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The overall report represents the preponderant view of the Commis-

sion. In a bipartisan effort of this scope, it is not expected that each

Commission member will endorse every specific aspect of the report.

Additional views are published in the Appendix to this report.

The recommendations herein offered are those of the Commission,

since CSIS, as a tax-exempt, non-profit institution, does not take

positions on matters of governmental policy.



MY THIS

REPORT?

For 30 years, the Center for Strategic and International Studies has

surveyed developments around the globe that might affect the secu-

rity of the United States. Our purpose has been to understand what

was going on in the world so that we might help prepare our nation

strategically to meet the future.

We know every trouble spot from Azerbaijan to Pyongyang. With

the fall of the Soviet Union, however, CSIS has come to the conclusion

that some of America's biggest trouble spots are not abroad but here

at home. They are in manufacturing, capital formation, education,

the federal budget, science and technology.

We are most vulnerable not on the Russian steppes or in the Persian

Gulf, but in our factories, our classrooms, and our halls of govern-

ment. It is in these places that we will either maintain or lose the

strength to influence world affairs for the foreseeable future.

The global influence of the United States ultimately rests on the

strength of the U.S. economy, and as the nuclear confrontation re-

cedes, that strength will be an even greater determinant of interna-

tional standing. Why do we still need global clout? Because our

domestic welfare will be affected by events abroad. We want the rest

of the world to listen to us in political negotiations, environmental

negotiations, and trade negotiations.

Our own success in liberalizing world trade over the last five decades

has exposed almost every U.S. industry to foreign competition and

caused most U.S. producers to depend on export sales as well as

domestic sales to grow and prosper. But, in critical ways, we are not

yet ready to compete in that ultimate arena. Global competition

requires that our plants, scientific and technical effort, products, and
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service meet world class standards or ultimately, our own standard

of living will decline. However, we have not developed an effective,

unified strategy to meet these high standards.

The beneficial way to advance our interests is not by retreating into

protectionism or isolationism, but by strengthening the sinews of

America and continuing in our role as a world example and global

leader. We cannot protect ourselves by withdrawing from the global

economy any more than we could have protected ourselves by with-

drawing from the communist threat.

There is more in our house that needs to be put in order besides issues

concerning production and the economy. The tension that boiled

over in Los Angeles is just a symptom of a festering unrest.

We need to learn from other societies that loyalty to one another and

mutual responsibility are elements of competitiveness as well as of

compassion. We build great freeways, but we cannot simply drive

past our neighborhoods that have been allowed to decay. Woven into

any program to strengthen America must be strategies to help all our

citizens participate fully and effectively in our economic life.

The Soviet Union sought for many decades to undermine the

strength, the vitality, and the will of the United States. What com-

munism failed to wreak upon us, however, we may bring upon

ourselves if we do not address with a sense of national urgency the

weaknesses in our institutions and public policies. These weaknesses

are not a product of one party's policies, one branch of government, or

one industry. They are national weaknesses 20 years or more in the

making. They may take years to correct.

These trends no longer can be ignored.

In January of 1991, CSIS created the Commission for Strengthening

of America to develop an action plan to put the U.S. house in order.

This is the first report of that effort. Other reports will follow. Co-

chairs Senator Sam Nunn and Senator Pete Domenici have led this

group of distinguished Americans business and labor leaders

8
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spanning a wide range of sectors, experts from many different fields,

respected members of academia, members of both houses of Congress,

and state and local government officials in looking strategically at

our country's problems. Senator Nunn and Senator Domenici are

leading this Commission toward practical action, not just rhetoric.

Our congressional members are concerned about the country's future

and are sponsoring legislation that will put us on the path to long-

term growth. The Commission's business leaders are some of the

most innovative in the country, and they are leading their companies

to become global competitors. All of us including the

Commission's mayors and labor leaders are concerned about the

work force of the next century and are acting now to overhaul our

educational system.

We have not tried to be original for its own sake our analysis

builds on previous work and goes beyond it. We have put aside the

stale ideological battles and developed specific, often controversial

recommendations to strengthen our country. I want to thank the

commissioners for their dedication, their selflessness, and their out-

standing work on this project still in progress.

Ever since the end of World War II, the United States has sought to

be prosperous at home and strong overseas. The world has changed.

America's needs have changed. Today we must also be strong at

home and prosperous overseas. The Commission offers this blueprint

to help our country achieve those goals.

29a-40:11.1 aAdhi:Led

David M. Abshire

President, CSIS
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WHY 11010

The American people are not alone in their frustration with what goes

on in Washington. Many of us who work here feel the same way.

Two of us one a Democrat, the other a Republican are alarmed

by-our government's unwillingness or inability ro address the chal-

lenges of the future. A recent editorial in the Washington Post charac-

terized very well the current behavior in the capital with the headline

"The Future be Damned."

Both of us are politicians who well understand the pressures of politi-

cal life, but the time has come to say, "enough is enough." Elected

officials, Democrat and Republican, must look less at short-term

gains and more at the pressing, long-term problems of our country.

Business must also abandon its shortsighted preoccupations. The

news media must ask the right questions and demand substantive

answers from those seeking higher office.

Americans themselves must realize that the problems facing the

nation cannot be solved without sacrifices in one form or another in

the years ahead. In fact, many Americans are sacrificing already.

Some people have not seen their wages go up in close to two decades.

Others are out of work. The question is whether we choose the

sacrifices or whether the sacrifices choose us,

Concerned by the lack of urgency in dealing with our country's long-

term problems, we readily accepted Ambassador David Abshire's

invitation to chair the Commission for Strengthening America

sponsored by CSIS.

The goal of our bipartisan Commission is to develop an action plan to

strengthen the country. To do so, we drew upon the insights of an

unusually talented and diverse group of Americans. The Commission

brings together 17 chief executives of American companies, congres-

sional colleagues from both sides of the aisle, mayors, labor leaders
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with a wealth of expertice on isso-s ranging from fiscal polic, to

education to science and technology. We are ,i2ratcful to the Commis-

sion for their time, efila. and candor.

We especially want to thank Dr. Debra Miller of CSIS, the director of

the Strengthening of America project, who has done an outstanding

job in guiding the commission and who has clem()..-istrated rho pa-

tience or job in organizing this report and supervising its completion.

We believe that, in many areas, fundamental change in our nation is

required, is urgent, and is possible. Change will demand uniry and

strong leadership. The president alone cannot solve all of the prob-

lems. Neither can the Congress, nor one political parry. There is

much that American businesses and unions must do to make our

economy stronger. There is much that local communities, schools,

and parents must do. There is a role for every American, either in

spirit or deed, and we hope that the Commission's bipartisan findings

will give thoughtful rx-ople a place to start.

Along with our colleagues on the Commission, we offer an action

plan for growth in this first report that addresses three critical areas:

fiscal and tax policy; public and private investments in human re-

sources, including education and training, science and technology,

management, and infrastructure; and breaking the gridlock in Wash-

ington so that the president and the Congress can better make sound,

long-term economic policy.

We believe that the recommendations we present will help put the

country on the path to long-term health and prosperity. However, we

want to say at the outset that this report is limited in scope. Other

issues that are also critical to strengthening the country such as

health care reform, environmental and energy policy, regulatory

reform, and international trade policy are not covered in this

report. Subsequent Commission reports will address these issues.

We are releasing our first report now, in the heat of the political

season, because we hope it will influence the political debate in the

weeks ahead.



* We hope our report will help shift the focus of the elections from

personalities and a horse race mentality to the long-term issues

char matter.

* We hope it will assist the media in asking the tough, specific

questions that must be asked.

* We hope it will encourage the voters to reject the quick-fix, feel-

good rhetoric and solutions and increase understanding of the

long-term trade-offs we must make.

* We hope it will prompt the candidates to look beyond the polls

and the political consultants and to think instead about the face of

America for generations to come.

This is the spirit in which our Commission was convened and our

first report was written.

Sam Nunn

U.S. Senate

_

Pete Domenici

U.S. Senate

12 It



EXECUTIVE

SEIM

A new chapter is opening in American history. We won the Cold

War_ in large part because this nation maintained a strong, bipartisan

strategy over four decades to preserve our external security. Following

the same logic and principles, the bipartisan Strengthening of

America Commission was formed 18 month ago under the aegis of

the Center for Strategic and International Studies to look strategically

at our country's economic future.

A group of more than 50 leading citizens from public and private life

chief executives, labor leaders, members of Congress, mayors, and

specialists, with a wealth of expertise ranging from fiscal policy to

education, science and technology --- has now drawn up a plan for

domestic renewal that is both realistic and politically viable.

Among the Commission's key recommendations are:

* Balance the budget by 2002 with a detailed action plan to

reduce federal deficits by S2 trillion over ten years. At the

top of the agenda is getting our fiscal house in order. The

Commission's comprehensive bli.:2print for fiscal reform will allow

us to bring the budget into balance as quickly as we wisely can,

while also permitting necessary, new investments in our human

and physical resources. The plan will rely primarily upon spend-

ing reductions, reducing currently expected spending by 8%

saving $1.5 trillion over the next decade. Placing a ceiling or

cap on non-Social Security mandatory spending must be a critical

part of this effort. The plan also includes increases in taxes that are

3% higher than expected revenues, prOducing $376 billion for

deficit reduction.

Spending reductions would be legally locked in before the raising

of any new revenues. Revenue increases would be limited to a ratio

13 13



of no more than 51 for every $2.75 of spending reductions.

Another $150 billion would be saved through reduced interest

rates brought about by large deficit reductions. This discipline

over ten years would balance the budget without using the Social

Security surplus and create the basis for long-term growth and

higher real income for the American people.

* Abolish the current income tax system in favor of a new

system that would stimulate greater savings, investment,

and jobs. Our savings rate, which is a critical component of

investment, productivity, and growth, is at an all-time low. It has

dropped precipitously below that of our major competitors. The

Commission calls for a phasing out of the current income tax

system, which is biased against savings, and replacing it with a

consumption-based income tax system that will gear the economy

for growth and be both progressive and fair in its impact.

* Create a S160 billion Endowment for the Future through

increased federal investment in education, children, R & D,

and technology. In our zeal to reduce deficits, we must not

ignore the need to improve our human resources and our capacity

to innovate. To pay for this investment over ten years, the Com-

mission recommends terminating or scaling back lower priority

programs. On education and training, the Commission's propos-

als include a new certificate of mastery, based on national educa-

tional standards; expanded programs of technical apprenticeship

and training for the 50% of American youth who do not attend

college; and a comprehensive effort to promote school readiness in

young children.

* To strengthen the industrial base, the Commission recom-

mends devoting more R & D to manufacturing and dual use

(commerciaUdefense) technology, and redeploying resources of the

national laboratories to solve major problems in process as well as

environmentally conscious manufacturing.

The Commission is releasing this first report at the height of the

political season, in hopes that it will help shift the focus to the impor-
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tant, long-term issues which confront the nation. Other recommeda-

tions will follow over the coming year.

Why We Must Change
The facts are simple. We have the largest economy in the world, but

we have vulnerabilities that run far deeper than the latest recession:

The growth rate of American productivity has slowed during the

past 20 years, while the productivity growth rate of other major

countries has accelerated. As a consequence, though our produc-

tivity and standard of living are the highest in the world, average

American real income has stagnated since the 1970s.

ati The U.S. net national savings rate, which is a critical determinant

of investment and growth, is at an all time low: it plummeted

from an average of 9.8% of GDP in the 1960s to an average of

3.6% in the 1980s. In contrast, Japan and European Community

countries save at a rate of over 10% of their GDPs.

Federal budget deficits are sapping the economic strength of our

country. When the Treasury spends money it doesn't have, it

must borrow money from U.S. citizens, corporations and busi-

nesses, and foreign investors. These borrowings absorb private

savings that otherwise would be available for private investment

the primary growth engine of our economy.

Our current tax system is hostile toward saving and tilted toward

immediate consumption. Its structure encourages a focus on cash

flow and short-term profitability, its complexity imposes heavy

costs, and many of its regulations create a handicap for U.S. firms

in the global arena.

America's elementary and secondary education system, once the

envy of the world, is performing well below the best international

levels. Moreover, 50% of America's young people do not go on to

college and receive little help moving from school to the work

place.
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U.S. companies spend twice as many resources on the develop-

ment of new product ideas as they do on the process technologies

to manufacture the products themselves. As good as American

companies have been at invention, many are not nearly as fast or as

effective as their competitors in turning inventions into high

quality products, and then getting those products into the hands

of consumers.

Our nation's federal institutions were once regarded as a vital

source of civic strength. Today, a disenchanted electorate views

Washington with increasing cynicism and mistrust. The growing

gap between our public servants and the public itself signals a

potential crisis of confidence that cannot be ignored.

Getting Our Fiscal House In Order
At the top of the Commission's agenda is the task of getting our fiscal

house in order by getting control over the deficit and restructuring

the tax system to tax consumption, not income.

Both the deficit and the tax code work against our long-term eco-

nomic vitality. Both inhibit savings that are needed for investment,

which would, in turn, stimulate a rise in American productivity and

higher real income for the American people.

The Commission, in assessing what it will take to put our fiscal house

in order, draws three basic conclusions:

First, there are no quick fixes. The challenge facing America is

structural, and the Commission recommends a realistic target date of

2002 a ten-year plan to meet it.

Second, deficit reduction alone is not enough to get us from where we

are to where we want to go. We need mutually reinforcing deficit

reduction and tax restructuring strategies to generate growth through

increased savings and investment.
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Third, while the private sector is the engine for growth, new federal

expenditures on children, education, infrastructure, technology, and

R & D can contribute to our over-all economic performance. Any

plan of action should meet these legitimate needs, either by setting,.
new spending priorities or providing additional funding on a pay-as-

you-go basis.

The Commission proposes a specific Blueprint for Action that com-

bines budget deficit reduction with the replacement of the current tax

code by a progressive consumption-based tax. The predominant view

of the Commission is that this approach be guided by ten principles:

1. Balance the budget by the year 2002, without using the Social

Security surplus;

2. Promote long-term economic growth without undue short-

term economic disruption;

3. Base projections for deficit reduction on credible, realistic

economic assumptions;

4. Follow a step-by-step agenda, legally locking in spending

controls before raising revenues;

5. Limit revenue increases to a ratio of no more than Si for every

$2.75 of spending reductions;

6. Bring mandatory spending under control by putting a cap on

the growth of spending on non-Social Security entitlement pro-

grams;

7. ?enact comprehensive health care reform that controls costs and

insures tl-.e uninsured;

8. Restructure the tax code to promote growth by encouraging

savings and allocating resources more efficiently, while preserving

the over-all progressiviry of the code;

9. Make room for increased investment in education, children,

R & D, and technology by reducing or terminating lower priority

programs;

-
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10. Fully implement the "good-government" measures such as

sunsetting programs, using the "total quality" approach to man-

agement; collecting revenues from tax cheats, and reducing waste

to make government more efficient.

Budget Deficit Reduction Strategy
The Commission's 10-year blueprint calls for balanced deficit reduc-

tion totalling $2 trillion over the next decade. Spending would be

reduced 8% below projected levels saving nearly $1.5 trillion over

ten years. Projected revenue increases would be 3 over the decade,

which would add nearly .S376 billion. Another S150 billion would

be saved through reduced interest rates. The total sum from these

spending reductions, added revenues, and lowered interest rates

would balance the budget.

The Commission's blueprint includes increased spending of S160

billion on children, education, R & D, and technology. It also calls

for another S100 billion for highways, airports, and other physical

public infrastructure, to be funded by fees or revenues outside the

deficit reduction package.

The Commission bases its strategy for deficit budget reduction on

realistic assumptions about economic growth. To assume signifi-

cantly higher growth would be self-defeating because such optimistic

assumptions would make our fiscal plan less credible. America's

current fiscal situation suggesrs that discipline is needed and that

growth must be earned, not assumed. But should our action plan

result in the higher growth that is potentially within reach, the

dividends to the country would be all the greater and would permit

lower tax rates, increased public sector investment, or the retirement

of parr of the national debt.

The predominant view of the Commission is to recommend the

following blueprint for restructuring fiscal policy:

(1) Allowing two years for enactment and a gradual phase-in, cap

spending on non-Social Security mandator programs beginning

18



in 1995 saving $660 billion over I() years, or 10% of such

projected spending over the ten-year period.

(2) Abolish the present tax code and enact progressive consumption-

based income taxation within two years. This decision would

include a commirment to implement a full consumption-based

income tax before the year 2002 and to specify the tax restructur-

ing which would provide for transition. This restructuring should

he permitted to raise nearly S376 billion by the year 20(12 but no

more than $1.00- in taxes -for $2.75 in spending reductions. This

represents a 3 increase in projected revenues and an 8% cut in

projected spending over the course of the plan.

(3) Reduce defense spending in an orderly fashion from 20(.'4- to 13C-i.

of the federal budget, with the goal of saving $290 billion over 10

years, an additional 10(.. reduction in projected spending.

(4) Allow international spending to increase at half the rate of infla-

tion, growing from $20 billion in 1993 to $24 billion in 2002,

while placing a greater emphasis on supporting newly emerging

democracies and market economies saving $21 billion by the

year 2002, a 9% reduction in projected spending.

(5) Permit domestic discretionary spending to increase from its

current level of S234 billion to $255 billion in the year 2002.

The Commission believes that domestic discretionary spending

should he repriorirized so that it emphasizes investment-oriented

programs that promote economic growth in the following

manner:

* In particular, the Commission recommends $160 billion of

thcrearedspending over current projected levels for the ten-year

period on education, children, R&D, and technology.

* To help pay for these high priority investments, the Commis-

sion recommends terminating, scaling back, or streamlining

lower priority programs. The Commission recommends a

number of programs that should be reviewed for possible

termination.
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All told, this reprioritization of domestic discretionary spending

will produce net savings of $243 billion over a ten-year period, a

nearly 9% reduction in projected spending.

(6) From 1993-2002, increase spending on physical infrastructure

roads, bridges, airports, and tunnels by $100 billion over

current projected spending to be paid for, by increased energy

taxes or user fees (no net effect on budget over the ten years).

(7) Inrerest payments would be reduced saving $237 billion over

the ten-year period, an 8% reduction. Lower interest rates

brought about by large deficit reductions would increase these

savings to $387 billion, for a total reduction of 13% in projected

interest costs.

The Commission fully understands that the proposed spending

reduction and tax reform will be extremely difficult. But it should

also be stressed that unless all of the key elements of the fiscal plan are

implemented as a package. the country risks the real possibility of undermining

America's international position without achieving its goal of a strengthened

America at home. If we attempt to balance the budget by slashing national

security and international programs, without restraining and reforming

domestic discretionary and mandatory program spending, u e trill weaker:

ourselves both abroad and at home.

Tax Restructuring Strategy:
The Consumption-Based Income Tax

The Commission recommends abolishing the current tax system and

replacing it with a progressive consumption-based income tax system

that would exempt savings and investment from taxation. This

proposal has gained increasingly wide support from leading econo-

mists and tax experts of varying political persuasions.

By removing the bias in favor of consumption in the current income

tax code, neither consumption nor saving would be subsidized. The

Commission believes that significant new saving and other benefits

will result from this change.
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The consumption-based tax would be levied in very much the same

way as the personal income tax. A taxpayer would take annual

income, add gifts and bequests as well as net borrowings, and subtract.

all savings basically net investments and the net change in his or

her bank balance. The remainder would equal consumption, and the

resulting amount minus exemptions would be taxed.

Under a pure consumption-based income tax, businesses would not

be subject to taxation. To reduce the burden on individual taxpayers,

the Commission recommends a tax on business cash flow as a key

element of the new tax structure.

The Commission recognizes that, under the best of circumstances, it

will take time to design and implement a consumption-based tax sys-

tem. Toward that end, the Commission believes that the principles

that should guide the transition from the present tax code are pro-

gressivit!,,, fiscal responsibility, transparency, and internal consistency.

Progressivity. Arr !-ax on consumption must preserve equity, so that

our citizens. no matter what their income level, share the tax burden

fairly. This can be accomplished through a progressive structure.

Fiscal responsibility. Over the transition, revenues must be raised

consistent with the goal of 5376 billion of additional revenue for

deficit reduction. These revenues should be raised from measures

consistent with the consumption-based tax recommended herein.

Additional tax measures now under discussion such as investment tax

credits. capital gains differentials, R & D tax credits, if implemented,

should not increase the deficit during the transition. If these growth

incentives are put into play during the phase-in of the consumption-

based tax, they must be paid for on a progressive basis by broadening

the tax base, rate increases, or reduction in subsidies to high-income

taxpayers.

Transparency. Progressive changes and adjustments in the tax code

during the transition must be clearly and rightly understood by all

taxpayers, so that there is no sense that tax reform is another set Of

"tax gimmicks."
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Internal consistency. During the shift to a consumption-based tax,

changes in the code must be all of a piece with the new consumption-

based tax structure, deficit reduction, and economic growth.

The Commission strongly urges that a concerted effort be made to

educate the public about deficit reduction and tax reform during the

current presidential campaign and beyond. Voters cannot hold

candidates accountable unless the media does as well.

An Investment Program
To Promote Economic Growth

EDUCATION

The key component of a public investment strategy is investment in

human resources. Strong schools, strong work force training pro-

grams, and strong families are the components of a strong educational

system. We cannot be a first-rate country with a second-rate school

system. We cannot compete successfully in a global economy with a

low-skilled, low-wage work force. Without supportive, involved

families, we will play constant catch-up with children ill-prepared to

learn. Government. the education community, and business must be

partners in a long-term effort to revitalize the American educational

system.

The Commission recommends three principal initiatives to support a

human resources investment strategy in the 1990s: a new system of

national standards at the secondary school level; expanded programs

of training and apprenticeships for students who directly enter the

work force after secondary school, and expanded work force training

programs for those already on the job; and a comprehensive effort to

promote school-readiness in young children and strengthen their

families.

A New System of National Standards

Compared to our competitors and to our own national needs,

America's expectations for what the vast majority of our students
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should know and be able to do are minimal. To achieve both excel-

lence and equity, our nation should develop educational content

and student performance standards in core subjects, such as

math, English, science, and'history. Meeting those standards by

the time they graduate from high school would earn students a

certificate of initial mastery that signified preparation for demo-

cratic citizenship and readiness for high-productivity employment.

High quality standards should be supported by high quality student

assessments. Student assessments should be linked to school cur-

ricula, should measure student achievement rather than aptitude, and

require that students demonstrate not only the recall of facts but also

their application.

To support the shift to higher expectations for student achievement at

the secondary level, colleges, professional schools, and technical

programs should raise their entry-level standards over a ten-

year period. The nation through student assistance and national

service programs at the federal level, through scholarship programs of

colleges and universities, and through private scholarship programs

- should ensure that financial need should no longer be an

obstacle to higher education for students who have performed.

well in secondary school.

Federal, state, and local governments should ensure that

schools have the requisite resources to prepare their students to

meet new and more rigorous standards. The Commission recom-

mends increasing federal investment in the Chapter 1 program,

which helps educationally disadvantaged children. The assis-

tance should extend over the next 10 years, contingent upon the

reform program spelled out in this report, and earmarking some of

these funds to support the nation's R&D as well as meeting the needs

of disadvantaged children.

Teachers must be capable of helping students meet these demanding

national standards. To improve the quality of America's teachers,

the Commission recommends, among other things, that:
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* Financial incentives be provided to attract new teachers into

subject areas where teachers are in short supply; to attract the best

and the brightest secondary and college students to pursue teach-

ing careers; and to attract separated military and defense industry

personnel to the teaching profession.

* National standards be developed for state alternative teacher

certification programs to allow qualified individuals who do not

have an education degree to enter the teaching profession.

* The education community provide financial incentives for teachers

to enhance their own skills and knowledge in order to enhance

their students' abilities to meet higher standards.

Strengthen the Work Force

Fifty percent of our young people do not go to college, but the

United States, unlike its cornpetitors, has no system to assist the

transition from school to the work place. Nor do we have a system to

educate and train front-line workers.

Structured on-the-job learning is the missing link in the part-

nership between schools and employers. Government, business,

and labor should work together to establish apprenticeships that

combine certifiable skill training, academic instruction, and work

experience. Professionalized technical education in the form of "tech

prep" programs, apprenticeships programs, and occupational

training at both community colleges and technical schools

should be expanded. A system of technical and professional

certificates, recognized by employers and post-secondary insti-

tutions, should be developed to measure skill competencies gained

through this education. This would allow workers to transfer from

job to job or move from state to state as they wished.

American companies should also be encouraged to invest in

their own workers. A target of 2% of payroll for training is

reasonable. Congress should develop incentives and technical

programs to increase training and upgrading of the work force, not

just for top management, but also for front-line workers.

t
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Promote school readiness and strengthen families

The Commission strongly endorses the expansion of programs that

promote school-readiness in young children and support families.

These programs include:

* "WIC" (the special supplemental food program for women, in-

fants, and children that provides prenatal and nutrition programs);

* Childhood immunization programs;

*_ Head Stan, which should be made available to all three - and

four-year old children, with non-disadvantaged children partici-

pating on a completely reimbursable basis, and full-day options

provided; and

* "Inter-generational programs" that provide education, employ-

ment, and parenting skills programs for mothers of Head Starr

children.

While these programs and others can do much to promote

school-readiness in children, by far the most influential teachers

are parents. Parents' attitudes toward education, their expectations

for their children, the values they impart, and the environment they

provide for learning all have an enormous impact on educational

success. In addition, parents should monitor the amount and content

of their children's TV viewing. The Commission also believes that-

the TV industry and those who advertise on TV must take responsi-

bility for their enormous impact on children. Finally, though they are

no substitute for parents, schools should adopt strong programs on

values and ethical behavior.

Families can be supported in their efforts by their employers.

Parental leave, flexible work scheduling, working at home, and

career sequencing all enable working parents to spend time

with their children and meet family obligations. The Commis-

sion is united in advocating that working parents be given greater

opportunity to spend more time with their children.
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The American Industrial Base
The primary, .responsibility for producing competitive goods and

services rests with the private sector. While American firms excel in

some business sectors (e.g., pharmaceuticals, chemicals, aerospace and

information services) American firms in other sectors (e.g., motor

vehicles, telecommunications equipment, and computers) are being

challenged by Asian and European companies.

In these industries and others, companies must develop new attitudes

and strategies and learn new techniques to remain or become globally

competitive.

The Commission ix)ints in particular to the path-breaking work

produced by the Mil' Commission on Industrial Productivity, Made

in America, which documents how the 30 "best practice" American

companies meeting the challenge. Total quo lity management,

just-in-time manufacturing, constant refinements in process tech-

nologies, and continuous training of front-line workers are among the

management strategies that these companies use to become global

competitors. The Commission strongly endorses these efforts.

At the same time, government can and should provide an economic

environment that helps strengthen the American industrial base. As

noted above, the federal government must put its fiscal house in order

to increase the availability and decrease the cost of capital for produc-

tive business investment. In addition, the Commission recommends

that government take these steps to leverage the efforts of private

industry:

* R&E tax credit. lb encourage sustained private sector commit-

ment to R&D, the Commission recommends extending the

current 20c1- research and experimentation tax credit through the

transition to a consumption-based tax. Its provisions should be

amended to include expenditures on process technologies and

cooperative research done at the national laboratories.
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* Increased resources to manufacturing technology. NIanufac-

turing technology should be added as the "fifth horseman" to

defense, health, energy, and space R&D. Less than 2r,Y- of the

federal government's R&D budget was devoted to manufacturing

technology in 1991. The Commission recommends that each

federal agency support the development of manufacturing process

technology as a concurrent and important aspect of ongoing R&D

programs.

* National laboratories. The national laboratories, an invaluable

asset in meeting the military challenges of the past, must now

help us meet the economic challenges of the future. The White

House science and technology adviser, the national security

adviser, appropriate members of the cabinet, and representatives of

the private sector should establish a senior level working group to

review and revise the missions of the labs to permit their best use.

The labs can contribute immediately to large-scale projects such as

environmental restoration, waste minimization, environmentally

conscious manufacturing, energy efficiency and supply, advanced

manufacturing, high-performance computing, and health care.

* Increased resources for dual use technologies. The Defense

Advanced Research Projects Agency (DARPA) should be trans-

formed into the National Advanced Research Projects Agency

(NARPA) in order to help integrate defense and commercial

technologies into a strong unified national technology base.

NARPA would continue to support technologies of potential

military importance as well as focus more heavily on dual-use

technology. DOD would benefit by getting faster and cheaper

access to commercial technology, and commercial firms would

benefit by the availability of additional federal R&D dollars.

* Increased resources for infrastructure. Increased federal and

stare resources should be devoted to highways, mass transit and

aviation, including innovative technologies such as high-speed rail

and intelligent vehicle systems. The Commission recommends
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that the federal government increase total spending on such

programs by $100 billion over a ten-year period. Funding for

these new physical investments would come from infrastructure

taxes, energy taxes, and fees.

In addition, the Commission recommends the support of policies to

encourage the development of public communications networks that

will meet the advanced telecommunications needs of all Americans,

including deployment of fiber optic systems or other efficient broad-

band technologies.

Making Government Work
To help break gridlock in government, the Commission recommends

structural reforms within the Executive and Legislative branches.

TO THE PRESIDENT: To bring focus and coordination to economic

issues at the highest level of government, the Commission recom-

mends creating a National Economic Council (NEC), headed by a

National Economic Advisor, on a level with the National Security

Council and the National Security Advisor.

TO THE CONGRESS: To end the quagmire of budgetary legislation,

the Commission recommends creating a Joint Budget Committee,

appointed by the joint leadership of both houses, to supplant the

current budget committees; lengthening the budget cycle from one

to rwo years; decreasing overlap among some 300 committees and

subcommittees, and ending duplication inherent in the budget

resolution/authorization/appropriation process. This streamlining

would reverse the excessive growth of Congressional staff that has

occurred over the past two decades.

If we stay our present course, we and our children and grandchildren

will pay an increasing price. If we begin to make the tough decisions

now, the rewards and benefits will be felt for generations to come.
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We believe that, in many areas, fundamental change in our nation is

required, urgent, and possible. Change will demand unity and strong

leadership. The President alone. cannot solve all of the problems.

Neither can the Congress nor one political parry. There is much that

American business and unions must do to make our economy stron-

ger. There is much that local communities, schools, and parents must

do. There is a role for every American, either in spirit or in deed, and

we hope that the Commission's bipartisan findings will give thought-

ful people a place to start.

Future Agenda: The Strengthening
Of America Commission

ENERGY AND THE ENVIRONMENT

HEALTH CARE

INNER CITIES

REGULATION

TRADE
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"If you don't change your direction. you'll wind up where you're headed"

Commission member Dwayne 0. Andreas

CEO, Archer Daniels Midland

The last four years have been an extraordinary rime to be an Ameri-

can, We have seen rival governments and economic systems topple

and unravel in virtually all of Eastern Europe and parts of Asia.

Without its foes firing a shot, the Soviet Union, with the strongest

army in the world, collapsed. No amount of military might could

substitute for a government that did not work, an economy that

could not produce, and a social policy that repressed the identities and

aspirations of different nationalities and individual citizens. From

these events, America has emerged as the sole superpower.

Our unchallenged preeminence in the world, however, has not left us

altogether settled on our future course, nor free of internal problems.

There is clear and increasing evidence that our own political and

economic systems, though still resilient, must be strengthened. Our

ability ro continue to lead globally will be determined by our ability

to put our own house in order.

We must change our course here at borne in the 1990s. The facts are

simple. We have the largest economy in the world, but we have

vulnerabilities that run far deeper than the last recession. These

weaknesses will continue to erode our economic strength and further

burden future generations. Addressing these vulnerabilities will

require reforms that will be painful at first.

If the United States is to strengthen its human resource base, educa-

tional standards must be tougher and children must study harder. If

the country is to increase its level of saving, our political leaders must

make some tough choices about how to balance the federal budget. If

more U.S. businesses are to become globally competitive, they must

develop new management practices and new production methods.

If we make these reforms, we can turn the country around, regain

momentum, and provide for long-term growth and prosperity. We

will not only be more successful at home but we will continue to

provide constructive leadership in the world. The choice is ours.
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STEARN PROOLICTRATY GROUJTH ROO

OUR STRODRRO OF 1.11111111

The economist Paul Krugrnan notes wryly that "productivity isn't

everything, but in the long-run, it is almost everything... Our stan-

dard of living, the competitiveness of our goods and services, and even

our national power are all affected by how productive we are.

America is still the most productive country in the world. Using

output per worker as the yardstick, the United States is more produc-

tive than either Germany or Japan. That means that every year, the

average American worker produces more than the average German or

Japanese worker.

Despite that success, most economists believe that productivity is the

number one economic problem facing the United Stares. First,

American productivity growth has slowed down considerably during

the past 20 years, while the productivity growth of other major

countries has accelerated. Second, for productivity ro have real pay-

offs, companies must be strong in a few other key areas: excellent

product quality; responsiveness to consumer preferences; and being

first to market. Too many U.S. companies have been weak in these

areas, and that weakness is r.'. aying a large role in the actual economic

performance of our nation.

The slowdown in productivity growth has had major consequences

for our standard of living. During the 1950s and 1960s, American

productivity growth rates in the business, non-farm sector averaged

2.5% per year. As a consequence, real wages and living standards

doubled every 28 years, or once a generation. Thus, in the 1950s and

1960s, most Americans could look forward to an ever-growing

income stream for themselves and be optimistic about the earnings

prospects of their children.

In 1973, however, productivity growth rates dropped abruptly; since

1979 they have averaged about 1% a year. As a consequence, the

average American real income stagnated during the 1970s and 1980s.

In fact, many families found that the only way to make ends meet was
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to have two wage earners rather than one. The numbers tell the

painful story: in 1970, the typical family income (in 1990 dollars)

was about $33,000. By 1990, this figure had grown by only $2,000.

If productivity growth in the 1970s and 1980s had kept pace with its

growth in the 1950s and 1960s, the typical 1990 family income

would have been more than $47,000 (see Figure 1).

FIGLRE 1

Most American families' incomes have stagnated since the early 1970s.

Families in the 1950s and 1960s could look forward to an ever-growing income stream because
American productivity growth rates were healthy. In 1973, however, the productivity growth rate
dropped significantly and never rebounded. Had post-1973 productivity growth matched the much
higher rates of the 1950s and 1960s, family income in the 1970s and 1980s would not have stagnated

it would have grown. In fact, we could have expected that the typical 1990 family income of
approximately S35,000 would have instead been over $47,000, an increas' 34%.

Source Isabel Sagehdl and Mark Condon. 'Bidding Waror Carowsh The Wathi,ron Fes, February 2'. 1992. p A 19
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MANUFACTURING PRODUCTIVITY AND SERVICE

SECTOR PRODUCTIVITY

There is some recent good news in the productivity statistics, but it

comes only from the manufacturing side of our economy. During the
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past decade, U.S. manufacturing companies have rebounded from

1970s lows to a more healthy 39 productivity growth rate per year.

Nevertheless, productivity growth in the manufacturing sectors of

Japan, Germany, Sweden, France, Great Britain, and Italy is still

higher than it is in the United States.

The productivity growth of our service sector, which employs more

than three-quarters of our work force, has not kept pace with manu-

facturing. The service sector is extremely diverse and includes

business, financial, and legal services; amusements and recreation;

telecommunications; insurance; real estate; government; medical care;

education; the police force; public interest advocacy groups; religious

establishments; and retail trade.

The sheer diversity of the service sector makes it difficult to generalize

about the causes of its slow productivity growth. One explanation is

that parts of the sector are characterized by little or no competition.

For example, many government agencies and many non-profit organi-

zations are not forced to become more efficient every year to remain

viable other institutions are not competing with them to provide

similar services.

A second is that the service sector has been less able than the manu-

facturing sector to reap gains from new technology. For example,

despite hefty investments in computers in the 1980s at the rate of

$9,000 per worker the service sector showed very little productiv-

ity gains less than two-tenths of a percentage point per year.

Whether this is an intrinsic weakness of the sector or one that could

be remedied by better management practices and greater investments

in work force training is an open question.

There is, however, a growing body of opinion that productivity in the

service sector is stronger than the statistics say it is. The data on

service sector productivity just aren't very good. Statisticians and

economists have yet to come up with good measures for the produc-

tivity of a government bureaucrat, a college professor, a telephone

operator, a lawyer, or a doctor. A very common method of measuring

productivity in the service sector is number of phone calls made per
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day. Clearly, this measure is inappropriate as a measure of productiv-

ity for many service subsectors.

PRODUCTIVITY GAINS TRANSLATE INTO GREATER

GLOBAL MARKET SHARE

Despite the difficulties in measurement, it can safely be stated that

our major competitors' productivity growth rates are increasing at a

faster rate than ours (see Figure 2). In fact, in certain economic

sectors, Japan is simply more productive than the United States.

Japanese companies that produce automobiles, steel, electric machin-

ery, and electronic equipment are generally more productive than

American companies that produce these goods. U.S. companies

retain the lead in, among other sectors, agriculture, petroleum and

coal refining, paper, printing and publishing, machinery (except

electrical machinery), utilities, and processed food. Usually, but not

always, companies that are more productive can translate their effi-

ciency into a greater share of the global market.

This brings us to the second reason why economists worry about U.S.

productivity. Some foreign companies that are less productive than

their U.S. counterparts are sometimes more successful in the global

FIGUR]: 2

America's productivity growth rate is below that of our major competitors.
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marketplace. Why? Because even some of our most productive

companies are weak in the areas of quality, responsiveness to consumer

preference, and being first to market. These factors have an enor-

mous effect on a product's acceptance in global markets and ulti-

mately our workers' standards of living. For example, U.S.

automakers chose nor to be the first to this market with smaller cars

in the 1970s. That decision, coupled with fewer defects and lower

casts of Japanese cars, played a key role in increasing Japanese market

share in the U.S. auto market, even though U.S. productivity

output per worker was higher.

What will it take to make the U.S. companies more productive? A

variety of factors influence productivity growth, but the consensus is

that one factor outweighs most others: investment. Specifically,

investment in plant and equipment, research and development

(R&D), infrastructure, and human resources through education and

work force training all determine productivity. And, increased

investment in human resources demands improvements in manage-

ment practices, such as planning for the long term, use of the "quality

approach," and encouragement of teamwork.

too easy to say we need more investment in machines, bricks, and

mortar. We need to invest in people the true source of ideas and

solutions, Combining this with the more trau tional forms of invest-

ment will increase our standard of living, increase the global competi-

tiveness of U.S. products and services, and solidify America's position

as a world leader.

This report tackles this two -part investment approach, first by identi-

fying what we need to do, and rhen by spelling out an acrion plan.

THE REED TO El1COURNE SfilJillO

NATIONAL SAVING

National savings are the sum of all savings done by individuals,

businesses, and governments (local, state, and federal) in the country.

Daniel Yankelovich notes that most people chink that "personal

tJ
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"Productivity means
nothing if all you can do
isrnanufacture products
others won't buy."

Richard]. Elkus, Jr.,
Chairman, Promerrix
Corporation
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saving is bad for the economy because it takes money out of

circulation....While experts call for greater savings to fuel investment,

the public, with its focus on consumption, believes that greater

savings will slow the

economy down and

cause America to fall

further behind." Such

persistent short-term

thinking will not solve

persistent long-run

problems.

What are savings?

They are funds that are

taken out of current

income for the purpose

of financing the future.

Said another way,

savings are deferred

spending deferred

so that greater con-

sumption will be

possible in the future.

Foreign investment

aside, national savings

equal national invest-

ment. A low level of

savings results in

reduced economic

growth, low productiv-

ity growth, and fewer

jobs. In contrast, a

high savings rate

permits more invest-

ment in plant and

l'RE
As a percentage of GDP, the U.S. invests less in

some of the key factors that could increase
its productivity plant and equipment and

R&D than ot.her G-7 countries
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Both Japan and Germany spend a greater
percentage of their GDP on civilian R&D.
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equipment, R&D, improvements in process technologies, education

and training, and traditional and high-technology infrastructure all

of which are needed for accelerated productivity growth and a growing

standard of living. However, the U.S. invests less as a percentage of its

gross domestic product (GDP) in plants, equipment, and R&D than

most other industrialized countries (see Figures 3 and 4).

The U.S. net national savings rate is at an all-time low: it plummeted

from an average of 9.8% of GDP in the 1960s to an average of 3.6%

in the 1980s. In contrast, Japan and the EC countries save at a rate of

well over 10% of their GDPs (see Figure 5).

A fall in personal savings

rates explains part of the

decline in our national

savings rates. American

families saved close to

10% ,)f their incomes 20

years ago: now they save

at roughly half that rate.

The primary reason

for the decline in the

national savings rate,

however, is not private

behavior; two-thirds of

the decline in the na-

tional savings rate is due

to the growing federal

budget deficit. A low personal savings rate puts us at a disadvantage.

But huge continuing government budget deficits threaten to turn

disadvantage into disaster.

F101 'RE

The U.S. saves less than its major trading partners,
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When the national savings rate is low, businesses must compete with

the government to borrow saved money, and they are less able to make

investments in plant and equipment, R&D, and worker training.

Or, they must borrow from better savers foreigners. In the 1980s,
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domestic investment was heavily fueled by foreign capital; that is why

capital investment as a percentage of GDP decreased less rapidly than

our national savings rate.

But reliance on foreign capital will be more difficult in the 1990s

than it was in the 1980s. German unification and the dissolution of

the former Soviet empire in Eastern Europe have focused many

potential investors on investment opportunities in that part of the

world. Developing nations such as Mexico are also becoming a

magnet for foreign investment. Japan's internal economic difficulties

have already had a dampening effect on Japanese investors' willing-

ness and ability to invest in the United States. The Japanese stock

exchange has lost 60% of its value, compared to its peak in 1988;

Japanese investors have lost money in dollar-denominated equity

investments because of fluctuations in the exchange rare; and Japanese

investors who bought at the top of the American real estate market

have taken losses. For all of these reasons, there may be less foreign

capital available for investment in the United States in the 1990s.

How do we encourage more saving? Quite simply, we make changes

in both U.S. tax and fiscal policies. Our current tax laws make it

more attractive for companies to go into debt than to expand inves-

tors' equity; they encourage households to borrow and spend money

and punish them for saving; they penalize U.S. companies in interna-

tional trade, compared to our foreign competitors. Finally, the huge

federal budget deficit diverts the little private savings there are away

from productive investment in the future, principally to pay for

public consumption in the present. To encourage saving, government

needs to set the model with spending and borrowing philosophies.

FISCAL RESPONSIBILITY

Federal budget deficits are sapping the strength of our country.

When the Treasury spends money it doesn't have, it must borrow

money from U.S. citizens, corporations and businesses, and foreign

investors. These borrowings absorb private savings that otherwise

would be available for private investment. Less money available for
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investment means less investment in modern equipment and facto-

ries, less productivity, and less economic growth. Everyone loses.

Deficits matter because they reduce net national savings. Deficits

must be funded with borrowing, and this means the government

must pay interest to those who have lent it money. Interest accounts

for an ever growing percentage of total federal outlays. Net interest

on the national. debt the accumulation of past deficits will be

more than $200 billion this year. That makes interest the third

largest "program" in the budget. Only defense and Social Security are

larger our net interest payments are roughly equal to total domes-

tic discretionary spending. We may debate whether to spend more

on infrastructure or education, but that money is already earmarked

for servicing the debt.

The deficit results in a distortion of spending priorities. Just as the

private sector has less money to invest, so too does the government

have less money to invest in public programs and projects designed

for long-term economic growth. As a consequence, resources are

limited for highways and public infrastructure programs, education,

and training programs, all important for increased private and public

sector productivity. To cake another example, the Social Security

system supposedly was placed on a "sound financial basis" through

program reform and payroll tax increases in 1983. The 1983 amend-

ments were intended to build up a reserve in the Social Security Trust

Fund so that when the time comes for the baby boom generation to

retire, the nation would have the Trust Fund to pay the benefits. But

now we've cracked into that bank, too, and we're spending the

reserves for non-Social Security functions. Sure, that reduces our need

to borrow money now, but we're mortgaging our future. When we

have to pay back the Social Security Trust Fund about 20 years

from now large tax increases or benefit cuts will likely be required.

Deficits matter because the costs and perils associated with being the

world's largest debtor n ition (which the United States has been since

the mid-1980s) include a permanent loss of United States investment
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capital, and the risk of a weakened economy lessening the attractive-

ness of foreign capital investment. And, being indebted to other

countries, we are subject to increased constraints on the independent

conduct of our economic and foreign policies, and we are left more

vulnerable to decisions made abroad.

Deficits matter because they are the most prominent example of our

inability to come to grips with important public issues. Deficits and

debt are concrete evidence of the gridlock and stalemate that afflict

our public institutions. Philosophically, they feed into a societal

attitude of being a nation unable to live within its means.

Both American voters and our trading partners are frustrated with our

political system's seeming inability to deal with these issues. Solving

the deficit problem would contribute to savings and productivity and

help restore confidence in our political system.

BRUSHED REHAB FROM 1RUEST1ERTS in HERO

RESOURCES ROD ifilliillGEMERT

EDUCATION

America's elementary and secondary education system, once the envy

of the world, is performing well below the best international levels.

Too few schools and parents insist that their students meet high

standards, too few colleges set rigorous entry requirements, and too

few employers demand evidence of educational achievement from

high school graduates seeking jobs.

Low educational achievement is a particularly acute problem in our

urban centers, where the crises of poverty and family and community

disintegration compound the woes. But the problem is not only

urban, it is national: from rural communities to our most advantaged

districts, American schools are failing to produce a sufficient percent-

age of students with the high-level knowledge, skills, and motivation

necessary for informed citizenship and for a strong, globally competi-

tive economy.
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A. well-educated and highly skilled population is key to a high

standard of living. U.S. productivity growth declined during the past

two decades in parr because the skills of American workers failed to

keep up with increasingly complex technology. During the past

decade, manufacturing wages declined for the first time since World

War II. Increasingly, we're becoming a nation that competes in the

international marketplace because we're cheap not skilled.

In contrast, our major competitors have made the necessary invest-

ments in education and in work force training and have experienced

an increase in real wages. In these countries the workplace is orga-

nized very differently than ours. Workers' skills are constantly being

developed, used, and upgraded. A greater percentage of workers in

these countries can compete on the basis of high skills rather than low

wages.

Despite its crucial relationship to productivity and competitiveness,

our educational system is often neglected. The public bemoans the

state of American schools, but few are willing to accept sacrifices in

order to do something about it. Bearing the costs of achieving

quality education is unattractive to the three-quarters of all taxpayers

who do not have children in school. Even parents of school children

are often unwilling to vote to raise their own taxes to improve their

schools.

When school bond issues are defeated, when athletics win over

academics, when television consumes 25% of the waking hours of

students, and when many colleges and employers are indifferent to

high school achievement, is it surprising that our educational system

is performing so poorly?

As a nation, we have made substantial investments in education.

The United States invests more in higher education than any other

country. Among advanced industrialized countries, the United States

ranks eleventh in public spending on elementary and secondary

education as a percentage of GDP, and sixth in public spending on

education per pupil (see Figures 6 and 7). In addition, our nation
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funds parochial and independent

school systems and those funds

are not included in these interna-

tional comparisons.

But these substantial invest-

ments are not paying off the way

they should. Not all school

districts are adequately funded.

In many districts where funding

has increased, people feel rightly

that more spending does not

equal better results. Education

dollars that reach public schools

are not always wisely or effi-

ciently allocated. Our schools

choke on bureaucracy and

administrative inefficiency.

There is a pervasive lack of

standards and discipline. Con-

sider the evidence:

U.S. students are simply not

learning what they need to

FIGURE (1

PUBLIC SPENDING ON EDUCATION AS A
PERCENT OF GROSS DOMESTIC PRODUCT
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FIGURE S

U.S. students rank nearly last in math and science in international comparisons.

T'SX'ELFTH GRADE SCORES ON INTERNATIONAL TWELFTH GRADE SCORES ON INTERNATIONAL
MATH ACHIEVEMENT TEST (ALGEBRA) SCIENCE ACHIEVEMENT TEST (BIOLOGY

S.

Thailand Sweden

Sweden Singapore

s,osland Poland

Canada Norway

N Zealand Japan

Japan Italy

Israel Ifuni.ary

I lungarr BMW I long Kong

I-Iong Kong Finland

Finland England

England Canada

Belgium Australia

10 20 10 -10 5)) (50 '0 au

Percent

1111M1111N11111

.11=111
212,12

I; 12 II II) 0 (i 5 .1 2

Ranks

Iniernationai AI.V.K1.01011 tor E. aiu.tiion at .A.111c.cineni 1<r^rtntru trom t. Ian (re, .4.,rn. Neu I a,
link Forte nn V'onscn. morn lc, and the I landscanrct.1 in S. tem c .1n0 Ics (noun,. 1,0

Taken (turn Counts I on C.ompetito.cricss Puktntlp alr Pa, C Liudante 19 A .,.n.r.av binv, urn,'
J. asn.naton. U C Cuter ((n CuTnrcinivrncs, ,cpte mix, do,

-The reason our kids
are nor learning as much
as kids are in other
.ouniries is that they are
not so orking as hard
because nothing seems
to he .it stake. Nohoch is
(lensed entrance Hilo OS' ;
of inir 01NtitUttlmv."1
higher education because
the (it 11, it

onuthme

fibr!' ,i,rnkt.r. 1'ee.iduN.
.imertian 1.(eAralron

know to compete and prosper in today's global economy. In

comparison to students in other industrialized countries, our

students, by many measures, rank at or near the bottom in math

and science (see Figure 8).

E In the United States, teaching may as well be considered a second-

rate profession in terms of educational preparation, licensing

requirements, pay, status, or professional development. Few

prospective elementary school teachers are required to have even a

rudimentary background in science and math and in how to teach

those subjects. Only half of our math and science teachers are

certified in their subjects, and only half of our high schools have

physics teachers.

More than one out of five U.S. students leave school before receiv-

ing a high school diploma. Only one-third of those who leave

early will obtain a high school diploma or its equivalent by their

mid-thirties. In our inner cities, more than half of the students

drop our before graduation.
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"We've got to give the
.0tang people a chance

early on in life to
develop what they
want to be. Do they
want to be academics,
do they want to be
technicians, do they
want to be engineers?
They should have
the opportunity to
pursue each of these
worthwhile paths.-

Heinz C. Prechter.
Chair'nan and Chief
Executive, .1SC
Incorporated
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Does Education Pay Off?
Dropping out is one of the costliest decisions a young person can make.
According to the Census Bureau, in 1990, those without a high school
diploma had a mean monthly paycheck of $452; high school graduates
earned $921; vocational degree holders earned $1,088 per month. Those
with an associate degree earned $1,458; those with a bachelor's degree
earned $1,829. A.s the numbers suggest, the poverty rate among high
school dropouts is significantly higher than for high school graduates, and
that rate is increasing.

ri Our educational system virtually abandons the 50% of our young

people who can not or will not go to college. Our high schools do

little to prepare students for work or to guide them in making

choices. Compared to many European countries, the America.n

apprenticeship system is narrow in content and minuscule in

coverage it serves less than 1% of the work force. There is no

widespread, formal system of education and training for service or

manufacturing trades and technical professions. Our non-college

bound students are left to sink or swim on their own. Many sink.

Many are given the same daunting choice wher' they report for

work. Only 11% of all employees receive any formal training

from their employers to prepare for their jobs, and fewer receive

formal training to upgrade their skills once they are on the job.

Although some employers do not believe they have a shortage of

skilled workers, this is largely because they rely on production

methods that do not require high skills. Our most successful

companies have moved to high-productivity, "lean production"

manufacturing processes that depend on high skills, innovation,

and flexibility.

If our companies are to be competitive, more must adopt the high-

skills approach. If our students are to prosper, they must obtain the

skills needed by our most successful workplaces.
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The High lrorkplace
The mass-producer uses narrowly skilled professionals to design products
made by unskilled or semiskilled workers rending expensive, single-
purpose machines. The workers churn out standardized products in yen/
high volume. Because the machinery costs so much and is so intolerant of
disruption, the mass-producer adds many buffers extra supplies, extra
workers, and extra space to assure smooth production. Because
changing over to a new product costs even more, the mass-producer keeps
standard designs in production for as long as possible. The result: The
consumer gets lower costs, but at the expense of variety and by means of
work methods that most employees find boring and disrupting.

The lean producer, by contrast...employ[s] teams of multiskilled workers
ar all levels of the organization and use[s] highly flexible, increasingly
automated machines to produce volumes of products in enormous
variety.... Perhaps the most striking difference between mass production
and lean production lies in their ultimate objectives. Mass-producers set a
limited goal for themselves "good enough," which rranslates into an
acceptable number of defects, a maximum acceptable level of inventories. a
narrow range of standardized products. To do better, they argue, would
cost too much or exceed inherent human capabilities.

Lean producers, on the other hand. set their sights explicitly on perfection:
continually declining costs, zero defects, zero inventories, and endless
product variety. Of course, no lean producer has ever reached this prom-
ised land and perhaps none ever will, but the endless quest for perfec-
tion continues to generate surprising twists.

For one. lean production changes how people work but not always in the
way we think. Most people including so-called blue-collar workers
will find their jobs more challenging as lean production spreads. And they
will certainly become more productive. At the same time, they may find
their work more stressful, because a key objective of lean production is to
push responsibility far down the organizational ladder. Responsibility
means freedom to control ones work a big plus but it also raises
anxiety about making costly mistakes....Lc-an production calls for learning
far more professional skills and applying these creatively in a team setting
rather than in a rigid hierarchy.
Taken from James P. Wornikk. Daniel T Jones, and Daniel Rims. M.Ahene That cA,,nod
:he World (New York: Rawson Associates, 19901. pp. I ',I-4.

MANUFACTURING AND MANAGEMENT

Although labor productivity growth rates in the U.S. manufacturing

sector improved in the 1980s (see Figure 9), too many American

companies still need to sharpen their competitive edge in manufactur-

ing in "making things." A strong manufacturing base is critical

to our country's national defense, economic well-being, and a favor-

able balance of rrade.

Almost one-quarter of all Americans are employed in manufactur-

ing. Traditionally, manufacturing has contributed many of the

high-wage jobs in our econi-ny.
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"Pro, ess in research does
not lead automatically to
commercial success. New
ideas must be converted
into products that
customers , ant, when
they want them, and
before competitors can
provide chem, and the
products must he made
efficiently and well."

,Ifichael L. Dertorizos.
Professor a,rel Dire, /sr%
.IffT Lahotw ton. !or
Compnier Sciunce
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The increase in U.S. exports in the late 1980s can be directly

attributed to increased exports of U.S. capital goods such as

industrial machinery and computers as well as chemicals and

aircraft. If we are to remain a strong exporter, our manufacturing

base must remain strong.

E Although manufacturing is less than one-fourth of our GDP, more

than 80% of all private research and development is done by

manufacturing companies. These companies are thus agents of

technological change and modernization.

The health of the service sector is highly dependent on the health

of the manufacturing sector, which is the major customer and

supplier for service enterprises.

For example, as good as

American companies have

been at invention, they
160

are not nearly as fast or as

effective as their competi-

FIGURE 9
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new product ideas as they

do on the process tech-

nologies to manufacture the products themselves. Foreign compa-

nies, especially in Japan and Germany, have been more successful in

commercializing some American inventions than U.S. companies

have: the color television, the VCR, and the fax machine were all

invented in America, but U.S. companies do not make these products
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any longer. As a result, we have lost markets and jobs.

Beyond rime -to- market problems, many U.S. companies in both

service and manufacturing sectors face two additional manage-

ment issues.

First, American companies were relatively slow to embrace the "total

quality approach." Fascinated by the teachings of W. Edwards

Deming, the American statistician, Japanese companies began using

this approach in the 1950s and perfected it in the 1970s by concen-

trating on achieving customer satisfaction and driving out defects,

waste, and rework to gain a competitive advantage in quality.

American executives who brought the total quality approach to

their companies are enthusiastic about its benefits. Commission

member Edwin Artzt, CEO of Procter and Gamble, suggests that

"the adoption of total quality systems throughout American business

and industry should become a national priority." Commission

member Robert Galvin, chairman of the Executive Committee of

Motorola, argues that all companies should compete for the Corn-

rnercc Department's Malcolm Baldrige qua li ty award. Clearly, more

American companies need to embrace a total quality approach.

Second, there is clear justification for concerns over U.S. corporate

time horizons. American companies often have shorter time horizons

than many of their foreign counterparts, especially in Japan and

Germany. Certainly the lower cost of capital in Japan and Germany

in the 1980s and the relationship between Japanese and German

companies and their banks allowed them to plan long term. In

addition, the Japanese and German advantage in commercializing

technology helped; the National Academy of Engineering in a recent

study noted that "companies with deep and genuine competence in

commercial application of technology will have a distinct advantage

in adopting longer time horizons...because they are able to

reduce...risk.-

Government tax policy also has an impact on corporate time horizons.

Our tax code encourages debt and mergers and acquisitions, provid-
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-Companies in their
entrepreneurial phase,
have the aggregate
potential for the rapid
exploitation and diffusion
of innovation, for high
growth in employment,
and for the aggressive
creation of new market,
and new industries.**

John P. Indav, President
and CEO. Dun &
Bradstreet Sof in-are
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ink* incentives for companies to focus on short-term paper profits. We

need only look at the record number of mergers, acquisitions, and

leveraged buy-outs in the I 980s to understand how sensitive compa-

nies v.eie to these incentives. In a survey of Japanese and American

companies, American executives ranked return on investment "8" in

importance (where "10" was the most important) and market share

"2"; Japanese executives ranked return on investment "4" and market

share "5." Unfortunately, the victims of American preoccupation

with short-term return on investment have too often been core

business health, long-term market development, and tong-term

profitability.

Finally, the Commission notes with concern the problems of small

and medium-sized businesses. Their vitality is of paramount impor-

tance to the nation. During the 1980s, most of the new jobs, espe-

cially in urban areas, have been created by small and medium-sized

businesses. These firms account for almost one-half of U.S. exports.

and they produce about one-third of the value added in all U.S.

manufacturing.

Nevertheless, small and medium-sized businesses face real challenges.

They have been hit hardest by U.S. fiscal policies and our savings and

loan crisis: during the past five years and the recent credit crunch,

small and medium-sized firms have been unable to borrow or other-

wise attract enough capital to adequately modernize their plant and

equipment or to fund research and development. Preoccupied with

the day-to-day problems of meeting delivery schedules and payrolls,

managers of small firms often have little time to devote to learning

new management techniques or new production processes. Small

firms in which each worker's effort counts are even more vulnerable to

declining skill levels of the work force than are large firms. For all of

these reasons, small and medium-sized manufacturing enterprises

suffered a decline in productivity in the 1980s, while the productiv-

ity of larger companies was increasing.
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SCIENCE AND TECHNOLOGY

As a nation, the United States is very strong in science and technol-

ogy. We produce world-class high technology products in areas-from

computers and satellites to industrial controls. Our nation's research

institutions both public and private are an invaluable resource,

with facilities and scientists among the best in the world. American

scientists have won two-and-one-half times more Nobel Prizes than

scientists of any other country of the world.

These strengths feed on themselves. So do weaknesses.

New evidence shows that the United States is falling behind the

European Community and Japan in the development and application
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of several important emerging technologies that are critical to na-

tional security and economic success in the future (see Figure 10).

This is a looming failure for our country.

In 1991, the National Critical Technologies Panel identified 22

technologies as being critical to national security and economic well-

being (see Figure 11). Some of the technologies are familiar

biotechnology, advanced manufacturing, microelectronics, and high

performance computing and networking. In the words of the Na-

tional Critical Technologies Panel, "...critical technologies in materi-

als, manufacturing and information/communications are the

'building blocks' for virtually all sectors of the economy." Losing the

lead in critical technologies can jeopardize nor only our ability to

produce competitive products in that sector but our ability to develop

related technologies in other areas.

For example, because we have already forfeited large segments of our

consumer electronics industry, our ability to get into the production

of emerging new technologies, such as high-definition systems, flat

screen displays, and other imaging products that have large marker

potentials may be compromised because we now lack a consumer

electronics manufacturing infrastructure in the United Stares.
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The federal government's contribution to our R&D base has been of

enormous importance to our national security, productivity, and

economic growth during the past 50 years. Commercial spin-offs

have often resulted.from military R &D, .and government-sponsored

basic science research has had significant commercial returns, esti-

mated at about 30%. Condensed-matter physics work led to the

transistor; research on the microwave spectrum of ammonia led to the

laser; the study of molecular biology supported entirely by govern-

ment basic research funds led to the whole field of biotechnology.

Nevertheless, other governments approach science and technology

with a more commercial focus than we do. Some carefully target key

technologies. Ultimately, these strategies have paid of in the interna-

tional marketplace. Most of our R&D budget goes to defense appli-

cations or to support basic science while, since the early 1980s, our

federal R&D budget for civilian technology has stagnated. Unfortu-

nately, U.S. companies overall have not picked up the slack; since

1990, their expenditures on R&D have remained flat, whereas those

of Japanese companies have grown at a rate of 10% per year. We will

continue to lose market share in high-technology sectors unless we

invest not only in critical technologies development but also in the

machinery, plant, and equipment to meet the market requirements

for sophisticated volume products.

DIE CRISIS in FEDER. IRSTITUTIORS

There's something wrong in Washington. Our nation's federal

institutions were once regarded as a vital source of strength. Today, a

disenchanted electorate views Washington with increasing cynicism

and mistrust. The growing gap between our public servants and the

public itself signals a potential crisis of confidence that cannot be

ignored.

The lack of confidence in our government institutions has at least

three sources. First, the problems facing the country are extremely

difficult to solve and require that politicians make hard choices.
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Unfortunately, politicians avoid taking these choices and voters don't

hold them accountable. Divided government has served to exacerbate

the problem of stalemate. For example, regarding the budget deficit,

Commission member and former Director of the Congressional

Budget Office Rudy Penner writes:

The basic problem is quite simple. It is fun to live on

borrowed money. Deficit reduction brings nothing but pain

in the short run, either in the form of higher taxes or less

generous programs. No process can make painful options

completely painless. Although process reforms may help at

the margin, no such reforms can guarantee a solution to the

deficit problem. It will take some courageous politicians to

do that.

The second reason underlying the current malaise about government

has to do with government's posture toward business and the

economy. Despite rhetoric to the contrary, it is not clear that the

federal government has accepted the notion that furthering the

competitiveness of U.S. industries is one of its principal missions or

that the coordination of economic policies and programs is desirable.

Economic policy-making and program implementation is dispersed

among many federal agencies and many congressional committees. It

does not always get the attention from the president that it deserves,

and no one agency has the lead on issues that could roughly be

characterized as "competitiveness issues." For example, 12 different

agencies distribute civilian R&D funds. Depending on the issue, up

to 20 different federal agencies make policy on international trade,

only loosely coordinated by the U.S. Trade Representative's office.

Critics of the current policy-making process argue that it does not

reflect the economic priorities of the nation and has caused business to

view government more as an adversary than an ally. Commission

member Hank Greenberg, CEO of American International Group,

argues:

It is dun. that the problems the United States faces include

burdensome regulation and in many cases. mindless regula-

tion ill-suited to a uorld-class market economy, a fiscal pain

that has driven the country to the brink of financial weak-
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ness, a litigiousness matched nowhere else in the world, and

an inconsistency, in trade policy that confuses American

companies uhile providing our foreign competitors u.ith

significant advantages in world markets..

A symptom of our society's current problems in making sound

economic policy is its excessive reliance on expensive and ruinous

litigation to solve everything from labor relations to environmental

liability more than 18,400,000 lawsuits were filed in 1990 alone.

We need to rethink the policy-making process itself and the kinds of

legislation and regulations that are created if we are to reverse that

trend. One of the most horrendous examples is the Federal Superfund

program, designed to clean up America's toxic waste sites. Superfund

has been a gold mine for lawyers and consultants, but cleanup has

been completed at fewer than 5% of the nation's 1,200 most danger-

ous waste sites. Why? Because an enormous amount of time and

money has been spent in arguing over who should pay for the

cleanup. While there is a legitimate role for regulation in society,

well intentioned but badly-conceived programs merely invite mass

litigation, rather than accomplish their worthy goals.

Thus, in their relations with government, U.S. business faces formi-

dable obstacles to productivity, profitability, and competitiveness.

American companies have been hampered by the lack of a coordi-

nated approach to economic policy-making and by late and inad-

equate consultations about proposed government policies and

regulations. One of the tests for proposed regulations and legislation

should be the impact they will have on the competitiveness of indus-

try and on the vitality of the economy. But business is too seldom

given a chance to ponder that test.

Finally, and for a variety of reasons, it has become increasingly diffi-

cult to attract good people to government. In the 1950s and 1960s,

more people viewed government careers as meaningful public service.

Public and private salaries for entry-level professionals were nearly the

same. Since the late 1970s, however, every presidential candidate has

run on a platform "against Washington." The notion of public

service is scoffed at. Salaries reflect the changed attitude: although
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pay reform legislation passed in 1990 acted as a corrective in some

cases, the gap between public and private sector entry-level salaries for

certain professions is still ast. The gap between public salaries for

cabinet and subcabinet officials and their private sector counterparts is

a yawning chasm, making it more and more difficult to attract

excellent people to government.

Those of us on the Commission who focus on domestic issues believe

that the trends outlined on the preceding pages do not bode well for

the long-term economic growth and social cohesion of our country or

for the standard of living of most of our citizens. Those of us on the

Commission who are from the foreign policy community are also

concerned: the global influence of the United States ultimately rests

on the strength of the U.S. economy. Our current course will most

certainly not contribute to our economic strength and may ultimately

cause its slow and steady erosion during the next decade. No interna-

tional strategy can compensate for weaknesses at home. We have seen

this illustrated all too vividly in the Soviet Union.

The Commission is confident that America has the talent, resources,

ingenuity, and staying power to turn the situation around. What we

need is a broad-based understanding of the reality behind our prob-

lems, the civic determination and political will to address them, and a

plan of action, built on a consensus among our citizens, to confront

them, frill on.
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I. MTN OUR FISCAL

HOUSE In ORDER

To prestrie our indep-endence. We must not let our rulers load us u'ith

perpetual debt."

Thomas Jefferson

-It is fairer to tax people on what they extract from the economy, as roughly

measured by their consumption, than to tax them on what they produce for the

economy, as roughly measured by their income,"

----Thomas Hobbes, English philospher (15881679)

"Given the centrality in our revolutionary origins of the precept that there

should be no taxation without representation, it seems especially fitting in

principle that ue seek somehow to tie our hands so that we cannot spend our

children's legacy"

Laurence Tribe, Professor, Harvard Law School

Putting the U.S. economic house in order is at the top of the

Commission's agenda to strengthen America. It is our nation's long-

term economic performance, more than near-term recovery, that has

commanded the Commission's attention. Our shared goal is improv-

ing this performance on an enduring basis through higher growth,

increased savings, and greater productivity.

The Commission believes that two structural challenges hold the key

to our nation's long-term economic vitality: bringing the budget

deficit under control and revising the fundamentals of the U.S. tax

code. These challenges have to be addressed in tandem. Both cut to

the heart of our capacity to set priorities and allocate resources. Both

are central to growth:

The costs of failing to put our fiscal house in order will not be felt as a

single jolt but rather will continue to chip away at the nation's

economic base. For example, economists at the Federal Reserve of

New York estimate that the drop in savings during the 1980s

largely caused by the budget deficit and by families attempting to

maintain their standard of living with no real growth in wages has

already cost the U.S. economy about 15% of its capital stock. That

stock comprises buildings, machinery, plants, and equipment, which

help to increase productivity, incomes, and wealth.
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By contrast, if we can reduce the budget deficit and restructure the

tax code to encourage saving, the payoffs will be far-reaching.

Economically: putting our fiscal house inorder will increase our

level of national saving. The current tax code has a systemic tilt

toward consumption that diminishes our nation's pool of savings.

Eliminating this anti-saving bias should encourage more produc-

tive private investment. Just as important, the Treasury now

borrows at the rate of $695,000 every minute, or S1,000,000,000

every day, to finance the deficit. Without that colossal burden,

more money would be available for job creation and private sector

investment, and at a lower cost. The federal government would

also be in a better position to undertake the necessary investments

in research and development, technology, education, and infra-

structure that will strengthen our free enterprise system and

increase the nation's productivity, standard of living, and competi-

tiveness.

Politically, putting our fiscal house in order will enhance the

credibility of our federal institutions. Growing deficits reflect a

lack of political courage on the part of Congresses and presidents.

The maintenance of the status quo on taxes reflects a correspond-

ing lack of vision. No one wants to make the hard choices. If

our leaders agree to a course of action and actually see it through,

there would be renewed faith in the ability of Washington to

govern the nation.

FIGURE 12
How Big is the Budget Deficit?

Federal outlays this year will total close to S1.5 trillion S1,500,000.000.000. One trillion is
ten thousand times one hundred million.

The federal budget deficit this year will approach 5330 billionS330,000,000,000. That is
almost four times as large as the entire budget of the largest state in the union. Califirma.
The federal government goes S1,000,000,000 deeper into debt- every single day of the year.

There are only two U.S. companies that have gross sales of S 100 billion per year.

If you had a stack of thousand dollar bills in your hand that -vas four inches high. you would
he a millionaire.. You would need a stack of thousand dollar bills 0 i miles high to have one
trillion dollars.
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The following pages analyze the dual challenges of budget deficit

reduction and tax restructuring and propose a comprehensive plan to

put the U.S. economic house in order.

The Challenge: Deficit
Reduction and Ta.v Reform

1. THE BUDGET DEFICIT OUTLOOK

The federal budget deficit matters. As staggering as the deficit

numbers are now,_they will get worse if we do nothing. Since the late

1970s, federal spending has grown rapidly from 5500 billion in

1979 to a projected $1.5 trillion this year. You would need a stack

of thousand dollar bills 96 miles high to have S1.5 trillion (see

Figure 12).

At the same time, the federal budget deficit has dramatically grown,

and federal budget outlays, as part of GDP, have increased more than

15% since the late 1970s (see Figures 13 and 14). The deficit for

1979 was S38 billion. This year, the deficit is projected to be 5330

billion. The Congressional Budget Office (CBO) predicts that the

deficit will drop to about $200 billion annually as the recession ends

and the bailout of the savings and loan industry is completed. But

SOO
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FEDERAL BUDGET DEFICITS N-6-20O2
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after that, budget deficits will begin climbing again, and by 2002

they will exceed $400 billion annually. Because slow growth, com-

bined with rising health care costs and an aging population, will

cause the deficit problem to get worse again in the latter parr of the

decade, a plan that purports to balance the budget in five years will

not necessarily balance the budget for the long term.

Experts may differ as to specifics, but no one disputes the direction

in which the deficit is heading. According to one recent Office of

FIGUR!, 1
FEDERAL BUDGET OUTLAYS

(in billions of dollars)

FISCAL YEAR 1962
Total Outlays: $106.8 (19.3% of GDP)

International
SS S

Domestic
Dissretionars

$16.8

FISCAL YEAR 1982

FISCAL YEAR 1972
Total Outlays: $230.7 (20.1":%7 of GDP)

International
Detensc $4.5 Defense

Domestic
Discretionary

$40.2

Net Interest
$6.9

Mandatory Programs Mandatory Programs
S.A.? 2 $968

FISCAL YEAR 1991

Net Interest
5155

Total Outlays: $745.8 (23.9% of GDP) Total Outlays: $1.323.0 (23.5(7- of GDP)

Domestic
Discretionary

$12' 4

sla:Idattirc Proarams

International
$12.9

Delense
SW 9

Net Interest
$8,

Domestic Discretionan
$195.7

International
$10 5

Mandatory Prourims

Defense

$.31-

Net Irterest
$ 9it

$;2. $902.2

'Includes Sea, 4 billion for deposit nsuramt-

,r r Dmiver mite_ I I. w wt. .1,1 141-1,11 '..1. N.N. 10.1, D C. 714M1 OI the L r..teL1 Nut,. Ianuzis 1. Q. :N. i
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Management and Budget projection, deficits could exceed $600

billion per year by the year 2000.

Unfortunately, even these predictions may be optimistic. They

assume that an era of peace will continue and that the presence of

large numbers of American troops will not be required in other parts

of the world. They assume that real dollars spent on existing discre-

tionary programs will not increase. In other words, on balance, there

will be no additional federal dollars for infrastructure, education, or

other such programs. They assume that no new crises such as

savings and loan bailouts, natural disasters, or another recession

will add to the deficit.

What programs account for most of the budget? (see Figure 14).

Currently about 50% of the budget is devoted to mandatory pro-

grams such as Social Security, Medicare, Medicaid, farm supports,

unemployment compensation, federal retirement programs, welfare

payments, and food stamps. In the past, spending on mandatory

programs has consistently exceeded projections.

These programs are classified as "mandatory- because no matter how

high the price rag climbs, if people are by law eligible to receive the

benefits, they do. The price tags of mandatory programs are deter-

mined by benefit levels and eligibility criteria written into permanent

laws as well as by other factors such as provider costs the fees that

doctors and hospitals charge and actual participation. Congress

does not review spending on mandatory programs through its annual

appropriations process. Sometimes mandatory programs are called

"entitlements," because people who are eligible for them can file a

claim against the U.S. Treasury if they don't receive the benefits they

are due under the law. Changes in eligibility or benefit levels must be

enacted into law to alter spending.

Defense programs are the second largest category of expenditures.

making up about 20(X- of the federal budget, but they are declining.

Interest payments on the national debt (the accumulation of past

deficits) are the third largest item in the budget and are increasing
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FIGURE 19
DOMESTIC DISCRETIONARY, DEFENSE OUTLAYS, AND ANDATORY SPENDING
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rapidly. Interest payments now constitute 14% of all outlays' and

within a few years will exceed defense programs. Domestic discre-

tionary spending, which includes federal expenditures for education,

transportation, infrastructure, R&D, drug abuse prevention and

rehabilitation, other law enforcement measures, and housing, makes

up 14% of the budget.

The composition of federal spending has shifted dramatically since

the 1960s. Spending on defense has declined from over 50% of

total spending in 1962 to 20% in 1992, while spending on manda-

tory programs has increased from 30% to 50% over the same time

period (see Figure 15). In addition, a growing percentage of manda-

tory program beneficiaries are middle- and high-income individiials

and families rather than lower-income individuals and families (see

Figure 16).

Thus, the growth in the deficit is propelled mostly by interesr on the

national debt and spending on mandatory programs, particularly

Medicare and Medicaid. In the 1970s, Medicare and Medicaid costs

Sonic point to gross interest as the second lac gc.5t item try the federal budget. but this is misleadinga substantial portion
of interest pay mono go to the government ascii and hen, net interest is a much smaller amount As an example. when the
Social Security Trust Fund runs an annual sash.Ilow surplus. that surplus is lent' to the Treasury for funding non-Social
Securers expenditures The Treasury pass interest to the Sus nil Sc' unty Trust Fund by issuing securities to its own mist
funds. but no money ever leaves the govemmcnr Thescandot her interagency interest fund transfers donor add to thecurrent
year deficit and do not increase current year credit demands on the private sector CChem, however. the Social Secutirc Trust
Fund moves Crum surplus to &Wit m approxiMately 25 years, these ItItefdgertCV interest payments will matter. as they will
have to be repaid by either Cutting benefits or us teasing taxes
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grew an average of nearly 18% a year and in the 1980s slowed to

between L 1 and 12% average annual growth a growth rate still

two or three times the rate of inflation. And no one is predicting an

end to this cost explosion. Over the next 10 years, Medicare spending

is expected to increase from $128 billion in 1992 to $368 billion in

2002, an 117c average annual growth rate. Medicaid is expected to

increase from $68 billion to $227 billion, a nearly 13% average

annual rate of increase, unless the health care system is reformed.

Some may think these programs "pay for themselves" through premi-

ums and payroll taxes, but some very large programs do not. For

example, in the 1993-1997 period, the government will take in S590

billion to pay for Medicare from payroll taxes, but projected outgo

will be $913 billion. In other words, for every dollar spent on the

program, we fall about 40 cents deeper in debt. And Medicaid is

funded entirely from general revenues. A growing aging population and

fewer workers relative to retirees in the tuvnty-first century will only exacerbate

the trend toward unfinanced mandator) spending.

In contrast, other mandatory programs are expected to grow more

slowly, or not at all, and not increase their burden in the future. For

FIGURE B)
MANDATORY SPENDING BY INCOME

(Outlays)
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example, unemployment insurance, currently ar 335 billion, is

expected to decline to $26 billion in 1997. The food scamp program

is projected to increase only slightly, from 523 billion to S25 billion

over five years.

FIGURE 17
SOCIAL SECURITY TRUST FUNDS

(5 billions)'

(al-
Year

Non-Interest
Income' Interest'

-Total
Income Outgo'

Surplus:

Deficit'
Accumulated

Balance

1992 313.4 25.0 338.4 291.4 .47.0 327.8

1993 335.3 2'.7 ;63.0 ;07.2 55.8 38).6

1994 356.5 30.5 387.3 324.4 62.9 446.5

1995 3".6 34.4 412.0 342.5 69.4 515.9

1996 402.1 38.5 -140.8 1,83.0 -.8 595;

1997 426.8 43.5 4'0.3 384.4 85.9 679.6

1998 453.6 49.0 502.6 407.1 95.5 -8.1
1999 482.2 55.0 53-.2 451.4 105.5 880.9

2000 512 S 01." 5'4.4 45-.3 11".1 095.0

2001 544.8 09.1 614.0 45.49 129 1 112-.1

2005 (,89 0 105 1 "94.1 010.1 184.0 1-6.4

2010 91,3 12.0 1089.5 836.1 253.2 2915 6

2015 1206.2 254.0 1460.2 1194.1 265.1 4 256 I

2020 1568 0 323.5 1691.5 1'24.6 107.0 5341 0

2025 2027.5 541.6 2369.1 2434.-4 -05.; 55; 46

2030 2622.7 266.3 2889.0 ,320.4 --I '' l A 1150.0

2035 5401.1 57.4 3458.5 .4354.8 -026.3 56949

.ifter the year 2015, payroll tax leVell((CS of the work force trill no
longer cover Social Security benefits to eligible retirees.

urir Nrn.elkdeettornrrgEme. Mnor.c, 5,111

Projections are horn the 1992 Trustees Report using intermediate Lilt 2) economic
and demographic assumptions, Including assumed inflation of 4 c)'%, and real
economic growth of between 2 and 3 percent initially and 1.8 percent ultimately

Non-interest income is primanly payroll taxes and income noes collected on Smut)
Security benefits

The trust funds earn :ntrresr on the Treasury securities purchased with die
accumulated trust Rind balances.

Ourgo is primarily Social St-turas benefits .1011 administrause expenses

Total income MMUS total outgo ua the year

The trust fonds are proiecred to he depleted in 2l)30.
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Only Social Security is projected to grow at a rate remotely approach-

ing Medicare and Medicaid. At present, Social Security payroll taxes

paid by current workers more than cover current Social Security

expenses. In fact, the surplus in the Social Security Trust Fund, an

estimated $47 billion in calendar year 1992, is loaned by the Trust

Fund to reduce the federal governor nes borrowing in the bond

markets. To date, a total 0E8327 billion has been loaned by the Social

Security Trust Fund. However, payment of Social Security benefits

will become a big problem beginning about 2015, when the baby

boom generation retires (see Figure 17). Payroll tax revenues of the

work force will no longer cover Social Security benefits to eligible

retirees. The general fund will have to start repaying the Social

Security Trust Fund. That will force the government either to cut

benefits or significantly raise taxes to keep benefits at the same levels

or to raise the deficit even further. This is why the Commission

places so much emphasis on beginning to really save the Social

Security surplus in the year 2002, rather than continuing to borrow it

from the younger generation.

2. BEHIND THE BUDGET CHALLENGE:

HEALTH CARE COSTS

A principal reason current mandatory programs continue to swell

the budget deficit, and will push it even higher in the future, is

skyrocketing health care costs. Currently, about 147c of our GDP is

spent on health care. Some analysts predict that this figure could

double in the first decade of the next century. In contrast, in 198),

I-I(;[ RI. IS
TOTAL HEALTH EXPENDITURES

As a Percent of Gross Domestic Product (GDP)

U.S. Canada France Germany japan U.K.

1970 7.47c 7.1% 5.89'c 5.9% 4.4% 4.5%

1980 9.39'i- 7.4c.* 7.6% 8.5% 6.4% 5.8%

1989 11.8% 8.7% 8.76 8.2% 6.79E 5.8%

Estimates indicare U.S. sr ending ar 14' r- or GDP in 1092.
Sour, 0,; 6,,en \Vv.s an,1 Mn tas l S }IOU, ur Rerrsrnt.otts 1VNICP 10:- I p ti
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the most recent year for which international data are available, other

industrialized countries devoted less than 9% of their GDPs to health

Care (see Figure 18). They also have much more confidence in their

ability to control cost growth in the future.

As health care costs rise, so too do the government's Medicare and

Medicaid obligations, because the federal government is the biggest

buyer of health care. The elderly, regardless of income, and the poor

receive health care services, and the taxpayer picks up a substantial

part of the tab. In 1970, the nation's overall health bill was $74

billion; it is now nearly nine times that amount an es`tiMated $666

billion in 1990. The federal government paid 24% of the bill in

1970; today it pays almost 30%. Direct federal health spending is

more than 15% of the budget. In addition to that, the federal gov-

ernment forgoes over 540 billion in revenues a year because it does

not count the value of medical benefits provided by employers as

income. Further, the federal/state Medicaid program is straining state

budgets with the states today paying 43% of the program's costs.

Nevertheless, the Office of Management and Budget notes that:

This enormous and rising claim on resources conies at the

expense of what might otherwise be the expansion of services

for those who do not have fair or adequate access to the health

system. And not withstanding the huge expenditures.

indicators such as infant mortality and preventable death

and disease remain unnecessarily high.

Reform of our health care system must begin now. Attempts to

control the growth of health care expenditures in the 1980s suggest

that system-wide reform is required, not just reform of segments. As

system costs increase, so does federal health spending. At the same

time, federal health programs the largest health insurance pro-

grams in the country contribute to system-wide cost escalation.

They do so because their design and incentives are counter to cost

control. Federal health programs are part of the health care cost

problem, and their reform must be part of the solution.

Any comprehensive health care reform must emphasize elimination

of inefficiencies and perverse incentives in the current system, and
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coverage must be provided to the 35 million Americans who cur-

rently do not have insurance. But that coverage must be paid for.

The resources to do this must come, in parr, from limiring the

growth in expenditures for current federal health care programs.

Health care reform is needed for another reason soaring medical

insurance premiums are reducing the nation's competitiveness. Costs

for the uninsured are reflected in health care charges to those with

insurance. This leads to rising premiums for both employers and

employees and can sharply affect the cost of business. For

example, the sticker price for a typical American car includes about

$750 for the automaker's share of its workers' health care costs; the

typical sticker price for a Japanese car contains less than $200 for

health care costs to Japanese automakers. The difference in costs is

nearly equal to the manufacturer's profit margin on the sale of a car.

While the high cost of health care is not the only competitiveness

problem for American carmakers, the disparity is still important.

There are many options that would slow the growth of Medicare and

Medicaid costs in the near term and help keep federal expenditures

within the constraints proposed later in this report. For example, the

following options would all reduce the costs of Medicare: raising and

indexing the deductible for physician services; requiring co-payments

for home health care and clinical lab services; reducing the dispropor-

tionate share of indirect medical education payments to hospitals;

requiring Medicare patients to participate in managed care organiza-

tions; means-testing Medicare; slowing rate increases for the prospec-

tive payment system to hospitals and reimbursements for physicians;

and applying Medicare hospital payment limits to all retired federal

employee health payments. While the Commission has not vet taken

a position on any of these options, the nation must consider each of

them carefully as it makes the hard choices necessary to control the

costs of federal health care programs.

In the long run, controlling the growth of the nation's healrh care

costs and the growth of Medicare and Medicaid will require much
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more than the incremental options laid out above. What is needed is

systemwide health care reform that slows the long-term growth of

health care costs, discourages cost shifting, and provides health care to

those who are currently uninsured.

Policymakers and the nation are currently considering a number of

health reform options including ''Managed Competition," "Play or

Pay," "National Health Insurance," and "Market-based Competition."

President Bush has proposed a health care plan, and former Presidents

Ford and Carter have jointly proposed a plan. The House of Repre-

sentatives Conservative Democratic Forum has recently introduced a

comprehensive health care reform plan.

While each plan has its strengths, all plans involve making hard

choices and call for substantial overhaul of aspects of the health care

system. There is no simple approach that is likely to reduce long-run

costs. An interrelated set of changes involving several aspects of the

health care system is necessary. Moreover, cost control should nor be

the only goal of comprehensive health care reform; cost control should

be linked to quality improvements in health care as well as insuring

those who are currently uninsured.

It is the Commission's view that our society is spending an adequate

amount of money on health care to provide basic care for everyone.

Therefore, it recommends that any comprehensive health care reform

be based on the following principles:

First, the orientation of reimbursement policies should be changed to

favor prevention and primary care, home services rather than institu-

tional care, and ourpatient rather than inpatient care. Over the long

haul this reorientation could result in significant savings.

For example, it is clear that our nation could greatly improve preven-

tative care. The United States ranks 25th in immunization rates of

preschool children. The rate of immunization of nonwhite American

preschool children is one of the lowest in the world. Sevenry-four

other countries have higher rates. tlthough preventative care requires

up-front investment, long-run national health care costs will decrease
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as a result. Any comprehensive reform of the health care system

should provide incentives for preventative care.

Second, comprehensive reform should shift the balance of expecta-

tions of both patients and physicians away from high-technology

acute care toward disease prevention and individilql responsibility.

Hundreds of new technologies, many of them extremely costly, enrer

the health care system each year. New equipment, procedures, and

systems often spread rapidly and widely before they have been sub-

jected to well-designed research on their relative effectiveness. Better

assessment of the effectiveness of new technologies and procedures

should take place in parallel with their rapid dissemination.

Third, comprehensive health care reform should provide incentives

for healthy lifestyles. Almost half the mortality in our country is related to

health-damaging behavior Smoking, poor nutrition, drug and alcohol

abuse, and unsafe sex all contribute to disease and death. Extensive

public education campaigns in school, at work, at community

centers, and on radio and television would contribute enormously

to healthy lifestyles. The United States has made real progress, more

than most other c -,tries, on smoking behavior largely because of

extensive public education campaigns. Such public education,

coupled with incentives in insurance plans for healthy lifestyles,

could both reduce health care costs and improve and lengthen

American lives.

Fourth, comprehensive health care reform will not be complete with-

out a social consensus on care for the terminally ill. Approximately

30% of total Medicare dollars are spent on patients in the last year of

their lives.

Fifth, administrative costs must be reduced. According to health care

industry estimates, 22 cents of every health care dollar are spent on

administrative costs.

Health maintenance organizations (HMOs), simplification of bureau-

cracy, the introduction of more competition into the health care

system, and tort reform have all been promoted as important cost-
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reducing measures. While each may be important, none is a panacea

for growing health care costs. In choosing a health care reform

package, the nation should look hard and long at the experience of

other countries, including all Organization for Economic Cooperation

and Development (OECD) countries.

The Commission will conduct a comprehensive study of health care

reform in its next phase. In the meantime, the nation needs to

understand that both its clamor for health care and exploding associ-

ated costs must be controlled. Facing fiscal reality means that needed

refo,m of health care must expand coverage for 35 million citizens

presently not insured while at the same time reducing the overall rate

of growth of health care costs. The Commission believes the federal

government should not simply pass along added costs to private

industry or state and local governments. What is required is an

unprecedented determination to implement cost control prior to, or

in parallel with, expanding coverage for the uninsured.

Though a daunting task, broadening the coverage under these stric-

tures is achievable. A significant percent of medical costs for the

uninsured is presently borne by emergency rooms, free clinics, and

other unreimbursed health care, or reflected in higher premiums paid

by the insured. There are also other costly inefficien'ies in the present

health care system, which must be ended by health care reform.

3. LEARNING FROM THE PAST: WHY

GRAMM-RUDMAN-FIOLLINGS DID NOT

BALANCE THE BUDGET

Various procedural remedies to correct the deficit problem have been

tried. The Gramm-Rudman-Hollings Act of 1985 was one of the

most ambitious efforts at balancing the budget. In this act, Congress

and the president wrote specific deficit limits into law. The law called

for "sequestration," a mechanism to impose automatic across-the-

board spending cuts if the deficit limits were exceeded. The purpose

of the sequestration threat was to force lenders to make the hard

choices necessary to balance the budget. If they did not, sequestration

was supposed to balance the budget anyway.
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The deficit limits in the original law proved too ambitious and

therefore, were unachievable. As a result Gramm-Rudman-Hollings

was amended in 1987 to stretch our the deadline for reaching a

balanced budget. Even so, sequestration did not operate as the

framers of the law envisioned. For example, allowing the automatic

cuts to occur would have decimated defense and domestic discretion-

ary spending in 1990 when the targets were once again missed.

Gramm-Rudman-Hollings was flawed from the start: nearly three-

quarters of all federal spending remains exempt from sequestration.

Major mandatory programs are either exempt from the threat of

across-the-board cuts or, as in the case of the Medicare program,

shielded from their full force. As noted above, these are some of the

largest, fastest growing programs in the budget. Even in 1990, when

Congress and the president agreed to modify Gramm-Rudman-

Hollings for a third time, raise revenues, cap spending for defense and

domestic programs, and establish pay-as-you-go procedures for new

mandatory spending, those changes still could not make up for the

built-, and automatic growth of mandatory programs. If mandatory

spending is not controlled, the budget can never be balanced.

i. THERE ARE NO SIMPLE SOLUTIONS TO THE

DEFIC'T PROBLEM

A number of simple solutions have been offered to help bring the

budget into balance. There are other good reasons to consider some of

these, but none is a serious or workable proposal to balance the budget. None

of the "solutions" considered produces sufficient savings over a 10-

year period to generate the S1.5 trillion (using the Social Security

Trust Fund surplus) or the nearly S2 trillion (without using the Social

Security Trust Fund surplus) needed to balance the budget by 2002

(see Figure 19).
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How much deficit reduction is
needed to balance the budget?

The Commission's fiscal plan balances the budget, without using the
Social Security surplus. in the year 2002. How much deficit reduction is
required to do that'

Deficit reduction efforts are measured against a so-called "baseline." The
"baseline" is a projection of the deficit that would result ilall current tax
laws and spending programs remain unchanged (except that tax brackets
and spending programs are adjusted to keep pace with inflation), given a
set of economic assumptions and estimated population growth. The
following table shows the projected deficits, both including and excluding
the Social Security surplus, using the Congressional Budget Office's
baseline.

CHO BASELINE BUDGET DEFICITS
(Billions of Dollars)

1993 1994 1995 1996 199" 1998 1999 2900 2061 2002

Includma $336 $26' S203 51S9 3237 $265 S296 5333 S3-5 S423
Strull Security

Excluding 5400 $343 $290 S28' $346 $388 S-132 $483 $589 $603
Social Sccurn,

Total projected deficits over the next five years are $1.2 trillion including
the Social Security surplus, and $1.- trillion excluding Social Security.
Total projected deficits over the next 10 years are S2.9 trillion including
Social Security, and S4.1 trillion when the Social Security surplus is
excluded.

Almost all plans to reduce the deficit build up savings gradually. A plan
that balances the budget in 5 or 10 years should be expected to eliminate
about half of the deficits projected during the relevant time period. Thus
any plan to balance the budget in five years should save at least S600
billion (or $800 billion if the Social Security surplus is excluded); a plan to
balance the budget over 10 years should save $1.5 trillion (or S2 trillion if
balancing the budget without using the Social Security surplus, as the
Commission recommends).

SILVER BULLETS Figure 20 evaluates five deficit reduction proposals

on the basis of the ability of each to generate the S630 billion

that's 5630,000,000,000 needed to balance the budget over a five-

year period by 1997: a balanced budget constitutional amendment, a

line-item veto, a freeze on federal spending, elimination of various

government agencies, and tax amnesty. Each was found by the

Commission to he a partial answer at best, and billions. not merely

millions, of dollars short.

(1t
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11(.1 iii
No Silver Bullet With The Deficit's Name On It

A constitutional amendment requiring a balanced budget Congress may eventually
pass an amendment to the Constitution that will require a balanced budget. Some suggest
that the states would then ratify the amendment within two years.

Even a constitutional amendment would not cut S1.00 of spending or raise $1.00 in revenue.
The amendment itself would not be self-executing. Congress and the administration would
still have to make hard choices on how to achieve balance and agree to a program of spending
curs andior tax increases.

lithe constitutional amendment requires a balanced budget by 1997, Congress and the
Administration would have to agree to at least $630 billion in spending restraints and/or
revenue-increases over the next five years. -Thus, a constitutional amendment is nor in and of
itself a solution; it is an exhortation, but not a guarantee, that a plan requiring hard choices be
agreed to and implemented.

IA Line-item veto Most experts agree chat a president is not likely to trim much more
than 2a- of discretionary program funding each year. Congress eliminates about the same
amount of spending through its annual appropriations process.

It should also be noted that although 43 of the 50 governors have both line-item veto powers
and balanced budget requirements, they are not allowed to cur federally mandated levels of
payments on programs they oversee the state-wide equivalent of federal entitlements.
Similarly, about half of the federal budget consists of mandatory programs that would not
generally be subject to line-item veto.

Line-item veto is an important issue in the separation of powers debate, but it is not a
strategy CO balance the budget.

MI Freeze federal spending A freeze in federal spending would balance the budget in five
years. However, nobody is proposing a freeze, and for good reason.

First, interest payments on the national debt cannot be frozen. Interest is now the third
largest item in the budget, projected to increase $77 billion over the next five years. To
freeze total federal outlays and pay the projected increase in interest, other programs would
have to be cut by an equivalent amount, or taxes would have CO raised to pay the interest.
Politically and practically, neither is likely.

Second, freezes cannot help us avoid making hard choices. For instance, Social Security costs
will increase by $90 billion for a combination of reasons: current beneficiaries get cost of
living adjustments (COLAs) every year; there are more people eligible to collect benefits every
year; and new recipients receive higher average benefits based on higher earnings histories.
To freeze total federal outlays, then, either Social Security benefits would have to be cut or the
$90 billion in new costs would have to be taken from other programs.

Eliminate several federal government agencies Consolidating or eliminating entire
government departments is estimated to save approximately S10 to $20 billion in adminis-
trative overhead over a five-year period. That is significant, but far shy of the amount needed
to balance the budget.

Tax amnesty A program under which tax delinquents go unpenalized if they pay
overdue taxes within a prescribed period has helped some states raise revenue. Proponents of
this program at the federal level estimate that tax amnesty could raise a considerable amount
of delinquent taxes, perhaps as much as S38 billion over a five-year period. However, there is
considerable controversy over the amount of potential savings. Most believe that the fig are is
inflated.

"GOOD GOVERNMENT" NI EASUR ES Implementation of a series of

"good government" measures, listed in Figure 21 also has been cited

as a way to tackle the budget deficit: eliminating waste, fraud, and



abuse; biennial budgeting; improving tax collections; "sunset" re-

views of existing programs to make sure they are still needed and

working as envisioned; and making government more efficient.

These items are good budgeting concepts that should go hand in

hand with our elected officials' power to spend taxpayers' funds, but

they do not result in the mega-dollar savings that are needed to put

our fiscal house in order. The Commission believes that these good

government initiatives should be undertaken with vigilance and that

the savings from these reforms should be used to "pay-as-you-go- for

new high priority programs. To pretend, however, that any combina-

tion of these can eliminate the deficit is an illusion, easily disproved

by simple arithmetic.

I 1(1 RI- 2:

"Good Government"
Measures that will not Balance the Budget

Make government more efficient Efficient and less costly government should be a national priority. The
Commission believes that government's -Total Quality Management (TQM)" programs are a step in the right
direction. However, while these programs result in faster and more efficient delivery of services, they usually do
not result in significantly lower program spending; people usually resist reducing spending for popular pro-
grams.

Nevertheless, some money can be saved through efficiency. For example, after implementing TQM programs,
the Naval Aviation Depot of Cherry Point, Nrorth Carolina. saved 312 million over a two-year period: the
Ogden Service Center of the IRS saved S11.4 million over a three-year period. TQM programs might ulti-
mately save the federal government hundreds of millions of dollars but not hundreds of billions of dollars.

Biennial Budgeting One way to make government more efficient is to move to biennial. rather than
annual, budgeting. Under the current system, Congress spends almost all its time considering next year's
budget, with no time for oversight. Although nobody knows how much could be saved under biennial budget-
ing, clearly it could help us get more out of the dollars we spend by creating more stable. predictable budgets
while increasing Congress' ability to base program budgets on actual performance.

Reduce government waste, fraud, and abuse While absolutely essential to the political system and to
our hopes of making Washington work better, this solution is also difficult to quantify and to implement.
City dwellers tend to think farm price supports are wasteful; farmers think mass transit shouldn't be subsidized.

Closing military bases is the most significant recent attempt to save money by eliminating "waste," i.e. elimi-
nating programs that are no longer needed. However, the recent combined base closure lists will save less than
S10 billion over 10 years.

Increased tax compliance Government should go after the tax cheats. Internal Revenue Service efforts
should be enhanced to ensure that people pay their fair share of taxes promptly and in full. Tax cheats shift the
burdens of taxation to honest taxpayers. Every effort should be made to collect tax revenues already owed,
whatever their source. Nevertheless, even the most strict tax compliance program will not bring the budget into
balance.

Sunset programs Sunset legislation would make all existing federal programs, including entitlements,
subject to a mandatory review on a rotating basis, with 10 - 20(.- of programs and expenditures subject to
Congressional scrutiny each year. This might help redress the strong bias that now exists toward extending in
perpetuity existing programs. Although sunsetting might facilitate the elimination of outdated programs and
the elimination or reduction of low-priority programs. the net result would probably not make much difference
in total spending levels.
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HIGH GROWTH ESTIMATES Some argue that it is possible Co

balance the budget without making any hard choices. They project

higher economic growth than our economy has experienced during

the past two decades. Higher growth assumptions project increased

tax revenues (because more people are working and profits are higher),

reduced spending on unemployment and some other pr grams, and

reduced interest costs all painlessly. These assumptions can posit

an enormous difference. For example, a one-percentage-point jump

in economic growth for each of the next 10 years would reduce

projected deficits by S1.3 trillion over 10 years.

But assuming higher economic growth without taking the steps necessary

to produce it only works on paper, not in the real world.

"EASY" CHOICES Liberals may think that it is easy to cut defense and

tax the rich; conservatives may think it is easy to cut welfare: many

think it easy to cut foreign aid. The problem is that to balance the

budget through these "easy" choices, almost all of them would have

to be made. And people tend to support one set of options or the

other, not "all of the above."

If all welfare cash payments were wiped out including those to the

elderly poor, the blind and disabled, veterans, and families with

dependent children S206 billion would be saved over a five year

period. If the food stamps program were eliminated, S 116 billion

would be saved over five years. Such insensitive and heartless mea-

sures would abandon the needy and helpless. Taking away the "safety

net" that our society has an obligation to provide would still not

balance the budget. Moreover, what we would "save" in eliminating

the safety net would cost mightily in other areas increased home-

lessness, malnutrition, poor health, and alienation. Alienation breeds

anger and crime, which would mean more prisons, more law enforce-

ment, and greater state and local government financial burdens.

What if all foreign aid were eliminated? Eliminating foreign aid

would save 5105 billion over a Live -year period, about one-sixth the

total needed to ger to a balanced budget.
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Even reducing the defense budget dramatically will nor solve the

deficit problem. Under the 1990 Budget Summit agreement be-

tween the president and the Congress, the defense budget was to be

reduced by 20% from 1990 to 1995, reflecting the collapse of the

Warsaw Pact in 1989. Then, after the dissolution of the Soviet

Union, President Bush proposed an additional S50 billion in reduc-

tions, which would increase the real defense reduction to 25% by

1997, but the large deficits projected (in figure 19) already assume

these defense cuts. By the end of the decade, the defense budget will

be 30% to 40%, possibly even 50% smaller than it was in 1990. But

these reductions are based on the continuation of present trends,

which indicate a greatly reduced military threat to the United States.

At some point in this decade we will reach the minimum defense

establishment necessary to promote American interests and peace in

the world. Continued defense reductions may be possible for the rest

of the decade, but defense savings are unlikely to be a key parr of a

deficit reduction strategy after the year 2000. For the most part, the

"peace dividend" has either already been spent or has been incorpo-

rated into deficit projections for the years ahead.

What about taxing the rich? If a 20% surtax were levied on incomes

over 51,000,000, only 516 billion would be raised over five years.

Even raising the top federal tax rare from 31% to 33% would only

generate 532 billion more in revenues over five years. This combina-

tion leaves us about S580 billion short of deficit reduction goals.

In a nutshell. "easy" choices are in the eve of the beholder. Such

choices invariably come up far short, or produce packages that are

grossly unfair or misguided.

s. TWO CONTRASTING DEFICIT

REDUCTION OPTIONS

The Commission considered two contrasting options that illustrate

the difficulty of eliminating the deficit by 1997, the time frame

proposed in the most widely supported version of the constitutional

amendment ro balance the budget. To eliminate the deficit by 199'

requires reductions of 5630 billion over the five-year period 1993
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through 1997. The two options use the CBO assumptions of 2.5%

average real GDP growth annually through 1997, with an average

unemployment rate of 6% and an average long term interest rate of

7.17c.

OPTION l REDUCE SPENDING ONLY

To balance the budget by 1997 through 3630 billion in spending

cuts alone, all of the following targets would have to be met:

Significantly reduce defense spending below the cuts in

the Budget Summit and the $50 billion in additional cuts

proposed by the President this year by an additional

$100 billion over the next five years; and

Eliminate COLAs except for the poor in Social

Security, railroad retirement, and all other federal pension

programs saving $150 billion over five years; and

Put a ceiling on non-Social Security mandatory spending

programs, primarily Medicare and Medicaid, as well as

farm price supports, guaranteed student loans, food

stamps, and other benefit programs, allowing only for

increases in participation and general inflation saving

$190 billion over the next five years; and

Allow no inflation adjustment for domestic discretionary

spending over the next five years saving S108 billion

over five years;

If all the above were accomplished, reduced interest

payments on the national debt would save an additional

S70 billion.

Other spending reduction options can be devised, but no such option

can avoid significant spending reductions in defense and domestic

programs, Social Security, and mandatory benefits if it is to raise 3630

billion in five years. No combination of "spending only reductions"

will have broad appeal. All will produce economic dislocations and

disrupt economic growth.
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It is the Commission's judgment that it is politically very unlikely

that spending can or should be cut far enough and fast enough

by S630 billion over five years, including the budget year cur-

rently under consideration in the Congress to balance the budget

by 1997.

OPTION 2 INCREASE TAXES ONLY

Most Americans would shudder, rebel, or revolt at the thought of a

20% tax surcharge on their income tax bill, but that is what it would

take each year for the next five years to balance the budget by 1997 if

nothing else were done.

Alternatively, all of the following taxes would have to be levied to

raise S630 billion over the next five years:

A 5%. value added tax (VAT) first effective in 1994 (food.

housing, and medical care exempted to offset regressiviry)

raising S267 billion; and

A 50-cents-per-gallon motor fuels tax increase raising

S230 billion; and

Taxes on 'iir pollutants raising S-'5 billion; and

An increase of the alternative minimum federal income tax

to 28% raising S27 billion; and

If all the above were accomplished, interest payments

would save an additional S70 billion.

Although these hefty revenue increases would theoretically balance

the budget by 1997, the "victory" would be short lived. Tax increases

of such magnitude would shake economic growth in the short run.

Moreover, the deficit problem would come back to haunt the nation

by the end of the decade: spending on mandatory programs is grow-

ing at three or four times the rate the economy is growing, while

revenues tend to grow only at the same rate as the economy grows.

If we were to rely only on taxes to keep the budget in balance, addi-

tional tax increases beyond those listed here would have to he
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imposed to keep up with the growth of mandatory programs in the

years beyond 1997, This option is politically impossible and eco-

nomically unsustainable.

In sum, there are no simple or painless solutions to eliminating the

federal government's budget deficit. A five-year time horizon looks

unrealistically short. We believe it is time for our leaders to talk

frankly to the American people about the seriousness of oar present

situation and about the sacrifices and hard choices we must make now

if we want to put our economy on the path toward long-term econo-

mic growth. We have to be extremely careful about how we impose

pain. How we reduce the deficit -- which programs should be scaled

back, what kinds of taxes to impose does matter. If program cuts

are too deep, if tax hikes are too steep, if the time period to achieve

balance is too short, we risk plunging the economy into recession.

Any approach that fails to foster growth cannot succeed. Further, any

plan to reduce the deficit must have the support of the Federal Re-

serve in order to maintain economic growth. Credible, sustainable,

and real deficit reduction should be met with an accommodating

monetary policy. The combination will reduce inflationary expecta-

tions, reduce long-term interest rates, and increase economic growth.

Ewe stay on our present course, we and our children and grand-

children will pay an increasing price. If we begin to make the tough

decisions now, the rewards and benefits will be felt for generations to

come. The hard choices that confront us on budget reduction, how-

ever, cannot be faced in isolation They ought to be addressed within

a larger framework that also takes into account the other half of our

fiscal policy: our nation's tax structure.

. THE NEED FOR RESTRUCTURING TAXES

Our tax policy has substantial influence over the economic growth of

the country. Ideally, it should encoura,re saving, aid capital formation

by reducing the cost of capital, stimulate investment in productivity-

enhancing equipment and research and development and, in general,

foster job creation. It should minimize distortion of private-sector
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investment decisions. Taxes must also be imposed in a fair and

progressive manner.

The tax code should finance the amount of government that the

American people want. But there are inevitably economic costs

associated with taxes a tax on labor inhibits work effort, a tax on

capital inhibits savings and investment. The financing of govern-

ment should be accomplished in the most efficient and equitable

manner. In the best of worlds, a tax system should:

raise necessary revenue while imposing the lowest costs on the

functioning of the rest of the economy;

be unbiased with respect to the choices that would otherwise be

made in the absence of taxes;

be considered equitable and fair by taxpayers;

minimize compliance costs on individuals and businesses.

The Commission believes that the current income tax structure no

longer meets these basic criteria. Successive Congresses debate annual

revenue bills that seek, in varying measure, to provide cyclical eco-

nomic stimulus, correct past mistakes, extend sectorai subsidies,

promote incentives for saving, and finance added programs. But

constant changes to the tax code do not allow industry or business to

plan other than for the short term. The result is a continuous tinker-

ing at the margin, which many observers believe misallocates re-

sources. The time has come to reexamine how we think about tax

policy arid tax structure in the United States.

Because the tax system can strongly influence the allocation of savings

and investments, and may contribute to or detract from the overall

competitive strength of the U.S. economy, it is the closest thing the

United States has to an industrial policy. As Commission member

Barry Rogstad, president of the American Business Conference, notes:

Our highest priori') must be to ere/dress the low let el of saving in America and

improve the allocation of that sal'ing to its most productive uses. Until tie do

that. talk of senor al interventions or even wider ref ms is simply a waste of
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time for the same reason that you don't uorly about tacking in a new direction

if your sails are tldl ritholeo- and the u a/er is over the gunwales. First things

infest aluallf be first.

To use Barry Rogstad's analogy, our sails are full of holes, and tax code

loopholes and incentives are rigged to take us in the wrong direction.

Our current tax code is biased against saving, encourages companies

to rely upon debt rather than equity financing, is extremely complex,

and handicaps U.S. companies in the global marketplace. Each of the

issues is discussed below.

BIAS AGAINST SAVING

Our current U.S. tax system is hostile toward saving and tilted

toward immediate consumption. Savers are penalized, and con-

sumers are nor. Income that is saved is subject to double taxation:

the income itself is taxed, and if income is saved rather than spent,

most subsequent earnings on the savings are also taxed. The result is

that immediate consumption escapes any imposition of later, addi-

tional taxation, and this is a powerful but misguided incentive to

spend and consume now rather than save for future gains.

For example, an individual willing to wait to receive S1050 next year

by foregoing 51000 of consumption this year should be ready to

invest in any form of saving at an interest rate of 5(;Z-.. But, under

current tax treatment, an individual in the 33%. bracket would riot be

willing to give up consumption now unless the return were at least

-.5% before taxes. The taxpayer knows he or she will have to pay

S25 in taxes on the S75 gain (that is 33q or one-third of the amount

realized) to end up with an extra S50 in hand next year.

This tax bias against saving causes all Americans (as individuals, as

Families, as businesses, and as a nation) to behave in a way that is short

sighted relative to what we would expect under a tax system that left

all economic decisions to market values. The result, in the aggregate,

is a lower than desired level of national saving and investment.

The current tax structure does try to address the anti-saving bias of

the income tax by allowing pensions, -101(k) plans, and IRAs, which
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allow buildup of saving on a tax-deferred basis, recognizes that

removing this double taxation of saved income is beneficial. Expan-

sion of these provisions is likely to become even more important if

government caps on health care and other entitlements, as proposed

by the Commission, require individuals to assume greater responsibil-

ity for their own health care and retirement.

TILT TOWARD DEBT INSTEAD OF EQUITY FINANCING

The current tax code discourages savers from investing in American

companies. Corporate earnings are subject to taxation at the company

level. If these earnings are distributed to shareholders as dividends,

the dividends are taxable as income to shareholders. If the company

retains these earnings, and the value of the stock increases, sharehold-

ers are required to pay tax on the capital gain when they sells shares.

Even worse, taxes are due on all appreciation, including purely

inflation-related gains. This "double tax" on corporate earnings

reduces the level of savings committed to financing investments in

American businesses below what would happen if the tax system were

without its present bias against savings. At the same time, the

current tax system's unequal distribution of tax advantages encour-

ages companies to escape double taxation by relying upon debt rather

than equity financing. The cost of debt to the corporation is lower

than the cost of equity because interest on debt financing is deduct-

ible in the determination of corporate earnings. The tax code encour-

ages CEOs to focus on cash flow and short-term profitability and, in

many cases, to jeopardize the financial security of the company.

THE COSTS OF COMPLEXITY

The increased complexity of our tax code is now taken for granted.

The current tax structure requires taxpayers to generate complicated

calculations such as asset depreciation schedules, accrual accounting,

and other burdensome requirements.

Simplification should be a major objective in tax restructuring and

not merely receive perfunctory lip service, A tax program that allows

for the full deduction of plant and equipment in one year (expensing)

would eliminate most of the complexity on the corporate side. Simi-
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lar gains are possible for individuals. A comprehensive program of

tax simplification promises, both a more efficient allocation of re-

sources and potentially increased revenues.

Under the current tax code, corporations face a great deal of complex-

ity because there are three major corporate codes rolled into one: the

regular tax, the alternative minimum tax, and the foreign tax provi-

sions. Every domestic corporation must calculate its tax liability

under the regular and alternative minimum tax schemes and pay

the greater amount. This can penalize companies that invest and

modernize. The same made, for example, by a corporate

alternative minimum taxpayer (AMT) and a regular corporate tax-

payer can result in 10 to 22% higher capital costs for the AMT firm.

A HANDICAP IN THE GLOBAL ARENA

An ideal tax system should provide equal tax treatment of income

earned by U.S. companies regardless of geographic origin. However,

changes in the tax code over the past 15 years have left many U.S.

companies at an increasing international disadvantage. With the

globalization of the world economy, concerns over a level playing field

have highlighted the relative inadequacies of the U.S. tax policy

compared to that of our trading partners. For example, U.S. exports

to Europe bear the burden of both U.S. direct taxes (income taxes)

and European indirect taxes (the European VAT), while European

exports to the United States bear the burden of neither European

indirect taxes nor U.S. direct taxes.

A comprehensive effort to address all these problems raises a host of

practical, technical, and political issues, not the least of which is the

transition from one tax structure to another and the maintenance of

both revenue and equity during this transition. But the task in all its

magnitude must be faced. The Commission fully recognizes that

overhauling our current tax structure requires every hit as much

leadership and courage in making the hard choices as are involved in

the spending side of the deficit equation.
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Blueprint for Action
The Commission's assessment of what it will take to put the U.S.

fiscal house in order has led us to three basic conclusions:

First, there are no quick fixes. The challenge facing America is

structural in character. The Commission recommends a realistic

target date of 2002 a 10-year plan to meet it. Our best pros-

pect for doing so, given the intense short-term pressures exerted by

the rwo-year election cycle and the many vested interests in a status

quo, is through a solid core of bipartisan support. The Commission

does not propose significant deficit reduction during the next rwo

years while the economy is recovering from the recession. But the

Commission believes that the Congress and the president should use

this time to undertake comprehensive reform of our health care and

tax systems.

Second, budget deficit reduction alone is not enough to get our

nation from where we are to where we want to be. Instead, mutually

reinforcing deficit reduction and tax restructuring strategies are

needed to generate growth through increased savings and investment.

Third, while the private sector must be the primary engine for

growth, some important new federal expenditures on education,

child care, infrastructure, technology, and R&D will contribute to our

overall economic performance. A plan of action must take account of

these legitimate needs, whether through the setting of new spending

priorities or on a pay-as-you-go basis.

R ECOMMEN DATION: A Public Education Campaign

Lot »,y,', mport,olt :/kitt ,/tti or o/ /km to /.,tint,L
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Commission applauds the initiative by Senator Warren Rudman and

former Senator Paul Tsongas to begin this public education process.

The Commission recommends that deficit reduction and tax restruc-

turing issues he fully aired and debated during the presidential and

congressional campaigns of 1992. Fiscal policy should be the number

one campaign issue. Elected officials and candidates well understand
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that the traditional route to public office is to promise more services

and no new taxes, while also pledging CO get the deficit under control.

But the preceding examples make clear that these are simply impos-

sible promises to keep. Unless an honest and realistic debate cakes

place, and simplistic sloganeering is exposed, there will be no consen-

sus for action in the next administration and Congress, whoever is

elected.

Voters cannot hold candidates accountable unless the media does as

well. The Commission encourages the candidates and the media to

follow up on the effort led by Senator John Danforth to challenge the

presidential candidates to a substantive debate on the budget deficit.

Accordingly, the Commission urges that each of the major media

assign to both presidential campaigns a full-rime journalist trained in

economics or fiscal policy who can quiz the candidates with detailed

questions on how they propose to put America's fiscal house in order.

A refusal to answer these questions, or the use of budget projections

b...sed on unrealistic assumptions of high growth and very low interest

rates, should be exposed to the public. The candidates should be

required to lay out specifics, including their economic assumptions.

This type of news coverage and analysis must also be carried by state

and local media in races for the House and Senate.

PRINCIPLES FOR GETTING OUR HOUSE IN ORDER

The Commission's approach for getting our economic house in order

combines a comprehensive strategy for budget deficit reduction with

the replacement of the current tax code by a consumption-based

income tax. The predominant view of the Commission is that this

strategy should be based upon these 10 major principles:

. Balance the budget by the year 2002 witho, it using the Social

Security surplus;

Promote long-term economic growth without undue short-term

economic disruption;

3. Base projections lor deficit reduction on credible, realistic eco-

nomic assumptions:
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4. Follow a step-by-step agenda, legally locking in spending controls

before raising revenues;

5. Limit revenue increases to a ratio of no more than Si for every

S2.75 of spending reductions;

6. Bring mandatory spending under control by putting a cap on the

growth of spending on non-Social Security entitlement programs;

7. Enact comprehensive health care reform that controls costs and

insures the uninsured;

8. Restructure the tax code to promote growth by encouraging

savings and allocating resources more efficiently, while preserving

the over-all progressivity of the code;

9. Make room for increased investment in education, children,

R&D, and technology by reducing or terminating lower priority

programs;

10. Fully implement the "good-government measures such as

sunsecting programs, using the "total quality" approach to man-

agement, collecting revenues from tax cheats. and reducing waste

to make government more efficient.

BUDGET DEFICIT REDUCTION STRATEGY

The Commission bases its strategy for budget deficit reduction on

realistic assumptions about economic growth: the CBO's projections

of 2.5% annual real GDP growth from 1993 through 1997, and 2%

growth thereafter; an inflation rate averaging 3.6% annually; an

unemployment rate averaging 6% from 1993 through 1997 and

5.5% from 1998 through 2002; and a 10-year Treasury note average

interest rate of 7.1% annually.

These are baseline assumptions that assume no changes in policy.

There is a significant probability that the Commission's proposed

policies to reduce the federal government's borrowing demands by

locking in controls on federal government spending and encouraging

savings by removing the anti-savings bias in the tax code will result

in more economic growth than assumed in these baseline assump-
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tions. The Commission's recommendations if fully implemented

should result in GDP growth averaging at least 2.5% after 1997 and

possibly more. Further, long-term interest rates should decline by at

least another 1/4(,' each year after 1997. We believe both growth and

reduced long-term interest will occur and that deficits will be lowered

in the last six years of our plan by a minimum of 5150 billion.

The Commission believes this package will increase economic

growth, but we have not assumed higher growth in our budget plan.

To merely assume significantly higher growth would be self-defeat-

ing, because such optimistic assumptions would make our fiscal

policy proposal less credible. America's current fiscal situation sug-

gests that discipline is needed and that growth must be earned, not

assumed. But should our action plan result in the higher growth that

is potentially within reach, the dividends to the country would be all

the greater and would permit lower tax rates, increased public sector

investment or the retirement of part of the national debt.

The Commission's plan contains a balanced package of deficit reduc-

tion totaling nearly 52.0 trillion over the next 10 years. Reductions

in projected spending would be 8%, saving nearly 51.5 trillion.

Projected revenue would increase by 3% over the decade or 5376

billion. Interest rates resulting from the Commission's recommenda-

tions would reduce the deficit by an additional 5150 billion over the

latter six years of the 10-year plan.

The Commission's plan includes increased spending of 5160 billion

on investment programs such as education. R&D, child care, and

technology that would be included in the domestic discretionary

category of the federal budget. The plan also calls for increased

spending of S100 billion over a 10-year period for highways, airports.

and other physical public infrastructure that would be paid for with

increased energy taxes or user fees ,1edicared solely to these new

expenditures. This additional 5100 billion in spending and revenue

financed on a pay-as-you-go basis is not included in the deficit reduc-

tion package.
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It should be stressed that unless all of the key elements of the fiscal plan are

implemented as a package. the country risks the real possibility of undermining

Americas international position uithout achieving its goal of a strengthened

America at home. If we attempt to balance the budget by slashing national

security and international programs. without restraining and reforming

domestic discretionary and mandatory program spending, we will weaken

ourselves both abroad and at home.

The goal of the plan is to balance the unified budget without using

the Social Security surplus by the year 2002. America would then

be saving its Social Security surplus, helping to avoid a fiscal "train

wreck" 25 years from now when the General Fund must begin

repaying the Social Security Trust Fund. Continuing to divert the

Social Security surplus to fund current spending instead of building

up reserves for the future is bad fiscal policy and bad social policy.

RECOMMENDATION: A Budget Plan to Put our Fiscal House in

Order and Promote Economic Growth .-111hougb there are other

crediblc options. the prulowinant of thCimmussion if 16 ret-011111101,11/k

'Mg blaigul blueprint to ftstructuring Our nation's fist-al polity

1. Allowing two years for enactment and a gradual phase-in, cap

spending on non-Social Security mandatory programs (see Figure

22 for what such a cap would entail) beginning in 1995 saving

5660 billion over 10 years, or 10% of such projected spending

over the 10-year period.

2. Abolish the present tax code and enact progressive consumption-

based income taxation within two years (see discussion under Tax
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Capping The Growth of Mandatory Programs

What's the Problem?

In 1992. the federal government will spend more than S-i 2 i billion on nun Social
Security mandatory programs such as Medicare. Medicaid, the student loan program.
and agricultural subsidies,

CBO estimates that spending on these programs will more than double by the
year 2002, to 5912 billion. That is an average annual growth rate or 8'7. Moir of
the new costs will be associated with the health care programs Medicare and
Medicaid, which are projected to crow at a rate of between 11' and 13 '1t annually_

I Spending on these programs consistently exceeds projections. yet no action is
taken when this occurs.

lithe growth of non :Social Security mandatory spending is nor controlled, the
deficit may well grow from its current level of about $350 billion per year ro $620
billion in the year 2005.

What's the Proposal?

The Commission proposes placing a cap a ceiling on the growth of non-
Social Security mandatory spending.

A cap dues not freeze expenditures on mandatory programs. Rather. the cap allows
non-Social Security mandatory program spending to increase for

the growth in the number of beneficiaries.

inflation growth.
-a small additional growth allowance in the early sears, as

cost-control measures arc phased in.

The purpose of the cap is twofold: first, it would force Congressional committees
rhat have iurisdiction over mandatonv programs to review their programs and report
legislation that would limit growth so that the overall cap is adhered to. Options tic
limiting growth include. among others: legislating measures that would make
mandatory programs more administratively efficient and cost-effective: requiring
providers to he more efficient or beneficiaries to hear a greater cost burden: restrict-
ing the eligibility or reducing the benefits of people in higher-income brackets.

The second purpose of the cap would be to provide a further incentive for system-
wide health (arc reform. The goal of that reform should be providing universal
coverage in a cost-effective mannner. A number of plans are now before the
Congress. The president and the Congress should make the choice and implemen-
tation of a health care reform plan a top priority of the next administration

Ultimately, controlling the growth 4i-ion-Social Security manclarory spending
will require both the rerimn of federal healthcare programs as well as system-wide
health care reform.

II The cap would be enforced through a sequestration mechanism: increases in non -
Social Security mandatory spending above cap level would Ix eliminated through
either an across-the-board or a selected sequester of the specific programs that break
the ceiling

Restructuring Strategy: The Consumption-Based Income Tax,

page S2). This decision would include a commitment to imple-

ment a progressive consumption-based income tax before the year

2002 and to specify the tax restructuring that would provide for

transition. This restructuring should be permitted to raise an

additional 3'7: in revenues (nearly 5376 billion) by the year 2002

but no more than S1.00 in taxes fbr S2.75 in spending cuts.

81
92



3. Reduce defense spending in an orderly fashion from 20% to 13%

of the federal budget, with the goal of saving $290 billion over 10

years, an additional 10% reduction in projected spending.

4. Allow international spending CO increase at half the rate of infla-

tion, growing from $20 billion in 1993 CO $24 billion in 2002,

while placing a greater emphasis on supporting newly emerging

democracies and market economies saving $21 billion by the

year 2002, a 9% reduction in projected spending.

5. Permit domestic discretionary spending to increase from its cur-

rent level of $234 billion to $255 billion in the year 2002. The

Commission believes that domestic discretionary spending should

be reprioritized so that it emphasizes investment-oriented pro-

grams that promote economic growth in the following manner:

In particular, the Commission recommends S160 billion of

increased spending over currently projected levels for the 10-year

period on education, children, R&D, and technology. This

public investment package is detailed in the next section of

this report.

To help pay for these high priority investments, the

Commission recommends terminating, scaling back, or

streamlining lower priority programs. The Commission

recommends a number of programs that should be reviewed

for possible termination (see Figure 23).

All told, this reprioritization of domestic discretionary spending

will produce net savings of $243 billion over a 10-year period,

nearly a 9% reduction in projected spending.

6. From 1993-2002, increase spending on physical infrastructure

roads, bridges, airports, and tunnels by $100 billion over

current projected spending to be paid for by increased energy taxes

or user fees (no net effect on budget over 10 years).

Interest payments would be reduced saving $237 billion over

the 10-year period, an 8% reduction. Lower interest rates, brought

i2 vi



Re. 25PIGI

Domestic Discretionary Spending Options
Federal we nding represents a decision to deploy revenues raised from tax dollars to support piograrris and
policies that require national priority. This Commission believes that tradition. inertia, and political horse-
trading have contributed to a lack of rational focus in assigning and enforcing spending priorities in the
domestic arena. We recommend that certain program areas receive an increase in funding, reflecting their
potential contributions to building a stronger America for the future. These programs constitute a positive
investment in generations to come and will ultimately promote economic growth. Examples of such high
priority programs follow:

Program

Examples of High Priority Programs
Recommended 1993-2002
Increases Over Current Projected
Federal Investment (in billions of S)

1. WIC (prenatal care and nutritional programs for women, infants and children)
2. Head Start
3. Even Starr

4. Funding for schools that serve disadvantaged children (Chapter 11
(assuming reform of Chapter 1 program as suggested in this report)
plus increased research and development

5. Childhood immunization
6. Programs to enhance teacher quality
-. Manufacturing and critical technologies {through the defense budget)
8. Dual use technologies [through the defense budget]

11.5

-46.0

0.2

87.0

15.0

0.8

(10.01

[5.01

The Commission believes that there are a number of areas in which projected federal spending cannot be
justified as we move to put our fiscal house in order. For example, programs such as mass transit operating
subsidies, now funded federally, may be appropriate governmental expenditures, but for reasons both of
efficiency and fairness, the spending should take place at the state or local level. Although each program
obviously has had its strong merits, the following programs are lower priority in tern- of their contribution to
building a stronger economy and should be critically reviewed with an eye toward termination:

Examples of Loner- Priority Programs to be Reviewed
for Possible Termination or Reductions

Potential Savings From Termination
Program (1993-2002)(in billions of 5)

1. NASA space station1 19.-1

2. NASA advanced solid rocket motor .4.8

3. Postal subsidies for nonprofit organizations 3.9
-4. New highway demonstration projects '1.4

5. Mass transit operating subsidies for large cities (capital subsidies would conrinue) 1-1

6. Economic Development Administrations 2.3

Appalachian Regional Commissions 1.5

8. Special purpose HUD grants 1.0

9. Davis-Bacon Act reform 8.2

10. Federal crop insurance (administrative expenses) 3.2

11.Low-cost timber sales 0.5

12. Prospective non -merit based federal grants. buildings, housing projects I.8

r r,r, n //o et .1. .1 ,,,,r1 ,a4 ,./ 3. SL.0 .1 Irr :r
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abode by large deficit reductions, would increase these savings to

$387 billion, for a total reduction of 13% in projected interest costs..

These are hard recommendations. Other choicer are possible. but they are no

less hard. Balancing the budget without using the Social Security

surplus by the year 2002 is a reasonable goal. Given adequate rime CO

reform federal health care programs and implement cost controls, the

proposal would have as a major benefit a reduction in program costs

just as these programs would otherwise begin to create their greatest

pressure on the budget.

There is no magic in the choice of 2002 or any other year credibil-

ity and certainty are more important than specific dates. What

matters is set the budget on a clear, understandable course toward

balance while laying the foundation fom long-term economic growth.

RECOMMENDATION: The Commission recommends that its

fiscal plan be enforced through binding legislative changes.

Enforce/wit 4:;isiation -//0114/6t- f.w.oi-a/ 41 1-4t clido/-* I 993. w re prop,-,

that the r;e1 /oil in sftps be Lzkew:

SlEP 1 Not later than December 1993, Congress and the presi-

dent enact the following budgetary and enforcement

reforms:

Extension of provisions setting multiyear caps on

defense, international, and domestic discretionary

programs.

A new cap on non-Social Security mandatory programs.

After a phase-in period, caps would be established to limit

the growth in mandatory spending to inflation plus the

growth in the beneficiary population. Legislation would

include enforcement mechanisms for automatic reductions

(sequestration) if spending caps are exceeded.

STEP 2 Not later than December 1993, Congress and the presi-

dent enact a 10-year, $100 billion infrastructure invest-
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"I believe ideas do have
consequences. If we are to
change fiscal policies to
improve our saving
performance, we need to
extricate ourselves from
the notion that saving is
bad for the economy and
adopt a longer term
growth-oriented
perspective. We need a
framework in which the
beneficial effects of saving,
investment and long-term
growth receive prominent
attention and in which
incentives to save and
invest are recognized as
important.-

Corn mission Member
.Slanuel H. Johnson.
Former lire- Chairman,
Federal Reserve Board



STEP 3

ment package funded by selective increases in energy taxes

and user fees, with the proceeds earmarked only for this .

program, but not effective until December 1995.

Not lacer than December 1994, Congress and the presi-

dent decide to adopt the consumption-based income tax

in full and specify appropriate transition strategy that

assures that revenue requirements can be met through

consumption/cash flow taxes.

ScEP 4 Not later than December 1994, Congress and the presi-

dent enact comprehensive health care reform in line with

the principles outlined in this report.

STEP 5 - Enact a comprehensive consumption-based income tax by

December 1995, with rates established to produce, in

conjunction with the spending cuts mandated in STEP 1,

a balanced budget in 2002. Revenue increases would take

effect ONLY upon enactment of spending restraints called

for under this plan.

R ECOMM E N DA TIO N Tax Restructuring Strategy: The Consump-

tion-Based Income Tax TheConimission rccoonnenclsabolichin the

ta.v .93/c/it .1nr/ ap4icin',' tt f0p,:7'cSS11V

L1X 9stcin that :could ,..xeinpt ;Ind 1111'eSillit911 I

o'ioll. This proposal has gained increasingly wide support from

leading economists and tax experts of varying political persuasions.

Since the Commission started its work, there has been significant new

interest in structural tax reform. Our views on these issues are being

clearly paralleled by other efforts in the private sector, in academia,

and in government. In fact, Senator David Boren (D-OK) and

Senator John Danforth (R-MO) have established a study group to

develop a legislative proposal on a specific consumption tax.

The preponderant view of the Commission is that the time has come

to begin implementing this structural alternative, reorienting our tax
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system toward the taxation of consumption. Our findings are consis-

tent with a growing interest in a broad array of consumption tax

proposals being advanced as ei.ner additions to, or replacements for

parts of, our current tax structure. These proposals range from value-

added taxes, to a business transfer tax, to cash flow taxes of many

types, to a consumption -based income tax. Although each of these

proposals substantively improves our current tax structure, the

Commission strongly supports the complete adoption of a consump-

tion-based income taxes for the following reasons:

* It addresses many of the key issues of concern to the Commission

and the major problems of the existing tax code.

* When fully implemented, it emphasizes a long-term structural

solution and avoids reliance on continuous tinkering with the tax

code.

* It is completely consistent with the current income tax structure

and administrative framework.

* It provides a fair and efficient basis for raising additional revenues.

DEFINITION

There is little depth or uniform understanding by the public of what

is meant by a consumption tax. The standard response is "you mean a

VAT," and the discussion stops. In fact, the term consumption taxes

generally is used to describe three broad types of taxes: retail sales

taxes, value added taxes, and the cash flow taxes on individuals and

businesses that reflect the principal thrust of the Commission's

recommendations. wow

Why base a tax structure on consumption rather than on income?

Most experts argue the case on the basis of fairness and equity. Com-

missioner Rudy Penner notes, "Consumption can be thought of as the

result of a household's own judgment as to what it can afford to

spend. and it provides a good indication of the ability to pay. That

may not be true for poor households, but a consumption tax would

provide generous exemptions for the poor and the near poor at very
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low rates." Michael Boskin, chairman of the President's Council of

Economic Advisers, has argued that "Household consumption pat-

terns are a better reflection of permanent income than are fluctuations

of current income."

Such a consumption-based tax would exempt savings from taxation.

By removing the bias in favor of consumption inherent in the current

11(11 11..:i

Illustrative Consumption
TAX RETURN

Receipts Amounts
1. Wages, salaries, rips. etc.
2. Dividends
3. Interest
-A. Rents and royalties

5. Pensions and annuities
6. Net receipts of sole proprietorships
-. Withdrawals
8. Receipts from:

a. sales of financial assets

b. gifts and bequests
c. insurance

9. Net decrease (if any) in hank accounts
10. Total (add lines 1 through 9)

Saving
I 1. Purchases of financial assets

12. Capital contributed to partnerships in hank accounts
I 3. Net increase (if any) in bank accounts

14. Other investments
15. Total (add lines 11 through 14)

16. Gross Consumption (subtract line 15 from line 10)

Deductions
1'. A. Itemized deductions

or

B. Standard deduction
18. Federal taxes paid during the year

19. Total (add lines IF and 18)

20. Net Consumption (subtract line 19 from line 16)
21. Exempt ions

22. Taxable Consumption (subtract line 21 from line 20)

it a 1,1,, I 1 WI rrur, 1r 1,4,1J. _1,11
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income tax code, neither consumption nor saving would be subsi-

dized. The Commission believes that significant new savings or other

benefits will result from this change. What is important to all

members is to remove all tax-based bias from the decision to consume

or save income.

From an administrative perspective, the consumption-based tax

would be levied in very much the same way as the personal income

tax. A taxpayer would take annual income, add gifts and bequests as

well as net borrowings, and subtract all savingsbasically net invest-

ments and the net change in his or her bank balance. The remainder

would equal consumption, and the resulting amount minus exemp-

tions would be taxed. Figure 24 illustrates how Murray Weiden-

baurn, former chairman of the Council of Economic Advisers,

anticipates an actual tax return might look.

Under this structure, all sources of income are treated equally. Wages

are not differentiated from interest or dividends or capital gains.

None of these sources of income is taxed, and the income itself is only

subject to tax if consumed, rather than saved. To some, the notion

that capital gains would not be taxed is a problem. But consider the

equally innovative, perhaps revolutionary, idea that wages would not

have to be subject to tax for the same reason. Indeed, what is taxed is

consumption over a lifetime.

The administration of a consumption-based income tax would rely on

cash receipts and outlays. It would eliminate complex accounting

measurement of income flows such as depreciation and amortization

because investment outlays would be expensed immediately. Because

it focuses on current receipts from asset sales and current expendi-

tures, controversy over how ro taxor even definecapital gains

would be eliminated. There would be no need for the current,

complex indexing for inflation because the new tax system would

focus on income and expense a year at a time.

Every effort must be made to ensure the new tax system is fair to

middle and lower income taxpayers. A consumption-based tax can be
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as progressive as policymakers desire because, like the current income

tax, it would use a rate table. The new approach could incorporate

personal deduct, ,..is and income exemptions to shield people with

lower incomes from inordinate tax burdens. Under a pure consump-

tion-based tax, business would not be subject to taxation. To reduce

the burden on individual taxpayers, the Commission recommends a

tax on business cash flow as a key element of the new tax structure.

\Vith respect to international trade effects, border adjustments would

occur automatically. Imports that were consumption items would be

taxed to consumers. Income claims generated by export production

would be taxed only if used for domestic consumption.

In summary, the compelling features of the consumption-based tax

include its simplicity, efLiency, equity, contribution to net national

savings, and boost to international competitiveness.

TRANSITION

The Commission recognizes that, under the best of circumstances, it

will take time to design, discuss, and implement a consumption-

based income tax system. But achieving this objective within the

framework of our 10-year blueprint is both realistic and appropriate.

Restructuring is realistic because such reform does not start from

ground zero at the Internal Revenue Service. The present tax code

alteady contains elements that point toward consumption-based

taxation, such as set-asides of certain income toward retirement that is

not taxed immediately. Such savings are often deposited in IRA

programs. Consumption-based taxation might be thought of as a

way of allowing every wage earner in the country a universal and

unlimited IRA. Moreover, converting from an income tax to a tax on

consumption does not require setting up another collection system.

The IRS can readily handle the conversion.

Restructuring is appropriate because the last major tax reform act,

passed in 1986, has not provided sufficient basis, nor stimulus, for

any increase in the savings pool. Saving is absolutely essential to

economic growth. Many would welcome removal of the tax code's
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bias coward consumption, while realizing that the tax-ingrained

behavior of individuals and private industry must first be overcome

and national attitudes changed to put the public trust behind such

reform.

Toward those ends, the Commission offers four key principles to

guide the transition from the present tax code to a total consumption-

based tax:

Progressivity. Any tax on consumption must preserve equity,

so that all citizens, no matter what their income level, share the

tax burden fairly. This can be accomplished, as indicated above,

through a progressive structure.

Fiscal Responsibility. Over the transition, revenues must be

raised consistent with the goal of increasing the projected revenue

base by 3% (5376 billion) over the next ten years, to be used for

deficit reduction.

Additional tax measures now under discussion such as investment

tax credits, capital gains differentials, and R & D tax credits, if

implemented, should not increase the deficit over a five-year

period. If these growth incentives are put into play during the

phase-in of the consumption-based tax, they must be paid for on a

progressive basis by broadening of the tax base, rate increases, or

reduction in subsidies to high-income taxpayers.

Transparency. Progressive changes and adjustments in the tax

code during the transition must be clearly understood by all

taxpayers, so that there is no sense that tax reform is another set of

"tax gimmicks...

Internal consistency. During the shift to a consumption-based

tax, changes in the code must be all of a piece with the new

consumption-based tax structure, deficit reduction, and economic

growth.

Other, more immediate taxpayer concerns must also be ironed out

during the transition, such as tax treatment of housing, interest



income, interest expense, inheritances, and charitable contributions.

But Congress and the president must first decide on the pace and

scope of reform once a commitment, which the Commission recom-

mends, has been made to a consumption-based tax.

CONCLUSION

The Commission understands full well that the preceding recommen-

dations may not be initially popular, nor easy to implement. Requir-

-ing that mandatory programs keep within strict spending limits and

subjecting them to sequestration if they do not is strong medicine.

Imposing austere caps on defense and domestic discretionary spend-

ing for the next 10 years will require many rough choices. These

spending reductions will require that some government programs be

eliminated. And making the transition to a whole new tax system

taxing consumption instead of income will he extremely difficult.

There will be chose will say that these recommendations are coo hard,

that we cannot save chat much money. But if we do not adopt this

plan, or a viable substitute, we will be faced with two alternatives:

huge tax increases or runaway deficits that will continue to deplete

our savings and erode our competitiveness and our standard of living.
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"More than half of our
young people leave school
today without the
knowledge or foundation
acquired to find and hold
a good job."

William E. Brock.
President. The Brock Group

IL fill IDUESTMEDI PROGRE TO PROMOTE

EC011011111C GROWTH

Restructure Education and Training
The key component of a public investment strategy is investment in

human resources. In 1909, President Theodore Roosevelt said in a

special message to Congress, "Each of our children represents either a

potential addition to the productive capacity and the enlightened

citizenship of the nation, or if allowed to suffer from neglect, a poten-

tial addition to the destructive forces of the community." More than

80 years later, we are even more convinced that Roosevelt had it right.

If adequate resources, wisely deployed, are devoted to children and

young people, the nation will have a productive work force; if chil-

dren and young people are neglected, poor productivity, a disaffected

citizenry, and rising crime will be the results.

Strong schools, strong work force training programs, and strong

families are the components of a strong educational system. We

cannot be a first-rate country with a second-rate school system. We

cannot compete successfully in a global economy with a low-skilled,

low-wage work force. Without supportive, involved families, we will

play constant catch-up with children ill-prepared to learn.

School systems and schools are rarely rewarded for improving student

achievement, rarely helped when they don't, and rarely held account-

able when students persistently fail.* Schools should be held ac-

countable, but they should also be given resources and incentives to

produce better results. The public might be more willing to invest in

education if there were measurable achievements tied to tax dollars.*

In the United States, education has historically been the responsibility

of the state and local governments, although since Sputnik the role of

*The Commission will deal ssith 'school cholLe,' school finance equity, governance. and other educational
issues in ics future work
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The problem sith our
[educational] system and
structure is that there is
no reward for change, tor
creativity, for initiatives.
\ \'e have a .stem that
cherishes mediocrity ...'

William: IL Gat
President and CEO, United
\egro I.und
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the federal government has received increased attention because of the

urgency of global competition, The Commission, however, believes

that promoting and supporting quality education is a responsibility

not just for government, but for business as well. The private sector's

view mu:.,t extend further than just to the next graduating class of

prospective employees. Government, the education community, and

business must be partners in a long-term effort to revitalize the

American education system.

A NEW SYSTEM OF NATIONAL STANDARDS

FINDING: Compared to our competitors and to our own national

needs, America's expectations for what the vast majority of our

students should know and be able to do are minimal. Not sur-

prisingly, those minimal demands are being met by minimal

achievement.

To the extent that we have educational content and student perfor-

mance standards, their quality and rigor vary enormously by state,

district, and school and are generally below the levels demanded in

other advanced industrial societies. By and large, our elementary

school students are fed a steady and repetitive diet of low-level basic

skills, our college-bound students are not being prepared for college-

level work, and our work-bound students get the kind of low-level

educational fare that has dubbed them "the forgotten half."

RECOMMENDATION: To achieve both excellence and equity. our

nation should develop educational content and student performance

standards In Curt' stilbleCtS such ,Lst 111,1111CIlltIC1CS, EITIIS11.. civics, the

physical, natural, and social sciences. and the arts. The standards

should draw on exemplary work being. clone bk- the stares. LthiCCC-

11-1ilttcr specialises. other professional orlzanizations, and our competi-

tors. Althouli the federal government should nor directly develop

standards. Cunt Tess should establish all entity to coorcinacc and

thisensure the (1 ualitv 01 ths el fort and monitor IN results.

RECOMMENDATION: All students should be expected to meet a rich

common core of standards be the time die LriadLlaCC f tom high
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school, though they should he enabled to do so as early as they wish.

Meeting those standards would earn students a certificate of initial

mastery that signified preparation for democratic citizenship and

read iness [-Or high - productivity employment. Other certificates or

diplomas certifying that students had met more advanced or special-

ized standards than those called for by the certificate of initial mastery

should also be available to any college- or work-bound student

willing to pursue them. All students should have multiple opportu-

nities both for demonstrating proficiency in the core subjects required

by the initial certificate and for pursuing and meeting higher stan-

dards, not only during their formal school years but throughout their

careers.

FINDING: To prepare our youth for life in the real world, schools

need to do more than teach formal academic subjects. Students must

also learn communication and thinking skills (such as decision

making, reasoning, and problem solving), as well as values (such as

responsibility, integrity, and discipline), to be successful in adult life

and work.

RECOMMENDATION: The Secretary of Labor's Commission on

Achieving Necessary Skills (SCANS) has identified skills and

qualities that students need to succeed in the labor market. These

competencies include the ability to (1) identify. organize, and allocate

resources; (2) engage in interpersonal communication and work with

others: (3) use, organize, and maintain information; I I) comprehend

and design systems; and (5) work with a variety of technologies. The

SCANS competencies should be integrated into the school curricu-

lum, with employers, professional associations, and the education

community guiding the development of curriculum.

FINDING: Educational testing in the United States is currently a vast

but unproductive enterprise. Elementary and secondary school

students take 127 million standardized tests each year, an average of

three per child, according to the National Commission on Testing
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and Public Policy. Standardized achievement rests are not linked to

the school curriculum and do not reflect academic effort and achieve-

ment. Current tests do nor provide a me-aningful guide to employers

for assessing competencies of young people entering the job marker.

RECOMMENDATION: The Commission recommends that high-

quality educational content and student performance standards be

supported by high-quality student assessments, Most other industri-

alized nations subject students to demanding exams that require

advanced knowledge and critical thinking; we should move toward a

new type of a_ssessment process and away from exclusive reliance (to

the standard multiple-choice ibrmat, Assessments should be linked

to school curricula. should measure student achievement rather than

aptitude, and should require that students demonstrate not only the

recall of acts but also their application.

FINDING: One of the reasons that some of our students do not work

hard and achieve in school is that they, unlike students in many other

countries, have few external incentives for doing so. Students know

that some colleges will admit them no matter what their courses and

grades were, and they also know that most employers are even more

indifferent to their record of high school achievement.

RECOMMENDATION: To support the shift to higher expectations tor

student achievement at the secondary level, colleges, professional

schools, and technical programs should raise their entry-level stan-

dards over a I 0-year period. Financial aid should be based not only

on financial need, but also on solid academic achievement in second-

ary school. The nation through student assistance and national

service programs at the federal level, through scholarship programs of

colleges and universities, ,tnd through scholarship programs of fbuit-

dittions should ensure that financial need no longer he an obstacle

to higher education for students who have pertbrined well in school.

In addition. employers. working with employees. employee associa-

tionsind unions. should reward high-achieving youngsters with

better entry-level lobs at better wages.
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"The U.S. labor marker
allocates entry-level jobs
more or less like a lottery.
Less than I i percent of
employers...examine the
transcripts of recent high-
school graduates when
choosing which ones to
hire."

Isabel V. Vat chill, Senior
Fellow. Urban insiitule



FINDING: Demanding content and performance standards and high-

quality assessments are necessary but not sufficient conditions for

dramatically improving school and student performance. Schools and

students must also be given the tools and opportunities necessary to

meet new standards.

Access to such basics as high quality curriculum and materials or

professional development is extremely limited. For some schools,

preparing their teachers and their students to meet high standards

will.require additional resources.

RECOMMENDATION: Federal and state governments should ensure

that poor schools have the requisite resources to prepare their students

to meet new and more rigorous standards. The federal governments

Chapter ] program helps educationally disadvantaged elementary and

secondary schoolchildren from poor families. However, only 65'; of

educationally disadvantaged children are now being served. Federal

investment in the Chapter 1 program should be increased over the

next 10 years by SH billion more than currently projected increases,

contingent upon the reform program spelled out by the Commission.

Some portion of these funds should be earmarked to support the

nation's R&D, as well as to meet the need of educating disadvantaged

children.

The National Science Foundation, prominent educators such as

Professor Jim Comer of Yale, Commission members Joseph

Fernandez, head of New York City Schools, and Mayor Norman Rice

of Seattle have all argued strongly for rebalancing power toward

principals, teachers, and parents. A high degree of school autonomy

encourages teacher initiative, promotes ownership, and puts impor-

tant decisions about the particular needs of children in the hands of

people closest to the situation. Therefore, the Commission recom-

mends that schools with a high proportion of educationally disadvan-

taged children that receive Chapter 1 funds should be permitted.

flexible use of funds if those funds are used to make major educational

reforms and if schools are held accountable for achieving results.
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Continued flexible use of funds would be contingent upon improved

student academic achievement.

l'INDIN(;: As the quality of American K-12 education has declined

relative to other industrialized countries, the U,S. educational bureau-

cracy has continued to mushroom. It is clear that in many school

districts, resources are being diverted from the classroom by adminis-

trative bureaucracies. This administrative excess has a twofold nega-

tive impact on classroom education: first, large central

administrations consume funds that are urgently needed in the

classroom; second, bloated bureaucracies hamper the diagnosis of

problems at the local level and slow new refbrms and initiatives to

tackle them.

Because of the diversity of student educat onal needs, there is no one

sec of-solutions that will prove effective throughout the nation, or

even throughout individual school systems. We need national stan-

dards. but local educators most be given flexibility in attaining them.

Resources, authority, and responsibility must be returned ro the

schools and classrooms.

RB.ommENI)KrIoN: Educational ailmumirators, Iran) the

secretai-v 0f education do,,vn co school principals. should he mtrueted

Im cut acimmiqranvc overhead and return these funds to (lie (

room. Bureaucracies should he streamlined to allow 14 more class-

room and school-level initiatives. The recent cooperative Ht(n-t- of

Cincinnati's business Icaders school administrators. and teachers

should he a model tiIr other school districts. Overt two-year period.

Cim Inman will s.% l( million. or 0 per stud tit. by slashing

administrative costs. The organwartonal and deuyn,n- niahlne !low

has been altered as well If: ol central administration personnel

hive been eliminated. I .he revamped system Nuts principals in t.0

c loser 0 intact with the superintendent and deputy superintendent.

As in ( Milan. business leaders .111(I taxpayers In school districts

around the nation should initiate debate over bureaucratic reform and

then join with educators and administrators Co suggest changes.
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IMPROVE TEACHER QUALITY

FINDING: Students require teachers who are capable of helping them

meet proposed demanding educational content and student perfor-

mance standards. However, chronic: shortages of qualified teachers are

endemic. For example, few elementary school teachers who are now

teaching were required to have a background in science and math or

in how to teach those subjects, and current state licensing require-

ments have improved little over the years. Few constructive steps

have been taken to deal with the problem.

A combination of factors has worked in recent years to diminish the

allure of the teaching profession. In the past, intelligent women,

denied opportunities in other professions, turned to teaching if they

wanted to pursue a career. Opportunities for women have grown

during the past two decades, however, and many intelligent women

have chosen to pursue other career paths. Moreover, in the p'ist,

teachers held a position of high esteem in communities. Today, when

quality education is more vital to students than ever before, there is

little incentive for creative, talented people to teach: many of the

nation's best and brightest students pass up the teaching profession in

favor of more prestigious, less stressful, and higher paying professions.

RECOMMENDATION: To improve the caliber of Americas reachers,

the Commission recommends the ti)llowinL::

* Incentives should he provided to attract new teachers into subject

areas in which teachers are in short supply, such as math and

science. The education community including school boards,

principals, parents, teachers, and unions should offer higher

pay to teachers qualified to teach subjects for which teachers are in

short supply, rather than making do by hiring out-of-field teach-

ers. Incentives also should be provided to current teachers to

requalify in areas of shortage.

* The education community should develop and integrate pay-fiir-

knowledge systems into school staff-salary schedules. Currently

teachers' advancement is based in part on post-secondary degrees
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and credits, but there is great latitude in what programs and

courses they may take. Those choices should be narrowed by

actual need. Knowledge and skills that are necessary to enhance

students' abilities to meet higher standards should be identified.

After successfully demonstrating these new skills and knowledge,

teachers should get more pay.

* States should encourage teachers to become certified by the

National Board lOr Professional "Ieachrnit Standards ;NBPTSI.

non -proot ort4anization that has established high and rigorous

standards for what expert teachers should know to he able to teach

well. Congress has authorized S25 million for the NBPTS, a

portion of which has been appropriated. Congress should appro-

priate the balance of the funds Salary differentials for Board-

certified teachers should be negotiated at the local level. States

and districts should take steps to ensure that districts serving poor

children have a fair share of Board-certified teachers.

* Immediate incentives should he orrered ro rep ruir and encourage

the Hest and brightest students to pursue teaching Q.arcers.

DU: in the second or third year of high school. as studen ts bcL:

to weigh career options. [calling should he ohouraged

profession. Career fairs should expose students to the opportuni-

ties and benefits of teaching. All groups tied to the educational

system from private companies and community groups to

school districts and the federal government should be encour-

aged to offer scholarships and loans to those pursuing K-12

teaching careers. The federal government should inaugurate a

new program to help pay for the undergraduate education of any

high school student who ranks in the top 10r.:i of his or her high

school graduating class and who is willing to teach in public

schools. The assistance would be in the form of S4000 per year in

convertible loans, to be forgiven by the federal government when

the student accepts a teaching position in a public school after

graduation. The federal government should appropriate 525

million annually for this honors program.
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* National standards should be developed for stare alternative-

reacher certification programs to allow qualified individuals who

do not have an education degree to enter the teaching profession.

Archaic state teacher certification requirements pose a barrier to

attracting qualified people to the teaching profession. Only a few

states have quality alternative-teacher certification programs that

allow non-certified professionals from other fields to enter the

teaching profession even in periods of non-shortage. New Jersey

has had excellent results with its program; it should be examined

as a model for the development of national standards for alterna-

tive certification.

FINDING: Personnel reductions in our uniformed and civilian

military services and in defense industries will provide an opportunity

to bring highly trained individuals into the teaching profession. It is

estimated that more than one-sixth of all military officers have ad-

vanced degrees in math, science, or engineering. Today's armed forces

also have a corps of non-commissioned officers experienced in training

and motivating young disadvantaged men and women. These

separated military personnel could be a valuable resource as teachers

or teacher assistants working with at-risk youth. The Department of

Energy has instituted a partnership between the national weapons

laboratories and the education community; national laboratory

scientists are deployed as teacher trainers, instructors, and curricula

developers.

RECOMMENDATION: The Commission recommends creating

incentives to attract separated military and defense industry personnel

to the teaching profession. Retirement benefits can be a powerful

incentive to teach. Military retirement benefits are secured after 20

\.'ears of service and increase until 30 years of service. One incentive to

reach would allow those with at least 15 years of service to leave the

military while continuing to earn retirement benefits on a one-co-one

basis. The costs would be shared by the armed services, school

districts, and teachers' pension plans. Before they begin teaching,
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many service personnel may need or want to take course work in

education. The G.I. Bill should be extended and complemented by

funds from school districts ro provide additional education and

stipends for veterans who ai.iree to teach.

Some separated military personnel lack college degrees but have

extensive instructional and disciplinary experience, especially with

disadvantaged males. These veterans could alleviate the dearth of

role-models and mentors for inner city children. A program should

be established to place these veterans as teaching assistants and

program leaders at community service centers.

STRENGTHEN THE WORK PLACE

If we were to design a system guaranteed to produce a declining

standard of living, it could not be any more brutally effective than the

process we already have to prepare our people for work. Seventy

percent of the jobs in the United States do not require a college

education, yet we pay little attention to the preparation for those jobs:

50% of our young people do not go to college, but our public te-

sources are devoted almost exclusively to those who do. Unlike our

competitors, the United States has no system to assist the transition

from school to the workplace or to educate and train its front-line

workers. Such a system was not necessary for a mass production that

demanded little of its front-line workers, but the information and

technology revolution, which requires constant modification and

improvement in products and services, has changed the situation,

FINDING: The majority of high school and college students work

while they are still in school, but that experience rarely has any

relationship to classroom learning and rarely offers career paths for

students. In contrast, our European competitors have a structured

system of school-to-work transition that combines academic instruc-

tion, apprenticeships, and workplace experience.

RECOMMENDATION: Structured on- the -job learning is the ntissine

link in the partnership between schools and employers. Business and

industry must be full parrncrs in providing work site experiences.

1
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"...much of our effort, I
think, has been directed
more at the supply side of
the educational system
rather than at the demand
side, which is the job."

Howard 0. Samuel.
President, Industrial
Union Department, AFL-



Government, business. and labor should work rogether to establish

apprenticeships that combine certifiable skill training, academic

instruction, and work experience. Current projects combining

secondan vocational education wirli two sears of post-secondary

education "tech-prep" should be expanded. Apprenticeship

programs should be expanded in high schools, colleges, and

universities. Occupational training should provide broad-based

skills and offer opportunities for tiarther training and occupational

-advancement._ -

N'ational Service Demonstratiou Program
The National and Community Services Act of 1990 marks a bold new way
of meeting critical social needs in our local communities, while providing
young people a chance to earn money for college. This legislation estab-
lished a three-year demonstration program that will make a 55,000
education voucher available to young people who perform a year of service
on projects from home health care to solid waste management. In June of
1992, the Commission on National and Community Service awarded
approximately S60 million in grants to test new and expanded community
service projects in nearly every state.

For example, Georgia was one of the stares selected to host a full-time
national service demonstration program, through a new state initiative
called the Peach Stare Service Corps. Georgia's program will begin
operating in the fall of 1992 at two rural rest sires where both young
people and senior citizens will work on projects identified as critical to the
local community's strategy for sell-improvement.

FINDING: In the United States, there are only minimal standards to

measure skill competencies. Most occupational training certifies only

program completion or graduation. Such certifications are not

necessarily recognized by employers or transferable from job to job or

state to state.

RECOMMENDATION: The Commission supports the efliwts by

business, trade associations, educators, and labor that are already

under way to develop a system of technical and professional standards

tor occupational training. 'Fechnical and professional certificates,

which are recognized by employers and post-secondary institutions,
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should be available for the entire range of services and industries and

should include rigorous qualifications and standards.

FINDING: Many of our best companies recognize that investment in

the skills of their workers is essential for survival, but other employers

are unwilling or unable to spend substantial resources on training.

Although front-line workers are the backbone of our economy, they

are the least trained members of the work force. Employers spend an

estimated $30 billion on formal training, but only 8% of front-line

workers receive any formal training. Japanese auto workers get more

than 300 hours of training in their first six months of work, compared

with fewer than 50 hours for U.S. auto workers. Our competitors

devote an average of 3 to 4% of payroll on formal training; U.S.

employers spend an average of 1.4% of payroll, and most of that is

spent by the largest 1C0-200 U.S. companies.

RECOMMENDATION: U.S. employers should be encouraged Co

invest in their workers. A target of 2r% of payroll fOr training is

reasonable. Congress should develop incentives and technical pro-

grams co increase [raining and upgrading of the work force, nor just

for top management but also for front-line workers. Programs

receiving government fundiny should be henchrnarked against the

most effective in the world. Existing programs chat do not meet

these standards should he eliminated.

PREPARE YOUNG CHILDREN AND THEIR FAMILIES

FOR LEARNING

FINDING: Most parents are concerned about the well-being of their

children, but there are only 24 hours in a day, and the competing

obligations of work and home and the fragmentation of the family

put parents under unrelenting time pressures. The loss of community

leaves young children without the support they need. A 1991

Carnegie Foundation survey found that 35% of the nation's children

lacked the physical well-being, social confidence, maturity, language

skills, and knowledge for school readiness. These deficiencies are

most devastating for the least advantaged children, many of whom
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come to school with the added burdens of family violence, drugs, and

poor health.

The most effective interventions for at -risk children involve very early

services, beginning with prenatal care and infancy and continuing

through pre-school programs such as Head Start. Research has shown

that every $1 invested in quality preschool education saves $6 in later

costs related to special education, public assistance, and crime-fight-

ing.

By far the most influential teachers are parents. Parents' attitudes

toward education, their expectations for their children, the values they

impart, and the environment they provide for learning all have an

enormous impact on educational succ,:ss.

Thus, the very best programs focus on the parent as well as the child.

Teaching parents to read, encouraging them to complete their educa-

tion, and training unemployed parents for work increases their self-

esteem, makes for better parenting, and provides for increasing

economic self-sufficienc-,7. Preliminary results point to great benefits

from these "inter-generational" programs.

Regrettably, family services are fragmented and uncoordinated.

Parents are faced with a bewildering array of federal, state, local, and

private programs and services. The multiplicity of service programs

results in redundancies in some areas and gaps in others. Moreover,

compared to our major competitors, we have very few of these pro-

grams. Clearly, programs that strengthen the family and provide

early childhood education have nor "broken the bank" in other

countries; on the contrary, they have served as investments.

RECOMMENDATION: The Commission strongly endorses the

following programs that promote school-readiness in young children

and support tamilies and urges increased support for them:

* WIC (Special Supplemental 1-7(xx.1 Program for Women,

Infants, and Children). The federal government should

expand its support for prenatal care and nutrition programs for
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women. infants, and children through the WIC program. WIC is

highly cost-effective: studies show that for every Si invested in

WIC, S3 is saved in later health costs. The prenatal component of

WIC is absolutely essential in improving the health and learning

prospects of children; infants whose mothers do not receive ad-

equate prenatal care are more likely ro be physically at risk,

intellectually deficient, and restricted in their capacity to learn.

Federal school breakfast programs should also be expanded to

target nutrition assistance to poor families with children.

* Childhood immunization programs. Six million children are

not immunized, and the incidence of immunizable disease has

increased. All school-age children should be immunized: for

every SI invested in immunization, SIO is saved in later medical

costs. Those ,o cannot afford such immunizations should be

provided them through existing federal programs such as those

administered by the Center for Disease Control, the Community

and Migrant Health Centers, and the National Health Service

Corps. New programs should be developed to provide outreach

through preschools and elementary schools and through mobile

facilities to ensure that every child in America is immunized.

* Head Start. This federally handed program should be made

available to all three- and four-year old children, with non-disad-

vantaged children participating on a completely reimbursable

basis. A full-day option should be provided and follow-up made

available to children most in need. As these programs are ex-

panded, the Commission strongly recommends careful monitor-

ing ro ensure that quality is maintained. Pre-school programs,

including Head Starr, should be closely integrated with the

schools to ensure continuity in learning.

* Federally funded "inter-generational" programs. During

the past two years, enriched Head Start and Even Start programs

have provided or arranged rig education. employment. and

parenting skills programs For mothers, as well as on-site develop-

115



-Nett" pACCOLTSh p,

between cities, schools,
businecce.i..trid
neighborhoods...arc the
onit wal. t. e're going to
move forward at the local
level, and the modest
expenditure of seed money
to encourage new
partner,hipi v. ill hear
rremendous tam in the
years ahead.

C.01111111%.11011 member

Norman Rice. Alio or of
Seattle. Ira shinvon

mental childcare. These programs show some early successes, and

the Commission recommends their expansion.

Statc-funded parent education prograrns.. . States should

make these programs available to help parents give their children

the necessary foundation for learning. Minnesota's Early Child-

hood Family Education Program and Missouri's Parents as Teach-

ers programs are models of parent education programs chat not

only enable parents to learn more about child rearing, but also

involve parents in the schools (see box below).

* Local "one-stop shopping ". Communities should investigare

providing family services at a single site. Schools, libraries,

recreation centers, or other institutions can serve as community

centers, providing health clinics, child care, recreation, and family

support services. Experience has shown, through the innovative

"Cities in Schools" program, that a coordinated array of

services can be provided to the community through independent,

local public/private partnerships, usually located at the school-

house. Relevant federal and state agencies should review their

regulations and service structures for barriers ro coordination and

efficiency and rationalize them accordingly.

Ilelpinc Parcuts r tt reand
Teach their Ova Children

.11innesulds Earil Chtldhood Famtl) Ella-anon Pr6gram serves children under
the age of five. Currently 180,000 children and their parents attend a two-
hour session each week at a school or work place. During the first hour,
parents and children meet together with a teacher-observer who gives
development advice. During the second hour, parents meet alone with
teachers to discuss their successes and failures.

:11issourts Parents as Teachers program serves all families in the stare that
have children under the age of three. Parents are recruited at childbirth
classes, doctors' off.ces, and health clinics. The program provides home
visits, monitors the health of children, and gives instruction in child
development. The program is reported to have dramatically increased the
knowledge of parents and the school performance of children.

iken tr,,all-rnev I. timer, Rea,: r,. r. \anon ,Prm cum. !...1 1.104..n n m



118

FINDING. In order to "couch the future," as the teacher-astronaut

Chrisra McAuliffe said, parents must be with their children more.

Most children are raised in families in which both parents work, or in

which a single working parent is the lit '1 of the household. Conflict-

ing demands on time and energy place inordinate stress on the family,

and children frequently are the losers. Providing adequate child care

and finding the time to be with their children are major challenges

for working parents.

RECOMMENDATION: Pro-family policies on parental and medical

leave should be established. Some Commissioners believe that em-

ployers should be encouraged to provide incentives voluntarily; other

Commissioners believe that companies should be required to provide

parental and medical leave, per legislation passed by the House and

Senate. In addition, companies should consider allowing tlexible work

scheduling, working at home, and career sequencing to enable work-

ing parents to spend time with their children and meet family obliga-

tions. The Commission is united in advocating that parents should be

given greater opportunity by the business community to spend more

time with infants and young children.

CREATE A MORAL CLIMATE FOR CHILDREN

FENDING: The National Commission on Children reports that "too

many young people seem adrift without a steady moral compass to

direct their daily behavior or to plot a thoughtful and responsible

course for their lives." This is not our children's fault; it is ours.

Messages from the media, advertisers, and the entertainment industry

directly or implicitly glamorizing alcohol, greed, violence, sexism,

and drugs are often stronger than the messages about morality that

children get from their parents. More than ever before, children need

the strong guidance that family, friends, places of worship, schools,

and communities can provide.

RECOMMENDATION: Parents should teach their children about

moral behavior and should monitor the values to which their children



are exposed. Although they are no substitute for the parents' role,

schools should adopt strong programs on values and ethical behavior.

Honesty. ethics. self-discipline. and community and individual

responsibility should be stressed. Ethft'al behavior nor merely

ethical dilemmas should be taught by example and precept.

Although teaching values is important, actual beliavior and its

consequences are what count in learning those lessons. Every school

and school district should develop and enforce clear and fair codes of

conduct and discipline. It may sound old-fashioned, but schools

should once again make attendance and promptness count, because

those are the precursors to a work ethic. Districts should review their

interpretations o;: students' rights rulings to see if educators are being

too cautious and lawsuit-shy, thus holding the majority of our young-

sters, especially in urban schools, hostage to chronically disruptive

and violent students.

[LADING. Commercial television is a pervasive influence on chil-

dren, both as an educator and a molder of values. A five-year old is

likely to have watched more than 4,000 hours of television by the

time he or she enters kindergarten. Television can be a valuable tool

for education and enrichment, but far too little television program-

ming serves the best interests of children.

RECOMMEN DATR)N: Parents should monitor the amount and

content of their children's television viewing. Publication of a televi-

sion guide tbr programs of value to children would help parents guide

the viewing habits of their children. The television industry must

rake responsibility for its enormous impact on children and provide

suitable programming and suitable messages about the value of

school work. The Commission calls on all CEOs to personally review

all programs their companies sponsor and all advertising for their

companies' products and services, considering the messages such

programs and advertisin,L4 impart to children and families. The

Commission calls on all American companies to develop company-

wide policies about programming and advertising to promote values

that serve the best interests of children.
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Strengthen The American Industrial Base
In the United Stares, the primary responsibility Ear producing com-

petitive goods and services rests with the private sector. At the same

-time, government can and should provide an economic environment

char allows companies to maximize their abilities to become more

productive and produce high-quality products. Although the U.S.

industrial base is one of the strongest in the world, dearly U.S busi-

nesses and the U.S. government must take measures to strengthen it.

=Within some business sectors, American firms excel in management,

quality of product, and rapid delivery of services. For example, in the

pharmaceutical, chemical, aerospace, industrial and analytic equip-

ment, and information services sectors, our companies lead the world,

and strong worldwide demand exists for American products.

In other areas, however, our companies are struggling. American

companies that produce telecommunications equipment, computers,

motor vehicles, and electronics are being challenged by Asian and

European companies. In these industries and others, management

must develop new attitudes and strategies and learn new techniques

to remain or become globally competitive.

WHAT BUSINESS CAN DO

The Commission notes the tremendous amount of research and study

that has been done on the subject of competitiveness and points in

particular to the pathbreaking work produced by the MIT Commis-

sion on Industrial Productivity, Made in America. which documents

how the 30 "best practice" American companies are meeting the

global challenge. Total quality management, just-in-time manufac-

turing, constant refinements in process technologies, and continuous

training of front-line workers are among the management strategies

that these companies use to become global competitors. Rather than

attempting to generate increased earnings through ventures in unre-

lated business, successful companies give priority to expanding and
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As America practices its
strategy of return on
investment, it abandons
areas of lower return Cot.
greater profit. But
products and markets
become interconnected
over time, and What is
abandoned often becomes
essential to that which is
!eft. The resulting
fragmentation of
America's industrial base
ensures its lack of
competitiveness.-

Richard" Elk us, Jr..
Chairman, Prometrix
Corporation



-I believe that the singular
frost significant thing that
this Commission could do
would he to advocate that
the president declare that
it shall be a national policy
for all CIImpanies of .t
minimum site to go for
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Rolled (,,rh hr.
thairman of the Exec?, tz t'
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innovating in their core areas. These companies invest for the long

term in the development of technologies, products, and markets that

ate related to their specialties-, rather than looking to make a "quick

buck" investment in other companies outside their product area.

Our main problem, quite simply, is motivation. We need to work harder
and more systematically. It is all too tempting to comfort ourselves that some
simple reformchanging the tax structure or the management structure.
teacher certification, or spending more on 'critical technologies' will solve
our problem, Such mechanical devices may be useful, but will not suffice.
Compared to our principal competitors, we have become lackadaisical. if not
rather sloppy. In addition to any 'package' of reforms, we need something
more a new dedication, a new seriousness."

James Schlesinger, Counselor. CSIS

AT GOVERNMENT CAN DO

The federal government can take some important steps to strengthen

the American industrial base. As noted earlier in this report, the

federal government must put its fiscal house in order to increase the

availobiliw and decrease the cost of capital for productive business

investment. It must overhaul the tax code so that it encourages

saving and stimulates investment in productivity-enhancing research

and development, equipment, and work force training. Federal, state,

and local governments must help strengthen our schools and our

families. All of these measures would strengthen the American

industrial base.

This section discusses additional measures that government could

take to leverage the work of private industry. Effective allocation of

federal R&D resources, increased government investment in infra-

structure, and improved government statistical capabilities would all

help to increase the productivity and profitability of private compa-

nies. The federal government has an important role to play in linking

diverse organizations (such as the national laboratories, private com-

panies, and universities) that are needed to foster innovation. Finally,

government should eliminate, overhaul, or clarify procurement and

antitrust regulations and policies that discourage the marketing of

technological innovations. Clearly, an integrated apptoach to

strengthening the U.S. industrial base is missing and is needed.
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R&D .Spending in Japan and the United States
For the first time since the 1970s, American spending on R&D, including
government and private money, has begun to shrink. Although the U.S.
governmei.( far outspends the Japanese government on R&D (by between
two-and-one-half-and five times, depending on how calculated), about
55% of U.S. R&D funds go to defense. In Japan, the government devotes
virtually all of its R&D to practical commercial applications.

The more interesting question is whether Japanese private companies are
now outspending U.S. private companies on R&D. The answer depends,
in part, on how dollar-yen exchange rates are calculated. By one measure
(purchasing power parities), Japan spent the equivalent of $41.9 billion, or
a little more than half the American sum, on research in 1989. Using
market exchange races, it appears that Japanese companies spent 561.8
billion. As calculated by the Japanese, it jumps to $71.1 billion, or
roughly what American business spent.

No matter how calculated, however, the trend line is clear. Annual R&D
growth has been consistenti:, over lO% in Japan during the past three
years. Meanwhile, growth races in industrial R&D in the United States
have been stagnant.

FINDING: More than half of U.S. R&D is funded by U.S. industry.

R&D investment and efforts require a long-term commitment, bilt

that commitment has become increasingly threatened by the financial

markets' insistence on short-term results. The government tax credit

for research and experimentation has, for the -rust several years, been

extended to business in short-term increments. This greatly dimin-

ishes its effectiveness, complicates business planning and investment

decisions, and exacerbates the tendency to think short term instead of

long term.

RECOi4 M D ATION: To encourage sustained private sector com-

mitment to R&D, the Commission recommends extending the

current 207i research and experimentation nu' credit through the

transition to a consumption-based tax. Its provisions should be

amerlded expressly to include expenditures on process technologies

and cooperative research done at the national labotz:ories.

FINDING: Advanced manufacturing technology receives little

government R&D finding, although it is of tremendous importance

to many sectors of our ecor.omy. In fiscal year 1991, the U.S. govern-



menr spent 568.8 billion on R&D, allocated primarily to defense,

health, energy, and space technologies. Less than 2 was devoted to

manufacturing technology, and 80% of that was defense related.

R ECOM MENDA TI 0 N: The Commission recommends that manufac-

turing technology should he added as the "fifth horseman" ro defense,

health, energy, and space R&D. Recognizing char manuihcatring

technology spans all R&D areas, each responsible federal agency

should review its programs and support the development of manutac-

airing procesS teChnology as a concurrent and irriportant aspect of

ongoing R&D programs. Compared to what the federal government

now invests in manufacturing R&D less than of its total R&D

budget even an additional allocation to manufacturing tech-

nology from existing agency R&D budgets would amount to a

significant increase in current fund. Rewards to the U.S. economy

from such a small reallocation would be very large.

ENDING: The national laboratories, an invaluable asset in meeting

the military challenges of the past, must now be given a new mission:

helping us meet the economic challenges of the future. Many na-

tional laboratories must continue to devote much of their resources to

defense-related work, but all laboratories can and should channel their

excess capacities into strengthening America economically. Industry

can leverage its research budgets by entering into partnerships with

the laboratories and benefit from their expertise in contributing

immediately to large-scale projects such as environmental restoration

and waste minimization, energy efficiency and supply, advanced

manufacturing, high-performance computing, and health care.

With federal support, the scientists at the Department of Energy

National Laboratories and the National Institutes of Health are on the

cutting edge of health and biotechnology research, including research

into our "genetic inheritance." The research has the potential to

eliminate scores of deadly diseases that have a basis in oar genetic-

make-up. The elimination of these diseases could be achieved within

this decade.
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"(The National
Laboratories! must Find
ways to establish closer
ties with industry by
developing shared goals
and by collaborating on a
much larger scale than
we've done in the past.
This can be done through
cooperative R&D
arrangements and
personnel exchange.-

A/ Narath, President,
Sandia Sational
Laboratories
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The challenge for environmental protection and economic growth is

ro achieve both while compromising neither. Environmentally

conscious manufacturing and waste minimization programs focus on

working with U.S. industry to bring environmental considerations

into play at the beginning, planning, and design of manufacturing

systems. Because pollution and waste would not be created in the

first place, the manufacturing process would not result in clean-up

problems in the future. Environmentally conscious manufacturers

should design products from the cradle to the cradle -- from the

beginning to the point at which the product is reincarnated as some-

thing else. The interdisciplinary resources of the national laboratories

make them a vital partner if we are to achieve this goal and other

futuristic innovations.

RECOMMENDATION: The United States has made a major invest-

ment since the end or World War II in its Department of Detnsci and

Department or Energy national defense laboratory infrastructure

an investment that cannot be allowed to atrophy in a dramatically

changing national defense environment. The Commission recom-

mends that the White House science and technology adviser, the

national security adviser, appropriate cabinet members and represen-

tatives or the private sector establish a senior level working group ro

review and revise the missions or these laboratories to permit their

best use to support both national security and economic aro'vtn. In

addition, this group should address impediments that currently exist

such as the time needed to negotiate R&D agreements. the cost ro

industry to use laboratory racilitiesind the assignment or

property rights) and recommend changes to remove them.

The Commission also supports legislation pending before Congress

that would promote the transfer of technologies developed in national

laboratories to the private sector and encourage increased partnerships

berween industry and the national laboratories. This legislation

would establish the legal framework for business-laboratory partner-

ships and mechanisms for shared research. It would increase busi-

nesses' access to the laboratories so that their role would be more like

that of a business partner than a government bureaucracy.
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FINDING: Technological leadership is absolutely vital to national

security and national economic performance. Although our govern-

ment has provided much support for technology critical to national

security, far fewer resources have been allocated to technologies with

significant commercial potential. Moreover, in fast-moving dual-use

technologies those with both commercial and defense applications

the Department of Defense has gone from being a technological

leader to a follower. Although defense technology investments still

have a powerful impact on commercial technology, the defense

technology base is increasingly dependent on developments in the

more dynamic commercial sector.

In contrast to the U.S. government's pattern of R&D allocation, our

trading partners have spent most of their R&D funds on efforts to

commercialize technology. The Japanese government, in particular,

emphasizes commercial applications and supports industrial needs.

RECOMMENDATION: The Commission recommends the passage of

legislation chat would transtbrm the DeCense Advanced Research

Projects Agency (DARPA) into the,National Advanced Research

Projects Agency (NARPA) in order to help integrate defense and

commercial technologies into a strong, unified national technology

Civilian R&D Priorities
Civilian R&D priorities have changed significantly during the past
years, reflecting changes in our economic conditions and priorities.

In the 1950s, nuclear energy absorbed over 50% of the nondefense
R&D budget.

In the 1960s, we raced to put a man on the moon. At one point,
NASA received over 60% of the nondefense R&D budget.

In the 1970s, reflecting concern about two "oil crises," the percentage
of funds directed coward space declined as a greater percentage of
R&D shifted to energy conservation and alternative energy programs.

In the 1980s, the federal civilian R&D budget was less skewed toward
one program. Energy received 30% of funds, health received 20%,
space 20%, and general science 8%.

The 1991 R&D budget, in terms of allocation, is very similar to use
budget of 1980, with one exception health R&D has increased to
over 30% of the nondefense R&D budget.

,nme Man,faccurcrs AlliAncc for Product,,,v no Innovltion. OMPellII111.1 Wks Ct,ren:
Rturtk r-ot: Si. For MAPI N1:1, Kew% 1111 I Novrnii, ,

124
125



126

base. While NARPA would remain within the Department of

Defense and would continue ro support technologies of potential

military importance, it would focus more heavily on dual-use technol-

ogy and reach our to commercial firms that traditionally have not

worked with the Department of Defense. DOD would benefit by

getting faster and cheaper access to commercial technology, and

commercial firms would benefit by the availability of additional

federal R&D dollars. In addition, NARPA would be allowed to

support advanced technologies that are primarily aimed at rhemis-

sions of other federal departments and agencies, but only when other

agencies request and pay for that support.

FINDING: Federal procurement policies and regulations slow down

the commercialization of technology and widen the manufacturing

gap. They have forced many major U.S. companies to split their

operations in two: one part of the company handles commercial

activities, the other handles federal government (mainly defense)

business. In these companies, products are designed, developed,

engineered, and produced in isolated plants or independent divisions.

Little or no technology transfer takes place between defense and

commercial divisions.

RECOMMENDATION: The federal government should overhaul its

procurement regulations to remove regulatory and legal barriers that

create a wedge between commercial and defense business and need-

lessly hinder the commercialization of technology. Regulations

concerning cost accounting requirements, technical data rights,

unique contract requirements, and military specifications should be

amended.

FINDING: Although part of the economic landscape for a long time

in both Japan and the European Community, the R&D consortium of

private firms is a relatively new phenomenon in the United States.

Semarech, receiving government and private industry funding, is
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perhaps the most well-known U.S. consortium; others include the

National Center for Manufacturing Sciences, Microelectronics and

Computer Technology Corpora .-n, and Computer-Aided Manufac-

turing International.

Most forms of consortia and technical cooperation among companies

do not violate U.S. trade or antitrust laws, but they are seldom used

because they buck an American corporate tradition of independence

and involve some legal uncertainty. In 1984, Congress passed the

National Cooperative Research Act, which makes it easier for firms

interested in pursuing joint research and development to do so

without becoming targets of antitrust suits and punitive treble

damages. Still, research jointly developed in a consortium laboratory

cannot currently be coproduced without legal risk, because its anti-

trust status is uncertain.

RECOM M EN DATION The Commission recommends extension of the

National Cooperative Research Act's antitrust protections to produc-

tion joint venture agreements in the United States to help L.S. compa-

nies become more Lompentive by allow nig them to bring important

new research from the consortium laboratory to the marketplace.

Fl N DI NG. Current infrastructure spending is clearly inadequate: the

condition of streets, highways, bridges, tunnels, airports, navigation

facilities, and water and sewage systems throughout the United States

has been deteriorating from lack of investment. Many economists

believe that a deteriorating infrastructure has also dampened produc-

tivity growth.

RECOMMENDATION. Selected investment in infrastructure can

enhance productivity growth and improve the quality of tlife by

reducing wngestion, environmental pollution. and accidents. The

Commission recommends that increased tecleral and state resources be

devoted to 1101\vays, mass transit and aviation, including innovative

technologies such as high-speed rail (both magnetic levitation and

steel-rail) and intelligent vehicle systems.
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"We must rebuild our
infrastructure by
reinvesting in the
partnership between the
federal, state, and local
Governments. The federal
government has a critical
role to play in working
with states and localities
to provide solutions to
long-term socioeconomic
problems. Local
governments alone lack
the resources and
authority to meet the
public's needs for housing.
transportation. health
care, and education.-

.1h/1,er-ferry E. A
De Kentucky
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The Commission recommends that the federal government increase

total spending on such programs by $100 billion over a 10-year

period. Funding for these new physical investments would come

from infrastructure taxes, energy taxes, and fees. Such receipts could

be achieved, for example, by increasing the motor fuel tax by 11.5

cents. (Currently, the motor fuels tax is 14.1 cents per gallon, sched-

uled to decline by 2.5 cents beginning in 1996. The net effect of the

proposed new tax would be to assume a continuation of the 2.5 cents

tax and add an additional 9 cents per gallon beginning in 1996). To

take another example, a $5 per barrel oil import fee would raise

approximately the same amount of receipts.

RECOMMENDATION: The Commission recommends that the

Congress create a new category of tax-exempt bonds infrastructure

bonds. These bonds would be an obligation, issued by a state or local

government, that would be used to finance wastewater treatment,

solid waste disposal, hazardous waste disposal, water supply for public

use, and facilities required fora puolic agency to achieve compliance

with regulations issued by the Environmental Protection Agency

or for mass transit facilities needed to meet Clean Air standards.

FINDING: Our government has traditionally promoted the develop-

ment of national networks of highways, railroads, and voice-based

telephone service. Advances in computer technology will require that

America's telecommunications infrastructure support increasingly

higher-speed data and image communications, particularly if educa-

tional institutions, smaller businesses (including at-home entrepre-

neurs), and individuals are to have access to telecommunications

capabilities that are today available to global businesses.

A 21st-century infrastructure will allow smaller enterprises to become

partners of global businesses. It will allow the American economy to

maximize the competitive advantage of a culture based on the free,

open, and entrepreneurial exchange of information. This infrastruc-

ture is absolutely essential if companies are to transform themselves
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from isolated, assembly-line plants into high performance workplaces

linked to other companies, as products and services demand.

The 21st-century infrastructure also will facilitate relecommuting,

distance learning, and economic opportunities for physically chal-

lenged individuals and will extend the benefits of our new high-speed

computing initiatives to many more users.

RECOMMENDATION: The United States should adopt a policy to

encourage the development of public communications networks that

will meet the advanced telecommunications needs of all Americans,

including deployment of fiber optic systems or ocher efficient

broadband technologies. Particularly if existing legal and regulatory

restrictions on competition between cable TV systems and telephone

companies are not removed. both state and federal regulations

regarding telephone companies should he revised to permit them to

upgrade their networks to support high bandwidth digital com-

municacions, while protecting ratepayers' interests in the reasonable

pricing of both existing and advanced telecommunications services.

FINDING: The service sector generates almost three-quarters of our

GDP and employs more than three-quarters of our work force, but

the data show that productivity growth in this sector is less than one-

sixth the rate of manufacturing productivity growth. Lagging service

sector productivity is a real drag on the nation's standard of living.

However, the data on service sector productivity are nor very good;

statisticians and economists have yet to come up with good measures

for the productivity of the various service sector professions, from

government bureaucrat to doctor to receptionist. Moreover, many

U.S. service sector companies are very competitive in the global

marketplace, causing a growing minority to question whether produc-

tivity growth is really a problem for thi,. sector. Because good data are

not available, it is very hard to determine the causes of slow productiv-

ity growth, if it is slow; if the causes cannot be determined, then it is

even more difficult to develop sound remedies to solve the problem.
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RECOMMENDATION: A deteriorating economic statistics system

undermines the functioning or the U.S. economy. Sound government

policy-making depends on good statistics: so, coo, do business deci-

sions invOlving billions of dollars abbijeinVestMent, production.

marketing, and salary and wage adjustments. Therefore, the Com-

mission recommends that Congress authorize and appropriate funds

to improve the quality of economic statistics. especially on service

sector productivity. It further recommends chat data be disaggre-

gated into several categories: fbr profit industries, nonprofit govern-

ment, nonprofit nongovernment, international tradable services.

domestic tradable services, business services, consumer services, ind

infrastructure support services.

FINDING: America has over 350,000 small and medium-sized

manufacturing firms, many of which could profit enormously from

expert guidance on improving their, manufacturing processes. Small

firms have few engineers, particularly few manufacturing engineers.

Preoccupied with the day-co-day problems of meeting delivery

schedules and payrolls, managers of small firms often do not know

what hardware and software are available; they often do not have the

time to learn new technologies. A narrow focus on potential labor

savings leads firms to ignore much larger opportunities for improved

quality and reliability, greater manufacturing flexibility, shorter

product development times, and less machine downtime.

Manufacturing extension services can help small and medium-sized

firms deal with these challenges. These services can take the form of

in-plant assistance and the establishment of teaching factories and act

as regional computer-integrated manufacturing centers and advanced

manufacturing technology testbeds. They can provide training to

front-line workers on the application of manufacturing technologies

and the use of new plant and equipment. They can also teach manag-

ers about new ways of managing and provide advice on becoming a

"high performance" workplace.
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pporl for Technologic,/ I
Development and Application

Many small ;Ind medium-sized enterprises have insufficient access to
capital that would help them commercialize critical technologies. Al-
though these companies can build one of something- in their laboratories,
they lack the capital to learn how to build thousands of them at competi-
tive prices.

A number of ideas have been recommended to support pre-commercial
technology development and downstream application in key technology
areas. There is currently legislation before Congress that would create an
Advanced Technologies Capital Consortium, which would sere as a
publicly funded, privately run venture capital consortium investing in
research, development, application, and commercialization of critical
technologies.

An innovative approach that merits serious consideration is GUILD
(Governmenr-University-Industry-Laboratory-Development), which was
developed at Sandia National Laboratories and embraced by Los Alamos
National Laboratory. GUILD employs large-scale mulrisecror partnerships
directed to broad national problems and objectives. Emphasizing a unified
method of dealing with complex national problems, GUILD would utilize
a national team approach. which would be more efficient than the current
piecemeal methods. Er would reduce risk to industry and the nation by
means of carefully integrated strategic alliances that exploit and demon-
strate precompetitive technologies that can be matched to recognized
national needs. Using such a model, the national laboratories can effec-
tively employ their extensive technology base to help address important
national technology needs.

In addition, a National Academy of Sciences (NAS) panel recently
recommended creating a Civilian Technology. Corporation, a private but
quasi-governmental institution, to perform a similar function. The NAS
recommends an initial S5 billion appropriation from the Congress fur this
Corporation.

While basically supportive of these kinds of ideas, the Commission
recommends that any program of this type be evaluated regularly to
determine that there is a return on this government investment and urges
that the private sector share costs in all such ventures.

Several manufacturing extension programs are now in place at the

state level in Georgia, New York, Ohio, and Pennsylvania, among

others. In addition, the Omnibus Trade and Competitiveness Act of

1988 authorized $20 million per year for federal technology extension

activities through the National Institate for Science and Technology,

although appropriations for these programs have been well below this

level S6.6 million in 1989 and 57.5 million in 1990.

R ECOMNIEN DATIoN: Just as ,wicultural extension progrum; were

titiccessful when America was a more rural nation, mama:lc:wring
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extension programs can help today's small and medium-sized manu-

facturers meet the economic challenges of tomorrow. The federal

:government should increase its support of:manufacturing moderniza-

tion initiatives. providing (unds to match state and industry contribu-

tions. Continued and expanded support si-K,Litd be dependent upon

evidence that such programs increase the productivity and competi-

tiveness of participant firms.
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RESTRUCTURE THE LUDY

GOUER11111ERT MORES ECOROITIIC POLICY

Restructure The White House

We have about 40,000 {people},..in Washington employed every day to figure

out how we keep the president's attention focused on international problems.

The first document (the president) gets each morning is created by the CIA

telling him what the problems were ozerseas last night... {but} haze to go

-through about three-layers of calls to have a discussion about-whav:s going on at

the domestic level."

David R. Gergen, Editor-at-Large, U.S. News & World Report

FINDING. One obvious lesson in the fall of the Soviet Union is that a

nation cannot achieve national security without economic strength.

To be successful in the future, our economic policy must be given the

same coordinated attention as our defense policy.

At present, however, economic policy-making and program imple-

mentation is dispersed across the federal agencies with no one agency

in the lead. Economic policy does not get the attention in the White

House or from the president that it deserves. The Council of Eco-

nomic Advisers, composed mostly of visiting scholars on two-year

leaves from universities, gives the president advice on macroeconomic

issues, but does not coordinate the government's economic policy.

The Domestic Policy Council's economic policy role is extremely

limited.

RECOMMENDATION: Th bring rocus and coordination to economic

issues at the highest level of government, the Commission recom-

mends creating a National Economic Council (NEC), headed by a

national economic adviser, which would be the economic equivalent

of the National Security Council and the national security adviser.

The national economic adviser would develop a broad strategic road

map tiff national economic policy equivalent ro the policy developed

between 19-18 and 1950 that, uided the conduct of American defense

and loreign policy during the Cold War. The main job of the NEC
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would be to prepare and monitor a comprehensive stratee.y int sus-

tained growth.

The Adviser and the.Council would bring to the presidents attention

issues affecting economic growth and productivity, including savings

and investment, technology, infrastructure, and education. The

Council of Economic Advisers and the Office of Science and Technol-

ogy Policy would provide macroeconomic and technological analysis

for the National Economic Council.

The National Economic Council, like the National Security Council,

would have no direct operational role. Instead, its mission would be

to coordinate economic affairs that toda7 are spread across the govern-

ment, thus ending the fragmentation of economic policy.

Like the NSC, the NEC would be chaired by the president. Its

members could include, among others, the vice president, the secre-

tary of state, the secretary of education, the secretary of the treasury,

the attorney general, the secretary of health and human services, the

secretary of commerce, the secretary of labor, the secretary of energy,

the director of the Office of Management and Budget, and the U.S.

trade representative.

To ensure the needed breadth of vision and effective interaction, the

national economic adviser and the national security adviser '.would be

included ex officio in the meetings of both councils. The NEC would

be the focal point to permit the president to integrate and coordinate

U.S. economic policy.

The private sector itself would be an essential partner in this process,

communicating to government how U.S. business can best compete

in the world and identifying key barriers and opportunities the

government can address. A critical aspect would be finding practical

ways to give a broad range of companies, large and small, convenient

and effective channels for communicating that information.

The members of this Commission recognize that creating new struc-

tures does not guarantee effective solutions to problems. Ultimately,
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good government requires competent and courageous leaders and

staff. But a dramatic change of structure is required ro symbolize and

facilitate the fundamental rethinking of attitudes and breadth of

analysis that this country needs.

Restru:7ture The Congress
FINDING: Americans are increasingly frustrated by Congress's inabil-

ity to do its job. So are many members of Congress themselves.

Congress is attempting to meet 21st century challenges with an

overgrown mutation of a 19th century structure. With its quagmire

of committees and its budget, authorization, and appropriation

panels, the legislative branch is fast losing its ability to make long-

ter:n policy.

The power to act, and accountability for these actions, is lost in a

maze of competing jurisdictional claims and redundant procedures.

Our major problems are not being coherently addressed because

Congress spends too much time on process and not enough rime on

substance.

The result is declining respect tor the Congress and growing calls for

a true non-solution, term limitation.

A one-year budget cycle is simply not long enough to accomplish the

multitudinous tasks of the modern. Congtc5s. The repetitious and

overlapping nature of the annual budget, with its authorization and

appropriations cycle, is a waste of the members' time and of the

taxpayers' money. Every step in the process is an opportunity for

special interest groups to lobby and prevail, often at the expense of

the nation's best interest. The uncertainty and stop-and-go nature of

the ant. it process also needlessly increases the cost of everything

from B-2 bombers to school lunch programs for children.

In addition, the repetitious annual ritual for setting budget priorities,

developing programs, and passing legislation leaves too little time for

Congress to exercise meaningful oversight responsibilities.

R ECOM MEN DATION: The Commission indorses the ellbrus rctrntlt
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lituncheci by Senators David Boren and Pete Domtnici and Represen-

tatives Lee Hamilton and Bill Gradison to make the Congress more

effective and accountable through reorganization. We believe any

reorganization plan should seriously consider:

* Creating a Joint Budget Committee appointed by the lc:adership

of both houses. Having the right decision makers on this com-

mittee would be important to its effectiveness. One approach to

membership would ensure that key chairmen and ranking mem-

bers of various committees serve on the Budget Committee.

This committee will replace existing budget. committees and

produce and enforce two-year binding budget resolutions. All

appropriation bills would provide two years of funding. Emer-

gency supplemental appropriation bills within the two-year

period would be allowed.

* Combining, where appropriate, the authorization and appropriat-

ing processes in each house.

Under the current system, before a spending bill becomes law, it

must be considered by three layers of committees in both the

House and the Senate: budget (which sets budget priorities at

the beginning of the year and enforces those priorities in authori-

zation and appropriations bills during the year), authorization

(which approves programs), and appropriations (which fluids

programs).

Under the proposed new system, programming and funding

decisions now split between and largely duplicated by

authorization and appropriations committees would be combined

into single legislative committees where appropriate.

This streamlining could drastically reduce the time required to

consider and dispose of the budget and could significantly de-

crease the congressional staff required.

A two-year cycle tOr binding budgeting and appropriations hills

would also allow programs to be run more efficiently and would
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make time for meaningfiul congressional oversight. In this era of

tight budgets, Congress should improve its oversight to guarantee

that federal dollars are being spent wisely and efficiently and are

accoMplishing their intended purposes. Congress also needs the

time to evaluate continually whether existing programs are still

needed. Congress can perform its oversight functions effectively

only if it has the time CO do so.

* Streamlining the committee structure. The number of congres-

sional committees and subcommittees has risen dramatically, from

38 in 1947 to over 300 today. The current division of labor is

fragmented, overlapping, and confusing.

* Limiting the number of committees on which a member min.

serve.

Change The Culture of The Federal Agencies
FINDING: Although there are a great many good and dedicated

government employees, the general quality of America's government

work force is eroding. The National Commission on Public Service,

headed by Paul Volcker, noted that only 13% of today's senior gov-

ernment executives rtcommended that young people begin their

careers in the public sector. More than half of federal personnel

officers report that recruiting quality people has become increasingly

difficult. Civil service morale is at an all-time low, and the quality

and efficiency of many government departments has declined.

RECOMMENDATION: The Commission recognizes that it will

continue to be difficult to attract high-quality people to civil service

and to public office as long as -Washington-bashing- continues to be

one of the countrv's most popular sports and as long as potential

candidates are subjected to intense public scrutiny about their per-

sonal affairs. Nevertheless. the Commission endorses the Following

measures to strengthen the government work force:

* Rebuild student interest in government service. While

government pay is now more competitive with private sector and

(2, I 136
. 137



138

state and local government pay than it was before passage of the

Federal Employee Pay Comparability Act of 1990, qualified

young people who may be attracted to government face consider-

able barriers to entry: a wait Of up to 6 to 12 months to come on

board while the Office of Personnel Management completes

paperwork; a "fast track" program the Presidential Manage-

ment Intern program (PMI) for the best and brightest students

that is too small; and limited timely channels of communications

concerning job openings. Clearly, streamlined and more decen-

tralized recruitment procedures and an expanded PMI program

would help rebuild student interest in government service.

* Reinvigorate executive-level exchange programs between

the public and private sector. As economic and technological

issues grow in complexity, it has become increasingly apparent

that sound policy-making depends on good advice from the

private sector. One way of promoting such interchanges would be

through an expansion of executive level public/private exchange

programs, many of which have been curtailed during the past

several years because of existir and ambiguous conflict of interest

laws. Congress should take the necessary steps to promote such

programs and overhaul, where necessary, the rules regarding these

programs.

FINDING: Since the onset of the Cold War, the training, culture, and

work experience of our diplomatic and information services have been

oriented toward the East-West conflict. Long-time government

employees learned their crafts during an era in which political-

military power was seen as virtually the sole determinant of the course

of history. Promotions and ranks were determined by proficiency in

these areas.

The extraordinary performances of our career professionals in those

dangerous rimes contributed to the victory for freedom and democ-

racy. However, post-Cold-War diplomacy has changed, with a new
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emphasis on business and economic matters. A different bureaucratic

culture must be developed.

Beginning in the 1970s, even before the demise of the Soviet Union,

there were calls for such changes in orientation. In 1976, the Murphy

Commission on the Organization of the Government for the Conduct

of Foreign Policy noted the new international emphasis on economic

issues and called for corresponding skills to be developed by the

diplomatic corps.

The foreign services of our trading competitors, such as the United

Kingdom, France, Germany, and Japan, are far ahead of us in this

area. In Great Britain, for example, a prerequisite for becoming a

deputy chief of mission at an embassy is prior commercial service.

The diplomats of other member states of the Organization for Eco-

nomic Cooperation and Development routinely give priority to

commercial interests.

In contrast, U.S. policymakers remain steeped in the old political-

military bias. For example, the director of the U.S. Information

Agency; (USIA) is charged with coordinating all foreign information

activities including information about economic trends and

commercial activities. Yet the rank and file of the USIA have been

trained in the old culture. To take another example, the State Depart-

ment historically makes personnel reductions in the economic area

before it makes reductions in the political area. Our diplomatic

services' emphases and priorities have not kept up with the times.

R ECOMNI EN DATION: The commission recommends that the

president develop and implement an action plan to ettcct a cultural

transibmiatinn of diplomatic and inti)m-iation at:encies. enabling

these a,enelcs to meet the economic challen.ues of the post-Cold \Var.

era. Promotions anti rankincs must be determined not only ley

proticient-v in traditional political-military issues, but also in cco-

nomit and ((immerctal issues. Government should he explicitly

encouraged to promote [...S. exports more ettectivelv. in these mer-

cies. throui_lh our embassies ahroad. and t hrouy.h the G ,mmerce

Department.

') 133
139



LBW

EL IT THE
TO PUT OUR

EC01101111C

FlOOSEInORDER?

129



"It occurs to me that one of the strange circumstances in our country is the lack

of auwreness among business. labor. and government of their common economic

interests. Possibly it is a result of having had for so long such a significant

advantage over the rest of the world in natural resources. technology. productiv-

ity, etc., that lie could not but come out ahead regardless of how badly u a

managed or abused our system. Unfortunately, those days are rapidly passing.

and we can no longer rely on some divine destiny that will mandate that our

position in the world community or our standard of living be maintained'.

Thomas H. Cruikshank, Chairman of the Board and CEO,

Halliburton Company

We of the Commission could hardly be described as revolutionaries,

but we are demanding a revolution in American thought and atti-

tudes. Are we advocating a complete disruption of the American way

of life? Indeed not; in fact the steps needed to carry out our recom-

mendations are not exceptional ones. We can do this.

To accomplish our objectives does not require the grueling hardship

that so many other peoples in the world face on a daily basis. Our

situation is not like that of the Commonwealth of Independent States,

where a whole society must be reorganized, or that of Ethiopia, where

there is widespread famine. The actions needed to ensure America's

future abundance pale in comparison to what is required in other

countries.

But we do need a commitment to plan strategically and a measure of

discipline and sacrifice.

Strategic thinking is necessary not only to planning our defenses but

also to making our economic life more prosperous and secure. We

should apply the same comprehensive approach to our economic well-

being as we do to our national security and foreign policy.

In this first report, we have tried to offer such a comprehensive

approach. But strengthening America will require more than passage

of laws, creation of programs, and repeal of burdensome regulations.

It will require some fundamental changes in attitude.

Business people who have restructured their companies so that they

are more competitive in the global marketplace stress that a long-
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term effort is required. People who want their children and their

neighbors' children to be better educated do not just talk about it

they ger involved in local schools and communities, and they pay for

better education by voting to raise new revenues for schools. Politi-

cians who care about the long-term future of this country do more

than. pay lip-service to the idea they vote for programs that may

cause some short-term pain, but that are worth the long-term gain.

The development of a comprehensive strategic approach is the pur-

pose of this Commission.. With along-term approach, we can give

this country a strategy for strcrigth. We hope this report will be a

step in that direction.
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January 25, 1991 Defining the Challenge: Making
an Impact

Professor Michael Porter, Harvard Business School
"The Competitive Advantage of Nations"

Kent Hughes, President, Council on Competitiveness
"How to Strengthen U. S. Competitiveness"

Dwayne Andreas, Chairman, Archer Daniels Midland
"A Business Perspective"

March 1, 1991 Manufacturing, Technology ai
Total Quality Management

Ed Artzt, Chairman and Chief Executive Officer,
Procter & Gamble

"The Quality Approach"

Bob Galvin, Chairman, Sematech; Chairman of the Executive
Committee, Motorola

"Technology Polio,. and Strateg.

Al Narath, President, Sandia National Laboratories
"The Role of the Federal Labs"

April 12, 1991 Capital Formation
Jim Jones, President, The American Stock Exchange;
Chairman, American Business Conference

"Taxation and Capital Formation"
Professor Manuel Johnson, George Mason University;
Cochair, G-7 Council

"Safe Banking in the 1990s"

John Imlay, President and Chief Executive Officer, Dun &
Bradstreet Software

"Capital Formation for Small Businesses"

June 28, 1991 Building Human Resources
David marns, Deputy Secretary of Education

"America 2000: An Education Strategy"

Lou Gerstner, Chairman and Chief Executive Officer, RJR
Nabisco, Inc.

"American Business's Commitment to Education"

The Honorable William Brock, Chairman, The Brock Group
"The School -to -Work Transition: Addressing the Needs of the

Forgotten Half'
Mayor Norman Rice, (D-Seattle, Washington)

"Education for the 21st Century: New Challenges and Neu.

Partnerships"
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September 20, 1991 Making Government Work
The Honorable Lawton Chiles, Governor of Florida

"il faking GozMillent Work: A State Got ernment c Pc !wiry-

Paul O'Neill. Chairman and CEO. ALCOA
"Got ern Ment's Competitive Advantage-

Al ice Rivlin, Senior Fellow, Brookings Institution
"Sorting Out the Functions of Federal and State Gotel7illientS-

The Honorable Paul Volcker, Chairman, James D.
Wolfensohn, Inc.

"Improving the Culture of Performance in Government"

November 15, 1991 The Strength to Lead
Globally

James Blackwell, Direcror of Political-Military Studies, CSIS, and
Don Snider, Deputy Director of Political-Military Studies, CSIS

"U.S. Global Leadership in the 1990s"

The Honorable James Schlesinger, Counselor, CSIS
"After the Cold War: Facing New Instabilities and Priorities

Robert Hormats, Vice Chairman, Goldman Sachs International
"What We Need to Do at Home to Lead Abroad'
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THE CHUB FOR STIHTEGIC 11110 IIITE11111111011111. STUDIES

David M. Abshire, President

International. Business and Economics Program
John Yochelson, 'ice President

Commission Staff
COMMISSION -DIRECTOR

Debra L. Miller, Ph.D., Senior Fellow,

International Business and Economics

RESEARCHERS CONSULTANTS

Patricia L. Kornegay Landon Pary in

Alexander T. Hunt Susan McGuire

Rachel Freeman Carol Cox Wait

Marina McClelland David Narsavage

Michael Jung Harris Liebergor

Craig Lobdell Brock Brower

David Marchick

Adam Webb

Robert I. Simon, II

The Commission especially wishes to thank the following professional

staff members of the U.S. Congress for their contributions to this

project: Denise Greenlaw Rarnonas, William H. Smith, G. William

Hoagland, William Hoehn, Michael McCord, Rocky Rief, Robert P.

Hall, III, Susan Young, Tamera Stanton, David Lyles, Jim Capretta,

Michelle Mrdeza, Julie Abbot, and Scott Williams.
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WEEMS OF MERIN Commission
111onnmo °nous

Science and Technology %NI-king Groups

TECHNOLOGY POLICY

Michael Dertouzos, MIT

Richard Elkus, PROMETRIX

Robert Galvin, Motorola

Joe Gorman, TRW

Frank Press, National Academy of Sciences

Susan Rasky, University of California, Berkeley

RELATIONSHIP BETWEEN INDUSTRY AND

FEDERAL LABS

Paul Gilman, Office of Senator Domenic'

Diana MacArthur, Dynamac

Al Narath, Sandia National Laboratories

Irwin Pikus, CSIS

U.S, Business Working Groups

SERVICE SECTOR PRODUCTIVITY

Harry Freeman, The Freeman Company

Rachel Freeman, CSIS

William Hoehn, U.S. Senate Armed Services Committee

Kent Hughes, Council on Competitiveness

Oak-ley Johnson, American International Group

Barry Rogstad, American Business Conference

SMALL & MEDIUM SIZED BUSINESS

Rebecca Bennett Crow, RBC Associates

Jack Gardner, The Gardner Group

Heinz Prechter, ASC Inc.

Bill Smith, U.S. Senate Armed Services Committee

Barrie Wigmore, Private Investor
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REGULATORY BARRIERS

Ed Behrens, Procter & Gamble

Oakley Johnson, American International Group

Rudy Penner, KPMG Peat Marwick

Denise Ramonas, U.S. Senate Budget Committee

Debra Van Opstal, CSIS

THE QUALITY APPROACH

Bob Cannon, Procter & Gamble

Leo Cherne, International Rescue Committee

David Gergen, U.S. News & World Report

Patricia Kornegay, CSIS

Capital Formation 11-orking Groups

TAX POLICY

Patricia Kornegay, CSIS

Senator Russell Long, Long Law Firm

Rudy Penner, KPMG Peat Marwick

Susan Rasky, University of California, Berkeley

Barry Rogstad, American Business Conference

Isabel Sawhill, The Urban Institute

ENTREPRENEURIAL ENTERPRISE INITIATIVE

Jerry Abramson, Mayor, City of Louisville, KY

Jack Gardner, The Gardner Group

John Imlay, Dun & Bradstreet Software

Heinz Prechter, ASC, Inc.

CORPORATE TIME HORIZONS

Michael Dertouzos, MIT

G. William Hoagland, U.S. Senate Budget Committee

Kent Hughes, Council on Competitiveness

Patricia Kornegay, CSIS



Education and Training Working Groups
WHAT \XIORKS

Jerry Abramson, Mayor, City of Louisville. KY

Jason juffras, The Urban Institute

Al Narath (Mike Wartell), Sandia National Laboratories

Norman Rice. Mayor, City of Seattle, WA

Bella Rosenberg, American Federation of Teachers

Isabel Sawhill, The Urban Institute

Al Shanken American Federation of Teachers

THE SCHOOL- TO- \X'ORK TRANSITION

Bill Brock. The Brock Group

Joseph Fernandez, New York City Public Schools

Robert Hall, Office of Senator Sam Nunn

Al Narath (Mike Wartell), Sandia National Laboratories

Heinz Prechter, ASC, Inc.

Howard Samuel, Industrial Union, AFL & CIO

Lawrason Thomas, AMOCO Corporation

TEACHER CERTIFICATION

Joseph Fernandez. New York City Public Schools

Al Shanker, American Federation of Teachers

Susan Young, U.S. Department of Health and Human Services
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EIPPEI1DIX:

SEPARATE OP1111011S OF

COMMISSI011 MEMBERS

JACK GARDNER
Gardner Group, Ltd.
Milwaukee, Wisconsin

July 29, 1992

I support the Strengthening of America report as a tool to focus

this country on the task we have to keep our leadership role.
The report covers the major issuesthe deficit, the debt and our

educational system. These are the issues of Small Business because we
cannot succeed if the country fails. However, Small Business needs
special help. The size and diversity of entrepreneurs has long been a

disadvantage in being heard in Washington.
Small Business needs access to capital. This is the basis of

achieving efficiency of modernization of plant and equipment, re-

search, training and expanded markets, including export.
The Commission's support for incentives to encourage the

banking system to lend to Smali Business is required.

JERRY I:, ABRAMSON
Mayor, Louisville. Kentucky

July 30, 1992

I want to commend CSIS and its excellent staff on the superb job
you did in drafting the Strengthening of America Commission First
Report. I am pleased with the final recommendations that we have

made in the report, and I think that they effectively reflect the com-
plex and wide-ranging Discussions that we have had over the past

eighteen months on critical policy areas.

However, in the section dealing with fiscal policy, I must differ

with the Commission majority in its conclusion that certain federal
discretionary spending falls into the lower-priority category under our
plan to emphasize investment as we put our fiscal house in order.

In an era when states and localities have absorbed the most

drastic and draconian reductions in federal assistance, I cannot agree
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with the conclusion that while certain expenditures aimed at cities

"may be appropriate governmental expenditures...the spending must
take place at the state and local level." In particular, I would exempt
federal mass transit operating subsidies for large cities,-special purpose

HUD grants, the Economic Development Administration and
highway demonstration projects from this judgment.

These programs provide important incentives for economic

development in :ities. For example, the mass transit operating subsi-
dies create vital incentives for increased development of transportation

links critical to the movement of goods and to the creation of more

environmentally sound alcrnatives. Similarly, programs such as
special purpose HUD grants have allowed cities like my own to
leverage both public and private investment to improve infrastructure
and to revitalize our communities despite drastic reductions in federal
aid. Programs under the Economic Development Administration
have provided small business much needed start-up capital to estab-

lish firms in economically distressed areas.

Given that the Commission's underlying conclusion is that
America must focus federal spending on investments geared to
generating economic productivity, it is a grave mistake to ignore the

vital role cities play as the economic engines of our nation and the

important role the federal government has in supporting such invest-
ment. A strategy built around investment designed to generate
economic productivity should enhance investment in the nation's
cities, not reduce it.

But for this, I am strongly supportive of the report's conclusions.

I have enjoyed working with you and the other Commission mem-
bers on a product that I hope will be the legislative cornerstone of
change for our country.

I pledge my support of all efforts to implement these recom-
mendations and look forward to working with you and others as we

continue the Commission's work.

I OSEPII A. FERNANDEZ
Chancellor

Board of Education

City of New York

August 4, 1992

I want to congratulate everyone who contributed to the first
report of the Strengthening of America Commission for the breadth
and depth of the scholarship. The report offers a comprehensive

analysis of the current economic challenges facing the United States
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and offers a multi-faceted approach to reform. Unfortunately, my

own experience does not include the broad range of issues that are

addressed. Although I am not in a position to endorse this entire
report, including the many'recommendations on fiscal and tax policy

that would certainly have a complex effect on public services in urban

areas, I do support the recommendations on education and training.
In particular, I appreciate the report's recognition of the inextri-

cable link between education and economic reform. The
Commission's investment approach to restructuring, with an empha-
sis on at-risk students and early childhood programs, should produce
the high quality labor force the nation systems must restructure to
reduce administrative costs and unnecessary red tape while moving
decision-making into the hands of school staff and parents.

Our experience in New York City has demonstrated the poten-
tial for substantial savings (we reduced full-time headquarters staff by

more than a third and slashed spending in every overhead area) and

the opportunity to increase parent involvement and cultivate instruc-
tional innovations once schools have the power to make their own

decisions. In fact, School-Based Management/Shared Decision-

Making is restructuring our schools in exactly the same way as

industry is redesigning itself. We are providing our students with
models of the type of problem-solving and communication skills and
accountability they will need to succeed in the workplace.

I look forward to the future work of the Commission. Thank
you for the opportunity to participate.

It I C I-1 A R D _I. ELKUS. JR.

Chairman

Prometrix
Santa Clara, California

August 11, 1992

The first report on Strengthening of America provides many

interesting and important insights into problems and their potential
solutions regarding the industrial base of the Unired Stares. I would

like to add, however briefly, some remarks regarding a fundamental

issue not elaborated on within this first report. I believe this issue is
fundamental to the success of the United States of America as world

economic power. It affects our past and current business practices to a

degree which is almost cultural and goes to the very core of economic
thinking and planning in our country. I am convinced that if not

addressed, this issue will rob us of the economic strength necessary to
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correct those issues so well described in the first report on Strengthen-

ing of America.

In previous discussions relating to this issue, I defined the word

"chaos- as fear without strategy. When I gave that definition, I noted
that if you get a significant negative change in the standard of living

of a population such as that of the United States in a relatively short

period of time, and there is no appropriate strategy to deal with such
a problem, you will create all the conditions necessary for chaos. The

chaotic events that seem to be evolving in Washington today are
occurring in my estimation for only one reason: the people of the

United States of America are beginning to see in all kinds of ways,

many of which they can't explain, that their current and perceived
level in standard of living is out of control and going down. At the
same time, they are listening to rhetoric that flies in the face of reality.

On the cne hand, political figures of consequence suggest that we
must contain if not reduce the growth in entitlement. On the other
hand these same leaders deny that what they are asking for is at least a

perceived if not actual future decline in the standard of living of the

people. To be sure our general concerns about large budget deficits

coming at the same time as we see our standard of living decline is

obvious and perplexing. But the real problem that we face is far
deeper than any of the discussions associated with most of this rheto-

ric. The fact of the matter is that we are practicing an economic
strategy which is becoming ineffective in a world of global competi-

tion defined largely by the emergence of Japan since 1945.

Strategic thinking behind most economic policy in the United
States is based on the concept of return on investment. If you can
make more money in this investment than on that one, you get out of
this and into that. But as the Japanese are clearly showing us, this

strategy does not work. As all thingsincluding products and
marketsare becoming interconnected, those products and markets
that we abandon in our short-term search for profits cause those that

remain to become incomplete and deficient. Under these circum-
stances, the United States is forced to buy key components of that

infrastructure from its major international competitors. Slowly the
nation's ability to negotiate strategic relationships is reduced as it

cedes the competitive viability of its product infrastructure. In this

environment, productivity means nothing if all you can do is manu-
facture products others won't buy.

Carry the current economic strategy of the United States to its

logical extreme, and you liquidate your country for a profit. On the
other hand, try to rebuild your infrastructure of products and mar-
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kets, and the cost appears overpowering. That's the track we are on,

and it's a killer. People see it, but they don't understand it. The events
surrounding most individuals seem uncontrollable. Washington
refuses to talk about it, aisuming they Understand what, in fact, is

happening. This is a problem indigenous to both parties. To alter our
thinking and patterns of behavior will take immensely strong and

charismatic leadership based upon bold strategic initiatives. It is
possible that in any case the solution to this situation will be a lower
standard of living for years to come. This is because of the amount of

investment in. future productivity that will be required plus the cost
involved in paying off existing debt created largely to maintain our
current standard of living rather than investment in productive assets.
The rime to address this issue is now. Several more years down this
road and the cost of change may be our political system as we know it.

The Strengthening of America report is an important contribu-
tion supported by tremendous effort from extremely capable people.

But I do not believe the results of that effort adequately address the
point of this letter. I urge the Commission to consider in future reports
how this might be done.

FRED KRUPP
Executive Director

Environmental Defense Fund
Washington, DC
September 22, 1992

I am pleased to add my signature to the Strengthening of
America Commission's first report. The report is a valuable docu-

ment that makes many important recommendations regarding
America's future. However, there are two points which I feel need
some clarifying:

On page 57, the report states that the Superfund program was
"badly-conceived." It would be more accurate to say that the

Superfund program has been mismanaged. In fact, it has been a
powerful incentive making individuals and businesses careful in their
practices. Since I was involved in all the discussions the Commission

had on environmental issues and Superfund was never discussed, I was

surprised to see the reference in the final report.

Secondly, mass transit subsidies are described as a low priority in

figure 23. Here again, this was not discussed during the meetings, and
I would have to disagree with the suggestion, as these subsidies are

vital for both economic and environmental interests in urban areas.

These points aside, you have my full support and congratulations
on this effort.
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SUSAN R ASK Y

Graduate School of Journalism

U.C. Berkeley

September 22, 1992

The Commission's recommendation for a consumption based

income tax is an important and worthy attempt to address the flaws,
inequities and misguided economic incentives in our current tax
system. But readers of our report should understand that no amount
of tax code restrucruring eliminates the basic political and philosophi-

cal problems of raising sufficient revenues to pay for the programs and

services we want or of finding consensus on how the tax burden should
be distributed. In order to achieve the same level of progressivir as
our current system, or indeed to increase it as some of us would favor

and to provide health care coverage for the uninsured, it is likely that a

consumption based income tax would a) require higher tax rates and b)

increase the economic burden on some sectors of the populationfor
example the elderly on fixed incomes who are "consuming" out of past
savings or younger working people who by virtue of their station in

life are devoting most of their current income to consumption rather
than saving. These difficult issues should not make us shy away from
consideration of what may be a significant step toward a more sensible
tax policy, but it is imperative that as policymakers debate a new tax

structure, the media and the public understand the full implications of
what is being considered.

HOWARD 1). SAMLEL
President

Industrial Union Department
AFL -CIO
September 22, 1992

I submit the following revised comments For the appendix of the

report of the Strengthening of America Commission:

I think the first report of the Strengthening of America Commis-
sion represents a remarkably successful effort to achieve a consensus

among an unusually diverse group. I have no problem with the
general thrust of the document or with most of its recommendations,

but as [ indicated to you I find myself at odds with some of them,

which is the reason I submit the following paragraph for the appendix:
"The impact of cutbacks in discretionary programs would

overwhelmingly fall on low and middle income Americans, who have

already suffered reductions in their standard of living. As an example,
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subsidies for mass transit programs are equally important as other
infrastructure improvements, such as highways and bridges, which
the Commission supportsand have an added utility in helping to
overcome some of the problems faced by inrk.r cities. Reducing
Davis-Bacon standards would simply lower the earnings of construc-

tion workers, at a time when working people already are suffering

from falling incomeswhich the report condemns in its opening
pages.

The effect of a consumption tax on the progressivity of our tax

system needs careful examination."

ALBERT SHANKER
President

American Federation of Teachers

AFL -CIO
September 22, 1992

I am honored to be associated with this courageous report, and I
concur that tough measures are needed to bring the American fiscal
house in order. However, the lacerating pain that would be caused by
the capping and cutting measures outlined in the report does raise the
question of the relative costs and benefits of entirely eradicating the
budget deficit by the year 2002, on the one hand, as opposed to using
a slightly longer time frame for achieving a balanced budget and
reducing the pain of fast-track deficit reduction, on the other hand.
We did not explore these tradeoffs in this face of the Commission's

work. I hope they are taken up in the next phase of the Commission
and with the same rigor and intelligence that marked the work
leading up to the first report.

LAWRASON D. THOMAS
Vice Chairman

Amoco Corporation
September 23, 1992

Although I applaud the efforts of the Strengthening of America
Commission to find a bipartisan consensus on economic policy, I

would put different emphasis on several points in the Report.
First and foremost, America will not be decisively strengthened

until the role of the federal government shrinks relative to the private
sector. I believe the real economic program that is needed today is to
halt and even reverse the growth in the share of our nation's and our
people's resources that are preempted by federal spending. The
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process can and should be gradual. There is no need to achieve any
particular budgetary balance at any date certain, although slowing the
growth in federal spending will certainly help to bring the budget
closer to the balance.

Second, Americans have been hit repeatedly with budget "re-
form" programs that have promised big spending cuts along with
"modest" tax increases. These programs have been consistent: we
have always gotten the tax increase, but the spending cuts somehow
fail to materialize. The final effect of these past "reforms" was an even

bigger deficit.

Third, the report makes only passing reference to the positive
role that the competitive market system could and should play in
controlling costs and improving results in the problem areas dis-
cussed.

Fourth, there are valid concerns about the state of parts of

America's road and highway system, but substantial federal, state, and
local tax revenues are already devoted to the problem. And I have no
disagreement with earmarking direct motor fuel tax revenues for
maintaining roads and highways. But the Commission should note
that the federal highway trust fund has been running a growing
surplus for the past decade, and the current unexpected balance ex-

ceeds 520 billion. In light of this, the Report's call for spending
another nice, round 5100 billion over 10 years for federal infrastruc-

ture spending leaves the Commission's commitment to cutting
spending in question.

Fifth, I agree that in the abstract a true consumption tax places a
lower burden on savings than an income tax. But the Commission's

enthusiastic advocacy of a U.S. consumption tax offers few details and

may overstate the likely benefits. I fear that a U.S. consumption tax
will simply be a net addition to the present array of federal taxes and
not a replacement for the personal and corporate income taxes.

Finally, I am skeptical that a new National Economic Council

can improve the performance of our competitive, market-driven

economy. I suspect that it would only add another layer to the White
House bureaucracy.
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ANNE ARMSTRONG
Chairman
Board of Trustees

CSIS

September 24, 1992

CSIS deserves high praise for the boldness of this report and the

extraordinary coalition that has been put together. Personally I would
like CO have seen an endorsement of choice as a key component of the

Commission's recommendation on education. I also would have
preferred a strategy for budget deficit reduction with heavier empha-

sis on spending cuts, especially in entitlement, and less emphasis on
additional revenues. If additional revenues are unavoidable, the

consumption based income tax deserves serious study. Overall the
report makes an important contribution, and its bi-partisan approach
is especially welcome in these politically polarizing times.

JOI-IN I). R()C.KEFELI.LR lv
Senator - West Virginia

September 24, 1992

It is my privilege to join you in releasing the first report of the
Strengthening of America Commission. I applaud the leadership and
energy you have invested in this effort, and I look forward to tackling

the othei that remain on our future agenda.
While I differ with a number of specific ideas recommended or

raised in this report, I strongly endorse its call for action aimed at

fiscal order, promoting growth and investment, and strengthening
government.

Unless we act quickly to achieve these goals, I fear the conse-

quences will be extremely costly. Unless we meet these challenges,
our children will be the first generation in our history to have a lower
standard of living than their parents. That matters because we are the
stewards of their future. It also matters because the end of the Cold

War means that economic leadership now defines global leadership.
To be an effective world leader, we must get our economic house in

order and chart a course chat will create the jobs and opportunities

needed to sustain a strong nation.

One of the most important and far - sighted sections of this report

is the discussion of strengthening our industrial base. The Commis-

sion recognizes the critical relationship between m inufacturing and
research. Simply put, if we don't make anything, ultimately we won't
invent anything either. I have appreciated the chance to participate in
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identifying the series of specific ideas laid out in this report to restore

and improve America's industrial competitiveness.

I also want to highlight the emphasis that our report places on
investing in the education of our children and the training of our
workers. The fact that a Commission of this diversity and size all

agree on such vigorous action should galvanize decisionmakers to

follow through.

Our national goals must give high priority to economic growth,
but it can be achieved in different ways. What we need is a growth
that is based on putting people first, a growth that is based on fulfill-
ing the long run basic needs of our people, a growth that is based on

broad based opportunity for all, not special breaks for the few. This
means not only good old fashioned, balanced macro-economic policy,

but good health care, good education, good job training, and public
and private investment in the cutting edge technologies we need to
compete. Rather than competing with low wages and by moving
plants abroad, we must compete with high wage jobs and by arming
our people with the technological tools to retake the lead in the

markets of the world. A fundamental truth that has too often been
ignored in recent years is that economic growth and fair opportunity
for all our people are goals that can reinforce each other. As this report
says, making sure they do is the way to achieve the strongest

America.

Finally, I will only highlight two of the areas of the report where

my views cliff( somewhat, at least in emphasis.

First, when it comes to the need for geting our fiscal house in
order, I agree with the suggestion that we need to move toward a

more balanced budget. However, there are places in the report where

this is stated in more rigid terms than I might. For example, in
working toward balance, we need to consider questions relating to
defining balance, such as how capital spending is treated. Also, many
economists would work toward balance over the course of the busi-
ness cycle, rather than at any given moment.

A second issue is the recommendation of a consumption tax to

replace our current income tax system. While I believe that through
the tax code and other means we need to encourage investment and

reduce and eliminate wasteful spending, I have many questions about
the idea of a consumption tax. A host of issues relating to equity,

implementation, and impact need to be thoroughly considered before
I could consider supporting the changes recommended in this report.
Nevertheless, I cornn-lend the Commission for the seriousness with
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which it has considered the issue and the constructive contribution it
has made to the debate.

In the ideas laid out to reduce the deficit, 1 simply have to note

my strong support for the Appalachian Regional Commission. It
may be a small item for the reader, but this agency plays a vital role in

helping my own state of West Virginia and this region build its
infrastructure and economy. And I am not prepared to endorse any
specific cap on entitlement programs, in the absence of a clear com-

mitment to comprehensive health reform.

I am enthusiastic about the work of the Commission, and proud
to be one of its active members. Whatever differing views I may have

on some points, I believe the Commission has developed an impor-
tant series of recommendations. They are hard hitting and realistic
and they deserve the serious consideration of all those who wish to

restore the strength of America.
I hope we are at a turning point in our nation's history. We have

clear choices to make, and need the leadership, the direction, and the
will to chart a prosperous and peaceful future. I pledge to do all I can
to work with you and the rest of the Commission in fulfilling our

vision.

ISABE I.. V S A \V II I I. L.

Senior Fellow

The Urban Institute
September 24, 1992

I want to commend CSIS and our two co-chairs for the outstand-
ing work you have done in putting together a report on the domestic
problems facing the nation and what we can do about them. I think
the report contains many good suggestions and recommendations,
especially in the area of education.

At the same time I remain concerned about the fiscal policy
section of the report for two reasons. First, the report calls for domes-

tic spending cuts of over S1 trillion by the year 2002, two-thirds

from entitlement and one-third from domestic discretionary accounts.
(On an annual basis, this is over S100 billion by 2002.) Cuts of this

magnitude are bound to inflict real pain, especially on lower-income

citizens. Yet, with the exception of some suggested program termina-
tions which account for only 6 percent of the total savings, the report
fails to specifY where and how savings of this magnitude are to be

achieved.

Second, the report calls for reform of the health care system,
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including coverage of the currently uninsured, but the only kind of
reform that would subtract rather than add to the budget deficit
would be one that mandated employers to cover their employees and/
or had its own earmarked financing mechanism. The Commission
never discussed either of these. Instead, the report implicitly assumes
that health care reform can produce very large budgetary savings

without explaining that this is either going to necessitate higher taxes

or some rationing of the health care people receive.

The problem with all of this is that, after aggressively calling for
rough choices, the report is incredibly_vague on what those choices are

and, in the process, leaves the impression that they will be far more
easily and less painfully achieved than is actually the case. Although I

appreciate how difficult it is to reach a consensus on these issues, I

wonder how much of a service it is to suggest to the public that we
have the tough choices that we rightly urge others to make.

Thank you for giving me the opportunity to participate in this
important effort. Despite my reservations about some of our recom-

mendations, I believe the report will contribute to the on-going
debate about how to strengthen America.

WILLIAM E SINfON
Former Secretary of the Treasury

Morristown, New Jersey
September 25, 1992

I have reviewed the final report of the Strengthening of America

Commission. The issues addressed in this report are of the greatest

importance to the nation's future. The problems described require the
urgent attention of all Americans.

This report, like all reports drafted by committee, has both
strengths and weaknesses. Some proposals in the report would, if
implemented, be very helpful; others would take us down the wrong
road.

The overall thrust of the recommendations, however, is in the

direction of more government and higher taxes. If all the recommen-
dations were adopted, government would be bigger and more expen-
sive than it is today, and the federal government's influence in our

economy would be significantly expanded. This emphasis, in my
judgement, takes us in the wrong direction. If we hope to restore the

vitality of our economy, promote economic growth, and impose fiscal

discipline on the national government, we should be raking a differ-

ent path by reducing the burdens of government, by cutting spend-
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ing and eliminating unnecessary programs, curbing taxes, and remov-

ing regulatory barriers to growth.
I'd like to elaborate briefly on the above conclusion, and corn -

ment in more detail on the strengths and weaknesses of the report.
The report deserves credit for the careful attention it gives to

the federal budget deficit. Persistent deficits, combined with the
sheer magnitude of federal spending, are among the most significant
challenges facing the United States of America. I never dreamed I
would live to see the day when, in peacetime, the federal budget

deficit would approach half the size of the budget itself (excluding
social security) and when interest on the debt would rake up one-fifth
of our annual spending. We are approaching a fiscal catastrophe, if
we are not already in one. Strong measures are needed to put our
house in order. This report, to its credit, recognizes that this cannot
be accomplished without painful measures. In particular, the report
recognizes that we must control expenditures on entitlement, which
are growing at an explosive rate. These recommendations for curbing
the growth of entitlement are most welcome. The report, however,
should have gone further in recommending ct. in government
programs and spending. Decisive steps are called for, in keeping with
the seriousness of the problems we face.

The report. also to its credit, recommends that our current tax
system be abolished, and replaced by a consumption tax. This recom-
mendation is highly welcome as a means of removing the bias in our
tax system in favor of consumption and against investment. This is

one of the key recommendations it -he report, and one I hope will be
seriously considered by the public and the Congress. I have long
favored a consumption tax, for the reasons outlined in this report,

and, indeed, this was an important element in my Blueprints fo. r Basic

Tax Reform, which I published in 1977 at the close of my tenure as
Secretary of the Treasury. A consumption tax properly designed,

would simplify the system for the average taxpayer, and would

encourage saving and investment.

There is a great deal of rhetoric in the report about progressive

taxation, which I believe is misguided. There is no economic ratio-
nale for a progressive tax. The case for it is entirely political, and

depends on egalitarian sentiment which appeals to politicians. There
is little doubt that a progressive tax would be tar less effective than

flat rate taxes, when judged in terms of the effects on the economy
and the size of tax revenues.

The report further desen.cs credit for calling tier higher
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standards of achievement in our nation's schools. This is a much

needed stepindeed, an essential one if our young people are going
to prosper in the increasingly competitive economy of the next
century.

I was disappointed that the report did not embrace parental

choice as an agent of educational reform. I do not see how we are
going to induce reform and innovation in our bureaucratized educa-
tional system without the incentives introduced by school choice. I
note that this view is shared by several other members of the Com-
mission, and I hope that further experiments with parental choice will
continue in states and localities across the nation.

The report points out that government regulation is gradually
strangling our economy, destroying jobs and imposing heavy costs on

businesses large and small, but it fails to recommend any concrete

measures to deal with it. We need to stop the cascade of new regula-
tions coming out of Washington, and we need to recognize that we
cannot have a growing economy and a highly regulated one at the
same time.

The report is mistaken in dismissing congressional term
limitations as a "non-solution." Many Americans, including myself,
take a different view. I have long advocated term limits as a means of
encouraging office-holders to look beyond their prospects for re-

election to the long range interests of the nation. Our current fiscal
crisis is a clear sign that something needs to be done to change the

incentives of the Congress, and that term limitation is a reform that is
long over due.

The report proclaims the need for a comprehensive economic

strategy, but such a grand strategy, dominated by the federal govern-

ment, is not needed and would never work. The private enterprise
system, whatever its shortcomings, has given the United States the
greatest prosperity, the highest standard of living, and, most impor-
tant, the greatest freedom of any system known to man. Our people.
left to their own enterprise and working within the framework of free
markets, can easily dispense with comprehensive strategies concocted

in Washington. We will prosper far more if we placed more confi-

dence in our people, than in government plans. If we free our people
from the shackles of governmer t, they will begin to take charge of

their own futures. Government has its role, to be sure. but its role is
not to promote comprehensive plans for our people to follow.

The report thus fails to recognize that government is often
more the problem than the solution when it comes to productivity
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and economic growth. The report instead envisions a vast role for
government in promoting "investment," but such an approach is
bound to backfire.

The serious problems outlined in this report (especially the

deficit and over-regulation) are entirely within the power of the
Congress to correct. Measures could be adopted today which would

improve our situation. Many such measures are listed in the report;
few of them are new. Congress should not require a report like this to
persuade it to meet its responsibilities to the public, and to our
children and grandchildren.

The report, unfortunately, flirts with "industrial policy" with
its suggestions for partnerships between business and government,
especially in the "high tech" area, in its calls for $100 billion in
spending on infra-structure, and in its descriptions of education and
child care as "investments." This is the language of the industrial
policy set. If we take these theorists at their word, they are eager to

expand government's role in managing the economywhich is
exactly the wrong direction for the nation to take.

The discussion of capital formation is flawed by the assump-

tion that interest rates and savings are the key factors with influence

investment decisions, when economic research shows that after-tax
rate of return is far more important.

The section on education suggests that educational achieve-
ment is directly related to spending on educationa claim clearly
contradicted by the experience of the past 25 years.

The report criticizes mergers during the 19C0s, though
economic research does not support this conclusion.

The report condemns Gramm-Rudman, but this was the only
measure which demonstrably slowed the growth of federal spending.
The deficit has soared since it was abandoned.

The report sets up a straw man argument to claim that the
budget cannot be balanced without higher taxes. It uses current
services projections to magnify the amount of spending discipline

which will be requir.2d.

III The report endorses 8160 billion in more domestic spending,
above and beyond the amounts already in the baselinethis is at a
time when the deficit has reached record levels.

The report endorses 8376 billion in new taxes, above and
beyond the additional revenues already projected (p. 78). The report
also endorses another payroll tax on business to support training
programs.
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The report naively accepts government figures purporting to

show that money spent on certain programs saves money in the long

run.

The repbrt mistakenly recommends adoption of a "manufac-

turing extension service" CO establish a system of government agents

to provide advice to businesses. This would not be helpful CO busi-

ness. Business would be far better off if government put its own
house in order first, before it claims new responsibilities which it is

ill-equipped to perform.

The report endorses higher pay for government employees, at

a time when government is far in debt, even though measures of
turnover show that such employees are not under paid.

In the discussion of productivity and its relation to income,
the report suggests that family incomes have fallen continuously since

1973, even though family income reached record levels during the

1980s. The report also fails to correct these figures for changes in

family composition.

The report, to sum up, incorporates a governmental perspec-
tive on our economy, with its recommendations for a comprehensive

economic strategy, business and government partnerships, and a

manufacturing extension service. It calls for more taxes, and an
expanding role of government in managing our economy. Many of

the problems outlined in this report have their roots in an overly
expansive role of government. The American people will have to
decide, as they have in the past, how much individual freedom they
are prepared to give up in return for security provided via govern-

ment. They will also have to face squarely the fact that these services

provided by government will increasingly be paid for, not simply by
higher taxes, but also by reduction in economic growth and prosper-
ity. We cannot heal problems caused by our excessive reliance on

government by expanding government's embrace over our lives.

WILLIAM BROCK
Chairman
The Brock Group
September 26, 1992

I wanted to add an additional comment as one who has served in

the House of Representatives, in the Senate, and then in the executive

branch. The active, involved leadership ()Inv° sitting Senators in this
exercise has been quite remarkable, as have been the contributions of

the other Members of Congress and mayors. It is easy for those not in
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political life to pronounce on what should be done, but it is far more

difficult for a politician who must pay a price for courage.
There are generally two kinds of policy studies: first, those done

by people of the same mind who often simply speak to their own
kind; second, those broad-gauged, diverse, bipartisan groups that
then so water down their findings that they become "pap."

This Commission is neither.

It is indeed a broadly-based and diverse group, both politically
and in expertise. Yet it has come through with a detailed, agreed-

upon plan that asks for immediate action_

One hazard may come in part from those unable to participate in
the extended discussion of all possible alternatives, permutations and
combinationsfor the Commission's choices were riot made in
isolation from the political and social context of modem America.

Those who did not work their way through the last 18 months with
us may be tempted to read our product selectively or superficially.

Perhaps being subject to such a response is the fate of this type of

endeavor, but the magnitude of our current problems demands more
from those who would find fault because the proposals do nor fir

neatly into one ideological niche.

It is patently obvious that issues like the deficit/national rate of
savings are not subject to solution by using a few "silver bullets." We

say so, and tell why.

It is equally clear, given the reality of the composition of our

society and its representative government, that solutions will require

the participation of people and leaders from all walks of life, both
political parties, and a range of political philosophies. The report tells

us why, and lays out a road map.

We did not seek some mythical "middle ground," we sought
answers. We rejected the easy cliches like "industrial policy," "just
cut waste, fraud, and abuse," and "tax the rich." All have been
triednone have worked. They are the tools of the demagogue, and
we must resist such facile promises.

America, our America, has been living beyond its means. The

bill has now come due. It must be paid, as our fathers paid theirs.
The most important thing to know is that we can do it. We are

still the most productive people in the world. We can do whatever it
takes to put our house in order.

We must begin now.
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MANUEL H. JOHNSON
Koch Professor
of International Economics

George Mason University

September 28, 1992

I would like to commend the efforts of the CSIS Strengthening
of America Commission. While I do not agree with all aspects of this

reportwhich is only natural for a bipartisan effort of this scale
there is much here with which I do agree.

I have focused my efforts and contribution to the Commission

primarily in the area of entitlement reform, savings and investment
incentives, and the benefits of moving toward a consumption-based
tax system. It is perhaps in this area where I feel the report's proposals

will make the greatest contribution and its recommendations are
closest to my own.

Again, I have enjoyed my participation in the Commission and

look forward to continuing my involvement.

ALAN Sf MPSON
Senator Wyoming
September 28, 1992

I am very pleased to have this additional opportunity to articu-
late further some of my concurring, as well as my dissenting views

concerning the contents of the Strengthening of America Commis-
sion report. As the Commission has brought together a truly wide
range of viewpoints from across the political spectrum, it has been

necessary for each of us to associate ourselves with some specific policy

recommendations with which we may personally disagree, in the

interest of advancing others that we consider to be of the utmost
importance. I do wish to express my strong personal support for the
general tenor of the report, even as I use this opportunity to describe

certain particular disagreements with it.
I am strongly supportive of the report's findings pertinent to the

immediate threats to this nation's future, in the forms of varied and

several interdependent trends: the spiraling national debt, a shortage

of national savings, slow economic growth, and the need for educa-

tional reformamong other issues. Each of these threats, if not met
and resolved, exacerbates the others, and they must, as the report

suggests, be dealt with "together."
Perhaps the single most important recommendation in this

report, in my view, is for a cap on the growth of federal mandatory
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spending. The principal authors of this report, my able colleagues
and friends, Senators Pete Domenici (R-NM) and Sam Nunn (D-
GA), attempted to accomplish this legislatively in the spring of this
year. That proposal was defeated by a legislative tactic involving a

series of amendments, each exempting a very sensitive political

constituency from the program controlled growth, and clearly de-
signed to subject the authors of the proposal to a series of politically
embarrassing votes. When there are only 28 votes against exempting
the first of these powerful groups, disabled veterans, the fate of the

rest of the exemptions had been well divined, and the sensible and

responsible proposal had to be withdrawn.
The correlation between national savings and the rate of eco-

nomic growth has long been apparent to economists. It is a regret-
table truth, however, that savings incentives in the tax code will do
very little to bolster our saving rate so long as the federal government
continues to soak up hundreds of billions of dollars in the form of

interest payments on the debt. It is my hope that this report will
contribute to public understanding of exactly what is driving the
deficit. It needs to be so much better understood that revenue in-
creases, and indeed even serious discretionary spending restraint, will
do little to reverse the trend of increasing deficits if the problems of
"automatic-pilot- mandatory spending increases are not meaningfully

addressed.

I would stress that time is a critical factor in attacking this
problem. Anneal "entitlement" spending topped 8700 billion in this
fiscal year, and could pass $1 trillion as early as 1997. This is spend-
ing that is not appropriated, and which increases "automatically"

unless changes are made in the law. There is so little public under-
standing of the principle that all of Congress's appropriated spending
could be frozen in a given year, and yet the deficit would still rise
because of inaction rather than action. A dollar -saved" in the cat-

egory of mandatory spending amounts to many, many dollars over
time, as it lowers the "baseline" from which all future increases are

made.

There are humanitarian as well as economic reasons for swiftly

meeting this threat. The Congressional Budget Office estimates that
fully 80(.7 of current entitlement spending is not "means-tested"

(being measured by the beneficiaries' net worth and revenue). Even-

tually mandatory spending must be reined in, as there is no possible
level of taxation which can keep up with the one-ended increases that

are currently built into the system. The sooner we address this
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problem, the greater the likelihood that we can assuredly hold harm-

less that spending which is given to individuals truly on the basis of

need.

Therefore, chose interest groups who claim that mandatory
benefits for the wealthy should be inviolate, and are always but a

prelude to "an attack on benefits on the needy," have it exactly wrong.

The budgetary reality is that an unreformed federal mandatory
spending system compounds the probability that benefits for the

needy must eventually be cut.
For these_reasons, I strongly support the provision in the report

that indicates that spending restraints must be "locked in" before any
revenue increases occur. I would stress that this principle is not
purely the product of a philosophical preference for a low level of

taxation and spending. It is a recognition that, within the current
process, revenue increases in the absence of mandatory restrictions

will not eliminate the threat of mounting deficits, with all that they
portend for our children's chances to lead prosperous lives.

Indeed, there are certain particulars in the report that I do not

endorse. One such example would be the suggested increase in the
gasoline tax in order to finance work on transportation infrastructure.
In general, I support the findings of the report that the tax code needs
to better encourage savings as opposed to consumption, and that this

must be combined with other changes in order to keep the total effect
on the tax code from being regressive. However, to me a gasoline tax
is plainly regressive, and the "incentives" it would be intended to
provide against unwarranted gasoline consumption just simply

cannot be workable when the traveler has no plausible alternative to
car travel. In my own vast, rural state of Wyoming, this is true in
almost all cases.

It is worthy of note, too, what this report has to say about
"getting our money's worth" in health care and education. While the
report demonstrates the necessity of putting these matters at the fore
of our national agenda, it also demonstrates that the problem is not
merely one of a failure to spend money. Indeed, health care reform

including a program of cost containment is necessary if mandatory

spending is to be brought under control, as the huge increases in
Medicare and Medicaid are in large part reflective of uncontrolled

health care cost increases throughout our country.

In general though, I commend the report's prominent attention
to repairing and restoring our national fiscal affairs, and its clarity in

exposing the serious threats to our federal fiscal future arid to our
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nation's manufacturing base. I trust that we will be able here to
provide an example by derailing the common ground in our think-
ing, in a year when it has become more common for progress on these

common threats to be held hostage to other poiicy disagreements.
Put very simply, our national future depends on our ability to develop
a consensus for action in these areas where the answers are well known

but not politically popular. As I often relate, "We all know what we

have to do." It is so. We must be about it.

LEO CHERNE
Chairman Emeritus
International Rescue Committee,
Former Executive Director

Research Institute of America
September 29, 1992

None of the gifted mernbers who undertook to work on this
study the experts, scholars, legislators, businessmen could have

reasonably hoped that the contribution they made would offer to the
nation as it faces its critical competitive test such a remarkable dem-
onstration of sober and demanding wisdom and guidance. Nor is it
likely that each individual who participated in this study will readily
yield agreement on every point. It is, however Little short of remark-
able that the many aspects of their work succeeded in achieving the
widest range of fundamental and effective forward thought. Most
importantly, the report makes a superb contribution in the area of
those American values which require strengthening if our country
hopes to benefit from economic success in the future.
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