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THE FULL-EMPLOYMENT BUDGET: 
A Guide for Fiscal Policy

The Federal Government’s spending and taxing 
programs exert a major impact on economic activity 
and hence on employment. But measuring the di
mensions of this impact is not a simple task. Raw 
tax receipts and outlay figures as reported in the 
official unified budget are not an adequate measure 
because some Government receipts and some Govern
ment disbursements bear no direct relationship to 
current economic activity.

Refinement of actual budget data is required to 
isolate the impact of the Government’s fiscal opera
tions on current economic activity and employment. 
Specifically, it is necessary to identify those disburse
ments and revenues that are related to current pro
duction and income and eliminate those that are not. 
This is the purpose of the national income accounts 
(N IA ) budget.1 But even this refined budget con
tains limited information about the direction and 
magnitude of the Federal budget’s effects on the 
economy. A  major difficulty arises from the fact 
that receipts and outlays as shown in the N IA  
budget, like those in the unified budget, not only 
affect but also are affected by changes in the level 
of economic activity.2 To eliminate the influence of 
changes in the level of economic activity and there
fore, to obtain a better measure of the economic im
pact of discretionary fiscal policy, the full-employ- 
ment budget has been devised.3

1 Adjustment of unified budget outlays and receipts to obtain NIA  
budget figures includes subtraction of Government loans and certain 
financial transactions from the total unified budget outlay figure. 
Certain items such as Government payments for employee retire
ment and Government receipts from business-type transactions are 
netted to obtain unified budget totals. These amounts that have 
been netted in the unified budget are added to both unified re
ceipts and outlays to obtain NIA receipts and outlays. Timing ad
justments are also made so that certain Government tax receipts 
reflect the period when income is earned rather than when tax 
payments are actually made. Timing adjustments are made for 
defense purchases so that expenditures are recorded to reflect the 
time of delivery rather than the time of fabrication or payment. 
For further discussion see Special Analysis, Budget of the United 
States Government, Fiscal Year 1973 (Washington, D. C.: U. S. 
Government Printing Office, 1972), pp. 14-16.
2 Actual budget figures are the result of both discretionary fiscal 
actions and automatic stabilization policies. Discretionary fiscal 
actions are specific Congressional and Administration decisions to 
change Government outlays or to change tax laws. On the other 
hand, automatic stabilization policies produce automatic changes in 
actual receipts and expenditures when changes in the level of eco
nomic activity occur. For example, as personal income increases, 
tax receipts automatically increase at a more rapid rate due to the 
progressive income tax rate structure. Such automatic changes in 
receipts and outlays must be distinguished from discretionary fiscal 
actions.
3 Estimates of full-employment budget data are calculated by the 
Government on both the unified budget basis and the NIA basis. 
Because Government receipt and disbursement figures in the NIA  
budget are related more directly to current production and income, 
full-employment data based on the NIA approach are presented in 
this article.

The full-employment budget takes as its starting 
point an estimate of what the Federal Government’s 
revenues would be, given existing tax rates, if the 
economy were operating at full employment. An 
estimate of government expenditures at full-employ
ment is calculated by subtracting from actual ex
penditures the amount by which unemployment com
pensation would decline if the economy were operat
ing at full employment. The difference between full- 
employment receipts and expenditures, i.e., the full- 
employment surplus or deficit, is a measure of the 
direction and strength of the impact of Federal fiscal 
operations. In particular, the larger the surplus or 
smaller the deficit, the more restrictive or less ex
pansionary is the economic impact of discretionary 
fiscal policy. Period-to-period changes in the size 
of the surplus or deficit are taken as an indication of 
the size of impact of fiscal policy on the economy. 
As a guide to fiscal planning, policymakers may select 
as a target a full-employment surplus or deficit of 
a certain size.

The assumptions on which full-employment budget 
estimates are based are determined somewhat ar
bitrarily. For example, judgment plays a role in the 
specification of economic conditions that define “ full 
employment.”  For this and other reasons, the full- 
employment budget is at best an approximation. 
Accordingly, the analytical results generated by the 
use of the full-employment budget are conditioned by 
the choice of the underlying assumptions. Never
theless, the concept of the full-employment budget 
can be a useful tool in formulating and understanding 
economic policy.

Pitfalls in Budgetary Analysis The combined 
effect of changes in tax and expenditure policies and 
changes in the level of economic activity on recorded 
budget data may be seen by examining the reasons 
why final budget figures deviate from earlier esti
mates of receipts and outlays. At the beginning of 
each calendar year, budgetary estimates are made for 
the next fiscal year (July 1— June 30), and a revised 
estimate is presented for the current fiscal year. 
These estimates are based on existing spending au
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Table I

COMPARISON OF ESTIMATED AND ACTUAL FEDERAL 
RECEIPTS AND EXPENDITURES, NIA BASIS

(b illions  o f d o lla rs )

Fiscal
Year

O rig in a l Estimate Revised Estimate Actua l

Receipts
Ex

penditures
Surplus or 
D efic it ( — ) Receipts

Ex
penditures

Surplus or 
D efic it ( — ) Receipts

Ex
penditures

Surplus oi 
D efic it ( —

1962 N A NA N A 105.6 106.1 -  0.5 104.2 106.4 -  2.1

1963 116.3 111.9 4.4 108.8 113.2 -  4.3 110.2 111.4 -  1.2

1964 111.4 119.0 -  7.6 113.6 119.1 -  5.5 115.5 116.9 -  1.4

1965 118.8 121.5 -  2.8 116.0 121.0 -  5.0 120.5 118.5 2.0

1966 121.0 127.0 -  6.0 128.8 131.0 -  2.2 132.8 131.9 0.9

1967 142.2 142.7 -  0.5 149.8 153.6 -  3.8 147.2 154.5 -  7.3

1968 167.1 169.2 -  2.1 161.1 171.1 - 1 0 .0 160.6 172.5 -  11.9

1969 182.5 185.0 -  2.5 190.0 187.3 2.7 190.3 185.9 4.4

1970 202.3 199.6 2.7 201.8 198.1 3.6 194.6 197.2 -  2.7

1971 205.4 203.8 1.6 200.0 215.0 - 1 5 .0 194.0 212.4 - 1 8 . 4
1972 225.9 230.1 -  4.2 202.8 237.8 - 3 5 .0

1973 227.9 255.9 - 2 8 .0

Source: U. S. D epartm ent o f Commerce and O ffice  o f M anagem ent and Budget.

thorizations, on the Administration’s proposed fiscal 
legislation, and on forecasts of tax revenues and of 
certain Government expenditures that vary with na
tional income. As shown in Table I, final budget 
figures usually differ substantially from original 
budget estimates and even from the revised estimates 
made halfway through the fiscal year. Major causes 
of the differences are Congressional departures from 
Administration programs and inaccurate forecasts of 
economic conditions.

Similarly, and for much the same reasons, there 
are usually sizable differences betweeen the original 
estimates and the revised estimates presented half
way through the fiscal year. Table II shows a de
tailed comparison of these two estimates for fiscal
1972. The original estimate of receipts for that year 
was reduced partly as a result of the tax changes 
provided in the Revenue Act of 1971, and partly 
as a result of other legislation providing for ex
penditures not contemplated in the original estimates. 
In addition, national income growth turned out to be 
considerably less and unemployment considerably 
higher than indicated in the economic projections on 
which revenue estimates were based. Consequently, 
tax yields fell short of expectations and outlays 
for unemployment compensation were greater than 
originally expected. Overall, the shortfall in the level 
of economic activity helped produce a budget deficit 
much larger than that originally estimated for 
fiscal 1972.

Table II

ORIGINAL AND REVISED ESTIMATES 
OF RECEIPTS AND EXPENDITURES, 

FEDERAL SECTOR, NIA FOR FISCAL 1972

(b illions  o f d o lla rs )

O rig in a l Revised
Estimate Estimate

as o f as o f
Janua ry Janua ry

1971 1972

RECEIPTS

Personal ta x  and non tax  receipts 99.0 91.3
C orpora te  p ro fits  ta x  accruals 43.5 33.0
Ind irect business ta x  and  non tax

accruals 21.8 19.8
C on tribu tions fo r  social insurance 61.6 58.7

Total receipts 225.9 202.8

EXPENDITURES
Purchases o f goods and services 102.2 103.0

Defense 74.0 73.3
Nondefense 28.2 29.7

Transfer paym ents 75.0 79.8
Domestic 72.5 77.0
Foreign 2.5 2.8

N et in terest paid 14.3 13.4

G ran ts-in -a id  to  State and
local governm ents 34.4 36.2

Subsidies less cu rren t sur
plus o f G overnm ent
enterprises 4.2 5.4

Tota l expend itures 230.1 237.8

D efic it 4.2 35.0

Source: Special Analyses, Budget o f the U nited States G overn 
m ent, Fiscal Year 1972, p. 8 and Special Analyses, 
Budget o f the U nited States G overnm ent, Fiscal Year 
1973, p. 8.
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Measuring Fiscal Impact Examination of fiscal 
policy in a full-employment framework is useful in 
analyzing the reasons why the economy may be 
operating at a level below its potential and when this 
is the case, in shaping policies to restore the economy 
to full employment. An economy operating at less 
than full capacity signals a deficiency in private de
mand that may be remedied by appropriate budgetary 
action.

During the early 1960’s, the economy, by rather 
general agreement, operated well below its capacity 
level. The difference between actual gross national 
product (G N P ) and potential GNP, the so-called 
GNP gap, appeared to some observers to be increas
ing. This is reflected in Chart 1, which is drawn 
up on the assumption that an unemployment rate of 
4.0% corresponds to full employment. In that con
text, some policy advisers argued that fiscal policy

Chart 1

FULL-EMPLOYMENT BUDGET SURPLUSES AND DEFICITS, GNP GAP, 
AND UNEMPLOYMENT RATE, 1960-1971

$ Billions

1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971

Sources: U. S. Departm ent o f Commerce; U. S. Departm ent o f Labor; Council o f Economic Advisers.

was excessively restrictive even though recorded 
budget figures, as shown in Table III, showed 
deficits.4 That is to say, given existing tax rates 
and expenditure programs, the budget would have 
shown a surplus if the economy had been operating

1 In the 1950’s and early 1960’s, the administrative budget, the con
solidated cash budget, and the national income accounts budget 
were commonly used to measure fiscal impact. The administrative 
budget, normally the principal financial plan for the Government, 
covered receipts and expenditures of funds owned by the Govern
ment. It excluded funds held in trust by the Federal Government 
and showed only net outlays (expenditures less receipts) of public 
enterprise funds, intragovernmental funds, and reimbursements 
which by law are mingled with appropriations. The consolidated 
cash budget reflected transactions between the Government and 
public and included both funds owned by the Government (Federal 
funds) and trust funds. Instead of being reported on a checks- 
issued basis as used in the administrative budget, the cash budget 
was reported on a checks-paid basis. The unified budget, which 
replaced the administrative budget and cash budget beginning in 
fiscal year 1969, includes trust fund activity and is reported on a 
checks-issued basis. Also, certain intragovernmental transactions 
such as the employee’s share of retirement or social security pay
ment or monthly payments for supplementary medical payment are 
not netted out in the unified budget. Table III shows actual budget 
figures based on only the unified budget concept so that the data 
presented are consistent for interyear comparison. For further 
discussion of budget relationships, see Special Analyses, Budget of 
the United States, Fiscal Year 1969 (Washington, D. C.: TJ. S. 
Government Printing Office, 1968), pp. 5-13.
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at full employment. T o emphasize this point, the 
Council of Economic Advisers centered much of its 
Annual Report for 1962 around the concept of the 
full-employment budget. In fact, it was pointed out 
that not only had full-employment surpluses been 
common throughout the last half of the 1950’s, but 
they had increased significantly in 1960 and 1961.

During the years 1966 through 1969, full-employ
ment budget figures did not draw the publicity that 
they had received during the early 1960’s. Over 
this period, the economy operated at or near full 
capacity and the unemployment rate was generally 
below 4.0%. In such high-employment periods, 
figures for the full-employment budget and those 
shown in other budgetary measures tend to come to
gether, and measurement of budget restrictiveness or 
stimulation from recorded budget data becomes more 
reliable. As shown in Table III, the differences be
tween the N IA  budget deficits and surpluses and 
their counterparts in the full-employment budget 
were relatively small during fiscal years 1966 to 1969.

In 1970, however, the unemployment rate and the 
GNP gap increased sharply. Again, Federal budget 
policy was formulated in the full-employment budget 
framework as noted in the President’s Budget M es
sage presented in January 1971 and the Council of 
Economic Adviser’s Annual Report for 1971.

Measurement of the Full-Employment Budget
The following procedure is used by the Council of 
Economic Advisers to estimate full-employment 
budgets. First, the potential (i.e., full-employment) 
real GNP growth path is projected. Currently, a 
real growth rate of 4.3%, based on a trend line be
ginning with the fourth quarter of 1969, is being 
used.5 Next, by applying the actual rate of inflation 
measured by the GNP price deflator, potential real 
GNP is converted to current dollar terms. The re
sulting full-employment income is then distributed 
into various income components including taxable 
personal income, corporate profits, and wages and 
other labor income. The estimates of income com
ponents at full employment are based on the dis
tribution pattern that resulted during previous 
periods of full employment. To obtain full-employ
ment revenues, these full-employment income com
ponents are then multiplied by the appropriate 
average tax rates, which are revised quarterly and 
are based on most recent tax and income data.

5 For a discussion of the CEA’s approach, see Michael Levy, Fiscal 
Policy, Cycles and Growth, Studies in Business Economics No. 81 
(New York: National Industrial Conference Board, 1963).

COMPARISON OF SURPLUSES AND DEFICITS, ( - )  
UNIFIED BUDGET, FEDERAL SECTOR, NIA, 

AND FULL-EMPLOYMENT BUDGET
(b illions  o f d o lla rs )

D ifference

Table III

Fiscal
Year

U nified
B udget

Federal
Sector

N IA

Full-
Em ploym ent

Budget
N IA

Between N IA  
and Full- 

Em ploym ent 
Budget N IA

1960 0.3 3.5 9.8 6.3
1961 -  3.4 -  2.7 11.3 14.0
1962 -  7.1 -  2.1 5.4 7.5
1963 -  4.8 -  1.2 7.3 8.5
1964 -  5.9 -  1.4 4.8 6.2
1965 -  1.6 2.0 4.3 2.3
1966 -  3.8 0.9 -  2.8 3.7
1967 -  8.7 -  7.2 -  8.0 1.0
1968 - 2 5 .2 - 1 1 .9 - 1 0 .2 1.7
1969 -  3.2 4.6 5.4 0.8
1970 -  2.9 0.8 10.1 9.7
1971 - 2 3 .0 - 1 8 .4 7.5 25.9
1972 (est.)1 - 3 8 .8 - 3 5 .0 -  3.0 32.0
1973 (est.)1 - 2 5 .5 - 2 8 .0 N.A. N.A.

Sources: U. S. Treasury D epartm ent, O ffice  o f M anagem ent and 
Budget; U. S. D epartm en t o f Commerce; Council o f 
Economic Advisers.

'E s tim a te s  are as o f January 1972 and exclude leg is la tion  since 
last Budget Message.

Finally, full-employment expenditures are esti
mated. This estimate deviates from actual expendi
tures by the difference between the actual amount 
of unemployment compensation and the compensation 
that would be paid if the economy were at full em
ployment.

Limitations and Misuses Although the full-em 
ployment budget provides a more meaningful picture 
of the thrust of fiscal policy than other kinds of 
budget data, the concept is not without its limita
tions. Specifically, problems arise in interpreting 
full-employment budget data because the data re
flect something more than changes in fiscal policy. 
In addition, estimates of levels of budget data by 
themselves do not provide information sufficient to 
justify their use as a single measure of the impact 
of fiscal policy.

Not a Pure Measure of Discretionary Fiscal Policy 
Changes in estimates of full-employment budget data 
from one period to another do not necessarily reflect 
deliberate changes in fiscal policy. For example, 
changes in full-employment revenue estimates result,
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DIFFERENCES BETWEEN LEVELS AND CHANGES IN LEVELS OF FULL-EMPLOYMENT 
SURPLUSES AND DEFICITS ESTIMATED BY THE CEA AND 

FEDERAL RESERVE BANK OF ST. LOUIS, 1960-1971
$ B illions

C h a rt 2

1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971

Sources: Federa l Reserve Bank o f St. Louis; C ouncil o f  Economic A dv ise rs .

in part, because estimates of average tax rates are 
revised quarterly. Furthermore, increases in fun
employment revenues and full-employment expendi
tures arise because of economic growth. That is, as 
potential GNP increases, estimates of full-employ- 
ment receipts and expenditures will be raised ac
cordingly.

Also estimates of full-employment surpluses or 
deficits often have to be revised because of unex
pected changes in prices. Specifically, estimates of 
future full-employment GN P and budget revenues 
are based on the assumption that a “ normal” in
crease in prices will occur. If increases in prices are 
greater than expected, full employment GNP and 
revenue estimates will be higher than originally esti
mated. Such price increases raise tax revenues im
mediately while their effect on the cost of govern
ment purchases is slower. Hence, the resulting full- 
employment budget may appear more restrictive than

earlier estimates suggested. Since the Council of 
Economic Advisers assumes in its estimates a con
tinuation of the recent rate of change in the GNP 
deflator, a change in the rate of inflation will affect 
its estimates.6 Therefore, changes in full-employment 
budget estimates do not necessarily mean that there 
has been a change in discretionary fiscal policy.

Shortcomings of Estimates of Levels Because 
different basic economic assumptions may lead to 
significantly different estimates of budget deficits 
and surpluses, the reliability of budget estimates de
pends on the realism of the underlying assumptions.7 
For comparison, differences in the estimates made 
by the Council of Economic Advisers and estimates

6 For further discussion see Arthur Okun and Nancy Teeters, “The 
Full-Employment Surplus Revisited,” in Brookings Papers on Eco
nomic Activity, 1 (Washington, D. C.: The Brookings Institution, 
1970), pp. 77-116.
7 Analysis of different estimates are found in Levy, op. cit., Chapter
6 and Nancy Teeters, “ Estimates of the Full-Employment Surplus, 
1955-1964,” Review of Economics and Statistics, 47 (August 1965) 
309-321.
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compiled by the Federal Reserve Bank of St. Louis 
are presented in Chart 2.8 When different estimates 
for the same time period differ significantly, the 
problem of correct interpretation of a given budget 
arises.

In addition, full-employment budget estimates that 
are based on incorrect assumptions may induce 
policymakers to take fiscal action that would lead 
to undesired results. For example, overestimation 
of potential output of the economy could lead to an 
excessively stimulative fiscal policy that might in
crease aggregate demand to such a level that infla
tion would result.9

Even when different estimates of the level of 
budget deficits and surpluses for the same time 
period are similar, a problem of interpretation of 
these budget data still remains. In particular, the 
change in the budget deficit or surplus from one

8 The Federal Reserve Bank of St. Louis releases its own quarterly 
estimates of full-employment data in “ Federal Budget Trends” and 
each fall publishes revised estimates in “ Technical Notes for Esti
mates of the High-Employment Budget.”
9 For a critique of the concept of potential output see William 
Fellner, Case for Moderation in the Recovery of 1971, An Analysis 
Based on Observed Wage-Price-Productivity Relations (Washing
ton, D. C.: American Enterprise Institute, 1971), pp. 29-31.

time period to another is a better measure of the 
direction and thrust of discretionary fiscal action 
than the absolute size of the deficit or surplus. For 
example, a budget deficit of $5 billion may or may 
not indicate an expansionary program. But if last 
year’s deficit was $20 billion, a $5 billion deficit this 
year clearly represents a significantly less expansive 
fiscal policy posture. The differences in the quarterly 
changes as estimated by the St. Louis Federal Re
serve Bank and those offered by the Council of 
Economic Advisers are generally smaller than dif
ferences in the levels. Also, the direction of change 
is the same in 37 of the 48 quarters examined.

Another factor to consider is that the expansionary 
or restrictive effect of a given change in the surplus 
or deficit varies with the level of economic activity. 
That is, as the economy grows, the relative im
portance of a given change will diminish. There
fore, it is often useful to work with full-employment 
budget deficit or surplus estimates taken as a per
centage of full-employment GNP, as shown in 
Chart 3. Changes in this fraction may reflect the 
impact of shifts in fiscal policy more accurately than

C hart 3

QUARTERLY CHANGES IN FULL-EMPLOYMENT BUDGET 
DIVIDED BY POTENTIAL GNP, 1960-1971

Percent

1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971 

Source: Council o f Economic Advisers.
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absolute changes in the numbers. Even so, there are 
no unequivocal standards for determining what per
centage changes are significant or insignificant.

Father Analysis Necessary If one uses changes 
in the size of budget surpluses or deficits, even when 
these are expressed as a percentage of potential GNP, 
he is assuming that all fiscal activity has the same 
quantitative impact on economic activity. In other 
words, an increase in expenditures of $1 billion would 
be expected to have the same influence on the level 
of activity as a tax cut that would reduce revenues 
by $1 billion. But not all sectors of the economy 
react similarly to different fiscal actions, nor does a 
specific sector necessarily react the same way under 
different conditions. Therefore, to measure fiscal 
impact more accurately, specific actions should be 
weighted according to their stimulative or restrictive 
influence.10

Full-employment data do not reveal the timing of 
fiscal impact. On occasion, announcement of a par
ticular program may stimulate business spending 
long before actual expenditures are recorded. Also, 
the economic impact of any fiscal change will depend 
to an important extent upon the posture of monetary 
policy at the time the action is taken. The easier the

10 To obtain a “ weighted” full-employment surplus or deficit, each 
category of expenditures and receipts is weighted according to its 
expected economic impact. For example, public expenditures may 
receive a weight of 1, transfer payments 0.9, personal income taxes 
—0.9, and corporate income taxes —0.8. The dollar estimates of 
each category of expenditures and receipts are then multiplied by 
the respective weights. The sum of these products equals the 
“weighted” full-employment surplus or deficit.

monetary policy, the more expansionary or less re
strictive would be a given fiscal program.

Conclusion Frequently, recorded budget data 
have been used to measure the economic impact of 
fiscal policy. These data are influenced not only by 
changes in fiscal policy, however, but also by changes 
in the level of economic activity. Therefore, the full- 
employment budget concept is used to provide a more 
accurate, though still approximate, measure of dis
cretionary fiscal impact by isolating the effect of 
fiscal policy from the influence of changes in the 
level of economic activity on budget data.

Problems of interpretation of levels of full-employ
ment surpluses and deficits have arisen, however. 
Therefore, changes in these levels relative to potential 
GNP are regarded as a more accurate measure of 
the impact of fiscal policy.

Full-employment budget data are still of limited 
reliability as a measure of fiscal impact, however, 
because of weighting and timing problems. The full- 
employment budget was not designed as a single 
measure of fiscal impact or as a substitute for eco
nomic models to be used to investigate timing and 
weighting problems. Nevertheless, the full-employ
ment budget is a better indicator of the direction of 
discretionary fiscal action than other kinds of budget 
data, and it provides an analytical framework in 
which fiscal decisions that otherwise might be po
litically unacceptable may be publicly conveyed.

James R. McCabe
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