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M. Chairman and Members of the Subcommittee, in ny
testimony today, | wll address two subjects. First, | wll
present a summary of the key elenents of the 1981 appropriations
request for the Congressional Budget Ofice. The conprehensive
statenent and Jjustification material previously subnmtted has
been printed in Volune | of the 1981 heari ngs. Il wll then as
you requested turn to a discussion of inflation. | know this is
a topic of vital concern to you,Mr. Chairman, as evidenced by

your hearings in Nashville |ast Novenber.

Appropriations Request

For fiscal year 1981, | am requesting an appropriation of

$13, 544,000, an increase over fiscal year 1980 of approxinmately 8

percent. This budget allows for no growh except a noderate in-
flation allowance. It does not contain funds for expanded
responsibilities nor for additional staff positions. Rat her it

woul d sinply continue CBO's current organization and services to

t he Congress.

CBO's authorized personnel ceiling is 218. The actual
staff has been held slightly below that |evel, however, in order
to stay within fiscal year 1980 budget |imtations. Qur fiscal



year 1981 request would allow us to bring the staff to the fully

aut hori zed | evel .

You will recall that the conference committee substan-
tially reduced our fiscal year 1980 request. Because of this
l[imtation on funds we have had to operate on very limted
resources and hold actual staff |l|evel below our authorized
cei ling. W have submitted a fiscal year 1980 supplenental

budget request for $414,000 to cover the incremental costs of
salaries and benefits resulting from the Cctober 1979 federal
conparability pay increase. In our recent hearing before the
House Subcommittee on Legislative, we were asked whether we could
absorb these increased costs within our fiscal year 1980 budget.
W have, therefore, again carefully exam ned the resources
currently available to us and have concluded that we cannot
absorb this amunt wthout firing staff and sharply reducing
services to the Congress.

M. Chai r man, I have explained in capsule form sone
hi ghl i ghts of our budget request. | would be pleased to discuss
further any itens in our budget request or review CBO's
activities.

I will now turn to the discussion of inflation unless you

have some specific questions on CBO's budget.



Inflationary Trends in the U S Econony

Throughout the 1970s, the United States struggled with the problem
of inflation. The rising prices we faced at the start of that decade
were in part a legacy of deficit spending in the 1960s when the econony
was operating at a high level of capacity utilization; in part, they
also reflected a trend of wages rising faster than productivity. The
wage and price controls inposed during the N xon Administration gave
only tenporary respite. Wien they were renoved, the devaluation of the
dol lar, the huge OPEC oil price increase, worldw de econonc expansion,
and commodity and inventory speculation all led to an explosion of
pri ces. Inflation reached double-digit rates. A severe recession in
1974-1975 slowed inflation somewhat, but Iag'gi ng productivity grow h,
repeated OPEC price increases, and episodes of rising food prices kept
the inflation rate fromreturning to the level of the 1960s.

During this period economc policymaking has been extraordinarily
difficult. Because of the slow recovery from the recession and the
rapid growh in the labor force, unenploynent rates stayed at rela-

tively high levels. At the sane tinme, price increases persisted despite

considerable slack in the econony. An effort to danpen inflation
through nore restrictive fiscal and nonetary policy would, it was
feared, worsen the unenploynent situation. Instead, the Congress began

to try to protect various groups fromthe effects of rising prices by

such neasures as tying federal benefits to the Consunmer Price |ndex,



increasing the minimum wage, raising farm crop support levels, and
inposing restrictions on international trade. These accommodati ons
have, in many cases, added to the rise in prices and increased the
nonentum of the inflationary process.

Recently there has been a resurgence of inflation. The Consurrer
Price Index rose at about a 13 percent rate during nost of 1979, and it
is virtually certain to accelerate further in the first quarter of
1980. An inportant cause of this reacceleration is the huge round of
OPEC price increases that occurred in 1979. The consequences of the
junmp in crude oil prices are quite wi despread. Not only did the prices
of petroleum products rise abruptly, but the prices of goods and
services that use oil and oil products as inputs also accelerated.
The inflationary inpact of the deregulation of donestic oil prices has
al so increased. The huge drain on the balance of payments caused
by rising oil inport prices puts pressure on the exchange val ue of the
dollar, thus raising the cost of other inports. Attenpts nmade by the
Federal Reserve to defend the dollar and to slow inflation lead to
hi gher interest rates; these in turn affect the cost to firns of doing
business and the cost to consumers of purchasing durable goods on
credit.

At the sarme time, other factors have contributed to price acceler-
ation: reduced neat supplies have kept food prices high; the denogra-
phic structure of the population has put a heavy dermand on housing
construction; and the inclusion of health insurance as a normal part of
enpl oyee benefits has been a factor in the rapid increases in health

care costs.



The future does not look reassuring as far as inflation is

concer ned. Until our econony fully absorbs the increase in energy
prices, and until we reduce our dependence on inported oil, the dollar
will continue to be under pressure. This will keep interest rates

high. Wthout increased investnent in capital goods, the prospects for
a return to nore rapid productivity growh are dimnished. Wt hout
productivity gains, wage increases are quickly translated into nore
price increases.

These problens are not insurmountable, but we should not expect to

find quick, easy, costless solutions. It will likely take years, not
nonths, to bring inflation under control. As a nation, we will have to
endure a period of less rapid gains in our level of consunption. It is

during such periods of lagging, or even falling, real income that
conpetition over shares of the national income becones nost intense.
Frequently, this struggle leads to legislative proposals to redress the
burdens felt by various groups in the econony. The problemwith such
proposals is that if passed they would often undercut or dilute the
fight against inflation.

Exanpl es of neasures that weaken the fight against inflation are
easy to cite. Qanting trade protection by limting inport conpetition
forces the consuning public to subsidize high-cost and possibly ineffi-
cient domestic industries. Hgher farmprice supports raise prices to

consuners and require nmeasures to reduce surplus production and

keep out cheaper foreign products. H gher ninimumwages increase | abor



costs and nake it harder for young people to find jobs. Increases in
Social Security payroll taxes raise |abor costs and show up in higher
prices.

In the Congress, as in the country at large, there is a hei ghtened
awar eness that nany poIici.es that have useful social benefits may al so
have adverse effects on prices. In order to weigh nore carefully
its decisions on such policies, the Congress has expressed a desire for
anal yses of the price inpacts of these legislative proposals as well as
studi es of fiscal policy options that would affect inflation.

CBO has responded to this concern with a nunber of studies,
including the follow ng:

o Understanding Fiscal Policy (April 1978) summarized the i npact

on economc activity and prices of various fiscal policy
tool s.

o The Effect of Inflation on Federal Expenditures (June 1976)
neasured the sensitivity of revenue and expenditures to changes
in the inflation rate.

o Inflation and Gowh: The Economc Policy Dlema (July 1978)
set out a framework for understanding the iInflation phenomenon.

o The F scal Policy Response to Inflation (January 1979) anal yzed
the prospects for the Wage and Price Guidelines program

o Entering the 1980s: Fiscal Policy Choices (January 1980)
anal yzed strategies to encourage economc growh and assessed
the limtations of the Consuner Price Index as a neasure of
i nflation.

Qurrently we are engaged in a broad study of policy options for
i ncreasing productivity grow h.
In addition, at the request of the Congress, CBO has organi zed an

Inflation Inmpact Unit which has undertaken to identify and analyze



| egi sl ative proposals that may have a significant inflationary inpact.
In the past 12 nonths, inflation inpact studies have been produced for
proposal s to:

0 Raise farmcrop supports to 90 percent of parity;

0 Raise sugar price supports;

o Raise mlk price supports;

o Ratify the International Coffee Agreenent;

o GContain hospital costs;

o Make beef inport qﬁot as vary countercyclically;

o Deregul ate donestic crude oil; and

o Deregulate railroads.

The inflation unit is working on a series of background papers
on topics dealing with the causes and behavior of inflation as t hey
relate to economc rpol i cymaki ng. One that is nearing conpletion
explores the inpact of railroad deregulation on overall transportation
costs. Another topic of concern at this time is the role played in
inflation by indexation measures that tie inconme payments to changes in
the Consumer Price |ndex.

In conclusion, | mght say that no single nmeasure will suffice to
conbat inflation. An anti-inflationary fiscal policy can be made nore
effective, however, if it is combined with nmeasures to stimulate
productivity growh, policies to reduce the inpact of high energy

costs, and short-run policies to reduce the upward pressure on prices.



