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TABLE D-2. EFFECT ON UNIFIED BUDGET DEFICITS OF POLICY CHANGES
SINCE 1981 (By fiscal year, in billions of dollars)

1982 1983 1984 1985 19286 1987 1988 1989 1990

Deficit {-) or Surplus
Under Policies in Effect
January 1, 1981 -106 -151 -95 -74 .64 42 .17 11 68

Legislative Changes

Tax reductions -41  -75 .99 -111 -130 -149 -162 -186 -228
Defense spending

increases -3 -16 -23 -35 .41 -B3 -85 -79 .95
Nondefense spending

cuts 40 48 50 38 63 69 73 82 88
Effect of legisla-

tive actionson

interest costs -21  -35 -50 -89 -93  -123

12
1
[+
'
—
=

Total changes -5 -45 -81 -129 .143 -183 -223 -276 -359

Deficit Under Policies
in Effect January1,
1985 -111  -195 -175 -203 -206 -2256 -240 -266 -290

MEMORANDA:

January 1981 Baseline

Deficit (-) or

Surplus b/ -30 18 76 138 209

Technical and Economic

Differences Between

Current Estimate of

Deficit Under 1981

Policies and 1981 :

Baseline 76 -168 -171 -212 -273

SOURCE: Congressional Budget Office,

a.  Lessthan 8500 million.
b. For 1981 baseline, see Congressional Budget Office, Baseline Budget Projections: Fiscal Years 1982-
1986 (July 1981).



TABLED-3. EFFECT ON REVENUES OF POLICY CHANGES SINCE 1981
(By fiscal year, in hillions of dollars)

1982 1983 1984 1985 1986 1987 1988 1989 1990

Revenues Under Policies
in Effect January1,

1981 659 676 765 846 919 1,004 1,096 1,191 1,316
Legislative Changes
Economic Recovery
Tax Act of 1981 -42 -93 -141 -169 -208 -244 -270 -299 -335
Tax Equity and Fiscal
Responsibility Act
of 1982 al 16 34 37 48 58 58 54 53
Surface Transporta-
tion Assistance Act
of 1982 -- 1 4 4 5 5 5 5 5
Social Security Amend-
ments of 1983 -- -- 6 9 9 11 23 29 21
Repeal of withholding
of tax from interest
and dividends -- g -3 -2 -2 -2 -2 -2 -2
Deficit Reduction '
Act of 1984 .- -- 1 9 16 22 24 26 30
Other 1 1 1 1 2 1 1 1 _af
Total changes -41  -75 -99 -111 -130 -149 -162 -186 -228

Revenues Under
Policies in Effect

January 1, 1985 618 601 666 735 788 855 934 1,005 1,088
MEMORANDA:

January 1981 Baseline

Revenues b/ 709 810 920 1,033 1,159

Technical and Economic

Differences Between

Current Estimate of

Revenues Under 1981

Policies and 1981

Baseline .50 -134 -155 -187 -240

SQURCE: Congressional Budget Office.

a.  Lessthan $500 million.
b.  For 1981 baseline, see Congressional Budget QOffice, Baseline Budget Projections: Fiscal Years 1982
1986 (July 1981).
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NOTES

Details in the text and tables of this report may not
add to totals because of rounding.

Recession periods referred to in the fext of this re-
port, or marked on the figures with vertical lines at
recession peaks ("P") and recession troughs ("T"), are
those identified by the National Bureau of Economic
Research,




PREFACE

The Congressional Budget Office (CBO) is required by Section 202(f) of the
Congressional Budget Act of 1974 to submit an annual report on budgetary options
to the Senate and House Committees on the Budget. This year, the report is in two
parts. This volume, Part I, presents projections of federal revenues and spending that
would occur if current laws and policies continued unchanged for the next five years.
It also examines the state of the economy and the economic outlook with these budget
policies, Part II, Reducing the Deficit: Spending and Revenue Options, presents a
number of broad strategies to reduce projected budget deficits and various specific
options for cutting outlays and increasing revenues. In accordance with CBO’s mandate
to provide objective and impartial analysis, these reports contain no recommendations.
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Stephen Porter, and Neil Fisher.
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SUMMARY

During 1984, the second year of recovery, inflation was moderate and eco-
nomic growth very rapid, though the pattern of growth was uneven. In the
first half of the year, the gross national product (GNP) grew at a near
record pace for peacetime, and unemployment rates dropped sharply. At
mid-year, however, GNP growth slowed much more sharply than anticipated.
At the end of 1984, economic activity picked up again, and most advance
indicators now seem to point to a continuation of moderate growth in 1985.
The Congressional Budget Office (CBQO) expects economic growth to average
more than 3 percent over the next two years and unemployment to decline
gradually, with only a fractional rise in inflation.

The most uncertain aspects of the short-run outlook relate to energy
prices, inventories, exchange rates, and interest rates. Some analysts ex-
pect that the price of imported oil will decline more sharply than projected
by CBO, a development that would have favorable effects on both inflation
and output. Others expect a temporary slowdown in output during 1985 in
response to excessive inventory accumulation. There is also a risk of higher
interest rates stemming from strong private and public credit demands. In
addition, if capital inflows should be reduced abruptly, because investment
prospects improve abroad, the exchange value of the dellar would likely fall
~and domestic interest rates would rise further, as federal borrowing draws
more heavily from domestic saving.

The uncertainty concerning the long-run outlock stems largely from
the federal budget deficit. CBO projects that the total federal deficit (in-
cluding off-budget outlays) will remain above 5 percent of GNP through
1990, if budget policies are not changed. The federal debt-to-GNP ratio will
rise from 37 percent in fiscal year 1984 to 50 percent in 1990. Historical
evidence provides little guidance for gauging the precise economic effects
of peacetime deficits of such magnitude and duration, but they clearly imply
adverse consequences for long-run standards of living.

CB(O’s economic projections through 1990, which underlie the budget
projections, assume that the growth of the economy matches the average
growth experienced in earlier postwar expansions. Of course, the economy’s
performance could exceed or fall short of the projections: if it did, the
budget deficits would turn out to be higher or lower than indicated. But it is
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exceedingly unlikely that the deficits will be eliminated or even reduced to
low levels as a result of rapid growth alone.

CBO’s latest budget estimates show a total budget deficit--including
off-budget spending--of $214 billion this fiscal year, rising to $296 billion by
1990, if budget policies are not changed. Revenues are projected to rise
ahout 10 percent this year, te $735 billion, and te continue rising slightly
faster than GNP through most of the decade. (Revenues werz 18.6 percent
of GNP in 1984 and are projected to be 19.1 percent this year, rising to 19.4

SUMMARY TABLE 1. UNDERLYING ECONOMIC ASSUMPTIONS AND
BASELINE BUDGET PROJECTIONS

Actual
1984 1985 1986 1987 1988 1989 1990

Economic Assumptions (By calendar year)

Real GNP,

percent change 6.8 3.6 3.2 3.3 3.4 3.4 3.4
GNP Deflator,

percent change 3.7 3.6 4.6 4.4 4.2 4.2 4.2
Civilian Unemploy-

ment Rate 7.5 7.1 6.9 6.7 6.6 6.4 6.2
3-Month Treasury

Bill Rate 9.5 8.3 8.7 8.2 8.2 8.2 8.2

Budget Projections (By fiscal year, in billions of dollars)

Revenues 667 735 788 855 934 1,005 1,088
Total Outlays a/ 852 949 b/ 1,003 1,088 1,183 1,276 1,384
Total Deficit 185 214 215 233 249 272 296

Percent of GNP 5.2 5.6 5.2 5.2 5.1 5.2 5.3

SOURCE: Congressional Budget Office,
a. Includes spending by off-budget entities, primarily by the Federal Financing Bank.

b. Includes $13 billion arising from one-time HUD purchases of federally guaranteed notes
issued by local public housing authorities.
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percent in 1990.) Total outlays--including off-budget spending--will be
about $950 billion this year and will rise to $1,384 billion by 1990. In the
1985-1990 period, federal spending will fluctuate in a narrow range bhetween
24.1 percent and 24.7 percent of GNP, close to the 1983 postwar record (see
Summary Figure 1). Spending for defense and interest on the debt will rise
rapidly relative to GNP during the projection period, while entitlements and
nondefense discretionary spending will grow more slowly than GNP, given
present budget policies.

RECENT ECONOMIC DEVELOPMENTS

The economy grew at a rapid 5.6 percent rate during the four quarters of
1984, only slightly less than in the first year of the recovery. But after
expanding at an 8.6 percent average annual rate during the first half of the
year, real GNP growth slowed more than anticipated to a 2.7 percent aver-
age annual rate in the second half of the year. Output for the calendar
year was 6.8 percent above that of 1983 (see Summary Table 2). The unem-
ployment rate declined a full percentage point in the first half of the
year, but much less thereafter. The inflation rate was about 4 percent
over the four quarters of 1984, similar to the previous year. Many factors
contributed to the favorable price behavior. First, the continued rise of the
dollar in international exchange markets reduced the price of imports and
discouraged price increases for a range of domestically produced goods.

Summary Figure 1.
Revenues and Total Qutlays
26
28 |— Outlays IS ==
E, 2 Doficit 7]
-
E 20— / s .
18 Revenue ]
16 I I B | I S I PR R N N T U R I 1 1 |
1965 1970 1875 1980 1985 19%
Fiscal Years

SOURCE: Congressional Budget Office.
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SUMMARY TABLE 2, RECENT ECONOMIC INDICATORS (Percent change from
previous period at seasonally adjusted annual rates, unless
otherwise noted)

1984
QB AT

1982 1983 1984 Q1

|

Real GNP 2.1 3.7 6.8 10.1 7.1 1.6 3.9
Final sales -0.7 3.2 5.0 3.6 10.3 -1.6 8.3
Consumption 1.4 4.8 5.3 4.6 7.9 ¢.7 3.9
Business fixed investment -4.7 2.5 26.0 20.6 21.3 13.7 11.1
Residential investment -15.0 41.7 12.4 21.3 1.2 -4.6 -1.7
Government purchases 2.0 -0.3 3.5 1.0 18.8 5.4 6.6

Inventory Change

(billions of 1972 dollars) -10.4 3.6 24.2 31.6 20.3 30.6 14.2

Net Exports (hillions of

1972 dollars) 28.7 12.6 -15.5 -8.3 -11.4 -27.0 -15.2

Industrial Production -8.2 8.5 10.7 11.5 8.5 6.3 -0.7

Capacity Utilization (percent) 72.1 5.3 81.8 80.5 B1.7 82.4 81.7

Payroll Employment

{millions) 89.6 90.1 94.1 92.8 93.8 94.6 95.5

Civilian Unemployment Rate

(percent) 9.7 9.6 7.5 7.9 7.5 7.5 7.2

Inflation Rate
CPI-U 6.2 3.2 4.2 5.0 3.7 3.5 3.9
GNP deflator (fixed weight) 6.4 4.2 4.2 5.0 4.3 4.0 3.6

Productivity a/ 0.1 3.5 31 2.9 5.5 -1.1 1.7

Interest Rates (percent)

Treasury bill rate 10.6 8.6 9.5 9.2 9.8 10.3 8.8
Corporate AAA bond rate 13.8 12.0 12.7 12.3 13.2 13.0 12.4

SOURCE: Compiled by the Congressional Budget Office, using data from U.5. Department of Commerce,
Bureau of Economic Analysis; U.S. Department of Labor, Bureau of Labor Statistics; Federal
Reserve Board; Moody's Investors’ Services.

a,  Output per worker hour, nonfarm business sector.
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Second, commodity prices were soft, reflecting weak worldwide demands.
Third, U.S. production costs were held down by very moderate gains in real
wages and by rapid productivity growth, relative to the experience of the
1970s and early 1980s.

In 1984, business fixed investment was particularly strong, rising much
faster than in the first year of recovery. Defense purchases alsoc made a
significant contribution to GNP growth last year. Residential construction
was strong early in the year but declined in the last two quarters. Consumer
spending was strong early in the year, weakened in the third quarter, and
rebounded at year-end.

The flagging trade sector was a severe drag on the economy through-
out 1984. Many export and import-competing industries remained depressed
even after two years of economic expansion, because the high value of the
dollar in foreign exchange markets made it very difficult for them to com-
pete. As explained in earlier CBO reports, the high dollar and the "crowding
out” of net exports were very probably related in part to the large federal
deficit; the deficit increased pressures on U.S. capital markets and was at
least partially responsible for the record international capital inflows. 2/

Economic growth fell abruptly in the third quarter of last year in the
wake of tight credit conditions. Both short- and long-term interest rates
rose in the first half of the year, largely because of very strong business
credit demands combined with heavy federal borrowing, The well-publicized
problems of such financial institutions as Continental Illinois and Financial
Corporation of America may have added to the risk premium that is incor-
porated in interest rates.

With final sales falling in response to tight credit conditions, business
firms cut back orders and production in the third quarter to prevent inven-
tories from becoming excessive. Retailers were particularly concerned
about nondurable inventories; sales promotions during the Christmas season
were reported to be exceptionally frequent, and as a result consumer spend-
ing responded with a sharp gain at year-end.

Conditions now appear to be set for an economic expansion sufficient
to allow further declines in unemployment rates.

o Interest rates declined sharply in the last few months of 1984 in
response to weaker private credit demands and to Federal

2. See Congressional Budget Office, The Economic Outlook (February 1984), pp. 79-95.
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Reserve attempts to promote easier credit conditions. These re-
duced interest rates are expected to have a beneficial effect on
housing activity and consumer spending this spring.

Growth in personal income was strong in 1984, providing support
for further gains in consumer spending.

Strong business profits should boost spending on capital goods.
According to the most recent investment survey, businesses are
planning to increase real capital spending by 6.8 percent in 1985.

While inventories may still be excessive in some sectors, the over-
all inventory-to-sales ratio is not exceptionally high, suggesting
that inventories are not likely to be a pervasive barrier to faster
growth in output in the months ahead.

THE ECONOMIC OUTLOOK

As in the past, the first two years of CBO’s baseline economic projections
are "conditional” forecasts, based on specific policy assumptions. The out-
year projections are noncyclical trends, hased on average historical growth
rates that may or may not be consistent with present budget policies.

The Short-Run Forecast
The baseline forecast for 1985 and 1986 incorporates the following policy
assumptions:

o Federal budget policies now in place are assumed to be un-

changed. 'Total outlays--including off-budget spending--are ex-
pected to be $949 billion in fiscal year 1985 and $1,003 billion in
fiscal year 1986, while revenues are expected to total $735 billion
and $788 billion in these two years.

The growth in the money aggregate M1 is assumed to be 5.5 per-
cent from the end of 1984 to the end of 1985, the midpoint of the
tentative target range anrnounced by the Federal Reserve last
July. Growth of M1 is assumed to be 5.0 percent during 1986,

In addition to these policies, the forecast is conditional upon the following
price assumptions;
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o The average value of the dollar in international exchange markets
in 1985 is assumed to be about the same as in the previous year,
This requires a modest decline in the first half of 1985, reversing

the rise in the second half of 1984,

o The average price of imported oil (refiners’ acquisition cost) is
assumed to decline from about $29 per barrel in 1984 to about

$27.50 per barrel in 1985 and 1986.

o Retail food prices are assumed to rise slightly less this year than

in 1984 because of plentiful crops.

On the basis of these assumptions, real growth is now forecast to be
3.4 percent over the four quarters of 1985 and slightly less in 1986 (see
Summary Table 3). The unemployment rate is expected to decline very
gradually to 6.9 percent in 1986. The forecast calls for rapid gains in busi-
ness fixed investment and for an upturn in residential construction later in

1985.

SUMMARY TABLE 3. THE CBO FORECAST FOR 1985 AND 1986

Actual Forecast
1983 1984 1985 1986
Fourth Quarter to Fourth Quarter (percent change)

Nominal GNP 10.4 9.3 7.7 7.8
Real GNP 6.3 5.6 3.4 3.1
GNP Implicit Price

Deflator 3.8 3.5 4.2 4.6
Consumer Price Index

for Urban Consumers 3.3 4.0 3.9 4.5

Calendar Year Average (percent)

Civilian Unemployment Rate 9.6 7.5 7.1 6.9
3-Month Treasury Bill Rate 8.6 9.5 8.3 8.7
Corporate Bond Rate

Moody's AAA 12.0 12.7 11.7 11.3

CTIET
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The inflation rate, as measured by the GNP deflator, is projected to
rise from 3.5 percent over the four quarters of last year to 4.2 percent in
1985 and 4.6 percent in 1986. The moderate increase is expected to come
from diminishing economic slack and a halt to further appreciation of the
dollar. But soft energy prices are expected to offset these pressures in part.
The Treasury bill rate is seen as averaging 8.3 percent in 1985, down more
than a percentage point from last year. A slight rise to 8.7 percent is
expected in 1986. Slower growth in private credit demands in 1985 should
contribute to lower rates. Nevertheless, interest rates will remain very high
compared with their postwar history, especially in real terms, in large part
because of record borrowing by the U.S. Treasury.

Sources of Uncertainty in the Economic Forecast

The economy’s performance could easily turn out to be much better or worse
than CBO’s projections indicate. Appendix H contains an analysis of past
forecast errors.

At present, the major uncertainties in the short-run forecast appear to
be related to inventories, oil prices, and financial conditions. It was not
clear at the beginning of the new year whether strong Christmas sales had
trimmed inventories sufficiently, or whether some reduction in output
growth would be necessary to bring inventories to desired levels. Should oil
prices decline much more sharply than projected by CBO, as some expect,
inflation could be substantially lower and real output higher. With respect
to interest rates, some analysts expect that the strong government credit
demands will be accompanied by sharp upturns in business and household
demands for credit, which will lead to higher interest rates than these pro-
jected. Another financial risk would arise if, instead of remaining relatively
stable as assumed in the CBO forecast, the dollar were to decline precipi-
tously because of reduced capital inflows. Such a drop could lead to higher
inflation because it would raise the prices of imports and import-competing
goods; it would also result in higher interest rates, because of reduced
capital inflows from abroad. Over time, of course, a lower dollar would
improve the outlook for export and import-competing industries that have
been hard hit by foreign competition.

Projections for 1987-1990

The CBO projection of GNP growth for the 1987-1990 period is not a condi-
tional forecast (see Summary Figure 2). Instead, it is a smoothed growth
path based on average historical experience. Specifically, the growth of
GNP and of productivity from the fourth quarter of 1982 (the recession
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Summary Figure 2.
Major Economic Assumptions -

. Real GNP Growth

3 e -
v\

\

-3 T ST S SN NN T SR SN T (N TR HNY SO S SO S S N
1970 1975 1980 1985 1990

Civilian Unemployment Rate

Petceat

9 —

E 8 —

i, o
6 -
5 —
4 [
1970 1975 1980 8 1985 1990
" Inflation (implicit GNP Deflator)

|

:
2= —
pl—L 1 g ) I AT R HNNN OO NN TR SR N M N T W S
1970 1875 1980 1985 1990

SQURCE: U.S. Department of Commerce, Bureau of Economic Analysis; U.S. Department of Labor,
Bureau of Labor Statistics; Congressional Budget Office.



RV | | 3. .

mxii THEECONOMIC AND BUDGET OUTLOOK February 1985

trough) to the fourth quarter of 1990 is precisely equal to the average
growth rate in the eight-year period following earlier postwar recessions.
The major characteristics of the projection are as follows:

o Real GNP growth averages about 3.4 percent a year, with produc-
tivity in the nonfarm sector averaging about 2.2 percent. Nom-
inal GNP growth averages 7.7 percent a year.

o Inflation, as measured by the GNP deflator, averages 4.2 percent
a year.

0 The civilian unemployment rate declines slowly to 6.2 percent in
calendar year 1990.

0 The three-month Treasury bill rate averages 8.2 percent, or 4.0
percent after adjustment for inflation,

While such a growth rate is not theoretically inconsistent with the high
budget deficits projected by CBO, its realization would require that foreign
and domestic investors be willing to expand the holdings of Treasury securi-
ties in their portfolios sharply without a major rise in interest rates. For-
eigners must also be willing to see their holdings of dollar-denominated
assets rise rapidly over the entire projection period.

THE BUDGET OUTLOOK

Except for the current fiscal year, the budget outlook has not changed
materially from CBQO’s projections last August. The projected total deficits
for 1986-1989 are very close to those calculated six months ago. The 1985
total deficit estimate, however, has been raised by $23 billion--from $191
billion to $214 billion--largely because of lower anticipated revenues and a
one-time increase in spending for purchases of federally guaranteed notes
issued by local public housing authorities. Under CBO’s latest baseline eco-
nomic and budgetary assumptions, the total deficit—including off-budget
spending--is projected to remain at the 1985 level in 1986 and then rise
steadily toward $300 billion by 1990. Relative to GNP, however, projected
total deficits for 1986-1990 under current laws and budget policies are fairly
stable at around 5.2 percent {see Summary Table 1 on page xiv).

These projections assume that defense appropriations will increase as
specified in the 1985 budget resolution (and extended to 1990), at an average
rate of 54 percent a year in real terms--after adjustments for projected
inflation. If calculated on the basis of no real growth in defense appropria-
tions—the convention used for projecting nondefense discretionary spending
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(see Chapter II)--total deficits would remain around $200 billion throughout
the next five years, declining relative to GNP from 5.6 percent in 1985 to
3.5 percent by 1990.

Whatever assumption is made about defense spending, the projections
indicate that federal borrowing needs will remain extremely large for an
indefinite period. Under the assumptions made above, federal debt held by
the public is projected to grow from $1.3 trillion at the end of fiscal year
1984 to $2.8 trillion by the end of 1990. Even if there were to be no real
growth in defense appropriations, debt held by the public would reach $2.6
trillion by 1990. This rapid accumulation of debt, outpacing the growth in
the economy by a wide margin, would raise the debt held by the public as a
percentage of GNP from under 30 percent during the 1970s to nearly 50
percent by 1990 (see Summary Figure 3). An increase of this magnitude in
the debt-to-GNP ratio has not occurred since World War I1.

The swift accumulation of debt and relatively high interest rates have
caused interest to be the fastest growing component of the federal budget.
During the last 10 years, net interest costs have soared from $23 billion to
about $130 billion--from 7.0 percent of total outlays in 1975 to 13.7 percent
of total outlays in 1985. By 1990, according to CBO’s projection, they would
reach $230 billion or 16.6 percent of total outlays. In relation to GNP, net
interest outlays have more than doubled in the past decade, rising from 1.6
percent of GNP in 1975 to 3.4 percent in 1985, and are projected to reach
4.1 percent by 1990 (see Summary Figure 4).

Summary Figure 3.
Federal Debt Held by the Public
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Assuming that defense appropriations rise in line with the 1985 budget
“resolution targets for 1986 and beyond, national defense outlays would in-
crease by $172 billion during the next five years, from $252 billion in 1985
to $424 billion in 1990. The ratio of national defense outlays to GNP is
projected to reach 7.6 percent by 1990, up a full percentage point from the
1985 level and almost two percentage points above the 1975 level, but still
somewhat less than the 1965 level.

mm&?nsgggt;ﬁ? of Federal Spending | |
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SOURCE: Congressional Budget Office.
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Spending for entitlements and other mandatory programs under cur-
rent law is projected to grow by $141 billion during the next five years, from
$436 billion in 1985 te $577 billion in 1990. This growth, which is quite large
in dollar terms, would be less than the projected growth of the economy.
Consequently, entitlement outlays as a percentage of GNP would fall from
11.3 percent in 1985 to 10.3 percent in 19380--slightly less than the ratio
reached in 1975. Under the assumption that nondefense discretionary spend-
ing is held constant in real terms, outlays for that component of the budget
would continue to fall as a percentage of GNP, from 4.3 percent in 1985 to
3.8 percent in 1990. Total outlays for nondefense discretionary programs
would increase by $43 billion, from $168 billion in 1985 to $211 billion in
1990, an amount that would be almost $20 billion less than projected net
interest costs.

THE LONG-RUN CONSEQUENCES OF PERSISTENT DEFICITS

What would be the effect on the economy if large budget deficits were to
persist into the next decade? While precise quantitative estimates of the
impact of deficits cannot be provided, economic theory and historical exper-
ience suggest that the long-run detrimental effects could be significant:

o U.S. government debt would supplant more and more private
equity and debt in the portfolios of private investors, thereby
“"erowding out” private investment projects that otherwise would
have been undertaken, Over time this would have significant
effects on the size of the private capital stock, and in a decade or
so the growth of productivity--the source of rising living stan-
dards--would begin to suffer.

0o The crowding out of private investment could be mitigated and
even eliminated entirely by inflows from international capital
markets. But that implies a growing net debt owed to foreigners.
Thus, while U.S. production could be maintained at higher levels
than would be possible without the inflows, U.S. residents would
face a steadily increasing burden related to growing net interest
and dividend payments abroad.

o Federal spending to pay interest on the debt would rise dramati-
cally., This would limit resources available for other spending pro-
grams. The larger the debt, the more sensitive total spending
becomes to changes in interest rates. Also, should interest rates
exceed GNP growth for a substantial period of time, the rise in
the interest bill could become explosive, leading to an ever-
increasing debt-to-GNP ratio.

I
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o  If the debt became so large that the program cuts or tax increases
necessary to offset the growing interest burden were not poli-
tically feasible, pressures might be placed on the Federal Reserve
to purchase a high proportion of the debt in an attempt to hold
down interest rates. In some countries, such "monetizing” of the
national debt has led to hyperinflation. The U.S. budget situation
does not now seem nearly that severe, and it seems reasonable to
attach a very small probability to such an outcome. Nevertheless,
the consequences of such an outcome could be so devastating that
the possibility should not be ignored entirely.

THE SHORT-RUN IMPACT OF CORRECTIVE MEASURES

Although a vast majority of the economics profession argues that deficits
should be cut, some worry that large and abrupt spending cuts or tax
increases might weaken the economy in the short run. Most options now
being considered, however, would phase in deficit reduction measures grad-
ually. The potential adverse economic impact would also be limited by
these factors:

o A reduction in budget deficits could reduce foreign capital inflows
and thus put downward pressure on the dollar in international ex-
change markets. If the dollar declined, the U.S. net export posi-
tion would improve over time, thereby at least partially offsetting
the contractionary effects of deficit reduction measures on
domestic demand.

0  Monetary policy could, in theory, largely offset any short-run
adverse effects of deficit reduction measures on domestic de-
mand.

0 The financial community has expressed so much concern over the
high deficits that any effort to correct them should have a salu-
tary effect on investors’ confidence in the long-run health of the
economy, and thereby stimulate long-term investment.



CHAPTER I
THE ECONOMIC OUTL.OOK

During 1984, the economy grew at a very rapid but uneven pace, and unem-
ployment declined markedly. While growth had been expected to moderate
in the second half of the year, the slowdown in the third quarter was much
sharper than anticipated. Activity increased in the fourth quarter, however,
and at the beginning of 1985 conditions appear to favor a continuation of
moderate growth: the economy is still operating below full capacity produc-
tion levels; inflation remains moderate; and credit conditions have eased
considerably since last summer.

Accordingly, the CBO forecast shows economic growth averaging be-
tween 3 percent and 3.5 percent during the next two years, sufficient to
bring down the unemployment rate gradually without a substantial rise in
inflation rates and with interest rates remaining slightly below their 1984
average levels.

RECENT ECONOMIC DEVELOPMENTS

The year appears to have marked a transition from rapid economic recovery
to a more sustainable pace of growth. While potential trouble spots remain,
particularly in inventories, the foreign trade sector, and federal borrowing
requirements, the fundamental conditions for growth seem intact.

Apgpregate Activity and Labor Marketsin 1984

Real gross national product grew at a rapid 5.6 percent rate during the four
quarters of 1984, the second year of the current recovery. That was only
slightly less rapid than during the previous year (6.3 percent). On a year-
over-year basis, the growth rate, 6.8 percent, was the highest in more than
30 years. After expanding at an average 8.6 percent pace during the first
two quarters, however, economic growth slowed to 1.6 percent in the third
quarter before picking up to a 3.9 percent rate in the fourth quarter (see
Table I-1). Industrial production slowed more persistently during the year,

RLLEN
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to a 2.7 percent growth rate in the third and fourth quarters after a near 10
percent rate in the first half of the year.

Several factors helped to produce the unusually strong growth in the
first half of 1984:

0

Federal Reserve policy, as measured by growth in money
aggregates, was generally accommodative from mid-1982 until
mid-1984.

Fiscal policy continued te be stimulative in fiscal years 1983 and
1984 with the phased-in reductions in personal taxes, the
Accelerated Cost Recovery System of tax incentives for business
investments, and the buildup in defense purchases.

Demands for consumer durable goods remained quite strong
because of sharply rising disposable personal income. Pent-up
demand, remaining after the prolonged period of slow growth in
the early 1980s, which included two recessions, also fueled the
expansion.

TABLEI-1. RECENT MEASURES OF AGGREGATE ECONOMIC

ACTIVITY (Percent change from previous period at seasonally
adjusted annual rates, unless otherwise noted)

1983 1984
1983 1984 v I 11 1 v

Real GNP 3.7 6.8 59 10.1 7.1 1.6 3.9
Real Final Sales 3.2 5.0 4.2 3.6 10.3 -1.0 8.3
Industrial Production 6.5 10.7 10.1 11.5 8.5 6.3 -0.7

Payroll Employment 0.6 4.4 5.9 4.9 4.4 3.3 3.9

Civilian Unemployment
Rate (percent) 9.6 7.5 8.5 7.9 7.5 7.6 7.2
SOURCES: U.8, Department of Commerce, Bureau of Economic Analysis; U.S. Department

of Labor, Bureau of Labor Statistics; Federal Reserve Board; Congressional
Budget Office.
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By the third quarter of 1984, however, the forces propelling growth
had diminished. This slowing of the economy in the third quarter of the year
reflected reduced growth in household and business demands, and further
deterioration in net exports caused by a very strong surge in imports. The
high value of the dollar meant that a large and growing volume of lower-
priced imports curbed the growth in sales of domestically produced goods.
High interest rates also curbed growth in other interest-sensitive sectors,
particularly housing. Despite slower output growth, business inventories
continued to accumulate at a very rapid pace in the third quarter, and some
sectors of the economy reportedly held more inventories than desired (see
Figurel-1).

Final sales recovered sharply in the fourth quarter to an 8.3 percent
rate (in real terms). Most of the improvement reflected a decline in the
growth of imports from the very high level reached in the third quarter. In
addition, consumption also rose more strongly than in the third quarter. The
strong growth in final sales in the fourth quarter appears to have helped
correct the inventory overhang. Excessive inventories did not appear to be
pervasive at the end of the year. Moreover, as noted previously, overall
inventory-to-sales ratios remained low by historical standards.

Unemployment. Labor market developments in large part reflected trends
in production. Employers continued to add to payrolls at about a 3% percent
rate in the second half of 1984 compared with a near 5 percent rate in the
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first half of the year. After declining a full percentage point in the first
half of the year to 7.5 percent, the civilian unemployment rate declined only
slightly in the second half to 7.2 percent in the fourth quarter.

All major groups in the labor force seem to have benefited from the
strong growth in employment last year. The unemployment rate for white
workers fell by almost a full percentage point from December 1983 to
December 1984, and that for black workers by almost three percentage
points (see Table I-2). Still, the unemployment rate for blacks remained
almost 24 times that for whites. 1/ Black teenagers, in particular, contin-
ued to have by far the highest unemployment rate of any group--42 per-
cent in December. Unemployment rates for both adult males and adult
females declined about one percentage point from December 1983 to
December 1984; at year-end, their unemployment rates were practically
the same. (In the postwar period, except in recessions, the unemployment
rate for females has generally exceeded that for males.)

Productivity. Productivity growth over the four quarters of 1984 slowed to
a 2.2 percent rate from 3.9 percent in the previous year. Its growth has
been about the same in this recovery as for a typical postwar recovery (see
Figure 1-2). Because productivity was very poor in the latter half of the
1970s and early 1980s, some observers find this encouraging. But those who
had expected productivity growth to return to historical rates before the
1970s were disappeinted. To a large extent, the real test will come later,
after the upswing has slowed. That was the stage at which productivity
performance deteriorated in the late 1970s, after the recovery from the
1974-1975 recession. '

Inflation in 1984

Inflation remained relatively flat during 1984, despite continued reduction in
economic slack (see Table I-3). In the first quarter of 1984, both the
Consumer Price Index and the broader GNP fixed-weight deflator increased
at a 5 percent rate, but then decelerated to between 3.5 percent and 4.5
percent in the remainder of the year. Several factors contributed to the
good price performance last year. First, wage increases remained very
moderate. Second, oil prices weakened (see discussion below). Third, high

1. Black unemployment has been on an upward trend compared to white unemployment.
In December of last year, the black unemployment rate at 15.0 percent was approximately
the same as it was in May 1975, when unemployment peaked in the 1973-1975 recession.
By contrast, the rate for whites at 6.2 percent was more than two percentage points
below its level in May 1975.
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TABLE I-2, SELECTED UNEMPLOYMENT RATES BY DEMOGRAPHIC
AND INDUSTRY GROQUPS (Seasonally adjusted, in percent)

December December December
Group 1982 a/ 1983 1984
All Civilian Workers 10.7 8.2 7.2
Demographic Groups
Adult men 10.0 7.4 6.3
Adult women 9.1 7.2 6.4
Teenagers 24.3 19.9 18.8
White 9.6 7.1 6.2
Black 20.9 17.8 15.0
Adult men 20.7 15.1 13.3
Adult women 16.7 15.9 12.7
Teenagers 49.1 49.0 42.1
Hispanie 15.5 11.6 10.2
Goods-Producing Industries
Mining 18.2 12.4 10.7
Construction 21.6 16.3 13.7
Manufacturing 14.2 8.3 7.2
Durables 16.1 8.3 7.2
Nondurables 11.4 8.2 7.2
Agricultural wage and
salary workers 16.3 15.6 12.2
Service-Producing Industries
Transportation and public
utilities 8.0 6.5 5.0
‘Wholesale and retail trade 11.1 8.8 7.5
Finance and service 8.0 6.6 5.9
Government 5.3 5.0 4.4

SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; Congressional Budget
Office.

a/ Month corresponding to the highest unemployment rate in the recession of 1981-1982,
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