THE FI SCAL PQLI CY RESPONSE TO | NFLATI ON

The Congress of the United States
Congr essi onal Budget Ofice

For sdle by the Superintendent of Documents, U.S. Government Printing Office
Washington, D.C. 20402






PREFACE

The Congressional Budget Ofice is required by Section 202(f)
of the Gongressional Budget Act of 1974 (Public Law 93-344) to
submt an annual report on budgetary options. This year, the
report is in tw parts: The Fiscal Policy Response to Inflation
and Five-Year Budget Projections and Alternati ve Budgetary Strate-
gies for Fiscal Years 1980-1984.

Part 1, The Fiscal Policy Response to Inflation, is one of
a series of reports on the state of the econony issued periodically
by the Congressional Budget Ofice. In accordance with CBO s

mandate to provi de objective analysis, the report contains no
recommendations. The report was prepared by George Iden, Cornelia
Motheral, Steve Zeller, Lawence DeMilner, Nariman Behravesh, Joan
Schnei der, Marvin Phaup, Yolanda Kodrzycki, Rebecca Summerville,
Toni d bbons, John Jacobson, and Asa Strong, under the direction of
Wlliam J. Beenan and Janes E Annable. Marion F. Houstoun and
Robert L. Faherty edited the nanuscript; Dorothy J. Kornegay, Judy
Deason and W©Marsha Mdttesheard patiently typed the many drafts.

Aice M Rvlin

D rector

January 1979
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In 1978, unenpl oynent declined appreciably, but inflation
accelerated to near record levels for the postwar period. Today,
there is widespread agreenent that inflation is the najor problem
facing policymakers. As a result, the Admi nistration has proposed
spending cuts and introduced a new wage/ price guidelines program
and the Federal Reserve has adopted tighter nonetary policies.

A maj or question before the Congress is what can, or should,
fiscal policy do to mitigate inflation? The nost discussed options
are:

0o Holding the fiscal year 1980 budget at current policy
levels, as set forth in the second budget resolution for
1979;

0 Reducing spending noderately below current policy |evels
(simlar to the Administration's proposal); or

0o Cutting spending substantially below current policy
levels,

The adoption of a restrictive fiscal policy would conpl enent
the anti-inflation program of the Administration and the Federal
Reserve. The avail abl e evi dence, however, indicates that the
resulting reduction in inflation would be snall, unless restrictive
economc policies were naintained for a prolonged period. Mean-
while, unenployment would increase and remain relatively high.

Even if the current policy budget were enacted, unenpl oyment
is expected to rise in 1979. The Congressional Budget Ofice
(CBO), like the majority of forecasters, now predicts a downturn in
economc activity sonetime during 1979, with jobless rates through
1980 well above current |evels. In addition to rising unenpl oy-
ment, a significant weakening of the econony is expected to bring
| arger budget deficits, as a result of reduced revenue growh and
i ncreased spending for unenploynment .compensation and other social
programs,
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THE CBO ORRENT POl CY FORECAST

Forecasts of economc activity and inflation depend critically
on assunptions about fiscal and nonetary policy. The CBO economc
projection is based upon the follow ng policy assunptions:

o Federal tax and spending policies in fiscal year 1979
are as given in the budget resolution enacted last fall;
the sane policies are also assuned to continue in fiscal
year 1980. Qurrent policy outlays are estimated to total
about $HA billion in fiscal year 1979 and $551 billion in
fiscal year 1980.

o Neither the real wage insurance proposed by the Adm nistra-
tion as part of its wage/price guidelines program nor any
tax changes, other than those al ready enacted, are included
in the forecast. Expenditure cuts proposed by the Adm n-
istration are al so not included. 1/

0 Mnetary authorities are assuned to continue in the recent-
Iy announced program to reduce inflatiomn and prevent
further depreciation of the dollar. This policy is assuned
to prevent the growh in the broadly defined noney stock
(M2) from exceeding Federal Reserve targets and to result
in a further rise in short-terminterest rates through the
second quarter of 1979.

G ven those assunptions, the CBO forecast, shown in Sumary
Table 1, is as foll ows:

O Qowh in constant dollar gross national product (G\P
wll slowfromover 4 percent last year to a 0 to 2 percent
range fromthe fourth quarter of 1978 to the fourth quarter
of 1979. During 1980, real econonmic growh wll recover
noderately, rising to a 3 to 5 percent range.

1/ A CBO forecast based upon the Administration's fiscal assunp-
tions will appear in the CBO docunment, An Analysis of the

President’s Budgetary Proposals for Fiscal Year 1980 (January
1979).
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0 Unenpl oynent
to a range of

is expected to
6.2 to 7.2 percent

by the |ast

1979, with little change in 1980.

0 Prices are expected to rise by 7.0 to 9.0 percent
noder ati ng somewhat,

1979,
1980.

SUWARY TABLE 1.

PCLI Cv, CALENDAR YEARS 1979 AND 1980

rise from current
quarter of

| evel s

during

to 6.5 to 85 percent, in

SUMVARY CGF CBO ECONCM C PRQAJIECTI ONS UNDER CURRENT

1976: 4 1977: 4:
to 1977:4 to 19784 1978: 4 1979: 4

Econom ¢ Vari abl e (actual) (actual) to 1979:4 to 1980:4
G\P (current dollars, .

percent change) 11.9 12.9 70 to 11.1 9.7 to 139
G\ (1972 dol |l ars, '

per cent change) 55 4.3 00 to 20 30to 50
Consuner Price | ndex '

(percent change) 6.6 89 7.0 to 9.0 6.5 to 85
Unenpl oynent Rate, End

of Period (percent) 6.6 5.8 6.2 to 7.2 6.2 to 7.2
The econony is not projected to weaken imrediately. Avai | abl e
data on real activity do not yet show the w despread i nbal ances
that typically precede a downturn. But CBO does foresee a nodest

decline in real

GNP begi nni ng

in the second half of

1979. 2/

2/ The OBO forecast satisfies the popul ar definition of a reces-

sion--two consecutive quarters of decline in real GNP--but
it my not conformto the National Bureau of Econom ¢ Research
definition of recession, which takes many other factors into
accounte.
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Sources of Uncertainty

The Major Uncertainty. The outlook for the econony in
1979 is wunusually uncertain. The critical factors in this uncer-
tainty are the future course of inflation and the response of
nonetary policy. Restrictive nonetary policies already in place
have increased the probability of a downturn in economc activity
in the year ahead, and nost forecasters, including CBO expect
credit conditions to tighten further in response to continued rapid
inflation. But that outcone is by no neans assured. Forecasts
of inflation are subject to substantial error, and the Federal
Reserve's policy response to inflation and other devel opnents in
the comng nonths is also uncertain. If inflation slows signifi-
cantly in the nonths ahead, the Federal Reserve may be able to
avoid a prolonged period of credit restraint, which would consider-
ably inprove the prospects of avoiding a recession this year.

Q her Sources of Uncertainty. Qher events that could signi-

ficantly affect the outlook include: the possibility of najor
strikes, in response to business firns' efforts to conply with the
Administration's wage/price guidelines; prol ongation of the

current "buy-in-advance" psychol ogy, born of a general expec-
tation of rising prices; fuel shortages, arising fromthe politi-
cal disturbances in lran or other causes; a sharp shift in the
value of the dollar in foreign exchange markets, despite stabili-
zation efforts; and exceptionally large or small harvests, causing
| arge unexpected novenents in food prices.

Reasons for a Downturn in 1979

A though the econony does not yet show significant signs of
weakening, continued high rates of inflation appear to be sow ng
the seeds of a downturn. The nmomentum of inflation is very strong
and CBO expects that the Administration's wage/price guideline
program will not quickly slow that nomentum Thus, the Federal
Reserve, which has responded to accelerating prices by tightening
credit, is expected to continue to pursue a tight nonetary policy.
The prospect of continued high and rising interest rates for many
nont hs makes a subsequent downturn in econonmic activity the nost
li kel y outcone.

Tight credit conditions are expected to slow housing activity

and busi ness investnment. But the predicted decline in housing
starts has been delayed longer than in earlier periods of high
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interest rates. The availability of funds for nortgage |ending
has not been reduced to the usual extent because deposit flows have
been boosted by the six-month noney narket savings certificate
introduced by savings institutions last spring. Virtually all
anal ysts, however, expect a decline in housing activity during
1979, both because of declining demand and reduced availability of

nort gages. Recent surveys of business investnent plans also
indicate a slowdown in 1979. Moreover, retail sal es appear vul ner-
abl e. Indications of slower future growth in consuner spending
include:

o Hgh rates of inflation, which have eroded real incone
growh and contributed to a buy-in-advance psychol ogy
that may have inproved recent sales at the expense of
sales later in the year;

o A decline in consuner confidence; and

o Hstorically high consuner debt burdens.

Reasons for a MId Downturn and Recovery

A though some forecasters now expect a deep recession begin-
ning late this year, CBO concludes that the projected late 1979
downturn will be neither deep nor prolonged because:

0 Businesses appear to have nmmintained relatively |ean
i nventories; hence, any inventory adjustnment should be
m | d;

0 Net exports are projected to be a source of considerable
strength, as a result of an expected inprovenent in the
economc growh of US trading partners and because of the
depreciation of the dollar |ast year;

o The cut in incone taxes early in 1979 is expected to

provide stimulus to business and consuner spending through-
out the year; :
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0 Large backlogs in orders in capital goods industries wll
provide support to total spending during the slowdown;
and

0o The state and local sector is expected to continue to
work down operating surpluses.

(BO predicts a less robust recovery in 1980 than the typical
postwar upsw ng because the downturn is expected to be mld and
inflation is forecast to remain high. As a result, nonetary
policy is not projected to respond as nuch as usual to the el evated
unenmpl oynent rates. Furthernore, federal fiscal policy (wth
current policy) wll exert a drag on economc activity in 1980, as
the interaction of inflation and the progressive tax structure
causes effective personal income tax rates to rise.

BUDCET CPTI ONS

Econonic assunptions are a critical aspect of budget esti-
mates. Wen there is a slowdown in real economc activity, the
budget responds automatically to increase the deficit, thereby
cushioning the downturn. That is, outlays for unenploynent in-
surance, social security, and other social programs increase
wi thout Congressional action, and federal receipts grownore slowy
as a result of reduced growth in income, especially in corporate
profits.

The slowdown in economic activity that OBO projects under
current policy to occur late in 1979 results in a projected rise in
the federal deficit in fiscal year 1980. CBO's estinmate of the
deficit that year (under current policy) is about $49 billion, $20
billion above the Administration's estimate (see Summary Table 2).

Econom ¢ assunptions account for a significant part of
that di screpancy. The differences between the Administration's
proposed budget and BOs current policy budget estimate are
largely on the spending side. 3/ The President has proposed cuts

3/ Admnistration and CBO revenue estimates are nore simlar
because the weaker econonmy in the CBO forecast is largely
offset by the projected higher rate of inflation. Real wage
insurance is the mjor policy difference affecting revenues.
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SUWARY TABLE 2. THE FEDERAL BUDCET QUTLOK UNDER CURRENT PCLI CY,
FI SCAL YEARS 1977-1980: IN BILLIONS CGF DCOLLARS

Act ual Proj ect ed

1977 1978 1979 1980

Recei pts 356.9 402.0 453. 3 502

Qut | ays 401.9 450. 8 493. 8 551

Deficits 45.0 48.8 40.5 49
anmounting to about $11.5 billion relative to current policy. In

addition, differences in estimating procedures and the Adm nistra-
tion's nore optimstic forecast for inflation and unenpl oyment
reduce outlays by about $8.5 billion relative to CBO's current
policy estinate. Thus, if CBO's economc forecast is correct,
reaching the Administration's goal of a $30 billion deficit in
fiscal year 1980 would require a larger cut in spending than that
proposed by the Administration. 4/

Because of the uncertainty in the economc outlook and the
automatic response of the budget to economc conditions, the
federal deficit cannot be controlled wth precision. Furthernore,
because the deficit reflects the Ievel of economc activity as well
as changes in budget policy, it is a msleading indicator of the
i mpact of fiscal policy on the econony. Discretionary policy
changes in the budget are a nore useful neasure of the economc
effects of fiscal policy.

4/ The Administration's budget was not available in tine to be
analyzed in detail in this report.
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Gven the objective of reducing inflation, the discretionary
budget choices for fiscal year 1980 appear to be: '

0o Enact the current policy budget;

0 Qut spending noderately as in the Administration's pro-
posal , or nmore sharply, as proposed by others; or

o Conbine a spending cut with a cut in taxes.

As usual, CBOs forecast is based upon the first option. To
assist Congress in its budget decisions, CBO has al so examned the
inpact of a $15 billion and a $25 billion cut in spending bel ow
current policy levels. The conposition of the spending cuts and
rough estimates of their economc inpact are shown in Summary Tabl e
3. Those estimates reveal that spending cuts would rapidly result
in enploynment |osses, but their inpact on inflation would be
relatively small during the first two years. If these nore re-
strictive policies were naintai ned, however, the eventual response
of inflation would be significantly |arger.

A third option, also shown in Table 3, is a $25 billion
spending cut conbined with a $15 billion payroll tax cut. Thi s
option would reduce the size of the government sector while limt-
ing its restrictive effect on the econony. A cut in payroll taxes
would reduce inflation nore than other types of tax cuts. The
di sadvantage of this option, however, is that it would require
financing social security froma source other than the payroll tax.

In choosing anmong such options, naintaining a considerable
degree of flexibility seens desirable because of the uncertainty in
the econom c outl ook. If, for exanple, the downturn is sharper
than expected, the Congress mght want to cut incone taxes——usually
the easiest and quickest stinulative budget change to enact and
implement. On the other hand, if a slowdown does not develop, nore
restrictive neasures may be desired, in order to prevent inflation
fromaccelerating as a result of excess denand.
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SUMVARY TABLE 3. ESTI MATED EFFECTS CGF THREE FI SCAL PCLI CY CPTI ONS
FCR FI SCAL YEAR 1980 AFTER E GHT QUARTERS

$25 Billion
Spendi ng Qut
'$15 Billion $25 Billion and $15 Billion
Econonic Vari abl e Spendi ng Qut Spendi ng Cut Payrol | Tax Qut

A\P (billions of

current dollars) -28 -46 -32
QG\P (billions of

1972 dol | ars) -13 -20 -6
Unenpl oynment Rat e

(percent points) 0.3 0.6 0.3
Enpl oyment (thousands)  -500 -900 -500

Consurrer Price | ndex
(percent change from
base) -0.2 -0.4 -0.8

AL

NOTE: The composition of the expenditures reductions are as

follows:
$15 Billion $25Billion
Transfers $7.0 Transfers $11.0
Pur chases 5.0 Pur chases 6.0
Qants 3.0 Qants 8.0
PSE 0.2 PSE 53

The disproportionately large impact of the $25 billion
spending cut on employment and unemployment is due to the
heavy reduction in public service employment (PSE).
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LONG TERM EQONOM C GQOALS

The Congress recently enacted |egislation setting forth
long-run goals for reducing unemployment, inflation, and the
federal budget deficit. The 1978 Hunphrey-Hawki ns Act establi shed
a goal of not nore than 4.0 percent unenployment and 3.0 percent
inflation by 1983. 5/

These goals may not be achievable with traditional fiscal and
nmonetary policies, because such policies reduce inflation by
creating slack in the econony. Postwar experience indicates that,
given the current nomentum of inflation, a reduction in inflation
to 3.0 percent by 1983 could be achieved only by nmaintai ning high
rates of wunenployment for a prolonged period. Even if inflation
and unenpl oynent could be reduced to Hunphrey-Hawkins levels in the
time period mandated, it nmay be inpossible to nmaintain these rates
with traditional policies. Four percent enploynment inplies tight
| abor and product markets, which would likely lead to accelerating
inflation.

Thus, in addition to budget questions, the Congress wll be
asked to consider whether inflation should be fought wth nonetary
and fiscal policies alone or whether other tools, such as the
Administration's real wage insurance, should be introduced. A -
though there is little experience by which to judge that proposal,
it is not likely that the Administration's wage/ price program coul d
reduce inflation enough to achieve the Hunphrey-Hawki ns goals by
1983. To do so would require a degree of voluntary cooperation
unprecedented in peaceti ne.

5/ This act gives primacy to the unenpl oynent rate goal.
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CHAPTER |I. I NTRCDUCTI ON

Prices increased rapidly in 1978 The Consuner Price |ndex
(CPI) rose about 9 percent——the highest rate of inflation in 30
years, except for 1974 Inflation is thus a key factor in the
short-term and | onger-term prospects for the econony and strongly
i nfluences the fiscal policy choices now facing the Congress.

The Short-Term Qutl ook. The current rapid rate of inflation
is planting the seeds for a slowdown in economc grow h:

o In response to the acceleration in inflation and the
associated decline in the international exchange value
of the dollar, the Federal Reserve has significantly
tightened credit conditions since md-1978; the resulting
hi gher cost of borrowed funds is expected to sl ow econonic
activity later this year, especially in housing and
busi ness i nvest nent;

0 Consuner surveys suggest that rapid inflation has led to
a buy-in-advance psychol ogy, boosting current sales at the
expense of consunption |ater;

0o |In part because sharp increases in prices tend to be
followed by downturns in economc activity, consumer
and business confidence in future economc conditions has
dropped substantially, and apparently has contributed to
‘the adoption of cautious spending plans for 1979.

Al though inflation has resulted in conditions that may lead to
a slondown in the econony later this year, the current nomentum
of growh in economc activity is strong. Year-end gains in retail
sal es, production, enploynent, and new orders were substantial,
portending continued growh into the beginning of 1979. These two
crosscurrents——pressures for a slowdown, resulting fromrapid
inflation, and the current strength of overall activity--make the

details of the short-term outl ook very uncertain. There is,
however, wi despread consensus that overall growh wll slow as 1979
progresses, causing the unenploynment rate to rise. I ndeed, nany
forecasters believe that this slowing of growth will turn into a

recession late in the year, with the econony reboundi ng somewhat in
1980. .



This short-term outlook and the fiscal policy choices associ-
ated with it occupy the bulk of this report. Chapter |l reviews
current economic trends, with special enphasis on the cross-
currents caused by the current nmomentum in both real activity and
inflation. Chapter III presents the CBO forecast, which assunes
continuation of current fiscal policy; Chapter 1V analyzes
alternative fiscal policies with particular enphasis on spending
cuts.

The Longer - Term Qut | ook. The current nonmentum of inflation
will also nake it very difficult for the Congress to achieve its
longer-termgoal s for unenploynment and inflation. As stated in the
1978 Hunphrey-Hawkins Act, by 1983, unenpl oynment should not exceed
4 percent and inflation should not be above 3 percent. But, given
the current rate of inflation, the Hunphrey-Hawkins goals may not
be achi evable by nonetary and fiscal policies alone. This is
because fiscal and nonetary policies slow inflation by creating
slack product and | abor nmarkets, and the evidence is that inflation
responds relatively slowy to slack markets. Moreover, even if
these goals were achieved, they probably could not be sustained
after 1983 (See Chapter V for analysis of the consistency of the
Hunphr ey- Hawki ns enpl oynent and price targets.)

Anti-Inflation Poli cy. The two principal questions to be
deci ded about the appropriate role of the budget in conbating
inflation are:

0 Howrestrictive should the initial budget be?

o |If the unenploynent rate does rise later this year or
next, what budgetary action-—-if any--should be taken?

A najor message of the report is that the two questions are
not independent of each other. Restrictive fiscal and nonetary
policies can slow inflation, but past performance shows that the
resulting inprovenent in prices cones slowy and only at the
expense of depressed growth and higher unemployment. The choices
are difficult, but there is no sinple and cost-free way to reduce
inflation quickly.

A related nessage is that the federal deficit can be a
msleading indicator of the inpact of fiscal policy on inflation.
Adopting the Administration's proposed spending cuts, or enact-
ing even larger reductions, does not ensure a deficit of $30
billion or less in fiscal year 1980. |f the unenpl oyment rate does
rise significantly, the growth in federal revenues wll slow



and spending will increase, resulting in a greater deficit. Even
with a higher deficit, however, the additional slack in labor and
product markets would help constrain wage and price inflation.






CHAPTER I 1. RECENT ECONOM C TRENDS

As the Congress begins considering the first concurrent
budget resolution, the outlook for the econony is very uncertain.

Mich of the uncertainty results from conflicting current economc
trends:

‘0 Qowh in economc activity was strong at the end of
1978, as reflected in the sizable fourth-quarter gains
in retail sales, production, employment, and orders;

o But inflation accelerated from an already high rate,
leading to tighter credit conditions and faltering
consunmer and busi ness confidence. 1/

This chapter reviews current economic trends by sector and em

phasi zes the crosscurrents set in notion by the nonmentum of
growth and continued inflation.

TRENDS | N FI NAL SALES

In 1978, growth in constant dollar final sales slowed some-
what from the 1977 pace; nevertheless, it was still high for
the fourth year of an expansion (see Table 1). In the final
quarter of the year, final sales grew at a particularly rapid 6.6
per cent pace.

Consumer spending in 1978 rose nore slowy than during 1977,
whi | e housi ng expenditures were at about the same high |evel as the
previ ous year. After a rapid rise in 1977, real federal outlays
were also about unchanged during 1978 State and |ocal spending
grew a little nore slowy. Fixed nonresidential investment con-
tinued to rise at a relatively rapid rate. In addition, there was
help fromthe international sector, as constant dollar exports rose
sharply while inport growh remai ned near the 1977 rate.

1/ For an analysis of inflation nomentum see Congressional
Budget Office, Inflation and G ow h; The Econonic Policy
Dl emma (July 1978), Chapter III.
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TABLE 1. CHANGES IN FINAL SALES AND ITS MAJOR COMPONENTS: PER-
CENT CHANGE, IN CONSTANT DOLLARS

1976:4 to 1977:4 1977:4 to 1978:4
Total Final Sales 4.9 4.3
Personal Consumption
Expenditures 4.8 3.8
Fi xed | nvest nent 11.1 55
Resi denti al 15.3 -0.8
Nonr esi dent i al 9.1 8.3
Gover nnent  Pur chases 51 2.0
Feder al 6.3 -0.3
State and | ocal 4.3 3.5
Exports -1.3 17.3
I nports 10.3 9.4

t

SOURCE: U.S. Department of Commerce, Bureau of Economic Analysis.

Consumer Spending

Growth in real personal disposable income slowed last year
from the 1977 rate, partly because inflation and real growth raised
effective personal tax rates, but mainly because inflation out-
stripped income growth. Nevertheless, consumer spending expanded
significantly more than income. Late in 1978, as sales gains
outstripped income gains (see Figure 1), saving as a percent of
disposable personal income fell to below the 1977 average.

Consumer spending will be affected by conflicting trends
in 1979 and 1980. On the plus side, the late 1978 employment and
income gains are expected to spur retail sales into 1979. In
contrast to the continued momentum resulting from the brisk pace
of economic activity at year-end, however, other factors appear to
be slowing expansion of consumer spending:

o

Consumer confidence appears to have dropped significantly
in recent months;



Figure 1. _
Personal Income and Retail Sales

Indexes of Constant Dollar Values (1977 Average = 100)
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SOURCE: U.S. Department of Commerce, Bureau of Economic Analysis.
NOTE: Latest point shown is for November 1978.

o Consuner attitude surveys also suggest that the current
growh in retail sales is propelled in part by an infla-
tion-induced, buy-in-advance psychol ogy, which may be
borrowi ng sales fromthe future;

o Consuner installnent debt is at a record high |evel,
relative to di sposabl e incone; and

o The 1979 social security tax increases, together with the
higher tax rates resulting from the conbination of a
progressive incone tax structure and rapid inflation,
wWll nearly offset the income tax cut that went into
effect on January 1 (see Chapter I11).

Consuner Confi dence. Surveys of consuner confidence indicate
that assessnents of personal and general econonmic conditions,
as summarized in an overall index of consuner confidence, have been
deteriorating. For exanple, the Index of Consuner Sentinent
conpiled by the University of Mchigan Survey Research Center has
dropped significantly during the last 18 months. As shown in
Figure 2, such declines are typically followed by a slowng of
economc activity.




Figure 2. -
Index of Consumer Sentiment
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The reported decline in consurmer confidence resulted prinarily
from greater pessimsm about business conditions in the future; in
particular, the higher inflation and interest rates have |ed
consurmers to expect a weakening of econonic activity.

Buy-in—-Advance Pyschol ogy. In the 1972-1974 period, accele-
rating inflation and deteriorating confidence were acconpanied by a
rising saving rate. The current low saving rates point to a
different response to the recent inflation; consuners have evi-
dently decided that buying now, before prices rise further, is the
appropriate response to inflation. This inference is supported
by evidence fromthe Mchigan survey. |n Novenber 1978, 34 percent
of all famlies indicated that now is a good time to buy large

househol d goods, because prices are going up and wll not come
down. That response is now occurring much nmore frequently than it
did in 1972-1974. Buy-i n-advance sentiment about autonobiles is

also relatively high.

To the extent that consuners have acted on buy-in-advance
sentiment and purchased durabl e goods sooner than they would have
.otherwise, current sales have been borrowed from the future. Sorre
anal ysts believe, for exanple, that auto sal es have been above the
fundanental trend rate for sone tinme now
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Consumer Debt Burdens. The ratio of consuner installnent
debt to disposable income reached record highs in 1978 (see
Figure 3), suggesting that credit expansion is unlikely to fuel
consuner spending in 1979 to the sane degree. 2/ Reduced nonetary
growth will also conpel cutbacks in some form of borrowing, with
consuner credit a possible candidate,

The ratio of installment debt repaynents to disposable income
al so reached new highs in 1978, as shown in Figure 4. An unusually
high level of debt is now being supported with these payments, in
part because of the novenment to longer-term auto |oans. As car
prices have risen, loans have been rmade for four and even five
years rather than for the traditional three years (see Table 2).
A though longer-term auto loans enable a relatively greater |evel
of borrowing at a given level of incone, they are likely to reduce
auto spending eventually, as consuners postpone purchase of their
next car because of the longer debt payoff period.

TABLE 2. AVERAGE MATLIR TY CF NEW CAR | NSTALLMENT LOANS AT F NANCE
COMPAN ES

Average Maturity
(in nont hs)

Cal endar Years

1972 34.8

1975 37.6

1976 38.8

1977 40.7
Sept enber

1978 43.4

SORCE Board of Governors of the Federal Reserve System

2/ Consuner debt excludes hone mortgages.



Figure 3.
Consumer Installment Credit Outstanding as a Percent of

Disposable Personal Income (Annual Rate)
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, SOURCES: Board of Governors of the Federal Reserve System; U.S. Department of Commerce,
Bureau of Economic Analysis.

NOTE: Installment Credit data for 1967-69 linked to revised 18970 data by CBO; beginning in 1971, the
data include gasoline credit cards used by individuals. :

Figure 4.
Consumer Installment Credit Repayments as a Percent of
Disposable Personal Income

18.0
7.0 ! -
; |
8
£ = i _
i
i
6.0 ! -

‘T ] ] l l | i | 1 ] 1 | ]’
1967 1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 1978

Calendar Years

SOURCES: Board of Governors of the Federal Reserve System; U.S. Department of Commerce,
Bureau of Economic Analysis.

NOTE: Installment Credit data for 1967-69 linked to revised 1970 data by CBO; beginning in 1971, the
data include gasoline credit cards used by individuals.



Housi ng

Construction of new housing renained at a relatively high 20
mllion units started in 1978--the sane as in 1977. Although
housing starts renained high in the face of rapidly rising interest
rates, they did not increase and therefore exerted a danpening
i nfluence on overall economc activity.

The housing sector did not, however, develop many of the
i nbal ances that typically occur toward the end of a building
cycle. Vacancy rates for rental units remained low, and the
"absorption rate" of apartments—-that is, the percent rented wthin
three nonths of going on the market--was about unchanged from the
high level of the previous two years (see Table 3. Both facts
suggest that overbuilding of multifamily units has not occurred.
Nor is overbuilding generally evident in the narket for single-
famly housing; however, the inventory of new houses for sale in
Novenber 1978 was somewhat hi gher, both absolutely and relative to
sales, than it was a year earlier. Overall, the basic denographic
structure of the popul ation suggests a fundanental need for just
over 2 mllion new housing units a year--about equal to the pro-
duction rate for the past year and a hal f.

A major inbalance in past building cycles——a w despread
shortage of nortgage funds--did not occur in 1978 In the past,
funds available for housing finance declined when short-term
interest rates noved above the maxi num rates permssible on sav-
ings accounts in banks and savings-and-loan associ ati ons (see
Figure 5. Mny depositors withdrew their funds from savings
accounts and purchased higher-yielding assets (Treasury bills, for
example), thereby reducing the amount of funds available for hone
nortgages. To prevent such an outflow of funds when interest rates
rose last year, regulations were changed, effective June 1, 1978,
to allow banks and savings-and-loan associations to issue two new
types of certificates:

0 Six-month $10,000 certificates wth maxi num yields about
equal to those available on 26-week Treasury bills,
and

o HEght-year $1,000 savings certificates wth yields of
7-3/4 to 8 percent per annum

The availability of these new certificates--especially the one
linked to rates paid on Treasury bills--caused savings flows

11



TABLE 3. THREE-MINTH ABSCRPTION RATE FOR UNFURN SHED APARTMENTS
AND RENTAL VANCANCY RATE
3-Mont h Rent al
Nunber of Absor ption Vacancy
Units Rat e Rat e
Cal endar Year Absor bed (in percents) (in percents)
1972 497, 900 67.5 55
1973 531,700 69. 3 58
1974 405,500 68. 3 6.2
1975 223,100 71.0 6.0
1976 157, 000 8L 3 56
1977 195, 600 80.0 5.2
1978 201,000 a/ 80.5 a/ 50 b/
SORCES: US Departnment of Commerce, Census Bureau; US Depart--

ment of Housing and U ban Devel opnent.

a/ Based on first two quarters of 1978,
b/ Based on first three quarters of 1978,

to recover and prevented the outflows of funds from savings—and-
loan associations that would ordinarily have been caused by rapidly
increasing interest rates.

Despite these new certificates, tighter credit conditions are
expected to reduce the numbers of housing starts in 1979, for two

princi pal

reasons:

o A year-end, in nearly half the country (by popul ation)

there were usury ceilings of 10 percent or |ower on
nortgage interest rates; although many of these ceilings
are likely to be raised this year, they wll still
disrupt the flow of funds to nortgage finance early in
the year;

12



o)

Figure 5.
Interest Rates and Savings Flows
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denand for housing. This wll result from an increasing
unwi llingness as well as greater inability to pay excep-
tionally high nortgage costs. According to the M chigan
survey, consuners still regard houses as a good buy
because of expected price rises; however, late in 1978,
there was a sharp increase-~-from 10 to 20 percent--in the
proportion of famlies who responded that now is a bad
time to buy houses because of high interest rates.
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Busi nhess FH xed | nvest nent

Busi ness spending on plant and equi pnent was strong |ast year,
rising nore than 8 percent in real terms. Athough this rate of
gromth was only slightly lower than the 1977 rate, the conposition
of expenditures changed significantly, as Table 4 demonstrates. In
1977, the increase was concentrated in light equipnent, particu-
larly autos and trucks. In 1978, there was a sharp rise in spending
for structures, which had been | agging since the 1974-1975 reces-
si on.

TABLE 4. BUSI NESS FI XED | NVESTMENT AND CAPACI TY UTI LI ZATI ON

1975:4 to 1976:4 to  1977:4 to
1976: 4 1977: 4 1978: 4

Percent Change in Constant Dollars

Nonresi dential H xed

| nvest nent, Total 8.6 9.1 8.3
S ructures 3.0 7.0 12.6
Producers' CDurabl e

Equi prent, Tot al 11.4 10.1 4.8
Autos, trucks and buses 21.5 27.0 8.7
Ct her nachi nery and

equi pnent 8.3 4.2 3.2

Qut put as a Percent of Capacity

Manuf acturi ng Capacity
Wilization

Cal endar Year 80.2 82.4 84.2

Decenber 81.2 83.0 85.9

SORCES. US Departnent of Commerce, Bureau of Econom c Analysis;
Board of overnors of the Federal Reserve System
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Qearly, the rise in capacity utilization has contributed to
recent strength in structures, and continuation of the utilization
rate registered in Decenber 1978 woul d encourage further rises in
spending to expand capacity.

The outl ook for business fixed investnent, |ike that for
consunption and housing, is clouded by crosscurrents: the nonen-
tum of growth versus signs of weakening, which are ultimtely
associated with the current rapid rate of inflation. The momentum
for continued expansion of spending on plant and equi pnent is
evident in contracts and orders for plant and equi pnent, which
in Cctober and Novenber were running 9 percent above the third
quarter in real terns. This series tends to lead actual spending
by one or two quarters.

Despite its current nmonentum there are indications that
spending on plant and equiprment may slow significantly. Manuf ac-
turers' capital appropriations have been trending down since -
early 1978 The fall MGawHIIl survey suggested a spending rise
of only 2 percent in real terns in 1979, and the Departnent of
Commerce (BEA) survey taken in late Novenber and early Decenber
indicates an increase in 1979 of 11.2 percent in dollar value--
perhaps 3 percent in real terms., This is an inportant signal.
Many forecasters have found that the Commerce survey of spending
intentions is the best available single predictor of actual
spendi ng behavi or.

Two factors woul d hel p cause such a sl owdown in business fixed
investment:

0 The higher cost of borrowed funds, at a tine when busi ness
liquidity has declined and the stock market is relatively
low and

0 The general expectation of a slowdown in overall econonic
activity next year.

Hi gher interest rates may not greatly affect many |arge

capital spending projects, like those associated with the expected
move to a new generation of aircraft or those necessitated by
mandated efficiency standards for autonobiles. Tightened credit

conditions may, however, slow commercial construction and expendi -
tures on nore discretionary additions to equi prent.
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Wdespread pessimsm about future economc activity is indi-
cated by the Conference Board survey of business confidence. The
conposite measure of business executives' assessment of future
economc conditions fell from49 in August to 40 in Novenber 1978;
for conparison, the neasure was 75 when this survey was inaugurated
in March 1976.

State and Local Governnent Spendi ng

e neasure of the inpact of the state and local governnent
sector on the overall econony is the size of its surplus or defi-
cit. State and local receipts have exceeded spending by substan-
tial anmobunts for the last six years, as shown in Figure 6. A
large part of this surplus represents the excess of receipts over
expenditures needed to fund future pension requirements, which
is expected to continue. But in 1976-1978, the total of "operat-
ing" state and |ocal budgets (which exclude social insurance
funds) was also in surplus. The availability of existing surplus
bal ances should help many state and |ocal governments conply wth
nmeasures they enacted last year to limt taxes wthout an imrediate
proportionate limtation on spending.

Figure 6.

State and Local Government Receipts, Expenditures,
and Surpluses

Billions of Dollars, Seasonally Adjusted Annual Rates
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As a result of the passage of Proposition 13

in CGalifornia,

the total operating surplus was reduced substantially, as Cali-
fornia property tax liabilities were cut sharply while spending
continued little changed. This developnent in California and tax
and spending neasures passed by other state and |ocal governnents
suggest a continued reduction in the operating surplus of this
sector in the conmng year.

Federal grants to state and l|ocal governnents, under the
Second Concurrent Resolution for Fi scal Year 1979, wll show no
growth in real terns during 1979; however, under current policy,
they will return to trend growth in 1980 (see Figure 7). The lack

of growth in federal
servi ce enpl oynent
sharing at the end of fiscal

and the expiration of
year 1978.

Figu‘re 7.
Federal Grants-in-Aid to State and Local Governments

Billions of Dollars, Seasonally Adjusted Annual Rates
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I nternational Sector

The net export balance of the Whited States stopped deterior-
ating in the second quarter of 1978 Qurrent dollar goods—and-
services inports averaged only about $8 billion (annual rate) nore
than exports in the second through fourth quarters, far less than
the $23.7 billion rate of net inports in the previous two quarters
(see Figure 8).

Advance indicators of export demand for durable goods
strengthened recently, and the gap between inports and exports of
goods and services is expected to continue shrinking in 1979.
Del ayed effects of the 14 percent depreciation in the dollar's
wei ght ed exchange rate since 1977, nore than enough to offset the
rise in US prices relative to foreign prices, are working to
raise exports and slow future inport growth and will result in net
stimulus to total donestic demand. Faster econonic growth in sone
US major trading partners—-which is forecast by many analysts-—-
would reinforce this. The trade bal ance woul d inprove even further
if reduced US growh also |owers inport demand.

Figure 8.
Imports and Exports of Goods and Services, NIA Basis

Billions of Dollars, Seasonally Adjusted Annual Rates
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The inprovenent in the trade bal ance resulting fromthe recent
depreciation of the dollar is probably just beginning to be signi-
ficant. The anount of tine between depreciation of a currency's
exchange value and inprovenent in that country's trade balance is
often estimated to be a year or nore. This is because the initial
i mpact of depreciation is to increase inport prices and worsen the
trade balance for a period before real inport and export flows
react to the changed conpetitive position. A gradual i nprovenent
in the bal ance of trade for manufactured goods and a decline in the
US trade deficit with Japan are seen as indicators that trade
flows are being influenced by the |ower exchange value of the
dol | ar. Imports are also being limted by various "orderly
mar keti ng agreenents" and the steel price-referencing system
which slow inport growth without inposing formal quotas or tariffs.

QUPTUT AND | NVENTCRY | NVESTMENT

The growh rate of aggregate output during 1978 was 4.3
percent, the sane as the growh of final sales. I nvent ory-sal es
ratio changed little over the year and are at relatively |ow
| evel s. Thus, analysts generally have concluded that inventories
are currently in good balance with sales and there is little danger
of large unintended accunul ations of the kind that have aggravated
recessions in the past.

This judgnment needs sone qualification. Inventory-sales
ratios seldomrise while final sales growth is strong, but a
sl owdown or decline in real final demand for goods is usually
acconpanied by a rise in these ratios. Producers typically maintain
output levels for a period followng a decline in denand, which
| eads to unintended inventory accurul ation. Recent low ratios are
therefore no guarantee against future unintended accumulations.
Furthernore, inventory-sales ratios are high for some categories of
consuner spending, notably general merchandise and related retail
st ores. Al though business inventory positions nust be considered
vul nerable to a slowdown in sales, current indicators do not point
to anything like the over-ordering that led to a pronounced inven-
tory cycle in 1973-1975.

TRENDS | N EMPLOYMENT, WAGES, AND PR CES

The increase in total output l|ast year was acconpani ed by
large increases in enploynent and capacity utilization. In addi -
tion, both inflation and the growh of [|abor costs accel erated.
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Enpl oynent

By the fourth quarter of 1978, total househol d enpl oyrment was
estimated to be nore than 3.5 percent (or sone 3.3 nillion jobs)
above its level a year earlier. Labor force growh was also
strong at about 2.8 percent, but the nore rapid enpl oyment growh
reduced the enployment rate from 6.6 percent in the fourth quarter
of 1977 to 5.8 percent in the fourth quarter of 1978.

Black/white discrepancies in enploynent narrowed in 1978,
though differences in unenploynent rates did not. Bl ack enpl oy-
ment rose 7 percent, well above the enployment growh rate for
whites, but black labor force growh was also nore rapid. The
ratio of black to white unenpl oyment rates was little changed, with
the black rate 2.3 tines the white rate in the fourth quarter of
1978. Black labor force participation rates remain well below
rates for whites, so there remains room for further relative
increases in black enployment and |abor force participation.

Associated with the large increase in enploynent was a slow
down in the neasured growh of |abor productivity. For the nonfarm
busi ness sector, output per hour was about unchanged in 1978,
as conpared with gains of 1.3 percent in 1977 and 2.8 percent in
1976. The reasons for this slowdown are not clear; therefore, it
is not known whether the recent slowdown is permanent or tenporary.

Labor Costs

The growth in hourly |abor conpensation accelerated | ast
year, rising by nore than 9 percent in the private nonfarm busi ness
sector, as conpared with a 7.6 percent gain in 1977. S nce pro-
ductivity was virtually unchanged, unit labor costs al so increased
at nearly a double-digit pace, placing sharp upward pressure on
prices.

There are a nunber of reasons why |abor conpensation accel e-
rated in 1978

o Large governnent-mandated increases occurred in the
mni mum wage and in payroll taxes. The statutory m ni mum
wage increased from $2.30 to $2.65 per hour, up about 15
per cent . Payroll taxes for social security and unenpl oy-
ment insurance funds were also increased. Taken together,
the mandated increases added about 1 percentage point to
the increase in |abor conpensation;
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o The acceleration in inflation has increased, and wll
continue to increase, |abor conpensation. This occurs
because the incones received by many groups are 1linked,
formally or infornmally, to the novenment of consuner
prices; and

0 Athough apparently not yet w despread, sone |abor short-
ages have occurred in selected geographical areas--for
exanple, in parts of the sun belt--and in selected occupa-
tions—-such as sone nonunionized building trades. Table 5
shows that one measure of |abor-narket slack--the jobless
rate for marri ed men--has dropped belowits 1972 |evel s and
is nearing its rate in 1973, a year of general scarcity and
excess denmand inflation.

TABLE 5. MEASURES CF LABOR MARKET SLACK

Unenpl oynment Rates for Sel ected Fourt h
Qoups (as Percent of Qvilian Quarter
Labor Force) 1972 1973 1978
Al Wrkers 56 4.8 58
Married Men, Wfe Present 2.8 2.3 2.5
Prof essional and Techni cal
\Vr ker s 2.4 2.2 2.7
Oaft and Kindred Wrkers 4.3 3.7 4.5

SORE US Departnent of Labor, Bureau of Labor $Satistics.

These factors will continue to place upward pressure on |abor
costs in 1979. A 9.4 percent increase in the mninum wage took
effect on January 1; another round of social security tax increases
also occurred. If past relationships hold, the major inpact on
wages of the recent acceleration of inflation will be felt in
1979, especially since it is a heavy bargaining year. In addition,
where |abor shortages do exist, firns wll be bidding up wages in
order to fill vacancies, at least until the anticipated rise in
jobl essness later in this year.
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Prices

Consuner prices rose 9.0 percent in 1978, as conpared with 6.8
percent during 1977. In order to highlight the anatony of inflation
in 1978, recent rates of change in the CPI, some of its conponents,
and other price neasures are displayed in Table 6.

Food prices were a major contributor to inflation in 1978
Consuner food prices accelerated nore in the first half of 1978
than they had in the first half of 1977, and they failed to return
to the low rate of increase registered in the second half of
1977.

Food prices are not the whole story, however. Measur es of
inflation that exclude food and other volatile conponents also show
accel erati on. A "stripped' consuner price index (which excludes

food, energy, used cars, and nortgage interest rates) increased by
7.0 percent during 1978--up from the 6.4 percent rate in 1977
Producer prices for crude and intermedi ate nonfarm products also
appear to be accelerating, as do producer prices for consuner goods
other than food. The overall price acceleration |ast year nay
mainly reflect the rise in unit |abor costs.

The downtrend in the foreign currency price of the dollar,
which began late in 1977 and accelerated from My through early
Novenber of 1978, was another potential contributor to inflation.
In the nost recent period, the value of the dollar relative to
the currencies of major trading partners was 14 percent below its
1977 average. Yet the G\ price index for inports increased only
slightly nore during 1978 than it had in 1977. In part, this
is because the OPEC price freeze offset price rises for other
inmports; in part, it nay be because foreign sellers are accepting
reduced profit margins in order to maintain their narket shares.

In addition to pushing up the prices of inports, dollar

depreciation can contribute to inflation in other ways. It can
permt the widening of profit margins for donestically produced
goods that conpete with inports. Dol lar depreciation can also

i ncrease aggregate demand, by raising the demand for exports in
real terns as well as by decreasing the price advantage of inports.
In fact, as discussed earlier in this chapter, the US export-
i nport bal ance has indeed inproved recently in real terns, because
of an inproving balance for nanufactured goods as well as large
farm product exports.
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TABLE 6. RATES OF CHANGE IN PRICES: PERCENT CHANGES, ANNUAL

RATE
1977 1978

Sel ected Price Fi rst Second First Second

Measur es Hal f Hal f Hal f Hal f

QWP Fi xed- Wi ght ed

Index, Total 7.2 57 89 81
Exports 6.9 -0.3 10.4 9.7
I nports 10.6 4.4 7.5 8.6

Consuner Price |ndex,

Tot al 89 4.7 10.4 7.8
Food and Bever ages 12.5 3.1 17.8 5.4
Energy a/ 11.4 31 91 7.0
"Stripped" (excluding

food, energy, used
cars, and nortgage
I nterest paynents) 6.7 6.1 6.9 7.1

Producer Price |ndexes
Farm Product s 04 -3.7 33. 7 4.7
QO ude Nonfarm Products 11. 5 11. 9 13. 9 15. 8
Internedi ate Nonfarm
Pr oduct s 7.2 56 7.9 85
Fi ni shed Goods, Tot al 82 50 10. 5 7.6

Consuner foods 10. 9 2.4 17. 9 6.1
Al other consuner 8 4 4 3 82 84
Capi tal equi prent 59 8 4 7.9 81

SOURCES: US Departnent of Commerce, Bureau of Econom c Analysis;
US Departnent of Labor, Bureau of Labor Statistics.

NOTE. Changes are calculated fromthe nonth or quarter at the end
of the preceding tinme period to the nonth or quarter at the
end of the reference period.

a/ Not seasonally adjusted.
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The rise in manufacturing capacity utilization has also been
dramati c enough to raise concern about the anobunt of room for
further expansion w thout accelerating inflation. According to
Federal Reserve Board estimates, manufacturing utilization in
Decenber 1978 was only 2.4 percent below its 1973 high. In 1973,
however, the principal capacity problem was bottlenecks in nate-
rials-producing industries, which helped drive up prices. At 88
percent, the Decenber 1978 capacity utilization at materials

industries was still 6 percentage points below the very high 1973
level. In addition, reports of naterials delivery del ays increased
in 1978, though they remained still well below the extreme shortage

rates of 1973.

In sum the upward pressures on prices are strong. Labor
attenpts to restore traditional real wage growh, if not matched by
faster productivity growh, wll increase unit costs. Wien beef
producers start to rebuild herds, beef prices will rise further.
The OPEC price increase for crude oil is larger than was expected
and wll add to inflation. Anot her social security tax increase
went into effect January 1, as did a 9.4 percent rise in the
m ni num wage-—-not as large as the 1978 increase, but in excess
of the recent growth in wage rates. A significant portion of the
effects of dollar depreciation has yet to be felt. And the effects
of tightening in labor and capital wutilization during 1978 and the
beginning of this year may place additional upward pressyre on
wages and prices. These upward pressures, of course, mght be
of fset by unforeseen supply increases (an exceptionally good
harvest, for exanple) or an effective wage/price guideline program
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GHAPTER |11, PCLI CY DEVELCPMENTS AND THE ECONCM C QUTLOCK

RECENT PCOLI CY DEVELCPMENTS

Economc growh was strong at the end of 1978; neverthe-
| ess, nost economc forecasts show a downturn in activity in 1979.
The critical element in these forecasts is the outlook for infla-
tion and the assunmed response of econonmic policies. A though sone
shift away from expansive economc policies was evident earlier,
policy announcenents nade by the Admnistration and the Federal
Reserve in late Cctober and early Novenber, as well as subsequent
policy actions, have been widely interpreted as indicating that the

primary policy goal for the next few years will be to reduce
inflation and prevent further depreciation of the dollar. The
question of whether this restrictive policy shift wll trigger a

re' cession renai ns cl ouded by:

o Unhcertainty in the outlook for inflation, including the
effects of the Administration's wage/price standards;

o UWnhcertainty as to whether planned policies wll actually
be inplemented, particularly if the econony shows signs of
weakening; and

0 Recognition that the economc consequences of any particu-
|ar economc policy path cannot be forecast w th precision.

If current fiscal policies are continued, the shift toward
restraint will not have a najor effect on economc activity until
fiscal year 1980. But the anti-inflationary nonetary policies are
expected to have inportant consequences for real activity before

the end of 1979. If the wage/price guidelines fail to reduce the
rate of inflation significantly, restrictive nacroeconomc policies
are nore likely to produce a recession. But if the guidelines

succeed in reducing inflation, or if inflation should slow for sone
ot her unforeseen reason, credit conditions nay ease enough to avoid
a downturn in activity.
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| MPACT CF FlI SCAL PCLI CY

CBO projects that, wunder current policy, the federal deficit
will decline slightly to about: $40 billion in fiscal year 1979 and
rise to nearly $50 billion in fiscal year 1980. The deficit could
be much larger, if the econony turns out to be substantially weaker
than forecast by CBO, or it could be nuch snaller, if CBO has
underestimated inflation or economc grow h. A rule of thunb is
that a 1 percentage point rise in unenploynent increases the
deficit by roughly $20 billion, while a 1 percentage point increase
in inflation reduces the deficit by roughly $3 billion.

CBO's estimate of the current policy deficit in fiscal vyear
1980 is about $49 billion, $20 billion above the deficit projected
in the President's budget. Nearly half of the difference between
the Administration and CBO budget estimates reflect CBOs nore
pessimstic assunptions about inflation and unenploynent as well as
different estimating nmethodology; the remaining discrepancy re-
flects different policy assunptions, prinarily concerning proposed
cuts in spending below current policy and real wage insurance.
The differences in overall budget figures are mainly on the spend-
ing side, where the Administration has proposed cutting spending
bel ow current policy by about $11.5 billion. Differences in
the Administration's estimating procedures and their nore opti-
mstic economc forecast reduce the Admnistration estinates of
outlays by about $8.5 billion relative to (BOs current policy
estimate. 1/

The rise in the 1980 current policy deficit projected by
CBO reflects its projected downturn in economc activity. This
points out one of the shortcom ngs of the budget deficit as a
nmeasure of fiscal policy: the deficit reflects both the inpact of
the budget on the econony and the inpact of the econony on the
budget. The deficit is neither an easily controlled magnitude nor
a good neasure of fiscal policy. Thus, in order to assess the
econom ¢ significance of budget deficits, it is useful to isolate
the force of (discretionary) budgetary policy changes scheduled to
take effect in the forecast period.

1/ Admnistration and CBO revenue estinates are quite simlar
because the effect of the weaker econony in the CBO forecast is
largely offset by higher inflation. The Administration's
budget was not available in tinme to be analyzed in detail in
this report.
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Under current policy assumptions, the growh in federal budget
outlays will slow markedly in fiscal year 1979, with a substantial
recovery in 1980 (see Table 7). A nmajor part of the weakness in
uni fied budget spending growth in 1979, however, reflects year-
to-year variations in loan activity, a conponent of budget outlays
that is thought to have a relatively snall inpact on the econony.
When these loan transactions are renoved, spending growh, on a
current policy basis, is sonmewhat stronger in 1979 and in 1980.
2/ The strength in federal spending in 1980, however, results in
part fromthe rise in unenpl oynent projected in the CBO forecast.
Thus, with current policies, discretionary changes in spending wll
not add significantly to economc growh in 1980. At the sane
tine, it also appears that projected federal spending under current
policies will not be significantly restrictive.

In terns of short-run econonmic inpact, the nost significant
tax policy changes included in the current policy budget in fiscal
years 1979 and 1980 are:

0 Increases in social security tax rates, in January 1979,
and in the tax base, in both 1979 and 1980;

0 Incone tax reductions nmade by the Revenue Act of 1978,
effective January 1979.

The revenue effects of the personal inconme tax cuts in 1979 are
expected to exceed the 1979 and 1980 social security tax increase
by about $5 billion each fiscal year. But, in an inflationary
econony, the expansive thrust of tax rate cuts can be offset over
time by the automatic tax rate increases that arise frominflated
i ncones and the progressive tax system

This point is denonstrated by the full-enpl oynent surplus, an
estimate of what the federal budget position would be if the
econony were operating at full potential 3/; it reflects the

2/ The growth in federal spending acceleractes in 1979 and 1980 on
T a national incone accounts basis (NIA), a budget concept which
excl udes asset transactions.

3/ Potential QWP assunes approximately 4.9 percent unenployment.
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TABLE 7. FEDERAL BUDGET UNDER CURRENT POLICY, FISCAL YEARS
1977-1980: | N Bl LLI ONS GF DALLARS

1977 1978 1979 1980
Uni fi ed Budget T
Recei pt's 356. 9 402.0 453.3 a/ 502 a/
Qut | ays 401. 9 450.8  493.8 a/ 551 a/
‘(Percent change) (7.7 b/ (122 (9.5 (11 6)
Deficit 45.0 48.8 40.5 49
Measures of Econom c | npact
Federal Spending, NIA
Basis (percent change) 84 b/ 89 10.9 111
Ful | - Enpl oynent  Sur pl us
or Deficit, NA Basis -10.3 -11.2 15 18.9

SORCES: US Treasury; Gongressional Budget Ofice; Ofice of
Managerent and Budget .

a/ Qurrent policy budget (based on second budget resolution for
1979).

b/ Adjusted for transition quarter between fiscal years 1976 and
1977. :

effect of discretionary spending and tax policy changes as well as
the inflation-tax interaction. As may be seen in Table 7, the
full -enpl oyment budget position would shift toward restraint in

fiscal year 1979 and woul d becone even nore restrictive in 1980, if
current policy were maintained.

This shift is one basis for the view that fiscal policy nay
have a restraining influence on the econony during the forecast
period, even without the cuts in spending that the Admnistration
has proposed.
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Fiscal Uncertainties. These budgetary projections--and
particularly, the measures of fiscal stimulus--must be regarded as
extrenely tentative. The Congress nmay change current policies, and
budgetary projections are significantly affected by their econonic
assunpt i ons. H gher inflation and higher economc growh would
both tend to lower the budget deficit. In addition, aggregate
nmeasures of fiscal policy do not reflect changes in the comnposition
of the budget, which can have inportant inplications for judging
t he economi ¢ inpact of budget changes.

QGonclusion. On balance, taking into account some of the nany
difficulties inherent in an attenpt to translate federal budgetary
data into an estimate of fiscal inpact, (BOs judgnent is that, if
current policies are continued, the federal governnent's projected
taxing and spending activities would exert a noderate but increas-
ingly restrictive influence on the pace of economc activity in the
next two years. If the cuts in outlays proposed by the Adninistra-
tion were enacted, the budget would be nore restrictive in fiscal
year 1980.

THE ADMINISTRATION’S $30 BILLION DEFIA T GOAL

The Administration has proposed a budget deficit ,of $29
billion for fiscal year 1980. The. CBO current policy deficit,
shown in Table 7, is $20 billion above that target. Given CBO's
economic and budget estimates, achieving the Administration’s goal
would require reducing outlay growth substantially below the level
needed to maintain current programs with full adjustment for
inflation. Such a shift would represent a very restrictive policy.

Should economic growth or inflation during the next two
years significantly exceed CBO's estimates, the spending cuts
needed to achieve the Administration’s deficit goa would, however,
be smaller.

MONETARY POLICY

During the two-year period ending in December 1978, the
federal funds rate, which is under the direct control of the
Federal Reserve, increased from a cyclical low of about 4.6 percent
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Figure 9.
Federal Funds Rate and Three-Month Treasury Bill Rate

Percent
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SOURCE: Board of Governors of the Federal Reserve System.
NOTES: P = business cycle peak 1 As designated by the National
T = business cycle trough f Bureau of Economic Research.

Shaded area indicates January to May 1967 "Mini-Recession."

percent to about 10.0 percent at the end of Decenber (see Fig-
ure 9. 4/ Because of the fast growh in incones, boosted by rapid
inflation, the continued ratcheting up of the funds rate was
not sufficient to slow the growi ng denand for noney bal ances.
There appeared to be little slowing in the growth of M, at |east
through the third quarter of 1978 (see Table 8, and M growh
exceeded the upper end of the Federal Reserve target range for nost
of that period.

4/ The federal funds rate is the interest rate charged on very
short-term (inmmedi ately available) interbank |oans. It is the
short-term operating target used by the Federal Reserve to
achieve its nonetary policy objectives.
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TABLE 8. INTEREST RATES AND ANNUAL GROWTH RATES OF SELECTED
MONETARY AGGREGATES, CALENDAR YEARS 1976-1978

Interest Rates

Annual Rate Corporate Convent i onal
of Gowh AAA Mor t gages for
M a/ M b/ Bonds New Hones

1976: 1 4.7 11. 1 8. 56 8 95
2 7.1 10. 4 8. 53 8 93
3 3.8 9.0 8. 46 9. 02
4 7.7 13. 3 8. 18 9.07
1977 1 7.2 11. 3 8 03 9. 00
2 8.6 9.5 8 01 8. 96
3 8.4 10. 3 7. 95 9. 02
4 7.6 83 8 10 9. 08
1978: 1 6.4 7.0 8. 45 9. 20
2 10.3 81 8. 67 9. 38
3 7.8 9.2 8 75 9. 67
4 4.4 7.7 9. 03 9.91

SOURCES: Federal Reserve Board; Moody's |Investor Services;
Federal Home Loan Bank Boar d.

a/ M: Qoin, currency, and demand deposits held by the nonbank
public, seasonally adjusted data.

b/ M2 M plus tinme and savings deposits at commercial banks other
than negotiable certificates of deposit issued in denoninations
of $100,000 or nore, seasonally adjusted dat a.

Al though the increase in the federal funds rate was especially
rapid beginning in May 1978, a shift in policy was not w dely
perceived until the fall. O Novenber 1, 1978, after a prol onged
decline in the international value of the dollar that sone feared
would turn into a collapse, the US Treasury and the Federal
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Reserve jointly announced a nore restrictive nonetary policy, as
well as other neasures to support the dollar:

o Federal Reserve banks raised the interest rate at which
they lend to nenber commrercial banks from 85 percent to
9.5 percent, an unusually large increase. The federal
funds rate quickly rose thereafter, fromabout 9.25 percent
to 9.75 percent;

0 Reserve requirenents on large denomnation time deposits
were raised 2 percent, or about $3 billion, given the
out standi ng vol une of such deposits; and

0o The Treasury announced a nunber of steps to increase US
hol di ngs of foreign currencies, to be used to defend
the foreign exchange value of the dollar.

These neasures were widely interpreted as signaling a determnation
on the part of the Administration and the Federal Reserve to
support the dollar and persist in an anti-inflationary nonetary
pol i cy.

The intent of the nobre restrictive nonetary policy is to
reduce the growh of credit, thereby slowng sales and enpl oynent
growth and reducing inflationary pressures; it seeks to reduce
inflationary monentum without: creating too much slack. Pol i cy-
makers have found, however, that aggregate demand cannot easily be
restrained precisely enough to slow inflation without at the sane
time creating a recession and rising unemployment. Followi ng the
Novenber 1 announcement, many forecasters concluded that a mld

recession with little inpact on inflation was the nost likely
outcome.

Nevertheless, it was not evident by the end of that year that
1978's high and rising short- and long-terminterest rates and the
slowdown in nmoney growh had significantly affected real activity.
Three factors appear to account for their ineffectiveness:

o0 Wen inflation rates are high, high interest rates cost
less in real terns;

o Mrtgage funds remained wunusually plentiful at savings
institutions because of the new six-month noney narket

savings certificates introduced in the spring of 1978;
and
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0 The rapid rise in interest rates during the second hal f of
1978 had not been in effect long enough to have had wi de-
spread effects on denmand.

A though rising nortgage rates have undoubtedly had sone effect on
housing starts, the introduction of the new savings certificates
was particularly significant in maintaining residential construc-
tion at high levels. Wthout this instrunment, an increase in

Treasury bill rates well above the savings and | oan passbook
savings rate would be expected to trigger an outflow of funds from
savings deposits to higher-yielding nmarket instrunents. In the

past, such deposit outflows have greatly reduced the availability
of nortgages and housing construction. Because of this new instru-
nment, many anal ysts now believe that the inpact of rising interest
rates on the econony is likely to be nore diffuse and nore del ayed
than in the past. The new savings instrument therefore introduces
nore uncertainty with regard to the timng and size of nonetary
pol i cy i npact.

In the last two nonths of 1978, there was a significant
slowdown in the growth of denmand deposits. Unfortunately, because
of recent institutional changes, it is inpossible to determne
whether the increase in short-termrates accounted for this slow
down. 5/ The growth of the broader noney aggregate, M2 (currency,
checking accounts, and commercial bank savings deposits other than
large certificates of deposit), slowed sonmewhat in the year
before the Novenber 1978 announcement; since that tine, there has
been a substantial further reduction in growh, though a trend has
not clearly been established.

The Near-Term Qutl ook for Monetary Policy

Assunptions about the future course of nonetary policy are
inportant for any forecast of econonic activity. Many econom sts
believe that continued growh in M at the reduced pace of recent
nmonths (about 3 percent at annual rates) wll ensure an economc
downturn. Yet the degree of uncertainty about nonetary policy and
its inpact on the econony is very great. To a large extent, the
effect of nonetary policy wll depend on how long high interest

5/ In Novenber 1978, the Federal Reserve permitted automatic
transfer of funds from savings deposits to checking accounts.
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rates persist, how nuch further (if any) rates nove up, and how
much | agged effect on econonic activity wll occur because of the
previous increase in rates.

There is a considerable delay in the inpact of nonetary policy
changes on economc activity. If, as nany believe, monetary policy
wll gradually tighten until there is a clear signal that econonic
activity is weakening--such as a rise in unenploynent rates——a
recession nay be unavoi dabl e because it will be too late to offset
lagged effects. Even if policymakers follow such a path, however,
the timng of such a downturn could not be known in advance. |If,
on the other hand, inflation and noney demand shoul d slow signifi-
cantly in the nonths ahead, credit conditions could ease before
severe effects on real activity occur.

Unless inflation begins to subside, it nmay be very difficult
for the Federal Reserve to reverse its present nore restrictive
policy. The behavior of the dollar in foreign exchange narkets
greatly conplicates the current outlook. Market participants
appear to believe that an easing of policy by the Federal Reserve
woul d increase pressures for further depreciation of the dollar, a
devel opment the Administration and the Federal Reserve clearly want
to avoid. (The nonetary policy assunptions in CBO's current policy
forecast are described in the section on the CBO forecast.)

WAGE/PRICE STANDARDS

The task of estimating the effects of current macroecononic
policy is further conplicated by the uncertainty created by the
President's new wage/price standards. This programis designed to
reduce the rate of inflation to between 6 and 7 percent in 1979.
But the outcome of this programis very uncertain. e source of
uncertainty stens from the fact that real wage insurance, an
i nportant conponent of the program requires Congressional action,
which may not be forthcomng. There is also considerable uncertain--
ty regarding the degree of conpliance by those covered by the
program as well as the size of wage and price increases by those
who are exenpt. A large portion of the labor force is explicitly
or tacitly exenpt fromthe wage standard, and about 60 percent of
the goods and services that conprise the Consurmer Price Index are
also formally or tacitly exenpt from the price standard. Ful |
conpl i ance by nonexenpt groups may be difficult to obtain. Labor
unions in particular may find it difficult to conply, because
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it would require giving up accustormed gains in real incone. (See
Appendix A for a discussion of the Administration's wage/price
gui del i nes program. )

THE CBO FORECAST

Policy Assunptions. Any forecast of economc activity depends
critically on its policy assunptions. The CBO forecast of the
econony through 1980 is based on the following current policy
budget assunptions:

o Federal outlays (unified budget) of $494 billion in fiscal
year 1979 and $551 billion in fiscal year 1980, and

o Qurrent tax laws, including reductions in personal and
corporate taxes in January 1979 and schedul ed increases in
social security taxes in both 1979 and 1980.

Thus, the OBO forecast assumes neither the cut in spending below
current policy levels proposed in the Administration's budget for
fiscal year 1980, nor the real wage insurance proposed by the
Admnistration as part of its new wage/price program

Wth regard to nonetary policy, CBO's forecast assunes that
M2 will increase to near the upper end of the Federal Reserve
target range during the first half of 1979. Wth dermands expected
to remain strong, short-terminterest rates are projected to
continue to rise in the first and second quarters of 1979, reaching
a peak when real activity begins to weaken in the second half of
the year.

The Forecast. The forecast of the econony through 1980, based
on the key assunptions outlined above as well as the recent econo-
mc devel opnents discussed in Chapter Il, s summarized in Table
9. Gowh in real gross national product is expected to slow
significantly in 1979, to the 0 to 2.0 percent range on a fourth-
quarter-to—-fourth-quarter basis, and then to rise at a 3.0 to
5.0 percent pace in 1980. The unenploynment rate is expected to
rise to a 6.2 to 7.2 percent range by the fourth quarter of 1979,
with little change by the fourth quarter of 1980. Throughout
the period, the rate of inflation, as neasured by the consumer
price index, is projected to remain high. The increase in this
index is projected to range between 7.0 and 9.0 percent in 1979 and
from6.5 to 85 percent in 1980
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TABLE 9. EQCONOM C PROJIECTI ONS BASED ON CURRENT POLICY, CALENDAR YEARS 1979 AND 1980
Level s Rat es of Change (Percent)
. 1977: 4 1978: 4 1979: 4
Economi c Vari abl e 1978: 4 1979: 4 1980:4 to 1978:4 to 1979:4 to 1980:4
(actual) (actual)

Q\P (billions of

current dollars) 2211 2365 to 2457 2595 to 2800 12.9 7.0 to 11.1 9.7 to 13.9
Real G\P (billions of

1972 dol | ar s) 1412 1412 to 1440 1455 to 1512 4.3 0.0 to 20 3.0to 50
CGeneral Price | ndex

(Q\P deflator,

1972=100) 157 168 to 171 178 to 185 8.3 7.0 to 9.0 6.5 to 8.5
Gonsurer Price | ndex

(1967=100) 202 216 to 220 230 to 239 8.9 7.0 to 9.0 6.5 to 8.5
Unenpl oyment Rate

(percent) 58 6.2 to 7.2 6.2 to 7.2 - -




The Persistence of Inflation. The continuing of high
rates of inflation in the forecast is predicated on business and
labor both striving to maintain their accustomed growth in real
incone. 5/ H gher wages reflecting inflation "catch up”" wll then
feed into higher prices, as firns seek to pass on their increased
costs. Increases in social security taxes and in the nininumwage
will also provide upward pressure on conpensation and prices.
Adding nore upward thrust to the projected advance of prices in
1979 and 1980 are assumed 10 percent increases in farm prices and
producer fuel prices in both years. No significant further deval u-
ation in the dollar is assumed, although inport prices may continue
to rise during the forecast period as a result of the |agged effect
of earlier dollar depreciation.

The Downturn. The projected low growth in real QG\P between
the fourth quarter of 1978 and the fourth quarter of 1979 reflects
expect ed weakness in three sectors of the econony:

» 0 Residential construction is projected to turn down in
1979. Al though housing starts have not yet declined signi-
ficantly, the supply of nortgage funds is al ready being cut
back in the 18 states where market-deternined |evels of
nortgage rates are above usury ceilings. The denmand for
housing is also expected to taper off as the conbined
impact of high housing prices and interest rates renoves
many woul d-be home buyers from the narket;

0 Business fixed investment is expected to be weak in 1979,
The recent surveys of business spending intentions des-
cribed in Chapter Il point to relatively weak grow h.
Because utilization rates fall off as the econony weakens,
this sector is also not anticipated to be a source of
strength in 1980,

5/ In an earlier report, (CBO analyzed the persistence of inflation

T and its recent acceleration. See Congressional Budget Ofice,
Inflation and G owth; The Economic Policy Dlema (Juy 1978),
Chapter II1I.
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o Finally, consuner spending is expected to weaken in 1979.
Consuner sentinment has been declining. Wth a rising debt
burden and a bel ow average saving rate, consuners are
projected to cut back on consunption, particularly for
autos and other durable goods in the nonths to cone.
Inventories should begin to pile up around mdyear, and
this will quickly be followed by reductions in orders by
firms.

According to the CBO forecast, economc growh wll not weaken
i mredi at el y. But the forecast does include a nodest decline in
real G\P during the second half of 1979, resulting mainly from
persistent inflation and tightening credit conditions. The downturn
is not expected to be deep or prol onged because:

o] Busi nesses appear to have maintained relatively |ean
inventories; thus, any inventory adjustrment should be
mld;

0 Net exports are projected to be a source of considerable
strength as a result of an expected inproverment in the
economc growh of US trading partners and because of
the depreciation of the dollar |ast year;

o The cut in personal incone taxes provides stimulus early
in 1979 and overall federal fiscal policy does not appear
to be a significant drag on the econony until 1980;

0 There are large order backlogs at capital goods indus-
tries, which will provide support to total spending
during the sl owdown.

The Recovery. The recovery in the 1980 CBO forecast is less
robust than the typical postwar upsw ng because the downturn is not
deep and inflation is projected to remain high. As a result,
nmonetary policy will not respond as nuch as usual to the elevated

unenpl oynent rates, and short-term interest rates wll rise from
already high levels during the recovery. Furthernore, federal
fiscal policy (even with current policy) will exert a drag on

econom ¢ activity in fiscal year 1980, as the interaction of
inflation and the progressive tax structure causes personal incone
tax rates to rise. :



Uncertainties in the Forecast. Several nmajor uncertainties
are associated with this forecast:

0 As explained in the introduction to this chapter, the
maj or uncertainty in the forecast is the behavior of
prices and the nonetary policy response to continued
inflation. The degree of conpliance with the Admnistra-
tion's proposed wage/price standards cannot be known with
certainty. If inflation abated unexpectedly, for exanple,
credit conditions night ease somewhat, and the real econony
woul d respond favorably;

o There is no assurance that the dollar has stabilized in
world narkets. If it should begin to slide once again,
significant further tightening by the Federal Reserve
Board is quite possible. Reduced noney growth and higher
interest rates could lead to a recession of nuch greater
proportions than the mnor slowdown envisioned in the
forecast described above; and

0 Prolonged strikes are possible as a result of attenpts by
business firns to abide by the Administration's wage
st andar ds. A major strike could affect the timng and
depth of a econonic downturn.






CHAPTER V.  SHORT-TERM Fl SCAL PCLI CY

This chapter focuses on the role of fiscal policy in conbating
inflation. In recent months, nonetary policy has becone increas-
ingly tight. Wth current policies, the fiscal year 1980 budget
would also be a restraining force on the econony. The Admnistra-
tion proposes adding to budgetary restraint by reduci ng expendi -
tures below current policy. The Congress will have the opportunity
to weigh the benefits and costs of such an anti-inflationary policy
shift.

In addition to determining the role of fiscal policy in
controlling ‘inflation, policymakers nust also decide about the
appropriate size of the governnent sector. Those who favor
spending cuts generally do so as much out of a belief that the
governnent is too costly to taxpayers, does too nuch, and is
sorretimes wasteful, as out of a belief that fiscal policy requires
a snaller deficit. These two issues can be considered separa-
tely, however, because fiscal policy can involve about the same
degree of restraint with substantial differences in the size of the
federal sector.

In formulating fiscal policy in the current situation, it
seens particularly inportant to maintain flexibility, because the
outl ook is sO uncertain-—-especially regarding the severity of
the expected slowdown in 1979, and the effectiveness of the Adm -
nistration's wage/ price standards in slowng inflation.

Due to uncertainty in economc conditions, policynmkers
cannot control the level of the deficit in the short run with any
degree of precision. Mreover, it nmay not be desirable to try to
prevent automatic shifts in the deficit, because such shifts
in the budget tend to cushion the econony in a period of severe
recession or excess denand.

Policy changes adopted for short-run econonm c objectives tend
to have inplications for longer-run objectives as well. Decisions
concerning the mx of fiscal policies are thus inportant, since
sone fiscal instruments are nore effective in attaining specific
long-run goals than others. For exanple, tax incentives to invest
mght contribute to longer-term growh; lowering payroll taxes
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could stinmulate the econony while reducing inflationary pressures.
Simlarly, enploynment policies and progranms night be used as
a neans of inplementing the recently enacted Full Enmpl oynent and
Bal anced G owh Act.

FI SCAL_PQLI CY_ ALTERNATI VES FCR 1980

Anti-Inflation Fiscal Strateaqies

As indicated in Chapter 11l, the federal budget in 1980,
under current policy assunptions, wll be noderately restrictive.
The Admnistration has enphasized that its proposal for tightening
*fiscal policy is an inportant conponent of its overall anti-in-
flation strategy. To this end, the President has proposed cutting
federal spending for fiscal year 1980 bel ow current policy |evels.
Stringent fiscal and nobnetary policies mght also inprove the
chances of success for the wage and price standards: wth |ower
denmand pressures, businesses and unions would be nore apt to go
along with the wage/price standards.

The effects on the econony of cutting federal outlays depend
in part on the conposition of the reductions. In general, a
reduction in transfers is thought to have a smaller inpact on real
GNP and prices than a simlar size cut in governnment spending for
goods and services. Reductions in spending for public service
enpl oynent are thought to have a conparatively large inpact in
rai sing unenpl oyment. 1/

For illustrative purposes, (BO conpared the economc effects
of two kinds of reductions in federal outlays for fiscal year 1980
with the effects of current policy: a $15 billion cut involving
across-the-board reductions in all of the major categories of the
budget, and a $25 billion reduction cutting nuch deeper into sone
pr ogr ans. The $15 hillion option appears to be a bigger discre-
tionary spending cut fromcurrent policy than the Adm nistra-

tion proposed. The larger $25 billion reduction assunes, for
exanpl e, that the countercyclical public service enploynment
program is alnost conpletely elimnated. In each case, the re-

ductions are assuned to involve a step change effective Cctober 1,
1979.

1/ For "a nore detailed discussi on, see Congressional Budget
Office, Understanding Fiscal Policy (April 1978) .
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I npact Estinates. Esti mates of the approxi nate econonic
effects are summarized in Table 10. Wth the $15 billion cut in
outlays, the Consurer Price Index (CPI) would be about 0.2 percent
lower by the end of 1981. The unenpl oynment rate woul d be about 0.3
percentage points higher by late 1980, and GNP (neasured in con-
stant dollars) about 0.8 percent |ower. The fiscal year 1980
deficit would be about $10 billion Iess.

TABLE 10. ESTI MATED ECONOM C EFFECTS COF $15 BILLION AND $25
Bl LLI OGN REDUCTI ONS | N FEDERAL BEXPEND TURES FROM CURRENT
PCLI CY, FI SCAL YEAR 1980 BUDGET

$15 Billion $25 Billion
EconomicVariable 1980:4 19814 1980:4 19814
QG\P (billions of current dollars) -22 -28 -36 -45
G\P (billions of 1972 doll ars) -12 -11 -19 -17
Unenpl oynent Rat e (percent age ,
points) 0.3 0.3 0.6 0.6
Enpl oyrment  (t housands) -400 -450 -800 -900
Consuner Price |Index (percent |
change from base) -0.1 -0.2 0.1 -0.4

SOURCE  (Congressional Budget Cfice estimates.

NOTE The conposition of the expenditure reductions is as

follows:
$15 Billion $25 Billion
Transfers 7.0 Transfers 10.9
Pur chases 5.0 Pur chases 6.0
Gants 3.0 Grants 81
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The $25 bhillion reduction would produce substantially |arger
effects, especially in unemployment, due to the assuned sharp
reduction in the countercyclical public service enploynent pro-
gram By late 1980, the unenpl oynent rate would be 0.6 percentage
poi nt  hi gher. By late the followng year, the CPI would be an
estimated 0.4 percent lower. The fiscal year 1980 deficit woul d be
about $16 billion |ess.

Estimates of the effects of changes in fiscal policy, like
those presented in Table 10, are subject to a great deal of uncer-
tainty. Economcs and econom c nodel s have not progressed to the
point at which very accurate estinates are possible. In addition,
the estimated inpact of the cuts in outlays would be affected by
alternati ve assunptions about nonetary policy.

Achi evi ng Spending Cuts. Several factors would make it
difficult to cut outlays by as nmuch as $15 billion to $25 billion
in fiscal year 1980. A significant proportion of federal outlays
(about 57 percent) is for interest and entitl ement programs—-such
as social security, unenployment insurance payments, and agri-
cultural price supports. To sone extent, these prograns are viewed
as relatively fixed commtnents. A reduction in outlays in these
areas would require specific legislation to change existing
legal commitments; one possible way of reducing spending on en-
titlenents (which would also require legislation) mght be to cap
automatic increases resulting frominflation. In the area of
purchases, lead times are sonetimes quite long, with a substanti al
part of outlays in any one year resulting frombudget authority in
prior years. This makes it difficult to cut outlays quickly. Even
in the case of relatively "discretionary" areas of the budget,
pol i cymakers m ght wsh to phase in budget cuts gradually, to allow
time for adjustnent by individuals and state and | ocal governments.

The S ze of the Federal Sector

The size of the federal sector could be deterni ned inde-
pendent|y of decisions concerning the appropriate posture for
fiscal policy. A smaller governnent and a reduced role for govern-
ment could be achieved with mninmm cost and disruption if under-
taken systematically over a period of several years. The aggregate



effects on the econony of |ower federal spending could be approxi-
mately offset by carefully structuring reductions in taxes. 2/

In the short run, however, to the extent that the reductions
in outlays involved cuts in structural enploynent prograns, this
strategy could result in somewhat higher unemployment--thereby
nmoving further away from the enployment objectives of the Full
Enpl oynment and Bal anced G owh Act. Nevertheless, the objective of
reducing the size of government could be achieved without signifi-
cantly affecting overall econonc grow h.

The $25 billion cut in federal spending, wthout any offset-
ting tax cuts, would reduce federal spending to about 21.3 percent
of GNP, as conpared with 21.9 percent under current policies. Two
factors keep this reduction frombeing larger: first, the cut
in spending also lowers G\P, which is the denom nator, and, second,
the resulting increase in unenploynent causes sonme offsetting
increases in expenditures, particularly for unenployment in-
sur ance. Poli cynmakers ray want to consider reducing the relative
size of the federal sector while offsetting sone or all of the
restraining effect of the cut in outlays itself.

Payroll Tax Cuts. |If the objective of policy were to reduce
the size of the federal sector and to reduce inflation, one possi-
ble strategy would be to conbine a cut in payroll taxes with
a cut in federal outlays. Like other tax reductions, a payroll tax
cut would offset sone of the effect of reducing outlays on real
activity. But unlike nost other tax cuts, which increase prices,
payrol | tax cuts would be expected to have a beneficial effect on
inflation, at least in the short run. The two nmjor federal
payrol | taxes--the social security tax and the federal portion of
the unenpl oynent insurance tax--are part of enployers' costs and
therefore provide a direct instrunent for affecting inflationary
pressures.

2/ Most economists believe that reductions in federal purchases
have a sonewhat larger inpact on real G\P than a reduction in
taxes of a simlar anmount, at least in the short run. See
Gongressional Budget O fice, Unhderstanding Fiscal Policy (April
1978) .



The 1977 anendnents to the Social Security Act raised current
policy tax receipts considerably: by an estimated $6.6 billion for
cal endar year 1979, $9.8 billion by 1980, and $19.8 billion by
1981. These measures were taken to inprove the condition of the
trust funds and to neet future expansion in program outlays.
Uhl ess program benefits were also reduced, the payroll tax reduc-
tion described above would be contrary to the goal of nmaking the
program self-financing. '

CBO recently analyzed the inmpact of a $10 billion change in
the social security tax 3/--a reduction of that mnagnitude woul d
approxi mately offset the inpact of the increases for 1979 and
1980 resulting from the 1977 anendnents, as conpared with prior
law A cut of that size was estinated to reduce the Consumer Price
Index by about 0.3 percent after eight quarters and to increase
real G\P by 0.6 percent.

A $10 billion cut in social security taxes, effective on
January 1, 1980, would offset roughly one-half of the effect on
real G\P and enpl oynent that would result by late 1980 from the $15
billion cut in outlays analyzed earlier. The positive inpact on
inflation from the spending cut would be augmented by the cut in
payrol | taxes, causing about a 0.4 percent reduction in prices
by late 1981, as conpared with the baseline. A cut in social
security taxes of this magnitude would offset a smaller proportion
of the inpact on real activity of the $25 billion cut in spending
on real Q\P. The conbi ned policy changes, however, would reduce
the price level by about 0.6 percent by 1981.

Determning the Mx of Fiscal Policy

In addition to determning the extent of overall stimulus or
restraint exerted by the federal budget and the size of the federal
sector, policynakers nay al so affect economc goals by choosing the
particular mx of taxes and spending prograns. For exanple, the
conposition of tax policy can influence the goals of price stabi-
lity and |longer-term economc grow h. Sinlarly, the conposi-
tion of tax and spending policies affects the degree and types of
structural unenpl oynent.

3/ Congressional Budget Office, Aggregate Econonic Effects of
Changes in Social Security Taxes, Technical Analysis Paper
(August 1978).
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Investment Incentives. If the fiscal package involves
business tax reduction, policymakers may want to consider sub-
stituting a targeted fiscal incentive to invest for a reduction
in the corporate income tax rate, or vice versa.

CBO compared the effects of three different types of business tax
changes. accelerating depreciation, increasing the investment tax
credit, and reducing the maximum corporate income tax rate. The
results of that analysis (updated in Appendix B for changes in the
corporate income tax rate and in accelerated depreciation) suggest
that the accelerated depreciation and investment tax credit strate-
gies have a substantially larger impact on investment per dollar of
tax reduction than the cut in the corporate tax rate. Neverthe-
less, there is a great deal of uncertainty about the quantitative
effects of these three kinds of changes in business taxes, in part
because their effects on investment occur with relatively long
lags.

Tax-Based Incomes Policies. Tax-based incomes policies
(TIP) provide another approach to combating inflation. The basic
idea behind TIP is to use the tax system to encourage noninfla-
tionary behavior and to discourage inflationary behavior. 4/ This
strategy is related to the broader notion of the "social compact”;
that is, it is an agreement (sometimes informal) among l|labor,
management, and government to act in certain ways to moderate
inflation.

The Administration’s proposal for real wage insurance is a
form of TIP, and constitutes an important part of the Administra-
tion's wage-price program because it serves as an incentive to
encourage compliance with the 7 percent standard for pay in-
creases. The probable degree of success of this proposal and
other forms of TIP is difficult to evaluate, in part because
they have not been tried in the past. 5/

4/ Arthur M. Okun and George L. Perry (eds.), "Innovative Policies
to Slow Inflation,” Brookings Papers on Economic Activity
Vol. 2 (1978).

5/ For a more detailed analysis of the Administration’s proposal,
see Appendix A.
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MAI NTAI N NG _SHORT-RUN BUDCET FLEXIBILITY

It would be very difficult to control short-run novenents in
the federal deficit, and it is questionable whether this would be
desirable, even if feasible. The principal reason it is difficult

to control is that econonmic forecasts are quite uncertain.
Moreover, a flexible budget can nake a contribution toward stabili -
zing the econony. If the econony turns out to be weaker than

expected toward the end of 1979 and in 1980, the deficit will
probably be higher, wthout any policy changes. This "automatic"
response of the budget coul d cushion the downturn.

Over a longer period of tine, however, the size of the federal
deficit may have an inportant bearing on saving and capital accumnu-
lation. 6/ Hence, it may be desirable to maintain short-run
flexibility of fiscal policy, but in the context of |ong-run
obj ectives concerning the relative size of governnent and the need
to encourage saving and investnent.

Aut onat i ¢ Budget Response To Recessi on

To sone extent, the federal budget "automatically" cushions
* a slowdown in economc activity. During a downturn in activ-
ity, personal and corporate incone taxes tend to decrease nore
than GNP, thereby reducing the burden of taxes and increasing
the deficit. Oh the spending side, the unenpl oyment insurance
systemis one of the nost inportant automatic stabilizers. Qher
spendi ng areas that respond autonatically include welfare prograns
and the social security system CBO estinmates that transfer
programoutlays autonatically increase by about $7 billion for each

6/ Under sonme circumstances, particularly when the econony is
operating at high rates of resource utilization, large deficits
may crowd out investment.



1 percentage point increase in the unenployment rate. 7/

Rsing inflation during a downturn in economc activity can
reduce the automatic cushioning effect of the budget on real QW
The progressive incone tax system can operate as an autonmatic
stabilizer if the slowdown in real growh is associated with a
slowng in the growth of noney incomes. But if the slowdown is
associated with high inflation, tax revenues nay decrease very
little or even increase, thus adding to restraint of both output
and inflation. Inflation will also increase spending, though
general ly less than the increase in revenues. 8/

D scretionary Budget Responses

Recent experience indicates that stinulative policies can be
put in place rather quickly if there is a consensus for doing so.
For exanple, legislation was passed in My 1975 to pay rebates on
1974 taxes, and nost rebates had been paid by July 1. In early
1977, in response to a slowdown in the econony, the Congress passed
a Third Concurrent Resolution on the Fiscal Year 1977 Budget to
provide for the economc stimulus package enacted in the sunmer
of that year.

7/ Sone spending categories which are not entitlenent prograns
may also respond to increased unenploynent rates. In the
recently enacted reauthorization of the Conprehensive Enploy-
ment and Training Act (CETA), the reconmended nunber of job
slots for the countercyclical public service enpl oyment program
Is tied to projections of the unenploynent rate by the Admnis-
tration. The CETA countercyclical jobs program, however, is not
an entitlenment program and it is unclear whether budget autho-
rity would be adjusted according to |levels reconmended in the
Act. According to the formula in CETA, an increase of 1 per-
centage point in the projected unenploynment rate (from the
current level of slightly less than 6 percent) would call for an
increase in funding of approximately $2 billion and an ad-
ditional 200,000 job slots.

8/ CBO estimated that approximately 60 percent of federal outlays
in 1975 were adjusted automatically for increases in the price
|l evel, although not all of the adjustment takes place in the
sane fiscal year. See Congressional Budget Cffice, The Effects
of Inflation on Federal Expenditures (1976).
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If the 1980 outlook for the econony appears significantly
weaker by this summer, a nunber of budget measures night be con-
si dered . e approach would be sinply to defer or omt planned
reductions in outlays, particularly in the areas of countercyclical
prograns and policies.

A second approach would be to reduce either payroll taxes
or individual incone taxes, because their effects would be felt
relatively quickly. The effects of a reduction in payroll taxes
have already been discussed, but as a short-run stimulus to the
econony, timng would be an inportant consideratiom.

CBO also analyzed the effects of a $15 billion cut in indi-
vidual income taxes that mght be used to stimulate the econony.
Two alternative effective dates were considered: July 1, 1979 and
January 1, 1980. The results, summarized in Table 11, are rough
esti nat es, considerably influenced by assuned initial econonic
conditions as well as by the assuned response of nonetary policy.

Finally, the Gongress night want to consider strengthening the
autonati c response of the federal budget to changes in the econonic
situation. Two ways in which this m ght be done would be to:

o Provide budget authority for spending prograns (such as

the CETA countercyclical jobs progran) that respond by
formula to the unenpl oynent rate; and

0 Adjust incone tax rates automatically by formila.

ESPEC ALLY SEVERE UNEMPLOYMENT PRCOBLEMS

Geat disparities in unemployment--by race, incone level, and
geographic area--still renmin, and decisions regarding both
overall fiscal policy and the conposition of fiscal policy could
significantly affect these disparities in future years.

Under current policy, the enphasis in enploynent prograns
has becone focused on di sadvant aged groups-~in bot h countercycli cal
and structural policies and prograrns. The principal instrunments
for targeting on the enploynent problens of the disadvantaged
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TABLE 11. ESTIMATED ECONOM C EFFECTS CF $15 BILLION REDUCTI ON | N FEDERAL | NDIVI DUAL | NOOME
TAXES, EFFECTIVE JULY 1, 1979 OR JANUARY 1, 1980

Effective July 1, 1979 Ef fecti ve January 1. 1980

1979: 4 1980: 4  1981:4 1980:4 1981: 4

Econonic Vari abl e
G\P (billions of current dollars) 9 20 22 15 24
QG\P (billions of 1972 dollars) 6 10 8 8 11
Unenpl oynent Rate (percent) -0.1 -0.3 -0.2 -0.2 -0.3
Enpl oynent  (t housands) 100 400 400 300 400
Consuner Price Index (percent

change from base) 0.0 01 0.2 0.0 01
Net Budget Cost, Fiscal Year

(billions of current dollars) 3 10 7 9 9

SORCE  (ongressional Budget Office estinates.



Include the recently nodified CETA program 9/ and a relatively
untested, targeted jobs tax credit, which is focused on particul ar
groups of workers. 10/ Available enrollment data collected by the
Department of Labor suggests that a relatively high proportion of
those enrolled in the CETA prograns are econonically disadvantaged.
For exanple, data for fiscal year 1978 (before the eligibility
criteria were tightened further) suggest that approximtely 80
percent of participants in the countercyclical program were eco-
nomcally disadvantaged--that is, they either had incomes bel ow the
Census Bureau's poverty standard or bel ow 70 percent of the Bureau
of Labor Statistics "lower living standard."

More restrictive fiscal and nonetary policies run a substan-
tial risk of increasing disparities 1in unenpl oyment rates. To
begin with, cuts in spending below current policy in the enploy-
ment area would have inportant inplications for the |evel and
conposition of wunenploynent in both fiscal year 1980 and there-
after. In the short run, reductions in enploynent prograns appear
to have greater effects on enpl oyment and unenpl oynent than do
simlar size cuts in the federal budget in general. 11/ Thus,
groups that traditionally have had especially high unenpl oynent
could be faced with a dual problem in 1979: when the econony
softens, the unenploynment rates for such groups as blacks and

9/ For a recent reviewof the results of enploynent and training
prograns and related issues, see (ongressional Budget COfice,
CETA Reaut hori zation Issues (August 1978) .

10/ The targeted jobs credit--part of the Revenue Act of 1978--
provides a tax credit of 50 percent of qualified wages the
first year of enploynent and 16 2/ 3 percent the second year of
employment. Seven groups of workers were designated as
eligible, including economcally disadvantaged youths.
Higibility is to be certified by the Labor Departnent, wth
the credit applying to the first $5,000 of an eligible worker's
wages. See "The Revenue Act of 1978" (P.L. 95-600).

11/ For a conparison of the inpact of changes in the public
service enploynent progam with that of other fiscal instru-
ments, see Understanding Fiscal Policy.
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youths would increase nore (in percentage points) than for the
| abor force in general. 12/ 1In addition, if part of the anti-in-
flation strategy involves large cuts in enployment prograns, this
woul d have a disproportionate effect on the groups and geographic
areas nost affected by softness in the econony. 13/

For the internediate term targeted training and enpl oyment
prograns and policies may be an essential conponent of any conpre-
hensive strategy for achieving the reduction in unenpl oyrment and
inflation called for in the Full Enployment and Bal anced Gowth
Act. Since it takes time to build up such prograns (or to phase
them down), major cuts in existing prograns could postpone the
inplenentation of the Full Enploynent and Balanced Gowh Act by
several years.

CONCLUSI ON

(he of the nost difficult issues for fiscal policy is howto
respond to an acceleration in inflation. Spending cuts can
make a limited--but significant--contribution to lowering infla-
tion, but the effect is neither sudden nor dramatic. The principal
di sadvantage of spending cuts, however, is that they |ower real
growth and increase unemployment, when unenployment is already
expected to increase. Restrictive policies nay also increase
disparities in unenpl oyment rates for different groups in the |abor
force. (One way to achi eve a consi derabl e reduction in spendi ng and
inflation without greatly increasing unenploynent is to conbine
spending cuts with a reduction in payroll taxes.

12/ See Congressional Budget O fice, Youth Unenploynent; The
Qutl ook and Sone Policy Strategies (April 1978) , and The
Unenpl oynent of Nonwhite Arericans: The Effects of Alternative
Policies (Juy 1976) .

13/ The withdrawal of stimulus funds could also cause adj ustnent
problens for some |ocal governments, particuarly in areas
suffering from longer-term economc adjustnments. See House
Budget Commttee. Phasing Down Antirecession Prograns; Fiscal_
Year 1979 Budget I|ssues (Novenber 1978) .
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Uncertainty 1n the economic outlook inplies uncertainty
is the size of the federal deficit, because the budget responds to
changes in the econony; to some extent, the budget autonatically
cushions the inpact of a slowdown in the private econony. Mre-
over, in the event of a nmore severe sl owdown than expected, policy-
makers mght want to take additional discretionary measures, which

would also affect the size of the federal deficit.



CHAPTER V.  LONGER RUN EQONOM C GALS

Decisions on the fiscal year 1980 budget will not |just
affect the econony in 1980; they will also affect economc per-
formance in later years and have a bearing on the extent to which
| onger-term national goals are achieved. Last year, the Full
Enpl oynent and Balanced G owh Act (the Hunphrey-Hawki ns Act) was
passed, establishing unenpl oynent and inflation goals to be reached
by 1983. 1/

This chapter anal yzes these goals, especially the question of
whet her they are achievable and consistent with each other in the
tine period mandat ed.

THE HUMPHREY- HAWKI NS GOALS

The Humphrey-Hawkins Act sets specific unenpl oynent goals of 3
percent unenployment in the adult civilian labor force (20 and
older) and a correspondi ng 4 percent unenpl oynent in the aggregate
civilian labor force (16 and older) by 1983 The act also sets
goals for inflation--the rate of change in the Consumer Price
Index--of 3 percent by 1983, and zero percent by 1988 but it
specifically states that anti-inflation policies shall not inpede
achi everrent of the unenploynent goals. Cher goals, including a
bal anced federal budget, were al so adopted. 2/

1/ Qher longer-term goals that affect budget planning were also
enacted in 1978 An amendnent to a bill dealing with the
International Monetary Fund declares that by fiscal year 1981,
"total budget outlays of the Federal Governnment shall not
exceed its receipts,” and Section 3 of the Revenue Act |inks
future tax cuts to slower growth in federal spending and overall
budget bal ance.

2/ The full list of general goals is as follows: "full enploynent
and production, increased real incone, balanced growh, a
bal anced federal budget, adequate productivity growth, proper
attention to national priorities, achievement of an inproved
trade bal ance through increased exports and inprovenent in the
international conpetitiveness of agriculture, business, and
industry, and reasonable price stability."
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These wunenploynent and inflation goals are not outside the
range of past experience. Unenpl oynent was 4 percent or |ower
in 1947-1948, 1951-1953, and 1966-1969. |Inflation was 3 percent or
lower in nost years between 1948 and 1968 (see Figure 10). In the
early 1980s, however, it wll be difficult to reach either goal--
let alone reach both simultaneously--using only aggregate nonetary
and fiscal policies. The first section of this chapter wll
di scuss the unenpl oynent goal; the second section, the infla-
tion goal; and the third section wll review evidence indicating
that even if one or the other goal is achieved, it is unlikely that
bot h can be reached simultaneously, using aggregate policies alone.
The Humphrey-Hawkins Act recognizes the linitation of standard
monetary and fiscal policies. It states that, in recent experi-
ence, "aggregate nonetary and fiscal policies alone have been
unabl e to achieve" concurrently low rates of unenploynent and
inflation. The final section of this chapter wll thus discuss
measures which mght further both goals simultaneously.

1

Unenpl oynent Tar get s

Al t hough 4 percent unenpl oynment has been achi eved in the past,
nmost anal ysts believe that it is nownore difficult to reach that
measured rate of joblessness. Two reasons are generally cited for
this increased difficulty:

o Shifts in the denographic structure of the labor force,
and

0o Institutional changes that raise the neasured unenpl oy-
ment rate associated with a given level of |abor market
sl ack.

Shifts in Conposition of the Labor Force. Me of the nost
generally accepted factors contributing to the upward drift of
the unenpl oynent rate during the past two decades is the rising
proportion of wonen and young people in the labor force. In the
case of wonen, this has resulted fromthe dranmatic rise in their
labor force participation. |In the case of young persons, there has
been a rise in both their share of the working-age popul ati on and
their labor force participation rates. The rise in their share of
the working-age popul ation results from the novenent of the large
postwar baby-boom generation into the working years.
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Figure 10.

Unemployment and Inflation
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The changing structure of unenploynent and the |abor force by
maj or age-sex group during the past tw decades is shown in Table
12. At high enploynent in 1956, unenploynent rates for groups of
workers under 25 were 1.5 to 4 times as high as for the corres-
ponding "prime-age" (25 to 54 years old) workers of the same sex,
and the rate for prime-age wonen was hi gher than that for prine-age
men. If that higher unenploynent for wonmen and young people
reflects the job search and infornation gathering necessary to
obtain satisfactory enploynent for recent |abor-force entrants and
re-entrants--rather than a general scarcity of jobs=-then it
follows that the rising proportion of wormen and young people in the
| abor force should be acconpanied by a rising unenploynment rate.

TABLE 12  UNEMPLOYMENT RATES AND SHARES CF LABCR FCRCE BY ACGE- SEX
GrROP

Percent of Total
Unenpl oynent Rat e Gvilian Labor Force

1956 1967 1973 1977 1956 1967 1973 1977

Al VWorkers 4.1 3.8 4.9 7.0 100.0 100.0 100.0 100.0
Mal es, Tot al 38 31 41 62 67.8 63.3 61.1 59.0
16 to 19 11.0 12.3 13.9 17.3 37 4.7 53 51
20 to 24 6.9 47 7.3 10.7 52 6.5 80 81
25 to 54 3.0 19 25 43 45,6 40.4 37.8 36.7
55 and ol der 3.5 2.5 2.5 39 13.3 11.7 100 9.1
Females, Total 48 52 60 82 32.3 36.7 389 410
16 to 19 11.0 13.5 15.3 18. 3 2.8 3.7 4.3 4.4
20 to 24 6.3 7.0 84 11.2 37 51 6.3 6.7
25 to 54 41 41 44 6.4 206 21.6 22.4 24.3
55 and ol der 3.3 2.5 2.8 45 52 6.2 5.9 5.6

SOURCE: US Departrment of Labor, Bureau of Labor Statistics.

Estimates of the increase in the high-enpl oynent unenpl oynent
rate resulting strictly from changes in |abor-force comnposition
range from 0.4 to 0.9 percentage points. Sone reversal of this
shift can be expected in future years, as the baby-boom generation
noves into the prime-age, |owunenploynent years; but by 1983, it
appears that no nore than two-fifths of the upward shift wll have
been reversed.
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Institutional Changes. It also has been argued that the
rate of unenploynent has increased because changes in institu-
tions——especially in federal governnent policies-—have raised the
nmeasured unenpl oynent rate associated with any given |evel of
| abor market slack. There have been several policy changes which
many believe to have had such effects:

0 Increases in the |level of unenployment insurance (UI)
benefits relative to the after-tax wage, and increases in
the coverage of the U system

0 Increases in the level and coverage of the nininum wage,
which-—-according to nost available evidence——1limit job
opportunities, especially for young workers; 3/ and

0o Wirk registration requirements for food stanp and wel fare
recipients, instituted in 1972, which can be expected to
raise reported labor force participation and unenpl oynent
wi t hout much, if any, increase in |abor availability.

Esti mati ng the anobunt by which these policy changes have
raised the rate of unemployment, other things being equal, is a
difficult problem The sinplest to evaluate, because it operates
only through labor force participation, is the work registration
requirenent. The nobst reliable evidence indicates that this
requirenent raised the reported unenployment rate by 0.2 to 0.4
percentage points in 1977. 4/ Estimates as high as 20 percentage
poi nts have been made; __5_7 however, these high estinmtes have

3/ See, for exanple, Jacob Mncer, "Unenploynent Effects of
M nimum Wges," Journal of Political Econony (August 1976).

4/ Philip Cagan, "The Reduction of Inflation and the Magnitude of
Unemployment,” in Fellner, (ed.), Contenporary Econom c Prob-
lens 1977 (Anerican Enterprise Institute); Cornelia Motheral
and Rebecca Summerville, "The Inpact of Federal Policies on
Labor Force Participation and Unemployment,” presented at the
Sout hern Econom c Association Meting, Novenber 1978 (pro-
cessed).

5/ Kenneth darksgn and Roger Meiners, "Governnent Statistics as a
Quide to Economc Policy: Food Stanps and the Spurious |ncrease
in the Unenpl oynent Rates," Policy Review (Sumer 1977).
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significant methodol ogi cal problens. Philip Cagan has estinmated
that changes in UL raised the high-enpl oynent unenpl oynent rate by
0.34 percentage points between 195 and 1977, and estinmates that
m ni mum wage increases and their interaction with |abor force
conposition may have raised it by as nuch as 0.63 percentage points
over the sane period. 6/ It should be noted, however, that to the
extent that these prograns raise unsmployment by raising |abor
force participation of groups other than prime-age males, at |east
part of these effects may already be accounted for by the estinated
ef fect of changing | abor force shares.

The Inflation Target

A conbination of two factors nakes reducing the rate of
inflation to 3 percent by 1983 difficult: the current rapid rate of
inflation, and the w despread practice of linking inconme adjust-
ments to past inflation. The Consurer Price Index increased by
9 percent in 1978, to the extent that wages and other production
costs are subsequently escalated in response to such price in-
creases, great nonentumis built into inflation. 7/ Consequently,
it is difficult to slow the pace of inflation quickly.

The indexing of current incone adjustnents to past consuner
price change occurs in a variety of ways, including:

o Many union nmenbers receive periodi c wage increases based on
~the noverent of the CPI; about 60 percent of all workers
covered by major collective bargaining agreements——and a
much hi gher share of those covered by multiyear contracts—-—
benefit from cost-of-living escal ator cl auses. Thi s
periodic escalation in combination with first-year wage
catch-up and annual inprovenent adjustnents are designed to
naintain the traditional growh of workers' real wages;

6/ Cagan, "The Reduction of Inflation and the Magnitude of Un-
enpl oynent "

7/ For a nore detailed analysis of the nature of inflationary
monentum see CBO Inflation and G ow h; The Econom c¢ Policy
Dlema (Juy 1978), Chapter 1I1.
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0 The wages paid to a large nunber of nonunionized workers
are informally indexed to the past rate of inflation;
enpl oyers provide infornal escalation for a variety of
reasons, including the threat of unionization and the
mai nt enance of enpl oyee noral e and productivity;

0 Professional organizations often use their economc and
political power to nmaintain the traditional growh in
menbers' real income; and

o A variety of governnent actions explicitly or inplicitly
attenpts to reduce the inpact of inflation on living

st andar ds: i ndexation of social security benefits as well
as other income transfer programs, periodic adjustments of
the m ni mum wage, increased farm price supports, and

restrictions on conpetition frominports.

The nonmentum inparted to inflation by this w despread in-
dexation of income clains to past price novenents nmakes it dif-
ficult--but not impossible--to slow inflation quickly by standard
monetary and fiscal policies alone. According to nainstream
economc analysis, restrictive policies slow inflation by creating
excess capacity-~high unenployrment and idle plant and equipment--
whi ch puts downward pressure on wage and price adjustments. The
degree of economc slack necessary to lower the rate of inflation
significantly by 1983 through the use of standard nacroeconom c
tools and the related question of the consistency of the Hunphrey-
Hawki ns unenpl oynent and inflation goals are analyzed in the next
section. ’

THE TRADE- OFF_BETWEEN | NFLATI ON AND _UNEMPLOYMENT

The extent of the trade-off between unenpl oyment and inflation
can be measured by conparing alternative five-year projections,
using a wage-price framework that is typical of nost |arge econo-
nmetric nodels of the econony. In this framework, nomnal wages
are assunmed to depend on slack in labor narkets (neasured by the
unenpl oynent rate) and inflation catch-up and expectations.
Prices are assuned to be a markup over costs.

Al though there has been a great deal of debate about how nuch
of an wunemployment-inflation trade-off exists in the long run,
there is a considerabl e anount of enpirical evidence that the
trade-off in a four- to five-year period exists, and that this
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trade-off is costly in the sense that |ower unenploynent means
hi gher inflation and vice versa. To denpnstrate this, a base
five-year projection path is conpared with two paths that al-
ternately show the effects of |owering unenpl oynent and the effects
of lowering inflation, using standard fiscal and nonetary policies
(see Figure 11).

Base H ve-Year Projections Path

The base path begins with the CBO forecast for 1980. The
unenpl oynent rate is assuned to drop gradually from 6.8 percent in
1980 to 5.5 percent in 1984 The 5.5 percent unenployment target
was chosen as a rough estimate of the unenpl oyment rate bel ow which
inflation accelerates; the results wuld not be nuch different if
somewhat hi gher or somewhat |ower rates were chosen. The growth
inreal G\P required to reach this target is estimated to be about
4.5 percent annually from 1981 to 1984. The inflation pattern that
is consistent with these growth rates shows a gradual decline to 6
percent in 1984 This path is not nmeant to be a forecast; instead,
it describes a possible five-year scenario in the absence of nmajor
shocks to the econony.

Lower Unenpl oynent

In the high-growh path, the unenploynent rate is assunmed to
drop to 4 percent by 1983 and to hold there. This requires real
GNP growth rates between 55 percent and 7 percent from 1981
through 1983. As a consequence, the inflation rate bottons out at
7 percent in 1981 and rises to 9 percent by the end of 1984. S nce
nost estimates associate 4 percent unenployment with accel erating
wage and price increases, in the absence of additional inflation-
reducing policies (or additional structural enploynent policies),
hol di ng the unenpl oynment rate at 4 percent would continue to raise
the inflation rate. 8/

8/ The magnitude of the changes needed to achieve the Hunphrey-
Hawki ns goals and the goals discussed in the lower inflation
scenario would require fairly large changes in fiscal and
nonetary policy. However, it is difficult to estinate with any
degree of certainty exactly how nuch policy would need to be
changed. For a further discussion of this problem see the
CBO background paper entitled, An Analysis of the Roth-Kenp Tax
CQut Proposal (Cctober 1978).
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Figure 11.
Alternative Five-Year Paths
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Lower Inflation

The efficacy of reducing inflation by inducing protracted
slack in the econony has recently received a ot of attention. The
rationale behind this type of fiscal policy is that keeping the
unenpl oynent rate high wll, over a sufficiently long period of
time, lower the inflation rate.

In this five-year lowgrowh scenario, the unenpl oynment rate
is assuned to renain near the 7 percent range fromthe end of 1979
to 1984. This inplies 3.5 percent growh in real GNP from 1981 to
the end of the period. As a result of the prol onged econonic
slack, the inflation rate drops to the nei ghborhood of 4 percent in
1984.

The direct costs of such a policy are quite high. Conpared
with the base path, QW in 1984 would be about $100 billion (1972
dollars) lower and about 1.5 nmillion jobs would be |ost. It is
relatively easy to estimate the cost of rising unenploynent in
terns of the value of lost output. But other costs of high unem
pl oynent are not included in the above estimate--permanent |oss of
skills and work habits, famly disruption, crine, and alienation
have all been attributed to high unenploynment by some anal ysts.
Hgher inflation also has substantial costs that are difficult to
estimate.

Can The Trade-off Be | nproved?

The results given above denonstrate the costly trade-off
bet ween unenploynment and inflation and suggest that the 1983
inflation and unenpl oyment goals specified in the Hunphrey-Hawkins
Act are not sinultaneously achievable using nonetary and fiscal
pol i ci es al one. There is currently a great deal of inflationary
momentum in the US. econony; lowering the inflation rate by
reducing aggregate demand would require that high unenployment
rates be sustained for nany years. On the other hand, ainming for
a 4 percent unenploynent rate in 1983 would be highly inflationary
because the unenploynent rate at which the rate of inflation
neither accelerates nor decelerates nmay be in the nei ghborhood of
5.5 to 6 percent now and wll decline only nodestly by 1983 if
there are no changes in supply and |abor nmarket policies. The high
costs of reaching the Hunphrey-Hawki ns unenpl oynent goals (in terns
of inflation) and its inflation goals (in terns of |ost output and
jobs) underline the inefficiency of using fiscal and nonetary
policies alone. The similtaneous achievement of the two goals may
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only be feasible if supply-enhancing and incone policies are used
in conjunction with denmand nanagenent policies. These types of
policies are described in the next section.

REDUA NG BOTH UNEMPLOYMENT _AND | NFLATI ON

The Hunphrey-Hawki ns Act states that, "...sole dependence
upon fiscal or nonetary policies or both to conbat inflation can
exacerbate both inflation and unemployment....the coordi hated use
of fiscal and nonetary policies in conjunction with specific
targeted policies are necessary to conbat inflation." Anot her
passage reads, "In choosing nmeans to achieve the goal for the
reduction of wunenploynent and choosing neans to achieve the
goal of reasonable price stability, those neans which are nutually
reinforcing shall be used to the extent practicable." This
concluding section wll discuss policies suggested in the Him
phrey-Hawkins Act to inprove the chances of achieving the target
rates of unenploynent and inflation sinmultaneously.

Suppl y- Enhanci ng Programs. |In recent years, significant
increases in inflation have been caused by what are generally
called supply shocks; the tw npbst familiar exanpl es are bad
weat her, whi ch reduces the supply of farmproducts and raises their
prices, and the large energy price increase initiated by OPEC’s
exerci se of narket power. Anot her supply change that continues
to contribute to inflation is the slowdown in the growh of pro-
ductivity (output per hour worked). Whf avorabl e supply shocks
can increase both unenployment and inflation. Policies that in-
crease supply, on the other hand, can |ower both unenpl oyrment and
inflation. Most  suppl y-enhancing policies are not likely to be
cost-free; they nay require federal budget resources, either
t hrough spending or through tax incentives.

The list of supply policies that m ght reduce both unenpl oy-
ment and inflation is substantial~--though sone of the policies
conflict with other provisions of Hunphrey-Hawkins or wth other
Congressi onal goals expressed in past |egislation. For exanpl e:

0 Reduction or postponenent of increases in the m ni nrumwage
would Ilikely reduce both unenploynent and inflation;
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Reducing the benefits or coverage of the unenpl oynent
i nsurance system during high enploynent (while retaining
the countercyclical features specified in Humphrey-Hawkins)
could reduce inflation and unemployment; taxing UI benefits
could have a sinilar outconeg;

Increased federal research and devel oprment or research and
investnment tax incentives nay inprove productivity; the
nmost effective tax incentives for investrment, per dollar of
revenue loss, are thought to be the investnent tax credit
and accel erated depreci ati on;

Monitoring bottl enecks. Bottl eneck problens arise when
shortages of capital or skilled labor linmt output of
conmodi ti es which cannot be easily substituted for in
the short run, thus limting the expansion of aggregate
output in response to rising denand and causing inflation.
Bott| enecks appear to have been an inportant factor in the
1973-1974 inflation, but avoiding future bottlenecks is
difficult and not a cure-all: inflation can accelerate as
utilization rises,even without specific bottlenecks. Even
if materials or labor shortages can be accurately antici-
pated, means of alleviating them--given that Hunphrey-
Hawki ns prohibits production controls--are not easily
fornulated, and the essence of a "bottleneck" factor of
production is that it takes tinme to produce and put in
place;

Energy policy. Keepi ng energy prices fromrising can
conflict with the goals of encouraging domestic energy
production and conservati on;

Conpetition policy. Anong the suggestions in Hunphrey-
Hawkins for increasing conpetition are strengthening
antitrust laws and changing regul ation. The recent deregu-
lation of airline passenger fares provides an exanple
of what can be acconplished through changi ng federal
regul atory policy. Hunphrey-Hawki ns enphasi zes conpetition
in product markets but does little to encourage greater
conpetition in labor markets; for exanple, there is no
suggestion of nodifying the Davis-Bacon Act, which tends
to require high wages for governnent construction projects;



0 Reduction of trade barriers; and

0 Regulation for environmental and related goals has |owered
measured productivity and raised measured inflation.
Humphrey- Hawki ns leaves it to the Congress to deci de what
regulation of this type is "necessary:" Another suggested
approach is to achieve environnental goals by nore cost-
effective nmeans than direct regulation, such as effluent
taxes.

Targeted Enpl oynent Policies. To reduce unemployment,
Humphrey-Hawkins specifically mentions targeted enployment tax
credits, wage vouchers, and other enploynent incentives to private

sector busi nesses. The 1978 tax law provides for a targeted
enpl oyment tax credit. Targeting can be effective in reducing
unenpl oynent without raising inflation, if |abor markets are
segmented by skill or location. |In that respect, targeting can be

regarded as a substitute for reducing the m ni numwage or otherw se
reducing barriers to the enploynent of certain groups. Sinilarly,
targeted public enploynment can reduce unenpl oynent with |ess
inflationary pressure than a conparable enploynent expansion
stimilated by a tax cut.

Farm Policy. Federal policies to raise or naintain narket
prices of farmproducts can be of two types: production restriction
or stockpiling. Production restriction raises average farm prices
and farm incone, accelerates inflation, and increases instability
in prices. Sone econonists believe that stockpiling raises farm
prices, farm incomes, and inflation less than production restric-
tions, and results in nmore stable prices and production.

Incones Policies. Three of the four postwar periods of |ow
unenpl oynent and low inflation were characterized by sone form
of incones policy--either price and wage guidelines or controls.
Incones policies are not nentioned in Humphrey-Hawkins, and wage
and price controls are specifically di savowed.

It is not likely that any incomes policy--voluntary or conpul -
sory——can effectively control inflation arising either from supply
shocks or from overstimulating the econony. Wat a well-designed
i ncomes policy may be able to do is slowthe wage-price spiral--the
nonentum of inflation--with less cost in terns of |ost production
and enpl oyment than can fiscal and nonetary policies alone.
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In conclusion, achieving both the unenployment and inflation
goal s of Hunphrey-Hawkins is highly unlikely if only nonetary and
fiscal policies are used. Adopting any or all of the structural
policies outlined above could increase the chances of achieving
inflation and unenpl oynent goals sinmultaneously; but the structural
policies require difficult choices and the nagnitude of their
effects is not easily predicted.
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APPENDI X A THE ADMINISTRATION'S WAGH PR CE PROGRAM

In COctober 1978, President Carter announced a new anti-
inflation program

o] The 1980 budget submitted to Congress would give top
priority to noderating inflation;, the federal spending
share of G\ would be reduced to 20 percent in fiscal
year 1980, and the deficit would be less than $33
billion; 1/

o] Governnment regulations that increase costs and prices
woul d be revi ewed;

0 Nunerical standards for price and wage changes in the year
ahead were established along with proposed incentives for
conpl i ance and penalties for nonobservance.

Many analysts have concluded that the wage/price program nmust be
successful if a recession is to be avoided in 1979 or 1980. This
appendi x describes the program and assesses its chances of success.

Description of the \age/ Price Program

The program can be divided into three parts: st andar ds,
enforcement, and exenptions.

Standards. The price standard is that the average price
increase by a firmduring the year should be 0.5 percentage point
below its average annual rate of increase in 1976-1977, wth a
maxi rum of 9.5 percent. The wage standard is that the average
annual increase in wages and new privately financed benefits for
any given enployee group of a firm cannot exceed 7 percent. (A
firms workforce is divided into four enployee groups: nmanagemnent
enpl oyees, ‘enpl oyees covered by collective bargaining agreenents,
enpl oyees earning $4 per hour or less, and all other enployees.)

1/ The fiscal year 1980 budget just released has an even snaller
- deficit of $29 billion.
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Enforcement. The proposed enforcenment nechanism has both
sanctions and rewards. The potential sanctions for not conplying

with the standards include:

o] Firns with government contracts in excess of $5 mllion

must be certified as conplying with the V\age price stan-
dards or possibly |ose the contracts;

o] Limtations on inports conpetitive with products of
nonconpl ying firns could be | oosened;

o] Rate and entry regulations governing nonconplying firns
could be reviewed;

0 Noncompliance by certain industries—--for exanple, con-
struction--could result in nodifications of industry-
specific mninumwage and price |egislation; and

o Conpliance may be required in order to receive assistance
fromthe U.S. Inport-Export Bank.

The principal carrot for conpliance is on the wage side--real wage
i nsurance. Qoups of enployees who conply with the wage standard
becone eligible for a tax refund equal to the excess of the CPI
i ncrease over 7 percent applied to the employee's wages. The
Adni ni stration proposes two caps on its real wage insurance,
limting its coverage to the first $20,000 in earnings and limting
the range of conpensated inflation to 10 percent.

Ef fective nmonitoring is limted to the wage and price actions
of the largest firms—--primarily those with sales in excess of
$250 mllion per year. In addition, the Council on Wage and Price
Stability will follow devel opments in collective bargaining
agreenents where 1,000 or nore workers are covered.

Exemptions. There are a nunber of explicit and tacit exenp-
tions to the wage/price standards. These will be reviewed in some
detail bel ow

Probl ens with Achi eving Reduced Inflation

There are three types of problens that reduce the chances that
the voluntary wage/price programwll result in a quick reduction
in the rate of inflation:
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o Alarge portion of prices included in the CPI are official--
ly or tacitly exenpt from the program--including food at
the farm interest rates, energy, products produced by

firme with low profit margins relative to recent experi-
ence, inmports, and products produced by relatively

small firns;

o A large portion of wage earners are officially or tacitly
exenpt from the wage standard-—including those paid |ess

than $4.00 per hour, those whose wages have been previous-
ly contracted (plus those in close tandem), and those

enpl oyed by small firns; and

0o \Voluntary conpliance may be difficult to obtain, espe-
cially from unions being asked to accept reductions

real wages.

Price Sandard Exenption. There are three major areas of
exenption to the price standard. First, some goods and services
are explicitly excluded:

o food at the farm

o governnment goods and services (taxes),

o] interest rates,

o inports, and

0 regul ated energy products, such as natural gas.

Second, sone goods and services are affected by the rule that
essentially permts firns to nmaintain their before-tax profit
margins on sales to the average nmargin in their best tw out of the
past three fiscal years. This exenption could affect:

o] retail food (if raw food prices rise significantly),

0 gasoline and other petroleum products (as a result of
CPEC price increases and donestic decontrol), and

0O public utilities and other regul ated areas of the econony,
where prices are already typically set to ensure a fair
rate of return.
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Finally, a large nunber of goods and services are tacitly exenpt
because enforcenent is directed only at |arge corporations:

new and existing hones sales,

used car sales,

aut onobi | e nai ntenance and repair,
househol d services,

apparel services,

nedi cal care services,

restaurants and | odgi ng,

entertai nment servi ces,

personal care services, and
educat i onal servi ces.

OO0OO0OO0OO0O0O00OO0O0o

The exenptions account for roughly 60 percent of the Consuner
Price Index, and the exenpted goods and services accounted for nuch
of the acceleration in inflation in 1978  They rose at an 11
percent annual rate during the first 10 nonths of the year, as
compared with a 7 percent rate for the nonexempt products. The
prices of the nonexenpt products rose at about a 5.5 percent
average annual rate in 1976-77, therefore, a .5 percent price
deceleration inplies that these prices would increase in the
nei ghborhood of 5 percent in 1979, If the officially and tacitly
exenpt product prices continue to rise as rapidly as they did
before the programin 1978, then consumer price inflation would be
about 8.7 percent in 1979--even With a full .5 percent decelera-
tion by the nonexenpt group. 2/

VWage Sandard Exenptions. There are two, nonmutually excl u-
sive, types of exenptions from the wage standard. First, sone
workers are officially exempt:

0 Wrkers earning $4.00 per hour or |ess;

0 Wrkers who have previously contracted wage adjustnents
for next year;

0 Wirkers who have recorded exceptionally |arge productivity
gains resulting from work rule changes; and

2/ It is, of course, not known to what extent the tacitly exenpt
group wll change their behavior in response to the wage-price
standards.
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o] VWrkers whose wages have historically naintained a close
tandem rel ati onship to another enployee group whose wage
adjustment occurred prior to the announcenent of the
pr ogr am

Second, there are the enployees of relatively small firnms who are

tacitly exenpt because enforcenment is directed only at |arge
firms.

Extrapolating trends from the Qurrent Population Survey's
weekly and hourly earnings data, about 40 percent of workers paid
at hourly rates will receive less than $.00 an hour next year. If
these workers were to receive the overall average hourly conpensa-
tion gain recorded from the third quarter of 1977 to the third
quarter of 1978, average hourly conpensation per worker would rise
above the 7 percent standard. In addition, if the 6 mllion
workers who wll be covered by continuing major collective bar-
gaining agreenents next year also receive increases greater than 7
percent, the hourly payment per worker would increase still fur-
ther. It is unknown how many enployees of small firns will conply.

Vol untary Compliance. btaining voluntary conpliance with the
program s standards fromthe nonexenpt groups is not assured; |abor
unions wll find conpliance especially difficult. This conclusion
follows from two characteristics of wage determ nation under
coll ective bargaining:

o UWiions attenpt to maintain the loyalty of their nenbers,
and an inportant aspect of this naintenance of loyalty is
satisfying their nmenbers' wage aspirations;

o Wrkers tend to evaluate whether wages are satisfactory
nmore on ethical than economc criteria;, the old |abor
slogan of "a fair day's work for a fair day's pay" pro-
vides an inportant insight into workers' wage aspirations.

In general, equity in wage determnation has two dinensions.
First, there are interpersonal or intergroup conparisons. Qbits
of conparison or wage patterns tend to becone established over tine
and through the process of repetition cone to be accepted as
fair by wage earners. For exanple, steelworkers' wage settlements
tend to pattern after autoworkers' settlenments, and to break this
orbit would result in workers feeling that they were treated
unfairly. Second, there are conparisons over tinme. Wrkers becone
accustonmed to a standard rate of increase in their real wage
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over time; to receive less would be perceived as inequitable.
Thus, mlti-year collective bargaining contracts are typically
characterized by three types of wage adjustments: a first-year
catch-up to conpensate for past inflation, an annual i nprovenent
factor, and a cost-of-living escal ator.

A problemw th the wage standard is that it requires unions to
violate both dinensions of equity and to do this, fromtheir
menbers' perspective, voluntarily: :

0 Intergroup equity. The unions that bargain in 1979
are being asked to settle for a 7 percent annual increase
in wages and new benefits when other unions have recently
negoti ated and received much more (for example, mne
workers received 13 percent and railroad workers received
nore than 10 percent); and

o Equity over tine. In order to conply with the wage
standard, the wunions bargaining in 1979 rust in general
settle for reductions in real wage trends for their
members, rather than nmaintain traditional real wage
i ncr eases. This is true even if the real wage insurance
proposal is enacted, because the standards pernmt no
first-year catch-up to past inflation and pernmt at best a
1 percent real wage rise over the life of the contract--
well below trend rates for the teansters, auto workers,
el ectrical workers, rubber workers, and neatpackers. It
is noteworthy that the Kennedy guidelines and the N xon
standards permtted real wages to rise nore than 1 percent
annually.

Gven the pressures from their nenmbership, it wll be diffi-
cult for unions to conply with the wage standard voluntarily.
Reasons that nay be used to justify nonconpliance include:

o A delay in the passage of real wage insurance (or the
rejection of the program by the Congress), which would
support the rationale that the program is not operative;

o A continued rapid pace of inflation, which would provide

the rationale that the price standards are not working and,
therefore; the programis not operative; and

0o Any exanples of wage increases 'greater than 7 percent,

which would support the contention that the wage standards
are being ignored.
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If nmanagenent attenpts to conply with the published standards
(and the penalties facing large corporations for not conplying are
potentially severe), the outcone could be a sharp increase in
industrial conflict. A long and bitter strike in a critical area
woul d place pressure on the Admnistration to nodify its wage/price
pr ogr am

Summary

By itself, the Administration's wage/price program announced
Qctober 24 appears to have little chance of achieving its announced
goal of a 6 to 6.5 percent rate of inflation in 1979. The current
nomentum of inflation appears to be too great to achieve such a
rapid reduction w thout w despread slack in the econony. In
addition, nost of the goods and services that have exerted the
greatest upward pressure on the price level are officially or
tacitly exenpt from the price standards, and a large portion of
the labor force is officially or tacitly exenpt from the wage
st andar d. Finally, given the nature of the American |abor nove-
ment, unions will find it difficult to conply voluntarily with the
wage standards.
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APPENDI X B. EFFECTS OF CHANGES IN THE CORPCRATE | NCOME TAX RATE
AND | N ACCELERATED DEPRECIATION: SIMJLATIONS WTH
THREE MACRCECONOM C MCPELS

In last year's report on The Economc Outlook, CBO conpared
the effects of three business tax changes: increases in the invest-
ment tax credit, accelerated depreciation, and reductions in the
corporate income tax rate. 1/ The analysis was based on simila-
tions using three different macroeconom c nodel s. The report
enphasi zed that there was not nuch consensus anong the nodels over
the quantitative effects of particular changes in business taxes.
Nevertheless, the simulations indicated that, as a nethod of
stimulating business fixed investnent, the investnent tax credit
and accel erated depreci ation nethods were nore effective per dollar
of direct tax reduction than reductions in the corporate incone tax
rate. 2/

CBO recently updated this analysis for two of these three
types of changes in business taxes: corporate rate reductions and
accel erated depreciation. Two types of simulations were perforned
using three econonetric nodels:

0 Reduction in the maxi num corporate incone tax rate, |ower-
ing receipts by about $4 billion; and

0 Increase in the asset depreciation range (AR for equip-
ment by 20 percentage points, and introduction of a 20
percent ADR for structures.

As discussed in last year's report, the revenue effects of
accel erated depreciation tend to be small at first and to grow as
an increasing proportion of the capital stock becones eligible

}_/ Congressional Budget Ofice, The Economc Qutlook (February
1978), Appendi x A, pp. 47-49.

2/ In the interim the investment tax credit was liberalized and
made permanent, and there were corporate incone tax rate
reductions, including a reduction in the nmaxi mum from 48
percent to 46 percent. The capital gains tax was also reduced.
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for the faster tax wite-offs. For this particular change, the
direct budget cost was estimated to average about $3 billion for
the first three years.

The results of these simulation, which are summarized in Tabl e
B-1, are sinilar to those described in last year's annual report.
Conpared with the effects of lowering the corporate tax rate, the
accel erated depreciation allowances have a larger inpact on invest-
ment and real QG\WP during the simulation period. The effects of
both types of reductions occur wth considerabl e |ags.



TABLE B-1. EFFECTS CF CHANGES IN BUSINESS TAXES: A COMPAR SON CF
RESULTS BASED ON THREE NMACRCECONOM C MCDELS

First Second Third
Economi c Vari abl e Year Year Year a/

Corporate Incone Tax Rate Qut of $4 Billion

Change in Real QWP
(billions of 1972 doll ars) 0.2 to 1.1 13 to 23 15 to 25

Change in Real Business
Fixed Investnent (billions
of 1972 dol | ars) 01 to 005 05 to 10 08 to 1.3

Percent Change in Price Level _
(G\P defl ator) 0.0 -0.1 to 000 -0.1 to 0.1

Accel erated Depreciation of Plant and Equi pnent b/

Change in Real QWP '
(billions of 1972 doll ars) 0.3 to 10 17 to 32 27 to 50

Change in Real Business
Fixed Investrment (billions
of 1972 dol | ars) 0.1 to 0.5 0.7 to 2.2 11 to 3.5

Percent Change in Price Level
(G\P defl ator) 0.0 -0.1 to 000 -0.2 to 0.1

a/ In sone cases, these represent estimates based on inconplete
dat a.

b/ Assumes a 20 percent increase in the asset depreciation range

in the tax life of plant and equi pnent. See text for discus-
sion of revenue | oss.
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