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CURRENT SERVICES BUDGET

THURSDAY, DECEMBER 2, 1976

CONGRESS OF THE UNITED STATES,
JOINT EcoNoMIc COMMITTEE,

Wahington, D.O.
The committee met, pursuant to notice, at 9:30 a.m., in room 1202,

Dirksen Senate Office Building, Hon. Richard Bolling (vice chair-
man of the committee) presiding.

Present: Representatives Bolling, Long, and Brown of Michigan.
Also present: John R. Stark, executive director; William A. Cox,

Robert D. Hamrin, L. Douglas Lee, and Courtenay M. Slater, pro-
fessional staff members; Michael J. Runde, administrative assistant;
and Charles H. Bradford, George D. Krumbhaar, Jr., M. Catherine
Miller, and Mark R. Policinski, minority professional staff.

OPENING STATEMENT OF VICE CHAIRMAN BOLLING

Representative BOLLING. The committee will be in order.
This morning the Joint Economic Committee convenes to take a

hard look at the budgetary prospects for fiscal year 1978. This hear-
ing will be the first congressional examination of the 1978 budget and
will form the basis for a report to be issued before the end of the year.

As required by the new Congressional Budget Act, the Office of
Management and Budget has recently submitted its current services
budget estimates for 1978 and the Congressional Budget Office has
submitted similar estimates for the years 1978 through 1982-. These
estimates tell us where the budget would go in the absence of policy
changes. It should be clearly understood that the current services esti-
mates are no one's prediction of what the actual 1978 budget will look
like. Undoubtedly both Congress and the new administration will make

i policy changes. Indeed, 'the very purpose of the current services
budget is to assist us in answeringthe question, "What policy changes
are needed?" 7 i

This morning we are interested/in evaluating the technical ade-
quacy of the current services estimates prepared by the Office of Man-
\ agement and Budget and the Congressional Budget Office. But more
\ important, we need to draw out the policy implications of these docu-
) ments. Would a current servises budget policy be adequate to support
economic recovery in the coming years? What ch ranges are needed to
9 reduce the growth of wasteful or inefficient programs? Realistically,
how much room is there in the budget for changes initiated by Con-
gress or the incoming Carter administration?

Clearly, we will not be able to produce definitive answers to these
questions this morning. But it is important for Congress to begin

(1)
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thinking about these questions now. We must have a clear understand-
ing of where the budget is already headed before we can make intel-
ligent choices about alternative budget policies.

We were informed last night that the President had called a special
meeting, a very important meeting that Mr. Lynn had to attend at 9
this morning. So we have a different witness than we expected. But we
are very pleased to have as one of our witnesses the Deputy Director of
the Office of Management and Budget, Mr. Paul O'Neill.

The other witness is of course Mrs. Alice Rivlin, the Director of the
Congressional Budget Office.

My understanding is that Mr. O'Neill has no prepared or formal
statement, whichever way you want to state it. And therefore I would
like to ask Mrs. Rivlin to present her statement, and then we will give
you an opportunity to comment, Mr. O'Neill, before the questioning.

STATEMENT OF HON. ALICE M. RIVLIN, DIRECTOR, CONGRESSIONAL
BUDGET OFFICE

Mrs. RIVLIN. Thank you, Mr. Chairman. I do have a prepared state-
ment. It is fairly long, and I would like to summarize it very briefly.

Representative BOLLING. That will be fine. The full statement will
appear in the record.

Mrs. RIVLIN. Thank you.
The testimony deals with three subjects: First, with the Congres-

sional Budget Office's newly issued 5-year budget projections; second,
with a comparison of these projections for fiscal year 1978 only with
OMB's recently issued current services budget; and finally, with the
impact on our estimates of the recent shortfall in Federal expenditures.

First, the CBO projections. The assumption on which we are pro-
jecting the budget is essentially that nothing changes. With respect
to the tax laws, that the same laws on the books continue, including
the extension of temporary provisions of the current tax law. With
respect to spending, that current programs remain in force, and that
they respond to economic and demographic changes in the same way
that programs have responded in the past. Price changes, where man-
dated, are included in the estimates. Where the increases to take care
of inflation is discretionary, we have done the computations both ways,
we have shown what costs would be with price changes and without
these changes.

Clearly the most important ingredient in making projections of this
sort is the assumption of what will happen to the economy. We have
provided three alternative economic paths.

First, a baseline projection, which is fairly optimistic, assumes a
fairly rapid rate of economic growth and shows the unemployment
rate coming down to 4.1 percent by 1982. The details of these assump-
tions are shown in table 1 on page 4 of the report.

We have shown a second path that assumes less rapid expansion,
under which the unemployment rate falls only to 5.5 percent by 1982,
but under which there would be somewhat less inflation than in the
baseline projection.

And finally, at the request of the Joint Economic Committee, we
have shown a more rapid expansion for the years 1978 to 1979, under
which the unemployment rate falls to 4.0 by 1981. A complete discus-
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sion of this path appears in appendix C of the report. This is a pro-
jection that brings the GNP to approximately the same point as our
baseline projection by the end of the period, but with more rapid
growth in the first couple of years.

It should be emphasized, as you said in your opening statement,
Mr. Chairman, that these assumptions about the economy are not fore-
casts. Also, the current policy budget is not a forecast. It is simply a
statement about what we think would happen to the Federal budget
under assumed economic conditions.

Moreover, one cannot assume that a current policy budget itself is
sufficient to bring about those economic conditions. We are simply re-
sponding to the following question: If the economy had behaved in
the specified way, what would the budget look like if no new policies
were undertaken?

The main response to that question can be seen in table 1 of my
prepared statement. Basically, we anticipate that, with the baseline
economic assumptions, receipts and outlays would grow over the pe-
riod, and the deficit would decline because the receipts would surpass
outlays under the assumptions of an expanding economy. Under these
assumptions, the Federal budget would come into balance by fiscal
year 1980.

Under assumptions of even more rapid expansion, receipts would
of course grow more rapidly in the early years, and outlays would be
about the same. Thus a somewhat larger balance would be produced
by 1980.

Under assumptions of less rapid expansion, however, receipts would
grow more slowly, and the balance in the budget would not be achieved
before 1981.

N The projections involve growth in taxes, which would change the
relationship of the Federal Government's sources of income. The per-
sonal income tax in a growing economy grows especially rapidly.

On the spending side, there would also be changes. I think these can
be seen most clearly in table 4 of the prepared statement. One can see
in that table the major components of the outlay increase that will be
implied by the different assumptions. A large proportion of the outlay
increases would be accounted for by payments to individuals such as
social security, medicare and medicaid programs, which grow as the
population grows and increase as inflation increases on the average.

Other parts of the outlay increase that are very substantial would
t be pay for employees in the Federal Government, retirement pay-

both military and civilian-interest payments, and defense purchases.
At the bottom of that table we can add the increases that would

be implied by adjusting the discretionary programs of the Federal
Government for inflation, those that were in adjustment where infla-
tions were not mandated. That would also add substantially to the out-
lays by 1982.

These projections illustrate some facts about the built in changes
in the Federal budget that are useful for policy decisions. As prices
rise and the economy and population expand, Federal spending will
grow even if current policies remain unchanged. Receipts, however,
will rise somewhat more rapidly than outlays. This occurs because, as
the economy grows, more people are working and paying taxes.
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Also, given the progressive nature of the individual income tax, as
individual incomes rise, a greater fraction of that income is paid for
taxes. Hence with no change in policy and with economic growth, the
current Federal budget deficit would disappear over time. The speed
with which this occurs depends largely on the assumptions about
economic growth and inflation.

Turning now to the comparison of the CBO and OMB projections.
The CBO and OMB methodologies are very similar, although there are
some differences in the treatment of inflation, the extension of certain
programs that expire under existing law, and of congressional action
anticipated under the second budget resolution. In general, OMB
does not include discretionary inflation adjustments in its current
services estimates; it assumes the special counter-cyclical revenue
sharing program will not be renewed. Its current estimate of 1977
spending does not include $2 billion to $3 billion in additional outlays
contemplated under the second budget resolution, which Congress did
not act upon before it adjourned in October. The CBO projections
include all three of these items.

The largest difference between the CBO and OMB projections is
that CBO makes current policy projections for a period of 5 years,
whereas OMB makes current services estimates for only 1 year beyond
the current fiscal year.

This difference stems from the different statutory requirements
under the Congressional Budget Act of 1974. I believe the longer time
period is more desirable for assessing the implications of existing
budgetary commitments and possible options for altering those com-
mitments. Annual budget decisions often have little shortrun impact
on budget totals or on the composition of the budget, but in the longer
run, they can signficantly influence both the size and the relative pri-
orities of the budget.

Both OMB and CBO have used a variety of economic assumptions
to make their projections. Those are compared in table 5. And as we
can see, they overlap very substantially.

Given that essentially the same methodology is used by CBO and
OMB, it is not surprising that after adjusting for the minor dif-
ferences, the CBO and OMB budget projections for fiscal year 1978
are very close. For purposes of comparison, OMB's path IV economic
assumptions are closest to CBO's baseline economic assumptions. The
CBO and OMB receipts estimates for fiscal year 1978 differ only by
$3 billion as shown in table 6, and the CBO and OMB outlay estimates
differ only by $1 billion when put on a comparable basis. While there
are some differences in the components, the CBO and OMB estimates
of total receipts and total outlays are remarkably similar, even though
they are developed independently.

Let me turn finally, Mr. Chairman, to the shortrun budaet and the
economic outlook, particularly to the question of the shortfall.

You asked me, Mr. Chairman, to comment on the recent shortfall
in Federal spending and the impact that this shortfall may have on
future budget outlays. When I testified on this subject before the
House Committee on the Budget on November 23, I made the follow-
ing major points, which I would like to reiterate:

First, while the actual dollar effects on the economy of the shortfalls
in Government expenditures have not yet been fully evaluated, it
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seems likely that the shortfalls were an important contributor to the
current economic lull. Thev had the effect of lowering the growth of
real GNP by roughly 1.0 percentage points (annual rate) during the
second and third quarters of 1976.

Second, the shortfall in Federal spending in national income ac-
count (NIA) terms occurred primarily in the first 6 months of calendar
year 1976, with the greatest shortfall occurring in the second quarter
(April-June). However, in contrast to the reported shortfalls in the
unified budget, the spending shortfall was sharply reduced in the third
quarter in the NIA accounts. Federal sector spending in the third
quarter, adjusted to annual rates, appears to be back on track and
ready to move forward on the path contemplated by the second budget
resolution for fiscal year 1977.

Third, the CBO estimates for fiscal year 1977 unified budget out-
lays are consistent with the second budget resolution level of $413.1
billion. We do not expect to experience a large net spillover of unex-
pected spending in fiscal year 1977 as a result of the recent spending
shortfalls. While we expect some increases above our October spend-
ing estimates for a number of programs. these are likely to be offset by
decreases in our estimates for other programs. Similarly, I do not ex-
pect a sharp reduction in our current scorekeeping estimates for 1977
outlays.

Finally, on the receipts side, however, we expect a downward revi-
sion on the order of $5 billion to $10 billion below the $362.5 billion
estimated for the second budget resolution for fiscal year 1977. This
is the result of a change in the economic outlook for the next year.

Even if Federal spending increases come close to the level set by
the Congress for 1977, it is becoming clear that the economic assump-
tions underlying the second budget resolution were too optimistic.
The economic lull that began this spring has been deeper and more
prolonged than forecasters (including those at CBO) expected. Some
reduction from the 7-percent growth rate during the first year of
recovery was anticipated, if only because the shift from massive in-
ventory liquidation in 1975 to accumulation in 1976 could not be
expected to repeat itself.

But even the shortfall in Federal spending is not enough to explain
several months of sluggish retail sales and no growth at all in real
inventory investment. Weak demands in a number of sectors produced
low real growth in the second and third quarters of calendar year
1976, with no pickup yet in sight during the fourth quarter.

As I indicated earlier, we expect the Federal spending shortfall to
be a temporary factor, and, therefore, it should have only a temporary
effect on economic growth and unemployment. But since the Federal
shortfall was onlv one of a number of factors in the economic lull, its

' removal would not restore the economy to the GNP level assumed in
the CBO current policy and OMB current services projections.

The consensus among business forecasters now appears to be that
the rate of real economic growth in calendar year 1977 will be about
a percent and the unemployment rate will average about 7 percent.
These are somewhat more pessimistic than the assumptions in the
OMB and CBO projections, which have been discussed earlier. Fur-
thermore, a substantial number of business forecasters are assuming
some additional fiscal policy stimulus early in 1977. Without the

84-240 0 - 77 - 2
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additional stimulus, the consensus among forecasters clearly would

be for a growth rate below 5 percent and an unemployment rate in

excess of 7 percent. On inflation, the consensus is in the neighborhood

of a 5.5-percent rate of price increase.
If spending in 1977 is no stronger than forecasters are now pro-

jecting, the continuing gap between actual and potential output would

probably have a dampening effect on investment spending in 1978.

Indeed, econometric models are generally projecting an ever weaker

1978 than 1977. It is too early to talk about a consensus forecast for

1978, but what forecasts there are suggest that if a current policy

budget is followed, the economy will be significantly weaker than the

assumptions underlying either the OMB or the CBO budget projec-
tions for fiscal year 1978.

Fiscal stimulus early in 1977 could affect real growth and unem-

ployment during the year, and hence could move the economy closer

to the OMB and CBO economic assumptions. Most forms of stimulus

would have a greater effect in 1978 than in 1977, but current projec-

tions suggest the economy will still require stimulus in 1978 if it is
to achieve the economic assumptions.

Stimulative fiscal actions would require a new budget resolution

for fiscal year 1977 and would cause an eventual increase in the rate

of inflation, although not as large under current economic conditions

as under a high utilization economy. CBO's next economic report, to

be released in early January, when the new Congress comes in, will

discuss a number of fiscal policy alternatives and analyze their effects

on economic growth, unemployment and inflation.
[The prepared statement of Mrs. Rivlin follows:]

PREPARED STATEMENT OF HON. ALICE M. RIVLIN

Mr. Chairman and Members of the Committee: There has been wide spread

interest in "current services" or "current policy" budget projections as a neutral

baseline for evaluating budget alternatives. These projections provide esti-

mates of what would happen to the federal budget if current policies and

services were to continue unchanged. Without any alteration in legislation or

policy, budget figures can shift from one year to the next. For example, social

security payments may rise because more elderly people claim benefits and as

benefits are automatically adjusted to increases in the cost of living. Similarly,

individual income tax collections will increase as taxable income grows. Care-

ful consideration of the base from which the budgetary change is to be made

contributes to the soundness of budgetary decisions.
The Committee on the Budget have adopted current policy or current services

projections as a useful analytical tool. The Senate Committee used the Con-

gressional Budget Office (CBO) current policy projections as the base for

developing its recommendations for the first concurrent resolution on the 1977

budget. The House Committee used this concept for making five-year projections

of the budget in its reports on the 1977 budget resolutions.
My testimony today, Mr. Chairman, will focus on three areas. First, I will

summarize the results of the CBO five-year projections for fiscal years 1978 to

1982, which we have just completed.
Second, I will compare the CBO projections with the OMB current services

estimates-for fiscal year 1978. Third, I will discuss briefly our estimate of the

impact of the recent shortfalls in federal spending, the changing economic out-

look for the next two years, and the economic impact of a current policy budget

for fiscal 1978.

CBO Five-Year Budget Projections

The CBO five-year budget projections are estimates of the receipts and outlays

that would occur if present tax laws. and all ongoing federal programs were to

continue to operate for five more years at the levels specified in the Second Con-
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current Resolution on the Budget for fiscal year 1977 (S. Con. Res. 139) adopted
by the Congress on September 16, 1976. We use the second budget resolution as
the latest expression by Congress of current resource allocations.

The basic methodology used for making the projections is fairly straight for-
ward and is quite similar to that used by the Office of Management and Budget
(OMB). The basic assumption for projecting receipts is simple-the federal tax
laws in effect in 1977 are assumed to continue unchanged. In particular, the
provisions of the Tax Reform Act of 1976, including the tax cuts originally
enacted in 1975, are assumed to continue in effect through fiscal year 1982, even
though some of the tax reductions are scheduled to expire before then.

The spending projections assume that all current programs will continue ex-
cept for those that are clearly temporary; that open-ended claims on the federal
Treasury, such as interest on the public debt and social security payments, will
respond to assumed economic and population changes in essentially the same
way they have responded to such changes in the past; and that, for federal
programs in which funding levels appear to be discretionary, funding is held
constant in current dollar or, alternatively, in real terms.

Economic as8umptions.-Intlation, unemployment, and other levels of eco-
nomic activity have an effect on both receipts and outlays. In order to develop
budget projections, therefore, explicit assumptions must be made about what
may happen to the economy over the next several years. In view of the uncer-
tainty surrounding the economic outlook between now and 1982, the CBO pro-
jections report presents overall budget projections on the basis of two alternative
sets of economic assumptions.

One set, designated as the baseline assumptions, is a relatively optimistic
set of assumptions that is consistent with the long-range economic assumptions
used by both Committees on the Budget for the Second Concurrent Resolution on
the budget for fiscal year 1977. This path assumes that real economic growth,
as measured by the gross national product (GNP) in constant dollars, will
average 5.5 percent during the next three years and then taper down to 4.5 per-
cent by 1982, as the unemployment rate falls below 5.0 percent in 1980 and
reaches 4.1 percent by the end of the projection period. The rate of inflation,
as measured by the annual percentage change in the Consumer Price Index
(CPI), is assumed to fall from 5.7 percent in 1976 to 4.8 percent in 1978 and
1979 and then rise to 5.8 percent by the end of 1982 as the unemployment rate
falls below 5.0 percent.

The second set of assumptions has a less rapid economic expansion and is
generally consistent with the long-term outlook contained in various commercial
models of the economy. This path assumes that real economic growth will fall
from 6.4 percent in 1976 to 4.0 percent by 1979 and remain at that level through
the end of the projection period. The unemployment rate only falls from an aver-
age of 7.6 percent in 1976 to 5.5 percent in 1982. The annual percentage change in
the CPI is assumed to remain stable at 4.6 percent throughout most of the pro-
jection period.

Mr. Chairman, we also developed projections of total budget receipts and out-
lays for a third set of economic assumptions for use by the Joint Economic Com-
mittee at the request of the Committee staff. This set assumes a more rapid
economic growth in 1978 and 1979 than the CBO baseline assumptions, followed
by a tapering down to a 3.9 percent annual growth in 1982. Under this path,
the unemployment rate reaches 4.0 percent by the end of 1981, and the annual
percentage change in the CPI rises from 5.0 percent in 1977 to 6.1 percent by
1982.

This third path, as shown in the chart that follows, produces only a slightly
higher real GNP in 1982 than the CBO baseline assumptions, but the five year
pattern of more rapid growth at first followed by slower growth later produces
higher output and lower unemployment during the intermediate years. The
Joint Economic Committee has argued that such a pattern of tapering growth
reduces the danger of over shooting the full employment target and touching
off a new burst of inflation.

None of the sets is an economic forecast by the CBO of how the economy is
likely to behave over the projection period. Rather, they are three of many
possible paths that the economy could follow during the next several years.
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Budget projecti0ns.-Table 1 summarizes the results of the budget projections
using the three sets of economic assumptions.

TABLE 1.-PROJECTIONS OF FEDERAL BUDGET TOTALS, 1978-82

IFiscal years; in billions of dollars]

' 1977 1978 1979 1980 1981 1982

Baseline economic assumptions:
Total receipts -362. 5 407 464 526 594 668Total outlays -413.1 451 480 514 548 586

Budget deficit (-) or surplus -- 50.6 -44 -16 12 46 82
More rapid economic expansion:

Total receipts -362. 5 410 471 535 604 678Total outlays ------------ 413.1 451 482 517 555 595
Budget deficit (-) or surplus -- 50. 6 -41 -11 18 47 83

Less rapid economic expansion:
Total receipts - -- ---.-------------- 362. 5 405 454 505 562 621Total outlays - ----------------------- 413.1 451 483 519 552 587

Budget deficit (-) or surplus -- 50.6 -46 -29 -14 10 34

I 2d concurrent resolution on the budget for fiscal year 1977 (S. Con. Res. 139).

Under the baseline economic assumptions, federal receipts would rise from thesecond budget resolution level of $362.5 billion in fiscal 1977 to $668 billion in1982. Under the more rapid economic expansion path, federal receipts wouldbe slightly higher throughout the projection period (by $10 billion in 1981 and1982). Under the assumption of less rapid economic expansion, receipts wouldbe $57 billion lower in 1982 than under the baseline economic assumptions.Under all three paths, federal receipts would rise faster than GNP largely be-cause inflation and growth in real incomes push individuals into higher incomebrackets.
Total outlays are projected to increase from $413.1 billion in fiscal year 1977to $486 billion in 1982 under the baseline economic path and assuming that allfederal programs are adjusted for inflation. Under the more rapid economicexpansion path, total outlays in fiscal 1982 would increase at a slightly higherrate, largely due to the somewhat higher assumed rates of inflation. Projectedtotal outlays under the less rapid economic expansion path also increase slightlymore than under the baseline path, largely due to the higher assumed rate ofunemployment. Under all three paths, federal outlays would not increase as fastas GNP so that the ratio of federal spending to GNP would fall from 22.5 percentin fiscal 1977 to 21.8 percent under the less rapid expansion path and to 19.3percent under both the baseline path and the more rapid expansion path in 1982.The federal deficit would be eliminated by 1980 under the baseline and morerapid economic expansion assumptions and assuming no policy changes. Thepotential budget surplus by 1982 would be quite large-over $80 billion-underboth sets of economic assumptions. Under the less rapid economic expansionassumptions, the budget deficit would not be eliminated until fiscal year 1981,and the potential surplus in 1982 would be only about 40 percent of the amountprojected under the other two economic paths.

As shown in table 2, almost three-fifths of the total increase in receipts between1977 and 1982 under the baseline economic assumptions is accounted for by indi-vidual income taxes which are projected to more than double during this period.About one quarter of the increase is generated by rising social insurance taxesand contributions, which are projected to increase by 75 percent between 1977and 1982.
TABLE 2.-PROJECTIONS OF FEDERAL BUDGET RECEIPTS BY SOURCE UNDER

BASELINE ECONOMIC ASSUMPTIONS

IFiscal years; in billions of dollars]

1977 1978 1979 1980 1981 1982

Individual income taxes -161.7 188 219 255 295 341Corporation income taxes- 58.5 58 67 77 85 92Social insurance taxes and contributions- 107.1 124 139 152 170 188Other taxes and receipts -35.2 37 39 41 43 46

407 464 526 594 668
Total receipts ----------------------------- 362. 5
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On the spending side, over 50 percent of the projected increase in outlays

between fiscal 1977 and 1982 (assuming no policy changes and the baseline eco-

nomic path) is for benefit payments for individuals (e.g., social security, vet-

erans' benefits, unemployment assistance, medicare and medicaid, civil service

retirement, etc.), as shown in table 3. Outlays for national defense accounts for

about one quarter of the increase, and the remaining one-fifth is for grants to

state and local governments, net interest, and other Federal operations.

TABLE 3.-PROJECTIONS OF FEDERAL BUDGET OUTLAYS BY MAJOR COMPONENTS

UNDER BASELINE ECONOMIC ASSUMPTIONS

[Fiscal years; in billions of dollars]

Major component 1977 1978 1979 1980 1981 1982

National defense -101 114 121 131 139 147
Benefit payments for individuals -184 196 212 231 252 275
Grants to State and local governments -48 49 48 48 50 53
Net interest -30 36 39 40 40 39
Other Federal operations -50 57 61 65 67 70

Total budget outlays -413 451 480 514 548 586

As shown in table 4, if discretionary inflation adjustments were not made for

grants to State and local governments, veterans' benefits, and Federal purchases,
total outlays would increase from $413 billion in fiscal 1977 to $542 billion in 1982,
or $44 billion less than with full adjustment for anticipated inflation.

TABLE 4.-PROJECTED INCREASES IN FEDERAL OUTLAYS

[Fiscal years; in billions of dollarsl

1978 1979 1980 1981 1982

Fiscal year 1977 total outlays -413 413 413 413 413
Add commitments under existing law:

Social security -8 16 25 35 47
Medicare and medicaid -6 11 18 25 34
Pay increases for Federal employees - 4 8 11 16 20
Retired military pay and civil service retirement -1 3 4 6 8
Net interest -6 8 8 8 8
Defense purchases (lagged effect of prior appropriations

increases) -8 8 11 11 11
All other Federal spending (net) - - -2 2 1

Subtotal, projected outlays under existing law commit-
ments----------------------- 445 467 492* 516 542

Add further adjustments for inflation:
Maintain 1977 value of grants to State and local govern-

ments -1 2 3 5 8
Maintain 1977 value of defense purchases -2 5 10 14 19
Maintain 1977 vale of other Federal purchases -2 5 6 9 14
Cost of living increase for veterans benefits- I 1 2 3 3
Indirect effect on interest of further adjustments for infla-

tion- - I I 1

Total, projected outlays with further adjustments for
inflation -451 480 514 548 586

These projections illustrate some facts about the built-in changes in the Federal

budget that are useful for policy decisions. As prices rise and the economy and

population expand, Federal spending will grow even if current policies renmin

unchanged. Receipts, however, will rise somewhat more rapidly than outlays.

This occurs because, as the economy grows, more people will be working and

paying taxes. Also, given the progressive nature of the individual income tax, as

individual income rises a greater fraction of that income is paid in taxes. Hence
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with no change in current policy and economic growth, the current Federal
budget deficit would disappear over time. The speed with which this occurs
depends largely on the assumptions about economic growth and inflation.
Comparison of CBO and OAB projections

The CBO and OMB methodologies are very similar, although there are some
differences in the treatment of inflation, the extension of certain programs that
expire under existing law, and of congressional action anticipated under the
second budget resolution. In general, OMB does not include discretionary inflation
adjustments in its current services estimates; it assumes the special counter-
cyclical revenue sharing program will not be renewed, and uses a current estimate
of 1977 spending that does not include $2 to $3 billion in additional outlays
contemplated under the second budget resolution, which Congress did not act
upon before it adjourned in October. The CBO projections include all three of
these items.

The largest difference between the CBO and OMB projections is that CBO
makes current policy projections for a period of 5 years, whereas OMB makes
current services estimates for only 1 year beyond the current fiscal year. This dif-
ference stems from the different statutory requirements under~the Congressional
Budget Act of 1974. I believe the longer time period is xti e desirable for assess-
ing the implications of existing budgetary commitments an possible options for
altering those commitments. Annual budget decisions often h ve little short-run
impact on budget totals or on the composition of the budget, but fn the longer run,
they can significantly influence both the size and the relative priorities of the
budget. N

Economic assumptions.-In its November report, OMB provides current services
estimates under four sets of economic assumptions. These four sets of assump-
tions are based on two inflation paths and two unemployment paths. As I dis-
cussed earlier, CBO has developed current policy projections for three different
sets of economic assumptions. The CBO assumptions are generally within the
range covered by the OMB assumptions as shown in table 5, except that the real
economic growth rate for 1978 under the CBO most rapid economic expansion is
above the range used by OMB, and the inflation rate assumed by CBO for 1978
is below the OMB range.

TABLE 5.-COMPARISON OF CBO AND OMB ECONOMIC ASSUMPTIONS, CALENDAR YEARS 1977 AND 1978

1977 - 1978

Current dollar GNP (billions):
CO- 1,884 2,075-2,103
OMB -1, 874-1, 905 2, 057-2,150

Real GNP growth (percent change from pervious year):
CBO - 5.4 5.1-6.4OMB ---------------------------------- 5.2-6.0 4.5-6.0

Inflation (percent change, 4th quarter over 4th quarter, GNP deflator):
CO- ---------------------------------------------------- 5.3 4.8

Unemployment rate (annual average): 5.0-6.5 5.0-6.5
CBO -6.8 5.7-6.1
OM B ------------------------------------------------------------------ 6 6.4-6.9 5. 5-6.5

Budget projections.-Given that essentially the same methodology is used by
CBO and OMB, it is not surprising that after adjusting for the minor differences,
the CBO and OMB budget projections for fiscal year 1978 are very close. For
purposes of comparison, OMB's path IV economic assumptions are closest to
CBO's baseline economic assumptions. The CBO and OMB receipts estimates for
fiscal 1978 differ only by $3 billion as shown in table 6, and the CBO and OMB
outlay estimates differ only by $1 billion when put on a comparable basis.
While there are some differences in the components, the CBO and OMB estimates
of total receipts and total outlays are remarkably similar, even though they were
developed independently.
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TABLE 6.-COMPARISON OF CBO CURRENT POLICY AND OMB CURRENT SERVICES BUDGET ESTIMATES FOR
FISCAL YEAR 1978

[In billions of dollars]

CBO baseline
Major components path OMB path IV

Federal receipts:
Individual income taxes --- 188 185
Corporation income taxes -- 58 59

Social insurance taxes and contributions n124 123
Other taxes and receipts ---------------------- 37 37

Total receipts ------------------------------------------------- 407 404

Federal outlays:
National defense ------------------------- 114 112
Benefit payments for individuals ----------------------------- 196 197
Grants to State and local governments -49 51
Net interest - ----------------------------------------------- 36 34
Other Federal operations ------------------ 57 57

Total outlays - --------------------------------------------- 451 450

I The earned income credit is subtracted from OMB receipt estimates to provide comparability with the CBO receipt
estimates. The OMB outlay estimates include discretionary inflation adjustments and renewal of antirecession financial
assistance, and excludes the earned income credit.

Short ran budget and econornic outlook

You asked me, Mr. Chairman, to comment on the recent shortfall in Federal
spending and the impact that this shortfall may have on future budget outlays.

When I testified on this subject before the House Committee on the Budget on
November 23, I made the following major points which I would like to reiterate:

(1) While the actual dollar effects on the economy of the shortfalls in Gov-
ernment expenditures have not yet been fully evaluated, it seems likely that the
shortfalls were an important contributor to the current economic lull, lowering
the growth of real GNP by roughly 1.0 percentage points (annual rate) during
the second and third quarters of 1976.

(2) The shortfall in Federal spending in NIA terms occurred primarily in

the first 6 months of calendar year 1976, with the greatest shortfall occurring in
the second quarter (April-June). However, in contrast to the reported shortfalls
in the unified budget, the spending shortfall was sharply reduced in the third
quarter in the NIA accounts. Federal sector spending in the third quarter,
adjusted to annual rates, appears to be back on track and ready to move forward
on the path contemplated by the second budget resolution for fiscal 1977.

(3) The CBO estimates for fiscal year 1977 unified budget outlays are con-

sistent with the second budget resolution level of $413.1 billion. We do not expect
to experience a large net spillover of unexpected spending in fiscal year 1977
as a result of the recent spending shortfalls. While we expect some increases
above our October spending estimates for a number of programs, these are
likely to be offset by decreases in our estimates for other programs. Similarly,
I do not expect a sharp reduction in our current scorekeeping estimates for
1977 outlays.

(4) On the receipts side, however, we expect a downward revision on the
order of $5 to $10 billion below the $362.5 billion estimated for the second
budget resolution for 1977. This is the result of a change in the economic out-
look for the next year.

Even if federal spending increases close to the level set by the Congress for
1977, it is becoming clear that the economic assumptions underlying the second
budget resolution were too optimistic. The economic lull which began this spring
has been deeper and more prolonged than forecasters (including those at CBO)
expected. Some reduction from the 7 percent growth rate during the first year

of recovery was anticipated, if only because the shift from massive inventory
liquidation in 1975 to accumulation in 1976 could not be expected to repeat itself.

But even the shortfall in federal spending is not enough to explain several
months of sluggish retail sales and no growth at all in real inventory investment.
Weak demands in a number of sectors produced low real growth in the second
and third quarters of calendar 1976, with no pickup yet in sight during the
fourth quarter.
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As I indicated earlier, we expect the federal spending shortfall to be a tem-
porary factor and, therefore, it should have only a temporary effect on economic
growth and unemployment. But since the federal shortfall was only one of a
number of factors in the economic lull, its removal would not restore the economy
to the GNP level assumed in the CBO and OMB current services and current
policy projections.

The consensus among business forecasters now appears to be that the rate of
real economic growth in calendar 1977 will be about 5 percent and the unem-
ployment rate will average about 7 percent. These are somewhat more pessimis-
tic than the assumptions in the OMB and CBO projections, which have been dis-
cussed earlier. Furthermore, a substantial number of business forecasters are
assuming some additional fiscal policy stimulus early in 1977. Without the ad-
ditional stimulus, the consensus among forecasters clearly would be for a growth
rate below 5 percent and an unemployment rate in excess of 7 percent. On infla-
tion, the consensus is in the neighborhood of a 5.5 percent rate of price increase.

If spending in 1977 is no stronger than forecasters are now projecting, the
continuing gap between actual and potential output would probably have a damp-
ening effect on investment spending in 1978. Indeed, econometric models are
generally projecting an even weaker 1978 than 1977. It is too early to talk about
a consensus forecast for 1978, but what forecasts there are suggest that if a cur-
rent policy budget is followed, the economy will be significantly weaker than the
assumptions underlying either the OMB or the CBO budget projections for fiscal
year 1978.

Fiscal stimulus early in 1977 could affect real growth and unemployment dur-
ing the year, and hence could move the economy closer to the OMB and CBO
economic assumptions. Most forms of stimulus would have a. larger effect in 1978
than in 1977, but current projections suggest the economy will still require stim-
ulus in 1978 if it is to achieve the economic assumptions. Stimulative fiscal ac-
tions would require a new budget resolution for fiscal year 1977 and would
cause an eventual increase in the rate of inflation, although not as large a one
under current economic conditions as under a high-utilization economy. CBO's
next economic report, to be released in early January, will discuss a number of
fiscal policy alternatives and analyze their effects on economic growth, unem-
ployment and inflation.

Representative BOLLING. Thank you very much.
Mr. O'Neill, would you like to comment or make a positive state-

ment or whatever?

STATEMENT OF HON. PAUL H. O'NEILL, DEPUTY DIRECTOR, OFFICE
OF MANAGEMENT AND BUDGET

Mr. O'NEILL. Thank you, Mr. Chairman. Just a few comments be-
fore we go to questions.

We have to face the inexorable upward movement of Federal spend-
ing, assuming a continuation of what, in effect, is current congres-
sional spending policy, which is what we both reflected in our esti-
mates. While we may find it interesting to show the percentage rela-
tionship of Federal spending to GNP, there is no denying that we
are on a track moving up to higher and higher levels of Federal spend-
ing. It is worth noting just where we have been over the last few years.
We are now facing Federal spending of around $412 billion for fiscal
1977, off a 1976 base of $365 billion. Moreover, based on the current
services estimates that we have prepared for you, we are facing a
further increase from $412 to $413 billion in fiscal year 1977, to some-
where in the range of $447 to $453 billion in fiscal year 1978, assum-
ing we don't start any new programs.

I think it is important to look at those figures and to think how
recently we were at $200 billion or $300 billion. In looking at the re-
cent trend and the estimates that we have prepared for this year and

84-240 0 - 77 - 3
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next, I think you can take with a grain of salt the longer term current
policy estimates that the CBO has put together, which suggest that
there is going to be a dampening of the rate of increase in Federal
spending.

This leads me to the second point, which I think is fairly important,
based on the, years I have been around, and as many of you have wit-
nessed with me. There is a very interesting phenomenon vis-a-vis long-
term estimates. We seem to be very much in the situation of a grey-
hound chasing a rabbit around the track, because when we look 5 years
out we see a wonderful kind of situation where we will produce won-
derful surpluses which can be used for either reduced taxes or in-
creased spending. I was reminding myself this morning of some of the
estimating experience that we have had in that regard. In the fiscal
year 1973 budget, a surplus of $23 billion was projected for fiscal year
1977, the year for which we are now estimating a deficit of someplace
in the range of $50 to $60 billion. Thus, I think we have to be fairly
careful about inferring to much from longer term estimates of Fed-
eral spending and Federal receipts, and where we are going as a gen-
eral matter.

Finally, in regard to the shortfall question. I testified before the
House Budget Committee about 10 days ago on the shortfall question.
I would be happy to make a copy of that available to the committee if
vou would like to have it. Frankly, I do not share, Mrs. Rivlin's view
that the shortfall contributed in a major way to the pause. I am not
prepared to say that it had no effect on our overall economic perform-
ance. But I do not share the conclusion that if you simply take the
NIA numbers that are fairly attributable to the shortfall and plug
them into the model, it will evaluate appropriately what the differences
in the economy would have been without the shortfall. And I think it is
an important point for the Congress to consider in deciding what an
appropriate economic fiscal monetary policy should be. Our expereince
on plugging numbers into models demonstrates the need to go deeper
than to just take a $5 billion number, or a $10 billion number, or any
number, and plug it into a model and derive an inference from it. Let
me give you a couple of examples of why I think we need to be more
cautious in our use of those numbers.

When one looks at the reasons why there was a shortfall in the checks
drawn on the Treasury, one finds a whole variety of things that led to
that shortfall. Consider, for example, the economic effect of litigation
tying up final payments to defense contractors. It takes some stretch
of the imagination to argue that, for work already performed the
fact that the collections weren't drawn on the Treasury has an economic
effect. One can argue in a theoretical way that it may have some effect,
but the work has been done in an economic sense. Such litigation ought
not to lead us to an inference about the economy. As an additional
example, the Congress didn't act on the foreign aid bill until the end
of the fiscal year. As a result, we in the executive branch didn't obligate
the money or bring checks out of the Treasury on it in 1976. Obliga-
tions and spending could not start until the transition quarter. I don't
think that one can draw an inference that this had a major effect on
the economy. So, as I indicated, I would be very happy to make avail-
able a more detailed analysis.

Representative BOLLING. I would like to have the full statement in
the record.
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Mr. O'NEML. All right, sir.
[The information referred to follows:]

STATEMENT OF HON. PAUL H. O'NEMLL, DEPUTY DIRECTOR, OFFICE OF MANAGEMENT
AND BUDGET, BEFORE THE HOUSE COMMITTEE ON THE BUDGET, NOVEMBER 22, 1976

Mr. Chairman and members of the committee, believe it or not, I am pleased
to be here today to discuss the now famous spending "shortfall". My pleasuresprings from a hope that our discussion may help to dispel some of the fictionsthat have grown up around this subject. I am not confident we will succeed com-pletely, because the subject requires more technical understanding of government
finance than most people seem willing to suffer.

The outlay underruns can be measured in at least three ways: from the esti-
mates in the budget that the Administration transmitted in January 1976, fromthe estimates in the Mid-Session Review issued in July 1976 (after fiscal year
1976 had ended but before the final data were available), or from the estimates
in the Congressional Concurrent Resolutions of May 1976. The shortfalls thatresult from each of these measures are:

[Outlays, in billions of dollars]

July 1976 Congressional
January 1976 mid-session concurrent

budget review resolutions

Estimates:
Fiscal year 1976 -373.5 369.1 374. 9Transition quarter - 98.0 102.1 1101. 7

Total -471.5 471.2 476. 6
Actual:

Fiscal year 1976 -365.6 365.6 2 364. 8Transition quarter -94.5 94. 5 2 944
Total -460.1 460.1 2 459. 2

Shortfall (-):
Fiscal year 1976 -- 7. 9 -3. 5 -10.1Transition quarter -- 3. 5 -7. 6 -7. 3

Total -11.1 -11.1 -17. 4

' May 1976 resolution. The fiscal year 1977 resolution, adopted in September 1976, changed the transition quarteramount to $102,200,000,000 and increased the shortfall to $7,800,000,000.
' Adjusted to exclude earned income credit that exceeds liability for tax. Concurrent resolutions treat this credit as adeduction from receipts.

The discussion that follows will be in terms of the differences from the budgetissued in January 1976, although we can provide similar information on thedifferences from the Mid-Session Review estimates. We do not have the informa-
tion needed to analyze the differences from the Congressional Concurrent
Resolution.

Before we get into the necessarily technical discussion, I would like to make
a few general observations. First, let me state at the outset that all of what I haveto say is not to deny that the recent estimates were off or that we should not orcannot do better. Having said that, I must admit to some degree of amazementthat so many people seem to be dismayed that Federal spending and the Federal
deficit for fiscal year 1976 and the transition quarter turned out to be lower thanoriginally estimated last January.. Usually, it is cost overruns that arouse thewrath of the public, but in this instance, we are under attack for not having spent
enough.

Before responding to the criticism-a portion of which is legitimate-I hopethat you will permit me to take some pleasure in the good news implicit in the"shortfall". It is hard to be dismayed when interest rates are lower than pre-dicted, we receive more for selling oil leases than was anticipated, and therequirements of income maintenance programs are less than we thought thatthey would be.
There are, however, those who are seriously concerned about the estimating

errors, and for purposes of analysis, they can be divided into two groups:
1. Those technicians who don't like estimates to be off in either direction;and
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2. Those traditional Keynesian macro-economists who believe that in current
economic conditions, we should have had a larger Federal deficit.

In dealing with the concerns of the first group, it is useful to examine the
budget estimating track record of the past ten years to find out whether our recent
experience is significantly different. The facts show that in one respect our
experience is different; the absolute size of the numbers we are dealing with are
remarkably changed. For example, in fiscal year 1972, the final spending figure
was $231.9 billion, $4.7 billion less than we estimated in the January budget. This
year the final spending figure was $365.6 billion, $7.9 billion less than we estimated
in January. There are several interesting things to note about these comparative
numbers.

First, the fact that, in percentage terms the error of the estimate in 1972 and
1976 is almost precisely the same. A corollary point that we need to get used to
is that 1% of $400 billion is $4 billion. While we may not like to be off in our
estimates by $4 billion, we may have great difficulty in avoiding a 1 percent or
even a 2% error.

Second, the 1972-1976 comparison is not a special case. Estimating differences
were 2 percent or more in 1974 and 1975 as well. It is interesting to note in that
regard that there was virtually no clamor about the estimates in those year.
(Table A shows the estimating performance for the eight fiscal years for which
the unified budget has been in use and for the transition quarter.)

Third, and perhaps most important, it seems abundantly clear to me that con-
solidations and program reforms of the type proposed by President Ford are
imperative if we are to achieve smaller estimating errors for Federal spending
and dificits. We find ourselves in a situation today where we are making esti-
mates for about 1,200 different appropriations accounts. When one has to deal
with that many different accounts and all of the compartmentalized activities
within each of them, he starts with a major disadvantage. And we are not moving
in the right direction. Last week we published the update of the Federal Domestic
Assistance Catalog. As you know, the Catalog lists all of the domestic assistance
programs of the Federal Government. When we published the catalog in May,
it contained 1,026 programs. The new update lists some 1,040 programs-in spite
of our best efforts to stop the proliferation. So, from an estimating point of view,
the problem of complexity in government programs, and therefore in developing
precision estimates, is getting worse not better.

TABLE A.-COMPARISON OF ESTIMATED AND ACTUAL OUTLAYS FISCAL YEAR 1969 TO THE TRANSITION
QUARTER, 1976

[Dollar amounts in billions]

Difference from-

Subsequent Subsequent

Original Mid-session Original Mid-session
Fiscal period budget Budget review Actual budget Budget review

1969 ---------------- $186.1 $183.7 $184.8 '$184.6 -$1.5 $0.9 X -$0.2
1970 --- 195.3 197.9 198.2 196.6 1.3 -1.3 -1.6
1971 200.8 212.8 (2) 211.4 10.6 -1.4 (2)

1972 --- 229.2 236.6 233.0 231.9 2.7 -4.7 -1.1
1973 --- 246.3 249.8 249.8 246.5 .2 -3.3 -3.3
1974 - 268.7 274.7 269.5 268.4 -. 3 -6.3 -1. 1
1975 -- - 394.4 313.4 323.6 324.6 20.2 11.2 1.0
1976 - - 349.4 373.5 369.1 365.6 16.2 -7.9 -3.5
Transition quarter 98.0 98.0 102.1 94.5 -3.5 -3.5 -7. 6

Percentage differences:
1969 -- 0.8 0. 5 -0. 1
1970 -. 7 -. 7 -. 8
1971 -5.3 -. 7 (2)
1972 - 1.2 -2.0 -. 5
1973 -. 1 -1.3 -1.3
1974 -. 1 -2.3 -. 4
1975 -6.7 3.6 .3
1976 -4.6 -2.1 -. 9
Transition quarter -- 3.6 -3.6 -7.4

'A preliminary "actual" contained in a Sept. 17, 1969, report. The final actual was $184,600,000,000.
2 None issued.

EMEW
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There was, of course, a large error in estimating outlays in the transition
quarter. Quarterly estimates are difficult in the best of circumstances, because
trivial changes in the timing of outlays can have major impacts on quarterly
aggregates. This year we faced, in addition, the difficult task of estimating the
effect of moving the fiscal year one quarter. Based on reports from the agencies,
we expected that the surge in outlays that usually occurs at the end of fiscal
year would be transferred to the transition quarter. Obviously, only a portion
of the expected surge materialized.

To turn now to the concerns of the macro-economists, it is important to begin
by putting the numbers in context. In unified budget terms, the fiscal year 1976
shortfall was $7.9 billion-in an economy of $1.6 trillion. I am not prepared to
argue that the shortfall of 1½, of 1% of the 1976 GNP is of no consequence, but
I do think that it helps to put it in this perspective, especially when you dig
more deeply into the reasons for the shortfall.

A significant reason for the shortfall in both fiscal year 1976 and the transi-
tion quarter was the activity in financial transactions-transactions like the
sale of off-shore oil leases which, because of the conventions used in the budget,
have the effect of reducing the spending numbers. In FY 1976 these transactions
added $1.9 billion to the shortfall and a further $1.3 billion in the transition
quarter. As a matter of fact, more than one-third of the transition quarter short-
fall was a result of financial transactions. Such transactions have very little
impact on the economy and do not appear in the national income accounting
version of the Federal budget.

Going back to fiscal year 1976, it is noteworthy that $800 million of the $6.1
billion "real" shortfall-occurred in foreign economic assistance. Before any
major economic policy conclusions are drawn from this information, it is useful
to know that the primary reason for the foreign economic assistance shortfall
is the single fact that the appropriations were not enacted by the Congress until
the last day of the fiscal year and, therefore, it was not possible for the execu-
tive branch to obligate the money, let alone turn it into actual spending. Taken
together, the financial transactions and the foreign assistance account reduce
the "real" fiscal year 1976 shortfall to $5.3 billion.

(Table B shows additional detail on the composition of the shortfall.)
But one cannot stop even here in trying to assess the economic impact of the

so-called shortfall because, as you all know, the factor that ultimately deter-
mines the Federal spending level is the level of obligations that are incurred
by the Government, which is in turn determined by the accumulated budget
authority available to agencies, whether from appropriations enacted by the Con-
gress, receipts that constitute "automatic" budget authority (e.g., as in the case
of social security), or from other sources.

In a simpler world, one could infer from the spending shortfall in fiscal year
1976 that the money was in the pipeline-moving from budget authority to obli-
gations to outlays-and that it was going to be coming out and adding to the
stream of spending in fiscal year 1977. And, for the bulk of the shortfall this is
the most likely case. But, this is most assuredly not a simple world. While obli-
gations and outlays were differing from earlier estimates in fiscal year 1976, and
the transition quarter, many other things were happening.

TABLE B.-COMPARISON OF ESTIMATED AND ACTUAL OUTLAYS FOR THE 15-MONTH PERIOD
JULY 1, 1975 TO SEPTEMBER 30, 1976

[In billions of dollarsj

Differences from 1977 budget estimates for-

Fiscal year Transition 15-mo
1976 quarter period

Open-ended programs and fixed costs:
Payments for individuals -- 1.2 -.4 -1.7
Other -.7 -.2 -.9

Subtotal, open-ended programs and fixed costs -- 1.9 -. 6 -2. 6

Major grant programs (excluding entitlements):
Health and education .4 .4 .8
Environmental protection -. 1 3 .4
Employment and training -.7 1 -. 6
Transportation_- -. 3 -.3 -. 6- -----tbon-------------------------------------- 3-All other -- -8 .1 -:2

Subtotal, other programs that are mainly grants -. 7 .6 -.
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TABLE B.-COMPARISON OF ESTIMATED AND ACTUAL OUTLAYS FOR THE 15-MONTH PERIOD
JULY 1, 1975 TO SEPTEMBER 30, 1975-Continued

lin billions of dollarsl

Differences from 1977 budget estimates for-

Fiscal year Transition 15-mo
1976 quarter period

Other programs (mainly direct Federal activities):'
Department of Defense, military:' 3

Procurement and revolving funds -. 3 -1.1 -. 8
Other -- 1.0 -1.1 -2.1

Subtotal, DOD, military- -. 7 -2.2 -2.9

Other:
Foreign affairs --------------------------- -1. 9 .8 -1.1
Water resources -. 3 _1 -. 4
Energy ----------------------------- -. 4 -.2 -.7
Transportation- - 2 -. 2 -. 4
Health and education -. 1 .2 .3
All other -_ I4 -. 5

Subtotal, other -- 2. 7 .1 -2. 7

Subtotal of the above 3 -- 6.1 -2. 2 -8. 3
Major financial transactions 3 -- 1. 9 -1. 3 -3.1

Total -- 7. 9 -3. 5 -11.4

' Excluding major financial transactions.
2 Excluding military retired pay.
3 The figures for these categories are revised from earlier ones issued by OMB, reflecting a more intensive review of

defense outlays involving major financial transactions than was possible earlier.

Note: Detail may not add to totals because of rounding.

Most significantly, the Congress was adding $15.5 billion to the President's
recommended spending level and rejecting the President's $10 billion deeper
tax cut. At the same time, some programs were exceeding the earlier estimates
of obligations and outlays while others were lagging behind.

Taking all of these factors into consideration, we published about 10 days
ago the Current Services Estismsates for fiscal year 19;i8. With the assumptions
detailed in these estimates, we are now showing outlays of $412-$412.9 billion
for fiscal year 1977. Once again, the assumptions are crucial. For example, this
estimate does not include $2 1/2 billion that is included in the Second Concurrent
Resolution adopted by the Congress. Table C provides a bridge between the
January spending estimate of $,394.2 billion and the current services estimate
of $412.9 billion. Of the $18.7 billion change since January, $15.5 billion is ac-
counted for by congressional action or inaction. Lower receipts estimates from off-
shore oil land leases account for another $3.4 billion. This leaves a net decrease of
$.2 billion for all other changes, including Administration initiatives and reesti-
mates. I believe that these observations convey the complexity of the problem.

From all of these observations, my own conclusions are several:
1. While we should continue to strive for perfection in our estimates, we

should face up to the fact that a small percentage error produces a huge abso-
lute dollar number now that we have arrived at the rarified Federal spending
level of $400 billion.

2. No matter how much we may strive to improve our estimating techniques,
-we are fighting an uphill battle unless we consolidate and streamline the pro-
grams and activities of the Federal Governissent.

TABLE C.-Major changes in budget outlays in fiscal year 1977-January 1976
budget to November 1976 current services

Mfillioe ss

January budget estimates- -_________--____________________________-__$394. 2

Congressional changes:
Action on 1976 appropriations:

Labor-HEW appropriations----------------------------------- 0.3
Second Supplemental -0--------------------------------------- . 4
Other ------------------------------------------------------ 0.1
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Congressional changes-Continued
Action on 1977 appropriations:

Public Works Employment Act-------------------------------- 2. 1
Labor-HEW appropriations- -____________________ 1. 7
Defense and military cQnstruction----------------------------- -1. 2
All other (net)--------------------------- 1. 8

Other congressional changes:
Rejection of proposed rescissions----------------------------- 1. 2
Inaction on medicare reforms- -____________________ 1. 3
Veterans programs------------------------------------------- 1. 7
Inaction oh food stamp reform -------------------------- _ 0. 9
Inaction on child nutrition reform -0-------------------------- . 7
Inaction on GSA stockpile legislation-0 _______________- O. 7
Inaction on social security benefit changes-------------------- 0. 8

All other-------------------------------------------------------- 2. 9

Total congressional changes------------------------------------ 15. 5

Administration reestimates and other changes:
OCS rents and royalties (offsetting receipts) ----------------------- _ 3.4
Interest on the public debt- -_________________-_____-1. 8
Medicare and medicaid------------------------------------------- 2. 2
Highway programs----------------------------------------------- -0. 9
CCC price supports- -_ 0. 8
Petroleum reserves (offsetting receipts)…0----------_______________ O. 6
EPA construction grants-0------------------------------------ O. 4
HUD block grants_-0.4___--------------------------------------- 0.4
Social security and SSI…--- -0. 8
Defense ------------------ 0.4
Contingencies ---------------------------------------------------- - 1. 5
All other, net--------------------------------------------------- 0. 7

Total, Administration reestimates and other changes-------------- 3.2

Current services estimate, Path I (November) -------------------------- 412.9

3. The fiscal year 1976 and transition quarter shortfall is not, in and of itself,
an appropriate basis for making a shift in fiscal policy.

This concludes my formal statement. I will be pleased to answer your
questions.

Mr. O'NEILL. One more point I think it is important to make. It is
related to the prepared statement of Mrs. Rivlin. She indicated that
she expects that the CBO will be reducing its fiscal year 1977 receipts
estimate by some $5 to $10 billion. But the tables she presented in-
dicate expected receipts of $362 billion. I think as Congress considers
whether we need more stimulus, it is important to put that new re-
ceipts estimate, with which I agree, into the numbers. The CBO tables
show an expected fiscal 1977 deficit of $50 billion. But when the words
are combined into the table, what we are really facing from CBO's
point of view for fiscal year 1977 is a deficit somewhere between $55
and $60 billion, as compared to a fiscal year 1976 deficit of $65.6 billion.
While the economy hasn't performed as well as we would like, it
seems to me that it is performing somewhat better than it did in the
fiscal year 1975. It therefore makes me wonder what the right mix of
fiscal and program policy is that can give us some hope that we are
going to come off of the practice of running deficits that, until a few
years ago, none of us would have dared whisper to each other, let
alone write down on a piece of paper.

Those are the general comments I wanted to make, Mr. Chairman.
Representative BOLLING. Mrs. Rivlin, would you like to comment on

the comments?
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Mrs. RIVLIN. Yes; let me just comment briefly.
I certainly agree with Mr. O'Neill that we should be cognizant of

the fact that the Federal budget is growing in absolute term.
It certainly is. I do think we have to put that in the perspective of

au economy that is growing in dollar terms partly because of infla-
tion. Mr. O'Neill reminded us of how recently the Federal budget
outlays were only $200 million. We now have a $1.8 trillion GNP. A
short while ago that figure was only a trillion, or a half a trillion. The
numbers grow very, very rapidly, whether one is talking about the GNP
or one is talking about the Federal budget. And it is useful to look at
the relationship between them.

I am interested in Mr. O'Neill's skepticism about the impact of the
shortfall. We too are skeptical of our ability to estimate exactly how
much effect a reduction in Federal spending has on the GNP growth
rate. But we do the best we can, which is to look at the econometric
models and what they imply.

On a national incomes amount basis in the second quarter, the short-
fall in Federal expenditures was very large, it was roughly $16 billion.
That is almost 1 percent of the GNP. And it is hard to believe that a
shortfall of that size would no effect on the economy.

Finally, I appreciate Mr. O'Neill's pointing out very explicitly what
the anticipated revenue reduction would do to the 1977 deficit. He is
quite right; it will increase the deficit assumed in the second concur-
rent resolution from $50.1 billion to something like $55 billion to $60
billion.

That is the starting point from which the Congress does have to
consider whether additional stimulus is warranted or not.

Representative BOLLING. Thank you.
Mr. Brown.
Representative BROWN of Michigan. Thank you, Mr. Chairman.
Mr. O'Neill, I want to say that i am very sorry that Director Lynn

couldn't be here. Please convey to him my best wishes and greetings.
I don't think I have ever worked with anyone in the executive branch
that was so cooperative and helpful and really tried to get a job done
as Director Lynn, both as Secretary of HUD and Director of OMB.

I am always interested in these projections-and we won't call
them predictions, just extrapolations of things we know.

In discussing revenues, wve find that inflation pushes people into
higher tax brackets, therefore resulting in greater revenue. But we
never take that same fact and apply it on the other side. By moving
into a higher tax bracket and paying higher taxes there is a less and
less incentive to earn more income. The result is a purchasing power
drag by the very fact-the good side of the coin if you will-of in-
creased revenues.

Also, Mrs. Rivlin, with respect to the chart you have here, aren't
these 5-year projections based upon the assumptions that were made
last September with respect to revenues and other conditions?
Shouldn't they, therefore, now be adjusted to take into consideration
the actual economic facts that have occurred, reduction of revenues,
et cetera?

Mrs. RTVLIN. Yes. The projections of this report do start from the
assumptions made at the time of the second concurrent resolution.
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Representative BROWN of Michigan. Which as of now we now are $5
billion to $10 billion short on the revenue side.

Mrs. RIVLIN. For fiscal 1977, yes, that is correct.
Representative BROWN of Michigan. But if you take what you know

and apply it to figures in the original projections, can you still project
the kind of surpluses that you show for 1980, 1981, and 1982?

Mrs. RIVLIN. We have not done a new shortrun forecast of the
economy. We will do that in January. At present my estimate of $5
billion to $10 billion less in revenues is kind of a guess. We do, how-
ever, project for the 5-year period on two bases. The baseline projec-
tion is quite an optimistic one, which shows the unemployment rate
dropping to 4.1 percent by the end of the period. We do offer a less
optimistic set of assumptions. And those show, as you can see, a lower
budget margin. And the budget would be balanced at a later date.
It might be that one would want to look at even more pessimistic
assumptions, but we have not done that at this moment.

Representative BROWN of Michigan. In the back of your prepared
statement you appear to make an inconsistent conclusion. Under sub-
paragraph 1 where you are talking about the shortfall and Federal
expenditures you say: "While the actual dollar effects on the economy
of the shortfalls in Government expenditures have not been fully
evaluated, it seems likely that the shortfalls were an important con-
tributor to the current economic lull, lowering the growth of real GNP
by roughly 1 percentage point during the second and third quarters of
1976." i

And then you say: "But even the shortfall in Federal spending isinot
enough to explain several months of sluggish retail sales and no grojwth
at all in real inventory investment"-which of course is a big item
in GNP.

Would you attempt to reconcile those two statements a little better
for me?

Mrs. RIvLiN. I guess I don't see the inconsistency. The fact that the
GNP grew less rapidly than all of us expected is a fact. It has come
in at much lower rates than the CBO was projecting or the OMB was
projecting. The question is why? We think part of the explanation
was the shortfall in Federal expenditures. And I give that explanation
more weight than Mr. O'Neill does. But the shortfall can't be the
whole explanation. Something else happened to explain why things
didn't go as well as we all expected.

I guess everybody has been mystified as to what that was. Apparently
there has been an across-the-board weakness in demand. Neither retail
sales nor housing nor automobiles nor investment nor anything else
caibe in quite as strong as the projections had implied they would.
' Representative BROWN of Michigan. In talking about shortfall in

Federal expenditures, Mr. O'Neill has suggested that some part of
the economic effect occurred even though the expenditure had not been
made. Mr. O'Neill is talking about court actions and about the foreign
aid bill. Do you have an answer to where the shortfall occurred?

Mrs. RIVLIN. Some particular accounts did not spend out as quickly
as anticipated. I gave a fairly detailed explanation of that in my testi-
mony before the House Budget Committee, which I would be delighted
to make available to you.

84-240 0 -77 - 4
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But the short answer is, I guess, that about a quarter of the shortfall
occurred in the open-ended programs such as unemployment compen-
sation which are related to the state of the economy itself. The esti-
mates prepared in advance had assumed that unemployment would be
somewhat higher than it really was. And the numbers for the actual
outlays for unemployment compensation came in lower. That is good.

Representative BROWN of Michigan. Therefore, with respect to at
least that aspect of the shortfall, that didn't contribute to a lower
growth rate of GNP, did it?

Mrs. RIVLIN. If the Federal Government is paying out less money
than we expected it to, for whatever reason, that can affect the GNP.
But the reason in that case was simply that the original figures had
been based on a higher estimate of how many people would be
unemployed.

Another example of this sort of situation shows up in the agricul-
tural programs. When estimated in advance those programs have to
be based on some assumption about food prices. Food prices were
actually somewhat lower than had been anticipated and the outlays
for the subsidy programs were not as high as expected.

That kind of thing accounts for about a quarter of the shortfall.
About half of it is accounted for in less-rapid-than-expected spend-
out under such Federal programs as defense procurement, where money
was simply not spent out under contracts, and so forth, as rapidly
as expected. The rest can be accounted for in less rapid expenditures
under certain kinds of State grant programs, such as the CETA pro-
gram, in which the money was not spent by State and local govern-
ments as rapidly as had been anticipated. I don't think we have any
disagreement with the OMB as to what happened, and which ac-
counts fell short. We have perhaps some disagreement on what the
impact of that spending on the economy might have been.

Representative BROWN of Michigan. Do you generally agree with
that statement, Mr. O'Neill?

Mr. O'NEILL. Yes sir, I do not think that the CBO and the OMB
have a major difference as to where the shortfall occurs, although ,as
we both indicated, we do have some difference of view as to how im-
portant a contributor the so-called shortfall was to the pause in eco-
nomic activity.

As I indicated earlier, I don't think it is sufficient to simply plug
numbers into a model and derive from that model conclusions about
the effect of the so-called shortfall on our overall GNP performance.
As one sifts and sorts the things that contributed to the shortfall,
just as your line of questioning was developing, it is very difficult to
condude that some of the shortfall, such as, for unemployment in-
surance payments, wasn't desirable or that some of it had anything
to do with economic performance. An example of the latter point,
which I mentioned earlier, is of litigation that ties up some of the
defense money.

Representative BROWN of Michigan. That is one item that I have
difficulty understanding. And that is, if the contracts are being per-
formed, but just aren't being paid off, it seems that all the factors
that go into it are there. If a person is receiving wages, so he is not
receiving unemployment compensation, it seems to me that it is a
wash insofar as its effect upon the rate of growth in gross national
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product. So I don't see how, when you start analyzing shortfall, you
can say that it created a one percent difference in the rate of growth
in the GNP.

Mr. O'NEILL. As I indicated in my House testimony, I don't think
anyone who looke dat the details of where we spent money and where
we didn't spend money in fiscal year 1976 and the transition 4uarter
can fairly use the shortfall as a basis for recommending a change in
fiscal policy. That is not to say that perhaps we shouldn't be think-
ing about some change in the mix or approach of fiscal policy. But
I do not think careful analysis of the facts can lead to the conclu-
sion that the shortfall is an excuse for or an analytical reason for
more fiscal stimulus.

Representative BROWN of Michigan. Just one final question.
Haven't we placed too much emphasis on the impact of Federal

stimulus, especially by unemployment?
Mr. O'NEILL. My view is that perhaps the greatest contributors to

the lower-than-expected economic performance relate to confidence
and stability. Those are very subjective kinds of things, but they are
the great unexplained variables in the models that we all use. In my
-judgment those are the two factors that have affected our economic
performance. We need a period of stability, a period of confidence.
We are now in a period when we are wrestling day after day with
considerations of major changes in tax policy that will affect indi-
viduals and businesses. A situation needs to be created where busi-
nesses can plan on a future that will have some stability, and not be
sitting on their hands in the expectation that maybe they will get
their additional investment tax credit. or that maybe some other
change is going to be made in tax policy. I think confidence and sta-
bility are keys to getting the economy back on the track.

Representative BROWN of Michigan. Thank you.
Thank you, Mr. Chairman.
Mrs. RIVLIN. May I clarify one point?
Representative BOLLING. Certainly.
Mrs. RIvrIN. Mr. O'Neill slipped in the word "desirable." The

statement that the shortfall occurred, and that it may have had a
significant negative effect on the economy is not the same statement
as, "all the items in the shortfall are undesirable." No one could do
anything but cheer if unemployment compensation payments are lower
than they were expected to be because there were fewer unemployed
people. That is obviously good. But it is also true that a lower than
expected expenditure by the Federal Government might have had an
adverse effect on the economy.

Representative BOLLING. I would like to ask Mr. O'Neill one ques-
tion on that subject. You felt that the effect of the shortfall was less
than the 1 percent justified. I wonder if you could tell me what
part of that 1 percent you think a shortfall might have accounted
for or any part?

Mr. O'NEILL. As I indicated, Mr. Chairman, I am not prepared to
say that it had no effect.

Representative BOLLING. What does that mean?
Mr. O'NEILL. It means I am not prepared to say that the shortfall

was neutral, that the GNP would have been the same with or without
the amount represented by the shortfall. But I really do believe, as
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I indicated in my House Budget Committee testimony, that when we
are talking about $4 billion or $5 billion in an economy of $1.6 tril-
lion, we are really giving ourselves a little bit too much credit when
we think we can tell you that the effect was 1 percent. I guess I would
be prepared to say it probably had some effect. But I think it is argua-
ble how much it was and I think 1 percent is too high an estimate.
To assign a point estimate to it is to assign more of a science aspect
to economics than I am prepared to assign to it. I think we are still
in a dark age at this point as to how our economy really operates, and
I offer as witness for that the performance that we have experienced
over our history, and not just recent history either. We know a lot
more about how the economy operates now than we did 50 years ago,
but I think recent experience indicates that we have got a long way
to go. When we think we can take a $4 billion Federal spending num-
ber and convert it into a point estimate for GNP, we are beyond our
real capability.

Mrs. RIVLIN. May I say, the so-called point estimate is roughly 1
percent. And the estimate is very rough.

Representative BOLLING. I don't think either of you would object if
we try to inform ourselves better.

I am going to pursue a different line of questioning. I am tempted,
of course, to play the usual game of trying to find out about the
budget, and so on. I don't even think that is proper at this time under
the circumstances. So I am not going to do it. The differences between
Mr. O'Neill and Mrs. Rivlin are, I think, apparent and clear. It is a
question of the fundamental question of whether one believes that the
Federal Government should intervene more or less, and if it does,
whether it has more or less effect. And further, how much it is worth
to try to do better. I think those are very important disagreements.
And I think they are very clear. But I don't think it is worth pursuing
them today.

What I would like to pursue, having had a good deal to do with
writing the Budget Act, is how we can improve this attempt by the
Congress to inform itself so that it can begin to proceed intelligently
to deal with the budget. And this particular provision was thought
about more than the language in the act would indicate. But it was a
compromise of a compromise. I am curious, and I would like to hear
from both of you as to how we can better devise language, an amend-
ment to the Budget Act, that would provide more helpful information
to the Congress as it seeks to continue its effort to deal responsibly
with a budget, not necessarily the budget, but with a budget. And I
am particularly interested in that approach. And I don't care which
one of you starts.

Mrs. RIvIIN. I don't think I am prepared at this moment, Mr. Chair-
man, to offer very specific amendments. But let me talk in general
terms about how I think the Budget Act might be improved.

I think there are two points. One is that the Congress, for all its
new reforms, still deals with the budget 1 year at a time. There are a
number of provisions in the Budget Act that help to bring to the atten-
tion of the Congress the future implications of decisions made on next
year's budget. For example, the 5-year projections report that CBO
is required to produce shows what would happen to the budget for the
next 5 years if nothing changed. These estimates give the Congress a
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benchmark for considering changes. Our 5-year cost estimates pro-
duced for every bill reported are another indicator of the importance
the authors of the Budget Act placed on the need to bring future im-
plications of the current action to the attention of the Congress.

But I think the weakness of the act is still that it works on the
budget for the next fiscal year, and the intention is still to focus only
on decisions for the next fiscal year. Somehow we have to bring more
consideration of future years into the actual decision process on the
budget. This could be accomplished by a multiyear budget approach-
a concurrent resolution, say, for 2 years or 3 years, which would of
course have to be amended as the circumstances change. This or some
other way would focus the attention of the Congress on the fact that
decisions made this year make a lot of difference for the next year and
the year after that.

This problem, I think, came forcefully to the attention of the
Congress, particularly the Senate, this year in the discussions over the
tax bill. Future revenue implications of a tax bill that was required
for technical compliance with the budget resolution were at issue, and
yet couldn't exactly be voted on.

I think the second direction we should all be working in while con-
sidering the budget process is to have some way of having a better de-
bate on budget priorities, particularly budget priorities for the future.
It seems to me that the success of the budget process has been pri-
marily in being able to go through the whole process and make a
budget. Get the thing done on schedule, get all the appropriations bills
finished by the beginning of the fiscal year-which wasn't true be-
fore-and bring the discipline of a total picture to bear on individual
situations.

The second success has been in the ability to debate and discuss and
decide on fiscal policy, when the budget was being considered as a
whole for the first time.

The weakness, perhaps, has been that the budget process has not gen-
erated very much debate on major priorities. The authors of the bill,
including you, I think, had hoped that this budget process would be
a forum for major debate on budget priorities. And it has been less
successful in that respect than in being a forum for debate on fiscal
policy.

I am not exactly sure yet how we amend the act to improve that.
But I think those are the directions in which we ought to be going.

Representative BOLLING. Mr. O'Neill.
Mr. O'NErLL. Mr. Chairman, first I would like to say, as I have

done on many other occasions, that I think the Congressional Budget
Act may be the most important act that has been put on the statute
books in a generation or maybe more. I really do believe it holds out
the potential-although I don't think we have achieved it yet-for
more reasoned, logical, analytical decisions, and certainly, I think,
more public opportunity for discussion and understanding than we
have had in the~ past. It is my hope that in the years ahead this process
will become so ingrained that one will not consider its demise or lack
of continuation, as you are indicating, but rather how it can be im-
broved. I think it is important that the executive branch and the
Congress work together to make that process work. In the absense of
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this new process, the Congress might have gone without ever making
a collective decision that reflected where the country wanted to go,
simply because of the way budgeting had previously been approached
by the Congress.

I do -think there are some desirable changes, and I certainly agree
with most of the things Mrs. Rivlin just said.

But if I may, I would like to start with a comment about the current
status of that process. I have been concerned from a parochial stand-
point, from an institutional standpoint at OMB about the impact of
the current service, as we indicated last year in our testimony before
the committee, because in its preparation there comes a time when the
President and his advisers are right in the middle of preparing the
fiscal year budget for the upcoming year, and so it represents a com-
petitive priority for work and attention. And I couldn't think that is a
good excuse for changing it. But as I observed what happened to it
last year, and frankly what I expect may happen to it this year, I am
led to a conclusion that it may very well be desirable to change the
current sevices estimate process to this extent. Last year it would seem
to me that one difficulty we had is that we prepared a current estimate
and came to the Congress early in November, and there was a flurry of
interest, and then the President's budget came out. and nobody ever
looked back at the current service estimate again. I doubt if there
are 20 people in the whole world that read the whole book through.

Representative BOLLING. If you would yield at that point, I am
afraid I do not have much impact, but I talked on the floor in a very
serious part of the debate repeatedly just in those terms. And I'm
sorry you missed it.

Mr. O'NEILL. Mr. Chairman, I would like to make the following
point. The way the current service estimates are now put together, and
the time that they come out, you necessarily put them in the back-
ground, because people start paying attention to the President's budget
in January. Moreover, because the current service estimates aren't
reflected in the President's budget, you can't really see the differences
between such estimates and what the President recommends. Thus,
the current services estimates lose that value. Since I am leaving, I am
not going to have to carry the burden of any change that may be made
in this regard. I would say that it would not be easy to incorporate the
idea behind the current sevice estimates into the budget document. But
I myself would encourage the committee and the Congress to consider
some way to incorporate current services or current policy estimates
into the budget document as a way of making them useful and putting
them together with a Presidential forecast and estimates of overall
economic performance over the next 5 years.

One of the difficulties I think all of us face with the present 0MIB
and CBO estimates is that you are dealing with several different sets
of economic assumptions and an equal number of spending and re-
ceipts estimates. They really don't represent anybody's proposal.

I therefore suggest that you might think about how the act could
be amended to deal with some of those problems.

Second, I think we need to move, as Mrs. Rivlin indicated, in a
direction that forces decisions to be made in a longer time context
than just 1 fiscal year. We have made a little bit of progress, but
we need to think more deeply about the possibility of detailed esti-
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mates and perhaps resolutions for not just 1 year, but for 2 years.
Three years would be even better, but maybe we ought to start humbly
with 2, to begin to get a little better control than we now have with
the process. Overall, I think we have made some progress in the longer
term estimates in the last few years because, for example, of the
changes Mr. Brown worked on with the administration to reflect the
budget authority commitment that we are making. For example, in
our housing assistance programs, we are no longer doing partial fund-
ing as we had for years and years. If you look at this year's budget,
you will find that the budget request for assisted housing is $17 billion.
We used to show $2 billion. The programs haven't changed substan-
tially in size; it is just that the budget accounts for them more accu-
rately now. We ought to keep moving in those directions to get our-
selves and the public to understand the commitments that we are
making for a longer period of time than we now are.

Representative BOLLING. Mrs. Rivlin.
Mrs. RIVLIN. I would like to follow up on what Mr. O'Neill was

suggesting about the usefulness of the current services concept. It
seems to me that the reason the current services budget has not re-
ceived more attention than it has is at least in part that the OMB has
not built the current services idea into its own decisionmaking process
and shown the Congress the budget changes that the President is pro-
posing as different from the base of current services. It would be very
useful to have the President's budget proposals in those terms. If the
current services idea were really built into the OMB's own decision
process, then I think they would not find it a competitive priority,
as Mr. O'Neill has said, but something they really needed themselves.

I would think if one were President and were making up a Presi-
dential budget, that one question would be: What would happen if we
go on doing what we are doing, and then what are we proposing to
do differently? That seems to me a logical way of making up a budget
and sorting out and displaying the choices. And that apparently is not
now done.

Now, up here at the Hill--
Mr. O'NEILL. May I interrupt to just say that as long as I have been

in the OMB, which has been since January 1967, such estimates have
been developed. What I was saying earlier is something a little bit
different. We have current policy estimates internally, and in effect we
do all this work, and have been doing it since I went there when Charlie
Schultze was Director. However, it is one thing to use your own staff
work and material for internal purposes; it is yet another to produce
a public document. It is a lot of work and we do not have an enormous
staff. The same people who do the analytical work and ask whether
we ought to have a veterans hospital, and so forth, are the same people
who work on the galleys from the Government Printing Office, and
make sure that it all looks right, with the proper format, and all that.

Representative BOLLING. I would like to make a comment on this.
The President's budget ought to be a political document and it is.
Mr. O'NEILL. Yes.
Representative BOLLING. In making up the President's budget, there

is no reason that I can see why the OMB is interested in knowing what
the current services will be in relation to the process of the President's
budget. It would seem to me that that would be one of the fundamental
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indicators that the President would want to have as he made the politi-
cal decision, policy decision.

Mr. O'NEILL. Yes; indeed he does. But what we do right now under
the Congressional Budget Act is to prepare a document, "Current
Services Estimates," and then in January, under the rules of the
Congressional Budget Act, and under the Budget and Accounting Act
of 1921 as amended several times, we produce a President's budget.
All I am saying is that from a display point of view, and from a work-
load point of view, we should be working toward presentation of cur-
rent services estimates in the President's budget in January of each
year. I don't frankly understand the utility of these estimates in
November as a separate document unrelated to a specific set of esti-
mates of economic performance or program change. There may be some
utility that is escaping me, but I don't see it.

Representative BOLLING. The dilemma-I would like to speak on that
myself-the dilemma is that the Congress needs some leadtime. I
think the dilemma has to be faced and realized. Unless we get started
a little bit earlier than when the budget comes up with the President's
policy decision-regardless of whether it is a Republican or Democratic
President, regardless of the kind of Congress we are facing, we ought
to be able to neutralize this document.

The differences between you and Mrs. Rivlin are fundamental in
a very real sense, but they are not so overwhelming that you don't
come out pretty close when you make your estimates. It seems to me
that we have to reach a combination that is right. One which does not
make the Congress dilemma in meeting the timing of its role under its
act worse. That is of course one of the reasons why this language was
written in the vague way it was, and that is one of the reasons why
we were perfectly willing to experiment. Nobody had a better idea at
the time, and we thought this was a good way to begin. But the con-
cept, the thought of at least one of the people that was heavily involved
in it, me, was that-and I have spent years on this committee-there
wasn't any incompatibility. Even when you had a conflict between a
Republican President and a Democratic Congress, with all the policy
differences absolutely clear as a bell, we ought to be able to neutralize
this aspect in such a way that the Congress came up with the informa-
tion that the President was going to use as his base information when
he made his policy decision. Now, really what we wanted, what we
talked about, was speeding up the budget process and requiring a
President to come in early with a pre-Congress budget. But it wouldn't
sell.

And this is a substitute for that. And it seems to me that it is almost
critical to our ability to keep our timetable, because you have got to
direct attention to something, and it ought to be a neutral document,
which ideally was, as strange as it may sound, almost worked out in
cooperation between the OMB and the CBO. That is the thing I am
getting at. When you are dealing with projections, when you are deal-
ing with facts, I know it is possible to get the policy conflict out of
it, not all of it, but most of it, so that you have an agreement that this
projection makes some sense, and that projection makes some sense,
and these are the alternatives. That is what I am interested in getting
to-how do we get this worked out so that we don't have a constant
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conflict, not between the OMB and the Congress, but the President and
Congress? I am not asking questions on the Budget Act. That would
be the news of the year if I did. I am not asking because the law says
he has to do it in a certain time. But I am pressing for an approach
that says that what comes from OMB in the future is related spe-
cifically to the President's decisionmaking process. I don't think that
is asking the President to give away the budget in advance. Is there
anything wrong with that approach?

Mr. O'NEILL. Frankly, it is not clear to me how the numbers that we
submitted this year, for example, would be different under your
approach.

Representative BOLLING. Then why isn't it a part of the President's
budget?

Mr. O'NEILL. That is another question. It goes to the statutory
answer that I gave you. It is not required under the Congressional
Budget Act.

Representative BOLLING. Last year we tried to get it in and we were
told it couldn't go in, everybody was too busy.

Mr. O'NEILL. That is part of the answer, but there are more me-
chanical kinds of problems. You are, I am sure, familiar with the
budget document right now, the displays that are provided for budget
authority and for outlays, and so forth. They fill up the pages. We
would have to go to a new kind of document, and add a few columns
in order to present current services estimates. When one looks at the
differences between a Presidential request, say, for the upcoming
budget year, and current policy or current services, it may be more
useful to go with differences of approach. All I was suggesting is that
there is room for more thought as to how we meet the objective of
giving the Congress advance opportunity to get into the budget proc-
ess, and how we make current services in the Budget Act a more useful
and important part of the process. I am not quarreling with you
about your objective.

But one thing you have said raises an interesting point.
The estimates that have been developed by the CBO this year and

the estimates we have prepared are not very far apart. It really makes
me wonder, if one cares about efficiency and marshaling our resources,
why in the world are we both doing it?

Representative BOLLING. I will tell you one of the reasons, and that
is, when we were beginning to work on this act, I think we had a very
real suspicion, not necessarily about the OMB, but the administration,
as to willingness to produce facts. And it was, I believe, well founded.
I think it has been demonstrated to have been well founded. That is
one of the reasons it wasn't possible to go as far in demanding by law.
a cooperative relationship at that particular time. Action, you remem-
ber, started moving a little bit in 1972, and moved some more in 1973
when we got it founded. It passed in 1974. And the dilemma then was
a different dilemma than we have had in the last couple of years. But
it seems to me ridiculous that we can't move very quickly-and T am
not critical of this document or this situation-to something that
would be much more informative. My own view of the budget is that
it has been a long time since the budget document approached what
I believe it should be. And that is not critical of the technicians.

84-240 0 - 77 -5
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I believe that much of the budget documents in the last 20-odd years
have been designed to obfuscate as much as to make clear. If the

Budget Act is to survive in Congress, and if it is to survive in terms
of its fiscal, as well as, its macro and micro economic policies, it is

going to have to have a much clearer exposition of the implications
of the policy proposal of the President and the policy responses of the

Congress. That is what this is all about, if I understand it. We have
gone through 2 very difficult years, and by the grace of God and
good luck, we have survived, and the budget process has survived
all political overtones that were involved. But it seems to me that the
key here is that if we are going to get anywhere over time, we are

going to have to work out some kind of effective cooperation.
Representative BROWN of Michigan. If the chairman would yield, it

seems to me that, Mr. O'Neill, you are talking about a mechanical
problem of the preparation of the document.

Mr. O'NEILL. Yes.
Representative BROWN of Michigan. I have been advocating for a

long time that it is ridiculous that we have a 1-year budget, and go

through this whole process each year. This is especially ridiculous
because we keep hearing words from every administration about con-
flicting figures in every index and the uncontrollable budget, which
means you have no real policy impact.

It seems logical to me that because you have a Congress which lasts
for 2 years, why couldn't the executive branch go to a 2-year budget?
Wouldn't that eliminate an awful lot of the work that you do now,
or breaking your neck to go out under some deadline, or you ask for
an extension? It seems to me that there is every argument for a 2-

year budget, and I haven't heard good arguments against it.
What are the arguments against a 2-year budget ? If you are talking

about zero based budgeting, talking about sunset laws, all of these
things, it seems to me that it makes it patently essential that you have
a 2-year budget. What is wrong with a 2-year budget?

Mr. O'NEILL. There are arguments, I think, on both sides. The argu-
ment you put up for a 2-year budget is very powerful. On the other
side, however, there is the argument that a 2-year budget takes away
the Congress' opportunity in its appropriations process to consider
each program each year.

Representative BROWN of Michigan. But each Congress would have
an opportunity to look at each program, because each Congress serves
for 2 years.

Mr. O'NEILL. Yes
Representative BROWN of Michigan. So every Congress would have

an opportunity to work on its budget and the Nation's budget for
that term.

After all, we have four or five supplementals now which can both
repeal and add to budget determinations.

Mr. O'NEILL. Yes.
Representative BROWN of Michigan. It seems to me that would be

one way to curb the Congress alteration of programs that affect ex-
penditures in perpetuity. Congress would only have one chance then,
or at least it would have fewer chances.

Mr. O'NEILL. There was a great deal of thought and consideration
given to a 2-year budget, or to advance funding, when the Congres-

I
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sional Budget Act was being formulated. As you know, in some areas
we have gone into advance funding, as in our educational program,
for example. The thought that has been given to this subject-and the
resulting literature-is fairly rich and deep. If you are interested it
would be useful for you to obtain a collection of that literature.
Frankly, I haven't come prepared this morning to respond in the deep,
careful way I would like, to your question. It deserves a very careful
answer, because it represents a very important change in the way that
the Congress conducts its business.

I am not prepared to say that such a change is undesirable. Frankly,
I think if the Members of Congress didn't have to attend and partici-
pate every year in some of the appropriations hearings that they now
do as a matter of course, they would have more opportunity to argue
about and think about the things that Mrs. Rivlin was suggesting,
such as competing priorities, and to participate in oversight hearings.
I think that would be very desirable.

Representative BROWN of Michigan. I expect that if we do it the
Congress and even the executive branch would have more time to do a
better job in preparing and submitting a budget.

Mr. O'NEILL. Yes, sir.
Representative BROWN of Michigan. And as you say, Congress would

have a better opportunity to cross-examine it.
Thank you, Mr. Chairman.
Representative BOLLING. I regret I am going to have to leave. I

have an urgent appointment in connection with another matter.
I am going to ask Mr. Long to take over. Very grateful to you both.
Representative LONG [presiding]. Thank you, Mr. Chairman.
If it is agreeable with the witnesses, I would like to go through three

or four more questions we would like for the record, and if there is
anything more Mr. Brown would like to ask, we would be happy to
have it.

First, Mrs. Rivlin-all of these three are directed to you, and I
would like your response first-and if it is in order, Mr. O'Neill, if
you have any comment with respect to them-some might and some
might not be particularly pertinent-inject your thoughts.

One, Mrs. Rivlin, on the 5-year projections that show under the
present policy that we are following, receipts will exceed the outlays
in 1980, as I read it, and the margin between receipts and outlays will
become larger in the years that are following that. Now, what kind of
tax burden does this project, imply for individual taxpayers and for
corporate taxpayers, and what is the relationship of inflation to that?
Would that cause a substantial increase in the effective tax rate?

And then related to that also, if we do allow the statutory tax rate
to remain unchanged, if we don't change it, would the resulting fiscal
drag that we have prevent the projected economic recovery which
underlies, I guess, all the way across your projected 5-year estimates?

Mrs. RIVLIN. I think perhaps we might prepare a more detailed
answer to those questions for you. In general terms, the revenue
projections do imply an increasing reliance on the income tax, and
the inflation is part of the reason for that. As one goes ahead several
years, that margin increases. We have not done a detailed answer,
but we will, to the question: Is the fiscal drag that is implied by this
set of policies so great that it would knock the economy off the as-
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sumed growth path? In other words, would it be possible to attain the
growth pattern assumed in the projections with a current policy
budget? In the shortrun, the answer seems to be, no. For the next
couple of years it does look as though a more stimulative budget would
be necessary to get the economy back on the growth path assumed by
the second concurrent resolution.

Representative LONG. Before I go into that, if you would be willing
to expand upon that, or have your staff prepare something that you
could expand upon that, I think it might do well to help me.

Mrs. RIVLiN. Certainly.
Representative LONG. Mr. O'Neill, before I go into an aspect of

that, do you have any comments?
Mr. O'NEiLL. No comment.
Representative LONG. Mrs. Rivlin, on that, if you studied and ob-

served the trend in Federal receipts over the years, the share con-
tributed by the social security taxes over the years has pretty gen-
erally risen, and the share contributed by personal income taxes has
been relatively constant, and the corporate income tax share has fallen.
Your 5-year projections with respect to these three points show some
changes. As I look at it, you projected social insurance taxes to con-
tribute 29.5 percent of total receipts in 1977, and 28.1 percent in 1982.
Then you show the individual income tax rising from 44.6 percent in
1977 in a substantial increase to 51 percent in 1982, and the corporate
share falling from 16.1 percent in 1977 to 13.8, which is again a sub-
stantial shift in 1981. Would you comment on the reasons for this
shift, and especially the falling share of the receipts from the social
security taxes. We would like your comments on those, please.

Mrs. RIVLIN. Yes. For the benefit of our audience, we are referring
to the table on page 38 of the report, which shows revenues, both his-
torically and projected, by major Federal taxes.

It is true that, in the past, the share of the individual income tax
has been roughly constant over the years. But that is because every
once in awhile Congress cut the rate. If the rates were held constant,
the simple arithmetic of the situation would force the share of the
Federal income tax to rise, for the reasons that were alluded to earlier:
Economic growth and inflation force people into higher and higher
tax brackets, and the yield of the Federal income tax rises faster than
national income where national income is growing. The reason, there-
fore, that the percentage rises in our projections to 51 percent in 1982
is simply that we are assuming that the rates don't get cut over that
period. If they were cut, the percentage would of course be lower.

Representative LONG. And you are saying that should Congress not
have during the period cut them periodically, that they would have
probably shown about as much of a projected increase as you are
showing for the period in the next 4 or 5 years?

Mrs. RIVLIN. Yes; that is exactly what I am saying.
With respect to the social insurance taxes, those grow roughly at

the same rate as the GNP or the national income, because they are
flat rate taxes, they are not progressive. So you don't get this
phenomenon of people being pushed into higher brackets.

Mr. O'NEmL. Mr. Long.
Representative LONG. Yes; Mr. O'Neill.
Mr. O'NEILL. I would make just one comment on that.
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fairly characterized as a bankruptcy policy.

Representative LONG. Say that again.
Mr. O'NEILL. That is to say, if we do not do something along the

lines proposed by President Ford last year to increase social insurance
taxes, especially social security tax proceeds, we are not going to have
any trust fund whatsoever in a very short period of time.

Representative LONG. Mrs. Rivlin, would you like to comment on
that? I know we are going a little bit afield here, but it is something
that is worth going into. I know you have done considerable study
on that.

Mrs. RIVLIN. Yes. I am not sure I would characterize the current
situation as a bankruptcy situation. But there is certainly cause for
concern about the present mechanism of financing social security,
both in the shortrun and in the longrun. Recently the social security
reserves have been drawn down quite rapidly because of the combined
impact of recession and inflation. In a recession less money is paid
into the social security trust funds and social security benefits are in-
creased to take care of the inflation. Thus we have had a graphic de-
cline in the social security reserves. But that certainly doesn't mean
that the system is going bankrupt in the sense that people don't get
their checks. I think that there is a certain carelessness about the use
of scare words like that. But it does mean that the Congress could
consider very carefully what it wants to do about this situation. I
don't think it is super urgent. I think it can wait a little while.

But there are various possibilities. One possible solution would be
to allow the social security trust funds to borrow, if they run out of
money temporarily. Another would be to allow for some general rev-
enue financing. And another of course would be to increase the payroll
tax. All of these possibilities merit very careful consideration.

We have a paper coming out of the CBO quite soon which discusses
this problem. And it is really several different problems. A particu-
larly serious situation exists in the disability trust fund, more serious
than in the old age and survivors trust fund.

In addition to that, there is a longrun problem about social security.
We ought to be thinking about what we do when the baby-boom babies
reach retirement age. If the birth rate continues to fall there won't be
as many people in the labor force to pay social security taxes. So we
have to be thinking now about how to plan for that contingency in the
future.

So while not associating myself with Mr. O'Neill's words about
bankruptcy, I would certainly agree with him that very careful con-
sideration of social security plans is in order right now.

Representative LONG. I share that view. I think that many Mem-
bers of Congress have come to realize that it is a very serious situation.
And I associate myself with the views that you express here.

Mr. Brown.
Representative BROWN of Michigan. I was just going to say, I don't

think Mr. O'Neill is the first one to have used the terminology.
Mrs. RIVLIN. No, he isn't.
Representative BROWN of Michigan. But in your statement's esti-

mate of receipts, Mrs. Rivlin, do you contemplate the same rates, the
same base that is now the law?
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Mrs. RIviN. Yes.
Representative BROWN of Michigan. Would you not agree, though,

that if you use these, that would not be adequate to pay the benefits
that are on the books and those that are contemplated to be entitled
to benefits?

Mrs. RIVLIN. So far as the old age and survivor's insurance funds
are concerned, estimates differ somewhat on whether we are in a really
dangerous situation. It depends on what we assume about the course of
the economy. If we do return to a healthy growth rate, and if inflation
stays at what we have now come to consider a reasonable level, like 5
percent, then probably the old age and survivors fund will begin to
recoup some of its reserves. I say "probably," because we are not quite
sure, and a worse economic situation could put the fund in jeopardy.
I think that is the question that Congress should have in mind: What
do we do if things get worse, do we want to plan now for a hedge
against a deteriorating economic situation which would indeed put
that fund in jeopardy ?

Representative BROWN of Michigan. All I am saying is that, looking
back at the value of this document, taking any three of the paths for
the economy that you have suggested in your statement, and projecting
those with what would happen insofar as the receipts from social secu-
rity and other considerations, is it not true that in 1982 we would be
in an intolerable position?

Mrs. RIvLIN. No sir, it is not true, if you take optimistic assumptions
about the economy. If you take very pessimistic ones, it is.

Mr. O'NEILL. Mr. Brown, if I may, I didn't mean to cause a contro-
versy by calling attention to the social security number. My point was
to indicate some caution in making percentage calculations about the
contributions of the different sources of revenues that we look to in
1982, or even 1980, for that matter. Perhaps I should have made a
similar point, in regard to the individual income tax figures that Mrs.
Rivlin gave. If I were speaking as an individual, I wouldn't speak of
the surplus of 1981 or 1982, because of the same pressure that has led
to reductions in individual income taxes in the past. With regard to
social insurance, our calculations show that the disability insurance
fund is going to be empty in 1979, if some action isn't taken. And at
sometime in the 1982 to 1985 period, we are going to be in serious dif-
ficulty. But my purpose was in saying that if you are interested in
making a decision about the share of revenues from social insurance
contributions, you really can't be satisfied with looking at the numbers
that are here.

A simple extension of current policy, I think, is unacceptable to
both of us, especially with regard to decoupling.

Mrs. Rivlin indicated that we don't have to worry about this issue
in the short run. I respectfully disagree. It has been mv experience
that it happens to us very fast, and the longer you take with getting
on with decoupling, the more dangerous our situation is going to be.

Mrs. RIVLIN. Excuse me, I was misunderstood. I do not think that
the decoupling provision should be delayed. I think it is very im-
portant to do it now.

Mr. O'NEILL. I use the word dangerous for this reason. I think-
at least I am concerned-that there may be a danger that we will
slip into a position where there won't be any choice except to begin
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using general revenues for the purposes of financing social insurance,
and that is not a position that I believe we should slip into. That was
really my purpose in raising this issue. I have seen some speculation
that perhaps we ought to give people a rebate of their social insurance
taxes. Frankly, that scares me. If we let the system deteriorate without
taking corrective action, there isn't going to be a choice. We could
easily back into a decision on our social insurance program if we
are not very careful.

Representative BROWN of Michigan. I think we have maintaining
a kind of facade as far as the social security system is concerned, and
it is getting to the point where it is 90 perecnt social welfare and
10 percent contractual.

Representative LONG. Mrs. Rivlin, related to this in overview, of
course in the last year or 2 years, as we have hammered out this
budget process, there has been a continuing amount of discussion, an
increasing amount as to the share of the budget devoted to the social
services and to income support types of services. As we all know,
during the 1960s, and then I guess in the early 1970s, these expendi-
tures grew very rapidly. And some projections at that time were
showing them consuming a very, very large share, and it might even
be described as a huge share, of the gross national product by the
end of this century. The projections that your office has been making
in this regard, as I recall them, have been far more reasonable than
that. Would you describe the changes in the budget composition in
that respect as shown by your 5-year estimates?

Mrs. RIVLIN. Yes. I think they are shown graphically in chart 3 on
page 14 of the report, where you can see clearly that over the past
period there has been a rather dramatic shift in the share of Federal
expenditures going to major activities. Defense has gone down as a
share of the budget. And the benefit payments to individuals have
gone up. As you noted, the benefits for individuals went up very rap-
idly absolutely and relatively in the 1960's and in the early 1970's.
I think there were several reasons for that.

One was an increasing number of eligible people coming into the
various programs. The welfare rolls were rising rapidly, because a
larger share of people who were poor were claiming benefits. Congress
was also raising the benefits over that period rather substantially.
Now, as we look ahead, we do not see a continuation of this relative
growth in the individual benefits payments if-and I underline if-
you assume that current programs are continued with an allowance
merely for an increase in the number of potential beneficiaries, as
well as a cost of living increase in the level of payment.

The reason that is true is that most of the people who are eligible
for these programs are already getting them, and the eligible popu-
lation is not increasing all that rapidly.

Now, of course this could change if Congress were to enact new
programs of this sort, such as national health insurance. And it could
also change if Congress increased the benefit levels faster than the
price level, or faster than the wage level, perhaps. So that one has to
keep in mind what these projections are. They simply say that there
is nothing built into Federal laws now on the books that would con-
tinue the increase in the payments to individuals as a proportion
of the budget.
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Representative LONG. Thank you.
Mr. O'Neill, any comments?
Mr. O'NEILL. No sir.
Representative LONG. Mr. Brown, anything else?
Representative BROWN of Michigan. Just one thing.
Mrs. Rivlin, I don't think I gave you a chance to comment on my

conversation to Mr. O'Neill about a 2-year budget.
Mrs. RIvLIN. No, you didn't.
Representative BROWN of Michigan. I am sorry.
Mrs. RIvLiN. I wanted to associate myself with the spirit of what

Mr. O'Neill was saying. I think there are arguments for and against
the 2-year budget. I am one of those who has thought for a long time
that the Federal Government ought to institute a 2-year or perhaps
3-year basis for budgeting. And I have gone around saying that to
quite a number of your colleagues. The arguments that I usually get
are: Wouldn't a multiyear budget make it impossible to plan ahead?
Wouldn't it be difficult to make up budget proposals for the year after
next, because we don't know what is going to be happening then?
Couldn't there be dramatic changes in the economy, or a war or
something? These are relevant questions, obviously, and any multi-
year budgeting plan would have to have built into it some kind of
flexibility for making changes if something new happens.

But I think the fact remains that if the Congress makes decisions-
even if they could be later amended-for a longer period, it will have
more-flexibility, not less, in making changes in the Federal budget,
because it would then be possible to think ahead and to decide what
needs to be phased out or what new programs should be implemented.
Those are decisions which can really only be made if we look ahead.
So I am a proponent of longer term budgeting.

Just to finish and advertise the joint product here, one of the fea-
tures of the Budget Act is a requirement that OMB and CBO sepa-
rately produce reports on the feasibility of advance budgeting, which
are due in February, I believe. Our report will consider the question
of inultiyear budgeting. We will be just delighted to make it avail-
able to this committee.

Representative BROWN of Michigan. Mrs. Rivlin, let me be the
devil's advocate for a second. Why not have a 6-months budget?
That would give you an opportunity to view it even more often.

Mirs. RIVLIN. Oh, absolutely.
Representative BROWN of Michigan. And what did we have, five

supplemental appropriation bills last year? Which gives you the op-
portunity to make all the adjustments and changes you wanted.

I wouldn't agree with a 3-year budget. I think it should be a con-
gressional budget, a budget for the 95th Congress. And the execu-
tive wvould conforin to that basic Lifiefrarne and have a 2-year budget.
That way each Congress would have an opportunity to in effect de-
termine the situation for 2 years. And any succeeding Congress in
connection with the first-there would only be one overlap here, oth-
erwise the 94th makes it-in effect it would determine the first year
of the 95th. and the 95th would determine the first year of the 96th,
et cetera under the 2-year arrangement. But through supplemental
appropriations you could make all the changes you needed to.

Mrs. RIVLIN. I agree.
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Representative BROWN of Michigan. And if we have five with a
1-year budget I think we could just as well have seven with a 2-
year budget.

Representative LONG. Mrs. Rivlin, I had an opportunity last year
to talk with the Finance Minister of Norway, who does a 5-year bud-
get. It was very interesting to me what they do as a 5-year budget-
mg process and review it every year to try to bring it in line. He was
remarking how well it had worked in his opinion in Norway-of
course Norway is a much smaller country-but in principle how well
it had worked.

And he made an interesting comment to me, that before World War
II Norway had never done this. The reason that they had started it,
and that they were well pleased with it, is because the U.S. Govern-
ment required it for them to be able to participate under the Marshall
plan.

Thank you, Mrs. Rivlin, and thank you. Mr. O'Neill. This hearing
stands adjourned until 9:30 tomorrow morning in this same room.

[Whereupon, at 11:20 a.m., the committee adjourned, to reconvene
at 9:30 a.m., on Friday, December 3, 1976.]

[The following information was subsequently supplied for the
record:]

RESPONSE OF HON. ALIcE M. RIVLIN TO ADDITIONAL WRITTEN QUESTIONS POSED
BY SENATOR TAFT

Question 1. Mrs. Rivlin, you state in your testimony that Federal receipts would
rise faster than GNP largely because inflation and growth in real income push
individuals into higher tax brackets. Insofar as this effect is due to inflation,
the individuals experience higher tax rates, both average and marginal, on the
same real income. The higher marginal tax rates should cause them to be' less
willing to accept overtime, and induce them to demand longer vacations, since
the reward to labor is reduced. Since the cost of hiring labor is inclusive of
payroll and withholding taxes, and takehome pay is exclusive of both, higher
tax rates should reduce the amounts of labor demanded and supplied. The higher
rates should cause them to increase consumption at the expense of saving and
investment, since they get to keep less of the interest and dividends. These
effects should reduce our growth rate. Did the models on which the CBO based
its projections take these supply side effects into consideration? Did they take
Keynesian effects of taxes on aggregate demand into account?

Answer. The CBO projections do take account of the effects of tax changes
on aggregate demand. With respect to supply side effects, the CBO projections
assume that they are negligible. It is not clear whether supply side effects would
act to increase or to decrease income. Putting an individual into a higher tax
bracket reduces the real earnings he can expect from an additional hour of
work, but at the same time it means that he has to work a larger number of
hours in order to meet a real income target. Experts disagree on which of these
two effects is stronger.

Question 2. Many economists regard these supply side effects as quite im-
portant, and state that major tax rate reductions have generally paid for them-
selves by stimulating the economy and increasing the real tax base. The Treas-
ury predicted that the Kennedy tax cuts would produce a six-year revenue loss
of $89 billion, when in fact there was a six-year revenue gain of $54 billion.
Rep. Wilbur Mills still complains about the Treasury's attitude and their re-
fusal to allow for the effect of tax rate reductions on the tax base in their
predictions of the effect of tax rate changes on Government receipts and the
deficit. Do Treasury's models take supply side effects into consideration? Do
they allow for the standard Keynesian demand effects? Or do they simply apply
the difference tax rates to some unalterable projected path of GNP in answer-
ing questions as to the cost or benefit of tax rate changes? I

Answer. Our understanding is that the Treasury revenue estimates simply
apply different tax rates to a fixed path of GNP.
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CONGRESS OF THE UNITED STATES,
JOINT ECONO01IC COMifITTEE,

Washington, D.C.
The committee met, pursuant to recess, at 9 :35 a.m., in room 1202,

Dirksen Senate Office Building, Hon. Richard Bolling (vice chair-
man of the committee) presiding.

Present: Representatives Bolling and Brown of Michigan.
Also present: John R. Stark, executive director; William A. Cox,

Robert D. Hamrin, Louis C. Krauthoff, L. Douglas Lee, and Cour-
tenav M. Slater, professional staff members; Michael J. Rundle, ad-
ministrative assistant; and Charles H. Bradford, George D. Krumb-
haar, Jr., M. Catherine Miller, and Mark R. Policinski, minority
professional staff members.

OPENING STATEMENT OF VTICE CHAIRMAN BOLLING

Representative BOLLING. The committee will come to order.
This morning, the Joint Economic Committee continues its exam-

ination of the current services budget for fiscal year 1978. Yesterday,
we heard from Mrs. Alice Rivlin, of the Congressional Budget Office,
and Mr. Paul O'Neill. the Deputy Director of the Office of Manage-
ment and Budget. They presented their estimates of what the budget
would look like in 1978 and the following 4 years if present policies
were maintained.

This morning we want to focus our attention on the impact that
budget policy would have on the economy. Early next year, Congress
will be faced with the decision to either continue present policies or
adopt new ones. In order to make an intelligent decision, we must
understand the impact that a continuation of present policies would
have on the overall performance of the economy.

The witnesses this morning have been asked to discuss the impact
of pursuing the current services fiscal policy and to suggest any alter-
native policies which they feel would be preferable.

Our first witness this morning will be Mr. Alvin J. Karchere, the
director of economic research for the IBM Corp. He will be followed
by Mr. Edward M. Gramlich, a professor of economics at the Univer-
sity of Michigan and former senior analyst with the Brookings Insti-
tution. The third witness will be Mr. Michael E. Levy, director of
economic policy research for the Conference Board.

Mr. Karchere, please proceed with your statement as you wish.
(39)
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STATEMENT OF ALVIN J. KARCHERE, DIRECTOR OF ECONOMIC
RESEARCH, IBM CORP.

Mr. KARCHERF. I have used our econometric model to forecast the

U.S. economic outlook, on the assumption that the current services

budget as estimated last month by the Office of Management and

Budget is adopted by the U.S. Government.
I have also prepared three other conditional forecasts using the

current services budget as the base, the first on the assumption of a

$15 billion national tax cut, and the second on the assumption of an

additional $15 billion increase in the Federal Government expendi-

tures, and the third a combination of the first two cases, an increase

of $30 billion.
The forecast calculated on the current services budget assumption

shows a moderate recovery to continue through 1977 and 1978. The

growth in real GNP, after falling to about 3 percent annual rate in

the current quarter, will accelerate to about a 5y2-percent rate in the

first half of next year, but then gradually decelerate to about a 21/2-

percent rate in the second half of 1978. On an annual rate basis, the

real GNP will increase about 4.7 percent in 1977 and 3.8 percent in

1978. Those increases are modest compared with the 6.1-percent in-

crease in 1976.
The improvement in the first half of 1977, following the slackening

in economic activity during the second half of 1976, comes from five

sources. First, retail sales in real terms, which have been flat since the

spring, should rise in response to more rapid increases in household

income. Wage increases in the nonunion sector will rise somewhat

more rapidly than the recent period. And the decline in farm income

will end, producing improvements in disposable income.

Second, net exports will improve in early 1977, also contributing to

a better GNP performance.
Third, the shortfall in Federal expenditures from an already tight

budget caused a shift from substantial fiscal stimulus in 1975 to

restraint in 1976. There will be a faster rate of increase in Federal

expenditures in calendar 1977 than in 1976, which will be maintained

by the current services budget in 1978.
Fourth, State and local government expenditures will rise more

rapidly than earlier this year in response to some easing in their

budget positions and increased Federal grants.
Finally, recent data for capital goods orders and housing starts

suggest that fixed investment will contribute significantly to economic

recovery at least through the first half of 1977.
The recovery will decelerate again thereafter because of a relatively

small increase in the volume of consumer spending, which will not be

sufficient to sustain a high rate of growth in investment. The cause of

the low growth in consumption is real disposable income, which is in-

creasing slowly because of small gains in real earnings.

Our forecast under the current services budget assumptions implies

continued high unemployment during the 1977-78 period. Unemploy-

ment will average 7.6 percent next year, and 6.9 percent in 1978. By

the end of 1978, it will still be a relatively high 6.6 percent.

The improvement in the labor market will be modest because pro-

ductivity gains and increases in the civilian labor force will keep the
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jobless rate high. The labor force will increase by 3.7 percent between
the third quarter of 1976 and the end of 1978. And the productivity
growth is estimated at 41/2 percent. Productivity and labor force
growth together will total 8.2 percent over that period. That leaves
only a small portion of the total increase of 9.2 percent in real output
to be absorbed by reducing unemployment.

With unemployment remaining high and enough idle plant capac-
ity, inflation will remaLi in line with current rates during the current
forecast period. The consumer price index will rise by about 6 percent
in both 1977 and 1978.

Our forecast, based on the current services budget assumptions,
results in a level of nominal GNP for 1977 and 1978 that is a little
lower than OMB's path III, which is the lowest of their four alter-
natives. Our forecast for inflation is higher than OMB's path III, and
therefore, our forecast for real GNP is lower, and our unemployment
rate is higher. Our real GNP forecast is lower and unemployment
rate is higher than in any of the four OMB alternatives.

To calculate the effects on the economy of various forms of fiscal
stimulus, we generated three alternate runs which modify the current
services budget case as follows. In alternative 1, we assume a $15 bil-
lion personal tax cut retroactive to January 1, 1977, but taking effect
on April 1 and continuing through 1978.

In alternative 2, we assume a Federal spending increase package
that starts at $7 billion at an annual rate in the second quarter of
1977 and phases up to a $15 billion annual rate by the first quarter of
1978, and remains at that level through the end of 1978.

In the third alternative, we assume essentially the sum of alterna-
tives 1 and 2.

Under the first two policy alternatives to the current services
budget-that is, the $15 billion tax cut and the $15 billion spending
increase-the result is an increase in the real GNP growth rate of
one-half of 1 percent in 1977 in both cases. In 1978, the increase in
the tax cut case is a half of a percent, and 0.8 of a percent in the ex-
penditure increase case.

As a result, there is very little improvement in the unemployment
rate in 1977 in these two cases as compared with the OMB base case,
and about 0.9 percent improvement in 1978 in the expenditure case,
and only 0.4 of a percentage point in 1978 in the tax cut case.

The Federal deficit rises above the base case under both alternatives.
The deficit, however, is higher in the tax cut case than under the
Government spending case, because of the gradual phasing in of the
expenditure case over the course of 1977 and because Government
purchases have a higher multiplier for GNP and tax revenue than
do tax cuts.

The minimal impact on economic growth and unemployment stems
from the small size of the tax cut or expenditure increase. A $15 bil-
lion tax cut represents only 0.8 of 1 percent of the gross national prod-
uct. Compared to the 1964 tax cut, it really is quite small. In 1964, the
tax cut represented 2 percent of the GNP.

Since policy alternative 3 represents the sum of the fiscal programs
under 1 and 2, the impacts on the economy are larger. Compared with
the base case, the OMB case, the growth in real GNP is 1 percentage
point higher in 1977 and 11/4 percentage points higher in 1978.



42

In response to the improvement in economic activity, the unemploy-
ment rate is down to 5.6 percent for 1978 as a whole, and 5.2 percent by
the end of the year.

The additional stimulus in all three alternatives produces very little
additional inflation relative to the current services budget case, and
then only in the latter part of 1978.

This occurs for three reasons. First, much of the current and ex-
pected inflation is not of the excess demand variety. It results from
unusually high nominal wage increases caused by the high rates of
increase we have had in the cost of living and the slow winding down
of inflationary expectation. This type of inflation cannot be signifi-
cantly reduced by slow growth, nor does it accelerate sharply with
faster growth.

Second, there is currently such a large amount of idle resources,
both plant and labor, that somewhat faster growth will cause little
increase in demand pressure on prices.

And third, some of the pressure from rising demand will be offset
by larger gains in productivity induced by faster growth.

The current unemployment rate of 7.9 percent is higher than at
any time since 1948, except during the 1974-75 recession and the early
months of recovery. The peak rate in the 1960-61 recessions was only
6 percent. Even allowing for the change that has taken place in the age
and sex mixture of the labor force, which would raise the 5 percent
full employment target to between 41/2 and 4 percent, the current rate
of unemployment is about 3 percentage points higher than full em-
ployment.

Furthermore, much of the current unemployment is concentrated
among breadwinners and the skilled segments of the labor force. For
example, the rates for married men, household heads, and white males
20 years and over, are all at least twice as high currently as in October
1973, the peak month of economic activity prior to the 1974-75 reces-
sion. The overall unemployment rate, however, is only 1.7 percent
times the peak rate. Only 22 percent of the currently unemployed are
teenagers, as compared with 30 percent in 1973.

Thus, unemployment is not only very high currently, but it is rela-
tively higher in those categories where people want and have to work
and possess the skills to do so. By any measure, the supply of labor is
currently ample to support a strong recovery. Even in the $30 billion
stimulative policy alternative, the overall unemployment rate does not
drop below 6 percent until the spring of 1978.

There also appears to be ample plant capacity to support the
recovery without producing widespread inflationary shortages and
bottlenecks. According to the latest Federal Reserve figures, the rate
of capacity utilization was about 81 percent in the third quarter, both
in overall manufacturing and in the basic materials category, where
shortages developed in 1973.

On our calculations, it will require only about 2 percent a year
growth in capacity in overall manufacturing and in basic materials to
keep the operating rates below 90 percent at the end of 1978, even in
the $30 billion stimulative case.

Historically, the capacity growth in manufacturing and in the
materials industries has averaged about 4 percent a year. Our forecast
for capital spending suggests increases in the range of 3 to 3'/2 percent
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for the next 2 years, depending on the degree of stimulus. Thus a 2-
percent rate of increase appears quite conservative. And, yet, it is
sufficient to keep operating rates below the 90-percent figure that does
produce a significant escalation in inflation.

In conclusion, our forecast, based on the assumptions of the current
services budget, shows high unemployment continuing through the
end of 1978. With very little increase in inflation, a $30 billion program
of economic stimulus would reduce the unemployment rate signifi-cantly. The major negative impact of such a stimulative program
would be an increase in the Federal deficit by about $20 billion in
1978 compared to the current services budget case.

[The prepared statement of Mr. Karchere follows:]

PREPARED STATEMENT OF ALVIN J. KARCHERE

THE IMPACT OF THE CURRENT SERVICES BUDGET IN THE ECONOMY
We have used our econometric model to forecast the U.S. economic outlook

on the assumption that the current services budget, as estimated last month bythe Office of Management and Budget, is adopted by the U.S. Government. Wehave also prepared three other conditional forecasts using the current servicesbudget as the base: the first, on the assumption of a $15 billion personal tax cut;the second, on the assumption of $15 billion additional Federal government ex-
penditures; and the third, a combination of the first two cases.

We translated the current services unified budget into appropriate national in-
come account Federal expenditure components, which our econometric model
is geared to handle. The translation involved channeling the annual uified
budget data into proper NIA categories and phasing them in on a reasonable
quarterly basis expressed at seasonally adjusted annual rates.'

In addition to the current services budget expenditure and tax rate assump-
tions, we have also assumed a very gradual uptrend in short-term interest rates,
an OPEC price increase of 10% in January 1977 and a somewhat smaller in-
crease in early 1978, and a fairly steady uptrend in U.S. exports.

The forecast calculated on the current services budget assumptions shows a
moderate recovery to continue through 1977 and 1978. The growth in real GNP,
after falling to about a 3 percent annual rate in the current quarter, will ac-
celerate to about a 5½M percent rate in the first half of next year, and then
gradually decelerate to about a 2½/2 percent rate of rise in the second half of
1978. On an annual basis, real GNP will increase by 4.7 percent and 3.8 percent
in 1977 and 1978. respectively. These increases are modest compared with the
6.1 percent gain in 1976.

The improvement in the first half of 1977 following the slackening in economic
activity during the second half of 1976 comes from five sources. First, retail
sales in real terms, which have been fiat since the spring, should rise in response
to more rapid increases in household income. Wage increases in the nonunion
sector will rise somewhat more rapidly than in the recent period, and the decline
in farm income will end, producing improvements in disposable personal income.
Second. net exports wil improve in early 1977, also contributing to a better GNP
performance. Third. the shortfall in Federal expenditures, from an already tight
budget, caused a shift from substantial fiscal stimulus in 1975 to restraint in
1976. There will be a faster rate of increase in Federal expenditures in calendar
1977 than in 1976, which will be maintained by the current services budget in
1978. Fourth. state and local government expenditures will rise more rapidly
than earlier this year in response to some easing in their budget positions and
increased Federal grants. Finally, recent data for capital goods orders and hous-
ing starts suggest that fixed investment will contribute significantly to economic
recovery at least through the first half of 1977. The recovery will decelerate again
thereafter because the relatively small increase in the volume of consumer
spending will not be sufficient to sustain a high rate of growth in business in-
vestment. The cause of the low growth in consumption is real disposable income
which is increasing slowly because of small gains in real earnings.

I We received assistance in this process from Darwin Johnson of 0MB, but take full
responsibility for any errors.
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Our forecast, under the current services budget assumptions, implies con-
tinued high unemployment during the 1977-78 period. The unemployment rate
will average 7.6 percent next year and 6.9 pereent in 1978. By the end of 1978
it will still be a relatively high 6.6 percent. The improvement in the labor
market will be very modest as productivity gains and increases in the civilian
labor force will keep the jobless rate high. The labor force will rise by 3.7 per-
cent betwen the third quarter of 1976 and the end of 1978, while productivity
growth is estimated at 4.5 percent. Productivity and labor force growth will total
8.2 percent during that period. That leaves only a small portion of the total in-
crease of 9.2 percent in real output to be absorbed by reducing unemployment.
With unemployment remaining high, and with enough idle plant capacity, in-
flation will remain in line with current rates during the forecast period. The CPI
will rise by about 6 percent in both 1977 and 1978, about the same as the average
rate of rise in unit labor costs during this period.

Our forecast, based on the current services budget assumptions, shows the
level of nominal GNP for 1977 and 1978 a little lower than OMB's Path III,
which is the lowest of their four alternatives. Our forecast for inflation, how-
ever, is higher than in OMB's Path III; therefore, our forecast for real GNP is
lower. Our unemployment rate forecast is higher, 7.6 percent in 1977 and 6.9
percent in 1978, compared with OMB's 6.9 percent and 6.5 percent. In fact, our
real GNP forecast is lower and the unemployment rate is higher than in any of
the four OMB alternatives. Our forecast, based on the current services budget,
is given below.

FORECAST SUMMARY

1976 1977 1978

Nominal GNP (billions) - - ------------- $1, 691.7 $1, 869.0 $2, 053.7
GNP deflator - - 4.7 5.7 6. 0
Consumer Price Index I-- 5.3 6.1 6.3
Real GNP growth rates 26.1 4.7 3.8
Unemployment rate -- 7.7 7.6 6.9

1 4th quarter over 4th quarter percent change.
2 Year over year percent change.

To calculate the effects on the economy of various forms of fiscal stimulus, we
generated three alternative runs which modify the current services budget base
case as follows.

Alternative 1.-A $15 billion personal tax cut, retroactive to January 1, 1977,
but taking effect on April 1; withholding rates are adjusted to provide a $20
billion rate of reduction for the last three-quarters of 1977, but the effective
rates for calendar 1977 are spread over the four-quarters of 1978. As a result of
the greater demands for funds and some Federal Reserve response to the tax cut,
interest rates are slightly higher than in the base case.

Alternative 2.-A Federal spending increase package starting at a $7.0 billion
annual rate in the second quarter of calendar 1977, phasing up to a $15.0 billion
rate by the first quarter of calendar 1978 and remaining at that level through the
end of the year. The interest rate impact is similar to that assumed in Alternative
1. The assumed $15 billion package includes the following elements: $5 billion
in Federal nondefense purchases of goods and services (none of which is com-
pensation); $3 billion in Federal transfer payments to persons; $3 billion in
grants-in-aid to State and local governments for public service jobs-$2 billion for
compensation at $8,000 per employee and $1 billion for administration and over-
head; and $4 billion in other types of grants-in-aid. While there is some time lag
before the grants are converted to State and local government purclhases, it is
assumed that the full rate of increase in grants is reflected in such spending by
the first quarter of 1978.

Alternative 3.-The tax cut of Alternative 1 and the spending increase package
of Alternative 2 are combined. The interest rate impact is somewhat greater than
in either of these alternatives.

The quarterly pattern of assumed additions to the levels of national income
account components follows.



QUARTERLY PATTERN OF GOVERNMENT SPENDING PROGRAM

[In billions of dollars seasonally adjusted at annual ratesl

1977:2 1977:3 1977:4 1978:1 1978:2 1978:3 1978:4

Total Federalexpenditures -7.0 10.0 13.0 15.0 15.0 15.0 15.0
Nondefense purchases- - 1.0 2.5 4.0 5.0 5.0 5.0 5.0Transfers to persons -3.0 3.0 3.0 3.0 3.0 3.0 3 0Grants-in-aid -3.0 4.5 6.0 7.0 7.0 7.0 7.0

Publicjobs program -1. 0 1. 5 2. 3 3.0 3.0 3.0 3. 0Other -2.0 3.0 3.7 4.0 4.0 4.0 4.0
State and local government purchases - 2.3 4.0 5.7 7.0 7.0 7.0 7. 0

Compensation-Publicjobs -. 6 .9 1.5 2.0 2.0 2.0 2.0Other -1.7 3.1 4.2 5.0 5.0 5.0 5.0

Publicjobsadministration .4 .6 .8 1.0 1.0 1.0 1.0Other -1.3 2.5 3.4 4.0 4.0 4.0 4.0

The key features of these three alternative forecast scenarios as well as a
comparison with the base case are summarized in the following table.

SIMULATION COMPARISONS

1976

GNP GNP Real Unemployment Federal
current deflator I CP I GNP2 rate S or D

Base -1,691.7 4.7 5.3 6.1 7.7 -59.8

1977

Base -1,869.0 5.7 6.1 4.7 7.6 -64.0Alt.I -1,877.2 5.7 6.0 5.1 7.5 -76.4Alt.2 1,877.8 5.6 6.1 5.2 7.4 -68.6Alt. 3 -1,885.8 5.6 6.0 5.7 7.3 -81. 2

1978

Base -2,053.7 6.0 6.3 3.8 6.9 -63.0Alt. -2,072.1 6.0 6.5 4.3 6.4 - 75.8
Alt.2- 2 078.5 6.1 6.5 4.6 6.1 -70.7
Alt.3 -2097.4 6.2 6.6 5.0 5.6 -83.5

X Percent change 4th quarter over 4th quarter.
2 Percent change year over year.

Under the first two policy alternatives to the current services budget base
ease, the $15 billion tax cut and the $15 billion spending increase, the increase
in the real GNP growth rate in 1977 is one-half of a percent in both cases. For
1978 the increase in the tax cut case is one-half of a percent and .8 of a percent
in the expenditure increase case. As a result, there is very little improvement
over the base case unemployment rate in 1977. The improvement in the fourth
quarter of 1978 is .4 percent in the tax cut case and .9 percent in the expendi-
ture increase case. The Federal deficit rises above the base case under both
alternatives. The deficit, however, is somewhat higher under the tax cut case
than under the Government spending case because of the gradual phasing in
of the expenditure case over the course of 1977 and because the model has a
higher multiplier for government purchases than for tax cuts. The latter point
means that Government revenues will be higher. In 1978 in the $15 billion tax
cut case the Federal deficit on a NIA basis will be $12.8 billion higher than the
base case', and in the $15 billion expenditure increase case it will be $7.7 billion
higher.

84-240 0 - 77 -6
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The minimal impact on economic growth and unemployment stems from the
small size of the tax cut or expenditure increase. A $15 billion tax cut rep-
resents only about .8 percent of the Gross National Product. Copared with the
1964 tax cut it is quite small. In 1964 the tax cut represented approximately 2
percent of the GNP.

Since policy alternative 3 represents the combination of fiscal programs 1 and
2, the impacts on the economy are more sizeable. Compared with the base case,
the growth in real GNP is 1 percentage point higher in 1977 and approximately
one and one-quarter percentage points higher in 1978. In lagged response to
the improvement in economic activity, the unemployment rate is down to 5.6
percent for 1978 as a whole, and about 5.2 percent by the end of that year.

The additional stimulus in all three alternatives produces very little addi-
tional inflation relative to the current services budget case, and then only in
the later part of 1978. This occurs for three reasons. First, much of the current
and expected inflation is not of the excess demand variety. It results from un-
usually high nominal wage increases caused by the high rates of increase we
have had in the cost of living and the slow winding down of inflationary expec-
tations. This type of inflation cannot be significantly reduced by slow growth,
nor does it accelerate sharply with faster growth. Second, there is currently
such a large amount of idle resources, both labor and plant capacity. that
somewhat faster growth will cause little increase in demand pressure on prices.
Third, some of the pressure from rising demand will be offset by larger gains
in productivity induced by faster growth.

The current unemployment rate of 7.9 percent is higher than at any time since
1948 except during the 1974-75 recession and the early months of the recovery.
The peak rate in the 1960-l1 recession was only 6.0 percent. Even allowing for
the change in the age and six mix of the labor force, which would raise the
so-called 4 percent full employment rate to between 4.5 percent and 5.0 percent,
the current rate is about 3 percentage points higher than full employment. Fur-
thermore, much of the current unemployment is concentrated among bread-
winners and skilled segments of the labor force. For example, the rates for
married men, household heads, and white males 20 and over, are all at least
twice as high currently as in October 1913, the peak month of economic activity
prior to the 1974-75 recession. The overall unemployment rate, however, is only
1.7 times the rate at the peak after six quarters of recovery. Only 22 percent
of the currently unemployed are teenagers, as compared with 30 percent in
October 1973. Thus, unemployment is not only very high currently but it is
relatively higher in those categories where people want to and have to work,
and possess the skills to do so. By any measure, the supply of labor is currently
ample to support a strong recovery. Even in the $30 billion stimulative policy
alternative, the overall unemployment rate does not drop below 6 percent until
the spring of 1978.

There also appears to be ample plant capacity to support the recovery without
producing widespread inflationary shortages and bottlenecks. According to the
latest Federal Reserve figures, the rate of capacity utilization xvas about 81
percent in the third quarter both in overall manufacturing and in the basic
materials category, where shortages developed in 1973. Based on our calcula-
tions, it will require only about 2 percent a year growth in capacity in overall
manufacturing and in basic materials to keep operating rates below 90 percent
at the end of 1978, even in the $30 billion stimulative case. In the current services
budget case, 2 percent per year growth in capacity would produce an 87 percent
operating rate as of the end of 1978, both for overall manufacturing and for
basic materials.

Historically, capacity growth in manufacturing and in materials industries
has averaged about 4 percent per year. Our forecast for capital spending sug-
gests increases in the 3 to 3Y2 percent range for the next two years, depending on
the degree of stimulus. Thus, a 2 percent rate of increase appears quite conserva-
tive, yet it would be sufficient to keep operating rates below the 90 percent
figure that could produce a significant escalation in inflation, even with $30 billion
of stimulus over and above the current services budget.

In conclusion, our forecast, based on the assumptions of the current services
budget, shows high unemployment continuing through the end of 1978. With very
little increase in inflation, a $30 billion program of economic stimulus would
reduce the unemployment rate significantly. The major negative impact of such a
stimulative program would be an increase in the Federal deficit, $17.2 billion
in 1977 and $20.5 billion in 1978, compared to the current services budget case.
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Representative BOLLING. Thank you very much for a very useful
and helpful piece of work.

Mr. Gramlich.

STATEMENT OF EDWARD M. GRAMLICH, PROFESSOR, DEPARTMENT
OF ECONOMICS, UNIVERSITY OF MICHIGAN

Mr. GRAMILICH. I don't have any econometric models at hand, and
I don't have a large budgetary forecasting apparatus either, so I am
going to tread a little less heavily on the current situation and talk
more about the long run budget outlook, which I have studied more
carefully.

Before I do that, however, I would like to make the point that I am
in substantial agreement with Mir. Karchere's current outlook. The
central point, as I see it, is that the economic recovery is lagging
somewhat, and that unemployment is still very high, and that there is
both room and need for additional fiscal stimulus over and above what
is nonimplicit in the current services budget.

Now, of the three plans that he proposed, I would find myself some-
where between plan two and plan three. That is, my goal for the ad-
ditional stimulus would be somewhere between $15 and $30 billion,
depending on the programs chosen. But I do think that some addi-
tional stimulus is needed.

However, what I would like to talk about more today is the long
run outlook. and to make the very simple point that the short run
budgetary needs are in some sense inconsistent with the needs in the
long run.

I am using as my main text here the long run forecast of the CBO
that just came out recently. And for most of this I will focus on the
budget outlook in fiscal 1981, which is far enough away that it should
be a reasonable planning horizon.

Page 7 of the CBO report gives the surplus, just extrapolating the
current laws on the books, at $76 billion for fiscal 1981. And that seems
like a very high number. It seems like there ought to be a lot of bud-
getary resources to be used over this time period for a combination
of expenditure increases, tax increases and so forth.

But one thing that I think ought to be focused on right now is that
that number may evaporate pretty quickly. The first thing-and the
CBO actually does this right in the same table-is that if you vary
the assumptions somewhat and say that some of the grant programs
are adjusted for inflation, then immediately the surplus falls to $46
billion. In other words, you don't quite have as much as you thought
you had.

And the second thing which the CBO did not do is to focus on per-
sonal income taxes. The reason these surpluses get so large in the long
run is because when you have relatively rapid rates of real income
growth and rapid rates, at least by historical standards of inflation,
you find that because people get pushed into higher tax brackets. Be-
cause the rate structure is progressive, real tax revenues rise more than
expenditures and the surpluses increase.

Historically, what has been a more accurate description is that as
soon as that has begun to happen, the Congress has come along and cut
personal income taxes. And if you look at numbers over a long his-

M
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torical span, you find that personal income taxes as a percent of GNP
really do not change much. They go up a little and then down a little,
and then up a little and down a little, but they don't rise consistently
as implied in this forecast. I have just made a very crude adjustment
to account for this phenomenon. Let us say, for example, that Con-
gress were to keep personal income taxes at 9 percent of GNP in 1981,
what would that surplus look like then? Then you find that the sur-
plus disappears altogether.

People talk a lot about why these surpluses that we forecast never
seem to be realized. The usual villain in the case is expenditures. Ex-
penditures are alleged to get out of control, and that is why it hap-
pens. But in fact a better villain is the personal income tax cuts. That
is why we never get these surpluses.

My central point is that any stimulus measures proposed for this
year ought not make the longrun budgetary picture any bleaker. If
a permanent cut in income taxes were made, you will find that the
longrun budgetary resources, which I have tried to argue are meager
enough already for any kind of new agenda of programs, become all
that more meager. And so in my statement here I propose three or
four types of stimulus measures that I think could be appropriate
both for the shortrun and in the longrun. They all have the property
that they go into effect now and for various reasons they will auto-
matically phase out as the economy recovers to full employment.

Let me just review briefly what they are.
The first one is a one-shot tax reduction. This is something that has

already been talked about a lot. There is an economic problem if you
advertise strongly that the tax reduction is one shot, the risk is that
consumers may find they may spend in response to that tax change
less in proportion than they would respond in response to a perma-
nent tax change. But it seems to me that there is a way to get around
that problem and also the budgetary problem that the longrun cup-
board is bare. If the tax reduction is made temporarily, and if there
is some sort of implicit understanding that there is going to be a rev-
enue raising reform soon, then the reduction can be made-the exten-
sion of the reduction can be made as a sweetner for the revenue-raising
reform when that comes about, which I presume won't be for at least
a year or so.

So the idea would be the fact that the apparent reduction may lapse,
since they pledged to have some revenue-raising reform.

A second possibility which I would also think would be worthy of
serious consideration is to beef up the countercyclical revenue sharing
program. I personally have much more regard for countercyclical
revenue sharing than I do for plain old revenue sharing. I think that
the swings in economic activity in this country can cause large changes
in the budget situation of local governments. Right now we are read-
ing a lot about an urban fiscal crisis. A lot of that is brought on by
poor budgetary planning, and a lot of that is brought on by under-
lying social problems. But some of that is brought on by the simple
fact that we have had a recession, and that State and local budgets
are shifted in an unfavorable direction. A more emphatic program
along these lines would, I think, solve some of those fiscal difficulties
in a way that I think most people could stand behind. And that pro-
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gram would also have the virtue of turning off as the economy recov-
ers to full employment, or fuller employment.

A final type of program that I think should be under serious con-
sideration now is the general area of stimulating employment. There
are essesntially two ways to do that, one of which I am in favor of and
one of which I would have some problems with.

The one that I personally would have some problems with is public
service employment, on the grounds that I think that if those jobs
are good enough to provide a decent alternative for the people who
are now chronically unemployed, the program can easily get fairly
costly. There are a lot of difficulties about having to pay a lot of money
out of the Federal budget to stimulate the very modest levels of em-
ployment. I think that the experience with public employment pro-
grams would turn out that it is just not very cost effective in reducing
employment.

What I think is likely to be more cost effective in reducing employ-
ment is some sort of a wage subsidy to the private sector. The weight
of the empirical evidence, as I see it, is that private employers are
sensitive to wage differentials, and that a wage subsidy could be de-
signed to stimulate private employment and to reduce chronic unem-
ployment in a way that should be very cost effective as compared with
public employment. And that program could also be designed to turn
off as the unemployment rate lowers.

Whatever is done in the way of specific programs, however, I think
the important point to make is that the budgetary needs now and in
the more remote future are somewhat at variance, and it is well to
keep that in mind in making policy decisions. Right now I think what
most people would say is needed is somewhat more stimulus. In the
longrun coupling the CBO projections would some historical assump-
tions about what is likely to happen in fact, most people would agree
that there aren't many budgetary dollars around to undertake the
kind of new programs that some of us might favor. And so the need
for the day is really to take the stimulus measures without worsening
the longrun picture at all.

Thank you.
[The prepared statement of Mr. Gramlich follows:]

PREPARED STATEMENT OF EDWARD M. GRAMLICH

Mr. Chairman and Committee Members: I would like to thank you for the
opportunity to present my views on the recently released Current Services Budget.
What with both a change in political leadership and maybe in economic condi-
tions in the offing, it makes sense for Congress to begin thinking about budget
policy now, and I welcome the chance to participate.

While there is much to be discussed in this budget, there is in my opinion
one overriding issue, and I plan to focus all my remarks on it. The $64,000 ques-
tion is how to use fiscal policy to stimulate the economy in the short run, without
aggravating what could potentially be a long run shortage of budgetary dollars
to carry out new programs such as health insurance and welfare reform.

The short run budgetary outlookc
Both the documents prepared by the Committee staff and the CB0 cover one

point very well, but it bears repeating because it is so important. To give an
accurate picture of how the budget is affecting the economy, one should not look
at the actual surpluses and deficits. These are so strongly influenced by move-
ments in the economy it becomes impossible to tell what the budget is doing
to the economy. The cause cannot be distinguished from the effect. To make such
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a distinction, one must standardize unemployment rates, and thus put budgets
in terms of a common denominator.

The standardized, or full employment, budget totals implied by the Current
Services Budget for 1974-79 are given in table 1.

TABLE 1.-CURRENT SERVICES BUDGET ON A FULL-EMPLOYMENT BASIS (NATIONAL INCOME ACCOUNTS,
FISCAL YEARS)

[In billions of current dollars]

1974 1975 1976 1977 1978 1979

Receipts- 300 331 374 419 468 520
Outlays -287 336 386 419 457 492

Surplus 13 -5 -12 B 11 28

Source: JEC staff report, p. 29; and DRI for past data.

Over long periods of time the full employment surplus, in the third row of
the Table, would normally average about zero-higher than that when the budget
is in a restrictive phase, lower when the budget is expansionary. Remembering
recent economic history, therefore, it is not surprising that the full employment
surplus was positive in 1974. At that time the sharp rise in prices pushed people
into higher tax brackets and the progressive personal income tax brought in
more real tax paysnents. This restrictive shift in fiscal policy was one of the
prime causes of the 1975 recession. But the recession was arrested largely by

another shift in fiscal policy, the 1975 tax cut, which brought about a full em-
ployment deficit in both 1975 and 1976.

The Table indicates, however, that yet another shift in fiscal policy may be
in the winds. According to the Current Services Budget Forecast, fiscal policy is
slated to move back into neutral in fiscal 1974 and then into reverse gear in
1978 and 1979. We all know that the Current Services Budget is neither a forecast
nor a proposal, and hence that nobody necessarily intends that the numbers of
Table I will be realized. But the Current Services number is important infor-
mation, in that it says that unless other changes are made, budget policy will

again gradually become restrictive, beginning right now. Were the private econ-
omy moving forcefuly ahead, this would be appropriate; since the private econ-
omy appears to be recovering rather shakily from the 1975 recession, it does not
seem appropriate. When combined with the lagging pace of economic activity,
these budgetary numbers give a second argument for a combination of tax cut
and expenditure increases (over and above those implicit in the Current Serv-
ices Budget) of approximately $15 billion to sustain the recovery.

The long run outlook
If this were the only budgetary problem, there would be relatively straight-

forward remedies. Simply cut taxes or raise expenditures to add the requisite
spending power, and be done with it. But unfortunately the long run budgetary
needs conflict with the short run needs. The long run Current Services Budget
projection of the CBO is for a surplus of from $47 to $77 billion in fiscal 1981,
depending on the assumptions used, and the.projection of the Committee staff
implies barely any surplus at all. Moreover, should Congress follow its historical
propensity to cut income tax rates even a few years to prevent price and income
increases from raising real tax rates for very long periods, the surplus could
be reduced (or the deficit increased) by an amount that could be as high as $60
billion. Even if these tax rate cuts are not made, there are now several potential
claimants on scarce budgetary resources-welfare reform, health insurance, aid
to cities, etc. The upshot is that while it is still possible to have a balanced budget
by 1980, as the President-elect has promised, it will certainly require very strict
long run budgetary planning and may require some new programs to be phased
in very slowly.

However these problems are dealt with, the relevant point right now is that
Congress try to take stimulative fiscal actions that do not use up relatively
meager long run budgetary dollars. One can imagine several ways of doing

this, but below I list four of the obvious ones, along with a brief list of their
pros and cons:

(a) A one shot tax reduction. The advantage is that such a measure can be
passed quickly and easily be made large enough to have a substantial impact.
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The disadvantage is that there is now a political opportunity to make a set of
revenue raising reforms in the tax structure, which reforms might more easily
pass if coupled with a tax reduction. In other words, one might want to save the
sweet tax reductions till later to make the bitter tax reforms more palatable.
This situation suggests two strategies: (i) Make any tax reduction temporary,
so there will at least be the sweetness of an extension to combine with tax re-
form; (ii) Make some revenue reducing reforms right now-continued tax
credits for low income people; a partial rebate of regressive payroll taxes, etc.

(b) Countercyclical revenue sharing, a program already enacted by Congress
in a small way last year. There is no need to document the fiscal difficulties now
faced by many of our cities. What is sometimes not brought out in public debate
is that it is not all their fault. I did a paper on New York City last year that
suggested that the 1975 recession cost the city about $500 million, nearly all of
the present deficit. The recession also cost other cities such as Detroit, Phila-
delphia, and indeed all state and local governments that rely heavily on income
based taxes. Doesn't it make sense to centralize all economic stabilization pro-
grams at the federal level, and have countercyclical grants to local governments
that would enable them to maintain service levels even if overall unemployment
rises? These grants also have the nice property that they automatically decline
when and if the economy recovers. An expanded program in this area would
make a lot of sense, and would go at least partway to solve the vexing fiscal
problems of many local governments.

(c) Public Service Employment. This I list only for completeness-I per-
sonally am not terribly enamored of the program. The potential advantage is to
create jobs for people who may have little chance of getting a good job under
present unemployment conditions. Like countercyclical grants, this program
could also be designed to turn itself off once the economy recovers. The problem,
it seems to me, is that in order to make the jobs very good, wages will have to be
fairly high, many workers will be induced to leave private jobs, and any pro-
gram with very ambitious employment goals can become quite costly. Another
criticism of public service employment that is somewhat phony, I think, is the
displacement issue. Sure there may be displacement, by which is meant that the
public employment hirees simply displace (or are the same as) other workers
that would normally be hired, with the grant having very little impact on total
employment. But even if that is so, the local government still has more revenue
and the program is at least as good as revenue sharing, as long as the money
is given to governments in need of fiscal support.

(d) Employment Tax Credits. Often in the past we have (correctly in my
opinion) made use of investment tax credits to stimulate the economy. There are
grounds for doing so again. But there are also grounds for trying to stimulate
private employment more directly, by subsidizing the wages that employers pay
low wage employees, and thus raising low wage employment. If employers are
at all sensitive to net wage differentials, and most empirical work indicates
they are, this type of program should be much more cost effective than public
employment. It could also be designed to turn off once the employment situation
improves.
Summary

These are a few possibilities. There are, of course, more. While the specific
action is obviously important, what may be even more important is for Congress
to be alert to impending budgetary difficulties. In the short run, the big difficulty
is that fiscal policy may be slowly creeping in a restrictive direction just when
we don't want it to. In the long run, the difficulty is that there may not be suffi-
cient budgetary resources to accomplish all of the programs that would be given
a fairly high priority by many people. While it is not easy for Congress to solve
the first problem without aggravating the second, it is both possible and desir-
able, and now is the time to begin.

Representative BOLLING. Thank you very much for a very helpful
statement.

Next, Mr. Levy.

STATEMENT OF MICHAEL E. LEVY, DIRECTOR, ECONOMIC POLICY
RESEARCH, THE CONFERENCE BOARD

Mr. LEVY. I have a prepared statement and also some supple-
mentary material. If it is agreeable to the chairman, I would like to
insert this into the record and summarize my remarks briefly.
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Representative BoLLING. All statements will be included in the
record.

Mr. LEVY. I would like to summarize my remarks and slightly en-
large on a few relevant points.

I have focused largely on the fiscal impact of the budget. Over the
last few years, we have developed some measures of fiscal impact
which are in my opinion better than full employment surplus or other
measures. I don't want to go into detail, but want to briefly summarize
what these measures show. This year, we have developed these measures
for the first time on a quarterly basis, with the cooperation of the
Bureau of Economic Analysis of the Department of Commerce. For
these hearings, I have tried to provide not only quarterly measures for
the fiscal 1977 budget according to the second congressional budget
resolution, but I have also tried to extend the data to cover the current
service budget for fiscal 1978.

Basically, we find that in recent times there seems to have been a
reasonable synchronization or coordination between the pattern of eco-
nomic performance and the fiscal stimulus provided by the budget. We
had a very high level of stimulation during the early part of 1975 and
extending through about the third quarter, which more or less coin-
cided with the recovery of the economy from the most severe postwar
recession-a relatively brisk initial recovery. Since the third quarter
of 1975, the fiscal stimulation-the autonomous stimulation of the
budget to which some kind of multiplier has to be applied-has grad-
ually tapered down from the equivalent of about 11/4 percent of GNP
in the earlier period, to a little less than three-quarters of a percent in
late 1975, to about half a percent in early 1976, and to zero-or to a
slight drag-which means severe fiscal restraint, during the second
quarter of 1976.

This tapering down coincides with the so-called pause in the eco-
nomic growth which basically refers to the fact that over the last three
quarters, including apparently the last quarter of this year, the econ-
omy seems to have been growing at a rate that will average for the
entire period probably somewhat below 4 percent. Historically, this
is not exaotly a disastrous growth rate. It is about in line with the
long-term historical growth of U.S. economy, or slightly better. But
in light of the large amount of underutilized capacity, in the light of
the extremely high unemployment rates, this is certainly not a growth
rate that is adequate in terms of our current economic needs.

By the way, let me say that a considerable part of the sharp fiscal
restraint which we experienced in the second quarter of this year ap-
pear to have been unintentional and was related to the issue of so-
called lost outlays. Actual spending was well below levels authorized,
funds appropriated, and the expenditure targets indicated by the 1976
budget. In my prepared statement, I analyze these lost outlays and trv
to determine the causes and origins of these lost outlays. I raise the
issue as to whether this kind of pattern, this tracking below budget
levels, is likely to continue into the future.

Basically, I reach the conclusion that in the third quarter we still
had some lost outlays, we are still tracking probably about $3 billion
below what I consider the budget targets. While outlays are gradu-
ally returning to the budget targets, they are likely to track somewhat
below the targets of the second budget resolution.
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By the way, I measure all budget expenditures in terms of the
national income accounts budget, which is more relevant to fiscal im-
pact analysts. I think we are still tracking somewhat below the figures
implied by the budget targets of the second budget resolution, but I do
not see any indication of a sudden burst of spending, any recapturing
of these past lost outlays; therefore, I expect no outburst of fiscal
stimulation.

As I look into the future, in line with this kind of analysis, I find
that the fiscal 1977 budget will retain a level of fiscal stimulation that
is apparently being established in the third quarter-fiscal stimulation
that is equivalent to about half a percent of GNP per quarter-at an
annual rate. If I extrapolate the current services budget for fiscal 1978
on a quarterly basis-this is clearly a rather tricky exercise, looking
*that far ahead into the future, and the figures are not very reliable-
I find that basically for the next nine quarters, starting with the third
quarter of this year, we could expect a fairly steady degree of fiscal
stimulation equivalent to about half a percent of GNP per quarter,
give or take a bit.

Now, this is considerably less stimulation than what we had for a
period from about mid-1974 through mid-1975. However, this degree
of stimulation, in terms of magnitude and in terms of the length of the
period for which we would provide it, compares relatively favorably
with earlier periods when we had relatively good economic perform-
ance in the 1960's. I make this comparison on the basis of very prelim-
inary quarterly estimates of fiscal thrust that we have developed
going back to 1960. This comparison suggests that the pattern of the
second budget resolution for fiscal 1977 and the current service budget
for fiscal 1978 would provide a moderate but a significant amount of
stimulation at a fairly steady pace-stimulation that under normal
circumstances could support a good economic performance.

But in the concluding remarks of my prepared statement I stress the
fact that these are not exactly normal circumstances. In particular, the
problems that confront us at the present time are substantially more
difficult than those which confronted us throughout the major part of
the 1960's.

In particular I point out that the inflation rate, while sharply re-
duced from the double digit level of 1974 and early 1975, is still above
the rates that prevailed in the 1960's, except for 1969. Moreover, the
unemployment rate remains substantially above the levels of previous
postwar recoveries, even when the figures are adjusted for recent
changes in labor force mix which yield higher unemployment statistics,
because now there are more teenagers and more women in the labor
force.

Fear of accelerating inflation remains widespread and continuous to
act as a depressant on consumer spending and business investment. Yet
real economic growth since the second quarter of 1976, while approxi-
mately in line with the long term historical growth rate of the U.S.
economy, is entirely inadequate if unemployment is to be reduced.

[This is also indicated by the extrapolations and stimulations which
Al Karchere has presented here.]

This difficult setting presents serious policy dilemmas. Accurate
"tuning," be it fine or crude, is likely to be insufficient to cope with
the task at hand. Specific policy objectives and policy tools are likely
to be at least as important for the performance of the U.S. economy
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over the next several years as the degree of aggregate fiscal or mone-
tary stimulation. Moreover, the task of policymakers is made more
difficult because there is little headroom for maneuvering. Five-year
projections by the staff of the House Budget Committee and by the
Congressional Budget Office indicate that sizable budget deficits can
be expected for several more years, even in the absence of any new
initiatives. (This, is of course, exactly the conflict between short-term
and long-term policy considerations which Ned Gramlich pointed
out.) As I see it, if we want to bring the unemployment rate down,
which I assume we all want, we probably need more stimulation. But
aggregate stimulation is likely to give us only moderate mileage. Al
Karchere indicated in his statement that even $15 billion of stimula-
tion will not do much for us ini terms of reducing the unemployment
rate. I think it will not do much if we rely solely on traditional ag-
gregate measures of economic stimulation. Even if $30 billion of extra
stimulation may do a great deal, it will probably accomplish less than
many people would like to see in terms of reducing the unemployment
rate.

This suggests to me that if you just use aggregate measures of eco-
nomic stimulation, without addressing any programs more specifically
to the kind of unemployment problems we have-in terms of the types
of people unemployed and the particular bottlenecks and obstacles
within the economy-we can provide a lot of stimulation to the econ-
omy and raise the danger of inflationary outbursts without getting a
lot of mileage on the unemployment side.

On the other hand, if wve put a lot of stimulation into the system, we
are confronted by the fact that even without this stimulation the mar-
gin for new programs and new initiatives for 1980 and 1981 are very
slim (as Ned Gramlich has pointed out, and as the Budget Committee
and CBO studies show) the extra stimulation cuts deeply into these
margins by increasing outlays or by giving away some of the future
revenue. In view of this policy dilemma, I am in sympathy with the
kind of stimulation that tries to combine the longer term considera-
tions with the shorter term needs. This means, for example, combining
additional tax cuts that may be provided with additional tax reform,
as Ned Gramlich suggested. He also suggested some form of wage
subsidies to create meaningful additional jobs in the private sector.
This is worth looking into.

I have noted that this years major tax bill contains a great deal
more tax reform, from a long term point of view than the public has
given it credit for. [Tbis is discussed in a supplementary analysis
which I am substituting for the record.] Nevertheless, one shortcoming
of this bill is, I think, that it provided little extra stimulation for busi-
ness investment for the longer term. Yet quite a few studies suggest
that from a longer term point of view of adequate growth and job
creation, the percentage of savings and investment in our economy
probably has to be stepped up somewhat-maybe by the equivalent of
one percentage point of GNP.

In view of the longer term economic needs, therefore, I think a wage
subsidy program to create more private jobs, and other forms of tax
cuts or expenditure programs that are specifically related to meaning-
ful job creation-particularly for the young, the disadvantaged, and
for women, whose unemployment is very high-is promising. But
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some measures to stimulate future investment also deserve serious con-
sideration, in my views. If we stimulate in this way, we don't neces-
sarily "give away" all of this extra margin-this very small margin
that we have in terms of new initiative for the next several years,
instead we phase it in, we utilize it more effectually by stimulating
the economy selectively-rather than using the fairly blunt aggregate
measures that were commonly used in the past. I think this is a way
for resolving the conflict between short term and long-run economic
policy target. The fact, that even sizable aggregate demand stimulation
yields only slow and limited reductions of our severe unemployment,
suggests that the general approach which I have outlined here might
be fruitful in the pursuit of future economic policies.

Thank you.
[The prepared statement of Mr. Levy, together with the supple-

mental material referred to follow:]

PREPARED STATEMENT OF MICHAEL E. LEVY

When I was invited to testify before this Committee on the Current Services
Budget for fiscal 1978, I suggested that my statement focus mainly on the impact
of the budget on the U.S. economy. This is an area in which we have done some
original research. In particular, in recent years we have developed an improved
measure of the direct autonomous stimulation of the budget on the economy-
I have called it "fiscal thrust"-which may be of interest to this Committee.

This year, for the first time, with the cooperation of the Bureau of Economic
Analysis of the Department of Commerce, we have been able to develop quarterly
data for this measure of "fiscal thrust" which proved to be very valuable in
understanding the behavior of the U.S. economy during the last two years.

I would like to review this record briefly, because I believe that future fiscal
policy decisions are likely to benefit from a closer understanding of the recent
past. The record is consistent with the view that fiscal policy has exerted a
potent influence on the economy over the last two years and that much of this
influence was felt relatively quickly, within the first two or three quarters of the
budgetary action taken.

The turn-around of the economy from its worst postwar recession and the
fairly vigorous initial phase of the current recovery coincide with, or was pre-
ceded by a few quarters, by an exceedingly strong fiscal stimulation during
the major part of 1975. One measure of fiscal thrust indicates that the autono-
mous economic stimulation initiated by the budget averaged roughly the equiv-
alent of 1¾4 percent of GNP or better during the first three quarters of 1975,
compared with about 3/4 percent during the final quarter. All these figures rep-
resent annual rates of direct stimulation which give rise in turn, to the tradi-
tional Keynesian "multiplier," as consumers and businesses spend and respend
most of their additional income. (For details on quarterly data of fiscal thrust,
see Table 1.)

During the first quarter of 1976 the fiscal thrust of the budget declined slightly
below ½ percent of GNP, and by the second quarter all autonomous fiscal stimu-
lation had ceased (fiscal thrust became slightly negative). This sharp curtail-
ment of fiscal stimulation preceded by a mere quarter or two the present economic
"pause"-i.e., the decline in the real growth rate of the economy to 4 percent
or less-that appears to have persisted from the second quarter of the current
year into the fourth quarter.

Not all of this sharp reversal from strong fiscal stimulation in 1975 to fiscal
restraint by mid-1976 was planned and intended. In fact, my estimates of last
May, based on the fiscal 1976 budget as generally perceived at that time by the
Administration and the Congress, indicated a far more limited reduction in fiscal
stimulation-a fiscal thrust equivalent to about 94 percent of GNP in the first
quarter and about ¾ percent in the second. The discrepancy between this earlier
estimate and my latest revised figures is due largely to "lost outlays." Hence,
the patterns of past and future "lost outlays" ought to become an essential com-
ponent in one's assessment bf the U.S. economy. "Lost outlays," in this context,
are outlays that had been authorized and anticipated, and for which funds had
been appropriated, but that-to the surprise of everybody, including the Office
of Management and Budget-failed to materialize by the end of fiscal 1976 (or
during the recently completed transitional quarter).



TABLE 1.-MEASURING THE FISCAL IMPACT OF THE FEDERAL BUDGET I

[NIA accounts data; billions of dollars at seasonally adjusted annual ratesl

Adjustments
Expenditure

Add: Deduct: contribution Tax-change
Offsetting Increases Adjusted to fiscal Structural tax increases (+) or reduction (-) contribution Fiscal thrust

receipts and in regular NIA budget thrust to fiscal
defense unemploy- expenditures (quarterly Contribution Indirect thrust (10)= Billions of

NIA budget progress ment (4)=(1)+ changes Personal Corporation for social business -(6)-(7) dollars (11)= As percent
expenditures payments benefits2 (2)-(3) in (4)) income tax incometax insurances taxes -(8)-(9) (5)+(10) of GNP

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12)

1975 1 337.0 -0.1 5.4 331.5 11.7 0 -1.8 -1.9 0.3 3.4 15.1 1.04
11- .. 354.3 3.6 1.9 356.0 24.5 -39.7 -.8 .1 1.2 39.2 63.7 41.51
II- 363.7 2.4 -1.1 367.2 11.2 27.5 -0.3 .5 1.6 -29.3 -18.1
IV 376.0 2.3 -.9 379.2 12.0 .6 -.2 1.9 0 -2.3 .7 .61

1976 1 380.3 .8 - 8 381.9 2.9 -2. 8 .8 -0. 5 -3. 0 5. 5 8. 4 .51
11 378.7 1.0 -1.3 381.0 -.9 .6 -.2 .1 0 -.5 -1. 4 -.08
II- 391.1 1.5 -.2 392.8 11.8 1.3 -.2 1.3 0 -2. 4 9.4 5055
IV 402.6 1.5 0 404.1 11.3 -.1 -.1 1.1 0.1 -1.0 10.3 a 59

1977 I 414.5 1.7 -.2 416.4 12.3 .8 1.3 -.4 0 -1.7 10.6 a.59
11-.-- 422.3 1.9 -.3 424.5 8.1 0 0 .1 0 -.1 8.0 5.43
II- 432.7 2. 1 -.6 435.4 10.9 -.1 -.1 1.2 0 -1.0 9.9 0 53
IV - 443.9 2. 1 - 7 446.7 11.3 0 0 .9 0 -.9 10.4 5053

1978 1 457.3 2.1 -.8 460.2 13.5 .1 0 4.9 -.1 -4. 9 8.6 043

-- 465.6 2.1 -.9 468.6 8.4 0 0 .2 -1. 5 1. 3 9. 7 5 47
III .- 477.1 2.1 -1.0 480.2 11.6 0 0 1.5 -1.5 0 11.6 0.55

I Author's estimates derived from the best available published and unpublished sources. 4 1975 11 and 1975 111 are averaged to smooth the effects of the 1974 tax rebates and the 1975
I Includes regular benefits and extensions, but excludes Federal Supplemental Benefits and tax reductions.

Su pplemental Unemployment Assistance. Author's estimates based on various published and un- 5 Author's projections.
published sources.

3 Timing of the effect of increase in tax base on employees' part of contribution changed by author Source: Office of Management and Budget; Bureau of Economic Analysis; Council of Economic
to concentrate increase mainly in last 2 calendar quarters. Advisers; U.S. Congress; The Conference Board.
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Under more normal circumstances, these lost outlays might be a source of
joy, because they result in a lower budget deficit than had been projected only a

few weeks before the final figures became available. For example, last July 16,

the Administration's latest estimate for the fiscal year ending June 30 showed

receipts at $299.4 billion, expenditures at $369.1 billion, and the budget deficit

at $69.6 billion. On July 26, the final fiscal 1976 figures were released: receipts

were $300.0 billion: outlays, $365.6 billion; and the deficit, $65.6 billion. Thus,

within 10 days in July, $3.5 billion in outlays and $4.0 billion of the budget

deficit were "lost." Moreover, when the final budget figures are compared with

last January's estimate by the Office of Management and Budget, the correspond-

ing "losses" are $7.9 billion and $10.4 billion, respectively. (A variety of other

estimates for "lost outlays" have figured in recent public discussions; such esti-

mates vary with the particular budget concepts and benchmarks used.)

Unfortunately, the shrinkage in the budget deficit was not the only perceived

consequence of lost outlays; the timing of the lost outlays has coincided with the

troublesome "pause" in the growth of economic activity and with the elimination

of all "fiscal thrust" from the budget. In this setting, it is important to know

whether the growth in federal expenditures is likely to continue below projected

budget levels, or whether a recouping of "lost outlays" through a spurt in federal

spending is in the making.
In order to answer this question, we tried to establish the origin, size and

composition of outlays "lost" during the second and third quarters of 1976. My

own analysis of lost outlays draws mainly on data from the national income

accounts (NIA) budget (rather than the unibudget), because those data are

better suited for fiscal-impact analysis and serve as the basis for estimating

"fiscal thrust." Last May, we estimated NIA budget expenditures for the second

and third quarters of calendar 1976 at $387.6 billion and $394.2 billion, respec-

tively. These estimates serve as the basis for assessing subsequent downward

revisions in NIA budget expenditures.
In the July Survey of Current Buiness, the Bureau of Economic Analysis of

the Department of Commerce estimated second quarter NIA budget expenditures

at $383.1 billion-a reduction of $4.5 billion from our May figures. (Third

quarter outlays were estimated at $391.8 billion-down $2.4 billion from May.)

The July estimate was based on actual data for only two months: April and May.

In August when actual data for the entire second quarter became available, NIA

budget expenditures were revised to $378.7 billion-down $4.4 billion from the

preliminary July figures. Thus, by our count, NIA budget spending for the

second quarter of 1976 turned out to be approximately $9 billion below the best

estimate available last May.
One half of this $9 billion reduction cannot be broken down by origin or

components because detailed information is lacking. However, limited sources of

information indicate that this initial shortfall of $4.5 billion appears to have been

spread more or less across the board-apart from substantial underspending for

national defense. There is merit to the speculation of specialists and the press

that lower-than-expected inflation rates-which tend to reduce the costs of vari-

ous programs below original estimates-were partly responsible. But it is worth

keeping in mind that "inflation adjustments" in the original budget requests

often serve to inflate budget requests and build in safety margins. Separate in-

formation on National Defense (a function that has benefited recently from

rapid increases in both authorizations and appropriations) indicates a con-

tinuing lag. The entire defense spending process-from obligating the funds

and making progress payments, to the final delivery of defense purchases-

appears to have advanced more slowly than had been expected and would have

been permissible under existing legislation. This lag appears to have continued

into the third quarter but is rapidly being eliminated.
The other half of the second-quarter expenditure shortfall-$4.4 billion on an

NIA basis between the July estimates and the final tabulations in August-can

be traced more clearly with the help of figures from the Bureau of Economic

Analysis (see Table 2). Almost all of this downward revision was concentrated

in two major categories: outside purchases (i.e.. nonpayroll expenditures) for

the Defense Department; and grants-in-aid to state and local governments. De-

fense purchases from the private sector were revised down by $1.5 billion; grants

to state and local governments, by $2.7 billion. Revenue sharing was on target

and the revisions were small for highway grants (slightly up) and for public

assistance and urban renewal (slightly down) ; among the major categories of

grants, only education grants were revised downward substantially (by roughly

$0.5 billion). Therefore, almost all of :the numerous scattered smaller grant
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programs must have tracked well below projected levels, resulting in a cumula-
tive shortfall of nearly $2 billion. Such widespread and systematic shortfalls
depart from past experience and, jointly with the wide distribution of the earlier
shortfalls, suggest a definite pattern. Perhaps the general attitude within the
Ford Administration that government frugality would be timely and desirable
conveyed a notion that 'holding back" below authorized spending targets would
be appreciated.

Are the past shortfalls likely to persist? Will they be wiped out, or will they
even be made up through a spurt that pushes spending temporarily above the
projected trend? The latest estimate by the Bureau of Economic Analysis for
third quarter budget expenditures provides important clues (see Table 2). At
$391.1 billion it falls $3.1 billion below our best estimates of last May and is
$0.7 billion below the BEA's July estimate. Thus, the latest Commerce Depart-
ment figures clearly indicate that the recent shortfalls in outlays is not being
made up. At present there is no discernible "spurt" in government spending.
Instead, the latest figures for the third quarter suggest a gradual return of
federal spending to a trend that continues to track about $3 billion below the
projections of last May.

TABLE 2.-FEDERAL EXPENDITURES, NATIONAL-INCOME-ACCOUNTS BASIS

[Dollar amounts in billions; fiscal years]

1976 2d quarter
1976

Preliminary Actual 3d quarter
(July 1976)1 (August 1976) (November 1976)

Expenditures -$383.1 $378. 7 $391.1
Purchases of goods and services- 132.3 ,131.2 134. 5

National defense -- 88. 4 86. 9 88.5
Compensation of employees -41.7 41.7 42. 0

Military - ---------------------------- 24.3 24.3 24.3
Civilian -17.5 17.5 17.7

Outside purchases -46.7 45.2 46. 5
Nondefense -43.9 44.2 46. 0

Compensation of employees -20.8 20.8 21.1
Outside purchases -23.1 23.4 24.8

Transfer payments -------------------------------------- 158.8 158.7 163.1
Grants-in-aid 59.0 56.3 60.1
Net interest paid -27.5 27.4 27.7
Subsidies 5.5 5.2 5.6

l Based on data of Ist 2 mo of the quarter.
Source: Department of Commerce.

What are the reasons for this lower spending trend? For National Defense,
unibudget outlays (which include payments on work in progress) as well as NIA
expenditures (which are measured on a "goods delivered" basis) continue below
earlier estimates even though this "shortfall" is shrinking. One important con-
sequence is that lower-than-projected defense inventories in the private sector
have curtailed real economic growth during the second and third quarters, thus
contributing to the recent economic "pause." Grants-in-aid appear to be rebound-
ing toward the third-quarter target levels of earlier projections; but there is no
evidence of any additional "spurt" that would make up for the shortfall in grants
that occurred'in the second quarter.

Moreover, the $413.1 billion outlay target of the Second Budget Resolution
presumes passage of additional supplemental appropriations that translate into
approximately $11 billion of unibudget outlays. Of this amount, $2-$3 billion are
in spending programs that have been evolved and supported less firmly than the
rest (especially $2.6 billion in Public Employment Assistance). The target of
$413.1 billion in unibudget outlays for fiscal 1977, set by the Second Budget
Resolution, may not be fully attained. This target would translate into about.
$421 billion NIA budget outlays; our own current estimate for fiscal 1977 NIA
expenditures is $418 billion. This "adjusted" figure (rather than $421 billion NIA
budget outlays) is used in developing our quarterly estimates of "fiscal thrust"
for fiscal 1977. (This figure does not, of course, include an allowance for any
additional tax cuts which Congress may pass next year, but which are not
covered by the Second Budget Resolution.)
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Our latest revised estimates of fiscal thrust indicate a return to a moderate
level of fiscal stimulation-equivalent to about /2 percent of GNP-during the
third quarter of 1976, a stance that should prevail throughout fiscal 1977 under
the Second Budget Resolution. This restoration of a moderate degree of fiscal
stimulation should make it easier for the economy to regain momentum-but it
does not provide a real "head of steam."

For the Hearings of this Committee, we have attempted to extrapolate our
quarterly estimates of fiscal thrust through the end of fiscal 1978, using the
Current Sevices Budget of the Office of Management and Budget as the basis
for these projections. Needless to say, any exercise of this kind (which extends
two years into the future) is highly conjectural and lacks in precision; nonethe-
less, it generates information that is likely to be useful for policy planning
purposes.

According to our quarterly estimates, the Current Services Budget for fiscal
1978 would continue to provide a steady fiscal thrust equivalent to about 1/2
percent of GNP (see Table 1). In essence, then, the transition quarter, the Second
Budget Resolution for fiscal 1977, and the Current Services Budget for fiscal
1978 would provide nine consecutive quarters of fairly stable fiscal stimulation.
This fiscal thrust would be somewhat below the average for the period from the
second quarter of 1974 through the third quarter of 1975 but, in magnitude and
duration, it appears to compare favorably with most of the 1960's. (This com-
parison is based on preliminary, and relatively "fragile," quarterly data on "fiscal
thrust" which we have developed recently back to 1960.)

But the economic problems that confront us at present are, in some ways, more
difficult than those of the 1960's. The inflation rate, while sharply reduced from
the double-digit levels of 1974 and early 1975, is still well above the rates that
prevailed in the 1960's (except for 1969), and the unemployment rate remains
substantially above the levels of previous postwar recoveries-even when the
figures are adjusted for the recent labor-force-mix which yields higher unem-
ployment statistics because of more teenagers and women in the labor force.
Fear of accelerating inflation remains widespread and continues to act as a de-
pressant on consumer spending and business investment; yet, real economic
growth since the second quarter of 1976-while approximately in line with the
long-term historical growth rate of the U.S. economy-is entirely inadequate if
unemployment is to be reduced. This difficult setting presents serious policy
dilemmas; aggregate "tuning"-be it fine or crude-is likely to be insufficient to
cope with the task at hand. Specific policy objectives and policy tools are likely to
be at least as important for the performance of the U.S. economy over the next
several years as the degree of aggregate fiscal or monetary stimulation.

Moreover, the task of policy maker is made even more difficult because there
is little headroom for maneuvering. Recent five-year projections by the staff of the
House Budget Committee and by the Congressional Budget Office indicate that
sizable budget deficits can be expected for several more years-even in the absence
of any new program initiatives.
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No. 2 Fiscal 1977 No. 3 Fiscal 1977
No. 1 Fiscal 1977

. , The President's -, First E , Second
ar~ Budget Proposal Congressional Congressional

Hi / t Budget j Budget
fl _ _ Resolution Resolution

I
The Second Budget Resolution-which passed the

Senate on September 15 and the House en September
B- set the following targets for fiscal 1977: $362.5

billion receipts; S413.1 billion eupenditures; $50.6 bil-
lion budget deficit. $451.55 billion total budget author-
ity; and 3700.0 billion public debt

That the targets for receipts, expenditures and the
deficit mere nirtuilly identical with those of the First
Budget Resolution of May 13, attest to thb effective-
ness ofthe Congressional Budget Act of 1974, which is
being fully implemented for the first time. Eyen mate
impressive is the fact that outlays by major function
have changed only slightly during the four months
spent by Congress in reshaping the President's t977
budget (sen Table 1). These changes reflect mainly
revised estimates for mandatory spending programs
and the elimination of the one percent "kicker" in fed-
eral retiree benefits laee insert on page 3)

There is no historical record with which to compare
this year's performance, since the traditional proce-
dure of Congress used to be one of piecemeal legisla-
tion, adding authorization upon authorization. appro-
priation upon appropriation, and passing new tan
legislation without any clear conception of the sloe of
budget outlays or the deficit Rarely was the appropria-
tions process completed in former years before the
second halfofthe nemfiscal year, and theremerea few
occasions when the lest appropriations bill had not yet
been enacted by the end of the fiscal year. This year, by
contrast, the last regular appropriations bill was
enacted on September 30, just before the start of fiscal
1977, when Congress overrode President Ford's veto

on the bill apprapriatieg $56 billion for the Depart-
ments of Ltbor and Health, Education and Welfare, end
other related agencies.

An even more impressive achievement was the pas-
sage oftheTax Reform Act of 1976. The First Congres-

sional Budget Resolution called for an etension of the
1975-76income taxcatsthroughfiscal 1977; butit also
specified that $2 billion in offsetting revenses should
be raised from tan reforms. The tan bill prepared by the
House Ways and Means Committee was substantially

in compliance with this provision. The Senate Finouce
Committee's bill, by contrast, was only in "technical
compliance" while violating the spirit of the First Con-
current Resolution: It proposed to raise the so-called
tax-reform revenue by extending the income tan cuts
onlythroughthefirstninemonthsnffiscaIlg77(rather
than through the entire fiscal year. Moreover, the two
bills differed in so many tther fundamental respects

A decade of annual federal budget onalysis came
to ao end this past May with the publication of the
tenth edition of The Federal Budget: Its Impact on
the Economy. The previous report, Fiscal 1977.
No. 2. marked the beginning of a new format, and

; the present repoet. Fiscal 1977. No. 3. completes

the Cost series of The Conference Board's new
monitoring program of the federal budget-

In the future, the Board's Economic Policy Re-
search will insue three annual reports on the federal
budget, each in the present format No. 1, The

Presideniu Budget Propon.l. No. 2, First Con-
grrsuional Budget Resoluio.: No. 3. Second Con-
gre-sionol Budget Reslu-ios.

We hope that this new monitoring system, de-
neloped in response to the recent reform of the

congressional budget process, and thespeedicrpub- I
lication made possible by the new format, will in-
prove our service to Associates. Comments will be
welcome.

Michael E Levy. Director
Ecmonmic Policy Research

__ o
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TABLE l: PERSPECTIVE ON THE 1977 FEDERAL BUDGET
IS Silliorol
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4.4 35 35 3 0o0
74 7 I 74 7.7 03
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23 02 00 00 -o
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'Original budget Woiimaies of Jerue- 27, 1976.

'Rei..d July 10, 1076

Sou-r-s Offceo Ma....gerei o.d rdudgeo. Coresio-ai Oudge, i tice, The Corerence Board

that any reconciliation in conference appeared vintuaily l6sses over each of the next five years (see Table 2).
impossible. But the Conference, determined to make Threvenue gain from all "ta reforms" is projected
the e congressional budget process motk, produced to rise gradually from $1.6 billioo in fiscal 1977 to S2.5
a tax reform bill acceptable to both Budget Commit- billion by fiscal 1981. Virtoally this entire net revenue
tees, hich ws approved by both houses of Congress. gain is accounted for by only t0o sets of pruvisions:
and signed by President Ford. the tightening of "tao shelters" and changes in the

minimum and maximum tax provisions. Thy ryvenue
Tax Reduction and Tax Reform loss from most of the other domestic tax revisions is

largely recouped through amendments affecting tax
TheTax Reform Act of 1976 extended the income tax deferral benefits for Domestic International Sales Cor-

cuts end the small business provisions through the end porstiuns (DISC) end other amendments affecting the
of caleodar year 1977, end the 10 percent investment treatment of foreign income. Theseo ill generate $618
tax credit through tG80, at a total estimated revenue million in fiscal 1977, rising to an estimated $926 mil-
loss of $17.3 billion. Under "tax reform," it also in- lion by fiscal 1981.
cloded numerous changes in tax provisions, most of Io addition to the extension of the income tax cuts
which mill result in relatively small revenue gains or and the tao reforms, the Act also provided for the ire-
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THE ONE PERCENT "KICKER"

In the 1960's, the Civil Service Retirement and
Disability Fund incurred increasingly large un-
funded liabilities, as the Fund's liabilities or com-
mitments to pay future retirement benefits gneatly
exceeded its projected ussets. Bcecn July. 1960
and July, 1969, the unfunded liabilities of the Fund
rose from $3 1.1 billion to $61.1 billion. After two
years of efforts by Congress and the Exurctive
Branch to restore the Fund to a sound financial
footing, Congress enacted, and the President signed
on October 20, 1969, reform legislation (P.L.
91 -93).

The main purpose of this bil was to stubilea the
unfunded liabilities. To accomplish this, the bill
increased payroll contributions by federal em-
ployees and government agencies and authorized
appropriations to the Fund. As a sweetener to the
increased payroll contributions by employees, the
benefits more also liberalied.

One provision that seemed innocuous at the time
-but grew tri be the subject of increasing sub-
sequent controversy-has become known as the
one percent "kicker," It provided for increases in
annuities equal to the percentage increase in the
Consumr Price Index (CPI) "plus I percent,"
any time theCP increasedby3 percenito more for
three consecutive months. This I percent "kicker"
was added to make up for the time lag between the
changes in the CPI and the effective date of the
increase .

The purpose was to try to protect the purchasing

gration of git and entate taxation and for major estate
tan eoisions. Most important, estate tax exemptions
will be liberalized by substituting a lan credit that rises
gradually from $30,000 in 1977 to S47,000 in 1981t
generation skipping will be phased out, as will the
avoidance of capital gains tanes on gains not realized
prior to death. (Fora fuller discussion, seethe insen on
The New Tan Bill.)

Unnoticed by mast cummeialars, the Tan Reform
Act of 1976 contained sever.l major and meaningful
tan reforms. These reforms have receid inadequate
attention because of(1) the history ofthe Act (it got its
lease on life through unexpected last-minute cow-
promises); (2) the size and complexity of the Act (it
coeers over 1,000 printed pages and contains many
minor provisions and amendests that are of little

power of federal retirees At that lime, a 3 percent
unnual rise in the CPI was considered an unusual
occurrence-and not away of life. In 1968, for the
first lime in 20 years, the CPI rose by more than 3
percent (4.2 percent): it has risen in excens of 4
percent every year since.

The I percent "kicker" was granted not only to
civil serni-e retirees, but also to military rctirees
(Armed Forces Retired Pay Adjustment Act, P.L.
91-179) and to foreign service retirees (State De-
purmenl Appropriations Act, P.L. 91 -153). Over
the past five years, because of this "kicker,' fed-
eral retirement pay has increased by 63 percent,
although the cost of living has increased by only 50
percent.

Other federal pmgrams which are iodexed for
pnce changes do not provide such a " catch-up"
feature. For example, social security payments are
adjusted once a yeor with a five-month lag; food
stamps -rn indened twice a ye. with a five-month
lag: and white-collur civilian and military pay is
adjusted once a year with a sin-month lag.

On October 1, 1976, the "kicker" was repealed
(Legislative Branch Appropriations, PFL. 94-440,
for civil service retirees, Depennent of Defense
Appropriations, P.L. 94-419, for military retirees;
and State Deparnment Authorizalion Act, P.L.
94-350, for foreign service retirees). The House
Budget Commiole estimated the saving from the
repeal at $200 million for fiscal 1977, and at $3.5
billion over the 00xt five years.

economic or revenue consequence); and (3) the fact
that two of the maijo reforms (elimination of"geneea-
tion skipping" and the changed treatment of capital
gains at death) will not raise significant amounts of
revenue for years to come.

Two major revenue-producing measures - the
tightening or dismantling of "tax shelters" and the
increased taxation of certain other forms of "preferen-
tial income" -contribute both to greaten uniformity
and increased progressiviry of the income tan

Twn funher reforms-because they areaIa-reahing
-are being phased in slowly over time in order to
allow for a gradual adjustment; therefore, they will not
generate any substantial revenue oeer the neot de-
cade. The elimination of "generation skipping"
through special trusts and similar devices had long
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THE NEW TAX BILL
The Too Reform Act of 1976 (P.L. 94-455)-

signed by the President on October4. 1976-is the
most extensive redrafting of the nation's ta laws
since the Tax Reform Act of 1969. The bill has 28
tides, runs over 1.000 printed pages. and will affect
almost evety individual and business taxpayer.

The Act consists of three majoe sections: tao
reform; estate and gift taxes; and a modified esten-
sion of the i975-1976 tax cuts.

The to reform section. consisting of 16 tides, is
projected to raise net revenue of $1.6 billion in
fiscal 1977. (This revenue gain should increase
gradually to a high of $2.5 billion in fiscal 1981.)
Virually the entre net gain in revenues is atribut-
able to two tides on tas sheltets and the tide on the
minimum and maximum tas.

Tax Shelters
The bill tougheos the tax treatment of tax-shelter

ventures, which doctors, lawyes. corporateexecu-
tines and other high-income persons use to create
deductions to offset their regular income. These
venireu include real estate, farming, oil and gas,
movies, equipment leasing, and sports franchises

Investors in oil and gas will be limited to deduct-
ing tosses from amounts they personally invest.
This 'at risk' rule will eliiminate the use of non-
recoverable loans, or loans the invstor is not liable
in repay. When an investor sells a well the IRS will
'recpture' as ondinary income (rather than as a

capital gain) all deductions for intangible deilling
costs to the extent they exceeded the deductions that
would have been allowed if the costs had been
capitalized and amonrtized

Real estate investors will no longer be allowed to
take as many fast deductions as in the past. Starting
in 1976, investors in commercial real estate Sm-
sres can deduct only half of construcsion-pefiod
interest and taxs. The other half must be capital-
ized and amortized over the next four years. In
1977, they will have to amorsize all constcdon-
pealod interest and taxes over five years; in 1978,
over six yea-s; and so on, until 1982. when amoni-
zation reaches its permanent level of ten years.

For residential housing, cuerensaw will apply
theough 1977. In 1978. investoes will be required to
spread 100 percent of their construction -pned in-
terest and taxes over four years. The amoruztion
period will increase, a year at a dtme, until it reaches
ten years in 1984.

Low-income housing prujects will continue to
get the current fast wrste-off of interest and taxes
through 1981. Four-year amortization will be re-
quired starting in 1982. nsing to ten years in 1988.

Farning operations - ecept those involving
trees other than fruit or nut trees - will also be
subject to a new at-risk requirement.

Deductions for movie ventores will also be lim-
ited to the amount for which the investor is at risk.
The same at-risk provision would apply to equip-
meet-leasig shelters.

When a sports franchise is sold, the bill requires
that the purchaser can not allocate any more to
player contracts than does the seller, and-unless
the taxpayer can persuade the IRS otherwise- a
maximum of 50 percent of the price may be allo-
cated to player contracts. Moreover, at the nine of
the sale, the goverument will recapture as ordinary
income amy previously onrecaptured depreciation
on player contracts-even for contracts of players
who have retired or are cut from the team.

Finally, the bill applies the at risk' limitation to
any shelters not specifically mentioned in the bill.
This is designed to guard against any new shelters
the legislators had not thought of.

Revenues gained from the tax shelter title are
estimated at around a half billion dollars each ye.r
over the next five years.

Minimum and Maximum Tax
The bill tightens up the minimum tax on indi-

viduals, which is designed to make sure that every-
one pays some tax-even when income is from tax
''shelters' and other items to which Congress has
given 'preference.' The minimum son rate will be
increased to 15 percent from the curreno 0 percent.
The exemption will be reduced to $10,000, or half
the tapayer's regular taxes, whichever is greater.
(Curent low provides a $30,000 esempion and
also allows a taxpayer to deduct all regular taxes
before figuring the minimum tax.)

Also, the bill tightens the current 50 percent
mnn-imom tax on wages, salaries and other forms of
-earned income. Taxpayers in brackets above 50

percent often use the maximum tax.
The minimom and maximum tax pruvisions are

esimated to raise $1. 1 billion in revenue in 1977,
and are scheduled to rise about $200 million a year
-reaching an estimated $1.8 billion in revenue by
fiscal 1981.
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Revisions of DISC
The amendments affecting a DISC (Domestic

International Sales Corporation) are another major
source of revenue. Revenue gains, rising from $500
million in fiscal 1977 toS700 million in fiscal 1981,
are forecast. Espones will now be ewarided only
for increased sales abroad. Current law permits
companies to defer la on up to 50 percent of their
esport profits allocated mo a DISC. The new esles
will permit this say break only on esports oxceediog
67 percent of the annual average during 1972 to
1975. In 1980, the four-year base peniod will start
moving forward, one year at a time.

Tax Simplification
The major revenue loss of the Tau Reform Aci

titles concerns la simplification for individuals.
Revenue losses are estimated to rise gradually from
about $400 million in fiscal 1977 tO $500 million in
fiscal 1981.

Some of the major provivons of lax simplifica-
tion are replacing 12 optional individual sax tables.
based on adjusted gross income above $10,000.
with four tables, based on tasable income up to
$20,000; changing the esisotig deduction for ali-
mony payments from as itemized deduction to a
deductiuo from gross income and making it avail-
able so taspayers who use the standard deduction:
revising the existsng 15 percent tas credit on retie
ment income to apply it to earned income as well as
pnsiosm or other forms of retirement income of
persons age 65 and older; replacing as existing
itemized deduction with a 20 percent tas credit for
child care within or outside the home necessary to
allow an individual to work, revising the esisting
sick-pay exclusion to provide a masimum $5,200 a
year evolution available only to retired tuspayes
under age 65 who were permanenly and totally
disabled: and rovising and liberalizing certain
moving-evycose deductios.

Other tas reform titles ncludo business-related
income tax provisions, changes in the treatment of
foreign income: treatment of certain capital losses:
pension and insurance taxation; railroad provisions;
capital formation pmvtsions; and many miscella-
nrous provisions.

Estate and Gift Taxes
The second major section of the Tas Reforns Act

of 1976 deals with rotate and gift-tas reform. The
Act increases the amount of money that can be
given away or left tas free. Curent law provides a

$60,000 estate-tas exemption and a $30,000 ex-
emption for lifetime gifts. The new Act combines
the estate and gift-tan exemptions and converts
them into a single credit, which is subtracted from
the taspayer's composed estate ta.

The new unified credit will nse to $120,666 in
1977; $134,000 in 1978; $147,333 in 1979;

5161,563 in 1980; and 5175,625 in 1981. The es-
tate and gift- ta rates will be combined into a single
schedule ranging from 30 percent to 70 percent.

The Act also increases the tax-free amount a
husband or wife can lease or give to a spoase.

Also, if certain conditions are met, an ovecutor
may elect to value an estate consisting of a family
farm or a closely held small business on the basis of

current" use rather than 'highest and best" use,
as under cu-ent law. Estates consisting of farms or
closely held small businesses mill be given up to 15
years to pay the estate tan, instead of the present 10
years.

The Actchanged the basis of evalution for capi-
tal gains tasation of inherited pmopeny. Under the
old law, all inhented propery was valued for capital
gains taation on the basis of 'fair market value" in
the ''highest or best use'' at the time of death. This
meant that unrealized gains that had accrued to the
decvdent permanently escaped all capital gains tas-
ation. Under the now Act, the value from all assets
acquired by the decedent prior so December 31,
1976 is ''stopped up' from its onginal prce so the
"fair market value" on December31, 1976, shich
then becomes the basis for fute capital gains ta-
tion at the nime of sale by the heirs. (Thus, all capital
appreciation after 1976 is ''recaptured" at the time
of sale.) Assets acquired by thedecedent after 1976
will be evaluated for capital gains tasation at their
original purchase price.

"Generation-skipping'' tansfers under a must or
similar arrangement, which now escape tan, will be
subject to tax; but an exclusson is provided for
transfors of up to $250,000 to a grandchild.

Revenue losses of the estate and gift section are
estimated atSO.7 billion in fiscal 1978, escalating to
$1.6 billion in fiscal 1981.

Tax Reduction
The last section consists of a permanent estse-

sion of the individual tan cuts; estension through
19800f the tOpercent investment tascredit; and the
estonsion through calendar 1977 of the small bust-
ness tas provisions.
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TABLE 2: REVENUE ESTIMATES OF THE TAX REFORM ACT OF 1976 (P.L. 94-455)
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been an elusive target of most public finance experts U.S. capital formation 4s 8 percent of GNP will have to
concerned with tax equi

t
y and progressivity. It has increase moderately over the next decade, if the

finally been accxmplished by the 1976 Act. Repeated economy is to achieve sustained high employment atattempts in the 1g9O's and 1960's to tax capital gains tolerable inflation rates. On behalf of the Administra-
not realized priorto death had also invariably failed; tion, Treasury Secretary Simon, in particolar, hasuntil now, such gains permanently escaped any in- stressed the seed for tax reform as a means for attain-
come tax. The new Act will gradually close what many ing this goal. Yet the extension of the investment tax
coxsider one of the most unjustifiable "loopholes" of credit at 10 percent (otherwise it would have dropped
the federal income tax, by requiring that -ahr a to 7 percent in 1977) was the only significant incentive
gradual phasing in-all assets cxntinue to be caried by to capital formation provided by the Act. Since other
the heirs at the basis of the decedent. major reform provisions teod to increase tax equity

One impxrtant shortcoming of the Act from the and tax prxgressivity, they are likely to reduce grado-
point of view of tax reform is the failure to provide ally the private savings rate. Thus the conflict of the
extensive new icentives for capital investment Ao- past decade between the need for more saving and
cording to a widely held viw-buttressed by several investment and the drive toward greater eqoity (andrecent studies xn future U. S. capital needs-the rate of reduced income inequality) is continuing.
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CONGRESSIONAL BUDGET ACT OF 1974: THE NEW BUDGET PROCESS IN TEN STEPS

(I) Ta give Congress an eatlier and better start
is reviewing and reshaping the badget, the Emeco-
tive Branch most submit a "carreot services
badget" by November 10th for the new fiscal year
that starts the following October Ist. The current
services badget should project the spending re-
quored to mantain ongoing programs throoghoot
the following fiscal year at existing commitment
levels, or at commirment levels specified by
existsig legislation based on cureent economic
assumptions. The Joint Economic Committee
should review and assess the currest services
budget and report to Cnngress by December 31st.

(2) The President will continue to submit his
new badget to Congress in late Janoary or early
Febroary. In addition to the traditional bhdget
totals and breakdowns, the bhdget document most
include a list of existing "tan expendituees" -i.e.,
estimates of revenues lost to the Treasniy through
preferential tax treatment - as well as any
proposed changes in tan expenditores. The badget
most also contain estimates of expenditures for
programs for which foods are appropriated one
year so advance and fine year badget projections of
all federal spending under existing programs.

(3) Reports of all standing committees to the
House and Senate Bgdget Committees of the
spending plans of those cammittees on all matters
ander their jrrisdiction, icluding spending under

new legislation, are reqoired by March 15th for the

upcomnng fiscal year.

(4) An annoal report of the Congressional
Bodget Office to the Budget Committees on
alternative badget levels and national budget priot-

ities is required no or before April Ist.

(5) By April 15th, the Badget Committees
most report concorrent resotos to the House
and Senate floors, and Congress wfil have to cleat
the initial bhdget resolution by May 15th. This

initial bhdget resolution sets target totals far
appropriations, outlays, tlaes, the bhdget sarplus

or deficit, and the federal debt. Within these
overall targets, the retsoluton will break down

appropriations and ootlays by the fanctional

categones used in the President's badget doc-
went, as well as by classifications used by the

appropriations sobcosmittees for the 13 appropi-
otions bills. The resolosron mill inclode any recoin
mended changes in tan revenues and is the level of
the federal debt ceiling.

(6) Committees report bills or resolstions
sothoeicing new budget authority by May 15th.

(7) The basic appropriations peocess peoceeds
widtin the Appropnooons Committees, bht is
sobject to targets of the bhdget ersoltion.

(8) Scoeekeepieg repoets will be issoed penodi-
cally by the Congressional Bodget Office on the
status of bhdget authority, reven-e, oitlays and
debt legislation, comparing the amoonts ad
changes in sich legislation with the First Conges-
sional Badget Resolotion.

(9) Subject to pior authoeisation, all appeopi-
afions bills have to be cleared by the middle of

September -n later than the seventh day after
Labor Day. By Septembee 15th, after finishing
action on alt appropriotions and other spending
bills, Congress most adopt a second, and final,

bodget resolution that may either affirm or revise
the bodget targets set by the iniial resolution.

This resoluison most provide foe o final badget
eeconciliation by changing either one or more of
the following: (I) appropriations (both fat the
opcomig fiscal year or carried over from prensos
fiscal years) and/or entitlements; (2) revenoes; sod
(3) the public debt. The final resoluilon wdl direct
the committees that have jueisdiction over these

matters to repoet tho necessary legislative changes.
The Bldget Committeer mdl then combine these
changes and report them to the floor in the form

of a reconciliation bill.
If Congress has withheld alt appropriations and

entitlement bills feom the President ontil passage
of the final econciliation bill, then this bill
becomes the final bodget legislation, sobject to
Presidential signatree (or veto). If, an the other
hand, each individoal appropriations bill has been
signed by the President upon passage by the
Co'ngess, the final reconciliatin bill - upon
signature by the President - sopersedes all the
previously passed individnal bills.

(10) The new fiscal year begins on October Ist.
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CRITICAL LONG-RUN ISSUES
-Perhaps the most criical long-run issue facing

the Congress with respect to the budget process is

the luck of any reqoiremeo of consistency between

montcary and fiscal policy. The Congress can act to

expand the economy, and the Federal Reserve can

by its actions restrict or esc reserse that policy
determination Any tow and expenditnre pmgiat'S

effecticeness is dependent en monetary policies

which will work in tandem with that plan....'
'Coordination of effort between monetary and

fiscal policy is sirol. Unless some such integration

takes place, the likelihood of achieving lesels of

conomicgeowth fora period sufficient torerum the
nation to anything like full employment is very

small indeed....'
'None of the major economic forecasts suggests

that there is good prospect for return to full em-

ployment by 1980. In order to keep pace with the

normal growth it the civilian laborforc. nearly 8fi

million jobs mnst be created between now and rhe

end of 1980. A 4 percent unrmpleyment raic would

require the creation of nearly 4'A million more job.

This implies a 7 percent rate of growth in real GNP

in each year after 1976. The highest average annuul

rate of growth we have achirevd since WWII for

any five year pcriod was 5.4 percent betwcen 1961

and 1966. .. '
'Ovcr the past year there has bren a nuhber of

studies done cithr affirming or denying the cis-
tence of a 'capital hhortage A distinction must be

made between short and long-term cpital needs,. It

akes little srnse to tak about a capital shortagr at

timc when existing capital is under-utilized and the

economy is just beginning to recoser from the

deepest recession since WWII...."

Fiscal 1976 Revised: The "Lost Outlays" Issue

Usually, as a new fiscl year gets under way, all eyes

are focused on the upcoming numbers -and the

budget figures for the fiscal year that has just ended

retain little iterest. This year, by enetrast the "lost

outlays" issue has been the subtect of ente.s.ee de.-

tree work and continuing heated debate. "Lost out-

lays," in this content, are outlays that had been au-

thnried and anticipated, and for which funds had been

appropriated, but that-to the surprise of everybody,

includirg the Office of Management and Budget-

"Despite the low rate of manufacturing capacity
utilization and the moderate pace of the recovery,
most cuwent longer-term projections call for an

incrase rather than a decrease in the amount of

capital required by business during the decade

1975-1985. These projections call for a I peecent
csp-nsion in investment as a perceet of GNP. One

of the mari reasons for such an increase is to pro-

side tools for our enpanding labor force. Another

reason is the increased investment needed to cover
the cost of pollntion eontiol. The pmjected re-

quirements for increased cupital by businesses,

along with concern over where the capital isle come

from.s hae given rise to the concern over capital

shortages This concem has been increased by the

sile of current and prospective Federal

deficits . . .'
'It is nor udequae ito look only at the unified

hudget's surpluses or deficits The oft lbudget agen-

cies and government sponsored enlerprises hase

becowe inc-rasingly important in recent ycars. Of
the S84 billion of Federal gocernment borrowing

forcalendaryear 1975,$75billionwastheresultof
the unified budget deficit. If the borrowing for off-
budget agencics is added to the other agency issues,

a total of $19 billion was borrowed in excess of the

official deficit. Moreover, for fiscal ycar 1977, the

off-budget agencics and government sponsored en-

teeprises we expected to borrow' 26 billion in addi-

tlin to the $43 billion unified deficit."

(From a Repcr1 0Jfthe TFuk Force vii Economic
Projecttonn 1o the Commitiec on the Budget, U.S.

Hue of Repre......w'eo, March 24, 1976)

failed to materialize by the end of the fiscal year lor the

recently completed transitional quarter).
Under mue normal uircumstances, these lost out-

lays might be a snurce of joy, because they result in a

lower budget deficit than had been prnljcted only a

few weeks befoee the final figures became aoailable.
Fnr enample. last July 16, the Administration's latest

estimate for the fiscal year ending June 30 showed

receipts at $299.4 billion, nxpenditures at $369.1 bil-

lion, and the budget deficit at $69.6 billion. On July 26,

the fihal fiscal 1976 figores were released: receipts

were $300.0 billion; outlays, S365.6 bhillion aend the
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TABLE 3: FEDERAL EXPENDITURES, NATIONAL-INCOME-ACCOUNTS BASIS
(0 Billions; fiscal earsl

1976
2nd Ouartar

Preliminaryi Actual
fihob. 19761 iA oou a .9791

kopeaditoras
Porohases of goods and aevic. .................................

Notional DWtnn ..............................................
Coipensation of ampiiyen. .................................

Military . : .. I...
Civilian ..................................................

Outside purchases ................................
Nondefen ........................................

Componsation of mployes.......................
Outside purchases ...................

Transfer paytents ......................
Grantsin-aid ................................
Not interost paid ..................
Sobsidies . . .....

1Based go data of tha first two months of the quarer.
Soon-e Depanment of Comwmoce.

deficit $60.6 billion. Thus, within 10 days in July, $3.5
billion in outlays and $4.0 billion of the budget deficit
wete "lost." Moreover, when the final budget figures
arecompared with lastJanuaty's estimate by theOffice
of Management and Budget, the corresponding "los-
son" are $7.9 billion and 10.4 billion, respectively. (A
variety of other estimates for "lost outlays" have fig-
ored in recent public discossions; such estimates vary
with the particular budget concepts and benchmarks
used.)

If the shrinkage in the budget deficit were the only
perceived consequence of lost outlays, or if this "loss"
would have occurred at a time of rapid economic ad'
-ances, the issue would probably have generated little

heat. However, the timing of the lost outlays has coin-

cided with a troublesome "pause" in the growth of
economic activity. The rate of real growth of the
economy slowed from 9.2 percent in the first quarter to
4.5 percent in the second, and 4.0 percent in the third.
There has been widespread speculation that this recent
slowdown in economic growth may, in part, be related
to the slower-than.enpected rise in federal spending. In
this setting, it is important to bonwhether the growth
in federal expenditures is likely to continue below pro-
jected budget levels, or whether a recouping of "lost
outlays" through a spun in federal spending is it the
making. In order to answer this question, we must first
establish the origin, size and composition of outlays
"lost" during the second and third quarters of 1976.

Size and Composition of the "Lost Outlays"

The Conference Board's analysis of osi outiays

B378.7
131.2
8609
41 .7
243
1775
45.2
44.2
208
23.4
058.7
56.3
27.4

5.2

1976
3rd Qua ti
Pr-liin-eay

f October, -77)

0390.0
134.4
88.6
42 0
24.3
17.7
46.e
4507
2ff
24.0

103.4
59.0
27.1

5.5

draws mainly on data from the national income 0c-
counts (NIA) budgei (rather than the unibudgeii, be-
cause these data are better suited for fiscal-impiact
analysis and serve as the basis for ostimafing "fiscal
thrust," the author's preferred measure of fiscal im-
pact. Lasi May, NIA budgei expenditores for the sec-
ondandthirdquarersofcalendar 19768erestimated
at $387.6 billion and $394.2 billion, respectively (see
Table 4 in the preceding issue of this publication).
These estimates may serve as the basis for assessing
subsequent downward revisions in NIA budget enpen-
ditures.

In the JlvySurveyofCurrevrovBuiness, the Bureau of
Economic Analysis of the Department of Commerce
estimated second quarter NiA buddet expenditures af
$383.1 billion-a educiion of $4.5 billion from our May
figures. (Third qoarter outlays were estimated at
S391.8 billion-down $2.4 billion from May.( The July
estimate was based on actual data for only two
months: April and May. In Audiins when actual data for
the entire second quarter became available, NIA
budget expenditures were revised to $378.7 billion-
down S4.4 billion from the preliminary July figures.
Thus, by our count, NIA bodget spending for the sec
end quarter of 1976 turned out to be approximately $9
billion below the best estimate available lasi May.

One half of this $9 billion reductibo cahnot tbe
broken down by origin or components because de-
tailed informatiori is lacking. However, limited sourcen
of information indicate that this initial shorfall of S4.5
billion appears to have been spread mnbe or less
across the board. Thmre Is merit to the spiculation of

------- I------
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TABLE 4: MEASURING THE FISCAL IMPACT OF THE FEDERAL BUDGET
1

(NIA accounts data; $ billions at s.asonally adjuotd annual rottsl

FY 7975 FY 1976

1974 1974 1975 7975 1975 1975 1976 1976

/11 lV I 0 10 lV / II

Fsdens Budgat Outlays
il) NlAoutlays . ................ $ 3065 $3182 S3370 $3543 $363.7 $376.0 $380.3 S373.7

(2) Add: Oftt s.ing re eipts ............ 2.8 2.2 1.6 2.1 1.4 2.1 0.8 t.0

(3) Adjust: increase (-) in 00rgulor
unemnployment bn... fit.. .

. . . . . . .. . . .-
C

1
.

9
-

11 0
.

9 0
.

8 1 3

(4) Equols: Adjustnd NIA outlays ........ 300.8 318.5 333.2 354.5 36652 379.0 381 9 381.0

(5) Quartarly increase in adustod outlays . 14.8 9.7 14.7 21.3 11.7 12.8 2.9 0.9

Fad.rsl Tax Changas-
Prsonal income oo:

(5) Tax Raduction Act of 1975 -40.5' -12.3 -11.9 2.6 1.9

(7) Rnnonue Adjustment Act 12.1 12.2
161 Tao AFbott Act of t976 .
(9) Administration pposal..

Corporation income too:
(tO) Tao Rduction At of 1975 -1.6' 2.6' -2$9 -3.1 - 0.4 -0.5

I11) ARennun Adjustme nt Act -1.9 -2.0

112) Too Rnform Act of 1976 .
ff31 Administrotion proposal

Sooial Security'
(t4) Bas from $10,800 to. 13.200 0111741 .. 5.6 7.4 5.0 5.2 5.4 5.6 50 5.9

1151 Base from $13,200 to $14,100 (tlt75) .S . 0.7 0.8 1.7 2.2 16 1.7

116 RBosa fron 1t4 100 to $15.300 (111176) .. 1.1 1.2

(171 Bass from $15,300 to $16,500 0tl1l77)...
8118 Rats intass 11.7% to 123% (f1177

Administrato pro posal ..
Other taoes and Isnim:

119 Unamploy.n.ot isurance (Administra-
tion proposal) 02 0.2

120) Excisa tao induction .2 .2
(21) Oil imorntduty . .05........... _ _ 1.7 3.3 30 0.2 0. 2

(22) Total ta hangs .............. ........ 5.6 7.4 4.4 -35.4 -4.8 -4.2 -8.5 7.0

(23) QOunrrlY inoreass(-) -r induction () -2.8 t8 3.0 39.4 -30.6 -0.6 4.3 -07

i0 (22)

Fila Thruat
1241 Fiscal thus (15 + (23)1 ..... 1....... 20 7.9 17.7 61. 1.9 12.2 7.2 1.6

(25) Fisca thcn asp prn.ot of GNP.....0.. 4% 0 .55% 1.22% 1.39%i 0.77% 044% -0 O%

(26) Weighted FisualThrust(l5)l(0.9 x(23)] 12.3 6.1 17.4 57.1 -15.0 12.3 6.6 1.5

(27) Weighted Fiscal Throst as percent of
GNP ........................ .... 0.85% 0.56% 1.20% 1 .36%' 0.77% 0.42% -0.09%

'Author's estimates dstived from the bSnt anilabe pubishod ad upublishaed souros.

'Tho Presideno' original budget proposals of January 21, t976, eocept for technical incisions madn Marco 25 and July t6.

'Includes regular bensfits and extensions. but encludes Fnderal Supplemental Benefits and Supplemtnal Unemployment Assis-

tance. Author's esti-ales based on narious published and unpublished sources.

'Unpublished estimates of the Burtau of Economic Aoaiysis, enoept (a) as published in the Sunny af Correct Buninoss

'Timing of the sffnt of increasa in tax bass on employnes' par of conttibution changed by author to conc--trtot increase mainly in

lost twco calendar quanrtas
Soource Ohi-e of Manag-ment ond Budgnt: Buroau of Economic Analysis. Council of Economic Adisers. U.S Congress. Th.

Confarenoe Board.

Al
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Trainsitional Qularte PFY 7977

7976 I// 7976 IV 7977 1 7977 aI 7977 IN

Presidents Presidente' President's President's President's
Original Original Second Original Second Original Second Original Second
Budget Budget Budget Budget Budget Budget Budget Budget Budget

PBogoel
t

Prelissnarr ProgoselR Reslution Pr ll Reluio Proposel Reesos PreooseP Resolon

$391.0 9390.5 S398.3 94006 9405.3 5412.5 S410.1 S420.3 S418.9 S430.7 t1)
1.5 1.5 1.5 7.5 1.7 1.7 1.9 1.9 2.1 2.1 (2)

0.2 9.2 090 60 0.2 0.2 0.3 0.3 0.6 006 (3)

393.5 392.2 399.9 402 1 407.2 414.4 412.3 422.5 421.6 433.4 4)

5.1 11.2 63 9.9 7.4 12.3 5.1 9.1 9.3 10.9 (5i

-0.4 -0.4 -0.4 904 -0.5 -0.5 -0.5 -0.5 -0.5 -0.5 (60

-12.4 -12.
5

b -3.0 -t277 _30 -12T7 -720 (7I
IWI, ~~~1.70 1w1, 101

20.7 -21.0 -21.7 -22.0 -22.4 (9)

-0.6 -0.6 -0.7 -0.7 2.6 2.6 2.0 2. 2. 2.0 (10)

2.1 2.I 40 _4 _
4 9

d (1j

o.W5 o.f o.f5 1121
-471 -4.1 -9.0 -9.1 -9.1 13

60 6.0 6.1 6.1 6.2 6.2 6.3 6.3 6.4 6.4 (14)

178 7.6 1.9 1.9 2.0 2.0 271 2.1 2.2 2.2 ItS)
26 26 37 37 2.4 2.4 2.5 25 2.6 2.6 (161

0.9 0.9 1.0 10 206 2.9 (17)

4.6 4.6 4.6 (11)

7 6 16 16 1191

-0.3 -0.3 -03 -0.2 -0.7 -0.3 -0.7 -0.3 -0.7 -0.3 20

0.3 0.3 0°3 03 043 0.3 0.3 0o3 0 03 .3 (21)

-15.4 -5.1 -14.5 -3.9 -14.1 -2.1 -14.1 -1.7 -9.4 0.2 (22)

7.6 -2.7 -0.9 -1.2 -0.4 -1.8 -00 -0.4 -4.7 1.9 (23)

12.7 6.5 54 8.7 7.0 10.5 5.1 7.7 46 9.0 (24)

0.74%- 050%' 031%' 0.49%' 0.39%' 0.57%' 0.27%' 0.47%' 0.24%' 0.47%'(25)
11.9 8.8 5.5 868 7.0 10.7 5.1 7.7 5.1 9.2 (26)

070%' 0S1%' 0.31%' 0 S0% 0.39%' 059%' 0.27%' 0.41%' 0.27%' 0.48%'(27)

'Se footnote 4.

Congressional es. . noise of the Reunue Adjuotmont Art iuludsesannuel total sf03 bills fortes return end Sl 8 billion for refunds

of uernuithhOlding.

Only the titlos of he Ttx Reform Art of 1976 dea1ing with taste form aet included in lines and 12. Titles dealing with the sot.esise

of mhe ta ut are included under Resaun. Adjustmeet Act (lines 7 ted 11).

dCsgresstio.ls btensio- sfthe Rv-nue Adjustment Act, also inludos the .etensi.e of the 10% tnsostmsnt ata ersdit cosered by

the Tao Reduction Act f 1975 through the end af 1976

Estimated by the author, bastd so CEA's GNP prstestiors

197511 and 1975 III ra .asraged to smooth the sO cute of tht 1974 tax reb-tes cod the 1975 tao reducis.s
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specialists and the press that lower-than-eopected in-

flation rates-which tendtorednethecostsofvarlious
programs below original estimates-were partly re-

sponsible. Separate information on National Defense

(a function that has benefited recently from rapid in.

creases in both authorizations and appropriations) in-

dicates a continuing lag. The entire defense spending

process-from obligating the funds and inking prog-

ress payments, to the final delivery of defense pur-

chases-appears to have advanced more slowly than

had been expected and would have been permissible

under existing legislation.
The other half-a S4.4 billion shortfall in NIA eupen-

ditures between the July estimates and the final tabula-

tions in August-can be traced more clearly with the

help of figures from the Bureau of Economic Analysis

(see Table 3). Almost this entire downward revision
was concentrated in two major categories. outside

purchases (i.e., nonpayroll expenditures) for the De-

fense Department; and grants-in-aid to state and local

governments. Defense purchases from the private sec-

tor were revised down by St.5 billion; grants to state

and local governments, by $2.7 billion. Revenee shar-

ing was on target and the revisions were small for

highway grants (slightly up) and for public assistance

and urban renewal (slightly down); among the water

categories of grants., only education grants were re-

vised downward substantially (by roughly $0.5 billion).

Therefore, almost all of the numerous scattered small-

er grant programs must haeu tracked well below pro-

jected levels, resulting in a cemulative shortfall of

nearly $2 billion. Such widespread and systematic

shortfalls depart sefficiently from the past pattern so
that some process of "holding back" or "slowing

down" may be presumed.

Are the past shortfalls likely to persist? Will they be

wiped out, or will they even be made up through a

spen that pashes spending temporarily above the pro-

jacted trendy The latest preliminary estimate by the

Bureau of Economic Analysis for third quarter budget

enpenditeres provides important clues (seeTable 3). At

$390.5 billion-it is based again on data forthe first two

months of the quarter- it falls $3.7 billion below the

best estimate available last May and is St.3 billion

below the BEA's July estimate. Thus, even if the latest

Commerce Department figures prove to be right on

target (another downward revision cannot yet be ruled

nut), they clearly indicate that the recent shortfall in

outlays is not being made up. At present there is not yet

any discernible "Sport" in government spending. It-

stead, the latest figures suggest a gradual return of

federal spending to a trend that continues to track

about $3-94 billion below the projections of last May,

as well as below those implied by e "literal translation"

of the Second Budget Resolution into NIA budget 0x-

penditures.
What acethe reasansfor this lower spending trend?

FPr National Defense, anibudget outlays (which in-

dade payments an work in progress) as well as NIA

expenditures (which are measured on a "goods deliN

ered" basis) continue below earlier estimates-enen
though this "shortfall" is shrinking One important

consequence is that lower-than-protacted defense in'

ventories in the private sector have curtailed real

economic growth during the second and third qear-

tors, thus contributing to therecent economic "pause."

Grants-in-aid appear to be rebounding toward the

target levels of earlier projections; but there is no evi-

dence of any additional "spun" that would make upfor

the shortfall in grants that occurred in the second quar-

ter
Moreover, the $413.1 billion outlay target of the

Second Budget Resolution presumes passage of addi-
tional supplemental appropriations that translate into

appro-imately t11 billion of unibudget outlays. Of this

amount, $354 billion are in spending programs that

have been evolved and supported less firmly than the

rest (especally $2.6 billion in Public Employment As-

sistance). For these canoes reasons, the target of

$413.1 billion in asibedget outlays for fiscal 1977, set

by the Second Budget Resolution, may not be attained.

This target would translate into about $421 billion NIA

budget outlays; whereas our own best current esti-

mate for fiscal t977 NIA expenditures is S416 billion.

This "adjusted" figure (rather than $421 billion NIA

budget outlays) is used in developing our qearterly

estimates of "fiscal throst" for fscal t977. (This figure

does not, of coarse, include an allowance for any addi-

tional tea cuts which a newly elected President might

propose early neat year, but which are not covered by

the Second Budget Resolution.)

"Fiscal Thrust" and the 197B "Pause"

The previous issue of this publication contained, for

the firsttime, quarterly information on "fiscal thrust"-

our preferred measure of the initial expansionary im-

pact of the federal budget. These quarterly estimates

covered the fiscal years 1975-1977 and included a

separate comparison of President Ford's original
budget proposals for the transitional quarter and for

fiscal 1977 (slightly revised last July) with the First

Congressional Buget Resolution. All figures have now

been revised and updated, and the comparison is with
the Second Budget Resolution (see Table 4). The most

trenchant changes are the sharp downward revisions

in fiscal thrust for the first two quarters of calendar
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1976 (see Chart). The result is a precipitous drop in
fiscal stimulation during the first half of 1976-
particularly during the secord quarter-a significant
factor in eoplaining the recent economic "pause," i.e.,
the slowdown in real growth.

A budget that was fairly expansionary in its
economic impact during the last half of 1974 (and the
last qunnter of 1975) became highly eupansionary dur-
ig the first three quarters of 1975 - aided by the
economic stimulation from the 1974 income tax ie-

bates and the 1975tao reductions. During the first quar-
ter of 1976, the budget shifted to only a modest degree
of economic stimulation; by the second quarter, the
budget actually e.erted a drag on the economy-a rare
and highly unusual occurrence.

If the preliminary outlayestimateforthe transitional
quaner holds, the budget is nsw returning to a position
of modest economic stimulation-a stance that should
prevail throughout fiscal 1977 under the Second
Budget Resolution. (By contrast, the Administration's
original budget program would have been only mar-
ginally expansionary.) This restoration of a modest
degree of fiscal stimulation should make it easier for
the economy to regain momentum-but it does not
provide a real "head of steam."

Morn specifically, the "fiscal thrust" of the budget,
which averaged a high 1.2-1.4 percent of GNP during
thefirst three quarters of 1975 and about 0.9 percent of
GNP during its last quaner, dropped to about 0.4 per-
cent of GNP in early 1976 and becamu/ightr/ynegatve
during the second quarter of 1976. The third quarter
appears to have reversed the severe fiscal restraint of
the second quarter: Fiscal thrust appears to have risen
again to about 0.5 percent of GNP and should remain
close to this level throughout fiscal 1977 under the
Second Budget Resolution.

In recent years, it has become fashionable to dis-
count, or even dismiss, any shortterm impact of fiscal
policy on the economy -and inadequate measure-
ment of fiscal impact has reinforced widespread skep-
ticism about the effectiveness of fiscal policy. Yet, the
initial recovery from the most severe postwar reces-
sio benefited from an unusually high level of fiscal
stimulation, while the recent economic "pause" was
preceded by severe fiscal restraint. This pause in the
wake of drastic fiscal restraint may serve as a reminder
that fiscal policy is still alive-though not well.
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Representative BOLLING. Thank you very much.
I would like to say that as far as I am concerned this has been one

of the most useful sets of provisions that I have heard in a long time
of listening to such presentations. And I hope that my colleagues will
take the opportunity to peruse it and absorb it.

I have a series of questions. Some of them are sort of minute, and
some of them are rather broad. In this discussion of specific kinds of
job creation, which is what I think is the problem, there is a lot of
generalized conversation about our having something like the old CCC
or the old WPA. Now, those are not programs that I am ashamed of as
a Democrat, to be a little political about it. It seems to me that they
performed an enormously useful service. I represent an urban area
where the unemployment among the young, the disadvantaged young,
the black young, and among women is fantastic. That unemployment
generates a number of extremely expensive side effects. In order to
convince everybody in the Congress that this is so, we commissioned a
study which was quite conclusive. But I think that the effect of the
young not having any real hope that they are going to have a produc-
tive job, much less a career, is perhaps the most inflamatory social
problem that we have.

And, therefore, I heartily agree with the notion that we ought to be
doing some specific work to reach a certain type of unemployment as
well as other more general approaches.

I would be interested in the comments of the members of the panel
on what are the-eliminating for the moment the political difficulties,
the political difficulties with regard to the wages, which would not be
terribly high necessarily, eliminating that type of thing-what would
be wrong with these kinds of programs revisited?

Do you mind starting, Mr. Karchere?
Mr. KARCHERE. No; I don't mind starting. But I would like to

preface my remarks by referring to some of the things Mr. Levy said
and then come back to your question.

Representative BOLLING. Fine.
Mr. KARCHERE. I think if we are able to get the unemployment rate

down to 5.2 percent in the fourth quarter of 1978, that is pretty good.
And we can do that, I think, with a program of $30 billion stimulus
over and above the current services budget.

I think, in a sense, we have a problem of getting over a hump. And
let me try to explain what I mean. We are trying to come out of the
worst inflation we have had in 30 years. And one of the consequences
of coming out of that inflation is a relationship between money wage
rates and the cost of living that produces a very small increase in real
wages. This is not a problem we are going to have forever. It happens
to be a problem that we and many other countries that are coming out
of the inflation have.

During a period of this kind, the self-generating expansion forces of
the economy are very low. And I think during this period we do need
expansionary fiscal policy. It doesn't mean that we need it forever. We
need it to get us over this period where the growth in real wages is as
slow as it is.

Now, I agree with you that the social consequences of extremely
high employment rates among the young people is just disastrous
And a meaningful employment for those people, particularly when
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accompanied by training, I think would be a good thing. But I think
as long as the overall unemployment rate approaches 8 percent, the
ability of specific programs to deal with specific cases is extremely
limited. We really need to get the overall unemployment rate down
to some kind of respectable level. Then we are left with the structural
problems. And at that point it seems to me you deal with the struc-
tural problems. I think what we need now is a period of very hard
thought as to what those programs should be when we get the overall
employment rate down to some reasonable level. In the meantime,
for the young people, we should have a program that links employ-
ment with education, so that they are not under the impression that
they are being put into dead end kinds of activity. A program of that
kind it seems to me, would be a very useful 'thing.

Representative BOLLING. Would you comment, Mr. Gramlich?
Mr. GRAMLICH. Yes.
Let me comment first on some of the things that are not similar

about the depression type programs and the problems of today.
From the historical reading I have done, which is not much, I, too
have the feeling that the public employment programs of the depres-
sion were very successful. But I think we all have to recognize that
a lot of things are different today which at a minimum make the
problems infinitely more difficult.

The first .thing is that the general level of wages is a lot higher.
The second thing is that most people today have jobs where there
is a lot of capital required for them to do the work. And it really is, I
think, a little bit naive to expect that we can just hire teams of un-
employed youths, for example, and have them go out and build the
roads and the parks that they did in the depression.

A lot of the studies of public employment have raised a number
of critical questions about the program. It seems to me that the most
telling one is that right now the local government sector in this econ-
omy is on an average very highly educated, the general level of edu-
cation is above that for most other jobs. And so it seems to me that
there is a big risk that you would be building a two tier system right
into the local governments, because you would be hiring people who,
if they were able to get jobs, would probably not be there. You would
be hiring them into in fact the wrong place.

I would dissent modestly from Mr. Karchere. While I agree with
him that the problem can in effect be broken up into two segments,
one is just getting back to something close to full employment and
one is doing something structural at that point. I don't think that we
have to wait until we get back to full employment before we think
about the structural problems. According to all these budget projec-
tions that is going to be another 3 or 4 years. I think we know enough
to know that there are still going to be structural problems in the
labor force once we do get back to full employment. And I don't
see why we can't begin trying to work on them now.

My favorite candidate along these lines is to have some sort of a
wage subsidy for private employers. I believe that while the evidence
is murky on this, the papers that I believe most indicate that those
employers ought to be sensitive enough to wage differentials that
there could be a fair amount of hiring for relatively modest budget
costs. As I mentioned in my testimony, the program could be turned
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off once we got to better levels of employment, or scaled down at least.
And I think also that that would be a more natural home for many
of the people who are unemployed, that would be easier for them to
work within the firms, and that there would be less risk of just creat-
ing a permanent two tier system, which I think would be just what we
don't want to do.

Representative BOLLING. Mr. Levy, would you like to comment?
Mr. LEvy. With regard to Mr. Karchere's comment, I feel of course

that in order to soften the structural unemployment problem, we
have to ultimately have a reasonably prosperous economy. We have
found in 1960, that the greatest headway has been made by blacks and
disadvantaged in terms of their income levels and employment during
periods when the economy as a whole was prosperous. So the two
approaches are really complementary, in a sense.

I am not quite as optimistic as Mr. Karchere is that the stimulation
which he recommends would necessarily get us down to almost the
5 percent unemployment level by the end of 1978. But I am pleased
to hear that and hope that he will be right.

In any case, the gradual return to full employment, even under the
best of circumstances, would take more than 2 years, and not only
should we utilize this interval to look at the special problems, the
structural problems, but we should also be aware that the early call
is for more planning and study than we have done in the past.

I do not think that the experience of the Great Depression with
the special employment programs of that period is likely to be particu-
larly useful and relevant, manly because the unemployment problem
at that time was a very different one. First, it was much more massive
to begin with. Second, it involved mostly people who had been in the
labor force who had had normal work experiences, and for whom we
had to create jobs in order to put them to work in any kind of produc-
tive work. By contrast our current uneniployment problem includes
important structural elements. For example, some of the structural
problems in the labor force involve inner-city teenagers which you
mentioned specifically. We find that a good many of them never had
any consistent work experience. Many of them have never held a job
for longer than half a year at a time. Hence there is the problem of
integrating them into the normal labor force and the normal work
experience. This cannot be done simply by providing a paycheck, the
problem, I am afraid, is a far more serious one. Therefore, I would
like to see us attack this structural unemployment problem and
experiment with innovative programs while we stimulate in order
to get aggregate unemployment down. Let's not wait with such ex-
periments and simply stimulate until we are down to the structural
problem before we phase in such structural programs.

The wage subsidy idea which Ned Gramlich mentioned, the idea of
trying to rely on the private sector, has considerable merit and de-
serves experimentation, because it is far less expensive to the Federal
Government than putting these persons to work in public employment
jobs. Moreover, there is the advantage that the private sector, even
with the subsidy, is reluctant to hire employees unless there is a mean-
ingful job there, or unless the trainees are likely to become productive
in the normal sense of our labor force and our job opportunities. And
I think the problem of absorbing these persons into the normal labor
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force would suggest that this is the kind of training and these are the
kinds of jobs we ultimately should evolve for them, rather than seg-
regating them in public service jobs.

If we do have special public employment, if we develop some kind
of dead-end jobs or quasi-jobs for second-class citizens. At least these
jobs and workers may be viewed in this way, particularly if such
programs continue in a relatively prosperous economy. We may create
another kind of quasi-welfare program. I think in designing employ-
ment programs we should shy away from this approach.

Representative BOLLING. I certainly agree with that. I wouldn't
want to leave the impression that I didn't believe that we had to have
a broad gage stimulus to get the economy back to a reasonable level
of unemployment.

But I feel very strongly that while we have made some improve-
ment in our attempt to attack the problems of structural employment,
we have been remarkably late in our approach, mainly on the Hill, in
Congress. I can remember the early power training program, when
we forgot the fact that in order to be trained a person had to be able
to read and write. And we haven't done really a brilliant job. I think
in the past our efforts were somewhat better.

But in this whole discussion, we are talking about a stimulus in
which the biggest program suggested has been $30 billion, which is
less, I think, than equivalent to the tax stimulation of the 1964-65
period. That was, I understand, somewhere in the range of $14 billion
to $15 billion, so you have to have $35 billion to $40 billion, if I am
correctly informed, to achieve the same degree of general stimulation
in this economy.

So, although I am very conscious and worried about the peculiarities
of the current inflation, if that is what they are, I am not at all sure
that we shouldn't be thinking in larger terms, and perhaps trying to
devise newer techniques for dealing with certain aspects of inflation.
I have been here long enough to have gone through the phase of the
attempt to control wages and prices in the OPS, both in the legislative
phase and in the actual administrative phase. And I was never particu-
larly thrilled by our success. But there has been a lot of thought and
a lot of discussion. I don't know whether this is the right way to say
it, but it might be possible to do a more effective kind of job of dealing
with inflation with a less blunt and detailed set of instruments. I would
like you to comment on that aspect. Is it conceivable that we could have
more stimulus, more general stimulus, at the same time as we begin to
devise the ongoing programs that would lead to hope among the young,
particularly in the inner cities, so that they would have a period of
training and education and work for pay that might then lead into
the regular labor market, with a system, perhaps, of tax subsidies for
employment? In other words, take everything and try to time it so
that you have a rational approach to the next 4 or 5 or 10 years. I am
not suggesting that we could be accurate in our predictions. But is
there any reason why we shouldn't be thinking in terms as integrated
as that or as complex as that ?

Mr. KAROHERE. Do you want me to start, sir?
Representative BOLLING. Sure.
Mr. KARCHERE. I think we have a view of the American economy

that goes back over the past 5 years that is imprinted in our memory.
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And the record over the past 5 years has been abysmal. There have
been two recessions, and the worst inflation in 30 years. As a con-
sequence, we tend to forget that we really went through a 10-year
period of expansion, from 1961 on. The first 5 years of that expansion
were basically noninflationary. We forget that. And I am really sug-
gesting to you that where we are now is about where we were in 1962.

As a matter of fact, we are better off in terms of having a cushion for
a noninflationary expansion. We have more unemployment, and as
deplorable as it is, we are not going to be bumping up against scarcities
in the labor supply. We have at least as much excess plant capacity.
So it seems to me that we view the world with unnecessary alarm.

I think that it is not difficult to have reasonably successful economic
policy when there is a cushion of unused resources. It is very hard to
keep the economy on an even keel when there is full employment and
no excess capacity. But we don't have that problem. We have a prob-
lem where we have ample excess capacity, we have a problem where,
in terms of the argument I made earlier, the private sector of the
economy has a tendency to run down, not to develop a kind of huge
upward movement that is going to run us into an excess demand kind
of inflation. So the problem of economic policy over this period is
to kick the economy along to a decent growth path. And I guess I
feel reasonably confident that we can do that without developing a
great deal of inflation.

Now, to get back to the unemployment problem, it would seem to
me that this general program that you have just suggested, getting
the economy going, providing jobs and education, and then hope-
fully having a labor market which would support the graduates of
that program in jobs which they were proud to have, that, it seems to
me, is a very reasonable and sensible approach.

Representative BOLLING. Before I leave you and go on, what about
the business of exploring the techniques-I don't know how to say
this-of dealing with inflation in a less than across the board ap-
proach? What we have done, for a variety of reasons, most of which
are political, is some experimentation, and then backed away and
done a lot of talking. Then for reasons that are wholly political, the
whole thing disappeared from the conversation, at least at the political
level. It seems to me that we need some experimentation in terms of
technique.

Mr. KARCHERE. It seems to me that managing noninflationary
growth when we were very close to full employment and very close
to full capacity is something that we, or any of the other industrial
countries, except some of the small ones, have really learned very
much about.

Representative BOLLTNG. Don't you think we ought to try pretty
hard to not get in a lot of trouble when we hopefully get to the

Mr. KARCHERE. I agree with you.
Representative BOLLING. But you don't know how to do it anymore

than I do, do you?
Mr. KAnCHER3E. No; I don't.
Representative BOLLING. Mr. Gramlich.
Mr. GRAMLICH. You haven't heard much disagreement this morning,

so I will throw the first stone here.
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A lot of what Mr. Karchere just said I could agree with. It is true
that we have lots of slack in both the labor and product markets,
and there is a way to go before I think most of us would stay awake
nights thinking about inflation. However, I think that it is impossible
to put inflation aside after what we just have been through. There are
a number of things I think are different about the present situation
than was true in the 1960's. And all of them point in the wrong
direction. The first is that we have unfortunately had a fairly long
period of rapid inflation. And so inflationary expectations aren't
what they used to be. They used to be basically not much of the prob-
lem. But now at the first outbreak of new inflation it is liable to
become a very serious problem, simply because we have been there
once.

The second thing is that the United States is now much more at
the mercy of movements in international economic forces than we
ever were before. For one thing, we have flexible exchange rates, which
I am in favor of. But that means that it becomes more difficult to con-
trol our own inflation rate. And we all know about the oil problem.
And as far as I can tell, this is nothing to prevent OPEC from putting
us through the ringer again.

,So for those reasons I think that is really impossible to think only
about the unemployment problem. If we don't solve the inflation
problem, we are just never going to have a very good and satisfactory
solution to the unemployment problem.

Now, I think there are ways of doing that. And I agree that since
we have got new problems, it is time to think about new solutions.
There are some things that have been suggested about making payroll
tax cuts in exchange for responsible wage behavior, and I think it
might even be time to take another look at some sort of modest form
of-I hate to say the word-but guideposts or price and wage con-
trols. But I do think that we do have to recognize that we are in a
different world now, and despite the fact that there is lots of unem-
ployment around, you can't just forget about inflation and believe it
won't be there, because it just might. And then we would be in
trouble.

Representative BOLLING. Thank you.
Mr. Levy, do you want to comment?
Mr. LEVY. Well, I am glad to find an opportunity to disagree, since

we have all been agreeing so much.
I would like to disagree with a number of points Mr. Karchere

made. The comparison with the 1960's is a useful one, but, as I indi-
cated in my prepared statement, we are in a much different environ-
ment at present. Let us not only remember that we have good growth
and reductions in unemployment during the first half of the 1960's,
let's also remember that we had price stability. We started the Viet-
nam inflation period in 1965 with inflation rates that were in the
1 to 2 percent range.

We have come down recently from double-digit inflation, and all of
us are very happy at present that we are in the 5 to 6 percent infla-
tion range. But in 1965 if you had talked about 5 to 6 percent inflation,
people would have asked whether the country can survive that level
of inflation. So our starting point is what in 1965 would have been
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considered a disasterous inflation rate. Therefore, even though we
have some headroom in terms of underutilized capacity, even though
we have a lot of slack in the labor force, the inflationary specter is
still with us, as Ned Gramlich has pointed out. Moreover, we probably
suffer from a great deal more inflation at present than we can live
with. Also, we have no experience as to whether our economy can
stabilize for any length of time at 5 to 6 percent inflation without
having inflation accelerate again.

We have also noticed-some studies have found-that in the United
States inflation seemed to have a depressing effect on real output and
growth. The American consumer, in contrast to many European con-
sumers, does not rush out and go on a buying spree when he feels that
his purchasing power is being eroded by inflation. The American con-
sumer becomes very anxious, very fearful, and tends to hold back on
spending. Business does not rush out and invest in a highly inflation-
ary environment. I think part of the recent sluggishness of our econ-
omy is related to the fear that inflation might take off again. I think
therefore, that there has to be much mnore concern about inflation at
present than during the 1960's.

I want to look now at this $30 billion stimulation mentioned by Mr.
Karchere, $30 billion to $40 billion annual stimulation gives you about
a $7.5 to $10 billion quarterly. on the average. As I looked at my figures
of fiscal thrust $7 billion to $10 billion quarterly would be equivalent
to about a half a percent of GNP in extra simulation each quarter. This
would raise my estimates of fiscal thrust from about half a percent of
GNP per quarter to about 1 percent per quarter. This degree of stimu-
lation would probably compare favorably with the 1964-65 experi-
ence, if you adhere to it for a year or more. The highest levels of
stimulation which were mentioned by Mr. Karchere-$30 billion in
terms of tax cuts combined with extra spending programs-would
probably make the budget as expansionary, relative to the present
size of the economy, as it was in the midsixties.

But let us also not forget that Mr. Karchere was tracking his sim-
ulations roughly along path 3 of the current services budget for fis-
cal 1978. His simulation, if I recall correctly what he said, would add
about $20 billion to the budget deficit. Path 3 of the current services
budget projects a $56 billion deficit in fiscal 1978. Add $20 billion to
this and you are talking in terms of a $76 billion deficit. I hate to think
of a deficit in 1978 of $76 billion when Congress may be deliberating
whether to phase in an important new program such as, say, national
health insurance, or some other programs that have a high priority,
in the thinking of many persons.

Over the past year we have seen that Congress is sensitive to large
deficits, that the voter is sensitive to them. And when deficits reach
such an order of magnitude, the economy drive dominates the public
sector and it becomes vertually impossible to introduce major new
initiatives. From this point of view, our leeway for short-term stimu-
lation seems to be far less-taking into account the interaction of eco-
nomic and political forces-than has been indicated in some of our
discussions.

This is exactly where the conflict between short-term and longer
term policy targets come in which was mentioned earlier. This is ex-
actly the reason why, in designing stimulation, we should also keep
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longer term trajectories of the public sector in mind, why we should
interphase tax cuts with tax reform, and general stimulation with
structural employment programs. This way we don't need additional
dollars for each purpose and component, but that some of these dol-
lars will do double and triple duty.

Representative BOLLING. Thank you.
Mr. Brown.
Representative BROWN of Michigan. Thank you, Mr. Chairman.
I think it is wonderful to discuss these things in kind of a "macro-

way" instead of a "microway."
Let me just report a couple of experiences that happened to me in

the last 2 or 3 weeks. A county engineer in on of the counties in my
district, who is kind of a general superintendent over all public works
projects, said that the funds that are presently pretty much assured
to that college, under the public works bill, the EDA program, and
all other programs presently pending, are of such a magnitude there
probably aren't the tradesmen to perform the work under the kind
of time schedule that is required by the legislation.

I had coffee with a welder who didn't have a job temporarily in that
area. He would have had to drive 40 or 50 miles to be able to find
work. He would be getting his full scale, of course, but he figured out
that would take him an hour and a half drive both ways. And he fig-
ured that to get in an 8 hour day he would have to be spending 11 or
12 hours. With the unemployment compensation that he was getting
he just couldn't see that it was worth while. He knew his position was
going to be temporary, because his unemployment comp would last
until the middle of January or February, and by that time there
would be jobs close to home. So it just wasn't worth while for him to
go out and do it.

To digress a little further, the chairman regularly, and quite
rightly, I think, has emphasized our concern about the really high
unemployment areas of teenagers, minorities, et cetera. It seems to me
that we have got to have specific programs if we are going to add
stimulati n, so that we just don't add stimulus willy-nilly. The kind
of stimulus that is going into this one county, is going to be stimulus
that is not going to be cost effective in the end, I believe, because it
is going to dry up the demand for tradesmen. It is not going to be
as cost effective as if it were funding that could be fully utilized with-
out putting an excess demand in the market later.

So the unemployment compensation arrangements stop this one
tradesman that I was telling you about from going to a job 40 miles
away. When I was working on construction, I used to drive 60 miles
morning and night. So if all of the things you are talking about don't
do something to help the minorities and the teenagers, that have high
unemployment, we are still going to have bad unemployment.

Aren't we looking at this too much in the way of figures, and not
looking at the institutional problems within our employment?

Mr. GRAMLICH. Could I try to comment on that?
I am going to make a little bit of an apology for macroeconomics.

And I make it because I believe it. The first thing is, you are always
going to find stories, no matter how high

Representative BROWN of Michigan. I don't think these are isolated
incidents.
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Mr. GRAMLICH. It is a big country, and you always will be able to
find a lot of pockets in the labor market where firms can't get labor,
can't get the right type of labor, and so forth. Nobody denies that.
And nobody denies that right now there aren't some pockets of tight
unemployment. That would be another reason which I didn't mention
why it would be worth thinking about inflationary pressures, even
though general unemployment is high.

The second point you made was about unemployment insurance.
And there is no question that our whole view of unemployment has
to be different now that we have a fairly comprehensive unemploy-
ment insurance program, as contrasted with the old days in the thir-
ties when we didn't. On the other hand, I don't know what to do about
that. I don't think that I would want to strip away unemployment in-
surance. I think, for example, that there is nothing wrong with a sys-
tem that allows people to take awhile and find a job that they like.
I don't really believe in the forced shotgun marriage approach to
labor markets. I think that if we have unenmployment insurance we
may have to reinterpret the statistics but I think it is a good thing to
have.

The third thing I would like to say is that basically I think you
are suggesting the kinds of things we are, too. I think all of us are
maybe a little more for general stimulation than you are. The reason
for that is, as it has been shown, that if you have general stimulation
of the economy, that that really opens up the labor market all along,
and people get promoted into better jobs, and that sort of thing. Those
benefits of full employment should not be dismissed. And we ought to
keep striving for them. But at the same time, it is clear that there are
a lot of structural balances in the labor market. And that is really why
some of us are recommending programs to try to get at that problem.

Mr. KARCHERE. I should like to say something about this general
problem, if I may.

I know when one looks at the unemployment rate, the rates for
minorities, particularly the black young people, you will find it just
horrible. And we have a tendency as a consequence to think that that
is where the unemployment problem is. And it really isn't. The bulk
of the unemployed are men in the prime of their life who are willing
to work.

I went through a list of these unemployment rates for men over 20.
For experienced workers and similar categories which indicates the
unemployed are those people who are able and willing to work. The
unemployment rates for those groups as compared to the previous
cyclical peak have doubled. And the rates for the smaller groups,
which have very high rates, have not doubled. The bulk of the labor
force are essentially experienced workers. And that is where the un-
employment is. We have horror stories of 40 percent rates for black
young people, and they are horror stories. And we tend to focus on
that. But, really, our problem is that we have too much unemployed
for everybody, and the people who are out of work are a fair repre-
sentation of the labor force. And sinee the bulk of the labor force really
are men, the bulk of the unemployed are men. And it seems to me that
at a rate of unemployment close to 8 percent, we have something that
really is close to a national disgrace. So it seems to me the focus of
policy really has to be to get that down.
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Now, I agree with you that unemployment compensation can be
abused. And it would be nice to find an unemployment compensation
scheme that was abuse free. And perhaps one can be designed. But
I don't think the fact that there are 'people who abuse the unemploy-
ment compensation scheme is a reason to think that we really don't
have a serious unemployment problem.

Representative BROWN of Michigan. I don't consider this fellow
abusing it, he is just doing the thing that is more economical for him.
He is utilizing that which is available. But you see, when you tie those
two things together, here is a fellow who has a job 40 miles away, and
you have a county with jobs begging, you get the full force of the
problem. Because the unemployment program is such that it doesn't
provide an incentive for him to go and get that job, he is an unem-
ployed person 40 miles from a job going begging.

Mr. KARCHERE. I understand.
Representative BROWN of Michigan. I listened to your figure about

the bulk of where the unemployment is. As I recall, the last time we
had the unemployment figures, white male adults I think were some-
thing like 4.1 percent. And if you take the temporary noncyclical
unemployment which Mr. Shiskin runs from two percent up to 3.8
percent, that is, the unemployment that is unrelated to economic cycles.
An example is the unemployment that exists because a fellow just
decides he wants to change jobs and wants to improve himself, so he
is temporarily unemployed. And that percentage is always there in
our unemployment.

Don't you think that our attention to the figure is a little overboard?
Mr. KARCHERE. You can look at a lot of figures. The figure that I

think would be forth looking at is the unemployment rate for ex-
perienced workers. And that is over 7 percent. There are a whole series
of these things that one can look at. I just don't think, by parceling
out that 8 percent unemployment rate, that you can really come up
with a conclusion that we don't have a very serious problem. I think
we do have a very serious problem, almost any way you can cut it.

Mr. LEvy. May I just add a comment on this.
I think if you adjust the unemployment rate at present to account

for the fact that we do have more women and more teenagers in the
labor force these have higher unemployment rates than the prime male
labor force, traditionally and for a variety of reasons-after that
adjustment for comparability with the 1960's, I think the unemploy-
ment rate would still be at present in the 6.75 to 7 percent range. I
don't think it would be any lower than 6.25 percent even after the
most generous downward adjustment for comparability to the mid-
1960's in terms of shifting the labor force composition. Thinking back
to the period of the 1960's such an adjusted unemployment rate of
6.75 to 7 percent at that time would clearly have been considered exces-
sively high. Therefore, apart from the structural unemployment prob-
lem, there is clearly a great deal of room for more rapid economic
growth as a means for absorbing those who are unemployed and com-
prise part of the prime labor force.

This does not of course eliminate the need for structurally targeted
employment programs. But I would also like to point out that while a
more structural attack on our unemployment problem probably is
necessary and important in the longer run, it is easier to inflate aggre-
gate demands than to design good structural programs.
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I have read, with interest that some Governors seem to favor supple-
mental revenue sharing based on unemployment rates, so that States
and regions suffering from very high unemployment receive a larger
share. Given the regional differences as well as structural differences
in unemployment, this approach would appear to merit serious review
and consideration. But the moment you get into structural or regional
employment programs, one is bound to look at the regions, the States,
and the communities that are likely to benefit. At that point, as we all
know, the political aspects become much more intricate.

In conclusion, there is great need for a more detailed structural
approach, but it is difficult to design viable programs along these lines.

Representative BROWN of Michigan. Let me suggest, it is easy to
design them, but it is very hard to get any benefit out of them.

I had a pure countercyclical job program that didn't get much
support because there were many areas that were below the triggering
device. But at the same time these same people will make political
decisions to pay unemployment compensation to those same areas,
where it is grossly disproportionate to other areas where there is not
as much unemployment. It is awfully hard for me to understand that
incongruity. They are willing to allocate unemployment compensation
dollars on a regional basis, but not job dollars.

Mr. LEVY. Sometimes I am glad that I am an economist and not a
political scientist.

Representative BROWN of Michigan. If you attempted to do some-
thing, as the chairman has suggested many times, and I concur with
him, in attempting to help the teenager along in pursuit of the hope
that he can work into the work force, what would you suggest? You
talked about maybe a wage subsidy, a wage training subsidy. But, how
do you implement this program?

Mr. Gramlich.
Mr. GRAMILICH. I have to confess I am ignorant on just how you

would design a wage subsidy. One thing I did want to say to an earlier
question, which is right in this area, is that in fact there is a very sim-
ple way, that wouldn't use any budgetary dollars, to stimulate teenage
employment. It is something that a lot of economists have talked about
for a long time, something that never gets anywhere politically. But
it is introducing a youth differential in the minimum wage. I have
just completed a research project on that. And I do find that for teen-
agers, minimum wages have detrimental effects. There may be some
important social reason for them, but it is really hard to find it, be-
cause on the one hand teenagers themselves seem to be worse off in
having reduced probability of full-time job employment that appears
to more than overbalance the higher wages they get. And the second
thing is that the income distribution consequences of wage subsidy
programs for teenagers are entirely different than they are for adults,
and essentially not favorable. In any case that is one good way of
stimulating employment-which will raise the hackles of the unions,
but if we are going to think seriously about the problem, that is one
thing that ought to be considered. That would be relatively easy,
because you don't need any bureaucracy or anything like that.

Representative BROWN of Michigan. Why should an employer be
required to pay a wage which is not reflective of the productivity of
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the person involved and the hours involved. Because the nation in a
general social consciousness decides that there should be a decent
hourly wage? If there is a general social consciousness that says that
a person should receive a decent wage, should not the employer be
required to pay the portion of that wage which reflects productivity in
his particular industry, and the Government make up the difference
between that wage and the wage that we have decided is a decent
wage?

Mr. GRAMLICH. That is the general rationale for either one of these
programs.

Representative BROwN of Michigan. Differentials don't do it, be-
cause a differential still requires the employer to pay the wage even if
there isn't productivity.

Mr. GRAMLIcH. What I am talking about is having the lower mini-
mum wage for the teenagers.

Representative BROWN of Michigan. I understand.
Mr. GRAMLIrcH. The employer may still have to pay too much in your

view, but exactly where we put the teenage minimum wage is some-
thing we can argue about.

Representative BROWN of Michigan. Let me ask you this. We have~
of course the investment tax credit. As I recall, the investment tax
credit is paid for plant expansion, equipment modernization and
everything else, irrespective of whether or not that capital expendi-
ture is job producing or job eliminating. Am I not correct?

Mr. GRAMLICH. Yes.
Representative BROWN of Michigan. Why shouldn't the investment

tax credit only be applied to those kinds of capital improvements
which are job producing when we have the unemployment structure
and the problem that we have today? If you were going to purchase
a machine that will replace two people, really is it in the national
interest that there should be a tax credit for it?

Mr. GRAMLICH. I guess I would-
Representative BROWN of Michigan. I am just being the devil's

advocate. /
Mr. GRAMLICH. An investment tax credit for employment is kind

of a double edged sword. On the one hand, it may stimulate some sub-
stitution away from employment and in favor of capital. But on the
other hand, it will stimulate economy. And usually, if you look histori-
cally, usually an investment tax credit is imposed in periods when the
economy is lagging. And there is no question in my mind that the
employment stimulus of that in getting the economy back toward full
employment far outweighs the substitution effort. But with an em-
ployment credit, on the other hand, you have both going in your favor.
And I certainly don't want to say that the investment credit is better.
I would prefer an employment credit to an investment credit.

Representative BROWN of Michigan. Does anyone else have a
comment?

Mr. KARCHERE. I have a view on that. We focus on the problem of
unemployment and providing jobs. And it seems to me that when you
look at the problem that way you put the cart before the horse. Our
problem is the problem of stimulating demand. If you stimulate de-
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to hire more people. And so it is extremely difficult, it seems to me,
to basically provide legislation on the employment side, and it seems
to me also that in large measure, except for isolated structural prob-
lems, it is unnecessary, that the way to get more employment is to get
more production, and the way to get more production is to get the
economy moving. And then some of these problems that we have, that
we really can't deal with when we have an 8-percent unemployment
rate, some of these unemployment problems go away all by themselves.
And eventually we are left with the real tough ones. And it seems to
me that we ought to use this time as we are getting the economy
moving to do the work that will enable us to handle the tough prob-
lems. But the clear priority in my mind really is to get the bulk of the
people who are out of work, at work. And the way you do that is to
get the economy moving, get the demand for goods and services up.

Representative BOLLING. Gentlemen, we are very grateful to you.
I think it has been a very useful hearing. And unless some of you
have a further comment you would like to volunteer, I propose to
adjourn the committee for probably 15 minutes. We will reconvene at
11:30 with a different subject, our monthly discussion of the employ-
ment situation. We thank you very much.

The committee stands adjourned.
[Whereupon, at 11:15 a.m., the committee adjourned, subject to the

call of the Chair.]
[The following information was subsequently supplied for the

record:]

RESPONSE OF EDWARD M. GRAMLIcH TO ADDITIONAL WRITTEN QUESTIOBNS POSED By
SENATOR TAFT

Question 1. Mr. Gramlich, in your prepared statement, you mention the effect of
inflation on the tax rate structure as a major cause of the last recession. Treasury
says that current rates of inflation are pushing people into higher brackets by $5
billion in extra real tax burden each year, and Congress failed to offset this for
three years before the last recession.

Since we have had a full year of inflation, higher wages, and increased with-
holding taxes since the tax cut of 1975, is it not likely that this same inflation
impact is partly responsible for the current economic pause?

Do you favor indexing the personal income tax to adjust automatically for
inflation to avoid this danger of periodic recessions, assuming that Congress does
not learn to adjust the rates annually itself? We would still be free to set the
overall level higher or lower should new programs or policies be agreed upon.

Answer. I think the $5 billion inflation-induced increase in real income tax
payments is clearly one of the causes of the current pause, though probably
of less importance than the mysterious slowdown in expenditure growth.

The question of explicit indexing is more difficult. I would favor various kinds
of measures to eliminate inflation-induced distortions in investment behavior-
current cost depreciation, taxation of only real interest earnings and deduction
of real interest costs, and the like. For rates in general, I don't feel strongly
but would be inclined to oppose indexing because I would like Congress to be
forced to reexamine the tax structure periodically and to have some revenue to
be "given back" as an inducement to eliminating many tax expenditures that
I feel are unwarranted.

Question 2. You suggest a temporary tax cut to stimulate the economy. Prof.
Friedman recently won the Nobel Prize in part for his work on consumer
responses to tax cuts. His "permanent income hypothesis" states that consumers
do not adjust their spending habits very much unless they perceive a permanent
change in their income. A permanent tax cut is largely spent. A temporary tax cut
is largely saved. Since our main concern right now is for a quick improvement in
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economic activity, shouldn't we favor a peramnent tax cut? A permanent tax cut
would not have to be as large as a temporary one to have the same impact, and
we could offer further cuts next year as an inducement to tax reform.

Answer. A permanent cut would indeed be more effective per dollar than a
temporary cut, for the reason you suggest. Yet a temporary cut can still have a
strong impact on the economy for two reasons:

(a) Much of what Friedman would define as saving is really expenditure
on consumer durables, which would stimulate employment;

(b) I think consumers will probably assume, rightly, that a temporary
cut will be extended and therefore is, in effect, a permanent cut. I would
thus predict it to have effects on spending nearly as large as that of a
permanent cut. But at the same time the fear that the temporary cut will
lapse should spur Congress to eliminating some tax expenditures and raising
other revenues in the future. Total tax revenues would then be lower for a
time, and then back up; and the law would read as a temporary cut.

Question S. Since the cost of labor to the firm is inclusive of payroll and with-
holding taxes, and take home pay is exclusive of these taxes, doesn't any kind of
payroll or income tax increase drive up labor costs, or reduce take home pay?
Doesn't this have a directly adverse effect on employment?

Answer. I think you could probably argue that all taxes really imposed on the
employee (income taxes and the employee contribution) are paid by that em-
ployee and don't affect the firm much one way or the other (apart from their
impact on overall aggregate demand). The employer contribution does indeed
raise the price of all labor and is probably passed through to product prices. I
would expect the main impact to be on price levels, not on employment.

Question 4. You mention employment tax credits. If we have both investment
tax credits and labor tax credits, don't we in effect have a sort of corporate
income tax reduction on aditional output? Capital and labor are the two largest
factors of production used by corporations, aren't they? Would a cut in cor-
porate taxes, with perhaps the repeal of the investment tax credit, do more to
stimulate hiring?

Answer. If the employmant tax credits were general, as say a cut in the pay-
roll tax, they would indeed have the effects you say. I was talking about a
selective credit on hiring low wage or disadvantaged laborers. There would be
a price inducement for hiring capital (investing) and unskilled workers, but
against hiring skilled workers.

RESPONSE OF MICHAEL E. LEVY TO ADDITIONAL WRITTEN QUESTIONS POSED
BY SENATOR TAFT

Question 1. Mr. Levy, inflation is pushing taxpayers into higher brackets and
increasing their real tax burden by $5 billion a year, at current inflation rates,
according to the Treasury Department. How does your measure of "fiscal thrust"
record this effect, since it does not involve a Congressionally legislated change in
the tax rates?

Answer. You noted correctly, Senator Taft, that the additional tax revenue
generated by inflation does not represent a structure tax change. Therefore, it
is not a part of our measure of "fiscal thrust." Of course, this should not imply
that the extra tax bite does not exert a restraining influence on aggregate
demand, real growth and inflation. This inflation-induced extra tax revenue
represents a feedback from the economy into the budget just as, say, increased
unemployment compensation that is caused by a weak economy and higher un-
employment represents a feedback on the expenditure side. Economists usually
consider these feedbacks under the heading of "built-in stabilizers"; these are
not part of autonomous fiscal stimulation or restraint, but they affect the size
of the so-called Keynesian multiplier. Specifically, because of the larger tax
bite, autonomius fiscal stimulation of a given size (as measured by our "fiscal
thrust") may result in fewer rounds of subsequent spending and responding
in the private sector of the economy than if we had, for example, a proportionate
income tax with a single tax bracket and rate. The larger the tax bite of the
tax system, the smaller the "leverage" of autonomous fiscal stimulation.

Question 2. Mr. Levy, Mr. Gramlich mentioned the effect of inflation on the
progressive tax rate structure as a major cause of the last recession. We have
had 5 percent inflation since the tax cut of 1975. Can you provide an estimate
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of how much of the current pause in GNP is due to the $5 billion real tax
increase since 1975, and how much is due to the Federal spending shortfalls?

Answer. I don't think we know enough about the effects of inflation on our
economic system to answer your question. As I had mentioned earlier, the
American experience shows that inflation tends to act as a depressant on con-
sumer spending and business investment-and, therefore, on real economic
growth. This is independent of the tax effect which you have mentioned, but
our current research is not sufficiently sophisticated to separate out these two
effects. Moreover, inflation increases Federal revenue not only because it pushes
taxpayers into higher brackets; nominal corporate profits also get inflated and
result in higher corporate profits taxes. I have estimated that the inflation com-
ponent of the growth in GNP during the last five quarters since the 1975 tax
cut amounted to about $113 billion. This, in turn, has added roughly 825-$35
billion in extra revenues to the Federal government-compared with a situa-
tion of perfect price stability during this period. In this connection, it is, worth-
while to remember that the so-called built-in stabilizers of the Federal budget
provide a cushion to the private sector when the economy is sliding-but they
also slow down the space of the economic advance when the economy is recover-
ing and moving ahead.

O


