Estimates of the High-Employment Budget
and Changes in Potential Output
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‘?‘Yé NE of the more novel approaches to the problem
of assessing the impact of the Federal budget on
economic activity was the development of the coneept
of the high-employment budget. The purpose of this
concept was to standardize the budget position on
some high-employment norm and thereby remove the
effect of variations in economic activity on the meas-
ured budget surplus or deficit. Proponents of the high-
employment budget argue that estimation of the
IFederal budget at an assumed full-employment level
of activity provides n better measure of the impact of
the budget on the economy than the actual swrplus or
deficit (see Chart 1),

Central to the calculation of the high-employment
budget is the estimate of potential GNP — that rate
of production consistent with “full” utilization of
economic resources in “normal” times. In general, this
definition is very tmprecise, and several estimates have
heen developed by different analvsts over the years.

Most recently — since 1973 — o controversy  has
developed as to the estimated impact of energy de-
velopments on the economy’s productive potential. IF
as has been argued, the nm-up in energy prices has
affected  potential output, cstimates of the high-
employment budget must be adjusted accordingly.
A measure of fiscal action that is not revised in accord-
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ance with the revision of potential GNP will provide
misleading information as to the stance of fiscal policy.

With regard to the current status of estimates of
potential cutput, a consensus has not evolved. On the
one hand, the 1977 Annual Report of the Council of
Economic Advisers presented one set of revised esti-
mates, based primarily on a reevaluation of recent
productivity trends and a redefinition of the “full-
employment unemployment rate™ On the other
hand, a series for potential output was recently dis-
cussed in this Review which incorporated the effects
of energy developments since 1973.%

Two new estimates of the high-employment hudget
are presented here and compared with previous esti-
mates. Most of the differences between the new and
the old estimates occur after 1973, The dilferences
are of such magnitude that the implications for fiscal
policy are somewhat different with the increase in the
relative price of energy and its associated effects on
potential output,

VThe Annual Report of the Council of Economic Advisers
{ Washington, 12.C.: U.S. Government Printing Office, 1977},
pp. 45-57. For discussion of this series, along with a presen-
tation of two other estimates of potential outpui, see George
L. Perry. “Potential Output and Productivity,” Brookings
FPapers in Econpmic Activity, 1 (1977), pp. 11-60.

“Robert 1. Rasche and john A. Tatom, “Energy Resources
and Potential GNP, ' this Revicwe (June 1977), pp. 10-24.
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Although the concept of high-employment budget-
ing has been in existence since the 1940s, it did not
gain prominence in government policymaking until
the early 1960s.3 Since then, reliance on the concept
has waxed and waned with the tides of economic and
political developments. From 1966 to 1969, for
example, the concept received little attention in fiscal
policy discussions because with the economy operat-
ing at a high level of employment, measured budget
surpluses and deficits approximated their high-employ-
ment values. Since 1969 the concept has heen kept
before the public but has not been assigned a key role
in the formulation of budget policy.?

One reason that the high-employment budget has
not been cast in a focal role in the fiscal policy
process s that it is a hypothetical budget. Since it is
an analytical tool designed by economists, its useful-
ness hinges on an understanding of certain elements
of economic theory. Policymakers and the general
public are understandably suspicious of a hypothetical
figure based on theory that is not generally
understood,

Another reason the high-employment budget has
not become generally popular among policymakers
is that there is no official time series available from
the Federal government. Without the perspective
provided by a continuous time series, it is difficult to
interpret any particular estimate. Until such a series
is prepared and published by an official Government
agency, it is doubtful that the concept will receive
general acceptance either by policymakers or the
publie.?

Several years ago, in an attempt to fill this void in
the Government’s data set, the Federal Reserve Bank

AFor a diseassion of the development of the high-employment
budget concept, see Herbert Stein, The Fiscal Revolution in
America {Chicago: University of Chicago Press, 1869),
pp. 155-196, 220-240. For an update, see Alan S. Blinder
and Robert M. Sclow, “Analytical Foundations of Fiseal
Policy,” in The Econgmics of Public Finance { Washington,
1D.C.: The Brookings Instilution), pp. 3-115.

+The closest the high-employment budget came to being
accepted on an official basis was i the fiscal 1972 budget,
published in January 1971, Here, for the first time, tables
were published in the budget document relating to the
“full-employment budget margin,” and a rationale for fiscal
policy was discussed within this framework.

55tiHl another reasom that the concept has not been generally

accepted is that economists themselves cannot agree {(typi-
callv} on its usefulness and significance. See Blinder and
Solow,

AUGUST 1877

Thert b

Fiscal Measures
{+)5urples; {-)Deficit
Guorterly Totals ot Annual Rotes
Seosonelly Adjugad

Billions of Doliars
60 ;

[ E: \ !
i EE ;
§0 . LT —{ 40
!e ‘ ...... 20
‘ High-| Emplavnzent Buﬂget
Pt ! o
d -20
Kationak fecome
”m ____'_4Accieunis Bud:ge! i 40
!
-40 e b -60
-39 80
C
100 _— S— T
20 1 1 ‘

1946% 1970 141t 1972 1973 1974 HWIs 1976 1977

Sources: LS. Depariment of Commearce and Fedecal Resarve Bank of 5% Lowis
tatest dotn plotted: 2pd guorter estimated

S O e S s

of St. Loms began publishing a series on the high-
employment budget.® This was done for purposes of
providing a series that could be used to provide
perspective whenever the concept was used. The
assumptions required to prepare these estimates are
somewhat arbitrary, but the measurement procedures
have remained consistent over time. The alternative
estimates which have been made by eritics of this
series have not been followed up in the form of
regular updating and publication.”

Initially, the rationale for the high-employment
budget was developed within the framework of a
simple Keynesian model of national income determi-
nation.® This model is cne that is still in general use
in the macroeconomic section of introductory eco-
nomics textbooks. The essence of the theory is that the
level of economic activity is determined by the saving
and spending propensities of economic units, When

SKeith M. Carlson, “Estimates of the High-Emplovment
Budget: 1947-1987,7 this Beview {june 1967}, pp. 6-14

“See the references in Blinder and Solow.

SFor discassion within the context of this simple model, plus
additional refinements, see Blinder and Solow.
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viewed in conjunction with the saving- spending plans
of private economic units, the high-employment
budget provided a means of estimating what was re-
quired by way of fiscal stimulus or restraint to achieve
full employment.

The usefulness of the high-employment budget does
not rest with the Keynesian model of national income
determination. Theoretical developments have oc-
curred in recent vears which have modified the inter-
pretation of the high-employvment budget but have
not negated its use as an analytical tool. In particular,
recogaition of the interaction between monetary and
fiscal actions has led to some considerations that were
neglected in earlier discussions.

Originally, the purpose of the high-employment
budget was to provide a measure of the impact of
fiscal action that was superior to the actual swplus or
deficit. Fconomists have been aware of the problems
of interpreting the Federal budget position for many
vears. The reason for difficulty in interpretation is
that actual surpluses or deficits contain both active
and passive components.” The active aspect of the
budget refers to the effect of discretionary actions,
that is, the effect of changing tax rates and expendi-
ture programs. The passive component is the auto-
matic response of expenditures and/or receipts to
variations in economic activity, With tax rates and
unemployment insurance programs as set by Con-
gress, different levels of economic activity will yield
different amounts of receipts and expenditures.

The high-employment budget does, in principle,
provide a measure of the active part of the budget.
However, problems in the method of estimation re-
main, as the active vs. passive classification is not that
clearcut or automatically identifiable. For example, on
a high-employment basis tax receipts tend to increase
from one period to the next becanse the economy is
growing. In addition, inflation causes receipts to rise
even without a change in statutory rates.’® Conse-

9For further discussion using this terminology, see Keith
Carlson, “The Federal Budget: Perspectives and Prospects,”
this Review {October 1976}, pp. 2.7,

Wihis point is discussed at some length in Arthur M, Okun
and Nancy H. Teeters, “The Full Employment Surplus
Revisited,” Brookings Papers on Economic Activity, 1
{1970}, pp. 90-96. See also Nancy Ammon Jianakoplos,
“The Growing Link Between the Federal Government and
State and Local Government Financing,” this Review (May
1977}, pp. 13-20.
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quently, the high-employment budget might suggest
active tightening in fiscal policy, when in fact the
increase in the surplus might simply be a reflection of
inflation, that is, prior stimulus.

Provision of a crude indicator of the direction of
fiscal actions is an important purpose of the high-
employment budget. In addition, there is a purpose
implied by its connection with the underlying theo-
retical framework — to actively use this budget con-
cept in the process of achieving economic goals.t

One use of the high-employment budget for pur-
poses of policy requires information on the values of
planned saving and investment. Critics have sug-
gested that this type of information is very difficult to
develop.!? Many economic models have been de-
veloped to explain the saving-investinent process.®
However, with many different models available, and
with each assigning a different role to fiscal actions, a
particular high-employment budget number probably
means something different to each model builder.

Another interpretation of the high-employment
budget stresses the interaction between fiscal and
monetary policies,'* According to this monetarist in-
terpretation, fiscal actions have short-run effects on
GNP, but over the longer run, vuless accompanied by
a change in the rate of monetary expansion, these
fiscal effects will be negligible.’s In fact, the main
value of the high-employment budget is that it pro-

lnjtially this purpose was associated with short-nmm “fine
tuning,” but more recently the emphasis seems to have
shifted to the long run and the use of high-employment
budgeting as a means of imposing fiscal discipline. This was
the view in the President’s fiscal 1972 budget message.

125pe, for example, Warren L. Smith’s comment in Staff
Papers and Other Materials Reviewed by the President's
Commission on Budget Concepts { Washington: U.S. Govern-
ment Printing Office, Qctober 1967}, np. 450-55.

WFor a discussion of existing models of the U.S. Economy,
see Lawrence R. Klein and Edwin Burmeister (eds.},
Econometric Model Performance (Philadelphia: University
of Pennsylvania Press, 1976).

For a theoretical discussion of the interaction between
monetary and fiscal policy, see Karl Brunner, “Inflation,
Money and the Role of Fiscal Arrangements: An Analytic
Framework for the Inflation Problem,” in Maro Monti
{editor), The New Inflation and Monetary Policy {New
York: Macmillan, 1976), pp. 25-89.

5Probably the best known work demonstrating this “crowding-
out effect” is Leonall C. Andersen and Jerry 1. Jordan,
“Monetary Fiscal Actions: A Test of their Relative Im-
portance in Economic Stabilization,” this Beview (November
1968). pp. 11-24. For a recent update of this work showing
that fHscal policy now has an effect on GNP, see Benjamin
M. Friedman, “Fven the St. Louis Model Now Believes in
Fiscal Policy,” Journal of Money, Credit and Banking, IX
{May 1977), pp. 363-367.
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vides information about the impact of fiscal actions on
interest rates. It is this credit market effect that is
crucial in determining the effect of fiscal actions on
economic activity in the long-run. This credit market
effect depends, in turn, on the strength of private
credit demands.!®

The response of the monetary authority to interest
rate pressures is instrumental in the determination of
long-ran growth and inflation. If the monetary author-
ity does not respond to interest rate pressure, an
increase in the high-employment deficit in the pres-
ence of strong private credit demands indicates that
the Federal government is bidding resources away
from the private sector. And shifts in the mix of out-
put between public and private sectors can alfect the
growth rate of potential output. If, on the other hand,
upward interest rate pressures are resisted by the
monetary authority, the money supply will increase,
and eventually inflation will result.

Once the procedures for estimating the high-
employment budget were developed, the matter of
updating was somewhat mechanical, requiring as the
major input an estimate of potential GNP each quar-
ter.)® The source for these estimates was the Council
of Economic Advisers, which during the period from
1967 through 1976 usually indicated their estimate of
the growth of potential GNP in their annual report.

The Federal sector of the national income accounts
provides the basis for preparing estimates of what
receipts and expenditures would be at high employ-
ment. The estimation procedure involves the follow-
ing steps for high-employment receipts:

{1} Defining a high-employment rate of production
and caleulating a high-employment level of GNP in
nominal terms;

{2) Estimating the major income shares of GNP at
high employment, ie. personal income, wages and
salaries, and corporate profits;

(3) Applying high-employment tax rates to the de-
rived income components, which serve as proxies for
actual tax bases.

188ee Richard W. Lang, “The 1975-76 Federal Deficits and
the Credit Market,” this Review (January 1977}, pp. 9-16.

1TNan H. Teeters, “Estimates of the Fuli-Employment
Surplus, 1955-1964." Review of Economics and Statistics,
vol. 47 ( August 1965}, pp. 309-21,
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For high-employment expenditures, the only adjust-
ment that is made is for unemployment compensation.
Unemployment benefits are calculated for the speci-
fied level of high-employment, and actual unemploy-
ment benefits are adjusted for deviations from the
high-employment norm.

One of the reasons the high-employment budget
came under attack in recent vears was that it was
calculated on the assumption that full employment
was 96 percent of the labor force, that is, an unem-
ployment rate of 4 percent. Changes in the composi-
tion of the labor force in recent years suggest that a
4 percent unemployment rate is no longer realistic
as an estimate of the level of full employment!® If
these labor force developrents are ignored, the policy
interpretation of the high-employment measure could
have undesirable economic consequences. If, say, a
balance is sought in the budget on a high-employment
basis of 4 percent unemployment, when in fact the
“natural rate” of unemployment is 5 percent, budget
policy will probably err on the stimulative side.!®

To make the estimates of the high-employment
budget more credible, two new series on potential
GNP were used in the process of preparing the re-
vised estimates. One new potential GNP series was
prepared by the Council of Economic Advisers and is
discussed in their 1977 Annual Report. The other was
prepared by Robert Rasche and John Tatom and
published in the June issue of this Review. For both
series the estimates are supposedly consistent with a
variable “full-employment unemployment rate” In-
stead of being a constant 4 percent, the level of
unemployment which is deemed consistent with full
employment now varies between 4 percent in 1933
and 4.9 percent in 1976.

The Rasche-Tatom series also allows for the effects
of energy developments on productive potential. The
argument is that energy is an input in the productive
process, and a sharp unexpected increase in its relative
price changed the optimal production mix. The effect

8Peter K. Clatk, “A New Estimate of Potential GNP,”
Council of Economic Advisers, unpublished memorandum,
January 27, 1977. Also, see Perry.

19The Council of Economic Advisers defines the natural rate
{what they call full-employment rate} of unemployment as
“the lowest rate of unemployment attaingble, under the
existing institutional structure, that will not result in accel-
erated inflation.” 1977 Annual Report of Council of Eco-
nomic Advisers, p. 48,
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was to reduce economic capacity below what it other-
wise would have been from 1974 to present.

The two new potential GNP series are compared
with the old CEA estimates in Chart II. The differ-
ences are quite small for 1947 through 1968, but then
the series begin to diverge. By 1976, the difference
between the old and the new CEA is $68 billion (1972
dollars) and $99 billion between the old CEA and the
Rasche-Tatom series.

Although the new potential GNP series are the
chief sources of the revision in the high-employment
budget, there were other minor changes as well. The
income share method is still used to derive proxies for
the tax bases. The high-employment shares were re-
examined along with the high-employment tax rates
(ratio of collections to assumed bases). One of the
more important changes was a change in the defini-
tion of the tax base proxy for personal taxes. Previ-
ously, personal income was used as a proxy, but with
transfer payments growing in importance as a source
of personal income in recent years, the proxy was
changed to personal income minus Federal transfers
to persons. This change facilitates the procedure of
estimating high-employment personal taxes.
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All other tax base proxies remained unchanged,
except that they were recalculated for the new poten-
tial GNP series and the high-employment shares were
reexamined. Wages and salaries are used as the base
for social security taxes, corporate profits after taxes
as the base for corporate taxes, and personal income

as the base for indirect business taxes.

The effect of the revisions on high-employment re-
ceipts is shown in Chart I11. The changes from the old
series are quite small for 1947 to 1968, but after 1968
the differences become greater. By 1976, receipts are
$16 billion less for the new CEA series than for the
old, and the Rasche-Tatom estimate is $24 billion less
than the old CEA estimate. The contours remain the
same, however.

The revision also affected changes in high-employ-
ment expenditures since the assumed full-employ-
ment unemployment rate was raised. Only the unem-
ployment benefit component of spending is treated as
variant with the level of economic activity. Both of
the new series show the same expenditures at high
employment since they are both estimated on the
basis of the same full-employment unemployment
rate. The two sets of revised data are presented in
Table 1.




FEDERAL. RESERVE BANK OF ST, LOUIS

AUGUST 1977

Chuﬂ H

SRR

Estimates of H:gh Empioymeni
{+)Surplins; (-}Badicht

Billions of Dollurs
0 T

Quarterky Totals ot Annval Rates
Seasonally Adjusted

Biiliaas of Dollnss
10

39

],

-40

-30

-30

-4¢

30

1960 1941 1942 1943
*Bosed on clferngtive esfimotes of Potential Ouiput
Lotest data plottzd: 4th qu

164 1945 13117 %87

19538

194% 1570 9N 1972 1973 1974 1975 1978

Examination of Chart III shows that both of the
revised estimates of the high-employment budget are
substantially less than those based on the old CEA
series. All three series can be said to depict the same
general pattern of movement throughout the 1952 to
1972 period. However, following 1972 the series show
diverging movements.

The new series show that fiscal policy was becoming
more stimulative from early 1970 through 1972. From
late 1972 to early 1974, all series showed tightening,
but the extent of tightening was greatest for the old
CEA series. In 1974, there is some confusion as to the
stance of fiscal policy depending on which series one
is examining. The old CEA series showed moderate
restriction, the new CEA series showed little change,
but the Rasche-Tatom showed moderate stimulus.
From late 1974 the pattern is similar, although the
extent to which the high-employment budget has

moved back toward surplus is least for the Rasche-
Tatom series.

In terms of the impact of fiscal actions, 1976 is
one of the more interesting vears. The old CEA series
indicates that fiscal actions were relatively restrictive
in 1976, as indicated by a movement to balance late in
the year. The two revised estimates, on the other

hand show that the budget anarted substant1a1
stimulus to economic activity in 1976 because these

measures of the high-employment budget were sub-
stantially in deficit.

Some might argue that the status of fiscal action is
such that economic growth is being stifled by contin-
uing large deficits in the high-employment budget, as
shown by the revised estimates. As long as monetary
growth is quite moderate, the effect of large high-
employment deficits is to usuwrp funds from the pri-
vate sector, and to the extent that such funds would

go to investment in plant and equipment, economic
growth is slowed.

g

LATRRONS

The high-employment budget, if viewed in the
spirit in which it is constructed, can be a useful addi-
tion to the policymakers tool kit. Something as com-
plex as the impact of fiscal actions cannot be sum-
marized with a single number. It's chief purpose is to
transfer some of the attention from the actual surplus
or deficit. However, the high-employment budget
serves its function best when used in conjunction with
the measured surplus or deficit.

The effect of the recent revision of the series was to
increase the deficit in recent years, reflecting a down-
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ward revision in the estimate of potential GNP policy tool for purposes of achieving full employment
The use of the high-employment budget series as an  with relative price stability, its implications are some-
indicator of fiscal action was little changed, but as a  what different than before.
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