NATIONAL DEFENSE BUDGET ESTIMATES FOR FY 1985

This book is intended to serve as a convenient source with
respect to the FY 1985 budget estimates for National Defense.
The material is organized into chapters as shown in the Table of
Contents. Each chapter begins with a brief description of the
material included and some highlight data, followed by material
in greater detail.

The FY 1984 Defense Authorization Act (P.L. 98-94) provides
for the establishment of accrual accounting for the military
retirement system effective at the beginning of FY 1985. Under
the accrual concept, the defense budget for FY 1985 will reflect
payments to a Military Retirement Trust Fund for the accruing
liability for retirement payments to the active duty force.
These funds are in each Military Personnel account and are shown
by service in the summary tables. Payments from this trust fund
to the retired individuals will appear under the Income Security
function of the federal budget at the time the payments are
made. In all preceding years, Retired Pay, Defense is shown as
a separate title on a cash basis, and is summarized in the
Defense-Wide line.
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CHAPTER1
NATIONAL DEFENSE - ANOVERVIEW

The National Defense Budget Estimates for FY 1985 is
intended as a convenient reference source concerning the
Nation's defense budget. To be comprehensive, any such review
should place the defense budget in perspective; it must be
viewed in the context of the whole Federal Budget and the
economy. To that end, the data included in this volume have
been collected from a variety of sources, including several
outside the Department of Defense, and are presented in a series
of brief expository chapters intended to clearly detail the
defense budget, in context, without either subjecting the reader
to a deluge of numbers or failing to provide an adequate data
reference source.

Chapter 1 is a fairly comprehensive overview of the defense
budget, providing data in three of the standard classifications:
total obligational authority, budget authority, and outlays.
Each of the next six chapters is a review of aspects of the
budget which have been of particular interest in years past and
seem likely to be of continuing interest this year. For
example, Chapter 5, "Pay Raises and Price Increases: Treatment
of Inflation," addresses both the impact of price inflation and
the techniques of measuring it.

Definitions

The Federal Budget is stated in terms of budget authority
and outlays; the Department of Defense ilso describes its budget
in terms of total obligational authority.

Budget Authority (BA) -- the authority provided by law to
enter into obligations for immediate or future payment. (outlays)
of Government funds. Most Budget Authority is provided by the
Congress in the form of appropriations and reappropriations.
Budget Authority in an account can be increased or decreased by
"transfer" to or from another account in current year; Budget
Authority is identified to the year the authority takes effect.

Total Obligational Authority (TOA) -- TOA is a DoD financial
measurement term which expresses the value of the DIRECT Defense
program for a fiscal year.

Prior to FY 1979, TOA differed from Budget Authority
primarily because of:

(1) Congressional actions directing the transfer of prior
year Budget Authority balances to finance direct programs
(increasing TOA with no effect on Budget Authority);



(2) Application of shelf stock sales receipts to finance
direct programs (increasing TOA with no effect on Budget
Authority); and

(3) Budget Authority lapsing before obligations were
incurred (decreasing TOA with no effect on Budget
Authority).

Beginning in FY 1979, Congressionally-directed transfers of
prior year Budget Authority balances which have the effect of
extending the life of the appropriation are treated as both TOA
and Budget Authority (The term "Reappropriation" applies when
prior year balances that have expired or would otherwise expire
are brought forward and the life of these funds is extended). As
a result, the values of TOA and Budget Authority now are more
nearly the same.

An additional difference is the Net Offsetting and Trust
Fund Receipts which are deducted from Budget Authority, but have
no effect on TOA. These are collections from the public -
deposited in receipt accounts - that arise out of the business-
type or market-oriented activities of the Government.

Outlays -- In government, as in private industry, there are
time lags between the budgeting of funds (congressional
appropriation), the signing of contracts or placement of orders
(obligations), and the receipt of services or goods and
consequent payment. The payment, the expenditure itself, is
termed an outlay. Outlays occur when cash is paid or checks are
written. The time lag between obligation and outlay results
from the time required to render the service or complete the
construction or production. The time lag between the time the
bill is signed into law and the obligation is incurred (the
order place) results from management actions to preclude the
unnecessary stocking (warehousing) of goods and the necessity to .
obtain congressional approval in annual increments while
operations go forward on a daily basis. 1In addition, for most
procurement and construction projects, the Congress under the
full funding concept approves sufficient funds to complete the
project, even though production or construction may require
several years. For example, shipbuilding appropriations are
available for obligation over a five-year period. As a result
of full funding and time to produce or deliver, the outlays in a
year arise, in part, from obligations incurred during prior
years. The future outlay data reported in this volume take such
effects into consideraton and specifically recognize the
changing mix of obligation types as procurements receive an
increasing share of the budget.



Budget Summary

The National Defense Budget is summarized in Tables 1-1,
1-3, and 1-8. Table 1-1, National Defense Budget Summary,
presents the budget in each of the three terms defined
previously. As the table composition shows, the National
Defense Budget includes, in addition to the DoD budget,
activities of other Federal Agencies which are in support of the
National Defense Function. While those defense related
activities are aggregated in Table 1-1 as DoE and other, later
tables show them in greater detail. TOA is $305,677 million in
FY 1984, an increase of $46,604 million over the FY 1984 TOA of
$259,073 million. The lower half of the table is in constant
dollars set at expected FY 1985 purchasing power. In FY 1985
dollars, the FY 1984 TOA is $270,839 million, or $34,838 million
less than the FY 1985 TOA. The FY 1984 to FY 1985 changes are
shown in the last column of the table.

Table 1-2 shows the Federal Budget by function for the
fiscal years 1983, 1984, and 1985. The functions are those used
in the Budget of the United States and it is that document which
is the source for Table 1-2. The four largest functions, in
dollar terms, are Income Security, National Defense, Interest,
and Health. Together they account for 86 percent of the FY 1985
outlays.

Table 1-3 which details the National Defense estimate by Act

will prove invaluable to those who desire to either follow
congressional action or refer to the original legislation.

Budget Authority Summaries

Tables 1-4, 1-5, 1-6, and 1-7 present budget authority (BA)
in expanded detail. These tables detail the current dollar and
constant FY 1985 dollar BA amounts for the acts listed in Table
1-3. Data are presented for FY 1983, FY 1984, and FY 1985.

Outlay Summaries

Tables 1-8, 1-9, 1-10, 1-11, and 1-12 present outlay detail
analogous to the budget authority detail in tables 1-3 to 1-7.

Reconciliations

The addendum to Tables 1-4 & 1-5 provides a reconciliation
from the Defense Appropriation and Military Construction acts to
DoD Budget Authority as shown in the President's Budget request.
The addendum to tables 1-9 & 1-10 shows the same reconciliation
for outlays.
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Table 1-8
NATIONAL DEFENSE OUTLAY SUMMARY
($ Thousands)
Current Prices
FY 1983 FY 1984 FY 1985

DEFENSE APPROPRIATIONS ACT:
Enacted/Regular Estimates 199,863,231 222,976,168 254,144,976
Supplementals Submitted = 2,226,747 79,027
Contingencies 0 -243,000 3,188,316
TOTAL 199,863,231 224,959,915 257,412,319

MILITARY CONSTRUCTION:

Enacted/Regular Estimates
Supplementals Submitted
Contingencies

TOTAL

TREASURY, POSTAL SERVICE, ETC.:

Enacted/Regular Estimates

HUD - INDEPENDENT AGENCIES:

Enacted/Reqular estimates
Supplementals Submitted
TOTAL

ENERGY ACTIVITIES:

Enacted/Reqular Estimates
Supplementals Submitted
TOTAL

TOTAL, ALL APPROPRIATIONS:

Enacted/Regqular Estimates
Supplementals Submitted
Contingencies

TOTAL

TRUST FUNDS AND RECEIPTS:
Existing Legislation

NATIONAL DEFENSE

a/ Proposed Legislation, Retired

5,650,241 6,631,500 7,725,576

= 18,100 37,940

- == ].0:084

5,650,241 6,649,600 7,773,600
-216,806 143,907 19,309
216,176 299,149 366,860

- 900 105

216,176 300,049 366,965
5,171,202 5,875,550 7,101,484

- 126,000 31,600

5,171,202 6,001,550 7,133,084
210,684,044 235,926,274 269,358,205
- 2,371,747 148,672

- -243,000%/ 3,198,400
210,684,044 238,055,021 272,705,277
-199,856 -507,100 -665,100
210,484,188 237,547,921 272,040,177

Pay, Defense
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Table 1-12
OUTLAYS - TRUST FUNDS AND RECEIPTS
($ Thousands)
Actual Estimated Estimated
FY 1983 FY 1984 FY 1985
Department of Defense: '
Offsett Receipts, Army -103,984 ~-227,300 -259,600
Offsett Receipts, Navy -102,872 -78,600 -93,600
Offsett Receipts, Air Force -82,092 -117,150 -235,550
Offsett Receipts, Defense -77,079 -80,950 -86,250
TOTAL Offsetting Receipts -366,027 -504,000 -675,000
Trust Funds:
Army General Gift Fund(Trust) 214 95 110
USNA General Gift Fund(Trust) 376 387 309
USNA Museum Fund(Trust) 205 162 159
Navy General Gift Fund(Trust) 222 240 222
Ships Store Profit,Navy(Trust) 21,732 22,400 23,500
Office of Naval Records & History
Fund (Trust) 97 76 50
Surchg, Coll Comm, A -13,574 -11,300 -11,500
Midshipman Store 113 = =
Surchg Coll Comm, N =1 4,500 12,000
Surchg Coll Comm, MC -999 1,700 1,300
Surchg Coll Comm, AF -15,115 640 6,250
AF Cadet Fund ~252 400 1,000
TOTAL — Trust Funds -6,982 19,300 33,400
Intergov'tal Trust Fund Navy -23,044 -22,400 -23,500
TOTAL Dept of Defense -396,053 -507,100 -665,100
General Services Administration:
Proprietary Receipts from the Public:
Proposed Legislation = = =
Existing Legislation 196,197 = =
Interfund Transactions:
Federal Contributions -
Military Retirement Fund = - -8,900,000
Proposed Legislation -
Military Retirement Fund - = -48,600
TOTAL Defense Related 196,197 - -8,948,600
TOTAL NATIONAL DEFENSE -199,856 -507,100 -9,613,700
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CHAPTER 2
SUPPLEMENTALS AND CONTINGENCIES
FY 1984 AND FY 1985

Table 2-1 is a summary of the total Department of Defense
budget estimates for FY 1984 and FY 1985 as reflected in the
February 1984 President's Budget submission to Congress. The
estimates are identified by the pertinent Acts, i.e., the
Defense Appropriation Act and the Military Construction/Family
Housing Act.

Table 2-2 reflects Budget Authority for supplementals for
FY 1984, proposed legislation for FY 1984, and contingent
amounts for FY 1985 for the National Defense function. The
defense-related activities are identified by the other
appropriation acts in which they are included. FY 1984
supplemental appropriations are reflected also for the defense-
related activities. Military and civilian pay increases for
FY 1984 (effective on January 1, 1984) were included in the
Defense Appropriation Act, 1984, by the Congress which therefore
precludes supplemental submission by DoD for this purpose.

Table 2-3 reflects FY 1984 Outlays for the supplemental and
proposed legislation, and FY 1985 contingent amounts which
include proposed legislation to support over twenty-seven pay
and benefit initiatives submitted with this budget.
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CHAPTER 3
LEGISLATIVE AUTHORIZATIONS

Almost all National Defense activities are within the legis-
lative purview of the Armed Services Committees of the House and
Senate. Practically all National Defense budget authority is
subject to the annual appropriation process. The Department of
Defense accounts for 95% of the National Defense function, and
the Defense Appropriation Act itself is 91% of the total
National Defense that is subject to appropriation. The
remainder of the estimates is scattered under several headings.

Table 3-1 shows how the National Defense estimates relate to
the annual legislative authorization process, as distinct from
continuing legislation. As shown, $242.6 billion is subject to
specific annual authorization of the amounts to be appropriated.
Another $68 billion is covered by the annual authorization
process through the authorization of military strengths. (In
these cases, the appropriation dollar amounts are not specified
in authorization legislation.) Effectively, the total annual
authorization process encompasses the appropriated total.

Table 3-2 presents a summary of the authorizations enacted,
the FY 1984 supplemental authorization request, and the current
FY 1985 request for DoD. (This excludes contingencies and the
Defense-related activities.)

Table 3-3 reflects personnel authorizations enacted and the
current FY 1985 request for DoD.

Table 3-4 shows budget authority for items covered by the
Defense Appropriation Authorization Bill, FY 1981-85. The
FY 1981 through FY 1984 columns show amounts authorized and
appropriated. The FY 1985 columns show the request now pending,
and also the amounts that would apply including contingencies.

Prior to FY 1983, a matrix showing the relationship of the
authorization request to the appropriation request would have
been included in this Chapter. Differences in the two requests
were the procurement of ammunition and other nonsystems
procurement that were not subject to authorization action.

Since FY 1983, all of the Procurement appropriations are subject
to authorization. Therefore, FY 1983, FY 1984, and FY 1985
columns reflect comparable procurement authorizations.
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CHAPTER 4
CHRONOLOGIES

The matter of chronologies has assumed much greater
importance because of the scorekeeping provisions of the
Congressional Budget Act.

Table 4-1 presents a chronology of National Defense Budget
Authority for FY 1983, beginning with the February 1982
estimates, amendments, congressional actions, other changes in
CY 1982, and supplemental requests, to arrive at the FY 1983
column of the FY 1984 budget, continuing with other changes in
CY 1983 to arrive at the final FY 1983 column of the FY 1985
budget.

Table 4-2 provides the same chronology for the related
FY 1983 outlays.

Table 4-3 presents a chronology of National Defense Budget
Authority for FY 1984, beginning with the January 1983 estimates
and moving through amendments, congressional action and other
changes in CY 1983, and supplemental requests to arrive at the
FY 1984 column of the FY 1985 budget.

Table 4-4 shows the same chronology for the related FY 1984
outlays.

Table 4-5 is a detailed chronology of Department of Defense
TOA, Budget Authority, Appropriations and Outlays from the
initial budget estimates to the final FY 1983 column of the
FY 1985 budget.

Table 4-6 provides comparable FY 1984 information.

Table 4-7 shows the starting point for FY 1985.
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Table 4-5 Addendum
CHRONOLOGY OF FY 1983 ESTIMATES
($ Thousands)

Footnote 1l:

Amended Request - DoD Appropriation Act

$245,605,536
-109,000

TOA/BA/Approp:

+3,007,000
+930,129

+29,697

+92,294
$ +3,950,120
$249,555,656

Contingencies:

TOA/BA/Approp: $25,542

137,400

$162,942

Footnote 2:

TOA:

Adjustments:

Uranium Enrichment in OsM title
not considered by Congress

Military Pay Raise (rounded) as
included in Contingencies at 8%

Civilian Pay Raise as included
in Contingencies at 5% (O&M)

Adjustment to O&M civilian pay
raise considered by Congress

Civilian pay raise as included
in Contingencies at 5% (RDT&E)

Total adjustments

Request Considered by Congress

Civilianpayraiseas includedin
Contingencies at 5%
(MilCon/FamHsg)

Proposed Legislation

Balance Transfers & Financing
Net Receipts & Trust Funds

Net Adjustments

BA:

Adjustments:

Appn. to Liquidate Contract Audit
Net Receipts & Trust Funds
Budget -Authority Transfers

Net Adjustments
Appropriation

$240,455,033
$—-534,025
-513,900
$239,407,108
$+ 25,000
+513,900
+123,276
+662,176
$240,069,284
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CHAPTER 5
PAY RAISES - PRICE INCREASES - AND
TREATMENT OF INFLATION

. GENERAL

Specific inflation indices are provided each year by OSD to
the Services for their use in developing budget estimates.
However, the correct application of these indices is not always
apparent. The narrative portion of this chapter has been
expanded in order to describe in detail the adjustments made to
Department of Defense funding estimates for the effects of
inflation. It contains definitions and explains some of the key
terms and concepts involved in measuring inflation. It provides
a history of the development of budgeting for inflation within
DoD and details the current procedures for measuring and
forecasting inflation.

A. Concepts and Definitions

1. Inflation

Inflation is defined as an increase in the general level of
prices in the economy. Inflation does not mean that prices rise
evenly or that all prices are rising. Some prices may be
constant and others actually may be falling. Prices of some
commodities rise faster than others because of differences in
the magnitude and direction of changes in supply and demand in
various markets. There are many different measures of
inflation:

a. GNP Implicit Price Deflator

The Gross National Product (GNP) implicit price deflator is
the ratio of GNP in current prices to GNP in constant prices.
It is a weighted average of the price indexes used to deflate
the components of GNP. Because it is so comprehensive, the GNP
index is generally regarded as the best single measure of broad
price movements in the economy as a whole.

b. Consumer Price Index

The Consumer Price Index (CPI) is a monthly measure of
average changes in the prices of a fixed list of goods and
services purchased by urban families and individuals in urban
areas across the country. It uses 1967 as the base period and
relates all other figures to that date. Although it is often
called the "Cost-of-Living Index" it measures only price
changes, which are just one of several factors affecting living
costs. The consumer price index for specific geographic areas
does not measure differences in the level of prices among these
cities, but only the average change in prices for each area
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since the base period. An aggregate CPI is also published which
provides a weighted average of the geographical area indices.
The data are collected by the U.S. Bureau of Labor Statistics.

c. Producer Price Index

The Producer Price Index (PPI) is a monthly measure of
average changes in prices received for commodities produced or
imported for sale in commercial transactions by producers of a
fixed list of commodities in all steps of processing. It uses
1967 as the base period and relates all prices to that date.
PPI's can be organized by stage of processing or by commodity.
The stage of processing structure organizes products by degree
of fabrication (i.e., finished goods, intermediate or
semifinished goods, and crude materials). The commodity
structure organizes products by similarity of end-use or
material composition. These data are collected by the U. S.
Bureau of Labor Statistics.

d. DoD Purchase Index

The DoD purchase index developed by OASD(C) consists of the
historical time series - based on actual DoD purchase price
experience as calculated by the Commerce Department's Bureau of
Economic Analysis (BEA) - that is linked to projections for the
outyears based upon fiscal guidance from OMB.

In order to understand the concept of inflation and the
differences in the many ways of measurement, it is necessary to
understand the terms aggregate prices, annual rate of change and
indexes.

2. Aggregate Price

The aggregate price is computed by taking a weighted average
of the commodity prices, with each price weighted by an item's
contribution to total expenditures. The aggregate price is thus
a notional price that is developed to measure changes in
inflation. The relative mix of the items considered, and the
change of that mix over time, will greatly affect the amount of
inflation that is measured.

3. Annual Rate of Change in Prices

The annual rate of change in prices is computed by dividing
one year's aggregate average price by the preceding year's
aggregate average price. The annual rate of change thus
measures the year-to-year change in prices.

4. Index
The index is a time series. It is a weighted average of

price changes expressed as a relative of average prices with a
reference base of 1.0. It is calculated by setting the base
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year equal to one, and then multiplying the index value of each
year by one plus the annual rate of change of the next year.
The inflation index thus measures the change in prices from a
fixed point in time.

5. Current Dollars

Current dollars measure the dollar value of an item or
service expressed in terms of the prices current at the time the
item or service is procured. Current dollars are also called
"then year" dollars. The term current dollars is often used
interchangeably with "budget dollars" or "fully inflated
dollars." These terms are used when prices contain all
increases expected to occur in a program over the duration of
the spendout of an appropriation.

6. Constant Dollars

Constant dollars measure the current dollar values adjusted
for the effects of inflation. A constant dollar stream reflects
the value of purchased goods and services for the time period of
the stream if prices were the same in every year as in the base
or reference year. Constant dollars do not contain any
adjustments for inflationary changes that have occurred or are
forecast to occur outside the base fiscal year.

1= Real Growth

Constant dollars are used to provide a measure of the real
program content of the budget relative to the base year. Real
program growth refers to the year-to-year change in constant
dollars and is usually expressed as a percentage. Real program
growth for a given year is computed by dividing the constant
dollars for that year by the constant dollars of the previous
year and subtracting one. Real growth always implies a
relationship between two or more time periods.

8. Spendout Rates

The spendout rate (also called outlay or expenditure rate)
is the expected cash flow for a given appropriation and is
expressed as the percent of the appropriation expected to be
spent in a given year. These rates are unique for each
appropriation and range from two years in the pay accounts to as
much as ten years in ship construction. Spendout rates are
currently developed for each appropriation account total,
including pay, fuel and other purchases. In addition, spendout
rates are developed for each account excluding pay and fuel.
This latter profile is useful in calculating price estimates for
incremental purchases in the FYDP. The spendout rates for
defense purchases in the POM preparation instructions (PPI) for
the FY 1986-90 POM are provided in Table 5-10.
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9. Outlays Index

The annual inflation rates for outlays are the basic
components for creating indices which are used in all pricing
computations. As the name indicates, an outlay index is used to
convert outlays from current to constant dollars. An outlay
index is used to compute the amount of inflation to be added to
a base price, and to reprice estimates when a new set of
inflation indices is used.

Annual rates are converted to a new escalation index for
outlays by compounding the rates from a predetermined base year.
The choice of a base year is largely unimportant for the purpose
of calculating an index because once an index is computed with a
given base year, it is relatively simple to convert it to an
index with a different base year. The outlays indices for DoD
appropriaton titles in the FY 1985 President's budget are
provided on the first page of Table 5-3.

10. TOA Index

A TOA index measures the impact of changes in inflation on
TOA, given a specific fiscal year phasing of work performed (or
outlays). It can be created from any phasing of the actual
accomplishment of work or incurrence of costs for which TOA is
expended. However, it is usually developed using the standard
outlay rates for an appropriation. The TOA index measures the
budgeted change of inflation from a fixed point. The TOA indices
for each appropriation title in the FY 1985 President's budget
are provided on the second page of table 5-3.

11. Base Year

The base year is a point of reference, usually a particular
year, representing a fixed price level, and is expressed as 1.0
(e.g., FY 1985 =1.0). Current prices are generally expressed as
a percentage of prices for the average of the base year.
Therefore, a current year index of 1.10 means that prices have
increased 10 percent since the base period, similarly, and index
of .90 means that prices have decreased 10 percent since the
base year. Given a set of index numbers, the base year can be
changed to any desired year in the set. This is done by
dividing each index number to be converted by the index for the
desired base year.

12. Compound and Composite Rates

The compound rates are obtained by multiplying the annual
inflation indices provided by OSD/OMB using compound interest
formulas. The compound rate is a measure of the change in
inflation between two years and is used to convert constant
dollars from one base year to another.
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The composite rate, used when including inflation in TOA,
not only incorporates compounding, but takes into consideration
spendout rates and the impact of inflation over the entire
spending pattern.

B. Influences on Price Change

Price changes for purchases of goods and services result
from a number of factors. It is often difficult to distinguish
between the reasons for these changes and even more difficult to
provide quantitative estimates of the extent to which each of
these factors contribute to the total price change.

The most commonly thought of reasons for DoD purchase price
change are changes in labor and material prices incurred by the
producer. However, other factors such as changes in the
business environment, availability of supplies and materials,
schedule impacts, labor shortages, strikes and industrial
capacity problems also contribute to a change in prices. While
the impact of these factors may be determined for individual
items, it is practically impossible to identify and quantify
these changes at any level of aggregation. It is equally
difficult to identify and quantify specific reasons for cost
overruns or unpredicted shortfalls.

Inflation factors used in the budget represent the overall
impact a series of economic events has on the purchasing power
of the defense dollar for large groupings of purchases. The
analysis of that impact on specific components can only be
obtained by a detailed evaluation of the goods, services, and
items purchased.

II. Chronology of Inflation Guidance in DoD

Past federal budget practice set by OMB, fixed prices at the
level in effect when the budget was developed and submitted to
the Congress. Price increases occurring after a budget was
prepared were absorbed or offset by efficiencies, economies, or
program reductions. When year-to-year inflation was in the
2 percent to 3 percent range, these increases were generally
considered to be within the range of budget estimating accuracy
and were largely accommodated by the competitive savings and
economies realized within reasonable financial management
practices.

However well that approach worked for annual operating and
minor procurement programs, it had shortcomings for longer term
major investment programs which took three to five years to
complete (from initiation to delivery). The 2 to 3 percent
annual inflation rate exerted a cumulative upward pressure on
the initial cost estimates for the duration of the program.
Costs for short-term investment programs were reestimated each
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year in order to keep up with this cumulative inflationary
effect, and Congress was asked to provide additional funds for
programs after their initial approval and appropriation.

Reasons for cost increases over the life of the acquisition
process include poor initial estimates, changes in requirements,
characteristics, and technology. But the one common theme was
inflation. To overcome this problem the "full funding" concept
was initiated.

The rationale was that one Congress would fully fund any
program it authorized and not require future Congresses to
provide additional appropriations later. The Navy's
shipbuilding program, because of the long time required to build
ships, was the earliest program to be permitted to include an
allowance for anticipated inflation in their budgets. Next,
major RDT&E and procurement programs were allowed to include
pricing based on anticipated inflation. Under the current
provisions of OMB Circular A-11, DoD is permitted to add
anticipated inflation in all accounts using the Administration's
economic forecast. Specific indices are provided by OMB which
reflect this forecast.

The following calendar provides a chronology of DoD
inflation policy:

May/June 1969

DoD established the "best estimate" policy for costin%
major weapon systems showing ultimate amounts to be
paid including economic factors.

April 1970 - HASC Report requests DoD to include "...realistic measure
of inflationary trends..." in the long-range projection.

June 1970 - OASD(C) memorandum issued directing departments and
agencies to explicitly include inflation as a part of their
"best estimate."

- Alsorequested exception to Section 13.5in A-11 to reflect
future price increases in the budget for major weapon
systems and major construction.

Dec 1970 - OMB grants exception to A-11 for major systems and major
construction.

Nov 1971 - OMB reaffirms previous exceptions to A-11 and specifies
that inflation rates should be consistent with forecast for
implicit GNP deflator.

Aug 1973 - DoD requests exception to A-11 be extended to purchases
other than major systems such as O&M non-pay and minor
systems and supplies.
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Sept 1974 - DoD reiterates need to expand A-11 exception to all
purchases and also recommends one-shot budget
submissions.

July 1975 - Request of Sept 1974 is repeated again.

Oct 1975 - The total procurement appropriation is priced in current
dollars.

July 1976 - P.L.94-361, Section 806, requires President to include

inflationary impact in Title Il (Operation and Maintenance
accounts) starting with FY 1978 budget.

Oct 1976 -  OMB exception letter confirms that inflation be included
for the Operation and Maintenance appropriations.

lan 1977 - OMB publishes constant dollar time series in President’s
Budget document for total federal outlays.

Aug 1977 - 0OSD rescinds use of service developed indices unless
specific exception is granted and provides rates for general
DoD use.

June 1978 - Agency budget estimates will include inflation based on

inflation rates provided by OMB. This policy is reflected in
A-11 and permits consideration of price changes for goods
and services other than federal pay.

Jan 1982 - DoD was given permission to use higher inflation rates for
major weapon systems than the rates projected for the
general economy.

Feb 1984 - DoD comfirms guidance originally published in August
1977 concerning the use of Service developed indices. The
Services are encouraged to continue working with BEA to
improve historical time series of DoD inflation experience.

. MEASUREMENT OF INFLATION

Accurate measurement of historical inflation and improved
techniques for forecasting are critical to the integrity of
defense programs. DoD's management of inflation is designed to
protect this integrity by properly programing for inflation.

Inflationary pressure applies to all sectors of the economy
and all federal programs - particularly DoD because of the high
percentage of our programs which have long production lead
times. Budgets weighted toward salaries and expenses of civil
service personnel, whose costs are pegged to private sector
comparability scales, are more controllable.
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rates, productivity goals, and the GNP. National program
priorities are balanced and program goals are defined as well as
such specifics as the total number of federal employees. From
these assumptions, OMB provides pricing guidance for all
agencies to use in developing their budgets based on forecast
changes in the GNP deflator. It would be inconsistent for the
Administration to develop a macro-economic plan and then include
prices that did not conform to expected results of that plan.
OMB thus requires budget estimates to be consistent with the
Administration's economic assumptions on the basis that these
assumptions provide the best estimate of future inflation rates.

The ASD(C) receives economic assumptions from OMB and
provides budget outlay rates and escalation indices to the
Services. The nominal OMB escalation indices are tailored to
individual appropriations by ASD(C). Rates are normally issued
in December for the President's Budget and may be revised
throughout the year. The ASD(C) rates apply to the Program
Objectives Memorandum (POM), OSD/OMB Budget Submissions, the
President's Budget Request, and the Five-Year Defense Program
(FYDP). These inflation rates provide the link between the
Administration's macro-economic forecast and the specific
pricing contained in budget estimates.

V. ANALYSIS AND APPLICATION

Two methods are used for incorporating the impact of
inflation in the Department of Defense budget. One is used for
pay and statutory items and the other for purchases of goods and
services. The two types of items are subdivided into their
component parts as follows:

1. Pay and items set by statute:
- Retired Pay
- Military Pay
- Civilian Pay
Statutory Military Allowances

2. Purchases of goods and services:
- Major Procurement
— Other Procurement
- RDT&E
- Military Construction
- O&M Excluding Pay and Fuel
- Non-Statutory Military Allowances
- Family Housing
- Fuel

In the first instance, OMB requires that the budget reflect
the pay rates that are in effect during the fiscal year in which
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the budget is submitted. Funding for pay raises and legislative
changes is included in a defense wide contingency account and
requested in a supplemental budget request after the January
budget submission. For the purchase of goods and services, OMB
allows inflation to be included it the budget in a manner
consistent with the Administration's economic forecast as
described above.

While inflation rates are developed in terms of outlays
(expenditures), price estimates for the budget must be developed
in terms of TOA. In order to properly adjust price estimates
for the effects of inflation, it is necessary to understand the
relationship of outlays to TOA.

Both outlays and TOA are expressed in terms of a fiscal
year. However, the term fiscal year used with outlays has a
different meaning than it does used with TOA.

For outlays, the fiscal year indicates the time period in
which the outlays were incurred. All outlays designated by a
fiscal year occur during that single fiscal year. The outlays
in a given fiscal year consist of amounts of TOA available from
that year and previous years.

For TOA, the fiscal year indicates the time period in which
the TOA (or budget authority) is first available for obligation
and subsequent expenditure. While budget authority could be
spent in that first year, it is normally expended over a period
of several years. The BA of a given year appears as an outlay
in that year and in subsequent years as work is performed and
costs incurred. About 65 percent of FY 1985 BA will expend in
FY 1986 and beyond.

The adjustment of price estimates to accommodate the impact
of inflation is a complex operation which requires that the
analyst understand the concept of inflation, the relationship
between TOA and outlays, and the mathematics involved in
manipulating and applying indices. The methodology to be
followed varies for each price estimate depending upon the
specific information available for that estimate. There are no
simple "cookbook" rules or procedures which can be followed.

Any application of inflation estimates, whether for pricing
or constant dollar analyses of real program levels, implicitly
contains a large number of assumptions, many of which may not be
valid for a specific application. The concepts of inflation,
constant dollars, and real program growth are somewhat limited
as they simplify a complex situation. The value and popularity
of these concepts, however, stem from this simplicity, because
they can provide a relatively easy way to understand the
significance of the total DoD budget, or to measure an increase
in areas like O & M. The danger of oversimplification or misuse
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of these concepts requires those who use them to understand
fully these limitations.

Many limitations are inherent in the use of any index.
Inflation rates and outlay rates are average numbers which,
while relatively accurate in the aggregate, are almost never
accurate in specific applications. For example, an average of
the increases in food prices would not imply that every item in
the grocery store increased by that rate. The selection of a
base year is always arbitrary, and comparisons to a base year
are only valid to the extent that the mix of programs in the
years being compared is similar to the mix in the base year.
Finally, the approved inflation rate is itself only a forecast,
subject to wide variations of accuracy, especially in the more
distant future.

The calculation of real program growth is limited in that it
separates all dollars into only two categories - inflationary
and real program changes. It does not measure changes in
efficient or effective use of funds. A price increase due to
inefficiency is treated as a "real" program increase while,
conversely, a price decrease due to an improvement in
productivity is treated as a "real" program decrease. In both
cases, of course, the "real" program dces not change. This
concept is only one way of measuring real program changes.
Other measures, such as the number of ships or aircraft being
procured or operated are often a more appropriate measure of
real program.

Vil. FORECASTING INFLATION

In an environment of potentially high rates of inflation,
defense planners require more timely information so that they
can analyze better the differences between experienced and
projected price changes. Then, efforts can be devoted to reduce
the magnitude of these differences so that we will be faced with
fewer decisions related to unforeseen cost growth.

Most projections of future inflation have not been accurate
in recent years, principally because of the failure of standard
econometric models to capture the total inflationary impact of
fiscal and monetary policy decisions, as well as the excessive
increase in fuel prices, which have caused additional pressures
on defense prices. DoD has devoted considerable resources to
the development of more accurate projections of future inflation
in defense-related industries. We have been working with the
Congressional Budget Office (CBO), the Office of Management and
Budget (OMB), the Department of Commerce, and others to explore
methods to improve forecasting techniques by underwriting
efforts to prepare econometric forecasts on the level at which
BEA calculates actual price changes. We encourage and support
work in the development of better forecasting methods for major
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weapon systems and for specific commodities such as fuel,
specialty metals, and high technology products, The results of
these studies are continually compared to the major economy-wide
econometric models in order to determine the likely future
impact of economic policy decisions and worldwide market
conditions on the defense budget.

VIIl. TABLES

Table 5-1: Percentage increases by fiscal year in the pay
and nonpay sectors of the DoD budget and a composite rate of pay
and purchases. Also, the change in consumer prices (CPI), and
the GNP price change are shown for comparison.

Table 5-2: Percentage changes in pay rates under the
various systems and cost-of-living changes for S5-year intervals,
covering the period FY 1950-85.

Table 5-3: Both TOA and outlay indices for each DoD
appropriation title for the period FY 1945-89, on a base of
FY 1985=100.

Table 5-4: Two DoD indices compared to selected economy-
wide indices from 1945-1989, on a base of FY 1985=100.

Table 5-5: A history of military and civilian (general
schedule) pay increases by date since 1945, up to the pay raises
assumed for January 1, 1984 in the FY 1985 budget. The military
pay raises shown are computed on the base of regular military
compensation through October 1, 1973, and on the military pay
base thereafter. (Regular military compensation includes basic
pay and the allowances for quarters and subsistence, plus the
tax advantage stemming from the fact that these allowances are
not subject to the Federal income tax. The pay base includes
basic pay, quarters and subsistence, with no adjustment for tax
advantage.) The general schedule pay raise percentages through
January 1984 are those announced by the Office of Personnel
Management (formerly the Civil Service Commission (CSC)).

Table 5-6: Pay increases and military retired cost-of-
living adjustments assumed in this budget for the period
FY 1984-89.

Table 5-7: Five broad categories where price increases are
measured and applied in the defense budget. The DoD inflation
rate is a composite of these various pay raise and price
assumptions.

Table 5-8: Long-range inflation projections at various
forecast dates.
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Table 5-9: Both current and constant dollars and the
derived deflators for the four categories of civilian pay in
DoD.

Table 5-10: Outlay rates to be used in developing outyear
inflation factors for projecting future costs. These rates
differ from those used to forecast outlay estimates from TOA in
that they do not allow for lapses in the accounts and they only
reflect the spending profile for purchases, excluding fuel
whereas the rates used to estimate outlays from TOA levels
reflect spending patterns of the total account, including pay
and fuel.

Table 5-11: Composite TOA and outlay rates for selected DoD
appropriation categories by year from FY 1945 to FY 1989.
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Table 5-5
PAYINCREASES AND PAY AND PRICE INDICES SINCE 1945

Pay & Purchase Price Indices

Military & Civilian Pay Increase (FY 1985 = 100)
General Total
Effective Military Schedule Fiscal Military Civilian Purchase
Date Pay Salaries Year Pay Base Pay Price
Jul 1, 1945 - 15.9 1946 9.85 10.41 14.86
Jul 1, 1946 23.7 14.2 1947 12.30 11.33 16.52
Jul 1, 1948 = 11.0 1948 12.23 11.56 18.98
Oct 1, 1949 21.6 = 1949 12.23 12.44 20.60
Oct 28,1949 = 4.1 1950 13.83 12.96 20.31
Jul 1, 1951 = 10.0 1951 14.58 12.63 22.03
May 1, 1952 10.9 = 1952 14.42 13.49 22.55
Mar 1, 1955 * Tls 1953 15.40 13.90 23.11
Apr 1, 1955 2.8 = 1954 15,23 14.67 22.26
Jan 1, 1958 - 10.0 1955 15.60 15.70 22.90
Jun 1, 1958 6.3 v 1956 16.38 16.85 23.63
Jul 1, 1960 = 7.7 1957 16.14 17.61 25.50
Oct 14,1962 - 5.5 1958 16.92 19.88 25.86
Oct 1, 1963 8.4 - 1959 18.10 21.25 26.07
Jan 5, 1964 = 4.1 1960 18.31 21.90 25,82
Jul 1, 1964 = 4.2 1961 18.46 23.61 26.42
Sep 1, 1964 1.4 - 1962 18.32 24.23 26.57
Sep 1, 1965 6.4 = 1963 18.48 25.14 26.37
Oct 1, 1965 o 3.6 1964 20.09 26.28 26.91
Jul 1, 1966 2.8 2.9 1965 20.87 27.94 27.18
Oct 1, 1967 4.5 4.5 1966 22.58 29.00 28.67
Jul 1, 1968 4.9 4.9 1967 23.68 30.16 30.29
Jul 1, 1969 9.1 9.1 1968 24.78 31.22 31.84
Jan 1, 1970 6.0 6.0 1969 26.73 33.24 32.42
Jan 1, 1971 6.0 6.0 1970 30.77 37.15 33.76
Nov 14,1971 13.1 - 1971 33.33 40.44 35.42
Jan 1, 1972 5.5 5.5 1972 38.89 43.87 36.87
Jan 1, 1973 5«1 5.1 1973 43.73 46.49 38.14
Oct 1, 1973 4.8 4.8 1974 46.70 50.72 41.56
Oct 1, 1974 5.5 5.5 1975 49.79 54.90 46.40
Oct 1, 1975 5.0 5.0 1976 52233 59.43 49.66
Oct 1, 1976 4.8 4.8 1977 55.31 64.72 53.19
Oct 1, 1977 7.0 7.0 1978 59.17 69.73 57.06
Oct 1, 1978 5.5 545 1979 62.69 73.94 61.90
Oct 1, 1979 7.0 7.0 1980 67.17 78.99 72.10
Oct 1, 1980 i 9.1 1981 77.82 85.86 80.44
Oct 1, 1981 14.3 4.8 1982 88.49 90.57 87.18
Oct 1, 1982 4.0 4.0 1983 92.03 94.48 90.80
1984 94.79 97.16 95.08
Jan 1, 1984 4.0 3.5 1985 100.00 100.00 100.00
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Table 5-6
PAY RAISE ASSUMPTIONS, FY 1984-1989
Civilian Military

Pay Pay
Jan 1, 1984 3.5% 4.0%
Jan 1, 1985 3.5% 5« 3%
Oct 1, 1985 5.6% 5.6%
Oct 1, 1986 5.8% 5.8%
Oct 1, 1987 5.5% 5:5%
Oct 1, 1988 5.3% 5.3%

Military Retired Pay
Cost-of-Living Increases
OVER 62 UNDER 62

Apr 1, 1983 3.9% 3.3%
May 1, 1984 0.0% 0.0%
Jun 1, 1985 4.3% 3.3%
Mar 1, 1986 4.6% 4.6%
Mar 1, 1987 4.5% 4.5%
Mar 1, 1988 4.2% 4.2%
Mar 1, 1989 3.9% 3.9%
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Table 5-8

LONG RANGE INFLATION
Forecast Date FY 1979 FY 1980 FY 1981 FY 1982 FY 1983 FY 1984 FY 1985 FY 1986 FY 1987 FY 1988 FY 1989
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TABLE 5-10
OUTLAY RATES TO BE USED FOR INCREMENTAL CHANGES IN TOA PURCHASES
(as Percent of TOA P ES)

FIRST SECOND THIRD FOURTH FIFTH SIXTH SEVENTH
YEAR YEAR YEAR YEAR YEAR YEAR YEAR

MILITARY PERSONNEL

Mil Per-Army 90.55 8.99 0.46

Mil Per-Navy 91.68 6.82 1.50

Mil Per-MC 77.57 14.89 7.54

Mil Per-Air Force 91.69 7.92 0.39

Res Per-Army 76.52 20.21 3.27

Res Per-Navy 69.23 25.00 5.77

Res Per-MC 65.06 32.53 2.41

Res Per-Air Force 78.68 21.32

Nat Gd Per-Army 75.61 24.07 0.32

Nat Gd Per-Air Force 72.73 27.27

OPERATIONS AND MAINTENANCE

O&M-Army 66.87 28.60 4.53

O&M-Navy 53.23 40.81 5.96

0&M-MC 57.66 36.24 6.10

Q&M-Air Force 69.87 26.55 3.58

O&M-Def Agencies 80.38 18.58 1.04

O&M-Army Res 72.43 20.73 6.84

O&M-Navy Res 63.73 29.53 6.74

O&M-MC Res 60.00 35.38 462

O&M-Air Force Res 84.07 3551 0.42

O&M-Army Nat Gd 72.36 26.67 0.97

O&M-Air Nat Gd 76.59 21.88 1.53

Rifle Practice,Army 26.53 69.59 3.88

Claims, Defense 95.10 4.84 0.06

Court of Mil Appeals 78.46 21.43 0.11

PROCUREMENT

Army

Aircraft 12.40 42 .38 29.97 12.31 2.94
Missiles 9.38 40.63 32.29 15.10 2.60
WE&TCV 5.26 46.29 30.93 13.40 4.12
Ammunition 15.31 53.83 18.62 6.95 5.29
Other Proc. Army 6.32 34.21 35.26 18.95 5.26

Defense Agencies
Procurement 19.17 39.52 29.06 7.34 491
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TABLE 5-10 (Cont.)
OUTLAY RATES TO BE USED FOR INCREMENTAL CHANGES IN TOA PURCHASES
(as Percent of TOA PURCHASES)

FIRST SECOND THIRD FOURTH FIFTH SIXTH SEVENTH
YEAR YEAR YEAR YEAR YEAR YEAR YEAR

Navy

Aircraft 12.44 45.77 31.22 6.58 3.99
Weapons 12.24 38.37 35.41 11.63 2.35
Shipbuilding & Conv 491 14.39 19.53 22.62 19.55 9.50 9.50
Other Proc. Navy 11.30 36.55  28.35 17.75 6.05
Procurement MC 4.02 23.81 41.24 21.65 9.28
Air Force

Aircraft 10.53 42 36 33.60 9.31 4.20
Missiles 22.00 39.60 29.99 5.76 2.65
Other Proc. Air Force 41.91 29.66 16.51 9.26 2.66
RDT&E

RDT&E-Army 47 96 39.85 10.71 1.48
RDT&E-Navy 54.38 38.68 5.81 1.13
RDT&E-Air Force 59.26 34.04 5.03 1.67
RDT&E-Def Agencies 49.31 42.35 7.1 1.23

Dir T&E, Def 28.30 55.03 12.78 3.89

MILITARY CONSTRUCTION

Mil Con-Army 12.18 39.09 25.38 10.66 9.14 2.03 1.52
Mil Con-Navy 12.43 47.24 24.62 6.29 6.29 2.10 1.03
Mil Con-Air Force 13.17 45.41 26.26 9.09 3.54 1.52 1.01
Mil Con-Def Agencies  15.15 37.37 18.18 14.14 8.08 4.04 3.04
Mil Con-Army Nat Gd 6.06 44 .44 25.25 1717 4.04 2.02 1.02
Mil Con-Air Nat Gd 10.10 57.58 23.23 5.05 2.02 1.01 1.01
Mil Con-Army Res 15.90 59.23 17.99 2.64 2.12 1.80 0.32
Mil Con-Navy Res 15.35 51.53 27.05 4.26 1.00 Q.75 0.06
Mil Con-Air Force Res 13.97 61.90 18.94 2.99 1.00 0.90 0.30
FAMILY HOUSING
Construction-Army 5.05 47.98 22.73 15.15 5.05 2.02 2.02
Construction-Navy 7.14 35.71 33.67 12.24 6.12 408 1.04

Construction-Air Force 2.02 4343  25.25 20.20 5.05 3.03 1.02
Construction-Def Ag 62.63 23.23 10.10 1.01 1.01 1.01 1.01

Op & Debt-Army 69.05 24.31 6.64
Op & Debt-Navy 53.85 35.66 10.49
Op & Debt-Air Force 66.32 26.23 7.45
Op & Debt-Def Ag 61.00 37.81 1.19
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CHAPTER 6
TOA,B/A, AND OUTLAY TRENDS AND PROGRAM CHANGES

Tables 6-1 through 6-5 and 6-8 through 6-13 are historical
series and provide summaries typically used in analyzing trends
in defense programs.

Table 6-1 provides a historical summary of TOA from FY 1947-
1985 by appropriation title, in both current dollars and
constant FY 1985 dollars.

Tables 6-2 and 6-3 provide TOA summaries by the major force
programs.

Table 6-4 is a summary by pay ,non-pay operations, and
investment. This summary is especially useful since the
investment program and the non-pay operations are identified on
separate lines.

Table 6-5 is a summary by component. The Defense-wide total
includes those items in the budget not identified to a specific
componenet such as Retired Pay, Defense (until FY 1984);
Contingencies, Defense; and Claims, Defense. Beginning in
FY 1983, Family Housing costs are allocated to the Military
Departments, and in FY 1985, the military retired pay costs were
budgeted by the Services in their Military Personnal accounts.

Tables 6-6 and 6-7 are appropriation summaries in current
and FY 1985 constant dollars for TOA, BA and outlays.

Tables 6-8, 6-9, and 6-10 are new this year and give the
corresponding information for Budget Authority as shown in
tables 6-1, 6-4 and 6-5 for TOA.

Tables 6-11, 6-12, and 6-13 were new last year and give the
corresponding information for Outlays as shown in tables 6-1,
6-4 and 6-5 for TOA.
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CHAPTER 7
DEFENSE, THE PUBLIC SECTOR, AND THE ECONOMY

Table 7-1 provides a breakdown of Federal outlays,
FY 1945-1985. Federal outlays are grouped under these headings:
National Defense, with a separate figure for DoD; Veterans,
Space and International Programs; Net Interest; and Social and
Economic programs. The latter category includes General Science
and Technology (excluding the space program); Natural Resources
and Environment; Energy; Agriculture; Commerce and Housing
Credit; Transportation; Community and Regional Development;
Education, Training, Employment and Social Services; Health;
Income Security; Administration of Justice; General Government:;
and Revenue Sharing and general purpose fiscal assistance.
Table 7-2 expresses the same data in FY 1972 prices.

Table 7-3 provides a similar breakdown of net U.S. public
spending (federal, state, and local), FY 1945-1985. These
figures exclude government enterprises (such as the postal
service, utilities, and liquor stores) except for any support
these activities receive from tax funds. Table 7-4 expresses
the same data in FY 1972 prices.

Table 7-5 shows Gross National Product (GNP) for fiscal
years 1947 through 1985 in current and constant FY 1972 dollars.
The table provides a breakdown of GNP under these headings:
National Defense, Other Federal, State and Local, and All Other.
All data are on a National Income Accounts (NIA) basis. The
table also shows the percentage distribution of the National
Income Accounts by fiscal years.

Table 7-6 shows DoD employment (military and civil service
by component and industry employment) for the years 1940-85.
Table 7-7 shows U.S. employment and labor force data for the
same period.

Table 7-8 is a master percentage table which shows DoD and
national defense spending as a percentage of various economic
and budgetary aggregates. Included are DoD and national defense
outlays as a percentage of the Federal Budget and of net public
spending. Also included is DoD employment as a percentage of
public employment and the total labor force. The defense share
of GNP on a budget basis is also provided.
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