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NOTES

Unless otherwise indicated, all years referred to
in this report are fiscal years.

Details in the text and tables of this report may
not add to totals because of rounding.
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PREFACE

Analysis of the President's Budgetary Proposals for Fiscal Year 1981
was prepared at the request of the House Committee on Appropriations to
assist Members and staff in preparing for overview hearings on the Admin-
istration's fiscal year 1981 budget proposals. The report analyzes the
economic outlook for the next two years and the fiscal year impact of the
President's budgetary proposals. It also examines the major features of the
Administration's revenue and spending proposals for 1981 and compares
them with past trends and current laws. The effect of the latest
Administration budget estimates for the current fiscal year (1980) is
presented. Finally, the report discusses the budgetary outlook for 1982 to
1985. — & oo ‘e Xi

The report was prepared by staffs of the CBO Budget Analysis, Fiscal
Analysis, and Tax Analysis Divisions, under the supervision of James Blum,
William Beeman, and James Verdier. Thelma L. Jones supervised the
production of the report; Patricia H. Johnston edited the manuscript; and it
was typed for publication by the Budget Analysis Division.

Alice M. Rivlin

Director

February 1980
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SUMMARY

A

The President's budget for fiscal year 1981 recommends outlays of
$615.8 billion,\revenues of $600.0 billion, and a budget deficit of $15.8
billion. The proposed budget places primary emphasis on restraining
inflation and moving towards budgetary balance. The 1981 budget deficit
would be $24 billion lower than the 1980 deficit estimated by the Adminis-
tration. This reduction would be achieved by allowing little real growth in
total spending and allowing tax burdens to rise to the highest levels since
World War II. The following table presents the totals for the President's
1981 budget. &

TABLE S-1. THE FEDERAL BUDGET TOTALS, 1979-1981: BY FISCAL
YEAR, IN BILLIONS OF DOLLARS

1980 Estimates
Second President's President's
1979 Concurrent Latest 1981
Actual Resolution . Estimate Budget

Revenues 465.9 517.8 523.8 600.0
Qutlays 493.7 547 .6 563.6 615.8
Deficit (-) -27.7 -29.8 -39.8 -15.8
Budget Authority 556.7 638.0 654.0 696.1
Public Debt 827.6 886.4 887.2 934.2

THE ECONOMIC OUTLOOK

In the past year, the U.S. economy again experienced high inflation
and lagging productivity, conditions that characterized much of the decade
of the 1970s. Inflation, as measured by the Consumer Price Index (CPI),
accelerated to record post- World War 1I levels, primarily because of a huge
jump in the price of imported oil and a rapid increase in housing finance
costs. Meanwhile, economic growth decelerated sharply to less than
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1 percent during 1979. This slowdown occurred mainly because of reduced
spending growth by households in response to the erosion of real income, the
gasoline shortage, and tighter credit conditions. To complete the picture of
stagflation, available economic data suggest that output per worker hour--
the principal source of rising living standards--actually declined during
1979.

Economic growth followed an uneven path in 1979, with a decline in
the Gross National Product (GNP) during the first half of the year, followed
by a moderate rebound in the second. Despite the second-half upturn, there
were indications at year-end that the economy was again weakening
significantly. The consensus view among economic forecasters is for high
inflation, weak productivity gains, and rising unemployment during the next
year or two. Nevertheless, the economic outlook remains highly uncertain.
Nearly all forecasters greatly underestimated inflation in 1979. Although
economic activity was weak in 1979, the slowdown was not as pronounced as
most analysts expected, and the rise in the unemployment rate was
surprisingly small.

Both the Administration and the Congresssional Budget Office (CBO)
forecast a mild recession in 1980, followed by a rather weak recovery in
1981. Inflation is expected to rerinain high during the next two years. The
unemployment rate is projected to rise by about 1.5 percentage points by
late 1980 and to remain at high levels throughout 1981. The Administration
forecasts somewhat lower inflation and unemployment during 1981 than the
midpoints of the CBO ranges, as shown in Table S-2.

While nearly all forecasts show a decline in economic activity during
1980, there is a fairly wide range of views about the size and duration of the
decline. To a considerable degree, these differences reflect divergent
assumptions about the future course of fiscal and monetary policies. The
Administration's proposed fiscal policy would continue the restraint
embodied in current laws. No tax cuts are proposed and, because of the
legislated increases in social security payroll taxes and the effect of
inflation on the progressive tax structure, budget revenues are projected to
rise rapidly in 1981. In addition, the President's revenue estimates include
the windfall profits tax on oil producers and an acceleration in tax
collections through various cash management initiatives. On the spending
side, the Administration proposes to limit total spending growth roughly to
the rate of expected inflation.




TABLE S-2. COMPARISON OF ADMINISTRATION AND CBO ECONOMIC
FORECASTS: BY CALENDAR YEAR

1978:4
to 1979:4  1979:4 1980:4

Economic Variable (Actual) to 1980:4 to 1981:4
Nominal GNP (percent change)

Administration 9.9 7.9 1.7

CBO a/ ‘ 7.8 12.3
Real GNP (1972 dollars, percent change)

Administration 0.8 -1.0 2.8

CBO a/ : -1.3 2.9
Consumer Price Index (percent change)

Administration 12.7 10.7 8.7

CBO a/ : 9.6 9.3
Unemployment Rate, Average for
the Year (percent)

Administration 5.8 7.0 7.4

CBO a/ : 7.0 8.0

a/ Mid-points of projected ranges.

THE 1980 BUDGET OUTLOOK

The President's latest budget estimates for fiscal year 1980 indicate
that the budget deficit could be $10 billion higher than the $29.8 billion
level approved in November by the Congress in the second concurrent
resolution on the budget. The projected increase in the budget deficit is
primarily the result of higher outlays. The Administration estimates 1980
outlays at $563.6 billion, an increase of $16 billion above the second
concurrent resolution ceiling of $547.6 billion. The higher outlays estimated
for 1980 could require the Congress to adjust the spending ceilings in the
second resolution in order to accommodate supplemental appropriations
requested by the Administration for certain mandatory entitlements pro-
grams, the costs of the October 1979 federal pay raise and various other
purposes.
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The higher outlays can be attributed to higher interest costs
(85 billion), higher inflation ($2 to $3 billion), higher farm price supports
resulting from the recent grain embargo ($2 billion), lower asset sales of
federally held mortgages and loans ($2 billion), delayed Congressional action
on various legislative savings proposals such as hospital cost containment ($2
to $3 billion), and various new spending proposals not assumed for the
resolution.

Total 1980 revenues are estimated in the President's budget at $523.8
billion, or $6 billion above the second budget resolution floor. The increased
revenues result primarily from a higher estimate of 1980 receipts from the
proposed windfall profits tax and to differences in economic assumptions
and estimating techniques.

CBO's preliminary review of the Administration's latest 1980 budget
estimates, using CBO's economic forecast and estimating methods, suggests
that both revenues and outlays are reasonable, although both may be slightly
overstated in the budget. The net effect on the projected $40 billion deficit
would be small, however.

THE 1981 BUDGET OUTLOOK

The Administration and the Congress had planned to balance the
budget in 1981. The projected decline in the economy and its attendant
higher levels of unemployment, however, will reduce revenues and increase
expenditures for such programs as unemployment insurance and public
assistance. Continued high inflation will also add to federal expenditures.
Nevertheless, the $15.8 billion deficit estimated for 1981 by the Adminis-
tration would be the smallest since 1974,

Revenues. The President's budget projects revenues growing by 14.5
percent in 1981 over 1980--from $523.8 billion to $600 billion. About half--
$36 billion--of the $76 billion revenue increase comes from individual
income taxes, because inflation and resumed growth in real incomes push
taxpayers into higher marginal tax brackets. CBO estimates that the
effects of inflation will add about $10 billion to 1981 individual income
taxes.

The growth in social insurance taxes and contributions account for
another $25 billion of the projected increase from 1980. Over 40 percent of
this increase can be attributed to the increases in the Social Security

program taxable wage base (from $25,900 to $29,700) and in the combined
tax rate (from 12.26 percent to 13.3 percent) scheduled under current law to
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take effect on January 1, 1981. The net effect of the President's energy
program, including the windfall profits tax and several energy tax credits, is
estimated to add another $8 billion in revenues in 1981.

The absence of a tax cut in 1981 coupled with $21 billion in estimated
additional revenues from the windfall profits tax and other revenue initia-
tives would increase the ratio of federal revenues to GNP to 21.7 percent,
the highest level since 1944. Periodic tax reductions have been enacted in
the past to prevent tax burdens from reaching this level. Several major tax
cuts have been discussed in the Congress, including reductions in social
security payroll taxes which could have a beneficial effect of reducing
inflation, increases in business depreciation allowances to stimulate invest-
ment, indexing the individual income tax for inflation, and tax incentives for
increasing personal saving.

Outlays. The President's budget for 1981 projects outlays to increase
by 9.3 percent, about the same rate as forecast for inflation. Spending by
the Defense Department is estimated to rise by 12 percent, or about 3
percent in real terms. Benefit payments for individuals, many of which are
adjusted automatically for increases in the cost of living, are expected to
grow by over 13 percent between 1980 and 1981 as the result of inflation
and population growth. Increased spending for national defense and
payments for individuals account for nearly all of the projected $52 billion
growth in outlays. Increased spending in other federal programs would be
offset primarily by reduced outlays for farm price supports and unusually
high levels of sales of federal assets.

The ratio of federal outlays to GNP is projected to rise to 22.4
percent in 1980, largely as a result of the expected recession which will
limit the growth in GNP and automatically increase federal spending. For
1981, this ratio is projected to decline slightly to 22,3 percent, a full
percentage point above the 1979 level.

Spending Initiatives. The major spending initiative in the President's
1981 budget is increased budget authority for defense programs of about 5
percent in real terms, and continued real growth in 1982 and 1983. The
focus of debate on the appropriate amount of real growth in defense has.
shifted this year from outlays to budget authority. Real growth is also
proposed for various energy programs and for basic research. To help solve
the problems of youth employment, the President is recommending a major
new program of grants to schools and a consolidation and expansion of
existing youth training and employment programs. The budget includes
$2 billion in budget authority and $0.8 billion in outlays in 1981 for this
initiative, and increased funding in 1982 and 1983.
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The President is also recommending that general revenue sharing be
extended for 5 years at the 1980 funding level ($6.9 billion), and that
legislation be enacted to provide for a new antirecession fiscal assistance
program. The President's budget also assumes enactment of various
legislative proposals that would reduce 1981 outlays by $5.6 billion, and 1982
and 1983 outlays by even greater amounts. The major legislative savings
proposals involve reform of federal employee compensation and hospital
cost containment.

CBO's preliminary review of the 1981 budget estimates, using the
CBO economic forecast and estimating methods, suggests that outlays could
be $5 to $10 billion higher than projected by the Administration. Revenues
under current law are estimated to be about $3 billion higher under the CBO
economic forecast, largely because of a somewhat higher inflation than
forecast by the Administration. On the other hand, the budget estimate for
the windfall profits tax appears to be overstated based on Congressional
action to date. The net effect of the CBO preliminary reestimates of
revenues and outlays would be to increase the size of the projected budget
deficit by $3 to $8 biliion. The actual budget deficit, of course, could be
larger or smaller depending upon how the economy performs during the next
two years, Congressional action on the President's proposals, and many other
factors.

ALTERNATE BUDGET PROPOSALS

Public Law 96-5, enacted in April 1979 to provide a new temporary
public debt limit, included a provision that requires the President to
transmit alternate proposals to balance the budget if his budget recom-
mendationg would result in a deficit. The President's 1981 budget contains
such alterpate proposals, but he does not recommend their adoption because
the Administration believes the more restrictive fiscal policy needed to
achieve balance would lead to a deeper and more prolonged economic
downturn.

The Administration estimates that to achieve a balanced budget in
1981 would require $20 billion in tax increases or spending decreases. The
President's budget presents a number of possible ways to balance the budget.
They include a surcharge of about 6 percent on individual and corporate
income taxes, an increase in payroll taxes, or a further increase in the
proposed windfall profits tax. On the spending side, the budget lists a
number of possible reductions, including the following:
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o Allowing no real growth in obligational authority for defense pro-
grams through 1983 would reduce 1981 outlays by about $2 billion
and 1983 outlays by $20 billion.

o Limiting cost-of-living adjustments to 75 percent of what other-
wise would be made for social security, veterans' pension, civil
service and military retirement, and other programs indexed to the
Consumer Price Index would reduce outlays by $6 billion in 1981
and almost $12 billion by 1983,

o Terminating the general revenue sharing program would reduce
1981 outlays by $5 billion and 1982 and 1983 outlays by about $7
billion.

o Denying the pay raises that are scheduled for October 1980, for
savings of about $3 billion. The budget estimates that the pay
raise for civilian employees otherwise would be 6.2 percent under
the Administration's pay reform, and 7.4 percent for military
personnel.

o Eliminating the Administration's energy security initiatives would
reduce budget outlays in 1981 by an estimated $3.7 billion.

Aside from placing a cap on the cost-of-living adjustments for social
security and other programs indexed to the CPI, the President's budget does
not list any other alternatives for major reductions in benefit payment
programs. These programs constitute a growing share of the federal budget.
In 1969, payment for individuals accounted for 30 percent of total outlays.
This share rose to 46 percent in 1979, and the President's budget projects
that they will make up 50 percent of total outlays by 1983.

THE LONGER-RUN BUDGET OUTLOOK

The President's long-range budget projections for 1982-1985 projects
rapidly rising revenues. Since no tax cuts are assumed, revenues as a
percent of GNP would be at record levels throughout the period--reaching
approximately 25 percent of GNP by fiscal year 1985. Although legislative
proposals in the 1981 budget increase projected revenues somewhat, the
major source of projected revenue growth is legislation now in force. Under
current law, the progressive individual income tax would take an increasing
fraction of wage earners' income as inflation-related wage increases move
individuals into higher tax brackets. If tax cuts were to offset the

Xvii
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disproportionate response of the individual income tax to inflation, pro-
jected revenues would be reduced by $24 billion in 1982, and $118 billion by
fiscal year 1985,

The President's long-range spending projections are dominated by
increases in benefits for individuals and national defense. As reestimated by
CBO, outlays would reach a postwar high of nearly 23 percent of GNP in
fiscal year 1983. The largest initiative in the budget is the planned start of
a national health plan in 1983 at a projected cost of $24 billion. This
initiative and the automatic increase in outlays for entitlements under
current law because of population growth and automatic indexing to
inflation lead to a shift in budget priorities by fiscal year 1985. Benefit
payments would comprise 54 percent of federal spending, compared to
48 percent in fiscal year 1979. The other major long-range proposal for
increased spending is for continued real growth in defense spending.
Preliminary CBO estimates show that the budget plan for 1982-1985
contains real growth in defense averaging 2.5 percent annually. The
President's budget also contains several proposed reductions that, if
enacted, would lead to considerably greater savings in 1982-1985 than in
1981. These reductions include hospital cost containment, various social
security reforms, and federal pay reform.

Under the President's budget projections, the federal government
would be taking more out of the economy in the form of tax receipts than it
would be putting back in the form of wages, transfer payments, and
purchases. This fiscal drag on the economy would make it unlikely that
economic growth would be as strong as assumed in the budget. Conse-
quently, as the President's budget acknowledges, it is not correct to
construe the budget margin (that is, the difference between the President's
projected revenues and outlays in 1982-1985) as a projection of budget
surpluses. In all likelihood, tax cuts or spending increases that would use up
most of the budget margin would be required to sustain economic expansion.
These fiscal policy changes could lead to a budget deficit ranging from $5 to
$35 billion in fiscal year 1982 and budget balance by fiscal year 1983.

xXviii

e - - o ———




CHAPTER 1. THE ECONOMY AND THE ADMINISTRATION'S FISCAL
POLICY

The state of the economy has important implications for the federal
budget, and, in turn, budgetary decisions can have significant effects on the
economy. This chapter summarizes the Administration's forecast of the
economy through 1981 and compares it to CBO's economic forecast. It also
describes the fiscal policy proposed in the Administration's budget for fiscal
year 1981 and some longer-term economic considerations raised by the
budget. In brief, both the Administration and CBO expect a mild recession
in 1980, followed by a rather weak recovery in 1981, with a continuation of
high rates of inflation. With respect to fiscal policy, the Adminijstration's
proposed budget is restrictive, implying an emphasis on curbing inflation and
reducing the federal deficit. The Administration’s longer-range economic
assumptions are in accord with the economic goals required by the

- Humphrey-Hawkins Act; they are substantially more optimistic than those
used in CBO's five-year projections. 1/

THE ADMINISTRATION AND CBO ECONOMIC FORECASTS

The Administration forecasts a decline in real economic growth
(Gross National Product (GNP) in 1972 dollars) of 1.0 percent between the
fourth quarters of 1979 and 1980 (see Table 1), followed by growth of 2.8
percent between the fourth quarters of 1980 and 1981. The inflation rate,
as measured by the GNP implicit price deflator, is expected to be ciose to 9
percent during this period. Unemployment, according to the Administra-
tion's forecast, will rise from its current level of 5.9 percent to 7.5 percent
by the last quarter of 1980 before dropping slightly to 7.3 percent in the last
quarter of 1981. This forecast assumes the adoption of the fiscal and
programmatic policies presented in the President's budget.

1/ See the forthcoming CBO Report, Five-Year Budget Projections:
Fiscal Years 1981-1985.
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TABLE 1. COMPARISON OF THE ADMINISTRATION'S AND CBO'S :
ECONOMIC FORECASTS, CALENDAR YEARS 1980 AND ]
1981 ‘
Administration
Economic Variable Forecast CBO Forecast
Nominal GNP (percent change)
1979:4 to 1980:4 7.9 5.7 to 9.8
1980:4 to 1981:4 11.7 10.2 to 4.4
Consumer Price Index (percent change)
1979:4 to 1980:4 10.4 é/ 8.6 to 10.6
1980:4 to 1981:4 8.6 a/ 8.3 to 10.3
Real GNP (1972 dollars,
percent change)
1979:4 to 1980:4 -1.0 -2.3 to -0.3
1980:4 to 1981:4 2.8 2.0 to 4.0 }
Inflation (percent change in
GNP deflator) 1
1979:4 to 1980:4 9.0 8.2 to 10.2
1980:4 to 1981:4 8.6 8.1 to 10.!
Unemployment Rate,
End of Period (percent) '
1980:4 7.5 7.2 to 8.2
1981:4 7.3 7.5 to 8.5

SOURCES: The Budget of the United States Government, Fiscal Year
1981, p. 31; and CBO, Entering the 1980s: Fiscal Policy
Choices (January 1980), p. 56. ]

] a/ Percent change, December over December.
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CBO's economic forecast indicates that real GNP will decline by 0.3
to 2.3 percent between the fourth quarter of 1979 and the fourth quarter of
1980. This decline will be followed by positive, but slow, economic growth
the following year. 2/ CBO forecasts that the inflation rate will remain
high in both years, with the GNP deflator increasing about 8 to 10 percent
each year. The Consumer Price Index (CPI), however, is not expected to
increase quite so rapidly in 1980 and 1981 as in 1979. 3/ The unemployment
rate is projected to increase to the 7.2 to 8.2 percent range by the fourth
quarter of 1980 and to be slightly higher at the end of the following year.

The CBO forecast is based on two important policy assumptions:

o Federal spending and tax policies for fiscal years 1980 and 1981
will continue to be those now specified in "current law", that is,
action completed by the Congress through 1979 plus anticipated
supplemental appropriations for certain entitlements, such as
Medicaid and food stamps, and for the federal pay raise that
became effective October 1, 1979,

o Monetary policy is assumed to .e moderately restrictive, with
money aggregate growth near the midpoint of the Federal
Reserve's announced target range.

The main reasons that CBO expects a recession in 1980 include:

o Real disposable personal income is expected to lag because of
rapid inflation and slow employment growth;

o Personal saving rates are expected to increase somewhat in
1980, further restricting household spending; and

o Tight credit conditions are expected to slow economic activity,
especially in residential housing construction.

2/ For a more detailed discussion of the outlook, see Entering the 1980s:
Fiscal Policy Choices, CBO Report (January 1980).

3/ A major reason that the CPI increased more rapidly than the GNP
deflator between 1978 and 1979, followed by an expected reversal in
1980, is that the CPI is significantly more affected by changes in
housing prices and interest rate movements. For a more detailed
analysis, see the Appendix in Entering the 1980s: Fiscal Policy

Choices.
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The recession, however, is expected to be mild, with less severe
declines in inventories, business fixed investment, and housing than have
occurred in typical recessions in the post-World War II period. At the same
time, the recovery is expected to be weaker than usual. This results partly
from the shallowness of the recession and partly from an expectation that
inflation and interest rates will remain high. In addition, the current law
federal budget becomes more restrictive in 1981 than in 1980.

In general, the differences between the Administration's and CBO's
economic forecasts are slight. 4/ The Administration's estimates of real
economic growth and inflation lie within the CBO ranges for both 1980 and
1981. In 1981, however, the Administration's estimate of the unemployment
rate is slightly below the CBO range. In the Administration forecast, the
unemployment rate declines slightly in 1981 compared to 1980, while in the
CBO forecast, it increases slightly. The result is that the Administration
estimate for 1981 is roughly one-half percentage point below the mid-point
of CBO's estimate.

The two forecasts also differ slightly on their projected inflation
rates. For the general price index (GNP deflator), the two forecasts are
very similar in late 1980, but in late 1981, the Administration’s estimate is
about one-half percentage point below the midpoint of CBO's estimate. For
the Consumer Price Index, the Administration is near the high end of the
CBO range in late 1980, but near the low end in 1981. In sum, by the end of
the forecast period, the Administration seems slightly more optimistic about
the inflation rate.

FISCAL POLICY PROPOSED BY THE ADMINISTRATION

The Administration's proposed fiscal policy for fiscal year 1981 is
approximately the same as that implied by current law. If the proposals
included in the President's budget were approved by the Congress, the
budget would have a restrictive effect on real economic activity. This
fiscal strategy is intended to help restrain inflation and reduce the budget

4/  Although it is generally not a good idea to compare economic
forecasts without adjusting for differences in assumptions, particularly
fiscal policy assumptions, the difference in fiscal policy assumptions in
this case is not very substantial, as discussed later in this chapter. A
more detailed discussion of the Administration's forecast is contained
in the Economic Report of the President (1980).
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deficit. No tax cuts are proposed and, because of already legislated
increases in social security payroll taxes and the effect of inflation on the
progressive income tax structure, receipts will rise rapidly in 1981. The
Administration's budget also includes a significant tax increase--the windfall
profits tax (actually an excise tax on oil production) that the Administration
expects to increase revenues by $13.9 billion in fiscal year 1981. The budget
also proposes an acceleration in tax collections, which is expected to
increase revenues by $4.5 billion in fiscal year 1981. The 1981 budget
includes both increases and decreases in federal expenditures over current
law levels. While spending increases exceed decreases--the net change from
CBO's current law (including a 7 percent federal pay raise) is about $l4
billion--the economic impacts of both tax and spending proposals appear to
cancel each other out so that from a fiscal policy view the budget is as
restrictive as current law.

The Administration's proposed budget (unified basis) and CBO's
estimates of budgetary totals under current law are summarized in Table 2.
For fiscal year 1981, the Administration budget shows receipts of $600
billion and outlays of $615.8 billion, with a deficit of $15.8 billion. The CBO
estimates under current law are $582 billion for receipts and $609 billion for
outlays, with a deficit of $27 billion. The differences between the CBO and
Administration budget estimates result from new policy initiatives proposed
by the Administration, adjustments for anticipated inflation for most
spending programs, different economic assumptions, and alternative
estimation and projection techniques. The CBO analysis of the
Administration's budget, using the CBO economic assumptions and
methodology, suggests that outlays could rise above the Administration
estimates by $5 to $10 billion and receipts by about $2 billion.

The deficit can be a misleading measure of fiscal policy because
developments in the economy, such as a recession, have a significant impact
on the budget. The full-employment (or "high-employment") budget, which
shows the hypothetical surplus or deficit that would be implied if the
economy were at full employment, provides a measure of fiscal policy that
attempts to remove the effecs of the business cycle. Under current law
(that is, assuming no tax cuts and no changes in spending programs), CBO's
estimate of the full-employment budget swings sharply in a restrictive
direction in fiscal 1981, by about $45 billion. The full-employment budget
(as estimated by the CBO) moved from a deficit of about $20 billion in 1977
and 1978 to roughly a balance in 1979.

The economic effects of the budget are best estimated on a national
income and product accounts basis (NIA) rather than the unified budget
concepts used elsewhere in this report. On this basis, the Administration's
budget receipts would be about $5.5 billion higher in fiscal year 1980 and

e a— - = - . -




$13.6 billion higher in fiscal year 1981. 5/ Expenditures would be about $3.0
billion higher in fiscal 1980 and $15.0 billion higher in 1981, with about two-
thirds of these increases for purchases of goods and services.

CBO's analysis of the short-run economic impact of the budgetary
changes proposed by the President indicated that, taken together, they
would not have an effect on the overall economy that differs significantly
from the current law budget. While CBO's analysis indicates that the
Administration's fiscal policy proposals have largely offsetting impacts on
the economy, that conclusion should be interpreted with considerable
caution. In particular, there is great uncertainty about the economic impact
of the windfall profits tax.

TABLE 2. THE FEDERAL BUDGET OUTLOOK UNDER CBO CURRENT
LAW ESTIMATE AND ADMINISTRATION PROPOSALS: BY
FISCAL YEAR, IN BILLIONS OF DOLLARS

Administration
CBO Current Law Budget
1979 Estimates Proposal
(actual) 1980 1981 1980 1981
Receipts 465.9 516 582 523.8 600.0
Outlays 493.7 560 609 563.6 615.8
(percent change) (9.5) (13.4) (8.8) (14.2) (9.3)
Deficit 27.7 4y 27 39.8 15.8

SOURCES: The Budget of the U.S. Government, Fiscal Year 1981, and the
Congressional Budget Office.

The Administration's budget proposals for fiscal year 1981 emphasize
the goal of reducing inflation rather than that of reducing unemployment or
increasing economic growth. The anti-inflation program includes, in

5/ The cash management proposals would affect the timing of federal

receipts but not the amount of taxes owed. Therefore, they would
have no impact on federal receipts on a national income accounts
basis.
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increasing economic growth. The anti-inflation program includes, in
addition to a tight budget and tight monetary policy, hospital cost contain-
ment and continuation of the Administration's wage-price incomes policy.
Over the longer run, the Administration's strategy for reducing inflation
emphasizes increasing productivity. However, the budget's proposals along
this line are quite modest and without substantial budgetary impact. Among
them are proposals aimed at increasing innovation and increases for
research in development, including a 3 percent increase in real spending for
basic research. In addition, over two-thirds of this increase is in the areas
of defense and space which may not have much impact on productivity in
the private business sector. In the area of enhancing the skills of the labor
force, the Administration proposes a modification and expansion of youth
employment programs, but this would not significantly increase outlays until
after fiscal year 1981, No tax reductions to stimulate capital formation are
proposed, though the Administration indicates that proposals to reduce tax
burdens will be carefully considered between now and 1985.

ALTERNATIVE BUDGET PROPOSALS

In accord with Public Law 96-5 (the 1979 legislation that increased
the federal debt ceiling), the President's 1981 budget included proposals for
attaining a balanced budget (although it did not recommend these proposals).
In its discussion, the Administration pointed out that in order to reduce the
federal deficit by $15.8 billion, the effects on the economy would have to be
considered. Specifically, it estimated that $20 billion in tax increases or
spending decreases would be required to produce a balanced budget in 1981.
While the Administration emphasized that this strategy would restrict the
ecohomy, quantitative estimates of the impact were not included.

In its recent economic report, 6/ however, CBO estimated the
economic impact of several alternative federal budgets, including an
illustrative across-the-board cut of $20 billion in federal spending. The
results may indicate "order of magnitude effects" of such a policy although
these would be influenced by the precise composition of the reduction. In
the CBO analysis, the employment rate was about 0.3 percentage points
higher after four quarters. The beneficial impact on inflation took longer to
materialize, with the GNP implicit deflator about 0.1 percent lower after 8
quarters and 0.3 percent lower after 12 quarters.

6/ See Entering the 1980s: Fiscal Policy Choices, pp. xix-xxi and pp.
88-91.




Longer-Run Considerations--1982 Through 1985

The Administration's longer-run economic assumptions for calendar
years 1982 through 1985 are presented in Table 3, together with the
assumptions CBO used in its five-year pro;ectlons. 7/ The Administration's
longer-run assumptions are required to be in accord with the Humphrey-
Hawkins Act. (P.L. 95-523) As provided by that legislation, however, the
Administration is permitted to alter the 1983 attainment of the 4 percent
unemployment goal and the 3 percent inflation goal. The Administration's
longer-range economic assumptions reflect a postponement of the schedule
to 1985 for the unemployment goal and to 1988 for the inflation goal. (The
reasons for this postponement are discussed in the 1980 Economic Report.)

TABLE 3. ADMINISTRATION'S LONG-RANGE ECONOMIC ASSUMP-
TIONS AND CBO'S FIVE-YEAR PROJECTIONS ASSUMP-
TIONS, CALENDAR YEARS 1982-1985

Economic Variable Administration CBO

Real GNP (1972 dollars, percent change)

1982 4.3 3.4
1983 5.0 3.8
1984 4.9 3.8
1985 4.7 3.8
Inflation (percent change in GNP deflator)
1982 8.2 9.0
1983 7.4 8.4
1984 6.8 8.0
1985 6.1 7.7
Unemployment Rate, Annual Average (percent)
1982 6.8 7.8
1983 5.9 7.1
1984 5.1 6.4
1985 4.3 6.0

SOURCES: The Budget of the United States Government, Fiscal Year
1981, p. 32, and the Congressional Budget Office.

7/ See forthcoming CBO Report, Five-Year Projections: Fiscal Years
1981-1985.
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The Administration assumes that the unemployment rate will fall to
5.1 percent in 1984 and 4.3 percent in 1985. The inflation rate, as measured
by the GNP deflator, decreases to 6.1 percent by 1985. Real economic
growth, by historic standards, is high, 4.3 percent in 1982 and 5 percent in }
1983 and then tapering off to 4.7 percent by 1985.

These longer-range assumptions underlying the 1982-1985 estimates
in the President's budget, are considerably more optimistic tha. .he
assumptions used by CBO in its five-year budget projections. The CBO
assumptions call for real growth below 4 percent throughout the period,
inflation gradually moderating from the 9 percent rate to 7.7 percent in
1985, and an unemployment rate that does not average below 6 percent by
1985.

The Administration's budget includes several important expenditure
initiatives by 1985. These include increased spending for defense, youth A
employment, national health insurance, and welfare reform. On the receipts ‘
side, the budget indicates that tax reductions will probably be required to
maintain economic growth, since under current law tax receipts grow
considerably more rapidly than expenditures. It does not indicate the timing
or composition of any such tax reductions, however.




CHAPTER 1I. REVENUE ESTIMATES AND PROPOSALS

The President's budget for fiscal year 1981 includes revenues of
$600 billion, $21 billion of which would require new legislative or
administrative action. The major revenue initiatives proposed in the
President's budget include the windfall profit tax on oil production and cash
management proposals that would accelerate certain tax collections. If the
Congress does not enact any of the President's proposals, revenues would be
$579 billion, according to Administration estimates. CBO estimates of
these current law revenues are $3.5 billion higher.

Under the President's proposed 1981 budget, revenues as a percentage
of Gross National Product (GNP) will increase to 21.8 percent, the highest
level since World War II (see Table 4). Without a tax cut, revenues as a
percentage of GNP in fiscal years 1982 to 1985 will reach the highest levels
in U.S. history, rising to 24.8 percent of GNP by 1985. This revenue growth
will result primarily from increases in individual income taxes and Social
Security payroll taxes. Individual income taxes will rise mainly because
inflation will push taxpayers into higher tax brackets. Social Security
payroll taxes will increase primarily as a result of the 1977 legislative
changes that were designed to assure adequate funding for future benefits.

While the President proposed no major tax reductions, Congress has
discussed several, including cuts in Social Security payroll taxes, increases
in business depreciation allowances, indexing the individual income tax for
inflation, and tax incentives for personal saving. Each would reduce 1981
taxes by billions of dollars if enacted. Unanticipated growth in existing tax
subsidies or tax expenditures might also cause revenues to fall below the
levels projected in the President's budget.

This chapter compares the revenue estimates of the Administration
with those of CBO, and discusses the revenue proposals contained in the
budget and some of the tax reduction options that have been debated in the
Congress.
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TABLE 4. DISTRIBUTION OF BUDGET RECEIPTS BY SOURCE, SELECTED
FISCAL YEARS 1965-1985

CBO Estimates of
President's Budget
Actual Receipts Request a/

1965 1970 1975 1980 1981 1985

As a Percent of GNP

Individual Income

Taxes 7.1 9.2 8.0 9.5 10.0 12.5

Corporation Income

Taxes 3.7 3.3 2.7 2.9 2.7 3.1

Social Insurance

Taxes and

Contributions 3.2 4.6 5.6 6.5 6.8 7.1

Other 3.0 2.6 2.1 2.0 2.4 2.2
Total 17.0 19.7 18.4 20.8 21.8 24.8

- e m e e e e e e e e e e e e m o e e e e = = Em w o = = o e o=

In Billions of Dollars

Individual Income

Taxes 438.3 90.5 122.4 237.8 275.7 550.2

Corporation Income

Taxes 25.4 32.8 40.6 71.8 74.1 134.5

Socijal Insurance

Taxes and

Contributions 22.3 45.3 86.5 161.6 187.2 313.3

Other 20.3 25.2 31.6 50.8 66.5 96.6
Total 116.8 193.7 281.0 522.0 603.5 1094.5

SOURCE: Statistical Appendix to Annual Report of the Secretary of the
Treasury on the State of the Finances, 1976; Congressional
Budget Office estimates.

a/ CBO current law estimates plus Administration receipts proposals.
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ESTIMATES OF REVENUE FOR FISCAL YEARS 1980 AND 1981

The revenue estimates in the President's budget consist of an
estimate of the revenue that would be generated under current tax laws plus
the net increase resulting from new proposals. The Administration
estimates that revenues under current law will be $517.4 billion in fiscal
year 1980 (see Table 5). This is $1.8 billion above the CBO current law
estimate.

TABLE 5. ADMINISTRATION AND CBO ESTIMATES OF THE PRESIDENT'S
REVENUE REQUEST: BY FISCAL YEAR, IN BILLIONS OF

DOLLARS
1980 1981 1982 1983 1984 1985
Administration
Current law 517 .4 579.0 663.1 770.0 886.6 1020.l
Budget Proposals 6.4 21.0 28.0 28.8 33.9 41.1
Total 532.8 600.0 691.1 798.8 920.5 106l.2
CBO
Current law 515.6 582.5 677.6 781.2 905.4 1053.4
Budget proposals 6.4 21.0 28.0 28.8 33.9 41.1
Total 522.0 603.5 705.6 810.0 939.3 1094.5

SOURCE: The Budget of the United States Government, Fiscal Year
1981, p. 39; Congressional Budget Office estimates.

For fiscal year 1981, CBO estimates that current law revenues will
be $582.5 billion or $3.5 billion higher than the Administration's estimate.
Part of this difference is attributable to different economic assumptions,
part to different estimating techniques. CBO's economic forecast assumes
higher inflation, personal income, and corporate profits than the
Administration's forecast. By itself, this would add $6.6 billion to CBO's
estimate of current law revenues. This is partly offset, however, by CBO's
estimating techniques, which result in $3.1 billion less in revenues than the
Administration's estimate when the Administration's economic assumptions
are used.




THE PRESIDENT'S LEGISLATIVE PROPOSALS AND THEIR EFFECT ON
REVENUES

The 1981 budget contains a number of revenue proposals, many of
which the Administration has made before, such as the cash management
initiatives and the restrictions on foreign tax credits claimed by U.S. oil
companies. The Administration estimates that fiscal year 1981 revenues
will be increased by $21 billion from these proposed legislative or
administrative actions (see Table 6). A large share of this increase is
expected to come from the windfall profit tax. While little legislative
progress has been made on many of the Administration's proposals, two that
involve large revenue gains--the windfall profit tax and limitations on
tax-exempt bonds--are quite far along in the legislative process. The
specific revenue proposals are discussed in the following paragraphs.

Windfall Profit Tax and Energy Tax Credits. In conjunction with his
decision to phase out price controls on domestic crude oil, President Carter
proposed a windfall profit tax. The revenue gains of the Administration's
proposal and the bills passed by the House and Senate differ substantially
(see Table 7). While the conferees have agreed to an eleven-year revenue
target, they have not yet agreed on all of the specifics of the tax. It
appears likely, ho.;ever, that the conference bill will result in revenue
increases from the windfall profit tax of $3.5 to $4.0 billion in fiscal year
1980 and $12.5 to $13.5 billion in fiscal year 1981.

In addition to the windfall profit tax, the Senate version of the bill
now in conference includes a variety of new and increased tax credits for
energy conservation and production. The House bill has no provisicns of this
sort, but the President's budget also includes some erergy tax credits. The
tax credits in the Senate bill would reduce revenues by 52.6 billion dollars in
fiscal year 1981 while those proposed by the Administration would reduce
fiscal year 1981 revenues by $0.3 billion (see Table 7).

Tax-Exempt Mortgage Bonds. The President's budget includes an
estimated $0.8 billion in additional revenues in fiscal year 1981, increasing
to $8.8 billion in fiscal year 1984, from proposed legislation that would ban
tax-exempt housing bonds for single-family housing and restrict their use
for multifamily housing. The legislation that emerges from the Congress
may be less restrictive than the Administration’s proposal and, therefore,
may not generate as much revenue. For instance, the bill reported out by
the Ways and Means Committee (H.R. 5741) would bring in $200 million less
than the President's proposal in fiscal year 1981, and $400 million less in
fiscal year 1984.

14

T e - - o

PUNTR S - U



e g

TABLE 6. PRESIDENT'S LEGISLATIVE AND ADMINISTRATIVE PROPOSALS:
BY FISCAL YEAR, IN BILLIONS OF DOLLARS

: Proposal 1980 1981 1982 1983 1984 1985
I{
% Windfall Profit Tax +5.5 +13.9 +18.2 +19.5 +21.4  +24.0
; Energy Tax Credits -0.1 -0.3 -0.4 -0.6 -0.6 -0.8
Foreign Tax Credit on
i Oil and Gas Extraction +0.9 +0.7 +0.7 +0.7 +0.8  +0.9
é Cash Management - +4.5 +5.6 2.2 1.4 +1.6
‘ Tax-Exempt Housing
Bonds +0.1 +0.8 +2.5 +5.2 +8.8 +13.4
3 Independent Contractor/
Employees Tax Status - +0.6 +0.6 +0.7 +0.9 +1.1
Railroad Retirement
Taxes -—-- +0.3 +0.3 +0.3 +0.3 +0.3
‘ Airport and Airway
{ Trust Fund Taxes a/ b/ +0.2 +0.3 +0.3 +0.4 +0.4
Employer Social Security
Tax on Tips - b/ b/ b/ +0.1 +0.1
Qil and Hazardous - -
Substance Cleanup -—- +0.2 +0.3 +0.4 +0.4 b/
Reduction in Premiums -
of Uninsured
Individuals ~—- - - b/ b/ b/
Elimination of With- -
holding Tax on
Interest Paid to

Foreigners b/ b/ b/ b/ b/ -0.1
Taxation of Foreign
Investment in U.S.

Real Estate b/ b/ b/ +0.1 +0.1 +0.1
Tax-Exempt Public - -
Housing Bonds b/ b/ b/ b/ b/ b/
Historic Preser- ’
vation —— b/ b/ b/ b/ b/
Total +6.4 +21.0 +28.0 +28.8 +33.9 +41.1

SOURCE: The Budget of the U.S. Government, Fiscal Year 1981, pp. 61-69,
for fiscal years 1980-1983; Treasury Department for fiscal years
1984-1985.

a/ Estimate of the effects of the President's proposal to increase airport and
airway taxes above the current tax rates. Revenues from an extension of
current rates beyond the scheduled June 30, 1980, expiration date are
included in current law.

b/ Less than $50 million.
15




TABLE 7. COMPARISON OF WINDFALL PROFIT TAX AND ENERGY TAX
CREDIT PROPOSALS, NET INCREASES IN REVENUES: BY
FISCAL YEAR, IN BILLIONS OF DOLLARS a/

1980 1981 1982 1983 1984 1985

Windfall Profit Tax
Administration proposal b/ 5.5 . . . .
House bill ¢/ 5.8 15.5 21.4 22.1 22.7 23.8
Senate bill ¢/ 3.9 . . 15. .

Energy Tax Credits d/

Administration proposals b/  -.1 -.3 -.4 -.6 -.6 -.8
Senate bill e/ -1.5 -2.6 -2.7 -1.6 -2.3 2.4

a/ The net increase in revenues is equal to the gross excise tax collections
from the tax, minus the reduction in income taxes resulting from the
deductibility of the windfall profit tax payments.

b/ Administration estimate.

¢/ CBO estimate.

d/ The House bill does not contain a provision for energy tax credits.

e/ Joint Committee on Taxation estimate.

Cash Management Initiatives. The President's 1981 budget includes
substantially the same cash management proposals that were included in his
1980 budget. One proposal deleted from this year's package is the
acceleration of state and local deposits of Social Security taxes, which is
scheduled to go into effect as a result of administrative action in July 1980.
CBO and the Administration have included this change in their current law
estimates. The other cash management initiatives include proposals to
require individual and corporate taxpayers to make earlier payments of
income taxes, to require employers to deposit taxes withheld from
employees more quickly, and to speed up the payment schedule for customs
duties and tobacco excise taxes.
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Those cash management proposals that can be implemented through
administrative action would increase fiscal year 1981 revenues by $3 billion,
while those that require legislation would raise $1.5 billion (see Table 8).
The Administration has indicated, however, that it may not implement the
administrative portions without a Congressional go-ahead.

Other Legislative Proposals. The President's other legislative
proposals would add about $2 billion to current law revenues for 1981. None
has advanced very far in the legislative process, and all involve some
controversy.

OTHER POSSIBLE PROPOSALS TO REDUCE REVENUES

The prospect of a recession, inflation-induced increases in tax
burdens, and concern over lagging productivity and investment have
generated Congressional discussion about a wide variety of tax cut proposals
in the past year. Brief descriptions of some of the major ones are provided
here in order to give some indication of the potential demands on federal
revenues that the Congress may face in fiscal year 1981.

Social Security Payroll Tax Cuts

Under current law, the Social Security wage ceiling and tax rates are
scheduled to increase significantly at the beginning of 1981. Employer and
employee contributions will each climb from 6.13 percent to 6.65 percent,
and the wage ceiling will rise by nearly $4,000, to $29,700. In fiscal year
1981, the increased revenues associated with these tax increases will be
about $10 billion; in fiscal year 1985, these increases will amount to
$24 billion (see Table 9). CBO estimates that these amounts will be needed
to ensure that the Old Age and Survivors' Insurance fund, the largest of the
three social security trust funds, maintains a positive balance in the near
future.

If the Congress wishes to roll back the 1981 tax increase, some
reduction in Social Security outlays or a supplementary source for financing
benefit payments may be necessary. The Congress could choose to increase
Social Security revenues without raising payroll taxes by assigning a portion
of the annual inflation-induced rise in income tax liabilities--estimated to
be $10 billion in fiscal year 1981--to the Social Security trust funds. This
could be done directly or, if the 1981 tax increase remains in effect, by
enacting an income tax credit for payroll tax contributions to offset the
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TABLE 8 REVENUE EFFECTS OF THE ADMINISTRATION'S CASH
MANAGEMENT PROPOSALS: BY FISCAL YEAR, IN BILLIONS
OF DOLLARS

Proposal " 1980 1981 1982 1983 1984 1985

Administrative Changes
Individual income taxes,
employer deposits of
withheld taxes 0.0 1.7 1.2 0.4 0.4 0.5
Social insurance taxes,
employer deposits of

withheld taxes 0.0 0.9 0.6 0.2 0.2 0.3
Customs duties 0.0 0.2 a/ a/ a/ a/
Excise taxes 0.0 0.2 _a/ _a/ _al _a

Total, Administrative

Changes 0.0 3.0 1.9 0.7 0.7 0.9

I
It

Legislative Changes
Individual income taxes,
estimated payments
Corporation income taxes,

(o]
o
o
—
o
\»
o
—
o
e
o

.1

estimated payments 0.0 1.4 3.4 l.4 0.6 0.6

Total, Legislative Changes 0.0 1.5 3.7 1.5 0.8 0.8
Total, Cash Management

Proposals 0.0 4.5 5.6 2.2 l.4 1.6

SOURCE: Department of Treasury.

a/ Less than $50 million.




TABLE 9. CBO PROJECTIONS OF SOCIAL SECURITY TRUST FUND
REVENUES UNDER CURRENT LAW: BY FISCAL YEAR, IN
BILLIONS OF DOLLARS

1980 1981 1982 1983 1984 1985

OASDHI Revenues 136.9 158.8 184.1 209.9 237.1 275.9

Revenues Generated
by 1981 Tax
Increase a/ -—- 9.8 16.5 19.0 21.5 24.2

a/ These estimates do not take into account the additional revenues
associated with an increase of 0.05 percent in the tax rate occurring in
1982 or the large rate jump of 0.35 percent in 1985.

increase. Alternatively, new sources of funding, such as revenues from an
increased excise tax on gasoline or from the windfall profit tax, might be
tapped. The former, if set at 50 cents a gallon with exemptions for
commercial vehicles, could generate $38.8 billion in fiscal year 1981 while
the latter will produce between $12.5 and $13.5 billion in that year.

Accelerated Depreciation

In response to growing concern over lagging investment and
productivity and the effects of inflation on business depreciation
allowances, many bills were introduced in the 1979 congressional session to
increase deductions for depreciation. The one that received the most
discussion was the Jones-Conable "10-5-3" plan which would substantially
shorten the time over which business assets may be written off for tax
purposes. Reservations about the revenue cost of 10-5-3 have led the
Congress to consider other investment incentives as well. The alternatives
include modified versions of 10-5-3 as well as entirely different proposals.
The first-year revenue loss from depreciation proposals ranges from as little
as $1 billion for an expansion of the Asset Depreciation Range system to as
much as $30 billion for replacing the current procedure for depreciation and
investment tax credits (ITC) with an immediate payment equal to the
present value of existing depreciation allowances. Some major possibilities
are briefly described below. The estimated revenue losses for each plan are
shown in Table 10.
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TABLE 10. DIRECT REVENUE LOSSES FOR ALTERNATE DEPRECIA-
TION POLICIES: BY FISCAL YEAR, IN BILLIONS OF

DOLLARS a/
1980 1981 1982 1983 1984 1985
10-5-3 1.7 6.5 14.8 27.3 42.4 58.5
Jorgenson b/ 29.0 17.0 10.0 5.0 3.0 1.0
40 Percent ADR 1.0 2.0 3.0 4.0 4.0 5.0

SOURCE: Preliminary estimates, Congressional Budget Office and Joint
Committee on Taxation.

a/ These estimates assume 1980 enactment. They do not reflect the 20 to
30 percent offsetting revenue gain that accompanies any tax cut, nor do
they reflect economic gains from higher levels of investment.

b/ These estimates reflect the net revenue loss after eliminating the
existing ITC as Jorgenson proposes.

10-5-3 (Jones-Conable). This plan would sharply speed up recovery
of capital investment compared to present law. After a five-year phase-in,
the plan would allow 10-year write-offs for structures, five-year write-offs
for equipment and three-year write-offs for a small category of motor
vehicles. The full ITC would be allowed for equipment depreciated over five
years or longer. This proposal would heavily favor long-lived depreciable
assets. Utility investment and commercial structures would receive the
largest additional write-offs compared to existing depreciation rules.
Because of the phase-in, the proposal produces small revenue losses initially
(see Table 10). Subsequent losses are very large, however.

First-Year Write-Off of Present-Value Depreciation. Another
proposal would provide owners of capital with a deduction equal to the
entire present value of eventual depreciation at the time an investment is
made. This present value method, suggested by economist Dale Jorgenson,
calculates the present value of depreciation allowances based on interest
rates and expected rates of decline in asset values. By providing a single
up-front payment, the present value method insulates the real value of
capital recovery allowances from unanticipated inflation over the life of the
asset.
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Expanded ADR. A third alternative would expand the present

20 percent Asset Depreciation Range (ADR) system to include write-offs
over periods as much as 40 percent shorter than estimated economic lives.
The 40 percent ADR would speed the recovery of capital investment as
rough compensation for inflation.

Indexing the Individual Income Tax for Inflation

CBO projects that in fiscal year 1981 inflation will cause aggregate
individual income tax liabilities to rise by $10 billion. The progressivity of
the income tax rate structure interacting with inflation, which pushes
taxpayers into higher tax brackets, accounts for most of the increase in
individual tax liabilities.

A tax change designed to offset the effects of inflation would reduce
liabilities for low- and middle-income persons by proportionally greater
amounts than for upper-income individuals. The dollar decrease in their
liabilities, though, would be smaller.

Another way of offsetting the rise in tax liabilities, the Roth-Kemp
proposal, would have different distributional effects than those achieved by
an inflation-related cut. This approach would provide most income groups
in the first year with roughly the same percentage reduction in their tax
liability, again with greater dollar benefits for taxpayers with larger
incomes. After three years, the Roth-Kemp proposal also would adjust a
number of the provisions of the tax code for inflation. By 1985, the revenue
loss from Roth-Kemp would rise to about $175 billion, roughly $57 billion
more than necessary to offset the projected effects of inflation (see
Table 11).

Tax Incentives for Personal Saving

Many proposals designed to increase the amount of savings and
investment were introduced in the last session of Congress. The majority of
these provide for an exemption of a given amount of interest and/or
dividend income from taxation. The revenue loss for two of the most
common plans is shown in Table 12.
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TABLE 11. CUMULATIVE REVENUE EFFECTS FROM TWO INDIVIDUAL
INCOME TAX PROPOSALS: BY FISCAL YEAR, IN BILLIONS
OF DOLLARS

Proposal 1981 1982 1983 1984 1985

Indexing the Individual Income Tax
for Inflation a/ -10.0 -24.0 -49.0 -80.0 -118.0

Roth-Kemp Proposal b/ -19.8 -52.4 95.4 -136.4 -175.3

SOURCE: Congressional Budget Office and the Joint Committee on
Taxation estimates.

a/ Calculated as the difference between tax liabilities that would result if
inflation did not increase effective tax rates as a percent of adjusted
gross income and actual tax liabilities under current law.

b/ Revenue figures assume January 1, 1981, effective date.

TABLE 12. REVENUE LOSS FROM TAX INCENTIVES FOR PERSONAL
SAVINGS: BY FISCAL YEAR, IN MILLIONS OF DOLLARS a/

Proposal 1981 1982 1983 1984 1985

$100/$200 Exemption
of Interest Income 171 1,241 1,307 1,374 1,341

$200/5400 Exemption
of Interest and
Dividend Income 314 2,275 2,410 2,552 2,508

SOURCE: Department of Treasury Tax Model, 1979 law at 1978 income
levels.

g/ Assumes January 1, 1981 effective date.
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After a small incentive effect in the first year of enactment, the
savings and/or investment increase arising from these exemption plans is i
virtually identical to that of a proportional across-the-board tax cut. The
distribution of the tax reductions Ly income class is almost the same as
weil. Because most of the tax benefits will go to people who already earn
sufficient interest and dividend income to qualify for the full exemption, the
desired increase in investment is unlikely to occur and the effect on j
inflation and productivity will probably be negligible.

LIMITATIONS ON TAX EXPENDITURES

In addition to program outlays, the federal government provides
subsidies and support through a variety of special provisions in the tax code.
Like direct outlay entitlement programs, these "tax expenditures" often
exceed original estimates of their expected budget cost because of
unforeseen or unintended developments. The resulting revenue losses can
reduce budget receipts below the levels projected by the President and the
Congress. The problem of dealing with rising tax expenditures has led to
suggestions that they be included in periodic reviews of all government
programs--the so-called "sunset" proposals--or, alternatively, that they be
included in a limitation of total government expenditures that is geared to a
fixed percentage of GNP.

The rapid growth in the use of tax-exempt bonds to finance
single-family housing illustrates how tax expenditures can increase without
any change in the law. If current law is not changed, the revenue loss from
these housing bonds could increase from $0.5 billion in fiscal year 1980 to
$9.4 billion in fiscal year 1985, far above the levels anticipated a year ago.

Another example is the increase in the use of tax-exempt industrial
development bonds (IDBs) to finance private industrial and commercial
investments. In the past five years, the use of IDBs has flourished, more
than doubling between 1978 and 1979 alone. A large share of IDB issues are
never reported beyond the state or local level, so that both the volume of
IDB sales and the resulting revenue losses have been consistently
underestimated. A special CBO survey of state and local agencies indicates
that revenue bond financing for industrial and commercial facilities,
excluding pollution control bonds, reached a record high of $7.7 billion in
1979, amounting to about 16 percent of all long-term tax-exempt bond
financing for the year. If current law remains in effect, the revenue losses
from industrial development bonds will rise to about $1.6 billion in 1984,
roughly 50 percent higher than the revenue loss estimated for that year in
last year's tax expenditure budget.
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CHAPTER IIl.  SPENDING ESTIMATES AND PROPOSALS

Spending growth in fiscal year 1980 is now expected to accelerate
sharply to 14.2 percent above the actual 1979 levels, largely because of
higher inflation and interest rates and administrative actions in response to
growing international tensions. The President's budget estimates total 1980
outlays at $563.6 billion, an increase of $16 billion above the ceiling of
$547.6 billion in the Second Concurrent Resolution on the Budget for Fiscal
Year 1980 (see Table 13). It appears likely that the Congress will have to
adjust the second budget resolution spending ceilings for 1980 in order to
accommodate supplemental appropriations for certain mandatory entitle-
ment programs and the cost of the October 1979 federal pay raises. The
ceilings would have to be raised even further to accommodate various
Administration supplemental requests for other programs.

TABLE 13. TOTAL FEDERAL SPENDING FOR FISCAL YEARS 1980 AND
1981: BY FISCAL YEAR, IN BILLIONS OF DOLLARS

1980 Estimates 1981 Estimates
CBO CBO

2nd Pres. : CBO Pres. :

Con. Latest l.:.)sftlfr)’r::;ce Baseline Budget l:_)sfnl;?:;e

Res. Request Request a/ Projection Request Request a/
Budget
Authority 638.0 654.0 654.8 674.7 696.1 697.2
Qutlays 547.6 563.6 563.0 618.9 615.8 622.9

a/ Preliminary, subject to change.

The President's budget for fiscal year 1981 proposes to keep the
growth in total spending essentially equal to the expected rate of inflation,
which both the Administration and CBO forecast to be about 9 percent
during fiscal year 1981. The 1981 budget estimates total outlays at $615.8
billion, an increase of 9.3 percent above the estimated 1980 level. The
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President recommends real growth in spending for defense, energy, and a
few other programs. Benefit payments for individuals, such as Social
Security and federal employee retirement benefits, are projected to grow by
over 13 percent in 1981 as the result of inflation and population growth.
Increased spending in other federal programs would be offset largely by
reduced outlays for farm price supports and unusually high level of sales of
federal assets.

This chapter provides an overview of the Administration's spending
estimates and proposals for both 1980 and 1981, with comparisons to the
spending estimates contained in the second budget resolution for 1980 and
the latest CBO spending estimates and projections. The chapter begins with
a discussion of the new 1980 spending estimates and requests for supple-
mental appropriations, provides some historical perspectives on the 1981
budget proposals, and then discusses the major policy changes recommended
by the President. The chapter also includes a discussion of off-budget
federal entities, the public debt limit, and the Administration's proposals to
control federal credit activities, a major new budgeting innovation that is
receiving increased attention in the Congress. Chapter IV provides further
details and evaluations of the President's spending proposals and estimates
within each major functional category. Chapter V discusses the outlook for
the federal budgets for fiscal years 1982 to 1985.

FISCAL YEAR 1980 ESTIMATES AND PROPOSALS

The President's 1981 budget presents new spending estimates for
fiscal year 1980 that indicate the 1980 second budget resolution spending
ceilings will be exceeded by a wide margin, largely because of events beyond
the control of Congress.

The Administration is now requesting $654.0 billion in new budget
authority and $563.6 billion in outlays for fiscal year 1980. These requests
exceed the second concurrent resolution ceilings approved on November 8 by
$16 billion for both budget authority and outlays. The increased outlays in
1980 can be attributed to higher interest costs ($5 billion), higher inflation
(82 to $3 billion), higher farm price supports resulting from the recent grain
embargo (32 billion), lower asset sales of federally held mortgages and loans
(82 billion), Congressional inaction on various legislative cost reduction
proposals such as hospital cost containment ($2 to $3 billion), and various
new spending proposals not assumed for the resolution ($1 to $2 billion).

CBO's preliminary review of the Administration's latest budget
estimates for 1980, using CBO's most recent economic forecast and
estimating methodology, indicates that the estimates for total spending in
1980 are reasonable. CBO's analysis suggests that there are some
estimating differences for individual programs, but their net effect on total
spending will be quite small.
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President's Latest Request

The President's latest request and the second resolution are cocmpared
by budget function category in Table 14. The principal differences are
discussed in the following paragraphs, together with CBO's preliminary
evaluation of the Administration's spending estimates.

National Defense (Function 050). The President's latest outlay
estimate for national defense programs exceeds the second resolution level
by $0.5 billion. The resolution assumed that there would be some absorption
of the October 1979 pay raise, but the defense pay supplemental request
provides for little absorption. Preliminary analysis of the Administration's
latest spending estimates indicates that defense outlays in 1980 could be
underestimated by about $1.3 billion, primarily for procurement activities
based on recent spending patterns. In addition, the Administration has
indicated that increased fuel costs could require additional funds to main-
tain defense operations. A later supplemental request is anticipated for as
much as $3.5 billion in budget authority ($2.5 billion in outlays).

International Affairs (Function [50). The President's latest budget
request exceeds the second resolution outlay estimate by $2.0 billion,
largely because of administrative actions to reduce the balances in the
foreign military sales (FMS) trust fund. The January budget estimates that
payments to contractors from the fund will exceed receipts from foreign
governments by $1.2 billion; the second resolution estimate assumed that
trust fund receipts would exceed outlays by $300 million. The trust fund
already shows a net deficit of $1.2 billion at the end of the first quarter of
the fiscal year. CBO's preliminary analysis of the budget indicates that the
net budget authority estimated for the FMS trust fund is too low by
$3.1 billion, because of lower estimated receipts ($600 million) and higher
estimated obligations ($2.5 billion).

General Science, Space and Technology (Function 250). The Admin-
istration is requesting a $300 million supplemental for the space shuttle that
was not assumed for the second resolution.

Energy (Function 270). The President's latest request exceeds the
second resolution by $1.9 billion in budget authority and over $400 million in
outlays, largely because of lower than expected uranium enrichment
revenues, higher operating costs, and a change in the budgetary treatment
for these activities. In addition, the Administration is proposing a number
of 1980 supplementals for various energy programs. CBO's preliminary
review of the latest budget estimates indicates that both budget authority
and outlays are overstated by $I1.l billion because of expected higher
offsetting receipts from Naval Petroleum Reserve oil sales.
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TABLE 14. PRESIDENT'S LATEST REQUEST COMPARED TO SECOND
CONCURRENT RESOLUTION FOR FISCAL YEAR 1980: IN
BILLIONS OF DOLLARS

Second President's
Concurrent Latest
Function Resolution Request Difference
a/

National Defense (050)

Budget authority 141.2 141.6 0.4
Outlays 129.9 130.4 0.5
International Affairs (150)
Budget authority 13.1 13.0 0.1
Qutlays 8.4 10.4 2.0
General Science, Space,
and Technology (250)
Budget authority 5.85 6.1 0.3
OQutlays 5.7 5.9 0.2
Energy (270)
Budget authority 39.5 41.4 2.0
Outlays 7.25 7.7 0.5
Natural Resources
and Environment (300)
Budget authority 12.6 12.5 0.1
Outlays 11.9 12.6 0.7
i Agriculture (350)
Budget authority 5.0 5.0 *
OQutlays 2.55 4.6 2.1
Commerce and Housing
1 Credit (370)
Budget authority 6.8 10.1 3.3
QOutlays 2,85 5.4 2.6
Transportation (400)
Budget authority 19.5 20.9 1.4
Qutlays 18.6 19.5 1.0
Community and Regional
k Development (450
Budget authority 8.9 9.1 0.2
Outlays 8.35 8.5 0.1
Education, Training,
Employment and Social
Services (500)
Budget authority 30.9 31.2 0.3
Outlays 31.0 30.6 -0.4




TABLE 14. (Continued)

Second President's
Concurrent Latest

Function Resolution Request Difference
a/
Health (550)
Budget authority 58.8 60.0 1.2
Outlays 54.45 56.6 2.1
Income Security(600)
Budget authority 218.5 222.1 3.6
Qutlays 190.0 190.9 0.9
Veterans' Benefits and
Services (700)
Budget authority 21.45 21.0 -0.5
Outlays 20.8 20.6 0.2
Administration of Justice(750)
Budget authority 4.2 4.3 0.1
Outlays 4.4 4.4 *
General Government (800)
Budget authority 4.45 4.6 0.2
) Outlays 4.2 4.6 0.4
General Purpose Fiscal
Assistance (850)
Budget authority 9.05 8.7 -0.3
Outlays 9.05 8.7 -0.4 ’
Interest (900)
Budget authority 58.1 63.3 5.2
Qutlays 58.1 63.3 5.2
Allowances (920)
Budget authority -0.2 1.4 1.6
Outlays -0.2 1.3 1.5
Undistributed Offsetting
Receipts
Budget authority -19.7 -22.3 -2.6
Outlays -19.7 -22.3 -2.6
Totals
Budget authority 638.0 654.0 16.0 ‘
Outlays 547.6 563.6 16.0 i

*  Less than $50 million,

a/ Adjusted to include civilian agency pay supplementals in the allowances
function (920).
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Natural Resources and Environment (Function 300). The President's
latest request exceeds the second resolution assumptions by less than
$100 million in budget authority but $700 million in outlays, largely because
of a higher outlay estimate for EPA grants for construction of municipal
waste treatment facilities.

Agriculture (Function 350). The Administration's latest request
assumes that CCC farm price supports wiil cost $2.1 billion more in 1980
than assumed for the second resolution, largely because of the actions
announced on January 4 to embargo grain shipments to the Soviet Union.
CBO's preliminary analysis indicates that outlays for farm price supports in
1980 could be higher than estimated by the Administration by over
$600 million.

Commerce and Housing Credit (Function 370). The President's latest
request exceeds the second resolution by $3.4 billion in budget authority and
$2.6 billion in outlays, largely because of financial management decisions by
the Administration to delay sales of federally held mortgages and loan
assets until 1981 because of current market conditions. These financial
assets are sold to private investors and to the Federal Financing Bank.
Since the proceeds from asset sales offset both budget authority and
outlays, the decision to postpone sales greatly increases spending authority
needs and outlays in 1980 with corresponding reductions in 1981.

Transportation (Function 400). The President’s latest request exceeds
the second resolution estimates by $1.5 billion in budget authority and
$1.0 billion in outlays, largely as a result of proposed energy initiatives for
public transportation capital investment and auto-use management ($1.3
billion in budget authority and $100 million in outlays) and higher outlay
estimates for federal highway, railroad, ocean shipping, and airways and
airport programs ($900 million).

Community and Regional Development (Function 450). The latest
budget estimates for this function are only slightly higher than the second
resolution levels. CBO's preliminary analysis, however, indicates that 1980
outlays could be over $500 million higher than estimated by the Administra-
tion for community and development programs, and for disaster relief
programs, based on recent spending patterns.

Education, Training, Employment, and Social Services (Function 500).
The President's latest budget estimates exceed the second resolution budget
authority level by $300 million but show lower 1980 outlays. Increased
budget authority funds are required for student loan insurance, but outlays
for Department of Labor employment and training programs will be lower
than expected.
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Health (Function 550). The President's latest request exceeds the
second resolution estimates by $1.2 billion in budget authority and
$2.1 billion in outlays, largely because of higher costs for Medicare and
Medicaid resulting from inflation and fewer savings than expected from
actions to reduce waste, fraud and abuse.

Income Security (Function 600). The President's latest request
exceeds the second resolution assumptions by $3.6 billion in budget authority
and over $900 million in outlays, largely as a result of higher inflation. The
Administration's latest estimates, for example, assume that the Consumer
Price Index (CPI) will increase by over 11 percent during fiscal year 1980,
compared to an increase of less than 9 percent assumed for the second
resolution.

Veterans' Benefits and Services (Function 700). The latest Admin-
istration budget estimates indicate that fewer funds will be needed in 1980
for veterans' pension benefits than were assumed for the second resolution.

Interest (Function 900). The President's latest request exceeds the
second resolution by $5.2 billion in both budget authority and outlays,
primarily because of higher interest rates. The President's latest request,
for example, assumes that short-term interest rates for Treasury bills will
average 1l1.1 percent during fiscal year 1980 compared to 8.3 percent
assumed for the second resolution. Another contributing factor is the higher
1980 budget deficit assumed by the Administration--$10 billion above the
resolution estimate of $29.8 billion.

Allowances (Function 920). The Administration's request for 1980
pay supplementals for civilian agencies is higher than assumed for the
second resolution. In addition, the resolution assumed spending reductions
for the elimination of waste, fraud, and abuse in certain HEW programs and
savings in government travel. The Administration included any effects of
these reductions in other budget function categories.

Undistributed Offsetting Receipts (Function 950). The President's
latest request estimates 1980 receipts from the sale of new oil and gas
leases on the Outer Continental Shelf (OCS) and rents and royalties on
existing leases at $4.8 billion, compared to $2.4 billion assumed for the
second resolution. Since these receipts are recorded in the budget as
negative entries, the Administration's higher estimate lowers budget
authority and outlays by $2.4 billion. There are minor estimating differ-
ences for other offsetting receipts in this function which lower budget
authority and outlays by another $150 million.
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Proposed 1980 Supplemental Appropriations and New Spending Initiatives

The President's 1981 budget includes requests for 1980 supplemental
totalling $35.7 billion in net new budget authority. About one quarter of the
requests ($8.8 billion) are for entitlement programs and other mandatory
items subject to further appropriation action. The major items included in
this category are proposed supplementals for the costs of the October 1,
1979, seven percent federal pay raise ($4.0 billion) and additional funds for
the Medicaid program ($2.3 billion).

The Administration is also requesting supplemental appropriations for
the food stamp program ($2.6 billion to pay the full program costs providing
the authorization ceiling is lifted or removed), defense operations
(50.9 billion), economic development assistance ($0.6 billion) and $2.4 billion
for a variety of other existing programs. In addition, the budget includes
estimates for supplemental funds of $20.7 billion for praposed legislation not
yet approved by the Congress. As shown in Table 15, most of these funds
are for new energy programs ($19.6 billion). The Congress has already
appropriated $20 billion for the production of synthetic fuels, including the
$17.8 billion requested by the Administration for loans to the proposed
Energy Security Corporation. The Appropriations Committees limited the
obligation of these funds to $2.2 billion without further Congressional
approval.

PERSPECTIVES ON THE 1981 BUDGET

Most of the federal spending for fiscal year 1981 will result from
decisions already made in previous years. Of the $615.8 billion in outlays
estimated in the President's budget for 1981, about $445 billion (or 72
percent) will result from prior-year legislative actions. This includes
outlays from social insurance and other trust funds (almost $230 billion),
permanent appropriations for such items as interest on the public debt (over
$90 billion), spending from prior-year appropriations (over $120 billion), and
appropriations for various entitlement programs such as medicaid, retired
pay for military personnel, and vetera s' compensation and pension programs
over which the Appropriations Committees have little or no control (about
$70 billion). These outlays are partially offset by proprietary receipts from -
the sale of offshore oil and gas leases and other products and property
($25 billion) and intragovernmental transactions not requiring current action
(over $40 billion).

Only the remaining $170 billion in requested outlays will depend on
new Congressional decisions made during the appropriations process for
fiscal year 1981. The largest items in the President's budget cover
personnel costs for federal civilian and military employees (about
$85 billion) and defense operations and investment {(about $45 billion).
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TABLE 15. PROPOSED SUPPLEMENTALS AND NEW SPENDING INITIATVES FOR FISCAL
YEAR 1980: BUDGET AUTHORITY IN MILLIONS OF DOLLARS

President's

Item Latest
Request
Entitlement Authority and Other
Mandatory Items Subject to Further
Appropriation Action
Military and civilian pay raises 4,049
Grants to states for medicaid 2,289
Student loan insurance 662
Retired pay, defense 529
Black lung disability trust fund 494
Advances to unemployment trust fund 455
Payment to civil service retirement 377
Child nutrition programs 337
Social services grants 236
Assistance payments 80
Veterans compensation 55
All other 67
Subtotal, gross 9,630
Offsetting receipts -801
Subtotal, net 8,829
Other Supplementals Under Existing Legislation
Defense personnel and operations
and maintenance 878
Disaster relief 314
Uranium enrichment 308
All other 469
Subtotal 1,969
Supplementals Requiring Additional
Authorizing Legislation
Food stamp program 2,556
NASA R&D (space flight) 300
Security supporting assistance 100
All other 504
Subtotal 3,460
Supplemental Requests Pending
Economic development assistance 567
Other 349
Subtotal 916
Proposed rescissions -122
Proposed for Later Transmittal
Under Proposed Legislation
Loans to Energy Security Corporation 17,792
Other energy programs 1,842
Economic development assistance programs 567
Grants to states for social services and
child welfare 438
Targeted and antirecession fiscal assistance 375
Other -322
Subtotal 20,692
Total 35,744
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Effects of Inflation

Almost all of the increased spending between 1980 and 1981 in the
President's budget can be attributed to the effects of inflation. Total
spending in real terms is projected by the Administration to grow by less
than $1 billion. As shown in Table 16, real growth in spending for national
defense and payments for individuals is projected to be offset by real
declines for net interest costs and other federal programs. Major factors
contributing to the projected real decline in other federal programs are
lower spending for farm price supports and large asset sales of mortgages
purchased by GNMA and Farmers Home Administration loans.

TABLE 16. GROWTH IN BUDGET OUTLAYS BETWEEN FISCAL YEARS
1980 AND 1981 IN CURRENT AND CONSTANT (1972)
DOLLARS: IN BILLIONS OF DOLLARS

Latest Estimated Growth in 1981

Admin. Constant
Estimate Current (1972)

Major Category 1980 Dollars Dollars
National Defense 130.4 15.8 2.5
Payments for Individuals 266.9 35.7 4.7
Net Interest 51.8 2.4 -1.0
All Other 114.6 -1.9 -5.8
Total 563.6 52.2 0.5

SOURCE: The Budget of the United States Government, Fiscal Year
1981, Table 22, p. 613.

Payments for Individuals and National Defense

The major projected spending increases in 1981 over 1980 are for
payments for individuals and national defense. Payments for individuals
provide benefits in cash or in-kind to individuals or families. They include
social security and railroad retirement benefits, federal employees retire-
ment and insurance, unemployment compensation, Medicare and Medicaid,
subsidized housing assistance, assistance to students, food and nutrition
assistance, and welfare programs. = These income transfers or income
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support payments account for over two-thirds of the projected increase in
spending between 1980 and 1981 in the President's budget. Payments for
individuals constitute a growing share of the federal budget. As shown in
Table 17, these payments accounted for 30 percent of total outlays in 1969.
By 1979, their share had increased to 46 percent, and it is projected in the
President’s budget to grow to 49 percent by 1981.

The growth in payments for individuals has exceeded the growth of
the economy during the last ten years and is projected by the President's
budget to continue this trend in 1980 and 1981. Outlays for payments for
individuals as a percent of the Gross National Product (GNP), the most
widely used measure of the economy, have risen from 6.] percent in 1969 to
9.8 percent in 1979 and are projected to increase to 10.9 percent by 1981
(see Table 17).

In contrast, spending for national defense has fallen as a share of the
total budget and a percent of GNP from its 1969 levei. Over the past four
years, however, real defense outlays have been increasing. The proposed
spending increases for national defense in 1981, will continue this real
growth and increase its ratio to GNP from 5.1 percent in 1979 to an
estimated 5.3 percent in 1981.

Annual Competition for Funds

The Appropriations Committees consistently have been able to
reduce the funding for discretionary programs below the levels requested by
the President. But the growth in indexed benefits and other mandatory
entitlements 1/ has allowed an increasing share of the federal budget to
escape the annual competition with other programs for federal dollars.

1/ Entitlement authority is defined by the Congressional Budget Act as

~  spending authority "to make payments, including loans and grants, the
budget authority for which is not provided for in advance by appropri-
ation acts, to any person or government if, under the provisions of the
law containing such authority, the United States is obligated to make
such payments to persons or governments who meet the requirements
established by such law."
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TABLE 17. COMPOSITION OF FEDERAL OUTLAYS: BY FISCAL YEAR

Actual Admin. Estimate
Major Category 1969 1974 1979 1980 1981

In Billions of Dollars

National Defense : 79 78 118 130 146

Payments for Individuals 55 117 228 267 303

Net Interest 13 21 43 52 54

All Other 37 53 106 115 113 ;
Total 185 270 494 564 616

Percent Distribution

National Defense 43 29 24 23 24
Payments for Individuals 30 44 46 47 49 .
Net Interest 7 8 9 9 9 b
All Other 20 20 21 20 18

Total 100 100 100 100 100 k

National Defense 8.8 5.7 5.1 5.2 5.3
Payments for Individuals 6.1 8.6 9.8 10.6 10.9
Net Interest 1.4 1.6 1.8 2.1 2.0 1
All Other 4.1 3.9 4.5 4.5 4.1
Total 20.4 19.8 21.3 22.4 22.3

SOURCE: The Budget of the United States Government, Fiscal Year
1981, Tables 21 and 22, pp. 612-613.
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Table 18 shows the distribution of federal budget outlays that are
subject to annual review by the Appropriations Committees, and those that
fall under the jurisdiction of other committees, primarily House Ways and 4
Means and Senate Finance. Two basic trends emerge from the table. First,
the relative share of federal outlays subject to annual appropriations review
(net of certain offsetting receipts) has fallen from 71 percent in 1969 to 59
percent in 1979. Second, the relative importance of indexed benefits and
other mandatory entitlements that are annually appropriated but otherwise
not subject to control by the Appropriations Committees has increased from
8 percent in 1969 to 13 percent in 1979.

TABLE 18. DISTRIBUTION OF FEDERAL OUTLAYS BY COMMITTEE
JURISDICTION: BY FISCAL YEAR a/

Actual Adm. Estimate
1969 1974 1979 1980 1981

In Billions of Dollars

Appropriations 131 172 290 326 358
Indexed benefits and
other mandatory

entitlements 15 35 63 73 80
All other 116 137 227 253 278
Other Committees 33 93 203 237 258
Total Outlays 185 270 494 564 6l6

Percent Distribution ]

Appropriations 71 64 59 58 58
Indexed benefits and
other mandatory

entitlements 8 13 13 13 13
All other 63 51 be 45 45
Other Committees 29 _36 41 _42 _42
Total Outlays 100 100 100 100 100

a/ Committee outlay figures are net of offsetting receipts (proprietary
receipts and intragovernmental transfers).
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As a result of these two basic trends, the relative control over
federal outlays that can be exerted through the annual appropriations
process has fallen sharply during the past ten years. In fiscal year 1969, the
Appropriations Committee could exert control on 63 percent of federal
outlays. By 1979, this control had fallen to 46 percent. This reduction in
effective control has greatly increased the annual competition for funds
among federal programs that are neither indexed for inflation nor
mandatory entitlements.

If the growth of federal spending is to be reduced below the rates
experienced during the past ten years, savings will have be to achieved in all
areas of the budget, including the growing portion of the budget represented
by indexcd benefits and other mandatory entitlements. The ability of the
Appropriations Committees to control federal spending is diminishing, so
that other committees will have to play a greater role in achieving
budgetary savings.

Indexed Benefit Payments

Automatic indexing has become a matter of particular concern
recently, as the inflation rate has moved into double digits. Both the
Congress and the public have called for a reduction in the growth of federal
spending. The outlay increases that, for some programs, automatically
follow double-digit inflation, however, probably will result in real declines in
annually appropriated discretionary programs, or will continue to frustrate
the achievement of a smaller federal sector.

In 1969, only a small part of the federal budget was indexed for
inflation. During the 1960s, the inflation rate averaged 3 percent per year,
and adjustments could wait two or more years without a serious
deterioration in the real value of benefits. As the inflation rate accelerated
in the late 1960s and the 1970s, Social Security and other programs were
changed so that they would respond automatically to increases in the cost of
living. At the present time, 30 percent of total federal spending is indexed -
directly for inflation. The President's budget estimates that this share will
rise to 32 percent in 1981. The major indexed benefit programs are shown in
Table 19.

Benefits in certain other entitlement programs, while not directly
tied to a particular index, tend to rise automatically with inflation. This is
the case for those income security programs in which the benefit level is set
by the individual states--such as unemployment insurance and aid to families
with dependent children (AFDC). The cost of providing benefits in the
Medicare and Medicaid programs rises with inflation as well, since it is the
level of services, not a fixed dollar amount of services, that is guaranteed to
eligible beneficiaries. Outlays for these four programs in 1979 accounted
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for 12 percent of total outlays. Together with directly indexea henerits,
payments for individuals that respond more-or-less automatically to
inflation are estimated in the President's budget to account for about 45
percent of total budget outlays in fiscal year 1981,

TABLE 19. FEDERAL BENEFIT PROGRAMS |INDEXED TO THE
CONSUMER PRICE INDEX: BY FISCAL YEAR, OUTLAYS IN
BILLIONS OF DOLLARS

1981
When Frequency President's
Indexed of 1979 Budget
Program a/ Adjustment  Actual  Request
Social Security 1976 Annual 102.6 136.9
Railroad Retirement 1975 Annual 4.3 5.2
Supplemental Security
Income 1974 Annual 5.5 6.9
Veterans' Pensions 1979 Annual 3.5 4.0
Food Stamps 1974 Semiannual 6.8 9.7
Child Nutrition b/ 1974 Annual 2.9 3.8
Civil Service Retirement 1963 Semiannual 12.4 16.9
Military Retirement 1965 Semiannual 10.3 13.5
Other Selected Retirement
and Disability Programs b/ Semiannual 0.5 0.9

a/ The first year when indexation became effective.

b/ Includes Department of Labor special benefits (workman's
compensation), Coast Guard retired pay, Foreign Service retirement,
Public Health Service officer's retirement, and contributions for
annuity benefits for certain members of the Secret Service.

The purpose of direct indexing is to protect the purchasing power of
the federal benefit payments during periods of inflation. Benefits from
indexed programs represent a substantial source of income to many of the
recipients, who tend to be either retired or disabled persons (and their
families) or low-income individuals. Other sources of income for these
recipients are not typically adjusted for inflation (such as private pensions)
or are imperfectly adjusted (such as interest on savings accounts). Because
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of old age, disability, and other limitations, these recipients may find it
difficult to supplement their income with earnings.

An additional concern is that automatic indexing of the budget may
itself contribute to inflation. The direct and indirect indexing provisions
that cover almost 90 percent of federal benefit payments for individuals
may reinforce inflation and serve as an example to the private sector. Also,
if the economy is operating at full capacity, the extra spending may either
provide unnecessary extra fiscal stimulus or make attempts at fiscal
restraint very difficult to implement. Finally, indexing may help create
imbalances in the composition of spending by inci=asing transfer payments
at the expense of purchases, investment, or research. In the long run, this
may aggravate productivity and inflation problems.

Although automatic indexing has re:noved all flexibility in the timing
and amount of the cost-of-living adjustrnents, it may not have resulted in
greater federal spending than otherwise woulc have occurred. For example,
prior to the introduction of automatic indexing, Social Security benefits
were adjusted through periodic legislation. Since the start of automatic
indexing in July 1975, no major social security increases have been approved
beyond the cost-of-living adjustment.

FISCAL YEAR 1981 ESTIMATES AND PROPOSALS

The President's [981 budget proposes to hold total spe "ding close to
the 1980 current law levels adjusted for expected inflation, fpulation
growth, and other increased costs resulting from previous policy decisions.
Total outlays in 1981 would be about $4 billion above the level projected by
the Administration in its current services estimates. After adjusting the
Administration's spending estimates for differences in the CBO economic
forecast and estimating methods, the President's proposed 1981 outlays
would also be $4 billion above CBO's baseline projections of current law
spending policies.

The major spending initiative in the President's budget is increased
new budget authority for defense programs of about 5 percent in real terms,
and continued real growth in 1982 and 1983. The increased defense funds
are to help preserve strategic deterrence, improve the combat effectiveness
and readiness of U.S. NATO forces, and enhance U.S. capability to deter
conflict worldwide through the rapid deployment of forces. The Administra-
tion estimates that these increases would result in real growth of over
3 percent in defense spending in 1981, in keeping with the U.S. commitment
to NATO allies. The focus of debate on real growth in defense spending for
1980 was in terms of budget outlays; for 1981, it has shifted to budget
authority.
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New Authorizing Legisiation

A number of other new spending initiatives in the President's budget
will require new authorizing legislation. The major items include the
following proposals.

Energy Programs. The President's budget includes $1.5 billion in
budget authority (S0.6 billion in outlays) to support energy-related trans-
portation initiatives, including public transportation capital investment,
auto-use management, fuel economy standards improvement, and basic
automotive research. Funds are also included for these purposes in the 1980
budget estimates. New authority is sought to expand the low-income energy
assistance programs begun in 1980 to alleviate the effects of rising fuel
costs on low-income families ($2.4 billion in both budget authority and
outlays in the income security function). Legislation is also proposed to aid
states and communities adversely affected by new energy resource develop-
ment (8150 million in budget authority) and to provide local grants to
encourage energy conservation (§152 million in budget authority). Direct
loan subsidies would be provided to lenders through a proposed Solar Energy
and Conservation Bank to encourage energy conservation and the installa-
tion of solar heating equipment ($50 million in budget authority).

Youth Education, Training, and Employment. The major new
domestic program in the President's 1981 budget is an increase in youth
programs. The budget requests $900 billion for Department of Education
grants to assist secondary schools to provide compensatory education in
basic literacy and arithmetic skills to educationally disadvantaged youth,
and a consolidation and a $1.1 billion expansion of three Department of
Labor youth training and employment programs, which emphasize training
and basic skills acquisition for older, youth who are both disadvantaged and
out of school.

General Purpose Fiscal Assistance. The 1981 budget includes
$1.0 billion in budget authority and outlays for a new countercyclical fiscal
assistance program, which would trigger grants to states and localities when
the national unemployment rate reaches 6.5 percent. The Administration
supports legislation authorizing a highly targeted, one-year fiscal assistance
program for 1980. The Administration also is proposing a five-year
reauthorization of general revenue sharing at 1980 levels (6.9 billion).

Student Loan Fund. The Administration has proposed legislation to
establish a new program of basic direct loans and supplemental guarantees
to assist postsecondary education students. This program would replace
existing direct and guaranteed student loan programs. The 1981 budget
includes $545 million in budget authority for this purpose.

41




Veterans' Benefits. The 1981 budget includes $923 million in budget
authority for a 13 percent cost-of-living increase in compensation benefits,
effective October 1980. Funds are also included to provide for a 10 percent
increse in veterans' G.l. bill benefits and a two-year extension of the
ten-year eligibility period for needy and educationally disadvantaged
Vietnam-era veterans.

Medicare and Medicaid. The 1981 budget includes $400 million n
budget authority and outlays for a child health assurance program (CHAP) to
extend medicaid coverage to over two million low-income children and over
100,000 low-income pregnant women. The budget also includes an additional
$166 million in outlays for various Medicare and Medicaid program
expansions.

Refugee Assistance. The 1981 budget includes $511 million for
grants to states and localities to reimburse them for welfare costs and other
services provided to new refugees.

Social and Child Welfare Services. Legislation has been proposed to
increase the limits on federal grants for social services under Title XX of
the Social Security Act to a total of $2.9 billion, beginning in 1980. This
proposal would make permanent the $200 million increase in the regular
ceiling enacted for 1979. The $200 million special child day-care set-aside
enacted for 1979 would be extended through 1981.

International Grain Reserve. The 1981 budget includes $359 million
in outlays for CCC purchases of grain for a proposed food security reserve.

Proposed Legislative Savings and Budget Reductions

The President's budget also proposes a number of reductions in
federal spending in 1981, many of which would require changes in existing
law. The most prominent of the legislative savings proposals 2/ are hospital
cost containment and federal employee compensation reform, which the
Administration estimates would together save $3.5 billion in outlays in 1981.
Other legislative savings proposals, totaling another $2.1 billion in estimated
outlays reductions, include targeting of child nutrition and special milk
program subsidies to the most needy, reimbursement by health insurers for
certain medical care given to insured veterans in VA medical facilities, and
various changes in the Medicare and Medicaid programs. These legislative
savings, which are shown in Table 20, have been proposed in previous
budgets but have not yet been approved by the Congress.

2/ Legislative savings is a term denoting changes to existing law to
achieve reductions in otherwise mandated spending.
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TABLE 20. ESTIMATED OUTLAY SAVINGS FROM ADMINISTRATION LEGISLATIVE PRO-
POSALS: BY FISCAL YEAR, IN MILLIONS OF DOLLARS

1980 1981 1982 1983
Health Programs
Hospital cost containment -780 -1,620 -2,390
Revision to make Medicare benefits for the working
aged supplementary to private insurance ~-170 -260 -295
Elimination of bonus to hospitals for provision of routine
nursing services to Medicare beneficiaries -191 -245 -305
Limitation on payments to hospitals to the nursing
home rate for long-term case services -20 -30 -35
Implementation of joint audit for Medicare and Medicaid -32 -32 -32
Establishment of financial penalties to deter abuse of
Medicare and Medicaid programs -23 -23 -23
Competitive bid purchasing for equipment and services -12 -18 -24
Other health care cost control proposals -69 -90 -97
Total, health programs -1,297 -2,318 -3,20!
Federal Compensation Reform
Department of Defense, Military -1,712 .2,015 -2,177
Civilian agencies and programs _-1,016 -1,184% -1,302
Total, Federal compensation reform -2,728 -3,199 -3,479
Income Security Programs
Disability insurance reforms, including revision of
benefit computations, increased work incentives,
improved administration, and other changes -16 -69 =217 -430
State financial liability for errors in food
stamp program administration -186 -206 =214
Targeting of child nutrition and special milk
program subsidies to the most needy -432 -478 -513

Changes to the aid to families with dependent

children (AFDC) program and related programs

to simplify eligibility and administration, reduce

fraud and abuse; and improve the child support

enforcement program -79 -249 -181 -164
Reform of the railroad retirement program to

restore the solvency of the railroad industry

pension fund -70 -102 -136

Total, income security programs -95 -1,006 -1,184% -1,457

Veterans' Benefits and Services
Elimination of GI bill benefits for correspondence

courses and general flight training -56 -48 41
Elimination of certain dental benefits -32 -30 -28
Reimbursement by health insurers for certain

medical care given insured veterans -45 -321 -365 -362

Total, veterans' benefits and services -45 -409 -u42 -431

Increase in sales from the federal strategic and
critical materials stockpile to adjust the
inventory to current requirements -178 -203 -203 -203

Total, savings -318 -5,643 -7,346 -8,771




In addition to these legislative savings proposals, the President's 1981
budget contains a number of outlay reductions to be achieved through the
appropriations process and by administrative actions. For example, the
budget proposes to limit impact aid payments to $519 million in 1981, over
$350 million in budget authority below the 1980 program level adjusted for
inflation. The Administration also proposes to substitute loan guarantees
for direct lending under the Commodity Credit Corporation short-term
export credit program, which the budget assumes would reduce outlays by
$0.8 billion. Administrative changes in allowable reimbursements for
hospitals and hospital-based physicians and other administrative actions are
estimated to reduce Medicare and Medicaid outlays by $0.4 billion. The
details on these and other proposals are discussed in Chapter IV.

Asset Sales

The President's budget assumes that there will be higher asset sales
of government-held mortgages and loans in 1981 than in 1980, resulting in an
estimated outlay reduction of $5.6 billion below 1980 levels. The outlay
levels for the public enterprise funds operated by the Farmers Home
Administration, Federal Housing Administration, Government National
Mortgage Association, and Veterans Administration are largely determined
by administrative decisions regarding the sale of assets to the private sector
or the Federal Financing Bank (FFB), an off-budget agency. The budget
impact of these asset sales is difficult to predict because their timing and
volume are a function of market conditions and management decisions.
Consequently, the practice of CBO and the Budget Committees generally is
to use the Administration outlay estimates for these funds.

The asset sales assumed for 1981 by the Administration are quite
large and may not occur at the projected levels. This could result in
understating 1981 outlay levels by several billions of dollars. For example,
estimated outlays in 1980 for the funds shown in Table 21 are $2.3 billion
higher than was assumed for the second budget resolution, because asset
sales originally planned for 1980 are being postponed until 1981. In
estimating these net budget outlays, swings of this magnitude are not
unusual during a fiscal year.

CBO Preliminary Reestimates

CBO's preliminary review of the 1981 budget estimates suggests that
outlays could be about $7 billion higher than projected by the Administra-
tion, if all of the President's spending proposals were approved by the
Congress and the CBO economic forecast proves accurate. If the Admin-
istration's legislative savings proposals are not approved by the Congress,
1981 outlays could be increased by another $5 billicn. Also, the budget does
not include the impact of increased fuel costs on defense operations which
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TABLE 21. ESTIMATED NET OUTLAYS FOR SELECTED PUBLIC
ENTERPRISE FUNDS: BY FISCAL YEAR, IN MILLIONS OF
DOLLARS

Selected Funds 1980 1981 Change

Farmers Home Administration

Agricultural credit insurance fund 1,802 -962 -2,763
Rural housing insurance fund 238 -1,020 -1,259
Rural development insurance fund 90 200 110
Federal Housing Administration Fund 148 -70 -219
Government National Mortgage Association
Special assistance functions fund 659 180 -479
Emergency mortgage purchase assistance 490 -424 -914
Veterans Administration
Loan guaranty and direct loan revolving funds -206 -302 -96
Total 3,221 -2,398 -5,620

could add another $4 billion in 1981. Finally, if the large asset sales planned
for 1981 do not occur to the extent estimated, budget outlays could be
increased by a further $Z to $3 billion.

CBO forecasts somewhat higher unemployment rates during fiscal
year 1981 which could add over $3 billion to budget outlays for unemploy-
ment compensation and food stamps. On the other hand, CBO forecasts
somewhat lower interest rates during 1981 that would have the effect of
lowering net interest costs by $1.4 billion. CBO also expects that the cost-
of-living adjustments for federal employee retirement programs will be
somewhat less than assumed by the Administration, which would lower the
estimated outlays by about $0.5 billion. In addition, CBO's higher real wage
forecast for 1981 is estimated to resuit in lower Social Security outlays of
$0.6 billion as a result of fewer new beneficiaries. Thus, the net effect of
the differences in the Administration and CBO economic assumptions for
1981 outlays is quite small.

Other estimating differences between the Administration and CBO,
however, are larger in dollar terms. The major outlay differences are for
defense programs, social security benefits, medicare and Medicaid, OCS
rents and royalties, community development programs and farm price
supports.
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CBO estimates that defense procurement outlays in 1981 could be
over $2 billion above the level estimated by the Administration, based on
recent spending patterns. Defense spending for other purposes, including
research and development, operations and maintenance, and military con-
struction could be higher by another $600 million for the same reason. In
addition, the Administration indicates that increased fuel costs could
require as much as $4 billion in 1981 above the amounts included in the
President's budget. As a result, defense spending in 1981 could be over $6
billion above the budget estimate.

The CBO estimates of Social Security benefits in 1981 are $1.1 billion
higher than the Administration's. The CBO estimating methodology
explicitly takes into account the effect of unemployment, wages and social
security benefit levels in determining the number of new beneficiaries.
CBO's assumptions of increasing levels of unemployment and falling real
wages (wages adjusted for inflation) result in an acceleration of retirement
rates. This different estimating technique more than offsets the lower cost-
of-living adjustment forecast by CBO for July 1, 1981.

CBO's estimate of the cost savings that would result from the
passage of hospital cost containment legislation is about one half of the
Administration's $780 million estimate, largely because of different assump-
tions concerning the response of hospitals to the incentives and controls that
would be established. CBO aiso estimates that medicare and medicaid
outlays in 1981 could be another $400 million higher than included in the
President's budget because of higher utilization rates and other differences
in programmatic assumptions.

CBO estimates that receipts derived from the sale of leases of Outer
Continental Shelf (OCS) lands and the royalties from mineral production will
be $800 million less than projected by the Administration. The bonuses
received from these sales are highly variable and any estimates of future
receipts are very uncertain. The effect of lower OCS receipts in 1981 would
be an increase in outlays since these receipts are treated as negative or
offsetting outlays in the budget.

The CBO estimates that 1981 outlays for community development
block grants and other community development programs could be over $600
million higher than estimated by the Administration, based on recent
spending patterns for these programs. On the other hand, CBO estimates
that outlays for farm price supports in 1981 could be $500 million lower than
estimated by the Administration, based on a different assessment of the
impact of the recent grain embargo and the elimination of the double-
counting of the cost for the proposed Food Security Reserve in the budget
estimates.
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These spending reestimates are subject to change as the CBO
analyzes the President's budget in greater detail during the next few weeks
and discusses the reestimates with the Budget and Appropriations Commit-
tees. Based on the preliminary analysis, however, it appears likely that 1981
outlays would be about $5 to $10 billion higher than estimated by the
Administration.

CBO Baseline Projections

In analyzing the President's spending proposals for 1981, it is useful
to compare the budget to projections of federal spending if the policies
embodied in current law were simply continued and discretionary adjust-
ments were made for expected inflation. These projections serve as a useful
baseline for analyzing the effects of policy changes that are proposed by the
President.

CBO's baseline projections for 1981 are based on action completed to
date by the Congress on the 1980 budget plus anticipated supplementals for
certain entitlements such as medicaid, and the 7 percent federal pay raise
that became effective on October 1, 1979. The baseline projections also
include the 1981 effects of the preliminary CBO spending reestimates for
1980, and assume that the Congress will lift or remove the 1981
authorization ceiling for the food stamp program. The projections do not
include any other discretionary supplementals for 1980 that are proposed by
the President for programs such as energv and defense. The 1980 base for
the CBO projections total $641 billion in budget authority and $560 billion in
outlays.

Under current law policies, spending adjusted for inflation is pro-
jected to rise to $619 billion in 1981. The bulk of the projected $59 billion
increase in estimated outlays can be attributed to automatic inflation
adjustments and population growth for various benefit payment programs,
which account for $42 billion, or 70 percent of the total increase. The
remaining increase is almost entirely accounted for by discretionary
inflation adjustments for defense and other federal programs, including
federal pay for civilian and military employees. These discretionary
adjustments would add an estimated $15.5 billion in outlays in
1981. 3/Comparisons between the President's request for 1981 and the CBO
baseline projections are discussed in Chapter IV.

3/ For further details on the CBO baseline projections, see the forth-
coming CBO report, Five-Year Budget Projections: Fiscal Years 1981-
1985.
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OFF-BUDGET FEDERAL ENTITIES AND THE PUBLIC DEBT LIMIT

Off-Budget Entities k

The budget does not include a number of fiscal activities of the
federal government that result in spending similar to budget outlays. The
major exclusions are the outlays of off-budget federal entities that are
federally owned and controlled, but whose transactions have been excluded
from the budget totals under provisions of law. Their fiscal activities are ]
not reflected in either budget outlays or the budget deficit; appropriation
requests for their programs are not included in the totals of budget
authority for the budget; and their outlays are not subject to the ceilings set |
by the Congressional budget resolutions. As discussed below, however, the
outlays of the off-budget federal entities are added to the unified budget
deficit to derive the total government deficit that has to be financed by ﬂ
borrowing from the public or by other means. When off-budget outlays are
financed by Treasury borrowing, the additional debt is subject to the
statutory debt limit.

The estimated outlays of the off-budget federal entities are shown in
Table 22. Most off-budget outlays are accounted for by the Federal
Financing Bank (FFB). The FFB itself does not operate any programs.
Rather, it assists other government programs by purchasing loan assets from
them, or making loans for which the agencies guarantee repayment. The

TABLE 22. OUTLAYS OF OFF-BUDGET FEDERAL ENTITIES: BY FISCAL L
YEAR, IN BILLIONS OF DOLLARS

1979 Admin. Estimates

Off-Budget Federal Entity Actual 1980 1981 y
Federal Financing Bank 13.2 16.4 16.3 1
Rural Elecrification and

Telephone Revolving Fund -a/ -- --
Rural Telephone Bank 0.1 0.2 0.1
Pension Benefit Guaranty

Corporation -a/ -a/ -a/
Postal Service Fund -0.9 0.2 1.6
U.S. Railway Association 0.1 0.1 0.1

Total 12.4 16.8 18.1

a/ Less than $50 million.
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sale of loan assets to the FFB are treated in the budget as offsets to the
outlays of the agency that sells them. This has the effect of shifting the
budget impact of direct loans from on-budget agencies such as the Farmers
Home Administration to off-budget direct loans by the FFB. As discussed
earlier, increasing asset sales can lower unified budget outlays. If the assets
are sold to FFB, the effect is to lower on-budget outlays at the expense of
increasing off-budget outlays. The Administration estimates that the FFB
will purchase $9.4 billion of loan assets in 1981, an increase of $2.8 billion
over the 1980 level.

The FFB also functions as an off-budget lender for some agencies. If
an agency issues to a private borrower a 100 percent guarantee of
repayment of principal and interest, the borrower can obtain an off-budget
direct loan from the FFB on the basis of the guarantee. The interest rate
charged is only slightly above Treasury's own borrowing costs, so the
borrower receives an indirect interest subsidy as well as the guarantee.
Because guaranteed loans are not counted in the budget as budget authority
or outlays, a nonbudgetary transaction by an on-budget agency can lead to
off-budget direct loans. For fiscal year 1981, the Administration estimates
that FFB will make new loans of $10.8 billion. After deducting repayments,
net loan outlays would total $6.8 billion.

The Congress and the Budget Committees have expressed concern
about the exclusion of off-budget federal entities from the budget. The
House Budget Committee and the Congressional Budget Office have recom-
mended that all off-budget federal entities be included in the budget totals.
The 1980 first and second concurrent resolutions recommended that a way
be found within the Congressional budget process to relate accurately the
outlays of off-budget federal entities to the budget.

Federal Debt Limit

Statutory limitations have customarily been placed on federal debt.
The current limitation--$879 billion--was enacted on September 29, 1979
and expires on May 31, 1980. The second budget resolution for 1980
specified the appropriate level of the public debt for the fiscal year at
$886.4 billion, about the same level as projected by the Administration in its
latest estimates. The President's 1981 budget estimates that the amount of
debt subject to statutory limit will rise to $934.2 billion by the end of fiscal
year 1981, an increase of $55 billion over the current limitation.

Last year, the House of Representa.ives last year voted to change its
rules to merge its actions on setting statutory limits on the level of public
debt with the adoption of the annual budget resolutions, beginning in 1980
for fiscal year 1981, The Senate will continue to act on extensions to the
statutory debt limit in separate legislation.
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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 23 shows the estimates for these elements underlying the
appropriate public debt level specified in the second budget resolution for
1980 and estimated by the Administration for 1980 and 1981. Even if the
unified budget were balanced, the debt subject to limitation would increase
because of the investment by trust fund surpluses in debt securities and the
deficit of the off-budget entities. Shifting outlays off-budget by loan asset
sales to FFB and using FFB to make off-budget loans guaranteed by federal
agencies are financing activities that increase the federal debt subject to
limit while decreasing the unified budget deficit.

TABLE 23. ESTIMATES OF THE LEVEL OF PUBLIC DEBT SUBJECT TO
STATUTORY LIMIT: BY FISCAL YEAR, IN BILLIONS OF

DOLLARS
Second
Concurrent Administration
Resolution Estimates
1980 1980 1981
Increase in Debt Subject to Limit
Budget deficit 29.8 39.8 15.8
Trust fund surplus a/ 13.0 12.4 13.8
Deficit of off-budget federal entities 16.0 16.8 18.1
Means of financing (other than
borrowing) and other adjustments a/ -- -9.5 -0.6
Total increase 58.8 59.5 47.1
Debt Subject to limit, Beginning
of Year 827.6 827.6 887.2
Debt Subject to Limit, End of Year 886.4 887.2 934.2

i

a/ Excludes $5.7 billion in 1980 and $17.0 billion in 1981 for the estimated
uninvested surplus of the proposed energy security trust fund.
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CONTROL OF FEDERAL CREDIT ACTIVITIES

The President's 1981 budget implements a new control system for
federal credit activities, fulfilling a pledge contained in the 1980 budget.
The President's credit control system is based on annual limitations on gross
lending for both direct lending and loan guarantee programs. Binding
limitations on individual programs are proposed for inclusion in the regular
annual appropriations acts. In essence, then, the President is establishing a
separate credit section in the budget, in which limitations on credit
programs are requested separately from but concurrently with regular
appropriations requests.

The President's control system is a response to the increasing
importance of federal lending and loan guarantees as a means of providing
government services. Outstanding loans and loan guarantees are estimated
to total $428.8 billion by the end of fiscal year 1980. Commitments for new
loans and loan guarantees by the federal government, including those by
off-budget entities, are expected to total $142.1 billion in fiscal year 1981,
an increase of 12.7 percent above the actual level of new commitments in
fiscal year 1979. Of this amount, the President is proposing limitations of
$59.7 billion for particular credit programs, as shown in Table 24. In this
first year, appropriations limitations are not being proposed for various
entitlement and insurance programs, because of their uncontrollable nature,
or for housing credit programs, because of current uncertainty in the
housing market.

While plans for direct and guaranteed loans under individual federal
credit programs are reviewed each year during the budget process, there is
no systematic mechanism in the Congress for reviewing the volume of total
federal credit activity. Consequently, there is no systematic way to
consider the resource allocation effects of loans and loan guarantees, nor
the reasonableness of the total volume. It has become clear that, if the
Congress wishes to allocate federal credit resources efficiently and to
coordinate that allocation with fiscal policy and direct expenditures, it must
exercise control over federal credit activities in a manner similar to that
for direct spending activities. The Office of Management and Budget, the
Treasury Department, the Board of Governors of the Federal Reserve
System, and the Congressional Budget Office have recommended that the
Congress include in its concurrent budget resolutions targets and ceilings on
federal credit activity.
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TABLE 24, THE FEDERAL CREDIT BUDGET TOTALS:
YEAR, IN BILLIONS OF DOLLARS

BY FISCAL

Administration %’:;;2;:;
1979 Estimates 1981
Actual 1980 1981 Limitations

New Direct Loan Obligations
Unified budget 33.9 36.4 35.4 25.7
Off-budget 17.5 23.3 25.3 1.5

New Loan Guarantee

Commitments 74.7 75.2 81.4 32.5
Total 126.1 134.9 142.1 59.7

To assist the Congress in reviewing the President's proposed 1981
limitations on federal credit programs, the Congressional Budget Office is
preparing a separate analysis of federal credit programs, which will be

published in February.
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CHAPTER IV. THE BUDGET BY FUNCTION

This chapter analyzes the President's spending proposals for fiscal year
1981 in each major functional category. The function classification is used
as the basis for discussing national budget priorities in the deliberations by
the Congress on the annual budget resolutions. The functional classifica-
tions presented in the President's 1981 budget have not changed significantly
from those used for the 1980 budget.

The Congressional Budget Office (CBO) estimates of the President's
budget proposals for both fiscal years 1980 and 1981 are preliminary
adjustments of budget authority and outlay estimates using CBO economic
assumptions (see Chapter I) and alternative programmatic assumptions
where relevant. These preliminary reestimates have not been reviewed by
the Budget and Appropriations Committees and are subject to change. This
review will take place in February after CBO completes its analysis of the
President's 1981 budget estimates.

The CBO baseline projections of 1980 spending are described in
Chapter IIl and in the CBO report, Five-Year Budget Projections: Fiscal

Years 1981-1985. CBO's baseline projections are not a forecast of spending
for 1981. Rather, they are projections of spending if current laws were to
remain unchanged and adjustments were made for expected inflation. These
projections serve as a useful baseline for analyzing the effects of policy
changes that are proposed by the President.

It should be noted that in the 1980 columns containing the President's
latest request and the CBO estimate of the President's request in the
following tables, the cost of the October 1, 1979 payraise is shown in the
allowances function rather than distributed by function and program as is
done in the President's printed 1980 budget proposais. The cost of the
anticipated federal employee payraise for October 1, 1980 is shown in the
allowances function in all 1981 estimates. Also, the 1981 budget figures
have been adjusted to include Alaska oil receipts in the general government
function rather than the community and regional development function.

53




NATIONAL DEFENSE (FUNCTION 050)

This function includes programs in Department of Defense-Military
that provide for the pay and allowances for military personnel, the main-
tenance of forces, construction of military facilities, research and develop-
ment, and the procurement of support and major combat equipment. It also
provides funding for atomic energy defense activities and various defense
related activities such as the Intelligence Community Staff, Selective
Service System, and the Federal Emergency Management Agency.

Function Totals: In Billions of Dollars

1980 Estimates 1981 Estimates
-

2nd Pres. CBO CBO Pres. CBO

Con. Latest Estimate Baseline Budget Estimate

Res. Request of Pres. Projection Request of Pres.

Request a/ Request a/

Budget
Authority 141.2 141.6 141.5 156.5 161.8 161.4
Outlays 129.9 130.4 131.7 145.5 146.2 148.9

a/ Preliminary, subject to change.

The President has proposed a defense budget which, based on Adminis-
tration economic assumptions, provides for real growth of 5.7 percent in
budget authority. Based on CBO economic assumptions, but accepting the
President's proposed limjtations on federal payraises, the defense budget
would provide for real growth of 4.7 percent. One significant difference
in the discussion of growth in the defense budget vetween 1980 and 1981 is
that real growth is now being considered in terms of budget authority
instead of outlays. Budget authority is the primary indicator of new
intiatives and policies in defense programs since about 90 percent of it is
discretionary. Outlays are not as significant an indicator of future defense
programs as is budget authority because only about 60 percent of each year's
outlays is discretionary. The non-discretionary outlays are mainly the result
of prior year decisions regarding arms purchases that are being executed in
the budget year. A shift to budget authority recasts the discussion in terms
of new spending decisions, rather than a mix of new decisions and the
current implications of past decisions.
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The following table summarizes the major defense programs, including
the real growth in budget authority.

Summary of Major Programs--Function 050: In Billions of Dollars

FY 1980 FY 1981
President's CBO President's Real
Latest Baseline Budget  Growth

Estimate  Projection  Request In BAa/

Military Personnel BA 30.8 30.8 32.0 1.0 ;
o) 30.6 30.4 31.7 j
Retired Pay RA 12.0 13.3 13.7 .5 :
o 11.9 13.3 13.7
Operation & Maintenance BA 43.4 46.2 48.6 1.7
0 40.9 uh .4 46 .4 :
Research & Development BA 13.5 14.4 16.5 1.9 ‘
0 12.9 14.0 14.8
Procurement BA 35.7 40.4 40.5 1.8 i
0 27.6 32.7 30.5 j—:
Military Construction BA 2.2 2.4 3.3 .9 f
0 2.1 2.0 2.1
Other BA 4.0 9.0 7.2 -.5
0 4.3 8.7 7.0 _
Total (Function 050)  BA  141.6 156.5 161.8 7.3 1
o) 130.4 145.5 146.2 j

a/ Real growth in President's budget 1981 over 1980 based on CBO
economic assumptions with President's pay raise.

The fiscal year 1981 President's Budget reflects different priorities
than the fiscal year 1980 President's Budget. These shifting priorities are
illustrated by comparing the real growth shown above with the real growth
requested in the President's fiscal year 1980 budget.
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o Real growth in the President's 1980 budget request was con-
centrated primarily in Procurement ($2.2 billion) with some growth
in Operations and Maintenance ($.6 billion).

o The 1980 request contained no real growth in military personnel or
research and development.

o The 1980 request contained real decline in Military Con-
struction/Family Housing ($.8 billion).

The following sections discuss each of the major programs in greater
detail.

Military Personnel

The President's budget requests an increase of $1.2 billion in military
personnel appropriations, which is about $I billion above what CBO
estimates as necessary to cover inflation from 1980 levels. The budget
requests $321 million and $186 million to cover increased average strengths
in the active and reserve forces, respectively. It also requests an
increase of $109 million in active and reserve enlistment/reenlistment
programs, including an increase in the bonus programs of $79 million for the
active force and $21 million for the reserve forces.

Permanent Change of Station (PCS) travel costs increase by about
$300 million, with $168 million primarily for rate increases and $123 million
for a revised reimbursement system that will provide for mileage allowance
and per diem in lieu of the current mileage-only allowance.

Operation and Maintenance (O&M)

The O&M program in 1981 contains sizable increases for depot
maintenance, mainly ship and aircraft overhauls ($900 million), Trident
submarine support ($100 million), newly introduced Army weapon systems
(8400 million), real property maintenance activities ($400 million), Army
transportation ($100 million), and support of the reserve components
($100 million). There is no significant O&M funding in support of the Rapid
Deployment Force.

The 1980 civilian personnel program takes advantage of the allowance

to exceed earlier authorization by 1.25 percent. The 1980 program includes
991,000 civilians compared with 990,000 civilians in 1981.
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Before payraises, the Operation and Maintenance program in the
President's budget has real growth of $1.0 billion or 2.5 percent in 1980 and
$1.7 billion or 3.7 percent in 1981. However, measuring the real growth in
the President's request for operation and maintenance is difficult because
absorption of 1981 payraises would offset potential real increases.

The 1980 payraise supplemental does not contain any appreciable
absorption of the October 1979 payraise, but the 1981 estimate assumes
about 40 percent or about $1.2 to $1.3 billion absorption of the October 1980
pay raise. Historically, DoD absorption has reduced the operation and main-
tenance program. If 60 percent of the absorption is taken in the operation
and maintenance accounts the real growth would be $I.1 billion or
2.3 percent in 1981,

The Administration believes that fuel requirements in the 1980 and
1981 budgets are underfunded because of oil price increases and may correct
this perceived deficiency by submitting a 1980 supplemental and a 1981
budget amendment. The DoD program requires about 189 million barrels of
oil or $4.7 billion for oil budgeted at $26.50 per barrel in 1981. This price is
8.8 percent above the price assumed in the 1980 request ($24.36 per barrel).
Neither price accounts for the latest or potential future price increases
dictated by the Organization of Petroleum Exporting Countries (OPEC). A
supplemental and amendment could add as much as $3.5 billion and
$4.5 billion to the 1980 and 1981 requests, respectively. If these amounts
are added and 60 percent is the operation and maintenance share of 1981
absorption, real growth is about $4&.5 billion or 10.7 percent in 1980 and
$1.6 billion or 3.2 percent in 1981.

Research and Development (R&D)

Overall R&D funds reflect real growth of 12.8 percent over 1980. The
R&D share of the defense budget remains at its historical average of about
10 percent.

Strategic programs contain the greatest real growth, a 41 percent
increase over fiscal year 1980. The major cause of this increase is
continuation of full scale development of the MX missile system. MX R&D
funding increases from $670 million in fiscal year 1980 to $1,551 million in
fiscal year 1981, an increase of $881 million or 131 percent. MX R&D
funding is projected to reach $2.2 billion in fiscal year 1982, and total
investment for the program could exceed $50 billion.

Other strategic programs showing increases over fiscal year 1980
include the Trident II missile, the SSBN-X (a possible replacement for the
Trident submarine), B-52 bomber modification, and the air launched cruise
missile.
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Within tactical prograins, significant changes include initiation of
development of the CX Inter-theater airlift aircraft (an accelerated pro-
gram with source selection in late fiscal year 1980), the DDGX class of
escort ships, the FFX class of frigate, and expensive anti-air modifications
for the DDG-963 ships. Total procurement costs for as many as 50 CX
aircraft may exceed $6 billion. Funding is increased for the development of
a new class of attack submarines and two programs related to NATO
Theater Force Modernization: the Pershing II missile and the Ground
Launched Cruise Missile. The budget has no funding for the Marine Corps
AV-8B aircraft development program which was initiated by Congress in the
fiscal year 1980 budget.

The technological base (basic research) portion of the R&D budget
reflects 10.8 percent real growth as a result of the continuation of an
Administration policy initiated in fiscal year 1980 to increase spending for
basic research.

Procurement

In fiscal year 1981, procurement contains real dollar growth of
4.7 percent. Initial analysis indicates that, although there is significant real
growth in procurement dollars, there may not be comparable real growth in
terms of weapons ordered. The program is examined in three categories:
aircraft, land forces, and shipbuilding.

Aircraft - The table below shows the recent history of the aircraft
procurement programs

President's President's
1980 Program 1981 Program

Jan 1979 Jan 1980 Jan 1979 Jan 1980

Army 145 119 163 30
Navy/Marines 103 103 113 104
Air Force 388 388 363 282
Total Aircraft 636 610 639 466
Total $ (millions) $6,550 $7,360 $7,440 $7,144
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The aircraft procurement program in fiscal year 1981 reflects sub-
stantial decline. This table shows that the fiscal year 1981 program is 144
aircraft (24 percent) lower than the President's current 1980 program and
173 aircraft (27 percent) lower than the President's 1981 plan submitted in
January 1979. Yet the fiscal year 1981 program reflects a real dollar
decline of just $878 million (10.3 percent) when compared to the fiscal
year 1980 approved program, and only $296 million (3.7 percent) when com-
pared to the 1981 plan presented last year with the 1980 budget.

In the aircraft procurement programs, the percentage decline in the
number of aircraft procured is much greater than percentage decline in real
dollars. This fact is the result of aircraft unit price increases over the last
year. Unit prices in this year's budget compared to unit prices for this
year's program as projected in last year's budget show the following:

Percent Change Total § Impact Percent Change
1981 Unit Price On 1981 Budget 1981 Units Ordered
Jan 1979 Projection As A Result of Jan 1979 Projection
Versus Unit Price Change Versus
Aircraft Jan 1980 Budget in FY 81 Program Jan 1980° Budget

(§ in millions)

A-10 +41.5 +144.9 -43.4
F-15 +36.8 +198.1 -50.0
KC-10A +15.1 +38.6 NC
E-3A +13.0 +25.4 -33.3
TR-1 +18.7 +15.9 -50.0
UH-60 +56.7 +110.2 -44.8
F-16 +8.8 +147 .6 NC
EA-6B +53.6 +45.9 -50.0
F-14A +3.0 +51.5 NC
F-18 +25.0 +289.5 NC
CH-53E +20.6 +29.9 NC
E-2C +21.5 +40.6 NC
EC-130Q +75.9 +19.5 -66.7
P-3C +39.7 +88.5 -33.3

If the aircraft shown on the chart were purchased at the fiscal year
1981 unit prices predicted last year, the fiscal year 1981 program could have
been bought for $1,246 million less. Similar analysis of Navy and Air Force
missile procurement accounts identifies an additional $453 million in unit
price impact.
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Some of the unit price increases may be at least attributable to the
lower level of production. In all cases, the 1981 estimates submitted last
year contained an allowance for inflation between fiscal year 19830 and
fiscal year 1981, although this estimate may now be smaller than current
estimates. However, in no case can the increases shown be explained as
purely inflationary, using either CBO or Administration inflation estimates.

The data suggests that in 1981, although the budget may be buying
aircraft in uneconomic quantities, other factors are also at work increasing
prices.

Land Forces - The -érea of greatest dollar emphasis in procurement is
land forces. Spending for both Army and Marine Corps land elements
increases markedly over fiscal year 1980 levels.

There are areas in procurement for land forces with substantial
increases in the number of items procured. For example, the Army proposes
to purchase 3,588 wheeled vehicles in 1981 compared to 1,484 in fiscal year
1980. In the Marine Corps, a similar increase occurs. The Marines propose
to buy 1,262 trucks in 1981 compared to 235 in fiscal year 1980. For the
Marine Corps, it is significant that over 40 percent of the real growth in
Marine Corps Procurement is attributable to trucks. The only major weapon
request is for 120 155mm towed Howitzers.

The Army also has major dollar increases for tracked combat vehicles.
The chart below shows the recent history of the tracked combat vehicles
program:

President's President's
1980 Program 1981 Program
Jan 1979 Jan 1980 Jan 1979 Jan 1980
Tanks 603 416 591 569
Fighting Vehicle 208 100 400 400
Other Tracked
Vehicles 712 513 509 525
Total Vehicles 1,523 1,029 1,500 1,494
Total $§ (millions) $1,693 $1,642 $1,818 $2,242
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The chart shows that the 1981 buy of tracked vehicles is about as
projected in January 1980 although the total cost is $424 million
(25 percent) higher than estimated a year ago. ’
Some of this increase is attributable to higher than projected inflation ]
but more than half is the direct result of a 95 percent increase in the unit
cost for the new Fighting Vehicle. The unit cost for this vehicle now
exceeds the unit cost of the M-60 tank by 26 percent and is 66 percent of
the unit cost of the XM-1 tank. The table below illustrates unit price
changes for many of the items procured for land forces.
Percent Change Total $ Impact Percent Change
1981 Unit Price On 1981 Budget 1981 Units Ordered j
Jan 1979 Projection As A Result of Jan 1979 Projection
Versus Unit Price Change Versus
Jan 1980 Budget in FY 81 Program Jan 1980 Budget
($ in millions)
|
Missiles:
Roland +20.0 +61.0 -38.1
Stinger +47 .8 +22.9 -43.5
i TOW +38.9 +22.6 -58.8
4 Tracked Vehicles
’ Fighting Vehicle +94.8 +225.8 NC
Carrier, M548 +31.3 +8.5 -25.9
Ammunition:a/ ‘
Cartridges
50 cal +43.9 +10.5 +751.2
25mm TP-T +138.2 +7.1 172.9 |
25mm HEIT-7 +125.1 +9.3 +37.7
105mm
APFDS-T +62.5 +7.2 -58.3
Copperhead +69.8 +43.3 +7.5
VIPER +192.5 +8.8 -85.7
! a/  Since 1981 unit price estimates for ammunition were not included in

the fiscal year 1980 Budget Submission, the 1981 projected figure is
based on 1980 unit prices contained in the fiscal year 1980 budget
adjusted for inflation,
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At unit prices predicted last year, the fiscal year 1981 land forces
equipment program could have been reduced by at least $427 million.

The dollar impact of price changes of aircraft, missiles and the
selected land forces equipment discussed above totals $2.1 billion. Since
there is only $1.8 billion in real growth in the procurement accounts, the
data suggests that there must be real decline in the amount of equipment
being purchased.

Shipbuilding - The 1981 Navy shipbuilding program shows a real decline
of 16.0 percent because the $2.1 billion 1980 nuclear aircraft carrier pro-
curement was not repeated in fiscal year 1981.

The chart below shows, however, that if the 1980 aircraft carrier buy
is excluded from the computations, the fiscal year 1981 program reflects . ]
much of the real growth (+23.2 percent) that was projected for 1981 in the i
January 1979 budget. 1981 costs are lower than projected last year because '
of a change in the mix of ships and deletion of the DDG-2 modification

program.
k.
Navy Shipbuilding Program '
1980 1981 Program E
Congressionally :
Approved Jan 1979 Jan 1980
Total new ships 12 17 17
$ (millions) 6,682.4 6,534.9 6,118.4 ’
Without carrier 11 17 17 .
$ (millions) 4,588.4 6,534.9 6,118.4
Unlike procurement of aircraft and land forces items, unit prices for —
ships are close to those projected a year ago. Several of the ships requested 1

for 1981 are for the Rapid Deployment Force, including the following: ,

f o Maritime Prepositioning Ships: The budget contains funds for the
first two of a fleet of 15 commercial type cargo ships intended to
carry the equipment and supplies for three Marine brigades into a
crisis area. Total cost of all 15 ships is expected to exceed
$2.8 billion.
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o Landing Ship, Dock (LSD-41): The budget contains funds for the
procurement of the first of a new class of ships used to support
amphibious landings. The initiative for this ship rests with
Congress, which placed long lead funds in the fiscal year 1980
budget. At least three ships are expected to be acquired at a total
cost of more than a billion dollars.

Significant changes in the outyear shipbuilding program indicate a
decision to acquire more cruisers (CG-47) and less guided missile frigates
(FFG-7), follow-on nuclear attack and ballistic missile submarines, and a
new class of guided missile destroyers.

Military Construction

The military construction budget authority request of $3.3 billion in
fiscal year 1981 reflects a real increase of almost $800 million. This
increase translates into real growth of 36.3 percent using CBO 1981
inflation rates.

The increase in fiscal year 1981 over fiscal year 1980 is partially due
to a low base for fiscal year 1980. The fiscal year 1980 budget submission
reflected a DoD policy decision to defer $1.3 billion of construction. As a
result, some of the fiscal year 1981 increase is the partial resumption of the
postponed construction. The major construction projects contributing to the
fiscal year 1981 increase are related to the following systems: Space
Shuttle (127.1 million), Air and Ground Launched Cruise Missile
(89.4 million), Trident Ballistic Missile Submarine (34,2 million), MX
Ballistic Missile  (17.1 million), and NATO Infrastructure program
($300 million).

The fiscal year 1981 budget also presents a new approach to military
construction appropriations. In the past, most projects were fully funded in
their year of authorization. In fiscal year 1981, incremental funding for two
major programs has been requested. The San Diego hospital construction
program, a $300 million authorization, is requesting a first phase appro-
priation of only $25 million for fiscal year 1981. The other major project, a
$109 million Defense Intelligence Agency (DIA) headquarters at Bolling
AFB, is requesting a first phase appropriation of only $32.7 million for fiscal
year 1981.

The real growth in Family Housing is 11.7 percent. This increase

reflects two factors: first, resumption of deferred construction, and second,
a transfer of $72.6 million out of O&M into Family Housing.
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Retired Pay and Compensation Issues

Under current law, military payraises are equal to general schedule
(GS) civilian payraises, which are to be based on comparability with private
sector wages. The Administration proposes legislation to disassociate
military and general schedule payraises; such a proposal saves about
$200 million if the 1981 pay raises are 7.4 percent and 6.2 percent for
military and general schedule, respectively, as opposed to 7.4 percent for
everyone.

The President also proposes to allow alternative military payraises in
special circumstances, to make structural changes in defining comparability
(e.g., including benefits in the computation of pay levels), and to change the
system for granting wage board or blue collar payraises.

The Administration's estimate of the full cost of the proposed pay-
raises in this function is about $3.1 billion, of which only $1.8 billion or
60 percent is requested. The remaining $1.3 billion would be paid generally
at the expense of non pay parts of the defense program. The cost of full
comparability under current law is about $5.0 billion or $3.2 billion more
than is being requested; if the same %0 percent absorption were assumed,
the President’s budget would be about $1.2 billion higher.

A reform of the military retirement system has been submitted by the
Administration to remedy alleged inefficiencies and inequities under the
present system and to increase the number of second-term personnel (those
with 5 to 12 years of service) who remain in the military. If passed in fiscal
year 1980, the proposal would take effect in fiscal year 1982, Thus, there
would be no effect on costs in fiscal year 1981.

Atomic Energy Defense Activities

The President's request for 1981 Atomic Energy Defense Activities
contains about $169 million real growth in operating expenses and about
$32 million real decline in capital equipment. Real growth totalling about
3191 million occurs in research, development, testing, production, and
lifetime maintenance and surveillance of nuclear weapons. The other area
of significant real growth (about $43 million) is the defense nuclear waste
management program; areas of real decline are inertial confinement fusion
(about $12 million) and materials production (about $58 million).
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Defense-Related Activities

The President's request for the Selective Service System contains
about $600 thousand or 5.9 percent real growth and is based on past
mobilization registration plans. The real growth includes enhancement to
data processing capabilities, participation in the Nifty Nugget test of
general mobilization capability, and other readiness improvements. It does
not provide for the peacetime registration proposed by the President; that
proposal may cause significant change in the size and content of the
Selective Service System budget request.

The 1981 request for civil defense programs grows in real terms by
about $12 million or 11 percent over the 1980 request. This real growth
occurs in programs whose purpose is to accelerate development of crisis
relocation plans for areas where strategic forces are concentrated, to effect
nationwide pilot deployments such as emergency simulation exercise
programs, and to procure preparedness materiel such as shelter stocks and
ventilation devices.
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INTERNATIONAL AFFAIRS (FUNCTION 150)

The international affairs function includes foreign economic and
financial assistance, military assistance, activities associated with the
conduct of foreign affairs, foreign information and exchange activities, and
international financial programs.

‘Function Totals: In Billions of Dollars

1980 Estimates 1981 Estimates
CBO CBO
2nd Pres. Estimate CBO Pres. Estimate
Con. Latest Baseline Budget
Res. Request of Pres. Projection Request of Pres.
Request a/ Request a/
Budget . :
Authority 13.1 13.0 16.1 i5.2 16.9 19.3 1
Outlays 8.4 10.4 10.2 9.6 9.6 9.6 i

a/ Preliminary, subject to change.

Due to the rapidly evolving international environment, the President's
fiscal year 1981 budget request for the international affairs function is
already obsolete in many areas. Efforts to increase economic and military
assistance to Pakistan above the $110 million proposed for 1980 have been
announced and budget amendments may be submitted in the near future.
Additional assistance to other countries is also being contemplated. The
unstable political environment in many countries has increased the flow of
refugees; the President may propose additional aid for refugees.

The $3.9 billion growth in budget authority from 1980 to 1981 ($13.0 to
$16.9 billion) is attributable to a $5.5 billion budget authority increase in the
Export-Import bank offset by decreases of $1.1 billion in the multilateral
banks and $700 million in the Foreign Military Sales (FMS) Trust Fund. A
new accounting procedure accounts for $4.7 billion of the Export-Import
Bank budget authority increases, but has no effect on actual program levels.
The decline of $800 billion in outlays is primarily attributable to a decrease
of $1.2 billion in the FMS Trust Fund offset by growth in other areas.

The President's budget has major program initiatives which effectively
transfer off-budget substantial amounts of activity. In both 1980 and 1981,
the President has proposed that the Export-Import Bank guarantee up to one
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billion dollars in direct loans made through the Federal Financing Bank.
Outlays associated with the disbursement of those loans would appear
off-budget. In addition, Congress will be asked to approve a $5.5 billion
quota increase for the International Monetary Fund. The budget treats this
increase as a limitation with no budget authority requested. A change in the
budgetary treatment of callable capital subscriptions to the multilateral
development banks reduces budget authority by $1.1 billion.

The request also includes real program increases in the functional
development and the migration and refugee assistance programs. Other
programs are continued at roughly their current level.

Most foreign economic and military assistance programs are operating
under a continuing resolution for fiscal year 1980. Because H.R. 4473, the
Foreign Assistance and Related Programs Appropriations Act for 1980, has
not yet been enacted, the President's fiscal year 1980 estimates are
generally the House or Senate passed levels, whichever is closer to the
President's original budget request. The total for the bill is higher than
either House or Senate passed versions and $1.4 billion higher in budget
authority than the CBO estimate of the continuing resolution.

The President has proposed approximately $335 million in program
supplementals for 1980, of which $176 had been previously submitted. They
include $180 million for the Economic Support Fund, $98 million for PL-480
food assistance, $27 million for Contributions to International Organi-
zations, $10 million for Foreign Military Credit Sales, and lesser amounts
for other smaller programs. In addition, the President has requested a
$250 million increase in the Export-Import Bank program limitation for
fiscal year 1980. The increase is to support a one billion dollar increase in
the guarantee and insurance program and will not affect budget authority or
outlays.

Highlights of the major programs are discussed in the following
sections:

Security Assistance

The President's request of $2,152 million for security assistance in
1980 includes the pending supplemental of $80 million for Nicaragua and the
Caribbean, and a $100 million supplemental for economic assistance to
Pakistan. The Pakistan supplemental and the $70 million for Nicaragua
should both disburse in 1980. This will increase 1980 outlays by
$170 million. The 1981 request of $2,106 million does not include
$100 million for Pakistan which will be transmitted later. With the Pakistan
program, the President's 1981 request is only 2.4 percent greater than his
1980 request.
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Multilateral Development Banks

The $1.7 billion budget request for 1981 does not include an amount
for callable capital subscriptions to the Banks. (Callable capital serves as a
guarantee of the institutions' borrowing in private markets and has never
been drawn.) While these subscriptions have required full appropriation in
the past, the President will propose authorizing legislation to make the
subscriptions subject only to a limitation. In the absence of the authorizing
legislation, the budget request would increase by $1.1 billion as indicated in
the following table:

Funding for Multilateral Development Banks: In Millions of Dollars

President's Estimate President's Request
for FY 1980 for FY 1981
IBRD  paid-in $ 82.6 S 20.0
callable 743.2 (180.0)
IDA 1,092.0 1,080.0
IFC 33.4 -
DB paid-in 51.6 51.6
callable 635.8 (635.7)
FSO 182.3 318.0 i
ADB paid-in 20.0 25.2
callable 179.8 (226.8)
ADF 171.3 111.3
AFDB  paid-in -- 18.0
callable - (54.0)
AFDF 41.7 41.7
President's Budget
Authority Request $3,233.6a/ $1,665.8b/
Total President's
Program Request $3,233.6a/ $2,762.3a/
paid-in 1,674.8 1,665.8 ¥
rallable 1,558.8 1,096.5 '

— L

»es callable capital.
« ot nclude callable capital.
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Including callable capital, budget authority declines from $3.2 billion
in fiscal year 1980 to $2.8 billion in fiscal year 1981. This decrease reflects
the fact that no replenishment is currently under way for the World Bank
and should not be interpreted as a declining U.S. commitment to the
multilateral banks. A new replenishment is anticipated for the World Bank
beginning in fiscal year 1982. (A replenishment is an international agree-
ment for increasing the financial resources of the banks.) Excluding the
World Bank, budget authority increases by 6 percent in nominal terms.
Outlays increase from $882 million to $972 million over this period.

Since Congress has yet to complete action on the fiscal year 1930
Foreign Assistance Bill, the 1980 budget levels for the banks represent the
higher of the House or Senate passed bill. Amounts which are currently
included in the 1980 budget level but which are not appropriated, will be
submitted as a budget amendment for 1981. This could increase the 1981
budget request by $100 to $500 million.

Budget authority available to the banks under the continuing resolution
for fiscal year 1980 totals $2.3 billion. Current policy for fiscal year 1981
includes a budget authority level of $3.3 billion. The baseline projection
assumes that amounts requested in fiscal year 1980 but not available under
the continuing resolution totals will be made up in 1981 and 1982.

International Development Cooperation Agency

The 1981 request of $1,989 million for The International Development
Cooperation Agency represents an increase of $236 million, or 12 percent,
from the President's estimate for fiscal year 1980. The largest increases,
$195 million and $71 million respectively, are requested for the functional
development assistance program and the Institute for Scientific and Tech-
nological Cooperation. These increases are partially offset by a $47 million
decrease for International Disaster Assistance.

When compared to the amount estimated to be available for fiscal
year 1980 under the Continuing Resolution (P.L. 96-123), the request for
fiscal year 1981 represents an increase of $445 million, or 25 percent.

Military Assistance

The President's budget continues to shift the emphasis of military
assistance from grants to credit sales. The level of grant military
assistance requested for fiscal year 1981 is $5 million less than the estimate
for fiscal year 1980. However, the sales of military equipment furnished by
the foreign military credit sales program are increased by $550 million or
nearly 20 percent. This does not include a possible 1981 amendment for
$100 million in guaranteed sales for Pakistan.
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The emphasis on guaranteed sales continues in spite of the experience
of over $100 million in payments on defaults in fiscal year 1979. Most of
the defaults have been subsequently paid by the borrowing country or
rescheduled. The repayments are recovered by the Treasury as an offsetting
receipt and do not replenish the guarantee fund. While the President's
budget includes an estimate of $40 million for payment of defaults in fiscal
year 1980, payments in the first quarter alone have exceeded $40 million.
Thus, the budget underestimates the outlays for this account.

The President now estimates that the entire $1,040 million for
relocating Israeli air bases from the Sinai will complete obligation in 1980.
Four million dollars was funded through the foreign military sales trust fund
and $800 million was appropriated in a 1979 supplemental that also provided
contract authority for such sums as necessary to complete the project. Two
hundred and thirty-six million dollars in contract authority will obligate in
1980 and appears in the President's budget as new budget authority for 1980.

Public Law 480 - Food for Peace

For fiscal year 1981, the President requests a program of
$1,615 million to finance the export of 6 million metric tons of commodities
at pre-trade sanction prices. Net of receipts and carry-forward financing
this will require the appropriation of $1,129 million and outlays of
$1,153 million. -~

The 1981 request maintains the level of fiscal year 1980 exports with
the pending $96 million supplemental. An additional $100 million supple-
mental for 1980 and a $100 million amendment for 1981 may be transmitted
in the near future.

International Monetary Fund

This year, Congress will be asked to approve the seventh general quota
increase for the International Monetary Fund of approximately $5.5 billion.
The President's fiscal year 1981 budget request does not include budget
authority for this item, but instead proposes a program limitation. One
budget issue concerning the quota increase may be whether to treat some or
all of the increase as budget authority. Either treatment will not impact
outlay estimates because outlays from this account would be estimated at
zero.

The Export-Import Bank

The $5.5 billion increase in budget authority from fiscal year 1980 to
1981 is largely due to two changes in accounting methodology. The first
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change is that the annual loan limitation now applies to budget authority for
only one year instead of being spread over two years. Because 1981 is the
overlap year, the budget authority is especially high. 1981 includes the
entire 1981 loan limitation plus the remainder of the 1980 limitation. The
second change is the inclusion of principa! repayments on borrowing by the
Ex-Im Bank. Together these changes account for $4.7 billion of the budget
authority increase. The remainder of the increase is due to 5.6 percent
growth in the direct loan program.

The guarantee and insurance program will grow by 13.8 percent. Most
of this increase is due to a new policy of guaranteeing up to $1 billion in
both 1980 and 198! in direct loans made through the Federal Financing
Bank. Outlays for these guarantees will be off-budget. In order to
accommodate this $1 billion growth, the Administration is requesting a
$250 million supplemental for its 1980 program limitation.

Outlays, which are defined as disbursements of direct credit less
repayments and net income, increase from $1.0 billion in 1980 to $1.1 billion
in 1981. Most of the increase results from the 1980 program, which not only
is larger than the 1979 program but also has a heavy concentration of loans
that disburse in 1981.

Foreign Military Sales Trust Fund

Government-to-government sales of military equipment and services
are channeled through the foreign military sales trust fund. The President
estimates new orders of $14.5 billion per year in fiscal years 1980 and 1981.
This is an increase of $1.5 billion in new orders in 1980. Gross budget
authority represents the estimate of obligations of the Fund and gross
outlays are estimates of payments from the Fund. Gross budget authority
and outlays are netted against receipts collected from foreign purchases.

In spite of the increase in new acceptances in 1980, the President's
estimate of gross obligations in 1980 drop by $3.0 billion from his mid-
session review. The long range budget estimates show obligations rising to
$10 billion by 1982 from a program of new orders of $14.5 billion per year
with program and obligations remaining constant through 1985. If this is the
case, over one-third of new orders would never be obligated, versus a
historical rate of about 15 percent. Based on these facts CBO would
increase the President's 1981 estimate of net budget authority by
$2.4 billion.

Receipts and the cash balance of the trust fund are estimated to be

reduced by $1.2 billion in 1980 through the use of off-budget deposit
accounts. Net budget authority and outlays will increase accordingly.
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GENERAL SCIENCE, SPACE AND TECHNOLOGY (FUNCTION 250)

This function includes the general science and basic research pro-
grams of the National Science Foundation (NSF) and the Department of
Energy (DOE), and the space programs of the National Aeronautics and
Space Administration (NASA).

Function Totals: In Billions of Dollars

1980 Estimates 1981 Estimates
CBO CBO
2nd Pres. : CBO Pres. :
Con. Latest Estimate Baseline  Budget Estimate
Res. Request of Pres. Projection Request of Pres.
- Req Request a/ ) q Request a/
Budget
Authority 5.85 6.1 6.1 6.3 6.9 6.9
Outlays 5.7 5.9 5.9 6.1 6.4 6.4

a/ Preliminary, subject to change.

The President's budget authority request for fiscal year 1981 repre-
sents an increase of $1.1 billion (about 18 percent) over 1980 appropriations
to date, and an increase of 12 percent over his 1980 estimate, which
includes a $300 million proposed supplemental. The 1981 request is also 9
percent above the CBO baseline projection, which is based on 1980 appro-
priations to date. The major funding increases are concentrated in NASA
space flight programs, with particular emphasis on the space shuttle. The
President is requesting a $300 million 1980 supplemental for space shuttle
development and testing, aiming towards a first flight in late 1980 or early
1981. If approved, 1980 budget authority for space flight activities would be
$2.8 billion, a 16 percent increase over the 1979 appropriation. The 1981
request continues the rapid growth in space flight spending, with an increase
of approximately $350 million (12 percent), representing real growth of 3.5
percent. As a result, outlays are projected to grow from $2.2 billion in 1979
to over $3.0 billion in 1981, an increase of almost 36 percent in two years.

The remainder of the proposed funding increase is concentrated in
the NSF and DOE research programs, which are targeted for a 14 percent
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increase in budget authority ($209 million) and an 11 percent increase in
outlays ($152 million). NSF basic research activities represent the largest
increase in funding ($158 million), a 16 percent increase over this year and 7
percent over the CBO baseline projection.

The President is requesting an increase of $176 million in 1981 for
other NASA programs in this function, an amount 9.6 percent above the
1980 level and representing real growth of 1.4 percent. This includes a
request for three new projects proposed this year: a gamma ray satellite
(19 million), an operational land observing system ($16 million), and a
satellite system to study oceans ($6 million). Existing projects targeted for
large increases include international solar-polar mission development and
shuttle/spacelab payload development and mission management.
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ENERGY (FUNCTION 270)

This function includes the major energy programs of the federal
government, including energy research and development, conservation, regu-
lation, emergency preparedness and production. The Department of Energy
(DOE) is responsible for most of these programs. Several other agencies,
including the Tennessee Valley Authority (TVA), the United States Geologic
al Survey, and the Enviromental Protection Agency also perform activities
that fall within this function.

Function Totals: In Billions of Dollars

y

1980 Estimates 1981 Estimates
CBO CBO
2nd  Pres. Estimate CBO Pres, Estimate

Con. Latest Baseline  Budget

of Pres. o of Pres.
Res. Request Request a/ Projection Request Request a/
Budget
Authority 39.5 4l.4 40.3 4.3 7.4 7.3
Outlays 7.25 7.7 6.5 7.0 8.1 7.7

a/ Preliminary, subject to change.

The President is requesting 1981 budget authority significantly lower
than the 1980 level, with a proposed decrease from $41.4 billion in 1980 to
$7.4 billion in 1981. Outlays, though, are projected to increase by about 5
percent, from $7.7 billion to $8.1 billion.

The difference between 1980 and 1981 funding levels is substantial
because the 1980 budget authority includes $20 billion already appropriated
for synthetic fuels development and $15 billion in borrowing authority for
the Tennessee Valley Authority (TVA), while the 1981 budget includes a
significant increase in receipts for the Naval Petroleum Reserve (NPR) and
a large reappropriation for the Strategic Petroleum Reserve (SPR). TVA
borrowing authority is appropriated periodically to cover its major construc-
tion projects, and no additional authority is requested for 1981. TVA outlays
are projected to be $1.8 billion in 1980 and $2.0 billion in 1981. While the
1980 budget includes no budget authority for the Strategic Petroleum
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Reserve, the 1981 budget request is $2.4 billion (including a reappropriation
of $2.3 billion). Outlays for the SPR are projected to be $0.8 billion in 1980
and $1.3 billion in 1981. The 198! request also assumes significantly higher
receipts to the Naval Petroleum Reserve than in 1980, with an increase of
$471 million ($1.6 billion to $2.1 billion). An accounting error that under-
states the 1980 estimate increases the apparent difference from $0.5 billion
to $1.2 billion.

In addition, the President is proposing major initiatives for 1980,
including $258 million for the Energy Security Trust Fund (to be funded by
the proposed windfall profits tax) and $300 million for a proposed away-
from-reactor nuclear waste storage program (AFR). He is also requesting
1980 supplemental appropriations (excluding pay) totalling $486 million. As
a result, the President's 1980 budget authority request totals $41.4 billion,
compared to $7.4 billion in 1979.

Qutlays from these increases in budget authority are not projected to
be large in either 1980 or 1981. The President's budget projects outlays of
$598 million in 1980 and $976 million in 1981 as a result of these initiatives
and supplementals. In addition, the President is proposing two major loan
guarantee programs. The Energy Security Corporation, under the Presi-
dent's plan, will provide $2.3 billion in loan guarantees in 1980 and $2.0
billion in 1981 for synthetic fuel projects. An additional $250 million in loan
guarantees is to be provided in both 1980 and 1981 for biomass projects.
These guarantees are to be administered by the Department of Agriculture,
and no outlays are projected in 1980 and 1981.

Excluding these major program changes, the 1981 request represents
an increase of $0.2 billion over 1980, or about & percent. Outlays are
projected to increase from $5.3 billion to $5.8 billion, a 9 percent increase.
Major outlay increases are estimated for conservation, fossil energy con-
struction, and solar programs, as well as for the Nuclear Regulatory
Commission and the Department of Energy's administrative costs.
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Summary of Energy Programs in Which Major Changes are Proposed
Between 1980 and 1981: In Billions of Dollars
1
1980 1981
Total Request BA 4.4 7.4 1
¢) 7.7 8.1
Less Programs With
Major Changes:
Energy Security BA 17.8 0.0
Corporation o * *
Energy Security BA 2.2 0.0
Reserve ) 0.2 0.2
Energy Security BA 0.3 0.7
Trust Fund (6] 0.2 0.6
AFR Nuclear Waste BA 0.3 0.0
(®) -0.1 0.2
Supplementals BA 0.5 0.0
O 0.4 0.1 ]
Tennessee Valley BA 15.0 0.G .
Vailey O 1.8 2.0 i
Strategic Petroleum BA 0.0 2.4 ’
Reserve O 0.8 1.3
NPR Receipts BA -0.9 -2.1 .
O -0.9 -2.1 ,
President's Request--A