On the
“underspending”
in the Federal
budget

In the summer of 1976, the slow pace of the business
recovery raised important questions about the under-
lying strength of the economy. There was a good deal
of speculating about what might be going wrong. One
apparent clue surfaced when the Federal Government
budget for the fiscal year ended in June 1976 indi-
cated that spending was $8 8 billion lower than ex-
pected.

It was widely anticipated that spending would be
back on track by October, when the Federal Govern-
ment was to introduce a new dating for its fiscal year.
(The first fiscal year on the new basis, fiscal 1977, began
on October 1, 1976 and will end on September 30,
1977.) These expectations did not materialize and the
underspending persisted into fiscal 1977, the current
fiscal year. However, the large increase in Federal
Government purchases of goods and services in the
Apnl-June quarter seems to indicate that the shortfall,
at least 1n some categories of spending, might be end-
ing Questions about the underspending and its eco-
nomic effects nevertheless remain.

Interest in the shortfall has focused mainly on its
possible downward impact on economic activity, par-
ticularly over the short run. There are, of course, other
issues concerning the underspending. For one, there
is the question of whether the size of Federal spend-
ing 1s already too high relative to that of the private
sector. To many who take this view, the shortfall is a
welcomed development, despite its possible short-run
dampening effects on the economy. For another, there
is also the question of determining the appropriate
amount of fiscal stimulus with the economy operating
below capacity while inflation is still rapid This article

does not explore these two issues but is restricted to
the direct impact of the shortfall on the pace of the
expansion.

A close look at the underspending problem turns up
some surprising information. Shortfalls in Federal
spending were very common in the past. Also, part of
the current underspending is not in spending
per se but In the so-called “offsetting receipts’’—rev-
enue netted against certain spending categories in the
budget—and some of the offsets have been larger than
estimated.' Furthermore, it appears that the economic
effects of current Federal underspending have prob-
ably been exaggerated.

Perhaps the most important consequence of the
shortfall controversy will be to accelerate the pace at
which the Office of Management and Budget intro-
duces improved spending controls into the Executive
Branch. Such a development would have been inevi-
table in any event, since the Congress has begun to
monitor budget matters much more closely under the
provisions of the Congressional Budget and Impound-
ment Act of July 12, 1974.2

Understanding the shortfall

Underspending implies that Federal outlays are run-
ning below some target. That target 1s the cumulative
amount of spending needed at any point during the

1 Offsetting receipts cover a wide variely of items, including repay-
ments of loans, interest paymenis on loans, rents, sales of products,
and insurance payments by veterans

2 For an explanation of the new Congressional budget procedures,
see Joseph Scherer, “New D'rections for the Federal Budget?" in
this Bank's Quarlerly Review (Spring 1977), pages 1-10
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Chart 2

Federal Underspending or Overspending
as a Percentage of Total Budget Outlays
and of GNP
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fiscal year if the total in the official budget is to be
met by that fiscal year’s end. There are two aspects
of estimating any shortfall: to calculate how much
of a shortfall has already occurred and to determine
whether the underspending will continue and what
its ultimate size will be. Analyzing both aspects nec-
essarily involves a number of uncertainties.

The Administration can measure any current short-
fall by comparing actual spending totals for any month
with the estimates it previously made for that month.
When a shortfall turns up, the Government can then
identify the particular spending categories in which it
has arisen. It is much more difficult for outsiders to
spot possible shortfalls during a fiscal year, since the
official budget presents no monthly distribution of
Federal spending. Analysts can attempt to fill this
information gap in several ways. One is to apply sea-
sonal adjustments to reported monthly expenditures.
The purpose is to see whether or not expenditures are
tending to run at a monthly rate that seems plausible
in light of the annual estimates given in the budget.
Another is to calculate the percentage of the total
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year's spending represented by the period for which
actual data are in hand and to compare this percent-
age with the percentages for similar periods in previ-
ous years. Neither of these methods provides sure
answers.

Answers are uncertain since both techniques as-
sume a normal pattern of Federal spending to which
incoming data for a current year can be compared.
However, the pattern of spending within a fiscal year is
not consistent. Experience shows, for example, that
the proportion of yearly spending can shift several
percentage points from the first half of a fiscal year
to the second half, and vice versa. Since a single
percentage point of the current budget, that for fiscal
1977, is worth about $4.1 billion, the range of error
by any method of estimating a shortfall—or of estimat-
ing an overage—can be very large Consequently, the
underspending in fiscal 1977 cannot be verified with
much certainty by outside analysts.

Spending shortfalls have occurred In eleven of the
seventeen years from fiscal 1960 to 1976, or about
two thirds of the time (Chart 1). Moreover, when the




eleven shortfalls over this period are calculated as
a percentage of the budget for the entire year or
as a percentage of GNP, they are relatively as large
or larger in earlier years than they have been in the
seventies (Chart 2). On such calculations, the shortfall
registered in fiscal 1976, as weil as the estimated
shortfall for the current fiscal year, seems no larger
than other recent—and unnoticed—ones, e.g., those
registered in fiscal 1972 and 1974.

The economics of the shortfali

Most discussions of the shortfall have simply drawn
the following conclusion. Because Federal spending
Is running below target, ergo, the budget I1s or will be
less stimulative than planned.

In reality, the effects of a shortfall on the economy
are much more complicated One of the first qualifi-
cations to be made about the significance of a short-
fall 1s that it may make a considerable difference in
which categortes of spending the shortfall occurs, for
all categories may not have the same economic im-
pact. For example, one standard version of macro-
economic theory says that changes in spending on
goods and services have a larger impact than equiva-
lent changes in spending on transfer payments The
explanation offered is that direct expenditures have
an immediate and full influence on economic activity
whereas, while transfer payments increase personal
income, some spending out of these transfers may
be saved.

Shortfalls that arise from offsetting receipts gen-
erally can be expected to affect the economy more
slowly and less strongly than reductions in actual
spending This is especially true for financial offsets,
such as loan repayments. They do not affect the na-
tion's income stream, although in time they could
affect the economy indirectly to the extent that they
influence financial market conditions.

The impact of underspending for grants-in-aid to
state and local governments may depend importantly
on the particular grant involved, the reason for the
shortfall, and the resultant change in spending by the
lower levels of government. If there 1s a delay or
reduction in those grants that require matching funds
by the lower levels of government, the shortfall prob-
ably reduces state and local government spending as
well. In contrast, some lower governmental units might
assume the entire funding on their own. If the Federal
shortfall is only a temporary delay in paying funds, the
impact will be short-lived. In general, the economic
effects of a shortfall arising from grants-in-aid cannot
be determined simply on a priori grounds.

Another critical question in determining the
effects of underspending concerns the extent to

which the shortfall involves spending in real terms.
Indeed, some impact on real Government spending
seems implicitly assumed in all of the discussions about
the present shortfall. But there is the possibility that
the underspending reflects a misestimation of the im-
pact of inflation on Government spending That is, the
actual rate of inflation may turn out to be lower than
the expected rate of inflation, and thus the budget’s
estimates of how much particular programs cost would
be too high In that case, real spending is no different
from that implicit in the Government’s programs, and
the underspending is simply a forecasting error of what
goods and services were likely to cost in the market-
place. Such a shortfall would seem to have no direct
impact on the physical volume of business activity.
The importance of underspending can also be ap-
proached in another way. That way is to use the data
in the Federal sector of the national income accounts
(NIA) as opposed to the official budget. The Federal
sector of the NIA adjusts the amount and the timing of
some official budget data and eliminates purely finan-
cial transactions The President’s Council of Economic
Advisers made a calculation on both bases 1n its 1977
annual report. The comparison showed that the com-
bined spending shortfall in the official budget for fiscal
1976 and for the July-September transition period be-
tween the “old” and the “new” dating of fiscal years
was $11.4 billion. The shortfall as measured in the
Federal sector of the NIA was only $6 2 billion.
Regardless of the composition of underspending,
the resulting lower Federal deficit reduces the Trea-

Table 1 —'

Relationship between the Administration’s
February and July Estimates of Federal
Budget Outlays for Fiscal 1977*

In billions of dollars

Budget items Amount
February budget estmate . ..... ..... ..... . . 416 61
Withdrawaf of proposais
to stimulate the economy .... ... e e eee. — 32
Underspending .. ... ....o0 i aee. - 70
July budget esttmate ....... ..... ... .. .. 406 4

* Fiscal 1977, on the Government’s new dating, began on Octo-
ber 1, 1976 and will end on September 30, 1977.

t The estimated budget outlays as presented in February were,
for technical reasons, $0 8 billon higher This change 1s un-
related to the amount of underspending

Source The July 1, 1977 Budget Review issued by the Office
of Management and Budget
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sury’'s borrowing needs and, consequently, helps to
Table 2 keep interest rates below the levels they might other-
The $7 Billion Underspendiﬁg in the wise be. Such a tendency shop!d stimulate spending
Federal Budget during Fiscal 1977 by'tI?e private sector. In adgltlor!, a lower Fed.eral
deficit could serve to dampen inflationary expectations
in bitions of dollars which, in turn, might also spur private demand. In time,
— = spending less than budgeted effects of this kind could offset much of the short-
*+ = spending more than budgeted term impact of the shortfall on economic activity.
Type of outlays Amount It can thus be seen that the economic impact of a
shortfall in Federal spending may be many-sided and
Defense: depends on a host of factors. The direct effects on
gg'e‘?z::oﬁer;?;n;;-}:ienance TR :82 economic activity can vary considerably according to
Procurement . . L oo where the shortfall occurs. Understanding on goods and
Research and development . ..... .............. —05 services might have a significant impact on the econ-
Mittary assistance . . ... . . ... ... =11 omy; a shortfall that arises from offsetting receipts that
Subtotal ....... e s e e e 3T are higher than expected and from financial transac-
Nondefense: tions may have relatively little effect. To the extent that
Eirer?g)?rg:s::riﬂogrsxaI.D'ev.eir;ﬁr;we'n.(.Aa;‘!;l'n.ls.t.ra.lt'lc.)r.?. e fég the shortfall is merely a redistribution of total spending
Petroleum StOrage program ... .. . ... .oo.oouoo. —01 within the fiscal year, its significance would be short-
Water resources . .. ..... ... L.iiiiiiiiiea, —03 lived. The shortfall’'s real influence would also be re-
Subtotal ... e i e e e 408 duced substantia”y if 1t arose from a lower than ex-
Transfers: pected rate of inflation. Finally, the direct short-term
Medicare ... .. e e —04 economic impact of a shortfall in Federal spending
gg‘;;a'“:eg’l:g?;ams R R LI Ig‘; could, after a while, be partly offset by increased pri-
Federal employee retirement and disability .........  —03 vate expenditures induced by a reduction in interest
Unemployment insurance .......... ....oovveennns —02 rates and inflationary expectations that would tend to
Oter .. v v e e —04 flow from the resulting reduction in the Federal deficit.
Subtotal ... ... .. L. i ciee .. . —10
Grants: Measuring the underspending
g?;“;}a“?:y ﬁ’:]fgfosggsef;‘l’cgf; Constiucton” T :83 The Administration estimated last February that total
Community development block grants ............ . —02 expenditures in fiscal 1977 in the unified budget would
Local public WOrks . ...cuuiiir it it —02 be $417.4 billion. In Apr||, the estimate was revised
E?;jﬁf‘,jﬁ”:,{f’ﬁ,?,ﬁﬁ‘jme'm o e e e 708 downward by $9.3 billion, largely because of the per-
Antirecession fiscal assistance . . ....... .... ... —04 ceived underspending. In the midsession review in
Medicaild .. ... ..... ..o —04 July, the Administration reduced its estimate of fiscal
SUblofal ... —32 1977 outlays an additional $0.9 billion for the same
Interest: reason Part of the combined $10.2 billion downward
Interest on public debt ... .... ...... cee . 703 revision—$3.2 billion—was due to the elimination of
Subtotal .. . e e e e —03 a porﬁon Of PreSIdent Carter,s Stlmu'us package-
Other: Hence the spending shortfall that can be inferred from
I\EA):)pr?r:"em::or{eldEaannkd insurance programs . . ... . B the latest estimate of the budget amounts to $7 bil-
Mlscgllgneous ........... prosmm reiii. 409 lion (Table 1). For the purposes of analyzing the short-
SUBLOtal . e e —02 fall in more detail and identifying its economic impact
with more precision, it is useful to reclassify the short-
Total underspending . ... ...... ........ .... ~7.0 fall data into the categories shown in Table 2.

The shortfall in the defense sector of the budget,
Source The net estimates of budget underspending are based $3.1 billion, comprises about one half of the total. De-
Caraors o el rare et et Tocee Sierses | fense spending, to the extent that it involves purchases
are given in the July 1, 1977 Budget Review issued by the of goods and services, can have a relatively large
O"Icehof Managemgnt an Btrt:dgel thl;e g'a:jss':‘catlors ?hh‘iw.z economic impact. This is particularly true for defense
Peecsmad e e croaren Lo Federa seclor 12 | purchases of privately produced goods and services.
tions of the outlays to the NIA basis were made by the authors Thus, the $1.5 billion underspending in such catego-
of this article. ries as procurement, operation and maintenance, and

research and development is potentially the most im-
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portant component of the total shortfall. However, pre-
hminary NIA data on the speedup in Federal defense
purchases during the April-June quarter suggest that
most of the underspending in this sector took place
before then. Therefore, the bulk of the economic im-
pact from underspending in defense i1s no longer
being felt

The underspending in military payrolls is relatively
small and of minor economic significance. The half a
billion shortfall in this category reflects the experience
during much of last year, when there was a low rate of
recruiting for the armed forces. The Administration re-
ports a shortfall of $1.1 billion on outlays in another
category of military spending, military assistance. This
underspending reflects a procedural change in the
management of the military assistance trust fund The
change has led to a slowdown In the number of trans-
actions processed this year, so that underspending
here merely involves the recording of purchases and
sales, which has no economic impact.

Purchases of nondefense goods and services are
now calculated to be $08 bilion higher than in the
February estimate. Underspending for some nonde-
fense items—mainly construction projects—should be
more than offset by the unexpected Increase for farm
price supports, which amounts to $16 billion The
supports have complex effects on the income stream
because, if such loans were not made available,
farmers might still keep crops in storage rather than
sell them 1n the open market Yet, since the farm prod-
ucts 1n question have already been produced, the
direct effect on the GNP lies in the past.

Underspending on transfers 1s anticipated to be only
about $1 0 billion in fiscal 1977. Its economic impact
should be minimal: the amount of money involved 1Is
small and a shortfall in transfers has only indirect
effects on spending.

Delays in grants

Among the remaining spending categories, a sizable
shortfall exists in Federal grants, which can have a
significant 1mpact on state and local government
spending But much of the $3 2 billion underspending
there appears to reflect legislative delays and, there-
fore, i1s very hkely to be made up This is particularly
true of grants for public works and for manpower
training and employment programs. Other grants, such

as those for sewage plant construction, are lower than
expected partly because of delays resulting from ad-
verse weather conditions last winter. There also ap-
pear to be shortfalls in educational programs as a re-
sult of slow drawdowns of Federal grants by local
school authorities Taken as a whole, there would
seem to be some deflationary impact from the delayed
flow of grants, which appears to have continued
through the past quarter.

Interest payments on the public debt are currently
expected to be $0 3 billion lower than in the February
budget projection. The estimated deficit for fiscal 1977
was too great, and the projected level of interest rates
was too high.

Finally, the activites of the Export-Import Bank,
which provides loans for United States exports, as well
as Government activity under mortgage credit pro-
grams, are considered purely financial transactions.
The shortfall in these categories amounts to $1.1 bil-
lion. The bulk of $0 9 billion overspending included in
the “miscellaneous” category shown at the bottom of
Table 2 comes under the heading of offsetting receipts,
which also are at most of secondary importance In
their direct impact on economic activity.

In summary, about 30 percent of the Administration’s
estimated shortfall occurs in defense (excluding mili-
tary assistance), and underspending in this category,
especially for hardware, tends to dampen GNP directly.
Since 1t seems that most of the shortfall on defense
Is over, its major economic impact has probably al-
ready occurred Nearly 50 percent of the shortfall oc-
curs 1n grants, which can have a noticeable though
probably indirect effect in holding GNP down. But the
effect of the current shortfall in grants cannot be de-
termined with precision. the legislation for public ser-
vice jobs and countercyclical aid has already been
passed, and disbursement of the funds could proceed
more quickly or more slowly than the Administration’s
estimate assumes. The remaining portion of under-
spending is scattered in rather small separate amounts
and with varying effects.

All in all, it thus seems that the total shortfall of $7
billion 1n the budget 1s not a major Influence on eco-
nomic growth this year The immediate dampening
effect on economic activity, moreover, could over the
longer run be offset by the shortfall's indirect effects
that tend to work in the opposite direction.

Joseph Scherer and Carl J. Palash
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