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INTRODUCTION

This part of the budget has two sections. The first discusses
trends in Federal spending since 1980. The second describes the
priorities in the President's 1989 budget and how it implements the
Bipartisan Budget Agreement that the President and the Congress
adopted last November.

The Bipartisan Budget Agreement calls for 1989 discretionary
budget authority and outlay ceilings for defense, international, and
domestic programs, as shown in the table below. In the President's
1989 budget, funding for defense is constrained by both the budget
authority and outlay caps, funding for international discretionary
programs is constrained by the budget authority cap, and domestic
discretionary spending is constrained by the outlay cap.

Discretionary Budget Targets
(in billions of dollars)

Defense
International
Domestic . . . .

Bipartisan Agreement

Budget
Authority

299.5
18.1

148.1

Outlays

294.0
16.1

169.2

1989 Budget

Budget
Authority

299.5
18.1

147.6

Outlays

294.0
15.6

169.1
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PART 2a

BUDGET POLICY AND TRENDS SINCE 1980

The 1980s have seen a dramatic change in the Federal budget
and public policy. The growth rate of Federal spending has been
cut sharply, and budget priorities have been reordered. Since 1980,
real Federal spending has grown by 23 percent; it is projected to
increase by 26 percent for the full decade.1 This is a much smaller
rate of growth than in previous postwar decades; real outlays rose
by 37 percent in the 1970s, and by 50 percent or more in both the
1960s and 1950s.

Despite the slowdown in the rate of growth, Federal outlays
accounted for a slightly larger share of GNP in 1987 than they did
in 1980—22.8 percent vs. 22.1 percent. This share has been declin-
ing since 1983, however. The budget this year, in conformity with
the Bipartisan Budget Agreement, proposes a further decline to
21.8 percent in 1989. If the President's budget is accepted, the 1980s
will be the first decade since World War II in which Federal
Government spending fell as a share of GNP.

REALLOCATING RESOURCES TO BASIC NATIONAL
PRIORITIES

The slower overall growth of Government has been accompanied
by a substantial restructuring of Federal outlays. The Government
is now devoting more of its resources to basic national priorities
that are inherently the responsibility of the Federal Government.
At the same time, the Government is maintaining its commitment
to help disadvantaged individuals whose problems are of special
concern in our society, such as the poor and elderly.

• Defense capabilities have been substantially rebuilt to levels
that enable the Nation to provide for its own defense and
meet its international commitments.

• Programs for the poor have increased in real terms, albeit at
a slower rate than in the 1970s, a period of especially high
growth.

• Income security and health expenditures for the elderly and
retirees have grown, continuing the national commitment to

1 Throughout this section, unless otherwise indicated, all budget figures are expressed in constant (FY 1982)
dollars, and refer to outlays rather than budget authority.
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2a-2 THE BUDGET FOR FISCAL YEAR 1989

these groups; the economic status of the elderly has continued
to improve.

• The core executive, legislative and judicial functions of the
central Government, including enforcing the laws and con-
ducting foreign policy, have been maintained and strength-
ened.

• Grants to State and local governments (excluding payments
for individuals, which are mostly programs for the poor), which
grew rapidly during the 1970s, have been cut substantially,
but these governments, in general, have been able to adjust to
the change without undue stress; in the aggregate, they have
run surpluses over the period since the end of the recession.

• Lower priority domestic programs, which also grew rapidly
during the 1970s, have been curtailed.

The reordering of budget priorities is reflected in the most broad-
ly defined categories, as well as in specific functions and purposes.
A standard classification is defense, payments for individuals (most
of which are entitlements), other Federal programs (most of which
are discretionary), and interest on the debt. Even in these terms,
the changes during the 1980s are striking. Between 1980 and 1987,
total real outlays increased by 23 percent. Defense and interest
grew much more rapidly than average (52 and 90 percent, respec-
tively); payments for individuals grew at about the average rate (22
percent), with social security (the largest domestic program) grow-
ing somewhat more rapidly than other payments in the aggregate;
other nondefense spending fell (by 35 percent). Within the last
category, however, there have been increases in outlays for the
essential activities of the central Government, including the core
legislative and executive functions, law enforcement, and the con-
duct of international affairs. The campaign against illegal drugs
has been a very high priority; drug law enforcement and related
activities have received exceptionally large funding increases. The
administration has also identified other national priorities in space,
basic science, AIDS research, and air traffic safety, for which it has
sought and received significant funding increases. Real outlays for
these necessary activities and administration priorities have in-
creased by 10 percent. Spending on all other nondefense discretion-
ary programs has been reduced by 48 percent.2

Other significant changes have also occurred within these broad
spending categories. The remainder of this section describes the
changes in more detail. (The categories do not necessarily corre-
spond to budget functions and subfunctions and are not intended to

2 The figures in the text include the budget function of undistributed offsetting receipts. When these receipts
are excluded, other nondefense spending declined by 26 percent instead of 35 percent, and nonpriority programs
by 34 percent instead of 48 percent.
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BUDGET POLICY AND TRENDS SINCE 1980 2a-3

be mutually exclusive or exhaustive; they are chosen to delineate
important public purposes.)

COMPOSITION OF BUDGET OUTLAYS, 1970-1989
(as percentages of GNP)

National Defense
Net Interest
Payments for Individuals

Low-Income Benefits
Elderly and Retirees . ..
Other

Basic Government Functions
Other Administration Priorities
Grants to State and Local Governments1

Remaining Programs

Total Outlays

Addendum:
Health Benefits
Economic Development and Subsidies

1970

8.3
1.5
6.5
1.1
4.4
1.1
0.7
0.6
1.6
0.7

19.8

1.2
0.5

1 Excludes grants for payments for individuals.

COMPOSITION OF BUDGET OUTLAYS, 1970-1989
(in billions of FY 1982 dollars)

National Defense
Net Interest
Payments for Individuals

Low-Income Benefits
Elderly and Retirees
Other

Basic Government Functions
Other Administration Priorities
Grants to State and Local Governmentx

Remaining Programs

Total Outlays

Addendum:
Health Benefits .. ..
Economic Development and Subsidies

1 Excludes grants for payments for individuals.

1970

225.6
34.7

152.3
24.8

101.7
25.8
20.0
18.0
43.4
15.8

509.3

28.0
13.6

1980

5.0
2.0

10.4
2.0
6.8
1.6
0.7
0.4
2.2
1.5

22.1

2.1
0.7

1980

164.0
62.0

324.7
61.5

213.9
49.3
21.4
12.3
68.0
47.6

699.1

65.8
22.7

1987

6.4
3.1

10.6
1.9
7.6
1.1
0.6
0.4
1.2
0.4

22.8

2.7
0.2

1989

5.9
3.0

10.6
2.0
7.6
1.1
0.6
0.5
1.1
0.2

21.8

2.7
0.2

1987

249.7
117.5
394.9

71.8
281.7
41.4
22.6
14.4
42.6
18.6

859.3

100.0
7.4

1989

241.6
119.5
415.3

76.7
296.5
42.1
23.7
18.5
41.4

9.3

868.3

107.5
7.8

NATIONAL DEFENSE

In the aftermath of Vietnam, defense expenditures dropped
sharply until 1978. Real outlays were $62 billion lower in 1980 than
in 1970, a 27 percent decrease. Spending had fallen to levels well
below those prevailing before the Vietnam war. Defense spending
declined from 44 percent of all Federal expenditures to about 24
percent over the decade. Thus, when this administration took
office, military capability had been allowed to deteriorate. U.S.
strategic forces were in need of modernization, conventional equip-
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2a-4 THE BUDGET FOR FISCAL YEAR 1989

ment was undermaintained, spare parts were often lacking, and
the quality and turnover of military personnel was unacceptable.

A basic priority of the Reagan administration has been to rebuild
our national defenses. Toward this end, an increase in real outlays
of 52 percent, to $250 billion, has been achieved from 1980 through
1987. As a share of GNP, defense outlays are now at 6.4 percent,
compared to 5.0 percent in 1980. This level of defense expenditures
is well within the capacity of the American economy to sustain.
Indeed, during the prosperous peacetime decade of 1955-1964, the
United States devoted a full 10 percent of GNP to national defense.

As a result of the increase in spending, there were improvements
in all aspects of defense: strategic and conventional modernization;
training, readiness, and the ability to engage in sustained combat;
and the development of new systems. Naval and air forces were
strengthened and expanded, and manpower levels were increased
modestly.

Under the Bipartisan Budget Agreement, real outlays are pro-
jected to decline to $244 billion in 1988 and in $242 billion in 1989.
Budget authority is also being reduced, in real terms. After 1989,
outlays are projected to increase by about 1 percent annually
through 1993. Although our national defense objectives remain
unchanged, the rebuilding of national security capabilities will pro-
ceed at a slower pace. The defense program has been extensively
revised to accommodate reduced budget levels. However, the
budget proposals for 1989 and beyond present an essential program
for maintaining our defensive strength that will enable us to nego-
tiate fair agreements with our adversaries, in order to continue the
successes of this decade.

LOW-INCOME BENEFIT PROGRAMS

Income support programs for the poor grew extraordinarily rap-
idly during the 1960s and 1970s.3 Real outlays increased by almost
150 percent, from $24.8 to $61.5 billion, between 1970 and 1980.
New in-kind benefit programs were created for housing, food and
nutrition, and participation rates rose rapidly for many programs.

In the 1980s, the explosive growth in low-income benefit pro-
grams has been brought under control, but the poor have not been
abandoned. Low-income families have continued to benefit from
the programs developed in earlier years. Contrary to much popular
discussion, real outlays on economic protection for the poor have
not fallen; indeed, they have continued to grow during most years
of this administration, even as the economy has prospered. Real
outlays in 1987 amounted to $71.8 billion, 17 percent above the
1980 level. The share of GNP devoted to low-income benefit pro-

3 These programs are all payments for individuals; most are also entitlements. Housing assistance is the
largest discretionary program; others are refugee assistance and low-income energy assistance.
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BUDGET POLICY AND TRENDS SINCE 1980 2a-5

grams has been stable, at about 2.0 percent. The growth rate of
total real outlays has been reduced, as indeed it had to be, as a
result of the major policy changes in most low-income benefit pro-
grams that were enacted between 1981 and 1983. Real outlays have
nonetheless increased at an annual rate of 2.2 percent in the 1980s,
compared to 9.5 percent in the 1970s.

Medicaid is the source of much of this growth, partly because
medical costs have increased more rapidly than the cost of living in
general, and partly also because of policy changes and benefit
increases since 1984. Real medicaid outlays have increased by 41
percent, from $15.5 billion to $21.9 billion. Real outlays for other
programs have increased as well, at a more moderate 8 percent,
from $46.0 billion to $50.0 billion in the aggregate. There was,
however, a small decline of 9 percent in real outlays for food
stamps, from $10.7 billion to $9.7 billion, partly because of the
improvement in the economy that reduced the number of people
requiring help, and partly because of the changes enacted in 1981
to target assistance to those most in need.

There has been a reduction in budget authority for low-income
benefit programs, in real terms, from $95.6 billion to $72.3 billion.
The decrease is often cited as evidence that programs for the poor
have been cut during this administration. This is not the case. All
of the decline has come in housing programs, where budget author-
ity is misleading as a measure of benefits. A two-thirds reduction
in budget authority resulted solely from shifting to more efficient
and socially beneficial forms of housing assistance that use the
existing private housing stock instead of expensive new construc-
tion programs. Budget authority for new construction projects runs
for 20 to 30 years, compared to only 5 to 15 years for existing
housing vouchers and certificates. At the same time that budget
authority was reduced, actual real outlays for HUD's subsidized
programs increased by 68 percent from $6.3 billion in 1980 to $10.6
billion in 1987, as more people were aided. The number of assisted
households (including those subsidized through Farmers Home Ad-
ministration programs) has increased by over 1.5 million in the
1980s. Budget authority and outlays are essentially identical for all
of the other programs, and budget authority for low-income benefit
programs excluding housing assistance increased by 12 percent
between 1980 and 1987.

Real benefits (both cash and in-kind) have increased relative to
the number of poor people. Real benefits per person below the
poverty line reached an all-time high of $2,170 in 1986, 5.2 percent
above the 1980 level of $2,063. Real benefits per poor person are
continuing to rise. Real benefits increased by $1.2 billion in 1987,
and while the number of people below the poverty line in 1987 will
not be known until the summer of 1988, it almost certainly de-
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2a-6 THE BUDGET FOR FISCAL YEAR 1989

clined. The unemployment rate fell by almost 1 full percentage
point in the course of the year, dropping to the lowest level since
1979, and per capita real income continued to rise. The economy
grew at 3.8 percent, a better performance than in either of the two
previous years, during which the poverty population was reduced.

In fact, the change in benefits actually going to the poor is
greater than is suggested by the data on outlays per person. Pro-
grams such as food stamps and housing subsidies have been target-
ed more narrowly toward those living below the poverty level.
Some in-kind benefit programs have been reformed to eliminate
duplication of benefits and reduce administrative costs. Changes in
Aid to Families with Dependent Children (AFDC) were enacted in
1981 to help ensure that it is not used as a permanent wage
supplement by individuals able to support their families, and that
resources already available to those seeking assistance are more
fully taken into account in determining both eligibility and bene-
fits. At the same time, new programs have been created to meet
newly perceived needs, such as homelessness.

The poverty rate has been coming down since 1983, although it
remains unsatisfactorily high. Single-parent families are account-
ing for an increasing share of those below the poverty line. The
administration's welfare reform proposal is designed to ameliorate
this problem by offering incentives to those on welfare to acquire
the skills they need to obtain productive employment in our ex-
panding economy, and by strengthening the Federal-State child
support enforcement program to ensure that absent parents take
responsibility for their children.

BENEFITS FOR THE ELDERLY AND RETIREES

Income security and health programs for the elderly and for
retirees have grown steadily during this administration. Real out-
lays have risen 32 percent from $214 billion in 1980 to $282 billion
in 1987. As a share of GNP, spending has grown from 6.8 to 7.6
since 1980, with most of the growth accounted for by social security
and medicare. Growth in this decade will be half as rapid as in the
1970s, when real outlays rose by 110 pecent and the share of GNP
rose from 4.4 to 6.8 percent. Federal policy in the 1980s has contin-
ued the commitment to provide adequate social insurance for the
elderly, while at the same time seeking to bring the cost of the
programs within sustainable limits.

Part of the growth in program expenditures is accounted for by
the growing elderly population, a long-term demographic trend
that is steadily being reinforced as life expectancy increases. Part
of the growth also represents higher per capita expenditures. Aver-
age outlays have grown by 14 percent relative to the number of
elderly persons since 1980.
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BUDGET POLICY AND TRENDS SINCE 1980 2a-7

Important structural changes have occurred in many of these
programs during the 1980s. Reforms to preserve social security
were enacted in 1983, as Congress and the administration acted
upon the recommendations of the bipartisan National Commission
on Social Security Reform. These recommendations called for both
restrained outlays and increased receipts; carrying them out has
put the social security program on a sounder actuarial basis. Over
the course of the next several decades, the total taxes paid by (and
on behalf of) workers while they are working should be brought
into closer balance with the benefits they can expect to receive
after retirement.

Reforms have also been enacted in the Federal civilian and mili-
tary retirement systems which will save money in the very long
run. The new Federal Employees Retirement System (FERS) inte-
grates social security and Federal pensions for civilian workers
hired in 1984 and later years. FERS is more consistent with private
pension plans than its predecessor, the Civil Service Retirement
System; cost-of-living adjustments and benefits for early retirement
have been modestly reduced. Companion COLA and early retire-
ment reforms for the military retirement system were enacted in
1988. These changes together will eventually reduce the cost of
Federal civilian and military retirement programs, while maintain-
ing income security for retired workers.

HEALTH

Outlays for health are an important component of both low-
income benefit programs and income security for the elderly, and
also of veterans benefits. They are worth separate discussion be-
cause they are a growing share of the Federal budget. Virtually all
health programs have grown substantially during this decade. Be-
tween 1980 and 1987, real Federal outlays for health benefits rose
from $65.8 billion to $100.0 billion, an increase of 52 percent. Even
with this large increase, real health outlays grew more slowly in
the 1980s compared to the 1970s, an annual average rate of 6
percent versus 9 percent. The annual growth rates for both medic-
aid and medicare have been several percentage points lower in this
decade than during the 1970s. They have still been the most rapid-
ly growing programs for the elderly and the poor.

Medicare has grown especially rapidly during the 1980s. Real
outlays have increased from $39.7 billion to $67.2 billion between
1980 and 1987, an annual rate of 7.8 percent. As a share of GNP,
the program has grown from 1.3 to 1.8 percent. The growth in
outlays for medicare has been a serious fiscal problem throughout
this decade. The administration has proposed and Congress has
enacted reforms almost every year. The enacted reforms have dif-
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2a-8 THE BUDGET FOR FISCAL YEAR 1989

fered in a number of ways from the administration's proposals, but
there has clearly been a consensus that costs need to be contained.

Other health benefits include hospital and medical care for veter-
ans, where real outlays have risen by 15 percent beween 1980 and
1987. All veterans who apply to the Veterans Administration for
care, and who are found to need care, are being treated. Most
veterans who use the system are either service-disabled or have a
low income. Outpatient treatment has expanded by 20 percent
between 1980 and 1987, while inpatient care has increased by 6
percent. In 1986, eligibility rules were modified to give priority to
lower-income veterans with non-service disabilities, and to require
higher income veterans to contribute toward the cost of their care.

The growth in Federal outlays for health parallels the growth in
total spending on health in the United States. A steadily larger
share of the total income of the United States has been devoted to
health care throughout the postwar period.

The 1989 budget proposes reductions in medicare amounting to
$1.2 billion, largely through reducing indirect medical education
adjustments for teaching hospitals to levels reflecting the added
costs of providing education. These reductions are required in order
to implement fully the Bipartisan Budget Agreement. Consistent
with the agreement, the budget does not propose changes in medic-
aid. Costs are projected to increase further in both medicare and
medicaid, however, and future action will be necessary to control
program growth.

OTHER PAYMENTS FOR INDIVIDUALS

Low-income benefit programs and income security for the elderly
comprise a substantial majority of payments for individuals. The
largest of the other programs in these categories are unemploy-
ment compensation, veterans educational benefits, veterans serv-
ice-connected compensation, and higher education loans and
grants. Most of them are entitlements. Real outlays for these pro-
grams in the aggregate have decreased in the 1980s. The largest
decline occurred in trade adjustment assistance (TAA) for displaced
workers. TAA benefits peaked at $1.6 billion in 1980; they were cut
to less than $100 million in 1982 and later years. Other outlays for
unemployment compensation and outlays for veterans benefits
have declined mainly because of changes in the number of individ-
uals receiving benefits. Legislation in 1981 significantly modified
the unemployment compensation program to target extended bene-
fits more effectively to States with high unemployment, but the
effect on outlays was minor. Similarly, the changes in higher edu-
cation loans and grants, also designed to target assistance to those
most needing it, have had a small effect on the budget.
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BUDGET POLICY AND TRENDS SINCE 1980 2a-9

Unemployment Compensation. —Unemployment compensation
outlays vary inversely with the business cycle. Since the end of the
recession, nominal outlays have fallen by over 40 percent, and real
outlays by more than half, with most of the reductions coming
during fiscal year 1984 as the economic recovery took hold. Real
outlays in 1987 were one-third lower than the level at the begin-
ning of the decade. As a share of GNP, unemployment compensa-
tion declined from 0.6 to 0.4 percent between 1980 and 1987.

The 1981 Omnibus Budget Reconciliation Act reformed the ex-
tended benefits component of unemployment compensation to con-
centrate benefits on workers in States experiencing high levels of
unemployment and on those who had held jobs for 20 weeks or
more during the preceding year. The savings from these reforms
were modest—about $100 million, less than 5 percent of total out-
lays in 1983, for example—but they were the largest program
changes enacted in this decade, apart from the TAA reform.

TAA was changed in 1981 so that it could no longer be a supple-
ment to unemployment benefits, but was only an extension of
benefits for workers who had exhausted their weeks of unemploy-
ment compensation. The administration is now proposing to re-
place TAA with a new, more efficient and more expeditious
Worker Readjustment Program.

Veterans Benefits.—Outlays for service-connected compensation
and education benefits (the GI bill) have reflected changes in the
eligible population, rather than changes in policy.

Real outlays for veterans compensation have grown by 2 percent,
from $8.7 billion in 1980 to $8.8 billion in 1987. At the same time,
the number of veterans and survivors on the rolls has declined by 3
percent, reflecting the continued decline in the veteran population.
The administration has not proposed any major reforms for this
program. In both the 1988 and 1989 budgets, the President has
proposed to index benefits to the Consumer Price Index automati-
cally, rather than await annual Congressional action, in order to
ensure a full, timely cost of living adjustment to veterans and their
survivors.

Real outlays for veterans education benefits have decreased rap-
idly during the 1980s, from $2.9 billion in 1980 to $0.9 billion in
1987, as the number of Vietnam-era veterans receiving education
and training has fallen by 80 percent. This trend should continue
as Vietnam-era veterans exhaust their entitlement. The decline in
outlays will be offset, however, by increases in the newest veterans'
education program, the Montgomery GI bill. This provides for more
generous benefits than the previous peacetime veterans education
program, as a recruitment incentive for the all-volunteer armed
forces. The first trainees are expected to begin using their benefits
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2a-10 THE BUDGET FOR FISCAL YEAR 1989

in 1988, and outlays for the program are expected to grow rapidly
through 1992, when they should level off.

Higher Education.—Federal outlays for student aid increased
during the 1980s. Real outlays have risen from $6.0 billion in 1980
to $6.2 billion in 1987. Program reforms were initiated to reduce
subsidies to students from middle- and upper-income families,
while funds for poor students were increased. In 1982, Congress
required students from middle-income families to meet a needs test
before receiving a regular guaranteed student loan; in 1986, the
needs test was extended to all families.

The total amount of aid generated by Federal efforts to support
financially disadvantaged students exceeds the direct outlays. It
includes private capital used in making student loans guaranteed
by the Federal Government and matching funds provided by States
and educational institutions. When the total value of these re-
sources is included, aid generated by Federal loans or guarantees
has increased by 12 percent in real dollars during the 1980s.

BASIC GOVERNMENT ACTIVITIES

The administration has maintained or increased outlays on the
core functions of Government: the conduct of international affairs,
the administration of justice, the legislative and central executive
functions, and fiscal operations such as tax collection. These activi-
ties, jointly with national defense, can be regarded as the most
basic purposes of any national government. The administration has
identified and given priority to other important purposes, such as
science and basic research, space research and technology, and the
campaign against drug abuse. Other nondefense discretionary pur-
poses, with lower priority, have been substantially reduced.

International Affairs.—The administration has placed a high pri-
ority on increased spending for international affairs programs. In
1980, the United States was in retreat in many parts of the world
as Soviet power expanded, either directly as in Afghanistan or
through surrogates as in Nicaragua. The administration set out to
reverse this trend by supporting democratic governments and
movements throughout the world. Budgetary resources were devot-
ed to international security assistance, to strengthening U.S. capac-
ity to conduct diplomacy, and to international information pro-
grams, particularly broadcasting activities.

The results of this foreign policy effort have been dramatic.
Democratic governments have been established in countries where
there seemed little prospect for replacing entrenched totalitarian
or authoritarian regimes. The Soviet Union has met with strong
resistance from U.S. supported freedom fighters in Afghanistan
and Nicaragua. International broadcasting facilities, many of

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

1989



BUDGET POLICY AND TRENDS SINCE 1980 2 a - l l

which were decades out of date, have been completely modernized
and expanded.

International affairs spending grew by 32 percent, from $12.3 to
$16.2 billion in real terms, between 1980 and 1986. Since 1986,
Congress has been less willing to support the administration's ef-
forts. Congressional cuts caused real outlays to drop by $3.9 billion
in 1987, back to a level of $12.3 billion; a further decline to $11.1
billion will occur by 1989, under the Bipartisan Budget Agreement.
The administration believes that this recent trend must be re-
versed in the 1990s. Within the limits imposed by these constrained
resources, the administration will continue to place the highest
priority on programs that will sustain the spread of democracy
throughout the world.

General Government—The legislative and central executive func-
tions are fundamental to the conduct of Government. Real outlays
for these activities have decreased by 4 percent, from $5.0 billion in
1980 to $4.8 billion in 1987; outlays will rise to $5.8 billion in 1989.
The cost of tax collections accounts for more than half of this
amount, and tax collection outlays have increased from $2.8 billion
to $3.6 billion, or 28 percent. Total IRS operating outlays will
increase further in 1989, to $4.3 billion. Over 80 percent of the total
increase has been for improved tax law enforcement. IRS enforce-
ment staffing has increased by 50 percent since 1981. This growth
is mainly intended to make up for the virtual stagnation in en-
forcement efforts during the previous decade, which occurred de-
spite rapid growth in the tax base and increased complexity of the
tax laws. The administration has made significant investments in
programs to improve compliance with the tax laws and collect
additional revenue.

Law Enforcement—The other central domestic responsibility of
the Federal Government is to enforce the laws and provide for the
safety of the people of the United States. The Federal Government
has direct responsibility for protecting the Nation against orga-
nized crime, white-collar crime, drug violations, and hostile intelli-
gence activities by foreign nations. The budgets and personnel of
the FBI, the Drug Enforcement Administration, the Customs Serv-
ice, the Immigration and Naturalization Service and other Federal
law enforcement agencies have all increased significantly, enabling
these agencies to better enforce Federal statutes that cover a wide
variety of illegal activity. Resources for the U.S. Attorneys have
increased steadily, so that once violators are arrested they can be
vigorously prosecuted. This budget includes funds to increase the
capacity of Federal prisons, including innovative involvement of
the private sector to provide new facilities.
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2a-12 THE BUDGET FOR FISCAL YEAR 1989

In our Federal system, State and local governments play an
important role in maintaining public safety. Some Federal law
enforcement endeavors, such as the juvenile justice and delinquen-
cy prevention programs and the efforts of the Legal Services Corpo-
ration to provide counsel for the poor, are more properly provided
at the State and local level. The administration has sought to
reduce Federal funding for these activities, and to increase support
for activities that are appropriately provided at the Federal level.
For the latter, real outlays have increased from $4.1 billion to $5.5
billion, by 36 percent, during the 1980s, and this budget proposes a
further increase to $6.8 billion.

Drug Enforcement and Prevention Programs.—A significant
share of the increase in law enforcement outlays has come in the
area of drug enforcement, and the campaign against drugs has
been one of the administration's top domestic priorities. Since 1980,
the Federal budget for anti-drug programs has grown from just
under $1 billion to a proposed level of nearly $3.7 billion in 1989, a
300 percent increase. In real terms, outlays have grown from about
$1.2 billion to $2.9 billion. Precisely comparable numbers are not
available before 1980, because anti-drug activities are carried out
by several agencies, and previous administrations did not attempt
to identify their cost as specifically as this administration, but it is
clear that outlays have grown much more in the 1980s than in any
previous period.

The Drug Enforcement Administration (DEA) illustrates the in-
creasing commitment. Real outlays have grown twice as fast in this
administration as they did previously. Outlays have grown from
$243 million in 1980 to $345 million in 1987, and this budget
proposes a further increase to $391 million in 1989. DEA was
created in 1974 and spent $192 million (in 1982 dollars) in that
year. Similarly, real outlays for the Coast Guard increased by 10
percent from $1.3 billion in 1980 to $1.4 billion in 1987. Almost all
of this increase was for operating expenses. The Coast Guard's drug
interdiction activities are an important component of the adminis-
tration's war on drugs.

In addition to increasing the budget for drug enforcement, the
administration has also increased the number of agencies involved
in the war against drugs, and the degree of cooperation among the
agencies. More than 20 Federal agencies are now actively involved
in the struggle to drive illegal narcotics out of this country. The
Departments of Health and Human Services (HHS) and Education
lead the Federal effort to reduce the demand for drugs, by convinc-
ing young people that they should never begin to use drugs. HHS
also provides leadership and considerable funding for treatment
activities aimed at those who have made the mistake of taking
drugs.
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OTHER PRIORITIES

AIDS.—Acquired Immune Deficiency Syndrome (AIDS) is the
highest public health concern of the administration. Real outlays
have risen from $30 million in 1982 to $700 million in 1987; the
administration is proposing a further increase to $1.7 billion for
1989. Federal funds are spent both for research on the causes of
AIDS and potential treatments, and also for health education and
risk prevention. Research represents slightly less than half of out-
lays.

Science.—Basic research generates new knowledge which helps
ensure continued technological innovation. It represents an essen-
tial investment in the Nation's future. Real outlays for science
have risen from $1.7 billion in 1980 to $1.9 billion in 1987. This
budget proposes a further increase to $2.3 billion in 1989.

Real outlays for nondefense basic research by all Federal agen-
cies have risen from $4.6 billion in 1980 to $6.5 billion in 1987, an
increase of 39 percent. In contrast, real outlays for nondefense
applied research and development have declined from $15.3 billion
to $10.0 billion over the same period, a reduction of 35 percent.
Much of this decrease is due to cuts in funding for new and exotic
non-nuclear energy technologies. Such R&D comprised a large
share of Federal research spending during the 1970s as a reaction
to the energy crises in 1973 and 1979. In the 1980s, oil prices have
fallen sharply, and there is little need for continued Federal sup-
port. The energy sector of U.S. industry has also scaled back its
own expenditures on R&D since 1984.

Federal policy has placed a special emphasis on basic research
that has the potential to contribute significantly to America's long-
term economic competitiveness, such as research in the physical
sciences, mathematics and engineering. About one-half of the Fed-
eral funds for basic research go to the Nation's universities and
colleges. These funds support not only fundamental research but
also the training of future generations of scientists and engineers.

Space.—Support for space activities meets both the direct needs
of the Federal Government and broader national needs. After the
Apollo project to put a man on the moon was completed in the
early 1970s, expenditures for space activities steadily declined. This
administration has recognized the economic and scientific value of
space research, as well as its importance for national security. Real
Federal outlays for non-defense space activities have risen from
$5.4 billion in 1980 to $5.9 billion in 1987, an increase of 10 percent.

The space shuttle and manned space station are necessary first
steps for major new environmental initiatives, such as the ocean
topography experiment to learn more about the effect of ocean
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circulation on the climate of the Earth. They also will support
possible future missions beyond Earth's orbit, into the solar system.

Air Traffic Control—The successful deregulation of the Nation's
airlines has dramatically increased air travel. This in turn has
necessitated improvements in the air transportation system. Real
outlays for airports and airways have increased from $3.7 billion to
$4.1 billion between 1980 and 1987. A further increase to $4.5
billion is proposed for 1989. The bulk of the 1989 increase is intend-
ed to improve the reliability, capacity, and safety of the air traffic
control system, including increases in the number of controllers
and safety inspectors, and equipment improvements.

GRANTS TO STATE AND LOCAL GOVERNMENTS

Federal grants to State and local governments (excluding pay-
ments for individuals, which are mainly programs for the poor)
have been cut back sharply in real terms and as a share of GNP.
Real grants have fallen from $68.0 billion in 1980 to $42.6 billion in
1987, a reduction of 37 percent. As a share of GNP, grants have
been cut from 2.2 to 1.2 percent.

Many of these grants are for programs where the benefits are
primarily local rather than national, such as local economic devel-
opment and the construction and operation of local transportation
systems. Federal funding for these purposes has been substantially
reduced.

The administration and Congress have eliminated some grant
programs. One was general revenue sharing. When enacted in
1972, it was partly justified on the basis that the Federal Govern-
ment would run a surplus when the Vietnam War ended, while the
State and local government sector, as a whole, would continue to
run a deficit. This has not happened. Public service employment
was terminated as part of the reform of Federal job training pro-
grams in 1981-1982. It was supposed to provide temporary jobs and
training for the disadvantaged; instead, it was widely criticized
because a number of cities used it as a substitute for local re-
sources to hire municipal workers who could scarcely qualify as
being disadvantaged.

Other savings have also occurred as a result of this reform. The
Comprehensive Employment and Training Act (CETA) was re-
pealed in 1982, and replaced by the Job Training and Partnership
Act (JTPA). The JTPA emphasizes training to enhance permanent
employability. This contrasts to the main focus of CETA, which
paid program participants merely for showing up for classes, and
provided subsidized employment which had little, if any, effect on
long-term employability.
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Savings have also been generated by the consolidation of categor-
ical programs into block grants, simplifying State and local pro-
gram administration. The JTPA consolidated several CETA pro-
grams into a single block grant to States for training economically
disadvantaged individuals. Numerous social services programs were
combined into a single block grant and funding was reduced in
1982. Since then, real social services outlays have increased mod-
estly in most years, and in 1987 were about $300 million, or 5
percent, higher than in 1982. State and local governments have the
authority to shift funds among the new block grants that have
replaced categorical programs, and there is some evidence from
Government studies that they have used this authority to increase
funding for social services.

Similarly, 29 categorical programs for elementary and secondary
education were consolidated into a single block grant. These pro-
grams were typically small and there was no systematic relation-
ship between funding and need. The block grant reduced the cost of
compliance for State and local education agencies and provided
program flexibility.

Elementary and secondary education has traditionally been the
responsibility of State and local governments; the Federal share of
financing has been small (under 10 percent of total spending). In
the 1980s, real expenditures for public education, by all levels of
government combined, have risen to record amounts, from $133
billion to $145 billion between 1980 and 1987. Real outlays per
student have risen also, from $2,945 to $3,276. State and local
governments have provided the increase from their own fiscal re-
sources, without requiring additional Federal Government support.

The increase in spending alone is not a guarantee of better
education. There is no direct connection between greater expendi-
tures (or greater Federal expenditures) and higher quality. There
has been a renewed national concern with educational quality, a
concern that was given impetus and focus by the 1983 report of the
National Commission on Excellence in Education, A Nation at
Risk. The efforts of governments and private citizens are beginning
to show results. Many measures of educational attainment that
were previously declining, notably standardized test scores, have
recently begun to stabilize or rise. This has been accomplished by
State, local and family initiatives, not with spending alone.

Overall, State and local governments have absorbed the decline
in Federal grants without straining their fiscal resources. The re-
duction amounts to about 5 percent of their budgets (if real outlays
had been maintained at their 1980 levels until 1987). They ran
surpluses from the end of the recession through 1986, excluding
their pension fund receipts. In 1987, the sector ran a modest deficit
of $6 billion, about one percent of total outlays, but this occurred
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because their construction spending has been growing rapidly in
recent years. Construction is largely financed through debt issue as
a matter of deliberate policy. The cost of construction is counted in
outlays, but the bond proceeds are not counted as revenues. The
States have been and remain in a position to assume more respon-
sibility in many of the areas where the Federal Government has
cut back its support.

The fiscal rearrangements reflected in the 1989 budget demon-
strate the administration's renewed emphasis on the importance of
federalism. Rather than seeking to control State and local decisions
through the grant process, the Federal Government has moved to
restore decision-making authority to States and localities, which
better understand the priorities of their citizens. Similarly, the
administration has sought to reduce unnecessary administrative
restrictions on State and local recipients of Federal funds, recogniz-
ing that States also have incentives to control expenditures.

ECONOMIC DEVELOPMENT AND BUSINESS SUBSIDIES

Federal outlays for economic development and subsidies to pri-
vate business have been cut back sharply in the 1980s.4 Real
outlays have fallen by two-thirds, from $22.7 billion in 1980 to $7.4
billion in 1987; they are lower than at any time since 1970. Pro-
grams in this category can be divided generally into urban develop-
ment, rural development, and business subsidies. Most programs in
the first two categories take the form of grants to State and local
governments; most business subsidies are paid directly by the Fed-
eral Government. Reductions have been substantial for each cate-
gory during the 1980s: from $5.7 to $3.1 billion in real outlays for
urban development (mainly community development block grants
and urban development action grants), from $5.1 to $1.3 billion for
rural development (now, mainly Farmers Home Administration
programs for wastewater treatment plants and community facili-
ties, and assistance to Indian reservations), and from $12.0 to $3.1
billion for private business. These programs grew rapidly during
the 1970s and have been cut back below their 1970 level in real
terms; subsidies to business have been cut to less than half the
1970 level. Economic development assistance and support for re-
gional commissions have been cut back sharply.

Reducing and eliminating local development assistance and busi-
ness subsidies has been a continuing goal of the administration.
Support for a number of regional commissions has ended; this year,
the administration is again proposing to terminate the Appalach-
ian Regional Commission, the Economic Development Administra-
tion and Urban Development Action Grants. Often these programs

4 This comparison includes grants to State and local governments as well as other subsidies. Outlays for the
grants are also included in the previous subsection.
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benefit one business or locality at the expense of others; some
localities have received UDAG funds, for example, to subsidize
businesses to move away from other localities. It is inappropriate
for the Federal Government to favor one region at the expense of
another, or one business enterprise over its competitors, and it is
futile to try to favor all regions or all businesses. There is particu-
larly little justification for these subsidies when the economy as a
whole is continuing to grow strongly.

REMAINING DOMESTIC PROGRAMS

The other activities of the Federal Government account for a
small and declining share of the budget. Agricultural price sup-
ports are a substantial fraction; outlays have risen during most of
the decade, but came down in 1987 and are expected to continue
falling. The other programs in the aggregate have been declining
substantially.

Agriculture.—Farm price supports have grown even while the
overall economy has improved. Real outlays in 1986, at $24.6 bil-
lion, were almost three times the 1980 level ($8.9 billion). During
the 3 years 1974 to 1976, an exceptionally prosperous period for
American agriculture, farm price supports had fallen to their
lowest level since the Korean war. Since then, they have increased
steadily both in real terms and as a share of GNP. The experience
in 1987, however, indicates that this decade-long trend is finally
being brought under control. The Food Security Act of 1985 has
successfully shifted the focus of U.S. agriculture policy to recaptur-
ing lost markets and shifted farm lending programs from direct
Federal lending to loan guarantees. Exports and domestic consump-
tion of the major agricultural commodities increased significantly
in 1987, farm land values have begun to rise, and default rates on
farmer and rural loans are dropping. Reflecting these conditions,
outlays for agricultural price supports declined by $3.3 billion (in
real dollars). The budget projects further reductions in 1988 and
1989, to $15.2 billion (in 1982 dollars) by 1989.

Other Discretionary Programs.—Outlays for other Federal Gov-
ernment activities are relatively small in the aggregate. During the
1980s, they have been sharply reduced both in real terms and as a
share of GNP. Real outlays were $46.8 billion in 1980 (1.5 percent
of GNP), compared to $25.3 billion (0.6 percent of GNP) in 1987.
They are projected to be $22.4 billion in 1989.

This residual category comprises a diverse set of programs from
many budget functions. In several functions only a small part of
the outlays are included here. Most of the programs are relatively
low priority activities from the standpoint of the Federal Govern-
ment, and the administration has sought and achieved outlay re-
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2a-18 THE BUDGET FOR FISCAL YEAR 1989

ductions, program terminations, and reforms. The Water Resources
Development Act of 1986, as an example, authorizes fees for use of
commercial harbors, and will bring in more than $200 million in
1989 to pay for operation and maintenance expenditures previously
financed by general tax revenues. One of the best ways to test the
worth of a governmental program or a particular project is to shift
some of its costs to the direct beneficiaries. The administration has
established this test with water resources development projects. As
a result, local sponsors and users choose to proceed only on the
projects which are most important and most cost-effective.

The FHA mortgage insurance premium has been converted from
a monthly charge to a single payment of the full amount when the
loan is closed. The administration has terminated the Synfuels
Corporation, saving $200 million per year, and sold Conrail, the
Government-owned freight railroad serving the Northeast and Mid-
west. Some further reductions are being proposed in order to meet
the outlay ceilings stated in the Bipartisan Budget Agreement.
Additional land acquisitions for parks and refuges, and construction
activities, would be postponed through 1993, for instance.

Undistributed Offsetting Receipts.—Federal Government receipts
from several sources are included in the budget as distributed
offsetting receipts, a separate budget function. These receipts, have
increased from $23.5 billion in 1980 to $30.9 billion in 1987, in real
terms. The largest component is the employer share of Federal
employee retirement funds, which has been growing during the
1980s. Rent and royalties from oil leases on the Outer Continental
Shelf are also reported as undistributed receipts. Part of the in-
crease reflects significant policy changes, such as the sales of Gov-
ernment-owned loans and other assets. The 1987 sale of Conrail for
$1.9 billion is counted in this function. The administration is pro-
posing to sell Amtrak, the Naval Petroleum Reserve, and other
assets that more appropriately should be owned and managed
within the private sector.

CONCLUSION

The restructuring of the budget that has occurred during the
1980s was necessary and unavoidable. Outlays for domestic pro-
grams could not have continued to grow at the rapid rates of the
preceding three decades without serious harm to the economy. Nor
could the Nation have continued to allow its defense capability to
decline as it did after the Vietnam war.

These changes have been accomplished without neglecting the
basic domestic responsibilities of the Federal Government, and
without creating hardships for the poor, the elderly, or others who
deserve special consideration as a matter of public policy. Impor-
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tant public purposes, such as maintaining and improving the
health of our citizens, have received increased funding, but at the
same time the Federal Government has succeeded in better con-
trolling the costs of health programs. New priorities, such as re-
search on the Strategic Defense Initiative and AIDS, have been
recognized and supported. Programs have been restructured to pro-
mote administrative efficiency, as for example the block grants in
education and social services. Ineffective programs, such as CETA,
have been replaced by more carefully designed and targeted pro-
grams. Funding for low-priority programs has been sharply cut
back and some programs have been terminated, among them subsi-
dized public service employment, general revenue sharing, and
regional economic development commissions.

The 1980s have been a decade of restrained growth in the Feder-
al budget. In 1987, nominal expenditures grew at their lowest rate
since 1965, only 1.2 percent; real outlays actually declined for the
first time since 1973. The result was a reduction of $71 billion,
nearly one-third, in the budget deficit. Continued restraint is essen-
tial if further progress is to be made in reducing the deficit, meet-
ing the Gramm-Rudman-Hollings deficit targets for 1989, and
achieving a balanced budget by 1994.
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PART 2b

PRIORITIES IN THE 1989 BUDGET

In fiscal 1987, there was an historic drop in the Federal deficit,
which declined from $221.2 billion in 1986 to $150.4 billion in 1987.
As a percent of GNP, the deficit declined from 5.3 percent to 3.4
percent. For the first time in nearly two decades, outlays did not
increase in real terms.

Last November, the President and Congress reached an historic
agreement to ensure continued progress in reducing the deficit.
Under this budget, which implements that agreement, the deficit
would decline to $129.5 billion in 1989 and $104.2 billion in 1990.
As a percent of GNP, it would be 2.6 percent and 1.9 percent. As
the table shows, the 1986 to 1990 reduction would be achieved
primarily through limiting the growth in outlays to below the
growth in receipts—a circumstance that should occur naturally as
the economy grows. Indeed, receipts will have grown by 36 percent
and outlays by only 16 percent, producing a deficit reduction of
$117.0 billion.

PRESIDENT'S 1989 BUDGET
(in billions of dollars)

Receipts..
Outlays

Deficit. .

1986

769.1
990.3

-221 .2

1987

854.1
1,004.6

-150 .4

1988

909.2
1,055.9

-146.7

1989

964.7
1,094.2

-129 .5

1990

1,044.1
1,148.3

-104 .2

Change
1986-90

275.0
158.0

117.0

Percent
change

1986-90

35.8
16.0

- 5 2 . 9

The Bipartisan Budget Agreement divided spending into several
categories, including national defense, international discretionary,
domestic discretionary, and entitlements and other mandatory pro-
grams. Spending for entitlements and other mandatory programs is
determined largely by the number of individuals and businesses
that meet eligibility criteria established by law. Discretionary pro-
grams are funded at levels set by annual appropriations.

The Bipartisan Budget Agreement set levels for the three discre-
tionary categories, leaving it to the administration to propose its
own priorities within those categories. Rather than simply treating
all programs alike in some false sense of equity, the administration

2b-l

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

1989



2b-2 THE BUDGET FOR FISCAL YEAR 1989

has proposed substantially higher funding for priority programs, to
be accommodated by lower funding and termination of programs
that have outlived their purpose, have no Federal purpose, or are
wasteful or inefficient.

The Bipartisan Budget Agreement set no caps or levels for enti-
tlements and other mandatory programs but, rather, included spe-
cific savings to be achieved. This budget only proposes major
changes in these programs where Congressional action on the 1988
budget did not achieve the 1989 savings called for in the Agree-
ment.

The next section analyzes the budget proposals for each of the
four main categories. The remaining sections discuss receipt initia-
tives, proposed asset sales, and privatization and other manage-
ment initiatives included in the President's budget.

NATIONAL DEFENSE

The President's budget proposes $299.5 billion in budget author-
ity for the national defense function, the level specified in the
Bipartisan Budget Agreement. This level, which is $33 billion
below last year's biennial request for 1989, is about the same as the
1988 level in real terms. The estimated outlays for the defense
function also fall within the Bipartisan Budget Agreement limits.

Meeting the new budget level for 1989 has required an extensive
revision of the budget submitted last year. The revisions include
some force reductions, slowdowns and deferrals in the development
and procurement of weapon systems, as well as cancellation of
some acquisition programs.

The President's strategic modernization program remains a high
priority. The budget proposes $4.6 billion for the strategic defense
initiative—a $1 billion increase over the level provided by the
Congress for 1988, but less than the $6.3 billion originally planned
for the 1989 budget. Although substantial modernization would
continue, some programs have been reduced relative to last year's
plans. In particular, the small ICBM has been substantially re-
duced because of budget constraints.

Conventional force capability improvements would continue, but
at a slower pace than planned. Combat readiness would be protect-
ed, but with some delay in equipment maintenance. Major adjust-
ments to the program planned one year ago include the termina-
tion or delay of some aircraft acquisition programs, such as the
Navy A-6 attack aircraft and the restructuring of the Army heli-
copter program. There would also be accelerated retirement of
some older Navy ships. There are substantial reductions in mili-
tary end strength levels for both the Air Force and Army.

The budget requests a 4.3 percent military pay raise in January
of 1989. This would roughly match increases in private sector pay,
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and would safeguard the achievements made by the administration
in restoring a dedicated, high quality military force.

As budget pressures increase, continued emphasis on the defense
management improvement program, implemented seven years ago,
becomes more important. Significant progress has been made in
reducing costs through the use of multiyear contracts, increased
competition, and improved management of spare parts. Further
emphasis on improved defense program management would contin-
ue under the 1989 budget. Specific efforts include the contracting
out of some commercially available activities, strengthening the
financial management system, and expanding the Department's
plan to improve productivity.

NATIONAL DEFENSE
(in billions of dollars)

1987 1989
Percent
Change

1988-89

Department of Defense—Military:
Budget Authority
Outlays

Atomic energy defense:
Budget Authority
Outlays

Other:
Budget Authority
Outlays

279.5
274.0

7.5
7.5

0.5
0.6

283.2
277.3

7.7
7.6

0.5
0.5

290.8
285.5

8.1
7.9

0.6
0.6

Total, national defense:
Budget Authority-
Outlays

287.4
282.0

291.4
285.4

299.5
294.0

MEMORANDUM
Bipartisan Budget Agreement:

Budget Authority
Outlays

292.0
285.4

299.5
294.0

7.6
8.2

0.4
0.3

0.1
0.1

8.1
8.6

7.5
8.6

2.7
3.0

4.5
4.1

27.0
11.2

2.8
3.0

2.6
3.0

INTERNATIONAL DISCRETIONARY PROGRAMS

The President's budget proposes $18.1 billion in budget authority
and $15.6 billion in outlays for discretionary programs in the inter-
national affairs function. This represents a two percent increase in
budget authority over the 1988 level, as agreed to by the bipartisan
budget negotiators. Unlike domestic discretionary programs where
the outlay target from the Bipartisan Budget Agreement becomes
binding before the budget authority target, the budget authority
target is the primary constraint for international affairs discretion-
ary programs. Outlays are estimated to be $0.5 billion below the
Bipartisan Budget Agreement ceiling. This occurs because the
highest priority discretionary programs in the international affairs
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function are those that require relatively fewer outlays during the
first year of funding.

The Bipartisan Budget Agreement entails severe stringencies in
every category of international affairs activity. The budget would,
however, permit growth greater than two percent in a few key
discretionary areas. A limited (three percent) increase is requested
for security assistance programs. These programs provide military
goods and services and help strengthen the economies of allied and
friendly countries where the U.S. has special security concerns.
They also help ensure U.S. access to military bases and facilities
overseas. Full funding is also requested for 1989 commitments of
the U.S. to the various multilateral development banks. Arrears on
past commitments to these institutions cannot be restored in 1989
and thus will be deferred until 1990. Finally, new funding for
international radio broadcasting transmitter sites is requested, to
permit further work on sites in Israel, Morocco, and Thailand.

To achieve the discretionary increases, a number of other inter-
national programs would be held to less than two percent growth.
For example, funding for foreign food aid, under Public Law 480,
would not increase, although the capacity would remain to handle
disaster needs due to crop failure. Elsewhere, the U.S. would be
unable to meets its obligations to a number of international organi-
zations and multilateral agreements. Over time, steps must be
taken to redress this situation.

INTERNATIONAL DISCRETIONARY PROGRAMS

(in billions of dollars)

1987 1988 1989 Change
1988-89

Percent
Change
1988-89

Foreign aid:
Budget Authority.
Outlays

Other international:
Budget Authority.
Outlays

14.0
12.4

5.6
0.3

13.4
12.9

4.5
2.8

13.6
12.8

4.5
2.8

0.3
-0.1

2.0
-0.9

0.3
-1.2

Total, international:
Budget Authority..
Outlays

19.6
12.8

17.9
15.8

18.1
15.6

0.3
-0.2

1.6
-1.0

MEMORANDUM

Bipartisan Budget Agreement:
Budget Authority
Outlays

17.8
16.5

18.1
16.1

0.3
-0.4

1.7
-2.4

*$50 million or less.

DOMESTIC DISCRETIONARY PROGRAMS

Domestic discretionary programs are those that are annually
funded in appropriations acts. The category includes a wide diversi-
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ty of Federal programs, from enforcement of the laws to providing
grants for local economic development. The budget requests for
discretionary programs are within the limits set by the Bipartisan
Budget Agreement. The budget does not uniformly increase all
domestic discretionary accounts above the 1988 levels in order to
reach the ceiling, but seeks to allocate spending to higher priority
programs while reducing funding for ineffective, duplicative, or low
priority programs. For example, the budget proposes to shift Feder-
al funding from costly local economic subsidies that do not increase
net investment to high priority research such as the space station,
the super collider, and automated manufacturing technology. This
section outlines proposals for discretionary programs which reflect
this shift to more productive, efficient, and effective programs.

DOMESTIC DISCRETIONARY PROGRAMS

(in billions of dollars)

1987 1988 1989 Change
1988-89

Percent
Change

1988-89

Space and science:
Budget Authority
Outlays

Transportation and public works:
Budget Authority
Outlays

Economic subsidies and development:
Budget Authority
Outlays

Education and social services:
Budget Authority
Outlays

Health research and services:
Budget Authority
Outlays

Law enforcement and other core functions of govern-
ment:

Budget Authority
Outlays

12.5
9.2

12.3
26.7

39.4
38.6

29.6
27.9

22.7
20.9

20.5
24.7

10.7
10.9

12.6
28.4

44.6
41.4

30.2
30.0

23.9
22.8

21.2
27.2

13.9
13.1

11.0
28.3

43.1
43.1

31.3
31.1

24.7
24.2

23.6
29.3

3.1
2.2

-1.6
_*

-1.5
1.7

1.1
1.1

0.8
1.4

2.4
2.0

Total, domestic discretionary.-
Budget Authority
Outlays

136.9
148.1

143.2
160.6

147.6
169.1

4.4
8.5

MEMORANDUM

Bipartisan Budget Agreement:
Budget Authority
Outlays

145.1
160.3

148.1
169.2

3.0
8.9

29.3
20.2

- 1 2 . 7

- 3 . 3
4.2

3.7
3.6

3.5
6.2

11.3
7.5

3.1
5.3

2.1
5.6

*$50 million or less.

Space and Science.—The programs in this category include the
National Science Foundation (NSF), space programs in the Nation-
al Aeronautics and Space Administration (NASA) and the general
science programs of the Department of Energy. These programs
help to ensure U.S. strength and leadership in science and space
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technology. The President's budget requests $13.9 billion in budget
authority for these programs, a 29 percent increase over the 1988
enacted level.

The President's budget proposes to increase funding for the Na-
tional Science Foundation (NSF) to $2.1 billion in budget authority
for 1989, an increase of 19 percent from the 1988 enacted level.
NSF would emphasize the support for basic research, and for sci-
ence and engineering education. Continued U.S. leadership in sci-
ence and technology depends on the future availability of high-
quality scientists and engineers. NSF would also fully fund 10 to 15
interdisciplinary Science and Technology Centers for five years,
encouraging substantial participation by industry and the States to
speed the transfer of knowledge from the laboratory to the market-
place. Support for basic research is a key element in helping to
ensure, over the long-term, the ability of the U.S. to compete in
increasingly competitive global markets. University-based research
not only generates the "intellectual capital" of new knowledge, but
also, through the training of future scientists and engineers, the
essential "human capital" necessary for continued economic
growth.

The budget also requests an increase of 49 percent for the gener-
al science programs within the Department of Energy, to reach a
budget authority level of $1.2 billion for 1989. This includes fund-
ing for the initial construction of the Superconducting Super Col-
lider (SSC), the world's most powerful atom smasher. The SSC is a
critical part of the administration's initiative to maintain and
strengthen the Nation's scientific and technological leadership. The
1989 level for the SSC represents the first year of an eight-year
$5.3 billion construction project. The budget estimates assume sub-
stantial cost sharing by the host State and foreign countries, begin-
ning in 1991.

Budget authority of $10.6 billion is proposed for the space-related
activities of NASA, a $2.4 billion increase from the 1988 level. This
increase would allow NASA to continue the buildup of safe flight
of the space shuttle, while initiating development of a new ad-
vanced solid rocket motor to improve the shuttle's performance,
reliability and safety. NASA would also significantly expand devel-
opment activities for the manned space station, leading to operat-
ing capabilities in the mid-1990's, and initiate a major new space
science project, the Advanced X-ray Astrophysics Facility. For the
space station, the President's budget proposes providing funding for
1989 through 1991 this year and, later this year, legislation to
establish a ceiling on total program costs. These measures would
provide program stability as well as necessary discipline in control-
ling costs. A continued national commitment to a permanently-
manned space station is essential if the nation is to maintain its
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leadership in space. The space station is planned for development
in cooperation with our friends and allies. This multi-purpose facil-
ity will advance not only our capability in space research and
technology, but will also serve to foster commerical and entrepre-
neurial space activities. NASA will strongly encourage private
sector investment in the space station, including relying on the
private sector to the greatest extent feasible for future enhance-
ments to the space station.

Transportation and Public Works.— This category includes air,
water, and ground transportation programs as well as Federal
water resource projects. In total, budget authority for this category
would be reduced under the President's request, from $12.6 billion
in 1988 to $11.0 billion in 1989. Increases for high-priority pro-
grams such as the Federal Aviation Administration (FAA), and for
new construction starts for the Army Corps of Engineers, would be
offset by reductions in low-priority programs such as mass transit.
The budget also proposes to terminate unnecessary subsidy pro-
grams, such as payments to air carriers for providing service to
certain communities, and grants to Amtrak. The Interstate Com-
merce Commission is proposed for termination, contingent on en-
actment of legislation to deregulate the motor carrier industry.

The administration requests a 44 percent increase in funding for
the modernization of air traffic control facilities and equipment.
For example, the proposed funding increase for 1989 would permit
procurement of specialized radar systems designed to detect highly
dangerous wind shears. It would also allow for continued develop-
ment of the advanced automation system, which is an automated
air traffic control system designed to expand capacity, improve
efficiency, and maintain the high level of safety of the airways as
aviation activity increases. The administration also requests a 9.4
percent increase for FAA operations in order to increase the air
traffic controller, aviation safety, and inspector workforces, com-
mensurate with projected increases in aviation activity.

The budget also includes the administration's proposal to reform
maritime operating subsidies by expanding carriers' operating flexi-
bility, reducing the cost of subsidy per ship, and allowing addition-
al carriers to participate in the program. In addition, the proposal
contains several reforms that would reduce the cost of administer-
ing the cargo preference program.

The administration's request for $4.3 billion in budget authority
for the Federal water resources agencies—the Army Corps of Engi-
neers, Interior's Bureau of Reclamation, and Agriculture's Soil
Conservation Service (SCS)—is approximately the same as that
enacted in 1988. Increases due primarily to the construction of new
Federal water resource projects initiated since 1985 would be offset
by a decrease for lower-priority SCS projects and already author-

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

1989



2b-8 THE BUDGET FOR FISCAL YEAR 1989

ized commercial navigation fees and non-Federal project financing.
Most proposed funding is for ongoing construction of projects start-
ed in previous years, and the operation and maintenance of com-
pleted projects. In addition, the administration is proposing six new
construction starts for the Army Corps of Engineers, including the
Santa Ana flood control project in California.

Total obligations for the Federal-aid highway program would be
targeted at $12.3 billion, down 5.7 percent from 1988 estimates.
This would ensure that spending from the highway account of the
highway trust fund does not exceed annual user fee receipts. Eligi-
ble highway projects should be funded through these grants, which
give States discretion to spend on their high-priority programs, and
not with separate earmarking, which the Congress has used in the
past for some specific projects.

The budget also calls for a decrease of 54 percent in mass transit
funding. The proposed savings would come primarily from termi-
nating discretionary grant funding used to build or expand transit
systems which have often been unnecessary, too costly, and under-
utilized. For example, in 1973, Detroit estimated that its automated
people mover would cost $30 million to build; it actually cost $200
million and attracts no more than 10,000 daily riders, far less than
the 71,000 originally projected. In Miami, a $1 billion transit in-
vestment carries only one-sixth the ridership originally estimated
to justify the project. The bus riders of Miami have endured higher
fares and reduced service because current transit funds have been
diverted to the rail system. The budget also proposes eliminating
operating subsidies to large and medium-sized cities. These subsi-
dies were originally provided in response to the energy crisis to
increase ridership and decrease fuel consumption, but most have
come to finance increased wages and declining labor productivity
in the mass transit industry. Absenteeism in the transit industry is
estimated at three times the national average, yet transit operators
and mechanics in large publicly operated systems earn 31 to 95
percent more than their counterparts in the private sector.

Economic Subsidies and Development—This category includes
programs for energy, natural resources and the environment, farm
programs, commerce and housing credit, community and regional
development, and housing assistance. Funding increases are pro-
posed for a few selected programs in this category, including full
funding for the Federal share of the innovative clean coal technolo-
gy demonstration program, which addresses the problem of acid
rain. However, many programs would be reduced because they no
longer warrant Federal support. Many reward inefficient private
activities and support State and local development more appropri-
ately financed by State and local governments or the private
sector. Surely this is an area that we can afford to reduce in order
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to fund higher priority programs such as health research, educa-
tion programs, and education and enforcement efforts concerning
drug abuse. On net, the administration proposes to reduce budget
authority for this category from $44.6 billion in 1988 to $43.1
billion in 1989.

The administration is requesting $0.5 billion of budget authority
in 1989 to continue developing and filling the strategic petroleum
reserve (SPR) at a minimum average rate of 50,000 barrels per day,
the fill rate approved by Congress in 1988. The SPR is a Govern-
ment stockpile of crude oil to supplement the market in the event
of a severe disruption in world oil supplies. If the administration's
proposal to sell the naval petroleum reserve (discussed below under
Revenues) is approved, the administration will propose additional
funding of $0.7 billion to increase the SPR fill rate to 100,000
barrels per day and to create an additional 10 million barrel inven-
tory in 1989. This would add to the country's ability to deal with
energy supply disruptions.

The President proposes budget authority of $1.6 billion for 1989
for the Hazardous Substance Superfund. This represents an in-
crease of $0.5 billion over 1988 funding levels, and would continue
the full-scale buildup of this hazardous waste cleanup program.
The increase would prevent any delay in starting work on projects
ready for cleanup, and would also enable the Superfund program to
maintain the momentum gained since reauthorization.

The budget also requests full funding for the Government's share
of a five-year, $2.5 billion innovative clean coal technology demon-
stration program. Congress has already provided $0.7 billion for the
program for 1988 and 1989. The 1989 budget seeks $1.8 billion
additional advance appropriations. This program supports commer-
cial-scale, innovative control technology demonstration projects
consistent with the recommendations of the U.S. and Canadian
Special Envoys on Acid Rain. These projects, whose costs will be
shared at least 50 percent with industry, are intended to address
the environmental effects of acid rain by stimulating the develop-
ment and deployment of new means to reduce air pollution emis-
sions. The budget also provides strong support for continuation of
the 10-year research activities of the national acid precipitation
assessment program (NAPAP), whose final assessment will be pub-
lished in 1990.

The administration proposes an increase of more than 70 percent
in budget authority for the federal conservation reserve program.
Under this program, the Federal Government contracts with
owners of highly eroded cropland acres to remove them from active
crop production. In exchange for placing their acres of cropland in
a reserve status, landowners receive assistance in establishing ap-
propriate conservation cover on the land, as well as rental pay-
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merits on each acre. The proposed increase is necessary in order to
increase the number of acres enrolled in the program, as mandated
by the 1985 farm bill, and to provide increased technical assistance
in determining eligibility of landowners.

The administration proposes to expand its use of vouchers to
meet rural and non-rural housing needs. In 1989, 135,500 additional
low income households would receive housing subsidies (primarily
vouchers), an 8 percent increase from 1988. Vouchers can be used
in most privately-owned units meeting housing quality standards,
and are less costly than other housing subsidies for low-income
households. For example, a new public housing unit costs $700 per
month for each family served, while a voucher can provide the
same assistance for only $250 each month. Vouchers increase
household choices regarding where to live, and permit more effi-
cient use of private sector housing. Lending and selected grant
programs which have not been cost-effective would be terminated.

In particular, the administration would discontinue the housing
development action grant (HoDAG) program created by the Hous-
ing Urban-Rural Recovery Act of 1983. Although the HoDAG pro-
gram was intended to subsidize the construction or rehabilitation
of rental housing in low- and moderate-income neighborhoods expe-
riencing a severe shortage of rental housing, it has proven to be an
inefficient subsidy for costly new construction activity. The admin-
istration prefers relying upon housing vouchers for use with exist-
ing rental housing units. Congress not only provided no new 1988
appropriations for HoDAG, it also proposed termination at the end
of 1989 in the Housing and Community Development Act of 1987.

The administration is requesting budget authority of $1.5 billion
for the sewage treatment construction grant program, a decrease of
35 percent from the 1988 funding level. This program provides
financial assistance to State and local governments for the con-
struction of publicly owned treatment facilities. Since 1972, $50
billion in Federal funds has been spent on this grant program
benefitting localities. Presidential policy calls for a $12 billion
phaseout of the program by 1993. This level of funding is sufficient
to fund the Federal share for all projects needed to meet the 1988
municipal requirements and complete all treatment plants started
with Federal funds.

Budget authority for Federal land acquisition is also proposed to
decrease from $0.3 billion in 1988 to $0.2 billion in 1989. There are
already over 700 million acres of acquired land and no additions
are needed at this time. Additional discretionary acquisitions for
park and refuge purposes would be postponed through 1993. The
proposed budget would fully utilize entrance fees and service
charges associated with national parks, forests, and other Federal
recreation facilities.
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The budget calls for a 41 percent decrease in budget authority
for non-nuclear energy research and development. This represents a
decrease from the 1988 level of $0.6 billion to $0.4 billion in 1989.
These research and development programs include fossil, solar, and
renewable energy, and the reduction reflects the administration's
belief that the proper Federal role is to support longer term, high-
risk, or generic technologies.

In 1989, the administration proposes to continue its effort to
concentrate Federal resources on national priorities and provide
maximum opportunity for State and local governments to meet
their own local community and economic development needs. To
achieve this, the administration proposes to eliminate a number of
Federal categorical programs currently providing support for spe-
cific local community and economic projects, including urban devel-
opment action grants (UDAG), Economic Development Administra-
tion, and Appalachian Regional Commission programs. In St. Pe-
tersburg, Flordia, for example, a $3.4 million UDAG grant helped
the Harbor View Hotel Corporation renovate a 337 room Hilton
hotel that will have a swimming pool and tennis courts. This
project is one of many representative of unnecessary Federal
spending through this type of grant program. There is no evidence
that such programs have resulted in net job creation nationwide.
Under the administration's proposal, the comprehensive and more
flexible community development block grant (CDBG) program
would continue to be the principal vehicle for Federal support.

As part of its Rural Development Initiative, the administration
proposes to target existing rural development program resources to
the most needy rural communities and residents. It is proposed
that financing for rural water and waste disposal systems and
community facilities gradually shift from grants and direct loans to
loan guarantees, which provide rural communities with access to
private financing sources.

Consistent with past congressional action, the administration
proposes to continue phasing down funding of low income home
energy assistance, which provides States with block grants to help
pay fuel bills of low-income families. States have hundreds of mil-
lions of dollars of oil overcharge settlements available for this
purpose.

The budget proposes to substitute partial Rural Electrification
Administration (REA) guarantees of private sector loans for REA
borrowers for the high cost deeply subsidized direct REA loans.
This reform is appropriate since REA goals of providing electric
and telephone service to rural areas are largely accomplished, and
nearly all REA borrowers are financially sound and able to secure
private lending with the partial REA guarantees.
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The budget seeks elimination of all SBA direct business loan
programs, relying completely on loan guarantees for its business
loan activity. The administration also proposes to increase the
amount of private co-insurance on SBA guaranteed loans to secure
even greater private capital market involvement in meeting small
business financing needs. This would benefit small business bor-
rowers by allowing them to develop credit records with private
lenders instead of with the SBA, thereby fostering the long-term
growth potential of such firms.

As suggested by a recent Postal Rate Commission study, the
administration proposes to eliminate nearly all Postal Service sub-
sidies that allow certain preferred mailers to receive reduced postal
rates. The American taxpayer should not be burdened with these
inefficient subsidies, which are often misused. Subsidies would be
eliminated for materials with high commercial advertising content,
political advocacy mail, and "educational" mail from organizations
that do not maintain teacher/student relationships. The adminis-
tration would continue lower rates for most religious and charita-
ble mailings, but shift the residual cost of these lower subsidies
from taxpayers to commercial mailers. This would reduce outlays
by $0.5 billion.

Education and Social Services.—Funding for elementary, second-
ary, and higher education, as well as job training and a variety of
social services is included in this category. The Federal Govern-
ment's major role in this category is to provide support primarily
for meeting the educational, training, and social services needs of
the disadvantaged, preferably through programs that allow States
and localities to tailor solutions to their particular problems. The
administration believes that States and localities must continue to
bear the major financial responsibility for these programs. The
request for budget authority is $31.3 billion, $1.1 billion above the
1988 enacted level.

As one part of the welfare reform proposal, discussed under
"Entitlements and Other Mandatory Programs" below, $0.5 billion
in budget authority is requested for a new employment and train-
ing program for recipients of aid to families with dependent chil-
dren. The ineffective work incentive program, intended to serve
this population, would not be funded.

The President's budget requests $4.6 billion in budget authority
for compensatory education programs, an increase of $0.2 billion
over the 1988 funding level. Federal support for compensatory
education is provided through grants to States and local school
districts which provide partial financing of remedial education to
educationally disadvantaged elementary and secondary school chil-
dren. These programs are the Federal Government's major contri-
bution to State and local efforts to improve the quality of education
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for the children most in need. This increase in the 1989 budget
would allow States and localities to serve more children, provide
more intensive services, or create new projects.

The administration is proposing a nine percent increase in school
improvement programs. Increases of 13 percent for the education
block grant, and nine percent for the drug-free schools program are
requested. The budget also requests a 60 percent funding increase
for magnet schools in desegregating and certain other school dis-
tricts.

Funding for discretionary student aid would increase $0.6 billion
under the administration's proposal. The major increase in this
area would be for Pell grants, which would increase by $0.8 billion
or 18 percent over the 1988 level of $4.3 billion. The proposed
increase would finance program eligibility expansions and increase
the Pell maximum award to $2,300. It would also provide funding
for proposals to reduce temporarily the expected family contribu-
tion to educational costs based on the value of non-liquid assets,
and to limit eligibility to students with a high school diploma or
the equivalent, in order to prevent widespread error and abuse.

The administration proposes budget authority of $980 million in
1989 to serve dislocated workers, almost triple the 1988 level. The
proposal would replace the trade adjustment assistance (TAA) pro-
gram and the readjustment programs authorized by the Job Train-
ing Partnership Act with a worker readjustment program (WRAP),
a new program expected to provide readjustment services faster
than has been possible under current training and employment
programs. The TAA program of cash assistance has proven to be
the least efficient way in which the Government can help workers
adjust to economic change. The payment of additional weeks of
cash benefits has often acted to delay workers' efforts to change
jobs or gain new skills, because they can wait longer in the hope
that their jobs will come back. In addition, a program directed at
workers dislocated for a specific reason, such as increased imports,
is inequitable because workers unemployed for other reasons over
which they have no control would not receive the same benefits or
services. WRAP would be available to all dislocated workers and
would include services such as counselling, job search assistance,
basic education, and job skill training. Services leading to quick
adjustment would be provided first, with a second "tier" of longer
term, more extensive services also being available.

The administration proposes $0.4 billion in funding for Federal
programs or activities specifically targeted to homeless individuals.
This funding level is four percent above the 1988 level of funding
for the homeless provided by Congress, although the mix of pro-
grams differs somewhat, reflecting a desire to eliminate redundan-
cy and to fund those programs where there is most need. The
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administration's budget request for the homeless covers a variety
of programs providing food, emergency, transitional, and perma-
nent housing, as well as various health services. While some of
these programs offer services to all homeless individuals, others are
targeted to special groups, especially the homeless mentally ill,
veterans, runaway youth, and homeless families. The administra-
tion also proposes to fund the Interagency Council on the Home-
less, an independent executive entity that will coordinate and
review all Federal programs for the homeless.

The administration is requesting $0.3 billion in 1989 budget au-
thority for the community services block grant (CSBG). This is $0.1
billion less than the 1988 level, and reflects the administration's
proposal to phase out Federal support for CSBG. The phaseout,
rather than instant termination, is proposed to provide community
action agencies time to solicit funding from other sources to re-
place the less than 13 percent of their funding which currently
comes from this block grant.

The administration also proposes to reduce budget authority for
criminal justice assistance from $0.3 billion in 1988 to $0.2 billion
in 1989. Funding for Legal Services Corporation would be reduced
modestly, because State and local bar associations have developed
programs to provide free assistance to indigent clients and these
non-Federal efforts are expected to grow. Funding for juvenile jus-
tice and delinquency prevention programs would be ended because
their primary objective, the separation of juvenile from adult of-
fenders, has been accomplished. State and local law enforcement
assistance would also be ended because States and localities can
afford to pay for these programs from which they benefit directly.

Health Research and Services.—This category includes research
at the National Institutes of Health, block grants to States for
health, and hospital and medical care for veterans. The President's
budget recognizes the importance of many programs in this area.
In total, the budget authority request for health research and
services is $0.8 billion above the 1988 enacted level of $23.9 billion.
Proposed increases for high-priority AIDS research would be offset
by reductions in some programs of lesser priority such as subsidies
for clinical health professions training, which are no longer essen-
tial.

Combatting Acquired Immune Deficiency Syndrome (AIDS) is the
highest public health priority of the administration. Supplementing
State and local programs, the Federal effort encompasses health
education and risk prevention as well as research on the causes of
and potential treatment for and vaccination against AIDS. Budget
authority of $1.3 billion is requested for AIDS research and educa-
tion in 1989, an increase of 40 percent above the 1988 enacted level.
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The President's budget requests $0.6 billion for drug abuse treat-
ment, research, and prevention programs in the Public Health Serv-
ice, an 18 percent increase above 1988. These funds would support
the President's initiative to combat drug abuse. The budget also
requests an increase in budget authority over the 1988 enacted
level for veterans medical care to $10.4 billion for 1989. This in-
crease would allow ample resources to meet the objective of sus-
taining quality medical care for America's veterans who use Veter-
ans Administration medical services—primarily disabled and needy
veterans. It would also allow funding for tuition support payments
that would aid in recruitment and retention of nursing and other
medical staff in shortage areas and for increases in community
nursing home workload.

Elimination of direct Federal subsidies for most clinical health
professions training subsidies is proposed. Between 1965, when Fed-
eral subsidies began, and 1986 the supply of physicians per capita
grew by 54 percent. Surpluses for most health care disciplines are
projected through the 1990's. Remaining Federal programs empha-
size training in family medicine and geriatric care through consoli-
dated grants to States and other entities.

Law Enforcement and Other Core Functions of Government—
Programs in this category include the Federal Bureau of Investiga-
tion (FBI), Drug Enforcement Administration (DEA), and other
agencies involved in law enforcement, as well as the Internal Reve-
nue Service and administrative expenses for the major entitlement
programs. The administration places a high priority on law en-
forcement activities of the Federal Government. In total, budget
authority for these programs would increase by $2.4 billion from
$21.2 billion in 1988 to $23.6 billion in 1989.

Budget authority requested for criminal investigations of the FBI
and DEA for 1989 is $2.0 billion, an increase of eight percent over
the 1988 level. The FBI and DEA frequently work together with
other Federal agencies in 13 regional task forces on organized
crime drug enforcement, and have concurrent jurisdiction to
combat drug trafficking. The increased funding would provide more
than 170 new domestic and foreign positions for DEA and allow for
improvements in intelligence and technical capabilities. It would
also allow the FBI to intensify investigative efforts against orga-
nized criminal organizations, white-collar crime, terrorist activity,
foreign counterintelligence, and public corruption. The administra-
tion is also proposing a 17.4 percent increase over 1988 in budget
authority for the Coast Guard. Drug law enforcement would contin-
ue to receive a major emphasis within Coast Guard operations,
with 23 percent of the budget supporting interdiction of drug smug-
gling.
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The budget also requests increased funding for Federal prisons,
from $0.9 billion in 1988 to $1.4 billion in 1989. In response to the
continuing growth of the Federal prison population, the adminis-
tration is proposing to acquire 10 new facilities. This expansion
would meet the demands of tougher law enforcement and longer
sentencing created by a number of recent initiatives.

Budget authority for the Internal Revenue Service is requested to
grow from the 1988 level of $5.1 billion to $5.3 billion in 1989. This
increased funding would allow better enforcement of the tax code
as well as provide quality service to and for the public, especially
during the first years of tax reform.

ENTITLEMENTS AND OTHER MANDATORY PROGRAMS

Spending for entitlements and other mandatory programs is de-
termined by eligibility criteria and benefit formulas set in substan-
tive law. Annual action on the part of the Congress or the Execu-
tive is generally not required. Spending for 1988 and 1989 is esti-
mated at $491.6 billion and $511.5 billion, respectively.

The Bipartisan Budget Agreement called for a few specified
changes in these programs. Most of these changes were enacted as
part of the Omnibus Budget Reconciliation Act of 1987. The budget
proposes further programmatic reductions where the full savings
envisioned by the Bipartisan Budget Agreement were not achieved.
The administration also continues to seek approval of its cata-
strophic health insurance and welfare reform proposals. This sec-
tion briefly describes the budget proposals for these programs.

ENTITLEMENTS AND OTHER MANDATORY PROGRAMS

(in billions of dollars)

Retirement and unemployment
Medical care
Low income programs
Agriculture
Other mandatory programs

Total, entitlements and other mandatory pro-
grams

1987

284.4
102.8
39.7
25.2

7.5

459.6

1988

297.1
109.6
44.6
20.5
19.8

491.6

1989

315.9
116.6
45.5
19.8
13.7

511.5

Change
1988-89

18.8
7.0
0.9

- 0 . 7
- 6 . 1

19.9

Percent
Change

1988-89

6.3
6.4
2.0

- 3 . 6
- 3 0 . 7

4.0

Retirement and Unemployment Programs.—This category in-
cludes social security, Federal employee retirement programs, vet-
erans compensation and pensions, and unemployment compensa-
tion. Other than the replacement of trade agreement assistance by
a new worker readjustment program discussed in the domestic
discretionary category, above, no significant changes are proposed
for these programs. Spending for these programs will increase by
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$18.8 billion from $297.1 billion in 1988 to $315.9 billion in 1989,
largely as a result of cost-of-living adjustments, increases in the
number of eligible recipients, and increases in the wage base used
to calculate some of the retirement benefit payments. Social securi-
ty accounts for 74 percent, or $14.0 billion of the increase.

Medical Care.—Medicare, medicaid, and Federal employee health
benefits are the major medical care programs. Spending on these
programs has expanded rapidly during the last decade. Under the
President's proposal, spending would increase further, from $109.6
billion in 1988 to $116.6 billion in 1989. This increase is largely due
to increased prices for medical services and increased utilization of
the programs. Seventy percent of the increase is in the medicare
program.

The budget proposes further reductions in the medicare program
to achieve the savings agreed to by the budget negotiators but not
enacted fully last year. The administration proposes to reduce the
add-on payment for teaching hospitals under the prospective pay-
ment system (PPS) for indirect medical education from 7.7 percent
to 4.05 percent, the best estimate of the added costs incurred his-
torically by teaching hospitals. The administration proposes to
limit medicare overhead payments for graduate medical education
and make consistent varying secondary payor enforcement mecha-
nisms. To reduce escalating Part B costs and help slow future
increases in beneficiary Part B premiums, the administration pro-
poses to limit payments for physician services such as radiology,
anesthesioloy, and certain overpriced procedures, limit payments
for durable medical equipment and supplies, and eliminate a loop-
hole in the payment process for kidney dialysis. In total, these
reforms would reduce spending for medicare by $1.2 billion from
the level that would occur if current law were continued. Spending
for the medicare program would still increase by six percent from
1988 to 1989.

The administration remains committed to the enactment of legis-
lation providing affordable, acute care catastrophic illness protec-
tion and outpatient prescription drug coverage for our nation's
elderly and disabled. Such legislation must be deficit neutral, with
benefits paid from newly created, self-financed trust funds. The
Senate-passed version of H.R. 2470, the Medicare Catastrophic Pro-
tection Act, is consistent with the administration's principles for an
acceptable catastrophic health insurance bill. The administration's
continued support for the Senate-passed bill assumes modifications
in effective dates, necessary because of the delay in conference
action.

Low Income.—The low income category includes food and nutri-
tion assistance, supplemental security income, family support pay-
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ments, and other forms of income security. Most of these programs
are needs tested, with eligibility determined by income standards.
Spending for programs in this category would be $45.5 billion in
1989, an increase of $0.9 billion from the 1988 level. Again, the
increase is largely a result of inflation and changes in the benefici-
ary populations.

The budget proposes only one change from current law in this
area—passage of welfare reform legislation (AFDC Employment
and Training Reorganization Act of 1987—HR.3200 and S.1655).
This legislation would reform the aid to families with dependent
children (AFDC) program by requiring States to involve meaning-
ful numbers of recipients in work or preparation for work and,
through a new discretionary grant program, almost triple the re-
sources available for them to do so. It would also strengthen the
Federal-State child support enforcement program, and provide
broad flexibility to States to carefully test innovative alternatives
to current programs which support low-income families and indi-
viduals. These reforms, by reducing welfare dependency, would
decrease mandatory outlays by $0.1 billion in 1989 from the cur-
rent law levels. Discretionary outlays would increase, as discussed
under discretionary programs, to fund the proposed employment
and training program.

Agriculture.—Farm price support payments make up the largest
portion of this category. Reforms in this program were enacted last
year in accordance with the Bipartisan Budget Agreement. In par-
ticular, the Bipartisan Budget Agreement included reforms origi-
nally proposed in the President's 1988 budget. This package of
reforms:

• Provided for a IV2 percent reduction in target prices. Artifi-
cally high target prices have led to overproduction, leading to
increased budget costs.

• Tightened up on the "definition of person" for corporate pay-
ment purposes, resulting in a lower level of multiple pay-
ments.

• Provided for a program that decouples production from
income decisions by paying the farmer 92 percent of deficien-
cy payments that would have been received had he planted
crops on his land.

• Reduced price support for non-target price commodities (to-
bacco, peanuts, sugar, honey, wool and dairy products).

The President's budget proposes only two further changes in
these programs. Legislation will be prepared to modify the current
domestic sugar program to ensure fair treatment for taxpayers,
consumers, and farmers. The proposal would reduce Government
interference in trade. Domestic sugar policy currently runs counter
to a free trade policy, and results in a loss of foreign exchange from
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countries that are economically weak but vital to U.S. interests. In
addition, the administration is proposing to reduce the appropri-
ated limit of the export guarantee loan program by $2 billion. This
reduction would bring the program level in line with the actual
demand that exists in the marketplace.

Other Mandatory Programs.—This category includes the remain-
ing mandatory programs which, in total, represent $19.8 billion for
1988 and $13.7 billion for 1989. Major changes proposed for pro-
grams in this area are for the Postal Service, where legisaltion is
needed to fully achieve the reductions agreed to by the bipartisan
budget negotiators, and for the D.C. government. Under the propos-
al, the Postal Service and the D.C. government would be required
to contribute amounts to the civil service retirement fund to cover
the full cost of providing cost-of-living adjustments (COLAs) to
Postal and D.C. government retirees and their survivors. These
payments would increase receipts from the D.C. government by $4
million in 1989. While the Postal Service would be liable for its
annuitant COLA costs in 1989, its initial payment would be de-
ferred until 1990, when it would make a payment for 1989 and
1990.

REVENUES

In addition to the programmatic changes discussed above, the
President's budget includes several proposals to change revenues.
It also proposes sales of loans and real assets.

User Fees.—The administration is proposing to fund 55 percent of
the expenses of the Nuclear Regulatory Commission (NRC) and the
Federal Emergency Management Agency (FEMA) in regulating nu-
clear power plants through user fees. Currently NRC recovers 45
percent of these costs through user fees, while none of FEMA's
costs are recovered. The administration believes that direct benefi-
ciaries should pay for services rather than all taxpayers.

The administration is also proposing reforms in the existing fees
charged by the Customs Service. The Congress recently enacted
legislation imposing Customs user fees to finance the cost of con-
ducting customs inspections. However, the fee as enacted is incon-
sistent with provisions of the General Agreement on Tariffs and
Trade (GATT). Among other concerns, GATT recently ruled that
the ad valorem structure of the merchandise processing fee was not
indicative of the cost of processing individual entries. The adminis-
tration's proposed reforms would enable Customs to collect user
fees that conform to GATT requirements.
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RECEIPTS
(in billions of dollars)

1989

User fees:
Nuclear Regulatory Commission
Federal Emergency Management Administration..
Customs service1.. -0.1

Subtotal, user fees
Other revenue initiatives:

Revised allocation of R&E expenditures..
Permanent R&E tax credit.
Extend HI coverage to all State and local employees
Exempt mutual fund shareholder expenses from 2% floor..
Other

- 0 . 1

-0.6
-0.4

1.6
-0.4
-0.1

Subtotal, other revenue initiatives.. 0.1

*$50 million or less.
1 The budget proposes to change the classification of the customs fee from an offsetting collection to a governmental receipt, as well as make

changes in the fee. This shows the net effect of the proposal.

Other Revenue Initiatives.—Other receipts changes proposed by
the administration include the following:

Extension of medicare hospital insurance (HI) coverage to all
State and local government employees.—Because of eligibility
through their spouse or short periods of work in covered employ-
ment, as many as three out of four State and local employees who
contribute nothing to the program are entitled to the full range of
medicare benefits. Coverage of these employees, who are the only
major group of employees not assured medicare coverage, would
eliminate this drain on the medicare trust fund.

Revision in research and experimentation (R&E) allocation
rules.—The administration proposes to allow companies to allocate
at least 67 percent of total R&E expenditures to domestic source
income. Under current law companies with foreign operations are
allowed to allocate at least 30 percent of total research and experi-
mentation expenditures to their domestic operations.

Initiation of a permanent research and experimentation (R&E)
tax credit.—To reduce taxpayers' uncertainty about the availability
of incentives for research and experimentation, the administration
proposes to establish a permanent R&E tax credit. The current law
credit is scheduled to expire on December 31, 1988.

Exemption of mutual fund shareholder expenses from the two
percent floor for miscellaneous deductions.—Effective January 1,
1988 the expenses of publicly offered mutual funds are subject to
the two percent floor for miscellaneous deductions. Mutual fund
shareholders therefore are required to include in taxable income
amounts in excess of actual payments from mutual funds. The
administration proposes to permanently exempt these expenses
from the two percent floor.
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Asset Sales.—The Federal Government will continue its success-
ful pilot program of selling existing loan assets without recourse.
These sales are designed to reduce the Government's cost of admin-
istering credit, provide an incentive for agencies to improve loan
origination and documentation, and assist in determining the Fed-
eral subsidies involved in Federal credit programs. The sales pro-
gram includes loans with a face value of $12.0 billion in 1989,
which are estimated to produce receipts of $8.6 billion.

ASSET SALES *
(in billions of dollars)

1989

Loan asset sales and prepayments:
Proposed prepayments:

Rural Electrification Administration
HHS Health Maintenance Organizations

Proposed sales:
Rural housing insurance fund
Rural Electrification Administration
College housing and higher education facilities..
HHS medical facilities
Federal Housing Administration
Small Business Administration

Subtotal, loan asset sales and prepayments
Real asset sales:

Naval Petroleum Reserve
Alaska Power Adminstration
GSA real property
Helium sales

Subtotal, real asset sales

Total, proposed asset sales

1.0

0.9
0.9
0.2
0.1
0.1
0.7

4.0

3.2
0.1
0.1

3.5

MEMORANDUM:
Enacted prepayments:

Foreign military sales credit
Rural Electrification Administration.

Total, enacted prepayments...

7.5

2.3
0.2

2.5

* $50 million or less.
1 These sales cannot be counted toward the Gramm-Rudman-Hollings (G-R-H) target. The G-R-H baseline does include $2.1 billion in loan asset

sales and prepayments that will occur in 1989.

In addition, the administration is encouraging privatization by
allowing borrowers with Rural Electrification Administration
(REA) guaranteed loans that were made by the Federal Financing
Bank to prepay them utilizing an 80 percent REA guarantee and
without paying the required prepayment premium. Further, bor-
rowers of REA revolving fund direct loans would be allowed to
prepay them at a discount if they agree not to seek REA assistance
in the future.

The administration is also continuing to promote the sale of real
assets. The administration proposes as it did last year that the
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Federal Government sell the two oil fields it operates—Elk Hills,
California, and Teapot Dome, Wyoming. Running an oil field is a
business, not a Government activity. Proceeds from the sale of
these oil fields would be used to accelerate filling the strategic
petroleum reserve, discussed earlier, and to create an additional 10
million barrel inventory, thereby enhancing national energy securi-
ty. The budget assumes that the oil fields can be sold for $3.5
billion, of which $3.2 billion would be received in 1989.

The administration is also proposing to sell the Alaska Power
Administration (APA), which supplies electricity in the Anchorage
and Juneau areas, by the end of 1989. State and local groups in
Alaska have proposed buying APA's two hydropower projects. The
administration believes that divestiture of the APA would lead to
creation of new enterprises more responsive to local and customer
needs, without significant increases in power rates. In addition, the
administration has proposed legislation to authorize a study of
divestiture of the Southeastern Power Administration. The budget
assumes a sale in 1990.

The administration is proposing two additional real asset sales in
1989, an administration initiative to increase planned disposal of
surplus Government properties by the General Services Adminis-
tration and the sale of helium operations by the Bureau of Mines.

CREDIT REFORM INITIATIVE

The administration proposes to change the way Federal credit
programs are treated in the budget. The proposal would charge the
true economic cost of credit—the present value of the subsidy—to
any agency making or guaranteeing loans. Adopting this proposal
would be a significant improvement over current practice. It would:

• put the cost of credit programs on an expenditure basis equiv-
alent to other Federal spending;

• improve the allocation of resources among credit programs
and between credit and other spending;

• measure accurately and equitably the benefits of Federal
credit programs; and

• encourage delivery of benefits in the form most appropriate to
the needs of beneficiaries.

The administration's proposed legislation makes a sharp change
in accounting for direct and guaranteed loans. For direct loans,
agency accounts after implementation would reflect only the subsi-
dy provided by the loans, while the balance of the loan would be
reflected in the central direct loan fund; before implementation,
net flows from direct loans (disbursements minus repayments) were
shown in the agency accounts. For guaranteed loans, agency ac-
counts after implementation would reflect the subsidy provided by
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the loans; before implemenation, only defaults associated with
guarantees were reflected in agency accounts.

The credit reform proposal does not have an impact on the
deficit. However, it does require an additional $3.4 billion in budget
authority over what would be required under the current account-
ing treatment. Because credit reform is a deficit-neutral accounting
change, this additional budget authority is separate from the
budget authority levels agreed to as part of the Bipartisan Budget
Agreement. The proposal is discussed in Part 6b of this volume.

PRIVATIZATION INITIATIVES

Privatization is a strategy to shift the production of goods and
services from the Government to the private sector in order to
reduce Government expenditures and to take advantage of the
efficiencies that normally result when services are provided
through the competitive marketplace. The administration has de-
veloped a privatization plan with three different implementation
strategies: comprehensive studies, pilot projects, and full privatiza-
tion.

Comprehensive Studies.—During the next two years, the adminis-
tration will conduct a series of comprehensive studies on functions
for which privatization offers the potential of improving quality of
the activity or reducing costs. These functions include the Postal
Service and the in-house research laboratories of the National
Institutes of Health. In each case, a leading independent research
organization will be requested to analyze the current status of the
function and estimate the benefits of improvements that result
from public/private sector partnerships. The study will provide a
solid, definitive base on which to judge whether privatization
should proceed.

Pilot Projects.—Pilot projects will be conducted for a number of
functions where a body of previous privatization experience exists
at either the State or local government level or for similar func-
tions at the Federal level. Pilot projects will be conducted on Feder-
al prisons, Customs commercial cargo inspection and regulatory
audits, military commissaries, Coast Guard buoy maintenance, and
undeveloped lands. The projects will provide the opportunity to test
several different techniques before making major programmatic
changes.

Full Privatization.—For many functions, ample data and experi-
ence are available to start privatization efforts immediately. In-
cluded in this area are the real asset sales discussed above as well
as the administration's on-going efforts to increase contracting out
of services.
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OTHER MANAGEMENT INITIATIVES

In 1981, the administration found an overly large and unmanage-
able government with hundreds of systems that did not help us to
manage effectively. The administration's program, "Reform 88", set
several strategies for achieving better government: control growth
of government programs, reduce fraud and waste, improve individ-
ual agency operations, build governmentwide management systems
and improve the quality of services and goods being delivered to
the American people. Much progress has been made in improving
these areas of Government management.

We are managing a $2 trillion annual cash flow more effectively
by using more business-like practices and capitalizing on modern
technology. These advances are generating a $1 billion annual
savings in interest payments. A comprehensive debt collection and
credit management program has been put into place to manage the
more than $700 billion in direct and guaranteed loans that are the
responsibility of the Federal Government. Loan extension, servic-
ing, and collection are being conducted in accordance With private
sector standards and practices.

Financial management has also undergone dramatic improve-
ments. A Chief Financial Officer for the Federal Government has
been designated as have chief financial officers in each major
agency. Modern, integrated financial systems are well on the way
to being installed in all of the agencies. These systems are compati-
ble with one another, including standard accounts, and emphasize
strong internal controls. Financial operations are also stressing
prompt pay practices, as well as more effective cash management.
The Inspectors General have successfully helped to curtail fraud,
waste, and abuse in the conduct of operations and the use of
financial resources.

A productivity improvement program, designed to promote the
timely delivery of high-quality, error-free, and cost effective prod-
ucts and services to the taxpayer, is in full operation, and will
include nearly 700 program functions and the work of two million
Federal employees over the period 1987 to 1992. Information tech-
nology management, which comprises more than $17 billion of the
Federal budget, also has been vastly improved in recognition of the
important role that modern technology will play in future govern-
ment operations. Finally, procurement management has been a key
theme of the administration. The Federal acquisition process, ac-
counting for more than 21 million contract actions worth over $200
billion a year, has been simplified, accelerated, and made more
understandable. Efforts in all these directions will continue
through 1989, and will serve as a solid foundation for continued
emphasis on a well-managed Federal system by future adminstra-
tions.
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CONCLUSION

In summary, the President's budget as described above provides
a comprehensive program to fully implement the Bipartisan
Budget Agreement. It meets the ceilings set for the national de-
fense function, and for international and domestic discretionary
programs. It proposes legislation to reduce mandatory programs
where the Bipartisan Budget Agreement savings have not yet been
enacted. It also continues the administration's efforts toward priva-
tizing appropriate Federal activities and improving the manage-
ment of existing activities. The result of this program will be a
continued decline in the deficit, to the benefit of the American
people.
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