
The Federal Budget and the Economy

by DENIS S. KARNOSKY
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31 he typical problems involved in formulating a

budget for the Federal Government are compounded
this year by concern about persistent inflation in the
face of rising unemployment and falling production.
The Administration considers fiscal restraint essential
in order to continue the fight against inflation and
has proposed that the budget for the fiscal year end-
ing next June be approximately balanced. Congress
has acted on only a small portion of the proposed
budget program, but many analysts believe that a
substantial budget deficit will develop.

The prospect of a large Federal deficit in fiscal 1971
stems from three factors. There is a possibility that
Congress will enact legislation which will result in
Government spending in excess of that requested by
the Administration. Second, there is some doubt as to
whether several proposed tax programs will be
adopted. The third factor is the pattern of economic
activity in the coming year. Moderation in gro\vth of
total spending since late 1989 caused tax revenue to
fall significantly short of projections in fiscal 1970
and, similarly, revenue growth in fiscal 1971 is ex-
pected to be moderate.

The Proposed Budget in Perspective

The actual Federal budget in fiscal 1971 will not
be kno\vn for about a year. At the moment the main
clue to current and forthcoming fiscal action is the
budget report submitted by the President to Con-
gress in February and revised on May 19. Although
the actual budget is often quite different from the
proposed budget, that report can be used as a point
of departure, in that it indicates the thrust of fiscal
actions advocated by the Administration.
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The President’s proposed budget for fiscal 1971
calls for total outlays of $205.6 billion, an increase of
4.5 per cent from fiscal 1970. This plan would con-
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Table 1 Table II

ANNUAL RATE OF CHANGE OF FEDERAL OUTLAYS COMPOSITION OF FEDERAL OUTLAYS
(Ftscal Years) (Fcscot Years)

196065 196568 196870 197071 1960 1965 1968 1970 1971

Total Outlays 5.1 / 147 4.91’ 45/ Defense 498 • 41 91’ 45.01’ 408 ‘a 3581’

Defense 1 6 17.5 —0.1 8 3 Nerhdefenso 50.2 58 1 55.0 592 64 2
Nondefense 8.2 12,6 8.9 13.3

Human Resources 273 29 9 32J 369 40.4
Human Resources 6.9 175 12.5 150 Physical Resources 11.0 122 11.1 109 104
Physical Resources 73 10 9 40 —05 Interest Payments 9.0 8 8 77 9.3 9-1
Interest Payments 4.6 96 15,6 2 7
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tinue the pattern of relatively moderate growth in
spending which has been followed since enactment
of the Revenue and Expenditure Control Act in mid-
1968. Total outlays increased at about a 15 per cent
average rate during the three-year period from fiscal
1965 to fiscal 1968, bnt grew at a reduced 5 per cent
rate in the last two budget years.

Defense spending, as currently projected, would ac-
count for 36 per cent of the budget in fiscal 1971.
During the period of military buildup in Vietnam,
defense spending increased at a 17.5 per cent aver-
age annual rate, from $49.6 billion in fiscal 1965 to
$80.5 billion in fiscal 1968. This rapid rate of growth
was almost matched, however, by expansion of non-
defense spending. As a result the military’s share of

A reduction in defense spending is planned for
fiscal 1971, and outlays for nondefense programs are
projected to continue increasing rapidly. Defense

the budget did not change substantially, increasing
from 42 per cent of total outlays in 1965 to 45 per

cent in 1968.
spending is projected to decline by $6.7 billion in
this fiscal year, to $73.6 billion, only slightly higher
than in fiscal 1967. Other spending is planned to in-
crease $15.5 billion, a 13 per cent increase over last

Nondefense spending increased at an 11 per cent
average rate from fiscal 1965 to 1970 and would ac-
count for 64 per cent of all outlays in fiscal 1971.
Programs devoted to human resources have shown

year. the greatest expansion in recent years and, as cur-

A net decline in spending for national defense since
fiscal 1968, coupled with rapid expansion of other
budget outlays, has resulted in a sharp decrease in
the portion of the budget devoted to the military,

rently projected, would account for almost 41 per
cent of the budget in fiscal 1971, significantly greater
than the 32 per cent allocated in fiscal 1968. Almost
all of this increased share represents growth of spend-
mg for Social Security and health programs. Other

ComposItion of Federal Outlays nondefense outlays would be increased 11 per cent
in fiscal 1971 and be essentially unchanged as a pro-
portion of total outlays. Physical resource projects,
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In fiscal 1970 about 21 per cent of total spending
(GNP) in the economy reflected some form of Fed-
eral spending, either directly, through Government
purchases of goods and services, or indirectly, through
transfers of income to the private sector. The pro-
posed 4.5 per cent increase in budget outlays in
fiscal 1971 implies that this relationship probably
would not change significantly this year, but would
be somewhat larger than in fiscal 1960 when the ratio
was about 19 per cent.
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The relationship between Government outlays and
total spending in the economy increased substantially
from 1965 to 1968, rising from 18 to about 22 per
cent. During that period Government outlays for de-
fense increased from 7.6 per cent to 9.7 per cent of
total spending. The decline in defense outlays since
1968 has resulted in a sharp reduction in the portion
of total spending associated with national security
programs, and defense-related spending accounted
for 8.4 per cent of total spending in fiscal 1970,
This share promises to decline further this year.
Government spending for nondefense purposes has
generally increased faster than total spending in the
economy since 1960. From fiscal 1960 to fiscal 1970
the ratio of nondefense outlays to total spending rose
from 9.3 per cent to 12.2 per cent. This proportion is
expected to increase further in fiscal 1971.

While budget data for state and local governments
are not directly comparable with the Federal budget
used here, it is possible to make some approximate
comparisons.t State and local expenditures have ap-
parently increased slightly faster than total spending
since fiscal 1960. As a per cent of total spending,

‘Budget data for state and local ~overmnent forming a con-
sistent series over time are available only on a National In-
come Accounts basis.

AUGUST, 1970

Table III

GOVERNMENT EXPENDITURES
AS A PER CENT OF TOTAL SPENDINO*

(Fiscal Years)

1960 1965 1968 1970

State and Local 8.3 / 92/ 101 / 1070/

Federal 18.4 18.1 20.8 20.8

All Government 26 7 27 3 30 9 31 5
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state and local expendituje increased from 8.3 per
cent in fiscal 1960 to 10.7 per cent in fiscal 1970.
This suggests that the portion of total spending
in the economy which reflects some form of govern-
ment expenditures has generally increased in the past
decade, and probably accounts for approximately 30
per cent of spending.

Taxable income tends to rise and fall with the pace
of economic activity, and consequently the Federal
budget tends toward deficit in periods of moderated
growth of total spending. In the absence of new
revenue legislation, total budget receipts in fiscal
1971 are expected to be approximately $3 billion
higher than in the previous year. This is a relatively
slow increase and is due to the combined effects of
an expected moderate rate of increase in economic
activity, and the tax changes incorporated in the Tax
Refonn Act of 1969, including termination of the in-
come tax surcharge on June 30, 1970. The tax reform
provisions and elimination of the surcharge are ex-
pected to cost the Government about $3 billion in
revenue in fiscal 1971. In order to bolster revenue
the Administration has proposed several new pro-
grams: a tax on leaded gasoline ($1.6 billion), a
postal rate hike ($1.5 billion), and speeded collec-
tion of gift and estate taxes ($1.5 billion). With
adoption of these proposals, receipts in fiscal 1971
are estimated to be about $8 billion higher than last
year.

1h.e .L)ei’icit

The Federal budget for fiscal 1971, as reviewed in
May, was projected to show a deficit of $1.3 billion.
This was based, however, on an estimated deficit of
$1.8 billion in fiscal 1970, an estimate which has since
proved to be too low. The actual budget was in
deficit by $2.9 billion in fiscal 1970. In Janua’ry of this
year the Administration had projected a budget sur-
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plus of $1.5 billion for fiscal 1970, This estimate was
revised in May to a deficit of $1.8 billion, with almost
all of the change due to a shortfall in estimated re-
ceipts from the corporate profits tax. 1-lowever, actual
corporate and individual income tax receipts fell short
of expectations, and total budget receipts in fiscal
1970 amounted to $193.8 billion, compared with the
May estimate of $196.4 billion.

The Administration has not yet revised its budget
projections for 1971 in light of the actual 1970 budget;
however, there is now little prospect that the deficit
of $1.3 billion projected in May is realistic. For ex-
ample, the Administration projected in May that
revenue would increase by $7.9 billion over fiscal
1970. Since actual revenue in 1970 was $2.6 bfflion
less than estimated in May, fiscal 1971 receipts would
tend to be lower by the same amount. This implies
that the Administration’s proposed budget would be
in deficit by at least $4 billion this fiscal year. The
budget deficit would be significantly larger than $4
billion if Congressional actions result in expenditures
beyond those requested by the Administration or if
Congress is not receptive to the proposed new reve-
nue programs.

Impact on the Economy

Table IV summarizes the pattern of economic ac-
tivity which has been observed since the Government
enacted restrictive, anti-inflationary fiscal policy in
mid-1968. Inflation has accelerated, production
growth has slowed and has been negative since last
fall, and unemployment has increased. Interest rates,
which many analysts expected to fall, have remained
high.

This pattern of activity has led to suggestions that
Government actions have had little effect on inflation
and stimulative actions (both fiscal and monetary)

Table IV

THE PATI’ERN OF ECONOMIC ACTIVITY

(Half year Averages)
1968 1969 1970

1st 2nd 1st 2nd 1st

Annual rate of change
of prices’ 39/, 43/, 48’/ 53/ 53/**

Annual rate of change
afrealpraduct 65 35 24 9 —13’

Unemployment rate 37 35 34 36 45
Interest rate an

carporateAaabands 62 62 68 73 80

GNP puce deflator
* Prelamtnary

are now required in order to bolster real economic
activity. However, the Administration wants a bud-
get close to balance in order to pursue the fight
against inflation. In the May 19, 1970 revision of its
February proposal, the Bureau of the Budget stated:

If the Congress votes higher appropriations, or
does not approve the taxes proposed by the Presi-
dent, it should match these with specific cuts in
other spending programs or increases in other taxes.

Continued fiscal restraint is essential to further
progress toward the objectives stated in the Presi-
dent’s budget message. Relaxation of that restraint
now would risk the danger of permitting the econ-
omv to climb too fast as it begins to pick tip in the
months ahead. Too rapid an advance could nullify
the progress made to date toward bringing inflation
under control

Since there is a growing belief that the budget deficit
actually will be substantially larger than the Presi-
dent requested, it is important to analyze the proba-
ble impact of a large deficit on the economy.

The high-employment budget, an often-used
measure of fiscal influence, indicates that the budget
for fiscal 1971, as proposed by the Administration,
‘would be restrictive in its impact on economic activity.
The high-employment measure of the budget elimi-
nates most of the effects of changes in real economic
activity on the budget and attempts to measure
changes in the budget due solely to legislative
action. Thus the growth of the tax base is held at
its high-esnployment rate and the effects of varia-

High-Employment Budget *
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tion in economic activity on the budget are signifi-
cantly reduced. If the budget is enacted as proposed,
the high-employment budget would be in surplus by
about $12 billion in fiscal 1971, about $3 billion
larger than in fiscal 1970. If the proposed revenue
programs are not adopted or spending exceeds the
projected level, the change in the high-employment
surplus would be much smaller and the influence of
fiscal actions would be less restrictive,

tin.anc hg.Ex.venditw’es

A key element which must be considered hi an-
alyzing the impact of the budget on the economy is
the method the Government mmses to finance its ex-
penditures. The Government has three financing al-
ternatives: taxing, borrowing from the public sector,
or borrowing from the Federal Reserve, which is the
same as creating money. The effect of Government
spending on economic activity can vary depending
on the type of financing emnployed.

The amount of borrowing the Government wifi do
in fiscal 1971 will be determined by the outlay and
revenue programs adopted by Congress. From whom
the Government borrows will determine the impact
of the budget on the economy. Borrowing from the
public, that is competing with individuals and busi-
nesses for credit funds, would tend to put upward
pressure on interest rates. There would be little net
increase in total spending hi that the Government
spending would supplant private spending programs
that were unable to get credit.

If the Federal Reserve chose to alleviate some of
this pressure on credit markets, however, the impact
of Government borrowing would tend to be different.
Monetary actions directed at increasing bank reserves
and thus the supply of credit, could ease the im-
mediate upsvard pressure on interest rates and con-
tribute to a smaller restrictive effect on private
borro\ving. The Government essentially would be fi-
nancing the deficit by money creation, and unlike
taxing or borrowing from the public, money creation
involves no crowding-out of private spending.2 Thus,
Government borrowing in conjunction with accommo-
dative monetary action would tend to have a more
stimulative effect on total spending.

The budget deficits of the 1965-68 period are gen-

tm
Several studies, in this Reoiew and elsewhere, have con-

cluded that Covemment expenditures not accompanied by
money crcation have only a temporary effect on total
spending. Over a longer period of time such spending is
believed simply to crowd out private spending.
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erally believed to have been a major source of the
current inflation. These deficits were due primarily to
accelerated growth of Federal spending and since
the economy was essentially fully employed in 1965,
the expansion of Government spending resulted in
strong competition \vith the private sector for the
ontpmmt of the economy.

The Government chose not to increase taxes and
thereby reduce private demand and release resources
for Government use. Instead, the Government sought
to borrow funds to finance its spending programs and
had to compete for credit with the private sector.
The expanded demand for credit put strong up-
ward pressure on interest rates. Early in 1967, the
Federal Reserve began to increase the money supply
at a rapid rate and from January 1967 to January
1969, the nation’s money stock increased at an aver-
age rate of 7.3 per cent. This growth of money was
excessively rapid and contributed to an acceleration
of total spendmng in the economy

Price increases were generated by excessive de-
mand as the Government competed with the private
sector for the output of the economy. After rising at
a 1.4 per cent average annual rate from 1960 to mid-
1965 prices mcreased at an avem age rate of 32 pci
cent from mid-1965 to mid-1968. After-tax income of
individuals rose at an accelerated 8.2 per cent aver-
age annual rate from mid-1965 to mid-1968, com-
pared with a 6.4 per cent rate in the previous five
years. However, consmmmer purchasing power (after-
tax income adjusted for price increases) increased at
a 4.8 per cent rate from mid-1965 to mid-1968, un-
changed from a 4.9 per cent rate of increase in the
earlier period.

Conc~.iu ‘an. H.:

The Federal budget prospects are not now so
ominous as they were tlmree years ago in terms of
imnmediately contributing to excessive total demand.
The most expansionary type of budget deficit, one
accompanied by r a p id monetary growth, would
surely stimulate total spending in the coming year
but \vould probably have less of an effect on prices
than in the 1965-68 period. The acceleration of Gov-
ernmnent spending in 1965 and the rapid rate of mone-
tamy expansion from early 1967 to late in 1968 con-
tributed to growth of total spending far in excess of
productive capacity, and prices increased sharply.
Currently, however, production in the economy is
significantly helo\v potential and could be expanded
somnewhat in response to an increase in total, spending.
With sonme idle capacity in the economy, an increaseI
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in total spending would tend to bolster production
and employment in the coming year.

A resurgence of spending, however, could strongly
affect the degree of downward adjustment in cost-
push factors two and three years from now. For ex-
ample, rapid increases in total spending would alle-
viate some of the pressure on corporate profits and
remove some of the incentives for cost-cutting pro-
grams currently underway. Increased production
might also decrease some of the employment uncer-
tainty in the labor force and contribute to strengthen-
ing of wage and salary demands. Thus while a large
budget deficit may appear to be an attractive means
of alleviating some of the current employment and
production pains, the relief could be very expensive
if it caused rapid inflation to last longer than neces-
samy, or to actually accelerate in later years.

The budget as proposed by the Administration
would have little, if any, effect on total spending
in the coming year. There is a possibility that the
deficit would be somewhat larger than the Adminis-
tration estimated in May, but the larger deficit
would be due to a shortfall of tax revenue, reflecting
a moderate pace of total spending through this win-
ter. In contrast, the deficits of the 1965-68 period
were due to rapid expansion of Government spend-
ing at a time when the economy was essentially at
full employmnent. Also a $4 or $5 billion deficit would
not contribute to a rapid expansion of the money
stock. If adopted, it would be a budget consistent
with easing inflationary pressures over the next few
years.
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