CBO

THE ECONOMIC AND BUDGET OUTLOOK:
AN UPDATE

AUGUST 1996

The Congress of the United States
Congressional Budget Office




NOTES

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

The economic outlook discussed in Chapter 1 is considered to lexasfthrough the end 1897 and

a projection for 1998 tlmugh2006. The foecast attempts to anticipate the cyclical movements in the
economy and the effects of fiscal policy on the year-to-year changemniongic activity. The economic
projection is designed to estimate the growth rates that will prevail on average for the entire period.

Unemployment rates throughout the report are calculated on the basis of the civilian labor force.

Numbers in the text and tables may not add to totals because of rounding.
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Summary

The Congressional Budget Offi¢€BO) esti-
mates that the deficit for fiscal year 199 e
$116 bllion, $28 hllion lower than the amount
that CBO projected last May and $4i8idn less than

the deficit in 1995. The deficit il decline for the
fourth straight year and will be at the lowest nominal
level since 1981. At about 1.5 percent,iit probably
also be the lowest as a percentage of gross domestic
product sincd974. A $22 Blion increase in projected
revenues in 1996--prompted primarily by unexpectedly
high recepts reported after CBO had completed its
May baselineaccounts for about 80 percent of the
change in CBO'’s estimated deficit. At the same time,
projected spending for the year is down by $7 billion
compared with the May estimates, further reducing the
deficit.

The economy has grown somewhat faster and un-
employment has been lower in the first half of this year
than CBO had forecast, but the current outlook for the
rest of 1996 and for 1997 is nagsificantly different
from that described in May. CBO expects that real
growth will average 2 percent a year from now through
the end of 1997 and that unemploymeiik lbe moder-
ately higher next year. Interest rates are expected to be
lower in 1997 than they have been @tent months,
and inflation will most likely remain near the current 3
percent average annual rate. Because little time has
passed since CBO's May report, and because no major

news has emerged to alter thereamic outlook, CBO

has not prepared a new economic forecast. As a result,
it has not revised its budget projections fi®97
through2006.

It is not yet clear how the reduction in th696
deficit will affect the long-term budget projections.
Much of the unexpected rep& may have resulted
from factors that are unique 1®96, in which case pro-
jected revenues for 1997 and begl would be little
affected. On the outlay side, redoos in estimated
1996 disbursements for programs such as Medicaid
appear to indicate a slowing in the growth of those pro-
grams; if so, that would imply a continuation of slower
spending in future years. Lower spending in some
other programs, however, may stem largely from shifts
in timing that will result in higher spending 1997 and
little change thereafter.

It seemdikely, however, that th&997 deficit will
be higher than the deficit in 1998Jnder the policy
changes embodied in the Congressional budget resolu-
tion that was adopted in June, and using economic as-
sumptions published in May that are consistent with
balancing the budget 002, CBO projects that the
1997 deficit vill be $155 hllion. That figure will prob-
ably shrink somewhat as a result of the 1996 outcomes,
but not by enough to erase the increase projected be-
tween 1996 and 1997.






Chapter One

The Economic Outlook

Ithough the outlook for the second half of
A 1996 and all 0L997 is similar to that forecast

in May, the economy at midyear is stronger
than the Congressional Budget Offig@BQO) antici-
pated and interest rates are higtiactors that are re-
flected in the most receBiue Chipforecast (see Table
1). Both real growth and interest rates are likely to be
higher this year, and the unemployment rate lower, than
CBO forecast in May in itEconomic and Budget Out-
look: Fiscal Years 1997-2006

In spite of the economy'®ceent strength, CBO's
May forecast for the last half of 1996 and for 1997--
which anticipated average growth of 2 percent for those
quarters--still sems reasonable. That growth rate is
substantially lower than the 4.2 percent rate of the sec-
ond quarter 0996, but it is very close to the 2.1 per-

cent rate that the past three quarters have averaged.

With those growth rates, CBO expects a moderately
higher average unemployment rate in 1997 than this
year. Interest ratesilvmost likely be lower in1997
than they were in mid-1996, and inf@at will remain
near its current 3 percent rate.

The Outlook for Economic
Growth

For the second half of this year and 1®97, theBlue
Chip and the CBO forecasts for real (initat-ad-
justed) growth in gross domestic product (GDP) are
virtually the same--about 2 percent on averagan&c
mists anticipate slower growth because some of the

recent growth stemmed from tempry developments
and because a number of factors, such as a slowdown in
investment for equipment, will tend to undermine future
growth.

Developments During the Past
Three Quarters

Trends in growth have been hard to pick out of the clut-
ter of special factors affecting the performance of the
economy inecent quarters. Tenderstand those devel-
opments, it is useful to go back to the last quarter of
1995 when real growth reachedly 0.3 percent. The
shutdown of large parts of the federal government had
depressed growth by about one-half of a percentage
point, and a strike at Boeing had whittled growth by an
additional one-quarter of a percentage point. The strike
at Boeing ended in November, and although the federal
shutdown lingered into January and was prolonged by a
blizzard, itinvolved fewer people than in the fourth
guarter of 1995. Despite a General Motors strike in
February that partly offset those positive developments,
growth picked up to 2 percent in the first quarter.

The end of both the General Motors strike and the
federal shutdown boosted second-quarter growth.
Without that lmunce back, growth in the second quarter
would have been about 2.7 percent instead of the pre-
liminary estimate of 4.2 percent. Looking past those
erratic quarterly changes, the average growth rate be-
tween the third quarter of 1995 and theosecquarter
of 1996 was 2.1 percenpughly the same as CBO's
estimate of the growth rate of potential GDP.
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Table 1.
Comparison of Congressional Budget Office and Blue Chip Forecasts for 1996 and 1997

Preliminary® Forecast
1995 1996 1997

Fourth Quarter to Fourth Quarter (Percentage change)

Nominal GDP
CBO 3.8 5.0 4.7
Blue Chip 3.7 5.2 4.6
Real GDP®
CBO 14 21 1.9
Blue Chip 1.3 2.6 1.9
Chain-Type GDP Price Index
CBO 2.6 2.8 2.7
Blue Chip 2.6 25 2.6
CPI-U
CBO 2.7 3.1 3.1
Blue Chip 2.7 3.1 3.0

Calendar Year Average (Percent)

Real GDP Growth®

CBO 21 2.0 1.9

Blue Chip 2.1 2.3 2.1
Unemployment Rate

CBO 5.6 5.8 6.0

Blue Chip 5.6 55 5.6
Three-Month Treasury Bill Rate

CBO 55 4.9 4.8

Blue Chip 55 5.1 5.2
Ten-Year Treasury Note Rate

CBO 6.6 6.1 6.4

Blue Chip 6.6 6.5 6.5

SOURCES: Congressional Budget Office; Eggert Economic Enterprises, Inc., Blue Chip Economic Indicators (July 10, 1996); Department of
Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor Statistics; Federal Reserve Board.

NOTE: GDP = gross domestic product; CPI-U = consumer price index for all urban consumers.
a. CBO data consistent with the first official estimate for 1995, published on March 4, 1996.

b. Based on chained (1992) dollars.
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A Look at Factors That Could
Undermine Growth

In May, CBO discounted the postitly of rapid growth
during the next two years for a number of reasons: the
investment cycle for equipment wasnding down;
residential investment would slow in the face of higher
interest rates and wealhderlying demographics; in-
ventories were still moderately large relative to sales;
and the level of consumers' debt weakened the possibil-
ity that consumer spending would spark a boom. With
the exception of the inventory-to-sales ratio, those fac-
tors still prevail.

The Investment Cycle for Equipment Investment
spending for plant and equipment, which had been a
strong impetus to growth, is faltering. The growth of
new orders for nondefense capgabds has fallen from
the 10 percent to 15 percent pace that continued during
much of 1994 and 1995. The level of new orders dur-
ing the seond quarter of this year is virtually un-
changed from that during the last quarted895. In
addition, the rate of capacity use for manufacturing has
fallen to around 82 percent from over 84 percent in
early 1995,indicating less pressure to invest and ex-
pand capacity.

Housing Sales Residential investment is also ex-
pected to dwindle, even though it was surprisingly vig-
orous during the first half of the year. Mortgage rates
jumped sharply in March and cimied to climb
through July, reducing thaffordahlity of houses.
Rates for conventional mortgages were about 7.2 per-
cent last winter but are now about 8.3 percent. Sales of
new houses have remained strong, however, and the
construdbpn of new housescaelerated dimg the first

half of the year. Some of that recent spurt oivigt

may have been an effort to buy before even higher
mortgage rates took hold.

In addition to the increase in mortgage rates, under-
lying demographic trends will dampen the demand for
housing. The number dfouseholds in the group that
tends to be first-time home buyers--households headed
by people between the ages of 25 and 34--has been fall-
ing, and demographers project that the decline will con-
tinue through the end of the decade.

Consumers' Debt Levels Household finances do not
appear to be severely overburdened, but relatively high

levels of debt erode the probability of a surge in con-
sumer spending. Consumer loan and home mortgage
delinquency rates and personal bankruptcies have been
climbing for the past year and a half, and the overall
ratio of debt service to disposable income has risen.
Some of the increase in delinquencies may be the result
of lower credit standards by some card issuers, and
some of the increase in the debt-to-income ratio may
stem from the wider use of credit cards as cash. None-
theless, consumption is more likely to follow the gen-
eral growth of the economy than to spur overall growth.

Fiscal Policy. Fiscal policy forl996 has been restric-
tive. The restraint this year could amount to 0.7 per-
cent of potential GDP, as measured by the decline in
the standardized-employment deficit, which is the defi-
cit adjusted to eliminate the effects of the business
cycle.

Inventories. One sector of the economy that appears
much more promising than it did early this year is in-
ventories. Investment in inventories slowed dramati-
cally during the last quarter @095 and the first quar-
ter of this year. The General Motors strike accounts for
part of the slowdown, but inventories in general are
lower relative to sales than they were in the last half of
1995. That change lessens the likelihood that firms
will trim produdion in the near future because of exces-
sive inventories.

Inflation and Growth in Labor
Compensation

CBO's forecast in May indicated that inflation as mea-
sured by the consumer price ind€&P1) would increase
from about 2.8 percent in 1995 to about 3.1 percent by
early 1997. That outlook was based on a delayed re-
sponse of prices to the low unemployment rate of the
past year and a half. Along with the mild increase in
inflation, CBO anticipated a small hike in wages and
more growth of nonwage benefits.

Although the growth of the CPI for the first half of
this year is faster than that of last year, up to 3.5 per-
cent from 2.8 percent, the underlying rate of inflation--
inflation of nonenergy, nonfood items--has not picked
up. In fact, the underlying rate of inflation has been
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remarkably steady since early 1994. A largely tempo-
rary increase in energy prices agoted for the bulk of
the increase in the CPI so far this year.

The benefit component of labor compensation has
not accelerated either, but wages have begun to grow
faster. Benefits, particularly for medical care, have
grown surprisingly slowly for a few years now. Al-
though not enough information ex$ to pinpint the
causes of that slower growth, firms have apparently
been shifting their health plans to managed care plans
such as HMOs. The growth in the employment cost
index (ECI) for private-sector wages, however, notched
up this year to a year-over-year rate for the second
quarter of 3.3 percent, the highest since the first quar-
ter of 1992. The ECI had beeninig at a 2.9 percent
rate throughout994 and 1995.

In spite of the signs that wages are growing faster,
the lack of any pickup in the underlying rate for the CPI
has led some analysts to quastthe usefulness of a
commonly used indicator of inflation: the nonal-
erating inflation rate of unemployment, or NAIRU.
The NAIRU--currently estimated by CBO to be about
5.8 percent--is the rate of unemployment that signals
the degree of inflationary or disinflationary pressure. If
unemployment remains below the NAIRU for an ex-
tended period, inflation is likely to rise eventually as the
prices of relatively scarce supplies of labor, goods, and
services are bid up. Conversely, an unemployment rate
above the NAIRU points toward an eventual decline in
inflation.

Analysts who feel the NAIRU is not useful argue
that structural changes that cannot be adequately taken
into acount couldaffect the relationship between the
unemployment rate and the pressures on prices. Those
structural changes include shifts in the occupational,
skill, or geographic composition of the supply and de-
mand for labor; changing terms of trade between the
United States and the rest of the world; and alterations
in Social Security tax rates or other incentives to work
or to hire. Since the effect of those changes on the rela-
tionship between the unemployment rate and inflation
cannot be estimated, critics argue, the concept of the
NAIRU is not useful.

Such arguments, however, are overstated. Al-
though the NAIRU is an imprecise tool for forecasting
inflation, structural changes in the economy occur

slowly, and the NAIRU estimates therefore do provide
some information to policymakers. Inflation in the CPI
may not yet be accelenag) simply because an estimate
of the NAIRU at 5.8 percent does not suggest much
inflation anyway. The unemployment rate has averaged
5.6 percent for the past year and a half, only a little be-
low the NAIRU.

Thus, CBO's estimate of the NAIRU implies only a
very mild increase in inflation--namely, a rise in the
underling rate of only about 0.2 percentage points by
the end of this year. But even that modest increase may
be partially offset in the near term by the weakness in
import prices, which have grown by less than the over-
all rate of inflation over the past three years.

Indeed, econorats are raigg many of the same
concerns today about the predictive power of the
NAIRU as they did early in989, wherhigher inflation
failed to materialize even though the unemployment
rate had been below contemporary estimates of the
NAIRU for two years. In fact, between mid-1989 and
mid-1990, inflation did rise by about three-quarters of a
percentage point.

The Risks to the Forecast

Other than CBO's forecast, three near-term scenarios
for the economy are in play. The most popular is that
the recent 3 percent to 4 percent growtghicontinue
through the end of this year, provoking sharply higher
interest rates and, consequently, more sluggish growth
by the end of 1997Under a second scenario, growth
could be high without provoking additional inflation. In
that case, interest rates need not increase significantly,
if at all. In the last scenario, the economy would suffer
a recession, most likely in lai®97 if the Federal Re-
serve overreacts to a continuation of rapid growth dur-
ing the rest of this year.

Rapid Growth with Higher
Interest Rates

The Federal Reserve has not indicated any specific
growth rate that, if exceededopuld trigger a tightening
of monetary policy. But continued growth of 2% per-
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cent or more would most likely prompt the Federal Re-
serve to raise short-term interest rates. In July, the
"central tendency" of the forecasts of tingividual
members of the Board of Governors and the Reserve
Bank presidents, all of whom contribute to decisions on
monetary policy, called for a slowing of growth in the
last half of this year and clustered around a 2 percent
growth rate for next year.

The Federal Reserve continuously monitors the
economy for indications of higher inflation. Moreover,
given that most analysts feel th@eomy is operating
at a high rate of resource use, the Federal Reserve is
particularly watchful now. If the economy manages to
grow at a 2% percent or even a 3 percent rate without
any signs of inflation, the Federal Reserve may not
tighten policy.

In CBO's view, however, higher inflation would
almost certainly accompany growth greater than 2%
percent during the second half of this year. Therefore,
such growth would probably result in significantly
higher short-term rates in latE996 and 1997 than
CBO's May forecast indicated.

Higher Noninflationary Growth

At 65 months, this business-cycle expansion, which
started in April 1991, has already outlasted all but two
of the other eight postwar expansions. Nonetheless, the
economy appears to be growing in an extraordinarily
well-balanced way. Rising inflation, which has been
the death knell for a number of previous expansions,
has not yet occurred. Moreover, other imbalances that
often crop up late in expansions--such as overbuilding
in some sectors or balance-sheet problems for banks,
corporations, or households--do not appear particularly
worrisome.

Possibly, the restructuring of major segments of the
U.S. economy over the past 10 years or so hasdad
the foundation for a higher sustainable level of GDP
than CBO anticipates. The manufacturing sector
clearly appears more flexible--it has adjusted swiftly to
the recent episodes of unexpected slowdowns in final
sales--and the growth of productivity in manufacturing
has been robust even in the slowdowns. The banking
sector also appears to be in good shape. Banks are well
capitalized, and although terms of credit have been

firmed up this year, no signs are visible of the general
tightening of credit that normally occurs late in an ex-
pansion.

The recent criticisms of the NAIRWuald also sup-
port a higher level of sustainable GDP. If labor mar-
kets are less tight than CBO believes--in other words, if
the NAIRU is lower than CBO has estimated--infla-
tionary pressures may not build for some time. In that
case, the economy could grow at a brisker clip than
CBO anticipates over the next two years without infla-
tion worsening. Once the unemployment rate slips be-
low the lower estimate of the NAIRU, however, further
growth would entail a risk of higher inflation.

CBO may also have underestimated the trend
growth rate of the economy. A higher sustainable
growth rate would be possible if growth in productivity
has shifted to a higher trend rate. Yet little evidence
exists that such a shift has occurred.

Recession

A recession could occur sometime during the forecast
period if either someinderlying weakness is already
built into the economy or the Federal Reserve inadver-
tently tightens monetary policy too much in response to
rapid growth this year. Some of the arguments that led
to the widespread concern early this year about a reces-
sion are sl germane. Fiscal policy has been restric-
tive; households’ financial situation, though not severe,
could restrain consumpt; export growth could slip if
foreign growth falters or because of the strength of the
dollar over the past year; higher interest rates could
soften residential investment; and business investment,
already weakening, could collapse in the wake of the
resulting slowdown in final sales.

However, such an outlook is most unlikely to mate-
rialize: few signs are visible of any of the imbalances
that normally signalacessions. In addition, invento-
ries, which play a big role in recessions, do not appear
especially large right now.

A more likely scenario for aecession to develop
would be that the current binge of growth sparks a
sharp increase in interest rates during the second half of
this year, leading to the common boom-to-bust pattern
of many past recessions. Under that scenarieces
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sion could start by lat&997. In July, thélue Chip
survey, with 44 econormsiis respnding, reported that
the odds of aacession starting this year are only 1 in
10, but the odds okcession starting 1997 are better
than 1in 4.

The Medium-Term Outlook

In May, CBO estimated that the potential noninfla-
tionary growth rate of the economy is 2.1 percent, and
that estimate was used in projecting the economy be-
tween 1998 and 2006. CBO believes that this estimate
of potential is still reasonable. The average unemploy-
ment and CPI inflation rates consistent with such
growth are 6 percent and 3 percent. Short- and long-
term interest rates are projected to average 4.8 percent
and 6.4 percent, respectively.

In addition to real growth, inflation, and interest
rates, the level of tax bases such as profits and wages is
important for budget projections. In May, CBO fore-
cast that the growth in profits and wages would be
slower than the growth in nominal GDP durib@96
and 1997. CBO's forecast of nominal GDP is virtually
the same as that being forecast byBhee Chip but
preliminary data for one of the major tax bases--corpo-
rate profits--ardnigher than CBO anticipated.

CBO assumed that corporate profits as a share of
GDP would deline over the next decade. The decline
was expected primarily because debt-service costs are
forecast to climb, and partially because labor compen-
sation as a share of GDP is expected to expand slightly.
Rising debt-service sts are anticipated both because
interest rates have generally risen since late 1993 and
because firms are expected to take on more debt during
the forecast period as the growth of corporate earnings
slows. The resulting increase in debt service should
crimp the growth in corporate profits.

Data from the national income and product ac-
counts (NIPAs) for the first quarter of 198tlicate far
more profits than CBO had forecast--ab®4b bllion
more. The significance of those preliminary estimates
is uncertain, however. The Commerce Department tal-
lies economic growth in terms of both total growth in
income and total growth in output. Although the two

measures should be the same, the source data are differ-
ent and large discrepancies often occur.

Since mid-1995, a particularly large discrepancy
has emerged between the two measures. The NIPA
measure of the growth of total income in the economy
since mid-1995 is almost a percentagamphigher at
an annual rate than the NIPA measure of the growth of
total output.

The Commerce Department believes that its calcu-
lations of output are generally more accurate than its
calculations of income, although there is no way to
know whether the current cas#léws that general rule.
Therefore the rapid growth in the income categories,
including profits, is somewhat suspect. If the output
side is more accurate, either profits or some other cate-
gory of income will be revised downward. If the income
side is telling the more accurate story, growth in reve-
nues could be stronger than the CBO forecast antici-
pates. (See Appendix A for a discussion of how the
statistical discrepancy between the two measures has
affected past forecasts of incomes.)

The Administration's Mid-
Session Revieworecast

The forecast underlying the Administratiom&d-Ses-
sion Review of the 1997 Budgpublished in July, re-
flects the changes to the near-termlank that have
occurred since CBO prepared its forecast earlier this
year. Real GDP growth and interest rates are slightly
higher in the Administration's forecast, and the unem-
ployment rate is lower. For 1996, the Aidistration's
forecast is closer to the currdBlue Chipconsensus
than is CBO’s forecast.

The Administration's forecast incorporates the ef-
fects of long-term deficit reduction. That is not a sig-
nificant assumption when forecasting the remainder of
1996, and at thisgint major deficit reductions would
be difficult to put in place before the middle 1397.
Nevertheless, the policy assumption is important for the
longer-term forecast. CBO presented two sets of eco-
nomic projections in May: one that assumed no change
in current budgetary policies, and anotktde balanced
budget policy projection--that incorporated the eco-
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Table 2.
Comparison of CBO's and the Administration's Forecasts Assuming
Balanced Budget Policy for 1995 Through 2006

Prelimi-
nary? Forecast Projected
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Calendar Year Average (Billions of dollars)

Nominal GDP
May CBO 7,248 7,584 7,946 8,333 8,745 9,177 9,631 10,108 10,608 11,133 11,684 12,261
Administration 7,246 7596 7,952 8,360 8,783 9,233 9,701 10,196 10,713 11,257 11,831 12,430
Year over Year (Percentage change)
Real GDP"
May CBO 2.1 2.0 2.0 2.1 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2
Administration 2.0 2.2 2.4 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3
Chain-Type GDP Price Index
May CBO 25 2.6 2.8 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7
Administration 2.5 24 2.6 2.8 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7
CPI-U
May CBO 2.8 2.8 3.1 3.0 2.9 2.9 2.9 3.0 3.0 3.0 3.0 3.0
Administration 2.8 3.0 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8

Calendar Year Average (Percent)
Civilian Unemployment Rate

May CBO 5.6 5.8 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0
Administration 5.6 5.6 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7
Three-Month Treasury Bill Rate
May CBO 5.5 4.9 4.8 4.3 3.9 3.7 3.7 3.7 3.7 3.7 3.7 3.7
Administration 5.5 4.9 4.5 4.3 4.2 4.0 4.0 4.0 4.0 4.0 4.0 4.0
Ten-Year Treasury Note Rate
May CBO 6.6 5.7 55 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3
Administration 6.6 6.2 5.6 5.2 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0
Income Shares (Percentage of GDP)
May CBO
Corporate profits® 8.2 7.9 8.0 7.9 7.7 7.5 7.5 7.4 7.4 7.4 7.4 7.4
Personal income 842 844 841 84.0 840 839 837 83.7 83.7 83.7 83.7 83.8
Wage and salary
disbursements 472 474 473 473 472 472 47.2 47.1 47.0 47.0 46.9 46.9
Administration
Corporate profits® 8.3 8.6 8.8 8.7 8.7 8.8 8.7 8.6 8.5 8.4 8.4 8.4
Personal income 842 846 845 842 839 835 832 83.0 83.0 82.8 82.7 82.6
Wage and salary
disbursements 472 474 478 479 480 48.0 480 48.0 48.0 47.9 47.8 47.8

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

NOTE: GDP = gross domestic product; CPI-U = consumer price index for all urban consumers.
a. Consistent with the first official estimate for 1995, published on March 4, 1996.

b. Based on chained (1992) dollars.

c. Corporate profits (book) before tax.
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nomic effects of eliminating the deficit I3002. The
balanced budget policy projections had slightly higher
average growth and lower interest rates than the
current-policy forecast.

The Administration's mostecent forecastheuld
be compared, therefore, with CBO's May balanced bud-
get policy forecast (see Table 2). Because the Adminis-
tration changed its long-run projections only slightly,
the differences between the two agencies' long-term
projections are similar to those presented in CBO’s
Economic and Budget Outloak May. The Adminis-
tration forecastslightly higher real growth and a lower
rate of CPI inflation than does CBO. But little differ-
ence exists in the average of short- Emg)-term inter-
est rates, and the projections of the chain-type GDP
price index are virtually the same.

The Administration has changed its projections of
income shares, however, resulting in a tax base as a
share of GDP that is significantly higher than CBQO's
projections. The Administration's forecast published
with the budget already indicated a higher tax base than

had CBO, and the changes in Mal-Session Review
widen the difference for the early years in the 21st cen-
tury.

The two income shares that are most important for
revenue projections are corporate profits and wage and
salary disbursements. Attugh it is still higher than
CBO's assumptions, the Administration's current pro-
jection of corporate profits as a share of GDP is slightly
lower--about 0.3 percentageipts in 2002--than what
it was assuming earlier this year. In addition, the Ad-
ministration's current projection of wage and salary dis-
bursements as a share of GDmigher than what the
Administration previously assumed by about 0.6 per-
centage points. Those two important categories of in-
come are now assumed to total 56.6 percent of GDP in
the Administration’'s projections f@002, butonly 54.5
percent of GDP in CBO's projections. The Administra-
tion's higher projections of those income shares add
about $200 Hion to the projected tax base that is
taxed at a relatively high rate. That adds roughly $50
billion to projected revenues f@002.



Chapter Two

The Budget Outlook

projected a deficit of $144ilion for 1996. That

projection was low by recent standardtmost
$150 bhllion below the record high deficit &290 bil-
lionin 1992 and, at 1.9 percent of gross domestic prod-
uct (GDP), well below the deficit of 2.8 percent of GDP
reached in 1989, the peak year of the last business cy-
cle. It now appears, however, that the 1996 deficit will
be even lower. Based on actual rpteiand outlays
recorded since the May projections were completed and
on additional information available since then, CBO
projects that the deficit in 1996lbe $116 hllion, or
about 1.5 percent of GDP.

I n May, the Congressional Budget OffiggBO)

Revenues Rose More Than
Antici pated

Revenues are expected to total $1,48 b in 1996,

$22 bilion higher than the level projected in May (see
Table 3). The reestimate is largely the result of unex-
pectedly strong taxecepts in April. (Because April
revenues were reported after the May baseline projec-
tions had been completed but before CBO's report went
to press, they were noted in the report but not reflected
in the projections).

Data needed to determine the cause of the April
surprise will not be available for several months. It is
clear, however, that the unanticipated April receipts
took the form of tax payments other than withholding
and that most of this increase in nonwithheld pay-

ments stemmed from final payments 1895 instead
of estimated payments for 1996.

Unexpectedly high capital gains realizations in
1995 may aaount for most of the additionabcepts.
The stock market was strong, and some investors who
had hoped for a cut in the tax rate on capital gains may
have given up waiting. If capital gains are the explana-
tion, the 1996 increaseownld not imply any major
change in projected revenues in later years. But if the
increase reflects changes in other taxable incomes, pro-
jections of revenues for 1997 and beg would proba-
bly be raised unless the increase in incomes proved
temporary.

Growth of Outlays Slowed
Slightly

CBO expects that outlays will total $86 hllion in
1996, $7 Blion less than was projected in May. Dis-
cretionary outlays are $5 billion higher than previously
projected, but mandatory outlays are $ilon lower.

The May report noted one source of change in the
projections, although the estimates did not include its
effects. The Omnibus Consolidated Rescissions and
Appropriations Act of 1996 (OCRA) pvided full-year
appropriations for a number of agencies that had previ-
ously been funded on a tenmpoy basis by a series of
continuing resolutions. In addition, the law included
supplemental appropriahs and rescissions of previ-
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ously appropriated funds for other agencies. OCRA
was signed into law on April 28996, after the base-
line projectons included in the May report had been
completed. Compared with the May baseline projec-
tions, OCRA increased discretionary outlays X606

by about $2 billion. In addition, the spending patterns
observed so far this yeauggest that spending for dis-
cretionary programs will be another $3 billion higher
than was projected in May. Projected defense spending
by the Departments of Defense and Energy is up by
over $3 billion, but that increase is partially offset by a
reduction of nearly $1 billion in estimated nondefense
discretionary spending.

Among the mandatory programs, the largest single
reestimate is a $4 billion reduction in Medicaid outlays.
In May, CBO assumed that Medicaid outlays would
grow by 7.5 percent this year, but through June the
growth above last year's level was only 2.3 percent.
The lower outlays may result in part from transient fac-
tors, such as lower unemployment, but it is likely that
most of the reduction stems from significant changes in
the operation of state Medicaid programs that will also
reduce spending i6997 and later years below what
CBO previously anticipated.

CBO has also lowered its estimate of Medicare
spending in 1996 by $1lillion. The reestimate reflects

Table 3.
CBO's Budget Projections for Fiscal Year 1996 (In b

illions of dollars)

May August Change
Revenues
Individual income taxes 636 652 16
Corporate income taxes 169 170 1
Social insurance taxes 504 508 5
Excise taxes 52 54 2
Other 67 65 -2
Total 1,428 1,450 22
Outlays
Discretionary 533 538 5
Mandatory
Social Security 348 347 -1
Medicare 196 195 -1
Medicaid 96 92 -4
Other 235 229 -6
Subtotal 875 863 -12
Offsetting receipts -75 -75 a
Net interest 240 240 1
Total 1,572 1,566 -7
Deficit 144 116 -28

SOURCE: Congressional Budget Office.

a. Less than $500 million.
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lower payments under the Suppientary Medical In-
surance program (Part B of Medicare), which covers
the costs of physicians and otlmemhospital services.
CBO now expects that Medicare spending996 will

be 9.9 percent above the 1995 level, compared with its
earlier projection of 10.7 percent. That slight slowing
in the growth of the program couldrey over ta1997

and beyond.

In other mandatory spending, CBO has reduced its
estimate of outlays for farm programslia96 by $2.5
billion. A shift in outlays froml996 to 1997 acuints
for about $1.5 billion of that reduction. Aprifarm
bill requires the Department of Agriculture to make
payments before the start of the 1997 fiscal year on
October 1. CBO accordingly had assumed that all of
the outlays would be recorded in fiscal yd#96.
CBO now understands, however, that payments will
probably be made near the end of September and that a
significant amount of outlays from those payments will
most likely be recorded in fiscal yeb997.

A lower rate of unemployment than CBO forecast
in May has caused a drop in projected unemployment
benefits. Lower unemployment has also reduced the
caseload for the Food Stamp, child nutrition, and family
support programs. Altogether, projected spending for
those programs has shrunk by $3 billion.

CBO has cut its estimate of the offsettiegeaipts
that will be recorded i1996 for the proeeds from re-
cent auctions of portions of the electromagnetic spec-
trum by the Federal Communications Commission
(FCC). CBO anticipates that a little over $llidn of
the recgpts that had been expected in 1998 be
shifted to 1997 because of challenges thatileely to
delay the issuing of some licenses. In addition, al-
though CBO and the Office of Maramgent and Bud-
get have agreed that the budget should record those re-
ceipts on a present-value basis, Menthly Treasury
Statements still recording them on a cash basis (see
Box 1).

Net interest payments in 1996 are projected to be
almost $1 billion higher than had been estimated in
May. This reestimate is largely the result of interest
rates that have been higher than assumed in the May
baseline economic forecast, although that effect is par-
tially offset by reduced borrowing needs resulting from
a lower-than-expected 1996 deficit.

Box 1.
Accounting for Spectrum Auctions
and Universal Telephone Service

In two areas--auctiongigpectrum licenses angro-
viding universal telphone service--bugktary prac-
tices adpted by both the Office of Mangement and
Budget (OMB) and the Cagressional Budet Office
(CBO) have notyet been reflected in the monghl
statements of the Partment of the Treaswyr If this
difference continues, it could lead to confusion abouf
the actual gendirg, revenues, and deficit of the fed-
eralgovernment.

Some recent auctiony the Federal Communi-
cations Commission of thegtit to useportions of
the electromgnetic pectrum allow winnig bidders
to pay for licenses on an installment basis. OMB
and CBO havegreed that, consistent with the credit
reform procedures enacted in 1990, the prtsent
value of the rquired payments should be recorded in
the budet at the time the license is issued. But the
Treasuy's monthy statements are still recordgjmll
recepts on a cash basis as received. Thus, even
CBO's (or OMB's) estimate of the licenses issued and
cash received ir1996 is correct, there could be a
significant difference between the estimate and the
recepts reported in the finalMonthly Treasury
Statemenin October. (CBO estimates that casi-
ments of about $1 billion will be made in 1996, but
that the netpresent value opayments due for Ii-
censes awarded both with and without installment
terms is neayl $4 billion.) Because OMB is com-
mitted to reorting installmentpayments on a net
present-value basis, the actupésdirg and deficit
for 1996 that will be ngorted in the President's bud-
get nextyear mg also be different from those re-
ported ly the Treasuy.

=

The Telecommunications Act of 1996, enacted
in Februay, calls for eyandirg a fund toprovide
universal access to tgleone service. Althagh the
recepts and egenditures of the fund do ngass
through the federabovernment, the clearly would
not exist excpt for action taken pit and thus are
ultimately under its control. OMB and CBO there-
fore concluded that the transactions of the fund
should be recorded in the el as revenues and
outlays. Those transactions include some {irat
date the Telecommunications Act and others tha
result from the act. Curregtlhowever, the Treasuyr
reports neither thependirg nor the revenues of the
fund in its monthy statements. Since outtaof the
fund will closely match its revenues (both OMB and
CBO estimate $4 billion afach in1996), however,
that omission has little effect on the deficit.
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Budget watchers have paigdjaod deal of attention certain. The first hearg to set damages will not take
to July's Supreme Court deiois in United States v. place until early next year, so no payments will be made
Winstar Corporation The Court held that the federal in 1996. As yet, there is also no reason to change the
government breached contracts with threengs and estimated stream of payments in 199 0tigh2002.

loan institutions when it ceased to count supervisory
goodwill toward regulatory capital reqeinents. As a
result of that decision, the government could be liable
for large damages to cover losses of those and other Comparin g the

thrift institutions that are attributable to such breached . . ) . )
contracts. Based on the likelihood that the Supreme Administration’s Estimates
Court would uphold the Circuit Court, which had ruled : ’

for the thrift institutions, CBO included $9 billion in Wlth CBO’s
federal payments--$1.5 billion in each year fro897
through 2002--in its May badme. Because lower
courts will determine the actual damages that must be
paid to the aggrieved parties, both the total cost to the
government and the timing of the payments remain un-

The Administration’sMlid-Session Review of the 1997
Budget issued by the Office of Management and Bud-
get (OMB) on July 16, estimates that ##96 deficit

will be $117 lillion, less than $1 billion above CBO's
current projection (see Table 4). CBO estimates, how

Table 4.
Comparison of CBO'’s Projections for Fiscal Year 1996 and the Administration’s Mid-Session Review
(In billions of dollars)

Administration CBO Difference
Revenues 1,453 1,450 -4
Outlays
Discretionary
Defense 267 268 1
Nondefense 274 270 -4
Subtotal 540 538 -3
Nondiscretionary
Social Security 348 347 a
Medicare® 195 195 a
Medicaid 93 92 -1
Spectrum auction -11 -4 8
Farm income stabilization 6 4 -2
Postal Service a -1 -1
Net interest 241 240 -1
Other 159 154 -4
Subtotal 1,030 1,028 -2
Total 1,570 1,566 -4
Deficit 117 116 -1

SOURCES: Congressional Budget Office; Office of Management and Budget, Mid-Session Review of the 1997 Budget (July 1996).
a. Less than $500 million.
b.  Excludes offsetting receipts from Medicare premiums.
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Table 5.
CBO's Estimates of the Fiscal Year 1997 Budget Resolution Conference Agreement
(By fiscal year, in b illions of dollars)

Total,
1997 1998 1999 2000 2001 2002 1997-2002
CBO'’s May Baseline Deficit? 165 175 182 191 194 210 n.a.
Baseline Adjustments® 4 3 2 1 2 2 14
Adjusted Baseline 169 177 184 193 196 212 n.a.
Budget Resolution Changes
Outlays
Discretionary
Freeze® -10 -15 -34 -51 -75 -92 -276
Additional savings -1 _-6 _-5 _-3 _-5 -8 -29
Subtotal -11 21 -39 -54 -80 -100 -305
Mandatory
Medicare -7 -11 -21 -28 -38 -53 -158
Medicaid d -2 -7 -13 -20 -30 -72
W elfare reform -3 -8 -9 -10 -11 -13 -53
Other =10 —6 =9 =12 =12 _-14 -62
Subtotal -19 -27 -46 -63 -81 -109 -344
Net interest d -2 -4 -8 -14 -23 -50
Total Outlays -31 -49 -88 -125 -175 -232 -700
Revenues _17 18 21 21 20 15 112
Total Budget
Resolution Changes -14 -31 -67 -104 -155 -217 -588
Resulting Deficit 155 146 117 88 41 -5 n.a.

SOURCE: Congressional Budget Office.
NOTE: n.a. = not applicable.

a. Deficits were projected using economic assumptions that are consistent with achieving a balanced budget by 2002. The projections assume that
discretionary spending is equal to 1996 appropriations enacted before April 26, 1996, adjusted for inflation up to the statutory caps that are in effect
through 1998.

b. The baseline is adjusted for legislation enacted after the May baseline was completed (primarily the Omnibus Consolidated Rescissions and
Appropriations Act of 1996, or OCRA), a correction in projected spending for subsidized housing, and a change in accounting for student loan
subsidy costs.

c. Savings from freezing discretionary budget authority at the dollar level provided in 1996. Both the inflated baseline and the freeze include the
budget authority provided by OCRA and the outlays flowing from that budget authority, but the budget authority provided by OCRA is not projected
into future years in either the baseline or the freeze.

d. Less than $500 million.
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ever, that both revenues and outlays will be nearly $4
billion lower than OMB projects.

CBO estimates that discretionary spending will be
$3 billion less than that projected by OMB. CBO's $1
billion higher estimate of defense discretionary spend-
ing (largely for nuclear weapons activities of the De-
partment of Energy) is more than offset by $4 billion in
lower nondefense discretionary outlays.

CBO's estimate of total mandatory spending is also
slightly below OMB's. The largest single difference is
in the estimate of offsettingecepts fromFCC spec-
trum auctions that will be recordedi896. OMB esti-
mates that recets for licenses thatilvbe issued in
1996 will exceed$11 hllion on a net present-value ba-
sis. CBO believes that delays in issuing some licenses
will hold the 1996 ecepts below $4 tilion. Differ-
ences in estimates of other mandatory programs are
individually small but in total more than offset the dif-
ference in estimates of spectrum sales.

Action on the 1997 Budet

The Congressional budget resolution for fiscal year
1997 House Concurrent ResolutidiY8), adopted in
June, assumes the enactment of legislation that would
lead to a balanced budget®y02. The acessary sav-
ings are to be achieved by keeping discretionary spend-
ing near the 1996 leveholding spending for Medicare,
Medicaid, welfare, and other mandatory programs be-
low the levels projected under current law; and selling
some federal assets (see Table 5). Those savings are
partially offset by proposed tax cuts. The budget reso-
lution also assumes that eliminating the deficit will
yield economic benefits in the form of lower interest
rates and slightly higher real growth.

For 1997, the budget resolution assuibgs bil-
lion in outlay s&ings (compared with the statutory
caps) from holding discretionary appropriations to the
1996 enacted level. Targetedvisgs in mandatory
spending would be almost completely offset by pro-
posed tax cuts. The Congress is well on its way to
achieving the planned discretionary savings. The
House has cleared all 13 appropriation bills, and con-
ference committees have reached agreements on four of
them. With one important exception, however, action
has yet to be taken on most of the reductions in manda-
tory spending and taxes contemplated in the budget
resolution.

Just before its Augusecess, the Congress com-

pleted action on legislation to reform the faet sys-
tem, increase portability and make other changes in
health insurance, and raise the minimum wage and pro-
vide tax relief to small businesses. Thefara reform
bill (officially the Personal Respongiby and Work
Opportunity Reconciliation Act) would reduce the defi-
cit by $55 fillion over the1997-2002 peéod; only $3
billion of those sgings, however, would occur 997.
The Health Insurance Portability and Accountability
Act would reduce the deficit by $5 billion over the six-
year period but by only a negligible amountli®97.
The Small Business Job Protection Act would have vir-
tually no net effect on the deficit either in 1997 or over
the next six years. (See Table B-2 in Appendix B for
the effects of other recent legistat on the deficit.)

CBO projects a deficit of $155illon for 1997
under the policies of the budget resolution and CBO's
May economic and other estimating assumptions. To
some extent, the factors that have causedptsc be
higher than expected and outlays to be less than ex-
pected in 1996 il work to reduce thel997 deficit as
well. They are not likely to be large enough, however,
to prevent the 1997 deficit from irig) above thed.996
level.
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Appendix A

Evaluating CBO’s Record
of Economic Forecasts

ince the Congressional Budget Offi(€BO)
S’pssued its first forecast in 1976, CBO has com-
iled a record of economic predictions that com-
pares favorably with the track records of five Adminis-

the Administration and thBlue Chipconsensus. In
addition to those economic indicators, a measure of tax-
able incomes--wage and salary distributions plus corpo-
rate profits--is examined and compared with Adminis-

trations and the consensus forecasts of a sizable sample tration forecats.

of private-sector econosts. Alhough the margin is
slight, CBO's forecsts have generally been closer than
the Administration's to the actual values of several eco-
nomic indicators that are important for projecting the
budget. Moreover, during the 13 years for which com-

Both CBO and the Administration have tended to
err toward optimism in their forecasts of real growth
over a two-year horizon. In other words, the average
forecast error for real growth was an overestimate.

parisons are possible, CBO's forecasts have been about Both forecasts tended tmderestimate the rise in infla-
as accurate as the average of the 50 or so forecasts that tion to its peak in the 1979-1981 et and the subse-

make up th@&lue Chipconsensus survey. Comparing
CBO's forecasts with that surveyggests that when
CBO's economic predicins missed the mark by a wide
enough margin to contribute to sizable misestimates of
the deficit, those errors probably reflected limitations
that confronted all forecasters.

The foregoing conclusions echo the findings of pre-
vious studies published by the Congressional Budget
Office and other government and academic reviewers.
They emerge from an evaliat of the accuracy of
short-term forecasts for four @womic indicators:
growth in real (inflation-adjusted) output, inflation in
the consumer price indekCPl), interest rates on
three-month Treasury bills in both nominal and real
terms, and interest rates on 10-year Treasury notes and
Aaa corporate bonds. Immying out this evaluation,
CBO compiled two-year averages of its forecasts for
the four indicators and compared them with historical
values as well as with the corresponding fosexaf

guent decline. The Administration has been more opti-
mistic than CBO in forecasting interest rates; its aver-
age error has been an underestimate. Overall, the aver-
age errors in the Administration's two-year forecasts
were slightly larger than in CBO's. Finally, CBO's
forecasts appear to be about as accurate as those of the
Blue Chipconsensus over the period for which compa-
rableBlue Chipforecasts are available (1982-1994).

The Congressionaliglget Office’s and the Admin-
istration's longer-term (five-g&) projecions of aver-
age growth in real output were generally optimistic, but
CBO's errors were much smaller than the Administra-
tion's. For thdonger-term projections of real gross
national product, CBO's errors were only slightly larger
on average than those in its short-term forecasts of real
output. Again, CBO's projections were about as accu-
rate as those of tH&lue Chipconsensus over the com-
parable peod (1979-1991).
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The differences among the three fostsa how-
ever, are not large enough to be statistically significant.
The small number of forecasts available for the analysis
makes it difficult to distinguish meaningful differences
in their performance from those that might arise ran-
domly. Thus, the statistics presented here are not reli-
able indicators of the future performance of any of the
forecasters.

Sources of Data
for the Evaluation

Evaluating the Congressional Budget Office’s forecast-
ing record requires conijmg the basic historical and
forecast data for growth in real output, CPI inflation,
interest rates, and taxable incomes. Although each of
those series has an important influence on budget
projections, an accurate forecast of the two-year aver-
age growth in real output is the most critical economic
factor in accurately estimating the deficit for the up-
coming budget year. Two-year average foses@ub-
lished in early 1995 and 1996udd not be included in
this evaluation because historical values1®86 and
1997 are, of course, not yet available. The data were
therefore compiled using forexta published early in
the years 1976 tbugh1994.

Selection of Historical Data

Which historical data to use for the evaluation was dic-
tated by the availability of actual data and the nature of
the individual forecsts examined. Attough CBO, the
Administraion, andBlue Chipall published the same
measure for real output growth, selecting a historical
series was difficult because of periodic benchmark revi-
sions of the actual data. By comparison, not all of the
forecasters published the same measures for CPI infla-

1. The Clinton Administration adopted CBO's economic assumptions as
the basis for its budget in early 1993. As a result, the errors for the
early 1993 forecast are virtually the same for CBO and the Adminis-
tration.

2. Before 1992, CBO, the Office of Mareagent and Budget, afglue
Chipused gross national product to measure output. However, begin-
ning in early 1992, all three forecasters began to publish forecasts and
projections of gross domestic product instead.

tion and interest rates, but the selection of historical
data for those series was clear-cut.

Real Output Growth. Historical two-year averages of
growth in real output were developed from calendar
year averages of the quarterly, chain-type, annual-
weighted indexes of real gross national product (GNP)
and real gross domestic product (GDP) published by
the Bureau of Economic Analysis (BEA). The fact that
several real GNP and GDP series were discoed
because of periodic benchmark revisions meant that
they were unsuitable historical series.

For example, during th&976-1985 péod, the
three forecasters published estimates for a measure of
growth in real GNP that were based on 1972 prices, the
measure published by BEA at the time. In late 1985,
however, BEA discontinued tha®72dollar series and
began to publish GNP on a 1968Har basis. As a
result, an official series of values for GNP growth in
1972dollars is not available for the years aft&84;
thus, actual two-year average growth rates are not
available to compare with the forecasts made in early
1984 andl985. From 1986 to 1991, forecasters pub-
lished estimates of growth in real GNP based on 1982
prices. BEA revised the benchmark again in the second
half of 1991; it discomued thel982dollar GNP and
began to publish GNP on a 198@Har basis. Conse-
qguently, the historical annual series fb®82-dollar
GNP is available only through990, and actual two-
year average growth rates are not available for the fore-
casts made in ear§990 and 1991. The forecasters
then published estimates of growth in real GDP on a
1987dollar basis untill995, when BEA made another
switch, late in the year, to a chain-weighted measure of
GDP. Therefore, the historical annual seriesl#87-
dollar GDP ends with the 1994sual value, and actual
two-year average growth rates are not available for the
forecasts made in early 1994 and 1995.

By periodically updating the series to reflect more
recent prices, BEA's benchmark revisions yield a mea-
sure of real output that is more relevant for analyzing
contemporary ma@ments in real growth. But the pro-
cess makes it difficult to evaluate forecasts of real
growth produced over a period of years for series that
are subsequently discimied. The difficulties pre-

3. When the 1992 benchmark was revised, GDP replaced GNP as the
central measure of national output.
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sented by periodic revisions of the data were avoided by
using BEA's currently preferred measure of real GNP
and GDP, the chain-type, annual-weighted irfdex.

CPI Inflation. Two-year averages of inflation in the
consumer price index were calculated from calendar
year averages of monthly data published by the Bureau
of Labor Statistics. Before 1978, the bureau published
only one consumer priégadex series, known today as
the CPI-W (the price index for urban wage earners and
clerical workers). In January 1978, however, it began
to publish a second, broader consumer price index se-
ries, the CPI-U (the price index for all urban consum-
ers). CBO's comparison of forecasts used both series.

Until 1992, the Adrimistration published its fore-
casts for the CPI-W, the measure used to index most of
the federal government's expenditures for emtiént
programs. By contrast, for all but four of its forecasts
since 1979 (the excaphs werel986 though1989),
CBO based its inflation forecast on the CPI-U, a more
widely cited measure of inflation and the one now used
to index federal income tax brackets. Blae Chip
consensus has always published its forecast of the CPI-
U. Although both the CPI-U and CPI-W may be fore-
cast with the same relative ease, and annual fluctuations
in the two series are virtually indistinguishable, they
differ in some years; for that reason, CBO used histori-
cal data for both series to evaluate the alternative fore-
cast records.

Interest Rates Two-year averages of nominal short-

and long-term interest rates were developed from
calendar year averages of monthly data published by
the Board of Governors of the Federal Reserve System.

The forecasts of short-term interest rates were com-
pared using historical values for two measures of the
interest rate on three-month Treasury bills: the new-
issue rate and the secondary-market rate. The Adminis-
tration forecats the new-issue rate, which cormasgs
to the price of three-month bills auctioned by the Trea-
sury Department--that is, it reflects the interest actually
paid on that debt. CBO forecasts theoselary-market
rate, which corresponds to the price of the three-month
bills traded outside the Treasury auctions. Because

4.  For a discussion of the chain-type, annual-weighted index, see Con-
gressional Budget Offic&lhe Economic and Budget Outlook: An
Update(August 1995), pp. 71-73.

such transactions occur continually in markets that in-
volve many more traders than do Treasury auctions, the
secondary-market rate provides an updated evaluation
by the wider financial community of the short-term fed-
eral debt.Blue Chiphas alternated between these two
rates: it published the new-issue rate from 1982 to
1985, switched to the smudary-market rate for the
1986-1991 péod, and then returned to the new-issue
rate in 1992. Clearly, there is no reason to expect the
two rates to differ persistently; indeed, the differences
between their calendar year averages are minuscule.

The various forecats oflong-term interest rates
were likewise compared using historical values for two
measures of long-term rates: the 10-year Treasury note
rate and Moody's Aaa corporate bond rate. A compari-
son of forecasts ignly possible beginning 1984 be-
cause not all of the forecasters published projections of
long-term interest rates before that year. For forecasts
made in early 1984 and 1985, CBO projected the Aaa
corporate bond rate. Beginning with its ealy86
forecast, however, the Congressional Budget Office
switched to the 10-year Treasury note rate. The Ad-
ministration has always published its projection for the
10-year Treasury note rate, bBlue Chiphas pub-
lished the Aaa corporate bond rate.

Separate historical values for real short-term inter-
est rates were calculated using the nominal short-term
interest rate and inflation rate appropriate for each fore-
caster. In each case, the two-year average nominal in-
terest rate was discounted by the two-year average rate
of inflation. The resulting real short-term interest rates
were very similar. Since there is no agreed-upon
method for calculating real long-term interest rates,
they were not included in the evaluation.

Taxable Incomes Through its influence on the projec-
tion for federal government revenues, the forecast for
taxable incomes plays a critical role in determining the
accuracy of the deficit projection. The income measure
examined here--wage and salary distributions plus the
book value of corporate profits--combines the two
sources of income to which tax rqmsi are most sensi-
tive. Because the effective rate of corporate taxation
does not differ very much from the effective rate of
wage taxation (including both social insurance contri-
butions and income taxes) and at the same time exceeds
the effective rate of taxation of other income sources
(such as interest income), it is appropriate to consider
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those two sources together. This measure was chosen
to facilitate comparing CBO's projections with those of
the Administration. Blue Chipdoes not report suffi-
cient detail about incomes to be included in the compar-
ison.

Although the level of taxable incomes is the factor
that most directly affects federal revenue, the substan-
tial revisions that have been made to the historical esti-
mates of those levels would severely distort a retrospec-
tive examination of projected errors in the levels of tax-
able incomes. As a result, the forecasts are presented
here as changes in taxable incomes as a share of total
income; the historical revisionsarcied forward consis-
tently to projections, should nefffect projections of
revenues. Moreover, taxable incomes as a share of to-
tal income is closer to the concept that macroecono-
mists consider when constring their forecats.

Sources of Forecast Data

The evaluation used calendar year foség@nd projec-
tions, which CBO has published early each year since
1976, timed to @incide with the publication of the Ad-
ministration's budget proposals. The Administration's
forecasts were taken from its budget in all but one case:
the forecast made in early 1981 came from the Reagan
Administration's revisions to Preside@arter's last
budget. The corresponding CBO forecast was taken
from CBO'’s published analysis of President Reagan's
budget proposals. That forecahitl not include the
economic effects of the new Adimistration's fiscal pol-

icy proposals.

The average two-year forecasts of Blae Chip
consensus survey were taken from those published in
the same month as CBO's forecasts. Becauddluke
Chip consensus did not begin publishing its two-year
forecasts until the middle df981, the first consensus
forecast available for use in this comparison was pub-
lished in early 1982. Average five-year projeas,
however, are published lBlue Chiponly two or three
times a year. All but one of its five-year projections
used in this evaluation were publishedMiarch; the
1980-1984 projean was published in May.

Since 1985, the @hgressional Budget Office has
regularly included projections of economic profits and

wage and salary disbursementsTime Economic and
Budget Outlook Because book profits more closely
reflect the corporate profits tax base than do economic
profits, forecasts of diok profits were extracted from
CBO's unpublished forecast files. Unpublished CBO
forecasts are used for both profits and wages for the
period from1980 though1984.

Measuring Forecast
Performance

Following earlier studies of economic forets, this
evaluation of CBO's forecasts focused on two aspects
of their performance: statistical bias and accuracy.

Bias

The statistical bias of a forecast is the extent to which
the forecast can be expected to differ from what actu-
ally occurs. CBO's evaluation used thean errorto
measure statistical bias. That statistic--the arithmetic
average of all the forecast errors--is the simplest and
most widely used measure of forecast bias. Because the
mean error is a simple average, however, underesti-
mates and overestimates offset each other in calculating
it. As a result, the mean error imperfectly measures the
quality of a forecast--a small mean errauld result if

all the errors were small or if all the errors were large
but the overestimates and underestimates happened to
balance out.

Accuracy

The accuracy of a forecast is the degree to which fore-
cast values are narrowly dispersedusd actual out-
comes. Measures of accuracy more clearly reflect fore-
cast performance than does the mean error. This evalu-
ation used two measures of accuracy. fiean abso-
lute eror--the average of the forecast errors without
regard to arithmetic sign--indicates the average distance
between forecasts and actual valueheit regard to
whether individual forecasts are overestimatasnoler-
estimates. Theoot mean square errercalculated by
first squaring all the errors, then taking the square root
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of the arithmetic average of the squared errors--also
shows the size of the error without regard to sign, but it
gives greater weight to larger errors.

Measurement Issues

Those three statistics do not exhaust the available sup-
ply of measures of forecast performance. For example,
to test for statistical bias in CBO's forecastsdis by
analysts outside CBO have used measures that are
slightly more elaborate than the mean error. Those
studies have generally concluded, as does this evalua-
tion, that CBO's short-term economic forgsado not
contain a statistically significant bias.

In addition, a number of methods have been devel-
oped to evaluate a forecast's efficiency. Efficiency indi-
cates the extent to which a particular forecast could
have been improved by using additional information
that was at the forecaster's disposal when the forecast
was madé. ThBlue Chipconsensus forecasts repre-
sent a wide variety of economic forecasters and thus
reflect a broader blend of sources and methods than can
be expected from any single forecaster. The use of the
Blue Chipforecasts in this evaluah can therefore be
interpreted as a proxy for an efficient forecast. The fact
that CBO's forecasts are about as accuratBlas
Chip's is a rough indication of their efficiency.

5. Another approach to testing a forecast for bias is based on linear re-
gression analysis of actual and forecast values. For details of that
method, see J. Mincer and V. Zarnowitz, "The Evaluation of Eco-
nomic Forecasts," in Mincer, eEconomic Forecasts and Expecta-
tions (New York: National Bureau of Economic Researt69).

That approach is not used here because of the small sample size. How-
ever, previous studies that have used it to evaluate the short-term fore-
casts of CBO and the Administration have not been able to reject the
hypothesis that those forecasts are unbiased. See, for example, M.T.
Belongia, "Are Eonomic Forecasts by Government Agencies Biased?
Accurate?'Review Federal Reserve Bank of St. Louis, vol. 70, no. 6
(November/December988), pp. 15-23.

6. For studies that have examined the relative efficiency of CBO's fore-
casts, see Belongia, "Are Economic Forecasts by Government Agen-
cies Biased?"; and S.M. Miller, "Forecasting Federal Budget Deficits:
How Reliable Are U.S. Congressional Budget Office Projections?"
Applied Economigsvol. 23 (Decembet991), pp. 1789-1799. Al-
though both of the studies identify series that might have been used to
make CBO's forecasts more accurate, they rely on statistics that as-
sume a larger sample than is available. Moreover, although statistical
tests can identify sources of inefficiency in a forecast after the fact,
they generally do not indicate how such information can be used to
improve forecasts when the forecasts are made.

More elaborate measures, however, are not neces-
sarily reliable indicators when the sample of observa-
tions is small, such as the 19 observations that make up
the sample of CBO's two-year forecasts. Small sam-
ples present three main types of problems for evaluat-
ing forecasts, irading forecats based on the simple
measures presented here. First, small samples reduce
the reliability of statistical s that are based on the
assumption that the underlying population of forecast
errors follows a normal distribution. The more elabo-
rate tests of forecast performance all make such an as-
sumption about the hypothetical ideal forecast with
which the actual forecasts are compared. osecin
small samples, individual forecast errors have a rela-
tively large weight in the calculation of summary mea-
sures. The mean error, for example, can fluctuate in
arithmetic sign when a single observation is added to a
small sample. Third, the small sample means that
CBO's forecast history cannot be used in a statistically
reliable way to indicate either the direction or the size
of future forecasting errors.

Apart from the general caution that should attend
statistical conclusions based on small samples, there are
several other reasons to view this evaluation of CBO's
forecasts with particular caah. First, the procedures
and purposes of CBO's and the Administration's fore-
casts have changed over the past 20 years and may
change again in the future. For example, in the late
1970s, CBO chracterized itdong-term projections as
a goal for the economy, whereas it now considers its
projections to be what will prevail on average if the
economy continues to reflect historical trends. Second,
an institution's forecasting track record may not foretell
its future abilities because of changes in personnel or
methods. Finally, forecast errors increase when the
economy is more volatile. All three forecasters made
exceptionally large errors when forecasting for periods
that included turning points in the business cycle.

CBO's Forecastirg Record

This analysis evaluated the Congressional Budget Of-
fice's forecasts over two-year and five-yeariqus.
The period of most interest for forecasters of the budget
is two years. Because the Administration's and CBO's
winter budget publications focus on the budget projec-
tion for the fiscal year beginning in the following Octo-
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ber, an economic forecast that is accurate not only for
the months leading up to the budget year but also for
the budget year itself will provide the basis for a more

accurate forecast of the deficit. A five-year horizon is

used to examine the accuracy of longer-term projections
of growth in real output.

Short-Term Forecasts

Historically, the Congressional Budget Office’s two-
year forecasts ardightly more accurate than the Ad-
ministration's and suffer from slightly less statistical
bias. In most cases, however, the differences are slight.
Furthermore, CBO's forecasts are about as accurate as
Blue Chips average forecasts.

An accurate forecast of two-year growth in real
output is the most important factor in minimizing errors
when forecasting the deficit for the budget year. Accu-
rate forecasts of nominal output, inftat, and nominal
interest rates are less important for forecasting deficits
now than they were in the late 1970s and early 1980s.
The reason is that given current law and the level of the
national debt, inflation increases both revenues and out-
lays by similar amounts. Revenues increase with infla-
tion because taxes are levied on nominal incomes. Out-
lays increase because various esigknt programs are
indexed to inflabn and because nominal interest rates
tend to increase with inflation, which in turn raises the
cost of servicing the federal debt.

Real Output Growth. For the two-year forecasts
made between 1976 and 1994, CBO hadightty
better record than the Administration in forecasting
growth in real output (see Table A-1). On average,
both CBO's and the Administration's forstsatended

to be overestimates. CBO was closer to the true value
in 11 of the 19 forecasts made between 1976 and 1994,
the Administration was closer in five periods, and the
two forecasters had identical errors in three periods.
CBO's forecasts of real growth made betwEe82 and

Forecast errors tend to be larger when the economy
is more unstable. That tendency can be clearly seen in
the forecasts of real GNP growth by conipgrthe
large errors for 1979 thugh1983--when the emomy
went through its most turbulergéaessionary period of
the postwar era--with the smaller errors recorded for
later years. Similarly, the recent business cycle ac-
counts for the large errors in the forecasts made in 1989
through1991.

CPI Inflation . The records for forecasting the average
annual growth in the consumer price index over a two-
year period were very similar (see Table A-2). Both
CBO and the Administration underestimated future
inflation in their forecats for 1977 though1980, and
both tended to overestimate it in their forecasts for
1981 througl986. The average measures of bias and
accuracy were virtually the same for CBO and the
Administraion. CBO was closer to the true value in
seven of the 19 periods, the Administration was closer
in eight peiods, and the two forecasters had identical
errors in four periods. For th£982-1994 peéod,
CBO's forecasts of inflain were about as accurate as
those of both the Administration aBtue Chip

Nominal Interest Rates For the 1976-1994 forecasts,
CBO's record was about as accurate as the Administra-
tion's for nominal short-term interest rates over a two-
year period (see Table A-3). On average, the Adminis-
tration tended to underestimate nominal short-term in-
terest rates; CBO's mean error was zero over this pe-
riod. CBO was closer to the true value in nine of the 19
periods, as was the Administration, and the two fore-
casters had identical errors in one period. However, for
the 1982-1994 pad, the root mean square error of
CBO's forecasts wadightly above those of the Ad-
ministration andBlue Chip which means that CBO
made a few relatively large errors (such as those in
1982 and 1983).

For the 1984-1994 forecasts lohg-term interest
rates, the Congressional Budget Office did significantly

1994 were, on average, about as accurate as those of better than the Administration (see Table A-4). The

theBlue Chipconsensus.

7. Rules of thumb for estimating the effect on the deficit of changes in
various macroeconomic variables are given in Congressional Budget
Office, The Economic and Budget Outlook: Fiscal Years 1997-2006
(May 1996), pp. 121-124.

Administration tended to underestimate rates and its
mean error was larger than CBO's. In addition, the Ad-
ministration's forecasts had a larger mearokibs error

and root mean square error. CBO was closer to the true
value in seven of the 11 periods, the Administration
was closer in three periods, and the two forecasters had
identical errors in one period.
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The Congressional Budget Office's forsta of

long-term interest rates were about as accurate as those

of theBlue Chipconsensus. Both CBO aBtle Chip
tended to overestimate long-term rates. CBO had a
mean error of 0.2 percentage points compared with 0.3
percentage points f@lue Chip

Real Short-Term Interest Rates For the forecasts
made in 1976 tlmugh 1994, CBO had alight edge
over the Administration in estimating real short-term
interest rates (see Table A-5). Again, the Administra-
tion was mordikely than CBO to underestimate inter-
est rates, and its mean error was greater. The Congres-
sional Budget Office and the Administration recorded
similar mean absolute and root mean square errors.
CBO's forecats were closer to the actual value in 11 of
the 19 periods, the Administration's were closer in
seven, and the two had identical errors in one period.
For forecasts made between 1982 and 1994, CBO's
errors were generally similar in both direction and mag-
nitude to those of thBlue Chipconsensus.

Taxable Incomes One of the largest sources of error

in projections of the deficit derives from projections of
taxable incomes. On average, both CBO and the Ad-
ministration have been too optimistic in their projec-
tions of the major components of taxable incomes; both
agencies have overstated the change in the share of
book profits plus wages in output by about one-half of
a percentage point (see Table A-6).

In general, the degree of overstatement was larger
in the early 1980s than it has beegently. In part,
that overstatement stems from legislat(the Acceler-
ated Cost Recovery System, or ACRS, of thenBmic
Recovery Tax Act of 1981) thatl@aved corporations
to shuffle income away from taxable categories (book
profits) to nontaxable or tafavored categories (capital
consumption). As a result of legislation that could not
have been predicted at the time the early forecasts were
made, the profit share and hence the taxable incomes
share was well below what it would have been in the
absence of legislation.

Even after accounting for theGORS, however, the
errors are sizable. Unfortunately, it seambkely that
this forecast record can be much improved. The errors
in CBO'’s recent two-year projéschs of incomes are
highly correlated with two-year changes in the sta-

Figure A-1.

CBO'’s Errors in Forecastin g Two-Year Chan ges
in Taxable Income Compared with Historical
Two-Year Chan ges in the Statistical Discrepanc y

Percentage Points

— \ CBO's Forecast Error

o

Change in Statistical
Discrep?ncy
1 1 1

1986 1988 1990 1992 1994

1980

-2

1982 1984

SOURCES: Congressional Budget Office; Department of Com-

merce, Bureau of Economic Analysis.
NOTE: CBO's forecast error is the difference between CBO’s fore-
cast of the two-year changes in taxable income as a share of
output and the actual change over two years. The figure
also shows the two-year actual change in the statistical
discrepancy--the difference between the Bureau of Eco-
nomic Analysis’s estimates of incomes and production--as a
share of output.

tistical discrepancy (see Figure A-1). The statistical
discrepancy is the difference between the BEA’s esti-
mates of production and its estimates of incomes, a dif-
ference that is impossible to predict. In principle, in-
come measured as the sum of its uses should equal in-
come measured as the sum of its sources. However,
because different data sources are used to estimate the
uses and sources of income, substantial error creeps
into the calculations, especially on the income side.

Longer-Term Projections

In projecting real GNP growth for the more distant fu-
ture, measured here as five years ahead, the Administra-
tion's errors were larger than CBO's (see Table A-7).
Although this comprative advantage for CBO does not
directly affect the estimates of the deficit for the budget
year, accuracy in the longer term is obviously important
for budgetary planning over several years. Neither the
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Administration nor CBO, however, considers its projec-
tions to be its best guess about thaeryte-year course

of the economy. The Administration's projections each
year are based on the adoption of the President's budget
as submitted, and for most years CBO has considered
its projections to be an indication of the average future
performance of the economy if major historical trends
continue. Neither institution attexts to anticipate cy-
clical fluctuations in the projection period.

CBO's projections of longer-term growth in real
GNP were closer than the Administration's to the actual
value in 14 of the 16 periods. The Administration's
projections showed an upward bias of 1.3 percentage
points compared with an upward bias of 0.9 percentage
point for CBO. Those biases occurred largely because

the projections made in early 1976abgh1979, which
CBO and the Administration presented as target rates
of growth, did not incorporate theaessions 01980

and 1982. Though the subsequent years of expansion
until the most recent recéss, the upward bias was
much smaller for the Administration's projections and
even smaller for CBO's.

The size of the root mean square errors for the en-
tire period for CBO and, to a lesser extent, for the Ad-
ministration also resulted largely from errors in projec-
tions made during the first four years. CBO had a defi-
nite edge in the projections made in Janub®B0
through1982 and a lesser edge in later years. Again,
CBO's projections were about as accurate as those of
theBlue Chipconsensus over the comparablequkr
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Table A-1.
Comparison of CBO, Administration, and Blue Chip Forecasts of Two-Year Avera ge
Growth Rates for Real Output (B y calendar year, errors in percenta ge points)

Actual
Chain-Type
Annual-
1972 1982 1987 W eighted CBO Administration Blue Chip
Dollars Dollars Dollars Index Forecast Error Forecast Error  Forecast Error
GNP
1976-1977 6.7 4.8 4.8 5.3 6.2 0.9 5.9 0.7 a a
1977-1978 5.2 5.0 4.7 49 5.5 0.6 5.1 0.2 a a
1978-1979 39 3.9 3.8 4.1 4.7 0.7 4.7 0.7 a a
1979-1980 13 11 11 15 2.7 13 2.9 14 a a
1980-1981 11 0.9 0.5 1.0 0.5 -0.5 0.5 -0.5 a a
1981-1982 0.2 -0.3 -0.4 0 2.1 2.2 2.6 2.7 a a
1982-1983 0.7 0.5 0.7 0.8 2.1 1.3 2.7 1.9 2.0 1.2
1983-1984 5.2 5.2 49 5.3 3.4 -1.9 2.6 -2.7 35 -1.8
1984-1985 b 5.1 4.4 5.1 4.7 -0.3 4.7 -0.4 4.3 -0.8
1985-1986 b 3.0 2.8 3.1 3.3 0.2 3.9 0.8 3.2 0.1
1986-1987 b 3.1 2.9 2.8 3.1 0.3 3.7 0.9 3.0 0.2
1987-1988 b 3.9 35 3.3 2.9 -0.4 3.3 0 2.8 -0.5
1988-1989 b 35 3.3 3.6 2.4 -1.1 3.0 -0.6 2.1 -1.4
1989-1990 b 1.7 2.0 2.4 25 0.1 3.2 0.8 2.2 -0.2
1990-1991 b c 0.3 0.2 2.0 1.9 2.8 2.6 1.9 1.8
1991-1992 b c 0.7 0.8 1.6 0.9 14 0.6 1.2 0.4
GDP*
1992-1993 b c 2.7 25 2.6 0.1 2.2 -0.2 2.3 -0.1
1993-1994 b c 3.6 2.9 2.9 0 2.9 0 3.0 0.2
1994-1995 b c e 2.7 2.8 0.1 2.9 0.2 2.8 0.1
Statistics for
1976-1994
Mean error * * * * * 0.3 * 0.5 * *
Mean absolute
error * * * * * 0.8 * 0.9 * *
Root mean
square error * * * * * 1.0 * 1.3 * *
Statistics for
1982-1994
Mean error * * * * * 0.1 * 0.3 * -0.1
Mean absolute
error * * * * * 0.7 * 0.9 * 0.7
Root mean
square error * * * * * 0.9 * 1.3 * 0.9

SOURCES: Congressional Budget Office; Office of Management and Budget; Eggert Economic Enterprises, Inc., Blue Chip Economic Indicators;
Department of Commerce, Bureau of Economic Analysis.

NOTES: Actual values are the two-year growth rates for real gross national product (GNP) and gross domestic product (GDP) last reported by the
Bureau of Economic Analysis, not the first reported values. Forecast values are for the average annual growth of real GNP or GDP over the
two-year period. The forecasts were issued in the first quarter of the initial year of the period or in December of the preceding year. Errors
are forecast values minus actual values; thus, a positive error is an overestimate. The chain-type, annual-weighted index of actual GNP or
GDP was used in calculating the errors.

* = not applicable.
Two-year forecasts for the Blue Chip consensus were not available until 1982.
Data for 1972-dollar GNP and GDP are available only through the third quarter of 1985.
Data for 1982-dollar GNP and GDP are available only through the third quarter of 1991.

With the 1992 benchmark revision, GDP replaced GNP as the central measure of national output.

® 2 0 T p

Data for 1987-dollar GNP and GDP are available only through the second and third quarters, respectively, of 1995.
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Table A-2.
Comparison of CBO, Administration, and Blue Chip Forecasts of Two-Year Avera ge
Inflation Rates in the Consumer Price Index (B y calendar year, errors in percenta ge points)

Actual CBO Administration Blue Chip
CPI-U CPI-W Forecast Error Forecast Error Forecast Error
1976-1977 6.1 6.1 7.1 1.0 6.1 0 a a
1977-1978 7.0 7.0 49 2.1 5.2 -1.8 a a
1978-1979 9.4 9.5 5.8 -3.7 6.0 -3.5 a a
1979-1980 12.4 12.5 8.1 -4.3 7.4 -5.0 a a
1980-1981 11.9 11.9 10.1 -1.8 10.5 -1.4 a a
1981-1982 8.2 8.1 10.4 2.1 9.7 1.6 a a
1982-1983 4.6 4.5 7.2 2.6 6.6 2.1 7.2 2.6
1983-1984 3.8 3.3 4.7 1.0 4.7 15 49 11
1984-1985 3.9 35 49 1.0 4.5 1.0 5.2 1.3
1985-1986 2.7 25 4.1 14 4.2 1.7 4.3 1.6
1986-1987 2.8 2.6 3.8 1.2 3.8 1.2 3.8 1.0
1987-1988 3.9 3.8 3.9 0.1 3.3 -0.5 3.6 -0.2
1988-1989 4.4 4.4 4.7 0.3 4.2 -0.2 4.3 -0.1
1989-1990 5.1 5.0 49 -0.1 3.7 -1.3 4.7 -0.4
1990-1991 4.8 4.6 4.1 -0.7 3.9 -0.7 4.1 -0.7
1991-1992 3.6 35 4.2 0.6 4.6 11 4.4 0.8
1992-1993 3.0 2.9 3.4 0.5 3.1 0.2 35 0.5
1993-1994 2.8 2.7 2.8 0.1 2.8 0.1 3.3 0.6
1994-1995 2.7 2.7 2.8 0.1 3.0 0.3 3.0 0.3
Statistics for
1976-1994
Mean error * * * 0 * -0.2 * *
Mean absolute
error * * * 1.3 * 1.3 * *
Root mean
square error * * * 1.7 * 1.8 * *
Statistics for
1982-1994
Mean error * * * 0.6 * 0.5 * 0.6
Mean absolute
error * * * 0.7 * 0.9 * 0.9
Root mean
square error * * * 1.0 * 11 * 11

SOURCES: Congressional Budget Office; Office of Management and Budget; Eggert Economic Enterprises, Inc., Blue Chip Economic Indicators;
Department of Labor, Bureau of Labor Statistics.

NOTES: Values are for the average annual growth of the consumer price index (CPI) over the two-year period. Before 1978, the Bureau of Labor
Statistics published only one consumer price index series, now known as the CPI-W (the price index for urban wage earners and clerical
workers). In January 1978, however, the bureau began to publish a second, broader consumer price index series, the CPI-U (the price index
for all urban consumers). For most years since 1979, CBO forecast the CPI-U; from 1986 through 1989, CBO forecast the CPI-W. The
Administration forecast the CPI-W until 1992, when it switched to the CPI-U. Blue Chip forecast the CPI-U for the entire period. The
forecasts were issued in the first quarter of the initial year of the period or in December of the preceding year. Errors are forecast values
minus actual values; thus, a positive error is an overestimate.

* = not applicable.

a. Two-year forecasts for the Blue Chip consensus were not available until 1982.
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Table A-3.
Comparison of CBO, Administration, and Blue Chip Forecasts of Two-Year Avera ge
Interest Rates on Three-Month Treasur vy Bills (B y calendar year, errors in percenta ge points)

Actual
New Secondary CBO Administration Blue Chip
Issue Market Forecast Error Forecast Error Forecast Error
1976-1977 5.1 5.1 6.2 11 5.5 0.4 a a
1977-1978 6.2 6.2 6.4 0.2 4.4 -1.8 a a
1978-1979 8.6 8.6 6.0 -2.6 6.1 -2.5 a a
1979-1980 10.8 10.7 8.3 -2.4 8.2 -2.6 a a
1980-1981 12.8 12.7 9.5 -3.2 9.7 -3.1 a a
1981-1982 12.4 12.3 13.2 0.9 10.0 -2.4 a a
1982-1983 9.7 9.6 12.6 3.0 11.1 14 11.3 1.6
1983-1984 9.1 9.1 7.1 -2.0 7.9 -1.1 7.9 -1.2
1984-1985 8.5 8.5 8.7 0.3 8.1 -0.4 9.1 0.5
1985-1986 6.7 6.7 8.5 1.8 8.0 1.3 8.5 1.8
1986-1987 5.9 5.9 6.7 0.9 6.9 1.0 7.1 1.2
1987-1988 6.2 6.2 5.6 -0.6 5.5 -0.7 57 -0.5
1988-1989 7.4 7.4 6.4 -0.9 5.2 -2.1 6.1 -1.2
1989-1990 7.8 7.8 7.5 -0.3 5.9 -1.9 7.5 -0.3
1990-1991 6.5 6.4 7.0 0.6 6.0 -0.4 7.1 0.7
1991-1992 4.4 4.4 6.8 2.4 6.2 1.8 6.4 2.0
1992-1993 3.2 3.2 4.7 15 4.5 13 4.6 14
1993-1994 3.6 3.6 3.4 -0.2 3.4 -0.2 3.8 0.2
1994-1995 49 49 3.9 -1.0 3.6 -1.3 3.6 -1.3
Statistics for
1976-1994
Mean error * * * 0 * -0.7 * *
Mean absolute
error * * * 1.4 * 1.5 * *
Root mean
square error * * * 1.7 * 1.7 * *
Statistics for
1982-1994
Mean error * * * 0.4 * -0.1 * 0.4
Mean absolute
error * * * 1.2 * 1.2 * 1.1
Root mean
square error * * * 15 * 1.3 * 1.2

SOURCES: Congressional Budget Office; Office of Management and Budget; Eggert Economic Enterprises, Inc., Blue Chip Economic Indicators;
Federal Reserve Board.

NOTES: Values are for the geometric averages of the three-month Treasury bill rates for the two-year period. The actual values are published by the
Federal Reserve Board as the rate on new issues (reported on a bank-discount basis) and the secondary-market rate. CBO forecast the
secondary-market rate; the Administration forecast the new-issue rate. Blue Chip alternated between the two rates, forecasting the new-
issue rate from 1982 to 1985, the secondary-market rate from 1986 to 1991, and the new-issue rate again beginning in 1992. The forecasts
were issued in the first quarter of the initial year of the period or in December of the preceding year. Errors are forecast values minus actual
values; thus, a positive error is an overestimate.

* = not applicable.

a. Two-year forecasts for the Blue Chip consensus were not available until 1982.
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Table A-4.
Comparison of CBO, Administration, and Blue Chip Forecasts of Two-Year Avera ge
Long-Term Interest Rates (B y calendar year, errors in percenta ge points)

Actual
10-Year Corporate CBO Administration Blue Chip
Note Aaa Bond Forecast Error Forecast Error Forecast Error
1984-1985 11.5 12.0 11.9 -0.1 9.7 -1.8 12.2 0.2
1985-1986 9.1 10.2 11.5 13 10.6 15 11.8 1.7
1986-1987 8.0 9.2 8.9 0.9 8.7 0.7 9.9 0.8
1987-1988 8.6 9.5 7.2 -1.4 6.6 -2.0 8.7 -0.8
1988-1989 8.7 9.5 9.4 0.7 7.7 -1.0 9.8 0.3
1989-1990 8.5 9.3 9.1 0.6 7.7 -0.8 9.5 0.3
1990-1991 8.2 9.0 7.7 -0.5 7.2 -1.0 8.7 -0.3
1991-1992 7.4 8.5 7.8 0.4 7.3 -0.1 8.7 0.3
1992-1993 6.4 7.7 7.1 0.7 6.9 0.5 8.4 0.7
1993-1994 6.5 7.6 6.6 0.2 6.6 0.2 8.2 0.6
1994-1995 6.8 7.8 5.9 -0.9 5.8 -1.0 7.1 -0.7
Statistics for
1984-1994
Mean error * * * 0.2 * -0.4 * 0.3
Mean absolute
error * * * 0.7 * 0.9 * 0.6
Root mean
square error * * * 0.8 * 11 * 0.7

SOURCES: Congressional Budget Office; Office of Management and Budget; Eggert Economic Enterprises, Inc., Blue Chip Economic Indicators;
Federal Reserve Board.

NOTES: Actual values are for the geometric averages of the 10-year Treasury note rates or Moody's corporate Aaa bond rates for the two-year
period as reported by the Federal Reserve Board. CBO forecast the 10-year Treasury note rate in all years except 1984 and 1985. The
Administration forecast the 10-year note rate, but Blue Chip forecast the corporate Aaa bond rate. Data are only available beginning in 1984
since not all of the forecasters published long-term rate projections before then. The forecasts were issued in the first quarter of the initial
year of the period or in December of the preceding year. Errors are forecast values minus actual values; thus, a positive error is an
overestimate.

* = not applicable.
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Table A-5.
Comparison of CBO, Administration, and Blue Chip Forecasts of Two-Year Avera ge Real Interest
Rates on Three-Month Treasur y Bills (B y calendar year, errors in percenta ge points)

Actual
New Secondary
Issue Market CBO Administration Blue Chip
CPI-U CPI-W CPI-U CPI-W Forecast Error Forecast Error Forecast Error
1976-1977 -0.9 -0.9 -0.9 -0.9 -0.8 0.1 -0.6 0.3 a a
1977-1978 -0.8 -0.7 -0.8 -0.7 15 2.2 -0.8 -0.1 a a
1978-1979 -0.7 -0.8 -0.7 -0.8 0.2 1.0 0.1 0.9 a a
1979-1980 -1.4 -1.5 -1.4 -1.5 0.2 1.7 0.7 2.2 a a
1980-1981 0.8 0.9 0.7 0.8 -0.5 -1.2 -0.7 -1.6 a a
1981-1982 3.8 4.0 3.7 3.9 2.6 -1.2 0.3 -3.7 a a
1982-1983 4.8 49 4.7 49 5.0 0.3 4.2 -0.8 3.8 -1.0
1983-1984 5.1 5.7 5.1 5.6 2.2 -2.9 3.1 -2.6 2.9 -2.3
1984-1985 4.4 49 4.4 4.8 3.6 -0.8 3.4 -1.4 3.6 -0.8
1985-1986 3.9 4.1 3.9 4.1 4.2 0.3 3.6 -0.4 4.0 0.1
1986-1987 3.0 3.2 3.0 3.2 2.8 -0.4 3.0 -0.3 3.2 0.2
1987-1988 2.3 2.4 2.3 2.3 1.7 -0.6 2.1 -0.2 2.0 -0.3
1988-1989 2.8 2.9 2.8 2.9 1.7 -1.2 1.0 -1.9 1.8 -1.1
1989-1990 2.6 2.6 2.6 2.6 25 -0.2 2.1 -0.6 2.7 0.2
1990-1991 1.6 1.7 15 1.7 2.8 1.2 2.0 0.3 2.9 1.3
1991-1992 0.8 0.9 0.7 0.9 25 1.8 15 0.6 1.9 1.2
1992-1993 0.2 0.4 0.2 0.3 13 1.0 1.3 11 11 0.8
1993-1994 0.8 0.9 0.8 0.9 0.5 -0.3 0.6 -0.3 0.5 -0.4
1994-1995 2.1 2.2 2.1 2.1 1.0 -1.1 0.6 -15 0.5 -1.6
Statistics for
1976-1994
Mean error * * * * * 0 * -0.5 * *
Mean absolute
error * * * * * 1.0 * 1.1 * *
Root mean
square error * * * * * 12 * 14 * *
Statistics for
1982-1994
Mean error * * * * * -0.2 * -0.6 * -0.3
Mean absolute
error * * * * * 0.9 * 0.9 * 0.9
Root mean
square error * * * * * 1.2 * 1.2 * 11

SOURCES: Congressional Budget Office; Office of Management and Budget; Eggert Economic Enterprises, Inc., Blue Chip Economic Indicators;
Department of Labor, Bureau of Labor Statistics; Federal Reserve Board.

NOTES: Values are for the appropriate three-month Treasury bill rate discounted by the respective forecast for inflation as measured by the change
in the consumer price index. The forecasts were issued in the first quarter of the initial year of the period or in December of the preceding
year. Errors are forecast values minus actual values; thus, a positive error is an overestimate.

CPI-U = consumer price index for all urban consumers; CPI-W = consumer price index for urban wage earners and clerical workers; * = not
applicable.

a. Two-year forecasts for the Blue Chip consensus were not available until 1982.
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Table A-6.
Comparison of CBO and Administration Pro  jections of the Two-Year Chan ge in Wage and Salary
Distributions Plus Book Profits as a Share of Output (B y calendar year, errors in percenta ge points)

CBO Administration
Actual Forecast Error Forecast Error

1980-1981 -3.1 -0.6 25 -1.3 1.8
1981-1982 -3.3 -2.6 0.7 -1.2 2.1
1982-1983 -1.9 -1.8 0.2 -1.7 0.3
1983-1984 -0.7 0 0.7 -1.0 -0.3
1984-1985 -0.5 -0.2 0.3 -0.2 0.4
1985-1986 -0.6 -0.6 0 -0.8 -0.2
1986-1987 1.6 1.0 -0.6 0.8 -0.8
1987-1988 2.7 0.9 -1.8 14 -1.3
1988-1989 -0.6 0.6 1.2 0.4 0.9
1989-1990 -1.2 0.4 1.6 0.7 1.9
1990-1991 -0.1 0.7 0.7 14 15
1991-1992 0 0.1 0.1 -0.1 0
1992-1993 0.1 1.0 0.9 14 1.2
1993-1994 0.1 0.5 0.5 0.5 0.5
1994-1995 1.3 0.2 -1.1 0.4 -0.9
Statistics for
1980-1994

Mean error * * 0.4 * 0.5

Mean absolute

error * * 0.9 * 0.9
Root mean
square error * * 11 * 11

SOURCES: Congressional Budget Office; Office of Management and Budget; Department of Commerce, Bureau of Economic Analysis.

NOTES: The forecasts were issued in the first quarter of the initial year of the period or in December of the preceding year. Errors are forecast values
minus actual values; thus, a positive error is an overestimate. For the forecasts made between 1980 and 1991, gross national product was
used in calculating the shares; for the forecasts made in 1992 and later, gross domestic product was used.

* = not applicable.




APPENDIX A EVALUATING CBO’S RECORD OF ECONOMIC FORECASTS 31

Table A-7.
Comparison of CBO and Administration Pro  jections of Five-Year Avera ge Growth
Rates for Real GNP (B y calendar year, errors in percenta ge points)

Actual
Chain-Type
Annual-
1972 1982 1987 W eighted CBO Administration Blue Chip
Dollars Dollars Dollars Index Forecast Error Forecast Error  Forecast Error
1976-1980 4.2 3.4 3.3 3.7 5.7 2.0 6.2 25 a a
1977-1981 3.1 2.8 2.6 3.0 5.3 2.3 5.1 2.1 a a
1978-1982 1.6 14 1.2 1.6 4.8 3.2 4.8 3.2 a a
1979-1983 13 1.0 11 14 3.8 2.4 3.8 25 3.1 1.7
1980-1984 2.1 1.9 1.7 2.0 2.4 0.4 3.0 1.0 25 0.5
1981-1985 b 2.6 2.4 2.8 2.8 0 3.8 1.0 3.0 0.2
1982-1986 b 2.7 2.6 2.9 3.0 0.1 3.9 1.0 2.7 -0.1
1983-1987 b 4.0 3.7 3.9 3.6 -0.3 35 -0.5 3.5 -0.5
1984-1988 b 4.1 3.7 3.9 4.0 0.1 4.3 0.4 3.5 -0.4
1985-1989 b 3.3 3.1 3.3 3.4 0.1 4.0 0.7 3.4 0.1
1986-1990 b 2.8 2.7 2.8 3.3 0.5 3.8 0.9 3.1 0.3
1987-1991 b c 2.0 2.1 2.9 0.9 35 14 2.7 0.6
1988-1992 b c 1.9 2.0 2.6 0.5 3.2 1.2 25 0.5
1989-1993 b c 1.7 1.7 2.3 0.6 3.2 15 2.6 0.8
1990-1994 b c 1.9 1.7 2.3 0.6 3.0 13 2.4 0.7
1991-1995 b c d 1.8 2.3 0.5 25 0.7 2.4 0.6
Statistics for
1976-1991
Mean error * * * * * 0.9 * 1.3 * *
Mean absolute
error * * * * * 0.9 * 1.4 * *
Root mean
square error * * * * * 1.3 * 1.6 * *
Statistics for
1979-1991
Mean error * * * * * 0.5 * 1.0 * 0.4
Mean absolute
error * * * * * 0.5 * 11 * 0.5
Root mean
square error * * * * * 0.8 * 1.2 * 0.7

SOURCES: Congressional Budget Office; Office of Management and Budget; Eggert Economic Enterprises, Inc., Blue Chip Economic Indicators;
Department of Commerce, Bureau of Economic Analysis.

NOTES: Actual values are for the five-year growth rates for real gross national product (GNP) last reported by the Bureau of Economic Analysis, not
the first reported values. Projected values are for the average growth of real GNP over the five-year period. The majority of the projections
were issued in the first quarter of the initial year of the period or in December of the preceding year. Errors are projected values minus
actual values; thus, a positive error is an overestimate. The chain-type, annual-weighted index of actual GNP was used in calculating the
errors.

* = not applicable.

Five-year forecasts for the Blue Chip consensus were not available until 1979.

T o

Data for 1972-dollar GNP are available only through the third quarter of 1985.

o

Data for 1982-dollar GNP are available only through the third quarter of 1991.
d. Data for 1987-dollar GNP are available only through the second quarter of 1995.







Appendix B

Sequestration Update Report
for Fiscal Year 1997

nder current law, sequestration--the cancella-
l | tion of budgetary resources--serves as the

means to control disciehary appropriations
and legislative changes in direct (that is, mandatory)
spending and reqais! The ©ngress and the President
can avoid sequestration by keeping discretionary appro-
priations within established statutory limits and by
making sure that the cumulative effect of legislation
dealing with direct spending oecgepts is deficit neu-
tral in the current year and the budget year combined.

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

0 The current limits on discretionary spending 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 sequestration.

1. 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 aefiorent 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 that
fiscal year, estimated total outlays, and the amount of
any required discretionary sequestration.

This update report to the Congress and the Office
of Management and Wgiget (OMB) provides the re-
quired information.

Discretionary Seguestration
Report

The Budget Enfcement Act (BEA) established discre-
tionary spending limits for fiscal yeal®91 though
1995 and provided for across-the-board cuts--known as
sequestration--should annual appropriations breach the
limits. The BEA also included specific instructions for
adjusting those spending caps. The Omnibus Budget
Reconciliation Act 0f1993 (OBRA-93) set limits on
total discretionary budget authority and outlays for fis-
cal years 1996 tbugh1998 and extended the existing
enforcement procedures, inding adjustments to the
caps, for that period. Spending from the Violent Crime
Reduction Trust Fund (VCRTF) was excluded from the
caps by the Violent Crime Control and Law Enforce-
ment Act of 1994, which created the trust fund. The act
established separate limitsahigh1998 on lidget au-
thority and outlays for the VCRTF and lowered the dis-
cretionary caps each year by that amount.
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CBO's current estimates of the limits on general- OMB's preview report. Second, it increased the limits
purpose (non-VCRTF) discretionary spending (shown to account foremergencydnds made available since
in Table 1) differ from those in its sequestration pre- OMB issued its preview report. The limits on VCRTF
view report published in March, for two reasons. First, budget authority and outlays are not subject to any ad-
CBO revised the limits to reflect differences between justment, so the amounts shown in Table 1 are the same
the spending limits in its preview report and those in  as those CBO presented in March.

Table B-1.
CBO’s Estimates of Discretionary Spending Limits for Fiscal Years 1996 Through 1998 (In m illions of dollars)
1996 1997 1998
Budget Budget Budget
Authority Outlays Authority Outlays Authority Outlays
General-Purpose Spending Limits in
CBO's March 1996 Preview Report 520,730 549,284 525,145 544,822 528,303 543,308
Adjustments
Differences from OMB's March
1996 preview report
Changes in budgetary concepts
and definitions
Reclassification of discretionary
spending to mandatory spending 0 0 0 62 0 126
Changes to mandatory programs
made in appropriation measures® _0 _0 161 375 33 _ 4
Subtotal 0 0 161 437 33 130
Inflation 0 0 0 520 312
Releases of contingent emergency
spending _0 _5 _0 _5 _0 _0
Total Differences from OMB’s
March 1996 Preview Report 0 5 161 432 554 442
Emergency 1996 appropriations enacted
since OMB's preview report 941 717 0 962 0 -206
Contingent emergency appropriations
designated since OMB's preview report 521 382 0 87 0 30
Continuing disability reviews 15 60 0 0 0 0
Total Adjustments 1,476 1,164 161 1,482 554 266
General-Purpose Spending Limits
as of August 15, 1996 522,206 550,448 525,306 546,304 528,857 543,574
Violent Crime Reduction Trust
Fund Spending Limits 4,287 2,334 5,000 3,936 5,500 4,904
Total Discretionary Spending Limits 526,493 552,782 530,306 550,240 534,357 548,478

SOURCE: Congressional Budget Office.
NOTE: OMB = Office of Management and Budget.
a.  Includes changes that resulted from sign errors in CBO’s preview report.
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Differences Between the Limits in
CBO's and OMB's Preview Reports

The Budget Enfarement Act requires both CBO and
OMB to calculate changes to the limits on discretionary
spending that result from such factors as changes in
budgetary conges or new projeains of inflation.
However, OMB's estimates of the limits are the ones
that determine whether enacted appropriations fall
within the caps or whether a sequestration is required to
eliminate a breach of them. CBO's estimates are
merely advisory. In acknowledgment of OMB's statu-
tory role, when CBO calculates changes in the spending
limits for a sequestration report, it first asljsi for the
differences between the limits in its most recent report
and those in OMB's most recent report. In effect, CBO
uses OMB's estimates as the starting point for the ad-
justments that it is required to make in the new report.

The numbers in the CBO and OMB March preview
reports differed because of differing estimates of re-
quired adjustments to the spending caps. The largest
discrepancy occurred in the category of adjustments
that result from changes in budgetary cgrise@nd def-
initions (see Table 1). CBO's estimate of that required
adjustment in discretionary budget authority was lower
than OMB's by $161 ittion for 1997 and $33 iiion
for 1998. The resutig outlay adjustment was lower
by $437 nillion for 1997 and $130 iition for 1998.
Some of the difference in outlays ($62lion for 1997
and $126 riflion for 1998) was caused by CBO's lower
estimates of spending from the Department of Trans-
portation's federal-aid highways account, which is clas-
sified as mandatory beginningi®97. The rest of the
difference in outlays and all of the difference in budget
authority occurred because the two agencies have dif-
ferent estimates of the effects of changes to mandatory
programs made in appropriation acts. Correcting for
sign errors that appeared in CBO's preview report for
that category of adjustment, CBO's estimates of re-
quired increases to the budget authority caps were
lower than OMB's by $73 itiion for 1997 and $139
million for 1998. CBO's outlaydjustment was lower
than OMB's by $47 ition for 1997 and $30 iiion
for 1998. Most of that estiniag difference occurred
in the wetlands and conservation reserve programs. In
those programs, CBO expects smaller savings than
OMB from acreage limitations contained in th@96
agriculture appropriation bill.

Both CBO and OMB expect the rate of inflation
(as measured by the implicit gross domestic product
deflator) to be 2.7 percent in 1997. Therefore, the
agencies agree on the size of the adjustment to the bud-
get authority cap required to reflect changes in inflation
estimates for 1997. They also agree on the outlay ad-
justment because they assumed the same rate of spend-
ing of appropriations. Fdr998, however, CBO's esti-
mate of inflation is lower than OMB's. As a result,
CBO reduced its budget authority cap 898 by
$520 nillion more than OMB did and the outlay limit
by $312 nillion more than OMB.

The final difference between the estimates in the
two preview reports occurred in adjustments for the
release of contingemmergency approprians. CBO
increased the 1997 outlay cap by $fliom more than
OMB as a result of different estimated spending rates.

Emergency Funding Made Available
Since OMB's Preview Report

As required by the Budget Enfmment Act, CBO has
also adjusted the discretionary spending limits to reflect
emergency appropriahs enacted since OMB's pre-
view report. Between March addigust, the Congress
enacted emergency appropigats and rescissions of
emergency appropriations totaling a ne$®4 1 nillion

in 1996 ludget authority (see Table 1). The availabil-
ity of a portion of those appropriations is contingent on
their release by the President as emergency require-
ments. CBO includes the appropriations in its cap ad-
justment because no further action by the Congress is
needed to make them available. Outlays from those
emergency approprians require increases &717
million and $962 ntlion in the outlay limits for1996

and 1997, respectively, and a decrease of $2li6m

in the limit for 1998.

In addition, CBO has adjusted the limits on discre-
tionary spending for contingeemmergency appropria-
tions that the President released since the publication of
OMB's preview report. That adjustment is necessary
because CBO starts with the limits in OMB's previous
report, and those limits (unlike CBO's) include adjust-
ments only for such appropriations that have already
been released by the President. Since OMB published
its March report, the President has released $521 mil-
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lion in 1996 conhgent emergency approprians,
which will increase outlays b$382 nillion in 1996,

$87 milion in 1997, and $30 ition in 1998 (see
Table 1). Most of those appropriations are for spend-
ing that is related to severe weather and other natural
disasters.

Additional Funding for Continuing
Disability Reviews in the
Social Security Program

The Contract With America Advaement Act 0fL996
added a new cap adjustment for a portion of the Social
Security Administration's discretionary spending that is
used to verify the continued eligibility of beneficiaries
under the Suppmental Security Income or Diglity
Insurance programs. The spending limits are adjusted
only if annual appropri&ns are made for those contin-
uing disality reviews, and only to the extent that the
appropriations eceed$100 nillion in new budget au-
thority and $200 iflion in outlays. The adjustment is
the amount by which new budget authority and outlays
exceed those amounts, subject to maximum adjust-
ments set in statute. For 1996, the maximum applies.
The increases of $15iliion in the limit on budget au-
thority and $60 rflion in the limit on outlays are re-
flected in the caps shown in Table 1.

Comparing Discretionary Spending
Limits with the Congressional Budget
Resolution

The total discretionary spending limits shown in
Table 1 are significantly higher than the levels permit-
ted by the Congressl®97 ludget resolution. For fis-
cal year 1997, the statutory skng limits are almost
$33 Hhllion higher in budget authority ariL2 bllion
higher in outlays than the levels anticipated by the bud-
get resolution. For fiscal yed998, the caps ered

the amounts in the budget resolution by al®slit bil-

lion in budget authority an$i22 hllion in outlays.

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 governmentatepts enacted
since the Budget Enfoement Act increase the com-
bined current and budget year deficits. In that case,
nonexempt mandatory programs are cut tigugh 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 legislation thaaffects direct spending or
receipts. As with the disciehary spending limits,
however, OMB's estimates determine whether a seques-
tration is required. CBO has therefore adopted the esti-
mates of changes in the deficit contained in OMB's se-
guestration preview report as the starting point for this
report.

OMB's March preview report estimated that
changes in direct spending anetepts enacted be-
tween the time of the Budget Enfement Act and
March 1 increased the combing€96 and 1997 defi-
cits by $2,417 nllion. That estimate excludes changes
in the deficit for 1996 tlough1998 resulhg from leg-
islation enacted before OBRA-93 (the pay-as-you-go
procedures did not apply to those years until OBRA-93
was enacted) and the deficit reduction contained in
OBRA-93 itself (as required by law).

CBO's estimate of changes from legislation enacted
since OMB's March report, when added to theants
in that report, yields an increase in the combined 1996
and 1997 deficits of $847 nillion (see Table 2). That
figure includes the effect on the current year and budget
year of all legislation that the Congress completed ac-
tion on before its Augusecess--including wkdre re-
form. Although CBO estimates that the legislation re-
vamping the welfare systemillsignificantly reduce
the deficit in future years, the near-term effect is insuf-
ficient to offset the effects of other legislation.
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Table B-2.

Budgetary Effects of Direct Spending or Receipt Legislation

Enacted Since the Budget Enforcement Act (By fiscal year, in m illions of dollars)

Legislation 1996 1997 1998
Total for OMB's March 1996 Preview Report® 1,028 1,389 2,371

Legislation Enacted Since OMB's Preview Report
Tax benefits for members of the armed forces

performing peacekeeping functions (P.L. 104-117)° 38 45 0
Contract With America Advancement Act (P.L. 104-121)° -6 -341 -491
Federal Agriculture Improvement and Reform Act (P.L. 104-127) 3,175 1,476 -691
Antiterrorism and Effective Death Penalty Act (P.L. 104-132)° -2 -3 -1
Omnibus Consolidated Rescissions and Appropriations Act (P.L. 104-134)° 0 -4 -6
Relief of Benchmark Rail Group, Inc. (Private Law 104-1) 1 0 0
Taxpayer Bill of Rights Il (P.L. 104-168)° 30 15 -7
Federal Oil and Gas Royalty Simplification and Fairness Act of 1996 (H.R. 1975)° 0 -1 -1
Health Insurance Portability and Accountability Act of 1996 (H.R. 3103)° -52 -275 79
Small Business Job Protection Act of 1996 (H.R. 3448)° -92 -579 279
Personal Responsibility and Work Opportunity Act of 1996 (H.R. 3734)° 0 -2,994 -8,386
Separation Incentive Payments for the Agency for

International Development (H.R. 3870) 0 -1 0

Change in the Deficit Since the Budget Enforcement Act 4,120 -1,273 -6,854

SOURCE: Congressional Budget Office.
NOTES: OMB = Office of Management and Budget; P.L. = public law.

The following bills affected direct spending but did not increase or decrease the deficit by as much as $500,000 in any year through 1998:
the National Technology Transfer and Advancement Act (P.L. 104-113); the Cuban Liberty and Democratic Solidarity Act (P.L. 104-114);
Greens Creek Land Exchange Act (P.L. 104-123); Federal Tea Tasters Repeal Act (P.L. 104-128); Mercury-Containing and Rechargeable
Battery Management Act (P.L. 104-142); Trinity River Fish and Wildlife Management Reauthorization Act (P.L. 104-143); Amagansette
National Wildlife Refuge Property Act (P.L. 104-148); Anticounterfeiting Consumer Protection Act (P.L. 104-153); Church Arson Prevention
Act (P.L. 104-155); an act to exchange lands in Gilpin County, Colorado (P.L. 104-158); an act to extend most-favored-nation treatment to
products from Bulgaria (P.L. 104-162); National Children's Island Act of 1995 (P.L. 104-163); an act to amend the Foreign Assistance Act
of 1961 and the Arms Export Control Act (P.L. 104-164); an act to convey lands in Rolla, Missouri (P.L. 104-165); Relief of Nathan C.
Vance (Private Law 104-2); Food Quality Protection Act of 1996 (P.L. 104-170); an act to extend most-favored-nation treatment to products
from Romania (P.L. 104-171); an act to authorize minors to load materials into certain balers and compactors (P.L. 104-174); an act to
repeal certain provisions relating to Federal employees contracting or trading with Indians (P.L. 104-178); Office of Government Ethics
Authorization Act of 1996 (P.L. 104-179); Safe Drinking Water Amendments of 1996 (P.L. 104-182); War Crimes Act of 1996 (H.R. 3680).

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 12-5 of the Budget Enforcement Act Preview Report contained in the Budget of the United States Government, Fiscal Year
1997: Analytical Perspectives (March 19, 1996) and in previous sequestration reports issued by OMB.

b. Change in receipts.

c. Change in outlays and receipts.
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The bulk of the increase in CBO's estimate of
changes in the 1996 and 1997 deficits comes from pas-
sage of the Federal Agriculture Improvement and Re-
form Act. CBO estimates that the act will increase
spending in those years, whereas OMB estimates that it
will decrease spending. The difference arises because
the two agencies use different baselines forlip@6
crop year as the starting point for their analysis. Most
aspects of the system of crop price support established
by the 1990farm kLl expired at the end 0£995, so
OMB assumed that payments for the 1996 crop year
would be governed by the provisionsl®38 and 1949
agricultural acts. Those laws provided greater support
to farmers than the 1990 actollewing the longstand-

ing practice of both agencies, CBO's biasesimply
assumed continuation of ti®90 act, which led it to
estimate increased outlays.

According to CBO's calculation, if the Congress
did not reduce mandatory spending or increaseipts
by a total of $2,847 ition before the end of th&€04th
Congress, mandatory accounts that are subject to an
across-the-board reduction would face sequestration in
1997. A sequestriah will not be required under
OMB's figures, however, largely because of its estimate
of the effects of the Federal Agriculture Improvement
and Reform Act.



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)
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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.



