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INTRODU CTION 

This pamphlet summarizes 'available economic data on the economy 
~ assist the committee in its consideration of the ta,x reduction pro
pOb<a1 made by the administration. Part I summarizes the current 
economic situation; Part II summarizes the 1977-78 predictions of 
several econometric models of the economy; Part III outlines projec
tions of the Federal budget through 1981; and Part IV gives an 
indication of alternative views presented to the committee on the need 
for stimulus in 1977 and 1978. Other pamphlets describe the adminis
tration's tax reduction proposal and several alternative tax proposals. 
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I. THE CURRENT ECONOMIC SITUATION 

A. The EconoIDy. in . the 1970's Compared to the 1948-69 Record 
~he performance of the U.S. economy in the 1970's has not been 

?atlsiactory. Wnile the unemployment rate averaged 4.7 percent 
tn the period 1948-69~ it has averaged 6.2 percent in the 1970's and 
reached 9 percent in 1975. The pace of economic growth has also been 
disappointing. Over the period 1948-691 economic growth averaged 3.9 
percent per year, but in the 1970's it has averaged only 2.4 percent per 
year. Similarly, the rate of inflation has been higher in the 1970's than 
::>ver the period 1948-69: 2.3 percent per year between 1948 and 1969 
~,nd 6.5 pereent per year in the 1970'S.1 

The recession of 1973-75 has been especially severe. Real GNP (that 
is, the value of goods and services produced in the economy, adjusted 
for inflation) declined 1.7 percent in 1974 and 1.8 percent in 1975, the 
first such back-to-back decline in real GNP since the period immedi
ltely following 'World War II. Despite the slow growth rate. however, 
the rate of inflation was 10 percent in 1974 and 9.3 percent in 1975. 

The recovery from the recA3ssion began in the second quarter of 1975. 
Growth of output was especially rapid in the perlod between mid-197fi 
tnd the first quarter of 1976. However, there has been a distinct slow
lown in the growth rate of real GNP since that time: it has declined 
;0 4.5 percent in the second quarter of 1976, 3.9 percent in t~e third 
luarter, and 3 percent in the fourth quarter. Table 1 summaI'l;;les un
~mployment. GNP, and inflation data for the 1970'sll-s compared to 
1948-09. 

1 The price index lIsed is the consumer price index, an index of price trends for items 
lUrchased by urban workers. 

(1) 
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Table I.-Performance of U.S. Economy in the 1970's Compared 
To 1948-69 (percentage changes) 

1970 ______________ _ 
1971 ______________ _ 
1972_~-- __________ _ 
1973 ___ - __________ _ 
1974 ____ -- ________ _ 
1975 ______________ _ 
1976 ______________ _ 
1948-69 average ____ _ 
1970-76 average ____ _ 

Unemployment 
rate 1 

4'. (percent) 

4. 9 
5. 9 
5.6 
4. 9 
5. 6 
8.5 
7. 7 
4. 7 
6. 2 

Increase in 
real GNP 2 

(percent) 

-.3 
3. 0 
5. 7 
5. 5 

-1.7 
-1.8 

6.2 
3.9 
2.4 

1 Table B-29, Economic Report of the President, 1977. 
2 Table B-2, Economic Report of the President, 1977. 
3 Table B-48, Economic Report of the President, 1977. 

B. Employment and the Labor Market 

Increase in 
Consumer 

Price Index 3 

(percent) 

5.9 
4.3 
3.3 
6.2 

11. 0 
9. 1 
5. 8 
3.2 
6.5 

The unemployment rate fell below 5 percent in 19'73, but the reces
sion caused it to increase to 9 percent in 1975. Unemployment fell 
gradually to 8.3 percent in late 1975 and to 7.3 percent in May 1976. 
However1 it rose to 7.8 percent in December 1976. In January, the 
unemployment rate fell to 7.3 percent, due prima.rily to one-half 
million people no longer looking for work. Also, the January un
employment rate was measured before the cold weather set in. 

The persistence of unemployment rates in excess of 7 percent in 1976 
results from two opposing pressures in the lahor market. First, 
and most important, the lahor force (those at work or looking for 
work) has grown dramatically. In March 1975, when the recession was 
at its worst. the civilian labor force numbered 91.9 million. Bv De
cember 1976, the civilian labor force had grown by over 4 million 
persons to 96.0 million. Second, over this period, employment grew 
substantiallv. from 84.2 million to 88.4 million. Since the increase in 
employment was just barely larger than the increase in the labor force, 
the number of unemployed, and t.herefore the unemployment rate, has 
remained high. In December 1976, there were 7~5 million persons out 
of work, compared to 7.8 million persons in March 1975. Thus, while 
the economy gTew in 1976 and ~enerated substantial number~ of new 
jobs, the number of persons looking for work matched this gTowth, 
which kept the overall unemployment rate high. In order to reduce the 
unemployment rate in the years ahead, the rate of job creation, deter
mined largely by the pace of economic growth, must exceed the rate of 
growth of the labor force. . 
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Unemployment rates among teenagers, blacks and women have con
tinued at substantially higher levels .than for the rest of the labor 
force. Persons aged 16-19 have experienced unemployment rates in 
1976 in excess of 18 percent, while blacks have experienced unemploy
ment rates in exces~ of 12 percent. Moreover, experienced wage and 
salary workers averaged higher unemployment rates in the second half 
of calendar 1976 (7.5 percent) than in the first half of 1976 (7.2 per~ 
cent). Of related concern is the fact that the duration of unemployment 
lengthened in 1976. For example, in June 1976, 62 percent of the un
employed were unemployed for 5 or more weeks. By December, how
ever, 64 percent of the unemployed were unemployed 5 or more weeks. 
C. Capacity Utilization 

The slowdown in the economy in 1976 was highlighted by the decline 
in capacity utilization 1 in the latter part of 1976 compared to the first 
half of 1976. In 1975, capacity utilization, as measured by theFederal 
Reserve Board, was at 13.6 percent. By December ·1976, it had risen 
only to 80.5 percent, which is substantially below the 87.5-percent level 
reached in 1973. 

Table 2 presents utilization rates by industry as measured by the 
Department of Commerce. These data indicate that in September 1976 
there appeared to be excess capacity in all the major industries except 
petroleum and possible paper and machinery (other than electrical 
machinery). Moreover, capacity utilization fell in September as com
pared to the first half of 1976. 

1 The capacity utilization percentage describes the extent to which existing plant and 
equipment are being used by business to produce goods and services. 

R:1-fi2~ 0 - 77 ... - 2 



Table 2.-Manufacturers' Capacity Utilization Rates 

[Seasonally adjusted] 

" 

Utilization rates (percent) 

1975 

Industry and asset size March June Sept. Dec. March 

All manufacturers ________________________________ 75 75 79 79 82 
Asset size: 

$100,000,000 and over ____________________ 77 76 80 80 84 
$10,000,000 to $99,900,000 ________________ 73 75 77 76 78 
Under $10,000,000 _______________________ 70 72 73 74 76 

Durable goods 1 __________________________________ 

Asset size: 
74 73 78 77 81 

$100,000,000 and over ____________________ 77 75 80 78 84 
$10,000,000 to $99,900,000 ________________ 72 71 74 73 76 
Under $10,000,000 _______________________ 66 67 70 70 74 

Primary metals ______________________________ 79 69 74 69 78 
Electrical machinery _________________________ 73 71 73 75 78 
M ll.p.hinp.l'v_ p.yp.p.nt. p.lp.(\t.Mp.SI.l R4 R2 R4 R1 84 

1976 
~ 

June Sept. 

82 80 

85 82 
79 78 
75 75 
83 79 

86 81 
78 76 
72 n 
83 79 
81 80 
86 87 



Transportation equipment 2 __________________ _ 

Motor vehicles _________________________ _ 
Aircraft _______________________________ _ 

Stone, clay, and glass _______________________ _ 
Nondurable goods 3 _____________________________ _ 

Asset size: 
$100,000,000 and over ___________________ _ 
$10,000,000 to $99,900,000 _______________ _ 
Under $10,000,00o ______________________ _ 

Food including beverage _____________________ _ 
Textiles ___________________________________ _ 
Paper _____________________________________ _ 
Chemicals _________________________________ _ 
Petroleum _________________________________ _ 
Ftubber ____________________________________ _ 

Primary-processed goods 4 ________________________ _ 

Advanced-processed goods 5 ______________________ _ 

1 Also includes producers of lumber, furniture, fabrioated metals, 
instruments, and ordnance and miscellaneous manufactures. 

2 Also includes producers of other transportation equipment. 
3 Also includes producers of tobaoco, apparel, printing and 

publishing, and leather. 
4 Includes producers of lumber; stone, clay, and glass; primary 

metals; fabricated metals; textiles; paper; chemicals (at one-half 
weight); petroleum; and rubber. 

71 73 81 78 85 85 74 
73 80 93 87 9S 100 80 
68 64 65 64 66 65 64 
68 67 74 72 78 76 79 
76 78 80 81 82 81 82 

77 79 81 83 84 83 83 
75 78 80 79 81 81 80 
74 77 76 77 78 77 78 
77 79 77 76 77 76 79 
69 76 83 85 89 85 83 
74 76 81 85 89 88 85 
72 72 75 78 80 82 79 
87 87 91 91 94 96 90 
65 74 78 81 86 68 82 
75 73 78 78 83 83 82 

0-. 75 76 79 79 81 82 79 

5 Includes produoers of furniture, eleotrical machinery, machinery 
except electrical, motor vehicles, aircraft, other transportation 
equipment, instruments, ordnance and miscellaneous manufactures, 
food including beverage, tobacco, apparel, printing and publishing, 
chemicals (at one-half weight), and leather. 

Source: Survey of Current Business, Deoember 1976, p. 28. 



6 

D. Investment 
Spending for new plant and equipment continues to bea sluggish 

factor in the overall reoovery. of. the economy. In 1973, gross fixed 
investment (expenditures for. new housing: plant and equipment), 
~easured in 1972 dollars, was $190.7 billion. In 1974, gross fixed 
ll1vestment fell to $173.5 billion, a 9-percentdecline, and in 1975 it 
fell to $149.8 billion, a 21-percent decline from 1973 and a 14-percent 
necline from 1974. Fixed investment rose to $162.8 billion in 1976, 
an 8.7-percent increase over 1975; however, to date it is still helow 
the 1974 level. In the last quarter of 1976, investment in equipment 
actually declined. 

The weakness in gross fixed investment does not appear to 00 
attributable to the ina,vailability of funds, for corporate profits have 
continued to grow throughout 1976. The continued pause in invest
ment, in large part, must therefore be attributed to uncertainty a;bout 
the markets for the production of such new plant and equipment and 
continuing high interest rates. 

The weakness in new:plant and equipment expenditures is high
lighted by noting that at this point in previous recoveries, such in
vestment has averaged 5.3 percent above the previous peak. In this 
recovery, investment remains 11.8 percent below the previous peak. 

E. Money Markets 
"While there has been a general decline in short- and long-term 

interest rates since late 1974, long-term rates continue to be high, and 
short-term rates have increased sharply in .J anuary 1977. Triple A 
corporate bonds now yield more than above 8 percent, and the3-month 
Trea,sury bill rate is 4.6 percent, up from 4.3 in D,ecember. The per
sistence of historically high long-term rates not only adversely affects 
business investment, but also spending on consumer durables and 
housing. It has been customary for interest rates to decline in reces
sions and rise during recoveries; however, in the case of the 1974-75 
re'Cession, long-term interest rates never declined nearly as much as 
they had in previous rece..<;sions. The stickiness of these interest rates 
in the recession can be partlv attributed to the high rates of inflation 
which resulted from OPEC' oil price increases, unusually tight com
modity markets, and rapid growth in wage rates. Another factor 
appears to be expectations of tight money policies, such as occurred 
during the '''credit crunche:.<;" of 1966, 1969, 'and 1974. Continued high 
long-term intere;..<;t rates must be attributed to pessimism about the 
likely conrse of prices. Unles..<; 'investors believe that the' rate of in
flation will be permanently reduced, it is likely that long-term ra.te,") 
will remain in the 8 to 9 percent range. 

The money stock, broadly defined in terms of currency plus deposits 
C\L) \ increased somewhat more in 1976 than in the previous 2 years 
(11.3 percent in 1976, compared to 8.5 percent in 1975 and 7.2 percent 
in 1974). "When the Q'rowth in ~L is adiusted for price changes, it grew 
by 6.6 percent in 1976 'as oompared to growth of 1.4 percent in 1975 
and a decline of 4.3 percent in 1974. The decline in the monev stock, 
adirlstp.d for inflation, is indkative of the tight money policy that 
prevailed through much of 1974. Because changes in monetary 

1 Ml Is Cl1rrencv .nlus demlind deposits; M. Is Ml pIns deposits at cOrrimerclal batiks· 
other than large cn's; and Ms. is M, plus deposits at nonbank thrift Institutions; 
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policy can take up to 2 years to ripple through the economy, it is 
possible that the economy is still feeling the effects of tight monetary 
policy in 1974. Table 3 shows the growth rates of monetary aggregates 
for 1972-76, both adjusted and unadjusted, for inflation. 

Table 3.-Growth Rates of Monetary Aggregates, 1972-76 
(percent) 

Percentage increase 

Ml 1 M22 , Ma 3 

In Adjusted In Adjusted In Adjusted 
current for current for current for 

Year prices inflation prices inflation prices inflation 
(percent) (percent) (percent) (percent) (percent) (percent) 

1972 _________ 9.2 5.0 11.4 7.2 13.4 5.9 1973 _________ 6. 0 -1.5 8. 8 1.3 8. 8 1.3 
1974 _________ 4. 7 -6.8 7. 2 -4.3 6. 8 -4.7 
1975-,_-,-,-,,-,_-,_ 4. 1 -3.0 8. 5 1.4 11. 3 4.2 
1976 _______ -'_ 5.8 1.1 11. 3 6.6 13. 1 8.4 

1 Ml is currency plus demand deposits. 
2 M2 is Ml plus time deposits at commercial banks other than large CD's. 
3 Ma is M2 plus deposits at nonbank thrift institutions. 
Source: Federal Reserve Board. 

F. Wholesale and Retail Prices 
The irate at whi~h wholesale prices (the prices of basic commodities 

and raw materials) increase has declined steadily since 1974. Whole
sale prices increased 15.4 percent in 1973 and 20.9 percent in 1974; but 
the rate of increase fell to 4.2 percent in 1975 and was 4.7 percent in 
1976. The rate of increase of consumer prices has also declined since 
1974. Consllmer prices rose by 8.8 percent in 1973 and 12.'2 percent in 
1974; in 1975 they rose by 7 percent, and in 1976 they rose by 4.8 
percent.l 

'Dhere is some concern about whether these favorable trends in whole
sale and retail prices are sustainable throughout 1977 and 1978. The 
slowdown in consumer prices has been due in pad to unusually favor
able food prices. Within 1'976, food prices 'rOse by only 0.6 percent. 
It is unlikely, in view of water shortages in the West, gas shortages 
in the 'South and East, and the severe damage of cold weather on 
winter crops throughout the COlUltry, that food prices in 1977 (and 
therefore in part consumer prices) will continue to rise so slowly. 
Reduced supplies of these products, together with no changes in 
demand for them, will tend to raise prices . , 

1 These percentage changes in' prices are ba.'sed on December to December changes, The 
percentage changes referred to in section A for the period 1948-76 are based on annual 
averages. 



II. FORECASTS OF THE U.S. ECONOMY IN 1977 AND 1978 

A. General 
Predictions of the course of the economy can be made in several ways. 

One approach is to examine the past and create a mathematical model 
of the behavior of the major sectors of the economy with the use of 
statistical techniques. The .resulting equations that describe the past 
can be used to predict the future by making assumptions about the 
course of certain factors that are not predicted by the model but rather 
are taken as "givens." For example, to predict GNP in 1977, one must 
take as given the level and composition of Federal spending. Such 
models are termed "econometric models." 

While the use of these models of the economy is beComing increas
ingly widespread, the accuracy of their predictions depends in part 
on the accuracy of these "givens" which necessarily must be assumed. 
Also, their accuracy is fundamentally affected by the occurrence or 
nonoccurrence of unforeseen or unique events. For example, none of 
the forecasts made in November and December 1976 included assump
tions to account for the effects of the unusually cold winter which 
subsequently transpired. On the other hand, many forecasts earlier in 
1976 tried to take into account a likely substantial increase in the 
price of OPEC oil, which turned out to be more modest than most 
observers had expected. On balance, forecasts with econometric models 
of the economy have been as or more accurate than purely judgmental 
approaches to economic forecasting. 

B. Forecasts by Wharton EF A, Chase Econometrics and Data 
Resources Model of the U.S. Economy Without Stimulus 

Table 4 summarizes the forecasts of three econometric models con
structed by Wharton-Economic Forecasting Associates of Philadel
phia, Chase Econometrics, Inc. of Philadelphia, and Data Resources, 
Inc. of Lexington, Massachusetts. The predictions relate to the course 
of the economy in 1977 and 1978 without the introduction into the 
economy of any tax or spending stimulus in 1977 or 1978. 

(8) 



The forecasts are markedly pessimistic, with the Chase forecast the 
most pessimistic, Und.er the assumption of no stimulus, two of the 
three models project real growth rates below 6 percent by the end of 
the fourth quarter of 1977. The Data Resources model predicts a 
strong fourth quarter of 6.6 percent; however, the growth rate in the 
preceeding three quarters does not exceed 4: percent. By the third 
quarter of 1978, the end of Federal fiscal year 1978, real growth with
out any stimulus is predicted to be in the 4-percent range by Wharton 
and Data Resources, and only 1.4 percent by Chase. 

These forecasts have taken into account the severe winter weather. 
Such weather is likely to have several economic effects, most of which 
will be temporary. The curtailments of natural gas deliveries and 
resultant layoffs will reduce personal income in the first quarter of 
1977, which will reduce consumer spending; however, much of this 
lost income will probably be made up later in the year. The higher 
food prices resulting from the cold weather and drought will exert a 
depressing effect on the economy, but this may be longer lasting if 
these price increases generate compensatory wage increases by way 
of cost-of-living clauses in collective bargaining a,qreements. Finally, 
there is a concern that the energy problem may further reduce both 
consumer and business confidence and therebv reduce consumer and 
investment spending over a longer period of time. 
~nemployment rate projections are also pessimistic. All three models 

proJect the unemployment rate at or above 7 percent by the end of 
calendar 1977 in the absence of any tax and spending stimulus, and all 
three project an unemployment rate above 6.5 percent by the end of 
Federal fif>cal vear 1978. Again. the Chase forecast is the most pes..<;i
mistic of the three; its higher unemployment rate parallels its much 
slower rea] growth rate in 1978. 

The predicterl rate of inflation is expected to remain in the 5-6 per
cent range by Wharton and Data Resources and in the 4 to 7 percent 
range by Chase. The pattern of inflation rates is predicterl by Wharton 
and Data Resources to be a rise in the first half of 1977 and then a 
decline at the end of 1977, followed by an increase again in 1978. 

Finally, long-term bond yields are expected to remain high. Both 
Wharton and Data Resources expect long-term bond yields to be about 
8 percent through 1978. In 1978, Chase expects somewhat lower long
term rates, in line with their lower projected rate of inflation. 
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Table 4.-Forecasts of U.S. Economy in Absence of Stimulus 
Program: 1st Quarter 1977-3d Quarter 1978 

Predicted 
Actual ----------------year _____________ 
1976 

1977 1978 
------------------

Quarter ____________ IV I II III IV I II III 
-------------------------------
Percent growth rate in real 

GNP, annual percentage 
rates: 3.0 

Wharton-EFA 1 ___________ - - - -- 4.8 7.3 5. 7 5. 8 3.9 4. 1 3.5 
Chase 2 __________________ 

- - - -- 3.4 4. 5 2.3 2. 7 1.1 O. 9 1.4 
Data Resources 3 __________ 

- - - -- 3. 7 3.7 3. 1 6.6 7. 5 4. 6 4.6 
Unemployment rate, percent: 7.6 

Wharton-EFA 1 ___________ 8. 1 7. 8 7.6 7.5 7.4 7.4 7.3 
Chase 2 __________________ - - - -- 8.3 7.8 7.8 7.8 7. 7 8.0 8.3 
Data Resources 3 __________ - - - -- 7.8 7.5 7.5 7.3 7.1 6.9 6. 7 

Percent change in consumer 
price index at annual 
rates: 4.4 

Wharton-EFA 1 ___________ - -- -- 6. 7 6. 7 6.9 5.5 5.6 6.2 6. 7 
Chase 2 __________________ - - - -- 3.9 7. 0 6.9 7.5 4. 3 4. 5 4.4 
Data Resources 3 __________ - - - -- 8. 7 6. 1 5. 1 5.0 5.2 5. 1 4.9 

Yields on high quality corpo-
rate bonds, new issues, 
percent: 8.1 

Wharton-EFA 1 ___________ - -- -- 7. 9 8. 0 8.0 8. 1 8. 1 8. 1 8.2 
Chase 2 __________________ - -- -- 8. 1 8. 0 8. 1 8. 1 7. 7 7.6 7.4 
Data Resources 3 __________ - -- -- 8. 1 8. 3 8.3 8. 3 8.4 8. 1 8. 0 

1 Wharton Economic Forecasting Associates, Feb. 10, forecast. 
2 Chase Econometrics, Testimony of Michael Evans before Ways and Means 

Committee, Feb. 4, 1977, comparison tables 1 and 2. 
3 Data Resources, Inc. Quarterly Model of United States. Simulation per

formed by House Budget Committee staff for Joint Committee on Taxation. 
Predictions are at annual rates. 
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C. Forecasts of Economy With Stimulus 

The models used to predict the course of the economy without the 
stimulative package can also be used to predict the impact of the tax 
and spending proposals on the economy. Table 5 displays the impact 
in 1977 and 1978 of such proposals from the first quarter of 1977 to 
to the third quarter of 1978. 

In terms of the growth rate of the economy, adjusted for inflation, 
the effects of the tax cut would not be felt until the second quarter 
of 1977, when the refund would actually be paid. All three models 
predict a sizable increase in the rate of economic growth, adjusted 
for price changes, in the second quarter of 1977. Wharton predicts 
an increase in the growth rate in the second quarter of 3.6 percentage 
points (10.9 percent as compared to 7.3 percent). Data Resources 
predicts an increase of 4.7 percentage points, and Ohase predicts an 
increase of 2.1 percentage points. 

Because the stimulus package is dominated by a temporary tax 
reduction ($11.4 billion of the $15.5 billion is temporary), the impact 
of the package in the latter part of 1977 and 1978 is for real growth 
rates to be lower than they would have been had there been no 
stimulus. Put another way, the effect of the refund is only temporary, 
so that the initial increases in growth rates is offset by slower growth 
ratcs in subsequent quarters. Overall, however, real GNP is higher 
at the end of 1978 as a result of the stimulus. 

The pattern of unemployment rates which result from the stimulus 
package is more lasting in impact. All three models predict sizable 
and continuing reductions in the rate of unemployment through 1978. 
By the third quarter of 1978, Wharton predicts an unemployment rate 
which is 0.8 percent lower than were there no stimulus. Data Resources 
predicts a reduction in the rate of unemployment of 0.7 percent by 
the third quarter of 1978, and Ohase predicts a reduction of 0.4 
percent. 

The more rapid economic growth is predicted to raise the rate at 
which the price level rises. The effect varies among the models from 
an 0.2 to 0.4 percentage points increase in the rate at which consumer 
prices increase. Wharton is somewhat more pessimistic about prices 
because it predicts a much stronger overall growth and empl9yment 
impact of the stimulus than do the other two models. 

Finally, long-term bond rates are expected to increase from 0.1 
to 0.2 percentage points as a result of the stimulus. 



12 

Table 5.-Predicted Eft'eet of Administration's Stimulus Package: 
Changes in Selected Economic Variables, 1977-78 

Year ______________ _ 1977 1978 
1------------------

__ Quarter_::.::.::.::.=::.::.=-~::.::. __ I _1-==_I_III ___ ~~ _~ __ I_~I~_ 
Change in. growth rate. II , I 

rates: 
annual percentages I 

Whart,on-EFA 1 ____ 1 0 3.6 -0.5 0.1 0.4 0.1 
Chase 2 ________ • ___ -1 0 2.1 1. 3 I 0.1 .8 -.1 
Data resources ____ ° I 4.7 2.4 -1. 7 -1. 7 -.6 

Change in unemploy-
ment rate, quarterly 
percentage rates: 

Wharton-EFA 1 ___ _ 
Chase 2 ___________ _ 

Data resources 3 ___ _ 

Change in inflation 
rate, quarterly per-
centage rates: 

Wha,rton-EF A 1 ___ _ 

Chase 2 ___________ _ 

Data, resources 3 ___ _ 

Change in percentage 
yields on new bonds: 

Wharton-EF A 1 ___ _ 

Cha,se 2 __ • _________ _ 

Data re!'lOurces 3 ___ _ 

o -.2 
o -.2 
o 0 

o 
o 
o 

.3 
o 
o 

g I 0. 1 
o -.2 

-.5 
-.3 
-.2 

. 1 
o 
.2 

o 
. 1 

o 

-.6 
-.5 
-.4 

.3 

.3 
o 

.1 

. 1 

.1 

-.8 -.9 
-.8 -.7 
-.5 -.4 

.3 
o 
.2 

.1 

.2 

.1 

.4 

.2 
o 

.1 

.2 

.2 

-0. 1 
-.4 
-.1 

-.8 
-.7 
-.4 

.2 

.2 

. 1 

.1 

.2 

.2 

I Wharton Economic Forecasting Associates, Feb. 10, 1976, forecast, 
2 Chase Econometrics, testimony of Michael Evans before Ways and Means 

Committee, Feb. 4, 1977, comnarison ta,hles 1 a,nd 2. 
3 Data Re~ollrces, Inc. Quarterly Model of United States. Simulation per

fo:'med by Honse Budget Committee staff for .Joint Committee on Taxation. 



III. FEDERAL BUDGET PROJECTIONS 

In deciding between temporary and perll!anent tax reductions, it is 
useful to consider them in relation to the Federal budget. 

Table 6 shows a projection of Federal outlays and revenues derived 
from the Ford Administration's budget for fiscal year 1978. This 
"current policy" budget assumes extension of existin~ tax laws with
out any new temporary tax reductions and no new Federal spending 
programs, although existing programs are adjusred for inflation. It 
does not include the budget effects of any economic stimulus enacted 
in 1977. The projection assumes that the unemployment rate will de
cline to 4.9 percent by 1980. Under this assumption, the economy would 
be close to full employment by FY 1981. 

Under this assumption, the Federal budget surplus wonld be $44 
billion in fiscal year 1981, which is equivalent to a surplus of $29 
billion at 1977 income levels. A permanent cut now of $13.8 billion, 
the amount of the tax portion of the stimulus package in fiscal year 
1977, would thus reduce the surplus in FY 1981 to $30.2 billion. 

This "current policy" budget proje~tion may be misleading, and the 
available surplus in the absence of a permanent tax cut may be, ac
cordingly, less than $44 billion. It is unlikely that there will be no new 
spending programs between now and fiscal year 1981. Table 7 shows 
data on Federal outlays as a pereentage of GNP in times of high 
employment. Except for wartime, Federal spending has fluctuated 
between about 18 percent and 20 percent of GNP in such years. (In 
years of high unemployment, the ratio of Federal spending to GNP 
tends to be higher than this because GNP is low and spending for such 
purposes as unemployment compensation is high.) In 1973, this ratio 
was 19.9 percent. A more realistic projection of spending in 1981 
would assume Federal spending to be 20 percent of GNP. This in
ereases spending by $10 billion over the current policy budget projec
tion, reducing the surplus to $34 billion ($22 billion at 1977 levels). 
Thus, under the assumption of some incrf'ases in spending based on 
the past, a permanent tax cut of $13.8 billion miQ'ht result in a FY 
1981 surplus of $20.2 billion ($13.3 bmion at 1977 levels). 

(13) 
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Table G.-Federal Budget Projections 

[In billions of dollars] 

Fiscal year-

1977 1980 1981 

Current policy: 1 

Revenues__________________ 361 526 585 
Outlays____________________ 411 509 541 

--------------------------
Surplus__________________ -50 +17 +44 

Alternative projection: 2 

Revenues __________________ 361 526 585 
Outlays ____________________ 411 504 551 

-------------------------
Surplus __________________ -50 +22 +34 

1 Current services budget with full adjustment of outlays for inflation from the 
Budget of the United States Governmen!~ Fiscal Year 1978. 

2 Outlays equal to 20 percent of G.N P. 

Table 7.-Government Spending as a Percentage of GNP in 
Years of Prosperity 

Fiscal year 

1953 ______________ _ 
1955 ______________ _ 
1957 ______________ _ 
1965 ______________ _ 
1966 ______________ _ 
1967 ______________ _ 
1968 ______________ _ 
1969 ______________ _ 
1973 ______________ _ 

[Dollar amounts in billions] 

Federal outlays 

$76. 1 
68.5 
76. 7 

118.4 
134. 7 
158. 3 
178.8 
184.5 
246.5 

GNP 

$360. 1 
381. 0 
433. 3 
658. 1 
722.4 
773. 5 
830.2 
904. 2 

1,238.4 

Federal outlays 
as percentage 

of GNP 

21. 1 
18.0 
17.7 
18.0 
18.6 
20.5 
21. 5 
20.4 
19.9 



IV. ALTERNATIVE VIEWS OF NEED FOR ECONOMIC 
STIMULUS PACKAGE 

In hearings before the Ways and Means Committee and other Con
gressional committees and in public discussion of the issue, economists 
have expressed a variety of views concerning the need for the ad
ministration's economic stimulus package. 

Some economists believe that no fiscal stimulus is needed at this time. 
They acknowledge that the rate of economic growth declined steadily 
through 1976, but note that this has resulted in large part from a 
decline in inventory accumulation, which is likely to be reversed in 
1977. They point out that final sales of goods and services, without 
regard to inventory and price changes, increased throughout 1976, 
from an annual rate of increase of 3.6 percent in the first quarter of 
the year to 4.7 percent in the fourth quarter. This may suggest that 
the economy did not "pause" in 1976. Also, those who oppose any 
stimulus t~~nd to think inflation is a much more serious problem than 
unemployment, so that fiscal policy should err on the side of restraint 
rather than expansion. 

The more common view is that fiscal stimulus is needed because 
there is a large gap between what the economy is producinq: and what 
it is capable of producing. Accordingly, there is relatively little risk of 
inflation by increasing the growth rate at this time. The Council of 
Economic Advisers recently estimated the gap between actual and 
potential production at $134 billion at the end of 1976, which is large 
relative to a $15 billion program of economic stimulus in fiscal year 
1977. In this view, the high rate of unemployment is a source of con
cern and justifies a quick stimulus in early 1977. They further argue 
that the severe winter weather will depress economic activity, a situa
tion that strengthens the case for economic stimulus. 

There is also considerable disagreement over whether tax cuts or 
increases in spending are better ways to stimulate the economy. Those 
who favor tax cuts maintain that they allow the consumer and the 
investor to determine what goods and services they want produced 
to generate the economic stimulus. This is considered preferable to 
government spending. Those who favor increased government spend
ing claim that, since consumers may save a large part of any tax cut 
or businesses may not respond to business tax cuts, tax cuts are a much 
less certain stimulant than government spending. However, some Fed
eral spending programs take a long time to implement or may simply 
substitute Federal government spending for State or local govern
ment spending, in which case Federal government spending may not 
be an effective stimulant either. 

(15) 
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Another issue on which there was disagreement in the committee's 
hearings was the extent to which any tax reduction should-include an 
incentive for business investment .. Several panelists and witnesses 
argued that there should be such an incentive, such as an increased 
investment credit, since business investment has been one of the weak
est sectors of the economy and since the re,Dent rapid growth in the 
labor force makes more investment desirable. Others arp'ued that the 
effectiveness of such investment incentives is problematiC'al and that 
an alternative way to increase business investment would be to reduce 
the amount of UI~used capacity in the economy. Also, it was argued 
that a direct stimulus to greater employment might be more effective 
in reducing unemplovment than an investment stimulus. 

With respect to individual tax cuts, the principal issue in the hear
ings and panp.l discussions was whether they should be tf'mporary or 
permanent. Those favorin~ a temporary tax cut, like the proposed 
refund on 1976 taxes, emphasize that such a reduction will not erode 
the revenue base in the future. Advocates of permanent. individual tax 
reductions argue that these arp, nppited to offset the effect of inflation 
in raising taxes (an estimatfld $5 billion in 1976), that permanent indi
vidual tax cuts are more effective in stimulating- consumption than is 
a one-shot rerund, and that permanent reductions now win create 
pressure against higher govemment spending in the years ahead. 

o 
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