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NOTES 

Unless otherwise indicated, all years referred to 
are calendar years. 

The federal budget uses a fiscal year. 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. 

De tails in the text. tables, and charts of this 
report may not add to totals because of rounding. 

Dollars are expressed in current terms unless otherwise 
indicated. 



PREFACE 

This report is one of a number of documents that has 
been prepared by the Congressional Budget Office (CBO) for 
the Committees on the Budget pursuant to Section 202(f) of 
the Congressional Budget Act of 1974 (P.L. 93-344). A more 
complete analysis of the current state of the economy, the 
economic outlook and alternative policies to stimulate the 
economy are contained in the CBO report, The Disappointing 
Recovery (January 11, 1977). In addition, a series of 
Budget Issues Papers has been prepared that treat in detail 
many of the program options discussed in Part II of this 
report. A CBO Staff Working Paper, Overview of the 1978 
Budget, contains an analysis of President Ford's budget 
proposals for fiscal year 1978. A separate report on 
fiscal year 1978 tax expenditures will be issued at a 
later date. 

In keeping with the mandate of the Congressional 
Budget Office to provide objective, nonpartisan analysis of 
budget issues, this report contains no recommendations. The 
budget options presented in this report do not represent 
policies advocated by the Congressional Budget Office. They 
are simply alternatives chosen to illustrate the broad 
range of options available to the Congress. 

All divisions of the Congressional Budget Office 
contributed to the preparation of this report. Special 
thanks, however, should go to Janet L. Fain for her per
severance, skill, and good humor throughout the preparation 
and production of this report and to Shirley Hornbuckle for 
assistance and cooperation in typing a major portion of the 
final report. Barbara M. Bishop, Jill Bury, Betty J. Ingram 
and Patty Minton also helped with the typing. Editorial 
assistance was provided by Pa tricia Johnston, Tricia 
Knapick, Michael Olmert, and Johanna Zacharias. 

February 1977 
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Alice M. Rivlin 
Director 
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SUMMARY 

The Congress is currently debating two sets of budget 
decisions. First, it must decide whether to amend the budget 
for the current fiscal year -- fiscal year 1977 which began 
on October 1, 1976 -- to provide more stimulus to the 
economy. When decisions on the fiscal year 1977 budget were 
made in September 1976, the economy was expected to continue 
its recovery from the recession at a pace sufficient to 
bring the unemployment rate down to about 7 percent by the 
end of 1976 and about 6 percent by late 1977. The recovery, 
however, has been disappointing and unemployment is now 
expected to remain above 7 percent even by the end of 1977 
unless the Congress takes action to stimulate the economy 
through tax cuts, spending increases, or a combination of 
the two. 

Second, by mid-May the Congress must set spending and 
revenue targets for fiscal year 1978 which begins on October 
1, 1977. It is difficult to make major changes in the 
federal budget in anyone year, but relatively small changes 
in spending or revenues made in fiscal year 1978 are likely 
to have large effects on the budgets of future years. 
Therefore, in making these decisions, the Congress should 
consider its long-run budget and economic goals. 

CONFLICTING GOALS: THE NEXT FIVE YEARS 

Longer-run goals include balancing the budget and 
keeping the economy on a healthy growth path with low 
inflation. Moreover, while there is substantial support for 
improving government services -- for example, through 
welfare reform, expanded federally financed health insur
ance, or strengthening defense capabilities -- there is also 
widespread feeling that the share of national output flowing 
through the federal budget should be held to its current 
level or even lowered. 

Is it feasible over the next five years simultaneously 
to balance the budget, maintain a healthy overall economic 
growth rate, finance new federal initiatives and keep 
the federal share of GNP from growing? 
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The answer depends on what we mean by a "healthy" 
growth rate and on the performance of the nonfederal (pri
vate, state, local and export) sectors of the economy. 

If "healthy" is defined as a growth rate high enough 
to result in a 4.1 percent 1982 unemployment rate (called 
the "baseline" growth path in this report), then it will 
take an unusually strong performance in the nonfederal 
sectors -- compared to past experience -- also to achieve a 
federal budget that is in balance or in surplus by fiscal 
year 1982. With a less strong performance by the nonfederal 
sectors, the baseline growth rate can be achieved only with 
the stimulus of federal deficits. With a weak performance 
by the nonfederal sectors, the baseline growth path probably 
cannot be achieved at all. 

Bu t if "heal thy" means a growth ra te leading to as. 5 
percent 1982 unemployment rate (called the "less vigorous" 
growth path in this report), the fiscal year 1982 budget can 
be in balance if the nonfederal sectors of the economy 
perform at more normal levels; but if that performance is 
weak, there is little hope of balancing the budget. 

These results hold whether the federal spending is held 
to the current policy level between now and fiscal year 
1982, or whether spending is cut $50 billion or increased 
$50 to $100 billion over the current policy level. With 
lower levels of expenditures, however, larger deficits 
brought about by very large tax cuts will be needed to keep 
the economy on a given growth path. 

Holding federal spending to current policy levels 
(i.e., funding current programs with allowance for inflation 
and demographic change) would allow the federal share of GNP 
to decline from its present level of 22.5 percent to 
between 19.4 and 20.6 percent depending on how fast the 
economy grows. As much as $50 billion could be added to 
this level of federal spending by fiscal year 1982 without 
increasing the federal share even if overall economic growth 
is on the "less vigorous" path. 

This report examines the fiscal impact of some il
lustrative new federal initiatives under varying assumptions 
about growth targets and the strength of the nonfederal 
sectors. It concludes that substantial increases in 
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spending (such as welfare reform, catastrophic health 
insurance, and provisions for long-term care, plus increases 
in defense spending) could be added to the current policy 
level of federal spending by fiscal year 1982 without 
difficulty, provided they were phased in slowly. The 
stronger the nonfederal sectors of the economy, however, the 
more difficult it will be to add new federal programs 
without cutting old ones or raising taxes; as resources 
become more fully utilized, the choices of whether to employ 
them in the federal or the non federal sectors become more 
difficult. 

In setting budget targets for fiscal year 1978 and 
considering related legislation, the Congress will be 
addressing some basic decisions in about a dozen areas 
-- decisions that can have important budgetary consequences 
over the next several years. These areas are discussed in 
Part II of the report and very briefly summarized below. 

NATIONAL DEFENSE 

Measured in dollars of constant purchasing power, 
outlays for national defense declined steadily from their 
Vietnam peak in the late 1960s through fiscal year 1975, but 
have risen since then. Defense outlays are about $101 
billion in fiscal year 1977 -- just under a quarter of the 
budget -- and would reach about $114 billion in fiscal year 
1978 on a current policy basis. Decisions about the 
fiscal year 1978 budget for national defense will have 
important implications not only for next year, but for the 
level and pattern of defense spending in the longer run. 

General Purpose Forces 

Decisions about spending for general purpose forces 
include: 

o Whether and at what pace to continue the major 
procurement and modernization underway for the Army 
and the tactical air forces. 

o How to balance the Navy shipbuilding program between 
aircraft carriers and their escorts versus other 
forces, such as attack submarines and frigates more 
specialized in countering the Soviet submarine 
threat. 
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These decisions, in turn, depend heavily on assessments of 
the risk of war in Europe and the nature, timing and dura
tion of such a war should it occur. Since other threats to 
U.S. security could probably be countered with smaller 
forces than those needed to deal with a Soviet attack on 
Western Europe, the European scenario dominates debate over 
the size of general purpose forces. 

The ability to maintain a coherent early defense 
against a Warsaw Pact attack is the first priority of the 
current defense strategy of the United States, although 
forces are also needed to sustain a longer conflict if 
ini tia1 defenses fail. Although recent Department of 
Defense (DoD) reports have stressed the importance of 
the initial battle in Europe, much of the present DoD force 
expansion and modernization program appears to be aimed at 
improving capability to fight a longer war. Expansion of 
the Army from 13 to 16 active divisions, conversion of Army 
divisions to armored or mechanized divisions (based in the 
United States), expansion of the U.S. Air Force to 26 
tactical air wings, and an increase in the size of the Navy 
are all moves that would enhance capability for sustaining a 
long war but do little to improve ability to withstand an 
initial attack. Other DoD proposals, such as base hardening 
(including shelters for aircraft), airlift enhancement and 
some types of procurement, would improve chances of warding 
off an attack for which there would be little warning 
time. 

The Congress may want to consider options that reflect 
alternative views of the risk of surprise attack versus the 
risk of sustained war. For example: 

o Adding to funds for improvement of initial fighting 
capability (prepositioning more Army stocks, procur
ing more all-weather aircraft) could add about $3.7 
billion to the baseline DoD program over the fiscal 
year 1978 to 1982 period. 

o Reducing force expansion (building fewer ships, 
especially carriers, and holding up the expansion of 
airwings and divisions) would save about $18.7 
billion over the same period. 

o Doing both -- reducing force expansion while enhanc
ing capacity to withstand surprise attack -- would 
save about $15.0 billion over this period. 
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Strategic Nuclear Forces 

In addition, the Congress must decide whether and at 
what pace to modernize strategic forces with B-1 bombers, 
Trident submarines and missiles, cruise missiles, and a new 
land-based intercontinental ballistic missile. The strate
gic balance has shifted in recent years from clear superior
ity for the United States to a more equal balance between 
the United States and the Soviet Union. In the face of this 
situation, a range of U.S. postures is possible, each with 
particular implications for the budget. Two such options 
discussed in the report are: 

o A finite-deterrence posture involving a highly 
survivable smaller force for assured destruction. 
Reliance would be primarily on sea-launched bal
listic missiles. The Trident program would be 
continued, but the B-1 bomber and the M-X missile 
would not be procured. Compared with the present 
DoD program, about $16.4 billion would be saved over 
fiscal years 1978 to 1982. 

o An essential-equiva1ance posture would insure that 
U.S. forces were not perceived as inferior to Soviet 
forces in any dimension. The Trident program would 
be accelerated, and both the B-1 bomber and a large 
number of M-X missiles would be procured. It would 
add about $5.2 billion to programs now planned by 
DoD. 

Defense Manpower 

A third maj or issue is how to control the growth of 
defense manpower and retirement costs while remaining able 
to recruit and retain high quality personnel. Spending for 
manpower, including retirees, will amount to about $56 
billion in fiscal year 1978 and could increase rapidly in 
the future if DoD continues to seek large numbers of high 
quality recruits from a declining population of young 
males in a more prosperous economy_ Unless defense manpower 
policies are changed, potential cost increases could 
threaten the future of the all-volunteer force. 

Possible cost-saving changes in personnel management 
include improving training efficiency in the Army, reducing 
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turnover, and other policy changes that would prevent a 
rise in the cost of recruiting the all-volunteer force. 
Reform of the retirement system and moving to a salary 
system for military compensation could also save substantial 
sums in the long run, as would adoption of the Rockefeller 
Commission's recommendations with respect to compensation 
for civilian employees. 

Taken together, the manpower changes considered here 
would save about $2 billion a year by fiscal year 1982 and 
more in the longer run. 

ENERGY 

The national energy problem caused by the increasing 
gap between demand and domestic production calls for a 
series of decisions by the Congress: budgetary decisions 
relating to research, development, demonstration, and 
commercialization of alternative new technologies, both 
nuclear and nonnuclear; and nonbudgetary decisions having to 
do with regulation, pricing, and other controls. These 
decisions are disparate, but can be tied together into 
alternative national energy policies by balancing four 
competing goals: efficient use of resources; low-cost 
energy for consumers; protection from interruption in 
supply; and preservation of the environment. The choices 
are made more difficult by the realization that energy 
policy can hinder the achievement of full employment and 
reduced inf 1ation. In addit ion, making these choices 
has been constrained by a debate about the extent and 
type of federal participation in the energy area. 

Overall energy policy 
by the following examples, 
stressing different goals. 

options may be illustrated 
chosen to represent policies 

o A continuation of present policies would be charac
terized by gradual decontrol of petroleum prices to 
minimize the adverse impact on consumers and the 
economy of rapid price increases, heavy emphasis on 
nuclear research and development proj ec ts, and 
moderate controls and standards for conservation and 
environmental protection. Ten years from now, 
this would result in a middle course compared to 
other options, with respect to both total consumption 
and dependence on interruptible imports. Federal 
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energy expenditures in 1982 would be about $6.2 
billion, compared to $4.1 billion in fiscal year 
1977 • 

o A free market policy could stress quick decontrol 
of prices, shifting federal support for research and 
development to those areas such as solar energy and 
coal where private support is likely to be in
adequate, and shifting as much of the long-run 
development task as possible to the private sector. 
This would be efficient from a narrow economic 
standpoint and would reduce dependence on imports 
through price incentives to domestic producers, 
although it would not change total consumption much 
relative to present policy. The cost would be high 
prices to consumers and the disruption of present 
ways of doing business. Federal expenditures would 
be very slightly below current policy levels. 

o Low imports, achieved through domestic price 
decontrol combined with import fees, augmented 
federal support for research and development and 
commercialization through devices such as production 
subsidies for new fuels, and stockpiling. Such 
policies might reduce total energy consumption by 
about 5 percent and imports by two-thirds by fiscal 
year 1986. It would cost a cumulative $30 billion 
over present policy in the ten years, and would tend 
to redistribute income from energy consumers to 
producers. 

o Low cost to consumers could be achieved by very slow 
price decontrol which would encourage consumption 
but not production. Some hedges against inter
ruption of the continued heavy imports could be 
built in by stockpiling and conservation, and heavy 
research and development effort focused on new 
energy sources for the longer run. Energy use by 
1986 would be up by about 5 percent compared to 
present policy, and imports would roughly double. 
The added federal cost over the next ten years 
would be almost $50 billion. 

o An emphasis on preservation of the environment would 
stress concentration of research and development on 
sources thought to be relatively less polluting, and 
a strengthening of environmental standards. Price 
controls would also be phased out. This approach 
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would reduce both domestic demand and production, 
but imports would be slightly higher than under 
present policy. The added federal costs would be 
about $20 billion over the next decade. 

AGRICULTURE 

The costs of government farm price support programs 
have fallen dramatically in the last few years; outlays for 
fiscal year 1977, estimated at $1.8 billion, are well below 
those of the 1960s and the early 1970s, largely because 
shortfalls in world production and diminishing stocks have 
pushed the market prices of basic commodities well above 
support levels. Nevertheless, the situation of American 
agriculture has not fundamentally changed. It still has the 
capacity to produce more than domestic and foreign markets 
will accommodate at acceptable prices when worldwide growing 
conditions are favorable. The threat of surpluses and 
depressed farm incomes remains real, especially in view of 
rapid increases in the cost of farm production. At the same 
time, consumers have a strong interest in avoiding the 
escalation of food prices which has been and might be again 
a major contributor to domestic inflation. 

With major agriculture legislation expiring this year, 
the 95th Congress will be called on to make decisions that 
could have multibillion dollar impacts on future budgets. 
One question the Congress must address is whether to con
tinue the heavy reliance on market mechanisms for setting 
commodity prices, using direct payments to provide some 
measure of income stability for farmers. This approach 
avoids the acquisition of large publicly held stocks that 
can be costly to the taxpayer; however, this approach 
permits large fluctuations in price which might be mitigated 
by the existence of such stocks. Market-oriented policies 
have been criticized for addressing inadequately the inter
ests of livestock producers, consumers, and the less deve
loped nations. 

Another option is a return to past policies in which 
the government established market prices and purchased 
any surpluses that occurred. This approach has been criti
cized for interfering with efficient production and farm 
exports, and for increasing the cost of achieving income and 
price support goals. A mixed approach that combines a 
market-oriented policy with a reserve program under govern
ment control is a third option: here the reserves could be 
used to dampen price fluctuations. 
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In either case, future federal budget costs will 
depend heavily on the level at which prices (and incomes) 
are supported. The major issue is whether to continue 
the current policy, which allows substantial administrative 
discretion in setting support levels, or to tie support 
levels to production costs legislatively. The budgetary 
effects of linking target prices and loan rates to the 
costs of production could be substantial, perhaps amounting 
to increases of over $5 billion a year by 1982. 

Another major issue, albeit of less budgetary impor
tance, is the extent to which the government should pay for 
protecting farmers against natural disasters. 

HOUSING 

This year, in addition to new proposals, the Congress 
must make decisions about the several major housing programs 
expiring at the end of fiscal year 1977. These include: 
the subsidized Government National Mortgage Association 
(GNMA) Tandem program, the Section 235 homeownership program 
and the Community Development Block Grant program (part of 
which supports housing activities). In addition, decisions 
about the funding levels and mix among the Section 8 new 
construction program, the Section 8 existing housing program, 
and public-housing subsidy programs will affect the future 
thrust of the federal housing assistance effort. 

Current federal housing programs vary in terms of: the 
type of housing that is assisted, the income groups that 
receive the assistance, whether the program is primarily 
aimed at assisting lower-income groups or is structured to 
stimulate construction, and the budget cost per assisted 
housing unit. Because of this program variation, it is 
possible to change the mix and funding levels of current 
housing programs so as to emphasize alternative goals of 
federal housing policy. The following options illustrate 
how this would be done: 

o Current policy. If today's programs are maintained 
at current levels, $17.9 billion in budget authority 
and $4.9 billion in outlays would be required in 
fiscal year 1978; by fiscal year 1982, the housing 
budget would grow to $22.9 billion in budget author
ity and $7.2 billion in outlays. Most of the 
growth in budget authority and outlays would provide 
increased housing assistance for low- and moderate
income families. 
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o Increased housing assistance for low- and moderate
income families. To accomplish this goal, ad
ditional fiscal year 1978 budget authority could be 
directed at the Section 8 programs for existing and 
newly constructed housing, the public housing 
program, and the revised Section 235 program. 

o Increased stimulus to the housing construction 
industry. Although there are substantial time lags 
between program funding and construction activities, 
the logical candidates for added funding to achieve 
this objective would be the GNMA Tandem multifamily 
program, the Section 8 new construction and public 
housing programs, and the Section 235 program. 

o Increased homeownership affordability. The prime 
candidates for providing aid in this area are the 
Section 235 and GNMA Tandem subsidy programs. In 
addition, the proposals that call for deferred and 
graduated payment mortgages could also be used to 
increase homeownership affordability. 

URBAN MASS TRANSPORTATION 

The maj or federal mass transportat ion program is 
directed by the Urban Mass Transportation Administration 
(UMTA) . The first session of the 95th Congress is likely 
to consider new authorizing legislation for UMTA. The need 
for new budget authority for UMTA is controversial, for 
while it had an unreserved balance of $8.7 billion in 
October 1976, the agency considers that it has promised all 
of this money to specific projects or purposes in future 
years. If the Congress wishes to honor these promises, any 
major new transit systems approved in fiscal year 1978 would 
eventually require additional budget authority, although 
the repercussions on fiscal year 1978 outlays would be 
small. 

This debate will offer the Congress a chance to review 
alternative strategies for meeting urban transportation 
needs. Three possible emphases are: massive capital as
sistance designed for new facilities; grants to defray the 
cost of operating deficits; and aid to low-capital projects 
that improve existing systems through operational, regu
latory, and pricing actions. 
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UMTA received $11.8 billion in new budget authority in 
1973 and 1974 that was to last through 1980. About $4 
billion is being used for formula grants to urbanized 
areas, mostly to offset transit deficits. About $7 billion 
was set aside for capital grants, of which about 30 percent 
is being spent for buses and the remaining 70 percent split 
about evenly between construction of new rail transit 
systems and improvements or extensions of old ones. 

One alternative to continuing present policies would 
be to expand the UMTA program through major additions 
to both capital and formula grants. This would lead to 
completed rail systems in 18 to 23 urban areas by the 
mid-1980s; at present, there are only eight. Critics of 
this course point to the apparent inability of such systems 
to solve the major urban transportation problems, their 
proj ec ted operating defici ts, and their great initial 
capital expense. 

Another option would be to have no new rail starts 
but to expand the program that funds low-capital projects. 
Such programs would emphasize improving the efficiency of 
the existing transportation system. Only the four rail 
systems that have received letters of commitment from UMTA 
and that are in a construction or detailed engineering phase 
would be completed. 

Finally, UMTA's current direction could be shifted by 
expanding the formula grant program. Such an option would 
provide increased funds that could be used to relieve 
the burden on farebox revenues and on state and local taxes 
to support transit. This approach would give local author
ities greater freedom to decide the appropriate mix between 
capital projects and operating support. The local author
ities' discretion in the use of formula grants gives this 
option some of the characteristics of a transit block 
program. 

FISCAL PROBLEMS OF BIG CITIES 

The major federal programs aimed at urban problems 
include: 

o Community Development Block Grants. 
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o General Revenue Sharing and Antirecession Assistance. 

o Comprehesive Employment and Training Act (CETA) 
training and public service jobs grants. 

o Accelerated public works. 

o Various housing programs. 

o Urban mass transit programs. 

o Law Enforcement Assistance Administration programs. 

o Title I of the Elementary and Secondary Education 
Act grants for compensatory education programs. 

o Environmental Protection Agency waste-water treatment 
grants. 

The current session of Congress is likely to make 
decisions on the Community Development Block Grants, CETA, 
antirecession financial assistance, and public works pro
grams, as well as on several housing programs. 

Explicitly or implicitly, Congressional decisions are 
likely to determine not only the levels and specific pro
visions of urban programs, but also whether these programs 
should be directed primarily at the economic plight of city 
people and institutions or the fiscal plight of city govern
ments. 

If the stress were on fiscal aid, the Congress could 
increase Community Development Block Grants; CETA public 
employment programs; or antirecession fiscal assistance. 
Formulas for existing aid could be shifted toward large 
cities. 

Stress on improving the viability of city economies 
could lead to enlargement of public works programs; tax or 
other incentives for expansion of private industry in 
declining cities; special financing institutions, such as 
urban development banks; or shifting of federal employment 
and purchases toward declining cities. 

In addition, more general policies such as welfare re
form and environmental efforts could affect cities strongly. 
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Tax, regulatory, energy and related policies could be 
reexamined for their specific impacts on large cities. 

STRUCTURAL EMPLOYMENT 

When the overall economy is weak and even when it is 
much stronger, unemployment, underemployment, and associated 
employment problems have disproportionate effects on people 
who do not fit well into the structure of jobs the economy 
makes available. Few skills, lack of training, discrimina
tion, or geographic location are the causes of most struc
tural employment problems, and they are concentrated among 
teenagers, nonwhites, the less educated, and residents of 
depressed areas. 

The four current programmatic approaches to ameliorate 
these problems are: on-the-job training; classroom training; 
work experience (temporary employment to help those unaccus
tomed to holding a job), and public service employment. 
Federal spending in these areas is authorized by Community 
Service Employment for Older Americans which provides 
part-time work experience for senior citizens; the Work 
Incentive Program (WIN), which provides training and job 
placement for welfare recipients; and the various titles of 
the Comprehensive Employment and Training Act (CETA), which 
provide public service employment and training for various 
groups, including disadvantaged youth. Fiscal year 1976 
ou tlays for all of these programs were approximately $5.1 
million. 

The Congress will have to decide on a level of funding 
for each of these programs in fiscal year 1978, particularly 
in the light of proposals for economic stimulus which com
bine the need for immediate jobs with the longer term effort 
to reduce structural employment problems. In addition, CETA 
expires at the end of fiscal year 1977, and reauthorization 
must be considered. Finally, various new initiatives, 
particularly to stimulate private jobs and training for the 
structurally disadvantaged, have been suggested. 

Among the major fiscal year 1978 options open to the 
Congress are: 

o Continuation of current policy, at an estimated cost 
of $7.7 billion, for 510,000 years of service in job 
programs and 240,000 years of service in training. 
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o Augmenting public service employment, largely 
as part of the immediate economic stimulus package. 
An additional $ 2.5 bill ion would fund 300,000 
more jobs. 

o Augmenting training programs. One billion dollars 
would fund 220,000 years of service. Evaluation of 
existing training programs shows some modest income 
gains for trainees, although income differentials 
between trainees and similar people who have not 
received training may fade after a few years. 

o Specialized youth programs. Two billion dollars 
could fund either 165,000 jobs in an urban setting 
or 100,000 jobs in a rural setting (rural public 
service jobs generally require residential facili
ties for the jobholders) plus 250,000 training slots 
in either type of setting. 

In addition, suggestions have been made for increasing 
employment in the private sector through tax credits or wage 
subsidies. These suggestions have not been tested enough to 
evaluate their effectiveness, but it seems likely that such 
programs targeted on groups in need will be more cost-effec
tive than general subsidies. 

HEALTH 

The shape of the federal health policy in the next 
few years depends on how the Congress answers two inter
related questions: 

o What can be done to hold down increases in costs, 
especially for care financed by the federal govern
ment·, without impairing quality? 

o What can be done to improve access to med,ica1 
care for those who still have difficulty obtaining 
it and paying for it? , 

The 95th Congress, during its first session, will have 
an opportunity to deal with t:hese questions tr-rough three 
types of decisions. First, the authorizations for health 
planning and resource development programs, for the National 
Cancer Institute, for the National Heart and Lung Institute, 
and for community mental health and community health centers 
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expire in 1977. Because the health planning legislation 
includes provisions that control the number of facilities 
and support state efforts to set hospital rates t the re
authorization process could have a significant impact 
on future health expenditures. 

Second, the Congress will have to decide on proposals 
that hold down the rate of increase of medicare and medicaid 
expenditures. Such proposals have significant budgetary 
impact since these two programs, which account for 83 
percent of federal health spending, have grown at a rate of 
140 percent over the last five years. 

Third, the Congress may also make a preliminary· de
cision on national health insurance. More than a dozen 
national health insurance bills were introduced in the 94th 
Congress, and the new Administration has pledged to develop 
a national health insurance proposal within the next few 
years. 

Assuming that the Congress decides to follow current 
policy, existing federal health program expenditures are 
estimated at $45.2 billion in fiscal year 1978 and $75 
billion in fiscal year 1982. Most of this increase is 
projected for health care financing programs (medicare and 
medicaid). Significant cost savings in these programs 
can be achieved either by increasing the rate of cost-shar
ing borne by recipients as proposed by the Ford Adminis
tration or by mechanisms that control hospital reimbursement 
rates. 

Increased access to health care could be achieved 
by plans that would extend insurance coverage to all poor 
families (federalized medicaid), by extending federal 
financing to cover the costs of long-term care or cata
strophic illness, or by adoption of some form of national 
health insurance. The cost and impact of federalizing 
medicaid would, of course, vary with eligibility levels, the 
nature of the benefit package, and with whether states are 
required to maintain their current levels of contribution. 
A program fully financed by the federal government might add 
about $44 billion to the current policy spending level by 
fiscal year 1982. 

Similarly, the cost of increased suppo.rt for long-term 
care would depend on whether the effort is structured around 
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a block grant for nursing homes and community services, 
or is an entitlement that would support congregate housing 
and home health care. A maj or effort to cover the costs 
of long-term care might cost $16 billion to $22 billion in 
addition to current policy spending by fiscal year 1982. 
Catastrophic health care plans can be designed to meet 
costs resulting from either long-term care, expenses incur
red by low-income families, or the rare but extremely high 
cost treatments that exceed the limits of normal health 
insurance. A limited program covering only high cost treat
ments might cost about $20 billion more than the current 
policy spending level by fiscal year 1982. Finally, the 
cost of a national health insurance program would vary 
widely depending on whether it is financed through premiums 
or totally supported by the tax system. A tax-financed plan 
would cost from $108 billion to $138 billion by fiscal year 
1982, replacing virtually all private spending for health 
care. 

SOCIAL SECURITY 

Social security benefits are funded essentially by the 
current flow of payroll taxes. The two trust funds, Old Age 
and Survivors Insurance (OASI) and Disability Insurance 
(DI), serve mainly as accounts into which earmarked taxes 
are deposited and from which benefits are paid, with reser
ves serving primarily to cushion temporary excesses of 
outlays over revenues. At present, the social security 
system faces two types of financing problems. 

First, there is the short-run problem primarily caused 
by the recession. Slow growth in wages and employment has 
caused revenues to grow more slowly than expected. At the 
same time, rapid inflation has increased benefits to higher 
levels than expected. An unexpected increase in the number 
of disability insurance recipients has also contributed to 
greater outlays on the part of that program. As a result, 
under currently legislated tax rates, the combined OASI and 
DI trust fund reserves may be reduced to a level many 
observers would consider inadequate by the early 1980s. The 
DI trust fupd is likely to be depleted before then and will 
demand early attention. 

Second, the system faces longer-run problems. Demo
graphic patterns will create a substantial increase in the 
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ratio of retired to working age population about 40 years 
from now, thus requiring heavier contributions from workers. 
to support retirement benefits equivalent to current ones. 
Moreover, another long-term problem -- one that is more 
easily remedied -- arises from the method established 
by the 1972 Social Security Amendments to adjust the benefit 
structure automatically for inflation. Under this method, 
the way in which benefits replace the pre-retirement earn
ings of retirees makes it overcompensate for the rate of 
inflation. If the inflation and wage growth now projected 
for the future should occur, future benefits would grow 
explosively and, for many retirees, would exceed their final 
salary. This flaw is often referred to as "overindexing," 
and proposals to correct this aspect of the benefit struc
ture are often called "decoupling" proposals. 

Remedies for the Short Term 

The short-run financial condition of the social secur
ity system depends on the course of the economy. If econo
mic recovery is slow (for example, if unemployment falls 
to 5 percent in 1982 and then levels off), social security 
outlays might continue to exceed revenues and the OASI trust 
fund reserves could decline from 55 percent of the year's 
outlays in 1976 to 7 percent in 1985. A more rapid economic 
recovery -- one in which unemployment falls to 4.5 percent 
in 1981 and then levels off) would result in a smaller 
decline in the OASI balances -- to 32 percent of outlays by 
1985, in which case no remedial action would be needed. The 
status of the DI trust fund, however, is more critical. 
Reserves are expected to be depleted by 1980, even under 
optimistic assumptions about the economy. 

Some action must be taken to maintain a cash balance 
in the DI trust fund during the next few years and to 
stabilize the OASI t rust fund for the next several years. 
One option is to increase payroll taxes over the next three 
years as proposed by the Ford Administration. The Ford 
Administration estimated that its proposal would result in 
combined OASDI reserves equal to 40 percent of outlays by 
1982. Critics of the proposal point out that the payroll 
tax is regressive and that a further increase would tend to 
restrict economic growth at the time when unemployment is 
still high. Other options include postponing the payroll 
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tax rate increase until economic conditions improve~ in
creasing the taxable earnings base~ general revenue funding 
for the social security system~ and a shift of hospital 
insurance tax receipts to OASDI. The last of these would 
then require general revenue funding for the hospital 
portion of medicare benefits. 

The longer-run financial situation of the social 
security system is critically dependent on a number of 
factors including future fertility rates ~ rates of infla
tion~ and the rate of growth of real wages. If the current 
benefit structure is maintained while the fertility rate 
remains low~ prices continue to go up at current rates~ and 
real wages grow slowly~ social security benefits could 
amount to one-third or more of taxable payroll by the year 
2030. About half of such an increase in benefits as a 
percent of payroll would be the result of the overindexing 
of benefits for inflation in the 1972 Social Security 
Amendments. The several options under discussion for remedy
ing this problem have drastically different. effects on the 
long-run cost of social security benefits. 

Whatever approach is chosen~ the decoupling procedure 
must be started soon if large future costs are to be 
avoided. Hence~ it seems prudent for the Congress to address 
both the long-run and the short-run social security problems 
within the next few years. 

WELFARE REFORM 

The federally assisted welfare system is not a system 
at all, but a collection of overlapping and ill-coordinated 
programs to aid those in need. Cash assistance is provided 
to low-income families with children by Aid to Families with 
Dependent Children (AFDC), to needy aged, blind and disabled 
persons through Supplemental Security Income (SSI), and to 
needy veterans through pensions. The food stamp~ medicaid, 
child nutrition and housing assistance programs provide 
in-kind benefits based on need. 

These welfare programs -- particularly AFDC. medicaid~ 
and food stamps -- have been criticized for their rapid 
growth~ administrative complexity, wide differences among 
states ~ and perverse incentives which discourage work and 
may affect family structure. Further, benefits have been 
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called inadequate to support recipients decently. Much of 
the needy population -- often those in husband-and-wife 
families, single persons, cht1d1ess couples, and the working 
poor -- is not covered at all by a federally supported cash 
assistance program. 

Although the Congress will have to make decisions on 
particular programs -- food stamp reauthorization and 
control of fraud and abuse in the medicare and medicaid 
programs -- it will probably not legislate any major reform 
this year. A major reform proposal, however, will be 
submitted by the Administration, and it is likely that 
debate will begin during this session. 

Under current policy, the benefit costs to local, 
state, and the federal governments of the programs listed 
above would be $53.2 billion in fiscal year 1978 and $75.2 
billion in fiscal year 1982, with about half the increase 
accounted for by medicaid. 

Possible changes in welfare include the folloWing 
incremental (program-by-program) alternatives: 

o Program tightening to limit eligibility could 
save about $1 billion a year in federal benefit 
costs. Other provisions, such as tightening of work 
requirements, prevent ing fraud and abuse. and 
simplifying administrative procedures, could result 
in additional savings. 

o National standards could be substituted for the 50 
state AFDC, standards and a uniform minimum federal 
benef it could be provided. A federal minimum in 
which the combined AFDC and food stamp benefits 
equal 100 percent of the poverty line could add $12 
billion to fiscal year 1978 federal benefit costs, 
falling to half that amount by fiscal year 1982. 
These increases in federal AFDC benefit costs 
do not include corresponding changes in medicaid and 
food stamp benefits. 

o Similar national standards for medicaid could cost 
the federal government $17 billion in additional 
benefits in fiscal year 1978 and $24 billion in 
1982. 
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Proposals for more comprehensive welfare reform include: 

o Combining a number of the incremental reforms 
including national standards for AFDC and a simpli
fied food stamp program could increase federal 
fiscal year 1978 and $13 billion in fiscal year 
1982. This increase does not include corresponding 
changes in medicaid benefit costs. 

o A comprehensive cash assistance program, fre
quently referred to as a negative income tax, would 
substitute for a number of welfare program cash 
payments with a minimum benefit to families with 
no income. Benefits would be reduced as earnings 
increased in such a way that family income (earnings 
plus welfare benefits) would grow. This would 
provide an incentive to work. Such a program 
no income. Benefits would be reduced as earnings 
increase in such a way that family income (earnings 
plus welfare benefits) would grow. This would 
provide an incentive to work. Such a program 
substituted for AFDC and food stamps could raise 
federal benefit costs by $9 billion in fiscal year 
1978 and by $15 billion in fiscal year 1982. 

o A third approach to comprehensive reform are the 
multitrack plans. These stress low benefits and 
high work incentives for employable recipients, and 
higher benefits for nonemp1oyab1e persons. Employ
ability would be defined to exclude mothers of 
small children, disabled individuals, as well as 
aged and other individuals not expected to work. 
Such programs stress training or jobs as an integral 
part of the reform. Multitrack proposals have 
yet to be casted. 

FOOD STAMPS 

The Food Stamp program subsidizes purchases of food by 
low-income households. Any eligible househo1d--after 
meeting an income test, an asset test, and a work require
ment--can buy fixed amounts of food stamps from the govern
ment, which can be used like money to buy food. 
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The current program has raised the food and nonfood 
consumption of low-income households, reduced the number 
of households whose total resources fall below the official 
poverty threshold, and evened out some of the regional 
variation in public assistance. It now aids about 17 
million people at a cost of about $5.5 billion in fiscal 
year 1977. 

In recent years, critics of the program have complained 
about its rapidly increasing cost and about the fact that 
some people with incomes above the poverty level receive 
benefits. Others have criticized the program's adminis
trative complexity and its inadequate integration with 
other welfare programs. Because the authorization for 
the program expires at the end of fiscal year 1977, the 
95th Congress has the opportunity to assess these and 
other criticisms and to modify the existing program accord
ingly. 

A continuation of current policy would probably not 
mean continued rapid increases in the program's cost and 
number of participants. The increases experienced over the 
last six years were caused by factors that need not be 
repeated: 

oIn 1969 and 1970 administrative and legislative 
adjustments lowered the purchase requirement, set 
uniform national income eligibility limits, and 
raised the basic allotment. 

o The 1973 amendments mandated that the program 
be extended to the entire nation and to outlying 
U.S. territories. At the same time, jurisdictions 
that had maintained commodity distribution programs 
were required to replace them with the food stamp 
program. 

o Worldwide food inflation, beginning in 1972, greatly 
expanded the program's costs. 

o Finally, the 1974-1975 recession increased the 
number of eligible households. 

Assuming a gradual economic recovery, food-price 
inflation at a rate experienced in the 1960s, and no major 
legislative changes, the cost of the current program would 
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be about $5.4 billion in fiscal year 1978 and $5.9 billion 
in 1982. The 1978 figure represents a $150 million decrease 
in cost and a one million decrease in participants from the 
program levels of fiscal year 1977. 

Legislative proposals embodying three general types of 
changes from current policy have been introduced in the 
Congress. Some would continue the existing program but make 
marginal changes designed to simplify the program's adminis
tra tive complexity, make the nonpoor ineligible, and es
tablish uniform benefit reduction rates. Such incremental 
changes might cut program costs slightly or increase them by 
as much as $0.5 billion a year by fiscal year 1982, depend
ing on the nature of the changes. 

Another approach would shift the program's emphasis 
more in the direction of food consumption by limiting 
participation to households below the poverty line and 
increasing the purchase requirement to a level that was 
more equivalent to the household's expenditures on food in 
the absence of the program. This would cut fiscal year 
1982 program costs by about $0.8 billion. 

Still another approach would shift the program's 
emphasis more in the direction of income supplementation by 
removing the requirement that households purchase food 
stamps, or by allowing recipients to completely cash out 
their stamps. Such an approach would add $2 billion to $3 
billion to annual program costs by fiscal year 1982 and 
substantially increase the number of beneficiaries. 
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PART I. FEDERAL BUDGET-MAKING: DECISIONS 

FOR THE SHORT AND LONG RUN 





CHAPTER 1. BUDGET-MAKING: SHORT-RUN DECISIONS 
IN THE LONGER-RUN CONTEXT 

Between January and mid-May, 1977, the 95th Congress 
must make two related sets of budget decisions: 

o It must consider whether to amend the budget 
resolution for fiscal year 1977, which began on 
October 1, 1976, to provide more stimulus to the 
economy. 

o It must set spending and revenue targets for fis
cal year 1978, which will begin on October 1, 
1977 • 

Both sets of decisions will have lasting effects on 
the activities of the federal government and on the economy 
as a whole. Hence, it is important for the Congress to 
consider not only the immediate situation; their delibera
tions must also take into account the future size of the 
federal sector of the economy, the relative importance 
of various federal programs, the way the federal government 
redistributes resources among individuals, the future health 
of the economy, and the chances of balancing the federal 
budget in the next few years. 

AMENDING THE BUDGET FOR FISCAL YEAR 1977 

In September 1976, the Congress passed the Second 
Concurrent Resolution on the Budget for Fiscal Year 1977 
providing for: 

Budget authority of $451.55 billion. 
Outlays of $413.1 billion. 
Revenues of $362.5 billion. 
Deficit of $50.6 billion. 

Under ordinary circumstances these figures would not be 
subject to further review, but unforeseen developments in 
the economy justify reopening the question of whether they 
are appropriate. 
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In the judgment of the Congress, the budget contained 
in the September resolution was appropriate to the needs of 
the economy which then appeared to be recovering from a 
deep recession at a fairly healthy rate. Projections at the 
time indicated that the unemployment rate would fall to 
about 7 percent by the end of 1976 and to about 6 percent by 
the end of 1977. In their reports on the second resolution, 
both the Senate and House Committees on the Budget noted 
that additional economic stimulus should be considered in 
early 1977 if the recovery did not follow the projections; 
this proved to be the case. Without further federal action, 
the unemployment rate now seems likely to be above 7 percent 
even at the end of 1977. The Congress must therefore 
consider whether a tax cut or a spending increase, or some 
combination of the two, is needed to restore the economy to 
the rate of recovery anticipated when the September deci
sions were made. 

SETTING TARGETS FOR FISCAL YEAR 1978 

The Congress must also begin work on the First Concur
rent Resolution on the Budget for Fiscal Year 1978. This 
resolution, to be passed by May 15, 1977, will specify a 
revenue target and budget authority, as well as spending 
targets by maj or functional categories, such as defense, 
health, and agriculture. In setting these targets, the 
Congress must deal not only with the question of how much 
the federal budget should stimulate or restrain the economy, 
but also with other basic questions. In addition, decisions 
on the fiscal year 1978 budget will be complicated by the 
fact that this year the Congress received two sets of 
executive branch budget proposals -- one from the outgoing 
Ford Administration and one from the incoming Carter Admin
istration. 

THE IMPORTANCE OF LOOKING AHEAD 

Two facts about the federal budget make it imperative 
that the Congress consider the future effects of fiscal year 
1977 and 1978 decisions: 

o In the course of just one year it is neither 
possible nor desirable to change the budget dramat
ically. 
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o Small changes made in any given year can have major 
consequences in future years. 

The Inertia of the Budget 

A significant portion of each year's spending (about 
15 percent of fiscal year 1977 outlays) reflects legal 
commitments from prior years; for example, payments now 
due on an aircraft carrier ordered several years ago. An 
even larger portion (about 58 percent of fiscal year 1977 
spending) is mandated by existing laws. Social security 
payments must be made, the interest on the federal debt must 
be met, and the states must be reimbursed for expenses 
incurred in the Aid to Families with Dependent Children 
(AFDC) , unemployment compensation, and other entitlement 
programs. 

Since the Congress has the power to change the laws, 
the problem is not primarily legal. But people are expecting 
these payments and many would suffer hardships if they did 
not get them. Indeed, many payments not actually mandated 
by law, such as research grants to universities or education 
grants to school districts, are also expected and cannot be 
cut back suddenly without considerable disruption and 
political outcry. Likewise, rapid increases in the budget 
may be equally infeasible. Major new programs require 
advance planning if serious waste and inefficiency are to be 
avoided. 

The fact that major budget changes are difficult to 
make in anyone year -- sometimes called the "uncontro1-
lability" of the federal budget -- can hardly be regarded as 
undesirable. Few citizens would want to live in a country 
where government commitments were not honored, where policy 
fluctuated wildly from year to year, and where the aged or 
handicapped and other recipients of federal benefits never 
knew for certain whether they would continue to receive 
their checks. Nevertheless, the limited extent to which 
change is possible in one year demands planning ahead. 

Future Impact of Present Change 

While changes in the budget in anyone year are usually 
marginal, such changes may imply a major reordering of 
future priorities. Thus, a new weapons system or a major 
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river development may have costs that are small in the 
first year, but that grow to many billions of dollars in 
future years. Elimination of a tax preference, on the other 
hand, may make little difference in the first year but 
produce substantial future tax revenues. The same caveats 
apply to what may be seen as small changes in the fiscal 
year 1977 and 1978 programs. 

PLAN OF THE REPORT 

This report illuminates some of the budget choices 
the Congress will have to make in the coming months; it 
identifies the major options and describes what they mean in 
the short and long run. The remainder of this section 
discusses, first, the four types of decisions involved in 
making any budget -- decisions about the overall size of 
federal spending, priorities among federal programs, the 
impact of the budget on the distribution of resources among 
individuals, and the impact of the budget on the economy as 
a whole. Chapter 1 then turns to a brief description of the 
current state of the economy, the prospects for the next two 
years, and the broad fiscal policy alternatives that should 
be considered if the economy is to maintain a healthy rate 
of economic recovery without risking more inflation. 

Chapter 2 identifies some longer-run objectives of 
budget policy, such as continued economic recovery, new 
federal programs, restraining the size of the federal 
sector, and balancing the budget. It examines the conflicts 
among these goals and the circumstances under which it would 
be possible over the next five years to attain these goals 
at the same time. 

Part II discusses some of the major programmatic 
decisions that the Congress is likely to consider in connec
tion with the fiscal year 1978 budget and identifies in more 
detail the longer-run consequences of each. 

This report does not analyze the Ford Administration's 
fiscal year 1978 budget; such an examination is contained 
in the CBO Staff Working Paper, Overview of the 1978 Budget: 
An Analysis of President Ford's Proposals (January 1977). 
CBO will also prepare an analysis of President Carter's 
budget proposals. 
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FOUR DIMENSIONS OF THE FEDERAL BUDGET 

The complex process of making decisions on the federal 
budget determines, in large measure, the answer to four key 
questions: 

o What share of national output should be devoted to 
federal programs? 

o How should federal resource.s be allocated among 
different activities? 

o How should the federal government affect the 
distribution of resources among individuals and 
businesses? 

o How much should the federal government stimulate 
or restrain the economy? 

These questions are rarely addressed explicitly. 
Nevertheless, every final budget voted by the Congress 
implies answers to all of these questions,' and the answers 
to each can change dramatically from year to year. 

What Share of National Output Should Be Devoted to Federal 
Programs? 

Federal spending as a percent of gross national product 
(GNP) is a useful measure of federal influence on the 
economy. The fact that more than one dollar in five flows 
through the federal treasury, however, does not mean that 
the federal government controls an equivalent proportion of 
national production. Much federal spending, for example, is 
in the form of transfers to individuals, such as social 
security benefits. The people who get these transfers, not 
federal officials, decide how their money is to be spent 
for goods and services. Direct purchases of goods and 
services by the federal government -- dams, aircraft car
riers, and the pay for federal employees -- are quite 
limited, accounting for only 8.3 percent of nat ional 
output in 1976. By contrast, the federal government, 
through rules and regulations telling individuals and 
businesses what they can and cannot do with their resources, 
has a pervasive impact far beyond the confines of the 
federal budget. 
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In the past two decades, federal spending as a percent 
of gross national product has risen -- from 17.6 percent 
in fiscal year 1957 to 23.0 percent in fiscal year 1977 
(see Figure 1, in which the calculations are made on a 
National Income and Product Account basis). Much of this 
increase has occurred since 1974 and is attributable to the 
current recession, which not only lowered the growth of the 
gross national product, but also boosted federal spending 
for programs such as unemployment compensation. If both 
the budget and the economy are examined in a way that 
adjusts for these cyclical fluctuations in economic growth 
and federal spending, the relative size of the federal 
sector has risen less dramatically, from 17.2 to 20.5 
percent of the full-employment GNP over the past two de
cades. 

At the same time, however, the state and local govern
ment share, even adjusted for the grants received from the 
federal government, has been rising much more rapidly. 
Hence, the share of national output spent by all levels of 
government has risen from 25.4 percent in fiscal year 1957 
to 33.6 percent in 1977. 

Figure 1 
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State and local spending increases, partly associated 
with past increases in the school-age population, have 
tapered off recently and are not expected to rise rapidly 
in the next few years. What happens to the federal share 
will depend on Congressional budgetary decisions. 

A continuation of the federal programs currently on 
the books would not result in federal spending rising 
as a percent of GNP. CBO recently projected the cost of 
federal programs over the next five years on a current 
policy basis, a method that allows for expected increases in 
the population eligible for benefit programs such as social 
security and veterans' pensions and for increases needed to 
offset inflation. 1/ On this basis, federal outlays as 
a percent of GNP would fall from its present level of 
22.5 percent to 19.4 percent by fiscal year 1982, assuming 
a health economic recovery is somehow maintained (see Table 
1). If the recovery is slow, the drop in federal outlays as 
a percent of GNP would be less dramatic. Thus any increase 
would reflect Congressional decisions to add new programs or 
to increase spending on current programs by more than is 
required to compensate for inflation and increases in the 
numbers of persons eligible for benefits (see Table 1). 

How Should Federal Resources Be Allocated Among Types 
of Activities? 

Decisions on the fiscal year 1978 and later budgets, 
of course, will reflect Congressional decisions about the 
relative importance of the major activities -- defense, 
health, housing, revenue sharing, highways, aid to veterans, 
and so forth. But within these broad areas, further deci
sions must be made concerning relative emphasis. For exam
ple, within the area of defense should more or less emphasis 
be placed on modernizing the Navy, building a new strategic 
bomber, or augmenting manpower? 

1/ Five-Year Budget Projections: Fiscal Years 1978-1982, 
CBO Report, December 1976. 
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TABLE 1. MAJOR COMPONENTS OF BUDGET OUTLAY PROJECTIONS, FI SCAL YEARS 1976 TO 1982 

.----~.--~.---

Proj.ect.ion~ 
1976 1977 

flajor Component (Actual) (Estimate) 1978 1979 1980 1981 1982 

Billions of Dollars 
-.-~--~-

National Defense 90.0 100.7 113.6 120.8 130.8 139.1 147.4 
Contributory Benefit 

Payments For Individuals 123.4 134.6 143.9 156.7 171.2 188.0 197.5 
Other Benefit Payments For 

Individuals 44.3 49.2 52.0 55.8 59.5 63.5 77 .9 
Grants to State and Local 

Governltlents 40.4 48.0 48.8 47.5 48.2 50.3 53.2 

Net Interest 26.8 30.4 35.8 38.6 39.5 39.5 39.4 

Other Federal Operations 40.8 50.2 56.6 60.8 64.6 67.4 70.3 

Total 365.7 413.1 450.7 480.1 513.9 547.8 585.7 

Percent of Total Outlal's 

National Defense 24.6 24.4 25.2 25.2 25.4 25.4 25.2 
Contributory Benefit 
I'ayment~ For Individuals 33.7 32.6 31.9 32.6 33.3 34.3 33.7 

Other Benefit Payments 
For Individuals 12,1 11.9 ll.S 11.6 11.6 11.6 13.3 

Grants to State and 
Local Governments 11.1 11.6 10.8 9.9 9.4 9.2 9.1 

Net Interest 7.3 7.4 7.9 B.O 7.7 7.2 6.7 

Other Federal Operations 11.2 12,1 12.6 12.7 12.6 12.3 12.0 

Total 100:0 100.0 100.0 "100.0 100.0 100.0 100.0 

Total Outlays 
as a Percent of GNP 22.6 22.5 22.2 21.4 20.7 20.0 19.4 
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In recent years the allocation of federal spending 
among major activities has changed dramatically. Two 
decades ago, defense and international affairs accounted 
for more than half of the budget; today these functions 
amount to just under a quarter of all funds spent by 
the federal government (see Figure 2). Much of the growth 
has been in federal programs that give cash or in-kind 
benefits to individuals. Contributory benefit payment 
programs, such as social security and medicare, grew from 
13.3 percent of total outlays in fiscal year 1957 to 32.6 
percent in 1977. Noncontributory benefit payment programs, 
such as Aid to Families with Dependent Children and food 
stamps, increased from 7.0 to 11.9 percent over this period. 
Federal grants to local governments have also shown rapid 
growth, from 2.7 percent in 1957 to 11.6 percent in 1977. 

Figure 2 

Composition of Federal Spending as a Percent of Federal Outlays 
ACTUAL PROJECTED 

---i25 

Fiscal Years 
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Continuation of these relative changes is not inevi
table. CBO projections of the budget indicate that, with 
allowance for likely economic and demographic changes, only 
small shifts in the relative importance of maj or federal 
functions will occur over the next five years if current 
policies are continued (see Table 1). Payments to indivi
duals would rise slightly as a percent of the budget, 
although not faster than the economy as a whole. 

Even over the next 25 years, payments to individuals 
will not rise faster than the economy as a whole unless 
the Congress changes current policies. Continuation of 
present benefit programs -- with allowances for changes in 
the eligible population and for increasing benefits as fast 
as prices, or even as fast as wages -- implies that the 
proportion of GNP devoted to these programs will stay 
constant at about 9 to 10 percent.]j If Congress enacts 
new benefits, adds new categories of beneficiaries, or 
increases payments faster than wages, these proportions will 
rise; but such actions would call for new legislation. They 
are not the inevitable consequence of past decisons. 

Priority decisions are also made, although often less 
consciously, on the revenue side of the budget. The federal 
government has sought to encourage certain types of activity 
and to reward certain categories of persons by reducing 
their tax liability. Such "tax expenditures," as these 
reductions from normal tax liabilities are called, often 
differ little from programs that spend federal resources 
directly. For example, the tax-exempt status of municipal 
bond interest saves state and local governments money by 
lowering their borrowing costs; the same result could be 
achieved by providing these governments with a direct grant 
to cover part of their interest payments. 

£/ See Growth of Government Spending for Income Assistance: 
A Matter of Choice, prepared by CBO for the Senate 
Budget Committee (Washington, D.C.: U.S. Government 
Printing Office, 1975). 
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How Should the Federal Governement Affect the Distribution 
of Resources Among Individuals and Businesses? 

Decisions made both on the spending and taxing sides of 
the federal budget affect the distribution of income among 
individuals and businesses -- among large and small busi
nesses, among industries, among geographic areas, and among 
individuals of various ages, occupations, and income 
levels. 

On balance, direct federal taxes do not greatly alter 
the distribution of income among individuals in various 
income groups (see the last two columns of Table 2). The 
progressive impact of the personal income tax, which 
falls more heavily on upper-income groups, is largely offset 
by the regressive impact of the social security payroll tax 
which falls heavily on low- and middle-income wage earners. 

TABLE 2. PERCENTAGE DISTRIBUTION OF INCOME TO FAMILIES a! CLASSIFIED BY 
PRE-TAX!I'RE-TRANSFER INCO~E QUINTILES FOR FISCAL YEAR 1976 

Pre-tax Soc ial Cash In-Kind 
Pre-transfer Insurance Transfers Transfers 

Quintile Income Added Added Added 'E.! 

Lowest 0.3 3.6 4.5 6.1 
Second 7.2 9.4 9.6 10.1 
Third 16.3 16.3 16.2 16.0 
Fourth 26.0 24.5 24.2 23.6 
Highest 50.2 46.2 45.6 44.2 

Total c/ ioo--:O- 100.0 100.0 100.0 

Post-tax! 
Post-transfer 
Income 

7.2 
11.5 
16.6 
23.4 
41.3 

100.0 

SOURCE: Congressional Budget Office Background Paper, No. 17, Poverty Status of Families 
Under Alternative Definitions of Poverty, January 1977. 

~! Includes single individuals as one-person families. 

'E.! Includes medicaid, medicare, as well as food stamps, housing assistance, and child 
nutrition benefits. 

£! Details may not add to totals because of rounding. 
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On the spending side, however, federal transfer 
programs directly improve the relative position of lower 
income groups, especially when in-kind transfers, such 
as food stamps or medicare payments, are counted as income. 
While the poorest fifth of all families had only 0.3 percent 
of all income before taxes and transfers, after receipt 
of income transfers this group's share was 6.1 percent 
of the total. 

Over the past two decades the proportion of total 
federal revenues derived from the individual income tax 
has remained constant at approximately 45 percent (see 
Figure 3), while the proportion derived from payroll taxes 
has risen and the share from the corporate income tax has 
declined. Looking to the future, however, the income tax 
share is likely to rise if current tax policy is continued 
-- primarily because inflation and economic growth combine 
to push taxpayers into higher tax brackets (see Table 
3). In the past, the Congress has periodically cut income 
taxes to offset these automatic revenue increases. 

Figure 3 

Receipts by Source as a Percent of Total Receipts 
Percent ACTUAL PROJECTED Percent 
100~~~~~~~~~~~~~~~~~+r,~~~~~100 

o~~~uu~~uu~~uu~~~~~uu~~~~~o 
1957 1960 1965 1970 1975 1980 1982 

Fiscal Years 
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TABLE 3. PROJECTIONS OF FEDERAL BUDGET RECEIPTS BY SOURCE. FISCAL YEARS 1976 TO 1982 

Proj ec tions 

1976 1977 
Source (Actual) (Estimate) 1978 1979 1980 1981 1982 

.~ 

Billions of Dollars 

Individual Income Taxes 130.8 161. 7 188 219 255 295 341 
Corporate Income Taxes 41.4 58.5 58 67 77 85 92 
Social Insurance Taxes 

and Contributions 92.7 107.1 124 139 152 170 188 
Other Taxes and Receipts 34.3 35.2 37 39 41 43 46 

Total 299.2 362.5 407 464 526 594 668 

Percent of Total Receipts 

Individual Income Taxes 43.9 44.6 46.2 47.2 48.5 49.7 51.1 
Corporate Income Tax 13.8 16.1 14.2 14.4 14.6 14.3 13.8 
Social Insurance Taxes 

and Contributions 30.9 29.5 30.5 30.0 28.9 28.6 28.1 
Other Taxes and Receipts 11.4 9.7 9.1 8.4 7.8 7.4 6.9 

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

To What Extent Should the Federal Government Stimulate 
or Restrain the Economy? 

As a general rule, when the federal government pays 
out more money than it takes in, it adds to demand for goods 
and services; when it takes in more money than it pays out, 
it restrains demand. Tax cuts or added spending that in
crease the budget deficit or reduce the surplus stimulate 
the economy and reduce unemployment, but at the cost of 
increased inflationary pressures. Tax increases or expendi
ture reductions that increase the budget surplus or reduce 
the deficit have the opposite effects. The magnitude 
of these effects depends critically on the overall state of 
the economy. When the economy is operating far below its 
potential with substantial numbers of idle plants and 
workers, increases in the budget deficit are thought to 
increase output and employment while adding little to 
inflation in the short run. On the other hand, when the 
economy is running at full capacity, increased federal 
spending that is not offset by higher taxes will just boost 
prices, without significantly changing either output or 
employment. 

15 
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The stimulative and inflationary impacts of various 
types of spending and taxing may differ. For example. added 
federal outlays that place demands on sectors of the economy 
that are operating at or near capacity (e.g., health care) 
are likely to have more of an inflationary impact than are 
outlays that place demands. sectors with large quantities of 
underutilized resources (e.g •• construction). In the latter 
situation the result is more likely to be increased economic 
activity rather than inflation. Tax cuts aimed at people who 
tend to save large fractions of their incomes are less 
likely to boost the economy through increased consumer 
demand than are cuts directed at persons who spend all of 
their incomes. 

To a certain extent the budget reacts automatically to 
stabilize the economy -- cushioning the depressant effects 
of a recession and dampening the inflationary impacts of a 
boom. When the growth of the economy slackens and unemploy
ment begins to rise, the budget deficit increases automati
cally because spending increases for such entitlement 
programs as unemployment compensation, food stamps, and 
welfare. At the same time, tax revenues decline, or grow 
more slowly, because of lower corporate profits and personal 
incomes. When the economy begins to expand rapidly, the 
opposite chain of events occurs -- spending that is related 
to unemployment drops while revenues expand, thus reducing 
the size of the deficit or expanding the size of the sur
plus. Because of the progressive nature of the personal 
income tax, revenues tend to respond more than proportion
ately to changes in the economy. 

The budget also can reflect discretionary policies 
aimed at stabilizing the economy. The Tax Reduction Act 
of 1975 and programs such as emergency public works, expand
ed public service employment, and countercyclical revenue 
sharing represent discretionary budget actions of the 94th 
Congress that were designed to stimulate the economy. The 
temporary tax surcharge enacted in 1968 was aimed at slowing 
down an overheated economy. 

In the past two decades, the federal budget has been 
in deficit in all but three years (see Table 4). The 
deficits of the past three years have been especially 
large and have added substantially to the national debt; 
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TABLE 4. THE FEDERAL SURPLUS OR DEFICIT AND DEBT, FISCAL YEARS 1957 TO 1977 

Billions of Dollars 
Surplus (+) or Federal Debt 

Fiscal Surplus (+) or Deficit (-) at as a Percent 
Year Deficit (-) Full Employment ~! Federal Debt of GNP 

----
1957 + 3.2 + 6.6 272.4 63.0 
1958 - 2.9 + 8.9 279.7 63.3 
1959 -12.9 - 2.7 287.8 61.8 
1960 + 0.3 +10.2 290.9 58.5 
1961 - 3.4 +13.1 292.9 57.6 
1962 - 7.1 + 6.6 303.3 55.5 
1963 - 4.8 + 7.4 310.8 53.9 
1964 - 5.9 + 4.4 316.8 51.4 
1965 - 1.6 + 3.4 323.2 49.2 
1966 - 3.8 - 4.0 329.5 45.7 
1967 - 8.7 - 9.0 341.3 44.1 
1968 -25.2 -28.1 369.8 44.6 
1969 + 3.2 + 0.8 367.1 40.6 
1970 - 2.8 + 1.9 382.6 39.8 
1971 -23.0 - 7.1 409.5 40.2 
1972 -23.4 - 8.0 437.3 39.9 
1973 -14.8 -12.2 468.4 37.9 
1974 - 4.7 + 2.2 486.2 35.7 
1975 -45.1 - 4.6 544.1 37.5 
1976 -66.5 -11.6 631.9 39.3 
1977 'E..! -50.6 -18.0 700.0 37.1 

SOURCE: Unless otherwise noted, all figures are from the Budget of the United 
States Government for Fiscal Year 1978. 

~! Fiscal year 1977 estimates are derived from the fiscal year 1977 Second 
Concurrent Resolution. GNP for fiscal year 1977 is a CBO estimate. 

'E..! Federal outlays and GNP at full employment are CBO estimates. 

they have also reversed the long decline in the size of that 
debt relative to the economy. For the most part, these 
recent deficits have resulted from the automatic stabilizers 
built into the federal budget, rather than from discretion
ary action taken by the Congress or the Executive Branch. 

The effects of the automatic stabilizers can be isolat
ed by examining the budget on a full-employment basis -
that is, on the basis of what spending and revenues would be 
if the economy were operating at full employment. On this 
basis the budget was in surplus for 11 of the past 20 
years (see Table 4). 

17 



Of course, the fiscal policy encompassed in the budget 
is not the only instrument that the federal government 
can use to influence the pace of economic activity. Inter
national economic policy may be used to stimulate foreign 
trade. and Presidential exhortations or wage and price 
controls can be used to at tempt to hold prices down. 
More important. however. is the role played by the Federal 
Reserve System, which controls monetary policy -- the 
supply of money and bank credit available to the economy. 
By manipulating the growth of commercial bank reserves 
and reserve requirements. the Federal Reserve System 
influences the money supply, interest rates, business 
spending on capital goods. and household spending on 
houses and consumer durables. If the growth of the money 
supply is restricted, interest rates will tend to rise 
and spending on such items will be curtailed; a rapid 
expansion of money supply will lead initially to easier 
credit and increased spending on the types of goods that 
are purchased with borrowed money. These effects on demand 
gradually diminish, and ultimately most of the impact 
of monetary policy is not on real output but rather on 
the rate of inflation. Because the Federal Reserve System 
is partially independent of the President and the Congress, 
the nation's monetary policy does not automatically support 
or accomodate the nation's fiscal policy. 

1977 BUDGET: IS MORE STIMULUS NEEDED? 

The recession that occurred between late 1973 and early 
1975 was the longest and deepest recession the economy has 
experienced since the 1930s. As tax receipts fell below 
high employment levels and recession-related expenditures 
rose, the federal budget deficit widened automatically. 
cushioning the recession's adverse effects on the nation. 
In early 1975. in an effort to speed recovery, the Congress 
voted a substantial tax cut. Automatic stabilizers, the 
tax cut, and some antirecession increases in spending 
brought the deficit for fiscal year 1976 to a record $66.5 
billion. 

By the time the Congress turned to decisions on the 
fiscal year 1977 budget, however, the economy was recovering 
and continued growth at a rapid rate seemed likely. A 
somewhat smaller deficit of $51 billion was voted for 
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fiscal year 1977, and there seemed a good chance that rising 
output and employment would bring the federal budget even 
closer to balance by fiscal year 1978. Unfortunately, the 
nonfederal sectors of the economy have not responded to 
the recovery as strongly as implied by the earlier forecast. 
Business investment in plant and equipment has been slug
gish, and recent evidence indicates this pattern is likely 
to continue at least through mid-1977. A slower-than
expected recovery in Western Europe and Japan has contri
buted to weakness in demand for U.S. exports. The prolonged 
strike at the Ford Motor Company in late 1976 reduced 
production and income below levels they would have otherwise 
achieved. Finally, the much-discussed spending shortfall 
by the federal sector, itself also tended to slow the rate 
of economic growth. 

Cons idering the slowdown in the economic recovery, a 
maintenance of the fiscal policy inherent in the Second 
Concurrent Resolution on the Budget for Fiscal Year 1977 
would result in a 3.5 to 5.0 percent growth in real GNP from 
the fourth quarter of calendar year 1976 to the fourth 
quarter of calendar year 1977 (see Table 5).11. This is 
projected to result in an unemployment rate of between 7.1 
and 7.8 percent by the end of 1977. If current policies 
are continued, 1978 growth in real GNP is expected to be 
between 3.0 and 5.5 percent, with an unemployment rate 
between 6.6 and 7.6 percent by late 1978. 

The federal deficit is projected to be larger than 
that specified in the second concurrent resolution primarily 
because lower incomes and profits lead to smaller tax 
receipts. In addition, however, slower growth will increase 
some federal outlays, such as those for food stamps and 
similar entitlement programs. Lower than expected interest 
rates, on the other hand, have led to downward revisions in 
proj ected federal interest payments. Together, these 
influences are expected to produce a fiscal 1977 deficit -
again, if current policies are continued -- of $54 to $58 
billion. 

11 For a more complete discussion of the economic outlook 
and various fiscal stimulus options, see The Disappointing 
Recovery, CBO Report, January 1977. 
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TABLE 5. ECONOMIC PROJECTIONS BASED ON CURRENT POLICY. CALENDAR YEARS 1977 TO 1978 ~I 

Rates of Change (percent) 
-

Economic Variables 1976 1977 1978 1976 to 1977 1977 to 1978 

GNP (billions of 
current dollars) 1745 to 1755 1890 to 1950 2040 to 2170 8.0 to 11.0 7.0 to 11.5 

GNP (billions of 
1972 dollars) 1282 to 1287 1325 to 1350 1370 to 1420 3.5 to 5.0 3.0 to 5.5 

N General Price Index 
0 (GNP deflator. 

1972 = 100) 136 to 137 142 to 145 148 to 154 4.5 to 6.0 4.0 to 6.0 

Consumer Price Index 
(1967 = 100) 173 to 174 181 to 184 188 to 195 4.3 to 5.8 3.8 to 5.8 

Unemployment Rate 
(percentage points) 7.9 7.1 to 7.8 6.6 to 7.6 

~I Fourth quarter estimates. 



Since the recovery has not proceeded as projected, the 
Congress may wish to consider some changes in fiscal policy 
that could move the economy closer to the output and employ
ment goals underlying the second budget resolution. A few 
of the many policy combinations that would accomplish this 
are summarized in Table 6. One combination consists of an 
$8 billion personal tax rebate, a $5 billion (annual 
rate) continuing personal tax reduction, and a $2.5 billion 
(annual rate) continuing corporate tax reduction. Such a 
policy is estimated to add 0.7 percent to economic growth 
during 1977, but only 0.1 percent in 1978. The eventual 
impact of this policy on inflation is 0.1 to 0.2 percentage 
points. 

A second policy combination would add to the first 
combination a $5 billion (annual rate) continuing increase 
in countercyclical revenue sharing and public service 
employment and a $6 billion authorization for accelerated 
public works, with spending taking place slowly over several 
years. This policy combination is similar in broad outline 
to proposals by the Carter Administration. It adds an 
estimated 1 percent to real GNP growth during 1977 and 0.4 
percent in 1978. 

A third policy combination would double the tax options 
of the first combination and add to them the spending 
increases of the second policy combination. This relatively 
large stimulus package would increase real GNP growth by an 
estimated 1.7 percent in calender year 1977 and 0.5 percent 
in 1978. Its estimated effects are shown in the third 
column of Table 6. 

It should be realized, however, that the choice among 
the options for stimulating the economy does not turn solely 
on an evaluation of the need for stimulus and the relative 
effectiveness of available instruments. The effect of the 
choice on the future size and mix of federal spending 
programs and on the distribution of resources among indi
v.iduals and business must also be considered. 

A permanent cut in taxes is more consistent with a 
long-run strategy of reducing the size of federal budget 
relative to the economy than is a temporary tax cut or an 
increase in spending. A tax cut, whether permanent or 
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TABLE 6. ILLUSTRATIVE COMBINATIONS OF EXPANSIONARY FISCAL OPTIONS 

Selected Impacts al 

1977 Impact 
Direct Budget Cost, Fiscal 

Year (billions of dollars) 
Net Budget Cost, Fiscal 

Year (billions of dollars) 
Employment, 4th Quarter 

(thousands) 
Unemployment Rate, 4th 

Quarter (percentage pOints) 

1978 Impact 
Direct Budget Cost, Fiscal 

Year (billions of dollars) 
Net Budget Cost, Fiscal 

Year (billions of dollars) 
Employment, 4th Quarter 

(thousands) 
Unemployment Rate, 4th 

Quarter (percentage points) 

1980 Impact, Inflation Rate 
(Rate of change of consumer 

prices from 1979:4 to 
1980:4, percentage points) 

Combination 1 

+ 10 

+ 9 

+310 

-0.25 

+ 8 

+ 4 

+355 

-0.25 

+0.1 to 0.2 

al All impacts are differences from a baseline path. 

Combination 2 

+ 12 

+ 10 

+610 

-0.45 

+ 16 

+ 7 

+ 905 

-0.65 

+0.3 to 0.5 

Combination 3 

+ 22 

+ 19 

+920 

-0.70 

+ 23 

+ 10 

+1,260 

-0.90 

+0.4 to 0.7 



temporary, can favor either business or consumers and 
can be designed to make the tax structure either more or 
less progressive. 

While making decisions on the fiscal policy appropriate 
to the immediate needs of the economy, however, the Congress 
must also keep in mind the impact of current decisions 
on longer-run goals. Can the budget be balanced as the 
economy returns to full employment? Can new initiatives 
be accommodated without increasing the federal share of 
total national output? The next chapter considers these 
longer-run dilemmas. 
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CHAPTER 2 RECONCILING CONFLICTING BUDGET GOALS: 
THE NEXT FIVE YEARS 

In fiscal years 1977 and 1978, the federal budget is 
almost certain to be in substantial deficit. The Congress 
will be debating how large a deficit is consistent with a 
healthy recovery, not how to balance the budget. In the 
longer run, however, most people regard a balanced budget as 
desirable. Both President Carter and former President Ford 
have strongly supported the goal of a balanced budget. 

At the same time almost everyone believes that federal 
budget policy should promote sustained economic growth 
leading to low unemployment and only moderate inflation. In 
addition, many people favor major new federal programs to 
meet various public needs -- financing health care, improv
ing housing, developing new energy sources, cleaning up the 
environment, or strengthening the nation's defense. But 
many people, including some of those who favor new programs, 
also feel strongly that federal activities already play too 
large a role in the economy; they would favor holding 
federal spending as a proportion of gross national product 
to its present level or lowering it. 

Are these goals compatible? Is it possible to balance 
the federal budget over the next few years and still have a 
growing economy and a declining unemployment rate? Would a 
balanced budget leave room for new federal programs? 

To a large extent, the answers to these questions 
depend on the strength of demand in the nonfederal sectors 
of the economy. If consumer demand is high and private 
investment is vigorous, a healthy rate of economic growth 
can be maintained with minimal stimulus from the federal 
budget. On the other hand, if consumer demand is weak and 
private investment is sluggish, more federal stimulus will 
be necessary to keep the economy growing. Prospects for a 
balanced budget will then be diminished. 

The compatibility of a balanced budget with healthy 
economic growth, moreover, depends heavily on what growth 
rate is desired. If the private economy is weak, for 
example, more federal stimulus will be needed to reach 
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a high overall economic growth rate than to reach a lower 
one. 

While it is not possible to forecast the strength of 
the private economy with any degree of certainty more than a 
year or so in advance, historical experience can indicate 
plausible ranges of nonfederal activity over the next five 
years. This chapter considers the consequences of three 
assumed levels -- strong, moderate, and weak -- of nonfeder
al demand. It also addresses two economic growth paths 
that might be considered desirable goals -- a high or 
"baseline" growth path and a less vigorous path. It at
tempts to answer such questions as: Under what assumptions 
about the nonfederal economy will it be 'possible to balance 
the federal budget and reach a specified growth path? How 
much room will there be f or new programs if the balanced 
budget and economic growth targets are to be attained? 

ASSUMPTIONS ABOUT THE NONFEDERAL SECTORS 

Consumer spending, private investment, state and 
local spending, and net exports are, of course, influenced 
by fiscal policy, but they are also affected by the strength 
of consumer and investor confidence, technological develop
ment, inflationary expectations, and such unpredictable 
events as crop failures and oil embargoes. In addition, 
monetary policy plays an important role in influencing 
the strength of nonfederal demand, especially demand for 
investment goods. Similarly, net exports depend heavily 
on the strength of foreign demand, inflation abroad, and 
other international developments. 

To give a picture of the plausible range of nonfederal 
activity, CBO has examined the past behavior of such vari
ables as the savings rate and the rate of total investment 
growth, state and local purchases, and net exports. Based 
on this examination, future patterns of nonfederal demand 
were designated strong, moderate, or weak. 1/ These desig
nations in turn were used to show how strong, moderate, or 

1/ A forthcoming CBO Technical Staff Paper, Closing the 
Fiscal Policy Loop: A Long-Run Analysis, contains a 
detailed explanation of the methodology that underlies 
this section. 
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weak demand by nonfederal sectors would constrain policy
makers in their attempts to achieve various goals for the 
level of federal expenditures, changes in the tax laws, the 
size of the federal deficit, and the rate of economic 
growth. 1.1 

ECONOMIC GROWTH GOALS 

Two economic growth paths for the economy -- the 
federal plus the nonfederal sectors -- were chosen to bring 
out the impact of varying economic growth goals on budget 
decisions. The higher or baseline economic path is consis
tent with the long-range economic assumptions used by both 
Committees on the Budget for the Second Concurrent Resolu
tion on the 1977 Budget (see Table 7). This path would 
involve a real economic growth rate averaging 5.1 percent 
over the next five years and an unemployment rate falling to 
4.1 percent by the end of fiscal year 1982. It would 
imply an annual rate of inflation (Consumer Price Index) 
that is below 5.0 percent initially but rises to above 5.5 
percent by the end of the five-year period. The second or 
less vigorous path involves a slower economic expansion. 
The annual rate of economic growth would average almost one 
percent lower than in the baseline path. The unemployment 
rate at the end of the five-year period would be 5.5 per
cent, but the pace of inflation would moderate to 4.6 
percent by 1982. 

CURRENT POLICY EXPENDITURES 

The first budget strategy examined is that of holding 
expenditures at the current policy level for the next 
five years and using tax changes to ach~eve the target rates 

11 These assumed nonfederal demand patterns were chosen 
solely to illustrate the impact that variations in 
nonfederal behavior can have on federal budget policy. 
They do not constitute a prediction. This report does 
not consider what federal policy actions are likely to 
stimulate or inhibit nonfederal demand. 
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TABLE 7. ECONOMIC ASSUMPTIONS, FISCAL YEARS 1977 TO 1982 

Economic Variables 1977 1978 1979 1980 1981 1982 

Baseline Assumptions 

Gross National Product (GNP) 

Current Dollar GNP 
(Billions of Dollars) 1835.6 2034.2 2247.2 2484.8 2740.5 3026.0 

Real GNP 
(Billions of 1972 Dollars) 1318.4 1392.2 1468.8 1548.2 1622.9 1696.5 

Growth Rate of Real 
GNP (Percent) 5.5 5.6 5.5 5.4 4.8 4.5 

Unemployment Rate 7.0 6.1 5.5 4.9 4.5 4.2 

N Consumer Price Index 00 
(Annual Percent Change) 5.06 4.8 4.7 4.9 5.2 5.7 

Less Vigorous Economic Expansion 

Gross National Product (GNP) 

Current Dollar GNP 
(Billions of Dollars) 1835.6 2029.2 2211.6 2406.0 2617.1 2848.0 

Real GNP 
(Billions of 1972 Dollars) 1318.4 1388.8 1446.6 1504.5 1564.6 1627.2 

Growth Rate of Real GNP 
(Percent) 5.5 5.3 4.2 4.0 4.0 4.0 

Unemployment Rate 7.0 6.1 5.9 5.8 5.7 5.5 

Consumer Price Index 
(Annual Percent Change) 5.0 4.8 4.6 4.6 4.6 4.6 



of growth. 11 This means that all government programs cur
rently on the books (except those that are explicitly 
temporary) would be continued and the expenditures for 
them would be adjusted for inflation and the impact of 
demographic changes. For example, social security expendi
tures would be adjusted not only for increases in the cost 
of living, but also for increases in the number of persons 
eligible for social security. If current policy expenditures 
were maintained, federal spending would rise at a slower 
rate than would the gross national product (GNP) under 
either of the growth paths considered here. Federal expen
ditures as a fraction of GNP would decline from the present 
22.5 percent to a level between 19.5 and 20.6 percent in 
fiscal year 1982, depending on which GNP path were used for 
comparison. 

If current policy expenditures were maintained, a 
balanced budget in fiscal year 1982 could be attained 
only if the nonfederal sector were strong (see Table 8). 
Even in this case, maintaining the higher economic growth 
rate would require substantial tax cuts late in the period 
to offset the normal revenue increases that result from 
rising incomes and a progressive personal tax structure. 
If such tax cuts were not made, the federal budget would 
exert a restraining influence on the economy and economic 
growth would suffer. 

If demand by the nonfederal sectors proved only moder
ately strong, an increasing federal deficit involving still 
larger cuts in taxes would be necessary to achieve the 
baseline GNP path. If the nonfederal sectors were weak, 
still larger deficits would be required; indeed, it seems 
unlikely that the baseline economic path could be achieved 
at all if nonfederal sector demand were weak. 

If, however, the economic goals were less ambitious 
if the nation were willing to settle for the less vigor

ous economic path over the next five years -- it would be 
easier to balance the budget with a declining ratio of 
federal spending to ,GNP. With only moderately strong 
demand by the nonfederal sectors of the economy, continued 

11 For a description of current policy expenditures and 
revenues see, Five-Year Budget Projections: Fiscal Years , 
1978-1982, CBO, December 1976. 
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TABLE 8. CURRENT POLICY EXPENDITURES, FISCAL YEARS 1978 TO 1982, IN BILLIONS OF DOLLARS 

Fiscal 
Year 

1978 
1979 
1980 
1981 
1982 

1978 
1979 
1980 
1981 
1982 

Federal 
Expendi-
tures 
(Unified) 

451.0 
480.0 
514.0 
548.0 
586.0 

451.0 
483.0 
519.0 
552.0 
587.0 

Ratio of 
Expendi-
tures to 
GNP (Per-
cent) 

22.1 
21.3 
20.6 
19.9 
19.3 

22.2 
21.8 
21.5 
21.0 
20.6 

BASELINE GNP PATH 

Moderate 
Strong Nonfederal Demand Nonfederal Demand 

Required Required 
Budget Tax In- Budget Tax In-
Surplus (+) creases (+) Surplus (+) creases (+) 
or or De- or or De-
Deficit (-) creases (-) Deficit (-) creases (-) 

- 15.8 + 28.1 a/ - 49.8 5.8 
- 13.2 + 2.7 a/ - 57.6 - 41.6 
- 20.6 - 32.6 al - 77.2 - 89.2 
- 11.3 - 57.3 al - 81.6 -127.6 
+ 1.0 - 80.9 "il - 86.1 -168.1 

LESS VIGOROUS GNP PATH 

5:.1 cl - 45.3 + 0.5 
cl c/ - 29.0 + 0.0 
cl cl - 24.3 - 10.4 
cl c/ - 13.6 - 23.3 
£1 £1 - 5.6 - 39.2 

~/ Figures in this column are differences from current policy tax collections. 

Weak Nonfederal Demand 
Required 

Budget Tax In-
Surplus (+) creases (+) 
or or De-
Deficit (-) creases (-) 

12./ J?./ 
bl W 
"fj J?.I 
bl bl 
~I ~I 

- 79.9 - 34.0 
- 73.2 - 44.1 
- 79.6 - 65.7 
- 81.4 - 91.1 
- 88.0 -121.6 

J?.I The deficits and tax cuts in this column are too large to be regarded as plausible and are, therefore, omitted from the 
table. 

£1 A tax policy that generates substantial surpluses would be required to keep the economy from growing at a faster rate. 



current policy expenditures combined with modest tax cuts 
would bring the budget close to balance by fiscal year 
1982. Indeed, if the nonfederal sectors were strong, the 
federal budget could run a substantial surplus without 
endangering the attainment of this less vigorous economic 
path. Only if the nonfederal sectors were weak would it be 
necessary to run a large and increasing federal deficit even 
to attain the less vigorous path. 

$50 BILLION LOWER FEDERAL SPENDING BY FISCAL 1982 !/ 

A second budget strategy would involve spending cuts of 
$50 billion below CBO's current policy estimates by fiscal 
year 1982. This is somewhat below the long-term expenditure 
path implied by the recently submitted Ford Administration 
budget. Such a path would imply a reduction in the ratio of 
federal spending to the gross national product from 22.5 
percent to between 17.7 and 18.8 percent by 1982 depending 
upon which GNP path is used. 

As may be seen in Table 9, no matter what is assumed 
about the strength of nonfederal demand, the lower expendi
tures implied by this budget strategy would have to be 
accompanied by even larger tax cuts than those required by 
current policy expenditures to keep the economy growing even 
at the less vigorous rate. Indeed, near balance in the 
federal budget could be achieved by the end of the period 
only if nonfederal demand were strong or if a growth path 
below the less vigorous one used here were accepted. Mod
erate nonfederal demand would require large and growing 
deficits to achieve the baseline GNP path. Smaller and 
shrinking deficits would, however, be consistent with 
moderate nonfederal demand and attainment of less vigorous 
economic growth. 

!/ In this and the following section, it is assumed 
that changes in expenditures from a current policy path 
are divided among purchases of goods and services, 
transfer to persons and grants-in-aid in the same ratios 
as these categories bear to one another in the current 
policy projection. 
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TABLE 9. 

Fiscal 
Year 

1978 
1979 
1980 
1981 
1982 

1978 
1979 
1980 
1981 
1982 

$50 BILLION LOWER FEDERAL EXPENDITURES BY FISCAL YEAR 1982, IN BILLIONS OF DOLLARS 

BASELINE GNP PATH 

Moderate 
Strong Nonfederal Demand Nonfederal Demand 

Ratio of Required Required 
Federal Expendi- Budget Tax In- Budget Tax In-
Expendl- tures to Surplus (+) creases (+) Surplus (+) creases (+) 
tures GNP (Per- or or De- or or De-
(Unified) cent) Deficit (-) creases (-) Deficit (-) creases (-) !!:..I 

441.0 21.6 - 20.4 + 13.5 al - 54.5 - 20.5 
460.0 20.4 - 21.0 - 25.0 -;;1 - 65.6 - 69.6 
484.0 19.4 - 30.6 - 72.6 -;;1 - 87.4 -129.4 
508.0 18.5 - 22.3 -108.3 "il - 92.9 -178.9 
536.0 17.7 - 10.5 -142.5 ~I - 97.9 -229.9 

LESS VIGOROUS GNP PATH 

441.0 21.7 cl cl - 49.9 - 14.0 
463.0 20.9 'CI 'CI - 36.7 - 27.6 
489.0 20.3 -;'1 -ci - 34.2 - 50.3 
512.0 19.5 -;'1 -;'1 - 24.7 - 74.4 
537.0 18.8 sJ ~I - 17.2 -100.8 

!!:..I Figures in this column are differences from current policy tax collections. 

Weak Nonfederal Demand 
Required 

Budget Tax In-
Surplus (+) creases (+) 
or or De-
Deficit (-) creases (-) 

hi hi 
bl bl 
bl bl 
bl bl 
"fl "fl 

- 84.6 - 48.7 
- 81.0 - 71.9 
- 89.7 -105.8 
- 92.6 -142.3 
- 99.9 -183.5 

£1 The deficits and tax cuts in this column are too large to he regarded as plausible and are, therefore, omitted from the 
table. 

~I A tax policy that generates substantial surpluses would be required to keep the economy from growing at a faster rate. 



$50 OR $100 BILLION IN NEW FEDERAL PROGRAMS BY FISCAL 1982 

Current policy spending allows for normal growth 
in the programs already enacted, but not for new programs 

unless these are substituted for existing programs. In 
the past, of course, the federal government has periodically 
taken on increasing responsibilities, and at present there 
is support for further expanding those responsibilities. 
To illustrate the consequences of such increases, this 
section analyzes two expenditure strategies which raise 
federal spending $50 billion and $100 billion, respectively, 
above current policy levels by fiscal year 1982. The 
lower of these two paths assumes that successive increments 
of $10 billion are added to current policy spending each 
year through fiscal year 1982, representing an average 
growth in federal expenditures of 9.0 percent a year; this 
is comparable to the average rate of increase experienced 
from fiscal year 1960 through 1976. This rate of increase 
would imply approximate constancy in the ratio of federal 
spending to GNP; that ratio would be 21. 0 percent to 22.3 
percent of GNP by 1982, depending on which GNP path is 
used. 

The higher path assumes an increase of $20 billion over 
current policy spending levels in each year, or an average 
growth rate of federal spending of 10.7 percent per year 
between fiscal years 1977 and 1982. This is roughly the 
same as the average rate of increase between 1970 and 1976, 
but above the corresponding figure for earlier periods. It 
would imply a rise in the ratio of federal spending to GNP 
from its current 22.5 percent to between 22.7 percent and 
24.1 percent, depending on which GNP path is used. 

As shown in Tables 10 and 11, the basic story remains 
the same, even when expenditures are growing faster than 
current policy: attaining the higher baseline growth 
path while balancing the budget is possible only if nonfed
eral demand is strong. If nonfederal demand is only moder
ate, it will be necessary either to settle for the less 
vigorous GNP growth path or to run a federal deficit. With 
higher spending, however, the deficit need not be as large 
as under current policy to achieve a particular growth 
path. The cuts below current policy taxes shown in Tables 
10 and 11 are considerably smaller than those shown in Table 
8. Moreover, as may be seen in Table 11, if private demand 
is strong and the higher federal expenditure level is 
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TABLE 10. 

Fiscal 
Year 

1978 
1979 
1980 
1981 
1982 

1978 
1979 
1980 
1981 
1982 

$50 BILLION ADDITIONAL FEDERAL EXPENDITURES BY FISCAL YEAR 1982. IN BILLIONS OF DOLLARS 

BASELINE GNP PATH 

Moderate 

Ratio of 
Federal Expendi- Budget Tax In- Budget Tax In-
Expendi- tures to Surplus (+) creases (+) Surplus (+) creases (+) 
tures GNP (Per- or or De- or or De-
(Unified) cent) Deficit (-) creases (-) Deficit (-) creases (-) ~/ 

461.0 22.6 - 11. 2 + 42.7 a/ - 45.2 + 8.7 
500.0 22.2 - 5.4 + 30.5 ;/ - 49.7 - 13.7 
544.0 21.8 - 10.6 + 7.3;/ - 67.0 - 49.0 
588.0 21.4 - 0.2 - 6.2;/ - 70.3 - 76.3 
636.0 21.0 + 12.5 - 19.4 """ii - 74.2 -106.2 

LESS VIGOROUS GNP PATH 

461.0 22.7 si - 40.7 + 15.1 
503.0 22.7 s./ - 21. 2 + 27.8 
549.0 22.8 s:i - 14.5 + 29.3 
592.0 22.6 c/ - 2.6 + 27.6 
637.0 22.3 ~/ + 5.9 + 22.3 

~I Figures in this column are differences from current policy tax collections. 

Weak Nonfederal Demand 
Required 

Budget Tax In-
Surplus (+) creases (+) 
or or De-
Deficit (-) creases (-) 

bl QI 
hi bl 
hI b-I 
hi hI 
f/ f/ 

- 75.2 - 19.3 
- 65.3 - 16.2 
- 69.5 - 25.6 
- 70.1 - 39.8 
- 76.1 - 59.7 

Q/ The deficits and tax cuts in this column are too large to be regarded as plaUSible and are, therefore, omitted from the 
table. 

£1 A tax policy that generates substantial surpluses would be required to keep the economy from growing at a faster rate. 
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TABLE 11. $100 BILLION ADDITIONAL FEDERAL EXPENDITURES BY FISCAL YEAR 1982, IN BILLIONS OF DOLLARS 

BASELINE GNP PATH 

Moderate 
Strong Nonfederal Demand Nonfederal Demand Weak Nonfederal Demand 

Ratio of Required Required Required 
Federal Expendi- Budget Tax In- Budget Tax In- Budget Tax In-
Expendi- tures to Surplus (+) creases (+) Surplus (+) creases (+) Surplus (+) creases (+) 

Fiscal tures GNP (Per- or or De- or or De- or or De-
Year (Unified) cent) Deficit (-) creases (-) Deficit (-) creases (-) 2..1 Deficit (-) creases (-) 

1978 471.0 23.1 6.7 + 57.2 al - 40.5 + 23.4 bl bl 
1979 520.0 23.1 + 2.3 + 58.3 ;1 - 41.8 + 14.1 bl bl 
1980 574.0 23.1 0.6 + 47.3 ;1 - 56.8 8.8 bl bl 
1981 628.0 22.9 + 10.7 + 44.7 ;1 - 59.0 - 25.0 b/ bl 
1982 686.0 22.6 + 24.1 + 42.1 il - 62.4 - 44.4 ]i/ ]il 

LESS VIGOROUS GNP PATH 

1978 471.0 23.2 cl cl - 36.1 + 29.7 - 70.5 - 4.6 
1979 523.0 23.6 £.1 ~/ - 13.5 + 55.5 - 57.4 + 11.6 
1980 579.0 24.0 cl ~I - 4.6 + 69.2 - 59.5 + 14.3 
1981 632.0 24.1 £./ ~/ + 8.3 + 78.6 - 58.8 + 11.4 
1982 687.0 24.1 s:/ £./ + 17.5 + 83.9 - 64.2 + 2.1 

/!I Figures in this column are differences from current policy tax collections. 

QI The deficits and tax cuts in this column are too large to be regarded as plausible and are, therefore, omitted from the 
table. 

£1 A tax policy that generates substantial surpluses would be required to keep the economy from growing at a faster rate. 



desired, taxes must actually be raised to keep the economy 
from growing faster than the baseline rate. Failure to 
implement such tax increases in this situation would lead to 
intense inflationary pressures as rapidly expanding federal 
programs competed with the nonfederal sectors for the fully 
employed resources of the economy. 

GENERAL IMPLICATIONS 

The key point for Congressional decision-making that 
arises from the preceding analysis is that, no matter 
what the strength of nonfederal demand, the federal govern
ment faces a wide range of budget possibilities over the 
next five years. However, because not all combinations of 
desired economic and budgetary goals can be achieved, 
tradeoffs must be made. 

The greater the vigor of the nonfederal sectors: 

o The easier the achievement of a high GNP with less 
federal action. 

o The smaller the deficit or the greater the surplus 
for any federal expenditure strategy. 

o The less the federal flexibility for increasing 
expenditures or decreasing taxes. 

The higher the desired level of federal expenditures: 

o The easier the achievement of high GNP through 
federal action. 

o The smaller the deficit or the greater the surplus 
needed to attain a specified economic goal. 

o The smaller the opportunity to cut taxes. 

The higher the GNP goal (and the lower the unemployment 
goal) : 

o The greater the deficit or the smaller the surplus 
for any desired level of federal expenditures. 
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o The greater the federal flexibility for increasing 
expenditures or decreasing taxes. 

o The greater the danger of continuing or accelerating 
inflation. 

NEW SPENDING INITIATIVES 

To place the previous discussion in a programmatic 
context, it is useful to examine the budget implications 
of some of the specific spending initiatives now under 
consideration. How do the costs of various combinations of 
programs relate to the alternative long-term fiscal sce
narios presented earlier? 

Estimates can be made of the amount of expenditure 
increase or tax reduction (compared with current policy) 
that would be needed in fiscal year 1982 under alternative 
assumptions about growth goals and the strength of non
federal demand (see Part A of Table 12). These can be 
compared with the projected costs in fiscal year 1982 of 
some spending options discussed in greater detail in Part II 
of this report (see Part B of Table 12). 

Under most circumstances it appears possible to 
accommodate many of the spending options open to the 
Congress without serious risk of having to raise taxes 
above current policy levels. 1/ The major exception is a 
federally funded comprehensive national health insurance 
plan. Although the large-scale sectoral shifts implicit in 
such a program mean that the $108 billion annual cost of the 
program is not directly comparable to the "fiscal room" 
shown in Part A of Table 12, one point seems clear. It is 
that, under all but one of the hypothetical sets of economic 
conditions, a large-scale, tax-financed health program would 

1/ It should be noted that comparison of fiscal year 1982 
program costs with the "fiscal room" shown in Part A 
of Table 12 ignores program specific considerations. 
While such comparisons are useful as a rough guide for 
long-term planning purposes, they should be interpreted 
with caution. 
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TABLE l2A. RANGE OF REQUIRED DEPARTURES FROM CURRENT POLICY 
TAXES OR EXPENDITURES IN FISCAL YEAR 1982, 
BILLIONS OF DOLLARS 

Economic Conditions 

Tax Decrease (-) 
Assuming Current 
Policy Expenditures ~/ 

Expenditures 
Increase (+) 
Current Policy 
Taxes £1 

Baseline GNP Growth Path 

Strong Nonfederal Demand 
Moderate Nonfedera1 Demand 

Less Vigorous GNP Growth Path 

Moderate Nonfedera1 Demand 
Weak Nonfedera1 Demand 

- 81 
-168 

- 39 
-122 

TABLE 12B. PROJECTED COSTS OF SELECTED NEW PROGRAMS IN FISCAL 
YEAR 1982, BILLIONS OF DOLLARS £/ 

Program Cost 

Welfare Reform 
National Standards (AFDC) 
Comprehensive Cash System 

(Income Security for Americans) 

Health Care 
Federali~ed Medicaid (Federally Financed) 
Catastrophic Insurance 
Tax Financed National Health Insurance 

Energy 
Low Consumer Cost Emphasis 
Low Import Emphasis 

Agriculture 
Deficiency Payments (Wheat, Feedgrains, 

and Cotton) with Target Prices and 
Loan Rates Set in Relation to the 
Cost of Production 

~I Figures based on Table 8. 

6.3 

15.3 

44.1 
19.0 to 20.0 

108.0 to 138.0 

7.8 
3.1 

5.4 

+ 61 
+132 

+ 30 
+ 98 

£! For the details of the methodology used to calculate these numbers see 
the forthcoming COO Technical Staff Paper, Closing the Fiscal Policy 
Loop: A Long-Run Analysis. 

These are cost changes 
in the case of Energy 
policy spending level. 
II of this report do 
type. 

from the current policy spending levels except 
where the change is measured from the present 
The National Defense options discussed in Part 

not lend themselves to a comparison of this 
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occupy most of the room available for new spending initia
tives and would most likely require compensating reductions 
in other federal programs or tax increases above current 
policy levels. 21 

Various combinations of other programs, such as welfare 
reform plus catastrophic health insurance or long-term 
care plus increased defense spending, could use most if 
not all the room available in the budget, particularly if 
the less vigorous growth goal were supported by a moderate 
or stronger nonfederal economy. On the other hand, if 
the gap between growth aspirations and nonfederal demand 
strength is large, this combination plus others could be 
accommodated on fiscal policy grounds with room left over 
for tax cuts. Added spending, of course, reduces the scope 
for cutting taxes below current policy levels. 

CONCLUSION 

In almost all cases, some room will be available by 
fiscal year 1982 for federal spending or tax cuts beyond 
current policy. How much will be available depends cru
cially on the GNP growth goals and the support provided for 
such goals by the nonfederal sectors of the economy. A 
modest goal and strong nonfederal demand would leave little 
room for additional demand generated by higher federal 
spending or lower taxes. 

The space available for federal programs thus varies. 
Very substantial commitments to future spending might fill 
the space or even overfill it, requiring future cutbacks in 
public or private spending. More modest commitments, how
ever, will leave some flexibility to future Congresses. 
The question thus is: How much commitment now as against 
how much flexibility later? 

§..! Added expenditures in the early years of a large-scale 
health program could be Significantly above the incre
ments to current policy assumed in Table 11. It would 
thus be necessary, on fiscal policy grounds, to reduce 
other programs, raise taxes above levels implied by 
Table 11, or implement the plan more slowly in the early 
years for each combination of GNP growth and nonfederal 
demand strength. 
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PART II. FEDERAL BUDGET CHOICES FOR 

FISCAL YEARS 1978 to 1982 





CHAPTER 3 NATIONAL DEFENSE 

Expenditures for national defense constitute slightly 
less than a quarter of the fiscal year 1977 federal budget 
-- $100.6 billion of a total budget of $413.1 billion. 11 
The current policy level of outlays for the national defense 
function in fiscal year 1978 is $113.6 billion (see Table 
13). Measured in dollars of constant purchasing power, 
outlays for defense declined steadily from their Vietnam 
peak in the late 1960s through fiscal year 1975; real 
outlays grew slightly in fiscal year 1976 and will probably 
grow by 4 to 5 percent in fiscal year 1977. 

CONGRESSIONAL DECISIONS 

The Congress will face a number of major defense issues 
this year including: 

o Whether and at what pace to continue the major 
procurement and modernization underway for the 
Army and the tactical air forces. 

o How to balance the Navy shipbuilding program be
tween aircraft carriers and their escorts or other 
forces, such as attack submarines and frigates more 
specialized in countering the Soviet submarine 
threat. 

o Whether and at what pace to modernize the strategic 
bomber force with B-1 bombers, cruise missiles, a 
new land-based intercontinental ballistic missile, 
airborne warning and control aircraft, and new 
interceptors for continental air defense. 

11 For a more detailed discussion of the issues covered 
here, see the CBO Budget Issue Papers, Planning u.S. 
General Purpose Forces: Overview (January 1977) , The 
Navy (December 1976), Army Procurement Issues (December 
1976), The Tactical Air Forces (January 1977), Theater 
Nuclear Forces (January 1977), and The Costs of Defense 
Manpower: Issues for 1977 (January 1977). 
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TABLE 13. NATIONAL DEFENSE OUTLAYS IN BILLIONS OF DOLLARS, 
FI SCAL YEARS 

1978 
1976 1977 (Current 

(Actual) (Estimated) Policy) 

Department of Defense 
Military and Civilian Pay 38.2 40.7 43.7 
Retired Pay 7.3 8.3 9.0 
Purchases 42.5 49.9 48.1 

Military Assistance 
Foreign Military Sales 
Trust Fund -0.6 -0.2 0.2 
Other 1.1 0.7 0.6 

Defense-related ERDA Programs 1.6 1.8 2.0 

Other Defense-related Programs 0.1 -0.6 !!./ 

Total 90.0 100.6 113.6 

!!./ Less than $50 million. 

a How to control the growth of manpower and retirement 
costs while remalnlng able to recruit and retain 
high quality personnel. 

Decisions on these matters will have important long
run consequences for the size of the defense budget and the 
capability of U.S. forces. Because major defense procure
ment programs usually extend over several years and because 
equipment that is procured must later be maintained and 
operated, the full budgetary impact of decisions to expand 
and modernize forces this year will not be felt for five to 
eight years, or even longer. 
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The discussion of these defense issues is divided into 
three parts: general purpose forces, strategic nuclear 
forces, and manpower and retirement. 

THE GENERAL PURPOSE FORCES 

The general purpose forces comprise the ground and 
tactical air forces, all of the Navy except the ballistic 
missile submarine fleet and its support ships, and the 
mobility forces that provide air- and sea-lift. The general 
purpose forces contain most of the manpower and are respon
sible for most of the cost of the U. S. defense establish
ment. ~I Table 14 shows their size and composition. 

TABLE 14. U.S. GENERAL PURPOSE FORCES, JULY 1, 1976 

ACTIVE 

Ground Forces: 
Army (Divisions) 
USMC (Divisions) 

Naval Forces: 
Aircraft Carriers 
Major Surface Warships 
Nuclear Attack Submarines 
Amphibious Ships 
Auxiliaries 
Other 

Total Ships 

Tactical Air Forces: ~/ 
USAF: 

Attack/Fighter Aircraft 
USN: 

Attack/Fighter Aircraft 
USMC: 

Attack/Fighter Aircraft 

Total Attack/ 
Fighter Aircraft 

16 
3 

13 
159 

63 
62 

104 
21 

422 

2,300 

1,200 

500 

4,000 

~/ Numbers of aircraft are approximate. 

RESERVE 

Ground Forces: 
Army (Divisions) 
USMC (Divisions) 

Naval Forces: 
Destroyers 
Mine Warfare Ships 
Amphibious Ships 
Patrol Combatants 

Total Ships 

Tactical Air Forces: ~/ 
USAF: 

Attack/Fighter Aircraft 
USN/USMC: 

Attack/Fighter Aircraft 

Total Attack/ 
Fighter Aircraft 

8 

30 
2Z 

3 
5 

60 

900 

300 

1,200 

~I The general purpose forces account for about 36 
percent and the strategic for about 8 percent of the 
defense budget, according to the most Widely used 
Department of Defense accounting scheme. With more 
complete allocation of the various overhead functions, 
such as logistics and training, these proportions are 
about 59 and 16 percent, respectively. 
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The principal contingency against which the U. S. 
general purpose forces are planned is a worldwide war 
between the Soviet Union and its allies and the United 
States and its allies. In this contingency, the center of 
conflict is in Europe, but it is assumed also that there 
would be combat or a threat of combat in Northeast Asia. 
This hypothetical case is regarded as a suitable tool for 
force planning because Europe and Japan are important to 
U.S. interests; because there is a concrete military threat 
deployed in Eastern Europe; and because of the belief that, 
if our forces are adequate for this contingency, they will 
also be adequate for other contingencies~ 

Should the war described in the planning scenario 
actually occur, it would cause enormOuS casualties and 
widespread destruction. The balance of forces between NATO 
and the Warsaw Pact is such that neither can be sure of a 
successful military outcome. The United States is probably 
unwilling to buy general purpose forces large enough to 
guarantee U.S. victories in such a situation. Moreover, an 
attempt to do so might simply provoke an offsetting Soviet 
buildup. Thus, the outcome of a major war with the Soviet 
Union would be uncertain. Since neither side would have an 
overwhelming predominance of force, generalship, circum
stances, morale, and luck would likely be decisive. Either 
side can undertake programs that might shift the odds, but 
there is no way for one, in the near term, to acquire an 
overwhelming advantage. 

Such assessments of the military balance, however, do 
not by themselves determine whether we want to spend more or 
less On the general purpose forces. Prudent balancing of 
costs and risks would have to consider the likelihood that 
some conflict might actually erupt and whether or not the 
Soviets have any interest in disrupting the status quo. 
There is, in addition, the question of the appropriate 
division of effort between ourselves and our allies. 
Can other countries pick up burdens the United States 
decides not to carry? If they did, or if they did not, and 
the overall capability of the United States and its allies 
declined, how would world politics change and how would U.S. 
interests be affected? 

Even within the current definition of our interests, 
a number of overall choices remain. What level of risk 
will the United States accept and what size and type of 
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general purpose force is consistent with that risk? How 
should the United States balance the competing demands for 
capability to fight a brief war or a protracted war? How 
should the United States balance the demand for an ability 
to respond quickly to a sudden war with an interest in 
having the largest and most effective forces possible after 
some period of mobilization? The options below illustrate 
the impact of such choices on the defense budget. 

General Purpose Forces Options 

The ability to maintain a coherent early defense 
without giving up too much ground in the face of a Warsaw 
Pact attack in Europe is the fundamental requirement of our 
current defense strategy. Only if that can be done can 
other forces be brought to bear to produce a favorable 
outcome. Thus, priority in defense planning should go 
to ensuring that NATO forces have a good chance of pre
venting a deep penetration of Western Europe. Then forces 
are needed to sustain the war for as long as necessary. 
However, because the United States can never be entirely 
sure it could stop any attack, it is possible to concentrate 
too heavily on forces for the early battles, and provide too 
few for later phases of the war. The options presented 
below show alternative ways to strike the balance between 
initial and long-term capability. 

The Department of Defense (DoD) Baseline. Although 
recent DoD Reports have stressed the importance of the 
initial battle in Europe, much of the present Department of 
Defense force expansion and modernization program is aimed 
at improving the capability to fight a longer war. Expan
sion of the Army from 13 to 16 active divisions may not 
contribute to an early NATO defense; it may even reduce 
it. 1/ Conversion of Army infantry divisions to armored or 

1/ This is primarily because the smaller force could 
mobilize faster and would be less dependent on affili
ated reserve units. For a more detailed treatment of 
this point, see U.S. Army Force Design: Alternatives 
for Fiscal Years 1977-1981, CBO Staff Working Paper, 
July 16, 1976. 
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mechanized infantry divisions would not bolster initial 
capability because the equipment for the new divisions most 
likely would be moved to Europe by sea, and thus would 
arrive well after the early phases of the war. _ The expan
sion of the u.s. Air Force to 26 tactical air wings is 
primarily aimed at improving sustaining capability. Stra
tegic mobility improvements proposed by DoD, such as the 
airlift enhancement program, however, should improve NATO's 
early capability. 

The baseline program shown in Table 15 includes a 
general expansion toward a fleet of 600 ships, including 
procurement of further nuclear aircraft carriers and escort 
vessels equipped with the AEGIS air defense system. 4/ The 
ability of carrier-based aircraft to contribute signifi
cantly to the early phase of a land war in Europe is uncer
tain. Similarly, it is not clear that additional resources 
devoted to containing the Soviet submarine and aircraft 
threats to the Atlantic shipping lanes would significantly 
increase the rate of delivery of reinforcements and supplies 
in the first months of a war. The present size and struc
ture of the Navy, particularly the balance between air
craft carriers and their escorts, and more specialized 
antisubmarine vessels, must be justified by reference to 
contingencies other than an abrupt, brief NATO/Warsaw Pact 
conflict. 

Some programs in the DoD baseline would, however, 
improve rapid reaction and initial fighting capability. 
These include: 

o Base hardening, including shelters for aircraft. 

o Airlift enhancement. 

o Armored combat vehicles (XM-l tank and MICV personnel 
carrier) • 

i/ Nuclear-powered aircraft carriers were included in the 
five-year defense program underlying the fiscal year 
1977 budget request, but have been dropped in the Ford 
Administration's fiscal year 1978 request in favor of 
smaller vessels. 
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o The Cobra/TOW helicopter and infantry antitank guided 
missile programs. 

o Reconnaissance and battle management improvements 
such as airborne warning and control systems (AWACS). 

Added Initial Fighting Capability. If NATO is seen to 
be vulnerable to a sudden and intense attack from the Warsaw 
Pact, there are many possible solutions. One, which would 
be direct and which would have an immediate and measurable 
impact, would be for the United States to deploy more forces 
to Europe. Another would be to subsidize our European 
allies to upgrade the equipment and readiness of their NATO 
forces. Both of these measures would clearly raise de
fense budgets and would be contrary to the U.S. foreign 
policy trend that encourages our allies to shoulder more of 
their own defense burden. Neither seems likely to be 
seriously considered except in response to a much more 
threatening situation in Europe. While these programs will 
not be discussed in the options considered here, they should 
not be ruled out as possible future responses. 

We can improve our response to an initial Warsaw Pact 
attack by improving the forces that can get into the early 
battle and by improving the capability to move forces 
rapidly from their peacetime locations to the battle field. 

An option that would add initial fighting capability to 
the present baseline modernization and improvement programs 
would: 

o Increase prepositioned (POMCUS) stocks for Army 
forces. 

o Procure additional all-weather tactical aircraft and 
further adapt present aircraft, especially the A-lO, 
to all-weather missions. 

o Accelerate procurement of antitank guided missiles 
and Cobra/TOW attack helicopters. 

These steps, added to the current program of expansion to 
16 divisions and 26 wings, and p~ocurement of another 
aircraft carrier, would increase the national defense budget 
authority by about $3.7 billion from 1978 to 1982. 
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Reduced Force Expansion with Rapid Reaction Improve
~ents. For some time, the military services have been 
producing forces designed to fight a long war. And this 
capabili ty may be enough to provide longer-term backup to 
the forces that will react to any Warsaw Pact aggression. 
For example, present and programmed antisubmarine warfare 
(ASW) forces can defeat the Soviet submarine force over a 
period of months and are adequately supported in this sea 
control role by present Navy aircraft carrier force levels. 
However, because of the Navy's emphasis in its force plan
ning on the use of carriers to attack enemy targets ashore 
(power projection), the United States may now have a larger 
carrier force than is required for sea control alone. But 
the power prOjection mission may not be germane to war in 
Europe. It may be very expensive to acquire the capability 
to attack Soviet land-based forces directly from the sea, 
and such a capability may have little effect upon the 
outcome of the campaign in Central Europe, either in the 
shorter or longer term. 

Thus, in this option, programmed Navy force improve
ments relatively specialized in the power projection mission 
would be eliminated to free resources for increased rapid 
reaction capability. 

Similarly, the Army's expansion to 16 divisions 
would be curtailed, both to save the resources involved in 
outfitting the additional three divisions and to ensure that 
those Army divisions that do join the battle in Europe have 
adequate combat support. In this option, expansion of the 
Air Force would be limited to 24 wings, with 2 wings 
of F-15s deleted from the plan. In addition, USMC and Navy 
tactical air wings would be equipped and trained so that 
they could operate from land bases in Europe. 

If the improvements that relate to rapid reaction 
mentioned in the previous option are programmed into the. 
present force, along with the restraints mentioned above, 
national defense budget authority could be some $15 billion 
below the DoD baseline program over the next five years. 

Reduced Force Expansion. Other needs for national 
resources may be found to be more pressing than the need for 
a substantial increase in U.S. military capability in 
Europe. The overall deterrent capability of NATO backed by 
U.S. strategic forces may be seen as adequate, and it can 
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be argued that U.S. force improvements in Europe do not 
appreciably improve NATO capabilities as a whole unless our 
allies follow suit with commensurate improvements. This 
view would hold that our allies, with the possible excep
tion of the Federal Republic of Germany, have never taken 
the conventional NATO war scenario seriously enough to have 
acquired the forces and war reserves to support it ade
quate1y. There is thus little incentive for the United 
States to do so. 

An option that would reflect willingness to continue 
with forces very similar to our present forces, without the 
expansion and upgrading included in the previous options, 

TABLE 15. BUDGET OPTIONS FOR GENERAL PURPOSE FORCES, 
IN BILLIONS OF DOLLARS, FISCAL YEARS 

Option 1977 1978 1979 1980 1981 

CBO Current 
Policy Projection 112.1 120.0 126.7 134.9 143.6 

DoD Baseline 
Program ~f 112.1 122.4 131.9 141.6 151.5 

Changes from Base-
line Program 

Added Initial Fight-
ing Capability +0.4 +1.1 +1.3 +0.9 

Added Initial 
Capability 
and Reduced 
Force Expansion -1.9 -2.6 -2.3 -4.7 

Reduced Force 
Expansion -2.3 -3.7 -3.6 -5.6 

1982 

153.2 

160.2 

+0.0 

-3.5 

-3.5 

!if The basis for this projection is described in CBO Budget 
Issue Paper, Planning U.S. General PurEose Forces: 
Overview, January 1977. 
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would imply defense costs over the next five years that 
would be below the DoD baseline by some $18.7 billion. 
Small additional costs might be incurred to improve the 
theater nuclear forces, given their increased importance in 
this option. 

THE STRATEGIC NUCLEAR FORCES 

The offensive strategic nuclear forces of the United 
States include Minuteman and Titan intercontinental bal
listic missiles (ICBMs), Polaris and Poseidon submarine
launched ballistic missiles (SLBMs), and B-52 and FB-Ill 
bombers. Strategic defensive forces include air defense 
interceptors and the radar and communications networks 
designed to provide warning of a ballistic missile attack. 
The United States has no active antiballistic missile 
(ABM) system. 

The growth of Soviet strategic nuclear forces in the 
las t decade has necessi ta ted a reassessment of the role 
of the U.S. nuclear forces. As the balance now stands, 
neither the United States nor the Soviet Union can defend 
itself from a strategic nuclear attack or prevent an attack 
by launching an all-out attack on the other's strategic 
nuclear forces. Thus, neither side can use strategic 
bombardment without suffering retaliation that could include 
destruction of much of the nation's industry and the deaths 
of tens of millions of people. 

Some have argued that the use of strategic forces 
need not inevitably escalate to that kind of catastrophe, 
and that strategic nuclear forces may be needed to make 
controlled, limited strikes as well as to devastate the 
opponent. 

Whether the strategic forces are designed for mutually 
assured destruction, or for carrying out limited nuclear 
options or both, the criteria of adequacy are elusive. 
For example, one might decide that the forces were adequate 
if, after absorbing a well-designed first strike, they 
could destroy half of the opponent's industry and one
quarter of its population. But then, what if some set of 
assumptions and calculations about a hypothetical attack 
showed that U.S. forces could only destroy 40 percent of 
the industry and 20 percent of the population in response? 
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Would this signal a need for major upgrading of U. S. 
strategic forces? Further, the country to be deterred from 
striking first does not, presumably, have access to the 
calculations done by the other. Both sides likely make such 
calculations using quite conservative assumptions about the 
effectiveness of each other's forces. The situation may 
arise in which each side has severe anxiety about the 
adequacy of its own forces as a deterrent to the other, and 
neither side is willing to forego its efforts to redress 
the balance. 

The criteria of adequacy for limited nuclear options 
are even more difficult, ambiguous, and uncertain than 
those related to deterrence. This is because many as
sumptions have to be made· about the scenario in which the 
option would take place, the effect on the enemy, his 
response, third-party perceptions and responses, and so 
on. 

Thus deciding whether the United States has enough 
strategic nuclear forces to support its objectives is 
inherently very difficult. Referring to simpler and more 
accessible measures, such as numbers of launchers, or 
warheads, or megatons, is no more useful, since the bewil
dering array of yields, accuracies, vehicles, target sys
tems, and other variables on both sides defies meaningful 
comparison. 

Whatever the measure of the strategic balance, the 
story is now far different from that of a decade ago. 
For example, the United States now has fewer strategic 
offensive launchers than the Soviet Union (see Table 
16). Numbers of launchers do not tell the whole story. 
U.S. deployment of multiple independently targetable war
heads (MIRVs) on 550 Minuteman III ICBMs and on more than 
400 Poseidon SLBMs has greatly increased the number of 
warheads that can be delivered against the USSR. The Soviet 
Union lagged behind the United States in MIRV deployment, 
but it is now catching up. But the Soviet warheads gener
ally tend to be more powerful than their U.S. counterparts. 
This trend has elicited concern. 

The shift of the strategic balance towards the Soviet 
Union has created a dilemma for U.S. defense planners. In 
1966 the United States had a clear margin of superiority and 
this dominated any uncertainty over the calculations or the 
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TABLE 16. U.S. AND SOVIET STRATEGIC LAUNCHERS, 
1966 AND 1976 

Type 1966 §:../ 1976 'p./ 

U.S. USSR U.S. USSR 

ICBMs 934 340 1054 1500 

SLBMs 512 130 656 850 

Intercontinental 
Bombers 680 155 421 180 

~/ Statement of Secretary of Defense Robert S. McNamara on 
the fiscal year 1968 Defense Budget. 

~/ Report of Secretary of Defense Donald H. Rumsfeld to 
the Congress on the fiscal year 1977 Budget. 

criteria. Now, however, the balance is more even. The 
obj ective of U. S. defense planners must be to ensure that 
no credible set of exchange calculations could convince the 
Soviet Union that it has a first-strike capability or that 
some limited strike could produce a great advantage while 
still keeping U.S. cities hostage against a retaliatory 
strike. At the same time, it seems reasonable to avoid 
acquiring or planning to acquire U.S. strategic forces that 
could do the same thing to the USSR. 

A range of strategic postures is consistent with the 
fundamental objective of deterrence. All of the following 
options lie within that range, but each arises from a 
different policy emphasis and each implies the procurement 
of different forces: 

o Finite-Deterrence Posture. Highly survivable, smal
ler force for assured destruction, with some hedges 
against Soviet technological breakthroughs, and 
very limited capability for selective employment. 
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o Second-Strike Counterforce Posture. Highly surviv
able assured destruction force with the additional 
capability to attack Soviet strategic forces remain
ing after a Soviet attack on the United States. 
Counterforce capability would be considerable, but 
not sufficient to threaten a disarming first strike. 

o Limited-Options Posture. Capable of conducting 
selective nuclear attacks over an extended period 
for political or military purposes, while absorbing 
similar attacks, modest counterforce capability, 
backup assured destruction capability. 

o Essential-Equivalence Posture. Equality or better 
in most or all key indicators of strategic force 
size and capability, such as deliverable warheads, 
equivalent megatonnage, etc., with substantial 
counterforce capability. 

Since U.S. strategic force size and composition change 
only slowly over the years in response to the changing 
emphasis of national budgets, the force options outlined 
here simply indicate general directions for change, and 
should not be taken as final force designs. However, it is 
possible to talk generally about the kinds and numbers of 
systems associated with each. None of the options would 
violate the ABM Treaty, the SALT I offensive weapons accord, 
or the Vladivostok agreements. 

For purposes of comparison, the present Department of 
Defense plan for strategic forces includes procurement of 
the B-1 bomber, with an eventual force goal of 241 aircraft; 
procurement every two years of three Trident submarines 
armed with Trident I miSSiles; development of the Trident II 
missile; development and deployment of a new ICBM called 
M-X, which will be capable of firing from mobile launchers; 
and development of air- and sea-launched cruise missiles. 
The following paragraphs sketch modifications to that DoD 
plan. 

The finite-deterrence force would place primary depen
dence for assured destruction on SLBMs, but would hedge 
against Soviet ASW breakthroughs by retaining the Minuteman 
III force and the B-52 force until they were clearly 
obsolete. 
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The finite-deterrence force would represent consider
ably less investment in strategic forces than is now being 
programmed by DoD. It would continue the Trident program as 
planned by DoD, would not buy the B-1, and would defer 
procurement of a follow-on manned bomber until the 1990s. 
Further, it would not procure the M-X, nor a ship-launched 
cruise missile, and it would defer production of a new ICBM 
until at least the 1990s. 

Choosing the finite-deterrence force would be consis
tent with the view that present Soviet strategic programs 
are mainly the response of conservative military planners to 
past U.S. programs. This force is also consistent with the 
view that strategic supremacy does not provide important 
political advantages. A finite-deterrence force would still 
be capable of inflicting severe damage on the Soviets 
following a first strike. 

Compared with present Defense Department programs, 
choosing the finite-deterrence force goal would imply 
savings of about $16.4 billion over the fiscal year 1978 to 
1982 period. 

A force with a second-strike counterforce capability 
would require most of the force improvements currently 
programmed. The Trident submarine program would continue at 
its planned rate, ultimately replacing the Polaris/Poseidon 
force. The B-1 bomber would be continued with a goal of 241 
operational aircraft to provide a means of delivering 
large numbers of warheads with high accuracy. Air-launched 
cruise missiles would be procured for use on the B-52 and 
the B-1, but ship-launched cruise missiles would not be 
procured. To aid the bombers in their mission and to hedge 
against a Soviet breakthrough in ASW, the M-X missile 
program would also be continued •. 

A second-strike counterforce capability would be a 
response to the possibility of a strategic conflict that 
began with an attempt by the Soviets to destroy U.S. 
land-based nuclear forces while retaining sufficient 
forces to threaten U.S. cities. Without a survivable force 
capable of destroying the remaining Soviet missiles, the 
United States would have to choose between capitulation and 
attacking Soviet cities. With such a force, the United 
States could attack the withheld Soviet weapons, leaving 
both sides dependent on their sea-based deterrent forces. A 
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rough balance would once again exist, and some of the 
population centers of both nations might remain undamaged. 
It is argued that u.s. bombers and surviving missiles could 
provide the needed counterforce capability while submarines 
could provide an assured retaliatory force. 

The costs of this force would be essentially the same 
as the currently programmed force over fiscal years 1978 to 
1982 (see Table 17). 

TABLE 17. BUDGET OPTIONS FOR STRATEGIC NUCLEAR FORCES, IN 
BILLIONS OF DOLLARS, FISCAL YEARS 

Option 1978 1979 1980 1981 1982 

Changes from DoD 
Baseline Program 

Finite-Deterrence 
Force -2.8 -2.7 -3.6 -4.0 -4.1 

Second Strike 
Counterforce j!/ 

Limited-Options 
Force -1.8 -2.3 -2.5 -2.6 -2.3 

Essential-Equiv-
alence Force +0.3 +1.0 +0.5 +2.5 +0.9 

j!/ Less than $50 million. 

The limited-options posture would place primary em
phasis on the controlled and selective use of nuclear 
weapons for coercive purposes. It would feature the capa
bility to make small-scale nuclear strikes against the USSR 
(and to sustain limited strikes in return) over an extended 
period, while preserving the threat of an assured destruc
tion attack to deter the Soviet Union from unlimited 
attacks. 

To provide an assured destruction capability, a Trident 
submarine force similar in size to that needed in the 
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finite-deterrent force (20 submarines) would be required 
Sea-launched strategic cruise missiles would be developed to 
provide greater flexibility in launch areas, flight paths, 
and targets for limited strikes. No B-1 bombers would be 
procured but a force of stand-off bombers armed with cruise 
missiles would be developed to replace the B-52s as they are 
retired. The single-warhead Minuteman II would be retained 
as the principal weapon to carry out limited strikes. It 
would be equipped with the NS-20 guidance and command data 
buffer system. When Minuteman II reaches the end of its 
service life, it would be replaced in upgraded silos by a 
new Single-warhead missile for which research and develop
ment (R&D) would begin in fiscal year 1978. The yield and 
accuracy combination on this replacement would result in a 
very high probability of destroying a hardened target with a 
single missile. The M-X missile program would continue with 
an ultimate force goal of 200. 

Choosing the limited-options force would be consistent 
with the view that nuclear war need not always escalate into 
global nuclear war and that limited nuclear strikes can have 
important military or political effects. To be reasonably 
sure that the Soviets could not convince themselves that 
their forces could win a war with the United States and 
its allies, deterrence would require strengthening across 
the entire spectrum of forces. For strategic forces, this 
would mean proceeding toward the limited-options force 
described above. 

The limited-options force would be less costly than 
that now planned by DoD. It would require $11.5 billion 
less for strategic force funding from fiscal years 1978 to 
1982. 

The goal of an essential-equivalence force would be not 
only a credible war fighting posture but also the assurance 
that U.s. strategic forces could not be perceived to be 
inferior to Soviet forces. This force would include 30 
Trident submarines, 241 B-1 bombers, the sea- and air
launched cruise missiles, and command and control improve
ments. Four hundred Minuteman lIs would be retained and the 
Minuteman III force would be replaced by 600 M-X missiles, 
200 of which would be mobile. Strategic force R&D would be 
accelerated, particularly antiballistic missile projects. 
The follow-on interceptor would be procured. Resources 
allocated to civil defense would be greatly expanded. 
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Choosing the essential-equivalence force would be 
consistent with the view that war with the Soviet Union 
would almost certainly lead to global nuclear exchanges. In 
this situation, the appearance of superiority in strategic 
forces by the USSR could provide significant leverage in 
international affairs. Further, because other nations would 
also perceive Soviet nuclear superiority, they might be 
unwilling to resist Soviet pressure for long. The produc
tion of nuclear forces equal or superior to Soviet forces 
in most of the conventional measures of force size and 
capability would be needed to make credible the U.S. commit
ment to defend itself and its allies from Soviet aggression. 
Although this option might not be compatible with SALT, 
the view of Soviet intentions from some quarters would 
probably regard SALT as simply a device for achieving 
Soviet nuclear dominance. 

The cost of the essential-equivalence force would be 
conSiderably higher than that now programmed by DoD -- some 
$5.2 billion higher from fiscal year 1978 to 1982. 

DEFENSE MANPOWER 

As the nation's largest employer, the Department of 
Defense in fiscal year 1977 will pay $53 billion to more 
than four million active, reserve, and retired military 
personnel, and to one million civilian employees. Under 
current policy, payroll costs will grow to around $56 
billion in 1978, excluding several billion in the costs of 
maintaining and supporting defense personnel. 

Defense payrolls have risen sharply in recent years, 
not only because of rapid inflation and the end of the 
draft, but also because of costly manpower policies. If 
these policies are continued -- especially if the Department 
of Defense continues to seek large numbers of high quality 
recruits from a declining population of young males -
manpower costs will continue to grow rapidly. Growth could 
be particularly rapid if the economy should expand rapidly 
and the number of jobs available to young men should in
crease substantially. Unless defense manpower poliCies are 
changed, potential cost increases could threaten the future 
of the all-volunteer force. 
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Because manpower costs are such a large part of the 
defense budget, relatively small changes in pay scales, in 
personnel turnover and rotation, and in the numbers required 
for support can have a large impact on costs. This section 
discusses, in turn, personnel training and management, 
policies affecting recruiting of the all-volunteer force, 
and the compensation of defense employees. 

Military Personnel Management 

The Department of Defense does not hire personnel 
trained for its unique missions. Instead, the Department 
recruits and trains personnel in a closed system. Nearly 20 
percent of all uniformed personnel are engaged in training 
and recruiting activities that cost $7 billion in fiscal 
year 1977. Since 1974, the Defense Department has reduced 
the proportion of military personnel in overhead positions. 
There are three areas where further overhead reductions 
might be achieved without cutting numbers of forces: 
training, turnover, and recruiting. 

Training Efficiency. In fiscal year 1977, basic 
military and advanced skill training for newly enlisted 
recruits will cost nearly $3 billion. These entry-level 
training costs could be cut significantly through more 
efficient use of trainee time and staff. 

The minimum length of entry-level training for most 
recrui ts is set by law; the Congress recently reduced the 
minimum from four to three months. With improvements in 
entry-level training techniques, some integration of train
ing phases, and better management of training time, the 
services could shorten entry-level training and take advan
tage of the change in the law. Savings averaging 20 percent 
are feasible in Army entry-level training time, as are 
smaller cuts in Navy and Air Force training. Together, 
these reductions would save more than $200 million per 
year. 

The Army spends 50 to 130 percent more per week to 
train a recruit than the other services. Reductions in 
Army training staff and support, in addition to those 
associated with shorter training cycles, to bring the Army 
more in line with the other services, would save $50 million 
per year. 
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Reduced Military Turnover. Between fiscal years 1978 
and 1982, the rate of turnover among military personnel will 
be 23 percent, rather than the 15 percent that was predicted 
in advance of the shift to all-volunteer forces. High 
turnover rates lead to higher recruiting and training costs 
but to smaller numbers of expensive senior personnel and 
to reduced retirement costs. 

The present high turnover rate results from large 
losses among firs t-term personnel and from controls placed 
by the services on reenlistments. Procedures adopted in 
fiscal year 1974 to expedite discharges of marginal per
formers increased the percentage of recruits who failed to 
complete their first terms of enlistment from 25 to 37 
percent. The Defense Department has established, but not 
enforced, goals for reducing first-term discharges that 
would still permit high discharge rates for persons in 
training. Meeting these goals would cut costs by $85 million 
in fiscal year 1978; a return to the even lower pre-1974 loss 
rates would save $170 million in fiscal year 1978. Loss rates 
before the 1974 policy changes could be considered relatively 
high because they were associated with the sharp cuts in 
forces at the end of the Vietnam conflict. 

Higher reenlistment rates also can reduce turnover and 
costs by reducing the complement of untrained personnel and 
increasing productivity levels among military personnel. An 
increase of 20,000 per year in reenlistments, including 
civilians with prior military service, is feasible and would 
produce net savings of $110 million in fiscal year 1978 and 
$600 million over the next five years, largely through 
reductions in untrained personnel. To benefit fully from 
higher reenlistment rates, however, changes must be made in 
the military retirement system. 

Military Recruiting 

The services are seeking recruits who meet higher 
education and mental aptitude standards. This policy in
creases the demand for the very type of recruit who already is 
in short supply and who will be even more scarce in the 1980s 
because of declining birth rates in' the 1960s. Projected 
increases in civilian job opportunities and rising civilian 
pay scales will make it more difficult for the services to 
compete for recruits. 
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Under a variety of assumptions about the future course 
of the economy, the supply of high quality recruits will 
fall short of the demand (see Figure 4). I f the pace of 
economic growth is slow (high unemployment), demand will 
exceed supply of recruits in fiscal year 1985 by about 
53,000; if the economic recovery is more rapid and the 
unemployment rate falls faster (low unemployment), demand in 
fiscal year 1985 will exceed recruit supply by over 85,000. 
Were the armed forces to try to make up for these shortages 
with across-the-board pay increases, about $8 billion (in 
1977 dollars) would be added to 1985 manpower costs. Even 
if pay inducements were limited to bonuses for recruits, 
costs would go up by more than $2 billion in 1985. The need 
for sizable cost increases may lead to an abandonment of the 
all-volunteer force and hasten a return to the draft. 

Figure 4 

Projected Demand and Supply for Prime Recruiting Candidates, 
1976-1985 Total Department of Oefensef!! 
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!!J For the details of the economic assumptions underlying the high and low unemploy
ment projections, see The Costs of Defense Manpower: Is<ues for 1977, appendix, 
CBO, Budget Issue Paper, January 1977, 
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Changes in manpower policies would allow the Defense 
Department to overcome projected shortages without large 
increases in cost, and without a return to conscription. 
One approach would be to maintain high recruit quality but 
reduce the number of recruits. If the services increased 
the proportion of women from 6 to 10 percent, replaced some 
military personnel in jobs that can be performed by civil
ians, but, most important, adopted the changes in turn
over, training, and reenlistment that are discussed above, 
the demand for recruits in fiscal year 1985 could be reduced 
by over 85,000. These actions would erase the shortages 
of recruits, even if the unemployment rates in the 1980s 
were low; would avoid large cost increases; and would save 
about $150 million per year in manpower costs (in 1977 
dollars) • 

Another approach is to accept reduced recruit quality 
but continue to ,e selective about the caliber of personnel 
on active duty. The services disqualify about 42 percent 
of all potential recruits on physical or mental grounds. 
This is higher than the rejection rate among allied nations 
and far higher than the rate in the Soviet Union. Relaxing 
physical standards slightly could reduce the fiscal year 
1985 shortage of recruits by about 8,000. 

In future years, the services plan to increase the 
percentage of recruits who have high school diplomas. High 
school graduates typically have lower discharge rates than 
other recruits and are superior in other ways as well. But 
these benefits must be weighed against the feasibility and 
costs of concentrating recruiting efforts on a diminishing 
supply of candidates. A return to quality levels of fiscal 
year 1974 would reduce the fiscal year 1985 shortage by 
31,000. By accepting a higher proportion of applicants with 
low test scores, particularly high school graduates in this 
ca tegory, shortages could be reduced by an additional 
16,000. Turnover would remain high because programs to 
eliminate marginal performers would be maintained. However, 
this second set of options, along with some increases in 
recruiting and advertising, would also reduce the fiscal 
year 1985 shortfall by over 85,000. Because of more 
rapid turnover and higher recruiting costs, these options 
could increase costs by about $300 million per year after 
1980 (in 1977 dollars). 
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Military Compensation 

Over the past ten years, several study groups have 
concluded that the present military compensation system does 
not provide incentives that allow the Defense Department to 
recruit and retain the personnel it needs at minimum cost. 
The major problem includes high costs, a complex system of 
benefits that does not provide uniformed personnel with a 
clear picture of their total pay, and a pay and allowance 
pattern that does not always help the Defense Department 
compete in the labor market for the personnel it needs. 

Retirement Reform. Retirement reform can help cut 
costs and can help to achieve a more effective pattern 
of incentives. Several study groups have noted that the 
Defense Department needs more trained personnel with five to 
ten years of experience, fewer personnel with 10 to 20 
years, and more personnel with 20 years or more. The 
current nondisability retirement system does not encourage 
such a pattern. It provides immediate annuities after 20 
years of service, but virtually no benefits for less than 20 
years of service. As a result, the retirement system 
provides little incentive to reenlist a first time because 
benefits are distant (first reenlistment usually occurs 
after three or four years of service). Because the services 
feel obliged to let personnel who sign up for a first 
reenlistment remain on duty until they qualify for a pen
sion, the current retirement system causes the services to 
refuse some first reenlistments to hold down the number who 
will qualify for full benefits. 

An alternative retirement system would provide -- or 
vest -- some benefits after as few as five years of service. 
This should increase incentives to reenlist and make the 
services more willing to encourage first reenlistees and 
then to discharge some with pension benefits, after ten or 
twelve years. A reformed retirement system probably would 
reduce benefits to personnel who retire with 20 years of 
service and thereby increase the number who stay on after 20 
years. 

Retirement reforms affect costs as well as retention 
patterns. Most reforms increase costs by up to $150 million 
a year for the first few years, chiefly because of early 
vesting and transition provisions, but the long-range 
savings are large. A proposal submitted to the Congress 
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last year would save $700 million a year (in today' B dol
lars) by the year 2000. The proposal of a governmental 
interagency committee would save $2 billion a year by the 
year 2000. Other relatively minor changes to the retirement 
law could improve equity and consistency in military retire
ment and cut costs. 

Salary System. Military personnel receive several 
types of pay. Some are in-kind rather than cash, and 
some benefits are exempt from federal income and social 
security taxes. Several studies have recommended replacing 
the complex military pay system with a single, fully 
taxable military salary. Such a salary system,would make 
total pay more apparent and easier to compare with com
pensation for other work. This might aid in recruiting 
and reenlistment programs and t concei vably, could reduce 
pressures for future pay raises. A salary system would 
also provide equal pay to single and married personnel 
when they have equal rank, experience, and responsibilities. 
Single personnel now receive less pay. A military salary 
system also would display all manpower costs in the Defense 
Department budget; some now are hidden as foregone tax 
revenues. 

There are drawbacks to a salary system. For example, 
determining fair charges for the food and housing that the 
Defense Department now provides would pose a significant 
administrative problem. Some groups of military personnel, 
particularly married servicemen, might object because their 
salaries would grow at a slower rate for a few years than 
salaries for single personnel. At the same time, relatively 
faster growth of single persons' pay may slow or reverse the 
growth in the fraction of the military force that is mar
ried. A decline in the proportion of married personnel could 
eventually reduce the costs of transfers, medical care, and 
other fringe benefits. 

In the first year or so, a salary system would almost 
certainly increase costs because of transition provisions 
designed to prevent any pay cuts. Beyond the first few 
years, the system could be designed to leave unchanged most 
costs to the government, with the roughly $2 billion in 
higher costs to the Department of Defense offset by higher 
tax revenues from military salaries. Under an illustrative 
alternative developed by CBO, all but social security costs 
are left unchanged. 
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Civil Service Compensation 

Thirty percent of defense manpower costs relate to 
civilians. The Department of Defense-thus has a major stake 
in proposed changes in federal civilian compensation. 

The pay of all General Schedule (white-collar) em
ployees is determined by one national survey of profes
sional, administrative, technical, and clerical employees in 
the private sector. The President's Commission on Federal 
Compensation (Rockefeller Commission) proposed that clerical 
and technical employees be separated from executive and 
managerial employees and that clerical/technical pay be 
determined on a regional basis. These two changes together 
should save all federal agencies about $100 million per year 
and the Defense Department about $40 million. 

Larger savings would result from adopting the Rocke
feller Commission proposals concerning Wage Board (blue
collar) employees. Current law ensures that blue-collar 
workers are paid on an average 9 percent more than their 
private-sector counterparts in comparable jobs; some workers 
can receive 35 percent more. Higher federal wages result 
from the way comparable pay must be determined and from the 
fact that wages for some workers in rural areas are based in 
part on urban salaries. The Rockefeller Commission pro
posals would eventually reduce defense costs by $510 million 
per year in today's dollars. Transition provisions reduce 
first-year savings to $110 million and savings over the next 
five years to about $2 billion. Although changes in both 
General Schedule and Wage Board pay would reduce costs, they 
are likely to be controversial. For example, they are 
opposed by public employee unions because they would re
strain pay increases and change definitions of compara
bility. 

Even without changes in federal pay schedules, the 
mix of General Schedule pay grades affects costs. The 
average grade of the Defense Department's General Schedule 
employees has increased about 6 percent since fiscal year 
1964. The classification system used to establish General 
Schedule grades may have fostered some over-grading, though 
shifts in the composition of the white-collar force toward 
more technical occupations may also account for a signifi
cant portion. 
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If the Congress judges that some or all of past growth 
in average grade is unjustified. then grades can be reduced 
and so can cos ts. A relat ively modes t reduction, for 
example a return to the fiscal year 1975 grade distribution. 
would save $200 million over the next five years. A more 
drastic reduction, such as a return to the fiscal year 1964 
distribution. would save much larger amounts. 

Conclusion 

Since defense manpower costs have risen so sharply 
in the last five years, the analysis and options focus 
on ways to cut the rate of growth without cutting the 
size of the forces. One obvious way to cut costs would 
be to reestablish the draft, although truly large savings 
would require reductions in pay for new personnel. Re
establishment of the draft would, in effect, transfer 
costs out of the defense budget and onto a particular 
segment of the population -- draft-age. physically and 
mentally fit males. 

The costs associated with various current and proposed 
policies are detailed in Table 18. The current DoD man
power program, inflated by future pay raises, will grow 
further if DoD tries to meet recruiting objectives under 
current policies. Increases could range from $1.7 billion to 
$4.9 billion by 1982, although these increases could be 
avoided by changes in policies toward personnel turnover. 
reduction in quality, and better use of available manpower. 
Further savings from the current program can be achieved 
under the options already discussed. 
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TABLE 18. MANPOWER BUDGET OPTIONS, IN BILLIONS OF DOLLARS, 
FISCAL YEARS 

Option 1978 1979 1980 1981 1982 

DoD Baseline 
Program 55.8 58.8 61.9 65.5 69.6 

-------------------------------

Possible Increases 
under Current + .8 +1.1 +1. 7 
Recruiting to to to 
Policies +.2 +.3 +1.9 +3.0 +4.9 

Changes from DoD 
Baseline Program 

Training Ef-
ficiencies -.3 -.3 -.3 -.3 -.3 

Reduced Turnover -.3 -.3 -.3 -.3 -.3 

Retirement Reform +.1 -.1 -.2 

Salary System 
(Net Savings) +.1 -.3 -.4 -.4 -.5 

Blue-Collar 
Pay Reform -.1 -.3 -.4 -.6 -.7 

White-Collar 
Change -.1 -.1 -.1 -.1 -.1 

-------------------------------
DoD Baseline 
Program Less 
Changes 55.2 57.5 
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CHAPTER 4 ENERGY 

THE ISSUES 

The energy problem facing the United States is easy 
to characterize: the low-cost, abundant, and secure supply 
of energy that fueled the nation's economic growth and 
life-style is simply no longer available. Domestic oil and 
gas production peaked in the early 1970s. 1./ Since then, 
oil imports have risen rapidly to fill a widening gap 
between rising demand and declining domestic production. A 
growing dependence on imports has increased the nation's 
vulnerability to foreign embargoes and production cutbacks. 

Energy prices, which declined in real terms through 
the 1960s, have risen rapidly in the 1970s as our more 
accessible and economical oil reserves were depleted and as 
the power to set prices shifted to an increasingly cohesive 
foreign cartel. While recent legislation. has slowed the 
domestic transition to the new regime of higher world prices 
and curtailed supplies, average energy prices for Americans 
have doubled in the last three years. 

Officials responsible for developing an energy policy 
have been faced with choices among frequently competing 
goals, such as low consumer costs, security of supply, 
environmental protection, and economic efficiency. Among 
these, the choice has been made more difficult by the 
realization that. energy policy can hinder the achievement of 
full employment and reduced inflation. In addition, making 
these choices has been further constrained by a debate about 
the extent and type of federal participation in the energy 
sector. 

1/ For a more detailed discussion of the issues covered 
here see CBO Budget Issue Papers, Energy Policy Alterna
tives, February 1977 and Energy Research, Development, 
Demonstration, and Commercialization, January 1977. 
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In the face of this dilemma, the emphasis has been 
placed on the development of the more abundant domestic 
resources, such as coal, and on promising new technologies. 
Yet, environmental and other considerations have slowed coal 
production; the future of nuclear power is clouded; and 
other technologies are far away from the future of wide
spread use. 

CONGRESSIONAL DECISIONS 

While the 94th Congress took some actions to deal with 
these problems, the 95th Congress is certain to face further 
legislative decisions covering energy. Some of these major 
energy-related decisions are not primarily budgetary but 
could have a profound effect on the economy. These deci
sions include: 

o Whether and how to deregulate natural gas prices. 

o Additional controls on strip mining, and a variety 
of other environmental and regulatory issues which 
could affect coal use and production. 

o Gas production in Alaska and transportation to the 
lower 48 states. 

o Changes in automobile emission standards (amend
ments to the Clean Air Act). 

o The rate at which to allow domestic oil prices to 
rise under the provisions of the Energy Policy and 
Conservation Act of 1975. 

Other energy-related decisions before the 95th Con
gress could have important budgetary impac ts. These 
decisions include: 

o The size and scope of energy conservation programs. 

o The level and mix of funding for energy research, 
development, and demonstration -~ including the 
relative emphasis to be accorded nuclear power, 
solar energy, and other programs. 

o How and at what rate to provide uranium enrichment 
services. 

70 



o Whether to provide loan guarantees, price supports, 
and direct subsidies for commercialization of new 
and emerging energy technologies such as synthetic 
fuels. 

o The ultimate size and growth rate of the petro
leum stockpile established by the Energy Policy 
and Conservation Act of 1975. 

o The treatment of the nuclear fuel cycle and the 
question of nuclear proliferation, including 
regulation, research, reprocessing of spent fuels, 
and ultimate disposal of nuclear wastes. 

GOALS OF ENERGY POLICY 

Past Congressional action suggests four broad obj ec
tives of the nation's energy policy: first, the efficient 
economic use of alternative energy resources; second, 
low-cost energy for consumers; third, protection from 
interruptions in the supply; and fourth, protection of the 
environment. Two general considerations -- to conserve 
scarce domestic resources and to limit the budgetary impact 
-- have also influenced the shape of the nation's energy 
policy. Finally, measures to achieve any of these energy 
goals must be evaluated on the basis of their impacts on 
employment and price stability. 

Many of the conflicts among these goals are obvious. 
Low-cost energy encourages use, which in turn generates 
pollution. Protecting the environment through strong 
regulations on air quality, strip mining, and nuclear waste 
raises the cost of energy. Protecting the nation from 
supply interruptions means the creation of domestic reserves 
or alternative sources of supply, both of which would raise 
energy costs. The efficient use of alternative energy 
sources, which would require modifying the regulations that 
currently hold down the price of natural gas and domestic 
oil, might raise both inflation and unemployment. Although 
the contradictions in some of these conflicting goals can be 
lessened somewhat, trade-offs exist and choices eventually 
must be made. 
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ENERGY POLICY OPTIONS 

The nation's energy policy consists of hundreds of 
decisions, made in qui te diverse areas. Moreover, these 
decisions can be carried out by countless instruments that 
inf luence the supply of or demand for energy. Because of 
their impact on the economy and their reliance on technol
ogies and production facilities that are slow to develop, 
shifts in en~rgy policy must be gradual and thus may take 
many years to have effect. In addition, the budgetary 
impacts of energy policy tend to be small compared with the 
tremendous private resources in this sector of the economy. 
However, the economic impac t of federal energy policy is 
grossly understated by its budgetary significance. This is 
because federal policy operates largely through regulatory 
mechanisms that have low budgetary costs, because federal 
resources influence much larger private ones, and because 
federal research and development in large part shape the 
future structure of energy in the United States. 

Some of the basic policy options facing the Congress 
are: continue today's policies or shift toward policies that 
would place greater emphasis on one of the four objectives 
-- economic efficiency, low costs, reduced reliance on 
foreign supplies. or protection of the environment. Of 
course, there are numerous policy packages that shift the 
emphasis away from current policy; those described below 
should be regarded as only illustrative of different 
approaches. 

Continuation of Present Policies ~/ 

One option is to continue the present policy, which is 
mainly an attempt to minimize the economic impact of the 
recent rise in world energy prices. The Energy Policy and 
Conservation Act of 1975 (EPCA) calls for the gradual 
decontrol of oil prices over 39 months (ending in 1979). 
This is expected to raise petroleum prices by no more than 

2/ The present policy term differs from the current policy 
designation used in Five-Year Budget Projections: Fiscal 
Years 1978-1982, (CBO Report, December 1976), in that a 
more disaggregate method is used here to project future 
program costs. 
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10 percent in anyone year. The Federal Power Commission's 
(FPC) most recent opinion sets the ceiling prices of natural 
gas sold in interstate commerce at $1.44 per thousand cubic 
feet; ceiling prices will be permitted to rise by 4 cents 
per year. 

If present policies were pursued without change. the 
nation's research and development activities would continue 
to stress many projects, with heavy emphasis on nuclear 
development. While the current programs of the Energy 
Research and Development Administration (ERDA) would be 
completed, there would be no major new ones. 

As called for in the EPCA, petroleum storage under 
present policy will consist of the building up of the 
500-mi11ion-barre1 reserve over the next six years at a cost 
of about $8 billion. Because sales of oil from the Naval 
Petroleum Reserve will be used to offset these costs, net 
budgetary costs should be well below $2 billion. When 
filled, this reserve will contain an amount equal to about 
three months of imports under present policies. 

The principal federal environmental standards under 
present policy are those set by the Clean Air Act of 1970, 
and the Water Pollution Control Act of 1972. These and 
other pieces of legislation set standards for auto emis
sions and commercial and industrial establishments. It is 
estimated that the achievement of the goals set by these 
pieces of legislation will involve an expenditure of almost 
$500 billion by private industry and government during the 
1975 to 1984 period. 3/ The major energy conservation 
provisions of present policy, set down by the EPCA and the 
Energy Conservation Act of 1976, call for standards on 
automobile mileage, buildings, and appliances, among others. 

Also under present policies, energy consumption is 
expected to grow by less than 3 percent a year over the 
next decade (see Figure 5). Dependence on imports, as a 
percent of total consumption, is expected to increase 
slightly. Federal energy expenditures (budget subfunction 
305) will amount to $6.2 billion by 1982 (see Table 19). 

1/ Environmental Quality, The Seventh Annual Report of 
the Council on Environmental Quality, September 1976, 
p. 167. 
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Figure 5 

Projected Energy Consumption in 1986 
for Alternative Energy Policy Packages 
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Note: One,half million barrels of oil per day yields approximately one quadrillion BTU per year. 

These funds support research and development programs; 
general operating programs, including the Federal Energy 
Administration (FEA); uranium enrichment services; such 
regulatory agencies as the Federal Power Commission (FPC) 
and the Nuclear Regulatory Commission; and the petroleum 
storage programs. The reorganization of the federal govern
ment's energy agencies is unlikely 'to affect total budgetary 
costs significantly. 

Free Markets 

Government regulations and interference in energy 
markets have distorted prices and fostered the inefficient 
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TABLE 19. BUDGET AUTHORITY FOR ALTERNATIVE ENERGY 
POLICIES, IN BILLIONS OF DOLLARS, ~/ 
FISCAL YEARS 

Option 1977 1978 1982 1978-1986 '!!../ 

Continuation of 
Present Policies 4.9 6.3 6.2 6.6 

Change from Present 
Policies 

Free Markets -0.7 -0.1 -0.2 
Low Imports 0.8 3.1 3.2 
Low Consumer Cost -1.0 7.8 4.8 
Environmental 0.3 2.0 2.0 

~/ Includes budget subfunction 305. 

'!!../ Because budget authority varies significantly from year 
to year, depending upon such factors as the speed of the 
fill of the petroleum st.orage, this column provides 
annual averages over the 1978 to 1986 period. 

use of energy. In particular, holding prices of oil and 
natural gas below market levels encourages use of these 
fuels and may retard the development of alternative sources. 
One way of shifting away from this situation would be to lay 
greater stress on free markets. A policy package that moved 
in this direction might involve: 

a A phase-out of oil price controls over a period 
shorter than the planned 39 months. 

a Immediate decontrol of the price of all new natural 
gas. 

o A shift of the focus of federal research and 
development toward areas where private funding 
is inadequate (e.g., solar and coal). 
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o A reduced effort in areas where the private sector 
is better equipped to operate such as in demonstra
tion and commercialization projects. 

o Construction and operation of new uranium enrich
ment facilities by private owners. 

o A relaxation of current energy conservation mea
sures. 

o A reexamination of 
policies that create 
markets. 

government tax and other 
imperfections in energy 

With this policy package total energy consumption 
would differ little from the level implied by present 
policy. Reliance on foreign sources of energy, however, 
would be reduced and domestic production encouraged by 
greater competition in the energy industry. 

While there are many arguments in favor of shifting 
policy in this direction, it is always possible that energy 
supplies will ~ increase significantly with higher prices 
and that the degree of competition possible in energy 
markets is limited. 

Low Imports 

Reducing the nation's dependence on foreign energy 
sources could be given greater emphasis. An energy policy 
package directed at this objective might include the accel
erated phaseout of oil price controls and the decontrol of 
the price of new gas, as discussed in the previous option. 
This would increase energy prices and have an especially 
adverse impact on low-income persons. Import fees might be 
imposed to raise the price of foreign oil and to encourage 
greater production and reliance on domestic resources. 
A second element would be an augmented research, develop
ment, demonstration, and commercialization program. If 
ERDA fully funded its cur:r;ent program and added to it the 
demonstration of all projects in its national plan, $3 
billion would be added to annual ERDA outlays by 1982. 
Heavy production subsidies -- such as price supports for 
synthetic fuels -- would also play a part. To achieve a 
production level of one million barrels a day would involve 
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government costs of between $100 and $400 million per 
year. 

If federal policy were to stress a reduced emphasis on 
foreign energy resources, the petroleum stockpile could be 
reduced from currently planned levels. This is because a 
new embargo would have a reduced impact on domestic energy 
consumption. The savings involved could be more that $4 
billion over the period 1977 to 1982. Environmental stan
dards would have to be relaxed and energy conservation 
standards strengthened under this option. Specifically, 
emission standards for automobiles and electric power plants 
might be eased, while mileage standards for cars and the 
efficiency standards for new appliances and buildings might 
be strengthened. 

Overall, a policy package of this sort could be 
expected to reduce total energy consumption by about 5 
percent from current policy levels and reduce imports by 
two-thirds by 1986. 

The budget costs of this option would be almost $30 
billion above those of present policy from 1977 to 1986. 
The price of energy, however, would be slightly higher 
than the levels anticipated under current policy. While 
this would be a prime stimulus to production, it also 
would imply a redistribution of resources from energy users 
to producers. This option would also affect regional 
economics, with the production areas such as Wyoming, 
West Virginia, and the Gulf states gaining and the energy
poor Northeast losing. 

Low Consumer Cost 

Federal policy could also be shifted more toward the 
goal of assuring low-cost energy. A policy with this 
obj ective would call for a slower phaseout of oil price 
controls -- possibly over five years -- and the continued 
regulation of new gas prices, possibly at prices below $1 
per thousand cubic feet. While such poliCies would keep 
prices down, they would also continue existing inefficien
cies and would not stimulate domestic production. An 
emphasis on cheap energy would, in addition, call for full 
funding of ERDA's research and development effort and 
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pursuit of the other measures included in the "low import" 
policy package. To ensure low prices to consumers even 
during periods of international turmoil, the size of the 
proposed petroleum stockpile could be doubled to one billion 
barrels at an additional cost of more than $8 billion over 
the next five years. If energy conservation standards were 
strengthened, demand could be reduced to keep it near the 
reduced supply that would result from the low regulated 
prices. Such prices would provide domestic producers with 
little incentive to expand output. 

By 1986, under this policy package energy prices would 
be somewhat below those assumed in the present policy 
scenario, energy use would be about 5 percent larger, and 
imports would double. 

Environmental Protection Emphasis 

A strategy that focused on protecting the environment 
from the effects of the production, transportation, and use 
of energy would stress higher prices to reduce consumption 
and would encourage development of cleaner sources of 
energy. The emphasis in the area of government-sponsored 
research and development would shift to nonfission energy 
sources. The solar, coal, fusion, and geothermal projects 
of ERDA could be given maximum funding. Probably no more 
than an additional $11 billion could be absorbed productive
ly by these efforts over the next five years. Because of 
the uncertainties surrounding the environmental impacts of 
nuclear power, reliance on this energy source might be 
scaled back. The ultimate decision would depend upon a 
thorough analysis of the relative health and environmental 
risks associated with coal and nuclear power. Environmental 
standards in general would also be strengthened. For 
example, the emission standards for both automobiles and 
electric power plants would be raised. Similarly, more 
stringent efforts could be made to promote energy 
conservation. 

This approach would reduce both domestic demand and 
production of energy. Imports, however, would be slightly 
higher than those projected under present policies. Federal 
budget costs would be greater than those of the present 
policy scenario. 
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CONCLUSION 

Energy markets are continuing to change very rapidly. 
For this reason it is important that federal policy preserve 
a degree of flexibility if it is to avoid creating further 
instabilities. Unfortunately, the need for flexibility 
means that more than one solution to a given problem may 
have to be pursued -- and that will be expensive. 

While the budgetary costs of various federal energy 
policies are important, government regulations, especially 
on pricing and imports, are likely to exert much greater 
effects on energy production and use. Federal energy 
policy is also likely to have a profound impact on the 
economy. Rapid increases in energy prices, or curtailment 
of energy use, will slow economic growth. Furthermore, 
energy policy will have distributional ramifications. If 
prices rise, those persons, regions, and industries that 
are relatively heavy energy users will be hurt. All this, 
plus the inherent conflicts in the nation's energy goals, 
must be confronted by the Congress. 
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CHAPTER 5 AGRICULTURE 

THE ISSUES 

The well-being of the country's farmers and a well-cap
italized agricultural sector that produces enough food -
and at reasonable prices -- have long been a national 
interest. 1/ Inevitably, these needs have brought about a 
substantial federal presence in agriculture. Over the past 
40 years the capacity of U.S. farms has exceeded demand. 
Most government programs aimed at agriculture have thus 
focused on supporting farm prices, and on avoiding, manag
ing, or disposing of the surpluses that result from support
ing prices. During much of the 1960s and the early 1970s 
these programs were relatively expensive, running between $3 
and $4 billion a year. 

The costs of government price support programs have 
fallen dramatically in the past few years; the outlays for 
fiscal years 1976 and 1977 of $1.01 billion and $1.82 
billion are well below those of the 1960s and early 1970s. 
The causes of this drop have little to do with changes in 
U.S. agricultural policy. Rather, the reduced costs can be 
traced to shortfalls in world production and diminishing 
stocks, which drove market prices of basic commodities 
substantially above government support levels, thus leaving 
most provisions of the current law inoperative. 

The record high grain and soybean prices of 1973-1975 
that produced the drop in program costs also sharply in
creased farm incomes. Total net farm income, which varied 
between $11.0 and $14.0 billion from 1961 to 1971, jumped to 
$18.2 billion in 1972 and $33.3 billion in 1973. Even 

];./ For a more detailed discussion of the issues covered 
here, see U.S. Food and Agricultural Policy in the World 
Economy, CBO Report, April 1976 and Food and Agriculture 
Policy Options, CBO Budget Issue Paper, February 1977. 
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though farm income has declined since 1913, the estimated 
level of $24 billion for 1916 is appreciably higher than 
the income levels of the past decade. 

While aggregate farm income and prices remain rela
tively high and the costs of government programs have come 
down, several new concerns have arisen. The first of these 
is the increased dependence on export markets. In the decade 
before 1912, U.S. agriculture exports amounted to between 12 
and 15 percent of production annually (between $5.0 and $7.0 
billion). Since 1913, exports have averaged 23 percent of 
production or $21.6 billion a year. Grain and soybeans 
account for most of the increased exports, making U.S. farm 
earnings very sensitive to world grain and oilseed produc
tion and prices. While these export earnings have provided 
part of the foreign exchange needed to pay for the escalat
ing cost of oil imports, U.S. farm incomes are now precar
iously subject to the vagaries of foreign demand. This 
is because the prospects for large U.S. grain exports at 
relatively high prices depend largely on factors beyond 
U.S. government control -- worldwide weather conditions, the 
trade policies of foreign governments, and the efforts of 
importing nations to boost their own food production. 

A second issue of recent concern is the uneven distri
bution of income gains. For example, while many grain 
farmers enj oyed soaring incomes, livestock producers 
were hurt by rising feed costs. This prompted a large-scale 
liquidation of beef and dairy cattle, which in turn de
pressed livestock prices. From mid-1913 to the end of 1914, 
the capital losses realized by beef producers totaled 
almost $2 billion. Moreover, the income gains of the past 
few years have not been uniform to producers of all sizes. 
For the most part, income gains have been concentrated among 
the larger producers -- those with gross annual sales above 
$100,000 and net incomes above $40,000. 

A third concern is the rapid rise in production costs, 
particularly increased land value. High grain prices and 
soaring farm incomes have caused farm real estate to double 
in value since 1910. While established land owners have 
experienced significant capital gains, the increase in land 
value has become a part of the production costs for recent 
purchasers and renters of farm land. Energy costs have also 
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had an impact on agriculture production costs. Petroleum 
is not only vital for tractors, and other farm machinery, 
and for grain drying, it is also essential to nitrogen 
fertilizers, pesticides, and other farm chemicals. 

The contribution of rising food prices to inflation 
represents a fourth concern. Nearly 40 percent of the 
increase in the consumer price index (CPI) between 1971 and 
1974 was attributable to food. While much of the increase 
in food prices stemmed from increased marketing and process
ing costs, rising farm prices contributed more than half. 
Higher food prices can have a substantial impact on the 
economy through the CPI; wages are pushed up by escalator 
clauses and higher negotiated-wage settlements; likewise, 
federal spending must be increased for programs such as food 
stamps and social security, whose benefits are indexed 
to the cost of living. 

THE OUTLOOK 

U. S. agriculture is still adjusting to the economic 
shocks of the past four years. Crop production was good in 
1976 and with normal weather and expected yields, should be 
even better in 1977. Worldwide grain stocks increased for 
the first time in three years in 1975-1976 and are being 
further built up in 1976-1977. Foreign demand for U. S. 
grain is therefore expected to level off, causing exports to 
stabilize or fall slightly. Although this combination -
increased production, larger stocks, and weaker exports -
is expected to cause grain prices to fall, it should lead to 
a recovery in the livestock sector. Total net farm income 
is not expected to increase over the next two or three 
years, and real net farm income (adjusted for inflation) is 
likely to decline. 

This outlook suggests that the fundamental position of 
U.S. agriculture has changed little from the 1950s and 
1960s. The United States continues to have the capacity to 
produce more than domestic and foreign markets will accommo
date at acceptable prices when worldwide growing conditions 
are favorable. The threat of surplus stocks and depressed 
farm prices and incomes remains very real. 
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CONGRESSIONAL DECISIONS 

The nation's agricultural legislation -- the Agricul
ture and Consumer Protection Act of 1973, the Rice Produc
tion Act of 1975, and the Agricultural Trade Development and 
Assistance Act of 1954 (Public Law 83-480) -- expires at the 
end of crop year 1977. Related programs, including the Food 
Stamp Act of 1964 and parts of the Commodity Distribution 
and School Lunch programs, will also expire at the end of 
fiscal year 1977. From the standpoint of potential budget 
costs and general economic influence, the decisions made 
with respect to these programs will be among the most 
important ones taken by the 95th Congress. For the most 
part the budget impacts of these decisions will not be felt 
until fiscal year 1979. 

In making these decisions the Congress will face 
different pressures. The farm community, concerned over 
the current market outlook, sees the key issues as the 
threats of falling farm prices and incomes eroded by infla
tion. In addition, many farmers are concerned about current 
and potential federal intervention in their farming opera
tions. Consumers, on the other hand, worry more about high 
retail food prices and how farm policy can be used to avoid 
repetition of the rapid food price inflation of the 1973 to 
1975 period. Foreign nations also have an interest in the 
outcome of the Congressional debate. A nation's views of 
the issues depend upon whether it is a major competitor 
with U.S. exports, a major commercial customer, or a 
potential aid recipient. 

POLICY OPTIONS 

o How and at what level should farm prices be sup
ported? 

o Should this support include protection against 
natural disasters? 

o Should consumers be protected from the effects 
of very high farm prices just as producers are 
now protected from very low prices? 

o How open should U.S. agricultural markets be to 
other nations? 
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Decisions on these four issues will involve conflict
ing interests and goals. They could have far-reaching 
effects on the commitment of resources to farming, the 
allocation of resources within farming, the relative well
being of grain farmers and livestock producers, the success 
of u.s. farm exports, the level and stability of food 
prices, the availability of food aid, and the cost to the 
general taxpayer of operating the commodity programs. 1/ 

While decisions on these issues will affect the bud
getary impact of any new agricultural legislation, future 
costs will also depend on worldwide growing conditions. 
Because of this, agricultural prices are difficult to 
forecast with any degree of accuracy, and cost estimates 
for various options (presented in Table 20) are similarly 
uncertain. 

Farm Price Supports, Mechanisms, and Levels 

Federal programs to support and stabilize farm prices 
and incomes have shifted their emphasis since the 1930s. 
The early programs that intervened directly in the opera
tions of commodity markets have given way to ones with more 
emphasis on direct payments to producers. This shift, 
together with the worldwide production shortages in the 
19708, reduced, at least temporarily, outlays for commodity 
programs, eliminated most government stocks, and diminished 
the need for production allotments and quotas, acreage 
diversion, and surplus disposal -- all policies designed to 
limit supplies. 

One option is to continue the heavy reliance on market 
mechanisms of current commodity programs. Under these 
poliCies (with loan rates kept substantially below market 
prices) freely set market prices are used to provide produc
tion signals to farmers and to distribute the resulting 
supply among users and between current consumption and 
storage stocks. Direct payments are used to provide some 
measure of income stability for farmers. Because they do 

!/ The following discussion deals with the major commodity 
programs -- wheat, feedgrains and cotton. Rice, 
dairy, and peanut programs are discussed in the CBO 
Budget Issue Paper, Food and Agriculture Policy Options. 
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not require the large, publicly held stocks that could 
assure a reasonable degree of price stability, market
oriented policies have been criticized for addressing 
inadequately the interests of livestock producers, con
sumers, and the less-developed nations. 

TABLE 20. AGRICULTURE BUDGET OPTIONS, OUTLAYS IN MILLIONS 
OF DOLLARS, FISCAL YEARS 

Option 

Deficiency Payments (Wheat, 
Feed grains , and Cotton) 

Current Policy 

Target Prices and Loan Rates 
Set in Relation to Cost of 
Production, Including Current 
Land Value 

Disaster Payments and Crop 
Insurance 

Current Policy 

Disaster Payments Covering 
90 Percent of Variable Costs 

Crop Insurance Only (Discontinue 
Disaster Payments) 

Expanded Crop Insurance, 
25 Percent Premium Subsidy 

1977 

o 

NA 

362 

NA 

NA 

Grain Reserve (20 Million Metric Tons) 

Annual Operating Cost (Excluding 
Profits or Losses from Grain Sales 
and Purchases) NA 
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1978 1982 

o 700 

2,900 6,100 

362 362 

250 250 
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Another option is a return to past policies in which 
the government established market prices and purchased any 
surpluses, which it then held. This approach has been 
criticized for interfering with efficient production and 
farm exports, and increasing the cost of achieving income 
(and price) support goals. The government stocks that have 
resulted, however, from such policies can provide both price 
stability for the consumer and a source for the food needed 
by some less-developed countries. A mixed approach that 
combines a market-oriented policy with a reserve program 
under government control is a third option: Here the 
reserves could be used to dampen price fluctuations. 

Though the debate over the mechanisms for stabilizing 
prices and incomes will be important, future federal budget 
costs will depend more on the level at which prices (and 
incomes) are supported. The major issue is whether to 
continue current policy, which allows substantial adminis
trative discretion in setting support levels, or to tie 
support levels to production costs legislatively. The 
budgetary effects of linking target prices and loan rates to 
the costs of production could be substantial. For example, 
in fiscal year 1979, deficiency payments for wheat, feed
grains, and cotton would be $3.6 billion if target prices 
were set equal to 100 percent of production costs (excluding 
management costs but including current land values). Under 
current policy the budget cost would be $0.4 billion. If 
loan rates were held at current policy levels, rather than 
raised along with target prices, deficiency payments would 
be about 30 percent higher. Loan outlays would be lower but 
not fully offsetting, however, with less potential for 
export subsidies. 

Protection Against Natural Disasters 

Catastrophes such as flood, drought, Wind, and hail can 
cause serious crop damage. The major issue is the extent to 
which the government should pay for protecting farmers 
against natural disasters. Producers of wheat, feedgrains, 
cotton, and rice are now protected against such hazards 
by two types of federal programs: the disaster payments 
provisions of the 1973 Agriculture Act and the 1975 Rice 
Production Act, and the Federal Crop Insurance Corporation 
(FCIC). The disaster payments program provides insurance 
free to eligible producers, but these payments fluctuate and 
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are generally quite costly to the government -- $557 million 
in fiscal year 1975. $288 million in 1976. and $374 million 
in 1977. The program has been criticized because it does 
not provide adequate coverage for producers with extremely 
large crop losses; yet it makes payments for some losses 
that could easily be absorbed by the producers. Further
more. unlike other kinds of insurance, hazards involving 
managerial judgment are covered; this aspect is open to 
abuse. For example, a cotton farmer who decides it is too 
wet to plant cotton may receive a prevented-planting pay
ment. even though he later plants another crop such as 
soybeans. 

The federal outlays for the FCIC program are only the 
administrative costs. which have been minimal; premiums are 
used to cover indemnities. The maj or problem with this 
program is that the FCIC acts very much like a private 
insurer: No insurance is available where experience says 
that a sound insurance program would be too risky -- which 
means roughly half of the nation's counties. 

Two options seem most realistic: improvement of 
the current disaster payments provisions. including some 
changes to reduce their cost; or, replacement of disaster 
payments with an expanded FCIC, to provide coverage through
out the nation. If the disaster payments program were 
designed to cover 90 percent of a producer's variable 
production costs, the first option would reduce outlays from 
fiscal year 1978 to 1982 by about $lOO'million a year. 
Nationwide, FCIC, with some subsidized premiums and discon
tinued disaster payments, would reduce outlays by about $250 
million annually over the fiscal year 1978 to 1982 period. 

Protecting Consumers from High Farm Prices 

One outcome of the commodity programs of the 1950s 
and 1960s was that overall food prices were quite stable. 
Recent times have shown that greater price fluctuations 
are possible under current programs when government stocks 
are diminished and when cropland is more fully exploited. 
Thus, a serious question arises: Should policies be adopted 
that would assure more stable prices and provide both 
domestic and foreign consumers with protection against sharp 
price increases? A domestic grain reserve, under direct 
government ownership or control, is an option that could do 
this. 
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The costs of a domestic grain reserve would depend 
on its size and the level of price stability sought. 
Historically, grain stocks of about 60 million metric 
tons have kept price fluctuations within 20 percent of 
average prices. Given current expectations about private 
stocks, a government-controlled grain reserve of perhaps 20 
million metric tons could achieve this level of price 
stability. Such a stock would involve an acquisition cost of 
roughly $2 billion and annual storage and interest costs of 
over $300 million. However, receipts from sales could 
provide some -- perhaps a substantial -- offset; grain held 
three years would have to be sold at 150 percent of its 
acquisition price for receipts to offset costs. It would 
be more difficult to offset costs in this manner, the larger 
the stock. If private carryover stocks remained at current 
levels, this size government reserve would provide protec
tion against the consequences of highly unstable prices. 
One problem, however, is that those who currently hold 
private carryover stocks could be encouraged to diminish the 
size of their stocks. If this occurred, the price-dampening 
effect of the government reserve would be lessened. 

Continuing an Open Agriculture Market 

While not primarily a budget issue, the question of how 
free U.S. agricultural trade policy should be has important 
budget dimensions. Insulating domestic markets from inter
national adjustments can be expensive, 3/ and it may lower 
the income of crop producers and grain exporters, as well 
as foreign exchange earnings. 

Against this must be matched some of the risks of 
open agricultural markets, including the likelihood of 
greater price fluctuations, serious adjustment problems for 
livestock growers, higher food prices, and the possible 
curtailment (or higher budget cost) of food aid. However, 
the range of policies to deal with these risks falls far 
short of the restrictive policies of many foreign govern-

1/ Estimates indicate that Soviet efforts to run a rela
tively closed agricultural economy cost roughly $28 
billion in 1975. 
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ments.!f One option is the domestic grain reserve, just 
discussed. Another option is an international grain reserve 
to help diminish the burden of adjustment that major grain
exporting countries, principally the United States, now 
shoulder. For the United States, bilateral agreements have 
some effect in reducing instability. Although an open world 
trade holds substantial promise for significantly dampening 
instability, the prospects for real progress along these 
lines do not appear to be good. 

if For a thorough treatment of these options, see U.S. Food 
and Agricultural Policy in the World Economy. CBO 
Report, April 1976. 
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CHAPTER 6 HOUSING 

THE ISSUES 

Federal housing policy currently focuses on three 
problems: the inadequate housing of some people with low 
or moderate incomes, the low rate of housing starts, and the 
high cost of housing. 11 

Despite steady improvement in the quality of the 
housing stock, many low- and moderate-income households 
occupy physically inadequate housing; and many of these 
households and others spend a disproportionate share of 
their incomes for a place to live. While many other attri
butes also help to determine housing adequacy, approximately 
three million such households live in homes that are over
crowded or that lack some plumbing facilities. In 1974, the 
number of low- and moderate-income households paying rents 
that exceeded one-quarter of their income was 7.8 million 

up from 6.9 million in 1969. 

Housing construction is an important sector of the 
economy. Even in the depressed year of 1975, it accounted 
for 27 percent of all private investment. While housing 
construction has recovered substantially from the depressed 
levels of 1975, the low level of starts of multifamily 
dwellings and the 14 to 16 percent unemployment rate among 
construction workers are still problems. 

Concern over affordability stems from the feeling that 
costs of decent housing, particularly for homebuyers, are 
rising faster than income. In fact, during the past five 

11 For a more detailed discussion, see Housing Finance: 
Federal Programs and Issues, CBO Staff Working Paper, 
September 1976; Homeownership: The Changing Rela
tionship of Cost and Incomes, and Possible Federal 
Roles, CBO Budget Issue Paper, January 1977; and the 
forthcoming CBO Budget Issue Paper on housing assistance 
for low- and moderate-income families. 
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years overall housing costs have risen no faster than the 
consumer price index or median family incomes. Those 
households who were homeowners or renters throughout 
the period saw their costs increase one-third less than 
general prices. But the costs for people buying a home for 
the first time rose about one and one-half to two times 
faster than general prices or incomes. 

CURRENT HOUSING POLICIES 

Federal housing activities can be grouped into four 
major categories: housing assistance (part of budget sub
function 604), mortgage credit operations (budget subfunc
tion 401 and off-budget), community development (budget 
subfunction 451), and tax expenditures. The assistance 
programs are primarily subsidy programs aimed at making 
decent housing affordable to 10w- and moderate-income 
people. Mortgage credit and thrift insurance activity, 
much of which is of f-budget, serve to increase the amount 
-- and decrease the cost -- of mortgage lending through 
direct federal lending, federal insurance on private 
loans, and providing funds for private lenders, largely by 
buying mortgages in the secondary market. Together these 
activities should encourage housing construction and make 
homeownership easier. They primarily benefit midd1e- and 
upper-income families. Some community development funds are 
used to improve the condition of existing housing. The 
principal housing-related tax expenditures encourage home
ownership by permitting the deduction of mortgage interest 
and property taxes from a homeowner's taxable income. This 
primarily benefits midd1e- and upper-income households. Tax 
expenditures also encourage the construction of rental 
housing by permitting accelerated depreciation on new rental 
buildings. 

Federal expenditures on these activities are small 
compared with the huge sum of private money that goes for 
housing. In fiscal year 1977 the direct outlays for housing 
(both on- and off-budget) are estimated at $6.3 billion and 
the loss of tax revenues is estimated at $12.2 billion (see 
Table 21). The estimated value of housing consumption was 
$158 billion in fiscal year 1976. But by other measures, 
federal involvement is substantial. During 1975 nearly 
one-fourth of all housing starts were assisted by federal 
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TABLE 21. THE HOUSING BUDGET, ESTIMATES FOR FISCAL YEAR 
1977, IN BILLIONS OF DOLLARS aJ 

Budget 
Subfunction 

Housing Assistance 
(part of subfunction 604) 

Mortgage Credit and Thrift 
Insurance (401) 

Housing Part of Community and 
Regional Development (451) ~J 

Total On-Budget 

Off-Budget Housing-related 
Programs 

Tax Expenditures for Housing 
(foregone revenues) 

Budget 
Authority 

15.5 

3.2 

0.4 

19.1 

8.1 

NA 

Outlays 

3.0 

-0.7 

0.3 

2.6 

3.7 

12.2 

~J On-budget estimates from the Second Concurrent Resolu
tion for Fiscal Year 1977; off-budget estimates and tax 
expenditures from the Budget of the United States 
Government: Fiscal Year 1978. 

~J Includes that share of the Community Development 
Block Grant program expected to be used for housing 
programs. 
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subsidy or insurance programs. Most families live in 
housing assisted by some form of federal program or tax 
expenditure. 

In addition, some federal activities not specifically 
directed at housing nevertheless have very important impacts 
on housing. Changes in monetary policy influence the cost 
and availability of mortgage credit, and thus affect the 
level of housing construction and the affordability of 
housing. When monetary policy is used to reduce infla
tionary pressures, it slows housing activity. This force 
works at cross purposes with housing credit programs de
signed to offset housing cycles; it also conflicts with the 
goal of maintaining high and stable levels of housing 
construction. Federal regulations that limit the interest 
paid on deposits and restrict the types of loans made by 
lending institutions affect mortgage credit as well. 
Whether the regulations taken together improve or hurt the 
mortgage credit supply is uncertain. Income assistance 
programs (including welfare and food stamps) have a great 
effect on the ability of lower-income people to afford 
decent housing. Housing expenditures from income assis
tance programs probably significantly exceed the amounts of 
direct federal housing subsidies. 

CONGRESSIONAL DECISIONS 

Four major housing-related questions may confront the 
95th Congress: 

o Through what mix of programs should housing assis
tance be provided for more low- and moderate-income 
families? Through programs that subsidize existing 
housing? Or through programs that build and subsi
dize new housing? Or through general income assis
tance? Should subsidized housing be publicly or 
privately owned? 

o Should stimulants be applied to the construction 
industry, which would thereby strengthen overall 
economic recovery? 

o Should the existing ways of making homeownership 
affordable be extended and expanded, or should new 
ways be developed? 
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o Should large-scale housing rehabilitation programs 
be started? 

These issues will come up as a number of today's 
housing programs expire. as funding deCisions are made on 
continuing programs, and as new initiatives are debated. 
The principal on-budget program directed specifically at 
stimulating construction -- the subsidized GNMA 1/ "Tandem" 
program -- expires at the end of fiscal year 1977. Through 
this program the government makes commitments to purchase 
mortgages that private lenders make at below-market interest 
rates; GNMA is now purchasing only FHA-insured mortgages on 
multifamily housing. The Section 235 program, which 
stimulates construction as well as homeownership, provides 
interest subsidies to moderate-income purchasers of new 
homes; this legislation also expires at the end of the 
current fiscal year. In addition, the authorization for 
the Community Development Block Grant program expires at the 
end of fiscal year 1977. Roughly 11 percent ($200 million) 
of the money distributed to local governments under this 
program has been used for housing-related activities. The 
Section 8 and public-housing subsidy programs, 11 which have 
been directed toward newly constructed buildings, will 
require decisions about funding levels and about the alloca
tion between new and existing housing. Decisions must 
also be made on funding for rural housing loans. And 
new proposals to promote homeownership and housing rehabili
tation will surely be presented to the Congress this year. 

BUDGET OPTIONS 

Housing programs typically have long lead times and 
long-term funding commitments. As a result, federal 
spending on housing in fiscal year 1978 will be determined 
largely by past commitments. Decisions made this year to 
change the emphasis of federal policy to better address 

1/ Government National Mortgage Association, a federally 
owned corporation. 

1/ Authorized by the Housing and Community Development 
Act of 1974. 
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one or another problem may affect the budget authority for 
fiscal year 1978; but the effects on spending will be felt 
largely in the future. 

Current Policy 

If today's housing programs are continued at current 
levels (adj usted for inflation), $17.9 billion in budget 
authority and $4.9 billion in outlays would be required in 
fiscal year 1978; by fiscal year 1982, the housing budget 
would grow to $22.9 billion in budget authority and $7.2 
billion in outlays (see Table 22). Most of this growth 
represents increases in the number of subsidized housing 
uni ts under the Section 8 programs and the public housing 
program. An estimated 3.8 million households would be 
assisted by the end of fiscal year 1982, 70 percent more 
than the 2.2 million now assisted. Under the current policy 
option, the GMNA Tandem programs (sub function 401) would not 
be reauthorized. 

TABLE 22. CURRENT POLICY BUDGET FOR HOUSING IN BILLIONS OF DOLLARS, 
FISCAL YEARS 

1978 1979 1980 1981 

Mortgage Credit and 
Thrift Insurance ~/ BA bl 1.1 0.9 1.0 1.2 
(sub function 401) OE! 0.4 -0.1 -0.1 -0.2 

Housing Part of Community ~I 
and Regional Development BA 0.4 0.5 0.5 0.5 
(part of 451) 0 0.4 0.4 0.4 0.5 

Housing Assistance BA 16.4 17.3 18.5 19.7 
(part of 604) 0 4.0 4.8 5.6 6.2 

Total !!:./ BA 17 .9 18.7 20.0 21.4 
0 4.9 5.1 5.9 6.5 

~I Assumes no reauthorization of GNMA Tandem Emergency Programs. 

'E.I Budget authority. 

Outlays. 

!!I Includes only the 11 percent of Community Development Block Grants 
being used for housing. plus Section 312 rehabilitation loans. 

Figures may not add to totals due to rounding. 
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'Increased Housing Assistance for Low- and Moderate-Income 
Families 

An estimated 2.2 million households lived in subsi
dized housing at the end of fiscal year 1976; some 1 million 
additional households can be aided by budget authority 
already provided through fiscal year 1977. To increase the 
number of households aided, additional budget authority 
for housing assistance programs is required in fiscal 
year 1978. Four existing programs could be used: (1) 
the Section 8 existing housing program, which subsidizes 
rent in rental units that are already built and that are 
chosen by low- or moderate-income participants; (2) the 
Section 8 new construction program which subsidizes rents 
in new rental units; (3) the public housing program, which 
subsidizes costs of new, publicly owned housing rented to 
low-income tenants; and (4) the revised Section 235 program, 
which reduces mortgage payments for middle-income buyers of 
new homes. !:!l 

Each of these programs has a different target group and 
a different cost per household. Only the public housing 
program assists primarily poor people (median tenant income 
was about $3,400 in 1975). The Section 235 program assists 
middle-income households, those with incomes of approxi
mately $13,000. The Section 8 programs can assist both 
low-and moderate-income households, those with incomes up to 
about $11,000. Programs that assist the poor are more 
costly. For families with the same incomes, programs that 
subsidize newly contructed housing are roughly twice as 
expensive as those that assist families in existing housing 
units; however, subsidies for new housing may also stimulate 
housing construction and employment. In some areas the 
supply of existing housing may be so inadequate that new 
construction is needed to provide housing and to hold down 

!if There are three other programs that have not been 
funded in recent years: The Section 236 program 
which provides mortgage interest subsidies for moderate
income rental housing, the rent supplement program for 
low-income renters, and the Section 23 program under 
which public housing authorities lease private housing 
for low-income families. 
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rent increases. The additional budget authority and outlays 
required to assist 10,000 additional households through each 
of these mechanisms are presented in Table 23. 

There are several alternative mechanisms to help low
and moderate-income people to afford adequate housing. 
These include: block grants for housing, which would 
distribute funds to state or local governments and let them 
determine the particular housing assistance mechanism; il 
extensive housing rehabilitation programs, which would 
subsidize the upgrading of housing; and income assistance 
programs, which help low-income households obtain adequate 
housing simply by raising their incomes. 

Increased Housing Construction Stimulants 

Total housing starts have risen substantially from the 
low levels of 1975 and are expected to continue at high 
levels. Nevertheless, while single-family construction is 
near record levels. construction of multifamily units 
remains below the levels of 1968 to 1973. 

But can current programs stimulate construction 
quickly? The answer is open to question. The lag between 
program activation and the start of construction is fre
quently more than a year in the GNMA Tandem programs for 
government-insured multifamily housing. Furthermore, little 
is known about how many units that may receive GNMA assis
tance under an expanded program would have 'been built even 
without the program. Time lags are probably even greater 
for new construction under the Section 8 and public housing 
programs. but the substitution effects may be less pro
nounced because new low-income units are seldom built 
without subsidies. The Section 235 program may be able to 
do little to stimulate single-family construction, which 
already is very high. Increasing the programs listed 
in Table 23 by 10,000 units does not mean that this number 

il The Ford Administration's fiscal year 1978 budget 
proposed distributing budget authority among local 
areas and allowing them to choose among the various 
Section 8 programs. 
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will be added to the total level of construction activity; 
again, the substitution effect will likely take its toll. 

Increased Homeownership Affordability 

The Section 235 and GNMA Tandem subsidy programs for 
buyers of new homes, both of which will be up for reauthori
zation this year, could be used to address the affordability 
problem. Section 235 serves moderate- to middle-income 
people (typically those with about 90 percent of median 
family income). GNMA's shallower subsidies have not been 
available for single-family houses during the past year but 
could be redirected to such homes through administrative 
actions. Because there are no income limits for the GNMA 
program, people with incomes well above the median have 
generally benefitted from this program, the main objective 
of which has been to stimulate construction. None of the 
current programs is specifically for first-time homebuyers, 
those who have suffered the most in recent years. Nor do 
these programs serve lower-income people. The focus on 
expensive new homes also limits the size and breadth of the 
group the programs can serve. 

Existing programs, of course, could be retargeted and 
new ones could be proposed to aid first-time buyers. 
Several of the proposals for new forms of mortgages could 
improve homeownership affordability. For example, proposals 
introduced in the 94th Congress that called for deferred and 
graduated payment mortgages (S. 3193 and S. 3692) were 
intended to achieve this objective. These options would let 
buyers pay lower mortgage costs now and higher costs later 
when their incomes have risen (from inflation or job and 
productivity advances). Such programs could be limited to 
first-time buyers. Neither type of mortgage need invol'lJe 
substantial permanent outlays by the federal government -
deferred payment mortgages use federal loans to be repaid 
later and graduated payment mortgages can use only federal 
insurance (see Table 23). Subsidy funds could then be used 
for deeper subsidies -- homeownership or renting -- for 
lower-income people or for other purposes. 
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TABLE 23. HOUSING BUDGET OPTIONS, BUDGET AUTHORITY AND OUTLAYS, IN MILLIONS OF DOLLARS, FISCAL YEARS 1978 TO 1982 ~I 

Type of Housing Income Group 
Program Assisted Objective 1978 1979 1980 1981 1982 

BA 0 BA 0 BA 0 BA 0 BA 0 

Section 8 - Existing Low- and Moderate- Assistance 
Housing Income Renters 370 0 13 0 16 0 16 0 17 

Section 8 - NeW' Low- and Moderate- Assistance 
Construction Income Renters Stimulant 916 !!.I a a 0 0 0 0 17 a 36 

Public Hous1ng Low-Income Assistance 
Construction Renters Stimulant 1,104 a a a 0 5 sl 22 5 £1 33 

Section 235 Revised Middle-Income Assistance 
New Construction Homebuyers Stimulant 300 a 0 5 0 10 0 10 a 

GNMA Tandem !il 
Multifamily All Renters Stimulant 244 0 0 a 0 21 0 12 0 

GNMA Tandem !il 
Single-Family All Homebuyers Stimulant 406 4 0 38 0 4 0 0 0 

Deferred Payment ~I Middle-Income Assistance 
Mortgages Homebuyers Stimulant 176 iJ 0 0 6 0 6 0 

312 Rehabiliation Loans Homeowners Assistance 83 61 0 19 a -5 a -6 0 

~I Estimated budget impacts of aSSisting an additional 10,000 households using 1978 authori~ations. Budget authority for the 
Section 8. public hOUSing, and Section 235 programs 1s much larger than the outlays shown because it represents the total 
commitment for annual subsidies under long-term (lS- to 40-year) contracts. 

!!.I BA shown is for private developer projects; $1,832 million BA would be required for projects financed by state or local 
government housing agencies. 

£1 BA shown is for public housing operating subsidies. 

&/ BA equals full amount of mortgage~ The much smaller outlays assume resale in year of mortgage purchase and 7.5 percent 
interest mortgages. 

~I Assumes 2 percent interest reduction through deferral, $35,000 mortgage. BA shown assumes interest reduction payments 
for full thirty year life of mortgage. Federal outlays would be repaid in later years. A graduated payment mortgage 
maintenance program would have zero direct outlays 1f insurance premiums covered defaults. 

£1 Less than $1 million. 
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Rehabilitation 

Rehabilitation programs for declining but basically 
sound lower-income neighborhoods are often discussed. Less 
attention has been given to the more difficult and expensive 
problems of rehabilitating housing in neighborhoods that are 
badly deteriorated. 

Three federal programs now assist rehabilitation 
efforts: local governments can use the Community Development 
Block Grants for this purpose; the Section 312 program 
provides a small sum ($40 million in 1976) for low-interest 
rehabilitation loans; and a small amount of Section 8 
subsidies has been committed to rehabilitation. If federal 
policy is to place greater emphasis on rehabilitation, the 
scope of the block grant and Section 312 programs can be 
changed when these programs come up for reauthorization this 
year. Another model is the federally sponsored Urban 
Reinvestment Task Force, which has encouraged private and 
public cooperation in rehabilitating some neighborhoods. 
This effort has been limited to rather small proj ects and 
has relied only marginally on federal money. Funding for 
items such as investment in public improvements, underwrit
ing of higher-risk loans, and low-cost financing for housing 
repairs probably would be needed to foster the rehabilita-
tion efforts in declining neighborhoods. • 
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CHAPTER 7 URBAN MASS TRfu~SPORTATION 

THE ISSUES 

The cost, quality, and adequacy of public transporta
tion are constant sources of complaints from nearly all 
city dwellers. Since the early 1960s, the Congress has 
authorized a number of programs to encourage or improve mass 
transit; these programs have focused increasingly on service 
adequacy, energy use, pollution control, congestion" and 
the structure of urban regions. l/ 

The major federal mass transportation program is 
directed by the Urban Mass Transportation Administration 
(UMTA), which received some $11.8 billion in new budget 
authority in 1973 and 1974; this sum was to last through 
1980. Nearly two-thirds of the money -- about $ 7.1 bil
lion -- has been budgeted for capital grants. UMTA exer
cises considerable discretion over the distribution and 
use of the capital grants. About 30 percent of the capital 
funds is used for buses; the remaining 70 percent is split 
between construction of new rail transit systems and 
improvements in old rail networks. 

Another $4 billion of UMTA's budget authority was 
provided by law for grants distributed by formula among 
urbanized areas. Local governments can use these grants 
either to help defray transit operating deficits or to 
fund capital projects; some 94 percent of these funds has 
been used to offset deficits. A much smaller portion 
of UMTA's budget authority -- roughly $0.7 billion -- has 
been allocated for administration, research, demonstration, 
planning, and training. 

The Federal Highway Administration (FHWA) has two 
major programs that also can be used for mass transit. 

l/ For more detailed treatment of the issues covered 
here, see the forthcoming CBO Budget Issue Paper on 
urban mass transportation. 
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At local option, federal-aid urban system money can be 
used for capital programs although such use has been minimal 
up to now. Also, Interstate highway money earmarked for 
so-called nonessential urban segments of these highways can 
be used for transit facilities and non-Interstate highways. 
These Interstate transfers require a separate appropriation 
from general revenues, however, and do not deplete the 
Highway Trust Fund. In fiscal year 1977, an estimated $575 
million of Interstate transfers will be used for transit 
grants, almost all of this money will be used for the 
cons truc tion of subway sys tems or commuter railroads. 

CONGRESSIONAL DECISIONS 

The first session of the 95th Congress is likely 
to consider new authorizing legislation for UMTA. Such 
action is unlikely to affect outlays for fiscal year 1978 
except to the extent that funds for operating deficits are 
expanded. The need for budget authority is controversial. 
While UMTA's capital grant program had an unreserved balance 
of $4.8 billion in October 1976, the agency considers that 
it has informally promised all of this money to specific new 
rail systems, and bus and rail replacement projects. 
If so, major new programs launched in fiscal year 1978 would 
eventually require additional budget authority, although the 
repercussions on fiscal year 1978 budget outlays would be 
small. The apparent lack of uncommitted funds prompted both 
the Ford Administration and Congressional supporters 
of mass transit to indicate their intention to submit 
new legislation. 

The debate over new authorizations for UMTA programs 
and funding will offer the Congress the chance to review the 
status and prospects of alternative strategies for meeting 
urban transportation needs. At present there are three 
major strategies for solving the urban transportation 
problem. One relies on massive capital assistance, espe
cially for the construction of new facilities; another 
is designed to help defray operating deficits; a third 
stresses small capital projects that improve existing 
systems through operational, regulatory, and pricing 
mechanisms. Of course, these alternatives are not mutually 
exclusive. To date, federal programs have emphasized the 
first two, and they are likely to continue to be a mix of 
them all. 
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Capital Assistance 

The current emphasis, as has been noted, is clearly on 
capital assistance for new rail systems, modernization and 
extension of existing rail systems, and bus purchases. The 
effectiveness of spending on modernization and buses is not 
altogether clear. Furthermore, there is certainly a ques
tion about whether new rail systems can significantly 
alleviate urban transportation problems, at least in the 
short run. Such systems are extremely expensive: San 
Francisco's BART cost $1.6 billion to build; Washington, 
D.C.' s 98-mile Metro will probably cost more than $5 bil
lion. 

BART and several extensions elsewhere have had little 
impact on car traffic and congestion. In San Francisco some 
people gave up driving in favor of public transportation, 
but within a year of BART's completion in 1973, traffic 
flows returned almost to their previous level. BART and the 
other modernized and extended rail systems have also had 
large and increasing operating deficits, thus saddling state 
and local governments with yet another burden. Furthermore, 
heavy rail systems appear to conserve little energy, in part 
because construction consumes so much, and also because 
riders are attracted from fuel-efficient buses. New 
systems encourage additional trips. 

Of course, these results are drawn from the experience 
of a very few cities. Given the differences in urban 
structure and transportation problems that exist among 
cities, it would be unfair to assume that these short-term 
failings will recur everywhere a new system is built. 
Furthermore, new rail systems may eventually have a signifi
cant impact upon urban transportation by reshaping the 
structures of urban areas themselves and by fostering 
regulatory and pricing policies that seem infeasible so long 
as people have no alternative to their cars. However, 
capital programs, large or small, if they are to be effec
tive, probably must be used in conjunction with regulatory 
or pricing mechanisms aimed at reducing automobile use. 

Operating Grants 

Little information on the effects of federal operating 
aid on urban transportation is available, both because 

105 



the program is new and because its effects are hard to 
trace. While there is a great demand for operating assis
tance, there is concern that these grants reduce local 
incentives for efficient operations. In addition, it is 
feared that operating assistance may be spent largely on 
higher pay for transit workers and lower fares for riders 
rather than for improved or expanded service. The solution 
could be a linking of grants to performance and service 
criteria. 

Low-Capital Projects 

Projects that require small amounts of capital appear 
to be among the more effective transportation programs. 
Included in this category are operational, regulatory, and 
pricing changes. Their focus is on streamlining the use of 
existing roadways through such means as contraf1ow and 
reserved bus lanes, coordinated traffic signals, and ramp 
metering. Although these measures can produce important 
local improvements in speed and capacity, many organiza
tional and jurisdictional problems must be overcome first. 

Regulatory solutions generally restrict certain 
transportation activities and encourage others. For exam
ple, cars may be excluded from downtown areas to ease bus 
and pedestrian movement. Curb lanes can be reserved exclu
sively for buses. Special lanes on commuter highways can 
be designated for use by car pools and buses. Downtown 
parking can be restricted to ease traffic and encourage 
public transit and car pools. Commercial deliveries can be 
prohibited during rush hours. And work hours can be stag
gered. Most such regulations have been local not national, 
although they have been encouraged by UMTA's Transit System 
Management (TSM) program. Generally, these efforts have 
been successful but difficu1~ to get underway. 

By changing the expense of using different modes of 
transportation, pricing solutions attempt to alter the 
public's transport preferences. While there is little 
evidence about their effectiveness, a great many pricing 
solutions have been proposed and adopted in some places. 
They include: 

o Raising fares at rush hour. This can shift the 
costs more onto peak-period users, encourage 
greater use when systems are underutilized, and 
discourage nonessential trips during rush hour, 
but this could hurt low-income transit users. 
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o Charging tolls on commuter roads during rush hour. 
This would encourage reliance on mass transit, cut 
congestion, and make the car commuter bear more of 
the social costs of the congestion and pollution he 
creates. 

o Raising downtown parking charges to encourage 
transit use and car pools, and reduce the space used 
for parking. 

There are now no federal programs exclusively designed 
to encourage the adoption of pricing solutions. In fact, 
there are some legal impediments -- such as the toll prohi
bition on federal-aid highways. 1/ 

BUDGET OPTIONS 

The range of options for the level and type of federal 
assistance is wide. The federal government could continue 
to exercise a great deal of control over the distribution 
and use of mass transit assistance. Under this approach, the 
federal government could continue to emphasize rail systems, 
reallocate funding away from discretionary grants and 
towards more formula grants, or shift to policies that 
encourage operating, pricing, and regulatory solutions. 
Or, this approach could be scrapped in favor of a federal 
transportation block grant. This would permi t state 
and local governments a great deal of discretion in deciding 
how to solve local transportation problems. 

The decisions about funding and general approach are 
interrelated. For example, if federal policy is to encour
age the construction of new rail systems, a considerable 
amount of new budget authority for the capital grant program 
will be required if more than just a few cities are to 
be helped. Furthermore, local mass transit authorities 
will want some commitment from the federal government about 
help in covering the operating deficits of these new 
systems. 

II Section 301 of Title 23, United States Code, prohibits 
tolls with a few minor exceptions. 
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Continue Present Policy 11 

If UMTA programs were continued, at roughly the same 
level and with the same focus as in recent years, the 
discretionary capital grant program would generate about 
$1.25 billion in obligations a year. At this level, 
existing UMTA budget authority would be used up in fiscal 
year 1980; at that time new budget authority is assumed to 
be added to increase the capital grant program to $1.4 
billion a year (see Table 24). The formula grant program 
would grow from $775 million in fiscal year 1978 to about $1 
billion in 1982. Transit grants through Interstate highway 
transfers depend upon the decisions made by state and local 
governments but are assumed to continue at the rate of 
$575 million a year called for in the 1977 Department of 
Transportation Appropriations Act. 

Under this option, construction of rail projects 
underway in Atlanta, Baltimore, Buffalo. and Miami could 
continue at the anticipated pace. While commitments to 
additional new systems could be made. no actual spending 
would be possible until the early 1980s. Given the long 
lead time needed for planning and engineering. this should 
cause only minor delays in UMTA's program. If transit 
industry projections are correct, the growth scheduled for 
the formula grants will keep pace with the increases in the 
operating expenses and deficits of the nation's transit 
systems, and will continue to defray between 20 to 25 
percent of these deficits. 

Continuing the UMTA capital grant program, with its 
current mix of funding, can be questioned. Most important, 

1/ This differs only slightly from the definition of 
current policy presented in Five-Year Budget Projec
tions: Fiscal Years 1978-1982, CBO Report, December 
1976. The primary difference is that, when major new 
budget authority is added in fiscal year 1980. the 
capital grant program is increased by $150 million and 
continued growth is assumed in the formula grant program 
for 1981 and 1982. 
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the wisdom of allocating 35 percent of the funds to new rail 
systems is debatable because of the great expense of such 
systems, their projected operating deficits, and their 
apparent inability to solve the major urban transportation 
problems. 

TABLE 24. BUDGET OPTIONS FOR THE URBAN MASS TRANSPORTATION 
ADMINISTRATION, IN MILLIONS OF DOLLARS, 
FISCAL YEARS 

Option 

Present Policy 

Budget Authority 
Outlays 
Total Program 

Level 2;./ 

1977 

455 
1,890 

2,653 

Changes from Present Policy 

1978 

430 
2,160 

2,755 

1979 

430 
2,570 

2,830 

1980 

910 
2,700 

3,055 

Expanded Program 
Budget Authority 
Outlays 240 

410 3,070 
410 680 

Reduced Rail, Expanded Low Capital 
Budget Authority 100 125 
Outlays 10 40 

Expanded Formula Grants 
Budget Authority 
Outlays 120 110 

-210 
50 

980 
250 

1981 

2,930 
2,950 

3,105 

1,750 
970 

-490 
60 

-850 
320 

1982 

2,980 
2,980 

3,155 

2,100 
1,310 

-265 

-130 
280 

~/ Total program level is measured by UMTA's administrative 
reservations. 
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Expanded UMTA Program 

A proposal being discussed among transit officials 
calls for a major expansion in both capital and formula 
grants, while basically maintaining the same program struc
ture. Such an augmented program assumes capital grants to 
be $1. 9 billion in fiscal year 1978 and to grow to $3.1 
billion in fiscal year 1982 -- more than double the $1.4 
billion under present policy. One-fifth of capital grants 
would be earmarked for buses, with the remainder available 
for rail and other fixed-guideway facilities. 

In addition to an expanded rail modernization effort, 
this option would provide funds to complete new starts 
committed or under construction in Atlanta, Baltimore, 
Buffalo, Miami, and Detroit. Five to ten more systems of 
moderate size similar to 'those underway in Atlanta and Miami 
could be started. Eighteen to 23 urban areas would have 
completed rail systems by the mid-1980s; at present, there 
are only eight. 

Formula grants would be increased to $1 billion in 
fiscal year 1978 and grow to $1.4 billion in fiscal year 
1982. This should cover about one-third of the nationwide 
transit operating deficit for current systems; it does not 
reflect the likely deficits of new systems. If this budget 
option is intended to defray a substantial portion of 
large-city deficits, the allocation formula would have to be 
changed to reflect the size of the deficit, preferably 
coupled with some incentive to control cost. 

With an expanded UMTA program more cities would have 
rail systems, but the problems that would 'occur under 
presen t polic ies would likely be exacerbated. Simple 
expansion of the UMTA program would probably reduce the 
pressure for more effective assistance programs. The risk 
of future deficits would certainly be increased if rail 
systems proliferated in lower-density urban areas, espe
cially without effective controls on zoning and auto use. 

No New Rail Starts; Expanded Low-Capital Program 

The UMTA program could be continued without providing 
funds for new rail system starts. Rail systems that have 
received letters of commitment (which are not legally 
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binding) from UMTA and that are in a construction or de
tailed engineering phase would be completed. The list of 
such cities includes Atlanta, Baltimore, Buffalo, and 
Miami, but not Detroit, where considerable planning remains 
to be done. The Washington, D.C., Metro would continue to 
be funded using Interstate transfer funds. Cities that have 
received encouragement but no formal commitment from UMTA, 
(e.g., Honolulu and Los Angeles) would be excluded. Exist
ing programs for bus replacement, rail modernization, and 
operating assistance could be continued. 

Under this option, capital spending differs little 
from that of present policy in fiscal years 1977 and 1978. 
As construction of new systems is completed in the early 
1980s, however, the level of new obligations will drop by 
roughly one-third or about $500 million a year. 

As indicated earlier, low capital projects that focus 
on increasing the productivity of transportation systems, 
seem to be very cost-effective. The Congress thus might 
couple an expansion of support for such projects with a 
reduction of support for new rail systems. While UMTA 
currently encourages such Transportation System Management 
(TSM) projects, no separate funding is earmarked specif
ically for such projects. This option assumes such a 
program will be added to the UMTA authority beginning in 
fiscal year 1978 at a level of $100 million and growing to 
$200 million by 1982. The program would fund projects such 
as vehicle priority schemes, contraflow lanes, synchronized 
traffic signals, and peak period automobile restrictions. 

Expanded Formula Grants 

The UMTA program could be restructured by shifting 
funds to an expanded formula-grant program. While the 
existing grant program is authorized to expand from $650 
million in fiscal year 1977 to $900 million in 1980, many 
view this expansion as inadequate in the face of growing 
deficits. In 1975 the nationwide operating loss of transit 
systems was about $1.5 billion, while fiscal year 1975 
formula grants were authorized at only $300 million. New 
York City's formula grant funds covered only 8 percent of 
its bus and subway deficit. 
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This grant program could in fact be increased while 
keeping the total UMTA program level unchanged. The size of 
the discretionary capital grant program could be reduced to 
whatever would be needed to complete existing rail starts 
(Atlanta, Baltimore, Buffalo, and Miami), and the rail 
modernization effort could expand slightly. By 1982 the 
formula grants would be 70 percent above the level assumed 
in present policy. The increased formula grants could be 
used not only for operating assistance but also for capital 
projects, such as bus replacement, which follow a regular, 
predictable cycle and therefore do not need discretionary 
grants. 

Increasing the formula grant program could relieve the 
burden on farebox revenues and on state and local taxes to 
support transit. That is, fares and state and local taxes 
could thus be lower than they would be otherwise. This 
would represent an income transfer to transit users in 
particular and to urban residents in general. Ridership 
might even be encouraged by low fares, although most studies 
suggest that such a subsidy would not increase the number of 
riders significantly. 

The current operating subsidy provides little incentive 
for transit management to attack the underlying causes of 
their system's financial problems. If the formula-grant 
program were expanded, incentives should be considered for 
improving transit service and controlling costs. For 
example, operating aid could be tied to growth in ridership, 
increased transit-vehicle miles, improved service to various 
transit-dependent groups, meeting specific maintenance 
standards, and higher downtown parking fees for private 
cars, to name but a few. This approach could change some 
fundamental aspects of the transit situation, rather than 
simply treat the symptom, which is the deficit. From the 
standpoint of recipient governments. larger formula grants 
would provide local officials with more flexibility to 
determine their own programs and the officials could formu
late plans on the basis of predictable funds. 

CONCLUSION 

Federal policy concerning mass transit should not be 
developed in isolation. I t needs to be closely coordi
nated with urban highway policies. The relationships between 
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mass transit policy and energy and environmental policy 
also bear constant watching. It must be remembered that 
urban transportation has the long-run potential for altering 
residential and employment patterns. Transit commitments 
for both today and tomorrow thus deserve a long look on the 
part of the Congress. 
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CHAPTER 8 FISCAL PROBLEMS OF BIG CITIES 

THE ISSUES 

For the past two decades the nation has grappled 
with the problems facing its big cities. At first, federal 
programs focused mainly on rebuilding the physically 
deteriorated central parts of cities; the most significant 
of these efforts was the large-scale urban renewal program. 
During the 1960s, the thrust shifted from places to people. 
New federal programs concentrated mainly on the poor 
and minority populations; these ef forts were designed 
to assist the urban poor directly and to extend finan
cial aid to local governments and nonprofit organiza
tions that provided special services for the poor. Many of 
these programs came under criticism for their administrative 
complexity and ineffectiveness, and for the fiscal strain 
they placed on cities. 

In the early 1970s the emphasis of federal policy 
shifted again, this time to the fiscal problems of city 
governments. General Revenue Sharing, was among the initia
tives designed to ease the fiscal strain on local govern
ments; it gave the cities more control over the use of 
federal aid. But the near bankruptcy of New York City 
reinforced the concern over big cities' finances and gen
erated interest in new and expanded city-oriented federal 
programs. 

The roots of the problems faced by cities are complex. 
The social and economic problems that characterize some 
cities as urban places are distinct from the fiscal problems 
that beset city governments, although the two sets of 
problems are often related. Many cities are suffering from 
contracting economies, losses of jobs and population, high 
rates of unemployment and little growth in resident incomes. 
In some cases this reflects the current depressed state of 
the national economy; in others, however, intrinsic struc
tural problems may be the cause. Changes in technology, the 
composition of the local lahor markets, government policy, 
and consumer preferences combine to make some cities that 
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were once desirable locations for business enterprises 
relatively less attractive today. These factors have 
encouraged the migration of businesses from the city to 
the suburbs, and from one region of the country to another. 

As economic opportunities have left the cities, so 
too have people. Because workers can commute to jobs, 
however, population movements within metropolitan areas may 
be independent of the locations of businesses. People move 
because they want better housing and recreation; lower 
taxes, pollution, and crime; or more public services. These 
are more often found in the suburbs. But once people relo
cate, they increase the market for goods and services, and 
create incentives for further movements by businesses. 

Central cities have been losers and suburban areas 
gainers in the decentralization process. Between 1970 and 
1974 central cities decreased in population by nearly 2 
percent while suburban areas grew by more than 8 percent. 
People who left the city had higher incomes than those who 
moved in. 

Cities in the northeast and northcentral regions 
were more likely to experience economic contraction than 
cities in other parts of the country. Part of the explana
tion for their decline lies with factors that are affecting 
all of the northeast and northcentral regions. High energy 
costs, for example, increased the cost of doing business or 
living in suburban areas as well as central cities. Other 
factors impinge only on the cities. For example, cities that 
had their greatest growth during the first wave of indus
trialization are vulnerable to decline because their plants, 
housing, and public infrastructures are ill-suited to the 
demands of modern industry and life-styles. Newer communi
ties in the same region do not share these problems. 

Besides being places, cities are political entities. 
And their governments can and do have fiscal problems. 
While fiscal distress is an elusive, difficult-to-measure 
concept, a city may be said to have a fiscal problem if it 
must continually increase its tax rate merely to maintain 
its present public services. FiscC\l difficulties do not 
necessarily imply that a city is near bankruptcy. Many 
cities faced with weak tax bases have cut services or 
raised taxes -- or both -- in order to balance their bud
gets. 
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A weak local economy is often responsible for a 
government's fiscal problems since the tax base is dependent 
upon local economic activity. Such fiscal problems may 
be temporary (caused by the recent recession and inflation) 
or chronic (related to the area's contracting economy). 
Unfortunately, the need for services rarely decreases 
at the same rate as a city's tax base because some costs are 
fixed and others are difficult to cut back. Furthermore, as 
a city's economy and population decline, the proportion of 
the population most dependent on public services is likely 
to increase. 

Somet imes, a government's fiscal problems may be 
independent of chang,es in its economic base. Fiscal prob
lems may follow from the way government is organized at the 
state and local levels. In some areas, the underlying 
economic base may be sound but the jurisdiction's boundaries 
and powers may preclude effective taxation of income gener
ated by the area's economic activity. S tate policies 
that place especially heavy service responsibilities on a 
city may be the cause of difficulty in some areas. Further
more, state aid for local governments may not accurately 
reflect the higher costs, added service burdens, and inade
quate tax base of the large city. Finally, of course, 
mismanagement, corruption, or inefficiency have been known 
to force governments into fiscal difficulties. 

FEDERAL ACTIVITIES AFFECTING CITIES 

Many activities of the federal government have an 
impact on cities; but often these impacts are indirect and 
unintended. For example, ta~ policy, which has favored new 
construction over rehabilitation, homeownership over rental 
housing, and capital-intensive production technologies over 
labor-intensive ones, has encouraged development outside 
cities. Federal policies designed to increase homeowner
ship and improve highway transportation have fostered 
suburbia at the expense of the city. Some regulatory 
poliCies, such as rate-setting at both the Civil Aeronautics 
Board (CAB) and Interstate Commerce Commission (ICC), have 
favored smaller towns and have encouraged the decentrali
zation of economic activity. These unintended consequences 
of federal policy may have a greater impact on cities than 
programs designed specifically to help the cities. 
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Among the larger federal activities specifically aimed 
at dealing with urban problems are: 

o The Community Development Block Grant program 
which distributes funds primarily to jurisdictions 
in metropolitan areas for use in activities that 
strengthen the viability of urban communities. 

o The Urban Mass Transportation Adminis tration' s 
(UMTA) programs which provide local governments with 
capital grants for the purchase of new buses, rail 
cars, and rail systems, and with operating grants to 
help offset deficits. 

o The Comprehensive Employment and Training Act (CETA) 
which provides grants for manpower training and 
public service employment activities. 

o The Law Enforcement Assis tance Agency's (LEAA) 
programs which fund innovative and modernization 
projects in the areas of police protection, courts, 
and corrections. 

o The General Revenue Sharing and Antirecession 
Assistance programs which provide financial support 
for the maintenance and expansion of general public 
services. 

o The Accelerated Public Works program which provides 
funds for small capital works projects that can be 
completed quickly in areas with high rates of 
unemployment. 

o Title I Education Grants, which support compensatory 
educational services for disadvantaged children. 

o The Environmental Protection Administration's (EPA) 
grants which finance the construction of waste-water 
treatment facilities. 

o The various housing (Section 8 and public housing), 
health (medicaid), and welfare (Aid to Families with 
Dependent Children and food stamps) programs which 
assist low-income families. 
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Of course, the problems addressed by these programs are 
not restricted to metropolitan areas. As a result, govern
ments other than those of large cities benefit from these 
programs. 

CONGRESSIONAL DECISIONS 

The basic question facing the 95th Congress is whether 
it is both desirable and feasible for the federal government 
to attempt to restore the economic vitality of declining big 
cities. On the one hand, it can be argued that their 
decline is part of the natural balancing process of the 
economy. That is to say, expansion is concentrated in areas 
that offer businesses low production costs and individuals a 
desired life-style. The underlying market forces may 
be so strong that federal efforts to reverse these trends 
stand little chance of success. Furthermore, successful 
intervention may introduce inefficiencies that could 
slow the rate of national economic growth. On the other 
hand, it can be argued that the federal government has a 
responsibility to act because past and present federal 
policies have contributed substantially to economic decen
tralization and central-city decline. Furthermore, con
tinued decline may soon present unacceptable costs. One 
need think only of the increased dependency of people left 
in areas with limited economic opportunities and the ne
glected and underutilized physical resources. 

While an increased federal effort on behalf of declin
ing cities might be justified by either position, the type 
of activity supported might differ. If a reversal of 
economic trends does not appear reasonable, then the federal 
government might simply help declining cities and their 
residents adjust to the changing conditions. Training 
and mobility assistance would permit citizens to pursue 
economic opportunities elsewhere. The painful effects of 
decline on those yet remaining might be met through expanded 
income assistance programs and grants to help local govern
ments maintain public services despite their shrinking tax 
bases. If the Congress wants to reverse or delay current 
trends, then resources might be directed toward bolstering 
local economies. Business operation or expansion could be 
subs idized directly, through loans or tax credits, or 
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indirectly through additional investment in public infra
structure or government services. But current programs 
offer little guidance about the amount of money necessary 
for a long-term reversal of economic decline in big cities. 

Whatever strategy is adopted, an increased federal 
effort requires decisions on: 

o Whether the assistance should be directed primarily 
at local governments or private individuals and 
corporations. 

o Whether existing programs can be used or new ones 
will be required. 

o What types of cities should be helped and how 
the relative need of various areas can best be 
measured. 

o How much the states should be required to reform 
their state aid or service responsibilities to 
assist the federal effort. 

A number of important city-oriented pieces of legisla
tion expire at the end of fiscal year 1977, thus presenting 
the 95th Congress with an opportunity to deal with these 
issues. Among these pieces of legislation are the Community 
Development Program, the Antirecession Financial Assistance 
Program, CETA, and several subsidized housing programs. New 
initiatives, such as urban tax incentives and urban financ
ing banks, are likely to be proposed. Also, the New York 
City Seasonal Financing Act of 1975 may have to be revised 
to take account of a recent court ruling that ordered the 
city to pay $1 billion on notes on which it suspended 
payment in 1975. 

BUDGET OPTIONS 

There is no simple way to determine what is an appro
priate amount for the federal government to devote to 
relieving the problems of cities. Very little is known 
about the effectiveness of existing, let alone proposed, 
programs designed to aid cities. As a result, only broad 
policy approaches, rather than specific proposals with 
detailed budget costs, are presented here. 
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Augmented Assistance to Governments 

There are a number of ways that the federal government 
might choose to increase the assistance provided to big 
city governments. The Community Development Block Grant 
program could be expanded and targeted more towards declin
ing cities. The program now distributes some $3.25 billion a 
year, roughly 40 percent of which goes to cities of over 
250,000 persons. 

If the existing distribution formula is maintained and 
the "hold harmless" 11 provisions are phased out as called 
for in the current law, some large declining cities will 
experience a reduction in their community development block 
grants. This situation could be avoided by altering the 
formula. Some have suggested that if factors such as a 
city's population loss, age of the housing stock, changes in 
the city's tax base, or changes in private sector jobs were 
included in the formula, block grant moneys would be tar
geted more toward those cities experiencing the worst fiscal 
problems. An alternative would be to set aside a sum to be 
distributed at the discretion of the Secretary of HUD to 
particularly hard-pressed cities. 

The appropriation for antirecession fiscal assis
tance, which provides grants to state and local governments 
to maintain vital services, will be spent before the end of 
fiscal year 1977. This will occur because the amount 
distributed in each quarter is determined by the national 
unemployment ,rate, and unemployment has been considerably 
higher than was anticipated when the appropriation was 
passed. Under the latest projections of the unemployment 
rate, $250 million more would have to be authorized and 
appropriated for the remainder of the fiscal year to fund 
the program at the level called for under the formula. 

If this temporary program is reauthorized for fiscal 
year 1978, changes could be made to increase the level of 

11 The "hold harmless" provision ensures that communities 
do not receive less than they received in the past from 
the assistance programs that were discontinued when the 
Community Development Block Grant program was estab
lished. 
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funding and skew the distribution more in the direction 
of the larger, more troubled cities. The program now 
provides resources that amount to roughly 8 percent of 
the estimated revenue loss of recipient governments result
ing from full employment; this percentage could be raised 
somewhat. 

The program now allocates money according to unemploy
ment over 4.5 percent (so-called excess unemployment) 
and revenue-sharing entitlements. The distribution of 
resources could be further shifted by considering excess 
unemployment as unemployment over some rate higher than 4.5 
percent. 

The public service employment programs provided under 
CETA are up for reauthorization for fiscal year 1978 and for 
supplemental funding for fiscal year 1977. Increased 
funding for these programs or increased targeting of 
CETA money toward large cities are both possibilities. 

The money from these or other programs would provide 
resources that could be used to increase public services 
or reduce tax burdens. While this would certainly help big 
cities adjust to their deteriorating circumstances, it is 
not clear that such assistance could, in and of itself, lead 
to a revitalization of economic life in these cities. 

Aiding the Economies of Cities 

The number of federal policies intended directly to 
affect the economic bases of local areas is severely lim
ited. The Economic Development Administration (EDA) has 
primary responsibility for a series of programs providing 
business development loans and guarantees and public facil
ity grants. While urban areas have not been the primary 
beneficiaries of these programs in the past, this situation 
is expected to change as a result of modifications in the 
law and statements of Congressional intent made during last 
year's reauthorization. These programs received appropria
tions of $360 million in fiscal year 1977, an amount well 
below their authorized level. While these efforts could be 
expanded, little is known about their effectiveness, partic
ularly in urban areas. 
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Title I of the Public Works Employment Act of 1976 
assists the capital budgets of local governments by funding 
small, quickly started capital projects in areas of high 
unemployment. It could aid local economies if used to 
rebuild the urban public infrastructure upon which the 
private sector depends. While $2 billion was appropriated 
for this program, applications for projects costing roughly 
$24 billion were received by the Commerce Department. 
Some observers have suggested that the administrative 
distribution process has pushed the benefits of this program 
away from central cities and toward smaller municipalities 
and rural areas. Additional funds could be authorized for 
this program and earmarked specifically for declining 
cities. 

Several proposals have been put forward that call 
for special federal incentives for expansion of private 
industry in declining cities. One of these is to provide 
an added investment tax credit of two or three percentage 
points for firms that expand their investment in declining 
cities. The credit might even be made refundable to make 
the incentive attractive to firms with profits so low that 
they have small tax liabilities at present. 

Another proposal is to have the federal government 
encourage special financing institutions, such as urban 
development banks. While these ideas have been put forth 
only in the most general terms, most entail loans to busi
nesses at below-market interest rates in targeted areas 
as well as the support of municipal capital development. 
Some proposals involve the federal government's guaranteeing 
the loans to private developers wanting to expand or start 
new businesses in declining cities, while others call for 
a federal subscription of capital to the new institutions. 

The private economic sectors of declining large cities 
could also be boosted through federal purchasing and employ
ment policies. Attempts could be made to locate new federal 
installations and jobs in such cities. This, however, 
may be difficult to do. Federal employment has not expanded 
in recent years; and since federal employment is often 
related to providing services, new jobs are likely to be 
located where the population growth is. As for federal 
purchasing of goods and services, preference could be shown 
to businesses located in depressed or declining areas 
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(similar to preferences for small or minority-owned busines
ses). A preference for areas with labor surpluses is 
already specified in Defense Manpower Policy No.4, but a 
prohibition against the payment of price differentials 
included in the Defense Appropriations Act makes the admin
istration of the preference difficult. 

Adjustment Assistance 

In the New York City Seasonal Financing Act the federal 
government provides temporary assistance to the city so that 
it can adjust to changed fiscal circumstances. Similar as
sistance could be offered to a wider range of cities that 
wish to restructure their debts and adjust their spending 
patterns in the face of decline in their economic bases. 
The New York City legislation should involve no subsidies 
and no net outlays since the loans are made and paid back 
within a year. But it does involve a significant degree of 
state and federal supervision and monitoring of the city's 
financial behavior. If the federal government were to ex
tend such emergency assistance to more cities, the scope of 
federal involvement with each recipient could be signifi
cant. 

CONCLUSION 

Of course, the range of activities that affect the 
financial health of cities goes well beyond the few men
tioned here. Welfare reform options, mass transit policies, 
and environmental programs could have major impacts. The 
policies that are alleged to be geogrl;lphically discrimina
tory could be reviewed and altered. Tax and regulatory 
policies might be changed to eliminate any bias against 
declining areas or regions. Energy decisions should like
wise be carefully considered to determine their regional 
impacts. In every instance where a redirection of policy is 
considered, however, the advantage to declining areas should 
be weighed against the possible added cost to the federal 
government and the expected impact on areas now thought to 
be healthy. 
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CHAPTER 9 STRUCTURAL EMPLOYMENT 

THE ISSUES 

Whether the overall economy is strong or weak, unem
ployment, underemployment, low earnings, and labor force 
discouragement will affect certain groups disproportion
ately. These problems -- called structural problems -- are 
concentrated among teenagers, nonwhites, the less educated, 
and residents of economically depressed areas (see Table 
25). 1/ 

The reasons for this concentration of hardships vary. 
Lack of skills and work experience are thought to be respon
sible for the situation facing many youth. The tremendous 
influx of teenagers and women into the labor force has also 
increased the competition for entry level jobs. Non
whites suffer discrimination, which restricts not only their 
access to jobs but also their opportunity to obtain the 
education and training needed to advance. People living in 
decaying urban centers and other chronically depressed areas 
usually face an inadequate demand for labor. Hardest hit, 
of course, are people with a combination of several of these 
disadvantages. Few are worse off, say, than a black youth 
who is poorly educated, who has little or no job experience, 
and who lives in an inner city ghetto that offers few 
chances for work. 

CURRENT PROGRAMS 

Many federal programs and policies indirectly or 
directly affect these structural problems. For example, the 
job opportunities of the hardest hit groups probably are 
increased significantly by fiscal and monetary policies that 
boost economic growth and employment. 

1/ For a more detailed treatment of the issues covered 
here, see Public Employment and Training Assistance: 
Alternative Federal Approaches, CBO Budget Issue Paper, 
February 1977. 
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TABLE 25. SELECTED CHARACTERISTICS OF GROUPS WITH A HIGH 
INCIDENCE OF STRUCTURAL UNEMPLOYMENT FOR 1975 

Median 
Annual 
Earnings 
of Full- Percent of Civilian Labor Force 
Time 
Workers Under- Discouraged 

Group (Dollars) Unemployed employed !!I Workers J!..I 

U.S. Total 12,654 8.5 4.0 1.2 

Teenagers 5,277 19.9 7.7 2.0 

Youth £1 7,943 13.6 5.2 1.2 

Nonwhites 9,080 13.9 5.5 2.9 

Nonwhite 
Teenagers NA 41 36.9 9.3 NA 

Central 
City 
Residents NA 9.6 NA NA 

Persons 
with Less 
than High 
School Ed-
ucation 9,097 NA NA NA 

SOURCE: U.S. Bureau of Labor Statistics. 

!!I Part-time workers for economic reasons. 

J!..I Discouraged workers are persons who report that they want 
to work, but are not looking for jobs because they believe 
they cannot find any. 

£1 Age 20 to 24. 

41 Data not available. 
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Direct federal efforts to deal with structural employ
ment problems date from the early 1960s. They attempted 
to increase the number of jobs available to particular 
groups and to augment the skills and training of these 
persons so that they could better compete in the labor 
market. The Area Redevelopment Act of 1961 (ARA) and its 
successor, the Economic Development Act of 1965, were 
designed to boost the economies and job opportunities of 
specific geographic areas that were in a decline. The 
Manpower Development and Training Act of 1962 (MOTA) was 
intended at first to upgrade the skills of experienced 
workers pushed out of their jobs by automation; it later 
stressed skills for the untrained. The Vocational Education 
Act of 1963 supported training for young persons about to 
enter the labor market. The Civil Rights and Economic 
Opportunity Acts of 1964 began the emphasis on enhancing 
minority groups' access to jobs and/or improving skills. The 
Public Employment Program (PEP), which was authorized by the 
Emergency Employment Act of 1971, provided public service 
jobs for the unemployed and underemployed. While the 
original emphasis of the Public Employment Program was on 
structural employment problems, the 1971 recession caused 
the program's focus to shift more toward the problems of 
general unemployment. 

Four major federal programs are now directed toward 
structural employment problems. The largest is the Compre
hensive Employment and Training Act of 1973 (CETA), which 
consolidated many of the programs of the 1960s into a block 
grant distributed through a formula to states and to 445 
units of local government. For the most part, these recip
ients design and operate employment and training programs 
under the following five titles of CETA: 

o Title I provides job opportunities, training, 
education, and other services to enable people 
to get and keep the best jobs they can. 

o Title II provides the unemployed and underemployed 
with transitional employment in public service 
jobs in regions with substantial unemployment. 
Training is also given to enable persons to move 
into jobs or training not supported by this title. 
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o Title III provides the services covered in Titles 
I and II for population segments such as youth, 
migrant and seasonal farm workers, native Americans, 
and others. 

o Title IV provides intensive residential and 
nonresidential programs of education, vocational 
training, work experience, and other activities. 

o Title VI provides transitional employment for the 
unemployed and underemployed and public project jobs 
f or low-income, long-term unemployed, welfare 
recipients and persons whose unemployment compensa
tion benefits have been exhausted. 11 

The Work Incentive Program (WIN), authorized under 
the 1967 Amendment to the Social Security Act, originally 
provided job training, but recently has emphasized job 
placement for recipients of welfare benefits. Most healthy 
recipients of Aid to Families with Dependent Children (AFDC) 
who do not have to care for a child under the age of six or 
a handicapped dependent must register for the WIN program. 
As an incentive for employers to hire welfare recipients, 
firms are permitted a tax credit of up to 20 percent of the 
first year's wages paid to each WIN participant or welfare 
recipient during the first year on their payrolls. 

The Community Service Employment for Older Americans 
program, authorized by Title IX of the Older Americans 
Comprehensive Service Amendment of 1973, provides unemployed 
low-income people over the age of 54 with part-time commu
nity service employment. (See Table 26 for characteristics 
of participants in the above programs.) 

Finally, the Vocational Education Act of 1963 provides 
grants to states for in-school vocational education. This 
program represents only 12 percent of all vocational educa
tion spending. There is some ques tion as to whether 
it stimulates spending for vocational educational as is 
intended. 

11 Title V established the National Commission for Manpower 
Policy. 

128 



TABLE 26. CHARACTERISTICS OF NEW PARTICIPANTS IN SELECTED EMPLOYMENT AND TRAINING PROGRAMS, FISCAL YEAR 1976 

PERCENT 
Low- Minority Under Less than Cash Unemployment 

New Partic- Income Group 22 Years High School Assistance Compensation 
Program ipants Persons Members Old Education Recipients Recipients 

CETA - Title I 1,587,900 76 57 57 54 26 6 

CETA - Title II 249,600 47 44 22 26 19 13 

CETA - Title III 
Migrants and Farm Workers 24,200 100 54 48 88 7 1 
Native Americans 17,500 89 99 45 53 13 NA 
Summer Youth 888,000 100 55 100 94 38 NA 

....... CETA - Title IV 
N 

(Job Corps) 44,000 100 73 100 100 41 NA \.0 

CETA - Titles VI and 
II !!I 499,900 44 36 22 26 13 14 

Community Service 
Employment for Older 
Americans 6,000 100 27 NA 50 NA 0 

Work Incentive 
Program 19,600 100 44 17 60 100 NA 

Total 3,336,700 76 53 61 59 27 6 

!!I An emergency supplemental appropriation merged Titles II and VI of CETA for the purpose of extending Title VI 
positions beyond the expiration date of December 31, 1975. 



EVALUATION 

The four major types of activities sponsored by these 
programs are: 

o On-the-job training, which provides training for 
regular job vacancies, generally by payment to 
public or private employers for the added cost 
of hiring and training. 

o Classroom training, which provides occupational 
or prevocational skill training. 

o Work experience, which offers temporary, usually 
part-time, employment for such groups as youth 
or older workers. 

o Public service employment, which provides work 
in the public sector either for transition to an 
unsubsidized job or for countercyclical purposes. 

These basic activities are supplemented by others, such as 
allowances, day care, recruitment, assessment, and place
ment. Of course, all these programs differ in terms of 
benefits and beneficiaries, cost, and effectiveness (see 
Tables 26 and 27). 

Training 

The major programs directly aimed at increasing skills 
are the Title I and Title IV (Job Corps) programs of CETA, 
which enrolled 564,000 and 45,000 people, respectively, in 
fiscal year 1976. 11 The latter program focuses exclusively 
on disadvantaged young persons who have not completed high 
school (see Table 26). Most of the Job Corps participants 
are minority group members and nearly half come from welfare 
recipient families. Most of those receiving classroom or 
on-the-job training under Title I come from disadvantaged 
homes, are nonwhite, have not graduated from high school, 
and are young. 

11 In fiscal year 1976 there were about 1.3 million 
participants in Title I. Only 44 percent were in 
training; most of the rest participated in work-experi
ence programs. 
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TABLE 27. SUMMARY OF SELECTED EMPLOYMENT AND TRAINING 
PROGRAM DATA, FISCAL YEAR 1976 

Program 

CETA - Title I 
Training and 
Work Experi
ence 

Title II Jobs 

Title III -
Summer Youth 
Employment 
Work Experi
ence 

Title IV -
Job Corps 
Training 

Title VI Jobs 

Community 
Service Em
ployment for 
Older Ameri
cans 

WIN 

Outlays 
(Millions 
of Dollars) 

1,698 

544 

459 

181 

1,872 

47 

307 

Years 
of 
Service 

448,300 

75,300 

250,700 

20,200 

226,600 

12,700 

30,600 

Cost 
per 
Year 
of 
Service 

3,786 

7,226 

2,380 

9,231 

8,262 

3,387 

10,300 

SOURCE: Unpublished U.S. Department of Labor data. 

E.! Most CETA programs do not take a full year. 
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Cost 
per 
Partic
ipant E.! 

1,256 

2,175 

595 

4,156 

3,906 

6,943 

3,287 



The average cost per participant in the training 
component of Title I was about $1,400, while that of the 
Job Corps was about $4,200 (see Table 27). The Job Corps 
emphasis on severely disadvantaged youth and use of residen
tial treatment facilities explains most of the cost differ
ence. The effectiveness of these training programs is 
difficult to measure. It appears, however, that the earn
ings of participants are raised by roughly $400 one year 
after the program; but five years later very little addi
tional income results from these programs. While not 
readily calculable, other gains should be noted. These 
include the possibility of reduced expenditures for other 
programs, such as welfare, unemployment compensation, and 
food stamps; and, from the beneficiaries' standpoint, the 
increased self-esteem that comes with being an active member 
of the labor force. 

Direct Employment 

Titles II and VI of CETA provided 90 percent of the 
290,000 public service employment (PSE) jobs funded in 
fiscal year 1976. On an annual basis, the cost per PSE 
job was about $8,300. Since these programs are primar
ily antirecession programs, they have been targeted toward 
all unemployed or underemployed persons. As a result, those 
holding PSE jobs tend to be older, better educated, and 
from higher-income groups than those receiving training (see 
Table 26). Because the Title VI reauthorization (Public Law 
94-444) targeted the new PSE jobs on the long-term unem
ployed, AFDC recipients, and unemployment compensation 
exhaustees, this may not hold in the future. Furthermore, 
it called for the creation of specific public projects 
rather than additional regular local government jobs. 

The actual number of additional jobs created by PSE is 
uncertain because local governments may use federal funds to 
pay for some employees they would have hired anyway without 
the federal program. The rate of such "fiscal substitution" 
has been estimated to be as much as 60 percent in public 
service employment after one year, and it may approach 90 
percent in ensuing years. If these estimates are accurate, 
a $1.0 billion outlay on public service employment would 
result in only about 50,000 additional jobs in the first 
year. During periods of economic slack, when many state and 
local governments are cutting back employment, fiscal 
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substitution should be substantially less. It may also be 
true that fiscal substitution would be less if public 
project jobs were targeted toward those who would not be 
likely to be hired, such as the disadvantaged, minorities, 
the chronically unemployed, and young people. Such was the 
purpose of the restrictions placed on the Title VI program. 

There were also more than 500,000 part-t ime jobs 
funded by work experience activities -- mostly within CETA 
Title I and the Summer Youth Program (Title III). These 
jobs are part-time and often are assigned to new entrants or 
reentrants to the labor force. The average annual cost per 
job was only about $3,300 for Title I and $2,400 for summer 
youth (about $600 per summer). That is to say, nearly 
300,000 year-round Title I jobs or about 1.7 million three
month summer jobs can be funded for $1 billion. Because of 
the low wages and provisions in the legislation, these jobs 
are often filled by youths and disadvantaged workers. 
Fiscal substitution may be less of a problem here because 
local governments cannot hire regular employees at such low 
wages. 

CONGRESSIONAL DECISIONS 

Because of the lull in the economic recovery, the 95th 
Congress will be faced with demands to stimulate the economy 
and employment, both for the remainder of fiscal year 1977 
and for 1978. But three questions will have to be resolved 
first: 

o In the programs designed to stimulate employment 
directly, how much of an emphasis should be given to 
those groups that suffer from structural problems? 

o How much emphasis should be given to skill 
development and training programs compared with work 
experience anJ public service employment? 

o How much should these programs rely on the private 
sector and how much on the government? 

Decisions on the CETA program alone will require 
the Congress to deal with these questions. The fiscal year 
1977 funding for temporary employment assistance (Title VI 
of CETA) is roughly $2 billion below the levels mentioned by 
the Budget Committees in their reports on the Second Con-
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current Resolution on the Budget for 1977.!!.,1 The public 
service jobs provided through Title VI of CETA have funding 
through fiscal year 1977 derived from $1.0 billion in budget 
authority from prior years and $1.4 billion provided in a 
continuing resolution. If the full amount contemplated by 
the Budget Committees were to be used, additional jobs or 
training could be provided in fiscal year 1977. 

The debate over the reauthorization of the CETA pro
gram, which expires at the end of fiscal year 1977, will 
give the Congress another chance to focus on structural 
employment problems. Two of the issues listed above -- the 
degree of targeting on the seriously disadvantaged and the 
balance between public service jobs, work experience, and 
training -- must be dealt with during this reauthorization. 

Several new initiatives are also possible. The 
problems of youth employment are likely to generate a 
renewed interest in some type of year-round youth employment 
and training program. 21 

The Congress is likely to receive proposals for 
stimulating private firms to increase employment. These 
include proposals to extend the tax credit now available to 
firms that hire welfare recipients to cover other disadvan
taged groups or workers in depressed areas, to offer 
partial wage subsidies to firms that hire certain people, 
and to give federal payments to firms that expand on-the-job 
training for the disadvantaged. 

BUDGET OPTIONS 

Unlike many other budget decisions, those having to 
do with structural employment policies do not restrict 

!!.,I See House Report No. 94-1457, pp. 40 and 74, and Senate 
Report No. 94-1204, p. 38. 

21 Among the proposals introduced in the 94th Congress were 
the Youth Community Service Act (S. 3869} , the Compre
hensive Youth Employment Act (H.R. 13021), the Youth 
Counseling and Employment Act (H.R. 13008), the Youth 
Employment Act (H.R. 12795), and the Young Adult Conser
vation Corps Act (H.R. 10138). 
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future budget flexibility. Over three or four years, new 
approaches can be tried and old ones modified, and funding 
can be changed. A continuation of current policy, as well as 
four illustrative budget options that emphasize public 
service jobs, youth employment programs, training activi
ties, and private sector programs, are presented below. 

Current Policy 

A continuation of current policies would imply outlays 
in fiscal year 1978 of some $7.7 billion if (see Table 28). 
Under this approach, 510,000 public service jobs, 470,000 
work experience opportunities, and 360,000 training slots 
would be funded for a full year. Because some of the pro
grams do not last a full year, and because of turnover, the 
number of persons participating would be greater: 1.1 
million in PSE jobs, 1.9 million in work-experience jobs, 
and 900,000 in training. If the characteristics of partici
pants remained unchanged, roughly three-quarters of the 4 
million new participants would come from disadvantaged 
families. Some 1.6 million youths (600,000 service years) 
would be reached. If the substitution rate for PSE were 50 
percent, the unemployment rate would be reduced by no more 
than a few tenths of a percentage point. This effect may be 
larger if fiscal substitution is reduced by the new public 
project jobs under Title VI. 

Augmented Public Service Employment 

Because of the disappointing economic recovery, many 
have argued for significantly increasing public service 
employment and work experience jobs. The inflationary 
impact of this can be moderated if the program is directed 
at providing jobs for those suffering from structural 
employment problems. At current PSE wage levels, an addi
tional 300,000 jobs would cost $2.5 billion in fiscal year 
1978; if the wage level dropped to the level of the minimum 
wage, 200,000 positions would be supported by $1 billion. 

if The current policy base assumes an appropriation level 
of $6.5 billion in fiscal year 1977, as called for 
in the Second Concurrent Resolution on the Budget. 
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TABLE 28. STRUCTURAL EMPLOYMENT BUDGET OPTIONS, FISCAL YEARS 

Outlays 
(Millions 

of Years of Service 
Dollars} {Thousandsl 

1977 1978 
1977 1978 Jobs Training Jobs Training 

Current 
Policy 7,007 7,666 460 360 510 360 

Changes from 
Current Policy 

Augmented 
PSE 2,490 300 

Augmented 
Training 1,000 0 220 

Youth Programs 

CETA Type 2,000 165 250 

Rural Type 2,000 100 250 

Presumably, income assistance outlays would then fall and 
tax receipts would increase as a result. The net cost of 
funding 300,000 jobs would thus be closer to $1.3 billion. 

There is some question as to how many PSE jobs state 
and local governments can or want to provide. In fiscal 
year 1976 state and local officials showed some reluctance 
to gear up large PSE programs. This may be in part because 
they did not want to face the problems associated with 
turning out PSE workers when federal funds were used up; in 
a few cases, useful tasks for these workers may have been 
difficult to organize. Governments also may not have wanted 
to face the public discontent that could result if public 
service levels are cut back as the PSE program is phased 
down. If 300,000 PSE jobs were added to the current 
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policy level of 530,000, this would represent 7 percent of 
the 12 million employees of state and local governments. 
Significant further expansion may be difficult. 

Of course, added PSE could take the form of federal 
jobs or jobs in the private sector. This was the approach 
taken in the Senate-passed Emergency Rail Transportation 
Improvement and Employment Act of 1975 (S. 1730), which 
called for the creation of jobs to rebuild the nation's rail 
beds. 

Augmented Training 

Rather than focusing on added public sector employment 
opportunities to deal with structural employment problems, 
greater emphasis could be placed on training. One argument 
for increasing training now is that when job prospects are 
generally grim, the job and income opportunities foregone by 
trainees are relatively small. Such training could thus 
increase the employability of large numbers of persons with 
structural employment problems. It could, however, lead to 
discouragement if few jobs are available for those complet
ing the training. An added $1 billion earmarked for the 
CETA Title I training programs could provide training for 
630,000 persons; a similar amount provided through the Job 

. Corps would assist only 220,000 persons. 

Youth Programs 

The extremely high rate of youth unemployment and the 
special problems faced by this group have generated interest 
in expanding youth employmen~, training, and work experience 
programs. Such efforts could stress jobs, skill develop
ment, expanded educational opportunities, or counseling and 
placement activities. 

During fiscal year 1976 some 58,000 public service jobs 
and more than 550,000 work-experience and training positions 
were held by persons under 22. Many of the work-experience 
programs for young persons are available only during the 
summer. An Urban Youth Corps to rebuild decaying parts of 
cities and an expansion of the Youth Conservation Corps, 
which employs youths in national parks and forests, are 
among the many possible ways to expand opportunities for 
young workers. A rural program might cost as much as $4,000 
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more per service year because of the need for residential 
facilities to house the workers and the more extensive use 
of materials. For $1 billion, an urb~n program could 
provide 165,000 jobs while a rural one could provide only 
100,000 jobs. Alternatively, additional training slots 
could be designated for youth. About 250,000 training slots 
could be created per $1 billion. 

Private Sector Incentives 

Direct subsidies could be used to encourage private 
sector employment of those persons experiencing structural 
employment problems. II For unskilled workers, the subsidy 
could reduce the gap between what the employer is willing 
(or required by minimum wage laws) to pay and what the 
employees need. If subsidized employees received on-the-job 
training, their value could gradually increase until they 
were capable of competing for unsubsidized jobs. 

The incentive could be offered as tax credit or wage 
subsidy to employers who hired specific types of individ
uals, or as a voucher to the workers. A wage subsidy could 
take the form of a reduction in the social security or 
unemployment compensation tax paid by the employer. The 
subsidy could be restricted to specific groups of workers, 
such as teenagers, the long-term unemployed, or people 
without high school diplomas. The incentives could also be 
restricted to firms in areas of high unemployment -- inner 
cities or depressed rural communities. 

Very little is known about the potential effectiveness 
of wage subsidies. For example, it is not known exactly how 
much of a subsidy or tax credit is needed to provide a 
reasonable incentive -- either to employers or to prospec
tive employees. The program could also create incentives 
to hire new workers who will merely displace existing 

II See the forthcoming CBO study on employment wage subsi
dies and tax credits. More than a dozen tax credit 
proposals were introduced in the 94th Congress. 
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workers. Estimates of the number of new jobs that would be 
created by tax credit and wage subsidy programs differ 
grea tly. fl./ 

The most effective subsidies appear to be those 
that are targeted on specific workers. By nature, however, 
these are complicated to administer. Their complexity 
raises the total cost per new job created, and it may lead 
to lowered participation. The experience of the WIN tax 
credit demonstrates these points. ~/ 

Many federal activities have significant effects on the 
unemployed and those suffering from structural unemployment. 
I ncome ass is tance programs, part icularly the unemp loyment 
compensation system, are also as important to these groups 
as are incentives or development in depressed areas and 
programs that promote vocational and higher education 
opportunities. 

fl./ See Kenneth R. Biederman, "Alternative Tax Subsidies 
for the Training and Employment of the Unemployed," in 
The Economics of Federal Subsidy, A Compendium of 
Papers, Part IV: Higher Education and Manpower Studies, 
Congressional Joint Economic Committee, 92nd Congress, 
2nd Session, August 28, 1972; Gary C. Fethke and Samuel 
H. Williamson, Employment Tax Credits as a Fiscal Policy 
Tool, Congressional Joint Economic Committee, 94th 
Congress, 2nd Session, July 21, 1976; and Warren Farb 
and Douglas Bendt, An Analysis of a Corproate Job Tax 
Credit, Congressional Research Service, Library of 
Congress, March 11, 1976. 

i/ See the report prepared for the Department of Labor, 
Interim Report on the Study to Assess WIN and Welfare 
Tax Credits (Minneapolis, Minn.: Impact, Inc., February 
15, 1976.) 
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CHAPTER 10 HEALTH CARE 

THE ISSUES 

In the past decade national health expenditures, 
both public and private, have grown from $42 to $135 billion 
or from 5.9 to 8.4 percent of the GNP. 1/ The increase 
reflects both inflation -- medical care prices in the last 
decade have risen about a third faster than the Consumer 
Pri~e Index (CPI) -- and significant increases in the use 
of health services, especially By the poor. Much of this 
increased use has been made possible by federal medicare and 
medicaid programa, which together will cost $32 billion in 
fiscal year 1977. Because so much health spending is now 
financed by the federal government, any future inflation in 
medical costs will have a substantial impact not only on the 
private costs of care but on the federal budget as well. 

Despite massive increases in spending and trends 
toward more equal access to services, health care is 
still denied to some, either because they are poor or 
because they live in inner-city or rural areas where doctors 
are scarce. Approximately 40 million people with incomes 
under $10,000 have inadequate health insurance protection 
and are ineligible for medicaid. 

While some people go without medical care, there is 
mounting evidence of inefficient use of existing resources. 
Some physicians provide services that could be handled 
by less-skilled health personnel; services that could 
be dealt with on a more economical outpatient or informal 
basis are provided in a hospital or nursing home. Further
more, there have been indications of widespread provider 
and recipient fraud in two of the government's major health 
programs -- medicaid and medicare. 

1/ For a more detailed treatment of the issues covered 
here, see Catastrophic Health Insurance, CBO Budget 
Issue Paper, January 1977, and a forthcoming CBO Budget 
Issue Paper on long-term care for the elderly and 
handicapped. 
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Federal health policy for the next few years depends 
heavily on two questions: 

o What can be done to hold down increases in costs, 
especially for care financed by the federal govern
ment, without impairing quality? 

o What can be done to improve access to medical 
care for those who still have difficulty obtaining 
it and paying for it? 

These questions are related, since providing more 
health financing will only add to demand and exacerbate 
inflation unless ways are found to control costs. Rence, 
controlling costs in existing federal programs is sometimes 
seen as a prerequisite to broadening federal insurance 
protection. On the other hand, since it is difficult to 
devise ways of holding down costs in medicare and medicaid 
alone without adding to the burdens of the poor and the aged 
or providing them with second-class care, it is sometimes 
argued that medical care costs can only be controlled if the 
federal government pays an even larger share of the total -
and thus buys more leverage in the system. 

CURRENT PROGRAMS 

The federal government' a complex array of health 
programs falls into four categories: 

o Financing programs that help the poor and the aged 
pay for medical care. 

o Tax expenditures designed to ease the burden of 
paying for care. 

o Direct care programs for some special populations. 

o Programs designed to increase the supply of medical 
resources. 

Financing 

Medicare for the aged and disabled, and medicaid 
for the poor, are the major federal health care financing 
programs. Together, they will coat an estimated $32.0 
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billion in fiscal year 1977, almost 83 percent of the 
federal health budget (excluding veterans' health programs). 
States, which administer medicaid, are expected to spend 
another $8.4 billion on that program. An estimated 23.6 
million aged and 2.4 million disabled persons will be 
covered by medicare, while 24.4 million poor persons will 
receive benefits under the medicaid program. 

Despite these large expenditures, serious coverage 
problems remain for both the aged and the poor. Because 
of medicare cost-sharing requirements and the exclusion of 
certain types of services -- particularly long-term care -
medicare pays only about 42 percent of the health expendi
tures of the aged. Approximately one-fifth of the aged 
receive medicaid benefits to supplement medicare. However, 
many low-income aged persons and other families with incomes 
below the poverty level are not eligible for benefits. In 
1975, an estimated 8 to 10 million persons with incomes 
below the poverty level were excluded from the medicaid 
program. 

Problems of provider and beneficiary fraud and program 
mismanagement in both medicare and medicaid have become a 
serious concern in recent years. It appears likely that 
legislation dealing with fraud and program management will 
be a high priority in this session of the Congress. 

Tax Expenditures 

The federal government also subsidizes medical care 
through the tax system. This is done by excluding from a 
person's taxable income the health insurance premiums paid 
on his behalf by his employer and by allowing large medical 
expenses as itemized deductions. In fiscal year 1977 an 
estimated $7.8 billion in federal tax revenue will be 
foregone as a result of these tax expenditures. The benefit 
of these expenditures, however, is not distributed evenly. 
While taxpayers with incomes in excess of $15,000 accounted 
for less than 30 percent of all tax returns in 1976, they 
received about 59 percent of the benefits of these tax 
expenditures. 

Direct Care 

Programs that provide services or comprehensive care to 
specific populations account for about 6 percent of the 
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federal health budget, or $2.2 billion. The direct care 
programs operated by the federal government include the 
Indian Health Service, the National Health Service Corps, 
and the Public Health Service Hospitals. In addition, the 
Veterans Administration's health care system will spend 
an estimated $4.4 billion on direct care in fiscal year 
1977 • 

Other federal programs provide local or state agencies 
with grants to es tablish community and migrant health 
centers, maternal and infant care programs, and children's 
and youth projects in low-income areas or in areas lacking 
in health resources. Comprehensive care programs serve an 
estimated 3.7 million persons. In addition, 1.4 million 
persons will receive hospital care through the Veterans 
Administration. Direct delivery systems can provide compre
hensive care at lower costs per person than can financing 
programs, and they seem to be more effective at reaching 
persons in inner-city and isolated rural areas. 

Resource Supply 

Less than $1 billion of the $38.9 billion in federal 
health expenditures projected for fiscal year 1977 is 
devoted to such resource supply programs as health planning 
and manpower training assistance. Historically, resource 
development has been directed at increasing the number of 
hospitals, physicians, and other personnel on the assumption 
that this would not only improve access but lower the rate 
of increase of medical prices and expenditures. More 
recently, however, it appears that increasing the supply of 
health resources has little effect on prices or access. In 
fact, it may spur total expenditures by increasing the per 
capita consumption of physician services and physician
generated hospital services. 

This problem -- one of excess capacity stimulating its 
own demand -- has been recognized by the Health Planning and 
Resource Development Ac t (Public Law 93-641), which makes 
federal planning assistance contingent upon state programs 
to control the supply of new health facilities. The impor
tance of further action along these lines is underscored by 
projections that suggest that over the next quarter century 
the number of physicians per person in the nation will 
rise by 50 percent. If the amount of health care delivered 

144 



continues to be determined by the supply of health resour
ces, substantially higher per capita health expenditures 
could result. 

CONGRESSIONAL DECISIONS 

Several program authorizations expire in 1977: those 
for health planning and resource development programs, for 
the National Cancer Institute, for the National Heart 
and Lung Institute, and for community mental health and 
community health centers. A number of smaller programs will 
also expire. The fiscal year 1977 budgets for the two 
biomedical institutes were $1.0 billion. While the dollar 
expenditures for the nonbiomedical programs due to expire 
are small, some of these programs, such as the health 
facilities planning legislation, could significantly change 
total health expenditures. This is because the health 
facilities planning legislation includes provisions that 
control the number of facilities and supports state efforts 
to set hospital rates. 

Far more direct budgetary importance attaches to 
current proposals to contain the rate of increase of medi
care and medicaid expenditures. The 140 percent cost 
increase in these programs over the last five years has 
been caused largely by higher cost per unit of service 
rather than by either larger numbers of beneficiaries or 
higher rates of use. Many critics have concluded that the 
rapid increase in government health care spending is in 
itself a major cause of the cost increases. One reason may 
be that medicare and medicaid reimburse hospitals on a 
retrospective cost basis, which creates no incentives for 
efficiency or cost-consciousness. 

In addition to considering methods of containing the 
cost of existing programs, the Congress may also make a 
preliminary decision on whether national health insurance is 
desirable. More than two dozen national health insurance 
bills were introduced in the 94th Congress; the new Admin
istration has pledged to develop a national health insurance 
proposal within the next few years. 
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POLICY OPTIONS 

Current Policy 

If existing health programs are continued, federal 
health expenditures will be $45.2 billion in fiscal year 
1978 and will grow to $75 billion by fiscal year 1982 
(see Table 29). 2/ In addition, health-related tax expendi
tures will reduce federal revenues by $7 billion in fiscal 

TABLE 29. HEALTH CARE BUDGET OPTIONS, OUTLAYS IN BILLIONS 
OF DOLLARS, FI SCAL YEARS ~/ 

Option 1977 1978 1982 

Current Policy 38.9 45.2 73.9 

Changes From Current Policy 

Reimbursement Controls - 0.7 - 5.9 

Federalized Medicaid 
Federal/State Financed 17.1 24.3 
Federal Financed 29.0 44.1 

Long-Term Care 
Block Grant 1.0 2.0 to 4.0 
Major Effort 6.0 16.2 to 22.2 

Catastrophic Insurance 
Plan to Cover Unusual 

High Expenses 10.0 to 11.0 19.0 to 20.0 

National Health Insurance 
Tax Financed 84.0 to 86.0 108.0 to 138.0 
Premium Financed 18.0 to 21.0 14.0 to 27.0 

!!/ Includes function 550 but excludes Veterans Administra
tion and Department of Defense health expenditures. 

'];./ Exclusive of Veterans Administration and Department of 
Defense programs. 
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year 1978 and by $15.1 billion in 1982. Although health 
planning, professional standards review organizations 
(PSROs), and recent health manpower legislation may 
marginally improve access and decrease costs over the next 
five years, it is doubtful that current trends in health 
care inflation or expenditure will greatly change. 

Controlling the Costs of Current Programs 

Proposals to reduce federal health costs usually focus 
on methods of controlling hospital charges, which account 
for 58 percent of federal medicaid and medicare costs. One 
approach is to increase cost-sharing by recipients. The 
Ford Administration's 1977 and 1978 budgets called for 
imposing 10 percent co-insurance for the first 60 days of 
hospitalization in the medicare program. Under the present 
statute, medicare completely covers the cost of the first 60 
days of hospitalization after the recipient pays the deduct
ible which is a fixed amount equal to the average cost 
of one hospital day. The Administration estimated that 
the co-insurance plan would save the federal government $1.8 
billion in fiscal year 1978. The savings could reach $3.2 
billion by 1982. 

One possible benefit of this approach would be a 
greater effort on the part of both physicians and patients 
to decrease the number of admissions and shorten hospital 
stays, which could cut costs considerably. The cost-sharing 
approach, however, would place a larger share of the burden 
on some people who could not afford it. 

Controlling hospital reimbursement rate increases is 
another approach frequently mentioned for limiting price 
rises. The permissible annual increase of hospital reim
bursement rates could be held at a fixed percent (say, 10 or 
12 percent) or could be tied to an index of general infla
tionary pressures (say, 3 percent more than the rise in the 
Consumer Price Index). Some flexibility would probably be 
required in such ceilings to allow hospitals to make needed 
capital purchases and major improvements. 

The amount of savings that can be expected from such 
reimbursement schemes depends not only on the set rate, but 
also on whether that rate applies to all patients, to the 
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public programs only, or to just certain public programs. 11 
If the ra te of increase could be reduced by 3 percent per 
year from the expected pace, the medicaid and medicare 
programs would save approximately $ 700 million in fiscal 
year 1978 and $5.85 billion by 1982. A limit of 7 percent 
on the annual increases in medicare reimbursement alone, as 
was proposed in the Ford Administration's 1977 and 1978 
budgets, would reduce medicare cos ts by $1.46 billion in 
fiscal year 1978 (see Table 30). 

TABLE 30. MEDICARE COST SAVINGS FROM ALTERNATIVE 
PROSPECTIVE REIMBURSEMENT CEILINGS, FISCAL YEARS 
1978 AND 1982, IN BILLIONS OF DOLLARS 

Ceiling 1978 1982 

7 percent $1.46 $11. 24 
10 percent 1.00 8.07 
12 percent 0.70 5.71 
CPI plus 3 percent 1.33 10.14 
CPI plus 5 percent 1.03 7.99 
CPI plus 8 percent 0.57 4.45 

A third approach is to limit some components that make 
up hospital costs. Three measures are frequently suggested: 

o Limiting reimbursement to some set fraction of the 
average daily operating charges of similar hospitals 
in a region. For example, if the average routine 
cost were $100 per day. and the reimbursement 
ceiling were set at 20 percent above that, there 
would be no reimbursement for routine costs above 
$120 per day. Those hospitals with costs below 

11 While medicare reimbursements are set by the federal 
government, medicaid reimbursements are established by 
the states and under current statute are less amenable 
to federal policy. 
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the average could be given an incentive payment for 
their efficiencies. Senator Herman Talmadge of 
Georgia introduced a proposal similar to this in the 
94th Congress (S. 3205). 

o Limiting reimbursement for cost increases that come 
from nonlabor factors, such as the use of more 
technologically advanced equipment and more labora
tory tests per patient. These intensity factors 
are projected to increase by approximately 10 
percent during 1977 and to contribute more than 5 
percentage points to the expected 16.6 percent 
increase in hospital costs. Limits could also be 
placed on costs related to increases in staff-to
patient ratios, which have been rising recently by 
2 percent a year. 

o Placing in an escrow account the portion of current 
hospital reimbursements that result from deprecia
tion. These funds could later be used by hospitals 
for capital projects which have been approved by 
state health planning agencies. Such a proposal was 
incorporated in the Ford Administration's 1918 
budget request and was estimated to save $440 
million in 1918. 

The savings that could result from applying some of these 
measures only to the medicare program are provided in Table 
31. These measures could be imposed individually or collec
tively, but the savings from a combination of measures 
would not equal the sum of the savings of the individual 
measures. This is because hospitals would respond to 
different measures in a similar way. For example, efforts 
to hold down routine costs as well as limit cost increases 
attributable to higher staff-to-patient ratios result in a 
decrease in staffing; controls placed on the use of reim
bursments for depreciation and limited reimbursments for 
cost increases related to nonlabor factors would both act to 
curb capital expenditures. 

Controls applied only to reimbursements under public 
programs could create incentives for institutions to dis
criminate against public program beneficiaries, thus 

149 



TABLE 31. MEDICARE SAVINGS FROM LIMITING INCREASES IN 
SELECTED HOSPITAL COST COMPONENTS, FISCAL YEARS 
1978 AND 1982, IN BILLIONS OF DOLLARS 

Limit on Routine Cost Reimbursement 

105 Percent Level 
110 Percent Level 
120 Percent Level 

Limit Intensity Factors to 2 
Percent per Year 

Hold Intensity Factors to 60 Per
cent of Present Trend and No 
Increase Allowed in Staff per 
Patient 

Hold Intensity Factors to 80 Per
cent and Limit Increases in the 
Staff per Patient Ratio to 1 
Percent per Year 

1978 

0.59 
0.44 
0.21 

0.58 

0.40 

0.27 

1982 

1.08 
0.80 
0.38 

4.50 

4.11 

2.28 

worsening the access problems. If public and private 
insurance programs maintained different reimbursement 
standards for a long time, medicare and medicaid benefi
ciaries might be given a lower standard of care than 
private patients. In addition, some of the costs not 
reimbursed by medicare and medicaid might be shifted to 
private patients. If this occurred, the net reduction in 
federal budget cost would be larger than the reduction in 
overall spending for health. 

If reimbursement controls are applied to individual 
hospitals regardless of community needs and services, the 
controls may not curb the duplication of expensive treatment 
centers and surplus hospital beds. These problems might be 
better addressed by such measures as guidelines or limits on 
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the number of beds according to community size. Alterna
tively, retmbursement programs could be linked more closely 
to planning and facility regulation so that rates would 
reflect the community's desires. 

Increasing Access to Health Care 

An esttmated 25 million people (about 12 percent of the 
population) have neither private nor public coverage. For 
the most part, these persons are in families with incomes 
below the national median. They are the self-employed, the 
unemployed, the chronically ill, students, and employees of 
small, low-wage businesses. Some 8 million of such unin
sured persons may be able to obtain services from a source 
such as the Veterans Administration; but this still leaves 
17 million who must bear the full financial burden of their 
health care. An additional 19.4 million people from 
families with incomes below the national median have very 
poor private coverage -- that is, insurance in which out-of
pocket expenditures can create a severe hardship. 

Several proposals have been made for a limited expan
sion in current federal financing or delivery programs to 
meet the most critical access problems. These include plans 
to extend insurance coverage to all poor families (federal
ized medicaid) and plans to extend federal finanCing for 
long-term care and catastrophic illnesses. These limited 
expansion programs are somettmes thought of as steps in the 
direc tion of comprehensive national health insurance. 

Federalized Medicaid 

A federalized medicaid program with uniform nationwide 
eligibility and benefit standards could accomplish the first 
obj ective and, via the spend-down provision, provide the 
entire population with mintmum protection from catastrophic 
expenditures. if Such a program was proposed in the 94th 

if Spend-down eligibilitY,under medicaid means that a 
family becomes eligible for medicaid benefits when its 
expenditures for medical services reduce its income to 
the level at which a family is normally entitled to join 
the program. 
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Congress as part of the Catastrophic Health Program and 
Medical Assistance Reform Act (S. 2470). The numbers of 
persons aided and the cost would depend upon the choice of 
eligibility levels and the benefit package. If a program 
similar to the most generous state plans now underway were 
chosen, an estimated 35 million persons would receive 
benefits; about one-third of these would be people who at 
present are uninsured. 

The added cost of such a program would be $17 billion 
in fiscal year 1978 and $24 billion in fiscal year 1982. If 
states were required to maintain their current levels of 
contributions, new federal costs would amount to $7.2 
billion in fiscal year 1978. 

Long-Term Care 

Federal, state, and local governments spent $5.1 
billion in 1975 on long-term medical and social services 
for chronically disabled, mostly elderly, persons. While 
these expenditures are large and have risen threefold in 
the past five years, an estimated 0.8 to 1.4 million of the 
aged and disabled who need such long-term care do not 
receive it. They are kept from getting care not only by lack 
of finances but also because of the fragmented organization 
of long-term care. 

One option for increasing federal aid in this area 
is through a consolidated long-term care block grant for 
nursing home and community services. Such a grant would 
funnel all long-term care funds through a single local 
agency which would be responsible for arranging for care in 
the community. The emphasis is on an improved organization 
of services, not necessarily on increased financing. While 
pressures to increase funding to meet demand. would undoubt
edly exist, federal expenditures could be controlled by 
the authorization and appropriation processes. If a grant 
equal to present long-term care spending plus roughly 
$1 billion were created, from 120,000 to 150,000 more people 
in need of long-term care services could get them. 

Alternatively, a long-term care entitlement program 
that would include congregate housing and home health care 
would meet the potential demand for long-term care, but 
at a substantial cost. If such a program were phased in to 
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permit the supply of housing and other services to grow, the 
incremental federal cost would be between $16 billion and 
$22 billion by 1982. Similar bills were introduced in the 
94th Congress (S. 2702 and H.R. 2268). 

Catastrophic Health Insurance 

Catastrophic health costs are those that are either 
extremely large or are high relative to a family's re
sources. Such expenses usually arise from one of three 
causes: long-term care; moderate expenses incurred by 
low-income families; and the rare, extremely high-cost 
treatments that exceed the limits of an otherwise adequate 
insurance policy. There have been a number of recent propo
sals to protect all Americans against catastrophic expendi
tures. These include the Long-Ribicoff Bill (S. 2470) 
introduced in the 94th Congress, the Ford Administration's 
1978 budget proposal for catastrophic benefits, and tax 
credit plans such as that proposed by Senator Brock (S. 
1528) in the 94th Congress. 

The cost of a catastrophic insurance plan depends 
upon the problem it tries to address. The long-term care 
and federalized medicaid proposals discussed earlier would 
provide protection against the first two sources of cata
strophic expenditures. A plan for just the third problem -
unusually high expenses -- might involve payment of hospital 
care after the l50th day and nonhospital medical expenses 
that exceed $2,000 for the nonmedicare popUlation. If such a 
plan were fully financed by the federal government, it would 
cost between $10 and $11 billion in fiscal year 1978. 

A plan that met all health expenses over a certain 
percent of family income, say 15 percent, would cost about 
$16 billion in fiscal year 1978. Because such a plan would 
encourage a decrease in basic insurance coverage, it could 
decrease national health expenditures by $0.5 billion. 

A catastrophic protection plan that covered long-term 
care, all expenses for low-income families, and unusually 
high expenditures would cost between $70 and $75 billion 
in fiscal year 1978. Such a plan would be similar to many 
of the national health insurance proposals and should be 
compared to other comprehensive alternatives. 
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Comprehensive National Health Insurance 

While it is not realistic to envision passage of a 
national health insurance bill in time to affect the fiscal 
year 1978 budget, it is important to consider the possible 
impact of such a program if adopted in the next several 
years. A comprehensive national health insurance program 
could be wholly tax-financed and publicly administered; 
tax-financed but privately administered; or a voluntary or 
compulsory, mixed public and private system that covered the 
working population through employment-based insurance. 1/ 
The federal budgetary impact of national health insurance 
depends on four factors: whether the plan is financed 
primarily through taxes or premiums, how broad a range of 
benefits is provided, how much of the costs beneficiaries 
would have to share, and the plan's cost control features. 

A totally tax-financed plan with no cost-sharing for 
covered services could add from $168 to $200 billion to 
federal health expenditures by fiscal year 1982; in contrast, 
a compulsory employment-based, premium-financed plan with 
cost-sharing might increase federal spending by as little 
as $15 to $20 billion in 1982. The range of these cost 
estimates reflects the varying assumptions about the 
effectiveness of cost controls. While' a tax-financed plan 
would lower revenues lost through health tax expenditures, a 
premium-financed plan would raise them. Of course, private 
spending on health care would fall under all these plans but 
probably not as much as the rise in government outlays. §../ 

Because of the great costs of comprehensive insurance, 
the Congress may want to consider proposals that would 

1/ For a description of proposals introduced in the 94th 
Congress, see National Health Insurance Proposals: 
Provisions of the Bills Introduced in the 94th Congress, 
Social Security Administration, 1976. 

~/ For a discussion of national health insurance costs, see 
A Comparison of the Costs of Major National Health 
Insurance Proposals, U.S. Department of Health, Educa
tion and Welfare, September 1976. 
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slowly introduce national health insurance. Among the 
plans that have been suggested for phasing in benefits are 
a catastrophic insurance plan, federalized medicaid, or a 
program for maternal and child health services (popularly 
known as kiddiecare). 

CONCLUSION 

In addition t.o options for phasing in national health 
insurance, the 95th Congress is likely to concentrate on 
cost control. The proportion of public and private expendi
tures now devoted to health is already great. And the 
impact of increased health spending on inflation is likely 
to make cost controls the key criterion in evaluating any 
national health insurance proposal. 

Control of health prices through insurance reimburse
ment is more difficult when there are mUltiple sources 
of funding. Purchasing power is now divided between public 
and private third-party reimbursement and consumer out-of
pocket spending. This reduces and fragments the leverage 
that can be exerted on provider charges. A single program 
covering the entire population could offer the greatest 
potential for controlling health costs. It could do this 
by establishing hospital budgets and professional fee 
schedules in advance. If that potential were not fully 
realized, however, a tax-financed public plan could be far 
more inflationary than the present mixed system. 
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CHAPTER 11 SOCIAL SECURITY 

THE ISSUES 

Last year, the social security system paid out about 
$76 billion in cash benefits to 33 million retired or 
disabled workers. and their dependents. 1/ To support this 
system, most wage and salary workers and the self-employed 
contribute through payroll taxes to two trust funds: old-age 
and survivors insurance (OASI) and disability insurance 
(DI). Contributors to the system count on social security 
benefits to be an important part of their incomes when 
they retire. The question has been raised, will those 
expectations continue to be fulfilled? 

Several recent government reports have presented a 
pessimistic financial outlook for social security. These 
reports cite funding deficits and detail the shaky status of 
the trust funds over the next decade. During the first half 
of the next century, the reports suggest sharp increases in 
payroll taxes will be needed to meet the payments called for 
under the current benefit structure. 

Of course~ there is no danger that the system will 
not continue to make payments to present and future retirees. 
For, unlike a private insurance program, social security 
benefits are supported by tax receipts. These can always be 
raised by the government. The real issues involve the 
method of taxation, the mechanics of funding, and the 
planning of long-term benefit and tax commitments. 

Social security benefits are funded essentially by 
the current flow of payroll taxes. The OASI and DI trust 
funds serve mainly as accounts into which earmarked taxes 
are deposited and from which benefits are paid. The re
serves held in the funds serve primarily to cushion tempo
rary excesses of outlays over revenues. 

1/ For a more detailed treatment of the issues covered 
here, see the forthcoming CBO Budget Issue Paper on the 
social security system. 
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Because social security is funded essentially on a 
pay-as-you-go basis, short-run problems can arise if changes 
in the economy or other factors cause tax receipts to fall 
behind benefit payments. The recession, which slowed the 
growth in wages and employment just after a period of 
substantial benefit increases, has caused social security 
revenues to grow more slowly than benefit payments for the 
past few years. An unexpected increase in the number of 
disability insurance (DI) recipients has led to greater 
outlays in that part of the program. As a result, it 
is not out of the question that, by the early 1980s, the 
combined OASI and DI trust fund reserves will be reduced to 
a level many observers would consider inadequate. The Dr 
trust fund is probably going to be depleted before then and 
therefore will demand early attention. 

A pay-as-you-go system can also have long-run problems, 
especially if the size of the retired population grows 
faster than that of the working population. In fact, such 
a demographic shift is expected to create a problem in about 
40 years. Another long-term problem -- but one that is 
more easily remedied -- arises from the method established 
by the 1972 Social Security Amendments to adjust the benefit 
structure automatically for inflation. Under this method, 
the extent to which benefits replace the preretirement 
earnings of retirees is determined capriciously by the rate 
of inflation and the growth in real wages. If the inflation 
and wage growth now projected for the future should occur, 
future benefits would grow explosively. This flaw is 
referred to as overindexing; and the benefit structure is 
classified as a coupled system because a single method is 
used to adjust the benefils of present retirees and future 
retirees for inflation. Proposals to remove this aspect of 
the benefit structure are called decoupling proposals. Jj 

DECISIONS BEFORE THE CONGRESS 

Because the schedules of benefits and taxes are statu
tory, changes in benefit and revenue policies must be 

1/ The term "decoupling" has been used to cover all proce
dures that eliminate overindexing, even those, such as 
the Hsiao proposal, that rely on a single method for 
adjusting for inflation. 
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enacted by the Congress. In the 95th Congress, issues 
related to both short- and long-run problems are likely to 
arise. 

The questions for the short run are whether additional 
revenues will be needed over the next decade. If so, 
how much? How soon? And how should they be raised? The 
answer to the last question involves the difficult issue of 
whether to give up exclusive reliance on earmarked payroll 
taxes and use general revenue financing as well. Underly
ing this issue is the philosophical rationale of the social 
security system. The program has always been influenced by 
two partially conflicting goals: to provide a mandatory 
retirement insurance program with benefits tied to past 
tax contributions, and to redistribute income, giving 
relatively larger amounts to those whose needs would not be 
met by a benefit that was strictly proportional to past 
contributions. Many Americans feel that preservation of the 
insurance elements of the program requires funding through a 
payroll tax. This does not, however, preclude borrowing from 
general revenues. 

As for the long-run problem, the specific issue likely 
to face the Congress is that of choosing a method for 
decoup1ing. Different methods have different implications 
for the growth of future benefits and· for the distribu
tion of benefits. Therefore, the choice of a method depends 
partly on the practical issues of how much of the gross 
national product we are willing to allocate to social 
security benefits in the future and how we want those 
resources allocated. 

Other issues may, of course, come up in the next 
few years concerning various aspects of the highly complex 
tax and benefit structure of-social security. For example, 
the issue of spouse benefits and the fairness of how one
earner and two-earner families are treated has begun to 
receive increasing attention. 

FINANCING ISSUES FOR THE SHORT TERM 

At present, OASDI benefits are funded from a tax of 9.9 
percent levied on the first $16,500 of wages (the maximum 
taxable earnings in 1977); these payments are shared equally 
by employer and employee. Self-employed people pay a tax 
of 7 percent. An additional tax of 1. 8 percent for wage 
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and salary workers (0.9 percent for the self-employed) goes 
for medicare hospital insurance. 

Over the past five years social security outlays 
have been growing at a faster rate than revenues; outlays 
actually exceeded revenues in fiscal years 1975 and 1976. 
As a result, the balances in the combined OASDI trust funds 
have fallen from an amount equal to one year's outlays in 
1970 to 57 percent of a year's outlays at the start of 
1976. 

The decline resulted, to a large extent, from the 
economic slowdown of the past few years. Since 1973, 
payroll tax receipts have grown more slowly than anticipated 
because of the slow growth in real wage rates (that is, 
wages adjusted for inflation) and because of the high 
unemployment since 1974. Outlays increased rapidly in 1972 
as a result of a 20 percent across-the-board. increase in 
benefits. Several legislated benefit increases raised 
outlays in the next three years. Since 1975, benefits have 
been tied, or indexed, to increases in the consumer price 
index, which have been very high. In addition, the number 
of beneficiaries increased somewhat more than expected as 
workers, faced with poor job opportunities and rising social 
security benefits, retired earlier than they might have had 
the economy been stronger. 

The number of disability insurance beneficiaries has 
continued to grow at a rapid rate. Although the recent 
growth in the DI program was partly caused by the depressed 
economy, economic factors do not appear to be responsible 
for all of the growth. Other factors, such as the liberal
ization of the definition of disability and the addition and 
increasing value of medicare benefits, are believed to be 
important. 

The Next Decade 

The short-run financial status of social security 
depends upon the future course of the economy, which cannot 
be predicted with any certainty beyond the next few years. 
If economic recovery is slow (that is, if unemployment does 
not fall to 5 percent until 1982 and then levels off), 
social security outlays would continue to exceed revenues 
and the OASI trust fund would decline from 55 percent of 
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a year's outlays in 1976 to 7 percent by 1985. 1/ A more 
optimistic forecast of the economy, one in which unemploy
ment falls to 4.5 percent in 1981 and then levels off, 
produces a smaller decline in the OASI balances -- to 32 
percent of outlays by 1985. The status of the DI trust fund 
is less equivocal. Outlays rise so much faster than reve
nues that the funds are depleted in 1979 under the more 
pessimistic economic assumptions and in 1980 under the 
optimistic assumptions. 

Options for the Short Run 

Some action must be taken to keep the DI trust fund 
from collapsing during the next few years and to stabilize 
the OASI trust fund within the next decade. One option, of 
course, is to increase payroll taxes. The Ford Administra
tion's budget for fiscal year 1978 proposed a three-step 
increase in the combined employer-employee OASDI tax rate, 
adding 0.2 percentage point in January 1978, another 0.6 
percentage point in 1979, and another 0.3 percentage point 
in 1980. The Administration estimated that these increases 
would result in combined OASDI trust funds equal to 40 
percent of outlays by 1982. 

A major objection to raising taxes in 1978 is that it 
would restrict economic growth at a time when unemployment 
is still likely to be high (that is, above six percent). 
In the short run a tax increase would put some upward 
pressure on the overall price level; after a period of time 
it could reduce the employment opportunities of 10w-wage 

1/ The projections of social security revenues and outlays 
are made using a statistical model developed by Lawrence 
Thompson and Paul Van de Water. Using this model and 
an extrapolation of the "central" five-year assumptions 
used by the social security trustees in their 1976 
report (unemployment plateaus at 5 percent instead of 4.6 
percent after 1981) leads to a depletion of the OASI 
funds in 1985. Under the same set of assumptions, the 
model used by the trustees projects depletion before 
1985. 
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earners. il Because the payroll tax falls most heavily on 
families with incomes from $8,000 to $25,000 a year, this 
solution is also considered to be relatively regressive. It 
should be noted that any increase in the payroll tax would 
be in addition to the 0.4 and 0.5 percent increases that are 
already scheduled for the hospital insurance component of 
the payroll tax in 1978 and 1981. 

One alternative to an immediate tax rate increase is to 
take temporary measures to ensure the payment of social 
security commitments that would permit the postponement of a 
ra te increase un til economic conditions improved (or allow 
time for the consideration of other options). More perma
nent alternatives to a payroll tax rate increase would 
include an increase in the taxable wage base, a shift to 
substantial general revenue funding or a shift of the 
hospital insurance tax to the OASI and DI programs. 11 

Postpone a Payroll Tax Rate Increase Until Economic 
Conditions Improve. One option would be to increase the 
percent of the total payroll tax going to the DI trust funds 
and at the same time reduce the percent going to the OASI 

!I The portion of the social security tax levied on employ
ers serves, in effect, as an increment to the minimum 
wage. When payroll taxes are increased, employers 
gradually shift at least part of the tax increase to 
workers in the form of lower wage increases. However II 
when workers are at the minimum wage, employers cannot 
require employees to absorb the tax in the for~ of 
lower wages, so the payroll tax increase would act as an 
increase in the minimum wage. Workers whose skills 
could not command the cost of employment (the minimum 
wage plus the payroll tax and the cost of any fringe 
benefits) would be likely to suffer a decline in employ
ment prospects. 

11 Of course, changes in the retirement or disability 
programs that resulted in a lower rate of growth of 
benefit payments would lessen the need for additional 
revenues. 
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funds. Such an expedient would avoid an increase in the 
total payroll tax during the present period of high unem
ployment. Shifting revenues from OASI to DI, of course, 
would accelerate the decline of the OASI trust fund 
balances. Depending upon the economic forecast, the com
bined OASDI trust funds would have reserves of from 14 to 28 
percent of a year's outlays at the start of 1982. 

Are these safe margins? When should taxes be raised? 
And by how much? The answers to these questions depend in 
part on the role expected of the trust funds. If social 
security is to be funded fully by the payroll tax, one 
criterion for determining the size of the trust fund re
serves is that they be large enough to withstand a serious 
recession without demanding a payroll tax hike during the 
period of high unemployment. One study concludes that, by 
this criterion, a reserve that represented 60 percent of a 
year's outlays at the onset of a severe recession would be 
sufficient. 2..1 However, payroll taxes would have to be 
raised once unemployment fell to acceptable levels if 
reserves were to be built up to the 60 percent level again. 

Smaller reserves could be maintained in the trust funds 
if loans from general revenues were routinely used to 
finance fund deficits that resulted from recessions. 

Increase the Taxable Earnings Base. Payroll tax 
revenues can also be increased by raising the maximum 
earnings subject to the tax. At present, the taxable 
maximum is $16,500, and this ceiling increases automatically 
each year at a pace that is related to the past rate of 
increase of average covered wages. However, because few 
workers are at high earnings levels, it would require 
a substantial increase in the ceiling to obtain the same 
amount of revenue that could be derived from a small tax 
rate increase. Indeed, it is estima"ted that removing the 
ceiling altogether would produce the equivalent of a 1.5 
percentage point increase in the OASDI tax rate. 

2..1 See The Social Security Trust Funds as Contingency 
Reserves by P.N. Van de Water and L.H. Thompson, Techni
cal Analysis Paper No.9, Office of Income Security 
Policy, Department of Health, Education and Welfare, July 
1976. 
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Although raising the ceiling is sometimes preferred to 
a tax rate increase because it is more progressive, this 
remedy has been criticized because it results in higher 
future program costs. Since benefits are based on taxable 
earnings, an increase in the earnings base would resul t in 
higher benefits in the future for high wage earners, thereby 
adding to the long-run costs of the system. 

General Revenue Funding on a Permanent Basis. The 
decision to use general revenue funding for social security 
as opposed to a continued reliance on the payroll tax 
depends on fundamental choices about the overall function of 
social security. Those who view social security simply as a 
transfer payment from current workers to current benefi
ciaries regard the payroll tax as part of the total tax 
system. Viewed in this way, many would consider the OASDI 
tax as undesirable since it tends to decrease the overall 
progressiveness of the tax system. Viewed as a transfer 
program it may also be difficult to justify earnings-related 
benefits and other aspects of the benefit structure. 

Those who view social security primarily as an in
surance system regard the payroll tax as a mandatory 
contribution towards an earned retirement benefit. Although 
the link between benefits and contributions is weak, many 
feel that the link is important to public support of the 
program; some would also make the link stronger. Another 
argument cited for funding through the payroll tax is that 
it leads to restraint since increases in benefits must 
usually be accompanied by increases in the earmarked payroll 
tax. 

I t has been sugges ted that the burden of the payroll 
tax on low-income families is better dealt with through 
direct tax relief rather than by revising the means of 
financing social security. In this regard the Earned Income 
Credit, passed by the Congress in 1975, has been viewed by 
some as an offset to the payroll tax since it provides 
relief from federal income tax payments (or direct cash 
payments) to low-income families with dependent children. 

Of course, the general revenues that could be used to 
support social security must come from some place -- from 
an increase in the federal deficit, an increase in income 
or other taxes, or a reduction in other government spending. 
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The extent to which general revenue funding res tricts 
economic expansion and is less regressive than a payroll 
tax increase depends upon how it is ultimately financed. 
For example, if the federal deficit were simply enlarged, 
general revenue funding would not restrict the economy. If 
general revenue funding of social security benefits ulti
mately resulted in a reduction in low-income housing assis
tance or compensatory education benefits, the outcome would 
be quite regressive. This is because the payroll tax falls 
most heavily on families with incomes from $8,000 to $25,000 
a year, and these housing and education benefits are concen
trated on families with incomes below $8,000. II 

Shift the Hosptial Insurance Tax to OASDI. Another 
proposal for funding that has been discussed is to shift all 
or a portion of the hospital insurance (HI) payroll tax to 
the OASDI programs on a permanent basis. It has been 
suggested, that since medicare benefits are based on hospital 
expenses incurred, and not on prior earnings, some of the 
arguments against using general revenue funding for OASDI do 
not apply for the HI program. However, medicare is now a 
$22 billion program and is growing rapidly. Future funding 
of medicare out of general revenues could, therefore, imply 
substantial increases in the federal income tax. 

LONG-RUN ISSUES 

The long-run financial situation of the social security 
system depends critically on a number of factors, including 
future fertility rates, rates of inflation, and the rates of 
growth of real wages (adjusted for inflation). If the 
current benefit structure is maintained and fertility rates 
stabilize at an average of 2.1 children per woman (that is, 

Jj Payroll taxes are a smaller burden on families below 
the $8,000 level because they have less income from 
earnings and proportiona tely more from nontaxable 
transfers. The tax remains fairly proportional in 
middle- or high-income ranges because the number of 
earners per family increases in this range. For ex
ample, a family with an income of $20,000 is less likely 
to have one earner at this level and is more likely to 
have two earners both below the taxable maximum. 
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the rate that would keep population at a stationary level), 
and prices (CPI) and real wages rise by 4 and 2 percent a 
year, respectively, social security expenditures would 
increase to 22 percent of taxable payroll by the year 2030. 
If tax receipts were set to match these, this would imply a 
tax burden more than double the current level of 9.9 per
cent. If the fertility rate stabilized at 1. 7, and prices 
(CPI) and real wages grew at 5 and 1.25 percent a year, 
respectively, benefits would amount to as much as 37 percent 
of taxable payroll by the year 2030. 

One factor underlying these sharp increases in benefits 
is a projected increase in the ratio of retired to working 
populations expected to start about 30 years from now. This 
increase is the result of the swing that has occurred in the 
birth rate -- from the prolonged baby boom that began after 
World War II and lasted to the mid-1960s to the very low 
birth rates of the 1970s. While the fertility rate may rise 
above its current low of roughly 1.8, it is not expected 
to rise much above the 2.1 level over the long term. 

Another factor, which accounts for about half of 
the increase in benefits as a percent of payroll in the 
long-range projections (assuming a 4 percent inflation 
rate), is the result of the aspect of the 1972 Social 
Security Amendments that produced the overindexing or 
overadjustment of benefits for inflation. 

Overindexing 

Under the current system, a retiree's benefit is 
determined through a procedure that applies a rate schedule 
to the average monthly earnings (AME) on which he paid 
payroll taxes during his working life. !! As of July 1976, 
the schedule provided a monthly benefit for a worker retir
ing at age 65 equal to 138 percent of the first $110 of 
AME, plus 50 percent of the next $290, plus 47 percent of 
the next $150, and so on through five additional brackets. 

!! For most workers the 20 highest years of earnings 
are averaged; the law provides that this period is 
to increase each year until a total of 35 years of 
earnings are included in the average. 

166 



Because this benefit formula replaces a smaller fraction of 
the AME as the AME rises, it results in a progressive 
benefit structure. 2/ 

The 1972 Social Security Amendments established an 
automatic adjustment of the benefit rate schedule for 
inflation. If the consumer price index (CPI) increases by 3 
percent or more since the last annual adjustment, the rates 
in the benefit schedule are raised by the percent increase 
in the CPI since the last adjustment. Thus, if the CPI were 
to rise by 10 percent next year, the schedule given above 
would provide 152 percent instead of 138 percent of the 
first $110 of AME, and so on [138 + (.10 x 138) =152]. 

For those who are already retired and therefore have 
fixed wage histories (AME), this adjustment mechanism keeps 
the real value of the social security benefit constant. 
However, for those who are still working, the provision 
results in the unintended over indexing of future benefits 
because their wages typically will increase by the rate of 
inflation plus a productivity factor of 1 or 2 percent. 
Thus, without the indexing of the rate schedule, the bene
fits of future retirees would rise because inflation pushes 
up the worker's wages. 10/ The au toma tic indexing of the 
ra te schedule then represents a second adj ustment for 
inflation. 

The effect of this overindexing is cumulative. The re
placement rate -- the ratio of a new retiree's benefit to 
his earnings in the year before retirement -- may increase 

Jj A recipient's benefit is adjusted upward by 50 percent 
if a dependent spouse is involved. A recipient's 
benefit is reduced if the wage earner retires before age 
65. 

10/ To ensure that wage increases are reflected in higher 
benefits, the maximum wage covered by social security is 
automatically increased by the rate of increase in 
average wages. 
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dramatically under conditions of persistent inflation. JJj 
In fact, with persistently high rates of inflation, some 
retirees could receive benefits that exceed their preretire
ment wages; that is, their replacement rates could exceed 
100 percent. 

Options for Decoupling 

Because of the serious fiscal consequences of the 
present overindexed system, there has been considerable 
interest in adopting a new procedure for adjQsting the 
benefits of existing and future retirees for inflation and 
for economic growth. Implicit in any such mechanism are 
value judgments about the distribution of resources between 
current and future generations of workers and retirees, and 
between those working and those retired at any point in 
time. Judgments regarding the amount of benefits received 
by different generations are commonly measured by the 
average replacement rate (the ratio of benefits to earnings 
in the year before retirement). Under the present system, 
the replacement rate fluctuates rather capriciously depend
ing upon the inflation rate and the rate of growth of real 
wages. Most would agree that, as the economy grows and the 
standard of living rises, the average real benefit of a 
retiree should also grow. Just how fast it grows deter
mines, in large part, the burden that will be placed on 
future taxpayers. 

There are many ways to correct this overindexing of the 
current system. The Social Security Benefit Indexing Act 
(H.R. 14430), proposed by the Ford Administration in 1976, 
represents one approach. The Hsiao proposal (H.R. 12334), 

11/ With low rates of inflation the overindexing provision 
can produce declining replacement rates. For example, 
if the rate of inflation averaged 0.5 percent a year, 
the replacement rate for a worker earning the median 
wage would actually decline from 43 percent in 1976 to 
30 percent by 2045. However, the very low rates of 
inflation that produce declining replacement rates are 
considered unlikely. Note that the replacement rate 
has been defined in other ways, for example, benefits 
as a percent of AMB. 
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named after the director of a panel established to advise 
the Congress on social security, represents another. Each 
provides a different answer to the question of how fast 
future benefits should grow relative to future average 
earnings. 

In general, the Ford Administration's proposal provides 
increases in the benefits of new retirees that keep pace 
with the increases in the standard of living of the working 
population and increases in the benefits of those already 
retired that keep pace with inflation. Because the number 
of retirees will be growing faster than the number of 
workers, this approach implies that an increasing share of 
future GNP will have to be devoted to social security. 

The Ford Administration's proposal uses an indexing 
technique that keeps the replacement rate roughly constant 
for workers at the same relative point in the earnings 
distribution. 12/ For example, the average worker retiring 
in the year 2050 would enjoy the same replacement rate as 
the average individual retiring in 1977 even though the 
former worker will be very much richer in real terms. 
For this reason this approach is sometimes described as one 
that maintains constant replacement rates. However, the 
terminology may be confusing, because although the proposal 
keeps the average replacement rate constant as the average 
worker grows richer, it does this by increasing the replace
ment rates of workers whose wages do not rise as rapidly as 
the average. 

A numerical example can clarify this approach. The 
average new beneficiary in 1976 had annual preretirement 
wages of about $8,600 and received a social security benefit 
of about $3,600. This retiree's replacement rate was there
fore 42 percent ($3,600 ~ $8,600). If real wages grew by 
2 percent a year, the average worker retiring in the year 
2050 would have a preretirement wage of $37,200 in terms of 
today's purchasing power. Because the Ford Administration's 
proposal would keep the average replacement rate constant, 

12/ The replacement rates would remain constant only in 
an oversimplified world in which a worker had earnings 
that placed him at the same relative point on the 
earnings distribution in every year of his life. 

169 



this average worker would receive an annual benefit of 
$16,400 (.44 x $37,200). ]2/ 

However, although the Ford Administration's proposal 
maintains constant replacement rates for workers at a 
particular point on the earnings scale, it implies a 
rising replacement rate for workers whose earnings grow 
less rapidly than the average. The new retiree whose 
preretirement wages had only kept pace with inflation 
(i.e., had real earnings in 2050 of only $8,600) would 
receive a benefit of $8,600 in terms of today's purchasing 
power. The replacement rate would be 100 percent. And this 
would mean the worker would not have to reduce his standard 
of living upon retirement as is now the case for retirees 
solely dependent upon social security. Of course, such 
a worker would be poorer relative to the average worker in 
2050 because economic growth would have raised the average 
worker's earning to $37,200 in real terms. 

By contrast the Hsiao proposal calls for the real 
benefits of the average worker to rise but not as rapidly as 
the standard of living of the working population. Under 
this approach the same real earnings would always result in 
the same real benefits; thus the worker retiring with real 
earnings of $8,600 in 2050, would get about what he gets 
today ($3,800 in constant dollars). However, the Hsiao 
proposal allows the progressiveness inherent in the current 
benefit formula to prevail over time. As the average real 
wage rises in the future, the average replacement rate would 
fall. The average worker retiring in the year 2050 would, 
of course, receive more in benefits than the average worker 
today, but only because his real life-time earnings would be 
higher. His annual benefit would rise to $8,600 and the 
implied replacement rate would be 23 percent ($8,600 f 
$37,200). 

13/ While the intention was to keep the average replacement 
rate constant, a technical problem with the method 
causes it to increase slightly. Note that after 1978 
the across-the-board increase in benefits that occurred 
in 1972 caused the average replacement rate to increase 
to 42 percent from 32 percent, which was the average for 
the prior decade. 
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Because it provides higher benefits than the Hsiao 
proposal, the Ford Administration's proposal would entail 
higher future expenditures. Under the assumptions of a 4 
percent rate of inflation, a 1. 75 percent growth in real 
wages, and a fertility rate of 1.9, the Ford Administra
tion's proposal would result in expenditures equal to 18.9 
percent of taxable payroll by the year 2030. This compares 
with 26.0 percent under the present benef it s truc ture and 
12.5 percent under the Hsiao proposal (the current level is 
10.8 percent). Thus, both the Ford Administration's ap
proach and a continuation of current policy mean that 
social security will be a much larger share of the nation's 
future resources than would be the case under the Hsiao 
approach. 

There are, of course, different philosophies underlying 
each proposal. Implicit in the Ford Administration's pro
posal is the view that the purchasing power of social 
security benefits should keep pace with the purchasing power 
of a worker's preretirement earnings. That is, in a relative 
sense, future generations will be as dependent for post
retirement support on the social security system as are 
current generations. 

The philosophy underlying the Hsiao proposal assumes 
that workers with a life-time history of high earnings will 
be relatively less dependent on social security benefits 
upon retirement because they are more likely to have private 
pensions and savings. As the average income of workers 
rises, pensions and other private savings are also likely to 
increase in relative importance, and therefore replacement 
ra tes can fall. Moreover, by keeping payroll taxes low, 
private savings would be encouraged. If society should 
desire to transfer more economic resources to the retired 
population, there would always be the option of raising 
the benefit levels later on. 

The Cost of Waiting 

Whatever approach is chosen, the decoupling procedure 
must be started soon if large future costs are to be 
avoided. While actions affecting replacement rates now will 
not affect total costs for many years, the costs of delay are 
substantial. It has been estimated, for example, that the 
cost of delaying decoupling from 1978 to 1988 under the Ford 
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Administration and Hsiao proposals could amount to 0.4 and 
1. 7 percent of taxable payroll, respectively, by the year 
2000. 

172 



CHAPTER 12 WELFARE REFORM 

THE ISSUES 

The growth, structure, equity, and effects of federally 
supported welfare programs have recently stirred consider
able debate, and not without cause. During the past decade, 
both the number of welfare recipients and program costs 
have risen tremendously, The Aid to Families with Dependent 
Children (AFDC) rolls, for example, have more than doubled, 
and that program's cost has gone up fivefold. 1/ 

The uncoordinated and overlapping programs for the poor 
have created an administrative maze for welfare workers and 
recipients alike. Federal and state (and sometimes local) 
governments split the responsibility for some programs. 
Different federal and state agencies are charged with 
running related programs. Benefits, regulations, and eligi
bility conditions vary from program to program, and from 
state to state as well. Much of the needy population -
often those in husband-and-wife families, single persons, 
childless couples, and the working poor -- are not covered 
by a federally supported cash assistance program. While the 
effects of the current welfare system are only partly known, 
the system seems to have certain undesirable features. Work 
incentives are undermined by the exclusion from eligibility 
of many people with jobs. Benefit levels that can exceed 
the earnings of people who work full time for low wages, and 
the large reductions in benefits that result from additional 
earned income also discourage working. Migration may be 
encouraged by the variation among state programs; marital 
instability may be fostered by the frequent exclusion of 
intact families. And, further aggrevating these problems, 
many of the programs' investigative procedures are demean
ing and tend to undermine self-esteem and self-sufficiency. 

1/ For a more detailed treatment of the issues covered 
here, see the forthcoming CBO Budget Issue Paper on 
welfare reform options and Poverty Status of Families 
under Alternative Definitions of Income, CBO Background 
Paper No. 17, January 13, 1977. 
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CONGRESSIONAL DECISIONS 

Most of the major welfare programs are permanently 
authorized, and therefore the Congress does not have to 
evaluate their merits in the course of a periodic reautho
rization procedure. Many are also entitlement programs, 
whose appropriation levels are generally not matters of 
Congressional debate but, rather, are determined simply by 
the numbers of persons receiving the benefits. Several 
reauthoriza tions will come up this year, however, and the 
Carter Administration plans to submit a welfare reform 
proposal by the end of 1977. 

In the past, the welfare proposals before the Congress 
have ranged from incremental reforms that would only slight
ly modify current programs to a comprehensive overhaul 
that would substitute a single new program for several 
existing ones. Somewhere in the middle of this spectrum are 
proposals that would build on the existing system, but only 
after making major modifications in some current programs. 

If passed by the Congress, some incremental reforms 
could affect the budget in fiscal year 1978. The more 
comprehensive types of changes, however, would take a number 
of years to plan and get underway. The full costs of such 
proposals would not be felt, therefore, until the early 
1980s. 

TqE CURRENT SYSTEM 

The welfare system is an inexact term that refers 
to those programs designed to improve the condition of 
lower-income persons. These programs are means-tested -
that is, eligibility is determined in part by a family's 
resources. While some welfare programs provide cash assis
tance, others, such as food stamps and medicaid, are in-kind 
programs that provide assistance in the form of goods and 
services. The maj or federally assisted welfare programs 
are: 

o The AFDC program provides cash assistance to 
low-income, female-headed families with dependent 
children and to families in which the father is 
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disabled. In roughly half the states, eligibility 
is also extended to some families with unemployed 
fathers. Within broad federal guidelines, eligibil
ity and benefit standards are set by the states, and 
the program costs are shared by federal, state, and 
in some cases, local governments. 

o The food stamp program (which is discussed in 
greater detail elsewhere in this report) provides 
needy households with monthly allocations of 
coupons redeemable for food. While its administra
tive costs are shared with the states, the federal 
government picks up the entire cost of the bonus 
stamps. 

o Supplemental Security Income (SSI) provides cash 
assistance to needy aged, blind, and disabled 
persons. While the basic SSI benefit is paid by the 
federal government, many states have supplemented 
the basic benefit with state funds. 

o Medicaid provides needy people with the means to 
obtain medical care. Within broad guidelines the 
states determine eligibility criteria and the 
services provided. Costs are shared by federal, 
state, and, in some cases, local governments. 

o Veterans' 
and aged 
survivors 
levels. 

pensions are provided to disabled 
war veterans and their dependents or 
if their incomes are below certain 

o Child nutrition programs provide food assistance to 
needy and non-needy children. 

o Housing assistance programs subsidize the rents 
and mortgage payments of low-income households. 

There are, of course, a number of other income-support 
programs -- such as social security, medicare, and unemploy
ment compensation -- which are not means-tested but that 
provide substant ial assistance to low-income persons. 

Together, the various types of income-support 
programs -- both the means-tested and the social insurance 
programs -- raise the level of resources of low-income fam
ilies markedly. In 1976, over one-quarter of all families 
had resources, exclusive of government assistance, below 
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the official poverty line. After adding in social insur
ance, cash assistance, and in-kind transfers (including 
medicare and medicaid), and after payment of taxes, only 6.9 
percent of all families had resources below the poverty 
line (see Table 32). 

TABLE 32. FAMILIES al BELOW THE POVERTY LEVEL UNDER ALTERNATIVE INCOME 
DEFINITIONS, FISCAL YEAR 1976 

Pre-TaxI Pre-TaxI Pre-TaxI 
Pre-TaxI Post-Social Post-Money Post-In-

Families Below Pre-Transfer Insurance Transfer Kind Trans-
Poverty Level Income Income Income fer Income 

---.--. 
I bl II 

Thousands 20,237 11,179 9,073 7,406 5,336 

Percent 25.5 14.1 11.4 9.3 6.7 

~I Unrelated individuals are included as one-person families. 

~I Excludes medicare and medicaid benefits. 

OBJECTIVES AND ISSUES IN WELFARE REFORM 

Post-TaxI 
Post-Total 
Transfer 
Income 

5,449 

6.9 

The general objective of a welfare reform system is the 
provision of adequate support f or those in need through a 
structure that promotes both fairness and efficiency and at 
the same time encourages individuals to work and ultimately 
remove themselves from welfare. Actual achievement of these 
goals, however, is slowed by the structure and administra
tion of welfare programs and by the amount of tax dollars 
governments are willing to make available. 

In any welfare system, these individual goals, by their 
very nature, are competing and must be weighed one against 
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the other in meeting the overall welfare obj ectives. 
In balancing these competing objectives, decision-makers 
deal implicitly and oftentimes explicitly with several major 
issues. For both program and system design, these issues 
include considerations such as the adequacy of benefits 
versus work-incentive structures, the population eligible 
for assistance, responsiveness, the number of programs, the 
form of assistance (i.e., cash or in-kind), and fiscal and 
administrative responsibility. 

The issue of adequacy versus work incentives stems in 
part from the tradeoff between these two goals within 
limited program costs. Given a limited budget, high benefit 
guarantees for those with no income can only be realized if 
benefits are reduced significantly for those with some 
income. If benefits are reduced substantially when a recip
ient earns money, the person has little incentive to 
work. On the other hand, lower benefit guarantees could 
provide more in the way of work incentives through a more 
gradual reduction of benefits for those with earned income. 
But a low guarantee might be considered inadequate for those 
with no income. 

Current welfare programs are generally limited to 
categories of the low-income population considered more 
deserving, such as dependent children, the aged, the blind, 
and the disabled. Not until the advent of the food stamp 
program was there a major program that guaranteed universal 
coverage for all segments of the low-income population. 

Fairness would require equal treatment of those in 
need, but persons interested in reform are divided in their 
support of programs that call for categorization of the 
low-income population rather than universal coverage. 
Proponents of categorization want to identify and assist 
those low-income families with heads who cannot or should 
not be expected to work. Fearful of its impact on work 
incentives, they are reluctant to provide direct cash 
assistance to families with able-bodied adults who are 
unemployed but capable of earning a living or who are 
employed in low-paying jobs. Proponents of universal 
coverage point to the needs of the working poor and to 
segments of the low-income population who may derive a 
higher income from the combined benefits of several welfare 
programs. They are concerned about the incentives in the 
current program structure that foster family splitting to 
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meet categorical eligibility requirements. Universal 
coverage would encourage family cohesion and provide for 
fairer treatment. 

Responsiveness to the individual needs of each low-in
come family is another issue in welfare system design. Any 
program that standardizes eligibility and benefits according 
to factors such as income, assets, and family size as 
measures of need falls short of this goal. A perfectly 
responsive system would require a case-by-case determination 
of family needs, but such a system could be costly and 
difficult to administer and inequities could result from 
caseworker discretion. 

The number of programs designed to meet special needs 
and to serve categories of the poor is also a reform issue. 
Some of the poor now receive direct cash assistance, as well 
as in-kind forms of support to meet particular consumption 
needs (I.e., food, health, and housing). The direct provi
sion of such goods and services is thought by some to be the 
most effective way to ensure that these basic consumption 
needs are met. As a result, in such a multiple program 
system, welfare families may receive benefits from several 
separately administered programs, each with its own set of 
obj ect ives . The negative incentives, inequities, and 
excessive administrative costs caused by a multiple program 
system have led some to favor a consolidation of several 
of these programs into a single cash payment. 

The form of assistance (cash or in-kind) relates 
directly to the issues associated with number of programs. 
If one objective of the transfer system is to meet the 
consumption needs of the poor, direct provision of those 
goods and services might be the best way to achieve this 
objective. Simply providing enough cash does not ensure 
that the poor spend it for basic needs. Furthermore, in 
recent years, society appears willing to support larger 
program outlays as long as there is Some assurance as to how 
the poor spend their dollars. 

Unfortunately, even with in-kind assistance, there is 
no guarantee that the consumption goals will be fully 
realized. Whether the in-kind transfer really increases 
consumption of a particular good or service or simply 
supplements income by releasing available cash resources for 
other purposes depends upon the type of in-kind transfer. 
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Some critics have even argued that programs such as food 
stamps are demeaning and inefficient and should be replaced 
with direct cash assistance. 

Finally, the fiscal and administrative responsibility 
for income support touches upon a range of issues. Some 
consider state and local governments to be better capable of 
evaluating the needs of their poor; yet many states are 
fiscally incapable of funding such large programs. Today, 
welfare programs represent a mixture of federal, state, and 
local roles, probably an inherently inefficient mix. 

Recently, there has been increasing pressure for 
federal fiscal relief for state and local governments. And 
the welfare of the poor has become a national concern. 
Fiscal relief, however, has implications for both the 
control over the expenditure of federal tax dollars and the 
appropriate roles for different levels of government. 
Welfare policy from a national perspective might require 
different structures than policies pursued at lower levels 
of government. Localized need determination may have to be 
sacrificed for a structure with uniform treatment of the 
poor throughout the nation. 

BUDGET OPTIONS 

In addition to continuation of the current policy, 
four alternative approaches are presented here to illustrate 
the range of proposals for reforming the welfare system. 
One of them involves incremental reforms of individual 
programs within the existing welfare complex. The other 
three are more thoroughgoing: first, concurrent reforms in a 
number of welfare programs, which constitute a comprehensive 
reform package; second, an alternative that substitutes a 
single comprehensive and restructured cash-benefit program 
for several of the current cash and in-kind programs; and, 
last, an approach that uses as a basis some existing welfare 
and nonwelfare income support programs to build a new, 
multitrack welfare system. 

Within each approach many program details, such as 
eligibility criteria and benefit levels, can be altered 
to vary coverage and costs. The costs of welfare programs 
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also depend on the state of the economy. Slow economic 
growth and high rates of unemployment push costs up. The 
costs also depend on how the poor respond to the program 
incentives. While a number of welfare experiments have 
been conducted, there is still a great deal of uncertainty 
about how the low-income population and private industry 
would react to a new system. 1/ 

Current Policy 

If the current welfare system were continued unchanged, 
the total benefit cost (federal, state, and local) of 
the seven basic programs would be $53.2 billion in fiscal 
year 1978 and $75.2 billion in 1982 (see Table 33). Without 
these programs 22.8 and 20.3 percent of all families 
would have resources below the official poverty level in 
1978 and 1982, respectively; with these transfers the 
fraction below this threshold would drop to 4.7 and 3.4 
percent, respectively. 1/ 

1/ For example, in regard to the negative income tax, Albert 
Rees and Harold W. Watts, ("An Overview of the Labor 
Supply Response" in Joseph A. Pechman and P. Michael 
Timpane, (editors), Work Incentives and Income Guaran
tees: Results from the Negative Income Tax Experiment 
[The Brookings Institution: Washington, D.C. 1975]) 
found a r:eduction in hours worked ranging from 8 to 16 
percent for white households, a slight reduction for 
black households, and a 2 to 6 percent reduction for 
Spanish-speaking households. These results were based 
on a low-payment guarantee with a 50 percent benefit 
reduction rate on earnings. 

1/ These estimates depend on the state of the economy, 
which was assumed to follow the recovery path prOjected 
by the CBO in July 1976, and upon the assumption that 
program standards will keep pace with inflation. Unless 
noted otherwise, the incidence of poverty is calculated 
on a post-tax, post-transfer (including medicare and 
medicaid) basis. 
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Incremental Changes to Current Programs 

Many people argue that, whatever the shortcomings 
of existing welfare programs, they can only be changed 
piece by piece. They therefore advocate various sorts of 
incremental changes. Such changes, however, could either 
reduce or increase costs. 

a/ Includes benefit payments but not the administrative costs for AFDC, food stamps, SSI, 
~ medicaid, veterans' pensions, and housing assistance. 

bl Does not include increased or decreased medicaid and food stamp costs associated 
- with this option. 

::=..1 Does not include approximately $1 billion in additional medicaid costs which result 
from growth in the AFDC population. 

Program Tightening. Several bills were introduced in 
the 94th Congress that would tighten and simplify program 
administration and restrict eligibility to target benefits 
more on the poor in both the AFDC and the food stamp pro
grams. Food stamp changes are discussed later in this 
report. The National Welfare Reform Act of 1975 (H.R. 5133, 
S. 1719), which was not reported out of committee in the 
last Congress, dealt specifically with AFDC reform. 

Among its maj or cost cutting features, the bill would 
limit eligibility by prohibiting AFDC for strikers and 
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for children over age 17, by limiting gross income eligibil
ity to 150 percent of family needs, by reducing and stan
dardizing work expense deductions, by tightening work 
requirements, by requiring non-needy persons in the house
hold to make contributions for the support of AFDC families 
with whom they are living, and by limiting program fraud and 
abuse. In fiscal year 1978 such a system could eliminate an 
estimated 730,000 families a year from the 4.5 million 
families on the welfare rolls, but only about 12 percent of 
these families would be in poverty without the AFDC benefit 
payment. However, since additional food stamps would 
partially fill this gap, some of these families would still 
be lifted out of poverty by the food stamp program. Over
all, this form of program tightening would reduce benefit 
costs in the AFDC program by $1.4 billion in fiscal year 
1978 and $1.8 billion in 1982. ~/ Such a measure would have 
a negligible impact on the incidence of poverty among 
families in both fiscal years 1978 and 1982. As a result of 
program interaction, medicaid costs would fall because of 
the reduction in AFDC eligibility but food stamp costs would 
rise to partially offset the loss of AFDC income. 

National Standards. Specific incremental reforms 
designed to increase benefits and program equity are possi
ble in the AFDC, medicaid, and food stamp programs. The 
food stamp alternatives are discussed elsewhere in this 
report. 

AFDC. Some observers have expressed a desire to 
federalize the AFDC program in a way similar to what was 
done in 1972 when the SSI program replaced the federal/state 
categorical programs for the aged, blind, and disabled (OAA, 
AB, and APTD). Such a reform would treat similar people 
in different states more equally and would provide some 
measure of fiscal relief to state and local governments. 

~/ The estimate does not include the feature that would 
require non-needy persons residing in AFDC families 
to make a contribution to the state welfare agency 
equal to the state's payment standard for a single 
person. 
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Federalizing the AFDC program would involve national stan
dards for many of the program characteristics that vary 
from state to state. such as benefit levels. the treatment 
of work expenses, incapacitated fathers, stepfathers. and 
unemployed fathers. 

If fed·eral minimums were set so the combination of 
the federal minimum plus food stamp bonus coupons equaled 
the poverty level, total AFDC benefit costs would be 
$7.2 billion over the current policy level in fiscal year 
1978. The federal share would rise by $12.2 billion and 
state costs fall by $5.9 billion. The additional costs are 
the product of both the liberalization of benefits in some 
states and the expansion of the eligible population -
primarily to more families with unemployed adults. Case
loads would increase by 1.2 million families annually and an 
additional 1.2 million of those with resources below the 
poverty line before receipt of this cash assistance would be 
moved out of poverty by the AFDC program. If states were 
required to supplement the federal minimum for persons 
currently receiving welfare so that such cases did not 
experience reduced benefits, fiscal relief would be 
given to those states in which the current federal contri
bution per case is below the federal guarantee of the new 
program. State benefit costs in fiscal year 1978 could 
drop by roughly $4.9 billion. Food stamp costs would fall 
but medicaid costs would rise. 

Medicaid. Federalization of medicaid -- that is, 
eliminating the existing interstate variations in benefits 
and eligibility and providing full federal financing -- is 
one possible way of better meeting the medical needs of the 
low-income population. il A plan similar in some features 
to the medical assistance portion of one national health 
insurance proposal (S. 2470) would provide a limited, but 
uniform, array of medical services, with some patient 
cost-sharing, and eligibility based on income and medical 
expenditures. Medical services covered under such a program 
would include institutional, physician, and home health 
services; preventive care; and mental health services. 
Patient cost-sharing would be at a rate of $3 per visit per 
family for the first 10 outpatient physician visits each 
year. The income eligibility level net of health costs 

il See Chapter 10, Health, for further discussion. 
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would be set at roughly the poverty line; some families with 
incomes above the poverty level would qualify for assistance 
by virtue of their health expenditures. 

If this reform option were implemented in fiscal year 
1978, total medicaid benefit costs would increase by $6.9 
billion over the current policy level. As a result of full 
federalization, federal benefit costs would rise by $16.1 
billion. This growth reflects both an expansion in e1igi
bi1i ty to population categories, such as single persons, 
childless couples. and intact families with able-bodied 
family heads between the ages of 18 and 64, and the provi
sion of a uniformly generous package of medical services. 
With states and localities now paying, on the average, 4S 
percent of program benefit costs, federalization would 
imply $9.2 billion in fiscal relief for such governments. 

Comprehensive Restructuring 

The illustrative comprehensive reform packages de
scribed below range from simultaneous incremental reforms 
in several different programs to comprehensive cash assis
tance (akin to a negative income tax) and other approaches 
that separate the needy population into emp10yables and 
unemployables and which significantly alter the structures 
of current programs.!1 In this latter strategy, public and 
private job creation may, in some cases, be an important 
element in the reform. Job programs, of course, affect the 
cost and impact of all welfare proposals and can be inte
grated with welfare programs in a variety of ways. II 

!I The term employable is used in this section to mean 
persons who are regarded to be capable of working 
outside of the home. 

II An approach not examined here is that which ties 
benefits to work effort. Benefits are linked to either 
hourly wages or earnings under this approach in an 
attempt to help the working poor. The existing earned
income tax credit is an example of a work-conditioned 
program. 
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Incremental Reform Package. One option is simultaneous 
incremental reforms in several existing programs. A c.ombi
nation of national standards in AFDC with a uniform minimum 
benefit, a simplified food stamp program similar to that 
described in the chapter that deals with food stamp options, 
and a continuation of the current medicaid program would 
resu1 t in benefit costs for these programs rising by $5.4 
billion over the current policy levels in fiscal year 1978. 
When compared with the current policy level, an additional 
198,000 families would be raised above the poverty line 
by such an incremental reform package. 

Comprehensive Cash Assistance. The replacement of 
several or all cash and in-kind transfer programs with a 
single cash benefit is another way of reforming the welfare 
system. Such a consolidation would simplify program admin
istration and reduce costs by eliminating administrative 
duplication. Comprehensive cash assistance proposals of 
this sort are often referred to as negative income taxes 
(NIT) because they can be integrated with the existing tax 
system and administered by the Internal Revenue Service and 
because they tax away benefits as the recipient's other 
income increases. The basic elements of an NIT, which are 
also common to programs, such as food stamps, AFDC, and SSI, 
are: (1) a basic benefit guarantee for a family with no 
other income; (2) a formula for reducing the guarantee as 
other income rises (called a marginal tax or benefit 
reduction rate); and (3) a level of income at which the 
transfer payment is zero (the break-even level). Sophisti
cated variations in the program elements are possible. 
For example, the basic income guarantee can be modified 
according to the size and composition of the family; benefit 
reduction formulas can be varied, depending upon the 
type of pre-transfer income (e.g., social security versus 
earned income); and transfers can consist of cash or federal 
income tax credits and cash. 

As an approach to welfare reform the negative income 
tax provides benefits to all those with incomes below 
certain thresholds, regardless of other characteristics such 
as age, sex, or employability. Because some of those 
eligible for payments will be employable, but not working 
because they do not want to work, a key portion of the 
negative income tax is the creation of economic incentives 
to work. This is accomplished by ensuring that those 
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who work will get more money than those who do not by 
allowing the retention of a portion, but a decreasing 
portion, of welfare payments as family earnings increase. 

Advocates of the NIT approach have argued that it 
is more equitable than other approaches because it does not 
provide vastly different benefits to different categories of 
people with similar incomes, that it would improve social 
and economic incentives and rewards, that it could be easily 
administered by the IRS, and that it would give the needy 
more freedom to make their own budget decisions. 

There have been many NIT proposals over the past 
decade, including the Family Assistance Plan proposed by 
President Nixon in 1970. One of the most advanced of the 
current proposals is the Income Security for Americans (ISA) 
plan originally developed by the Joint Economic Committee 
(H.R. 14031, S. 3000). ~I 

ISA would replace the AFDC and food stamp programs 
with a system of tax credits for all families and cash 
allowances for the very poor, all under IRS administration. 
While the SSI program would be retained, it is assumed that 
medicaid would be replaced by some form of national health 
insurance. A version of ISA, which accounts for changes in 
tax laws since the development of the original ISA plan, 
would include the replacement of the current $750 personal 
exemption with a refundable tax credit of $225 per person. 
The existing $35 tax credit per exemption would be retained, 
but in a refundable form. Any person whose tax liability 
would not exhaust the tax credits would receive the differ
ence as a cash payment from the government. Taxpayers with 
positive tax liabilities would also have their taxes reduced 
by the credit if they faced less than a 30 percent marginal 
tax rate; iI for the rest, tax liabilities would increase. 

il Another comprehensive NIT proposal is the Income Supple
ment Program (ISP) developed by HEW in 1974. It is 
described in more detail in the forthcoming CBO Budget 
Issue Paper on welfare reform. 

il Because ($750 x .30) + $35 = $225 + $35. 
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In addition to the refundable tax credit, low-income 
families would receive an allowance for basic living 
expenses (ABLE), which would vary according to a family's 
size, income, and type. For a family of four with no 
other income, the combination of tax- credits (4 x [$225 
+ $35]) and ABLE ($3,400) would provide an income guarantee 
of $4,440 per year in fiscal year 1978. The various sources 
of non-ABLE income would partially offset the basic allow
ance according to benefit reduction formulas that would vary 
by income source. For a family of four with earned income 
only, the ABLE payment would go to zero when family earnings 
reached $6,800 and the family would face a positive tax 
liability at an income of $8,880. States would be required 
to supplement these payments for existing welfare recipients 
so that they did not lose ?enefits. 

ISA would have a net impact on the federal budget of 
$9.1 billion in fiscal year 1978 and $15.3 billion in 
1982, and a net budget cost of $8.4 billion in each of the 
two years. lQ/ While the ABLE payments would be $1.5 
billion less than levels needed to maintain current policy 
in the programs which ABLE would replace, the tax credits 
would reduce fiscal year 1978 revenues an estimated $9.9 
billion. Not all of the tax relief would go to the poor. 
In fiscal year 1978, $5.3 billion would go to families whose 
pre-tax/pre-we1fare incomes would be less than $5,000; $3.0 
billion would go to those with pre-tax/pre-we1fare incomes 
between $5,000 and $10,000; and the rest, $4.5 billion, 
would lower the tax burdens of those with pre-tax/pre-trans
fer incomes between $10,000 and $25,000. This distribution 
of tax relief was intended to offset partially the inflation 
induced increases in the tax liabilities of midd1e- and 
low-income families. The group with pre-tax/pre-welfare 
incomes in excess of $25,000 would have its tax liability 
increased by $3.0 billion. Under ISA the incidence of 
poverty among families would be reduced from 4.7 to 4. ° 
percent in 1978. 

Multitrack Approaches. A second major approach to 
comprehensive welfare reform is the multitrack approach, 
which responds to what many feel is the administrative and 

10/ Excludes any changes in administrative costs. 
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political oversimplification of negative income tax pro
posals. Typically, the multitrack approach attempts to 
build on existing programs, including the current welfare 
and unemployment compensation systems and perhaps the tax 
system. This approach categorizes people according to 
employability and applies different tracks to each group. 
Generally those who are categorized as nonemp1oyable are 
provided with relatively high benefits but face high bene
fit-reduction rates. Emp10yables are offered a relatively 
low benefit but face a lower benefit-reduction rate. 
This is meant to provide a strong work incentive; benefits 
in this track may also be work-conditioned (i.e., one must 
be willing to work or lose the benefits). Some recent 
plans of this type have stressed guaranteed jobs, the 
creation of public and private jobs, and an emphasis on 
training and employment of those who are employable. 

In its survey of alternative approaches to welfare 
reform the Joint Economic Committee published a categorical 
job guarantee (CJG) plan. An updated version of this 
plan would provide jobs for those who can work and are 
considered employable. It would give income support to 
those who cannot or are not expected to work. Every low-in
come family with at least one employable person would be 
guaranteed one full-time job; other families would not be 
eligible. Families of different sizes and types (e.g., 
single-parent, multiple-parent) would receive different wage 
guarantees for these jobs. A single parent could work 
half-time with only a 25 percent wage reduction; or a single 
parent with a child under six could stay at home and would 
still receive a relatively generous welfare payment. The 
federal government would guarantee a job by either creating 
public service employment or by finding jobs in the private 
sector with wages that matched the federal guarantee. 

The categorical job guarantee plan would eliminate AFDC 
for those who are considered employable, retain the current 
food stamp program, and replace medicaid with job-related 
health insurance for those who are employable. Compared 
with current programs, the cost of this proposal could be 
rather high. This is because the benefits are higher than 
they are in the programs that are replaced; benefits are 
extended to persons generally not eligible for some of the 
major welfare programs -- namely, low-income single persons, 
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childless couples t and intact families; for the families 
eligible for a job. benefits are not income-conditioned. 
The exact cost of a job guarantee program has not been 
estimated. 
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CHAPTER 13 FOOD STAMPS 

THE ISSUES 

During the early 1960s the inability of many low-income 
Americans to obtain a nutritionally adequate diet became 
an issue of national concern. The major response to this 
was the food stamp program which began in 1965 as a small, 
geographically limited experiment costing less than $100 
million. Over the following decade it has grown into a 
nationwide program serving more than 17 million persons at a 
cost of some $5.5 billion in fiscal year 1977. 11 

In recent years, critics have raised some tough ques
tions about the program. Taxpayers and officials alike 
complain about the soaring costs and numbers of beneficia
ries in the program. It is said to be hampered by irregu
larities, abuse, and mismanagement. Some are also critical 
because the program benefits a number of people with incomes 
above the poverty level. Further complaints are heard about 
the program's administrative complexity and its inadequate 
integration with other welfare programs. With the legisla
tive authority for the program expiring at the end of fiscal 
year 1977, the Congress has an opportunity to assess the 
existing program and to consider changing it. 

The food stamp options that face the Congress vftry 
greatly both in their purposes and effects. Proposals 
run the gamut from tightening the current program and 
focusing it even more sharply on food consumption to loos
ening the system and giving the recipients greater control 
over the use of the transf erred resources. In terms of 
cost, the.se approaches could significantly reduce or 
increase federal outlays. Because the food stamp program 
is a major element in the complex of programs that provides 

11 For a more detailed discussion of the issues covered 
here see The Food Program: Income or Food Supplementa
tion?, CBO Budget Issue Paper, January 1977. 
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assis tance to low-income Americans -- a complex that 
includes Aid to Families with Dependent Children (AFDC), 
Supplemental Security Income (SSI), medicaid, veterans 
pensions, social security, and more -- it should not 
be changed without consideration of how those changes 
mesh with existing or planned federal, state, and local 
efforts to assist low-income families. 

THE CURRENT PROGRAM 

The food stamp program subsidizes purchases of food 
by low-income households. Any eligible household -- after 
meeting an income test, an assets test, and a work require
ment -- can buy fixed amounts of food stamps from the 
government, stamps which can be used like money to buy 
food. The value of the stamps participants are required to 
purchase (the allotment) differs according to household 
size. The amount a household must pay for the stamps (the 
purchase requirement) depends upon the household's size and 
its income adjusted for a number of deductions. The diffe
rence between the allotment and the purchase requirement is 
the transfer of in-kind benefits, known as the bonus value 
of the stamps. The bonus value is paid by the federal 
government; the program's administrative costs are shared 
evenly by the federal and state -- and occasionally local -
governments that administer the program. 

The food stamp program has raised the food and nonfood 
consumption of low-income households, reduced the number 
of households whose total resources fall below the official 
poverty threshold, and evened out some of the regional 
variation in public assistance. 

In September 1975, the average food stamp household 
received $79 a month in bonus food stamps -- that is, $948 
a year. This represented an average transfer of about 25 
cents per person, per meal. While the food stamp program 
provides the wherewithal to raise food consumption, not all 
its benefits appear as increased food expenditures. Without 
the program, many current food stamp recipients would spend 
more on food than they are required to pay for their allot
ment of food stamps; thus the program frees income for 
other uses. For every $1 of bonus value received in 1973, an 
average of 43 cents was freed for nonfood purchases. 
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The program's value in improving nutrition, however, is 
not clear. Increased food expenditure and nutritional 
improvement are not synonymous; there is little evidence 
that relates the level of nutrition among low-income house
holds to the benefits from the food stamp program. 

What is clear, however, is that the main beneficiaries 
of the program are low-income households. In September 
1975, the average food stamp household had a gross cash 
income of about $298 ($3,576 a year) which was 23 percent 
of the average family income at that time. In September 
1975, 78 percent of the recipient households had incomes 
below the poverty threshold; roughly 86 percent of all of 
the benefits went to such households. Only 10 percent of 
the recipient households had incomes more than 25 percent 
above the poverty line; these households received less 
than 5 percent of the total benefits. But because of the 
complex system for determining income -- one that permits 
the deduction of a fraction of earnings, child-care costs, 
and medical bills -- some households with gross incomes of 
$10,000 or even $12,000 may be eligible. 

Even though the food stamp program is the only federal 
public welfare program that is generally available to 
the working poor, most of its benefits go to those house
holds that receive some other form of public assistance. In 
1975 more than 42 percent of the participating households 
received income from the AFDC program; 17 percent had 
incomes from the SSI program. Only 22 percent had any 
income from work. Some 57 percent of the food stamp bene
fits went to households receiving some other form of public 
assistance; only 19 percent went to the working poor. 

While the food stamp program was never designed specif
ically to lift participating households out of poverty, 
it can. If the food stamp bonus value is considered as in
come, one-quarter of the participating households now 
classified as poor would be lifted out of poverty by the 
program. 2:../ 

2:../ The bonus value of food stamps is not now counted 
as income in the government's calculations of the number 
of households with incomes below the poverty threshold. 
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By no means do all eligible households participate in 
the program. Only 55 percent -- 5.9 million of an estimated 
10.7 million eligible households -- participate. That 55 
percent, however, claims 63 percent of the total potential 
benefits because those participating tend to have lower 
incomes than nonparticipating eligibles. If all those 
eligible did participate, the cost of the program would rise 
from the current $5.5 billion to $8.7 billion. 

The food stamp program also helps narrow some of the 
regional disparities among state cash assistance benefits. 
This occurs because AFDC, general assistance, and SSI 
benefits are all counted as income in determining the amount 
a welfare household must pay for its food stamp allotment. 
While the differential in average monthly AFDC benefits 
between New England and the southern states is $165, the 
regional differential in AFDC plus food stamp benefits is 
$115. 

BUDGET OPTIONS 

The major options are: continue the existing program, 
make marginal changes that would simplify the program's 
administrative complexity, remove the nonpoor from eligibil
ity, and establish uniform benefit reduction rates. Other 
options are to shift the program's emphasis either more in 
the direction of food consumption or more toward income 
supplementation. Each of these broad approaches has a 
different budgetary impact, and each affects low-income 
people differently. 

Current Policy 

The current program will not, as some fear, result in a 
continuation of the rapid increase in costs and numbers of 
participants. Most of the events that caused past growth 
are unlikely to happen again. For example, in the 1969 to 
1971 period, administrative and legislative adjustments were 
made that lowered the purchase requirement, set uniform 
national income eligibility limits, and raised the basic 
allotment. These changes increased both the eligible pop
ulation and average benefits. In 1973, amendments were 
passed that mandated that the food stamp program be ex
tended nationwide and to the outlying U.S. territories; 
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jurisdiction that had maintained commodity distribution were 
required to replace that program with the food stamp pro
gram. The worldwide food inflation that started in 1972 
also greatly expanded the program. This has happened 
because both allotments and income eligibility standards 
are increased every six months in accordance with the 
increase in the price of certain foods. Finally, the 
recession of 1974-1975 left many people unemployed and 
lowered some family incomes, thus increasing the number of 
eligible households. 

The sensitivity of the food stamp program to legisla
tive and economic changes means that the recent trends are 
not inevitable. Over the past year, improvements in unem
ployment and the slowing of food~price inflation have 
lowered both program costs and participation. If there is a 
gradual recovery in the economy, an increase of food prices 
roughly parallel to the rate of food-price inflation of the 
late 1960s, and no major legislative changes, the food 
stamp program should cost the federal government roughly 
$5.4 billion in fiscal year 1978 and benefit an average of 
16.5 million people. This is a decrease of about $150 
million in cost and 1 million in participants from the 
fiscal year 1977 estimates ~ By 1982, continuation of the 
current program would imply costs of $5.9 billion and 15.0 
million participants (see Table 34). 

Of course, continuing the current program would do 
nothing to simplify the program's administration or to 
remove households with incomes above the poverty level. 
The current mix of food consumption and income supplemen
tation would remain unchanged. 

Incremental Reforms 

The Ford Administration proposal of February 1976, 
a bill passed by the Senate, and one reported by the House 
Agriculture Committee during the 94th Congress are examples 
of incremental reform. 31 These bills would have modified 
certain elements of the-rood stamp program: the definition 
of income, income eligibility, the types and amounts of 

11 S. 3136 and H.R. 13613. 
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TABLE 34. FEDERAL FOOD STAMP PROGRAM BUDGET OPTIONS 
ESTIMATED COSTS AND PARTICIPANTS, FISCAL YEARS 

Budget Costs Participants 
(Billions of (Millions of 
Do11ars2 Personsl 

Option 1978 1982 1978 1982 

Current Policy 5.4 5.9 16.5 15.0 

Incremental Reforms 

Ford Administration 
Regulations 4.9 5.7 13.5 12.0 

Senate-passed Bill 
(S. 3136) 6.0 6.5 15.5 14.0 

House Agriculture 
Committee-reported 
Bill (H.R. 13613) 5.3 6.0 15.9 14.8 

Food Consumption 
Emphasis 

Buckley-Michel 
(S. 1993) 4.6 5.1 12.3 10.8 

Income Support 
Emphasis 

Elimination Purchase 
Requirement 
Dole-McGovern 
(S. 2451) 6.5 7.7 18.2 18.0 

Complete Cash-out 7.6 8.6 27.0 24.5 
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deductions, and the purchase requirements. All these 
proposals would replace the current system of itemized 
deductions with a standard deduction. The monthly standard 
deduction proposed -- $100 in the Senate bill and in Presi
dent Ford's proposal -- was higher than the average deduc
tion claimed by participating households. This change 
would concentrate more of the benefits on the poorest 
households, which now have few deductions; it would also 
simplify the program's administration. 

Another incremental reform would set the food stamp 
purchase requirement at a fixed percent of household income 
(after deductions). That portion of income needed to 
purchase food stamps now varies by household size and 
income level. A third element common to many of the incre
mental reform proposals is an income eligibility standard 
that would exclude those above the poverty level. The 
bills passed by the Senate and reported by the House Commit
tee would also have removed students and workers on strike 
from eligibility. 

The particular impacts of the bill passed by the 
Senate and the one reported by the House Agriculture Commit
tee are detailed in Table 35 at the end of this chapter. 
Together they would have increased the program's ability 
to reduce poverty, redistributed food stamp benefits from 
the northeastern part of the country to the southern and 
midwestern states, and excluded a million recipients whose 
incomes (other than food stamps) exceeded the poverty 
threshold. While the Senate-passed bill would have increased 
federal costs by about $600 million both in fiscal year 1978 
and fiscal year 1982, the bill approved by the House Agri
culture Committee would have slightly reduced federal 
outlays in the short run but would have caused additional 
federal outlays of about $100 million by fiscal year 1982. 
The House bill also would have increased state costs by 
about $100 million. 

The Ford Administration's proposal contained similar 
changes: it would reduce federal cost by approximately 
$500 million in fiscal year 1978 and $800 million in 
fiscal year 1982. Its major cost reduction would come 
from a change in the accounting period over which income 
is measured. The system now estimates a household's expect
ed income for the next month; under the Ford Administra
tion's proposal, the income received during the past three 
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months would be counted. This change would exclude 3 
million of the 17 million recipients. It would concentrate 
benefits on longer-term needy households and reduce the 
program's response to the food needs of families that 
suddenly find their incomes lowered. It would also probably 
increase the program's administrative complexity. 

Food Consumption Emphasis 

The two basic methods of bringing about more food 
consumption by households under the food stamp program 
are: 

o First, limit participation to households below 
the poverty line. 

o Second, increase the purchase requirement to a 
level that is more nearly equivalent to the house
hold's expenditures on food in the absence of the 
program. 

One such proposal (S. 1993) would have increased the 
purchase requirement from the current level of roughly 
19 percent of gross income to about 30 percent. This 
proposal also would have included in the definition of 
a household's income such other benefits as special assis
tance payments in the school lunch and child nutrition 
programs, benefits received in the special supplemental food 
program for Women, Infants and Children (WIC), and benefits 
from the program for feeding the elderly. Proposals of this 
sort would reduce federal costs considerably, largely 
because they would significantly reduce the number of 
participating households (see Table 34). 

Income Support Emphasis 

The program could be shifted more in the direction of 
income support by removing the requirement that households 
purchase food stamps. If this were done, eligible households 
would receive only their bonus value in food stamps. This 
would reduce the amount of stamps in circulation by approxi
mately 40 percent. Some minor savings would result because 
fewer stamps would have to be printed, handled, or stored. 
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While such proposals would shif t the program's empha
sis, their effects would not be uniform across all house
holds. The program would still push food consumption 
onto those households qualifying for the largest bonuses; 
households with small bonuses would have greater choices 
in their consumption. 

If the purchase requirement were removed, one of the 
impediments to participation would also disappear. And 2 to 
3 million eligible nonparticipants might then join the 
program: that is an increase of between 10 and 20 percent 
over present levels. Of course, increased participation 
would be accompanied by increased costs. 

Senate Bill 2451, introduced in the 94th Congress, 
would have created a program without a purchase requirement. 
This proposal would have increased program cos ts by $1.1 
billion in fiscal year 1978 and $1.8 billion in fiscal 
year 1982. Compared with the existing program, more bene
fits would have been concentrated. on smaller households 
and those with elderly members. 

The income supplementation emphasis could be made 
complete by cashing-out food stamps -- that is, by replacing 
the bonus food stamps with an equivalent amount of cash. 
The House Agriculture Committee bill included a cash-out 
of bonus stamps for certain elderly, blind, and disabled 
persons. Although the cash-out proposal is not normally 
regarded as a food stamp option, it should be considered in 
the broader discussion of comprehensive welfare restructur
ing proposals. This option represents one extreme on a 
continuum from an in-kind welfare program designed to 
increase the consumption of nutritious food to an unre
stricted cash assistance program that provides maximum 
recipient choice about how the transfer is spent. 

Households receiving cash, as opposed to stamps, 
would use a portion of it to buy food. The limited evidence 
does not suggest that households receiving cash have any 
better or worse diets than those receiving food stamps. 
If recipients value food stamps at less than their bonus 
value -- which is the actual cost of these transfers to 
the government -- the benefits in an all-cash system could 
be less than those of the stamp system, and the recipients 
would still consider themselves better off. If the food 
stamp program were cashed-out, administrative problems 
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TABLE 35. POLICY CnTERlA FOR EVALUATING MAJOR FOOD STAMP PROGRAM ALTERNATIVES 

Legislative Alternatives 
and Estimated Federal Average Benefits 
Budget Costs 

1. 1978: a/ $5.4 
billion 

1982: $5.9 
billion 

2. Program Refinements 
S. 3136, Senate 
passed Reform Act 
April 8, 1976, 
94th Congress, 2nd 
session 
1978: $6.0 billion 
1982: $6.5 billion 

3. Program Ref inements 
H.R. 13613, House 
Committee on Agri
culture, September 
1, 1976. 94th 
Congress, 2nd 
session 
1978: $5.3 billion 
1982: $6.0 billion 

a/ Fiscal years. 

Basic guarantee set at 
level based on consump-
tion pattern of low-income 
households in 1965-1966, 
meeting the Reconnnended 
Dietary Allowance for a four-

household consisting 
a couple aged 20-54, with 

two children aged 6-8 and 
9-11. Guarantee adjusted 
st!ll1i-annually based on food 

changes. Guarantees 
of four, rega.rdless 

of sex-age com.posltioD 7 with 
zero income following bene
fits: 

Meal/Person 

1978 
$172 

1982 
$207 

$2,480 
$57 

Maintains current guarantee 
levels, but increases aver
age transfer to eligible 
current recipients 
approximately 19%. 

Maintains current guarantee 
levels" bu t increases 
average transfer to 
eligible current recip
ients by 19%. 

Food/Income Tradeoff Distribution 
of Benefits 

Estimated that on the Estimated 50% of eligible 
average approximately population in any given 
$.57 of $1 federal trans- month participate. Par-
fer spent on food. ticipstion highest among 
Average food stamp lowest income groups" 
household increased food and households receiving 
expenditures $40.00 per other public assistance 
month (1973), over what benefits. Approx. 87% 
normally would have been benefits distributed to 
spent. No evidence of 78% of participating 
improved nutritional households below pov-
standards through par- erty; 22% of benefits 
ticipation .. Current to working poor house-
proportion of total holds. Estimated 26% 
income spent on stamps" participating poor 
estimated 19.4%. households removed from 

poverty. 

Relative to current pro
gram reduces slightly 
proportion of income 
required to purchase 
stamps to 16.3%. Re
sults in decline in 
food consmnption per 
$1 federal transfer. 

Maintains approximately 
current program foo,d 
consumption impact" 
reduces direct food 
consumption impact for 
elderly, blind, and 
disabled. 

Maintains high gross 
income eligibility 
standards. Redis trib
utes benefi ts away 
from larger size 
households to 
smaller more elderly; 
increases benefits to 
working poor. Estimated 
36% poor households re
moved f rom poverty. 

Increased participa
tion among elderly, 
blind, and disabled; 
91% of benefits go to 
persons below poverty. 
Redistributes benefits 
away from smaller size 
households to larger 
size, reduces benefits 
to working poor. 
Estimated 25% poor 
households rem.oved 
f rom poverty. 

Work Incentives Adminis tra tive 
Simplicity 

Low tax ra te on earnings 
(approx. 30%), and low 
basic guarantee~ re-
sults in good work in
centive by itself. In 
conjunction with other 
programs~ however, poten
tial work incentives prob
lems. Estimated that 

Administratively com
plex, involves coor
dination of over 3,000 
welfare certification 
offices; issuance of 
authorization to pur
chase (ATP) cards by 
over 14,250 government 

37% of households re-
eei ving AFDC income face 
marginal tax of 
75%. Food stamp 
notch $288 family of 
four at net break-even 
income. 

Standard deduction lowers 
implicit tax ratet increases 
work incentive.. Provides 
special deduction for taxes 
and special deduction for 
households with earned in
come, increased expenditures 
for work registration. Food 
stamp benefit notch $618 for 
family of four at break-even 
net income .. 

Relative to current program 
no significant change in 
work incentives.. Provides 
low implicit tax rate, 
allowance for taxes, plus 
$30 for earned income, 
child care deductions. 
Food stamp benefit notch 
$480 at break-even net 
income. 

post offices, 
banks; acceptance 

of coupons by 270,000 
retail and wholesale 
outlets; redemption by 
banks" Federal Reserve 
and special account in 
Treasury~ Complexities 
of deductible and asset 
determination result in 
overissuance and under
issuance of proper 
benefits. 

Simplifies eligibility 
determination througb 
standardizing deduc tions, 
uniform purchase require
ment. Maintains current 
administrative and 
distribution system. 

Increases administrative 
complexities, requires 
eligibility determination 
for blind and disabled, 
requires increased 
agency coordination. 
Continues determina tlon 
verification mandatory 
deductions" child care 
expenditures. 
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TAlILE 35. ( con tinued ) 

Legislative Alternatives 
and Estimated Budget 
Costs 

Average :Benefits Food/lnco,,", Tradeoff 

4 _ Program Refinements 
Administration 
regulations en
joined June 18. 1976. 
1978: $4.9 billion 
1982: $5.7 bill10n 

5. Nutrition Specific 
S. 1993, Buckley 
M.R. 8145, Michel 
as introduced in 
94th Congress 
1978: $4.9 billion 
1982: $5.7 billion 

6. Elimination
Purchase 
Requirement 

7. 

S. 2451, Dole
McGovern, H .. R. 
10467, Heinz 
M.R. 10441, Hall 
as introduced in 
94th Congress 
1978: $6.5 billion 
1982: $7.7 billion 

Cash-Out Food 
Stamp 
1978: $7.6 billion 
1982: $8.6 billion 

Maintains current 
guarantee levels, in
creases average transfer 
to households remaining 
eligible after 90 day 
retrospective accounting 
period by approx. n. 

Increases basic benefits 
to low-cost food plan~ 
approx. 30% higher than 
current program.. Stan
dard family of four re
mained unchanged for 
pricing higher food. 
Average transfer to 
eligible current recip
ients increases approx
linately 24%. 

Maintains current 
guarantee levels t i~ 

creases average trans
fer to eligible, 
current recipients by 
approx. 15%. 

Maintains approximate 
current program food 
consumption impact,. 
approx. 20% of gross 
income. would be used 
to purchase. stamps. 

Increases proportion 
of transfer dollars 
spent on food by 
participants. 
Approximately 30% 
of gross cash income 
Toloul d be used to 
purchase stamps. 

Reduces proportion of 
transfer dollar spent 
on food; reduces im
plicit purchase re
quirement to In of 
gross income~ Increases 
food expenditures for 
needy households not 
participating because 
of purchase requirement. 

Assumes current program 
guarantee level, and 
current accounting 
system. Provides 
opportuni ty f or house
holds to secure 
adequate diet; does 

Increases food ex
penditures per $1 
transfer reduced to 
20-30 cents. Marginal 
propensi ty to consume 
from cash less than 
from coupons. 

not guarantee adequate 
diet. 

Distribution of 
Benefits 

Reduces potential pa rtic
ipation of working house
holds, due to 90 day 
accounting system. Re
directs benefits to 
elderly and smaller 
households. Estimated 
29% of participating 
poor households re-
moved f rdm poverty .. 

Concentra tes 98% of ben
efits to households be
low poverty, increases 
proportion of benef its 
going to elderly house
holds and public assis
tance households" reduces 
benefi ts going to working 
poor households. 

Increases participation 
primarily among higher 
income groups~ Expands 
eligible population. 
For current recipients 
redistributes benefits 
to lower income, smaller 
more elderly households. 

Increases participation, 
in higher income groups .. 
Redistribution of total 
benefits shifts toward 
higher income groups. 

Work lucenti yes 

Standard deduction results 
in low implicit tax rate .. 
No reduction for taxes 
or work expenditures. 

Decreases work incentives 
through non-allowance of 
work related expenditures, 
higher average tax rate 
minor impact on work in
centive. Food Stamp bene
fit notch approximately 
$940 per family of four 
at net break-even income. 

Maintains current work 
incentives, eliminates 
benefit notch, allowing 
normal phase-out and 
special deductions for 
work related expendi
tures .. 

Assuming 30% marginal 
tax rate, current 
deduction for work
related expenditures, 
relative to current 
program 00 change in 
work incentives. 

Administrative 
Simplicity 

Simplifies adminis
tration, through 
fixed deduction 
levels and flat 
purchase require
ment; complicates 
administration 
with 90 day account
ing systet:! and 
monthly reporting 
system. 

Simplifies adminis
tration through 
elimination of de
ductibles. Compli
cates administra
tion through revised 
asset tes ts and 
monthly reporting 
system. 

Simplifies pro-
gram adminis tra
tion,. reduces 
approximately 40% 
coupons in circula
tion. Simplifies 
administration 
through uniform 
deduction and bene
fit reduction rates. 

Simplifies program 
administration; re
duces issuance~ pur
chasing and redemp
tion process; pro
vides for easier
program integration. 



would be reduced because the program could be consolidated 
with other cash assistance programs. 

If the basic guarantee and benefits remained the same 
under a cashed-out system, and if the current accounting 
system remained unchanged, the cost of the new system would 
exceed that of the current program by $2.2 billion in fiscal 
year 1978 and by $2.7 billion in 1982. The increased costs 
would be attributed to a nearly doubled rate of participa
tion; those who choose not to participate in the food stamp 
program may come forward for cash. But most of the new 
recipients would get lower average benefits than those 
already in the program. 
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