
CHAPTER 5

Major Economic Policy Issues of 1977

T N 1977, THE NEW ADMINISTRATION INTRODUCED a number
•*• of legislative initiatives whose economic impacts will be far reaching—
energy, agriculture, social security, and welfare reform. The Administration
is now proposing that the Congress consider a series of fundamental tax
reforms. In addition, there have been a number of proposed reforms to
improve the efficiency of our regulatory programs. The present chapter
analyzes these programs. Although the details differ, the central theme that
runs through these programs is the same—enhancing the effectiveness of
Federal programs and reducing their costs, while improving the fairness
of our economic system.

ENERGY DEVELOPMENTS AND POLICY

The economic consequences of the 1973 oil embargo and the quadrupling
of world oil prices by the Organization of Petroleum Exporting Countries
(OPEC) have dramatically demonstrated the importance of energy to the
U.S. and world economies. In the United States, higher prices of imported
crude oil prompted major increases in the prices of all domestic fuels,
aggravated inflationary pressures, and contributed to the deepest recession,
since the Depression. Moreover, mounting oil import payments have con-
stituted an enormous drain on domestic incomes, causing a severe imbalance
in our external deficit.

Nonetheless, U.S. dependence on foreign sources of energy has continued
to grow. Oil imports in 1977 nearly doubled those of 1972 and supplied
almost half of domestic petroleum demand. Unless we adopt effective poli-
cies to reverse underlying forces, still further growth in oil imports is likely
over the coming decades.

How did this situation arise? Although the answer is by no means simple,
an important element is that the current economic infrastructure—build-
ings, factories, machines, and automobiles—was largely designed for an era
of low-cost oil and natural gas. Significant changes in patterns of energy use
will occur only when more energy-efficient capital has been installed and
as the existing capital stock is replaced. This is a time-consuming process,
and only modest progress has been made in the last 4 years.
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Of equal importance are Federal tax and regulatory policies that have
encouraged low energy prices throughout the postwar era. Apart from the
imposition of import quotas, energy consumption has been subsidized by tax
incentives for energy production that have lowered consumer prices and,
over different periods, by price controls on crude oil and natural gas. Though
the various controls have generally mitigated the inflationary impact of the
rise in the price of imported oil and prevented domestic producers from
realizing additional gains on oil already discovered, they have contributed
to imbalances between the supply and demand for major sources of energy.
The disequilibrium has been evidenced in the natural gas market by growing
curtailments, and in the case of oil, by rapidly rising imports.

Unless these imbalances are soon curbed, the United States may face
serious economic risks. Though world oil prices have recently been stable—
because of weak recoveries in most industrial nations and large discoveries in
non-OPEC countries—growing world demand for oil and gas could strain
world productive capacity, creating the danger of substantially higher oil
prices in the years ahead. The United States can avoid the consequences of
higher prices, however, by gradually converting from oil and gas to more
abundant domestic sources of energy—nuclear fuel, coal, solar, and perhaps
other energy sources. Because, long leadtimes are required, an early transi-
tion would be less costly and would lead to less risk from higher oil prices
or sudden supply interruptions in the future.

ENERGY BEFORE 1973

The principal sources of primary energy in the postwar period have been
oil and natural gas. In 1950, they accounted for 58 percent of total energy
consumption, while by mid-1973 the fraction had grown to 77 percent.
After an earlier period of dominance before World War II, coal production
fell during the postwar period. Electricity produced by these primary fuels
grew rapidly owing to economies of scale and advances in technology.

Both economic growth and the declining relative prices of energy products
heightened the demand for energy (Table 29). From 1950 to 1970, for
example, the wholesale price of energy fell by 13 percent relative to all
finished goods (though it advanced in the latter part of the period). Con-
sumers responded by purchasing homes, automobiles, and appliances that
required substantial inputs of energy; firms substituted energy and capital
for labor in constructing buildings and factories and in manufacturing their
goods. The entire American way of life, from the spread of the suburbs to
the popularity of large automobiles, has been conditioned by low-cost energy.

Aside from the imposition of oil import quotas, Federal Government poli-
cies stimulated energy demands. Percentage depletion allowances in excess
of cost reduced all energy prices by lowering producer tax liabilities. Price
controls on natural gas sold to interstate pipelines have long held prices below
the energy equivalent prices of substitute fuels. In addition, government
regulation of the motor carrier and air transportation industries promoted
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TABLE 29.—Trends in energy consumption and deflated energy prices

Item
Average annual percent change

1958 to 1973 1973 to 1976 1976 to 1977

Energy consumption:

Total.
Petroleum and natural gas liquids..
Natural gas
Coal
Net electric power generated

Average producer prices:2

Crude oil
Natural gas..
Coal

Wholesale prices: 2

AH energy
Petroleum products.
Natural gas __
Coal
Electric power

Consumer prices:3

All energy
Fuel oil and coal
Gasoline and motor oil..
Natural gas
Electricity

4.0
4.1
4.9
2.0
7.3

- . 4
1.9
1.7

.2
- . 1
1.6
3.4

- . 4

- . 8
.0

-1 .0
- . 4

-1 .2

-0 .1
.2

-3 .4
1.1
3.2

16.5
26.3
19.6

14.1
17.3
18.6
8.3
6.4

6.2
12.9
5.1
7.1
3.5

4.3
6.1
1.1
8.4
6.1

2.0
26.7

-1 .7

7.9
4.8

38.0
.6

6.9

2.9
6.1

g
ll! 6

.1

* Changes for energy consumption and wholesale prices computed from third quarter 1976 to third quarter 1977.
Other changes are from year to year.

2 Prices deflated by the wholesale price index for all finished goods.
3 Prices deflated by the consumer price index for all items.
Sources: Department of Energy, Department of Labor, Federal Power Commission, and Edison Electric Institute.

energy consumption by encouraging excess transportation mileage through
artificial route restrictions and prohibitions on price competition. Finally,
government support favoring highways over mass transit contributed to
increased gasoline consumption.

The absence until recently of significant environmental legislation also
encouraged energy consumption. Energy industries tend to produce rela-
tively large environmental side effects whose costs are not reflected in energy
prices. Not until the late 1960s did the U.S. Congress begin to take major
steps to deal with this problem.

At the close of 1972, therefore, the United States found itself locked into
a capital stock tailored to low-cost oil and natural gas. Oil demand, which
had grown at an average annual rate of 4.4 percent since World War II,
had outstripped production growth, requiring oil imports of nearly 5 million
barrels a day. A significant portion of our low-cost oil and natural gas re-
sources had been depleted, portending higher costs of discovery and pro-
duction. The market, however, provided no signs of a reversal: Americans
were accustomed to cheap energy and expected it in the future.

THE 1973-74 PRICE SHOCK

Events during 1973 and 1974 dramatically altered prior energy price
patterns. In November 1973 the Arab members of OPEC placed an em-
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bargo on oil exports to a number of other countries, including the United
States. Following previous substantial price increases, OPEC quadrupled the
world oil price to levels far in excess of its costs and cut back production to
support the action.

In the events that followed, it is important to distinguish between the
effects of the embargo and those produced by the rise in oil import prices.
The embargo itself lasted only 5 months and generated shortages within
the United States, in part because petroleum product prices were controlled.
Gold weather and previous curtailments of natural gas supplies exacerbated
the problem. Shortages would have been mitigated without price controls,
but the resulting high prices would have created substantial windfall profits
and added to inflation.

Whereas the economic consequences of the embargo were limited and
confined to a relatively short period, the economic costs of adjusting to higher
prices of imported oil were enormous and persist to this day. The adjustment
has been accompanied by significant advances in the prices of other fuels
(Table 29). Both the embargo and the price rise have taught a common les-
son, however: vulnerability to supply interruptions and price increases can
only be reduced through a fundamental reorientation in patterns of energy
use.

DEVELOPMENTS AFTER THE PRICE SHOCK

Though the price shock has had important effects around the world, the
impacts have differed between countries.

Domestic

Prices of all fuels in the United States increased sharply following the
rise in oil import prices (Table 29). Except for natural gas prices, however,
rates of price increase generally slowed, or in some cases, fell in 1976 and
1977.

Though consumers have had only a short time to adapt, energy consump-
tion patterns have already evidenced some response to the higher prices.
The ratio of total energy consumption to real gross national product, GNP,
for example, stood 5 percent lower in mid-1977 than in 1973. More sig-
nificantly, the ratio dropped as the economy pulled out of its 1973-75
recession, an important sign that higher prices had discouraged consumption.

Nevertheless, after falling in 1974 and 1975, total energy consumption re-
sumed its upward climb in 1976 and 1977 as real GNP advanced. Consump-
tion of petroleum products, in particular, rose rapidly in 1977, as a result of
several factors that outweighed the dampening effects of higher prices. The
cold winter in 1977 increased heating demands generally and oil demand
specifically because many users of natural gas switched to oil when gas sup-
plies were curtailed. Demand for distillate and residual fuel oils in the first
2 months of the year, for example, was up by 1.6 million barrels per day
compared with the same period in 1976. The West Coast drought added
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especially to residual oil demands by inducing many utilities to turn from
hydroelectric power to oil-based generation.

In contrast, energy production has declined since 1973, although the
responses to higher producer prices have varied between fuels. For exam-
ple, after falling in 1973, coal production rose, largely because the sharp
rise in oil prices encouraged some oil users to switch to coal and because
of the rapid growth in electricity production. Environmental restrictions
on coal burning under the Clean Air Act, however, restrained both coal
demand and production. Electricity production, too, continued to advance,
although at rates below those experienced prior to 1973. Sharply increased
primary fuel prices raised final electricity prices to consumers, and therefore
discouraged consumption.

Production of crude oil and of natural gas, on the other hand, has fallen
from 1973 levels. In the case of crude oil, though drilling activity responded
to a sharp rise between 1973 and 1976 in the new wellhead price (Chart 12),
the average depth of wells drilled fell. Declining output from existing wells
more than offset the rise in new discoveries, producing a decline in total
crude oil production in the lower 48 States between 1970 and 1977.

Chart 12

New Crude Oil Prices and Drilling Activity
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In 1977 the declining trend in national crude oil production was reversed
by the September opening of the Trans-Alaska Pipeline System (TAPS).
Alaskan production was slowed, however, by a fire at a major pump station
in July and by difficulties with others, which reduced present TAPS capacity
from 1.2 to approximately 0.7 million barrels per day. The lack of a pipeline
linking the West Coast to the Midwest threatened to force shipment of addi-
tional volumes of Alaskan oil through the Panama Canal. Such an outcome
would raise transportation costs substantially and possibly discourage future
increases in deliveries or expansion of TAPS capacity.

Production of natural gas has followed a similar course, declining grad-
ually between 1973 and 1976 and leveling off through the third quarter of
1977. Like oil production, gas drilling activity responded to recent price
increases in both the interstate and intrastate markets; declining output of
existing wells, however, had until 1977 more than offset new production. The
production trend since 1973 represents a particularly dramatic reversal:
from 1950 to 1973 natural gas was the fastest growing domestic source of
primary energy.

With energy consumption registering a small increase between 1973 and
1977, the decline in energy production has created a growing imbalance
between production and demand, particularly for oil and natural gas. In the
case of natural gas, the excess of demand over production has remained
largely unsatisfied. Until the quadrupling of oil prices, the importation of
significant quantities of liquefied natural gas (LNG) was not economic, limit-
ing the import market to contiguous nations, Canada and Mexico. As a
result, natural gas imports have remained less than 5 percent of domestic
consumption.

The inability of domestic and imported natural gas to satisfy demands
has resulted in curtailments of natural gas supplies. Since 1971, despite a
decline in total consumption of natural gas, the volume of gas curtailed to
users with firm supply contracts has increased by a factor of over 10. The
shortage reached a peak owing to the cold weather in the first quarter of
1977, when net curtailments to firm users rose to nearly 1 trillion cubic feet,
or almost 16 percent of total gas consumption.

Curtailments have grown largely because of the way in which natural gas
prices have been controlled. Since 1954, prices of natural gas sold to inter-
state pipelines, have been subject to Federal regulation. Natural gas sold to
intrastate pipelines, however, has remained unregulated. During the 1960s,
when intrastate prices were generally below interstate prices, new commit-
ments to interstate pipelines exceeded those to the intrastate market. During
the 1970s, however, intrastate prices increased at a much faster rate despite
several increases allowed in the price for new interstate commitments. For ex-
ample, although the 1977 interstate price ceiling of $1.47 per thousand cubic
feet (mcf) for new contracts stood nearly triple its level of 1975, new long-
term intrastate contract prices ranged between $1.41 and $2.19 per mcf in
the major gas-producing States, according to a survey made by the Federal
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Energy Regulatory Commission. The higher intrastate prices have en-
couraged producers to commit most new gas to the intrastate market, creat-
ing growing shortages in net consuming regions, such as the Northeast.

At the end user level, pricing policies by state regulatory commissions have
exacerbated the shortage by encouraging consumption. Faced with gas
contracts at a wide range of prices, commissions have allowed distribution
companies to charge their customers the average of all wellhead contract
prices. New, higher-cost gas has consequently been "rolled-in" with the
average cost of all previously discovered gas. Although rolled-in pricing
caused only minor problems when average and marginal gas prices were
relatively close, today it introduces major distortions in energy pricing.
Consumers are faced with low average historical costs when new supplies
are often substantially more expensive. This distortion could worsen if
high-cost gas (such as LNG or synthetic gas) is also priced on a rolled-in
basis.

With crude oil, unlike gas, the excess of demand over domestic supply has
been met by a mounting volume of imports. Between 1972 and 1977, oil im-
port levels rose 92 percent. Import costs increased from nearly $5 billion in
1972 to about $45 billion in 1977. Most significantly perhaps, oil imports
climbed relative to GNP, although total oil consumption as a fraction of
GNP has remained nearly constant during the last 20 years (Chart 13).

Chart 13

Oil Consumption and Imports
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As with the natural gas shortage. Federal policies have also encouraged
the growth of oil consumption and consequently of oil imports. Controls on
the prices of crude oil, in particular, have played instrumental roles in this
process. Created in 1971 to soften the macroeconomic and distributional
impacts of oil price increases, the system of oil price controls has evolved
over time so that it now covers three categories of oil: (1) "old oil," defined
as 1972 base period production, (2) "new oil," defined as oil produc-
tion above 1972 base period levels or oil discovered after May 15, 1973,
and (3) oil recovered through tertiary production methods. Higher prices
have been allowed for the latter two categories to encourage domestic
exploration and production. Price controls do not apply to "stripper wells"
(those producing less than 10 barrels per day) for the same reason.

The control system has been administered to meet statutory requirements
that the average price of all domestic crude not exceed a "composite" (or
weighted-average) price. For the first half of 1977 the prices of old, new, and
stripper oil averaged $5.16, $11.12, and $13.29 per barrel respectively, pro-
ducing an imputed domestic average of $8.22 per barrel. This average was
well below the composite price ceiling of $8.47 and the average landed oil
import price of $14.21.

By creating different prices for oil of different vintages and sources,
the control system, in the absence of other measures, would have placed
oil refiners having access to predominantly high-priced crude at a dis-
vantage compared to other refiners. Since November 1974, however, refiners
have generally been placed on the same footing through an entitlements
procedure ensuring that each refiner effectively pays only the average cost
of both imported and domestic crude. Separate allowances have been made
to enable small refiners to remain competitive. Nevertheless, by confronting
consumers with prices below those the United States must pay for additional
oil, the control and entitlements system has subsidized oil consumption. With
domestic crude production at or near capacity, the added consumption has
increased the demand for oil imports.

Federal price regulation of natural gas and environmental restrictions on
the burning of coal have also done much to stimulate the growth of oil
imports. Specifically, rising gas supply curtailments resulting from the way
natural gas prices have been regulated have prompted many industrial and
utility users to look to alternative fuels. Because of limitations placed on coal
burning by many State air quality implementation plans, however, users
who have wished to convert their existing facilities have been restricted to
oil. Air quality regulations have also dictated the use of either oil or gas
for many new facilities as well.

The only major policy initiative passed after the embargo that should
reduce petroleum consumption was contained in the Energy Policy and Con-
servation Act (EPCA). Passed in 1975, EPCA established fuel efficiency
standards for automobiles and trucks, beginning with 1978 models. The act
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will have a gradual impact on oil consumption, as the current generation of
automobiles and trucks is replaced by more energy-efficient vehicles.

International

The oil price rise in 1973-74 had major effects on all oil-importing na-
tions, some of which are discussed in Chapter 3. As in the United States,
economic growth slowed considerably or even declined in the major indus-
trial countries (Table 30). Total energy consumption, however, fell much
less rapidly in the United States between 1973 and 1976 than in any of the
listed countries except Japan. Correspondingly, though crude oil imports
fell elsewhere, they rose more than 60 percent in the United States during
the period.

TABLE 30.—Growth of GNP, energy consumption, and oil imports in major

industrial countries, 1967-76

[Average annual percent change]

Country

United States...
Canada
France
West Germany..
Japan
United Kingdom

1967 to 1973

PIMP
Ulir

3.7
5.3
5.8
5.5

10.2
2.9

Energy
consumption

4.2
8.1
6.4
6.2
9.6
3.1

Crude oil
imports .

19.4
12.1
10.8
7.4

14.5
7.4

PIMP

0.8
2.7
2.5
.9

2.4
.0

1973 to 1976

Energy
consumption

- 0 . 1
- 3 . 5
- . 7

- 1 . 3
.5

- 2 . 8

Crude oil
imports

22.7
- 7 . 2
- 3 . 5
- 3 . 5
- 2 . 2
- 8 . 6

Sources: Department of Commerce, Organization for Economic Cooperation and Development, and British Petroleum
Company, Limited.

Throughout the postwar period many of these countries have used various
taxes that have discouraged consumption. For example, prior to 1973-74,
gasoline excise taxes in Japan, France, the United Kingdom, and Italy
stood between 32 cents per gallon (United Kingdom) and 65 cents per
gallon (France), well above the average excise tax of 12 cents per gallon on
gasoline in the United States. Since 1973 each of these countries has again
raised its gasoline tax. By 1977, although the average tax had remained un-
changed in the United States, it ranged between $.55 and $1.48 in the coun-
tries just indicated.

Two countries that have taken particularly far-ranging actions since
1973 have been Sweden and France. In Sweden, where foreign sources of
energy supply 80 percent of fuel demands, a substantial gasoline tax has
since been supplemented by a fee on automobiles based on gasoline mileage
efficiency. Excise taxes levied on coal, heavy and light fuel oil, and elec-
tricity have been changed. New or expanded government subsidies, loans,
and taxes also provide incentives for uncovering new energy sources as well
as innovative energy-efficient processes.

In France, higher prices and increased taxes have been combined with
mandatory measures to lower the use of oil from 1973 pre-embargo levels,
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in sharp contrast to the rapid growth in such use that France experienced
between 1967 and 1973. In the residential sector these measures have been
supplemented by metering requirements for central heating and hot water
and by tax credits for installing insulation.

The policy initiatives and oil import trends in these industrial countries
contrast sharply with energy developments in the United States since 1973.
To some degree, differences in economic and cultural conditions have
accounted for the variations in both energy policies and oil imports; policy
actions taken in one country are not necessarily appropriate for others.
Nevertheless it is significant that the steps taken by several major indus-
trial nations have emphasized measures discouraging consumption by
allowing prices to reflect social costs. Until the National Energy Plan (NEP)
efforts in the United States have tended to do just the opposite.

THE NATIONAL ENERGY PLAN

Upon assuming office, the new Administration faced the dual concerns
of rapidly rising oil imports and growing natural gas shortages. Both
posed risks of future supply interruptions. The high level of oil imports also
threatened the independence of U.S. foreign policy and imposed a sub-
stantial drain on the U.S. economy. Over the longer run the Nation faced
the need to begin the transition from oil and gas toward more abundant
energy resources. The new Administration recognized the critical importance
of a comprehensive energy policy that would address these concerns and in
April proposed to the Congress a National Energy Plan.

Economic Principles

To achieve both its short- and long-run energy objectives, the energy plan
relies principally on mechanisms that bring prices and social costs of energy
together. Social costs represent the sum of private costs (energy produc-
tion costs and the cost of oil imports) and the costs of important side effects
(environmental damage and the risks to national security and to future eco-
nomic activity posed by energy imports). Although the high price of oil
imports exceeds the costs of production in the OPEC countries, it never-
theless represents the social cost to the United States of acquiring additional
supplies. At the same time, each component of the plan balances the im-
portant principle of efficient use of energy with the goals of fairness, sus-
tained economic growth, reduced inflation, and a clean environment.

Raising energy prices to reflect costs more closely should have signif-
icant effects, and these will grow over time. In the short run, energy con-
sumption is largely determined by the utilization of existing energy-using
devices—machines, vehicles, and buildings. Short-run movements in
energy prices are therefore likely to have only limited effects on energy
consumption. After a short lapse of time, the effects grow as users respond
to higher prices by adjusting the current capital stock—installing, for exam-
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pie, insulation or electrical management devices. As the existing capital
stock is gradually redesigned and replaced and as the higher prices induce
changes in consumption patterns and lifestyles, even greater changes should
be seen in energy usage patterns.

Since the policies proposed in the NEP are designed to affect energy
use over an extended period, the long-run response of energy consumption
to higher prices is of particular interest. There is now a large body of econo-
metric and engineering evidence indicating very substantial responses of
energy demand to changes in price over time. An oversimplified but reveal-
ing way of demonstrating the long-run response is to show for a single year
consumption differences across countries that have had wide and long-stand-
ing differences in the levels of energy prices. If differences in the energy price
levels have persisted for some time, the consumption variations (controlling
for variations in incomes) should reveal long-run responses.

Availability of data allowed such an experiment for petroleum use in
transportation in 1975 (Chart 14).

Chart 14

Cross-Country Comparison
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Recent studies have shown that the greatest international difference in
ratios of energy to total output is due to variations in transportation use.
Though the cross-country comparison here cannot reflect differences in
highway and mass transit availabilities between countries, in cultural fac-
tors, or in other tax policies, the marked variations in transportation pat-
terns are particularly striking. Countries that charged their consumers the
highest prices for motor gasoline showed the lowest transportation petro-
leum use relative to their national income. In the United States and Canada,
on the other hand, where gasoline prices were less than 50 percent of levels
elsewhere, the intensity of oil consumption was approximately double that
of the other countries. These results are particularly significant because the
variation in prices between these countries is largely due to differences in
gasoline tax levels, thereby indicating that differences in consumption pri-
marily reflect demand rather than supply responses. Finally, though uncor-
rected for other salient differences between countries, these responses of
transportation petroleum demand to price changes are indicative of the
potential long-run effects of more rational energy prices.

The NEP also recognizes the role played by prices in producers' decisions.
Under current law, domestic oil and natural gas prices are controlled at levels
well below the prices of either imported oil or intrastate gas. While the
plan recognizes the importance of encouraging exploration, it also recog-
nizes the central importance of raising prices only for new production. In-
creasing prices for existing production to levels artificially inflated by a
cartel would primarily transfer very large sums from consumers to resource
owners without generating significant additional supplies.

Specific Proposals

The NEP contains seven principal elements:
1. Crude oil pricing. To eliminate both the subsidy of imported oil and

the administrative difficulties of the entitlements system, the NEP calls for a
wellhead or a crude oil equalization tax (COET) to be phased in over 3
years. By 1980 each barrel of controlled oil would be taxed at the difference
between the import price and its controlled price. Domestic and import
prices would be equalized, and the need for the cumbersome entitlements
system would vanish.

In addition, through administrative actions certain categories of oil would
receive higher prices to encourage exploration and development. "Brand
new oil" (that is, oil discovered after April 20, 1977, in wells meeting
certain geographical and depth criteria) would receive the 1977 world
price, adjusted thereafter for increases in the general price level. This
represents a 20-percent increase over the present new oil price. Oil recovered
through new tertiary recovery would be decontrolled as is now the case for
stripper well production.

Coupled with the wellhead tax, these new incentives raise purchase
prices of all domestic oil to world levels—that is, to the cost to the Nation
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of meeting added oil demands. The receipts from the COET, estimated to
range between $11 billion and $14 billion by 1980, would be rebated to
consumers on a per capita basis. Rebates would restore the loss in consumer
purchasing power caused by the tax.

At the user level, the plan adds a tax on industrial and utility use of oil,
beginning in 1979 for industrial users and in 1983 for utilities. Over a
5-year period, the tax would increase petroleum costs by up to $3.00 per
barrel for industrial and $1.50 for utility use. The user tax is designed to
increase the user price of oil to reflect the social costs posed by the risk of
continued high levels of imports, and is targeted to the users most easily
able to conserve and convert to other fuels.

2. Natural gas pricing. Because the market is so far from equilibrium, the
problems of natural gas have been among the most difficult to solve. One
commonly suggested solution would decontrol the prices of all new gas.
Though such a step would eventually clear the natural gas market, it would
make available relatively small quantities of additional gas—at the cost
of substantial inflation and inequity. The inflationary impact of decontrol
could be especially severe under the current system of rolled-in pricing.
The decontrolled prices of new gas would be averaged with much lower
cost production, allowing the prices of unregulated gas to rise well above
the oil price equivalent.

The natural gas pricing provisions of the NEP address the major prob-
lems—geographic supply imbalances, insufficient producer incentives, and
excessive natural gas consumption—without imposing severe inflationary
consequences or generating inequitable transfers of income. Thus the plan
proposes an increase in the current price allowed for new interstate com-
mitments, and replacement of the present system of "vintaging" new con-
tracts with a single price for all new gas discovered after April 20, 1977.
Regional imbalances between gas supply and demand would be corrected
by a price ceiling applicable to both the interstate and intrastate markets.

Two proposals at the user level would further improve the efficiency of
natural gas pricing. First, the present rolled-in pricing structure would be
replaced by a system designed to economize on natural gas use. Specifically,
all utilities distributing natural gas would be required to pass on the costs of
more expensive replacement gas to low priority (largely industrial) users,
many of whom currently face the lowest tariffs. Over time, this would
encourage conversions from gas by those most able to respond to the price
change.

The end user pricing reforms would be supplemented by a tax on the in-
dustrial and utility use of natural gas. Like the user tax on oil, the gas user
tax would be implemented in 1979 for industrial users and in 1983 for
utilities, and phased in gradually. The price of gas to industrial users would
eventually be raised to the equivalent price of oil. Together with the other
natural gas proposals, the gas user tax would, over the long run, substantially
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reduce curtailments by raising prices of natural gas to levels that reflect the
opportunity costs of gas use.

3. Coal conversion. Provisions in the NEP that increase the prices of oil
and gas will encourage a search for alternative fuels. Though the low cost
and relative abundance of coal make it a particularly attractive alternative,
the continued vulnerability of the United States to oil price increases and
supply interruptions suggests that further acceleration of the coal conver-
sion process would be in the national interest.

Toward that end the NEP proposes two important measures. To supple-
ment the taxes on oil and gas use, the plan proposes that firms be eligible
for either an additional 10-percent investment tax credit for conversion
expenditures or a rebate of any user taxes paid, up to the amount of any
expenditures incurred for conversion to coal or other fuels. Under proposed
regulations, the burning of oil and gas in all major new utility and industrial
boilers would be prohibited, with some environmental exceptions. Authority
would also exist to prohibit the burning of oil or gas in non-boiler facilities
or in existing facilities with coal-burning capabilities. The plan proposes
Federal monitoring of the coal transportation system to ensure that it will
accommodate the expected growth in coal production and use.

4. Conservation. A major feature of the plan is its fuel conservation pack-
age, which includes a blend of taxes, tax incentives, and regulatory require-
ments. The principal tax measure, in addition to those discussed above,
proposes a graduated "gas guzzler" tax on new automobiles with fuel effi-
ciencies below the fleet average levels required under EPCA. Significant
tax incentives include tax credits for home and building insulation and a
large credit for solar heating and cooling equipment. Finally, the plan en-
courages cogeneration and district heating and proposes the establishment
of mandatory minimum energy efficiency standards for major appliances.

5. Utility rate reform. The NEP proposes a series of initiatives to confront
electricity users with prices that reflect incremental costs of production more
closely than has been true under current modes of regulation. For example,
promotional declining block rates and other rates that do not reflect mar-
ginal costs could be phased out. Such rates are particularly inappropriate
now that electricity in many areas is no longer produced under conditions of
declining costs.

Under the NEP, utilities would be required either to offer daily off-peak
rates to customers willing to pay metering costs or to provide a direct load
management system. In addition, they would be required to offer lower rates
for interruptible service. Finally, master metering, which removes incen-
tives to conserve, would be prohibited in new structures.

6. Nuclear power policy. Though the plan envisions growing reliance on
nuclear power, advanced nuclear technologies that are uneconomic or pose
significant risks of nuclear proliferation are deemphasized. In particular, the
Administration in 1977 proposed to cancel the commitment to the construc-
tion of the Clinch River Breeder Reactor Demonstration Project and indef-
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initely defer the reprocessing of nuclear fuel, a necessary part of a com-
mercial breeder system. In part, these decisions were based on the revised
economic outlook—slower growth of electricity demand and higher ex-
pected capital costs for the breeder. In addition, the Administration was
determined to push forward with plans to develop a second-generation
power reactor that would have a smaller risk of proliferation.

Common to all nuclear technologies are the problems of safe long-term
waste disposal. The plan emphasizes the importance of safe waste disposal,
which is receiving more top management attention and larger budgets than
previously.

7. Oil supply interruption insurance. To the extent that the above ele-
ments of the NEP successfully discourage oil consumption, the United States
will be less vulnerable to possible future oil supply interruptions. Neverthe-
less, even under the most favorable circumstances, the United States is ex-
pected to continue importing oil. To provide added insurance, therefore, the
plan proposes the creation of a Strategic Petroleum Reserve (SPR), which
received its first oil shipments in July 1977. Current policy calls for storage
of 500 million barrels by the end of 1980—enough oil to cover a 4-month
interruption of 4 million barrels a day.

By the end of the year the House-Senate Energy Conference Committee
reached compromise agreements on three of the principal elements of the
plan. The agreements included coal conversion regulations much like those
proposed in the NEP but with a greater number of exemptions, utility re-
forms that State regulatory commissions would be required to consider but
not to adopt, and requirements that utilities "audit" buildings to determine
their energy conservation potential (but not to finance the installation of
insulation as the NEP had proposed). Also approved was a system of grants
and loans for energy conservation and solar energy.

The other elements of the plan, including the oil and natural gas pricing
provisions and the proposed energy taxes, await further consideration
and final action by the committee. Passage of this legislation is critically
important if the United States is to lay the foundation for secure economic
growth over the coming years.

Projected Impact of the NEP

Though long-run projections are difficult to make, the Department of
Energy (DOE) projects that 1978 passage of the NEP, as originally pro-
posed, would reduce oil imports by approximately 4.5 million barrels per
day by 1985, compared to the effects of current policy. Natural gas pricing
provisions are projected to reallocate natural gas to high priority uses and to
stimulate additional production through higher prices. The incentives for
conversion to coal and the equalization of intrastate and interstate prices are
expected over the long run to reduce curtailments substantially.

In addition the coal conversion program and rationalization of pricing in
alternative fuel markets are projected to increase the use of coal by 1985 by
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approximately 200 million tons over projected levels without the plan (the
equivalent of over 2.4 million barrels of oil per day).

The short-run effect of the plan on the aggregate demand for goods and
services is expected to be quite small because it has been designed to change
the prices of energy relative to other products, without changing the overall
level of demand for goods and services. Energy taxes, for example, are
largely offset by both tax rebates and new expenditures to prevent reduc-
tions of consumer purchasing power. As a result the plan is expected to
change aggregate demand in the short run by no more than a few tenths of a
percent in either direction. Over the long run, because the plan will
improve economic efficiency by rationalizing patterns of use in the energy
sector, it should produce a more rapid growth in potential output.

The major foreseeable economic consequences of the program will follow
from the effect of the increased prices for petroleum and petroleum products
and for natural gas. The annual rate of inflation in 1978 and 1979 is ex-
pected to be 0.3 to 0.4 percent higher with the program than without it.
In the subsequent 2 years, the inflationary impact of the program is pro-
jected to subside to between 0.1 and 0.3 percent.

OTHER ENERGY POLICIES

Policies aside from the NEP concentrated principally on supply measures.
Long-term prospects for gas supply were substantially improved by Presi-
dential and congressional approval of the Alaska Natural Gas Pipeline.
Expected to be operational in 1983, the pipeline will cross both Alaska and
Canada (following the "Alcan" route) before connecting with the inter-
state pipeline system in the United States. At capacity, it will transport 0.8
trillion cubic feet per year and supply approximately 5 percent of total U.S.
gas consumption.

Though imports of natural gas are now relatively small, substantial addi-
tions could be made by Mexican imports and new liquefied natural gas
projects. Pending before the Economic Regulatory Administration (ERA)
of the Department of Energy at the close of the year were several proposals
that, if eventually approved, could permit importation of over 4 billion cubic
feet per day by 1985. ERA must decide on a multitude of issues—reliability,
independence, siting safety, accident liability, and pricing—'before giving its
final approval.

The pricing issue, in particular, raises the important question whether the
present method of rolling-in new gas prices will continue or whether another
method will be found of moving to a system where users face more realistic
prices for higher-cost gas. Because continuation of rolled-in pricing would
confront consumers with prices below the costs of replacing the gas they
consume, policy makers face a challenge in arriving at feasible and economi-
cally efficient policies for pricing LNG in the future.
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FOOD AND AGRICULTURAL POLICY

Since the end of the 1920s the United States has undertaken a variety
of programs directed at mitigating problems in agriculture. For much of
this time the major problem has been chronically low returns to the
resources employed in agriculture. The problem was evident in declining
relative prices and in the lower incomes of farm people compared with
those of nonfarm people. The pattern of low returns was recently inter-
rupted for a brief period from 1973 to 1975, during which prices and incomes
were substantially higher. Since then, however, prices and rates of return
have declined sharply, and the policy concerns of earlier years returned in
1977.

THE POLICY PROBLEM

From the mid-1950s until 1973 the agricultural sector was plagued with
chronic surpluses. During that period, productive potential substantially
exceeded consumption. The adoption of new technology and the substitu-
tion of machinery, fertilizer, pesticides, and energy for human labor pro-
duced major increases in farm productivity, yet prices were not allowed to
fall to clear markets. The exodus from farming, the increasing size of farms,
and the net population outflow from rural areas that had begun much
earlier accelerated. Only in recent years have these forces subsided.

The government has employed a variety of policy instruments in efforts
to maintain farm incomes at socially acceptable levels. Such instruments
have included supply control through production restrictions (such as
acreage set-asides), direct income transfers, and a government-provided
market of last resort to support commodity prices.

Beginning in 1972 the situation in agriculture began to change. A num-
ber of forces were gradually evolving in the world economy and acting to
create a better balance between demand and supply for the output of
American farms. Rapid growth in worldwide population and income, to-
gether with a growing sensitivity to hunger and malnutrition in many parts
of the world, were leading to increased demands for U.S. agricultural output.
The shift of some centrally planned economies from being food exporters to
being net food importers worked in the same direction. The supply of U.S.
farm output, meanwhile, was rising less rapidly. Yield increases fell behind
the impressive gains of the 1960s. Accompanying these long-run develop-
ments were several events of the early 1970s that also resulted in abrupt
changes in the supply-demand balance for food. These included major re-
alignments of foreign exchange rates, poor crop harvests due to adverse
weather, and changes in the policies of major countries, especially the Soviet
Union, toward responding to food shortages.
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As a result, from 1973 to 1975 the agricultural sector enjoyed nearly
unparalleled prosperity, with record volumes of exports pushing commodity
prices to new highs. But this economic boom was not without side effects.
Domestic food costs increased sharply, and such concerns led to the imposi-
tion of export embargoes that strained long-standing trading relations. The
domestic livestock industry endured one of the most unprofitable periods in
its history, land prices were bid up substantially, and debt for farmland
purchases was incurred on the basis of unsustainable conditions.

By the end of 1977, however, conditions in the farm sector had again
become similar to those of the pre-1972 era. U.S. farmers had harvested
their third consecutive bumper crop, and grain stocks were rebuilt signifi-
cantly from the low levels reached in 1974-75. Production expenses con-
tinued to increase while commodity prices were falling, and the volume of
farm debt soared. The crop commodity price index had declined 27 percent
from the peak in 1974, and large government price support activity was in
prospect. Aggregate real net farm income was approaching the levels of the
1960s. The unrest among producers was manifest in the widely publicized
farmers' strike that started in late 1977.

With the apparent return of the farm income problem, the deeper ques-
tion remains whether there has been a fundamental shift in the patterns of
price and utilization in agriculture. There is no doubt that with only a
few successive years of favorable weather, the U.S. agricultural machine
has the capacity to create again the "surpluses" with which agriculture
has so long been associated. It is not clear whether the current period is only
a short-term reaction to low worldwide incomes and abnormally good
weather, or evidence of a return to chronic conditions of oversupply. As
noted below, some signs indicate serious global risks of a return to high
prices, given the margin of stocks over consumption.

Thus, while the familiar problem of low incomes in agriculture had
returned in 1977 and its end was not in sight, the context was new and still
unfamiliar. American farmers are now increasingly dependent on volatile
world markets, while both producers and consumers are more vulnerable
to wide price fluctuations and renewed inflationary pressures.

INCOMES IN AGRICULTURE

It is no longer possible to generalize meaningfully about the economic
status of the agricultural sector. Farms are not uniform; a wide diversity of
types and sizes of farms exists in every region of the country. Furthermore,
the economic health of the farm sector must be distinguished from the
economic well-being of the farm people. The commercialization of farming
and the emergence of dependence on both farm and nonfarm sources of
income have altered the meaning of comparisons based on aggregate meas-
ures of agricultural income.
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Real net farm income in 1973 reached the highest level since World War
II. Though down sharply from that peak in 1974-75, it remained well above
the average of the previous decade. Gross income has since declined fur-
ther with recent large crops and falling prices. Combined with escalating
production expenses, this reduced the real net income from farming in 1977
to the lowest level of this decade (Table 31).

TABLE 31.— Real income and returns to agriculture, 1970—77

Year

1970
1971
1972
1973
1974
1975
1976
1977 4

1970-76 average

Total net
farm income *

Billions of

12.2
12.0
14.9
25.0
17.7
15.1
1L7
11.5

15.5

Capital gains2

967 dollars

- 3 5
7.6

24.3
58 6
8.7

10 0
18.9

17.8

Rate of return on equity
capital

With capital
gains included

With capital
gains excluded

Percent

3.5
7.7

14.3
25.4
7.9
7.4
8.7

10.7

4 9
4.7
5.4
7.6
5.3
4.4
3.3

5.1

Off-farm
income

(billions of
1967

dollars)»3

12.4
12.6
14.0
14.7
14.6
14.1
14.2
14.3

13.8

1 Deflated by the consumer price index.
2 Calculated as the change in physical asset value less net investment plus the change in net financial liability, where

each component is first deflated by the consumer price index.
3 Off-farm income includes all income received by farm residents from nonfarm sources such as wages and salaries

from nonfarm employment, nonfarm business and professional income, rents from nonfarm real estate, dividends, interest,
royalties, unemployment compensation, and social security payments.

« Preliminary.

Sources: Department of Agriculture and Department of Commerce.

The level of aggregate real income must be viewed in a historical context.
Claimants to farm income have become fewer each year. Today the number
of Americans who earn their living from farming is about half the figure
two decades ago, and they no longer perform many of the production services
once carried out on the farm. Moreover the distribution of total earnings is
heavily skewed to the largest farms. In 1976, 63 percent of realized net farm
income was earned by 17 percent of the farms.

An aspect of the returns to farming that is often overlooked is capital
gains. Asset values in real terms were relatively stable during the 1960s, but
they increased markedly in 1972-73 with buoyant expectations of future
earnings. Though the pace has slowed since 1973, the increase in real capital
gains has continued, averaging $18 billion annually in this decade. However,
these gains accrued largely to owner-operators and landlords, not to the
tenants who utilize almost half of the total farm land.

If the expectations generated during 1973-74 are discounted, resource
earnings to equity capital through 1976 do not appear abnormally low rela-
tive to historical experience in agriculture (Table 31). The real rate of
return to farmers' equity capital from 1970 to 1976 averaged 10.7 percent
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annually before income taxes but including capital gains. Excluding capital
gains, the rate of return averaged 5.1 percent. The farm sector rates of
return for the 1970s are not far from rates in the nonfarm economy. For
example, the average annual rate of return to nonfinancial corporate
capital for 1970-76 was 6.9 percent. Slight definitional differences preclude
strict comparison, however. It should be recognized that the aggregate data
conceal a wide variation among farm operators; extreme hardship is being
experienced in many individual cases, particularly in 1977.

Another component of the economic well-being of the farm population is
off-farm income. The real income of farm people from nonfarm sources
continues to increase over time and accounts for an increasing proportion of
the total income of the farm population (Table 32). Nonfarm income
accounted for three-fifths of total income to the sector in 1976.

TABLE 32.—Real income per farm and per capita disposable personal income of
farm population as percent of nonfarm, 1961—76

1961-65 average
1966-70 average .

1971
1972

1973
1974

1975
1976

Period

Total
income

per farm
(1967

dollars) i

6 820
8,852

9 078
10, 669

14 176
12^951

10, 889
11,178

Income from
farming as
percent of

farm
operators'

total
income

51.2
45.9

41.3
46.4

55.8
51.2

42.2
41.4

Per capita
disposable
personal
income,

farm pop-
ulation as
percent of
nonfarm

population

61.7
72.0

74.7
83.4

109.3
92.4

88.0
81.4

1 Net farm income excluding inventory change plus off-farm income of farm households, deflated by the consumer
price index.

Sources: Department of Agriculture and Department of Labor.

Income estimates per farm provide a rough measure of the relative eco-
nomic well-being of farm households compared with their nonfarm coun-
terparts (Table 32). The comparison is not completely apt, however, be-
cause of differences in the cost of living and in the number of persons per
household, as well as differences in amenities between farm and nonfarm
living. Although the per capita disposable income of farm households has
long been below that of nonfarm households, there has been a slow but
steady convergence of incomes in farming to those of the rest of the work
force. In 1973 income of farm households actually reached and temporarily
exceeded that of nonfarm households, but since then the ratio of farm
to nonfarm incomes has fallen sharply.

Because they are so numerous, agricultural producers are "price takers/5

and are especially vulnerable to the adverse impacts of uneven rates of
change in prices. During a period of inflation led by food prices, producers
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initially benefit from large runups in prices of raw farm products, but the
increased earnings are generally capitalized into land prices. The owners
of such assets enjoy a gain in real wealth, but total rates of return fall back to
historical levels. Moreover the return of more nearly balanced supply and
demand conditions brings commodity prices down again, and farm incomes
fall, while debt incurred during the boom remains.

INSTABILITY OF PRICES AND INCOMES

The average annual export volume of U.S. agricultural products for
1971-76 was one and one-half times greater than the annual average for the
1960s. Average export earnings in the same period reflected a nearly three-
fold increase over the annual average for a decade earlier. This increased
access to world markets has been beneficial not only to agriculture but also
to the Nation's economy. The increased export earnings have contributed to
a more favorable trade balance, helping to offset the large external deficit.
However, this increasing reliance on foreign markets poses new problems
for U.S. farmers and consumers as well as for the domestic economy more
generally.

Markets for agricultural products have long been subject to variability in
domestic production and consumption. In recent years, however, they have
become increasingly vulnerable to the random fluctuations of weather
throughout the world and to changes in consumption or in the policies of
other trading nations. Moreover, many nations attempt to insulate their
internal food prices from world supply and demand fluctuations. To the
extent that they are successful, a disproportionate share of the short-run

TABLE 33.—Trends and variability in real national income components, 1961—77rl

Component

National income .

Compensation of employees
Nonfarm proprietors' income
Rental income of persons
Corporate profits
Net interest

Farm income:
With Government payments
Without Government payments

Per capita personal income:
Total population
Farm population

From farm sources.

1961-70

Average
annual
change

4.5

5.2
1.6
.4

2.4
10.3

- . 7
- 2 . 9

3.5
6.1
3.4

Index
of vari-
ability

1971-77

Average
annual
change

Percent

3 4

1 8
5.3
6.9

16.0
2.8

7.4
8.5

1.6
3.3
4.5

2.0

2.1
- 1 . 7
- 4 . 1

1.5
8.0

- 4 . 4
- 1 . 0

1.6
1.8

- 1 . 3

Index
of vari-
ability

3.6

3.1
5.6
4.5

12.8
3.2

29.4
34.7

2.4
13.6
25.0

1 These estimates were calculated from regressions of the natural logarithms of the various deflated components of national
income on a linear time trend. The deflator was the consumer price index. The average annual change refers to the
coefficients of time and the index of variability refers to the standard errors of the regressions. Data for 1977 are preliminary.

Source: Council of Economic Advisers, based on data from Department of Agriculture, Department of Commerce,
and Department of Labor.
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adjustment to changing market conditions is forced upon market-oriented
countries such as the United States and on developing countries with food
deficits.

These sources of instability are reflected in the increased variability of
farm income in recent years. Variability in farm income during the 1970s
was about four times greater than in the 1960s (Table 33). In fact,
during 1971-76 income from farming was by far the most volatile of
the major components of national income. This increased variability is also
manifested in the per capita incomes of the farm population. Although the
variability is considerably reduced when one includes income of the farm
population from nonfarm sources, the total is still much more volatile than
the per capita income for the population as a whole. On the other hand, the
average rate of growth of per capita farm income from all sources has out-
paced the growth of per capita personal income during both periods.

Instability in agricultural product prices has a significant impact on the
entire domestic economy. Sharply increasing prices of raw farm products

Chart 15
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soon lead to increases in food prices that affect all consumers—but most
severely those near the bottom of the income distribution.

The instability of food prices was clear during the last few years, when
low worldwide stocks of grain and poor harvests led to sharp increases
in domestic food prices. From 1972 to 1976 the ratio of world stocks to
world consumption, excluding the U.S.S.R., fell from 19 percent to the
12- to 14-percent range. Prices more than doubled (Chart 15). World stocks
were increasing by 1977 as the second consecutive large global crop was
harvested.

World stocks of grain will have to increase along with continued growth
of world population and income to provide a cushion against another food
crisis. The stocks-consumption ratio in 1977 was ,at a level of 17 percent. A
third successive large crop for the world would result in a ratio in the more
comfortable 18- to 20-percent range, and an average crop would provide
some buildup in stocks. On the other hand, a very poor world crop, which
has .about a 1 in 12 probability of occurring, or two consecutive moderately
poor crops, could again reduce the ratio of ending stocks to consumption to
the 13- to 14-percent range and cause sharp price increases. The recent large
fluctuations demonstrate the importance of developing ample world food
reserves.

PRICE AND INCOME MEASURES

It is generally recognized that farm commodity programs through the
years have impaired economic efficiency by regulations preventing the
production, resource use, pricing, and trade that could flow from unbuffered
markets. Once inaugurated, programs have seldom achieved the intended
result; and it has often been politically difficult to reform or terminate them,
even when their economic inefficiencies are recognized.

From their beginnings and for three decades afterward, farm programs
tended to be inflexible, restrictive, oriented toward individual commodities,
and poorly adapted to prevailing market conditions. Beginning in the
mid-sixties, some reform was introduced, and the 1977 legislation continued
this recent trend in agricultural and food legislation. It is a further step
in the process of bringing policies and programs in closer accord with
the economic realities of a modern farm sector operating in a worldwide
context.

The most heavily used policy tool for improving farm income has
been market price support for individual commodities. This has been accom-
plished primarily through Commodity Credit Corporation (CCC) non-
recourse loans under which the commodity is pledged as collateral. His-
torically the support level, known as the loan rate, was generally inflexible
and pegged to "parity" prices. Because of rapid technological change in
farming, parity and therefore support prices were generally above market-
clearing levels, encouraging uneconomic output, discouraging consumption,
and thereby aggravating the surplus problem. This situation, in turn, gen-

201

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



erated political pressures from the farm sector to curtail output. Quotas,
allotments, and other measures for production control were then applied to
individual commodities. With no coordination across commodities, supply-
demand imbalances soon arose in other commodities.

Because of slow but significant changes in farming, these policies became
increasingly inappropriate. It became uneconomic for a major exporting
country to strengthen farm income by high support prices because the de-
mand for U.S. exports was more price sensitive than domestic consump-
tion. With inflexible U.S. price supports above market-clearing levels,
competitors could gain an increasing share of the world market, and as a
consequence the United States became the residual supplier in world mar-
kets. In addition to the economic losses of inefficient resource allocation, the
large transfer payments to the farm sector had become burdensome, and
political pressures to reduce the transfers became greater.

The first steps toward reform—to make farm programs more responsive
to market conditions—were taken in the mid-sixties. As a supplement to the
CCC price support loans, small "price support payments" were also pro-
vided for certain commodities produced under allotments or quotas. This
represented the first move toward divorcing price support from income sup-
port and toward the use of different measures to attain these dual goals.

More significant changes in the traditional tools were later effected. The
individual commodity approach to production control was discarded in
favor of restraining production capacity generally. Price support eligibility
was contingent only upon producers' idling a specified proportion of their
cropland. Except for quota crops (rice, sugar, peanuts, tobacco, and extra
long staple cotton), producers were free to plant whatever they wished on
the remaining acres.

Farm program subsidies have traditionally been based on volume of pro-
duction. As a result the relatively few large producers with greater volume
tended to receive a greater share of total program benefits than the more
numerous smaller farmers. To the extent that this occurred, the programs
implicitly contributed to a widening disparity of income distribution in agri-
culture. Partly in recognition of this fact, a $55,000 limit on the amount of
payments which a producer could receive under the major commodity
programs was imposed for the first time in 1971.

Legislation in 1973 continued the movement toward fewer program
restrictions and greater reliance on market signals to guide producers'
decision making. An important step was taken in the Agriculture and Con-
sumer Protection Act of 1973 when, by including a target price-deficiency
payment system, income support was fully separated from price support.
Following the concept first proposed in the late 1940s as the Brannan Plan,
income transfers were provided to producers in addition to the price support
loans. These income transfers vary inversely with the market price. No pay-
ments are made if the market price is at or above the target price; but if
the market price is below the target price, support payments are based upon
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the differential. The payment limitation was reduced to $20,000 in the
1973 act.

Economic conditions after 1972, when increased world demand caused
prices to be well above the price and income support levels, allowed the
commodity programs legislated in the 1973 act to be essentially inoperative.
No production restrictions on the major commodities were employed during
1974-77. However, as U.S. and world stocks returned to more normal levels,
prices declined and there were growing political pressures in this country
for increased government price and income support.

POLICY DEVELOPMENTS IN 1977

When the Carter Administration took office in 1977, it faced the
reemerging farm income problem, the potential instability problem, and
the expiration of major legislation affecting agriculture and food. In addi-
tion, other policy proposals—including establishment of grain reserves and
examination of the organization and funding for agricultural research—-
were advanced. The challenge thus facing the new Administration was
to work with the Congress in developing legislation that would meet the
incomes objective but reduce economic efficiency as little as possible. For
the first time in over a decade, the Administration authored a comprehen-
sive food and agricultural bill and presented it for consideration by the Con-
gress. The congressional action resulted in passage of the omnibus Food
and Agricultural Act of 1977 (Public Law 95-113).

The 1977 act further modifies and extends the available policy tools—
providing for flexible price-support levels, increased reliance on direct income
support, abolition of allotments, and a managed grain reserve.

Price Support

The act contains price supports at levels that afford price protection to
farmers, yet are low enough not to interfere with markets except in years of
excessive stocks. The price support programs therefore provide an interim
financing arrangement whereby producers may even out their cash flow but
eventually return their products to the market. One important change in
the act, included largely in recognition of the increased importance of world
markets, is downward flexibility in the support prices for the major commodi-
ties. Whenever season average prices are within 5 percent of the loan level
and the price support interferes with the competitiveness of U.S. products
in world markets, the loan level may be reduced by amounts up to 10 percent
per year (with absolute minimum loan levels specified).

Income Support *

Divorcing price support from income support in farm commodity pro-
grams allows income distribution objectives to be pursued with less economic
distortion than if price supports alone are used as a means of bolstering
farm income. If minimal supports do not interfere substantially with the
functioning of the market, then production and use may be largely unaf-
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fee ted. In this case the only noteworthy cost of the programs to society would
be direct income transfers.

Parity, the long-used concept for determining needed income support
for agriculture, was discarded for the major crops in the 1973 act because
technical flaws—failure to account for productivity changes is a major one—
made it inappropriate for modern conditions. Instead, the 1973 act adopted
a "cost of production" concept for target price escalation. Lack of adequate
cost data at that time forced the use of a broad-based index of prices for
agricultural inputs, but individual commodity cost estimates have been
developed in the intervening years.

The 1977 act completed the move to cost of production, using individual
commodity cost as the basis for the target prices. However, just as with
parity, this approach also has serious limitations. One is that the average
cost of production is not a measure of equilibrium price, since it reflects
only supply and not product demand conditions. Further, an inherent
potential for an artificial target price spiral exists in the cost of production
approach if fixed asset (primarily land) costs are included. Producers
earning high returns at a given target price level will bid up the price of
land. Since the land price increase is reflected in the cost of production, the
target prices are raised accordingly, and the spiral continues. The 1977
act bases the initial (1978) target prices on a proportion of total cost.
Adjustment of the target prices in the next 3 years will reflect only variable,
machinery, and overhead costs—the land and management components are
excluded—thus largely avoiding the price spiral problem.

Acreage Allotments

As has been noted, prior to the 1977 act the criterion for determining
the compliance required of producers and for disbursing benefits was the
acreage allotment. In principle the allotments reflected each producer's
historical share of national production of the crop, the shares being assigned
on the basis of production patterns prevailing in a particular historical
period, which for some crops was as long as 25 years ago. The rights to pro-
duce and market the crops became valuable assets, in effect representing a
financial grant from government to the owner merely because in the past a
particular crop happened to have been grown on the farm. Program benefits
over the years were thus largely capitalized into land values. Because pay-
ments were conditioned on existing use patterns, these acreage allotments
impeded a rapid geographic shift in production patterns. During the 1974—
76 period, when the allotment system lay fallow, production shifted signifi-
cantly to those farms and regions of the country where the particular crops
could be produced most efficiently.

During development of the 1977 act, the Administration proposed abol-
ishing the antiquated allotment system. Compliance and benefits based on
the old allotment system would have been inequitable and would have
drastically lessened the efficiency of the programs in achieving their objec-
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tives. Overall economic losses would have been substantial if farmers had
returned to the old production patterns in order to receive program bene-
fits, rather than planting those crops that they could produce most efficiently.

The Congress adopted the Administration's proposal to abolish allotments
and base the programs upon a "current plantings" concept. Under this
approach, farmers can make decisions regarding current year production on
the basis of costs and anticipated market prices. Any compliance require-
ment (such as the acreage set-asides for the 1978 wheat and feed grain crops)
and price and income support are then based on decisions that are reflected
in current year plantings. While still not a perfect program tool, the cur-
rent plantings concept offers hope of avoiding rigidities in production pat-
terns, and in the associated losses of economic efficiency, and it removes much
of the inequity of the allotment system.

The concept may, however, create a new source of resource misallocation
if producers respond to the target prices in those years when they are sub-
stantially above market prices. Basing income support on current plantings
could lead to production distortions, an uneconomic product mix, rapidly
increasing support levels, and a need for stringent production controls to
avoid unacceptably large Treasury outlays for the support programs. The
1977 act thus improves the efficiency of farm programs but does not fully
resolve the fundamental dilemma: how to provide income protection to
farmers in a way that is equitable yet does not lead to uneconomic production
decisions.

Stabilization Measures—Domestic Grain Reserves

The establishment of a domestic grain reserve began to receive serious
consideration soon after the 1972-73 experience with sudden shortages.
Numerous proposals for reserves entailing various forms, sizes, and operating
rules had been advanced, but support for reserve schemes was mixed. Farm-
ers who associated the large government-held stocks of past years with low
commodity prices were at first opposed; but as grain prices continued to
decline, the opposition from many gradually diminished. Consumer advo-
cates, on the other hand, remembering the post-1972 increases in food prices,
generally favored a reserve system.

The Administration announced in April the formation of a small food
grain reserve of 8 million metric tons of wheat and rice from the 1976-77
crop. The 1977 act then mandated such a reserve specifying minimum and
maximum quantities and also authorized a feed grain reserve. In late August
the Administration announced its intentions to enlarge the reserve to 30 to
35 million metric tons of food and feed grains.

This reserve system is to be owned and held to a large extent by farmers.
Rules for its operation are explicit, thus precluding stock releases not moti-
vated by economic considerations. A set of release prices has been estab-
lished and grain enters the reserve at the loan level. The government will
share the cost of holding the reserve.
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The reserve of 30 to 35 million metric tons has three major components: 9
million metric tons of wheat and rice; 17 to 19 million metric tons of feed
grains; and an international emergency wheat reserve of 6 million metric tons.
The exact size of the reserve within the range given will depend upon the
amount of grain acquired by CCC through the nonrecourse loan program.
The first two components, totaling 26 to 28 million metric tons (the pro-
ducer-held portion of the reserve), are being established through ex-
tended loans by the CCC Upon expiration of the regular price support loan,
producers may enter into a contract with the government to hold the grain
for 3 to 5 years. Storage payments are provided until the first price trigger
(140 percent of the loan level for wheat and 125 percent for corn) is reached.
If the second price release point (175 percent for wheat, 140 percent for
corn) is reached, repayment of the loans may then be required.

The Administration is submitting proposed legislation to the Congress in
1978 to authorize establishment of the government-owned International
Emergency Wheat Reserve of 6 million metric tons. The legislation stipulates
that the reserve is to be used for humanitarian purposes in meeting contin-
gency food needs or as part of any U.S. commitment to an international
reserves scheme that may be negotiated.

A domestic grain reserve can be operated in accord with a price-support
program. Stocks will be insulated from the market when prices are low
and released back into the market when supplies are short. The planned
reserve should: (1) provide a beneficial price effect to farmers when the
reserve is established; (2) not "overhang" the market at low price levels
as in past years by virtue of the contract release prices and CCC release
prices; (3) provide buffer stock protection against severe market disrup-
tion; and (4) provide a reasonably wide price corridor—containing the
long-run price comfortably away from either ceiling or floor—which allows
price to perform its allocative function.

REGULATORY REFORM

In a mixed market economy like that of the United States, government
regulations of the marketplace sometimes play a vital role in meeting social
goals, curbing abuses, or mitigating the hardships that would flow from the
unconstrained play of economic forces. Economic regulatory programs, for
example, control entry of firms into particular lines of business, set prices
they may charge, and sometimes specify the standards of service the firms
can offer. Under certain circumstances the regulations can be useful in regu-
lating natural monopolies or providing income support. Social regulatory
programs, on the other hand, are designed to correct a variety of undesir-
able side effects in our economy that relate to safety, health, and the en-
vironment—effects that markets, left to themselves, often ignore. Whereas
economic regulatory programs typically govern the conditions of doing busi-
ness in one or more industries, social regulations frequently dictate some of
the operating conditions required of a wide range of industries.
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The scope of economic activity covered by Federal regulation has widened
as programs have grown and the number of explicitly recognized social goals
has increased. Today the economic significance of regulatory activities of the
Federal Government approaches that of direct tax and expenditure deci-
sions. But while detailed and critical attention is given to budgetary action,
regulatory efforts are poorly coordinated with other economic or social
objectives. Moreover difficulties in the design of many programs frustrate
attempts to attain the very goals for which the programs were formed.

ECONOMIC REGULATION

Regulatory programs that govern entry and pricing in individual lines of
business were primarily designed to supplement or replace market mecha-
nisms. As new areas were observed where the market outcome was judged
unsatisfactory, the scope of Federal economic regulation expanded. Major
industries that are now regulated include agriculture, airline and surface
transportation, banking, communications, and energy.

At the same time, growth of the economy and technological progress have
eroded many former natural monopolies, converted infant industries into
mature ones, and created conditions conducive to reliable competitive serv-
ices. Though economic conditions in some industries may continue to require
some degree of regulation, rapid changes in others suggest that a greater
role for market forces may be desirable.

Current Problems

An important reason for reexamining the rationale for economic regula-
tion is that, in many industries, the rules are ill suited to present economic
conditions. In some instances early goals that prompted regulatory action
have been rendered obsolete by new economic conditions, but the regula-
tions that promoted those early goals continue in force. In other cases the
original goals were contradictory and at least one of them has been aban-
doned. Pursuit of almost all the goals has required that a growing number
of activities be subject to regulation.

The history of airline regulation illustrates the growth of a regulatory
structure from origins bearing little resemblance to current institutions.
Federal regulation of passenger fares under the Air Mail Act of 1934 was
introduced chiefly to prevent airlines from lowering passenger fares and
receiving larger subsidy payments for airmail carriage. Economic regula-
tions mandated by this act were expanded under later legislation that still
governs the airline industry, despite the fact that airmail charges provide
minimal subsidies to airlines and constitute a very small proportion of total
airline revenues.

Surface transportation demonstrates how pursuit of a goal has
expanded the scope of regulation. Early regulation of railroads had the
dual aim of providing services at fair prices and stabilizing railroad profits.
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When oil pipelines, trucks, and water traffic threatened the solvency of
railroads, these competitors were made subject to regulation in an attempt
to maintain the railroads' profitability. Today all these, and intercity bus
transportation as well, are regulated.

The continuation of regulation in markets that would otherwise be
competitive has only deflected competition, not prevented it. In the airline
industry, for example, service competition—particularly frequency of serv-
ice but also such in-flight amenities as food, drinks, leather seats, and
movies—has replaced the price competition that regulation preempted.

The prohibition on the payment of interest on demand deposits has
induced individuals and businesses to limit the amount of funds held
in this form. From the standpoint of society as a whole, this is an unpro-
ductive activity. It has also spawned the development of new business
practices (some of which are discussed in Chapter 1) that are imperfect
substitutes for interest-bearing demand deposits. These include telephone
transfer systems that allow funds held for transactions purposes to be kept
in interest-bearing deposits until the last possible moment, and the introduc-
tion of interest-bearing negotiable orders of withdrawal, or NOW, accounts,
usable in virtually the same ways as checking accounts, by both banks and
nonbank financial institutions in a number of states. The prohibition on
interest payments on demand deposits has, therefore, largely been circum-
vented in indirect ways that are often inefficient.

Continued regulation has also imposed costs by delaying the introduction
of new technology and services. Examples include the slow rate at which
cable TV and railroad-truck piggybacking services have been introduced,
the slow rate of expansion of radio services in particular markets because
of licensing requirements, and the years of delay in the Civil Aeronautics
Board's (CAB) approval of low-fare international standby service.

Movement away from regulation in any industry imposes costs on some
who were previously protected. For example, though expanded competition
in the trucking industry may increase economic efficiency and bring lower
prices, it also would impose capital losses on truckers who purchased
operating certificates from other truckers.

Administration Effort

The problems inherent in the present regulatory structure, the uncer-
tainties posed by the complexities of many of the regulated industries, and
the importance of avoiding unnecessary hardships prompted the Admin-
istration to take an active role in 1977 in promoting regulatory reforms
to improve the present system.

The Administration strongly supported domestic airline reform initiatives,
currently before the Congress, that promise a smooth transition to a less
regulated environment. At the center of the initiatives is relaxation of con-
trols over entry and pricing, although control of entry would be phased
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out over several years to allow existing firms to adjust. In the unlikely event
that a community would lose service entirely under the new regulations, a
transitional subsidy for such service could be provided.

Increased competition in the domestic airlines industry should benefit
consumers by a lowering of fares similar to the dramatic declines in inter-
national air fares. The Civil Aeronautics Board and foreign governments
have authorized a much wider range of services that involve fewer amenities
before and during flights in exchange for appreciably lower fares. These
actions have made foreign travel available to many people who were
formerly unable to afford it. For example, the lowest available individual
fare from New York to London was $350. Under newly authorized standby
plans, the same trip can be made for $236, about two-thirds of the former cost.
At home the results of easing entry in the intrastate airline markets in
Texas and California have shown that significantly lower prices can be
obtained without service disruptions.

The Administration also proposed changes rationalizing regulatory pro-
grams governing agriculture and energy, as discussed earlier in this chapter.
Allowing expanded competition in other regulated industries where there
are no significant scale economies, or where the original rationale for
regulation no longer prevails, should offer similar consumer benefits and
help to control inflation. The Administration has begun to examine in-
tensively the current regulatory controls over the motor carrier industry,
and other economic regulatory programs are slated for future study.

SOCIAL REGULATION

Social regulation of the market place has arisen in response to pervasive
problems that have affected nearly all Americans at work and at home.
In 1976 one of every 11 workers in private industry suffered from an
accident or illness related to the job; 4,500 workers lost their lives from
such causes. The Bureau of Labor Statistics estimated that over 39 million
workdays were lost in the private sector in 1976 because of nonfatal occupa-
tional illness or accidents; and in the mining and construction trades, workers
on the average lost more than one workday per year because of accidents and
illness occasioned by the job. Because of the uncertain links between occu-
pational hazards and illness, data that are readily available may well under-
state the problems.

Environmental problems are even more pervasive. Air pollution,
produced by numerous industrial processes and the operation of transporta-
tion vehicles, has been clearly linked to many different illnesses. Adverse
water quality has also proved to be dangerous. A recent study made by the
Environmental Protection Agency (EPA) found the water of 80 cities to
contain chemicals that are known to cause cancer in animals. To these
known problems must be added the rapid growth in the use of pesticides and
possibly toxic chemicals, which continues to outstrip current knowledge about
their long-run effects.

209

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Markets do not respond well to these problems, primarily because only a
very small fraction of any benefits from abatement efforts accrues to those
who produce side effects—air or water pollution, for example. Incentives
to take actions or collect information leading to environmental or safety
improvements are therefore lacking. Until more positive steps are taken,
environmental, safety, or health risks will be needlessly high.

If society wishes to mitigate this situation, government actions are
required. The government has focused on many of the problems for only
a very short time. Although the Food and Drug Administration was
formed in 1931, and pesticides have been regulated since 1910, the Environ-
mental Protection Agency (EPA) was formed in 1970, the Occupational
Safety and Health Administration (OSHA) in 1970, and the Consumer
Product Safety Commission (CPSC) in 1972. In addition, many of the sub-
stantive laws that these agencies administer have been in effect only as long
as the agencies, or for an even shorter time.

Despite their newness these regulatory programs are likely to expand with
our growing knowledge of the social problems involved, as has happened
with the older social regulatory programs. One example of this growth
can be seen in Federal pesticide regulation, which was begun to protect
farmers from fraudulent claims by salesmen. In 1947 Congress passed the
Federal Insecticide, Fungicide, and Rodenticide Act (FIFRA) to meet new
concern about direct poisoning by requiring the registration of such prod-
ucts. FIFRA was amended in 1967 and 1972 after the discovery of environ-
mental dangers in DDT and other pesticides that were developed in the 1940s
and 1950s. The new amendments provided new authority to license users of
pesticides.

The same growing awareness of problems and expanded scope of pro-
grams have occurred in many other areas. As production techniques and
products have become more complex, society has demanded protection
against whatever hazards to health, safety, and the environment may accom-
pany the benefits from the changes.

During the short time since their inception the social regulations have
improved the conditions affecting the environment, health, and safety of
Americans. For example, while the Nation's efforts to control water pollu-
tion are behind schedule and face some difficult problems, numerous bodies
of water have been demonstrably improved. Because of mandated munici-
pal and industrial waste treatment, aquatic life and recreational amenities
have reappeared, and foul odors and visibly dirty water have disappeared in
a number of the Nation's waterways.

Similarly marked progress has been achieved in reducing air pollution.
Data collected by EPA and the Council on Environmental Quality (GEQ)
at 280 locations around the country show significant improvements in
ambient air quality between 1970 and 1976. The number of these locations
that failed to meet national ambient air quality standards for sulfur

210

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



dioxide fell by 27 percent, for carbon monoxide levels by 20 percent, and
for particulates by 12 percent. Nevertheless in all areas progress is often
slower than expected because the social regulatory process has difficulty
keeping pace with the rapidly expanding number of products and processes
that pose possible hazards to society.

The social regulatory programs have produced clear benefits to society
in the short time they have existed. But their costs have also been substan-
tial—larger than were originally anticipated. The national interest requires
not only that we achieve the goals of social regulation, but that we do so at
minimum cost. Two broad sets of factors are important in determining the
cost of our social regulations: the level of our ultimate goals and the pace at
which we try to achieve them; and the design of the regulatory mechanism.

The Pace of Regulation

The level at which society sets its goals is an important factor in determin-
ing the cost of achieving those goals. Over the next few years, however, costs
will be largely determined by the pace at which we pursue our goals. There
is a major tradeoff to be faced between the pace at which the goals are at-
tained and the costs of their attainment. Ideally we should set the pace of
moving toward our objectives at the point where any step-up would add
more to costs than to the social benefits. In practice we have only limited
and imprecise information on the benefits of many social programs, although
we know considerably more about how changes in pace affect costs. In many
cases more rapid implementation is quite costly. For example, the Council
on Wage and Price Stability studied the water pollution effluent guidelines for
the iron and steel industry, proposed by EPA in 1976. It found that a relaxa-
tion of the 1977 standard for water pollution control in this industry with no
change in the more stringent 1983 standard would permit savings in capital
costs of $200 million. We cannot measure the dollar value of the gains from
earlier achievement and compare them with those costs. But in making
regulatory decisions on the speed of attaining standards, we should ex-
plicitly make a qualitative judgment about whether the gains from earlier
attainment are worth the costs.

The pace at which regulatory goals must be met may also indirectly
affect costs. Deadlines that are excessively short, combined with detailed
prescriptions of technological solutions, can discourage firms from search-
ing for less well-proved but ultimately more efficient approaches. Altera-
tions in initial technological solutions become costly and meet with resist-
ance. On the other hand, regulatory authorities must cope with the natural
inclination of those who are regulated to overemphasize the costs entailed
in rapid progress toward meeting the standards. No mechanical formula
can guide decisions in this area. A constant awareness of the relation
between pace and costs in decisions about individual cases should never-
theless help to reduce the overall costs of regulation.
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The Design of the Regulations

The degree of detail with which regulations are specified is one of the
most important elements affecting costs. Excessively detailed and inflexible
specifications can increase costs by making it impossible for producers to
adopt the least expensive route to meet regulatory goals. The study by
the Council on Wage and Price Stability of the proposed guidelines to reduce
effluents in the iron and steel industry, for example, found that the in-
cremental costs the 1983 standard imposed for removing one unit of pollu-
tant differed widely for each of a number of processes in a single plant. One
process for making integrated seamless piping and tubing required annual
incremental expenditures of $18,000 to remove the last ton of total suspended
solids; in hot forming processes with scarfing, the last ton to be removed
had an incremental annual cost of only $2,000. Applying the guidelines
throughout the plant instead of process by process would allow pollution
reductions to be concentrated on processes having lower incremental abate-
ment costs. The same level of abatement could thus be reached at much
lower costs.

A difficult problem of regulatory design concerns the extent to which
old and new sources of pollution should be governed by different standards.
Some differentials are appropriate, since the incremental costs of meeting
a given standard for emissions tend to be lower when the necessary measures
are being incorporated in new rather than old facilities. But regulations can
inadvertently add to the economic costs of an industry by applying excessively
large differentials to new processes compared with existing ones. If the
differential is too large, firms deciding between continuing production in
older facilities or converting to new ones may be biased against the new
ones. Since investment in new and expanded facilities strongly affects the
rate at which productivity grows, overly large differences in standards can
slow productivity gains and raise costs.

Costs can also be appreciably affected by whether the regulatory agency
adopts technical or performance standards. A technical standard specifies
the equipment or process that producers must adopt, such as a particular
engineering approach to reduce coke oven emissions or a specific treatment
to remove industrial wastes from discharged water. A performance
standard sets the expected outcome—in terms of such things as allowable
emissions or quality of discharges—but leaves the choice of method up to
the firm. Technical standards give producers little flexibility or incentive to
search for less costly approaches; instead they must rely on the technological
decisions of the regulatory agency. Performance standards provide greater
freedom for firms to serve their own interest in increasing their profits by
finding less costly approaches. The efficacy of performance standards, how-

.ever, is sometimes limited by shortcomings in monitoring techniques. Such
standards are only feasible if performance can be monitored with reasonable
reliability and costs.
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Regulations and Incentives

Running through the earlier discussion of regulatory design was the theme
of flexibility. To the extent that firms can satisfy requirements by meeting
environmental, health, and safety standards—the choice of techniques being
left to them—the national costs of regulation will tend to be reduced, since
each firm wishes to reduce its own costs.

An even broader application of this concept lies in the use of market
incentives as a substitute for or supplement to particular regulatory struc-
tures. Regulations are commands to firms and individuals from government,
enforced by civil or in some cases criminal penalties, to undertake particular
actions: meeting a specific performance or technical standard related to
environment, health, or safety by a particular date. An alternative approach
would modify the monetary incentives of the market place to give each
firm an interest in achieving specified standards. Various incentives can be
considered: a fee system that imposed a charge on each pound of pollutant
discharge or on the rate of injuries to workers in industrial plants, for exam-
ple, or government auctioning of permits to emit a fixed quantity of pollu-
tants within a locality or along a river.

Basically, market incentives impose prices upon unwanted outcomes.
Firms find that creating such outcomes is costly and will seek ways to reduce
them. In the process, decisions on how to correct unwanted side effects and
the pace of corrections are decentralized.

Both the advantages and the problems associated with various incentive-
oriented approaches have been extensively discussed elsewhere. For many
reasons these approaches are now used only to a very limited extent. Our Na-
tion has approached the problems of environment, health, and safety
chiefly through reliance on detailed regulation. A body of law and precedent
has thus been established, and administrative mechanisms created on the
basis of this approach.

The advantages of incentive-oriented approaches seem in this light to
lie in supplementing and gradually modifying the regulatory approach,
rather than seeking a wholesale substitution of one system for the other. An
example of a supplemental use of the incentive-oriented approach is the
structure of penalties for violating the automobile fuel efficiency standards.
These penalties follow the principle that the size of the fine should corre-
spond to the costs imposed on society when a firm violates a standard. In
this case, the fine on fuel-inefficient automobiles is related to the social costs
of the extra gasoline that will be required to operate them.

New Directions in Social Regulation

The Administration is now exploring ways to achieve a better mix of
economic and regulatory incentives in several different areas.

In occupational health and safety, the Administration has formed an in-
teragency task force to search for better means of achieving goals of the
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Occupational Safety and Health Act. The task force has been asked to ex-
amine the use of economic incentives, particularly to promote worker safety.
The interagency Resource Conservation Committee is currently studying
the feasibility and desirability of mandatory deposits on beverage containers
to reduce litter. It also is investigating whether fee systems could cut down
the amount of solid waste.

The major use of economic incentives in our current regulatory frame-
work is to enforce standards set by legislative or regulatory bodies. Incen-
tives take the form of fines or penalties for violations of regulations. The
most effective are those in which the size of the fine and the frequency of
inspection are such that firms will comply before the inspector arrives.

The present penalty structures do not always have this result. Fines for
violations of air and water quality standards have generally been small
compared with the costs that the violations impose on society. Under these
conditions the penalties can serve their purpose only with frequent enforce-
ment. Yet the number of inspectors cannot keep pace with the growth in
the regulations. With generally low penalties and infrequent monitoring,
regulatory agencies have turned to such drastic remedies as threatening
plant or mine shutdowns to enforce the rules.

Use of penalty fees based on levels of emissions could supplement the
present arsenal of enforcement techniques and at the same time improve
the efficiency of the regulatory system. For example, properly designed fees
would make processes and commodities entailing severe pollution or serious
hazards more expensive, discouraging their use relative to cleaner or safer
processes. They would also encourage rather than stifle the discovery of
more effective technologies for curbing socially undesirable side effects.
Equally important, fees allow firms more flexibility to plan for the future in
a way that threats of more drastic action do not.

The potential advantages of fees in inducing compliance with regula-
tions suggest that they should receive greater attention by policy makers
than they have done in the past. Administration efforts last year in this
direction included a proposed noncompliance fee for industrial point

sources. The current standards of the Federal Water Pollution Control Act
are based on the installation of discharge-reducing equipment, but the
incentives to maintain that equipment in working order are weak. A non-
compliance fee, on the other hand, based on the amount by which actual
discharges exceed allowed amounts, would give firms a strong inducement to
operate the machinery properly. In a similar effort, the Administration ini-
tiated a study of economic incentives to control nitrogen oxides as provided
for in the 1977 amendments to the Clean Air Act.

Review and Evaluation of the Regulatory Process

The economic effects of social regulations have rapidly grown more im-
portant during recent years, as their number and scope have increased.
Regulatory decisions not only determine the speed at which the Nation
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advances toward important achievements in environmental protection,
health, and safety; they also substantially affect costs of production, pat-
terns of investment, flows of capital, and locational decisions. Indeed, as
noted earlier, the effects of these decisions on the economy now merit as
much notice as the effects of Federal budgetary decisions.

Improving Federal performance in the regulatory area to minimize the
various costs of achieving our social goals requires improvements in the
design and structure of regulations as well as in the way they are arrived at
and evaluated. The first necessity is a careful analysis and review of the
economic issues in the individual regulations, especially the cost-effectiveness
of various alternatives. Second, a system must be developed through which
the total effect of regulations on social objectives and on the economy can be
brought together and assessed.

To improve the economic analysis and review of individual regulations,
the Administration has instituted a program that will allow the President's
advisers to review the consequences to the economy of major proposed reg-
ulations. The program requires the preparation of a Regulatory Analysis
(RA) for each major regulatory proposal. A review group will examine a
limited number of such analyses each year to ensure that full attention is
given to all feasible alternatives before a regulation is issued. Peer review
of the regulatory agencies' decisions should improve the effectiveness and
economic efficiency of the final regulations.

It is not enough, however, to deal solely with individual regulations.
Regulatory requirements from different agencies have sometimes conflicted
with each other, and particular industries, firms, or communities are con-
fronted with a series of regulatory requirements imposed by different Federal
agencies. No one of these may pose serious problems, but taken together they
may have serious economic consequences: increasing costs or requiring large
capital outlays in a short time. There is now no mechanism to assess these
combined effects and take them into account in regulatory decisions. On a
larger scale, there is no institutional framework within the Federal Govern-
ment—analogous to the budget for Federal spending programs—in which
the total costs of regulations are brought together, to permit the evaluation
of economic impacts, setting of priorities, and the like.

Several steps are planned or already being taken to develop a careful
and appropriate means of reviewing the comprehensive effects of the regula-
tory process. Last year the heads of the four regulatory agencies concerned
with toxic chemicals—the Environmental Protection Agency, the Occupa-
tional Safety and Health Administration, the Food and Drug Administra-
tion, and the Consumer Product Safety Commission—formed working
groups that meet regularly to seek a consistent approach to regulation. Early
this year the President will issue an Executive Order that directs Federal
regulatory agencies twice a year to give public notice of the major planned
regulations. Members of the public and senior government officials will thus
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be able to make orderly preparations for participating in the development
and analysis of the proposed regulations.

Finally, the President has directed his advisers to explore means by which
the overall effects of Federal regulations can be regularly reviewed and
judged within the executive branch. Particular attention must be paid to
availability of data and to the legal and institutional characteristics of reg-
ulatory programs. In view of the importance of regulatory programs, how-
ever, improving the Government's ability to understand both their economic
and their social effects is a crucial need.

TAX REDUCTION AND REFORM

The Administration's tax proposals are designed to aid continued eco-
nomic recovery and achieve important tax reforms. The tax relief that
these proposals provide is tied closely to the tax reform elements of the
package. In general the reform measures increase the amount of income
subject to taxation by eliminating various forms of deductions and exclu-
sions. The attendant tax increases are more than offset by lower tax rates.
The net result for calendar year 1979 will be a reduction in Federal tax
liabilities of about $25 billion. Individual tax liabilities will decline by $16.8
billion, the net effect of $23.5 billion of gross tax reductions and $6.7 billion
of revenue-raising reform. Business tax reforms are expected to raise reve-
nues by $2.6 billion. These reforms are offset by cuts in the corporate income
tax and liberalization of the investment tax credit worth $8.3 billion, thus
providing a net corporate tax cut of $5.7 billion. Special tax reductions of
over $2.0 billion are proposed on excise taxes for telephone services and
Federal unemployment insurance taxes in order to reduce prices for con-
sumers and costs for businesses. Chapter 2 contains a discussion of the fiscal
policy issues associated with these tax reductions.

MAJOR INDIVIDUAL INCOME TAX CHANGES

The most fundamental change proposed in the individual income tax is
the replacement of the $750 personal exemption and the general tax credit
with a single per capita tax credit of $240. This change is accompanied
by an across-the-board reduction in tax rates. The new system of personal
credits will replace the current confusing combination of a personal exemp-
tion and a credit of $35 per dependent or 2 percent of the first $9,000 of
taxable income and thus simplify tax returns. Moreover, since the tax rate
reduction is proportionately larger in low- and middle-income brackets,
progressivity of the tax system will be increased. The system of personal
credits also alters the way taxes change with family size. Unlike the current
deductions for exemptions, under which families in high brackets gain more
from an additional dependent than those in low brackets, the new credit will
provide the same benefit for an additional dependent at all income levels.
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For a taxpayer with three dependents the personal credit will be worth $960
regardless of the income of the family.

Additional personal tax reductions may be enacted as part of the Adminis-
tration's energy plan. Under the Administration's crude oil equalization tax
(COET) proposal of April 1977, the net proceeds are rebated on a per
capita basis to protect consumers' real incomes and to avoid a new source of
restraint on economic activity. If the final energy bill allows only for a rebate
in 1978—as provided in the House version—the Administration intends to
send to Congress a supplemental message recommending that the proposed
individual tax reduction be increased by the amount of the net proceeds of
the COET.

The tax reform package restructures the system of itemized deductions.
Deductions for medical care and casualty losses would be allowed only
for extraordinary expenses—combined medical payments and uninsured
casualty losses in excess of 10 percent of adjusted gross income. Medical and
casualty expenditures should properly be deductible only when they are
unusually large and have a significant impact on the taxpayer's ability to pay.
The deductions for medical care were originally intended to meet this
standard, but the changing relation between medical costs and income has
resulted in the deductibilty of amounts that can no longer be considered
extraordinary. Moreover, the current casualty loss provision is a form of
costless coinsurance that particularly benefits taxpayers in high tax brackets.
The new extraordinary expense provision will restore the law to its original
intent and simplify tax computations for many middle-income taxpayers.

Itemized deductions for State and local sales, gasoline, and miscellaneous
taxes are eliminated. Since these deductions are very closely related to in-
come, a rate reduction may be substituted for them with very little equity loss.
In any case, deductions for gasoline taxes are contrary to our energy goals.

Several reform proposals are directed toward reducing the use of tax
shelters and eliminating other means by which high-income individuals avoid
their fair share of tax. The minimum tax first enacted in 1969 will be strength-
ened. Under current law, many tax preferences are subject to the minimum
tax of 15 percent, but preference income may be reduced by $10,000 or
one-half of ordinary tax liability, whichever is greater, before the minimum
tax is applied. The proposed elimination of the optional offset of one-half of
ordinary tax liability will increase the ability of the minimum tax to reach
sheltered incomes of high-income taxpayers. In addition, the preferential tax
rate of 25 percent on the first $50,000 of capital gains will be abolished.
Real estate depreciation practices will also be reformed by generally limiting
depreciation deductions to straight line rather than accelerated methods.
These and other related proposals will be directed toward broadening the
provisions of the Tax Reform Act of 1976 that were intended to create a
more equitable tax structure.
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The Administration's tax package also introduces for the first time a pro-
vision for the taxation of unemployment insurance benefits received by high-
income families. Unemployment benefits would be taxable for single individ-
uals with total income, including unemployment insurance benefits, above
$20,000 and for married couples with income above $25,000. For each dollar
of income above the threshold, 50 cents of the taxpayer's unemployment
compensation would be taxable. The current system provides an unwarranted
tax advantage for high-income households in which one family member re-
ceives unemployment compensation. Since unemployment compensation is
intended to replace lost earnings, it should be taxed in the same way as earn-
ings. At the same time, the high threshold for taxation assures that benefits
will not be taxed when a family's income is low.

MAJOR BUSINESS TAX CHANGES

As discussed in Chapter 2, the most important proposal designed
specifically to aid businesses is the 4-percentage point reduction in the
corporation tax rate. As an additional incentive for investment, the
package also contains proposals to increase the limit on investment tax
credits from 50 percent to 90 percent of tax liability and to extend the
credit to industrial and utility structures as well as equipment. It is further
proposed that the current 10-percent level be made permanent instead of
reverting to 7 percent in 1981. These changes in the investment tax credit
will reduce the cost of new investment and make future tax treatment less
uncertain, thereby creating incentives for additional capital formation. Be-
cause investment in industrial structures has grown much more slowly than
investment in equipment since 1973, the move toward equal treatment of
structures and equipment should be particularly beneficial. As a means of
promoting investment in urban areas, rehabilitation expenses for qualified
structures will be eligible for the tax credit.

Business tax reforms include the repeal of business deductions for a
large class of expenses, covering such items as yachts, club dues, tickets to the
theater and sporting events, and the difference between first-class and coach
airfare. The deduction for business meals would be reduced from 100 per-
cent to 50 percent. In many cases these expenditures are a form of tax
exempt compensation that provides little or no business benefit. Elimina-
tion of these deductions will be a highly visible improvement in tax equity
and wall ultimately improve overall economic efficiency.

Financial institutions now have a favored tax status that is greatly in need
of revision. Deductions that commercial banks, mutual savings banks, and
savings and loan associations are permitted to make for deposits into bad
debt reserves are considerably higher than the amount necessary to cover
actual losses; credit unions are totally exempt from income taxes. The pro-
posed reforms will reduce excessive deductions for bad debt reserves and will
tax credit unions in the same manner as mutual savings banks and savings
and loan associations.
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The tax reforms of international business include phasing out preferential
tax treatment for domestic international sales corporations (DISCs) over a
3-year period and also gradually eliminating the deferral of taxes on profits of
domestically controlled foreign corporations. A DISC is a subsidiary set
up to receive export-related income; current law allows a DISC to defer
tax on half its income. This tax preference—enacted in the waning days of
the fixed exchange rate system in 1971—was originally intended to encour-
age increased exports. But since most of the benefits accrue to corporations
that would export in any case, the small export benefits generated by DISCs
are extremely costly. A recent Treasury study estimated that the tax prefer-
ence for DISCs contributed only $1 billion to $3 billion to U.S. exports in
1974 at a cost of $1.2 billion. Such a special tax preference is particularly
wasteful in a world with flexible exchange rates. Its overall effect on the
trade balance will eventually be offset by induced exchange rate changes.
The only lasting effect is an increase in production by industries that can
take advantage of the DISC tax preference and a reduction in the output
of all other industries.

Disallowing the deferral of taxes on income of U.S. controlled foreign cor-
porations will equalize the tax treatment of domestic and overseas branches
of U.S. businesses. It will allow the repeal of the complex legislation con-
trolling tax havens and reduce the incentive to distort the allocation of profits
between parent companies and their subsidiaries.

TAX TREATMENT OF MUNICIPAL BONDS
The Administration's tax package also proposes a fundamental change in

the treatment of debt instruments issued by State and local governments.
Under the taxable bond option State and local governments will be given the
choice of issuing either taxable bonds that will receive an interest subsidy
from the Federal Government or conventional tax exempt bonds. The sub-
sidy rate on taxable interest, 35 percent in 1979 and 1980 and 40 percent
thereafter, will lower the borrowing costs of State and local governments.
Currently, issuers of tax exempt bonds pay 30 to 35 percent less interest than
that on comparable taxable bonds. The taxable bond option will increase this
difference to 40 percent in 1981. The larger difference between the yields of
taxable and tax exempt bonds will reduce the value of this tax preference to
wealthy holders of the tax exempt issues.

DISTRIBUTIONAL ASPECTS OF INCOME AND SOCIAL SECURITY TAX
CHANGES

The tax reform package has been designed to improve the distribution
of the individual income tax burden. The three major elements—the per-
sonal credit, the revised rate structure, and the reduction in itemized deduc-
tions—significantly increase the progressivity of the individual income tax
structure. The effect of these three changes is illustrated in Table 34, which
shows tax reductions for a family of four at several levels of adjusted gross
income. Under current law, a four-person family claiming only the standard

219

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



TABLE 34.—Income tax liability for one-earner four-person families

{Dollars, except as noted]

Adjusted gross income
Present

law tax *
Proposed

tax 2
Change
in tax

Change in tax
as percent

of before-tax
income

5,000.
10,000
15,000
20,000
25,000
30,000
40,000

- 3 0 0
446

1,330
2,180
3,150
4,232
6,848

- 3 0 0
134

1,072
1,910
2,830
3,910
6,630

0
- 3 1 2
- 2 5 8
- 2 7 0
- 3 2 0
- 3 2 2
- 2 1 8

0
- 3 . 1
- 1 . 7
- 1 . 4
- 1 . 3
- 1 . 1
- . 5

1 Assumes the greater of the standard deduction or deductible expenses equal to 23 percent of income.
2 Assumes the greater of the standard deduction or deductible expenses equal to 20 percent of income.
Source: Department of the Treasury.

deduction begins paying income tax when its income rises above $7,200
per year. With the proposed changes, the same family would pay no tax
if its yearly income was $9,256 or less. The greatest relative reductions
occur in the low-income brackets. For a four-person family earning $10,000,
income tax liability falls 70 percent from $446 to $134 a year. A family of
four earning $15,000 annually would have its taxes cut from $1,330 to $1,072,
or 19 percent.

Table 35 illustrates the combined effects that the tax reform package and
the recently enacted changes in social security taxes will exert on aggregate
tax liabilities by income class. Tlje combined effect is progressive, as shown
by the final column of the table. Taxpayers with expanded incomes below
$20,000, who earn approximately 56 percent of income, will receive 77 per-
cent of the net tax reduction. This calculation ignores the progressivity of

TABLE 35.—Estimated tax changes resulting from tax reform proposals and social
security amendments

(Billions of dollars, except as noted]

Expanded income
class

(thousands of
dollars)

5
5-10
10-15
15-20
20-30
30-50
50-100
100-200
200 and over

Total

Tax liability under
current law:

individual income
taxes and social
security taxes1

Amount

3.0
15.0
27.5
32.3
42.1
25.3
17.4
8.3
6.5

177.4

Percent
distribution

1.7
8.5

15.5
18.2
23.7
14.3
9.8
4.7
3.7

100.0

Individual and social security tax
changes

Total tax
change

- 0 . 3
- 1 . 5
- 2 . 3
- 2 . 3
- 2 . 1
- . 5

.0

.2

.4

- 8 . 3

Tax reform

- 0 . 4
- 1 . 9
- 2 . 7
- 2 . 9
- 3 . 2
- 1 . 0
- . 1

.2

.4

-11.7

Social
security2

0.1
.3
.5
.5

1.1
.6
.2
.0
.0

3.3

Tax liability under
proposed individual

income tax and
social security tax

Amount

2.7
13.5
25.2
30.0
40.0
24.8
17.5
8.5
6.9

169.1

Percent
distribution

1.6
8.0

14.9
17.7
23.7
14.7
10.3
5.0
4.1

100.0

1 Employees' share of social security taxes calculated assuming former wage ceiling for 1979 ($18,900) and
former tax rate (5.85 percent). Employers' share of social security tax not included.

2 Employees' share calculated assuming current wage ceiling for 1979 ($22,900) and 1979 tax rate
(6.13 percent). Employers' share of social security tax not included.

Note.—Calculations based on 1976 levels of income and 1979 tax law.

Source: Department of the Treasury.
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social security benefits and the income distribution effect of business tax
changes. At least as important as this gain in progressivity, however, is the
progress toward other goals that the Administration's tax program will help
to achieve: tax reform, tax simplification, solvency for the social security
system, stimulation of aggregate demand, incentives for investment, and
maintenance of the economic expansion.

INCOME MAINTENANCE

The publicly financed income maintenance system in the United States
is composed of two essential elements: social insurance programs that pro-
vide partial replacement of earnings lost because of retirement, disability, or
temporary unemployment; and public assistance, or welfare, programs for
those unable to earn their own living—that is, the aged, the blind, the
permanently disabled, and dependent children whose parents are unable
to support them. The social insurance programs—principally social security
and unemployment compensation—are financed on a pay-as-you-go basis
with earmarked payroll taxes. While these programs are not funded on
strictly actuarial principles and certain of their benefits have the character-
istics of public assistance, they have traditionally been viewed by the public
as insurance systems. Apart from limitations on earnings, recipients are
not subjected to an income test as a condition of payment, and benefits are
generally considered to be an earned right and carry no stigma of public
charity. Public assistance programs, on the other hand, are financed out of
general revenues. The benefits are income-tested and hence generally avail-
able only to the low-income population.

Total expenditures for income maintenance have risen from about 4
percent of GNP in 1940 to nearly 10 percent in fiscal 1977. The social
insurance programs account for about three-fourths of this total, and
social security is by far the largest single program. The Federal Gov-
ernment finances nearly all the expenditures for social insurance and about
two-thirds of those for public assistance.

Two important changes in the income maintenance system were enacted
during 1977. The Food and Agriculture Act of 1977 made certain structural
modifications to the food stamp program, and the Social Security Amend-
ments of 1977 assured the continued financial viability of the social security
system. In addition, the Administration proposed a major new initiative—
the Program for Better Jobs and Income—to consolidate and rationalize
the several disparate components of the welfare system.

THE FEDERAL WELFARE SYSTEM

The principal public assistance programs created by the Social Security
Act of 1935 were aid to families with dependent children, aid to the blind,
and old age assistance. Since then, these programs have been expanded
and new ones have been enacted. Following is a brief summary of the major
Federal welfare programs in existence today (Table 36).
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TABLE 36.—Government income maintenance programs

Program

Social insurance:

Old age and survivors insurance...
Medicare
Unemployment insurance
Disability insurance
Workmen's compensation
Veterans' compensation
Railroad retirement
Black lung

Public assistance:

Medicaid
Aid to families with dependent

children
Supplemental security income
Food stamp program
Child nutrition
Veterans' pensions
Housing assistance
Basic opportunity grants
General assistance.
Earned income tax credit

Date
enacted

1935
1965
1935
1956
1908
1917
1937
1969

1965

1935
1972
1964
1946
1933
1937
1972

<2>1975

Form of aid

Cash _
In-kind
Cash
Cash
Cash
Cash
Cash
Cash

In-kind

Cash
Cash
In-kind
In-kind
Cash
In-kind
Cash
Cash
Cash

Source of funds

Federal
Federal
Federal-State
Federal . . .
Federal-State...
Federal
Federal
Federal

Federal-State

Federal-State
Federal-State
Federal
Federal
Federal
Federal .
Federal . . _
State.
Federal

Fiscal year 1977

Beneflt
payments

(billions of
dollars)

71.3
20.8
14.3
11.1
6.7
5.7
3.8
1.0

16.3

9.8
6.2
5.0
3 5
3.1
3.0
1.4
1.3
1.3

Beneficiaries
(millions)

28.5
125.4

9.8
4.7
2.6
3.5
1 0

21.6

11.2
4.3

17.1
28.0
3.4
7.1
2.0
.9

6.3

1 Eligible to receive benefits as of July 1,1977.
2 Varies by State.

Sources: Department of Agriculture, Department of Health, Education, and Welfare, Department of Housing and Urban
Development, Department of Labor, Department of the Treasury, and Office of Management and Budget.

Aid to Families with Dependent Children

Aid to families with dependent children (AFDC) is a joint Federal-
State program that provides cash assistance to families with children under
18 years of age needing support because of the death, prolonged absence,
or incapacity of one or both parents. At the States' option, and provided cer-
tain conditions are met, assistance may also be made available to families
where both parents are present but the father is unemployed (AFDC-UF).
As of 1977, 26 States and the District of Columbia operated such programs;
the total number of participating families averaged about 170,000 per
month during fiscal 1977. AFDC payment standards for basic needs are de-
termined separately by each State; in July 1977 the largest payments for a
family of four ranged from $720 a year in Mississippi to $6,396 in Hawaii.
Benefits are reduced by 67 cents for each dollar of monthly earnings over
$30 and after liberal deductions for work expenses. Certain recipients of
AFDC are required to register with the work incentive (WIN) program
and must accept suitable offers of employment or training. The Federal
Government finances about 54 percent of total AFDC expenditures; the
remainder is paid for by the States and a few localities.

Supplemental Security Income

Supplemental security income (SSI) is a Federal program that furnishes
cash assistance to the aged, blind, and disabled. SSI was created in 1972 to
replace the existing joint Federal-State programs providing assistance to
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these groups. Basic annual SSI payments are about $2,100 for an individual
and about $3,200 for a couple; benefits are reduced by 50 cents for each
dollar of earnings in excess of $65 a month. The basic SSI benefit is uniform
across the country and entirely paid for by the Federal Government; many
States, however, continue to provide supplementary support to SSI
recipients.

Food Stamps

The food stamp program provides the needy with a monthly allotment
of coupons that can be used only to purchase food. This program is the only
form of public assistance that is universally available to all low-income in-
dividuals, regardless of their family or employment status. The maxi-
mum allotment of food stamps for a family of four with no other income
was $2,088 in 1977, and this is reduced by 30 cents for each dollar of net
income received. With certain exceptions, able-bodied adult recipients of
food stamps are required to register for work and must accept suitable offers
of employment. The Federal Government bears the entire cost of food stamp
benefits and shares administrative expenses with the States.

Medicaid

Medicaid is a Federal-State program that provides free medical services
to the low-income population. Individuals are categorically eligible for
medicaid benefits if they also participate in AFDC or SSI—or, in States with
programs for the "medically indigent," if they meet an income test. In
States without programs for the medically indigent, once individuals become
ineligible for public assistance, they also lose all medical benefits. Benefits
vary significantly among the States, ranging from an estimated average in
1975 of $334 per family in Mississippi to $1,824 in New York. The Fed-
eral share of medicaid payments is always at least 50 percent but may be
substantially higher in States with low per capita income.

Housing Assistance

A variety of Federal programs provide housing assistance to low-income
families, including low-rent public housing, interest rate subsidies for home
ownership, and rental subsidies. The newest and most active program was
created in 1974 by an amendment to the Housing Act of 1937 (section 8).
This program provides subsidies to families who occupy new or existing
rental units, and whose incomes are less than 80 percent of the median
income for the area at the time of application. Of the families that meet the
income test, those that belong to specified categorical groups or meet certain
other criteria actually participate in the program. About 8 percent of the
families potentially eligible in 1976 on the basis of their incomes were esti-
mated to have received section 8 assistance. In general, participating families
pay 25 percent of their gross income in rent to eligible landlords, and the
Federal Government makes up the difference between this amount and the
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local area "fair market rent/5 as established by the Department of Housing
and Urban Development. Because of large geographic differentials in housing
costs, section 8 subsidies vary significantly among the States and may reach
several thousand dollars in some areas.

Earned Income Tax Credit

The earned income tax credit (EITC) was enacted by the Tax Reduc-
tion Act of 1975, principally to ease the burden of rising payroll taxes on
low-income taxpayers. The EITC is available only to families with at least
one dependent child or a disabled adult claimed as an exemption. The credit
is equal to 10 percent of the first $4,000 of earnings, and it is reduced by 10
percent of the difference between total income and $4,000. Hence the
EITC reaches a maximum of $400, and it phases out completely for those
with incomes above $8,000. If the amount of the credit exceeds total tax
liabilities, the difference is refunded to the eligible family, provided it files
a tax return.

PROBLEMS WITH THE PRESENT WELFARE SYSTEM

Adequacy

Some critics of the welfare system contend that it provides inadequate sup-
port, while others believe it is too generous. The official poverty income level
was defined by the U.S. Census Bureau to average $5,815 for a nonfarm
family of four in 1976. Though this concept suffers from certain difficulties in
definition and measurement, it is the most widely accepted indicator of mini-
mum income adequacy in the United States. According to estimates of the
Congressional Budget Office, some 21.4 million families would have had
incomes below the poverty level in fiscal 1976 if no income transfer programs
had been in existence (Table 37). If cash benefits of both the social insur-
ance and the public assistance programs are added to other sources of income,
the number of families with incomes below the poverty level is reduced by
about 50 percent to 10.7 million. If in-kind transfers (for example, food
stamps, medicaid, housing assistance) are also counted as income and taxes
are netted out, the decline in the number of poor families is even more strik-
ing. Under this comprehensive definition of income, 6.6 million families
remained below the poverty line in 1976.

Inclusion of in-kind benefits in the measure of income is controversial
and almost certainly overstates the value of such transfers to recipients.
Recipients have been found to value cash more highly than in-kind benefits
because it affords relatively greater freedom of choice in the disposition of
their income. Medical benefits are a particularly controversial item because
of the difficulties in allocating them to the low-income population and be-
cause their inclusion seems to imply that the more illness people suffer, the
better off they are. Nevertheless, those who are entitled to receive free
medical assistance are undoubtedly made better off as a result, and it would
be inappropriate to ignore such benefits in a comprehensive measure of
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TABLE 37.—Families below the poverty level before and after the effects of
income maintenance programs and taxes, fiscal year 1976x

Kind of family

All families:

Number (millions)
Percent of all families _.

Single-person families:

Number (millions)
Percent of single-person

families

Multiple-person families:

Number (millions) _
Percent of multiple-person

families

Families below the poverty level, based on income

Before taxes
and before
transfers

21.4
27.0

10.3

47.8

11.1

19.2

Before taxes
and after

cash
transfers2

10.7
13.5

5.4

25.0

5.3

9.2

Before taxes and after cash
and in-kind transfers3

Excluding
medical
benefits

9.0
11.3

5.0

23.2

4.0

6.9

Including
medical
benefits

6.4
8.1

3.5

16.4

2.9

5.0

After taxes and after cash
and in-kind transfers4

Excluding
medical
benefits

9.2
11.5

5.1

23.8

4.0

7.0

Including
medical
benefits

6.6
8.3

3.7

17.0

2.9

5.1

1 Data based on 1975 Current Population Survey, with adjustments to reflect underreporting of income and changes in
the characteristics of the population between the survey year (calendar year 1974) and fiscal year 1976.

2 Cash transfers include payments under government-financed social insurance and public assistance programs.
3 In-kind transfers include food stamps, child nutrition assistance, housing assistance, medicare, and medicaid.
4 Taxes include Federal personal income and employee payroll taxes and State income taxes.

Source: Congressional Budget Office.

income. Table 37 presents changes in the number of families below the
poverty level when medical benefits are included in income and when they
are not. Exclusion of medicaid and medicare increased the total number of
families below the poverty line in 1976 by an estimated 2.6 million.

On balance, regardless of whether in-kind transfers are included in
income, the present income maintenance system significantly improves the
distribution of income that would otherwise exist. Nevertheless, further
progress is still necessary before poverty in the United States is completely
eradicated.

Equity

Even among those who consider benefit levels to be adequate, it is gen-
erally agreed that a serious fault of the present welfare system is the different
treatment it accords to people with similar needs. Benefit levels vary widely
among States and among different demographic and family groups. Geo-
graphic differentials arise primarily because benefits under the two major
public assistance programs—AFDC and medicaid—are essentially controlled
by the States. As a result, sharp disparities in benefit levels exist between the
poorer, rural States and the wealthier, more urban areas. These differ-
ences are mitigated somewhat by the existence of the Federal food stamp
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program, which adds substantially to AFDC benefit levels in low-income
States. Nevertheless, Table 38 shows that in 1976 a single-parent family
of four with no earnings could obtain combined welfare benefits in New York
City that were more than 2J/2 times larger than those available to the
same family in Mississippi. This disparity is much greater than can be ex-
plained by regional differentials in the cost-of-living. Such disparities in
the distribution of benefits are inequitable in and of themselves and create
incentives for migration from low-benefit to high-benefit States.

The variety of public assistance programs and the ways in which they cate-
gorize recipients also result in differential treatment of families and demo-
giaphic groups. Since AFDC payments are restricted to families in which the
father is absent (or, in 26 States, unemployed), the income of a two-parent
family of four, with one parent working full time at the minimum wage, was

TABLE 38.—Comparison of public assistance benefit levels with alternative income
standards, family of four, 1976

Item

Median four-person family income... __. _

Bureau of Labor Statistics low-income budget __

New York City family with AFDC, food stamps, medicaid _

Illinois family with AFDC, food stamps, medicaid _

Family earning full-time minimum wage, plus food stamps and earned income tax credit

Official poverty line

Texas family with AFDC, food stamps, medicaid

Mississippi family with AFDC, food stamps, medicaid

Two-parent family with food stamps only (all States). _.

Level (dollars)

17,315

10,040

8,302

6,412

5,958

5,815

4,174

2,914

1,992

Note.—Data relate generally to mid-1976.

Sources: Department of Ccmmerce, Department of Health, Education, and Welfare, and Department of Labor.

only slightly above the poverty level in 1976, even after supplementation
through food stamps and the EITC. In contrast, in many States a mother
with three children can receive welfare benefits that are well above the
poverty line (Table 38). Moreover, if the two-parent family of four has no
earnings and resides in a State without an AFDC-UF program, it is eligible
only for food stamps, unless the father should desert the family. Needless
to say, such disparities are highly inequitable, discourage work effort, and
create incentives for disintegration of families.

The welfare system also discriminates against childless couples and single
individuals who are not aged. Federal income support for these groups is
limited to food stamps worth a maximum of $624 per year per individual.
Hence, the level of public assistance for many poor people is clearly inade-
quate. Finally, access to certain in-kind programs is restricted by categorical
eligibility requirements (medicaid) or by limited supplies (section 8 housing
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allowances and day care), and inequities therefore arise. Since the cash
value of in-kind assistance can amount to several thousand dollars, the
resulting differences in benefits can be very large.

Work Incentives

The current welfare system discourages work in several ways. First, in-
adequate employment and training opportunities for the poor severely limit
their chances to enter the work force and become fully productive mem-
bers of society. Second, as already noted, in many States earnings from a
minimum wage job plus food stamps amount to less than the welfare bene-
fits available to a family of equal size where no one works. Third, both the
medicaid and AFDG programs have severe "notches," creating situations
where a small increase in earnings can cause recipients to lose their bene-
fits entirely and thus to be worse off as a result of their extra work. Finally,
since all the welfare programs are income tested, an extra dollar of earnings
(after deductions for work-related expenses) yields less than a dollar of net
income. This loss in benefits per dollar of additional earnings is called the
benefit reduction rate, or marginal tax rate, and the higher this rate is,
the smaller the reward for working. No single program has a benefit reduc-
tion rate on earned income that exceeds 70 percent. But for poor people
who participate in more than one program, the benefit reduction rates of
all the programs cumulate to yield a much higher total rate. In addition,
workers must pay social security taxes on the first dollar of earnings, and
eventually Federal (and perhaps State) income taxes as well. The net result
in some cases can be marginal tax rates that exceed 100 percent, so that
disincentives to work are strong.

Administrative Inefficiency and Complexity

The welfare system is both inefficient and exceedingly complex. Admin-
istrative expenses account for large portions of the total budgets for the
various programs, and error rates are high. Because the system is slow to re-
spond to the needs of recipients, they become frustrated and their rates of
participation may decline as a result. In addition, administration of the wel-
fare system is split among several units of government, and the programs
operate with a variety of different benefit structures, accounting periods,
filing unit definitions, and work requirements.

Fiscal Burdens

The Federal Government currently pays about two-thirds of total* welfare
costs, the remainder being spread over State and local governments, prin-
cipally in the AFDC and medicaid programs. However, a small number of
States and localities (mainly in the North and Northeast) bear a heavy share
of this burden, a development that has contributed to their precarious
budgetary situations. The variation in benefit levels that exists has also en-
couraged migration of poor people to areas where the payments are highest,
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This in turn has led to a further deterioration of the financial condition of
these governmental units. Of course, these differences in welfare expenditures
implicitly reflect the particular preferences of States and localities regard-
ing the level of income support they wish to provide. Nevertheless, if a
system of income maintenance for the poor is viewed as a truly national
responsibility, the burden of supporting it should be equitably distributed
among the States on the basis of ability to pay.

Policy Control and Responsiveness

As noted above, control over the income maintenance system is frag-
mented and many low-income persons do not receive satisfactory coverage.
As a result, the Nation does not have a tool to deal with the effects
of other national policies on the distribution of income. For example, the
proposed tax on crude oil contained in the National Energy Plan would, by
raising prices of energy, have a significant impact on real incomes of the
poor. Yet there exists no simple and efficient mechanism to neutralize these
adverse effects. While little thought has been given to this shortcoming in
our income security system, it may be the one that causes the most hardship
to the poor.

CHANGES IN THE FOOD STAMP PROGRAM

The Administration proposed significant changes in the food stamp
program as a first step toward reform and rationalization of the welfare
system. The Congress adopted most of the proposals and extended the
program for 4 years in the Food and Agriculture Act of 1977. The changes
included in the 1977 act are generally designed to achieve a more efficient
operation of the food stamp program, to permit more individuals who are
genuinely poor to participate in the program, and to reduce the availability
of food stamps to those with higher incomes. Eligibility for food stamps is
defined more clearly in the 1977 act than previously, and participation is
limited to those households whose income net of certain deductions is below
the poverty level. In addition, the system of deductions used to arrive at
net income is simplified. The most significant reform in the 1977 legisla-
tion was the elimination of the purchase requirement. This feature of the old
program required recipients to pay cash for their food stamp allotments.
The net benefit, or "bonus value," was the difference between the face
value of the stamps and their purchase price. Under the new law, the
basic allotment is simply equivalent to the bonus value. Because recipients
no longer have to buy their food stamps, for a given total income, including
food stamps, the amount of their disposable cash income will increase and
the amount of coupons exchangeable only for food will decline.

THE PROGRAM FOR BETTER JOBS AND INCOME

The Administration's Program for Better Jobs and Income (PBJI)
is a job-oriented proposal designed to replace the existing welfare system
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with a comprehensive approach to income security for the low-income
population. The new program would provide jobs and employment
services for those who are able to work, income supplementation and strong
work incentives for those who work but whose incomes are inadequate to
support their families, and cash assistance for those who cannot work because
of age, disability, or family circumstance. If enacted, the program would
become fully operational in fiscal 1982. The major features of PBJI are
described below.

Employment Opportunities

A central element of the proposed PBJI is to be an expanded effort to find
jobs in the private and regular public sectors for low-income persons who
are able to work. Prime sponsors under the Comprehensive Employment
and Training Act (CETA), State employment service agencies, and com-
munity based organizations are expected to play important roles in assuring
that a full array of employment and training services is made available to
these individuals. When principal wage earners in low-income families
with children cannot find regular employment, PBJI would provide
up to 1.4 million full- and part-time special public service jobs and training
slots. The new public service job program is carefully structured to avoid
disruptive effects on the private economy. Applicants would be required
to engage in an intensive 5-week search for regular employment before
becoming eligible for a special public service job. The jobs themselves would
be temporary and participants must continue to search for a regular job.
To minimize adverse effects on private labor markets and ensure
that jobs in the private sector are more attractive than the special
public service jobs, the basic wage rate would be kept at or slightly above
the minimum wage. Moreover, holders of these jobs would not be eligible
for the earned income tax credit. Finally, it is intended that the job and
training opportunities in this new program would provide useful skills and
work experience to the participants, thus making them better able to obtain
employment in the regular economy. Additional discussion of the public
service employment component of PBJI is contained in Chapter 4 of this
Report.

Cash Assistance and Work Incentives

SSI, food stamps, and the Federal share of AFDC would be consolidated
into a single Federal system of cash assistance. The Federal benefit structure
would be divided into two tiers: an upper tier for those not expected to work
(i.e., the aged, blind, disabled, and single-parent families with children under
7 years), and a lower tier for those who are expected to work (two-parent
families, single-parent families with older children, single individuals, and
childless couples). Families in the second category could move to the upper
tier if neither parent could find work after 8 weeks of search. If a job were
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found but refused, the family would remain on the lower tier. Adults in
single-parent families where the youngest child is between 7 and 13 years
of age would be expected to work during school hours. They would initially
receive the upper-tier benefit, but if they refused an appropriate part-time
job they would receive the lower-tier benefit.

On the upper tier, the basic Federal benefit in 1978 dollars would be
$2,500 for an aged, blind, or disabled individual, and $4,200 for both a
single-parent family of four and a two-parent family of four, if after a period
of intensive job search the family head was unable to find a regular job.
The level of benefits for a family of four is approximately 65 percent of the
projected poverty threshold in 1978; it exceeds the value of food stamps
plus the Federal share of AFDC in all but one State. The four-person
family on the upper tier would cease to be eligible for benefits when
earned income reached $8,400. On the lower tier, the basic benefit would
be $1,100 for a single individual and $2,300 for a two-parent family of
four. Single individuals would become ineligible for cash assistance at
incomes above $2,200, while working families of four would become in-
eligible at incomes above $8,400.

The two-tier benefit structure is designed to encourage work and ensure
that the focus of aid to needy families is on employment, not welfare
dependency. The minimum income guarantee on the lower tier provides
strong incentives to work, while successful implementation of the employ-
ment aspects of the program would assure that the incomes of families in
these categories need not remain at such low levels. Adults in families in
the expected-to-work category would be given lower cash benefits if they
do not work or if they refuse an appropriate job offer. Once a job is taken,
the first $3,800 of earnings would be disregarded in calculating their Federal
benefit; that is, recipients would face a zero marginal tax rate on those earn-
ings. Thereafter benefits are reduced by no more than 50 cents for each
additional dollar earned above $3,800, or by no more than 52 cents for
each additional dollar in States that supplement the basic benefit level.
For those who are not expected to work, there would be no earnings dis-
regard, and benefit reduction rates could range from 50 percent to 70 per-
cent, depending on the benefit reduction rates applied by States that supple-
ment the Federal benefit. Single-parent families with young children would
be permitted a special deduction to pay for child care.

In addition to the incentives built into the cash benefit structure, the
earned income tax credit would be expanded to increase the re-
wards for working and to achieve better integration of the welfare system
and the personal income tax structure. For a family of four, the existing
10-percent credit on earnings up to $4,000 would be supplemented by an
additional 5-percent credit on earned income between $4,000 and $9,100,
approximately the point at which such a family would become liable
for Federal income taxes as a result of the proposed tax reform measures
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discussed in this chapter. The credit would then decline by 10 percent
of the excess of actual income over $9,100. Hence the new EITC would
reach a maximum of about $650 and phase out entirely at an income
of about $15,650 for a family of four. As already noted, those working in the
special public service jobs would not be eligible for the E I T C This exclu-
sion creates an incentive for holders of the special public service jobs to
search for work in the private or regular public sector.

Existing eligibility criteria for medicaid are to be preserved temporarily by
PBJL While the medicaid notch would therefore remain as a disincentive
to work, the forthcoming national health insurance proposals are expected
to address this issue.

To summarize, the Program for Better Jobs and Income is designed to
provide employment opportunities and strong incentives for those who can
work, and adequate cash assistance to those who cannot find a job or are
otherwise unable to work. Consolidation of the three public assistance pro-
grams into a uniform Federal system would improve administrative efficiency
and create a structure where error and fraud are less likely. Federal income
support would be extended for the first time to all needy two-parent families,
single individuals, and childless couples, thereby eliminating a major inequity
in the current system and reducing the incentives for families to separate. By
instituting a Federal floor under the incomes of the poor, benefit disparities
among the States would be substantially diminished. Finally, the provision
of cash supplements would be fully integrated with employment and train-
ing programs.

State Supplementation and Fiscal Relief

While an important long-run dbjective of welfare reform is to create a
uniform system of benefits, it cannot be achieved overnight. Raising all
benefits to the levels in the high-benefit States would be too costly, and
lowering all benefits to the levels in the low-benefit States would cause severe
hardship. Hence there is a strong case for allowing States to supplement the
basic Federal benefit. To provide fiscal relief for States and localities, while
encouraging a more uniform national system, the Federal Government
would share in the cost of supplementation. The new program provides
that, under certain conditions, the Federal Government would pay 75 per-
cent of the cost of supplementing the benefits of a family of four between
$4,200 and $4,700, and 25 percent of the cost of supplementing from $4,700
to the poverty line. The conditions are that the supplements must employ
the new Federal eligibility standards and that the benefit reduction rate
after supplementation must not exceed 52 percent for those expected to work,
and 70 percent for those not expected to work. Federal sharing in the cost
of such matching supplements would help States maintain existing benefits,
while encouraging them to move toward a structure that embodies the goals
of the new Federal program.
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It is estimated that State and local governments would realize savings
of about $2 billion on their 1978 welfare expenditures if the Program
for Better Jobs and Income were fully operative this year. The States that
have traditionally had the highest welfare expenditures—California, Illinois,
Massachusetts, Michigan, New York, and Pennsylvania—would realize sav-
ings of more than 20 percent on their outlays.

Distributional Implications

The three main components of PBJI—employment opportunities,
cash assistance, and expansion of the EITC—would have different
effects on the distribution of income. Because disparities in benefit
levels among States and demographic groups would be reduced, over
two-thirds of the cash assistance benefits would go to families with
incomes below $5,000. The public service jobs and training programs would
provide a higher fraction of benefits to families farther up the income dis-
tribution because these jobs are available to primary earners in families with
children. Nonetheless about half of the wages paid to holders of special
public service jobs would go to families with income under $5,000. The
expansion of the earned income tax credit would provide benefits to families
well up in the income distribution. In fact the maximum benefit for a
family of four is reached when annual earnings are $9,100. The purpose
of this component, however, is not to provide basic income support but to
alleviate the burden of payroll taxes and generally improve work incen-
tives for low- and middle-income families. It is estimated that all three
components combined would reduce the number of families with incomes
below the poverty line by about 1.6 million.

THE SOCIAL SECURITY SYSTEM

Four separate programs together comprise the social security system: old
age and survivors insurance (OASI), disability insurance (DI), hospital
insurance (HI), and supplementary medical insurance (SMI). OASI and
DI are cash benefit programs that replace earnings lost because of retire-
ment, disability, or death; HI and SMI, which are also known as medicare,
provide payments for medical services to the elderly and to disabled work-
ers. OASI, DI, and HI are financed by specific payroll taxes levied on
employees, their employers, and the self-employed. For 1978 the combined
social security tax rate (OASDHI rate) is 12.1 percent and is applied
against earnings of covered workers up to a maximum of $17,700. About
90 percent of all wage and salary earners are currently covered by social
security and therefore subject to mandatory payroll taxes. The major excep-
tions are Federal Government employees, about 25 percent of State and
local government employees, and some employees of nonprofit institutions.
Approximately 106 million workers contributed to the system in 1977 and
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total OASDHI tax revenues were $93 billion. Participation in the SMI
program is voluntary; benefits are financed partly through premiums paid
by current beneficiaries and partly out of general revenues.

Benefits under the OASDI programs are calculated according to a pro-
cedure that takes into account the average lifetime earnings, age, and other
characteristics of recipients. The benefit formula is progressive and pro-
duces proportionately smaller benefits as earnings rise. That is, while high-
wage workers receive larger dollar benefits than low-wage workers, benefits
as a percentage of preretirement earnings decline as a worker's average wage
increases. For example, the "replacement rate" (first-year benefit as a per-
centage of earnings in the year before retirement) of a 65-year-old male
retiree wrho has a dependent spouse, and always earned one-half the median
wage for males, was 90 percent in 1977; the replacement rate for a similar
retiree who always earned the maximum wage subject to social security taxes
was only 50 percent. Benefits under the two medical insurance programs are
not tied to earnings histories but provide reimbursement for medical ex-
penses incurred. Table 39 shows the distribution of social security benefits
and recipients among the four programs.

TABLE 39.—Social security benefit payments and beneficiaries, 1977

Program
Number of

beneficiaries
(millions)2

Total social security..

Old age and survivors insurance (OASI).
Reti red workers
Dependents and survivors
Other

Disability insurance (Dl)
Medicare (HI and SMI)

1 Benefits paid in fiscal year 1977.
2 OASI and Dl beneficiaries as of September 30, 1977. For medicare, entry represents number eligible to receive

benefits as of July 1, 1977.
3 Not applicable.

Source: Department of Health, Education, and Welfare.

The Social Security Financing Problem

In recent years, the OASDI trust funds have been faced with serious
short- and long-run financial problems. Assets in these two trust funds as a
percentage of annual outlays have fallen steadily from slightly over 100
percent in 1970 to 41 percent at the end of 1977. Moreover, since 1975
current expenditures have exceeded receipts, so that the level of assets has
actually declined. It was estimated that without remedial action, Dl trust
fund assets would be exhausted by 1979 and assets in the OASI fund
depleted by 1982 or 1983. Since benefits can only be paid out of the trust
funds, depletion would have required new legislation to prevent OASDI
recipients from receiving less than the full amount of benefits to which they
were entitled.
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Several factors explain the recent decline in OASDI trust fund balances.
First, since 1972 the benefits for people already retired have been
automatically indexed to changes in consumer prices and as a result have
increased sharply and regularly because of the recent high rates of inflation.
Second, because of high unemployment and the slow growth in real wages
since 1973, payroll tax receipts have not grown as rapidly as benefit pay-
ments. Third, since the late 1960s the number of beneficiaries in the disability
insurance program has consistently been higher than expected. Finally, an
unintended consequence of the provision in the Social Security Amend-
ments of 1972 that adjusts benefit schedules automatically for inflation has
been to cause the initial benefits of newly retiring workers to rise somewhat
more rapidly than wages. As a result, initial benefit levels grew by about
6 percent more than preretirement wages between 1973 and 1977.

Over the longer term the cash benefit programs were even more seriously
underfinanced. Under the intermediate set of assumptions in the 1977 report
of the Social Security Trustees, average OASDI expenditures over the next
75 years were estimated to exceed projected payroll taxes by an amount
equivalent to about 8 percent of taxable earnings. This outcome would
have required a tripling of current OASDI tax rates by the year 2050 to
finance benefits provided under the old law.

Roughly half of the long-range deficit in the OASDI programs was
due to the interaction between high rates of inflation and a technical flaw
in the benefit formula under which future retirees received a double adjust-
ment for cost-of-living increases. Benefits were first increased as higher prices
produced higher lifetime earnings.—and therefore higher benefits at retire-
ment—and again as the formula used to compute benefits was also adjusted
upward to account for inflation. As noted above, this double-indexing pro-
cedure was made automatic in 1972; it not only raised the level of new
benefits faster than the growth in average wages, but caused the relation
between future benefits and preretirement earnings to vary erratically,
depending on the relative movements of wages and prices. Under plausible
assumptions about projected rates of wage and price inflation, double-
indexing would eventually have caused benefits to exceed preretirement
wages for some workers.

The other half of the 75-year deficit was due to a combination of the
future consequences of the short-run deficit, continued increases in the
incidence of disability, and the sharp projected expansion of the retired
population relative to the working population after the year 2010. Today
there are about 19 persons aged 65 or over for every 100 persons aged
20 through 64. In 2030, under the trustees' assumptions, there will be
about 34 persons aged 65 and over for every 100 persons aged 20 through 64.
This dramatic change is a result of the combined effects of the decline in the
fertility rate (the average number of births a woman can expect to have

234

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



over her lifetime) and the fact that those born during the post-World War
II baby boom will begin retiring after 2010.

Social Security Amendments of 1977

The Social Security Amendments of 1977 were designed primarily to
prevent the assets of OASDI trust funds from being depleted in the next
few years and to eliminate most of the long-range deficit. Since the Con-
gress has always believed that the social security system should be fully
financed by earmarked payroll taxes, substantial increases in OASDHI taxes
were necessary. The major features of the new legislation are outlined below.

While little could be done to offset the effects of the shifting age dis-
tribution of the population, the provision in the old law that double-indexed
benefits for future retirees was corrected. Under the new law, the procedures
that automatically adjust benefits of current and future retirees for infla-
tion are separated, or "decoupled." This change has the effect of eliminating
the extreme sensitivity of projected benefit levels to assumptions about in-
flation and real wage growth. The new system would stabilize initial benefit
levels for a 65-year-old retiree who always earned the average wage at
about 42 percent of earnings in the year prior to retirement, regardless of
the behavior of wages and prices. As a result, the long-run deficit is cut by
about one-half.

TABLE 40.—Tax rates for social security trust funds, old and new laws, calendar
years 1977-2011

[Percent]

Calendar year

1977
1978

1979-80
1981. .
1982-84
1985
1986-89
1990-2010...
2011 and after.

1977 .
1978
1979-80 ..
1981
1982-84
1985...
1986-89
1990-2010....
2011 and after.

Total OASI

Prior law

Dl

Social Security Amendments of 1977

OASITotal Dl HI

5.85
6.05
6.05
6.30
6.30
6.30
6.45
6.45
7.45

4.375
4.350
4.350
4.300
4.300
4.300
4.250
4.250
5.100

Employer and employee, each

0.575
.600
.600
.650
.650
.650
.700
.700
.850

0.900
1.100
1.100
1.350
1.350
1.350
1.500
1.500
1.500

5.85
6.05
6.13
6.65
6.70
7.05
7.15
7.65
7.65

i
I. 375
1.275
1.330
1.525
1.575
1.750
1.750
5.100
5.100

0.575
.775
.750
.825
.825
.950
.950

1.100
1.100

0.900
1.000
1.050
1.300
1.300
1.350
1.450
1.450
1.450

Self-employed persons

7.90
8.10
8.10
8.35
8.35
8.35
8.50
8.50
8.50

6.185
6.150
6.150
6.080
6.080
6.080
6.010
6.010
6.000

0.815
.850
.850
.920
.920
.920
.990
.990

1.000

0.900
1.100
1.100
1.350
1.350
1.350
1.500
1.500
1.500

7.90
8.10
8.10
9.30
9.35
9.'90

10.00
10.75
10.75

6.185
6.010
6.010
6.7625
6.8125
7.125
7.125
7.650
7.650

0.815
1.090
1.040
1.2375
1.2375
1.425
1.425
1.650
1.650

0.900
1.000
1.050
1.300
1.300
1.350
1.450
1.450
1.450

Source: Department of Health, Education, and Welfare.
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To prevent the assets of the DI trust fund from being exhausted, the
new law provides for a reallocation of current-law tax rates among the trust
funds in 1978. To cover the deficits caused by demographic changes and the
recent recession and inflation, social security tax rates on employers and
employees are to be raised above those in the old law, beginning in 1979
(Table 40). In addition, beginning in 1981 the OASDI rate for the self-
employed is to be adjusted to restore its original relationship of one and
one-half times the OASDI rate for employees. Finally, the taxable wage
base for employers, employees, and the self-employed is to be increased
above the levels provided in the old law, beginning in 1979 (Table 41). The
new legislation maintains the parity principle whereby employers and em-
ployees pay taxes on the same amount of earnings.

In 1981, under the new law, a worker with earnings at the taxable maxi-
mum of $29,700 would pay social security taxes of $1,975, while a worker
earning the projected average wage in covered employment (about
$12,000) would pay $797. Altogether the higher tax rates and wage bases
are expected to yield $89 billion in new social security tax revenues in the 5
years between 1979 and 1983. As noted in Chapter 2, these increases are
an important component of the fiscal restraint on the economy that may
have to be offset by tax reductions if we are to achieve our long-term
economic goals.

TABLE 41.—Social security contribution and benefit base, old and new laws,
calendar years 1977-83

1977
1978
1979
1980 _.
1981 . .
1982
1983

Calendar year

Contribution and benefit base l

Prior law

$16, 500
17, 700
18,900
20,400
21,900
23,700
25,800

Social Security
Amendments

of 1977

$16, 500
17, 700
22,900
25,900
29, 700
32,100
34,800

i After 1978 under the old law and after 1981 under the new law, based on path of wages projected in the Budget of the
United States Government, Fiscal Year 1979.

Source: Department of Health, Education, and Welfare.

Several changes were also made in the OASDI benefit structure: an
increase in the amount of earnings allowed to retirees aged 65 and over
before their benefits are reduced; an increase in the bonus for postponing
retirement beyond age 65; and a freezing of the regular minimum benefit
for future beneficiaries at its January 1979 level. The bill also provides for
a one-time $187-million payment to State and local governments in fiscal
1978 to help relieve the cost of their public assistance programs.

Some longer-term issues were not addressed by the 1977 legislation—
for example, the differential treatment of one- and two-earner households
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in the benefit structure and the interaction between the cash benefit
programs and private retirement systems. But the Social Security Amend-
ments of 1977 nonetheless did remove the threat that the cash benefit
programs would actually run out of funds; they corrected an obvious flaw
in the benefit computation formula; and they reduced the average deficit
over the next 75 years from 8 percent to an estimated 1 l/<x percent of payroll.

237

248-947 O - 78 - 16

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis




