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Abstract

The public iswell aware of the budget problems facing Congress. There are many
reasons for the imbalance and potential effects of the imbalance project negative fortunes for the
United States. The policy options for balancing a budget include tax policy changes, spending
changes and discipline. Additionally, the budget has to examine current commitments for
savings potentials and understand how economics plays into Federal revenues. The conditions
set by proper fiscal and monetary policy will be able to flexibly handle economic swings and
maintain fiscal management. This report looks at tax proposals, energy policy, health costs and

some radical proposals as mechanisms for changing cost structures or raising revenue.
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Policy Topic: Balancing a Budget

For decades the United States has endured budget shortfalls, and especially in the recent
times, we have seen aresurgence of deficit spending. These budget shortfalls have an impact
upon the government’ s capability, future of public policy, inflation, and monetary policy. The
focus of the paper will be to review the budget deficit issue, its causes, and its effects. The paper
will focus upon how efforts to balance a budget have been influenced by policy initiatives and
environmental aspects like energy prices, inflation, war and catastrophe. The budget discussion
will aso have to include the allocations of the budget and where the funds are derived in order to
discuss potentia policy directions. The stakeholders, from citizen action/interest groups, the
IRS, the CBO and the Congress, will also be discussed and their influence upon the process.

Thisreport will discuss the nature of the issues in terms of costs, priorities, and effect
upon monetary policy and legacy. To do this, we have to consider how we arrived at this point
and identify target objectives. Aswell, we have to consider the public needs, industry needs,
legislated commitments, stresses upon the financial markets, bureaucratic issues and political
swingsin the Congress and President. We have to consider what strategies have been employed
before to balance budgets and their effects. In addition, environmental needs and circumstances
have caused unplanned cost abrasions, and thus, a policy proposal will have to be flexible to
meet unexpected situations like war and catastrophe. The discussion will focus the objective to
balance the budget. The report will consider aternative tactical methods to achieve the goals of
balanced budgets.

Identifying the objectives
Arguably uncontrolled debt spending has negative consequences for future attempts to do

anything in policy and anchors future policy in terms of what remains after debt payments have



Policy Topic: Balancing a Budget 4

been collected. Thus, the objective of this proposal isto recommend a balanced budget and rein
in spending especially in terms of debt spending. Further, a balanced budget will have to be
accompanied by significant reduction of existing debt.

The existing budget and debt trends

The budgets since 1960 have encompassed military expenses, inflation, recessions, and
have included many social insurance expenses. FY 2007 budget reveals substantial portions of
the budget outlays going to military and social insurance programs (i.e. Social Security,
Medicare and Medicaid). Excluding mandatory socia insurance, the allotment for the military
aloneis more than all other discretionary expenditures. Defense spending has significantly
outpaced other discretionary spending except for brief periodsin late 1970s and late 1990s
(Heritage Foundation, 2008; lowans for Sensible Priorities, 2006).

Currently, socia insurance outlays (are as much as military and discretionary expenses
combined) and have blossomed since 1968 from 46 billion to 1.4 trillion. For only the first 8
years of Medicare were discretionary outlays more than mandatory outlays. Currently, the CBO
calculates that mandatory outlays are over 60% more than discretionary spending (CBO, 2008).
Inflation adjusted spending has quadrupled since the 1960s where the Federal government
spends nearly $23,000 per household (almost double the spending of 1960 at $13,500) despite
minor changes in median income.

Total government income, including personal income tax, corporate income tax, excise
tax, fees and social insurance premiums, has reached over $1.7 trillion according to The Heritage

Foundation (2008).



Policy Topic: Balancing a Budget 5

X tart R-4 Thes Heritage Fourdation

Chart R-4. Type of Taxes as a Percentage of Overall Federal Revenue, 2008

Estate and GIft Custesms Duties and Other

1% e
Exc ise \
Individual
43%
Social Insurance
35%
Co rporate
15%

Social Insurance Taxes Mow Account for 35% of All Revenues®

Fbore: Tomal rety reo 08 i ChsE 10 Fosa i
Sourcur At fror BN bratoncal et Pkl Tas Rlati: 15702004, Dimturebar 1008

Figure 1: Federal Revenue (The Heritage Foundation, 2008 p5)

The Heritage Foundation cal culates that social insurance brings in 35% of the full budget,
individual income taxes 43%, corporate taxes 15% (Heritage Foundation, 2008 p5). According to
their calculations, inflation adjusted household tax contribution has increased almost 60% since
the Kennedy administration while the top individual tax rate has decreased almost 60% since the
1960s. Social insurance spending has increased over 600% since 1965 when Medicare was
enacted. Federal spending has consistently exceeded federal revenues except briefly in the late
1960s and the late 1990s. Spending since 1974-75 has outpaced revenues by wide margins
through current years (except in the late 1990s). Excessive spending was at widest marginsin
the 1980s and early 1990s and since 2001. CBO Budget Data suggests that the United States
currently has over $5 trillion in debt held by the public (CBO 2008).

Questions should be raised as to why have the government continued to spend debt rather
than balance. Friedman suggests that deficit spending restrains the government, but Buchanan
suggests that higher taxes give a stronger sense of value for the taxes (Lee & Vedder, 1992). As

noted, “mandatory” spending rose significantly as a portion of the budget and currently dwarfs
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the discretionary spending. Defense spending for Vietnam, Cold War rearmament and Iraq wars
have also marked times of deficit spending. Y et, during the Vietham war period 1960-1975, the
budget outlays were within 1 - 2 % of revenues despite withstanding two recessions (CBO, 2008;
Rizzo, 2007).

Debt comparison to currency and inflation.

The next part of thisreport isto examine the currency and inflation rates to determineif a
correlation exists between inflation and currency to deficit spending. Then, we review why the
trend exists or why one does not exist. Currency rates and inflation are important because these
indicate individual purchase power and economic activity by taxpayers. For example, the
consumer price index (CPI) measures the inflation rate of consumer products cost. From the CPI
data on the Bureau of Labor Statistics, something with an average cost of $0.099 in the year
1913 would cost $1.82 in 2003 and $2.02 in 2007 (Bureau of Labor Statistics, as cited by
InflationData.com, 2007) . The government also makes purchases where inflation and thus
affects the government spending capability. Thus, if a correlation exists between deficits and
inflation, we will be able to determine that regressive purchasing power may also slow
government income thus widening deficit spending.

Some economists have proposed as well that the changes in the value of the dollar affects
deficit and inflation rates especially when large sections of the economy are increasingly
interdependent upon foreign markets (Malpass, Spring2007). The currency exchange rate can
have valuing impact upon prices and ultimately the market as a whole since aweaker dollar
makes imports more expensive. With rising trade deficits (Shostak, Feb. 2, 2006), the cost of
imports will impact the dollar more, as long as we continue to maintain the current levels or

more of trade.
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Thus, the affect of dollar value may have an impact upon deficit spending and other
consequences. Aswell, issued treasury bills (public debt securities) may be held by foreign
investors. Changesin the dollar value will aso change the value of these securities especially in
comparison to the foreign currencies. Interest paid to foreign held treasury billsis real money
that leaving the domestic macroeconomic cycle. Arguably, thiswill become increasingly more
important as the US economy becomes progressively more affected by foreign markets (as
exhibited by the recent plunges in stock exchanges in Shanghai and Tokyo negatively affecting
DOW and NASDAQ indexes) (Kumar, Jan 2008). Changes in the value will affect the price of
goods that are imported and affect the inflation levels therein.

Understanding what drives inflation will also help to determine policy aternatives that
would benefit the country in pursing the balanced budget. Oil commaodity prices have heavily
impacted inflation in the United States in the 1970s, 1980s and 2000s. With aweaker dollar
imported crude becomes more expensive to buy with American dollars.

Economic projections and possible effects

Given the current expenditures, we need to review economic projections. The CBO and
OMB submit economic and inflationary projections in order to forecast the affect of spending.
These projections forecast the macroeconomic activity of the U.S. and potential affects of current
policy, and they help to determine potential affects of particular policy alternatives upon
economic activity. There is demonstrated impact of recessions and economic “bubbles’ upon
federal revenues, and thus, previous impacts can help to determine future possibilities of
economic activity and deficit spending.

The monetary policy also affects the sustainability of growth and inflation trends.

Intervention by the Federal Reserveis limited to monetary policy and intervention may affect its
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independence credibility. The Fed monetary policy hasto work in correlation to fiscal policy so
that policy options and decisions do not override the other (Bernanke, 2008; Braddus Jr, 2004).

Many factors can affect consumer consumption and this consumption drives the
macroeconomic cycle. A basic economic principle suggest that if items cost more to buy, then
consumers buy less volume and demand slows. There are mgjor indicators of inflation
(Consumer price index) consumer behavior (Consumer confidence index) and economic growth
(GDP) that show the relevance of consumer buying habits in relation to the economy as awhole.

The U.S. Labor Department shows that consumer spending slows as the price index rises
over the past years. Additionally, consumers are spending more of their incomes, not increasing
income and saving less (Bureau of Labor Statistics & Bureau of Economic Analysis, 2007). The
CPl is poised to rise over the next years which cause the economy to slow more. Thus, less
money will be spent by consumer asincomesfall. Slow consumer spending triggers a slow
down of macroeconomic activity and then, businesses have to become more efficient and
unemployment rises.

Real GDP fallsbelow 2.1 % preceding recessions according to Rizzo (2007). The
economic slowdown in production foretells unemployment slow downs and Federal revenue
shortfallsaswell. Further, fiscal sustainability is questioned with regard to the price of T-bills
and notes in the market as a matter of monetary policy. High interest rates on federal debt force
the fiscal policy to recognize that certain policies are unaffordable if full employment and

stability isthe goal (Fullwiler, Dec 2007).



Policy Topic: Balancing a Budget 9

Chart 3: Real GDP
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Figure 2: Real GDP Sour ce: (Rizzo, 2007)
GDP has steadily risen over the last two major recessions despite high unemployment

and slow consumer consumption as evidenced in the GDP spending numbers (Rizzo, 2007). The
GDP stability has helped the federal budget have viable revenues. Y et, stagnant incomes, rising
costs and higher energy costs will factor to lower productivity with less savings to extend new
investments. Rising credit issues will also reduce consumer spending capacity.
Energy: the commodity that defines our economy and warnings

Given the current environment of stagnant incomes for the past few years and the fiscal
policy by the Federal Government in the same timeframe, we are facing a slow down as energy
prices further reduce the already low disposable incomes. The 2005 disasters in the Gulf region
had an affect on the economy though not as extensive as originally thought, but they revealed

major liabilitiesin the U.S. economy (Williams, 2005).
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The disasters showed vulnerability of the U.S. economy with regard to energy prices.
The gas hikes caused temporary panics as they were offset by release of the SPR to lessen the
supply problem, but hikes left people worried of the coming winter energy needs. Edward Jones
Investments discusses this aspect and energy as amajor part of their investment perspective.
Skrainka explains how high energy costs will have a significant impact upon our economy
(Skrainka, 2005) and his theories are paralleled with the inflation data cited on InflationData.com
(Inflation.com, 2008). Thisinvestment perspective gives a potential forecast as investment
strategy and how the macroeconomic picture can change because of the energy prices. The
changes in macroeconomics will affect the government ability to balance a budget

Oil prices affect how we see prices in the market. The United States economy thrives on
oil and gas consumption. Everything we do and how we market is based on the assumption of
undeterred availability of commodities like food, water and fuel. Fuel consumption has become
convenient to consume. Besides the cost of driving vehicles, we are driving more vehicles that
consume more fuel than ever before. Delivery services and freight are rooted in fuel
consumption. Agri-business requires low fuel pricesto produce low priceyields. Additionally,
consider that the standard business districts evolved into major shopping complexes and events
that require automobile traffic to patronize. Of course, they accommodate for large traffic
volumes and transportation rather than alternative means. Oil is another means by which some
utilities deliver power to the public. Thus, costs here can drive basic utility costs. Without oil,
the economy will have to seek alternative energy where a supply disruption can have a
significant impact.

Since oil is a commodity, significant changes in the supply and price can produce a

dramatic affect upon CPI, the economy, and government revenue as shown in figures 2-5.
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Production costs rise because of the shortfall of supply and incomeswill drop asaresult. As
well, federal revenue dips can be observed in 2003, 2004, 1981, 1982, 1975, 1976, 1991, and
1992 which correlate with years proceeding significant spikesin oil prices, inflation and interest
rates. Considering, crude oil rising past $101 a barrel in February 2008 and according to the
figures 3-5, the rise correlates with higher inflation and lower revenue in proceeding years.

Additionally, the "Coming Energy Crisis" discusses the similarities between current oil
production issues and those of the 70s which caused major energy hikes. This examination
discusses the release of Strategic Petroleum Reserve (SPR) as evidence of "further increasing US
vulnerability to supply interruptions’ (Williams & Alhgjji, pg 6). They contend that the USis
heading for another energy crisisby 2010. Even if one discredits the crisis theory, one hasto
recognize the significant impact that energy prices have had upon the economy and the
worldwide demand increase is going to push oil prices upwards.

Rapid innovation of aternative energy and rapid implementation of such may offset the
affect of any sort of potential crisis and international demand increase. Such implementation
would require along term strategy and quick delivery mechanism for transitioning the country to
an alternative source at reasonable costs. Investments made in this area may have significant
impact on the ability of the country to withstand upheavalsin oil prices and better project long-
term revenues that are independent of foreign alliances for oil supply.

Interest rates: the cost of debt

Interest rates have an impact upon deficit spending. Fullwiler (Dec 2007) argues that
interest rates are driven by fiscal policy. He cites Kotliff and Burnsthat suggest “history is
replete with examples of what happens when countries can not pay their bills.” (Kotliff and

Burns, as cited by Fullwiler, 2004, p10) which argues against Friedman’s point. Tatom (2006)
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argues that interest rates are not raised by deficits. Fullwiler and the charts show a correlation

between mortgage rates and deficit spending, but Tatom agrees that spending is a problem.

Inflation Adjusted Monthly
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Figure 3: Historical Oil prices (InflationData.com, 2007)
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Figure 4: Total Federal spending and revenue Sour ce: (The Heritage Foundation, 2008)
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Figure 5: Inflation by decade: (InflationData.com, 2006)



