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NOTES

Unless otherwise indicated, all years referred to in Chapters 2 and 5 are calendar years, and all years
in other chapters and appendixes are fiscal years.

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

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

ERRATA

In the PDF, PostScript, and WordPerfect versions of this report that were electronically released
January 26, 2000, the last three rows of Table 1-6 labeled "Federal Funds Deficit (-) or Surplus,"
"Total Surplus," and "Net Transfers from the General Fund to Trust Funds" contained incorrect
data. This electronic version contains a corrected Table 1-6.
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Summary

$124 billion in fiscal year 1999, producing a

surplus in the total budget for the second con-
secutive year. The Congressional Budget Office
(CBO) estimates that without legislative changes, that
surplus will rise to $176 billion in 2000 (see Summary
Table 1). If current policies remain in place, the sur-
plus will continue to increase after 2000, CBO pro-
jects; however, the size of that increase depends on the
amount of discretionary spending that is assumed.

Total federal revenues exceeded spending by

CBO's baseline projections are intended to pro-
vide the Congress with estimates of the spending and
revenues that will occur if current laws affecting the
budget remain unchanged. In the case of mandatory
spending and revenues, which are generally governed
by permanent laws, the projections incorporate the
effects of anticipated changes in the economy, demo-
graphics, and other relevant factors.

In the case of discretionary spending, however,
which is controlled by annual appropriation acts, no
consensus exists about how to define current policy as
it applies to future years. Is it best represented by the
statutory caps on discretionary budget authority and
outlays, which were most recently specified in the Bal-
anced Budget Act of 19972 Or does section 257(c)(1)
of the Balanced Budget and Emergency Deficit Con-
trol Act of 1985 better depict current policy by speci-
fying that baselines should be adjusted for inflation?
Or is current policy for discretionary spending simply
the amount that was provided in appropriations for the
current year?

Without any defiitive answer to those questions,
CBO presents three variants of its baseline in this re-

port. Each one reflects a different assumption about
discretionary spending.

o0 The “inflated” variation assumes that budget au-
thority for discretionary programs grows at the
rate of inflation each year after 2000.

0 The“freeze” variation pegs discretionary budget
authority to the level enacted for the current year,
plus amounts already enacted for 2001.

0 The “capped” variation assumes that discretion-
ary spending equals CBO's estimates of the stat-
utory caps through 2002 and grows at the rate of
inflation thereafter.

The Congress has used each of those spending
paths as a benchmark in some past budget delibera-
tions. Each alternative has limitations, however. As
they currently stand, the caps may not be a realistic
reference point given recent action on discretionary
spending. The inflated baseline, for its part, implicitly
earmarks future resources to maintain the real
(inflation-adjusted) level of discretionary spending
even though there is no explicit statutory basis for
such earmarking. And the freeze baseline ignores the
effects of pay raises and inflation—costs that could
erode the amount of services or programs that the gov-
ernment can deliver. In addition, both the inflated and
freeze baselines mechanically repeat funding for pro-
grams (such as the decennial census) whose needs are
known to be significantly greater or less in future
years.

Most of the components of CBO’s baseline bud-
get projections—revenues, mandatory spending, and
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offsetting receipts—are the same no matter which as-
sumption about discretionary spending is used. Net
interest costs, however, depend on the amount of pro-
jected debt outstanding, which in turn reflects the
choice of paths for discretionary outlays. Likewise,
projections of the surplus will vary depending on as-
sumptions about the discretionary portion of the bud-
get and the resulting effects on interest costs.

Regardless of the variant, the budgetary picture
is a bright one. Between 2001 and 2010, accumulated
surpluses are projected to total $3.2 trillion under the
inflated baseline and $4.2 trillion under the freeze or
capped baseline. On-budget surpluses (which exclude
the spending and revenues of Social Security and the
Postal Service) total more than $800 billion under the
inflated baseline and $1.9 trillion under the other two
baselines.

Those surpluses are much larger than the ones
that CBO projected last July ifihe Economic and
Budget Outlook: An Update Comparing capped
baselines (which CBO used in that report), the cumu-
lative surplus for the 2000-2009 period is now $879
billion higher, despite legislation enacted since July
that reduces that surplus by a total of $127 billion be-
tween 2000 and 2009. The effects of new legislation
are more than offset by changes in economic and other
factors that increase revenues by $68lioh over
that period and reduce spending by $355 billion.

Most of the improvement in the budgetary pic-
ture results from CBO’s updated economic outlook.
Real economic growth is forecast to average about 3
percent a year over the next two years, with only a
slight rise in the underlying rate of inflation. For the
longer term, CBO projects that real growth will aver-

Summary Table 1.
The Budget Outlook Under Current Policies (By fiscal year,

in billions of dollars)

Total,
Actual 2001-
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2010

Discretionary Spending Grows at the Rate of Inflation After 2000
On-Budget Surplus 1 23 11 26 31 37 43 86 115 131 162 195 838
Off-Budget Surplus 124 153 166 182 195 209 225 239 254 268 281 295 2314
Total Surplus 124 176 177 209 227 246 268 325 368 399 444 489 3,152

Discretionary Spending Is Frozen at the Level Enacted for 2000
On-Budget Surplus 1 23 22 50 76 102 129 194 245 288 346 407 1,858
Off-Budget Surplus 124 153 166 182 196 209 226 240 255 269 282 296 2,320
Total Surplus 124 176 188 232 271 312 355 434 500 556 628 703 4,179

Discretionary Spending Equals CBO's Estimates of the Caps Through 2002
and Grows at the Rate of Inflation Thereafter

On-Budget Surplus 1 23 69 112 126 136 151 199 231 258 298 339 1918
Off-Budget Surplus 124 153 166 182 195 209 225 239 254 268 281 295 2314
Total Surplus 124 176 235 294 321 345 376 438 485 526 579 633 4,232

SOURCE: Congressional Budget Office.
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age 2.7 percent a year from 2002 through 2010, tak-
ing into account the possibility of booms and reces-
sions during that period.

The Budget Outlook

The total budget surplus of $176 billion that CBO is
projecting for this year results from a $153 billion sur-
plus in off-budget accounts—mainly the Social Secu-
rity trust funds, whose inflows and outflows are ac-
counted for separately from those of the rest of the
government—and a $23 billion surplus in lowdget
accounts. That on-budget surplus would be the larg-
est ever in nominal dollars. Measured as a percentage
of gross domestic product (GDP), it would be the larg-
est since 1951.

Assuming that current policies do not change,
CBO projects growing surpluses over the next decade.
The total budget surplus would reach between 3 per-
cent and 5 percent of GDP by 2010 depending on the
path of discretionary spending (see Summary Tables
2, 3, and 4). The on-budget surplus would range be-
tween 1 percent and 3 percent of GDP.

Changes Since July

CBO'’s current budget outlook is considerably more
positive than the one described in its July 1999 report.

set by changes in CBO'’s estimates of future revenues
and outlays that have added to projected surpluses.

Most of the improvement in the budget outlook
since July results from the continuing strength of the
economy, which CBO estimates will produce higher
revenues. The current revenue projections are more
than $500 billion higher over the 10-year period be-
cause of changes in CBO’s economic forecast. Most
of that increase stems from higher projected levels of
wage and salary income, which boost receipts from
individual income and social insurance taxes.

CBO projects that interest rates will be approxi-
mately 1 percentage point higher in 2001 and 2002
than previously forecast and at least 0.3 percentage
points higher after that. Such changes boost antici-
pated interest costs (in the capped baseline) by $56
billion through 2009. At the same time, higher reve-
nue projections and other factors lower the projected
costs of servicing the federal debt by as much as $31
billion a year by 2009 and by a total $£38 billion
over the 10-year period.

Changes in factors other than legislation and the
economic outlook (so-called technical changes) in-
crease the surplus under the capped baseline by $366
billion over 10 years. Technical changes to revenue
projections account for $141 billion of that differ-
ence—mostly the result of an increase in projected
realizations of capital gains in the near term and other
effects on social insurance taxes and individual income
taxes in later years. Technical changes to outlay pro-

Since then, CBO estimates, the Congress and the Pres- jections (other than for debt service) represent a simi-

ident have enacted legislation that increases projected
spending over the 2000-2009 period by about $109
billion and reduces projected revenues by $18 billion,
compared with the levels in CBO’s July baseline (see
Summary Table 5 on page xix). The majority of that
legislative action occurred at the end of the session,
when the Congress and the President enacted the Dis-
trict of Columbia appropriation act and nine other acts
enacted by reference—four regular appropriation acts
(for the Departments of Commerce, Justice, and State;
for foreign operations; for the Department of the Inte-
rior; and for the Departments of Labor, Health and
Human Services, and Education), a miscellaneous ap-
propriation act, and four additional acts. The effects
of that legislation, however, have been more than off-

lar amount—nearly all of it resulting from changes to
CBO’s estimates of Medicare spending. Continued
emphasis on improving compliance with program rules
and a larger-than-anticipated drop in the use of home
health care services have slowed the growth of Medi-
care spending, prompting CBO to adjust its estimates
downward.

Revenue Projections for 2000
Through 2010

CBO estimates that total federal revenues will exceed
$1.9 trillion in fiscal year 2000 if current policies re-
main unchanged—marking the eighth consecutive year
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Summary Table 2.
CBO Baseline Budget Projections, Assuming That Discretionary Spending Grows at the Rate of Inflation
After 2000 (By fiscal year)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

In Billions of Dollars

Revenues
Individual income 879 945 986 1,026 1,068 1,112 1,162 1,217 1,275 1,339 1,407 1,480
Corporate income 185 189 189 187 190 194 200 208 216 225 233 242
Social insurance 612 653 684 714 742 770 808 842 878 913 954 998
Other 151 158 158 169 177 187 192 198 202 210 218 226
Total 1,827 1,945 2,016 2,096 2,177 2,263 2,361 2,465 2,572 2,686 2,813 2,946
On-budget 1,383 1,465 1,515 1,571 1,630 1,693 1,764 1,843 1,923 2,010 2,106 2,208
Off-budget 444 480 502 525 547 570 597 623 649 676 707 738
Outlays
Discretionary spending 575 603 635 650 669 684 702 716 730 750 768 786
Mandatory spending 977 1,020 1,071 1,119 1,182 1,249 1,329 1,385 1,460 1,550 1,643 1,744
Offsetting receipts -78 -79 -85 -91 -94 -93 -98 -103 -108 -113 -119 -125
Net interest 230 224 218 209 194 177 160 142 122 101 80 68
Proceeds from investing
excess cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. -3 -16
Total 1,703 1,769 1,839 1,888 1,950 2,017 2,093 2,140 2,204 2,287 2,369 2,457
On-budget 1,382 1,442 1,504 1,545 1,598 1,656 1,721 1,756 1,808 1,879 1,944 2,014
Off-budget 321 327 336 343 352 361 372 384 396 409 425 443
Surplus 124 176 177 209 227 246 268 325 368 399 444 489
On-budget 1 23 11 26 31 37 43 86 115 131 162 195
Off-budget 124 153 166 182 195 209 225 239 254 268 281 295
Debt Held by the Public 3,633 3,455 3,292 3,097 2,884 2,651 2,394 2,080 1,721 1,330 1,016 941
As a Percentage of GDP
Revenues
Individual income 9.6 9.9 9.8 9.8 9.7 9.7 9.7 9.8 9.8 9.9 9.9 10.0
Corporate income 2.0 2.0 1.9 1.8 1.7 1.7 1.7 1.7 1.7 1.7 16 16
Social insurance 6.7 6.8 6.8 6.8 6.8 6.7 6.8 6.8 6.8 6.7 6.7 6.7
Other 1.7 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.5 15 15
Total 200 20.3 201 20.0 199 198 198 198 198 198 198 19.8
On-budget 152 153 151 150 149 148 148 148 148 148 148 14.9
Off-budget 4.9 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 50 5.0
Outlays
Discretionary spending 6.3 6.3 6.3 6.2 6.1 6.0 5.9 5.7 5.6 5.5 54 53
Mandatory spending 10.7 106 10.7 10.7 108 109 111 111 112 114 116 117
Offsetting receipts -09 -0.8 -8 -09 -09 -08 -08 -08 -08 -08 -08 -08
Net interest 2.5 2.3 2.2 2.0 1.8 1.6 1.3 1.1 0.9 0.7 0.6 05
Proceeds from investing
excess cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. * -0.1
Total 187 185 183 180 178 177 176 172 169 16.8 16.7 165
On-budget 152 151 150 147 146 145 144 141 139 138 13.7 136
Off-budget 35 3.4 3.3 3.3 3.2 3.2 3.1 3.1 3.0 3.0 3.0 3.0
Surplus 1.4 1.8 1.8 2.0 2.1 2.2 2.2 2.6 2.8 2.9 31 33
On-budget * 0.2 0.1 0.3 0.3 0.3 0.4 0.7 0.9 1.0 1.1 1.3
Off-budget 1.4 1.6 1.7 1.7 1.8 1.8 1.9 1.9 2.0 2.0 20 20
Debt Held by the Public 399 361 328 295 263 232 201 16.7 13.2 9.8 7.2 6.3

SOURCE: Congressional Budget Office.
NOTE: n.a. = not applicable; * = less than 0.05 percent of GDP.
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Summary Table 3.

CBO Baseline Budget Projections, Assuming That Discretionary Spending Is Frozen at the Level Enacted

for 2000 (BYy fiscal year)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
In Billions of Dollars
Revenues
Individual income 879 945 986 1,026 1,068 1,112 1,162 1,217 1,275 1,339 1,407 1,480
Corporate income 185 189 189 187 190 194 200 208 216 225 233 242
Social insurance 612 653 684 714 742 770 808 842 878 913 954 998
Other 151 _158 158 _169 _177 _187 _192 _198 202 210 218 226
Total 1,827 1,945 2,016 2,096 2,177 2,263 2,361 2,465 2,572 2,686 2,813 2,946
On-budget 1,383 1,465 1,515 1,571 1,630 1,693 1,764 1,843 1,923 2,010 2,106 2,208
Off-budget 444 480 502 525 547 570 597 623 649 676 707 738
Outlays
Discretionary spending 575 603 624 628 627 624 625 623 620 622 621 621
Mandatory spending 977 1,020 1,071 1,119 1,182 1,249 1,329 1,385 1,460 1,550 1,643 1,744
Offsetting receipts -78 -79 -85 -91 -94 -93 -98 -103 -108 -113 -119 -125
Net interest 230 224 218 208 191 171 150 127 101 81 72 68
Proceeds from investing
excess cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. -9 -33 __-65
Total 1,703 1,769 1,829 1,864 1,905 1,951 2,006 2,032 2,073 2,130 2,185 2,244
On-budget 1,382 1,442 1,493 1521 1554 1,590 1,635 1,649 1,678 1,722 1,761 1,801
Off-budget 321 327 336 342 352 361 372 383 395 408 424 442
Surplus 124 176 188 232 271 312 355 434 500 556 628 703
On-budget 1 23 22 50 76 102 129 194 245 288 346 407
Off-budget 124 153 166 182 196 209 226 240 255 269 282 296
Debt Held by the Public 3,633 3,455 3,281 3,062 2,805 2,506 2,162 1,739 1,249 1,078 1,016 941
As a Percentage of GDP
Revenues
Individual income 9.6 9.9 9.8 9.8 9.7 9.7 9.7 9.8 9.8 9.9 9.9 10.0
Corporate income 2.0 2.0 1.9 1.8 1.7 1.7 1.7 1.7 1.7 1.7 16 16
Social insurance 6.7 6.8 6.8 6.8 6.8 6.7 6.8 6.8 6.8 6.7 6.7 6.7
Other 17 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 15 15 _15
Total 200 203 201 200 199 198 198 198 19.8 198 19.8 198
On-budget 152 153 151 15.0 149 148 148 148 148 148 148 149
Off-budget 4.9 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 50 5.0
Outlays
Discretionary spending 6.3 6.3 6.2 6.0 5.7 55 5.2 5.0 4.8 4.6 44 4.2
Mandatory spending 10.7 106 10.7 10.7 108 109 111 111 112 114 116 117
Offsetting receipts -09 -0.8 -8 -09 -09 -08 -08 -08 -08 -08 -08 -08
Net interest 25 2.3 2.2 2.0 1.7 15 1.3 1.0 0.8 0.6 05 05
Proceeds from investing
excess cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. -0.1 _-02 -04
Total 187 185 182 178 174 171 168 163 159 157 154 151
On-budget 152 151 149 145 142 139 137 132 129 127 124 121
Off-budget 35 3.4 3.3 3.3 3.2 3.2 3.1 3.1 3.0 3.0 3.0 30
Surplus 14 1.8 1.9 2.2 25 2.7 3.0 35 3.8 4.1 44 47
On-budget * 0.2 0.2 0.5 0.7 0.9 11 1.6 1.9 2.1 24 27
Off-budget 14 1.6 1.7 1.7 1.8 1.8 1.9 1.9 2.0 2.0 20 20
Debt Held by the Public 399 361 327 292 256 219 181 14.0 9.6 7.9 72 6.3

SOURCE: Congressional Budget Office.

NOTE: n.a. = not applicable; * = less than 0.05 percent of GDP.
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Summary Table 4.
CBO Baseline Budget Projections, Assuming That Discretionary Spending Equals CBO'’s Estimates of the
Statutory Caps Through 2002 and Grows at the Rate of Inflation Thereafter (By fiscal year)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

In Billions of Dollars

Revenues
Individual income 879 945 986 1,026 1,068 1,112 1,162 1,217 1,275 1,339 1,407 1,480
Corporate income 185 189 189 187 190 194 200 208 216 225 233 242
Social insurance 612 653 684 714 742 770 808 842 878 913 954 998
Other 151 _158 158 _169 _177 _187 _192 _198 202 210 218 226
Total 1,827 1,945 2,016 2,096 2,177 2,263 2,361 2,465 2,572 2,686 2,813 2,946
On-budget 1,383 1,465 1,515 1,571 1,630 1,693 1,764 1,843 1,923 2,010 2,106 2,208
Off-budget 444 480 502 525 547 570 597 623 649 676 707 738
Outlays
Discretionary spending 575 603 578 571 585 600 615 630 646 662 679 696
Mandatory spending 977 1,020 1,071 1,119 1,182 1,249 1,329 1,385 1,460 1,550 1,643 1,744
Offsetting receipts -78 -79 -85 -91 -94 -93 -98 -103 -108 -113 -119 -125
Net interest 230 224 217 204 183 162 139 115 92 77 72 68
Proceeds from investing
excess cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. -2 -16 -41 _-70
Total 1,703 1,769 1,781 1,802 1,856 1,918 1,985 2,027 2,087 2,161 2,234 2,313
On-budget 1,382 1,442 1,446 1,460 1,504 1,557 1,613 1,644 1,692 1,752 1,809 1,870
Off-budget 321 327 336 343 352 361 372 384 396 409 425 443
Surplus 124 176 235 294 321 345 376 438 485 526 579 633
On-budget 1 23 69 112 126 136 151 199 231 258 298 339
Off-budget 124 153 166 182 195 209 225 239 254 268 281 295
Debt Held by the Public 3,633 3,455 3,234 2954 2,647 2,314 1949 1522 1,142 1,078 1,016 941
As a Percentage of GDP
Revenues
Individual income 9.6 9.9 9.8 9.8 9.7 9.7 9.7 9.8 9.8 9.9 9.9 10.0
Corporate income 2.0 2.0 1.9 1.8 1.7 1.7 1.7 1.7 1.7 1.7 16 16
Social insurance 6.7 6.8 6.8 6.8 6.8 6.7 6.8 6.8 6.8 6.7 6.7 6.7
Other 17 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 15 15 _15
Total 200 203 201 200 199 198 198 198 19.8 198 19.8 198
On-budget 152 153 151 15.0 149 148 148 148 148 148 148 149
Off-budget 4.9 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 50 5.0
Outlays
Discretionary spending 6.3 6.3 5.8 54 5.3 5.3 5.2 5.1 5.0 4.9 48 4.7
Mandatory spending 10.7 106 10.7 10.7 108 109 111 111 112 114 116 117
Offsetting receipts -09 -0.8 -8 -09 -09 -08 -08 -08 -08 -08 -08 -08
Net interest 25 2.3 2.2 1.9 1.7 14 1.2 0.9 0.7 0.6 05 05
Proceeds from investing
excess cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. * 01 _-03 -05
Total 187 185 177 172 169 168 166 163 16.0 159 157 156
On-budget 152 151 144 139 137 136 135 132 13.0 129 127 126
Off-budget 35 3.4 3.3 3.3 3.2 3.2 3.1 3.1 3.0 3.0 3.0 30
Surplus 14 1.8 2.3 2.8 2.9 3.0 3.2 35 3.7 3.9 41 43
On-budget * 0.2 0.7 11 11 1.2 1.3 1.6 1.8 1.9 21 23
Off-budget 14 1.6 1.7 1.7 1.8 1.8 1.9 1.9 2.0 2.0 20 20
Debt Held by the Public 399 361 322 281 242 203 163 122 8.8 7.9 72 6.3

SOURCE: Congressional Budget Office.
NOTE: n.a. = not applicable; * = less than 0.05 percent of GDP.
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in which the growth of revenues has outstripped the faster than GDP. Consequently, revenues as a per-
growth of gross domestic product. Revenues are ex- centage of GDP increased from 18.1 percent in 1994
pected to grow more slowly than GDP through 2004 to 19.9 percent in 1998. Albugh revenue growth
and then at about the same rate as GDP through 2010. slowed to 6.1 percent ib999, it still exceeded GDP

In that year, revenues are projected to be $2.9 trillion, growth and boosted the ratio of receipts to GDP to a

or about 19.8 percent of GDP. postwar high of 20 percent.

Although revenues will continue to grow, CBO In CBO's forecast, receipts will increase slightly
expects the rate of growth to slow from the rapid pace faster this year (6.4 percent) than in 1999. They will
of the past few years. From 19941898, revenues also grow faster than GDP, pushing the ratio of reve-

rose at an average rate of 8.3 percent a year, much nues to GDP to 20.3 percent, which is expected to

Summary Table 5.
Changes in CBO Projections of the Surplus Since July 1999, Under the Capped Baseline
(By fiscal year, in billions of dollars)

Total,
2000-
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2009

July Baseline Total Surplus? 161 193 246 247 266 286 334 364 385 413 n.a.
Changes
Legislative
Revenues 3 -6 -8 -2 -2 -1 -1 * * * -18
Outlays” -33 -11 ) _-8 =7 =7 -8 ] -9 9 -109
Subtotal -30 -17 -18 -10 -9 -8 -8 -9 -9 -10 -127
Economic
Revenues 23 41 52 54 53 53 54 56 60 65 510
Outlays” 2 -1 ] 1 _8 13 19 24 30 36 130
Subtotal 25 40 49 55 61 66 74 80 89 101 640
Technical
Revenues 14 12 8 9 13 14 15 16 18 22 141
Outlays” _6 7 _8 20 14 19 23 34 43 51 225
Subtotal 20 19 16 28 27 33 38 50 61 74 366
Total Changes 15 42 47 73 79 90 104 121 141 166 879

January Baseline Total Surplus 176 235 294 321 345 376 438 485 526 579 n.a.

Memorandum:
Total Change in Revenues 40 46 51 60 64 66 69 71 77 88 634
Total Change in Outlays® -25 -4 -4 13 15 24 35 50 64 78 245

SOURCE: Congressional Budget Office.
NOTE: n.a. = not applicable; * = less than $500 million.
a. Assumes that discretionary spending equals CBO's estimates of the statutory caps through 2002 and grows at the rate of inflation thereafter.

b. Increases in outlays are shown with a negative sign because they reduce surpluses.
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become the postwar peak. Beginning next year, how-
ever, CBO expects receipts to grow by roughly 4 per-
cent a year through 2004. That rate is projected to
rise to about 4.5 percent a year between 2005 and
2010. Although GDP will grow faster than receipts
during that period, on average, the ratio of receipts to
GDP will stay close to its peak, remaining at 19.8 per-
cent.

Individual income tax receipts—bolstered pri-
marily by higher realizations of capital gains, growth
in realincomes, and especially rapid growth inincome
among high-income taxpayers—fueled the rapid rise in
revenues of the past few years. Those receipts are
also an important contributor to the slower growth of
revenues projected for the next few years. Higher re-
alizations of capital gains stemmed largely from the
sharp rise in stock prices. Effective tax rates rose be-
cause an increasing number of taxpayers fell into the
high-income category and were therefore taxed at
higher marginal rates. Furthermore, those taxpayers
experienced higher-than-average growth in income.
None of those sources of rapid growth in revenues are
expected to persist indefinitely. As they play smaller
roles in boosting receipts, revenue growth is projected
to slow.

Outlay Projections for 2000
Through 2010

CBO expects federal spending to total $1.8 trillion in
fiscal year 2000. Under current policies, that figure is
projected to rise to between $2.2 trillion and $2.5 tril-
lion by 2010, depending on the path assumed for dis-
cretionary spending.

Federal spending as a percentage of the economy
declines from its current level under all three of
CBO's alternatives for discretionary spending. Last
year, federal outlays totaled just under 19 percent of
GDP. In 2000, they will drop further, to about 18.5
percent. Over the next decade, CBO estimates, out-
lays will continue to fall slowly, reaching between
15.1 percent and 16.5 percent of GDP in 2010, de-
pending on which assumptions are used.

Within the overall picture, the mix of federal
spending has changed significantly over time. Today,

the government spends more on entitlement programs
and less on discretionary programs as a share of GDP
than it did in the past. Spending for entitlements and
other mandatory programs (including offsetting re-
ceipts) rose from 4.9 percent of GDP in 1962 to 9.9
percentin 1999, while discretionary spending declined
from 12.7 percent of GDP to 6.3 percent.

That trend continues in CBO'’s baseline projec-
tions. By 2010, mandatory spending (including offset-
ting receipts) is expected to reach 10.9 percent of
GDP, as discretionary spending falls to between 4.2
percent and 5.3 percent. The growth of mandatory
spending—at a projected rate of 5.6 percent a year—
will be fueled by the two major health care programs,
Medicare and Medicaid, which are projected to grow
at average annual rates of 6.9 percent and 8.6 percent,
respectively. Those growth rates are faster than the
ones experienced in the past three years but slower
than those of the early 1990s.

Discretionary spending is projected to increase at
various rates from 2000 to 2010: the inflated baseline
shows growth averaging 2.7 percent a year; the freeze
baseline, 0.3 percent; and the capped baseline, 1.4 per-
cent. Although total discretionary spending was virtu-
ally unchanged between 1991 and 1996, nondefense
discretionary spending grew by 4.7 percent annually,
while defense spending dropped by 3.6 percent annu-
ally. Over the following three years, nondefense
spending increased by 3.8 percent, on average, and
defense spending by 1.2 percent, leading to an average
increase of 2.5 percent a year for total discretionary
spending.

As a whole, federal outlays (other than net inter-
est outlays) are projected to rise by between 3.5 per-
centand 4.5 percent a year during the next decade (de-
pending on which variation of the baseline is used).
By comparison, total noninterest outlays grew at an
annual rate of 3.4 percent over the 1991-1999 period.

Under each of the alternatives for discretionary
spending, the Treasury would have enough cash on
hand sometime between 2007 and 2009 to retire all of
the federal debt held by the public. However, because
some outstanding debt will not be available for repur-
chase, the Treasury would not be able to devote all
such funds to that purpose. CBO'’s baseline simply
assumes that the Treasury would invest all of its ex-
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cess cash at an interest rate equal to the average rate dex is lower. Furthermore, revisions to the historical

projected for Treasury bills and notes and would re-
ceive dividend or interest earnings from those invest-
ments.

The Economic Outlook

In 1999, the U.S. economy continued to expand far
beyond expectations—yet without any meaningful ac-
celeration in the underlying rate of inflation. Most
analysts expect the economy’s growth to remain
strong but to slow at least moderately from the 4.3
percent annual rate of the past three years.

Changes Since July

CBO'’s current economic outlook is more optimistic
about the prospects for real growth than the one re-
ported last July. Compared with the July projections,
growth of real GDP and labor productivity is signifi-
cantly higher, inflation as measured by the consumer
price index (CPI) is unchanged, and interest rates are
slightly higher (see Summary Table 6). Private-sector
assessments of the economy’s recent behavior reach
the same conclusion—that the sustainable trends in the
growth of labor productivity and real GDP are higher
than previously thought possible.

In CBO'’s current projections, real GDP grows
for the next 10 years at an average annual rate that is
0.4 percentage points higher than was projected in
July. Several factors account for that increase: 0.2
percentage points stem from a reassessment of how
much of the recent surge in productivity will persist;
slightly less than 0.1 percentage point results from a
change in the projected growth of the labor force; and
the rest reflects revisions in the measurement of real
GDP.

Compared with real GDP growth, the growth of
nominal GDP and the categories of income that are
important for predicting revenues (corporate profits
and wages and salaries) did not change as much from
the July projections. The reason is largely that CBO’s
current projection of the growth of the GDP price in-

data—along with revised outlooks for depreciation,
net investment income from abroad, and corporate
debt-service costs—have also reduced the projected
growth of those income categories relative to the
growth of GDP.

Recent Economic Performance

The economy has performed exceptionally well for
several years, combining rapid growth and very low
unemployment with declining inflation. Since 1996,
the growth of real GDP has averaged better than 4
percent, compared with an average of about 3 percent
since 1973. Because of those four years of rapid
growth, the unemployment rate has fallen to 4.1 per-
cent, its lowest level since January 1970. CPI infla-
tion, excluding food and energy prices, had been run-
ning at about 3 percent per year earlier in the decade
but was roughly 2 percent over the past year.

Much of the recent good news can be attributed
to a surge in productivity growth, which has allowed
the economy to grow faster without raising the rate of
inflation. Low import and (until recently) oil prices,
plus a number of other favorable but probably transi-
tory developments, have also helped suppress infla-
tion. However, domestic demand grew even faster
than productivity—boosting employment, tightening
labor markets, and raising concerns that recent growth
rates may not be sustainable without sparking a rise in
inflation.

The Forecast for 2000 and 2001

The economy retains considerable forward momen-
tum, but at some point, a slowdown from the recent

blistering pace seems inevitable. Iftight labor markets

push up labor costs, the best news about price infla-
tion may be in the past. Unless a faster rise in labor
costs was offset by continued increases in productivity
growth, consumer prices could move upward. Recov-
ery in foreign economies could add to those inflation-

ary pressures by boosting commodity prices and by
strengthening foreign currencies relative to the dollar,

which would raise import prices.
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Summary Table 6.
Comparison of CBO Economic Projections for Calendar Years 2000-2010

Estimated Forecast Projected
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Nominal GDP
(Billions of dollars)
January 2000 9,235 9,692 10,154 10,610 11,069 11,544 12,054 12,589 13,148 13,734 14,362 15,024
July 1999 8,964 9,351 9,751 10,159 10,583 11,027 11,508 12,017 12,554 13,113 13,695 n.a.
Nominal GDP
(Percentage change)
January 2000 5.4 5.0 4.8 45 4.3 4.3 4.4 4.4 4.4 45 4.6 4.6
July 1999 5.3 4.3 4.3 4.2 4.2 4.2 4.4 4.4 4.5 45 4.4 n.a.
Real GDP?
(Percentage change)
January 2000 3.9 3.3 3.1 2.8 2.6 2.6 2.7 2.7 2.7 2.7 2.9 2.9
July 1999 4.0 2.4 2.4 2.3 2.3 2.3 25 25 25 25 25 n.a.

GDP Price Index®

(Percentage change)
January 2000 14 1.6 1.6 1.7 17 1.7 1.7 17 17 1.7 17 1.7
July 1999 1.3 1.8 1.8 1.8 1.8 1.8 1.9 19 1.9 1.9 19 n.a.

Consumer Price Index°®
(Percentage change)

January 2000 2.2 25 2.4 25 25 25 25 25 25 25 25 25
July 1999 2.2 25 25 25 25 25 25 25 25 25 25 n.a.
Unemployment Rate
(Percent)
January 2000 4.2 4.1 4.2 4.4 4.7 4.8 5.0 5.0 5.1 5.2 5.2 5.2
July 1999 4.2 4.3 4.6 4.9 5.1 5.3 5.4 55 55 5.5 5.5 n.a.

Three-Month Treasury

Bill Rate (Percent)
January 2000 4.6 5.4 5.6 5.3 4.9 4.8 4.8 4.8 4.8 4.8 4.8 4.8
July 1999 4.6 5.0 4.6 45 4.5 45 45 45 45 45 45 n.a.

Ten-Year Treasury
Note Rate (Percent)

January 2000 5.6 6.3 6.4 6.1 5.8 5.7 5.7 5.7 5.7 5.7 5.7 5.7
July 1999 5.6 5.9 55 5.4 5.4 5.4 5.4 54 5.4 54 5.4 n.a.
Tax Bases

(Billions of dollars)
Corporate profits®

January 2000 840 829 833 829 839 860 885 919 954 991 1,028 1,060

July 1999 724 687 725 758 783 814 844 880 915 950 982 n.a.
Wages and salaries

January 2000 4,475 4,732 4,959 5,183 5,408 5,641 5,890 6,150 6,422 6,706 7,009 7,328

July 1999 4,410 4,632 4,810 4,995 5,207 5,431 5,670 5,922 6,187 6,463 6,751 n.a.

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

NOTES: Percentage changes are year over year. The projections for nominal GDP and the tax bases are not comparable because of definitional
changes in the national income and product accounts (see Box 2-1 on page 38).

n.a. = not applicable.
Based on chained 1996 dollars.
The GDP price index is virtually the same as the implicit GDP deflator.
The consumer price index for all urban consumers.

2 o o

Corporate profits are book profits.
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The Federal Reserve has already responded to
the threat of accelerating inflation by increasing the
federal funds rate by 0.75 percentage points since
June. Although those rate hikes may diminish the risk
of inflation in the near term, financial markets seem
convinced that further increases will occur this year.

For the next two years, CBO forecasts real GDP
growth of about 3 percent, on average, and a slight
rise in the underlying rate of inflation. That outlook
would not cause the unemployment rate to change
much in 2000 or 2001 from its current low level. The
core CPI inflation rate (excluding food and energy
prices) is expected to edge up slightly over the next
two years from its recent pace of 2.1 percent.

In CBO'’s forecast, short-term interest rates aver-
age 5.4 percent in 2000 and 5.6 percent in 2001. The
forecast assumes that the Federal Reserve will boost
the federal funds rate by 0.5 percentage points during
the first half of 2000 (in early January, financial mar-
kets expected at least that large an increase). Thus,
the interest rate on three-month Treasury bills is fore-
cast to reach 5.6 percent by midyear and remain there
through 2001. The rate on 10-year Treasury notes is
forecast to average 6.3 percent in 2000 and 6.4 per-
centin 2001.

Projections for 2002 Through 2010

CBO projects that real GDP will grow at an average
annual rate of 2.8 percent during the 2000-2010 pe-
riod. That growth compares with the slightly higher
growth of 3.1 percent for potential output. Since the
current estimated level of real GDP exceeds its poten-
tial level, actual GDP must grow at a slower pace than
potential GDP to close the gap.

CPI inflation averages 2.5 percent a year after
2001 in CBO's projections, and the unemployment
rate averages 5.0 percent. Short- and long-term inter-
est rates are projected to average 4.8 percent and 5.7
percent, respectively, during that period.

Uncertainty of the Projections

CBO’s baseline projections represent the midrange of
possible outcomes for the economy and the budget,
assuming that current policies are not changed. Ac-
tual budgetary outcomes, however, could be consider-
ably different from those projections. Economic per-
formance and other assumptions that deviate from
CBO's baseline will surely lead to results that diverge
from the numbers presented in this report. Policy
changes will also occur that will alter outlays and rev-
enues; CBO'’s projections do not attempt to take such
changes into account.

Experience shows that although CBO's projec-
tion of the surplus for the coming fiscal year is likely
to be within 1 percent of GDP in most cases, discrep-
ancies can become more substantial over a five-year
horizon. CBO'’s 10-year projections have only been
made since 1992, so it is too soon to assess their accu-
racy. But 10-year projections are likely to be less ac-
curate than five-year projections.

Many observers believe that a major structural
change has taken place in the economy, and that belief
influences CBQO's projections. However, any transi-
tion to a “new economy” would have occurred only in
the past few years, which means that little data about
it are available from which to make projections for the
next decade. Moreover, those data are insufficient to
say for sure whether a structural shift has occurred or
whether the economy has merely deviated temporarily
from its underlying trends, as it has many times in the
past. Under those circumstances, projecting the econ-
omy and the budget is even more uncertain than usual.

To illustrate the possible effects of differences
from the baseline assumptions, CBO has produced
budget projections under two alternative scenarios that
make different assumptions. One (the optimistic sce-
nario) assumes that the robust performance of the past
few years will continue indefinitely and that Medicare
and Medicaid spending will grow at a rate 1 percent-
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age point slower than in the baseline. The other (the
pessimistic scenario) assumes that the economy has
simply experienced a temporary divergence from sta-
ble, long-term trends and will soon return to those
trends—including even faster growth in Medicare and
Medicaid. The projections that result from those two
scenarios suggest a very wide range of possible out-
comes for the budget: for example, the total surplus
or deficit in 2010 could deviate from the baseline pro-
jections by $700 billion to $800 billion.

Under the assumptions of the optimistic scenario,
the budget outlook would improve dramatically. If
discretionary spending grew at the rate of inflation but
there was no other action to cut taxes or increase
spending, the annual on-budget surplus under that sce-
nario would exceed $800 billion by the end of the de-

cade, and the total budget surplus would exceed $1.1
trillion. Projected surpluses that large would imply
that the federal government was holding huge amounts
of nonfederal assets (more than $4 trillion). If discre-
tionary spending was held to the lower levels implied
by the statutory caps through 2002 or was frozen at
the level enacted for 2000, surpluses would be even
larger.

Under the pessimistic scenario, the on-budget
surpluses that CBO is projecting in its baseline would
never emerge. Instead, the on-budget deficit would
rise to more than $290 billion a year by the end of the
decade. The total budget deficit would be smaller; if
discretionary spending was constrained for the whole
decade to the level enacted for 2000, that deficit would
stay under $100 billion.



Chapter One

The Budget Outlook

a bright outlook for the federal budget over the

next several years, assuming that current poli-
cies are maintained. That outlook builds on the posi-
tive budgetary outcome fdr999, when total federal
revenues exceeded total federal outlays by about $124
billion and produced a small dnsdget surplus of
$704 million—the first such surplus since 1960.

The Congressional Budget Office (CBO) projects

In 2000, CBO estimates that the total budget sur-
plus will reach $176 billion, comprising a $153 billion
surplus in off-budget accounts (mainly the Social Se-
curity trust funds, whose inflows and outflows are ac-
counted for separately from those of the rest of the
government) and a $23 billion surplus in on-budget
accounts. That on-budget surplus would be the larg-

est ever in nominal dollars and, measured as a percent-

age of gross domestic product (GDP), the largest since
1957.

Extrapolating from current policies, CBO pro-
jects growing surpluses over the next decade. Depend-
ing on the path of discretionary spending, total sur-
pluses could reach from 3 percent to 5 percent of GDP
by 2010, and on-budget surpluses could range be-
tween 1 percent and 3 percent of GDP. Over the next

1. Legislation in 1985 gave the Social Security trustds
(Old-Age and Survivors Insurance and Disability Insurance)
off-budget status. Legislation in 1989 did the same for the
much smaller net outlays of the Postal Service. However,
total government revenues, spending, surpluses, and defi-
cits, which include off-budget activities, provide the most
complete perspective on the government’s budgetary opera-
tions.

five years, CBO estimates that total surpluses would
accumulate to between $1.1 trillion and $1.6 trillion;
totals could climb to between $3.2 trillion and $4.2
trillion over the coming decade (see Table 1-1). Cu-
mulatively, on-budget surpluses would range from
roughly $148 billion to $594 billion over the next five
years and from $838 billion to $1.8llion over the
2001-2010 period.

CBO'’s latest budget outlook is considerably
more favorable than the one described in its July 1999
report, The Economi@nd Budget Outlook: An Up-
date Since then, CBO estimates that the Congress
and the President have enacted legislation that, over
the 2000-2009 period, increases projected spending by
about $109 billion and reduces projected revenues by
$18 billion compared with CBO’s July baseline. Yet
the effects of those legislative actions have been more
than offset by changes to estimates of revenues and
outlays that have boosted projected surpluses. Most
of the improvement in the budget outlook stems from
the economy’s continuing strength, which will lead to
higher revenues. Lower levels of mandatory spending,
including smaller net interest payments on the federal
debt as a result of the larger surpluses, also contribute
to the currently bright budgetary picture. Based on
those factors, CBO’s estimate of the total surplus in
2000 ($176 billion) shows a net increase of $15 billion
over its July estimate.

Over the 2000-2009 period, projected revenues
are about $634 billion higher than the amount reported
last July, and mandatory spending is $288 billion
lower. However, comparisons of CBO’s new esti-
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Table 1-1.
CBO Projections of the Total Surplus Under Alternative Versions of the Baseline,
Fiscal Years 2001-2005 and 2001-2010 (In billions of dollars)
Total, 2001-2005 Total, 2001-2010
Inflated Frozen Capped Inflated Frozen Capped
Appropria- Appropria- Appropria- Appropria- Appropria- Appropria-
Surplus tions? tions® tions® tions® tions® tions®
On-Budget 148 379 594 838 1,858 1,918
Off-Budget® 978 979 978 2,314 2,320 2,314
Total 1,126 1,358 1,571 3,152 4,179 4,232

SOURCE: Congressional Budget Office.

a. After adjustment for advance appropriations, assumes that discretionary spending grows at the rate of inflation after 2000.

b. After adjustment for advance appropriations, assumes that discretionary spending is frozen at the level enacted for 2000.

c. Assumes that discretionary spending equals CBO's estimates of the statutory caps through 2002 and grows at the rate of inflation thereafter.

d. Off-budgetsurpluses are higher under the frozen version of the baseline because discretionary spending for Social Security administrative costs
(which are off-budget) is maintained at the 2000 level throughout the period, whereas that spending is adjusted for inflation under the inflated and

capped versions beginning in 2001 and 2003, respectively.

mates of discretionary spending with those provided
last July vary depending on the assumptions made
about the future path of such spending.

Three Perspectives on
Discretionary Spending

The Congressional Budget and Impoundment Control
Act of 1974 (the Congressional Budget Act) requires
CBO to issue an annual report that provides projec-
tions of budget authority, outlays, revenues, the sur-
plus or deficit, tax expenditures, entitlement authority,
and credit authority. In this annual report, CBO as-
sumes that the economy performs as expected (see
Chapter 2 for the economic outlook) and that current
policies affecting federal revenues and mandatory
spending continue unchanged. But developing as-
sumptions about the path of discretionary spending is
more difficult. The funding for such programs is set
annually. Furthermore, any assumptions about future
appropriations—especially for a 10-year period—are
somewhat arbitrary.

This year, there appears to be even more uncer-
tainty than usual about which path discretionary
spending will take. To give a fuller picture of how
variations in funding levels for those programs affect
the federal government’s budgetary prospects, this
Budget and Economic Outlopkesents three versions
of CBO'’s baseline, each of which uses an alternative
assumption about discretionary spending. The base-
line variations are identical in all other aspects but
two: debt-service costs, which vary with projected
surpluses, and—since surpluses are used to pay down
debt—the outstanding government debt that remains.
Each variation incorporates assumptions that the Con-
gress has used in the past about the path of discretion-
ary spending. In all three versions of the baseline, the
fiscal outlook is for growing surpluses, both on- and
off-budget (see Table 1-2).

Thettitle of each baseline variation generally indi-
cates its assumptions about discretionary spending:

0 The “inflated” alternativeassumes that budget
authority for discretionary spending grows at the
rate of inflation each year after 2000. Under this
variation, the real (inflation-adjusted) level of
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Table 1-2.
CBO Projections Under Alternative Versions of the Baseline (By fiscal year, in billions of dollars)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Discretionary Spending Grows at the Rate of Inflation After 2000 a

Revenues 1,945 2,016 2,096 2,177 2,263 2,361 2,465 2,572 2,686 2,813 2,946
Outlays
Discretionary Spending 603 635 650 669 684 702 716 730 750 768 786
Mandatory Spending® 942 986 1,028 1,088 1,156 1,231 1,282 1,352 1,437 1,524 1,619
Net interest 224 218 209 194 177 160 142 122 101 80 68
Proceeds from investing
excess cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. -3 -16
Total 1,769 1,839 1,888 1,950 2,017 2,093 2,140 2,204 2,287 2,369 2,457
Surplus
On-budget 23 11 26 31 37 43 86 115 131 162 195
Off-budget 153 166 182 195 209 225 239 254 268 281 295
Total 176 177 209 227 246 268 325 368 399 444 489
Memorandum :
Surplus as a Percentage of GDP 1.8 1.8 2.0 2.1 2.2 2.2 2.6 2.8 2.9 3.1 3.3
Discretionary Spending Is Frozen at the Level Enacted for 2000 @
Revenues 1,945 2,016 2,096 2,177 2,263 2,361 2,465 2,572 2,686 2,813 2,946
Outlays
Discretionary Spending 603 624 628 627 624 625 623 620 622 621 621
Mandatory Spending® 942 986 1,028 1,088 1,156 1,231 1,282 1,352 1,437 1,524 1,619
Net interest 224 218 208 191 171 150 127 101 81 72 68
Proceeds from investing
excess cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. -9 -33 -65
Total 1,769 1,829 1,864 1,905 1,951 2,006 2,032 2,073 2,130 2,185 2,244
Surplus
On-budget 23 22 50 76 102 129 194 245 288 346 407
Off-budget 153 166 182 196 209 226 240 255 269 282 296
Total 176 188 232 271 312 355 434 500 556 628 703
Memorandum :
Surplus as a Percentage of GDP 1.8 1.9 2.2 25 2.7 3.0 3.5 3.8 4.1 4.4 4.7

Discretionary Spending Equals CBO's Estimates of the Statutory Caps Through 2002
and Grows at the Rate of Inflation Thereafter

Revenues 1,945 2,016 2,096 2,177 2,263 2,361 2,465 2,572 2,686 2,813 2,946
Outlays
Discretionary Spending 603 578 571 585 600 615 630 646 662 679 696
Mandatory Spending® 942 986 1,028 1,088 1,156 1,231 1,282 1,352 1,437 1,524 1,619
Net interest 224 217 204 183 162 139 115 92 77 72 68
Proceeds from investing
excess cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. -2 -16 -41 -70
Total 1,769 1,781 1,802 1,856 1,918 1,985 2,027 2,087 2,161 2,234 2,313
Surplus
On-budget 23 69 112 126 136 151 199 231 258 298 339
Off-budget 153 166 182 195 209 225 239 254 268 281 295
Total 176 235 294 321 345 376 438 485 526 579 633
Memorandum :
Surplus as a Percentage of GDP 1.8 2.3 2.8 2.9 3.0 3.2 3.5 3.7 3.9 4.1 4.3

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

a. After adjustment for advance appropriations.
b. Net of offsetting receipts.
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resources provided in the latest appropriation
action for 2000 is maintained and added to ad-
vance appropriations enacted for 260%hen
such adjustments are made, CBO estimates on-
budget surpluses of $11 billion in 2001 and $838
billion for the 2001-2010 period. Total budget
surpluses, including Social Security, would reach
$177 billion in 2001 and $3.2 kiibn over the
10-year span.

The “freeze” alternativecombines budget au-
thority for discretionary spending enacted for
2000 with the advance appropriations enacted
for 2001. This approach maintains that same
nominal level of resources throughout the 2001-
2010 period. Under the freeze alternative, CBO
projects on-budget surpluses of $22 billion in
2001 and $1.9 trillion over the 10-year period.
Total budget surpluses would rise to $188 billion
in 2001 and $4.2 trillion over the decade.

The “capped” alternativeassumes that discre-
tionary spending equals CBO’s estimates of the
statutory caps through 2002 and grows at the
rate of inflation thereafter. (In 1990, the Budget
Enforcement Act, or BEA, first established limits
on discretionary budget authority and outlays.
Those caps have been revised and extended and
are now in effect through 2002.) Under the as-
sumptions of the capped baseline variation, CBO
estimates on-budget surpluses of $69 billion in
2001 and $1.9 trillion in 2001 through 2010.
Total budget surpluses would climb to $235 bil-
lion in 2001 and $4.2 trillion over the 10-year
projection period.

Depending on the assumption used for discretion-
ary spending, total projected budget surpluses vary by
roughly a trillion dollars over th2001-2010 period.
Over the next five years, assuming that the caps are
met would result in the least discretionary spending—
$2.9 trillion in outlays—compared with $3.1 trillion
and $3.3 trillion when funding is frozen or inflated,
respectively. Over 10 years, discretionary spending
would be about the same under the capped and freeze
baseline approaches (between $6.2 trillion and $6.3

2. Box 1-2 on page 14 describes the treatment of advance ap-
propriations under the inflated and freeze alternatives.

trillion) compared with $7.1 trillion when discretion-
ary spending is assumed to grow with inflation.

CBO presents alternative projections of discre-
tionary spending because recent appropriation action,
which has resulted in large increases in the caps, indi-
cates that those statutory limits are less accurate pre-
dictors of discretionary spending than they were in
earlier years. Because the inflated baseline allocates
the most resources to discretionary spending relative
to the other approaches, it produces the lowest projec-
tions of the surplus. The freeze alternative includes
discretionary spending that is initially higher than the
caps (because the enacted level of spending in 2000 is
higher than the caps for 2001 and 2002). Beginning in
2005, however, budget authority under the freeze
baseline falls below the amounts in the capped ap-
proach (which inflates spending levels once the caps
expire in 2002). Outlays under the freeze baseline
exceed outlays under the capped approach until 2006.
Surpluses also cross over: they are higher under the
capped assumption through 2006, but beginning in
2007, surpluses are higher when discretionary spend-
ing is assumed to be frozen. Over the 10-year period,
projected surpluses under the freeze variation are
nearly identical to those estimated for the capped base-
line.

Irrespective of which assumption about discre-
tionary spending is used, debt held by the public
would fall considerably before 2010. CBO assumes
that a minimum level of debt would remain outstand-
ing, however, because some bonds have long maturi-
ties and the Treasury would continue to issue some
forms of nonmarketable debt—such as savings bonds
—that are held by individuals, state and local govern-
ments, and other parties and that are not traded in the
credit markets. Therefore, some debt would remain in
public hands, even though the budget's projected sur-
pluses would be sufficient to retire it fully. CBO'’s
estimates assume that the government would receive
dividend or interest earnings from investing the cash
portion of the surplus that exceeded the amounts used
to retire debt (see the later discussion on measures of
the federal debt).

The choice of which discretionary spending as-
sumption to incorporate into the baseline may have
particular significance in coming years. Now that the
budgetis in balance, many policymakers have adopted
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the new objective of “saving” the (off-budget) Social
Security surpluses—using them to reduce debt held by
the public. That target does not specify what should
be done with the remaining on-budget surpluses, but it
implies that they could be available each year to fund
changes in policy. If part or all of the on-budget sur-
pluses was used to support policy changes, debt-
service costs would be higher (because outstanding
debt would be higher than the projections had as-
sumed). Thus, if policymakers did not reserve a por-
tion of the projected on-budget surpluses for additional
debt-service costs, they would face on-budget deficits
and, as in the past, return to using part of the projected
Social Security surpluses for purposes other than So-
cial Security.

If lawmakers decided that on-budget surpluses
should be used for spending increases or tax reduc-
tions beginning in 2001, how much money would be
available? Over the 2001-2010 period, those amounts
would total:

0 Underthe inflated variation of the baseline, $706
billion for policy changes and $132 billion for
additional debt service;

o Under the freeze alternative, $1,555 billion for
policy changes and $304 billion for additional
debt service; and

0 Under the capped baseline, $1,533 billion for
policy changes and $385 billion for additional
debt service.

The effects on debt-service costs could vary, however,
depending on when the policy changes were imple-
mented.

Perspectives on Baseline
Projections

Budget projections should not be viewed in isolation.

Changes in policy and in economic and technical fac-
tors affect them and cannot be foreseen with great pre-
cision. Thus, any projection is uncertain. That state-

ment is particularly true as the nation braces for the
upcoming demographic impact of an aging population.
In CBO’s current projections, that impact and the
changes it will bring to the economy and the budget
are largely invisible because they lie just beyond the
10-year projection horizon.

Ideally, baselines provide insight into the conse-
guences of today'’s policies and serve as neutral bench-
marks against which the Congress can consider poten-
tial changes during its annual deliberations on the bud-
get. They are not, however, forecasts of future bud-
getary outcomes. There are no guarantees that the
surpluses projected under any baseline will be real-
ized. Rather, the projections presented in this report
reflect CBO'’s best judgment about the economy’s fu-
ture course and how it and existing policies will affect
federal revenues and spending.

Budgetary Outcomes Differ from
Projections

Budgetary outcomes differ from baseline projections
for two primary reasons. First, projections do not at-
tempt to specify the changes that result from legisla-
tive activity or other shifts in policy. Second, eco-
nomic activity and the effects of technical factors are
difficult to predict accurately and are quite likely to
vary from the assumptions included in the baseline.
(Chapter 5 provides a more extensive discussion of the
potential variability of budgetary outcomes.)

Although any projection must therefore be
viewed with some reservations, longer-term projec-
tions warrant even more caution because they are
more likely than shorter-term estimates to differ from
eventual outcomes. Each year’s projection builds on
the projected level for the previous year. Conse-
guently, the gap between projected and actual out-
comes is likely to grow because differences between
actual outcomes and baseline assumptions that arise
early in the projection period can be amplified over
time (see Figure 1-1). That means that CBO’s esti-
mates of surpluses for 2006 through 2010, which ac-
count for approximately two-thirds of the total sur-
pluses projected for the 2001-2010 period, should be
considered more uncertain than its estimates for 2001
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through 2005. And, as Figure 1-1 illustrates, base-
lines can be either overly optimistic (as in 1987) or
overly pessimistic (as in 1994).

Over the long run, the performance of the econ-
omy can have a profound impact on budgetary out-
comes. The economic assumptions underlying CBO'’s
budget outlook form one possible scenario, but the
economy could perform quite differently. More opti-
mistic or more pessimistic assumptions woulstice
different levels of revenues and outlays than CBO cur-
rently estimates and, as a result, significantly different
surpluses.

Assumptions about current policies, which
CBO'’s projections incorporate, also affect budgetary
outcomes. Recent history indicates that current policy
toward discretionary spending, in particular, may be
changing. Such spending has been subject to statutory
spending limits, or caps, since 1991, and currently, as
noted earlier, limits apply through 2002. Until 1998,
when the budget recorded its first total surplus in al-
most 30 years, the Congress and the President gener-
ally accepted the restraint that the caps provided. But
since then, they have enacted levels for discretionary
spending that have been significantly greater than the
amounts envisioned in the Balanced Budget Act of

1997 (BBA), which specified the most recent set of
caps. (For more about discretionary spending caps,
see Chapter 4.)

In addition to changing economic conditions and
legislated policy changes, other factors can affect esti-
mates of federal revenues and spending. For example,
if a rising stock market encourages more investors to
sell assets and realize capital gains, revenues may be
higher than anticipated. Spending for Medicare, a
substantial component of the budget, can be strongly
affected by general trends in overall health spending,
changes in technology and in the practice of medicine,
federal decisions about the administration of the pro-
gram, and beneficiaries’ use of health services. Spend-
ing in the government’s other major health care pro-
gram, Medicaid, is affected by the same factors but
faces additional influences: as a joint federal/state pro-
gram, spending for Medicaid also depends on states’
decisions about which potentially eligible populations
they will serve and how aggressively they will conduct
outreach activities to bring in eligible beneficiaries. In
contrast, spending for agriculture programs depends
on the weather, both in the United States and abroad,
and on a variety of other factors that may affect the
supply of and demand for agricultural products.

Figure 1-1.
CBO Baseline Projections Compared with Actual Deficits or
Fiscal Years 1987-1992 and 1994-1999
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Allocating the differences between projections
and actual results to specific factors is not an exact
science, and it is difficult to determine exactly why
CBO's projections are sometimes too high or too low.
Table 1-3 compares CBO’s January 1990, 1993, and
1997 baseline projections with actual deficits or sur-

should be kept firmly in mind. Ultimately, legislative
action will determine only a portion of any budgetary
outcome; over the past 10 years, economic and techni-
cal factors have explained much more of the decline in
deficits and the realization of surpluses. And those
factors, which cannot be accurately foreseen and are

pluses. (Those baselines were selected because the largely beyond the control of the Congress and the

Congress and the President enacted major legislation
in those years to reduce the deficit.) The table com-
pares the deficits projected under a selected baseline
with the actual deficits or surpluses and attributes the
differences to changes in legislation, changes in eco-
nomic factors, and other technical changes as deter-
mined by CBO. Once cost estimates are made, CBO
does not reestimate the impact of enacted legislation
because, even after the fact, the budgetary effect is
difficult to identify. Consequently, any additional sav-
ings or costs that may result from policy changes show
up as technical changes, and amounts attributed to
legislation may be under- or overstated.

In the three baselines, the legislative changes
contained in the BEA and the Omnibus Budget Recon-
ciliation Act of 1993 (OBRA-93) made substantial
contributions to lower deficits, but in each case, the
effects that CBO attributed to economic and technical
factors were much greater. The 1991 recession,
growth in Medicare costs, and other technical factors
made deficits worse and more than offset any fiscal
improvements resulting from the BEA. By the time
OBRA-93 was enacted, the economic recovery was
well under way, although none of the baseline projec-
tions made at that time anticipated the recovery’'s
strength. Thus, a review of the 1993-1998 period
shows that changes in economic and technical factors
came together with smaller improvements in the fiscal
situation stemming from OBRA-93 to balance the
budgetin 1998. Yetin 1997, CBO's baseline, as well
as that of the Office of Management and Budget
(OMB), still projected deficits—and in the short run,
the legislative changes contained in the BBA actually
increased them. Changes resulting from economic and
technical factors, however, more than compensated for
those increases over the 1997-1999 time frame.

In sum, baseline projections can never anticipate
all of the factors that will determine eventual budget
surpluses or deficits. They can be a useful benchmark
and help explain fiscal trends, but their limitations
—yparticularly those of longer-term projections—

President, will either reinforce a policy’s objective and
move in the direction that policymakers desire, as they
did in 1993 and 1997, or take the opposite path, as
they did in 1990.

Budgetary Challenges Remain
in the Long Term

Large and growing surpluses, if realized, would help
the country begin to address the longer-term budgetary
pressures associated with an aging population. A
strong and growing economy will ease some of those
pressures. Budget surpluses reduce government bor-
rowing requirements, free up resources for other, po-
tentially more productive uses, and thereby increase
national saving. Saving promotes economic growth,
and growth will make future obligations—both public
and private—easier to meet. CBO'’s projections for
the next 10 years, assuming that the economy per-
forms as projected and policies do not change, show
surpluses that would significantly reduce debt held by
the public and the interest costs associated with bor-
rowing.

But even substantial surpluses over the next sev-
eral years would not eliminate the budgetary tensions
that coming demographic changes and rising health
care costs will bring. The post-World War |l baby-
boom generation will begin leaving the workforce to-
ward the end of CBO'’s current 10-year projection pe-
riod. By 2030, under current policies, spending for
Social Security, Medicare, and Medicaid is expected
to rise by over 75 percent as a share of GDP and will
represent more than two-thirds of federal spending
compared with about 40 percent today. Surpluses—in
addition to their benefits to the economy—expand the
range of options for addressing issues related to the
aging population. If the projected surpluses do not
materialize, the approaching budgetary pressures will
intensify as a result of higher debt-service costs. More
important, if surpluses are realized and are used to pay
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Table 1-3.
CBO's January 1990, 1993, and 1997 Baseline Projections Compared with Actual Deficits
or Surpluses (By fiscal year, in billions of dollars)

Actual CBO Cause of Differences
Deficit (-) Baseline Legislative Economic Technical Total
or Surplus Deficit Changes Changes Changes Difference

January 1990 Baseline

1990 -221 -138 0 1 -84 -83
1991 -270 -138 29 -64 -97 -132
1992 -290 -135 28 -96 -87 -155
1993 -255 -141 73 -92 -95 -114
1994 -203 -130 143 -68 -149 -74
1995 -164 -118 200 -83 -163 -46

Absolute Difference? n.a. n.a. 473 403 676 1,552

Percentage of Total
Absolute Difference n.a. n.a. 30 26 44 100

January 1993 Baseline

1993 -255 -310 -4 0 59 55
1994 -203 -291 20 21 47 88
1995 -164 -284 46 13 61 120
1996 -108 -287 94 40 45 179
1997 -22 -319 139 65 93 297
1998 69 -357 130 127 169 426

Absolute Difference? n.a. n.a. 433 267 474 1,174

Percentage of Total
Absolute Difference n.a. n.a. 37 23 40 100

January 1997 Baseline

1997 -22 -124 2 23 78 102
1998 69 -120 -21 72 137 189
1999 123 -147 -19 131 159 270

Absolute Difference? n.a. n.a. 42 203 296 543

Percentage of Total
Absolute Difference n.a. n.a. 8 38 55 100

SOURCE: Congressional Budget Office.

NOTE: n.a. =not applicable.

a. The absolute difference ignores arithmetic signs and thus indicates the distance between projected and actual values withoutregard to whether
individual projections are overestimates or underestimates.
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down debt, they will enhance the long-run prospects of
the economy and help ease the burden on active work-
ers of supporting larger numbers of retirees.

The Baseline Concept

Budgetary baselines provide the Congress with infor-
mation about what the fiscal future might look like
under a given set of assumptions that includes no
changes in policy. Baselines are intended as a neutral
reference point for measuring what might happen if
policy changed. OMB even cautioned in its first base-
line report, “The current services estimates [OMB’s
baseline] are neither recommended amounts nor esti-
mates as to what the figures . . . will actually turn out
to be.® But because baselines provide a starting place
for annual budget deliberations, they can have a strong
influence on the debate. The same proposal can ap-

pear to increase or decrease spending or revenues de-

pending on the particular baseline used as a bench-
mark.

Over CBO's history, the baseline concept has
evolved. Initially, the President’s budget offered the
only glimpse of future federal revenues and spending,
and its projections reflected the President’s policies.
Since 1976, CBO has provided another viewpoint,
resting its baseline estimates on current policies for
mandatory programs and assuming the continuation of
existing tax laws.

CBO'’s decision to present alternative assump-
tions about discretionary spending for the baseline
projections contained in this report is motivated by its
responsibility to inform the Congress about projected
levels of federal resources and the commitments
against them under current policy. But how should
current policy be characterized, given recent legisla-
tive action? Two issues related to discretionary spend-
ing are involved. The first is whether the baseline
should reflect adjustments for inflation for particular
programs when such adjustments are not specifically
required by law. The second is whether the statutory

3. Office of Management and Budg€tirrent Services Esti-
mates for Fiscal Year 197RNovember 10, 1975), p. 5.

caps on discretionary spending represent current pol-
icy.

Should Projections of Discretionary
Spending Be Adjusted for Inflation?

Among the questions about baseline projections that
CBO and OMB have had to wrestle with over the
years is whether to include adjustments for inflation in
projections of outlays if such adjustments are not ex-
plicitly required by law. The Congressional Budget
Act required CBO and OMB to produce baselines but
did not contain explicit guidance about what assump-
tions those organizations should use to do so. As a
result, CBO and OMB have had to decide how best to
meet the statutory requirement.

Over the years, CBO and OMB have had differ-
ent views about how to produce baselines. Initially,
OMB did not adjust its current-services estimates for
the effects of inflation if no law explicitly required
such adjustment. CBO, in its first baseline report,
provided two scenarios: in one variation of the base-
line, projections of spending were inflated for all pro-
grams; in the other, a “programmatic” approach, pro-
jections attempted to represent the cost of continuing
the programs’ current levels of activity, which some-
times but not always meant preserving real resources
(providing adjustments for inflation) for most discre-
tionary programs. Between 1976 and 1985, both
OMB and CBO published programmatic baselines.

Passage of the Balanced Budget and Emergency
Deficit Control Act of 1985 (the Deficit Control Act)
standardized the approach to projecting spending for
discretionary programs in the baseline. To enforce its
targets for deficit reduction, the act established a pro-
cess called sequestration—uniform, across-the-board
cuts in spending. Calculating the sequestration per-
centage (the percentage of the cut) requires a baseline
projection of what spending would be in the absence of
sequestration. The act specified that the baseline
should project budget authority and outlays for discre-
tionary programs on the basis of the current year's
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enacted spending levelAn amendment to the act in
1987 added the requirement to adjust for inflation.
Between 1985 and 1990, CBO's baseline calculations
for those programs included such adjustments for in-
flation (as did OMB's).

The Budget Enforcement Act introduced caps on
discretionary budget authority and outlays beginning
in 1991. Although there have been exceptions, CBO'’s
baselines since then have generally assumed that dis-
cretionary spending would be constrained by the caps
and grow at the rate of inflation after the caps expired.
(OMB has continued to publish current-services—or
inflated—baselines.) CBO’s projections of discretion-
ary spending after adjusting for inflation have gener-
ally exceeded the caps but not always. (In CBO's
May 1996 projections for discretionary spending, the
1997 level, after adjusting for inflation, was still be-
low the statutory cap.)

Adjusting projections of discretionary spending
for inflation may indicate the future resources needed
to maintain those programs’ current level of services
or activities. But such adjustments do not reflect
better management, technological innovation, or other
potential improvements that might allow the govern-
ment to provide the same level of program services but
expend fewer financial resources in doing so. Further-
more, such projections do not reflect the discretionary
nature of the inflation adjustments. The Congress de-
termines its policy priorities annually and appropriates
funding for them program by program. That process
implies that in the baseline, spending for discretionary
programs should be projected differently from entitle-
ment spending. In the latter programs, laws explicitly
protect benefit levels from erosion by inflation, and
spending is designed to grow to reflectincreases in the
number of beneficiaries, the built-in expansion of ben-
efits, and the greater use of services. Discretionary
programs do not exhibit those features.

4. Those requirements were set forward in section 251 of the
1985 act. The BEA modified that section and renumbered
it as section 257.

5. See the Balanced Budget and Emergency Deficit Control
Reaffirmation Act of 1987 (Public Law 100-119).

Should the Baseline Assume
Compliance with the Statutory
Spending Caps”?

Until recently, CBQO'’s capped baseline reasonably ap-
proximated current policies (see Figure 1-2). Al-
thoughitis impossible to determine what discretionary
spending would have been had the caps not been in
place, the limits appear to have been relatively effec-
tive in constraining such spending.

The caps, however, are not fixed amounts. The
BEA allows the President to increase the caps to ac-
commodate emergency requirements and certain other,
smaller expenditures. Yet beyond requiring that the
Congress and the President each designate appropria-
tions as emergency requirements, the act does not spell
out what an “emergency” constitutes. In 1991, OMB

Figure 1-2.

How Discretionary Spending Compares with
the Statutory Caps and Their Adjustments,
Fiscal Years 1991-2000
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SOURCE: Congressional Budget Office.
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defined an emergency requirement as “a necessary ex-
penditure that is sudden, urgent, and unforeseen, and
is not permanent?” Until recently, most emergency
designations were generally consistent with that defini-
tion.

Between 1991 and 1998, annual adjustments to
the caps on budget authority and outlays averaged $7
billion and $5 billion, respectively, excluding emer-
gency funding related to Desert Storm in 1991 through
1993 (because the United States recovered those
costs). Most of the emergency expenditures were di-
rected toward natural disaster assistance and military
operations in Bosnia and Kosovo. However, recent
experience differs dramatically from that earlier period
(see Box 1-1). In 1999 and in 2000 (to date), annual
adjustments to the cap on budget authority average
$33 billion, and adjustments to the cap on outlays av-
erage $28 billion.

As a result of such adjustments, between 1991
and 1998, actual outlays for discretionary spending
were only 1 percent higher, on average, than the initial
limits contained in the statute. (Actual outlays com-
plied with the caps in those years because the caps
were adjusted upward for additional, emergency
spending.) Beginning in 1999, however, the statutory
caps no longer provided the same level of restraint.
Actual outlays in 1999 and estimated outlays for 2000
average almost 5 percent above the cap levels set by
the Balanced Budget Act. The caps on outlays for
1999 and 2000 have been adjusted upward by $25
billion to $30 billion for emergency and other require-
ments. Largely as a result of such adjustments, CBO
currently estimates that outlays in 2000 will$&03
billion compared with the $564 billion cap specified in
the 1997 act.

6. Office of Management and Budg®eport on the Costs of
Domestic and International Emergencies and on the
Threats Posed by the Kuwaiti Oil Fires as Required by P.L.
102-55(June 1991), p. ii.

7. At the end of the first session of the 106th Congress, CBO
summarized the effects of legislative action, as measured
on the basis of its July 1999 projectionsThe Budget for
Fiscal Year 2000: An End-of-Session SumnfBsgcember
2, 1999). CBO estimated that discretionary outlays in 2000
would total $617 billion. Since then, CBO has lowered
that estimate to reflect several changes: the reclassification
of over $8 billion for emergency farm assistance as manda-

Do the caps reflect current policy? The evidence
is mixed. Caps on discretionary budget authority and
outlays apply through 2002. In both 1999 and 2000,
the Congress and the President have provided signifi-
cantly more funding for discretionary programs than
that specified by the caps in the BBA. Policymakers
have not, however, repealed or completely disregarded
the caps. Instead, their efforts to adhere to the caps
through a variety of measures imply that spending
would have been higher had the caps not been in place.
(See Chapter 4 for a discussion of those measures.)

Shortcomings of Baselines

Like all mechanical approaches to developing baseline
projections, the inflated and freeze variations have
their shortcomings. Both approaches assume that
policymakers will continue whatever discretionary
spending was contained in the most recent appropria-
tion acts, either with or without adjustment for infla-
tion. In addition, those baselines include higher fund-
ing levels than their names might suggest because of
their treatment of advance appropriations (see Box 1-2
on page 14).

The inflated and freeze variations of the baseline
maintain funding for programs that have variable re-
source requirements in 2001 and beyond, even though
that funding may not match a program’s needs. For
example, spending for the decennial census was too
low in last year’s baseline because it reflected the en-

tory spending; the reclassification of pay-date shifts and the
0.38 percent across-the-board rescission contained in the
miscellaneous appropriation act (H.R. 3425) as reductions
in discretionary spending ($5 billion); and technical reesti-
mates to outlays ($2 billion). Under Congressional score-
keeping rules, changes in mandatory spending that are en-
acted through appropriation action are initially counted as
discretionary spending but then are reclassified as manda-
tory spending in the subsequent baseline. Conversely, Pub-
lic Law 106-113, An act making consolidated appropria-
tions for the fiscal year ending September 30, 2000, and for
other purposes (referred to in this report as the Consoli-
dated Appropriations Act), required that the effects of H.R.
3425 be treated initially as mandatory spending, even
though some provisions affected discretionary spending.
Those changes have been reclassified as discretionary
spending in the January 2000 baseline.
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Box 1-1.
Changes in Emergency Spending

Under the Budget Enforcement Act of 1990 (BEA),

new spending designated by the President and the

Congress as an emergency is effectively exempt from
the BEA's limits, or caps, on discretionary spending
and from pay-as-you-go requirements for mandatory

programs and revenues. Nearly all emergency spend-

ing is provided in annual appropriation acts; once the

spending has been enacted, the caps are adjusted up-
ward by the same amount. In designating emergency

appropriations under the BEA, lawmakers are not
bound by any statutory definition and thus may desig-
nate emergency funds for any purpose. Until recently,

the Congress and the President used the emergency

designation mainly to provide relatively modest sup-
plemental appropriations for unforeseen or unpredict-

able events, such as natural disasters or international

crises.

The emergency spending enacted for 1999 and

for 2000 is unprecedented, which suggests a change

in the practices relating to those funds. Excluding ap-
propriations of about $50 billion for the Persian Gulf
War in 1991 and 1992 (which were completely offset
by foreign contributions), appropriations of emer-
gency budget authority from 1991 to 1998 ranged
from about $1 billion in 1991 to $14 billion in 1994;

Emergency Spending, Fiscal Years 1991-2000

0 Billions of Dollars of Budget Authority

. Supplemental Appropriations D Regular Appropriations

1991

1993 1995 1997 1999

SOURCE: Congressional Budget Office.

NOTE: Excludes Desert Storm/Desert Shield and related
funding.

they averaged just over $7 billion annually (see th
figure). For 1999 and 2000, however, lawmakers prg
vided over $30 billion in emergency appropriations
each year—more than four times the annual averag
for the previous eight years.
change in practice is the scarcity of offsetting funds i
1999 and 2000. For certain years in the 1991-199
period, lawmakers partially or entirely offset emer-
gency appropriations with rescissions of other discrg
tionary funding. Most of the emergency spending
enacted for 1999 and 2000 was not offset.

At least two factors indicate that larger
amounts of emergency spending are becoming mo
routine. First, most of the emergency spending fo
1999 and 2000 was part of the regular appropriatio
acts for those years and not provided in supplement
appropriations, as in years past. That fact suggeq
that increasingly, emergency appropriations are bein
used as part of the regular appropriation process
help meet overall spending priorities—instead of td
respond to sudden, urgent, and unforeseen events 0
side of that process.

Second, the Congress and the President pr
vided emergency funds in 1999 and 2000 for a wid
range of purposes aactivities that had not been
deemed emergencies in the past or that, comparg

with earlier years, had not received substantial inf

creases in funding in thi®erm of emergency spend-
ing. Examples of those purposes include funding fo|
assistance payments to farmers, defense operatio
and maintenance, missile defense, defense health p
grams, Year 2000 computer conversions, the dece
nial census, children and family services programg
and management and administration of certain fed
eral agencies. (Inthe case of agricultural income suj
port, emergency appropriations in 1999 and 2000 prd
vided payments to farmers to help offset the reductio
in their incomes caused by low prides crops. Un-
der policies in effect before 1996, low prices would
have automatically triggered somewhat larger pay
ments, and emergency appropriations might hay
been deemed unnecessary.)

Also suggestive of I

\1%4

e

A
]

D

pd

—

D




CHAPTER ONE

THE BUDGET OUTLOOK 13

acted level for 1999; yet it is too high in the inflated
and freeze variations of this year's baseline because
those projections continue resources (at either an in-
flated or frozen level) that have been provided in 2000
to conduct the census. Another example is funding for

Recent Changes to the
Budget Outlook

natural disasters. The Congress and the President ynger all three variations of CBO’s baseline, the cur-

have provided varying amounts of emergency funding
each year since 1990 to help those affected by major
hurricanes, floods, tornadoes, and other devastating
events. Both the inflated and the freeze variations of
the baseline assume that the current year’'s funding
will be repeated, even though that amount may be sub-
stantially too high or too low, depending on the num-
ber and severity of future disasters. A last example is
the “one-time” funding of $1.8 billion in budget au-
thority to implement the Wye River peace accords for
the Middle East. The baseline assumes that the $1.8
billion will be needed every year. The conduct of the
nation’s foreign policy could require more or less
funding for new international agreements in future
years, but the inflated and freeze approaches merely
continue the level of funding that has been appropri-
ated.

Other characteristics keep the inflated and freeze
baseline variations from being ideal approaches. On
the one hand, the inflated version imparts aitlent
ment-like quality to discretionary spending. That
baseline implicitly commits future resources to main-
tain the real level of discretionary spending, even
though there is no explicit statutory basis for such ear-
marking. In addition, adjusting discretionary amounts
for inflation implies real growth in resources when
improvements in productivity might allow agencies to
deliver the same program level at a lower cost.

Onthe other hand, the freeze baseline ignores the
effects of pay raises and inflation, costs that may
erode the amount of services or programs that the gov-
ernment can deliver. (Greater efficiency in delivering
services and innovation on the part of program admin-
istrators could, however, help to offset some of that
erosion.) By assuming that funding will remain frozen
at the current nominal level, this approach reduces the
resources available to programs relative to the current
year, and that effectis compounded over the projection
period.

rent budget outlook is more favorable than the one
CBO presented in July 1999. The budget recorded a
total surplus of $124 billion for 1999, which was $4
billion more than the surplus CBO projected in July,
and it reached on-budget balance. (The on-budget
surplus for 1999 was $704 million.) Another favor-
able change in the current outlook is that the projected
total surplus is greater over the next 10 years com-
pared with the July projections. For 2000, CBO esti-
mates a total surplus of $176 billion—a $15 billion
jump in the amount it projected six months ago. Pro-
jections of the total surplus in 2009 range from $444
billion to $628 billion, compared wit413 billion
projected last July, and projections of the on-budget
surplus range from $162 billion to $346 billion, com-
pared with $178 billion last summer. (The range of
estimates for the surplus reflects different paths for
discretionary spending.)

CBO attributes the changes in its projections to
three factors: recently enacted legislation, changes in
the overall economic outlook, and other, technical fac-
tors that affect the budget. Since July, the Congress
has enacted several pieces of legislation that have had
a significant impact on the budget. Overall, that legis-
lative action has reduced surpluses in future years,
although changes in the economic outlook as well as
changes resulting from technical factors (particularly
with regard to spending for Medicare) will more than
offset that effect (see Table 1-4 on page 16).

Recent Legislation

Of all recent legislation, appropriation action had the
greatest impact by far on the budget outlook for 2000.
The Congress and the President enacted eight regular
appropriation bills and the Consolidated Appropria-
tions Act. That act contains the regular appropria-
tions for the District of Columbia and incorporates by
reference four other regular appropriation bills. It also
includes the miscellaneous appropriation act, which
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Box 1-2.
How Advance Appropriations Affect CBO's Baseline Projections

The Congress and the President have already provided
some discretionary budget authority for 2001 and 2002 in
the form of advance appropriations. How does the Con-
gressional Budget Office (CBO) treat those appropria-
tions in its projections of baseline budget authority for
future years? The capped version of the baseline assumes
that the statutory limits encompass all appropriations
—advance and otherwise—for 2001 and 2002. In the
case of CBO’s inflated and freeze baseline variations, the
answer to that question is more complicated.

When policymakers provide advance appropria-
tions for future years, CBO’s projections include that
funding—without adjustments for inflation—in those
particular years. For subsequent years, CBO projects the
last year's advance funding, either with adjustments for
inflation (under the inflated baseline variation) or at the
last year's level (under the freeze alternative). For exam-
ple, the Corporation for Public Broadcasting (CPB) has
already received an appropriation of $350 million for
2002, and the inflated and freeze baselines both show
budget authority of that amount in that year. After 2002,
the freeze variation includes $350 million annually
through 2010, whereas the inflated baseline incorporates
adjustments for inflation.

Lawmakers have provided some programs with
both regular appropriations for fiscal year 2000 and ad-
vance appropriations for 2001. Many of the programs that
received both kinds of appropriations were in the educa-
tion category. Their appropriations for 2000 become
available late in the fiscal year and are intended to provide
funding from July 2000 through September 2001—thus
meshing with the typical academic year. In the case of
those programs, the advance appropriations for 2001 are
not routine advances, like the ones provided every year for
the CPB. Rather, they represent delayed funding of
amounts that would ordinarily have been provided in 2000
(for the July 2000-September 2001 period) but instead
were shifted into 2001 so that the caps on discretionary
budget authority for fiscal year 2000 would not be ex-
ceeded. For example, for special education programs,
which received budget authority $6.3 bllion in 1999,
lawmakers appropriated only $2.3 billion for 2000 (see the
table below). But funding for the programs actually in-
creased—to $6.1 billion—for the July 2000-September
2001 period because they also received an advance appro-
priation of $3.7 billion for 2001, which will be available
for obligation on October 1, 2000. Thus, although the
budget authority for those programs was split between two
federal fiscal years, the programs will still operate in their
usual fashion, and the unusual timing of the appropria-
tions will not affect their outlays.

Budget Authority and Outlays for Regular and Advance Appropriations
for Special Education Programs (In billions of dollars)

CBO Baseline
Actual Estimated Projectiond
1998 1999 2000 2001 2002
Regular Appropriations
Budget authority 4.8 5.3 2.3 2.3 2.4
Outlays 3.7 4.4 5.2 5.6 25
Advance Appropriations
Budget authority 0 0 0 3.7 3.8
Outlays _0 _0 _0 0.2 3.6
Total Appropriations
Budget authority 4.8 5.3 2.3 6.1 6.2
Outlays 3.7 4.4 5.2 5.8 6.1

SOURCE: Congressional Budget Office.

a. Assuming discretionary budget authority grows at the rate of inflation.
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Box 1-2.
Continued

What do CBO'’s baseline projections for such pro- previous level of funding. By incorporating projections o
grams look like? They consist of two components. CBO  both the advance and regular appropriations, the inflatgd
first projects the programs’ appropriation for 2000 into and freeze versions of the baseline assume sufficient fupd-
subsequent years, with or without adjustments for infla-  ing for the years after 2000 to continue the programs fat
tion (depending on the discretionary spending assump- their full 2000 level (in real or nominal terms, respect
tion). It then adds the advance appropriation for 2001  tively). However, because budget authority for 2000 wgs
(and corresponding amounts for future years, with or artificially depressed by the use of advance appropriations,
without adjustments for inflation) to the projection of the discretionary budget authority under both baseline ap-

2000 appropriation. proaches is higher in subsequent years than a simple gro-
jection of budget authority for 2000—inflated or frozer
The advance appropriations for special education and —would produce. That increase amounts to more thgn

other similar programs effectively reduce budget authority ~ $14 billion for both baseline variations (see the table bg-
for 2000 while increasing or maintaining the program’s low).

Budget Authority and Outlays for Regular and Advance Appropriations
Under Alternative Versions of the Baseline (In billions of dollars)

CBO Baseline
Actual Estimated Projections
1998 1999 2000 2001 2002
Budget Authority Grows at the Rate of Inflation
Regular Appropriations
Budget authority 28.7 31.2 195 25.0 26.8
Outlays 22.8 26.2 311 28.1 23.4
Advance Appropriations
Budget authority 0 0.3 0 14.6 14.9
Outlays 0 0 0 5.4 132
Total Appropriations
Budget authority 28.7 315 195 39.7 41.7
Outlays 22.8 26.2 311 335 36.6
Budget Authority Is Frozen After 2001
Regular Appropriations
Budget authority 28.7 31.2 195 19.7 19.7
Outlays 22.8 26.2 311 28.0 23.2
Advance Appropriations
Budget authority 0 0.3 0 14.6 14.6
Outlays 0 0 0 5.4 131
Total Appropriations
Budget authority 28.7 315 195 34.3 34.3
Outlays 22.8 26.2 311 334 36.3

SOURCE: Congressional Budget Office.

NOTE: The table covers only programs that received advance appropriations for 2001 but did not receive them for 2000.
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Table 1-4.
Changes in the Capped Baseline Surplus Since July 1999 (By fiscal year, in billions of dollars)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

July Capped Baseline Surplus® 161 193 246 247 266 286 334 364 385 413

Legislative Changes

Revenues 3 -6 -8 -2 -2 -1 -1 * * *
Outlays
Discretionary 25 5 2 2 2 2 2 2 2 2
Mandatory
Medicare 1 5 4 3 2 2 2 2 2 2
Commodity Credit Corporation 8 * * * * * * * * *
Debt service 1 2 3 4 4 5 5 6 6 7
Other =2 =8 = 1 1 2 2 A 2 =2
Subtotal, outlays 33 11 9 8 7 7 8 8 9 9
Total Impact on the Surplus -30 -17 -18 -10 -9 -8 -8 -9 -9 -10
Economic Changes
Revenues 23 41 52 54 53 53 54 56 60 65
Outlays
Discretionary 0 0 0 0 0 0 0 0 0 0
Mandatory
Medicare -2 -2 -2 -2 -3 -3 -4 -5 -5 -5
Net interest (Rate effects) 1 7 12 11 8 6 5 3 2 1
Debt service -1 -3 -5 -8 -11 -14 -18 -22 -26 -31
Other -1 =2 =2 =2 =2 -2 -2 -1 -1 -1
Subtotal, outlays -2 1 3 -1 -8 -13 -19 -24 -30 -36
Total Impact on the Surplus 25 40 49 55 61 66 74 80 89 101
Technical Changes
Revenues 14 12 8 9 13 14 15 16 18 22
Outlays
Discretionary -2 -2 * * * * * * * *
Mandatory
Medicare -5 -7 -8 -10 -10 -12 -15 -20 -25 -29
Commodity Credit Corporation 4 4 5 5 4 2 1 1 * *
Universal Service Fund -1 -3 -8 -8 -3 -2 -2 -2 -2 -2
Debt service -1 -3 -4 -5 -7 -8 -10 -13 -16 -19
Other = 3 6 -1 _2 _2 _3 _ -1 -1
Subtotal, outlays -6 -7 -8 -20 -14 -19 -23 -34 -43 -51
Total Impact on the Surplus 20 19 16 28 27 33 38 50 61 74
All Changes
Revenues 40 46 51 60 64 66 69 71 77 88
Outlays 25 4 4 -13 -5 24 -35 -50 -64 -78
Total Impact on the Surplus 15 42 a7 73 79 90 104 121 141 166
January Capped Variation Surplus 176 235 294 321 345 376 438 485 526 579

SOURCE: Congressional Budget Office.
NOTE: * = less than $500 million.

a. Assumes that discretionary spending equals CBO's estimates of the statutory caps on such spending through 2002 and grows at the rate of
inflation thereafter.




CHAPTER ONE

THE BUDGET OUTLOOK 17

provides funds for disastassistance and international
debt relief, plus a number of measures intended to off-
set the cost of discretionary spending. In total, CBO
estimates that outlays from appropriations for 2000
will be $25 billion higher than the level implied by the
caps as estimated last July. Approximately $20 bil-
lion of the hike in outlays is attributable to spending
that was designated as emergency requirements. Fund-
ing that received an emergency designation included
selected amounts to address natural disasters, more
than $4 billion for the decennial census, nearly $5 bil-
lion for expenditures related to defense operations and
maintenance, and $2 billion for general administrative
expenses of the Department of Health and Human Ser-
vices and the Low Income Home Energy Assistance
Programt

The Consolidated Appropriations Act also en-
acted four other bills by reference. CBO estimates
that one of them—H.R. 3426, the Medicare, Medic-
aid, and SCHIP Balanced Budget Refinement Act of
1999—will reduce the budget surplus by $27 billion
between 2000 and 2009, mostly by increasing Medi-
care costs.

Other legislation affected projected revenues.
Most notably, the Joint Committee on Taxation esti-
mates that the Ticket to Work and Work Incentives
Improvement Act will lower revenues by a total of $18
billion between 2000 and 2009. In 2000, however,
revenues are projected to increase by $3 billion,
largely as the result of a provision that shifts a $3.8
billion payment from the Federal Reserve System from
2001 to 2000. (Owing to that provision, revenues in
2001 will be lower by a comparable amount.)

Compared with CBO’s July projections, out-
standing debt will decline as a result of overall in-
creases in the surplus, but it does not fall as much as it
would have in the absence of the legislation enacted in
the past six months. CBO estimates that those
changes will lead to debt-service costs that, based on

8. Discretionary appropriation action for 2000 provided $8.7
billion in budget authority (resulting in an estimated $8.3
billion in outlays in 2000) to the Commaodity Credit Corpo-
ration (CCC) for additional assistance to farmers. How-
ever, because the budget classifies outlays of the CCC as
mandatory, those additional payments are shown under
changes to mandatory spending in Table 1-4.

the July projections, are $43 billion higher from 2000
through 2009.

Economic Changes

Since July, CBO has revised its economic assump-
tions. (For a more extensive discussion of the eco-
nomic outlook, see Chapter 2.) The changes represent
CBO'’s best judgment about the path of the economy,
which includes improved productivity tempered by
tight labor markets and slightincreases in inflation and
interest rates.

The most significant change is CBO’s upward
revision of its projections of economic growth to re-
flect the performance of the economy in recent months
and to incorporate recent revisions in the national in-
come and product accounts. On a fiscal year basis,
CBO now projects that GDP will grow by 5.1 percent
in 2000 and4.7 percent in 2001, compared with last
July’s projections of 4.6 percent and 4.2 percent. For
2002 through 2009, the rate of growth of GDP aver-
ages 0.2 percentage points higher than the rate noted
in July’s estimates. As a result, current projections of
revenues, which reflect anticipated improvements in
incomes, are more than $500 billion higher over the
2000-2009 period than the amount CBO projected last
July. (Chapter 3 provides the outlook for revenues.)

Medicare’s payment rates for many services are
adjusted each year to reflect changes in wages and
other price indexes. As a result of lower rates of
growth in those factors, Medicare spending is pro-
jected to be $2 billion lower in 2000 than CBO esti-
mated last summer. By 2007, those economic changes
will reach $5 billion per year; over the 2000-2009 pe-
riod, they total $33 billion.

CBO projects that interest rates in 2001 and
2002 will be approximately 1 percentage point higher
than previously forecast. After 2002, interest rates are
projected to climb by at least 30 basis points (a basis
point is a hundredth of a percentage point). Such
changes boost anticipated interest costs by $7 billion
in 2001, $12 billion in 2002, $11 billion in 2003, and
smaller amounts thereafter. In contrast, savings in
debt-service costs, resulting mainly from CBO’s
higher projections of revenues, add as much as $31
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billion a year to the surplus by 2009. Compared with
CBO's previous projections, the changes in economic
assumptions reduce overall interest costs by $81 bil-
lion over the 2000-2009 period.

Technical Reestimates

Technical revisions are defined as any changes that are
not ascribed to new legislation or to changes in the
macroeconomic forecast. Technical changes could be
economic in nature but are not tied to CBO’s eco-
nomic forecast—examples are spending for farm price
supports and realizations of capital gains from selling
assets. A variety of other factors could also produce
technical changes, such as revised assumptions about
the number of people who will qualify to receive vari-
ous benefits, different estimates of the level of benefits
they will use, and adjustments to the rate at which dis-
cretionary programs will spend their budget authority.

Overall, changes resulting from technical factors
swell projected surpluses by $366 billion over the
2000-2009 period. Downward revisions to spending
for Medicare account for $141 billion, or nearly 40
percent, of that total.

Revenues The technical revisions CBO has made to
its projections of revenues for the 2001-2010 period
vary from year to year, but for most years, they range
from $10 billion to $20 billion. Overall, technical
reestimates represent 20 percent of CBO’s projected
increases in revenues. The annual amount of the
reestimates starts at $14 billion in 2000, drops to be-
low $10 hllion in 2002 and 2003, and then steadily
rises to $22 billion by 2009.

The dip in 2002 and 2003 reflects lower receipts
for the Universal Service Fund, which have an offset-
ting effect on outlays. That program subsidizes the
cost of telecommunications services in high-cost re-
gions of the country for low-income customers,
schools, libraries, and certain health care providers.
The program is financed through federal charges on
telephone bills, which are recorded in the budget as
revenues. Technical changes to projections of the
fund’'s receipts reflect a delay in the implementation of
a part of the program that will eventually subsidize the

cost of services in rural high-cost areas. That change
is expected to reduce revenues and spending by equiv-
alent amounts—about $32 billion over the 2000-2009
period.

With the exception of the changes to the Univer-
sal Service Fund that affect projections for 2002 and
2003, the technical changes to revenues are relatively
stable. In the early years of the projection period,
those changes largely reflect increased realizations of
capital gains arising from the continued strength of the
stock market. That effect, however, gradually wanes
and is replaced in later years by another: higher re-
ceipts from social insurance and individual income
taxes other than those related to capital gains.

Medicare. Technical changes in CBO’s Medicare
projections reduce anticipated spending by $5 billion
in 2000. The size of those reductions grows steadily
each year; in 2009, they lower estimated outlays by
$29 billion. The changes reflect continuing modera-
tion in the annual rate of growth of Medicare spend-
ing, which analysts attribute to smaller increases than
in past years in the use of medical services and better
compliance by hospitals and other health service pro-
viders with Medicare payment rules.

The Supplementary Medical Insurance (SMI)
program—also known as Part B of Medicare—is fi-
nanced partly by voluntary premiums paid by benefi-
ciaries (25 percent of projected expenses) and partly
by the government’s general fund (75 percent of pro-
gram costs). CBO's current projections assume that
SMI costs will grow more slowly than previously esti-
mated. Because premium income is tied to costs, SMI
revenues will not grow as much in the future as CBO
had expected last July.

Commodity Credit Corporation. CBO has revised

its projections of CCC spending sharply upward to
reflect low prices for agricultural products in the
United States and abroad. Those low prices in turn
affect assistance payments to farmers. CBO estimates
that for the next few years, such payments will remain
higher than previously projected. Eventually, how-
ever, CBO expects commaodity prices to recover and
payments to return to the levels that CBO projected
last July.
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The Outlook for
Federal Debt

Measures of federal debt are meant to tally the accu-
mulated past obligations of the government—what the
government owes. Yet the two primary measures
present vastly different perspectives on the magnitude
of such obligations and what they might be like in the
future, given the outlook for the budget.

Debt held by the public—the most economically
meaningful measure of previous obligations—is the
net amount of money that the federal government has
borrowed to finance all of the deficits accumulated
over the nation’s history, less any surpluses, as well as
other, considerably smaller financing needs. At the
end of 1999, debt held by the public totaled $3.6 tril-
lion—3$88 billion less than at the end of the previous
year and $138 billion less than at its 1997 peak. Un-
der all three variations of the baseline, CBO projects
that debt held by the public will decline.

Gross federal debt—and a similar measure, debt
subject to limit—counts debt issued to government
accounts as well as debt held by the public. Debt is-
sued to government accounts does not flow through
the credit markets; such transactions are intragovern-
mental and have little or no effect on the economy.
Under all three baseline variations, both gross federal
debt and debt subject to limit are rising by 2009.

Debt Held by the Public

To cover the difference between revenues and expendi-
tures, the Department of the Treasury raises money by
selling securities to the public. Between 1969 and
1997, the Treasury sold ever-increasing amounts of
those securities to finance continuing deficits, thus
causing debt held by the public to climb from year to
year. CBO's current baseline paths now point toward
a different outcome. If the projected surpluses materi-
alize, debt held by the public will decline substantially
from today's level of $3.6 trillion (see Table 1-5).

Indeed, CBO estimates that under all three ver-
sions of its baseline, debt held by the public that is

available for redemption could be retired »§09.
“Available” is the key word: some portion of the out-
standing debt will remain in public hands because
many 30-year bonds are not slated to mature until af-
ter 2010. The Treasury has announced that it plans to
begin repurchasing some outstanding debt in 2000;
however, it is unlikely that over time, all holders of
30-year bonds (or even a significant portion of them)
will choose to sell their securities at prices that the
government would be willing to pay. Furthermore,
unless the government discontinues the Treasury’s
programs for savings bonds and state and local gov-
ernment securities, those forms of debt will continue to
be issued and will remain outstanding at the end of the
projection period.

Under each of the discretionary spending varia-
tions of CBO’s baseline, the Treasury would have suf-
ficient cash on hand sometime between 2007 and 2009
to retire all debt held by the public. For the reasons
given above, it could not devote all of those funds to
that purpose. Under such circumstances, it might be
more plausible to assume that the Congress and the
President would decide to cut taxes and increase
spending to dissipate any surplus cash that either was
not needed to pay for the government’s activities and
services or that remained after all available debt had
been redeemed. However, because CBO makes no
assumptions about future policy actions, its projec-
tions simply assume that the Treasury will invest all
excess cash at a rate of return equal to the average
rate projected for Treasury bills and notes.

Why Debt Held by the Public Does Not Decline by

the Amount of the Surplus In most years, what the
Treasury borrows closely reflects the total deficit or
surplus. However, a number of factors broadly la-
beled "other means of financing" also affect the gov-
ernment's need to borrow money from the public.
Those factors include reductions (or increases) in the
government's normal cash balances needed for day-to-
day operations, seigniorage, and other, miscellaneous
changes. The largest of those other borrowing needs
reflects the capitalization of financing accounts used
for credit programs. Direct student loans, rural hous-
ing programs, loans by the Small Business Adminis-
tration, and other credit programs require the govern-
ment to disburse money up front on the promise of
repayment at a later date. Those up-front outlays are
not counted in the budget, which reflects only the esti-



20 THE BUDGET AND ECONOMIC OUTLOOK: FISCAL YEARS 2001-2010 January 2000

Table 1-5.
CBO Projections of Federal Debt at the End of the Year Under Alternative Versions of the Baseline
(By fiscal year, in billions of dollars)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Discretionary Spending Grows at the Rate of Inflation After 2000 a

Debt Held by the Public 3,633 3,455 3,292 3,097 2,884 2651 2394 2,080 1,721 1,330 1,016 941
Debt Held by Government Accounts
Social Security 855 1,009 1,175 1,358 1,554 1,763 1,988 2,227 2,481 2,749 3,030 3,325
Other government accounts® 1,118 1,201 1,282 1,367 1450 1530 1609 1696 1,783 1867 1,951 2,035
Subtotal 1,973 2,210 2,458 2,725 3,004 3,293 3,597 3,923 4,264 4,616 4,981 5,360
Gross Federal Debt 5,606 5,665 5,750 5,822 5,888 5944 5991 6,003 5984 50946 5,997 6,300
Debt Subject to Limit° 5,568 5,627 5,712 5,784 5851 5908 5955 5967 5,949 5911 5963 6,267
Accumulated Excess Cash Greater Than
Debt Available for Redemption n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 122 528
Memorandum :
Debt Held by the Public as a
Percentage of GDP 39.9 36.1 328 295 263 232 20.1 16.7 13.2 9.8 7.2 6.3

Discretionary Spending Is Frozen at the Level Enacted for 2000  *

Debt Held by the Public 3,633 3,455 3,281 3,062 2,805 2506 2,162 1,739 1,249 1,078 1,016 941
Debt Held by Government Accounts
Social Security 855 1,009 1,175 1,358 1,554 1,763 1,988 2,227 2,481 2,749 3,030 3,325
Other government accounts® 1,118 1,201 1,282 1,367 1450 1530 1609 1696 1,783 1867 1,951 2,035
Subtotal 1,973 2,210 2,458 2,725 3,004 3,293 3,597 3,923 4,264 4,616 4,981 5,360
Gross Federal Debt 5,606 5,665 5,739 5,787 5,809 5,799 5,759 5,662 5512 5,693 5,997 6,300
Debt Subject to Limit° 5,568 5,627 5,701 5,750 5,772 5,762 5,723 5,627 5,478 5,659 5963 6,267
Accumulated Excess Cash Greater Than
Debt Available for Redemption n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 377 935 1,555
Memorandum :
Debt Held by the Public as a
Percentage of GDP 39.9 36.1 32.7 292 256 219 18.1 14.0 9.6 7.9 7.2 6.3

Discretionary Spending Equals CBO's Estimates of the Statutory Caps Through 2002
and Grows at the Rate of Inflation Thereafter

Debt Held by the Public 3,633 3,455 3,234 2,954 2647 2,314 1949 1522 1,142 1,078 1,016 941
Debt Held by Government Accounts
Social Security 855 1,009 1,175 1,358 1,554 1,763 1,988 2,227 2,481 2,749 3,030 3,325
Other government accounts® 1,118 1,201 1,282 1,367 1450 1530 1609 1696 1,783 1867 1,951 2,035
Subtotal 1,973 2,210 2,458 2,725 3,004 3,293 3,597 3,923 4,264 4,616 4,981 5,360
Gross Federal Debt 5,606 5,665 5,692 5,679 5,651 5608 5546 5445 5406 5,693 5,997 6,300
Debt Subject to Limit° 5,568 5,627 5,654 5,641 5,614 5571 5510 5,410 5,371 5,659 5,963 6,267
Accumulated Excess Cash Greater Than
Debt Available for Redemption n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 96 549 1,058 1,608
Memorandum :
Debt Held by the Public as a
Percentage of GDP 39.9 36.1 32.2 281 242 203 16.3 12.2 8.8 7.9 7.2 6.3

SOURCE: Congressional Budget Office.

NOTE: n.a. = not applicable.

a. After adjustment for advance appropriations.

b. Mainly Civil Service Retirement, Military Retirement, Medicare, unemployment insurance, and the Airport and Airway Trust Fund.

c. Differs from the gross federal debt primarily because most debt issued by agencies other than the Treasury is excluded from the debt limit
(currently, $5,950 billion).
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mated subsidy costs of such programs. Because the Figure 1-3.

amount of the loans being disbursed is larger than the
repayments and interest flowing back into the financ-
ing accounts, the government's annual borrowing
needs are $7 billion to $14 billion higher than the bud-
get surplus would indicate.

In 1999, the Treasury ended the fiscal year with
an unusually large cash balance for operations. Nor-
mally, the Treasury tries to end the year with between
$40 billion and $50 billion in cash, but on September
30, the balance totaled $56.5 billion. The unneeded
portion of the cash balance will be used to reduce debt
held by the public during fiscal year 2000.

Toward the end of the projection period, public
debt is projected to decline by less than the amount of
the surplus (adjusted for other means of financing,
such as seigniorage). CBO assumes that by that time,
proceeds from excess cash will help to increase the
surplus but excess cash (by definition) will not con-
tribute to reductions in debt. For example, under the
inflated version of the baseline, the surplus in 2010 is
projected to be $489 billion. Of that total, approxi-
mately $75 billion may be used to redeem available
debt, another $8 billion would be consumed by other
means of financing, and the remaining $406 billion
would represent excess cash.

Debt Held by the Public as a Percentage of GDP
As a share of GDP, debt held by the public reached a

Debt Held by the Public as a Share of GDP
(By fiscal year)

Percentage of GDP
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SOURCE: Congressional Budget Office.

Gross Federal Debt

In addition to selling securities to the public, the Trea-
sury has issued nearly $2 trillion in securities to vari-
ous government accounts (mostly trust funds). The
largest balances are in the Social Security trust funds
($855 billion at the end of 1999) and the retirement
funds for federal civilian employees ($492 billion).
The total holdings of government accounts grow ap-
proximately in step with projected trust fund sur-

plateau in the 1990s and held steady at about 50 per- Pluses. The funds redeem securities when they need to

cent from 1993 through 1995 (see Figure 1-3). Since
then, it has fallen to 40 percent of GDP. By 2004,
under all three of CBO’s baseline variations, that
share will plunge below its post-World War Il nadir of
24 percent (achieved in 1974).

Overtime, the nation’s shrinking debt will gener-
ate considerable savings in the government’s interest
payments. Reducing debt in the near term can sub-
stantially decrease interest payments in the future. In
fact, by 2005, net interest spending is projected to
drop to between 1.2 percent and 1.3 percent of GDP
—as a share of the economy, half as large as it was in
1999.

pay benefits; in the meantime, the government both
pays and collects interest on those securities.

Investments by trust funds and other government
accounts are handled within the Treasury, and the pur-
chases and sales (with very rare exceptions) do not
flow through the credit markets. Similarly, interest on
those securities is simply an intragovernmental trans-
fer: itis paid by one part of the government to another
part and does not affect the total deficit or surplus.
Thus, participants in financial markets view trust fund
holdings as a bookkeeping entry—an intragovern-
mental IOU. Nevertheless, those holdings indicate a
commitment by the governmentto use future resources
for the trust fund programs, although the amount of
the holdings may eventually be insufficient to sustain
the programs’ benefits at the levels defined under cur-
rent law.
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Debt Subject to Limit

The Congress sets a limit on the Treasury's authority
to issue debt. That ceiling—which currently stands at
$5.95 trillion—applies to securities issued to federal
trust funds as well as those sold to the public. Debt
subject to limit is practically identical to gross federal
debt and is widely cited as the measure of the govern-
ment's indebtedness. (The minor differences between
the two arise chiefly because securities issued by agen-
cies other than the Treasury, such as the Tennessee
Valley Authority, are exempt from the debt limit.)

Taken as a whole, under all three variations of
CBO'’s baseline, the balances in trust funds and in
other government accounts that hold Treasury securi-
ties will continue to swell as long as the tdiatiget
records surpluses. As a result, debt subject to limit
will continue to grow from its level of $5.6 trillion at
the end of 1999, and all of CBO'’s baseline variations
eventually show debt reaching itsiloey within the
projection period. When discretionary spending is
adjusted for inflation, debt subject to limit reaches the
statutory limit in 2005; under both the freeze and the
capped approaches, the limit would be reached in
20009.

Federal Funds and
Trust Funds

The budget comprises two groups of funds: trust
funds and federal funds. Trust funds are those pro-
grams so labeled in legislation; federal funds include
all other transactions with the public. Over 60 percent
of federal spending is derived from federal funds.

There are more than 150 federal government
trust funds, although fewer than a dozen account for
the vast share of trust fund dollars. Among the largest
are the two Social Security trust funds (the Old-Age
and Survivors Insurance and Disability Insurance
funds), and those dedicated to Civil Service Retire-
ment, Medicare Hospital Insurance (Part A), and Mili-
tary Retirement. Trust funds have no particular eco-
nomic significance; they function primarily as ac-
counting mechanisms to track receipts and spending

for programs that have specific taxes or other reve-
nues earmarked for their use.

When a trust fund receives payroll taxes or other
income that is not currently needed to pay benefits, the
excess is loaned to the Treasury. If the rest of the
budgetis in deficit, the Treasury borrows less from the
public than would otherwise be required to finance
current operations. If the rest of the budget is in bal-
ance or in surplus, the Treasury uses the cash from
trust fund programs to retire outstanding debt owed to
the public.

The process is reversed when the time comes for
atrust fund to draw down its reserves to pay expenses.
To repay what it has borrowed (with interest) from the
trust fund, the federal government must raise the cash
by boosting taxes, reducing other spending, borrowing
more from the public, or (if the total budget is in sur-
plus) retiring less debt.

Including the cash receipts and expenditures of
trust funds in the budget totals with other federal pro-
grams is vital to assess the effect of federal activities
on the Treasury's need to borrow from the public.
CBO, OMB, and other fiscal analysts therefore focus
on the total surplus or deficit because it is an overall
measure of the federal government's cash opera-
tions—which include trust fund programs.

In 2000, the total surplus is estimated to be $176
billion, which can be divided into a federal funds defi-
cit of $60 billion and a combined trust fund surplus of
$236 billion (see Table 1-6). That division of the total
surplus is somewhat misleading, however, because
trust funds receive much of their income from trans-
fers within the budget. Such transfers shift resources
away from the general fund (thereby boosting the fed-
eral funds deficit) to the trust funds (thus swelling the
trust fund surpluses). Those intragovernmental trans-
fers will total $296 billion in 2000. The largest trans-
fers include interest paid to trust funds ($131 billion),
government contributions to retirement funds on be-
half of present and past government employees ($74
billion), and contributions from the general fund to
Medicare, principally the SMI fund ($71 billion).
Without intragovernmental transfers, the trust funds
would have an overall deficit every year—assuming
that discretionary spending grew with inflation—that
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would climb from $60 billion in 2000 to $177 billion result, they have no effect on the economy or on the
in 2010. government’s future ability to sustain spending at the
levels indicated by current policies.
Intragovernmental transfers reallocate costs from

one part of the budget to another. For example, trans- All major trust funds except the Medicare SMI
fers representing government contributions to retire- fund are now generating surpluses, and CBO projects
ment funds attribute a portion of the retirement costs that they will continue doing so through 2010. The
that the government anticipates in the future toits cur-  SMI fund will register small deficits betwee&®02
rent personnel budgets. They do not change the total and 2005 as beneficiary premiums are held down.
surplus or the government’s borrowing needs. As a CBO'’s current projections show that the Medicare

Table 1-6.
Trust Fund Surpluses (BY fiscal year, in billions of dollars)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Social Security 125 154 166 183 196 209 225 239 254 268 281 295
Medicare
Hospital Insurance (Part A) 22 22 22 28 27 26 23 27 22 19 15 11
Supplementary Medical Insurance
(Part B) 5 4 2 -1 * -1 -1 2 4 4 4 5
Subtotal 26 29 24 27 27 26 22 30 26 23 19 16
Military Retirement 7 8 8 9 9 10 10 11 12 13 13 14
Civilian Retirement® 31 30 31 32 31 31 30 30 30 30 29 29
Unemployment 7 8 9 8 6 3 4 4 5 3 4 6
Highway and Mass Transit 10 3 2 2 3 3 4 4 5 5 6 6
Airport and Airway 3 1 * * * 1 1 2 3 4 4 5
Other 3 _3 _4 _4 _4 _4 _4 _4 _4 _4 _5 _>5
Total Trust Fund Surplus 213 236 244 265 277 286 301 324 338 349 362 375
Federal Funds Deficit (-)
or Surplus® -88 -60 -67 -56 -50 -41 -33 1 31 50 81 114
Total Surplus® 124 176 177 209 227 246 268 325 368 399 444 489
Memorandum:
Net Transfers from the General
Fund to Trust Funds 315 296 313 333 360 383 411 436 470 501 535 572

SOURCE: Congressional Budget Office.
NOTE: * = less than $500 million.
a. Civil Service retirement, foreign service retirement, and several small funds.

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

c. Assumesthatdiscretionary spending grows with inflation after adjustment for advance appropriations. The total surplus would be greater under
the capped baseline variation (which assumes that discretionary spending equals CBO's estimates of the statutory caps through 2002 and grows
at the rate of inflation thereafter) or the freeze version (which assumes that discretionary spending is frozen at the level enacted for 2000).




24 THE BUDGET AND ECONOMIC OUTLOOK: FISCAL YEARS 2001-2010

January 2000

Hospital Insurance fund generates surpluses (from
payroll tax revenues, voluntary contributions from

individuals, and other, noninterest sources) through
2007 and runs total surpluses (including interest)
throughout the 2001-2010 period.

The Social Security trust funds are currently run-
ning a combined annual surplus&if54 billion. By
2010, that surplus is expected to increase to $295 bil-
lion. But it will begin to shrink soon afterward as
large numbers of baby boomers start to retire. CBO’s
detailed baseline estimates do not extend beyond 2010,
but according to the Social Security actuaries’ most

recent estimates (those using intermediate assump-
tions), payroll taxes will be insufficient to cover the
program’s benefit payments and other expenditures
starting in 2014. Total income (including interest) to
the trust funds is expected to fall short of total expen-
ditures beginning in 2022, and the funds are likely to
be exhausted in 2034.

Board of Trustees, Federal Old-Age and Survivors Insur-
ance and Disability Insurance Trust Funii899 Annual
Report of the Board of Trustees, Federal Old-Age and Sur-
vivors Insurance and Disability Insurance Trust Funds
(March 1999).
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The Economic Outlook

beyond expectations yet without any meaningful

accelerationin underlying inflation. Most analysts
expect the economy’s growth to remain strong but to
slow at least moderately from its 4.3 percent pace of
the past three years.

I n 1999, the U.S. economy continued to expand far

The Congressional Budget Office forecasts real
economic growth of about 3 percent on average over
the next two years and a slight rise in the underlying
rate of inflation. In CBOQO’s projections for 2002
through 2010, the growth of real (inflation-adjusted)
gross domestic product averages 2.7 percent a year
(see Figure 2-1). Inflation measured by the consumer
price index (CPI) averages 2.5 percent a year after
2001, and the unemployment rate averages 5.0 per-
cent. Short- and long-term interest rates are assumed
to average 4.8 percent and 5.7 percent, respectively,
after 2001.

CBO projects that the long-run sustainable level
of GDP (that is, potential GDP) will grow slightly
faster than actual GDP over the next 10 years, averag-
ing 3.3 percent through 2002, slowing over the follow-
ing four years, and settling down to a 2.9 percent rate
after 2006. Actual growth will be slightly lower be-
cause CBO estimates that GDP is currently above its
sustainable level. The 2.9 percent growth rate of po-
tential GDP after 2006 reflects 1.8 percent growth of
real GDP per worker and 1.1 percent growth of the
labor force.

CBO'’s current economic outlook is more opti-
mistic about the prospects for real growth than the one
reported in its July 1999 repoithe Economic and

Budget Outlook: An UpdateCompared with the July
projections, growth of real GDP and labor productiv-
ity is significantly higher, CPI inflation is unchanged,
and interest rates are slightly higher (see Table 2-1).
Private-sector assessments of the economy’s recent
behavior reach the same conclusion— that the sustain-
able trends in the growth of labor productivity and real
GDP are higher than previously thought possible.

In CBO'’s current projection, real GDP grows for
the next 10 years at an average annual rate that is 0.4
percentage points higher than was projected in July.
Several factors account for that increase: 0.2 percent-
age points stem from a reassessment of how much of
the recent surge in productivityilwpersist; slightly
less than 0.1 percentage point is attributable to a
change in the projected growth of the labor force; and
the rest reflects revisions in the measurement of real
GDP (see Box 2-1 on page 38).

The growth of nominal GDP and the income cat-
egories that are important for revenue projections have
not changed as much from the July projections as the
growth of real GDP, largely because the projected rate
of growth of the GDP price index is lower. Further-
more, revisions to the historical data, along with re-
vised outlooks for depreciation, netinvestmentincome
from abroad, and corporate debt-service costs, have
reduced growth in the income categories that are im-
portant for revenue projections relative to the growth
of GDP.

This outlook reflects an average of a wide range
of possible outcomes. For the near term, the outlook
may be worse if tight labor markets trigger higher in-



26 THE BUDGET AND ECONOMIC OUTLOOK: FISCAL YEARS 2001-2010 January 2000

flation and interest rates, or if the stock market de- projections try to take into account the probability of
clines sharply. Alternatively, if the rapid productivity booms and recessions, but the average performance of
growth of the past few years persists or accelerates, the economy could certainly be better or worse than
both real growth and inflation may turn out to be indicated here. Chapter 5 examines some alternative
better than forecast. For the 10-year horizon, CBO’s views of future economic developments and what
those alternatives could mean for the federal budget.

Figure 2-1.
The Economic Forecast and Projection
Growth of Real GDP Inflation®
Percent Percent
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SOURCES: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor
Statistics; Federal Reserve Board.

NOTE: All data are annual values; growth rates are year over year.
a. The consumer price index for all urban consumers, with current methodology applied to historical price data (CPI-U-RS).

b. CBO's estimate of the nonaccelerating inflation rate of unemployment.
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Table 2-1.
Comparison of CBO Economic Projections for Calendar Years 2000-2010

Estimated Forecast Projected
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Nominal GDP
(Billions of dollars)
January 2000 9,235 9,692 10,154 10,610 11,069 11,544 12,054 12,589 13,148 13,734 14,362 15,024
July 1999 8,964 9,351 9,751 10,159 10,583 11,027 11,508 12,017 12,554 13,113 13,695 n.a.
Nominal GDP
(Percentage change)
January 2000 5.4 5.0 4.8 45 4.3 4.3 4.4 4.4 4.4 45 4.6 4.6
July 1999 5.3 4.3 4.3 4.2 4.2 4.2 4.4 4.4 4.5 45 4.4 n.a.
Real GDP?
(Percentage change)
January 2000 3.9 3.3 3.1 2.8 2.6 2.6 2.7 2.7 2.7 2.7 2.9 2.9
July 1999 4.0 2.4 2.4 2.3 2.3 2.3 25 25 25 25 25 n.a.

GDP Price Index®

(Percentage change)
January 2000 14 1.6 1.6 1.7 17 1.7 1.7 17 17 1.7 17 1.7
July 1999 1.3 1.8 1.8 1.8 1.8 1.8 1.9 19 1.9 1.9 19 n.a.

Consumer Price Index°®
(Percentage change)

January 2000 2.2 25 2.4 25 25 25 25 25 25 25 25 25
July 1999 2.2 25 25 25 25 25 25 25 25 25 25 n.a.
Unemployment Rate
(Percent)
January 2000 4.2 4.1 4.2 4.4 4.7 4.8 5.0 5.0 5.1 5.2 5.2 5.2
July 1999 4.2 4.3 4.6 4.9 5.1 5.3 5.4 55 55 5.5 5.5 n.a.

Three-Month Treasury

Bill Rate (Percent)
January 2000 4.6 5.4 5.6 5.3 4.9 4.8 4.8 4.8 4.8 4.8 4.8 4.8
July 1999 4.6 5.0 4.6 45 4.5 45 45 45 45 45 45 n.a.

Ten-Year Treasury
Note Rate (Percent)

January 2000 5.6 6.3 6.4 6.1 5.8 5.7 5.7 5.7 5.7 5.7 5.7 5.7
July 1999 5.6 5.9 55 5.4 5.4 5.4 5.4 54 5.4 54 5.4 n.a.
Tax Bases

(Billions of dollars)
Corporate profits®

January 2000 840 829 833 829 839 860 885 919 954 991 1,028 1,060

July 1999 724 687 725 758 783 814 844 880 915 950 982 n.a.
Wages and salaries

January 2000 4,475 4,732 4,959 5,183 5,408 5,641 5,890 6,150 6,422 6,706 7,009 7,328

July 1999 4,410 4,632 4,810 4,995 5,207 5,431 5,670 5,922 6,187 6,463 6,751 n.a.

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

NOTES: Percentage changes are year over year. The projections for nominal GDP and the tax bases are not comparable because of definitional
changes in the national income and product accounts (see Box 2-1).

n.a. = not applicable.
Based on chained 1996 dollars.
The GDP price index is virtually the same as the implicit GDP deflator.
The consumer price index for all urban consumers.

2 o o

Corporate profits are book profits.
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The State of the Economy

Over the past several years, the U.S. economy has per-
formed exceptionally well, featuring rapid growth and
very low unemployment yet declining inflation. Since
1996, real GDP growth has averaged better than 4
percent, compared with an average of about 3 percent
since 1973. Because of the four years of rapid
growth, the unemployment rate has fallen to 4.1 per-
cent, its lowest level since January 1970. Core CPI
inflation, which excludes food and energy prices, had
been running about 3 percent earlier in the decade but
was roughly 2 percent over the past year. The sce-
nario that forecasters were concerned about a year
ago—that the fallout from the economic crisis in Asia
could halt the expansion—has not materialized.

Much of the good news can be attributed to a
surge in productivity growth, which has permitted the
economy to grow faster without raising the rate of in-
flation. Low import and (until recently) oil prices and
a number of other favorable but probably transitory
developments also helped suppress inflation.

Domestic demand grew even faster than produc-
tivity, boosting employment and real disposable in-
come. That increase in income supported steady ex-
pansion in consumption and housing. The consumer
spending boom has been further fueled by the unprece-
dented increase in household wealth generated by ris-
ing stock prices. Relatively low nominal interest rates
made possible by low inflation have also boosted de-
mand, especially in the housing sector.

Business investment in plant and equipment has
also grown rapidly. The investment boom has been
driven by rapid growth in consumer spending, a low
cost of capital, and a high degree of confidence in the
U.S. economy manifested both in rising stock prices
and in foreigners’ willingness to invest in U.S. assets.
That boom has also played an important part in the
productivity surge.

With demand growing considerably faster at
home than abroad, and with the dollar rising and im-
port prices falling, the trade deficit has widened to a
record share of GDP. The inflow of foreign capital
and the supply of foreign goods has allowed U.S. de-

mand to run ahead of domestic production. But as
foreign economies recover, the temporary effects of
their weakness will wane: import prices will rise,
some capital will flow back abroad, and the dollar
may weaken.

The economy retains considerable forward mo-
mentum, but at some point a slowdown from its recent
blistering pace seems inevitable. The growth of the
past several years has exceeded that which can be ac-
counted for by most estimates of sustainable produc-
tivity growth and by the rise in the working-age popu-
lation. Consequently, the unemployment rate has
fallen, and the pool of workers available to meet con-
tinued growth in demand has dwindled to a bare mini-
mum. In such an environment, employers can be ex-
pected to bid up wage and benefit offers in order to
attract and retain able workers. That upward pressure
on compensation growth may be exacerbated by two
factors—anticipated boosts in medical insurance pre-
miums, and higher price inflation as a result of the
run-up in energy prices that has already occurred.

If tight labor markets push up labor costs, the
best news regarding price inflation may be in the past.
Unless offset by continued increases in productivity
growth, a faster rise in labor costs could be reflected
in consumer prices. The recovery of foreign econo-
mies may add to those pressures by boosting commod-
ity prices and by strengthening foreign currencies rela-
tive to the dollar, which would raise import prices.

The Federal Reserve has already responded to
the threat of accelerating inflation by raising the fed-
eral funds rate 75 basis points (0.75 percentage
points) since June. Some signs indicate that monetary
tightening and the resulting higher mortgage rates may
have slightly dampened activity in the housing market,
but there is little indication of a more broadly based
slowdown. Although those rate hikes may, as the Fed-
eral Reserve hopes, diminish the risk of inflation in the
near term, further increases may still be needed to
slow demand sufficiently. Higher interest rates could
also help hold inflation down by keeping the dollar
strong and import prices low.

Instead of leading to higher price inflation, faster
compensation growth could squeeze corporate profits
if firms are unable to pass the cost increases on to cus-
tomers. Such a squeeze could curtail the investment
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boom and might also dampen equity prices and, Figure 2-2.

thereby, consumer spending. To the extent that a Output per Hour Worked in the Nonfarm
broad economic slowdown occurred through that Business Sector

channel, it would diminish the Federal Reserve’s need Percentage Change from Previous Year

to raise interest rates. 10

- 1960-1973 Average

g|- (3 percent) 1974-1999 Average
B (1.6 percent)

Productivity Growth Has Picked Up 6

The surge in productivity growth over the past four ‘r ll\n
years largely explains the exceptionally favorable 2’: ! VV

combination of rapid growth in output and low infla-
tion. Since the fourth quarter of 1995, output per hour 0 Y ,
worked in the nonfarm business sector has risen at an - U v

average annual rate of 2.6 percent, compared with av- -2 |~
erage annual growth since 1973 of 1.6 percent (see

Figure 2-2). 1960 1965 1970 1975 1980 1985 1990 1995
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productivity growth may have ﬁna||y rebounded SOURCES:  Congressional Budget Office; Department of Labor,
from a slump of more than two decades. Since the Bureau of Labor Statistics.
factors behind that rebound are not well understood,
analysts. cannot be sure whether it represents atempo- ment, partly because nominal spending on computers
rary deviation from the post-1973 trend or a shiftto @ isincreasing rapidly but also because computer prices,
permanently higher trend (see Appendix A). Produc-  \yhen adjusted for improvements in quality, are declin-
tivity growth tends to oscillate around its trend, and ing even faster than they had been previously. If in-
significant deviations lasting a few years are not un- yestment has made the productivity surge possible,

ficult. Moreover, some portion of recent growth is  continued high levels of investment.

probably a direct consequence of high growth in de-
mand. However, most forecasters believe that the
trend growth of productivity has increased.

Underlying Inflation Has

The productivity surge may stem in part from the Remained Muted

recent boom in investment, which has yielded greater

amounts of capital per worker. Since 1992, nominal Despite rapidly rising demand and extremely tight la-

business investment in producers’ durable equipment Por markets, inflation has stayed exceptionally low in

has grown steadily at an average annual rate of more recentyears. The GDP price index has increased only

than 10 percent—nearly double the growth rate of 1.4 percent over the past year, and excluding the

nominal GDP. Spending in real terms has accelerated Sometimes volatile food and energy components, the

since 1996’ averaging more than 13 percent a year. CPI has risen jUSt 2.1 percent. Both of those ﬁgures

Much of that surge is attributable to computer equip-  'epresent inflation rates that are about a percentage
point lower than they were during the first few years
of the current expansion.

1. The 1.6 percent trend growth rate for the period since 1973

is considerably higher than the 1.1 percent figure cited in One important explanation for the decline in in-

CBO's July update. The difference primarily reflects recent L . . .
revisions to the national income and product accounts. flation is the surge in productivity growth, which has

Those revisions fully incorporated business purchases of €nabled businessesto |_imit pripe BESES even though
software in the category of investment for the first time,  real hourly compensation paid to workers has risen

and the recent changes in price measurement were applied  sjgnificantly. Average labor costs per unit of output
retroactively to 1978 (see Box 2-1).
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Figure 2-3.
Import Price Inflation (Excluding Computer
and Oil Prices)

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

in the nonfarm business sector have risen just 1.5 per-
cent over the past year. The productivity surge has
been a favorable supply shock that, at least for some
time, permits inflation to remain low even as output
growth accelerates.

Several other factors have also helped dampen
inflation. Weak overseas demand and a rising dollar
have pushed prices of imported goods downward.
Since the end of 1995, import prices (excluding those
for computers and oil) have fallen at an average an-
nual rate of more than 2 percent (see Figure 2-3).
Falling import prices have probably also held down
prices of domestically produced goods that compete
with imports. Furthermore, computer prices (adjusted
for improvements in quality) have plummeted at an
average annual rate of 28 percent since 1995, roughly
double the average rate of decline during the 1986-
1995 period. And oil prices fell from around $25 per
barrel at the end of 1996 to about $12 in the fourth
quarter of 1998 (see Figure 2-4).

Some of the forces holding inflation down in re-
cent years reversed course in 1999. Most notably, the
price of oil rebounded to more than $25 per barrel late
in the year, causing the CPI for energy to rise about
11 percent relative to where it was a year ago.

Largely because of that increase, overall CPI inflation
(that is, including food and energy) has accelerated
from about 1.6 percentin 1998 to 2.6 percent over the
past year (see Figure 2-5). In addition, with the dollar
depreciating modestly, import prices other than those
for computers and oil have stopped falling. Thus,
their contribution toward keeping inflation low, though
still significant, is smaller now than in recent years.

Aside from energy prices, there is no sign of a
pickup in CPl inflation. Higher energy costs could
affect the prices of other goods and services, but such
effects were not visible in the core CPI as of late 1999.
One factor holding inflation down in 1999 was a sharp
and unexpected slowdown in the CPI for housing
costs—both actual apartment rents and imputed rents
for owner-occupied units. Because those rental rates
account for about 35 percent of the core CPI, that
slowing—from 3.4 percent in 1998 to about 2.5 per-
cent in 1999—has reduced the core CPl inflation rate
by about 0.3 percentage points. Why that slowing
occurred is difficult to understand, given the booming
activity in the housing market. But more fundamen-
tally, the continued surge in productivity, together with
slower growth in compensation in 1999, has undoubt-
edly helped keep inflation low. Whether inflation
stays low will depend critically on the degree to which

Figure 2-4.
Price of West Texas Intermediate Crude Oil

Dollars per Barrel
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SOURCES: Congressional Budget Office; The Wall Street Journal.
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Figure 2-5.
Inflation in the Consumer Price Index

Percentage Change from Previous Year
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SOURCES: Congressional Budget Office; Department of Labor,
Bureau of Labor Statistics.

NOTE: Based on the Bureau of Labor Statistics' research series,
which applies current methodology to historical price data.

rising demand continues to put pressure on supply and
on how long productivity growth continues to exceed
expectations.

The Labor Market Is Extremely Tight

One consequence of excess growth of demand is
clearly visible in the labor market, where employers in
industries ranging from fast-food restaurants to infor-
mation technology complain that qualified workers are
hard to find. The unemployment rate has fallen to a
nearly 30-year low, and a variety of other indicators
point to extreme tightness. In announcing its decision
to raise the federal funds and discount rates in Novem-
ber, the Federal Reserve noted that “the pool of avail-
able workers willing to take jobs has been drawn down
further in recent months, a trend that must eventually
be contained if inflationary imbalances are to remain
in check and economic expansion continue” (see Fig-
ure 2-6)?

2. Federal Reserve Board of Governors, press release, Novem-
ber 16, 1999.

The Federal Reserve’s action reflects the view
that such a low unemployment rate may not be sus-
tainable for very long without generating expectations
that inflation will rise. With tight labor markets, sig-
nificant upward pressure on compensation could build
as the costs of attracting and retaining qualified work-
ers rise. Employers might seek to pass those higher
costs on to prices, further pressuring growth of com-
pensation and fueling the inflationary spiral. Numer-
ous anecdotes suggest that employers in many indus-
tries are competing aggressively for new workers, of-
fering higher starting salaries, better benefits, and, at
times, hiring bonuses and stock options. Others are
reducing standards, hiring workers with less experi-
ence or fewer credentials than they ordinarily would.

Indeed, once the unemployment rate dipped be-
low 5% percent—roughly equal to CBO’s current esti-
mate of the NAIRU (the nonaccelerating inflation rate
of unemployment)—in the first half of 1997, the mea-
sured rate of inflation in labor costs picked up notice-
ably (see Figure 2-7). On a fourth-quarter-to-fourth-
guarter basis, growth in total compensation per hour

Figure 2-6.
Available Workers

Percentage of Available Labor Force
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SOURCES: Congressional Budget Office; Department of Labor,
Bureau of Labor Statistics.

NOTE: Available workers are unemployed workers, marginally at-
tached workers (those notin the labor force but available to
work), and one-half of the number of workers who involun-
tarily work part time for economic reasons. The available
labor force is the sum of workers in the labor force and
workers who are marginally attached to it.
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Figure 2-7.
Alternative Measures of Hourly Compensation

Percentage Change from Previous Year
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SOURCES: Congressional Budget Office; Department of Labor,
Bureau of Labor Statistics.

a. The employment cost index of total compensation for workers in
private industry.

b. Compensation per hour in the nonfarm business sector.

in the private sector, as measured by the employment
cost index (ECI), rose from 2.6 percent in 1995 to 3.5
percentin 1998. And the increases in hourly compen-
sation in the nonfarm business sector were much more
dramatic, rising from 2.7 percent to 5.3 percent over
the same period. Those measurd&din part be-
cause the latter measure includes at least a portion of
the hiring bonuses and stock options given to employ-
ees, but the former does riot.

Since the middle of 1998, compensation growth
has slowed unexpectedly even though labor markets
have continued to tighten. During 1999, year-over-
year ECI growth slowed to 3.1 percent through the
third quarter, and hourly compensation in the nonfarm
business sector slowed to 4.6 percent. One likely ex-
planation is the sharp slowdown in CPI inflation dur-
ing 1998, as smaller nominal gains in wages were

3. For a discussion of these measurement issues, see David
Lebow and othersRecent Trends in Compensation Prac-
tices Finance and Economics Discussion Series No. 1999-
32 (Board of Governors of the Federal Reserve System,
July 1999).

needed to compensate workers for past or expected
increases in the cost of living (see Figure 2-8). In ad-
dition, employers’ increasing use of stock options and
other nontraditional forms of compensation poses
problems in measuring compensation growth. The
ECI does not capture them at all, and the nonfarm
business measure of compensation does so only par-
tially.

Since its July forecast, CBO has significantly
reduced its estimate of the NAIRU—to 5.2 percent,
down from 5.5 percent in July. The reevaluation was
prompted by the failure of price inflation to accelerate
as expected given tight labor markets, even after ac-
counting for the temporary influences of import and
energy prices on inflation.

Although economists have found little convincing
evidence that the wage-setting process has changed
during the 1990s compared with that of earlier de-

Figure 2-8.
Inflation in Consumer Prices and Compensation
per Hour
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SOURCES: Congressional Budget Office; Department of Labor,
Bureau of Labor Statistics.

a. The employment costindex of total compensation for workers in
private industry.

b. The consumer price index for all urban consumers, with current
methodology applied to historical price data (CPI-U-RS).
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cades, other structural changes in the labor market
may have permanently reduced the rate of unemploy-
ment that would be associated with upward pressure
on wages. One explanation for a lower NAIRU is the
expansion in the prison population over the past two
decades, which has removed from the labor force a
large number of young, unskilled men who collectively
would almost certainly have exhibited much higher
unemployment than the general population. Another
structural change works by improving the labor mar-
ket's efficiency rather than by removing hard-to-em-
ploy people from the labor force. The growth of the
temporary-help industry has facilitated the matching
of job seekers to available positions both directly and
by screening prospective permanent employebs.
addition, the growing use of the Internet to post vacan-
cies and search for jobs may be enhancing the effi-
ciency of the market. Finally, the increased computer-
ization of some jobs (for example, that of retail clerks)
may have allowed employers to hire very unskilled
workers who otherwise would have had difficulty find-
ing a job.

Nonetheless, the current unemployment rate re-
mains well below most estimates of the NAIRU.
Thus, some renewed acceleration in compensation
growth is likely, particularly because rising energy
prices have boosted CPI inflation in the past year.
The experience of the past several years suggests,
however, that how such an acceleration will affect
price inflation is not clear; its effects may be offset by
faster productivity growth, lower profits, or unrelated
declines in other prices. Consequently, the NAIRU
plays only a minor role in CBO’s short-run forecast
for inflation, though a more important one in wage
projections. CBO still uses it as a benchmark for its
medium-term projections.

Consumer Spending Continues to Surge

In the past two years, the growth of real consumer
spending has averaged 5 percent, well above its post-

4. These arguments are discussed at some length in Lawrence
F. Katz and Alan B. Krueger, “The High-Pressure U.S. La-
bor Market of the 1990sBrookings Papers on Economic
Activity, no. 1 (1999).

Figure 2-9.
Consumption and Disposable Personal Income

Percentage Change from Previous Year
12

10 [~
- Disposable Personal Income

e

| Consumption
0 T f

-2
1960 1965 1970 1975 1980 1985 1990 1995 2000

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

NOTE: Consumption and disposable personal income are mea-
sured in 1996 dollars. Values for 1999 are CBO estimates.

1973 average annual rate of slightly over 3 percent.
Though broadly based, the strength in consumer
spending is most noticeable in durable goods (includ-
ing motor vehicles) and apparel. Spending outpaced
growth in disposable personal income throughout most
of the past decade (see Figure 2-9). As a result, the
personal saving rate fell to a record low of just over 2

percent in late 1999.

The booming stock market largely accounts for
the surge in consumer spending and the decline in the
saving rate. Since the end of 1994, broad-based stock
indexes, such as the S&P 500, have roughly tripled
(see Figure 2-10). At the end of September 1999, the
value of stock-market assets held by households was
about $9 trillion higher than it had been at the end of
1994. Recentresearch indicates that consumer spend-
ing increases by between 3 and 4 cents per dollar of
additional stock-market wealth, so the increase in
wealth from equities since 1994 has added about 1
percentage point to the annual growth of consumer
spending over that period and correspondingly reduced
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Figure 2-10.
The S&P 500 Stock Price Index
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2,000
1,500

1,000

500

100

50

w

1960 1965 1970 1975 1980 1985 1990 1995 2000

SOURCES: Congressional Budget Office; Standard & Poor’s.

the saving raté. If equity prices stopped rising, the
effect of equity wealth on spending would diminish
and ultimately vanish, though at what pace is not en-
tirely clear. Some estimates suggest that the full im-
pact would occur quite quickly—within one or two
guarters—but others imply a much more gradual ad-
justment over several years.

Low mortgage interest rates, together with the
factors responsible fdvoosting consumption, have
also fueled a housingoom. Fronl997 through the
first half of 1999, real spending on residential invest-
ment surged at an average annual rate of nearly 8 per-
cent, compared with 3 percent to 4 percent over the
past two decades. Sales of both new and existing
single-family homes reached all-time highs in late
1998 or early 1999, reflecting the highest affordability
index since 1973 (see Figure 2-11). That index mea-

5. See Sydney Ludvigson and Charles Steindel, “How Impor-
tant Is the Stock Market Effect on ConsumptioE2o-
nomic Policy ReviewFederal Reserve Bank of New York,
vol. 5, no. 2 (July 1999), pp. 29-51; and Martha Starr-
McCluer, Stock Market Wealth and Consumer Spending
Finance and Economics Discussion Series No. 1998-20
(Board of Governors of the Federal Reserve System, May
1998).

sures the median household income relative to the me-
dian monthly principal and interest costs of purchasing
a home. The index surged both because incomes were
rising and because mortgage interest rates fell sharply
in late 1998 in the wake of Russia’s default on its debt
and the ongoing economic crisis in Asia.

The housing market has cooled somewhat now
that interest rates have rebounded. The average rate
of a conventional 30-year mortgage, which was below
7 percent at the beginning of 1999, was close to 8 per-
cent at the end of the year. As a result, by November
the affordability index had fallen 8.5 percent from its
recent peak. Home sales have dipped below their peak
as well, although they remain quite high; and in recent
months, new home construction has fallen below its
level of a year ago.

Foreign Economies Are Recovering

The gloomy cloud hanging over the global economy
during 1998 and early 1999 has receded significantly.

Figure 2-11.
Home Sales and Affordability
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a. Measures the median household income relative to the median
monthly principal and interest costs of purchasing a home.

=

Sales of new and existing single-family homes.




CHAPTER TWO THE ECONOMIC OUTLOOK 35

Figure 2-12. rise largely reflects the escalating trade deficit, which
The Trade Deficit has moved from approximate balance in 1992 to $315
billion (3.4 percent of GDP) in the third quarter of
4 Lorcentage of GOP 1999 (see Figure 2-12).

3 It is no coincidence that the trade deficit soared
- after the Asian crisis erupted in July 1997. As many
2= Asian and other emerging currencies plunged, the dol-
i lar surged on a trade-weighted basis (see Figure 2-13).
L Foreign capital seeking a “safe haven” poured into the
[ A United States. In addition, the U.S. economy’s boom

0 v ' in productivity created higher risk-adjusted rates of

ak v return than were available abroad. Capital inflows
| and the Federal Reserve’s easing in the face of a po-

2k tential global financial crisis reduced the cost of capi-
B tal in the United States, helping to sustain the invest-

Y SN IS I S SIS . S ment boom. The dollar’s surge also lowered import

1970 1975 1980 1985 1990 1996 prices, adding to the already powerful forces—rising
equity prices and disposable income—that were boost-

SOURCES: Congressional Budget Office; Department of Com- ing consumer spending. The U.S. trade deficit esca-
merce, Bureau of Economic Analysis, and Bureau ofthe lated as imports rose along with investment and con-

sumer demand and as exports stagnated with the re-

NOTE: Values are measured on a balance-of-payments basis as cession abroad and the rising dollar.

opposed to a national income and product account basis.

Figure 2-13.

Economic recoveryhbugh still not firmly established
yhbug y ¥ The U.S. Exchange Rate

is under way in many parts of the world outside the
United States. The economies of Canada and Mexico,
helped by the booming U.S. economy, are growing 130
briskly. Growth in Europe, though not spectacular, is
picking up. Japan’s recession appears to have ended, 429
and the countries hit by the Asian crisis are reviving.

The contractions in the weakest South American econ- 449
omies are becoming less severe. Overall, the average

rate of growth in the 21 countries that are the United  44q
States’ largest export markets plunged from 4.1 per-

cent in 1997 to 1.2 percent in 1998 (weighted by the g,
countries’ share of U.S. exports), then rebounded to
more than 4 percent in the first half of 1999.

Index, March 1973=100

2

As the threat of international financial turmoil N4 P BT IR I P
has diminished, the attention of investors as well as 1973 1978 1983 1988 1993 1998
policymakers in the international arena has shifted to
the U.S. external imbalance. The U.S. current-ac-
count deficit—primarily the sum of the trade deficit NOTE: Weighted average of the foreign exchange value ofthe U.S.

SOURCES: Congressional Budget Office; Federal Reserve Board.

and the interest payment on U.S. net international dollar against the currencies of a large group of major U.S.

e ereas . trading partners, adjusted for differences in inflation mea-

liabilities—soared to $360 billion (3-9 percent of sured by the consumer price index. The weights are derived

GDP) in the third quarter of 1999, a new postwar re- from U.S. export shares and from U.S. and foreign income
shares.

cord both in dollar terms and as a share of GDP. That
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The growing external imbalance may raise con-
cerns that it is unsustainable, that a correction will
occur, and that the correction could take the form of a
significant drop in the dollar’s value that would in turn
lead to large increases in interest rates. On a trade-
weighted basis, the dollar is strong—it has depreciated
against the yen but has appreciated against the euro
—and is likely to adjust downward to help lower the
current-account deficit to a more sustainable path.

Nevertheless, the dollar is unlikely to fall
abruptly. Although economic recovery abroad may
prompt some international investors to rebalance their
portfolios and pull some capital out of this country,
the adjustment is unlikely to be extraordinary. The
U.S. economy is still growing rapidly, whereas the
recovery in foreign economies is not yet firmly estab-
lished. In addition, the Federal Reserve has begun to
raise U.S. interest rates, whereas many foreign central
banks have kept rates relatively low to sustain fragile
recoveries. The net inflow of capital is likely to con-
tinue under these conditions, which will tend to sup-
port the dollar. Finally, as the prospects for foreign
growth improve, demand for U.S. exports will proba-
bly increase. As long as that improvement occurs, the
burden of reducing the trade deficit will not rest solely
on the dollar’s adjustment.

The Economic Forecast
for 2000 and 2001

In CBO's short-term forecast, real GDP growth mod-
erates to an average of about 3 percent over the next
two years (see Table 2-2). That moderation mainly
reflects a deceleration in consumer spending and resi-
dential construction, as a tight labor supply limits
growth in employment and disposable income and as
the wealth effect from past increases in stock prices
diminishes. Core CPI inflation is expected to rise
slightly, primarily because of the strong growth of de-
mand and the anticipated increases in prices of im-
ported goods. The unemployment rate is forecast to
remain near its current, very low, level of 4.1 percent.

CBO's forecast for the next two years is more
optimistic than the one it published in July 1999 (see

Table 2-1 on page 27). The forecast of growth in
nominal GDP has been revised moderately upward for
both 2000 and 2001. That revision reflects a stronger
forecast of real growth and a slight reduction in the
forecast for inflation in the GDP price index in both
years. The higher projected levels of nominal GDP
are mostly the result of revisions to the national in-
come and product accounts, which now fully incorpo-
rate investment in software (see Box 2-1).

The current forecast is about the same as that of
the Blue Chipconsensus, an average of the forecasts
produced by approximately 40 to 50 private-sector
economists (see Table 2-3 on page 40). Compared
with theBlue Chipconsensus, CBO'’s forecast of real
GDP growth is slightly less optimistic for 2000 and
about the same fa2001. CBO's forecast is lower
than theBlue Chips for the GDP price index but is
almost the same for the CPI.

GDP Growth

CBO expects real GDP growth to slow only modestly
from its 3.9 percent rate in 1999, to 3.3 percent in
2000 and 3.1 percentin 2001. That outlook would not
cause the unemployment rate to change much over the
next two years from its current low level.

Households The growth of real consumer spending
is likely to decelerate over the forecast horizon. Gains
in real disposable income will be limited as already
very tight labor markets constrain the ability of the
number of workers to grow much faster than the
working-age population. In addition, assuming that
stock prices do not appreciate as rapidly between mid-
1999 and mid-2001 as they did during the previous
four years, the wealth effect on consumer spending
should diminish. Nonetheless, consumer spending will
remain a significant contributor to economic growth
over the forecast horizon.

Residential investment has already dipped in re-
sponse to higher mortgage rates, which are a conse-
guence of recent Federal Reserve actions, and is ex-
pected to fall farther in 2000. Aside from the direct
impact of additional monetary tightening, slower in-
creases in disposable income and household wealth
will also dampen housing markets. Declining home
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purchases will in turn further slow consumption by
diminishing spending on furnishings and appliances.

Business InvestmentReal business spending on pro-
ducers’ durable equipment is expected to remain
strong, but less so than in recent years. That slowing
in part reflects weaker growth in consumer demand.
Increased downward pressure on corporate profits is
also likely to dampen business investment over the
next two years, as the combination of the recent in-
creases in borrowing and interest rates causes interest
payments to cut into profits.

The Foreign Sector CBO expects that in 2000, the
trade deficit will continue to grow, but more slowly
than it has for the past several years. The deficit is

expected to reach a plateau in 2001 and will therefore
no longer act as a drag on output growth. Exports
will expand more rapidly than in the past two years as
the foreign recovery gains strength and the dollar’s
exchange value gradually declines. Growth inimports
is expected to remain brisk, but less so than in the re-
cent past.

Unemployment and Inflation

In CBO'’s forecast, the unemployment rate flattens at
about its current 4.1 percent rate in 2000, then edges
up to 4.3 percent by the end of 2001. That forecast is
consistent with real GDP growing at a slightly slower
pace than potential GDP over the next two years. It

Table 2-2.
The CBO Forecast for 2000 and 2001

Estimated Forecast

1999% 2000 2001

Fourth Quarter to Fourth Quarter
(Percentage change)

Nominal GDP

Real GDP®

GDP Price Index®

Consumer Price Index®

Consumer Price Index Excluding Food and Energy®

53 4.6 4.7
3.9 2.9 3.0
14 1.7 1.6
2.6 2.3 2.5
2.1 2.3 2.5

Calendar Year Average

(Percent)
Real GDP® 3.9 3.3 3.1
Unemployment Rate 4.2 4.1 4.2
Three-Month Treasury Bill Rate 4.6 5.4 5.6
Ten-Year Treasury Note Rate 5.6 6.3 6.4

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

Statistics; Federal Reserve Board.

a. Estimates of nominal GDP, real GDP, and the GDP price index are based on data for the first three quarters of 1999 and on CBO's expectations
for the fourth quarter of 1999. The consumer price index, the unemployment rate, the three-month Treasury bill rate, and the 10-year Treasury

note rate are actual values for 1999.
b. Based on chained 1996 dollars.
c. The GDP price index is virtually the same as the implicit GDP deflator.

d. The consumer price index for all urban consumers.




38 THE BUDGET AND ECONOMIC OUTLOOK: FISCAL YEARS 2001-2010

January 2000

implies that the unemployment rate will remain well
below the NAIRU through 2001, with growth in
hourly compensation picking up.

The core CPI inflation rate is expected to edge
up slightly over the next two years fromits recent pace
of 2.1 percent. The disinflationary effect of falling
import prices during the past few years will fade away
in the face of mild depreciation of the dollar and accel-
eration of growth in global output. And the increase

in oil prices that has already occurred may put upward
pressure on some other prices.

Interest Rates

In CBO'’s forecast, short-term interest rates average
5.4 percent in 2000 and 5.6 percent in 2001. That
forecast assumes that in light of very tight labor mar-
kets, the Federal Reserve will lift the federal funds rate

In October 1999, the Bureau of Economic Analysis
(BEA) released revised historical data for the national
income and product accounts (NIPAs), the system of
accounts that provides a comprehensive view of the
economy: The NIPAs include national estimates of
gross domestic product, prices, and incomes. The
revisions raised both the level and the growth rate of
nominal and real GDP over the past 40 years, and
because the data on hours worked were not revised,
the upward revision to real GDP boosted the average
growth rate of productivity for that period. Corporate
profits and the personal saving rate were also revised
upward. However, because the bulk of the differences
stemmed from changes in definitions rather than new
information (source data) or better estimating tech-
niques, they do not significantly alter the view of the
economy.

BEA regularly revises the NIPA data to incor-
porate new information about economic activity, in-
troduce new methodologies, and update definitions to
reflect changes in the U.S. economy. The October
revision incorporated new information from the 1992
benchmark input/output accounts, preliminary infor-

1. See Brent R. Moulton, Robert P. Parker, and Eugene P.
Seskin, “A Preview of the 1999 Comprehensive Revision of
the National Income and Product Accounts: Definitional and
Classificational Changes3urvey of Current Busineg8u-
gust 1999), pp. 7-20; Brent R. Moulton and Eugene P. Seskin,
“A Preview of the 1999 Comprehensive Revision of the Na-
tional Income and Product Accounts: Statistical Changes,”
Survey of Current Busineg®ctober 1999), pp. 6-17; and
Eugene P. Seskin, “Improved Estimates of the National In-
come and Product Accounts for 1959-98: Results of the Com-
prehensive Revision3urvey of Current Businefidecember
1999), pp. 15-43.

Box 2-1.
The 1999 Revision of the National Income and Product Accounts

mation from thel996 annual update of those ac-
counts, data from the 1997 economic censuses, and
recent revisions to the source data for 1998 and early
1999.

The major methodological change was to carry
back to 1978 the use of improved measures of some
consumer price indexes. In recent years, statisticians
have determined that some of the price indexes that
BEA used to deflate nominal spending by consumers
were biased upward; that is, they tended to overstate
inflation. BEA had previously used the improved
measures—the geometric mean price indexes—for
the NIPA data only from 1995 to the present.

BEA made numerous definitional changes as
well, but the two that had the most significant effect
on the NIPA data were the inclusion of software as an
investment good and the reclassification of govern-
ment employees’ retirement plans. Previously, busi-
ness and government expenditures on software did
not show up directly in GDPegause software was
treated as an intermediate good; its costs were embod-
ied in the goods and services sold by businesses but
were not considered a part of final demand for goods
and services. The inclusion of software in final de-
mand was the major reason GDP measures were re-
vised upward.

Government employees’ retirement plans had
previously been classified in the NIPAs as social in-
surance funds within the government sector, but they
are now included in personal income. Government
contributions and payouts for those retirement plans
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by 50 basis points during the first half of 2000 with
the aim of heading off a significant acceleration of in-
flation. As of early January, the federal funds futures
market incorporated an even larger increase. In
CBO’s forecast, the rate on three-month Treasury bills
reaches 5.6 percent by midyear and remains there
through 2001. The rate on 10-year Treasury notes is
forecast to rise from 5.6 percentin 1999 to 6.3 percent
in 2000 and 6.4 percent in 2001. Long-term rates
were already above that level in early January.

The Medium-Term Outlook

CBO projects that real GDP will grow at an average
annual rate of 2.8 percent during the 2000-2010 pe-
riod (see Tables 2-4 and 2-5). That growth compares
with slightly higher growth of 3.1 percent for potential
output. Since the current estimated level of real GDP
exceeds its potential level, actual GDP must grow at a

Box 2-1.
Continued

had been classified as government receipts and expen-
ditures, and personal contributions were counted as
government receipts and deducted from personal in-
come. By reclassifying those plans within the house-
hold sector (as personal income), the NIPA measures
of the government surpluses were lowered (since the
plans have been running surpluses), and the measure
of personal saving was correspondingly raised. The
personal saving rate for 1998, for example, was re-
vised from 0.5 percent to 3.7 percent, largely because
of the reclassification of government retirement plans.

The effect of the revisions on growth rates is
shown in the table below. Revisions before 1992 were
almost entirely caused by changes in definitions,
whereas new source data account for more than half
of the change to the growth of nominal GDP for the
1992-1998 period.

Changes in Average Growth Rates
(In percentage points)

1959- 1992- 1959-
1992 1998 1998
Real GDP 0.18 0.37 0.21
GDP Price Index -0.15 -0.08 -0.14
Nominal GDP 0.04 0.30 0.08
Source of Change to Nominal
GDP for the Period
Definitions 0.04 0.12 0.05
New source data 0 0.18 0.03

The revisions did not provide any new informa-
tion about the causes of the rapid growth in feders
revenues between 1995 and 1997, but they did she¢d
some light on revenues in 1998. The history of NIPA
wage and salary disbursements through 1997 was ds-
sentially unchanged by the revision. However, be}
cause of new source data, wages and salaries were
$36 billion higher in 1998 (definitional changes were
not important for the revisions to wages and salaries).
That revision helps explain the higher personal in
come tax liabilities for that year, reducing the impor
tance of other arguments for the rapid growth in lia
bilities. Part of that strength in liabilities was previ-
ously attributed to a possible further skewing of thd
income of households facing higher marginal tax
rates (see Chapter 3 for a more detailed discussion)

Corporate profits (before tax) were revised be;
cause of definitional changes and new source dat
but the revisions do not indicate that the prerevisiof
view of corporate profits was misleading. Corporate
profits in 1998 were higher by $64 billion, with defi-
nitional changes accounting for $55 billion and new
source data for the other $9 billion.

Rad

Aside from those for 1998, the revisions had
virtually no effect on the trend growth of the two
NIPA income categories—wage and salary disbursd
ments and corporate (book) profits—that figure prom
inently in interpreting and projecting federal reve-
nues. The growth of the sum of those two incom¢
shares from 1959 to 1997 was raised by less than 0.05
percent a year and from 1992 to 1997 by less thgn
0.02 percent a year.
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Table 2-3.
Comparison of CBO and Blue Chip Forecasts for 2000 and 2001 (By calendar year, in percent)
Estimated
19997 2000 2001

Growth of Nominal GDP

CBO 5.4 5.0 4.8

Blue Chip 5.4 5.3 4.9
Growth of Real GDP

CBO 3.9 3.3 3.1

Blue Chip 3.9 3.6 3.0
Growth of the GDP Price Index®

CBO 1.4 1.6 1.6

Blue Chip 1.4 1.7 1.9
Growth of the CPI°

CBO 2.2 25 2.4

Blue Chip 2.2 2.5 25
Unemployment Rate

CBO 4.2 4.1 4.2

Blue Chip 4.2 4.1 4.3
Three-Month Treasury Bill Rate

CBO 4.6 5.4 5.6

Blue Chip 4.6 5.6 5.6
Ten-Year Treasury Note Rate

CBO 5.6 6.3 6.4

Blue Chip 5.7 6.4 6.3

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

Statistics; Federal Reserve Board; Aspen Publishers, Inc., Blue Chip Economic Indicators (January 10, 2000).

a. Estimates of nominal GDP, real GDP, and the GDP price index are based on data for the first three quarters of 1998 published November 24,
1999, and on CBO'’s expectations for the fourth quarter of 1999. The consumer price index, the unemploymentrate, the three-month Treasury bill

rate, and the 10-year Treasury note rate are actual values for 1999.
b. The GDP price index is virtually the same as the implicit GDP deflator.

c. The consumer price index for all urban consumers.

slower pace than potential in order to close the gap
(see Figure 2-14). CBO expects inflation as measured
by the CPI to average 2.5 percent, and the unemploy-
ment rate to be higher on average than it has been in

the past three years.

CBOQO’s medium-term projections do not explicitly
incorporate specific cyclical recessions and recoveries.
Instead, to reflect the likelihood that at least one cycli-
cal episode will occur in any 10-year interval, CBO
attempts to average into its projection the effects of a

typical cycle. The medium-term projections extend
historical trends in such underlying factors as the
growth of the labor force, the growth of productivity,
the rate of national saving, and income shares. CBO'’s
projections of real GDP, inflation, real interest rates,
and tax revenues depend critically on those underlying

trends.

The projections assume that growth of labor pro-
ductivity continues to be strong, though less so than in
the past four years. Productivity growth, which had
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Table 2-4.
CBO Economic Projections for Calendar Years 2000-2010

Estimated Forecast Projected
19992 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Nominal GDP
(Billions of dollars) 9,235 9,692 10,154 10,610 11,069 11,544 12,054 12,589 13,148 13,734 14,362 15,024
Nominal GDP
(Percentage change) 5.4 5.0 4.8 45 4.3 4.3 4.4 4.4 4.4 4.5 4.6 4.6
Real GDP®
(Percentage change) 39 3.3 3.1 2.8 2.6 2.6 2.7 2.7 2.7 2.7 29 2.9
GDP Price Index®
(Percentage change) 1.4 1.6 1.6 1.7 1.7 1.7 1.7 1.7 1.7 1.7 1.7 1.7
Consumer Price Index®
(Percentage change) 2.2 25 2.4 25 25 25 25 2.5 2.5 2.5 25 25
Unemployment Rate
(Percent) 4.2 4.1 4.2 4.4 4.7 4.8 5.0 5.0 5.1 5.2 5.2 5.2
Three-Month Treasury
Bill Rate (Percent) 4.6 5.4 5.6 5.3 4.9 4.8 4.8 4.8 4.8 4.8 4.8 4.8
Ten-Year Treasury
Note Rate (Percent) 5.6 6.3 6.4 6.1 5.8 5.7 5.7 5.7 5.7 5.7 5.7 5.7
Tax Bases
(Billions of dollars)
Corporate profits® 840 829 833 829 839 860 885 919 954 991 1,028 1,060
Wages and salaries 4,475 4,732 4,959 5,183 5,408 5,641 5,890 6,150 6,422 6,706 7,009 7,328
Tax Bases
(Percentage of GDP)
Corporate profits® 9.1 8.6 8.2 7.8 7.6 7.4 7.3 7.3 7.3 7.2 7.2 7.1
Wages and salaries 48.5 48.8  48.8 489 489 489 489 489 488 488 488 4838

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

NOTE: Percentage changes are year over year.

a. Estimates of nominal GDP, real GDP, the GDP price index, and the tax bases are based on data for the first three quarters of 1999 published
November 24, 1999, and on CBO's expectations for the fourth quarter of 1999. The consumer price index, the unemployment rate, the three-
month Treasury bill rate, and the 10-year Treasury note rate are actual values for 1999.

b. Based on chained 1996 dollars.

c. The GDP price index is virtually the same as the implicit GDP deflator.

d. The consumer price index for all urban consumers.

e. Corporate profits are book profits.
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Table 2-5.
CBO Economic Projections for Fiscal Years 2000-2010

Actual Forecast Projected
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Nominal GDP
(Billions of dollars) 9,116 9,583 10,038 10,496 10,954 11,422 11,924 12,453 13,006 13,583 14,202 14,856
Nominal GDP
(Percentage change) 5.6 5.1 4.7 4.6 4.4 4.3 4.4 4.4 4.4 4.4 4.6 4.6
Real GDP?
(Percentage change) 4.1 3.6 3.0 29 2.6 2.6 2.7 2.7 2.7 2.7 2.9 2.9
GDP Price Index®
(Percentage change) 1.3 15 1.7 1.7 1.7 1.7 1.7 1.7 1.7 1.7 1.7 1.7
Consumer Price Index®
(Percentage change) 1.9 2.6 2.4 2.5 2.5 2.5 25 25 25 25 25 25
Unemployment Rate
(Percent) 4.3 4.1 4.2 4.4 4.6 4.8 4.9 5.0 5.1 5.2 5.2 5.2
Three-Month Treasury
Bill Rate (Percent) 4.4 5.3 5.6 5.4 5.0 4.8 4.8 4.8 4.8 4.8 4.8 4.8
Ten-Year Treasury
Note Rate (Percent) 5.3 6.2 6.4 6.2 5.9 5.7 5.7 5.7 5.7 5.7 5.7 5.7
Tax Bases
(Billions of dollars)
Corporate profits® 819 835 830 829 836 855 878 910 945 982 1,020 1,052
Wages and salaries 4,403 4,675 4,902 5127 5,352 5,581 5,826 6,084 6,353 6,633 6,932 7,247
Tax Bases
(Percentage of GDP)
Corporate profits® 9.0 8.7 8.3 7.9 7.6 7.5 7.4 7.3 7.3 7.2 7.2 7.1
Wages and salaries 48.3 48.8 48.8 48.8 489 489 489 489 48.8 48.8 488 4838

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

NOTE: Percentage changes are year over year.

a. Based on chained 1996 dollars.

b. The GDP price index is virtually the same as the implicit GDP deflator.
c. The consumer price index for all urban consumers.

d. Corporate profits are book profits.
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Figure 2-14.
GDP and Potential GDP
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SOURCES: Congressional Budget Office; Department of Com-
merce, Bureau of Economic Analysis.

NOTE: From 1999 through 2010, potential GDP is projected to grow
at a 3.1 percent annual rate and GDP at a 2.8 percent rate.

The 3.1 percent average growth rate over the en-
tire period is about 0.4 percentage points faster than
was assumed last sumnieAbout one-quarter of that
change stems from a revision to the growth of the po-
tential labor force, which rises 1.1 percent on average
between 1999 and 2010 (see Table 2-6). CBO pro-
jects the labor force with reference to a consensus of
government and private-sector forecasters. Since the
summer, several of those forecasters have raised their
projections for the labor force, and CBO has followed
suit.

The rest of the revision to the projection for po-
tential GDP growth stems from a small upward revi-
sion to the growth of the capital stock, which climbs
4.4 percent on average during the projection period,
and a larger upward revision to total factor productiv-
ity (TFP)—the portion of actual growth that cannot be
attributed to greater inputs of capital and labor. Capi-
tal accumulates at a faster rate largely because the
Bureau of Economic Analysis now includes business
purchases of software as capital assets rather than as
intermediate inputs. CBO projects that the trend
growth of TFP will average 1.4 percent through 2010,

averaged 1.6 percent since 1973, surged to an average about0.3 percentage points faster than was assumed

2.6 percent rate during the 1996-1999 period. The
critical question is whether and to what extent that re-
cent surge represents a lasting break in the trend of
productivity growth. Some evidence suggests that a
break in the trend has occurred, but the currently
available data are insufficient to provide a definitive
answer (see Appendix A). CBO's projections give
considerable weight to the possibility that the experi-
ence of the past few years represents such a break.
Given the short period of data available since any
break occurred, however, CBO'’s projections are even
more uncertain than usual (see Chapter 5).

Real Potential GDP

Over the 2000-2010 projection period, potential GDP
rises at an average rate of 3.1 percent. CBQO’s projec-
tion assumes that potential GDP grows at about a 3.3
percent annual rate through 2002. However, because
of slower capital accumulation and slightly slower
growth in the labor force, CBO assumes that potential
GDP settles down to a 2.9 percent growth rate after
2006.

last summer.

About 0.2 percentage points of the upward revi-
sion to TFP arises from a change in CBO’s method of
computing potential GDP. The new method better
reflects the recent sharp increase in the pace of techni-
cal change in the production of computers and the re-
sulting effect on computer prices. As measured in the
national income and product accounts (NIPAs), com-
puter prices have declined continuously since the
1970s—a trend that has accelerated in recent years.
Computer prices fell at an average annual rate of 15
percent between the early 1970s and 1995 but at a 28
percent rate between 1995 and 1999. CBO’s method-
ological change removes the effects of falling com-
puter prices from the historical data before estimating
a partial measure of potential output and then adds the
effects of those changes back into the estimate of po-
tential GDP (see Appendix A).

6. See Congressional Budget Offiéstended Discussion of
CBO'’s July 1999 Economic Outlog&uly 1, 1999), avail-
able at www.cbo.gov.
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CBO made two other changes, which on balance cated that the adjustment CBO had made for method-
raise the projected trend growth of TFP by 0.1 per- ological changes in price measurement in its July re-
centage point. The comprehensive NIPA revision port had overstated trend growth in TFP by about 0.1
raised the growth rate for TFP by about 0.2 percent- percentage point, so the projection is corrected for that
age points, and CBO carries that trend forward in its  error (see Box 2-2 on page 46).
projections. However, analysis of the new data indi-

Table 2-6.
Key Assumptions for the Revised Projection of Potential Output (By calendar year)

Average Annual Growth Rate (Percent)
1960- 1960- 1969- 1980- 1990- 1999-2010
1999 1969 1980 1990 1999 (Projection)

Overall Economy

Working-Age Population 1.4 1.4 2.0 1.1 1.0 1.0

Potential Labor Force 1.8 1.6 2.7 1.6 1.2 11

Potential Labor Force Productivity® 15 2.5 0.7 1.4 1.7 1.9
Excluding new price indexes and computer quality 1.5 25 0.7 1.4 1.5 1.7
Effect of new price indexes and computer quality® n.a. n.a. n.a. n.a. 0.1 0.2

Potential Real Output (GDP) 3.3 4.2 3.4 3.0 29 3.1

Memorandum :

Real Output (GDP) 35 4.6 2.9 3.2 3.2 2.8

Nonfarm Business Sector

Potential Employment 2.0 1.7 2.8 1.7 1.4 1.2
Potential Hours Worked 1.6 1.3 2.0 1.6 15 1.2
Capital Input® 3.9 4.2 4.1 3.6 3.6 4.4
Potential Total Factor Productivity 1.3 2.1 1.2 0.9 1.2 1.4
Potential Labor Force Productivity® 2.0 3.0 1.8 15 1.9 2.3

Excluding new price indexes and computer quality 2.0 3.0 1.8 15 1.7 2.0

Effect of new price indexes and computer quality® n.a. n.a. n.a. n.a. 0.2 0.3
Potential Real Output 3.7 4.3 3.9 3.2 3.4 3.5

SOURCE: Congressional Budget Office using data from the Department of Labor, Bureau of Labor Statistics, and the Department of Commerce,
Bureau of Economic Analysis.

NOTES: The years marking the ends of historical periods (except 1999) are years in which the business cycle peaked.
n.a. = not applicable.

Growth in potential output per member of the labor force.

IS

Adjustments to potential productivity to account for methodological changes to price measures and technological change in the computer industry.

o

Estimated by CBO.

d. Growth in potential output per hour in the nonfarm business sector
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Unemployment, Inflation, and
Interest Rates

The projected unemployment rate is higher on average
over the full 2000-2010 period than during the next
two years. Having revised its estimate of the NAIRU
downward to 5.2 percent, CBO now expects unem-
ployment to equal that rate by 2010. The rise in the
unemployment rate reflects below-potential growth in
real GDP.

Inflation as measured by the CPI for urban con-
sumers (the CPI-U) averages 2.5 percent between
2002 and 2010, and the GDP price index grows at an
average rate of 1.7 percent. The difference between
the projected rates of growth of the two inflation mea-
sures affects projections of the federal budget. In-
dexed budget programs and personal income tax
brackets are tied to CPI inflation, and overall incomes
are most directly influenced by changes in the GDP
price index. The projected average growth of that
index is 0.8 percentage points lower than that of the
CPL.

CBO expects real interest rates to be lower on
average during the 2002-2010 period than for the next
two years. The real rates on three-month Treasury
bills and 10-year Treasury notes fall to 2.3 percent
and 3.2 percent, respectively, during the projection
period. Combined with projected rates of CPI infla-
tion, those real rates imply nominal rates of 4.8 per-
cent for Treasury bills and 5.7 percent for Treasury
notes.

Taxable Incomes

CBO'’s budget projections are closely connected to
projections of economic activity and national income.
However, different components of national income are
taxed at different rates, and some are not taxed at all.
Therefore, the distribution of income among its vari-
ous components is an important part of CBO’s eco-
nomic projections. Wage and salary disbursements
and corporate profits are particularly important be-
cause they are taxed at the highest effective rates. As
a share of GDP, those two categories together have
risen sharply, from 54.0 percent in 1994 to 57.6 per-

cent in 1999. In CBO's projections, however, their
share declines steadily, reaching 55.8 percent in 2010.

The drop in the combined share of those income
categories relative to GDP stems from a number of
assumptions in the forecast. First, an increasing part
of the capital income share of GDP is needed to re-
place worn-out equipment and structures. Firms have
rapidly increased their capital stock during the past
five years and will now have to allocate more of their
earnings than before to maintaining that stock. That
larger allocation will tend to reduce the part of the re-
turn on capital that shows up as taxable profits, even
if the capital share as a whole remains constant.

Two other assumptions also contribute to the
decline in taxable income’s share of GDP: the in-
crease in corporate debt and the increase in the share
of labor compensation attributable to benefits. Firms
have steadily increased their rate of borrowing over
the past two years, and the combination of the increase
in corporate debt and higher interest rates will tend to
boost the costs of servicing that debt, which in turn
reduces taxable profits.

An increase in benefits as a share of labor com-
pensation is also likely to have a similar effect on the
taxable share of GDP. The benefits that firms give to
employees, primarily employer contributions to medi-
cal insurance premiums and pensions, are a form of
compensation that is not subject to tax. Such benefits
fell as a share of total compensation during the 1990s,
but their share is likely to pick up over the next 10
years. CBO's projections assume a mild increase in
the share of benefits in total compensation, which
slightly reduces the taxable share of GDP.

Risks to the Outlook

Forecasts for the economy are always uncertain.
CBO's forecast represents the midrange of possible
outcomes. The forecast for the next several years may
be too optimistic if renewed inflationary pressures
force the Federal Reserve to aggressively tighten mon-
etary policy, if equity prices suffer a sharp and sus-
tained decline, or if the recent surge in the growth of
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productivity proves to be short-lived. But because the
baseline projection allows for the likelihood that an
average recession will occur sometime in the next 10
years, changes in the cyclical path of the economy
have minimal long-run effects on the economic and
budget outlook. Alternatively, the forecast could be
too pessimistic if the growth of productivity matches
or outpaces that of the past four years. The implica-
tions of a few such scenarios for the budget are dis-
cussed in Chapter 5.

Downside Risks

The CBO forecast anticipates continued real economic
growth over the next several years, but a substantial

slowdown or even a recession cannot be ruled out,
particularly in 2001 or later. In February 2000, the
current U.S. expansion will become the longest on re-
cord, surpassing that of the 1960s. Expansions do not
die merely of old age, but they often generate the kinds
of imbalances that make them difficult to sustain.
Some analysts point to three imbalances that could
have a significant effect on the U.S. economy—the
large trade deficit, the very low personal saving rate,
and what may be inflated stock prices.

To date there is no sign that recession is immi-
nent, but some potential risks to the continuation of
the current expansion are visible. They include the
inflationary threat arising from extremely tight labor
markets and the possibility of a substantial drop in the

The comprehensive revisions to the national income
and product accounts (NIPAs) have raised the average
annual growth of real (inflation-adjusted) gross do-
mestic product by almost 0.4 percentage points since
the early 1980s but have raised growth of nominal
GDP by less than 0.2 percentage points. The revi-
sions have had little effect on the growth of national
income and the NIPA income categories—wage and
salary disbursements and corporate (book) profits—
that are important for projecting revenues (see Box
2-1 and the table below).

Effect of NIPA Revisions on Average Growth Rates of
Various Aggregates for Two Historical Periods
(In percentage points)

Period Used
Full Period for TFP Trend
of NIPA in Growth
Revision Model

(1959-1998) (1981-1998)

Real GDP 0.21 0.39
Nominal GDP 0.08 0.15
GDP Price Index -0.14 -0.25
National Income 0.03 0.05
Wages and Salaries

Plus Book Profits 0.05 0.09

Box 2-2.
Effect of the NIPA Revisions on CBO's Projections

Because the Congressional Budget Office
(CBO) had anticipated much of the effect of the revi-
sions in its previous estimates of potential GDP, the
revisions had only a small effect on CBO’s medium-
term (10-year) projections of real GDP growth. Their
effects on CBO'’s projections of nominal GDP growth
and the NIPA counterparts to the federal budget's
income and profits tax bases were even smaller.

Effect on Projections of Real GDP

The revisions primarily affected the projections of
real GDP by changing the estimate for the growth rate
of total factor productivity (TFP) for the 1981-1998
period and, to a much lesser extent, by changing the
growth rate of the cagal stock. CBO uses a growth
model in which estimates of potential real GDP in the
medium term are based on the growth of hours
worked, the contribution of capital, and the total fac-
tor productivity of those two inputs. The revisions did
not affect the projections of hours worked, and they
had a small effect on the pace of capital accumula-
tion. However, they increased the trend growth of
TFP enough to raise the projection of potential real
GDP by nearly 0.2 percentage points. The trend did
not increase by the full revision of real GDP growth
—0.4 percentage points—because half of that in-
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stock market. With the unemployment rate well below
the NAIRU and with CPl inflation having already re-
ceived a boost from higher energy prices, wage growth
could accelerate sharply. In addition, employers face
the prospect of higher medical insurance premiums for
their workers and retirees in 2000. More rapid growth
in compensation does not necessarily have to translate
into higher price inflation, but it could, especially if
productivity growth slows. Rebounding economies in
Asia and Europe may add to the inflation risks be-
cause the easing of excess capacity in the global econ-
omy is likely to put upward pressure on the prices of
imported commodities and manufactured goods, with
ripple effects on prices of domestically produced
goods that compete with imports.

To head off building inflationary pressures, the
Federal Reserve may be forced to boost the federal
funds rate much more than the increase of 75 basis
points it made during the second half of 1999 and the
further increase of 50 basis points that CBO has in-
corporated in its forecast. With few exceptions, when
the Federal Reserve has raised rates by 300 or more
basis points, a recession has followed. The effects of
a recession are typically first felt in residential con-
struction and business investment but soon flow into
consumer spending as real income stops growing.
Moreover, that much tightening (or even expectations
that it will be necessary) could adversely affect stock
prices and therefore dampen consumer spending.
Even a more modest tightening, on the order of 200
basis points (including the tightening that has already

Box 2-2.
Continued

crease stemmed from a change in price measures that
CBO had already incorporated in previous estimates
of potential GDP.

In fact, the ultimate effect of the revisions was
further reduced because the new data also allowed
CBO to reassess its estimates of the effects of changes
in price measures. Last summer, CBO assumed that
such changes added 0.4 percentage points to the
growth in potential GDP from 1999 to 2009. Accord-
ing to the new data, however, that figuhesld have
been only 0.3 percentage points. The net effect of the
revisions on CBO'’s projection for real growth is
therefore about 0.1 percentage point.

Effect on National Income and the NIPA Tax Bases

In contrast to their effect on real GDP, the revisions
had little effect on the historical rates of growth of

national income and the NIPA counterparts to the
federal budget's income and profits tax bases. In gen-
eral, nominal values were less affected by the revi-

sions than were real measures because a major aspect GDP, which in turn were only partially attributable to

of the revisions was the change in price measures.
But national income was affected even less than other
nominal measures, such as nominal GDP.

Growth of nominal GDP was revised upward
relative to that of national income because the growt
rates of categories on the income side that are if
cluded in GDP but not in national income were re
vised upward. Those categories, which include con
sumption of fixed capital (depreciation) and busines
transfer payments, were both revised upward signifi
cantly. Revisions to subsidies minus the current su
plus of government enterprises and the statistical di
crepancy (the difference between the accounts on the
income side and those on the product side) also ek-
plain why the revision did not affect the growth of
national income as much as it did the growth of nom
inal GDP.

-

T T

The revisions therefore had little direct effect on
the projections of the growth of wage and salary disf
bursements and book profits. CBQO’s current project
tions for the growth of those NIPA tax bases ard
slightly higher than its July projections, but not di-
rectly because of the NIPA revisions. The growth
rates of the tax bases are higher primarily because pf
the changes CBO has made to the projections of regl

the revisions.
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occurred), could generate at least a sharper slowdown
than the one in CBO'’s baseline forecast.

A substantial correction in the stock market
could either exacerbate the aboeassion scenario or
independently trigger a recession. A number of ob-
servers believe that equity prices are higher than can
be justified by corporate earnings, perhaps by as much
as 25 percent to 30 percent. If they are right and eqg-
uity prices decline, a correction of that magnitude
would reduce wealth by about $3lltan, which in
turn could directly lower the growth of consumer
spending by more than a percentage point over one to
two years. A collapse of the stock market could also
adversely affect business investmergdguse of fi-
nancing difficulties and lost confidence) and the hous-
ing market. In addition, the effects could spread glob-
ally. However, damage would be limited if the Federal
Reserve responded by easing monetary policy quickly,
as it did following the 1987 crash.

Upside Risks

Alternatively, CBO’s forecast might be toegsimistic
about growth, inflation, or both. There need not be
any slowdown in the next few years if productivity
growth accelerates further or the labor force grows

more than expected. In the case of rapid productivity
growth, the faster growth in compensation resulting
from tight labor markets would not lead to higher in-
flation, but it would boost real income, perpetuating
the boom in consumer spending and the housing mar-
ket. Under those circumstances, the Federal Reserve
would not need to try to slow the economy by hiking
short-term interest rates. And continued acceleration
of productivity growth might justify further increases

in stock prices and continued high levels of investment
by foreigners.

More rapid growth in the labor force would relax
the constraints on output imposed by a tight labor
market and would limit the rate of growth of compen-
sation. One possible source of faster-than-anticipated
growth of the labor force is an increase in the level of
immigration. CBO'’s projections assume that legal
and illegal immigration averages nearly 900,000 a
year between 2000 arD10. Although not all of
those immigrants would enter the labor force, immi-
gration represents a significant component of the ex-
pected annual average increase in the labor force of
just over 1.6 million. Consequently, policy changes
allowing for higher levels of legal immigration would
boost the growth of the labor force and could thereby
improve the economic and budget outlook.



Chapter Three

The Revenue Outlook

total federal revenues will exceed $1.9 trillion

in fiscal year 2000 if current policies remain
unchanged, marking the eighth consecutive year in
which the growth of revenues has outstripped the
growth of the nation’s gross domestic product (see
Figure 3-1). Revenues are expected to grow more
slowly than GDP through 2004 and then at about the
same rate as GDP through 2010. In that year, reve-
nues are projected to be $2.9 trillion, or about 19.8
percent of GDP.

The Congressional Budget Office estimates that

The current revenue outlook is more than $600
billion higher through 2009 than CBO projected last
July (see Table 3-1). About $500lion of that in-
crease stems from changes in CBO’s economic fore-
cast, primarily from higher projected levels of wage
and salary income, which boost receipts from individ-
ual income and social insurance taxes. The net effect
of recently enacted legislation—the Ticket to Work
and Work Incentives Improvement Act of 1999 (Pub-
lic Law 106-170) and the Consolidated Appropria-
tions Act (Public Law 106-113)—reduced projected
revenues by about $18 billion over 10 years. The re-
mainder of the increase since July results from a num-
ber of adjustments in the technical assumptions that
determine how much tax is generated by the tax base.
The technical revisions vary from year to year, largely
in the $10 billion to $20 billion range, and total about
$140 billion over 10 years. They represent changes to
receipts from capital gains realizations, the Universal
Service Fund, and numerous other sources of taxation.

As a percentage of GDP, however, all revenue
figures are lower than in July, despite the upward revi-

sion to revenue projections. The percentages are
lower largely because of accounting revisions to GDP
in the national income and product accounts that the
Bureau of Economic Analysis published in September
1999. In general, the pattern of the revenue-to-GDP
ratios throughout the projection period is very similar
to that projected in July.

CBO expects the growth of receipts to slow from
the rapid pace of the past few years. From 1994 to
1998, revenues rose at an average annual rate of 8.3
percent, much faster than GDP. Consequently, reve-
nues as a share of GDP rose from 18.1 percent in
1994 to 19.9 percent in 1998. Although revenue

Figure 3-1.
Annual Growth of Federal Revenues and GDP
(By fiscal year)

Percentage Change from Previous Year
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SOURCE: Congressional Budget Office.
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growth slowed to 6.1 percentin 1999, it still exceeded projected to grow by roughly 4 percent each year, ris-

GDP growth and boosted the ratio of receipts to GDP ingto about 4.5 percent from 2005 to 2010. Although

to a postwar high of 20 percent (see Figure 3-2). output will grow faster than receipts on average during

the next decade, the ratio of receipts to GDP will stay

In CBO's forecast, receipts grow slightly faster  close to its peak, remaining at 19.8 percent in the sec-

in 2000 than in 1999. At 6.4 percent, receipts outpace ond half of the projection period.

growth of GDP. That rate pushes the ratio of receipts

to GDP to 20.3 percent, which is expected to become Individual income tax receipts, bolstered primar-

the postwar peak. From 2001 to 2004, receipts are ily by higher realizations of capital gains and increases

Table 3-1.
Changes in CBO Projections of Revenues Since July 1999 (By fiscal year, in billions of dollars)

Total,
2000-
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2009

July Baseline Revenues 1,905 1,970 2,045 2,116 2,198 2296 2,396 2,501 2,609 2,725 n.a.

Legislative Changes

Individual Income * * -3 * * * * * * 1 -1
Corporate Income * -2 -5 -2 -2 -2 -1 -1 -1 -1 -16
Federal Reserve 4 -4 * * * * * * * * *
Other -1 _ - - _ _ - - _ _ *

Subtotal 3 -6 -8 -2 -2 -1 -1 * * * -18

Economic Changes

Individual Income 11 24 35 42 44 46 48 50 52 53 404
Corporate Income 6 4 -3 -9 -12 -14 -16 -16 -15 -13 -88
Social Insurance 3 9 14 14 15 15 16 16 17 18 136
Other 2 5 7 7 v 6 6 6 6 6 _58

Subtotal 23 41 52 54 53 53 54 56 60 65 510

Technical Changes

Individual Income 3 4 3 2 3 3 3 4 6 7 38
Corporate Income 7 6 7 6 6 6 6 6 6 6 60
Social Insurance 5 4 5 5 6 7 7 8 8 11 65
Universal Service Fund -2 -3 -8 -6 -2 -2 -2 -2 -2 -2 -29
Other 1 1 1 1 1 = 1 1 = Y

Subtotal 14 12 8 9 13 14 15 16 18 22 141

Total Changes

All Sources 40 46 51 60 64 66 69 71 77 88 634

January Baseline Revenues 1,945 2,016 2,096 2,177 2,263 2,361 2465 2572 2,686 2,813 n.a.

SOURCE: Congressional Budget Office.

NOTES: n.a. =not applicable; * = less than $500 million.




CHAPTER THREE

THE REVENUE OUTLOOK 51

Figure 3-2.
Total Revenues as a Share of GDP
(By fiscal year)

Percentage of GDP
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in the effective tax rate, have fueled the rapid growth
of revenues over the past few years and are an impor-
tant contributor to the slower growth of receipts pro-
jected for the next few years. The higher realizations
of capital gains stemmed largely from the sharp rise in
stock prices. Increases in the effective tax rate were
partly the result of the rapid rise in income among
high-income taxpayers, who are taxed at higher mar-
ginal rates. Neither of those two sources of rapid
growth in receipts is expected to persist indefinitely,
and revenue growth is projected to slow as they play
smaller roles in boosting receipts.

Besides individual income tax receipts, federal
revenues consist of receipts from corporate income

of the taxes for the Medicare program and the in-
creases in Social Security taxes, those taxes have
changed little as a share of GDP in the past decade.
The share of individual income taxes, which had fluc-
tuated between 7 percent and 9.5 percent since the
1950s, has only recently approached 10 percent. Re-
ceipts from corporate income taxes and excise taxes
have diminished as a share of GDP since the 1950s.

Small variations in the relative roles of the differ-
ent categories of receipts continue throughout the pro-
jection period. Individual income taxes as a share of
GDRP first fall and then rise. The corporate receipts
share falls steadily as corporate profits recede further
from their unusually high levels of the late 1990s.
Lower unemployment insurance receipts cause the
share of social insurance taxes to slip slightly. The
share of excise taxes falls because many of them are
levied per unit or transaction rather than as a percent-
age of value.

The pattern of individual income tax receipts as a
share of GDP represents the effects of movements in
two different directions. That share tends to increase
over time because higher nominal income raises the
number of taxpayers affected by the alternative mini-
mum tax (AMT), and growth in real (inflation-
adjusted) income under the progressive tax rate struc-
ture subjects more taxpayers to higher marginal tax
rates. The share of individual income tax receipts
tends to fall, however, as capital gains realizations
slowly resume their historical relation to output. For
the first half of the projection period, the effect from
capital gains tends to dominate, lowering individual

taxes, social insurance taxes, excise taxes, estate and income tax receipts as a share of GDP. Thereafter,

gift taxes, customs duties, and miscellaneous receipts.
Individual income taxes produce nearly half of total
revenues and almost 10 percent of GDP (see Table 3-2
and Figure 3-3). Corporate income taxes contribute
about 10 percent of revenues and represent approxi-
mately 2 percent of GDP. Social insurance taxes (in-
cluding Social Security taxes, which are off-budget)
are the second largest source of revenues, equaling
about a third of totalaceipts andt@out 7 percent of
GDP. The other taxes and miscellaneous receipts,
including profits from the Federal Reserve System,
make up the balance.

Although the relative importance of social insur-

their share tends to rise. That tendency is strong
enough to just offset the downward effects of corpo-
rate, excise, and social insurance receipts, so that total
receipts as a share of GDP remain steady in the sec-
ond half of the projection period.

Individual Income Taxes

Individual income taxes account for most of the recent
rise in revenues as a percentage of GDP. From 1993
to 1998, those receipts averaged growth of more than

ance taxes has increased since 1960, largely because 10 percent a year. In fiscal year 1999, partly because
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Table 3-2.
CBO Projections of Revenues (By fiscal year)
Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
In Billions of Dollars
Individual Income 879 945 986 1,026 1,068 1,112 1,162 1,217 1,275 1,339 1,407 1,480
Corporate Income 185 189 189 187 190 194 200 208 216 225 233 242
Social Insurance 612 653 684 714 742 770 808 842 878 913 954 998
Excise 70 68 71 73 75 77 79 81 84 86 89 91
Estate and Gift 28 30 32 33 35 36 37 38 40 42 45 48
Customs Duties 18 19 20 22 23 25 26 27 28 29 30 31
Miscellaneous 35 40 36 41 44 49 50 52 51 53 55 57
Total 1,827 1,945 2,016 2,096 2,177 2,263 2,361 2465 2572 2,686 2,813 2,946
On-budget 1,383 1,465 1515 1571 1630 1,693 1,764 1843 1,923 2,010 2,106 2,208
Off-budget? 444 480 502 525 547 570 597 623 649 676 707 738
As a Percentage of GDP
Individual Income 9.6 9.9 9.8 9.8 9.7 9.7 9.7 9.8 9.8 9.9 9.9 10.0
Corporate Income 2.0 2.0 1.9 1.8 1.7 1.7 1.7 1.7 1.7 1.7 1.6 1.6
Social Insurance 6.7 6.8 6.8 6.8 6.8 6.7 6.8 6.8 6.8 6.7 6.7 6.7
Excise 0.8 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.6 0.6 0.6 0.6
Estate and Gift 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3
Customs Duties 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2
Miscellaneous 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.4
Total 20.0 20.3 20.1 20.0 19.9 19.8 19.8 19.8 19.8 19.8 19.8 19.8
On-budget 15.2 15.3 151 15.0 14.9 14.8 14.8 14.8 14.8 14.8 14.8 14.9
Off-budget? 4.9 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0
SOURCE: Congressional Budget Office.
a. Social Security.
of the tax cuts enacted in the Taxpayer Relief Act of exceptions. In 1969, for example, a surtax caused

1997, they slowed to their lowest rate of increase since
1992. Nonetheless, they grew faster than GDP, reach-
ing their highest share of GDP in the postwar period in

1999. Their share is expected to peak in 2000 and
then to slowly recede as some of the factors that
caused its rise moderate. But by 2005, the factors
tending to boost the share of individual tax receipts

begin to dominate and cause the ratio to rise through
2010.

Sources of Recent Growth in
Individual Income Taxes

Historically, individual income taxes have tended to
grow only slightly faster than GDP, with just a few

income tax receipts to increase significantly faster

than GDP; and before the tax code was indexed, infla-
tion pushed the growth of income tax revenues well

above that of the economy by effectively decreasing
the levels of real income at which higher tax rates ap-
plied. Butthose phenomena were largely temporary
and were followed by years in which revenue growth

fell below that of GDP.

The Omnibus Budget Reconciliation Act of 1993
raised rates for higher-income taxpayers, which
largely explains why individual income tax receipts
climbed faster than GDP in 1994. But from 1995 to
1999, the annual growth of those receipts surpassed
that of the economy for reasons unrelated to new tax
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Figure 3-3.
Revenues, by Source, as a Share of GDP (By fiscal year)
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legislation. Indeed, receipts in 1998 and 1999 in-
creased as a percentage of GDP despite new tax
breaks for children and education.

Analysis of data on individual income tax liabili-
ties indicates that the surge in those liabilities from tax
years 1994 to 1998 (1998 data are preliminary) can be
traced to four sources. (The tax year is the year in
which the tax liability is incurred.) The percentage
contribution of each of those sources, which are de-
scribed below, is calculated using the amount of tax
liability that would have accrued if the child and edu-
cation tax credits that became effective in tax year
1998 had not been enacted in 1997.

An important source of the surge in individual
income tax liability as a percentage of GDP is the
rapid growth of components of GDP that are taxable
to individuals. (For more information on the relation-
ship between tax liability, taxable income, and GDP,
see Box 3-1.) Taxable personal income—the sum of
the NIPA measures of wages, interest, dividends, pro-
prietors’ income, and rental income—grew faster than
GDP from 1994 to 1998. The resulting rise in the
proportion of taxable personal income in GDP raised
the tax base for the individual income tax and ac-
counted for nearly a fifth of the growth of tax liabili-

ties in excess of GDP growth over that period (see
Table 3-3).

The next two sources are found among the com-
ponents of adjusted gross income (AGIl)—the actual
income base of the individual income tax—which has
been rising more rapidly than taxable personal income.
Capital gains realizations, which are not included in
either GDP or taxable personal income, account for a
large part of the growth in AGI. Between 1994 and
1998, gains realizations nearly tripled, with most of
that increase occurring before the cut in capital gains
tax rates in 1997. Although taxes on gains have ac-
counted for only about 7 percent to 11 percent of indi-
vidual income tax liabilities in recent years (and much
less than that previously), they accounted for nearly a
third of the growth of those liabilities relative to GDP
from 1994 to 1998.

Other components of AGI that are not part of
taxable personal income or GDP have also risen more
rapidly than both of those measures. Retirement in-
come in the form of distributions from 401(k) plans
and individual retirement accounts and from taxable
Social Security benefits figure prominently in this cat-
egory. The growth of retirement and nonretirement
components together accounted for nearly 10 percent
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Box 3-1.
Tax Bases and Tax Liability

The ratio of tax receipts to gross domestic product varies
for reasons other than changes in tax law. In particular, the
bases on which taxes are imposed differ from GDP, and
their growth is sometimes faster or slower than that of
GDP. Although the bases for taxes on individual and cor-
porate income and social insurance are similar to gross do-
mestic product, they differ from GDP in a number of impor-
tant respects.

Individual Income Tax Base

Taxable personal incomis the first approximation of the
individual income tax base. It comprises dividends, inter-
est, wages and salaries, rent, and proprietors’ income. It
does not include depreciation, indirect business taxes,
fringe benefits, or retained corporate profits.

Not all of that income is taxed, however, because it
accrues to tax-exempt entities such as hospitals, schools,
cultural institutions, and foundations; it is earned in a form
that is tax-exempt, such as income from state and local
bonds; or it is tax-deferred, such as income from retirement
accounts. Also, personal interest and rental income contain
large components of imputed income—income that is not
earned in a cash or near-cash transaction. Imputed income,
which includes personal earnings within pension funds and
life insurance policies and from owner-occupied housing, is
not taxable. Consequently, a large amount of interest, divi-
dend, and rental income is excluded from the taxable base
of the income tax.

Taxpayers make further adjustments, both additions
and subtractions, to taxable personal inco@apital gains
realizations—the increase in the value of assets between
the time they are purchased and sold—and part of Social
Security benefits are added to taxable personal income.
Contributions from income to tax-deductible individual re-
tirement accounts and 401(k) programs are excluded, but
distributions to retirees from those programs are included.
The result of these and other additions and subtractions is
calledadjusted gross incom@Gl).

Exemptionsanddeductionsare subtracted from AGI
to yield taxable income, which is then subject to progres-
sive tax rates (that is, rates that rise as income rises). The
resulting tax may then be subject to further adjustment in
the form ofcredits such as the child credit for taxpayers
with children under 17, that reduce the taxpayt&s’lia-
bility. An important wrinkle in calculating individual tax

liability is the alternative minimum taxAMT), which re-
quires some taxpayers to separately calculate their taxgs
under a more limited set of exemptions, deductions, an
credits. Taxpayers pay the higher of the AMT or the ordi
nary tax. The ratio of tax liability to AGI is called te&
fective tax raten AGL

[N

Corporate Income Tax Base

Corporate income in GDP is calculated on the bastzof
nomic depreciation-the dollar value of productive capital
assets that have been used up. For tax purposes, howeyer,
corporations calculateook profits Those profits are calcu-
lated on the basis dax depreciation which is typically
more generous than economic depreciation; that is, the capi-
tal is assumed to be used up faster than it actually is, alloy
ing firms a greater reduction in their reported (and therefor
taxable) profits.

%

The measure of total book profits must be adjusted tp
remove profits of the Federal Reserve System, which are
counted with corporate profits in the national accounts byt
appear as federal revenues in the miscellaneous receipts
category in the budget. Book profits are also adjusted tp
allow for the taxation of U.S. income earned by foreign cor
porations and the deferral of most foreign income earned Ry
U.S. corporations. Those and other, smaller adjustmenis
yield taxable incomdor corporations. The ratio of corpo-
rate taxes to taxable income is theerage tax rate

Social Insurance Tax Base

Social insurance taxes, the other big source of receipt,
have wages and salaries as their base. Those receipts
largely fund Social Security and Hospital Insurance (Part A
of Medicare). Social Security taxes are imposed as a pdr-
centage of pay up totaxable maximurthat is indexed for
wage growth in the economy. Hospital Insurance taxes afe
not subject to a taxable maximum.

Despite the many adjustments that must be made {o
calculate the true tax bases, a convenient way to approxi-
mate them is to add wages and salaries and corporate bgo
profits (see Chapter 2, page 45). Those items pick up mugh
of the base of the individual income, corporate income, anfd
payroll taxes and therefore constitute the bulk of taxed in
come.
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of the increase in liability relative to GDP growth from
1994 to 1998.

The most significant source of the growth of in-
come taxes is the increase in the effective tax rate. In
tax years 1995 to 1998, increases in the effective rate
(on income other than capital gains) accounted for
roughly 40 percent of the growth of liabilities in ex-
cess of GDP. The effective tax rate on overall AGI
rose from 1992 through 1997 (see Figure 3-4). Be-
cause itis the ratio of total taxes paid to total AGI, the
effective tax rate can be affected by changes in both
statutory rates and real incomes. Statutory increases
in marginal tax rates for higher-income taxpayers
raised the effective rate in tax years 1993 and 1994,
and growth in real incomes has fueled the rise since
then. In 1998, the effective rate fell because of tax
cuts enacted in 1997. If not for those cuts, the effec-
tive tax rate would have risen by more than it did in
1997.

Increases in real income for taxpayers generally
placed more income into higher tax brackets. That
phenomenon alone accounted for slightly more than
half of the increase in the ratio of income tax liability
to GDP that resulted from the rise in the effective tax
rate. Nearly as important, income growth concen-
trated at the top of the income distribution raised the
effective tax rate by increasing the proportion of in-
come taxed at the highest rates. Even though no in-
come group was subjected to higher statutory tax
rates, a larger share of income accrued to those groups
with the highest tax rates. The share of AGI going to
taxpayers with AGI above $200,000 (in 1998 dollars)
rose from 14.5 percent in tax year 1993 to 21.6 per-
cent in tax year 1998 (see Table 3-4). Two factors
accounted for that increase: more taxpayers had AGI
above $200,000, and those taxpayers experienced
higher-than-average growth in income. Their share of
tax liability went from29.8 percent to 39.8 percent

Table 3-3.

Sources of Growth in Individual Income Tax Liabilities in Excess of GDP Growth,

Tax Years 1994-1998 (As a percentage of total growth)

1994- 1995- 1996- 1997- 1994-
Sources of Growth 1995 1996 1997 19982 19982
Taxable Personal Income (TPI) Grows Faster Than GDP 21 12 14 26 18
Adjusted Gross Income (AGI) Grows Faster than TPI
Capital gains taxes grow faster than TPI 21 52 29 16 31
Other AGI grows faster than TPI 14 4 12 9 9
Changes in the Effective Tax Rate on AGI
Effect of real growth on effective rate 21 17 25 27 22
Other changes in effective rate 23 _15 21 22 _20
Total 100 100 100 100 100
Memorandum:
Growth of Individual Income Tax Liabilities in Excess
of GDP Growth (Billions of dollars) 27 39 36 33 134

SOURCE: Congressional Budget Office using data from the Internal Revenue Service’s Statistics of Income, 1994-1997, and IRS tabulations of

1998 returns processed through November 1999.

a. The estimate for 1998 tax liability does not include the child and education credits enacted in the Taxpayer Relief Act of 1997.
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Figure 3-4.
Recent Growth in the Effective Tax Rate
on Individual Income (By calendar year)

Percentage Change from Previous Year
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SOURCE: Congressional Budget Office.

a. Data are based on tax returns processed through November
1999.

during the same period, a substantially larger increase
than could be attributed to the growth in income over-
all. The growth in income of taxpayers with more
than $1 million in AGI was even more dramatic, and
their share of taxes rose even though their effective tax
rate did not.

Although the proximate causes of the surge in
individual income tax receipts can be identified by ex-
amining tax filings, the underlying causes are more
difficult to discern. In particular, it is difficult to iso-
late the role of the extraordinary rise in the stock mar-
ket. The rising prices of financial assets increase the
accrual of capital gains, which ultimately lead to tax-
able realizations. Those rising prices also produce
higher balances in retirement accounts, which become
taxable when taxpayers choose (or in some cases are
required) to withdraw them. Moreover, the higher re-
tirement balances may induce taxpayers to lower their
tax-exempt contributions in light of their growing re-
tirement wealth, raising their taxable income. The
market has also generated high partnership income for
financial firms. In addition, the rising prices of assets
produce taxable income from stock options and bo-
nuses; firms can deduct those items, thus generating
nearly offsetting reductions in corporate income tax
receipts. Althoughdnuses and partnership income do
not dominate individual income tax receipts, they are
concentrated among high-income taxpayers, where

they may have a disproportionate effect on the growth
of those receipts.

Revenues in 1999

The difference between one-year-ahead projections
and actual tax collections is an important factor in
revising estimates of future taxes. Real-time collec-
tions can tell forecasters that projections are off, but
they do not reveal much information about why. Pre-
liminary data on tax returns with enough detail to help
identify sources of projection errors are not available
until more than a year after collections data are
known. Consequently, when actual receipts substan-
tially exceed projections, siterning the implications of
the collections information for future revenues can be
difficult. Incorporating that information into the reve-
nue forecast requires a certain amount of conjecture
about the underlying reasons that collections diverged
from the forecast.

After three years in which revenues have ex-
ceeded one-year-ahead projections by substantial
amounts, CBO'’s January 1999 revenue forecast was
substantially on target. At that time, CBO estimated
that 1999 revenues would total $1,815 billion. End-
of-year figures showed revenues of $1,827 billion.
The underestimate for individual income taxes was
slightly larger, since it was partly offset by an overes-
timate of corporate income taxes (see Table 3-5).
Most of the $16 billion underestimate stemmed from
higher-than-expected withholding. As the behavior of
nonwithheld taxes and refunds implies, 1999 was not
characterized by an “April surprise” of unexpected
revenues. As a result, the projections of revenues in
CBO's current baseline rely less on conjecture about
the implications of recent nonwithheld tax payments
for future receipts.

Capital gains realizations, which are often con-
sidered relevant to the accuracy of forecasts, are noto-
riously difficult to predict. They constitute a relatively
small percentage of individual tax receipts, however,
and errors in forecasting them are unlikely to play a
large role in errors in revenue forecasts. In any case,
for the second year in a row, CBO'’s estimate of capi-
tal gains realizations was relatively close to the pre-
liminary estimates of actual realizations. The January



CHAPTER THREE

THE REVENUE OUTLOOK 57

1999 estimate of realizations in tax year 1998, which
are important for fiscal year 1999 receipts because
much of the resulting tax is paid with the subsequent
filing of tax returns, was $418 billion compared with
actual realizations of about $440 billion.

Expected Pattern of Future Receipts

The growth of individual income tax receipts, whichin
1999 slowed to 6.1 percent from the double-digit rates
of the previous three years, is projected to pick up
slightly in 2000, to 7.4 percent (see Table 3-6).
Growth then slows to a little more than 4 percent a
year from 2001 through 2004 and then rises gradually
to more than 5 percent after 2008. The projected cool-
ing of the economy is partly responsible for the slower
growth: GDP growth in the forecast slows from 5.5
percent in 1999 to less than 4.5 percent by 2003.

Other, tax-specific factors also affect the path of
individual tax receipts. The tax credits for children
and education enacted in the Taxpayer Relief Act of
1997, for example, contribute to the expected rebound

in growth of receipts in 2000. Those credits became
effective in tax year 1998, and most were claimed in
early 1999 through tax refunds, thus reducing revenue
growth in fiscal year 1999. Although the credit for
children increased from $400 to $500 in tax year
1999, the additional revenue loss in 2000 will slow the
pace of revenue growth only slightly.

The path of individual tax receipts over the next
10 years depends largely on the four sources, de-
scribed above, that explain the rapid growth of re-
ceipts during the 1994-1998 period: taxable personal
income relative to GDP, capital gains realizations,
taxable retirement income and other components of
AGI not in taxable personal income, and effective tax
rates. Together, those sources raise individual tax
receipts as a share of GDP over the projection period.
As a result, those receipts are expected to be about
$60 billion higher in 2010 than they would be if their
share of GDP remained at its 1999 level.

The relation between taxable personal income
and GDP is difficult to project. Nonetheless, over
longer periods, taxable personal income cannot

Table 3-4.

Percentage of Returns, Adjusted Gross Income, and Tax Liabilities for High-Income Taxpayers,

Tax Years 1993-1998

AGI (1998 dollars) 1993 1994 1995 1996 1997 1998%
Percentage of Returns
200,000 and above 11 1.1 1.2 14 15 1.6
500,000 and above 0.2 0.2 0.3 0.3 0.3 0.4
1 million and above 0.1 0.1 0.1 0.1 0.1 0.1
Percentage of AGI
200,000 and above 14.5 14.8 16.0 18.2 20.3 21.6
500,000 and above 7.7 7.7 8.7 10.3 12.2 13.1
1 million and above 4.9 4.9 5.6 7.1 8.6 9.3
Percentage of Tax Liabilities
200,000 and above 29.8 30.1 32.1 35.4 37.7 39.8
500,000 and above 17.5 17.2 19.1 21.8 24.0 25.6
1 million and above 11.4 11.2 12.6 15.1 16.9 18.3

SOURCE: Congressional Budget Office.

NOTE: AGI = adjusted gross income.

a. Data are based on tax returns processed through November 1999.
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Table 3-5.

Actual Federal Revenues in Fiscal Year 1999,
by Source, Compared with CBO's January 1999
Projections (In billions of dollars)

CBO's
Actual January
1999 1999
Reve- Projec- Differ-
Source nues tions ence
Individual Income Taxes
Withheld 694 674 20
Nonwithheld 308 311 -3
Refunds -123 -122 -1
Subtotal 879 863 16
Corporate Income Taxes 185 193 -8
Social Insurance Taxes 612 610 1
Excise Taxes 70 69 1
Other Revenue Sources 81 79 2
Total 1,827 1,815 13
SOURCE: Congressional Budget Office.
continually increase as a share of GDP. In CBO'’s

baseline economic project, taxable personal income
grows slightly faster than GDP in 2000 and then be-

Other components of AGI, especially retirement
income, become more important, raising the growth of
individual income tax receipts slightly and slowly in-
creasing their share of GDP over time. The effect of
those components adds $60 billion to receipts in 2010
relative to what they would have been with a constant
receipts-to-GDP ratio.

The effective tax rate continues to rise as a con-
sequence of higher incomes. Because the AMT is not
indexed for inflation, higher nominal incomes subject
more taxpayers to the AMT. In addition, even though
the regular income tax is indexed for inflation, real
growth in incomes causes more people to be taxed at
higher marginal rates because of the progressive rate
structure of the income tax. Those two factors tend to
boost the growth of receipts and cause the receipts-to-
GDP ratio to rise over time. The effects of the AMT
and real growth raise receipts in 2010 by about $25
billion and $50 billion, respectively, relative to what
they would be if the receipts-to-GDP ratio remained
constant. Although the rapid income growth among
the highest-income taxpayers is not expected to cause
further increases in the effective tax rate, those tax-
payers are expected to maintain the shares of income
they gained during the recent economic boom. As a
result, the growth of receipts slows, and the receipts-
to-GDP ratio levels off.

Figure 3-5.

gins to decrease as a share of GDP, which tends to annual Growth of Taxable Capital

slow the growth of receipts and reduce their share of
GDP over time. Much of that decrease, however, isin
the more lightly taxed interest and dividend compo-
nents of income rather than in wages and salaries.
Consequently, the behavior of taxable personalincome
overall does little to change the receipts-to-GDP ratio.

The components of AGI fare differently in the
projections. Capital gains realizations gradually re-
sume their historical relation with GDP (with due al-
lowance given to the effect of lower capital gains tax
rates on taxpayers’ willingness to realize gains), slow-
ing the growth of receipts and reducing their share of
GDP (see Figure 3-5). As a result, receipts are $75
billion lower in 2010 than they would be if they main-
tained a constant share of GDP.
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Table 3-6.

CBO Projections of Individual Income Tax Receipts and Tax Base (By fiscal year)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Individual Income Tax
Receipts
In billions of dollars 879 945 986 1,026 1,068 1,112 1,162 1,217 1,275 1,339 1,407 1,480
As a percentage of GDP 9.6 9.9 9.8 9.8 9.7 9.7 9.7 9.8 9.8 9.9 9.9 10.0
Annual growth rate 6.1 7.4 4.3 4.1 4.1 4.1 4.6 4.8 4.7 5.0 5.1 5.2
Taxable Personal Income
In billions of dollars 6,471 6,842 7,147 7,436 7,720 8,013 8,329 8,662 9,009 9,371 9,756 10,161
As a percentage of GDP  71.0 714 712 708 705 702 699 69.6 693 69.0 687 684
Annual growth rate 6.5 5.7 45 4.0 3.8 3.8 3.9 4.0 4.0 4.0 4.1 4.2
Individual Receipts as a
Percentage of Taxable
Personal Income 136 138 138 138 138 139 140 141 142 143 144 146

SOURCE: Congressional Budget Office.

NOTE: The tax base in this table reflects income as measured by the national income and product accounts rather than as reported on tax returns.

Together, these factors cause the growth of indi-
vidual receipts to slow and the receipts-to-GDP ratio
to first decline and then rise again. Initially, the pat-
tern of lower capital gains realizations relative to GDP
and slower growth of taxable personal income domi-
nates and causes the receipts-to-GDP ratio to fall.
Slowly, however, the other effects, such as the growth
of taxable retirement income and the higher effective
tax rates resulting from real income growth, cause the
ratio to rise.

Clearly, the future course of most of these fac-
tors is very uncertain. The implications of alternative
paths of effective tax rates and economic growth for
the budget surplus are discussed in Chapter 5.

Corporate Income Taxes

Projections of corporate income tax receipts are al-
ways subject to a great deal of uncertainty, although
their relatively small size dampens the effect of that
uncertainty on projections of total revenues. Much of

the uncertainty stems from the fluctuation of corporate
profits. Profits are essentially the residual income in

an economy—what remains for the owners of firms

after all of the other productive inputs have been com-
pensated. As aresult, profits tend to vary much more
over time than do other sources of taxable income,
making them difficult to project.

Uncertainty also arises from unexpected move-
ments in the average tax rate (total corporate receipts
as a percentage of total taxable profits). Those unex-
pected movements have been greatest following major
changes in corporate tax law, such as occurred in
19861 Over much of the period since then, the aver-
age tax rate has been relatively stable, with CBO's
forecast error typically the result of profits that grew
at rates different from those anticipated.

1. See Congressional Budget Offidde Shortfall in Corpo-
rate Tax Receipts Since the Tax Reform Act of 10B§

Paper (May 1992).
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From 1995 to 1998, corporate income tax re-
ceipts as a percentage of GDP reached levels not
achieved since 1980. That performance was largely
driven by very strong growth in corporate profits. In
1999, however, that strong growth began to slip.
CBO expects that corporate profits will gradually de-
cline as a share of GDP until thesach levels more
like those experienced in the 1970s. However, profits
as a share of GDP do not decline to the even lower
levels of the 1980s, when profitability was severely
impaired by rising debt burdens—a condition not ex-
pected to occur during the projection period.

A factor responsible for part of the slow growth
of profits through 2002 is the projected behavior of
book depreciation. Investment in assets with short
depreciable lives for tax purposes has risen sharply in
recent years and is expected to rise in 2000 and then
slow. Thus, between 2000 and 2002, depreciation for
tax purposes is also expected to grow rapidly. The

behavior of tax depreciation is the biggest reason that
CBO's projections of book profits, which are close to
the income measure on which taxes are collected, dif-
fer from the commonly used corporate economic prof-
its that appear in the NIPAs as part of GDP.

CBO makes several adjustments to book profits
to produce an even better approximation of the corpo-
rate tax base. That measure is called "taxable corpo-
rate profits." First, CBO's measure excludes corpo-
rate profits from foreign subsidiaries of U.S. firms.
Taxes on those profits are largely deferred under the
corporate income tax until the profits are repatriated
to the U.S. parent corporation, and even then they typ-
ically are not taxed because of a credit for foreign
taxes paid on that income. Second, CBO's measure
excludes profits of S corporations, which are usually
smaller firms that qualify for taxation as partnerships.
As such, their profits are considered to flow through
automatically to the shareholders and are taxed as in-

Table 3-7.

CBO Projections of Corporate Income Tax Receipts and Tax Base (By fiscal year)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Corporate Income Tax Receipts
In billions of dollars 185 189 189 187 190 194 200 208 216 225 233 242
As a percentage of GDP 2.0 2.0 1.9 1.8 1.7 1.7 1.7 1.7 1.7 1.7 1.6 1.6
Annual growth rate -2.1 2.6 0o -1.2 1.6 1.8 3.3 4.0 4.0 3.9 3.8 3.7
Corporate Book Profits
In billions of dollars 820 835 830 829 836 855 878 910 945 982 1,020 1,052
As a percentage of GDP 9.0 8.7 8.3 7.9 7.6 7.5 7.4 7.3 7.3 7.2 7.2 7.1
Annual growth rate 3.3 19 -06 -01 0.8 2.2 2.8 3.6 3.9 3.9 3.9 3.1
Taxable Corporate Profits?
In billions of dollars 665 683 680 681 687 703 723 750 780 811 843 870
As a percentage of GDP 7.3 7.1 6.8 6.5 6.3 6.2 6.1 6.0 6.0 6.0 5.9 5.9
Annual growth rate 3.6 28 -05 0.2 0.9 2.4 2.9 3.7 3.9 4.0 4.0 3.2
Corporate Receipts as a Percent-
age of Taxable Profits 278 277 279 275 277 275 276 277 277 277 277 278

SOURCE: Congressional Budget Office.

NOTE: The tax base inthistable reflects income as measured by the national income and product accounts rather than as reported on tax returns.

a. Taxable corporate profits are defined as book profits minus profits earned by the Federal Reserve System, transnational corporations, and S
corporations and deductible payments of state and local corporate taxes. They include capital gains realized by corporations.
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dividual rather than corporate income. Other adjust-
ments include subtracting corporate income taxes paid
to state and local governments and the profits of the
Federal Reserve System and adding capital gains real-
ized by corporations.

Book and taxable profits follow a very similar
pattern over the projection period, growing at average
annual rates of 2.3 percent and 2.5 percent, respec-
tively (see Table 3-7). Differences occur in some
years, but they are minor. In 2000, for example, capi-
tal gains boost the growth of taxable profits by about
a percentage point above that of book profits.

The average tax rate varies only slightly, be-
tween 27.5 percent and 27.9 percent, over the projec-
tion period. Those rates are substantially lower than
the ones in previous reports—an artifact of last Sep-
tember's GDP revisions, which changed how the
NIPAs account for business software (see Box 2-1 on
page 38). The new NIPA measures now count soft-
ware as a depreciable asset rather than as an interme-
diate input in the production process. Costs of pro-
duction are therefore lower in the statistical measure
of corporate profits, which boosts corporate profits.

Since CBO's previous estimates of taxable profits
were derived from the old measure of book profits and
did not account for software as a depreciable asset,
taxable profits are now also higher, thus lowering the
measure of the average tax rate (since tax receipts are
not affected by the GDP revisions).

Corporate income tax receipts rise very modestly
in 2000, remain about the same in 2001, and then de-
cline in 2002. As a percentage of GDP, they fall from
2.0 percent in 1999 and 2000 to 1.8 percent in 2002.
Corporate receipts begin to grow again in 2003 and
continue to grow through 2010. But as a share of
GDP, they continue to fall, reaching 1.6 percent of
GDP by the end of the projection period.

Social Insurance Taxes

Social insurance taxes follow roughly the same path as
wages and salaries (see Table 3-8). The largest com-
ponents are Social Security (Old-Age, Survivors, and
Disability Insurance, or OASDI) and Medicare (Hos-

Table 3-8.
CBO Projections of Social Insurance Tax Receipts and Tax

Base (By fiscal year)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Social Insurance Tax Receipts
In billions of dollars 612 653 684 714 742 770 808 842 878 913 954 998
As a percentage of GDP 6.7 6.8 6.8 6.8 6.8 6.7 6.8 6.8 6.8 6.7 6.7 6.7
Annual growth rate 7.0 6.8 4.6 4.5 3.9 3.8 4.9 4.3 4.3 4.0 4.5 4.5
Wages and Salaries
In billions of dollars 4,403 4,675 4,902 5,127 5,352 5581 5,826 6,084 6,353 6,633 6,932 7,247
As a percentage of GDP 48.3 48.8 48.8 488 489 489 489 489 488 488 48.8 488
Annual growth rate 7.1 6.2 4.9 4.6 4.4 4.3 4.4 4.4 4.4 4.4 4.5 4.5
Social Insurance Receipts as
a Percentage of Wages and
Salaries 139 140 139 139 139 138 139 138 138 138 138 1338

SOURCE: Congressional Budget Office.

NOTE: The tax base inthistable reflects income as measured by the national income and product accounts rather than as reported on tax returns.
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pital Insurance, or HIl) taxes (see Table 3-9). They

cent. But workers whose wages are at or above the

are calculated as a percentage of covered wages, the taxable maximum will have an increase in taxes of 5

former up to a taxable maximum that is indexed to
wage growth over time. Consequently, OASDI and
HI taxes tend to remain stable as a proportion of in-

come as long as covered wages are a stable share of

GDP and the distribution of income from wages re-
mains relatively stable. That relative stability is re-
flected in CBO'’s projection of social insurance tax
receipts for the next decade. Those receipts are pro-
jected to grow as a share of GDP between 1999 and
2000 and then to decline slowly back to the 1999
level.

Social Security taxes push up social insurance
taxes as a share of wages in 2000. The maximum in-
come that is subject to the OASDI tax increases as
wages increase, but with a lag. That lag boosts the
average tax rate when wage growth slows from one
year to the next, as it did in 1999 and is forecast to do
again in 2000. The increase in the taxable maximum
for 2000 is based on the increase in average wages
between 1997 and 1998—about 5 percent. The pro-
jected increase in average wages in 2000 is only 4 per-
cent. Workers whose income is below the taxable
maximum in 2000 will see their Social Security taxes

grow on average at the same rate as wages, or 4 per-

percent. Social Security taxes thus increase faster
than wages.

In 1999, the Treasury Department adjusted its
tabulation of Social Security receipts to reflect previ-
ous misestimates, but such an adjustment is assumed
to be unnecessary in 2000. When OASDI and HI
taxes are withheld from paychecks and remitted to the
Treasury, they are indistinguishable from the individ-
ual income tax withholding that is remitted at the same
time. The social insurance portions of the payments
are estimated and assigned to the respective trust
funds on the basis of Treasury projections. As an ac-
counting of the payments becomes available in the fol-
lowing years, the trust funds are adjusted to make up
for any shortfall or excess in the estimates. As a re-
sult, lump-sum adjustments of receipts in the social
insurance category (with an offsetting adjustment in
individual income tax receipts) may occur in years
other than those in which the payments were received
and the liabilities incurred. In 1999, that adjustment
significantly affected HI taxes. Because no similar
adjustment is made in 2000, HI taxes fall slightly as a
percentage of GDP in 2000 and remain about the same
thereafter.

Table 3-9.

CBO Projections of Social Insurance Tax Receipts, by Category (By fiscal year, in billions of dollars)

Al(;tgg | 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Sacial Security 444 480 502 525 547 570 597 623 649 676 707 738
Medicare 132 138 144 151 157 164 172 180 188 196 205 214
Unemployment Insurance 26 27 29 30 29 28 30 32 33 33 36 38
Railroad Retirement 4 4 4 4 4 5 5 5 5 5 5 5
Other Retirement 4 4 4 4 _ 4 4 3 _ 3 _ 3 _3 _3 _3
Total 612 653 684 714 742 770 808 842 878 913 954 998

SOURCE: Congressional Budget Office.




CHAPTER THREE

THE REVENUE OUTLOOK 63

The slow decline in social insurance receipts as a
fraction of wages after 2001 is driven by revenues as-
sociated with unemployment insurance and non-Social
Security retirement programs. Unemployment tax re-
ceipts fall because the extended period of high employ-
mentin CBO's economic forecast reduces benefit out-
lays and permits states to lower their contributions. In
addition, CBO projects that the federal government
will begin making payments to states from the Federal
Unemployment Tax Act trust fund in 2003, permitting
states to lower their unemployment tax rates. (When
the federal trust fund reaches its statutory cap, any
additional revenues are transferred to the states.) Re-
ceipts from both the state and federal unemployment
tax systems are included in federal unemployment tax
receipts. Revenue from non-Social Security retirement
programs falls over the decade when the surcharges
imposed on federal workers’ retirement contributions
expire (in 2002) and workers under the old federal
retirement system, which has higher contribution rates,
retire.

Excise Taxes

Excise taxes are expected to continue their long-term
decline as a percentage of GDP, falling from their

1999 share of 0.8 percent to 0.6 percent toward the
end of the projection period. Most excise taxes—
those representing about 80 percent of total excise
revenues—are levied per unit of good or per transac-
tion rather than as a percentage of value. Thus, al-
though excise receipts grow with real output, they do
not rise with inflation and therefore do not grow as
fast as nominal GDP.

Nearly all excise taxes fall into five major cate-
gories: highway, airport, telephone, alcohol, and to-
bacco. Almost half of all excise tax receipts are for
the Highway Trust Fund, primarily from gasoline and
diesel taxes (see Table 3-10). Most airport and tele-
phone taxes are levied on a percentage basis, so they
grow faster than other excise taxes. A small hike in
tobacco taxes enacted in 1997 increases the level of
receipts in 2000 and again in 2002. However, the pro-
jections of tobacco tax receipts also reflect the drop-
off in tobacco consumption that is expected to result
from the higher tobacco prices caused by the tobacco
industry’s settlements with the states. The net effectis
that tobacco receipts are stable after 2003.

The projected level of excise taxes is lower in
2000 than in 1999. Excise tax receipts for 1999 were
temporarily elevated by the Taxpayer Relief Act of
1997, which permitted the postponement of some ex-
cise tax payments from August and September 1998

Table 3-10.

CBO Projections of Excise Tax Receipts, by Category (By fiscal year, in billions of dollars)

1999° 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Highway 39 36 37 38 39 39 40 41 42 43 44 45
Airport 10 9 10 10 11 11 12 13 14 14 15 16
Telephone 5 6 6 6 6 7 7 8 8 8 9 9
Alcohol 8 8 8 8 8 8 8 8 8 8 8 8
Tobacco 5 7 7 8 8 8 8 8 8 8 8 8
Other 3 3 3 3 3 _3 3 3 3 3 3 3

Total 70 68 71 73 75 77 79 81 84 86 89 91

SOURCE: Congressional Budget Office.

a. Total excise revenue is known for 1999, but the breakdown by category is estimated.
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to the beginning of fiscal year 1999. The receipts re-
turn to normal in 2000 and thereafter, leaving a one-
time drop in excise taxes as a percentage of GDP in
2000, after which the share declines slowly.

Other Sources of Revenue

Smaller amounts of revenue come from estate and gift
taxes, customs duties, and numerous miscellaneous
sources (see Table 3-11).

Estate and gift taxes have tended to grow more
rapidly than income because the unified credit for the
estate and gift tax, which effectively exempts some
assets from the tax, is not indexed for inflation. (The
annual exclusion for gifts is indexed for inflation, but
the $10,000 level will not change until the cumulative
price change since 1997 is at least 10 percent.) In the
next decade, however, the higher unified credits en-
acted in the Taxpayer Relief Act of 1997 will be
phased in, more than oftsiag the absence of indexing
and tending to reduce receipts relative to GDP. Atthe
same time, however, demographic effects of the aging
population will tend to increase estate tax receipts.
These effects combine to leave the projected GDP

share of estate and gift taxes in 2010 at about the
same level as in 2000.

Customs duties grow over time in tandem with
imports. Their growth is retarded in the next few
years, however, as tariff reductions enacted in 1994
are phased in.

The largest component of miscellaneous receipts
is the profits of the Federal Reserve System, which are
turned over to the Treasury and counted as revenues.
Those profits depend on interest rates and the system's
gains and losses on its foreign currency holdings. The
Consolidated Appropriations Act, however, requires
the Federal Reserve to turn over to the Treasury about
$3.8 billion of its “surplus,” or capital (earnings that
the Federal Reserve previously retained as a reserve),
and that raises the contribution of Federal Reserve
receipts to the Treasury in 2000. But the Federal Re-
serve is expected to rebuild its capital in 2001 by re-
ducing the amount of receipts that it would otherwise
turn over in that year. Consequently, those receipts
are expected to be lower by a corresponding amountin
2001 and then to resume their normal level.

Another significant component of miscellaneous
receipts is the Universal Service Fund. Collected from
the telecommunications industry, money from the

Table 3-11.

CBO Projections of Other Sources of Revenue (By fiscal year, in billions of dollars)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Estate and Gift 28 30 32 33 35 36 37 38 40 42 45 48
Customs Duties 18 19 20 22 23 25 26 27 28 29 30 31

Miscellaneous

Federal Reserve 26 30 25 30 31 32 32 33 35 36 38 39
Universal Service Fund 4 5 5 5 7 11 12 12 12 12 12 12
Other S S 6 6 _6 _7v _6 _6 _5 _5 _5 _5
Subtotal 35 40 36 41 44 49 50 52 51 53 55 57
Total 81 90 87 96 102 110 113 116 119 124 130 136

SOURCE: Congressional Budget Office.
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fund is intended to finance Internet service for libraries
and schools and subsidize basic telephone service for
high-cost areas and low-income households. That
source of revenue hovers close to $5 billion until
2004, then jumps to about $12 billion as more ele-
ments of the program get under way.

Expiring Tax Provisions

CBO's revenue projections assume that current tax
law remains unchanged and that scheduled changes
and expirations occur on time. The sole exception to
that approach is the expiration of excise taxes dedi-
cated to trust funds. Under the rules governing the
construction of CBO's baseline, those taxes are in-
cluded in the revenue projections even if they are
scheduled to expire.

The largest trust fund excise taxes that are slated
to expire during the next decade finance the Highway
Trust Fund. Some of the taxes for that fund are per-
manent, but most of them expire on September 30,
2005. Extending those taxes at today's rates contrib-
utes about $36 billion to CBO's revenue projections in
2010, about 40 percent of total excise tax receipts.

The assumed extension of other expiring trust
fund taxes accounts for smaller @umts in2010.
Taxes dedicated to the Airport and Airway Trust
Fund, scheduled to expire at the end of fiscal year
2007, contribute about $15 billion in revenues in
2010. Taxes for the Leaking Underground Storage
Tank Trust Fund, set to expire on March 31, 2005,
contribute over $200 million in 2010. No other expir-
ing tax provisions are automatically extended in
CBO's projections.

Only one provision is scheduled to expire in
2000. It allows corporations to receive an enhanced
deduction for computer equipment and software that
they donate to elementary and secondary schools. Ex-
tending that provision through the end of the projec-
tion period would lower revenues by about $100 mil-

lion a year, or by roughly $1 billion over the projec-
tion period (see Table 3-12).

Fourteen provisions are slated to expire in 2001.
They would all reduce revenues if extended. All but
four of them had either expired at the end of 1998 or
been scheduled to expire in 1999 or 2000 but were
extended in title V of the Ticket to Work and Work
Incentives Improvement Act of 1999 (the Tax Relief
Extension Act of 1999). Extending all 14 provisions
through 2010 would lower revenues by a total of
about$67 billion over the projection period and by
$14 billion in 2010. Almost half of the cost over the
projection period would come from the provision that
allows individuals to claim certain personal credits
against the AMT. Without that provision, as assumed
in CBO's baseline beyond 2001, some taxpayers
would be unable to claim the new child and education
tax credits.

Seven provisions expire between 2002 and 2008,
two of which would reduce revenues if extended. The
research and experimentation tax credit, first enacted
in 1981, affects businesses. In 1999, the Congress
extended that tax benefit for the ninth time since 1985.
The recent five-year extension (through June 2004) is
its longest. Extending the provision beyond 2004 and
through 2010 would reduce revenues by about $24
billion over that period. Extending the other provi-
sion—the tax incentive for investment in the District
of Columbia—would cost about $1 billion through
2010.

Four provisions that expire between 2002 and
2008 would raise revenue if extended. The Balanced
Budget Act of 1997 gradually raised the retirement
contributions of federal civilian employees through
2002. If the rate for 2002, which is 0.5 percentage
points higher than the rate in 1998, continued through
the projection period, revenues would be almost $6
billion higher through 2010. Extending the luxury tax
on passenger vehicles beyond 2002 would raise reve-
nues by about $2 billion. Extending both the Internal
Revenue Service's user fees and the provision that
allows employers to transfer excess assets in defined
benefit plans to a special account of health benefits for
retirees would raise less than $50 million a year.
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Table 3-12.
Effect of Extending Tax Provisions That Will Expire Before 2010 (By fiscal year, in billions of dollars)

Tax Provision Expiration Date 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Provisions Expiring in 2000

Corporate Contributions of
Computers to Schools 12/31/00 n.a. * -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1

Provisions Expiring in 2001
Generalized System of Preferences 9/30/01 n.a. n.a. -0.5 -0.5 -0.5 -0.6 -0.6 -0.6 -0.7 -0.7 -0.7
Andean Trade Preference Initiative 12/4/01 n.a. n.a. * * * * * * * * *

Brownfields Environmental

Remediation 12/31/01 n.a. *x * -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1
Credit for Electric Vehicles 12/31/01 n.a. n.a. * * * * * -0.1 -0.1 -0.2 -0.3
Credits for Electricity Production

from Wind and Biomass 12/31/01 n.a. n.a. * * * -0.1 -0.1 -0.1 -0.1 -0.1 -0.1
Credit for First-Time Homebuyers in

the District of Columbia 12/31/01 n.a. n.a. * * * * * * * * *
Deductions for Clean-Fuel Vehicles

and Refueling Property 12/31/01 n.a. n.a. * * * * * * * * *
Exclusion for Employer-Provided

Education Assistance 12/31/01 n.a. n.a. -0.1 -04 -0.4 -0.4 -04 -0.5 -0.5 -0.5 -0.5
Net Income Limitation for Marginal

Properties 12/31/01 n.a. n.a. * * * * * * * * *
Qualified Zone Academy Bonds 12/31/01 n.a. n.a. * * * * -0.1 -0.1 -0.1 -0.1 -0.1
Subpart F for Active Financing

Income 12/31/01 n.a. n.a. -0.2 -1.2 -1.4 -1.6 -1.8 -2.1 24 -2.8 -3.1
Treatment of Nonrefundable

Personal Credits Under the AMT 12/31/01 n.a. n.a. -0.3 -1.4 -1.7 -2.4 -3.2 -4.1 -5.3 -6.4 -7.9
Welfare-to-Work Credit 12/31/01 n.a. n.a. * -0.1 -0.1 -0.1 -0.2 -0.2 -0.2 -0.2 -0.2
Work Opportunity Credit 12/31/01 n.a. n.a. -0.1 -0.3 -04 -0.5 -0.5 -0.5 -0.5 -0.5 -0.5

Provisions Expiring Between 2002 and 2008

Federal Civilian Retirement
Contributions 12/31/02 n.a. n.a. n.a. 0.5 0.7 0.7 0.7 0.7 0.8 0.8 0.8

Luxury Tax on Passenger Vehicles 12/31/02 n.a. n.a. n.a. 0.2 0.2 0.2 0.3 0.3 0.3 0.3 0.3

Tax Incentive for Investment in the
District of Columbia 12/31/02 n.a. n.a. n.a. * -0.1 -0.1 -0.1 -0.2 -0.2 -0.2 -0.3

IRS User Fees 9/30/03 n.a. n.a. n.a. n.a. *x bl *x *x *x b *x

Credit for Research and
Experimentation 6/30/04 n.a. n.a. n.a. n.a. -0.4 -2.5 -3.2 -3.8 -4.3 -4.7 -4.9

Transfer of Excess Assets in
Defined Benefit Plans 12/31/05 n.a. n.a. n.a. n.a. n.a. n.a. b b *x *x *x

FUTA Surtax of 0.2 Percentage
Points 12/31/07 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 0 0 0

SOURCES: Joint Committee on Taxation; Congressional Budget Office.

NOTES: n.a. =not applicable; AMT = alternative minimum tax; IRS = Internal Revenue Service; FUTA = Federal Unemployment Tax Act.
* = |oss of less than $50 million.
** = gain of less than $50 million.
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One provision has no effect on revenues. Al- sumes that states use those rebates to lower their un-
though the Federal Unemployment Tax Act surcharge employment insurance tax rates, so extending the sur-
brings in about $2 billion a year, that revenue raises charge would have no net effect on revenue.
rebates to the states by the same amount. CBO as-
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spending to total $1.8iliion in fiscal year

2000. Under current policies, that figure is pro-
jected to rise to between $2.2 trillion and $2.5 trillion
in 2010, depending on the path assumed for spending
on discretionary programs (see Table 4-1).

The Congressional Budget Office expects federal

Under CBO's three baseline variations (see the
discussion below), federal spending as a percentage of
the economy declines from its current level. In the
1960s, federal spending averaged about 19 percent as
a share of the country's gross domestic product and
then rose to about 20 percent in the 1970s and 22 per-
centin the 1980s before declining to just under 19 per-
centin 1999. In 2000, federal spending will drop fur-
ther, to about 18.5 percent of GDP. CBO estimates
that it will continue to fall slowly over the next decade,
reaching between 15.1 percent d@l5 percent of
GDP in 2010, depending on the assumption made
about discretionary spending (see Table 4-1).

In comparison with CBO’s July 1999 baseline
(which assumed that discretionary spending would
equal CBO's estimates of the statutory caps and in-
crease at the rate of inflation thereafter), CBO is now
projecting lower spending over the next decade. For
example, comparing the two capped baselines—the
one for July and CBQO’s new baseline version that uses
the same assumption about discretionary spending as
July’s—yields estimates of outlays from 2000 through
2009 (the last year of the July baseline) that are $245
billion lower than those projected last summer (see
Chapter 1 for additional details).

The largest reestimates of spending occur in
Medicare, interest on public debt, and discretionary
outlays. For 2000 to 2009, CBO has adjusted its esti-
mate of Medicare spending downward by a total of
$149 billion because of such factors as smaller in-
creases in payment rates, continuing emphasis on im-
proving compliance with program rules, and a larger-
than-anticipated drop in the use of home health ser-
vices. For the same period, CBO has increased its
estimate of interest paid on debt held by the public by
$57 billion as a result of higher projected interest
rates; however, savings in debt-service costs from
larger projected surpluses more than offset that in-
crease, leading to lower estimated net interest on pub-
lic debt. Countering the downward trend in mandatory
and net interest spending, the appropriation process
added $25 billion in discretionary outlays in 2000.
That addition has differing effects on CBO’s three
baseline variations: it does not significantly affect the
capped baseline after 2000 but results in higher spend-
ing for discretionary programs under the inflated and
“freeze” baselines (see below).

Federal spending can be divided into several cat-
egories based on its treatment in the budget process:
o Discretionary spending-which pays for such
things as defense, education, transportation, na-
tional parks, the space program, and foreign
aid—accounts for about one-third of the budget.
Discretionary programs are controlled by annual
appropriation acts. Policymakers decide each
year how many dollars to devote to continuing
current activities and funding new ones.
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Table 4-1.
CBO Projections of Outlays Under Alternative Versions of the Baseline (By fiscal year)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

In Billions of Dollars

Discretionary Spending Grows at the Rate of Inflation After 2000

Discretionary Spending 575 603 635 650 669 684 702 716 730 750 768 786
Mandatory Spending 977 1,020 1,071 1,119 1,182 1,249 1,329 1,385 1,460 1,550 1,643 1,744
Offsetting Receipts -78 -79 -85 -91 -94 -93 -98 -103 -108 -113 -119 -125
Net Interest 230 224 218 209 194 177 160 142 122 101 80 68
Proceeds from Investing
Excess Cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. -3 -16
Total 1,704 1,769 1,839 1,888 1,950 2,017 2,093 2,140 2,204 2,287 2,369 2,457
On-budget 1,383 1,442 1504 1545 1,598 1,656 1,721 1,756 1,808 1,879 1,944 2,014
Off-budget 321 327 336 343 352 361 372 384 396 409 425 443

Discretionary Spending Is Frozen at the Level Enacted for 2000

Discretionary Spending 575 603 624 628 627 624 625 623 620 622 621 621
Mandatory Spending 977 1,020 1,071 1,119 1,182 1,249 1,329 1,385 1,460 1,550 1,643 1,744
Offsetting Receipts -78 -79 -85 -91 -94 -93 -98 -103 -108 -113 -119 -125
Net Interest 230 224 218 208 191 171 150 127 101 81 72 68
Proceeds from Investing
Excess Cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. -9 -33 -65
Total 1,704 1,769 1,829 1,864 1905 1,951 2,006 2,032 2,073 2,130 2,185 2,244
On-budget 1,383 1,442 1,493 1,521 1,554 1590 1,635 1,649 1,678 1,722 1,761 1,801
Off-budget 321 327 336 342 352 361 372 383 395 408 424 442

Discretionary Spending Equals CBQO's Estimates of the Caps Through 2002
and Grows at the Rate of Inflation Thereafter

Discretionary Spending 575 603 578 571 585 600 615 630 646 662 679 696
Mandatory Spending 977 1,020 1,071 1,119 1,182 1,249 1,329 1,385 1,460 1,550 1,643 1,744
Offsetting Receipts -78 -79 -85 -91 -94 -93 -98 -103 -108 -113 -119 -125
Net Interest 230 224 217 204 183 162 139 115 92 77 72 68
Proceeds from Investing
Excess Cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. -2 -16 -41 -70
Total 1,704 1,769 1,781 1,802 1,856 1,918 1,985 2,027 2,087 2,161 2,234 2,313
On-budget 1,383 1,442 1,446 1,460 1504 1557 1,613 1,644 1,692 1,752 1,809 1,870

Off-budget 321 327 336 343 352 361 372 384 396 409 425 443
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Table 4-1.
Continued
Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
As a Percentage of GDP
Discretionary Spending Grows at the Rate of Inflation After 2000
Discretionary Spending 6.3 6.3 6.3 6.2 6.1 6.0 59 5.7 5.6 5.5 5.4 53
Mandatory Spending 107 106 10.7 107 108 109 1121 111 112 114 116 117
Offsetting Receipts -0.9 -0.8 -0.8 -0.9 -0.9 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8
Net Interest 25 23 2.2 2.0 1.8 1.6 1.3 11 0.9 0.7 0.6 0.5
Proceeds from Investing
Excess Cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. * -0.1
Total 18,7 185 183 180 178 177 176 172 169 16.8 16.7 165
On-budget 152 151 150 147 146 145 144 141 139 138 13.7 136
Off-budget 35 3.4 3.3 3.3 3.2 3.2 3.1 3.1 3.0 3.0 3.0 3.0
Discretionary Spending Is Frozen at the Level Enacted for 2000
Discretionary Spending 6.3 6.3 6.2 6.0 5.7 5.5 5.2 5.0 4.8 4.6 4.4 4.2
Mandatory Spending 107 106 10.v 10.7v 108 109 111 111 112 114 116 117
Offsetting Receipts -0.9 -0.8 -0.8 -0.9 -0.9 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8
Net Interest 25 2.3 2.2 2.0 1.7 15 1.3 1.0 0.8 0.6 0.5 0.5
Proceeds from investing
Excess Cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. -0.1 -0.2 -0.4
Total 187 185 182 178 174 171 168 163 159 157 154 151
On-budget 152 151 149 145 142 139 137 132 129 127 124 121
Off-budget 35 3.4 3.3 3.3 3.2 3.2 3.1 3.1 3.0 3.0 3.0 3.0
Discretionary Spending Equals CBO's Estimates of the Caps Through 2002
and Grows at the Rate of Inflation Thereafter
Discretionary Spending 6.3 6.3 5.8 54 5.3 5.3 5.2 5.1 5.0 4.9 4.8 4.7
Mandatory Spending 107 106 10.v 10.7v 108 109 111 111 112 114 116 117
Offsetting Receipts -0.9 -0.8 -0.8 -0.9 -0.9 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8
Net Interest 25 2.3 2.2 1.9 1.7 14 1.2 0.9 0.7 0.6 0.5 0.5
Proceeds from Investing
Excess Cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. * -0.1 -0.3 -0.5
Total 187 185 177 172 169 168 166 163 16.0 159 157 156
On-budget 152 151 144 139 137 136 135 132 130 129 127 126
Off-budget 35 3.4 3.3 3.3 3.2 3.2 3.1 3.1 3.0 3.0 3.0 3.0
Memorandum:
Gross Domestic Product
(Billions of dollars) 9,116 9,583 10,038 10,496 10,954 11,422 11,924 12,453 13,006 13,583 14,202 14,856

SOURCE: Congressional Budget Office.

NOTE: n.a. =not applicable; * = less than 0.05 percent.
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Because such appropriations are set annually,
any assumption about future appropriations—
especially for a 10-year period—is somewhat
arbitrary. Furthermore, recent appropriation
action does not clearly indicate what the policy
for future discretionary spending will be. There-
fore, CBO has developed three baselines distin-
guished by different assumptions about discre-
tionary spending in the future. Under the inflated
baseline, the level of appropriations for discre-
tionary spending in 2000 grows at the rate of
inflation. Under the freeze baseline, the level of
appropriations in 2000 is held constant through-
out the baseline’s projection peribdJnder the
capped baseline, CBO assumes that discretionary
spending equals CBQO’s estimates of the caps
through 2002 and grows at the rate of inflation
thereafter.

Entittements and other mandatory spending
constitute more than half of the federal budget
and consist overwhelmingly of benefit programs
such as Social Security, Medicare, and Medic-
aid. The Congress generally controls spending
for those programs by setting rules for eligibility,
benefit formulas, and so on rather than by voting
for dollar amounts each yearCBO's baseline
projections of mandatory spending assume that
existing laws and policies remain unchanged.
The projections also assume that expiring pro-
grams will be extended.

Offsetting receipts-fees and other charges that
are recorded as negative outlays—are collected
without annual appropriation action. (Negative
outlays that are triggered by appropriation action
are called offsetting collections and are recorded
under discretionary spending.) Offsetting re-
ceipts differ from revenues in that revenues are
collected on the basis of the government's powers

Box 1-2 on page 14 discusses the treatment of advance ap-
propriations under the inflated and freeze baselines.

Pay-as-you-go discipline governs legislation enacted

through 2002, but sequestration (an across-the-board cut)
applies to spending through 2006 to eliminate any projected
increase in the deficit or decrease in the surplus in the years
beyond 2002.

of taxation, whereas offsetting receipts are gener-
ally collected from other government accounts or
paid by the public for business-type transactions
(such as premiums for Medicare and rents and
royalties from éases for oil and gas drilling on
the Outer Continental Shelf).

0 The size of the government's debt, annual budget
surpluses, and market interest rates dnieein-
terestspending. Itincludes the borrowing activi-
ties of the Treasury Department, interest that the
government pays (for example, on late refunds
issued by the Internal Revenue Service), and in-
terest that the government collects from various
sources (such as credit financing accounts).

0 The projected surpluses that are a major feature
of the budgetary horizon have led to a new cate-
gory on the outlay side of the budgetreceeds
from investing excess casbr the return that
CBO estimates will be earned on surplus cash
that is not used to redeem debt held by the pub-
lic. CBO’s baselines assume that a portion of
the surpluses projected for the 2001-2010 period
will be used to pay down debt. But because
some debt will not yet have matured or will be
unavailable for repurchase, the projected sur-
pluses may exceed the amount of debt that can
absorb such cash. CBO'’s projections thus as-
sume that excess cash will be invested at a rate
of return equal to the average rate projected for
Treasury bills and notes. However, CBO makes
no explicit assumptions about the kind of invest-
ments that might be chosen (for example,
whether they would be in debt or equity instru-
ments, in the public or private sector, or in the
United States or abroad).

The mix of federal spending has changed signifi-
cantly over time. Today, the government spends more
—as a share of GDP—on entitlement programs and
less on discretionary activities than it did in the past.
Spending on entitlements and other mandatory pro-
grams (including offsetting receipts) increased from
4.9 percent of GDP in 1962 9 percent irl999.
Over the same period, discretionary spending fell from
12.7 percent of GDP to 6.3 percent (see Figure 4-1).
(For detailed annual data on each of the broad catego-
ries of spending since 1962, see Appendix E.)
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Figure 4-1.
Major Components of Spending as a
Percentage of GDP, Fiscal Years 1962-1999

Percentage of GDP
5

10
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Mandatory Discretionary

Net Interest
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SOURCE: Congressional Budget Office based on data from the

Office of Management and Budget.

a. Excludes offsetting receipts.

Under CBO'’s current projections, those trends
continue. By 2010, mandatory spending (including
offsetting receipts) is expected to increase to 10.9 per-
cent of GDP as discretionary spending falls to between
4.2 percent and 5.3 percent of GDP. CBO estimates
that mandatory spending will continue to grow faster
than the economy—at a rate of 5.6 percent a year—
led by the two big health care programs, Medicare and
Medicaid, which are projected to grow at average an-
nual rates of 6.9 percent and 8.6 percent, respectively
(see Table 4-2). Those growth rates are faster than
the ones of the past three years but slower than those
of the early 1990s.

From 2000 to 2010, CBO projects that discre-
tionary spending will rise at various rates depending
on which baseline is used: the inflated baseline shows
growth of 2.7 percent; the freeze baseline, growth of
0.3 percent; and the capped baseline, 1.4 percent
growth. Discretionary spending was virtually un-
changed from 1991 through 1996 but grew by an av-
erage annual rate of 2.5 percent over the next three
years. Total outlays, other than net interest, are pro-
jected to grow by 3.5 percent to 4.5 percent a year
depending on which baseline is used. Those rates
compare with 3.2 percent over the 1991-1996 period
and 3.7 percent over the 1996-1999 span.

Discretionary Spending

Each year, the Congress starts the appropriation pro-
cess anew. The annual appropriation acts it passes
provide new budget authority (the authority to enter
into financial obligations) for discretionary programs
and activities. That authority translates into outlays
when the money is actually spent. Although some
funds are spent quickly, some are disbursed over sev-
eral years. In any given year, discretionary outlays
include spending both from new budget authority and
from amounts appropriated previously.

Trends in Discretionary Spending

Since 1991, dollar caps set by the Deficit Control Act,
as amended by the Budget Enforcement Act of 1990,
have placed statutory restrictions on spending for dis-
cretionary programs. While the caps have been in ef-
fect, discretionary spending as a share of GDP has
dropped from 9.0 percent in 1991 to 6.3 percent in
1999. In nominal, or dollar, terms, total discretionary
spending from 1991 through 1996 was essentially un-
changed. (Discretionary outlays were only $1 billion
more in 1996 than in 1991.) After 1996, discretionary
spending began to rise. Yet even including the in-
creases of the past few years, growth in discretionary
spending has averaged less than 1.0 percent annually
since 1991.

Restrained growth in total discretionary spend-
ing, however, masks significantly different, and offset-
ting, trends in defense and nondefense outlays. De-
fense outlays fell from $320 billion in 1991 to $266
billion in 1996—an average decline of 3.6 percent per
year. Meanwhile, nondefense spending jumped from
$214 billion to $269 billion (see Table 4-3).

The cutback in defense spending can be traced to
the end of the Cold War, which led to reductions in
military personnel and a slowdown in the procurement
of new weapons. Attrition, early retirement, other vol-
untary incentives, and base closures have thinned the
armed services from around 2 million members in
1991 to just under 1.4 million in 1999. For the same
reasons, civilian employment by the Department of
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Defense has dropped from a little over 1 million eight
years ago to about 700,000 today. Reductions in
forces have also entailed retiring some older equipment
without replacing it.

After the steep fall in defense outlays of the early
and middle 1990s, pressures began to build to reverse
that decline. Many analysts advocated more money
for defense because they believed that U.S. forces
were spread too thinly and that spending needed to rise
to ensure readiness and to improve military health care

and other forms of compensation. A further factor,
they argued, was that large blocks of equipment pur-
chased during the defense buildup of the early 1980s
required refurbishing or replacement. Although de-
fense spending began to grow slightly after 1996,
those pressures appear to remain.

Both defense and nondefense outlays have grown
since 1996, aftough growth imondefense spending
has continued to outstrip that for defense. From 1996
through 1999, nondefense outlays grew at an average

Table 4-2.
Average Annual Rate of Growth in Outlays (BY fiscal year, in

percent)

2000-2010
Inflated Freeze Capped
1991-1996 1996-1999 Baseline? Baseline® Baseline®
Discretionary * 25 2.7 0.3 1.4
Defense -3.6 1.2 2.6 0.2 n.a.
Nondefense 4.7 3.8 2.8 0.4 n.a.
Mandatory® 5.6 4.6 5.6 5.6 5.6
Social Security 5.4 3.7 5.0 5.0 5.0
Medicare 10.9 3.1 6.9 6.9 6.9
Medicaid 11.9 55 8.6 8.6 8.6
Other -0.1 7.2 3.3 3.3 3.3
Net Interest 4.4 -1.6 -11.2 -11.2 -11.2
Total Outlays® 3.3 3.0 3.3 2.4 2.7
Total Outlays Excluding
Net Interest® 3.2 3.7 45 3.5 3.8
Memorandum:
Consumer Price Index 2.8 2.1 25 25 25
Growth of Nominal GDP 5.6 5.8 4.5 4.5 4.5

SOURCE: Congressional Budget Office.
NOTE: * = between zero and 0.1 percent; n.a. = not applicable.
a.

b.

Includes offsetting receipts.

Includes proceeds from investing excess cash.

Assumes that discretionary spending grows at the rate of inflation after 2000.
Assumes that discretionary spending is frozen at the level enacted for 2000.

Assumes that discretionary spending equals CBO's estimates of the statutory caps through 2002 and grows at the rate of inflation thereafter.
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Table 4-3.

Defense and Nondefense Discretionary Outlays, Fiscal Years 1991-2000

Defense Outlays

Nondefense Outlays

As a Percentage of As a Percentage of Total
In Billions Total Discretionary In Billions Total Discretionary Discretionary
of Dollars Outlays of Dollars Qutlays Qutlays
1991 320 60 214 40 533
1992 303 57 232 43 535
1993 292 54 249 46 541
1994 282 52 262 48 544
1995 274 50 272 50 546
1996 266 50 269 50 534
1997 272 49 277 51 549
1998 270 49 284 51 555
1999 275 48 300 52 575
20002 283 47 320 53 603

SOURCES: Office of Management and Budget for 1991 through 1998 and Congressional Budget Office for 1999 and 2000.

a. Estimated.

annual rate of 3.8 percent compared with 1.2 percent
for defense outlays (see Table 4-2). However, despite
the apparently rapid growth in nondefense (relative to

about $4 billion in 1994 to almost $8 billion in 1999.
Some of that growth stems from market-driven in-
creases in the demand for government services (for

defense) spending, nondefense outlays as a percentage example, services provided by the Securities and Ex-

of GDP ended 1999 no higher than they were in 1991.

Impact of Offsetting Collections

The discretionary outlays that are part of CBO’s base-
line actually have two components: gross spending
and offsetting collections. For example, net discre-
tionary outlays for 1999, which totaled $575 billion,
reflect approximately $593 billion in gross spending
and nearly $18 billion in offsetting collections. Such
collections generally comprise fees charged by agen-
cies, such as patent registration fees paid to the Patent
and Trademark Office. In the budget, they appear as
acreditto the discretionary spending accounts of those
agencies.

In the past several years, offsetting collections
credited to the defense accounts have grown slowly,
rising less than half a billion dollars above the $9 bil-
lionrecorded in 1994. But collections credited to non-
defense accounts have burgeoned, climbing from

change Commission to financial markets), and some of
it derives from increased appropriations for regulatory
activities and other legislative action. But the changes
in offsetting collections have not had a major impact
on overall trends in discretionary outlays because off-
setting collections are still small relative to gross dis-
cretionary spending. The rise in offsetting collections
has allowed gross discretionary outlays for nondefense
programs to grow slightly faster than is apparent from
the net outlay figures (see Table 4-4). From 1994
through 1999, gross outlays grew at an average annual
rate of 3.0 percent compared with 2.8 percent for net
outlays.

3. For a consistent comparison with 1994, the $8 billion in
nondefense offsetting collections for 1999 excludes $1 bil-
lion in offsetting collections from the U.S. Mint (although
that $1 billion is included in total offsetting collections for
1999). Beforel996, a portion of the proceeds from new
coins (the amount needed to cover the cost of producing
them) was recorded in the budget as a mandatory offsetting
receipt but is now recorded as a discretionary offsetting
collection that is credited directly to the Mint.
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Table 4-4.

Nondefense Discretionary Spending:
Gross Versus Net

(By fiscal year, in billions of dollars)

Average
Annual
Rate of
Growth,
1994-1999
(Percent)

1994 1999

Gross Outlays 266 308 3.0

Net Outlays 262 300 2.8

SOURCE: Congressional Budget Office.
NOTE: Excludes offsetting collections from the U.S. Mint. Before
1996, a portion of the proceeds from new coins (the amount
needed to cover the cost of producing them) was recorded in
the budget as a mandatory offsetting receipt but is now re-
corded as a discretionary offsetting collection credited di-
rectly to the Mint.

Background on the Caps

Statutory caps on budget authority and outlays origi-
nated with the Budget Enforcement Act of 1990. The
Omnibus Budget Reconciliation Act of 1993 extended
them through 1998, and the Balanced Budget Act of
1997 updated and then extended them through 2002.
The current caps, however, are not fixed at the
amounts set in 1997 because—as the law allows—
emergency requirements and certain other, smaller ex-
penditures have increased the levels of the caps in re-
cent years.

For 2000, caps apply to four categories of dis-
cretionary spending. The bulk of discretionary spend-
ing is in the first category, called overall discretionary
spending, which comprises the spending categories
previously separated as defense and nondefense. The
other three categories are violent crime reduction,
highways, and mass transit. For 2001 and 2002, only
three categories remain, because the act lumps violent
crime reduction spending under the overall discretion-
ary cap.

For the overall discretionary and violent crime
reduction categories, separate limits apply to budget

authority and outlays. In the highway and mass tran-
sit categories, the caps apply only to outlays. When
the caps on spending restrict both budget authority and
outlays, the more stringent of the two prevails.

The caps are enforced through sequestration—an
across-the-board cut in funding for discretionary pro-
grams to eliminate excess spending. At the end of
each session of Congress, the Office of Management
and Budget determines whether a sequestration is re-
quired, using its own adjustments of the discretionary
caps and estimates of the spending that will result
from appropriation action. CBO'’s sequestration esti-
mates are purely advisory.

Exceeding the Caps in 2000

CBO'’s estimates of the spending limits for 2000 (com-
bining all four categories of caps) are $568 billion in
budget authority and $597 billion in outlafysBy
CBO'’s estimate, both budget authority and outlays for
discretionary programs will exceed the caps for 2000.
In the absence of further legislative action, CBO ex-
pects budget authority for 2000 to total $570 billion
and outlays to total $603 billion—thereby exceeding
the caps by $2 billion in budget authority and $6 bil-
lion in outlays> However, OMB is unlikely to deter-
mine that a sequestration is necessary for 2000, princi-
pally because its estimates of outlays from appropria-
tion bills are lower than CBO’s.

In an attempt to comply with the caps for 2000
without substantially cutting program resources, the
Congress and the President used a number of ap-
proaches, including advance appropriations, obligation
and payment delays, and emergency designations (dis-
cussed in Box 1-1 on page 12). In a further effort to

4. See CBO’sFinal Sequestration Report for Fiscal Year
2000(December 2, 1999) for more information on the stat-

utory caps and CBO'’s estimates of them.

In its reportThe Budget for Fiscal Year 2000: An End-of-
Session Summatipecember 2, 1999), CBO estimated that
discretionary outlays in 2000 would total $617 billion, or
$14 billion more than the current estimate of $603 billion.
The difference is largely the result of reclassifications of
spending in accordance with Congressional scorekeeping
rules (see Chapter 1 for details).
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meet the caps, the Congress employed directed scor-

for an appropriation action that is different from the

ing, and the Congress and the President agreed on an one that CBO would otherwise use. For 2000, the

across-the-board reduction in spending. Although

committees directed CBO to use such estimates, which

none of those measures are new, the Congress and the in many cases approximated OMB’s calculations, for

President used some of them this year in different
ways or to a greater extent than in previous years.

Advance Appropriations. An advance appropriation
enacts budget authority in the current fiscal year that
is not available until a future fiscal year. Although the
Congress and the President have provided advance
appropriations in the past, the amount of budget au-
thority appropriated in this manner has more than dou-
bled in each of the past two years. Compared with
about $5 billion in advances of budget authority for
1999, an estimated $23 billion in advances will be-
come effective in 2001. That budget authority does
not count against the cap in the year it was enacted but
against the 2001 cap—the year in which it becomes
available.

Obligation and Payment Delays Obligation and
payment delays postpone outlays that would have oc-
curred in 2000 until 20L. The Congress and the
President have often employed obligation delays when
the federal fiscal year does not coincide with a pro-
gram’s annual spending cycle. For example, educa-
tion programs generally receive funding for an
academic-year cycle that begins in July rather than for
the government’s normal fiscal year beginning in Oc-
tober. The limitation placed on those funds to not
commit—or obligate—them until July is called an ob-
ligation delay. For 2000, the Congress and the Presi-
dent have enacted more obligation delays than in re-
cent years, and they have done so for programs with
the same annual spending cycle as the federal govern-
ment. In addition, for some federal employees, the
Congress and the President have shifted the pay date
that falls on the last Friday of the fiscal year so that
the payment occurs in 2001 rather thar2@®0. In
total, appropriations for foreign operations, health and
human services, and defense included obligation and
payment delays that pushed almost $8 billion of out-
lays from 2000 into 2001.

Directed Scoring The budget committees have the
authority and responsibility to determine which esti-
mates are used for Congressional scorekeeping.
Therefore, they may instruct CBO to use an estimate

a wider variety of programs than in previous years
(including defense, receipts from the auction of spec-
trum licenses, and student loans). Directed scoring
lowered CBO'’s estimates of total budget authority by
$3 billion and of total outlays by about $19 billion—
but only for the purposes of Congressional scorekeep-
ing. Neither CBO'’s baseline projections nor its advi-
sory estimates for sequestration purposes include di-
rected scoring.

Across-the-Board Reduction The across-the-board
reduction of 0.38 percent applicable to all 13 regular
appropriation acts is the broadest and largest use of
such a measure to date. CBO estimates that it will
reduce budget authority by about $2 billion and out-
lays by less than $1 billion for fiscal year 2000. The
President’s budget, to be released in February, is ex-
pected to specify how the reduction will be executed.

Implications for 2001 The increased use of advance
appropriations and obligation delays in 2000 dases
legislators’ flexibility for meeting the discretionary
caps in 2001. With those practices, the Congress and
the President have shifted budget authority and outlays
that would ordinarily have been recorded in 2000 into
2001. But the caps for 2001 were already lower than
discretionary spending for 2000—I$80 billion in
budget authority and $25 billion in outlays. As a re-
sult, the steps taken in an effort to adhere to the caps
for 2000 have made it even more difficult to adhere to
the caps for 2001.

The existence of separate categories of discre-
tionary spending caps further limits the discretion that
legislators have within aggregate cap levels in any
given year. The caps for separate categories, such as
highways and mass transit, may appear to limit spend-
ing for those areas of the budget, but they have actu-
ally been created to reserve funding for them. The
caps allow increases in outlays of $2.4 billion in 2001
for highway and mass transit programs. That puts
added pressure on other discretionary programs, which
will have to be cut to meet the spending cap on the
residual category—overall discretionary spending—
making it more difficult for legislators to react to any
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changes in priorities that may occur in those pro-
grams.

Composition of Discretionary
Spending in 2000

CBO'’s estimate of discretionary spending in 2000,
$603 billion, is $28 billion higher than the 1999 level.
CBO expects both defense and nondefense outlays to
increase in 2000. Projections show nondefense discre-
tionary spending rising in dollar terms from $300 bil-
lion in 1999 to $320 billion in 2000. Defense spend-
ing is expected to reach $283 billion in 2000, up $8
billion from its 1999 level. As a percentage of GDP,
those estimates reflect an increase in nondefense
spending but a slight decline in defense spending. The
faster growth in nondefense outlays boosts their share
of total discretionary outlays to 53 percent in 2000.

Nondefense discretionary spending is fairly
evenly distributed among several categories, the three
largest of which each account for between 13 percent
and 16 percent of that spending in 2000 (see Figure

4-2). The education, training, and social services cate-
gory, with expected outlays of $50 billion, includes all
federal programs related to education and employment
as well as special services for children, families, and
elderly and disabled people. Transportation (ground,
air, water, and mass transit) is expected to record ap-
proximately $45 billion in outlays in 2000. Under the
income security category, almost three-quarters of the
anticipated $42 billion in spending for 2000 pays for
housing assistance; the remainder mainly funds nutri-
tion programs and the administrative costs of manda-
tory benefit programs.

Spending for other categories that account for
more than 5 percent of nondefense discretionary out-
lays includes $29 billion for health research and public
health (including the Indian Health Service); $26 bil-
lion for the administration of justice and violent crime
reduction; $24 billion for natural resources and the
environment; $20 billion for veterans’ benefits (medi-
cal care and other noncash benefits); $20 billion for
international programs (mainly the conduct of foreign
affairs, security assistance, and development and hu-
manitarian aid); and $18 billion for space and science
research.

Figure 4-2.

Nondefense Discretionary Spending, by Category, Fiscal Year 2000 (In percent)

Other
(14.0)

Space and Science Research
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International
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Veterans' Benefits
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Natural Resources and Environment
(7.4)

Justice
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SOURCE: Congressional Budget Office.

Education, Training, and Social Services
(15.6)

Transportation
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Income Security
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Health Research and Public Health
(9.1)

NOTE: Projected nondefense discretionary spending for 2000 totals $320 billion.
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Three Discretionary Spending Paths
for 2001 Through 2010

As noted earlier, CBO has prepared three versions of
its baseline for the 2002010 period. Each makes a
different assumption about the path of discretionary
spending. The different baseline assumptions generate
significantly different outcomes for both the extent of
discretionary outlays and their share of total spending.
Total discretionary outlays from 2001 through 2010
under the inflated baseline are more than $850 billion
higher than outlays under the freeze baseline and al-
most $830 billion higher than outlays under the
capped baseline. Under the inflated baseline, discre-
tionary spending continues to be roughly one-third of
total outlays, whereas under the freeze baseline, dis-
cretionary outlays fall to less than 28 percent of total
spending.

The Inflated Baseline For this baseline, CBO in-
flated budget authority from the level appropriated in
2000 by using the employment cost index (for expen-
ditures related to federal personnel) and the GDP de-
flator (for other expenditures). The resulting average
annual rate of growth in outlays over the 2000-2010
period is 2.7 percent, which approximates the average
growth rate of 2.5 percent that prevailed from 1996
through 1999. Outlays in 2001 rise by more than just
the rate of inflation, however, because of spending
from increases in budget authority appropriated in
prior years and the effect of obligation delays that
push outlays from 2000 into 2001.

Assuming that discretionary funding grows with
inflation leads to the highest level of spending among
the three baselines. By 2010, discretionary outlays
grow to $786 billion, up $183 billion from 2000 (see

Table 4-5.

CBO Projections of Discretionary Spending Under Alternative Versions of the Baseline

(By fiscal year, in billions of dollars)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Discretionary Spending Grows at the Rate of Inflation After 2000
Budget Authority 585 570 606 621 640 656 672 688 705 722 740 758
Outlays 575 603 635 650 669 684 702 716 730 750 768 786
Discretionary Spending Is Frozen at the Level Enacted for 2000
Budget Authority 585 570 586 586 586 586 586 586 586 586 586 586
Outlays 575 603 624 628 627 624 625 623 620 622 621 621
Discretionary Spending Equals CBO's Estimates of the Caps Through 2002
and Grows at the Rate of Inflation Thereafter
Budget Authority 585 570 540 550 564 578 592 607 622 638 654 670
Outlays 575 603 578 571 585 600 615 630 646 662 679 696

SOURCE: Congressional Budget Office.

NOTE:

In CBO's projections, discretionary outlays are always higher than budget authority because of spending from the Highway Trust Fund and

the Airport and Airways Trust Fund, which is subject to obligation limitations in appropriation acts. The budget authority for such programs

is provided in authorizing legislation and is not considered discretionary. Another reason outlays exceed budget authority is that they

include spending from appropriations provided in previous years.
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Table 4-5 on page 79). Yet even under this baseline,
discretionary spending as a percentage of GDP drops
from 6.3 percent in 2000 to 5.3 percent in 2010, be-
cause the economy is projected to grow at a faster rate
than that for inflation.

The Freeze BaselineThis baseline holds discretion-
ary budget authority made available in 2000 at the
same nominal level through 2010. In aduliti this
funding path includes almost $15 billion of new ad-
vance appropriations that were enacted in 2000 but
are not available until 2001. The freeze baseline ex-
tends that budget authority—which has already been
committed for next year—through 2010.

The freeze in budget authority under this baseline
leads to generally flat outlays in later years. How-
ever, since outlays for some programs lag behind bud-
get authority, the increases in outlays in 2001 and
2002 under this baseline reflect previous hikes in bud-
get authority. Small year-to-year differences after
2002 result from quirks in the timing of some pay-
ments and continued spending from some budget au-
thority that was appropriated before 2000.

In nominal terms, discretionary spending would
not change substantially over the 10-year projection
period. (At$621 billionin 2010, discretionary outlays
are just $18 billion higher than in 2000.) But in real
terms, the level of spending in 2010 under this baseline
represents a 21 percent drop from the 2000 level. As
apercentage of GDP, discretionary spending under the
freeze baseline falls more dramatically than under the
inflated baseline. Starting in 2000 at 6.3 percent of
GDP, discretionary outlays by 2010 are projected to
equal just 4.2 percent of GDP under this baseline.

The Capped Baseline The underlying assumption of
this baseline is that discretionary budget authority and
outlays will equal CBO'’s estimates of the statutory
caps for 2001 and 2002. Under current law, the caps
expire after 2002; therefore, beginning in 2003, the
baseline simply assumes that discretionary outlays
grow at the rate of inflation, rising to $696 billion by
2010. That growth leads outlays under the capped
baseline to slowly approach and then, in 2006, to sur-
pass outlays under the freeze baseline. In 2010, out-
lays under the capped baseline are about $74 billion,
or about 12 percent, higher than outlays under the

freeze baseline. As a percentage of GDP, discretion-
ary outlays under the capped baseline rapidly drop
almost a whole percentage point between 2000 and
2002, from 6.3 percent to 5.4 percent. After 2002,

they decline more slowly, reaching 4.7 percent of GDP

in 2010.

Strict compliance with the statutory caps on bud-
get authority for 2001 and 2002 would require sizable
cuts in or more offsets to spending relative to levels in
2000. For 2001, the Congress and the President
would have to pare budget authority by $6Bidn
relative to the inflated baseline and $46 billion com-
pared with the freeze baseline. The caps on budget
authority for 2002 allow a $10 billion increase relative
to 2001 but still keep budget authority far below the
levels in the inflated and freeze baselines.

Figure 4-3.

CBO Projections of Discretionary Outlays
Under Alternative Versions of the Baseline,
Fiscal Years 1999-2010

Billions of Dollars
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SOURCE: Congressional Budget Office.
a. Assumesthatdiscretionary spending grows at the rate of inflation
after 2000.

b. Assumes thatdiscretionary spending equals CBO's estimates of
the statutory caps through 2002 and grows at the rate of inflation
thereafter.

c. Assumes that discretionary spending is frozen at the level en-
acted for 2000.
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Given CBO's estimate that discretionary spend-
ing for 2000 will total $603 billion, strict compliance
with the outlay caps for 2001 would require a decrease
in spending of $25 billion, reducing total discretionary
outlays for that year to $578 billion. Outlays would
have to decline furtherin 2002, to $571 billion, to stay
within that year’s limits. Those initial contractions in
spending incorporated in the capped baseline contrast
sharply with both the historical trend of discretionary
spending and CBO'’s other two baselines (see Figure
4-3). In 2002, as Table 4-5 shows, discretionary out-
lays under the capped baseline are $57 billion lower
than such outlays under the freeze baseline and $79
billion lower than outlays under the inflated baseline.

Entitlements and Other
Mandatory Spending

Currently, more than half of the $1.8 trillion that the

federal government spends supports entitlement pro-
grams and other types of mandatory spending (other
than net interest). Most mandatory programs make
payments to recipients—a wide variety of people, as
well as businesses, nonprofitinstitutions, and state and
local governments—that are eligible and apply for

funds. Formulas set in law govern those payments;
they are not constrained by annual appropriation bills.

As a share of total outlays, mandatory spending
jumped from 32 percent in 1962 to 57 percent in
1999. If current policies remain unchanged, CBO es-
timates, it will continue to grow faster than other
spending, reaching between 62 percent and 65 percent
by 2004, or about twice the size of discretionary out-
lays. By 2010, mandatory spending will take up be-
tween 71 percent and 78 percent of total outlays.

The Deficit Control Act considers mandatory
programs (other than Social Security) together with
receipts and makes legislation that affects those budget
categories subject to pay-as-you-go discipline through
2002. The pay-as-you-go budgetary restriction means
that any increase in spending or reduction in receipts
must be offset by cuts in other mandatory spending or
by increases in revenues, as measured on an annual

basis® Violation of the pay-as-you-go rules triggers a
sequestration—in this case, an across-the-board cutin
certain mandatory spending programs—to offset any
net reduction in the surplus. Social Security has its
own set of procedural safeguards, which the Congress
established to prevent policy actions that would
worsen the long-term condition of the program's trust
funds.

Less than one-fourth of entitlements and manda-
tory spending, or about one-eighth of all federal spend-
ing, is means-tested—that is, paid to individuals who
must document their need on the basis of income or
assets that are below certain specified thresholds. In
some programs, other criteria, such as family status,
are also used. The remainder of mandatory spending
has no such restrictions and is labeled non-means-
tested.

Means-Tested Programs

Since the 1960s, spending on means-tested benefits
has more than tripled as a share of the economy, grow-
ing from 0.8 percent of GDP in 1962 to a high of 2.6
percent in 1995. Sinck995, means-tested outlays
have declined slightly as a share of GDP; however,
that trend is not expected to continue. Several factors
drive changes in spending for these programs, includ-
ing inflation, increases in health care costs, fluctuating
unemployment, growth of the eligible populations, and
new legislation. Largely because growth in the Medic-
aid program is expected to accelerate, CBO projects
that spending for means-tested programs will grow a
bit more rapidly than the economy over the next sev-
eral years and reach 2.9 percent of GDP by 2010.

Medicaid. Medicaid, the joint federal/state program
that provides medical care to many of the nation’s
poor people, makes up nearly half of all spending for
means-tested entitlements. Over the next decade, it is
projected to grow more rapidly than other means-
tested programs: its federal outlays will mount from
$108 billion in 1999 to $264 billion in 2010, an aver-
age annual growth rate of 8.5 percent (see Table 4-6).

6. On January 3, 2000, the pay-as-you-go balances were reset
to zero, as directed by the Consolidated Appropriations Act
(Public Law 106-113).
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Table 4-6.
CBO Projections of Mandatory Spending, Including Deposit Insurance (By fiscal year, in billions of dollars)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Means-Tested Programs

Medicaid 108 115 125 135 146 159 173 188 205 223 243 264
State Children’s Health Insurance 1 2 3 3 3 4 4 4 4 4 4 5
Food Stamps 19 19 20 20 21 22 22 23 24 25 26 26
Family Support® 20 21 22 23 23 24 25 25 26 26 27 28
Supplemental Security Income 28 29 31 33 34 36 41 40 39 45 a7 49

3 3 4 4 4 4 3 4 4 4
10 10 11 11 11 11 12 12 13 14

Veterans' Pensions 3
9
26 26 27 27 28 28 29 29 30 30 31
5
_5

Child Nutrition

Earned Income and Child Tax Credits 26
Student Loans 3
Foster Care _5

5 6 5 5 5 5 5 5 5 5
6 6 6 7 8 8 9 10 10 11

Total 221 235 250 265 281 298 321 338 356 383 409 437

Non-Means-Tested Programs

Social Security 387 402 419 439 460 482 506 531 558 587 620 656
Medicare 209 218 237 245 265 284 311 321 350 375 _404 _434
Subtotal 596 620 657 684 725 766 817 852 908 962 1,023 1,090

Other Retirement and Disability
Federal civilian® 48 50 52 55 57 60 63 65 68 71 74 77
Military 32 33 34 35 35 36 38 39 40 41 42 43
Other 5 _5 _5 _5 _5 _5 _5 _5 _5 _5 _5 _>5
Subtotal 85 88 91 94 98 101 105 109 113 117 121 125
Unemployment Compensation 21 22 23 24 26 28 29 31 32 34 35 36
Deposit Insurance -5 -2 * * 1 1 2 1 -1 -1 * *

Other Programs
Veterans' benefits® 22 22 23 24 26 26 28 27 26 28 29 29
Farm price and income supports 18 23 12 11 10 9 7 6 5 5 5 5
Social services 5 4 5 5 5 5 5 5 5 5 5 5
Credit liquidating accounts -8 -9 -8 -7 -7 -8 -8 -8 -7 -7 -8 -7
Universal Service Fund 3 4 5 5 6 11 12 12 12 12 12 12
Other 20 13 13 12 13 12 11 11 11 12 12 13
Subtotal 59 57 51 51 51 54 56 54 52 54 56 57
Total 756 785 821 854 901 951 1,008 1,047 1,104 1,167 1,235 1,308
Total

All Mandatory Spending 977 1,020 1,071 1,119 1,182 1,249 1,329 1,385 1,460 1,550 1,643 1,744

SOURCE: Congressional Budget Office.

NOTES: Spending for the benefit programs shown above generally excludes administrative costs, which are discretionary. Spendingfor Medicare
also excludes premiums, which are considered offsetting receipts.

* = less than $500 million.

a. Includes Temporary Assistance for Needy Families, Family Support, Child Care Entitlements to States, and Children's Research and Technical
Assistance.

b. Includes Civil Service, Foreign Service, Coast Guard, and other retirement programs and annuitants' health benefits.
c. Includes veterans' compensation, readjustment benefits, life insurance, and housing programs.
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Spending for acute care services, which includes pay-
ments to managed care plans, accounts for over half of
Medicaid outlays. CBO projects that acute care
spending will rise from $57 billion in 1999 to $153
billion in 2010. Spending for long-term care, which
accounts for one-third of all Medicaid spending, is
expected to climb from $36 billion in 1999 to $87 bil-
lionin 2010. Administrative expenses are expected to
remain at 5 percent of total Medicaid spending, rising
from $6 billion in 1999 to $14 billion by 2010.
Growth in payments to hospitals that serve a dispro-
portionate share of Medicaid beneficiaries or other
low-income people—so-called disproportionate share
hospital (DSH) payments—is limited by statute. As a
result, CBO projects flat spending in that category
over the next decade, with outlays growing only from
$9 billion to $10 billion.

The Medicaid program's expenditures in fiscal
year 1999 were consistent with expectations of re-
newed growth. After historically low increases—be-
tween 3 percent and 4 percent a year in 1996 and 1997
—outlays spurted ahead by almost 6 percent in 1998
and by about 6.5 percent in 1999. That renewal of a
pattern of growth was in part the result of higher
spending for relatively more costly services such as
pharmaceutical products and noninstitutional long-
term care (for example, home health care.) Another
factor pushing up spending was that states expanded
eligibility for the program and began again to serve
some adults and children who had lost Medicaid cov-
erage as a result of welfare reform.

CBO anticipates that the rate of growth of
Medicaid spending will continue to rise over the next
several years. Spending growth is unlikely to reach
the double-digit rates of the early 1990s but could hit
6.9 percent in 2000, 7.8 percent in 2001, and more
than 8 percent a year thereafter.

In the short term, CBO expects several factors to
fuel its estimates of accelerated growth. First, many
states are expanding Medicaid enrollment under waiv-
ers granted by the Health Care Financing Administra-
tion that allow more people to enroll in the program.
Some of those waivers target populations with higher-
than-average health costs, which could lead to higher
levels of program spending. Second, CBO expects an
increase in the enrollment of children who are found to
be eligible for Medicaid as a result of outreach efforts

associated with the State Children's Health Insurance
Program. Third, administrative expenses are expected
torise rapidly as states spend more on enrolling people
who had lost coverage under welfare reform and on
other program management functions. Finally, a mod-
est slowdown in the growth of enrollment in Medicaid
managed care plans is likely to reduce the savings pro-
jected from moving enrollees into those plans.

In the longer term, CBO expects that several fac-
tors will combine to push Medicaid’s growth rate to
more than 8 percent a year. Enrollees’ increased use
of noninstitutional long-term care services and of
pharmaceuticals is expected to push up Medicaid
spending. However, actions by the states appear to
dominate the reasons behind the renewed growth. As
a result of the strong economy and new revenues from
settlements with the tobacco industry, states are likely
to increase the reimbursement rates they pay to some
health care providers and to continue, modestly, to
expand the program. A further factor that may drive
new spending is continued efforts by states to exercise
more of their options for receiving funds under the
current law by converting programs that they now
fund alone to programs that qualify for federal match-
ing payments. In addition, states may seek to provide
supplemental payments and rate enhancements to
some hospitals to make up for DSH restrictions.
States are also likely to increase the number of dis-
abled people receiving long-term care at home or in
the community to address concerns related to compli-
ance with the Americans with Disabilities Act.

States will also face pressure to increase the rates
they pay to managed care plans as a way to keep those
plans in the Medicaid market. That pressure could
push states to raise such rates closer to the federal
ceilings that may apply to them or find ways to sup-
port the plans through other means—which would di-
minish the savings that had been anticipated from
greater use of managed care. States are also expected
to expand Medicaid eligibility for pregnant women and
other adults, which will contribute to continued pro-
gram growth and spending.

Other Means-Tested Programs Outlays for other
means-tested programs are generally projected to grow
more slowly than those for Medicaid. Food Stamp
outlays are expected to increase slightly from the 1999
level to $20 billion in 2001 and then continue to grow
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moderately, reaching $26 billion by 2009 (see Table
4-6). Spending for family support programs, which
include Temporary Assistance for Needy Families
(TANF), rebounded from an unexpectedly low level of
$18 billion in 1998 to reach $20 billion in 1999. CBO
expects TANF and other such spending to rise gradu-
ally to $28 billion by 2010. The boost CBO has esti-
mated for that spending arises from increases in the
levels of cash benefits and higher spending by states
on work, training, and child care programs. (Such
programs are allowed under TANF, but states have
not always exercised their option of obtaining federal
dollars to support them.) Also contributing to the in-
crease in spending is funding for programs that have
not previously been supported by the welfare system,
such as transportation, pregnancy prevention activi-
ties, or substance abuse counseling.

Payments of Supplemental Security Income
(SSI) benefits are estimated to grow from $28 billion
in 1999 to $49 billion in 2010. Roughly half of that
growth results from cost-of-living adjustments to ben-
efits. Most of the rest stems from the growth in and
changing composition of SSI caseloads. SSI benefits
are paid to three groups: disabled adults, elderly
adults, and disabled children. CBO estimates that
caseloads will grow from 6.4 million in 2000 to 7.7
million in 2010. Disabled adults and children will
constitute most of the new cases. The third component
of the caseload, elderly adults, will shrink a bit. The
average SSI benefit differs significantly for each
group, with higher payment rates for the disabled than
for elderly people. Thus, SSI benefits will grow not
only because there are more recipients but also be-
cause of the larger proportion of disabled children and
adults—who tend to get higher benefits—in the case
mix.

Outlays from refundable tax credits—the earned
income tax credit (EITC) and the child tax credit—are
expected to grow slowly from $26 billion 2000 to
$31 billion in 2010. The earned income tax credit ac-
counts for about 98 percent of spending in this cate-
gory and is growing only slowly. The credit’s growth
is slowed by the lack of adjustment for real income
growth in the income thresholds at which the credit
phases out. (However, both the credit and income
thresholds are adjusted for inflation.) When real in-
comes rise, more of the credit is phased out. Two pro-
grams that primarily affect children are also projected

to grow over the next decade. The State Children’s
Health Insurance Program is estimated to increase
from about $2 billion in 2000 to $5 billion in 2010,
and Foster Care is expected to climb from $5 billion to
$11 billion.

One set of programs that is not easily character-
ized as means-tested or non-means-tested is student
loans. CBO includes those programs in the means-
tested category because historically, the majority of
loans have had interest subsidies and been limited to
students from families with relatively low income and
financial assets. Inrecent years, however, the fastest-
growing category of loans is the one to which no
means-testing is applied. In 2000, student loan pro-
grams expect to disburse about $3#dn in loans
guaranteed or directly provided by the federal govern-
ment. Over the 2000-2010 period, total expected dis-
bursements top $400 billion. Of that total, the per-
centage of loan volume that is non-means-tested is
projected to increase from 48 percent in 2000 to 54
percent in 2010. (Box 4-1 discusses changes in
CBO'’s treatment of the Federal Student Loan Reserve
Fund.)

Despite the magnitude of the funds involved, the
costs included in the federal budget for student loans
reflect only a small portion of the disbursements. Un-
der the Credit Reform Act, only the subsidy costs of
the loans are treated as outlays. Those outlays are
estimated as the future costs in today's dollars for in-
school interest subsidies, default costs, and other ex-
pected costs over the life of the loans. CBO estimates
that those subsidy costs will range from $5 billion to
$6 billion a year through 2010.

Non-Means-Tested Programs

Social Security, Medicare, and other retirement and
disability programs dominate non-means-tested entitle-
ments. Social Security is by far the largest federal
program, with expected outlays of $402 billion in

2000. It pays benefits to almost 45 million people—a
number that is projected to increase to over 54 million
by 2010. Most Saocial Security beneficiaries also par-
ticipate in Medicare, which is expected to cost $218
billion in 2000. Together, those two programs ac-
count for more than one out of every three dollars that
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the federal government spends (up from about one in
four dollars in 1980). CBO projects that annual
spending for the two programs combined will grow by
nearly $500 billion by 2010—even before the surge in
beneficiaries that is expected to begin shortly there-
after as increasing numbers of baby boomers retire.

Social Security During the past decade, Social Secu-
rity grew by an average of 5.3 percent a year. Over
the next decade, CBO projects a rate of growth aver-
aging 5 percent a year. Yet despite that decrease, the
share of the economy devoted to Social Security will
remain fairly constant—rising from 4.2 percent of

After consulting with the House and Senate budget
committees, the Congressional Budget Office (CBO)
now incorporates in its baseline the operations of the
Federal Student Loan Reserve Fund. The fund was
established to hold the accumulated cash reserves of
the guaranty agencies in the government’s student
loan programs. When the Congress created the guar-
anteed student loan program in 1965, the federal gov-
ernment directly insured the loans that private lenders
made to students. In the 1970s, lawmakers amended
the Higher Education Act (HEA) to make national
and state guaranty agencies the initial insurers and to
require the federal government to provide reinsur-
ance. Guaranty agencies operate as an intermediary
between the federal government and student loan
lenders, insuring the loans against default and mak-
ing sure that students and schools meet program re-
quirements. After assuming defaulted loans, the
agencies contact borrowers to establish repayment
schedules and collections.

The Higher Education Amendments of 1998
(Public Law 105-244) restructured the reserve fund
for the guaranty agencies and established two distinct
types of accounts. Faach agency, there would be a
fund that it owned and another that was owned solely
by the federal government. In creating separate ac-
counts for the reserves that the agencies hold, the
Congress was attempting to settle long-standing dis-
putes between the guaranty agencies and the federal
government over who actually owns the reserves.

The law requires guaranty agencies to hold as
much money in reserve funds as is necessary to fulfill
the responsibilities mandated for the agencies under
the HEA. When the separate agency accounts were
set up within the Federal Student Loan Reserve Fund
in fiscal year 1999, total reserves deposited in the
fund exceeded $2 billion. Those reserves had accu-
mulated because the guaranty agencies’ income had
grown faster than their expenditures, resulting in re-

Box 4-1.
Federal Student Loan Reserve Fund

serves that often exceeded the minimum levels rg
quired by law. (Income to the agencies comprise
primarily federal payments for administrative costd
and reimbursement of default claims, collections o
defaulted loans, premiums on loans serviced by th
agencies, and returns on investments. Expenditur¢s
are mainly insurance payments to lenders and the
costs of servicing and collecting defaulted loans.)

L'

The issue of whether the federal government
the agencies owned the reserves first arose with the
Omnibus Budget Reconciliation Act of 1987, which
recalled $110 million of the reserves to the Treasury.
(In the budget, the recalls were treated as offsetting
receipts and shown as reducing the deficit.) A num-
ber of guaranty agencies sued the federal governmegnt
to prevent the recall, and the subsequent judicial ruf-
ings on the question were mixed: some rulings up-
held the government’s right to recall the funds, an
others asserted that the reserves were the property|of
the agencies. Legislation enacted in 1992 attempted
to settle the matter by stating clearly that the reserves
were to be considered the property of the Unite
States. Although the logical outcome to that legislal
tion would have been to include the income and outgp
of the guaranty agencies as part of the federal budg¢t,
the President’'s budget has never incorporated that
treatment of the fund.

Including the operations of the reserve fund in
CBO'’s baseline has a relatively minor impact (lesq
than $100 million annually) on the federal budget
surplus—except i2002. For that year, the Balanced
Budget Act of 1997 recalled $1 billion of the reserves
and the reauthorization of the HEA in 1998 enacted
other recalls totaling $250 million over the 1999-
2007 period. Establishing the Federal Student Loah
Reserve Fund as an on-budget account would make
those recalls intragovernmental transactions in which
the payments from the fund would offset the addi
tional receipts to the Treasury.
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GDP in 2000 to 4.4 percent in 2010. CBO estimates
that by 2010, spending for Social Security will total
$656 billion.

The Social Security program for Old-Age and
Survivors Insurance (OASI) will pay about $337 bil-
lion in benefits in 2000. Benefits for that program are
relatively easier to project, in the near term, than those
for other non-means-tested programs because the
forces that drive OASI costs are quite predictable.
More than 90 percent of people over age 65, and more
than half of those ages 62 to 64, collect Social Secu-
rity benefits on the basis of their past earnings (or the
earnings of a spouse). Therefore, CBO bases its pro-
jections of OASI benefits chiefly on estimates of the
size of the elderly population and on the assumption
that the average benefit will continue to grow at a rate
slightly higher than that of inflation.

The other component of Social Security, the Dis-
ability Insurance program, will pay about $50 billion
in benefits in 2000 to disabled workers between the

ages of 18 and 65 and their dependents. Projections of

lays increased by an average of 11.1 percent a year
from 1990 to 1995. Since then, however, the rate of
spending growth has slowed each year, declining from
a high of 8 percent in 1996 to 1.5 percent in 1998. In
1999, Medicare spending did not grow at all but in-
stead declined by 1 percent.

The fall in spending in 1999 stems from several
factors. First, it reflects a continuation in two trends
that began in the mid-1990s: a slowing of growth in
enrollment and the effect of antifraud initiatives on
compliance with the program’s rules for payment.
The drop also reflects changes in payment rates and
other program rules required by the Balanced Budget
Act. The trend toward lower spending led CBO in
March 1999 to project only a 0.8 percent increase in
Medicare spending in 1999. The difference of 1.8 per-
centage points between that estimate and the 1 percent
spending drop that actually occurred appears to be
primarily the result of a larger-than-anticipated reduc-
tion in the use of home health services.

The lullin the rise of Medicare spending is likely

those costs are more uncertain because that program's to be a short one. CBO projects that spending growth

growth will depend on how many people suffer from
serious medical impairments that lead them to seek
disability benefits. Some evidence suggests that tight
labor markets—a characteristic of the nation’s cur-
rently strong economy—may hold down applications
for the program, but the full extent of such an effect
over the projection period cannot be foreseen. Thus, in
the short run, inaccuracies in projections of Social Se-
curity spending are most likely to stem from mis-
estimates of the number of disabled beneficiaries or of
the cost-of-living adjustments made to all Social Secu-
rity benefits each year, which depend on economic
conditions.

Medicare. Although Medicare spending is not as
large as Social Security spending, it is still substantial.
By 2010, CBO projects, spending for Medicare will
total more than $430 billion, and Medicare's share of
the economy will have risen by 25 percent, or more
than one-half of a percentage point, from 2.3 percent
of GDP in 2000 to 2.9 percent.

Historically, more than 99 percent of Medicare’s
mandatory spending has gone to pay for benefits. The
rate of growth in total benefits has varied greatly, and
that variation is likely to continue. The program's out-

will resume in the next few years and average about
7 percent over the coming decade—substantially be-
low the double-digit growth experienced in the first
half of the 1990s. Growth is estimated to average 6.8
percent a year through 2003, when most of the
changes required by the BBA will be complete. Dur-
ing the 2004-2010 period, however, growth acceler-
ates to an average annual rate of 7.3 percent.

About 65 percent of Medicare's projected growth
over the next 10 years will result from increased en-
rollment and automatic updates to payment rates (stat-
utory increases to account for inflation). The remain-
ing 35 percentis expected to come from other program
changes required by the BBA and the Balanced Bud-
get Refinement Act and by changes in such factors as
medical technology, practice patterndiiig behavior,
and the age distribution of enrollees.

CBO's projections show that the number of en-
rollees in Medicare's Hospital Insurance (Part A) pro-
gram will swell by 17 percent, from 39 million to 46
million, between 2000 and 2010. Growth in enroll-
ment will accelerate in the second half of the decade,
rising from 1.1 percent in 2000 to 2.0 percentin 2010.
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Payment rates for most services in the fee-for-
service sector (including hospital inpatient care and
services furnished by physicians, home health agen-
cies, and skilled nursing facilities) are subject to auto-
matic updates based on changes in the prices of inputs
to rates in those settings. Through 2002, the BBA
restricted many of those updates to less than the rate
of increase in input prices. Thus, CBO estimates that
annual updates will average about 2.5 percent through
2002 but will increase to about 3.1 percent in 2003
through 2010.

Over the years, Medicare spending has grown at
a rate 3 to 4 percentage points higher than would re-
sult simply from increases in enrollment and updates
to payment rates. Other factors also play a role, and
the rate of growth attributable to them (some of which
were mentioned above) varies considerably. Imple-
mentation of the Balanced Budget Act provisions
(other than restricted updates) and changes in practice
patterns and billing behavior associated with antifraud
efforts are expected to hold that rate to about 2.6 per-
cent a year—substantially below the historical aver-
age—through 2003. After 2003, CBO projects that
spending growth resulting from those other factors will
drop slightly, to an average annual rate of about 2.4
percent. That rate is projected to remain below the
historical average for such growth for two main rea-
sons: improved compliance with Medicare billing
rules and an increase in the proportion of Medicare
enrollees who are relatively young and therefore less
costly.

Other Non-Means-Tested Programs Other federal
retirement and disability programs, totaling $88 billion
in 2000, are less than one-fourth the size of Social Se-
curity. They are dominated by benefits for the federal
government's civilian and military retirees and the
Railroad Retirement program. Those programs are
expected to grow faster than inflation. For the Mili-
tary Retirement System, CBO projects that a growing
number of retirees or other beneficiaries will account
for such growth. In the Civilian Retirement System, a
rate of growth that exceeds that for inflation stems
primarily from growth in real benefits and, to a lesser
extent, a rise in the number of retirees. Benefits for
federal civilian retirees are based on average salaries
and length of service. Real growth in benefits is the
result of average employee salaries that rise faster
than inflation and projected growth in length of service

under the Federal Employees Retirement System
(FERS). Current retirees under the relatively new
FERS program have only about 12 years of service.
As the system “ages,” retirees will have longer periods
of service, and as a result, their benefit levels will
grow. The number of participants in the older Civil
Service Retirement System is static, and thus no in-
creases in spending are projected for that component.

Spending for unemployment compensation has
declined from the crests reached in the early 1990s.
Outlays for unemployment compensation peaked at
$37 billion in 1992, but low unemployment stemming
from the growing economy has brought them down to
nearly half that amount. As the economy’s projected
rate of growth slows and the unemployment rate rises,
CBO estimates that spending for unemployment com-
pensation will creep up.

The balance of spending for non-means-tested
programs funds a diverse set of activities—mainly
veterans' benefits, farm price and income supports,
certain social service grants to the states, and the Uni-
versal Service Fund. CBO projects that net spending
for those programs will total $57 billion in 2000
(down from $59 billion the year before) and that it will
fluctuate somewhat over the projection period before
ending the decade again at $57 billion. The estimated
drop over the next 10 years in spending for farm price
and income supports is balanced by continuing in-
creases in outlays for veterans’ benefits, which grow
at roughly the same rate as inflation, and for the Uni-
versal Service Fund.

Spending for farm price and income supports
surged from $9 billion in 1998 to $18 billion in 1999.
In 2000, CBO estimates that such spending will reach
$23 billion, fueled by $8 billion in emergency appro-
priations added to the normal payments for farm pro-
grams. Because those add-ons are not part of the on-
going mandatory program, CBO does not project them
in future years, although the conditions that led to the
need for such funding are likely to persist for some
time.

The soaring outlays in spending for farm sup-
ports derive from low prices for major crops, which
triggered loan deficiency payments and marketing loan
costs (ways of assisting farmers during periods of low
market prices) that were not expected under the Fed-
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eral Agricultural Improvement and Reform Act of
1996. Prices for many agricultural commodities cov-
ered under the price support program declined to lev-
els that were at least as low as in the 1980s and early
1990s, the result of consecutive years of plentiful
crops combined with weak global demand. Demand
for U.S. agricultural products is expected to improve,
although CBO projects that large supplies will con-
tinue to hold down farm prices for several years.
CBO's projected spending on farm price and income
supports declines to about $5 billion annually by
2007.

Why Does Mandatory Spending
Increase?

As a whole, spending for entitlements and other man-
datory programs has doubled since 1985—rising
faster than both nominal growth in the economy and
the rate of inflation. CBO expects that growth trend
to continue under current law.

Why does mandatory spending grow so fast?
One convenient way to analyze that growth is to break
it down by its major sources. Such a breakdown
shows that rising caseloads, automatic increases in
benefits, and greater use of medical services will ac-
count for more than 85 percent of the growth in
entitlements and other mandatory programs between
2000 and 2010.

Mounting caseloads produce almost one-quarter
of the category’s total growth. Compared with outlays
in 2000, larger caseloads will increase spending by
$12 billion in 2001 and $172 billion in 2010 (see
Table 4-7). The majority of that spending is concen-
trated in Social Security and Medicare and is traceable
to continued expansion of the elderly and disabled
populations. Much of the rest is in Medicaid. The
growth of caseloads alone will boost outlays in each of
those programs by between 18 percent and 22 percent
during the 2001-2010 period.

Automatic increases in benefits account for more
than one-third of the growth in entitlement spending.
All of the major retirement programs grant automatic
cost-of-living adjustments (COLAS) to their beneficia-
ries. CBO expects those adjustments, which are

pegged to the consumer price index, to be 2.5 percent
in 2000 and remain at that level thereafter. In 2000,
total outlays for programs with COLAs total more
than $535 billion. COLAs are projected to add an
extra $10 billion to that amount in 2001 and $153 bil-
lion in 2010.

Several other programs—chiefly the earned in-
come tax credit, Food Stamps, and Medicare—are
also automatically indexed to changes in prices. As
noted earlier, the income thresholds above which the
EITC begins to be phased out and the maximum
amount of the credit are automatically adjusted for
inflation using the consumer price index (the credit is
administered through the individual income tax, but
credits in excess of tax liabilities are recorded as out-
lays in the budget). The Food Stamp program makes
annual adjustments to its benefit payments according
to changes in the Department of Agriculture's Thrifty
Food Plan index. Medicare's payments to providers
are based in part on special price indexes for the medi-
cal sector. The combined effect of indexing for all of
those programs is an extra $8 billion in outlays in
2001 and $103 billion in 2010.

The remaining 40 percent of the boost in entitle-
ment spending comes from increases that cannot be
attributed to rising caseloads or automatic adjustments
to benefits. Two of those sources of growth are ex-
pected to become even more important over time.
First, Medicaid spending grows with inflation even
though it is not formally indexed at the federal level.
Medicaid payments to providers are determined by the
states, and the federal government matches those pay-
ments, according to a formula set by law. If states
increase their benefits to account for inflation, federal
payments will rise correspondingly. Second, the
health programs have faced steadily escalating costs
per participant beyond the effects of inflation; that
trend, which is often termed an increase in "intensity,"
reflects the consumption of more health services per
participant and the growing use of more costly proce-
dures. The residual growth in Medicare and Medicaid
from both of those sources amounts to $12 billion in
2001 and $214 billion in 2010.

In most retirement programs, the average benefit
grows faster than the COLA alone. Social Security is
a prime example. Because new retirees have recent
earnings that were bolstered by real wage growth,
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their benefits generally exceed the monthly check of a  paid on the first day of each month. However, when
long-time retiree who last earned a salary a decade or October 1 (the beginning of the government's fiscal
two ago and has been receiving only cost-of-living ad-  year) falls on a weekend, Supplemental Security In-
justments since then. And because more women are come and veterans' benefit programs shift the October
working today, more new retirees receive benefits payment back to the previous Friday. As a result,
based on their own earnings rather than a smaller, benefits from those programs will be paid 13 times in
spouse's benefit. In Social Security alone, CBO esti- 2005, 12 times in 2006, and 11 times in 2007. The
mates that such phenomena will add $7 billion in out- Medicare program as well has usually shifted its pay-
lays in 2001 and $69 billion in 2010. ments to health maintenance organizations, but be-
cause the Balanced Budget Act specifically moved
Irregular numbers of benefit payments for some  certain payment dates, Medicare will make 13 such
programs will affect mandatory spending in 2001, payments in 2001 and 2005 and 11 payments in 2002
2002, and 2005 through 2007. Normally, benefits are and 2006.

Table 4-7.
Sources of Growth in Mandatory Spending (By fiscal year, in billions of dollars)

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Estimated Mandatory Spending for 2000 1,020 1,020 1,020 1,020 1,020 1,020 1,020 1,020 1,020 1,020
Sources of Growth
Increases in caseloads 12 25 38 53 69 86 104 125 148 172
Automatic increases in benefits
Cost-of-living adjustments 10 24 39 54 70 85 100 118 136 153
Other® 8 16 26 36 46 57 68 79 91 103
Other increases in benefits
Increases in Medicare and Medicaid® 12 26 42 61 82 104 127 153 182 214
Growth in Social Security® 7 9 14 19 24 31 38 a7 57 69
Irregular number of benefit payments® 4 -4 0 0 11 -5 -5 0 0 0
Change in outlays for deposit insurance 2 2 2 3 3 3 1 1 1 1
Other sources of growth -3 -1 1 _4 _3 _4 _6 _1 _9 _1
Total Growth 51 99 162 229 309 365 440 530 623 724
Projected Mandatory Spending 1,071 1,119 1,182 1,249 1,329 1,385 1,460 1,550 1,643 1,744

SOURCE: Congressional Budget Office.

a. Automatic increases in Food Stamp and child nutrition benefits, certain Medicare reimbursement rates, and the earned income tax credit under
formulas specified by law.

b. All growth not attributed to caseloads and automatic increases in reimbursement rates.
c. All growth not attributed to caseloads and cost-of-living adjustments.

d. Represents baseline differences attributable to assumptions about the number of benefit checks that will be issued in a fiscal year. Normally,
benefit payments are made on the first day of each month. However, Supplemental Security Income and veterans' benefits will be paid 13 times
in 2005, 12 times in 2006, and 11 times in 2007 because October payments are made in September when October 1 (the beginning of the
government'sfiscal year) falls on aweekend. Medicare usually follows that same pattern, but the Balanced Budget Act of 1997 specifically moved
certain paymentdates. Thus, Medicare will make 13 monthly payments to health maintenance organizationsin 2001 and 2005 and 11 payments
in 2002 and 2006.
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Most of the remaining growth in spending for
benefit programs derives from the following sources:
rising benefits for new retirees in the Civil Service and
Military Retirement programs (fundamentally the
same phenomenon as in Social Security); larger aver-
age benefits in unemployment compensation (a pro-
gram that lacks an explicit COLA but pays amounts
that are generally linked to the recent earnings of its
beneficiaries); a reduction in net income to bank and
thrift insurance funds; and other sources. All of those
remaining factors together, however, contribute just
$11 billion of the total $724 billion increase in manda-
tory spending in 2010.

Legislation Assumed in the Baseline

The general baseline concept for mandatory spending
is to project budget authority and outlays in accor-
dance with current law. However, in the case of pro-
grams with outlays of more than $50 million in the
current year, the Deficit Control Act directs CBO to
assume that the programs continue when their authori-
zation expires. The bulk of projected spending associ-
ated with such programs occurs after 2002, when the
current authorizations for the Food Stamp and TANF
programs expire (see Table 4-8). In addition, the act
directs CBO to assume that cost-of-living adjustments
for veterans' compensation are granted each year.

Offsetting Recelipts

Offsetting receipts are income that the government
records as negative spending. Those receipts are ei-
ther intragovernmental (reflecting payments from one
part of the federal government to another) or propri-
etary (reflecting payments from the public in exchange
for goods or services).

A decision to collect more (or less) money in the
form of offsetting receipts usually requires a change in
the laws that generate such collections. Thus, offset-
ting receipts may resemble mandatory spending and
revenues—which are also subject to pay-as-you-go
discipline—rather than discretionary appropriations.
Receipts that are generated by language contained in
appropriation acts (or triggered by such acts) and are

credited to program spending accounts are called off-
setting collections. Inthose cases, the collections will
offset discretionary spending.

Intragovernmental transfers representing the con-
tributions that federal agencies make to their employ-
ees' retirement plans account for more than 45 percent
of offsetting receipts—a share that is expected to re-
main relatively constant through 2010 (see Table 4-9).
Agency contributions are paid primarily to the trust
funds for Social Security, Hospital Insurance, Military
Retirement, and Civil Service Retirement. Some con-
tribution rates are set by statute; others are determined
by actuaries. The contributions that agencies must
make for their employees are charged against their
budgets, as are other elements of their employee com-
pensation. Future retirement benefits are an important
part of the compensation package for the government's
4.2 million civilian, military, and postal workers. The
budget treats those contributions as outlays and han-
dles the deposits made in retirement funds as offsetting
receipts. The transfers thus wash out in the budgetary
totals, leaving only the funds' disbursements—for re-
tirement benefits and administrative costs—reflected
in total outlays.

The largest proprietary receipt that the govern-
ment collects comprises premiums from the 37 million
people enrolled in Supplementary Medical Insurance
(SMI, or Part B of Medicare), which primarily covers
physicians' and outpatient hospital services. Premi-
ums in the program are set to cover one-quarter of its
costs. The monthly charge for SMI beneficiaries is
$45.50 in 2000; it is projected to climb to $94.60 in
2010.

All enrollees in Part B of Medicare pay a
monthly premium. In the case of Part A, the Hospital
Insurance program, most beneficiaries are considered
to be entitled to those benefits and are not charged a
premium. However, Medicare collects Part A premi-
ums for about 360,000 enrollees who did not partici-
pate in employment covered by Medicare payroll taxes
for a sufficient amount of time to be entitled to free
enrollment. CBO estimates that collections of premi-
ums for both parts of Medicare will increase from $22
billion in 2000 to$51 billion in2010; the great bulk
(95 percent) of the increase in those collections is as-
sociated with enrollees’ payments of the regular
monthly SMI premium. The federal government, how-
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Table 4-8.
Program Continuations Assumed in the CBO Baseline (By fiscal year, in billions of dollars)

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Commaodity Credit Corporation Fund®
Budget authority n.a. n.a. 9.4 85 7.0 5.9 5.1 4.8 4.8 4.8
Outlays n.a. n.a. 9.4 8.5 7.0 59 51 4.8 4.8 4.8

Ground Transportation Programs Controlled

by Obligation Limitations®
Budget authority n.a. n.a. n.a. 36.9 36.9 36.9 36.9 36.9 36.9 36.9
Outlays n.a. n.a. n.a. 0 0 0 0 0 0 0

Ground Transportation Programs Not Subject
to Obligation Limitations

Budget authority n.a. n.a. n.a. 0.6 0.6 0.6 0.6 0.6 0.6 0.6

Outlays n.a. n.a. n.a. 0.1 0.3 0.5 0.5 0.6 0.6 0.6
Family Preservation and Support

Budget authority n.a. 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3

Outlays n.a. 0.1 0.2 0.3 0.3 0.3 0.3 0.3 0.3 0.3
Rehabilitation Services and Disability Research

Budget authority n.a. n.a. n.a. n.a. n.a. n.a. 2.8 2.8 2.9 3.0

Outlays n.a. n.a. n.a. n.a. n.a. n.a. 1.9 2.7 2.9 3.0

Federal Unemployment Benefits and

Allowances

Budget authority n.a. 0.2 0.3 0.3 0.3 0.3 0.3 0.3 0.4 0.4

Outlays n.a. 0.2 0.3 0.3 0.3 0.3 0.3 0.3 0.4 0.4
Food Stamps

Budget authority n.a. n.a. 21.0 21.8 225 23.2 24.0 24.7 25.6 26.4

Outlays n.a. n.a. 20.3 21.7 22.4 23.2 23.9 24.7 25.5 26.3
Child Nutrition®

Budget authority n.a. n.a. n.a. 0.5 0.5 0.5 0.6 0.6 0.6 0.6

Outlays n.a. n.a. n.a. 0.4 0.5 0.5 0.6 0.6 0.6 0.6
Child Care Entitlements to States

Budget authority n.a. n.a. 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7

Outlays n.a. n.a. 2.2 2.7 2.7 2.7 2.7 2.7 2.7 2.7
Temporary Assistance for Needy Families

Budget authority n.a. n.a. 16.8 16.8 16.8 16.8 16.8 16.8 16.8 16.8

Outlays n.a. n.a. 16.8 17.3 17.7 18.1 18.5 18.8 19.1 194
Veterans' Compensation COLAs

Budget authority 0.4 0.9 1.5 2.0 2.8 3.1 34 4.3 49 55

Outlays 0.3 0.9 14 2.0 2.7 3.1 34 4.2 4.8 55
Total

Budget authority 0.4 15 52.1 90.5 90.6 90.5 93.6 95.1 96.6 98.1

Outlays 0.3 11 50.6 53.3 54.0 54.6 57.3 59.8 61.7 63.6

SOURCE: Congressional Budget Office.
NOTE: n.a. = not applicable; COLAs = cost-of-living adjustments.

a. Agricultural commodity price and income supports under the Federal Agriculture Improvement and Reform Act of 1996 (FAIR) generally expire
after 2002. Although permanent price supportauthority under the Agricultural Adjustment Act of 1939 and the Agricultural Act of 1949 would then
become effective, section 257(b)(2)(iii) of the Deficit Control Act provides that the baseline must assume continuation of the FAIR provisions.

b. Authorizing legislation provides contract authority, which is counted as mandatory budget authority. However, because spending is subject to
obligation limitations specified in annual appropriation acts, outlays are considered discretionary.

c. The expiring child nutrition programs encompass the Summer Food Service Program and state administrative expenses.
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Table 4-9.
CBO Projections of Offsetting Receipts (By fiscal year, in billions of dollars)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Federal Employers' Share of
Employee Retirement

Social Security -7 -8 -8 -9 -9 -10 -11 -12 -12 -13 -14 -15
Military Retirement -10 -11 -12 -12 -12 -13 -13 -14 -14 -14 -15 -15
Civil Service Retirement
and other -8 -18 19 20 20 21 22 22 23 24 25 -26
Subtotal -36 -37 -39 -41 -42 -44 -46 -48 -50 -52 -54 -56
Medicare Premiums -22 -22 -23 -25 -28 -31 -34 -37 -40 -43 -47 -51
Energy-Related Receipts® -4 -5 -5 -5 -5 -5 -5 -4 -5 -5 -4 -4

Natural Resource-Related Receipts® -3 -3 -3 -3 -3 -3 -3 -3 -3 -3 -3 -3

Electromagnetic Spectrum Auctions -2 -1 -4 -6 -5 -1 -1 -1 -1 * 0 0
Other® 12 10 10 11 212 9 9 _-9 _-10 _-10 _-10 _-10
Total -78 -79 -85 -91 -94  -93 -98 -103 -108 -113 -119 -125

SOURCE: Congressional Budget Office.

NOTE: * = less than $500 million.

a. Includes proceeds from the sale of power, nuclear waste disposal and various other fees, and Outer Continental Shelf receipts.
b. Includes timber and mineral receipts and various fees.

c. Includes asset sales.

ever, also pays a substantial share of those premiums, to $6 billion each year from 2001 to 2003, and smaller
because Medicaid pays the Part B premium (and, if amounts in subsequent years (see Appendix B).
necessary, the Part A premium) for Medicare enrollees
who are eligible for Medicaid. Thus, CBO projects
that collections of premiums from nonfederal sources
will increase from $19 billion in 2000 to $45 billion in
2010.

Net Interest

Interest costs are currently a sizable portion of the fed-
eral budget, representing more than 13 percent of
government outlays in 1999. But under CBO’s base-
line projections of rapidly rising surpluses for 2000

through 2010, outstanding government debt declines
sharply over the period. Therefore, despite a projected

Other proprietary receipts come mostly from roy-
alties and charges for oil and natural gas, electricity,
minerals, and timber and from a variety of fees levied
on users of government property and services. Auc-
tions by the Federal Communications Commission of
rights to use parts of the electromagnetic spectrum are o _ i
assumed to continue until 2007, when the authority to  INcreasein interest rates in the near tgrm, armual inter-
conduct them expires. CBO estimates that those auc- €StPayments on the debt over the period quickly plum-

tions will bring in $1 billion in 2000, from $4 billion ~ Met from their 1999 level of $230 billion.
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The path of interest costs depends on the size and
composition of federal debt. Some of the debt securi-
ties that are currently outstanding, such as long-term
bonds, vill not be available for redemption over the
next 10 years (see the discussion in Chapter 1).
Therefore, in any given year, a minimum amount of
debt will remain outstanding and incur interest costs,
regardless of the size of the surplus. Each of the three
baselines reaches the minimum level of debt in a dif-
ferent year. However, once the minimum is reached,
the baseline accounts for any excess cash from the
surplus separately and does not consider the proceeds
generated by investing that cash as part of net interest.
By 2010, all three baselines will be at the minimum
level of debt for the entire year and will therefore have
identical net interest costs.

Although all three baselines have the same net
interest costs in 2010, the path of those costs in previ-
ous years varies. The inflated baseline has the lowest
surpluses and thus the highest federal debt and interest
costs of the three baselines. Yet even under that mea-
sure, the minimum level of debt is reached during
2009, and net interest drops from $230 billion in 1999
to $68 billion in 2010 (see Table 4-10). The freeze
and capped baselines also project $68 billion for net
interest in 2010, but the drop for them is quicker and
the minimum level of debt is reached earlier than in the
inflated baseline. As a result, relative to that baseline,
total net interest costs from 2000 to 2010 are $84 bil-
lion less under the freeze and $142 billion less under
the capped baseline. In all three, net interest as a
share of total spending drops from 13 percent in 2000
to about 3 percent in 2010.

In general, interest costs are not covered by the
enforcement provisions of the Deficit Control Act be-
cause they are not directly controllable. Rather, inter-
est payments depend on the amount of outstanding
government debt and on interest rates. The Congress
and the President influence the former by making deci-
sions about taxes and spending and thus about govern-
ment borrowing. Beyond that, they exert no direct
control over interest rates, which are determined by
market forces and Federal Reserve policy.

Despite the declines projected for debt, interest
rates can still have an effect on such projections, espe-
cially in the early years of the projection period when
federal debt is still relatively large (see Appendix C

for more details). From 2001 to 2006, if rates were 1
percentage point higher than CBO assumes, annual net
interest costs would be between $8 billion and $15
billion higher in any given year, no matter which base-
line was used. Those extra costs stem primarily from
the rollover of some maturing short- and medium-term
securities. After 2006, as debt approaches or reaches
its minimum level, the impact of interest rates on pro-
jections of interest costs dwindles.

Net or Gross?

Net interest is the most useful measure of what it costs
the government to service its debt. However, some
budget-watchers stress gross interest (and its counter-
part, gross federal debt) rather than net interest (and
its counterpart, debt held by the public). But that
choice exaggerates the government's debt-service bur-
den because it overlooks billions of dollars in interest
income that the government now receives.

Over the years, the federal government has sold
around $3.6 trillion worth of securities to finance defi-
cits. But it has also issued nearly $2.0 trillion worth
of securities to its own trust funds (mainly the Social
Security and other retirement trust funds). Those se-
curities represent the past surpluses of the trust funds,
and their total amount grows approximately in step
with the projected trust fund surpluses (see Chap-
ter 1). The funds redeem the securities as needed to
pay benefits; in the meantime, the government both
pays and collects the interest on those securities. It
also receives interest income from loans and short-
term cash balances. Broadly speaking, gross interest
encompasses all interest paid by the government (even
to its own funds) and ignores all interest received. Net
interest, by contrast, is the net flow to people and or-
ganizations outside the federal government (excluding
any proceeds earned on excess cash).

Net interest is currently only about two-thirds as
large as gross interest. CBO estimates that the gov-
ernment will pay $362 billion in gross interest costs
this year (see Table 4-10). Of that amount, however,
$131 billion is credited to trust funds and does not
leave the government or add to the total deficit. CBO
also projects that the government will collect more
than $7 billion in other interest income this year.
Therefore, net interest costs will total $224 billion.
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Table 4-10.
CBO Projections of Federal Interest Outlays Under Alternative Versions of the Baseline
(By fiscal year, in billions of dollars)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Discretionary Spending Grows at the Rate of Inflation After 2000

Interest on Public Debt

(Gross interest)® 354 362 371 375 373 370 367 364 361 357 355 362

Interest Received by Trust Funds
Social Security 52 60 -70 -80 -912 -102 -113 -125 -138 -152 -167 -183
Other trust funds® -67 _-714 _-75 _-79 _-82 _-84 -87 _-90 _-93 _-97 -100 -103
Subtotal -119 -131 -144 -159 -173 -186 -200 -215 -231 -249 -267 -286
Other Interest* -5 <7 8 I 1 I I 8 -7 8 _-8 _-8
Total (Net interest) 230 224 218 209 194 177 160 142 122 101 80 68

Discretionary Spending Is Frozen at the Level Enacted for 2000

Interest on Public Debt

(Gross interest)® 354 362 371 374 370 364 357 349 340 337 348 362

Interest Received by Trust Funds
Social Security 52 60 -70 -80 -91 -102 -113 -125 -138 -152 -167 -183
Other trust funds® -67 _-714 _-75 _-79 _-82 _-84 -87 _-90 _-93 _-97 -100 -103
Subtotal -119 -131 -144 -159 -173 -186 -200 -215 -231 -249 -267 -286
Other Interest* -5 <7 8 I I I I 8 -7 _8 _-8 _-8
Total (Net interest) 230 224 218 208 191 171 150 127 101 81 72 68

Discretionary Spending Equals CBO's Estimates of the Caps Through 2002
and Grows at the Rate of Inflation Thereafter

Interest on Public Debt

(Gross interest)® 354 362 370 369 362 354 346 338 330 334 348 362

Interest Received by Trust Funds
Social Security 52 60 -70 -80 -912 -102 -113 -125 -138 -152 -167 -183
Other trust funds® -67 _-714 _-75 _-79 _-82 _-84 -87 _-90 _-93 _-97 -100 -103
Subtotal -119 -131 -144 -159 -173 -186 -200 -215 -231 -249 -267 -286
Other Interest* -5 <7 8 I 1 I I 8 -7 8 _-8 _-8
Total (Net interest) 230 224 217 204 183 162 139 115 92 77 72 68

SOURCE: Congressional Budget Office.

NOTE: Because proceeds from investing excess cash are not considered part of net interest, they are not shown on this table.

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

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

c. Primarily interest on loans to the public.
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Other Interest

The $7 billion in other interest that CBO expects the
governmentto receive in 2000 congas some interest
payments and some interest collections. On balance,
however, the government takes in more in that cate-
gory than it pays out. Among the expenditures are
Treasury payments for interest on individual, corpo-
rate, and excise tax refunds that are held up for more
than 45 days after the filing date (those payments total
approximately $3 billion a year). An example of other
collections is the interest received from the financing
accounts of credit programs, mostly for direct loans.
As those programs (student loans, for instance) make
more loans, they borrow money from and pay interest
to the Treasury. Interest payments from such pro-
grams are expected to rise from $7 billion in 1999 to
$15 billion in2010, mostly because of the growth of
the direct student loan program.

Proceeds from Investing
Excess Cash

By 2009, all three baselines record excess cash from
the surplus after all available debt is paid down. CBO
makes no explicit assumption about what the Treasury
might do with balances of excess cash; its projections
simply assume that all cash in excess of the amounts
needed to retire available debt will earn proceeds at a
rate equal to the average rate projected for Treasury
bills and notes.

The proceeds vary according to how much ex-
cess cash each version of the baseline generates. The
inflated baseline has the smallest tally of excess cash
and therefore the smallest proceeds, totaling $19 bil-
lion between 2009 and 2010. Excess cash in the
freeze baseline first appears in 2008; proceeds grow
from $9 billion in that year to $65 billion in 2010.
The capped baseline generates the largesepus,
beginning at $2 billion in 2007 and reaching $70 bil-
lion by 2010.






Chapter Five

The Uncertainties of

resent the midrange of possible outcomes for

the economy and the budget, based on past and
current trends and assuming that current policies are
not changed. But considerable uncertainty surrounds
those projections for two reasons. First, the U.S.
economy and the federal budget are highly complex
and are affected by many economic and technical fac-
tors that are difficult to predict. Second, future legis-
lation is likely to alter the paths of federal spending
and revenues. As a result, actual budgetary outcomes
will almost certainly differ from the Congressional
Budget Office's baseline projections.

The baseline projections in Chapters 1 and 2 rep-

This chapter describes how the assumptions
about economic and technical factors that CBO incor-
porates into its baseline can affect budget projections.
Experience shows that although in most cases, CBO's
projections of the surplus for the coming fiscal year
are likely to be within 1 percent of gross domestic
product, discrepancies can become more substantial
over a five-year horizon. CBO has been making 10-
year projections only since 1992, so it is not yet possi-
ble to assess their accuracy. But 10-year projections
are likely to be less accurate than five-year projec-
tions.

Future projections might be expected to be more
accurate than past ones if CBO is learning from inac-
curacies in its past forecasts. But the economy is
changing, too. Many commentators believe that a ma-
jor structural change has taken place, and that belief
influences CBO’s projections. However, any “new
economy” (as described in Chapter 2 and Appendix A)

Budget Projections

would have begun only in the past few years, which
means that just a few years of data about it are avail-
able from which to extrapolate for the next decade.
Moreover, those data are insufficient to determine
clearly whether a shift to a higher level of productivity
has occurred or whether the economy has temporarily
deviated from underlying trends, as it has many times
in the past. Projecting the economy and the budget
under those circumstances is more uncertain than
usual.

To show the potential impact of differences from
its baseline assumptions, CBO has projected the bud-
getary effects of two alternative scenarios that make
different but apparently reasonable assumptions about
the future course of the economy and the cost of fed-
eral health care programs. One scenario assumes that
the good economic news of the past few years will
continue indefinitely; the other assumes that the econ-
omy has simply experienced another temporary diver-
gence from stable, long-term trends and will shortly
return to those trends. The projections that result from
the two scenarios suggest a very wide range of possi-
ble outcomes for the budget.

Policymakers will have to decide what that de-
gree of uncertainty means for a budget process that
currently relies on long-term projections. Looking
forward five or 10 years allows the Congress to con-
sider the longer-term budgetary implications of policy
changes. Butit also increases the likelihood that bud-
getary decisions will be made on the basis of projec-
tions that later turn out to have been wrong.
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The Accuracy of CBO's Past
Budget Projections

Since 1986, CBO has produced budget projections
each winter under the specifications of the Balanced
Budget and Emergency Deficit Control Act, as
amended, and the Budget Enforcement Act. Those
laws require CBO to project the budget under certain
assumptions: that discretionary spending is adjusted
for inflation and, in some years, may be limited by
specific caps; and that entitlement programs and taxes
continue as under existing law, with certain extensions
for expiring programs and provisions. (Before 1986,
CBO's baselines were constructed under different as-
sumptions about discretionary spending, so they can-
not be easily compared with later baselines.)

In some respects, baseline budget projections are
intended to deviate from reality. Because they are
meant to serve as a neutral reference point for assess-
ing policy changes, they make no assumptions about
future legislation that might alter current budget poli-
cies. Of course, such legislation is likely to occur, but
the purpose of baseline estimates is not to forecast
legislation. Consequently, this section concentrates on
inaccuracies in forecasting that flow from economic
and technical factors.

Identifying the relative impacts of policy-related,
economic, and technical factors on the accuracy of
projections is an inexact science. Legislative changes

realizations and participation rates for various benefit
programs—are classified as technical.

To assess its annual projections, CBO compared
them with actual budgetary outcomes and attempted to
determine the sources of any differences (after adjust-
ing for the estimated effects of policy changes). The
comparisons included 14 sets of projections for the
current fiscal year (the one in which the projections
were made), 13 sets for the following fiscal year (re-
ferred to as the budget year), and only nine sets for
longer-range projections. On average, the absolute
difference (without regard to the direction of the dif-
ference) between CBQO’s estimate of the federal deficit
or surplus and the actual result was 0.6 percent of
gross domestic product for the current year, 1.1 per-
cent for the budget year, and 2.4 percent for the fifth
year beyond the current year (see Table 5-1). If those
averages were applied to the variation of the CBO
baseline in which discretionary spending grows at the
rate of inflation after 2000, the estimated surplus
would be off in one direction or the other by about $55
billion in 2000, $110 billion in 2001, and $285 billion
in 2005.

Misestimates of the projected deficit or surplus
are the net result of the separate estimates for revenues
and outlays. In many past years, revenue and outlay
discrepancies reinforced one another, but in a signifi-
cant number of cases, those differences were at least
partially offsetting.

Forecast differences affecting revenues have gen-

they were enacted. If the legislation proves to have
different effects from the ones initially estimated, those
differences will be reflected as technical reestimates.
(In most cases, quantifying the precise effects of legis-
lation, even after the fact, would be difficult. Further-
more, it is not possible to measure the indirect effects
on the economy of changes in policy, particularly
those that result in significant changes in the outlook
for budget surpluses or deficits.) In addition, the dis-
tinction between economic and techniesstimates is
fraught with inaccuracy, both because the relationship
between macroeconomic parameters and the budget is
imprecise and because some factors related to eco-
nomic performance—such as the level of capital gains

solute terms, revenue projections have differed from
actual outcomes by about 1.8 percent of revenues for
the current year, 4.1 percent for the budget year, and
8.8 percent for the fifth year. Inaccuracies in project-
ing outlays were similar to those for revenues in the
current year of the forecasts but about 25 percent
smaller than revenue inaccuracies in the budget year.
Outlays projected five years ahead missed actual out-
lays by 4.8 percent.

The misestimates went in both directions: some-
times the projections were too high and at other times
too low. On average, CBO's forecast of the deficit or
surplus has tended to be slightly pessimistic—that is,
CBO overestimated deficits—for the first three years
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of the projection period and slightly too optimistic for revenues too low, and medium-term projections had
the last three. (That pattern may reflect the fact that outlays close to the actuals but revenues too high.
deficit projections made between 1986 and 1991 were
too high, and those made in more recent years were .
too low; the data on the later years are incomplete for _Sourcgs of Past Inaccuracies

projections made after 1994.) The revenue and outlay [N PI’OJeCted Revenues

differences tended to work in the same direction as

each other with regard to the deficit or surplus—near- Misestimates in projected revenues have stemmed
term projections generally had outlays too high but maostly from inaccurate forecasts of economic devel-

Table 5-1.
Average Difference Between CBO Budget Projections and Actual Outcomes Since 1986 (In percent)

Year for Which the Projection Was Made
Current Budget Budget Budget Budget Budget
Year Year Year +1 Year + 2 Year + 3 Year + 4

Difference as a Percentage of GDP

Deficit or Surplus

Average difference® -0.3 -0.3 -0.1 0.2 0.6 0.7

Average absolute difference 0.6 1.1 1.6 1.9 2.3 2.4
Revenues

Average difference 0.1 0.1 0.1 -0.1 -0.3 -0.5

Average absolute difference 0.3 0.8 1.0 1.2 15 1.6
Outlays

Average difference -0.2 -0.3 -0.2 * 0.1 0.1

Average absolute difference 0.4 0.7 0.8 0.8 1.0 1.0

Difference as a Percentage of Actual Outcome

Revenues
Average difference 0.6 0.4 0.1 -0.6 -1.8 -2.8
Average absolute difference 1.8 4.1 5.5 6.5 7.9 8.8
Outlays
Average difference -1.1 -1.3 -1.0 -0.4 0.3
Average absolute difference 1.9 3.1 3.8 4.1 4.7 4.8

SOURCE: Congressional Budget Office.

NOTES: This comparison covers the baseline budget projections that CBO published each winter between 1986 and 1999 in The Economic and
Budget Outlook. Before 1986, CBO constructed its baseline in a different way that precludes comparison.

The current year is the fiscal year in which the projections are made; the budget year is the following fiscal year.

Differences are actual values minus projected values. Unlike the average difference, the average absolute difference ignores arithmetic
signs and thus indicates the average distance between actual and projected values without regard to whether individual projections are
overestimates or underestimates.

* = |less than 0.05 percent.

a. A negative average difference for the deficit or surplus means that, on average, CBO overestimated the deficit.
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opments—particularly the turning points of business
cycles in the short term and the trend growth of the
economy in the longer term—as well as misestimates
of the share of each dollar of GDP being collected as
taxes. Inthe past few years, the major source of inac-
curacies has been the failure to predict both the appar-
ent change in the trend growth of the economy that
started around mid-decade and other economic
changes, such as the boom in the stock market and the
concentration of income growth among high-income
taxpayers (who face higher marginal tax rates). Those
misestimates are not surprising. In normal times, pre-
dicting turning points is one of the most difficult chal-
lenges that economic forecasters face, exceeded only
by the challenge of predicting when history will no
longer serve as a guide to forecasting.

Differences that result from missing cyclical
turning points or misreading the trend growth rate of
the economy fall into the economic category. In gen-
eral, CBO measures economic differences as the ef-
fects on revenues when either overall GDP or taxable
incomes in the national income and product accounts
as a share of GDP differ from the level projected. In
addition, to the extent that technical estimating differ-
ences—generally from unanticipated movements in
revenues as a share of taxable incomes—are related to
economic differences, the two types combine to cause
relatively large forecast inaccuracies.

The two types of differences can be related. For
example, between 1994 and 1998, not only was over-
all economic growth stronger and taxable incomes a
greater share of GDP than anticipated, but liabilities
for personal income taxes rose unexpectedly as a
share of taxable personal incomes as measured in the
NIPAs, accounting for much of CBO's forecast inac-
curacy. That unexpected rise occurred in large part
because of strong growth in capital gains realizations
and other factors related to the booming stock market,
as well as the concentration of income growth among
high-income taxpayers, who face the highest tax rates
(see Chapter 3 for more details). That situation con-
trasts with the experience before 1994, when CBO's
misestimates of revenues were dominated more by
macroeconomic factors, especially cyclical ones such
as the 1990-1991 recession. (For more information
about how changes in key economic variables affect
budget projections, see Appendix C.)

Only during unusual periods has CBO's forecast
for the budget year been off by more than 5 percent of
revenues in either direction. The forecasts producedin
1996 through 1998 for fiscal years 1997 through
1999, respectively, are the only ones that underesti-
mated revenues (excluding subsequent policy changes)
by more than 5 percent. The two forecasts that over-
estimated revenues by that proportion were produced
during the recession years of 1990 and 1991.

Despite their large uncertainty, CBO’s revenue
projections have shown very small differences from
the actual outcomes, on average, over time. That
overall performance, however, masks distinct differ-
ences in two periods. From 1986 through 1992, CBO
showed a tendency to overestimate future revenues;
since then, it has tended to underestimate thé&mor
example, overall since 1986, CBO's revenue forecast
for the budget year has underestimated revenues by
0.4 percent, which would correspond to about $7 bil-
lion at the current level of revenues. But before 1993,
that forecast overestimated revenues by an average of
2.8 percent, whereas since 1993, it has underestimated
them by an average of 4.3 percent (because of the fac-
tors described above). The average absolute differ-
ence (the average without regard to direction) over the
full period registered about 4.1 percent.

Sources of Past Inaccuracies in
Projected Outlays

Over the past 14 years, outlay differences Ity
from flawed technical assumptions were nearly 50
percent larger than those resulting from inaccurate
economic assumptions. For many years, the two types
of differences offset one another to produce smaller
net forecast inaccuracies. As with revenues, however,
the 14-year span falls into two distinct periods. From
1986 to 1990, CBO'’s outlay projections were often
too low, but since then they have consistently been too
high. In the later period, moreover, economic and tech-
nical differences have been much more likely to rein-
force than to offset one another.

1. AlanJ. Auerbach, "On the Performance and Use of Govern-
ment Revenue Forecastd\ational Tax Journalvol. 52,
no. 4 (December 1999), pp. 767-782.
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Inaccurate economic and technical assumptions
manifest themselves primarily in the categories of
mandatory spending and net interest outlays. Al-
though discretionary spending may differ from expec-
tations, CBO's projections of discretionary outlays are
usually within 1 percent—less than $4.0 billion annu-
ally during the 1993-1998 period—of the actual re-
sult. In contrast, projections of mandatory spending
for programs such as unemployment benefits, Medi-
care, Medicaid, Food Stamps, and deposit insurance
can differ significantly from actual spending because
of unexpected economic developments and other fac-
tors.

Economic Differences Economic performance
strongly affects federal spending, both directly and
indirectly. Higher inflation results in larger cost-of-
living adjustments for beneficiaries of many cash ben-
efit programs, higher reimbursements for health care
services, and higher interest rates. It may also affect
policymakers' decisions about the appropriate level of
discretionary spending. Higher unemployment rates
boost the caseloads of means-tested benefit programs
such as Food Stamps and Medicaid and also increase
the number of applicants for unemployment and dis-
ability benefits. Net interest costs are directly related
to interest rates. Thus, inaccurate forecasts of key
economic factors result in inaccurate outlay projec-
tions. Inaccurate economic forecasts during the 1986-
1991 period caused CBO's outlay projections to be too
high in some years and too low in others. Since then,
the forecasts have generally resultecharestimates.

Technical Differences Inaccurate technical assump-
tions constitute the largest source of misestimates in
CBO's outlay projections. Those technical assump-
tions—such as what proportion of eligible individuals
and families will participate in benefit programs, how
sound financial institutions will be, and how health
care providers will behave—are critical factors in pro-
jections of spending. The largest changes to technical
assumptions that CBO made during the late 1980s and
early 1990s related to the deposit insurance crisis and
the explosion of states' demands for Medicaid funds.
More recently, CBO has reduced its assumptions
about the use of Medicare services. Of course, any
such changes that alter projected spending also affect
the costs of servicing the federal debt.

Alternative Scenarios for
the Future

Reviewing the differences between CBO'’s past projec-
tions and actual budgetary outcomes could suggest
how accurate future projections might be—if future
errors were likely to mirror those of the past. But
whether that will happen is an open question. Chapter
2 and Appendix A describe the important changes of
the past few years (the transition to a "new economy")
that have raised the long-term rate of economic
growth, and Chapter 3 identifies trends in income that
have boosted revenues recently. However, not enough
time has elapsed for analysts to be sure that those
changes really represent a new trend in the economy
and not just another temporary deviation. Thus, the
range of uncertainty around CBO'’s projections must
include the possibility that the "new economy” is just a
flash in the pan, as well as the possibility that it is
even more robust than CBQ'’s baseline economic pro-
jections assume.

The two alternative scenarios examined below
(referred to as the optimistic and pessimistic scenar-
ios) are intended to reflect assumptions that, although
systematically different from the ones in the baseline
projections, still seem reasonable to CBO analysts.
The scenarios alter not only economic assumptions but
also some assumptions that are usually labeled techni-
cal. Those assumptions include the level of capital
gains realizations, the proportion of income taxed at
higher rates, and the growth of spending for the major
federal health care programs.

The two scenarios indicate a wide range of possi-
ble outcomes for the budget. Under the alternative
scenarios, the total budget surplus or deficit in 2010
differs from the one in CBO's baseline projections by
$700 billion to $800 billion in either direction; the on-
budget surplus or deficit in 2010 differs by $600 bil-
lion to $700 billion. The 10-year totals generally dif-
fer by $3 trillion to $4 trillion.
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CBO's Baseline Assumptions

The baseline economic assumptions reflect recent fa-
vorable developments for the budget, including the
extraordinary growth in productivity, the rise in in-
comes and capital gains realizations relative to GDP,
and the concentration of income growth among people
with higher tax rates. Labor productivity had been
increasing at an average annual rate of about 1.6 per-
cent since 1973, but after 1996 it accelerated to a rate
of about 2.6 percent. CBO’s baseline economic pro-
jections assume that most, but not quite all, of that
acceleration is permanent: in those projections, trend
productivity grows at a rate of about 2.3 percent. To-
tal income (on which taxes are based) grew at a 6.1
percent rate between 1996 and 1998, while nominal

GDP grew at a 5.8 percent rate. CBO’s baseline pro-
jections assume that the growth of total income will
remain high for the next two years but will then slow
to about the same rate as GDP.

In addition, personal income tax liabilities grew
at an average annual rate of almost 11 percent from
1994 t01998, while taxable personal income in the
NIPAs grew by 6.5 percent a year. As a result, per-
sonal income taxes as a share of taxable personal in-
come rose by 2 percentage points, from 11 percent to
13 percent. (CBO estimates that the latter figure
would have risen by an additional 0.3 percentage
points if the Congress had not passed legislation in
1997 cutting individual income taxes.) A number of
factors caused that rapid rise, including growth in cap-

Table 5-2.

Key Economic Variables Under Alternative Scenarios (By fiscal year, in percent)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Real GDP Growth
Optimistic Scenario 3.7 35 3.2 3.0 3.0 3.1 3.1 3.1 3.1 3.3 3.3
CBO Baseline 3.3 3.1 2.8 2.6 2.6 2.7 2.7 2.7 2.7 29 29
Pessimistic Scenario 2.8 2.2 1.7 1.6 1.8 2.0 2.1 2.1 2.1 2.1 2.1
Wages, Salaries, and Corporate Profits as a Share of GDP
Optimistic Scenario 57.6 57.4 57.2 57.2 57.2 57.3 57.5 57.6 57.8 57.9 58.0
CBO Baseline 57.4 57.1 56.6 56.3 56.2 56.0 56.0 56.0 55.9 55.9 55.8
Pessimistic Scenario 57.1 56.5 55.9 55.5 55.2 55.0 54.9 54.8 54.7 54.6 54.4
Personal Income Taxes as a Share of NIPA Taxable Personal Income
Optimistic Scenario 13.7 14.1 14.6 15.0 15.3 15.4 15.6 15.7 15.9 16.1 16.3
CBO Baseline 13.3 13.4 13.4 13.4 135 13.6 13.7 13.8 14.0 14.1 14.3
Pessimistic Scenario 12.9 125 12.1 11.7 115 115 11.6 11.6 11.7 11.7 11.8
Growth of Medicare and Medicaid Spending

Optimistic Scenario 4.4 8.0 3.7 7.3 6.8 8.3 4.0 8.2 6.9 7.1 7.2
CBO Baseline 55 9.0 4.7 8.3 7.8 9.3 5.0 9.2 7.9 8.1 8.2
Pessimistic Scenario 6.6 10.0 5.7 9.3 8.8 10.3 6.0 10.2 8.9 9.1 9.2

SOURCE: Congressional Budget Office.
NOTES: See the text for a description of the scenarios.

NIPA = national income and product accounts.
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Table 5-3.
Budget Surpluses Under Alternative Scenarios, by Assumption About Discretionary Spending
(By fiscal year, in billions of dollars)

Total,
2001-
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2010

Total Budget

Surplus If Discretionary Spending Grows at the Rate of Inflation After 2000

Optimistic Scenario 208 257 346 432 514 591 705 812 915 1,039 1,173 6,784
CBO Baseline 176 177 209 227 246 268 325 368 399 444 489 3,152
Pessimistic Scenario 141 80 39 -23 -74  -113  -117 -143 -189 -232 -286 -1,058

Surplus If Discretionary Spending Is Frozen at the Level Enacted for 2000

Optimistic Scenario 208 268 370 476 580 678 814 944 1,072 1,223 1,387 7,812
CBO Baseline 176 188 232 271 312 355 434 500 556 628 703 4,179
Pessimistic Scenario 141 91 62 22 -8 -26 -9 -12 -32 -48 -72 -32

Surplus If Discretionary Spending Equals CBQO's Estimates of the Caps Through 2002
and Grows at the Rate of Inflation Thereafter

Optimistic Scenario 208 315 431 526 613 700 818 929 1,041 1,174 1,317 7,864
CBO Baseline 176 235 294 321 345 376 438 485 526 579 633 4,234
Pessimistic Scenario 141 138 124 72 25 -4 -5 -27 -62 -97 -142 22

On-Budget Accounts

Surplus If Discretionary Spending Grows at the Rate of Inflation After 2000

Optimistic Scenario 53 85 154 222 285 341 436 522 603 706 820 4,174
CBO Baseline 23 11 26 31 37 43 86 115 131 162 195 838
Pessimistic Scenario -9 -76  -126  -192 -250 -298 -311 -345 -397 -446 -504 -2,945

Surplus If Discretionary Spending Is Frozen at the Level Enacted for 2000

Optimistic Scenario 53 96 178 266 351 428 543 652 759 890 1,032 5,195
CBO Baseline 23 22 50 76 102 129 194 245 288 346 407 1,858
Pessimistic Scenario -9 -65 -102 -148 -185 -212 -203 -214 -241 -263 -292 -1,925

Surplus If Discretionary Spending Equals CBO's Estimates of the Caps Through 2002
and Grows at the Rate of Inflation Thereafter

Optimistic Scenario 53 143 239 316 385 450 548 638 730 842 964 5,255
CBO Baseline 23 69 112 126 136 151 199 231 258 298 339 1,918
Pessimistic Scenario -9 -18 -40 -98 -151 -190 -198 -228 -271 -311 -360 -1,865

SOURCE: Congressional Budget Office.
NOTES: Negative numbers indicate deficits.

See the text for a description of the scenarios.
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ital gains realizations, real income, and the proportion
of income taxed at higher rates (see Chapter 3).

sonal income will rise from 13.3 percent in 2000 to
14.3 percent in 2010 (see Table 5-2 on page 102).

CBO expects personal income tax liabilities to
continue growing faster than income because real in-
come growth places more income in higher tax brack-

ets and more people become subject to the alternative athough those various assumptions appear reason-

The Optimistic Scenario

minimum tax. In its baseline, CBO projects that per-
sonal income tax liabilities as a share of taxable per-

able given the available data, other assumptions are
clearly possible and also reasonable. Thus, one of

Box 5-1.
The Budgetary Effects of a Business Cycle

One obvious concern about budget projections is how
vulnerable they are to a recession. Although the cur-
rent U.S. economic expansion is the longest during
peacetime, history strongly suggests that some form of
downturn iould be expected to occur in any 10-year
period. In the experience of the Congressional Bud-
get Office (CBO) and other forecasters, however,
predicting the turning points of business cycles is
extremely difficult. For that reason, CBO does not
attempt to forecast cyclical developments in the econ-
omy beyond the next year. Instead, its economic pro-
jections for 2002 through 2010 are based on a rela-
tively smooth path that eventually (by 2008) brings
the economy to its estimated long-term trend, or po-
tential (see Chapter 2 for more details).

By its construction, that baseline projection al-
lows for the likelihood that a recession of average se-
verity will occur sometime in the next 10 years. As
long as the economy is not buffeted by external
shocks to prices (such as occurred in 1974 and 1979),
gross domestic product (GDP) is expected to be above
its estimated potential during booms and below its
estimated potentiafluring iecessions. On average
over the business cycle, actual GDP should be equal
to potential GDP. By pregting that GDP will revert
to its potential level, therefore, CBO is assuming that
the probability of recessions will return to its average
level.

Although the baseline budget projections de-
scribed in Chapter 1 assume some sort of recession,
they do not show what would happen if the economy
followed a realistic business cycle rather than a
smooth path. This box illustrates one such possibil-
ity. It shows that the budgetary implications of the
business cycle would be largely temporary.

The example assumes that the economy grows
rapidly enough in the next two years (about 3.7 per-
cent annually) to raise inflation to 3.4 percent in 2002
and to cause the Federal Reserve to tighten monetary
policy vigorously. Short-term interest rates peak at 7
percent, nearly 2 percentage points higher than in the
baseline assumptions. That monetary tightening
brings on a recession of about average size, raising
the unemployment rate to 6.4 percent in 2004. Real
GDP grows by only 1.3 percent in 2003 and falls by
0.5 percent ir2004. After that, the recession ends as
inflation drops temporarily below the baseline projec-
tion of 2.5 percent and the Federal Reserve eases
monetary policy; eventually, real growth, the unem-
ployment rate, the inflation rate, and real interest
rates return to their baseline values.

That is a typical scenario for a U.S. recession:
most of the postwar examples have been preceded by
monetary tightening. It is by no means the only pos-
sible scenario, however. In the past, some recessions
have been preceded by collapses in stock prices; in the
future, they might also be precipitated if foreign in-
vestors decide that they no longer want to invest as
heavily in the United States as they do now. A reces-
sion could also have effects that are not included in
this scenario—such as lowering incomes, particularly
among people who pay the highest taxes. Little is
known, however, about the effects of the business cy-
cle on income distribution, so this cyclical scenario
omits such effects.

Budget projections based on this scenario sug-
gest that the surpluses projected in Chapter 1 for the
next 10 years will not vanish in a recession unless it
is much larger than normal. Under the cyclical sce-
nario, the budget outlook improves slightly for the
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CBO's alternative scenarios assumes that the recent capital gains and the concentration of income growth
good news for the budget continues more or less un- among higher-income taxpayers) continues for another
abated. In that alternative (the optimistic scenario), four to five years. Those liabilities therefore rise to

trend productivity growth is 2.6 percent rather than 16.3 percent of taxable personal income by 2010—2
2.3 percent, and total income continues to grow faster percentage points higher than in the baseline—with a
than GDP for all of the next decade. In addition, the smallamount of thatincrease resulting fromthe higher
alternative assumes that the recentincrease in personal real growth and productivity (see Table 5-2). On the
tax liabilities as a share of taxable personal income outlay side of the budget, the optimistic scenario as-
that was unrelated to real growth (caused largely by sumes that Medicare and Medicaid spending will grow

Box 5-1.
Continued

next two years because temporarily stronger growth and inflation that is assumed to precede the recession| is
higher inflation boost revenues. As a result, for a while  not quite offset during the recession, leaving pricqs
the surplus is higher than under CBO's baseline varia- and revenues slightly higher than their baseline ley-
tions (see the table below). By 2003, when rising inter- els. But minor changes in the assumed course of the
est rates are assumed to bring on the recession, the pro- recession could easily leave the surplus slightly bg-
jected surplus begins to dip below the baseline; and by low the baseline. Nevertheless, over the course pf
2005, the ecession reduces the annual surplus by close the whole 10 years, the cyclical scenario would leaye
to $100 billion. After 2005, however, economic expan-  cumulative surpluses, and hence federal debt, qujte
sion gradually brings the surplus back to what it would close to the baseline projections. That outcome is to
have been without a recession. be expected, since the baseline economic assump-
tions anticiate an average prohfty that a reces-
In this scenario, the surplus actually ends up a little  sion will occur during the next 10 years.
higher in 2010 than in the baseline because the higher

Federal Surpluses in a Business Cycle (By fiscal year, in billions of dollars)

Total,
2001-
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 202010

Total Surplus If Discretionary Spending Grows at the Rate of Inflation After 2000

Cyclical Scenario 178 186 226 221 158 167 267 364 422 469 501 2,982
CBO Baseline 176 177 209 227 246 268 325 368 399 444 489 3,1p2

Total Surplus If Discretionary Spending Is Frozen at the Level Enacted for 2000

Cyclical Scenario 178 201 260 283 244 271 393 515 600 675 738 4,180
CBO Baseline 176 188 232 271 312 355 434 500 556 628 703  4,1)79

Total Surplus If Discretionary Spending Equals CBO's Estimates of the Caps Through 2002
and Grows at the Rate of Inflation Thereafter

Cyclical Scenario 178 248 321 327 271 289 393 496 565 622 664 4,1p7
CBO Baseline 176 235 294 321 345 376 438 485 526 579 633 4,2B2

SOURCE: Congressional Budget Office.
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at an annual rate that is 1 percentage point lower than
in the baseline. The scenario makes a variety of other
assumptions whose effects are smaller but all of which
tend to increase the projected surplus.

The budget outlook would improve dramatically
under the assumptions of the optimistic scenario (see
Table 5-3 on page 103). By the end of the decade, if
discretionary spending grew at the rate of inflation but
there was no other action to cut taxes or increase
spending, the annual on-budget surplus would exceed
$800 billion, and the total budget surplus would near
$1.2 trillion. Projected surpluses of that magnitude
would imply massive federal holdings of nonfederal
assets (more than $4 trillion). If discretionary spend-
ing was instead held to the lower levels implied by the
statutory caps through 2002, or was frozen at the level
of fiscal year 2000, surpluses would be even larger.

The Pessimistic Scenario

The pessimistic scenario reverses most of the assump-
tions of the optimistic scenario and assumes that the
economy reverts in many respects to its situation be-
fore 1996. In this scenario, trends in the economy are
generally unfavorable to the budget. The pessimistic
alternative does not explicitly incorporate a recession,
because one is already built into the economic baseline
described in Chapter 2. (For more details about the
effects of a recession on 10-year budget projections,
see Box 5-1 on page 104.) Instead, the pessimistic
scenario assumes that the recent burst in productivity
will prove temporary, so future productivity growth
averages its historical 1.6 percent rate and incomes
revert to their past relationship with GDP. In addi-
tion, it assumes that the 1994-1998 increases in per-
sonal tax liabilities as a share of taxable personal in-
come that were unrelated to real income growth phase
out over the next four to five years—the same amount
of time they took to build up. Medicare and Medicaid
spending is assumed to grow 1 percentage point faster
than in the baseline.

Under that scenario, the on-budget surpluses ex-
pected under the baseline assumptions would never
emerge. Instead, on-budget deficits would rise to over
$290 billion a year by the end of the decade (see Table

5-3). Total budget deficits would be smaller; if dis-
cretionary spending was held at its 2000 level for the
whole decade, they would stapder $100 billion a
year.

Other Possibilities

The optimistic and pessimistic scenarios are not meant
to encompass the full range of possible budgetary out-
comes but rather to illustrate how those outcomes
could differ from the one described in Chapter 1.
Even higher or lower budget surpluses are not difficult
to envisage, especially in the short run. In the January
Blue Chipsurvey of private economic forecasters, for
example, a few forecasts of GDP growth exceed
CBO'’s optimistic scenario for 2000 and 2001, and a
few fall short of CBO’s pessimistic scenario for 2001.

If the other assumptions in those forecasts are simi-
larly optimistic or pessimistic, they could imply either
higher or lower budget projections for 2001 than those
under the optimistic and pessimistic scenarios.

CBO's alternative scenarios do not explore all
possible changes in assumptions: for example, they
take labor force projections as a given. Over a 10-
year period, the principal uncertainties in labor force
projections come from assumptions about labor force
participation and legal and illegal immigration. The
Social Security Administration assumes much lower
labor force participation than CBO does in its projec-
tions; if those assumptions proved accurate, they
would worsen the 10-year budget outlook by reducing
the sustainable growth of the economy.

Likewise, CBO's projections follow the Census
Bureau's in assuming that net immigration will aver-
age nearly 900,000 people per year between 1999 and
2010. Immigration is partly a matter of policy and
can be affected both by changing quotas for legal im-
migrants and by altering the degree of effort made to
keep out illegal immigrants. Policy changes that in-
creased the number of immigrants (particularly those
with skills) could increase growth. They might also
improve the outlook for the federal budget, because
immigrant workers usually pay taxes but are not gen-
erally eligible for most federal benefits in their first
years in the United States.
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An even wider range of assumptions about pro-
ductivity growth than that lying between the optimistic
and pessimistic alternatives might also be reasonable.
CBO'’s pessimistic scenario, in particular, assumes
that the future growth rate of productivity will return
to its average of 1973 to 1995. If productivity growth
over the next 10 years is instead slower than its previ-
ous trend, thus reversing the gains since 1996, the
budget outlook will be substantially worse than even
the pessimistic scenario.

Assumptions about federal health care costs
could also span a much broader range of possible
growth rates than the alternative scenarios incorpo-
rate. Those scenarios reflect growth rates that are 1
percentage point above or below CBO's baseline as-
sumptions. But historical spending patterns in the
Medicare and Medicaid programs suggest that a much
broader range of outcomes around CBO's baseline is
plausible. Over the past 15 years, the growth of
Medicare spending above the growth attributable to
enroliment and general inflation has averaged 3.5 per-

cent, compared with 2.8 percent in the baseline. In
only five years did that rate of excess growth fall be-
low CBO's baseline projections; in the other 10 years,
the excess averaged 5.3 percent.

How likely is it that the actual outcome for the
budget will lie between the optimistic and pessimistic
scenarios? Unfortunately, no exact probability calcu-
lations can be made. The scenarios were constructed
by choosing optimistic and pessimistic assumptionsin
several areas, and it is clearly less likely that all of
those assumptions will prove true at once than that
any one of them will prove true. If that were the only
consideration, the scenarios might encompass most of
the likely outcomes, and more extreme assumptions
would be relatively unlikely. But an even wider range
of assumptions might be reasonable. And several of
the assumptions—especially the changed trend in pro-
ductivity growth—are based on only a very few years
of data. If history from before 1996 is irrelevant to
the projections, then forecasters have little on which to
base any projection.
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Appendix A

Has the United States Entered a New Era
In Productivity Growth?

years has been exceptional. The combination of

rapid economic growth, low inflation, and fall-
ing unemployment experienced since 1995 is unprece-
dented this far into an economic expansion. Largely
for that reason, most recent economic forecasts have
turned out to be too pessimistic. Although history
suggests that boom periods are temporary, the econ-
omy shows few signs of slowing down. Domestic con-
fidence on the part of businesses and consumers is
very high, as evidenced by the sustained boom in both
investment and consumer spending. Moreover, the
recent economic performance has inspired foreign con-
fidence in the U.S. economy as well, attracting capital
inflows and keeping the exchange value of the dollar
strong.

The performance of the U.S. economy in recent

One striking aspect of recent economic history is
the vigorous growth in labor productivity, which since
1995 has been running considerably faster than its
post-1973 trend. That acceleration coincided with the
explosive growth in many areas of information tech-
nology, including telecommunications (for example,
mobile telephones), personal computers, and wide- and
local-area networks, including most notably the In-
ternet. As a result, some observers have declared that
the United States is in a “new era,” arguing that,
among other reasons, advances in communications and
information technology allow firms to reduce costs
and improve efficiency more rapidly than before.
Those observers believe that the historical trends are
no longer a relevant benchmark for labor productivity
and that the recent rapid growth will persist.

The Congressional Budget Office’'s (CBQO's)
analysis of the recent surge in productivity growth
concludes, however, that although the trend over the
next 10 years is likely to be higher than that observed
for the past 25 years, some of the recent acceleration
may be temporary. Accordingly, CBO’s 10-year pro-
jections now incorporate productivity growth of 2.2
percent—higher than the 1.5 percent trend rate of
growth since 1973 but lower than the 2.6 percent of
the past four years.

Cyclical Concerns

The recent upswing in productivity growth has almost
completely reversed the slowdown that began during
the early 1970s (trend growth of productivity before
1973 was 2.7 percent a yearrowth in potential, or
cyclically adjusted, labor productivity has also accel-

1. Data on labor productivity are affected by methodological
changes in the formulas used to calculate price indexes. In
recent years, the Bureau of Labor Statistics has made many
changes that have reduced the measured rate of inflation.
Those changes have fed through to the price indexes used
in the national income and product accounts, thereby imply-
ing higher real gross domestic product and faster productiv-
ity growth. Thus, the growth rate of labor productivity is
not strictly comparable with rates from earlier periods be-
cause those rates are not measured on the same basis. CBO
estimates that changes in price measurement have contrib-
uted 0.1 percentage point to the growth in labor productiv-
ity during the 1996-1999 period.
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erated, from an average rate of 1.5 percent between
1973 and 1995 to 2.3 percent since then.

Looking at the data from a longer-term perspec-
tive, it is not entirely obvious, despite productivity’s
healthy performance, that trend growth has changed
(see Figure A-1). The trend in labor productivity has
been quite stable since 1973, and four years is a rela-
tively short period from which to discern a new trend.
The 1973-1999 period has included several four-year
episodes of growth that was faster or slower than
trend. Indeed, even though growth was half a percent-
age point below trend during the 1992-1995 period,
few analysts were suggesting in late 1995 that there
was another productivity slowdown. Projecting that
deviation from trend would in fact have produced a
forecast of labor productivity that was far too low.

One possibility is that the recent growth is
largely cyclical. Like mosteconomic series, labor pro-
ductivity follows a fairly regular pattern during the
business cycle, generally rising above trend early in a

Figure A-1.
Labor Productivity and Its Trend
Growth Since 1973
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Figure A-2.
Effects of a Trend Break in 1996 on the
Trend Growth of Labor Productivity
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cycle and falling off during the late stages of an ex-
pansion. Alhough labor productivity has not followed
that pattern during the current business cycle, the
point remains: comparisons of growth rates through
time are best made by including either a full cycle or
similar portions of the cycle (for example, midcycle to
midcycle). Examining the post-1995 period in isola-
tion is therefore misleading; in particular, it ignores
the period of very slow growth from 1992 to 1995.

The question of whether labor productivity is
now following a faster trend is crucial for economic
and budget projections. Continuing the post-1973
trend would yield projected growth of 1.6 percent a
year, on average, for the 2000-2010 pefigdlterna-
tively, inserting a break point in the trend in 1996
would allow the trend rate to increase dramatically
during the 1996-1999 period (see Figure A-2). In es-
sence, that approach assumes that the recent pace of
productivity growthvill continue; the trend rate jumps
to 2.6 percent after 1995 and remains there through
2010. That difference of 1 percentage point in pro-

2. The projected growth rate of 1.6 percent consists of two
parts: trend growth of 1.5 percent plus 0.1 percentage point
resulting from changes in price measurement.
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jected productivity growth would have an enormous
impact on the 10-year projection for economic growth.
It would raise the level of real gross domestic product
(GDP) in 2010 by more than 10 percent. (The effects
of alternative assumptions about growth in real GDP
and productivity are discussed in Chapter 5.)

What Factors Underlie the

Recent Surge in Productivity
Growth?

CBO has examined the data underlying productivity
growth and identified two causes for the recent up-
turn—rapid advances in the quality of computers and
the boom in business investment. The first cause ema-
nates from the computer sector, but not in the manner
envisioned by the proponents of the new-era view.
The second cause, also referred to as capital deepen-
ing, describes the increase in the amount of capital
available per worker in the economy. Those two fac-
tors have powerful effects. Together, they explain
roughly 0.6 percentage points of the 1.1 percentage-
pointincrease in productivity growth since 1995. Nei-
ther of the effects is likely to be permanent, however.

Effects of Technological Advances in
Computer Production

A significant share of the upturn in overall productiv-
ity growth can be attributed to an acceleration in the
pace oftechnological change in the production of com-
puters. Supporters of the new-era view contend that
much of the recent surge in productivity growth is the
result of advances in and more efficient use of infor-
mation technology. That argumentis supported by the
close correlation between the timing of the productiv-
ity upswing and explosive growth in the use of com-
puters and related technology in the U.S. economy.

Another possible explanation for that correlation,
however, focuses more on the production of computers
than on their use. A significant portion of the surge in
overall productivity growth can be traced to faster
productivity growth in the sector of the economy that

manufactures computetsEurthermore, much of the
increase in that sector’s productivity can be ascribed
to the faster pace of technological change in the pro-
duction of computers, which shows up as an accelera-
tion in the decline of computer prices in the national
income and product accounts (NIPAs). The Bureau of
Economic Analysis (BEA) measures computer prices
using an approach that estimates the change in price of
a quality-adjusted computer. Under that so-called
hedonic approach, if the list price of a computer re-
mains constant from one year to the next but the newer
computer has, for example, a faster processor or more
storage capacity, then the BEA price index declines.

Technical progress in the computer industry is
not a recent phenomenon. Computer prices, as mea-
sured in the NIPAs, have fallen continuously since the
1970s. However, that decline has accelerated in the
past three years, from a 15 percent average rate be-
tween the 1970s and the early 1990s to 28 percent
since 1995. In addition, computerogiuction as a
share of GDP in the nonfarm business sector has in-
creased rapidly since the late 1980s, to about 1.3 per-
cent in 1998. The faster drop in computer prices,
combined with the larger share of GDP, means that
changes in the rate of technological change in the com-
puter industry now have measurable effects on the
growth in overall productivity.

In CBO’s judgment, estimating and projecting
labor productivity in the medium term is best accom-
plished by modeling technological change in the com-
puter sector separately from that in other sectors. To
estimate the effects of computer quality on productiv-
ity growth, CBO calculated an index of computer
prices that comprises the price indexes for personal
and business spending on computers and those for
computer exports and imports. The rate of change in
guality was measured as the rate of decline of the
computer price index relative to the growth rate of the
price index for GDP in the nonfarm business sector.
To calculate the contribution of computers to the

3. This argument has been made by Robert Gordon and the
consulting firm Macroeconomic Advisers. See Robert
Gordon, “Has the New Economy Rendered the Productivity
Slowdown Obsolete?” (paper presented to CBO’s Panel of
Economic Advisers, June 1999), and “Productivity and Po-
tential GDP in the New U.S. Economy” (a special analysis
by Macroeconomc Advisers, September 1999).
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growth of labor productivity, the rate of change in
computer quality was weighted by the nominal share
of computers in the nonfarm business sector. The de-
viation of that variable from its recent trend was used
to estimate the acceleration of technical progress; it is
zero until 1995, then 0.2 percentage points a year dur-
ing the 1996-1999 period.

CBO assumed that the recent acceleration in the
improvement of computer quality will persist through-
out the projection period. CBO's projection of the
trend growth of productivity is thus 0.2 percentage
points higher than it would be if the rate of improve-
ment in computer quality returned to its previous trend
(see Figure A-3).

Figure A-3.

Effects on Potential Labor Productivity of
Capital Deepening and an Adjustment
for Computer Quality
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a. The effect of adjusting for computer quality (averages 0.2 per-
centage points a year during the 2000-2010 period).

b. The effectof capital deepening (averages 0.4 percentage points a
year during the 2000-2010 period).

Effects of Capital Deepening

Another factor that helps explain the rapid growth in
labor productivity is capital deepening—the increase
in the amount of capital per worker in the economy.
Estimating the size of that effect is difficult, for two
reasons. First, measuring the amount ofdpctive
capital in the economy is subject to a high degree of
uncertainty, largely because of the difficulty in esti-
mating depreciation, which is the loss in efficiency of
capital resulting from normal wear and tear. Business
purchases of plant and equipment can be tallied to
produce a historical series for investment, but no such
data source exists for economic depreciation (as dis-
tinct from the depreciation reported for tax purposes).
Second, even with an estimate of the capital stock,
estimating the contribution of capital accumulation to
real growth can be problematic. Although that esti-
mate can be made in many ways, CBO hews to a stan-
dard model of long-term economic growth—the Solow
growth model.

When estimating the contribution of capital to
productivity growth, the horizon over which the analy-
sis is performed is important. Previous empirical
studies of long-run growth clearly indicate that much
of the variation in labor productivity growth over very
long horizons—50 to 100 years—can be explained by
changes in the rate of capital deeperiinbhey also
indicate that those changes explain very little of the
variation in productivity growth over short horizons:
say, from one year to the next. CBO has concluded
that an association exists between growth in the ratio
of capital to labor and in labor productivity at interme-
diate frequencies (say, 10 years or so), especially if the
data have been purged of the effects of the business
cycle?

Using the Solow growth model and the cyclically
adjusted data that underlie CBO'’s estimate of poten-
tial output, the faster-than-average growth in the
capital-to-labor ratio has contributed approximately

4. See Robert Arnold and Robert Dennis, “Perspectives on
Productivity Growth,"Business Economid¢g\pril 1999).

5. See the discussion in Box 1-1 in Congressional Budget Of-
fice, The Economic and wiget Outlook: Fiscal Years
2000-2009January 1999).
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0.4 percentage points to the 2.3 percent growth in po-
tential labor productivity since 1995Iln CBO's pro-
jections, capital deepening has a similar effect on pro-
ductivity during the 2000-2010 period (see Figure
A-3).

Projections of Potential
Growth in Productivity

In CBQO's projections, growth of potential productivity
averages 2.3 percent a year between 2002ahd,
which implies a projection for potential output of 3.1
percent. (The average growth rate shown in Table 2-6
in Chapter 2 is, of course, somewhat lower because
CBO estimates that GDP is currently higher than its

6. That 2.3 percent growth rate differs from the 2.6 percent
growth rate cited earlier in this appendix because it refers
to the growth in potential, or cyclically adjusted, labor pro-
ductivity rather than actual labor productivity.

sustainable, or potential, level.) Like most forecasters,
CBO computes its 10-year projections using trends in
historical data. In the absence of any information
about the sources of the productivity surge, CBO
would project productivity using a long-term trend,
probably about 1.6 percent, on average, during the
2000-2010 period, which is well below the recent
pace. After examining the recent data, however, CBO
decided to reflect much of the recent acceleration in
productivity growth in its medium-term projections
through the effects of capital deepening and the adjust-
ment for computer quality.

The precise causes of the recent acceleration in
productivity are still subject to dispute, and conse-
guently, there is much uncertainty about the most ap-
propriate projection for productivity. Future events
may show that the acceleration was entirely cyclical
and will be reversed during the next business cycle.
Or the future may demonstrate that CBO has underes-
timated the trend, which could continue at recent rates
indefinitely. The uncertainty surrounding the projec-
tion of productivity, though never small, seems even
larger than usual (see Chapter 5).






Appendix B

The CBO Baseline for
Spectrum Auction Receipts

sion (FCC) must use competitive bidding, or

auctioning, to assign licenses to use the radio
spectrum when more than one commercial party seeks
such licenses. (The radio spectrum is that part of the
electromagnetic spectrum that can be used for tele-
communications services.) The right to use the radio
spectrum is an indispensable ingredient in providing
mobile telephone, radio, and television services, and it
is also likely to play a future role in providing high-
speed Internet services. The first auctions of licenses
to use the radio spectrum were authorized by the Om-
nibus Budget Reconciliation Act of 1993 (OBRA-93).

By law, the Federal Communications Commis-

Since 1994, the federal government has recorded
about $17 billion in receipts from FCC auctions, net
of subsidies for licenses financed by federal loans.
The Congressional Budget Office (CBO) projects that
auctions of spectrum licenses will yield an additional
$18 billion in receipts from 2001 through 2010 (see
Table B-1).

In developing its baseline projections for spec-
trum auctions, CBO attempts to measure the net effect
of many diverse—and sometimes conflicting—ele-
ments that will determine future auction receipts.
Those elements include the statutory guidelines that
shape FCC auctions, the amount of spectrum that will
be auctioned, and the likely prices for that spectrum

(which in turn will depend on a host of economic and
technological factors).

Statutory Guidelines for
FCC Auctions

In designing auctions for spectrum licenses, the FCC
is required by law to meet multiple goals and not focus
simply on maximizing receipts. Those goals include
ensuring efficient use of the spectrum, promoting eco-
nomic opportunity and competition, avoiding exces-
sive concentration of licenses, preventing the unjust
enrichment of any party, and fostering the rapid de-
ployment of new services, as well as recovering for the
public a portion of the value of the spectrum. In past
auctions, the FCC has tried to strike a balance among
such objectives by offering favorable financial terms
for “designated entities,” such as small businesses,
varying the geographic scope of licenses, tailoring
bandwidth plans to accommodate different uses, and
limiting the amount of spectrum that individual com-
panies can control in specific markets. The mix of
policies is likely to vary in future auctions, but CBO
assumes that the FCC will continue to manage spec-
trum resources in a way that balances its various stat-
utory objectives.
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Table B-1.
CBO Projections of Spectrum Auction Receipts (By fiscal year, in billions of dollars)

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Receipts -3.9 -5.7 -4.9 -1.0 -0.9 -0.9 -0.8 -0.1 0 0

SOURCE: Congressional Budget Office.

The Quantity of Spectrum
to Be Auctioned

The amount of spectrum auctioned over the next three
years will be determined largely by statutory directives
in OBRA-93 and the Balanced Budget Act of 1997.
Over the 2000-2002 period, the FCC is required to
auction the rights to use about 190 megahertz of spec-
trum, most of which is located below 3 gigahertz.
Those auctions are expected to nearly double the
amount of spectrum potentially available for mobile
telecommunications services. Besides those required
auctions, CBO expects the FCC to auction licenses to
use other frequencies, consistent with its broad statu-
tory authority to allocate frequencies for commercial
use as new technologies and market developments per-
mit. CBO'’s baseline includes receipts from both types
of auctions. The auctions are expected to continue
through 2007—when the FCC'’s auction authority ex-
pires—although receipts may be deposited in subse-
quent years.

The Prices Paid for Spectrum

The markets in which telecommunications and broad-
cast services are sold are imperfect. They are in the
process of moving from regulated monopolies to less
regulated, more competitive conditions. At the same
time, new technologies are dramatically affecting both
the variety of services that can be delivered to consum-
ers and their costs. Eligible bidders typically come to
an auction with different demands for spectrum, based

on their lines of business, geographic scope of opera-
tions, competitive standing, and other strategic consid-
erations. Those different demands imply that even a
well-structured auction is likely to have unpredictable
results.

Nevertheless, to producadeline projections and
estimate the impact of proposed legislation, CBO as-
sumes that the results of past auctions and private
sales of comparable licenses are a reasonable guide to
future trends in auction receipts. In any auction, bid
prices are likely to be affected by a variety of general
factors, including trends in technology, possible en-
cumbrances on licenses, the preparedness of bidders,
and volatility of market conditions. In addition, when
evaluating specific auctions, CBO considers any pub-
licly available information about the characteristics of
the frequencies being auctioned, the auction rules, the
likely range of bidders, and other specific factors.

Trends in Technology

Technological advances often create new market op-
portunities, which in turn can increase the demand for
and value of additional supplies of spectrum. Much of
the spectrum being auctioned in the next few years is
located in bands below 3 gigahertz—frequencies that
are suitable for various emerging technologies in mo-
bile communications and other wireless applications,
including wireless Internet and data applications and
the development of “third-generation” mobile telecom-
munications systems (which simultaneously provide
voice and high-speed data communications). Market
enthusiasm for those new applications may bolster the
prices paid in such auctions. Auctions involving “up-
per bands” (above 3 gigahertz) are expected to yield
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lower unit prices, because the usefulness of those fre-
guencies is more limited.

Encumbrances

CBO adjusts its estimates of auction proceeds if the
new licenses appear likely to be encumbered. For ex-
ample, large blocks of spectrum planned for auction in
2000 and 2002 involve frequencies now being used for
analog television broadcasts. Those channels will not
be available for new uses until the television stations

pointin time. Market participants' assessments of that
balance can change rapidly and unpredictably over
short periods of time. Perhaps the best illustration of
such volatility is the aftermath of a 1996 auction of 30
megahertz of personal communications services (PCS)
spectrum known as the C block. The FCC limited
eligibility for that auction to designated entities and
allowed those entities to borrow money from the FCC
to pay for the licenses. Before the auction, CBO esti-
mated that those licenses would sell for about 30 cents
per megahertz per person. (That value was equivalent
to about 60 percent of the amount paid in an earlier

that use them stop broadcasting—either because the auction of the A and B blocks of PCS spectrum.) But
new licensee has paid the stations to stop or because the results of the C-block auction were much higher

their transition to digital television is complete. Al-
though current law says that this transition should be
finished by 2006, it allows for the deadline to be ex-
tended. CBO expects bidders in those auctions to dis-
count their bids to account for the potential cost of
paying broadcasters or the risk that the transition will
extend beyond 2006.

Bid Preparation

Giving bidders enough time to review auction rules,
examine technical opportunities, prepare marketing
plans, and arrange financing is critical to obtaining
full value in an auction. Consequently, the FCC typi-
cally vets proposed auction rules for several months
and then, after announcing an auction, waits another
six months before conducting it. A lack of time for

such preparations has been cited as one reason that the

1997 auction for wireless communications services,
which followed an abbreviated schedule dictated by
law, raised only $14 million instead of the hundreds of
millions of dollars originally expected. CBO’s base-
line projections assume that in the future, the FCC will
allow sufficient time for bidders to respond to pro-
posed regulations and to prepare for an auction.

Volatility in Market Values

The prices bid at an auction reflect the balance of de-
mand and supply for specific frequencies at a given

1. Congressional Budget OfficEpmpleting the Transition to
Digital Television CBO Paper (September 1999).

than estimated—$10 billion in winning bids, equiva-
lent to more than 80 cents per megahertz per person
after adjusting for the favorable financing terms avail-
able from the FCC.

Within a year, however, that value appeared too
high. Subsequent auctions of PCS spectrum yielded
an average value of 33 cents per megahertz per per-
son. Many of the C-block license holders had diffi-
culty obtaining private financing for their operations,
and by 1997 it looked as though most of them would
be unable to pay what they owed the FCC. The com-
mission responded by offering various forms of finan-
cial relief, and most licensees exercised one or more of
those options. But two of the largest C-block win-
ners—NextWave and MetroPCS, which together ac-
counted for $5.8 billion of the original bids—filed for
bankruptcy protection instead of choosing some form
of administrative relief. The bankruptcy courts wrote
down the value of the NextWave and MetroPCS Ii-
censes, voiding all but $1.2 billion of the two compa-
nies' original debt. The FCC subsequently appealed
those decisions.

Because the licenses were financed with direct
loans from the FCC, the budgetary effects of the C-
block auction are measured on a credit reform basis.
Under credit reform procedures, the government re-
corded the auction transactions in three different ac-
counts. The $10 billion in auction proceeds were re-
corded in anffsetting receipts accounthe subsidy
cost of the FCC loans, which is measured on a net

2. MetroPCS was formerly known as General Wireless, Inc.,
and GWI PCS.
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present-value basis over the life of the loans, was re-
corded in gorogram accountwhen the loans were is-
sued and is revised as new information becomes avail-
able about the likely cash flows from the licensees. A
third, nonbudgetary aocint, known as dinancing
accountrecords the cash flows for the loans and the
subsequent installment payments as they are made.

The net budgetary effect of the C-block auction
is the sum of the amounts recorded in the ofifsg
receipts account and the program account. By the end
of fiscal year 1999, the Office of Management and
Budget had recorded subsidies of about $7 billion for
loan defaults, suggesting that the net proceeds from all
C-block licenses were expected to total approximately
$3 billion.

Now, nearly four years after the auction was
held, the market value of some licenses appears to
have rebounded close to the amounts originally bid.
Moreover, in December 1999, the U.S. Court of Ap-
peals for the Second Circuit overturned the bank-
ruptcy court action in the NextWave cdsiumerous
legal, technical, and economic issues remain to be re-
solved, but CBO expects the subsidy estimates re-
corded in the budget to decline to reflect the more fa-
vorable outlook for recovering the amounts due on
outstanding C-block loans. Such a subsidy reestimate
may be recorded in fiscal year 2000, appearing as a
negative outlay in the program account.

3. FCCv. NextWave Personal Communications,, IR&d (2d
Cir. 1999) [Docket No. 99-5063, December 22, 1999].
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How the Economy Affects the Budget

omy in various ways. Revenues depend on tax-

able incomes—including wages and salaries,
interest and other nonwage income, and corporate
profits—which generally move in step with overall
economic activity. Many benefit programs are pegged
to inflation, either directly (like Social Security) or
indirectly (like Medicare). Andthe Treasury regularly
borrows and refinances the government's debt at mar-
ket interest rates.

The federal budget is highly sensitive to the econ-

The Congressional Budget Office (CBO) uses
three rules of thumb to illustrate some of the links be-
tween key economic assumptions and federal budget
projections. Those rules are rough orders of magni-
tude for gauging how changes in individual economic
variables—real growth, inflation, and interest rates—
taken in isolation will affect the budget totals. In some
rules of thumb, the effects may differ according to
what future path of discretionary spending is assumed.

The rule for real growth shows the effects of a
growth rate that is 0.1 percentage point lower each
year than in CBO's baseline, starting in January 2000.
The rules for inflation and interest rates assume that
those rates are 1 percentage point higher than CBO's
baseline, also starting in January 2000. Each rule is
roughly symmetrical. Thus, the effects of higher
growth, lower inflation, or lower interest rates would
be about the same size as the effects shown in this ap-
pendix but with the opposite sign.

Variations of 0.1 or 1 percentage point in those
variables are used for the sake of simplicity; they do

not represent typical forecasting errors. (For details
about the accuracy of CBO'’s past budget projections,
see Chapter 5.) Moreover, readers should be careful
about extrapolating from these rules-of-thumb calcula-
tions to larger changes because the calculations do not
incorporate the impact of large changes on the full
range of economic assumptions and budget projec-
tions. Furthermore, budget projections are subject to
other kinds of errors not directly related to economic
forecasting. Developing rules of thumb for those other
uncertainties, however, would be very difficult.

Real Growth

Strong economic growth improves the federal budget's
bottom line, and weak economic growth worsens it.
The first rule of thumb outlines the budgetary impact
of economic growth that is slightly weaker than CBO's
baseline assumes. Specifically, itillustrates the effects
on the budget if the growth of potential gross domestic
product (GDP) departs from the baseline. Those ef-
fects, however, are not the same as the effects of a
cyclical change, such as a recession, because this rule
is based on a permanent decline of 0.1 percentage
point in real growth instead of a larger, temporary
change. (For the effects of a typical recession on 10-
year projections, see Box 5-1 on page 104.) Although
itis not unreasonable to assume that real growth could
be 1 percentage point lower than CBO’s baseline over
the next few years because of a cyclical change, it
does not seem realistic to assume that real growth—
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Table C-1.
Effects on the Budget If the Real Rate of Growth Is 0.1 Percentage Point Lower per Year
(By fiscal year, in billions of dollars)
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Change in Revenues -1 -3 -6 -8 -11 -15 -18 -22 -26 -30 -35
Change in Outlays
Net interest (Debt service) * * * 1 1 2 3 4 6 8 10
Mandatory spending * * * * * * * * * * *
Subtotal * * * 1 1 2 3 4 6 8 10
Total Change in Surplus -1 -3 -6 -9 -13 -17 -21 -26 -32 -38 -46

SOURCE: Congressional Budget Office.

NOTES: Because changes in the rate of economic growth do not affect projections of discretionary spending, these effects would be the same

regardless of the assumed path of discretionary spending.

* = less than $500 million.

unlike interest rates or inflation—could be that differ-
ent from the baseline for the next 10 years.

The baseline projects real GDP growing by an

average of nearly 3 percent a year (see Chapter 2).

Subtracting 0.1 percentage point annually from that
rate means that by 2010, total GDP would lie roughly
1 percent below CBO'’s baseline.

Lower growth of GDP would imply lower
growth of taxable income, leading to revenue losses
that would mount from $1 billion in 2000 to $35 bil-
lionin 2010 (see Table C-1). By 2010, the loss would
equal roughly 1 percent of baseline revenues—on a
par with the loss in GDP. In addition, lower growth
would mean that the government borrowed more and
incurred greater debt-service costs. Altogether, those
changes would reduce the projected surplusin 2010 by
an estimated $46 billion compared with CBO's base-
line. (Because projections of discretionary spending
are not affected by changes in real GDP, the results
would be the same under alternative assumptions
about discretionary spending.)

Interest Rates

The second rule of thumb illustrates the sensitivity of
the budget to interest rates. Although surpluses allow
the Treasury to reduce a portion of federal debt held
by the public, the Treasury must also roll over some
debt at market interest rates. Currently, the bulk of
the marketable debt consists of medium- and long-term
securities, which were issued with initial maturities of
two to 30 years. If interest rates were 1 percentage
point higher each year for all maturities than in the
baseline (and all other economic variables were un-
changed), interest costs would be almost $4 billion
higher in 2000 under all three alternatives for discre-
tionary spending discussed in this report (see Table
C-2). That initial boost would be fueled largely by the
extra costs of refinancing the government's short-term
Treasury bills, which make up about one-fifth of the
marketable debt. By 2003, the increase in interest
costs would be $14 billion to $15 billion (depending
on assumptions about discretionary spending).
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Surpluses are expected to continue rising after curities (long-term securities would be mostly unaf-
that time, allowing more medium-term securitiestobe  fected during a 10-year projection period). Also,
paid down and causing debt held by the public to de- higher rates would boost proceeds from excess cash
cline rapidly. During the second half of the decade, not used to redeem debt held by the public. By 2010,
the effect of higher interest rates would decrease be- the effects of those factors would drop to less than
cause of the reduction in short- and medium-term se- $500 million if discretionary spending grew at the rate

Table C-2.
Effects on the Budget If Interest Rates Are 1 Percentage Point Higher per Year
(By fiscal year, in billions of dollars)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Discretionary Spending Grows at the Rate of Inflation After 2000
Change in Revenues 0 0 0 0 0 0 0 0 0 0 0

Change in Outlays (Net interest
and excess cash)

Higher rates 4 12 15 15 14 14 13 10 7 4 *
Debt service _* 1 _2 _3 _4 5 _ 6 _7 _ 8 9 10
Subtotal 4 13 16 17 18 19 19 17 16 13 10
Total Change in Surplus -4 -13 -16 -17 -18 -19 -19 -17 -16 -13 -10
Discretionary Spending Is Frozen at the Level Enacted for 2000
Change in Revenues 0 0 0 0 0 0 0 0 0 0 0
Change in Outlays (Net interest
and excess cash)
Higher rates 4 12 15 14 14 13 11 7 2 -4 -11
Debt service -~ 1r 2 _3 _4 _5 _6 _7 _8 _8 _8
Subtotal 4 13 16 17 18 18 17 14 10 4 -3
Total Change in Surplus -4 -13 -16 -17 -18 -18 -17 -14 -10 -4 3
Discretionary Spending Equals CBO's Estimates of the Caps Through 2002
and Grows at the Rate of Inflation Thereafter
Change in Revenues 0 0 0 0 0 0 0 0 0 0 0
Change in Outlays (Net interest
and excess cash)
Higher rates 4 12 14 14 13 11 8 3 -3 -9 -18
Debt service > 1r 2 3 4 5 6 6 _1 _1 _6
Subtotal 4 13 16 17 16 16 13 10 4 -3 -11
Total Change in Surplus -4 -13 -16 -17 -16 -16 -13 -10 -4 3 11

SOURCE: Congressional Budget Office.

NOTE: *=less than $500 million.
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of inflation after 2000 (the inflated baseline). Under
other assumptions about discretionary spending (the
so-called freeze and capped baselines), higher-than-
expected interest rates would actually increase the sur-
plus in 2010 by $3 billion or $11 billion, primarily
because earnings on excess cash would be greater than
projected.

Inflation

The effects that inflation produces on federal revenues
and outlays partly offset each other. CBO'’s third rule
of thumb shows the budgetary impact of inflation that
is 1 percentage point higher than the baseline projects.
If no other economic variables were affected, higher
inflation would lead to larger taxable income and
hence greater revenues. It would also boost spending,
making nearly all benefit programs cost more (al-
though with a lag).

An increase of 1 percentage point in projected
inflation each year would increase revenues by $338
billion in 2010 (see Table C-3). That effect is a little
stronger than CBO estimated a year ago because pro-
jections of taxable income are higher now (largely be-
cause wages and salaries are expected to represent a
larger share of GDP).

In the inflated and capped baselines, discretion-
ary spending is assumed to increase at the same rate as
inflation for all or part of the projection period. Thus,
under those baselines, discretionary programs would
cost more if projected inflation was higher. (The ef-
fect would be smaller under the capped baseline than
under the inflated baseline because discretionary
spending would not begin to grow at the rate of infla-
tion until 2002, rather than 2000.) The freeze base-
line, by contrast, eliminates the effects of inflation by
freezing discretionary spending at its 2000 level, so an
increase in projected inflation would have no effect on
discretionary programs.

Under each baseline, most of the increase in total
outlays would result from higher spending for entitle-

ments and other mandatory programs. Many of those
programs have statutory cost-of-living adjustments
that automatically raise spending to keep up with in-
flation; in other programs, spending grows as prices
for the goods and services that the programs provide
increase. A1l percentage-pointrise in the annual infla-
tion rate would boost spending for entittements and
other mandatory programs by $165 billion in 2010,
similar to the effect estimated last year.

In deriving this rule of thumb, CBO assumes that
nominal interest rates rise in step with inflation, thus
increasing the cost of financing the government’s debt
as well as increasing the proceeds from the govern-
ment's excess cash. As increasing surpluses reduce
the government’s need to borrow, higher interest rates
will have a progressively smaller impact on the cost of
financing the federal debt (and a greater impact on
interest received from excess cash). Under each base-
line, the impact of higher rates on government outlays
begins to decline in 2003.

Also as a result of the diminishing need to bor-
row, debt-service savings will improve the budget’'s
bottom line. Debt service provides savings of $60 bil-
lion in 2010 under the freeze baseline, $46 billion un-
der the capped baseline, and $29 billion under the in-
flated baseline.

Overall, CBO estimates that an increase of 1 per-
centage point in the annual rate of inflation would
raise total outlays by $219 billion in 2010 under an
inflated baseline. That increase would be smaller in
the capped and freeze baselines.

In previous years' estimates of this rule of
thumb, higher inflation had relatively little effect on
the total budgetary outcome because revenues rose
nearly in tandem with outlays. In these projections,
however, the additional revenue from higher inflation
would exceed the additional spending. As aresult, the
projected surpluses would increase by $119 billion
(slightly less than 1 percent of GDP) by 2010 under
the inflated baseline, $243 billion (about 1.5 percent
of GDP) under the freeze baseline, and $180 billion
(slightly more than 1 percent of GDP) under the
capped baseline.
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Table C-3.
Effects on the Budget If Inflation Is 1 Percentage Point Higher per Year
(By fiscal year, in billions of dollars)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Discretionary Spending Grows at the Rate of Inflation After 2000
Change in Revenues 11 32 56 81 108 138 172 208 248 291 338

Change in Outlays
Net interest and excess cash

Higher rates 4 12 15 15 14 14 13 10 7 4 *

Debt service * -1 -1 -2 -4 -5 -8 -12 -16 -22 -29

Discretionary spending 0 6 13 20 28 36 44 53 62 72 82

Mandatory spending 1 _ 17 30 43 59 74 93 115 138 165

Subtotal 5 25 44 62 82 103 123 144 168 192 219

Total Change in Surplus 6 7 12 19 27 35 49 64 80 99 119
Discretionary Spending Is Frozen at the Level Enacted for 2000

Change in Revenues 11 32 56 81 108 138 172 208 248 291 338

Change in Outlays
Net interest and excess cash

Higher rates 4 12 15 14 14 13 11 7 2 -4 -11

Debt service * -1 -2 -4 -7 -12 -17 -25 -34 -46 -60
Mandatory spending 1 _7 17 30 43 59 74 93 115 138 165
Subtotal 5 19 30 40 50 60 68 75 83 89 95

Total Change in Surplus 6 14 26 42 59 78 105 133 166 203 243

Discretionary Spending Equals CBO's Estimates of the Caps Through 2002
and Grows at the Rate of Inflation Thereafter

Change in Revenues 11 32 56 81 108 138 172 208 248 291 338

Change in Outlays
Net interest and excess cash

Higher rates 4 12 14 14 13 11 8 3 -3 -9 -18
Debt service * -1 -2 -4 -7 -10 -14 -20 -27 -36 -46
Discretionary spending 0 0 0 6 12 18 25 32 40 48 56
Mandatory spending 1 7 17 30 43 59 74 93 115 138 165
Subtotal 5 19 30 45 61 78 92 108 125 141 158

o

Total Change in Surplus 14 26 36 48 60 80 100 124 151 180

SOURCE: Congressional Budget Office.

NOTE: *=less than $500 million.
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The Federal Sector of the
National Income and Product Accounts

gauging the effect of federal government reve-

nues and spending on the economy. That effect
can also be seen through the official national income
and product accounts (NIPAs) produced by the Com-
merce Department’s Bureau of Economic Analysis
(BEA). The NIPAs provide a picture of government
activity in terms of production, distribution, and use of
output. They recast the government's transactions into
categories that affect gross domestic product, income,
and other macroeconomic totals, thereby helping to
trace the relationship between the federal sector and
other areas of the economy.

The federal budget is not the only mechanism for

Because of the uncertain direction of policy re-
lated to discretionary spending, the Congressional
Budget Office (CBO) has used three different assump-
tions about the path of that spending in this report.
The numbers in Tables D-1 and D-2 reflect CBO's
budget projections assuming that discretionary spend-
ing grows with inflation from 2001 through 2010. In
Chapters 1 and 4, CBO has also presented two other
sets of projections: in one, discretionary spending
equals CBO'’s estimates of the statutory caps through
2002 and grows with the rate of inflation thereafter; in
the other, budget authority for discretionary programs
is frozen at the level in 2000. CBO has not translated
those other two baselines into NIPA terms; however,
the lower projected discretionary spending in each
would resultin lower projections of defense purchases,
nondefense purchases, and grants in the NIPAs. Net

interest costs would also be lower under those two as-
sumptions because of reduced levels of debt.

Relationship Between the
Budget and the NIPAs

A number of major differences distinguish the treat-
ment of federal receipts and expenditures in the NIPAs
from their treatment in the unified budget. For exam-
ple, the NIPAs shift selected dollars from the spending
to the receipt side of the ledger to reflect intrabud-
getary or voluntary payments that the budget records
as negative outlays. Such shifts are referred nets
ting and grossingadjustments and do not affect the
surplus or deficit (see Table D-1).

By contrast, other differences between the NIPAs
and the federal budget do affect the surplus or deficit.
The NIPA totals exclude government transactions that
involve the transfer of existing assets and liabilities
and therefore do not contribute to current income and
production. Prominent among sulgmding and fi-
nancial adjustments are those for deposit insurance
outlays, cash flows for direct loans made by the gov-
ernment before credit reform, and sales of government
assets. Other factors that separate NIPA accounting
from budget accounting includgeographic adjust-
ments(the exclusion of Puerto Rico, the Virgin Is-
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lands, and a few other areas from the national eco-
nomic statistics) antiming adjustmentésuch as cor-
recting for irregular numbers of benefit checks or pay-
checks in the budget because certain pay dates fall on
a weekend or holiday).

The NIPAs and the unified budget also differ in
their treatment of investment and capital consump-
tion. The unifiedbudget reflects all expenditures of
the federal government, including investment pur-
chases of such items as buildings and aircraft carriers.
The NIPA budget shows the current, or operating, ac-
count for the federal government; consequently, it ex-
cludes government investment and includes the gov-
ernment's consumption of fixed capital (depreciation).
(Governmentinvestment, though included in the calcu-
lation of gross domestic product, is notincluded in the
calculation of budget outlays and is therefore not part
of the government sector of the NIPA budget.)

In addition to netting and grossing differences,
geographic adjustments, contributions for government
employee retirement, excise timing adjustments, Uni-
versal Service Fund receipts, and estate and gift taxes,
NIPA receipts can diverge from those reported in the
unified budget for other reasons. For example, the
budget counts receipts from corporate income taxes
when they are paid, whereas the NIPA counts such
taxes when the liability is accrued. Because the tax
liability can accrue in fiscal years before the payment
is made, receipts are reported in the budget and in the
NIPAs at different times. CBO typically associates
such timing differences with the "other" differences
category (see Table D-1). In some years, differences
not related to timing adjustments have resulted in sub-
sequent revisions to BEA's initial release of NIPA re-
ceipts.

NIPA Receipts and
Expenditures

The federal sector of the NIPAs generally classifies
receipts according to their source (see Table D-2).
The leading source of government receipts in the
2000-2010 period is taxes and fees paid by individu-
als. Following that category are contributions (includ-

ing premiums) for social insurance, such as Social
Security, Medicare, unemployment insurance, and
government employee retirement. The remaining cate-
gories are accruals of taxes on corporate profits, in-
cluding the earnings of the Federal Reserve System,
and accruals of indirect business taxes (chiefly excise
taxes) and nontax accruals (chiefly fees).

Government expenditures are classified accord-
ing to their purpose and destination. Defense and non-
defense consumption of goods and services represents
purchases made by the government forimmediate use.
The largest share of current consumption is compensa-
tion of federal employees. Consumption of fixed gov-
ernment capital is the use the government gets from its
fixed assets.

Transfer payments are cash payments made di-
rectly to people or foreign nations. Grants-in-aid are
payments that the federal government makes to state
or local governments, which then use them for trans-
fers (such as paying Medicaid benefits), consumption
(such as hiring additional police officers), or invest-
ment (such as building highways).

Although both the unified budget and the NIPAs
contain a category labeled "net interest," the NIPA
figure is bigger. A variety of differences cause the
two measures to diverge. The largest difference is the
contrasting treatment of interest received by the Civil
Service and Military Retirement funds. In the unified
budget, such receipts offset the payments made by the
Treasury. In the NIPAs, those receipts have been re-
classified as contributions to personal income and are
no longer included in the government accounts.

The NIPA category labeled "subsidies less cur-
rent surplus of government enterprises" contains two
components, as its name suggests. The first—sub-
sidies—is defined as monetary grants paid by govern-
ment to businesses, including state and local govern-
ment enterprises. Subsidies are dominated by housing
assistance.

The second part of the category is the current
surplus of government enterprises, which are certain
business-type operations of the government, such as
the Postal Service. The operating costs of government
enterprises are mostly covered by the sale of goods
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and services to the public rather than by tax receipts.
The difference between sales and current operating
expenses isthe enterprise's surplus or defgntvern-
ment enterpriseshould not be confused wiglovern-
ment-sponsored enterpriS@SES), which are private
entities established and chartered by the federal gov-
ernment to perform specific financial functions, usu-
ally under the supervision of a government agency.
Examples of GSEs include Fannie Mae and the Stu-
dent Loan Marketing Association (Sallie Mae). As
privately owned organizations, GSEs are not included
in the budget or in the federal sector of the NIPAs.

Comprehensive Revisions
of the NIPAs

The Bureau of Economic Analysis has recently revised
the NIPAs to improve the depiction of the U.S. econ-
omy. Those revisions have resulted in changes in the
classification of certain government programs within
the NIPA categories.

Of the major revisions, only the reclassification
of government contributions to federal employees’ re-
tirement affects both NIPA receipts and expenditures.
Previously, the NIPAs treated outlays for Civil Ser-
vice and Military Retirement as transfer payments.
The contributions received by those retirement funds
on behalf of their employees are recorded as offsetting
receipts on the outlay side of the budget and therefore
required a netting and grossing adjustment to shift
those dollars to the receipt side of the ledger. Interest

received on the holdings of those trust funds reduced
the net interest total.

Under the new NIPA treatment, receipts and in-
terest received by the retirement plans will be consid-
ered personal income rather than government receipts.
Outlays from the funds that were formerly considered
transfer payments will now be treated as transactions
outside of the government sector of the economy (see
Table D-1).

BEA has also reclassified grants to state and lo-
cal governments for highways, transit, air transporta-
tion, and water treatment plants as capital transfers.
BEA defines capital transfers as transactions in which
one party provides something (usually cash) to another
party without receiving anything in return. Those
transactions are linked to, or are conditional upon, the
acquisition or disposition of an asseBecause such
transactions transfer existing assets from one party to
another, they do not affect disposable income or pro-
duction in the current period. Therefore, the NIPAs,
which only record transactions that affect current pro-
duction, no longer count them in the totals. Similarly,
estate and gift taxes, which were formerly shown as
NIPA receipts, are now also treated as capital trans-
fers. The reclassifications to capital transfers more
closely align the NIPAs with international guidelines
for national economic accounts.

1. Brent R. Moulton, Robert P. Parker, and Eugene P. Seskin,
“A Preview of the 1999 Comprehensive Revision of the
National Income and Product AccountSyirvey of Current
BusinesgAugust 1999).
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Table D-1.
Relationship of the Budget to the Federal Sector of the
National Income and Product Accounts (By fiscal year, in billions of dollars)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Receipts
Revenue (Budget basis)? 1,827 1,945 2,016 2,096 2,177 2,263 2,361 2,465 2,572 2,686 2,813 2,946
Differences
Netting and grossing
Medicare premiums 22 22 23 25 28 31 34 37 40 43 a7 51
Deposit insurance premiums * * * * * * * * * * * *
Other 5 5 7 6 6 4 3 2 2 2 1 *
Geographic adjustments -3 -3 -4 -4 -4 -4 -4 -4 -4 -5 -5 -5
Contributions for government
employee retirement -4 -4 -4 -4 -4 -4 -3 -3 -3 -3 -3 -3
Excise timing adjustments -5 0 0 0 0 0 0 0 0 0 0 0
Universal Service Fund receipts -4 -5 -5 -5 -7 -1 -12 -12 -12 -2 12 -12
Estate and gift taxes 28 -30 32 -33 -3 -36 -37 -38 -40 -42 45 -48
Other 29 8 13 10 9 10 11 11 14 14 15 16
Total 12 -7 -1 -5 -7 -11 -8 -6 -3 -2 -1 b
Receipts (NIPA basis) 1,839 1,938 2,015 2,091 2,170 2,252 2,354 2,459 2,569 2,684 2,812 2,946
Expenditures
Outlays (Budget basis)? 1,703 1,769 1,839 1,888 1,950 2,017 2,093 2,140 2,204 2,287 2,369 2,457
Differences
Netting and grossing
Medicare premiums 22 22 23 25 28 31 34 37 40 43 a7 51
Deposit insurance premiums * * * * * * * * * * * *
Other 5 5 7 6 6 4 3 2 2 2 1 *
Geographic adjustments -9 -10 -10 -11 -1 -12 -12 -3 -13  -14 -14  -15

Lending and financial transactions 10 10 8 10 10 8 6 7 9 9 9 9
Contributions for government

employee retirement 45 45 47 49 50 52 53 54 56 57 59 61
Capital transfers -31 -34  -36 -37 -38 -38 -39 -40 -40 -40 41 -42
Treatment of investment and

capital consumption -7 -11 -11 -10  -13  -16 -19 23 26 29 -32 -35
Defense timing adjustment 1 3 2 2 1 1 0 0 0 0 0 0
Mandatory timing adjustments 0 -2 6 -4 0 0 14 -5 -8 0 0 0
Universal Service Fund payments -3 -4 -5 -5 -6 -1 -12 -12 -12 -12 -12 -12
Other 3 -2 -2 -2 -2 -2 -2 -2 -2 -2 -2 -2

Total 34 22 30 23 26 16 28 8 6 15 15 16

Expenditures (NIPA basis) 1,737 1,791 1,869 1,911 1,976 2,033 2,121 2,148 2,210 2,302 2,384 2,473
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Table D-1.
Continued
Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Surplus
Surplus (Budget basis)® 124 176 177 209 227 246 268 325 368 399 444 489
Differences
Geographic adjustments 6 6 7 7 7 8 8 8 9 9 10 10

Lending and financial transactions -10 -10 -8 -10  -10 -8 -6 -7 -9 -9 -9 -9
Contributions for government

employee retirement -49 -50 -52 53 54 55 57 -58 -59 -60  -62 -63
Capital transfers 31 34 36 37 38 38 39 40 40 40 41 42
Treatment of investment

and capital consumption 7 11 11 10 13 16 19 23 26 29 32 35
Defense timing adjustment -1 -3 -2 -2 -1 -1 0 0 0 0 0 0
Excise and other timing

adjustments -5 2 -6 4 0 0 -14 5 8 0 0 0
Universal Service Fund payments * * * * -1 -1 * 0 0 0 0 0
Estate and gift taxes 28 -30 32 -33 -3 -36 -37 -38 -40 -42 45 -48
Other 2r 1 15 12 10 12 12 13 15 15 _17 18

Total 22 29 31 -28 32 -26 -3 -14 -10 -17 -16 -16
Surplus (NIPA basis) 102 148 146 180 194 219 233 311 359 382 427 473

SOURCE: Congressional Budget Office.
NOTES: These numbers reflect CBO’s inflated baseline, which assumes that discretionary spending grows at the rate of inflation after 2000.
* = less than $500 million.

a. Includes Social Security and the Postal Service.
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Table D-2.
Projections of Baseline Receipts and Expenditures Measured by the
National Income and Product Accounts (By fiscal year, in billions of dollars)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Receipts

Personal Tax and Nontax Receipts 886 939 981 1,023 1,065 1,109 1,160 1,215 1,273 1,337 1,405 1,478

Corporate Profits Tax Accruals 214 217 214 212 215 219 226 235 245 254 264 274

Indirect Business Tax and
Nontax Accruals 100 102 108 111 114 116 119 122 124 128 132 135
Contributions for Social Insurance 638 680 712 745 776 808 849 887 927 966 1,011 1,058
Total 1,839 1,938 2,015 2,091 2,170 2,252 2,354 2,459 2,569 2,684 2,812 2,946

Expenditures

Purchases of Goods and Services

Defense
Consumption 243 250 262 268 277 283 293 297 302 312 320 328
Consumption of fixed capital 62 63 64 64 65 65 65 66 66 67 68 69
Nondefense
Consumption 139 144 152 155 158 159 160 162 164 167 169 172
Consumption of fixed capital 22 24 26 27 28 30 31 32 34 35 37 38
Subtotal 467 481 503 515 527 537 550 558 566 581 594 607
Transfer Payments
Domestic 737 761 811 835 885 931 1,005 1,022 1,074 1,148 1,214 1,286
Foreign 11 12 13 13 _14 14 _15 15 15 15 16 16
Subtotal 748 773 824 849 899 945 1,019 1,037 1,089 1,163 1,230 1,302
Grants-in-Aid to State and Local
Governments 220 236 255 269 284 300 317 336 356 377 401 426
Net Interest? 266 257 254 245 231 216 199 182 163 143 121 97
Subsidies Less Current Surplus
of Government Enterprises 36 44 32 33 34 34 34 35 35 37 39 41
Total 1,737 1,791 1,869 1,911 1,976 2,033 2,121 2,148 2,210 2,302 2,384 2,473
Surplus
Surplus 102 148 146 180 194 219 233 311 359 382 427 473

SOURCE: Congressional Budget Office.

a. Includes proceeds from investing excess cash.




Appendix E

Historical Budget Data

his appendix provides historical data for reve-
Tnues, outlays, and the deficit or surplus. Esti-

mates of the standardized-budget deficit or sur-
plus and its revenue and outlay components for fiscal
years 1960 through 1999 are reported in Tables E-1
through E-3, along with estimates of potential gross
domestic product (GDP), actual GDP, and the nonac-
celerating inflation rate of unemployment (NAIRU).
The standardized-budget measure and its components
are also shown as a percentage of potential GDP.

The change in the standardized-budget deficit or
surplus is a commonly used measure of the short-term
impact of fiscal policy on total demahdThe stan-
dardized-budget deficit, which is often called the struc-
tural deficit, excludes the effects on revenues and out-
lays of cyclical fluctuations in output and unemploy-
ment and makes other adjustments. Historical esti-
mates for standardized-budget revenues, outlays, and
the deficit or surplus have been revised. An explana-
tion of those revisions is forthcoming in a Congressio-
nal Budget Office publication.

Budget data consistent with the projections in
Chapters 1, 3, and 4 are available for fiscal years
1962 through 1999 and are reported in Tables E-4
through E-13. The data are shown both in nominal
dollars and as a percentage of GDP. Data for 1999
come from the Department of the Treasufinal
Monthly Treasury Statemef@®ctober 1999).

1. In previous reports, this measure was referred to as the

standardized-employment deficit or surplus.

Federal revenues, outlays, the deficit or surplus,
and debt held by the public are shown in Tables E-4
and E-5. Revenues, outlays, and the deficit or surplus
have both on-budget and off-budget components. So-
cial Security receipts and outlays were placed off-
budget by the Balanced Budget and Emergency Deficit
Control Act of 1985; the Postal Service was moved
off-budget four years later by the Omnibus Budget
Reconciliation Act of 1989.

The major sources of federal revenues (including
off-budget revenues) are presented in Tables E-6 and
E-7. Social insurance taxes include payments by em-
ployers and employees for Social Security, Medicare,
Railroad Retirement, and unemployment insurance, as
well as pension contributions by federal workers. Ex-
cise taxes are levied on certain products and services
such as gasoline, alcoholic beverages, and air travel.
Miscellaneous receipts consist of deposits of earnings
by the Federal Reserve System and numerous fees and
charges.

Total outlays for major spending categories are
shown in Tables E-8 and E-9. (Those totals include
both on- and off-budget outlays.) To compare histori-
cal outlays with the projections in Chapters 1, 3, and
4, the historical data have been divided into the same
categories of spending as the projections. Spending
controlled by the appropriation process is classified as
discretionary. Tables E-10 and E-11 divide discre-
tionary spending into its defense, international, and
domestic components. Entitlements and other manda-
tory spending include programs whose spending is
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governed by laws that set requirements for eligibility.  contribution to retirement programs for its employees,
Additional detail on entitlement programs is shown in  fees and charges such as Medicare premiums, and re-
Tables E-12 and E-13. Net interest is identical to the ceipts from the use of federally controlled land and
budget function of the same name (function 900). offshore territory.

Offsetting receipts include the federal government’s
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Table E-1.
Deficits, Surpluses, Debt, and Related Series, Fiscal Years 1960-1999

In Billions of Dollars As a Percentage of GDP
Standardized- Standardized-
Budget Budget GDP
Deficit (-) or  Deficit (-) or Debt Held by Deficit (-) or  Deficit (-) or Debt Held by (Billions of dollars) NAIRU?
Surplus Surplus?® the Public Surplus Surplus®® the Public Actual® Potential (Percent)
1960 * 1 237 0.1 0.2 45.6 520 521 5.5
1961 -3 3 238 -0.6 0.6 44.9 531 549 55
1962 -7 -4 248 -1.3 -0.6 43.6 569 577 5.5
1963 -5 -3 254 -0.8 -0.5 42.3 600 608 5.5
1964 -6 -5 257 -0.9 -0.8 40.0 642 641 5.6
1965 -1 -3 261 -0.2 -0.5 37.9 688 678 5.6
1966 -4 -12 264 -0.5 -1.6 34.8 757 723 5.7
1967 -9 -19 267 -1.1 -2.4 32.8 812 780 5.8
1968 -25 -29 290 -2.9 -3.4 333 870 844 5.8
1969 3 -9 278 0.3 -1.0 29.3 949 919 5.8
1970 -3 -6 283 -0.3 -0.6 27.9 1,014 1,005 5.9
1971 -23 -9 303 2.1 -0.8 28.0 1,082 1,094 5.9
1972 -23 -18 322 -2.0 -1.5 27.4 1,178 1,185 6.0
1973 -15 -18 341 -1.1 -1.4 26.0 1,314 1,280 6.1
1974 -6 1 344 -0.4 0.1 23.8 1,442 1,419 6.2
1975 -53 -5 395 -3.4 -0.3 25.3 1,559 1,615 6.2
1976 -74 -36 477 -4.2 -2.0 27.5 1,736 1,789 6.2
1977 -54 -12 549 -2.7 -0.6 27.8 1,975 2,008 6.2
1978 -59 -31 607 -2.7 -1.4 27.4 2,219 2,219 6.3
1979 -41 -15 640 -1.6 -0.6 25.6 2,505 2,477 6.3
1980 -74 -18 710 -2.7 -0.7 26.0 2,732 2,776 6.2
1981 -79 -17 785 -2.6 -0.5 25.7 3,060 3,129 6.2
1982 -128 -47 920 -4.0 -1.4 28.5 3,231 3,432 6.1
1983 -208 -120 1,132 -6.0 -3.2 329 3,442 3,682 6.1
1984 -185 -147 1,300 -4.8 -3.7 33.8 3,847 3,929 6.1
1985 -212 -178 1,500 5.1 -4.3 36.2 4,142 4,181 6.0
1986 -221 -213 1,737 -5.0 -4.8 395 4,398 4,420 6.0
1987 -150 -159 1,889 -3.2 -3.4 40.6 4,654 4,686 6.0
1988 -155 -129 2,051 -3.1 -2.6 40.9 5,017 4,992 5.9
1989 -152 -115 2,190 -2.8 -2.2 40.5 5,407 5,348 5.9
1990 -221 -120 2,411 -3.9 -2.1 42.0 5,738 5,718 5.9
1991 -269 -156 2,688 -4.5 -2.6 45.3 5,928 6,093 5.8
1992 -290 -191 2,999 -4.7 -3.0 48.2 6,222 6,393 5.7
1993 -255 -172 3,247 -3.9 -2.6 495 6,561 6,719 5.6
1994 -203 -140 3,432 -2.9 -2.0 494 6,949 7,052 5.4
1995 -164 -138 3,603 -2.2 -1.9 49.2 7,323 7,399 5.3
1996 -108 -93 3,733 -1.4 -1.2 48.5 7,700 7,764 5.2
1997 -22 -75 3,771 -0.3 -0.9 46.1 8,183 8,138 5.2
1998 69 -35 3,720 0.8 -0.4 43.1 8,636 8,503 5.2
1999 124 -2 3,633 14 b 39.9 9,116 8,899 5.2

SOURCES: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis.
NOTE: * =less than $500 million; ** = less than 0.05 percent.

a. Excludesdepositinsurance, receipts from auctions of the electromagnetic spectrum, timing adjustments, and contributions from allied nations for
Operation Desert Storm (which were received in 1991 and 1992).

b. Shown as a percentage of potential GDP.
CBO calculated fiscal year numbers from quarterly national income and product account data from the Bureau of Economic Analysis.
The NAIRU is the nonaccelerating inflation rate of unemployment. It is the benchmark for computing potential GDP.
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Table E-2.
Standardized-Budget Deficit or Surplus and Related Series, Fiscal Years 1960-1999
(In billions of dollars)

Budget Cyclical Standardized-Budget
Deficit (-) or Deficit (-) or Other Deficit (-) or
Surplus Surplus Adjustments?® Surplus Revenues Outlays
1960 * * * 1 91 90
1961 -3 6 1 3 98 94
1962 -7 3 1 -4 100 104
1963 -5 2 * -3 107 110
1964 -6 -1 1 -5 110 115
1965 -1 -3 2 -3 112 115
1966 -4 -11 3 -12 118 130
1967 -9 -11 * -19 134 153
1968 -25 -9 5 -29 141 171
1969 3 -12 * -9 164 174
1970 -3 -5 2 -6 178 184
1971 -23 4 10 -9 187 196
1972 -23 1 4 -18 201 220
1973 -15 -11 8 -18 216 234
1974 -6 -9 17 1 252 250
1975 -53 17 31 -5 293 298
1976 -74 23 15 -36 307 343
1977 -54 13 29 -12 357 369
1978 -59 * 28 -31 392 423
1979 -41 -10 35 -15 446 461
1980 -74 14 42 -18 515 533
1981 -79 24 38 -17 606 622
1982 -128 59 22 -47 652 699
1983 -208 79 10 -120 644 763
1984 -185 27 12 -147 669 816
1985 -212 14 20 -178 721 900
1986 -221 8 -1 -213 747 961
1987 -150 8 -17 -159 809 968
1988 -155 -9 35 -129 868 997
1989 -152 -19 57 -115 937 1,052
1990 -221 -8 109 -120 992 1,113
1991 -269 49 65 -156 1,068 1,224
1992 -290 65 34 -191 1,122 1,313
1993 -255 58 25 -172 1,170 1,342
1994 -203 38 26 -140 1,254 1,393
1995 -164 21 5 -138 1,345 1,473
1996 -108 20 -6 -93 1,422 1,515
1997 -22 -12 -41 -75 1,499 1,574
1998 69 -45 -60 -35 1,595 1,630
1999 124 -72 -55 -2 1,668 1,670

SOURCE: Congressional Budget Office.
NOTE: * = less than $500 million.

a. Consistsofdepositinsurance, receipts from auctions of the electromagnetic spectrum, timing adjustments, and contributions from allied nations
for Operation Desert Storm (which were received in 1991 and 1992).
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Table E-3.
Standardized-Budget Deficit or Surplus and Related Series, Fiscal Years 1960-1999
(As a percentage of potential GDP)

Budget Cyclical Standardized-Budget
Deficit (-) or Deficit (-) or Other Deficit (-) or
Surplus? Surplus Adjustments® Surplus Revenues Outlays
1960 0.1 * 0.1 0.2 17.5 17.3
1961 -0.6 11 0.1 0.6 17.8 17.2
1962 -1.3 0.5 0.1 -0.6 17.3 17.9
1963 -0.8 0.4 -0.1 -0.5 17.6 18.0
1964 -0.9 -0.1 0.2 -0.8 17.2 18.0
1965 -0.2 -0.5 0.3 -0.5 16.4 16.9
1966 -0.5 -1.5 0.4 -1.6 16.3 17.9
1967 -1.1 -1.4 0.1 -2.4 17.2 19.6
1968 -2.9 -1.1 0.6 -3.4 16.8 20.2
1969 0.3 -1.3 * -1.0 17.9 18.9
1970 -0.3 -0.5 0.2 -0.6 17.7 18.3
1971 2.1 0.3 0.9 -0.8 17.1 17.9
1972 -2.0 0.1 0.3 -1.5 17.0 18.5
1973 -1.1 -0.9 0.6 -1.4 16.9 18.3
1974 -0.4 -0.7 1.2 0.1 17.7 17.6
1975 -3.4 1.0 1.9 -0.3 18.1 18.5
1976 -4.2 13 0.8 -2.0 17.2 19.2
1977 -2.7 0.7 1.4 -0.6 17.8 18.4
1978 -2.7 * 1.3 -1.4 17.6 19.0
1979 -1.6 -0.4 14 -0.6 18.0 18.6
1980 -2.7 0.5 15 -0.7 18.6 19.2
1981 -2.6 0.8 1.2 -0.5 19.4 19.9
1982 -4.0 17 0.6 -1.4 19.0 20.4
1983 -6.0 2.1 0.3 -3.2 17.5 20.7
1984 -4.8 0.7 0.3 -3.7 17.0 20.8
1985 -5.1 0.3 0.5 -4.3 17.2 215
1986 -5.0 0.2 * -4.8 16.9 21.7
1987 -3.2 0.2 -0.4 -3.4 17.3 20.7
1988 -3.1 -0.2 0.7 -2.6 17.4 20.0
1989 -2.8 -0.4 1.1 -2.2 17.5 19.7
1990 -3.9 -0.1 19 2.1 17.4 19.5
1991 -4.5 0.8 11 -2.6 17.5 20.1
1992 -4.7 1.0 0.5 -3.0 17.5 20.5
1993 -3.9 0.9 0.4 -2.6 17.4 20.0
1994 -2.9 0.5 0.4 -2.0 17.8 19.8
1995 -2.2 0.3 0.1 -1.9 18.0 19.9
1996 -1.4 0.3 -0.1 -1.2 18.3 19.5
1997 -0.3 -0.2 -0.5 -0.9 18.4 19.3
1998 0.8 -0.5 -0.7 -0.4 18.8 19.2
1999 14 -0.8 -0.6 * 18.7 18.8

SOURCE: Congressional Budget Office.
NOTE: *=less than 0.05 percent.
a. Shown as a percentage of actual GDP.

b. Consists of depositinsurance, receipts from auctions of the electromagnetic spectrum, timing adjustments, and contributions from allied nations
for Operation Desert Storm (which were received in 1991 and 1992).
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Table E-4.
Revenues, Outlays, Deficits, Surpluses, and Debt Held by the Public, Fiscal Years 1962-1999
(In billions of dollars)

Deficit (-) or Surplus Debt
On- Social Postal Held by
Revenues Outlays Budget® Security Service® Total the Public®

1962 99.7 106.8 -5.9 -1.3 n.a. -7.1 248.0
1963 106.6 111.3 -4.0 -0.8 n.a. -4.8 254.0
1964 112.6 118.5 -6.5 0.6 n.a. -5.9 256.8
1965 116.8 118.2 -1.6 0.2 n.a. -1.4 260.8
1966 130.8 134.5 -3.1 -0.6 n.a. -3.7 263.7
1967 148.8 157.5 -12.6 4.0 n.a. -8.6 266.6
1968 153.0 178.1 -27.7 2.6 n.a. -25.2 289.5
1969 186.9 183.6 -0.5 3.7 n.a. 3.2 278.1
1970 192.8 195.6 -8.7 5.9 n.a. -2.8 283.2
1971 187.1 210.2 -26.1 3.0 n.a. -23.0 303.0
1972 207.3 230.7 -26.4 3.0 n.a. -23.4 322.4
1973 230.8 245.7 -15.4 0.5 n.a. -14.9 340.9
1974 263.2 269.4 -8.0 1.8 n.a. -6.1 343.7
1975 279.1 332.3 -55.3 2.0 n.a. -53.2 394.7
1976 298.1 371.8 -70.5 -3.2 n.a. -73.7 477.4
1977 355.6 409.2 -49.8 -3.9 n.a. -53.7 549.1
1978 399.6 458.7 -54.9 -4.3 n.a. -59.2 607.1
1979 463.3 504.0 -38.7 -2.0 n.a. -40.7 640.3
1980 517.1 590.9 -72.7 -1.1 n.a. -73.8 709.8
1981 599.3 678.2 -74.0 -5.0 n.a. -79.0 785.3
1982 617.8 745.8 -120.1 -7.9 n.a. -128.0 919.8
1983 600.6 808.4 -208.0 0.2 n.a. -207.8 1,131.6
1984 666.5 851.9 -185.7 0.3 n.a. -185.4 1,300.5
1985 734.1 946.4 -221.7 9.4 n.a. -212.3 1,499.9
1986 769.2 990.5 -238.0 16.7 n.a. -221.2 1,736.7
1987 854.4 1,004.1 -169.3 19.6 n.a. -149.8 1,888.7
1988 909.3 1,064.5 -194.0 38.8 n.a. -155.2 2,050.8
1989 991.2 1,143.7 -205.2 52.4 0.3 -152.5 2,189.9
1990 1,032.0 1,253.2 -277.8 58.2 -1.6 -221.2 2,410.7
1991 1,055.0 1,324.4 -321.6 53.5 -1.3 -269.4 2,688.1
1992 1,091.3 1,381.7 -340.5 50.7 -0.7 -290.4 2,998.8
1993 1,154.4 1,409.5 -300.5 46.8 -1.4 -255.1 3,247.5
1994 1,258.6 1,461.9 -258.9 56.8 -1.1 -203.3 3,432.1
1995 1,351.8 1,515.8 -226.4 60.4 2.0 -164.0 3,603.4
1996 1,453.1 1,560.6 -174.1 66.4 0.2 -107.5 3,733.0
1997 1,579.3 1,601.3 -103.4 81.3 * -22.0 3,771.1
1998 1,721.8 1,652.6 -30.0 99.0 0.2 69.2 3,719.9
1999 1,827.5 1,703.0 0.7 124.7 -1.0 124.4 3,633.3

SOURCE: Congressional Budget Office.
NOTE: n.a. =not applicable; * = less than $500 million.
a. Infiscal years 1962 through 1988, the Postal Service was on-budget and included in the on-budget total.

b. End of year.
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Table E-5.
Revenues, Outlays, Deficits, Surpluses, and Debt Held by the Public, Fiscal Years 1962-1999
(As a percentage of GDP)

Deficit (-) or Surplus Debt
On- Social Postal Held by
Revenues Outlays Budget® Security Service® Total the Public®

1962 17.5 18.8 -1.0 -0.2 n.a. -1.3 43.6
1963 17.8 18.5 -0.7 -0.1 n.a. -0.8 42.3
1964 17.5 18.5 -1.0 0.1 n.a. -0.9 40.0
1965 17.0 17.2 -0.2 * n.a. -0.2 37.9
1966 17.3 17.8 -0.4 -0.1 n.a. -0.5 34.8
1967 18.3 19.4 -1.6 0.5 n.a. -1.1 32.8
1968 17.6 20.5 -3.2 0.3 n.a. -2.9 33.3
1969 19.7 19.3 -0.1 0.4 n.a. 0.3 29.3
1970 19.0 19.3 -0.9 0.6 n.a. -0.3 27.9
1971 17.3 19.4 -2.4 0.3 n.a. 2.1 28.0
1972 17.6 19.6 -2.2 0.3 n.a. -2.0 27.4
1973 17.6 18.7 -1.2 * n.a. -1.1 26.0
1974 18.3 18.7 -0.6 0.1 n.a. -0.4 23.8
1975 17.9 21.3 -3.5 0.1 n.a. -3.4 25.3
1976 17.2 21.4 4.1 -0.2 n.a. -4.2 27.5
1977 18.0 20.7 -2.5 -0.2 n.a. -2.7 27.8
1978 18.0 20.7 -2.5 -0.2 n.a. -2.7 27.4
1979 18.5 20.1 -1.5 -0.1 n.a. -1.6 25.6
1980 18.9 21.6 -2.7 * n.a. -2.7 26.0
1981 19.6 22.2 -2.4 -0.2 n.a. -2.6 25.7
1982 19.1 23.1 -3.7 -0.2 n.a. -4.0 28.5
1983 17.4 235 -6.0 * n.a. -6.0 32.9
1984 17.3 22.1 -4.8 * n.a. -4.8 33.8
1985 17.7 22.9 -5.4 0.2 n.a. 5.1 36.2
1986 17.5 22.5 -5.4 0.4 n.a. -5.0 39.5
1987 18.4 21.6 -3.6 0.4 n.a. -3.2 40.6
1988 18.1 21.2 -3.9 0.8 n.a. -3.1 40.9
1989 18.3 21.2 -3.8 1.0 * -2.8 40.5
1990 18.0 21.8 -4.8 1.0 * -3.9 42.0
1991 17.8 22.3 -5.4 0.9 * -4.5 45.3
1992 17.5 22.2 -5.5 0.8 * -4.7 48.2
1993 17.6 215 -4.6 0.7 * -3.9 49.5
1994 18.1 21.0 -3.7 0.8 * -2.9 49.4
1995 18.5 20.7 -3.1 0.8 * -2.2 49.2
1996 18.9 20.3 -2.3 0.9 * -1.4 48.5
1997 19.3 19.6 -1.3 1.0 * -0.3 46.1
1998 19.9 19.1 -0.3 11 * 0.8 43.1
1999 20.0 18.7 * 14 * 1.4 39.9

SOURCE: Congressional Budget Office.
NOTE: n.a. =not applicable; * = less than 0.05 percent.

a. Infiscal years 1962 through 1988, the Postal Service was on-budget and included in the on-budget total.

b. End of year.
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Table E-6.
Revenues by Major Source, Fiscal Years 1962-1999 (In billions of dollars)

Individual Corporate Social Estate Miscel-

Income Income Insurance Excise and Gift Customs laneous Total

Taxes Taxes Taxes Taxes Taxes Duties Receipts Revenues
1962 45.6 20.5 17.0 12.5 2.0 11 0.8 99.7
1963 47.6 21.6 19.8 13.2 2.2 1.2 1.0 106.6
1964 48.7 235 22.0 13.7 24 1.3 1.1 112.6
1965 48.8 255 22.2 14.6 2.7 14 1.6 116.8
1966 55.4 30.1 25.5 13.1 3.1 1.8 1.9 130.8
1967 61.5 34.0 32.6 13.7 3.0 1.9 2.1 148.8
1968 68.7 28.7 33.9 14.1 3.1 2.0 25 153.0
1969 87.2 36.7 39.0 15.2 35 23 29 186.9
1970 90.4 32.8 44.4 15.7 3.6 24 34 192.8
1971 86.2 26.8 47.3 16.6 3.7 2.6 3.9 187.1
1972 94.7 32.2 52.6 15.5 5.4 3.3 3.6 207.3
1973 103.2 36.2 63.1 16.3 4.9 3.2 3.9 230.8
1974 119.0 38.6 75.1 16.8 5.0 3.3 5.4 263.2
1975 122.4 40.6 84.5 16.6 4.6 3.7 6.7 279.1
1976 131.6 41.4 90.8 17.0 5.2 4.1 8.0 298.1
1977 157.6 54.9 106.5 17.5 7.3 5.2 6.5 355.6
1978 181.0 60.0 121.0 184 5.3 6.6 7.4 399.6
1979 217.8 65.7 138.9 18.7 5.4 7.4 9.3 463.3
1980 2441 64.6 157.8 24.3 6.4 7.2 12.7 517.1
1981 285.9 61.1 182.7 40.8 6.8 8.1 13.8 599.3
1982 297.7 49.2 201.5 36.3 8.0 8.9 16.2 617.8
1983 288.9 37.0 209.0 35.3 6.1 8.7 15.6 600.6
1984 298.4 56.9 239.4 37.4 6.0 114 17.1 666.5
1985 334.5 61.3 265.2 36.0 6.4 12.1 18.6 734.1
1986 349.0 63.1 283.9 32.9 7.0 13.3 20.0 769.2
1987 392.6 83.9 303.3 325 7.5 15.1 19.5 854.4
1988 401.2 94.5 334.3 35.2 7.6 16.2 20.3 909.3
1989 445.7 103.3 3594 34.4 8.7 16.3 23.3 991.2
1990 466.9 93.5 380.0 35.3 11.5 16.7 28.0 1,032.0
1991 467.8 98.1 396.0 42.4 111 15.9 23.6 1,055.0
1992 476.0 100.3 413.7 45.6 111 174 27.3 1,091.3
1993 509.7 117.5 428.3 48.1 12.6 18.8 19.5 1,154.4
1994 543.1 140.4 461.5 55.2 15.2 20.1 23.2 1,258.6
1995 590.2 157.0 484.5 57.5 14.8 19.3 28.6 1,351.8
1996 656.4 171.8 509.4 54.0 17.2 18.7 255 1,453.1
1997 737.5 182.3 539.4 56.9 19.8 17.9 255 1,579.3
1998 828.6 188.7 571.8 57.7 24.1 18.3 32.6 1,721.8
1999 879.5 184.7 611.8 70.4 27.8 18.3 34.9 1,827.5

SOURCE: Congressional Budget Office.
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Table E-7.
Revenues by Major Source, Fiscal Years 1962-1999 (As a percentage of GDP)

Individual Corporate Social Estate Miscel-

Income Income Insurance Excise and Gift Customs laneous Total

Taxes Taxes Taxes Taxes Taxes Duties Receipts Revenues
1962 8.0 3.6 3.0 2.2 0.4 0.2 0.1 175
1963 7.9 3.6 3.3 2.2 0.4 0.2 0.2 17.8
1964 7.6 3.7 3.4 21 0.4 0.2 0.2 175
1965 7.1 3.7 3.2 21 0.4 0.2 0.2 17.0
1966 7.3 4.0 3.4 1.7 0.4 0.2 0.2 17.3
1967 7.6 4.2 4.0 1.7 0.4 0.2 0.3 18.3
1968 7.9 3.3 3.9 1.6 0.4 0.2 0.3 17.6
1969 9.2 3.9 4.1 1.6 0.4 0.2 0.3 19.7
1970 8.9 3.2 4.4 15 0.4 0.2 0.3 19.0
1971 8.0 25 4.4 15 0.3 0.2 0.4 17.3
1972 8.0 2.7 4.5 1.3 0.5 0.3 0.3 17.6
1973 7.9 2.8 4.8 1.2 0.4 0.2 0.3 17.6
1974 8.3 2.7 5.2 1.2 0.3 0.2 0.4 18.3
1975 7.8 2.6 5.4 1.1 0.3 0.2 0.4 17.9
1976 7.6 24 5.2 1.0 0.3 0.2 0.5 17.2
1977 8.0 2.8 5.4 0.9 0.4 0.3 0.3 18.0
1978 8.2 2.7 5.5 0.8 0.2 0.3 0.3 18.0
1979 8.7 2.6 5.5 0.7 0.2 0.3 0.4 185
1980 8.9 2.4 5.8 0.9 0.2 0.3 0.5 18.9
1981 9.3 2.0 6.0 1.3 0.2 0.3 0.5 19.6
1982 9.2 15 6.2 1.1 0.2 0.3 0.5 19.1
1983 8.4 11 6.1 1.0 0.2 0.3 0.5 17.4
1984 7.8 15 6.2 1.0 0.2 0.3 0.4 17.3
1985 8.1 15 6.4 0.9 0.2 0.3 0.4 17.7
1986 7.9 14 6.5 0.7 0.2 0.3 0.5 175
1987 8.4 1.8 6.5 0.7 0.2 0.3 0.4 18.4
1988 8.0 1.9 6.7 0.7 0.2 0.3 0.4 18.1
1989 8.2 1.9 6.6 0.6 0.2 0.3 0.4 18.3
1990 8.1 1.6 6.6 0.6 0.2 0.3 0.5 18.0
1991 7.9 1.7 6.7 0.7 0.2 0.3 0.4 17.8
1992 7.7 1.6 6.6 0.7 0.2 0.3 0.4 175
1993 7.8 1.8 6.5 0.7 0.2 0.3 0.3 17.6
1994 7.8 2.0 6.6 0.8 0.2 0.3 0.3 18.1
1995 8.1 2.1 6.6 0.8 0.2 0.3 0.4 185
1996 8.5 2.2 6.6 0.7 0.2 0.2 0.3 18.9
1997 9.0 2.2 6.6 0.7 0.2 0.2 0.3 19.3
1998 9.6 2.2 6.6 0.7 0.3 0.2 0.4 19.9
1999 9.6 2.0 6.7 0.8 0.3 0.2 0.4 20.0

SOURCE: Congressional Budget Office.
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Table E-8.
Outlays by Major Spending Category, Fiscal Years 1962-1999 (In billions of dollars)

Entitlements
and Other
Discretionary Mandatory Net Offsetting Total
Spending Spending Interest Receipts Outlays

1962 72.1 34.7 6.9 -6.8 106.8
1963 75.3 36.2 7.7 -7.9 111.3
1964 79.1 38.9 8.2 -7.7 118.5
1965 77.8 39.7 8.6 -7.9 118.2
1966 90.1 43.4 9.4 -8.4 134.5
1967 106.5 50.9 10.3 -10.2 157.5
1968 118.0 59.7 11.1 -10.6 178.1
1969 117.3 64.7 12.7 -11.0 183.6
1970 120.3 72.5 14.4 -11.5 195.6
1971 1225 86.9 14.8 -14.1 210.2
1972 128.5 100.8 15.5 -14.1 230.7
1973 130.4 116.0 17.3 -18.0 245.7
1974 138.2 130.9 21.4 -21.2 269.4
1975 157.9 169.5 23.2 -18.3 332.3
1976 175.5 189.2 26.7 -19.6 371.8
1977 197.0 203.8 29.9 -21.5 409.2
1978 218.6 227.5 355 -22.8 458.7
1979 239.9 247.1 42.6 -25.6 504.0
1980 276.2 291.4 52.5 -29.2 590.9
1981 307.9 339.4 68.8 -37.9 678.2
1982 325.9 370.8 85.0 -36.0 745.8
1983 353.3 410.6 89.8 -45.3 808.4
1984 379.4 405.6 1111 -44.2 851.9
1985 415.7 448.3 129.5 -47.1 946.4
1986 438.5 461.8 136.0 -45.9 990.5
1987 444.2 474.2 138.7 -52.9 1,004.1
1988 464.4 505.1 151.8 -56.8 1,064.5
1989 488.8 549.6 169.0 -63.8 1,143.7
1990 500.5 627.0 184.4 -58.7 1,253.2
1991 533.3 702.3 194.5 -105.7 1,324.4
1992 534.6 716.1 199.4 -68.4 1,381.7
1993 541.0 736.5 198.7 -66.6 1,409.5
1994 543.9 783.6 203.0 -68.5 1,461.9
1995 545.7 817.7 232.2 -79.7 1,515.8
1996 534.5 856.9 241.1 -71.9 1,560.6
1997 548.9 896.3 244.0 -88.0 1,601.3
1998 554.7 938.6 241.2 -81.9 1,652.6
1999 575.0 976.8 229.7 -78.4 1,703.0

SOURCE: Congressional Budget Office.




APPENDIX E HISTORICAL BUDGET DATA 145

Table E-9.
Outlays by Major Spending Category, Fiscal Years 1962-1999 (As a percentage of GDP)

Entitlements
and Other
Discretionary Mandatory Net Offsetting Total
Spending Spending Interest Receipts Outlays

1962 12.7 6.1 1.2 -1.2 18.8
1963 12,5 6.0 1.3 -1.3 18.5
1964 12.3 6.1 1.3 -1.2 18.5
1965 11.3 5.8 1.2 -1.1 17.2
1966 11.9 5.7 1.2 -1.1 17.8
1967 13.1 6.3 1.3 -1.3 19.4
1968 13.6 6.9 1.3 -1.2 20.5
1969 12.4 6.8 1.3 -1.2 19.3
1970 11.9 7.1 1.4 -1.1 19.3
1971 11.3 8.0 1.4 -1.3 19.4
1972 10.9 8.6 1.3 -1.2 19.6
1973 9.9 8.8 1.3 -1.4 18.7
1974 9.6 9.1 15 -1.5 18.7
1975 10.1 10.9 15 -1.2 21.3
1976 10.1 10.9 15 -1.1 21.4
1977 10.0 10.3 15 -1.1 20.7
1978 9.8 10.3 1.6 -1.0 20.7
1979 9.6 9.9 1.7 -1.0 20.1
1980 10.1 10.7 1.9 -1.1 21.6
1981 10.1 11.1 2.2 -1.2 22.2
1982 10.1 11.5 2.6 -1.1 23.1
1983 10.3 11.9 2.6 -1.3 235
1984 9.9 10.5 2.9 -1.2 22.1
1985 10.0 10.8 3.1 -1.1 22.9
1986 10.0 10.5 3.1 -1.0 22.5
1987 9.5 10.2 3.0 -1.1 21.6
1988 9.3 10.1 3.0 -1.1 21.2
1989 9.0 10.2 3.1 -1.2 21.2
1990 8.7 10.9 3.2 -1.0 21.8
1991 9.0 11.8 3.3 -1.8 22.3
1992 8.6 11.5 3.2 -1.1 22.2
1993 8.2 11.2 3.0 -1.0 21.5
1994 7.8 11.3 2.9 -1.0 21.0
1995 7.5 11.2 3.2 -1.1 20.7
1996 6.9 11.1 3.1 -0.9 20.3
1997 6.7 11.0 3.0 -1.1 19.6
1998 6.4 10.9 2.8 -0.9 19.1
1999 6.3 10.7 25 -0.9 18.7

SOURCE: Congressional Budget Office.
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Table E-10.
Discretionary Outlays, Fiscal Years 1962-1999 (In billions of dollars)

Defense International Domestic Total
1962 52.6 55 14.0 72.1
1963 53.7 52 16.3 75.3
1964 55.0 4.6 19.5 79.1
1965 51.0 4.7 22.1 77.8
1966 59.0 51 26.1 90.1
1967 72.0 53 29.1 106.5
1968 82.2 4.9 31.0 118.0
1969 82.7 4.1 30.5 117.3
1970 81.9 4.0 34.4 120.3
1971 79.0 3.8 39.7 1225
1972 79.3 4.6 44.6 1285
1973 77.1 4.8 485 130.4
1974 80.7 6.2 51.3 138.2
1975 87.6 8.2 62.1 157.9
1976 89.9 75 78.2 1755
1977 97.5 8.0 91.5 197.0
1978 104.6 8.5 105.4 218.6
1979 116.8 9.1 114.0 239.9
1980 134.6 12.8 128.8 276.2
1981 158.0 13.6 136.3 307.9
1982 185.9 12.9 127.1 325.9
1983 209.9 13.6 129.8 353.3
1984 228.0 16.3 135.1 379.4
1985 253.1 17.4 145.2 415.7
1986 273.8 17.7 146.9 438.5
1987 282.5 15.2 146.4 444.2
1988 290.9 15.7 157.7 464.4
1989 304.0 16.6 168.2 488.8
1990 300.1 19.1 181.3 500.5
1991 319.7 19.7 193.9 533.3
1992 302.6 19.2 212.8 534.6
1993 292.4 21.6 227.0 541.0
1994 282.3 20.8 240.8 543.9
1995 273.6 20.1 252.0 545.7
1996 266.0 18.3 250.2 534.5
1997 271.7 19.0 258.3 548.9
1998 270.2 18.1 266.4 554.7
1999 275.5 19.5 280.0 575.0

SOURCE: Congressional Budget Office.
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Table E-11.
Discretionary Outlays, Fiscal Years 1962-1999 (As a percentage of GDP)

Defense International Domestic Total
1962 9.2 1.0 25 12.7
1963 8.9 0.9 2.7 12.5
1964 8.6 0.7 3.0 12.3
1965 7.4 0.7 3.2 11.3
1966 7.8 0.7 3.4 11.9
1967 8.9 0.7 3.6 13.1
1968 9.4 0.6 3.6 13.6
1969 8.7 0.4 3.2 12.4
1970 8.1 0.4 3.4 11.9
1971 7.3 0.3 3.7 11.3
1972 6.7 0.4 3.8 10.9
1973 5.9 0.4 3.7 9.9
1974 5.6 0.4 3.6 9.6
1975 5.6 0.5 4.0 10.1
1976 5.2 0.4 45 10.1
1977 4.9 0.4 4.6 10.0
1978 4.7 0.4 4.7 9.8
1979 4.7 0.4 4.6 9.6
1980 4.9 0.5 4.7 10.1
1981 5.2 0.4 45 10.1
1982 5.8 0.4 3.9 10.1
1983 6.1 0.4 3.8 10.3
1984 5.9 0.4 35 9.9
1985 6.1 0.4 35 10.0
1986 6.2 0.4 3.3 10.0
1987 6.1 0.3 3.1 9.5
1988 5.8 0.3 3.1 9.3
1989 5.6 0.3 3.1 9.0
1990 5.2 0.3 3.2 8.7
1991 5.4 0.3 3.3 9.0
1992 49 0.3 3.4 8.6
1993 45 0.3 35 8.2
1994 4.1 0.3 35 7.8
1995 3.7 0.3 3.4 7.5
1996 35 0.2 3.2 6.9
1997 3.3 0.2 3.2 6.7
1998 3.1 0.2 3.1 6.4
1999 3.0 0.2 3.1 6.3

SOURCE: Congressional Budget Office.
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Table E-12.
Outlays for Entitlements and Other Mandatory Spending, Fiscal Years 1962-1999
(In billions of dollars)

Total
Means- Non-Means-Tested Programs Entitle-
Tested Programs Other Unemploy- Total ments
Total Retire- ment Farm Deposit Non- and Other
Means- Social ment and Compen- Price Insur- Means- Mandatory

Medicaid  Other Tested Security Medicare Disability sation Supports  ance Other Tested Spending

1962 0.1 4.2 4.3 14.0 0 2.7 3.5 2.4 -0.4 8.2 30.4 34.7
1963 0.2 4.5 4.7 155 0 2.9 3.6 3.4 -0.4 6.6 315 36.2
1964 0.2 4.8 5.0 16.2 0 3.3 3.4 3.4 -0.4 8.0 33.9 38.9
1965 0.3 4.9 5.2 171 0 3.6 2.7 2.8 -0.4 8.7 345 39.7
1966 0.8 5.0 5.8 20.3 * 4.1 2.2 14 -0.5 10.1 37.6 43.4
1967 1.2 5.0 6.2 21.3 3.2 4.8 2.3 2.0 -0.4 115 44.7 50.9
1968 1.8 5.7 7.5 23.3 5.1 5.7 2.2 3.3 -0.5 13.1 52.2 59.7
1969 2.3 6.3 8.6 26.7 6.3 5.2 2.3 4.2 -0.6 11.9 56.1 64.7
1970 2.7 7.4 10.1 29.6 6.8 6.6 3.1 3.8 -0.5 12.9 62.4 72.5
1971 3.4 10.0 134 35.1 7.5 8.3 5.8 2.9 -0.4 14.4 73.5 86.9
1972 4.6 11.7 16.3 39.4 8.4 9.6 6.7 4.1 -0.6 17.0 84.5 100.8
1973 4.6 11.4 16.0 48.2 9.0 11.7 4.9 3.6 -0.8 23.4  100.0 116.0
1974 5.8 13.7 195 55.0 10.7 13.8 5.6 1.0 -0.6 259 1114 130.9
1975 6.8 18.6 25.4 63.6 141 18.3 12.8 0.6 0.5 342 1441 169.5
1976 8.6 21.7 30.3 72.7 16.9 18.9 18.6 11 -0.6 31.2 1589 189.2
1977 9.9 23.4 33.3 83.7 20.8 21.6 14.3 3.8 -2.8 29.1 1705 203.8
1978 10.7 24.8 35.5 92.4 24.3 23.7 10.8 5.7 -1.0 36.1 1920 227.5
1979 12.4 26.5 38.9 102.6 28.2 27.9 9.8 3.6 -1.7 379 208.2 247.1
1980 14.0 31.9 45.9 117.1 34.0 32.1 16.9 2.8 -0.4 43.1 2455 291.4
1981 16.8 37.1 53.9 137.9 41.3 37.4 18.3 4.0 -1.4 48.0 2855 339.4
1982 17.4 37.4 54.8 153.9 49.2 40.7 22.2 11.7 -2.1 40.4 316.0 370.8
1983 19.0 40.3 59.3 168.5 55.5 43.2 29.7 18.9 -1.2 36.7 3513 410.6
1984 20.1 41.2 61.3 176.1 61.0 44.7 17.0 7.3 -0.8 39.1 3443 405.6
1985 22.7 43.3 66.0 186.4 69.6 45.5 15.8 17.7 -2.2 49.4 3823 448.3
1986 25.0 44.9 69.9 196.5 74.2 47.5 16.1 25.8 15 30.1 3919 461.8
1987 27.4 45.5 72.9 205.1 79.9 50.8 155 22.4 3.1 245 4013 474.2
1988 30.5 50.0 80.5 216.8 85.7 54.2 13.6 12.2 10.0 321 4246 505.1
1989 34.6 54.2 88.8 230.4 94.3 57.2 13.9 10.6 22.0 32.4 460.8 549.6
1990 41.1 58.8 99.9 246.5 107.4 59.9 175 6.5 57.9 31.3 5271 627.0
1991 52.5 69.7 122.2 266.8 114.2 64.4 25.1 10.1 66.2 33.3 580.1 702.3
1992 67.8 78.7 146.5 285.2 129.4 66.6 36.9 9.3 2.6 39.6 569.5 716.1
1993 75.8 86.5 162.3 302.0 143.1 68.7 35.4 15.6 -28.0 374 574.2 736.5
1994 82.0 95.0 177.0 316.9 159.5 72.1 26.4 9.9 -7.6 29.4 606.6 783.6
1995 89.1 101.5 190.6 333.3 177.1 75.2 21.3 5.8 -17.9 323 6271 817.7
1996 92.0 104.2 196.2 347.1 191.3 77.3 22.4 5.0 -8.4 26.0 660.7 856.9
1997 95.6 107.2 202.8 362.3 207.9 80.6 20.6 5.8 -14.4 30.8 6935 896.3
1998 101.2 107.8 209.0 376.1 211.0 82.9 19.7 8.5 -4.4 35.7 7296 938.6
1999 108.0 112.7 220.7 387.0 209.3 85.3 21.1 18.0 -5.3 40.7 756.1 976.8

SOURCE: Congressional Budget Office.

NOTE: * = less than $50 million.
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Table E-13.
Outlays for Entitlements and Other Mandatory Spending, Fiscal Years 1962-1999
(As a percentage of GDP)

Total
Means- Non-Means-Tested Programs Entitle-
Tested Programs Other Unemploy- Total ments
Total Retire- ment Farm Deposit Non-  and Other
Means- Social ment and Compen- Price Insur- Means- Mandatory

Medicaid Other Tested  Security Medicare Disability sation Supports  ance Other Tested Spending

1962 * 0.7 0.8 25 * 0.5 0.6 0.4 -0.1 14 5.3 6.1
1963 * 0.8 0.8 2.6 * 0.5 0.6 0.6 -0.1 11 5.2 6.0
1964 * 0.7 0.8 25 * 0.5 0.5 0.5 -0.1 1.2 5.3 6.1
1965 * 0.7 0.8 25 * 0.5 0.4 0.4 -0.1 13 5.0 5.8
1966 0.1 0.7 0.8 2.7 * 0.5 0.3 0.2 -0.1 13 5.0 5.7
1967 0.1 0.6 0.8 2.6 0.4 0.6 0.3 0.2 * 1.4 55 6.3
1968 0.2 0.7 0.9 2.7 0.6 0.7 0.2 0.4 -0.1 15 6.0 6.9
1969 0.2 0.7 0.9 2.8 0.7 0.6 0.2 0.4 -0.1 13 5.9 6.8
1970 0.3 0.7 1.0 2.9 0.7 0.7 0.3 0.4 * 13 6.2 7.1
1971 0.3 0.9 1.2 3.2 0.7 0.8 0.5 0.3 * 13 6.8 8.0
1972 0.4 1.0 14 3.3 0.7 0.8 0.6 0.3 -0.1 14 7.2 8.6
1973 0.4 0.9 1.2 3.7 0.7 0.9 0.4 0.3 -0.1 1.8 7.6 8.8
1974 0.4 0.9 14 3.8 0.7 1.0 0.4 0.1 * 1.8 7.7 9.1
1975 0.4 1.2 16 4.1 0.9 1.2 0.8 * * 2.2 9.2 10.9
1976 0.5 1.3 1.7 4.2 1.0 11 11 0.1 * 1.8 9.2 10.9
1977 0.5 1.2 1.7 4.2 11 11 0.7 0.2 -0.1 15 8.6 10.3
1978 0.5 11 16 4.2 11 11 0.5 0.3 * 1.6 8.7 10.3
1979 0.5 11 16 4.1 11 11 0.4 0.1 -0.1 15 8.3 9.9
1980 0.5 1.2 1.7 4.3 1.2 1.2 0.6 0.1 * 1.6 9.0 10.7
1981 0.6 1.2 1.8 4.5 13 1.2 0.6 0.1 * 1.6 9.3 11.1
1982 0.5 1.2 1.7 4.8 15 13 0.7 0.4 -0.1 13 9.8 115
1983 0.6 1.2 1.7 4.9 16 1.3 0.9 0.5 * 11 10.2 11.9
1984 0.5 11 16 4.6 16 1.2 0.4 0.2 * 1.0 9.0 105
1985 0.5 1.0 16 4.5 1.7 11 0.4 0.4 -0.1 1.2 9.2 10.8
1986 0.6 1.0 16 4.5 1.7 11 0.4 0.6 * 0.7 8.9 105
1987 0.6 1.0 16 4.4 1.7 11 0.3 0.5 0.1 0.5 8.6 10.2
1988 0.6 1.0 16 4.3 1.7 11 0.3 0.2 0.2 0.6 8.5 10.1
1989 0.6 1.0 16 4.3 1.7 11 0.3 0.2 0.4 0.6 8.5 10.2
1990 0.7 1.0 1.7 4.3 1.9 1.0 0.3 0.1 1.0 0.5 9.2 10.9
1991 0.9 1.2 21 4.5 1.9 11 0.4 0.2 11 0.6 9.8 11.8
1992 11 13 2.4 4.6 21 11 0.6 0.1 * 0.6 9.2 115
1993 1.2 1.3 25 4.6 2.2 1.0 0.5 0.2 -0.4 0.6 8.8 11.2
1994 1.2 1.4 25 4.6 2.3 1.0 0.4 0.1 -0.1 0.4 8.7 11.3
1995 1.2 1.4 2.6 4.6 2.4 1.0 0.3 0.1 -0.2 0.4 8.6 11.2
1996 1.2 1.4 25 4.5 25 1.0 0.3 0.1 -0.1 0.3 8.6 111
1997 1.2 13 25 4.4 25 1.0 0.3 0.1 -0.2 0.4 8.5 11.0
1998 1.2 1.2 2.4 4.4 2.4 1.0 0.2 0.1 -0.1 0.4 8.4 10.9
1999 1.2 1.2 2.4 4.2 2.3 0.9 0.2 0.2 -0.1 0.4 8.3 10.7

SOURCE: Congressional Budget Office.

NOTE: *=less than 0.05 percent.







Appendix F

Major Contributors to the
Revenue and Spending Projections

The following Congressional Budget Office analysts prepared the revenue and spending projections in this
report:

Revenue Projections

Mark Booth Individual income taxes

Pam Greene Estate and gift taxes

Hester Grippando Customs duties, miscellaneous receipts

Carolyn Lynch Corporate income taxes, Federal Reserve System earnings
Larry Ozanne Capital gains realizations

Robert Taylor Excise taxes and social insurance taxes

David Weiner Individual income taxes

Spending Projections

Defense, International Affairs, and Veterans’ Affairs

Kent Christensen Defense (military construction, base closures)

Evan Christman Veterans' compensation and pensions

Sunita D’Monte International affairs (conduct of foreign affairs and information exchange
activities), veterans’ housing

Raymond Hall Defense (Navy weapons, missile defenses, atomic energy defense)

Sarah Jennings Military retirement, veterans’ education

Matt Martin Intelligence programs, defense acquisition reform

Sam Papenfuss Veterans’ health care, military health care

Dawn Sauter Defense (military personnel)

JoAnn Vines Defense (tactical air forces, bombers, Army)

Joseph Whitehill International affairs (development, security, international financial

institutions)
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Health

Chuck Betley
Michael Birnbaum
Julia Christensen

Jeanne De Sa
Cynthia Dudzinski
Dorothy Rosenbaum

Human Resources

Valerie Baxter
Sheila Dacey
Deborah Kalcevic
Audra Millen
Tami Ohler

Carla Pedone
Eric Rollins

Kathy Ruffing
Christi Hawley Sadoti

Natural and Physical Resources

Coleman Bazelon
Megan Carroll
Shelley Finlayson
Mark Grabowicz
Kathleen Gramp
Mark Hadley

Victoria Heid

Greg Hitz

David Hull

Craig Jagger
Lanette Keith
James Langley
Mary Maginniss
Susanne Mehlman

James O'Keeffe
Deborah Reis

John Righter
Susan Sieg

Medicare, Federal Employees Health Benefits, Public Health Service
Medicare Hospital and Medicare+Choice Outpatient, Public Health Service
Medicare Physician, Federal Employees Health Benefits, Public Health
Service
Medicaid, State Children's Health Insurance Program
Medicare Post-acute Services, Public Health Service
Medicaid, State Children's Health Insurance Program, tobacco

Food Stamps, child nutrition, child care, low-income home energy assistance
Child Support Enforcement, Temporary Assistance for Needy Families
Education
Elementary and secondary education, Pell grants
Pension Benefit Guaranty Corporation
Housing assistance
Federal civilian retirement, Supplemental Security Income, child and family
services
Social Security
Unemployment insurance, training programs, aging programs, arts and
humanities, foster care

Spectrum auction receipts
Water resources, Federal Emergency Management Agency, Indian affairs
Conservation and land management
Justice, Postal Service
Energy, science and space, spectrum auction receipts
Commerce, credit unions, Small Business Administration, Universal Service
Fund
Conservation and land management, Outer Continental Shelf receipts, air
transportation
Agriculture
Agriculture
Agriculture
Justice, regional development
Agriculture
Deposit insurance, legislative branch
Pollution control and abatement, Federal Housing Administration and
other housing credit
Highways, AMTRAK, mass transit, air transportation
Recreation, water transportation, community development, other natural
resources
General government
Conservation and land management
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Other

Janet Airis Appropriation bills (Legislative branch, District of Columbia)

Edward Blau Authorization bills

Jodi Capps Appropriation bills (Agriculture, Interior, Energy, and water)

Betty Embrey
Kenneth Farris
Mary Froehlich
Terri Linger
Catherine Mallison
Taman Morris
Laurie Pounder
llga Semeiks
Robert Sempsey
Susan Tanaka

Appropriation bills (Commerce-Justice-State, foreign operations)
Computer support

Computer support

Computer support

Appropriation bills (Defense, Treasury)

National income and product accounts

Net interest on the public debt

Other interest, civilian agency pay
Appropriation bills (Labor-HHS, Transportation, military construction)
Discretionary caps, overall budget outlook






Glossary

his glossary defines economic and budgetary terms as they relate to this report and for the general infor-
mation of our readers. Some entries sacrifice precision for brevity and clarity to the lay reader. Where
appropriate, sources of data for economic variables are indicated as follows:

o] BEA denotes the Bureau of Economic Analysis in the Department of Commerce;
0 BLS denotes the Bureau of Labor Statistics in the Department of Labor;

o] CBO denotes the Congressional Budget Office;

0 FRB denotes the Federal Reserve Board; and

o] NBER denotes the National Bureau of Economic Research.

Definitions of some budgetary terms are from the General Accounting Office (BA&yssary of Terms Used in
the Budget Process, Exposure Dy@AO/AFMD-2.1.1 (January 1993).

adjusted gross income (AGI): All income subject to tax under the individual income tax after subtracting "above-
the-line" deductions, such as certain contributions for individual retirement accounts and alimony payments. Taxable
income is then derived by subtracting personal exemptions and the standard or itemized deductions from AGI.

advance appropriation: Budget authority provided in an appropriation act that is first available in a fiscal year
beyond the fiscal year for which the appropriation is enacted. The amount is included in the budget totals for the
fiscal year in which it will become available for obligation, not in the year for which the appropriation is enacted.
(GAO).

aggregate demand:Total purchases of a country's output of goods and services by consumers, businesses, govern-
ment, and foreigners during a given period. (BEA) Compareduithestic demand

AGI: Seeadjusted gross income

appropriation act: A statute or legislation under the jurisdiction of the House and Senate Committees on Appropria-
tions that provides budget authority. Enactment of an appropriation act generally follows adoption of an authoriza-
tion. Currently, there are 13 regular appropriation acts each year; the Congress may also enact supplemental o
continuing appropriations. Seedget authority.

authorization: A statute or legislation that establishes or continues a federal program or agency. An authorization
is normally prerequisite to consideration and enactment of an appropriation act. For some programs, the authoriza-
tion itself provides the authority to incur obligations and make payments.
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Balanced Budget Act of 1997 (Public Law 105-33)Fhis act carried out reconciliation instructions contained in the
budget resolution for fiscal years 1998 through 2002. Title X amended the Deficit Control Act by setting discretion-
ary spending caps for each fiscal year through 2002, extending pay-as-you-go procedures for all affected legislation
enacted through 2002, and making corresponding extensions in the sequestration procedures. The act created sep
rate discretionary spending caps for defense and nondefense spending through 1999 and a third cap for violent crime
reduction spending through fiscal year 2000. In addition, title X amended the Congressional Budget Act of 1974 to
make various conforming procedural changes r&mmnciliation, discretionary spending capsandpay-as-you-go

Balanced Budget and Emergency Deficit Control Act of 1985 (Public Law 99-177Referred to in this report as

the Deficit Control Act, the act was originally known as Gramm-Rudman-Hollings. The act set forth specific deficit
targets and a sequestration procedure to reduce spending if those targets were exceeded. The act also amended
Congressional Budget Act of 1974 to make significant changes in Congressional budget procedures. The Deficit
Control Act has been amended and extended several times—most significantly by the Budget Enforcement Act of
1990 and most recently by the Omnibus Budget Reconciliation Act of 1993 and the Balanced Budget Act of 1997.
Seediscretionary spending capsandpay-as-you-go

baseline: A benchmark for measuring the budgetary effects of proposed changes in federal revenues or spending.
Generally, the baseline is an estimate of spending, revenue, surplus or deficit, and public debt expected during a fisca
year under current laws and policy. For purposes of the Deficit Control Act, the baseline is defined as the projection

of current-year levels of new budget authority, outlays, revenues, and the surplus or deficit into the budget year and
out-years based on laws enacted through the applicable date. (GA@v&aees direct spending anddiscre-

tionary spending

basis point: A hundredth of a percentage point. For example, the difference between interest rates of 10.5 percent
and 10.0 percent is 50 basis points.

Blue Chip consensus forecastThe average of about 50 economic forecasts surveyed by Aspen Publishers, Inc.

budget authority: Legal authority to incur financial obligations that will result in outlays of federal government
funds. Budget authority may be provided in an authorization or an appropriation act. Offsetting collections, includ-
ing offsetting receipts, constitute negative budget authoritya®eerization, appropriation act, andoffsetting

receipts

Budget Enforcement Act of 1990 (Public Law 101-508)Title XlII of the Omnibus Budget Recoifiation Act of

1990. This act amended the Deficit Control Act to revise and extend the deficit targets through fiscal year 1995, to
establish discretionary spending caps and pay-as-you-go procedures through fiscal year 1995, to conform sequestre
tion procedures to the caps and pay-as-you-go, and to establish credit reform. This act also amended the Congressi
nal Budget Act of 1974 to make significant changes in Congressional budget procedudescr&emary spend-

ing caps pay-as-you-go andcredit reform.

budget function: One of 20 broad categories into which federal spending and credit activities that serve similar
objectives are grouped. National needs are grouped into 17 broad budget functions, including national defense,
international affairs, energy, agriculture, health, income security, and general government. Three other functions—
net interest, allowances, and undistributed offsetting receipts—are included to complete the budget.

budget resolution: A concurrent resolution, adopted by both Houses of Congress, that sets forth a Congressional

budget plan for at least five years. The plan consists of spending and revenue targets and is implemented througt
subsequent legislation, including appropriation acts and changes in laws that affect revenues and direct spending
Such changes may be in response to reconciliation instructions included in the budget resolution. The targets estab



GLOSSARY 155

lished in the budget resolution are enforced through Congressional procedural mechanisms set out in the Congres
sional Budget Act of 1974. Segpropriation act, direct spending andreconciliation.

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 limitationsudge
authority andsequestration

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), then falls
until 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 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. The capacity of a facility is the greatest output it car
maintain with a normal work pattern. (FRB)

capital: Physical capitais the stock of products set aside to support future production and consumption. In the
national income and product accounts, private capital consists of business inventories, producers' durable equipmen
and residential and nonresidential structurEsancial capitalis funds raised by governments, individuals, or
businesses by incurring liabilities such as bonds, mortgages, or stock certifitatesn capitais the education,

training, work experience, and other attributes that enhance the ability of the labor force to produce goods and
services.Bank capitalis the sum advanced and put at risk by the owners of a bank; it represents the first "cushion”
in the event of loss, thereby decreasing the willingness of the owners to take risks in lendaogns&eptionand

national income and product accounts

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 StatEsed&ead¢Reserve System
andmonetary policy.

civilian unemployment rate: Unemployment as a percentage of the civilian labor force—that is, the labor force
excluding armed forces personnel. (BLS) 8eemployment

compensation: All income due to employees for their work during a given period. In addition to wages, salaries,
bonuses, and stock options, compensation includes fringe benefits and the employer’s share of social insurance
contributions. (BEA)

Consolidated Appropriations Act: The popular name of Public Law 106-113, An Act making consolidated appro-
priations for the fiscal year ending September 30, 1999, and for other purposes. This act contains the fiscal year
2000 appropriations for the District of Columbia and incorporates, by reference, five additional appropriation acts
(Commerce-Justice-State, Foreign Operations, Interior, Labor-HHS, and a miscellaneous act) and four authorization
acts, including the Medicare, Medicaid, and SCHIP Balanced Budget Refinement Act of 1999 and the Intellectual
Property and Communications Omnibus Reform Act of 1999.

consumer confidence: An index of consumers' attitudes and buying plans. 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 of their personal finances, both current and prospective.

consumer price index (CPI): The consumer price index, a measure of the change in the cost of living, commonly
used as a measure of inflation. There are two official CPIs, the CPI-U and the CPI-\EP{fHas an index of
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consumer prices based on the typical market basket of goods and services consumed by all urban consumers during
base period. ThE€PI-Wis an index of consumer prices based on the typical market basket of goods and services
consumed by urban wage earners and clerical workers during a base period. (BLS)

consumption: Total purchases of goods and services during a given period by households for their own use. (BEA)
CPI: Seeconsumer price index

credit crunch: A sudden reduction in the availability of credit from banks and capital markets at given interest rates
on bank loans and other credit instruments. The reduced availability can result from many factors, including an
increased perception of risk to lenders, an imposition of credit controls, or a sharp restriction of the money supply.

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 Enforcement Act of 1990. Sedit subsidy.

credit subsidy: The estimated long-term cost to the federal government of a direct loan or a loan guarantee calcu-
lated on the basis of net present value, excluding federal administrative costs and any incidental effects on govern-
mental receipts or outlays. For direct loans, the subsidy cost is the net present value of loan disbursements minus
repayments of interest and principal, adjusted for estimated defaults, prepayments, fees, penalties, and other recovel
ies. For loan guarantees, the subsidy cost is the net present value of the estimated payments by the government 1
cover defaults and delinquencies, interest subsidies, or other payments, offset by any payments to the government
including origination and other fees, penalties, and recoveriespr&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 plus net international transfers (public or private gifts or donations) and net factor income (primarily

capitalincome 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. (BEA) Seeet exports

currentdollar: A measure of spending or revenue in a given year that has not been adjusted for differences in prices
between that year and a base year. r&ale

cyclical surplus: The part of the budget surplus that results from cyclical factors rather than from underlying fiscal
policy. The cyclical surplus reflects the fact that when gross domestic product (GDP) falls, revenues automatically
fall and outlays automatically rise. By definition, the cyclical surplus is zero when the economy is operating at
potential GDP and the unemployment rate equals the nonaccelerating inflation rate of unemployment, or NAIRU. See
surplus, fiscal policy, andNAIRU ; compare withstandardized-budget surplus (CBO)

debt: Total debt issued by the federal government is referrediéd@sal debbr gross deht Federal debt has two
components:debt held by the publi(federal debt held by nonfederal investors, including the Federal Reserve
System) andlebt held by government accou(federal debt held by federal government trust funds, deposit insur-
ance funds, and other federal accounb®bt subject to limiis federal debt that is subject to a statutory limit on its
issuance. The current limit applies to almost all gross debt, except a small portion of the debt issued by the Depart-
ment of the Treasury and the small amount of debt issued by other federal agencies (primarily the Tennessee Valley
Authority and the Postal Service).
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debt service: Payment of scheduled interest obligations on outstanding debt.

deficit: The amount by which outlays exceed revenues in a given period, typically a fiscal year. A negative deficit is
equivalent to a surplus. Sserplus.

Deficit Control Act: SeeBalanced Budget and Emergency Deficit Control Act of 1985
deflator: Seemplicit deflator .

deposit insurance: The guarantee by a federal agency that an individual depositor at a participating depository
institution will receive the full amount of the deposit (up to $100,000) if the institution becomes insolvent.

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.

devaluation: The fall in the value of a currency that occurs when the government declares that its domestic currency
will buy fewer units of a foreign currency. Such a policy involves government intervention to peg its currency (that
is, fix its exchange rate). Many governments peg their domestic currencies to a stable currency, such as the U.S
dollar or the German mark. Serchange rateanddepreciation.

direct spending: Another term fomandatory spending As defined in the Deficit Control Act, as amended, direct
spending comprises entitlements, the Food Stamp program, and budget authority provided by laws other than annua
appropriation acts. Seatitlement, budget authority, andappropriation act; compare witldiscretionary spend-

ing.

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 bank to meet its reserve requirements without 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. Discouraged workers are not counted as part of the labor force or as
being unemployed. (BLS) See alssemployment

discretionary spending: Spending for programs whose funding levels are determined and controlled in annual
appropriation acts. Segpropriation act; compare withdirect spending

discretionary spending caps:Ceilings imposed in each fiscal year through 2002 on budget authority and outlays for
programs whose funding levels are determined and controlled in annual appropriation acts. Established in the Budget
Enforcement Act of 1990, the ceilings were further amended in the Balanced Budget Act of 1997 to set separate caps
on defense and nondefense spending through fiscal year 1999 and on violent crime reduction spending through 2000
(For a list of discretionary programs, see U.S. House of RepresentBtlesced Budget Act of 1993onference

report to accompany H.R015, Report 105-217 (July 30, 1997), p. 1019.) d@seretionary spending and
sequestration

disposable personal incometncome received by individuals, including transfer payments, minus personal taxes and
fees paid to government. (BEA)

domestic demand: Total purchases of goods and services, regardless of origin, by U.S. consumers, businesses, and
governments during a given period. Domestic demand equals gross domestic product minus net exports. (BEA) See
gross domestic productandnet exports compare wittaggregate demand
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ECIl: Seeemployment cost index

economic profits: Profits of corporations, adjusted to remove the distortions in depreciation allowances caused by
tax rules and to exclude capital gains on inventories. Economic profits represent a better measure of profits from
current production than the book profits reported by corporations. (BEA)

employment cost index (ECI): An index of the cost of an hour of labor—comprising the cost to the employer for
wage or salary payments, employee benefits, and contributions for social insurance. The ECI is unaffected by
changes in the mix of occupations and of employment by industry. (BLS)

entitlements: Programs that create a legal obligation on the federal government to make payments to any person,
business, or unit of government that meets the criteria set in law. The Congress controls those programs by setting
eligibility criteria and the benefit or payment rules, not by providing a specific level of funding. Although the level of
spending for entitlements is determined by the number of beneficiaries who meet the eligibility criteria, funding may
be provided in either the authorization or an appropriation act. The best-known entitlements are the major benefit
programs, such as Social Security and Medicare.a@berization anddirect spending

European Monetary Union (EMU): A currency union consisting of most of the members of the European Union,
who in January 1999 aligned their monetary policies under a European Central Bank and adopted a common cur-
rency, the euro.

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 pebisiBess cycle(NBER)

federal funds: All funds that compose the federal budget except those classified by law as trust furtdgst See
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) suggests a tightening of monetary policy, whereas &
fall suggests an easing. (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 York implements the policy
with open market operations—the purchase or sale of government securities—which influence short-term interest
rates and the growth of the money supply. The FOMC is composed of 12 members, including the seven members of
the Board of Governors of the Federal Reserve System, the president of the Federal Reserve Bank of New York, anc
a rotating group of four of the other 11 presidents of the regional Federal Reserve Bankede®aleReserve
Systemandmonetary policy.

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 conditionsm&eetary policy.

financing account: An account established under credit reform to handle the cash transactions of federal directloans
and loan guarantees. Under credit reform, only the subsidy cost of direct loans or loan guarantees appears in the
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budget. The transactions reflected in the financing accounts are considered a means of financing and, as such, ar
extrabudgetary. Semedit subsidy andmeans of financing

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, whereas a "tight" fiscal policy restrains their growth.
Movements in the standardized-budget surplus constitute one overall indicator of the tightness or ease of federal fisca
policy; anincrease relative to potential gross domestic product suggests fiscal ease, whereas a decrease suggests fis
restriction. The President and the Congress jointly determine federal fiscal policgtaseerdized-budget

surplus.

fiscal year: A yearly accounting period. The federal government's fiscal year begins October 1 and ends September
30. Fiscal years are designated by the calendar years in which they end—for example, fiscal year 1998 began
October 1, 1997, and ended on September 30, 1998.

GDI: Seegross domestic income

GDP: Seegross domestic product

GDP gap: The difference between potential real GDP and actual real GDP, expressed as a percentage of potential
real GDP. Sepotential real GDP andreal.

GNP: Seegross national product

government-sponsored enterprisesfinancial institutions established and chartered by the federal government that
are privately owned and that facilitate the flow of funds to selected lending markets, such as residential mortgages and
agricultural credit. Major examples are Fannie Mae and the Federal Home Loan Banks.

grants: Transfer payments from the federal government to state and local governments or other recipients to help
fund projects or activities that do not involve substantial federal participation.

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 debt: Total debt issued by the federal government. debe

gross domestic income (GDI): The sum of all income earned in the domestic production of goods and services.
(BEA)

gross domestic product (GDP):The total market value of goods and services produced domestically during a given
period. The components of GDP are consumption, gross investment, government purchases of goods and service:s
and net exports. (BEA) Seensumption gross investmentandnet exports

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 goods and services produced in a given period by labor
and capital supplied by residents of a country, regardless of where the labor and capital are located. GNP differs
from GDP primarily by including the capital income that residents earn from investments abroad and excluding the
capital income that nonresidents earn from domestic investment.
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hedge fund: An unregulated private investment pool that holds financial assets. To remain unregulated, hedge funds
must limit their membership to small numbers of wealthy individuals and institutions. Institutional members of some
hedge funds have included commercial banks. Unlike pension and mutual funds, hedge funds finance some invest-
ment from borrowing, a practice that increases the risk of their financial positions. Hedge funds may also follow
complex investment strategies, especially by trading in financial derivatives—assets whose value derives from the
performance of an index of more elementary assets, such as stocks or bonds of individual companies or organizations

implicit deflator: A measure of price for the whole economy or for a category of spending given by the ratio of
current-dollar spending to real spending. &=¢ andcurrent dollar. (BEA)

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 publi
buildings.

inventories: Stocks of goods held by businesses either for further processing or for sale. (BEA)

investment: Physical investmenis 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 consists of investment in residential and nonresidential structures,
producers' durable equipment, and the change in business invenknascial investmenis the purchase of a
financial security.Investment in human capital spending on education, training, health services, and other activi-

ties that increase the productivity of the workforce. Investment in human capital is not treated as investment by the
national income and product accounts. &enal income and product accountandinventories.

labor force: The number of people who have jobs or who are available for work and are actively seeking jobs. The
labor force participation rateés the labor force as a percentage of the noninstitutional population age 16 or older.
(BLS)

liquidating account: Any budgetary account established under credit reform to finance direct loan and loan guaran-
tee activities that were obligated or committed before October 1, 1992 (the effective date of credit refarajlitSee
reform.

liquidity: The ease with which an asset can be sold for cash. An asset is highly liquid if it comes in standard units
that are traded daily in large amounts by many buyers and sellers. Among the most liquid of assets are U.S. Treasun
securities.

long-term interest rate: The interest rate earned by a note or bond that matures in 10 or more years.

mandatory spending: Another term fodirect spending

marginal tax rate: The tax rate that applies to an additional dollar of income.

means of financing: Means by which a budget deficit is financed or a surplus is disposed of. Means of financing are

not included in the budget totals. The primary means of financing is borrowing from the public. In general, the

cumulative amount borrowed from the public (debt held by the public) will increase if there is a deficit and decrease

if there is a surplus, although other factors can affect the amount that the government must borrow. Those other
factors, known asther means of financingnclude reductions (or increases) in the government's cash balances,
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seigniorage, changes in checks outstanding, changes in accrued interest costs included in the budget but not yet pai
and cash flows reflected in credit financing accounts. d8geit, surplus, anddebt.

means-tested programs:Programs that provide cash or services to people who meet a test of need based on income
and assets. Most means-tested programs are entitlements (such as Medicaid, the Food Stamp program, Supplement
Security Income, family support, and veterans' pensions), but a few (such as subsidized housing and various socia
services) are funded through discretionary appropriationser@gkements anddiscretionary spending

monetary policy: The strategy of influencing movements of the money supply and interest rates to affect output and
inflation. An "easy" monetary policy suggests faster money growth and initially 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 Btates, See
supply andaggregate demand

money supply: Private assets that can readily be used to make transactions or are easily convertible into assets that
can.

NAIRU (nonaccelerating inflation rate of unemployment): The unemployment rate consistent with a constant
inflation rate. An unemployment rate higher than the NAIRU indicates downward pressure on inflation, whereas an
unemployment rate lower than the NAIRU indicates upward pressure on inflation. Estimates of the NAIRU are based
on the historical relationship between inflation and the unemployment rate. CBO's procedures for estimating the
NAIRU are described in Appendix B ®he Economic and Budget Outlook: An Upd#tegust 1994). Seiafla-

tion andunemployment

national income: Income from all sources earned by U.S. residents, including compensation of employees (wages,
salaries, and benefits), corporate profits, net interest, rental income, and proprietors’ income.

national income and product accounts (NIPAs):Official U.S. accounts that track the level and composition of
GDP and how the costs of production are distributed as income. (BEA)

national saving: Total saving by all sectors of the economy: personal saving, business saving (corporate after-tax
profits not paid as dividends), and government saving (the budget surplus or deficit—indicating dissaving—of all
government entities). National saving represents all income not consumed, publicly or privately, during a given
period. (BEA)

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
function 900. Net interest also includes, as an offset, interest income received by the government on loans and casl
balancesIn the national income and product accoufNi$PAs), net interest is the income component of GDP paid

as interest—primarily interest that domestic businesses pay minus interest they receive. The NIPAs include govern-
ment interest payments in personal income, but such payments are not part of GDRtioBakincome and

product accounts

net national saving: National saving minus depreciation of physical capital.degeeciation andcapital.

NIPAs: Seenational income and product accounts
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nominal: A measure based on current-dollar value. Forincome or spending, the nominal level is measured in current
dollars. For an interest rate, the nominal rate on debt selling at par is the current-dollar interest paid in any year as &
ratio of the current-dollar value of the debt when it was issued. For debt initially issued or now selling at a discount,
the nominal rate includes as a payment the estimated yearly equivalent of the difference between the redemption price
and the discounted price. For an exchange rate, the nominal rate is the rate at which one nominal unit of currency
trades for another. Searrent dollar ; compare withreal.

obligation delay: Legislative or statutory language that precludes the obligation of an amount provided by an
appropriation until some time after the first day on which the appropriation would normally be available for obliga-
tion. For instance, language in an annual appropriation act for fiscaR@6@rthat precludes obligation of an
amount until March 1, 2000, is an obligation delay; without that language, the amount would have been available for
obligation on October 1, 1999. Compare vétlvance appropriation

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 Service are off-budget and (except for the administrative
costs of Social Security, which are discretionary) are not included in the budget resolution or in any calculations
necessary under the Deficit Control Act. ®eeget resolutionandBalanced Budget and Emergency Deficit

Control Act of 1985

offsetting collections: Amounts received by the federal government from the public as a result of business-type
activities and from other government accounts that are credited to appropriation or fund accounts by law. Offsetting
collections are available for obligation without further appropriatioroactiFor purposes of the Congressional
Budget Act and the Deficit Control Act, these collections are defined as negative budget authority and offset discre-
tionary budget authority and outlays in the account to which they are creditdolidgeg&authority; compare with
offsetting receipts

offsetting receipts: Funds collected by the federal government that are recorded as negative budget authority and
outlays and credited to separate receipt accounts. More than half of offsetting receipts are intragovernmental receipts
that reflect agencies' payments to retirement and other funds on behalf of their employees; those receipts simply
balance payments elsewhere in the budget. Proprietary receipts are offsetting receipts that come to the federa
government from the public, generally as a result of voluntary, business-type transactions. Examples of proprietary
receipts are premiums for Supplementary Medical Insurance (Part B of Medicare), receipts from timber and oil
leases, and proceeds from the sale of electric powerbusigeet authority andreceipt account compare with

offsetting collectionsandrevenues

Omnibus Budget Reconciliation Act of 1993 (Public Law 103-66This act carried out the reconciliation instruc-

tions contained in the budget resolution for fiscal years 1994 through 1998. Title XIV of the act amended the Deficit
Control Act by extending the discretionary spending caps, pay-as-you-go procedures, and sequestration procedure:
through fiscal year 1998. The act did not extend deficit targets beyond fiscal year 19@&s.08eéation, discre-

tionary spending caps andpay-as-you-go

other means of financing: Seemeans of financing

outlays: Expenditures made to fulfill a federal obligation, generally by issuing a check or disbursing cash. Offsetting
collections, including offsetting receipts, constitute negative outlays. Outlays may pay for obligations incurred in
previous fiscal years or in the current 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. Unlike outlays for other categories
of spending, outlays for interest on the public debt are counted when the interest is earned, not when it is paid. Also,
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outlays for direct loans and loan guarantees made since fiscal year 1992 reflect the estimated subsidy costs instead
cash transactions.

pay-as-you-go (PAYGO):A procedure that tracks the five-year budgetary effects of all enacted legislation affecting
direct spending or receipts and that triggers a sequestration if the legislation would increase the deficit or reduce the
surplusin a fiscal year. The procedure was established in the Budget Enforcement Act of 1990 and was extended ir
the Balanced Budget Act of 1997 for laws enacted through fiscal year 200dirés¢spending sequestration

deficit, andsurplus.

peak: Seebusiness cycle

personal saving: Saving by households. Personal saving equals disposable personal income minus spending for
consumption and interest payments. Pleesonal saving ratés personal saving as a percentage of disposable
personal income. (BEA) Selksposable personal income

potential labor force: The labor force adjusted for movements in the business cycléab®edorce andbusiness
cycle

potential real GDP: The highest level of real gross domestic product that could persist for a substantial period
without raising the rate of inflation. CBO calculates potential real GDP by relating it to the nonaccelerating inflation
rate of unemployment, a rate that is consistent with a constant inflation rate. (CB@alSeeiNAIRU .

present value: A single number that expresses a flow of current and future income (or payments) in terms of an
equivalent lump sum received (or paid) today. The calculation of present value depends on the rate of interest. For
example, given an interest rate of 5 percent, 95 cents today 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. (BEA)

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 factor 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 productivity differ in that increases in capital per worker raise labor
productivity but not total factor productivity. (BLS)

program account: Any budgetary account that finances credit subsidies and the costs of administering credit
programs. Seeredit subsidy.

real: Adjusted to remove the effects of inflatidReal outputepresents the quantity, rather than the dollar value, of
goods and services producdrkal incomeepresents the power to purchase real oufpeidl dataat the finest level

of disaggregation are constructed by dividing the corresponding nominal data, such as spending or wage rates, by
price index. Real aggregates, sucheat GDP, are constructed by a procedure that allows the real growth of the
aggregate to reflect the real growth of its components, appropriately weighted by the importance of the components.
A real interest ratas a nominal interest rate adjusted for expected inflation; it is often approximated by subtracting
an estimate of the expected inflation rate from the nominal interest rate. Compa@wital andcurrent dollar .
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receipt account: Any account that is established exclusively to record the collection of income, including negative
subsidies. In general, receipt accounts that collect money arising from the exercise of the government's sovereign
powers are included as revenues, whereas the proceeds of intragovernmental transactions or collections from the
public arising from business-type transactions (such as interest income, proceeds from the sale of property or prod-
ucts, or profits from federal credit activities) are included as offsetting receipts—that is, credited as offsets to outlays
rather than included in revenues. &aenuesandoffsetting receipts

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 widespread declines in output, income, employment, and trade in many sectors of the
economy. Real GDP usually falls throughout a recession. (NBERpUSe@®ss cycle

reconciliation: A special legislative procedure established under the Congressional Budget Act of 1974 by which the
Congress changes existing laws that affect revenues or direct spending to conform to the revenue and spending targe
established in the budget resolution. The budget resolution may caetainciliation instructionswhich direct
Congressional committees to make changes in revenue or direct spending programs under their jurisdiction to achieve
a specified budgetary result. The legislation to implement the instructions is usually combined into one comprehen-
sivereconciliation bill Reconciliation affects revenues, direct spending, and offsetting receipts, but usually not
discretionary spending. Sbkadget resolution revenues direct spending anddiscretionary spending

recovery: A phase of the business cycle that lasts from a trough until overall economic activity returns to the level it
reached at the previous peak. (NBER) Resness cycle

revenues: Funds collected from the public arising from the sovereign power of the government. Federal revenues
consist of receipts from income taxes (individual and corporate), excise taxes, and estate and gift taxes; social
insurance contributions; customs duties; fees and fines; and miscellaneous receipts, such assaderghings,

gifts, and contributions. Federal revenues are also known as federal governmental receipts but do not include offset-
ting receipts, which are recorded as negative budget authority and outlays. Compaftsetiihg receipts

risk premium: The additional return that investors require to hold an asset whose perceived return is riskier than that
of a hypothetically safe asset. The risk can arise from many sources—such as the possibility of default (in the case of
corporate or municipal debt) or the volatility of earnings (in the case of corporate equities).

S corporation: A domestically owned corporation with no more than 75 owners who have all elected to pay taxes
under Subchapter S of the Internal Revenue Code. S corporations are treated like partnerships. That is, they ar
exempt from the corporate income tax, but the owners pay income taxes on all of the firm's income, even if some of
the earnings are retained by the firm.

saving rate: Seepersonal saving

seigniorage: The gain to the government from the difference between the face value of minted coins put into circula-
tion and the cost of producing them (including the cost of the metal used in the coins). Seigniorage is considered a
means of financing and is not included in the budget totalsm8aes of financing

sequestration: The cancellation of budgetary resources to enforce the discretionary spending caps and pay-as-you-go
procedures established in the Budget Enforcement Act of 1990 and most recently extended by the Balanced Budge
Actof 1997. Sequestration is triggered if the Office of Management and Budget determines that enacted discretionary
appropriations exceed the discretionary spending caps or that enacted legislation affecting direct spending and receipt
increases the deficit or reduces the surplus. Changes in direct spending and receipts that increase the deficit or reduc
the surplus would result in reductions in direct spending not otherwise exempted by law. Discretionary spending in
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excess of the caps would cause the cancellation of budgetary resources within the discretionary spending category
Seediscretionary spending capsandpay-as-you-go

short-term interest rate: The interest rate earned by a debt instrument (such as a Treasury bill) that will mature
within one year.

standardized-budget surplus: The level of the federal budget surplus that would occur under current law if the
economy operated at potential GDP. The standardized-budget surplus provides a measure of underlying fiscal policy
by removing the influence of cyclical factors from the budget surplus. (CBO) Comparyuelital surplus.

structural surplus: Same astandardized-budget surplus

Subchapter S corporation: SeeS corporation.

subsidy cost: Seecredit subsidy.

surplus: The amount by which revenues exceed outlays in a given period, typically a fiscal year. A negative surplus
is equivalent to a deficit. Sekeficit.

10-year Treasury note: An interest-bearing note issued by the U.S. Treasury that is to be redeemed in 10 years.

three-month Treasury bill: An interest-bearing security issued by the U.S. Treasury that is to be 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 currently received, such as welfare or Social
Security payments or money sent to relatives abroad. (BEA)

trough: Seebusiness cycle

trust fund: A fund, designated as a trust fund by law, that is credited with income from earmarked collections and
charged with certain outlays. Collections may come from the public (for example, from taxes or user charges) or
from intrabudgetary transfers. The federal government has more than 150 trust funds. The largest and best knowr
finance major benefit programs (including Social Security and Medicare) and infrastructure spending (the Highway
and the Airport and Airway Trust Funds). Sederal funds.

underlying inflation: Seeunderlying rate of inflation .

underlying rate of inflation: The rate of inflation of a modified consumer price index for all urban consumers that
excludes from the market basket the components most volatile in price: food, energy, and usedaarsurSee
price index.

unemployment: Joblessness. The measure of unemployment is the number of jobless people who are available for
work and are actively seeking jobs. Tlremployment rats unemployment as a percentage of the labor force.
(BLS) See alsdiscouraged workers
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unemployment gap: The difference between the nonaccelerating inflation rate of unemployment (NAIRU) and the
unemployment rate. S&AIRU .

yield: The average annual rate of return on a security, including interest payments and repayment of principal, if it is
held to maturity.

yield curve: The relationship formed by plotting the yields of otherwise comparable fixed-income securities against
their terms of maturity. Typically, yields increase as maturities lengthen. The rate of that increase determines the
"steepness"” or "flatness" of the yield curve. Ordinarily, a steepening (or flattening) of the yield curve is taken to
suggest that short-term interest rates are expected to rise (or fall).



