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PREFACE

This analysis was prepared at the request of the Senate Committee on
Appropriations to provide Members an overview of the President's budgetary
proposals for fiscal year 1983. The report describes the problem of chronic
budget deficits faced by the federal government under existing tax laws and
current spending programs and the Administration's proposals for dealing
with this problem. It discusses the economic outlook and the assumptions
used for the February budget.

This report also presents the Congressional Budget Office's reesti-
mates of the budgetary impact of the Administration's proposals based on
alternative economic assumptions and on CBO's technical estimating
methods and programmatic assumptions. Finally, the report analyzes in
some detail the major budget increases proposed for national defense
programs.
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manuscript. It was typed for publication by Barbara Bakari, Gwen Coleman,
Dorleen Dove, Susie Fominaya, Betty Jarrells, Thelma L. Jones, Brice
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SUMMARY

The budget deficit for fiscal year 1982 is now expected to exceed
$100 billion. The sharp rise from previously estimated levels can be
attributed largely to the current economic recession, which was not
anticipated in last year's budget estimates by either the Administration or
the Congress. The economy is expected to recover during 1982 and to move
upward thereafter. But budget deficits are projected to increase steadily
for the foreseeable future, even after economic recovery, unless existing
tax and spending policies change.

The President's 1983 budget contains proposals--mostly affecting
spending policies--to reduce projected deficits during the next three years
by $239 billion. According to Administration estimates, adoption of these
proposals would result in only marginal reductions in the budget deficit from
the record high level of 1982. The Administration anticipates deficits of
$92 billion in 1983, $83 billion in 1984, and $72 billion in 1985, all substan-
tially above the 1981 level of $58 billion.

The Congressional Budget Office (CBO) has analyzed the President's
budgetary proposals and finds that revenues are likely to be slightly lower
than projected by the Administration and outlays significantly higher.
Hence, even if the President's proposals are adopted, CBO estimates that
the budget deficit will climb steadily from an estimated $111 billion in 1982
to $121 billion in 1983, $129 billion in 1984, and $140 billion in 1985.
Furthermore, there is the possibility that the budget deficits could be even
larger, if tight credit conditions produce a weaker economy than assumed by
either the Administration or CBO.

THE BUDGET OUTLOOK UNDER CURRENT POLICIES

Under existing law, the future growth in federal revenues will be
sharply reduced from rates experienced over the past decade as a result of
the tax cuts contained in the Economic Recovery Tax Act of 1981. Without
further cuts in spending, budget outlays will grow at a faster rate than
revenues. Consequently, without steps to raise revenues or to lower the
growth in spending, the budget deficit will continue to grow.

This budget outlook is portrayed clearly by both the CBO baseline
budget projections and the Administration's projection of current services
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(which includes the Administration's defense spending proposals). These
projections are shown in Summary Table 1.

SUMMARY TABLE 1. THE BUDGET OUTLOOK UNDER CURRENT
POLICIES (By fiscal year, in billions of dollars)

1981 1982 Projections
Actual Estimate 1983 1984 1985

CBO Baseline Projections

Revenues 602 631 652 701 763
Qutlays 660 740 809 889 971
Deficit 58 109 157 188 208

Administration Current Services
Baseline with Proposed Defense
Spending Growth a/

Revenues 599 626 653 704 778
Outlays 657 728 799 869 946
Deficit 58 101 146 165 168

a/ The President's 1983 budget has reclassified certain social insurance
contributions as offsetting collections to spending, thereby reducing
both revenues and outlays but leaving unchanged the deficit.

The budget deficit under baseline assumptions is projected by CBO as
almost doubling between 1982 and 1985, from $109 billion to $208 billion.
The Administration's projections also show a sharp rise in the budget deficit
during this period, although not quite so much as CBO"s, largely because of
different economic assumptions. In the absence of tax increases or spending
reductions, the CBO projections show the deficit rising to 5.0 percent of
GNP in both 1984 and 1985; the Administration's show it rising to
4.3 percent of GNP in 1984 and 4.0 percent in 1985. The last time the
budget deficit was this large relative to GNP was in 1976 when it was
4.0 percent as a result of the 1974 recession.
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THE ADMINISTRATION'S BUDGETARY PROPOSALS

President Reagan's budget for fiscal year 1983 recommends outlays of
$757.6 billion, revenues of $666.1 billion, and a unified budget deficit of
$91.5 billion. The main features of the President's 1983 budget include:

o No change in the scheduled individual income tax cuts enacted in
1981, but some significant increases in corporate taxes;

o Rapid real growth in defense spending;

o  Further reforms in entitlement programs, but no reductions in
Social Security benefits;

o Additional cuts in discretionary nondefense spending programs;
and

o Substantial savings from various management initiatives.

Total revenues under the Administration's proposals would increase by
27 percent from an estimated $627 billion in 1982 to $797 billion in 1985.
Outlays would grow by only 20 percent, from an estimated $725 billion in
1982 to $869 billion in 1985. Net spending by off-budget entities--primarily
the Federal Financing Bank and oil purchases for the strategic petroleum
reserve--is projected to decline from an estimated $20 billion in 1982 to
$11 billion by 1985. As shown in Summary Table 2, the total budget deficit--
including off-budget entities--would decline by 30 percent from $118 billion
in 1982 to $83 billion in 1985. Relative to GNP, however, the reduction in
the total deficit would be larger--falling from 3.8 percent in 1982 to
2.0 percent in 1985. The federal debt subject to statutory limit is projected
to grow from $1.0 trillion at the end of fiscal year 1981 to $1.5 trillion by
the end of 1985.

The Administration's Budget Deficit Reduction Program

The Administration's proposals to reduce the size of the federal deficit
from the levels indicated by current policies are concentrated largely on the
spending side of the budget. As shown in Summary Table 3, almost
80 percent of the deficit reduction proposals over the next three years are
calculated as reductions in outlays from the Administration's projected
current services baseline. The biggest share of the outlay reductions--
40 percent--would be accomplished largely through the appropriation
process by holding back increases or cutting nondefense discretionary
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programs. Another 29 percent of these outlay reductions are to be achieved
through legislative proposals to reform entitlement programs, primarily
Medicare, Medicaid, food stamps, and Aid to Families with Dependent
Children (AFDC). No entitlement reforms for Social Security are proposed
in the President's budget.

SUMMARY TABLE 2. THE ADMINISTRATION'S BUDGET ESTIMATES
(By fiscal year, in billions of dollars)

Administration Estimates

Budget Component Actual
1981 1982 1983 1984 1985

Revenues 599.3 626.8 666.1 723.0 796.6
Outlays
Unified budget 657.2 725.3 757 .6 805.9 868.5
Off-budget entities 21.0 19.7 15.7 14.3 11.0
Total Outlays 678.2 745.0 773.3 820.2 879.4
Deficit (-)
Unified budget -57.9 -98.6 -91.5 -82.9 -71.9
Off-budget entities -21.0 -19.7 -15.7 -14.3 -11.0
Total Deficit -78.9 -118.3 -107.2 -97.2 -82.8
Debt Subject to Limit 998.8 1,130.0 1,254.3 1,368.7 1,482.0

An estimated 28 percent of outlay savings would be achieved through
various management initiatives, such as accelerated leasing of Outer
Continental Shelf (OCS) lands, the sale of surplus or underused federal
property, improved debt collection procedures, and further restraint on
increases in federal pay. Fully two-thirds of these management initiatives
would reduce net outlays by increasing receipts that are recorded on the
spending side of the budget. Finally, proposed increases in user fees that
would be counted as offsettmg receipts make up the remammg 3 percent of
the proposed outlay savings.
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Only a little more than 20 percent of the Administration's deficit
reduction proposals involve revenue increases. About 75 percent of the
increases during 1983-1985 would come in corporate income taxes, and
would substantially offset the corporate tax reduction enacted in the
Economic Recovery Tax Act (ERTA) for that period. No proposals are made
in the February budget to delay or eliminate any of the scheduled rate
reductions in individual income taxes that also were enacted in ERTA.

SUMMARY TABLE 3. THE ADMINISTRATION'S DEFICIT REDUCTION
PROPOSALS (By fiscal year, in billions of
dollars) a/

1983 1984 1985 Total Percent

Revenues
Tax revisions 7.2 13.5 13.5 34.1 14.3
Increases in user fees 1.3 1.4 1.6 4.3 1.8
Improved tax collection
and enforcement 5.5 5.5 4.7 15.7 6.5
Entitlement reform -1.1 -1.0 -1.0 -3.1 -1.3
Subtotal 12.8 19.4 18.8 51. 21.3
Outlays
Entitlement savings 12.8 18.1 23.8 54.7 22.8
Management initiatives 14.8 18.5 19.2 52.5 22.0
Increases in user fees 1.2 2.1 2.2 5.5 2.3
Reductions in discretionary
and other programs 14.2 26.1 35.3 75.6 31.6
Subtotal 43.0 64.7 80.5 188.3 78.7
Total Reductions a/ 55.9 84.1 99.3 239.3 100.0

g/ Reductions are calculated by the Administration as changes from a
projected current services baseline (see Summary Table 1).

Defense Spending Proposals

The President's February budget includes a 1982 program supplemental
appropriation request of $2.6 billion for the Defense Department, and
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proposes a further increase of $44 billion in national defense appropriations
for 1983. The Administration's 1983 budget for national defense programs
totals $263 billion in new budget authority. Further large increases in
defense appropriations are projected for 1984 and 1985. Measured in
constant (fiscal year 1983) dollars, these projected increases for national
defense appropriations for 1983-1985 would mean an average real growth of
9.2 percent per year using the Administration's economic assumptions.

Overall, the President's 1983 budget reflects relatively small funding
increases for forces and manpower, and large increases to acquire new
weapons for future force expansion and modernization. The most significant
new policy proposal is the Administration's plan to increase the size of the
naval fleet from 514 ships to over 600.

Restructuring of the Federal Budget

The President's budget proposals would dramatically affect the
relative composition of federal spending. Outlays for national defense
would increase by 56 percent in the next three years--from $187.5 billion in
1982 to $292 billion in 1985. The share of the budget allocated to national
defense would rise sharply from 26 percent in 1982 to 34 percent in 1985.
Direct federal payments to individuals, which include Social Security,
Medicare, and federal employee retirement benefits, would increase by
$57 billion between 1982 and 1985--maintaining their relative share of the
budget at about 42 percent. Net interest costs are also projected to rise
during the next three years and would claim another 1l percent of total
outlays in 1985, the same share as estimated for 1982.

All other federal spending would be reduced by 25 percent--about
$37 billion--between 1982 and 1985. As shown in Summary Table 4,
payments for individuals made through state and local governments--which
include Medicaid and AFDC--would be cut back in 1983 from 1982 levels and
then allowed to grow slightly in 1984 and 1985. Outlays for other grants to
states and localities would be reduced steadily from about $50 billion in
1982 to $41 billion in 1985. Net outlays for "all other federal programs"
would have the sharpest cutback, falling by more than one-half, from an
estimated $54 billion in 1982 to $25 billion in 1985. This decline, however,
masks a projected 60 percent increase in offsetting receipts from the sale of
OCS leases, surplus federal property, and other sources. Gross outlays for
this sector would be cut back in 1983 by about 15 percent but then held
approximately level in current dollars during 1984 and 1985.
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SUMMARY TABLE 4.

RELATIVE COMPOSITION OF THE UNIFIED

BUDGET (By fiscal year)

Administration Estimates

Budget Component Actual
1981 1982 1983 1984 1985
Qutlays in Billions of Dollars
National Defense 159.8 187.5 221.1 253.0 292.1
Payments for Individuals
Direct 276.7 310.1 328.3 345.4 367.5
Through states and
localities 39.9 41.5 37.6 40.0 42.3
Other Grants 54.8 49.6 43.7 41.8 41.1
Net Interest 68.7 83.0 96.4 98.7 100.8
Other Federal Programs 37.4 53.6 30.6 27.1 24.6
Total 657.2 725.3 757 .6 805.9 868.5
Percent Change
National Defense 17.6 17 .4 17.9 14.4 15.4
Payments for Individuals
Direct 16.8 12.1 5.9 5.2 6.4
Through states and
localities 16.9 3.9 -9.5 6.4 5.9
Other Grants -4.3 -9.3 -11.9 -4.4 -1.7
Net Interest 31.0 20.8 l6.1 2.4 2.1
Other Federal Programs -4.5 -6.5 -43.0 -11.2 -9.2
Total 14.0 10.4 4.5 6.4 7.8

CBO ANALYSIS OF THE PRESIDENT'S BUDGET

The Congressional Budget Office's analysis of the President's February
budget finds that revenues would be slightly lower than estimated by the
This
finding results from CBO's technical analysis of the Adminijstration's budget

Administration for 1983-1985 and budget outlays would be higher.
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estimates and a substitution of CBO's economic assumptions for the
Administration's. The CBO budget reestimates are shown in Summary
Table 5.

SUMMARY TABLE 5. CBO BUDGET REESTIMATES (By fiscal year, in
billions of dollars)

1982 1983 1984 1985
CBO Technical Reestimates
Revenues 4.3 -5.2 -13.0 -15.6
Outlays
Unified budget 12,2 19.9 22.1 23.0
Off-budget entities 0.6 0.8 0.9 1.1
CBO Baseline Economic Assumptions
Revenues -3.4 -0.8 5.6 -4.9
Outlays 1.2 3.2 16.4 24.2
Total Reestimates
Revenues 9 -6.0 -7.4 -20.5
Outlays
Unified budget 13.5 23.1 38.5 47.2
Off-budget entities 0.6 0.8 0.9 1.1

These reestimates produce a dramatic increase in the budget deficit,
as shown in Summary Table 6 and as portrayed graphically in Summary
Figure 1. Under CBO's technical and economic reestimates, the unified
budget deficit rises from $111 billion in 1982 to $140 billion by 1985, almost
twice the level projected by the Administration. Over the three-year
period, 1983 to 1985, CBO estimates that the President's budgetary
proposals would result in budget deficits that exceed the Administration's
estimates by more than $140 billion.  Almost $100 billion, or about
70 percent, of these higher deficits results from technical estimating
differences. Another $44 billion results from using CBO's baseline economic
assumptions instead of the Administration’s.
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SUMMARY TABLE 6. UNIFIED BUDGET DEFICITS (By fiscal year, in
billions of dollars) '

1982 1983 1984 1985

President's February Budget 98.6 91.5 82.9 71.9

Deficit with CBO's
Technical Reestimates 106.5 116.6 118.1 110.4

Deficit with CBOQ's Technical
Reestimates and Baseline
Economic Assumptions 1.1 120.6 128.9 139.6

CBO Technical Reestimates

CBO's technical analysis of the Administration's budget estimates
suggests that revenues may be overestimated in the February budget by
about $5 billion in 1983, $13 billion in 1984, and $16 billion in 1985. The
technical reestimates for revenues result mainly from different estimates of
the revenue effects of the Economic Recovery Tax Act. On the outlay side,
CBO's technical reestimates suggest larger differences, averaging more than
$20 billion during 1983-1985. The major differences involve the cost of
farm price supports, the rate of spending for defense procurement
activities, likely receipts to be derived from the proposed accelerated
leasing of OCS lands, and net interest costs. These four areas account for
three-fourths of all the differences in CBO's technical reestimates for 1983-
1985 outlays.

CBOQ Economic Reestimates

The economic forecasts of both the Administration and CBO are in
close agreement for 1982, Real gross national product (GNP) is projected to
rise by about 3 percent over the four quarters of the year, and the
unemployment rate is expected to be in the neighborhood of 8% percent at
year's end. The forecasts of inflation and short-term interest rates are also
similar in 1982,

In 1983, however, the Administration forecast for inflation and real
growth is more optimistic than CBO's. While both forecasts imply virtually
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the same expansion of nominal GNP, the Administration looks for real GNP
to grow by 5.2 percent over the four quarters of 1983, and for inflation (as
measured by the GNP deflator) to fall to a rate of 5.5 percent. CBO
expects real GNP to grow by about 1% percentage points less than the
Administration does in 1983, and the GNP deflator to rise by about
1% percentage points more. The slower growth expected by CBO is largely
the consequence of higher interest rates in its forecast, which would dampen
the recovery in economic activity.

Summary Figure 1.

Budget Deficits
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The Administration's economic assumptions for 1984 and beyond are
also more optimistic than CBO's (see Summary Figure 2). Compared with
CBO's baseline assumptions, the Administration projects higher real growth
and sharper declines in inflation, unemployment, and interest rates.
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Summary Figure 2.

Comparison of Major Economic Assumptions
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SOURCES: For historical data, Department of Commerce, Bureau of Economic Analysis; Department of Labor,
Bureau of Labor Statistics; and Federal Reserve System, Board of Governors. For projections,

Congressional Budget Office and Office of Management and Budget.
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The Administration's real growth assumptions for 1984-1987 are near
the upper end of historical experience. In comparable four-year periods
following previous postwar recoveries, real growth averaged 3.4 percent a
year and ranged between 2.0 and 5.2 percent a year. The Administration
assumes an average rate of growth of 4.6 percent a year between 1984 and
1987. CBOQ, in its baseline projections, assumes an average annual growth
rate of 3.5 percent.

As shown in Summary Table 5, the effect of the somewhat less
optimistic CBO baseline assumptions with respect to real growth, inflation,
unemployment, and interest rates would be to raise unified budget outlays
by $1 billion in 1982, $3 billion in 1983, over $16 billion in 1984, and
$24 billion in 1985. Over the entire four-year period, budget outlays would
be $45 billion higher than projected by the Administration. Revenues, on
the other hand, would be very close to the Administration's estimates
because of the similar assumptions about nominal GNP. '

The Administration's Budget Reestimated

The CBO economic and technical reestimates assume that all of the
President's legislative proposals for taxes and spending are approved by the
Congress, and also that the Administration is successful in meeting most of
its targets for revenue increases and outlay savings from various
management initiatives. CBO has not been able to develop its own
independent estimates for outlay savings from several of the management
initiatives, particularly those that are clearly targets and not allocated to
agency accounts. Based on past history, the unallocated targets for
reduction of waste, fraud, and abuse; for improved debt collection; and for
the sale of surplus or underused federal property appear to be very
optimistic.

Summary Table 7 shows the effect on the Administration's budget of
CBO's technical reestimates and of substituting CBO's baseline economic
assumptions for the Administration's economic assumptions. Under CBO's
pricing of the Administration's budgetary proposals, revenues would grow by
less than 25 percent between 1982 and 1985, rising from an estimated
$628 billion to §776 billion.  Unified budget outlays would grow at
approximately the same rate as revenues during this period, rising by
24 percent from $739 billion in 1982 to $916 billion in 1985.

The unified budget deficit rises from $111 billion in 1982 to

$140 billion in 1985. When net outlays of off-budget federal entities are
included, the total deficit rises from $131 billion in 1982 to more than
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$1.0 trillion at the end of 1981 to more than $1.6 trillion at the end of 1985,
or by more than 60 percent.

SUMMARY TABLE 7. THE ADMINISTRATION'S BUDGET REESTIMATED
(By fiscal year, in billions of dollars)

CBO Estimates

Actual
1981 1982 1983 - 1984 1985
Revenues 599.3 627.7 660.1 715.6 776.1
Qutlays
Unified budget 657.2 738.8 780.7 344.5 915.7
Off-budget entities 21.0 20.2 16.5 15.2 12.0
Total Outlays 678.2 759.0 797.2 859.7 927.7
Deficit (-)
Unified budget -57.9 -111.1 -120.6 -128.9 -139.6
Off-budget entities -21.0 -20.2 -16.5 -15.2 -12.0
Total Deficit -78.9 -131.3 -137.1  -l44.1 -151.6

Debt Subject to Limit 998.8 1,430.0 1,297.1 1,458.4 1,640.5

MAJOR RISKS

Several risks are inherent in the Administration's budget proposals.
One is that the Administration may have underpriced its projected defense
appropriation requests. CBO has identified two major elements of concern
in this regard. First, inflation may not decline as rapidly as assumed in the
Administration's budget estimates. This would require additional funds to
complete the Administration's plans for defense purchases. Otherwise,
higher than anticipated inflation could cause a scaling back of purchases to
stay within available funds. CBO's reestimates of the President's budget did
not adjust the Administration's proposed budget authority for defense
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programs for the higher inflation contained in CBO's baseline economic
assumptions. If this were done, $61 billion in additional appropriations
would be needed during the next five years to achieve the same real growth
in defense spending as proposed by the Administration.

Second, the real cost of defense purchases has grown in recent years--
averaging about 3% percent per year since 1975. This has occurred for a
variety of reasons, including program changes (such as new specifications
for weapons or revised production schedules) and underestimates of real
resources (such as manufacturing hours and materials costs). If the
Administration is unable to curb this cost growth, further funds would be
needed to meet its defense procurement objectives. If the 3% percent
average annual cost growth continues, for example, CBO estimates that an
additional $48 billion in new budget authority will be required to fund major
weapons procurement during 1983-1987,

A second risk is that it will be very difficult to achieve lower deficits
in the next few years if the major effort is focused primarily on the
spending side of the budget. The sharp increases proposed for national
defense programs, the rising outlays for Social Security and other benefit
payments indexed for inflation, and the growing net interest costs place
enormous pressure on the remaining portion of the budget. As shown in
Summary Figure 3, these other federal outlays are projected to shrink
steadily. The difficulty of finding still further significant reductions in this
area of the budget is very great.

A more fundamental risk is the uncertainty in the economic outlook.
The Administration's program implies a strong fiscal stimulus in 1982 and
1983. The large budget deficits projected in this report would result in a
marked increase in Treasury borrowing that would put further upward
pressure on interest rates. At the same time, the Federal Reserve's targets
for monetary growth may act as a brake on economic growth during the next
few years. Given the combination of monetary and fiscal policies and the
projected economic recovery, high interest rates next year seem likely--
although the level is hard to predict because this policy combination of a
tight monetary policy and a stimulative fiscal policy is virtually without
precedent. Nevertheless, there is a significant risk that the outcome could
be even weaker growth than projected by either the Administration or CBO.

Since budget estimates are very sensitive to economic assumptions,

policymakers must be prepared for the possibility of developments markedly
different from those assumed by both the Administration and CBO. To
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illustrate the sensitivity of the budget to economic assumptions, CBO also
has reestimated the President's February budget using a more pessimistic
set of economic assumptions. In the CBO pessimistic alternative
assumptions, portrayed in Summary Figure 2, real growth averages only
2,0 percent in 1984-1987, unemployment remains at about 8% percent
throughout the period, the rate of inflation remains above 7 percent until
the end of the period, and short-term interest rates fall very slowly.

Summary Figure 3.
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SOURCE: Budget of the United States Government, Fiscal Year 1983, Table 22, p. 9-61.

Under this more pessimistic set of assumptions, growth in nominal
incomes would be somewhat less and federal revenues would be lower by
about $25 billion during 1982-1985 than projected by the Administration.
The effect on outlays, however, would be much greater. By 1985, outlays
would be over $50 billion higher than projected by the Administration, and
over $100 billion higher for the entire four-year period. The effect of using
the CBO pessimistic economic assumptions would be to raise the estimated
level of the budget deficit under the Administration's proposals to
$132 billion in 1983, $155 billion in 1984, and $184 billion in 1985 (see
Summary Table 8).
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SUMMARY TABLE 8. UNIFIED BUDGET DEFICITS UNDER CBO
PESSIMISTIC ECONOMIC ASSUMPTIONS (By
fiscal year, in billions of dollars)

1982 1983 1984 1985

President's February Budget 98.6 91.5 82.9 71.9

Deficit with CBO
Technical Reestimates 106.5 116.6 118.1 110.4

Deficit with CBO Technical
Reestimates and Pessimistic
Economic Assumptions 112.7 132.1 154.9 183.6
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AN ANALYSIS OF
THE PRESIDENT'S BUDGETARY PROPOSALS
FOR FISCAL YEAR 1983






CHAPTER L THE ADMINISTRATION'S PROPOSALS

The federal government's budget, in the absence of major policy
changes, faces large and growing deficits. This year, the deficit will
probably exceed $100 billion for the first time. By 1985, it could top
$200 billion. :

The President's 1983 budget contains a lengthy list of spending
reductions and a shorter list of tax increases designed to close the deficit
gap. To allow substantial increases in spending for national defense,
spending for nondefense programs (other than Social Security) would be cut
sharply. The Administration also recommends large reductions in
off-budget federal spending and in federal credit activities.

This chapter depicts the budget situation under current policies, using
both Congressional Budget Office (CBO) and Administration projections, and
explains how that situation came about. It then reviews the Administra-
tion's revenue and spending proposals, using the Administration's own
figures. The chapter concludes with discussions of the Administration's
proposals for federal off-budget spending, debt, and credit. The later
chapters present CBO's estimates of revenues and spending under the
Administration's policies, using CBO's own economic assumptions and
estimating methods.

THE BUDGET OUTLOOK UNDER CURRENT POLICIES

While the budget deficit for 1981 was $58 billion, the 1982 deficit is
now expected to exceed $100 billion under current policies. This sharp rise
in the deficit can be attributed largely to the recession, which was not
anticipated in last year's budget estimates. Although most economic
forecasters expect that the economy will begin to recover later this year
and move into a period of continued growth, budget projections show rising
deficits under existing tax laws and current spending policies. This growing
deficit gap is illustrated in Figure 1, which shows the CBO baseline budget
projections through 1985.

Both the CBO baseline budget projections and the Administration's
current services baseline (which includes the Administration's defense
spending proposals) tell the same story. Under both sets of baseline
projections, shown in Table 1, federal revenues would grow at an average
annual rate several percentage points below the expected rate of growth of



Figure 1.
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the economy. Both CBO and the Administration assume that the gross
national product (GNP) will grow by an average rate of between 10.5 and
11 percent during the next three years. The CBO baseline projections show
revenues growing at an average annual rate of 6.5 percent between 1982 and
1985--somewhat less than the Administration's baseline projections of
7.5 percent.

Baseline outlays, as projected by both CBO and the Administration,
would grow at a faster rate than revenues. The CBO projections show total
outlays rising from an estimated $740 billion in 1982 to $971 billion in 1985.
This represents an average growth rate of 9.5 percent a year, or 3 percent-
age points above the CBO projected growth in baseline revenues. The
Administration projects a similar growth in baseline outlays--9.2 percent a
year--that exceeds its baseline revenue projections by almost 2 percentage
points.

The budget deficit under baseline assumptions is projected by CBO to
almost double between 1982 and 1985--rising from $109 billion to
$208 billion. The Administration's baseline projections also show a sharp
rise in the budget deficit, although not quite as much as those of CBO,
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TABLE 1. THE BUDGET OUTLOOK UNDER CURRENT POLICIES (By
fiscal year, in billions of dollars)

Actual Estimate Projections
1981 1982 1983 1984 1985
CBO's Baseline
Revenues 603 631 652 701 763
Outlays 660 740 809 389 971
Deficit 58 109 157 188 208

- s e e e E E e M e e w w mm w w w m e W e e M m e e e e e e e = e e o m e e e =

Administration's Current Service Baseline a/

Revenues b/ 599 626 653 704 778
Outlays b/ 657 728 799 869 946
Deficit 58 101 146 165 168

SOURCES: Congressional Budget Office, Baseline Budget Projections for
Fiscal Years 1983-1987 (February 1982), p. 9; Budget of the
United States Government, Fiscal Year 1983 (February 1982),
po 3‘80

a/ Includes proposed defense spending growth.

b/ The Administration's 1983 budget has reclassified certain social
insurance contributions as offsetting collections to spending, thereby
reducing both revenues and outlays but leaving the deficit unchanged.
The CBO figures reflect the previous classification.

largely because of different economic assumptions. In the absence of tax
increases or spending reductions, CBO's baseline projections show the deficit
rising to 5.0 percent of GNP in both 1984 and 1985. The Administration's
baseline projections show the deficit rising to 4.3 percent of GNP in 1984
and 4.0 percent in 1985. The last time the budget deficit was this large was
in 1976, as a result of the 1974-1975 recession.

These baseline projections are quite different from those of the past.
In previous baseline projections, revenues grew faster than outlays, and the
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budget began to show a surplus within two or three years. Projected
revenues grew more rapidly than the economy, because inflation and
economic growth pushed individuals into higher income tax brackets. Pro-
jected outlays, on the other hand, grew more slowly than GNP, because most
spending was assumed merely to keep pace with inflation.

In the new baseline projections, revenues grow less rapidly than the
economy. The projected lower revenue growth results primarily from the
individual and corporation income tax cuts enacted in the Economic
Recovery Tax Act of 1981 (ERTA). As shown in Table 2, federal revenues
will be as much as $189 billion lower in 1985 than they would have been had
the 1981 Tax Act not been enacted. The effect of the Tax Act will be to
reverse the trend of a growing federal tax burden. Between 1976 and 1981,
federal revenues rose from 18.2 percent to 21.0 percent of GNP. Under the
current tax law, both the CBO and the Administration project a decline in
revenues relative to GNP, to under 19 percent by 1985.

TABLE 2. ESTIMATED REVENUE LOSSES RESULTING FROM THE
ECONOMIC RECOVERY TAX ACT OF 1981 (By fiscal year, in
billions of dollars)

1981 1982 1983 1984 1985

CBO Estimates 2 39 95 148 189

Administration Estimates * 38 92 139 177

SOURCES: Congressional Budget Office, Baseline Budget Projections for
Fiscal Years 1983-1987, p. 25; Budget of the United States
Government, Fiscal Year 1983, p. 4-10.

*Less than $500 million.

The price of this reduction in the tax burden is the widening gap
between revenues and outlays. Figurel shows graphically that revenues
under prior tax law would have been sufficient virtually to eliminate the
projected deficits by 1985. Under current law, however, the deficits are
projected to grow.



THE ADMINISTRATION'S BUDGET PROPOSALS

The Administration's 1983 budget includes a package of measures
designed to reduce the federal deficit gradually over the next few years. If
these proposals are adopted, the Administration projects that the deficit
would decline from 3.2 percent of GNP in 1982 to 2.7 percent in 1983,
2.2 percent in 1984, and 1.7 percent in 1985. In the absence of such policy
changes, the deficit by 1985 would widen to 4 or 5 percent of GNP, as shown
in Figure 2.

Figure 2.
Federal Budget Deficit as a Percentage of GNP
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SOURCES: Budget of the United States Government, Fiscal Year 1983, p. 3-8, and Table 21, p. 9-60;
Congressional Budget Office, Baseline Budget Projections for Fiscal Years 1983-1987
{February 1982).

The Administration's budget and the proposed deficit reduction
measures represent a continuation of the policies that the Administration
recommended, and that were in large part enacted, last year. Defense
appropriations would grow rapidly. The major individual income tax
reductions passed in 1981 would be left in place. Revenues would be
modestly increased compared to the baseline, primarily through the elimina-
tion of tax provisions benefiting a few specific industries and through the
improved collection of existing taxes. The proposed revenue increases and
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spending reductions total $242 billion over the 1982-1985 period (see
Table 3). Of this amount, revenue increases comprise $50 billion, or about
one-fifth, and spending reductions constitute the remaining four-fifths.

TABLE 3. THE ADMINISTRATION'S PROPOSED DEFICIT REDUCTION
MEASURES (By fiscal year)

1982 1983 1984 1985

In Billions of Dollars

Administration's Baseline Deficit with

Proposed Defense Spending Growth 101 146 165 168
Less: Proposed Revenue Increases * -13 -19 -18
Proposed Spending Reductions -3 -43 -65 -81

Total Deficit Reduction Measures -3 -56 -84 -99

Plus: Proposed Spending Increases * 2 2 3
Administration Deficit Target 99 92 &3 74

As a Percent of GNP

Administration's Baseline Deficit with
Proposed Defense Spending Growth 3.3 4.2 4.3 4.0

Administration's Deficit Target 3.2 2.7 2.2 1.7

SOURCE: Budget of the United States Government, Fiscal Year 1983,
po 3"80

*Less than $500 million.

The spending reductions proposed by the Administration do not touch
Social Security cash benefits, the single largest nondefense spending
program, or interest costs on the national debt, which depend on the level of
debt outstanding and on market interest rates and cannot be directly
affected by policy changes. As a result, the proposed spending reductions
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would cut deeply into federal grants to state and local governments and into
spending on the day-to-day domestic operations of the federal government.

Revenue Proposals

The Administration's revenue proposals, listed in Table 4, would
increase revenues by about $13 billion in fiscal year 1983 and by roughly
$18 billion in 1985, according to Administration estimates. Extension of the
highway trust fund taxes beyond their current expiration date, already
assumed in Administration and CBO baseline revenues, would yield an
additional $4 billion in 1985. About $5 billion a year would come from
legislative proposals to improve tax collection and enforcement by acceler-
ating corporate tax payments, increasing staffing at the Internal Revenue
Service, and instituting tax withholding on interest and dividends. Roughly
$14 billion a year by 1985 would come from proposals characterized by the
Administration as eliminating tax abuses and removing obsolete incentives.
These include repeal of business energy tax credits, tighter rules for
long-term contracts, cutbacks in the use of tax-exempt bonds for private
purposes, modifications in the tax treatment of life insurance companies,
increased taxes on commercial and industrial real estate construction, and a
new minimum tax on corporations. The remaining revenue increases would
be derived from reinstating and increasing several airport and airway trust
fund taxes--including those on general aviation gasoline and jet fuel and on
airline passenger tickets--and by requiring federal civilian employees to pay
the hospital insurance portion of the Social Security payroll tax.

The Administration's tax proposals are heavily weighted toward
increases in corporation income taxes, which account for about three-
quarters of the net tax increases proposed for the 1983-1985 period. They
amount to roughly $15 to $16 billion a year by 1985, and substantially offset
the corporate tax reductions enacted in the Economic Recovery Tax Act.
The proposed corporate tax increases amount to about 75 percent of the
ERTA corporate tax reductions for 1984 and almost 60 percent of those for
the 1983-1985 period, based on Administration estimates of ERTA revenue
reductions. The proposed increases amount to 19 percent of the Administra-
tion estimates of total corporate taxes in 1984, and nearly 17 percent of
their estimates of corporate taxes for the 1983-1985 period.

The distribution of the additional corporate tax burden, however,
would be different from the distribution of the corporate tax savings from
ERTA. The proposal to end completed contract accounting would affect
primarily the defense, construction, and heavy machinery industries; the
proposal to repeal business energy tax credits could have a significant
impact on the paper industry; limits on tax-exempt revenue bonds would
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TABLE 4. THE ADMINISTRATION'S REVENUE INCREASE PROPQOSALS
(By fiscal year, in billions of dollars)

1982 1983 1984 1985

Tax Revisions

Completed contract accounting --- 3.3 5.0 3.2
Business energy tax credits --- 0.1 0.4 0.6
Tax-exempt revenue bonds --- -0.2 0.3 1.1
Modified coinsurance -— 1.1 2.2 2.5
Construction period interest
and taxes - 0.5 1.1 1.0
Corporate minimum tax -——- 4.6 5.1
Subtotal -—- 7.2 13.5 13.5
Improved Tax Collection and
Enforcement
Withholding on interest
and dividends -—- 2.0 1.3 1.4
Acceleration of corporate
tax payments --- 1.4 1.7 0.9
Internal Revenue Service
staff increases 0.2 2.1 2.4 2.4
Subtotal 0.2 5.5 5.5 4.7
Enterprise Zones --- -—- -0.1 -0.5
Airport and Airway Trust Fund 0.1 1.2 1.4 1.5
Railroad Retirement --- -1.7 -1.8 -1.9
Federal Employee Hospital
Insurance Taxes --- 0.6 0.8 0.9
Other * 0.1 0.1 0.1
Total 0.3 12.8 19.3 18.3

SOURCES: Budget of the United States Government, Fiscal Year 1983,
p- 4-16, and the U.S. Department of the Treasury.

*Less than $50 million.
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affect firms with geographically dispersed facilities, and steel, paper, and
chemical industry users of pollution control bonds; limits on modified
coinsurance would affect only the life insurance industry; requiring capitali-
zation of construction period interest and taxes would affect primarily
corporations that construct their own offices, stores, and warehouses; and
the corporate minimum tax could have a significant effect on the oil and gas
industry, exporters, mining companies, banks, and others, depending on
its terms.

Some of these industries did comparatively well under ERTA, and
some did not. While measurement of the relative corporate tax savings -
under ERTA is somewhat controversial, a just-published analysis suggests
that the tax savings on construction machinery, general industrial equip-
ment, and trucks, buses, and trailers are quite significant, while industrial
and commercial buildings received less favorable treatment. 1/ In terms of
particular industries, the analysis suggests that petroleum refining, trans-
portation services, motor vehicles, mining, and pulp and paper did especially
well, while agriculture, services and trade, and utilities did less well.

The Administration's budget also contains two proposals that would
reduce revenues. The first would authorize the establishment of 75
enterprise zones over the three-year period from 1984 to 1986. Businesses
locating in designated depressed areas would receive special tax incentives
and relief from regulation, designed to increase investment and employ-
ment. This would reduce federal revenues by about $0.5 billion, rising to
over $1 billion a year by 1987, assuming that no more than 75 zones were
established. The second revenue-reducing item is the proposal to eliminate
the federal railroad retirement system and replace it with a combination of
Social Security and an industry-run pension plan. This would reduce federal
receipts by $1.7 billion in 1983 and $1.9 billion in 1985, although federal
outlays would be reduced by a slightly greater amount.

The Administration's revenue projections, in total and by major
component, are shown in Table 5. Total budget receipts rise from
$626.8 billion in 1982 to $796.6 billion in 1985--an increase of about
8.3 percent a year. Social insurance contributions rise more rapidly--about
9.8 percent a year--in part as a result of the Social Security tax rate
increase scheduled for 1985. Individual income taxes, on the other hand,
because of the scheduled tax rate cuts, grow by only 6.6 percent a year.
Corporate income tax payments fall sharply in 1982, because of the
recession, but grow rapidly during the next two years, as the economy
recovers.

1/ Council of Economic Advisers, Economic Report of the President
(February 1982), pp. 122-25.




TABLE 5.

COMPOSITION OF REVENUES (By fiscal year)

Administration Estimates

Actual
1931 1982 1983 1984 1985
In Billions of Dollars
Individual Income Taxes 285.9 298.6 304.5 322.9 362.0
Corporation Income Taxes 61.1 46.8 65.3 83.7 88.2
Social Insurance Taxes and
Contributions 182.7 206.5 222.5 242.5 273.1
Excise Taxes 40.8 43.0 41.7 41.5 40.8
Other Taxes and Receipts 28.7 31.9 32.1 32.4 32.5
Total Budget Receipts 599.3 626.8 666.1 723.0 796.6
Percent Change
Individual Income Taxes 17 .1 4.4 2.0 6.0 12.1
Corporation Income Taxes -5.4 -23.4 39.5 28.2 5.4
Social Insurance Taxes and
Contributions 15.8 13.0 7.7 9.0 12.6
Excise Taxes 67.9 5.4 -3.0 -0.5 -1.7
Other Taxes and Receipts 9.1 11.1 0.6 0.9 0.3
Total Budget Receipts 15.9 4.6 6.3 8.5 10.2
Percent Share of Total Receipts
Individual Income Taxes 47 .7 47 .6 45.7 44.7 45.4
Corporation Income Taxes 10.2 7.5 9.8 11.6 11.1
Social Insurance Taxes and
Contributions 30.5 32.9 33.4 33.5 34.3
Excise Taxes 6.3 6.9 6.3 5.7 5.1
Other Taxes and Receipts 4.8 5.1 4.8 4.5 4.1
Total Budget Receipts 100.0 100.0 100.0 100.0 100.0

SOURCE:

Budget of the United States Government, Fiscal Year 1983,

pp. 4-2, 9-48.
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These tax changes represent for the most part a continuation of the
trends of the past 10 or 12 years. Social insurance taxes, as shown in
Figure 3, have grown as a federal revenue source from 23 percent of the
total in 1970 to 31 percent in 1980, and would reach 34 percent of revenues
by 1985. Individual income taxes have represented a relatively constant
share of revenues--47 percent in 1970, 44 percent in 1975, 47 percent in
1980, and 45 percent projected for 1985. And corporation income taxes
have declined relatively as a source of income to the federal government--
17 percent in 1970, 15 percent in 1975, 12 percent in 1980, and 11 percent in
1985.

Spending Proposals

The Administration's budget proposals continue the basic themes
introduced last March. Total real federal spending is to be reduced in 1983,
with more spent on national defense and less on nondefense programs.
Budget outlays in current dollars are projected to rise from $725.3 billion in
1982 to $868.5 billion in 1985 (see Table 6), for an average increase of
6.2 percent a year. This constitutes a sharp reduction from recent growth
rates--17.4 percent in 1980 and 14.0 percent in 1981. Including off-budget
entities, total federal outlays are estimated to grow by 5.7 percent a year.
Since inflation, as measured by the GNP deflator, averages about
5.4 percent over the 1982-1985 period in the Administration's projection,
real federal outlays would grow hardly at all under the Administration's
program.

Although total federal spending would remain roughly constant in real
terms over the next three years, individual categories of spending are
projected to grow or contract sharply, as pictured in Figure 4. Defense
spending would rise most rapidly--from $187.5 billion in 1982 to
$292.1 billion in 1985--an average rate of increase of 15.9 percent a year.
Social Security outlays would increase from $154.6 billion to $202.3 billion
over the 1982-1985 period--an average annual increase of 9.4 percent.

Benefit payments to individuals, other than for Social Security, would
fall in 1983 and grow only slowly in 1984 and 1985, as a result of benefit
cutbacks proposed by the Administration. The average growth rate in these
other benefit payments would be only 1.8 percent a year--about one-third
of the average rate of inflation. Net interest costs are projected to rise at
an annual rate of 6.7 percent as the government budget continues to be in
deficit. The remainder of nondefense spending, particularly grants to state
and local governments, would bear the brunt of the Administration's budget
reduction measures. Over the 1982-1985 period, this category of outlays
would fall by more than one-third in current dollars and by almost one-half
in real terms.
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Figure 3.

Major Sources of Federal Revenues
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TABLE 6. COMPOSITION OF OUTLAYS (By fiscal year)

Administration Estimates

Actual
981 jog2 1983 1984 1985
In Billions of Dollars
National Defense 159.8 187.5 221.1 253.0 292.1
Social Security 138.0 154.6 173.5 188.5 202.3
Other Payments to Individuals 178.6 196.9 192.3 196.8 207.6
Net Interest 68.7 83.0 96.4 98.7 100.8
Other Nondefense 112.1 103.3 74.3 69.0 65.8
Unified Budget Outlays 657.2 725.3 757.6 805.9 868.5
Off-Budget Federal Entities 21.0 19.7 15.7 14.3 11.0
Total Outlays 678.2 745.0 773.3 820.2 879.4
Percent Change

National Defense 17 .6 17 .4 17 .9 14 .4 15.4
Social Security 17.8 12.0 12.2 8.6 7.3
Other Payments to Individuals 15.9 10.2 -2.3 2.3 5.5
Net Interest 31.0 20.8 16.1 2.4 2.1
Other Nondefense -4.4 -7.9 -28.1 -7.1 -4.6
Unified Budget Outlays 14.0 10.4 4.5 6.4 7.8
Off-Budget Federal Entities 47.5 -6.3 -20.3 -9.0 -23.3
Total Outlays 14.8 9.9 3.8 6.1 7.2

Percent Share of Unified Budget

National Defense 24.3 25.9 29.2 31.4 33.6
Social Security 21.0 21.3 22.9 23.4 23.3
Other Payments to Individuals 27 .2 27 .1 25.4 24.4 23.9
Net Interest 10.5 11.4 12.7 12.2 11.6
Other Nondefense 17 .1 14.2 9.8 8.6 7.6

Unified Budget Outlays 100.0 100.0 100.0 100.0 100.0

SOURCE: Budget of the United States Government, Fiscal Year 1983,
pp. 3-21, 3-23, 9-61.
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Figure 4.
Proposed Change in Outlays Between 1982 and 1985
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As a result of such disparate growth rates, the composition of federal
spending would be sharply altered over the next three years, as illustrated in
Figure 5. By 1985, defense spending would represent 34 percent of the
budget--an increase from its 1975 and 1980 levels of 26 and 24 percent,
repectively, but less than the 1970 level of 40 percent. The share of the
budget devoted to benefit payments for individuals, which grew from
32 percent to 46 percent between 1970 and 1975, would remain roughly
constant at about 47 percent of the total. Net interest would grow from
9 percent of the total in 1980 to 12 percent in 1985. The remainder of the
budget, which accounted for 20 to 2l percent of the budget from 1970 to
1980, would shrink to 8 percent by 1985.

National Defense. The Administration requests, as it did last year,
large increases in spending for national defense. Budget authority would
rise by S$44 billion in 1983. This represents a real increase of 13.1 percent
under the Administration's economic assumptions. Over the 1982-1985
period, defense outlays would grow by $104.6 billion, or by 9.2 percent a
year in real terms.
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Figure 5.
The Composition of Federal Spending
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The Administration argues that spending increases of this size are
necessary to provide an.adequate level of defense. Its defense plan provides
for, among other things, the acquisition of a new bomber (the B-1), the
development of an advanced technology (Stealth) bomber to be operational
in the early 1990s, the development and procurement of the MX missile, the
continued deployment of Trident ballistic missile submarines, and the
acquisition of 149 additional ships. These and other Administration defense
proposals are analyzed in detail in Chapter V.

Benefit Payments for Individuals. Projected outlays for benefit
payments for individuals are shown in Table?7. The Administration is
proposing substantial cuts in this category of spending. While it is not now
proposing any changes in Social Security cash benefits, it is recommending
that physician and hospital reimbursement rates under the hospital insurance
program (Part A of Medicare) be reduced and that federal civilian
employees be required to pay the hospital insurance portion of the Social
Security payroll tax. The budget also assumes, but does not propose,
extension of the provision enabling the three major Social Security trust
funds to borrow from each other. Under the Administration's economic
assumptions, these changes would ensure the solvency of Social Security for
the next several years. They would not be sufficient to prevent cash flow
problems, however, under a more pessimistic forecast. A recently formed
National Commission on Social Security Reform is to examine the financial
situation of the Social Security system and report its recommendations by
January 1983.

The remaining proposals for cuts in benefit payments are aimed at
federal employee benefits and at the means-tested programs, as shown in
Table 8. The periodic cost-of-living adjustments in retirement benefits for
civilian and military employees of the federal government would be limited
to the lower of the percentage increase in federal pay or the increase in the
Consumer Price Index. In addition, as noted earlier, Social Security and a
private rail industry pension would replace the present federal railroad
retirement system. :

The proposed cuts in the means-tested programs would affect many of
the same programs that were cut during 1981. In Medicaid, most of the
President's proposals would increase the states' share of the cost while
lowering the federal share; Medicaid beneficiaries would also be required to
make small copayments in order to receive services. In food stamps and aid
for families with dependent children (AFDC), work requirements would be
strengthened, benefit reductions resulting from additional income would be
increased, and federal payments for administrative costs would be reduced.
In guaranteed student loans, the needs test would be made more stringent,
and the fee for taking out a loan would be increased. Most of these changes
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TABLE 7. OUTLAYS FOR BENEFIT PAYMENTS FOR INDIVIDUALS (By
fiscal year, in billions of dollars)

Administration Estimates

Actual
981 1982 1983 1984 1985
Social Insurance Programs
Social Security (OASDI) 139.6 156.6 173.5 188.5 202.3
Railroad retirement 5.3 5.3 --- --- -
Medicare 42.5 49.5 55.3 61.2 68.3
Unemployment compensation 19.7 25.2 22.6 19.8 18.0
Civil Service retirement
and disability 17.7 19.4 21.1 22,4 23.9
Veterans' compensation and
readjustment benefits 10.8 1.5 11.9 12.0 12.3
Other 11.8 12.6 15.1 15.4 15.8
Subtotal 247 .4 280.1 299.5 319.3 340.7
Means-Tested Programs
Guaranteed student loans
and other education 6.2 6.3 5.7 4.3 3.9
Medicaid 16 .8 17.8 17.0 18.6 20.4
Food stamps 11.3 11.2 9.6 9.7 10.0
Other food and
nutrition programs 4.9 4.2 4.1 4.2 4.3
Housing 6.8 8.1 8.5 8.9 9.4
Supplemental security income 7.2 7.9 3.9 7.8 8.6
Assistance payments (AFDC) 8.5 8.1 5.5 5.5 5.5
Veterans' pensions 3.8 3.9 4.0 4.1 4.2
Other 3.8 4.0 3.1 2.9 2.8
Subtotal 69.3 71.5 66.4 66.0 69.1
Total 316.7 351.6 365.9 385.3 409.8

would concentrate program benefits on families with little or no other
income, while reducing the extent to which transfer payments would be
available to supplement low or moderate earnings.

The Administration's proposed cuts in means-tested benefits are also
an integral part of its plan to transfer full responsibility for the AFDC and
food stamp programs to the states. In exchange, it proposes that the federal
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TABLE 8. PROPOSED REDUCTIONS IN BENEFIT PAYMENTS FOR
INDIVIDUALS (By fiscal year, in billions of dollars)

1982 1983 1984 1985

Direct Payments to Individuals

Medicare 0.3 2.5 5.1 7.8
Supplemental security income 0.1 0.3 0.5 0.7
Federal employee retirement
and disability -—- 0.7 1.4 1.9
Railroad retirement - 2.0 2.2 2.4
Food stamps 0.3 2.4 2.8 2.9
Guaranteed student loans 0.2 0.8 1.1 1.4
Other - 0.3 0.6 0.6
Subtotal 0.9 9.0 13.7 17.7
Indirect Payments through State and
Local Governments
Medicaid 0.3 2.0 2.3 3.7
Assistance payments program (AFDC) 0.2 1.2 1.1 1.1
Child nutrition - 0.3 0.4 0.5
Other -— 0.4 0.6 0.7
Subtotal 0.5 3.9 4.4 6.0
Total Reductions 1.4 12.8 18.1 23.8

SOURCE: Budget of the United States Government, Fiscal Year 1983,
p. 3-9. .

NOTE: These figures represent the difference between the Administra-
tion's proposal and its current services baseline.

government take full responsibilty for Medicaid. The Administration
estimates that this exchange would save the states more than $2 billion in
1984. The savings would be contingent, however, upon enactment of the
cuts in AFDC and food stamps and upon the increase in state Medicaid costs
described above. Without any program changes, CBO estimates that the
states would lose $1.5 billion under the swap. Neither a federal cost nor a
savings, however, is reflected in the published budget figures.

Direct Grants to State and Local Governments. Grants to state and
local governments accounted for $95 billion in federal government outlays in
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fiscal year 1981. Of this amount, $40 billion represented benefit payments
to individuals made through state and local governments; these indirect
payment grants were discussed in the previous section of this chapter.
Direct grants to state and local governments totaled $55 billion.

Spending for direct grants was substantially reduced during the first
session of the 97th Congress. The Omnibus Reconciliation Act of 1981
(Public Law 97-35) reduced authorized spending for sewage treatment plant
construction grants, limited obligations for federal-aid highways, and
decreased authorizations for urban mass transportation. Existing grant
programs in the areas of community development, elementary and secondary
education, community services, and social services were combined into new
block grants and their funding reduced. Finally, and largest in dollar terms,
appropriations under the Comprehensive Employment and Training Act were
halved in 1982 and not authorized in later years.

The Administration proposes further substantial reductions in grants
for 1983 and later years, as shown in Table 9. New grant consolidations are
proposed for vocational and adult education, education for the handicapped,
employment and training, rehabilitation services, child welfare services, and
welfare administration. Funding for these new consolidated grants would be
less than that for the predecessor programs, and funding for the block grants
enacted last year and for other grants would also be reduced. Under the
Adminstration's program, grant outlays would decline to $44 billion in 1983,
$42 billion in 1984, and $41 billion in 1985.

Most of the grants that would be reduced during the 1983-1985 period
would be terminated by fiscal year 1988 as part of the Administration's new
federalism initiative. One major element of that initiative--the swap of
responsibility for certain public assistance programs between federal and
state governments--has already been discussed. The second part--called
the turnback component--consists of the transfer of responsibility from the
federal government to the states of over 40 programs, along with the
resources with which the states may finance them. The states would have
the choice of continuing to carry out the programs that the federal
government gives up, modifying them, or discontinuing them. The plan's
details are described by the Administration as a framework for discussion.
Specific legislative proposals are to be developed after extensive consulta-
tion with Members of Congress and state and local officials.

The new federalism proposal reflects the Administration's concept
that state and local governments should have full responsibility for local
transportation, community development and capital investment, general
education, social service delivery, and cash assistance to the nonelderly
needy. The federal government would be involved only in programs deemed
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TABLE 9.

GOVERNMENTS (By fiscal year, in billions of dollars)

OUTLAYS FOR DIRECT GRANTS TO STATE AND LOCAL

Administration Estimate

Actual
1981 1982 1983 1984 1985

Energy Conservation Grants 0.5 0.5 0.2 0.1 -—-
Environmental Protection Agency
Construction Grants 3.9 4.0 3.4 2.8 2.7
Other Natural Resources and
Environment 1.1 1.1 0.8 0.7 0.7
Agriculture 0.8 0.9 0.9 0.9 0.9
Highway Grants 9.1 8.2 8.2 8.2 8.3
Urban Mass Transportation Fund 3.8 3.7 3.1 2.9 2.9
Airport Grants 0.5 0.5 0.4 0.5 0.6
Community Development Grants 4.0 4.0 3.4 3.2 3.5
Urban Development Action Grants 0.4 0.5 0.6 0.5 0.5
Rental Rehabilitation Grants --- -—- --- 0.1 0.1
Area and Regional Development 1.2 1.0 0.8 0.5 0.3
Elementary, Secondary, and
Vocational Education 6.6 6.7 5.1 4.2 3.6
Training and Employment 8.0 4.2 2.0 2.7 2.3
Social Services 6.2 6.1 4.8 4.8 4.8
Combined Welfare Administration --- --- 1.7 1.7 1.7
General Revenue Sharing 5.1 4.6 4.6 4.6 4.6
Other General Purpose Fiscal
Assistance 1.6 1.7 2.0 2.2 2.5
Other 2.0 1.9 1.7 1.2 1.1

Total 5.8 49.6 43.7 41.8 41.1
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to be of national significance, such as education for the handicapped and the
disadvantaged and interstate highways. This new division of responsibilities,
the Administration argues, would encourage diversity among state and local
governments, give individuals paying for services more voice in deciding
whether and how they should be provided, and make governments more
accountable for their actions. The Administration also contends that
"income redistribution is not a compelling justification in the 1980s for
Federal taxing and spending programs. It is the Administration's view that
the Federal Government can do more to provide lasting assistance to the
disadvantaged by assuring strong and less inflationary economic growth than
through income transfer programs." 2/

Other Federal Operations. Other federal operations include foreign
aid, loans and subsidies to individuals and businesses, research and develop-
ment activities, construction and acquisition of certain physical assets, and
other general operating expenses of the federal government. Proprietary
receipts from the public, including rents and royalties from mineral leasing
and timber sales, as well as various user charges, also fall in this category.

For 1982, the Administration's budget shows a decrease of almost
$4 billion in outlays for other federal operations. This reflects the shift off
budget of oil acquisition expenditures for the strategic petroleum reserve,
as well as a $1 billion allowance for unspecified reductions in fraud, waste,
and abuse. Excluding these two items, the Administration's estimate of
1982 outlays for this category is about the same as the 1981 figure. The
proposed budget for 1983, however, shows a drastic decline of $23 billion in
net outlays, with continued reductions in the later years (see Table 10).

The outlay reductions fall into four basic categories. The largest
outlay decrease, relative to the 1982 estimates, is not from spending
changes, but rather from increases in receipts and collections. Over
$10 billion stems from a planned acceleration in the leasing of Outer
Continental Shelf (OCS) lands, which the Administration estimates would
almost triple bonus bids in 1983. Proposed user fees account for $1 billion
of the outlay reduction in 1983 and 52 billion in 1984 and 1985. The new
fees would include levies on users of inland waterways and deep draft
harbors, commercial and recreational boatmen, electric utilities that
generate radioactive wastes, recipients of loans guaranteed by the Veterans
Administration, and visitors to the National Parks and other federal
recreational facilities.

2/ Economic Report of the President, p. 92.
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TABLE 10. OUTLAYS FOR OTHER FEDERAL OPERATIONS (By fiscal
year, in billions of dollars)

Administration Estimate

Actual
1981 1932 1983 1984 1985

Gross Outlays a/ 89 83 71 72 71
Rents and Royalties on the
Outer Continental Shelf -10 -8 -18 -18 -18
New User Fees -- -- -1 -2 -2
Other Proprietary Receipts
and Postal Service Payment
for Employee Retirement -11 -14 -15 -17 -18
Administrative Initiatives -- -2 -5 -8 -9
Asset Purchases by the
Federal Financing Bank =11 =) -1 _* _*

Total (Net Outlays) 57 54 31 27 25

*Less than $500 million.

a/ This figure is an approximation. The figures are understated to the
extent that they are net of offsetting collections that are credited to
program accounts and not to distinct receipt accounts. Also, the
figures include, the effects of certain asset transactions, loan repay-
ments, and other factors that can distort the gross spending figures.

The 1983 budget also includes $5 billion in outlay reductions attrib-
utable to a number of administrative actions. Of this, $3 billion are
unspecified savings resulting from reductions in fraud, waste, and abuse,
more effective debt collection, and increased sales of excess federal
property. These unspecified savings are projected to rise to $7 billion by
1985.

The remainder of the savings in this category is to be achieved by
reductions in gross program outlays. These are projected to decline from
$83 billion in 1982 to $71 billion in 1983--a drop of 15 percent--and to
remain roughly level in 1984 and 1985. About $7 billion of this drop occurs
in nondiscretionary programs, largely in the farm price support programs of
the Commodity Credit Corporation (see Table 11). Among discretionary

22



TABLE 11. GROSS OUTLAYS FOR OTHER FEDERAL OPERATIONS (By

fiscal year, in billions of dollars)

Administration Estimate

Actual
1981 1982 1983 1984 1985
Energy 11.0 7.3 5.7 5.9 6.1
Natural Resources and Environment 10.8 10.9 10.2 10.1 10.4
Education, Training, Employment,
and Social Services 4.2 4.3 3.7 3.2 3.3
Farmers Home Administration
Credit Programs 10.9 7.4 4.2 3.4 3.5
Other Credit Programs a/ 5.9 4.3 3.5 2.5 1.9
International Affairs 1.9 11.9 12.8 13.2 13.9
Space Program 4.9 5.3 6.1 6.1 5.8
Federal Aviation Administration 2.7 2.6 3.0 3.3 3.7
Law Enforcement Activities 2.4 2.5 2.7 2,7 2.8
Internal Revenue Service 2.4 2.6 2.9 3.0 3.2
Farm Price Supports 3.6 5.8 L.4 1.7 1.3
Other Nondiscretionary Programs b/ I.1 -0.9 -2.7 -2.5 -3.3
Other 16.8 18.9 18.0 19.6 18.6
Total 8.6 82.9 71.5 72.2 71.2

NOTE: These figures are CBO approximations based on data from the
Office of Management and Budget. Allowances for pay raises have

been distributed to the appropriate program.

a/ Includes the Export-Import Bank, the GNMA special assistance

functions fund, housing for elderly and the handicapped under the
Department of Housing and Urban Development, Small Business Admin-
istration business and disaster loans, and the Central Liquidity Facility.

b/ Includes the Federal Savings and Loan Insurance Corporation fund, the
Federal Deposit Insurance Corporation, the Veterans Administration
loan guarantee revolving fund, and settlements of railroad litigation.
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programs, the largest cuts are targeted for energy, natural resources,
environment, education, and credit activities. These are offset to some
extent, however, by proposed spending increases for foreign security assist-
ance, the space program, the air traffic control system, law enforcement
activities, and the Internal Revenue Service.

Off-Budget Outlays

The Administration's budget also contains new estimates for
off-budget outlays and the federal debt. Off-budget outlays are those of
certain federal entities whose spending has been -excluded from the unified
budget totals. These outlays must be added to the unified budget deficit,
however, to derive the total federal deficit that must be financed. When
off-budget outlays are financed by Treasury borrowing, the additional debt
is subject to the statutory debt limit.

A new off-budget entity was created in 1981, when the Congress
removed from the budget the appropriation for acquiring oil for the
Strategic Petroleum Reserve. The Postal Service fund was given off-budget
status in 1974. Except for these two programs, the outlays of the
off-budget federal entities are incurred for carrying out federal loan
programs. As shown in Table 12, the Federal Financing Bank (FFB) accounts

TABLE 12. OQUTLAYS OF OFF-BUDGET FEDERAL ENTITIES (By fiscal
year, in billions of dollars)

Administration Estimates

Actual

1981 1982 1983 1934 1985
Federal Financing Bank 21‘.0 16.2 12.1 11.0 7.8
Strategic Petroleum Reserve --- 2.8 2.8 2.3 2.2
Postal Service Fund 0.1 0.6 0.7 0.9 0.8

Rural Electrification and
Telephone Revolving Fund * --- --- --- ---
Rural Telephone Bank 0.1 0.2 0.2 0.2 0.2
U.S. Railway Association -0.3 -0.1 * - -—-
Synthetic Fuels Corporation --- --- --- -—- ---
Total 21.0 19.7 15.7 14.3 11.0

*Less than $50 million.
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for most of these outlays. The FFB's outlays do not come from programs
that the FFB operates itself. Instead, the FFB assists other programs within
the government by purchasing their outstanding loans (loan assets) or
purchasing obligations that they have guaranteed.

When the FFB buys loan assets, it in effect converts direct loans that
have already been made by another agency into off-budget direct loans of
the FFB. If the selling agency is in the budget, its loan asset sales reduce
net budget outlays. Also, when the FFB purchases newly originated
guaranteed loans, it has the effect of converting loan guarantees that are
not recorded in the budget totals into direct federal loans outside the
budget.

As part of its effort to limit the growth of federal credit, the
Administration proposes to reduce substantially the outlays of the Federal
Financing Bank. FFB outlays are projected to fall from $21.0 billion in 1981
to $16.2 billion in 1982, $12.1 billion in 1983, and $7.8 billion by 1985. The
1982 and 1983 decreases are primarily the result of reduced purchases of
Farmers Home Administration (FmHA) loan assets by the FFB. Net
purchases of FmHA loan assets fall from $10.9 billion in 1981 to $1.1 billion
in 1983 (see Table 13). Net FFB disbursements of direct loans guaranteed by
other agencies will remain stable in 1982, 1983, and 1984, as reductions in
loans to the Student Loan Marketing Association and the Rural Electrifica-
tion Administration offset increases in foreign military sales credit. Most
major categories of direct loans decline by 1985.

Federal Debt

Early in fiscal year 1982, the federal debt subject to statutory limit
exceeded $1 trillion. By the end of fiscal year 1985, according to Adminis-
tration estimates, the debt will reach almost $1.5 trillion. The increase in
debt from the beginning of 1982 to the end of 1985 represents an average
annual increase of about 14 percent--only slightly higher than the projected
increase in the gross national product over this period. Debt as a
percentage of GNP in 1985 will, therefore, be little changed from its 1981
level. In fact, as Figure 6 illustrates, the ratio of debt to GNP has remained
relatively constant since the early 1970s.

The Congress customarily has placed statutory limitations on federal
debt, and estimates of federal debt are included in the Congressional budget
resolutions. The current limitation--$1,079.8 billion--was enacted on
September 30, 1981, and expires on September 30, 1982. Federal debt
subject to limit totaled $1,039.3 billion at the end of January 1982 and is
expected to reach the statutory ceiling by May. The Administration's
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TABLE 13. NET OUTLAYS OF THE FEDERAL FINANCING BANK (By
fiscal year, in billions of dollars)

Actual Administration Estimates

1981

1982 1983 1984 1985

Purchases of Agency Loan Assets
Rural Electrification Administration 0.7 6.6 0.5 0.4 0.5
Farmers Home Administration 10.9 5.4 I.1 0.2 0.2
Subtotal 11.5 6.0 1.7 0.6 0.6

Direct Loans (Purchases of Agency
Guaranteed Loans)

Foreign military sales credit 1.9 2.7 3.7 4.2 3.0
Rural Electrification Administration 3.9 4.3 4.1 3.6 3.3
Energy Research and Technology

Administration * 0.5 0.9 1.0 0.8
Low-rent public housing 0.8 1.2 1.0 1.4 -0.1
Student Loan Marketing Association 2.0 0.7 - ---  ---
Small Business Administration 0.1 0.2 0.2 0.2 0.2
Tennessee Valley Authority 0.2 0.2 0.3 0.2 0.3
Other 0.5 0.4 0.2 -0.2 -0.3

Subtotal 9.4 10.2 10.4 10.4 7.2
Interest, Transfer of Surplus,
and Administrative Expenses 0.1 === === —-=  -=-
Total 21.0 l6.2 12.1 11.0 7.8

SOURCES: Budget of the United States Government, Fiscal Year 1983,
pp. 8-168-172; and the Office of Management and Budget.

*Less than $50 million.
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Figure 6.
Federal Debt
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budget estimates that debt subject to limit will reach $1,130.0 billion, or
$50.2 billion above the current limitation, by the end of fiscal year 1982.
For 1983, the budget projects another increase of $124.3 billion in federal
debt subject to limit.

Four elements enter into the calculation of the amount by which the
statutory debt limit must be changed: the unified budget deficit or surplus,
the investment of trust fund surpluses in federal securities, the deficit of
off-budget federal entities, and various means of financing other than
borrowing. Table 14 shows the estimates for these elements underlying the
public debt levels projected by the Administration. Even if the unified
budget were balanced, the debt subject to limitation would increase because
of the investment of trust fund surpluses in federal debt securities and
because of the deficit of the off-budget entities.

TABLE 14. ESTIMATES OF DEBT SUBJECT TO STATUTORY LIMIT (By
fiscal year, in billions of dollars)

Administration Estimates

Actual
1981 1982 1983 1984 1985

Debt Subject to Limit
(beginning of year) 908.7 998.8 1,130.0 1,254.3 1,368.7
Increase in Debt Subject
to Limit .

Unified budget deficit 57. 98.6 91.5 82.9 71.9

Trust fund surplus 6 4 17.9 31.3

Deficit of off-budget
federal entities 21.
Means of financing (other
than borrowing) and
other adjustments 4.3 0.4 1.6 -0.7 -0.8

Total Increase 20.1 131.2 124.3 114.4 113.3

9
.8 12.5 15.
0 19.7 15.7 14.3 11.0

Debt Subject to Limit
(end of year) 998.8 1,130.0 1,254.3 1,368.7 1,482.0
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THE CREDIT BUDGET

The credit budget, instituted in 1980, attempts to bring together and
focus attention on the new lending activities of the federal government. It
records estimates by program of new direct loan obligations and new loan
guarantee commitments. The credit budget totals are based on gross levels
of activity, without offsets for repayments. Guaranteed loan totals are
based on the full amount of the loan, even if the amount covered by the
guarantee is less than the total.

During its first session, the 97th Congress took a number of actions to
control the federal credit budget. Limitations were included in appropria-
tion bills for 40 percent of direct loans and 70 percent of loan guarantees.
Language in the Continuing Appropriations Resolution (Public Law 97-92)
specified that these limitations should also be taken as target levels that
should be met unless there were insufficient qualified borrowers. This
stipulation was included to prevent administrative reductions in the credit
budget. In response, the Administration has submitted proposals to reduce a
number of 1982 limitations as part of its proposed 1983 budget.

The Administration believes that the rapid growth of federal credit
activity has adversely affected the nation's productivity by channeling funds
to less productive borrowers and has increased pressures on interest rates in
the private market. It is, therefore, proposing that the credit budget for
1983 be limited to an increase of 3 percent above the revised 1982 level. Its
proposed credit budget for 1983 totals $147.3 billion--$49.0 billion in new
direct loan obligations and $98.4 billion in new loan guarantee commitments.
The 1983 request for direct loans is 13 percent below the revised 1982
request, while the request for primary loan guarantees is 13 percent above
the revised 1982 request. Table 15 provides a comparison of the 1981 actual
credit budget and the Administrations' proposals for 1982 and 1983.

Table 16 shows the Administration's major changes in the 1983 credit
budget. The only major growth in direct loans is for international security
assistance, primarily foreign military sales credit, which will increase by
$1.0 billion as part of the Administration's program to increase military
assistance to strategically important nations. The Administration proposes
a $2.6 billion reduction in direct loans through the Farmers Home Adminis-
tration, including major decreases in direct loans for rural housing.
Commodity Credit Corporation (CCC) loans are projected to decrease by
$2.0 billion, on the assumption of improved market conditions for farmers.
The reduction of $4 million for direct loans of the Small Business Adminis-
tration would eliminate this program entirely.
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TABLE 15. TOTAL CREDIT BUDGET (By fiscal year, in billions of dollars)

Administration Estimates

Actual
1981 1982 1983
Direct Loan Obligations
On Budget 40.9 39.9 31.8
Off Budget 31.5 29.6 25.5
Total 72.4 69.5 57.3
Less: FFB Sales of Loan Assets -15.2 -13.2 -8.3
New Direct Loan Obligations 57.2 56.4 49.0
New Loan Guarantees 152.7 166.1 161.4
Less: Secondary Loan Guarantees -44.1 -48.7 -38.4
Guaranteed Loans Held as
Direct Loans
Federal Financing Bank -30.3 -28.5 -24.7
Government National Mortgage
Association -1.8 -1.9 ---
Primary Guarantees 76.5 87.1 98.4
Credit Budget Total 133.7 143.46  147.3

The projected increases in loan guarantees are largely the result of the
expected improvement in the housing market. Growth is anticipated in the
guaranteed loan programs of the Federal Housing Administration (FHA) and
the Veterans Administration. An increase of $1.5 billion in guaranteed loans
for public housing is also projected, as a result of prior-year commitments.
Decreases in guaranteed loans are proposed for the Farmers Home Adminis-
tration, the Rural Electrification Administration, and the Small Business
Administration.
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TABLE 16. CHANGES IN THE 1983 CREDIT BUDGET TOTALS (In billions
of dollars)

Dire_ct Loan Guaizgrt]eed
Obligations Commitments
Credit Budget Totals for 1982 56.4 87.1
Major Program Changes
Export-Import Bank -0.6 -—-
Farmers Home Administration -2.6 -0.6
Rural Electrification Administration -0.4 -0.5
Small Business Administration -0.4 -0.3
Low-income public housing -0.5 1.5
International security assistance 1.0 0.8
CCC price supports -2.0 ---
FHA fund -0.1 6.4
Veterans' housing * 2.9
Other -1.8 _1.0
Total Program Changes -7.4 11.3
Credit Budget Totals for 1983 49.0 98.4

SOURCE: Budget of the United States Government, Fiscal Year 1983,
Po 3‘25.

*Less than $50 million.

As the result of both the reductions in the credit budget proposed by
the Administration and increased repayments, net credit extended is esti-
mated to decrease by 6 percent between 1982 and 1983. Figure 7 provides
an historical perspective on the components of net federal lending. The
1983 decrease will be only the second reduction since 1974, when federal
credit activities began to expand at an accelerated rate.
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Figure 7.

Components of Net Federal Credit, Fiscal Years 1972-1983
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CHAPTER II. THE ADMINISTRATION'S ECONOMIC ASSUMPTIONS

Both the Congressional Budget Office and the Administration
anticipate an end to the current recession early in 1982, with a resumption
of moderate growth and a continued slowing of inflation. While the
recovery projected by the Administration is not particularly strong
compared with earlier cyclical recoveries, its projections through 1987 are
more optimistic than those of most economic forecasters, including CBO. 1/
In CBO's view, tight credit conditions are likely to limit economic growth.
In fact, there is a risk that the clash between restrictive money growth and
fiscal stimulus will lead to higher interest rates and weaker growth than
forecast by either CBO or the Administration.

ECONOMIC DEVELOPMENTS IN 1981

The performance of the economy in 1981 was mixed. Economic
growth was weak; measured from fourth quarter to fourth quarter, real GNP
increased a scant 0.7 percent during 1981 while the unemployment rate rose
to 8 1/2 percent by year's end. On the other hand, inflation slowed
significantly in 1981; measured from fourth quarter to fourth quarter, the
growth in the Consumer Price Index (CPI) slowed from a rate of
12.5 percent in 1980 to a rate of 9.5 percent in 1981.

The sluggish growth in 1981 resulted largely from very tight credit
conditions. 2/ Inflation slowed mainly because of bountiful farm output,
which resulted in relatively modest food price increases, because of the glut
in world oil markets, which stabilized energy prices, and because of the
appreciation of the dollar in foreign exchange markets, which reduced prices
of imported goods. The developments in food and fuel were largely
unexpected by forecasters a year ago. Accordingly, most forecasters,
including the Administration and CBO, have modified their projections for
1982 and 1983 to show lower real growth and/or lower inflation than
previously expected.

1/ Congressional Budget Office, The Prospects for Economic Recovery
(February 1982).

2/ The Federal Reserve's policies in 1981 are analyzed in The Prospects
for Economic Recovery, pp. 39-49.
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COMPARISON OF ADMINISTRATION AND CBO FORECASTS FOR 1982
AND 1983

The Administration and CBO forecasts are in close agreement for
calendar year 1982 (see Table 17). They see output in constant dollars rising
by about 3 percent over the four quarters of the year, and unemployment in
the neighborhood of 8 1/2 percent at year's end. The forecasts are also in
close agreement for inflation and short-term interest rates.

TABLE 17. COMPARISON OF ADMINISTRATION AND CBO FORECASTS
(By calendar year)

1982 1983
Gross National Product (GNP)
Current dollars (percent change,
fourth quarter over fourth quarter)
President's February budget 10.4 11.0
CBO baseline 10.3 11.1
Constant (1972) dollars (percent change,
fourth quarter over fourth quarter)
President's February budget 3.0 5.2
CBO baseline 2.8 3.9
Prices
GNP deflator (percent change,
fourth quarter over fourth quarter)
President's February budget 7.2 5.5
CBO baseline 7.2 6.9
Consumer Price Index (percent change,
fourth quarter over fourth quarter)
President's February budget 6.6 5.1
CBO baseline 6.4 7.2
Unemployment Rate (percent,
fourth quarter)
President's February budget - 8.4 7.6
CBO baseline 8.7 7.6
Interest Rate (91-day Treasury bills,
percent, annual average) ~
President's February budget 11.7 10.5
CBO baseline 12.0 13.2
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In 1983, however, the Administration's forecast for inflation and
growth is more optimistic than CBO's. The Administration looks for real
GNP to expand by 5.2 percent, and for inflation (as measured by the GNP
deflator) to fall to a rate of 5.5 percent. The unemployment rate in the
Administration's forecast falls to 7.6 percent by the fourth quarter of next
year and, for the year as a whole, the three-month Treasury bill rate is
expected to average 10.5 percent.

By contrast, CBO expects real GNP to grow by about 1 1/2 percentage
points less than the Administration in 1983, and the GNP deflator to rise
about 1 1/2 percentage points more. 3/ Short-term interest rates average
2 3/4 percentage points higher over the year, while the unemployment rate
falls to the same level as in the Administration's forecast. This latter
result, despite different rates of economic expansion in the two forecasts,

may be caused by assumed patterns of productivity growth during the
recovery.

The slow growth expected by CBO for 1983 is largely the consequence
of higher real rates of interest in its forecast that serve to dampen the
recovery in economic activity. The key factors behind the CBO forecast of
a modest further deceleration of inflation are:

o Wage demands will soften in the face of slack labor markets, but
the reduction in labor costs will probably be limited once the
recovery is well underway.

3/ As measured by the CPI, the two forecasts of inflation are similar in
1982 but diverge in 1983. The Administration expects a CPI increase of
6.6 percent in 1982, slowing further in 1983 to 5.1 percent, measured
from fourth quarter to fourth quarter. CBO, on the other hand, expects
6.4 percent in 1982 and 7.2 percent in 1983. A detailed comparison of
these CPI inflation forecasts is not possible given the absence of
comparative detail on individual prices used to construct the CPI. The
1983 increase reflected in the CBO forecast does not, however,
represent an assumed intensification of underlying inflationary
pressures. Rather, it reflects assumed patterns of change in oil prices
and in mortgage rates between 1982 and 1983. CBO assumes that
energy cost and mortgage interest cost movements will hold down the
increase in the CPI below the underlying rate of inflation in 1982 but
not in 1983. Thus, by 1983, CBO's forecast of the CPI reflects more
modest expectations of the reduction in the inflation rate.
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o The cyclical increase in labor productivity growth is more likely to
affect profits than prices.

o The supply-inducing effects of the 1981 tax act will probably build
slowly, in part because of high real interest rates.

Short-Run Forecast Risk. At present, the key element of uncertainty
in the CBO forecast is the prospective course of monetary policy. The CBO
forecast for 1982 and 1983 assumes growth in the monetary aggregates at
the upper ends of the current target ranges. Given the historical relation-
ship between money and nominal GNP, and the CBO view that inflation will
decelerate slowly, the assumed Federal Reserve policy implies that real
growth during the cyclical recovery period will be less than normal as the
result of continued high levels of interest rates. There is considerable
chance, moreover, that economic growth will be much weaker than pro-
jected by CBO, especially if the Federal Reserve limits money growth more
severely than assumed.

In addition, high federal deficits will result in a marked increase in
Treasury borrowing in the CBO forecast, putting further upward pressure on
interest rates. As the recovery gets under way, the conflict between the
stimulative fiscal policy and a tight monetary policy could push interest
rates to high levels. The outcome is very difficult to predict because this
policy combination has no historical precedent. However, there is a distinct
possibility of even weaker growth than that projected by either the
Administration or CBO.

The general rise in interest rates since late November 1981 is most
unusual during a recession and represents a significant risk to the forecast in
the months ahead. If interest rates do not moderate soon, the projected
upturn in economic activity could be delayed. The rise in long-term interest
rates since the passage of the tax act, for example, has probably offset
much of the reduction in capital costs brought about by the Accelerated
Cost Recovery System. Continued high interest rates would bear heavily on
residential construction, autos, and other durable goods industries. Tight
credit conditions are hitting the economy hardest in those very sectors
where fiscal policy is seeking to promote increases in the supply of
productive resources and capacity. If this situation persists, little supply
response can be expected from the Administration's program, even over the
medium term. Indeed, a prolonged period of slack characterized by low
rates of capacity utilization and diminished employment opportunities could
actually discourage capital formation and inhibit labor supply growth,
thereby severely limiting the economy's productive potential. Finally, if
tight credit conditions persist, more and more businesses will find
themselves in financial distress.
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THE PROSPECTS FOR GROWTH THROUGH 1987

The Administration's economic assumptions for the 1984-1987 period
are also more optimistic than CBO's (see Table 18 and Figure 8). The
projections beyond 1983 are not forecasts of probable economic outcomes
but, rather, are assumptions. The Administration's long-range assumptions
are, in its words, "projections consistent with the economic policy objectives
of the Administration." CBO's baseline assumptions, on the other hand, are

projections of what appears to be an attainable improvement in economic
conditions. 4/

Real Growth. The Administration assumes an average rate of growth
of 4.6 percent a year between 1984 and 1987. CBO, on the other hand,
assumes an average growth rate of 3.5 percent. In comparable four-year
periods following previous postwar recoveries, real growth has averaged
3.4 percent a year, and ranged between 2.0 and 5.2 percent. 5/ Real growth
in the 1984-1987 period could be higher than the average of historical
experience for three reasons.

o The fiscal stimulus over this period will be sizable;

o The gap between current and potential production is very large,
according to most estimates, meaning that there is little chance
that the economy will reach its capacity limits quickly even if real
growth is rapid; and

o Some of the 1981 tax act's features could provide a substantial
boost to supply over a period of several years, increasing the
economy's capacity limits.

4/ The Administration's description is from Budget of the United States
Government, Fiscal Year 1982 (January 1981), p.2-4. CBO's long-
range assumptions are described in The Prospects for Economic

Recovery, p. 58.

5/ 1f the business cycle trough is assumed to occur sometime during the

T first half of this year, as most forecasters now predict, the 1984-1987
period represents a four-year period beginning roughly two years after
a business cycle trough as designated by the National Bureau of
Economic Research.
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TABLE 18, COMPARISON OF ADMINISTRATION AND CBO LONG-RUN ECONOMIC
ASSUMPTIONS (By calendar year)

1982 1983 1984 1985 1986 1987

Gross National Product (GNP)
Current dollars (percent change,
year to year)

President’s February budget 3.1 11.5 10.2 9.7 9.2 9.0
CBO baseline 7.5 11.9 10.4 9.7 9.4 9.1
Pessimistic alternative 7.3 11.1 9.8 9.2 8.9 8.5
Constant (1972) dollars (percent
change, year to year)
President's February budget 0.2 5.2 5.0 4.7 4.4 4.3
CBO baseline -0.1 b.y 3.6 3.5 3.5 3.5
Pessimistic alternative -0.3 3.0 2.1 2.0 2.0 2.0
Prices
GNP deflator (percent change,
year to year)
President's February budget 7.9 6.0 5.0 4.7 h.6 4.5
CBO baseline 7.5 7.3 6.6 6.0 5.7 5.4
Pessimistic alternative 7.6 7.9 7.5 7.1 6.7 6.4
Consumer Price Index (percent
change, year to year)
President's February budget 7.3 6.0 4.6 4.8 4.6 4.5
CBO baseline 7.5 6.9 6.9 6.4 6.0 5.7
Pessimistic alternative 7.6 7.6 8.0 7.6 7.2 6.9
Unemployment Rate (percent,
annual average)
President's February budget 8.9 7.9 7.1 6.4 5.8 5.3
CBO baseline 8.9 8.0 7.4 7.2 6.9 6.7
Pessimistic alternative 8.9 8.5 8.4 8.5 8.5 8.5
Interest Rate (91-day Treasury
bills, percent, annual average)
President's February budget 11.7 10.5 9.5 8.5 7.0 5.5
CBO baseline 12.0 13.2 11.3 9.4 8.7 8.1
Pessimistic alternative 13.0 14.3 12.7 10.8 10.1 9.4
"Real" Interest Rate a/
President's February budget 3.8 4.5 4.5 3.8 2.4 1.0
CBO baseline 4.5 5.9 4.7 3.4 3.0 2.7
Pessimistic alternative 5.4 6.4 5.2 3.7 3.4 3.0

NOTE: The Administration's assumptions include the presumed effects of its new budget
initiatives. The CBO economic assumptions are based on estimates of current
policy taxes and spending.

a/ "Real" interest rates are defined here as the 91-day Treasury bill rate minus the rate
of inflation as measured by the GNP deflator.
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Figure 8.

Comparison of Major Economic Assumptions
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There are, however, a number of reasons why one might expect growth to be
lower than the average of the postwar experience.

o Inflation may remain stubbornly persistent as the result of "sticky"
wage behavior;

o Interest rates are likely to remain high, in real terms, relative to
the postwar average;

o Trend growth in productivity may remain low relative to postwar
experience; and

o Supply shocks of the sort that wracked the economy in the 1970s
could recur.

There is no sure way of predicting the net outcome of all these factors
during the decade, particularly since typical cyclical comparisons may not
be applicable to the current recovery period. In the interests of prudent
budgeting, the Congress may want to consider what the effects would be on
the budget if economic growth were weaker than projected by CBO. For
this reason, CBO has constructed a pessimistic alternative projection in
which inflation is higher and productivity growth is lower than in the CBO
baseline (see Table 18 and Figure 8).

Monetary Policy, Interest Rates, and the Deficit. Tight credit
conditions may be the most serious impediment to economic growth during
the next several years. On October 6, 1979, the Federal Reserve adopted
new operating procedures aimed at achieving greater control over the
long-run growth of the monetary aggregates. The objective was a gradual
reduction in the growth of money and credit in order to reduce inflation. In
the light of this policy objective, the question arises whether the realized
rates of money growth in future years will permit sustained rapid increases
in real economic activity. Ultimately, the answer to this question will be
determined by three factors:

o The rate of money growth;

o The effective limit on nominal GNP growth resulting from money
growth and the rate of money velocity growth; 6/

6/ Velocity may be defined as the number of times an average dollar in the
money supply is used to finance transactions over a given period of
time. Its rate of growth is thus simply the difference between growth
rates in nominal GNP and growth in the monetary aggregate.
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o The actual rate of inflation which, given the ceiling on nominal
GNP, will determine how much room is left for real GNP growth.

The Administration assumes a further gradual but steady reduction in
the growth of M1 to a rate of about 3 1/2 percent in 1986.7/ Given the
Administration's assumed rates of nominal GNP growth, the implied rates of
M1 velocity growth are displayed in Figure 9. The rates of Ml velocity
growth through 1986 implied by the Administration's economic assumptions
are very high by historical standards. 8/

Past experience suggests that such high rates of M1 velocity growth
are associated with high interest rates. Furthermore, the CBO
reestimates of the President's budget through 1985 suggest that federal
borrowing will be significant in each year even if the Administration's
proposals are adopted. This will place still more upward pressure on interest
rates. Of course, if the Federal Reserve permitted somewhat more rapid
but still declining rates of money growth, the potential velocity (and
interest rate) constraint on real growth would be eased, leaving more room
for a greater expansion in economic activity. Nevertheless, the assumption
of high velocity growth raises the possibility that the strong economic
growth assumed by the Administration will not materialize.

CONCLUSION

There is a serious risk that the Administration's economic assumptions
will prove to be too optimistic. If so, the budget deficits will be larger than
projected by the Administration, even if all of its budget proposals are
enacted. Moreover, CBO's technical reestimates of the revenue and
spending levels associated with the Administration's programs, presented in

7/ In the Economic Report of the President (February 1982, p. 206), the
Council of Economic Advisers states: "From the fourth quarter of 1979
to the fourth quarter of 1980, M1 (currency plus checkable deposits)
grew at a 7.3 percent annual rate. The Administration assumes a
gradual but steady reduction in the growth of money to one-half that
rate by 1986."

8/ It is possible, of course, that high rates of M1 velocity growth could be

~  sustained as long as financial practices aimed at economizing on money
balances continue to grow over time. To what extent this will happen,
particularly if real interest rates fall (which would reduce incentives to
adopt more sophisticated money management techniques) is very much
an open question.
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subsequent chapters, also raise the prospect of much higher budget deficits.
The projections of high deficits for the foreseeable future is a matter of
serious concern, particularly because they are only partially the result of

the recession. Such deficits would not only increase the risk of a serious
clash between monetary and fiscal policy during the next few years; they

would also crowd out private investment and this, in time, would adversely
affect long-run economic growth.

Figure 9.
Percent Change in the Velocity of M1B from Two Years Earlier
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CHAPTER III. CBO REVENUE REESTIMATES

According to the Congressional Budget Oiffice's analysis of the
President's February budget revenue estimates, unified budget receipts
could be slightly higher than projected by the Administration in 1982, but
lower in subsequent years, ranging from $6.0 billion less in 1983 to
$20.5 billion less in 1985.

CBO's reestimates of revenues for the 1982-1985 period are lower than
those of the Administration for two reasons:

o CBO's less optimistic economic assumptions, and
o Differences in technical estimating.

Economic conditions could be less favorable than those assumed by the
Administration. The revenue reestimates attributable to the differences
between the Administration's economic assumptions and the CBO baseline
economic forecast and longer-run assumptions are small, amounting to a net
reduction in revenues of about $3.5 billion over the 1982-1985 period.
Reestimation using the CBO baseline economic assumptions causes a reduc-
tion in revenues of about $3billion in 1982 and $1 billion in 1983, an
increase of about $6 billion in 1984, and a reduction of about $5 billion in
1985. If more pessimistic economic assumptions were used instead of the
baseline assumptions, revenues would be reduced by about $4 billion in 1982,
$3 billion in 1983, $1 billion in 1984, and $16 billion in 1985.

CBO's preliminary technical analysis of the Administration's budget
estimates suggests that revenues could be about $4 billion higher than
projected by the Administration in 1982, but lower in subsequent years, by
amounts ranging from about $5 billion in 1983 to $16 billion in 1985.

A potential third reason for reduced revenues over the 1982-1985
period would be the failure of the Administration's new tax proposals to
provide the estimated net increases. Two factors could contribute to this
shortfall: the Congress might not approve the legislative changes required
to implement these proposals; or, if approved, the new proposals might not
produce as much revenue as the Administration now predicts.
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Since the Administration has provided only limited information on its
new tax proposals, CBO could not develop independent estimates of their
revenue effects. (See Chapter I for a brief discussion of these proposals.)
This chapter presents CBO's reestimates of the President's budget revenues
generated by substituting CBO's baseline economic assumptions for those of
the Administration and using CBO's technical estimating methods. The CBO
reestimates, which are summarized in Table 19, assume that all of the
President's new tax proposals are approved by Congress and that these
initiatives provide the revenue increases specified by the Administration.
Table 20 presents the Administration's revenue estimates and the CBO
reestimates by source. .

TABLE 19. CBO REESTIMATES OF ADMINISTRATION BUDGET REVE-
NUES (By fiscal year, in billions of dollars)

1982 1983 1984 1985

President's February Budget 626.8 666.1 723.0 796.6

Preliminary CBO Reestimates

Different economic assumptions -3.4 -0.8 5.6 -4.9
Technical differences 4.3 -5.2 -13.0 -15.6
Total Reestimates 0.9 -6.0 -7.4 -20.5
President's Budget Reestimated 627.7 660.1 715.6 776.1

DIFFERENCES IN ECONOMIC ASSUMISTIONS

Revenue estimates are highly sensitive to economic assumptions. In
particular, revenue estimates depend upon assumptions about wages and
salaries and other income from dividends, interest, rental property, and
unincorporated businesses; corporate profits; inflation; and interest rates.

Since the individual income tax system is progressive, revenue esti-
mates depend upon assumptions about the relative effects of productivity
increases and inflation on incomes, as well as upon assumptions about the
aggregate level of income. Because individual income taxes are such an
important source of revenue, accounting for almost 48 percent of total
revenues in 1981, slight changes in assumptions about personal income can
have significant effects on revenue projections.
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TABLE 20.

ADMINISTRATION BUDGET REVENUES AND CBO REESTI-

MATES, BY SOURCE (By fiscal year, in billions of dollars)

1982 1983 1984 1985
Administration Budget
Individual Income Taxes 298.6 304.5 322.9 362.0
Corporate Income Taxes 46.8 65.3 83.7 88.2
Social Insurance Taxes a/ 206.5 222.5 242.5 273.1
Excise Taxes
Windfall profit taxes 24.1 21.2 20.0 19.0
Other excise taxes 18.9 20.4 21.5 21.7
Other 32.0 32.1 32.4 32.5
Total 626.8 666.1 723.0 796.6
CBO Reestimates
Individual Income Taxes 300.0 306.2 318.6 346.9
Corporate Income Taxes 50.5 59.8 77.9 77.8
Social Insurance Taxes a/ 205.0 222.0 244.3 275.7
Excise Taxes
Windfall profit taxes 22.9 20.9 20.8 20.4
Other excise taxes 18.6 20.1 20.9 21.3
Other 30.7 31.1 33.0 34.0
Total 627.7 660.1 715.6 776.1

a/ These revenue estimates exclude supplemental medical insurance

premiums and voluntary enrollee premiums for medicare coverage.
These premiums, which were previously included in revenues, are shown
The amounts

in the February budget as offsets against outlays.
involved range from $3.9 billion in 1982 to $5.3 billion in 1985.
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While the corporate income tax structure is also progressive, progres-
sivity is a less important factor in the estimation of corporate revenues.
Corporate income taxes, however, are sensitive to assumptions about
investment as well as to assumptions about corporate profits.

Social insurance tax estimates depend upon assumptions about wages
and salaries, employment, and inflation. Inflation assumptions are impor-
tant for the estimation of Social Security taxes since the maximum taxable
wage for these taxes is indexed for inflation. Windfall profit tax estimates
are particularly sensitive to assumptions about oil prices, as Federal
Reserve payments estimates are to assumptions about interest rates.
Estimates of customs duties and of excise taxes other than windfall profit
taxes are more generally responsive to assumptions about the overall level
of economic activity.

Unexpected changes in economic conditions can have significant
effects on revenue projections. Weakening economic conditions alone are
accountable for a $31 billion downward revision since March 1981 in the
Administration's estimate of total revenues for fiscal year 1982.

CBO {forecasts a slight drop in economic output and a decline in the
rate of inflation in 1982, while the Administration projects a slight increase
in economic output and a somewhat smaller decline in the rate of inflation.
For 1983 and subsequent years, CBO assumes lower real growth and higher
inflation in each year than does the Administration. Interest rates are
higher throughout the period under the CBO assumptions.

CBO's assumptions of lower real growth and higher inflation over the
period combine to provide projected levels of GNP that are quite close to
those of the Administration. Since individual and corporate income taxes,
which accounted for almost 60 percent of total revenues in 1981, are most
sensitive to nominal incomes, these differences in economic assumptions
have relatively minor effects on revenue estimates. Therefore, CBO
projects total revenues only $3.5 billion below the Administration's estimate
for the 1982-1985 period.

Reestimates Based on CBO Baseline Economic Assumptions

CBO assumes lower personal income than does the Administration in
every year except 1984, when CBO's income level is higher. These income
differences lower the CBO reestimates of individual income taxes relative
to the Administration's estimates by about $3 billion in 1982 and $5 billion in
1983, raise CBO's reestimate by less than $1 billion in 1984, and lower CBO's
reestimate by about $7 billion in 1985.
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CBO's reestimates of corporate income taxes based on economic
assumptions result from different assumptions about the level of corporate
profits from current production and about the level of business activity,
which affects the amount of depreciation deductions and investment credits
taken by corporations. In 1982 and 1983, CBO assumes higher corporate
profits than does the Administration, which raises the CBO reestimates of
corporate income taxes above the Administration's by more than $2 billion
in 1982 and $#4 billion in 1983. In 1984, the difference in estimates of profits
is insignificant. In 1985, CBO assumes lower profits than does the
Administration, which lowers the CBO reestimate of corporate income taxes
below the Administration's estimate by about $5 billion.

CBO's assumption of lower levels of business activity results in smaller
amounts of depreciation deductions and investment credits, and thus raises
CBO's reestimates of corporate income taxes relative to the Administra-
tion's estimates. The increases in revenues due to these assumptions grow
from about $0.3 billion in 1982 to about $3.7 billion in 1985. Over
60 percent of this increase in revenues is attributable to the accelerated
cost recovery provisions of the Economic Recovery Tax Act of 1981.

Social Security taxes dominate the differences in estimates of social
insurance taxes attributable to economic assumptions. CBO assumes lower
wages and salaries than does the Administration in 1982 and 1983. These
differences reduce the CBO estimates of Social Security taxes below the
Administration's by about $2 billion in 1982 and $1 billion in 1983. In 1984
and 1985, the situation is reversed--CBO assumes higher wages and salaries,
raising the CBO estimates of Social Security taxes above those of the
Administration by about $2 billion in each year.

Lower CBO oil price assumptions reduce the CBO estimate of windfall
profit taxes relative to the Administration's estimates by $0.9 billion in both
1982 and 1983. By 1984, the oil price differential narrows, lowering the
CBO windfall tax estimate by only $0.1 billion. By 1985, the CBO assumes
oil prices slightly above those of the Administration but not by enough to
affect significantly the estimate of windfall taxes in that year.

The largest reestimate of other taxes based on economic assumptions
is attributable to the consistently higher CBO interest rate assumptions.
These raise the CBO estimates of Federal Reserve System payments above
the Administration's in each year. This differential grows from $0.2 billion
in 1982 to $1.7 billion in 1985.
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Reestimates Based on Pessimistic Economic Assumptions

In developing its baseline economic assumptions, CBO prepared two
alternative sets of economic assumptions, one optimistic and the other
pessimistic. CBO's optimistic alternative assumed higher economic growth,
lower unemployment, and lower rates of inflation than did the baseline. The
Administration's economic assumptions are somewhat similar to this opti-
mistic alternative. The pessimistic alternative assumed lower real growth,
higher unemployment, and higher rates of inflation than did the baseline.

If economic conditions were to be closer to those in the CBO
pessimistic alternative, CBO reestimates of Administration budget receipts
would place revenues below those estimated by the Administration in each
year of the 1982-1985 period. Lower individual and corporate incomes
would decrease total income taxes by slightly over $33 billion for the period.
These revenue reductions would be partially offset by increases in excise
taxes and Federal Reserve payments, both of which would be higher because
of the assumption of higher prices and interest rates in the pessimistic
economic alternative.

Substituting the CBO pessimistic assumptions for the Administration
economic assumptions would lower net revenues by $4.3 billion in 1982,
$3.2 billion in 1983, $0.7 billion in 1984, and $16.3 billion in 1985. For the
entire period, total revenues would be about $24 billion below the Admin-
istration's estimates.

TECHNICAL ESTIMATING DIFFERENCES

Revenue estimation involves procedures and models which analyze a
large amount of data in addition to the economic variables discussed above.
For example, estimation of individual income taxes requires information
about the portion of personal income that is subject to tax and about the
distribution of income across the tax brackets, in addition to data on
aggregate income levels. Estimation of corporate income taxes requires
information about the distribution of investment between equipment and
structures, about the average tax life for each category of investment, and
about the amount of used capital purchased each year, in addition to data on
aggregate corporate profits. All of the differences from such assumptions
are included in the total differences not explained by quantifiable economic
assumptions, called technical estimating differences.
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Without specific information about these types of assumptions, it is
not possible to identify how much of the remaining differences in revenue
estimates between the Administration's budget and the CBO reestimates are
due to each assumption. In this discussion, the reestimates attributable to
specific assumptions are identified.

CBO's revenue reestimates based on technical estimating differences
account for $29.5 billion of the estimated potential revenue shortfall over
the 1982-1985 period, or almost 90 percent of the total. The revenue
reestimates based on technical factors discussed here are divided into two
types:

o Those resulting from the estimation of the revenue effects of some
of the provisions of the recently enacted Economic Recovery Tax
Act of 1981 (ERTA), and

o Those resulting from other technical procedures and assumptions.

Technical reestimates of ERTA provisions mostly affect individual and
corporate income taxes. Other technical differences arise from varying
assumptions about the timing of tax payments and taxpayer behavior other
than that related to ERTA and, to a lesser degree, from differences in
estimating procedures. Although these other differences affect all types of
taxes, they account for most of the technical differences in the reestimates
of the nonincome taxes. This section first discusses the reestimates related
to ERTA and then analyzes the reestimates from other technical factors.
Total CBO technical differences from both ERTA and other factors are
summarized in Table 21.

Economic Recovery Tax Act

Estimates of the revenue effects of the Economic Recovery Tax Act
require assumptions about the distribution of income and investment and
about the economic and taxpaying behavior of affected individuals. In this
analysis, revenue reestimates attributable to such assumptions are classified
as technical reestimates.

Other reestimates of the revenue effects of ERTA are directly
attributable to the differences in economic assumptions that are discussed
above. Table 22 summarizes the CBO revenue reestimates based on the
effects of ERTA, distinguishing between those attributable to technical
estimating differences and those attributable to economic assumptions.
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TABLE 21. CBO REVENUE REESTIMATES, BY SOURCE, BASED ON CBO
TECHNICAL ESTIMATING DIFFERENCES (By fiscal year, in
billions of dollars)

1982 1983 1984 1985

Individual Income Taxes 4.8 6.7 -4.9 -8.1
Corporate Income Taxes 1.1 -10.7 -7.9 -9.1
Social Insurance Taxes 0.2 - 0.1 0.1 0.4
Excise Taxes (including
Windfall Profit Taxes) -0.6 0.2 0.3 1.0
Federal Reserve Payments -1.2 -1.5 -0.6 0.2
Other a/ a/ a/ a/
Total ~ ’ 4.3 -5.2 -13.0 -15.6

a/ Less than $50 million.

CBOQO's estimates of revenue reductions attributable to ERTA are
larger in each year than are the Administration's. Relative to prior law,
CBO's estimates range from a revenue reduction of $39.0 billion in 1982 to
$189.2 billion in 1985. The Administration's estimates range from a reduc-
tion of $38.3 billion in 1982 to $176.7 billion in 1985.

CBO's reestimates of the revenue effects of ERTA that are attribu-
table to technical factors lower CBO's revenue projections below the
Administration's by growing amounts each year, from $1.4 billion in 1982 to
$12.1 billion in 1985. The largest technical estimating differences occur in
the provisions for across-the-board reductions in individual income tax
rates; the indexing of individual income tax brackets, zero bracket amounts,
(and p<)arsonal exemption; and the Accelerated Cost Recovery System
ACRS).

Technical differences in the estimation of the across-the-board rate
reductions are most significant in 1984 when the CBO estimate of individual
income taxes is over $5 billion below the Administration's estimate. This
differential narrows to about $3 billion in 1985. The technical estimating
differences for the indexing provisions, which go into effect in 1985, lower
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TABLE 22. REVENUE REESTIMATES BASED ON THE EFFECTS OF
ECONOMIC RECOVERY TAX ACT (By fiscal year, in billions
of dollars)

1982 1933 1984 1985

Differences from Technical Factors

Rate cuts -0.4 -0.7 -5.2 -3.2
Indexing -— - -— -3.4
Accelerated Cost Recovery System
Individual a/ -0.3 -0.2 -0.3
Corporate -0.9 -3.3 -3.1 -4.1
Other a/ -0.8 -1.1 -1.1
Subtotal, Technical Differences -1.4% -5.1 -9.6 -12.1

Differences from Economic Assumptions
(CBO Baseline)

Rate cuts 0.3 1.1 -0.2 1.0
Indexing -—- -—- --- -3.8

Accelerated Cost Recovery System
Individual 0.1 0.2 0.3 0.5
Corporate 0.2 0.6 1.3 2.5
Other a -0.1 -0.4 -0.6
Subtotal, Economic Differences 0.6 1.7 0.9 -0.4
Total -0.7 -3.4 -8.6 -12.5

a/ Less than $50 million.

the CBO estimate of individua! income taxes by another $3 billion below the
Administration's estimate for that year. For the effects of ACRS on
individual income taxes, these differences reduce the CBO revenue esti-
mates below the Administration's estimates by $0.3 billion or less each year.
Net technical differences attributable to all of the other individual income
tax provisions of ERTA raise the CBO revenue estimates above the
Administration's by about $1 billion or less in each year. The total net
effect of the technical estimating differences for ERTA raises CBO's
reestimates of individual income taxes above those of the Administration by
about $0.4 billion in 1982, and $0.1 billion in 1983, and lowers the reesti-
mates below those of the Administration by about $4.3 billion in 1984 and
$6.6 billion in 1985.
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For corporate income taxes, technical factors related to the esti-
mation of the revenue effects of ERTA reduce CBO estimates below the
Administration's by about $! billion in 1982 and by slightly more than
$5 billion annually from 1983 to 1985. Almost 70 percent of these differ-
ences are attributable to estimates of the accelerated cost recovery
provisions of the act. In 1985, the total technical reestimates of ERTA's
effects on corporate taxes are equivalent to fully 8 percent of CBO's
estimate of total corporate income taxes under current law.

Other Technical Estimating Differences

Net technical differences from CBO assumptions about the timing of
tax payments and other taxpayer behavior, unrelated to ERTA, are quite
small, less than 1 percent of revenues annually from 1982 to 1985. These
considerations combine to raise CBO's revenue reestimates above the
Administration’s by $5.7 billion in 1982 and to lower them by growing
_amounts thereafter, from $0.1 billion less in 1983 to $3.5 billion less in 1985.

For income taxes, these differences are partly attributable to assump-
tions about the timing of tax collections. For example, based on receipts
for the first quarter of fiscal year 1982, CBO has assumed a large
overpayment of corporate income taxes this year compared to liabilities.
This overpayment may have been caused, in part, by uncertainty about the
effects of recent requirements for the prompt payment of taxes and of
other recent tax changes. CBO also assumes that more than half of the
1982 overpayments will be offset by refunds in 1983, which would cause
corporate taxes to be smaller than liabilities in that year. The Administra-
tion also may have assumed a longer time lag between changes in corporate
tax liability and related adjustments in payments during the 1983-1985
period.

The net effect of these technical estimating differences unrelated to
ERTA raise the CBO estimates of corporate income taxes above those of
the Administration in 1982 by about $2 billion. For 1983 through 1985, these
factors reduce the CBO estimates of corporate income taxes below the
Administration's by between about $3 billion to $5 billion annually. Such
technical factors as the timing of tax payments and the distribution of
income across tax brackets raise the CBO estimates of individual income
taxes above the Administration's by over $& billion in 1982 and over
$6 billion in 1983, and reduce the CBO estimates by small amounts in 1984
and 1985.
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CBO's technical reestimates raise the estimates of social insurance
taxes by amounts ranging from $0.1 billion to $0.4 billion per year because
of CBO's inclusion of federal employee pay raises beyond 1982, which raises
federal employee retirement taxes, and because of increased health insur-
ance refunds resulting from a recent court decision, which are included in
the Administration's estimates but not in CBO's.

CBO's reestimates of windfall profit taxes tend to be higher than the
Administration's, in part, because of technical differences in assumptions
about the rate at which domestic oil may be reclassified as incremental
tertiary oil for purposes of the tax. CBO assumes a slower rate of
reclassification of oil as tertiary oil, which is taxed at a lower rate. These
assumption differences raise CBO windfall profit tax estimates above the
Administration by about $0.6 billion in 1983, $0.9 billion in 1984, and
$1.4 biltion in 1985. Differences in technical estimation methods lower CBO
net reestimates of excise taxes, other than windfall profit taxes, below
those of the Administration by amounts ranging from $0.3 billion to
$0.6 billion per year.

All remaining significant technical estimating differences are attribu-
table to different methods used to estimate Federal Reserve payments.
CBO identifies as differences due to economic assumptions only those
differences estimated to result from different levels of interest rates.
Therefore, technical differences include differences because of other
assumptions, which might be considered economic or partially economic, but
which cannot be estimated without information about the Administration's
assumptions. These include assumptions about the extent to which the
Federal Reserve's portfolio management will keep earnings high by retaining
medium and long-term securities acquired at peak interest rates. Such
differences cause CBO estimates to be lower than the Administration's by
$1.2 billion in 1982, $1.5 billion in 1983, $0.6 billion in 1984, and higher than
the Administration by $0.2 billion in 1985.
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CHAPTER 1V. CBO OUTLAY REESTIMATES

The Congressional Budget Office's analysis of the President's February
budget spending estimates suggests that unified budget outlays could be
much higher than the Administration projects, by amounts ranging from at
least $13 billion in 1982 to $47 billion or more in 1985.

One reason why outlays may be higher than the Administration
projects is that its budget estimates seem to understate probable expendi-
tures. CBO has made a technical analysis of the Administration's estimates.
The preliminary results of this analysis suggest that outlays may have been
underestimated by about $12 billion in 1982 and by over $20 billion in each
of the next three years (see Figure 10). For the entire 1982-1985 period,
CBO's technical reestimates would add more than $75 billion to the
Administration's projections of outlays.

Figure 10.
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A second reason why outlays could be higher is that the economy may
fail to perform as the Administration assumes it will. Under CBO's baseline
economic forecast and longer-run assumptions, total outlays over the 1982-
1985 period would be higher by about $45 billion--$1 billion in 1982,
$3 billion in 1983, over $16 billion in 1984, and $24 billion in 1985. The
adjustments to the Administration's estimates resulting from the use of
CBO's baseline economic assumptions are not as large as those resulting
from the technical reestimates in any year except 1985. Under CBO's
alternative set of pessimistic economic assumptions, however, outlays could
be higher than projected by the Administration by at least $12 billion in
1983, $35 billion in 1984, and more than $55 billion in 1985.

A third reason for higher outlays in 1983-1985 is that the Administra-
tion may not be successful in meeting all of its savings targets for various
management initiatives, such as improved debt collection procedures and
disposal of surplus federal property. CBO has not been able to develop its
own independent estimates of the results of such initiatives, but believes
many of the Administration's estimates to be very optimistic.

Finally, the Administration is proposing significant spending reductions
that require legislative action, especially for entitlement programs. The
Congress may not approve all of these proposals. Also, the Administration
has projected savings from a major reform of health care financing that has
not yet been developed and is already greatly delayed.

This chapter provides CBO's reestimates of the President's budget
proposals, showing the outlay differences that could result from the first
two reasons. The reestimates are divided into two categories: (1) those that
result from substituting CBO's economic assumptions for the Administra-
tion's, and (2) those that result from using CBO's technical estimating
methods and from other factors. The reestimates using CBO baseline
economic assumptions and technical estimating methods are summarized in
Table 23. They assume that all of the President's legislative proposals are
approved by the Congress and that the Administration is successful in
meeting most of its targets for savings from management initiatives--in
short, they make no adjustments based upon the third and fourth reasons
given above.

The next two sections of the chapter discuss the two categories of
differences involved in the outlay reestimates. A third section provides a
brief discussion of the various Administration budget estimates that CBO
was unable to evaluate because of lack of specific supporting documentation
or other details. This includes over $7 billion of savings to be achieved in
1985 from planned management initiatives. The remainder of the chapter
details the CBO outlay reestimates for each major function of the budget.
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TABLE 23. CBO REESTIMATES OF THE ADMINISTRATION'S SPENDING
PROPOSALS (By fiscal year, in billions of dollars)

1982 1983 1984 1985

President's February Budget 725.3 757 .6 805.9 868.5
Preliminary CBO Reestimates

Different economic assumptions 1.2 3.2 16.4 24.2

Technical reestimates 12.2 19.9 22.1 23.0

Total Reestimates 13.5 23.1 38.5 47.2

President's Budget Reestimated 738.8 780.7 844.5 915.7

DIFFERENCES IN ECONOMIC ASSUMPTIONS

Economic conditions have major effects on federal budget outlays.
About 30 percent of federal spending is directly indexed for inflation
through automatic cost-of-living adjustments (COLAs). Social Security is
the largest indexed program, accounting for 21 percent of total outlays in
1981. Other directly indexed programs include retirement benefits for
federal civilian and military employees, veterans' pensions, railroad retire-
ment benefits, and Supplemental Security Income benefits. Medicare and
Medicaid costs, while not directly indexed for inflation, increase over time
with the rising costs of medical care. The costs of certain other benefit
programs, such as unemployment insurance and food stamps, vary with
changes in the level of unemployment in the economy. Finally, the cost of
servicing the federal debt depends on the level of interest rates. In sum, the
economic variables having the largest effects on federal outlays are prices,
unemployment, and interest rates.

The Congressional Budget Office recently published its baseline
economic forecast for calendar years 1982-1983, together with longer-run
economic assumptions for 1984-1987. 1/ The Administration's assumptions,
which are explained in the President's February budget, are briefly discussed
in Chapter II of this report. The following paragraphs describe the dif-
ferences in these assumptions for the three variables that affect spending
estimates--prices, unemployment, and interest rates.

1/ See Congressional Budget Office, The Prospects for Economic Recovery
(February 1982).
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Prices

Both the Administration and CBO project a further slowing of inflation
over the next several years. The projected patterns of price increases differ
somewhat, however, and CBO projects a more gradual decline in the rate of
inflation than does the Administration. Federal outlays are particularly

sensitive to annual COLAs for Social Security and other indexed benefit
programs.

The Administration and CBO have identical assumptions for the 1982
and 1983 cost-of-living adjustments for Social Security benefits, but CBO is
projecting COLAs for 1984 and 1985 that are about two percentage points
higher than assumed for the Administration's budget estimates.

Annual Social Security COLAs (Percent)

1982 1983 1984 1985
Administration 8.1 6.5 4.8 4.8
CBO 8.1 6.5 7.2 6.5

The Social Security COLA adjustments that are made in July of each
year are based on the percentage increase in the Consumer Price Index for
urban wage earners and clerical employees (CPI-W), measured from the first
quarter of the preceding year to the first quarter of the current year.

In CBO's baseline projections, it is assumed that the Social Security
COLAs will diminish in 1982 and 1983, increase again in 1984, and then
resume their downward trend. The explanation for this pattern lies in
developments in the CPI-W assumed by CBO for preceding calendar years.

o World oil prices are assumed to remain constant through the end of
1982, and then to increase at about the overall U.S. rate of
inflation thereafter. Oil prices constitute about one-seventh of the
CPI-W, either directly or through their impact on the costs of
production of other goods and services.

o Mortgage interest rates are expected to decline through 1982, and
then to stabilize in 1983. CBO assumes that house prices will rise
enough in 1982 to offset this reduction in mortgage interest costs.
Since homeownership costs have a weight of about one-quarter in

the CPI-W, movements in interest rates and house prices can
affect COLAs substantially.
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Both of these factors tend to hold down the growth of the CPI-W in
calendar year 1982 but not in 1983. Consequently, the Social Security
COLA of July 1984 is projected to exceed that of July 1983. Nevertheless,
the underlying rate of inflation, which is driven primarily by wage costs, is
expected to be on a steadily declining trend throughout the projection
period; therefore, with no further special factors operating, the COLA
adjustments should resume their downward movement after 1984.

Unemployment and Interest Rates

For unemployment and interest rates, the Administration forecast and
the CBO baseline forecast for 1982 are quite similar. The forecasts and
assumptions also show similar patterns for 1983-1985--a declining unemploy-
ment rate, and falling interest rates (after 1983 in the case of the CBO
assumptions). For each variable, however, CBO projects a more gradual
change than does the Administration. As a result, these two variables are
somewhat higher in the CBO baseline assumptions for 1983-1985 than in the
Administration's assumptions.

The difference in the unemployment rate assumptions is largest in
1985. The Administration's budget estimates assume an unemployment rate
of 6.4 percent in that year, whereas the CBO baseline assumptions project
an unemployment rate of 7.2 percent. For 91-day Treasury bill rates, the
differences range from 2.7 percentage points in calendar year 1983 to
1.8 percentage points in 1984 and 0.9 percentage points in 1985.

CBO Baseline Assumptions

The implications for budget outlays of the differences in the Admin-
istration and CBO baseline economic assumptions are shown in Table 24.
Use of the CBO economic assumptions has little effect on outlays the first
two years, adding only $1.2 billion in 1982 and $3.2 billion in 1983--mostly
as a result of higher interest rates projected by CBO.

For 1984 and 1985, the outlay impact of CBO's baseline assumptions is
much larger. Projected outlays in 1984 are raised by over $16 billion and in
1985 by $24 billion. The largest increases again are for interest costs. The
higher interest rates projected by CBO add approximately $10 billion to
outlays in 1984 and $7 billion to outlays in 1985. The higher budget deficits
resulting from the application of CBO's economic assumptions to the
Administration's budget estimates add another $2.5 billion in interest costs
in 1984 and almost $5 billion in 1985.
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TABLE 24, OUTLAY REESTIMATES BASED ON CBO'S BASELINE ECO-
NOMIC ASSUMPTIONS (By fiscal year, in billions of dollars)

1982 1983 1984 1985
Interest Costs
Higher interest rates 0.9 1.4 9.8 6.6
Higher budget deficits 0.3 0.9 2.5 4.7
Social Security and Other |
Benefits Indexed to the CPI - a/ 1.4 6.8
Other Benefits Affected
by Inflation - 0.1 0.9 2.2
Unemployment Compensation
and Related Benefits = 0.9 1.7 4.0
Total 1.2 3.2 16.4 24.2

a/ Less than $50 million.

The higher COLAs projected by CBO in 1984 and 1985 for Social
Security and other indexed benefits add about $1 billion to 1984 outlays and
close to $7 billion to 1985 outlays. The impact of the higher COLAs for
1984 is not fully felt until 1985. Other benefits affected by inflation--
largely Medicare and Medicaid--also show somewhat higher outlays under
CBO economic assumptions than projected by the Administration. The
increase is relatively small in 1983 and 1984, but reaches nearly $2 billion by
1985.

The more slowly declining unemployment rate in CBO's baseline
economic assumptions would raise projected federal outlays by approxi-
mately $1 billion in 1983, $2 billion in 1984, and over $4 billion in 