Statistics describing how much the Federal Government
spends and how much it collects in revenucs arc available
in great quantity and on a varicty of different accounting
bases.! Despite this wcalth of data, however, and despite
the increasing importance of fiscal policy as a tool for
promoting cyclical stability and long-run growth, the task
of asscssing the precise impact of Federal budgetary oper-
ations on aggregate production and income remains diffi-
cult. This article presents onc possiblc technique for
quantifying the effect on thc economy implicit in any
particular set of changes in Fedcral budgetary programs.
Essentially, the technique seeks to measure thc dircction
and size of the budget’s initial influence on aggregate de-
mand through changes in Federal outlays and through the
direct cficcts on private incomes associated with changes
in tax rates.

It should be stressed at the outsct that no single measure
of fiscal impact—including the relatively simple and tenta-
tive one presented here—will prove satisfactory in all
analytical situations. The virtue of the proccdure here
presented is that it attempts to distinguish the indcpendent
effects of thc budget on the economy from the “feedback™
effects of the cconomy on the budget, effects which op-

* A number of persons in the Rescarch Department of this Bank
have worked toward developing the method of analysis presented
here. Camille B, Pantuliano had primary responsibility for the
preparation of this article.

1See Joscph Scherer, “A Primer on Federal Budgets”. this
Review, April 1965, pp. 79-88.

The Initial Effects of bﬂal Budgeta

ry\(:hanges on Aggregate Spending*

erate mainly on the revenues side of the budget. In this
respect, the technique developed in this article has a goal
similar to that of the so-called “full employment surplus”,
a conceptl which also attempts to separate out the feed-
back effects and which has become familiar from the re-
ports of the President’s Council of Economic Advisers.?
The concept of the full employment surplus, of course,
goes beyond this limited end; in particular, the conccpt
has been used in discussions of the upward trend in tax
revenucs that would be generated by the cconomy as it
approaches or maintains full employment of a growing
labor force and productive capacity. The technique here
discussed avoids the complications that arise in cstimating
tax revenucs at a hypothetical full employment level of
activity. The current cmployment and output situation is
taken as given, and the computations are designed only to
estimate the direct effect on total spending of actual
changes in Federal expenditures and tax ratces.

As will be apparent from the discussion bclow, the
basic methodology and all the numerical computations
shown in this article rest on a long series of assumptions,
any one of which might prove to be a fit subject for
lcngthy debate. Moreover, therc are some aspects of the

* over-all economic impact of Federal fiscal operations that

cannot be examined at all in the context of the technique

2 The recader who wishes to cxamine the conccpt of the “full
employment surplus™ may consult an article by Robert Solomon,
~A Nate on the Full Employment Surplus”, Review of Economics
and Statistics, February 1964, pp. 105-108.
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discussed here. Thus, even with the help of this technique,
or any other such simple procedure, the analyst will still
find it imperative to undertake a thorough investigation
of all the circumstances prevailing in the particular period
in which he is interested.

SUMMARY OF BASIC APPROACH

The technique described here is designed to measure
the initial and direct effects of the changes in the Federal
budget on aggregate spending by computing a weighted
sum of the change in total Federal expenditures and the
change in aggregate after-tax incomes due to statutory or
administrative modifications in the Federal tax system.
Additions to expenditures and reductions in tax rates are
considered to be “stimulative”, while reductions in expen-
diturcs and tax rate increases are considered to be “re-
strictive”. The aim of the procedure is to assess the
combined effects of expenditures and tax rate changes in
pushing up or pulling down aggregate spending in a given
period relative to spending in the immediately preceding
period. Consequently, changes on both the expenditures
and tax sides are measurcd in terms of levels prevailing in
the previous period.

In the case of expenditures, the rclevant figure is simply
the absolute dollar amount of change from period to
period, modificd for certain timing factors (and adjusted
for seasonal variation when periods of less than one year
are used as the unit of analysis). For reasons explained in
the Appendix, the data most suitable for this analysis repre-
sent a compromise between the “cash” and the “national
income accounts” expenditures figures of the Federal bud-
get. A more sophisticated technique would obviously also
take into account the expenditures *mix”, since it is very
likely that diffcrent types of Government expenditures will
have different effects on the economy. (One example that
is frequently listed is the distinction between direct pur-
chases of goods and services and *“transfer” payments such
as social security payments which stimulate the demand
for goods and services less dircctly.) Such refinements
can be built into the technique once further research on
Government spending by components has yiclded work-
able cmpirical generalizations.

The procedure for cstimating the effects of changes in
tax rates is somewhat more complex. Essentially, an at-
tempt is made to estimate the extra amount of income left
in (or taken from) private hands as a result of the tax
rate change. Clearly, this estimate should eliminate feed-
back effects—the effects of tax-change-induced variations
in the tax base, and hence in tax revenues. Therefore, the
evaluation is made on the basis of levels of personal

income or corporate profits (or other relevant tax bascs)
prevailing in the period before the tax change becomes
effective. This figure is then multiplied by 90 per cent in
order to obtain an estimate of the initial and direct effect
on aggregate spending of the tax rate change itself.* The
over-all impact of fiscal operations in any period is said
to be stimulative when the net outcome of changes on the
expenditures and tax sides so computed is positive. When
the nct outcome is necgative, fiscal operations are said to
be restrictive.

It should be noted explicitly that the fiscal impact
measure developed here differs conceptually both from
levels of the actual surplus or deficit—however measured
in terms of the standard budget accounts—and from
changes in the surplus or deficit. The amount of the
deficit at any one time depends of course on the level of
expenditures relative to revenues, while the present con-
cept takes into account changes in both expenditures and
tax laws. Morcover, since the level of the standard deficits
depends upon the level of revenues actually realized
rather than merely upon changes in the tax laws, it is the
net result of two factors: the cflects of the budget on the
economy, and the effects of the economy on the budget.
The latter represents mainly the previously mentioned
fcedback of changes in personal income and corporate
profits on the tax receipts of the Federal Government.
Since the prescnt procedure secks to measure the “in-
dependent” impact of budget changes on the economy,
this indepcndent effect must be isolated from the feed-
back effects.

The same factors account for the conceptual diffcrence
between changes over time in the realized deficit or surplus
on the one hand, and the prescnt mcasure on the other hand.
Changes in the deficit, of course, depend upon changes
in expenditures and changes in realized revenues. The
measure developed here does make use of changes in ex-
penditures, but on the revenues side it records only the
effects on income duc to changes in tax laws. Suppose, for

3 The 90 per cent figure is based on the fact that consumers on
average tend to lay out a little more than 90 per cent of their after-
tax (or “disposable™) income for “personal consumption expen-
ditures”, while the remainder of disposable income is saved. This
90 per cent weight was also —somewhat arbitrarily — applied
to the dollar amounts released by corporate tax reductions. Avail-
ablc data were not helpful in determining a more appropriate weight
for corporate tax changes. Imperfect as it is, this method does allow
for the virtual certainty that tax reductions (and increases) have a
slightly smaller initial impact on the economy than expenditure
increases (and reductions). The alternative of treating personal and
corporate tax cuts as equivalent to expenditure increases (and tax
increases as equivalent to expenditure reductions) would most likely
lead to ovcrestimates of the fiscal impact from tax changes.
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cxample, that cxpenditures change by a constant amount
from year to year and that there arc no changes in the tax
laws. In such a case, the concept here developed would
show a constant amount of fiscal stimulus in each year,
which would correspond to the change in cxpenditures. If
the economy were growing, however, actual tax receipts
would be growing from ycar to year. Hence the actual
deficit or surplus and changes in these figures would
probably vary from year to year, whilc the present measure
would remain constant, as noted.

LIMITATIONS OF BASIC APPROACH

Since the procedure is designed solely (0 mcasure the
initial and direct effects of changes in fiscal operations on
aggregate demand, a change in cxpenditures or in tax rates
is allowed to affect the computations only for the period in
which the change takes effect. If the expenditures or tax
change remains in effect during subsequent periods, the
economy will of course behave differently in those periods
than if the change had never been made. In the present
technique, however, the test is whether additional stimu-
lus is being provided relative to the previous period.
Thus, the assumption is made that a tax cut or an in-
creasc in expenditures will raise aggregate demand to a new
higher level during the period in which the budgetary
change occurs, The mere continuance of a tax cut or of an
already elevated lcvel of expenditures in subsequent
periods is not considercd as an additional stimulus causing
demand to rise still further.*

Thus, the technique does not deal with the secondary
repercussions of fiscal operations. This is certainly not to
deny the occurrence of such repercussions. It is usually
assumed that additional disposable income rcsulting
from a tax cut will be spent and that the additional in-
comes so generated will go on to stimulate still fur-
ther spending, via thc so-called “multiplier” process.
This process is likely to operate with lags. Therefore, the
economy may continue to move up in subsequent periods
as a result of the initial momentum gcnerated by a tax
cut cven though no further cuts take place. An analysis of
the precise sizc and timing of these secondary effects
would be both necessary and worthwhile to attempt, but
would go beyond the bounds of this article.

4 In somewhat the same sense, a rise in business spending on plant
and equipment may be thought of as a stimulus for aggregate
demand to risc in the period in which it occurs and yet not be
counted as u further stimulus if plant and cquipment outlays re.
main at the same higher level in subscquent periods,

Some further limitations of the procedure should be
mentioned explicitly. First, it docs not yield a measurement
of the adequacy of fiscal policy in attaining full employment
goals. Second, this measure gives no indication of the effect
on the economy that occurs through the growth of Gov-
emment revenucs with the growth in the ecconomy. (The
“full employment surplus” concept does give such an indi-
cation, as noted carlier.) The present analysis skirts these
issues by concentrating strictly on the narrower question
whether changes in the budget are tending to push up or
pull down aggregate dvmand from the level of the pre-
ceding period. Naturally, this also means the sacrifice of
some of the valuable results yielded by the “full em-
ployment budget” analysis.

Third, the technique described here does not take
account of the impact of fiscal operations on the capital
market, interest rates, or liquidity. For example, a fiscal
program that is stimulative in terms of the prescnt analysis
might—though nced not—involve a cash deficit requiring
the flotation of additional Government securities. This
additional supply of securitics in the market might, in
turn, tend to push up interest rates, makc funds more ex-
pensive for private borrowers, and possibly discourage
private demands for funds. This process could con-
ceivably offset part or all of the fiscal stimulus as hcre
measured. Therefore, such possibilities should be explored
in a more ncarly complete analysis of fiscal effects on the
cconomy than that here given.

Fourth, the present technique cannot, of course, take
any account of the “psychological” effects of fiscal opera-
tions. There is no way of attaching a dollar-and-cents fig-
ure to thc contribution to business optimism in much of
1963 made by the widely held expectation that a tax cut
would eventually be enacted. Similarly, the prospect of a
particularly large budgcetary deficit might introduce a note
of uneasiness into business sentiment that could not be
readily measured.

In addition to these broad considerations, two par-
ticularly thorny technical problems concerning the data
had to be resolved and should bc mentioned beforc the
results arc presented. (Most of the technical problems are
left for the Appendix.) One of these problems concerns
the trcatment of Federal lending activity; the other in-
volves the treatment of corporate taxes.

Federal lending obviously shares some, but not all, of
the characteristics of outright cxpcnditures. On the one
hand, it is in fact stimulative insofar as the borrowers will
spend much, if not all, of the proceeds on goods and
scrvices. On the other hand, the borrowers assume a
liability which may dampen the stimulative effects sig-
nificantly. There is no clcar-cut answer to the question
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whether Federal lending should be included in or ecx-
cluded from the fiscal stimulus. Therefore, the figures arce
given on both bases. (Further difficult problems related
to the impact of Federal lending are treated in the Ap-
pendix.)

In the casc of corporatc tax changes, the issues—
which arc also treated morc fully in thc Appendix—re-
volve around the choice of the proper basis for the tim-
ing of the impact of such changes. It makes a great deal
of difference whether one chooses the time of accrual of
tax liabilitics or the timc of cash payments. In the ab-
sence of a convincing rationale for the exclusive choice
of either basis, a simple arithmctic average of the two
possibilities was computed for the present purpose.

RESULTS

The present technique yiclds the figures of the chart
and of Table I for the effccts of changes in the Fedcral
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Table 1

INITIAL EFFECTS OF CHANGES IN THE FEDERAL BUDGET ON
GROSS NATIONAL PRODUCT
Seasonatly adjusted at annual rates; in billions of dollars

Fiscal effects Fiscal effects
(excluding net Federal lending) | (including et Federal lending)
Calendar
'I’:l:?!::i From | From Total From From Yotal
“r;’n:l ' ch‘a::u ::7‘:::6 ur::l:‘ ' tb::;u tmL
changes changes
1960: 1. | —04 -19 —-23 20 -1.9 0.1
2. 27 — 27 22 —_ 2.2
1960 1. 48 — 4.8 6.0 — 6.0
2.7 _ 2.7 4.6 —_ 4.6
85| —05 5.0 4.1 —~0.5 16
20 2.0 4.0 0.9 20 29
3.1 =21 1.0 14 =21 1.3
13 - 13 24 — 24
Ao 54 84 10 5.4 6.4
2. 04 39 4.3 1.2 kR s.1

Note: Absence of a sign denotes fiscal stimulus; a negative sign denotes a re-
strictive efect. Increases in expendituros vr tax cals are positive, devreases mn
expendituses OF tax rises negative. The initial effect from ey enditures is (he

eriod-to-perind change in a scries derived in Table 11. The initial eflect
rom taxes is the chun\,c in after-tax income due to tax revisions calculated
in Tables 111, 1V and V (Tables 11-V are in the Appendix).

Source: Federal Reserve Bunk of New York from United States Treasury data.

budgct in the calendar years 1960-64. At the beginning of
the period for which calculations were madc, i.e., in early
1960, budgetary changes were moving in the direction of
restrictiveness as a result of an increasc in social sccurity
taxcs without any cxpenditures stimulus. The calculations
suggest, however, that since that time changes in the Fed-
eral budget have been stimulative in each half-year period,
regardless of whether the calculation includes or cxcludes
the Government's loan operations.

Nevertheless, there have been significant fluctuations in
the degree of stimulus occasioned by budgetary changes
during the period under review. Generally, the effects of
budgetary changes became gradually less stimulative be-
tween early 1961 and early 1963 but considerably more
stimulative thereafter. This pattern is primarily the result
of declining amounts of stimulus from changes in cxpendi-
turcs after 1961, followed by the significantly expansionary
tax cut in 1964. Because that tax cut fell into early 1964,
this period emerges as the most stimulative within the five
years for which calculations were made.

It is interesting to note that the inclusion of net Federal
lending activitics in expenditures tends to smooth out some
of the fluctuations in stimulus produced by changes in out-
right expenditures. Morcover, the broader measure was to
some degree stimulative in each of the periods since 1960
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—most particularly in early 1961, when business activity
reached the trough of a recession. The measure excluding
loans shows sharper variations from period to period and
suggests that cxpenditures changes were most expansionary
not in early 1961 but in carly 1962.

As was noted carlier, there is no reason to expect the
numerical valuc of changes in the realized deficit from
period to period to be the same as the numerical value of
the present measure for comparable periods. Indeed, the
differences have in fact been rather marked over the past
few years. For example, the half-yearly changes in the
cash deficit (at annual rates) have ranged from plus $1.7
billion to minus $1.9 billion in the 1962-64 period. The
measure developed here, in contrast, has been positive
throughout this period, ranging for the half years (at annual
rates) from a low of $1.3 billion to a high of $6.4 billion
(including nct Federal lending), and from a low of $1.0
billion to a high of S8.4 billion (excluding net Federal
lending).

TECHNICAL APPENDIX

The conceptual content of the measure of fiscal impact
developed here requires information as exact as may be
obtainable on the timing of the cconomic effect of Gov-
ernment cxpenditures and taxation: just when do outlays
become an income flow to the private scctor of the econ-
omy, and when do taxes become a withdrawal of income
from the private cconomy? Unfortunately, many of the of-
ficial scries on important components of the budget are not
entirely satisfactory in this respect. Therefore, a com-
promise serics had to be developed, based on information
available in diffcrent sets of published data.

EXPENDITURES. W hat data to use? With respect to in-
clusiveness, the expenditures figures listed in cither the cash
budget or the national income accounts budget are about
cqually satisfactory. Both cover virtually all Government
payments to the private scctor, though the national income
accounts data do not include Government loans and though
there is considerable “netting” of reccipts and expenditures
in both budgets." Administrative budget statistics, on the
other hand, are not particularly useful for the analysis
presented here, since they do not include the opcrations

. *Expenditures for the Post Office are a case in point. Thesc arc
included in hoth budgets as net of reccipis of income from the sales
of siamps and of other postal services.

of the social insurance funds or of the Government's other
trust fund accounts.

As already suggested, the construction of a scries in
which expenditures are dated at the time of their im-
pact on incomes presents a difficult problem. Cash bud-
get data arc not quite satisfactory for three reasons.
First, the bulk of spending for the farm price support pro-
gram has an income effect at a time other than the time
of listing as a cash expenditure. These outlays are recorded
in the cash budget when farmers default on their crop
louns and forfeit their crops to the Commodity Credit
Corporation.” Yet, the income cffect of thesc loans prob-
ably occurs scveral months carlier when the farmers
initially borrow the funds.

Second, “‘payment” in cash budget terminology means
thut the check issued by the Treasury has actually been
cleared through the banking system, whereas the income
cflect probably occurs when the person or firm receiving
the check cashes or deposits it. Although the time lag
between check issuance und check clearance is relatively
short, the magnitude of the fluctuations in outstanding
checks in the clearing accounts can be substantial, par-
ticularly around the end of a fiscal year.

Third, no data are published which permit, on a sea-
sonally adjusted basis, a separation of expenditurcs under
the Government's lending programs from other expendi-
tures, The necessity for such a separation stems from the
difficulties surrounding the measurement of the fiscal im-
pact from changes in Government loans. Unlike the recipi-
ents of outright expenditures, the recipicnts of loans incur
a financial liability to thc Government. Morcover, some
types of lending programs—such as those of the Federal
National Mortgage Association—are so operated as lo
influence primurily credit conditions rather than cxpendi-
turcs in the private scctor; and some loans made to forcign
borrowers may have a smaller dircct impact on the Amer-
ican economy than other types of loans or outright
expenditures. Nevertheless, the bulk of Federal lending
consists of loans which would not otherwise be available
and generates additional spending by the recipicnts (or,
in periods of net repayments to the Government, sub-
tracts from spending that would otherwise take place).
The analysis developed here skirts the issuc by the cal-
culation of two scparate measurcs of fiscal effects—one
cxcluding loans, the other including loans.

¢ It should be understood that this “default” is actually one major
way in which the farm price support program is implemented. 11 is
a type of default that, in its implications, does not correspond to
defaults on private bank loans.
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Table I
DERIVATION OF FI1SCAL EFFECTS FROM CHANGES IN FEDERAL EXPENDITURES
Seasonally adjusted at annual rates; in billions of dollars
Wodified cash Fiscal effects
Calendar National in- Extess of Excets of Modified cath Fisca! effests Net expenditares of medified cash
years by come accounts interest accruals delivaries expenditures of medified Federnl inciuding Joans expenditures
hatf years expenditures over payments over payments 1) —=(2)—(3) |cash expenditures® lending (4)+-(6) [neluding loans®
[¢)) ) 3 4) (6}) (6) (0)] (8)
1959: 2. 9.4 0.8 —0.8 924 -— 0.7 93.1 —
1960: 1. 91.7 0.3 —06 920 —-04 kA 95.1 20
2. 94,7 0.1 —-0.1 94.7 27 26 9.3 22
$961: 1. ..o 100.8 0.3 1.0 99.5 438 38 1033 6.0
2 e §04.3 0s 16 102.2 27 5.7 107.9 4.6
1962: 1 109.5 0.7 11 101.7 55 4.3 1.0 4.1
2 111.4 0.9 08 108.7 2.0 32 1129 09
1963: 1. 114.6 09 0.9 128 3.1 s 1163 34
2 e 115.8 0.9 08 114.1 L3 4.6 118.7 24
1964: 1 118.7 08 08 1 LX) 2.6 119.7 1.0
2 119.7 0.8¢ 1.4t 117.5 I 04 341 120.9 1.2

© Figures shown are_period-to-period changes in preceding column.
&Bﬂm}lgg by the Federal Reserve Bank of New York
urce: The

Reserve Bank of New York. The adjustments for the first half of 1

ata through 1963 are from the July 1964 issue of the Suruzs:[ Current Business with seasonal adjustments of columns 2, 3, and 6 by the Federal
were derived as the difference between the totals for fiscal 1964 listed in the Budget

Document for fiscal 1966 (and other sources) and the totuls for the second half of 1963, National income accounts expenditures for 1964 are available in the

February Issuc of the Survey of Current Business.

The national income accounts budget also has its short-
comings as a source of expenditures data in terms of the
present concept, most particularly because of the dating
of expenditures. To be sure, price support payments to
farmers are rccorded as of the time the loan is made
rather than when it goes into default, and checks are re-
corded when issued rather than when cleared. On the other
hand, a number of expenditures items are listed in the na-
tional income accounts budget cither as of the time of
delivery of the goods to the Government (which may post-
date the cash income effect), or when paymcnts accrue to
the private sector (which may precede the cash income
effect).

The national income accounts data do, however, pro-
vide a “clean” seasonally adjusted expenditures scries
(excluding the Government's lcnding operations). As a
practical matter, therefore, it is simpler to start with the
national income accounts data rather than with the cash
budget data. What follows, therefore, is a summary of the
steps taken in adjusting the published expenditures data
in the national income accounts budget to the “modified
cash” basis needed for the present analysis.

Derivation of modified cash expenditures. In col-
umn 1 of Table II, expenditures in the national income
accounts budget are listed by half years at seasonally ad-

justed annual rates.” Many of the adjustments of these
data that might be made to arrive at the measure needed
for the present analysis are so small or so stable from
period to period that they may be safely ignored. The
two major adjustments that cannot be ignored arc shown
in columns 2 and 3 of the table.®

The first of these adjustments, shown in column 2,
concerns the dating of interest payments. The national
income accounts budget lists intcrest on the Federal debt
as an expenditure as interest accrues. The effect on pri-
vate income, however, occurs when interest is actually
paid out and is so listed in the cash budget. In order to

7 Historical data for expenditures in the national income accounts
budget are available by quarters and the adjustments pecded are
available by half years in the various July issucs of the Survey of
Current Business. Annual data, including the Administration's pro-
jections for the coming fiscal year, arc published in the Budget Docu-
ment, the Economic Report of the President, and the February
issue of the Survey of Current Business.

% Among the adjustments that have been ignored are expenditures
for the District of Columbia (these are recorded as state and local
expenditures in the national income accounts budget), and such
adjustments for netting and consolidation as: contributions to Fed-
eral employee retirement funds by the Government and by Federal
cmployces, contributions to the veterans’ life insurance funds by the
Federa! Government, and an adjustment for the receipt of interest
and for the proceeds of Government sales.
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put interest payments in the national income accounts
on a cash budget basis, the excess of interest accruals
over intercst payments, shown in column 2, should be
removed from total expenditures. A similar problem
occurs with respect to the payment for goods purchascd
by the Government, The national income accounts budget
contains thesc payments when goods arc actually de-
livered to the Government, but the impact is more likely
to occur when cash payments for the goods are made,
whether or not they have been delivered at that point. The
adjustment which places expenditures on a payments
basis is listcd in column 3,

The two adjustments just described, and the total for
loans shown in column 6 of Table Il, are part of thc reg-
ular public record, but only in amounts unadjusted for
scasonal variation. The seasonally adjusted data shown
in the table were developed at this Bank.?

Subtraction of the adjustments in columns 2 and 3 from
the data in column 1 yields the “modified cash’™ version
of expenditures listed in column 4 of Table 11. Half-yearly
changes in these modified cash expenditures are shown in
column $ as the fiscal effects from the expenditures side of
the budget cxcluding the Government’s lending operations.
The addition to column 4 of Government loans, shown in
column 6, gives a measure of modified cash cxpenditures
including loans. These are shown in column 7, and half-
yearly changes in this total, or the fiscal cffects including
loans, arc shown in column 8.

TAXeS. What accounting basis? The choice of an ac-
counting basis by which to measure taxes presents an even
thornicr problem than in the case of cxpenditures. The
main problem relutes to corporate taxes since the use of
different possible bases typically results in substantial vari-
ations in the figures.

The cash budget counts tax revenucs when they are
received by the Government; the national income accounts
budget lists some types of taxes when they accrue, In the
case of corporate taxes, this diffcrence in timing can
lead to widely disparate revenues totals in the two bud-
gets for the same period because of the considerable lag
between the time when corporations accrue taxes and the

%The formula (A + 2B 4 C) - 4, in which A represents the
previous period, B the current period, and C the succecding period,
has been used 10 abtain a “seasonally adjusted” figure for period B.
’tl,'hczhalf-yearly totals are converted fo annual rates by multiplying

y 2.

timc when these arc paid.'® As an example, during early
1964 the cffects of the Revenue Act of 1964 could be
considercd cither restrictive or stimulative as rcgards cor-
porate taxes, depending upon the basis used for measure-
ment. On a liabilitics basis the law provided for a
corporate tax cut during the first half of 1964 of $1.4
billion, but on a cash payments basis the law resulted in
a temporary incrcase in tax payments of $0.6 billion for
the period, due to a speedup in the payments schedule
(both figures given at seasonally adjusted annual rates).
Similarly, the Budget Burcau has estimated that the dif-
ference betwcen corporate tax accruals and corporate tax
payments for fiscal 1966 will amount to $2.9 billion.

Thesc differcnces have, of course, substantive implica-
tions for a measure of the effect of budgctary changes on
the cconomy as of thec time when that impact is ini-
tially felt. More particularly, accuracy on the tax side
requires some knowledge of whether the relevant impact
upon corporations occurs as they incur the tax liabilities
or as they actually make the tax payments. There is little
empirical evidence on this issue. Therefore, the analysis
presented here is based on a compromise. The estimates
shown are a simple arithmetic avcrage of corporate tax
changcs on an accrual basis and on a payments basis. No
such averaging procedurc appears to be neccssary in the
case of personal income tax changes. There is fairly gen-
eral agreement that individuals react to their tax pay-
ments rather than their tax liabilities.

The remainder of this Appendix summarizes the esti-
mate of the initia] cffects of individual and corporatc
after-tax incomes stemming from recent tax law changes.
In each case, the effect is measured in terms of the
change in taxcs at the level of income prevailing in the
previous pcriod rather than as the simplc period-to-
period change in tax rececipts.

Changes in individual tax rates. Social sccurity taxes
and personal income taxes have undergone major
changes since 1960. Social security rates were increased
thrce times during the 1960-64 period. The Social Se-
curity Administration has estimated the amounts of thesc
increases at annual rates of $2.1 billion in 1960, $0.5
billion in 1962, and $2.3 billion in 1963. Each of these

10 Until 1964, large corporations were not requircd to make any
actual tax payments on income earmed during a given calendar year
until September of that year. Indeed, the largest portion of their
tax bill was not paid until the following March and June. (The
somewhat different schedule for fiscal-year corporations does not
materially affect this point.) In the national income accounts budget,
however, taxes for any period arc listed as the liability is accrued.
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rate changes became effective on January 1 of the year
indicated. Thus, the impact of the changes is listed in
Table 111 for the first half of these three years. Although
cach tax rate change remained permanently in effcct,
therc was no additional curtailment of incomes sub-
sequent to the initial introduction of the increase, and
thercforc no tax change is listed in Table 111 for the suc-
ceeding half-year period or for later periods.

The Revenue Act of 1964, of course, provided for a
substantial cut in personal income tax rates. To imple-
ment the cut, the basic withholding rate was reduced from
18 per cent to 14 per cent, cflective in early March of
1964. At the lcvel of personal income prevailing in cal-
endar 1963, and given thc amount of income taxcs ac-
tually withhcld at that income level, this reduction in the
withholding rate would have provided individuals with
an additional $8.9 billion (annual rate) in after-tax in-
come. Because the effective date of the withholding rate
cut occurred in March 1964, or roughly two months after
the first half of thc ycar had begun, the amount of the
tax cut for that half year is listed in Table IlI at an an-
nual rate of only $5.6 billion. In the second half of the
year, however, thc lower withholding ratc covered the
entire period. Hence the table lists an additional stimulus
for the second half, which reflects the difference between
the application of the lower rates to six months as
against only about four months.

The net effects of the changes in social sccurity and
personal income taxes are shown in the last column of

Table 111

CHANGES IN INDIVIDUAL TAXES
Seasonally adjusted at annual rates; in billions of dollars

Calendar h
years by Social Revenue Act
haif years security of 1968 Total
1960: 1. 421 —_ 421
2. -— —_ —_
1961: 1. - — —
2. _ - -
1962: 1. .. +0.5 — +0.5
2. —_ —_ —_
1963: 1. 42.3 — 423
2. - —_ —
1964: 1 . —_ -35.6 -5.6
2o —_ —13 -33

N«ine: A minus sign denotes » reduction In taxes, a positive sign an increase

n taxes,

Source: Estimates released hy the United States Treasury Department and the
Social Security Administration, or hased upon the Treasury's estimates.

Table III. As previously explained, these figures should
be adjusted to allow for the fact that some of this after-
tax income rclcased was saved rather than spent and thus
did not have a direct impact upon aggregate output.
Therefore, these figures were multiplied by 90 per cent
before including them in the final estimate of the total
fiscal effect from taxes, shown later on in Table V. (The
reversal of signs in Table V reflects the fact that a tax cut
is stimulative, while a tax increase is restrictive.)

Corporate tax rate changes. Since 1960, therc have
been several tax changes aflccting corporations—the in-
vestment tax credit, effective in 1962; the liberalization
of depreciation allowances, also effective in 1962; and the
Revenue Act of 1964, which provided for a two-stage tax
cut and the acceleration of corporate tax payments.

The dollar value of the tax reduction generated by the
investment tax credit of 1962 has been estimated at an
annual ratec of $1.0 billion, while the liberalization of
depreciation allowances brought about a tax reduction of
$1.2 billion (both figures based on 1962 income levels).'
These cstimates of the change in tax liabilities are shown
in the first two columns of Table IV. Because both these
tax features became effective in the second half of 1962,
the timing of the reduction in cash payments largely
coincided with the reduction in tax liabilities (or accru-
als). These two reduction measures, of coursc, remain
in effect, but once again the logic of the “initial” impact
mcasurc requires that these tax changes be shown as
affecting only the second half of 1962, which is done in
Table 1V.

Corporate income taxcs were also rcduced by the Reve-
nue Act of 1964. Calculation of the cffects of this reduc-
tion is somewhat more complicated than in the case of
the earlier tax measures. First, the effective date of the
cut in liabilities preceded that in tax payments. Second,
the Act also provided for some acceleration of tax pay-
ments. On the basis of 1963 profit levels, the Treasury
has calculated that the value of the over-all reduction in
corporate tax liabilities will amount to about $2.5 billion
when fully effective in 1965. A little more than half this
total, or about $1.4 billion, was estimated as applic-
able to calendar 1964, effective as of the first half of the
year. This number is shown in the third column of Table
IV, which is on a liabilities basis. Tax payments, on the
other hand, did not begin to reflect the effects of the rate

11 AJ] figures in this section are based on official United States
Treasury estimatcs.
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rcduction until the second half of 1964. Thus, column
6 of Table 1V, which shows the effects of the reduction
in rates on a payments basis, lists the $1.4 billion figurc
for the second half of 1964.

The Revenue Act of 1964 also provided that corpora-
tions make two “advance” income tax payments—in
April and in June—on income earned during the same
calendar year. These two payments were in addition to
the traditional September and December advance pay-
ments. Between 1964 and 1970, the size of each of these
new paymcnts is scheduled to increase from 1 per cent
to 25 per cent of the estimated tax liability for the given
current year. In the long run, this provision affects only
the timing of payments rather than thc amount and will
result in a closer correspondence of actual tax payments
with accrued tax liabilities. But during the transition
years, payments in any given half-year period are affected
significantly, More specifically, corporate tax payments
will tend to be relatively higher in the first half of each
calendar year when corporations will make both the nor-

Table IV

CHANGES IN CORPORATE TAXES
Scasonally adjusted at annual rates; in billions of dollars

Changes in lisbilities Changes in cash paynrenls

Calendar Average

years by Invest. { Lib- Invest- | Lib- Revenue Act of lia-
hait yesrs ment | eralized ment |eralized of 1964 bitities
tax (depreci- | Revenue|{ tax |depresi- and pay-

cradit |ationof [ Act of | credit | ation ments

of 1962| 1962 | 1964 |of 1962)of 1962 Rates |Soredup) dases

m (2) ()] 4) 3 (6) &) 8

I

— — - - —_— — —_ —

—10 | —12 — 1 =10 | -12 - -] =22

L - - - - - - -

o= =14 i ~| =] —|+06]|—0s

1
b J— —_ - — - — 1 -14] 06| —-10

the: A minus sign denotes a reduction in taxes, a positive sign an increase

in tax payments.

Sourco: mates relcased by the United States Treasury Department or based
upun the Treasury's estimates.

Table V

DERIVATION OF FISCAL EFFECTS FROM CHRANGES IN
FEDERAL TAXES
Seasonally adjusted at annual rates; in billions of dollars

Calendar I Fiseal
years by Individual Corporate effects of
half yezrs tax changes tax changes ' tax chanpes
(n @ ™
1960: 1. -9 - -9
2. —_ — —_
1961: 1. — —_ —
2. —_ — —_
1962: 1. . —0.5 -— -0
2 .. — 420 § +2.0
1963: 1 .. =24 — ﬁ —20
2. —_ —_ —
1964: 1. +35.0 +N4 +5.4
2. B +30 +0.9 +3.9

Sources: Tables 111 and 1V, with actual amounts of tax chunges listed in those
tables multiplied hy 90 per cent to reflect the assumed initial cflects of the
changes in (axes on speading (and with signs reversed o reflect the inverse
relationship of tax changes from the budgetary point of view as against their
fiscal effects),

mal final payments on profits earned in the preceding year
and two additional payments on cstimated profits for the
current year. Thus, in column 7 of Table 1V, an increase
in tax payments of $0.6 billion is shown as occurring in
the first half of 1964—the result of the speedup—fol-
lowed by a reduction in payments of $0.6 billion in the
second half (to reflect the fact that higher payments in
the first half do not also remain in force for the second
half of the year).

The last column of Table IV shows the “compromise”
effect of the changcs in corporatec taxcs over the 1960-64
period (calculated simply by taking the arithmetic average
of the effects on a liabilities basis and on a seasonally ad-
justed cash basis). Following the same procedure that
was applied to the effects of changes in individual tax
rates, these compromise figures are multiplied by 90 per
cent, the signs are reversed, and the results shown in col-
umn 2 of Table V. The last column in Table V, which
is reproduced in Table | and is also plotted in the chart,
shows the total initial effects of the changes that have oc-
curred in the individual and corporate tax laws over the
1960-64 period.






