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M. Chairman, | ampleased to appear before this Coomttee as
you begin work on the Second Concurrent Resolution for Fiscal Year
1982 M testinony today wll present the updated economc fore-
cast of the Congressional Budget Ofice (CBO and the budget
out | ook.

CBO's updated economc forecast shows substantial inprovenent
in the econony conpared with the lackluster perfornmance of recent
years. The slowng of inflation that began in the first half of
1981 is projected to continue into 1982 Real growth is expected
to pick up late in 1981 and to be strong in 1982. The ngjor
reasons for the projected inprovement in economc growh are the
moderation of inflation and the reduction in taxes contained in the
Econom ¢ Recovery Tax Act of 198l

This forecast of strong real growh and m)derat.i ng inflation
depends critically on tw highly uncertain factors. First,
the economc projections assune that there wll be no upsurge in
comodity prices, such as the shocks in food and fuel prices that
contributed to the economy's poor perfornmance in the last several
years. Second, noney growth, consistent with Federal Reserve
targets, could prove to be inconmpatible with strong economc

growth.



Even with the projected inprovement in the econony, CBO
anticipates a budget deficit of about $65 bhillion in fiscal year
1982, declining gradually to about $50 billion in fiscal year
1984. These projections assune the spending policies of the First
Concurrent Resol ution on the Budget for 1982, which include still-
unspecified spending cuts in 1983 and 1984. The (CBO projections
thus indicate that sizable spending cuts or revenue increases
beyond those contenplated in the first resolution would be needed

to achieve the target of a bal anced budget in 1984

THE CBO ECONOM C FCRECAST

Econonmc activity has been sluggish recently and is expected
to show little or no inprovenent until the end of 1981. Cor-
respondingly, for the remainder of the year, the unenploynent rate
Is likely to remain near the 7 to 7-1/2 percent range experienced
since the beginning of the year. Athough inflation, as neasured
by the Consuner Price Index (CPI), may worsen a hit for a while
before it gets better, by year's end a reduced pace of inflation
should be in evidence. Interest rates are also expected to begin
movi ng downward later in the year in response to the inproved
inflation picture.

The CBO economc forecast for 1982 indicates that real
growth wll be strong, conpared with that in 1981 and in the |ast
several years. Inflation is expected to continue to decelerate.
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From the fourth quarter of 1981 to the fourth quarter of 1982, real
gross national product (GNP) is forecast to increase by about 4
percent, while inflation, as measured by the GNP implicit price
deflator, is projected to moderate to a rate of about 7 percent.
Interest rates, although lower than in 1981, should remain high in
1982 because of reduced money growth and strong credit demands.
The unemployment rate is also expected to turn down in 1982 (see

Table 1).

TABLE 1. THE CBO FORECAST

Actua Projected )

1979:4 to 1980:4 to 1981:4 to
EconomicVariable 1980:4 1981:4 1982:4
Nominal GNP (percent
change) 9.4 9.2 to 134 9.3 to 135
Real GNP (percent change) -0.3 15 to 35 31 to 51
GNP Implicit Price Defla-
tor (percent change) 9.8 7.6 to 9.6 6.0 to 8.0
Unemployment Rate
(percent, fourth quarter) 7.5 7.1 to 81 6.6 to 7.6
3-Month Treasury Bill
Rate (percent, calendar-
year average) 116 135 to 155 114 to 134

The strong growth projected for 1982 is a consequence of the

slowed pace of inflation and the tax cut. The moderation of
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inflation is expected to reduce prices faster than wages thereby
stimulating real income growth, which in turn will lead to stronger
demands. The recently enacted cuts in individual and business
taxes will also increase consumer purchasing power and stimulate
business investment in 1982. At the same time, with less infla-
tion, the assumed monetary policy will accommodate more real
growth.

In the years beyond 1982, CBO assumes that inflation will
continue to decelerate; real growth will remain relatively strong;
interest rates will continue their downward trek; and the unemploy-
ment rate will decline somewhat. In brief, the CBO economic
assumptions for the period 1982-1984 contrast sharply with the
unfavorable economic developments of the past several years.

The basic outlook for economic activity--slow growth for the
remainder of 1981 with improvement in 1982-~-has not changed since
CBo's forecast of last winter. The actual pattern of real growth
for the first half of 1981 was close to that anticipated by CBO's
winter forecast: The very strong performance in the early months of
the year was followed by substantial weakening in the spring. The
projected slowness of growth for the remainder of 1981 has not
changed significantly, largely because interest rates have remained
high-~even somewhat higher than in the CBO winter forecast.

On the other hand, inflation has moderated more than pro-
jected earlier. This has improved the outlook for economic
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activity as well as for inflation since (BBOs w nter forcast. The
principal reasons for the inproved inflation rate during the first
half of 1981 were the very favorable price devel opments in the food
and energy sectors and a higher value of the US dollar on the
world's currency exchanges. These favorable price "breaks" were
not foreseen by forecasters six nonths ago. The cBo forecast of
continued inprovenent in inflation is based on the assunption of
no adverse novenents either in world commodity prices or in the
dol lar exchange rate over the near term  Mreover, the reduced
inflation nonmentum is expected to slow wage inflation and reduce
interest rates, outcomes that make roomfor higher real growth and
reduced unenpl oynent rates.

Recogni zing the critical inportance of commodity prices in the
CBO forecast highlights the elenents of uncertainty involved init.
Food and energy prices, and the foreign exchange value of the
dollar, have historically been volatile. Thus, if poor weather,
unrest in the Mddle East, or other uncontrollable factors should
once again cause sharply increased food or energy prices, the
economc outlook would be nuch less optimstic. O the other hand,
a decline in energy prices would have a favorable inpact on the
economy .

Another area of uncertainty concerns the relationship between

economic activity and noney grow h. Sone anal ysts, apparently



including the Federal Reserve, argue that the Federal Reserve's
targets for money growth are not consistent with strong economic
growth, given the rates of inflation projected by most fore-
casters. The CBO forecast may be optimistic on this issue, but—-
given the projection of a decline in inflation and prospective
changes in financial regulations and institutions-=-not overly

optimistic.

THE BUDCET QUTLAK

The major budgetary implications of the CBO economic forecast
and longer-run economic assumptions relative to the first budget
resolution targets are: |lower revenues, largely as a result of
somewhat lower projected economic growth and personal income
levels, higher outlays, principally for interest on the public debt
and other interest-rate sensitive programs; and, hence, greater
deficits.,

CBO's revenue projections, which are based on current tax
law as revised by the Economic Recovery Tax Act, indicate that
total revenues will rise from an estimated $605 billion in 1981 to
about $655 billion in 1982, and to about $750 billion in 1984 (see
Table 2). This represents an average annual growth rate of about
7 percent--less than one-haf of the average growth rate since
1976. CBO's revenue projections are very close to the first reso-

lution target for 1982, but are lower by about $15 billion for



TABLE 2. FEDERAL BUDGET ESTIMATES FOR FISCAL YEARS 1981-1984
(In billions of dollars)

Budget Aggregates 1981 1982 1983 1984

First Budget Resolution

Revenues 603.3 657.8 713.2 774.8

Outlays 661.35 695.45 732.25 773.75

Surplus or deficit (=) -58.05 -37.65 -19.05 1.05
Admi nis t ration

Revenues 605.6 662.4 705.8 759.0

Outlays 661.2 704.8 728.7 758.5

Surplus or deficit (-) -55.6 -42.5 -22.9 0.5
CBO a/

Revenues 605 653-658 693-703  740-755

Outlays 665 718-723  748-758  790-805

Deficit 60 60- 70 45 65 35 65

SOURCES:  First Concurrent Resolution on the Budget for Fiscal Year
1982 (H. Con. Res. 115 approved May 21, 1981); Mid-
Sesson Review of the 1982 Budget, July 15, 1981; Con-
gressional Budget Office.

a/ Based on existing tax law as revised by the Economic Recovery
Tax Act of 1981 and the spending policies specified by the
first budget resolution.

1983 and by more than $25 billion for 1984. The CBO revenue pro-
jections are also lower than the Administration's July estimates—-
by about $7 billion in 1982, $8 billion in 1983, and $11 billion
in 1984. The differences between the various estimates are at-

tributable largely to different economic assumptions (see Table 3)



TABLE 3. A COWPAR SON CF ECONCM C ASSUMPTI ONS (By cal endar year)

Econom c Vari abl e 1981 1982 1983 1984

GNP (billions of current dollars)

First budget resolution 2,941 3,323 3,734 4,135
Administration 2,951 3,296 3,700 4,097
B0 a/ 2,931 3,255 3,624 4,018

Real QG\P (percent change,
year over year)

First budget resol ution 2.0 4.1 50 4.5
Adm ni stration 2.6 3.4 5.0 4.5
@0 a/ 2.3 31 4.1 4.0
QG\WP Inplicit Price Deflator
(percent change, year over year) _
First budget resolution 9.7 8.6 7.0 6.0
Administration 9.6 8.0 7.0 6.0
@0 a/ 9.1 7.7 7.0 6.6
CPI (percent change, year
over year) b/
First budget resolution 11 8.3 6.2 55
Admini s tration 9.9 7.0 5.7 5.2
(BO a/ 101 7.2 7.0 6.2
Unenpl oynent Rat e (percent,
annual average)
First budget resolution 7.5 7.2 6.6 6.4
Administration 7.5 7.3 6.6 6.2
B0 7.4 7.3 6.9 6.5
3-Month Treasury Bill Rate
(percent, annual average)
First budget resolution 135 105 9.4 8.2
Administration 136 - 105 7.5 6.8
CBOa/ 145 124 114 101

SORCES. (Conference report on the First Concurrent Resolution on the
Budget--Fiscal Year 1982 (to acconpany H on. Res. 115, reported
May 15, 1981); Md-Session Review of the 1982 Budget, July 15,
1981; (ongressional Budget Ofi ce.

a/ The economc projections for 1981 and 1982 are the mdpoints of the
economc forecast ranges. The projections for 1983 and 1984 are not
forecasts; they are assunpti ons.

b/ The Consumer Price Index used by the Admnistration is for wage earners
and clerical workers in urban areas; the index used for the first budget
resol ution and CBO assunptions covers all urban dwellers.



and to the fact that the timng and size of the actual tax cuts
enacted in August were sonewhat different than assuned for the
first budget resol ution.

O the spending side, total unified budget outlays are 'pro—
jected by the (BOto rise froman estinated $665 billion in 1981 to
between $718 billion and $723 billion in 1982, and to between $790
billion and $805 bhillion in 1984  This would represent an average
growth rate of about 6 peréent annual |y, also less than one-half of
the average growh rate since 1976. The CBO projections—-which are
based on the spending policies inplicit in the first budget reso-
lution--exceed the first resolution outlay targets by over $20
billion in 1982, and by simlar amounts in 1983 and 1984. They are
also higher than the Administration's July estimates--by about $15
billion in 1982, by over $20 billion in 1983, and by over $30
billion in 1984

CBO's projected outlays are higher for tw najor reasons:
hi gher estinmates of interest on the public debt and other interest-
related costs, and hi:gher estimates of defense outlays. The
higher interest costs result largely from CBO's assunption that
interest rates wll decline less rapidly during 19821984 than
projected by the Admnistration or assuned for the first resolu-
tion targets. The higher CBO defense outlay projectioms repre-

sent technical estimating differences about how quickly budget



authority, especially for defense procurement prograns, wll spend
out during the next several years. Qher differences between the
(BO outlay projections and the Administration's estinates result
from somewhat different assunptions about the size of annual
cost-of=-living adjustnments for Social Security benefits and ot her
i ndexed programs, and from technical reestimates for farm price
supports, food stanps, Medicare and Medicaid, and assistance
payments.

CBO's budget projections indicate that the budget deficit for
1982 would be about $65 billion, or over $25 billion higher than
specified by the first concurrent resolution, and nore than $20
billion higher than estimated by the Admnistration. Quer the next
two years, the CBO budget projections indicate that the deficit
would fall gradually to about $50 billion in 1984.

The CBO spending projections assune that substantial spending
cuts wll be made--over and above those contained in the Qmibus
Budget. Reconciliation Act of 198l--through the appropriations
process and by other legislative and admnistrative nmeans. These
further spending cuts anount to about $15 billion in 1982, about
$35 billion in 1983, and about $50 billion in 1984.  These addi-
tional savings are inplicit in the first budget resolution targets.

The Administration's July budget estimates also assune further

spending cuts of simlar magnitude. A large portion of these
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addi tional reductions have not yet been identified by the Ad-
mnistration. |f the Congress does not approve these additional
reductions, budget outlays and deficits could be substantially
higher than projected by CBQ Smlarly, under an alternative set
of less favorable economc assunptions, the federal budget deficit

in 1984 could exceed $50 billion by a considerabl e nargin.

THE BUDGET PRCBLEM

Al though the enactnment of the Budget Reconciliation Act
represents a nmajor step toward achieving the spending reductions
proposed by the Admnistration |ast March and enbodied in the first
resolution targets, the Congress still has ahead of it the very
difficult and painful task of identifying further cuts. Moreover,
the (BO budget projections indicate that these additional spending
reductions may have to be even |arger than now being contenpl ated
if a balanced budget is to be reached by 1984

| would like to conclude ny statenent this norning with some
illustrations of why it wll be very difficult and painful to
reduce spending sufficiently to balance the budget by 1984

The enactnent of the Economc Recovery Tax Act puts in place
the goal of both the Admnistration and the Congress to reduce the
growh in federal revenues and the federal tax burden. During the

next three years, revenues are projected to growby a smaller rate
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than the econony as a whole. Consequently, revenues as a percent-
age of G\P are projected to decline from21 percent in 1981 to 19
percent in 1984

The sharp curtailnent of revenue growth over the next several
years wll require even greater reductions in federal spending
relative to G\P in order to achieve a balanced budget by 1934
Federal outlays as a percentage of G\ now stand at 23 percent, SO
that spending will have to be reduced relative to G\P by four
percentage points in the next three years to reach a bal anced
budget by 1984. There has not been such a sharp reduction in
federal spending since the end of the Korean Vér, when federal
outlays fell from2l percent of G\P in 1953 to 17 percent in 1956.
Al of the reduction at that tine was in national defense spend-
ing, which fell as a percentage of QW from 13.8 percent to 9.6
per cent .

The situation now is narkedly different. The Admnistration
and the Congress are committed to substantial real growth in
defense spending. Under the CBO budget projections, defense
outlays would increase relative to GNP--from 5.6 percent in 1981 to
6.7 percent in 1984  Thus, nondefense prograns are the principal

targets for najor spending reductions. Spending for nondef ense
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prograns, relative to G\P, would have to be reduced from over 17
percent in 1981 to less than 13 percent by 1984--a | evel that |ast
existed in 1970.

Sone of this reduction of spending relative to G\P will occur
wi thout any additional spending cuts by the Congress. For exanple,
as interest rates noderate, the relative size of interest costs
will fall automatically. Also, as the unenpl oyment rate declines,
spending for unenployment benefits will fall relative to G\
Wth the spending cuts already made by the Reconciliation Act, and
the assuned decline in interest and unenpl oynent rates, spending by
1984 for nondefense prograns would be reduced to about 15 percent
of GWP, under C(BOs projections. But this leaves a considerable
way to go to reach a target of under 13 percent of QG\P for non-
defense outlays by 1984, the level that would be necessary to
achieve a bal anced budget and allow for the projected growh in
def ense spendi ng.

About three-fourths of nondefense spending today consists of
benefit payments for individuals (such as Social Security, Medi-
care, federal enployee retirenent, unenploynent conpensation, and
public assistance) and net interest costs. Mst of this spending is
mandatory under existing law  (CBO projects that outlays for these
two categories wll grow from about $385 billion in 1981 to about
$480 billion in 1984, or about 12 percent of QGW. Wth defense

outlays in 1984 projected at about $260 billion, and total revenues
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at about $750 billion, this would leave amost no room for any
other federal spending if there is to be a balanced budget (see
Table 4).

TABLE 4. FEDERAL BUDGET OUTLAY ESTIMATES FOR MAJOR PROGRAM CATE-
GORIES--THE ADMINISTRATION'S JULY ESTIMATES ADJUSTED FOR
CBO ECONOMIC ASSUMPTIONS AND ESTIMATING METHODS (By

fiscal year)
Billions of Dollars AsS a Percent of GNP
Major Category 1981 1984 1981 1984
National Defense 161 261 5.6 6.7
Benefit Payments for
Individuals 316 393 11 100
Net | nterest 68 86 2.4 2.2

Other Federal Operations
and Grants to State
and Local Governments 120 102 4.2 2.6

Unspecified Savings to
Be Proposed by the
Administration . — -44 — -11

Additional Spending Cuts

(or Revenue Increases)

to Offset CBO Pro-

jected Deficit — -50 — -1.3

Total 665 748 23.3 191
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Alternatively, the projected growth in defense spending woul d
have to be scaled back, benefit paynent prograns woul d have to be
cut more than proposed to date by the Admnistration or assuned for
the first budget resolution, and/or additional revenues woul d have
to be generated. Oherw se, the goal of achieving a bal anced
federal budget wll have to be postponed.

Moreover, to achieve substantial spending reductions in
1984, nost of the actions wll have to be taken on the 1982 and
1983 budgets. A large portion of the 1984 defense budget, espe-
cially for procurenent prograns, wll be determned by 1982 and
previous years' appropriations. Wth respect to benefit paynents
and grants to state and local governnments, tine nust be allowed for
the Congress to enact legislation and for the recipients to adjust
to reduced funding levels. Thus, the budget problem facing the
Committee is not only difficult and painful, its solution cannot be

delayed.
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