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NOTES

Unless otherwise indicated, all years referred to are
fiscal years. For 1976 and before, fiscal years ran from July 1
through June 30 and were referred to by the years in which
they ended. The Congressional Budget Act of 1974 changed
the fiscal year to begin on October 1 and end on September 30.
The interim between the old and new fiscal years, July 1
through September 30, 1976, is called the transition quarter;
fiscal year 1977 began on October 1, 1976.

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




PREFACE

This report was prepared at the request of the House Committee on
Appropriations to assist Members and staff in preparing for overview
hearings on the federal budget on February 1 and 2. The analysis discusses
the economic outlock underlying the 1979 budget and the impact on fiscal
policy of the President's budgetary proposals. It also examines the major
features of the President's revenue and spending proposal and makes
comparisons with past trends and current policy as embodied in the Second
Concurrent Resolution on the Budget for Fiscal Year 1978.

The analysis was prepared by stafis of the CBO Budget Analysis,
Fiscal Analysis, and Tax Analysis Divisions under the supervision of James
Blum, William Beeman, and Charles Davenport. The production of the
report was supervised by Paula Spitzig, and it was typed for publication by
Sue Bailey, Barbara Bakari, Gwen Coleman, Angela Evans, Brice McDaniel,
Phyllis Nations, Paula Spitzig, and Deborah Vogt.

Alice M. Rivlin
Director

January 28, 1978
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SUMMARY

The President's budget for fiscal year 1979 recommends outlays of
$500.2 billion, receipts of $439.6 billion, and a budget deficit of
$60.6 billion. This essentially represents a continuation of present spending
policies with only a modest increase above current levels adjusted for
inflation. However, the President proposes a major reduction in taxes to
offset the effects of inflation and the recently legislated increases in social
security taxes, as well as to provide stimulation to the economy to sustain
the recovery from the 1974-1975 recession. The following table summarizes
the President's proposals for the budget totals.

FEDERAL BUDGET TOTALS: BY FISCAL YEARS, IN BILLIONS OF
DOLLARS

1978 Estimates

1977 1979
Actual Second President's Request
Resolution Estimate

Outlays 401.9 458.25 462.2 500.2

Receipts 356.9 3%7.0 400.4 439.6

Deficit (-) -45.0 -61.25 -61.8 -60.6
Budget

Authority 465.2 500.1 502.9 568.2

ECONOMIC OUTLOOK

According to the Administration, the outlook for the economy
without a change in fiscal and monetary policies is for continued gains in
output and employment during the first half of calendar year 1978, followed
by a considerable slowdown in growth during the second half of 1978 and
during 1979. This would leave unemployment above 6 percent in both years.
To maintain real growth in the 4.5 to 5 percent range, and to reduce
unemployment below 6 percent by the end of 1979, the President is proposing
tax cuts of 325 billion and spending increases of $6 billion from current
policy levels in fiscal year 1979.
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The Administration's forecasts of economic activity during the next
two years given their policy assumptions appear to be reasonable. If,
however, monetary policy is more restrictive, the fiscal stimulus could be
less and the outlook for the economy weaker than expected. The following
table compares the Administration's short-run economic forecast with CBO's
forecast including the effects of the President's tax and spending proposals.

COMPARISON OF ADMINISTRATION AND CBO ECONOMIC FORECASTS:
BY CALENDAR YEARS

CBO Forecast
Administration  With Administration
Forecast Fiscal Policy Proposals

Economic Growth (percent

change in constant-dollar GNP)
1977 1o 1978 4.7 3.9 to &.
1978 to 1979 4.8 3.5 to 4.

Inflation {percent change
in the implicit price deflator)

1977 to 1978 6.1 5.9 t0 6.9
1978 to 1979 6.2 6.3 10 7.3
Unemployment Rate
(percentage points)
1978 (4th quarter) 6.2 6.0 to 6.6
1979 (4th quarter) 5.8 5.7 to 6.3

The Administration's forecast of 4.7 percent real economic growth
from 1977 to 1978 and 4.8 percent growth from 1978 to 1979 is within the
CBO range, although at the high end of the range. The Administration's
forecast of 5.8 percent unemployment by the end of 1979 is also within the
CBO range, although at the low end. The Administration's forecast of
inflation during the next two years is slightly below the CBO range in 1979.
To achieve the Administration's growth target, it may be necessary to have
more budget stimulus and a somewhat larger budget deficit than proposed by
the President for fiscal year 1979.
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RECEIPTS

The President has proposed that federal taxes be reduced by
$25 billion in fiscal year 1979. This would be achieved by tax reductions of
$30 billion, mostly in individual and corporate income taxes, and tax
increases of $5 billion from various tax reform proposals. Most of the tax
reductions would take effect on October I, 1978. The tax reforms generally
would not be effective until January l, 1979, with several major reforms
being phased in over several years.

The largest reduction would be for individual income taxes which
would be lowered by $18.3 billion ($22.5 billion in tax cuts partially offset by
$4.2 billion in reforms). For corporations, $6.3 billion in tax cuts would be
offset by $LI1 billion in reforms, for a net corporate income tax reduction of
$5.1 billion. These reductions are in addition to the $8.3 billion reduction
that would result from extending the general temporary income tax cuts
enacted in [977 (as assumed by current policy estimates). Telephone excise
and unemployment insurance taxes also would be reduced by $1.6 billion.

The President’s budget also includes 31.1 billion in additional revenues
in fiscal year 1979 for the net impact of the energy tax measures included in
the Administration's energy plan submitted last April. Moreover, the budget
also incorporates several smaller revenue recommendations, including
waterway user charges and a crude oil excise tax to pay damages and clean
up costs of oil pollution. The net effect of all these proposals is to lower
1979 revenues by $24.3 billion from the Administration's current policy
estimate.

The President's income tax proposals would reduce taxes for most
individual taxpayers with incomes below $100,000 but the overwhelming bulk
of the reductions (94 percent) would be concentrated on those with incomes
below $30,000. Three-fourths of the net tax reduction would go to those
with incomes between $10,000 and $30,000, who make up 43 percent of ali
taxpayers and pay 53 percent of current taxes.

The tax reductions proposed by the President (along with the
extension of the 1977 temporary reductions) would be more than enough to
offset the aggregate effects of higher social security taxes and inflation-
induced increases in individual income taxes in both 19792 and 1980. By 1981,
however, the higher taxes resuiting from inflation and the social security
increases are estimated to exceed the President's tax cuts by 43 billion, and
by $23 billion in 1983.

ix
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SPENDING

The proposed budget for 1979 essentially represents a continuation of
present spending policy. Most of the spending increases are mandated by
law or actions already taken by the Congress. There are few new spending
initiatives. The budget contains only $200 million in start up funds for
welfare reform, no funds for national health insurance which the
Administration expects to propose later this year, and no specific funds for a
new urban initiative to be proposed in early spring. Spending increases
above current policy levels are proposed for national defense, foreign aid,
strategic petroleum reserves and energy conservation, the President's energy
plan and education and manpower programs.

As shown in the table, the President's budget requests budget
authority of $568.2billion in fiscal year 1979, 13 percent above the
President's estimate for 1978 and 4 to 5 percent above the current policy
estimates for 1979. This represents a sharp acceleration in growth for
budget authority, primarily for authority provided in annual appropriations.
A large part of this increase is to provide financing for programs after 1979.

TOTAL FEDERAL SPENDING: BY FISCAL YEAR, IN BILLIONS OF
DOLLARS

: 1979 Current
1978 Estimat , ,
1977 tmates Policy/Services 1979

Actual

Current  President's CBO  President's Request

Level Estimate Estimate Estimate

Budget
Authority

Outlays  %01.9 455.2 462.2 494.0 492.4 300.2

465.2 491.4 502.9 o44.3 538.3 363.2

K the budget authority is provided as requested, the Administration's
outlay estimate of $500.2 billion for fiscal year 1979 appears to be attainable
in the light of past spending patterns. However, the budget estimate of
$462.2 billion for fiscal year 1978--which is $% billion above the level
specified by the second budget resolution--appears to be too high. The
Congressional Budget Office and other analysts of federal spending estimate
that total outlays in 1978 will be in the $450 to $455 billion range. Thus, it

appears unlikely that the second resolution outlay ceiling for 1978 will be
exceeded.



The Congress may have problems adhering to the budget authority
ceiling specified in the second resolution. The CBO estimated current level
of $49L.4 billion in budget authority, assuming enactment of the pending
supplemental appropriations bill (H.R. 9375) is $38.7 billion below the
$500.1 billion ceiling specified in the second budget resolution. However, the
Administration's estimate of 1978 budget authority already provided by the
Congress and included in the pending supplemental bill is 39 billion higher
than the CBQ estimate. Furthermore, the second resolution assumes
provision of roughly $6 billion of budget authority in 1978 not requested by
the Administration. I the CBO estimate is raised to eliminate most of the
technical estimating differences in permanent budget authority, the second
resolution budget authority ceiling may have to be increased to accom-
modate both the President's and the Congress' additional program proposals
in 1978.

LONGER RUN BUDGET OUTLOOK

The President's longer run budget and economic goals include a
balanced budget in 1981, a reduction of unemployment to 4 percent by 1983
and a reduction in the rate of inflation to 4 percent, also by 1983. These
goals appear to be very optimistic and may not be achievable,

To achieve the desired reduction in unemployment without special
employment programs, such as public service jobs, economic growth in real
terms will have to average 4.5 to 5 percent for as many as five years. This
would represent sustained real growth for eight years, a feat not achieved
during peacetime in over a century. On the basis of past experience,
additional tax cuts or spending increases will be needed after 1979 to offset
the restrictive budget effects resulting from current policy revenues
growing faster than expenditures. These additional measures may have to
total more than $60 billion to achieve the President’s economic growth
objectives. This would probably delay balancing the budget until at least
1983.

Finally, the President’s inflation goal, while desirable, will be
particularly difficult to achieve simultaneously with a reduction of the
unemployment rate below 5 percent. The Administration has proposed a
program of voluntary wage-price guidelines for the private sector, but it is
too early at this stage to assess the impact of this proposal on the underlying
rate of inflation.
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CHAPTER L THE ADMINISTRATION'S FISCAL POLICY AND THE
ECONOMY

With the fiscal stimulus proposed in its January budget, the
Administration forecasts an increase in real gross national product (GNP) of
4.7 percent from 1977 to 1978 and 4.8 percent from 1978 to 1979. That
forecast is at the optimistic end of the Congressional Budget Office (CBO)
forecast of economic growth, based on assumptions of fiscal policy that
include the Administration's budget proposals. In the absence of any such
fiscal or monetary stimulus, the CBO economic forecast indicates that the
pace of the expansion is likely to slow significantly in the last half of 1978
and 1979; the unemployment rate is likely to be only slightly lower at the end
of 1978 than in recent months and approximately unchanged from late 1978
to late 1979,

The Administration's fiscal proposals--including the energy program--
result in net reductions in revenues of approximately $25 billion and
increases in expenditures of approxmiately $6 billion, compared with the
CBO estimates of current policy. I/ The CBO analysis suggests that these
changes in fiscal policy, if enacted, would likely generate an additional 0.8
to l.1 percentage points in real GNP by the end of calendar year 1979 and
cause unemployment to decline by 0.2 to 0.4 percentage points, compared
with the current policy baseline.

FISCAL POLICY CHANGES IN THE ADMINISTRATION BUDGET

The Administration's budget recommends outlays of $500.2 billion,
receipts of $439.6 billion, and a budget deficit of $60.6 billion. This
represents a small increase above current policy spending levels, but a
significant reduction in revenues from current policy.

1/ The CBO estimates of current policy expenditures and receipts for
fiscal year 1979 are included in the recently published report, Five-Year
Budget Projections: Fiscal Years 1979-1983, Technical Background,
January 1978. In that report, current policy outlays for fiscal year 1972
are estimated by CBO to be $494.0 billion. It is important to realize
that these estimates differ from the Administration's current services
levels because of differences in assumptions and estimating procedures,
as well as differences in the concepts,
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The departures from current policies recommended in the
Administration budget are summarized in Tablel, on a national income
accounts basis. National income and product estimates are used because
they are more appropriate for measuring economic impacts than the unified
budget concepts used elsewhere in this report. Individual income taxes
would be cut by an estimated $24.9 billion, including $5.7 billion for the
energy proposals. Corporate income taxes would be reduced by $6.4 billion,
including $1.6 billion for energy proposals. Energy excise taxes would add
$8.9 billion to revenues. Other tax changes account for a reduction of
$2.3 billion. Under spending changes, purchases of goods and services would
go up by $2.2 billion and transfers to persons by $1.5 billion. Grants to state
and local governments would be increased by about $2.2 billion from current

policy.

Tax Changes

The changes in personal taxes would include reductions effective in
withholding as of October |, 1978, partly offset by increases because of
reform effective January |, 1979. In addition, personal taxes wouid be cut by
rebates as part of the proposed energy program. Included in the QOctober |
changes would be tax credits of $240 per person rather than the current $750
deduction per person and the tax credit of $35, and cuts in tax rates ranging
up to 7 percentage points but averaging about 2 percentage points for each
bracket.

The personal tax increases, effective January 1, would result in part
from changes in rules governing itemized deductions--including repeal of
deductions for state and local gasoline and sales taxes--and the treatment of
capital gains and income from unemployment insurance benefits.

The cuts in business taxes would include:

o reducing the maximum corporate income tax rate by 3 percentage
points, effective in October 1978, and by an additional
| percentage point beginning in January 1980;

o extending the investment tax credit of 10 percent to industrial and
utility structures effective retroactively to January 1978; and

o permitting the investment tax credit to offset up to 90 percent of
tax liabilities, instead of the current ceiling of 50 percent,
effective January 1979,



TABLE 1. DEPARTURES FROM CURRENT POLICY IN THE
ADMINISTRATION'S BUDGET ON A NATIONAL
INCOME ACCOUNTS BASIS a/:t IN BILLIONS OF

DOLLARS
Fiscal Year 1979

Tax Changes
Individual income taxes -24.9
Tax reduction and reform -19.2
Energy proposals -3.7
Corporate income taxes -6.4
Tax reduction and reform -4.8
Energy proposals -1.6
Energy excise taxes 8.9
Other -2.3
Total -24.7

Spending Changes
Purchases of goods and services 2
Transfer payments to persons 1.
Grants to state and local governments b/ 2

Total 5.9

SOURCES: The Budget of the United States Government, Fiscal Year 1979
and Congressional Budget Office, Five-Year Budget Projections:
Fiscal Years 1979-1983, Technical Background, January 1973.

a/  The estimates in this table follow national income and product budget
categories, which are more useful for measuring economic impacts
than the unified budget concepts used elsewhere in this report.

b/  Approximately Sl.& billion of the additional grants is allocated for
extension of temporary employment assistance at the current service
level. This extension is already included in the CBO baseline forecast
{discussed in the -CBO Report Sustaining Economic Expansion) so this
amount is not included in the impact estimates shown in Table 3.
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The proposal to extend the investment tax credit would be effective
retroactively as of January I, 1978, while that permitting a larger share of
tax to be offset would become effective on January 1, 1979. The retroactive
feature has been traditional for proposals affecting the investment tax
credit because otherwise businesses might substantially delay currently
planned investments to take advantage of future changes in tax laws.

Proposals that would raise business taxes include phasing out, over a
three year period, the special treatment of income from Domestic
International Sales Corporations and the differential tax treatment on
foreign earnings of business income not brought back to the United States.
In addition, business deductions for entertainment would be reduced, and
provisions permitting more rapid {than straightline} depreciation on most
real estate investments would be eliminated.

Other tax proposals include a reduction in the unemployment
insurance tax rate from 0.7 to 0.5 percent of employers taxable base, and
the elimination of the federal excise tax on telephone service.

The Administration's tax proposals do not include extension of the
new jobs credit that was part of the 1977 stimulus legislation. Under
current law, the new jobs credit is applicable only to 1977 and 1978.

Expenditure Changes

The Administration proposes increases in outlays of approximately
$5.9 billion for fiscal year 1979, compared with CBO estimated current
policy levels, with the principal increases in the areas of education, training,
and employment, defense, and energy. Some offsetting decrease are also
being proposed.

Under Administration proposals, the public service employment
program--which is being increased to 725,000 jobs in 1978 from about
300,000 in May [977--would be held at the 725,000 level during fiscal year
1979, and the level of youth employment and training programs would be
increased. Additional authorization is also being sought for a new program
for subsidizing the training by the private sector of youths with severe
employment problems. The latter program, however, would not atfect
outlays until the 1980 budget.

The new budget incorporates the Administration's energy and welfare
proposals made in 1977, The energy proposals would raise both tax receipts
and outlays for the 1979 budget, but with a sizable portion of the taxes



refunded via lower withholding. 2/ The welfare proposals would have only a
very small impact on outlays for fiscal year 1979, involving a pilot
employment program. The impact of the welfare proposals, however, wouild
be considerably larger in later budgets, when the proposed policy changes
would be implemented. 3/

COMPARISON OF ADMINISTRATION AND CBO ECONOMIC FORECASTS

CBO analyzed the outlook under current policy and then added its
estimates of the effects of the changes in fiscal policy proposed by the
Administration. The results, summarized in Table 2, indicate that the
Administration's forecast of 4.7 percent economic growth in real GNP from
1977 to 1978 and 4.8 percent from 1978 to 1979 is within the CBO range,
although it is at the high end of that range. The Administration's forecast of
5.8 percent unemployment by the end of 1979 is also within the CBO range,
although it is at the low end. Inflation, between 1978 and 1979, as measured
by the implicit price deflator, would be in the 6.3 to 7.3 percent range in the
CBO forecast; the Administration inflation forecast is slightly below that
range.

The CBO economic outlook under current policy, without the fiscal
stimulus proposals, includes a slowdown of economic expansion during 1978,
and sluggish development from the end of 1978 to the end of 979,
Unemployment, under current policy, therefore, is expected to be only
slightly lower at the end of 1978 than the unemployment rates recorded in
recent months, and to remain essentially unchanged or edge up slightly
between 1978:4 and 1979:4. In the early months of 1978, expansion in real
GNP is apt to be fairly strong because of expected inventory accumulation.
But that source of strength is short-lived and more fundamental forces are
likely to slow the pace of the expansion.

One of the reasons behind the expected slowing in the economy is
that fiscal policy under current legislation becomes more restrictive because
of scheduled increases in social security taxes and the effect of inflation on
the progressive income tax structure, which causes effective income tax
rates to increase significantly.

2/ The impacts of the Administration's energy proposals wers analyzed
in the Congressional Budget Office report, President Carter's Energy
Proposals: A Perspective, Staff Working Paper, June 1977,

3/ CBO is currently analyzing the Administration welfare proposals, and
a detailed report is forthcoming.

.5.
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TABLE 2. A COMPARISON OF FORECASTS BY THE ADMINISTRATION
AND CBO WITH ADMINISTRATION FISCAL PROPOSALS

CBO Forecast
Administration With Administration
Forecast Fiscal Policy Proposals

Economic Growth {percent change
constant-dollar GNP)

1977 to 1978 4.7 3.9 to 4.9
1978 to 1979 * 5.8 3.5 t0 4.9
Inflation {percent change
in the implicit price deflator)
1977 to 1978 6.1 3.9 to 6.9
1978 to 1979 6.2 6.3 t0 7.3
Unemployment Rate
{percentage points)
1978 (4th quarter) 6.2 6.0 to 6.6
1979 (4th quarter) 5.8 5.7 to 6.3

SOURCES: The Budget of the United States Government, Fiscal Year 1979,
p. 31, and the Congressional Budget Office,

In addition, an analysis of the major components of demand do not
suggest a strong case for rapid expansion after mid-1978. Consumption--a
major component of demand--seems unlikely to increase as a share of
personal income, since the saving rate is already low by historical standards.
Single housing starts are already high and some potential weakness in that
sector may develop in late 1978 and 1979 as interest rates rise and funds
become less plentiful in the housing market. At this time, survey data
suggest that investment will show only moderate increases during 1973,
Moreover, the surplus in the budgets of state and local governments and the
deficit in the U.S, foreign trade sector act as substantial drags on purchasing
power in the economy.

Economic forecasts, such as those of the Administration and CBO,
are based on a number of critical assumptions. The CBO forecast assumes
that growth in the broadly defined money supply (M2) will be near the upper
end of the 6.5 to 9.0 percent target range announced by the Federal Reserve



Board. In addition, it assumes that retail food prices will increase
approximately 3 percent per year. If these assumptions are not accurate,
the forecast may be inaccurate as well,

FISCAL IMPACTS OF ADMINISTRATION PROPQSALS

The CBO estimates of the economic impact of the Administration’s
fiscal proposals for the 1979 budget are summarized in Table 3. The changes
in taxes are estimated to raise real GNP by approximately 0.5 to
0.7 percentage points by 1979:4, compared with the baseline under current
policy; the changes in spending are expected to add another 0.3 to 0.5
percent to real GNP. Altogether, the stimulus to the economy would
increase real GNP by an estimated 0.8 to 1.l percent and lower
unemployment by 0.2 to 0.4 percentage points. In addition, the
Administration’s fiscal program would add about 0.9 to LI percentage points
to the price level by 1979:4. The increase in the price level would result
primarily from the proposed excise taxes on energy usage.

These estimates of the impact of the Administration fiscal program
are applicable to economic conditions expected to prevail in 1978 and 1979,
and they are significantly affected by monetary policy. Specifically, the
estimates are based on the assumption that monetary authorities provide
banks with sufficient reserves to avoid stringent credit conditions. [f
monetary policy were more accomodative, say, by causing interest rates not
to rise, the fiscal stimulus would be more powerful. If the path of money
growth were to be kept unchanged, however, the impact of the fiscal
stimulus could be less than shown in the table.

Changes in fiscal measures have quite different impacts on the
economy, depending on the particular type of change and the state of the
economy. For example, the proposed increases in government purchases are
likely to have a larger impact on output and employment than an equal loss
in a revenue from the proposed reductions in individual income taxes, if such
increases are actually implemented. However, it sometimes takes longer to
increase spending program levels, resulting in a shortfall between actual and
anticipated outlays. A predominant view on the timing of impacts is that
changes in business taxes--such as the tax cuts for business proposed by the
Administration--operate with longer lags than changes in individual taxes or
changes in government purchases. Further, the proposed change in the
investment tax credit probably has a larger impact on business investment
per dollar than the change in the corporate income tax rate. In addition, tax
cuts that lower costs--such as the proposed reduction in the unemployment
insurance tax, the elimination of the federal telephone excise tax, and the
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tax subsidies for investment--are likely to reduce inflationary pressures
compared with reductions in individual income taxes or increases in
government purchases. 4/

TABLE 3. CBO ESTIMATES OF THE ECONOMIC IMPACT OF
ADMINISTRATION FISCAL POLICY PROPOSALS, BY THE
FOURTH QUARTER OF 1979 a/

Impact on Real GNP (percent)

Tax changes 0.5 to 0.7
Spending changes 0.3 to 0.5
Total 0.8 to 1.1
Impact of Fiscal Program

on Unemployment Rate -0.2 to-0.4
Impact of Fiscal Program

on Price Level (percent) 0.9 to 1.1

a/ Relative to current policy baseline.

LONGER-RUN CONSIDERATIONS

It is also important to consider the implications of proposed changes
in the budget over a longer period of time. Projections of the impact of
fiscal proposals under fairly rigid assumptions about the path of the private
economy, provided by the Administration, suggest that the budget proposals
made in the 1979 budget would reduce revenues by $33 billion in 1983, and
increase expenditures by $37 billion.

It is important to bear in mind, however, that the future course of the
economy and the budget are interrelated. In particular the expected growth
in revenues depend heavily on the strength in the private economy, and in
turn, the strength of the economy depends, in part, on the budget.

On the basis of past experience with the strength of private demands
since World War 1, it seems likely that substantial additional stimulus will

4/ For a more detailed discussion of the economic impacts of different
fiscal measures see the forthcoming Congressional Budget Office
report, Understanding Fiscal Policy.




be needed after 1979 to offset the inertia exerted on the economy by the
tendency for current pelicy revenues to increase faster than current policy
expenditures {see Chapter V).

At this time, the longer-run projections to 1983 by the Administration
seem quite optimistic on the inflation front, given the rapid economic
growth assumed. The budget projects an inflation rate decrease by
approximately one-half percentage point per year after 1979, while the
unemployment rate is falling to 4.0 percent toward the end of 1983,

The Administration has proposed a program of voluntary wage-price
guidelines for the private sector, but it is too early at this stage to assess
the impact of this proposal on the underlying rate of inflation in the
economy.
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CHAPTER II FEDERAL REVENUES

The President's tax reduction and reform proposals would reduce
taxes by substantial amounts over the next five years. Without additional
cuts beyond those proposed by the President, however, total federal receipts .
as a percentage of the gross national product (GNP) are likely to exceed the
21 percent limit the President has set as a goal in the 1981-1983 period.

The tax cuts the President has proposed will be sufficient to offset
the aggregate eifects of higher social security taxes and inflation-induced
increases in individual income taxes in 1979 and 1980. Starting around 1981,
however, already scheduled social security tax increases and higher taxes
resulting from inflation will more than offset the cuts the President has
proposed. For many individual taxpayers with incomes above $20,000, higher
social security and inflation taxes will begin to offset the Carter cuts even
before 198L.

»

THE PRESIDENT'S TAX PROPOSALS

As shown in Table &, President Carter's tax proposals would reduce
taxes in 1979 by $25 biltion, and would reduce 1983 taxes by nearly $35
billion. The net tax cut for individuals in 1979 would be $18.3 billion ($22.5
billion in tax reductions offset by $4.2 billion in revenue-raising reforms),
and the net tax cut for corporations would be $5.1 billion {$6.3 billion in
reductions offset by $1.1 bitlion in reforms). In addition, telephone excise
and unemployment insurance taxes would be reduced by $1.6 billion. 1/

The President's tax proposals, with their calendar 1979 and 1983
revenue impacts, are shown in Table 5. Note that these calendar year
numbers are somewhat different from the fiscal year numbers shown in
Table 4.

1/ Tax liabilities for calendar year 1979 (the first full year of the tax cut)

~  would be somewhat different from the fiscal year 1979 tax collections
shown earlier. On a calendar year liabilities basis, for example, the
total net tax cut for 1979 comes to $24.5 billion rather than the $25
billion cited for fiscal year 1979. In addition, the President's package as
shown in Table 4 does not inciude the effects of permanently extending
some of the temporary tax cuts provided in the Tax Reduction and
Simplification Act of 1977. Extending these cuts would reduce taxes by
another $8.3 billion in fiscal year 1979, and $22.4 billion in fiscal year
1983. These additional tax reductions are already reflected in the
Congressional Budget Office estimates of current policy receipts.
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TABLE 4. SUMMARY OF REVENUE EFFECTS OF INCOME TAX REDUCTIONS,
TAX REFORMS, AND TELEPHONE EXCISE AND UNEMPLOYMENT
INSURANCE TAX REDUCTIONS: BY FISCAL YEARS, IN BILLIONS
OF DOLLARS a/

1979 1930 1981 1982 1983

Individual Income Tax

Tax reductions -22.5 -25.7 -29.2 -33.4 -38.5

Tax reforms 4,2 7.4 3.9 10.6 12.3

Net change -18.3 -18.2 -20.3 -22.8 -26.2
Corporation Income Tax

Tax reductions - 6.3 - 9.4 -11l.1 -11.3 -12.8

Tax reforms 1.1 3.0 4.3 5.0 5.2

Net change - 51 -2.0 -~1.6 ~1.2 - 1.1
Telephone Excise and

Unemployment Insurance

Tax reductions -1.6 -2.0 -1.6 -1.2 -1.1

Total -25.0 -26.6 -28.6 -30.8 -34.9

SOURCE: Department of Treasury.

a/ This table does not include the effects of the President's energy tax
proposals or his proposais for waterway user taxes, airport and airway
user taxes, and other smaller tax items. The totals are therefore ditferent
from those in the receipts tables that appear, in the budget on pages 34,
35, 56, and elsewhere.
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TABLE 5. EFFECT OF THE PRESIDENT'S TAX PROPOSALS ON CALENDAR
YEAR TAX LIABILITY, FOR 1979 AND 1983: IN MILLIONS

OF DOLLARS
1979 1933
General Tax Reductions
$240 credit and reduced tax rates -23,538  -40,110
Iternized Deduction Changes
Repeal gasoline tax deductions 862 1,456
Repeal sales tax deductions 2,477 4,184
Repeal miscellaneous tax deductions . 569 %1
Modify deductions for medical
and casualty expenses 1,909 2,398
Repeal political contributions
deductions : 2 3
Tax Shelters and Other Individual
Tax Preferences
Repeal capital gains alternate tax 140 187
Individual real estate tax shelters 6l 514
Taxation of unemployment benefits 212 214
Tax interest element of annuity contracts 12 80
Minimum tax change 284 380
Taxable bond option (individual) 197 2,218
Limit individual investment tax credits
to 90 percent of tax before credits 52 79
Tax qualified retirement plans and
employee death benefits 32 34
Business Tax Preferences
Corporate real estate shelters 40 335
Corporate family farm accounting 40 7
Bad debt reserves
Commercial banks 227 -
Mutual savings banks and
savings and loans 37 316
Credit unions - 22 171
SOURCE: Department of the Treasury.
. {Continued)
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TABLE 5. (Continued)

1979 1983
Business Tax Preferences (continued) —
Entertainment expenses 1,476 2,107
Taxable bond option {corporations) -15 -150
Phase out DISC over three years 664 1,751
Phase out deferral of tax on foreign
source income 38 897
At risk limitation (corporations) 14 6
Nondiscrimination rule for health and
group term life plans 32 36
Corporate Rate Reductions
Corporate tax rate reductions -2,965 ~10,764
Investment Tax Credit Liberalizations
Increase investment tax credit
limit to 90 percent -882 -205
Extend 10 percent investment tax
credit to structures (corporations) -1,389 -2,268
Extend 10 percent investment tax
credit to structures (individuals) -54 -86
Full investment tax credit for pollution
abatement facilities -93 -144
Total individual -16,783 -26,988
Total corporate ~ 5,704 - 7,905
Subtotal tax reform -22,487 -34,893
Telephone Excise and Unemployment Taxes
Repeal telephone excise tax - 1,200 --
Reduce unemployment payroll tax rate - &0 -1,050
Total 24,537  -35,943

SOURCE: Department of the Treasury.
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EFFECT ON THE SIZE AND DISTRIBUTION OF TAX BURDENS

As shown in Table 6, budget receipts as a percentage of GNP would
increase from 19.4 percent in 1979 to 21.9 percent in 1983 under current
policy. The Carter tax proposals would reduce receipts to 19.3 percent of
GNP in 1979 and 21.4 percent in 1983, but the 1983 receipts would stiil
exceed the 21 percent limit President Carter has set as a goal.

TABLE 6. BUDGET RECEIPTS BY SOURCE: SELECTED FISCAL YEARS 1959-1983

Current Policy a/

President's Proposals

1959 b/ 1969

1979 1583

1959 b/ 1969 1979 1983

Indivic-.al income Taxes

Corporation Income
Taxes

Lacial Insurance Taxes
and Contributions

Excise Taxes

Other

Individual Income Taxes

Corporation Income
Taxes

Social Insurance Taxes
and Contributions

Excise Taxes

Other

7.8 9.7 8.7 10.5 7.3 9.7 2.4 10,0
3.7 4.1 2.8 3.0 3.7 4,1 2,7 2.3
2.5 4.4 6.3 6.7 2.5 G4 6.2 6.6
2,2 1.7 0.8 1.0 2.2 1.7 .l i.2
0.6 1.0 0.9 0.8 0.6 1.0 0.9 0.3
6.7 20.8 19.4 21.9 16,7 20.8 19.3 Z2L.4
Percent of Total Receipts
£6.5 46.5 4.6  47.8 46.5 46.5 43.2 46.8
21.9 19.5 4.4 [3.6 21.9 19.5 14.2 13.0
14.8  21.3  32.2 30.5 14.8 21.3 32,3 3.1
13.% 2.1 4.2 .5 13.% 3.1 5.8 5.4
3.4 4.6 4.5 3.7 3.4 4.6 4.5 3.6
100.0 100.0 1C0.0 100.0 100.0 100.0 100.0 100.0

Total

Percent of GNP

SOURCE: The Budget of the United States Government, Fiscal Year 1979, pp. 33, 35, and

477, unless otherwise specified.

a/ Includes extension of temporary tax reductions provided by the Tax Reduction and

Simplification Act of 1977, except for the countercyclical jobs tax credit.

Also

incudes extension of expiring gasoline and airport and airway taxes.

b/ 1959 numbers as a percent of GNP were taken from Treasury Bulletin, February 1963,
p- 2, and The Budget of the United States Government, Fiscal Year 1972, p. 486. 1939

number as a percent of total receipts were taken from Treasury Bulletin, February

1968, p. 2.
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The composition of budget receipts has changed substantially over the
last 20 years, with an increasingly larger share being accounted for by
payroll taxes, and an increasingly smaller share by corporation income taxes.
Social insurance or payroll taxes accounted for only 4.8 percent of total
receipts in 1959, while under both current policy and the President's
proposals they are expected to account for over 32 percent of total receipts
in 1979. The payroll tax share of total receipts is estimated to decline
slightly between 1979 and 1983 under both current policy and the President's
proposals.

Corporation income taxes accounted for 21.9 percent of total
receipts in 1959. By 1979, however, they are expected to account for only a
little more than 14 percent of total receipts under both current policy and
the President's proposals. The corporate income tax share is estimated to
fall even further by 1983, to 13.6 percent under current policy and 13.0
percent under the Carter proposals.

The individual income tax share of total receipts is estimated to
increase from 1979 to 1983 under both current policy and the President's
proposals, largely because of the impact of inflation under the progressive
individual income tax system. The individual income tax share is estimated
to be somewhat smaller in fiscal year 1983 under the Carter proposals,
however, increasing to 4#6.8 percent compared to 47.8 percent under current
policy.

Effect on Individual Tax Burdens

President Carter's tax reduction and reform proposals would result in
a net tax reduction for most individual taxpayers with incomes below
$100,000, but the overwhelming bulk of the reductions (94 percent) would be
concentrated on taxpayers with incomes below $30,000. The distribution of
the net tax reduction under the President's proposals is shown in Table 7. As
indicated there, 75 percent of the net reduction goes to taxpayers with
incomes between $10,000 and $30,000, who make up 43 percent of all
taxpayers and pay 55 percent of current income taxes.

The President's proposals would lower effective tax rates for the
average taxpayer in all income classes below $100,000 a year (see Table 8).
The effective tax rate for those in the $10,000 to $15,000 income class
would drop from 9.0 to 7.6 percent, for exampie, while the effective rate for
those in the $30,000 to $50,000 class would drop from 17.6 to 16.8 percent.
For those in income classes above $5100,000, the average effective tax rate
would increase.
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TABLE 7. DISTRIBUTION OF PRESIDENT'S PROPOSED TAX REDUCTIONS

AND REFORMS BY INCOME CLASS: 1976 LEVELS OF INCOME a/

Expanded Present Percent Amount Percent
Income Number of Percent Law Tax of Total of Tax of Total
Class b/ Returns of Total Liability Tax Reduction Tax

(5000} {Thousands) Returns (Smillions) Liability {$ millions) Reduction

Less than 5 25,474 28.9% 141 0.1% 392 3.4%

" 5-10 20,109 22.9% 8,227 6.1% 1,859 15.9%
10-§5 . . 16,106 13.3% 18,071 13.4% 2,710 23.2%
15-20 11,824 13.4% 23,009 17.0% 2.,861 24.5%
20-30 9,507 11.3% 32,778 24.2% 3,185 27.3%
30-50 3,347 3.83% .22,£-)l7 16.3% 1,046 | 92.0%
50-100 985 1.1% 16,492 12.2% 148 1.3%
100-200 198 0.2% 8,084 6.0% -177 ¢/ -1.5% cf
200 and over 49 0.1% 6,476 4.8% ~362 ¢/ -3.1% ¢/
87,958 100.0 | 135,293 100.0 11,660 100.0

SOURCE: Treasury Department,

a/

¢/

The Treasury Tax Model, upon which this table is based, has not yet been updated to
reflect 1978 income levels. The estimates for each income class are therefore based
on the average incomes, deductions, and credits for all taxpayers in that income
class in 1976. At 1978 income levels, taxpayers would be shifted into higher income
classes, and deductions and credits would generally be higher.

Expanded income is a broader concept than the "adjusted gross income" concept that
appears on income tax returns and that the Treasury has used for tax analysis tables
in previous years, Expanded income includes the untaxed half of capital gains,
percentage depletion in excess of cost, depreciation in excess of straight line, and
other "tax preference" items included in the minimum tax; however, it excludes
investment interest up to the amount of investment income. It therefore comes
closer to “real" total economic income than does the usual adjusted gross income
figure. '

Tax increase.

17

w0 -



BN SRIR

TABLE 8. EFFECTIVE TAX RATES BY INCOME CLASS UNDER THE

PRESIDENT'S TAX REDUCTION AND REFORM PROPOSALS:
1976 LEVELS OF INCOME, a/, IN PERCENTS

Expanded Effective Tax Rate
Income Class b/

(5000) Current President's

Law Proposals

Less than 5 0.2 - 0.4 ¢/
5 -10 5.5 4.3
16~ 15 9.0 7.6
15 - 20 11.2 2.8
20 - 30 13.8 12,5
30 - 50 17.6 16.8
50 - 100 24 .4 24,2
100 - 200 29,5 30.2
200 - over 30.0 31.7
12.4 11.3

SOURCE: Treasury Department

a/

The Treasury Tax Model, upon which this table is based, has not yet
been updated to reflect 1978 income levels. The estimates for each
income class are therefore based on the average incomes, deductions,
and credits for all taxpayers in that income class in 1976, At 1978
income levels, taxpayers would be shifted into higher income classes,
and deductions and credits would generally be higher.

Expanded income is a broader concept than the "adjusted gross income"
concept that appears on income tax returns and that the Treasury has
used for tax analysis tables in previous years. Expanded income
includes the untaxed half of capital gains, percentage depletion in
excess of cost, depreciation in excess of straight-line, and other "tax
preference" items included in the minimum tax; however, it excludes
investment interest up to the amount of investment income. It
therefore comes closer to "real” total economic income than does the
usual adjusted gross income figure.

Tax refunds exceed tax liabilities.
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Tabie 9 shows the average tax change, resulting from the President's
tax reduction and reform proposals, for a family of four in different income
classes. As indicated there, the largest percentage reduction in tax burdens
would go to those with incomes below $15,000, while the largest tax savings
in terms of actual dollars would go to those with incomes between $20,000
and $30,000. i

TAX CUTS, SOCIAL SECURITY TAXES, AND INFLATION

The tax cuts proposed by President Carter (along with the extension
of 1977 tax cuts scheduled to expire in December 1978) would be more than
enough to offset the aggregate effects of higher social security taxes and
inflation-induced increases in individual income taxes in both 1979 and 1930.
Starting in 198l, however, the higher taxes resulting from inflation and
already scheduled social security tax increases are estimated to exceed the
Carter tax cuts by $2.7 billion, and by 1983 these tax increases are
estimated to exceed the tax cuts by $22.7 billion (see Table 10).

President Carter has stated in his budget that the anticipated eifects
of higher social security taxes and inflation-induced income tax increases
"would be another reason to consider further tax reductions" in the 198I-
1983 period.

For many higher-income taxpayers, however, the effects of inflation
and increased socijal security taxes will more than offset the Carter tax cuts
even before 198l. As shown in Table 11, for a family of four with a 1979
income of $30,000, social security and inflation tax increases would exceed
the Carter tax cut by $22% in 1980. For a four-person family with a 1979
income of $40,000, social security tax increases alone would exceed the
Carter tax cut by $43in 1979.

Families with lower incomes would do better under the Carter tax
proposals. For a family of four earning $10,000, social security and inflation
tax increases would not exceed the Carter tax cuts until 1933, and then by
only $80. A family earning $20,000 would come out ahead through 1980, and
would fall behind by only $6 in 1981 and $91 in 1982.

SOME POSSIBLE ALTERNATIVES
The President's tax reduction and reform proposals can obviously be

adjusted in a number of different ways, depending on the desired tax and
fiscal policy goals. In his Tax Message of January 21, however, the
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TABLE 9. AVERAGE TAX CHANGE BY INCOME CLASS (JOINT

RETURN, TWO DEPENDENTS): 1976 LEVELS OF
INCOME a/

Average Average

Expanded Tax Tax
Income Present Under Average Percentage
Class b/ Law Proposal Tax Change  Change
($000) (doHars)  (doltars)  {(dollars) {percent)
Less than 10 9 -79 ¢/ -88 -975.6
10-15 267 589 -278 -32.1
15-20 1,739 1,461 -2738 -16.0
20-30 3,117 2,780 -337 -10.8
30-50 6,287 5,979 -308 -4.9
50-100 16,336 16,088 -2438 -1.5
100-200 40,385 41,087 202 0.5
200 and over 127,666 130,473 2,807 2.2

SOURCE: Treasury Department.

af

The Treasury Tax Model, upon which this table is based, has not yet
been updated to reflect 1978 income levels. The estimates for each
income class are therefore based on the average incomes, deductions,
and credits for all taxpayers in that income class in 1976. At [978
income levels, taxpayers would be shifted into higher income classes,
and deductions and credits would generally be higher.

Expanded income is a broader concept than the "adjusted gross income”
concept that appears on income tax returns and that the Treasury has
used for tax analysis tables in previous years. Expanded income
-includes the untaxed half of capital gains, percentage depletion in
excess of cost, depreciation in excess of straight line, and other "tax
preference" items included in the minimum tax; however, it excludes
investment interest up to the amount of investment income. It
therefore comes closer to "real" total economic income than does the
usual adjusted gross income figure,.

Tax refund.
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TABLE 10. IMPACT OF POTENTIAL TAX CHANGES: 1978-1983

1978 1979 1980 1981 1982 1983

New Tax Proposals in
Carter Budget:

Individual -1.7 -23.9 -26.5 -29,3 -33.5 -39.6
Corporate -0.6 -64 -86 -96 -938 -10.6
Excises a/ 1.8 6.8 12.1 15.3 17.1 19.4
Other Items - =08 -03 .02 -16 -1.8
Subtotal -0.5 -24.,3 -23,3 -23.7 -27.8 -32.6

Extension of Provisions Pre-

viously Scheduled to Expire:
Individual - =7.2 -12.8 -13.5 -i4.8 -15.6
Corporate - -1.1 -26 -42 -64 -6.8
Excises - - 4.5 5.7 5.9 6.2
Subtotal ~ -83 -169 -12.0 -15.3 -l6.2

1977 Social Security Changes

(Public Law 95-216) b/ - 3.4 2.3 16.4 23.5 26.5

Increase in Individual Tax

Burdens because of Infla-

tion ¢/ - 6.0 14.0 22.0 33.0 45.0

Total Change in Burden

Expected by Stated Year -0.5 -23.2 -ll.4 2.7 13.4 22.7

a/ New excise taxes consist mainly of energy items still pending in
conference. These collections will be largely rebated, so the fiscal
effect of the energy program will be small.

b/ Includes both employer and employee share.

c/ These CBO estimates reflect the added tax burden for individuals,
resulting from graduated taxation of inflation-caused income growth.
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President warned against increasing the net tax cut by reducing or
eliminating the revenue-raising reforms he has proposed, saying:

[Tlhe full cuts in personal and corporate tax rates which I
recommend would not be desirable in the absence of
significant reform . . . . [Fliscal prudence will require
significantly reduced tax cuts for Jow- and middle-income
taxpayers if we cannot help finance the reductions I have
proposed through enactment of these revenue-raising reforms.

There has also been some discussion of an earlier effective date for
the tax cuts. The proposed individual and corporate tax cuts are not
scheduled to go into effect until October 1, 1978, the start of the 1979 fiscal
year. [f they were to be put into effect earlier, it would be necessary to
pass a Third Concurrent Resolution on the Budget for Fiscal Year 1978 to
accommodate the additional revenue loss. (Although the proposed changes
in the investrment tax credit would apply to investments made after January
1, 1978, this change is not expected to have any effect on fiscal 1978 tax
collections.)

CBO's forthcoming economic report 2/ discusses as one fiscal
stimulus option a $15 billion tax cut starting July 1, 1978. This earlier tax
cut is estimated to result in a small additional reduction in unemployment by
the end of calendar year 1978. This option has less stimulative effect in
1979, however, than other options that provide a larger $25 billion tax cut
starting on October 1. This change in policy from the second concurrent
resolution probably would be justified only if there were a pressing need for
additional stimulus in the latter part of calendar 1978.

2/ See the forthcoming Congressional Budget Office Economic Report,
Sustaining Economic Expansion.
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TABLE 11. CHANGES IN INDIVIDUAL TAX BURDENS FOR

SELECTED REAL INCOMES RESULTING FROM CARTER
TAX PROPOSALS, SOCIAL SECURITY TAX INCREASES,
AND INFLATION {FOUR PERSON, ONE-EARNER
FAMILIES): IN 1979 DOLLARS

1979 1980 1981 1982 1933

$10,000 .
Equivalent income a/ 10,000 10,560 11,151 11,776 12,435
Tax reductions bécause of
Carter proposals -312 -313 -320 -320 -320
Increase in tax burden
because of inflation b/ -~ 77 164 254 350
1977 social security
changes c/ 8 8 39 47 50

Net Effect -304 -228 -117 -19 80
$20,000
Equivalent income 9._/ 20,000 21,120 22,303 23,552 24,871
Tax reduction because of
Carter proposals -270 -280 -289 -300 -316
Increase in tax burden
because of inflation b/ - 94 192 297 411
1977 social security
changes ¢/ 83 60 103 % 99
Net Effect -187 -126 6 91 194
{Continued)
g_/ 1979 incomes are increased by an assumed 5.6 percent annual rate of

inflation.

Liabilities under 1977 tax law are at the same average tax rate as would
be imposed on the equivalent real income in 1979, This result could be
achieved by adjusting all individual credits, deductions, and bracket
coundaries in proportion to the change in prices reflected. Increased
tax burdens result from graduated taxation of inflation-caused increases
in income.

Employee share only.
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TABLE 11. (Continued)

1979 1980 1981 1982 1983

$30,000
Equivalent income a/ 30,000 31,680 33,454 35,328 37,306
Tax reduction because of
Carter proposals -322 -306 -289 -269 -247
Increase in tax burden
because of inflation b/ - 177 364 569 838
1977 social security
changes ¢/ 260 353 595 658 706
Net effect -62 224 670 958 1,297
$40,000
Equivalent income a/ 40,000 42,240 44,605 47,103 49,471
Tax reductions because of
Carter proposals -218 -186 -158 -116 -263
Increase in tax burden
because of inflation b/ - 284 589 99 1,530
1977 social security
changes ¢/ 261 353 595 658 706
Net effect 43 451 1,026 1,4%91 1,973
a/ 1979 incomes are increased by an assumed 5.6 percent annual rate of

inftation.

Liabilities under 1977 tax law are at the same average tax rate as would
be imposed on the equivalent real income in 1979, This result could be
achieved by adjusting all individual credits, deductions, and bracket
coundaries in proportion to the change in prices reflected. Increased

tax burdens result from graduated taxation of inflation-caused increases
in income.

Employee share only.
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CHAPTER IIL FEDERAL SPENDING

The budget proposed by the President for fiscal year 1979 essentially
represents a continuation of present spending policy. Most of the spending
increases are mandated by law or actions already taken by the Congress.
There are few new spending initiatives. The level of federal spending
relative to the size of the total economy would be reduced slightly,
consistent with the President's stated goal.

The President's budget estimates total outlays for 1979 at $500.2
billion. This is 9 percent above the $4538 billion outlay level specified in the
Second Concurrent Resolution on the Budget for Fiscal Year 1978,
However, it is only a little more than | percent above the estimated current
policy outlay level of 5494 billion for 1979--a level that assumes spending
policies embodied in the second resolution are extended one year, with
allowance for inflation, economic growth, and demographic change.

As shown in Table 12, the growth in total budget authority would be
greater in the President's budget than the growth in outlays. The budget
requests total budget authority of $568.2 billion for 1979, about 13 percent
above the level specified for 1978 in the second budget resolution, and over
4 percent above the estimated 1979 current policy level. This represents a
sharp acceleration of growth in budget authority. The 1978 estimates of
total budget authority are only 8 percent above the actual 1977 level,
largely because of the growth in permanent authority for such programs as
social security and interest on the public debt. For 1979, the President’s
budget proposes a 12 percent increase in budget authority made available
through appropriations actions, compared to only a 3 percent growth in such
authority between 1977 and 1978. A large part of this increase is to provide
financing for programs after 1979.

This chapter evaluates the Administration's spending estimates and
provides a summary discussion of the President's spending proposals for
fiscal year 1979. Chapter 1V provides further details of the President's
spending proposals, within each major functional category, representing
national needs. Chapter V discusses the outlook for the federal budgets for
1980 to 1983.
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TABLE 12. TOTAL FEDERAL SPENDING: BY FISCAL YEARS, IN
BILLIONS OF DOLLARS

1978 Estimates 1979 Current

1977 Policy/Services 1979
Actual Second President's CBO President's Request
Resolution Estimate Estimate Estimate
Budget  ,¢5.2  500.1 502.9 544.3 538.3 568.2
Authority * * :
Qutlays 401.9  4583.25 462.2 4940 492.4 500.2

ACCURACY OF SPENDING ESTIMATES

The Administration's estimate of total outlays for fiscal year 1979
appears to be reasonable in light of past trends. The Administration's
estimate of fiscal year 1978 outlays, however, appears to be too high, thus
continuing the trend of the past two years, when outlays estimated by the
President's budget have been considerably higher than actual outlays.

Qutlays have been misestimated for a variety of reasons, including
errors in the underlying economic assumptions and unpredictable changes in
credit market conditions. The major source for misestimates of outlays,
which are widespread throughout the budget, is a pervasive and persistent
upward bias in agency estimates. This may result from a combination of the
natural optimism of agencies about their abilities to implement programs
and the conservative tendency of program managers to husband their
resources through most of the year to meet unanticipated needs or to avoid
overspending appropriations.

Both the Office of Management and Budget (OMB) and the Con-
gressional Budget Office (CBO) have taken steps to improve the accuracy of
their outlay estimates. 1/ The need for accurate outlay estimates has

1/ For further details, see Office of Management and Budget, Overview of
the Current "State-of-the-Art" of Federal Outlay Estimating, Technical
Statf Paper, December 15, 1977, and Congressional Budget Office,
Estimates of Federal Budget Outlays, Staff Working Paper, January
1978.
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increased with the enactment of the Congressional Budget Act of 1974,
Under this act, the Congress each year adopts binding limits on spending and
revenue legislation. The Congress is prohibited from considering any
legislation that would cause the spending total specified in the second or
subsequent budget resolution to be exceeded. Overestimates of outlays
could prevent the Congress from taking action on desirable spending items
because the Congressionally adopted outlay ceilings might be violated. Also,
the suspicion that outlays have been overestimated could lead some
Members of Congress to propose "spending the shortfall,” thus undermining
the budgetary control discipline intended by the resolutions.

1978 Estimates

The President's 1979 budget estimates that outlays in fiscal year 1978
will total $462.2 billion, or $4 billion above the level specified by the second
budget resolution. The President's estimate assumes that outlays would
increase by 15 percent over the 1977 level, a rate of increase achieved only
once in the last 10 years. The second budget resolution for 1978 implies a
growth of 14 percent for total outlays, which is also high by historical
standards. During the past 10 years, federal outlays have grown at an
average annual rate of slightly below 10 percent.

It is likely that the Administration has overestimated outlays for
fiscal year 1978. The latest CBO scorekeeping estimate of the current level
of 1978 outlays, assuming enactment of the pending supplemental appro-
priations bill (H. R. 9375), is $455 billion. 2/ The concensus view of the
major New York banking and investment firms is that 1978 outlays will be
near $450 billion. These firms monitor federal spending on a daily, monthly,
and annual basis to guide their purchases and sales of government securities.
In recent years, the federal spending estimates by these firms have been
more accurate than the OMB estimates. The Conference Board's latest
estimates for fiscal year 1978 budget outlays are in the $450 to $455 billion
range. 3/

Actual spending during the first quarter of fiscal year 1978 was
$113.3 billion, or 14.5 percent above the rate for the comparable three-
month period in fiscal year 1977. This relatively high rate of spending

2/ Congressional Budget Office, 1978 Congressional Budget Scorekeeping
Report No. 5, as of December 13, 1977, end of session,

3/ The Conference Board, The Federal Budget: Its Impact on the
Economy, No. 3 Fiscal 1978, November 1977.
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occurred primarily because of an acceleration of outlays by the Commodity
Credit Corporation (CCC), Other budget outlays in the first quarter of 1978
were 12.1 percent above the level in the first quarter of 1977, I this rate
continues and the CCC outlays do not rise above the Administration's
estimate for the year, 1978 outlays would total $45% billion.

Thus, assuming no new major policy initiatives that would change the
spending assumptions of the second resolution, it seems highly unlikely that
1978 budget outlays could be as high as the level specified in the second
resolution or estimated in the President's 1979 budget. Rather, total outlays
for fiscal year 1978 will probably be $3 to $8 billion lower than the $458
biftion resolution fevel, and 57 to $12 billion below the Administration's
latest estimate,

The Congress may, however, have problems adhering to the budget
authority ceiling specified in the second resolution for fiscal year 1978.
Assuming enactment of H.R. 9375, the current level of budget authority is
estimated by CBO to be 5491 billion, about $9 billion less than the $500
billion level specified by the second budget resolution. The CBQ estimate
includes provision for the October 1, 1977, payraises (with no absorption) and
supplemental appropriations for several entitiement programs.  This
estimate will be revised during the next month to incorporate new
information provided in the President's 1979 budget.

It is highly likely that the CBO estimate of 1978 budget authority will
be raised by several billions of dollars, reflecting reestimates of spending
under permanent authority, such as higher than assumed foreign military
sales and CCC authority to spend public debt receipts. This upward revision
in the estimated current level of budget authority for 1978 will reduce the
room available for certain items assumed in the second budget resolution,
such as forward funding of CETA public service employment programs ($3.8
billion} and new energy spending initiatives {(about $3 billicn). Other upward
pressures on the 1978 budget authority level include the Administration's
request of $543 million in budget authority and outlays to settle states' prior
year claims under Title XX of the Social Security Act, and the Adminis-
tration's proposal to participate in the Supplemental Financing Facility of
the International Monetary Fund (the U.S. share is about $1.7 billion, but the
Administration is requesting only $200 million in budget authority to cover
the contingency of an exchange loss). 4/

4/ See Chapter IV for further details.
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1979 Estimates

The President's budget estimate of $500.2 billion for total outlays in
fiscal year 1979 appears to be realistic in light of historical spending
patterns. Assuming that 1978 outlays will be in the $450 to $455 billion
range, the Administration’s estimate for 1979 implies a growth of 10 to 11
percent, which is in line with growth rates of federal spending during recent
years.

The Congressional Budget Office will review carefully the Adminis-
tration's spending estimates for 1979 and will provide the Appropriations and
Budget Committees with independent estimates where appropriate,

SPENDING TRENDS

During the past 10 years, federal outlays increased from $158 billion
in fiscal year 1967 to $402 billion in fiscal year 1977. As stated above, this
represents an average annual increase of slightly less than 10 percent. The
President's budget essentially would continue this rate of increase for fiscal
year 1979, correcting for the Administration's probable overestimate of
outlays in fiscal year 1978.

Real Growth

A large portion of the past growth in federal spending has been
attributable to the effects of inflation. Therefore, it is useful to set aside
these effects in analyzing budget trends. Measured in constant dellars, the
recent growth in federal spending has been significantly less than when
calculated in current prices. As shown in Table 13, total budget outlays in
real terms increased by only 28 percent between 1967 and 1977. When
measured in current prices, total budget outlays increased by 154 percent
during this period.

The annual real growth in federal spending has averaged 2.5 percent
during the past 10 years. Correcting for the probable Administration
overestimate of 1978 outlays, the President's budget for 1379 essentially
would continue the recent trend of real growth in federal spending.

Spending Relative to GNP
Another way to examine federal spending trends is to compare budget

outlays to the gross national product (GNP), the most widely used measure
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TABLE 13. GROWTH IN BUDGET OUTLAYS: BY FISCAL YEAR

1978 Estimate 1979

1967 1974 1977
CBO oOMB Request

Total Budget Outlays

(in billions of dollars)
In current prices 158 270 402 455 462 560
In constant (1972) prices 212 232 272 288 293 297

Ratio of Federal Spending

to GNP (in percents)
In current prices 20.4 19.8 21.9 22.
In constant (1972) prices 21.3 18.9 20.6 20.

SOURCE: The Budget of the United States Government, Fiscal Year 1979,
and the Congressional Budget Office.

of the size of the economy. During the past 10 years, federal spending has
increased at a somewhat faster rate than the total economy. Consequently,
total budget outlays as a percent of GNP rose from 20.4 percent in fiscal
year 1967 to 21.9 percent in fiscal year 1977,

Most of the increase in this ratio occurred in fiscal year 1975, largely
as a result of the 1974-1975 recession. The effect of the recession was to
raise federal spending (for such programs as unemployment compensation,
food stamps, public service jobs, and welfare payments) and to lower GNP
from what it would have been under a higher employment economy. Federal
spending has continued at fairly high levels relative to GNP since fiscal year
1975, as part of the government's efforts to stimulate the economy.

The President's budget for 1979 would have the effect of holding
federal spending to about the same level relative to GNP--22 percent--as

occurred in 1977. The President has stated that his goal is to eventually
limit federal spending to 21 percent of GNP.

Spending Mix

The major trend in the mix of federal spending during the past 10
years has been the rapid increase in the share of the budget allocated to
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payments for individuals--such as social security, medicare and medicaid,
veterans' benefits, food stamps, and public assistance. As the same time,
the share of the budget allocated to national deiense has fallen markedly.
Table 14 shows three measures of the change in budget composition between
1967 and 1977 and the effect of the President's estimates for 1978 and 1979.

The President's budget would halt the decline in the relative share of
the budget allocated to national defense and reduce slightly the share
allocated to payments for individuals. There would be little change in the
relative shares of the budget between 1978 and 1979. National defense -
spending in fiscal year 1979 is estimated by the Administration to be $118
billion, or slightly less than 24 percent of total budget outlays, which is
almost the same proportion as in fiscal year 1977. This would provide for
some real growth in defense spending for the third year in a row. Prior to
1976, defense spending in real terms dropped by 35 percent over an eight-
year period. The share of total outlays allocated to payments for individuals
is expected to decline from 45 percent of total outlays in 1977 to 43 percent
in 1979, largely as a result of reduced spending for unemployment
compensation.

CHANGES FROM CURRENT POLICY

In analyzing the President's spending proposals for fiscal year 1979, it
is useful to compare the budget to estimates of federal spending if current
policies were simply continued.

Special Analysis A of the 1979 budget provides the Administration's
estimates of the cost of current spending policies in 1979. The Con-
gressional Budget Office has also published estimates of 1979 spending, as
implied by the policies assumed for the second budget resolution for 1978. 5/
Although CBO and OMB used somewhat different assumptions about the
economy, the effects of inflation, and the treatment of pending legislation
(such as medicare and medicaid cost controls), the estimates of total current
policy spending for 1979 are quite similar. The difference between the two
estimates for total outlays, for example, is only three-tenths of 1 percent.
The differences are greater, however, for many functional categories of
spending. Tables 15 and 16 provide a comparison of the President's 1979
budget proposals with the OMB and CBO estimates of current services or
current policy spending by major functional categories.

5/ See Congressional Budget Office, Five-Year Budget Projections: Fiscal
Years 1979-1983, December 1977,
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TABLE 14. COMPOSITION OF BUDGET OUTLAYS: BY FISCAL YEARS

1978 1979
1567 1974 1577 Estimate Estimate

In Billions of Dollars

National Defense 68.2 77.8 97.5 107 .6 117.8
Payments for Individuals 40.1 11i.1 181.7 196.9 214.5
Net Interest 10.3 21.5 30.0 35.2 39.9
All Other 39.7 59.3 92.7 122.4 128.0

Total 158.3 269.6 401.9 462.2 500.2
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National Defense 43.1 28.8 24.3 23.3 23.6
Payments for Individuals 25.3 41.2 45.2 42.6 42.9
Net Interest 6.5 8.0 7.5 7.6 8.0
All Other 25.1 22.0 23.1 26.5 25.6

Total 100.0 100.0 100.0 100.0 100.0

As a Percentage of GNP

National Defense 8.8 5.7 5.3 5.3 5.2
Payments for Individuals 5.2 8.2 9.9 9.6 9.4
Net Interest 1.3 1.6 1.6 1.7 1.8
All Other 2.1 4.3 5.0 6.0 5.6

Total 20.4 19.8 21.9 22.6 22.0

SOURCE: The Budget of the United States Government, Fiscal Year 1979,
Table 20.
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TABLE 15. CURRENT POLICY/SERVICES ESTIMATES AND THE
PRESIDENT'S BUDGET PROPOSALS FOR FISCAL YEAR 1979
BUDGET AUTHORITY: BY FUNCTION, IN BILLIONS OF
DOLLARS

Current
Policy/Services President's
Request
CBO OMB
National Defense 127.0 126.4 128.4
International Affairs 2.6 11.5 13.8
General Science, Space,
and Technology 2.2 3.2 3.2
Energy 8.1 6.9 9.5
Natural Resources and Environment 13.5 12,2 12.7
Agriculture 5.1 6.6 7.2
Commerce and Housing Credit 5.5 6.5 6.6
Transportation 15.5 15.5 18.6
Community and Regional Development 9.4 7.2 7.7
Education, Training, Employment,
and Social Services 27.3 29.1 33.6
Health 52.0 52.1 52.6
Income Security 197.8 189.2 190.9
Veterans' Benefits and Services 21.0 18.6 19.1
Administration of Justice 4.0 3.9 4.1
General Government 3.9 4.2 4.4
General Purpose Fiscal Assistance 9.4 9.5 l6.6
Interest 46.6 43.7 49.0
Allowances 1.3 1.2 4.2
Undistributed Offsetting Receipts -18.1 -16.0 -16.0
Total 544.1 538.3 568.2
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TABLE 16. CURRENT POLICY/SERVICES ESTIMATES AND THE
PRESIDENT'S BUDGET PROPOSALS FOR FISCAL YEAR 1979
OUTLAYS: BY FUNCTION, IN BILLIONS OF DOLLARS

Current
Policy/Services President's
Request
CBO OMB
National Defense 118.3 116.8 117.8
International Affairs 7.2 7.4 7.7
General Science, Space,
and Technology ’-1 2.1 >-1
Energy 8.7 7.6 9.6
Natural Resources and Environment 13.2 12.0 12.2
Agriculture 7.0 3.5 3.4
Commerce and Housing Credit 3.7 3.1 3.0
Transportation 17.1 17.1 17.4
Community and Regional Development 16.1 8.5 8.7
Education, Training, Employment,
and Social Services 27.3 25.4 30.4
Health 47.7 50.3 49.7
Income Security 160.2 159.2 160.0
Veterans' Benefits and Services 20.7 18.9 19.3
Administration of Justice 4.0 4.1 4.2
General Government 3.9 4.2 4.3
General Purpose Fiscal Assistance 9.4 9.5 9.6
Interest 46.6 48.7 49.0
Allowances 1.4 1.1 2.8
Undistributed Offsetting Receipts -13.1 -16.0 -16.0
Total 494.0 492.4 500.2
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The bulk of the proposed increase in federal spending in fiscal year
1979 over the current year is mandated by existing law, such as social
security benefits, or is the result of budget decisions already made by the
Congress, such as appropriations for defense procurement. Most of the
remaining portion of the proposed increase is to maintain the real purchasing
power of government purchases of goods and services. Table 17 provides
details on the CBO and OMB estimates of increases in outlays between 1978
and 1979.

TABLE 17. ESTIMATED INCREASES IN FEDERAL OUTLAYS UNDER
CURRENT POLICY FOR FISCAL YEAR 1979: BY MAIOR
PROGR AM, IN BILLIONS OF DOLLARS

CBO OMB
Estimate Estimate

Increases Mandated under Existing Law

Social security i0 11
Medicare and medicaid 5 6
Pay increases for federal employees 4 4
Net interest 4 4
Public assistance and other income supplements 3 af
Retired military pay and civil service retirement 2 2
Defense purchases 2 3
Farm price supports -1 -3
SBA disaster loans a/ -1
Farmers Home Administration lending activities a/ -1
All other spending (net) 6 5
Subtotal 35 30
Further Adjustments for Inflation
Maintain 1978 level of defense purchases 2. 2
Maintain 1978 level of grants and other 3 2
federal purchases
Cost-of-living increase for veterans' benefits 1 1
Subtotal 6 3
Total 41 35

5/. $500 million or less.
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The CBO and OMB estimates of increased spending in 1979 mandated
under existing law and fully adjusted for inflation are very similar except for
farm price supports, public assistance and other income supplements (such as
food stamps and supplemental security income), Small Business Adminis-
tration disaster loans, and the Farmers Home Administration lending
activities.

The net effect of the new legislation (excluding extensions of existing
legislation) proposed in the President's budget would be to add less than $1
billion on a net basis to budget outlays in 1979. The new legislative
proposals, however, would add flz billion in budget authority in 1979. The
major increase (37 billion) is to provide interest subsidies of 35 to 40 percent
to states and localities for the issuance of taxable bonds instead of tax
exempt securities. Legislation is also proposed to contain medicare and
medicaid hospital costs and to reduce certain security benefits. This would
reduce 1979 outlays by $1.3 billion and, according to OMB estimates, lower
federal spending by 312 billion in 1983, OQutlays for other legislative
proposals would rise from $1.6 billion in 1979 to $16.6 billion in 1983.
Table 18 lists the new legislative proposals included in the President's budget
that would affect 1979 spending.

TABLE 18. PRINCIPAL NEW LEGISLATIVE PROPOSALS INCLUDED IN
THE PRESIDENT'S 1979 BUDGET: BY FUNCTION, IN
MILLIONS OF DOLLARS a/

Budget

Authority Outlays

National Defense

Wage-board reform -136 -135

Retired military personnel and other legislation 69 69

Strategic stockpile sales -177 -177
Energy

Automobile fuel-efficiency tax refunds 500 500

Uranium enrichment charges -163 -163
Natural Resources and Environment

Oil pollution liability and compensation fund 180 50
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a/ Changes from OMB estimates of the current services level in fiscal year
1979.

(Continued)

36



TABLE 18. {Continued)

Budget
Authority Outlays
Agriculture
Price support and related programs 478 -
Transportation
Highway grant programs 351 --
Urban mass transit program 2,426 --
Education, Training, Employment,
and Social Services
New authorities under Title I of ESEA 400 28
Impacted school aid -76 -38
Child welfare services &5 64
Health
Medicare and medicaid cost containment -95 -724
Adolescent health services and pregnancy 60 20
prevention '
Income Security
Social security benefit reductions 15 -644
Unemployment tax rate reduction -200 --
Crude oil equalization tax refund 1,333 1,333
School lunch and other nutrition programs -217 -216
Operating subsidy for financially troubled 74 52
FHA projects
Veterans' Benefits and Services
Compensation cost-of-living and 421 395
pension improvements
Readjustment benefits -100 -100
Medical care insurance reimbursement -142 -142
General Purpose Fiscal Assistance
Taxable municipal bond option 7,094 99
Mineral impact loan assistance 40 40
Allowances
Wage-board reform -47 -45
Total 12,373 246

The President's budget requests an increase of $17.4 biliion in budget
authority above the OMB estimated current services level for fiscal year
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1979 under existing legislative authority. This would add an estimated $7.5
billion in outlays in 1979, Some of the major proposals included in the
President's request are:

o increased spending for defense programs, emphasizing further
modernization and expansion of U.S. military capabilities, par-
ticularly for U.S, NATO efforts;

o increases for foreign economic assistance programs;

o substantial increases for the strategic petroleum reserve and
energy conservation programs;

o forward funding of 1980 programs for impacted school aid,
vocational rehabilitation, and human development for the aged;

o deletion of emergency farm disaster loans under the Small
Business Act;

0 no new starts or cancellations for water resources projects; and

o continued funding for 725,000 public service jobs, and a new
private sector jobs initiative.

Table 19 provides a summary of the proposed 1979 increases above current
services levels, by major function. Further details on the President’s
proposals are provided in Chapter 1V of this report.

Major New Social initiatives

The Administration expects to submit legislation for national health
insurance during this year. However, since this legislation will not affect
federal spending before 1981, no funding is provided in the 1979 budget for
this major new Initiative,

The Administration is aiso planning to submit proposals in the early
spring on a major new urban revitalization initiative. No specific funds are
included in the 1979 budget for this initiative, although the budget does
provide for an increase in funds for various programs that aid urban areas.
Also, the allowance for contingencies in the 1979 budget is larger than for
previous years,

The budget assumes that the President’s welfare reform proposal will
be enacted this year, and provides $200 million in start-up funds in fiscal
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TABLE 19. PROPOSED CHANGES FROM CURRENT 3SERVICES FOR
FISCAL YEAR 1979 UNDER EXISTING LEGISLATIVE
AUTHORITY: BY FUNCTION, IN MILLIONS OF DOLLARS

Budget

Authority Outlays
National Defense
Department of Defense--Military 1,954 957
Atomic energy and other defense-related activities 349 275
International Affairs
Foreign economic and financial assistance 1,978 233
Other programs 330 49
Energy
Strategic petroleum reserve 1,769 1,079
Other programs 583 636
Natural Resources and Environment
Water resources -243 -225
Other programs 560 400
Agricuiture 150 -72
Commerce and Housing Credit 100 -143
Transportation 47 283
Community and Regional Development
SBA disaster loans -150 -82
Economic development assistance 245 62
Other programs 398 185
Education, Training, Employment,
and Social Services
Advance funding for impact aid and human
development services 2,036 -
Employment and training assistance 873 522
Other programs 1,132 448
Health 554 75
Income Security
Housing assistance 441 84
Other programs 271 234
Veterans' Benefits and Services 308 215
Administration of Justice 260 155
General Government f45 90
Allowances
Contingencies for other requirements 3,000 1,700
All Other 319 310
Total 17,409 7,470

SQURCE: Special Analyses, The Budget of the United States Government,
Fiscal Year 1979, Special Analysis A.
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year 1979. The President's 1979 budget estimates that the total additional
costs of the Administration's welfare reform proposal in fiscal year 1982--
the first full year of operations--will be $9 billion. The Congressional
Budget Office, however, estimates that the net cost to the federal budget of
the Administration's proposal would be $17 billion in 1982. The CBO
estimate of $42 billion for total program costs is $3 billion higher than
estimated by the Administration, largely because of the use of different
economic and demographic assumptions and different data bases. CBO also
estimates that the savings te be achieved by program consolidations and
offsets in other federal costs will be $5 billion less than estimated by the
Administration.  Table 20 compares the Administration and CBO cost
estimates for the President's welfare reform proposal.

TABLE 20. COMPARISON OF CBO AND ADMINISTRATION COST
ESTIMATES FOR THE PRESIDENT'S WELFARE REFORM
PROPOSAL: FISCAL YEAR 1982, IN BILLIONS OF DOLLARS

CBO  Administration

Welfare Reform Program Costs

Cash payments 28.1 26.0
Jobs program 11.5 9.9
Earned income tax credit 2.6 3.0
Subtotal 42.3 38.8
Savings in Other Federal Costs 24.9 30.0
Net Budget Impact 17.4 8.8

FEDERAL CREDIT ACTIVITIES

The President's 1979 budget provides more information than usual
about federal credit activities. The budget also indicates that the
Administration will propose to the Congress this year a set of procedures for
achieving better control over credit programs.

Federal lending and loan guarantees are a large and growing means of
providing government services. The total volume of new loans and loan
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guarantees by the federal government, including off-budget entities such as
the Federal Financing Bank, are expected to be $98 billion in fiscal year
1979, which is 28 percent above the actual level of new loans in fiscal year
1977. This will bring the total level of outstanding loans and loan guarantees
at the end of fiscal year 1979 to $360 billion.

While plans for direct and guaranteed loans under individual federal
credit programs are reviewed each year during the budget process, there is
no systemmatic mechanism in the Congress or the Executive Branch for
reviewing the volume of total federal credit activity. Consequently, there is
no systemmatic way to consider the resource aliocation effects of loans and
loan guarantees, nor the reasonableness of the total volume. In order for the
government to make efficient allocations of resources and effective fiscal
policy, it must exercise control over federal credit activities in a manner
similar to other spending activities.

Some of the basic elements likely to be included in the Adminis-
tration's proposals for achieving better control over federal activities are
listed here. 6/

o The President would review the plans for federal credit activities
during the annual budget process. He would establish overall
ceilings on the volume of new loans and loan guarantees, based on
an analysis of the impact of federal lending activity on the
allocation of available resources, the general economy, and
financial markets.

0 The President would propose and request Congressional approval
of limitations in annual appropriations acts on the amounts of new
direct loans and loan guarantees for each program.

o The Congress would establish similar controls in its budget
process, including ceilings on aggregate lending activity in the
annual budget resolutions.

6/ For a detailed analysis of the impact of federal loan guarantees and an
analysis of options for exercising more effective conirol, see the
forthcoming study of loan guarantees prepared by the Congressional
Budget Office for the Senate Budget Committee.
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CHAPTER IV. THE BUDGET BY FUNCTION

This chapter discusses the President's spending proposals for fiscal
year 1979 in each major functional category. The functional classification is
used as the basis for discussing national budget priorities in the deliberations
by the Congress on the annual budget resolutions.

In keeping with the requirement of Section 601 of the Congressional
Budget Act of 1974, the functional classifications presented in the
President's 1979 budget have been refined to provide a sharper focus on
national needs, agency missions, and major programs. The most significant
changes to the budget functions used for the 1978 budget requests and
resolutions are listed here,

o Energy has been established as a separate function (270). Energy
programs previously were included with natural resources and
environment programs (function 300).

o Transportation programs alone now constitute function 400,
These programs previously were grouped with commerce and
housing credit programs, which have been established as a
separate function (370).

o Military assistance programs have been shifted from the national
defense function (050) to the international affairs function {150).

o The health function has been restructured to identify more clearly
the major missions in the health area.

Several functional and subfunctional titles have been changed to clarify the
major needs and missions being served by various federal programs. All
revisions in the functional classifications were made in close consultation
with the Appropriations and Budget Committees of both Houses of Congress,
as required by the budget act.

The Congressional Budget Office (CBO) estimates of 1978 spending
and 1979 current policy levels shown in the tables presented in this chapter
have been adjusted to the new functional classifications. The CBO 1978
estimates are derived from the fifth CBO scorekeeping report for 1978,
which provided estimates of the level of federal spending that would result
from Congressional actions taken as of December 13, 1977, the end of the
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first session of the 95th Congress. These estimates include the conference
agreement on the Supplemental Appropriations, 1978 (H. R. 9375), as well as
estimates of entitilement authority and other mandatory items requiring
further appropriation action. 1/

The CBO estimates of 1979 current policy spending are derived from
the CBO budget projections report issued in December 1977. These
estimates are based on the Second Concurrent Resolution on the Budget for
Fiscal Year 1978, and include discretionary adjustments for inflation. The
Office of Management and Budget (OMB)} current services spending
estimates in general do not include discretionary adjustments for inflation,
except for Department of Defense programs. The CBO current policy
estimates for 1979 also include spending for legislation items anticipated in
the 1978 second budget resolution but not yet enacted, such as cost controls
for the medicare and medicaid programs. The OMB 1979 current services
estimates omit all proposed and pending legislation. The economic
assumptions underlying the CBO and OMB current policy and current
services estimates also differ slightly. 2/

The CBO 1978 spending and 1979 current policy estimates will be
revised during February to reflect the new information on federal spending
patterns contained in the President's 1979 budget, as well as possible
changes in the underlying economic assumptions. These revised estimates
will be used by the Budget Committees in formulating the first budget
resolution for 1979.

Finally, it should be noted that, in the "1978 President's Estimate”
column in the following tables, the cost of the October 1, 1977, payraise is
shown in the allowances function rather than distributed by function and

1/ For further details, see Congressional Budget Office, 1978 Con-

gressional Budget Scorekeeping Report, Report No. 5 {as of
December 15, 1977, end of session).

2/ For further details, see Congressional Budget Office, Five-Year Budget
Projections: Fiscal Years 1979-1983, December 1977, Five-Year Budget
Projections: Fiscal Years 1979-1983, Technical Background, January
1978, and Office of Management and Budget, Special Analyses, Budget
of the United States Government, Fiscal Year 1979, "Special Analysis
A, Current Services Estimates,” January 23, 1973.
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program, as is done in the President's 1978 budget proposals. The cost of the
anticipated federal employee payraise for October 1, 1978, is shown in the
allowances function in both sets of 1979 estimates.

It also should be noted that the estimates shown in the tables are in
millions of dollars.
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NATIONAL DEFENSE (FUNCTION 050)

This function includes programs in Department of Defense--Military
that provide for the pay and allowances for military personnel, the
maintenance of forces, construction of appropriate military facilities,
research and development, 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, Renegotiation Board, and Selective Service System.

Function Totals

. 1979 Current
1978 Es t h -
1977 timates Policy/Services 1979

Actual CBO President's CBO President's Request
Estimate Estimate Estimate Estimate

Budget
Authorityllo’%z 118,342 117,813 127,307 126,384 128,439

Outlays 97,501 107,842 107,626 118,523 116,79% 117,779

The military assistance programs that comprised subfunction 052 in
the fiscal year 1978 budget have been transferred to the 150 function in the
fiscal year 1979 budget. Three additional programs in the Department of
Energy have been transferred to the 053 subfunction from other functions.
These are addressed below in the discussion of atomic energy defense
activities.

The $128,439 million fiscal year 1979 budget authority request for
function 050 is an increase of about $10.1 biilion over the fiscal year 1978
CBO estimate. It represents a 1.6 percent growth over the Administration's
current services estimate but less than | percent growth over the CBO
current policy estimates.
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The principal reason for this different assessment of growth stems
from the different economic assumptions and deflators used by CBO and the
Administration. The CBO projects an aggregate defense purchase deflator
of 8 percent and a pay increase of 7.3 percent for fiscal year 1979. The
Administration projects a purchase deflator of 6 percent and a pay increase
of 6 percent. To the extent that inflation and government payraises exceed
6 percent in fiscal year 1979, the Defense program is underfu