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THE WHITE HOUSE

WASHINGTON

January 24, 1985

MEMORANDUM FOR RICHARD G. DARMAN
ASSISTANT TO THE PRESIDENT AND
DEPUTY TO THE CHIEF OF STAFF

FROM: JOHN G. ROBERT%
ASSOCIATE COUN TO THE PRESIDENT
SUBJECT: Part III: Economic Assumptions

and the Budget (prepared by OMB)

Counsel's office has reviewed the above-referenced paper
and has no objection to it from a legal perspective.

bece: Dianna Holland
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PART III: ECONOMIC ASSUMPTIONS AND THE BUDGET
SUBJECT: .

{prepared by OMB)
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May we have your comments no later than 1:00 p.m., tomorrow. Thank you.

RESPONSE:

Richard G. Darman
Assistant to the President
Ext. 2702
(805 JAW 2L 11 12: 54
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ECONOMIC ASSUMPTIONS AND THE BUDGET

This part of the budget discusses the economic assumptions un-
derlying the 1986 budget estimates. The first section reviews the
recovery that has returned the economy to healthy growth with
moderate inflation, following many years of stagflation. The second
section presents the near-term forecast for 1985-86 and the long-
term economic assumptions that underpin the budget projections
through 1990. The third section discusses the relationship between
Federal debt and capital formation. The fourth section describes
the sensitivity of the budget to changes in economic assumptions.
The last section describes how economic developments and changes
in the economic forecast have modified the budget outlook since
last year.

THE ECONOMIC OUTLOOK: THE RECOVERY CONTINUES

When the administration took office in 1981, inflation was out of
control. The rapid increase in prices was hurting economic growth,
investment was being diverted into unproductive inflation hedges,
and normal business and household planning were being hindered
by the uncertainty surrounding the outlook for prices and costs.
Labor productivity in the economy's nonfarm business sector grew
at an annual rate of 2.0% between 1948 and 1981, but by only 0.5%
from 1973 to 1981. The collapse of productivity growth during the
1970’s produced stagnating real wages even while nominal wage
rates were rising rapidly.

Under the circumstances, controlling inflation had to be the
administration’s top priority. In 1980, inflation was running about
12-1/2%; in the last 2 years, it has been cut to only 4%. This
dramatic reduction helped convince American families and busi-
nesses that they could plan for the future once again without
fearing that unpredictable price increases would make their plans
futile.

The lower rate of inflation, together with the administration’s
program to restore incentives for work, saving and investment by
. lowering tax rates and reducing the regulatory burden on business,
led to the robust economic recovery of the past 2 years. The recov-
ery has fostered a new sense of confidence in America's economic
future as it offers the prospect of sustained economic growth with
low and stable inflation for the first time in many years.
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3-2 THE BUDGET FOR FISCAL YEAR 1986

An Overview of the Recovery.—The recovery from the 1981-82
recession began in late 1982. It was sparked by a shift in monetaryv
and fiscal policy that contributed to a surge of growth in the
money supply, a dramatic decline in interest rates, and a strong
rally in the stock market.

The boom in the stock market was part of a broader shift in the
nublic's asset preferences. For most of the previous decade, savers

‘ho had invested in financial assets had been losers to a combina-
tion of inflation and taxes. Inflation drove interest rates up and
bond prices down, while eroding the real value of interest income
and dividend payments. Compounding the injury, taxes were levied
on the nominal income on these financial assets, “income” that
often was inadequate even to preserve the assets’ value.

Similar problems were reducing business profitability. Deprecia-
tion allowances based on the historical cost of fixed capital under-
stated true depreciation in a time of rapidly rising capital costs,
Conventional accounting practices also overstated inventory profits
when inflation was raising the true replacement cost of goods sold.
A growing burden of Federal regulation raised production costs,
while limiting investment opportunities. The result of these trends
was a decline in profitability that was reflected in the weak per-
formance of corporate equities throughout the period. Stock prices,
even accounting for dividends, failed to keep up with inflation in
the 1970’s.

It is not surprising that, by the end of the decade, investors were
searching for ways to shelter their wedlth from the ravages of
inflation and the taxation of fictitious profits. The fact that these
“investments” were often unproductive hedges such as gold or
commodities spread the debilitating effects of the inflation from
the financial markets to the real economy. Therefore, the stock
market rally of the summer of 1982 was a significant event. It
signaled the beginning of a shift back from investment in unpro-
ductive inflation hedges and commodity speculation to investment
in productive capital assets.

The rally also marked a reevaluation by investors of the long-run
profitability of American business. That reevaluation was justified
as profits climbed in the first 2 vears of the upturn at a steeper
pace than during any other postwar recovery. The greatly im-
proved earnings were achieved even as inflation declined, in large
part because a recovery in productivity growth and moderate wage
increases held down unit costs and boosted profit margins.

The economy’s recovery in 1983 was widely expected by forecast-
ers, but they were surprised by the magnitude of the rebound.
From the fourth quarter of 1982, the trough of the recession., to the
fourth quarter of 1983, real GNP grew 6.39%; this was a faster rate
of growth than in all but 5 other yvears in the postwar period. Most
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UNIT PRICES, COSTS, AND PROFITS: NONFINANCIAL CORPORATE BUSINESS
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forecasters expected strong economic growth in 1984, and this time
they were correct: real GNP grew 5.37% (according to preliminary
figures from the Commerce Department). The 2-year average
growth rate of 5.89% was as strong as the recovery from any reces-
sion since 1950.

The last 2 years have also seen a rapid drop in unemplovment.
In the 25 months from November 1982 to December 1984, the
civilian unemployment rate fell 3.5 percentage points, a larger
decline than in any recovery since 1950. It is also noteworthy that
the unemployment rate is now slightly lower than it was at the
peak of the last business cycle in July 1981. In every other recovery
since 1950, the unemployment rate at this point in the expansion
was still considerably above its level at the previous peak.

Consumer spending usually leads the recovery, and the current
upturn is no exception. During recessions, consumers tend to post-
pone purchases of housing and other ‘‘big-ticket” items like cars
and home appliances.. An increase in consumer net worth and
declining interest rates, the result of easier monetary conditions,
releases this pent-up demand and helps spur the recovery. From
the third quarter of 1982 through the first quarter of 1983. the
increase in real personal consumption expenditures outpaced the
increase in real GNP.

The recovery is also usually strengthened by the decisions of
business firms to restock inventories depleted during the recession.
In the initial year of the current recovery, real inventory invest-
ment rose a hefty $32 billion and accounted for about a third of the
real GNP gain.

As the recovery proceeded, however. it developed features that
were either not expected when it started, or which broke with
previous business cycle experience. Most noteworthy have been the
moderate inflation rate, the boom in capital spending, the doilar’s
strength in the foreign exchange markets with the associated
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inflow of capital from abroad, and high real interest rates. These
features are reviewed in the following sections.

The Moderate Pace of Inflation.—The low inflation rate contin:
ues to surprise observers. Since the beginning of the long process of
disinflation in 1981, most forecasters have persistently overestimat-
ed prospective price increases. At the beginning of 1984, there were
videspread expectations that inflation would accelerate somewhat

efore the end of the year. In the fourth guarter, however. the

GNP deflator rose at an annual rate of less than 3%. For the vear
as a whole, on a fourth quarter over fourth gquarter basis. the
deflator rose 3.7%, the same rate as it has maintained since the
trough of the recession.

Although inflation was often stable or declining during thz early
phases of previous postwar expansions, recent inflation is notewor-
thy for two reasons:

» The average inflation rate, 3.7%. is lower than in four of the
seven previous recoveries since World War II. This reverses a
pattern evident since the early 1960's in which the inflation
rate was higher in each successive cvclical upturn.

* Given the substantial decline in inflation that occurred-in
1982, many market forecasters expected disinflation to run its
course earlier in this recovery than in the immediately pre-
ceding cycles. Although inflation has not declined significant-
ly since the trough of the recession, it has not risen, either.

Steady moderate inflation over the long run requires a disci-
plined policy of moderate growth of the. money supply by the
Federal Reserve. In the early 1980's, many questioned whether the
Federal Reserve could persevere in such a policy. Last year, howev-
er, it succeeded in holding money supply growth within the lower
portion of its 49%-8% target band for M1, while the broader aggre-
gates grew near the upper bounds of their target ranges. The
preliminary targets for this year. announced by the Federal Re-
serve in July, are 4%-7% for M1, slightly lower and narrower than
the 1984 range.

In the short run, special factors can alter the rate of inflation.
During the present recovery, the most significant special factor
helping to lower inflation has surely been the extraordinary rise in
the exchange value of the dollar. In 1984, the dollar appreciated by
12%. This continued a trend that has pushed the dollar's value up
by 70% since the fall of 1980.

When the dollar appreciates, the prices of imported goods are
reduced, and the prices of competing domestic goods are also re-
duced, with a lag. It is estimated that the dollar’s appreciation has
reduced the inflation rate by roughly one to two percentage points
annually for the past 4 years. Since the full adjustment process
takes up to 3 years, the dollar’s appreciation in 1984 will continue
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to put downward pressure on prices in 1985 and 1986 if the dollar
remains near its current level.

The dollar’s rise in 1984 was also related to 2 other develoments
that helped to reduce inflation last year.

¢ Agricultural and other commodity prices declined in the
second half of 1984, after rising sharply in the early stages of
the recovery. Since many commodities are imported. their
prices were cut by the rise of the dollar.

* Oil prices continued to edge downward as stagnant demand
for oil produced excess supply on world markets. The average
price of imported oil has fallen by 32.60 a barrel since Janu-
ary 1983, and prices are expected to fall further in 1985

The price of oil is quoted in dollars so a change in the exchange
value of the dollar does not affect the price of oil directly, but it
does have important indirect effects. Since the oil price is quoted in
dollars, foreigners must pay more for oil in terms of their own
currencies when the dollar rises, as it did last year. This increase
in the foreign price of oil strengthened the trend already underway
toward reduced world oil demand, and indirectly helped put down-
ward pressure on the dollar price of petroleum.

Although the strong dollar was a major contributor to the disin-
flation that has occurred since the peak of the last business cycle,
the moderation of inflation has proceeded far beyond what can be
traced directly to the strong dollar or to softening commodity
prices.. Deregulation and a resurgence of entrepreneurial vigor—
spurred on, to be sure, by the inroads of foreign producers in U.S.
markets—have contributed to a highly competitive atmosphere.
Lower inflation expectations, engendered by the success in reduc-
ing inflation and the administration’s commitment to continuing
that policy, have also contributed to the process. Together, these
forces have produced a marked reduction in inflation across the
entire economy, extending far beyond the goods traded in interna-
tional commerce. One indication of this broad-based trend is the
fact that wage inflation has slowed down about as much in non-
manufacturing industries as in the manufacturing sector.

The progress against inflation since 1981 has been remarkable,
but it would be premature to declare a final victory against infla-
tion. After all, a 4% rate of inflation doubles prices in 18 years and
that is a far cry from price stability. Moreover, the special factors
that have helped to pull inflation down during the past few vears
may end or even reverse themselves in the future. Had the dollar
not been increasing so rapidly, inflation would have proceeded at a
5 to 51/2% rate last year. The dollar cannot continue to rise
indefinitely. The relative price of oil should also stabilize eventual-
ly. When this happens, there could be some acceleration of infla-
tion. Most importantly, inflation will not stay down unless the
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Federal Reserve continues the policy of restrained growth of the
money supply that was so important in reducing the rate of infla-
tion in the first place. Continued restraint can serve to prevent any
unfavorable shocks that do occur .in the future from initiating a
new cycle of rising inflation. A moderate rate of inflation gradually
trending toward price stability provides the necessary background
for healthy economic growth. One of the keys to the strong growth
that has marked the present recovery has been the fundamental
change in the inflation outlook since 1981. To maintain this suc-
cess, policies of feverish demand expansion must be avoided. A
commitment to steady monetary policy can sustain reasonably
stable and moderate inflation indefinitely.

The Boom in Business Fixed Investment.—The increase in capital
spending in the present expansion is far stronger than normal.
Over the past 2 years, real gross nonresidential fixed investment
increased at a 14.9% annual rate, compared with an average in-
crease of less than 7% in previous cycles between 1350 and 1980.

Part of this investment boom simply reflects the severity of the
1981-82 recession. Investment is always depressed during business
downturns, and the deeper the recession, the farther investment
has to recover in order to reach a normal level. However, even
after adjusting for the effect of the recession by measuring the
change in investment from the peak rather than the trough of the
cycle, the increase in capital spending remains impressive. Since
the July 1981 peak, real business fixed investment has grown at an
average yearly rate of 5.7%, more than three times faster than the
average gain over comparable stages of previous cycles.

There is a strong statistical relationship between the level of
business fixed investment and the change in business sales. This is
usually explained by business’s desire to maintain a stable capital-
output ratio. If output rises, then so will the desired stock of
capital, and that leads to an increase in investment. This accelera-
tor mechanism is clearly at work in the present expansion. The
normal response to a healthy increase in sales like that experi-
enced in the past 2 years would be a boom in investment spending.
However, the growth in investment spending in the past 2 vears
has been too large to be explained entirely by this factor. Other
forces were also at work:

» The administration’s tax cuts significantly raised depreciation
allowances for many investments, reducing the real cost of
capital to business firms for a broad range of investments.

* High inflation raised the effective rate of business taxation in
the 1970’s. Since 1980, the marked decline in inflation has
lowered effective business tax rates, and would have done so
even in the absence of more favorable depreciation allow-
ances.
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» Prices of investment goods have been very stable in the cur-
rent expansion, reflecting, in part. the strong dollar and the
heightened competition from foreign producers of capital
‘goods. The price deflator for nonresidential fixed investment
was slightly lower at the end of 1984 than it was 2 years
earlier.

¢ Low and stable inflation has also removed much of the uncer-
tainty that was hampering investment prior to the present
recovery.

* The strong recovery, moderate wage demands, and a produc-
tivity rebound resulted in a sharp 55% annual rate of in-
crease in corporate profits during the expansion’s first 6 quar-
ters. Healthy profits, whether as a signal of future profitabil-
ity or because internally generated funds are cheaper than
external funds, are usually associated with an increase in
investment. )

The strength of business-fixed investment has been concentrated
in expenditures for producers’ durable equipment; investment in
nonresidential structures has experienced only a typical cyclical
upturn. The difference in the two components reflects, in part. the
relatively favorable tax treatment that equipment receives under
the current tax code.

The increase in capital spending has raised net investment as
well as gross investment, but not to the same extent. It is net
investment that determines the rate of growth of the capital stock
and helps to determine future economic growth, a fact that the
administration has taken into account in its economic assumptions.
- The discrepancy between the two measures is accounted for by the
shifting composition of investment. The trend toward short-lived
assets that depreciate more rapidly has raised the share of capital
replacement in total gross investment.

The Dollar and the Net Inflow of Foreign Capital.—The increased
profitability of U.S. investment opportunities as a result of tax
changes, rapid expansion, low inflation and deregulation has at-
tracted a record net inflow of foreign capital. The strong interna-
tional demand for U.S. assets led to a rise of 70% in the multilater-
al trade-weighted value of the dollar since the third quarter of
1980.

The strength of the dollar has helped reduce inflation and has
benefited consumers. However, the counterpart of the dollar’s rise
and the capital inflow has been a worsening of the U.S. current
account. The current account, the broadest measure of trade, serv-
ices and interest payments between the U.S. and other countries,
shifted from a nearly balanced position in 1980, to a deficit
amounting to 3% of GNP by the second half of 1984. A higher
dollar has made U.S. exports more expensive for foreigners, and
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imported goods cheaper at home. This has encouraged a surge of
imports, while producing sluggish growth in the export and import-
competing sectors of the economy. The effect of the high exchange
rate has been compounded by the sluggish growth of the major
European economies and the weak import demand and aggressive
export promotion of many heavily indebted less-developed coun-
tries.

During the 1950’s and 1960’s, the U.S. enjoved persistent current
account surpluses which were used to finance capital investment
overseas. U.S. assets abroad exceeded foreign assets in the U.S. by
$150 billion at the end of 1982. However, during 1983, the surplus
of assets eroded to $106 billion, and will erode further in 1984.
Sometime this year, recorded foreign assets in the U.S. will exceed
our assets abroad, making us a net debtor nation. In fact, the shift
has probably already occurred, but it is obscured by a persistent
large discrepancy in the U.S. international accounts. The discrep-
ancy is believed, in large part, to represent unrecorded net capital
inflows into the U.S.

The continued inflow of capital has reduced the surplus on in-
vestment income which the U.S. has enjoved over the past decade
by increasing interest payments to foreigners. In 1980, the U.S.
surplus on nontrade items amounted to 326 billion; it eroded to 310
billion in 1984. Given the prospect of large current account deficits
for the forseeable future, the U.S. will soon be making a net
transfer of investment income to foreigners.

In the 1970’s, the U.S. was able to run a large trade deficit while
maintaining a balanced current account since it received substan-
tial net investment income from foreigners. In the future, we will
not be able to pay for a substantial quantity of imported goods with
the proceeds from our foreign investments. Instead, we will have to
export in order to pay interest on our foreign borrowing.

The expansion has been stronger in the aggregate than is tvpi-
cally the case. Therefore, it is hard to argue that the high dollar
and the capital inflow have been detrimental to overall growth
thus far. The effects have been mainly compositional, with export-
ing and import-competing industries adversely affected, while the
benefits have been spread more. diffusely throughout the economy.
The long-run problems concern the consequences for the economy
should foreigners attempt to reduce their purchases of dollar assets
while we are still running a large current account deficit. Under
such circumstances, the inflation rate might temporarily rise as
the dollar’s exchange rate falls. In addition, there could be a rise in
interest rates and slower overall economic growth.

High Real Interest Rates.—The real interest rate is the difference
between the prevailing market rate of interest and the expected
rate of inflation. These terms are somewhat imprecise. and the
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expected rate of inflation is not even observable. Nonetheless, the
influence of real interest rates on economic activity is pervasive. It
is the real interest rate that measures the true cost of borrowing
and the true return to saving. By contrast. the nominal interest
rate may convey little significant intormation about the cost of
capital. Nominal rates of 10% can be either excruciatingly high or
ridiculously cheap, depending on how fast inflation is eroding the
-alue of money.

Since 1980, the inflation rate and inflation expectations have
declined substantially. Market interest rates have also fallen, but
by no more than the decline in inflation expectations. Consequent-
ly, real interest rates appear to have remained on a rough plateau
far above their historical values. As described above, capital spend-
ing boomed in spite of the apparently high interest rates. The
administration’s business tax cuts. lower inflation and the fall in
the relative price of capital goods offset the high real rates. Indeed,
some have suggested that the improved investment outlook is re-
sponsible for keeping real rates high by stimulating borrowing.

While strong business investment demand for savings has un-
doubtedly contributed to keeping rates high. so has heavy Govern-
ment borrowing. It would be wrong to attribute all of the increase
in real rates to only one component of the demand for savings. It is
the combined demands of Government and business that have kept
real rates high. The decline in the deficit that would result from
enacting this budget should remove some of the strain on interest
rates, and permit the high long-term real rate to return gradually
to its historical norm.

ECONOMIC ASSUMPTIONS

This section describes the economic assumptions that underlie
the estimates in the budget. The current services estimates dis-
played in the budget are based on these same economic assump-
tions. Permitting the budget to proceed on a current services
basis—that is, with no future policy action to change program
spending or receipts—would change significantly, and for the
worse, the economic performance from what is assumed for the
budget. However, the convention of basing both the budget esti-
mates and the current services estimates on a common set of
economic assumptions limits the differences between them to the
direct effects of proposed policy actions. This permits the current
services estimates to serve their purpose as a baseline against
which to measure the budgetary effect of policy proposals. In keep-
ing with the usual practice, the assumptions are presented for
calendar years, rather than fiscal years.

The short-term forecast for 1985-86 is based on an assessment of
the implications of recent developments for the economic outlook.
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Consequently, this section begins with a brief review of those devel-
opments. It is followed by a discussion of the short-range outiook,
accompanied by a table that presents the forecast through 1936,
The section concludes with a discussion of the administration’s
long-range economic assumptions for the 1987-1990 period, accom-
panied by a table in which these assumptions are presented in
detail.

Shifting Gears: The Pause of 1984.—Economic activity grew at a
rapid 8-1/2% annual rate in the first half of 1984. This continued
the trend evident in the second half of 1983 and helped to make
the recovery as strong as any previous postwar expansion. Howev-
er, in the second half of 1984, economic growth slowed abruptly to
only a 2% rate.

The growth of consumer spending lost momentum in the summer
months after a buying spree in the spring: real consumption ex-
penditures, which grew at about an 8% annual rate in the second
quarter, were essentially flat from July to September. The lull in
spending was unexpected and resulted in a build-up of unwanted
inventories during the third quarter. Subsequently, excess invento-
ries were reduced through a modest curtailment of production. As
the economy entered the new year, industrial production was again
on the rise, signalling an end to the pause.

“COMPONENTS OF REAL GNP
(Percent change. 3nnual rate}

1984
a @ B u

1983 1

Real GNP L83 1010 715 16 28
SIS oo 410 360 103! —10° 36
Change in business inventories 2 =36 316, 203: 306 200

¥ Fourth quarter of 1582 @ fourth guarter of 1980

+Dollar amount o tebhons of 1972 doltars.

The kind of economic growth the economy experienced in the
first half of 1984 is not sustainable on a long-term basis, but it is
typical of the early stages of a business cycle expansion. It is also
typical for the economy to pause following such periods of rapid
growth in order to digest earlier gains. In four previous postwar
expansions, a pause occurred after six to eight quarters of rapid
growth (see chart). The previous pauses lasted two to three quar-
ters during which growth was below its long-term trend, but not
negative. The pauses were followed by renewed economic growth. If
economic growth picks up again early this year, as assumed here
and as predicted by most private forecasters, the recent pause will
be in line with historical experience.

[Insert chart: REAL GNP GROWTH]
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Financial indicators suggest that economic activity will shift to a
higher gear shortly. The Federal Reserve has moved aggressively
in recent months to increase the growth of the money supply. The

money supply, which fell slightly from June to October, rose at a
- '10% annual rate in November and December. Short-term interest
rates, notably, the Federal funds rate and the 91-day Treasury bill
rate, fell over 2-1/2 percentage points from the beginning of Sep-
tember to the end of December. The discount rate was lowered 1

ercentage point in two stages in November and December. This
shift in monetary policy should help to quicken the pace of econom-
ic growth in 1985.

Already there are signs of a return to more rapid growth. Final
sales in real terms rose at a 5-1/2% annual rate in the fourth
quarter, after declining in the third. The strong 1.3% rise in the
index of leading indicators in November, following 3 menths in
which the index fell 2.4%, is another signal that the pause in
economic growth is nearing its end. Moreover, the 4.3% rise in new
durable goods orders in November suggests that investment will
continue to show strength in 1985. .

The Outlook for 19835-86.—Although economic growth has revived
following previous pauses, it has never resumed the torrid pace set
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in the recovery phase of expansions. It is relatively easy to increase
output during the initial recovery phase. Ample supplies of unem-
ployed labor and unused capacity are available to meet any surge
in demand. However, much of the unused supply is absorbed in the
initial stage of the recovery, and subsequent growth depends on the
economy's ability to add to its supplies of labor and capital. It is
then that the economy’s supply-side becomes the dominant factor

1 determining the rate of growth.

In the early stage of a cyclical recovery, any underestimate of
aggregate demand is likely to produce an underestimate of reai
economic growth. This was the error forecasters made in 1983.
However, as the recovery proceeds, an underestimate of demand. is
more likely to produce a mistakenly low estimate for the rate of
inflation. This was the common mistake in the late 1970’s.

The forecast for 1985-86 assumes that monetary policy will avoid
excessive stimulus, while providing sufficient liquidity to sustain
the expansion. It is wrong to assume that, because a stimulative
monetary policy can produce a rapid rate of real economic growth
in the early stages of a business cycle recovery, it is capable of
producing rapid growth at any stage of the cycle. Experience sug-
gests that attempts to do that result in accelerating inflation and a
premature end to what might otherwise be a long and healthy
expansion.

The highlights of the forecast include the following:

* Real GNP is expected to grow 4% in both 1985 and 1986. This
is consistent with a return to healthy expansion following a
temporary pause.

» The GNP deflator is expected to rise 4.3% in both 1985 and
1986. This is a slight acceleration from its remarkably low
rate of increase in 1984, but it is still a moderate and predict-
able pace.

* The unemployment rate is expected to decline modestly in
1985 and 1986. )

¢ The downward trend in interest rates in the second half of
last year is not expected to be reversed. Both long-term and
short-term interest rates are projected to decline somewhat
over the 2-year forecast horizon, but long-term rates are ex-
pected to fall more than short-term rates.

The Long-Run Assumptions: 1987-1990.—The long-term economic
" assumptions are not intended to be a precise forecast of future
economic conditions. They are projections of trends for the relevant
economic variables. The projections are based on the presumption
that the fiscal policy presented in this budget will be enacted, and
that the Federal Reserve will continue to pursue a policy of reduc-
ing the growth of the monetary aggregates.
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SHORT-RANGE ECONOMIC FORECAST

Calendar years: Joiar 3mounts a wgns)

" Ctual Forecast
e 8 T 38 33
Major economic indicators:
Gross national product, percent change, fourth quaner wer
fourth quarter:
Current dollars 04 32 . 8.5 35
Constant (1972) GOHArS .........oormmvrmmensmeesensmemsmsssenresssmsree e 53 33, 19 b}
GNP deflator (percent change, fourth quarter over fourth
QUATTEE) 1onrieseeesecssieeiconresmnrsssssessnsnsressiessnssssessnsmmssteniinr s oes 38 17 13 3
Consumer Price Index (percent change, fourth quarter over
fourth quarter) 2 29 38 12 33
{nemployment rate (percent. fourth quarter) 3 ... .. 34 7.1 6.9 5.8
Annual economic assumptions:
Gross national product:
Current dollars:
AU coeoererconio it esssssmesirsserssssrnsssesiens e 3.305 3,660 3.942 1278
“Percent Change, year OVer Year............cceoorrrermommsions - 17 107 11 83
Constant (1972) doltars:
YT | OO S . 1335 1638 1.698 1,766
Percent change, year over YBar.............cccocrnicrien 37 6.7° 37 10
Incomes:
Personal income, . 2744 3012 3.236 3418
WS and SAIMES.....overesieessmmsrssmmsnsesrassrsssecrssessaionne . 1559 1803 . 192t 2.566
Corporate Profits........oueeeereeeemese et e 203 235 242 286
Price level: ;
GNP deflator: :
Level (1972=100), annual average.................cce. . 215.3 2234 2322 2423
Percent change, year OV Year..........ooooocricorononn 38° 18] 39 13
Consumer Price index: 2
Level (1967 =100). annual average................ccoor oo, 2974 30763 3202 3342
Percent thange, YRar OVer YEal............vrwwrwwmcoreeereernivinns 30 34, 41 13
Unemployment rates: i
Total, annual average 3 : - 9.5 14 10 6.9
Insured, annual average + . 38 2.8 28 28
Federal pay raise, January (percent): ® i
Military N, £0) 40 52
Civilian e 40 | 35 -30
Interest rate, 91-day Treasury bills {percent)®............. 3.6 96 ; 8.1 19
interest rate, 10-year Treasury notes {percent) ............ 111 124 | 11.0 10.3

t Pulunm atual dats.

= CPL for urban wage eamers and clencal workers. Two versions af ihe P wre ow. Juonisned The :ndex Shown hert v at Curently Jsed.

emnm! by law. 1 Cakuialing aulomatc cost-otiwng ncreases ‘o ~geaet Fecery drograms The manner 1 which s nder measures
housm costs d\inged significantly i January.

P«cem ot 0ox force, including armed -forces vesiding e S

* Ty mntw measures ynempioyment under Siale reguiar unempiovment murance 35 3 percentage of covered empigyment under “at
program. | mmmmu extended benefits under that orogram
:‘ 0% rmilury rase 13 projected for July 1985 The 1986 mutary cav “wse 3 drowctec ‘or Octoter

verage nte

o Neve sues witlun penod. 0N 3 Bank OSCOUN! DASIS hese Jroclons ssume. Ty Comvennon. IRl mierest cates JeChine mih
the rate of mfistion. They do not represent 2 forecast of intersst rates.

Real GNP is projected to grow at an annual rate of 4% in 1987
and 1988. Over the next 2 years, its projected growth rate slows
down to 3.6%, close to its long-run average. This is consistent with
a gradual decline in the total unemployment rate to 5.8% bv 1990
Underlying the projected growth rate are assumptions that a
strong increase in employment will occur and that output per hour
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LONG-RANGE ECONOMIC ASSUMPTIONS
{Calenaar yeary. dotar 3Imaunts = Seng s

S5SUMDEONS.
ar 388 1389
Major economic indicators:
Gross- nationat product, percent change, fourth quarter
over fourth quarter:

CUrrent GOHATS .........oeieeenrcrrsmseniicemsaiissasiseesaieassinssses 33 9 74 33

Constant {1972) dollars 9 40 37 33
GNP deflator (percent change, fourth quarter over

fOUrth QUAMEEY ......occervecvseceactmemseiomerssensioen s e 11 38 i3 52

Cansumer Price Index {percent change, fourth quarter

over Tourth QUANE) * ..ot 11 38 33 2
Unemployment rate {percent. fourth quarter) 2 ... 33 3.2 50 37
Annual economic assumptions:
Gross national product:
Current doilars:
ARBUR ..o irecesierevenconnsre e sssassssseinissnnsisnssessoon 1333 .003 5391 3772
Percent change, YEar OVET Yar........comeriecrivnnes 33 81 16 - 7l
Constant {1972} dollars:
AMOBNL, ..o oerems e siesassbesssoirarsassesenr e, 1336 1310 1,984 2358
Percent change, year DVEI YBar..........c.cwee... . 0 10 i3 i5
Incomes:
PerSONal MCOME.......oeunrcrsivecrrsiossanivssusmesarinstoreermsir i 4 1013 - 1305 1590
Wages and salaries I a1 24 2539 Y
Corporate profits 335 360 316 383
Price levet:
GNP deflator: '
Level (1972=100), annual average................... 252.4 2623 1.8 pLhE]
Percent change, year over YEar.......iocoenereonss 32 397 386 33
Consumer Price index: :
Level {1967 =100}, annual average...................... g1 3617 3748 3872
Percent change, year over year........ ) 39 36 33
Unemployment rates: - .
Total, annual average # . 56 631 6.1 5.8
Insured, annual average 3 25 25, 23 22
Federal pay raise {percent): .
Military (October) ; 34 53: 5.0 NA
Civilian (lanuary) 10 30 30 30
interest rate, 91-day Treasury hifls (percent) ... S 593 51 50
Interest rate, 10-year Treasury notes (peseent)............. 33 13 57 23

+ CPt for urban wage eamers and ciencal workers Two. versions of the 7 e ~ow jubished The -ndex Shown dere 15 thal Currenty
s required by law. w calcuiating automabe cost-of-dnang increzses for noexed Fecetdr Drograms

= Percant of {otal i3bor force, mcluding 3rmed forces ressting i the J S

3 Thes mocator measures. unempioyment under State reguidr unemploymen! osurance 25 3 Jerceniage ot Iovered smpigymeat cer M
program. It does. noi include recents of extended benefits under that brgram

A Average rate on few. issues wilhin penod. On 3 bamh GISCOUNT hasis These XNOWCONS I5Same v Convennion. hal interest :aley RChe wrt
the rate of ntlation. They do not represent a forecast of mterest rates.

£

in the nonfarm business sector will grow at an average rate of
about 2% over the 1985-1990 period.

Although the annual rate of growth in the population over 18
should be about 1% for the next 5 years, the economic assumptions
call for an increase in employment substantially faster than that.
There are three reasons for this assumption.
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* The demographic and social trends that have already pro-
duced substantial increases in female labor force participation
are expected to continue for the remainder of the decade.

¢ The number of people in the prime working ages of 235 to 34
will grow quite rapidly. This will raise the average rate of
labor force participation for the total population.

* The total unemployment rate is assumed to decline gradually
between now and 1990.

It is also assumed that a substantially faster growth of productiv-
ity than prevailed in the 1970's will be achieved. A variety of
administration initiatives have helped foster a business climate
that favors increases in efficiency.

* The most important factor justifying an optimistic productivi-
ty assumption is the strength in capital spending that has
marked the recovery so far.

s Stable, moderate inflation has reduced uncertainty about
future price increases, encouraging investment and long-term
planning.

s Lower inflation expectations have helped moderate wage and
salary demands, and more flexible work rules and fewer
strikes have helped raise labor productivity.

» Deregulation of transportation, energy, and finance has in-
creased productivity in these sectors and lowered their rela-
tive prices, transmitting the benefits of deregulation and rais-
ing productivity elsewhere.

» Prime-aged workers between 25 and 54 make up an increas-
ing share of the total labor force, and their greater experience
should raise average labor productivity.

» The prospect of stable or declining oil prices for the next
several years is not only a boon to consumers, but should also
eliminate one of the main causes of the sudden shocks that
damaged productivity growth in the 1970’s.

* The increase in research and development investment since
the late 1970°s has produced a stream of new innovations that
will help to sustain productivity growth. Since 1978, the share
of GNP going to research and development expenditures has
increased 19%. '

* Cost-cutting measures by businesses are likely to continue,
spurred in part by foreign competition.

From the cyclical peak in the third quarter of 1981 to the fourth
quarter of 1984, output per hour in the private nonfarm business
sector increased at an annual rate of 29%. This period covers both
the severe recession of 1981-82 and the two subseg- uent years of
recovery. It is perhaps too soon to state conclusively that the poor
productivity performance of the 1970's is over, but this sustained
period of normal productivity growth certainly justifies a modest
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degree of optimism that the economy will be able to maintain 2%
productivity increases throughout the rest of the decade.

It is sometimes argued that the assumption that the economy
will resume. its average rate of productivity growth is too cautious.
The claim is made that the economy can grow faster than 4% a
year, that it is capable of 5% growth. or even more. After all, the
economies of the Pacific Rim are growing at least this rapidly, and
the U.S. grew nearly this fast for some of the time in the 1960's.
Why not assume that the administration’s policies will succeed in
achieving at least comparable growth during the rest of the 1980's?
It is, of course, impossible to prove that such rapid economic
growth could not happen, but there are good reasons to believe it is
highly unlikely.

» For 8 years following the trough of the 1960-61 recession, the
economy grew at an average annual rate of 4.9%. This is the
fastest the economy has grown in the postwar period for such
an extended interval, comparable to the time that will have
elapsed since the trough of the 1981-82 recession by the end of
the forecast interval in 1990. In the 1960’s, expansionary
fiscal and monetary boosted the growth rate, but they also
carried the economy past the threshold where it was possible
for the rate of inflation to remain stable. When the spending
boom began, the inflation rate was less than 2% a vear;
before the boom was over, it has nearly tripled. The virulent
inflation unleased by these irresponsible policies has only
finally been brought under control during the last 4 vears.

* The long-term economic assumptions already include an opti-
mistic projection of labor productivity growth. If it is
achieved, it will represent a major accomplishment following
the dismal productivity performance of the 1970’s, So far. the
evidence suggests that productivity may be returning to the
trend rate of increase assumed in the budget, namely, 2% a
year. But 2 years into the recovery there is no hard evidence
at all that it is approaching the much more rapid rates that
would be reguired for real GNP to grow at 59 a year or
faster.

* The recent investment boom is sometimes used to justify the
belief that a rapid surge of productivity growth is just around
the corner. However, net nonresidential fixed investment as a
share of Net National Product, although growing rapidly. is
only now returning to its postwar average following several
years when it was below its normal level. It is net investment,
rather than gross investment, that adds to the Nation's cap-
ital stock and contributes to productivity growth.

[Insert chart: NET INVESTMENT AS A SHARE OF
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NET NATIONAL PRODUCT]

On the other hand, it has been argued that the assumption of 4%
economic growth for the next few years is far too optimistic and
that a more reasonable guess about future growth would be a rate
of increase in real GNP of 3%, or even lower. However, this as-
sumes in the years ahead that the economy will not be able to

ach even its average level of performance in the earlier postwar

iod. Such caution would seem unduly pessimistic. The recovery
-at has occurred so far has been sparkling, and it is not unrealis-
tic to hope that further improvement in the unemployment rate
and a closer approach to normal capacity utilization are feasible. If
economic growth over the next few years proceeds at no faster
than 3%, then improvements in unemployment are likely to be
very gradual.

An economic growth rate of 4% for the next several years is
achievable with appropriate monetary and fiscal policies. Faster
growth might be achieved, temporarily, by pursuing irresponsible
policies to stimulate demand, but this kind of demand-led growth
could not be sustained, and the attempt to do so would be highly
inflationary.
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The administration assumes that the rate of inflation, as meas-
ured by the GNP deflator, will increase slightly to 4.3% in 1986,
and then decline gradually, falling to 3.2% in 1990. The adminis-
tration remains committed to the policy of inflation reduction that
has already produced significant results, and should continue to
produce them in the future. This would be a unique accomplish-
ment. The postwar era has not yet seen such a lengthy period of

interrupted economic growth without an acceleration in the rate
.f inflation. The key to this policy is the Federal Reserve's commit-
ment to a gradual and predictable reduction in the rate of growth
in the money supply.

It is also assumed that real interest rates will gradually return
to their long-term average levels by the end of the projection
period.

DEFICITS, DEBT, AND CAPITAL FORMATION

Despite the relatively strong 4% growth trend and the declining
interest rates incorporated in the assumptions. current services
budget deficits remain in the 3220-3240 billion range each year
through 1990. Increases in the Federal debt of this magnitude can
have important implications for the composition of private wealth
and for capital formation.

From the end of World War II until 1980, Federal debt became a
smaller and smaller share of total private wealth. This decline
occurred even though the Federal budget was in deficit most of the
years after World War II, and every year but one after 1960. The
reason for this decline is that the deficits were small enough so
that private saving and the revaluation of private wealth due to
inflation added to private wealth faster than the deficits added to
Federal debt. The recent large deficits, however, have caused a
sharp increase in Federal debt that has reversed the post-World
War 11 trend.

For the individual investor, Government securities and other
forms of investment are basically similar. For the economy as a
whole, however, there is a crucial difference. Except for Govern-
ment bonds, privately-held wealth is generally backed by some real
physical capital in the economy. Corporate bonds or corporate
stocks, for example, are backed by the capital investments of corpo-
rations. Similarly, bank certificates of deposit are backed by the
investment made by those borrowing from banks. In contrast, Gov-
ernment bonds are not backed by real capital, and do not represent
any increment in capital for society. Government debt is backed
only by the taxing power of the Federal Government.

Therefore, since savings used to purchase new Federal debt do
not represent additions to the economy's capital stock, those sav-
ings have an illusory quality. For the individual saver, buying
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Government bonds raises his or her private wealth, but, for the
economy as a whole, Government debt does not add to the total
capital stock of the economy. This is the essence of the crowding-
out problem. For a given level of private wealth, the more that is
accounted for by Federal Government debt. the less will be the
economy'’s total real capital stock.

In 1980, Federal debt accounted for about 6.2¢ of total private
ealth. By 1984, that figure had risen to 9.4¢%. If deficits were to
.ontinue at the levels projected on a current services basis, the
share of total private wealth accounted for by Government debt
would continue to grow rapidly. Thus far in this recovery, in spite
of the growth of Federal debt relative to private wealth, domestic
investment has not been crowded out. This has occurred partiv
because of the large net inflow of foreign savings. However; the
long-term prospect of continued healthy growth in the real capital
stock remains threatened unless the measures proposed in this
budget to reduce the growth in Federal debt are enacted.

SENSITIVITY OF THE BUDGET TO ECONOMIC
ASSUMPTIONS

Both receipts and outlays are strongly affected by changes.in
economic conditions. Budget estimates and projections, therefore,
are a function of the economic assumptions upon which they are
predicated, and are highly sensitive to changes in those assump-
tions.

The sensitivity of the budget aggregates to economic conditions
seriously complicates budget planning because forecasting the econ-
omy inaccurately leads to forecasting the budget inaccurately, and
economic forecasting is not an exact science. On the other hand,
the budgetary impacts of a specific change in an economic assump-
tion are generally fairly predictable. Therefore, an approximation
to how the budget aggregates would change. given a specific set of
thanges in the economic outlook, can be calculated using rules-of-
thumb.

Rules-of-Thumb.—In applying these rules, it is important to con-
sider the combined effects of all economic variables that change.
Many economic variables, such as real growth and the unemploy-
ment rate, are closely linked, and it may be unrealistic to assume a
change in one without taking into account an associated change in
the other. Again, if real growth changes, should the rate of infla-
tion be assumed to be higher, lower, or unchanged? Should interest
rates change? In a dynamic economy. the tendency is for a shock to
be transmitted to almost every aspect of economic performance.

The table below shows, in its first bank of figures. the effects on
receipts, outlays, and the deficit of a hypothetical sustained one
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percentage point higher rate of inflation, beginning January 1986.
It is assumed that real economic growth is unchanged, so that
nominal GNP growth must also be one percentage point higher.
Unemployment is assumed to be unchanged. With inflation a per-
centage point higher, interest rates are also assumed to be a per-
centage point higher. While nearly all receipts respond directly
and immediately to inflation, the outlay effects shown are limited
o those programs that respond automatically to inflation under
2urrent law, usually with a lag resulting from a cost-of-living ad-
justment procedure. Defense spending and Federal pay scales, for
example, are not adjusted. Therefore, by 1990, the gain in receipts
exceeds the increase in outlays by $23 billion. Were more catego-
ries of outlays adjusted for the higher inflation, the gap would
narrow, and possibly vanish.

The second bank of figures in the table shows the effect on the
deficit of assuming a rate of real economic growth one percentage
point lower than in the budget for the period 1986-30. No change in
the rate of inflation is assumed, so the rate of growth of nominal
GNP must also be a percentage point lower. Interest rates are
assumed to be unchanged, but the unemployment rate is assumed
to rise by 1 percentage point for each two percentage points that
the level of real GNP falls below its base path.

The third bank of figures shows the budget implications of com-
bining the first two banks of figures; that is, the effects of assum-
ing no change in the rate of growth of nominal GNP, but a shift in
the composition of that growth to one percentage point higher
inflation and one percentage point lower real growth. Interest rates
are assumed to be one percentage point higher, and the unempioy-
ment rate is assumed to be higher than in the base path in accord-
ance with the same relationship as used in the second bank of
figures. Except for some minor compounding effects, the third case
is essentially the sum of the first two. Also, the effects shown are
approximately symmetric, so that the effects of a percentage point
lower inflation and higher real growth would be of the same magni-
tude as shown in the table, but of opposite sign.

The foregoing abstracts from possible changes in the assumed
income share composition of GNP that would likely accompany any
changes in the rate of real growth, the inflation rate, or interest
rates. Because different GNP components such as wages and sala-
ries, nonwage personal income, and corporate profits are subject to
different taxes and tax rates, estimates of total receipts can be
significantly affected by changing the income shares. These rela-
tionships are too complex, however, to be reduced to simple rules-
of-thumb, and are not further considered here, although it is im-
portant to be aware of their existence.
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SENSITIVITY OF THE BUDGET TO RATES OF ECONOMIC CHANGE AND SHIFTS IN THE COMPOSITION
OF NOMINAL GNP

{Fiscal years, - tyilions of QoHars. Zurven! 3w 3asis)

1386 1387 1388 1589 390

Effect of a one percentage point change in annual.
nominal GNP growth rate resuiting from:
A one percentage point higher annual rate ot;
inflation (and interest rates) beginning fanuary :
1986:
Receipts
Qutlays.

Change in-deficit

A one -percentage point lower annual fate of real
growth beginning January 1986: :
Receipts
QUHYS. ..o e canresnasie s enesesssssesmsansasssesessss s sssns e

Change in deficit |

Effect of 3 one percentage point higher annual rate of :
inflation. (and interest rates) and 2 one percentage
paint lower annual rate of real growth, with no change
in the annual nominai GNP growth rate, beginning !
January 1986:

Receipts i
QOutlays i

Change in deficit , ‘ ‘ j

The final table of this section shows a disaggregated set of rules-
of-thumb for the effects on outlays of changes in the unemploy-
ment rate, in interest rates, in Federal pay levels, and in inflation
as it affects indexed programs subject to automatic cost-of-living
adjustments (COLAs) under current law. For these COLAs, the
effects are shown both on the basis of current law, and as they
would be modified under the budget proposals. These effects were
“scussed in more detail in the 1985 budget.

Changes in the Budget’s Sensitivity to Inflation.—Qver the years,
legislation has changed the automatic responses of the budget to
inflation. A prime example is the indexation of individual income
tax brackets, enacted in 1981, with the first adjustment effective
this year.

Previously, this tax was extraordinarily sensitive to inflation
because of “bracket creep.” With graduated rates and brackets
fixed in nominal terms, inflation pushed people into higher and
higher marginal tax brackets, increasing the percentage of their
income paid as income tax, even when their real income was
unchanged. As a result, a percentage point of inflation that in-
creased nominal personal incomes by a percentage point would
increase individual income tax receipts by 1.5%, with the '‘extra”
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SENSITIVITY OF THE BUDGET TO ECONOMIC ASSUMPTIONS

Fiscar years: 10 Dibions ot Jollars}

98 - 1586

1337

388

1389

1390

PRICES (EFFECT ON {NDEXED PROGRAM GUTLAYS)
Sustained one percentage point higher rate of
inflation beginning: :
Under current law: { :
January 1985 j : 12°
July 1988 . : 0.4:
Under proposed law:
January 1985 . 0.5
July 1985 :
(One-time one percentage point jump in price !
level occurring: i
Under current {aw:
January 1985 1
July 1985 I
Under prapased Taw:
January 1985 . La
July 1985 .
INTEREST RAYES {EFFECT ON NET INTEREST)
Sustained ane percentage point increase in
interest rates under budget policy deh i
cits, beginning: *
January 1. 1985
July 1. 1985
Effect of assuming no decline in interest rates '
from current levels i

b
w e

26"
26 -

207
16!

103

g

Hal A
o —

16.5

16.0

143
128

116
104

[ Y

o2 0o

23

18.1
18.0

INTEREST COST OF MIGNER FEDERAL BORROWING

Ettect of $100 billian borrowing in 1986 2 ... .. . 52!
UNEMPLOYMENT RATE : !
One percentage point higher rate begmnmg
January 1, 1985: , :
Unempltoyment Denetits..............ivevusrmsesirmicens i 2.
Other unemployment-sensitive outiays ........... : 1.0
FEDERAL PAY RAISES i
Qutlay effect of one percentage point increase | '
in October 1986: |
Military personnel i . :
Civiian emplayees: ‘ ‘ : i
Department of Defense SRR
Civilian agencies j ;
Employer share, employee retirement !

o w
v—‘ALAJ
Do —

~01

93

0.5

03
0.3

~0.1:

H

87

03!
04
01!

8.1

03
04
-0.1

3 Omits. increzse o recets due 1o Ngher Federal Reserve Sysiem depouits of sammgs.
2 Inciuces subseQuent mierest on Dorowing wcumed o pay for previous interest Zosts.

half a percent due to “bracket creep.” By adjusting the tax brack-
ets for inflation, indexation eliminates the extra half percent
“bracket creep,” limiting the rise in recexpts to the growth of

nominal income.

Over the years, legislation has provided for automatic annual
cost-of-living adjustments to benefits paid out under a growing
number of entitlement programs such as social security, Federal
employee retirement, and food stamps. The enactment of medicare
and medicaid as open-ended entitlements created a category of
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Federal program that is not explicitly indexed. but whose costs rise
directly with increases in prices charged for medical care. For still
other programs, such as aid to families with dependent children
and unemployment compensation, Federal costs are determined by
the actions of 50 State legislatures as they adjust benefits to reflect
inflation.

Policies of targeting a specific rate of real growth for the defense
'get have meant that the defense budget must be fully adjusted
inflation if the real growth target is to be achieved. Enactment

of Federal pay comparability was designed to index Federal em-
ployee pay scales to private sector pay, but the automatic adjust-
ments can be overridden by Presidential and congressional action.

With the responsiveness of receipts to inflation greatly reduced

from what it used to be and the responsiveness of outlays in-
creased, the deficit will not decline very rapidly due to continued
moderate inflation. Policy action, such as the spending ‘“‘freeze”
. proposed by the administration, are needed to reduce the deficit.

CHANGES IN THE BUDGET OUTLOOK SINCE LAST YEAR

The February 1984 budget projected 1.5% real GNP growth be-
tween the fourth quarter of 1983 and the fourth quarter of 1984. In
fact, growth was much higher than that in the first half of the
year, and significantly slower in the second half, with the 4-quarter
change coming to 5.3%, 0.8% above the forecast. Partly in conse-
quence, the unemployment rate in the fourth quarter of 1984 was
7.1%, 0.6 percentage points below the forecast of 7.7%.

The 4-quarter rise in the implicit price deflator for GNP, 3.7%,
was significantly below the forecast of 5.0%; partly in consequence,
the increase projected for 1985 has now been reduced from 4.7% to
4.3%. Overall, the 4-quarter change in nominal GNP, 9.2%, was
0.6% less than last year’s forecast of 9.83%, as lower inflation more
than offset higher real growth.

The 4-quarter rise in the Consumer Price Index; 3.6%, was 0.3

srcentage points lower than the 4.1% forecast, resulting in a
lower January 1985 cost-of-living adjustment to social security and
other indexed programs’ benefits than was projected last year.

Interest rates are now approximately at the levels forecast for
the first quarter of this year, although their average levels during
1984 were one or two percentage points above forecast. Forecast
errors for other economic assumptions bearing on the budget esti-
mates were generally relatively small.

Since 1984 economic performance did not deviate markedly from
expectation, it affords little basis for substantial change to the
1985-89 economic outlook. Indeed, the current assumptions for that
period are virtually the same as the assumptions used a year ago.
In consequence, the budget outlook, insofar as it is a function of
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COMPARISON OF FEBRUARY 1984 AND CURRENT ECONOMIC ASSUMPTIONS
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EFFECTS ON THE BUDGET OF CHANGES IN ECONOMIC ASSUMPTIONS SINCE LAST YEAR

{Fistal years. 0 Donons 3t 3oHars

.38 1386 1987 1988 389

Current budget estimates ! adjusted to February 1984
forecast:
Receipts.
Changes due to-economic assumptions:
Receipts -68 184 165} ~151 . ~il7
Qutiays: . ;
inflation T [ e
Unemployment ~25 -24; =1l 0.2 1
Interest rates 24 PRI ¥ 3 B 1 R
interest an changes in DOTTOWNG........co......ccceeceeeennnns

Total, outlays..

Decrease in deficit {4 ). ewveeesruammsormmrmemniiorsiiornane

Current budget estimates: 1
Receipts
Qutiays

Deficit ()
Addendum:
Change in deficit due to:
Actual 1984 economic performance............c....o. .
Change in the forecast for 1985-1989.
Percent due to 1984 economic performance..............

v includes outiays that are ofi-budget ynder current Ww. but 0roDOSE0 0. Je Juced Un-Duoget

economic assumptions, has changed relatively little since last year.
The major difference is due to slightly lower inflation in 1984 and
1985, which reduces both receipts and outlays in all subsequent
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years, making relatively small net increases in the projected defi-
cits.

Last year’s budget estimates reflected considerable improvement
in the economy and in the budget outlook since the preceding
budget. This did not compensate, however, for the large declines
that had by then occurred from the forecast in the March 1981
budget revisions, as shown below. In this context, the slight wors-
ning of the budget outlook since last year (primarily attributable
.0 lower than expected inflation) can be seen as a partial offset to
the degree of improvement projected last year.

EFFECTS ON THE DEFICIT OF CHANGES IN ECONOMIC ASSUMPTIONS SINCE MARCH 1981
1Fiscal years, - Difons 3t aoilars)

1982 1383 384 1985 986

Increase in_ deficit, March 1981-January - : f V
M0 18130 19170 e 2523

Decrease in deficit, January 1983-February ; : :
1984 NN 118 -293° =372 -1
increase i deficit, February 1984-February - .
1985

Net increase in deficit, - March ;
1981-February 1983 ..oocrrernrevnrrees | 700 135.5¢




THE WHITE HOUSE

WASHINGTON

July 9, 1985

MEMORANDUM FOR FRED F. FIELDING
FROM: JOHN G. ROBERT

SUBJECT: Draft Letter to Congressman Larry
Craig Regarding Balanced Budget

As discussed this morning. You should know that the Office
of Legal Counsel determined in 1979 that an Article V
convention could be limited to a particular issue., I did
not cite this opinion (copy attached) in the attached draft
memorandum, because it is little more than an ipse dixit
refuted by the history of the original Constitutional
Convention.

Attachment



THE WHITE HOUSE

WASHINGTON

July 9, 1985

MEMORANDUM FOR DAVID L. CHEW
STAFF SECRETARY
Orig. signed by FFF
FROM: FRED F. FIELDING
COUNSEL TO THE PRESIDENT

SUBJECT: Draft Letter to Congressman Larry
Craig Regarding Balanced Budget

You have asked for comments on a proposed letter from

the President to Congressman Larry Craig, stating that

the President does not object to "a limited Constitutional
Convention" called by the States for the purpose of propos-
ing a balanced budget amendment. It is my strongly-held
view that the President should not endorse the constitu-
tional convention procedure for proposing amendments to the
Constitution.

The convention route for amending the Constitution has never
been tried and is rife with legal uncertainties. One thing
that does seem clear is that the Executive has no formal
legal role to play in the process, just as the Executive has
no formal legal role in the other, more traditional method
of proposing amendments to the Constitution. See Hollings-
worth v. Virginia, 3 Dall. 378 (1798); Special Constitutional
Convention Study Committee, ABA, Amendment of the Constitution
by the Convention Method Under Article V, 25-28 (1974).

While the President has of course endorsed particular
proposed amendments, he has not, to my knowledge, endorsed
the untested convention method.

The principal difficulty with supporting "a limited
Constitutional Convention" is that it is unclear that any
convention called by the States pursuant to Article V could
be limited. Legal scholars are sharply divided on the
guestion, but it is important to recall that the original
Constitutional Convention was called "for the sole and
express purpose of revising the Articles of Confederation."
Once convened, the Framers went far beyond this limited
mandate. The product of their transgression has served us
well for almost two centuries, but the convening of another
constitutional convention would put the entire Constitution
at risk.



Perhaps a convention called pursuant to Article V could be
limited to the balanced budget issue, but who would enforce
such a limitation on the delegates? It would seem that
their authority would be paramount to that of Congress, and
it is reasonably well-established that the courts should
abstain from interfering in the amendment process. As
noted, the Executive has no formal role in that process. 1In
short, there is the very real danger of a convention called
for a limited purpose becoming a runaway convention, recon-~
sidering the entire Constitution. That is precisely what
happened in 1787, and I am not anxious to commemorate the
bicentennial of the Constitution by redoing the Convention,
particularly since Hamiltons, Madisons, and Jays seem in
short supply.

I recommend that the letter not be sent.

FFF:JGR:aea 7/9/85
cc: FFFielding
JGRoberts
Subj
Chron



THE WHITE HOUSE

WASHINGTON

July 9, 1985

MEMORANDUM FOR DAVID L. CHEW
STAFF SECRETARY

FROM: FRED F. FIELDING
COUNSEL TO THE PRESIDENT

SUBJECT: Draft Letter to Congressman Larry
Craig Regarding Balanced Budget

You have asked for comments on a proposed letter from

the President to Congressman Larry Craig, stating that

the President does not object to "a limited Constitutional
Convention" called by the States for the purpose of propos-
ing a balanced budget amendment. It is my strongly-held
view that the President should not endorse the constitu-
tional convention procedure for proposing amendments to the
Constitution.

The convention route for amending the Constitution has never
been tried and is rife with legal uncertainties. One thing
that does seem clear is that the Executive has no formal
legal role to play in the process, just as the Executive has
no formal legal role in the other, more traditional method

of proposing amendments to the Constitution. See Hollings-
worth v. Virginia, 3 Dall. 378 (1798); Special Constitutional
Convention Study Committee, ABA, Amendment of the Constitution
by the Convention Method Under Article Vv, 25-28 (1974).

While the President has of course endorsed particular
proposed amendments, he has not, to my knowledge, endorsed
the untested convention method.

The principal difficulty with supporting "a limited
Constitutional Convention™ is that it is unclear that any
convention called by the States pursuant to Article V could
be limited. Legal scholars are sharply divided on the
question, but it is important to recall that the original
Constitutional Convention was called "for the sole and
express purpose of revising the Articles of Confederation.”
Once convened, the Framers went far beyond this limited
mandate. The product of their transgression has served us
wvell for almost two centuries, but the convening of another
constitutional convention would put the entire Constitution
at risk.



Perhaps a convention called pursuant to Article V could be
limited to the balanced budget issue, but who would enforce
such a limitation on the delegates? It would seem that
their authority would be paramount to that of Congress, and
it is reasonably weli-established that the courts should
abstain from interfering in the amendment process. As
noted, the Executive has no formal role in that process. 1In
short, there is the very real danger of a convention called
for a limited purpose becoming a runaway convention, recon-
sidering the entire Constitution. That is precisely what
happened in 1787, and I am not anxious to commemorate the
bicentennial of the Constitution by redoing the Convention,
particularly since Hamiltons, Madisons, and Jays seem in
short supply.

I recommend that the letter not be sent.

FFF:JGR:aea 7/9/85
cc:  FFFielding
JGRoberts
Subij
Chron
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Document No.

WHITE HOUSE STAFFING MEMORANDUM

DATE: 7/8/85 ACTION/CONCURRENCE/COMMENTDUEBY: _ C.0.b. July 9th
SUBJECT: Draft Letter to Congressman Larry Craig
ACTION FY1 ACTION FY}

VICE PRESIDENT O 0O  LACY o 0
REGAN O \g¥  McFARLANE o 0O
STOCKMAN 2 O  OGLESBY & O
BUCHANAN O~ O  ROLUNS & O |
CHAVEZ \g/ 0  RYAN o O
CHEW 0P @SS SPEAKES o o
DANIELS 0 &  SPRINKEL o 0O
FIELDING “==——mm————ul3p/” 0  SVAHN v’ o
FRIEDERSDORF v O TUTTLE o O
HENKEL O O O O
HICKEY o O O O
~ HICKS O O O O
KINGON o’ O o o

REMARKS: Attached is a proposed letter to Congressman Craig indicating that
the President does not object to a constitutional convention as a
means of securing a balanced budget amendment to the constitution.
Any questions about the letter should be addressed to Mitch Daniels.

RESPONSE:

%5 JUL -8 T 34T

David L. Chew
Staff Secretary
Ext. 2702



SAMPLE DRAFT LETTER TO CONGRESSMAN LARRY CRAIG

Dear Larry:

I am writing to acknowledge the leadership contributed by members
of Congressional Leaders United for Balanced Budget (CLUBB) in
advancing the course of a balanced budget amendment to the
Constitution. I have observed closely your activities both in
Washington and in state legislatures around the country, and I am
grateful to you for your hard work on both fronts.

In the ideal case, Congress would have acted long ago to respond
to the overwhelming public opinion favoring an amendment. Over
the years, it has become obvious that the current Congress will
vote to limit its own spending only under the most intense
pressure. Absent the state petition drive, the balanced budget
amendment would have continued to languish without serious
consideration.

I am not amono those who are alarmed by the resolutions calling
for a limited Constitutional Convention should Congress refuse to
act. The state petition process, with its many safeguards, was
written into the Constitution precisely for situations in which
Congress refuses to respond to the will of the people. Moreover,
the reaction of Congress to those petitions already received
suggests that Congress would ultimately submit an amendment to
the states before ailowing a Convention to occur.

Please relay my thanks to each of your fellow CLUBB members, and
keep up the good work. Together we will accomplish a reform of
great benefit for all future generations of Americans.,

Sincerely,

Ronald Reagan



THE WHITE HOUSE

WASHINGTON

January 16, 1986

MEMORANDUM FOR TOM GIBSON
SPECIAL ASSISTANT TO THE PRESIDENT
DIRECTOR, PUBLIC AFFAIRS
‘ N
FROM: JOHN G. ROBERTS | / A% (__
ASSOCIATE COUNSEL ‘TO"THE PRESIDENT

SUBJECT: Draft Talking Points on
Additional Budget Themes

Counsel's Office has reviewed the above-referenced draft talking
points, and finds no objection to them from a legal perspective.

cc: David L. Chew
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Document No.

WHITE HOUSE STAFFING MEMORANDUM

DATE: 1/16/86

ACTION/CONCURRENCE/COMMENT DUE BY:

1:30 TODAY

SUBJECT: DRAFT TALKING POINTS ON ADDITIONAL BUDGET THEMES

VICE PRESIDENT
REGAN

MILLER
BUCHANAN
CHAVEZ

CHEW

DANIELS

HENKEL
HICKS
KINGON
LACY

REMARKS:

Please submit any comments directly to TOM GIBSON by

FlELDlN@—————?

ACTION FYI
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POINDEXTER
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STEELMAN
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THOMAS
TUTTLE

GIBSON

ACTIO
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1:30 this afternoon, with an information copy to my

office.

Thanks.

RESPONSE:

David L. Chew

Staff Secretary
Evt 97707



THE 1987 BUDGET: NATIONAL DEFENSE PRESERVED

Status of Restoring America's Security

O

During the 1970s, the United States seriously underfunded
defense programs.

- From 1970 to 1981, U.S. defense spending declined
nearly 20 percent in real terms.

- As a percentage of the GNP, defense spending declined
to 5% by 1978, from a level of about 9% during the
1950s and early 1960s.

- During the 1970s, the Soviet Union outpaced our defense
spending effort by about 50 percent.

In the past five years of the Reagan Administration, we have
reversed this alarming decline in defense and have made
significant progress in strengthening our military
capabilities. We now possess the most effective American
military we have ever had in peacetime.

Why Not Cut Defense?

o]

Providing for America's security is the unique obligation of
the federal government. No other American institution can
spend on national defense.

In contrast, most domestic programs targeted for reductions
can be effectively performed by the private sector, or by
state or local governments -- which together ran a multi-
billion dollar budget surplus in 1985.

The choice presented in the President's budget is clear:

preserving defense, or turning back the clock to the late
1970s, when half of our planes couldn't fly and our Navy's
ships couldn't sail for lack of parts and trained support.

The President agreed to a pause in rebuilding our defenses
last year, as part of a budget compromise with the Congress.
The compromise was intended to provide zero real growth for
defense in FY 1986.

Congress actually provided less than zero real growth for
defense *- and with the additional Gramm-Rudman-Hollings
automatic reductions for FY 1986, defense will decline about
5 percent in real terms. '

With all of the talk about Defense spending growth, the
Defense budget, as a percent of GNP is still low. It is now
about 6% -- well below the 9.7% of 1960, and smaller than in
any year of the Kennedy-Johnson administration.



-2-

Moreover, Soviet military expansion continues -~ the current
Defense budget of the Soviet Union consumes 15% of their

GNP.

An abrupt turnaround in Congressional support for essential
defense spending would simply result in false economies --
and jeopardize national security interests:

On

Stop-and-go procurement and stretch-outs are extremely
expensive. We end up with less eqguipment at much
higher costs per item.

In many cases personnel would not be available to run
military equipment already approved by Congress;

Maintenance would suffer, training would deteriorate,
and crew proficiency would be undermined;

The reduced quality of life for service personnel would
hurt morale and increase turnover. Higher turnover
means higher training costs for raw recruits.

defense, the President has already given at the office.



THE 1987 BUDGET: MEETS GRAMM-RUDMAN-HOLLINGS TARGETS, INTELLIGENTLY

Contrary to widespread misunderstanding, Gramm-Rudman-Hollings
does not dictate how or where cuts in federal spending will
occur. It 1s a process, now the law, that will force the
federal government to meet specific deficit reduction targets
en route to a balanced budget in FY 1991.

Gramm-Rudman-Hollings wili be triggered only if Congress
abdicates its Constitutional responsibility and fails to
pass a budget that meets those targets.

Why Pass the Administration's Budget?

O

The Administration's Budget for FY '87 is a reasoned and defensibl
determination of what federal spending priorities should be.

- Preserves social spending for the needy;

- Preserves spending for health, safety, and other
services that benefit the general population (air
traffic controllers, OSHA inspectors, drug interdiction
efforts, AIDS research, etc.);

- Preserves spending to restore America's defense capability,
a function performed only by the federal government; and

- Removes the government from activities that have
outlived their usefulness, or which the government has
no business undertaking.

The President's FY 1987 budget will meet the $144 billion
deficit target required under Gramm-Rudman-Hollings =--
without raising taxes. .

The President's budget looks forward to America's future.
America's government should be lean and efficient -- to
match the spirit and drive of the American people. Surplus
property, antique agencies that serve no useful purpose, and
the massive overspending intended to placate the special
interests, should be shed.

Alternatives to the President's budget are unacceptable:

1) Higher taxes. The President will oppose higher taxes
because they will choke off the record economic growth
and job creation that have characterized "Reaganomics"
for the last 39 months. '

2) Arbitrary cuts under the automatic process of
Gramm-Rudman—-Hollings. Across-the-board cuts would
result in jeapordizing priorities along with programs.



THE 1987 BUDGET: SOCIAL SECURITY AND
ESSENTIAL SPENDING FOR THE NEEDY PRESERVED

o} The President will submit a FY 1987 budget that meets the
$144 billion deficit target without cuts in Social Security
or cuts in essential programs for the truly needy.

Social Security

o) The President has long believed that revenues and
expenditures under the Social Securityv system bear no
relation to the size of the federal deficit. The system is
separate from the rest of the federal budget and, in 1985,
ran a surplus.

o Gramm-Rudman-Hollings properly exempts Social Security
benefits from automatic spending cuts.

Essential Spending for the Needy

o Within an overall climate of fiscal responsibility, the
Reagan Administration will help meet the needs of
individuals by insuring against loss of income resulting
from retirement, disability, death, or unemplovment of a
wage earner, and by assisting the truly needvy who are unable
to provide for themselves.

o The President believes that this commitment to programs in
the social safety net transcends differences of ideoclogy and
partisanship. Overall, "safety net"” spending (including
Social Security and unemployment insurance) is up $63 billion
since 1981,

o For those who choose to measure “fairness" in budget terms,
the Reagan budget will propose spending over $2.5 trillion
on human needs over the next five years -- significantly
more than will be spent for defense over the same period.

o Moreover, state and local governments will spend about
times as much as the federal government on social programs
over the next five years.

o Not every federal program defended in the name of the
disadvantaged can or should be considered essential. The
President's FY 1987 budget will propose management reforms
and efficiencies that will trim costs, improve service
delivery, and help ensure that tax dollars are spent on
essential programs to aid the truly needy.



THE 1987 BUDGET: NO TAX INCREASES

o The President will submit a FY 1987 budget that hits the
$144 deficit target without new taxes.

o In 1984, one candidate spoke of the need for sharply higher
taxes to close the deficit gap. The other candidate, Ronald
Reagan, swept to reelection with a 49-state mandate to curb
government spending through fiscal restraint.

Higher Taxes No Cure

o Reducing the deficit through tax hikes would impose
substantial new tax burdens on American households. For
example, assuming no spending reductions, a $50 billion tax
increase would be needed to achieve the FY 1987 deficit target.

o A tax increase of this size would increase the total tax
burden by over $500 on the average American household, or
increase personal income taxes for every taxpayer by about
12 percent this year.

o If only $25 billion of the deficit savings were to come from
increased personal income taxes, the total income tax burden
on the average familv of four would increase $248.

o As experience has proven, higher taxes reduce incentives for
Americans to work, save and invest == thus choking off the
creation of new jobs.

o The Reagan economic agenda has put more than 9 million
additional Americans to work since November 1982. That is
more job creation than our European allies, with their high
personal and business taxes, have been able to provide their
citizens in the past decade.

Revenue Holding Steady

o The Reagan tax cuts did not cause the deficit. Federal tax
revenues, which had soared to a record 21 percent of GNP in
the final year of the previous administration, have been
stabilized at about 19 percent of GNP -- right in the
18-19 percent range that prevailed from 1952-1979.

(o} Federal spending has gotten out of hand. While taxes have
remained relatively unchanged as a share of GNP, spending
has steadily increased to 25% of GNP in 1985 -- up substantially
from the 20.5 percent average of 1964 through 1979.

o For every extra dollar a prosperous America has sent to
Washington in the past four years, the federal government
took that dollar and spent an additional dollar. From
FY 1981 to FY 1985, total revenues increased by 22 percent,
while, despite the President's efforts to rein in federal
spending, total spending increased by 39 percent.




THE WHITE HOUSE

WASHINGTON

January 17, 1986

MEMORANDUM FOR TOM GIBSON
SPECIAL ASSISTANT TO THE PRESIDENT
DIRECTOR, PUBLIC AFFATI

FROM: JOHN G. ROBERTS
ASSOCIATE COUNS TO THE PRESIDENT

SUBJECT: FY '"87 Budget Themes

Counsel's Office has reviewed the above-referenced budget
materials, and finds no objection to them from a legal
perspective.

cc: David IL.. Chew
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