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NOTES

Unless otherwise indicated, all years referred to in Chapters 1 and 3 are calendar years and all
years in Chapters 2 and 4 are fiscal years.

Some figures in this report indicate periods of recession by using shaded vertical bars. The bars
extend from the peak to the trough of the recession.

Unless otherwise indicated, CBO baseline projections assume that discretionary spending is
adjusted for inflation. In the projections, spending from the Violent Crime Reduction Trust
Fund (VCRTF) inL998 thpugh2007 is equal to the level appropriated for 1997, adjusted for
inflation. Because general-purpose discretionary spending (all discretionary spending other than
that from the VCRTF) at the 1997 level adjusted for inflation wouteted the statutory cap

on such spending in 1998, projected general-purpose spending is set equal to the cap in 1998
and is assumed to increase at the rate of inflation from the 1998 cap level in TRHAV07.

Unemployment rates throughout the report are calculated on the basis oilite lalvor force.
Numbers in the text and tables of this report may not add to totals because of rounding.

National income and product account (NIPA) data shown in the tables do not incorporate the
revised data for the third quarter of 1996 that were releaseéeniber 201996.

ERRATA

In the print version of this report, the estimates of the standardized-employment deficit
and related series were incorrectly reported in the "Fiscal Policy" section of Chapter
One, in Tables 1-2, F-1, F-2, and F-3, and in Figure 2-1. This electronic version contains
correct text, tables, and figures.

The last two sentences of the "Comparison with Private Forecasts" subsection of Chapter
One and the first sentence of Appendix C have been corrected in this electronic version.
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Summary

fter four years of sharp decline, the federal
A budget deficit will rise modestly over the next

10 years if current laws and policies do not
change, according to the latest projections of the Con-
gressional Budget Office. CBO's overalbeomic out-
look has changed little since its last forecast, published
in May 1996. But its new projeons of the deficit are
significantly lower than last year's (see Summary Fig-
ure 1). Four major factors account for the improved
budget outlook: revised estimates of the growth of
spending for Medicare and Medicaid; the enactment of
welfare reform legislation; higher projected revenues,
particularly in the near term; and the lower debt-service
costs that result from lower deficits and a lower level of
publicly held federal debt.

In CBO's baseline projectiorsvhich assume that
current laws governing federal taxes and emtignt
programs are not changethe budget deficit will grow
from the $107 llion posted in fiscal yead996 to
$124 Hhllion in 1997. It will reach $278 lillion 10
years later if discretionary spending keeps pace with
inflation (subject to the statutory limit on such spending
in 1998).

Relative to the size of the U.S. economy, the pro-
jected deficits are smaller than those of the past 20

years (see Summary Figure 2). But they are well above
the average for the 1950s and 1960s. As a percentage

of gross domestic product (GDP), the deficit under

CBO's baseline assumptions will average 1.9 percent

over the 1997-2007 ped, compared with an average

of 3.5 percent over the previous 20 years and 0.6 per-

cent from 1950 tlough1969.

The underlying trend in the deficit can be seen by
removing the effects of fluctuations in the business cy-
cle and transactions that do not represent real impacts
on the economy. The resulting standardized-employ-
ment deficit shows a pattern of rising deficits from
1961 though the earl\1980s, bllowed by a generally
downward trend since then (see Summary Figure 3).
Likewise, the course of federal debt held by the public
as a percentage of GDP has also changed from its long-

Summary Figure 1.
Actual and Pro jected Deficits (By fiscal year)

Billions of Dollars
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SOURCES: Congressional Budget Office and Budget of the

United States Government, Fiscal Year 1997: Histor-
ical Tables.

a. From The Economic and Budget Outlook: Fiscal Years 1997-
2006.




xiv. THE ECONOMIC AND BUDGET OUTLOOK: FISCAL YEARS 1998-2007

January 1997

Summary Figure 2.
The Deficit as a Percenta ge of GDP
(By fiscal year)
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SOURCES: Congressional Budget Office and Budget of the
United States Government, Fiscal Year 1997: Histor-

ical Tables.
NOTE: Negative numbers indicate a budget surplus.

term trend. After peaking at more thBd0 percent of
GDP at the end of World War I, debt held by the pub-
lic generally declined for the next 35 years (see Sum-
mary Figure 4). It started climbing in the eatB80s

but leveled off in recent years at about 50 percent of
GDP. CBO projects that it will remain just under that
level through2007.

Because CBO is now projecting baseline deficits
that are roughly one-third lower than it anticipated last
May, the differences between its new projections and
the current-services estimates in the President's forth-
coming hudget for fiscal yeat 998 will most likely be
smaller than they were last year. If history is a guide,
however, CBO's baseline deficits will probably still be
generally higher than the Administration's. The reason
is that CBO typically uses more cautious assumptions
about the paths of the economy and federal spending
and revenues.

The performance of the economy couldceed
CBO's baseline assumptions, but it is just as likely that
deficits will be pushed up by an economy that is less
robust than projected. One particular risk that could
render CBO's baseline projections too optimistic is the
possibility that the emomy will experience aecession
sometime in the next decade. CBO is not forecasting

any significant changes in economic trends through
1998. It does not attempt to predict cyclical changes
after that, but its projections do reflect an average his-
torical probability of boom oretession in any year dur-
ing the projedbn period. Although no signs of a
downturn in the economy are visible now, there is little
reason to suppose that economic mensnt has ad-
vanced to the point thateessions will never occur
again. If a recession did occur, it would push the deficit
for at least a few years well above the level dictated by
the average chance of a boom or recession in those
years.

In addition, a variety of noneconomic factors could
push deficits substantially above CBO's current projec-
tions. For instance, if spending for Medicare and Med-
icaid grew at a rate nearer that of the past 10 years in-
stead of the lower rate assumed in the baseline, the defi-
cit would jump significantly. And although there is no
reason to expect another deposit insurance crisis in the
coming years, some other unexpected shock to the bud-
get could occur at any time.

On another cautionary note, the smaller deficits
that CBO now expects throug?007 $ould not be
taken as a sign that long-term problems looming on the
budgetary horizon have gone away. CBO has not yet

Summary Figure 3.
The Standardized-Em ployment Deficit as a
Percenta ge of Potential GDP (BYy fiscal year)

Percent

Actual | Projected

1 P IR S
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SOURCE: Congressional Budget Office.

NOTE: Negative numbers indicate a budget surplus.
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Summary Figure 4.
Debt Held b y the Public as a Percenta ge
of GDP (By fiscal year)

Percent

Actual Pro j.
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SOURCE: Congressional Budget Office.

revised the long-term budget projections it published
last May to reflect its new deficit projections. But the
improved outlook througRB007 islikely to ameliorate
only somewhat the budgetary pressures that will start a
few years later with the retirement of the first baby
boomers and the continued growth of per-person health
care costs. dlicymakers will still need to make tough
decisions about paring enéithent benefits and other
spending or increasing taxes to avoid unsustainable
growth in the federal deficit and debt in the next 40
years or so.

Both the Congress and the President have pledged
to balance the federal budget 29§02. Under current
policies, CBO projects a deficit of $188libn for that
year—$97 billion lower than it estimated in Ma@96.
Eliminating the deficit by2002 wuld boost the econ-
omy by lowering interest rates and increasing growth
slightly. CBO estimates that those beneficial economic
effects would contribut®34 bllion to deficit reduction
in 2002 though lower federal interest payments and
higher revenues. Thus, lawmakersuld need to
achieve only$154 Hhllion in savings from policy
changes (including debt-service savings)2002 to
balance the budgecompared with the $210illion
that CBO estimated last May.

The Baseline Economic
and Budget Outlook

CBO's baseline economic and budget projections reflect
its assessment of the course of the economy and the
budget in 1997 tlmugh2007 if budgetary policies stay
the same. Those projections do not reflect the possibil-
ity that the President and the Congress will agree on a
plan that would dostantially reduce the deficit. Just
over a year ago, the Congress passed a bill, the Bal-
anced Budget Act af995, that CBO estimatedowid

have led to a balanced budge2B02 (assuing future
discretionary spending stayed within the amounts as-
sumed by the Congress). The President vetoed that
legislation, however, and proposed an alternative plan.
Continuing disaggement about how to accomplish the
common goal of balancing the budget 2§02 ulti-
mately prevented enactment of the legislation needed to
do so.

The Baseline Economic Outlook

CBO does not detect any imbalances that threaten eco-
nomic stability, so its new forecast assumes no signifi-
cant changes in the course of the economy in the short
run. Its longer-term projections reflect an underlying
trend of moderate growth and continuing low inflation.
CBO does not attempt to predict cyclical changes in the
economy more than two years ahead, but its project
after that reflect the average historical probability of a
boom or recession in any year.

The Forecast for 1997 and 1998CBO forecasts that
under current policies the@womy will largely continue
along its current path for the next two years. The na-
tion's gross domestic product adjusted for inflation (real
GDP) will grow at an averageaual rate of 2.2 percent

in calendar years 1997 and 1998, the same as over the
past two years. The average interest rate on three-
month Treasury bills for the next two years is forecast
to equal the 1996 rate of 5 percent (see Summary Table
1). And the average interest rate on 10-year Treasury
notes in 1997 and 1998 is expected to remain near the
current rate.
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The unemployment rate, by contrast, is expected to slow growth in prices of medical care and computers,
rise from the current level of 5.3 percent to 5.7 percent held down inflation il996. CBO forecasts that as the
by the end of 1998. Thatould bring it close to CBO's effects of those factors wane, the annual growth rate of
estimate of the nowaeleraing inflation rate of unem- the GDP price index will increase slightly, from 2.1
ployment (NAIRU}—the level of unemployment that is percent in 1996 to 2.5 percent in 1998.
consistent with a stable rate of inflation. Over the past

year and a half, the unemployment rate has been lower Although their effect on consumer prices is less
than the NAIRU, causing some upward pressure on pronounced, those same factors also explain an ex-
prices. But temporary factors, primarily thleusually pected uptick in the next two years in the consumer

Summary Table 1.
Economic Pro jections for Calendar Years 1997 Throu gh 2007

Estimate Forecast Projected
1996° 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Nominal GDP
(Billions of dollars) 7,570 7,916 8,277 8,678 9,097 9,532 9,984 10,453 10,938 11,443 11,969 12,518
Nominal GDP
(Percentage change) 4.4 4.6 4.6 4.9 4.8 4.8 4.7 4.7 4.6 4.6 4.6 4.6
Real GDP
(Percentage change) 2.3 2.3 2.0 2.2 21 21 21 2.0 2.0 2.0 1.9 1.9
GDP Price Index
(Percentage change) 21 2.3 25 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6
CPI-U°
(Percentage change) 2.9 2.9 2.9 3.0 3.0 3.0 3.0 3.0 3.0 3.1 3.1 3.1
Unemployment Rate
(Percent) 5.4 5.3 5.6 5.8 5.9 6.0 6.0 6.0 6.0 6.0 6.0 6.0
Three-Month Treasury
Bill Rate (Percent) 5.0 5.0 5.0 4.9 4.7 4.6 4.6 4.6 4.6 4.6 4.6 4.6
Ten-Year Treasury
Note Rate (Percent) 6.4 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2
Tax Bases
(Billions of dollars)

Corporate profits 646 661 681 692 707 727 751 780 814 850 888 932

Wage and salary

disbursements 3,628 3,798 3,951 4,127 4,314 4,512 4,719 4,935 5,159 5,393 5,637 5,893
Other taxable

income 1,613 1,691 1,777 1,881 1,986 2,086 2,185 2,285 2,388 2,495 2,606 2,721

Tax Bases
(Percentage of GDP)
Corporate profits 8.5 8.3 8.2 8.0 7.8 7.6 7.5 7.5 7.4 7.4 7.4 7.4
Wage and salary
disbursements 47.9 48.0 47.7 47.6 47.4 47.3 47.3 47.2 47.2 47.1 47.1 47.1
Other taxable
income 21.3 21.4 215 21.7 21.8 21.9 21.9 21.9 21.8 21.8 21.8 21.7

SOURCES: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor
Statistics; Federal Reserve Board.

a. Incorporates data for the first three quarters of 1996 published November 27, 1996.

b. CPI-U is the consumer price index for all urban consumers.
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price index for all urban consumdGPI-U), exdtuding

food and energy prices. However, CBO expects that a
slowing in the growth of food and energy prices during
that period will keep the average growth in the CPI-U at
the same 2.9 percent rate experienced in 1996.

Projections for 1999 Through 2007 CBO produces

a detailed forecast for the next two years that takes into
account the possible effects of the business cycle on the
economy. For 1999 and later years, CBO projects eco-
nomic variables based on longer-term trends in the fun-

damental factors that determine economic performance
—such as growth in the labor force and productivity.

In its longer-term projections, CBO acknowledges
that GDP has on average fallen slightly below potential
GDP over a long period of time. By maintaining that
historical relaibnship in its projections, CBO reflects
the average historical probability of booms aedes-
sions without attempting to predict when they will oc-
cur. CBO assumes that GDP will reach the average
historical gap of 0.3 percent below potential GDP by
the end of 1998 andilvgrow, on average, at the same
rate as potential GDP after that. The growth rate for
real GDP will decline from 2.2 percent a year to 1.9
percent over the 1999-2007 el (see Summary
Table 1). That projected decline results primarily from
a slowing in the growth of the capital stock, although a
similar slowing of the growth in the labor force also
contributes.

Growth in the GDP price index is expected to aver-
age 2.6 percent a year from 1999otigh 2007.
Growth in the CPI will remain close to 3 percent, in-
creasing very slightly toward the end of the projection
period as the rebasing of the index that will occur in
1998 becomes more distant. (The rebasing wilksu
tute a market basket that reflects purchases of the
1993-1995 period for one from ti882-1984 peod.)

The projected unemployment rate will level off af-
ter 2000 at an average of 6.0 percent, the rate CBO es-
timates is consistent with real GDP remaining 0.3 per-
cent below potential. Similarly, interest rates on three-
month Treasury bills are projected to drop slightly
through 2001 and then average 4.6 percenbubh
2007. The average interest rate on 10-year Treasury
notes is projected to remain at the 6.2 percent level
forecast for 1997 and 1998.

Changes Since May Just as the new projections gen-
erally assume little change from current economic con-
ditions, they also represent only slight changes from
CBO's previous economic projections, particularly for
years after 1998. (Those pi®us economic projec-
tions date from May 1996. Because CBO{putar Au-
gust report,The Economic and Budget Outlook: An
Update,was published last year just three months after
the previous baseline report, CBO did not update the
May economic forecast at that time.)

CBO now estimates that nominal GDP will be
lower through2007 than it projected last year, inig
because the rate of growth of the GDP price index will
be lower over the entire period (by 0.5 percentage
points in1997 and 1998, but bynly 0.1 percentage
point in 1999 though2006). Alhough the projected
growth rate of the CPI-U for 1997 and 1998 is now a
little lower than previously expected, for the entire
1997-2006 peéod it is slightly higher. Because the
average growth rate of the CPI-U has not declined, the
projected gap between it and the GDP price index has
increased.

In CBO's new economic projections, corporate
profits and wage and salary disbursements represent a
larger share of GDP. Thus, the total federal tax base is
pushed slightly higher by the change in economic as-
sumptions even though nominal GDP is lower. Al-
though the new forecast preditigher interest rates on
three-month Treasury bills 997 and 1998 than the
May forecast did, CBO expects lower rates for three-
month bills and 10-year Treasury notes (on average,
about 0.2 percentage points lower) for 199%ulh
2006. It now expects the unemployment rate to be
lower than previously projected froi©97 though
2000 but the same after that.

The Baseline Budget Outlook

The deficit shrank to $107illon in fiscal year1996,

the fourth straight year of decline. As a percentage of
GDP, it was 1.4 percent in 1996, the lowest level since
1974, when it was just 0.4 percent. CBO projects that
if the Congress does not changelgetary policies (and

if discretionary spending grows at the rate of inflation,
subject to its statutory cap), the deficit will increase on
average slowly througg007. Under the alternative
assumption that discretionary spending is not adjusted
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for inflation but is instead frozen at the level of the
1998 cap, the deficit Wshrink over that period.

The actual 1996 deficit was $37llibn less than
CBO projected last May. Partly because of lessons
learned about the causes of that lower deficit, CBO's
deficit projections forl997 though2006 are ignifi-
cantly lower than in May.

The Outlook for the Deficit. Under the baseline as-
sumption that current budgetary policies continue with-
out change, CBO projects that the deficit will most
likely reverse its four-year dige in 1997 by risng to
$124 billion from$107 hllion the year before (see
Summary Table 2). 14998, however, the deficit is
expected to drop slightly, for two reasons. First, the
statutory limits on discretionary spending reqlié®©8
discretionary outlays to be nearly $4 billion below the
level projected for 1997 (based on enacted appropria-
tions). Second, CBO expects a number of asset sales
and other transactions that provide one-time savings to
occur in 1998.

The projected course of the deficit after 1998 de-
pends on assumptions about the path of discretionary

spending. Revenues and mandatory spending pro-
grams, such as Social Security and Medicare, are gener-
ally governed by permanent law. As a result, assuming
no change in current policies for those areas of the bud-
get simply requires assuming no change in existing
laws. (The baseline rules established by law require
CBO to assume that large mandatory spending pro-
grams and excise taxes dedicated to trust funds con-
tinue even if the lawgoverning them are scheduled to
expire.)

Discretionary spending, by contrast, is governed by
annual appropri@n acts (which irl998 are subject to
a statutory cap on total appropriations). Assuming no
change in current laws in that area of the budget would
literally imply no discretionary appropriations 11998
or thereafter. Although making such an assumption
would produce seriously misleading projectieiitsis
clear that policymakers do not assume zero funding for
the Department of Defense, the Federal Bureau of In-
vestigation, and most of the other federal agencies pri-
marily funded through annual appropriatieribere is
no single clear alternative. Thus, CBO prepares two
sets of projections of discretionary spending.

Summary Table 2.
CBO Baseline Deficit Pro jections (By fiscal year)

Actual
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Baseline Total Deficit in Billions of Dollars
Discretionary Spending Grows
with Inflation After 1998 107 124 120 147 171 167 188 202 219 254 266 278
Discretionary Spending Is
Frozen After 1998 107 124 120 128 134 102 101 89 81 89 67 44
Baseline Total Deficit as a Percentage of GDP
Discretionary Spending Grows
with Inflation After 1998 14 1.6 15 1.7 1.9 1.8 1.9 2.0 2.0 2.2 2.2 2.2
Discretionary Spending Is
Frozen After 1998 14 1.6 15 15 15 11 1.0 0.9 0.7 0.8 0.6 0.4

SOURCE: Congressional Budget Office.

NOTE: CBO's baseline assumes that current budgetary policies do not change and that discretionary spending equals the statutory limits in 1998.
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In the first set, CBO assumes that appropriations
will be adjusted each year for inflation. In the second,
CBO assumes they will be frozen in dollar terms with
no addition for inflation. Since both scenarios would
produce discretionary spending in excess of the amount
allowed by the statutory cap for 1998, both sets of pro-
jections assume that discretionary spending will equal
the cap that year. The amount of ##98 cap thus
becomes the starting point for either adjusting discre-
tionary spending for inflation or freezing it in the years
after 1998.

Under the assumption that discretionary spending
will grow at the rate of inflabn after1998, CBO pro-
jects that the deficit will generally increase at a rela-
tively slow rate over the 1999-2007 pel (see Sum-
mary Table 2). It will reac$188 hllion (1.9 percent
of GDP) in 2002-the year by which both the President
and the Congress have pledged to balance the budget.
The deficit will climb to$278 hllion in 2007. At 2.2
percent of GDP, however, that amount would still be
smaller than any deficit from 1980 tugh1995.

The exception to the trend of growing deficits after
1998 occurs ir2001, when the deficit is projected to
fall by $4 billion. The decline results from a quirk of
the calendar. Under current laws and practices, if fed-
eral payments (such as those to veterans, Supplemental
Security Income recipients, and Medicare managed care
providers) that are normally paid on the first day of the
month would be due on a weekend or a federal holiday,
the payments are made on the last business day of the
preceding month. When that happens to a payment due
on October 4-the beginning of the government's fiscal
yearit has the effect of shifting billions of dollar of
spending to the preceding year. Because October 1,
2000, falls on a éday, theaffected programs will
make 13 benefit payments in fiscal year 2000 @rig
11 in fiscal year 2001. Moreover, becauseugerly-
ing growth in the deficit is relatively slow, that shift is
enough to push the deficit 001 below the préous
year's level and to produce a relatively large increase in
the deficit in 2002, everhbugh the real trend in the
deficit does not change much during that time.

A similar shift in payments occurs later when bene-
fits from 2006 shift into 2005 and benefits from 2007
shift into 2006, poducing a pattern of 13, 12, and 11
payments a year. But because there is not a jump di-
rectly from a 13-payment year to an 11-payment year,

and because the underlying increase in the deficit is
larger then, the projected deficit does not drop in 2006
or 2007.

Spending for two programaMedicare and Med-
icaid—continues to drive the increases in the deficit.
Although CBO has lowered its projected growth rates
for both programs, it still expects mandatory spending
for the two programs combined (excluding income from
Medicare premiums) to climb at an average rate of just
over 8 percent a year from 1997 dagh2007. By
contrast, all other entitlement spuking, including So-
cial Security, is expected to grow by less than 5 percent
a year. Revenues are projected to increase at an aver-
age annual rate of 4.5 percent. Because projected dis-
cretionary spending (even adjusted for inflation) and
net interest costsillvrise at an average rate of about 3
percent a year, the deficit would fall over th@97-
2007 peiod if Medicare and Medicaid grew no faster
than other mandatory spending.

CBO projects that even with spending for Medicare
and Medicaid growing by about 8 percent a year, the
deficit would still go down if the Congress froze discre-
tionary spending at the level of th®98 cap. Such a
freeze would put the deficit &L01 hllion (1.0 percent
of GDP) in 2002 and $44illion (0.4 percent of GDP)
in 2007. Fredng discretionary spending at that level,
however, would require a significant reduction in the
goods and services that are funded through discretion-
ary appropriations. Complying with the capli@98
will require the Congress to cut outlays $i45 hllion
(3 percent) from the level needed to maintain the pur-
chasing power of 1997's appropigais (see Summary
Figure 5). Under a freeze at the level of 1888 cap,
discretionary outlays would be worth 14 percent less
than the 1997 aocunt by2002 and 26 percent less by
2007.

The Congressional budget resolution for fiscal year
1997 assumed that the@yress would cut discretion-
ary appropriations in real terms. (It envisioned discre-
tionary outlays totaling514 hilion in 2002—$21 bil-
lion below the amount in CBO's baseline with a freeze.)
In 1997, however, thedhgress appropriatekilO bil-
lion more in discretionary budget authority than the
resolution assumed. As a result, even if discretionary
appropriations were frozen at th697 enacted level,
outlays in 1998 wuld be $4 billion higher than the dis-
cretionary cap allows ar20 hllion higher than last
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Summary Figure 5.
Discretionar y Outlays Under Various
Assum ptions (By fiscal year)
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SOURCE: Congressional Budget Office.

year's budget resolution assumed. The increase in out-
lays in 1997 was offset by one-timevgeys resulting
from legislative provisions in the appropriation bills
—which required such actions as recapitalizing the
Bank Insurance Fund andvigg the Federal Communi-
cations Commission auction additional portions of the
electromagnetic spectrum.  But the higher-than-
planned level of discretionary appropriationslBO7
suggsts that achieving the discretionary savings antici-
pated in 1998 and future year#lwot be easy.

Changes Since May In last May'sEconomic and
Budget Outlook: Fiscal Years 1997-20G8BBO pro-
jected a deficit of $144ikon for fiscal year1996?

The Department of the Treasury reported an actual def-
icit of $107 hllion for that year (which ended on Sep-
tember 30, 1996). Federal revenues and health care
spending accounted for much of the difference. Reve-
nues were $24illion higher than CBO had projected,

in part because of an unanticipated surge in final tax
payments for 1995 made in April 1996. Medile,

1. CBO revised that estimate to $11flidn in its August1996 report,
The Economic and Budget Outlook: An UpdaBecause that report
was published so soon after the previous outlook report in May, it was
more abbreviated than the usual August update and revised only the
budget projections for 1996

spending for Medicare and Medicaid ended up $9 bil-
lion lower than expected.

Revenues and health care spending also account for
much of the revision in CBQO's deficit projections for
1997 though2006 (see Summary Table 3). Changes
in the economic outlook contribute to an increase in
projected revenues for a number of years after 1996,
but that effect fades over time. By contrast, reductions
in spending for Medicare and Medicaid account for a
substantial part of the change in CBO's projected defi-
cits throughout th&997-2006 péod.

Changes in the economic forecast produce a $23
billion increase in projected revenues 997. Al-
though the revised economic assumptions have lower
nominal GDP in 1997 (and all other years in the projec-
tion period), an increase in the projected share of GDP
represented by taxable income pushes revenues up.
That increase grows smaller over time, however, and by
2005 it does not offset the effect of lower nominal
GDP. As a result, the change in economic assumptions
causes a $5 billion decrease in projected revenues in
2005 and an $11 billion decreas@b06. In effect, the
higher level of income recorded in 1996 starts the reve-
nue projections at a higher level now than last May, but
a slower rate of growth brings revenues back down by
2005 near the levels assumed in May.

Because Medicare and Medicaid spendiny986
was $9 billion lower than CBO anticipated last year, a
different starting point for new projections for those
programs was also created. In addition, another year of
relatively small increases in spending (at least for those
two programs) caused CBO to reduce slightly its as-
sumed rate of future growth in Medicare and Medicaid
spending. As a result, the reductions in projected
spending for the two programs grow over tifiom
$13 hllion in 1997 to $31 Hion in 2002 and $59 bil-
lion in 2006.

Two other changes account for most of the remain-
ing drop in the deficit projeins. First, CBO esti-
mates that the welfare reform legigtatt enacted by the
Congress and the President laggust will lower man-
datory spending significantly over ti®97-2006 pe-
riod. In 2002, projected simgs from the legislation
total $13 lilion. Second, CBO expects net interest
payments to be substantially lower than anticipated last
May ($32 lillion lower in 2002). Part of the net inter-
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est reductions aftet999 result from lower projected
interest rates in those years, but most of the interest
savings occur because higher revenues, lower Medicare
and Medicaid costs, gags from welare reform, and
other revisions to the baseline projections decrease the
amount of federal debt.

Only in 1998 do those other reiss total more
than $18 blion. Several asset sales and timing shifts
in that year have prompted pronounced changes to
CBO's May projections. CBO estimates that the newly
authorized sale of the United States Enrichment Corpo-
ration and of a portion of the naval petroleum reserve
will bring in almost $3 billion in offsettingecepts in
1998. CBO also believes that Federal Communications
Commission auctions of parts of the electromagnetic
spectrum will produce almost $6 billion more in pro-
ceeds in 1998 than prieusly anticipated (most of that
represents a shift from 1997 to 1998). uidition,
CBO projects that the net repts of the Bank Insur-

ance Fund and the Savings Association Insurance Fund
will be almost $2 Wlion higher than it thought last May
and that discretionary spending will be $3 billion lower.
The change in discretionary spending results from the
statutory requirement tadaist the 1998 speling cap

to reflect current projections of inflation that are lower
than the Office of Management anddgjet anticipated

in last year's budget submission.

Uncertainty in Budget
Projections

The Congrssional Budget Office's baseline projections
represent its estimate of the most likely outcome for the
economy and the budget. Of course, a wide range of
alternative results is feasible. In fact, because the U.S.
economy and the federal budget are so large and com-

Summary Table 3.
Changes in CBO Deficit Pro jections Since Ma y (By fiscal

year, in billions of dollars )

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
May 1996 Baseline Deficit 144 171 194 219 244 259 285 311 342 376 403
Changes
Revenue changes from revised
economic assumptions?® -20 -23 -19 -17 -15 -12 -9 -5 -1 5 11
Medicare and Medicaid changes
from revised technical assumptions -9 -13 -17 -18 -17 -31 -31 -37 -44 -42 -59
Mandatory-spending changes from
enactment of welfare reform 0 -3 -8 -9 -10 -11 -13 -14 -15 -17 -18
Net interest changes
Revised economic assumptions b 6 3 1 -3 -6 -8 -8 -9 -10 -11
Revised technical assumptions 1 b -1 1 1 b -1 -1 -1 b 1
Debt service -1 _3 -~ 411 15 19 24 30 36 43 50
Subtotal 1 3 -4 -10 -16 -24 -32 -39 -46 -53 -60
Other changes -9 10 =25 18 14 13 12 14 17 15 12
Total Changes -37 -47 -74 =72 -73 -92 -97 -109 -123 -122 -138
January 1997 Baseline Deficit 107 124 120 147 171 167 188 202 219 254 266

SOURCE: Congressional Budget Office.
a

b. Less than $500 million.

Increases in revenues are shown with a negative sign because they reduce the deficit.
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plex, there is little chance that they will precisely follow In the second set, CBO developed an optimistic
the course that CBO lays out in its baseline. The likely alternative in which real GDP is significantly above
deviations from that course generally grow larger the potential GDP for an extended period (an economic
farther the proje@ns extend into the future. boom), and two pessimistic alternatives in which the
economy suffers aecession. The hypothetical boom
CBO has estimated how various hypothetical devi- mimics the experience of the late 1960shalgh its

ations in the economy from the baseline assumptions fluctuation is only half as large as occurred then. Under
would affect budget outcomes. Such deviations, of the assumption that the economy rises above potential
course, are not the only reasons that CBO's projections through2002 before experieimg a mild ecession that
could prove to be off the mark; changes in how fast brings it back in line with baseline assumptions, the
spending grows for programs such as Medicare or projected deficit in fiscal year 20020wid be more than
Medicaid, or unexpected events such as the savings and $100 bilion lower than in CBO's baseline (see Sum-
loan crisis, could significantly alter the budget. The  mary Figure 7). ByY007, however, theualgetary ef-
likelihood that the budget will veer off the course that  fects of the boom would have largely faded; the deficit
CBO has plotted should make policymakers wary of would remain a little below the baseline because of
staking too much on the accuracy of its current baseline small savings in net interestste resulhg from the
projections (or anyone else's projections) of what the reduced federal deficits and borrowing in earlier years.
deficit will be several years from now.

Under the pessimistic alternatives, the economy

experiences a downturn roughly the size of 1880

Alternative Economic Assumptions recession. Because the timing of sucle@ession is

: crucial to the budgetary effect in any year, CBO used
and Their BUdgetary Impact two different starting points for those alternatives. If

the economy experienced a mild booni @97 and the
first half of 1998 and then entered trexession, it
would probably recover fully b002. In that case,
CBO projects, the deficit would be only ab&30 bil-
lion higher in fiscal yeaR002 than in the balkge. By
2007, the difference ould be even smaller. As in the

To show how deviations from its baseline economic
assumptions could significantly raise or lower the defi-
cit from the levels projected in the baseline, CBO de-
veloped two broad sets of alternative economic as-
sumptions. The first set assumes that potential GDP
grows at a rate other than the one assumed in the base-
line. The second set differs from the baselinéich
essentially projects a smooth economic path that re-
flects the average historical probability of a boom or ~ Summary Figure 6.

reces®n in any year-by incorporating cyclical swings Deficits Under Alternative Assum  ptions About
in the economy into the projections. the Growth of Potential GDP (By fiscal year)

Billions of Dollars

In the first set, CBO examined two specific as- I
sumptions: an increase of 0.5 percentage points in the 400 -
annual growth rate of potential GDP, and a decrease of I

. 350 - - ; -
0.5 percentage points. Such changes are small com- I D o B e
pared with the historical variation in the growth of po- soo More Slowly Than in the Baseline

tential GDP (which equals the sum of growth of the 250
potential labor force and growth of potential productiv- I
ity). CBO projects that if potential GDP grew half a
percentage point faster than expected, the deficit would *° [

CBO

200 |- Baseline Deficit

— —
—

be about $50 ilion lower than the baseline level in 100 - D(esficitAsos:rgng Pcitentigl ‘??P
. E rows 0. ercentage roints
2002 (see Summaryigure 6). The budgetary effects 0oL T i
would increase over time, pushing the deficit down by L
about $150 Hlion in 2007. If the growth of potential %1007 1098 1999 2000 2001 2002 2003 2004 2005 2006 2007

output was slower than expected, projected deficits

. SOURCE: Congressional Budget Office.
would be higher by roughly the same amounts. g 9
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case of the optimistic alternative, the enduring budget-
ary impact stems from the effects that earlier changes in
the deficit would have on federal debt-servicstso If
instead the mild boom of was delayed uhf99 and

the recession began latedf00, the maximum effect
on the budget would be felt in fiscal ye302, when

the projected deficit would be more th&h00 hllion
higher than in the balge. Even with theacession
delayed for two years, though, the budgetary effects
would still largely disappear 3007.

Other Risks to the Baseline Projections

Many factors other than changes in the economy could
cause the budget to vary from CBO's current projec-
tions. For example, CBO now expects rafing for
Medicare and Medicaid to increase at an average annual
rate of just over 8 percent during the next 10 years. If
that spending instead grew at just over 10 percent a
year (a little slower than it did during the past decade),
CBO estimates that the deficit would be atfk® bil-

lion higher in 2002 and almost $150libn higher in
2007. In ddition, although CBO does not expect the
deposit insurance crisis of the late 1980s and early
1990s to recur, it certainly is not safe to assume that the
budget vill experience no unexpected shocks for the
next 10 years.

Summary Figure 7.
Deficits Under Alternative C yclical Pro jections
of the Econom y (By fiscal year)

Billions of Dollars
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SOURCE: Congressional Budget Office.

Because it is hard to irgme what unexpected
shocks might occur, CBO has not developed specific
assumptions about how a combination of noneconomic
surprises coul@ffect the deficit. However, based on
experience and on the estimates of what changes in the
growth rate of Medicare and Medicaid would do to the
budget, CBO believes that changes in the deficit from
noneconomic factors could easily equal oced the
estimated effects of the alternative economic assump-
tions. Such changes could come in addition to the eco-
nomic effects, or they could offset them. Recognizing
that the economy is unlikely to perform exactly as as-
sumed, and that a host of other factors afilect the
budget in unforseen ways, CBQoduces middle-of-the
road baseline projections that reflect the range of possi-
ble outcomes.

The Economic and Budgetary
Implications of Balancing
the Budget

CBO projects that under current policies the deficit will
total $188 billion in2002, the year in which both the
Congress and the President have pledged to balance the
budget. But policymakers need not prod$¢&8 bil-

lion in direct policy savings ih998 to balance the bud-
get, because any savings in that or previous years will
reduce the amount that thevernment has to borrow to
finance the deficit and, therefore, will reduce its interest
costs. Moreover, substantial cuts in the defisiich

as those needed to balance the budg@0b2—will

have a noticeable feedback effect on the economy, alter-
ing interest rates, economic growth, and the share of
GDP represented by corporate profits. The budgetary
effects of those changeshe so-called fiscal divi-
dend—can also be factored into plans to balance the
budget.

CBO estimates that if the Congress and the Presi-
dent enacted a credible plan that would balance the
budget in 2002, the rate of growth of grossioretl
product would increasdightly from the level in CBO's
baseline economic assuriguts. More important, inter-
est rates would decline by 0.7 percentage points (70
basis points) by 2000. CBO expects that as a result of
that change, corporate profits would increase as a share
of GDP.
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Those economic benefits from balamycthe budget
by 2002 are smaller than CBO estimated last May. The
reason is that the benefits spring from reducing federal
borrowing and det; and because CBO's current base-
line deficits are dostantially lower than in May, elimi-
nating the deficit does not entail as large a reduction in
federal borrowing and debt. Thus, the economic bene-
fits from eliminating the deficit are also reduced. Those
benefits have not simply vanished into thin air, how-
ever. Because baseline deficits are lower now, CBO's
baseline projections for interest rates are also generally
lower. In effect, part of the fiscal dividend estimated
last May has already been achieved and is incorporated
into the revised baseline projections.

CBO estimates that the economic effects of balanc-
ing the budget would reduce spending and increase rev-
enues by a total of $34llion in 2002 (see Summary
Figure 8). That fiscal dividend is a little less than half
the size CBO estimated last Magot only for the rea-
sons noted above, but because any balanced budget
plan now would start later than CBO previously as-
sumed.

Adding the fiscal dividend to CBO's baseline pro-
jections yields a deficit d154 hllion in 2002 (down
from $210 lilion last May). Projections that reflect
the fiscal dividend do not represent an alternative base-
line. Instead, they are a useful tool for calculating how

Summary Figure 8.
The Fiscal Dividend and an lllustrative Path
to a Balanced Bud get (By fiscal year)
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much savings lawmakers need to produce from policy
changes to eliminate the deficit. As such, they are
likely to provide the starting point for Congressional
consideration of plans to balance the budget. And CBO
will use them to analyze the Presidentisideet proposal

or any other plan intended to balance the budget in
2002.

The actual amount of policy savings required to
balance the budget depends in part on the timing of the
policy changes that are chosen. Witg larger policy
changes early in the 1998-2002 ipdrwill produce
larger cumulative savings over the five years. But be-
cause bigger policy changes early in the period will also
increase debt-service savings2i02, they reduce the
amount of plicy savings needed in that year to elimi-
nate the deficit.

In estimating the fiscal dividend, CBO assumed
that the Congress and the Presidemtildl enact legisla-
tion producing significant savings beginninglif98.
(Delaying policy changes could delay the fiscal divi-
dend beyond what CBO has estimated.) In CHIDs
trative deficit reduction plan, debt-service savings
would contribute$17 hllion in 2002 toward balancing
the budget (see Summary Figure 8). Since the fiscal
dividend totals an estimated $3#libn in that year,
policy savings of$137 bllion in 2002 would be re-
quired to eliminate the deficit.

Conclusion

CBO projects that if current policies continue, the defi-
cit will begin growing again i1997 after four years of
decline. But that growth is expected to be moderate.
Assuming that discretionary spending increased at the
rate of inflation, the deficit as a percentage of GDP
would rise from 1.4 percent in 1996 to 2.2 percent in
2007. That level is well below the average in recent
years, although higher than the average in the two de-
cades following World War II.

Policymakers should be cautious about this rela-
tively good news, for two reasons. First, although the
baseline projections represent CBO's estimate of the
most likely budgetary outcomes, the actual course of
the deficit could easily be less favorable. Second, be-
cause the current baseline projections run only through
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2007, they do not show the detrimental effect that the
retirement of the baby-boom generation (combined with
continuing growth in per-person health carstspwill
have on the deficit and debt after about 2010. Despite
the somewhat improved budget outlook reflected in
these projections, the Congress and the President will
still need to significantly cut entédinent and other
spending or raise taxes to avoid creptably high defi-

cits and debt in the next 40 years or so.

Both of those cautions highlight the risks of not
addressing the deficit. Even if CBO's baseline projec-

tions prove correct, the deficit will not disappear with-
out changes in policy; if CBO has significantly under-
stated the deficits that would occur under current pol-
icy, enacting legislation now could help keep the deficit
from exploding as the outlook deteriorates. Whether or
not CBO's projections for the next 10 years are too op-
timistic, a major effort vl be required to ensure bud-
getary stability in the next century. Taking action now
to reduce the deficit in the near term would contribute
to that effort and make the additional policy changes
required in the future less painful.






Chapter One

The Economic Outlook

ntering 1997, the U.S. eocomy marked its
E 69th consecutive month of expansion, making

this recovery the third longest since World War
Il. If the economy continues growing through the end
of 1998, the expain will have been the second lon-
gest on recordand no clear signs signal that an end is
imminent.

The Congressional Budget Offi@BO) forecasts
that under current budgetary policies, growth in real
gross domestic product (GDP) will average 2.2 percent
a year in1997 and 1998, the same pace recorded in
1995 andl996 (see Table 1-1 andgbre 1-1). The
unemployment rate is forecast to rise slowly over the
next two years, whereas the growth in the consumer
price index(CPIl) remains approximately stable. Al-
though some signs of higher inflation appear in other
price measures, monetary authorities have maintained a
mildly restrictive stance for quite some time and the
anticipated pickup in inflation appears to be too slight
to warrant furtherigthtening. As a result, interest rates
should remain fairly flat over the near term.

If one judges solely by a few key measures (unem-
ployment and operating rates at the nation's factories),
current economic conditions strongly resemble those
that prevailed in the period leading up to 11890 re-
cession. But important differences do exist. For one
thing, the current recovery has been more moderately
paced than was the case during the period leading up to
the 1990 ecession. Moreover, the imbalances that ex-
isted in 1996-principally, weakened financial institu-
tions and the substantial tilt in corporate balance sheets
toward debt at the expense of equityre not apparent

today, leaving CBO little reason to prediceaession
over the near term. Nonetheless, business cycles are
always difficult to predict, and cyclical turning points
usually catch analysts by surprise.

Beyond the next two years, CBO's projections re-
flect historical patterns. From 1998 ahgh2007, the
economy is projected to average 2 percent growth, a
rate of growth that can be sustained without an increase
in inflation. That rate, however, is much slower than
the average growth over the entire postwar period. Two
factors restrain the growth of capacity: slower than
average growth in labor supply as a result of shifting
trends in demographics and participation in the labor
force, and a more temperate rate of growth in produc-
tivity than what prevailed during the first half of the
postwar period.

The State of the Econom

Despite some inflationary pressures, the moderate
growth of the past two years should continue. The un-
derlying rate of inflation remained stablelif96, even

as employment grew rapidha surprise to many ana-
lysts. Several special facterstatistical changes, a
slowing in the growth of medical care prices, declines in
import prices, and a plunge in computer preatamp-
ened the rate of inflation over the past year. CBO be-
lieves those to be temporary facteis their absence,
upward pressures on inflation will become evident over
the next two years.



2 THE ECONOMIC AND BUDGET OUTLOOK: FISCAL YEARS 1998-2007

January 1997

Labor Markets and Inflation

Labor markets tightened in 1996, but price inflathas
remained remarkably subdued. Rapid growth in em-
ployment pushed down the unemployment rate to 5.3
percent for the last six months of 1996 (its lowest six-
month average since early 1990), eveough growth

in the civilian labor force-the number of people desir-
ing work—accelerated i1996.

Although growth in money wages also quickened
over the year to 3.3 percent by the third quarter, con-
tinued slow growth in benefisapparently the result of
slow growth in employer-paid premiums for health in-
surance-has moderated advances in labor compensa-
tion. Growth of total compensation 1996 remained
near the 2.8 percent mark of 1995. Many analysts, in-
cluding those at CBO, expected the increase in labor
market pressures to spark price inflation. In fact, how-

Table 1-1.

Economic Projections for Calendar Years 1997 Through 2007

Estimate Forecast Projected
1996* 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Nominal GDP
(Billions of dollars) 7,570 7,916 8,277 8,678 9,097 9,532 9,984 10,453 10,938 11,443 11,969 12,518
Nominal GDP
(Percentage change) 4.4 4.6 4.6 4.9 4.8 4.8 4.7 4.7 4.6 4.6 4.6 4.6
Real GDP
(Percentage change) 2.3 2.3 2.0 2.2 2.1 2.1 2.1 2.0 2.0 2.0 1.9 1.9
GDP Price Index
(Percentage change) 21 2.3 25 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6
CPI-U°
(Percentage change) 2.9 2.9 2.9 3.0 3.0 3.0 3.0 3.0 3.0 3.1 3.1 3.1
Unemployment Rate
(Percent) 5.4 5.3 5.6 5.8 5.9 6.0 6.0 6.0 6.0 6.0 6.0 6.0
Three-Month Treasury
Bill Rate (Percent) 5.0 5.0 5.0 4.9 4.7 4.6 4.6 4.6 4.6 4.6 4.6 4.6
Ten-Year Treasury
Note Rate (Percent) 6.4 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2
Tax Bases
(Billions of dollars)
Corporate profits 646 661 681 692 707 727 751 780 814 850 888 932
Wage and salary
disbursements 3,628 3,798 3,951 4,127 4,314 4,512 4,719 4,935 5,159 5,393 5,637 5,893
Other taxable
income 1,613 1,691 1,777 1,881 1,986 2,086 2,185 2,285 2,388 2,495 2,606 2,721
Tax Bases
(Percentage of GDP)
Corporate profits 8.5 8.3 8.2 8.0 7.8 7.6 7.5 7.5 7.4 7.4 7.4 7.4
Wage and salary
disbursements 47.9 48.0 47.7 47.6 47.4 47.3 47.3 47.2 47.2 47.1 47.1 47.1
Other taxable
income 21.3 21.4 215 21.7 21.8 21.9 21.9 21.9 21.8 21.8 21.8 21.7

SOURCES: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor

Statistics; Federal Reserve Board.

a. Incorporates data for the first three quarters of 1996 published November 27, 1996.

b. CPI-U is the consumer price index for all urban consumers.




CHAPTER ONE

THE ECONOMIC OUTLOOK 3

ever, the Bureau of Labor Statistics (BLS) reported that
the underlying rate of infladn was slightly lower in late
1996 than in lat&994 (BLS calculates thenderlying
rate by removing the effects of food and energy prices
from overall consumer price inflation).

Many economsts have expected inflahary pres-
sures to build largely because of the relatively low rate
of unemployment that has prevailed since late 1994.
CBO estimates that the rate of unemployment below

which inflationary pressures start to build (the nonac-
celeraing inflation rate of unemployment, or NAIRU)
is currently about 5.8 percent. A rule of thumb is that
for each year the unemployment rate is below NAIRU
by 1 percentage point, inflation will increase by about
half of a percentage point by the end of two years.

If one applies that rule to the recent data,uiger-
lying rate of inflation should have increased by about
0.2 percentage points between late 1994 and late 1996.

Figure 1-1.
The Economic Forecast and Projections
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Furthermore, if the unemployment rate remains near 5.4
percent by the end of 1997, as CBO predictsli the
underlying rate of inflabn should rise by about another
0.4 percentage points by late 1998.

From a historical perspective, the predicted upward
drift of inflation between latd994 and late 1996 is
guite small and could easily be swamped by other fac-
tors (see Figure 1-2). In fact, the BLS has estimated
that its technical revisions to the CPI in Janue995
and mid-1996 may have lowered the growth rate of the

CPI by about 0.2 percentage points at an annual rate.

A sharp slowdown in the medical care component of
the CPI also contributed to the tempering of measured
price changes. In addition, import prices fell between
mid-1995 and mid-1996, and that liee may have
temporarily dampened CPI inflah. Finally, computer
prices dropped at a more rapid rate in 1995 and 1996
than they had in previous years.

Measures of inflation based upon the national in-
come and product accounts (NIPA) also grew more
slowly in 1996 than in 1994 and 1995. By the third

Figure 1-2.
Inflation and Tightening in the Labor Market

Percentage Change

5 Percentage Points from Previous Year
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SOURCES: Congressional Budget Office; Department of Labor, Bu-
reau of Labor Statistics.

a. Consumer price index for all urban consumers (CPI-U), exclud-
ing food and energy.

b.  Tightness in the labor market is measured by the excess of
CBO's estimate of the nonaccelerating inflation rate of unem-
ployment (NAIRU) over the actual unemployment rate. It is an
indicator of future wage inflation.

guarter of the year, the overall GDP price index had
grown a mere 2.1 percent above its 1995 level, slipping
0.3 percentage points from the pace of the previous two
years. As it turns out, however, essentially the same
special factors that restrained CPI inflation are operat-
ing with even greater impact on the GDP piiwgex.

For example, computer prices are weighted more
heavily in the NIPA measures of inflation than they are
in the CPI. As a result, the acceleratedidedn com-
puter prices slows inflation in the NIPA price measures
more than in the CPI measure.

Some econorsts have argued, based on theent
behavior of inflation and unemployment, that most esti-
mates of the NAIRU (roughly between 5% to 6 percent)
are too high and that the NAIRU has declineckeirent
years. Although such a change could have occurred,
CBO believes that the evidence is against it. Such a
change, if it happened, would take place gradually over
the course of several years. Yet the relationship be-
tween unemployment and inflation deteriorated not
slowly, but abruptly, beginning in the middle 1995.
Such a drastic change over a short period siggbat
something other than a change in the structure of the
labor market is responsible. CBO believes that the rate
of inflation is being restrained by factersuch as
medical costs, computer prices, andhtecal revisions
to the CPthat are unrelated to the relationship be-
tween demand and the economy's capacity to produce.
There-fore, the agency does not find any compelling
evidence to change the estimate of the NAIRU.

Households

In 1996, consumer spding moved along at the same
moderate pace as in 1995. Led byrslieg on durable
goods, overall consuniph grew 2.1 percent over the
four quarters ending in the third quarterl®®6. How-
ever, that advance fell short of the 3.1 percent growth
posted by personal disposable income so that the per-
sonal saving rate rose. But even with its increase over
the past two years to 5.3 percent in the third quarter of
1996, the personal giag rate nevertheless remains
well below the 8 percent average that prevailed up to a
decade ago (see Figure 1-3). Moreover, evidence is
lacking that the saving rate will changebstantially
from the current level. Hence, household consumption
is likely to follow growth in incomes.
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Figure 1-3.
The Personal Saving Rate

Percent
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SOURCES: Congressional Budget Office; Department of Com-
merce, Bureau of Economic Analysis.

Although the underlying trend in personal income
augurs well for future consumer expitures, many
analysts are concerned abbotisehold balance sheets.
Increasingly heavy household debt burdens, rising de-
linquency rates on consumer loans, and increased rates
of personal bankruptcy have prompted concerns that
households may curtail spending.

Those may not be serious problems, however. The
rise in household debt has been more than matched by
an expansion of household financial assets: whereas
household debt grew at an annual rate of 7.4 percent
over the first three quarters of 1996 (the mesent
data available), the value of household financial assets
stepped up at an 8.7 percent annual rate. In addition,
current delinquencies on consumer loans remained be-
low the rates that prevailed through much oft880s
and early 1990s.

Although the stock market has risen to heights that
some consider unsustainable, a sudden plunge is not
likely to have a marked effect on consumption. Statisti-
cal estimates of the effect of wealth on consumption
spending are almost always quite small. TB&7
stock market crash, for example, did little to discourage

1. For a recent analysis of this see J. M. Poterba and A. A. Samwick,
"Stock Ownership Patterns, Stock Market Fluctuations, and Consump-
tion," Brookings Papers on Economic Activitp. 2 (1995), pp. 295-
372.

consumer spending. Moreover, tleeent rise in the
stock market has not yet found its way into consump-
tion. Indeed, even if a turrand in the stock market
was to occur, it would have nmimediate effect on con-
sumption.

For housing,lough, the picture is less clear. After
surging in the first half 0fL996, growth inhousing
starts slackened sharply in the second half of the year.
Mortgage rates climbed during much of the year, de-
pressing affordality measures. The burst of home
sales early in the year may have been the result of buy-
ers trying to avoid even higher rates later. In any case,
even if the spurt in starts results in growth in residential
fixed investment over the near term, the fundamental
factors that are likely to thwart rapid growth in housing
over the long run may check housing activity over the
next two years as well. Such factors include slower
rates of houseild formation and a decline in the popu-
lation that is 25 to 34 years old (the portion of the pop-
ulation that is most likely to be first-time home buyers;
see Figure 1-4).

Businesses

As it has since 1993, growth in businésgestment
spurred overall growth in 1996. But the pace of capital

Figure 1-4.
Population That Is 25 to 34 Years Old
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expenditures by businesses slackened for most major
categories of investment. That shift is consistent with
both the duration of the investment boom and current
expectations of only moderate future growth in demand.

The growth of nonresidential construction tumbled
in 1996, but spading still managed to advance a re-
spectable 3.9 percent over the first three-quarters of the
year. Recenhdicators of future construction spending
are mixed. On the one hand, recent data on construc-
tion contracts-a leading indicator of construction
spending-were substantially below levels of a year
ago, hinting at a further slow down in building con-
struction. On the other hand, vacancy rates for com-
mercial offices and hotels have been tapesince the
early 1990s. Inddition, monthly indicators suggest
that nonresidential construction surged in the closing
months of 1996. CBO does not expeohresidential
construction to hinder growth of GDP over the near
term.

Business spending on capital equipment is the cate-
gory of demand that has grown most rapidly in the cur-
rent expansion. Total spending on equipment grew
13.4 percent in the first three quarters of 1996, similar
to the 1994 pace and somewhat swifter than that of
1995. But speding on equipment may be starting to
falter. Growth of new orders for capital goods has been
slowing gradually since mid-1995iftre 1-5). A thin-

Figure 1-5.
New Orders for Nondefense Capital Goods and
Investment in Producers' Durable Equipment

Percentage Change from Previous Year
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SOURCES: Congressional Budget Office; Department of Com-
merce, Bureau of the Census.

Figure 1-6.
Interest Payments by Businesses
as a Share of Cash Flow

Percent
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SOURCES: Congressional Budget Office; Department of Com-
merce, Bureau of Economic Analysis.

ner stream of new orders may herald more moderate
advances in expenditures on equipment over the near
term. Such advances would be consistent with the in-
crease in the capital stock over the course of the invest-
ment boom, the more moderate growth anticipated for
overall output, and the milder growth anticipated for
corporate cash flow than has occurred in recent years.

Corporate balance sheets are much healthier now
than they were in the late 1980s and, as a result, the
nonfinancial corporate sector has become less vulnera-
ble to movements in short-term interest rates than it
was a decade ago. One indication of that change is that
the burden on businesses to service their debts is much
smaller today than in the 1980s.

Since 1990, interest payments as a share of corpo-
rate cash flow have fallen more than 20 percentage
points from their peak in the last decade (see Figure
1-6). The reason: corporations have been more disci-
plined in accumulating debt during the current expan-
sion than they were during the merger boom of the
1980s. High and still rising equity prices have encour-
age that discipline. Although merger activity has re-
vived in recent years, corporatioreem to be financing
those mergers by a more balanced combination of debt
and equity issuance than was the case in the 1980s.
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Many U.S. trading partners are recovering, but
their expansions are modest drapjile. For example,

Figure 1-7. . , over the past four years, Japan has increased its fiscal

Ratio of Real Business Inventories to Sales deficit in order to revitalize its economy. In fact, how-
Months ever, the fiscal stimulus has only kept Japatession

3.0 from worsening. Moreover, now that the Japanese gov-

ernment has begun to rein in its deficit with a tighter
fiscal policy, the prospects for Japan's recovery have
clouded once again, prospects that are reflected by
sharp declines in the Tokyo stock market. In spite of
26 [ ] recent delines in the unemployment rate, rising growth

in wages, a weak yen, and near-zero interest rates,
Japan’s recovery is precarious. Private consumption
has already weakened, and the ending of the income tax
rebate and the increase in the value-added tax planned
tennberncboroc bicsc bocnc bocc b L for April 1997 are apt to weaken consuioptfurther.

1960 1965 1970 1975 1980 1985 1990 1995 With an uncertain recovery and a weak yen, Japan's
demand for U.S. exports is not likely to pick up
strongly in the near term.

2.8 n

SOURCES: Congressional Budget Office; Department of Com-
merce, Bureau of Economic Analysis.

The demands of other Asian economies for U.S.
Accumulation of inventories waned somewhat last ~ exports are not expected to pick up either. Growth in
year. Compared with historical patterns, the ratio of those countries, though still at an impressive 7 percent
inventory stocks to final sales remains lomoegh to rate in 1996, has slowed unmistakably from the double-
make a debilitating swing in inventory investment un-  digit advances posted in previous years. As they are
likely (see Figure 1-7). Many analg believe that the not expected to grow much faster in 1997 than in 1996,
inventory-sales ratio has dropped since the mid-1970s U.S. exports to those Asian countries are unlikely to
because businesses have adopted more efficient sys- increase substantially.
tems for managing inventories. If so, swings in inven-
tories may play a smaller role in future business cycles
than they did in the past.

Figure 1-8.
Current-Account Deficit as a
Percentage of GDP

International
A Percent
After narrowng in the second half df995, the U.S.
trade deficit reversed gears in 1996, deterioganark- 3 N
edly. Lackluster foreign recoveries, relatively robust | B
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dollar all contributed to thescent increase in the cur- 1 |
rent account deficit (see Figure 1-8). /\ [/\ \
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exports are not likely to improve quickly enough to -1 |~
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probably not strengthgn gnytime soon since .the recov- '21960 1965 1970 1975 1980 1985 1990 1995
ery of foreign economies is expected to remain modest.

Similarly, imports are expected to grow in tandem with ~ SOURCES: CoﬂgfesBsiona' BfUEdget OffiCAe: Fepaftmem of Com-
the middling but steady growth in the U.S. economy. merce, Bureau of Economic ANaySIS.
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Although two other of the largest U.S. trading
partners-Canada and Mexieshave rebounded faster
than expected in 1996, soay exports, especially to
the United States, have largely fueled their recoveries.
Moreover, current indicators suggest that the U.S. trade
deficit with those two countries will not improve sub-
stantially over the next two years.

Based on fundamentals, the U.S. trade deficit with
Mexico should be arrowing. Mexico's domestic de-
mand has begun to escalateantly, thereby strength-
ening Mexico's demand for U.S. exports which, in addi-
tion, are becoming increasingly competitive as Mexican
inflation continually outpaces the pesao's depreciation.
But a downside risk accompanies that outlook: some
analysts are concerned that the peso is overvalued and
that Mexico may devalue. Although a devaluation
would not recessarily hurt Mexico's growth signifi-
cantly, it could well reduce Mexican demands for U.S.
exports.

Canada's recovery is likely to bloom into a more
broad-based expansion. The stimulative monetary poli-
cies of recent years and a turn to less restrictive fiscal
policies are likely to sustain theaent pickup in busi-
ness investment and, eventually, boost consumer spend-
ing and U.S. exports. But that sanguine outcome pre-
sumes a recovery in household incomes, a turn in Can-
ada's cycle that remains to be seen.

Europe's recovery is much more subdued than that
of North America. High unemployment remains a ma-
jor drag on European economies. Even though mone-
tary policies across Europe have eased considerably, the
fiscal austerity already under way as a prerequisite to
the adoption of the European Monetary Union (EMU)
at the start of 1999 probably rules out a rapid expan-
sion over the next several years. Over the near term,
pallid European growth and aatig dollar are likely to
curtail demands for U.S. exports. Of course, the long-
run implications of EMU, once it gains credibility,
could be positive for U.S. net exports. Recently buoyed
by U.S. interest rates that are substantlaitiyrer than
Japanese and German rates, the dollar will probably
weaken (making U.S. goods more competitive in Euro-
pean markets) once the composite currency, the euro,
gains credibility. At the same time, Europe's adherence
to the Maastricht criteria (which certify membership in
the EMU) is likely to enhance Europe's prospects for
long-run growth.

Box 1-1.
Measuring Fiscal Stance

Because the economy and the budget interact i
complex ways, the total budget deficit can give 4
misleading picture of how the budget affects the
economy. To analyze the relation between changsg
in the budget deficit and changes in GDP and othe|
aggregates, CBO estimates the standardized-en
ployment deficit—a measure that excludes the esti-
mated influences of the business cycle on the bug
get as well as the effects of identifiable budget
items that have virtually no macroeconomic effects

Cyclical effects are removed because they
reflect ways in which the economy affects the bud-
get. Such influences include, for example, in-
creased outlays for unemployment compensatio
resulting from an increase in the number of insureq
unemployed or a drop in federal revenues as a rq
sult of depressed incomes during a recession. Ou
lays for deposit insurance and revenues from speq
trum auctions are also removed because most
that spending represents only an exchange of asse
and because changes in those budgetary flows d
not accurately reflect the pattern of effects on tota
demand. In addition, adjustments for timing are
made when there are 11 or 13 monthly payment
for various entitlement programs in a fiscal year
instead of the usual 12. Those timing adjustmentsg
which in some years are projected to be approxi
mately $15 Blion, help to smooth the pattern of
deficits over time and thereby reflect economic ef-
fects more accurately. CBO reports as well a seg
ond measurethe primary standardized-employ-
ment deficit—that also removes interest payments
because policymakers can do little to control then
over the short run.

Even after those factors have been taken into

account, however, the standardized-employmen
deficit may not accurately portray the stance of fis-|
cal policy. For example, a decline in the standard
ized deficit might properly be interpreted as fiscal
restraint if the decline stems from a drop in, say
purchases of goods and services. An identical dg
cline in the standardized deficit measures stemmin
from increased levels of national income is not sg
clearly the result of fiscal restraint because the cy
clical adjustment of incomes may or may not be|
adequate.
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Fiscal Policy restraint appears to have run its coutise CBO's
baseline projections, the fiscal stance is approximately

The budget deficit dropped sharply 1896, and any neutral on average over the next two years.

fears that deficit reduicin would rattle the economy

have been unrealized. The 1996 deficit of $1illioi CBO's estimate of the federal government's overall

was the lowest since that of fiscal year 1981. The dra- effect on the economythe standardized-employment

matic fall in the budget deficit sind993 reflects the deficit—is a better measure of fiscal stance than is the

strength of the economy as well as the effects of legisla- total budget deficit, although it is certainly subject to a
tive changes over the past several years. Moreover, the great number of qualifications (see Box 1-1). Even so,

Table 1-2.
Measures of Fiscal Policy Under Baseline Assumptions (By fiscal year)

Actual Projected
1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

In Billions of Dollars

Standardized-
Employment
Deficit*® 248 199 198 125 141 122 138 147 157 169 182 201 222 249 285
Primary standardized

deficit*” 50 -4 -34 -116 -108 -131 -124 -120 -115 -111 -107 -99 -89 -76 -55
Net interest payments 199 203 232 241 248 253 261 267 272 279 289 300 312 325 340

Reconciliation with
Budget Deficit

Cyclical deficit 35 8 -9 -4 2 11 16 18 19 20 20 19 18 16 10
Deposit insurance -28 -8 -18 -8 -12 -4 -3 -1 0 0 -1 -1 -1 -1 -1
Timing of payments 0 4 1 -5 0 0 0 8 -8 0 0 0 14 1 -16
Spectrum auctions 0 0 -8 0 -7 -9 -4 -1 0 0 0 0 0 0 0
Total Budget Deficit” 255 203 164 107 124 120 147 171 167 188 202 219 254 266 278
Debt Held by the Public 3,247 3,432 3,603 3,733 3,869 4,009 4,173 4,358 4,539 4,740 4,954 5,184 5,448 5,723 6,011
As a Percentage of Potential GDP
Standardized-
Employment Deficit*” 3.8 2.9 2.8 1.7 1.8 15 1.6 1.6 1.7 1.7 1.8 1.9 2.0 21 2.3
Primary standardized
deficit* o8 -01 -05 -16 -14 -16 -14 -13 -12 -11 -10 -09 -08 -06 -04
Net interest payments 3.0 3.0 3.2 3.2 3.2 3.1 3.0 3.0 2.9 2.8 2.8 2.8 2.7 2.7 2.7
Reconciliation with
Budget Deficit:
Cyclical deficit 0.5 01 -01 0 0 0.1 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.1 0.1
Deposit insurance -04 -01 -02 -01 -01 -01 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Timing of payments 0.0 0.1 00 -01 0.0 0.0 0.0 01 -01 0.0 0.0 0.0 0.1 00 -01
Spectrum auctions 0.0 00 -01 00 -01 -01 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total Budget Deficit” 3.9 3.0 2.3 1.4 1.6 1.5 1.7 1.9 1.8 1.9 1.9 2.0 22 2.2 2.2
Debt Held by the Public 494 50.1 503 499 495 489 485 483 480 479 478 478 480 482 484
Memorandum:
Potential GDP
(Billions of dollars) 6,578 6,851 7,166 7,480 7,819 8,199 8,602 9,018 9,450 9,899 10,365 10,847 11,349 11,871 12,416

SOURCE: Congressional Budget Office.

a. These numbers exclude outlays for deposit insurance and offsetting receipts from spectrum auctions, and reflect adjustments for fiscal years in
which there are 11 or 13 monthly payments for various entitlement programs instead of the usual 12.

b. Budget surpluses are shown as negative deficits.
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the decline in that measure ovecent years has been
sizable, plunging from 3.8 percent of potential GDP in
1993 to 1.7 percent in 1996 (Table 1-2). haltigh the
standardized-employment deficit declined more rapidly
in individual years, the drop frod®93 to 1996 is the
largest sustained decline in the past four decades (see
Figure 1-9). Nearly $100ilbon of the decline in the
standardized deficit between 1993 and 1966 1.3
percent of potential GDRrepresents the cumulative
effects of legislation enacted since Jand#93. That
portion of the overall decline in the standardized deficit
unambiguously represents fiscal restraint. The size and
duration of that restraint may have contributed to keep-
ing alid on interest rates during the protracted expan-
sion after thet990-1991 ecession.

Does the remaining portion of the drop in the stan-
dardized deficit represent fiscal restraint? The question
arises because of uncertainty about how best to mea-
sure overall economic growth in the national income
and product accounts foeagent years: whether to use
the growth reported for production or the growth re-
ported for incomes.

In principle, the sum of all components of eco-
nomic production should equal the sum of all disburse-

Figure 1-9.
Measures of the Standardized-Employment Deficit
as a Percentage of Potential GDP (By fiscal year)
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SOURCE: Congressional Budget Office.

NOTE: The standardized-employment deficit includes interest pay-
ments. The primary standardized-employment deficit ex-
cludes those payments.

ments of income. In practice, however, those totals dif-
fer, largely because the Bureau of Economic Analysis
uses different primary data sources to measure the com-
ponents of product on the one hand and income on the
other. The resulting statistical discrepancy (the differ-
ence between the product-side sum and the income-side
sum) has been sizable in recent years. More important,
between fiscal years 1993 and 1996, the discrepancy
has swung fron$63.2 lillion (more measured product
than income) in fiscal year 1993 tomas $63.1 hillion
(more measured income than product) in fiscal year
1996. That large shift is tantaomt to a$126 hilion
increase in incomes that, for one reason or another,
GDP does not reflect (GDP is based on the product side
of the accounts).

CBO's cyclical adjustments to revenues cannot cap-
ture such an upward swing in incomes relative to GDP.
As a result, technical considerations (and not fiscal re-
straint) may well account for a significant portion of the
decline in the standardized deficit over this period. Fu-
ture revisions to the national income and product ac-
counts should reduce that discrepancy between income
and product. If so, estimates of the standardized deficit
may eventually reflect more accurately the stance of
fiscal policy in ecent years. In the meantime, the po-
tential for substantial revisns in the estimates cer-
tainly calls for caution in using the standardized deficit
to assess the recent stance of fiscétp.

On average through998, the oubok for fiscal
policy is oughly neutral. As a percentage of potential
GDP, the standardized-employment deficit rises slight-
ly, from 1.7 percent in fiscal yed®96 to 1.8 percent in
fiscal year 1997, but then drops to 1.5 percent in fiscal
year 1998. Thereafter, the standardized-employment
deficit creeps up slowly to about 2.3 percent by 2007.

Monetary Policy

Anticipating that robust growth in employment and
incipient inflationary pressures would force the Federal
Reserve to tighten monetary policy, bond markets bid
up long-term interest rates throughout the first half of
1996. By June, the rate on 10-year Treasury notes had
risen 120 basis gints above its level at the end of
1995. But monetaryglicy held steady. After easing
mildly in January 1996 with a cut in the target federal
funds rate from 5.5 percent to 5.25 percent, the central



CHAPTER ONE

THE ECONOMIC OUTLOOK 11

bank made no further adjustments during the year. The
rate on three-month Treasury bills remained near 5.1
percent, and by autumn long-term rates began to inch
down as the perception of strong growth and higher
inflation receded. In the climgy months of the year,
long-term rates edged up slightlat year's end, the
10-year Treasury note rate remained below the 6.4 per-
cent average for the year.

The lack of any discernible response in long-term
rates to the pleasantly surprising decline in the deficit in
1996 challenges the rioh that deficit reduction will
sharply reduce interest rates. Instead, market worries
about inflation and anticipations of stronger recoveries
overseas than have materialized might have offset some
part of a decline smming from the deficit reduction.
Moreover, it may also be that markets regarded the
1996 decline in the deficit as tempoy. If so, and if
expectations about future deficits gradually become
more optimistic, long-term rates may drop further over
the next two years.

There are few reasons to believe that the central
bank will change its policy stance over the near term.
Potential increases in the underlying rate of inflation are
too uncertain to provoke a more aggressively restrictive
monetary stance. Throughout the expansion, growth in
the money supply measures has, on average, remained
within the range that is believed to be consistent with
moderate inflation. Though the monetary indicators
M2 and M3 have moved near the high ends of the tar-
get ranges set by the Federal Open Market Committee
during 1996, those mewments appear to reflect a re-
turn to more normal behavietboth measures stayed
near their lower target ranges ithgr 1992 though
1994.

Moreover, credit markets are not sending alarming
signals so far. Altough growth in demands for house-
hold and business credit has slowed, that is consistent
with the more moderate pace of overall economic activ-
ity. Relying on robust equity markets and perhaps an-
ticipating a slower pace of capital expenditures, busi-
nesses have had less need to issue credit-market debt,
particularly since internal funds remain reasonably am-
ple. As a result, the central bank does retispressed
by financial market imbalances to do very much but
maintain its mildly restrictive stance through the near
term.

The rapid runup in the stock market may stand as
an exception to this otherwise balanced picture, but
assessing the mements of stock prices and their role
in formulating monetary policy is almost always diffi-
cult. Since early 1995, the stock market has been spi-
raling upward, propelled by figy corporate profits,
declining interest rates, and the prospect of a relatively
stable economic environment for the foreseeable future.
But whether or not the current overall value of equities
is "too high" is impossible to determine. Such an as-
sessment requires judgments about the outlook for each
of those fundamentals, and such judgments can differ
widely among participants in financial markets. The
level of equity prices that prevails represents a consen-
sus of those judgments consensus that lurches along
with shifts in the distribution of moods among inves-
tors. Monetary authorities can influence those moods
by manipulating interest rates, margin requoients,
and credit controls, or by directly appealing to partici-
pants. But those instruments are too blunt to be used
with even rough precision.

The Economic Outlook

Economicindicators at the start df997 siggest that

the economy is likely to grow at a moderate pace
through the end df998,under current budgetary poli-
cies (see Chapter 4 for how significant changes in those
policies couldaffect the economic outlook). The mod-
eration in demand is largely the result of a slowing in
the growth of business expenditures for capital equip-
ment. With moderate real growth, inflation should be
held in check. Interest rates are expected to change lit-
tle over the forecast horizon, reflecting the relatively
stable outlook for inflation and the assumption that the
central bank is not likely to alter its current policy
stance substantially over the next two years.

In projecting economic conditions beyoi®98,
CBO does not attempt to estimate cyclical movements
of the economy. Rather, the projections are designed to
approximate the level of economic activity on average,
including the possibility of above- or below-average
rates of growth, inflation, and interest. CBO uses his-
torical relationships to identify and project those trends
in such fundamental factors determining economic
growth over the long term as growth in the labor force,



12 THE ECONOMIC AND BUDGET OUTLOOK: FISCAL YEARS 1998-2007

January 1997

the rate of national saving, and growth in productivity
(see Chapter 3 for alternative economic projections).

The Forecast Through 1998

CBO expects the economy to continue growing moder-
ately over the next two years, a pattern that closely re-
sembles a consensus of forecasts. In 1997 and 1998,
inflation in consumer prices and interest rates are not
likely to change from the currently prelMag rates,
though the unemployment rateosild rise somewhat by

the end of 1998.

Output. In 1997 and 1998, growth in real GDP is ex-
pected to match its pace of the previous two years. Av-
eraging 2.2 percent growth over the next two years, real
output will, for a time, fall short of the 2.3 percent aver-
age growth estimated for potential output over that pe-
riod. As a result, demand pressureslikedy to ease
somewhat. The excess of growth of potential over ac-
tual output is assumed to widen steadily until the end of
1988 when the forecast assumes that the average histor-
ical difference between the levels of potential and actual
GDP will prevail (Figure 1-10).

Figure 1-10.
The GDP Gap: GDP Versus Potential GDP

Percentage of Potential GDP
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SOURCES: Congressional Budget Office; Department of Com-
merce, Bureau of Economic Analysis.

NOTE: The GDP gap is GDP minus potential GDP expressed as a
percentage of potential GDP. Historically, expansions typi-
cally overshoot the mark so that GDP eventually exceeds
potential GDP. The actions of the Federal Reserve Board
influence that outcome.

Although the anticipated pace of overall growth
during the next two years is the same as that of the last
two, CBO does anticipate some shifts in the major
components of demand. Private consumption is ex-
pected to grow in line with incomes and, given current-
policy assumptions, federal as well as state and local
government purchasesivaccelerate somewhat. The
components of demand that are expected to hamper
GDP growth over the next two years relative to the last
two years are net exports, housing and, most important,
producers' durable equipment. Expenditures on produc-
ers' durable equipment are expected to grow at rates
markedly below the double-digit pace etent years,
though still considerably higher than the other major
components of demand.

Inflation and Unemployment. Although growth in
employment is anticipated to remain solid, growth of
the labor force will egeed growth in employment. As a
result, the unemployment rate is forecast to drift up-
ward over the next two years from the 5.3 percent rate
prevailing now to about 5.7 percent. CBO expects the
underlying rate of inflation to rise somewhat over the
forecast period. However, little change is evident in the
overall measure of CPI inflation.

The expected increase in the underlying rate of CPI
inflation is the net result of several opposing tenden-
cies. CBO believes that the recent slowdown in medi-
cal prices and decline in nonpetroleum import prices are
temporary. Similarly, CBO assumes that theisually
sharp declines in computer prices will end soon, and
computer prices will fall more gently through the near
term. In addition, the increase in the minimum wage
phased in between October 1996 and September 1997
—may raise compensation slightly, but the effects on
overall inflation are likely to be tiny and, in any event,
fleeting. Finally, some upward pressure on inflation is
carried over with a lag from the recentipdrin which
the unemployment rate was below the NAIRU. In con-
trast, the CPI measure of inflation will be depressed
slightly by a change in the procedure for measuring
price changes for hospital care and, more important, the
1998 rebenchmking.

On balance, overall inflation measured by the CPI
will remain unchanged over the near term. However,
inflation measured by the price index for GDP is ex-
pected to accelerate somewhat between novlaa8.
Differences between CPI inflation and growth in the
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price index for GDRaffect budget forecds. Indexed
budget programs and personal income tax brackets are
tied to CPI inflation, whereas overall incomes (and
thereby revenues) are most directly influenced by
growth in the GDP price index. As a result, for a given
rate of inflation in the GDP price index, a rise in the
forecast for CPI inflation implies a higher deficit pro-
jection. Over the 1986-1995 pmal, inflation in the

CPI exceeded growth in the GDP pricdex by an av-
erage 0.4 percentage points. Recently, however, that
wedge has widened: between the third quarter of 1995
and the third quarter of 1996, CPI inftat topped that

in the GDP price index by 0.8 of a percentage point.

CBO expects the factors contributing to this widen-
ing of the wedge to be largely temporary. Major factors
in the widening are the slowing of inflation in medical
care and the accelerated defiatin computer prices,
both of which are unlikely to be sustained over the long
run. With those temporary factors out of the picture,
the wedge should contract to about 0.4 or 0.5 percent-
age points over the next two years.

Interest Rates. CBO assumes that the Federal Re-
serve will maintain its current target for the federal
funds rate though the forecast horizon. As a result,
short-term rates are expected to hover close to their cur-
rent levels—for example, the three-month Treasury bill
rate is forecast to average 5 percent in 1997 and 1998,
the same rate as in 1996ong-term interest rates will
follow suit—CBO expects little change from the pre-
vailing 6.3 percent through998.

Comparison with Private Forecasts. CBO's current
forecast is very close to tisdue Chipconsensus aver-
age of forecasts (see Table 1-3). Bhae Chipfore-
cast is based on a survey of approximately 50 private-
sector economistsas a result, it represents a wide
range of views about the outlook. The two-year aver-
age forecasts of CBO and tB&ue Chipare virtually
indistinguishable. However, more than 60 percent of
the respondents to agentBlue Chipsurvey expect a
recession before the endx5982

2. Eggert Economic Enterprises, InBlue Chip Economic Indicators
(September 10, 1996), p. 10.

The Projections Through 2007

CBO projects that annual growth in real GDP will aver-
age 2 percent over the 1999-2007igakrmirroring the
pace of growth in potential output. Over this same pe-
riod, the unemployment rate is projected to rise to

Table 1-3.
Comparison of CBO and Blue Chip Forecasts
for 1997 and 1998 (In percent)

Estimate Forecast
1996° 1997 1998
Growth of Nominal GDP
CBO 4.4 4.6 4.6
Blue Chip 4.4 4.6 4.6
Growth of Real GDP
CBO 23 23 2.0
Blue Chip 2.3 2.3 21
Growth of GDP
Price Index
CBO 21 23 25
Blue Chip 2.1 2.4 25
Growth of CPI-U®
CBO 2.9 2.9 2.9
Blue Chip 29 2.9 3.0
Unemployment Rate
CBO 5.4 5.3 5.6
Blue Chip 5.4 5.4 55
Three-Month Treasury
Bill Rate
CBO 5.0 5.0 5.0
Blue Chip 5.1 5.2 5.1
Ten-Year Treasury
Note Rate
CBO 6.4 6.2 6.2
Blue Chip 6.4 6.4 6.4
SOURCES: Congressional Budget Office; Department of Com-

merce, Bureau of Economic Analysis; Department of
Labor, Bureau of Labor Statistics; Federal Reserve
Board; Eggert Economic Enterprises, Inc., Blue Chip
Economic Indicators (January 10, 1997).

a. Incorporates data for the first three quarters of 1996 published
November 27, 1996.

b. CPI-U is the consumer price index for all urban consumers.
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Table 1-4.
Accounting for Growth in Real GDP (Average annual rate of growth, in percent)
Actual Projected
1960 to 1960 to 1973 to 1981 to 1990 to 1996 to 2002 to

1996 1973 1981 1990 1996 2002 2007
Civilian Labor Force 1.8 1.9 25 1.6 1.0 11 1.0
Plus Civilian Employment Rate 0 0.1 -0.4 0.2 0 -0.1 0
Equals Civilian Employment 1.8 2.0 2.1 1.9 1.1 1.0 1.0
Plus Nonfarm Hours per
Civilian Employee 0 0.2 -0.4 0.1 0.5 0.2 0.1
Equals Total Hours
(Nonfarm business) 1.9 2.2 1.7 1.9 15 1.2 1.0
Plus Output per Hour
(Nonfarm business) 15 2.5 0.7 1.2 0.7 1.2 1.1
Equals Nonfarm Business
Output 3.4 4.7 2.4 3.2 2.2 2.4 2.2
Minus Nonfarm Business
Output Share of GDP 0.2 0.4 -0.1 0.2 0.3 0.2 0.2
Equals Real GDP 3.1 4.3 2.4 3.0 2.0 2.1 2.0
Plus Ratio of Potential to
Actual GDP? 0 -0.3 -0.8 -0.3 -0.1 0.1 0
Equals Potential GDP? 3.1 3.9 3.2 2.7 1.9 2.2 2.0

SOURCES: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor

Statistics.

NOTE: The years marking the ends of the historical intervals are years in which the business cycle peaked. The indicated arithmetical relationships

may not hold exactly because of rounding.

a. Estimated by CBO.

6 percent, and inflation measured by the CPI-U stays
close to 3 percent.

Projections for Growth. CBO projects growth in real
GDP after 1998 W match that of potential output,
which works out to an average 2.1 percent rate of
growth from 1996 though2007 (see Tables 1-4 and
1-5). That pace is considerably slower than growth in
the pastindeed, slower than even the 3 percent aver-
age rate of growth posted from 1981aiigh1990.

Slower growth of the labor force from the pace of
the last decade accounts for virtually all of the projected
reduction in the rate of growth of output compared with
the 1980s. Theivlian labor force is assumed to grow

at an average annual rate of 1 percent over the years
from 1996 though2007, down from the 1.6 percent
average rate it posted from 1981 to 1990. CBO adopts
an assumed path for labor supply that is between the
midrange projections made by BLS and those made by
the Social Security Administration. By contrast,
CBO's projection assumes that labor productivity will
average about 1.2 percent growth, very close to the ad-
vance posted in the 1980s.

3. Fullerton, Howard W., "The 2005 Labor Force: Growing, But
Slowly," Monthly Labor Reviewol. 118, no.11 (November 1995),
pp. 29-44; Social Security Administratiohb996 Annual Report of
the Board of Trustees of the Federal Old-Age and Survivors' Insur-
ance and Disattity Insurance Trust Bnds(June 1996).
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Table 1-5.
Economic Projections for Fiscal Years 1997 Through 2007

Actual Forecast

Projected

1996* 1997 1998 1999 2000

2001 2002 2003 2004 2005 2006 2007

Nominal GDP
(Billions of dollars) 7,484 7,829 8,182 8,576 8,991 9,421 9,870 10,334 10,815 11,315 11,835 12,379
Nominal GDP
(Percentage change) 4.1 4.6 45 4.8 4.8 4.8 4.8 4.7 4.6 4.6 4.6 4.6
Real GDP
(Percentage change) 2.0 24 2.0 2.2 2.2 21 21 2.0 2.0 2.0 19 19
GDP Price Index
(Percentage change) 2.2 2.2 24 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6
CPI-U°
(Percentage change) 2.8 2.9 2.9 3.0 3.0 3.0 3.0 3.0 3.0 3.1 3.1 3.1
Unemployment Rate
(Percent) 55 5.3 55 5.8 5.9 6.0 6.0 6.0 6.0 6.0 6.0 6.0
Three-Month Treasury
Bill Rate (Percent) 5.1 5.0 5.0 4.9 4.7 4.6 4.6 4.6 4.6 4.6 4.6 4.6
Ten-Year Treasury
Note Rate (Percent) 6.3 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2
Tax Bases
(Billions of dollars)

Corporate profits 642 650 678 690 703 722 744 772 806 841 878 921

Wage and salary

disbursements 3,577 3,762 3,910 4,081 4,267 4,462 4667 4,880 5,102 5,333 5,575 5,828

Other taxable

income 1,592 1,672 1,753 1,855 1,960 2,061 2,160 2,260 2,362 2,468 2,578 2,692

Tax Bases
(Percentage of GDP)
Corporate profits 8.6 8.3 8.3 8.0 7.8
Wage and salary
disbursements 47.8 48.1 478 47.6 475
Other taxable
income 21.3 21.4 214 216 21.8

7.7 7.5 7.5 7.5 7.4 7.4 7.4

47.4 47.3 47.2 47.2 47.1 47.1 47.1

219 219 219 21.8 21.8 21.8 21.7

SOURCES: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor

Statistics; Federal Reserve Board.

a. Reflects data in the national income and product accounts published on November 27, 1996.

b. CPI-U is the consumer price index for all urban consumers.

CBO projects that growth in potential output will
slow somewhat throughout the projection pefiod. Be-
tween 1996 and 2002, potential GDP is expected to

4.  This description differs slightly from the presentation of the projection
made in past years. In the past, CBO has applied the average rate of
potential growth over the entire projection interval to each of the years
withinit. Interpreting year-to-year growth is easier under the new pro-
cedure than under the old.

grow an average 2.2 percent a year, slowing to a pro-
jected 2 percent annual rate over 2002-2007 péod.
That shift stems from two factors: (1) a slowing in the
capital stock that reflects the winding down of the re-
cent investment boom, and (2) a tempering of growth of
the labor force in the second half of the projection pe-
riod. The slower growth of capital shows up as a slight
reduction in the rate of growth of labor productivity,
which is projected to average 1.2 percent a year be-
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tween 1996 and 2002 and 1.1 perceninduthe2002-
2007 peiod.

Projections for Unemployment and Inflation. CBO
projects that the unemployment rate will average 6 per-
cent after the year 200 projection that is consistent
with a stable inflation rate if one includes price shocks
similar to those that occurred over the past 35 years.
The projection assumes that the NAIRU remains at 5.8
percent and that the average historical gap between the
civilian unemployment rate and the NAIRU of about
0.2 percentagegints is also maintained throughout the
projection period. That assumption incorporates the
average historical tendency for the economy to experi-
ence sporadic upward price shocks. Such upward price
shocks are assumed to have little permanent effect on
the deficit projectior-all other things being equal, in-
creases in overall inflation tend to raise revenues and
expenditures by about the same magnitude over the
long term (see Appendix D).

CBO projects that inflation measured by the CPI
will average about 3 percent from 1998oingh2007
and the GDP price index will advance at an average rate
of 2.6 percent.

Projections for Interest Rates The CBO projection
assumes that real (inflation-adjusted) interest rates will
drop below the levels that prevailed during thecpd-

ing decade. By 2007, real short-term rates are pro-
jected to drop to 1.5 percent and long-term rates to 3.1
percent. Those projections are about 20 basis points
below CBO's Mayl1996 projedbn, the lower rates
stemming largely from th&996 drop in the deficit.
That drop implies that about one-third of the decline
that CBO believed last May was necessary to balance
the budget b002 has already occurred.

Projections for Income Shares CBO's projection
calls for a gradual decline betwe#f98 and 2007 in
the overall share of GDP that falls in the main taxable
categories-the share declines by about a percentage
point to 76.3 percent of GDP in 2007. Hdugh that
percentage is below that of recent years, the projection
for 2007 is close to the average share for1t®@0-
1996 peiod. Part of the ddime in the share stems
from the narrower discrepancy between the income side
of the accounts and the product side of the accounts
discussed earlier. But projected changes in the growth
in the portion of labor compensation that is paid in the
form of nontaxable benefits account for the bulk of the
decline in the taxable share.

The nontaxable benefit share of GDP increases
from 5.8 percent of GDP in 1998 to 6.2 percent in
2007. Nontaxable benefits include employer contribu-
tions to health and life insurance, pension contributions,
and unemployment compensation. The projected in-
crease in the share is faster than recorded for the past
four years, but slower than the average of the past 25
years.

Growing business interest payments will shift busi-
ness income from corporate profits to the "other taxable
income" category. A much larger proportion of recipi-
ents of interest income than of recipients of corporate
profits are untaxed (for example, pension funds), so the
shift affects projected revenues. Interest payments are
projected to rise as a share of GDP because corpora-
tions are currently p&yg an unusually small percent-
age of their cash flow out as interest. If corporations
gradually increase their debt to reflect a pattern that is
more like the average of the last 25 years, interest pay-
ments as a share of GDP will rise.



Chapter Two

The Budget Outlook

ompared with the Congressional Budget Of-
‘ fice's (CBO's) preous deficit projections, the

current outlook for the budget shows consider-
able improvement. Aftough CBO calculates that the
deficit will increase inL.997 after four consecutive years
of decline, projections fot997 and future years have
dropped markedly from the May 19%8onomic and
Budget @itlook Nevertheless, in the absence of fur-
ther policies to reduce spending or increase revenues,
the deficit will begin to grow.

Under current targ and spending policies and
CBO's assumptions about the economy, the deficit will
rise from $124 lilion this year ta$188 hllion in 2002
and $278 tilion in 2007, the last year of the projection
period. As a percentage of gross domestic product
(GDP), the deficit will gradually climb from 1.6 percent
in 1997 to 2.2 percent by 2007. Those prijedt as-
sume that discretionary spending is restrained by the
statutory caps througt®98 and then grows at the rate
of inflation thereafter.

The reduction in CBO's deficit estimates stems
from a variety of sources. The impact on the budget of
legislation enacted since last May has been relatively
small, with the significant exception of viale reform.

By 2002, changes in family support and other assis-
tance programs are estimated to reduce federal outlays
by $13 lillion. The healthy economy has also contrib-
uted to an improved outloekboosting revenues (partic-
ularly in the near term) and lowering interest payments.
The largest change, however, is in CBO's projections of
growth in federal health care programs. Recent de-
clines in the rate of growth in Medicare and

Medicaid have led CBO to reduce projected outlays for
the two programs by $31illon in 2002. All told,
CBO has lowered its projection of the deficita@02
under current plicies from$285 bllion (in May 1996)

to $188 lilion in this report.

Budget projections are highly uncertain, and over a
10-year period they are particularly sensitive to the per-
formance of the economy and unexpected changes in
the growth of entitlement spding. Although CBO
believes that its assumptions are reasonable and analyt-
ically sound, minor changes can have a significant ef-
fect on deficit estimates. Chapter 3 provides a discus-
sion of the ways in which alternative economic as-
sumptions and other factors coaliflect future deficit
projections.

CBO's new baseline represents the outlook for fed-
eral revenues, outlays, and the deficit if current taxing
and spending policies remain unchanged. It is not a
forecast of budget outcomes, but it is useful for sketch-
ing the consequences of today's policies and serves as a
benchmark for weighing proposed changes. Legislative
changes that reduce the budget deficit woulzstan-
tially lower interest rates and bring slightly higher
growth than under the baseline scenario, thereby pro-
ducing a fiscal dividend. Chapter 4 presents CBO's
estimates of the fiscal dividend that would result from a
deficit reduction path leading to a balanced budget in
2002 as well as the deficits thabwid remain to be
eliminated. Those estimates show how much taxing
and spending policies must be changed to achieve bud-
getary balance.
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o The Total Deficit
The Deficit Outlook
Last year's total deficit was $107llibn, the lowest

The simplest and most widely used measure of the defi- recorded since 1981. If today'sligies remain un-

cit is the gap between total federal revenues and out- changed, CBO expects that the total deficit will rise to
lays. Nevertheless, there are two alternative gauges: $124 bllion in 1997 and remain at about that level in
one that omits the cyclical effects of the economy on the 1998 (see Table 2-1). What happens after that depends
budget and one that dudes spending and revenues ~ On what is assumed about discretionary speneling

that have been designated by law fishadget. label given to funds that are controlled by annual ap-

Table 2-1.
CBO Deficit Projections (By fiscal year)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

In Billions of Dollars
Baseline Total Deficit
Discretionary spending grows
with inflation after 1998

Revenues 1453 1507 1,567 1634 1,705 1,781 1860 1,943 2,033 2,127 2,227 2,333
Outlays 1560 1632 1687 1,781 1877 1948 2049 2145 2252 2381 2492 2611
Deficit 107 124 120 147 171 167 188 202 219 254 266 278

Discretionary spending is frozen
at the level of the 1998 cap

Revenues 1,453 1507 1,567 1,634 1,705 1,781 1,860 1,943 2,033 2,127 2,227 2,333

Outlays 1560 1632 1687 1761 1839 1883 1962 2033 2114 2216 2294 2376

Deficit 107 124 120 128 134 102 101 89 81 89 67 44

On -Budget Deficit* 174 201 199 237 267 266 291 311 333 374 392 410

MEMORANDUM:

Off-Budget Surplus

Social Security 66 78 81 88 94 98 104 109 114 120 127 132

Postal Service 1 -1 -2 2 1 b -1 0 0 0 0 0

Total, Off-Budget
Surplus 67 77 79 90 96 99 103 109 114 120 127 132

As a Percentage of GDP
Baseline Total Deficit
Discretionary spending grows
with inflation after 1998 14 1.6 15 1.7 1.9 1.8 1.9 2.0 2.0 2.2 2.2 2.2

Discretionary spending is
frozen at the 1997 dollar level 14 1.6 15 15 15 11 1.0 0.9 0.7 0.8 0.6 0.4

SOURCE: Congressional Budget Office.
a. Excludes Social Security and Postal Service. Assumes that discretionary spending grows with inflation after 1998.

b. Less than $500 million.
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propriations actions. That particular one-third of fed-
eral outlays is governed throua98 by overall caps.

The caps, which expire in 1998, weragorally
established by the Budget Endement Act 0fL990 for
a five-year period and were extended for another three
years by the Omnibususiget Reconciliation Act of
1993. Since 1991, spending from the 13 regular appro-
priation bills and any supg@iental approprians have
been capped. Since 1995, akgie caps have applied
to general-purpose spending and to spending from the
Violent Crime Redudbn Trust Fund (VCRTF). (All
discretionary spending, except that from the VCRTF, is
considered general-purpose.) In general, the caps have
imposed a near freeze on nominal discretionary outlays
for the 1991-1996 pid.

Once the caps expire, however, there will be no
overarchinglollar total for discrebnary appropriations
set in law. Unlike mandatory spending and revenues,
which are governed by permanent laws, discretionary
spending is subject to annual appropriations. The con-
cept of current policy for discretionary spending is
therefore ambiguous. Yet a benchmark must be pro-
vided for wéghing decisions about future appropria-
tions. One such benchmark is the maintenance of real
funding—that is, current resource levels adjusted for
inflation. An alternative is to fix the benchmark at a
constant nominal (or dalf) level, which is the course
that the Congress and the President have essentially
chosen from 1991 tbhugh1998. CBO therefore as-
sumes two alternative paths for discretionary spending:
one that adjusts for inflan but is subject to the exist-
ing caps on discretionary spending, and one that is
frozen at nominal 1997 levelsdjasting for the cap in
1998) thoughout the next 10 years.

If discretionary spending keeps pace with inflation
when the caps expire next year, CBO projects that the
deficit will rise to$188 hllion in 2002. Projedng fur-
ther into the future, by 2007 the deficiowd more
than double its current size, reaching a leveb278
billion. If discrefonary spending is held constant in
nominal dollars, the deficit would gradually decline to
$44 tillion in 2007. Holding discretionary outlays to
their 1997 levels wuld have a severe impact on pro-
grams and activities, representing a loss in purchasing
power of 26 percent by the end of the projection period.

The baseline total deficit path (with growth in dis-
cretionary spending afterll998) does not grow
smoothly over the projection period, mostly as a result
of calendar quirks. Currently, if the first day of the
month falls on a weekend or a federal holiday, pay-
ments for military salaries, veterans' benefits, Supple-
mental Security Income (SSI), and Medicare health
maintenance organizations (HMOs) are pushed into the
preceding month. When that happens to payments due
on October 4the beginning of the federal govern-
ment's fiscal year billions of dollars in outlays can be
shifted to the preceding year. That phenomenon has
not been much of an issue in previous years but because
enroliment of Medicare beneficiaries in HMOs has in-
creased, by 2000 the fing shift will total $8 billion
(the baseline does not include the shift in payments for
military salaries because they are lumped in with over-
all discretionary spending). Because the underlying
growth in the deficit is relatively slow, shifting that $8
billion forward from2001 to 2000 contributes to a drop
of $4 billion in the unified deficit between the two
years. A similar shift in payments occurs when benefits
from 2006 shift into 2005 and benefits from 2007 shift
into 2006, poducing a pattern of 13, 12, and 11 pay-
ments a year, respectively.

Alternative Measures of the Deficit

Although the total deficit is the most common measure
of the deficit, analysts often cite two other measures of
the amount by which the government's spending ex-
ceeds its revenues. One measure removes cyclical fac-
tors from the deficit calculation and the other removes
spending andecepts degnated by law asfbbudget.

Temporary and cyclical eaomic factors can ob-
scure fundamental trends in the budget. For example,
high unemployment automatically exaggerates the size
of the deficit—principally because lower revenues are
accompanied by higher outlays for unemployment com-
pensation and other programs. Moreover, some gov-
ernment transactions, such as deposit insurance and
receipts from Federal Conmumications Commission
auctions of the electromagnetic spectrum, merely repre-
sent an exchange of assets and have no discernable
effects on the economy. When calculating the
standardized-employment deficit, those factors are
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stripped away and the underlying trends in the deficit

become more apparent. Although current projections
show only a small difference between the total deficit

and the standardized-employment deficit, they do shed
some light on deficit fluctuations iecent years.

In the late 1980s and early 1990s, large outlays for
deposit insurance contributed to ballooning deficits.
The early 1990s also witnessed exassion, causing
federal revenues to dew and spending to increase.
Thus, making good on the government'srgntee to
savings and loan depositors and the transitory effects of
the business cycle bloated the record-high deficits
posted in the early 1990s (segufe 2-1). The subse-
guent improvement over the past four years, therefore,
is somewhat less dramatic than it may at first appear.

The massive losses associated with closing failed
savings and loan institutions have now subsided and the
continuing sales of assets, along with otlegeipts
such as premiums paid by insured institutions, domi-
nate the deposit insurance totals. Also, cyclical effects
that were pronounced when the economy was weak

have faded now as the economy has become healthier.

(See Chapter 1 for more information about the
standardized-employment deficit.)

The on-budget deficit is rooted in legislation that
granted special, offurlget status to particular pro-
grams run by the government. The two Social Secu-

Figure 2-1.
The Federal Deficit (By fiscal year)
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SOURCE: Congressional Budget Office.

rity trust funds-Old-Age and Survivors Insurance and
Disability Insurance-were granted off-bdget status in
the Balanced Budget and Emergency Deficit Control
Act of 1985. Legislabn enacted i1989 extuded the
much smaller net outlays of the Postal Service from on-
budget totals.

The fiscal picture looks noticeably different if off-
budget programs are excluded (see Table 2-1). In iso-
lation, Social Security runs a surplus; its income from
the taxes paid by workers and their employers, interest,
and a few other sources exceeds its outlays foirésim
trative costs and benefits to retired and disabled work-
ers, their families, and their survivors. The majority of
that surplus stems not from its excess of taxes over
benefits, but from interest on its holdings of Treasury
securities. Removing Social Security from the on-bud-
get totals makes the remaining deficit greater.

Social Security's benefits alone account for more
than one-fifth of federal spending, and its payroll taxes
account for about one-fourth of government revenues.
When econonsits, credit market participants, and
policymakers seek to gauge the government's role in the
economy and its drain on the credit markets, they
should look at the total figures and not ignore this huge
program.

Changes in the Budjet
Outlook Since May

The budget outlook now looks much better than it did
when CBO published its projections in ME996. Pro-
jected deficits are down in each yedry $47 hillion in
1997, $97 ilion in 2002, and $138iltion in 2006.
With few legislative changes aside from welfare reform
enacted since CBO’s May 1996 projens and rela-
tively small alterations in CBQO's economic forecast,
much of the reduction in the deficit estimates can be
attributed to technical factors.

Reuvisiting 1996

Last May, CBO projected a 1996 deficit of $144 bil-
lion. In August, CBO reduced its estimate of 1986
deficit to $116 Blion. Two months later, the Treasury
Department reported that the actual deficit totaled $107
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billion. The sistantial improement in1996 reflects a
trend that CBO believes willaery thiough the projec-
tion period: higher revenues and slower growth in out-
lays for mandatory programs, particularly Medicare and
Medicaid, contributing to a decline in deficit estimates.

CBO's Augustl996 report presentathly budget

estimates for 1996At that time it was already recog-
nized that revenues were going to be higher than pro-
jected in May and that spending would be lower. The
August estimates incorporate®22 hllion increase in
revenues, partly because of higher personal income and
corporate profits in 1996, but also because of approxi-
mately $15 Blion in higher-than-expected individual
income tax payments made in April for 1995 liisies.
The reasons for the April increase are still not fully un-
derstood, though. Further contributing to the improved
outlook inAugust was a nearly $7 billion decrease in
projected outlays. All told, CBO reduced its estimate
of the deficit by $28 itlion.

As it happened, the deficit came down even further
from the August estimate. Total disdoseiary spending
ended up at $533llon, exactly where CBO projected
it would be in its May outlook. Revenues as reported in
the final statement from the Department of the Treasury
were up another $3 billion from CBO's August estimate
(again caused by higher personal incomes and corporate
profits) and outlays declined an additional $6 billion
—more than half of which came from Medicare. The
above-mentioned changes brought the fr'g816 deficit
in at $107 Blion.

Reuvisions in the 1997-2007 Projections

CBO traces its revisions of the budget outlook since
May to three factors: newly enacted legislation, changes
in the economic outlook, and other, so-called technical
factors. The details that follow apply to the projections

assuming that discretionary spending grows with infla-

tion up to the level of the caps.

Recent Legislation The Personal Responsibility and
Work Opportinity Reconciliation Act 0fL996, other-
wise known as wére reform, had the greatestdget-

ary impact of any piece of legisiah passed by the
104th ngress. That act replaced federal payments
under several entéiment programsamong them, Aid

to Families with Dependent Children and the Qgipor-

tunities and Basic Skills progranwith block grants to
states. Additionally, the legislation restricted the eligi-
bility of legal aliens for wéhre benefits, mdified the
benefits and eligibility requéments in the dod Stamp
and Child Nutrition programs, changed the operation
and financing of the federal and state child support en-
forcement system, increasedfling for child care pro-
grams, and tightened the eligibility recgriments for
disabled children under the Supplental Security In-
come program.

Overall, from 1997 trough2002, welare reform
is expected to reduce the deficit by $5/idn and an-
nual savings will rise from $3 billion this year to $13
billion in 2002 (see Table 2-2). Most of the savings are
attributable to changes in the SSI and Food Stamp pro-
grams, both of which will be reduced by an estimated
$5 billion in2002. SSI outlays Wbe reduced by im-
posing tighter eligibility criteria for children seeking
disability benefits and by limitg the eligibility of legal
aliens. The new law imposes the same curbs on Food
Stamp payments to legal aliens as on SSI. Aliens will
not receive benefits from either prograniess they fall
into one of the exempted groupshiefly refugees who
have been in this country for less than five years or
aliens who have substantial work experience (defined
as 40 quarters) in the United States. Food Stamp out-
lays will be reduced by a variety of other provisions in
the legislation, including an adjustment to the maxi-
mum benefit level and the imposition of work require-
ments for able-bodied individuals.

Apart from welfare reform, the @dbgress has en-
acted little legislation since May that has long-term
budgetary impact. Legislative language included in
1997 appropriation bills will reduce outlays this year by
nearly $7 billion, mostly through one-time increases in
mandatory recpis. Recapitaling deposit insurance
agencies and authorizing additional auctions of the elec-
tromagnetic spectrum enabled the Congress to increase
budget authority for discreinary programs by $12
billion in 1997. Other legislative changes are mostly
composed of interest savings attributable tofavel
reform and the aforemeahed ecepts.

Economic Changes As discussed in Chapter 1,
CBO's economic forecast is not much different than it
was in May. But even the relatively small changes in
the forecast have the effect of reducing projected defi-
cits by an average of nearly $28libn per year over
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the 1997-2006 p@d. Although nominal GDP is On the outlay side, the major economic difference
slightly lower, CBO's new enomic projections show is in net interest. CBO's forecast of short-term interest
corporate profits and wage and salary disbursements rates is slightly higher in997 and 1998, but in later
representing a larger share of GDP, thereby pushing the years both short- and long-term rates will be 0.2 per-
tax base higher over the next few years and boosting centage points lower than the previous forecast. Inter-
revenues, albeit by a declining amount. Because of that est payments, therefore, will be $5 billion higher in
economic difference, revenues are expected to be $23 1997 because of esomic factors, bu$24 Hhllion

billion higher this year and $9 billion greater2@02. lower by 2006. Small reduots in estimates of the
Table 2-2.
Changes in CBO Deficit Projections (By fiscal year, in b illions of dollars)

Actual

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

May 1996 Baseline Deficit 144 171 194 219 244 259 285 311 342 376 403
Legislative Changes
Revenues a -1 a a -1 a a -1 -1 a -1
Outlays
Discretionary 2 -2 1 1 2 2 2 2 2 2 2
Welfare reform® n.a. -3 -8 -9 -10 -11 -13 -14 -15 -17 -18
Other _-1 _-8 -1 -2 -3 _-4 _-6 -7 _-8 -9 -1
Subtotal 1 -13 -8 -10 -12 -13 -17 -19 -21 -25 -27
Deficit 1 -14 -8 -11 -12 -13 -17 -19 -22 -25 -28
Economic Changes
Revenues -20 -23 -19 -17 -15 -12 -9 -5 -1 5 11
Outlays
Net interest a 5 1 -2 -7 -12 -15 -17 -20 -22 -24
Other outlays -1 -2 _6 _6 -5 -4 -4 -4 -5 -5 _-4
Subtotal -1 4 -5 -8 -12 -16 -19 -22 -25 -27 -28
Deficit -21 -20 -24 -25 -27 -28 -28 -27 -25 -22 -17
Technical Changes
Revenues -5 a -5 -7 -9 -11 -11 -7 -9 -8 -5
Outlays
Medicaid and Medicare -9 -13 -17 -18 -17 -31 -31 -37 -44 -42 -59
Other major benefit programs -1 -2 -2 -1 -2 -3 -4 -5 -5 -4 -3
Deposit insurance 1 -4 -3 -2 a 1 1 a a a -1
Net interest 1 -2 -5 -5 -7 -10 -13 -17 -20 -24 -28
All other -5 _8 -1 =2 _1 _4 _6 _2 _2 _3 _2
Subtotal -12 -13 -38 -29 -25 -40 -41 -57 -67 -68 -88
Deficit -17 -13 -42 -36 -34 -50 -52 -63 -76 -75 -93
Total Changes -37 -47 -74 =72 -73 -92 -97 -109 -123 -122 -138
January 1997 Baseline Deficit 107 124 120 147 171 167 188 202 219 254 266

SOURCE: Congressional Budget Office.
NOTE: n.a. = not applicable.
a. Less than $500 million.

b. Includes effects of the lllegal Immigration Reform and Immigrant Responsibility Act of 1996.
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consumer price index for all urban consumers and of
the unemployment rate reduce outlays by a few billion
dollars in each year compared with the M&@6 esti-
mates.

Technical Reestimates Technical revisions are de-
fined as any changes that are not ascribed to legislation
or changes in the macroeconomic forecast. Such revi-
sions acount for the majority of the podt997 im-
provement in CBQO's deficit dobk.

By far, the largest témical reestimates have oc-
curred in the two major health care programs, Medicare
and Medicaid. Projected outlays for the two programs
combined have been reduced by $3lioh in 2002
from CBO's previous estimates, with larger reductions
occurring in later years.

In 2002, for tebnical reasons, estimated Medicaid
spending is expected to be nearly $2lon lower than
that reported in May 1996. About one-third of that
reduction can be attributed to a lower starting point for
the projections; Medicaid outlays in 1996 were almost
$4 billion lower than previously anticipated. In addi-
tion, CBO has lowered its forecast of the average an-
nual rate of growth in spending betwdd®7 and 2002
from nearly 10 percent to about 8 percent.

CBO's current Medicare projections also reflect
lower 1996 outlays than prieusly expected and a re-
duction in the rate of growth of spding. Spending
growth for Medicare Part Athe Hospital Insurance
(HI) program—is essentially unchanged from CBO's
May outlook, but outlays are lower in each year because
the 1996 total was $2illion lower than anticipated.
Nevertheless, CBO continues to project that the Hi
Trust Fund will be exhausted iB001. CBO's current
projection of spending growth for Medicat@art
B—Supplementary Medical Insurareis about 1 per-
centage point a year below the ME§96 projedbn,
largely because of slower growth in spending for physi-
cians' services. In total, Medicare outlays have been
reduced by $11illion in 2002 because of tenical
reestimates (see Appendix G for more details on CBO's
projections for Medicare).

Also of consequence is the reduction in net interest
payments generated by the technical changes in CBO's
projections. Decreased deficits attributable to technical
changes translate into lower projections of accumulated

debt and therefore lower debt service charges. Techni-
cal changes are expected to reduce interest payments by
$13 bilion in 2002 and $28 ilion in 2007, mostly
caused by the expected decrease in borrowing needs.

Other technical changes are minor when compared
with the changes in Medicare, Medicaid, and net inter-
est. A shift in the timing and amount efcepts from
electromagnetic spectrum auctions frb897 to 1998
is expected to reduce offsettirgcepts (recorded in the
budget as a credit against outlays) by $i&h in 1997
and increase reqas by $6 Blion in 1998 and $3 bil-
lion in 1999. Speding for deposit insurance programs
has been lowered from 1997 aigh1999 because of a
reduction in projected losses to be covered by the
Bank Insurance Fund and Savings Association Insur-
ance Fund.

The Revenue Outlook

Federal revenues are expected to be $1.5 trillion, or
19.3 percent of GDP, in 1997. They are projected to
grow less rapidly than the economy in the next five
years, slipping to 18.8 percent of GDP 2§02, and
then are expected to keep pace with GDP (see Table
2-3 and Figure 2-2).

Figure 2-2.
Outlays and Revenues as a Percentage of GDP
(By fiscal year)
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It is anticipated that in relation to GDP, revenues creasing reliance on revenues from social insurance
will be higher than the levels typical of the past three taxes, chiefly those for Social Security and Medicare's
decades. In 1960 tmgh1996, revenues averaged 18 Hospital Insurance (now about 7 percent of GDP), and
percent of GDP. Before last year, they had reached or its diminishing reliance on corporate income taxes and
exceeded 19 percentamly five years and those years excise taxes (now about 2 percent and 1 percent of

were unusual for one reason or another.

In 1969 and GDP, respectively). Individual income taxes, the larg-

1970, taxes were raised to help finance the Vietham est contributor to government coffers, have fluctuated
War, and in 1980 tlmugh 1982—before the Reagan in the range of 8 percent to 9 percent of GDP for three
Administration's tax cut and the subsequent indexing of decades. Social insurance taxes are expected to decline
tax brackets to the price levelapid inflation pushed marginally as a share of GDP during the projection pe-

up revenues.

riod, as are corporate and excise taxes. Individual in-
come taxes are expected to increase their share slightly.

The relative stability of the ratio of revenue to GDP
cloaks some striking shifts in composition (see Figure The shift in the composition of revenues is also
2-3). The most visible shift is the government's in- apparent when each source of revenue is viewed as a

Table 2-3.

CBO Revenue Projections (By fiscal year)

Actual
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
In Billions of Dollars
Individual Income Taxes 656 676 708 740 777 817 857 900 947 994 1,042 1,096
Corporate Income Taxes 172 179 184 187 189 193 198 205 213 223 234 245
Social Insurance Taxes 509 534 553 578 604 630 659 687 717 749 784 820
Excise Taxes 54 54 52 53 53 54 54 55 55 56 57 58
Estate and Gift Taxes 17 19 21 22 23 25 26 28 30 31 33 35
Customs Duties 19 17 19 19 20 21 22 23 25 26 28 29
Miscellaneous 25 28 31 35 39 42 44 45 46 48 49 50
Total 1,453 1,507 1,567 1,634 1,705 1,781 1,860 1,943 2,033 2,127 2,227 2,333
On-budget 1,085 1,119 1,164 1,212 1,263 1,320 1,378 1,440 1,509 1,579 1,652 1,731
Off-budget® 367 388 403 422 442 461 482 503 524 549 575 602
As a Percentage of GDP
Individual Income Taxes 8.8 8.6 8.6 8.6 8.6 8.7 8.7 8.7 8.8 8.8 8.8 8.9
Corporate Income Taxes 2.3 2.3 2.2 2.2 21 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Social Insurance Taxes 6.8 6.8 6.8 6.7 6.7 6.7 6.7 6.7 6.6 6.6 6.6 6.6
Excise Taxes 0.7 0.7 0.6 0.6 0.6 0.6 0.6 0.5 0.5 0.5 0.5 0.5
Estate and Gift Taxes 0.2 0.2 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3
Customs Duties 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2
Miscellaneous 0.3 0.4 0.4 0.4 0.4 0.5 0.4 0.4 0.4 0.4 0.4 0.4
Total 194 193 192 190 190 189 188 188 188 188 188 18.8
On-budget 145 143 142 141 141 140 140 139 140 140 140 140
Off-budget® 4.9 5.0 4.9 4.9 4.9 4.9 4.9 4.9 4.8 4.8 4.9 4.9

SOURCE: Congressional Budget Office.

a. Social Security.
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share of total revenues. Social insurance taxes contrib-
ute 35 percent of total revenues, up from 25 percent a
guarter-century ago. The share of corporate income
and excise taxes, by contrast, has declined from 25 per-
cent in 1970 to a current 15 percent. For more than
three decades, the share contributed by the individual

income tax has remained steady at close to 45 percent.

The share contributed by other taxes has remained
fairly constant at about 5 percent for two decades.
More detailed historical data are contained in Appendix
F, which lists anual revenues from each of those
sources.

Baseline Projections

In the baseline, individual income taxes are the only
major source of revenue that will grow even modestly
as a share of GDP: from 8.6 percent in 1997 to 8.9
percent in 2007. The GDP sharél wreep up over
time as rising real incomes cause a lafgaction of
income to be taxed in higher brackets.

Social insurance taxes will essentially maintain
their share of GDRjust under 7 percent. The slight

Figure 2-3.
Revenues by Source as a Share of GDP
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decline in the later years of the projection period results
principally from the taxes that finance unemployment
benefits. Those taxes will not keep pace with increased
GDP for three reasons. First, states will be able to re-
duce their tax rates as the Unemployment Trust Fund is
replenished. Second, the Federal Unemployment Tax
Act (FUTA) applies only to the first 3300 of each
covered worker's salary. Third, a FUTA surtax of 0.2
percent expires at the end of 1998.

The corporate income tax is projected to fall from
2.3 percent of GDP in 1996 to 2 percent by 2001, mir-
roring a decline in corporate profits as a share of GDP.
Similarly, excise taxes (which grew in the early 1990s
when some tax rates were increased) will fall margin-
ally as a share of GDP, both because some taxes have
expired and because excise taxes do not grow in tandem
with the economy. Most excise taxes are leviedupir
of good or per transdon rather than as a percentage of
value.

Table 2-4.

Effect of Extending Tax Provisions That Expired in 1997 or W

(By fiscal year, in b illions of dollars)

ill Expire Before 2007

Expiration

Tax Provision Date 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Expired Provisions

Airport and Airway Trust Fund Taxes 12/31/96 19 5.2

556 59 62 66 71 75 80 85 90

Provisions Expiring in 1997

Deduction for Contributions to

Private Foundations 5/31/97 a -0.1
Exclusion for Employer-Provided

Education Assistance 5/31/97 -0.1 -04
Orphan Drug Tax Credit 5/31/97 a a
Credit for Research and

Experimentation 5/31/97 -0.7 -1.4
Extension of Generalized

System of Preferences 5/31/97 -0.1 -0.3
Work Opportunity Tax Credit 9/30/97 na. -0.2

Suspension of Non-Commercial

Motorboat Diesel Fuel tax 12/31/97 n.a. a

Provisions Expiring in 1998

Nonconventional Fuels Credit for
Fuel from Biomass and Coal 6/30/98 b b

FUTA Surtax of 0.2 Percentage
Points® 12/31/98 n.a. n.a.

a -01 -01 -02 -02 -03 -03 -03 -04

112 12 13 13 13 13 13 14 14

SOURCE: Joint Committee on Taxation.

NOTES: FUTA = Federal Unemployment Tax Act; IRS = Internal Revenue Service; n.a. = not applicable. Expiring provision assumes an enactment

date of January 1,1997.



CHAPTER TWO

THE BUDGET OUTLOOK 27

Expiring Provisions

CBO's baseline projections for revenues assume that
current tax law remains unchanged and that scheduled
changes and expirations occur on time. One category
of taxes—excise taxes dedicated to trust furdensti-

tutes the sole exception to that approach. Under the
baseline rules, those taxes are included in the projec-
tions even if they are scheduled to expire. The only
trust fund excise taxes slated to expire over the projec-

tion period are those for the Highway Trust Fund. By
2007, extending those taxes at today's rates would con-
tribute about $30illion to baseline revenues, or more
than one-half of the total excise taxes. Although Air-
port and Airway taxes feed into a trust fund, those reve-
nues are not included in the baseline because they have
already expired.

Seven provisions that reduce taxes will expire dur-
ing 1997 (see Table 2-4). The blaswe assumes that

Table 2-4.
Continued

Expiration

Tax Provision Date

1997 1998 1999 2000

2001 2002 2003 2004 2005 2006 2007

Provisions Expiring in 1999

Railroad Uses of Diesel Fuel,

1.25 cents per gallon 9/30/99 na. n.a.

Keep tax on hon-Commericial Motorboat

Diesel Fuel at 24.3 cents per gallon® 12/31/99 na. na

Credits for Electricity Production

from Wind and Biomass 5/31/99-wind
6/30/99-biomass n.a. n.a.

n.a. b b b b b b b b

n.a. a b b b b b b b

n.a. a a a a a a a a

Provisions Expiring in 2001

Andean Trade Preference Initiative 12/04/01 na. n.a.
Tax Credit for Electric Vehicles 12/31/01 na. n.a.
Deduction for Clean-Fuel Vehicles and

Refueling Property 12/31/01 na. n.a.

Provisions Expiring in 2002

Luxury Tax on Passenger Vehicles 12/31/02 na. n.a.

Provisions Expiring in 2003

IRS User Fees 9/30/03 n.a. n.a.

na. na. na a a a a a a
na. na. ha a a a a a a
na. na. nha a a a a a a
na. na na na 0.2 02 0.2 0.2 0.2
na. na nha na na a a a a

Loss of less than $50 million.
Gain of less than $50 million.

IS

c. Estimate assumes the legislation extending the surtax would include provisions increasing the statutory ceilings of the Extended Unemployment
Compensation Account (EUCA) and the Federal Unemployment Account (FUA) in the Federal Unemployment Trust Fund. The exclusion o such
provisions would result in a much lower net deficit effect. Estimate is net of income and payroll tax offsets.

d. Beginning January 1, 2000, users of noncommercial motorboat diesel will be eligible to file refunds of 20 cents a gallon of the 24.3 cents a gallon
tax on diesel fuel. This line shows the revenue effect of permanently extending the full 24.3 cents a gallon tax on this fuel (that is, no refunds).
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those provisions will not be extended. If the Congress

extended all seven preferences (items that reduce reve-

nues) at least through the projection period, revenues
would be smaller than projected by about $koh in
2002 and $7 ilion in 2007.

Another 12 tax mvisions are slated to expire be-
tween 1998 and 2007. Exing the FUTA surcharge
would bring in about $1 billion per year. Alternatively,
extending the nonconventional fuel credit would reduce
revenues by nearly $2 billion betwet®99 and 2007.
Extending the luxury tax on passenger vehicles after
2002 will add $1 billion in revenues through007.
Other expiring provisions have a negligible effect on
the budget.

The Sending Outlook

CBO expects that federal spending will total more than
$1.6 trillion in 1997. That speding can be divided into
several convenient clusters, based on its treatment in
the budget process:

Discretionary spendingdenotes programs con-
trolled by annual appropriation bills. For those pro-
grams, policymakers deciddéresh each year how many
dollars will be devoted to continuing existing activities
and funding new ones. The baseline projections depict
the path of discretionary spending as a whole, assuming
that the Congress complies with the caps on discretion-
ary spending dictated by the Balanced Budget Act
through1998.

All other spading is controlled by existing laws,
and the baseline presents CBO's estimate of spending if
those laws and policies remain unchangéthtitle-
ments and other mandatory spendiognsist over-
whelmingly of such benefit programs as Social Secu-
rity, Medicare, and Medicaid. The Congress generally
controls speding for those programs by setting rules
for eligibility, benefit formulas, and so on, rather than
by voting annually for dollar amountffsetting re-
ceipts—fees and similar charges that are recorded as
negative outlays-are collected without legislative ac-
tion unless the @ngress revisits the underlying laws.
And growth innet interestspending is driven by the
government's deficits and market interest rates.

In total, federal spending now represents about 21
percent of gross domestic product and will remain es-
sentially at that level througt0D07, assuing that dis-
cretionary spending grows with inflation (see Table
2-5). Inthe 1960s, federal smkng averaged about 19
percent of GDP; for the 1970s and 1980s, itperés
were about 21 percent and 23 percent, respectively.
Although federal spending as a whole has been rela-
tively constant over the past quarter-century, a pro-
nounced shift has taken place in its compasit The
government today spends more on egtignt pro-
grams and net interest, and less on discretionary activi-
ties, than at any time in the past (see Figure 2-4. Also
see Appendix F for more detailed annual historical data
for each of the broad categories of spending).

Discretionary Spending

Each year, the Congress starts the appropriation pro-
cess anew. It votes on budget autheritye authority

to commit money-for discretionary budget activities;
that authority translates into outlays when the money is
actually spent. In any given year, discretionary outlays
also include spending from budget authority appropri-
ated in previous years. 1997, CBO expects that
discretionary outlays will tota547 hllion, up $14
billion from the 1996 level. Assung growth at the
rate of inflation when the caps expire next year, discre-
tionary spending would increase 30 perediot $713
billion—by 2007 (see Table 2-5). Thosgures include
unspecified reductions in discretionary spending that
would be required to comply with the cap in 1998, the
ramifications of which extend through the projection
period. CBO makes no specific assumptions in its pro-
jections about where those required reductions would
be made.

Defense Discretionary Spending The share of GDP
that is devoted to defense has gradually shrunk in the
past three decades. There have been only two major
interruptions in the trend: the Vietnam War of the late
1960s and the Reagan-era defensgklbp of the early
1980s. Even the sts of Operabn Desert Storm ap-
peared as barely a blip in this downward tendency.
Today, defense outlays make up about 3.4 percent of
GDP (see Figure 2-4). In dollar terms, defense outlays
peaked at about $300llon annually in thel989-1991
period (not counting estimated Desert Storm spending
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Table 2-5.
CBO Outlay Projections, Assuming Compliance with Discretionary Spending Caps (By fiscal year)

Actual
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

In Billions of Dollars

Discretionary

Defense 266 266 270 277 288 289 301 310 319 332 339 345
Domestic and international 266 278 285 292 300 308 316 325 334 344 355 366

Violent Crime Reduction
Trust Fund 1 2 3 4 5 5 5 5 5 6 6 6
Unspecified reductions® _ 0 _0 ~-15 ~-14 ~-15 7 _-9 _-9 _-9 -12 _-8 _5
Subtotal 533 547 543 561 578 595 613 631 650 670 691 713
Mandatory Spending 859 916 976 1,037 1,110 1,161 1,239 1,310 1,390 1,490 1,571 1,654
Offsetting Receipts -73 -79 -85 -78 -78 -80 -83 -86 -88 -91 -95 -95
Net Interest 241 248 253 261 267 272 279 289 300 312 325 340
Total 1,560 1,632 1,687 1,781 1,877 1,948 2,049 2,145 2,252 2,381 2,492 2,611
On-budget 1,260 1,320 1,363 1,449 1530 1,586 1,670 1,751 1,842 1,952 2,044 2,142
Off-budget® 300 311 324 332 346 362 379 394 411 429 448 469

As a Percentage of GDP
Discretionary?

Defense 3.6 3.4 3.3 3.2 3.2 3.1 3.0 3.0 3.0 2.9 2.9 2.8
Domestic and international 35 3.6 35 34 3.3 3.3 3.2 3.1 3.1 3.0 3.0 3.0

Violent Crime Reduction
Trust Fund c c c 0.1 0.1 0.1 0.1 0.1 0.1 c c c
Unspecified reductions _ 0 _0 -0.2 -0.2 -0.2 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 _C
Subtotal 7.1 7.0 6.6 6.5 6.4 6.3 6.2 6.1 6.0 5.9 5.8 5.8
Mandatory Spending 115 117 119 121 123 123 126 127 128 132 133 134
Offsetting Receipts -1.0 -1.0 -1.0 -0.9 -0.9 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8
Net Interest 3.2 3.2 3.1 3.0 3.0 2.9 2.8 2.8 2.8 2.8 2.7 2.7
Total 208 20.8 206 20.8 209 207 208 208 208 210 211 211
On-budget 168 169 167 169 170 168 169 169 170 173 173 17.3
Off-budget® 4.0 4.0 4.0 3.9 3.9 3.8 3.8 3.8 3.8 3.8 3.8 3.8

SOURCE: Congressional Budget Office.

a. These reductions represent the cuts that would be needed to comply with the statutory cap in 1998 and the effects of those cuts projected into the
future.

b. Social Security and the Postal Service.

c. Less than 0.05 percent of gross domestic product.
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in that final year). At$266 hllion in 1997, defense
outlays are down about 10 percent from those levels in
dollar terms and about one-third in real terms.

The reduction in defense spending over the past
five years can be traced to two major sources: reduc-
tions in persnnel and pstponement of new weapons
purchases. Attrition, early retiment, othewoluntary
incentives, and involuntary seq@ions (caused by base

closures, for example) have reduced the number of
members of the armed services from abouilomin
1991 to 1.5 nflion in 1996. Likewise, for the same
reasons, civilian employment by the Department of De-
fense has declined from a little over 1 million five years
ago to 825,000 today. Such redoss in forces have
enabled the military to retire some older equipment
without replacement. ddn after the turn of the century,
however, large blocks of equipment purchased during

Figure 2-4.
Outlays by Category as a Share of GDP
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SOURCE: Congressional Budget Office.
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the buildup of the earl¥980s vill require refurbishing

or replacement. The end of this procurenfesiiday

may necessitate higher defense spending in the next
decade.

Nondefense Discretionary Spending Even as de-
fense spending generally drifted down as a share of
GDP in the 1960s and 1970s, other disonetry
spending climbed slowly, peaking at 5.2 percent of
GDP in 1980 before its rise was reversed. Today,
nondefense discriehary spending totals about 3.6 per-
cent of GDP, not quite three-fourths of its peak level in
the mid-1970s. Approximately 25 percent of that

spending pays federal employees at nondefense agen-

cies.

Nondefense discretionary spending encompasses a
broad array of federal acities (see Table 2-6). Lead-
ing claimants of the $278illion in expected general-
purpose outlays for 1997 are income secudlyiefly
housing sulidies—and the administrative costs of run-
ning benefit programs ($41llon); education, training,
and social services ($40lllon); transportation ($37
billion); the adnmistration of justice and general activi-
ties such as running the Internal Revenue Service (to-
gether, $29 ition); health research and public health

Table 2-6.
Nondefense Discretionary Spending,
Fiscal Year 1997 (In percent)

Federal Activities Percent
Administration of Justice
and General Government 104
Education and Training 14.2
Health Research and Public Health 8.5
Income Security 14.5
International 6.9
National Resources and Environment 7.8
Space and Science 6.0
Transportation 13.2
Veterans’ Benefits 7.3
Violent Crime Reduction Trust Fund 0.8
Other _10.6
Total 100.0

SOURCE: Congressional Budget Office.

($24 billion); natural resources and environment ($22
billion); veterans' benefits other than direct cash pay-
ments, chiefly medical care ($2@lion); international
programs ($19iblion); and space and sciencgl({ bil-
lion). Speding from the Violent Crime Reduction
Trust Fund is expected to total an additional $2 billion.

Discretionary Spending and the Statutory Caps
Through 1998 Since 1991dollar caps set in the Bud-
get Enforcement Act and the Omnibusdget Recon-
ciliation Act of 1993 (as amendments to the Balanced
Budget Act) have restricted spending for discretionary
programs. In 1991 tbugh 1993, seprate caps ap-
plied to defense, international, and domestic appropria-
tions. Since 1994, argle lid has applied to all three
categories (although a septe cap has been estab-
lished for the VCRTF), thus sharpening the competition
for resources.

Individual caps apply toumget authority and out-
lays. Budget authoritys the basic currency of the ap-
propriation process; it represents the perimsgo
commit funds. That commitment alwayspedes ac-
tual outlays or disbursementswith a short lag for
fast-spending activities such aeeetng payrolls or di-
rectly providing services, and a longer lag for slow-
spending activities such as the pracuent of weapons
or other complex items. Because the caps limit both
budget authority and outlays, the more stringent one
prevails. In 1992 tlough 1995, appropriatorsofind
the outlay cap more difficult to satisfy, and budget au-
thority was therefore billions of dollars under its limit.
In 1996, the caps were not really an issue; appropria-
tions were well below the statutory limitations.

In 1997, hough, the appropriators boosted budget
authority $12 Blion above its1996 level. Much of the
outlays resulting from the increased budget authority
are offset in 1997 by one-timeaepts from recapitaliz-
ing deposit insuranceufids and from auctioning elec-
tromagnetic spectrum. The effect of increased appro-
priations in 1997 vt cause the caps to pinch hard in
1998, however. Both budget authority and outlays nec-
essary to preserve discretionary resources at their real
1997 level are expected tooeed their respective caps
(see Table 2-7). Freezing discretionary budget author-
ity at the 1997 level wuld bring thel998 total in at
$509 hllion, well below the statutory cap; however,
such a freeze on spending at 897 level would
leave 1998 outlays $4llion above the outlay cap.
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Table 2-7.
How Tight Are the Discretionary Caps in 1998? (By fiscal year, in b illions of dollars)
Comparison of Statutory Comparison of Statutory
Caps with Amount Needed Caps with Amount Needed
to Preserve Real Resources to Freeze Dollar Resources
at 1997 Level at 1997 Level
Budget Authority
1998 Statutory Cap Level 527 527
Projected Amounts
Defense 273 266
Domestic and International 252 239
Violent Crime Reduction Trust Fund 5 _5
Total 530 509
Amount over or under (-) caps 4 -17
Outlays
1998 Statutory Cap Level 543 543
Projected Amounts
Defense 270 265
Domestic and International 285 279
Violent Crime Reduction Trust Fund _3 _3
Total 559 547
Amount over or under (-) caps 15 4

SOURCE: Congressional Budget Office.

NOTES: The amount needed to preserve 1997 real resources includes an adjustment for inflation of about 3 percent in 1998. The amount needed
to freeze 1997 resources includes no adjustment for inflation. There are no discretionary caps after 1998.

Discretionary Programs After 1998 The discretion- years). If discrébnary spending had grown in step
ary caps expire after 1998, at whiabirg such spend- with inflation after1991, it would have reachefi632

ing will have been more or less frozen for eight years.  billion in 1997 rather than the $547lion projected
(See Appendix B for a discussion of procedural con- for this year.

straints on the budget.) The outlook for the deficit after

1998 hinges on annual appropriations and what, if any- CBO's baseline assumes compliance with the statu-
thing, isdone in the future with caps on discretionary  tory caps throughl998. If discrdbnary spending

spending.

keeps pace with inflation thereafter, the deficit would
climb to $278 blion in 2007 (see Table 2-8). As a

The caps on discretionary spending appear to have percentage of GDP, the deficit would rise from 1.6 per-
played a key role in controlling the deficit, although

adhering to the caps was made easier by the end of the

1. [Ifdiscretionary spending was inflated starting in 1998, without regard

Cold War, thereby endibg defense programs to bear to the statutory cap still in effect, the deficit would$de86 killion in
the brunt of any necessary reductions (see Box 2-1 for a 1998, $162 Hion in 1999, $189 Hiion in 2000, $177 Hiion in
discussion of the decline in the deficit over the past four

2001 and $201ilion in 2002.
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Box 2-1.
Declining Deficits: 1992-1996

The deficit has declined dramatically over the past four only 2.5 percent. During the four-year period, discretipn-
years, falling from $290ilion in 1992 to $107 in 1996 ary programs fluctuated arou$$40 hllion a year, al-
(see table). That 63 percent drop has been achieved by though spending on nondefense programs rose by 15 per-
rapidly rising revenues in conjunction with only moderate cent at the same time that defense spending dropped by 12
growth in outlays. percent.

Revenues grew 33 percent between 1992 to 1996 in The patterns of the past four years illustrate the chal-
dollar terms; as a percentage of GDP, revenues jumped lenges that lie ahead in further reducing the deficit. Evgn in
from 17.7 percent to 19.4 percent. Recovery from the re- the context of healthy revenue growth, moderate increpses
cession of the early 1990s and continuingnenic expan- in mandatory spending, and a near freeze on discretignary
sion, combined with tax rate increases in the Omnibus outlays since 1992, the federaldget is still in deficit by
Budget Reconciliation Acts af990 and 1993, helped more than $100ilion. Taming the rapid growth in fedt
boost corporate income tax receipts by 71 percent and indi- eral health care programs will be necessary to achieveg any
vidual income tax receipts by 38 percent over the four-year lasting budgetary equilibrium.
period. That growth dwarfed increases in outlays for pro-
grams other than Medicare and Medicaid. In total, outlays Balancing the budget may also require some luck{ A
rose only 13 percent over the period, mirroring a similar  downturn in the economy could sharply reduce revgnue
growth in the rate of inflation. Medicare and Medicaid growth and require more spending on entitlements. Con-
continued their rapid rates of growth during that time (48  flict elsewhere in the world could force an increase in|de-
percent and 36 percent, respectively). But other mandatory fense spending. And an unforeseen shock to the gredit
programs, such as Food Stamps and unemployment insur- markets could boost payments for interest on the public
ance, restrained by the upswing in the business cycle, grew debt. Continuing the favorable trends of the past four years

by will not be easy.
Federal Revenues, Outlays, and Deficits for Fiscal Years 1992-1996 (Inb illions of dollars)
Change 1992 to 1996
1992 1993 1994 1995 1996 Dollars Percent
Revenues
Individual income taxes 476 510 543 590 656 180 379
Corporate income taxes 100 118 140 157 172 72 71.4
Social insurance taxes 414 428 461 484 509 96 23.1
Other 101 98 113 123 115 15 14.5
Total 1,090 1,154 1,258 1,352 1,453 362 33.2
Outlays
Discretionary
Defense 303 292 282 274 266 -36 -11.9
Nondefense 232 249 262 272 267 35 15.1
Subtotal 534 541 544 546 533 -1 -0.2
Mandatory
Social Security 285 302 317 333 347 62 21.7
Medicare 129 143 160 177 191 62 47.8
Medicaid 68 76 82 89 92 24 35.6
Deposit insurance 3 -28 -8 -18 -8 -11 -420.9
Other mandatory 231 243 232 237 237 _6 25
Subtotal 716 736 783 818 859 143 19.9
Offsetting receipts -69 -67 -69 -80 -73 -4 5.4
Net interest 199 199 203 232 241 41 20.7
Total 1,381 1,409 1,461 1,516 1,560 179 13.0
Deficit 290 255 203 164 107 -183 -63.1

SOURCE: Congressional Budget Office.




34 THE ECONOMIC AND BUDGET OUTLOOK: FISCAL YEARS

1998-2007 January 1997

centin 1997 to 2.2 percent in 2007. Disicreary pro-
grams themselves would not absorb a growing share of
GDP. Because they would grow no faster than infla-
tion, they would actually shrink in relation to GDP. But
they would not shrink enough to offset trends in manda-
tory spending, interest, and revenues that tug in the op-
posite direction.

Alternatively, policymakers could opt to keep dis-
cretionary spending frozen at the level of 1868 cap.
That would allow the deficit to drop to just 0.4 percent
of GDP by 2007. The imprewment in the deficit,

though, would come at the price of steady reductions in
the activities and services funded by those appropria-
tions.

Entitlements and Mandatory Programs

More than half of the $1.6 trillion in federal spending

goes for entitlements and mandatory programs (other
than net interest). If current policies remain unchanged,
mandatory spending will be twice as large as discretion-
ary spending by 2002. Mandatory programs make pay-

Table 2-8.

Two Scenarios for Discretionary Spending and the Deficit (By fiscal year)

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Baseline Projections with Inflation in Discretionary Programs After 1998
Revenues 1,507 1,567 1,634 1,705 1,781 1,860 1,943 2,033 2,127 2,227 2,333
Outlays
Discretionary 547 543 561 578 595 613 631 650 670 691 713
Net interest 248 253 261 267 272 279 289 300 312 325 340
All other 836 890 959 1,032 1,081 1,156 1,224 1,302 1,399 1476 1,558
Total 1,632 1,687 1,781 1,877 1,948 2,049 2,145 2,252 2,381 2,492 2,611
Deficit 124 120 147 171 167 188 202 219 254 266 278
Deficit as a Percentage of GDP 1.6 15 1.7 1.9 1.8 1.9 2.0 2.0 2.2 2.2 2.2
Baseline Projections Without Inflation in Discretionary Programs After 1998
Revenues 1,507 1,567 1,634 1,705 1,781 1,860 1,943 2,033 2,127 2,227 2,333
Outlays
Discretionary 547 543 542 542 535 535 534 533 535 532 530
Net interest 248 253 261 265 267 270 275 279 282 285 288
All other 836 890 959 1,032 1,081 1,156 1,224 1,302 1,399 1476 1,558
Total 1632 1,687 1,761 1,839 1,883 1,962 2,033 2,114 2,216 2,294 2,376
Deficit 124 120 128 134 102 101 89 81 89 67 44
Deficit as a Percentage of GDP 1.6 15 15 15 1.1 1.0 0.9 0.7 0.8 0.6 0.4

SOURCE: Congressional Budget Office.

NOTE: Caps on discretionary spending are set by law through 1998. The first scenario assumes that discretionary spending complies with the caps
through 1998 and grows at the rate of inflation thereafter. The second assumes that discretionary spending complies with the caps through

1998 and is frozen thereafter.
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ments to recipiemsusually people, but sometimes
businesses, not-for-profit institutions, or state and local
governments-that are eligible and apply for funds.
Payments are governed by formulas set by law and are
not constrained by annual appropriation bills.

The Balanced Budget Act lumps mandatory pro-
grams (other than Social Security) together with re-
ceipts and subjects them to pay-as-you-go discipline;
that is, liberalizations in those programs must be
funded by cutbacks in other mandatory spending or by
increases in taxes or fees. (Similarly, tax cuts must be
offset by tax increases or reductions in mandatory
spending.) Violation of the pay-as-you-go rules will
trigger a sequestratieran across-the-board reduction
in spending authorittto ensure that the deficit is not
increased. Social Security has its own set of procedural
safeguards, which the Congress established to prevent
policy actions that would worsen the long-run condition
of the trust funds.

Less than one-fourth of entitlements and mandatory
spending-approximately one-eighth of all federal
spending-is means-tested; that is, paid to people who
must document their need on the basis of income or
assets (and often other criteria, such as family status).
The remainder, led by the government's bigestént-
related programs, have no such requirements and are
labeled non-means-tested.

Means-Tested Programs Medicaid, the joint federal
and state program providing medical care to many of
the poor, makes up about half of means-tested entitle-
ments. CBO projects that federal outlays for Medicaid
will grow from $92 hilion in 1996 to $216 iflion in
2007an average annual growth rate of 8 percent (see
Table 2-9). Spending for medical assistance payments
is projected to rise from $79llon in 1996 to $186
billion, and spending for payments to hospitals that
serve a disproportionate share of poor peeple
so-called DSH paymentds estimated to rise from $9
billion in 1996 to almos$20 kllion in 2007. Adninis-
trative expenses account for the rest of the program's
spending.

The growth in Medicaid has subsided from the sky-
high rates of the earli@90s. Speding for the Medic-
aid program jumped between 20 percent and 30 percent
a year from 1990 tough1992, but its growtheteler-
ated to an average of about 10 percent from 1993

through1995 and to just 3.3 percent in 1996 (see Fig-
ure 2-5). The surge in the program was fueled primar-
ily by two factors: the states' use of provider donations
and taxes and intragovernmental transfers that gener-
ated federal matching funds to disproportionate share
hospitals. States also shifted services that were previ-
ously funded solely at the state level into the Medicaid
program. Both of these factors made states better off
because they were able to gain access to federal match-
ing funds without committing any new state resources.
Other factors that contributed to the growth of Medic-
aid in the early 1990s were federally legislated as well
as state-initiated enrollment expansions (especially for
coverage of poor children and low income Medicare
beneficiaries), the recession @P90-1991, and in-
creased provider payment rates.

Last year's low growth rate, one of the smallest an-
nual increases since Medicaid started in 1965, may be
attributed in part to general uncertainty about the out-
come of proposals to reform the program as well as to
states' efforts to maximize their share of any new sys-
tem. (Anticipating proposals for a Medicaid block
grant, a state could have increased the base on which its
future federal funding would have been computed by
shifting some spending frod996 to 1995.) That un-
certainty contributed to an erratic spléng pattern; fed-
eral expenditures did not increase at all abova 949&

Figure 2-5.
Rate of Growth in Medicaid Outlays
from Previous Fiscal Year
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Table 2-9.
CBO Baseline Projections for Mandatory Spending, Including Deposit Insurance
(By fiscal year, in b illions of dollars)

Actual
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Means-Tested Programs

Medicaid 92 99 105 114 123 133 144 156 169 183 199 216
Food Stamps? 25 25 25 27 28 29 29 30 31 32 33 34
Supplemental Security
Income 24 28 26 28 32 29 34 36 39 45 44 43
Family Support 18 19 20 21 21 22 22 22 22 23 23 23
Veterans' Pensions 3 3 3 3 3 3 3 3 3 4 3 3
Child Nutrition 8 8 8 9 9 10 10 11 11 12 12 13
Earned Income Tax Credit 19 21 22 22 23 24 25 26 27 28 29 30
Student Loans 4 3 3 3 3 4 4 4 4 4 4 5
Other 4 _4 _4 _S5 _S5 _6 _6 _1¢ _1 _1 _8 _8
Total 196 208 217 232 249 259 277 295 314 338 356 375
Non-Means-Tested Programs
Social Security 347 364 381 400 420 441 464 487 513 539 568 599
Medicare” 191 209 227 248 273 286 314 339 368 410 _438 _464
Subtotal 538 573 608 648 693 726 777 827 881 949 1,005 1,063
Other Retirement
and Disability
Federal civilian® 44 46 49 51 54 57 60 63 67 71 75 79
Military 29 30 31 32 33 34 35 37 38 39 40 42
Other -5 _5%5 _&5 _5 _&65 _5 _5 _5 _5 _5 _5 _>»5
Subtotal 77 81 84 88 92 96 100 105 110 115 121 126
Unemployment
Compensation 22 23 24 26 28 29 30 32 33 34 36 37
Deposit Insurance -8 -12 -4 -3 -1 d d -1 -1 -1 -1 -1
Other Programs
Veterans' benefits® 17 19 20 21 23 20 22 23 23 25 24 23
Farm Price Supports 5 6 7 7 7 5 5 5 5 5 5 5
Social services 5 5 5 5 6 6 6 6 6 6 6 6
Credit reform
liquidating accounts -9 -7 -7 -7 -7 -6 -6 -6 -6 -7 -7 -7
Other' 14 19 21 19 22 26 27 25 25 25 25 26
Subtotal 33 42 46 46 50 51 54 52 53 55 54 53
Total 662 707 758 805 861 902 962 1,015 1,076 1,152 1,215 1,278
Total
All Mandatory Spending 859 916 976 1,037 1,110 1,161 1,239 1,310 1,390 1,490 1,571 1,654

SOURCE: Congressional Budget Office.

NOTE: Spending for benefit programs shown above generally excludes administrative costs, which are discretionary.
Includes nutrition assistance to Puerto Rico.

Spending for Medicare excludes premiums, which are considered offsetting receipts.

Includes Civil Service, Foreign Service, Coast Guard, other retirement programs, and annuitants' health benefits.
Less than $500 million.

Includes veterans compensation, readjustment benefits, life insurance, and housing programs.

Includes the Universal Service Fund.

~poooTp
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level during the first half of 1996, but grew at amaal
rate of more than 6 percent during the second half of
the year.

CBO's Medicaid projection reflects a continuation
of relatively low rates of growth in the near term and
somewhat higher rates aft@002, as pressures for
higher spendingeemerge. These pressures come from
several directions. First, CBO believes that savings
from expanding enroliment in managed care are not
likely to be large in théong run. Current fee-for-ser-
vice reimbursement rates are already low, and the bene-
ficiaries being moved into managed care account for
only about one-third of Medicaid spending. It will be
difficult to develop appropriate and cost-saving models
of managed care for elderly and disabled beneficiaries
(particularly those in long-term care) who account for
the bulk of Medicaid expenditures. Second, states still
have the ability to secure additional federal funds at no
expense to themselves by utilizing Medicaid maximiza-
tion techniques or intergovernmental transfers. Finally,
pressures for increased utilization of services continue
in a number of areas, including noninstitutional long-
term care, prescription drugs, and other acute care ser-
vices.

A growth rate of 8 percent a year in Medicaid falls
within a range of plausible outcomes. In tight of
experience, one might project that growth in Medicaid
spending could eeed 10 percent a year. It seems less
likely, however, that Medicaidotild maintain growth
rates of less than 6 percent a year in the long run.

Many of the other means-tested programs were af-
fected by the welfare reform legistat that the Con-
gress passed in 1996. Growth rates in programs such
as Food Stamps, Supplemental Security Income, and
Family Support have been somewhat mitigated either
by being turned into block grants to states or by restric-
tive new provisions on benefits. Nevertheless, SSI pay-
ments will nearly double and outlays for Food Stamps
will grow by one-third by2007. Growth in 1997 in the
refundable portion of the earned income credit (EIC) is
influenced by the final phase-in of benefit increases
stemming fromL993 legislabn; over the longer term,
the indexing of certain guidelines for program eligibil-
ity and the increase in the population of eligible work-
ers accounts for growth that kghtly faster than infla-
tion. Although the EIC is a provision of the tax code,

direct payments to recipients who otherwise owe no
taxes are treated as outlays because they are equivalent
to benefit payments. Those direct payments account
for more than 80 percent of the EIC's total cost.

One program categorized as means-tesséadent
loans—fits somewhat uneasily into that category. The
student loan program is making oragante@ng ever-
larger volumes of loans (estimated $28 hllion in
1997, $37 Blion in 2002, and $47illion in 2007). A
large portion of that volureeapproximately 40 per-
cent—goes to students or parents who may borrow re-
gardless of income or assets. Since 198@ler the
reformed accounting for credit programs mandated by
the Budget Enfarement Act, the outlays for new loans
that are recorded in the budget have not represented
annual cash flows. Instead, they have represented the
estimated long-run loss to the government from subsi-
dizing interest charges, defaults, and other expected
costs over the lifetime of the loans. That is why the
student loan program shows cost®oly $3 billion to
$5 billion a year. Those sts are primarily associated
with students and parents who satisfy the income and
asset tests. Albugh all borrowers have some propen-
sity to default and all enjoy such benefits as caps on
interest rates, only the subset of low-income borrowers
gualifies for one of the most attractive and costly fea-
tures of the programan interest-free period while the
student remains in school.

Non-Means-Tested Programs The Social Security,
Medicare, and other retirement and disgtprograms
dominate non-means-tested entitents. Social Secu-
rity is the largest federal program by far, with expected
expenditures 0$364 hllion in 1997. Most Social Se-
curity beneficiaries, who currently number nearly 44
million and are expected to increase to almost 51 mil-
lion in 2007, also patrticipate in Medicare.

Although Social Security is the larger program,
Medicare has grown much faster despite repeated ef-
forts to rein in its costs. Over the past decade, Medi-
care grew by an average of 10 percent a year compared
with Social Security's 6 percent; for the next decade,
Medicare is projected to grow by an average of 9 per-
cent a year and Social Security by 5 percent. The share
of the economy devoted to Social Security will remain
fairly constant over that perieeat about 4.7 percent of
GDP; Medicare's share will increase by a full percent-
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The Telecommunications Act of 1996 requires the Fed-
eral Communications Commission (FCC) to adopt poli-
cies by May 1997 ensuring universakess to telecom-
munications services. Currently, universal access to
telephone servieecalled universal serviegls pro-
vided through various types of subsidies flowing to local
telephone companies from other local telephone and
long distance carriers. Telegne companies also subsi-
dize their high-cost customers internally by charging
high-and low-cost customers approximately the same
rates, so that the excess amount paid by low-cost cus-
tomers makes up for the loss in providing service to
high-cost customers. The Congressional Budget Office
(CBO) expects the FCC to replace this current patch-
work of subsidies with an explicit support system.

All interstate telecommunications carriexdll be
required to contribute to the new universal service fund.
Carriersthat provide telecommunications services to
high-cost areas, low-income people, schools, libraries,
and nonprofit, rural health care providers would be eli-
gible to receive support from the fund. CBO expects
the universal service fund to be administered by a neu-
tral third party appointed by the FCC.

The cash flows from the universal service fund ap-
pear in the budget as governmental receipts and direct
spending because payments between companies are

Box 2-2.
Universal Telephone Service

made as a result of the exercise of the sovereign powg
of the federal government, not as normal business trans-
actions between companieSurrently, only cash flows
that result from FCC rules that predate the Telecommu
nications Act of 1996 are recorded on th&ldet. As
the universal service fund provisions are put into placs,
CBO projectghat the receipts and outlays from the uni-
versal service fund will rise from $1.4 billion 1997 to

$13.1 lillion in 2007. Those figures represent primarily
subsidies flowing from low-cost areas to high-cost area
that are currently in place. Therefore, they do not for th
most part depict new transfers of income among tele
communications producers and consumers. Providin
nonprofit rural health care providers, elementary ang
secondary schools, and libraries with affordable acceq
to advanced telecommunications (entities that were ng
covered before the Telecommunications Act) is ex{
pected to account for about $2 billion of those outlay
each year after the turn of the century.

=g wm

— O

Although revenues coming into the fund are ex-
pected to equal spending out of the fund so that the
overall effect is deficit neutral, there is considerable un
certainty about the actual size of those flows. In May
the FCC will issue regulatory guidelines that will clarify
the situation and perhaps lead to a substantial change
CBO's estimates of Universal Service fund activity.

n

age point, from 2.7 percent to 3.7 percent of GDP.
(See Appendix G for a more comprehensive discussion
of CBO's Medicare projections.)

Other retirement and disiéity programs, totaling
$81 hllion in 1997, anount to less than one-fourth the
size of Social Security. They are dominated by benefits
for the federal government's civilian and military retir-
ees and Railroad Retirement, and are expected to grow
slightly faster than inflation.

Spending for both unemployment compensation
and deposit insurance has declined from thsterhat
it reached in the early 1990s. Outlays for unemploy-
ment compensation peaked$&7 hllion in 1992 and
are now less than two-thirds as large. They are ex-

pected to grow moderately in future years because of
growth in wages and the labor force. Outlays for de-
posit insurance reached their pinnacl&6 bllion in
1991 and are expected to baligible once the Bank
Insurance Fund and Savings Association Insurance
Fund are recapitalized.

Other non-means-tested emtitlents encompass a
diverse set of programs, mainly veterans' bendééits)
price supports, certain social service grants to the
states, and the Universal Service Fund, which was
broadened by provisions in the telecommunications
reform bill. (See Box 2-2 for an explanation of the
Universal Service Fund.) That category will total $42
billion in 1997 and ¥ grow at about the same rate as
inflation throughout the projection period.
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Table 2-10.
Sources of Growth in Mandatory Spending (By fiscal year, in b illions of dollars)
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Estimated Spending for Base Year 1997 916 916 916 916 916 916 916 916 916 916
Sources of Growth
Increases in caseload 7 19 32 44 57 70 84 99 116 135
Automatic increases in benefits
Cost-of-living adjustments 10 25 41 57 74 92 109 129 148 167
Other? 9 18 26 35 43 53 64 77 91 106
Other increases in benefits
Increases in Medicare and Medicaid® 16 34 54 74 98 123 150 181 213 246
Growth in Social Security® 5 8 11 15 21 26 33 40 47 56
Irregular number of benefit payments® 0 0 8 -8 0 0 0 14 1 -16
Change in outlays for deposit insurance 7 9 10 11 11 11 11 11 10 10
Remaining sources of growth _6 _ 8 11 17 _20 _20 23 24 28 32
Total 60 121 194 245 324 395 474 575 655 738
Projected Spending 976 1,037 1,110 1,161 1,239 1,310 1,390 1,490 1,571 1,654

SOURCE: Congressional Budget Office.

a
formulas specified by law.

All growth not attributed to caseloads and cost-of-living adjustments.

Automatic increases in Food Stamp and child nutrition benefits, certain Medicare reimbursement rates, and the earned income credit under

All growth not attributed to caseloads and automatic increases in reimbursement rates.

Represents baseline differences attributable to assumptions about the number of benefit checks that will be issued in a fiscal year. Supplemental

Security Income, veterans' benefits, and Medicare payments to health maintenance organizations will pay 11 months of benefits in 2001 and 2007,

13in 2000 and 2005, and 12 in other years.

Why Does Mandatory Spending Increase Spend-
ing for entitements and mandatory programs as a
whole has more thatloubled during the past decade,
rising faster than both nominal growth in the economy
and the rate of inflation. Such rapid growth has
prompted examinations of ways to curtagts Some
analysts favor a formula-based approach for curbing
growth—for example, simply limiting annual growth in
outlays to the sum of growth in caseloads plus inflation
and enforcing the limit through across-the-board cut-
backs? Such an approach, however, does not specifi-
cally reexamine the justification for each program or
probe why some appear to be growing dispropor-
tionately.

2. Congressional Budget Officklandatory Spending Control Mecha-

nisms CBO Paper (February 1996).

Why does mandatory spending grow as fast as it
does in the baseline? One convenient way of analyzing
such growth is to break it down by its major causes.
That analysis shows that greater utilization of medical
services, automatic increases in benefits, and rising
caseloads will account for more than 85 percent of the
growth in entitlements and other mandatory programs
between 1997 and 2007.

Mounting caseloads account for only about one-
fifth of the growth in entitlement programs. Compared
with this year's outlays, spending will increase as a re-
sult of higher caseloads by $7 billion1i898 and $135
billion in 2007 (see Table 2-10). The majority of that
growth is concentrated in the Social Security and Medi-
care programs and is traceable to continued growth in
the population of elderly and disabled people. Much of
the rest is in Medicaid. Among those three programs,
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growth in caseloads alone tse outlays by at least 15
percent apiece ding the1998-2007 peaod.

Automatic increases in benefits aoat for more
than one-third of the growth in entitlement programs.
All of the major retiement programs grant automatic
cost-of-living adjustments (COLAS) to their beneficia-
ries. Those adjustments, which are pegged to the con-
sumer price index, are expected to average approxi-
mately 3 percent a year through07. In 1997, out-
lays for programs with COLAs are nearii§00 bil-
lion, and COLAs are expected to add an et bil-
lion in 1998 and $167illion in 2007. Fecent sidies
have suggested that the consumer price index overesti-
mates the increase in the cost of living. Box 2-3 illus-
trates the budgetary effect of rethgcthe cost-of-living
adjustment.

Several other programshiefly the earned income
credit, Food Stamps, and Medicai@re also automati-
cally indexed to changes in prices. The income thresh-
olds above which the EIC bims to be phased out are
automatically adjusted for inflation using the consumer
price index. The Food Stamp program makes annual
adjustments to its benefit payments according to
changes in the Department of Agriculture's Thrifty
Food Plan index. Medicare's payments wvjfers are
based in part on special price indexes for the medical
sector. The combined effect of indexing for these pro-
grams contributes an extra $9 billion in outlay4 #98
and $106 Hlion in 2007.

Medicaid is the only major entitinent program
that is not automatically indexed for inflation at the
federal level. Medicaid payments to providers are de-

The consumeprice index (CPI), comiled by the Bureau
of Labor Statistics, has come under fieeenty for over-
statirg charges in the cost of livig. By desgn, the CPI
measures thprice of a fixed market basket gbods and
services over apecific time period (the current market
basket is based on suygeof householgurchases durin
the 1982-1984eriod). The rg¥ponse of consumers to
price chames is therefore not taken into account in the
measurement. In addition, cly@s inquality may not be
accuratef measured, neyroducts are often not included
in the market basket until Igrafter beirg introduced, and
for technical reasons the construction of the CB/ ima
part an ypward bias to the measure.

Because the CPI determines the size of the cost-of-
living adustment madeyba number of federal benefito-
grams and is also used tojast elements of the tax code,
the budet can be substantiglaffected ly ary significant
overstatement in its calculation. Concern over bias in the
inflation measurgronpted the Senate Committee on Fi-
nance to ppoint a panel of economists, known as the
Boskin Commission, to stydhe issue. Accordmto the
Commission's faort, the CPI my overstate the increase in
the cost of livirg by 0.8 to 1.6percentge points ayear:

Although economistgyeneraly seem to gree with
the Boskin Commission that the CPI ggerates increases

1. See Advisory Commission to Study the Consumer Price Index,
Toward a More Accurate Measure of the Cost of Li\iDg-
cember 41996).

Box 2-3.
Budgetary Effects of Potential Overstatements in the Consumer Price Index

in the cost of liviy, there is no consensus about exactl
how much. Some invegttors ague that the bias is even
greater than 1.@ercentge points; others believe that the
bias is vey small. For illustrativepurposes, then, CBO
has estimated the effect on cash bemefigrams and reve-
nues if chages in procedures for measudnthe CPI
caused it tagrow at a slower rate of flercentge point
(see table at ght).

Social Securit accounts for almost thregrarters of
the effect on indexed federal oytka By 2007, a reduc-
tion of 1 percentage point eachyear in the CPI would de-
crease benefipayments ly $45 billion in thatprogram
alone. Other benefiayments forprograms such as civil
service retirement and gplemental secunt income
would be $19 billion lower in 2007.

Revenues would bgreater becauggersonal income
tax brackets, theersonal exemption, and the standard
deduction are indexed to the CPI. If the QRIws at a
slower pace, brackets would movep less raidly and a
greater percentge of total income would be taxed at
higher maginal rates. B 2007, the lower CPI calculation
would boost revenuesyt$44 billion. Lowerimg the pro-
jected tax brackets would also lead to reductions in out-
lays for the earned income credit.

Interest savigs resultig from increased revenues and
decreased outja would add another $32 billion in sav-
ings in 2007. B thatyear, the deficit would be $140 bil-
lion smaller if the CPI hagrown 1 percentge point a
year slower.
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termined by the states and the federal government
matches those payments. If states increase payments,
federal payments will rise. (Higher payments to states

are treated a%other’ increases in Table 2-10.)

Another 40 percent of the growth in erditient

spending stems from increases that cannot be attributed
to growth in caseloads or automatic adjustments in re-
imbursements. Those sources of growth are expected
to become even more important over time. First, Med-
icaid spending grows with inflation even though it is
not formally indexed (as discussed above). Second, the

health programs have faced steadily risingtemer

participant; that trend, which is often termed an in-
crease in "intensity," reflects the consumption of more

services per participant and the increasing use of more
costly procedures. The residual growth in Medicare
and Medicaid will amount t$16 hllion in 1998 and
$246 Hllion in 2007.

In most retirement programs, the average benefit
grows faster than the COLA alone would explain. So-
cial Security is a prime example. Because new retirees
have more recent edngs that have been bolstered by
real wage growth, their benefits generally exceed the
monthly check of a long-time retiree who last earned a
salary a decade or two ago and has been receiving only
cost-offiving adjustments since then. And because
more women are working, more new retireeseive
benefits based on their own earnings rather than a

Change in Deficit if Changes in Procedures for Measuring the CPI

Caused it to be Reduced by 1 Percentage Point (By fiscal year, in b illions of dollars)
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Change in Revenues -1.9 -6.0 -10.5 -13.9 -18.9 -24.1 -28.0 -33.0 -38.5 -44.2
Change in Outlays
Social Security -2.8 -6.6 -10.7 -14.9 -19.4 -24.0 -28.7 -33.7 -39.0 -44.6
Railroad Retirement a -0.1 -0.2 -0.2 -0.3 -0.4 -0.4 -0.4 -0.5 -0.6
Supplemental Security Income  -0.2 -0.5 -0.9 -1.0 -1.5 -2.0 -2.5 -3.3 -3.7 -4.0
Civil Service Retirement -0.3 -0.8 -1.2 -1.7 -2.2 -2.7 -3.3 -3.9 -4.5 -5.1
Military Retirement -0.2 -0.5 -0.9 -1.2 -1.6 -2.0 2.4 -2.8 -3.3 -3.8
Veterans’ Compensation
and Pensions -0.1 -0.3 -0.6 -0.7 -1.0 -1.2 -1.5 -1.8 -2.0 -2.0
Earned Income Credit a -0.5 -1.2 -1.9 -2.5 -3.3 -4.1 -4.8 -5.7 -6.6
Other® a a -0.1 -0.1 -0.1 -0.1 -0.1 -0.2 -0.2 -0.2
Offsets® _a 0.2 0.5 0.7 1.0 1.3 1.7 2.1 2.4 2.9
Subtotal -3.7 -9.2 -15.2 211 -27.6 -34.3 -41.2 -48.9 -56.3 -63.9
Debt Service -0.2 -0.8 -2.0 -3.8 -6.3 -9.7 -13.8 -18.9 -24.9 -32.0
Change in Deficit -5.8 -16.0 -27.7 -38.8 -52.8 -68.1 -83.0 -100.8 -119.7 -140.1

SOURCE: Congressional Budget Office.
NOTE: Revenue increases are shown with a negative sign because they reduce the deficit.
a

b.

Less than $500 million.

Foreign Service retirement, Public Health Service retirement, Coast Guard retirement, and worker's compensation for federal

employees.

Food stamps, Medicare, and Medicaid.
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smaller, spouse's benefit. In Social Security alone, such

phenomena are estimated to add $5 billioh988 and

$56 Hllion in 2007.

Depending on calendar flukes, Sugrpental Secu-

rity Income, veterans' compensation and pensions, and
Medicare (payments to HMOs only) may pay 11, 12, or
13 monthly checks in a fiscal year. See p. 19 for an

explanation of timing of payment shifts.

Most of the remaining growth in benefit programs

stems from rising benefits for new retirees in the civil

service, military, and Railroad Retinent programs

(fundamentally the same phenomenon as in Social Se-
curity); larger average benefits in unemployment com-

pensation, a program that lacks an explicit COLA pro-

vision but pays amounts that are automatically linked to
the recent earnings of its beneficiaries; a reduction in
net income to bank and thrift insurance funds; and other
sources. All of those factors together, however, con-
tribute just $42 Hion of the total$738 lillion increase

in mandatory spending betwe®97 and 2007.

Offsetting Receipts

Offsetting recegits are income that tlgvernment re-
cords as negative spending. Thoseepts are either
intragovernmental (reflecting payments from one part
of the federal government to another) or proprietary

Table 2-11.

CBO Projections of Offsetting Receipts (By fiscal year, in b

illions of dollars)

Actual
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Employer Share of
Employee Retirement
Social Security -6 -6 -7 -7 -8 -9 -9 -10 -11 -12 -13 -13
Military Retirement -11 -11 -11 -11 -11 -11 -11 -11 -12 -12 -12 -12
Other® 6 16 A7 A7 A8 A8 A9 20 21 22 23 20
Subtotal -34 -34 -34 -35 -36 -38 -40 -41 -43 -45 -47 -46
Medicare Premiums -20 -20 -21 -22 -23 -24 -26 -27 -28 -29 -31 -32
Energy-Related Receipts® -6 -5 -5 -5 -5 -5 -5 -5 -5 -5 -5 -5
Natural Resources-Related
Receipts® -3 -3 -3 -3 -3 -3 -3 -3 -3 -3 -3 -3
Electromagnetic Spectrum
Auctions d -7 -9 -4 -1 d 0 0 0 0 0 0
Other® 210 10 A3 -9 -9 A0 10 :10 =8 =8 -9 -9
Total -73 -79 -85 -78 -78 -80 -83 -86 -88 -91 -95 -95

SOURCE: Congressional Budget Office.

a. Primarily received by Civil Service Retirement.

b. Includes proceeds from sales of power, various fees, and receipts from the naval petroleum reserves and Outer Continental Shelf.

c. Includes timber and mineral receipts and various user fees.

d. Less than $500 million.

e. Includes asset sales.
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(reflecting voluntary payments from the public in ex-
change for goods or services).

A decision to collect more (or less) in offsetting
receipts usually requires a change in the laws generat-
ing such collections. Thus, offsettingcepts resemble
mandatory spending and revenues, and are also subject
to the pay-as-you-go discipline, rather than discretion-
ary appropriations.

Intrabudgetary transfers that represent agencies'
contribuions to their employees' ratiment plan ac-
count for more than 40 percent of offsettiegepts, a
share that is expected to grow to nearly 50 percent by
2007 (see Table 2-11). Those contribug are paid
primarily to the trust funds for Social Security, Hospital
Insurance, Military Retement, and @il Service Re-
tirement. Some contribioh rates are set by statute;
others are determined by actuaries. Agencies are re-
quired to pay for the retirement contrilmuts of their
employees in much the same way that they pay for
other elements of their employees' compeaosatFu-
ture retirement benefits are an important part of current
compensation for the government's 4.3 million military,
civilian, and postal employees. Thedget treats those
retirement contribuibns as part of agency budgets and
handles the deposits in retiremeunhds as offsetting
receipts. Those transfers thus wash out in tiugét-
ary totals, leaving only the funds' disbemsents—for
retirement benefits and adhistrative costs-reflected
in total outlays.

The largest proprietary receipt that tfevernment
collects is made up of premiums from the 36 million
people who enroll in Supg@inentary Medical Insurance
(SMI, or Part B of Medicare), which primarily covers
physician and outpatient services. Premium collections
from the elderly and disabled are estimated to grow
from $20 Hhilion in 1997 to $32 Hlion in 2007, as the
monthly charge climbs from $43.80 to $59.70. Premi-
ums are set to cover one-quarter of the costs of SMI
through1998. After 1998, premiumsilincrease at
the same rate as the cost-of-living adjustment provided
to Social Security beneficiaries, and the share of costs
paid by beneficiaries will fall.

Other proprietary regeis come mostly from
charges for energy, minerals, and timber and from vari-
ous fees levied on users of government property or ser-
vices. A relatively new enteyrecepts from the Fed-

eral Communicéans Commission's auction of portions

of the electromagnetic spectrum for use by telecommu-
nications companiesis expected to bring in $7 billion

in 1997, $9 Blion in 1998, and another $5illmn
thereafter. Those reqs, which can be paid over time,
are recorded on a net present-value basis pursuant to
the Credit Reform Act of 1990.

Net Interest

Interest costs are agsificant portion of the federal
budget, currently representing 15 percent of all federal
outlays. Under CBO's assumption of stable interest
rates throughout the projection period and assuming
that discretionary spending rises with inflation, interest
payments will decline to 13 percent of the budget by
2007. Indollar terms, net interest will rise fro241
billion in 1996 and increase stbly to an expected
level of $340 blion in 2007. Debt held by the public

is projected to rise during that period from $3.7 trillion
to $6 trillion (see Table 2-12). As a percentage of GDP,
interest costs are expected tolecslowly from 3.2
percent this year to 2.7 percent in 2007, and debt held
by the public will stabilize at about 48 percent of GDP
(see Figure 2-6).

Figure 2-6.
Debt Held by the Public as a Percentage of GDP

60 Percentage of GDP
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SOURCE: Congressional Budget Office.
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Table 2-12.
CBO Baseline Projections of Federal Debt and Interest Costs (By fiscal year)

Actual
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Net Interest Outlays (Billions of dollars)

Interest on Public Debt
(Gross interest)? 344 360 368 380 389 399 412 426 442 458 475 493

Interest Received by
Trust Funds

Social Security -37 -43 -48 -53 -58 -63 -69 -76 -82 -89 96 -104
Other trust funds® -62 -62 -61 -60 -59 -58 -56 -54 -51 -48 -43 -38
Subtotal -98 -106 -109 -113 -117 -121 -125 -129 -133 -137 -139 -142
Other Interest® -5 -6 -6 -6 -6 -6 -7 -8 -8 -1 -1 -11

Total, Net Interest
Outlays 241 248 253 261 267 272 279 289 300 312 325 340

Federal Debt, End of Year (Billions of dollars)

Gross Federal Debt 5,182 5,436 5,688 5,960 6,249 6,532 6,830 7,135 7,447 7,778 8,113 8,454
Debt Held by Government
Accounts
Social Security 550 628 709 796 891 989 1,093 1,202 1,316 1,435 1,562 1,694
Other government
accounts® 899 940 969 991 1,000 1,004 _ 997 978 947 895 828 748
Subtotal 1,449 1567 1,678 1,787 1,891 1,993 2,090 2,180 2,263 2,331 2,390 2,442
Debt Held by the Public 3,733 3,869 4,009 4,173 4,358 4,539 4,740 4,954 5,184 5448 5,723 6,011
Debt Subject to Limit® 5,137 5,392 5,643 5,915 6,205 6,487 6,785 7,090 7,402 7,734 8,069 8,409
Federal Debt as a Percentage of GDP
Debt Held by the Public 499 494 490 487 485 482 480 479 479 481 484 486

SOURCE: Congressional Budget Office.
a. Excludes interest costs of debt issued by agencies other than Treasury (primarily the Tennessee Valley Authority).

b. Principally Civil Service Retirement, Military Retirement, Medicare, unemployment insurance, and the Highway and the Airport and Airway Trust
Funds.

c. Primarily interest on loans to the public.

d. Differs from the gross federal debt primarily because most debt issued by agencies other than the Treasury is excluded from the debt limit.
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Interest costs are generally not covered by the en-
forcement provisions of the Budget Erdement Act
because they are not directly catitble. Rather, in-
terest depends on the outslang amount of govern-
ment debt and on interest rates. The Congress and the
President influence the former by making decisions
about taxes and spending and thus about borrowing.
Beyond that, they exert no direct control over interest
rates, which are determined by market forces and Fed-
eral Reserve policy.

Interest rates have a powerful effect on budget pro-
jections (see Appulix D). If interest rates are 1 per-
centage point higher than CBO assumes in the period
from 1997 though 2007, net interest costsillwbe
greater by about $6 billion ih997 and $88ilion in
2007. The extra gbs stem from thbuge volume of
new financing and the rollover of existing debt by the
Treasury.

Net or Gross? Net interest is the most useful measure
of the government's current debt-servicetso Some
budget-watchers stress gross interest (and its counter-
part, the gross federal debt) instead of net interest (and
its counterpart, debt held by the public). But that
choice exaggerates the government's debt-service bur-
den because it overlooks billions of dollars in interest
income received by the government.

The government has sold more than $3.7 trillion in
securities to finance deficits over the years. But it has
also issued $1.4 trillion in securities to its own trust
funds (mainly Social Security and the other egtient
funds). Those securities represent the past surpluses of
the trust finds, and their total amount grows approxi-
mately in step with the projected trust fund surpluses
(see next section). The funds eeth the securities
when needed to pay benefits; in the meantime, the
government both pays andllects the interest on those
securities. It also receives interest income from loans
and cash balances. Broadly speaking, gross interest
encompasses all interest paid by government (even to
its own funds) and ignores all interest income. Net in-
terest, by contrast, is the net flow to people and organi-
zations outside the federal government.

Net interest is only about two-thirds as large as
gross interest. CBO estimates that the government will
pay $360 Blion in gross interest s this year. Of
that amount, howeve$,106 hllion is simply credited to

trust funds and does not leave the government or add to
the total deficit. The government also collects $6 bil-
lion in other interest income. Net interest costs there-
fore total $248 Hiion.

Debt Subject to Limit. The Congress sets a limit on
the Treasury's authority to issue debt. That ceiling ap-
plies to securities issued to federal trust funds as well as
those sold to the public. Debt subject to limit is practi-
cally identical to the gross federal debt and is widely
cited as the measure of the government's indebtedness.
(The minor differences between gross debt and debt
subject to limit are chiefly attributable to securities is-
sued by agencies other than the Treasury, such as the
Tennessee Valley Authority, that are exempt from the
debt limit.) In March1996, the ©ngress raised the
debt ceiling to $5.5 trillion, which should be adequate
into 1998.

Federal Funds and
Trust Funds

There are more than 150 fedegdvernment trust
funds, alhough fewer than a dozen account for the vast
share of trust fund dollars. Among the largest are the
two Social Security trust funds along with those dedi-
cated to Civil Service Reément, Hospital Insurance,
and Military Retirement. As currently treated in the
budget, trust funds have no particular economic sig-
nificance—they are simply designated as such by law
and used as accountimgechanisms to track federal
spending andecepts forindividual programs.

The trust fund technique involves earmarking spe-
cific taxes or other revenues for financing certain pro-
grams. That procedure helps to weigh thsts@nd
benefits of the programs and gives beneficiaries some
assurance that their benefits will be protected. For cer-
tain programs, such as federal military and civilian re-
tirement, the trustund approach also allows agency
spending to reflect accruedsts, evenhough the bud-
get totals record spending on a cash basis. The two
Social Security trust funds have been designated by law
as off-ludget.

Assuring the financial soundness of the trust funds
requires that their reqais and expeditures be tracked



46 THE ECONOMIC AND BUDGET OUTLOOK: FISCAL YEARS 1998-2007

January 1997

separately from those of other programs. Thus, the
principal significance of trust funds lies in an analysis
of recepts and expaditures of the individual funds
rather than in the totals for all trust funds combined or
the totals for federal funds excluding trust funds. The
trust funds must be included in the budget totals with
other programs when considering the effect of federal
activities on national income and employment and on
the Treasury's cash borrowing needs. The Congres-
sional Budget Office, the Office of Managient and
Budget, and other fiscal analysts therefore focus on a

comprehensive measure of the federal budget, including
the trust funds.

Viewed by themselves, trust funds run surpluses
because their earmarked income (chiefly from social
insurance taxes and transfershiitthe budget) ex-
ceeds spading for benefits, administration, and other
activities. The total trust fund surplus is expected to be
$109 lillion in 1997 and remain at essentially that level
for the next few years (see Table 2-13). Eventually, the
rapidly depleting Hospital Insurance trust fund will

Table 2-13.

Trust Fund Surpluses in the CBO December 1996 Baseline (By fiscal year, in b

illions of dollars)

Actual
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Social Security 66 78 81 88 94 98 104 109 114 120 127 132
Medicare
Hospital Insurance -4 -10 -18 -25 -36 41 -54 -67 -81 -103 -117 -130
Supplementary Medical Insurance 3 _5 _2 _3 _3 _1 _3 _3 _4 _5 _4 _4
Subtotal 9 -15 -16 -23 -33 -39 51 -64 -78 -98 -113 -126
Military Retirement 5 9 9 9 9 10 10 11 12 13 13 14
Civilian Retirement® 28 28 28 28 28 29 29 29 30 29 29 28
Unemployment 6 7 6 3 3 2 3 3 3 3 3 3
Highway 3 3 3 4 4 5 5 5 5 5 5 5
Airport and Airways -3 -4 -6 -6 -6 -7 -7 -8 -9 -10 -10 -11
Other® -1 _3 _3 _3 4 _ 3 _ 3 _3 _3 _3 _3 3
Total Trust Fund Surplus® 115 109 109 106 102 101 96 88 80 65 57 49
Federal Funds Deficit® -222 -233 -229 -254 -274 -268 -284 -290 -299 -319 -322 -327
Total Deficit -107 -124 -120 -147 -171 -167 -188 -202 -219 -254 -266 -278
Memorandum:
Net Transfers from Federal
Funds to Trust Funds 240 235 253 268 285 296 317 335 355 381 399 414

SOURCE: Congressional Budget Office.

a. Civil Service Retirement, Foreign Service Retirement, and several smaller funds.

b. Primarily Railroad Retirement, employees' health and life insurance, Hazardous Substance Superfund, and various veterans' insurance trust funds.

c. Assumes that discretionary spending reductions are made in non-trust-fund programs.
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cause the size of the overall trust fund surplus to de-
cline, dwindling to$49 hllion in 2007. Wihout any
changes in current policies, the holdings of the HI trust
fund will continue to fall, ending up556 hllion in the
hole by the end d2007.

One other major trust fund, Airport and Airways,
is expected to run out of money in the near future. As
part of the Small Business Job Protection Act 286
that was passed in August, expired airline ticket and
other aviation-related taxes were only reinstated
through Becemberl996. If that source of revenue is
not reinstated or replaced, the trust fund will be com-
pletely depleted during fiscal yeh®98.

As for other trust funds, the second Medicare pro-
gram—Supplementary Medical Insurareruns a
small surplus or deficit every year by design. SMI gets
roughly one-fourth of its income from enrollee premi-
ums and taps the general fund of the government for the
rest of its $70 ition-plus outlays, generally permitting
a small surplus. Apart from Social Security and Medi-
care, trust fund surpluses run ab&40 hllion a year
and are concentrated in the unemployment insurance
and federal employee retirement programs.

In 1997, the total deficit is expected to $&24
billion. That can be divided into a federal funds deficit
of $233 hilion offset by a trust fund surplus &109
billion. The line between federal funds and trust funds

is not so neat, however, because trust fuedsive a
large portion of their income from transfers within the
budget. Such transfers shift money from the general
fund (thereby boostg the federal funds deficit) to trust
funds (thus swibng the trust fund surplus). Those
intragovernmental transfers will total more tHg2B80
billion in 1997. Prominent aomg them are interest
paid to trust funds¥106 hllion in 1997),government
contributions to retement tinds on behalf of present
and past federal employees ($6idn), and contribu-
tions by the general fund to Medicare, principally SMI
($54 bllion). Clearly, each of those transfers was insti-
tuted for a purposefor example, to force agencies to
reflect the cost of funding future retiment benefits in
weighing their hiring decisions. But it is equally clear
that transferring money from one part of the govern-
ment to another does not change the total deficit or the
government's borrowg needs. Without those intra-
governmental transfers, the trust funds would have an
overall deficit every year, ranging from ab&125 bil-

lion in 1997 to $350 itlion in 2007.

Large current surpluses in retirement trustds
can present a misleading picture of the long-run health
of the programs. For example, although the Social Se-
curity trust funds are currently running surpluses, com-
bined expenditures will @eed tax income lganing in
2012. By2029, the Social Security board of trustees
projects that the funds will be exhausted.






Chapter Three

Uncertainty in Budget Projections

he baseline projections in Chapters 1 and 2 rep-
I resent the Congressional Budget Office's
(CBO's) estimates of the most likely economic

and budget paths if current policies are not changed.

However, considerable uncertainty surrounds those esti-

equaling or egeeding the effects of the alternative eco-
nomic paths. For example, an increase of 2 percentage
points in the annual rate of growth of Medicare and
Medicaid alone could boost spending for those two pro-
grams by about $50lkon in fiscal year2002. If such

mates because the U.S. economy and the federal budget technical errors (those not attributed to the performance

are highly complex and aedfected by many factors,
none of which can be projected with full confidence. If
policymakers are committed to achieving a specific
budget outcome in a particular yedor instance, bal-
ancing the budget in fiscal ye2002—they need to
understand how projeon errors mightaffect their
ability to achieve that outcome.

This chapter examines a series of alternative as-
sumptions about the economy and the effect those alter-
natives would have on budgetary outcomes. It also sug-
gests how various factors other than the performance of
the economy could significantly alter those outcomes.

The analysis of alternative economic assumptions
reveals that the budget deficit is quite sensitive to dif-
ferent assumed paths for the economy. Growth in po-
tential gross domestic product (GDP) that was half a
percentage point higher or lower would decrease or
raise the deficit by $50ilbon in fiscal year2002.
Those effects would continue to grow over time. Simi-
larly, a fairly typical swing in the business cycle would
increase or decrease the deficit by more than $100 bil-
lion in a given year. In contrast to a shift in the growth
of potential output, the effect of the business cycle on
the budget would largely fade away over time.

Noneconomic factors could cause actual deficits to
deviate from CBO's baseline projections by amounts

of the economy or legislation) pushed the deficit in the
same direction as economic errors in a particular fiscal
year, the deficit could swing by very large amounts. Of
course, if technical and economic errors in a fiscal year
were offsetting, their impact on the deficit would be
diminished, or even eliminated.

The Budgetary Impact of
Alternative Economic
Assunmptions

CBO currently projects a budget deficit®#88 hllion

in fiscal year 2002inder current laws, assuming that
discretionary spending keeps pace with inflation. As-
sumptions about real GDP growth, inflation, short- and
long-term interest rates, income shares (wages and cor-
porate profits expressed as a percentage of GDP), and
the unemployment rate have a large influence on projec-
tions. If the economy differs from its assumed path, the
budget deficit in fiscal yea2002 will probably differ

from its projected value. This section examines how al-
ternative assumptions about the economy wafflect
projections of the budget deficit for the next 10 years.
Any departure from the baseline economic assumptions
will generate errors in theukget projections. Errors in
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addition to those from noneconomic sources may offset
or exacerbate the impact of the economic errors.

CBO has examined two broad sets of alternative
economic assumptions. The first set looks at differ-
ences in the economy's long-run rate of growth. It as-
sumes that CBO's projection for the economy relative
to potential output (the level of output that would pre-
vail at full employment) is correct but that the projec-
tion for potential output is not. In this set, interest
rates, inflation, income shares, and the unemployment
rate do not differ from baseline values, but growth in
potential output does.

The second set looks at the effect of cyclical dis-
turbances in the economy. It assumes that CBO's pro-
jection for potential output is correct but that the pro-
jection for the economy relative to potential output is
not. Output deviates more from CBO's baseline projec-
tion of potential than it does in the baseline projection
discussed in Chapter 1. Interest rates, inflation, income
shares, and the unemployment rate also follow different
paths.

These alternative assumptions are constructed to
roughly mimic hstorical patterns. However, the pattern
of economic fluctuationsarely, if ever, repeats itself.
The factors contributing to each upswing and subse-
guent downswing in the economy vary with each epi-
sode. In fact, it is the uniqueness of each episode that
makes turning points in the business cycle so difficult
to predict. Thus, although one can safely say that the
economy will experience business cycles in the future, it
is impossible to predict their exact timing or their de-
tailed causes.

CBO has estimated the effect that these alternative
economic assumptions would have on its baseline pro-
jections if all other baseline assumptions remained the
same. The first set of assumptions examines the bud-
getary impact of higher and lower long-run economic
growth. Higher long-run economic growth results in
significantly lower budget deficits, and lower long-run
economic growth results ingmificantly higher budget
deficits. The second set of assumptions examines the
budgetary impact of two different types of cyclical dis-
turbances: an optimistic business cycle (a prolonged
expansion followed by a mildecession) temparily
reduces the deficit; and a pessimistic business cycle (a

brief boom followed by aecession of average size)
temporarily increases the deficit.

Effect of Differences in the Long-Run
Rate of Economic Growth

In Chapter 1, CBO presented its projection of both po-
tential output and numerous economic variables such as
inflation, unemployment, and interest rates. This sec-
tion discusses the impact of changes in potential output
on the budget deficit when the relationship between the
other variables and potential is the same as in the base-
line. Two alternatives, one in which growth in potential
output is 0.5 percentage points faster than baseline po-
tential and one in which growth is that much slower, are
examined (see Figure 3-1).

The growth rate of potential output has varied sub-
stantially over the past 30 years, as have the two main
factors that drive its growth: growth in the labor force
and in output per hour. Average annual growth of po-

Figure 3-1.
Alternative Growth Rates of Potential GDP
(By calendar year)
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SOURCE: Congressional Budget Office.

NOTE: Relative to the baseline, annual growth of potential output is
0.5 percentage points faster in the high-growth alternative
and 0.5 percentage points slower in the low-growth alterna-
tive.
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tential output has ranged from a high of 3.9 percent
(19604973) to a low of 1.9 percent (1990-1996), as
was shown in Table 1-4. In the CBO baseline, poten-
tial output grows at an average annual rate of 2.1 per-
cent from 1996 t@007. An increase or decrease of 0.5
percentage points in that growth would not be inconsis-
tent with past trends.

In the high-growth alternative, potential output
would grow at 2.6 percent instead of 2.1 percent. The
resulting higher level of economic activity and income
would produce significantly higher revenues. The reve-
nue bonus wuld reduce the amount the federal govern-
ment needed to borrow, thus cutting federal interest
costs. The deficit muld be abou$50 hllion smaller
than the baseline deficit by fiscal y&#02 and about
$150 bllion smaller by2007 (see igure 3-2). The
low-growth alternative (potential output grows at an
average annual rate of only 1.6 percent) would have a
more or less equal but opposite effect on the deficit.

Effect of Cyclical Disturbances

CBO's economic projections fa999 to 2007 repre-
sent the expected average behavior of the economy. As
a result, the projected path of the economy is much
smoother than the actual history. For example, the
economyrarely grows as smoothly as potential GDP
(see Figure 3-3). Most of the time, real GDP is either
above potential (most notably, as it was for the latter
half of the 1960s) or below potential (as it was during
the recessions of the early 1970s and early 1980s). The
fact that real GDP has fluctuated around its potential in
the past sugges that it Wl continue to do so.

Predicting the exact size and timing of these fluc-
tuations is impossible. However, some broad infer-
ences about the kind of fluctuations can be drawn from
the experience of the economy. In the EH#€0s, for
example, the economy spent a considerable period
growing above potential. That experience is reflected
in the first, or optimistic, alternative. At the end of the
boom in that alternative, the economy enters a mild re-
cession similar to the one 1970. (The experience of
the late 1960s ikighly unusual, and repeating it in ev-
ery detail would require that the Federal Reserve re-
spond weakly to the prospect of higher inflation. CBO

Figure 3-2.
Deficits Under Alternative Economic Assumptions
(By fiscal year)
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SOURCES: Congressional Budget Office; Budget of the United

States Government, Fiscal Year 1997: Historical Ta-
bles.

NOTES: Relative to the baseline, annual growth of potential output is

0.5 percentage points faster in the high-growth alternative
and 0.5 percentage points slower in the low-growth alterna-
tive. In the optimistic alternative, the economy rises above
potential through 2002, experiences a mild recession, and
returns to baseline in 2003. In the pessimistic alternative
with a recession in 1998, the economy rises above poten-
tial through the first half of 1998, enters a recession in the
third quarter of 1998, and returns to baseline in 2002. In
the pessimistic alternative with a recession in 2000, the
economy rises above potential through the first half of
2000, enters a recession in the third quarter of 2000, and
returns to baseline in 2004.
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Figure 3-3.
GDP and Potential GDP (By calendar year)
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SOURCES: Congressional Budget Office; Department of Com-
merce, Bureau of Economic Analysis.

has therefore chosen to model a fluctuation that is only
half as big as occurred in the late 19608nder the
optimistic alternative, the budget deficit would fall
more than $100iltion below the baseline projection in
fiscal year 2002, but the beneficialdpetary effects
would largely disappear [B3007.

The pessimistic alternative assumes that the econ-
omy experiences a recession roughly the size of the
1990 ecession sometime during the projection period.
Because the timing of such ecession is crucial to its
budgetary impact in a particular year, CB@garced
two sets of deficit projections under this alternative.
The first, which assumes that the recession occurs early
in the projection period, would have a relatively small
effect on the deficit in fiscal year 2002. Themet
which assumes that the recession occurs clo2@ed,
would have deficits in that year that were more than
$100 hillion higher than CBO's bakee projections. In
both cases, as with the optimistic alternative, the effects
on the deficit would largely fade away by fiscal year
2007.

Optimistic Alternative. According to the CBO base-
line, the projected level of real GDP will be 0.1 percent
above potential for 1997 and theiilviall to 0.3 per-
cent below potential for the perid®98 though2002.
Alternatively, the economy may rise above potential

through 2002 and then experience i&dmecession in
2003, binging it back to the baseline path (see Figure
3-4).

The change in the unemployment rate for this alter-
native would mirror the change in real GDP. The un-
employment rate would fall 0.7 percentage points from
the baseline of 5.3 percent 1997 to 4.6 percent in
2002. In2003, it would rise to 5.3 percent as the econ-
omy entered a recession.

The sustained increase in GDP above potential
would provoke increases in both inflation and interest
rates (see Figure 3-4). Inflation would rise from 2.9
percent in 1997 to 4.5 percent in 2002 and 4.7 percent
in 2007. At its peak ir2007, inflaton would be 1.6
percentage points above the baseline. Given the current
policies of the Federal Reserve, such an increase would
probably provoke a vigorous reaction, but in the late
1960s the readn was muted. In this alternative,
which follows the experience of the 1a860s, short-
term interest rates would rise 1.5 percentage points
from 1997 to 2002, falllghtly in 2003 and 2004, and
then continue a gentle rise throug®07. Long-term
interest rates would follow a similar pattern, reaching
1.6 percentage points above the baseliZO0v.

Another important determinant of thadget defi-
cit is the share of GDP accounted for by wages and cor-
porate profits which, taken together, produce the bulk
of revenue. That share tends to rise when the economy
grows above potential (reducing the deficit) and fall
when the economy enters ecession (increasing the
deficit). As a result of the sustained boom described in
this alternative, the share of wages and corporate prof-
its would remain at 56.4 percent instead of falling to
54.8 percent by 2002 as assumed in thelinasgsee
Figure 3-4).

Higher growth of real GDP, lower unemployment,
and a greater percentage of income paid in wages and
corporate profits would result in a projected deficit that
was more than $100illon lower in fiscal year2002
than was assumed in the baseline. Revenues would
increase substantially as a result of the increase in real
economic agtity. Spending for unemployment insur-
ance and other benefits that are sensitive to unemploy-
ment would also drop, although the largest effect on the
outlay side of the budget would be the impact of the
increased revenues on the amount of interest paid on
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the debt. The higher inflation assumed in this alterna-
tive would push up both revenues and outlays, but the
inflation-related effects would essentially offset each
other as far as the deficit is concerned.

After fiscal year 2002, the deficitamld move back
toward the baseline as the result of two factors. First,
as the economy enteredexession ir2002, revenues
would decline and outlays would increase. Second, be-
yond 2002, the income sharesomid be assumed to
revert back to their baseline paths. Thus, the share of
wages and corporate profits in GDP would fall from
56.4 percent in 2002 to 54.5 percent in 2007. The
economy would return to the levels assumed in the
baseline, but the deficit would probably remain a little

lower; lower deficits and borrowing in geeding years
would reduce federal debt and federal interest payments
in fiscal year 2007.

Pessimistic Alternative. Since 1970, the enomy has
spent much more time below potential than above it.
Currently, as stated in Chapter 1, there is little sign of a
recession. However, excessive growth would probably
cause the Federal Reserve to raise interest rates much
more than it did in the latE960s, and that @oh could
precipitate a recession. Suppose, therefore, that the
economy rose above potential and then enteredes+
sion moughly the size of th&990 ecession. The in-
crease in output would cause the inflation rate to rise
1.2 percentage points and the unemployment rate to falll

Figure 3-4.
Optimistic Alternative (By calendar year)
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NOTE:

In the optimistic alternative, the economy rises above potential through 2002, experiences a mild recession, and returns to baseline in 2003.
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0.3 percentage points. During the boom, short- and
long-term interest rates would rise 2.2 percentage
points and 1.3 percentage points, respectively. As the
economy entered theaession, inflation and interest
rates would return to their baseline levels, and the un-
employment rate would rise 2 percentage points. At the
trough of theeces#n, the level of output would be 3.7
percent below potential, and the share of GDP ac-
counted for by wages and corporate profits would be
0.87 percentage points below the baseline.

Such an alternative is not implausible. Data Re-
sources, Inc., a firm that regularly provides forecasts

for the private sector, subjectively estimates a 35 per-
cent chance of a recession occurringd 899. More-
over, approximately 60 percent of the 50 private-sector
forecasters surveyed [Blue Chipfeel that the econ-
omy will enter a ecession before the end1#98.

The timing of such an alternative is quite uncertain,
and its effects wuld vary depending on whether the
recession began early or late. If this alternative started
in 1997, the emnomy would experience its mild boom
in 1997 and the first half df998, enter theacession in
the third quarter of 1998, and recovatlyf by 2002
(see Figure 3-5). With that starting date, inflation and

Figure 3-5.

Pessimistic Alternative with a Recession in 1998 (By calendar year)
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NOTE:
the third quarter of 1998, and returns to baseline in 2002.

In the pessimistic alternative with a recession in 1998, the economy rises above potential through the first half of 1998, enters a recession in
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interest rates would peak 1998. The share of wages
and corporate profits would decline to a low of 54.6
percent in 1999 and then return to its tiasesalue by
2002.

As expected, the budget deficit would increase as
the economy entered thecession and decline as the
economy recovered. The reduction in real economic
activity during the ecession would significantly dimin-
ish revenues. It would also increase federal sperding
by a far smaller anunt—for unemployment insurance
and other benefits. As under the optimistic alternative,

sion) would push up both revenues and outlays, but the
effect on the deficit would be essentially neutral. Even
though the economyauld fully recover from theaces-
sion by 2002, the uxlget deficit would still be about
$30 hllion above the baseline in that fiscal year. The
deficit would probably remain slightly above the base-
line through fiscal yea2007 because of thegher level

of debt accumulated during the downturn.

If the boom and recession started two years later, in
1999, the emnomy would rise slightly above potential
through the first half 02000 and then enter agession

higher inflation (in this case occurring before tbeas- in the third quarter of 2000 (seegkre 3-6). The
Figure 3-6.
Pessimistic Alternative with a Recession in 2000 (By calendar year)
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NOTE:
the third quarter of 2000, and returns to baseline in 2004.

In the pessimistic alternative with a recession in 2000, the economy rises above potential through the first half of 2000, enters a recession in
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trough of the ecession would occur P001, with the
level of real GDP falling to 3.7 percent below potential.
Interest rates and inflation would peaki®00 and then
return to baseline values B904. The share of wages
and corporate profits would decline to a low of 54.1
percent in 2001 and then return to its tiasesalue by
2004. The maximum adverse impact on the deficit
would occur in fiscal yea2002, with the deficit climb-
ing more thar$100 hllion above the level projected in
the baseline.

Thusfar, the effects that the two sets of alternative
economic assumptions would have on the deficit have
been examined separately. The firstlseked at the
impact of different projections of potential output,
keeping all other variables at their baseline values. The
second sdboked at the impact of cyclical disturbances
in the economy, keeping potential at its baseline value.
In reality, however, the economy may experience both
types of departures from the baseline. In fact, cyclical
disturbances typically alter the long-term growth rate of
the economy. In the optimistic alternative, for example,
if investment followed its historical pattern during ex-
pansions, it would rise well above the baseline388
through2002. Thathigher level of investment would
boost the level of potential output by 2002, inpdya
larger reduction in the deficit than is illustrated in Fig-
ure 3-2. Similarly, in the pessimistic alternative with
the recession beginning 998, the level of potential
would be lower in 2002, impilyg a larger increase in
the deficit than is illustrated in Figure 3-2.

Other Factors That May
Affect Budgetary Outcomes

Actual budgetary outcomes may also deviate from
CBO's baseline projections for a host of reasons that
are not related to the performance of the economy. One
reason, of course, is the enactment of legislation. But
those deviations are exactly what the Congress and the
President aim to produce in order to eliminate the defi-
cit. In planning changes in budgetary policy, however,
policymakers should keep in mind that numerous other,
technical factors may cause federal spending and reve-
nues to turn out differently than projected.

For example, the rate of growth of spending for
Medicare and Medicaid over the next 10 years will have
a tremendous effect on the deficit; the two programs
together cost more than $26d@libn in fiscal year
1996. CBO's batine assumes that combined Medi-
care and Medicaid spding will increase at an average
annual rate of just over 8 percent. Butrgpieg for the
two programs might instead grow 2 percentage points a
year faster, which would still leave their growth a little
below the average for the past 10 years. CBO esti-
mates that such an increase in the rate of growth would
boost spending for the two programs by al&54 bil-
lion in fiscal year 2002 and by almost $150idn in
2007. Given the uncertainty about the future path of
spending for those programs, the rate of growtfhin
even be 2 percentage points lower. That would reduce
spending by a little less than $5illibn in fiscal year
2002 and by about $120lon in 2007.

A different sort of possible change in outcomes is
illustrated by what happened to net rsgiieg for de-
posit insurance in fiscal year 1996. In its January 1991
baseline projections, CBO estimated that federal de-
posit insurance agencies would tak&42 hllion more
in offsetting ecepts than they wuld spend inL996.
That estimate flowed from CBO's assumption that the
magnitude of bank and thrift ifares before1996
would lead to substantial preeds in1996 from the
sale of assets acquired by the federal government as a
result of those failures. In fact, however, the extent of
the failures was lower than anticipated, reducing the
value of assets acquired and the proceeds from their
sale. As a result, net deposit insurance p¢sedtaled
only about $8 billion irl996.

Many of the noneconomic factors that are most
likely to alter the course of federal spling and reve-
nues over the next 10 years cannot even be identified
now. For example, who could have imagined 981
that deposit insurance spending would t&&6 bllion
in fiscal year 1991? CBO has therefore not attempted
to develop alternative assumptions that reflect the range
of possible effects. History, and the size of the effects
of different rates of growth for Medicare and Medicaid,
suggest that noneconomic factoosild easily swing the
deficit by amounts that equal or exceed the shifts pro-
duced by the alternative economic assumptions. They
also suggest that the size of the potential swings can be
expected to grow as the projections extimther into
the future.
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Conclusion

The alternative economic assumptions and illustrations
of technical errors indicate the risks of counting on a
particular budget deficit for some year in the future.
The optimistic economic path results in a budget deficit
that is more than $100illon below the baseline in
fiscal year 2002. The pessimistic path witleeession
starting in2000 results in auxget deficit that is more
than $100 Wlion higher than the baseline in fiscal year
2002. Alhough it is impossible to tell which one of
those (or the many other possible) economic alterna-
tives is most likely to occur over the projection period,
the economy will certainly fluctuate between now and
2002. Further, a combinan of technical errors and
errors in projecting the trend and the cycle could lead to
a departure from the baseline deficit tFat exceeds

$100 hllion; those errors could all go in the same di-
rection in a given year, or they could offset each other.

The high probability of an error complicates budget
planning. However, one should keep in mind the conse-
guences of an error. If the projected budget outlook
proved to be overly pessimistic, the deficit would be
reduced by more than was intended, possibly resulting
in a surplus. A surplus, however, could be used to help
reduce the debt, which in recent years has been close to
50 percent of GDP, thereby reducing future debt-ser-
vice costs anduxget outlays. Furthermore, a surplus
would add to national saving. If the projected outcome
was overly optimistic, however, the result would be
larger deficits than intended, putting an additional bur-
den on future budget planning. Given the degree of
uncertainty, a cautious approach is best when preparing
a budget outlook.






Chapter Four

Economic and Budgetary
Implications of Balancing the Budget

olicy changes that would significantly reduce
P the size of the budget deficit can be expected to

have an impact on the larger economy, lowering
interest rates and stimulating economic growth. Those
economic changesilwin turn boost revenues, reduce
outlays, and ultimately reduce the size of the budget
deficit by more than the amount of the policy changes.
The extra measure of deficit reduction induced by those
economic feedbacks is called the fiscal dividend. To
help legislators and the public assess more realistically
the magnitude of the policy changes needed to attain a
particular amount of deficit reduction, the Congres-
sional Budget Offic(CBO) has prepared @eomic
and budgetary projections that incorporate those dy-
namic feedback effects. The projections shown in this
chapter refer specifically to the deficit reduction that
would result from balancing the budget2002 and
maintaining that balance in subsequent years.

The baseline estimates presented in Chapter 2 over-
state the magnitude of the policy changes that will be
necessary to achieve budgetary balance. They do not
include the budgetary impact of the improved macro-
economic conditions that are expected to accompany
legislative actions to reduce the defieihat is, they do
not include a fiscal dividend. The projections presented
in this chapter explicitly include a fiscal dividend by
estimating the effect of current budgetary policies under
economic projections that assume a balanced budget in
2002. Alhough those budgetary and economic as-
sumptions are not consistent, combining them is a use-
ful way to understand the effect that a course of action

leading to a balanced budget?®02 can be expected to
have.

In order to estimate the effect of unspecified poli-
cies to balance the budget, CBO must assume a path of
deficit reduction. The path CBO has chosen, shown in
Table 4-1, is broadly consistent both with the plans
advanced by the President and the Congress during the
104th Congress and with deficit reduction programs
enacted in 1990 and 1993. In CBO's assumed path,
policy changes reduce the deficit by $1#idn in
1998, a sum that increases sharply in 1999 and 2000
and climbs more slowly thereafter to reach $1®ibb
by 2002. Reductions in debt service associated with
the policy changes augment those savings by as much
as $17 billion by2002. CBO's deficit reduoh path
thus assumes that legislation reducing the deficit will
have a cumulative effect of almost $428idn, which
is sufficient to produce a balanced budget when com-
bined with the roughi75 hllion that CBO currently
estimates will accrue as a fiscal dividend betwi29i/
and 2002.

The Economic Inplications
of Balancing the Budget
Legislative changes, such as those shown in Table 4-1,

would alter the economic outlook in ways that would
ease efforts to reduce the deficit. If the budget was
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balanced in 2002 and subsequent years, reabetic
growth would be slightly higher on average over the
next 10 years, interest rates would be lower, and corpo-
rate profits would be higher (see Table 4-2). Future
outlays would be dampened by those economic ef-
fects—particularly by the lower interest rateand rev-
enues would be strengthened. In effect, policies to re-
duce the deficit would gain an extra boost from the ef-
fects that deficit reduction induced in the economy.

CBO's estimates of those economic effects do not
assume any specific set of policies to reduce the deficit,
even though the types of policies adopted would cer-
tainly matter. Deficit reduction that reduced the incen-
tive to work or invest, for example, might have less
positive economic effects than those assumed here.
Converselypolicies that stimulated growth in the econ-
omy's potential output would have more favorable ef-
fects.

The current estimates of the macroeconomic effects
of balancing the budget are smaller than those CBO
estimated in May 1996. Because the projected deficit
in 2002 under current policy is about a third smaller
than CBO's May projections, the effects of reducing the
deficit to zero are correspondingly reduced. In essence,
one-third of the previously published fiscal dividend is
now incorporated in the baseline economic assumptions
described in Chapter 1. In addition, the effect of deficit
reduction on interest rates occurs later in CBO's new
estimates than in previous estimates (see Table 4-3).

Real Growth

By freeing up savings for use in productive investment,
balancing the budget 3002 and keepg it balanced

allows the economy to grow modestly faster. CBO esti-
mates that gross national product, adjusted for inflation

Table 4-1.
lllustrative Path of Deficit Reduction (By fiscal year, in b

illions of dollars)

Total
1997 1998 1999 2000 2001 2002 1997-2002
CBO's Baseline Deficit with
Discretionary Inflation 124 120 147 171 167 188 n.a.
Policy Savings
lllustrative policy changes® 0 -15 -49 -75 -110 -137 -387
Debt-service savings _ 0 b -2 -6 -10 -17 -36
Subtotal 0 -15 -51 -81 -121 -154 -423
Fiscal Dividend® b -1 -4 -13 -25 -34 77
lllustrative Path of Deficit Reduction,
with Fiscal Dividend 124 103 92 77 22 0 n.a.

SOURCE: Congressional Budget Office.

NOTE: n.a. = not applicable.

a. These changes represent only one of a large number of possible paths that would lead to a balanced budget. The exact path depends on when
deficit reduction begins and the specific policies adopted by the Congress and the President. The path illustrated in this table is not based on any

specific policy assumptions.

b. Less than $500 million.

c. Thefiscal dividend is the budgetary effect of improved economic performance that CBO estimates would result from balancing the budget in 2002.
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Table 4-2.

Balanced Budget and Baseline Projections of Selected Economic Variables (By calendar year)

Estimated _Forecast Projected
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Calendar Year Average
(Billions of dollars)
Nominal GDP
Balanced budget 7,570 7,918 8,282 8,688 9,110 9,550 10,008 10,481 10,972 11,484 12,017 12,573
Baseline 7,570 7,916 8,277 8,678 9,097 9,532 9,984 10,453 10,938 11,443 11,969 12,518
Year over Year
(Percentage change)
Nominal GDP®
Balanced budget 4.4 4.6 4.6 4.9 4.9 4.8 4.8 4.7 4.7 4.7 4.6 4.6
Baseline 4.4 4.6 4.6 4.9 4.8 4.8 4.7 4.7 4.6 4.6 4.6 4.6
Real GDP®
Balanced budget 2.3 2.3 2.1 2.2 2.2 2.2 2.1 2.1 2.0 2.0 2.0 2.0
Baseline 2.3 2.3 2.0 2.2 2.1 2.1 2.1 2.0 2.0 2.0 1.9 1.9
Calendar Year Average
(Percent)
Three-Month Treasury
Bill Rate
Balanced budget 5.0 5.0 5.0 4.6 4.2 3.9 3.9 3.9 3.9 3.9 3.9 3.9
Baseline 5.0 5.0 5.0 4.9 4.7 4.6 4.6 4.6 4.6 4.6 4.6 4.6
Ten-Year Treasury
Note Rate
Balanced budget 6.4 6.2 6.1 5.8 55 5.5 55 5.5 55 5.5 55 5.5
Baseline 6.4 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2
Income
Billions of dollars
Corporate Profits
Balanced budget 646 662 685 706 740 778 811 846 887 929 974 1023
Baseline 646 661 681 692 707 727 751 780 814 850 888 932
Wage and Salary
Disbursements
Balanced budget 3,628 3,799 3,953 4,131 4,321 4,521 4,730 4,948 5,175 5,412 5660 5,918
Baseline 3,628 3,798 3,951 4,127 4,314 4512 4,719 4935 5159 5393 5,637 5,893
Percentage of GDP
Corporate Profits
Balanced budget 8.5 8.4 8.3 8.1 8.1 8.1 8.1 8.1 8.1 8.1 8.1 8.1
Baseline 8.5 8.3 8.2 8.0 7.8 7.6 7.5 7.5 7.4 7.4 7.4 7.4
Wage and Salary
Disbursements
Balanced budget 47.9 48.0 477 476 474 473 473 47.2 47.2 47.1 47.1 47.1
Baseline 47.9 48.0 47.7 476 474 473 473 47.2 47.2 47.1 47.1 47.1

SOURCES: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor

Statistics; Federal Reserve Board.
a. Incorporates data for the first three quarters of 1996 published November 27, 1996.
b. The growth of GDP is always greater in the balanced budget projection than in the baseline. Because of rounding, however, the differences do not
show up in the table for every year.




62 THE ECONOMIC AND BUDGET OUTLOOK: FISCAL YEARS 1998-2007 January 1997

Table 4-3.
Economic Effects of Balancing the Budget by 2002, as Estimated in January 1997 and May 1996
(By calendar year)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Real GNP
(Percentage change
from baseline)

January 1997 0 0 0.1 0.2 0.2 0.3 0.4 0.4 0.5 0.6 0.6 0.7
May 1996 0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1.0 n.a.
Real GDP

(Percentage change

from baseline)
January 1997 0 0 0.1 0.1 0.2 0.2 0.2 0.3 0.3 04 0.4 0.4
May 1996 0 0 0.1 0.2 0.2 0.3 04 04 0.5 0.6 0.6 n.a.

Interest Rates
(Percentage points)
Three-month Treasury

bills
January 1997 0 0 0 -3 -5 -0.7 -0.7 -0.7 -0.7 -0.7 -0.7 -0.7
May 1996 0 0 -0.5 -0.9 -1.1 -1.1 -1.1 -1.1 -1.1 -1.1 -1.1 n.a.
Ten-year Treasury
notes
January 1997 0 0 -0.1 -04 0.7 -0.7 -0.7 -0.7 -0.7 -0.7 -0.7 -0.7
May 1996 -0.3 -0.9 -1.1 -1.1 -1.1 -1.1 -1.1 -1.1 -1.1 -1.1 -1.1 n.a.
Income

(Percentage of GDP)
Corporate profits®
January 1997 0 0 0 0.2 0.4 0.5 0.6 0.6 0.6 0.7 0.7 0.7
May 1996 0 0.3 0.6 0.8 0.9 0.9 0.9 1.0 1.0 1.0 1.0 n.a.
Other income subject
to federal taxes
January 1997 0 0 o -02 -05 -07 -08 -0.9 -1.0 -1.0 -1.1 -1.1
May 1996 -0.1 -03 -07 09 -11 -12 -13 -1.3 -1.4 -1.4 -1.4 n.a.
Wage and salary
disbursements

January 1997 0 0 0 0 0 0 0 0 0 0 0 0
May 1996 0 0 0 0 0 0 0 0 0 0 0 n.a.
Memorandum:

(Percentage of GDP)
Federal Net Interest

January 1997 0 0 0 -0.1 -0.2 -0.3 -0.4 -0.5 -0.5 -0.6 -0.6 -0.7

May 1996 0 -0.1 -0.2 -0.4 -0.5 -0.7 -0.7 -0.7 -0.7 -0.7 -0.7 n.a.
Business Interest

January 1997 0 0 0 -0.1 -0.3 -0.5 -0.5 -0.5 -0.5 -0.6 -0.6 -0.6

May 1996 0 -0.3 -0.6 -0.8 -0.8 -0.8 -0.9 -0.9 -0.9 -0.9 -0.9 n.a.
Dividends

January 1997 0 0 0 0 0 0.1 0.1 0.1 0.1 0.1 0.1 0.1

May 1996 0 0 0.1 0.1 0.1 0.1 0.1 0.1 0.2 0.2 0.2 n.a.
Depreciation

January 1997 0 0 0 0 0 0 0 0.1 0.1 0.1 0.1 0.1

May 1996 0 0 0 0 0.1 0.1 0.1 0.2 0.2 0.2 0.2 n.a.

SOURCE: Congressional Budget Office.
NOTE: n.a. = not applicable.
a. Calculated using economic rather than tax depreciation.
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(real GNP), will be about three-quarters of a percentage
point higher under balanced budget policies2007,

and the level of real gross domestic product (GDP) will
be almost half a percentage point higher (see Table
4-3). The beneficial effect on real output of maintain-
ing a zero deficit Wl be even greater aft&2007 be-
cause the capital stock of the nation will continue to
grow relative to the baseline.

Balancing the budget enhances potential growth
because it permits productive resources that are cur-
rently devoted to consumption to be allocated instead
for investment. In the near term, the share of total out-
put that is consumesekither in the provision of gov-
ernment services or as private consumptiaiil fall,
as will the level of consumption. In the long run, how-
ever, the level of consumption will be higher because
the greater rate of investment will boost total output.

The national saving rate will be higher under a bal-
anced budget, but only about 20 percent of the reduc-
tion in the federal government's claim on saving will go
toward investment. Two effects will partially offset the
influence of deficit reduction on investmerrivate
saving rates will probably fall, and the level of borrow-
ing from foregners will shrink. The degree to which
private saving will fall depends on the particular poli-
cies used to reduce the deficit. If the policies do not
change incentives to save, the drop in private saving is
likely to be between 20 percent and 50 percent of the
reduction in the deficit.

The effect of deficit reduction on domestic invest-
ment, and therefore on the growth of potential GDP,
will also be weakened by reduced borrowing from
abroad, but that does not diminish the benefit of deficit
reduction to U.S. living standards. Less borrowing
from abroad for investment in the United States will
reduce the cost of servicing debt held by foreigners, so
U.S. living standards will be higher. The effect of
lower deficits on GNP is consequently greater than the
effect on GDP. GNP includes net claims of U.S. resi-
dents on the returns from foreign factors of production,
whereas GDP includes only output produced within the
United States.

Interest Rates

Balancing the budget would lower interest rates. A
great deal of uncertainty surrounds that effect, but CBO
assumes that the baseline deficits of about 2 percent of
GDP in the early years of the next century cause short-
and long-term interest rates to be about 0.7 percentage
points higher than what they would be if the budget was
balanced.

The academic literature reflects the lack of agree-
ment about the precise effect of deficit reduction on
interest rates. Because U.S. capital markets are inte-
grated with capital markets worldwide, some econo-
mists argue that changes in the federal deficit will have
a small effect on interest rates. U.S. rates, they main-
tain, are affected by changes in the worldwide pool of
savings and worldwide demands for investment, and the
potential deficit reduction is small relative to world
markets. Numerous coundgguments can be made,
however. The United States is a large player in world
markets, and changes in U.S. saving rates may therefore
have a significant effect on world interest rates. In ad-
dition, some empirical studies find that domestic inter-
est rates are affected primarily by changes in domestic
saving and investment demand, even in countries with
open capital markets. A credible deficit reduction pol-
icy would cause domestic\gag to rise relative to do-
mestic investment, thus lowering interest rates.

Given those diverse opinions, the range of esti-
mates of the effect of deficit reduction on interest rates
in the academic literature is large. Some investigators
estimate that reducing the deficit from 2 percent of
GDP to zero would lower rates on the order of 0.2 per-
centage points; others argue that ratesilev fall by
about 1.5 percentage points. The drop of 0.7 percent-
age points that CBO assumes is slightly below the mid-
point of the range.

In CBO's projections, balancing the budget has no
effect on inflation, so real interest rates move the same
way as nominal rates. Although the Federal Reserve's
task of maintaining a low rate of inflation might be eas-
ier in an environment of gradual deficit reduction, no
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strong reasons exist for belieg that the Federal Re-
serve would change its goals for inflation. In the pro-
jections, real interest rates therefore fall by the same 0.7
percentage points as nominal interest rates.

Income Shares

Projections of the federal tax bases afiected not
only by the total level of nominal GDP but also by how
total GDP is allocated among various categories of in-
come. For example, projections that differ only in how
GDP is allocated between corporate profits and interest
payments can have quite different implications for defi-
cit projections.

The drop in interest rates and the decrease in the
national debt that accompany a policy of deficit reduc-
tion suggest a higher share of corporate profits in GDP
and a lower share of interest income. Corporate costs
for debt service probably would be smaller with lower
interest rates, thus reducing interest expenses and in-
creasing profits. In the longer term, increased invest-
ment would raise corporate depreciation, which would
offset part of that increase. Other income shares would
be affected as well. Dividends would increase slightly,
but federal net interest payments would decline.

On balance, the changes in income shares that are
expected to accompany a policy of deficit reduction
increase revenues. Taxable corporate profits would
make up a larger share of GDP. Interest income would
be smaller, but a hefty portion of interest income ac-
crues to organizations or pension funds that are not
subject to tax. Therefore, the shift from interest income
to profits would tend to increase revenues.

Labor Markets

Because CBO assumes that the short-run restraint that
deficit reduction imposes on economic activity will be
fully offset by monetary policy, the balanced budget
projections for the labor force and the unemployment
rate are the same as the current-policy projections. The
general effects of deficit reductieran increase in the
national saving rate, higher real growth, lower interest
rates, and changes in income shat@® not likely to
have significant effects on labor markets. Specific poli-
cies for deficit reduction could change the incentive to

work and therefore couldffect growth of the labor
force, but such effects are not included in these projec-
tions. The dditional growth in output in the balanced
budget projections is generated only by the higher level
of investment and capital stock. Growth in labor pro-
ductivity is consequently higher, but the projection of
growth of the labor force is unchanged.

Changes in Estimates of the
Economic Effects of Balancing
the Budget

The estimated economic effects of a balanced budget
policy are smaller in the current projections than in the
May 1996 projecons (see Table 4-3). The primary
reason for the smaller effect is that the baseline deficit
is about one-third smaller, so eliminating it has a corre-
spondingly smaller economic effect. In addition, the
effect on interest rates occurs more slowly than CBO
assumed last May. The delayed effect on interest rates
in turn delays the macroeconomic effects compared
with the paths indicated in May and slightly reduces the
ultimate impact of deficit reduction.

In most cases, the one-third reduction in the size of
the fiscal dividend is evident when the current estimated
effects are compared with those estimated in May. The
change in CBO's estimate of the effect of deficit reduc-
tion on interest rates, however, is moreolved. Last
May's projection assumed that some of the drop in
long-term interest rates that occurred durib@95
stemmed from anticipation that deficits would be lower
than projected in the CBO baseline. That is, if a credi-
ble balanced budget policy had been adopted early in
1996, CBO wuld have expected interest rates to con-
tinue the decline that started durit@95. In factlong-
term interest rates rose sharply during the first half of
1996, perhaps partly in response both to short-run con-
cerns that inflation and real growth would be stronger
than previously expected and to the fading prospects of
a large deficit reduction agement between the Admin-
istration and the Congress.

Surprising deficit news in the sumer of 1996
should have pushed interest rates lower again in spite of
the failure to reach agreement on a deficit reduction
plan. Growth in federal outlays, particularly for medi-
cal programs, was slower than expected duti@g6,
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and personal income tax revenues made a surprising
surge in April. Those two factors resulted in a much
lower deficit for 1996 than had beemvésioned even in
March of 1996, and numerous private-sector forecast-
ers reduced their projections of future deficits. If noth-
ing else had changed, and if the perception of lower
future deficits had been widespread, interest rates
should have eased during the second halPo6.

Long-term interest rates fell dng the last half of
the year, but rates would have fallen more if deficits
were truly expected to be lower and if deficits truly
have a large effect on interest rates. Instead, the drop in
long-term rates wadightly less than even the midrange
assumption CBO had used in May 1996. Other factors
such as changes in expected inflation, concern about
possible tax cuts, and changes in growth or interest
rates overseas influence U.S. rates. In retrospect, how-
ever, most of those effects would have reinforced a de-
cline in interest rates. As a result of that experience,
CBO has reduced its estimate of how quickly interest
rates fall in response to deficit reduction.

The Budgetary Implications of
the Balanced Budjet Economic
Assunptions

The improved economic conditions that can be ex-
pected to accompany enactment of legislation balancing
the budget in turn brighten the budget outlook. CBO
projects a reduction in the deficit that grows from $1
billion in 1998 t0$34 hllion in 2002 and $70iblion in
2007. Approximately one-third of the fiscal dividend is
the result of increased revenues; the remaining two-
thirds is the result of reduced outlays (see Table 4-4).

CBO's Current Estimate of
the Fiscal Dividend

The largest proportion of the fiscal dividend is attribut-
able to the change in revenues and reduction in outlays
that result from lower interest rates. Those changes
account for 75 percent of the $7#libn cumulative

total for the 1997-2002 pied, and about 70 percent of
the $357 blion total for the entire projection period

(see Table 4-5). Higher levels of GDP that result in
higher revenues account for less than one-fifth of the
total benefit for either period; the rest reflects the re-
duction in government debt and accompanying debt-
service savings that result from the fiscal dividend in
earlier years.

Lower interest rates reduce outlays because the
budget is highly sensitive to changes in interest rates.
Total outlays are below the baseline projections in ev-
ery year of the projection period afte998under bal-
anced budget eaomic assumptions. Almost all of the
decrease is found in the net interest category. Manda-
tory spending accounts for a minor portion of the de-
crease (no more than $500llion in any yer), all of
which is attributable to student loan programs. Lower
interest rates reduce outlays as a share of GDP by half a
percentage point aft@005, from 21.1 percent to 20.6
percent.

On balance, lower interest rates increase revenues.
The shift in income shares that is expected to result
from lower interest rates leads to higher revenues be-
cause more income is received from corporate profits
and less from interest income. However, lower interest
rates decrease Federal Reserve earnings, which are con-
sidered to be revenues in the budget, because the Fed-
eral Reserve's portfolio of Treasury securities earns less
interest under the balanced budget economic assump-
tions, mirroring the decline in federal interest paid on
those securities.

Slightly higher growth in gross domestic product
leads to increased revenues because the tax base grows
larger as the economy grows larger. As a result of
faster growth and changes in income shares, total reve-
nues as a share of GDP increase by about 0.1 percent-
age point. Virtually all of that increase comes from
corporate taxes; other taxes basically maintain their
current share of GDP. Annual growth in corporate
taxes is expected to rise sharply at first, more slowly
later.

CBO's estimate of the fiscal dividend and its pro-
jections of deficits, revenues, and outlays presented in
Table 4-4 are intended to help policymakers gauge the
amount of deficit reduction that icessary to balance
the budget. In the absence of an enacted and credible
plan to balance the budget, however, the fiscal dividend
will not materialize.
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Table 4-4.
Changes in Budget Aggregates Resulting from the Economic Effects of Balancing the Budget by 2002
(By fiscal year, in b illions of dollars)

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Deficit
With balanced budget economic
assumptions 124 119 143 158 143 154 160 170 198 203 208
With baseline economic
assumptions 124 120 147 171 167 188 202 219 254 266 278

Decrease with balanced budget
economic assumptions a 1 4 13 25 34 42 49 56 63 70

Total Revenues
With balanced budget economic

assumptions 1,508 1568 1,635 1,710 1,789 1,871 1,956 2,047 2,143 2,244 2,352
With baseline economic
assumptions 1,507 1567 1,634 1,705 1,781 1,860 1,943 2,033 2,127 2,227 2,333

Increase with balanced budget
economic assumptions b 1 2 4 8 11 13 14 16 17 19

Total Outlays
With balanced budget economic

assumptions 1632 1687 1,778 1,868 1,931 2,025 2,116 2,218 2,341 2,447 2,559
With baseline economic
assumptions 1632 1687 1,781 1,877 1,948 2,049 2,145 2252 2,381 2,492 2,611
Decrease with balanced budget
economic assumptions b b 2 9 17 23 29 35 40 46 52
Memorandum:

Deficit as a Share of GDP
With balanced budget economic

assumptions 1.6 15 1.7 1.8 15 1.6 15 1.6 1.7 1.7 1.7
With baseline economic
assumptions 1.6 15 1.7 1.9 1.8 1.9 2.0 2.0 2.2 2.2 2.2

Revenues as a Share of GDP
With balanced budget economic

assumptions 193 192 191 190 190 189 189 189 189 189 189
With baseline economic
assumptions 193 192 190 190 189 188 188 188 188 18.8 1838

Outlays as a Share of GDP
With balanced budget economic

assumptions 208 20.6 20.7 207 205 205 204 204 206 206 20.6
With baseline economic
assumptions 208 206 208 209 207 208 208 208 210 211 211

SOURCE: Congressional Budget Office.

NOTE: These projections assume no change in current policy, with discretionary spending at the level of the statutory cap in 1998 and adjusted for
inflation thereafter.

a. Decrease of less than $500 million.

b. Increase of less than $500 million.
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Changes in CBO's Estimate of
the Fiscal Dividend Since May

CBO's current estimate of the fiscal dividend is signifi-
cantly smaller than the estimate it published last May.
In its May report, CBO estimated that the fiscal divi-
dend would provide a cumulative boost$@b4 hllion

to deficit reduction efforts in th&996-2002 peod.

The current estimate of $71lion is two-thirds lower
than the May estimate, a much greater reduction than
the one-third decline in the economic impact of elimi-
nating the deficit discussed above.

Three factors explain the change in CBO's estimate
of the fiscal dividend. First, baseline deficits are signif-
icantly lower. Second, enactment of a deficit reduction
package leading to balance in 2002 is expected to occur
later than was expected in May. Third, CBO expects
that the effect on interest rates of eliminating deficits
will be delayed longer than was initially thought.

The deficits in CBO's baseline under current-policy
economic assumptions are sharply lower than those

expected last May. Over the 1997-200ZiquerCBO

has reduced its deficit projections $454 hllion, in-
cluding a reduction 0$97 hllion in its projection for
2002 done. That reduction represents a one-third de-
crease in the deficit both cumulatively and in 2002.
Because baseline deficits are lower by one-third, one
would expect the current estimate of the fiscal dividend
to be one-third lower too. Smaller deficits imply that
the budgetary benefits that can be expected from bal-
ancing the budget will be smaller. Lower baseline defi-
cits account for a large part of the change in the esti-
mate of the fiscal dividend, but not all of the difference.

The current estimate of the fiscal dividend is also
smaller because CBO has changed its assumptions
about when a deficit reduction plan will be enacted.
CBO had assumed that the Congress would enact such
a plan before the end of fiscal year 1996, but CBO now
assumes that enactment will not occur until the start of
1998, which amunts to a delay of a year and a half in
achieving the benefits of budgetary balance that the
fiscal dividend represents. The current assumption is
generally consistent with recent experience. Typically,

Table 4-5.

Changes in the Deficit Resulting from the Economic Effects of Balancing the Budget by 2002

(By fiscal year, in b illions of dollars)

Total Total
1997- 1997-
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2002 2007
Change Resulting from
Lower Interest Rates
Outlays
Net interest 0 a -2 -8 -15 -20 -24 -27 -30 -33 -36 -46 -196
Student loans a a a a a a a a a a a a -3
Revenues®
Federal Reserve earnings 0 a a 1 2 3 3 3 4 4 4 3 24
Shift in income shares _a a 1 3 6 9 20 21 11 A2 12 -19 74
Subtotal a a 2 10 -20 -27 32 35 38 -41 -44 58 -248
Change in Revenues Resulting
from Higher GDP a -1 -2 -3 -4 5 6 -7 8 -10 -11 -14 -55
Debt Service a a a -1 -2 3 -5 7 9 -12 -15 -5 -54
Total Effect on the Deficit a -1 -4 -13 -25 -34 -42 -49 -56 -63 -70 =77 -357

SOURCE: Congressional Budget Office.

a. Less than $500 million.

b. Revenue reductions are shown as positive because they increase the deficit.
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legislation impémening major budget agements is
enacted late in the Congressional session.

Finally, CBO has changed its estimate of when in-
terest rates would respond to deficit reduction. Even
though debt held by the publidlbe about$350 bil-
lion lower by 2002 than expected last May, a small
uptick in interest rates applied to over $4.5 trillion of
such debt outstaling markedly reduces the budgetary
impact of balancing the budget.

Implications of CBQO's
Projections for Budget Plans

The balanced budget projections presented in this chap-
ter will be used by CBO to evaluate proposals that
strive to balance the budget by fiscal y2@02. CBO
expects that those projections will provide the starting
point for Gongressional consideration of plans to bal-
ance the budget. CBO also will use the economic and
technical assumptions reflected in those projections in
reestimating the President's budget proposal.

The projections imply that a deficit reduction plan
to achieve budgetary balance 2302 does not require
policy changes that equal the full amount of the base-
line deficit in that year. Pwided that the path of en-
acted deficit reduction is consistent with the path as-
sumed in calculating the fiscal dividend, such legisla-
tion needs to produce $154libn in savings in2002
(including associated debt-service savingsy hllion
less than the baseline deficit $£88 hllion expected
under current-policy economic assumptions. That
amount of saings, which occurs in the fifth year, is
about $5 billion below the corapable arount enacted
in the Omnibus Budget Reconciliation Act (OBRA) of
1990 and about $10illion above the comgrable
amount in OBRA-93. But it is about equal to the
amount of net changes in the deficit for fiscal y&201
in the conference agreement on 11997 hudget resolu-
tion (2001 is the fifth year of that plan). On a cumula-
tive basis, the $423illion in legislative changes as-
sumed in the illustrative path of deficit reduction is
lower than the comparabl@gfires in OBRA-90 and
OBRA-93 (by $59 billion an&10 hllion, respectively)
but higher than the $372llmn anticipated by tha997
budget resolution for the first five years of that plan
(1997-2001).

Table 4-6.

Savings from Freezing Discretionary Spending at the Level of the 1998 Cap in Relation to

Total Policy Savings in CBO'’s lllustrative Path (By fiscal year, outlays in b

illions of dollars)

Total
1997 1998 1999 2000 2001 2002  1997-2002

Savings Resulting from Freezing
Discretionary Spending at the
Level of the 1998 Cap 0 0 -19 -35 -60 -78 -192
Debt Service 0 0 -1 2 -4 -8 -15
Total Savings from a Freeze 0 0 -20 -37 -65 -86 -208
Total Savings from a Freeze as
a Percentage of Total Policy
Savings in CBO’s lllustrative Path n.a. 0 38 46 54 56 49

SOURCE: Congressional Budget Office.

NOTE: n.a. = not applicable.
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Because CBO’s new projections have lower defi-
cits, freezing discretionary spending in dollar terms
through fiscal yea002 would produce a larger share
of the total policy savings needed to balance the budget
than was the case in the illustrative path of deficit re-
duction CBO published last August in its repdre-
ducing the Deficit: Spending ande®®nue Options
(Such a freeze would also be roughly consistent with
assumptions in the deficit reduction plans proposed last
year by the Congress and by the President.) CBO now
estimates that freezing discretionary spending at the
level of the 1998 cap (which is $4 billion lower than the
amount projected fat998 if spading is frozen at the
level appropriated in 1997)ould reduce outlays below
CBO'’s capped baseline with discretionary inflation by
a cumulative $208iltion (including debt-service sav-
ings) though 2002 (see Table 4-6).Under such a

freeze, the purchasy power of appropriations @002
would be 14 percent below that of the appropriations
enacted for 1997.

As shown in Table 4-6, a freeze on discretionary
spending produces roughly half of the policy savings
CBO expects in its illustrative path of deficit reduction
over five years, and 56 percent in the last year alone.
That amount is disproportionate to the one-third of to-
tal spending that is accounted for by discretionary
spending. It also leaves half of the policy changes nec-
essary to achieve a balanced budget undefined and may
be viewed skeptically by financial markets. A deficit
reduction plan that delays decisions about a large pro-
portion of deficit reduction may make the fiscal divi-
dend smaller.
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Appendix A

Sequestration Preview Report
for Fiscal Year 1998

sources-is an automatic procedure to control

discretonary appropriations and legislative
changes in direct (that is, mandatory) spending and re-
ceipts! The Gngress and the President can avoid se-
guestration by keeping discretionary appropriations
within established limits and by making sure that the
cumulative effect of legislation modifying direct spend-
ing or recepts is deficit neutral in the current year and
the budget year combined.

S equestration-the cancellation of budgetary re-

Federal law requires the Congressional Budget Of-
fice (CBO) each year to issue a sequestration preview
report five days before submission of the President's
budget, a sequestiat update report on August 15,
and a final sequestration report 10 days after a session
of Congress ends. Each sequestration report must con-
tain estimates of the following items:

0 The current discretionary spending limits and any
adjustments to them; and

0 The amount by which legislation enacted since the
Budget Enfocement Act 0fL990 thataffects direct
spending orecepts has increased or decreased the
deficit, as well as the amount of any required pay-
as-you-go (PAYGO) sequestration.

1. The current sequestration requirements were established by the Budget
Enforcement Act 0990, which amended the Balanced Budget and
Emergency Deficit Control Act of 1985 and ther@ressional Budget
and Impoundment Control Act of 1974 to add new esfiorent proce-
dures for discretionary spending, direct spending, and receipts for fiscal
years 1991 through995. The Omnibus Budget Recibiation Act of
1993 extended the application of those procedures through 1998.

The final sequestration report must also include the
amount of discretionary new budget authority for the
current fiscal year, estimated total discretionary outlays,
and the amount of any required discretionary sequestra-
tion.

This preview report to the Congress and the Office
of Management and Wgiget (OMB) provides the re-
quired information for fiscal yeat998. It conludes
that the caps on discretionary spending 608 are
constraining, and that the Congress will need to reduce
1998 hudget authority below th&997 level to achieve
compliance. For mandatory spending, by contrast, a
modest PAYGO balance will be available to offset the
cost of legislation that increases such spending for
1998.

Discretionary Seguestration
Report

The Budget Enfarement Act 0f1990 (BEA) estab-
lished discretionary spending limits for fiscal years
1991 though1995 and povided for across-the-board
cuts—known as sequestratiesshould annual appro-
priations breach the limits. The BEA also included
specific instructions for adjusting those spending caps.
The Omnibus Budget Reconciliation Act 4093
(OBRA-93) set limits on total discretionary budget au-
thority and outlays for fiscal years 1996dhgh1998

and extended the existing erdement procedures, in-
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cluding cap adjustments, for that period. Spending
from the Violent Crime Reduction Trust Fund
(VCRTF) was excluded from the caps by the Violent
Crime Control and Law Enforcement Act @B94,
which created the trust fund. That act established sepa-
rate limits throughl998 on VCRTF outlays and low-
ered the discretionary caps each year by those amounts.

CBO's current estimates of the limits on general-
purpose (non-VCRTF) discretionary spending, shown
in Table 1, differ from those published last October in
CBO's final sequestration report for fiscal yé&97.
Four factors account for the change. First, CBO re-
vised the limits to reflect differences between the

spending limits in its final report and those in OMB's
final report (published in November). Second, CBO
adjusted the caps to reflect changes in concepts and
definitions. Third, it raised the limits to refleemer-
gency spending released by the President. Last, it re-
vised the limits for 1998 to reflect the difference be-
tween current projections of the inflation rate 196
through 1998 and the projecns used to adjust the
caps in the preview report that OMB issued in March
1996. The limits on VCRTF outlays are not subject to
any adjustment, so the amounts shown in Table 1 are
the same as those presented in CBO's final report in
October.

Table A-1.

CBO Estimates of Discretionary Spending Limits for Fiscal Years 1997 and 1998 (In m

illions of dollars)

1997 1998
Budget Budget
Authority Outlays Authority Outlays
General-Purpose Spending Limits in CBO's
October 1996 Final Sequestration Report 527,395 547,359 528,857 544,116
Adjustments
Technical differences from OMB's
November 1996 final report -364 -304 0 -38
Emergency funding made available
since OMB's final report 5 5 0 0
Changes in concepts and definitions (changes to
mandatory programs made in appropriation acts)
Omnibus Consolidated Appropriations Act, 1997 0 0 -214 -27
Agriculture Appropriation Act 0 0 29 52
VA-HUD-Independent Agencies Appropriation Act 0 0 -35 -34
Subtotal 0 0 -220 -9
Changes in projected inflation rates 0 0 -6.736 -4,042
Total -359 -299 -6,956 -4,089
General-Purpose Spending Limits as of January 21, 1997 527,036 547,060 521,901 540,027
Violent Crime Reduction Trust Fund Spending Limits 5,000 3.936 5,500 4,904
Total Discretionary Spending Limits 532,036 550,996 527,401 544,931

SOURCE: Congressional Budget Office.

NOTE: OMB = Office of Management and Budget; VA = Department of Veterans Affairs; HUD = Department of Housing and Urban Development.
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Technical Differences Between
the Limits in CBO's and OMB's
Final Reports

The Budget Enfarement Act requires both CBO and
OMB to calculate changes to the discretionary spending
limits that result from such factors as the enactment of
emergency appropriations. However, OMB's estimates
of the limits are the ones that determine whether en-
acted appropriations fall within the caps or whether a
sequestration is required to eliminate a breach of them.
CBO's estimates are merely advisory. In acknow-
ledgment of OMB's statutory role, when CBO calcu-
lates changes in the limits for a report, it first adjusts
for the differences between the limits in its most recent
report and those in OMB's most recent report. In ef-
fect, CBO uses OMB's estimates as the starting point
for the adjustments that it is required to make in the
new report.

The limit on budget authority fat997 in CBO's
October final report exceeded OMB's$864 nillion;
the budget authority limit fot998 was identical in the
two agencies' reports. The entire 1997 difference re-
sults from the fact that CBO includes enacted contin-
gent emergency appropiiets when it computes the
caps. CBO counts those appropriationgmsrgency
spending in its cap adjustment when they are enacted

because the Congress does not need to take any further

action to make them available. OMB, however, does
not include those appropriations until the President has
released them as an emergency requirement.

The limits on outlays for both 1997 and 1998 in
CBO's final report were also higher than OMB's.
CBO's estimate of the outlay limit was $304lion
greater than OMB's for 1997 and $3d8lion greater
for 1998. Most of the difference ($323illion for
1997 and $14 iflion for 1998) is the effect on outlays
of CBO's inclusion of enacted but unreleased contin-
gent emergency approplias in its cap adjustment.
The rest of the difference comes from different esti-
mates of the rates at which spending will flow from
other emergency appropiias that have been made
available.

Emergency Funding Made Available
Since OMB's Final Report

As required by the Budget Entmment Act, CBO ad-
justs the discr@nary spending limits to refleeimer-
gency appropriations made available since OMB's final
report. Between November 1996 and January 1997,
the Congress did not enact agypergency appropria-
tions, but the President did release contingemer-
gency appropriations totaling $5 million.

Changes in Concepts and Definitions

The Balanced Budget and Emergency Deficit Control
Act of 1985 (the Balanceduslget Act) provides for
adjusting the caps to take account of changes in budget-
ary concepts and definitions. Those adjustments gener-
ally reflect reclassifications of spending from one bud-
get category to another.

The Congressional budget committees and OMB
have determined that any increases or decreases in di-
rect spending that result from provisions in an appro-
priation act should be reflected in the enfanent of
the discretionary spending limits. (They have also de-
termined that increases or decreases in discretionary
spending that result from provisions in authorizing leg-
islation should be reflected in the emdement of the
PAYGO rules.) When such changes are made in an
appropriation act, the current effect is included in the
estimate of the act, whereas the future effect is reflected
as an adjustment to the discretionary caps. This
method ensures that the appropriations committees are
held responsible for the future effects of changes that
their legislation makes in mandatory programs, but they
are not held responsible for appropriations for discre-
tionary programs that other committees provide.

Fiscal year 1997 appropranh acts contained vari-
ous changes that affect mandatory spending, requiring a
net reduction in th&998 caps of $220 iftion in bud-
get authority and $9 million in outlays (see Table 1).
Three appropriation acts contained all of those changes.
The Omnibus Consolidated Appropriations Act in-
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cluded povisions that provide for a net increase in
mandatory spending &214 nillion in budget author-

ity and $27 nilion in outlays. Most of that amount
comes from a provision that limits administrative
spending in the student loan program 1&97. Al-
though that restriction produced savings I&97, it

will increase spending ih998 because adnistrative
spending for student loan programs is funded under a
five-year limit (ending inL998) that the aalid not re-
duce. Under the terms of the five-year limit, spending
will only be deferred from 1997 to 1998. The 1998
effect, therefore, is recorded as a reduction in the dis-
cretionary spending caps.

Provisions in the Agriculture Appropriation Act, by
contrast, provided for a net decrease in mandatory
spending of $29 ition in budget authority and $52
million in outlays in1998. Two items in the act ac-
count for most of that change. The first limits export
subsidies under the Export Enlbament Program to
$100 nillion a year, which produces savings1898
relative to the levels previously enacted. Those savings
cause increases in the caps. The second item limits
new enrollment in the Wetlands Reserve Program for
1997 wihout reducing the program's overall statutory
enroliment target of 975,000 acres. CBO assumes that
enrollment will increase it998 as a result of the 1997
limitation. That increase in enroliment is recorded as a
decrease in theudget authority cap, even though the
1998 effect of thd997 adbn is sufficient to produce a
net decrease in outlays and an increase in the outlay
cap.

The Veterans Affairs andousing and Urban De-
velopment Appropriation Act contained measures that
increase mandatory spendindlLi®98 by $35 nflion in
budget authority anfi34 million in outlays. The mea-
sures in question relate to health benefits, including
requiring insurers to provide a 48-hour hospital stay for
new mothers and parity for mental health benefits. The
effect of those provisions must be recorded as a de-
crease in the discretionary spending caps.

Changes in Projected Inflation Rates

The Balanced Budget Act also provides for an annual
adjustment to the caps to reflect changes in inflation.

OMB interprets language added by OBRA-93 as allow-
ing ajustments based on the difference between the
latest projected inflation rates f&©96 though1998

and the inflation rates forecast for those years at the
time of OMB's prior preview report. CBO employs
OMB's method of djusting for inflation in deference to
the agency's statutory role in enforcing the caps.

In its March 1996 preview report, OMB projected
an inflation rate, as measured by the chain-weighted
gross domestic product price index, of 2.7 percent a
year for 1996, 1997, and 1998. CBO's current forecast
is for inflation (measured the same way) of 2.2 percent
in both 1996 and 1997, incréag to 2.6 percent in
1998. The cumulative effect of inflah rates is a re-
duction in thel998 caps on disciehary budget au-
thority of $6,736 rillion. The decline in outlays result-
ing from the reduceduuget authority is $842 mil-
lion. Those inflation adjustments are reflected in the
caps shown in Table 1.

How the Caps Compare with Projected
Discretionary Spending

The general-purpose spending limits I&98 shown in
Table 1 constrain CBO's baseline projection of budget
authority and outlays. The usual baseline concept calls
for calculating1998 hudget authority by increasing
1997 general-purpose appropriations to account for the
effects of inflation. However, that procedure would
yield budget authority that is $26 million higher than

the 1998 cap. The effect on outlays of that dif-
ference—plus the outlay effect of previously enacted
appropriations-would exceed the cap on outlays by
$15,494 nillion.

CBO estimates that holdiri98 appropriabns at
the 1997 level, ditoughmeetng the cap on budget au-
thority, would still result in outlays that esed their
cap by $4,027 hion. As a result, the Congress will
need to reduce 1998 appropivas below thel997
level or rescind previously enacted appropriations to
comply with the 1998 cap on disdmetary outlays.
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Pay-As-You-Go Seuestration
Report

A pay-as-you-go sequestration is triggered at the end of
a Congressional session if legislated changes in direct
spending programs or governmentdepts that were
enacted since the Budget Erdement Act increase the
combined current and budget year deficits. In that case,
nonexempt mandatory programs are cobugh to
eliminate the increase. The pay-as-you-go provisions
of the BEA applied through fiscal yedR95, and
OBRA-93 extended them throudi998.

The Budget Enfarement Act requires both CBO
and OMB to estimate the net change in the deficit re-
sulting from direct spending oeceipt legisldabn. As
with the discretionary spending limits, however, OMB's
estimates determine whether a sequestration is required.
CBO has therefore adopted OMB's estimates of

changes in the deficit at the end of the previous session
of Congress as the starting point for this report.

OMB's November 1996 final report estimated that
changes in direct spending anetepts enacted be-
tween the time of the Budget Enfement Act and the
end of the 104th @hgress decreased the combined
1997 andl998 deficits by $9,700 ittion. That esti-
mate excludes changes in the deficit ¥806 though
1998 that resulted from legislation enacted before
OBRA-93 (the pay-as-you-go procedures did not apply
to those years until OBRA-93 was enacted) and deficit
reduction contained in OBRA-93 itself (such an exclu-
sion is required by law).

The Omnibus Consolidated Appropriations Act
requires that 1997 PAYGO ags be earmarked for
deficit reduction. Accordingly, $834 nillion in 1997
savings have been removed from the PAY@Dres
shown in Table 2, leaving only %6 nillion available
in 1998 to offset the cost of future legisbeat

Table A-2.
Budgetary Effects of Direct Spending or Receipt Legislation

Enacted Since the Budget Enforcement Act (By fiscal year, in m

illions of dollars)

1997 1998
Total for OMB's November 1996 Final Sequestration Report? -6,234 -3,466
Adjustment Required by Section 4001 of the
Omnibus Consolidated Appropriations Act, 1997 6,234 n.a.
Legislation Enacted Since OMB's Final Report 0 0
Change in the Deficit Since the Budget Enforcement Act 0 -3,466

SOURCE: Congressional Budget Office.

NOTE: OMB = Office of Management and Budget; n.a. = not applicable.

a. Section 254 of the Balanced Budget and Emergency Deficit Control Act of 1985, as amended by the Budget Enforcement Act of 1990, calls for a
list of all bills enacted since the Budget Enforcement Act that are included in the pay-as-you-go calculation. Because the data in this table assume
OMB's estimate of the total change in the deficit resulting from bills enacted through the date of its report, readers are referred to the list of those
bills included in Table 6 of the OMB Final Sequestration Report to the President and Congress (November 15, 1996) and in previous sequestra-

tion reports issued by OMB.

This table corrects the estimates in OMB's final report for one bill that had its deficit effect entered in the wrong years.







Appendix B

Procedural Constraints
on the Budget

cit have constrained policymakers in making

their budgetary decisions. But curbs on aggre-
gate discretionary appropriations and on direct spend-
ing and revenue legisiah that have been in effect
since 1990 are exjiig; they will not apply to budgets
after fiscal year 1998nless they are extended. A dif-
ferent kind of constraint, however, a kind of line-item
veto, has just taken effect. In addition, 1@&th Con-
gress is likely to consider a variety of reforms intended
to strengthen budget discipline and make the process
more efficient.

S ince 1985, statutes intended to control the defi-

Budget Enforcement
Procedures

The Balanced Budget and Emergency Deficit Control
Act of 1985 (popularlyknown as Gramm-Rudman-
Hollings) set annual deficit targets that were intended to
lead to a balanced budgetlif91. It also established a
procedure-known as sequestratissto make those
goals binding. Under sequestration, an across-the-
board reduction in spending (excepting numerous enti-
tlement programs) ewld automatically occur if the
projected deficit exceeded its goal. The deficit targets
were revised in 1987, and lawmakersigieated1993

as the year in which the deficit would be eliminated.
Although the deficit declined in the fiscal year follow-
ing enactment of Gramm-Rudman-Hollings (and re-
mained virtually at the same level for the next two

years) the fixed deficit target approach failed to achieve
the desired reductions. (F&@®90, the last year for
which the procedures were fully in effect, the actual
deficit exceeded the revised target deficitfip1 bil-

lion and the original target I$185 hllion.) Moreover,

that approach led to rosy economic projections, the use
of questionable budgetary saving such as timing shifts,
and a perception that the process put an unfair burden
on discretionary appropriations. Consequently, the law
was amended by the Budget ErfEment Act 0fLl990
(BEA).

In place of fixed deficit targets, the BEA estab-
lished annual caps on discretionary budget authority
and outlays provided in appropriation acts. It also in-
stituted a pay-as-you-go requirement for mandatory
spending and revenue legislation. Under the BEA, dis-
cretionary appropriations in excess of the caps trigger a
sequestration of only discretionary spending. Further-
more, a sequestration of mandatory spending is im-
posed if the net effect of all legislatiaffecting manda-
tory spending or revenues is to increase the deficit.
(See Appendix A for more detail on those procedures.)
The BEA kept those rules in place through fiscal year
1995. The Omnibus URiget Reconciliation Act of
1993 extended them thuigh1998, with essentially no
change.

In general, the BEA procedures have been success-
ful in preventing new legislation from increasing the
deficit. One indication that the pay-as-you-go proce-
dure has been effective is that since 1990 proponents of
legislation that would increase mandatory spending or
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cut taxes have almost always been greeted with, "How
are you going to pay for it?" That magesn an obvi-

ous question, but it was one that proponents of legisla-
tion did not generally have to answer before 1990. In
additon, there have been no pay-as-you-go sequestra-
tions. Since the enactment of the BEA, only two small
discretionary sequestrations have been ordered. In one
case, the sequestration offset an overage that the Office
of Management and Wglget estimated at $2.4 million
(the Congresenal Budget Office estimated that appro-
priations did not exeed the cap), which resulted in a
sequester reducing each discretionary spending account
by .0013 percent. In the other instance, enacted appro-
priations exceeded the cap $395 nillion because of a
drafting mistake in an appropria bill enacted just
before the Congress adjourned for the year. When the
Congress reconvened, it enacted legislation that cor-
rected the mistake and canceled the sequestration.

Although the BEA procedures have beeocgssful
in constraining new budgetary legislation, many Mem-
bers of Congress have expressed concern that those
constraints do not limit increases in mandatory spend-
ing that can occur wibut changes in law and do not
require the elimination of deficits. With the expiration
of the BEA procedures looming, the Congress must
decide whether to extend those constraints (either in
essentially the same form or with modifications).

The Line-ltem Veto

The Congress and the President enacted the Line Item
Veto Act last year. The law, which went into effect on
January 1, 1997, represents a diffeléntl of con-
straint on the budgetary decisions of the Congress. It
amends the Impoundment Control Act 1874 and
grants the President the authority to cancel certain new
spending or tax benefits that he signs into law after that
date. The act remains in effect for eight years.

The Line Item Veto Act is intended to allow the
President-as part of a broader effort to reduce the
deficit—to eliminate new spending and tax breaks that
he deems wasteful @nnecessary. Although there is
disagreement over whether the new laill r@duce the
deficit, most observers agree that it is a significant
change in the federal budget process that is likely to

shift budgetary power from the Congress to the Presi-
dent.

Under the Act, the President may cancel "doNar
amount of discretionary budget authority, any item of
new direct spending, or any limited tax benefit" that he
signs into law. (Thus, the act does not actually grant
the President an item veto, which would allow him to
reject parts of a measure before signing the rest into
law.) The President must notify the Congress of any
cancellations by special message and he must do so
within five days of signing the law from which any can-
cellations have been made. Cancellations go into effect
only when the Congressaeives the special message.

A cancellation may only be overturned by the en-
actment of a subsequent law. For each special mes-
sage, the Congress may consider a "disapproval bill"
under fast-track legislative procedures during a 30-day
review period (that could extend well beyond 30 calen-
dar days because of recesses and adjournments). The
President may not use his cancellation authority on a
disapproval bill. Of course, the Congress may include
provisions overturning cancellations as part of a mea-
sure that is not a disapproval bill, but such a measure
would not come under fast-track procedures or be pro-
tected from the President's cancellation authority.

Before the Line Item Veto Act, the President could
propose to cancel amounts of budget authority provided
by law, but any such rescission that he proposed had to
be enacted into law to go into effect permanently. Now,
the President may unilaterally cancel certain spending
and tax benefits that he has signed into law, and any
cancellations can only be reversed by the enactment of a
subsequent law. Because the President skieshsto
veto any disapproval bill, such a measure will probably
require the support of two-thirds of the Congrettee
margin needed to override a vettm ensure its enact-
ment.

In certain respects the act is broader, and in others
more restrictive, than some earlier proposals to expand
the President's impoundment authority. For example,
earlier proposals generally would have applied only to
discretionary appropriations provided in annual appro-
priations acts. The act permits the President to cancel
such amounts as well as certain new, direct (mandatory)
spending and tax benefits. In the case of discretionary
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appropriations, however, the President may only cancel
entire dollar amounts specified in appropriations acts,
governing committee reports, or related statutes. He
may not cancel a portion of such amounts, which would
have been allowed under some earlier proposals.

Budget enfatement procedures in effect since
1990 have worked to prevent new sgieg and reve-
nue laws from increasing the deficit. It is unclear whe-
ther the President's new authority will lead to further
reductions in the deficit or will simply empower him to
substitute his own budgetary priorities for those of the
Congress. In any event, the Act does not address the
leading cause ofcent and projected defigj namely,
mandatory spending increases under existing law. To
control such spending, whether as part of a plan to bal-
ance the budget or for other purposes, the Congress
must enact legislation modifying existing laws.

Consideration of Other
Procedural Constraints

Many Members of Congress have expressed concern
that there are no procedures in place to force the Con-

gress and the President to deal with the deficit or in-
creases in entitlement spbng. In addition, many
Members are frustrated by the amount of time spent on
the budget and by perceived flaws in the budget pro-
cess. Whether the BEA procedures are extended or not,
the Congress will probably consider a number of other
changes in process. It is almost certain to consider
again the adoption of an amendment to the Constitution
that would mandate a balanced federal budget. Such a
proposal passed the House in 1ligth ngress but
failed by a narrow mgin in the Senate to secure the
two-thirds vote required to send the proposed amend-
ment to the states for ratification. Other changes in
budget procedures that have been discussed in recent
years include proposals to set enforceable caps on enti-
tlement spending, to move to a biennial budget, and to
make the Congressional budget resolution a joint reso-
lution that must be presented to the President for his
signature. Along with a constitutional amendment to
balance the budget and the extension of the BEA proce-
dures, those and other budget process changes are also
likely to be considered in tHe)5th ngress.
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lution for fiscal yearl 996 that anticipated a defi-

cit of $170.3 fdlion. Unlike the previous year's
budget resolin, the one fol996 assumed passage of
an ambitious deficit reduction package that sought to
balance the federal budget by the end of fiscal year
2002. It called for policies that would have reduced the
deficit by $40 billion in1996. The discrainary spend-
ing policies in the budget resolution were subsequently
enacted. But an omnibus reconciliation bill to realize
the resolution's mandatory cuts was vetoed by the Presi-
dent.

I n June 1995, theddgress adopted a budget reso-

Although most of the major changes in mandatory
spending assumed in th996 hudget resolution were
never enacted, the actual 1996 defi@td07.3 bil-
lion—was $63 Bblion lower than the figure in the reso-
lution. That redu@bn can largely be attributed to two
factors: more favorable economic conditions than ex-
pected, and other misestimates that the Congressional
Budget Office(CBQO) labels tdanical. The reduction
marked the fourth straight year in which the actual defi-
cit was less than the budget resolution had anticipated.
Before fiscal year 1993, the actual deficiteaded the
figure in the budget resolution for 13 years in a row.

For fiscal year 1997, CBO's latest projent point
to a deficit of $124 #lion—$29 hllion below the
amount assumed in the 199udget resolution. As in
1996, thel1997 hudget resolution assumed that the
Congress wuld make major changes in mandatory
spending, but they were never enacted. In addition, the
1997 ludget resolution assumed a significant tax cut

proposal that was not enacted. Thus, the likely reduc-
tion in the1997 deficit below the level in thautiget
resolution appears to be resulting from the same type of
economic and témical factors that caused a lower defi-
cit in 1996.

Sources of Differences

The Congressional Budget Office divides the differ-
ences between budget resolutions and actual outcomes
into three categories: policy, economic, and technical.

Policy differences reflect the passage of legislation
that the budget resolution did not explicitly anticipate
or legislation that cost (or saved) more money than it
assumed. An example of the former is emergency ap-
propriations, such as those for aid to victims of natural
disasters, which by definition are hard to anticipate.
Policy differences can also reflect thduee to enact
legislation that the resolution assumed.

Economic differences arise because the perfor-
mance of the economy cannot be predicted with preci-
sion. Every hdget resolution contains assumptions
about several key enomic variables-chiefly, gross
domestic product (GDP), taxable incomes, unemploy-
ment, inflation, and interest ratethat analysts need to
estimate revenues and spending for benefit programs
and net interest. Typically (as in the 19%6ipet reso-
lution), the economic assumptions are drawn from a
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CBO forecast, although in about one-third of the
cases-notably, in 1982 and for most of the years be-
tween 1988 and 199z2the Congress chose a different
forecast, generally one from the Administration.

Soon after the end of the fiscal year, CR@Oges
how much of the difference between estimates in the
budget reslution and actual revenue and outlay totals
should be ascribed to economic factors, using informa-
tion available at that time. It does not change that allo-
cation later, everhbugh revisions of data about GDP
and taxable income continue to trickle in afterward.
Only differences that can be rigorously linked to the
major variables are labeled economic. Other differ-
ences that might be tied to economic performance (such
as higher support paymentsfaymers in response to
weak agricultural exports) are not included in this cate-
gory because their relationship to CBO's published
forecast is more tenuous.

All other types of discrepancies are classified as
technical differences. Not surprisingly, technical mis-
estimates are concentrated in revenues and in open-
ended commitments of the government such as entitle-
ment programs. Large technical differences often

prompt both CBO and the Administration to review
their projection methods, but some such differences are
inevitable given the size and complexity of the federal
budget. The poiins of the budget that have contrib-
uted the largest technical differences sii®80 are
noted at the end of this appendix.

The Budget Resolution for
Fiscal Year 1996

The Congress's budget resolution for fiscal Y86
charted a course for steep reductions in the deficit that
were aimed at achieving a balanced budget over seven
years. Although the resolution assumed that most of
the necessary spending cuts would be realized in the
out-years, the Congress did plan to begin cutting both
discretionary and mandatory spending in fiscal year
1996. The level of discretionary spending that the bud-
get resolution proposed for 1996 was $ilifon below
CBO's projection of the statutory caps that govern such
spending. The resolution also called for reducing man-
datory spending by more th&a9 hllion in 1996.

Table C-1.

Comparison of the CBO April 1995 Baseline, the 1996 Budget Resolution,

and Actual Budget Totals for Fiscal Year 1996 (In b

illions of dollars)

Actual Minus Actual Minus

CBO April Budget CBO April Budget
1995 Baseline? Resolution® Actual® 1995 Baseline Resolution
Revenues 1,418 1,417 1,453 35 36
Outlays 1,628 1,588 1,560 -68 -28
Deficit 210 170 107 -103 -63

SOURCE: Congressional Budget Office.

NOTE: Totals include Social Security and the Postal Service, which are off-budget.

a. From Congressional Budget Office, An Analysis of the President's Budgetary Proposals for Fiscal Year 1996 (April 1995), Appendix A.

b. Concurrent Resolution on the Budget for Fiscal Year 1996.

c. From Department of the Treasury, Final Monthly Treasury Statement, Fiscal Year 1996 (October 1996).
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The 1996 hdget resolution did not assume any  Ultimately, outlays were $28illion lower than envi-
specific level of tax cuts for each year, nor did it include  sioned and revenues $38libn higher, resulting in a
the fiscal dividend that would be realized from balanc-  deficit that was $63illion smaller.
ing the ludget. (For more information about the fiscal
dividend, see Chapter 4.) Rather, the budget resolution
indirectly addressed those issues by establishing a pro- Changes in Policies
cedure that wouldllaw for tax cuts over the seven-year
period. If the House and Senate reported legislation to Congressional actions that differed from the policy as-
make the spending cuts specifically assumed in the res- sumptions in the budget resolution added an estimated
olution, the fiscal dividend could then be used to offset  $25 bllion to the deficit in1996 (see Table C-2). Al-

$150 hllion in tax cuts through fiscal ye@002. though the budget resolution called fobstantial pol-
icy changes to mandatory spending programs, most

As a whole, the resolution for fiscal yeh996 were not enacted. The resolution called for $8 billion in
called for outlays of $1,588lkon, revenues of $1,417 Medicare cuts and almost $4 billion in Medicaid cuts
billion, and a deficit of5170 bllion (see Table C-1). for 1996, but those and othewnsays did not material-
Table C-2.
Sources of Differences Between the CBO April 1995 Baseline, the 1996 Budget Resolution,
and Actual Budget Totals for Fiscal Year 1996 (In b illions of dollars)

Policy Differences Economic Technical
Emergencies Other Subtotal Differences Differences Total

Actual Minus CBO April 1995 Baseline

Revenues 0 a a 24 11 35
Outlays
Discretionary spending 1 -20 -18 0 a -18
Mandatory spending 0 2 2 -4 -28 -30
Deposit insurance 0 0 0 0 -1 -1
Net interest 0 a a -20 1 -20
Offsetting receipts 0 _a _a _0 _1 _1
Total 1 -18 -16 -24 -28 -68
Deficit 1 -17 -16 -48 -39 -103
Actual Minus Budget Resolution
Revenues 0 -1 -1 24 12 36
Outlays
Discretionary spending 1 -1 a 0 -1 -1
Mandatory spending 0 22 22 -4 -29 -11
Deposit insurance 0 0 0 0 -1 -1
Net interest 0 1 1 -20 1 -18
Offsetting receipts _0 2 _2 _a _1 _3
Total 1 23 25 -24 -29 -28
Deficit 1 24 25 -48 -40 -63

SOURCE: Congressional Budget Office.

a. Less than $500 million.
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ize because the President vetoed the reconciliation bill
that included them. In addition, the nearly $6 billion in
various welfare spaling cuts that the budget resolution
assumed for fiscal year 1996 were not achieved because
welfare reform legislation was not enacted until the
very end of the fiscal year. Finally, the budget resolu-
tion assumed more than $2 billion in savings from off-
setting ecepts and almost $lilbon in net-interest
gains.

The only significant mce of legislabn affecting
1996 mandatory outlays that was enacted was the Fed-
eral Agriculture Improvement and Reform Actl&f96.

The budget resolution assumed that instead of simply
extending the authority for agricultural programs, that
year's farm til would produce nearly $1 billion in sav-
ings. When thdarm hll was enacted almost a year
after the adoption of the budget resolution, CBO esti-
mated that it would increase spending by more than $3
billion in 1996.

The budget resolution assumed that discretionary
outlays would tota534 Hhllion in fiscal year1996.
The nonemergency disci@bary outlays actually en-
acted that year were $1 billion lower. However, the
Congress also approved more than $1 billioanmer-
gency discretionary legislation ib996. {Under the
terms of the Balanced Budget and Emergency Deficit
Control Act of 1985emergencies are alichreason for
extra spending.) As a result, total discretionary spend-
ing slightly exceeded the aunt assumed in the budget
resolution.

Economic Factors

In several respects, the economic assumptions of the
1996 hudget resolution (which were made in early
1995) proved to be too pessimistic. Differences be-
tween assumed and actual economic performance ac-
counted for an estimat&#8 hllion of the error in pro-
jecting the deficit (see Table C-2).

Half of the economic difference resulted from
higher-than-expected revenues. hiligh real gross
domestic product grew at about the predicted rate, total
taxable income exceeded the pramtt Moreover,
corporate profits, which are taxed at a higher effective

rate than other types of income, made up a larger share
of national income than expected.

The other half of the economic difference is attrib-
utable to lower spending for interest on government
debt and for various benefit payments. Interest rates on
10-year Treasury notes averaged nearly a percentage
point lower in the remainder 4R95 and in 1996 than
the budget resolution assumed; short-term rates were
lower by a lesser amount. Together, lower interest rates
and less borrowing mimed debt-service sts by $20
billion. At the same time, outlays for Social Security,
Medicare, and other benefit programs were slowed by
lower-than-expected inflation and unemployment. The
budget resolution assumed a Social Security cost-of-
living increase of 3.1 percent in Janua8g6, but the
actual increase was only 2.6 percent.

Technical Factors

Technical factors-the label given to any misestimates
that cannot be traced to legislative actions or inaccurate
economic assumptionsaccounted for abou®40 bil-

lion of the overestimate of the deficit in the 1996 bud-
get resolution (see Table C-2). Approximateh® bil-

lion of that misestimate fell on the outlay side of the
budget and the other $12lion on the revenue side.
Most of the $12 itlion in additional revenues resulted
from unexpectedly high individual income taecepts.

Except for $1 billion in noemergency discrietn-
ary spending, almost all of the outlay overestimates
occurred in the category of mandatory spending. The
government's two big health care prograrivedicare
and Medicaid-each cost over $7 billion less 1996
than CBO had anticipated early in 1995. Social Secu-
rity also spent over $3 billion less than expected.

In addifon, mandatory agricultural programs expe-
rienced changes due to technical factors. Total spend-
ing for agricultural programs in 1996 was almost $3
billion less than the current-policy estimate assumed at
the time of the budget resolution. However, as men-
tioned abovefarm legislaion increased spending from
what it otherwise would have been by about $3 billion.
As a result, the total technical change in agricultural
spending forl996 was nearly $6ilbon.
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Budget Resolutions for
1980 Through 1996

From 1980 through 992, the actual deficit consistently
exceeded the figure in thediget resolution by amounts
ranging from a negligible (compared with the size of
the budget) $4 billion 11984 to a staggierg $119 bil-

lion in 1990 in the midst of the @ags and loan crisis
(see Table C-3). The 1993idiget resolution altered
that pattern. However, the reversal occurred that year
only because spending for deposit insurance was lower
than expected (see Figure C-1). 1894, 1995, and
1996, the deficit continued to come in below the resolu-
tions' assumptions, but in each of those years the im-
provement was more broadly based.

Policy action or inaction (the failure to achieve sav-
ings called for in the budget resolutions) has added an
average of $11lillion a year to the deficit. In only
three years since 1981 policymakers trim the deficit
by more, or add to it by less, than the resolution per-
mitted—namely, in fiscal years 1982, 1987, and 1991.
The reasons vary: in fiscal year 1982 (the first Reagan-
era budget), the first-year tax cut in the Economic Re-

Figure C-1.

Differences Between Actual Deficits
and Deficits in Budget Resolutions,
Fiscal Years 1980-1996

Billions of Dollars

Differences Excluding
Deposit Insurance

)
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-100
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SOURCE: Congressional Budget Office.

covery Tax Act of 1981 was smaller than theohetson

had assumed; in 1987, the new Tax Reform Act of
1986 tempurarily swelled collections; and in 1991, $43
billion in contribuions from foreign nations to help
finance Operation Desert Storm streamed in, lowering
total outlays commensurately.

Because the budget process begins about nine
months before the start of the fiscal year, economic per-
formance is a regular source of uncertainty. The attri-
bution of each fiscal year's economic errors shown in
Table C-3 was based on the economic data available
shortly after the end of the fiscal year. Those "actual”
data in fact continue to be revised for years, often by
large amounts. Although CBO does not attempt to
make reassessments based on revised economic data,
doing so could significantly alter the attribution of er-
rors in past years. Nevertheless, those data suggest that
until fiscal year 1993, udget resolutions tended to use
short-term economic assumptions that proved overly
optimistic. The worst errors, not surprisingly, were in
years marked by recession or the early stages of re-
covery—namely, in 1982 and 1983 and again in the
1990-1992 period. SindN93, that pattern has largely
been reversed. Short-term economic assumptions in
fiscal years 1993 tbugh1996 either proved quite ac-
curate or tended to be overly pessimistic, mostly be-
cause the economy performed more strongly than ex-
pected.

Regardless of the direction of the error in the short-
term forecast, economic differences occur chiefly in
revenues and, on the spending side of the budget, in net
interest. Despite the recent trenchremmic differences
have still caused Congressioneftlers, on average, to
err on the side of optimism to the tune of $1Bom a
year.

Technical misestimates of the deficit have averaged
close to zero since 198&@lthough in absolute terms,
disregarding whether the errors were positive or nega-
tive, they caused the average estimate of the deficit to
be off by $26 Blion. The causes of large technical
errors have varied over the years. On the revenue side,
such misestimates were generally not very great
through 1990, but they Hkoned in1991 and 1992
when tax collections were weaker than economic data
seemed to justify. On the outlay side, farm price sup-
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Table C-3.
Sources of Differences Between Actual Budget Totals and Budget Resolution Estimates,
Fiscal Years 1980-1996 (In b illions of dollars)

Policy Economic Technical
Differences Differences Differences Total
Revenues
1980 6 8 -4 11
1981 -4 5 -13 -11
1982 13 -52 -1 -40
1983 -5 -58 -3 -65
1984 -14 4 -4 -13
1985 a -20 3 -17
1986 -1 -23 -2 -27
1987 22 -27 7 2
1988 -11 4 -17 -24
1989 1 34 -8 26
1990 -7 -36 9 -34
1991° -1 -31 -24 -56
1992 3 -46 -34 -78
1993 4 -28 3 -20
1994 -1 12 4 15
1995 a 16 1 17
1996 -1 24 12 36
Average a -13 -4 -17
Absolute Average® 6 25 9 29
Outlays

1980 20 12 16 48
1981 25 6 16 47
1982 1 24 8 33
1983 18 a 8 26
1984 1 7 -18 -9
1985 23 -5 -13 5
1986 14 -12 20 22
1987 7 -12 13 8
1988 -2 12 12 22
1989 17 14 12 43
1990 13 13 59 85
1991° -19 1 -22 -40
1992 15 -21 -60 -66
1993 16 -19 -90 -92
1994 10 -9 -36 -35
1995 2 17 -14 6
1996 25 -24 -29 -28
Average 11 a -7 4

Absolute Average® 13 12 26 36
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Table C-3.
Continued
Policy Economic Technical
Differences Differences Differences Total
Deficit

1980 13 4 19 37
1981 28 1 29 58
1982 -12 76 9 73
1983 22 59 11 91
1984 15 3 -14 4
1985 23 15 -16 22
1986 16 11 22 49
1987 -15 15 6 6
1988 9 8 29 46
1989 17 -20 20 17
1990 20 49 50 119
1991° -19 32 2 15
1992 12 25 -26 11
1993 12 9 -93 -72
1994 11 -21 -40 -50
1995 2 2 -15 -11
1996 25 -48 -40 -63
Average 11 13 -3 21
Absolute Average® 16 23 26 44

SOURCE: Congressional Budget Office.
NOTES: Differences are actual outcomes minus budget resolution assumptions.

The allocation of revenue differences between economic and technical factors is done soon after the fiscal year in question and is not
changed later to incorporate revisions in economic data.

a. Less than $500 million.
b. Based on the fiscal year 1991 budget summit agreement, as assessed by CBO in December 1990.

c. The absolute average disregards whether the differences are positive or negative.

ports, receits from offshoreil leases, defense spend- mates of both Medicare and Medicaid spending. And
ing, and benefit programs dominated the errors through deposit insurance, a major source of technical errors
the mid-1980s.Underestimates of benefit outlays, es-  during the height of the savings and loan crisis, has be-
pecially for health care programs, swelled again in 1991 come a less significant factor over the past two years.
and 1992, but the last three years have seen overesti-






Appendix D

How the Economy
Affects the Budget

T he federal budget is highly sensitive to the
economy. Revenues depend on taxable in-
comes—including wages and salaries, interest
and other nonwage income, and corporate prof-
its—which generally move in step with economic
growth. Many benefit programs are pegged to infla-
tion, either directly (like Social Security) or indirectly
(like Medicare). And the Treasury continually borrows
and refinances the government's debt at market interest
rates.

The Congressional Budget Offil€BO) has sum-
marized some of the links between key economic as-
sumptions and federal budget projections with three
rules of thumb. Those rules generate estimates of the
impact on budget totals of changes in real growth, infla-
tion, and interest rates. The real growth rule assumes
0.1 percentage-point slower growth than CBO's base-
line, starting in January997. The inflabn and inter-

changes in interest rates, and new projections of growth
in benefit programs. This year's rules, like last year's,
reflect a substantial shift in emphasis. Prior to that,
CBO produced estimates of the effects of different eco-
nomic assumptions on projections during a six-year
budget period. The estimates of the effects of changes
in real growth and unemployment were generally in-
tended to reflect possible cyclical changes in the econ-
omy. Because CBO has now begun to produce budget
projections for 11 years, and because there is great in-
terest in what the budget will look like in the later years
of the projection period, CBO's approach to the rules of
thumb has changed.

For instance, the current rule of thumb for real
growth is an illustration of the change in the budget if
the growth of potential gross domestic product (GDP)
departs from the baseline, not an illustration of the ef-
fects of a cyclical change. As a result, the rule of

est rate rules assume each is 1 percentage point greater thumb has been recast as a 0.1 percentage-point decline

than CBO's baseline, starting in Janue®97. Each of
the three rules is roughly synetrical; the impact of
faster growth, lower inflation, or lower interest rates
would be about the same size as shown in Table D-1,
but with the opposite sign. Sustained errors of 0.1 or 1
percentage point are used for the sake of simplicity;
they do not represent typical forecasting errors.

Each year, CBO presents rules of thumb in its an-
nual report. Their magnitudes always change some-
what from year to year because of the intervening
growth in the economy (principalffecting revenues),

in real growth instead of the 1 percentage-point change
assumed in the past. Although it was not unreasonable
to assume that real growth could be 1 percentage point
lower than CBO's baseline over the next few years be-
cause of cyclical effects, it does not seem at all realistic
to assume that real growth could be as much as 1 per-
centage point lower than the baseline projections for the
next 10 years. In addition, because the unemployment
rate effect that used to be included in the real growth
rule of thumb was a cyclical effect, it has been elimi-
nated, leaving only the effect of a smaller labor force on
unemployment expenditures.
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Table D-1.
Effects of Selected Economic Changes on CBO Budget Projections
(By fiscal year, in b illions of dollars)

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Real Rate of Growth Is 0.1 Percentage Point a Year Lower
Beginning in January 1997

Change in Revenues -1 -2 -4 -6 -8 -10 -13 -16 -19 -22 -25
Change in Outlays
Net interest (Debt service) a a a 1 1 2 2 3 4 6 7
Mandatory spending a a a a a a a a a a a
Change in Deficit 1 2 4 6 9 12 15 19 23 28 33

Inflation Rate Is 1 Percentage Point a Year Higher
Beginning in January 1997 °

Change in Revenues 8 24 41 58 78 99 122 148 178 210 244

Change in Outlays
Net interest

Higher rates 5 17 24 29 33 38 41 44 48 52 56
Debt service a a 1 2 3 4 6 8 10 12 15
Discretionary spending 0 5 11 17 24 31 38 46 54 63 72
Mandatory spending 1 8 17 27 39 52 66 81 100 118 138
Total 7 30 52 75 99 124 151 179 212 245 281
Change in Deficit -2 6 12 17 21 25 29 31 34 35 38

Interest Rates Are 1 Percentage Point a Year Higher

Beginning in January 1997

Change in Revenues 0 0 0 0 0 0 0 0 0 0 0

Change in Outlays
Net interest

Higher rates 5 17 24 29 33 38 41 44 48 52 56

Debt service a 1 2 4 7 10 13 17 21 26 31
Mandatory spending a A _a _a _a _a _a A A A A
Total 6 18 27 34 41 48 55 62 70 78 88

Change in Deficit 6 18 27 34 41 48 55 62 70 78 88

SOURCE: Congressional Budget Office.
a. Less than $500 million.

b. Assuming that discretionary spending grows with inflation.
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As noted below, these rules of thumb are highly
simplified and should be used with caution. Budget
projections are also subject to other kinds of errors that
are technical in nature and not directly related to eco-
nomic forecasting. There is no way, however, to de-
velop rules of thumb for those other uncertainties.

Chapter 3 of this report also examines the effect of
differing economic assumptions on budget projections.

Real Growth

Strong economic growthanrows the federal unget
deficit, and weak economic growth widens it. The first
rule of thumb produces an estimate of the budgetary
impact of economic growth that is slightly weaker than
CBO's baseline assumes.

In CBO's baseline, growth of real GDP averages
slightly above 2 percent a year. SubiiragtD.1 per-

centage point from the rate of real growth, beginning in
January 1997, impliedightly slower growth through-
out the projection period. Under that slow-growth sce-
nario, GDP lies roughly 1 percent below CBO's base-
line assumption bg007.

The same scenario implies lower growth in taxable
incomes, leading to revenue losses that mount from $1
billion in 1997 to $25 Hlion in 2007 (see Table D-1).
The loss in revenues in 2007 sughly 1 percent of
baseline revenues, on a par with the loss in GDP. In
addition, the government borrows more and incurs
greater debt-service costs. In sum, the deficit in 2007
would be an estimated $38lion (or 13 percent) larger
than in CBO's baseline.

Inflation

Inflation produces effects on the federal budget that
largely offset each other. The second rule of thumb

Table D-2.

Effects on Budget Projections of a Change in CBO's Projection of Inflation,

Assuming Discretionary Spending Remains Level (By fiscal year, in b

illions of dollars)

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Change in Revenues 8 24 41 58 78 99 122 148 178 210 244
Change in Outlays

Net interest

Higher rates 5 17 24 29 33 38 41 44 48 52 56

Debt service a a a a a -1 -2 -3 -5 -8 -12

Discretionary spending 0 0 0 0 0 0 0 0 0 0 0

Mandatory spending 1 8 17 27 39 52 66 81 100 118 138

Total 7 24 40 56 72 89 105 122 142 162 183

Change in Deficit -2 a a -2 -6 -11 -17 -26 -36 -48 -61

SOURCE: Congressional Budget Office.
NOTE:

a. Less than $500 million.

Inflation is assumed to grow at a 1 percentage-point higher annual rate beginning in January 1997.
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generates estimates of the budgetary impact of inflation
that is 1 percentage point higher than CBO's baseline
assumption. If other economic variables are not af-
fected, higher inflation leads to larger taxable incomes
and hence greater revenues. But higher inflation also
boosts spending. Nearly all benefit programs would
cost more, although with a lag; so would discretionary
programs, unless policymakers decided to ignore the
steady erosion of real budget resources. And interest
rates would almost surely rise with inflation, fueling
higher debt-service sts.

Higher inflaion has little effect on the deficit ini-
tially, as revenues rise almost in tandem with outlays.
The extra spending eventually overtakes the additional
revenues, however, increasing the deficit by an esti-
mated $38 itlion in 2007.

The effects of inflation on the budget are subtle,
and varying conclusions are possible if one or two key
assumptions are changed. The assumption that interest
rates rise in step with inflation is cruetgt contributes
$56 bllion in extra spending b2007. The treatment
of discretionary programs is also critical. Because dis-
cretionary spending is controlled by annual appropria-
tion acts, both the appropriate tmed of projecting
discretionary spending under current policies and the
effect of inflation on those projections are ambiguous.

As discussed in Chapter 2, CBO uses two different
approaches in projecting discretionary spending. Both
approaches begin with the actual level of appropria-
tions enacted in the current yean this instance 1997.
The first assumes that appropriations grow with infla-
tion, alhough they will be somewhat constrained in
1998 by the statutory caps that are in placeutn
1998 (nder the law, the caps themselves are adjusted
for changes in inflation). The other approach assumes
that the 1997dollar level is appropriated each year
through 2007.Under the first approach to projecting
discretionary spending, a 1 percentage-point increase in
inflation generates extra discretionary spending of $5
billion in 1998 andb72 hllion in 2007 (see Table D-1).
Under the saand approach, inflation has no effect on
discretionary spending. In that case, the assumed in-
crease in the rate of inflation generates a reduction in
the deficit of $61 Wlion in 2007 (see Table D-2 on

page 93). This beneficial effect on the deficit has a hid-
den cost: an erosion of the real resources for discretion-
ary programs.

Interest Rates

The final rule of thumb illustrates the sensitivity of the
budget to interest rates. The Treasury financegdtre
ernment's large and growing debt at market interest
rates. Assuming that interest rates are 1 percentage
point higher than in the baseline for all maturities in
each year, while assuming all other economic variables
are unchanged, ould drive up interest &bs by more
than $5 billion in1997. Thatnitial boost in interest
costs is fueled largely by the extra costs of refinancing
the government's short-term Treasuitisbwhich make

up almost one-fourth of the marketable debt. More
than $750 billion worth of Treasury bills are now out-
standing, all of them maturing within the next year.

The bulk of the marketable debt, however, consists
of medium- and long-term securities, mainly those with
initial maturities of two to 10 years. Inevitably, many
of those securities will come due for refinancing over
the next several years. And the Treasury continually
adds new debt to finance the deficit. Thus, the budget-
ary effects mount as more and more debt is hit with
higher interest rates. B007, the vast majority of the
debt would beaffected. Of the marketable debt out-
standing at the end of that year, CBO estimates that
more than 38 percent would have been originally bor-
rowed in the 1997-2007 ped and therefore would be
affected by higher rates. About 53 percent would have
been outstanding in earyp97 and then refinanced dur-
ing the1997-2007 péod. Only about 9 percent of the
debt would be waffected by higher interest rates. As a
result of the rise in interest rates, the deficit in 2007
would increase b$88 hllion.

This rule of thumb incorporates small changes in
other interest-sensitive spending, primarily student
loans, but it does not include any possible effects on
revenues of such a large change in interest rates. In
CBO's calculation of the economic effects of deficit
reduction, the drop in interest rates caused by deficit
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reduction is assumed to reduce interest income, increase rule of thumb because many users of these rules are
corporate profits, and reduce Federal Reserve earnings. interested in only the direct effect of higher interest
On balance, such changes result in higher revenues. rates on the deficit, excluding effects on income shares
Higher interest rates, conversely, would result in lower and other macroeconomic variables.

revenues. Those economic effects are omitted from this






Appendix E

The Federal Sector of the
National Income and
Product Accounts

economic influence of federal government reve-

nues and spending can be portrayed through the
national income and pduct accounts (NIPAs). The
NIPAs provide a picture of government activity in
terms of production, distribution, and use of output.
That approach recasts tigevernment's transactions
into categories that affect gross domestic product, in-
come, and other macroeconomic totals, thereby helping
to trace the relationship between the federal sector and
other areas of the economy.

I n addition to the usual budget presentation, the

Relationship Between the
Budget and the NIPAs

A handful of major differences distinguish the NIPA
version of federalacepts and expaditures from its
budgetary counterpart. One example is the shift of se-
lected dollars from the spending to tleeepts side of

the budget. Such shifts are referred tmesing and
grossingadjustments. For the most part, they affect
recepts that the bdget records as negative outlays be-
cause they are either voluntary or intrabudgetary in na-
ture and are not considered results of the government's
taxing power. To give a more comprehensive picture of
receipts from all sources in theoeomy, the NIPAs
shift those negative outlays from the expenditures to
the recepts side of the ledger (see Table E-1). That

shift does not affect the deficit. The vast majority of
netting and grossing adjustments are voluntary premi-
ums for Medicare coverage ($20libn in 1997) and
intrabudgetaryecepts for retiement contribubns on
behalf of federal workers ($68llon in 1997).

By contrast, other differences between the federal
budget and the NIPAs ddfect the deficit. The NIPA
totals exclude transactions that involve the transfer of
existing assets and liabilities and therefore do not con-
tribute to current income and production. Prominent
among sucHending and financialadjustments are
those for deposit insurance outlays, cash flows for di-
rect loans made by the government before credit re-
form, and sales of government assets. Those contribute
an average of $15illion a year in1997 and 1998.
Other factors driving a wedge between budget and
NIPA deficit accounting includgeographicadjust-
ments (the exclusion of Puerto Rico, the Virgin Islands,
and a few other areas from the national economic statis-
tics) andtiming adjustments (such as correcting for
irregular numbers of benefit checks, paychecks, or
Medicare payments to health maintenance organiza-
tions because of calendar quirks).

Another difference between the NIPA amdified
budgets lies in their differing treatment iolvestment
and @pital consumption The unified budget includes
all expenditures of the federal government, including
investment purchases such as buildings anda#tirc
carriers. The NIPA lidget shows the current or operat-
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Table E-1.
Relationship of the Budget to the Federal Sector of the
National Income and Product Accounts (BY fiscal year, in b illions of dollars)
Actual
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Receipts
Revenue (Budget basis)* 1,453 1507 1,567 1,634 1,705 1,781 1,860 1,943 2,033 2,127 2,227 2,333
Differences
Netting and grossing
Government contributions
for employee retirement 66 68 69 71 74 77 81 84 88 92 96 100
Medicare premiums 20 20 21 22 23 24 26 27 28 29 31 32
Deposit insurance premiums 2 2 2 2 2 2 2 2 2 2 2 2
Other 2 2 1 -1 -1 -1 -1 -2 -4 -4 -5 -6
Geographic exclusions -2 -2 -2 -2 -3 -3 -3 -3 -3 -3 -3 -3
Other 4 2 A A A A 1 A 2 2 2 2
Total 91 92 93 94 97 101 106 110 114 118 123 127
Receipts (NIPA basis) 1544 1600 1,659 1,728 1,802 1,882 1,966 2,053 2,147 2,245 2,349 2,460
Expenditures
Outlays (Budget basis)® 1560 1,632 1,687 1,781 1,877 1,948 2,049 2,145 2252 2,381 2,492 2611
Differences
Netting and grossing
Government contributions
for employee retirement 66 68 69 71 74 77 81 84 88 92 96 100
Medicare premiums 20 20 21 22 23 24 26 27 28 29 31 32
Deposit insurance premiums 2 2 2 2 2 2 2 2 2 2 2 2
Other 2 2 1 -1 -1 -1 -1 -2 -4 -4 -5 -6
Lending and financial transactions
Deposit insurance 8 9 1 b -2 -3 -3 -3 -2 -2 -2 -2
Other 8 8 13 4 b -1 -1 -2 -3 -2 -3 -3
Defense timing adjustment 5 5 1 1 1 1 1 1 1 1 1 b
Geographic exclusions -8 -8 -8 -9 -9 -10 -10 -11 -11 -12 -12 -13
Treatment of investment and
capital consumption 8 4 2 -1 -3 -6 -8 -11 -13 -16 -18 -21
Transfer timing adjustments 5 0 0 0 -8 8 0 0 0 -16 -2 17
Other _8 5 _4 _4 _b _8 _4 _4 _4 1 _4 _5
Total 123 116 106 94 78 101 90 91 90 73 92 111
Expenditures (NIPA basis) 1,683 1,747 1,793 1,875 1,954 2,049 2,139 2,236 2,343 2,454 2584 2,721
Deficit
Deficit (Budget basis)? 107 124 120 147 171 167 188 202 219 254 266 278
Differences
Lending and financial transactions 16 17 14 3 -2 -4 -5 -5 -5 -5 -5 -5
Defense timing adjustment 5 5 1 1 1 1 1 1 1 1 1 b
Geographic exclusions -6 -6 -6 -6 -7 -7 -8 -8 -9 -9 -10 -10
Treatment of investment and
capital consumption 8 4 2 -1 -3 -6 -8 -11 -13 -16 -18 -21
Transfer timing adjustments 5 0 0 0 -8 8 0 0 0 -16 -2 17
Other 4 2 3 3 _b 6 _3 3 2 -1 _3 _3
Total 32 23 14 b -19 b -16 -19 -23 -45 -31 -17
Deficit (NIPA basis) 139 147 134 148 152 167 172 183 196 209 235 261

SOURCE: Congressional Budget Office.
a. Includes Social Security and the Postal Service.

b. Less than $500 million.
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ing acount for the federal government; consequently,
governmentinvestment is left out and government's
consumption of fixed capital (depreciation) is included.
(Government investment does not disappear but is
classed along with private investment rather than in the
governmengaccounts.) The inclusion of depreciation in
the NIPA budget arallels the treatment of the private
sector. The Congressional Budget Offic80) esti-
mates that consumption of capital will be $4 billion
greater than new investmentlif97, but by 1999 capi-

tal consumption will be smaller than investment. That
trend is expected to continue: 2007 the difference
will decrease the NIPA deficit 21 hllion in relation

to the unified deficit.

In the early and mid-1980s, the NIPA deficit and
the unified budget deficit generallyagalleled each
other, and the NIPA deficit was several billion dollars
lower than its budgetary counterpart (see Figure E-1).
Since then, the difference between the two has fluctu-
ated widely because of large swings in lending and fi-
nancial exclusions. For example, sizable deposit insur-
ance outlays in 1989 thmngh1991 sgnificantly wid-

Figure E-1.
A Comparison of NIPA and Unified Budget
Deficits, Fiscal Years 1980-2007

0 Billions of Dollars

Actual ‘ Projected
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SOURCES: Congressional Budget Office; Department of Com-
merce, Bureau of Economic Analysis.

NOTE: NIPA = national income and product account.

ened the gap between the NIPA and unified budget def-
icits. Since 1992, when deposit insurancendjpg
plummeted, the gap between the NIPA amdfied
measures has narrowed. In CBO's new priojest the
NIPA deficit will be$23 hllion greater than the unified
deficit in 1997, but once the effects of deposit insur-
ance and asset sales end by 2000, the NIPA deficit will
be smaller than the unified deficit.

NIPA Recepts and
Expenditures

The federal sector of the NIPAs generally classifies
recepts accading to their source and expenditures ac-
cording to their purpose and destination (see Table
E-2).

The leading source oécepts for the federajov-
ernment in the 1997-2007 e is taxes and fees paid
by individuals. Following that category closely are con-
tributions (including premiums) for social insurance,
such as Social Security, Medicare, unemployment in-
surance, and federal employees' retirement. The two
categories are expected to raise ardk@D hllion and
$625 billion, respectively, it997. The remaing cat-
egories are accruals of taxes on corporate profits, in-
cluding the earnings of the Federal Reserve System, and
indirect business tax (chiefly excise tax) ammhtax
(chiefly fee) accruals.

Government expenditures are classified according
to their purpose and destination. Defense and nonde-
fense consumption of goods and services are purchases
made by the government foninediate use. The larg-
est share of current consumption is compensation of
federal employees. Consumption of fixed government
capital (depreciation) is the use the government gets
from its fixed assets.

Transfer payments are cash payments made directly
to people or foreign nations. Grants-in-aid are pay-
ments made by the federal government to state or local
governments. They are then used by the states or local-
ities for transfers (such as Medicaid), consumption
(such as school lunches), or investment (such as high-
way construction).
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Table E-2.
Projections of Baseline Receipts and Expenditures Measured by the
National Income and Product Accounts (BY fiscal year, in b illions of dollars)

Actual
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Receipts
Personal Tax and
Nontax Receipts 656 692 724 758 796 837 878 922 971 1,019 1,069 1,124
Corporate Profits
Tax Accruals 194 193 198 201 203 207 213 221 231 241 252 264
Indirect Business Tax
and Nontax Accruals 86 89 89 93 98 102 105 108 109 111 113 116
Contributions for
Social Insurance 607 626 648 676 706 736 769 803 837 875 915 957
Total 1544 1600 1,659 1,728 1,802 1,882 1,966 2,053 2,147 2,245 2,349 2,460
Expenditures
Consumption
Defense consumption 243 242 238 243 248 255 262 269 277 284 292 301
Consumption of fixed
defense capital 59 59 61 61 62 63 64 66 67 69 70 72
Nondefense consumption 144 145 149 158 165 173 179 182 188 194 199 203
Consumption of fixed
nondefense capital 11 11 11 11 12 12 12 12 13 13 _14 _14
Subtotal 457 457 458 474 488 504 517 530 544 559 575 590
Transfer Payments
Domestic 738 780 821 870 920 972 1,028 1,087 1,151 1,219 1,296 1,378
Foreign 14 14 13 _14 14 14 14 15 _ 15 _ 15 _16 _ 16
Subtotal 752 794 834 884 934 986 1,042 1,101 1,166 1,234 1311 1,394
Grants-in-Aid to State
and Local Government 211 224 238 250 262 274 289 304 321 340 360 381
Net Interest 232 237 240 247 251 256 263 272 282 293 305 319
Subsidies Less Current
Surplus of Government
Enterprises 30 36 39 34 35 36 37 37 38 39 41 43
Required Reductions in
Discretionary Spending?® _ha _na -15 -14 -5 _-7 _ 9 _-9 _-9 _-12 _ -8 _ -5
Total 1,683 1,747 1,793 1,875 1,954 2,049 2,139 2,236 2,343 2,454 2584 2,721
Deficit
Deficit 139 147 134 148 152 167 172 183 196 209 235 261

SOURCE: Congressional Budget Office.
NOTE: n.a. = not applicable.

a. Unspecified reductions needed to comply with the statutory cap on discretionary spending in 1998.
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Although both the budget and the NIPAs contain a
category labeled "net interest,” the NIPA figure is
smaller. A variety of differences cause the two mea-
sures to diverge. The largest is the contrasting treat-
ment of interest received on late payments of personal
and business taxes. In the budget, both types of pay-
ments are counted on the revenue side, as individual
income taxes and corporate income taxes, respectively.
In the NIPAs, those differences appear as offsets to
federal interest payments, thereby lowering net interest
payments by $14 ilion to $21 hllion each year
through2007.

The category labeled "subsidies less current surplus
of government enterprises" contains two components,
as its name suggts. The first-subsidies-is defined
as monetary grants paid by government to businesses,
including state and local government enterprises such
as public housing. Subsidies are dominated by housing
assistance, which amgnts for approximately two-
thirds of 1997 subsidy expditures.

The second portion of the category is the current
surplus of government enterprises. Government enter-
prises are certain business-type operations of the gov-
ernment—for example, the Postal Service. The operat-
ing costs ofgovernment enterprises are mostly covered

by the sale of goods and services to the public rather
than by tax recets. The difference between sales and
current operating expenses is the enterprise's surplus or
deficit. Government enterpriseshould not be con-
fused withgovernment-sponsored enterprig&SES),
private entities established and chartered by the federal
government to perform specific financial functions,
usually under the supervision of a government agency.
Examples of GSEs include the Federal National Mort-
gage AssociatiolfFannie Mae) and the Student Loan
Marketing Association(Sallie Mae). As privately
owned organizations, GSEs are not included in the bud-
get or in the federal sector of the NIPAs.

A final category under expenditures is required re-
ductions in discretionary spending (see Table E-2).
That is not a category in the NIPAs but an accounting
for policy changes that must be made in the future.
Policymakers must comply with the 1998 sgiag cap
but may do so in any number of ways. Unspecified
savings of $15 ibion in 1998 and similar aounts
thereafter will thus be required. Those savings cannot
be assigned to particular NIPA categories; however,
they are most likely to come from defense and
nondefense consumph and grants to states and local
governments.






Appendix F

Historical Budget Data

T his appendix provides historical data for reve-
nues, outlays, and the deficit. Estimates of the
standardized-employment deficit and its reve-
nue and outlay components for fiscal years 1956
through1996 are reported in Tables F-1dabgh F-3,
along with estimates of potential gross domestic prod-
uct (GDP), actual GDP, and the nooeleraihg infla-

tion rate of unemployment (NAIRU). The standard-
ized-employment deficit and its components are also
shown as a percentage of potential GDP.

As discussed in Chapter 1, the change in the
standardized-employment deficit is a commonly used
measure of the short-term impact of discretionary fiscal
policy on total demand. The standardized-employment
deficit—which is often called the structural defieit
excludes the effects on revenues and outlays of cyclical
fluctuations in output and unemployment. More specif-
ically, standardized-employment revenues are the fed-
eral revenues that would be collected if the economy
was operating at its potential level of GDP. Those rev-
enues are greater than actual revenues when GDP is
below its potential level, because the tax bases are then
cyclically depressed. Standardized-employment outlays
are the federal outlays that would be recorded if the
economy was operating at an unemployment rate
consistent with stable inflatiethe NAIRU, which is
also the benchmark used to compute potential GDP.
Standardized outlays are less than actual outlays when
the rate of unemployment is higher than the NAIRU,
because transfer payments for unemployment insurance
and other programs are then cyclically swollen.

Budget data consistent with the budget projections
in Chapter 2 are available for fiscal years 196augh

1996 and are reported in Tables F-4 through F-13. The
data are shown both in nominal dollars and as a per-
centage of gross domestic product.

Federal revenues, outlays, deficit or surplus, and
debt held by the public are shown in Tables F-4 and
F-5. Revenues, outlays, and the deficit have both on-
budget and f-budget components. Social Security
recepts and outlays were placefi-budget by the Bal-
anced Budget and Emergency Deficit Control Act of
1985; the Postal Service was movédmudget, begin-
ning in 1989, by the OmnibusuBget Reconciliation
Act of 1989.

The major sources of federal revenues (including
off-budget revenues) are presented in Tables F-6 and
F-7. Social insurance taxes and contributions include
employer and employee payments for Social Security,
Medicare, Railroad Retirement, and unemployment in-
surance, and pension contributions by federal workers.
Excise taxes are levied on certain products and services
such as gasoline, alcoholic beverages, and air travel.
Miscellaneous recpts consist of deposits of eangs
by the Federal Reserve System and numerous fees and
charges.

Total on- and off-bdget outlays for major spend-
ing categories are shown in Tables F-8 and F-9. In or-
der to compare historical outlays with the projections
discussed in Chapter 2, the historical data have been
divided into the same categories of spending as the pro-
jections. Spending controlled by the appropriation pro-
cess is classified as discretionary. Tables F-10 and F-
11 divide discretionary spending into its defense, inter-
national, and domestic components. Estitnts and



104 THE ECONOMIC AND BUDGET OUTLOOK: FISCAL YEARS 1998-2007 January 1997

other mandatory spending include programs for which Offsetting receipts ifade the federal government's
spending igoverned by laws making those wineet contribution toward employee retment, fees and
certain requiements Hkgible to receive payments. charges such as Medicare premiums, andgtecéiom

Additional detail on entidment programs is shown in the use of federally controlled land and offshore terri-
Tables F-12 and F-13. Deposit insurance represents tory. In 1991 and 1992, that category was swelled by
the net costs of diag with insolvent banks and sav- contributions from allied nations to help pay the costs
ings and loan institutions; such outlays were especially of Operation Desert Storm.

volatile beginning iN988. Net interest is identical to

the budget funabn with the same name (functi®g0).
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Table F-1.
Deficits, Debt, and Related Series, Fiscal Years 1956-1996

In Billions of Dollars As a Percentage of GDP
Standardized- Debt Standardized- Debt GDP
Employment Held by Employment Held by (Billions of dollars) NAIRU®
Deficit Deficit® the Public Deficit Deficit* the Public Actual® Potential (Percent)
1956 4 e 222 0.9 f 52.0 427 414 55
1957 3 e 219 0.8 f 48.7 451 440 5.5
1958 -3 -1 226 -0.6 -0.2 49.3 459 466 5.5
1959 -13 -11 235 -2.6 -2.3 47.9 490 494 5.5
1960 e e 237 0.1 f 45.6 519 519 5.5
1961 -3 2 238 -0.6 0.3 45.0 530 546 5.6
1962 -7 -6 248 -1.3 -1.0 437 568 574 5.6
1963 -5 -4 254 -0.8 -0.7 42.4 599 604 5.6
1964 -6 -8 257 -0.9 -1.3 40.1 641 635 5.6
1965 -1 -6 261 -0.2 -0.9 38.0 687 671 5.7
1966 -4 -15 264 -0.5 -2.1 34.9 756 717 5.8
1967 -9 -20 267 -1.1 -2.5 32.9 810 774 5.8
1968 -25 -35 290 -2.9 -4.2 333 870 840 5.8
1969 3 -9 278 0.3 -1.0 29.3 948 914 5.9
1970 -3 -8 283 -0.3 -0.8 28.1 1,010 1,001 5.9
1971 -23 -20 303 -2.1 -1.9 28.1 1,078 1,089 5.9
1972 -23 -23 322 -2.0 -2.0 274 1,175 1,179 6.0
1973 -15 -27 341 -1.1 -2.2 26.0 1,310 1,270 6.1
1974 -6 -17 344 -0.4 -1.2 23.9 1,438 1,409 6.2
1975 -53 -37 395 -3.4 -2.3 254 1,554 1,611 6.2
1976 -74 -58 477 -4.3 -3.2 27.6 1,733 1,781 6.2
1977 -54 -49 549 -2.7 -2.5 27.8 1,972 1,983 6.2
1978 -59 -64 607 -2.7 -2.9 27.4 2,214 2,200 6.3
1979 -41 -51 640 -1.6 -2.1 25.6 2,498 2,476 6.3
1980 -74 -57 710 -2.7 -2.1 26.1 2,719 2,782 6.3
1981 -79 -56 785 -2.6 -1.8 25.8 3,048 3,119 6.2
1982 -128 -74 920 -4.0 -2.2 28.6 3,214 3,419 6.2
1983 -208 -140 1,132 -6.1 -3.8 331 3,422 3,653 6.1
1984 -185 -168 1,300 -4.9 -4.3 34.0 3,820 3,891 6.1
1985 -212 -204 1,500 -5.2 -4.9 36.5 4,108 4,139 6.1
1986 -221 -211 1,737 5.1 -4.8 39.8 4,368 4,389 6.0
1987 -150 -135 1,889 -3.2 -2.9 41.0 4,609 4,651 6.0
1988 -155 -147 2,051 -3.1 -3.0 41.4 4,957 4,949 6.0
1989 -152 -148 2,190 -2.8 -2.8 40.9 5,355 5,300 6.0
1990 -221 -175 2,411 -3.9 -3.1 42.4 5,683 5,659 6.0
1991 -269 -201 2,688 -4.6 -3.3 45.9 5,861 6,025 5.9
1992 -290 -239 2,999 -4.7 -3.8 48.8 6,149 6,311 5.9
1993 -255 -248 3,247 -3.9 -3.8 50.1 6,477 6,578 5.9
1994 -203 -199 3,432 -3.0 -2.9 50.2 6,837 6,851 5.8
1995 -164 -198 3,603 -2.3 -2.8 50.1 7,187 7,166 5.8
1996 -107 -125 3,733 -1.4 -1.7 49.9 7,484 7,480 5.8

SOURCES: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis.

a. Excludes deposit insurance, receipts from auctions of the electromagnetic spectrum, timing adjustments, and contributions from allied nations for
Operation Desert Storm (which were received in 1991 and 1992).

The standardized-employment deficit is shown as a percentage of potential GDP.

Values for 1956 through 1960 are estimated by CBO.

The NAIRU is the nonaccelerating inflation rate of unemployment. It is the benchmark for computing potential GDP.

Less than $500 million.

Less than 0.05 percent.

o000
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Table F-2.
Standardized-Employment Deficit and Related Series,
Fiscal Years 1956-1996 (In b illions of dollars)

Budget Cyclical Other Standardized-Employment
Deficit Adjustment Adjustments?® Deficit Revenues Outlays
1956 4 -4 0 b 71 71
1957 3 -3 0 b 77 77
1958 -3 2 0 -1 81 82
1959 -13 1 0 -11 80 92
1960 b b 0 b 92 92
1961 -3 5 0 2 99 97
1962 -7 2 b -6 101 107
1963 -5 1 b -4 108 112
1964 -6 -2 b -8 111 119
1965 -1 -4 b -6 113 119
1966 -4 -11 b -15 121 137
1967 -9 -11 b -20 140 160
1968 -25 -10 -1 -35 146 181
1969 3 -12 -1 -9 178 187
1970 -3 -5 -1 -8 190 198
1971 -23 3 b -20 190 210
1972 -23 1 -1 -23 208 232
1973 -15 -12 -1 -27 221 248
1974 -6 -10 -1 -17 255 272
1975 -53 16 1 -37 291 328
1976 -74 17 -1 -58 310 368
1977 -54 6 -2 -49 359 408
1978 -59 -4 -1 -64 396 460
1979 -41 -8 -3 -51 457 509
1980 -74 17 b -57 531 588
1981 -79 24 -1 -56 619 675
1982 -128 56 -2 -74 663 737
1983 -208 67 1 -140 654 794
1984 -185 20 -3 -168 685 852
1985 -212 11 -2 -204 742 945
1986 -221 9 2 -211 774 986
1987 -150 11 3 -135 865 1,001
1988 -155 -4 12 -147 908 1,055
1989 -152 -18 22 -148 977 1,125
1990 -221 -10 55 -175 1,025 1,200
1991 -269 45 23 -201 1,094 1,295
1992 -290 54 -2 -239 1,134 1,373
1993 -255 35 -28 -248 1,182 1,430
1994 -203 8 -3 -199 1,265 1,464
1995 -164 -9 -25 -198 1,346 1,544
1996 -107 -4 -14 -125 1,452 1,577

SOURCE: Congressional Budget Office.

a. Consists of deposit insurance, receipts from auctions of the electromagnetic spectrum, timing adjustments, and contributions from allied nations
for Operation Desert Storm (which were received in 1991 and 1992).

b. Less than $500 million.
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Table F-3.
Standardized-Employment Deficit and Related Series,
Fiscal Years 1956-1996 (As a percentage of potential GDP)

Budget Cyclical Other Standardized-Employment
Deficit? Adjustment Adjustments® Deficit Revenues Outlays
1956 0.9 -1.0 0 c 17.2 17.2
1957 0.8 -0.8 0 c 17.6 17.6
1958 -0.6 0.4 0 -0.2 17.4 17.6
1959 -2.6 0.3 0 -2.3 16.2 18.5
1960 0.1 -0.1 0 c 17.8 17.8
1961 -0.6 0.9 0 0.3 18.1 17.8
1962 -1.3 0.3 -0.1 -1.0 17.6 18.7
1963 -0.8 0.2 -0.1 -0.7 17.9 18.5
1964 -0.9 -0.3 -0.1 -1.3 17.5 18.8
1965 -0.2 -0.7 -0.1 -0.9 16.8 17.8
1966 -0.5 -1.5 -0.1 2.1 16.9 19.1
1967 -1.1 -1.4 -0.1 -2.5 18.1 20.6
1968 -2.9 -1.1 -0.1 -4.2 17.3 215
1969 0.3 -1.3 -0.1 -1.0 19.4 20.5
1970 -0.3 -0.5 -0.1 -0.8 19.0 19.8
1971 2.1 0.3 c -1.9 17.4 19.3
1972 -2.0 0.1 -0.1 -2.0 17.7 19.6
1973 -1.1 -0.9 -0.1 -2.2 17.4 19.6
1974 -0.4 -0.7 c -1.2 18.1 19.3
1975 -3.4 1.0 c -2.3 18.1 20.4
1976 -4.3 0.9 c -3.2 17.4 20.7
1977 -2.7 0.3 -0.1 -2.5 18.1 20.6
1978 -2.7 -0.2 c -2.9 18.0 20.9
1979 -1.6 -0.3 -0.1 2.1 18.5 20.5
1980 -2.7 0.6 c 2.1 19.1 211
1981 -2.6 0.8 c -1.8 19.8 21.6
1982 -4.0 1.6 -0.1 -2.2 19.4 21.6
1983 -6.1 1.8 c -3.8 17.9 21.7
1984 -4.9 0.5 -0.1 -4.3 17.6 21.9
1985 -5.2 0.3 -0.1 -4.9 17.9 22.8
1986 -5.1 0.2 c -4.8 17.6 225
1987 -3.2 0.2 0.1 -2.9 18.6 215
1988 -3.1 -0.1 0.2 -3.0 18.3 21.3
1989 -2.8 -0.3 0.4 -2.8 18.4 21.2
1990 -3.9 -0.2 1.0 -3.1 18.1 21.2
1991 -4.6 0.8 0.4 -3.3 18.2 215
1992 -4.7 0.9 c -3.8 18.0 21.7
1993 -3.9 0.5 -0.4 -3.8 18.0 21.7
1994 -3.0 0.1 c -2.9 18.5 214
1995 -2.3 -0.1 -0.3 -2.8 18.8 21.6
1996 -1.4 c -0.2 -1.7 19.4 211

SOURCE: Congressional Budget Office.
a. The budget deficit is shown as a percentage of actual GDP.

b.  Consists of deposit insurance, receipts from auctions of the electromagnetic spectrum, timing adjustments, and contributions from allied nations
for Operation Desert Storm (which were received in 1991 and 1992).

c. Less than 0.05 percent.
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Table F-4.
Revenues, Outlays, Deficits, and Debt Held by the Public,
Fiscal Years 1962-1996 (In b illions of dollars)

Deficit () or Surplus Debt
On- Social Postal Held by

Revenues Outlays Budget Security Service Total the Public?
1962 99.7 106.8 -5.9 -1.3 b -7.1 248.0
1963 106.6 111.3 -4.0 -0.8 b -4.8 254.0
1964 112.6 118.5 -6.5 0.6 b -5.9 256.8
1965 116.8 118.2 -1.6 0.2 b -1.4 260.8
1966 130.8 1345 -3.1 -0.6 b -3.7 263.7
1967 148.8 157.5 -12.6 4.0 b -8.6 266.6
1968 153.0 178.1 -27.7 2.6 b -25.2 289.5
1969 186.9 183.6 -0.5 3.7 b 3.2 278.1
1970 192.8 195.6 -8.7 5.9 b -2.8 283.2
1971 187.1 210.2 -26.1 3.0 b -23.0 303.0
1972 207.3 230.7 -26.4 3.0 b -23.4 3224
1973 230.8 245.7 -15.4 0.5 b -14.9 340.9
1974 263.2 269.4 -8.0 1.8 b -6.1 343.7
1975 279.1 332.3 -55.3 2.0 b -563.2 394.7
1976 298.1 371.8 -70.5 -3.2 b -73.7 477.4
1977 355.6 409.2 -49.8 -3.9 b -563.7 549.1
1978 399.6 458.7 -54.9 -4.3 b -59.2 607.1
1979 463.3 504.0 -38.7 -2.0 b -40.7 640.3
1980 517.1 590.9 -72.7 -1.1 b -73.8 709.8
1981 599.3 678.2 -74.0 -5.0 b -79.0 785.3
1982 617.8 745.8 -120.1 -7.9 b -128.0 919.8
1983 600.6 808.4 -208.0 0.2 b -207.8 1,131.6
1984 666.5 851.9 -185.7 0.3 b -185.4 1,300.5
1985 734.2 946.5 -221.7 9.4 b -212.3 1,499.9
1986 769.3 990.5 -238.0 16.7 b -221.2 1,736.7
1987 854.4 1,004.2 -169.3 19.6 b -149.8 1,888.7
1988 909.3 1,064.5 -194.0 38.8 b -155.2 2,050.8
1989 991.2 1,143.7 -205.2 52.4 0.3 -152.5 2,189.9
1990 1,032.0 1,253.2 -277.8 58.2 -1.6 -221.2 2,410.7
1991 1,055.0 1,324.4 -321.6 53.5 -1.3 -269.4 2,688.1
1992 1,091.3 1,381.7 -340.5 50.7 -0.7 -290.4 2,998.8
1993 1,154.4 1,409.4 -300.4 46.8 -1.4 -255.1 3,247.5
1994 1,258.6 1,461.7 -258.8 56.8 -1.1 -203.1 3,432.1
1995 1,351.8 1,515.7 -226.3 60.4 2.0 -163.9 3,603.4
1996 1,452.8 1,560.1 -174.4 66.4 0.6 -107.3 3,733.0

SOURCE: Congressional Budget Office.
a. End of year.

b. Infiscal years 1962 through 1988, the Postal Service was on-budget and included in the on-budget total.
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Table F-5.
Revenues, Outlays, Deficits, and Debt Held by the Public,
Fiscal Years 1962-1996 (As a percentage of GDP)

Deficit (-) or Surplus Debt
On- Social Postal Held by

Revenues Outlays Budget Security Service Total the Public?
1962 17.6 18.8 -1.0 -0.2 b -1.3 43.7
1963 17.8 18.6 -0.7 -0.1 b -0.8 42.4
1964 17.6 18.5 -1.0 0.1 b -0.9 40.1
1965 17.0 17.2 -0.2 c b -0.2 38.0
1966 17.3 17.8 -0.4 -0.1 b -0.5 34.9
1967 18.4 19.4 -1.6 0.5 b -1.1 32.9
1968 17.6 20.5 -3.2 0.3 b -2.9 33.3
1969 19.7 19.4 -0.1 0.4 b 0.3 29.3
1970 19.1 19.4 -0.9 0.6 b -0.3 28.1
1971 17.4 19.5 -2.4 0.3 b 2.1 28.1
1972 17.6 19.6 -2.2 0.3 b -2.0 27.4
1973 17.6 18.8 -1.2 c b -1.1 26.0
1974 18.3 18.7 -0.6 0.1 b -0.4 23.9
1975 18.0 214 -3.6 0.1 b -3.4 254
1976 17.2 215 4.1 -0.2 b -4.3 27.6
1977 18.0 20.8 -2.5 -0.2 b -2.7 27.8
1978 18.0 20.7 -2.5 -0.2 b -2.7 27.4
1979 18.5 20.2 -1.6 -0.1 b -1.6 25.6
1980 19.0 21.7 -2.7 c b -2.7 26.1
1981 19.7 22.3 -2.4 -0.2 b -2.6 25.8
1982 19.2 23.2 -3.7 -0.2 b -4.0 28.6
1983 17.5 23.6 -6.1 c b -6.1 33.1
1984 17.4 22.3 -4.9 c b -4.9 34.0
1985 17.9 23.0 -5.4 0.2 b -5.2 36.5
1986 17.6 22.7 -5.4 0.4 b -5.1 39.8
1987 18.5 21.8 -3.7 0.4 b -3.2 41.0
1988 18.3 215 -3.9 0.8 b -3.1 41.4
1989 18.5 214 -3.8 1.0 c -2.8 40.9
1990 18.2 221 -4.9 1.0 c -3.9 42.4
1991 18.0 22.6 -5.5 0.9 c -4.6 45.9
1992 17.7 225 -5.5 0.8 c -4.7 48.8
1993 17.8 21.8 -4.6 0.7 c -3.9 50.1
1994 18.4 214 -3.8 0.8 c -3.0 50.2
1995 18.8 211 -3.1 0.9 c -2.3 50.1
1996 19.4 20.8 -2.3 0.9 c -1.4 49.9

SOURCE: Congressional Budget Office.
a. End of year.
b. Infiscal years 1962 through 1988, the Postal Service was on-budget and included in the on-budget total.

c. Less than 0.05 percent.
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Table F-6.
Revenues by Major Source, Fiscal Years 1962-1996 (In b illions of dollars)

Individual Corporate Social Estate Miscel-

Income Income Insurance Excise and Gift Customs laneous Total

Taxes Taxes Taxes Taxes Taxes Duties Receipts Revenues
1962 45.6 205 17.0 125 2.0 11 0.8 99.7
1963 47.6 216 19.8 13.2 2.2 1.2 1.0 106.6
1964 48.7 235 22.0 13.7 2.4 1.3 11 112.6
1965 48.8 255 22.2 14.6 2.7 14 1.6 116.8
1966 55.4 30.1 255 131 3.1 1.8 1.9 130.8
1967 61.5 34.0 32.6 13.7 3.0 1.9 21 148.8
1968 68.7 28.7 33.9 14.1 3.1 2.0 25 153.0
1969 87.2 36.7 39.0 15.2 35 23 2.9 186.9
1970 90.4 32.8 44.4 15.7 3.6 2.4 3.4 192.8
1971 86.2 26.8 47.3 16.6 3.7 2.6 3.9 187.1
1972 94.7 32.2 52.6 155 5.4 33 3.6 207.3
1973 103.2 36.2 63.1 16.3 4.9 3.2 3.9 230.8
1974 119.0 38.6 75.1 16.8 5.0 33 5.4 263.2
1975 122.4 40.6 84.5 16.6 4.6 3.7 6.7 279.1
1976 131.6 41.4 90.8 17.0 5.2 4.1 8.0 298.1
1977 157.6 54.9 106.5 175 7.3 5.2 6.5 355.6
1978 181.0 60.0 121.0 18.4 5.3 6.6 7.4 399.6
1979 217.8 65.7 138.9 18.7 5.4 7.4 9.3 463.3
1980 2441 64.6 157.8 243 6.4 7.2 12.7 517.1
1981 285.9 61.1 182.7 40.8 6.8 8.1 13.8 599.3
1982 297.7 49.2 2015 36.3 8.0 8.9 16.2 617.8
1983 288.9 37.0 209.0 35.3 6.1 8.7 15.6 600.6
1984 298.4 56.9 2394 37.4 6.0 114 17.1 666.5
1985 3345 61.3 265.2 36.0 6.4 12.1 18.6 734.2
1986 349.0 63.1 283.9 32.9 7.0 13.3 20.1 769.3
1987 392.6 83.9 303.3 325 7.5 15.1 19.6 854.4
1988 401.2 94.5 334.3 35.2 7.6 16.2 20.3 909.3
1989 445.7 103.3 359.4 34.4 8.7 16.3 23.3 991.2
1990 466.9 935 380.0 35.3 115 16.7 28.0 1,032.0
1991 467.8 98.1 396.0 42.4 111 15.9 23.6 1,055.0
1992 476.0 100.3 413.7 45.6 111 17.4 27.3 1,091.3
1993 509.7 1175 428.3 48.1 12.6 18.8 195 1,154.4
1994 543.1 140.4 461.5 55.2 15.2 20.1 23.2 1,258.6
1995 590.2 157.0 484.5 57.5 14.8 19.3 28.6 1,351.8
1996 656.4 171.8 509.4 54.0 17.2 18.7 25.2 1,452.8

SOURCE: Congressional Budget Office.
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Table F-7.
Revenues by Major Source, Fiscal Years 1962-1996 (As a percentage of GDP)

Individual Corporate Social Estate Miscel-

Income Income Insurance Excise and Gift Customs laneous Total

Taxes Taxes Taxes Taxes Taxes Duties Receipts Revenues
1962 8.0 3.6 3.0 2.2 0.4 0.2 0.1 17.6
1963 7.9 3.6 3.3 2.2 0.4 0.2 0.2 17.8
1964 7.6 3.7 3.4 2.1 0.4 0.2 0.2 17.6
1965 7.1 3.7 3.2 21 0.4 0.2 0.2 17.0
1966 7.3 4.0 3.4 1.7 0.4 0.2 0.2 17.3
1967 7.6 4.2 4.0 1.7 0.4 0.2 0.3 18.4
1968 7.9 33 3.9 1.6 0.4 0.2 0.3 17.6
1969 9.2 3.9 4.1 1.6 0.4 0.2 0.3 19.7
1970 9.0 33 4.4 1.6 0.4 0.2 0.3 19.1
1971 8.0 25 4.4 15 0.3 0.2 0.4 174
1972 8.1 2.7 45 13 0.5 0.3 0.3 17.6
1973 7.9 2.8 4.8 1.2 0.4 0.2 0.3 17.6
1974 8.3 2.7 5.2 1.2 0.4 0.2 0.4 18.3
1975 7.9 2.6 5.4 11 0.3 0.2 0.4 18.0
1976 7.6 2.4 5.2 1.0 0.3 0.2 0.5 17.2
1977 8.0 2.8 5.4 0.9 0.4 0.3 0.3 18.0
1978 8.2 2.7 55 0.8 0.2 0.3 0.3 18.0
1979 8.7 2.6 5.6 0.8 0.2 0.3 0.4 185
1980 9.0 2.4 5.8 0.9 0.2 0.3 0.5 19.0
1981 9.4 2.0 6.0 1.3 0.2 0.3 0.5 19.7
1982 9.3 15 6.3 11 0.2 0.3 0.5 19.2
1983 8.4 11 6.1 1.0 0.2 0.3 0.5 175
1984 7.8 15 6.3 1.0 0.2 0.3 0.4 17.4
1985 8.1 15 6.5 0.9 0.2 0.3 0.5 17.9
1986 8.0 1.4 6.5 0.8 0.2 0.3 0.5 17.6
1987 8.5 1.8 6.6 0.7 0.2 0.3 0.4 185
1988 8.1 1.9 6.7 0.7 0.2 0.3 0.4 18.3
1989 8.3 1.9 6.7 0.6 0.2 0.3 0.4 18.5
1990 8.2 1.6 6.7 0.6 0.2 0.3 0.5 18.2
1991 8.0 1.7 6.8 0.7 0.2 0.3 0.4 18.0
1992 7.7 1.6 6.7 0.7 0.2 0.3 0.4 17.7
1993 7.9 1.8 6.6 0.7 0.2 0.3 0.3 17.8
1994 7.9 21 6.7 0.8 0.2 0.3 0.3 18.4
1995 8.2 2.2 6.7 0.8 0.2 0.3 0.4 18.8
1996 8.8 23 6.8 0.7 0.2 0.2 0.3 194

SOURCE: Congressional Budget Office.
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Table F-8.
Outlays for Major Spending Categories, Fiscal Years 1962-1996 (Inb illions of dollars)

Entitlements
and Other
Discretionary Mandatory Net Offsetting Total
Spending Spending Interest Receipts Outlays

1962 72.1 34.7 6.9 -6.8 106.8
1963 75.3 36.2 7.7 -7.9 111.3
1964 79.1 38.9 8.2 -7.7 118.5
1965 77.8 39.7 8.6 -7.9 118.2
1966 90.1 43.4 9.4 -8.4 1345
1967 106.4 50.9 10.3 -10.2 157.5
1968 117.9 59.7 11.1 -10.6 178.1
1969 117.3 64.7 12.7 -11.0 183.6
1970 120.2 72.6 14.4 -11.5 195.6
1971 1225 86.9 14.8 -14.1 210.2
1972 128.4 100.9 15.5 -14.1 230.7
1973 130.2 116.1 17.3 -18.0 245.7
1974 138.1 131.0 214 -21.2 269.4
1975 157.8 169.6 23.2 -18.3 332.3
1976 175.3 189.4 26.7 -19.6 371.8
1977 196.8 204.0 29.9 -21.5 409.2
1978 218.5 227.7 35.5 -22.8 458.7
1979 239.7 247.3 42.6 -25.6 504.0
1980 276.1 291.5 52.5 -29.2 590.9
1981 307.8 339.6 68.8 -37.9 678.2
1982 325.8 370.9 85.0 -36.0 745.8
1983 353.1 410.7 89.8 -45.3 808.4
1984 379.2 405.8 111.1 -44.2 851.9
1985 415.7 448.4 129.5 -47.1 946.5
1986 438.4 462.0 136.0 -45.9 990.5
1987 444.0 474.4 138.7 -53.0 1,004.2
1988 464.3 505.3 151.8 -57.0 1,064.5
1989 488.7 549.6 169.3 -63.9 1,143.7
1990 500.4 627.3 184.2 -58.8 1,253.2
1991 533.3 702.6 1945 -106.0 1,324.4
1992 534.5 716.6 199.4 -68.8 1,381.7
1993 541.0 736.8 198.8 -67.1 1,409.4
1994 543.9 784.0 203.0 -69.1 1,461.7
1995 545.6 818.1 232.2 -80.2 1,515.7
1996 533.2 858.5 240.8 -72.5 1,560.1

SOURCE: Congressional Budget Office.
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Table F-9.
Outlays for Major Spending Categories, Fiscal Years 1962-1996 (As a percentage of GDP)

Entitlements
and Other
Discretionary Mandatory Net Offsetting Total
Spending Spending Interest Receipts Outlays

1962 12.7 6.1 1.2 -1.2 18.8
1963 12.6 6.0 1.3 -1.3 18.6
1964 12.3 6.1 1.3 -1.2 18.5
1965 11.3 5.8 1.3 -1.1 17.2
1966 11.9 5.7 1.2 -1.1 17.8
1967 13.1 6.3 1.3 -1.3 19.4
1968 13.6 6.9 1.3 -1.2 20.5
1969 12.4 6.8 1.3 -1.2 19.4
1970 11.9 7.2 14 -1.1 19.4
1971 11.4 8.1 14 -1.3 19.5
1972 10.9 8.6 1.3 -1.2 19.6
1973 9.9 8.9 1.3 -1.4 18.8
1974 9.6 9.1 15 -1.5 18.7
1975 10.2 10.9 15 -1.2 214
1976 10.1 10.9 15 -1.1 215
1977 10.0 10.3 15 -1.1 20.8
1978 9.9 10.3 1.6 -1.0 20.7
1979 9.6 9.9 1.7 -1.0 20.2
1980 10.2 10.7 1.9 -1.1 21.7
1981 10.1 11.1 2.3 -1.2 22.3
1982 10.1 11.5 2.6 -1.1 23.2
1983 10.3 12.0 2.6 -1.3 23.6
1984 9.9 10.6 2.9 -1.2 22.3
1985 10.1 10.9 3.2 -1.1 23.0
1986 10.0 10.6 3.1 -1.1 22.7
1987 9.6 10.3 3.0 -1.1 21.8
1988 9.4 10.2 3.1 -1.1 215
1989 9.1 10.3 3.2 -1.2 214
1990 8.8 11.0 3.2 -1.0 221
1991 9.1 12.0 3.3 -1.8 22.6
1992 8.7 11.7 3.2 -1.1 225
1993 8.4 11.4 3.1 -1.0 21.8
1994 8.0 11.5 3.0 -1.0 214
1995 7.6 11.4 3.2 -1.1 211
1996 7.1 11.5 3.2 -1.0 20.8

SOURCE: Congressional Budget Office.
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Table F-10.

Discretionary Outlays, Fiscal Years 1962-1996 (In b

illions of dollars)

Defense International Domestic Total
1962 52.6 5.5 14.0 72.1
1963 53.7 5.2 16.3 75.3
1964 55.0 4.6 19.5 79.1
1965 51.0 4.7 22.1 77.8
1966 59.0 5.1 26.1 90.1
1967 72.0 5.3 29.1 106.4
1968 82.2 4.9 30.9 117.9
1969 82.7 4.1 30.5 117.3
1970 81.9 4.0 34.3 120.2
1971 79.0 3.8 39.7 122.5
1972 79.3 4.6 445 128.4
1973 77.1 4.8 48.3 130.2
1974 80.7 6.2 51.1 138.1
1975 87.6 8.2 62.0 157.8
1976 89.9 7.5 77.9 175.3
1977 97.5 8.0 91.3 196.8
1978 104.6 8.5 105.3 218.5
1979 116.8 9.1 113.8 239.7
1980 134.6 12.8 128.7 276.1
1981 158.0 13.6 136.1 307.8
1982 185.9 12.9 127.0 325.8
1983 209.9 13.6 129.7 353.1
1984 228.0 16.3 134.9 379.2
1985 253.1 17.4 145.2 415.7
1986 273.8 17.7 146.8 438.4
1987 282.5 15.2 146.3 444.0
1988 290.9 15.7 157.7 464.3
1989 304.0 16.6 168.1 488.7
1990 300.1 19.1 181.2 500.4
1991 319.7 19.7 193.9 533.3
1992 302.6 19.2 212.7 5345
1993 292.4 21.6 226.9 541.0
1994 282.3 20.8 240.8 543.9
1995 273.6 20.1 252.0 545.6
1996 266.5 18.6 248.1 533.2

SOURCE: Congressional Budget Office.
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Table F-11.
Discretionary Outlays, Fiscal Years 1962-1996 (As a percentage of GDP)

Defense International Domestic Total
1962 9.3 1.0 2.5 12.7
1963 9.0 0.9 2.7 12.6
1964 8.6 0.7 3.0 12.3
1965 7.4 0.7 3.2 11.3
1966 7.8 0.7 3.4 11.9
1967 8.9 0.7 3.6 13.1
1968 9.4 0.6 3.6 13.6
1969 8.7 0.4 3.2 12.4
1970 8.1 0.4 3.4 11.9
1971 7.3 0.3 3.7 11.4
1972 6.7 0.4 3.8 10.9
1973 5.9 0.4 3.7 9.9
1974 5.6 0.4 3.6 9.6
1975 5.6 0.5 4.0 10.2
1976 5.2 0.4 45 10.1
1977 4.9 0.4 4.6 10.0
1978 4.7 0.4 4.8 9.9
1979 4.7 0.4 4.6 9.6
1980 5.0 0.5 4.7 10.2
1981 5.2 0.4 45 10.1
1982 5.8 0.4 4.0 10.1
1983 6.1 0.4 3.8 10.3
1984 6.0 0.4 35 9.9
1985 6.2 0.4 35 10.1
1986 6.3 0.4 3.4 10.0
1987 6.1 0.3 3.2 9.6
1988 5.9 0.3 3.2 9.4
1989 5.7 0.3 3.1 9.1
1990 5.3 0.3 3.2 8.8
1991 5.5 0.3 3.3 9.1
1992 4.9 0.3 35 8.7
1993 45 0.3 35 8.4
1994 4.1 0.3 35 8.0
1995 3.8 0.3 35 7.6
1996 3.6 0.2 3.3 7.1

SOURCE: Congressional Budget Office.
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Table F-12.
Outlays for Entitlements and Other Mandatory Spending,
Fiscal Years 1962-1996 (In b illions of dollars)

Non-Means-Tested Programs Total

Means- Total Entitle-
Tested Programs Other  Unemploy- Non- ments

Total Retire- ment Farm Means-  and Other

Means- Social mentand Compen- Price Deposit Tested Mandatory

Medicaid Other Tested Security Medicare Disability  sation Supports Insurance  Other Programs Spending

1962 0.1 4.2 4.3 14.0 0 2.7 35 24 -0.4 8.2 30.4 34.7
1963 0.2 4.5 4.7 155 0 2.9 3.6 34 -0.4 6.6 315 36.2
1964 0.2 4.8 5.0 16.2 0 3.3 34 34 -0.4 8.0 33.9 38.9
1965 0.3 4.9 5.2 17.1 0 3.6 2.7 2.8 -0.4 8.7 345 39.7
1966 0.8 5.0 5.8 20.3 a 4.1 2.2 14 -0.5 10.1 37.6 43.4
1967 1.2 5.0 6.2 21.3 3.2 4.8 2.3 2.0 -0.4 11.6 447 50.9
1968 1.8 5.7 7.5 23.3 5.1 5.7 2.2 3.3 -0.5 13.2 52.2 59.7
1969 2.3 6.3 8.6 26.7 6.3 5.2 2.3 4.2 -0.6 11.9 56.1 64.7
1970 2.7 7.4 10.1 29.6 6.8 6.6 3.1 3.8 -0.5 13.0 62.5 72.6
1971 34 10.0 134 35.1 7.5 8.3 5.8 2.9 -0.4 144 735 86.9
1972 4.6 11.7 16.3 394 8.4 9.6 6.7 4.1 -0.6 17.1 84.6 100.9
1973 4.6 114 16.0 48.2 9.0 11.7 4.9 3.6 -0.8 235 100.1 116.1
1974 5.8 13.7 19.5 55.0 10.7 13.8 5.6 1.0 -0.6 26.1 111.5 131.0
1975 6.8 18.6 254 63.6 14.1 18.3 12.8 0.6 0.5 34.3 144.2 169.6
1976 8.6 21.7 30.3 72.7 16.9 18.9 18.6 11 -0.6 31.5 159.1 189.4
1977 9.9 234 33.3 83.7 20.8 21.6 14.3 3.8 -2.8 29.3 170.7 204.0
1978 10.7 24.8 35.5 92.4 24.3 23.7 10.8 5.7 -1.0 36.2 192.2 227.7
1979 124 26.5 38.9 102.6 28.2 27.9 9.8 3.6 -1.7 38.1 208.4 247.3
1980 14.0 31.9 45.9 117.1 34.0 32.1 16.9 2.8 -0.4 43.2 245.6 291.5
1981 16.8 37.1 53.9 137.9 41.3 374 18.3 4.0 -1.4 48.2 285.7 339.6
1982 17.4 374 54.8 153.9 49.2 40.7 222 11.7 -2.1 40.5 316.1 370.9
1983 19.0 40.3 59.3 168.5 55.5 43.2 29.7 18.9 -1.2 36.8 351.5 410.7
1984 20.1 41.2 61.3 176.1 61.0 447 17.0 7.3 -0.8 39.3 344.4 405.8
1985 22.7 433 66.0 186.4 69.6 455 15.8 17.7 -2.2 49.4 382.4 448.4
1986 25.0 44.9 66.9 196.5 74.2 475 16.1 25.8 15 30.3 392.1 462.0
1987 274 455 72.9 205.1 79.9 50.8 15.5 224 3.1 24.8 401.5 474.4
1988 30.5 50.0 80.5 216.8 85.7 54.2 13.6 12.2 10.0 32.3 424.8 505.3
1989 34.6 54.2 88.8 230.4 94.3 57.2 13.9 10.6 22.0 324 460.8 549.6
1990 41.1 58.8 99.9 246.5 107.4 59.9 17.5 6.5 57.9 317 527.4 627.3
1991 52.5 69.7 122.2 266.8 114.2 64.4 25.1 10.1 66.2 33.6 580.4 702.6
1992 67.8 78.7 146.5 285.2 129.4 66.6 36.9 9.3 2.6 40.2 570.1 716.6
1993 75.8 86.5 162.3 302.0 143.1 68.7 354 15.6 -28.0 37.7 574.5 736.8
1994 82.0 95.0 177.0 316.9 159.5 721 26.4 9.9 -7.6 29.8 607.0 784.0
1995 89.1 101.5 190.6 3333 177.1 75.2 21.3 5.8 -17.9 32.8 627.6 818.1
1996 92.0 104.2 196.2 347.1 191.3 77.3 224 5.0 -8.4 27.6 662.3 858.5

SOURCE: Congressional Budget Office.

a. Less than $50 million.
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Table F-13.
Outlays for Entitlements and Other Mandatory Spending,
Fiscal Years 1962-1996 (As a percentage of GDP)

Non-Means-Tested Programs Total

Means- Total Entitle-
Tested Programs Other  Unemploy- Non- ments

Total Retire- ment Farm Means-  and Other

Means- Social mentand Compen- Price Deposit Tested Mandatory

Medicaid Other Tested Security Medicare Disability  sation Supports Insurance  Other Programs Spending

1962 a 0.7 0.8 25 0 0.5 0.6 0.4 -0.1 14 54 6.1
1963 a 0.8 0.8 2.6 0 0.5 0.6 0.6 -0.1 11 5.3 6.0
1964 a 0.7 0.8 25 0 0.5 0.5 0.5 -0.1 1.2 5.3 6.1
1965 a 0.7 0.8 25 0 0.5 0.4 0.4 -0.1 13 5.0 5.8
1966 0.1 0.7 0.8 2.7 a 0.5 0.3 0.2 -0.1 13 5.0 5.7
1967 0.1 0.6 0.8 2.6 0.4 0.6 0.3 0.2 a 14 55 6.3
1968 0.2 0.7 0.9 2.7 0.6 0.7 0.2 0.4 -0.1 15 6.0 6.9
1969 0.2 0.7 0.9 2.8 0.7 0.6 0.2 0.4 -0.1 13 5.9 6.8
1970 0.3 0.7 1.0 2.9 0.7 0.7 0.3 0.4 a 13 6.2 7.2
1971 0.3 0.9 1.2 3.3 0.7 0.8 0.5 0.3 a 13 6.8 8.1
1972 0.4 1.0 14 3.3 0.7 0.8 0.6 0.3 -0.1 15 7.2 8.6
1973 0.4 0.9 1.2 3.7 0.7 0.9 0.4 0.3 -0.1 1.8 7.6 8.9
1974 0.4 1.0 14 3.8 0.7 1.0 0.4 0.1 a 1.8 7.8 9.1
1975 0.4 1.2 1.6 4.1 0.9 1.2 0.8 0.0 a 2.2 9.3 10.9
1976 0.5 13 1.7 4.2 1.0 11 11 0.1 a 1.8 9.2 10.9
1977 0.5 1.2 1.7 4.2 11 11 0.7 0.2 -0.1 15 8.7 10.3
1978 0.5 11 1.6 4.2 11 11 0.5 0.3 a 1.6 8.7 10.3
1979 0.5 11 1.6 4.1 11 11 0.4 0.1 -0.1 15 8.3 9.9
1980 0.5 1.2 1.7 4.3 1.2 1.2 0.6 0.1 a 1.6 9.0 10.7
1981 0.6 1.2 1.8 4.5 14 1.2 0.6 0.1 a 1.6 9.4 111
1982 0.5 1.2 1.7 4.8 15 13 0.7 0.4 -0.1 13 9.8 115
1983 0.6 1.2 1.7 4.9 1.6 13 0.9 0.6 a 11 10.3 12.0
1984 0.5 11 1.6 4.6 1.6 1.2 0.4 0.2 a 1.0 9.0 10.6
1985 0.6 11 1.6 4.5 1.7 11 0.4 0.4 -0.1 1.2 9.3 10.9
1986 0.6 1.0 1.6 4.5 1.7 11 0.4 0.6 a 0.7 9.0 10.6
1987 0.6 1.0 1.6 4.4 1.7 11 0.3 0.5 0.1 0.5 8.7 10.3
1988 0.6 1.0 1.6 4.4 1.7 11 0.3 0.2 0.2 0.7 8.6 10.2
1989 0.6 1.0 1.7 4.3 1.8 11 0.3 0.2 0.4 0.6 8.6 10.3
1990 0.7 1.0 1.8 4.3 1.9 11 0.3 0.1 1.0 0.6 9.3 11.0
1991 0.9 1.2 2.1 4.6 1.9 11 0.4 0.2 11 0.6 9.9 12.0
1992 11 13 24 4.6 21 11 0.6 0.2 a 0.7 9.3 11.7
1993 1.2 13 25 4.7 2.2 11 0.5 0.2 -0.4 0.6 8.9 114
1994 1.2 14 2.6 4.6 2.3 11 0.4 0.1 -0.1 0.4 8.9 115
1995 1.2 14 2.7 4.6 25 1.0 0.3 0.1 -0.2 0.5 8.7 114
1996 1.2 14 2.6 4.6 2.6 1.0 0.3 0.1 -0.1 0.4 8.8 115

SOURCE: Congressional Budget Office.

a. Less than 0.05 percent.







Appendix G

Medicare Projections

rowth in Medicare spending slowed from
G about 10 percent a year on average between

1990 and 1995 to 8 percent in 1996. Assum-
ing that the ©ngress makes no changes in Medicare
laws, the Congressional Budget Off{€eBO) projects
that mandatory spending for Medicare, primarily for
medical benefits, will increase fro®191 hllion in
1996 to$314 Hhllion in 2002, an averagenaual in-
crease of 8.6 percent (see Table G-1). Spending will
reach $464 ilion by 2007, an averagenaual increase
of 8.4 percent over the 1996-2007 ipdr

Although the growth in Medicare spending has
slowed since the late 1980s and early 1990s, CBO pro-
jects that it will continue to outpace the growth in re-
sources that finance the program. Because premiums
for the Supplementary Medical Insuran@&MlI) pro-
gram after 1998 il increase only at the rate of the So-
cial Security cost-of-living adjustment under current
law, SMI spending net of premiums will increase even
more rapidly than the growth in benefits. B@02,

SMI premiums will deline to 21 percent of SMI spend-
ing, down from the current statutory rate of 25 percent.
CBO assumes that outlays for Hospital Insurance (HI)
will continue to increase more rapidly than payroll tax
revenues, depleting the HI trust fund2901 (see Fig-
ure G-1).

The growth in Medicare spending reflects projected
increases both in enrollment and in spending per
enrollee. Growth in enrollment, however, accounts for
only a small share of the increaseingsat an average
annual rate of 1.2 percent betweE®96 and 2002.
Most of the increase in spending is attributable to
growth in spending per enrollee, which in turn reflects
automatic increases in prices paid per unit of service

and increases in the number and complexity of services
provided per enrollee (see Figure G-2).

Although overall Medicare enrollment is projected
to grow only modestly, the distribution of beneficiaries
between the traditional fee-for-service sector and health
maintenance organizations (HMOSs) is changing signifi-
cantly. (In this discussion, the term HMO refers not
only to risk-based plans but also other HMOs, certain
demonstrations, and health care prepayment plans,
which are paid on a cost basis Rart B services.) En-
rollment in HMOs has risen very rapidly ircent
years, reaching almost 10 percent of beneficiaries in
1996. Enollment in Medicare HMOs will continue to
grow rapidly, approaching 25 percent of the Medicare
market by 2002 (seddure G-3). That projection re-
flects two assumptions: that an increasing proportion
of people becoming eligible for Medicare upon turning
65 will already be HMO members, kiag Medicare's
HMO sector more familiar; and that HMO enroliment
will become relatively more attractive as premiums for
Medigap coverage in the fee-for-service sector continue
to rise. CBO's projections of Medicare's payments to
fee-for-service providers assume that the absolute num-
ber of enrollees in the fee-for-service sector continues
to decline; that fees for hospital, physician, and other
fee-for-service benefits are raised relatively slowly
(based on formulas in current law); and that the volume
of services provided grows at a fairly robust pace.

Payments to HMOs

A direct result of the rapid increase in HMO enrollment
is that payments to managed care plans are the fastest-
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growing eement of Medicare spding. CBO projects
that such payments will increase fr&h8 Hhllion in

1996 to$73 hllion in 2002, a 26 percent average an-
nual rate of growth. When expressed as payments per
enrollee, however, HMO spending rises at about the
same rate as fee-for-service spending (see Table G-2).

Under current law, the growth in Medicare pay-
ments to risk-based HMOs is linked directly to fee-for-

service spending, because payments to HMOs are set to

equal 95 percent of Medicare's expected cost for similar
beneficiaries in the fee-for-service sector. Per-enrollee
spending for cost-based HMOs and for health care pre-
payment plans, however, is not directly tied to fee-for-
service spending and has grown faster than fee-for-ser-
vice spending per enrollee iegent years. For that rea-
son, and because of quirks in the timing of HMO pay-
ments, the growth in total HMO payments per enrollee
is not always identical to the growth in fee-for-service
spending per enrollee. Medicarecealerates payments

to HMOs if the first of the month falls on a weekend or
holiday. Thus, risk-based HMOs received 11 payments
in fiscal year 1996. As a result, the averageual

growth rate of HMO payments from 1996 to 2002 is
slightly elevated because of the low base in 1996. Sim-
ilarly, 11 payments will be made 2007. The calendar
effect therefore reduces slightly the average annual
growth rate in per-enrollee HMO payments between
2002 and2007. (Payments Vit also be acelerated
from 2001 to 2000affecting calculations of growth
rates involving those years too.)

Payments to Fee-for-
Service Providers

Despite the shrinkage in fee-for-service enroliment,
CBO expects that spending in that sector will continue
to grow rapidly because Medicare's current reimburse-
ment rules give neither beneficiaries nor providers
much incentive to control costs. The vast majority of
beneficiaries have supplementary coverage that covers
deductibles, coinsurance, or both. On the provider side,
efforts to contain costs have generally focused on re-

Table G-1.
Medicare Mandatory Outlays (By selected fiscal year)

Outlays Average Annual Rate
(Billions of dollars) of Growth (Percent)
1990 1996 2002 2007 1990-1996 1996-2002 1996-2007

Gross Mandatory Outlays
Benefits 107 191 312 463 10.1 8.5 8.4
Mandatory administration _a _a 1 1 4.3 29.1 15.7
Total 107 191 314 464 10.1 8.6 8.4
Premiums -12 -20 -26 -32 9.5 4.2 4.4
Net Medicare Outlays 96 171 288 432 10.2 9.1 8.8

SOURCE: Congressional Budget Office.

NOTES: Mandatory outlays for administration support peer review organizations and certain activities against fraud and abuse.

As a point of reference, the monthly premium for Supplementary Medical Insurance, Part B of Medicare, for calendar year 1996 was $42.50.
Premiums in 1996 covered approximately 27 percent of program costs. The comparable figures for 2002 and 2007 are monthly premiums
of $51.50 and $59.70, with premiums covering 21 percent and 16 percent of program costs.

a. Less than $500 million.
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billion in 1996 to $105 ition in 2002, a 3.7 percent
. average annual rate of growth. Hospitals that are reim-
Figure G-1. bursed undePPS acount for most of those payments,

Receipts, Outlays, and End-of-Year Balance
of Medicare’s Hospital Insurance Trust Fund
(By fiscal year)
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SOURCE: Congressional Budget Office.

stricting growth in the price per unit of servieby
limiting the automatic fee increases or the growth in
costs #&gible for reimburement-but with few or no
limitations on the number of units of service provided.
Moreover, although efforts to control the growth of
both prices and volume of services furnished by a type
of provider have had some cogss in slowing the
growth in payments to those providers, they have also
created incentives to channel patients into alternative
settings that have no restrictions. In CBO's projections
of spending for different types of services, those with
no form of volume control (home health services, for
example) grow much faster than those with some con-
trol on volume, such as the prospective payment system
(PPS) that pays for hospital inpatient services (see
Table G-3).

HI Benefits

Under CBO's current-policy assumptions, payments to
hospitals for inpatient services will increase from $84

but their share will decline because of the rapid growth
in payments to PPS-exempt hospitals. Even with fee-
for-service enrollment projected to fall throug@07,
projected increases in the number of admissions per
beneficiary and in payments per admission result in a
5.3 percent average annual increase in hospital spend-
ing per fee-for-service enrollee.

Medicare payments to providers of postacute care,
especially skilled nursing facilities (SNFs) and home
health services, will continue to rise rapidly. SNF
spending is projected to increase fr@&l bllion in
1996 to$19 hllion in 2002, a 9.5 percent average an-
nual increase (11.2 percent per fee-for-service enrollee).
Home health spending is projected to increase from $17
billion in 1996 to $30 Hlion in 2002, a 10.2 percent
average annual increase (11.9 percent per fee-for-ser-
vice enrollee). The very fast growth in spending for

Figure G-2.
Cumulative Contributions to Growth in Medicare
Spending (By fiscal year)
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SOURCE: Congressional Budget Office.

a. Includes increases in the number and complexity of services pro-
vided per enrollee.
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Figure G-3.
Medicare Enroliment (By calendar year)
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a. Includes risk-based plans, other HMOs, certain demonstrations,
and health care prepayment plans.

those services over the past decade has been fueled by a

reimbursement methodology that gives providers incen-
tives to maximize volume and intensity (the number
and complexity of services provided) and by significant
expansions of postacute benefits resulting from court
decisions, legislative actions, and regulation. CBO pro-
jects that because of the greater intensity of services,
costs per day in &iled nursing facility will grow at
twice the rate of increase in the total number of days.
About two-thirds of the increase in spending on home
health services reflects projected increases in the num-
ber of visits, with the remaindereshming from pro-
jected increases in costs per visit.

SMI Benefits

Under CBO's basiee projections, payments made for
physicians' services will rise fro881 bllion in 1996

to $35 billion in2002, a 2.4 percent averagenaal
increase. Growth in spending per fee-for-service en-
rollee will average 3.9 percent a year between 1996 and

and 2002, down by about 1 percentagipa year
from the May 1996 batiee.

Table G-2.
Mandatory Outlays for Medicare Benefits,
by Sector (By selected fiscal year)

1990 1996 2002 2007

In Billions of Dollars

Fee-for-Service 102 173 239 310

Health Maintenance

Organizations _5 18 73 153
Total 107 191 312 463

Average Annual Growth Rate
from Previous Year Shown (Percent)

Fee-for-Service 9.2 5.6 5.3
Health Maintenance

Organizations 23.9 26.4 16.0
All Outlays for Benefits 10.1 8.5 8.2

Average Annual Growth of Outlays
per Enrollee from Previous Year Shown (Percent)

Fee-for-Service 7.8 7.2 7.1
Health Maintenance

Organizations 8.9 9.5 6.0
All Outlays for Benefits 7.9 7.2 6.6
Memorandum:

Average Annual Growth
in Medicare Enrollment
from Previous Year Shown

(Percent)
Fee-for-service 1.3 -1.5 -1.7
Health maintenance
organizations 13.7 155 9.4
All Medicare enrollees 2.0 1.2 1.5

SOURCE: Congressional Budget Office.

NOTE: Medicare outlays for health maintenance organizations in-
clude spending for risk-based plans, other HMOs, certain
demonstrations, and health care prepayment plans.
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Table G-3.
Outlays for Fee-for-Service Medicare Benefits, by Type of Service (By selected fiscal year)

1996 2002 2007
In Billions of Dollars
Hospital Insurance

Hospital 84 105 125
Home health 17 30 43
Skilled nursing facility 11 19 27
Hospice _2 _3 _4
Subtotal 114 156 198

Supplementary Medical Insurance
Physician 31 35 39
Hospital outpatient and other services 17 27 38
Laboratory services, durable medical equipment, and other services 12 21 34
Subtotal 59 83 111
Total 173 239 310

Average Annual Growth Rate from Previous Year Shown (Percent)

Hospital Insurance

Hospital 3.7 3.6

Home health 10.2 7.8

Skilled nursing facility 9.5 6.8

Hospice 5.9 55

All Hospital Insurance 5.4 4.9
Supplementary Medical Insurance

Physician 2.4 2.2

Hospital outpatient and other services 8.3 7.3

Laboratory services, durable medical equipment, and other services 9.7 9.8

All Supplementary Medical Insurance 5.8 6.0

All Fee-for-Service Benefits 5.6 5.3

Average Annual Growth of Outlays per Enrollee from Previous Year Shown (Percent)

Hospital Insurance

Hospital 5.3 5.4
Home health 11.9 9.6
Skilled nursing facility 11.2 8.6
Hospice 7.5 7.3
All hospital insurance 7.1 6.7
Supplementary Medical Insurance
Physician 3.9 4.0
Hospital outpatient and other services 10.0 9.1
Laboratory services, durable medical equipment, and other services 114 11.7
All Supplementary Medical Insurance 7.4 7.8
All Fee-for-Service Benefits 7.2 7.1
Memorandum:
Average Annual Growth of Fee-for-Service Enrollment
from Previous Year Shown (Percent) -15 -1.7

SOURCE: Congressional Budget Office.
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Projected increases in physicians’ fees are based on
how spending on physicians' services compares with
certain targets, the volume performance standards. In
general, the slower the growth in volume of services,
the faster the increase in fees. In line widtent
trends, CBO has reduced the projected annual growth in
the volume of physicians' services per enrollee to about
4.5 percent, compared with 6.5 percent assumed in the
May 1996 baseline. As a result, CBO has increased the

annual increase (10.0 percent per fee-for-service en-
rollee). Reimbursement for outpatient services has in-
creased at double-digit rates ecent years, and CBO

projects that those increases will moderate only slightly.

Payments for other SMI benefitincluding physi-
cians' in-office and independent laboratory services,
durable medical equipment, and pharmaceutieaif
increase from $12ilion in 1997 to $21 Hlion in

assumed updates to the physician fee schedule by about 2002, a 9.7 percent averageaal increase (11.4 per-

1 percentage point a year, from -1.4 percent a year to
-0.3 percent a year on average in the projection period.

Spending on hospital outpatient serveasclud-
ing laboratory serviceswill increase fronts17 hllion
in 1996 to$27 hllion in 2002, an 8.3 percent average

cent per fee-for-service enrollee). Legislative and regu-
latory actions have slowed spending for laboratory ser-
vices from the rapid growth experienced in the early
1990s. Speding for drugs, although a small compo-
nent of SMI spending, is increasing at a double-digit
rate.



Appendix H

CBO Projections of
National Health Expenditures
Through 2007

mates that national health spending grew by health insurance are not taxed as income, the share of
about 4 percent in calendar year 1996, the employee compensation delivered as health benefits
slowest rate of growth in over 30 years (see Table H-1). affects federal revenues.
CBO estimates that private health spending rose about

T he Congressional Budget Offi¢€BO) esti- Also, because employers' contriloms toward private

3 percent in 1996, the same pace as in 1995 and up CBO's health projections represent an internally
slightly from the 2 percent rate achieved $94. Fed- consistent scenario for the possible future course of
eral spending for Medicaid (the joint feddsthte health spending, assuming that federal laws and key
health program for the poor) grew by about 4 percent in  federal regulations do not change over the projection
1996, the slowest rate sint@882; spading for Medi- period® A projection of current policy, however, may
care (the large federal health insurance plan for the aged be far from the best forecast. Federal and ggatern-

and disabled) grew by 8.5 percent (see Table H-2). ments may take new actions to change the health spend-

ing of government programs, and new legislation af-

Because health spending grew at about the same fecting the private health insurance system is also pos-
pace as nominal gross domestic product (GDRDB¥ sible. Moreover, other plausible scenarios are possible
and 1995, the health sector remained a constant share under current law. The pace of change in the health
of the U.S. economy. CBO projects that health spend- economy is extremely rapid, and all health pragest
ing will resume growng faster than the rest of the econ-  are subject to a great amount of uncertainty.
omy, rising gradually from about 13.6 percent of GDP
in 1996 to about 16 percent2007 (see igure H-1 on
page 128).

_ _ Changes in Health Care
National health spendirgffects the federal budget

in two ways. Government health programs like Medi- Purchasmg
care and Medicaid are included in federal outlays.

Before the 1990s, the market for private health insur-
1. In the context of national health expenditures, spending by federal ance was falrly stable, and price Competltlon among

health programs is displayed by calendar year as incurred obligations, health plans was relatively weak. U.S. consumers pur-
and slightly different definitions than those in the federal budget are
used. For example, federal outlays for Medicaid grew by 3.3 percent

in fiscal year 1996. 3. Of course, some future changes to federal government pregrams
. . ) Medicaid expansions, for examptare scheduled in current law.
2. The appropriate benchmark for comparisons between health spending CBO factors in the likely impact of those changes and of likely
and the economy is nominal GDP. Growth in nominal GDP includes changes in state laws that would affect health spending.

both price change and growth in real output.
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chased health care indirectly and, for the most part, pas- purchases, and price competition among health plans
sively. Fee-for-service insurance plans generally paid has flourished. Managed care plans, now dominant in
the bills submitted by consumers' health providers and the health insurance market, must respond to the de-
passed the cost#oag first to employers and ultimately mands from workers and their employers for low costs

back to consumers. Managed care plans were expand- as well as to the demands from consumers and health
ing but had yet to have a major impact on the market. providers for high-quality care.

Consumers still purchase health care indirectly, but CBO described some of the reasons for such a
recently they have become more active in making their rapid change in the environment for health purchases in

Table H-1.
National Health Expenditures for Selected Calendar Years, by Source of Funds

Actual Projected
Source of Funds 1965 1980 1990 1993 1994 1995 1996 1997 2000 2007

In Billions of Dollars

Private 31 142 413 506 517 532 549 571 661 972
Public
Federal 5 72 196 278 302 328 349 375 469 799
State and local _5 33 _89 109 118 128 133 141 167 256
Total 41 247 697 892 937 988 1,032 1,087 1,297 2,026

As a Percentage of Total Expenditures

Private 75.0 57.6 59.2 56.7 55.2 53.8 53.2 525 51.0 47.9
Public
Federal 11.7 29.1 28.1 31.1 32.2 33.2 33.9 345 36.2 39.4
State and local 13.3 13.3 12.7 12.2 12.6 12.9 12.9 12.9 12.9 12.6
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Average Annual Growth from Previous Year Shown (Percent)

Private n.a. 10.7 11.2 7.0 2.3 2.9 3.2 3.9 5.0 5.7
Public
Federal n.a. 19.7 10.5 12.3 8.7 8.8 6.4 7.5 7.7 7.9
State and local n.a. 12.7 10.4 7.1 8.4 8.4 4.1 55 5.9 6.3
All National Health Expenditures 12.7 10.9 8.5 5.1 55 4.4 5.3 6.1 6.6
Memorandum:
Gross Domestic Product
(Billions of dollars) 719 2,784 5744 6,553 6,936 7,254 7,570 7,916 9,097 12,518

Average Annual Growth of GDP
(Percentage change from
previous year shown) n.a. 9.4 7.5 45 5.8 4.6 4.4 4.6 4.7 4.7

Ratio of National Health Expendi-
tures to GDP (Percent) 5.7 8.9 12.1 13.6 135 13.6 13.6 13.7 14.3 16.2

SOURCE: Congressional Budget Office.

NOTE: n.a. = not applicable.
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Table H-2.
Projections of National Health Expenditures Through 2007, by Source of Funds (By calendar year)

Source of Funds 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

In Billions of Dollars

Private
Private health
insurance 319 330 346 364 384 405 428 453 479 506 535 565
Out of pocket 191 199 208 218 230 243 257 272 288 305 323 342
Other _40 _42 _43 _45 _47 _49 52 54 57 59 _62 _65
Subtotal 549 571 597 628 661 697 737 779 823 870 919 972
Federal
Medicare 203 220 240 261 283 305 330 357 387 421 459 501
Medicaid 90 97 104 112 121 131 142 154 166 181 196 213
Other _56 _58 _60 _63 _65 _68 _70 _73 _76 _79 _82 _85
Subtotal 349 375 404 436 469 504 542 584 630 681 737 799
State and Local
Medicaid 57 61 65 70 76 82 89 96 104 113 123 133
Other e _80 _84 _87 91 _95 100 104 108 113 118 122
Subtotal 133 141 148 157 167 177 188 200 212 226 240 256

All National Health
Expenditures 1,032 1,087 1,150 1,222 1,297 1,378 1,467 1563 1,665 1,777 1,897 2,026

Annual Percentage Change

Private
Private health
insurance 2.6 3.6 4.8 5.3 5.4 5.5 5.8 5.7 5.7 5.7 5.7 5.7
Out of pocket 4.4 4.6 4.6 4.9 5.4 5.5 5.8 5.7 5.9 5.9 5.9 5.9
Other 3.1 3.7 4.0 45 45 4.4 4.7 4.6 4.6 4.5 45 4.5
All private 3.2 3.9 4.7 5.1 5.3 5.5 5.7 5.7 5.7 5.7 5.7 5.7
Federal
Medicare 8.5 8.7 8.7 9.0 8.2 8.0 8.1 8.2 8.5 8.8 9.0 9.1
Medicaid 4.3 7.1 7.1 8.0 8.1 8.1 8.3 8.4 8.3 8.6 8.7 8.7
Other 2.6 3.7 3.8 4.0 3.9 3.9 3.9 3.8 3.8 3.8 3.8 3.8
All federal 6.4 7.5 7.5 8.0 7.6 7.4 7.6 7.7 7.9 8.1 8.3 8.4
State and Local
Medicaid 4.3 7.1 7.1 8.0 8.1 8.1 8.3 8.4 8.3 8.6 8.7 8.7
Other 4.0 4.3 4.4 4.6 4.6 4.4 45 4.3 4.2 4.2 4.1 4.0
All state and
local 4.1 5.5 5.6 6.1 6.1 6.1 6.3 6.2 6.2 6.3 6.4 6.4

All National Health
Expenditures 4.4 5.3 5.8 6.2 6.2 6.3 6.5 6.5 6.6 6.7 6.8 6.8

SOURCE: Congressional Budget Office.
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Figure H-1.
Components of National Health Spending
as a Share of GDP (By calendar year)
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SOURCE: Congressional Budget Office.

The Economic and Budget Outlook: An Updgie-

gust 1995). At that time, CBO argued that managed
care plans and the competition they have spawned are
helping to offset(rather than eliminate) some of the
root problems that have historically weakened price
competition in the health sector.

Changes in CBQO's Projections

In 1992, CBO intoduced its projections of national
health spending using historical data published through
1990 by the HealthiCare Finanibg Administration
(HCFA)# In 1995, CBQundertook a major revision of
the projections of health spending and its compo-
nents—most notably, Medicare, Medicaid, and private
health insurance spending. CBO's current projections
reflect further reductions in projected Medicaid spend-
ing (discussed in Chapter 2 of this report), Medicare
outlays (discussed in Chapter 2 and Appendix G), and

4.  Congressional Budget Offiderojections of National Health Expen-
ditures (October 1992).

private health insurance spending. Table H-3 shows
CBO's current and past projections of the growth in
spending for the major components of national health
expenditures and of the amount by which that growth in
spending egeeded the growth of GDP. The latter con-

cept controls for any changes in the outlook for overall
economic growth that may have occurred over the
years, and is thus a more direct illustration of CBO's
assumptions about health trends.

CBO's 1992 projean of private insurance premi-
ums averaged about 9 percent a year between 1991 and
2000 (see igure H-2). That rate was down consider-
ably from those seen in the late 1980s, but it wéiaen
with historical patterns of rapid growth in spending
relative to the economy as a whole. Betwe@65 and
1995, private health insurance premiums grew about
4.2 percentage points a year more rapidly than GDP
(see Figure H-3 on pads0). Refledhg a continua-
tion of past trends, CBO's projections frdfd92 as-
sumed that premiums would grow about 3.5 percentage

Figure H-2.
Growth in Private Health Insurance Premiums
(By calendar year)

Percentage Change
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SOURCE: Congressional Budget Office.

NOTE: The 1992 projection period begins in 1991; the 1995 projec-
tion, in 1994; and the current projection, in 1996.
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Table H-3.

Changes to CBO Projections of the Average Annual Rate of Growth in
Major Components of National Health Spending (Calendar years)

1992 Projections
(Projection period:

1995 Projections
(Projection period:

Current Projections
(Projection period:

1991-2005) 1994-2005) 1996-2007)
Projected Growth in Spending (Percent)
Private Health Insurance 8.9 6.8 5.1
Medicare 10.9 10.0 8.6
Medicaid 14.3 9.8 7.8
National Health Expenditures® 9.3 7.6 6.2

Excess of Projected Growth in Spending over Projected Growth in Nominal GDP (Percentage points)

Private Health Insurance 35
Medicare 55
Medicaid 8.9
National Health Expenditures?® 4.0

15 0.5
4.7 3.9
4.6 3.1
2.3 15

SOURCE: Congressional Budget Office.

a. Alsoincludes growth in other, smaller components such as out-of-pocket spending.

points faster than GDP in the projection period. The
reduction from the historical average of 4.2 percentage
points to the projein of 3.5 percentage points was
mostly an aknowledgment of the sheer size of the
health industry: as health became an ever-larger sector,
its growth was sure to moderate in comparison with the
growth of the economy as a whole, and private insur-
ance would share in that moderation.

By late 1994, the health sector was expeigna
surge of competition and change. Rapid growth in
health spending and weak economic growth in the early
1990shighlighted theneedto control costs, and the
development of new types of health plans expanded the
possibilityto do so. The market for health insurance
became more competitive, and managed care plans
were rapidly becoming the leaders in the industry.

CBO's 1995 projettins recognized that the sector
had changed and that trends in the growth of premiums
would not return to historically higher rates. CBO also
assumed that the mid-1990s' surge of competition

would recede as the@womy improved and that premi-
ums would rise at a faster pace. That projection of pri-
vate health insurance premiums averaged 6.8 percent a
year between 1994 and 2005, or about 1.5 percentage
points faster than GDP, reflecting the assumption that
the environment for purchasing health insurance would
remain more competitive than it had been.

Based on the most receimdicators of trends in
health spending from HCFA and other sources, CBO
has reduced the projection of growth in spending for
private health insurance from 6.8 percent to 5.1 percent
a year on average between 1996 and 2007. About 0.6
percentage points of that reduction stem from a lower
forecast of overall economic growth in the projection
period, and the renraer of the reduction stems from

5. For more information on historical health spending, see Katharine
Levit and others, "National Health Expenditures, 1993¢alth Care
Financing ReviewfFall 1996); and a forthcomingo@gressional Bud-
get Office paper on the measurement and implications of trends in
private health expenditures.
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Figure H-3.
Excess of Growth in Private Health Insurance
Premiums over GDP (By calendar year)
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NOTE: The 1992 projection period begins in 1991; the 1995 projec-
tion, in 1994; and the current projection, in 1996.

a. The historical average is 4.2 percentage points.

CBO's expectation of continued intense price competi-
tion in the health market.

The current projections assume, therefore, that pri-
vate health insurance premiums will rise about 0.5 per-
centage points a year more than GDP on average
reduction of about 1 percentage point from the previous
projection. That reduction stems from two factors:
first, premiums grew more slowly than expected in
1994 andl995, so the projeidns start from a lower
rate of growth; and second, CBO assumes that premi-
ums will not grow as fast in the near term.

CBO assumes that as the economy continues at
about full employment, workers and the employers who
purchase health insurance on their behalf will focus less
on low costs and more drigh quality. Enrollees' pref-
erences for higher quality will probably increase as the
economic expansion continues and their pocketbooks
swell. (The slower economic growth early in ff890s

no doubt contributed to a focus on cost control that is
now revealing itself in the marketplace.) Many states
and the federal government have passed laws restricting
some managed care techniques, and many employers
are working to upgrade their quality assessments of
plans. Both efforts will probably lead to higher growth

of premiums in the coming years.

Compared with earlier projections, CBO now as-
sumes that premium growth willceelerate more
slowly. In the long run, Americans are likely to devote
relatively more of their income to services like health
care, and CBO projects that by 1998, premiums will
again be growing faster than GDP. But the upward
trend is more gradual in the current projections, because
the new competitiveness is only now beginning in some
parts of the country. Although the areas that have seen
competitive pricing of health insurance for several years
are likely to lead theaeleraibn that CBO expects,
areas where competition is only now beginning to form
may see premiums grow quite slowly, and that may act
as a drag on growth of premiums in the country as a
whole.

Alternative Trends in
Premiums Are Possible

Because of the uncertainty about whether the new com-
petition in health care purchasing would continue to
offset the strong historical tendency toward rapid
growth in spending, CBO's projections frdr95 in-
cluded two illustrations of alternative paths for the
growth of private health spending. The first assumed
that the surge of competitive pricing for private health
insurance in the mid-1990s was temgrg and that
rapid growth of spending would return. The second
alternative assumed that competition among health
plans would remain very strong and that spending
would grow more slowly throughout the projection pe-
riod.

In CBO's current projections, growth of premiums
lies between the baseline projection mad&d985 and
the low alternative presented at that time. Because the
future growth of premiums is as uncertain as ever, the
following section discusses two alternative paths for
insurance spending: a return to trends projected by
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CBO in 1995 (about 1.5 percentagamnis faster than
GDP), and a path in which premiums grow about 0.5
percentage points more slowly than GDP throughout
the projection period. These alternatives are not meant
to set boundaries for the likely growth in spending for
private health insurance premiums. Rather, they show
other plausible paths for that spending.

Premiums could grow faster than CBO currently
projects for several reasons. The so-called managed
care backlash may prove stronger than CBO expects,
and states and employers may take actions that would
lead to more rapid growth in costs. Many fee-for-
service plans, facing new competition from managed
care plans, havecently kept premiums lower than the
benefits they pay awuld otherwise indicate. If those
plans increased their rates and their enrollees stayed
with them, growth in premiums wouldeelerate.

Historically, the path of spending for private health
insurance has been volatile, and any projection of its
future course is uncertain. Given the upsurge of price
awareness and competition over the past five years,
however, trends in the growth of premiums are unlikely
to return to historical rates in the foreseeable future.
Even on this higher-growth path, the growth of premi-
ums is well below its historical average.

Alternatively, premiums could continue to grow
more slowly than GDP throughout the projection pe-
riod. Employers now view health insurance as an im-
portant element of s and may be urling to toler-
ate higher growth. If their employees remained amena-
ble to more managed care, growth in premiums would
slow. As a result of decades of growth with little con-
straint, considerable unused capacity remains in the
health sector. Health plans can use that excess capacity
to leverage lower costs fromquiders if employers
demand it. And as managed care techniques improve,
plans may find additional ways to improve quality at a
pace that is tolerable to employers and employees with-
out additional csts.

Although premiums for private health insurance
rose several percentage points more slowly than GDP
in 1994 and 1995, CBO's projemt of strong eco-
nomic growth makes that situation unlikely to persist
over the projection period. This slower-growth path
therefore assumes that the growth of premiums is only
slightly below that of GDP.

Components of the Health
Insurance Projections

HCFA's national health accounts are constructed from
total payments by source of funds (including private
insurance and Medicare, for example) and by type of
service (the payments received by health providers such
as hospitals, physicians, and so on). As managed care
has come to dominate the health sector, the distinctions
between types of health services have become more
difficult to identify and probably less meaningful to
health analysts. Therefore, CBO is not puidtig pro-
jections of health expenditures by type of service this
year.

CBO is expanding the projections of health insur-
ance, however, to include additional details on spending
by type of insurance coverage. Table H-4, produced in
collaboration with the Joint Committee on Taxation,
shows CBO's assumptions about premiums for individ-
ual coverage (including Medigap premiums) and em-
ployer and employee contributions to employment-
based coverage. Table H-5 shows the assumptions
used in the projections about the number of people
whose primary insurance coverage comes from
employment-based insurance, individually purchased
insurance, Medicare, or Medicaid. It also includes
those who are uninsured.

CBO projects that as more Medicare beneficiaries
choose Medicare health maintenance organizations, the
number of beneficiaries remaining in fee-for-service
Medicare will shrink during the projection period. As-
suming that the percentage of fee-for-service beneficia-
ries choosing to purchase Medigap plans remains con-
stant over the next 10 years, the number of beneficia-
ries with Medigap coverage will also shrink. In CBO's
projections, total payments for Medigap premiums will
increase by about 6 percent a year, however, because
the cost of Medicareoinsurance is expected to rise
relatively quickly.

Given the assumption in CBO's current projections
that health insurance premiums will grow more slowly
in the coming years, businesses and employees would
be better able to afford coverage. Therefore, CBO has
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Table H-4.
Projections of Private Insurance Premiums (By calendar year)
Type of Insurance 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
In Billions of Dollars
Employment-Based
Insurance
Employer contri-
butions 241 248 259 271 285 299 315 332 349 367 386 406
Employee/retiree
contributions 52 _54 _58 _62 _66 71 _76 82 87 94 100 108
Subtotal 292 302 317 333 351 370 391 413 436 461 487 514
Individual Insurance
Medigap 15 15 16 17 18 20 21 22 24 25 27 28
Other 12 12 13 14 15 _16 17 _18 19 20 22 _23
Subtotal 26 28 29 31 33 35 37 40 43 45 48 52
Total, Private
Health Insurance 319 330 346 364 384 405 428 453 479 506 535 565
Annual Percentage Change
Employment-Based
Insurance
Employer contri-
butions 2 3 4 5 5 5 5 5 5 5 5 5
Employee/retiree
contributions 4 5 6 7 7 7 7 7 7 7 7 7
All employment-
based 2 3 5 5 5 5 6 6 6 6 6 6
Individual Insurance
Medigap 6 6 6 6 6 7 6 6 7 6 6 6
Other 5 6 6 6 6 6 7 7 7 7 7 7
All individual
insurance 6 6 6 6 6 6 6 6 7 7 7 7
All Private Health
Insurance 3 4 5 5 5 6 6 6 6 6 6 6

SOURCES: Congressional Budget Office; Joint Committee on Taxation.
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Table H-5.
Health Insurance Primary Coverage, Calendar Years 1996-2007, by Type of Coverage

Projected
Type of Coverage 19967 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

In Millions of People

Private Insurance

Employment-
based” 153 154 155 155 156 157 158 159 159 160 161 162
Other 14 14 14 14 14 14 15 15 15 15 16 16
Medicare 35 35 36 36 36 37 37 38 38 39 39 40
Medicaid 23 23 23 23 24 24 24 25 25 25 26 26
Uninsured 41 41 _42 _43 _43 _44 _44 _45 _45 _45 _45 _45
Total 264 267 269 271 274 276 278 280 282 284 287 289

Percentage of Population

Private Insurance

Employment-
based” 58 58 57 57 57 57 57 57 56 56 56 56
Other 5 5 5 5 5 5 5 5 5 5 5 5
Medicare 13 13 13 13 13 13 13 13 13 14 14 14
Medicaid 9 9 9 9 9 9 9 9 9 9 9 9
Uninsured 15 15 _16 _16 _16 _16 _16 _16 _16 _16 _16 _16
Total 100 100 100 100 100 100 100 100 100 100 100 100
Memorandum:
Medigap Coverage
(Millions of people) 11 10 10 10 10 10 10 10 9 9 9 9

SOURCE: Congressional Budget Office.
a. Data for 1996 are from the March 1996 Current Population Survey.

b. Includes coverage through the military, the Veterans Administration, and CHAMPUS (the Civilian Health and Medical Program of the Uniformed
Services).
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revised upward its projections of the increase in the
number of people whose primary insurance coverage
stems from employment-based plans. Despite that revi-
sion, however, andoflowing a longer-term trend, the
proportion of people with primary coverage through
employers continues to drift down slightly throughout
the projection period.

Two factors make projections of private insurance
spending and coverage particularly uncertain. First, his-
torical estimates of spending by type of insurance cov-
erage are less current than the overall estimates of pri-
vate and public health expenditures, making a disag-

gregated trend analysis more difficult. Second, because
of data limitations, estimates and projections of insur-
ance coverage are uncertain. The major source of his-
torical information on insurance coverage isNwech
supplement to the Current Popidat Survey(CPS).
Recent reviens to theCPS quesbnnaire, and changes

in the associated interviewing methodology, have re-
sulted in annual estimates of coverage that are not di-
rectly comparable from year to year. Witt consis-
tent historical time series of coverage rates, past trends
in coverage are difficult to evaluate, and future trends
are difficult to foresee.
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Major Contributors to the
Revenue and Spending Projections

T he following Congressional Budget Office arsty prepared the revenue andrslieg projections in this
report:

Revenue Projections

Mark Booth Corporate income taxes, Federal Reserve Systaimgsgrexcise taxes
Peter Ricoy Social insurance contributions, estate and gift taxes

Sean Schofield Excise taxes

David Weiner Individual income taxes

Stephanie Weiner Customs duties, miscellaneous receipts

Spending Projections

Defense, International Affairs, and Veterans’ Affairs

Valerie Barton Mlitary retirement, veterans’ education

Shawn Bishop Veterans’ health care, military health care

Kent Christensen Defense (military construction, base closures)

Jeannette Deshong Defense (Army weapons, mobility forces, intelligence programs)

Sunita D’'Monte Internationaffairs (@nduct of foreigraffairs and informabn exchange
activities), veterans’ housing

Raymond Hall Defense (Navy weapons, missile defenses, atomic energy defense)

Mary Helen Petrus Veterans' compei@atpensions

Amy Plapp Defense (personnel)

JoAnn Vines Defense (tactical air forces, bombers)

Joseph Whitehill Internationalffairs (development, security, interiwetal financial institutions)
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Health

Tom Bradley
Cynthia Dudzinski
Jean Hearne
Anne Hunt
Jennifer Jenson
Jeffrey Lemieux
Robin Rudowitz

Human Resources
Wayne Boyington

Sheila Dacey
Christie Hawley
Deborah Kalcevic
Justin Latus

Carla Pdone
Dorothy Rosenbaum
Kathy Ruffing

Natural and Physical Resources

Gary Brown

Kim Cawley
Elizabeth Daley
Clare Doherty
Rachel Forward
Mark Grabowicz
Kathleen Gramp
Victoria Heid
David Hull

Craig Jagger
James Langley
Mary Maginniss
Karen McVey
Susanne Mehlman
David Moore
Deborah Reis
John Righter

Other

Janet Airis
Edward Blau
Jodi Capps
Betty Embrey
Kenneth Farris
Mary Frodilich

Medicare Part A, managed care
Public Health Service, Medicare
Medicaid

Public Health Service, Medicare
Public Health Service, Medicare

Medicare Part B, Federal employee health benefitmaldtealth expenditures

Medicaid, Medicare, long-term care

Civil Service Reéiment, Social Security, Péns Benefit Garantee

Corporation

Aid to Families with Dependent Children, child supportearfeant
Unemployment insurance, training programs

Education

Education, foster care, child care
Housing assistance

Social services, food stamps, child nutrition
Supplemental Security Income, Social Security

Water resources, other natural resources
Energy, pollution control and abatent
Community and regional development, disaster assistance
Transportation
Commerce, spectrum murctecepts, creditunions
Justice, Postal Service
Energy, science and space
Conservation and land maeagent, Outer Continental Shelf receipts
Agriculture
Agriculture
Agriculture
Deposit insurance, legislative branch
Transportation
Justice, Federal Housing Administration, mortgagentees
Spectrum auctiorgeipts
Recreation, water transportation
General government

Appropriation bills
Authorization bills
Appropriation bills
Appropriation bills
Computer support
Computer support

January 1997
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Vernon Hanmett
Sandra Hoffman
JeffreyHolland
Daniel Kowalski
Catherine Mallison
Robert Sempsey
Michael Simpson
Jennifer Winkler

Computer support

Computer support
Net interest on the public debt
Credit programs, other interest

Appropriation bills

Appropriation bills

National income and product accounts, historical budget data
Budget projections, civilian agency pay






Glossary

his glossary defines economic and budgetary terms as they relate to this report. Some entries sacrifice precision
for brevity and clarity to the lay reader. Where appropriate, sources of data for economic variables are indicated
as follows:

0 BLS denotes the Bureau of Labor Statistics in the Department of Labor;
0 CBO denotes the Congressional Budget Office;

0 FRB denotes the Federal Reserve Board; and

0 NBER denotes the National Bureau of Economic Research.

adjustable-rate mortgage: Mortgage whose interest rate is not fixed for the life of the mortgage but varies in a
predetermined way with movements in a specified market interest rate.

aggregate demand: Total purchases of a country's output of goods and services by consumers, businesses, govern-
ment, and foreigners during a given period. (Bureau of Economic Analysis)

appropriation act: A statute under the jurisdiction of the House and Senate Committees on Appropriations that
provides budget authority. Enactment generallipivs adoption of authorizing legislation unless the authorization
itself provides the budget authority. Currently, 13 regular appropriation acts are enacted each yeaecé§saryn

the Congress may enact sugpental or coiiuing appropriations.

authorization: A substantive law that sets up or éoues a federal program or agency. Authorizing legislation is
normally a prerequisite for appropriations. For some programs, the authorizing legislation itself provides the authority
to incur obligations and make payments.

Balanced Budget and Emergency Deficit Control Act 0985: Also known as Gramm-Rudman-Hollings or the
Balanced Budget Act, this law set forth specific deficit targets and a sequestration procedure to reduce spending if the
targets were exceeded. Thedget Enfocement Act 0fL990 established newudget procedures through fiscal year

1995 as well as revised targets, which exclude the Social Security trust funds. The Omnibus Budget Reconciliation Act
of 1993 further extended various provisions of the Balanced Budget Act, without including fixed deficit targets beyond
fiscal year 1995. Sadiscretionary spending capsandpay-as-you-go

baseline: A benchmark for measuring the budgetary effects of proposed changes in federal revenues or spending. As
specified in the Budget Enfoement Act ofL990 (BEA), the badiee for revenues and engthent speding generally

assumes that laws now on the statute books will continue. The discretionary spending projections are based on the
discretionary spending caps set by the BEA9A5 though1998. Thebaseline with discretionary inflatioadjusts
discretionary appropriations for inflation; thaseline without discretionary inflatiadoes not.
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Blue Chip consensus forecastThe average of about 50 economic fos¢sgurveyed bggert Economic Enterprises,
Inc.

budget authority: Legal authority to incur financial obligations that will result in the spending of federal government
funds. Budget authority may be provided in an authorization or an appropriation act. Offsetting collections, including
offsetting ecepts, constitute negativaitiget authority.

budget deficit: Amount by which budget outlays@ed ludget revenues during a given period.

Budget Enforcement Act 0of1990(BEA): Title XIll of the Omnibus Bdget Reconciliation Act af990. This act
amended both the Congressional Budget Adt9f4 and the BalanceduBget and Emergency Deficit Control Act of

1985. The BEA pvided for new budget targets, sequestration procedures, pay-as-you-go procedures, credit reform,
and various other changes. The discretionary spending caps and the pay-as-you-go process were extent@@ghrough
by the Omnibus Budget Reconciliation Actl&93. Seeliscretionary spending capsandpay-as-you-go

budget function: One of 20 areas into which federal spending and credit activity are divided. National needs are
grouped into 17 broad budget functions, including national defense, internatfifamal, energy, agriculture, health,
income security, and general government. Three functions--net interest, allowances, and undistributed offsetting
recepts--do not address national needs but are included to complete the budget.

budget resolution: A resolution, passed by both Houses of Congress, that sets forth a Congressional budget plan for
the next five years. The plan must be carried ooutyin subsequent legislation, including appropriations and changes

in tax and entitlement laws. The resolution sets guidelines for Congressional action, but it is not signed by the President
and does not become law. The Congressional Budget Atd®f established a number mechanisms that are
designed to hold spending and revenues to the targets established in the budget resolution.

budgetary resources: All sources of budget authority that are subject to sequestration. Budgetary resources include
new budget authority, unobligated balances, direct spending authority, and obligation limitaticsesquBstation

business cycle: Fluctuations in overall business activity accompanied by swings in the unemployment rate, interest

rates, and profits. Over a business cycle, real activity rises to a peak (its highest level during the cycle), thén falls unti
it reaches its trough (its lowest level following the peak), whereupon it starts to rise again, defining a new cycle.

Business cycles are irregular, varying in frequency, magnitude, and duration. (NBER)

capacity constraints:Limits on the amount of output that can be produced without also significantly increasing prices.
Causes of capacity constraints include shortages of skilled labor or of capital needed for production.

capacity utilization rate: The seasonally adjusted output of the nation's factories, mines, and electric and gas utilities
expressed as a percentage of their capacity to produce output. Capacity is defined as the greatest output a plant ce
maintain with a normal work pattern. (FRB)

capital: Physical capitals the output that has been set aside to be used in production rather than consumed. Accord-
ing to the nabnal income and product accounts, private capital goods are composed of residential and nonresidential
structures, producers' durable equipment, and business invenkdniaacial capitalis the funds raised by an individ-

ual, business, or government by issuing securities, such as a mortgage, stock certificate, lduimamdcapitalis a

term for education, training, health, and other attributes of the workforce that increase its ability to produce goods and
services.

central bank: A government-established agency responsible for conducting monetary policy and overseeing credit
conditions. The Federal Reserve System fulfills those functions in the United States.
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chain-type GDP price index: An overall measure of the price level in which the calculation of the change in prices
uses the composition of output in adjoining years. This price index is currently set to equdl3@# iBecause this
measure uses the composition of output in adjoining years, it is a more accurate measure of the way in which price
change affects economic ¥egk than either the GDP implicit deflator or the fixedghted GDP price index. Compare

with implicit deflator andfixed-weighted price index (Bureau of Economic Analysis)

chained (1992) GDP:A measure of real economic output (economic output adjusted to remove the effects of inflation)
in which prices in adjoining years are used to calculate the growth rate for total output. Cl8929d5DP is set to

equal nominal GDP in 1992. Because this measure uses prieesrih paods, it is a more accurate measure of real
growth than traditional constant-dollar measures that use prices for a specific base yrassSgemestic product

(GDP) andconstant dollar. (Bureau of Economic Analysis)

civilian unemployment rate: Unemployment as a percentage of the civilian labor force--that is, the labor force exclud-
ing armed forces personnel. (BLS)

commercial paper: Short-term, unsecured debt obligations that are issued by large corporations with good credit
ratings and that are actively traded in financial markets. Bpgsuch obligations, issuers of remercial paper
borrow directly from the public rather than indirectly through financial intermediaries suchmaeoal banks.

compensation: All income due to employees for their work during a given period. Compensation includes wages and
salaries as well as fringe benefits and employers' share of social insurance taxes. (Bureau of Economic Analysis)

constant dollar: Measured in terms of prices of a base period to remove the effects of inflation. Compare with
current dollar .

consumer confidence: A measure of consumer attitudes and buying plans indicated by an index of consumer senti-
ment. One such index is constructed by the University of Michigan Survey Research Center based on surveys of
consumers' views of the state of the economy and their personal finances, both current and prospective.

consumer durable goods: Goods bought by households for their personal use that, on average, last more than three
years--for example, automobiles, furniture, or appliances.

consumption: Total purchases of goods and services during a given period by households for their own use. (Bureau of
Economic Analysis)

cost of capital: The total expected rate of return that an investment must generate in order to provide investors with the
prevailing market yield consistent with risk after accounting for corporate taxes (if applicable) and depreciation.

countercyclical: Acting to moderate the ups and downs of the business cycle.

CPI-U: An index of consumer prices based on the typical market basket of goods and services consumed by all urban
consumers during a base period--currehfi$2 though1984. (BLS)

credit crunch: A significant, temporary dége in the normal supply of credit, usually caused by tight monetary policy
or a regulatory restriction on lending institutions.

credit reform: A revised system of budgeting for federal credit activities that focuses on the cost of subsidies conveyed
in federal credit assistance. The system was authorized by the Federal Credit Reform Act of 1990, which was part of
the Budget Enfaement Act 0f1990.
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credit subsidies: The estimated long-termsis to the federgjovernment of direct loans or loanagantees calculated

on the basis of net present value, excluding administratste end any incidental effects governmentalecepts or

outlays. For direct loans, the subsidy cost is the net present value of loan disbursémusntspayments of interest

and principal, adjusted for estimated defaults, prepayments, fees, penalties, and other recoveries. For loan guarantee:
the subsidy cost is the net present value of the estimated payments by the government to cover defaults and delinquer
cies, interest subsidies, or other payments, offset by any payments to the government, including origination and other
fees, penalties, and recoveries. f@sent value

currency value: Seeexchange rate

current-account balance: The net revenues that arise from a country's international sales and purchases of goods and
services, net international transfers (public or private gifts or donations), and net factor income (primarily capital income
from foreign-located property owned by residents minus capital income from domestic property owned by nonresidents).
The current-account balance differs from net exports in that it includes international transfers and net factor income.
(Bureau of Economic Analysis)

current dollar: Measured in the dollar valdeeflecing prices that prevailed then--of the period under consideration.
Compare witlconstant dollar.

cyclical deficit: The part of the budget deficit that results from cyclical factors rather than from underlying fiscal
policy. The cyclical deficit reflects the fact that, when GDP falls, revenues automatically fall and outlays automatically
rise. By definition, the cyclical deficit is zero when the economy is operating at potential GDP. Compare with
standardized-employment deficit (CBO)

debt held by the public: Debt issued by the federal government and held by nonfederal investors (including the Federal
Reserve System).

debt restructuring: Changing the @racteristics, such as maturity or interest rate, of an entitigtawding debt.
Such changes can be effected by issuing long-term debt and retiring short-term debt (or vice versa), or by negotiating
with creditors.

debt service: Payment of scheduled interest obligations dstending debt.
deflator: Seemplicit deflator .

deposit insurance: The guarantee by a federal agency thatndividual depositor at a participating depository
institution will receive the full amount of the deposit (ui®0,000) if the institibn becomes insolvent.

depository institutions: Financial intermediaries that make loans to borrowers and obtain funds from savers by
accepting deposits. Depository institutions araroercial banks, séngs and loan institutions, mutual savings banks,
and credit unions.

depreciation: Decline in the value of a currency, financial asset, or capital good. When applied to a capital good,
depreciation usually refers to loss of value because of obsolescence or wear.

direct spending: The Budget Enfaement Act 0fL990 defines direct spding aqa) budget authority provided by an
authorization, (b) entitlement authority (including mandatory spending contained in appropriation acts), and (c) the Food
Stamp program. A synonymiusandatory spending Compare witldiscretionary spending
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discount rate: The interest rate the Federal Reserve System charges on a loan that it makes to a bank. Such loans
when allowed, enable a bankrteet its reserve requirementshitit reducing its loans.

discouraged workers: Jobless people who are available for work but who are not actively seeking it because they think
they have poor prospects of finding jobs. Because they are not actively seeking jobs, discouraged workers are not
counted as part of the labor force or as being unemployed. (BLS)

discretionary spending: Spending for programs whose funding levels are determined through the appropriation
process. The Congress has the dignretach year to determine how many dollars will be devoted to continuing current
programs and funding new ones. Compare diitect spending

discretionary spending caps: Annual ceilings through fiscal yea®98 on lndget authority and outlays for discretion-
ary programs defined in the Balanced Budget Ad&9#5, as amended by theid@jet Enfocement Act 0fL990 and the
Omnibus Budget Reconciliation Act 8993. One cap covers appropoas from the Violent Crime Reduction Trust
Fund. A seprate cap covers all other (that is, general-purpose) dis@et spending. Discretionary spending caps are
enforced through Congressional rules and sequestration procedures.

disposable (personal) income:lncome received by individuals, including transfer payments, minus personal taxes and
fees paid to government. (Bureau of Economic Analysis)

domestic demand: Total purchases of goods and services, regardless of origin, by U.S. consumers, businesses, and
governments dimg a given period. Domestic demand equals gross domestic product minus net exports. (Bureau of
Economic Analysis)

entitlements: Programs that make payments to any person, business, or unit of government that seeks the payments
and meets the criteria set in law. The Congress controls these programs indirectly by defining eligibility and setting the
benefit or payment rules. Although the level of spending for these programs is controlled by the authorizing legislation,
funding may be povided in either an authorization or an appropriation act. The best-knowearsetits are the major

benefit programs, such as Social Security and Medicaredii®eespending.

excess reservesTotal monetary reserves in excess of required reservesnd@egary reservesandreserve re-
quirements.

exchange rate: The number of units of a foreign currency that can be bought with one unit of the domestic currency.
(FRB)

excise tax: A tax levied on the purchase of a specific type of good or service, such as tobacco products or telephone
services.

expansion: A phase of the business cycle that extends from a trough to the next pebksifess cycle(NBER)

federal funds: Seetrust fund.

federal funds rate: Overnight interest rate at which financial institutions borrow and lend monetary reserves. Arise in
the federal funds rate (compared with other short-term rates)stagoghtening of monetary policy, whereas a fall
suggsts an easg. (FRB)

Federal Open Market Committee (FOMC): The group within the Federal Reserve System that determines the

direction of monetary policy. The open market desk at the Federal Reserve Bank of New Yameimpkhe @icy
with open market operations--the purchase or sale of government securities--which influence short-term interest rates
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and the growth of the money supply. The FOMC is composed of 12 memblemdinmeche sevemembers of the
Board of Governors of the Federal Reserve System and five of the 12 presidents of the regional Federal Reserve Banks

Federal Reserve SystemAs the central bank of the United States, the Federal Reserve is responsible for conducting
the nation's monetary policy and overseeing credit conditions.

final sales to domestic purchasers:Gross domestic product minus both net exports and the change in business
inventories during a given period. (Bureau of Economic Analysis)

financial intermediary: An institution that indirectly matches borrowers with lenders. For example, depository
institutions, such as commercial banks ofirggs and loan institutions, lend funds that they haeeted from deposi-

tors. Nondepository institutions, such as life insurance companies or pension funds, lend or invest funds that they hold
in reserve against future claims by policyholders or participating retirees.

financing account: Any account established under credit reform to finance the portion of federal direct loans and loan
guarantees not sulied by federal funds. Since these accounts are used only to finance the nonsubsidized portion of
federal credit activities, they are excluded from the federal budget and considered a means of financing the deficit.

fiscal policy: The government’s choice of tax and spending programs, which influences the amount and maturity of
government debt as well as the level, composition, and distribution of national output and income. An "easy" fiscal
policy stimulates the short-term growth of output and income, whereggh#t fiscal policy restrains their growth.
Movements in the standardized-employment deficit constitute one awnelieitor of the tightness or ease of federal
fiscal policy; an increase relative to potential gross domestic productsssifigeal ease, whereas a decreaggests

fiscal restriction. The President and the Congress jointly determine federal fiscal policy.

fiscal year: A yearly accounting period. The fedegalvernment's fiscal year begins October 1 and ends September 30.
Fiscal years are designated by the calendar years in which thefpeagample, fiscal yeat996 began October 1,
1995, and W end on September 30996.

fixed-weighted price index: An index that measures the overall price level (compared with a base period) without
being influenced by changes in the composition of output or purchases. Compampiigthdeflator andchain-type
GDP price index

GDP: Seggross domestic product

GDP gap: The difference between potential real GDP and real GDP, expressed as a percentage of potential real GDP.
Seepotential real GDP.

GNP: Seegross national product

government purchases of goods and service®urchases from the private sector (including compensation of govern-
ment employees) made by government during a given period. Government purchases constitute a component of GDP
but they encompass only a portion of all government expenditures because they exclude transfer payments (such a:
grants to state and local governments and net interest paid). (Bureau of Economic Analysis)

government-sponsored enterprises: Enterprises established and chartered by the federal government to perform
specific financial functions, usually under the supervision of a government agency, but in all cases wholly owned by
stockholders rather than the government. Major examples are the Federal National Mortgage Association, the Student
Loan Markeing Association, and the Federal Home Loan Banks.
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grants: Transfer payments from the federal government to state and local governments or other recipients to help fund
projects or activities that do not involvebstantial federal participiai.

grants-in-aid: Grants from the federal government to state and local governments to help provide for programs of
assistance or service to the public.

gross domestic product (GDP):The total market value of all goods and services produced domestically during a given
period. The components of GDP are consimnpigross domestic investment, government purchases of goods and
services, and net exports. (Bureau of Economic Analysis)

gross investment: A measure of additions to the capital stock that does not subtract depreciation of existing capital.

gross national product (GNP): The total market value of all goods and services produced in a given period by labor
and property supplied by residents of a country, regardless of where the labor and property are located. GNP differs
from GDP primarily by including the excess of capital income that residents earn from investments abroad over capital
income that nonresidents earn from domestic investment.

implicit deflator: An overall measure of the price level (compared with a base period) given by the ratio of current-
dollar purchases to constatilar purchases. Changes in an implicit deflator, unlike those in a fixed-weighted price
index, reflect changes in the compumsitof purchases as well as in the prices of goods and services purchased. See
fixed-weighted price indexandchain-type GDP price index (Bureau of Economic Analysis)

index: An indicator or summary measure that defines the overall level (compared with a base) of some aggregate--such
as the general price level or total quantity--in terms of the levels of its components.

inflation: Growth in a measure of the general price level, usually expressed as an annual rate of change.

infrastructure: Government-owned capital goods that provide services to the public, usually with benefits to the
community at large as well as to the direct user. Examples include schools, roads, bridges, dams, harbors, and public
buildings.

inventories: Stocks of goods held by businesses either for further processing or for sale. (Bureau of Economic Analy-
sis)

investment: Physical investmers the current product set aside during a given period to be used for future production;

in other words, an addition to the stock of capital goods. As measured by the national income and product accounts,
private domestic investment cosisi ofinvestment in residential and nonresidential structures, producers' durable
equipment, and the change in business inventori@gancial investments the purchase of a financial security.
Investment in human capita spending on education, training, health services, and other activities that increase the
productivity of the workforce. Investment in human capital is not treated as investment in the national income and
product accounts.

labor force: The number of people who have jobs or who are available for work and are actively seekihghals.
force participation rates the labor force as a percentage of the noninstitutional population age 16 years or older.
(BLS)

liquidating account: Any budgetary account established under credit reform to finance direct loan andai@aregu
activities that were obligated or committed before Octob#832 (the effective date of credit reform).
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liquidity: The characteristic of an asset that permits it tooltean short notice with little or no loss in value. Ordi-
narily, a shorter term to maturity or a lower risk of default will enhance an asset's liquidity.

long-term interest rate: The interest rate earned by a note or bond that matures in 10 or more years.

M2: A measure of the U.S. money supply that consists afdhbank public's holdings of currency, traveler's checks,

and checking accounts (collectively known as M1); small (less $t80,000) time and sings accouts; money

market deposit accounts held at depository institutions; most money market mutual funds; overnight repurchase agree-
ments; and oveight Eurodollar accounts held by U.S. resideffiRB)

mandatory spending: Another term fodirect spending
marginal tax rate: The tax rate that applies to an additional dollar of taxable income.

means of financing: Ways to finance federal deficits or use federal surpluses. The largest means of financing is
normally federal borrowing from the public, but other means of financing include any transaction that causes a differ-
ence between the federal (includirf§toudget) surplus or deficit and the change in debt held by the public. The means
of financing include changes in checks outdtag and Treasury cash balances, seigniorage (that is, government revenue
from the manufacture of money), and the transactions of the financing accounts established under credit reform.

means-tested programs:Programs that provide cash or services to peoplewdsd a test of need based on income

and assets. Most means-tested programs are entitleffeerggample, Medicaid, theoed Stamp program, Supple-

mental Security Income, family support, and veterans' pensions--but a few, such as subsidized housing and various
social services, are funded through discretionary appropriations.

merchandise trade balance: Net exports of goods. The merchandise trade balance differs from net exports by
excluding exports and imports of services. (Bureau of Economic Analysis)

monetary policy: The strategy of influencing mements of the money supply and interest ratedféat output and

inflation. An "easy" monetary policy suggie faster money growth amdtially lower short-term interest rates in an
attempt to increase aggregate demand, but it may lead to a higher rate of inflation. A "tight" monetary policy suggests
slower money growth and higher interest rates in the near term in an attempt to reduce inflationary pressure by reducing
aggregate demand. The Federal Reserve System conducts monetary policy in the United States.

monetary reserves: The amount of funds that banks and other depository institutions hold as cash or as deposits with
the Federal Reserve System. Bxerve requirements

money supply: Private assets that can readily be used to make transactions or are easily convertible into assets that
can. Sed 2.

NAIRU (nonaccelerating inflation rate of unemployment): The unemployment rate consistent with a constant
inflation rate. An unemployment rate greater than the NAiRlitates downward pressure on inflation, whereas a
lower unemployment rate indicates upward pressure on inflation. Estimates of the NAIRU are based on the historical
relationship between inflation and the aggregate unemployment rate. CBO's procedures for estimating the NAIRU are
described in Appendix B dfhe Economic and Budget Outlook: An Upd@&egust1994).

national income and product accounts (NIPAs):Official U.S. accounts that detail the composition of GDP and how
the costs of mduction are distributed as income. (Bureau of Economic Analysis)



GLOSSARY 147

national saving: Total saving by all sectors of the economy: personal saving, business saving (corporate after-tax
profits not paid as dividends), and governmewirgga(budget surplus or deficit--indicating dissaving--of all government
entities). National saving represents all income not consumed, publicly or privately, during a given period. (Bureau of
Economic Analysis)

net exports: Exports of goods and services produced in a country minus its imports of goods and services produced
elsewhere.

net interest: In the federal budgenet interest includes federal interest payments to the public as recorded in budget
function900. Net interest also ilutles, as an offset, interest incoreeaived by the government on loans and cash
balanceslIn the national incomand product accountd\NIPAS), net interest is the income component of GDP paid as
interest--primarily interest that domestic businesses pay, minus interese¢beyer The NIPAs treat government
interest payments as transfers, so they are not part of GDP.

net national saving: National saving less depreciation of physical capital.
NIPAs: Seenational income and product accounts

nominal: Measured in the dollar value (as in nominal output, income, or wage rate) or in market terms (as in nominal
exchange or interest rate) of the period under consideration. Compareakith

nonresidential structures: Primarily business buildings (such as industrial, office, and otimemeacial ildings)
and structures (such as mining and well shafts). (Bureau of Economic Analysis)

off-budget:. Spending or revenues excluded from the budget totals by law. The revenues and outlays of the two Social
Security trust funds and the transactions of the Postal Servicdf-dngdget and (except for discretionary Social
Security administrative costs) are notlitted in any Budget Enfoement Act calculains.

offsetting receipts: Funds collected by the federal government that are recorded as negative budget authority and
outlays and credited to separateaipt acounts. More than half of offsettingaepts are intrgovernmentaleceipts

that reflect agencies' payments to retirement and athdsfon behalf of their employees; thoseepts simply balance
payments elsewhere in the budget. An additional categoecepts (proprietaryecepts) come from the public and
generally represent voluntary, business-type transactions. The largest items are the flat premiumfoergappl
Medical Insurance (Part B of Medicare), timber aiidease ecepts, and proeeds from the sale of electric power.

outlays: Spending to fulfill a federal obligation, generally by issuing a check or disbursing cash. Unlike outlays for
other categories of spending, outlays for interest on the public debt are counted when the interest is earned, not when i
is paid. Outlays may be for payment of obligations incurred in previous fiscal years or in the same year. Outlays,
therefore, flow in part from unexpended balances of prior year budget authority and in part from budget authority
provided for the current year.

pay-as-you-go (PAYGO): A procedure required in the Budget Erfament Act 0fL990 to ensure that, for fiscal years
1991 though 1995, legislain affecting direct spending andaeptsdid not increase the deficit. The pay-as-you-go
process was extended through fiscal 98 by the Omnibusgiget Reconciliation Act df993. Pay-as-you-go is
enforced through Congressional rules and sequestration procedures.

peak: Seebusiness cycle
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personal saving: Saving by households. Personal saving equals disposable personal income minus spending for
consumption and interest paymenBersonal saving ratés personal saving as a percentage of disposable personal
income. (Bureau of Economic Analysis)

point-year of unemployment: An unemployment rate that is 1 percentage point above the NAIRU for one year. For
example, if the unemployment rate averaged 2 percentage points above the NAIRU for one and one-half years, that
would be three point-years of unemployment. S&8RU .

potential real GDP: The highest level of real GDP that could persist forlmstsuntial pagod without raising the rate of
inflation. CBO's calculation relates potential GDP to the aoglaraing inflation rate of unemployment, which is the
unemployment rate consistent with a constant inflation (@&0O)

present value: A single number that expresses a flow of current and future income (or payments) in terms of an
equivalent lump sumeceived (or paid) today. The calculation of present value depends on the rate of interest. For
example, given an interest rate of 5 percent, today's 95 cents will grow to $1 next year. Hence, the present value of $1
payable a year from today is only 95 cents.

private saving: Saving by households and businesses. Private saving is equal to personal saving plus after-tax
corporate profits minus dividends paid. (Bureau of Economic Analysis)

producers' durable equipment: Primarily nonresidential capital equipment--such as computers, machines, and
transportation equipment--owned by businesses. (Bureau of Economic Analysis)

productivity: Average real output per unit of inputabor productivityis average real output per hour of labor. The
growth of labor productivity is defined as the growth of real output that is not explained by the growth of labor input
alone. Total fador productivityis average real output per unit of combined labor and capital inputs. The growth of
total factor productivity is defined as the growth of real output that is not explained by the growth of labor and capital.
Labor productivity and total factor prodivity differ in that increases in capital per worker would raise labor productiv-

ity but not total factor productivity. (BLS)

program account: Any budgetary account that finances credit subsidies and ke @oadrinistering credit pro-
grams.

real: Adjusted to remove the effects of inflatioReal (constant-dollar) outpuepresents volume, rather than dollar
value, of goods and serviceReal incomeepresents power to purchase real outReal dataare usually constructed
by dividing the corresponding nominal data, such as output or a wage rate, by a price index or Refidtoterest
rate is a nominal interest rate minus the expected inflation rate. Compargowithal.

receipt account: Any budget or fi-budget account that is established exclusively to record the collection of income,
including negative sulidies. In general,eceipt acounts that collect money arising from the exercise of the
government's sovegm powers are included as revenues, whereas tleguts of intrgovernmental transactions or
collections from the public arising from business-type transactions (such as interest incoesgspirom the sale of
property or products, or profits from federal credit activities) are included as offsettiis--that is, credited as
offsets to outlays rather than includedeagepts.

recession: A phase of the business cycle extending from a peak to the next trough--usually lasting six months to a year
--and characterized by widespreadlides in output, income, employment, and trade in many sectors of the economy.
Real GDP usually falls throughoutecession. Sdausiness cycle (NBER)
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recondliation: A process the Congress uses to make its tax and spending legislation conform with the targets estab-
lished in the budget resdloh. The budget resolution may contain reconciliation instructions directing certain Congres-
sional committees to achieve deficit redoictthrough changes in tax or spending programs under their jurisdiction.
Legislation to implement the recaligtion instructions is usually combined in one comprehensive bill. The reconcilia-

tion process primarilaffects taxes, entitlement spkng, and offsettingecepts. As a general rule, deiciss on
discretionary programs are determined separataeugifirthe appropriation process, which is also governed by alloca-
tions in the budget resolution.

recovery: A phase of the business cycle that lasts frorowgtr until overall economic activity returns to the level it
reached at the previous peak. Besiness cycle (NBER)

reserve requirements: The amount of funds that banks and other depository institutions must hold as cash or as
deposits with the Federal Reserve System. The Federal Reserve specifies reserve requirendintsaleties level

of deposits. Such requirements reduce the risk of baokefand allow the Federal Reserve to influence the money
supply. (FRB)

reserves: Seemonetary reserves

residential investment: Investment in housing, primarily for construction of new sifighaily and multifamily
housing and alterations plus additions to existing housing. (Bureau of Economic Analysis)

retained earnings: Corporate profits after tax that are used for investment rather than paid out as dividends to stock-
holders. (Bureau of Economic Analysis)

revenues:Funds collected from the public arising from the sovereign power of the government. Revenues consist of
recepts from income taxes (individual and corporate), excise taxes, and estate and gift taxes; social insurance contribu-
tions; customs duties; miscellaneous netsesuch as Federal Reservengays, gifts, and contributions; and fees and

fines. Revenues are also known as federal governmectgts but do not irlade offsetting ecepts, which are

recorded as negative budget authority and outlays.

sequestration: The cancellation of budgetary resources to enforce the discretionary spending caps and pay-as-you-go
process established under the Budget Eefoent Act 0fL990 and the OmnibusuBget Reconciliation Act df993.
Sequestration is triggered if the Office of Maeagnt and Bdget determines that discretionary appropriatiossezk

the discretionary spending caps or that legislatffecting direct spending andaepts increases the deficit. Changes

in direct spending anckceipt legislabn that increase the deficit would result in reductions in funding foremgthts

not otherwise exempted by law. Discretionary spending in excess of the caps would cause the cancellation of budgetary
resources within the discretionary spending category.

short-term interest rate: The interest rate earned by a debt instrument that will mature within one year.
standardized-employment deficit: The level of the federal budget deficit that would occur under current law if the
economy was operating at potential GDP. It provides a measure of underlying fiscal policy by removing the influence
of cyclical factors from the budget deficit. Compare wigblical deficit. (CBO)

structural deficit: Same astandardized-employment deficit

supply shock: A large and unexpected change in the production of a good or service. Examples include bumper crops,

crop failures, or sudden restraris on the supply of oil as occurredli®73-1974 and 1979-1980. A supply shock that
restricts output will raise the price of the good in short supply; a surfeit will lower the price of the good.
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ten-year Treasury note: Interest-bearing note issued by the U.S. Treasury thateemedl in 10 years.
three-month Treasury hill: Security issued by the U.S. Treasury that is redeemed in 91 days.
thrift institutions:  Savings and loan institutions and mutual savings banks.

total factor productivity: Seeproductivity .

transfer payments: Payments in return for which no good or service is curreaetigived--for example, welfare or
Social Security payments or money sent to relatives abroad. (Bureau of Economic Analysis)

trough: Seebusiness cycle

trust fund: A fund, designated as a trust fund by statute, that is credited with income from earmarked collections and
charged with certain outlays. Collections may come from the public (for example, taxes or user charges) or from
intrabudgetary transfers. More than 150 fedgosdernment trust funds exist, of which the largest and best known
finance several major benefit programs (including Social Security and Medicare) and cidsiructure spending (the
Highway and the Airport and Airway trusirids). The term “federal funds" refers to all programs that are not trust
funds.

underlying rate of inflation: Rate of inflation of a modified CPI-U that excludes from the market basket the com-
ponents most volatile in prieéood, energy, and used cars.

unemployment: Joblessness. The measure of unemployment is the number of jobless people who are available for
work and are actively seeking jobs. Tlmeemployment rate&s unemployment as a percentage of the labor force.
(BLS)

yield: The average annual rate of return on a securitipdimg interest payments and repayment of principal, if held to
maturity.

yield curve: The relationship formed by plotting the yields of otherwise @ralge fixed-income securities against

their terms of maturity. Typically, yields increase as maturities lengthen. The rate of this increase determines the
"steepness” or "flatness"” of the yield curve. Ordinarily a steepening (or flattening) of the yield curve is taken to suggest
that relatively short-term interest rates are expected to be higher (or lower) in the future than they are now.



