
Published Weekly by

AMERICAN INSTITUTE
for ECONOMIC RESEARCH
Great Harrington, Massachusetts 01230

RESEARCH
REPORTS

Vol. XLIX No. 14 April 5, 1982

Budget Follies
On March 30, the Senate Budget Committee voted to

use the projections of the Congressional Budget Office in
its deliberations, rather than those the President sub-
mitted last January. The two projections are based on
the same proposed legislation, but they differ in the eco-
nomic assumptions and technical estimates of Federal rev-
enues and outlays. The Congressional estimate indicates
that the Federal deficits for fiscal years 1982 through
1985 will be much larger than anticipated in the Presi-
dent's budget message and that they will become larger
rather than smaller, as the President projected. Neither
projection is useful as a forecast, but the new projection
probably is more accurate. Some steps probably will be
taken to attempt to reduce the projected Federal deficits,
but their specific emphasis is not known at this time. If
the deficits are not reduced by legislative means, their
probable monetization could increase the "hidden tax"
from inflating so that actual deficits will be less than
projected. The lesson to be learned seems to be that tax
cuts are not enough to reduce the role of Government in
the U.S. economy. There is no substitute for cutting
Government spending.

We often have stated that we do not attempt to
forecast levels of economic activity, regardless of the time
frame, because there is no scientific basis for such esti-
mates. Yet, the President and Congress annually trot out
predictions (preliminary, revised, re-revised, etc.) of the
economic state of the Nation in the next few years. The
wide disparity in plausible economic scenarios and budget
figures is illustrated by the 1983 budget report of the
Reagan administration and the Congressional Budget Of-
fice (CBO). A breakdown of what accounts for these dif-
ferences suggests how unreliable any particular forecast or
projection must be.

In the March 1, 1982 Research Reports we analyzed
President Reagan's fiscal 1983 budget proposal and ob-
served, ". . . the most probable errors in the administra-
tion (budget) projection point to a larger-than-estimated

deficit." The CBO report, entitled An Analysis of the
President's Budgetary Proposals for Fiscal Year 1983, also
indicates that larger deficits are likely.* On March 30, the
Senate Budget Committee took the unusual step of
accepting the CBO projections as the basis for its deliber-
ations, thereby rejecting the Reagan estimates.

How They Differ
Table 1 presents budget data for the Reagan adminis-

tration and the CBO for fiscal years 1982-85. As the table
reveals, the Reagan estimates of revenues are higher than
the CBO's in 3 years out of 4, and the Reagan estimates
of outlays are always lower than those of the CBO. Thus,
annual total deficits projected by the administration are
lower than the CBO figures in each year. Moreover, the
difference increases over the period under consideration.
The Reagan total deficit projection falls from $118 billion
in 1982 to $83 billion in 1985, but the CBO deficit
increases from $131 billion in 1982 to $152 billion in
1985. The difference between the two total deficit
estimates is $13 billion for 1982, but by 1985 it increases
to $69 billion.

The total deficit picture presented above includes the
traditional unified budget deficit and the less frequently
used off-budget deficit. The latter stems from certain
outlays of particular Federal entities whose spending has
been excluded from the unified budget totals.t Off-

* The administration recently increased its 1983 unified budget
deficit estimate to $100+ billion or more, a substantial increase
from its February figure of $91.5 billion.
f Off-budget outlays include the following Federal entities: The
Federal Financing Bank, the Strategic Petroleum Reserve (SPR),
the Postal Service Fund, the Rural Electrification and Telephone
Revolving Fund, the Rural Telephone Bank, the U.S. Railway
Association, and the Synthetic Fuels Corporation. These entities
are considered to be "off-budget" because their borrowings are to
acquire assets such as oil in the SPR, that may one day be used
to realize cash. The unified budget deficit, on the other hand,
must be financed by borrowings not linked to any "assets" except
the Treasury's taxing powers and ability to "print" money (mone-
tize its own debts).

Table 1
SUMMARY OF REAGAN ADMINISTRATION BUDGET ESTIMATES AND CBO REESTIMATES, 1982-85

(By Fiscal Year, in Billions of Dollars)

1982 1983 1984 1985
Budget
Component

Revenues

Actual
1981

Reagan CBO Re- Differ-
Budget Estimates ence

599.3 626.8 627.7

Reagan
Budget

CBO Re- Differ-
Estimates ence

Outlays
Unified budget 657.2
Off-budget entities 21.0

Total Outlays

Deficit
Unified budget -57.9
Off-budget entities -21.0

Total Deficit -78.9

725.3
19.7

738.8

20.2

678.2 745.0 759.0

-98.6
-19.7

-111.1
-20.2

0.9

13.5
0.5

14.0

12.5
0.5

666.1

757.6
15.7

773.3

-91.5
-15.7

660.1

780.7
16.5

797.2

-120.6
-16.5

-6.0

23.1
0.8

23.9

29.1
0.8

Reagan CBO Re- Differ-
Budget Estimates ence

-118.3 -131.3 13.0 -107.2 -137.1

53
29.9

723.0

805.9
14.3

820.2

-82.9
-14.3

715.6

844.5
15.2

859.7

-128.9
-15.2

-7.4

38.6
0.9

39.5

46.0
0.9

Reagan
Budget

796.6

868.5
11.0

879.5

-71.9
-11.0

CBO Re-
Estimates

776.1

915.7
12.0

927.7

-139.6
-12.0

Differ-
ence

-20.5

47.2
1.0

48.2

67.7
1.0

-97.2 -144.1 46.9 -82.9 -151.6 68.7



budget deficits must be added to unified budget deficits
to determine the expected amount of borrowing by the
Federal Government. As Table 1 makes clear, off-budget
outlays add significantly to the total deficit.

The dramatic increase in the budget deficits generated
by the CBO modifications of the Reagan budget result
from (1) a substitution of CBO's economic assumptions
for those of the administration (Table 2) and (2) from
certain differences in CBO's assumptions regarding outlays
and revenues called technical estimating differences. With
these revisions, the unified budget deficit rises from
$111.1 billion in 1982 to $139.6 billion by 1985, the
latter being almost twice that predicted by the Reagan
team. The total difference in the two projections for
1983 through 1985 is $155.3 billion. Seventy percent, or
$107 billion, of these larger deficits result from CBO's
technical estimating differences, and the remainder, or
$48 billion, result from CBO's different economic assump-
tions (Table 3).

Both the President's budget and the CBO analysis as-
sume that all the legislative proposals for taxes and out-
lays requested by the President will be enacted by the
Congress (this is highly unlikely) and that the adminis-
tration will be able to meet most of its targets for outlay
savings and revenue increases from its proposed "manage-
ment initiatives" (also unlikely). Both the administration
and the CBO predict an end to the current recession in
1982, a continued moderation in general price increases,
and a resumption of real economic growth through 1985.
Although both economic forecasts are in close agreement
for 1982, the administration's prognostications for 1983
and beyond are more "optimistic" than those of the CBO
in almost every category. The CBO projects somewhat
lower growth but higher interest rates, unemployment,
and prices.

Table 2
COMPARISON OF THE ADMINISTRATION'S AND CBO'S

ECONOMIC ASSUMPTIONS
(Calendar Years)

—Actual — Estimates
1980 1981 1982 1983 1984 1985

Gross National Product
Current Dollars*
President's Budget
CBO

Constant Dollars*
President's Budget
CBO

8.8 11.4p

-0.2 2.0p

8.1 11.5 10.2 9.7
7.5 11.9 10.4 9.7

0.2 5.2 5.0 4.7
-0.1 4.4 3.6 3.5

Prices
GNP Deflator* 9.0 9.2p

President's Budget 7.9 6.0 5.0 4.7
CBO 7.5 7.3 6.6 6.0

Consumer Price Index* 12.4 8.9
President's Budget 7.3 6.0 4.6 4.8
CBO 7.5 6.9 6.9 6.4

Unemployment Rate2 7.1 7.6
President's Budget
CBO

Interest Rate^

8.9 7.9 7.1 6.4
8.9 8.0 7.4 7.2

President's Budget
CBO

'Real" Interest Rate*
President's Budget
CBO

11.5 14.1

2.5 4.9

11.7 10.5 9.5 8.5
12.0 13.2 11.3 9.4

3.8 4.5 4.5 3.8
4.5 5.9 4.7 3.4

* Percent change, year to year.
2 Percent, annual average.
3 Ninety-one day Treasury bills, percent, annual average.
4 The 91-day Treasury bill rate minus the GNP deflator,
p Preliminary.
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Why They Differ

The top half of Table 3 shows the changes in projected
revenues and outlays when the CBO's economic assump-
tions of Table 2 replace those of the administration. On
the revenue side, the minor differences in economic
assumptions (Table 2) result in relatively large changes in
projected individual and corporate income taxes, which
account for most of the difference between the CBO
revenue estimates and the administration's. On the outlay
side, 56 percent of total reestimates are additional inter-
ests costs attributable to the CBO's projection of higher
interest rates.

The CBO's so-called technical reestimates imply that
the Reagan budget over-estimates revenues by $5.2 billion
in 1983, $13.0 billion in 1984, and $15.6 billion in 1985.
These discrepancies are largely a result of the assumptions
employed by CBO in calculating the revenue effects of cer-
tain provisions of the Economic Recovery Tax Act of 1981
and from different assumptions regarding the timing of tax
payments and how taxpayers react to the tax changes. The
CBO assumes that the Economic Recovery Tax Act of 1981
will cause larger revenue reductions than the President's
budget assumes. The effects of these tax changes are mainly
conjectural because the estimation of, say, individual
income tax revenue is determined by more than the levels
of economic activity and prices. The amount of such
revenue will depend also on the portion of personal income
that is subject to taxation, the composition of income
("whether wages, property income, or imputations), and so
forth. Differences between the CBO and the administration
in these types of assumptions account for the reestimates
shown in the bottom of Table 3.

Technical reestimation by the CBO produced larger
outlays than under the administration's "model." These
differences are substantial: the CBO's budget outlays after
reestimation are $19.9 billion higher in 1983 and $22.1
and $23.0 billions higher in 1984 and 1985, respectively
(Table 3). Four areas account for most of the differences
in CBO's technical reestimates for 1983-85: net interest
costs, farm price supports, leasing of Outer Continental
Shelf lands, and defense procurement and operations
activities. The large additions to outlays attributed to net
interest, especially in 1985, reflect the cost of servicing
the larger deficits that CBO projects over administration
estimates. Most other technical estimating differences for
outlays reflect the use of different assumptions about the
speed with which appropriated funds will be disbursed
and the levels of programs (such as farm price supports or
Outer Continental Shelf lease sales), which are determined
by interaction with the private sector.

In sum, then, the President's February 1983 budget
and its associated deficits for 1983 through 1985 seem
much too low. This does not imply that the CBO deficits
are correct. As we suggested in the March 1, 1982 Re-
search Reports, it is highly improbable that Congress will
legislate the $40 billion reduction in nondefense spending
necessary to produce the Reagan unified budget deficit of
$91.5 billion in 1983 or the CBO's projection of a $120.6
billion deficit then. More fundamental, however, is the
uncertainty of the economic outlook.

Outlook

Perhaps the most striking aspect of the foregoing anal-
ysis of the differences between the budget projections
prepared by the administration and the CBO is that the
large differences in projected revenues, outlays, and
deficits result from quite small differences in assumptions.



The differences between the two projections of the
major measures of economic performance differ by a per-
centage point or less in most instances, less than the
year-to-year fluctuations during past years. Moreover,
both projections assume a business-cycle expansion (rates
of growth of economic activity as measured by constant-
dollar GNP in excess of the long-term U.S. average)
during 1982, 1983, and 1984, and a coincident gradual
downward trend of interest rates and price increases. Even
if the projected business-cycle expansion through 1985
develops, the accompanying projected patterns of prices
and interest rates defy previous experience. The rate of
change of prices and interest rates usually lags business-
cycle trends, but it would be unprecedented for down-
ward trends in price increases and interest rates to persist
through 4 years of expansion.

In short, neither the Reagan nor the CBO projection is
likely to prove accurate as a forecast. At best the CBO es-
timates of Federal revenues or outlays seem more realis-
tic, which is not surprising given that they were prepared
a couple of months or so after the President's budget
message. The CBO projection, however, does not involve
any new proposals. Some steps probably will be taken to
reduce the actual deficits, but no specific alternatives have
been forthcoming to date.

The projected deficits could be reduced by: (1) cuts in
the defense outlays proposed by the President; (2) cuts in
nondefense spending over and above the roughly $40
billion in cuts already proposed by the President; (3)

Table 3
CBO'S CHANGES IN REAGAN REVENUE & OUTLAYS

(By Fiscal Year, in Billions of Dollars)

Caused by Different Economic Assumptions

Revenues
Individual income taxes
Corporate income taxes
Social insurance taxes
Excise taxes
Other

Total

Outlays

Interest costs
Indexed benefits
Unemployment
compensation, etc.

Total
Net Change

1982
-3.4

2.6
-1.7
-0.9
-0.1
-3.4

1.2

—
1.2
4.6

1983
-5.0

5.2
-0.6
-0.8

0.4
-0.8

2.3
0.1

0.9
3.3

4.1

1984
0.6
2.1
1.7

-0.1
1.3
5.6

12.3
2.3

1.7
16.3
10.7

Caused by Technical Estimating Differences

Revenues
Individual income taxes
Corporate income taxes
Social insurance taxes
Excise taxes
Other

Total

Outlays

Defense
Farm price supports
Medicare
Social Security
Net interest
OCS offsetting receipts
Other

Total
Net Change

Addition to
Reagan Unified Deficit*

1982
4.8
1.1
0.2

-0.6
-1.2

4.3

3.4
5.1
_
1.0
0.9
0.9
1.0

12.2
7.9

12.5

1983
6.7

-10.7
0.1
0.2

-1.5
-5.2

3.0
5.6
0.4
0.9
3.7
5.2
1.1

19.9
25.1

29.1

1984
-4.9
-7.9

0.1
0.3

-0.6
-13.0

2.3
2.7
1.0
1.2
8.2
4.8
2.0

22.1
35.1

46.0

1985
-7.0
-1.3

2.2
0.0
1.2

-4.9

11.3
9.0

4.0
24.3
29.2

1985
-8.1
-9.1

0.4
1.0
0.2

-15.6

2.2
2.4
1.0

-0.2
13.5

3.2
0.9

23.0
38.6

67.7

1 Equals the sum of the net change caused by different economic as-
sumptions and the net change caused by technical estimating differ-
ences.

higher taxes either from entirely new taxes, from in-
creases in existing tax rates, or from postponement or
cancellation of scheduled tax reductions. Each of these
possibilities would seem to have a limited potential in
relation to the size of the projected deficits.

The Reagan program was based on supply-side eco-
nomics and was designed to reduce the role of govern-
ment in American life. Our original analysis of "supply-
side economics" ("The Lessons of the Laffer Curve,"
Research Reports of August 7, 1978) concluded, "To re-
duce the resources taken by government, there is no sub-
stitute for cutting government spending." That conclusion
still holds. Unfortunately, legislation designed to signifi-
cantly reduce the projected deficits probably will involve
a combination of all three possibilities. We have no way
of ascertaining at this time which possibility will be
emphasized, or even if any major changes in spending or
taxes will be legislated. (Remember that we are now more
than half way through fiscal 1982 and most of the
Federal Government is operating under "continuing
resolutions," i.e., without an explicit appropriation.) If no
steps are taken to reduce the Federal deficit via the bud-
get process, the actual deficits could be reduced by the
unlegislated process of inflating. Almost surely a signifi-
cant portion of deficits of the magnitude envisioned by
the CBO would be monetized.

Such monetization would tend to accelerate price
increases, even if "real" growth in the economy does
not materialize. This would make "mincemeat" of the
budgeteers' projections of nominal GNP growth and
price level changes. It also would, as it did in 1969,
1974, and 1979, reduce the actual deficit below those
projected because of revenue gains arising from the
"hidden tax" of inflating.

WHO ARE THE CRANKS?

Despite many encouraging indications that usefulness
of the gold standard was becoming once again a respect-
able subject, the level of debate has seldom risen above
invective and name-calling, even among scholars. In our
view, the key issue is the dismal and frightening record of
fiat currencies throughout history. Is there a secret, a
latter-day "philosophers' stone," that will permit the
money managers of today to avoid the fate of all previous
issuers of fiat money? That this question is seldom asked
and never answered suggests that there is none.

Many objections to a gold standard have been made.
They range from the mechanical (such as the concern that
a measurable amount of gold is lost when a bag of newly
minted gold coins is handled in shipping) to the overtly
political (such as assertions that governments have the
right to do with money whatever is deemed expedient).
Few of these arguments are new. Emotion-laden pro-
nouncements against the gold standard also have a long
tradition. William Jennings Bryan's "cross of gold" imag-
ery is perhaps the most famous attempt to cloud the is-
sue, but it was by no means the first or the last.

During the last 2 years or so there have been encour-
aging signs (only one of which has been the establish-
ment of the U.S. Gold Commission) of a renewed and
responsible interest in the gold standard. That the same
old tired arguments would be dusted off again was to
be expected. What too often has happened, however, is
that "mainstream" economists, particularly those steeped
in the Keynesian tradition, have been unable or un-
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tary commodities at fixed rates was impaired (1918, 1919, and
1933 to 1971) or suspended (1814 to 1817, 1837, 1838, 1862 to
1878, and 1971 to date).

willing to set aside their prejudices, and the debate has
been ill-served.

For example, Herbert Stein recently wrote "The ad-
ministration has cooperated with the Gold Commission in
putting the gold standard back on the what not shelf."
Similarly, a Yale professor, who writes regularly for The
New York Times, discussed last year the renewed interest
in the gold standard by calling 1981 "the year of the
Crank." What nots? Cranks? Does this further useful in-
quiry?

Perhaps, because there are many more statistics avail-
able today than in earlier times, a somewhat novel aspect
of recent discussions of the gold standard has been an
attempt to compare the functioning of the U.S. economy
(and others as well) in terms of economic growth, or the
stability of prices, output and employment, etc., under
various monetary regimes. Even here the discussion often
has degenerated into childish disputes ("'tis, 't isn't;
't was, 't wasn't"). The Wall Street Journal of March 26th
reported a recent conference called "A retrospective on
the Classical Gold Standard" thusly:

Though the tone of the meeting was generally
scholarly, there was a flareup. The authors of one
paper had cited a study by Milton Friedman and
Anna Schwartz. . . . The authors said a Friedman-
Schwartz discussion of one situation concluded
"triumphantly that 'it would be hard to find a
much neater example in history of the classical
gold-standard mechanism in operation.'"

Unfortunately, for the authors, Mr. Friedman
was present. "How do you know that we didn't
conclude it reluctantly? This isn't a scholarly paper;
it's a polemic."

This line of inquiry (how did economies perform under
the gold standard?) depends on the interpretation and the
emphasis given to various statistics of doubtful compar-
ability. It is unlikely to be fruitful or even enlightening,
because past differences in "economic performance" may
have been influenced by nonmonetary factors as well as
the currency situation, and those factors must be assessed
in detail.

However, the historical record is relevant. In our opin-
ion some of the pertinent considerations are: (1) All the
currencies of the world began as coins, and paper cur-
rency and checks gained acceptance because they were
claims on coins; (2) there are virtually no gold, or silver,
coins today that are worth less than when they were first
issued; and (3) throughout history, irredeemable curren-
cies have in time become worthless, and (except for col-
lectors' items or rarities) all paper currencies are today
worth less than when they were first issued.

Opponents of the gold standard are advocates of fiat
money, even though they seldom identify themselves
forthrightly. It would seem incumbent upon such advo-
cates to show why this episode of fiat currency should
be viewed as fundamentally different from others. Is
there some aspect of today's arrangements that will
prevent the eventual slide toward worthlessness that
ended earlier experiments with fiat currency? Have
today's politicians and monetary managers discovered
something that will enable them to issue an irredeem-
able currency indefinitely?

The last vestige of convertibility for the dollar was re-
moved in August 1971, ten and one-half years ago. This is
not a very long time in terms of human history, although
it is a relatively long period in terms of the usual life-span
of irredeemable currencies. Many experiments with fiat
currency have ended much sooner than this one. Never-
theless, the U.S. dollar has lost nearly half its purchasing
power since 1971 (see the accompanying chart), and its
trend has been consistent with earlier experiments, i.e.,
the rate of depreciation has accelerated from business
cycle to business cycle.

From time to time, someone produces a mechanism
or device that he claims will do what had generally
been believed to be impossible: a perpetual motion
machine; a gadget that will enable water to be used as
fuel; a way to lose weight that does not involve eating
less, etc. Such persons usually refuse, with good reason,
to discuss the critical workings of their "discoveries."
The reason is that their "discoveries" are fraudulent.
Are today's advocates of perpetual inflating and fiat
money really any different?
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