deficits aver-
aged less than 1 percent of GNP in the
1960s, more than 2 percent in the
1970s, and almost 4 percent of GNP
thus far in the 1980s. By the time the
books are closed on the Reagan era,
the cumulative deficit will have bee n
almost one and a half trillion dollar s
and the national debt (which grows
faster than the deficit) will have
tripled from $900 billion at the start of
the decade to more than $2 .8 trillion .

The Economy : Is Growth
Enough?

President Bush will not be able to
count on the economy to solve hi s
deficit problem . In the past, deficits
abated when the economy expanded,
as additional funds flowed into the
treasury . One of the truly startling
characteristics of recent deficits is that
they have persisted during the longest
peacetime expansion in American
history. The United States has jus t
completed six consecutive years of
expansion, but the annual deficit i s
stuck above the $100 billion mark. The
long expansion and the lowest unem-
ployment rate since the early 1970s are
justifiably among President Reagan' s
proudest achievements . Reagan's poli-
cies have been a major factor in this
favorable economic performance . By
avoiding the policy lurches which
characterized the 1970s, Reagan has
provided markets and entrepreneurs
with clear and stable signals . But
while growth has been protracted, i t
has not been as robust as in pas t
cycles. Real output increased 38 per-
cent during the 1970s and (with only
one year to go in this decade) less tha n
25 percent in the 1980s . Thus, even i f
George Bush avoids an early reces-
sion, economic growth will have been
significantly weaker than in previous
decades. It might be difficult t o
squeeze additional growth out of the
economy without risking a resurgence
of inflation. Whatever its virtues, mod -

erate growth assures continuing defi-
cits under current revenue and spend-
ing policies . Even if they were sus-
tained for an extended period of time ,
real gains of three percent or less a
year will not supply a sufficient incre-
ment for the government to grow ou t
of the budget deficit . CBO has pro-
jected a baseline deficit in excess o f
$120 billion for fiscal 1993—the yea r

President Bush will no t
be able to count on th e
economy to solve his
deficit problem . . . . One
of the truly startling
characteristics of recen t
deficits is that they hav e
persisted during . . . six
consecutive years of ex-
pansion . . . stuck abov e
the $100 billion mark.

that the Gramm-Rudman-Hollings
law promises a balanced budget. Two
recent bits of news point to the intrac-
tability of the deficit under existing
policy. One was the report that the
fiscal 1988 deficit exceeded that for the
previous year; the other was that OM B
has added more than $20 billion to the
estimated 1990 deficit.

These news items might be harbin-
gers of still more unfavorable develop-
ments in the years ahead. Leaving
aside the growing balances in the so-
cial security trust funds, the deficit in
the general accounts is expected to
worsen during George Bush's term a s
President. Without these balances, the
fiscal 1993 baseline deficit would b e
$220 billion, some $100 billion higher
than CBO has projected for the unifie d
budget. If the social security balance s
are used to finance the deficit, the
United States will continue to have
inadequate savings and it will con-

(Continued on page 4)



4

	

TAX FEATURE S

(BUDGET WATCH, from page 3)

tinue to look abroad for large infu-
sions of capital . Unfortunately, much
of the borrowed money has gone t o
prop up consumption . Without in -
creased saving and investment, the
massive run-up in debt will have to be
serviced by an economy whose long-
term potential has been diminished by
weak productivity gains . Not only wil l
we have a bigger debt burden, but w e
will have a smaller (than possible )
economic base from which to pay ou r
obligations. If growth doesn't suffice ,
George Bush will have only two way s
of dealing with the deficit: more taxes
or less spending . The first optio n
would break with Reagan's policie s
and with Bush's campaign pledges ;
the second would run afoul of pres-
sure in Congress and elsewhere to
maintain current or higher levels o f
expenditure.
Reagan's Tax Legacy: More Ear -
marked, Fewer General Taxe s

George Bush will confront a mark-
edly different tax situation than the
one which Ronald Reagan faced eigh t
years ago . Income taxation has been
revolutionized by Ronald Reagan . The
top tax rate on individual income ha s
been reduced from as much as 70 per-
cent to only 33 percent; the top corpo-
rate rate has been lowered from 4 6
percent to 34 percent; numerous pref-
erences have been ended or narrowed;
and individual tax rates have been in-
dexed to changes in consumer prices .
As a result of these and other polic y

If the social security bal-
ances are used to finance
the deficit, the Unite d
States will continue to
have inadequate savings
and it will continue t o
look abroad for large in -
fusions of capital .

changes, individual income taxes have
dropped from 9 .6 percent of GNP i n
1981 to an estimated 8 .2 percent in
1989. Had these taxes remained con-
stant relative to GNP, Americans

would now be paying $60 billion more
in income taxes each year .

The decline in income taxes has
been partly offset by a rise in socia l
security taxes . Social insurance taxes
have climbed from 6 .1 percent of GNP
in 1981 to an estimated 7 .1 percent in
1989. These taxes now produce 36 per-
cent of total federal revenue, up fro m
31 percent in Reagan's first year .

Total federal revenue has recede d
from the historically high level (20
percent of GNP) reached in 1981 . Bu t
at 19 .3 percent of GNP, it is still a ful l
percentage point above the average
for the 1970s . This comparison wit h
past tax burdens is the basis of Presi-
dent Reagan's claim that the deficit i s
not due to undertaxation. But while it
is true that total revenue remain s
above the long-term trend, the chang-
ing composition of the revenue has led
to a situation where the government
collects ample funds for earmarked
purposes but is unable to cover th e
costs of programs which lack their
own revenue source . General reve-
nues, which pay for national defense,
the ongoing operating costs of govern-
ment agencies, and most discretionar y
domestic programs, are now a smalle r
percentage of GNP than at any time
since World War II . General revenue i s
less than 12 percent of GNP; it was
almost 15 percent of GNP in 1960 be-
fore any of the Great Society programs
were established. The inadequacy o f
general revenue is the main cause o f
today's budget deficit . The trend to-
ward earmarked revenue and away
from general taxes might pick u p
steam during the Bush presidency . As
a candidate, Bush indicated a stron g
preference for earmarked taxes, such
as the additional medicare premium
levied this year to pay for new cata-
strophic illness coverage . Apparently ,
Mr. Bush does not regard these ear-
marked payments as taxes ; hence, they
would not be precluded by his "rea d
my lips" opposition to tax increases .
There appears to be strong politica l
support for the lower marginal ta x
rates enacted in 1986. These rates may
be the most untouchable feature of the
Federal tax structure . Politicians will
have to look elsewhere it they want

additional revenue. It also will be dif-
ficult to raise significant amounts o f
revenue by closing loopholes in th e
tax laws . Most of the corporate tax
preferences have been eliminated;
most of the individual tax preference s
enjoy widespread political support . In
the aftermath of last year's marke t
crash, the President and Congres s
negotiated for more than a month
before coming up with $27 billion of
revenue enhancements (over a 2-yea r
period). In calmer circumstances, even
this relatively small amount of reve-
nue might be beyond reach .
Reagan's Spending Priorities

Ronald Reagan has had his share o f
budget ups and downs . No previou s
president was so successful in quickl y
molding the budget to fit his policies .
At the dawn of his presidency, Reagan
skillfully pressured Congress to re-
vamp national priorities by cuttin g

Apparently, Mr. Bus h
does not regard these ear-
marked payments as
taxes; hence, they woul d
not be precluded by his
"read my lips" opposi-
tion to tax increases .

domestic programs and building u p
defense resources . Barely half a year
after he took office, Congress had en -
acted far-reaching cutbacks in federa l
spending and a steep drop in tax rates .
Since 1981, however, Reagan and Con-
gress have been locked in a protracte d
budgetary war, with neither side abl e
to dislodge the other from its basic
positions . The table on the next page
indicates that Reagan has had modes t
success in altering budget priorities,
but there are both similarities and
differences in the last pre-Reaga n
budget and Reagan's final budget .
Three categories—national defense ,
interest charges, and mandatory pay-
ments—account for about 85 percen t
of federal spending . All other pro -
grams compete for the remainder .

(Continued on page 5)
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THE FRONT BURNER By Robert C. Brown
President, Tax Foundatio n

"Mandated Benefits"
Official Washington is cagey .

Bar one road to increasing spend-
ing, and the White House and th e
Congress will quickly find another .
The child of the 80s, when it comes
to backdoor spending, is Mandated
Benefits .

Under this rubric, Uncle Sam
determines a benefit the citizens ar e
deemed to need. The private sector
is then required to provide and pay
for this worthy service .

Caught between the rock o f
Gramm-Rudman deficit targets
and the hard place of demands for
new programs or increased benefi t
levels in existing ones, Congres s
made its first major move in this
direction under COBRA, the Con-
solidated Omnibus Budget Recon-
ciliation Act of 1985, which man-
dated continuing health care for
employees who were laid off and
their families. The 101st Congress,
under the same pressures, will
probably try to mandate benefits fo r
long-term health insurance and
parental leave, among others .

What's so bad about that? Im-
proving and expanding benefits is
in many cases a worthy goal . But let-
ting Uncle Sam decide what thos e
benefits shall be, who shall furnis h
them, and at what level, may not be
the most desirable way of address-
ing the social agenda .

First off, what has happened t o
the due process clause of the U .S .
Constitution? Does government
have the right to preempt million s
of dollars of corporate revenues an d
specify how these shall be spent
without giving corporate officers o r
shareholders any say?

Next, while we have yet to as-
sess the impact of mandating bene-
fits on the collective bargaining pro-
cess, it is only logical to reason tha t
the more items that are mandated,
the fewer things that are on the table
come contract time .

An additional consideration is
that when government mandates
benefits, finessing the cost onto U .S .
businesses, the pain of paying fo r
the program is detached from the
pleasure of receiving the benefit.
This is always bad policy . The net
drag on the economy, however real,
may be imperceptible, but the death
of a thousand cuts is just as lethal as
beheading — it only takes longer .

Finally, as someone said in a dif-
ferent context, "The generals ar e
always preparing to fight the las t
war." Big government is usually
behind the curve, often out of touch
with reality . A number of years ago ,
a Federal agency prescribed ho w
New York City's buses ought to be
built to reduce polution and in-
crease safety . The only problem was
that the buses kept breaking down,
and New York City had to acquire
older buses from Washington, D .C. ,
to keep its surface transportatio n
system running .

Do we really want the Whit e
House and Congress telling all
Americans exactly what benefits
they need, at what level, for wha t
cost, and then embedding these pro -
grams in the corporate benefit sys-
tem? I suspect not . I suspect that
doing so would simply give us a bus
that looked good on paper, but that
ended up either taking us to the
wrong destination or nowhere at all.

(BUDGET WATCH, from page 4)

National defense. Defense has bee n
the most cyclical part of the budget .
After rising sharply in the first half o f
the 1980s, the new resources provided
the Pentagon have levelled off in the
second half . This pattern closely con-
forms to shifts in public opinion . Most
Americans favored the defens e
buildup at the start of the decade ;
most now think that defense spending
should remain the same or be de-
creased. Although the Defense Depart-
ment has $250 billion in carry-ove r
funds which have facilitated its adjust-
ment to more austere circumstances, it
will not be able to acquire all the
weapons scheduled in its 5-year plan.
Nor will it be able to man and operat e
all the forces it already possesses un -
less the defense budget is permitted t o
grow in real terms. The 1989 Reaga n
budget was a harbinger of what migh t
be in store for a Bush Administration.
Despite his strong support for defense,
Reagan proposed the deactivation o f
air wings, early retirement of ships,
and other force reductions . For the
most part, however, the last Reagan
budget relied on deferments and
stretch-outs to avoid a basic review o f
mission and force levels . It is doubtfu l
that these expediencies will suffice i f
the defense budget is held to zero rea l
growth .

Mandatory entitlements . Most of
these are payments to the retired,
poor, disabled, unemployed, or othe r
persons entitled to financial assistance .
These payments are mandated by law;
in most cases, cost of living increases
are also mandated .

Ronald Reagan has had little suc-
cess in curbing the growth of these
payments. They have the same share
of GNP today as in 1980, and they
now account for almost half of tota l
outlays . There appears to be wide -
spread political support for protecting
means-tested entitlements (for low-
income persons) against cutback and
political opposition to cutting middl e
income transfers . Social security bene -
fits are treated as untouchable b y
Democratic and Republican politicians
alike. Medicare has been nicked, bu t
its costs race ahead of GNP and over -

(Continued on page 6)

Base Closing Commissio n
The President has signed a law em -

powering a Carlucci-chosen commission t o
produce a list of bases suitable for closing .
The commission's schedule :
12/31/88 Commission report submitted t o

defense secretary .

1/16/89 Defense secretary submits list t o
Congress, if he chooses .

3/1/89 Start of 45-day window durin g
which Congress can veto the bas e
closing list — only by majority of bot h
houses .

1/1 /90 Earliest date first base can be closed .
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all budget trends .
George Bush can expect enormou s

pressure in this sector of the budget .
There are strong demands for federal
assistance in financing nursing and
home care for the elderly. As the num-
ber of elderly Americans rises, so too
does their draw on the federal budget .

Net interest . This is the truly un-
controllable portion of the budget, fo r
it represents outstanding commit-
ments to bondholders. Interest pay-
ments have soared along with the ac -
cumulation of public debt . In 1980 ,
less than 9 percent of outlays wer e
diverted to interest charges; today
more than 14 percent is paid out i n
interest. With the buildup in debt, th e
budget has become increasingly sensi-
tive to fluctuations in interest rates .
The recent uptrend in these rates ha s
added billions of dollars to the fisca l
1989 deficit .

Nondefense discretionary spend-
ing. This "all other" category cover s
hundreds of federal programs, the
operating costs of federal agencies ,
and many grants to state and local
governments . This is the area in which
the Reagan budget revolution ha s
been most successful. Discretionary
domestic spending has been crowded
out by other demands on the budget ,
and its share of national output and of
total outlays is substantially less tha n
at the start of the decade .

Much as he may want to do so,

George Bush will not have much op-
portunity to sharpen his budget knif e
here. The big cuts have already been
made. While additional savings may
be justified, it will be hard to marshal
support for them . In fact, Candidate
Bush identified a number of problem
areas—education, drug control, day
care and environmental protection, fo r
example—where additional resources
might be allocated .

The Budget Honeymoo n
George Bush will face tough choices

almost immediately after taking office .
By then, the 2-year budget agreement
will be drawing to a close and the gap
between the fiscal 1990 GRH deficit
target and budget realities will be -
come more evident . Ronald Reagan' s
departing budget—to be issued abou t
10 days before inauguration—wil l
undoubtedly paper over the gap by
proposing severe cuts in both discre-
tionary and mandatory programs. One
of Bush's early decisions will be
whether he should stick with Reagan's

budget or develop his own proposals .
His predicament will not be an envi-
able one: doing nothing might trigger
deep percentage cuts in national de-
fense and in numerous social pro -
grams; raising taxes or selectively cur -
tailing programs might be an unpopu-
lar beginning for a new President .
Congress will have a big say in budge t
policy. The overwhelming odds are
that 1989 will not be a replay of 1981 ,

that Bush will have difficulty impos-
ing severe domestic cutbacks on a
Democratic Congress that gained
strength in the recent election. Bush
can decide to confront Congress o n
budget policies and priorities, refusin g
to give ground until the government is
at the brink of stalemate . Or he can
seek a less confrontational honey-
moon, seeking a negotiated agreement
with Congress . The most relevant
precedent for Bush might be wha t
Reagan did near the end of his presi-
dency, not what happened at the start .

Budget and GNP Shares
(in percent)

Budget Shares* GNP Shares*
1980 1985 1989 est . 1980 1985 1989 est .

National defense 22 .7 26 .7 26.6 5 .0 6 .4 5 . 9
Mandatory entitlements 47.0 46 .3 47.5 10 .4 11 .1 10 . 5
Net Interest 8 .9 13 .6 14.5 2 .0 3 .3 3 . 2
Discretionary domestic 26 .6 18 .6 16.9 5 .9 4 .5 3 . 7
Total outlays 22 .1 24 .0 22.1

Source : Congressional Budget Offic e
*Because offsetting receipts are excluded, the budget and GNP shares add up to more than 100 percent .
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