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NOTES
Numbers in the text and tables of this report may not add to totals because of rounding.

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

The figures in Chapter 5 indicate periods of recession by using shaded vertical bars. The bars extend
from the peak to the trough of the recession.

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

s requested by the Senate Committee on Ap-
A propriations, the Congressional Budget Office

(CBO) has estimated the effects of the Presi-
dent's budgetary proposals for fiscal year 2000 using
its own economic and technical assumptions.

The President's Budgetary
Policies

Robust economic growth in the recent past and the
prospect of continued growth for the foreseeable fu-
ture have produced a favorable fiscal outlook. Total
budget surpluses are now projected until well into the
next century. The positive outlook arises because un-
der current tax and spending policies, revenues are
expected to grow at an average annual rate of 4.2 per-
cent over the next decade compared with a projected
3.2 percent rate of growth for outlays.

Budgeting is a process of establishing priorities
in the context of limited resources. It may seem that
the existence of surpluses eases the restraint of limited
resources and reduces the necessity for comprehensive
budgeting. Neither is the case. The projected sur-
pluses are, at best, temporary because the approaching
retirement of the baby boomers will ultimately turn
surpluses into deficits. Even under the most favorable
conditions, Social Security and Medicare will consume
ever-larger proportions of the federal budget.

In both the near and long term, choices must be
made. The projected surpluses can be used for only
three purposes: they can be saved (that is, used to pay

down debt held by the public), spent on government
programs, or used to reduce taxes. Over the next 10
years, the President proposes to save approximately
two-thirds of the surpluses, spend a little more than
the remainder, and finance the extra spending by a net
increase in taxes.

CBO traditionally measures the impact of the
President's budget by comparing the financial outcome
of his proposals to the budget baseline, which assumes
that current policies and laws are unchanged. Under
the baseline, the cumulative total budget surpluses
over the next 10 years will amount to $2.6 trillion,
nearly all of which would be used to reduce the debt
held by the public. By CBO's estimates, the Presi-
dent's budget proposes, instead, to save 55 percent, or
$1.4 trillion, of the projected surplus over the next 10
years: Of the remaining $1.2 trillion, $0.9 trillion
would be spent on government programs and $0.3 tril-
lion would be used to purchase private equities to be
held by the Social Security trust funds.

Both the reductions in the debt held by the public
and the proposed purchases of private equities ($0.3
trillion) would increase national savings. That net re-
duction in liabilities, therefore, represents another
measure of the amount of the federal budget surpluses
that are "saved." Using that measure, CBO estimates
that the President's budget would save 66 percent, or
$1.7 trillion, of the projected surplus over the next 10
years.

1.  Another way to determine how much of the surplus is saved is to com-
pare the proposed changes in debt held by the public both with and
without the proposed policies, but the percentage difference is almost
the same.
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That amount, however, is less than the $1.8 tril-
lion baseline Social Security surplus. Since the pro-
posed policies would not save the entire Social Secu-
rity surplus, they would also not provide any savings
that could be made available for Medicare.

The mechanism by which the President proposes
to save the surplus is a transfer of nonmarketable
Treasury securities to both the Social Security and the
Medicare Hospital Insurance trust funds. Under con-
ventional budgeting rules, the transfers themselves
have no effect on the surplus. The President proposes,
instead, a fundamental revision of how spending is
measured and reflected in the federal budget. The
change in decades-old budget concepts would have the
effect of eliminating the surpluses that would be re-
portedunder traditional budgetary amnting. The
rationale forsuch an accounting change has been ar-
ticulated as increasing the likelihood that the surplus
will be "saved." If implemented, such an accounting
change could be reversed in the future, although em-
bedding the mechanism in the popular programs of
Social Security and Medicare could make such a re-
versal more difficult. In any event, surpluses will ulti-
mately be saved only if future Administrations and
Congresses do not use them to expand spending or cut
taxes—not by accounting changes.

With or without the accounting change, the pro-
posed transfers would extend the dates of insolvency
of the Social Security and Hospital Insurance trust
funds. Inthe absence of any other action, the transfers
would not alter the fact that higher taxes or lower gov-
ernment spending will eventually be required. Accord-
ing to the Administration, the commitment of future
general funds would be sufficient to eliminate approxi-
mately one-half of the long-run shortfall in the Social
Security system.

However, extending the projected life of the trust
funds neither requires nor guarantees that the sur-
pluses are actually saved. The President's budget rec-
ognizes that the trust fund balances do not consist of
assets in a bank account, to be drawn down in future
times of need:

These balances are available to finance fu-
ture benefit payments and other trust fund
expenditures—but only in a bookkeeping
sense. These funds are not set up to be

pension funds, like the funds of private pen-
sion plans. They do not consist of real eco-
nomic assets that can be drawn down in the
future to fund benefits. Instead, they are
claims on the Treasury that, when re-
deemed, will have to be financed by raising
taxes, borrowing from the public, or reduc-
ing benefits or other expenditures. The ex-
istence of large trust fund balances, there-
fore, does not, by itself, have any impact on
the Government's ability to pay benefits.

As with previous budgets—from this and other
Administrations—many of the more difficult policy
choices in the fiscal year 2000 budget are unspecified
or left for the future. Although the President recog-
nizes the need to reform Social Security and Medicare,
he does not include proposals for either. He endorses
expansions of benefits for both programs without
specifying either the policy or how to pay for them.
Despite embracing the concept of saving the Social
Security surplus, the President's budget does not pro-
pose to save all of it until sometime after 2009.

More immediately, the President proposes to in-
crease discretionary spending for 2000 significantly
above the amounts allowed under the statutory caps on
such spending. CBO estimates that the President's
proposals would exceed the statutory caps on discre-
tionary spending by $30 billion in 2000, some of
which he proposes to offset by increasing revenues
and cutting spending in mandatory programs such as
Medicare. Discretionary outlays under the President's
proposals would increase as a percentage of gross do-
mestic product in 2000 but would decline in succeed-
ing years.

The Administration describes its request for na-
tional defense as a substantial increase in funding
compared with that proposed in last year's budget.
But compared with the CBO baseline that projects the
1999 funding level (including emergency appropria-
tions) adjusted for inflation, its request represents a
decrease. In addition, CBO estimates that outlays un-
der the President's budget for defense programs in

2. Budget of the United States Government, Fiscal Year 2000: Analyti-
cal Perspectives. 337.
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2000 will be nearly $10 billion higher than the Admin- for 2000) that are to be enacted whether or not
istration estimates. agreement is reached on reforming Social Secu-
rity;

0 Proposals that are contingent on adopting what

CBOQO's Estimates of the the_rreiident cal(;s his framework for Social Se-
: : curity reform; an
President's Proposals ’

0 Additional proposals that are mentioned in the
The proposals in the fiscal year 2000 budget fall into budget submission or the State of the Union ad-
three categories: dress but are not included in the budget numbers.

o Agroup of basic policy proposals (includingrec-  Although a few of the estimates in the President's bud-
ommended levels of discretionary appropriations  get extend for 15 years, the Administration provides

Summary Table 1.
CBO Estimate of the Effect on the Surplus of the President's Budgetary Policies
(By fiscal year, in billions of dollars)

2000-
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2004

Baseline Total Budget Surplus® 111 133 156 212 213 239 263 309 338 358 383 952

Effect on the Surplus of the
President’s Budgetary Policies
Excluding Social Security

Framework Proposals® -1 20 _-7 14 -1¢v 15 -7 _-2 _c¢ _-5 _-4 -73
Surplus Under the President’s

Budgetary Policies Excluding

Social Security Framework

Proposals 109 113 149 198 196 224 255 307 338 353 379 880

Effect on the Surplus of the
President’s Social Security

Framework Proposals® -109 -131 -146 -156 -171 -364

o
'
w
N
'
(o]
o
'
(o]
(o]
'
(o]
J
'
(o]
(o]

Surplus or Deficit (-) Under the
President’s Budgetary Policies
Including Social Security
Framework Proposals

Total Budget 109 80 89 110 109 128 146 176 192 198 208 516
On-budget -7 -126  -116 -124 -137 -146 -156 -166 -189 -223 -251 -648
Off-budget 127 206 205 234 245 274 301 342 381 421 459 1,164

SOURCE: Congressional Budget Office.

a. Assumesthatdiscretionary spending will equal the statutory caps on such spending in 2000 through 2002 and will increase atthe rate of inflation
thereafter.

b. See Chapter 1 for details.
c. Less than $500 million.

d. See Chapter 2 for details.
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no details about its policies after 2009. Likewise,
CBO's analysis covers 10 years.

CBO estimates that the Administration's budget
—including both the basic policies and the Social Se-
curity framework—would reduce projected surpluses
by $53 billion in 2000 and a total of $436 billion
through 2004. Those figures do not include the addi-
tional proposals that the Administration has not
clearly specified.

Under its basic policies, the Administration
would increase discretionary spending above the levels
allowed by the current statutory caps on such spend-
ing. It would pay for that increase by raising revenues
and cutting mandatory spending. CBO estimates,
however, that the increase in discretionary spending

would be only partly offset by the higher revenues and
lower mandatory spending. In 2000, the basic policies
would reduce the surplus by $20 billion compared

with CBO's current-policy projections (see Summary

Table 1). Over the 2000-2004 period, the Administra-

tion's basic policies would reduce the projected sur-
pluses by a total of $73 billion.

The President's budget also contains several pro-
posals that are contingent on a legislative agreement to
delay the insolvency of the Social Security trust funds.
Those proposals include further increasing defense and
nondefense discretionary spending, subsidizing new
Universal Savings Accounts, making transfers from
the general fund to the Social Security and Medicare
trust funds, and using about one-fifth of the transfers
to Social Security to purchase corporate stock. In

Summary Table 2.

CBO Estimate of Debt Held by the Public and Corporate Stock Held by Social Security
Under the President's Budgetary Policies Including the Social Security Framework

(By fiscal year, in billions of dollars)

1999 2000 2001

2002

2003 2004 2005 2006 2007 2008 2009

Federal Debt Held by the Public

Under CBO'’s Baseline Projections 3,628 3,512 3,372
Effect of the President’s Budget-
ary Policies on Federal Debt Held

by the Public 1 53 119

3,176

220

2,979 2,756 2,508 2,212 1,886 1,540 1,168

323 432 548 679 823 982 1,155

Federal Debt Held by the Public
Under the President’s Budgetary
Policies 3,630 3,565 3,491
Value of Corporate Stock Held by

Social Security Under the

President’s Budgetary Policies 0 19 36

3,396

60 85

3,302 3,189 3,055 2,891 2,710 2,522 2,324

118 156 204 262 331 413

Federal Debt Held by the Public
Net of Corporate Stock Held by
Social Security 3,630 3,546 3,455
Memorandum:

Net Change in Debt Held by the

Public and Corporate Stock Held

by Social Security 1 35 83

3,336

161

3,217 3,071 2,899 2,687 2,448 2,191 1911

238 314 392 475 562 651 742

SOURCE: Congressional Budget Office.

NOTE: All amounts refer to debt or stock held at the end of the fiscal year.
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total, those policies (the President's Social Security
framework) would reduce the surplus by another $32
billion in 2000, more thar$360 billion over the
2000-2004 period, and almost $1.1 trillion over the
next 10 years.

Because the transfers from the general fund to
the Social Security trust funds would be intragov-
ernmental, they would have no effect on total federal
spending, revenues, or surpluses. They would, how-
ever, delay the projected date on which the Social Se-
curity trust funds will become insolvent. The Admin-
istration estimates that its Social Security framework
would postpone the exhaustion of those trust funds
from 2032 to 2055. CBO is unable to confirm that
claim, however.

The President's proposals include various
changes to the Medicare program, some of which
would extend coverage to new groups of people and
others of which would reduce spending. Overall, CBO
estimates, the President's basic Medicare policies
would save about $9 billion in mandatory spending

through 2004 and $19 billion through 2009. As for

recent trends in the program, CBO believes that last
year's dramatic slowdown in the growth rate of Medi-

care spending will prove temporary. It projects that
spending will grow at an annual rate of more than 7
percent over the next decade.

In the area of national defense, the President's
budget calls for increasing pay and benefits for mili-
tary personnel and spending more on peges pro-
curement, among other changes. Those proposals
would increase the defense budget by a total of $112
billion over the next six years compared with the Ad-
ministration's request of a year ago. However, the
President's proposals would produce a decline in fund-
ing compared with the CBO baseline that projects the
1999 funding level (including emergency appropria-
tions) adjusted for inflation.

The economic assumptions that underlie the
President's budget are similar to those of CBO through
2004. Both CBO and the Administration are project-
ing much slower economic growth in 1999 and 2000

Summary Figure 1.
Debt Held by the Public

Trillions of Dollars

2000 2001 2002 2003 2004

|:| President's Budget

SOURCE: Congressional Budget Office.

NOTE: All amounts refer to debt or stock held at the end of the fiscal year.

2005

President's Budget Net
of Social Security Equities

2006 2007

. CBO Baseline

2008 2009
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than in recent years (as are most private-sector fore-
casters). They are also projecting little change in in-
terest rates in the shortrun. CBQO's economic assump-
tions result in higher projections of both revenues and
outlays than the Administration's assumptions do, but
the budgetary effects of those projections are largely
offsetting. Thus, differences in economic assumptions
account for little of the difference between CBO's and
the Administration's projections of the budget surplus.

In conjunction with its analysis of the President's
budget, CBO has updated its estimates of revenues
and outlays under current policies. Under the baseline
scenario, CBO estimates that annual surpluses will
rise from $111 billion this year to $383 billion 10
years from now. If such surpluses materialize, they
will equal nearly 3 percent of gross domestic product
by 2009.

To the extent that the federal government runs
budget surpluses, it can pay down the amount of fed-
eral debt held by the public. CBO projects that under
current laws and policies, debt held by the public
would decline from $3.6 trillion at the end of 1999 to
$1.2 trillion in 2009 (see Summary Table 2 and Sum-
mary Figure 1). Under the President's policies, by
contrast, debt held by the public would decline only to

an estimated $2.3 trillion in 2009. At that point, debt
held by the public minus Social Security's holdings of
corporate stock would total $1.9 trillion, or nearly
$750 billion more than in CBO's baseline. The esti-
mated reduction in debt held by the public under the
President's policies amounts to 53 percent of the re-
duction that CBO estimates would result if current
policies remained the same. Adjusting for the value of
the corporate stock that Social Security would hold,
the drop in debt held by the public would equal 70 per-
cent of the baseline reduction.

The Administration indicates that it will work
with the Congress to develop additional proposals to
keep Social Security solvent for the next 75 years. In
the context of those changes, the President has ex-
pressed a desire to eliminate Social Security's retire-
ment earnings test and to reduce the poverty rate
among elderly widows and other groups of elderly
people. In his State of the Union message, the Presi-
dent also suggested adding a prescription drug benefit
to Medicare. Because the Administration has not pro-
vided any detailed description of those additional pro-
posals, CBO cannot estimate how much they would
cost. Consequently, they are notincluded in this anal-
ysis.



Chapter One

The President's Basic Policy Proposals

dent’s budget for 2000 (excluding proposals

that are contingent on adoption of Social Secu-
rity reform) would boost outlays by a net $124 billion
over the 2000-2004 period, the Congressional Budget
Office (CBO) estimate’. Over the same period, the
President’s basic policies would increase revenues by
$52 billion. Nearly all of the increase in outlays, $116
billion, would result from higher discretionary spend-
ing—the one-third of federal spending that is subject
to annual appropriations by the Congress.

The basic spending policies proposed in the Presi-

Under the President’s proposals, total discretion-
ary spending will increase above the levels allowed
under the existing statutory caps on such spending.
The budget proposes increases in revenues and reduc-
tions in mandatory spending that the Administration
claims are sufficient to offset the growth in discretion-
ary spending. However, CBO estimates that the Ad-
ministration’s revenue and mandatory spending sav-
ings are not large enough to offset the reduction in the
surplus caused by the increases in discretionary out-
lays. Furthermore, under current law, the proposed
savings would not count as offsets for determining
compliance with the discretionary caps.

The President’s request for discretionary appro-
priations will result in outlays that exceed the existing
statutory caps by almost $33 billion in 2000 alone,
according to CBO'’s estimate (see Table 1-1). Under
CBO'’s assumptions, the proposed policy changes af-
fecting revenues and mandatory spending will offset

1. Thatfigure is relative to CBO'’s baseline, which assumes that current
laws remain unchanged and that discretionary outlays are held to the
levels of the existing spending caps for 2000 through 2002 and grow
at the rate of inflation thereafter.

less than $13 billion of the increase in discretionary
spending in 2000. Thus, the surplus will decline rela-
tive to CBO’s baseline by $20 billion in that year. Net
changes in revenues and mandatory spending will off-
set an estimated $44 billion of the $116 billion discre-
tionary increase relative to CBO’s baseline in 2000
through 2004, producing a cumulative reduction in the
surplus of $73 billion over that period.

Spending Proposals

Under the President’s budget excluding the Social Se-
curity framework proposals, CBO estimates that fed-
eral spending would rise from $1.7 trillion in 1999 to
nearly $2.0 trillion in 2004, an average increase of 2.9
percent a year. (The proposals in what the President
calls his framework for Social Security reform are
contingent on a legislative agreement that would ex-
tend the life of the Social Security trust funds. See
Chapter 2 for levels of spending under the President’s
budget including those proposals.) As a share of gross
domestic product (GDP), outlays would decline from
19.5 percent in 1999 to 18.2 percent in 2004 (see
Table 1-2).

Most of the decline in spending as a percentage
of GDP is a result of declining net interest costs and
relatively slow growth in discretionary spending. The
government’s netinterest expenses are projected to fall
as budget surpluses permit the debt held by the public
to be paid down. Discretionary spending also declines
between 1999 and 2004 as a percentage of GDP, but
only after increasing slightly in 2000. Mandatory
spending other than net interest—primarily for Medi-
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care and Medicaid—would continue to rise as a share

of the nation’s output.

Discretionary Spending

The President’s request for discretionary budget au-
thority for fiscal year 2000 totals $564 billion—$282
billion for defense and $282 billion for nondefense
programs (see Table 1-3). (The Administration is also
requesting approximately $34 billion in obligation lim-

its that control spending for discretionary transporta-
tion programs but do not count as budget authority.)
Although the requested budget authority is $3 billion
below the inflation-adjusted 1999 level of total appro-
priations excluding funding for emergencies and the
International Monetary Fund (IMF), CBO estimates
that outlays would be $7 billion higher (about $2.5
billion in defense and around $4.5 billionnonde-
fense programs) than the outlays that would result
from providing an appropriation for each account
equal to the 1999 appropriation adjusted for inflation.

Table 1-1.

Comparison of CBO’s Baseline with Its Estimate of the President’s Budget Excluding
the Social Security Framework (By fiscal year, in billions of dollars)

2000- 2000-
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2004 2009
Baseline

Revenues 1815 1,870 1,930 2,015 2,091 2,184 2,288 2,393 2,500 2,611 2,727 10,090 22,607
Outlays

Discretionary 574 573 573 568 583 598 614 630 646 663 680 2,894 6,127

Mandatory 1,130 1,164 1,202 1,234 1,295 1347 1411 1454 1516 1590 1664 6,243 13,878

Subtotal 1,704 1,737 1,775 1,802 1,878 1,946 2,025 2,083 2,162 2,253 2,344 9,137 20,004

Surplus 111 133 156 212 213 239 263 309 338 358 383 952 2,603

Estimate of the President’s Budget Excluding Social Security Framework Proposals

Revenues 1814 1,881 1,941 2,025 2,101 2,194 2,298 2,400 2,507 2,620 2,737 10,141 22,703
Outlays

Discretionary 575 605 590 590 606 619 628 636 649 673 689 3,011 6,286

Mandatory 1,129 1,163 1,203 1,236 1,299 1350 1415 1457 1520 1594 1669 6,251 13,906

Subtotal 1,705 1,768 1,792 1,827 1,905 1,970 2,043 2,093 2,169 2,267 2,358 9,262 20,191

Surplus 109 113 149 198 196 224 255 307 338 353 379 880 2,512

Difference

Revenues a 11 11 11 10 9 10 7 7 9 10 52 96
Outlays

Discretionary 1 33 17 22 23 21 14 6 3 10 9 116 159

Mandatory -1 -1 _a 2 4 3 3 4 4 4 S _8 28

Subtotal 1 31 18 25 27 24 18 10 7 14 14 124 187

Surplus -1 -20 -7 -14 -17 -15 -7 -2 a -5 -4 -73 -91

SOURCE: Congressional Budget Office.

a. Less than $500 million.
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Table 1-2.
CBO Reestimate of the President’s Budget Excluding the Social Security Framework (By fiscal year)

Actual
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

In Billions of Dollars

Revenues 1,722 1,814 1,881 1,941 2,025 2,101 2,194 2,298 2,400 2,507 2,620 2,737
On-budget 1,306 1,368 1,413 1,453 1,519 1573 1,644 1,721 1,798 1,879 1,965 2,056
Off-budget 416 446 468 488 506 527 550 577 602 628 654 681

Outlays
Discretionary spending 555 575 605 590 590 606 619 628 636 649 673 689
Mandatory spending 939 978 1,026 1,083 1,141 1,211 1,279 1,364 1,427 1,514 1,613 1,715
Offsetting receipts -84 -78 -82 -89 -101 -97 -102 -109 -114 -121 -128 -136
Net interest 243 229 218 _208 _197 _185 _173 _160 _144 128 _109 90

Total 1,653 1,705 1,768 1,792 1,827 1,905 1,970 2,043 2,093 2,169 2,267 2,358
On-budget 1336 1,385 1,438 1,449 1,474 1539 1,591 1,650 1,685 1,745 1,825 1,895
Off-budget 317 320 330 343 353 366 379 393 408 424 441 463

Deficit (-) or Surplus 69 109 113 149 198 196 224 255 307 338 353 379
On-budget -30 -17 -25 4 45 34 53 71 113 134 140 160
Off-budget 99 127 138 145 153 162 171 184 194 204 213 218

Debt Held by the Public 3,720 3,629 3,532 3,399 3,215 3,035 2,825 2,582 2,287 1,960 1,617 1,247

As a Percentage of GDP

Revenues 205 20.7 207 205 204 203 202 203 202 202 202 202
On-budget 155 156 155 153 153 152 152 152 152 152 152 152
Off-budget 4.9 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.0

Outlays
Discretionary spending 6.6 6.6 6.7 6.2 6.0 5.9 5.7 55 5.4 5.2 5.2 5.1
Mandatory spending 1.2 112 113 114 115 117 118 120 120 122 125 127
Offsetting receipts -t0 09 09 09 -10 09 09 -10 -10 -10 -10 -0
Net interest 2.9 2.6 24 2.2 2.0 1.8 1.6 14 12 1.0 0.8 0.7

Total 19.7 195 194 189 184 184 182 18.0 177 175 175 174
On-budget 159 158 158 153 149 149 147 146 142 141 141 140
Off-budget 3.8 3.6 3.6 3.6 3.6 35 35 35 3.4 3.4 3.4 3.4

Deficit (-) or Surplus 0.8 1.2 1.2 1.6 2.0 1.9 2.1 2.3 2.6 2.7 2.7 2.8
On-budget -04 -02 -03 a 0.5 0.3 0.5 0.6 1.0 11 1.1 1.2
Off-budget 1.2 14 15 15 15 1.6 1.6 1.6 1.6 1.6 1.6 1.6

Debt Held by the Public 443 414 388 359 325 293 261 228 193 158 125 9.2

Memorandum :

Gross Domestic Product

(Billions of dollars) 8,404 8,762 9,095 9,476 9,904 10,358 10,837 11,337 11,855 12,391 12,946 13,521

SOURCE: Congressional Budget Office.

NOTE: For revenues and outlays under the President’s budgetary policies including the Social Security framework proposals, see Table 2-3 on
page 26.

a. Lessthan 0.05 percent.
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Table 1-3.
CBO Estimate of the President’s Discretionary Spending Proposals for Fiscal Year 2000
Compared with Various Benchmarks (In billions of dollars)

Including Amounts for 1999 Excluding Amounts for 1999
Emergencies Emergencies®
Budget Authority
CBO Estimate of Discretionary Spending in the President’s Budget 564 564
Amount to Preserve 1999 Real Resources
Defense 290 281
Domestic and international® 287 279
Violent crime reduction 6 6
Mass transit 1 1
Total 583 567
Budget minus amount to preserve 1999 real resources -19 -3
Amount to Freeze 1999 Dollar Resources®
Defense 281 273
Domestic and international® 275 267
Violent crime reduction 6 6
Mass transit 1 1
Total 563 547
Budget minus amount to freeze 1999 dollar resources 1 17
Outlays
CBO Estimate of Discretionary Spending in the President’s Budget 605 605
Amount to Preserve 1999 Real Resources
Defense 286 282
Domestic and international 284 281
Violent crime reduction 5 5
Highways 25 25
Mass transit _5 _5
Total 605 598
Budget minus amount to preserve 1999 real resources d 7
Amount to Freeze 1999 Dollar Resources®
Defense 280 276
Domestic and international 279 277
Violent crime reduction 5 5
Highways 25 25
Mass transit _5 _5
Total 594 587
Budget minus amount to freeze 1999 dollar resources 11 18

SOURCE: Congressional Budget Office.
a. In1999,$16 billionin appropriations was designated as emergency spending. The totals here exclude the estimated budget authority and outlays
that result from assuming that those appropriations are repeated in 2000.

b. In1999, an appropriation of $18 billion was provided for the International Monetary Fund to meet a periodic commitment for which funding was last
provided in 1993. Such appropriations resultin no outlays. The domestic and international totals here exclude the estimated budget authority that
results from assuming that the appropriation is repeated in 2000.

c. Amounts to freeze 1999 dollar resources include no adjustment for inflation.

d. Less than $500 million.
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The outlays resulting from the President’s plan would
be $18 billion higher than those that would result from
freezing discretionary budget authority at the 1999
dollar level in 2000 (excluding emergency and IMF

funding), with the excess equally divided between de-
fense and nondefense programs.

After taking into account adjustments to the caps
(primarily for emergency appropriations) that would
be required under current law if the President’s pro-
posals were enacted, CBO estimates that the Presi-
dent’s discretionary spending in 2000 would exceed
the caps by $22 billion in budget authority and $30
billion in outlays (see Table 1-4). The President pro-

poses to change current rules to allow a number of
revenue and mandatory spending proposals to count as
offsets to discretionary spending (see Box 1-1). Under
the Administration’s assumptions, those offsets would
keep discretionary spending from exceeding the caps.
CBO, however, estimates that discretionary spending
would still exceed the cap for budget authority by $5
billion and the cap for outlays by $14 billion.

In all, the discretionary budget authority that the
President proposes for 2000 is $9 billion, or 1.6 per-
cent, higher than the amount enacted for 1999 (see
Table 1-5). However, the 1999 levels include almost
$16 billion in budget authority designated as emer-

Table 1-4.

Discretionary Caps and Proposed Spending for Fiscal Year 2000 (In billions of dollars)

Administration CBO Minus
CBO Estimate Estimate Administration
Budget Budget Budget
Authority Outlays Authority Outlays Authority Outlays

Baseline Caps?® 537 573 538 574 -1 -2
Adjustments Under Current Law
If President’s Proposals Are Enacted _5 _3 _b _b 5 3
Caps with Current-Law Adjustments 542 575 538 574 4 1
President’s Budget Request® 564 605 556 592 8 14
President’s Budget Request Minus
Baseline Caps 27 33 18 17 9 16
President’s Budget Request Minus
Adjusted Caps 22 30 18 17 4 13
Offsets That Would Require a
Change in Law -17 -17 -18 -18 1 1
President’s Budget Request Net
of Offsets 547 589 538 574 9 15
President’s Budget Request Net
of Offsets Minus Adjusted Caps 5 14 c -1 5 14

SOURCES: Congressional Budget Office; Office of Management and Budget.

a. Includes an upward adjustment for mass transit budget authority that is not subject to the caps.

b. The Administration’s baseline caps include adjustments that the Administration assumes will be made if the President’s proposals are enacted.

c. Less than $500 million.
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gency spending. If the emergency budget authority is
removed from the enacted 1999 level, the President’s
request for 2000 is $21 billion, or 4.0 percent, above
the previous year's appropriation.

The largest proposed increase in budget authority
is for education and training. Under the President’s
budget, such programs would recei$B.6 billion
more in budget authority in 2000 than they received in
1999. Most of that jump, however, is simply the re-
sult of a change in the timing of appropriations for
grants to local education agencies to improve aca-
demic performance and to target high-poverty schools.

By CBO'’s estimate, outlays in 2000 under the
President’s basic proposals would be $31 billion, or
5.4 percent, higher than in the current year. Outlays
for national defense are projected to rise by $10 bil-

lion, mostly as a result of spending from appropria-
tions (including emergencies) enacted in prior years.
A variety of other budget functions are projected to
show increases in outlays, also, in part, because of the
spendout of previously enacted budget authority.

Mandatory Spending

Proposed changes in mandatory programs would re-
duce outlays by $1 billion in 2000 but increase them
by $8 billion over the 2000-2004 period (see Table
1-6). Additional funding for child care ($1 billion in
2000 and $9 billion in 2000 through 2004) represents
the budget's largest proposed increase in mandatory
spending. Proposed changes in Medicaid would in-
crease spending by $1 billion a year by 2003. Propos-

The President’s budget proposes offsets to discretion-
ary spending in 2000 that would require a change in

rules to be so counted. The proposed offsets, as esti-
mated by the Congressional Budget Office, are the

following:

o] Savings of $2 billion in direct spending pro-
grams (including $1.1 billion for Medicare) that
would be enacted in authorizing legislation.
Under current rules, savings in direct spending
count as offsets to discretionary spending only if
they are enacted in appropriation acts.

o A $1 billion increase in offsetting receipts to the
Military Retirement Trust Fund, the result of
changes in military retirement benefits. Under
current rules, such increases are minted as
savings in either direct or discretionary spend-
ing because the increase in receipts reflects an
increase in the long-term liabilities of the trust
fund.

0  An $11 billion increase in revenues that would
be enacted in bills other than appropriation acts.

Box 1-1.
Offsets to Discretionary Spending in Fiscal Year 2000
Proposed in the President's Budget

CBO believes that current rules do not allow
revenue changes to be counted as offsets to difs-
cretionary spending under any circumstance)
although the Administration has so counted
them when they are enacted in anrappiation
act.

o] The elimination of the current $3 billion pay-as-
you-go balance for fiscal year 2000. Under cur
rent rules, eliminating the balance would not bq
counted as either direct or discretionary spend
ing because that balance does not directly affe
budget authority or outlays.

—~

The Administration estimates that these itemd
would offset $18 billion in disa&tionary outlays.
CBO estimates that undeurcent rules they would
not offset discretionary spending at all. Assuming
that the rules were changed to allow the items tp
count as offsets, CBO estimates that they would tota
$17 billion and that net discretionary spending pro;
posed by the President would exceed the adjusted Bal-
anced Budget and Emergency Defi€bntrol Act
limits on outlays by $14 billion.
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Table 1-5.
CBO Estimate of the President's Discretionary Spending Proposals, by Budget Function
(By fiscal year, in billions of dollars)

1999 2000 Change from
(Enacted) (Proposed) 1999 to 2000
Budget Budget Budget

Function Authority  Outlays  Authority Outlays  Authority Outlays
National Defense 280.1 274.2 281.7 284.5 1.6 10.2
International Affairs® 215 18.7 21.3 20.4 -0.3 1.7
General Science, Space, and Technology 18.8 18.2 19.2 18.7 0.4 0.5
Energy 3.0 3.2 29 3.3 -0.1 0.1
Natural Resources and Environment 235 22.7 24.0 23.7 0.5 1.1
Agriculture 4.3 4.3 4.4 4.3 b b
Commerce and Housing Credit 3.5 3.2 4.9 5.2 1.4 2.1
Transportation 14.4 42.0 14.7 45.6 0.2 3.6
Community and Regional Development 10.1 11.8 11.6 11.3 15 -0.5
Education, Training, Employment, and Social Services 46.6 46.0 52.1 49.8 5.6 3.8
Health 30.1 26.8 30.9 28.9 0.8 2.2
Medicare 3.0 2.8 29 2.9 -0.1 0.1
Income Security 33.1 40.6 32.0 42.9 -1.0 2.3
Social Security 3.2 3.3 3.2 3.3 0.1 b
Veterans Benefits and Services 19.3 19.1 19.3 19.3 b 0.2
Administration of Justice 26.1 24.3 26.3 26.4 0.2 2.0
General Government 14.3 12.9 12.7 13.5 -1.6 0.7
Allowances for Emergencies and Other Needs 0 0 0 1.4 0 1.4
Undistributed Offsetting Receipts 0 0 _-0.2 -0.2 -0.2 -0.2

Total 555.0 574.1 564.0 605.3 9.1 31.2
Memorandum :
Emergency Funding® 15.8 5.7 3.6 6.1 -12.2 0.4
Total Excluding Emergency Funding 539.1 568.4 560.4 599.3 21.3 30.9

SOURCE: Congressional Budget Office.

a. Excludes $18 billion in budget authority appropriated in 1999 for the International Monetary Fund.

b. Less than $50 million.

c. For1999, the amounts shown reflect enacted appropriations designated as emergencies and their resulting outlays. For 2000, budget authority

represents the amount proposed by the President for thatyear. Outlays in 2000 are those estimated to result from emergency appropriations that
were enacted in 1999 as well as from additional emergency appropriations proposed for 1999 and 2000 in the President’s budget.

als regarding Supplemental Security Income would addition, offsetting receipts would rise by $6 billion in
add $1 billion in 2000 through 2004, and changesina 2000 through 2004 because proposed hikes in military
variety of other programs would boost spending by an  and federal civilian employee pay and military retire-
additional $7 billion during that period. ment benefits would trigger increases in agency (em-
ployer-share) payments to the military and civil ser-
Although mandatory spending as awholerisesin vice retirement funds. That estimate reflects the
the President’s budget, some programs would face funds’ receipts; increased payments to the funds are
reduced funding. For instance, proposals to alter the reflected in estimates of discretionary appropriations
Medicare program would reduce spending by $1 bil- for civilian and military personnel costs. A new har-
lion in 2000 and $9 billion in 2000 through 2004. In  bor maintenance fee would increase offsetting receipts
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Table 1-6.

CBO Estimate of the Effect on Outlays of the President’s Spending Proposals Excluding the Social

Security Framework (By fiscal year, in billions of dollars)

1999 2000 2001

2000- 2000-

2002 2003 2004 2005 2006 2007 2008 2009 2004 2009

Discretionary 1 33
Mandatory
Child care 0 1
Medicaid 0 a
Medicare 0 -1
Supplemental Security
Income 0 a

Employer share of

employee retirement 0 -1
Customs user fees 0 0
Harbor maintenance fees 0 a
Net interest a a
Other _a _a

Subtotal -1 -1
Total 1 31

17

22

23

21 14 6 3 10 9 116 159
3 3 3 3 3 3 9 23
1 1 2 2 2 3 2 12

-2 -2 -2 -2 -2 -3 -9 -19
a 1 1 1 1 2 1 7
-1 -2 -2 -2 -2 -3 -6 -17
-1 -1 -2 -2 -2 -2 -1 -10
-1 -1 -1 -1 -1 -1 -4 -9
3 4 4 4 5 5 9 31

41 1 i a2 @& _8 _10

3 3 4 4 4 5 8 28

24 18 10 7 14 14 124 187

SOURCE: Congressional Budget Office.

a. Less than $500 million.

by $5 billion over the same period, but repealing the
existing harbor maintenance tax would reduce reve-

nues by $3 billion.

Revenue Proposals

The President has proposed a number of changes in
tax laws that together would produce a net increase in

revenues of $11 billion in 2000 and $96 billion in

2000 through 2009 (see Table 1-7). The proposals

that would raise taxes would add $176 billion to reve-
nues, with 40 percent of that amount coming from

higher tobacco taxes. Other provisions that push up
revenues include a change in the sale-source rules for

multinational firms.

Other types of proposals would reduce revenues
by $80 billion in 2000 through 2009. Revenue-reduc-
ing provisions include proposals for a new tax credit

to assist taxpayers with long-term health care needs,
an increase in the credit for child and dependent care,
and elimination of the harbor maintenance tax. In ad-
dition, as part of the Social Security framework, the
President’s recommendation to establish Universal
Savings Accounts would further reduce revenues (see
Chapter 2 for details).

Provisions That Increase Revenues

The President has proposed an assortment of changes
that would raise revenues. EXxcise taxes on tobacco,
air travel, and petroleum would provide more than half
ofthose revenues. Increases in corporate income taxes
would account for much of the remainder.

Tobacca The President’'s budget includes an addi-
tional $7 billion per year fromincreases in the tobacco
excise tax. Under current law, the tax on cigarettes
will increase from 24 cents per pack to 34 cents in
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Table 1-7.
CBO Estimate of the President’'s Revenue Proposals Excluding the Social Security Framework
(By fiscal year, in billions of dollars)

2000- 2000-
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2004 2009

Provisions That
Increase Revenues
Increase tobacco taxes  -0.1 8.4 7.4 7.0 6.8 6.8 6.8 6.7 6.7 6.7 6.6 364 699
Change sales-source
rules for multi-
national firms a 0.9 1.8 1.9 2.0 21 2.2 2.4 2.5 2.7 2.8 88 214
Modify rules for
capitalizing life
insurance costs 0 0.3 1.0 0.9 0.8 0.8 0.9 1.4 1.3 1.1 1.0 3.7 9.5
Modify rules for
corporate-owned
life insurance 0 0.2 0.4 0.4 0.4 0.4 0.5 0.5 0.5 0.5 0.6 1.8 4.4
Convert Airport and
Airway Trust Fund

taxes to user fees 0 1.1 1.2 1.1 1.0 0.9 0.8 0.7 0.6 0.4 0.2 5.3 8.0
Reinstate Superfund
excise taxes a 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.8 0.8 3.6 7.3

Reinstate environ-
mental tax on

corporations 0 0.9 0.6 0.6 0.6 0.6 0.6 0.7 0.7 0.7 0.7 3.3 6.7
Eliminate non-
business valuation
discounts 0 0.2 0.5 0.5 0.5 0.6 0.6 0.7 0.7 0.8 0.8 2.4 5.9
Other 61 _29 _40 _40 39 41 56 _37 _44 50 54 189 _431
Subtotal a 157 175 171 168 170 187 175 182 18.6 189 84.2 176.2

Provisions That
Reduce Revenues
Assist taxpayers with
long-term care
needs o 01 -11 -13 -14 -15 -16 -16 -16 -16 -16 -54 -134
Increase child and
dependent care

tax credit 0 -0.2 -1.2 -1.3 -1.3 -1.4 -1.4 -1.4 -1.4 -1.4 -1.4 -5.4 -12.4
Provide tax credits

for school bonds 0 -0.1 -0.4 -0.7 -0.9 -1.0 -1.1 -1.1 -1.1 -1.1 -1.1 -3.1 -8.4
Eliminate harbor

maintenance tax 0 -0.4 -0.5 -0.5 -0.6 -0.6 -0.7 -0.7 -0.8 -0.8 -0.9 -2.6 -6.4

Extend Puerto Rico
economic activity

tax credit a -0.1 -0.1 -0.1 -0.1 -0.2 -0.2 -0.8 -1.6 -1.9 -1.2 -0.7 -6.4

Increase low-income
housing credit cap 0 a 01 02 -03 -05 -06 -08 -09 -10 -12 -11 -56

Provide tax credit for
fuel-efficient vehicles 0 0 0 a -0.1 -0.6 -1.2 -1.9 -1.5 -0.1 a -0.8 -5.5
Other 04 38 35 -24 21 18 18 _-18 _-18 1.7 :-1.6 -134 222
Subtotal -0.4 -4.7 -6.9 -6.5 -6.9 -7.5 -85 -10.1 -10.7 -9.6 -9.0 -325 -80.3
Total -04 11.0 106 10.6 10.0 95 10.2 7.4 7.4 9.1 10.0 51.7 9538

SOURCES: Congressional Budget Office; Joint Committee on Taxation.
a. Lessthan $50 million.
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2000 and 39 cents in 2002. Under the Administra-
tion’s proposal, the rate would increase to 94 cents per
pack on October 1, 1999, with no further scheduled
increases. Excise taxes on other tobacco products
would also increase under the Administration’s pro-
posal.

Export Sales Source The President’s budget would
repeal a tax benefit under which U.S. multinational
corporations can report some of their income from
exports as foreign income, even if those exports are
manufactured in the United States and the income is
not subject to foreign taxes. That treatment allows
certain multinationals to increase their use of foreign
tax credits, which decreases their federal tax pay-
ments. Repealing the provision would raise $21.4 bil-
lion through 20089.

The Joint Committee on Taxation (JCT) projects
that repealing the provision will generate more than
three times as much additional revenue as the Admin-
istration projects, largely because of different assump-
tions about foreign effective tax rates, the amount of
excess foreign tax credits available to corporations,
and corporations’ sophistication in the use of certain
foreign tax arrangements (specifically, the carryfor-
ward and carryback provisions).

Life Insurance. Two of the largest increases in reve-
nues under the President’s budget would involve life
insurance. First, the budgetwould require life insurers
to delay taking tax deductions for some of their costs
of acquiring policies, such as commissions and admin-
istrative expenses. Before 1990, life insurers could
immediately deduct (that is, "expense") the costs of
policy acquisition activities, even though those activi-
ties generated income over multiple years. Legislation
enacted in 1990 reduced the tax deferral by requiring
life insurers to deduct over either five or 10 years a
specified share of those costs, depending on the type of
policy. The new proposal would increase that share
and raise an estimated $9.5 billion through 2009.

Second, the budget proposes to raise an addi-
tional $4.4 billion through a change in firms’ interest
deductions. The Administration would bar a firm
from deducting a proportion of its total interest deduc-
tions equal to the proportion of its total assets invested

in cash-value life insurance policies (except for poli-
cies on certain owners). A firm can increase its debt
and invest the proceeds in life insurance on its employ-
ees and officers. The interest on such debt is immedi-
ately tax-deductible for the business, but the earnings
on the policy are tax-deferred, which allows the busi-
ness to use the deductions to shelter other business
income. Although legislation enacted in 1996 and
1997 restricted the way firms could use such business-
owned life insurance, the Administration argues that
life insurance still provides firms with an opportunity
for arbitrage.

Airport and Airway Trust Fund Taxes. The Ad-
ministration proposes to convert the current excise tax
into an unspecified system of user fees that would
bring in an additional $8 billion through 2009. Be-
cause no specific user fees were proposed, CBO used
the Administration’s estimates for that proposal.

Superfund. The President proposes to reinstate the
taxes dedicated to the Hazardous Substance Super-
fund trust fund that expired in 1995. The excise tax
on producers and importers of petroleum and certain
chemicals would bring in $7 billion through 2009.
The additional corporate income tax that would be
levied on all corporations would add another $7 billion
to revenues.

Estate and Gift Taxes The proposal would limit the
use of valuation discounts to active businesses. The
valuation discount recognizes that a minority share of
an active business is worth less than the proportionate
share of its value to a sole owner. However, benefi-
ciaries of estates in which control of the business is
not an issue have been claiming the discount to reduce
the value of other assets when they are divided at the
time of the gift or death. This proposal would add $6
billion to revenues through 2009. A number of other
proposed changes to estate and gift taxes would gener-
ate more than $2 billion in revenues.

Provisions That Reduce Revenues
The Administration has proposed several tax reduc-

tions that together would reduce revenues by $80 bil-
lion in 2000 through 2009.
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Health Care. The largest reduction in revenues
would come from one of two initiatives to help taxpay-
ers cover the costs associated with long-term care or
disabilities. Under the proposal, taxpayers could
claim a $1,000 tax credit if they or their dependents
were unable to perform at least three activities of daily
living for at least six months or required substantial
supervision to ensure health and safety. For the pur-
poses of the credit, dependency tests would be liberal-
ized, raising the gross income limit and using a resi-
dency test in place of a support test. The credit would
be phased out for taxpayers with adjusted gross in-
come above $75,000 ($110,000 for joint filers). JCT
estimates that this proposal would reduce revenues by
$13.4 billion over 10 years; the refundable part of the
credit would add $1.5 billion to outlays.

The Administration also proposes a $1,000 tax
credit for workers with disabilities that leave them un-
able to perform at least one activity of daily living
without substantial assistance for at least 12 months.
That proposal would reduce revenues by $1.5 billion
over 10 years.

Credits for Child Care Expenses The President's
budget proposes to expand the personal tax credit re-
lated to expenses for child and dependent care. The
credit is calculated as a percentage of qualifying ex-
penses. Under current law, qualifying expenses are
capped at $2,400 for one dependent and $4,800 for
two or more; in general, they cannot exceed a tax-
payer's earnings (or the earnings of the lower-earning
spouse, in the case of a married couple). The Presi-
dent's proposal would not change those caps but
would increase the maximum credit rate from 30 per-
cent to 50 percent. As a result, the maximum credit
would rise from $720 to $1,200 for families with one
child and from $1,440 to $2,400 for families with two
or more children.

In addition, the maximum rate would apply to
taxpayers with income up to $30,000, compared with
up to $10,000 under current law. The minimum credit
rate would remain at 20 percent, but that rate would
apply to taxpayers earning $59,000 or more rather
than $28,000, as under current law. The President's
proposal would also index all of the dollar amounts for
inflation after 2000. The Administration further pro-
poses to provide an additional credit for families with

children under age 1, whether or not they incur child
care expenses. The new credit would equal the rate
described above times $500 ($1,000 if the family has
two or more children under the age of 1). Finally, the
President’s proposal would simplify eligibility for the
credit by eliminating the current complicated house-
hold maintenance test. Together, the above changes
would reduce revenues by about $12.4 billion through
20009.

The budget also proposes a new credit for busi-
nesses that incur child care expenses for their employ-
ees. The new credit would cost $1.4 billion through
20009.

Education Tax Provisions The Administration
would allow state and local governments to issue more
than $20 billion in special bonds over the next few
years to finance certain public school construction and
modernization projects. The federal government
would, in effect, pay the interest on those bonds by
providing income tax credits to the bondholders.
They, in turn, would include the credit amountin their
taxable income just as if it were taxable interest. By
JCT's estimate, the proposal would reduce federal rev-
enues by $8.4 billion over 10 years. Six other educa-
tion proposals would reduce revenues by $2.5 billion
over the same period.

Harbor Maintenance Tax. The current tax would be
eliminated, reducing revenues by $6.4 billion over the
next 10 years. That loss, however, would be more
than offset by a new user fee, which would be classi-
fied as an offsetting receipt on the outlay side of the
budget.

Puerto Rico Economic Activity Tax Credit The
President proposes to extend the credit for three years
beyond its currently scheduled expiration date of De-
cember 31, 2005, and to allow firms established since
October 13, 1995, to claim it. The changes would
reduce revenues by more than $6 billion over the next
10 years.

The Per Capita Cap on the Low-Income Housing
Credit. Under current law, states each year are al-
lowed to allocate tax credits for low-income housing
that extend for 10 years. The total first-year cost of a
state’s credits cannot exceetl. #b times the state’s
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population. This proposal would increase the cap to
$1.75 per resident i2000 and later years, thereby
reducing revenue by $5.6 billion over 10 years. Be-
cause the cost of the credits allocated each year is
spread over a 10-year period, the full cost of the pro-
posal will not be reflected until 2009.

Credits for Energy-Efficient Purchases The Presi-
dent proposes to provide or extend temporary tax
credits for the purchase of energy-efficient and
alternative-fuel equipment. Vehicles, homes, heating
and air-conditioning units, and combined heat and
power units that meet certain standards would be eligi-
ble for the credits. The entire set of credits would re-
duce revenues by $7.3 billion througbh0®, with
about three-quarters of that amount coming from the
credit for fuel-efficient vehicles. That provision has
two elements. First, it would extend the credit for
electric vehicles through 2006 and eliminate the cur-
rently planned phaseout of that credit. Second, fuel-
efficient hybrid vehicles would be eligible for credits
based on how their fuel efficiency compares with that
of comparable vehicles in their class. (The credit is
higher for relatively more fuel-efficient vehicles,
reaching a maximum of $4,000 for each vehicle that is
atleast three times as fuel efficient as other vehicles in
its class.) The credits for fuel-efficient vehicles would
be fully phased out by 2007.

Other Proposals The President proposes to extend
temporarily a number of tax provisions that have ex-
pired or will expire during 1999. Other proposals in-
clude provisions to encourage retirement savings, re-
duce tariffs, and simplify various taxes.

Estimating Differences
Between CBO and the
Administration

CBO estimates that total budget surpluses will grow
less rapidly over the next five years under the Presi-
dent’s policies (excluding proposals that are contin-
gent on agreement on Social Security reform) than
they would under CBO's baseline. However, because
CBO'’s economic and technical assumptions produce
higher projected baseline surpluses than the Adminis-

tration projects under current law, the total surpluses
projected by CBO under the President’s basic policies
are $52 billion higher in 2000 through 2004 than the
Administration estimates (see Table 1-8). Only in
2000 does CBO estimate a lower surplus than the Ad-
ministration does.

Baseline Differences

CBO estimates that surpluses under current policies
will be $125 billion higher over the 2000-2004 period
than the Administration estimates. That difference
represents less than 1.5 percent of the total outlays
projected by CBO over that period. Estimated higher
revenues and lower outlays are almost equally respon-
sible for the cumulative upward reestimate. In 1999,
however, lower outlays account for about two-thirds
of the $31 billion difference.

CBO'’s estimates for discretionary and manda-
tory spending in 1999 are lower than those of the Ad-
ministration. CBO projects that discretionary outlays
will be $7 billion lower in 1999, with the difference
about equally divided between defenserammtiefense
programs, and that mandatory spending will be $16
billion below the Administration’s estimate. bAut
two-thirds of that difference stems from CBO’s lower
estimate of spending for Medicare, a program that has
experienced no growth for more than a year. CBO
and the Administration agree that the growth in spend-
ing for Medicare will pick up but disagree on the tim-
ing—the Administration’s estimates assume a quicker
increase. CBO also assumes that a variety of income
security programs—including unemployment insur-
ance, the earned income tax credit, the Food Stamp
program, and Temporary Assistance for Needy Fam-
ilies—will spend about $5 billion less in 1999 than the
Administration estimates.

CBO expects revenues to be $8 billion higher in
1999 than the Administration projects, largely because
CBO expects taxable income to be slightly higher.
The economic forecasts of CBO and the Administra-
tion are quite similar overall (see Chapter 5). But
CBO'’s slightly higher projections of taxable income
also explain most of the difference in baseline revenue
projections for all years through 2004 except 2000,
when CBO'’s technical assumptions offset the effects
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of different economic assumptions and produce a
downward reestimate of $2 billion. Altogether, small
differences in economic assumptions account for $58
billion of CBO'’s higher revenue estimate for the 2000-
2004 period, but the effect on the surplus is offset by
increases in outlays that result from the higher growth
in the consumer price index and the slightly higher
interest rates that CBO projects.

The baselines of both CBO and the Administra-
tion assume that discretionary spendiriti gomply
with the statutory caps that constrain appropriations in
2000 through 2002. CBO's projected discretionary
spending for 2000 is $2 billion lower, however, be-
cause CBO does not include adjustments (primarily
for emergency appropriations) that would be made
under current law at the end of this year if the Presi-
dent’s proposed appropriations were enacted. CBO'’s
projected mandatory spending for 2000 is $16 billion
lower than the Administration’s (see Table 1-8). Esti-
mates of spending for Medicare again account for the
bulk—$9 billion—of the reestimate. Outlays for in-
come security programs under CBO’s assumptions are
$6 billion lower than the Administration estimates, but
spending for Medicaid is $2 billion higher.

In addition, CBO'’s baseline estimate of manda-
tory spending in 2000 is $3 billion lower than the Ad-
ministration’s because the Administration assumes in
its baseline projection that the pay-as-you-go balance
for 2000 will be spent. (The Administration’s baseline
also assumes that pay-as-you-go balances for 2001
through 2003 will be spent.) Since legislation would

be required to increase spending or reduce revenues to
dispose of those balances, CBO did not assume those

costs in its current-policy baseline.

The differences between CBO’s and the Adminis-
tration’s estimates of baseline outlays continue to
shrink after 2000 (CBO'’s estimate is only $4 billion
lower than the Administration’s in 2004). However,
the excess of CBO'’s revenue projections over the Ad-
ministration’s grows (to $27 billion in 2004), and the
difference in estimates of the surplus returns to $31
billion in 2003 and 2004.

Differences in Estimates of Proposed
Policies

Whereas the Administration estimates that proposed
policy changes will have essentially no net effect on
the surplus through 2004, CBO estimates that those
changes will reduce cumulative surpluses for 2000
through 2004 by $73 billion. That reduction is the
result of CBO'’s estimate that the President’s proposed
increases in spending will be larger than the Adminis-
tration expects (see Table 1-8). Revenues only par-
tially offset that higher estimate of spending—the Joint
Committee on Taxation and CBO estimate that the
President’s tax proposals will increase revenues $6
billion more than the Administration estimates in 2000
through 2004.

CBO's largest reestimate of the President’s poli-
cies occurs in 2000. About three-fourths, or $16 bil-
lion, of the $21 billion difference between CBO’s and
the Administration’s estimates of outlays in 2000 is
accounted for by CBO’s higher estimate of the outlays
that would result from enactment of the President’s
requests for discretionary appropriations. Of that $16
billion, $2 billion stems from the anticipated adjust-
ments to the caps (such as the increase required under
the Balanced Budget and Emergency Deficit Control
Act if emergency funding requested by the Presidentis
appropriated) that the Administration included in its
baseline. CBO, however, does not include that
amount in its baseline because the adjustments depend
on enactment of the President’s requested appropria-
tions; the $2 billion is included in CBO'’s reestimate of
the policies proposed by the President.

Of the remaining $14 billion difference in esti-
mates of discretionary outlays for 2000, $10 billion is
attributable to CBO'’s higher estimate of outlays for
defense programs. In every year since 1994, CBO’s
estimates of outlays from defense appropriations have
exceeded the Administration’s but have proved to be
lower than the outlays that actually resulted. The dif-
ference between CBO’s and the Administration’s esti-
mates of defense outlays for 2000 is larger than in re-
cent years (it was $5.7 billion in 1998 and $3.7 billion
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Table 1-8.
CBO Reestimate of the President’s Budgetary Policies Excluding the Social Security Framework
(By fiscal year, in billions of dollars)
2000-
1999 2000 2001 2002 2003 2004 2004
Administration Estimate
Surplus Under the President's Budgetary Policies 79 117 134 187 182 208 828
Sources of Differences
Baseline
Revenues 8 -2 6 17 24 27 72
Qutlays
Discretionary -7 -2 -1 a -1 -2 -5
Mandatory -16 -16 -15 -9 5 2 -48
Subtotal -23 -18 -16 -9 -6 -4 -53
Total 31 16 22 26 31 31 125
Estimate of Proposed Policies
Revenues a a 2 2 1 1 6
Qutlays
Discretionary 1 16 4 9 7 6 42
Mandatory A 5 5 7 11 10 37
Subtotal 1 21 9 15 18 16 79
Total -1 -21 -7 -14 -17 -15 -73
Total Differences
Revenues 8 -2 8 18 26 28 77
Outlays
Discretionary -6 14 3 9 6 4 36
Mandatory -16 -1 -10 2 ) _8 A1
Subtotal -22 3 -7 6 12 12 26
Total 30 -5 15 12 14 16 52
CBO Reestimate
Surplus Under the President's Budgetary Policies 109 113 149 198 196 224 880
Memorandum:
Economic Differences
Revenues 6 3 5 11 16 22 58
Outlays A 5 10 14 19 23 a1
Subtotal 5 -2 -5 -3 -2 -1 -13
Technical Differences 25 -3 20 15 16 17 65

SOURCES: Congressional Budget Office; Joint Committee on Taxation.

a. Less than $500 million.
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in 1999). Of theb10 billion, about $6 billion can be
attributed to the differences in analytic judgments
about spendout rates for new appropriations and as-
sumptions about the timing of disbursements of unex-
pended balances that have generated differences in the
past.

The remaining $4 billion difference can be traced
to the Administration’s not including in the defense
budget the outlays from 1999 contingent emergency
appropriation funding that had not been released at the
time the budget was presented to the Congress, and to
different estimates of the effect of an assortment of
proposed changes in Department of Defense practices.
Those changes would deny interim or progress pay-
ments for contracts between $1 million and $2 million
in value, reconfigure the accounting of spending for
maintenance of real property, allow the Secretary of
Defense to cancel up to $1.7 billion of enacted budget
authority, and request appropriations only for the first-
year costs of certain construction projects.

Unlike the Administration, CBO estimates that
these proposed changes would produce little or no re-
duction in outlays. For instance, the Administration
requests that $5.3 billion in funding for some con-
struction projects be split into two parts: an appropri-
ation of $2.3 billion in 2000 for the first-year costs of
the projects and $3 billion in advance appropriations
for 2001 to cover the remaining costs. However, the
Administration applied the same spendout rate to the
first-year funding that had previously been applied
when the total funding was all provided in the first
year. CBO assumes that the first-year funds will be
spent much more quickly since they are sufficient to
cover only the first-year costs of the projects, pushing
CBO’s estimate of outlays in 2000 up by $0.4 billion
compared with the Administration’s.

CBO estimates that the President’s nondefense
discretionary outlays are $4 billion higher than the
Administration estimates. Two reestimates account
for the bulk of that difference. The President’s budget
proposes that legislative language be included in the
Commerce, State, and Justice appropriation bill for
2000 that would accelerate an auction of a portion of
the electromagnetic spectrum that current law prohib-
its the Federal Communications Commission (FCC)
from beginning before January 1, 2001. The Adminis-

tration estimates that this action will produce an offset
to discretionary spending of $2.6 billion in 2000 (and
offsetting costs of $1.3 billion in0®1 and i2002).
Under current laws and policies, changes in mandatory
spending (including timing shifts) resulting from legis-
lation included in an appropriation bill are counted as
discretionary spending for purposes of compliance
with the caps. CBO assumes, however, that the FCC
is highly unlikely to be able to move quickly enough
on the proposed auction to produce any effect on out-
lays in 2000. CBO therefore estimates that accelerat-
ing the auction would produce a $1.6 billion increase
in receipts in 2001 and a corresponding loss of re-
ceipts in 2002, when CBO assumes the auction will be
completed under current law.

More than $1 billion of CBO'’s higher estimate of
nondefense discretionary outlays is attributable to esti-
mates of spending for highways and mass transit. The
difference partly reflects CBO’s assessment of the ef-
fect on highway spending of the delay in enactment of
the Transportation Equity Act for the 21st Century in
1998. Because the funding provided by that bill did
not become available until the summer of 1998, out-
lays for highway programs were lower in 1998 than
had been anticipated. CBO assumes that the spending
that did not occur in 1998 will carry over to subse-
guent years and has therefore increased its estimate of
prior-year outlays that will occur in 1999 and 2000.

CBO also estimates that from 2001 through
2004, discretionary outlays resulting from the Presi-
dent’s proposals will exceed the Administration’s esti-
mates, although by smaller amounts than in 2000.

About three-fifths of CBO's total reestimate of
mandatory spending for 2000 is attributable to the Ad-
ministration’s treatment of the pay-as-you-go balance.
The Administration included the costs of spending in-
creases or revenue reductions equal to the pay-as-you-
go balance in its baseline, although legislation would
be required to actually achieve those changes in reve-
nues or spending. It then assumed $3 billion in sav-
ings relative to its baseline for eliminating the balance.
By contrast, CBO—following the baseline rules of the
Deficit Control Act that provide that revenues and
mandatory spending are to be projected at current-law
amounts, with a few specific exceptions—did not in-
clude costs equal to the pay-as-you-go balance in its
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baseline. Thus, CBO does not count any savings from
the absence of legislative proposals to spend the bal-
ance.

The other significant reestimate of a mandatory
policy in 2000 is for student loans. The Administra-
tion proposes a variety of changes in the student loan
program, such as using a national database of new
employees to track students with outstanding loans as
well as increasing and accelerating recalls of guaranty
agency reserves (see Box 1-2). The Administration
estimates that those proposals will yield net savings of
about $2 billion in 2000 compared with CBO’s esti-
mate of about $1 billion.

On the mandatory side, the largest reestimate
over the 2001-2004 period is for the President’s pro-
posed tobacco recoupment policy. According to the
Administration, “U.S. taxpayers paid a substantial
portion of the Medicaid costs that were the basis for
much of the State settlement with the tobacco compa-
nies, and Federal law requires that the Federal Gov-
ernment recoup its share.” The budget proposes to
“waive direct Federal recoupment, if States agree to
use a portion of funds from the settlement to support
shared national and State priorities.” The Administra-
tion assumes that this policy would reduce costs for
those unspecified programs by $16 billion in 2001
through 2004. In contrast, CBO estimates that any
reduction in spending for the unspecified programs
that might occur under the President’s proposal will be
offset by the loss of those Medicaid funds that could
have been recovered under current law (CBO’s base-
line assumes recoveries of less than $1 billion a year
in 2001 through 2009) and therefore attributes no sav-
ings to the proposal.

Grants to State and Local
Governments

CBO estimates that the federal government will trans-
fer about $260 billion to state, local, and tribal gov-
ernments through various grants programs in the cur-
rent fiscal year. Although most budget functions in-
clude at least some spending for grants, that spending
is highly concentrated in four functions: health; in-
come security; education, training, employment, and

social services; and transportation. In the first three,
federal grants primarily support payments to or ser-
vices for individuals. Outlays for grants under those
functions (about $210 billion) account for over 80 per-
cent of the total grant spending for this year. The
Medicaid program alone accounts for about 40 per-
cent of that total, with $107 billion of estimated grant

outlays in 1999. Another 12 percent ($30 billion) pri-

marily funds transportation infrastructure projects,

particularly the construction of highways, mass transit
systems, and airports.

If the President's budget was enacted as submit-
ted, outlays for grants would total $283 billion in
2000, by CBO's estimate. That spending would in-
clude $117 billion for discretionary programs and
$166 billion for mandatory programs such as Medic-
aid. The President's budget proposes a modest in-
crease in spending for grants, compared with current
law, in both the discretionary and mandatory spending
categories.

In the discretionary spending categories, budget
authority for grants in 2000 would rise by $3.2 billion,
or 4 percent, from this year's level (see Table 1-9).
(Changes in budget authority present a much clearer
picture of the President's policy proposals for discre-
tionary programs than do changes in outlays because
annual changes in outlays tend to reflect past funding
actions as well as current decisions.) The President
proposes significant increases in grants for education,
training, employment, and social services (almost $5
billion) and for community and regional development
(almost $1 billion). Within each of those functions,
large increases for some grant programs would exceed
significant but smaller increases for other programs.
Total budget authority for grants would decline by
about $1 billion in each of two functions—adminis-
tration of justice and income security.

The largest proposed increase in the education,
training, employment, and social services budget func-
tion is in state education grants for disadvantaged stu-
dents. The President’s proposal boosts the budget au-
thority for such grants by over $5 billion, to $8.7 bil-
lion. That one-year jump would not, however, result
in a large increase in spending for the program.
Rather, it simply reflects a shift in the timing of appro-
priations. Should the President’s request for next year
be adopted, CBO estimates that outlays for the pro-
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Box 1-2.
Student Loan Reserves

In recent years, the accuratéd cash reserves of the
guaranty agencies in the student loan programs have
received considerable attention. Guaranty agencies
operate as an intermediary between the federal gov-
ernment and student loan lenders, insuring the loans
against default and making sure that students and
schools meet program requirements. In addition, the
agencies contact borrowers who have defaulted on
their loans to establish repayment schedules and col-
lections.

The cash reserves of the agencies have grown
significantly because their income (primarily federal
payments for administrative costs and reimburse-
ments for defaulted loans, a share of the collections
on defaulted loans, premiums on loans serviced by the
agencies, and investment returns) has exceeded ex-
penditures (mainly, insurance payments to lenders
and the costs of servicing and collecting defaulted
loans). The Higher Education Act of 1965 (HEA)
was amended in 1997 and 1998 to recall substantial
portions of the reserves—$1 billion in 2002 as part of
the Balanced Budget Act of 1997 and $250 million
over the 1999-2007 period as part of the Higher Edu-
cation Amendments of 1998. The President's budget
for fiscal year 2000 accelerates the later recall of $250
million to 1999 and 2000 and seeks the recall of an
additional $1.6 billion over the next five years.

Scoring the recalled cash reserves as deficit re-
duction has produced some qualms. The 1992 reau-
thorization of the HEA sought to clarify ownership of
the reserves, specifying that they were assets of the
federal government. Although the logical outcome of
that legislation would have been to include the exist-
ing reserves and the income and outgo of the guaranty
agencies as part of the federal budget, there was no
change in the manner in which the federal govern-
ment recorded the agencies' finances. Subsequently,
when the Congress and the Administration proposed
to recall the cash reserves, the Office of Management
and Budget (OMB) asserted that the recalls would be
scored as offsetting receipts. The Congressional Bud-

get Office (CBO) reluctantly scored budgetary effectd
for the recalled reserves, but only if they were depos
ited in the U.S. Treasury and were no longer availabl
to the guaranty agencies or the Department of Educg-
tion.

£

=

The 1998 amendments required yet anothe
change in how each guaranty agency's assets are
corded. They explicitly divide the reserves into a fed
eral fund and an agency fund, with the latter fund
deemed to be owned by the agencies. However, thoge
separate accounts had not been established by the
time the budget was released. Although the lay
clearly states that the federal fund is fedpraberty,
the budget continues to exclude all agency assets gx-
cept those already scheduled to be recalled, displaying
them as offsettingeceipts. Thus, when the budget
included additional recalls of amounts in the reserv
funds, the scoring practice used in the past was fo
lowed again.

re-

1%

The portion of the current reserves that will bej
classified as federal and how those reserves are likgly
to grow over the next several years are uncertaif.
CBO'’s estimate for the reserve recall is significantly
lower than the Administration's—$500 million com-
pared with $1.6 bilion—because CBO assumes thgt
the available reserves are substantially smaller than
those that would allow for a recall of the magnitude
proposed by the Administration. The 1998 legislatior]
incorporated many changes that will affect the leve|
and distribution of federal and agency funds. In addit
tion, the budget proposes other changes affecting the
finances of the guaranty agencies—totaling $1.9 bil
lion over the next 10 years—that, combined with thd
loss of investment income associated with the prd
posed recall, led CBO to conclude that a recall of
more than $500 million would jeopardize the $1 bil-
lion recall scheduled for 2002. When the audits o
the agency reserves required for establishing the sepa-
rate federal and agency funds are completed, CBpD
will reassess its assumptions about reserves availaljle
for recall.
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gram would continue at a level close to that of recent ment. Except for that request, total discretionary bud-
years. The President proposes to reduce budget au- getauthority for grant programs in the community and
thority for other state education grants—those for spe- regional development function would decline by about
cial education programs—by $1.7 koli. Again, $0.3 billion, mostly as a result of cuts proposed in
however, that apparently large change does not reflect community development block grants.

alarge drop in spending. Other programs in this func-

tion that would receive significant increases in fund- Similarly, in functions that would receive re-
ing—a total of $0.5 billion—include programs that  duced budget authority for grants under the President's
provide services to children and families. proposals, the reductions can largely be explained as

substantial cuts in a few programs. In the justice
The growth in funding for the community and function, the targets of cuts include grants supporting
regional development function stems entirely fromthe  state and local law enforcement and violent crime re-
President's request for a $1.2 billion increase in budget duction programs, which would drop by $1.3 billion.
authority for the disaster relief account. That account Specifically, the President proposes to eliminate local
receives additional budget authority sporadically, often  law enforcement block grants, juvenile incentive block
with the stipulation that it cannot be obligated unlessit grants, and grants for correctional facilities, and to
is released by the President as an emergency require- sharply curtail grants to reimburse states for incarcer-

Table 1-9.
Estimate of the President's Discretionary Spending Proposals for Grant Programs, by Budget Function
(By fiscal year, in billions of dollars)

1999 2000

Budget Authority Budget Authority Change from

Function (Enacted) (Proposed) 1999 to 2000
Natural Resources and Environment 4.2 4.1 -0.1
Transportation 1.1 1.0 -0.1
Community and Regional Development 7.7 8.6 0.9

Education, Training, Employment, and Social Services

Education for disadvantaged students 3.7 8.7 5.0
Special education 5.0 3.3 -1.7
Children and family services 5.7 6.3 0.6
Other 13.8 149 1.1
Subtotal 28.3 33.2 5.0
Health 5.4 5.6 0.2
Income Security 27.2 26.1 -1.1
Administration of Justice 4.9 3.6 -1.3
General Government 0.7 0.5 -0.2
Other 1.2 1.2 _a
Total 80.7 83.9 3.2

SOURCE: Congressional Budget Office.

a. Less than $50 million.
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ating criminal aliens. In the income security function,
the main contributor to the decline in budget authority
is the housing certificate fund account. In that ac-
count, however, each year's spending comes largely
from balances of budget authority provided in previ-
ous years. The proposed reduction in new authority
for 2000 would thus have no effect on outlays in that
year.

The President's policy proposals for entittements

and other mandatory programs would increase spend-

ing for grants next year by $1.1 billion compared with
current law. By far the largest increase would be for
state child care grants, which would rise by over $1
billion. Other proposals would lead to smaller in-
creases in spending for trade adjustment assistance
and grants aimed at securing jobs for welfare recipi-
ents. Spending for grants would be reduced only in
the health care function as a result of the President's
policy proposals. The President proposes few other
significant changes in spending for mandatory grant
programs.






Chapter Two

The President's Framework for
Social Security Reform

part of a package to reform Social Security and

extend the life of the Medicare Hospital Insur-
ance (HI) Trust Fund. Some of the proposals, such as
an increase in discretionary spending, are not directly
related to Social Security or Medicare but are de-
scribed as contingent on agreement being reached on
Social Security reform. The Congressional Budget
Office (CBO) estimates that together those proposals
will reduce the total budget surplus by $1,076 billion
in 2000 through 2009 (see Table 2-1). Some of the
proposed changes would not affect the total budget
surplus but would affect the on- and off-budget sur-
pluses and balances held by the Social Security and Hi
trust funds.

The budget includes a number of proposals as

The proposals in the President’s framework for
Social Security reform are to:

0 Make transfers from the general fund to the So-
cial Security and HI trust funds.

0 Use $280 billion of the money transferred to the
Social Security trust funds to purchase corporate
stock to be held by the trust funds.

0 Change the budgetary accounting rules so that
certain amounts transferred to the Social Secu-
rity trust funds would reduce the reported total
budget surplus.

o0 Provide seed money and matching funds totaling
$272 billion in 2000 through 2009 for Universal
Savings Accounts (USA accounts).

0 Increase defense and nondefense discretionary
spending above the levels assumed by the Presi-
dent's basic policies by $318 billion in 2001
through 2009.

Together, those proposals would also add $206 billion
to net interest costs over the next 10 years.

CBO's reestimate of the President's proposals
does not reflect the proposed change in budgetary ac-
counting. Following long-standing practice and score-
keeping rules agreed to by the Congress and the Ad-
ministration, CBO uses current budget concepts and
rules to estimate the President's proposals and will
adopt the proposed change only if it is enacted.

Because the Administration has provided little
detail about the mposals in the Social Security
framework, CBO's estimates are based on the costs of
the programs included in the President's budget (ex-
cept for CBO's own estimate of the resulting changes
in interest costs). For instance, the budget does not
specify which discretionary programs are to receive
the proposed additional funding that is conditional on
Social Security reform. Therefore, CBO cannot re-
estimate the effect of the funding on outlays.

Similarly, the Administration has provided al-
most no information about how the proposed USA
accounts would work, and CBO has simply assumed a
program that would cost the amount specified in the
budget. For example, the budget does not indicate
whether the costs of the USA program will be re-
flected as an increase in outlays or as a loss of rev-
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Table 2-1.
Estimate of the Effect on the Surplus of the President’s Social Security Framework
(By fiscal year, in billions of dollars)
2000-
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2009
Surplus or Deficit (-) Under the
President’s Budgetary Policies
Excluding Social Security
Framework Proposals as
Estimated by CBO
On-budget -17 -25 4 45 34 53 71 113 134 140 160 729
Off-budget 127 138 145 153 162 171 184 194 204 213 218 1,782
Total 109 113 149 198 196 224 255 307 338 353 379 2,512
Effect on the Surplus of the Presi-
dent’s Social Security Framework
Proposals®
On-budget
General fund transfers to
Social Security trust funds 0 -85 -70 -92 -90 -109 -121 -152 -177 -205 -232 -1,332
Additional discretionary
spending 0 0 -26 -41 -36 -34 -38 -41 -39 -33 -30 -318
Universal Savings Accounts 0 -14 -16 -22 -21 -24 -26 -32 -36 -39 -43  -272
Interest paid to Social
Security trust funds 0 -2 -5 -8 -12 -17 -22 -29 -37 -46 -57  -235
Net interest _ 0 -1 -3 -6 -11 -15 -21 -26 -33 -41 -49 _-206
Subtotal 0 -101 -120 -169 -171 -199 -227 -279 -323 -364 -412 -2,363
Off-budget
General fund transfers to
Social Security trust funds 0 85 70 92 90 109 121 152 177 205 232 1,332
Purchase of stock by Social
Security trust funds 0 -18 -15 -19 -19 -23 -25 -32 -37 -43 -49  -280
Interest paid to Social
Security trust funds o _2 _5 _8 12 1r _22 29 _37 _46 _57 _ 235
Subtotal 0 68 60 81 84 103 117 149 177 208 241 1,287
Total Budget Effect 0 -32 -60 -88 -87 -96 -109 -131 -146 -156 -171 -1,076
Surplus or Deficit (-) Under the
President’s Budgetary Policies
Including Social Security
Framework Proposals as
Estimated by CBO
On-budget -17  -126 -116 -124 -137 -146 -156 -166 -189 -223 -251 -1,634
Off-budget 127 206 205 234 245 274 301 342 381 421 459 3,069
Total 109 80 89 110 109 128 146 176 192 198 208 1,435

SOURCE: Congressional Budget Office.

NOTE: Because the budgetdid not provide a detailed description of the proposed Social Security framework proposals, CBO has used the Administra-
tion’s estimates of all effects except the changes in interest payments.
a. Spending increases are shown with a negative sign because they reduce the surplus.
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enues. Atleast some of the costs will almost certainly
be counted as outlays even if the program operates
through the tax code (for instance, refundable portions
of tax credits are shown as outlays), but part of the
costs may be shown as a loss of revenues. In the ab-
sence of details, CBO has assumed that the costs will
be divided equally between outlays and revenues.

The budget also gives no details about how the
transfers from the general fund to the Social Security
trust funds would be calculated. Therefore, CBO has
assumed that the transfers will equal the amounts in-
cluded in the President's budget. The transfers them-
selves would have no effect on the total budget surplus
(or debt held by the public) since they represent intra-
governmental transfers. They would, however, affect
the on- and off-budget surpluses. As shown in Table
2-1, the transfers (and the resulting increases in inter-
est paid to the trust funds) and the costs of additional
discretionary spending and USA accounts turn pro-
jected on-budget surpluses of $729 billion in 2000
through 2009 into on-budget deficits of $1,634 billion.
The transfers of $350 billion from the general fund to
the HI trust fund in 2000 through 2009 affect the fund
balances but not the total or on-budget surplus since
they represent a transfer from the general fund to an
on-budget trust fund.

In the budget, the President states that he will
work to increase Social Security benefits for elderly
widows and remove barriers to work that result from
the Social Security earnings test. Those proposals are
not included in the estimates in this chapter, however,
because the Administration has not made any specific
recommendations.

Elements of the Framework

The Administration's Social Security framework is
designed to keep the total budget in surplus and to ex-
tend the solvency of the Social Security trust funds
(Old-Age and Survivors Insurance and Disability In-
surance) through transfers from the general fund and
investments in corporate equities.

Proposed Budget Surpluses and
Reduction of Debt Held by the Public

The main focus of the Administration's Social Security
framework is to keep the total federal budget in sur-
plus (under traditional accounting), although the sur-
pluses would be less than those under current law and
less than the projected Social Security surpluses. Ex-
cluding the Social Security framework, the President's
budget would result in cumulative total budget sur-
pluses of $2.5 trillion over the 2000-2009 period (see
Table 2-1). That is, the federal government would
collect a total of $2.5 trillion more from the public
than it would spend in transactions with the public.
That figure comprises off-budget (largely Social Secu-
rity) surpluises of nearly $1.8 trillion and on-budget
surpluses of $0.7 trillion.

The Administration's Social Security framework
would reduce those budget surpluses by a total of
$1,076 billion over the next 10 years. Of that amount,
$280 billion would be used to purchase corporate
stock for Social Security. The remaining $796 billion
would be devoted to discretionary spending ($318 bil-
lion), USA accounts ($272 billion), and additional
debt-service costs ($206 billion).

The President's policies, including the Social Se-
curity framework, would reduce federal debt held by
the public from a projected $3.6 trillion at the end of
1999 to $2.3 trillion in 2009 (or $1.9 trillion, if Social
Security's holdings of equities are subtracted). Under
CBO's baseline budget projections, however, debt held
by the public would drop to $1.2 trillion by 2009.
Thus, debt held by the public under the Administra-
tion's policies (minus Social Security holdings of equi-
ties) would be more than $700 billion higher in 2009
than if no new action was taken.

General Revenue Payments

The second major element of the Administration's
framework consists of general revenue payments from
the Treasury to the Social Security and Medicare Hos-
pital Insurance trust funds. Over t2600-2009
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period, the Administration would credit an additional
$1,332 billion to Social Security and $350 billion to
Hospital Insurance—above and beyond the payroll
taxes, interest, and other income that would be cred-
ited under current law. Social Seity and Hospital
Insurance currently receive hardly any general reve-
nues; income taxes on benefits represent 2 percent and
3 percent of the programs’ income, respectively.
Medicare's Supplementary Medical Insurance Trust
Fund, however, receives three-quarters of its income
from general revenues.

Although the Administration describes the pro-

Purchase of Equities

As a third element of its framework, the Administra-
tion proposes that one-fifth of the general revenues
credited to Social Security, or $280 billion over the
2000-2009 period, be used to purchase corporate equi-
ties or other private financial instruments. The divi-
dends earned on the stock would also be reinvested in
equities. CBO estimates that by 2009, Social Secu-
rity’s holdings of stocks would be valued at more than
$400 billion. In comparison, the total market value of
stocks included in the Wilshire 5000 index—repre-
senting all companies headquartered in the United

posed general revenue payments as a use of the budget siates whose equities are actively traded—was $12.6

surplus, those payments would not alter the total sur-
plus as traditionally measured. In fact, they would not
affect the surplus no matter how large or small they
were. General revenue payments are purely intragov-
ernmental—a transaction between one government ac-
count and another. The general revenue payments to
Social Security would move the government's on-bud-
get accounts into deficit over the 2000-2009 period,
but they and the payments to Medicare would not af-
fect federal transactions with the public and would
therefore have no effect on the economy.

The Administration's proposal further confuses
the situation by treating the general revenue payments
as areduction in the total budget surplus, although not
as a net outlay to the public. That approach can be
viewed as an attempt to protect the surplus by making
it seem to disappear, but it is not consistent with the
principles of federal budgeting that were set forth by
the President's Commission on Budget Concepts in
1967 and that have been followed for the past 30
years.

Some observers have worried that the proposed
general revenue payments would substantially increase
gross federal debt. That concern, however, is mis-
placed. The increase in the debt held by the Social
Security trust funds would be merely a bookkeeping
transaction and would not represent an increase in the
net liabilities of the federal government. The govern-
ment's liability for Social Security and Medicare is the
obligation to pay benefits, and those benefits—and
therefore the government's liability—would be unaf-
fected by the proposed payments of general revenues
and the balances in the trust funds.

trillion at the end of 1998.

Like the proposed general revenue contributions,
this element of the Administration's framework is de-
signed to increase the balances in the Social Security
trust funds. Under current law, those balances would
total $2.6 trillion at the end of 2009. Under the Admin-
istration’s proposal, the balances would reach $4.3
trillion (see Table 2-2). The Administration estimates
that the proposals in its framework would keep Social
Security solvent for the next 56 years. By themselves,
the general revenue transfers would postpone the pro-
jected exhaustion of the Social Security trust funds
from 2032 to P49, under the intermediate assump-
tions of the Social Security trustees' 1998 report. The
purchases of equities would extend that date until
2055.

Using a portion of the general revenue payments
to purchase corporate stock would reduce the total and
off-budget surpluses because CBO treats the costs of
those purchases as an outlay (see Table 2-3). The
appropriate treatment of federal purchases of common
stock was not addressed by the President's Commis-
sion on Budget Concepts or in subsequent efforts to
determine budget concepts and rules. However, in at
least one case, the Administration, CBO, and the Con-
gressional budget committees have treated a federal
transaction in corporate stock as an outlay. Stock held
by the District of Columbia’s pension funds was taken
over by the federal government under provisions of the
Balanced Budget Act of 1997. Administration and
Congressional estimates of those provisions showed
that the assumed sale of stock by the federal govern-
ment would produce offsetting receipts, implying that



CHAPTER TWO THE PRESIDENT'S FRAMEWORK FOR SOCIAL SECURITY REFORM 25

Table 2-2.
Social Security Trust Fund Projections (By fiscal year, in billions of dollars)

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Baseline
Income
Payroll taxes 446 468 488 506 527 550 577 602 628 654 681
Income taxes on benefits 11 11 12 12 13 14 15 16 17 18 19
Federal employer contributions 7 8 8 9 10 10 11 12 13 14 15
Interest 52 58 64 1 79 87 96 105 115 126 137
Total 517 545 572 599 629 661 699 735 773 812 852
Outgo
Benefit payments 384 400 419 439 460 483 508 534 562 592 627
Administrative expenses 4 4 4 4 4 4 4 4 4 4 5
Other* 4 _4 _ 5 _4 _4 _4 _4 _4 _4 _4 _A4
Total 391 407 427 446 467 490 515 542 570 600 635
Surplus 127 137 145 153 162 171 184 193 204 212 218
Balance at End of Year 857 994 1,139 1,292 1453 1,624 1,808 2,001 2,205 2,417 2,634
CBO Estimate of President’s Budget
Income
Payroll taxes 446 468 488 506 527 550 577 602 628 654 681
Proposed general fund transfer 0 85 70 92 20 109 121 152 177 205 232
Income taxes on benefits 11 11 12 12 13 14 15 16 17 18 19
Federal employer contributions 7 8 8 9 10 10 11 12 12 13 14
Interest 52 59 69 79 91 104 118 134 152 172 195
Earnings on equities® _0 _1 _3 _5 _7 10 13 16 20 26 33
Total 517 632 649 703 738 796 854 931 1,007 1,089 1,175
Outgo
Benefit payments 384 400 419 439 460 483 508 534 562 592 627
Administrative expenses 4 4 3 3 3 3 3 3 3 3 3
Purchase of equities 0 18 15 19 19 23 25 32 37 43 49
Reinvestment of earnings 0 1 3 5 7 10 13 16 20 26 33
Other? _4 _4 _5 _4 _4 _4 _4 _4 _4 _4 _4
Total 391 426 445 470 493 522 553 589 626 669 716
Surplus
Invested in Treasury securities 127 206 204 233 245 274 301 342 381 421 459
Invested in equities _0 19 17 24 26 32 38 48 58 69 82
Total 127 224 221 257 271 306 339 390 438 490 541
Balance at End of Year
Invested in Treasury securities 857 1,062 1,267 1,500 1,745 2,019 2,320 2,662 3,043 3,463 3,922
Invested in equities _0 19 36 60 85 118 156 204 261 331 413
Total 857 1,081 1,303 1,559 1,830 2,136 2,475 2,866 3,304 3,794 4,335

SOURCE: Congressional Budget Office.
a. Principally the annual transfer to Railroad Retirement and the quinquennial adjustment scheduled for 2001.
b. Consists of dividend income and realized and unrealized gains.
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Table 2-3.
CBO Reestimate of the President’s Budget Including the Social Security Framework (By fiscal year)
Actual
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
In Billions of Dollars
Revenues 1,722 1,814 1,874 1,933 2,014 2,090 2,182 2,285 2,384 2,489 2,600 2,715
On-budget 1,306 1,368 1,406 1,445 1,508 1,563 1,632 1,708 1,782 1,861 1,946 2,034
Off-budget 416 446 468 488 506 527 550 577 602 628 654 681
Outlays
Discretionary spending 555 575 605 616 631 643 653 665 676 688 706 720
Mandatory spending 939 978 1,033 1,091 1,152 1,221 1,291 1,377 1,443 1,532 1,633 1,737
Purchase of equities n.a. n.a. 18 15 19 19 23 25 32 37 43 49
Offsetting receipts -84 -78 -82 -89 -101 -97 -102 -109 -114 -121 -128  -136
Net interest 243 229 219 211 _203 _19 _189 _180 _171 _161 _150 138
Total 1,653 1,705 1,794 1,844 1,904 1,981 2,054 2,139 2,208 2,297 2,403 2,507
On-budget 1,336 1,385 1,532 1,561 1,632 1,699 1,778 1,864 1,948 2,050 2,169 2,285
Off-budget 317 320 262 283 272 282 276 275 259 247 234 222
Deficit (-) or Surplus 69 109 80 89 110 109 128 146 176 192 198 208
On-budget -30 -17  -126 -116 -124 -137 -146 -156 -166 -189 -223  -251
Off-budget 99 127 206 205 234 245 274 301 342 381 421 459
Debt Held by the Public 3,720 3,629 3,565 3,491 3,396 3,302 3,188 3,055 2,891 2,710 2,522 2,324
As a Percentage of GDP
Revenues
On-budget 155 156 155 153 152 151 151 151 150 150 150 150
Off-budget 4.9 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.0
Outlays
Discretionary spending 6.6 6.6 6.7 6.5 6.4 6.2 6.0 5.9 5.7 5.6 55 5.3
Mandatory spending 11.2 112 114 115 116 11.8 119 121 122 124 126 128
Purchase of equities n.a. n.a. 0.2 0.2 0.2 0.2 0.2 0.2 0.3 0.3 0.3 0.4
Offsetting receipts -1.0  -0.9 -9 09 -10 -09 09 -10 -10 -10 -0 -1.0
Net interest 2.9 2.6 2.4 2.2 2.1 1.9 17 1.6 14 1.3 12 1.0
Total 19.7 195 197 195 192 191 190 189 186 185 186 185
On-budget 159 158 16.8 165 165 164 164 164 164 165 168 16.9
Off-budget 3.8 3.6 2.9 3.0 2.7 2.7 25 24 2.2 2.0 1.8 1.6
Deficit (-) or Surplus 0.8 1.2 0.9 0.9 1.1 1.0 1.2 1.3 15 1.6 15 15
On-budget -04 -02 -14 -12 -13 -13 -13 -14 -14 -15 -17 -1.9
Off-budget 1.2 14 2.3 2.2 2.4 2.4 25 2.7 2.9 3.1 3.3 34
Debt Held by the Public 443 414 392 368 343 319 294 269 244 219 195 17.2
Memorandum:
Gross Domestic Product
(Billions of dollars) 8,404 8,762 9,095 9,476 9,904 10,358 10,837 11,337 11,855 12,391 12,946 13,521

SOURCE: Congressional Budget Office.

NOTE: n.a. = not applicable.
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the purchase of stock should be recorded as an outlay.

That treatment, which is consistent with the basic as-
sumption that budget transactions should be recorded

years. Eliminating the earnings test for younger peo-
ple as well could double or triple the cost in the short
run by inducing many workers ages 62 through 64 to

on a cash basis, seems reasonable until the issues canfile for benefits when they otherwise would have

be carefully considered and agreement reached on
whether some other treatment would be more appro-
priate.

Although the anticipated increase in the value of
the stock above the government’s costs of borrowing
to purchase the stock makes the Social Security trust
funds look better, that comparison is incomplete be-
cause it ignores risk. By 2009, the annual dividends
and capital gains on Social Security’s portfolio of eg-
uities would total $33 billion. The increase in the fed-
eral government’s interest costs stemming from the
purchase of stock, however, would be only $15 billion.
The difference between the earnings on stocks and the
rate on government bonds is the so-called equity pre-
mium. For the purpose of this analysis, CBO adopted
the Social Security actuaries' assumption that the
equity premium will be about 4 percentage points.
Actual equity premiums, however, could prove to be
substantially lower or higher than that assumption.
That uncertainty imposes risk on future taxpayers.
The cost of bearing that risk is a factor to consider in
judging the merits of Social Security investments in
equities.

Other Elements of the Framework

In addition to the foregoing proposals, the Administra-
tion indicates that it will work with the Congress to

develop additional proposals that will keep Social Se-
curity solvent for the next 75 years. In the context of

waited. The extra outlays from repealing the earnings
test would decline over time, however, because work-
ers who drew benefits earlier would incur permanent
reductions in their monthly benefits. In the long run,
repealing the earnings test would have little budgetary
impact.

In calling for the reduction of poverty among the
elderly, the Administration specifically noted the rela-
tively high poverty rate among elderly women, partic-
ularly widows. Raising Social Security benefits
across the board for widows by 10 percent would in-
crease Social Security outlays by at least $8 billion a
year, with small offsetting savings in the Supplemental
Security Income program. Targeting the increase to-
ward the oldest widows or those with low Social Secu-
rity benefits would lower those costs.

Issues Raised by the
Framework

The effect of the Administration's framework on the
short-run budget aggregates is only part of the picture,
however, as is its effect on the status of the Social Se-
curity trust funds. For a more complete view of the
proposal, it is necessary to step back and look at a
broader range of issues.

those changes, the President has expressed his desireLONg-Term Fiscal Balance

to eliminate the earnings test for Social Security retire-
ment and to reduce the rate of poverty among elderly
widows and other elderly groups. Because the Admin-
istration has not provided any details of those addi-
tional proposals, CBO cannot estimate how much they
would cost. Depending on their scope and timing,

however, their costs could be substantial.

For example, eliminating the earnings test for
those who have reached normal retirement age (cur-
rently age 65) starting next January would cost about
$4 billion in 2000 and about $16 billion over five

The federal budget faces long-term pressures from
demographic changes and rising health care costs, al-
though the buoyant outlook over the near term will
help delay the onset of serious fiscal problems for sev-
eral decades. The large and rising surpluses projected
for the next 10 years (under current laws and policies)
will wipe out two-thirds of the federal debt held by the
public, dramatically reduce the interest costs of servic-
ing it, and thus provide a substantial cushion against
future expenses. Over the following decades, how-
ever, the budget will face mounting pressures as the
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baby-boom generation begins to draw benefits from

Social Security and Medicare, the average life span
increases, and the costs per beneficiary of federal
health care programs continue to rise faster than aver-
age wages.

To analyze the magnitude of those pressures,
CBO produces long-term projections of the federal
budget. Under current laws and policies, the long-
term projections indicate that debt held by the public
will be eliminated by 2012. Soon after that, however,
budget deficits will reappear, and B@60 the debt
will be as large as the gross domestic product (GDP).
Those long-term projections depend on maintaining
surpluses in the near term. If tax cuts or spending in-
creases eliminated the surpluses projected for the next
10 years, the long-term outlook would be significantly
worse. Inthat case, debt would be as large as GDP by
2033. Under the President's framework for Social Se-
curity, about 30 percent of the projected surpluses
over the next decade would be used for tax cuts or
spending increases (other than purchases of equities).

The long-term budget projections also show that
programs for the elderly will absorb an ieasing
share of the federal budget. Today, the three largest
federal transfer programs—Saocial Security, Medicare,
and Medicaid—consume about 40 percent of federal
receipts. By 2030, according to CBO's projections,
they will consume about 70 percent of receipts and
leave few budgetary resources available to address
other national needs. The Administration's proposed
framework for Social Security does nothing to alter
that prospect.

Programmatic Issues

The Administration's framework for Social Security
also raises several important questions about the struc-
ture of the Social Security program and the federal
budget.

First, would breaking the link between payroll
taxes and benefits eliminate an important mechanism
of program discipline? In the past, the projected de-
pletion of trust fund balances has often provided the
impetus for taking painful steps to increase taxes or

scale back scheduled benefits. The imminent exhaus-
tion of the Social Security trust funds spurred action
in 1983, and shortfalls in the HI trustrfd served a
similar function in 1997. Although such deadlines
may be artificial from an economic point of view, they
can have real consequences. The President's frame-
work essentially substitutes general fund solutions for
programmatic solutions.

Second, would a massive infusion of nonpayroll
taxes in Social Security significantly change the way
the program is viewed? Heretofore, using payroll
taxes has been considered integral to maintaining So-
cial Security as a social insurance program. The pro-
gram s financed by a nearly universal tax on earnings,
and a person's benefits depend on the earnings on
which taxes were paid. The use of general revenues
could potentially undercut one or more elements of
that carefully balanced system.

Third, is the purchase of equities by the federal
government appropriate? Many analysts, most nota-
bly Federal Reserve Chairman Alan Greenspan, have
guestioned whether stock purchases for a defined ben-
efit plan, such as Social Security, could be insulated
from political influence and whether the federal gov-
ernment could refrain from attempting to affect the
policies of the companies whose stock it owned. The
Administration, pointing to the Thrift Savings Plan for
federal employees, contends that it would be possible
to develop a procedure to separate investment deci-
sions from political considerations.

Finally, would accumulating balances in the So-
cial Security trust funds be an effective way of en-
couraging more saving by the government? Put an-
other way, would the proposed changes in accounting
prevent the funds from being used for other purposes?
Although the poposed general revenue transfers do
not affect the total federal surplus (under traditional
accounting), they increase the off-budget Social Secu-
rity surplus and reduce the on-budget surplus. If the
Social Security surpluses were viewed as sacrosanct,
the transaction would reduce the amount of federal
funds available for other purposes. Whether that ap-
proach would work for long, however, is open to ques-
tion.



Chapter Three

Medicare Projections and
the President's Medicare Proposals

edicare is the second-largest federal entitle-
M ment program after Social Security. This

year the program will pay for the health care
of some 39 million elderly and disabled people at a
cost of about $216 billion, or 13 percent of federal
outlays. The debate over the future of Medicare is oc-
curring at a time when the growth in spending on
Medicare has turned suddenly and unexpectedly flat.
That trend, however, is not likely to continue.

The President’s budget includes several initia-
tives to expand coverage and reduce spending in the
Medicare program. Those proposals would have a
small net effect on Medicare spending, reducing out-
lays by $19 billion through 2009. The President
would also transfer general revenues to the Hospital
Insurance Trust Fund. That transfer would delay the
date of insolvency of the HI trust fund but would not
address the future budgetary pressures that will result
from projected rapid growth in Medicare spending
over the coming decades. This chapter first reviews
trends in Medicare spending and then discusses the
President’s proposals.

Trends in Medicare Spending

The patterns of growth for Medicare and private-sec-
tor health spending diverged in the 1990s after both
had grown at double-digit rates in the 1980s. A dra-
matic slowdown in the growth of private health spend-
ing in the mid-1990s was matched only recently by
Medicare. Private health insurance spending increased

by less than 4 percent a year between 1993 and 1997,
while Medicare spending continued to rise at an an-
nual rate of almost 9 percent.

The growth of Medicare spending slowed
sharply, however, in 1998. Total outlays, which had
increased by more than 8 percentin 1997, rose by only
1.5 percent in 1998, and growth is expected to be ex-
tremely slow in 1999. Part of that slowdown was an-
ticipated; the Balanced Budget Act of 1997 (BBA)
lowered the projected growth of Medicare spending by
an estimated 4 percentage points in 1998. The BBA
reduced payment rates for many services and re-
strained the update factors for payments through
2002. Both fee-for-service providers and Medicare+
Choice plans are experiencing lower increases in pay-
ments as a result.

But the actual rate of spending growth is consid-
erably slower than the BBA provisions alone were ex-
pected to produce. Other factors appear to have con-
tributed to the sudden flattening of Medicare expendi-
tures, including greater compliance with Medicare
payment rules and a longer time for processing claims.

Widely publicized efforts to clamp down on
fraud and abuse in the program have resulted in
greater compliance by providers with Medicare’s pay-
ment rules. Those efforts include more rigorous
screening of claims by Medicare contractors and
tougher enforcement of Medicare laws by the Depart-
ments of Justice and Health and Human Services.
Through investigations and lawsuits, those agencies
have pursued a wide range of providers—including
Columbia/HCA, teaching physicians, home health
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agencies, clinical laboratories, and providers of dura-
ble medical equipment—as well as Medicare contrac-
tors themselves. Although the total reduction in
spending growth attributable to the improved compli-
ance cannot be quantified, the Congressional Budget
Office estimates that one response alone to recent en-
forcement efforts—less aggressive billing by hospi-
tals—lowered growth in Medicare spending by 0.75
percentage points in 1998.

The average time for processing Medicare claims
rose dramatically in 1998. Expanded compliance ac-
tivities, combined with major efforts to prepare com-
puter systems for 2000, contributed to longer payment
lags, which can have a substantial effect on Medicare

outlays. An increase of one week, for example, in the
average time for processing claims reduces Medicare
outlays for the fiscal year by 2.3 percent. But that

reduction is only temporary because the delay merely
moves outlays into the next fiscal year.

CBO expects that improved compliance with
payment rules and longer claims-processing times will
have little or no effect on the rate of growth of Medi-
care spending in the longer run. Mandatory Medicare
outlays are therefore projected to grow at an average
annual rate of about 7 percent through 2004, rising to
slightly more than 8 percent over the 2004-2009 pe-
riod (see Table 3-1). By 2009, total outlays are pro-
jected to be $444 billion—more than double the

Table 3-1.
Medicare Outlays (By selected fiscal year)

1990 1998 1999 2004 2009
In Billions of Dollars

Gross Mandatory Outlays
Benefits 107 210 212 298 443
Mandatory administration and grants® _ b _1 _1 _1 _1
Total 107 211 213 300 444
Premiums -12 =21 =21 -34 -53
Mandatory Outlays Net of Premiums 96 190 192 266 391
Discretionary Outlays for Administration _2 _3 _3 _4 _4
All Medicare Outlays Net of Premiums 98 193 195 269 396

Average Annual Growth Rate from Previous Year Shown (Percent)

Gross Mandatory Outlays 8.8 1.1 7.1 8.2
Premiums 7.5 3.4 9.7 9.3
Mandatory Outlays Net of Premiums 9.0 0.8 6.7 8.0
Discretionary Outlays for Administration 15 7.4 4.7 4.0
All Medicare Outlays Net of Premiums 8.8 0.9 6.7 8.0

SOURCE: Congressional Budget Office.

a. Mandatoryoutlays for administration support peer review organizations, certain activities against fraud and abuse, and grants to states for premium

assistance.

b. Less than $500 million.




CHAPTER THREE

MEDICARE PROJECTIONS AND THE PRESIDENT'S MEDICARE PROPOSALS 31

level in 1999. Much of the increase over the next few
years reflects rising expenditures per enrollee; enroll-
ment itself will expand only modestly as the last of the
relatively small cohorts born in the late 1930s and
early 1940s reach age 65.

Those baseline projections assume that payment
lags will begin to return to more typical levels late in
2000, with a catch-up in spending and a resumption of
normal spending growth in 2001 and 2002. That pre-
diction is highly uncertain, however. Although the
continuing attention focused on antifraud activities
could slow the rate of spending growth for a consider-
able period, more typical Medicare expenditure pat-
terns could resume sooner than CBO now predicts. If,
for example, payment lags cause serious cash flow
problems for providers, the Health Care Financing
Administration (HCFA) might respond by instructing
Medicare contractors to bypass claims-processing
safeguards and accelerate payments.

Other administrative and judicial actions could
also cause Medicare spending to rise in the near term.
For instance, the settlement of current litigation or the
acceptance (or loss on appeal) of a district court deci-
sion overturning Medicare’s payment policies for out-
liers—inpatient stays with unusually high costs—
could raise outlays by more than $4 billion in 1999 or
2000.

Medicare spending will grow more rapidly in the
decades after 2009 as the baby boomers begin to turn
65. Between 2010 and 2030, the elderly population
will grow at a rate three times faster than between
2000 and 2010. Medicare costs are likely to grow
considerably faster than program enrollment, however.
The cost per beneficiary of providing health care ser-
vices, which has risen dramatically in the past, is
likely to continue doing so. That anticipated growth
reflects advances in medical technology that are ex-
pected to raise health care costs and a continued in-
crease in the use of services by beneficiaries.

Projections of Spending and Enrollment
in Medicare+Choice

The Balanced Budget Act established the Medicare+
Choice program to expand the range of health plans

from which beneficiaries could choose and to lay the
foundation for a more competitive Medicare system.
Building on the existing Medicare risk market, in
which all of the plans were health maintenance organi-
zations, the program allows a wide variety of health
plans—including preferred provider organizations,
point-of-service plans, and provider-sponsored orga-
nizations—to participate in Medicare. Medicare+
Choice plans receive a fixed amount per enrollee,
whereas traditional Medicare pays health care provid-
ers on a fee-for-service basis.

Payments for Medicare+Choice plans in CBO's
baseline soar from $37 billion in 1999 to $141 billion
in 2009 as enrollment in those plans continues to ex-
pand (see Table 3-2). The spending increase, how-
ever, also reflects growth in expenditures per enrollee
that, under current law, will roughly mirror the perfor-
mance of the fee-for-service sector. Despite that
strongly positive trend, annual changes in Medicare+
Choice spending will vary considerably. Those fluctu-
ations reflect technical aspects of Medicare’s reim-
bursement policy rather than sudden changes in under-
lying spending patternis.

For 1999, CBO projects that enrollment in
Medicare's risk-based plans will grow by almost 12
percent, to 6.2 million. Although that increase is sig-
nificant, it represents a sharp reduction from the previ-
ous estimate of 20 percent growth in 1999. The lower
projection reflects the recent unanticipated withdrawal
from the Medicare market of plans serving over
400,000 Medicare enrollees. A heightened awareness
that plans can leave the market is likely to reduce the
willingness of some Medicare beneficiaries to enrollin
plans in the next few years.

CBO has also reduced the projected growth of
enrollment in Medicare+Choice plans for 2000 and
beyond because Medicare will phase in the risk adjust-
ment of payment rates (to account for variations in

1.  The volatility of projected annual rates of growth in Medicare+Choice
spending is an artifact of Medicare’s reimbursement policy and does
not reflect underlying changes in the program. Medicare generally
pays Medicare+Choice plans on the first day of the month. When the
first day falls on a weekend or holiday, payments are accelerated to the
last business day of the preceding month. In addition, the Balanced
Budget Act alters some payment dates for group plans. For those rea-
sons, the number of payments varies each fiscal year from 11 to 13;
the growth of Medicare spending for group plans surges in years with
13 payments and slows in years with 11 payments.
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Table 3-2.
Outlays for Medicare Benefits, by Sector (By fiscal year)
Sector 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
In Billions of Dollars
Medicare+Choice® 32 37 41 49 48 60 70 88 88 108 124 141
Fee-for-Service
Skilled nursing facilities 13 13 13 14 14 15 16 17 18 19 21 22
Home health 15 15 17 16 17 18 20 21 23 24 26 28
Hospice 2 2 2 2 3 3 3 3 3 3 4 4
Hospital inpatient® 87 86 91 95 99 104 108 112 117 123 129 135
Physicians’ services 32 32 33 34 35 36 37 38 39 40 41 43
Outpatient facilities 17 16 17 18 20 21 23 25 26 28 30 33
Other professional and
outpatient ancillary services 12 12 14 15 _1v 20 22 25 28 31 34 38
Subtotal 178 175 186 194 205 217 228 241 255 269 285 302
Total 210 212 228 243 253 277 298 328 343 378 409 443
Annual Growth Rate (Percent)
Medicare+Choice® 26.3 140 117 180 -1.3 250 16.7 247 08 228 146 134
Fee-for-Service
Skilled nursing facilities 89 -38 1.7 53 5.1 6.4 6.0 6.4 6.5 6.4 6.4 6.4
Home health -149 08 103 -58 101 66 7.2 79 78 74 68 6.6
Hospice 10 25 86 63 46 57 53 57 58 57 58 58
Hospital inpatient® 25 -15 57 47 45 47 39 41 45 46 49 48
Physicians’ services 3.0 0.6 4.2 2.3 2.4 3.4 2.6 2.8 3.0 3.0 3.3 3.5
Outpatient facilities 55 66 84 85 71 77 72 74 73 73 76 79
Other professional and
outpatient ancillary services 0.7 06 140 130 125 132 123 123 121 11.0 10.7 10.2
All Fee-for-Service 21 -14 64 44 55 58 52 55 58 58 59 59
All Medicare Benefits 14 10 73 68 41 95 77 100 44 101 84 82
Memorandum :
Part A Enroliment (Millions)
Medicare+Choice 55 62 66 71 76 84 92 101 110 120 131 14.1
Fee-for-service 331 328 328 328 327 324 321 319 316 314 313 313
Total 38.6 39.0 394 398 403 408 414 420 427 435 444 454
Medicare+Choice share of
enroliment (Percent) 14 16 17 18 19 21 22 24 26 28 29 31
Change in Enroliment (Percent)
Medicare+Choice 234 118 70 71 74 105 102 96 90 88 86 7.8
Fee-for-service -9 -08 -01 -01 -02 -08 -09 -09 -08 -06 -03 -0.2
Both Sectors 1.0 10 11 11 1.2 13 14 15 16 19 21 22
Part B Enrolliment (Millions) 36.6 369 372 375 379 383 387 392 398 404 412 420
Number of Capitation Payments® 12 12 12 13 11 12 12 13 11 12 12 12

SOURCE: Congressional Budget Office.

a. Includes spending for health maintenance organizations paid on a cost basis, certain demonstrations, and health care prepayment plans, which
are paid on a cost basis for Part B services.
b. Includes subsidies for medical education that are paid to hospitals that treat patients enrolled in Medicare+Choice plans.
c. Ingeneral, capitation payments to group plans for the month of October are accelerated into the preceding fiscal year when October 1 falls on a
weekend. In addition, the Balanced Budget Act of 1997 accelerates payments that would otherwise have been payable on October 1, 2001, to the

last business day of September 2001. The October payments in 2000 and 2006 will be made on October 2 instead of September 29.
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per-enrollee costs based on health status) in a manner projects that risk-based plans will account for 16 per-

that will reduce spending below previously projected
levels for enrollees in Medicare+Choice plans. CBO
had previously assumed that risk adjustment would be
done on a spending-neutral basis (see Box 3-1). Re-
ducing payment increases to Medicare+Choice plans

will impede their ability to offer the additional bene-

cent of Medicare enrollees in 1999, 22 percent in
2004, and 31 percent in 2009.

Because per-enrollee payments to Medicare+
Choice plans are tied to fee-for-service expenditures,
increased enrollment in those plans does not necessar-

fits, such as prescription drugs, that were expected to
encourage more people to enroll. On balance, CBO

ily slow the rate of growth of Medicare spending. Al-
though adjusting payments for risk will reduce the

Box 3-1.
Relationship of Fee-for-Service and Medicare+Choice Payments

Before enactment of the Balanced Budget Act (BBA),
the Medicare program intended to achieve savings
from managed care by paying risk-based plans 95 per-
cent of the amount Medicare expected to pay if the
plans’ enrollees remained in the traditional fee-for-
service sector. However, research suggested that
Medicare beneficiaries who enrolled in risk-based
plans tended to have lower costs than beneficiaries
who did not switch plans. As a result of that “risk se-
lection,” Medicare payments to risk-based plans were
generally estimated to be 5 percent to 8 percent
higher, on average, than if enrollees in those plans
had remained in the traditional Medicare program.

The Balanced Budget Act slowed the growth of
fee-for-service spending, which also slows the growth
of payments to Medicare+Choice plans because an-
nual updates to Medicare+Choice payment rates are
tied to the rate of growth in penmllee spending in
the traditional Medicare program. Under the BBA,
annual increases in Medicare+Choice payment rates
are set below the growth in fee-for-service spending
from 1998 through 2002. In additi, theportion of
Medicare+Choice payment rates that is attributable to
fee-for-service spending for graduate medical educa-
tion will be gradually eliminated, and Medicare will
withhold about 0.2 percent of the amount payable to
Medicare+Choice plans to pay for dissemination of
information to beneficiaries about their coverage op-
tions. Those policies will reduce the cumulative
growth of Medicare+CHoe payment rates relative to
fee-for-service payments by 6 percent. The BBA also
phased in the blending of local and national payment
rates on a spending-neutral basis and required that
the Health Care Financing Administration adjust
Medicare+Choice payments to account for risk selec-
tion.

The Congressional Budget Office (CBO) previ-
ously assumed that adjustment of Medicare+Choice
payments for risk would be implemented like the
blending of local and national payment rates—on &
redistributive but spending-neutral basis. That ag
sumption seemed reasonable because the 6 perc
reduction in Medicare+Choice payment rates relativ{
to rates in the fee-for-service sector is about th
amount of the expected overpayment attributed to risk
selection.
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The Administration recently announced plans tg
phase in risk adjustment in a manner that would rg
duce payment rates for enrollees in Medicare+Choic|
plans. The first stage of risk adjustment would bd
based on the use of inpatient hospital services by ind
vidual enrollees. That change would reduce paymenis
by 7.6 percent when fully phased in, by 2004. Thd
second stage would be based on utilization in all set
tings, and the Administration expects it would reduce
payments by another 7.5 percent, beginning in 2004

D
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Payment reductions on the order of 15 percent
would be likely to cause plans to drop out of the prot
gram and enrollment in Medicare+Choice plans tg
drop sharply. However, the Administration has con
siderable flexibility in the way it adjusts for risk, and
it could choose not to reduce payments by thalt
amount. Because the planned reduction far exceegls
the estimated cost of risk selection, CBO, in develop
ing its baseline projections, assumes that the Admir]
istration will revise those plans and implement risK
adjustments in a manner that will ultimately reducd
payments by lesser amounts.
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spending growth by an average of 0.1 percentage point
a year through 2004, CBO projects that per-enrollee
payments to Medicare+Choice plans will grow in line
with fee-for-service spending in subsequent years.

Projections of Spending and Enrollment
in the Medicare Fee-for-Service
Program

CBO projects that spending in Medicare's fee-for-ser-
vice program will increase from $175 billion in 1999
to $302 billion in 2009. That growth will occur de-
spite shrinkage in fee-for-service enrollment, which
will decline by1.5 million over the next decade, and
cuts in the growth of payment rates for many services.

Spending growth for different services will vary
considerably over the same period. The extent of the
recent slowdown in spending has also varied by type
of service, although spending for all services has been
affected by the 1.9 percent drop in fee-for-service en-
rollment that occurred in 1998 and the further 0.8 per-
cent decline expected in 1999.

Postacute Care Services Growth in payments for
skilled nursing facility (SNF) and home health ser-
vices—the fastest-growing areas of fee-for-service
spending in Medicare during the decade preceding pas-
sage of the Balanced Budget Act—slowed signifi-
cantly in 1998. The most dramatic change was in
spending for home health care, which actually fell by
14.9 percent in 1998. SNF expenditures, by contrast,
continued to rise but at less than half the rate of
growth in 1997—8.9 percent compared with 21.1 per-
cent. The slowdown in spending reflects the imple-
mentation of new prospective payment systems, in-
creases in the time for processing claims, and—in the
case of home health services—recoupment of earlier
overpayments. The rise in claims-processing times
was particularly marked for home health services; a
new sequential billing process added to the lags caused
by factors affecting Medicare services more generally.

The transition to prospective payment systems is
expected to hold the average annual rate of growth in
spending through 2001 to 1.9 percent for skilled nurs-
ing services and 3.5 percent for home health care.
Spending is then projected to increase through 2009 at

an average annual rate of 6.2 percent for SNF services
and 7.5 percent for home health services.

Inpatient Hospital Services Medicare payments for
inpatient hospital services fell 2.5 percent in 1998, to
$87 billion. The factors contributing to that drop in-
clude a decline in the volume of services provided (re-
flecting the drop in fee-for-service enrollment) and
several provisions in the BBA that froze payment rates
for most operating costs, reduced capital-related pay-
ment rates by 17.8 percent, and cut subsidies for medi-
cal education. In addition, the case-mix index—a
measure of the relative costliness of the cases treated
in hospitals paid under the prospective payment sys-
tem—fell 0.5 percent in 1998. Much of that unprece-
dented drop in the index is probably attributable to
widespread adoption by hospitals of less aggressive
billing practices following antifraud initiatives that
focused on those practices.

For most hospitals, the Balanced Budget Act lim-
its cumulative increases in payment rates for operating
costs to about 6 percentage points below inflation over
the 1999-2002 period. CBO projects that the limit on
rate increases, in combination with declining fee-for-
service enrollment, will result in a 1.5 percent drop in
payments for hospital inpatient services in 1999.
Those payments are projected to begin rising in 2000,
with annual growth rates averaging 4.5 percent from
2000 through 2009.

Physicians’ Services Medicare payments for physi-
cians’ services rose 3.0 percentin 1998, to $32 billion.
Payments are projected to remain flat in 1999 and to
grow at an average annual rate of 2.8 percent over the
next decade, reaching $43 billion in 2009. That
growth rate is a result of payment formulas enacted in
the BBA that tie the growth of per-enrollee expendi-
tures for physicians’ services to the growth of gross
domestic product per capita. Those formulas generate
annual rate changes that oscillate widely around a
smooth trend. CBO projects stable growth rates, how-
ever, because the timing of those oscillations is impos-
sible to predict.

Outpatient Services Payments to outpatient facili-
ties—such as hospital outpatient departments, dialysis
facilities, and rural health clinics—fell by 5.5 percent
in 1998 and are projected to decline another 6.6 per-
cent in 1999. Those reductions result largely from
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lower payment rates accompanying the transition to a
prospective payment system for hospital outpatient
services. Outpatient payments are projected to re-
bound in 2000 and grow at annual rates of 7 percent
or more for the rest of the decade.

Spending for outpatient therapy services and
other outpatient ancillary services—including pharma-
ceuticals, durable medical equipment, and chiropractic
care—rose only 0.7 percent in 1998 as a result of re-
ductions in payment rates and a cap on payments for
therapy services performed outside hospitals. Pro-
jected payments for nonphysician professional services
and outpatient ancillary services will grow only
slightly in 1999 before taking off again in 2000. An-
nual spending growth is expected to average 11.3 per-
cent from 1999 through 2009.

Proposals Affecting Medicare
Spending in the President's
Budget

The President’s budget for 2000 includes provisions to
expand Medicare coverage to hew populations and to
reduce the growth of spending in Medicare’s fee-for-
service sector. Populations newly eligible for Medi-
care would include certain people between the ages of
55 and 64, who would be allowed to buy in to the pro-
gram, and the working disabled. The costs of those
expansions would be more than offset by fee-for-ser-
vice savings, which would have spillover effects on
Medicare+Choice spending and also result in lower
Part B (Supplementary Medical Insurance) premiums.
The net effect would be savings in mandatory pro-
grams of about $9 billion through 2004 and $19 bil-
lion through 2009.

The budget also includes a $750 million demon-
stration project to enable Medicare beneficiaries to
participate in clinical trials. That program would be
paid for through the general fund rather than the Medi-
care trust funds.

Policies to Expand Medicare Coverage

The President’s proposals to allow people under age
65 to buy in to the Medicare program are similar to
proposals that were in the budget last year. Two
groups would be eligible to participate: people ages
62 to 64 who do not have private health insurance,
Medicaid, or other public coverage; and certain work-
ers ages 55 to 61 who lose their health insurance be-
cause of a job loss. The terms of participation would
differ for the two groups.

A third proposal, to expand Medicare coverage
for the disabled, is part of a broader initiative to allow
the disabled to return to work and maintain their
health insurance coverage. That initiative would use
funding from both the Medicare and the Medicaid pro-
grams.

Buy-In for People Ages 62 to 64 The Administra-

tion proposes to allow people ages 62 to 64 who do
not have employment-based health insurance, Medic-
aid, or other public coverage to enroll voluntarily in
Medicare, provided they do so as soon as they are eli-
gible. Events that would qualify people for enrollment
include turning 62 or losing employment-based health
insurance under certain circumstances between the
ages of 62 and 64.

Medicare premiums under the buy-in would be
paid in two parts, both of which would be updated
annually:

0 Before the age of 65, enrollees would pay premi-
ums that reflected the average expected cost of
benefits if everyone ages 62 to 64 participated in
the buy-in. The monthly premium would be
about $324 in 2001, the first year of the pro-
gram. Premiums would be adjusted for geo-
graphic variation in Medicare’s costs.

0 At age 65 and thereafter, buy-in participants
would pay a premium surcharge (in addition to
their regular Medicare premium) to recapture for
the government the extra costs that Medicare
would pay as a result of adverse selection in the
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Table 3-3.
CBO Estimate of the President's Policies to Expand Medicare Coverage
(By fiscal year, in billions of dollars)
2000- 2000-
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2004 2009
Buy-In
Benefits
Ages 62 to 64 0 1.5 2.4 2.7 3.1 35 4.0 4.4 4.8 54 9.7 31.7
Ages 55to 61 0 a 0.1 0.2 0.2 0.3 0.3 04 0.4 0.5 0.5 2.5
Premiums
Ages 62 to 64 0o -14 -21 -2.3 -2.7 -3.1 -3.5 -39 43 -49 -85 -284
Ages 55to 61 0 a _-0.1 -0.1 -0.2 -0.2 -0.3 _-0.3 -04 _-04 _-04 _-21
Net 0 a 0.4 0.4 0.4 0.4 0.5 0.5 0.5 0.5 1.2 3.7
Medicare for Working Disabled
Benefits a a 0.1 0.1 0.1 0.2 0.2 0.3 0.3 04 0.3 1.7
Premiums a a a a a a a a _-01 _-01 _-01 _-03
Net a a 0.1 0.1 0.1 0.1 0.2 0.2 0.3 0.3 0.3 1.4

SOURCE: Congressional Budget Office.

a. Costs or savings of less than $50 million.

buy-in program. The surcharge would reflect the
difference between the premium paid before age
65 and the higher average costs of people who
chose to participate in the program. CBO esti-
mates that a person who enrolled in the buy-in
program in 2001 at age 62 and who stayed in the
program until age 65 would pay a surcharge of
about $23 a month in 2004.

CBO estimates that the Medicare buy-in for peo-
ple ages 62 to 64 would raise outlays for Medicare
benefits by $31.7 billion between 2001 (when the pro-
gram begins) and 2009 (see Table 3-Fremiums
would total $28.4 billion, resulting in net Medicare
outlays of $3.3 billion. About 473,000 people would
participate in the program in 2001, rising to about
718,000 by 2009. In addition, Social Security bene-
fits would increase by about $0.2 billion a year under
CBOQO’s assumption that approximately 1 percent of

2. The basis for the estimate is similar to the approach that CBO used in
the estimate of the President’s budget for 1999. See Congressional
Budget Office, An Analysis of the President’s Budgetary Proposals
for Fiscal Year 199¢March 1998), pp. 37-42.

people ages 62 to 64 would retire if health insurance
was available to them.

Buy-In for Displaced Workers Ages 55 to 61 The
Administration proposes to allow certain workers ages
55 to 61 who lose health insurance because of a job
loss to buy into the Medicare program. (Their spouses
would also be eligible for coverage.) The program
would be available only to people who met several
eligibility requirements, including:

0 Having health insurance coverage for at least 12
months immediately before enrolling in the pro-
gram;

o Participating in their employer’s plan immedi-
ately before losing their job;

0 Beingeligible forunemploymentinsurance bene-
fits; and

0 Beingineligible for any other employment-based
or federal health insurance coverage. (That re-
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guirement means workers would first have to
exhaust the 18 months of continued coverage
from their former employer that is available un-
der the Consolidated Omnibus Budget Reconcili-
ation Act of 1985.)

Monthly premiums for the buy-in would be al-
most $440 per person in 2001. They would be up-
dated annually and adjusted for geographic differences
in costs. Those premiums would not quite cover the
costs of the program in the short term, however, be-
cause the program would attract enrollees who are
expected to have high medical expenditures. Thus,
CBO projects that net Medicare outlays would rise by
about $0.3 billion over the 2000-2009 period, reflect-
ing outlays for benefits of $2.5 billion and premiums
of $2.1 billion (see Table 3-3). The proposal would
also encourage a small number of additional workers
to seek unemployment insurance, raising federal out-
lays for unemployment compensation by an estimated
$60 million over 10 years.

Participation in the program would be low as a
result of the stringent eligibility requirements and the
relatively high premiums that enrollees would pay. By
2009, about 50,000 people would be enrolled in the
program at any point in time.

Medicare Coverage for the Working Disabled The
President’s budget includes provisions under both
Medicare and Medicaid to enable disabled people to
return to work and maintain their insurance coverage.
The Medicare proposal would entitle disabled people
who return to work—thereby losing their eligibility for
Social Security benefits—to lifetime coverage under
Medicare Part A (Hospital Insurance). That entitle-
ment would be available only to people who enrolled
during the first 10 years after enactment of the legisla-
tion.

CBO estimates that extending eligibility for Part
A to the working disabled would increase net Medi-
care outlays by $1.4 billion over the 200002 pe-
riod. By 2009, when enrollment in the program would
end, 59,000 people would be participating in the pro-
gram.

Comparison with the Administration’s Estimates
The Administration estimates that the two buy-in pro-

posals for people ages 55 to 64 would raise net
Medicare outlays by $1.4 billion over the 2000-2004
period. That estimate is about the same as CBO’s
estimate of $1.2 billion for the same period.

The Administration has combined its estimate of
the Medicare expansion for the disabled with its esti-
mate of the associated Medicaid provisions and has
included additional costs for Social Security’s Disabil-
ity Insurance program. That combined estimate totals
about $0.9 billion over the 2000-2004 period, which is
similar to CBO’s estimate of $1.2 billion.

Policies to Reduce Fee-for-Service
Spending

The President proposes a variety of changes to reduce
fee-for-service spending below projected levels, in-
cluding:

0 Reductions in payments for certain services;

o0 New requirements to improve compliance with
Medicare’s payment rules; and

0 Replacing a "centers of excellence" demonstra-
tion project with a permanent program to give
hospitals and other providers incentives for
greater efficiency and a higher quality of care.

Those proposals would reduce projected fee-for-ser-
vice spending by about $9.6 billion between 2000 and
2004 and $21.2 billion between 2000 and 20@e-
cause the growth of spending in Medicare+Choice
plans is linked to spending growth in the fee-for-ser-
vice sector, the reductions in fee-for-service spending
would also lower Medicare+Choice spending by $2.1
billion through 2004 and $6.5 billion through 2009
(see Table 3-4).

3.  The President has also proposed a modification of the physician pay-
ment formula that would dampen the tendency of updates to physician
payment rates to oscillate widely around a smooth trend, but would
not affect the trend. CBO projects stable growth rates because the
timing of those oscillations is impossible to predict. Therefore, CBO
estimates that this provision would not have a significant effect on
Medicare spending.
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Table 3-4.
CBO Estimate of Medicare-Related Provisions in the President’s Budget
(By fiscal year, in billions of dollars)

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

Gross Mandatory Medicare Outlays
Policies Affecting Benefits

Benefits for New Enrollees Under
Buy-In and Working-Disabled
Policies a 15 2.6 3.0 3.4 4.0 45 5.0 55 6.2 106 358

Policies Affecting Fee-for-Service Spending
Reductions in Payments
Sustainable growth rate for

physician payments a a a a a a a a a a 0 0
Freeze on PPS operating
payment rates in 2000 -0o6 -0v -08 -08 -09 -09 -09 -10 -10 -11 -38 -87
Bad-debt payments -04 -04 -04 -04 -04 -05 -05 -05 -05 -06 -20 -46
Outpatient pharmaceuticals -3 -04 -04 -03 -02 -01 -01 -01 -02 -02 -18 -25
Clinical laboratory payments -0, 01 -01 -01 -01 -01 -01 -01 -02 -02 -05 -12
Prosthetics and orthotics -2 0212 02 -01 -01 -01 -01 -02 -02 -02 -05 -13
Erythropoietin® -0, 02 -012 -01 -01 -01 01 -01 -01 -01 -05 -11
Requirements to Improve
Compliance
Secondary-payer reporting o 012 -01 -01 -01 -01 -01 -02 -02 -02 -05 -13
Partial hospitalization a a a a a a a a a a -01 -02
Civil monetary penalties 0 a a a a a a a a a a -01
Centers of Excellence -2 02 -02 -01 -01 -01 -012 -01 -01 -01 -0.3 -06
Long-Term Tax Credit 0.1 a a a a a a a a a 0.2 0.3

Interaction with

Medicare+ChoicePayment Rates® 0 -05 -05 -05 -06 _-07 -0.7 -09 -10 _-1.2 -21 _-6.5
Subtotal -14 -09 01 04 08 1.2 17 1.9 2.1 25 -1.1 8.1
Premiums

Premiums for New Enrollees
Under Buy-In and Working-

Disabled Policies a -15 -22 -25 -29 34 -39 -43 -48 -54 -90 -308

Part B Premiums for Beneficiaries

Enrolled Under Current Law 0.2 0.3 0.3 0.3 0.3 0.3 0.3 0.4 0.4 0.4 1.4 3.2
Subtotal 02 -12 -19 -22 -26 -31 -36 -40 -44 50 -76 -276

Net Mandatory Medicare Outlays
Total -3 -212 -17v -18 -18 -19 -19 -21 -23 -25 -87 -194

SOURCE: Congressional Budget Office.

NOTE: PPS = prospective payment system.

a. Costs or savings of less than $50 million.

b. A drug used by patients receiving dialysis for end-stage renal disease.

c. The effect on payments to Medicare+Choice plans of changes in the rate of growth of fee-for-service spending.
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One-quarter of the savings in Medicare Part B
spending would accrue to beneficiaries in the form of
lower premiums. Thus, beneficiaries would save $1.4
billion through 2004 and $3.2 billion through 2009.

Reductions in Payments The largest savings from
reducing payments to providers would come from the
President’s proposal to freeze payment rates for inpa-
tient hospital services in 2000. In principle, those
rates are updated each year to reflect changes in the
costs of hospital inputs. The BBA specified, however,
that the annual updates would be lower than the in-
crease in input prices through 2002, with the update in

2000 being 1.8 percentage points less than the increase

ininput prices. CBO estimates that this reduction will
give hospitals a 1.1 percent rate increase in 2000.
Freezing the rates in 2000, as the President proposes,
would save $0.6 billion in 2000, $3.8 billion through
2004, and $8.7 billion through 2009.

In addition, the budget would further reduce
Medicare’s payments for the bad debts incurred by
hospitals—those payments having already been low-
ered under the BBA—and extend the reduction in pay-
ments for bad debts to other providers. Those provid-
ers include SNFs, providers of outpatient physical
therapy, comprehensive outpatient rehabilitation facili-
ties, community mental health clinics, federally quali-
fied health centers, and rural health clinics. Total sav-
ings from the reductions in bad-debt payments would
be $0.4 billion in 2000, $2.0 billion through 2004, and
$4.6 billion through 2009.

Other services for which payments would be re-
duced include outpatient pharmaceuticals, tests per-
formed by clinical laboratories, and prosthetic and
orthotic devices. The Administration also proposes to
reduce Medicare’s payments for erythropoietin, a drug
used by patients with end-stage renal disease and re-
ceiving dialysis. Savings from all of those payment
reductions would be $3.2 billion through 2004 and
$6.0 billion through 2009.

Requirements to Improve Compliance with Medi-
care’s Payment Rules The President’s budget in-
cludes several initiatives to improve compliance with
Medicare’s payment rules and reduce fraud and abuse.
In particular:

0  Group health plans would be required to notify
Medicare of beneficiaries for whom they provide
primary coverage. HCFA would then know im-
mediately whether Medicare or a private insurer
had primary responsibility to pay for a benefi-
ciary’s health services.

0o New rules would restrict the provision of partial
hospitalization services for mentally ill patients.
In addition, the Secretary of Health and Human
Services (HHS) would be given more authority
to screen out unqualified providers of that benefit
and could impose civil monetary penalties on
physicians who falsely certify that patients need
those services.

0 The President proposes to reinstate the “reason-
able diligere” standard for imposing civil mone-
tary penalties on providers who submit false
Medicare claims. That standard was changed
under the Health Insurance Poitdp and Ac-
countability Act of 1996, which raised the legal
burden of proof for the federal government.

The provisions to improve compliance would save an
estimated $0.6 billion fro)2000 through 2004 and
$1.6 billion through 2009.

Centers of ExcellenceThe Balanced Budget Act took
important steps toward improving the efficiency of
Medicare’s fee-for-service program by establishing
prospective payment systems for several services. The
President’s budget would seek further efficiencies by
extending and making permanent a “centers of excel-
lence” program enabling Medicare to contract with
certain hospitals for the treatment of particular disor-
ders. Those hospitals would be chosen on a competi-
tive basis.

Under the proposal, the Secretary of HHS would
be authorized to pay selected hospitals a single bun-
dled rate for all services associated with an acute hos-
pital admission. In 2001, contracts incorporating such
global payments would be established with facilities
for certain heart procedures and for knee and hip re-
placement surgery. Contracts for other procedures
and medical conditions would be established in the
future. The initiative would save a total of $0.3 bil-
lion through 2004 and $0.6 billion through 2009.
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The President's Trust Fund
Proposal

The President also proposes to augment Medicare's
financing by transferring funds from the general fund
to Medicare's Hospital Insurance (HI) Trust Fund.
Medicare spending is drawn from two trust funds: the
HI trust fund, which pays for Part A services, and the
Supplementary Medical Insurance (SMI) Trust Fund,
which pays for Part B services. Part A services in-
clude inpatient hospital care, home health services im-
mediately following an inpatient stay, and SNF and
hospice services. Part B services include physicians’
services, other ambulatory services, and home health
services for non-postacute cére.

Sources of Revenue for Medicare's
Trust Funds

The HI trust fund relies primarily on payroll taxes,
which account for 88 percent of its income. The re-
mainder comes from taxation of Social Security bene-
fits, premiums from beneficiaries who are not entitled
to free enrollment in the Part A program, interest on
fund balances, and other, smaller sources. By con-
trast, about 75 percent of SMI costs are financed by
interest payments and transfers from the general fund,
with premiums paid by beneficiaries accounting for
the remaining 25 percent.

Taking both trust funds together, payroll taxes
will account for 57 percent of Medicare’s income in
1999, beneficiaries for 12 percent, interest payments

4.  Before the BBA, most home health care spending came from the Hl
trust fund. Under the BBA, spending for non-postacute home health
care is gradually being transferred to the SMI trust fund over a period
of six years.

for 5 percent, and the general fund for the remaining
26 percent (see Table 3-5). The portion of benefits
paid by SMI, however, will rise over the next decade
as the transfer of spending for non-postacute home
health care from Part A to Part B is phased in. Conse-
guently, general fund financing will grow as a share of
total revenues, reaching 37 percent of the total by
2009. Payroll taxes will account for only 45 percent
of receipts in that year.

The shift of most home health spending to Part B
will also enable the HI trustihd to maintain a posi-
tive balance over the next decade. But HI outlays will
exceed receipts in 2007, and the trust fund balance
will erode at an accelerating rate in subsequent years.

Effect of the President’s Proposals
on the HI Trust Fund

The President’s proposed changes in Medicare bene-
fits and eligibility would have an extremely small im-
pact on the HI trust fund—a net increase of $19 bil-
lion in 2009. The President also proposes, however,
to address the solvency of the HI trust fund directly,
by transferring $350 billion from the general fund to
the trust fund over the next decade. That transfer
would increase the balance in the trust fund in 2009 by
an additional $435 billion ($350 billion plus $84 bil-
lion in additional interest payments) for a total of $595
billion (see Table 3-6).

That bookkeeping transaction would delay the
date of insolvency of the HI trust fund by several
years. But the transfer would do nothing to address
the underlying problem: rapid growth in spending for
Medicare, Social Security, and other federal programs
will cause total outlays to outstrip total anticipated
revenues. If the growth in program spending is to be
curbed, a major restructuring of Medicare will be re-
quired.
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Table 3-5.
Medicare Outgo and Income in the CBO March 1999 Baseline (By fiscal year, in billions of dollars)

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Hospital Insurance

Outgo
Benefits 133 139 145 148 158 168 183 190 207 223 240
Mandatory administration 1 1 1 1 1 1 1 1 1 1 1
Discretionary administration -1 1 11 1 _2 _2 _2 _2 _2 _2 _2
Subtotal 135 141 147 151 161 171 186 193 210 226 243
Income
Payroll taxes? 128 133 136 144 150 157 165 172 180 188 196
Payments by beneficiaries® 8 7 8 8 9 9 10 11 12 13 14
Interest on fund balances 9 10 10 11 11 12 12 12 12 12 11
General fund -+ 1 -1 1 1 1 1 _1 _1 _1 _1
Subtotal 145 151 155 164 171 179 188 196 205 214 222
Surplus 10 10 8 13 10 8 2 3 -5 -13 -21
End-of-Year Fund Balance 127 137 145 158 168 176 178 181 176 163 142
Supplementary Medical Insurance
Outgo
Benefits 79 89 99 105 119 130 146 153 171 186 203
Mandatory administration c c c c c c c c c c c
Discretionary administration -1 2 _2 _2 _2 _2 _2 _2 _2 _2 _2
Subtotal 81 91 101 108 121 132 148 155 173 189 206
Income
Payments by beneficiaries® 20 22 24 26 29 32 36 38 42 46 51
Interest on fund balances 2 2 2 3 3 3 3 4 4 5 5
General fund 59 _72 _79 _82 _96 102 116 116 135 146 158
Subtotal 81 96 105 111 127 138 155 159 181 196 214
Total
Outgo
Benefits 212 228 243 253 277 298 328 343 378 409 443
Mandatory administration 1 1 2 2 1 1 1 1 1 1 1
Discretionary administration 3 3 _ 3 _ 3 _ 383 _4 _4 _4 _4 _4 _4
Subtotal 216 232 248 258 282 303 333 348 383 415 449
Income
Payroll taxes? 128 133 136 144 150 157 165 172 180 188 196
Payments by beneficiaries® 28 29 32 34 38 42 46 50 54 59 65
Interest on fund balances 11 12 13 14 14 15 16 16 16 16 16
General fund 59 _72 _80 _83 _96 _103 117 117 136 146 159
Subtotal 226 247 260 275 299 317 343 355 386 410 436
Income as a Percentage of Total
Payroll taxes? 57 54 52 52 50 50 48 49 47 46 45
Payments by beneficiaries® 12 12 12 12 13 13 13 14 14 14 15
Interest on fund balances 5 5 5 5 5 5 5 5 4 4 4
General fund 26 29 31 30 32 32 34 33 35 36 37
Memorandum :
Monthly Part B Premium (Dollars) 4550 49.50 53.90 58.00 64.10 70.70 76.80 80.90 88.20 94.60 101.20

SOURCE: Congressional Budget Office.

a. Payrolltaxesinclude the Federal Insurance Contributions Act (FICA) and Self Employment Contributions Act (SECA) payroll taxes, the equivalent
to the FICA payroll tax for federal workers, and transfers from the Railroad Retirement account.

b. Payments by beneficiaries include Part B premiums, Part A premiums paid for beneficiaries not entitled to free enrollment in the Part A program,
and a portion of income taxes on Social Security benefits.

c. Lessthan $500 million.
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Table 3-6.
CBO Reestimate of Medicare Outgo and Income in the President’s Budget
(By fiscal year, in billions of dollars)

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Hospital Insurance

Outgo
Benefits 133 138 144 148 158 168 183 191 208 224 241
Mandatory administration 1 1 1 1 1 1 1 1 1 1 1
Discretionary administration -1 11 11 -1 1 1 1 1 _1 _1 _1
Subtotal 135 140 147 150 161 171 186 193 211 227 243
Income
Payroll taxes? 128 133 136 144 150 157 165 172 180 188 196
Payments by beneficiaries® 8 7 8 9 10 11 12 13 14 15 17
Interest on fund balances 9 10 12 14 16 18 21 23 26 29 33
General fund 1 19 22 _29 _28 _31 _33 _41 _46 _52 _57
Subtotal 145 170 177 196 204 217 231 249 267 285 303
Surplus 10 29 31 45 43 46 45 56 56 58 59
End-of-Year Fund Balance 127 157 187 232 275 321 366 422 478 536 595
Supplementary Medical Insurance
Outgo
Benefits 79 88 98 105 119 131 146 154 172 188 205
Mandatory administration c c c c c c c c c c c
Discretionary administration -1 2 _2 _2 _2 _2 _2 _2 _2 _2 _2
Subtotal 81 90 100 107 121 132 148 156 173 189 206
Income
Payments by beneficiaries® 20 22 24 27 30 34 37 40 44 48 53
Interest on fund balances 2 2 2 3 3 3 3 4 4 5 5
General fund 59 _71 _78 _82 _95 102 117 115 134 144 157
Subtotal 81 95 105 111 128 138 157 159 182 197 215
Total
Outgo
Benefits 212 226 242 253 277 299 330 345 380 412 445
Mandatory administration 1 1 2 2 1 1 1 1 1 1 1
Discretionary administration 3 3 _3I 3 3 .3 3 3 _3 _3 _3
Subtotal 216 230 247 258 282 304 334 349 384 416 450
Income
Payroll taxes? 128 133 136 144 150 157 165 172 180 188 196
Payments by beneficiaries® 28 29 33 36 40 44 49 53 58 64 70
Interest on fund balances 11 12 14 16 19 22 24 27 31 34 38
General fund 59 _90 _99 _110 122 133 150 156 180 196 214
Subtotal 226 264 282 307 331 355 388 409 449 482 518
Income as a Percentage of Total
Payroll taxes? 57 50 48 47 45 44 42 42 40 39 38
Payments by beneficiaries® 12 11 12 12 12 13 13 13 13 13 13
Interest on fund balances 5 5 5 5 6 6 6 7 7 7 7
General fund 26 34 35 36 37 37 39 38 40 41 41
Memorandum :
Monthly Part B Premium (Dollars) 4550 49.10 53.30 57.40 63.50 70.10 76.30 80.30 87.60 93.90 100.50

SOURCE: Congressional Budget Office.

a. Payrolltaxesinclude the Federal Insurance Contributions Act (FICA) and Self Employment Contributions Act (SECA) payroll taxes, the equivalent
to the FICA payroll tax for federal workers, and transfers from the Railroad Retirement account.

b. Payments by beneficiaries include Part B premiums, Part A premiums paid for beneficiaries not entitled to free enroliment inthe Part A program,
and a portion of income taxes on Social Security benefits.

c. Less than $500 million.




Chapter Four

The President's Proposals
for National Defense

lion in discretionary budget authority for de-

fense programs in fiscal year 2000. Most of
that amount would go to the Department of Defense
(DoD) for personnel compensation, procurement of
weapon systems, research, construction of facilities,
and day-to-day operating expenses of the armed
forces. About $13 billion of the total would support
the nuclear weapons and environmental cleanup activi-
ties of the Department of Energy and the defense func-
tions of other agencies. The Administration has pro-
posed that a portion of the defense request after 2000
be contingent on enactment of legislation to reform
Social Security.

The Administration is requesting about $282 bil-

The centerpiece of the defense budget is its at-
tempt to improve recruiting and retention by granting
a larger pay raise to all military personnel, increasing
military retirement benefits for some personnel, and
targeting other increases in pay and benefits for a third
set of service members. An analysis by the Congres-
sional Budget Office, discussed later in this chapter,
finds that the retirement proposal would probably have
little or no effect on recruiting and retention but would
nevertheless be quite costly. The President's proposals
for raising current compensation that are targeted to-
ward specific problem areas offer more promise, but
additional recruiters and increased advertising may be
even more cost-effective recruiting strategies.

The Administration also proposes to increase
appropriations for weapons procurement—a category
of spending that has been held down since the end of
the Cold War. Although the procurement budget

would rise from about $49 billion in 1999 to about
$75 billion in 2005, it would remain below the level
necessary to sustain today’s forces. CBO estimates
that over a period of decades, procurement budgets
must average about $90 billion (in today’s prices) an-
nually to replace equipment as it wears out or becomes
obsolete.

The increases proposed for military compensa-
tion and weapons purchases would come at the ex-
pense of funding for day-to-day activities and research
and development. Savings from base closings, out-
sourcing of activities, and other efficiencies are as-
sumed to restrain costs in the operation and mainte-
nance (O&M) spending category. Whether DoD can
realize those savings is highly uncertain; in fact, com-
pared with last year's request, the Administration’s
current budget would raise funding for that category.
Savings inthe research, development, test, and evalua-
tion (RDT&E) areas may be easier to achieve because
that program lacks a large, fixed spending component
and thus annual funding is more subject to the discre-
tion of policymakers.

Is the Defense Budget

Proposal an Increase

or a Decrease?

The Administration presents its request as a substan-

tial increase in funding for defense—about $112 bil-
lion more for DoD over the 2000-2005 period relative
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to the request in the President's budget for 1999. But
by another widely used measure (the CBO baseline),
its request represents a decrease.

2005 period. The CBO projection assumes that the $8
billion in emergency appropriations enacted for 1999,
which were not included in the President’s 1999 bud-
get request, will be repeated each year. If the higher
spending from the emergency appropriations is ex-
cluded from the projected baseline in 2000 through

Compared with CBO’s baseline projection of
defense spending, which assumes that appropriations
in 2000 and succeeding years will equal 1999 appro- 2005, the President's request represents an increase in
priations adjusted for inflation, the President’s pro- every year. (See Box 4-1, which compares the Presi-
posed budget authority represents a decrease of about dent's request with the CBO baseline and a baseline
$8 billion in 2000 and about $1 billion over the 2000-  that excludes emergency appropriations.)

Box 4-1.
Emergency Appropriations for Defense Programs for Fiscal Year 1999

other $0.5 billion for prtection against ter-
rorist attacks.

As part of the Omnibus Consolidated and Emergency
Supplemental Appropriations Act for929, theCon-

gress provideds8.3 hllion in emergency funding for
defense programs. Although those funds were labeled o
emergencies, most were provided for ongoing programs
and activities rather than for unforeseen circumstances.

To help guard against potential Year 2000
and related computer failures, the Congress$
gave DoD an extra $1.1 billion.

o  The bill provided about $1.9 billion for the De- o]
partment of Defense’s (DoD’s) operations in such
countries as Bosnia and Iraq; another $1.5 billion
was provided for intelligence-related activities.

The Department of Energy received $0.5 bil-
lion in additional funding for atomic energy
activities.

In addition, the Congress provided $0.5 billion to
repair storm damage from hurricanes and othg
natural disasters.

=

o] General readiness appropriations totaled $1.3 bil-
lion and included funding for militarydalth pro-
grams.

For the most part, CBO’s analysis uses the

0 The Congress also provided funds to help DoD entire 1999 defense funding level, including the
guard against future threats from foreign countries  emergency appropriations detailed above, as |a
as well as from terrorists—$1.0 billion for re- benchmark for comparison. The following table
search and development related to the nation's shows the differences in budget authority (by fiscal
defense against ballistic missil&taaks and an- year, in billions of dollars) if emergencies are left

out of the projection.
2000 2001 2002 2003 2004 2005

CBO Baseline 289.5 297.4 305.3 3134 321.2 329.71

Minus Emergency

Appropriations -8.6 -8.8 9.1 -9.3 -9.6 -9.8

CBO Baseline Without

Emergency Appropriations 280.9 288.5 296.3 304.0 311.7 3199

Proposed Changes 0.8 12.8 6.8 9.4 10.5 13.7

President's Budgetary

Proposals for 2000 281.7 301.3 303.1 3134 322.2 333.p
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The President’s request also represents an in-
crease relative to CBO's projections that assume ap-
propriations in 2000 through005 will be frozen at
the dollar level of 1999 appropriations without any ad-
justment for inflation. The increase is $168 billion in
budget authority over the 2000-2005 period compared
with a freeze that includes projected emergency spend-
ing, and $218 billion compared with a freeze that ex-
cludes emergencies.

The Administration’s claim that its budgetary
proposals increase defense spending is based on a
comparison with its proposals of a year ago and takes
into account the actual and projected rates of inflation
in defense purchases. Over the 2Q005 period,
DoD’s share of last year’s budget for national defense
totaled about $85 billion less than its share in the cur-
rent proposal. It also included ab@&#6 billion for
growth in prices that actual experience in 1998 and the
new price forecast would indicate is unnecessary.
Nevertheless, the Administration still plans to use that
funding for defense programs, which makes its current
budgetary proposal for defense about $112 billion
higher than last year’s after adjusting for the new eco-
nomic forecast.

Some programs within the defense budget fare
better than others in the Administration’s new propos-
als. Nearly all categories of funding would increase
compared with last year’s request (see the top panel in
Table 4-1). Increases in military compensation would
add about $34 billion over six years, and the O&M
category would enjoy a comparable increase rather
than being held relatively constant. A decline in weap-
ons funding in 2000 would be more than offset by in-
creases in later years. The program for research and
development would be basically unchanged.

Measuring the budget request against the CBO
baseline offers a different picture because it adjusts
the 1999 funding level for inflation (see Table 4-1).
Thus, under the Administration’s proposals, military
pay and allowances would increase above baseline
levels as would programs to buy new weapons—by
about $3 billion and $72 billion, respectively. All
other major categories of defense spending would de-
cline relative to baseline levels. Funding for day-to-
day expenses covered under O&M accounts would fall
by about $22 billion over the 2000-2005 period, ex-
penditures for research and development would fall by

$37 billion, and all other defense spending would fall
by about $17 billion compared with the baseline.

Military Pay and Allowances

DoD attaches very high priority to attracting and re-
taining sufficient numbers of qualified military person-
nel. The Administration’s budget request contains
several initiatives to ameliorate recently reported prob-
lems, but some question remains as to whether it pro-
poses the most cost-efficient methods for supplying the
military departments with the kinds of personnel
needed in today’s armed forces.

Recruiting and Retention

DoD faces a challenge in recruiting and retaining the
personnel it needs, but it is not clear that DaD is ex-
periencing more than just a temporary difficulty. The
reported problems vary from year to year, service to
service, and sometimes within a service. In general, if
problems with recruiting exist, they may involve at-
tracting a sufficient number of recruits rather than re-
cruits with the right qualifications. In terms of retain-
ing personnel, the problems may be centered more on
individual specialties and pay grades.

Recruiting. In addition to meeting numerical goals,
DoD seeks to fill its ranks with qualified personnel.
Its quality-related objectives call for at least 90 per-
cent of recruits to be high school graduates and at
least 60 percent to score above average on an enlist-
ment examination. Every year since 1992, DoD has
met or exceeded its objectives regarding the quality of
its recruits, but 1998 was the first year during that
period in which it failed to meet its numerical objec-
tive. In 1998, the Army fell short of its recruitment
goal by 776 recruits (about 1 percent), and for the first
four months of 1999, it is behind its goal by about 13
percent. The Navy suffered a 12 percent shortfall
(about 6,892 recruits) in 1998 but has met its objec-
tives so far in 1999. The Air Force and the Marine
Corps fully achieved their objectives in 1998, and the
Marine Corps is on track thus far in 1999. However,
the Air Force currently is short of its 1999 objective
by about 6 percent. For all services, DoD today is
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Table 4-1.
Major Funding Changes Proposed in the President's Budget for National Defense
Relative to the 1999 Budget Request and the CBO Baseline
(By fiscal year, in billions of dollars of discretionary budget authority)
2000-
Category 2000 2001 2002 2003 2004 2005 2005
Measured Against the 1999 Budget Request
National Defense Budget
as of February 1998 276.8 284.6 287.9 297.9 305.2 312.8 n.a.
Proposed Changes?®
Department of Defense
Military personnel 3.0 4.7 5.4 6.0 6.8 7.6 335
Operation and maintenance 7.5 5.8 5.2 5.7 6.5 7.2 379
Procurement -1.1 0.5 1.6 3.0 4.3 8.7 17.1
RDT&E 0.5 1.3 11 0.2 -0.1 -1.7 1.3
Other DoD -5.5 2.9 0.4 -0.4 -1.1 -1.4 -5.1
Subtotal 4.4 15.3 13.8 14.5 16.4 20.4 84.7
Atomic energy defense 0.4 1.4 1.2 0.9 0.6 0.3 4.7
Other national defense 0.1 0.1 0.2 0.1 0.1 0.1 0.7
Total 4.9 16.7 15.1 15.5 17.0 20.8 90.1
President's Budgetary
Proposals for 2000 281.7 301.3 303.1 3134 322.2 3335 n.a.
Measured Against the CBO Baseline
CBO Baseline® 289.5 297.4 305.3 313.4 321.2 329.7 n.a.
Proposed Changes®
Department of Defense
Military personnel b 0.3 0.1 0.3 0.9 15 3.0
Operation and maintenance -0.1 -2.8 -4.8 -5.0 -4.7 -4.8 -22.2
Procurement 3.1 10.8 10.3 13.4 15.0 19.7 72.2
RDT&E -4.1 -5.1 -5.6 -6.7 -7.1 -8.8 -37.3
Other DoD -6.3 0.8 -1.8 -1.1 -1.9 -2.1 -12.5
Subtotal -7.4 4.1 -1.8 0.9 2.1 5.4 3.3
Atomic energy defense -0.4 -0.1 -0.4 -0.8 -1.1 -14 -4.3
Other national defense b b b -0.1 -0.1 -0.1 -0.2
Total -7.8 4.0 -2.3 0.1 1.0 3.9 -1.2
President's Budgetary
Proposals for 2000 281.7 301.3 303.1 3134 322.2 3335 n.a.

SOURCES: Congressional Budget Office; Office of Management and Budget.

NOTES: DoD = Department of Defense; n.a. = not applicable; RDT&E = research, development, test, and evaluation.

a. DoD’s current request minus last year’s.
Less than $50 million.

b
c. A projection of the 1999 funding level, including emergency appropriations, with full adjustment for inflation.
d

DoD’s current request minus baseline.
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meeting or exceeding its 1999 objectives for recruit
education and aptitude levels.

Retention. The data on DoD'’s ability to retain mili-
tary personnel after their first term of duty are less
comprehensive than the data on recruiting and center
more on individual military occupations than on
broader categories. Moreover, post-Cold War reduc-
tions in forces make it difficult to draw conclusions
about any current trend. According to DoD, all four
branches of the military are facing challenges from
private-sector firms seeking to recruit service members
with directly marketable, and especially technical,
skills.

o0 For enlisted personnel, the Army and Marine
Corps met their personnel retention goals for
1998 and are at least generally on track in 1999.
The Navy and Air Force fell short of their goals
in 1998 and continue to lag behind in 1999.

o For officers, the Air Force may fall short of its
goal in 1999 byl,400 pilots, or 10 percent, al-
though that goal includes pilots who do not fly
aircraft as part of their current assignment. Pilot
shortages may be less of a problem in the Navy
and the Marine Corps. Retaining surface war-
fare officers is a major concern for the Navy, and
the Army is worried about retaining officers in
the grade of captain.

The Administration’s Proposals for
Military Compensation

The Administration’s budget request for 2000 contains
several proposals that would substantially increase
military compensation, including modifications to mili-
tary retirement, across-the-board pay raises, targeted
pay raises, and extensions of and increases to certain
bonuses and special pay. CBO estimates that those
changes would increase discretionary defense spending
by a total of $14 billion through 2005 (compared with

a baseline in which annual pay raises matched CBO’s
projection of the ECI, or employment cost index).
Significantincreases in retirememntauities (which are
categorized as entitlement spending) would not occur
until after 2006, when service members who began
military service after July 31, 1986, reached 20 years
of service.

Military Retirement. The Administration would
modify the Military Retirement System for certain ser-
vice members by raising the base level of benefits and
increasing inflation protection.

Background The Military Retirement Reform Act of
1986 (REDUX) governs the retirement of military per-
sonnel who initially entered the armed forces after July
31, 1986. The act lowered the base annuity for retirees
with just 20 years of service; however, the longer peo-
ple stay in the military, the less their base annuity is
affected. (By 30 years of service, no difference exists
between the base annuity under REDUX and the base
annuity for military retirees under the prior system.)
Cost-of-living adjustments (COLAs) under REDUX
equal the change in the consumer price index (CPI)
less 1 percentage point. (Retirees not covered by
REDUX receive an adjustment equal to the full
change.) When the retiree reaches age 62, the annuity
is increased so there is no difference between a
REDUX retiree and a retiree who entered military ser-
vice after September 1980 but before August 1986.
After reaching age 62, the only difference between
REDUX and other retirees is that under REDUX, fu-
ture COLAs continue to equal the CPI less 1 percent-
age point.

Proposed ChangesThe Administration proposes to
modify the REDUX retirement formula in two ways.
First, it would overturn provisions that lowered the
base anuity; in other words, service members covered
by REDUX would receive the same multiple of their
highest three years of base pay as people who entered
military service between September 8, 1980, and July
31, 1986. Second, the Administration would alter the
formula for COLAs under REDUX to allow a retiree

to receive the same COLA as military retirees under
the prior system when the CPl increases by less than 3
percent. CBO estimates that the Administration’s pro-
posals for modifying REDUX would cost about $0.8
billion in 2000 and eventually total about $2 billion a
year. Inthe long run, the cost to DoD would be about
12 percent higher than under current law. (The un-
funded liability would total about $5 billion.)

Analysis of the Administration’s ProposaldVost
analyses of retention—both today and when REDUX
was enacted—indicate that money spent on deferred
compensation, such as retirement pay, has less impact
on retention than money spent on the pay and benefits
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that service members receive while still on active duty.
CBO's recent analysis concluded that REDUX is not
causing a large exodus of midcareer persohiiélat
finding comes from comparing the retention decisions
of thousands of service members who began active
duty shortly after REDUX was implemented but who
have been under different retirement systems because
of their participation in different accession or commis-
sioning programs. Using standard statistical methods,
CBO isolated the effects of being under REDUX from
the effects of other factors that might influence reten-
tion. The analysis controlled for such demographic
variables as age, sex, marital status, and education as
well as for occupation in the military and the possible
effects of changes in the services' personnel policies
during the force reductions that followed the Cold
War.

CBO's analysis found that in general, being un-
der REDUX had no discernible effect on the midcareer
retention decisions of people who began active duty in
1987. The Navy was the only service in which
REDUX had a statistically significantimpact on reten-
tion of enlisted personnel between their 6th and 11th
years of service. For enlisted members of the Army,
Marine Corps, and Air Force, CBO found no statisti-
cally significant link between REDUX and retention
during those years of service. The analysis of officer
retention, which focused on the 8th through 10th years
of service, identified a negative effect for the Air Force
but not for the Navy. CBO was unable to examine
data for Army officers, but an analysis by Dean
Dudley, a professor of economics at West Point, con-
cluded that REDUX did not have a statistically signifi-
cant impact on their retention.

Those results are not surprising. In both cases in
which a negative effect could be clearly identified, it
was fairly small—a reduction of 3 or 4 percentage
points in retention. Such relatively modest effects are
generally consistent with what many analysts pre-
dicted when REDUX was enacted. Any large declines
in midcareer retention that have been observed in the
armed forces probably result from other factors, such
as frequent, unscheduled deployments and attractive
civilian job opportunities for people in particular occu-

1. Letterfrom Dan L. Crippen, Director, Congressional Budget Office, to
the Honorable John W. Warner, Chairman, Senate Committee on
Armed Services, March 2, 1999.

pations. In CBO's equation for Air Force officers, for
example, being a fighter pilot had a much larger nega-
tive effect on retention than being under REDUX. ltis
unlikely that repealing REDUX would compensate for
those other factors. Yet despite REDUX'’s limited
effects so far, the attention that the media and the mili-
tary leadership have focused on it may result in a self-
fulfilling prophecy that will hurt retention in the fu-
ture.

Pay Raises, Bonuses, and Special PaipoD com-
pensates military personnel with an assortment of ba-
sic pay, allowances for housing and subsistence, and
bonuses and special pay for particular categories of
personnel. Annual pay raises apply to basic pay and
certain other items on an across-the-board basis, but
other important elements of military pay are adjusted
less frequently and may require legislation.

Proposed ChangesThe Administration’s budgetary
proposals include an across-the-board pay raise in
2000 of 4.4 percent (0.1 percentage point above the
employment costindex) and annual pay raises over the
2001-2005 period of 3.9 percent (equal to its projec-
tion of the ECI). In addition, the Administration pro-
poses other measures directed toward certain groups
of military personnel. One measure would target some
mid- and senior-level personnel for pay raises of up to
5.5 percent.

In addition to basic pay and allowances for hous-
ing and subsistence, DoD also offers a variety of in-
centive and special payments to service members
based on special skills or duty requirements. Incentive
pay is given to those performing hazardous duty such
as aviation service, submarine duty, and parachuting.
Special pay is offered for certain types of skills or spe-
cific duty stations. The Administration’s budget re-
quest for active-duty personnel in 2000 includes
roughly $660 million in incentive pay and about $1.9
billion in special pay. Those amounts represent in-
creases of 6 percent and 13 percent, respectively, over
the levels in place for 1999.

Analysis of the Administration’s ProposalsAl-
though CBO has not analyzed overall trends in reten-
tion or tried to identify specific policies that would
allow DoD to meet its personnel goals most efficiently,
it has examined some of the policies contained in the
Administration’s budget request. In diloh to the



CHAPTER FOUR

THE PRESIDENT'S PROPOSALS FOR NATIONAL DEFENSE 49

impact of the REDUX system, CBO has looked at the
so-called pay gap between military and civilian per-
sonnel. CBO'’s analysis suggests that the current no-
tion of a pay gap, in which military personnel across
the board earn less than civilians, is not a useful guide
to policy?

If the current strength of the civilian job market
continues in the near future, DoD may indeed be
forced to devote considerably more resources than in
the past to attracting and retaining a high-quality
force. Inthe shortrun, it can be difficult to determine
whether recruiting and retention rates are slipping or
whether the changes that have been observed reflect
normal year-to-year variations and the effects of a
strong economy. If no clear trend is apparent, it may
be appropriate to set a particular year's military pay
raise equal to the growth in civilian earnings—as indi-
cated by the ECI or by a similar measure tailored to
reflect the demographic characteristics of military per-
sonnel. Matching civilian wage growth is reasonable
in the short run because if nothing else changed (such
as DoD's needs, the attractiveness of the military life-
style to young people, or civilian unemployment rates),
a policy that held relative wages constant might hold
DoD’s supply of manpower constant as well.

Over the long run, the best approach for deter-
mining military pay levels may be to ask whether re-
cruiting and retention patterns allow the military to
achieve its goals for experienced personnel. If DoD is
consistently failing to attract and retain personnel
across a wide range of occupations, then increases in
military pay relative to civilian pay may be warranted.

If retention or recruiting is a problem only for some
services, some occupations, or, in the case of reten-
tion, for particular years of service, then other solu-
tions—such as bonuses or changes in the pay tables
—may be more cost-effective than across-the-board
increases. In the case of recruiting problems, for ex-
ample, additional recruiters, more advertising, or
higher enlistment bonuses are more cost-effective solu-
tions than across-the-board pay raises.

2. Statement of Christopher Jehn, Assistant Director, National Security
Division, Congressional Budget Office, before the Subcommittee on
Military Personnel of the House Committee on Armed Services, Feb-
ruary 25, 1999.

A number of steps that the Administration is al-
ready taking are consistent with CBO’s analysis of the
issues related to military compensation. Under current
law, DoD is adding resources in 1999 for recruiters,
advertising, enlistment bonuses, and educational incen-
tives. Similarly, the Administration’s budgetary pro-
posals for across-the-board pay raises, targeted pay
raises, and increased bonuses and special pay address
key parts of effective personnel policies.

Weapons Procurement

The long-term demographic pressures on the budget,
and particularly on entitlement spending, are sizable
and well documented. In some respects, defense
weapons programs face similar pressures. DoD’s in-
ventory of weapons is aging, which is one reason the
Administration is proposing to increase procurement
funding from about $49 billion in 1999 to $53 billion

in 2000 and $75 billion in 2005. CBO estimates that
sustaining DoD’s current force structure in the long
run would take an average of about $90 billion a year
(in 2000 dollars).

Over the 1990-1999 period, DoD's spending for
procurement of new weapons fell by about 48 percent
in real (inflation-adjusted) terms. The collapse of the
Soviet Union and the consequent reduction in forces
allowed DoD to maintain national security with the
weapons it possessed or had on order and to postpone
new purchases. For example:

0 In 1990, the Air Force had four major aircraft
programs in production, the Navy had funding
for four major aircraft, and the Army and the
Navy were each purchasing two new types of
helicopters. In 1999, procurement funding for
major aircraft programs covers only a variant of
the F/A-18 fighter, the V-22 tilt rotor aircraft,
the C-17 transport, and F-22 fighters.

0 The Army’s budget for 1999 contains no funding
to purchase new, heavy combat vehicles, al-
though by the end of the Cold War, it was buy-
ing over 1,000 a year.
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0 In 1999, the Navy's shipbuilding account is
funding roughly two-thirds fewer ships, although
its requirements for ships have fallen by only
about 50 percent.

Clearly, the current stock of weapons will wear
out at some point. If forces remain at their current
levels, replacing those weapons with others of the
same or a more advanced design will take procurement
budgets above the $49 billion provided for 1999. In
recent years, DoD has set $60 billion as its notional
target for new weapons purchases. But increases in
funding to reach that level have been delayed by a year
or two with each new budget submission. The delay
means that DoD's inventory will be older and remain
relatively old for longer than DoD may want. None-
theless, procurement funding received a significant
boost in 1999, and the Administration’s budget pro-
posals would continue that upswing in 2000.

The Administration’s Procurement
Budget

The Administration’s budgetary proposals for 2000
would roughly maintain the funding levels for procure-
ment set out a year ago in its 1999 request. After
cropping the amount for 2000 by $0.9 billion, the Ad-
ministration projects increases in 2001 and later years.
Yet compared with CBO's baseline, by 2005, procure-
ment funding would increase by an inflation-adjusted
37 percent. Among the services, the Army would see
a real gain of about 50 percent over 1999, with in-
creases for the Navy and Marine Corps combined and
for the Air Force of 38 percent and 26 percent, respec-
tively.

Many more programs would see gains than
losses—of the programs funded in 1999, six would
receive less funding in 2005, but 30 others would re-
ceive more funding. In fact, 005, DoD plans to
make funds available for several programs that re-
ceived either no procurement funding in 1999 or rela-
tively limited amounts. For example, the Army would
receive funding for 14 Comanche helicopters in 2005
and 57 Crusader howitzer and resupply vehicles. The
Air Force would buy 36 F-22 fighters in 2005 com-
pared with the two aircraft it purchased in 1999.

The Administration’s proposals also call for set-
ting aside procurement funds in 2001 for national mis-
sile defense systems. The program’s stated mission is
the defense of all 50 states against a limited attack by
a rogue nation; it would also provide some capability
to defend the United States against a small accidental
or unauthorized attack from more nuclear-capable
states. Although the Administration plans to decide in
June 2000 whether to deploy a national missile de-
fense, its budgetary proposals include about $4 billion
for that purpose over the 2001-2005 period. (Com-
bined funding for RDT&E and procurement of all the-
ater and national missile defense programs would av-
erage about $4.4 billion annually over the 2000-2005
period compared with $4.0 billion appropriated for
1999.)

Despite DoD’s proposed increases in procure-
ment funding, over the 2000-2005 period some types
of equipment either do not appear at all in the procure-
ment plan, appear late in the period, or appear at low
annual rates of procurement. As a result, the inven-
tory of those weapons may become unusually old. For
example, planes in the Air Force's tanker fleet, for
which the service plans no replacement purchases at
least through the next decade, have an average age of
39 years today; by 2007, their average age will be 47.
The ages of Army tanks, Navy maritime patrol air-
craft, and bombers would similarly increase. Pur-
chases of some new systems—including light attack
and scout helicopters by the Army, surface combat-
ants by the Navy, and tactical fighter fleets by the Air
Force and Navy—are too few or begin too late to halt
aging completely during the next six years. Air Force
and Navy fighter fleets are in the best shape: planned
purchases of F-22s and F/A-18E/Fs will slow in-
creases in the average age of those fighters.

Yetin practice, DoD seldom has replacements in
production for every weapon in its arsenal. As a re-
sult, it is not unusual for the average age of some sys-
tems to increase from year to year. At some point
DoD buys a replacement system, which leads to re-
ductions in average ages. An alternative view of
weapons procurement focuses on average costs over a

3.  Statement of Lane Pierrot, Senior Analyst, National Security Division,
Congressional Budget Office, before the Subcommittee on Military
Procurement of the House Committee on Armed Services, February
24, 1999.
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span of time—often referred to as the steady state—
that is long enough for replacement patterns to even
out. The longer annual procurement is held below the
steady-state level early in a period, the longer it may
have to exceed that level in later years.

Procurement in the Steady State

CBO estimates that procurement budgets to sustain
the current force would have to average about $90
billion a year (in 2000 dollars) in the long run. That

estimate is based on many assumptions and represents

an order of magnitude for the level of procurement
funding necessary to equip forces in the steady state.
To the extent that DoD has broken away from its Cold
War patterns of weapons procurement, the actual cost
of maintaining procurement in the steady state may be
less than $90 billion. The military has accommodated
itself to the lower funding levels of the past decade in
part by using older equipment. It may continue to do
so at a time when threats to security are relatively low
and weapons research and development by potential
adversaries may be much more limited than it once
was.

Another reason the $90 billion steady-state esti-
mate may be too high is that it assumes that DoD
would replace current weapons on a one-for-one basis.
Yet DoD may be able to substitute cheaper or fewer
systems for current equipment. For example, un-
manned aerial vehicles may replace some piloted air-
craft, and even when new aircraft enter the fleet, one
new aircraft may replace more than one older one.
Still, the greater capability in some next-generation
weapon systems will probably come at a higher unit
cost that may cause CBO'’s estimate to be too low.

Over the past several years, DoD delayed pur-
chasing some new weapons because of lower overall
funding and because savings in operation and mainte-
nance accounts did not come as quickly as it had
hoped. DoD places high priority on maintaining a
force of aboutl.4 million active-duty pemnnel and
about 850,000 reservists, which precludes savings
from the military pay accounts. Only two other parts
of DoD’s budget—the O&M and the RDT&E ac-
counts—might be able to accommodate increases in
weapons procurement funding through reductions in

their own allocations. The fixed costs and the lag in
savings from efficiencies in the O&M accounts have
meant that they did not decline by enough to free suffi-
cient funding for new weapons. Thus, in its current
budgetary proposals, the Administration relies more
on the RDT&E than the O&M accounts to provide

offsetting savings for its increase in procurement
funds.

Other Defense Programs

The Administration would offset the cost of its initia-
tives in military compensation and weapons procure-
ment by reducing funding (compared with the CBO
baseline) for O&M and research programs. The
O&M accounts fund a wide range of activities includ-
ing the fuel used in weapons, utilities consumed in
barracks and office buildings, health care for active-
duty and retired beneficiaries and their dependents,
and the pay of most civilian employees of DoD.
RDT&E funding supports basic research in the sci-
ences, development of technologies that may pertain to
weapons in general, and application of those technolo-
gies to specific weapons programs. Despite increasing
the O&M budget by almost $40 billion above last
year’s budget request, over the 2000-2005 period, the
Administration’s current proposal for O&M funding
would shrink that spending category by about $22 bil-
lion, or 3 percent, below the inflation-adjusted level
for 1999. Similarly, a slight increase in RDT&E
funding compared with DoD’s 1999 plan would never-
theless represent a decline, relative to the CBO base-
line, of $37 billion, or 15 percent, during the next six
years.

Operation and Maintenance

Within the O&M accounts, readiness spending proba-
bly receives the highest priority, but the definition of
readiness can be elusive and made so broad that it
loses meaning. The Administration’s budgetary pro-
posals would maintain readiness as measured by the
usual standards of flying hours, steaming days, and
tank miles. Savings would come from base closures
and efficiencies in other support activities.
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Most of the savings that the Administration pro-
jects can be traced to changes in DoD’s civilian
workforce. By 2005, DoD expects to have about
87,000 fewer civilians on its payroll than1899, in
large measure as a result of base closings and efforts
to “outsource,” or privatize, certain functions. CBO
estimates that two additional rounds of base closings
will ultimately save about $3ilion annually. The
O&M program also calls for increased use of competi-
tion between private entities and government (DoD)
organizations in functions that could be performed by
either. DoD expects ultimately to save ab88t4
billion a year because either a lower-cost private
source is found for a function that is being performed
in-house or because the mere existence of competition
forces the government source to become mtire e
cient.

Additional Base Closings Last year in a Congres-
sionally mandated report, DoD estimated that it will
have excess capacity of over 20 percent at its U.S.
bases after closing all the facilities identified in the
four previous rounds of closures. In its analysis, DoD
compared the size of specific types of forces or work-
loads (measured, for example, by the number of air-
craft or assigned personnel) with the size of the base
structure that supports those forces or workloads
(measured by the square feet of buildings or of apron
space at airfields). DoD then estimated the amount of
excess capacity by calculating the percentage reduc-
tion in the base structure that would result in the same
ratios of forces to base structure that existed in 1989.
(CBO believes that DoD'’s estimate of excess capacity
is a reasonable estimate overall but may not be well
suited for particular categories of installations.)

CBO estimates that if two additional rounds of
base closings were undertaken and if they averaged
about the same size as the last two rounds, the annual
budgetary savings could amount to about $3 billion in
today’s prices. However, before those savings could
be realized, DoD would have to incur one-time costs,
which could total about $15 billion and prevent net
savings before 2005. Actual budgetary effects would
depend in large part on the specific bases that were
closed. Savings from future rounds could be less than
predicted if the excess bases that had not already been
closed were those for which closure costs would be
relatively high or recurring annual savings relatively
low. Such a pattern could also extend the time re-

quired before the savings from the additional base
closings would outweigh the costs. Yet even in that
case, the ultimate savings from future rounds could
still be significant.

Outsourcing. In November 1997, DoD issued a blue-
print for reforming its business practices, its mix of
public- and private-sector suppliers, and its organiza-
tion. Outsourcing, one of the approaches in that blue-
print, offers a clear chance of budgetary savings. But
estimating the budgetary impact of outsourcing is
more difficult than for many initiatives, including base
closings. As aresult, depending on significant savings
from that approach entails a somewhat greater risk
that they may not occur.

Arecentreport by the General Accounting Office
(GAO) raises questions about the magnitude of even-
tual savings from outsourcifgGAO cautioned that
DoD’s initial savings—which the department has often
estimated to be in the range of 20 percent to 30 per-
cent of current costs—might eventually erode. For
example, changes in work statements occurred in 18 of
53 competitions between public- and private-sector
suppliers that GAO reviewed, and increasing labor
costs in those and other cases diminished the initial
savings that DoD projected. Another question in-
volves projected savings from using nonmilitary work-
ers. In some cases DoD might lower a requirement for
military personnel in one function but then shift those
individuals to other positions as part of a program to
provide relief from overseas deployments.

Civilian Personnel. Most of the eventual savings
from base closings and other support initiatives would
stem from lower levels of civilian employment. The
Administration’s budgetary proposals call for civilian
employment by DoD to fall from about 724,000 in
1999 to about 637,000 in 2005. Whether DoD will be
able to reduce its civilian workforce that rapidly may
depend on whether it can close bases quickly enough.
(One of the two closure rounds being proposed will
probably come too late to have a large effect on per-
sonnel by 2005.) Failing to achieve those reductions
would wipe out some of the savings the Administra-
tion has used to offset the increases in funding sought

4.  General Accounting OfficdpoD Competitive Sourcing: Results of
Recent Competition§SAO/NSIAD-99-44 (February 1999).
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for military compensation and weapons procurement.
The risk of failure goes up the longer it takes to close

DoD has long stressed the importance of a quali-
tative "edge" over potential adversaries, and funding

bases and make other changes such as reductions in for RDT&E has been a key part of maintaining that

personnel employed in acquisition activities.

Research and Development

The Administration proposes to hold the funding level
for RDT&E to about $34 billion a year with little
year-to-year variation over the 2000-2005 period. The
current request is not much different from that of a
year ago. But in 1999, appropriations for RDT&E
totaled about $36.6 billion; thus, the current request
produces a real reduction in funding for that category
that would total about 17 percent in 2005. Activities
in the Army and Navy would fall by about 20 percent
and 17 percent, respectively, in real terms. Air Force
funding would fall below the CBO baseline by about
13 percentin 2005, and RDT&E in defensewide activ-
ities would be about 22 percent lower in that year.

superiority. As in weapons procurement, a steady-
state approach to RDT&E funding might appear to be
useful. However, the aging of weapons would have
less effect on the edge that U.S. forces now enjoy than
would innovations developed by enemy forces. CBO
has no specific information about such advances;
moreover, the amount of spending necessary to main-
tain U.S. superiority against them is open to question.
In 1990, budget authority for RDT&E totaled about
$44.3 billion in 2000 dollars. By 2005, the Adminis-
tration's plan would take the category's budget author-
ity to about 70 percent of that level, suggesting an or-
der of magnitude for the increases that might be
needed in the future.






Chapter Five

Comparison of Economic Forecasts

the next six years are similar to those of the

Congressional Budget Office. CBO’s assump-
tions produce higher projections of both revenues and
outlays than the Administration’s assumptions do, but
those projections largely offset one another. As are-
sult, differences in economic assumptions account for
little of the difference between CBO’s and the Adminis-
tration’s projections of the budget surplus.

The Administration’s economic assumptions for

One important distinction is that the Administra-
tion’s economic forecast—released by the Office of
Management and Budget (OMB)—assumes that the
policy proposals in the President’s budget are imple-
mented, whereas CBO'’s forecast assumes no new leg-
islation. The Administration has made no specific
claims, however, about how its policy proposals
would affect the macroeconomic outlook.

Although CBO’s and OMB’s forecasts are fairly
similar to each other, they show some important dif-
ferences fromthe projections of other forecasters. The
most recenBlue Chipconsensus forecast, published
in March, predicts stronger growth and lower inflation
than either CBO or OMB for the next two years, as do
the members of the Federal Reserve’'s Open Market
Committee for this year. Specifically, tBdue Chip
projects real growth averaging about half a percentage
point higher and inflation half a percentage point
lower than CBO does for 1999 and 2000.

Those other, more recent forecasts are more posi-
tive for 1999 in large part because economic data re-
leased in the four months since OMB and CBO made
their forecasts indicate stronger growth and lower in-

flation in late 1998 and early 1999 than the two agen-
cies assumed. For 2000, however, recent private-sec-
tor forecasts appear more positive than CBO'’s at least
in part because CBO has incorporated the risks of a
sharp slowdown in growth into its baseline forecast
more fully than thélue Chipconsensus has.

Real Growth and
Unemployment

Both OMB and CBO predict much slower growth in
1999 and 2000 than in recent years, as do most
private-sector forecasters. In addition, the two agen-
cies project virtually the same level of real gross do-
mestic productin 2004. The Administration, however,
foresees slightly stronger growth in the near term and
correspondingly weaker growth in the medium term
(see Table 5-1). The forecasts of unemployment rates
are similar for the next three years, but CBO assumes
a higher average rate in later years than the Adminis-
tration does.

Recent data support forecasters who are predict-
ing higher growth in the first half df999 than was
generally assumed when CBO and OMB prepared
their forecasts in early December. (That change is
clear in the comparison of forecasts in Table 5-2,
which, by showing growth rates from the fourth quar-
ter of one year to the fourth quarter of the next, fo-
cuses more on developments during the year than the
year-over-year comparisons in Table 5-1 do.) In the
months immediately preceding the CBO and OMB
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Table 5-1.
Comparison of Economic Projections for Calendar Years 1999-2004

Forecast Projected
1999 2000 2001 2002 2003 2004

Nominal GDP (Billions of dollars)

CBO 8,846 9,182 9,581 10,015 10,476 10,960

Administration 8,833 9,199 9,682 10,004 10,456 10,930

Blue Chip 8,906 9,267 9,684 10,139 10,605 11,114
Nominal GDP (Percentage change)

CBO 4.1 3.8 4.3 45 4.6 4.6

Administration 4.0 4.1 4.2 4.4 4.5 4.5

Blue Chip 4.5 4.0 4.5 4.7 4.6 4.8
Real GDP (Percentage change)

CBO 2.3 17 2.2 2.4 2.4 2.4

Administration 24 2.0 2.0 2.2 2.4 2.4

Blue Chip 3.3 2.2 2.3 25 25 2.6
GDP Price Index?® (Percentage change)

CBO 17 2.0 2.1 2.1 2.1 2.1

Administration 15 21 2.1 2.1 2.1 21

Blue Chip 1.3 1.8 2.2 2.2 2.1 2.2
Consumer Price Index® (Percentage change)

CBO 25 2.6 2.6 2.6 2.6 2.6

Administration 2.2 2.3 2.3 2.3 2.3 2.3

Blue Chip 1.9 23 25 25 25 25
Unemployment Rate (Percent)

CBO 4.6 5.1 5.4 5.6 5.7 5.7

Administration 4.8 5.0 5.3 5.3 5.3 5.3

Blue Chip 4.4 4.6 5.0 5.1 5.1 5.1
Three-Month Treasury Bill Rate (Percent)

CBO 45 45 4.5 4.5 4.5 4.5

Administration 4.2 4.3 4.3 4.4 4.4 4.4

Blue Chip 4.5 4.6 4.8 4.7 4.6 4.7
Ten-Year Treasury Note Rate (Percent)

CBO 5.1 5.3 5.4 5.4 5.4 5.4

Administration 4.9 5.0 5.2 5.3 5.4 5.4

Blue Chip 5.0 5.2 5.4 55 5.4 55
Taxable Income® (Billions of dollars)

CBO 6,881 7,083 7,365 7,675 8,010 8,363

Administration 6,888 7,128 7,387 7,659 7,983 8,323

SOURCES: Congressional Budget Office; Office of Management and Budget; Aspen Publishers, Blue Chip Economic Indicators (March 10,
1999).

NOTE: Percentage changes are year over year.

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

b.  The consumer price index for all urban consumers.

c. Taxable personal income plus corporate profits before tax. The Blue Chip does not project taxable income.
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forecasts, concern about an economic slowdown was Department now reports that the economy grew by
so widespread the Federal Reserve lowered interest more than 6 percent in the fourth quarter of 1998.
rates by 75 basis points (0.75 percentage points). The Moreover, monthly data on retail sales, manufactur-
economic data released since early December, how- ers’ shipments and orders, residential construction,
ever, indicate much stronger growth. The Commerce and foreign trade imply that growth in the first quarter

Table 5-2.
Comparison of Short-Term Economic Forecasts for Calendar Years 1999 and 2000

Actual Forecast
1997 1998 1999 2000

Percentage Change (Fourth quarter to fourth quarter )

Nominal GDP 5.6 5.2
CBO 3.9 3.9
Administration 4.0 4.2
Federal Reserve? 4.0-45 n.a.
Blue Chip 4.2 4.1
Real GDP 3.8 4.3
CBO 1.8 1.9
Administration 2.0 2.0
Federal Reserve? 2.5-3.0 n.a.
Blue Chip 2.7 2.2
GDP Price Index® 1.7 0.9
CBO 2.1 2.0
Administration 1.9 2.1
Federal Reserve? n.a. n.a.
Blue Chip 15 1.8
Consumer Price Index°® 1.9 1.5
CBO 2.7 2.6
Administration 2.3 2.3
Federal Reserve?® 2.0-2.5 n.a.
Blue Chip 2.1 2.4

Average Level (Fourth quarter)

Unemployment Rate 4.7 4.4
CBO 4.8 52
Administration 4.9 5.1
Federal Reserve?® 4.25-45 n.a.
Blue Chip 4.5 4.7

SOURCES: Congressional Budget Office; Office of Management and Budget; Federal Reserve Board; Aspen Publishers, Blue Chip Economic
Indicators (March 10, 1999).

NOTE: n.a. = not available.
a. The range shown is the central tendency of forecasts by members of the Federal Open Market Committee.
b. The GDP price index is virtually the same as the implicit GDP deflator.

c. The consumer price index for all urban consumers.
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of 1999 will be higher than the 2 percent generally
expected just four months ago.

In spite of the recent data, most economic fore-
casters maintain that growth of GDP will slow dra-
matically during 1999 and 2000. Some economists,
focusing on the supply side of the economy, argue that
growth will be constrained by tight labor markets,
which create the risk of higher inflation and monetary
tightening; others, focusing on the demand side, stress
the likelihood of an immediate slowdown in the growth
of consumption, exports, and investment.

Possible Supply Constraints

Many economists expect that slower growth in the
labor supply and in productivity will increase strains
on the supply side of the economy. So far during the
current expansion, growth in demand for goods and
services has been balanced by growth in hours worked
without putting undue strain on labor markets. Be-
tween the end of 1995 and the end of 1998, hours
worked in the nonfarm business sector surged by 2.5
percent per year even though the population age 16 or
older grew by only 1.1 percent. However, the labor
market may be limited in its ability to respond that
quickly to any further strong growth in the demand for
goods and services. Although growth in hours might
greatly exceed growth in the working-age population
for two more years, the current low unemployment
rate implies that many employers will have trouble
finding qualified workers.

Like hours worked, productivity also surged dur-
ing the past three years. In the nonfarm business sec-
tor, productivity grew by2.4 percent irt998 and by
an average of 2.0 percent per year during the 1996-
1998 period—well above the average growth rate
since 1973 of 1.1 percent (see Figure 5-1). Rapid
growth in investment in recent years has played a role
in boosting poductivity and will continue to do so
during the projection period. But some of the recent
jump in productivity probably stems from the rapid
increase in output. Growth in labor productivity often
increases when output increases because existing
workers can be used more efficiently for a while when
output growth accelerates. Some of the recent in-
crease in productivity growth may prove transitory,

Figure 5-1.
Productivity
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SOURCES: Congressional Budget Office; Department of Labor,
Bureau of Labor Statistics.

NOTE: The figure uses a logarithmic scale.

however. Growth in the output of goods and services
may not be helped as much in the future by high rates
of productivity growth, and that possibility, along with
tight labor markets, may presage higher inflation. In-
terest rates would then rise, both because of market
pressures and because the Federal Reserve would
probably increase short-term interest rates as inflation
rose in order to dampen future inflationary pressures.

Possible Slowdown in Demand

Other economists stress the possibility of a slowdown
in the growth of demand by the second half of this
year. A combination of falling exports, smaller gains
in household wealth (which may slow the growth of
consumption), and shrinking corporate earnings is ex-
pected by many forecasters to weaken demand growth
dramatically.

After increasing by about 10 percent a year be-
tween 1995 and 1997, exports did not grow at all last
year, and they are generally expected to shrink this
year. Similarly, household wealth has grown much
less rapidly during the past few quarters than it did
between 1994 and mid-1998. Because gains in wealth
contributed to the boom in consumer spending and
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housing construction last year, the slowdown in gains
suggests that consumption will receive less stimulus
from that source in the future. Likewise, corporate
economic profits shrank during 1998 after registering
strong growth from 1995 through 1997. Pressure on
corporate profits and internal cash flow is likely to

restrict the growth of investment spending by busi-
nesses this year and next.

Possible Continuation of Strong,
Noninflationary Growth

It is also possible that neither supply constraints nor
the predicted slowdown in demand will materialize.
Although exports have already weakened, consump-
tion and investment have not slowed significantly.
Growth in consumption declined from 6 percentin the
first half of 1998 to 4 percent in the second half, but it
appears likely to exceed 4 percent during the first
guarter of this year. Business investment remained
strong through the end of 1998, and initial indications
imply only a moderate slowing in early 1999.

Economic growth of 3 percent next year with low
inflation cannot be ruled out. Given the current expec-
tations of low inflation (caused in part by falling im-
port prices) and the possibility that growth in both the
labor force and productivity will continue to be strong
for another two years, the economy may outperform
the Blue Chipconsensus forecast. In fact, six of the
46 forecasters surveyed by tBdue Chip predict
growth near 3 percent next year with little increase in
inflation.

The Role of Different Types
of Forecasts

Most private forecasters surveyed by Blae Chip
produce a “modal” forecast, which represents the most
likely outcome in their view. Possible alternative out-

comes, such as arecession, are not weighted into those

forecasts. CBO, by contrast, produces an “average”
forecast, which takes into account the probability of
both worse outcomes and better outcomes.

Part of the reason that CBO’s baseline forecast
predicts slower growth in 2000 than tB&e Chip
does may well be that difference between modal and
average forecasts. Although CBO does not assign
strict probabilities to various scenarios and publishes
only a few alternative scenarios for illustrative pur-
poses, its baseline forecast is intended to reflect econo-
mists’ current perception that downside risks outweigh
upside risks. In other words, compared with a modal
forecast, the probability of strong growth in CBO's
forecast appears to be smaller than the probability of
weak growth. In the current environment, therefore,
an average forecast for growth is smaller than a modal
forecast.

Interest Rates and Inflation

The Administration’s and CBO'’s forecasts of interest
rates are quite similar to one another and to the most
recentBlue Chipconsensus. Forecasts of inflation,
however, differ greatly for this year.

Forecasters are not predicting much movementin
interest rates in the near term. The reason may be that
the two broad scenarios that economists cite in fore-
casting slower economic growth imply opposite move-
ments for interest rates. If the expected slowdown
involves monetary tightening by the Federal Reserve
because supply constraints risk higher inflation, short-
term interest rates will rise. Conversely, if the factors
that imply that demand will slow without monetary
tightening turn out to be more dominant, interest rates
will fall. The average of the rates for three-month
Treasury bills through 2004 in the CBO, OMB, and
Blue Chipforecasts is around 4.5 percent—which was
also the rate recorded in February. The rates forecast
for 10-year Treasury notes for this year and next year
are also close to the actual rate in February: 5.0 per-
cent.

With respect to inflation, CBO’s forecast of the
increase in the consumer price index (CPI) for this
year now appears too high. That increase, 2.5 per-
cent, is significantly higher than in the curr@ite
Chipforecast (although the CBO aBtlie Chipfore-
casts for the CPI are similar for later years). Inflation
during the past three months was lower than CBO’s
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forecast anticipated back in early December. Al-
though an expected jump in the prices of tobacco
products did occur, inflation for various other goods
and services was surprisingly weak. The price de-
clines in those categories may be partially reversed in
coming months, but given the CPI data for December
through February, CBO’s forecast for CPI inflation
for 1999 still appears too high.

Income

Budget projections depend not only on the size of total
output (gross domestic product) and the income gener-
ated in producing that output but also on the projected
distribution of income among its various categories.
Corporate profits and wages and salaries are the most
important income categories for projecting revenues
because they are effectively taxed at the highest rates.
Other categories—such as dividends, interest income,
proprietors’ income, and rental income—are taxed at
lower effective rates. Some of the income under those
categories goes to tax-exempt entities (such as pension
funds) or is imputed income, which does not show up
on tax returns. In addition, compliance problems re-
duce the effective tax rate on proprietors’ income.

CBO'’s revenue projections are larger than the
Administration’s because CBO expects more wages
and salaries and corporate before-tax profits over the
next five years, on average. For fiscal year 2004,
CBO’s projection of those two income categories com-
bined is about $50 billion greater than the Administra-
tion’s. The difference results partly because CBO'’s
projection of overall GDP is higher (by $27 billion)
and partly because its projections of those categories
as a share of GDP are higher.

As a percentage of GDP, wages and salaries plus
corporate profits have grown rapidly since 1993 (see
Figure 5-2). Both the Administration and CBO be-
lieve that the combined share has peaked, but the

1.  The national income and product accounts (NIPAs) impute income to
households corresponding to their consumption of some services for
which they are not specifically charged. For example, households
consume services provided by financial institutions without specific
charges, such as “free” checking, so the NIPAs include the value of
those services as both income and consumption items for households.

Figure 5-2.
Wages and Salaries Plus Corporate
Before-Tax Profits

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

Administration is projecting a slightly larger decline
over the next six years than CBO is. That difference
is a change from past forecasts: generally, the Admin-
istration has been somewhat more optimistic than
CBO about income growth.

Three factors contribute to CBO'’s projected de-
cline in the combined GDP share of wages and salaries
and profits. First, CBO assumes that depreciation of
plant and equipment will increase as a percentage of
GDP. That assumption depresses the share of GDP
accounted for by wages and salaries and profits be-
cause depreciation is deducted against profits before
taxes. Depreciation, which is also called consumption
of fixed capital (wear and tear and obsolescence of
business equipment and structures), is expected to in-
crease because the rapid growth in investment over the
past five years, particularly in shorter-lived equip-
ment, is likely to cause an increase in depreciation
charges against profits.

Second, CBO assumes that overall income will
grow less rapidly than overall output. In principle,
total output should be identical to total income, but in
practice those measures differ because they use differ-
ent sources of data. Income growth has exceeded out-
put growth for the past four years, leaving the measure



CHAPTER FIVE

COMPARISON OF ECONOMIC FORECASTS 61

of total income about $100 billion greater than the
measure of output at the end of 1997. CBO assumes
that the difference between the two will shrink as a
percentage of GDP, which implies that overall income
grows more slowly than GDP in the projection.

Third, CBO's forecast includes the possibility of
a recession over the next few years, which suggests a
lower GDP share for wages and salaries and profits,
on average, than in the recent past. CBO is not pre-

dicting that a recession will occur in a particular year.
Instead, its projections assume that the likelihood of a
recession occurring some time in the next six years is
greater than the likelihood of the current boom contin-
uing for the same period. Profits and wages and sala-
ries as a share of GDP have generally been lower dur-
ing a recession and the early years of a recovery than
during the last half of an expansion. As a result, fac-
toring in some probability of a recession lowers the
average income share in CBO'’s projections.
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Appendix A

CBO Baseline Budget Projections

posals are contrasted with the Congressional

Budget Office's (CBO's) baseline estimates of
the budget. Those estimates show the path of reve-
nues and spending if current laws and policies remain
unchanged. They are not forecasts of what will actu-
ally occur, since policymakers will undoubtedly seek
to alter current priorities. But CBQO's current-policy
estimates serve as handy yardsticks for gauging the
potential impact of proposed changes—those advo-
cated in the President's budget as well as other initia-
tives.

Throughout this report, the Administration's pro-

The Baseline Concept

CBO's baseline projections follow some general rules.
Revenues and entitlement programs (such as Social
Security and Medicare) continue on their course until
the Congress changes the laws that underpin them—
laws that define taxable income and set tax rates, ben-
efit formulas, eligibility, and the like. For those cate-
gories of the budget, therefore, the baseline represents
CBO's best estimate of what will happen in accor-
dance with current law. In the case of programs with
outlays of more than $50 million in the current year,
the Balanced Budget and Emergency Deficit Control
Act (the Deficit Control Act) directs CBO to assume
that the programs continue even when their authoriza-
tion expires (see Table A-1 for the budget authority
and outlays associated with the continuation of expir-
ing programs).

Discretionary programs, unlike entitlement pro-
grams, are funded anew each year through the appro-
priation process. Discretionary programs encompass
nearly all spending for defense and international af-
fairs, as well as many domestic programs—for exam-
ple, space, energy, highway and airport grants, envi-
ronmental protection, and health research—and the
salaries and expenses of government agencies. Since
1991, dollar caps set by the Deficit Control Act have
restricted spending for discretionary programs. The
budget forl999 has five categories of discretionary
spending: defense, nondefense, violent crime reduction,
highways, and mass transit. For fiscal year 2000, the
Deficit Control Act combines defense and nondefense
spending into an overall discretionary category but
retains separate categories for violent crime reduction,
highway, and mass transit spending. For fiscal years
2001 and 2002, the act groups violent crime reduction
spending under the overall discretionary cap, leaving
only three categories of spending. CBO's baseline as-
sumes compliance with the caps through 2002. After
the caps expire in 2002, the baseline assumes that dis-
cretionary spending grows at the rate of inflation.

The budget includes two other categories of
spending: offsetting receipts, which encompass Medi-
care insurance premiums and a variety of other fees
and collections, and net interest, which basically re-
flects the government's interest payments on the na-
tional debt. CBO's baseline for offsetting receipts is
its estimate of the amount that the government will
collect under current laws and policies. Net interest
estimates are a function of market interest rates and
the amount of federal debt held by the public.
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Table A-1.
CBO Projections of Expenditures for Entitlement Programs Assuming Programs Continue
(By fiscal year, in billions of dollars)
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
Commaodity Credit Corporation Fund®
Budget authority n.a. n.a. n.a. n.a. 4.4 4.5 4.5 45 4.5 45 4.5
Outlays n.a. n.a. n.a. n.a. 4.4 4.5 45 4.5 4.5 45 4.5
Ground Transportation Programs Controlled
by Obligation Limitations®
Budget authority n.a. n.a. n.a. n.a. n.a. 37.0 37.0 37.0 37.0 37.0 37.0
Outlays n.a. n.a. n.a. n.a. n.a. 0 0 0 0 0 0
Ground Transportation Programs Not Subject
to Annual Obligation Limitations
Budget authority n.a. n.a. n.a. n.a. n.a. 0.6 0.6 0.6 0.6 0.6 0.6
Outlays n.a. n.a. n.a. n.a. n.a. 0.1 0.3 0.5 0.5 0.6 0.6
Air Transportation Programs Controlled by
Obligation Limitations®®
Budget authority 1.2 2.4 2.4 2.4 2.4 2.4 2.4 2.4 2.4 2.4 2.4
Outlays 0 0 0 0 0 0 0 0 0 0 0
Family Preservation and Support
Budget authority n.a. n.a. n.a. 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3
Outlays n.a. n.a. n.a. 0.1 0.2 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. n.a. n.a. 2.8 2.9 3.0
Outlays n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 2.0 2.8 29
Food Stamps
Budget authority n.a. n.a. n.a. n.a. 24.0 24.7 25.4 26.1 26.8 27.5 28.2
Outlays n.a. n.a. n.a. n.a. 23.3 24.7 25.4 26.1 26.8 275 28.2
Child Nutrition®
Budget authority n.a. n.a. n.a. n.a. n.a. 0.5 0.5 0.6 0.6 0.6 0.6
Outlays n.a. n.a. n.a. n.a. n.a. 0.4 0.5 0.6 0.6 0.6 0.6
Child Care Entitlements to States
Budget authority n.a. n.a. n.a. n.a. 2.7 2.7 2.7 2.7 2.7 2.7 2.7
Outlays n.a. n.a. n.a. n.a. 2.3 2.7 2.7 2.7 2.7 2.7 2.7
Temporary Assistance for Needy Families
Budget authority n.a. n.a. n.a. n.a. 16.8 16.8 16.8 16.8 16.8 16.8 16.8
Outlays n.a. n.a. n.a. n.a. 15.3 16.0 16.6 17.3 18.0 18.7 194
Veterans' Compensation COLAs
Budget authority n.a. 0.4 0.9 14 1.9 2.4 3.1 35 4.0 4.6 5.2
Outlays _na 04 08 13 _18 _23 _31 _35 _37 _46 _52
Total
Budget authority 1.2 2.8 3.3 4.1 52.5 92.0 93.5 94.5 98.6 100.0 101.4
Outlays 0 0.4 0.8 1.4 47.4 51.0 53.5 55.3 59.0 62.1 64.4

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. Authorizing legislation expired March 31, 1999.

d. The expiring Child Nutrition programs are the Summer Food Service program and state administrative expenses.
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Baseline Projections

In January, CBO published its baseline projections in
The Economic and Budget Outlook: Fiscal Years
2000-2009which described the key factors that influ-
ence the federal government's revenues, spending, and
deficit or surplus. Since that report was issued, CBO
has revised its surplus estimates upward between $2
billion and $7 billion for each fiscal year (see Table
A-2). CBO now projects that the total budget surplus
will be $111 billion in 1999 and will grow to $383
billion in 2009.

The Congressional Budget Office generally di-
vides revisions to its estimates into three categories:
legislative (those that result from new laws), economic
(those that result from revised economic forecasts),
and technical (whatever does not fall into the first two
categories). Because CBO has not updated its eco-
nomic forecast and no new legislation has affected
projections since January, all changes to the baseline
are technical. The technical revisions stem from new
information that emerged through late February.

The changes to CBO's January projections result
from a downward revision of its outlay estimate. The
largest such revision involves the Medicare program,
for which CBO reduced its outlay estimate by $6 bil-
lion for 1999 and by lesser amounts for subsequent
years. That change reflects an unprecedented period
of no growth in Medicare spending, which continues
through the early part of 1999 (for more information
on Medicare projections, see Chapter 3). In addition,
CBO revised downward its projections of Medicaid
spending by an average of $1 billion a year. Projec-
tions for other mandatory spending were revised up-
ward for 1999 and 2000 (see Table A-2).

The remaining tables in this appendix (Tables
A-3 through A-8) update some of the most widely
used information in CBO's January report. Because
the revisions are relatively minor, readers seeking a
fuller explanation of underlying trends in the budget
may refer to that earlier publication.

The most common way to measure the budget's
total deficit or surplus is simply to measure the differ-
ence between total revenues and spending. However,

Table A-2.

Changes in CBO Projections of Baseline Surplus Since January 1999 (By fiscal year, in billions of dollars)

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
January 1999 Baseline Surplus 107 131 151 209 209 234 256 306 333 355 381
Technical Changes
Revenues 0 0 0 0 0 0 0 0 0 0 0
Outlays
Discretionary -1 -2 -1 a a a a a a a a
Mandatory
Medicare -6 -3 -2 -2 -2 -3 -5 -1 -2 a 2
Medicaid -1 -1 -1 -1 -1 -1 -1 -1 -2 -2 -2
Other 4 3 1 -1 _a -1 _a -1 -1 -1 -1
Subtotal -3 -2 -5 -4 -3 -5 -7 -3 -4 -3 -2
Total 3 2 5 4 3 5 7 3 4 3 2
March 1999 Baseline Surplus 111 133 156 212 213 239 263 309 338 358 383

SOURCE: Congressional Budget Office.

a. Less than $500 million.
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the law specifies another way to measure the gap be-
tween revenues and spending—the on-budget deficit or
surplus—which is shown in Table A-3.

The on-budget deficit or surplus recognizes that
the Social Security trust funds and the Postal Service
have been given special off-budget status by law. Ex-
cluding those programs from the deficit or surplus no-
ticeably changes the fiscal outlook, mainly because
Social Security has large amounts of spending and
income. The Social Security trust funds currently

have large surpluses because trust fund income—pay-
roll taxes plus the taxes paid on Social Security bene-
fits and the income the trust funds receive from inter-
est on their holdings of Treasury securities—exceed
benefits and administrative expenses. In 1999, Social
Security income is expected to exceed benefits and
administrative payments by $127 billion; by 2009, the
trust fund surplus is expected to climb to $218 billion,
mainly as a result of growing interest income. Conse-
quently, after subtracting the impact of Social Security
and the Postal Service, the on-budget measure indi-

Table A-3.
The Budget Outlook Under Current Policies (By fiscal year)

Actual
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
In Billions of Dollars
Baseline Total Surplus? 69 111 133 156 212 213 239 263 309 338 358 383
On-Budget Deficit (-) or Surplus
(Excluding Social Security and
the Postal Service)? -30 -16 -5 11 59 51 68 79 116 134 146 165
Memorandum:
Off-Budget Surplus
Social Security 99 127 137 145 153 162 171 184 193 204 212 218
Postal Service _b _0 _ b b 1 _0 _0 _0 _0 _0 _o0o _o
Total 99 127 138 145 153 162 171 184 193 204 212 218
Total Surplus If Discretionary
Spending Is Frozen at the 2002
Level from 2003 to 2009 69 111 133 156 212 228 270 312 377 425 468 516
As a Percentage of Gross Domestic Product
Baseline Total Surplus?® 0.8 1.3 15 16 21 21 22 23 26 27 28 28
On-Budget Deficit (-) or Surplus
(Excluding Social Security and
the Postal Service)? -0.4 -02 01 01 06 05 06 07 10 11 11 12

SOURCE: Congressional Budget Office.

a. Assumes that discretionary spending will equal the statutory caps on such spending through 2002 and will grow at the rate of inflation thereaf-

ter.

b.  Less than $500 million.
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Table A-4.
CBO Baseline Budget Projections Assuming Compliance with the Discretionary Spending Caps
(By fiscal year)

Actual
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

In Billions of Dollars

Revenues
Individual income 829 863 893 919 958 990 1,035 1,085 1,138 1,195 1,258 1,323
Corporate income 189 193 188 191 202 214 226 238 250 259 267 273
Social insurance 572 610 640 666 691 717 746 783 816 852 885 923
Other 133 148 148 154 164 170 177 182 188 194 200 208
Total 1,722 1,815 1,870 1,930 2,015 2,091 2,184 2,288 2,393 2,500 2,611 2,727
On-budget 1,306 1,368 1,402 1,443 1508 1563 1,634 1,711 1,791 1,871 1,956 2,046
Off-budget 416 446 468 488 506 527 550 577 602 628 654 681
Outlays
Discretionary spending 555 574 573 573 568 583 598 614 630 646 663 680
Mandatory spending 939 979 1,027 1,081 1,136 1,205 1,273 1,357 1,419 1505 1,603 1,704
Offsetting receipts -84 -78 -80 -86 -97 -93 -96 -101 -106 -112 -118 -125
Net interest 243 229 218 207 195 183 170 156 140 123 104 85
Total 1,653 1,704 1,737 1,775 1,802 1,878 1,946 2,025 2,083 2,162 2,253 2,344
On-budget 1,336 1,384 1,407 1,432 1,449 1512 1567 1,632 1,675 1,737 1,810 1,880
Off-budget 317 320 330 343 353 366 379 393 408 425 442 464
Deficit (-) or Surplus 69 111 133 156 212 213 239 263 309 338 358 383
On-budget -30 -16 -5 11 59 51 68 79 116 134 146 165
Off-budget 99 127 138 145 153 162 171 184 193 204 212 218
Debt Held by the Public 3,720 3,628 3,512 3372 3,176 2,979 2,756 2,508 2,212 1,886 1,540 1,168
As a Percentage of Gross Domestic Product
Revenues
Individual income 9.9 9.9 9.8 9.7 9.7 9.6 9.6 9.6 9.6 9.6 9.7 9.8
Corporate income 2.2 2.2 2.1 2.0 2.0 2.1 2.1 2.1 2.1 2.1 2.1 2.0
Social insurance 6.8 7.0 7.0 7.0 7.0 6.9 6.9 6.9 6.9 6.9 6.8 6.8
Other 1.6 17 1.6 1.6 17 1.6 1.6 1.6 1.6 1.6 15 15
Total 20.5 20.7 20.6 20.4 20.3 20.2 20.2 20.2 20.2 20.2 20.2 20.2
On-budget 155 15.6 154 15.2 15.2 15.1 15.1 15.1 15.1 15.1 15.1 15.1
Off-budget 4.9 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.0
Outlays
Discretionary spending 6.6 6.6 6.3 6.0 5.7 5.6 55 5.4 5.3 5.2 5.1 5.0
Mandatory spending 11.2 11.2 11.3 114 115 11.6 11.7 12.0 12.0 12.1 12.4 12.6
Offsetting receipts -1.0 -0.9 -0.9 -0.9 -1.0 -0.9 -0.9 -0.9 -0.9 -0.9 -0.9 -0.9
Net interest 2.9 2.6 2.4 2.2 2.0 18 1.6 14 1.2 1.0 0.8 0.6
Total 19.7 194 19.1 18.7 18.2 18.1 18.0 17.9 17.6 17.4 17.4 17.3
On-budget 15.9 15.8 155 15.1 14.6 14.6 145 14.4 14.1 14.0 14.0 13.9
Off-budget 3.8 3.6 3.6 3.6 3.6 35 35 35 34 34 34 34
Deficit (-) or Surplus 0.8 13 15 1.6 21 2.1 2.2 2.3 2.6 2.7 2.8 2.8
On-budget -0.4 -0.2 -0.1 0.1 0.6 0.5 0.6 0.7 1.0 11 11 1.2
Off-budget 1.2 14 15 15 15 1.6 1.6 1.6 1.6 1.6 1.6 1.6
Debt Held by the Public 44.3 41.4 38.6 35.6 32.1 28.8 254 22.1 18.7 15.2 11.9 8.6
Memorandum:
Gross Domestic Product 8,404 8,762 9,095 9,476 9,904 10,358 10,837 11,337 11,855 12,391 12,946 13,521

SOURCE: Congressional Budget Office.
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cates deficits through fiscal year 2000 (see Table
A-3).

Table A-4 presents federal government revenues
by source and outlays by broad category, both in dol-
lars and in relation to gross domestic product (GDP).
Under CBO's baseline assumptions, federal revenues
are expected to total about $1.8 trillion in 1999, or
20.7 percent of GDP (their highest level as a percent-
age of GDP since 1944). Projected revenues fall grad-
ually to 20.2 percent of GDP in 2003 and hold steady
at that level through 2009. Total spending is expected
to be slightly more than $1.7 trillion in 1999, or 19.4
percent of GDP. Spending is projected to increase in
dollar terms but fall as a percentage of GDP to 17.3
percent in 2009.

Table A-5 presents discretionary outlays by the
categories of spending defined by the statutory limits
in the Deficit Control Act. CBO's projections of dis-
cretionary outlays in that table assume compliance
with those limits.

Table A-6 presents spending projections for en-
tittements and other mandatory programs, by far the
largest spending category in the budget. That spend-
ing is expected to reach $979 billion in 1999 and is
growing fast. Expenditures for Social Security, Medi-
care, and Medicaid, which together account for about
three-quarters of all mandatory outlays, are fueling
that growth.

CBO's baseline projections assume that policy-
makers will continue to abide by the discretionary
spending limits set by the Deficit Control Act through
2002. Inthe defense, nondefense, violent crime reduc-
tion, and overall discretionary categories, separate
spending limits apply to budget authority (the author-
ity to commit funds, the basic currency of the appro-
priation process) and outlays (actual spending). Inthe
highway and mass transit categories, the caps apply
only to outlays. Budget authority always precedes
actual outlays, with a short interval for fast-spending
activities (such as meeting payrolls or providing direct
services) and alonger interval for slow-spending activ-
ities (such as procuring weapons or building roads and

Table A-5.

CBO Baseline Projections of Discretionary Outlays Assuming Compliance with the Spending Caps

(By fiscal year, in billions of dollars)

Actual
1998 1999 2000 2001 2002
Defense 270 274 a a a
Domestic and International 257 268 a a a
Violent Crime Reduction 4 5 6 a a
Highways 19 22 25 26 27
Mass Transit 4 5 4 5 5
Overall Discretionary® n.a. n.a. 538 541 536
Total 555 574 573 573 568

SOURCE: Congressional Budget Office.

NOTES:

The caps reflect discretionary spending limits as specified by the Office of Management and Budget in the sequestration preview report

included in the President’s budget, adjusted for CBO'’s estimate of releases of contingent emergency appropriations for 1999 that the

President has not yet designated.

n.a. = not applicable.

a. After the specific cap expires, spending from programs in that category is shown in the “Overall Discretionary” category.

b.  In 2000 through 2002, this category comprises defense and nondefense (domestic and international) discretionary spending.
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Table A-6.
CBO Baseline Projections of Mandatory Spending (ByY fiscal year, in billions of dollars)

Actual
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Means-Tested Programs

Medicaid 101 107 117 125 135 146 159 173 188 205 223 243

State Children’s Health Insurance a 1 2 3 4 4 4 4 4 5 5 5
Food Stamps 20 20 21 22 23 24 25 25 26 27 27 28
Supplemental Security Income 27 28 30 31 33 35 37 42 41 40 45 48
Family Support” 18 18 19 20 21 22 23 23 24 25 26 27
Veterans' Pensions 3 3 3 3 3 4 4 4 4 3 4 4
Child Nutrition 9 9 9 10 10 11 11 12 13 13 14 14
Earned Income Tax Credit® 23 26 27 27 28 28 29 30 30 31 31 32
Student Loans 3 4 5 5 5 5 5 5 5 5 5 6
Foster Care 4 5 _5 6 6 7 7 8 8 9 _10 10

Total 209 221 237 252 269 285 303 326 344 362 391 417

Non-Means-Tested Programs

Social Security 376 387 404 423 443 464 487 511 538 566 596 630
Medicare 211 213 229 245 255 278 300 330 344 379 _411 _444
Subtotal 587 601 633 668 698 742 786 841 882 945 1,007 1,075
Other Retirement and Disability
Federal civilian® a7 49 51 53 55 58 61 64 67 70 73 76
Military 31 32 33 34 35 36 37 38 39 40 42 43
Other -4 _5 _5 _5 _5 _5 _5 _5 _5 _5 _5 _5
Subtotal 83 86 89 92 95 99 103 107 111 115 119 124
Unemployment Compensation 20 21 23 25 26 28 29 30 31 32 34 35
Deposit Insurance -4 -4 -2 -1 a a 1 -1 -1 -1 -1 -1

Other Programs

Veterans' benefits® 21 21 22 23 24 24 25 27 26 25 27 28
Farm price and income supports 9 16 9 7 5 5 5 5 5 5 5 5
Social services 5 5 5 5 5 5 5 5 5 5 5 5
Credit reform liquidating accounts -8 -6 -7 -8 -7 -7 -8 -7 -8 -8 -8 -8
Universal Service Fund 2 4 6 7 12 12 13 13 13 13 13 13
Other 17 15 13 12 11 12 12 11 11 11 12 12
Subtotal 45 54 47 46 49 51 51 53 52 51 54 54
Total 730 758 789 829 867 920 969 1,031 1,076 1,142 1,213 1,287

Total
All Mandatory Spending 939 979 1,027 1,081 1,136 1,205 1,273 1,357 1,419 1,505 1,603 1,704

SOURCE: Congressional Budget Office.
NOTE: Spending for the benefit programs shown above generally excludes administrative costs, which are discretionary. Spending for Medicare
also excludes premiums, which are considered offsetting receipts.

a. Less than $500 million.

b. Includes Temporary Assistance for Needy Families, Family Support, Aid to Families with Dependent Children, Job Opportunities and Basic
Skills, Contingency Fund for State Welfare Programs, Child Care Entitlements to States, and Children's Research and Technical Assistance.

c. Includes outlays from the child credit enacted in the Taxpayer Relief Act of 1997.

d. Includes Civil Service, Foreign Service, Coast Guard, other retirement programs, and annuitants' health benefits.

e. Includes veterans' compensation, readjustment benefits, life insurance, and housing programs.
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Table A-7.
Alternative Amounts of Discretionary Spending for Fiscal Year 2000 Compared with the Spending Caps
(In billions of dollars)

Including Amounts for 1999 Excluding Amounts for 1999
Emergencies Emergencies®
Budget Authority
2000 Cap® 536 536
Amount to Preserve 1999 Real Resources
Defense 290 281
Domestic and international® 287 279
Violent crime reduction _6 _6
Total® 582 566
Amount over 2000 cap 46 29
Amount to Freeze 1999 Dollar Resources®
Defense 281 273
Domestic and international® 275 267
Violent crime reduction _6 _6
Total 562 546
Amount over 2000 cap 25 10
Outlays
2000 Cap® 573 573
Amount to Preserve 1999 Real Resources
Defense 286 282
Domestic and international 284 281
Violent crime reduction 5 5
Highways 25 25
Mass transit _5 _5
Total 605 598
Amount over 2000 cap 32 25
Amount to Freeze 1999 Dollar Resources
Defense 280 276
Domestic and international 279 277
Violent crime reduction 5 5
Highways 25 25
Mass transit _5 _5
Total 594 587
Amount over 2000 cap 22 15

SOURCE: Congressional Budget Office.

a. In1999, $15.812 hillion in appropriations was designated as emergency spending. The totals here exclude the estimated budget authority and
outlays that result from assuming that those appropriations are repeated in 2000.

b. The capsreflect discretionary spending limits as specified by the Office of Management and Budget in the sequestration preview reportincluded
inthe President’s budget, adjusted for CBO’s estimate of releases of contingentemergency appropriations for 1999 that the President has not yet
designated.

c. In1999, an appropriation of $17.861 billion was provided for the International Monetary Fund to meet a periodic commitment for which funding was
last provided in 1993. Such appropriations resultin no outlays. The domestic and international totals here exclude the estimated budget authority
that results from assuming that the appropriation is repeated in 2000.

d. This amountl does notinclude mass transit budget authority, which is not subject to a cap. Mass transit budget authority totals $1.111 billion in
1999.

e. Amounts needed to freeze 1999 dollar resources have no adjustment for inflation.
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other infrastructure). In cases in which the spending spending caps for that year. The first projection is the
limits restrict both budget authority and outlays, the amount of discretionary spending necessary to pre-
more stringent of the two prevails. serve 1999 real resources 4000 (in other words,
adjusting for inflation). Two scenarios are examined
Table A-7 compares alternative projections of  under that alternative. The first scenario assumes that
discretionary spending for fiscal year 2000 with the  appropriations designated as emergency spending in

Table A-8.
CBO Baseline Projections of Interest Costs and Federal Debt (By fiscal year)

Actual
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Net Interest Outlays (Billions of dollars)

Interest on Public Debt

(Gross interest)? 364 356 350 347 344 341 339 336 332 327 321 315

Interest Received by Trust Funds
Social Security -47 52 58 64 -72 -79 -87 -96 -105 -115 -126 -137
Other trust funds® 67 67 68 69 -71 /3 45 77 -719 81 -82 -84
Subtotal -114  -119 -125 -133 -142 -152 -162 -173 -184 -196 -209 -221
Other Interest* -7 8 6 6 -7 -7 -7 _-8 _-8 _-8 -8 -8
Total 243 229 218 207 195 183 170 156 140 123 104 85

Federal Debt at the End of the Year (Billions of dollars)

Gross Federal Debt 5,479 5,584 5,676 5,748 5,776 5,812 5,828 5,828 5,789 5,729 5,647 5,542
Debt Held by Government Accounts
Social Security 730 857 994 1,139 1,292 1,453 1,624 1,808 2,001 2,205 2,417 2,634
Other accounts® 1,029 1,099 1,170 1,237 1,309 1,380 1,448 1,513 1,576 1,638 1,691 1,739
Subtotal 1,759 1,956 2,164 2,376 2,601 2,833 3,072 3,321 3,577 3,842 4,107 4,373
Debt Held by the Public 3,720 3,628 3,512 3,372 3,176 2,979 2,756 2,508 2,212 1,886 1,540 1,168
Debt Subject to Limit® 5,439 5,545 5,638 5,710 5,740 5,776 5,792 5,794 5,756 5,696 5,615 5,510

Federal Debt as a Percentage of Gross Domestic Product

Debt Held by the Public 443 414 386 356 321 288 254 221 187 152 119 8.6

SOURCE: Congressional Budget Office.

NOTE: Projections of interestand debt assume that discretionary spending will equal the statutory caps that are in effect through 2002 and will grow
at the rate of inflation thereafter.

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

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

c. Mainly interest on loans to the public.

d. Differsfrom the gross federal debt primarily because most debt issued by agencies other than the Treasury is excluded from the debt limit. The
current debt limit is $5,950 billion.
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1999 are provided again in 2000 but are not given an
emergency designation. Under thatnario, projected
budget authority and outlays exceed the caps by $46
billion and $32 billion, respectively. The second sce-
nario assumes that the appropriations designated as
emergency spending in 1999 are not provided in 2000.
Under that scenario, projected budget authority and
outlays exceed the 1999 amount by $29 billion and
$25 hillion, respectively.

The second projection is the level of discretionary
spending that would freeze 1999 dollar resources in
2000 with no adjustment for inflation. If the 1999
emergency appropriations are repeated in 2000 but are
not given an emergency designation, budget authority
and outlays in that projection will exceed the caps by
$25 billion and $22 billion, respectively. If the 1999
emergency appropriations do not recur in 2000, bud-
get authority and outlays in that projection will exceed
the 1999 amount by $10 billion and $15 billion, re-
spectively.

Interest costs are a significant portion of the federal
budget—about 15 percent of all federal spending to-
day. Under CBO's baseline projections, which assume
stable interest rates through 2009, interest payments
will decline to less than 4 percent of federal outlays by
that year. In dollar terms, net interest will fall from
$229 billion in 1999 to $85 billion in 2009 (see Table
A-8). Measured as a percentage of GDP, interest

costs are expected to decline from 2.6 percent in 1999
to 0.6 percent by 2009 (see Table A-4 on page 69).

Debt held by the public is the amount of money
that the federal government has borrowed—by selling
securities—to finance all of the deficits (less any sur-
pluses) accumulated over time (see Table A-8). Under
CBO's current baseline forecast, debt held by the pub-
lic is estimated to decline from $3.6 trillion in 1999
(41.4 percent of GDP) to $1.2 trillion in 2009 (8.6
percent of GDP).

Gross federal debt consists of debt held by the pub-
lic and debt issued to government accounts. Most of
the latter type of debt is held by trust funds, the largest
of which are the Social Security and federal civilian
employee retirementuhds. Because the Treasury
handles investments by trust funds and other govern-
ment accounts, purchases and sales of such securities
do not flow through the credit markets. Therefore,
interest on those securities is considered to be an intra-
governmental transfer.

CBO expects gross federal debt to be $5.6 trillion
in 1999. Since trust fund balances are projected to
grow more rapidly than total budget surpluses through
2005, gross federal debt will continue to grow until it
reaches $5.8 trillion in that year. Thereafter, gross
federal debt is expected to decline and, by 2009, is
projected to be $5.5 trillion.
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Outlay Estimates for National Defense

he Congressional Budget Office (CBO) esti-
T mates that under the Administration’s request

for defense discretionary programs for fiscal
year 2000, outlays will be nearly $10 billion higher
than forecast by the Office of Management and Bud-
get (OMB). An estimating difference in that direction
is not unusual. Over the 1994-1998 period, CBO’s
estimates of defense outlays have consistently ex-
ceeded those of the Administration. But the problem
with CBO'’s estimates has not been that they were too
high. On the contrary, they were not high enough, and
actual outlays exceeded CBOQ'’s estimates by a few
billion dollars each year.

Accuracy of Estimates of
Defense Outlays

In every year since 1993, actual outlays have exceeded
CBO’s estimates of discretionary spending for the De-
partment of Defense (DoD). For all defense activities
of the federal government, including the atomic energy
activities of the Department of Energy, actual outlays
have surpassed CBOQO's estimates since 1994. Never-
theless, the absolute errors (that is, without regard to
sign) have been relatively small in percentage terms—
ranging from 0.1 percent to 2.4 percent and averaging
about 1 percent over the past six years (see Table
B-1). More information on the accuracy of the esti-
mates can be found in CBO’s October 1998 memoran-
dumAn Analysis of CBO’s Outlay Estimates for Ap-
propriation Bills, Fiscal Years 1993-1997.

Although estimating differences between CBO
and the Administration are common, the $9.6 billion
difference for the 2000 budget request is almost twice
as great as the largest difference in recent years. Over
the 1993-1997 period, differences based on the budget
request were relatively small, averaging about $1.5
billion annually. For the 1998 and 1999 requests,
however, they grew larger, increasing to $5.7 billion
and $3.7 billion, respectively (see Table B-2).

The size of the estimating differences for the
1998 and 1999 budget requests generated a debate
about whose estimates were more accurate. OMB has
now published its estimates for recently enacted ap-
propriation bills, and as a result, the accuracy of
CBO’s and OMB's estimates can be analyzed. Table
B-3 compares each agency’s original estimates of en-
acted appropriations with actual spending in 1997 and
1998 and the most up-to-date forecasts for 1999.
Those original estimates, made at the time appropria-
tion bills were enacted, include the effects of regular
and supplemental appropriations as well as any rescis-
sions or transfers.

For 1997, actual defense spending was $6.6 bil-
lion higher than CBO's estimate of $265.1 billion.
CBO'’s estimate, however, was more accurate than the
Administration's, since actual outlays exceeded OMB's
estimate by $7.4 billion. Although actual spending
exceeded both agencies' estimates once again in 1998,
CBO's error totaled only $1.8 billion, whereas OMB's
comparable error—$5.8 billion—was over three times
as great.
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For 1999, CBO's most recent examination of
outlays suggests that spending will ultimately total
$274.2 billion. In contrast, the Administration's re-
vised total is $277.5 billion, which indicates that it
now believes actual spending will be roughly $8 bil-
lion more than its original estimate. In either case,
CBO's original estimate of $275.2 billion would be
closer to the mark than the Administration's.

Estimating Differences for
2000

The $9.6 billion estimating difference between CBO
and the Administration has two parts. The first
amounts to about $6 billion and stems from different
analytic judgments about spendout rates of appropria-
tions for 2000 and disbursement rates for unexpended
balances from prior years. Such issues have been
characteristic of disagreements about previous budget
requests. However, the difference this year is larger
than those in recent years. The remaining $3.6 billion
difference on this year’s estimate can be traced to dif-
ferent estimates for an assortment of special factors
shown in Table B-4.

Analytic Judgments About
Spending Patterns

After the end of each fiscal year, CBO reviews the
data for that year to determine whether any changes

tration, however, has a strong incentive to estimate
relatively low outlays for the year in which it is re-
guesting funds because the outlay caps in the Deficit
Control Act have been more constraining than the lim-
its on budget authority. Thus, the lower the estimate
of outlays, the better the chance of obtaining the re-
qguested level of budget authority.

In fact, since 1989, the National Defense Autho-
rization Act has required CBO and OMB to issue a
joint report on the outlay rates and estimates of spend-
ing from prior appropriations that the agencies intend
to use during the upcoming budget cycl&he clear
purpose of that law is to minimize differences between
CBO’s and OMB’s estimates. It has led to extensive
discussions between staff from CBO and the Adminis-
tration, with the Administration’s analysts consistently
arguing for lower estimates and CBO’s analysts argu-
ing for higher ones. Estimating differences before
1989 had, at times, been large. In the early and mid-
1990s, those differences were relatively small. For
budget requests in the late 1990s, they have increased
once more. That pattern continues for fiscal year
2000: CBO's analysis yields an estimate of outlays
that exceeds the Administration’s by about $6 billion
solely on the basis of differing spendout rates for new
appropriations and disbursement rates for unexpended
balances.

Other Factors

In addition, CBO and the Administration have differ-
ent estimates regarding the impact on outlays of

are necessary to improve its estimates. CBO uses ac- Certain policy and budgetary initiatives. The policy

counting documents provided by the Administration to
estimate unexpended balances from prior-year appro-
priations. Analysts also review the outlay figures for

initiatives center on revisions to policies for paying
contractors, the cancellation of about $1.7 billion in
enacted appropriations, and the availability for obliga-

each account to assess whether any change in spend- tion of certain emergency funding. The budgetary ini-

out rates is called for. Finally, when the Administra-
tion releases its budget, CBO carefully reviews its
projections to ensure that it has a sound basis for any
significant estimating differences. Thus, CBO's esti-
mates are based on accounting information provided
by the Administration and reflect any rescissions, de-
ferrals, or transfers.

Analysts can easily reach different conclusions
about projections of defense spending. The Adminis-

tiatives cover changes in accounting methods for fund-
ing to maintain real property and to construct new
facilities. Those factors combine to produce a $3.6
billion difference between CBO’s and the Administra-
tion's outlay estimates for 2000.

1.  The initial requirement was part of the National Defense Authoriza-
tion Act for Fiscal Years 1990 and 1991, enacted on November 29,
1989. The current requirement is part of the National Defense Autho-
rization Act for Fiscal Years 1992 and 1993, as amended.
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Payments to Contractors. DoD plans to change its
procedures for paying certain contractors. Specifi-
cally, it plans to deny interim or progress payments for
contracts between $1 million and $2 million in value.
Thus, instead of receiving periodic payments over the
course of the contract, contractors will not receive
payment until the final product is delivered. Under
DoD's current policy, contracts under $1 million are
not eligible for progress payments unless a company
receives a waiver because of special need. Under the
new policy, which will be in place by the start of
2000, the threshold will be raised to $2 million, but the
same waivers will be available. The Administration
estimates that this action will cause a one-time reduc-
tion in outlays of $1.5 billion in 2000. CBO estimates
that the reduction will total only about $0.3 billion.

Several factors will limit the new policy's effect
on outlays in 2000. First, the policy will apply only to
large businesses and only to new contracts; that is,
payments under existing contracts will remain un-
changed. Next, payments for some contracts awarded
early in 2000 will simply be delayed until later in the
year, when final products are delivered. In those in-
stances, outlays in 2000 will remain unaffected—only
the distribution of outlays over the fiscal year will
change. Finally, companies that can demonstrate a
special need will still be eligible for a waiver.

The Administration's estimate assumes that in
2000, the higher thresholdilvmake more than $4
billion of contracts ineligible for progress payments.
After accounting for some of the factors listed above
as well as the spending patterns of contracts subject to
progress payments, the Administration estimates that
the new threshold will lower outlays in 2000 by $1.5
billion. It also assumes that this new policy will affect
spending in various parts of the DoD budget—namely,
the operation and maintenance (O&M), procurement,
research and development, and working capital fund
accounts.

Based oninformation from DoD offices that help
administer contracts as well as a 1993 DoD report,
CBO expects that less than $0.5 billion in contracts
will become ineligible for progress payments in 2000,

resulting in a $0.3 billion drop in outlayddoreover,
CBO expects that the only significant budgetary im-
pact will occur in the procurement accounts.

Cancellation of Appropriations. The budget con-
tains a proposal to cancel up to $1.7 billion of enacted
budget authority. The proposal, which would give the
Secretary of Defense the discretion to select the proj-
ects and accounts for cancellation, would reduce out-
lays by about $0.9 billion according to OMB’s and
DoD’s estimates but only by about $0.4libn ac-
cording to CBO’s estimate. The estimates differ
because CBO assumes that DoD would not cancel
appropriations in military peosinel and O&M ac-
counts because the activities supported by those funds
have a high priority. On that basis, cancellations
would be most likely to occur in weapons procurement
accounts, in which the impact on outlays in 2000
would be relatively small.

Emergency Funding.In 1999, the Congress provided
$7.8 billion in emergency appropriations to DoD.
Some of those funds were immediately released to
DoD, and others were contingent on the President’s
declaring that they would be used for emergency
needs. In its budget, the Administration includes
spending only from those DoD funds that had been
released when the budget was submitted. In contrast,
CBO anticipates that the funding will be released and
estimates that outlays in 2000 will be about $0.6 bil-
lion higher than the Administration's estimate for that
reason.

Maintenance of Real Property. The Administration
proposes to fund real property maintenance (RPMA)
in a separate account instead of combining it with
funding for other activities in the O&M accounts as in
the past. Reclassifying that funding would have no
impact on DoD outlays, but the Administration’s out-
lay estimate for 2000 is reduced by almost $1 billion
as a result of this change. Although the budget re-
qguest recognizes that RPMA funding spends out
slowly, it fails to raise the outlay rates for the O&M

2. The estimate is based in part on information in Department of De-
fense,Report on Progress Payment Rafagril 1993).
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accounts to reflect the fact that the slow-spending
RPMA activities would no longer be funded from
those accounts. In contrast, CBO’s estimate assumes
that after the reclassification, outlay rates for O&M
would rise to reflect the fact that changing the account
structure would have no net effect on outlays.

Construction of New Facilities. The Administration
requests about $2.3 billion in 2000 to fund the obliga-
tions that normally occur in the first year of certain
construction projects. The Administration also pro-
poses to fund the completion of the projects by re-
guesting about $3.0 billion as advance appropriations
that would be counted as budget authority in 2001.
Under previous practices, all the necessary funding

would have been provided in 2000. Splitting the bud-
get authority into two pieces, however, is unlikely to
change the pace of obligations and outlays. Neverthe-
less, OMB and DoD estimate outlays using spendout
rates that apply when all budget authority for a project
is charged to the initial fiscal year. That is, they treat
each year’'s appropriation as if it was to fund two
years worth of projects rather than one. Consequently,
the estimate understates the likely effect on outlays.
CBO derives its estimate by applying historical
spendout rates to the full amount of budget authority
($5.3 billion) for the relevant projects. As a result,
CBO'’s estimates of outlays for military construction
and family housing exceed the Administration’s esti-
mates by about $0.4 billion.
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Table B-1.
Comparison of Actual and CBQO's Estimated Outlays for National Defense Appropriations,
Fiscal Years 1993-1998

Category 1993 1994 1995 1996 1997 1998

Actual Minus Estimate (Billions of dollars)

Department of Defense

Military personnel -1.8 2.4 0.2 -0.5 -0.3 -0.6
Procurement 2.3 0.6 0.1 0.6 2.4 3.4
O&M and working capital funds? 2.3 3.9 b -3.0 29 -2.0
RDT&E -0.5 -1.2 -0.6 1.8 1.8 1.7
Other A7 -0.2 2.2 17 -0.5 -0.2
Subtotal 0.5 5.5 1.9 0.6 6.3 24
Atomic Energy -0.8 0.8 1.4 1.2 0.2 -0.6
Other 0.1 _b _b _b _b _b
All National Defense Appropriations -0.4 6.3 3.3 1.8 6.6 1.8

Actual Minus Estimate (Percentage of actual outlays)

Department of Defense

Military personnel -2 3 c -1 c -1
Procurement 3 1 c 1 5 7
O&M and working capital funds? 3 4 c -3 3 -2
RDT&E -1 -4 -2 5 5 5
Other -22 -2 21 15 -5 -2

All Department of Defense c 2 1 c 2 1
Atomic Energy -8 6 12 10 2 -6
Other -6 c -7 -6 -2 3
All National Defense Appropriations c 2 1 1 2 1

SOURCE: Congressional Budget Office.
NOTE: O&M = operation and maintenance; RDT&E = research, development, test, and evaluation.

a. The O&M accounts are the main users of DoD’s working capital funds. Thus, outlays in those accounts are related, and their sum is more
meaningful for this analysis than their respective parts.

b. Less than $50 million.

c. Lessthan 0.5 percent.
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Table B-2.

Differences Between CBO's and OMB's Estimates of Outlays from the President's Budget Requests

for National Defense Discretionary Programs, Fiscal Years 1993-2000 (In billions of dollars)

Fiscal Year CBO OMB Difference
1993 293.5 292.0 15
1994 279.3 277.7 1.6
1995 271.7 271.1 0.6
1996 263.7 262.2 15
1997 261.6 259.4 2.2
1998 265.8 260.1 5.7
1999 270.2 266.5 3.7
2000 284.5 274.8 9.6
SOURCES: Congressional Budget Office; Office of Management and Budget.
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Table B-3.
Accuracy of CBO’s and OMB’s Estimates of National Defense Discretionary Outlays
(By fiscal year, in billions of dollars)

1997 1998 1999*

Estimate of Appropriation Action

CBO 265.1 268.4 275.2

OMB 264.3 264.4 268.9
Actual 271.7 270.2 N.A.
Current Estimate

CBO n.a. n.a. 274.2

OMB n.a. n.a. 277.5
Difference (Actual or current estimate minus original estimate)

CBO 6.6 1.8 -1.0

OMB 7.4 5.8 8.6

SOURCES: Congressional Budget Office; Office of Management and Budget.
NOTE: N.A. =not available; n.a. = not applicable.

a. The release of certain 1999 supplemental appropriations was made contingent on the President’s declaring that those funds would be used for
emergency purposes. Atthe time these estimates were prepared, some of those funds had notbeen released. CBO expects that those appropri-
ations will be released and therefore includes outlays from those funds in its estimates. OMB, however, did not do that. Had the unreleased
appropriations been included in the Administration's figures, its original estimate of outlays would have been roughly $1.5 billion to $2.5 billion
higher, and its current estimate would have been roughly $1 billion to $2 billion higher.
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Table B-4.
Sources of Differences Between CBO's and OMB's Estimates of National Defense Discretionary
Outlays for Fiscal Year 2000 (In billions of dollars)

1999
Differing Budget
Judgments Authority Real
About Cancel- for Property  Construc-
Spending  Progress lation Emergen- Mainte- tion Total
Rates Payments  Authority cies nance Projects  Difference
Department of Defense
Military personnel 0.1 0 0 0 0 0 0.1
Operations
Operation and maintenance 3.0 0.4 0 0.5 1.0 0 4.9
Working capital funds 0.5 0.4 0 _0 _0 0 0.9
Subtotal 35 0.7 0 0.5 1.0 0 5.8
Procurement 1.7 -0.1 0 0 0 0 1.7
RDT&E 0.6 0.5 0 0.1 0 0 1.2
Military construction and
family housing 0.1 0 0 0 0 0.4 0.5
Other _0 _0 05 _0 _0 _0 0.5
Total 6.0 1.2 0.5 0.6 1.0 0.4 9.7
Atomic Energy -0.1 _0 _0 _0 _0 _0 -0.1
All National Defense 6.0 1.2 0.5 0.6 1.0 0.4 9.6

SOURCE: Congressional Budget Office.

NOTE: RDT&E = research, development, test, and evaluation.
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Major Contributors to the
Revenue and Spending Projections

T he following Congressional Budget Office analysts prepared the revenue and spending projections in this
report:

Revenue Projections

Mark Booth Individual income taxes

Hester Grippando Customs duties, miscellaneous receipts

Carolyn Lynch Corporate income taxes, Federal Reserve System earnings
Noah Meyerson Social insurance taxes

Larry Ozanne Capital gains realizations

John Sabelhaus Estate and gift taxes

Sean Schofield Excise taxes

David Weiner Individual income taxes

Spending Projections

Defense, International Affairs, and Veterans’ Affairs

Shawn Bishop Veterans’ health care, military health care

Kent Christensen Defense (military construction, base closures, defense outlay estimates)

Jeannette Deshong Defense (military personnel, NATO expansion, and other international
agreements)

Sunita D’Monte International affairs (conduct of foreign affairs and information exchange
activities), veterans’ housing

Richard L. Fernandez Defense (effects of REDUX on retention of enlisted personnel)

Raymond Hall Defense (steady-state costs of Navy weapons, missile defenses, atomic energy
defense)

Sarah T. Jennings Defense (military retirement and veterans' education)

Lane Pierrot Defense (aging of equipment)
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Charles Riemann
Dawn Sauter
Marvin M. Smith
JoAnn Vines
Joseph Whitehill

Health

Chuck Betley
Michael Birnbaum
Julia Christensen
Jeanne De Sa
Cynthia Dudzinski
Dorothy Rosenbaum

Human Resources

Valerie Baxter
Sheila Dacey

Deborah Kalcevic
Sean McCluskie
Josh O'Harra
Carla Pedone
Eric Rollins
Kathy Ruffing

Christi Hawley Sadoti

Veterans' compensation and pensions

Steady-state costs of weapons, intelligence programs, defense acquisition reform
Defense (effects of REDUX on retention of officers)

Defense (steady-state costs of tactical air forces, bombers, and Army systems)
International affairs (development, security, international financial institutions)

Medicare, Federal Employees Health Benefits, Public Health Service
Medicare Part B, Public Health Service

Medicare Part B, Federal Employees Health Benefits, Public Health Service
Medicaid, State Children's Health Insurance Program
Medicare, Public Health Service

Medicaid, State Children's Health Insurance Program, tobacco

Food Stamps, child nutrition, child care
Child Support Enforcement, Temporary Assistance for Needy Families,
foster care, Social Security
Education
Education, foster care
Pell grants, Pension Benefit Guaranty Corporation, education
Housing assistance, Social Security
Federal civilian retirement, Supplemental Security Income
Social Security
Unemployment insurance, training programs, aging programs, arts and
humanities

Natural and Physical Resources

Coleman Bazelon
Gary Brown

Kim Cawley

Lisa Cash Driskill
Mark Grabowicz
Kathleen Gramp
Mark Hadley
Victoria Heid

David Hull

Craig Jagger
James Langley
Mary Maginniss
Susanne Mehlman
Marjorie Miller
James O'Keeffe
Deborah Reis
John Righter

Spectrum auction receipts
Water resources, other natural resources, regional development
Energy, pollution control and abatement, Universal Service Fund
Highways
Justice, Postal Service
Energy, science and space, spectrum auction receipts
Commerce, credit unions, Small Business Administration
Conservation and land management, Outer Continental Shelf receipts, air
transportation
Agriculture
Agriculture
Agriculture
Deposit insurance, legislative branch
Justice, Federal Housing Administration and other housing credit
Highways, AMTRAK, mass transit
Surface transportation
Recreation, water transportation, community development
General government, Indian affairs, Federal Emergency Management Agency
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Other

Janet Airis
Edward Blau
Jodi Capps
Betty Embrey
Kenneth Farris
Mary Froehlich
Vernon Hammett
Jeffrey Holland
Catherine Little
Taman Morris
Robert Sempsey
Jennifer Winkler

Appropriation bills
Appropriation bills
Appropriation bills
Appropriation bills

Computer support
Computer support

Computer support

Net interest on the public debt
Appropriation bills

Other interest

Appropriation bills

National income and product accounts



