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The Federal Budget
In our review of the State of the Union message {Re-

search Reports, January 13, 1964) we characterized it
as one of the most significant such messages in recent
years if taken at face value, which we indicated we were
doing "'for the time being." We said that the outstand-
ing feature of the message was the President's commit-
ment to restrict Federal expenditures in fiscal 1965 to
S97.9 billion, which would involve a projected deficit of
$4.9 ibillion, about half of that estimated for fiscal 1964.

Now that the President has submitted his budget in
detail to Congress, a careful analysis of its principal parts
and supporting data reveals the wisdom of having limited
our earlier comments by the phrase "for the time being."
Without analyzing the budget in all its details, several of
its larger items appear to be so conspicuously unreason-
able as to cast serious doubt on the probability that the
estimated deficit will be as small as the President has in-
dicated.

Perhaps the most unrealistic feature of the entire bud-
get is the estimate of receipts from individual income
taxes equal to $48.5 billion and accounting for more than
half of all budgeted receipts. This amount is $1 billion
more than the estimated receipts for the 1964 fiscal year
to end next June 30. In the absence of tax reductions,
such as those contemplated by the Administration in the
tax bill now before Congress, the estimate might be jus-
tified. However, according to those responsible for pre-
paring the budget estimates, prompt enactment of the
tax bill now before Congress would result in a tax savings
to individuals approximating $8.9 billion.

By subtracting this amount from the anticipated amount
of individual income taxes in fiscal 1964 and comparing
receipts thus reduced with receipts from individual in-
come taxes budgeted for fiscal 1965, we obtain the amount
by which receipts from this tax source will have to in-
crease in fiscal 1965 to equal those budgeted. This com-
putation is tabulated as follows on the basis of data re-
ported in the President's budget message:

Billions
Individual income tax receipts, 1964 $47.5
Tax savings to individuals 8.9

Reduced receipts (1964 income basis) $38.6
Amount by which 1965 receipts will have

to increase 9.9

Budgeted individual income tax receipts,
1965 $48.5

Thus, according to the Administration's figures, tax-
able personal income would have to increase in fiscal
1965 by enough to yield $9.9 billion more in tax re-

ceipts to the Government. If it is assumed that such
an increase would be subject to an average tax rate of
30 percent, then taxable personal income in the 12 months
ending June 30, 1965, would have to exceed that of the
12 months ending next June 30 by $33 billion.

In November 1963 total personal income was at an an-
nual rate of $473 billion. If the 1961 ratio of taxable to
total income (nearly 44 percent) obtained in November
1963, then the November annual rate of taxable personal
income was approximately $205 billion. If individual
income taxes in fiscal 1965 are to yield the amount in-
dicated in the President's budget, and assuming an aver-
age tax rate of 30 percent, then personal taxable income
in fiscal 1965 will have to equal $238 billion ($205 bil-
lion plus $33 billion). Taxable income at this level
would be about 16 percent or one-sixth more than that
of late 1963.

We are not prepared to make an accurate estimate of
probable personal income tax receipts of the Govern-
ment in fiscal 1965. However, on the basis of the avail-
able data, we believe that, as a rough guess, individual in-
come taxes in fiscal 1965. under the most favorable condi-

SUMMARY OF THE FEDERAL BUDGET

Fiscal Years 1963-65
(In billions of dollars)

Actual
Receipts

Individual income taxes
Corporate income taxes
Excise taxes
Estaite and gift taxes
Customs
Misceilaneous receipts
Interfund transactions

Total receipts

Expenditures
National defense
International affairs and finance
Space research and technology
Agriculture and agricultural resources
Natural resources
Commerce and transportation
Housing and community development
Health, labor, and welfare
Education

Veterans benefits and services
Interest
General government
Allowance for attack on poverty
Allowance for civilian pay comparability
Allowance for contingencies
Interfund transactions

Total expenditures

Estimate

1963
47.6
21.6
9.9
2.2
1.2
4.4

- 0.5

86.4

52.8
2.6
2.6
7.0
2.4
2.8

- 0.1
4.8
1.2
5.2

10.0
2.0
0.0
0.0
0.0

- 0.5

92.6

1964
47.5
23.7
10.2
2.3
1.3
4,1

- 0.7

88.4

55.3
2.4
4.4
6.1
2.5
3.2

- 0.2
5.5
1.3
5.4

10.7
2.2
0.0
0.0
0.2

- 0.7

98.4

1965
48.b
25.8
11.0
2.7
1.5
4.1

- 0.6

93.0

54.0
2.2
5.0
4.9
2.6
3.1

- 0.3
5.8
1.7
5.1

11.1
2.2
0.2
0.5
0.3

- 0.6

97.9
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tions probable, could reasonably be expected to increase
by not more than half the amount assumed in the Presi-
dent's budget. If our guess proves to be correct, receipts
from individual income taxes will be roughly $5 billion
less than the $48.5 billion shown in the budget. This is the
largest of several discrepancies we find in the budget,
which collectively suggest that the deficit might well be
more than twice that now indicated.

Although the estimate of receipts from corporation
income taxes seems to be optimistic, it is believed to be
more reasonable than the estimate for individual income
taxes. The estimated increase of $2.1 billion in cor-
poration income taxes to $25.8 billion is the same as the in-
crease from fiscal 1963 to fiscal 1964. In the absence of
better information, we think that the scheduled advance
in payments of the current year's corporate income taxes
due each quarter may roughly offset, for a few years,
decreases in corporate income taxes due to lower tax
rates. This acceleration is a means of collecting in any
one year more than the tax accruals of a single year. It
is available as a temporary source of increased revenue
because of the earlier practice of paying partly in the
following year taxes due on the income of a given year.
When the proposed plan of corporate tax payments be-
comes fully effective, these taxes will be paid almost cur-
rently, and the benefits of this hidden source will no
longer be available. Presumably rates of taxation would
have to be increased (or reductions otherwise possible
foregone) in order to compensate for this lost source of
revenue.

Excise taxes, which have been increasing at an annual
average rate of $0.3 billion since fiscal 1960, are estimated
to increase $0.7 billion from fiscal 1964 to fiscal 1965.
This increase is based partly on the assumption that Con:

gress will not only continue in force all excises due to
expire at the end of June but also will increase excises
on jet fuel, general aviation fuel, and fuel used in inland
waterway transportation. Inasmuch as passage of these
tax increases seems improbable in an election year and
because the increases of 1960 to 1964 have been in years
of expanding business activity, the Administration's esti-
mate of a $0.7 billion increase seems excessive by at least
$0.4 billion.

Two other items of receipts seem to us to be estimated
un justifiably high as judged by recent trends. These are es-
tate and gift taxes and customs, respectively estimated to
increase $0.4 billion and $0.2 billion. Estate and gift
taxes increased $0.1 billion from 1963 to 1964 and at an
annual average rate of $0.3 billion from fiscal 1960 to
fiscal 1964. If the 1965 increase is an average of these
two rates, it will be $0.2 billion, indicating an overesti-
mate of !$0.2 billion in estate and gift taxes. Customs
receipts increased $0.1 ibillion from fiscal 1963 to fiscal
1964 and by that same amount as the annual average
from fiscal 1960 to fiscal 1964. We see no reason for
expecting that customs receipts will increase by a greater
amount in fiscal 1965. Accordingly, we believe that
customs receipts for fiscal 1965 have been overestimated
by $0.1 billion.

If these amounts by which budgeted receipts of the
Government in fiscal 1965 appear to be overestimated
are added, we find that total budgeted receipts for fiscal
1965 are some $5.7 billion in excess of probable receipts
under continued favorable economic conditions. If busi-
ness activity contracts during the calendar year 1964 or
soon thereafter, actual receipts would fail by more than
$5.7 billion to equal those budgeted for fiscal 1965.

Because expenditures are much more closely related lo
politics than are receipts, estimates of expenditures do
not lend themselves so readily to analysis. Nevertheless,
several categories of expenditure seem to warrant com-
ment. Admirable as is the $1.2 billion reduction in the
amount budgeted for agriculture and agricultural re-
sources, attainment of this goal is considered highly doubt-
ful by persons familiar with the intricacies of the farm
programs. About half of the reduction would derive
from savings in the sales of surplus crops for the Food
for Peace program; the other half would come from a
lower cost of supporting farm prices, and would depend
on passage of farm legislation that Congress thus far
has viewed with little enthusiasm. A more realistic es-
timate of savings here, especially in this election year,
would seem to be not more than $0.2 billion, indicating
an understatement of expenditures equal to $1 billion.

Similarly, amounts allotted to natural resources, to
commerce and transportation, to housing and community
development, and to health, labor and welfare, all seem
small in relation to amounts spent in earlier years or to
commitments proposed in these areas. Although we have
no adequate basis for estimating how much each is under-
estimated, we believe that actual expenditures for these
categories may exceed those budgeted by at least $1
billion.

The $1 billion by which the probable cost of these pro-
grams is believed to have been underestimated added to
the $1 billion probable underestimate in cost of the farm
programs equals $2 billion. This seems to be a reason-
able approximation of the amount by whidh actual ex-
penditures in fiscal 1965 will excede those budgeted.*
If this total is added to the $5.7 billion by which budget
receipts for fiscal 1965 appear to have been overestimated,
we conclude that, even under favorable economic condi-
tions, the Federal deficit for ifiscal 1965 will be some $7.7
billion greater than the $4.9 billion estimated by the Pres-
ident, or about $12.6 billion.

We conclude that the budget estimates offered by the
Administration are unrealistic and therefore deceptive.
In our opinion, more probable than halving the. 1964
deficit, now estimated at $10 billion, is a somewhat larger
deficit.

The President's Economic Report
As expected, President Johnson's Economic Report to

Congress was predicated on the assumption that Con-
gress would promptly reduce the income tax in accord-
ance with his request. "With the tax cut, the state of
business confidence is strong," he said. "But, without
the tax cut * * * dashed expectations could turn expan-
sion into recession."

In urging so strongly that taxes be reduced, the Presi-
dent and his advisers have assumed that without the
tax reduction a recession would be imminent. "Clearly,"
he observed, "by enabling us to avoid a recession, the
tax cut will pay us a handsome quick bonus quite apart
from its basic long-run benefits." The President and
his advisers promise great things indeed from the tax

*A budgeted expenditure that is conspicuous beoause of its nega-
tive amount is the —$0.3 billion for housing and community de-
velopment. The su'btractive nature of this item results from
the Administration's plan to sell off some $0.7 billion of housing
mortgages. Sudh a transaction, poorly timed for a mortgage
market already affected by numerous Federal Housing Admin-
istration foreclosures, seems to us to be an overoptimistic assump-
tion.
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legislation: "The tax cut will give a sustained lift, year-in
and year-out, to the American economy * * * [and the
gains from it] will at long last lead to a balanced budget
in a balanced economy at full potential." We consider
such unqualified assertions, obviously based on the Key-
nesian notions, to be scientifically unwarranted.

The President said, "I shall not hesitate to draw public
attention to major actions by either business or labor that
flout the public interest in noninflationary price and wage
standards." After expressing his concern over certain
recent price increases, "especially in manufactured goods,"
the President pointed to "a 44% increase in corporate
profits in less than three years" as a reason why "infla-
tionary price ris>s" would not be warranted. Apparent-
ly he and his advisers think of inflation as merely a mat-
ter of rising prices rather than as an unjustified increase
in the amount of purchasing media in use, which would
be the cause of a general price rise. To admonish busi-
ness and labor to refrain from price and wage increases
while the Government continues to resort to unsound fis-
cal and monetary policies reveals a singular lack of un-
derstanding of the inflation process.

As for the "problems of our working people," the
President recommended that a commission (be established
to study the ibenefits and human costs of automation; that
labor markets be made more efficient, and that training,
placement, and counseling services be improved; that un-
employment insurance coverage be extended and benefits
increased; that the coverage of the Fair Labor Standards
Act be extended, especially with reference to overtime;
that the workweek should not be reduced to 35 hours, as
some labor leaders have been proposing; and that legis-
lation be enacted to authorize "higher overtime penalty
rates" in order to "create more jobs." Although space
does not permit an evaluation of each of these recom-
mendations, they are about what one would expect from
President Kennedy's successor in view of the fact that he
has retained the same staff of economic advisers.

President Johnson dwelt also on the desirability of ex-
panding foreign trade, the problem of agricultural produc-
tivity, assistance to cities in modernizing mass trans-
portation facilities, the desirability of "speeding the de-
velopment and spread of new technology," and extension
of the Government's housing and community develop-
ment programs.

Especially significant were his comments on monetary
policy. He said: "A strong upswing in the economy
after the tax cut need not bring tight money or high in-
terest rates * * * *. It would be self-defeating to cancel
the stimulus of tax reduction by tightening money." How-
ever, he went on to say, "But monetary policy must re-
main flexible, so that it can quickly shift to the defense
if, unexpectedly, inflation threatens or the balance of pay-
ments worsens."

Part of the Report was devoted to the "unconditional
war on poverty in America" that the President had de-
clared in his State of the Union message. He referred
again to his estimate that a fifth of the Nation lives in
poverty. This, of course, raises questions as to what con-
stitutes poverty and where the line should be drawn be-
tween conditions that properly can be called poverty and
those that cannot. We shall discuss the problem of de-
termining the extent of poverty in the United States in
a subsequent issue of the Research Reports.

What the Indicators Say
Among the leading indicators, floor area represented

by industrial and commercial building contracts de-
creased sharply in November but was estimated to have
increased again in December.

Among the lagging indicators, labor cost per unit of
manufacturing output was unchanged in November, as re-
vised, and was estimated to have increased slightly in
December.

The leading indicators, by a narrow margin, still fore-

cast business expansion.

PRICES
Commodity Prices

1963 1964
Index Jan. 27 Jan. 20 Jan. 27

Spot-market, 22 commodities 250 254 254
Commodity-futures 308 322 316
Steel-scrap $27.83 $28.83 $28.83
Note: The indexes are, respectively, those of the U.S. Bureau of
Labor Statistics, Dow-Jones, and Iron Age. The spot-market and
futures indexes are converted so that their August 1939 daily aver-
ages equal 100. The steel-scrap index is a composite price for
No. 1 heavy melting scrap.

DEMAND
Department-Store Sales

Sales of department stores reporting to the Federal
Reserve banks compare with those of corresponding pe-
riods a year earlier as follows:

Period Percent Change
Week ended January 25 + 17
Four weeks ended January 25 +8
Year ended January 25 -f 4

SUPPLY
New Consumer Goods Per Capita

Our index of new consumer goods produced per capita
for December was 1 percent less than that for November
but 5 percent more than the index for December 1962.

This index provides a measure of the portion of the
Nation's industrial output that is or will be available for
consumption by individuals. Such output comprises about
one-third of total industrial production; it also includes
residential construction but excludes the production of in-
termediate materials, capital goods, and defense equip-
ment.

Before adjustment for population changes, seasonally
adjusted consumer goods production in December was 1/2
of 1 percent less than that in November but 6 percent more
than that in December 1962. The December decrease
was largely the result of a decrease of about 3 percent
in seasonally adjusted residential construction, which com-
prises one-quarter of our index of new consumer goods
production. Among the remaining components of new
consumer goods production, which together increased
only 1/2 of 1 percent in December, automobile production
decreased slightly from the November level but was 9
percent more than that in December 1962. Production
of consumer staples, including foods, toiletries, reading
material, and fuel, increased about 1/2 of 1 percent, while
that of home gcods and apparel increased almost 1 per-
cent, from November levels; December production of these
two major components of the index was aibout 5 and 7
percent more, respectively, than production in Decem-
ber a year earlier.

The Federal reserve Board's combined index of con-
sumer durable goods production, including automotive
and durable home goods, was 1/4 of 1 percent more for
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December than that for November, and 8 percent more
than the index for December 1962. The December com-
bined index of consumer nondurable goods production,
including apparel and staples, was slightly more than
that in November but was 5 percent more than the in-
dex for December a year earlier.

The residential construction component of our index
decreased 3 percent from November to December, but
was still 6 percent more than that for December 1962.
Building permits and the value of construction contracts
recently awarded suggest that residential construction will
increase further in early 1964, despite evidence of over-
building and increasing numbers of foreclosures in many
localities.

Further moderate increases are expected in our index
of new consumer goods per capita.

Industrial Production
Production of steel, automobiles, electric power, and

lumber (1) in the 1- and 4-week periods ended on the
indicated dates in the current year and (2) in the cor-
responding periods of earlier years was as follows:

Steel
Ingots—million tons

1 week: January 25
4 weeks: January 25

Automobiles
Vehicles—thousands*

1 week: January 25
4 weeks: January 25

Electric Power
Kilowatt-hours—billions

1 week: January 25
4 weeks: January 25

Lumber
New York Times Index

1 week: January 18
4 weeks: January 18

1929

1.16
4.32

107
376

1.7
6.7

145
146

1932

0.43
1.54

30
112

1.6
6.3

39
41

7957

2.50
9.98

178
653

12.4
49.0

132
110

1961

1.47
5.81

123
479

15.4
59.1

117
101

1963

1.86
7.57

192
733

18.3
70.8

124
126

1964

2.21
8.50

228p
815/>

18.6
75.0

140
116

* Cars and trucks in the United States and Canada.
p Preliminary.

BUSINESS
Business Failures

Liabilities of business failures totaled $68,427,000 in
December, a decrease of 74 percent from the November

BUSINESS FAILURES: NUMBER AND LIABILITIES

BY TYPE OF BUSINESS

Decemiber 1962 and 1963
Number Liabilities*

December Percent December Percent
Businesses

Mining & mfg.
Wholesale trade
Retail trade
Construction
Com. service

All 'businesses
* In millions of

1962
181
104
497
219
100

1,101
dollars.

1963
176
100
433
198
91

998

Change
- 3
- 4
- 1 3
- 1 0
- 9

- 9

1962
20.6
10.3
22.8
18.8
8.8

81.3

1963
22.6
11.2
16.9
14.0
3.7

68.4

Change
10
9

- 2 6
- 2 6
- 5 7

- 1 6

total and 16 percent from that of December 1962. Our
6-month moving average of seasonally adjusted failure
liabilities was $120,960,000 at the end of October; this
average was 2 percent less than the record average
reached in the preceding month.

The proportions of failure liabilities in the various di-
visions of trade and industry, expressed as percentages
of the monthly aggregates, changed from November to
December as follows: mining and manufacturing down
from 75 to 33; retail trade up from 10 to 25; wholesale
trade up from 5 to 16; construction up from 8 to 20; and
commercial service up from 2 to 6. December failure
liabilities in these divisions decreased from their amounts
in December 1962 by the following percentages: mining
and manufacturing 3, wholesale trade 4, construction 10,
retail trade 13, and commercial service 9. Liabilities
per failure averaged $68,560 in December, compared
with $85,660 in November (after excluding the Allied
Crude Vegetable Oils bankruptcy) and with $73,819 in
December 1962.

The number of failures in December was 998, or 10
percent less than the November total and 9 percent less
than the number in December 1962. The Decemiber num-
ber of failures decreased from that in November in all
divisions of trade and industry except construction (un-
changed) iby from 6 to 29 percent. The same downward
trend in the number of failures continued in January,
when the total for the 4 weeks ending January 23 was 8
percent less than the corresponding number last year.
Dun's Failure Index, seasonally adjusted and expressed
as an annual rate per 10,000 active enterprises, was 51.2
in December, compared with 55.1 in November and with
56.0 in December 1962.

The number of failures in 1963 decreased by 9 percent
from the 1962 total, matching the rate of decrease from
1961 to 1962, but total failure liabilities for 1963 in-
creased 11 percent over the 1962 total. Much of the
increase in liabilities was attributable to the increased
number of businesses failing whose liabilities exceeded
$100,000; one of these alone accounted for about an
eighth of the year's total estimated losses. In the last 2
years, such large failures have increased greatly in num-
ber from 96 in 1961 to 134 in 1962 and to a peak of 151
in 1963.

As a leading indicator of business-cycle changes, liabil-
ities of business failures, which are at or near alltime
record levels, warn of future business difficulties.

American Institute for Economic Research is a non-
political, noncommercial organization engaged in impar-
tial economic research.
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