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THISISAN UNCORRECTED TRANSCRIPT

MR. E.J. DIONNE, JR: -- on the reauthorization of the expiring 1996
Wedfare Reform legidation, we're blessed with Ron Haskins who will explain
al of that to us later and tell us what comes next.

The question iswhét is going to happen with socid policy. Thetruthiis, itis
impossible not to have a socid policy because not to have asocid policy is
itself a socid policy, as you remember that old saying "not to decide isto decide.” And in fact there are
awhole series of socid policy problems that the electorate very much wants addressed and that in the
congressiond dections around the country benegath the sort of top line of war and economy, issues
concerning hedth care epecidly and wefare and other issues were very much in play and in debate in
these dections. So we're blessed today to have superb pandliststo put al thisin context and to predict
fearlesdy what will happen in the coming year.

| will not ask them to address what is a very important issue in American palitics right now
which is how they would have voted in the 1948 eection, but if any of you want to raise that question
you are welcome to do so.

We'e going to have three pands and | just want to explain in advance how it's going to work.
Thefirgt pand and the third pand will beinforma discussons. | would say unplanned, unrehearsed, but
there was some planning that went into it so that wouldn't be true. But they will beinforma discussons.

The middle pand will be alittle bit more forma. The reason for that is the middle pand is about
whether there will be any money to be spent on what is discussed in Pand | and Pand 111. Soin the
middle well have a discusson and perhagps alittle bit of debate on the country's budget Situation.

The firgt panel is on the stage right now -- Bruce Reed, Tom Mann and Bill Frenzel. We have
asked, Bruce does that wonderful inside-the-box feature in The New Republic, as you know, so we
thought he could lighten up your morning for us as we began. Bruce in his part-time, when he's not
writing these very funny items, is the President of the Democratic Leadership Council. He runsthe
DL C's Progress and Prosperity Project. He served for eight years as President Clinton's Chief
Domestic Policy Adviser and Director of the Domestic Policy Council. | think there were moments
when Bruce was the only person who could talk to everybody in the White House because he has
worked for both Bill Clinton and Al Gore and continued to talk to both of them throughout the Clinton
Adminigretion.

Tom Mann, asyou know, isW. Averdl Harriman Chair and Senior Fellow in Governance
Studies a Brookings. He's the former Director of the American Politica Science Association, has taught
a many universities, and he is working on projects related to campaign finance reform and dection
reform in the U.S. and around the world.

Finaly, but not last at dl is Bill Frenzel, a Guest Scholar here at Brookings. He's a member of
the President's Commission to Strengthen Socid Security. He was a distinguished member of the U.S.
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House of Representatives, a Republican serving from Minnesota between 1971 and 1991. Hewasthe

Ranking Minority Member for the House Budget Committee and the House Administration Committee,
He dso served on the Ways and Means Committee, that is the powerful Ways and Means Committee,
He was a'so Congressiona Representative to the General Agreement on Tariffs and Trade.

I'm going to move to my sest, but while | do Bruce can start. | wanted to ask you Bruce, is
there any socid policy out there, and is there any incentive for Democrats to come to agreement with
President Bush, or for President Bush to come to agreement and compromises with Democrats?
Welcome, dl.

MR. BRUCE REED: Thank you again.

I'm not going to tell many jokes this morning. | figure that my party's done
enough to make America laugh in recent months.

| think the question posed for this panel, is socid policy crowded out or
moving up? And | would give E.J's favorite answer to any question which is both and neither.

For avariety or reasons | think socid policy isinevitably going to continue to be shunted aside
to a considerable degree smply because there's not enough oxygen in the political debate and not
enough room in the newspaper to support much discussion of domestic issues in the midst of war.

This Congress does not seem eager to pass things even when it's under intense pressure to do
so and | dont think it will be in any hurry to get anything done, dthough there will be pressure from the
White House. Which isthe reason, | think, that socid policy will dill bein the game.

As perhgps the oldest living survivor of the Clinton, the last Adminigtration to bein this position
in arun-off to aredection effort, | can tell you that there will be enormous pressure from inside the
West Wing to get things done and everything that this Administration did try to twist arams to keep things
from getting done in 2001 and 2002 will be reversed. Y ou get to a point where you lose patience with
your congressiond friends who say you can do that next year. The attitude in the West Wing isif the
President doesn't get redlected there won't be anext year.

| think there's another reason for the White House to step up its efforts, which is that they do
have some problems here on the home front and the President seems attuned to at least seeming to care
about those problems.

Y ou know you're in trouble when your economic plan is costing more jobs on your economic
team than it's creating in the country. [Laughter]

By the way, if anybody can explain to me why it is that absolutely everyone who served in the
Ford Adminigtration went on to become a CEO, -- [Laughter] I'm hoping that it is some miracle of
compound interest, that when you're out of an Adminidiration for 25 years you suddenly become
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fabuloudy wedlthy. [Laughter]

Another advantage that the White House will have isthat | think Democrats are in an even more
weekened sate, if that's possible to imagine. | think the best metaphor for the Democrats current plight
isthe tories that came out afew weeks back about scientists who found away to combine stem cells
from humans and mice. | think this could be the answer to the Democrats prayers, because on issue
after issue the voters have been asking, "Are you aman or amouse?' and our attitude has been, "You
mean you want us to choose?’ [Laughter]

So | think there will be something of aminor renaissancein socid policy. I'm less optimitic that
many socid problemswill get solved. | fdt like | have had an uncharitable and cynica view of this
Adminigration's motives until John memo made me fed like | wasn't being cynica enough. He said
some nasty things about my successor, Margaret [Lamontayne] which were unfair and not true. He said
that what she knew about domestic policy you could fit into a thimble which is absolutely not the case.
She did avery good job on the Education Reform Bill. But | think it'sfair to say that among the politica
theme in the White House, and perhaps the palitical theme in any White House, the amount that they
care about actualy solving socid and domestic problems could at times be fit in athimble.

| think that an Administration cannot succeed over the long haul if its primary motives are
palitical rather than to actualy solve problems. The attitude of politica advisers around a President is
adwayslike the old Tom Laur song about Werner von Braun. "I just send them up, who careswhere
they come down."” [Laughter] That's not my department, says Werner von Braun.

MR. DIONNE: Thank you very much.

Incidentaly, | want to welcome the people watching this on the WebCast before awarm
fireplace. | also want to note that Ron Nessen, who just went out of the room, a veteran of the Ford
Adminigtration, will answer Bruce's question about how you join the Ford Administration and become
very rich. Thank you.

Tom, can you talk about -- There are two clear domestic policy issuesthat the country cares
passionately about. Oneis hedth and the other is retirement. What is going to happen on those issuesin
your view? What should happen? And dso we do not want to be cynica and say that domestic palicy is
entirdy linked to politics, but what effect will dl this have on the 2004 dections?

MR. THOMASE. MANN: | actudly think it would be a tremendous
mistake if wefall to see the link to 2004 because certainly President Bush and
Carl Rove and others within the Administration see aclear link and they're
quite explicit about it. It seemsto me that the segue is the Mayberry
Machiavellians from Bruce to me, but it ssemsto meit isawaysa

ik ﬂ" tremendous mistake to underestimate the boldness of this Administration or
the politica judgment of this Administration -- the Presdent and Karl Rove and others.
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In my view this has been an Adminigration of enormous palitical and policy ambition. In some
ways amos inversaly related to the Sze of the 2000 eectord mandate. Thisisan Adminigration that is
prepared to play awesk hand. It's prepared to play a strong hand. And it hasin mind building
something subgtantid. That something substantia began with the successful mid-term dection. It goes
from there to a successful redlection for the President, but it goes well beyond that to adesireto try to
frame the basis for a Republican mgority in this country. And frankly, it would be impossible to
conceive of doing that without wrestling with some of the critical domestic socid policy issues. So |
think President Bush, as advised by Karl Rove and others, are thinking in rather bold terms about socid
policy for the next severd years, and then the four years beyond that asthey seeit. So it's moving up
rather than being crowded out.

| think they also understand two other things. One, they have drawn explicit lessons from
President Bush 41 and are absolutely determined to have an active, aggressive domestic and socia
policy agendafor the next two years.

Secondly, | think in the privacy of ther offices away from the media they would acknowledge
Bill Clinton's success in finding the center in American politics and articulating issues that resonate with
the broad American public. And for them to ignore those issuesis to put themsalvesin political peril.

My view isthat they have two primary domestic policy priorities for the next two years.
Certainly the most important is economic growth and we will see avery ambitious stimulus package.
There will be more talk about thet later in the morning. But | think you will see the Adminigiration make
the argument, which is alegitimate argument, that the best socia policy is economic growth, and much
of their energy will be directed in that way.

But the second broad areal believe will be hedth policy. A fascinating thing is hgppening in this
country. Thereisarenewed cdl for universa hedth coverage and it's coming from al parts of the
palitica spectrum. It's coming from Al Gore, it's coming from the business community, ideas are being
generated in conservative circles and liberd circles and in moderate circles.

| expect this Adminigtration to have a very ambitious hedth agenda and one that dlowsit to
pursue approaches and ideas very different than those thet Bill Clinton pursued, but ones that respond
to the same sentiment out there in the broad public.

| frankly think we will seelittle happening. Ron will educate me properly on thislater, but | think
the sort of wefare reform issue ends up being sort of very modest incrementa efforts. | think the
education initiative has been launched. There are great complexities and problems in implementation and
insufficient funds. We're not going to hear awhole lot about that. The faith-based initiative will go
forward in ahdting way. | believe that the retirement initiative will prove too troublesome paliticaly. The
Presdent wantsto do it and | think there will be some initid efforts, but | don't think it will go anywhere.
Therewill be modest stepsin the abortion arena, late term, but everything is going to come down, in my
view, in terms of priority beyond economic growth, to hedth palicy.
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Thefind question then is are we talking here words or deeds? Are we taking issues or new
laws?

The Bush Adminigtration and President Bush in particular has been exceptiondly skillful in using
akind of soothing rhetoric to make at times more paatable an agenda that's been more conservative.
Republicans in Congress have been very skillful in framing dternatives to Democretic proposds on a
range of domestic policy issuesthat have blurred differences between the parties and kept the
Democrats from gaining any traction.

The question is now that Republicans have regained control of both houses of Congress with the
White House, whether they will fed obliged to produce laws as well as positions for debate in the next
campaign. | think the answer to that is yes, but whether or not they succeed is quite another matter.

MR. DIONNE: Thank you very much. | think that when you talk about the President’s
gppreciation of Clinton's discovery at the political center, and one of the things | would like to talk about
isto use, | believe I've got thisword right, the nice word the President used is the [center craw fishing]
to theright, and how is that happening.

But before we get there I'd like to ask Bill Frenzel the broad question and the particular
guestion that Tom raised. Could you from your perspective tell us what you think the priorities of the
Presdent and the Republican mgority in both houses will be? What will their priorities and socid policy
be? And in particular, will the President ask the Congress to gpprove a system of private accounts
under Socid Security?

\ B MR. WILLIAM E. FRENZEL : Thank you, EJ. | thought you'd never
\ < ask. [Laughter]

| don't disagree agreat dea with my colleagues on this panel about what's
going to happen and what the priorities are. | think | have adightly different
viewpoint but many places we intersect.

Firg of al you will recal that reauthorization of the Wedfare Reform Act of '96 foundered on the
shods of the Democrat mgority in the Senate last year. That's going to be a number one priority and
that is going to be reauthorized this year.

| should say too that the shift from off-shore to on-shore in terms of thrust begins with the
economy but it does drag the socid agenda dong withit. | think both of the other speskersindicated
that.

Remember we have not funded the Education Bill of 2001. Not only does the President have a
huge paliticd investment there but both politica parties do and that's certainly going to move ahead.

| don't foresee the broadscal e hedlth devel opments that Tom does, but again, everyone has a
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subgtantia investment in Medicare. Drug benefits may range from parsmonious to rather expansve. My
guess iswhat's going to be passed is going to be more toward the former than the latter, but | believe
there will be a bill enacted this year on Medicare drug benefits.

The interesting question to me was the most recent one that E.J. posed, and that is, isthe President
going to recommend to the Congress that Socia Security be modified to include private accounts in the
system. | don't really have the answer to that, and | think partly it depends on how crowded the agenda
isand how many balls the President can keep in the air a once.

| think if we don't have wars and mgjor terrorism events that yeah, there's a pretty good chance.
| think the President feds very strongly about private accounts. | think the White House looks on the
mid-term elections as a vindication of the President's position. National polls look pretty good. It
doesn't mean it would get through the Congress this year or even this biennium, but it would not surprise
me if he served that issue up to the Congress.

If the agenda is crowded, if there's heavy going, maybe not. Maybe it will be one that is held
back. But clearly it'simportant to the Presdent, he believesin it, and he is one like the public that senses
whatever you're going to do you better do it rather promptly or it's getting more expensive every day
and it's going to come back to bite you.

| see that as a possibility on the agenda, not necessarily a probability. But | see education,
welfare reform and Medicare as sort of the leadersin the socid policy agenda. Both for the Congress
and in some cases both parties in Congress, as well asthe President.

MR. DIONNE: Thank you, Bill.

Incidentaly, we are going to go to the audience for questions so those of you who want to do
that if you can cook up your questions there will be mikes going around the room in alittle bit.

Just to follow up, Bill, if the President did decide to go to private accounts, you know better
than anyone, having served on that commission, that the cost is very substantid and the cost comes at a
moment when, as well learn on the next pand, the government is jugt alittle bit short of cash.

How do you solve that problem? Not necessarily how will the President solve that problem, but
you've grappled with it yourself. How can one solve that problem?

MR. FRENZEL : How do you hold amoonbeam in your hand? [Laughter]

The answer isthat the cost of not doing anything is more expensive ultimately than the cost of
doing something. And so it is better | believe to accept those costs early. If it entails additiona
borrowing, so beit. But the cost of not doing anything means that either benefits foregone or taxes
increased in the future are just too heavy a price for our children and grandchildren to pay and we're
going to have to suffer alittle right now.
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MR. REED: Can | hazard a guess on that?

| think Bill is undoubtedly right on the merits. My guess would be, the chdlenge to the
Adminigration is the Republicans think thiswill be Bush's second term agenda and Democrats think if
thisis Bush's second term agenda there won't be a second term. Buit | think the President very much
wants to look bold on thisissue.

My guess would be, | tend to agree with Senator Moynihan who said that we won't redlly dedl
with the financing crisis for Socia Security until about five months after it's hit us. But it wouldn't surprise
me at dl if the Administration decided to add on accounts somewheat like what President Clinton
proposed without any fundamental changes to the structure of Socid Security, so you get dl of the sugar
and none of the pain.

| know this Administration is deeply, deeply concerned about the deficit, but -- [Laughter] -- |
suspect that giving away money to help people save might be a politicaly [inaudible] [sdute] in their
view, even though it might have serious long-term fiscal consequences.

MR. DIONNE: Tom, do you have athought on this?

T TTRB MR, MANN: Politicaly Bruce's solution which was Clinton's solution which
was an add-on, obvioudy means tested to encourage the development of
saving patterns, private saving patterns among low and middle income citizens
has enormous attractions politically because it doesn't lead to any
restructuring of Socia Security, doesn't lead to any decline in guaranteed
benefits. But obvioudy it doesn't either dedl with the long-term financia
problems of Socid Security. But then | would argue neither does the sort of private accounts without
the reduction in the guaranteed benefit leves.

So were il talking about reducing benefit levels one way or another.

My view isthat the deterioration of the budget and the disappointing performance of the stock
market over the last three years have together created an enormous politica hurdle for moving in this
direction.

So my view is Bill ad Bruce areright. The President will put something on the table. He will be
very bold in that regard. My prediction is that Republicans will run away from it and that if anything
happens it will be an add-on account which in effect worsens the long-term fiscal problem rather than
improvesit.

MR. DIONNE: Could people who want to ask questions identify themselves? | want to throw
out one more question, but our friends with the mikes can get to you and you can have the mikes.
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Obvioudy no one likesto ask the first question, so who wants to ask the second question?
[Laughter]

I'll ask my question and then you can identify yoursdlf.

Faith-based initiative. The Presdent could go two ways on that. He could try smply to get the
compromise worked out with Senators [inaudible] and Lieberman and Clinton, just get that on his desk
fast; or now that he has both houses of Congress he could go back to something that might be seen by
his 9de of any event as more ambitious. Bruce? Bruce in particular, but anyone esg, if you have aview
onit.

MR. REED: | think over the next few yearsin particular the White House will be
extreordinarily god oriented. The Presdent is anyway. He had hisligt of four thingsin Texas. He has his
list of six thingsfor thisterm. | think he wants to check the box on space-based, and they play avery
good poker hand so it may ook like it's not going to happen until the last possible moment but | can't
imagine that given how important it isto Karl Rove's palitical srategy, and | think the President
generdly bdievesin it, that it won't happen.

MR. FRENZEL : Asyou know, there are things he can do right now under the law and those
will go forward and those will be trumpeted. My own guess is that he would like to proceed as he was
proceeding last year and get something that isn't quite forcing, that doesn't rely on his party dl the way. |
don't think -- I wouldn't guess held go for the steamroller, but | think held like to pick up where they |eft
off last year.

Again, that's sort of a core condtituency issue with him, and | think he hasto be moving it.

MR. MANN: | agree with my colleagues. Thisis a case where he will step back from the most
ambitious initiatives, not take the opportunity of the change in party contral in the Senate, settle for
something he knows he can get, check the box, and campaign on that success.

MR. DIONNE: | can't resst asking the author of that new political treatise, Of Mice and Men,
to comment on what are Democrats going to do about dl of this? Do you see them emboldened by
defeat? Do you see them pushed back by defeat? How will Democrats grapple with socid policy and
obvioudy | suppose to paraphrase the President, it depends on what the meaning of the word Democrat
is. [Laughter]

MR. REED: If we were [emboldened by deceit] we would be avery very strong party.
[Laughter]

My guessisthat | think Democrats, that the national Democratic message will improve over the
next two years Smply because there will be presidentiad candidates who are making it and there are only
acouple of them. So instead of having 27-0 spokesmen well have three or four. So | think the White
House will be under more pressure on the big picture from Democrats, but | think on the Hill Democrats
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were in atough spot even with nomina control of the Senate, and | think there are, in the areas where
the White House wants to get aded -- faith-based, prescription drugs, a couple of others, there are
plenty of Democrats who aretired of the palitics of those issues and wouldn't mind going down the
roadside once or twice.

MR. FRENZEL: May | comment? Because | think that needs emphasis. | have the same
feding Bruce does.

It isrelaively easy to push things through the House, and having been a member of the
suppressed minority there for 20 years, you got alot of footprints on your face. Y ou can't stop things
very reedily.

But in the Senate where the rule isif you've got 40 friends you rule, there is going -- Despite the
fact that the Democrats have lost control of the mgority and therefore the agenda, does not mean that
they have logt control of the substance. They Hill have agreat ability to either accept or deny that which
goes through.

It s;ems to me that the Democrat Senate will be the core of resstance if there is resstance, and
it will be the core of compromise if thereisto be compromise. But having been a member for most of
my life of aparty that actslike Bruce is describing his own, the worm aways turns. [Laughter]

MR. DIONNE: We have mice and worms. We're going to keep adding --

Tom, | want to ask you in this context, Representative Bill Jefferson of New Orleans, afairly
moderate Democrat himsdlf, said that the lesson of Mary Landrieu’ s recent experience is tha you vote
with the President, you support the President, and as she puit it, they come down here and ssomp on
youl.

Do you think there is any bitterness insde the Democratic party about the partisanship,
especidly around issues like homeand security, that might get in the way of what Bruce was talking
about in terms of wanting to get to the rose garden?

MR. MANN: None whatsoever. The Democrats -- [Laughter] The Democrats are feding as
if the Presdent offered to govern on a bipartisan bas's, he's entirdly sincere, and they're looking forward
to a cooperative relationship on arange of issues. [Laughter]

MR. REED: We should make note for people reading the transcript that that was --

MR. MANN: Full stop.

It is poisonous on Capitol Hill, make no mistake about it. Democrats were embittered before

the dection. They beieve the diguncture between the President's rhetoric and his actionsis stark. They
saw what they took to be a blatant politicization of domestic security issues. Of course they didn't resst
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it effectively, they dropped the ball and acted like wusses and therefore got beaten very badly. But now
with the Landrieu victory in Louisanathey're beginning to fed ther oats. They see themsdves asthe
opposition party. They're thinking like the Republican House leedership thought when Bill Clinton wasin
the White House. They want to frame issues for the campaign rather than reach agreement with the
Adminigration on awhole range of matters.

The question is, will the Presdent make it easy for them to do that or difficult for them to do
that? He could make it very difficult for them by coopting them, by moving on matters like
unemployment benefits, on minimum wage, on rebates to those who pay payroll taxes as part of an
economic stimulus package by putting something substantial on the table with respect to prescription
drug benefits. It will be fascinating to see the extent to which the Presdent and Karl Rove complicate
the Democratic plans to be the opposition party.

As| sad a the beginning, | would not underestimate the politica judgment of this White House
and the skill with which they may gpproach that task.

MR. REED: | think Tom's onto the centrd question and | think the White House will show
consderable skill. But the redl question iswill congressiond Republicans be emboldened by victory
because ook, if the White House wants to get adedl it can get aded. But only if its own party will let it
do so. We said throughout the campaign that Republicans were going to turn back the clock, as you
point out. We didn't think 1948 was where they were going to stop. [Laughter]

QUESTION: Rick McGahey with Apt Associates.

Y ou mentioned alot of topics. We didn't mention the tax code. | suppose tax cuts are the next
pand topic. But there's often talk about changes in the tax code. Glen Hubbard's known to be someone
who's looked at consumption tax basis for along time and that's occasondly floated as atopic. [It
gandsin tenson] with our use of the tax code to inditute socia policy, right? Hedth, housing, income,
retirement policy, we al do it through the tax codes and then we talk about how complicated the tax
codeis becoming.

| was wondering if anyone had a sense about, do you see any movement &t al towards a broad
statement about changing the tax code to some kind of consumption-based tax?

MR. REED: Yeah, the movement'sin the direction of Pittsburgh, as near as| can tell.
[Laughter]

MR. FRENZEL: If you recal 1986 to 1987, perhaps 1969, comprehensive changesin the tax
code are exceedingly difficult and without powerful leadership from the President, whoever he may be,
they smply aren't going to happen. Congress can't handle that stuff by itself. Some of its condtituents are
for it and some are againgt it and it's with its congtituents so it just isn't going to happen.

It looks to me like there have been firings. DEA and Treasury both, both NEC but | haven't
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heard of that. But again, the schedule is pretty crowded this year. The Presdent's attention is directed
elsawhere. | don't think he's got the time or total resources to work on comprehensive tax reform that
would include the métters you're suggesting.

| think it isunlikely as you assess the priorities coming on that those items are going to filter
through individudly in smdler tax bills. There isn't, under the budget rules there isn't away to finance
them and | jugt don't think they can fly.

MR. MANN: | think that'sright. Paul O'Neill was more interested in tax reform than tax cuts,
and | think that clearly diverges with the priorities of the Adminigration for the near term. | could see
that being an agendaitem for a second term just like Socia Security restructuring. But you're quite right.
On mogt of the socid policy issues you will see amgor tax component, but that will have the effect of
further complicating the tax code, not smplifying it.

MR. DIONNE: In the 1950s under President Eisenhower an awful lot of socid policy was
done under the name of defense policy. We had the National Defense Education Act which helped send
me to college; we had the interstate highway system which was partly justified on nationd security
grounds. | would imagine somebody making an argument that we need to spend more on educeation
because then educated kids will be better able to defend the homeland.

Do you see any ways in which this homeland security concern gets played back into something
having to do with domestic policy? Nationa serviceis certainly one posshility there whereit's actudly a
red link.

MR. REED: | hope so0. I'm alittle worried the Administration won't even do enough on
homeland security as homeland security. They've been dow to put their money where their mouth is on
that issue and | think Democrats will put alot of pressure on them and eventudly they will do so. But a
related question is over the next year leading Democratic presidentia contenders are going to put new
[stocks] on the table an try to inject some [bullish ideas] into the debate, and what will the
Adminigtration do to try to head them off at the pass? | think that may lead to more attention to an issue
like education than it would otherwise.

MR. FRENZEL: My judgment is the Presdent's job is to keep homeland security on a
nationa bass. The Congress as it acceptsits respongbility isto screw it up and makeit into local grants
that will do something in its own didtrict. So we want pam pilots for sheriffs and armories and university
grants and tennis courts and whatever. [Laughter] That game is going to be played on a continuing basis.

My judgment is the Presdent will try to keep it aimed a having a bona fide national homeand
security program rether than letting it fractiondize into at least partidly socid loca endeavors.

MR. MANN: I've got to respond to that. | would make the argument that had Congress sent
some money down to states and locdlities to help them prepare asfirst responders to various
contingencies and foregone the Homeland Security Reorganization Bill, wed dl be alot better off.
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What we've done is had a sort of bureaucraic palitical game in Washington while genuine
efforts at state and loca governments to begin to do something have been congrained by the horrible
fiscd dtuation that state and loca governments are in now, and the failure of the Feds to put the dollars
where thelr new mandates are. So thisin my mind is just the opposite case.

Oftentimes Bill is quite correct, things get noble intentions in Washington, get dissipated and in
pork. Thisis a case where the Feds would have done much better, played a much more congtructive
role by sending the money where it's needed and turning their attention esewhere.

MR. DIONNE: The report may be the real meat of homeland --[Laughter]

QUESTION: Following up on what Tom said, I'm Mark Naddll, Socia Security
Adminigration. Following up on what Tom said, do you see any action on the part of the federd
government to help dleviate the fisca crigsin the sates?

MR. FRENZEL : That's awonderful question. At least 50 Governors are svarming al over
Washington now trying to find away to get Some money in to relieve their own distress a home. | think
they will find avery sympathetic audience of people here who will agree thet life istough al over but in
the end they'll come to the Jmmy Carter conclusion that life isn't fair and the federa government will
have its own deficit to contend with in some of the programs we've been discussing here. | don't see any
major programs going back to the states.

In the firgt place they're terribly complicated to congtruct. When we were in the old "new
federdism” mode in the Congress we had a terrible time sending money back. The direct revenue
sharing was in some ways the best and in some way's the wordt. In any case, it was aways conditioned
on federd gtipulations and conditions. That's pretty complicated work. Unless we had something on the
shelf that was ready to go | would think it would be very unlikely that there would be any mgjor
infusions of revenue trandfers to the Sates.

MR. REED: | don't understand on this, Republicans who invented the new federdism, direct
revenue sharing, looking at a Stuation where Governors are having to act absolutely againg the interest
of economic growth. They not only have to raise taxes, they've got to cut spending, and why
Republicans haven't made this their own cause. Y ou have an obvious way to do this, which isto help
states with Medicaid codts. It doesn't raise some of the problems of how do you write aformula for
revenue sharing. Why haven't they picked up on their own tradition in this area?

MR. FRENZEL : Smply because financing a government is a compstitive sport. And it'sa
contact sport. | ran on revenue sharing and defested my opponent on that issue by three-tenths of one
percent when | first came to Congress. But | have to say that | am more and more persuaded that the
separation of fundraisng and fund-spending causes ared problem.

| just don't believe that Congress, with whatever fundsiit has, is going to be terribly willing to

Professional Word Processing & Transcribing
(801) 942-7044



THE SOCI AL POLI CY AGENDA - 12/11/02 13

share them. | will admit thet rationdly states being burdened by condtitutiond restrictions on taxes and to
have balanced budgets have got the toughest job in the world. Anyone that got redected Governor this
year got the short straw. The federal government, on the other hand, can borrow money and in times of
sress doesit, and sometimes when they're not stressed they do it too. But | just don't see them sharing.
It doesn't ook to me like the Congress and the President's budget adventures over the last 20 years
furnish any comfort to anybody in this Stuation thet there is going to be an important sharing.

MR. MANN: It would be more defensible for the federal government to smply withdraw from
thisif their hands were clean. But remember elements of the 2001 tax cut had the effect of further
reducing revenues a the date level. And secondly, if you go indde the Education Bill and you go insde
the expectations regarding homeland security, you will see that the federa government is putting
additiona burdens on state and locd governmentsin away that are going to have to be financed by
those, in large part by those sate and loca governments. So the feds have put the squeeze on. They're
now talking asif, “oh, deficits don't metter at the federd level. We need more simulus” It ssemsto me
it's not unreasonable for an dement of a simulus package to include some fiscd ad to the Sates. But
Peter and Rudy and our next pand will explain why that's either ridiculous or very wise policy.

MR. DIONNE: It'saperfect trangtion. We should shut this one down real quick. And Bruce,
you can have the last word.

By the way, we are going to try to find Bill Frenzel's opponent in that eection and send him a
transcript -- [Laughter]

MR. FRENZEL : Hedidn't vote for Strom. [Laughter]
QUESTION: I'm John Workman with the Consortium of Socid Science Associations.

| want to quickly ask arelated question. Senator Daschle had a meeting this week where he
trumpeted the Democratic Governors who just won. Do you think aong those lines the Democrats can
sort of try to get their message out through these new Governors?

MR. REED: | think we have some wonderful new Governors who will be articulate
spokespeople for the party for yearsto come, and | do think that it makes an enormous difference to be
at parity in Governorsinstead of being far, far behind as we were in 1994.

| think that will -- perversdly | think that may make it more difficult to get money out of
Congress to help solve gtates fiscad problems since there won't be quite as much sympathy in a couple
of key quarters. But | do think that Michigan and Pennsylvania are central to the Presdent's redlection
and it's not going to be just for his palitics over the long haul, it's two very articulate Democrats are
beeting up on him in a sustained way in those two markets.

So my prediction would be that the easiest way for an Administration to show that it's doing
something on education, on hedlth care, on homeland security, is to shift the money out to the Sate and
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locd level. They won't be particularly generous about it, but | bet they try to check that box as well.

MR. FRENZEL : | would add that the Republicans eected some fine new Governors too and
if the Democrat Governors are smart they will stand shoulder to shoulder with their Republican dlies, let
the Republicans be the spokesmen and they can take the heet if the Adminidration doesn't like the

message.

MR. DIONNE: On that happy note. What were going to do, | think we're going to take
about a five minute break and then were going to bring up the new pand. Grab acup of coffee. Thank
you so much Bill, Tom and Bruce.

[Applause]
[Bresk taken]

- MR. DIONNE: I'll gart it up astheres of the folks comein.
7

When former Governor Edwin Edwards of Louisanawas running for
redection one year the sate€'s economy wasin avery difficult shape and
Governor Edwards knew what his reputation was in the Sate, so he went all
over the state and said if my opponent is redected there will be nothing left
for meto sted. [Laughter] That is sort of our theme in the second pandl, which is, is there any money
left to spend on socid policy?

What were going to do is have | think avery lively discussion with different perspectives on the
government's fiscal Situation and what should or should not be done about it. We have three wonderful
people to do that.

Peter Orszag is the Joseph A. Pechman Senior Fellow in Economic Studies here at Brookings.
Hewas a Specid Assstant to the President for Economic Policy, that's President Clinton, for Economic
Policy. He was a Senior Economist and Senior Adviser on the President's Council of Economic
Advisers. He was ds0 an Economic Adviser to the Russian government. | think the only way he could
get advice to President Bush these daysisto send it through Putin.

Then we will be followed up with Rudy Penner who is Senior Fellow at the Urban Ingtitute and
holds the R.J. and Frances Miller Chair in Public Policy. Previoudy he was the Managing Director of
the Berents Group, a KPMG company. He was Director of the Congressona Budget Office from
1983 to 1987, one of the hardest jobsin Washington. He is the author of numerous books and
pamphlets and articles on tax and spending policy. His most recent book, hereé's a good trangition for
you, is co-authored with Belle Sawhill and Timothy Taylor and it's called "Updating Americas Socid
Contract."

Bdle Sawhill would be our third speaker who is a Senior Fellow in Economic Studies at the
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Brookings Indtitution where she co-directs the Welfare Reform and Beyond Initiative, and aso directs
the Brookings Roundtable on Children. Before joining Brookings she was a Senior Fellow at the Urban
Indtitute. She was an Associate Director of the Office of Management and Budget from 1993 to 1995.
She helped found and now serves as President of the National Campaign To Prevent Teen Pregnancy.
One of those rare non-profit organizations that got founded and had dl the socid science numbers move
in the right direction after the founding of the organization.

We're going to have thisjust alittle bit more forma. Were going to have first Peter, and then
Rudy Penner and then Belle Sawhill come and give brief presentations and then we will mix it up in
discusson.

Peter, thank you very much.
MR. PETER R. ORSZAG: Thank you, E.J.
I'm going to talk about the budget situation in terms of socid policy, but in the

short term, the medium term and the long term. The short answer isin dl
threeit's not particularly pretty.

In the short term we seem to be in a stuation in which were at war when it comesto socid
spending but peace when it comesto tax cuts. Y ou see that manifesting itsdf in avariety of ways.
Everything from the failure to reingtate the SCHIP funding that has now expired for States to education,
efc. It'saso playing out in the fiscd year 2003 numbers.

What you see in the appropriations levels that Senator Stevens has now signed onto is an
increase in defense, homeand security and internationd affairs of $42 billion above inflation; and a
decrease in domestic spending outside homeland security of $9 billion.

So often, and it'simportant to sort or break the domestic piece or the non-defense piece up into
the homeland security and non-homeland security spending components. Y ou can get amideading
picture of what's happening to spending in the area that we're supposed to focus in this morning if you
just look at non-defense discretionary spending because that includes a substantia component of
homeland securrity.

When you separate out the homeland security component you are looking at a decrease of
about $9 billion after inflation in this upcoming fiscal year 2003 set of gppropriations bills if we ever get
off of the continuing resolutions.

Another little thing on the short-term outlook that we should remember isthe little remarked
upon change that the House leadership has put in place regarding control of appointments to the
gppropriations subcommittee chairs. Much more of the power, and well see how much of thisis
exercised, but much more of the power is now being centralized in the House leadership and that could
mean that as the, incons stent with what's happened in the pagt, that the appropriations bills actudly are
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enforced and reductions in spending of say the $9 billion that | just mentioned actually do hold because
the larger debate over the size of the deficit is something that the House leadership cares more about
than each gppropriation subcommittee chair individualy cares abot.

At the state levd, that was at the federd levd. At the Sate leve the Stuation is aso in auspicious
in the short run. As you know, states are facing deficits of $40 to $50 billion and that's requiring
sgnificant adjustments both on the tax side and on the spending side. Just a couple of examples.

Medicaid eigibility was reduced or restricted in 25 statesin fisca year 2002 and/or 2003. One
example, in Oklahomafor children aged oneto five, digibility for hedlth insurance is being reduced from
185 percent of the poverty threshold to 133 percent.

In other areas, child care programs, for example, waiting lists have grown longer in 19 states
and digibility for services has been rediricted in states varying from Indiana to Nebraska to New
Mexico to West Virginia. Tennessee is cutting trangportation assistance. Job skillstraining and
ubstance abuse services. The list goes on and on. It's not surprising that given deficits of the sze of $40
to $50 hillion there are Sgnificant reductionsin socid spending that are occurring.

Turning to the medium run which | will cal the ten-year outlook, the officid federd numbers
look relatively good. It looks likeif you look at the officid CBO forecast projections, it looks like we
have a budget surplus of atrillion dollars over that ten year period, and that number actudly may go up
in January when CBO issuesits new set of projections because we will be adding another year to the
budget window, 2013, in which there islikely to be alarge projected surplus at that time.

But it's very important to remember the assumptions that are built into those projections. When
you adopt a series of what | consder to be more redistic or perhgps more insghtful assumptions, the
budget picture swings substantialy.

So for example the officid CBO projections assumethat dl of the tax cutsthat are currently in
place that are scheduled to expire -- not just the tax cuts from last year, but the regularly expiring tax
provisions like the research and experimentation tax credit actudly will expire.

If you instead assume that the tax cuts that are scheduled to expire don't, the difference is about
atrillion dollars, so you get down to about zero right there.

The numbers aso assume that there are about 39 million households that will be thrown onto the
so-cdled dternative minimum tax by 2012. The dternative minimum tax was a system that was added in
the late 1960s to ensure that high income tax payers paid at least some tax, but because dternative
minimum tax is not indexed to inflation more and more households are being thrown onto it over time
and thisis aticking time bomb in the tax projections. It's very very expensve to diminatethe AMT or
even to attenuate this growth in the AMT over time.

If you try to addressthe AMT you're looking at costs of several hundred billion to as much asa
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trillion dollars over the next ten years for diminating it atogether.

So now you're looking at instead of -- We started at atrillion. We get down to about zero by
getting rid of the sunset. Y ou’ re now looking a minus 500 to minus atrillion if you address the looming
AMT problem. And then you say what about the surplus outside Socid Security or outside Socia
Security and Medicare, you're looking at deficits of $3 to $4 trillion. That's before aMedicare
precription drug benefit and that's before making a more redlistic assumption on discretionary spending.
All of those numbersthat I've just given you assume that discretionary spending fails to keep pace with
population growth or the Sze of the economy. It's just fixed in red terms.

And by theway, if we fix discretionary spending in red terms but defense and homdand
security spending goes way up, which it will, that meansthat al other spoending isfdling in red terms,
even without taking into account the Sze of the population or the Size of the economy.

So the bottom line is, given this budget outlook over the next ten years, it's hard to see how the
picture for socid spending is particularly auspicious. There will be lots of pressure on the budget from
the tax cut, from the dternative minimum tax, from defense gpending and homeland security spending.
And by the way, these are the good years before the baby boomersretire.

So now let me turn to the long term where as we al know were facing the coming retirement of
the baby boomers. Socid Security, Medicare and Medicaid will basicaly double as the share of GDP
over the next 30 to 40 years. And the share of output, or the share of GDP that is consumed by those
three programs alone will start to gpproach the average historica share for al government spending
taken asawhole, including al other parts of government from the FBI to EPA to al the other things that
government does. So you can see over the longer term that there is a'so a sgnificant question about how
the types of spending programs that are the focus of this panel would be financed.

Onething that | want to close on that note. Many of the plans that we seein Socia Security, a
little bit less s0 in Medicare because there aren't redlly any Medicare plans on the table other than ones
that just cost more money, involve a change from what was the case say five or ten years ago.

Many of the plans now involve subgtantial amounts of revenue from the rest of the budget. That
was true for the Presdent's Commission. If al workers participated in the individua accountsit would
require $2 to $3 trillion over 75 years. And it's true for the Shaw plan which has been introduced in the
House which requires $4.5 trillion over the next 75 years. In fact given the red pain benefit adjustments
that are in the President's plan, | think if anything there's going to be more movement towards a Shaw
type gpproach which involves solving the Socid Security system by basically pumping in money from
the rest of the budget.

What that means is the perspective of the rest of the budget, you haven't done anything. You
have not opened up any room for the other things that government does by solving the Socia Security
problem through genera revenue transfers.
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One of the big dangersin the Socia Security debate isthet, at least in the Houseis my
impression, there's more movement towards that type of approach than towards the type of approach
that involves programmetic changes that could actually free up resourcesin the rest of the budget.

I'll close on that.

MR. DIONNE: Thank you very much for that excellent case for prescription drug benefits, for
tranquilizers for people who work in OMB. It's redly helpful. [Laughter]

Incidentally, Ron Haskins will dwaystdl you thet | have a dightly distorted view of redlity. I've
noticed, | want to ask our organizers here. | noticed the break was supposed to come at the end of the
second hdf rather than the firgt half. What | may do isjust et us run through thet time and then we will
have no red break between the other two panels, and people will be free to get coffee asthey wish.

Rudy Penner, thank you very much.

MR. RUDOLPH G. PENNER: Thefird thing that any discussant of the
budget outlook must do is confess humility. Basicaly we don't know what the
heck were doing. [Laughter]

Forecasts of budget totals have aways been bad but in recent years they've
been absolutely god-awful. The change in the CBO's estimate of the 2002
budget has changed by a mere $300 billion over the 20 months beginning in January 2001. That's
abgtracting from any legidative changes at dl. That was al because of economics and technica
forecagting errors.

In the long run policy changes tend to make up for budget surprises but it does take many years.
Consequently | think that forecasting errors will be more important to the budget balance over the next
few years than any of the policy changes that we might be talking about today .

If in the next 20 months projections of the budget balance deteriorate by another $300 hillion,
the budget will appear to be in crisis and well be back into the situation of the 1980s and early '90s.

If on the other hand the budget baance improves by $300 billion it will again appeer likeit did
in the late '90s, that we can have it dl -- spending increases, tax cuts and so forth.

Now it's somewhat safer to look backwards, but given the revisons you see in economic
datistics and changes from the way the budget is classfied, | sometimes fed that we can't forecast the
past any better than we forecast the future. But when the surplus emerged by complete surprisein 1998,
budget discipline realy went out the window. The congressional budget process began to erode, am
eroson that accelerated when the Budget Enforcement Act was adlowed to expire at the end of
September.
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On the spending Sde of the budget the biggest reative winners from the lack of discipline were
farmers. The cost of the farm income stabilization sub-function of the budget rose over 300 percent
between 1998 and 2000 before it started to go down in the last couple of years.

I'm not sure whether farm spending qualifies as socid spending, though most farmers | know are
pretty socid. [Laughter] But if you look at other increases where spending redlly soared, some of it was
clearly socid. Spending on primary/secondary and vocationa education rose over 60 percent in the four
years ending in 2002. Hedlth training and research dso did extremely well. I'm not sure whether that's
socid or not. Another thing that went up alot was the costs of conducting foreign policy as we secured
our embassies aroad, and internationa development and assistance which is socia abroad went up
quite a bit aswdll, as did highways. Those two went up over 40 percent.

So inthe four years, tota real non-defense discretionary spending went up about Six percent per
years. And even if you extract the homeland security portion of that, it would only reduce the rate of
growth by a percentage point or so. And that's after a period of incredible socid stringency, or spending
gringency in the discretionary side. IN the previous eight years red spending, discretionary domestic
spending only went up about 1.5 percent ayear.

Now if one believes Senator Stevens $750 billion ceiling on tota discretionary spending for
2003, it would bring civilian spending growth to a screeching hdlt, as Peter said. | guess I'm skeptica
they might actudly legidate that number, but if they do | would expect an enormous amount of cheeting
in the form of timing changes, advance appropriations, and very probably a supplementa of sometime
next summer.

So there will be asocid policy, and | think it will be evidenced by increase in spending. It may
be inadvertent and it may be very confused as E.J. suggested.

The scariest budget thing going on recently is the explosion in Medicare and Medicaid cods.
Together they've gone up about 20 percent in the last two years.

Aswelook ahead | think the most important decision on the spending side will involve a
prescription drug program under Medicare.

It's common practice to talk about the cost of various programs in these ten-year cumulative
amounts. One costs $150 hillion, another costs $300 hillion. | think we should change the firgt
amendment to prohibit speech of that type because it's extraordinarily mideading.

The important thing to look at is the time profile of the costs, and dmost every proposal has the
costsrising like about 15 percent per year toward the end of the projection period. So dmost no matter
where you gart, you end up with a huge compounded pop in the second decade of the program.

Without fundamenta reform of Medicare a prescription drug program will clearly hasten the day
of the train wreck that Peter so well described, and the nature | think of the resulting wreckage is not
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clear a dl if we don't reform those programs.

Mogt likely to me they will ultimately squeeze out socia programs, infrastructure spending, and
maybe even defense. | would think, therefore, that liberals would be more eager to reform those
programs, especidly for the affluent ederly, than they seem to be.

Alternatively, of course, taxes could be raised to European levels, but | guess | would attach a
very low probability to that outcome.

Thefind posshility isthat the debt could explode, ultimatdy resulting in an economic disagter.
Unfortunately 1'd give some significant probakility to that.

On that happy note, I'll stop.
MR. DIONNE: Thank you very very much.

With that proposa to amend the First Amendment, Rudy is now qualified to work in the Justice
Department.

Bdle Sawnhill, thank you.

MS. ISABEL V. SAWHILL: Thereason | think that this particular pand is
S0 important today is because | do think socid policy isincreasingly going to
be budget driven, so if we don't understand the budgetary context we can't
ded with it.

&,

| am painfully aware that when | was the Associate Director in OMB with
respongibility for socid programs during the first term of the Clinton Administration we worked very
hard to reduce the deficits that we had had when we came into office. And of course the President had
alot of prioritiesin the socid areaand it was my job to try to find the money to pay for them. But | was
asked to do that by finding cuts in other programsin order to fund our priorities. Having gone through
that struggle you can imagine how painful it is now to see the kind of future budgetary picture that both
Peter and Rudy have described.

Let me just then say that it seemsto me what you have to conclude is that we are going to have
probably some more tax cuts. We are probably going to have additiona costs associated with fighting a
war in Irag. And we are only going to be able to pay for that right now by cutting other programsin a
maor way or by confronting staggering deficits in the future.

| think the question we should be asking given this scenario is, is there another way? Can we come up
with aplan that helps the economy, protects socia programs, pays for awar, and smultaneoudy avoids
an absolute tide of red ink? And | think the answer at least in principle is yes and we should be talking
about it.
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On the economy the wisest course might be to leave this problem to the Federal Reserve.
Countercyclical fisca policy has arather poor historica record and opens a Pandora’s box to all sorts
of foolishness. But some sort of stimulus package seems dl but inevitable this year given the current
date of the economy and the politica itch to reduce taxes till more than we did last year. The question
iswhat's that simulus tax going to look like? Who's it going to help? And how much will it add to longer
term budgetary problems?

One option would be to accelerate the aready enacted but not yet implemented tax cuts
targeted on working and middle class families. This would mean immediately increasing the child tax
credit to $1,000 ayear and making it partidly refundable, and it would dso mean expanding the ten
percent tax bracket.

Another option is a much more temporary tax cut targeted to these same families. An example
would be a payroll tax holiday along the lines suggested by Senator John Kerry.

Any stimulus package, as was noted earlier, could include assistance for hard-pressed state
government. We may naot think that'sin the political cards right now but | agree with Tom Mann's
comments that they are being asked to take on more responsbility, the federal governments hands are
not clean in this process, and they desperately need resources.

This assistance could take the form of a higher federal match in the Medicaid program, or
expanded assistance for child care, socia services, education, trangportation and homeland security.

One could conceivably tie this to a requirement that states build more adequate reserves or
rainy-day funds in the future because one of the reasons they are in such desperate straitsright now is
because they didn't save their money when the sun was shining.

AsAlice Rivlin notesin anew Brookings policy brief which will be forthcoming shortly and
drafts of it are available out in the hall. States have dready had to cut Medicaid, child care, job training
and other programs, particularly affecting low income familiesin order to fill yawning budget gaps. Peter
talked about that aswell.

The economic point here, of course, isif there are various efforts to balance their budget
actualy are working to impede economic recovery.

All of these gimulus options don't hdp much with the longer-term budgetary problems that both
Peter and Rudy aluded to. In fact these options add to deficitsin the short run, and depending on how
they're structured could add to the long-term deficit as well.

To ded with the longer run fiscd Stuation, many people believe we should freeze dl or a portion
of the 2001 tax cut that has not yet gone into effect. This entails recognizing that the very large surpluses
once predicted were never red and have now disappeared, partly because of afatering economy but
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aso because of the tax cut itsdlf. It dso entalls recognizing that a sense of fairness matters, that atax cut
that provides 40 percent of its benefits to people who earn more than $200,000 a year is an outrage.

The good news is that these cuts have been promised but not yet ddlivered and it's not too late
to rectify the mistake.

But cancdling a portion of the tax cut should not be an excuse for letting spending get out of
hand. A tax freeze could be combined with a non-defense spending freeze of the sort that Rudy talked
about having prevailed to some extent when the Budget Enforcement Act wasin place.

This spending freeze could dlow for increases in prices and in the Size of the population, but ill
force some tough budgetary tradeoffs between programs of the sort that | talked about our having to
have faced in the early Clinton years.

Finaly, we could ask everyone to contribute something towards the cost of the war on
terrorism. After 9/11 patriotism was at record levels after al, but no one took the opportunity to ask
what we could do for our country. Once the economy recovers more fully, al Americans could be
enrolled in the fight and asked to contribute by paying say afive percent surtax. Thisiswhat we did
during the Vietnam War. In 1967 President Johnson proposed aten percent surtax which was enacted
after alot of initia congressona resistance in June of 1968. It was levied on both persond and
corporate incomes, was aflat percentage or add-on to people's exigting tax liability so it didn't change
the Structure, and remained in effect for severd years. Any new surtax should smilarly be temporary
and the proceeds could even be placed in atrust fund and earmarked for expenses associated with any
war in Irag, with homeand security, and related expenses associated with the threat of terrorism.

The cogts of such awar are highly uncertain but severa anadysts have now come up with figures
suggesting thet awar with Irag could cogt aslittle as $50 billion or as much as $600 billion over the next
decade, depending upon whether and how long we have to occupy Irag and how much our alies
contribute to the effort.

To sum up. The kind of plan I'm suggesting that would help the economy recover in the short
run, lead to aless unequa digtribution of after-tax income by cancdling the regressive cuts enacted last
year and force some tough budgetary tradeoffs by freezing non-defense spending at current levels, and
assure that the war on terrorism including homeland security was adequately funded. It would so
reduce long term deficits and help to grow the economy by freeing up savings for private investment. It's
magor components, just to reiterate and summarize, would be a short-run stimulus package, a freeze on
al or most of last year's tax cut not yet implemented, a freeze on non-defense spending with provisions
for inflation and population growth, help for struggling state governments, and a temporary surtax on
income to pay for the war on terrorism.

Do | think we will do these things? No way in our current political environment. [Laughter]
Should we be talking about them? Y es. It could influence the future political environment.
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MR. DIONNE: Thank you very much, Belle.
Read Bdl€es lips, we need new taxes. [Laughter]

I'd like to, before we get to taxes it seemsto me one of the centra issues here is the projections
of future deficits. And Rudy you might talk about this alittle bit more and I'd like Peter to respond.
There seems to be a movement among conservatives to say these projections are really no good so we
shouldn't have to worry about the long-term surpluses. It's sort of like Tony, when you're behind in the
game you turn off the scoreboard. But perhaps that's unfair of me.

What isthis argument about? What are the sort of substantive underpinnings of it? Because it
does obvioudy serve an important policy and politica purpose for many of the people who are making
it.

MR. PENNER: The projectionsredly are no good. That has to be accepted. But they're dl
we have and that's the big problem.

| think the only way to confront this enormous uncertainty is that we should be encouraging the
Congress to debate alittle bit more the implications of their actionsif the baseline turns out to be very
much worse or very much better than we expect.

The problem is the Congress really does dways behave as though these budget projections are
point estimates that they assess with certainty. It's very frudtrating to deal with that, but that's where we
at.

| think we should stop projecting the basdlines for ten years for the purposes of formulating a
budget resolution. Y ou can score policies over ten years if you want, but the projections of the budget
balance which is the focus of the resolution are essentidly noise once you get beyond six or seven years.

MR. DIONNE: What has made the projections worse in recent years?

MR. PENNER: The difficulty mainly in forecagting revenues. We had an enormous surge in
revenues relative to GDP in the late '90s which brought us a budget surplus by tota surprise. Now that
was related to capital gains but | think more fundamentally to how well the very very rich did during that

period.

We don't have the data to judge why there was areversdl. Only asmal part of it can possibly
be capitd gains My on suspicion isthat the rich suffered more in this recession than did other people. So
if we want budget revenues we should pray for the rich. [Laughter]

MR. DIONNE: Peter, are you praying for therich?

MR. ORSZAG: Let me say acouple of things on uncertainty. | certainly agree that uncertainty
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means that we should treat the budget projections with caution. However | would strongly warn against
adopting say afive-year budget window and then making policy changes outsde that five-year budget
window. That would lead to very very problematic policies and it is the type of approach that we have
seen in certain recent contexts.

So if we want to say that uncertainty means that we shouldn't be doing budget protection in the
budget resolution for ten years, but rather five years, then let's dso have a set of rulesin both the House
and Senate that means that you can't make policy changes outside of that window and thereby hide the
COost.

In the Senate there isthe Byrd Rule that basicdly can be invoked to ensure that if there are
budgetary costs outside the budget window you need 60 votes. One of the things that well actudly see
playing out this year is various different waysin which that rule isinvoked, or not. For example my
prediction isthat it will be much more difficult to make the State tax reped permanent if the Senate Hlill
uses aten year budget window for its resolutions than it will be to just extend the repeal for two extra
years or three extra hears -- 2011, 2012, and 2013. That will likely only require 50 motes so it's very
difficult to see how that would be stopped.

The second thing I'd want to say about uncertainty isthe right response to not just the projection
of uncertainty but the underlying red uncertainty in the budget outlook is not to ignoreiit, but if anything it
would tend to lead to more conservative, and by conservative | mean more policies-oriented toward
fiscd discipline than in the absence of budgetary relief. It's true that the Situation may be better than we
think or worse than we think, but if what we gain when the Situation is better than we think is not as
much as what we |ose when the Situation is worse than we think, then the uncertainty could betilting us
towards being more careful or more conservative, not saying everything is fine and let's go have a great
time.

MR. DIONNE: Bele, do you have aview on this?

By the way, Rudy has come up with one of is truly innovative ideas today when he said pray for
the rich. Hefinaly figured out away to include the rich under the President's faith-based initiative.
[Laughter]

MS. SAWHILL: I think one of the reasons that there's o much uncertainty is becauseit's very
hard to predict the economy and the huge swings and the projections depending on what happens to the
economy. But | think you can play a very interesting what-if game in terms of what the cost of various
policies are.

For example there are two senators who recently asked CBO to do an analysis based on
various assumptions about spending. And one of the assumptions that CBO was asked to make is
suppose that spending increases by the same rate over the next ten years asit did from 1998 to 2002.
What would the deficit in 2012 look like under that Smple assumption and afew others that related to
the expiring tax provisions that Peter talked abouit.
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The answer isthat in that one year, 2012, the annua deficit in that year in that what-if scenario
would be about haf atrillion dollars, and even more than that if you exclude the Socia Security monies.
It's $900 billion if you exclude Socid Security. In that one year aone.

So if we go back to the political discussion that we had on thefirst panel that's been aluded to
here as well and we think that Congressisn't going to be able to restrain itself, and we're going to have
spending increases that ook like whet they've looked like recently, that's a more redistic scenario.

So it doesn't say ascenario that's going to happen, but it says if we do these things thisis the
fiscdl implication.

MR. DIONNE: Isit possibleto be alittle -- Peter said it well when he said we're at war when
it comes to socia spending and at peace when it comes to tax cuts. It does seem to be the case that the
Administration when spending comes aong, including homeand security, says ah, we have a deficit
problem, let's cut there. And yet the tax cuts haven't entered into that discussion at al. Can somebody
enlighten me on why thisisthe case?

MR. ORSZAG: Not only that, but remember that many of the simulus ideas that are currently
being floated, gpparently from Administration sources, would be incredibly expensive. Excluding
dividends from individua taxation, for example, which is one of the ideas being floated, it would cost
between, it would reduce revenue, sorry, by between $250 and $500 billion over ten years. If you
include interest costs you're up to $300 to $700 hillion.

We're talking prescription drug benefit levels and here's, thisis on top of last year's tax cut.

MR. PENNER: Theres avery important principle you're totaly missing,
and that isthat good conservatives believe the way to squeeze down the size
of government isto cut off the revenue, to Sarveit. That's the differencein
philosophy here.

MR. DIONNE: That isfineif you don't have very subgtantia increasesin
both military and homeland security spending which the President supports. In other words if thiswere
actudly alibertarian Adminigtration -- if [Bilnes Canon] were running economic policy that might work,
without producing big deficits.

MR. PENNER: | very much disagree with Belle. When you have a surge in spending and
mogt of it ismilitary, and by the way very little of it is related to September 11th. But if you do have a
surge the last thing you want to do is finance it with atax increase. Economic theory tells you there are
huge wefare gains from keeping tax rates relatively congtant over time.

The question redlly iswhat happens to domestic spending in the long run. And maybe the surge
in military spending will continue, but thet is not the Adminigration's proposdl.
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MR. ORSZAG: | think one of the things that's going on here, and you see thisin the
Adminidration, at least in the previous team and well see what redly happens with the new team, isthe
argument that basicdly deficits don't matter. They don't affect interest rates, they don't redly affect
anything so thereé's no cost to -- plus we get the economic growth that the tax cuts bring.

What that redly leaves out of the picture, and we can talk about deficits and interest rates
because | think the evidence there is not as ambiguous as the Adminigtration thinking may seem, but the
key point is that regardless of whether econometricians can measure a reationship between deficits and
interest rates, increased deficits reduce nationa savings. And reduced nationa savings reduces future
income.

The argument that high taxes kills growth, there's ancother sde to thiswhich is high deficits, if we
want to use that inflammeatory rhetoric, o kill growth. They reduce future living standards. That part of
the equation just is not given much weight, at least from what | can seein the Adminigration.

MR. PENNER: | agree with Peter about the theory of deficits, but | think one of the problems
here may be that even with the kind of deficit numbers that Belle cited were along way from the kind of
deficits reative to GDP that we had in the 1980s and even in the early '90s. So | think that's part of the
problem of invoking any budget.

An important issue that we redly haven't discussed much and is not in the public discussion, |
think the total collapse of the congressiond budget processis avery serious matter. It's very hard to get

anybody interested init.

MR. ORSZAG: If | could just say one thing on the Sze of the deficit quickly which is thank
goodness that there was some fisca discipline at least through a good part of the 1990s so that when
September 11th hit and when the recession hit we wind up with deficits of $150 to $200 billion
projected out instead of $400 to $500 hillion projected out.

So | don't think that the arguments in favor of fiscd discipline have in any way been atenuated,
dthough | agree that their political sdiency may be weaker now because the deficitsjust aren't as large.

MR. PENNER: Tha wasdl Belleswork a OMB. [Laughter]

MR. DIONNE: | wanted to ask about the Sawhill Growth and Balanced Budget Act of --
[Laughter]

It's a problem of how you can have the combination of short-term stimulus and the tax for the
long run to keep the budget in balance over the long run. How does that work? | think thereisan
essentia contradiction here which I'm sure you can resolve between these two gods.

MS. SAWHILL: For economic reasons you don't want to be raising taxes or cutting spending
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alot while you've got unemployment rates around six percent. Although as | suggested, | think fiscal
policy isnot these daysin alot of favor as a counter-cyclical instrument. But till you don't want to
exacerbate our current duggishness in the economy by moving in the wrong direction in the short term.
But that's a very short-term issue. Y ou could conceivably reduce some taxes in the short run while
rasing them over aten-year period, let's say, S0 that on net the ten-year budgetary costs werein the
right direction. In other words reduced the projected deficit rather than increasing it. But it's a matter of
do freezing the part of the tax that hasn't gone into effect yet, will that be enough to pay for the shorter
run stimulus? Some of the plans that have been put forward by some Democrats when looked at using
the Brookings

Urban Ingtitute Tax Policy Center mode till show, as Peter has pointed out to me, net cost over this
ten-year period. So they don't contribute unless they're structured correctly and carefully to fiscal
discipline over the longer run, but they can. And you certainly want to backload the restraint and
frontload the simulus. That's the whole point.

MR. ORSZAG: There's enormous confusion in the public discussion right now between what
| would call astimulus package and what | would call agrowth package, and the Adminigtration uses
both these terms. Some of the things you would do for economic growth would be actudly anti-stimulus
in the short run.

MR. DIONNE: What would be an example of that?

MR. ORSZAG: If they make the 30 percent expensing permanent. Making it temporary will
probably move alot of investment into 2004 whereas if you make it permanent the surge in investment
because of timing considerations probably disappear.

QUESTION: Van [inaudibld].

The discussion of changing taxes or revenues as a policy matter seems to have been couched
entirely in political terms. Rudy said that he didn't see paliticaly -- | think he probably would reject it on
policy grounds as well, but he didn't see paliticaly that we would be going to European tax rates.

| guess my question is, Since we're playing sort of never-never land about how policies might
change, is there a substantive economic reason that's compelling that would suggest that taking tax rates
back to where they were in the mid 1990s before the big tax cut would be bad for the economy? In
other words, are we not discussing that in this nationa conversation smply for politica reasons? Or are
there serious economic reasons?

Werre dl aware that there are dead weight losses to taxes and dl of that. On the other hand the
economy seemed to do pretty well under those dead weight losses in the 1990s.

MR. PENNER: I think the important thing if you're going to raise taxes is how you raise them.
And | think people are too obsessed with the notion of reversing the Bush tax cuts which are politically
implausble anyway. Soif | can be as pdliticdly implausible as Belle was, | think that you want to talk
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about a base broadening and there are dl sorts of easy things you can do paliticaly like reduce the
subsidies to homeowners -- [Laughter] Things like that which would be redlly pro-growth and certainly
less harmful economicaly than raisng margind tax credits.

MR. ORSZAG: I'djust add two things. First on the base broadening. While economists do
oet, that's the sort of natural default for economists to say let's broaden the base and reduce the tax rate.
It isimportant to redlize that the tradeoffs that we faced in 1986 were different than what we face now.
There were more tax shelters, there was more opportunity for broadening the base then effectively than
thereis, and that dlowed more reduction in the rate as atradeoff. So | think if anything it would be
harder.

Another way of putting it is were maybe not down to the bare minimum, | hope that's not the
case, but we've reduced the amount of tax expenditures to the sort of things that are really popular
politicdly, and it's harder to do the kind of ‘86 reform, again, than it was then.

On the evidence of the economic benefits or costs associated with changing margind tax rates,
you could think about that as just the reversd of the 2001 tax cut, and what have people found about
what the impact is on future economic activity from the reduced margind tax rate, and if you want to run
it in reverse, a hither margind tax rate.

The key thing iswhat you assume about what would have happened to that levy. If you assume
that the revenue would have been saved then there are a bunch of studies that buy ether very little effect
or a negative effect because the improved incentives from reductionsin margina tax rates are
outweighed by the cogts associated with the reduction in nationa savings. So it again comes back to this
question of how much of the money would have been spent anyway if we didn't have the tax cuts. I'm
somewhat more auspicious, I'm inferring from Rudy's comments that we could actudly save agood
chunk of the money that was instead devoted to tax cuts, or that we could save more of the money that
would be raised through dight increases in margind tax rates, but that's effectively a politica judgment
which iswhy it comes down to politics.

MS. SAWHILL: | think that Van's question raises the whole issue of semanticsin this politica
debate that we're going to have. If cancdling the portions of the tax cut that haven't happened yet is
cdled raisng taxes which iswhat Republicanswill cal it, the public may react oneway. If it's called not
reducing taxes further, which iswhat Democrats will say, it has another meaning.

We had allittle conversation amongst the pandlists before we came in here in which virtualy
everyone around the table agreed that we are going to make the 2001 tax cuts permanent, not just fail
to cancel the out-year portion. That costs and estimated, if you can believe such projections, $4 trillion
in the ten years beginning in 2012 roughly spesking. That's big money.

My question is how do we pay for awar, meaning awar on terrorism, a the same time that
we're cutting taxes this much, without absolutely decimating everything el se that government does.
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MR. DIONNE: One deficit that's measurable is the time deficit and were starting to egt into
the other pand's. Two things. In good Washington fashion we will extend the time & the end. WE Il just
make up the extra minutes. And | just want to see any hands who have an urgent desire to jump into this
discussion now because I'd like to bring in a couple of more voices if youd like to join and then I'll let
Peter and the pand conclude if that's okay with you. Y ou can gart on this point and then move on to
something dse.

| don't want to discourage anybody. Okay.
Peter, why don't we just have find comments here.

MR. ORSZAG: | guessthis wasn't necessarily a broad concluding comment but rather just to
follow up on Belleés discusson.

It strikes me, and this may be wrong, but it strikes me that the debate inside the Beltway is so
much about freezing this component of the tax cut or that component of the tax cut. The Democrats
trying very hard to preserve the full tax cut burden. Ninety percent of the population or 92 percent of
the population or whatever. | don't think most of those people even redlize that there are more tax cuts
in the pipeline. Democrats are fighting very hard for an increase in the child credit which is scheduled to
go up to $1,000. If you went out, I've tried doing this with red people outside of Washington, if you
went out and asked do you redize that the child credit's going to go up from $600 to $1,000? | have
not yet received one affirmative answer that people actudly redized that that increase was in the
pipeline. Which | think is one of the reasons why this debate gets so confused. Democrats go out and
say we want to freeze the tax cuts but only for the top two or three percent, and people say freeze the
tax cut? What are you talking about? | didn't know | was getting more tax cut. It leads to concerns
about what's happening today .

| think it's at least, and again were coming back to palitics, but | would love for some Democrat
or moderate Republican to step up and say no new tax cuts until we win the war on terrorism period.
And that means everybody. That doesn't mean just the top one or two percent, that means everybody.
We are fighting awar, we shouldn't be pretending that we're at war when it comes to spending but
peace when it comesto tax cuts. We're fighting awar. That means everyone needs to pitch in. Shared
sacrifice. Everyone gets ther full tax cut thet's dready in effect and no one gets any more until we win
the war on terrorism, period. Very hard line. | doubt welll hear anyone say that.

MR. DIONNE: Rudy will now endorse this. [Laughter]

MR. PENNER: I'd like to change the subject.

I'd like to return to the big gorillain the room that we haven't talked about enough and thet is
thislong run outlook which makes al these other issues pale by comparison quantitatively. But with

current policy, with no prescription drug program, we do have the sum of Medicaid, Medicare and
Socia Security projected to rise by some six percentage points of the GDP by 2030. That impliesa
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one-third or 0 increase in the Size of the federal government. That is the red issue here. All of the other
things just affect the timing of when the train wreck occurs, whether we have an extension of the tax cut
or not. And so on.

There redly has to be much more focus on this. As Peter said, were hardly debating Medicare
at al which makes the essence of the problem much more serious than Socia Security, and somehow or
another welve got to get that debate going.

MR. DIONNE: Through absolutely no planning we are having perfect trandtiona comments
for the next pand. Thank you very much for that.

Bdle, for dosng thoughts.

MS. SAWHILL: Wél, I like the dogan no new tax cuts until we win the war on terrorism, but
| dso want to point out that just as Peter has discovered, that people out there in the world don't
understand this discussion that we have inside the Betway. | am struck by how little people have
glommed onto the fact that the tax cuts that haven't gone into effect yet are so heavily tilted towards the
wedlthy. | mean welve talked about that ad infinitum here in Washington. | think one of the reasonsis
because when you say to people 40 percent is going to the top one percent they al say to themsdlves,
well I'm in the top one percent. Or I'm going to be in as soon as | make my next job move or my next
stock market move. So therés thisfeding in this country that that's not amgjor issue.

So | have decided that welve got to talk about thisin dollar terms as a smdl changein the
conversation here, and talk about people earning more than $200,000 ayear. Then | think it has alittle
different resonance. But that's a footnote.

| look forward to the more detailed discussion of the next pand. | want to hear from them
where they think they're going to get the money to pay for anything.

MR. DIONNE: To paraphrase Peter, | want to thank these unredl people from inside
Washington for their very thoughtful comments. [Laughter]

If we could have the next pand come up and we could just roll very quickly into the next
discussion that would be helpful.

Thank you very very much.
[Applause]
MR. DIONNE: Thank you everyone for letting us make this quick trangtion.

| guess Henry, if | could start with you because Rudy's comments lead right straight to two of
your many aress of expertise -- Social Security and Medicare. Can you just talk about the outlook on
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those and what you're thinking about?

MR. HENRY J. AARON: Let me return to some points that Tom Mann and Bill Frenzd and
others discussed at the first session.

Theinitid question iswhét the Presdent redlly needsin order to win
redection. | think he needs two things -- avictory or asuccessin the Middle
Eagt, and an economy that has resumed growth and ideally has returned to
full employment.

Those are necessary and | think sufficient conditions for him to be redected.
To be sure, he dso needs to be able credibly to go to the American public and say that heis not
ignored, has dedlt in some substantive way with domestic socia concerns.

The practica question for this pand iswhat it takes to fulfill that third requirement.

In my opinion, dong with Tom, it does not require presenting a full-blown Socia Security
proposa and fighting that war. In fact if the White House political operativeswho | think al of uson
both sides of the aide recognize as highly capable individuas ook to higtory, they will move ahead very
cautioudy. They will remember Presdent Nixon came into office a a time when the nationd sentiment
was strong for welfare reform. He presented a proposdl. It met initid strong approva from the public
and it went down in planes. They will remember Jmmy Carter and welfare reform, ditto on al scores.
And most recently they will recdl the experience of Bill Clinton with health insurance reform.

Agan, the prevailing nationd sentiment was that action was needed, initid reviews of the plan
when announced were favorable, and the outcome was devadtating from the standpoint of the
Adminigration.

Why? Because when a detailed proposa comes from the White House then and only then is the
point at which serious debate redly begins. We have not, noisy debate to the contrary notwithstanding,
in my opinion, yet begun to have a serious debate on Socid Security reform, and we will not do so until
and unless President Bush tables a specific proposal that can then be subjected to detailed andysis,
honest criticism and political demagoguery and it will face dl of those things.

If the President sees the future as one in which a strong economy and success internationdly is
sufficient for redection, indeed not just for redection but for abig victory, | think he will conclude that
Socid Security should wait. Hedth insurance is a different matter. Something | believe will be proposed
by the Administration on prescription drugs and with control of both houses of Congress, the president
isquite likely to succeed.

The difficult chalenge with respect both to hedth care and to Socia Security is that you can find
nobody anywhere in the nation who believes that Medicare is excessvely generous today, that benefits
are too fat, and with good reason. Medicare is avery parsmonious health insurance program.
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Y ou can find amost nobody who says that the elderly are collecting too much in the way of
pensions and ought to collect less. From the left to asfar right as Senator Phil Gramm, you have
proposals emanating from Congress that would actually increase the pension amount thet the elderly
would take home and they call this Socid Security reform.

What these congtraints, what these views of the generosity of Medicare and Socia Security
mean istha cdosing the deficits in these programs is going to inevitably exacerbate, not dleviate, the
problem that Rudy Penner and Belle Sawhill and Peter Orszag outlined in the previous session.

MR. DIONNE: Thank you so much. I was thinking of the ideal Brookings pand on Socid
Security. Our firgt speaker will do analysis, our second honest criticism, and our third spesker will do
political demagoguery. We can have a nice baanced discussion. [Laughter]

Ron Haskins you have just spent agood dedl of time insde the Administration working
epecidly on welfare reform. Could you give us your perspective on what's coming? And in particular
on wefare reform reauthorization. Why didn't it happen in the last Congress and how will that affect
what's going to happen in the next Congress?

MR. RON HASKINS: I noticed how as soon as you taked about politica demagoguery you
turned and said Ron. [Laughter]

MR. TOM LOVELESS:. No, andysswas actudly the first on thelig. I'll teke the
demagoguery.

MR. HASKINS: | have afeding thet theissuesthat alot of peoplein this

y room redly care about has hardly come in for any discusson here probably
because they're not big megaissues, that you can't figure out how to spend
$3 trillion on TANF. So | think whet islikely to happen with those issues will
be somewhat unaffected by the budget deficit.

| think one thing to say about the Adminidiration in response to your question is that the
Adminigration has avery clear, coherent domestic policy. The clear coherent domestic policy can be
eadly summarized. Work, marriage and faith. | am glad nobody chuckled, but I've been in many
Stuations where people do chuckle when you say that. Oh, that's not asocia policy. But the American
public thinksit'sasocia public and | think | would make a strong argument, and | think Bill Galston
might even agree since he was one of the movers of wefare reform in the Clinton Administration, and
Democrats and Republicans agreed that there was too much welfare and not enough work. As aresult
of that we changed the system -- didn't necessarily agree with every particular of the changes, but we
had a big bipartisan vote and we redly truly changed the system. As aresult of that many more people
work and welfare payments went down. We know this very clearly from the Census Bureau today.
There's no question abouit it. These families, sngle moms who get most of the smaler welfare programs,
the entitlements for foodstamps and so forth, their benefits went down and their earnings went up and
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they were better off roughly by 20 percent. So here's a solution that does not necessarily require big
budget expenditures.

| would go on to point out that the President has proposed severa additiond policies that would
move this agenda further. The President's reforms in child support enforcement that would wind up
giving more money to families, enjoys huge bipartisan support, would make those families better off,
maybe 280,000 or so of those families.

The Presdent dready in alittle noted victory changed the foodstamp program in severd
important ways to give the states much more control so that working families would be more likely to
get foodstamps. | think thisis the single most important policy to put cash in the hands of working, low
income families, because are less welfare digible for about $2,000 in foodstamps and as near as we can
tell about haf of them don't get it.

So if the states use those reforms that cost about a billion dollars over five yearsin the Farm Bill,
more of these familieswill get foodstamps and they'll be even better off than they aready are.

Now asto TANF. It's asmple explanation why it didn't pass. It never cameto avotein the
Senate. We have an unusud form of government that to get a bill you have to pass the House, you have
to pass the Senate, and the President hasto signit.

Now you can make lots of abstract arguments about why it didn't come to avote in the Senate,
but | think | can counter dmogt al of them with this smple congderation. There were three Republicans
on the bill coming out of committee. We estimated dl year long that there were ten Republicans that
would have voted for the bill if it had come to the floor, so Daschle might not even have had a 60-vote
problem. And on day care votes we would have lost even more than that.

So put that together and figure out why the bill didn't come to the floor. That'swhy it didnt
pass. So | agree with Frenzd. The bill will come to the floor pretty quickly in the House. It will be
roughly the same bill. Maybe there will be some minor adjustments especidly maybe on waiver
language. And the bill will pass the House. | predict there will be afew more Democrats that will Sgn on
thistime. It will go to the Senate. And there it will encounter roughly the same problems it had before.

So the key isto drive it through the Senate, get it to the floor, get a bill that will not be very
much to the Adminigtration'sliking. It will be alittle bit more to the right than the bill would have been
last year. Then go to conference and bring something out of conference that is more conservative than
the Senate hill and send it back to both houses and basicdly say to people in the Senate, do you want
to vote againgt wdfare reform? Go ahead. | think that will get usabill. It depends on the schedule and
everything, but this could be done in Sx or eight months. Buit it certainly will be done by next fall. | think
there's no question of that.

MR. DIONNE: | want to get back to that, for you to describe that in more detail. | was going
to go to Tom next but | couldn't resst going straight from that to Bill Galston because | wanted to ask
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him will Democrats come out againgt work, marriage and faith -- [Laughter] And more particularly, if
you could talk about the strategic choices facing the Administration in aress of socid policy and the
choices facing Democrats.

MR. AARON: Let merespond by talking about my dark vison of the rest of this decade. To
add one more dark vision to the ones that have aready been put on the table.

| think we can dtipulate for the remainder of this decade a permanently higher base of defense
and security spending than we enjoyed, if that's the right verb, in the 1990s. Even setting aside the
imponderable expenses of awar and subsequent occupation of Irag.

In that context | make the following two predictions with greet confidence. Prediction one,
which is principaly addressed to my Republican friends. If the Sawhill plan is not enacted and instead
the tax cuts and others not yet on the table but soon to be there are made permanent, there will be a
relentless squeeze on discretionary socid spending, the topic of this morning's forum asfar asthe eye
can see.

Prediction number two. If the fundamenta building blocks of the socid insurance Sate are left
unreformed and are instead expanded there will dso be a relentless squeeze on discretionary socid
gpending for the remainder of this decade. If both of those things happen, and | think that would be the
smart bet, then | would predict either unprecedented pressure on discretionary socid programs for the
remainder of the decade or very rapidly rising deficits or some combination of the two.

Now hereis my inference from thisandyss. Thisisnot just an imaginary garden, to quote the
poetess Maryann Maore, it hasred toadsin it. In particular, this decade, the first decade of the 21t
Century will be avery bad time to be alow wage worker in Americaif this scenario comesto pass.
Those are the folks whose prospects will be so centrally affected by our inability to do anything
sgnificant about pre-K programs, about fully funding the education bill which is the centerpiece of the
President's domestic agenda to date in my judgment, child care, hedth care for low income children,
efc. Weve dready heard from Peter about rollbacks at the sate level. We haven't seen anything yet if
this scenario unfolds.

A second inference from this. | think there will be atendency to shift socid debate, policy
debate, towards symbolic issues and towards the courts. And so | think there will be much more focus
on the sorts of socid policy issuesthat can be litigated, whether we're talking about affirmative action
and the Bacce decision or gay rights and the Bowers decision or you nameit.

Findly, with regard to the faith-based initigtives, and here | agree there will be some discussion
in 2003. There are actudly three camps on thisissue. There are the House conservatives who have
dready stated what they think ought to be in the bill and | believe that their first move early in 2003 will
be to restate what they think ought to be in the bill -- a dramétic expansion of charitable choice and
alowing faith-based indtitutions to use public funds to, as liberas would put it, discriminate on the basis
of reigious identity.
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The liberds, and thisis an unwritten part of the story, have never accepted the proposition
enunciated in Title 7 of the Civil Rights act that faith-based indtitutions ought to be dlowed to
discriminate on the badis of faith in employment decisions regardiess of whether those jobs are federdly
funded or not, and a number of them tried to use this discussion in the most recent Congress to push
forward that point of view.

Then you have the center. People, principaly moderate Democrats in the Senate led by Joe
Lieberman who genuindy wanted a bill and were looking for partnersin the Administration as John
[Biulio] has now informed us, who were willing to meet them halfway.

So the fundamentd question it seems to me with regard to the faith-based indtitution is whether
the Adminigtration will tack towards the center definitively and tell the red hots in the House that they're
not going to get their way on this, in which case the Administration will get a bill sooner rather than later;
or whether they're going to decide that thisis going to be their principa Exhibit A for base paliticsin
2003, in which case they're not going to get a bill in my opinion.

M R. DIONNE: Thank you for that analyss. Anyone who doubts that there are dark pictures
here, I've been keeping track, the animals who have come up so far are worms, mice and toads. God
save usdl. [Laughter]

Tom, will you save us out of this darkness? Basically how will education remain amgjor priority
for the Bush Adminigration? Will there be any new initiatives on the horizon? Any new spending on the
horizon?

MR.LOVELESS: | can paint adightly brighter picture because --
MR. HASKINS: Get out of here. [Laughter]

MR. LOVELESS: The reason for that is education at the federd level has
never been dependent upon alarge budgetary outlay. The federd government
spending on education remains small today, about eight percent, kindergarten
through 12th grade spending. Higtoricaly it's never achieved ten percent.
During the Grest Society, the wonderful programs that were Sarted, it wasin
the four to five percent range. So education is a domestic priority that is
Iargely shouldered by state and loca governments.

So as Bill was talking about symboalic politics and symbolic action, at the federd leve alot of
education activity is symbolic in nature. Somebody else hasto pay the bill.

Asfar asthe Adminigration goes, No Child Left Behind, they think they have awinner.
Basicdly what you seeiswhat you get. The Bush Adminigtration was able to neutralize what historicaly
has been a very strong policy arenafor Democrats, and that is the field of education. Basicaly people
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who were most concerned about education broke 50/50 in the eection and the Bush folks think they
can pull that off again when the President runs for redection. So they want to be talking about No Child
Left Behind in 2004. They'd like to be talking about No Child Left Behind in 2008. They think it'sa
popular bill and they think it's an accomplishment they can crow about.

With that said, | think the rest of what you're going to see out of certainly the Bush
Adminidration over the next two years will be emBelleshments on No Child Left Behind. Therearea
couple of implementation concerns that are beginning to bubble up now from locd digtricts and from
dates. Oneisjust the cost of implementing the testing requirement of the Act. Almost dl the states had
tegting but they didn't have it annualy in grades three through eight. So what you're finding is thet Seates -
- let's say they tested their fourth graders, they tested their eighth graders, now they have to test every
year grades three through eight. It costs money to implement this kind of testing. The states are
beginning to complain that they want more help from the federd government on implementing that.

A second requirement in the Act is that teachers, all teachers by the 2005-2006 school year
have to be fully qudified, are the words. The regs have come out that fully quaified means essentidly
you have to have some kind of teaching credentid that you receive either through an dternative
credentia program or through atraditiona one. Thisis going to be very hard to implement. A lot of
dtates, especialy tough to staff areas, urban didtricts -- There are some urban digtricts that have fewer
than 50 percent of their teachersin certain subjects that meet that fully qudified stipulation. So the Sates
and locdities are beginning to say we need help in terms of teacher training, we need help in terms of
certified teachers. And the problems, there's also a problem with para-professonds that is very smilar
to that.

So that's where | think welll see future action, will be minor tinkering with No Child Left Behind,
but that's going to be the brain work for the Administration's future education effort.

MR. DIONNE: Thank you very much.

Henry had a dissent from part of what Bill [inaudible] to bring up. Without putting you on the
spot, Margie, | would love you to ask Ron a question about where welfare reform is going to go. IF we
can get Margie Waller, our own -- | can say proudly -- Margie Waller a microphone.

But Henry, why don't you have an exchange with Bill on the point you whispered in my eer.

MR. AARON: | wanted to comment on the issue of whether entitlement reform will make
things easier or harder for socia spending for the non-elderly over the next decade. The key part of
what I'm going to say refersto the period.

| want to suggest that the issue of socid reform has no potentia to improve the prospects you're
describing over the next decade.

Take Socid Security firgt of al. The Presdent made clear that everybody 55 or older would be
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grandfathered, and by the time Congress gets through with it even more people than that | suspect, will
be protected. We're not going to cut benefits for those nearing retirement or those currently retired.
Elected officids know to do so the shortest way to an early retirement of their own and are therefore
loathe to do it.

From the standpoint of freeing up budget resources over the next decade or so therefore, Social
Security smply has nothing to do with the availability of budget resources.

Rudy Penner was just right when he referred to a horizon stretching out to 2030. Basicdly the
problem of Socia Security financing comesin the second haf of that 30-year period, not in the first half.

With respect to Medicare, the best thing that could happen to the availability of resources for
socia spending for the non-ederly would be if we did nothing &t al because any plausible reform of
Medicare, any plausible tinkering with that program is going to increase codts. Prescription drugs, long
term care, cost sharing which in Medicare is exorbitant for significant minorities of Medicare recipients.

If were to do anything to ded with these problems; it is going to increase budgetary spending,
not reduce it. Y es, we can find ways perhaps of saving some money through more efficient delivery of
hedlth care, but hoping to achieve savings in Medicare through increased efficiency has just about as
good a prospect as reducing defense spending through increased efficiency. The record is poor, it's not
going to happen.

So from the standpoint of entitlements, don't ook for relief.
MR. DIONNE: Bill, do you have areply to that?

MR. GALSTON: Let mejust quote mysdf -- [Laughter] -- to indicate that
Henry, Aaron and |, | think are agreeing vehemently. What | said, and | will
just repest it verbatim, isthat if the basic building block: of the socid
insurance states are left unreformed and are instead expanded, right, and that
was principaly areference to Medicare dong dl the dimensons that Henry
just listed, then | said that will contribute to a relentless squeeze on socid

Spending.

| think Henry and | would agree that for example if there is a prescription drug benefit in the
current Medicare program, if we then went on to do something about long term care and the other
things he mentioned, however meritorious each one of those may be on its merit, those changes can
hardly be without consequence for domestic socia spending. And given the fact other than No Child
Left Behind, the single most important thing in socid programs thet's likely to hgppen this year because
Republicans promised it in the most recent election, is a prescription drug benefit. That must happen or
it will be seen by the American public as a breach of faith, and not asmal one.

Then | think that my case stands. | see no way to evade the basic arithmetic and palitical logic
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of the gtuation. However little money there isright now for discretionary socid spending in the years
2009 and 2010 there will be less.

MR. DIONNE: Y ou're saying there's more on the Medicare side than on the socia side.

MR. . | agree with Henry that the timing of the Socid Security-induced squeeze is more
in the second hdf of Rudy's 30 years cycle than the first. And the mgor budgetary actions.

MR. HASKINS: Let mejust make two brief points that | think, to talk about actua policies
that might have an effect on Wednesday morning.

| agree with everything Bill said about faith-based and | think there will be, if therésahill it will
be a moderate hill so that will be my prediction. But | do think that is lessimportant than the red issue
which is can you make these programs grow? Can you have programs around the country? There's
plenty of satutory authority. Therésafar amount of money. There could be alittle bit more money, but
alot could go on in the country on faith-based, and above dl to find out if it's going to work. We need
good evauations.

| think thisis the next stage for people who redlly want to push the faith agendais to get more
programs in operation and carefully evaluate them to seeif they work. So | think that's what, | hope
that's what's going to happen. | know the Adminigiration is pointed in that way. They've taken severd
actionsin the last month. There are some more that are due, to try to expand the program. I'm not sure
about evauation.

Second, on the issue of cuts. | wish someone would tell me thetitle of the bill that's going to be
introduced in the House and the Senate that proposes to cut TANF funding, to cut foodstamp funding,
to cut Medicaid for children, to cut the earned income tax credit, et me say Nichols before anybody
responds, and to avoid what in dl likedlihood is going to be an increase in child care sometime in the next
gx or eight months,

MR. AARON: The Nationa Defense Full Employment Growth Act of 2002.

MR. HASKINS: And it will go down. In your own mind go through the Republicansin the
Senate. There are alot of Republicans, they could never get 60 votes for something like that. They
could never get 50. Because there are too many Republicans that believe in asocid agenda. When we
get to [inaudible] keep going? Guess what? They don't. Something's got to give but it will not be big cuts
in socid policy. It just is not going to happen. Not in these entitlement programs that are the ones that
redly help working families. | think that part of the agendawill be the last thing thet will be cut.

MR. DIONNE: Thank you.

Margie, that's the perfect segue.
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MS.WALLER: Yesitis.

Ron, let me ask this question about what's going to happen next year on welfare reauthorization.
In '96 when the bill, as you point out, was widely supported by bipartisan vote passed, there was in fact
an agreement that we were now going to require work and that it was a changein socid policy that was
sgnificant. But the other part of the ded was, you work, well make sure you're not poor. And one of
the ways that states have implemented that isto take the savings that they've gotten from [inaudible]
payment of millions of welfare recipients have gone to work and used them for primarily child care but
other low income work supports as well.

Arewe going to avoid what Bill Gaston has described as alikely very bad time for low wage
workers by dlowing states to continue spending dollars in that way? Or will the Adminigtration continue
to ingst upon an increase in work requirements that would force states to pull dollars out of those child
care and other work support programs?

Secondly, did | just hear you right? Were you saying the President's budget will not include a
cut in the TANF block grant?

MR. HASKINS: Let me ded with the second onefirgt. | don't think I'm at
liberty to reved what's in the President's budget and there are many parts of
the budget | don't know and there will be things that are on the blocks for
cuts. But there have been no discussons that I'm aware of, of cutting the
TANF block grant.

In fact this gives me the perfect opportunity to point out that when the President introduced his
bill last February, that there were virtually no cuts anywhere. In fact there were expansions, especidly in
foodstamps for non-citizens which was amgor changein policy. And as I've dready pointed out, the
expangons of flexibility for the satesif they're dl taken together cost about abillion dollars.

On thetop ten list of things that government does to help working families siate TANF money is
somewhere near the top.

(END SIDE A)

MR. AARON: | think particularly in the area of discretionary socid spending, unlike defense
and unlike Socia Security and Medicare, you redly have to look at the federal government and the
states together in order to see what the pictureis.

In the 1990s, as Belle pointed out, the restraints in this area until the very end of the decade,
was severe. Growth rates in this area were very very low but they were robust at the sate levd. It is
hard for me to foresee, because | think the state commitments in the late '90s dramatically overshot
foreseeable long-run revenue streams, it's hard for me to see that the states are going to be able to pick
up any of the dack that | expect at the federd level, which means to say that we have to look at the redl
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political choicesthat are going to occur.

To pick just one, which will be my concdluding particular note. Everything | know about the
politics of Medicad at the sate level tells me that in a contest between the nursing homes and the poor
peopl€'s lobbies, the nurang homes win every time. | don't like that any more than you do, Ron, but
that's the way it dways has worked and in my judgment thet is the way it dwayswill work. So | end
where | began. That unless I'm missing something big, thisis not going to be a pretty decade to be alow
wage worker in the United States of America.

MR. DIONNE: | want to thank our pandlists and our audience.

Henry's comment reminded me of another take on the same issue. Charlie McDowell, the
legendary journdist, described politics in the '80s this way. He said we dect Democrats to Congress to
get what we want and Republicans to the White House so we don't have to pay for it. [Laughter]

Now we have unified Republican government. Well find out what we pay, who pays, and what we g€,
and we will be debating this again.

| want to note that anybody who wants to trip us up by what we said can find these words on
the Brookings web site very quickly, within aday | think. I don't want to over-promise. And since
weve had worms, mice and toads, | want to close by thanking al of our lions of socid and economic
policy for agrest discusson. Thank you very much.

HEH#HH#H
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