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12. ECONOMIC ASSUMPTIONS

By the end of 2006 the U.S. economy had entered
its sixth year of expansion, with a moderate pace of
economic growth, sustained increases in payroll jobs,
relatively low levels of unemployment and underlying
inflation, and good prospects for steady, sustained
growth ahead.! The ongoing solid economic perform-
ance of recent years demonstrates the resilience of the
U.S. economy and the beneficial effects of successful
pro-growth policies, including tax relief, Federal Re-
serve monetary policy actions, and ongoing efforts to
promote investment in innovative technologies and to
liberalize international trade.

The performance of the past five years reveals the
robust nature of the U.S. economic expansion and the
ability of the economy to overcome a series of shocks,
including: sharp declines in the stock market and in
investment in business equipment that led to the eco-
nomic slowdown and recession of 2000-2001; the ter-
rorist attacks of September 11, 2001; the onset of the
Global War on Terror; high and increasing prices for
crude oil and energy in recent years; and the substan-
tial damage and disruptions from the 2005 hurricane
season. Further, during 2006, the U.S. economy began
to experience adverse effects from a housing market
slowdown. Despite these unfavorable events, the U.S.
economy has continued to expand, with solid produc-
tivity and income growth, low unemployment, and the
generation of more than 7.2 million payroll jobs since
August 2003 (including revisions).

As 2007 begins, the Administration and other public
and private forecasters expect the expansion to continue
throughout the budget window, with sustained non-in-
flationary real growth providing a solid foundation for
the Federal budget outlook.

Recent Economic Performance

At the time of the preparation of the Budget, real
gross domestic product (GDP) in the U.S. economy has
been increasing for 20 consecutive quarters, averaging
3.0 percent growth at an annual rate during the expan-
sion. Over the four quarters of 2006, real GDP growth
was on track to register about a 3.1 percent growth
rate, following the same pace during 2005 and a 3.4
percent rate during 2004.

Increases in employment and ongoing strong gains
in the efficiency of the U.S. workforce—that is, high
growth in labor productivity—have combined to gen-
erate the sustained growth in real output in recent
years.

e In labor markets, nonfarm payroll employment
has increased by more than 7.2 million jobs since
the post-recession low in August 2003, with about

1Economic performance is discussed in terms of calendar years. Budget figures are in
terms of fiscal years.

2.0 million of those job gains occurring during
2006.

¢ Reflecting the improved labor situation, the unem-
ployment rate was down to 4.5 percent in Decem-
ber 2006 from its post-recession high of 6.3 per-
cent in June 2003—and recently has been at its
lowest level in five years, and at levels below the
averages of each of the past five decades.

e Labor productivity gains—the increase in output
per hour of labor—have been remarkably strong
during the expansion, providing a substantial
boost to growth in real GDP. Output per hour
in the nonfarm business sector has increased at
a 3.0 percent average annual rate over the past
five years, although at a slower 2.5 percent pace
since the spring of 2003, reflecting the return to
stronger employment growth.

e The productivity gains during the expansion rein-
force the stronger trend productivity performance
of the past decade. Since 1995, labor productivity
in the nonfarm business sector has increased at
about a 2.8 percent annual rate, double the 1.4
percent annual rate of gain in the period from
1973 to 1995.

Stronger growth in labor productivity is a funda-
mental building block for the longer-term performance
of the economy and represents the essential basis for
rising wages and increasing standards of living for
American workers and families.

o Reflecting labor gains from stronger productivity
growth, during 2006 real hourly earnings of pro-
duction workers rose by 1.7 percent, the strongest
annual gain in five years.

e Through November, real disposable personal in-
come had increased by 3.0 percent at an annual
rate during 2006, and the real per capita increase
was at a 2.0 percent rate. By way of comparison,
during the current expansion real disposable per-
sonal income per capita is up 9.7 percent, com-
pared with the 6.7 percent increase during the
equivalent period of the prior expansion of the
1990s.

Other economic indicators also provide evidence for
the sustained growth performance of the U.S. economy
in recent years and during 2006:

¢ Through the third quarter of 2006, real consumer
spending had increased at a 3.4 percent annual
rate, following increases at a 2.9 percent rate dur-
ing 2005 and at a 4.0 percent rate during 2004.
In the fourth quarter, consumption spending
growth continued, providing a strong base for final
demand in the economy at the end of the year.
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e Real fixed business investment in structures
showed strong gains in 2006, rising at a 15 per-
cent annual rate through the third quarter of the
year, on track to being the strongest annual in-
crease in more than two decades.

¢ Real business investment in durable equipment
and software increased by 7.1 percent at an an-
nual rate through the third quarter of 2006, fol-
lowing the increases of 7.0 percent during 2005
and 8.3 percent during 2004.

* Real net exports improved during the year as real
exports grew by 9.0 percent at an annual rate
through the third quarter of 2006—on track to
being the strongest performance in 10 years.

Although the underlying trend performance of the
U.S. economy has been good and the gains have trans-
lated into solid growth of output, incomes, wages, and
accumulating wealth, the economy continues to face im-
portant challenges—some new, some ongoing including:

e The housing market and residential investment ac-
tivity generally slowed sharply during 2006, sub-
tracting significantly from real GDP growth as the
year went on. Housing starts peaked at an annual
rate of more than 2.2 million units early in the
year, but fell back to about a 1.5 million to 1.6
million annual pace near the end of the year—
the lowest in about 5 years. During 2006, real
residential investment spending was on track to
subtract about 0.7 percentage point from overall
real GDP growth.

e Manufacturing activity showed signs of slowing at
the end of the summer and into the fall. Industrial
production of consumer durables slipped in Sep-
tember and October, reflecting declines in produc-
tion of motor vehicles, energy products, and resi-
dential appliances, furniture, and carpeting. Sur-
vey measures of manufacturing activity also
showed slowing activity. Even so, manufacturing
industrial production rose in December and was
3.3 percent higher than in December 2005.

e Energy prices—notably crude oil, natural gas, and
gasoline prices—increased sharply over the past
five years and continued at relatively high levels
during much of 2006. For example, the benchmark
price for West Texas Intermediate crude oil in-
creased from under $20 a barrel in December 2001
to about $74 a barrel in July 2006. Over the same
period, the national average retail gasoline price
rose from $1.09 a gallon to $2.98 a gallon. Some
relief occurred during the second half of 2006 as
the price of crude oil fell back to below $61 a
barrel by the end of the year, and the retail gaso-
line price fell to $2.34 a gallon.

o The lingering effects from hurricane damage pre-
sented challenges during 2006 as the economy
worked through and rebounded from the adverse
effects of the severe 2005 hurricane season. Some
of the persisting high energy prices in the first
half of the year described above can be attributed

to effects from hurricane damage to key oil, nat-
ural gas, and refining facilities.

e Inflation initially increased as the rise in energy
and gasoline prices contributed to higher inflation
rates during 2005 and through the middle of
2006—but price increases began to moderate by
the end of 2006. The consumer price index (CPI)
rose 2.5 percent during 2006 (December to Decem-
ber), down from a 3.4 percent rate during 2005.

e Core inflation rose during the first half of 2006
and then began to subside. Abstracting from vola-
tile food and energy items shows that “core” CPI
inflation was 2.6 percent during 2006, up from
2.2 percent during 2005. The price index for per-
sonal consumption expenditures excluding food
and energy items from the National Income and
Product Accounts (NIPAs)—which uses a method
of calculation that eliminates one source of up-
ward bias that exists in the CPI measures—was
up at a 2.3 percent annual rate through Novem-
ber, compared to the 2.1 percent rate during 2005.

e Imbalances in international accounts persisted
during 2006 with the trade deficit at about 6 per-
cent of GDP and the current account deficit at
nearly 7 percent of GDP. Even so, the inter-
national imbalances actually stabilized over the
past year with little effect on real GDP growth—
after having risen steadily over the past decade
and subtracting 0.6 percentage point per year on
average from GDP growth over that time.

The economy continued to grow in the face of these
challenges, although growth has slowed somewhat over
the past year. Despite the volatility in the overall rate
of inflation, underlying inflation remains relatively sub-
dued and was lower during the last six months than
earlier in 2006. Meanwhile, expectations of future infla-
tion do not appear to be adversely affecting business
or household decisions. In general, despite adverse
events and slowing performance in specific sectors, eco-
nomic performance as a whole during 2006 confirms
that the U.S. economy is on track for continued expan-
sion with non-inflationary real growth.

Policy Background

The fiscal and monetary policies of the past five years
have successfully contributed to the current good eco-
nomic performance. The general fiscal policy outlook—
as presented in the President’s Budget—reflects the
outlook for sustained expansion in the U.S. economy
for the foreseeable future. Looking back, timely tax re-
lief and reductions in interest rates promoted the econo-
my’s recovery from recession and helped the Nation
overcome the adverse effects from the variety of shocks
it faced. Those policies continue to provide a solid foun-
dation for current and future economic performance.

Fiscal Policy: Beginning in 2001, the Administration
proposed, and the Congress enacted, significant tax re-
lief designed to overcome the shocks and recession—
promoting recovery in the growth of output, income,
and jobs—and to provide a strong basis for continued
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economic expansion in the long term. Key tax relief
legislation included:

e The Economic Growth and Tax Relief and Rec-
onciliation Act of 2001 lowered marginal income
tax rates; reduced the marriage tax penalty; and
created a new, lower 10 percent tax bracket,
among other changes.

e The Job Creation and Worker Assistance Act of
2002 permitted immediate depreciation of 30 per-
cent of the value of qualified new capital assets
put in place for three years. The Act also extended
unemployment insurance benefits to workers who
had exhausted their normal benefits.

o The Jobs and Growth Tax Relief Reconciliation
Act of 2003 lowered income tax rates, reduced the
marriage penalty, raised the child tax credit, and
raised the exemption amount for the individual
Alternative Minimum Tax. The Act also reduced
tax rates on dividend income and capital gains
and expanded bonus depreciation and small busi-
ness expensing of equipment purchases.

Additional legislation of recent years has extended
tax relief, helping to ensure that key provisions would
continue and not expire.

Monetary Policy and Interest Rates: As 2007 be-
gins, the Federal Reserve continues to orient monetary
policy toward promoting sustained non-inflationary real
growth in the U.S. economy. As the expansion strength-
ened, the Federal Reserve raised the Federal funds rate
in a steady series of increases from 1 percent to 5.25
percent. The Federal funds rate remained at 5.25 per-
cent over the second half of 2006. In a recent policy
statement, the Federal Open Market Committee stated
that “the economy seems likely to expand at a moderate
pace on balance over coming quarters... Nonetheless...
some inflation risks remain.” The Administration’s fore-
cast for the 3-month Treasury bill rate, presented
below, was derived to be consistent with market expec-
tations for the interest rate outlook at the time the
forecast was completed.

During 2006, longer-term interest rates, notably the
yield on 10-year Treasury notes, remained low by his-
torical standards. The 10-year rate traded as low as
4.3 percent in January and as high as 5.25 percent
in June, but it ended the year at 4.7 percent. With
the Federal funds rate exceeding 5 percent for most
of the year, the low 10-year Treasury yields during
the year produced a somewhat inverted structure of
interest rates across short- to long-term maturities.

Trade and Regulatory Policies and Competitive-
ness Initiatives: Beyond these budget and monetary
policies, the Administration continues to work to ad-
vance a comprehensive set of policies to promote the
short- and long-term performance of the U.S. economy,
including trade and regulatory policies and initiatives
aimed at boosting competitiveness in domestic and
international markets. Expanding opportunities in
international trade and investment is one of the Admin-
istration’s top priorities. Efforts continue to negotiate

and implement bilateral, regional, and multilateral
agreements to promote international trade and invest-
ment with countries around the world. These policies
create and expand markets for U.S. exports and
strengthen the U.S. economy while also creating new
economic opportunities for our trading partners—in-
cluding helping to alleviate poverty in the developing
world and promote democratic reform. The Administra-
tion’s American Competitiveness Initiative is targeted
at advancing U.S. competitiveness through promoting
technological innovation, opening new markets, increas-
ing research in the physical sciences and engineering,
and protecting intellectual property. Efforts also con-
tinue to streamline and simplify Federal regulations
that can hinder economic growth and job creation.

Economic Projections

The Administration’s economic projections, based on
information available as of mid-November 2006, are
summarized in Table 12-1. These assumptions are close
to those of the Congressional Budget Office and the
consensus of private-sector forecasters, as described in
more detail below and shown in Table 12-2. In brief,
the assumptions call for a continuation of the recent
trends of sustained growth, solid jobs growth, low infla-
tion, and relatively low interest rates.

Real GDP, Potential GDP, and Unemployment
Rate: Real GDP, which is estimated to have increased
3.1 percent in 2006 on a fourth quarter-over-fourth
quarter basis, is projected to increase 2.9 percent this
year. During the next few years, both actual and poten-
tial growth are projected to moderate slightly from 3.1
percent for 2008 to 2.9 percent by 2012. As a result,
the unemployment rate, which dipped as low as 4.4
percent late in 2006, is projected to edge up to its
sustainable rate of 4.8 percent and remain at that level.
That rate is the center of the range that is thought
to be consistent with stable inflation. The main sources
of growth in demand in coming years are likely to be
business capital spending, net exports, and to a lesser
extent, consumer spending. The contributions to overall
growth from residential investment and the government
sector are expected to be small at most.

For the private business sector of the economy, poten-
tial growth is approximately equal to the sum of the
trend rates of growth of the labor force and of produc-
tivity. Potential growth of total GDP (including govern-
ment sectors) is projected to be about 3.1 percent over
the next two years, trending down to 2.9 percent by
2012, primarily because of an assumed slowing in labor
force growth. The labor force is projected to grow about
1.0 percent per year through 2008 on average, slowing
to about 0.7 percent yearly on average during
2009-2012 as increasing numbers of baby boomers
enter retirement.
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Table 12-1. ECONOMIC ASSUMPTIONS
(Calendar years; dollar amounts in billions)
Actual Projections
2005 2006 2007 2008 2009 2010 2011 2012
Gross Domestic Product (GDP):
Levels, dollar amounts in billions:
Current dollars 12,456 13,248 13,946 14,711 15,507 16,316 17,148 18,003
Real, chained (2000) dollars ........... 11,049 11,412 11,721 12,077 12,451 12,827 13,211 13,599
Chained price index (2000=100), annual average ........ 112.7 116.1 119.0 121.8 124.6 127.2 129.8 132.4
Percent change, fourth quarter over fourth quarter:
Current dollars 6.4 5.9 55 55 5.3 5.2 5.0 5.0
Real, chained (2000) dollars ... 3.1 3.1 29 3.1 3.1 3.0 3.0 2.9
Chained price index (2000=100) 3.1 2.7 25 2.3 2.2 2.1 2.0 2.0
Percent change, year over year:
Current dollars 6.3 6.4 5.3 55 5.4 5.2 5.1 5.0
Real, chained (2000) dollars ... 3.2 3.3 2.7 3.0 3.1 3.0 3.0 2.9
Chained price index (2000=100) 3.0 3.0 25 24 2.2 2.1 2.0 2.0
Incomes, billions of current dollars:
Corporate profits before tax 1,519 1,779 1,785 1,815 1,839 1,846 1,860 1,879
Wages and salaries ............. 5,665 6,115 6,478 6,862 7,248 7,628 8,035 8,454
Other taxable income 2 2,563 2,754 2,949 3,112 3,261 3,404 3,579 3,756
Consumer Price Index: 3
Level (1982—84=100), annual average ...........cccceuueue 195.3 201.7 206.0 211.4 216.8 222.0 227.2 2325
Percent change, fourth quarter over fourth quarter 37 2.3 2.6 2.6 25 2.4 2.3 2.3
Percent change, year over year .........covncionienes 34 3.3 2.1 2.6 25 2.4 2.3 2.3
Unemployment rate, civilian, percent:
Fourth quarter 1eVel ... 5.0 45 4.7 48 4.8 4.8 4.8 4.8
ANNUAL QVEIAGE ..o 5.1 4.6 4.6 4.8 4.8 4.8 4.8 4.8
Federal pay raises, January, percent:
Military 4 35 3.1 2.7 3.0 NA NA NA NA
Civilian 5 35 3.1 2.2 3.0 NA NA NA NA
Interest rates, percent:
91-day Treasury bills & 3.1 47 47 4.6 4.4 42 441 41
10-year Treasury notes 43 48 5.0 5.1 5.2 5.3 5.3 5.3

NA =Not Available.
1Based on information available as of mid-November 2006.

2Dividends, rent, interest and proprietors’ income components of personal income.

3 Seasonally adjusted CPI for all urban consumers.

4Percentages apply to basic pay only; percentages to be proposed for years after 2008 have not yet been determined.
5Qverall average increase, including locality pay adjustments. Percentages to be proposed for years after 2008 have not yet been determined.

6 Average rate, secondary market (bank discount basis).

Trend productivity growth in the nonfarm business
sector2 is assumed to be 2.6 percent per year. The
2.6 percent trend pace is noticeably below the average
since the business cycle peak in the first quarter of
2001 (3.1 percent per year). It is, however, close to
the pace from 1995 through 2000 (2.5 percent) and
not far from the 60-year average since the official pro-
ductivity series began in 1947 (2.3 percent).

Inflation: Inflation moderated in 2006, in large part
because of declining energy prices. With the recent eas-
ing of these prices, inflation is likely to be lower in
2007. On a year-over-year basis, the CPI is projected
to increase 2.1 percent this year but to rebound to
2.6 percent in 2008, with the increase moderating to
2.3 percent a year through 2012. This inflation rate
is lower than the average during each decade of the
1970s, 1980s, and 1990s. The GDP price index is pro-

2The nonfarm business sector accounts for about three-fourths of the value of GDP,
with households, institutions, and government accounting for the remainder. The nonfarm
business sector serves as the standard sector of reference for productivity because of its
reliable measurement.

jected to increase 2.5 percent in 2007, moderating to
2.0 by 2011 and 2012, slightly less than CPI inflation,
which is the usual pattern.

The forecast of low inflation reflects the current very
low core inflation rate, falling energy prices, modest
inflation expectations, the downward pressure on infla-
tion due to both domestic and global competition, and
the Federal Reserve’s monetary policy.

Interest Rates: Short-term interest rates are pro-
jected to decline somewhat and long-term rates to rise
slightly, achieving a more normal yield curve spread.
The 3-month Treasury bill rate, which was 4.9 percent
at the end of December, is expected to decrease to 4.1
percent by 2011. The yield on the 10-year Treasury
note, 4.7 percent at the end of last year, is projected
to increase to 5.3 percent by 2010.

The forecast rates are historically low: the projected
averages for 3-month and 10-year Treasuries during
2007-2012 are lower than the averages for these instru-
ments during each decade of the 1970s, 1980s, and
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1990s. The relatively low projected yields are due large-
ly to the relatively low projected inflation rate. Adjusted
for inflation, the projected real interest rates are close
to their historical averages.

Income Shares: The share of labor compensation
in GDP is projected to rise from its low level in 2006,
while the share of corporate profits is projected to de-
cline from the unusually high levels of 2006 and those
anticipated for 2007. In recent years, growth of hourly
compensation adjusted for inflation has lagged the
growth of productivity. During the projection period,
however, real hourly labor compensation is expected
to catch up, which would raise the labor share in GDP
back to about its historical average.

Among the components of labor compensation, the
wage share in GDP is expected to rise from its recent
low level while the share of supplements to wages and
salaries is expected to remain at around the high level
reached in 2006.

Corporate profits before tax jumped sharply as a
share of GDP in 2005 and 2006 in part due to the
end of the accelerated depreciation permitted by the
2002 and 2003 tax acts. Accelerated depreciation low-
ered profits before tax compared with what they other-
wise would have been in 2003 and 2004 by allowing
firms to write off more of their investment sooner. Since
2004, however, corporate profits before tax have been
higher than normal both because new investment has
not qualified for the temporary acceleration and be-
cause the remaining depreciation permitted on 2003
and 2004 investment that used this provision has been
thereby reduced.

Among the other income components, the share of
personal interest income in GDP is projected to decline,
reflecting the low nominal interest rates of recent years.
Personal dividend income’s share, too, is projected to
decline, reflecting the declining profit share. A slight
rise is projected for proprietors’ income, while the re-
maining share of the tax base, rental income, is pro-
jected to remain relatively stable at around its 2006
level.

Comparison with CBO and Private-Sector
Forecasts

In addition to the Administration, the Congressional
Budget Office (CBO) and many private-sector fore-
casters also make economic projections. CBO develops
its projections to aid Congress in formulating budget
policy. In the executive branch, this function is per-
formed jointly by the Treasury Department, the Council
of Economic Advisers, and the Office of Management
and Budget. Private-sector forecasts are often used by
businesses for current decision-making and in long-term
planning, and the “consensus” or average serves as a
useful benchmark for comparison. Table 12—2 compares
the 2008 Budget assumptions with projections as of
January 2007 by CBO and by the Blue Chip Consensus,
an average of about 50 private-sector forecasts.

The three sets of economic assumptions are based
on different underlying assumptions concerning eco-

nomic policies. The Administration forecast generally
assumes that the President’s Budget proposals will be
enacted. In contrast, the CBO baseline projection as-
sumes that current law as of the time the estimates
are made remains unchanged. The 50 or so private
forecasters in the Blue Chip Consensus make differing
policy assumptions. Despite their differing policy as-
sumptions, the three sets of economic projections,
shown in Table 12-2, are very close. The similarity
of the Budget economic projection to both the CBO
baseline projection and the Consensus forecast under-
scores the conservative nature of the Administration
forecast.

For real GDP, the Administration, CBO, and the Blue
Chip Consensus anticipate moderate growth this year.
The Administration projects 2.7 percent growth on a
year-over-year basis, slightly higher than either the
Consensus or CBO’s forecast, which are 2.4 percent
and 2.3 percent, respectively. For calendar year 2008,
the Administration, CBO, and the Consensus all fore-
cast 3.0 percent real growth. The three forecasts are
in agreement in both 2009 (3.1 percent) and 2010 (3.0
percent). In 2011 and 2012, the Administration’s projec-
tion is about the same as the Consensus growth rate
but CBO’s is slightly lower. Over the six-year span
as a whole, the Administration, CBO and the Con-
sensus all project average annual growth rates in a
narrow range of 2.8 to 3.0 percent.

All three forecasts anticipate continued low inflation
in the range of 1.8 to 2.5 percent as measured by the
GDP price index; and, after 2007, between 2.2 and 2.6
percent as measured by the CPI, with CBO lower than
the Administration and the Consensus, which are close
to each other. The three unemployment rate projections
are also similar with projected rates in the narrow
range of 4.8 percent to 5.0 percent after 2007. All three
project slightly falling short-term interest rates and a
slight rise in long-term rates during the next few years,
with the Administration’s short-term rates slightly
below the Blue Chip’s and CBO’s, and the long-term
rate forecasts nearly identical.

Changes in Economic Assumptions

The economic assumptions underlying this Budget for
2008 are similar to those of the 2007 Budget, as shown
in Table 12-3.

Real GDP growth is now expected to be 2.7 percent
in 2007, 3.0 percent in 2008, and 3.1 percent in 2009
on a year-over-year basis, moderating gradually to 2.9
percent by 2012. In comparison, last year’s Budget pro-
jections showed 3.3 percent real growth for both 2007
and 2008, moderating to 3.0 percent by 2012. Despite
the lower real growth forecast this year, the level of
nominal GDP is now projected to be higher than in
the 2007 Budget projection because of a faster-than-
expected rise in the GDP price index last year and
slightly higher projected GDP inflation in the next few
years.

The unemployment rate projection has been adjusted
slightly, reflecting a new assessment of the “natural
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Table 12-2. COMPARISON OF ECONOMIC ASSUMPTIONS
(Calendar years)
Projections Average,
2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 200712
GDP (billions of current dollars):
2008 Budget 14,711 15,507 16,316 17,148 18,003
CBO January 14,472 | 15,196 | 15923 | 16,647 | 17,395
Blue Chip CONSENSUS JANUAIY .......cvuieriiieriieiseieriire ittt 13,843 14,561 15,323 16,116 16,937 17,805
Real GDP (chain-weighted): 1
2008 BUAGEL ... s 27 3.0 3.1 3.0 3.0 2.9 3.0
CBO January ......cccovevvernevnnes 2.3 3.0 3.1 3.0 2.7 2.7 2.8
Blue Chip Consensus January 24 3.0 3.1 3.0 2.9 3.0 2.9
Chain-weighted GDP Price Index:?
2008 BUAGEL .oovvverercricisereeiecnie sttt 25 24 22 2.1 2.0 2.0 22
CBO January ......coeeeveveeneenns 1.9 1.8 1.8 1.8 1.8 1.8 1.8
Blue Chip CONSENSUS JANUAIY .....ouvuuieririireieiseie ettt st 2.1 2.1 2.1 2.1 2.1 2.1 2.1
Consumer Price Index (all-urban): 1
2008 Budget ... 2.1 2.6 25 2.4 2.3 2.3 2.4
CBO January ........cccomeeerveeenenns 1.9 2.3 22 22 22 22 22
Blue Chip CONSENSUS JANUATY ........vvmieeiiiiiiiii s ssssssssssssssses 2.0 2.3 2.3 2.3 2.3 24 2.3
Unemployment rate: 2
2008 BUAGEL ...ttt bbb bbb bbb 46 48 4.8 4.8 48 48 48
CBO January ......ccccoveeverrevnnees 47 49 5.0 5.0 5.0 5.0 49
Blue Chip Consensus January 48 49 4.9 49 49 49 4.9
Interest rates: 2
91-day Treasury bills:
2008 BUAGEL ...oucveviriiiciriiei it 47 4.6 44 42 41 41 4.4
CBO January ......ccccoceveennn. 48 45 44 4.4 4.4 4.4 45
Blue Chip CONSENSUS JANUAIY .......ccoveuieiicriiieiireieiiriisie s 49 48 47 45 45 4.6 4.7
10-year Treasury notes:
2008 BUAGEL ...vvevercersriserseesessesssseesssss sttt 5.0 5.1 5.2 5.3 5.3 5.3 5.2
CBO January .......cccccnevenee 48 5.0 5.1 5.2 5.2 5.2 5.1
Blue Chip CONSENSUS JANUAIY .......couieuerieriisiseieiseiseesste st ssss st 48 5.0 5.2 5.2 5.2 5.3 5.1

Sources: Congressional Budget Office; Blue Chip Economic Indicators, Aspen Publishers, Inc.
January 2007 Blue Chip Consensus forecast for 2007 and 2008; Blue Chip October 2006 long-run extension for 2009—2012.

1 Year-over-year percent change.
2 Annual averages, percent.

rate” consistent with stable inflation. While the 2007
Budget had the rate level at 5.0 percent in future years,
the rate is now projected to stabilize at 4.8 percent
in the outyears. The 3-month Treasury bill rate is ex-
pected to trend downward, ultimately to the same level,
4.3 percent, as before. The 10-year Treasury note rate
is now projected to rise to 5.3 percent by 2010, lower
than the previous assumption that it would reach 5.6
percent.

Structural and Cyclical Balances

Historically, a budget measure called the structural
balance has provided an alternative perspective on the
stance of fiscal policy as compared to the unadjusted
budget balance which includes a component related to
the cyclical performance of the economy. For example,
when the economy operates below potential, the unem-
ployment rate exceeds the long-run sustainable average
consistent with price stability. As a result, receipts are
lower and outlays for unemployment-sensitive programs
(such as unemployment compensation and food stamps)
are higher; the deficit is larger (or the surplus smaller)
than if the unemployment rate were at its sustainable
long-run average. The portion of the deficit (or surplus)

that can be traced to this factor can be called the cycli-
cal component. The portion of the deficit that remains
when the unemployment rate is at its long-run value
is then called the structural deficit (or structural sur-
plus). In the typical post-World War II business cycle,
the structural balance has provided a gauge of the sur-
plus or deficit that would persist if the economy were
operating at the sustainable level of unemployment.
Conventional estimates of the structural balance are
based on the historical relationship between changes
in the unemployment rate and real GDP growth on
the one hand, and receipts and outlays on the other.
For various reasons, these estimated relationships do
not take into account all of the cyclical changes in the
economy. One example of a cyclical phenomenon not
captured in these estimates was the sharply rising
stock market during the second half of the 1990s. It
boosted capital gains-related receipts and pulled down
the deficit. The subsequent fall in the stock market
reduced receipts and added to the deficit. Some of this
rise and fall was cyclical in nature. It is not possible,
however, to estimate the cyclical component of the stock
market accurately, and for that reason, all of the stock
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Table 12-3. COMPARISON OF ECONOMIC ASSUMPTIONS IN THE 2007 AND 2008 BUDGETS

(Calendar years; dollar amounts in billions)

2006 2007 2008 2009 2010 2011 2012

Nominal GDP:

2007 Budget assUMPHONS T ... sesseesssssesssenens 13,192 13,931 14,693 15,473 16,288 17,154 18,059

2008 Budget aSSUMPHONS .......ccveuuivmmremeeieriresieesessessesssse st sssesssssnns 13,248 13,946 14,711 15,507 16,316 17,148 18,003
Real GDP (2000 dollars):

2007 Budget assumptions ! 11,433 11,813 12,198 12,580 12,970 13,373 13,779

2008 Budget assumptions ... 11,412 11,721 12,077 12,451 12,827 13,211 13,599
Real GDP (percent change): 2

2007 Budget asSUMPLONS ........ccviuiemiiiiiniie st 34 33 3.3 3.1 3.1 3.1 3.0

2008 Budget aSSUMPLIONS .......ccerierirreererereeere s 3.3 2.7 3.0 3.1 3.0 3.0 2.9
GDP price index (percent change): 2

2007 Budget assumptions 24 22 2.1 2.1 2.1 2.1 2.2

2008 Budget assumptions 3.0 25 2.4 2.2 21 2.0 2.0
Consumer Price Index (percent change): 2

2007 Budget assumptions 3.0 24 24 24 24 25 25

2008 Budget assumptions 33 2.1 2.6 25 24 2.3 2.3
Civilian unemployment rate (percent): 3

2007 Budget assumptions 5.0 5.0 5.0 5.0 5.0 5.0 5.0

2008 Budget assumptions 4.6 4.6 4.8 48 48 48 4.8
91-day Treasury bill rate (percent): 3

2007 Budget aSSUMPLIONS ..o 42 42 43 43 43 4.3 43

2008 Budget assumplions .........c.cccuirniniininis s 4.8 4.9 4.7 4.6 4.4 4.3 4.3
10-year Treasury note rate (percent): 3

2007 Budget assumptions 5.0 5.4 55 5.6 5.6 5.6 5.6

2008 Budget assumptions ... 48 5.0 5.1 5.2 53 5.3 5.3

1 Adjusted for July 2006 NIPA revisions.
2Year-over-year.
3 Calendar year average.

market’s contribution to receipts is counted in the struc-
tural balance.

Other factors unique to the current economic cycle
provide additional examples of less-than-complete cycli-
cal adjustment. The fall-off in labor force participation,
from 67.1 percent of the U.S. population in 1997-2000
to 66.1 percent in 2004-2006, appears to be at least
partly cyclical in nature. Since the official unemploy-
ment rate does not include workers who have left the
labor force, the conventional measures of potential
GDP, incomes, and Government receipts understate the
extent to which potential work hours have been under-
utilized in the current expansion to date because of
the decline in labor force participation.

A third example is the fall-off in the wage and salary
share of GDP, from 49.2 percent in 2000 to 45.3 percent
in the second quarter of 2006. Again, this change is
widely suspected to be partly cyclical. Since Federal
tax collections depend heavily on wage and salary in-
come, the larger-than-predicted decline in the wage
share of GDP suggests that the true cyclical component
of the deficit is understated for this reason as well.

There are also lags in the collection of tax revenue
that can delay the impact of cyclical effects beyond
the year in which they occur. The result is that even
after the unemployment rate has fallen, receipts may
remain cyclically depressed for some time until these
lagged effects have dissipated.

Table 12-4. ADJUSTED STRUCTURAL BALANCE

(Fiscal years; in billions of dollars)

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Unadjusted surplus or defiCit (=) .......ocrmerreerermerrenceennns 1282 | -157.8 | -377.6 | —412.7 | -3183 | 2482 | 2442 | -2394 | -1872 | -944 | -538 61.0
Cyclical component ... 927 | -287| -708| -33.4 -5.5 15.1 8.6 -4.8 -3.1 -0.4 0.0 0.0
Structural surplus or defiCit (=) .....coecreerrerrircrrereies 355 | -129.0 | -306.8 | -379.3 | 3129 | 2633 | —252.8 | 2346 | -1841 | -939| -53.8 61.0
Deposit insurance OUtlays ........c..cooeereereereeneeneereeneeneenes 1.6 1.0 1.4 2.0 1.4 1.1 2.2 3.4 5.6 5.9 6.1 3.9
Adjusted structural surplus or deficit (=) ...c.coorerrerrrienn. 371 -128.0 | -305.3 | -377.4 | -311.5| 2622 | -250.6 | -231.2 | -1785 | -88.0 | -47.7 65.0

NOTE: The NAIRU is assumed to be 4.8% in 2006 and subsequent years, 4.9% in earlier years.
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For all these reasons, the current estimates of the
cyclical deficit are probably understated. The current
unemployment gap is believed to be near zero, and
the Administration forecasts that it will remain so, but
in the broader sense discussed above, the cyclical gap
in receipts is likely to still be large and only slowly
shrinking.

During fiscal year 2001 the unemployment rate ap-
pears to have been lower than could be sustained in
the long run. Therefore, as shown in Table 124, in
that year the structural surplus was smaller than the
actual surplus, which was enlarged by the boost to re-
ceipts and the reduction in outlays associated with the
low level of unemployment. Similarly, in 2006 the un-
employment rate appeared to be slightly lower than
the “natural rate,” rendering the structural deficit for
that year slightly higher than the actual deficit, and
that effect persists into 2007.

Sensitivity of the Budget to Economic
Assumptions

Both receipts and outlays are affected by changes
in economic conditions. This sensitivity complicates
budget planning because errors in economic assump-
tions lead to errors in the budget projections. It is
therefore useful to examine the implications of possible
changes in economic assumptions. Many of the budg-
etary effects of such changes are fairly predictable, and
a set of rules of thumb embodying these relationships
can aid in estimating how changes in the economic
assumptions would alter outlays, receipts, and the sur-
plus or deficit. These rules of thumb should be under-
stood as suggesting orders of magnitude; they ignore
a long list of secondary effects that are not captured
in the estimates.

Economic variables that affect the budget do not usu-
ally change independently of one another. Output and
employment tend to move together in the short run:
a high rate of real GDP growth is generally associated
with a declining rate of unemployment, while slow or
negative growth is usually accompanied by rising unem-
ployment. In the long run, however, changes in the
average rate of growth of real GDP are mainly due
to changes in the rates of growth of productivity and
the labor force, and are not necessarily associated with
changes in the average rate of unemployment. Inflation
and interest rates are also closely interrelated: a higher
expected rate of inflation increases interest rates, while
lower expected inflation reduces interest rates.

Changes in real GDP growth or inflation have a much
greater cumulative effect on the budget over time if
they are sustained for several years than if they last
for only one year. Highlights of the budgetary effects
of the above rules of thumb are shown in Table 12-5.

For real growth and employment:

e As shown in the first block, if in 2007 for one
year only, real GDP growth is lower by one per-
centage point and the unemployment rate perma-
nently rises by one-half percentage point relative
to the Budget assumptions, the fiscal year 2007

deficit is estimated to increase by $16.1 billion;
receipts in 2007 would be lower by $13.4 billion,
and outlays would be higher by $2.7 billion, pri-
marily for unemployment-sensitive programs. In
fiscal year 2008, the estimated receipts shortfall
would grow further to $27.7 billion, and outlays
would increase by $8.0 billion relative to the base,
even though the growth rate in calendar year 2008
equaled the rate originally assumed. This is be-
cause the level of real (and nominal) GDP and
taxable incomes would be permanently lower, and
unemployment permanently higher. The budget
effects (including growing interest costs associated
with larger deficits) would continue to grow slight-
ly in each successive year. During 2007-2012, the
cumulative increase in the budget deficit is esti-
mated to be $243 billion.

The budgetary effects are much larger if the real
growth rate is permanently reduced by one per-
centage point and the unemployment rate is un-
changed, as shown in the second block. This sce-
nario might occur if trend productivity were per-
manently lowered. In this example, during
2007-2012, the cumulative increase in the budget
deficit is estimated to be $689 billion.

The third block shows the effect of a one percent-
age point higher rate of inflation and one percent-
age point higher interest rates during calendar
year 2007 only. In subsequent years, the price
level and nominal GDP would be one percent high-
er than in the base case, but interest rates and
future inflation rates are assumed to return to
their base levels. In 2007 and 2008, outlays would
be above the base by $10.8 billion and $18.3 bil-
lion, respectively, due in part to lagged cost-of-
living adjustments. Receipts would rise by $23.2
billion in 2007, but then would rise by $44.5 bil-
lion above the base in 2008 due to the sustained
effects of the elevated price level on the tax base,
and to the temporary effect of higher 2007 interest
rates on financial corporations’ profits and taxes,
resulting in a $26.1 billion improvement in the
2008 budget balance. In subsequent years, the
amounts added to receipts would continue to be
larger than the additions to outlays. During
2007-2012, cumulative budget deficits would be
$130 billion smaller than in the base case.

In the fourth block, the rate of inflation and the
level of interest rates are higher by one percentage
point in all years. As a result, the price level
and nominal GDP rise by a cumulatively growing
percentage above their base levels. In this case,
the effects on receipts and outlays mount steadily
in successive years, adding $344 billion to outlays
over 2007-2012 and $834 billion to receipts, for
a net decrease in the 2007-2012 deficits of $490
billion.

The outlay effects of a one percentage point in-
crease in interest rates alone are shown in the
fifth block. The receipts portion of this rule-of-
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thumb is due to the Federal Reserve’s deposit of
earnings on its securities portfolio and the effect
of interest rate changes on financial corporations’
profits (and taxes).

e The sixth block shows that a sustained one per-
centage point increase in the GDP price index and
in CPI inflation decreases cumulative deficits by

do not sum to the effects for simultaneous changes
in both in the fourth block. This occurs largely
because the gains in budget receipts due to higher
inflation result in higher debt service savings
when interest rates are assumed to be higher as
well (the combined case) than when interest rates
are assumed to be unchanged (the separate case).

a substantial $445 billion during 2007-2012. This
large effect is because the receipts from a higher
tax base exceed the combination of higher outlays
from mandatory cost-of-living adjustments and
lower receipts from CPI indexation of tax brackets.
Outlays for discretionary programs are assumed
to be unchanged in spite of the higher inflation
rate. The separate effects of higher inflation and
higher interest rates in the fifth and sixth blocks

The last entry in the table shows rules of thumb
for the added interest cost associated with changes in
the budget deficit.

The effects of changes in economic assumptions in
the opposite direction are approximately symmetric to
those shown in the table. The impact of a one percent-
age point lower rate of inflation or higher real growth
would have about the same magnitude as the effects
shown in the table, but with the opposite sign.

Table 12-5. SENSITIVITY OF THE BUDGET TO ECONOMIC ASSUMPTIONS

(Fiscal years; in billions of dollars)

Total of
Budget effect 2007 2008 2009 2010 2011 2012 Effects,
2007-2012
Real Growth and Employment
Budgetary effects of 1 percent lower real GDP growth:
(1) For calendar year 2007 only:
RECBIPES .eoveverererieier ettt -134 -27.7 312 -33.8 -35.6 -37.6 -179.3
OUHYS vvvvererrsreseericeieessses st 2.7 8.0 10.3 12.3 14.4 16.4 63.9
INCrease in defiCit (=) o.veeeeeeereeeeirereee s -16.1 -35.7 -41.5 -46.1 -49.9 -54.0 -243.3
(2) Sustained during 2007-2017, with no change in unemployment:
RECEIPES .vuvvvverirerieicri sttt -13.6 -43.6 -80.4 -123.2 -167.6 -216.2 -644.7
Outlays 0.2 1.3 38 7.6 13.0 18.8 44.8
INCrease N EfICt (=) .ot -13.8 -44.9 -84.2 -130.8 -180.6 -235.0 -689.4
Inflation and Interest Rates
Budgetary effects of 1 percentage point higher rate of:
(3) Inflation and interest rates during calendar year 2007 only:
RECEIDES .vvvrvverirerieereri ettt 23.2 445 38.4 34.4 36.1 38.2 214.8
OUHYS vvrveeevereseeieiesseei st 10.8 18.3 15.2 14.1 134 12.6 84.4
DeCcrease iN AEfICit (+) .ovverererrerrerrerrineinernieeeiesseeeese s ssssssessesens 12.4 26.1 23.2 20.4 22.7 25.6 130.4
(4) Inflation and interest rates, sustained during 2007-2017:
RECEIPES .vuvvvverirerieicri sttt 23.2 7.3 116.5 160.5 206.4 256.5 834.3
OUHYS vvvvererrsreseericeieessses st 11.2 32.9 52.1 68.6 83.3 96.1 3441
Decrease i defiCit (+) ..o 12.0 38.3 64.4 91.9 123.1 160.4 490.1
(5) Interest rates only, sustained during 2007-2017:
Receipts 9.7 28.5 38.7 41.9 45.0 47.4 2111
Outlays 7.7 215 31.0 36.6 39.7 415 178.0
INCrease in defiCit (=) .eveeeereerrieireeceee e 2.0 7.0 7.6 5.3 5.2 5.9 33.1
(6) Inflation only, sustained during 2007-2017:
Receipts 13.4 427 7.7 118.3 161.0 208.5 621.6
Outlays 35 11.7 21.9 33.6 46.4 59.0 176.2
Decrease i defiCit (+) ..oeveeeeirerereiecieineieieie et 9.9 31.0 55.8 84.7 114.6 149.5 445.4
Interest Cost of Higher Federal Borrowing
(7) Outlay effect of $100 billion increase in borrowing in 2007 ......c.c.ccovvrvverereernrernns 25 5.1 5.2 5.2 5.3 55 28.8

$50 million or less.
1The unemployment rate is assumed to be 0.5 percentage point higher per 1.0 percent shortfall in the level of real GDP.
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Introduction

The budget is an essential tool for allocating re-
sources within the Federal Government and between
the public and private sectors, but current outlays, re-
ceipts, and the deficit give at best a partial picture
of the Government’s financial condition. Indeed,
changes in the annual budget deficit or surplus can
be misleading. For example, the temporary shift from
annual deficits to surpluses in the late 1990s did noth-
ing to correct the long-term fiscal deficiencies in the
major entitlement programs, which are the major
source of the long-run shortfall in Federal finances.
This would have been more apparent at the time if
greater attention had been focused on long-term meas-
ures such as those presented in this chapter. As impor-
tant as the current budget surplus or deficit is, other
indicators are also needed to judge the Government’s
fiscal condition.

For the Federal Government, unfortunately, there is
no single number that corresponds to a business’s bot-
tom line. The Government is judged by how its actions
affect the country’s security and well-being, and that
cannot easily be summed up with a single statistic.
Also, even though its financial condition is important,
the Government is not expected to earn a profit. One
measure of the Government’s performance is the extent
to which it collects the taxes that are owed to it, and
another is whether it delivers value in spending the
taxes that it collects. Both of those questions are ad-
dressed below. In general, the Government’s financial
status is best evaluated using a broad range of data
and several complementary perspectives. This chapter
presents a framework for such analysis. Because there
are serious limitations on the available data and the
future is uncertain, this chapter’s findings should be
interpreted as tentative; its conclusions are subject to
future revision.

The chapter consists of four parts:

e Part I explains how the separate pieces of analysis
link together. Chart 13-1 is a schematic diagram
showing the linkages.

e Part II presents estimates of the Government’s
assets and liabilities, which are shown in Table
13-1. This table is similar to a business balance
sheet, but for that reason it cannot reveal some
of the Government’s unique financial features and
needs to be supplemented by the information in
Parts III and IV.

o Part III shows possible long-run paths for the Fed-
eral budget. These projections vary depending on
alternative economic and demographic assump-
tions. The projections are summarized in Table
13-2 and in a related set of charts. Table 13-3
shows present value estimates of the funding
shortfall in Social Security and Medicare. To-
gether, these data indicate the scope of the Gov-
ernment’s future responsibilities and the resources
it will have available to discharge them under
current law and policy. In particular, they show
the looming long-run fiscal challenge posed by the
Federal entitlement programs.

e Part IV returns the focus to the present. This
part presents information on national economic
and social conditions. It begins with an analysis
of tax compliance, including what can be done to
improve it, and what resources might be made
available with new efforts to assure compliance.
The private economy is the ultimate source of the
Government’s resources. Table 13-4 gives a sum-
mary of total national wealth, while highlighting
the Federal investments that have contributed to
that wealth. Table 13-5 shows trends in wealth
and Table 13-6 presents a small sample of statis-
tical indicators, which are intended to show how
the Government’s efforts to improve social and
economic outcomes might be measured.

PART I—A FRAMEWORK TO EVALUATE FEDERAL FINANCES

No single framework can encompass all of the factors
that affect the financial condition of the Federal Gov-
ernment, but the framework presented here is reason-
ably comprehensive and offers a useful way to examine
the financial implications of Federal policies. This
framework includes information about assets and liabil-
ities such as might appear on a balance sheet, but
it also includes long-run projections of the entire budget
showing where future fiscal strains are most likely to
appear. It includes an analysis of the Government’s
potential revenue and what can be done realistically
through better education and more rigorous enforce-

ment of the tax law to reach that potential. Measures
of national wealth, which support future income and
tax receipts, are presented along with an array of eco-
nomic and social indicators showing potential pressure
points that may require future policy responses.

The Government’s binding obligations—its liabil-
ities—consist in the first place of Treasury debt. Other
liabilities include the pensions and medical benefits
owed to retired Federal employees and veterans. These
employee obligations are a form of deferred compensa-
tion; they have counterparts in the business world, and
would appear as liabilities on a business balance sheet.

175
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Accrued obligations for Government insurance policies
and the estimated present value of failed loan guaran-
tees and deposit insurance claims are also analogous
to private liabilities. These Government liabilities are
discussed further in Part II along with the Govern-
ment’s assets. The liabilities and assets are collected
in Table 13-1. The liabilities shown in Table 13-1 are
only a subset of the Government’s overall financial re-
sponsibilities. Indeed, the full extent of the Govern-
ment’s fiscal exposure through programmatic commit-
ments dwarfs the outstanding total of all acknowledged
Federal liabilities. The commitments to Social Security
and Medicare alone amount to many times the value
of Federal debt held by the public.

In addition to Social Security and Medicare, the Gov-
ernment has a broad range of programs that dispense
cash and other benefits to individual recipients. A few
examples of such programs are Medicaid, food stamps,
veterans’ pensions, and veterans’ health care. The Gov-
ernment also provides a wide range of public services
that must be financed through the tax system. It is
true that specific programs may be modified or even
ended at any time by the Congress and the President,
and changes in the laws governing these programs are
a regular part of the legislative cycle. For this reason,
these programmatic commitments do not constitute “li-
abilities” that would appear on a balance sheet. Until
the law is changed, they are Federal responsibilities,
however, and will have a claim on budgetary resources
for the foreseeable future. All of the Government’s exist-
ing programs are reflected in the long-run budget pro-
jections in Part III. It would be misleading to leave
out any of these programmatic commitments in pro-
jecting future claims on the Government or in calcu-
lating the Government’s long-run fiscal balance.

The Federal Government has many assets. These in-
clude financial assets, such as loans and mortgages
which have been acquired through various credit pro-
grams. They also include the plant and equipment used
to produce Government services. The Government also
owns a substantial amount of land. Such assets would
normally be shown on a balance sheet. The Government
also has resources in addition to those that might be
expected to appear on a balance sheet. These additional
resources include most importantly the Government’s
sovereign power to tax.

Because of its unique responsibilities and resources,
the most revealing way to analyze the future strains
on the Government’s fiscal position is to make a long-
run projection of the entire Federal budget. Part III
of this chapter presents a set of such projections under
different assumptions about policy and future economic
and demographic conditions. Over long periods of time,
the spending of the Government must be financed by
the taxes and other receipts it collects. Although the
Government can borrow for temporary periods, it must
pay interest on any such borrowing, which adds to fu-
ture spending. In the long run, a solvent Government
must pay for its programmatic spending out of its re-
ceipts. The projections in Part III show that under an

extension of the estimates in this Budget, long-run bal-
ance in this sense is not achieved, mostly because pro-
jected spending for Social Security, Medicare, and Med-
icaid grows faster than the revenue available to pay
for them.

The long-run budget projections and the table of as-
sets and liabilities are silent on the questions of wheth-
er the Government is collecting the full amount of taxes
owed, whether the public is receiving value for its taxes
paid, and whether Federal resources are being used
effectively. Information on those points requires per-
formance measures for Government programs supple-
mented by appropriate information about conditions in
the economy and society. Recent changes in budgeting
practices have contributed to the goal of providing more
information about Government programs and will per-
mit a closer alignment of the cost of programs with
performance measures. These changes have been de-
scribed in detail in previous Budgets. They are re-
viewed in Chapter 2 of this volume, and in the accom-
panying material that describes results obtained with
the Program Assessment Rating Tool (PART). This
Stewardship chapter complements the detailed explo-
ration of Government performance with an assessment
of the overall impact of Federal policy as reflected in
general measures of economic and social well-being,
shown in Table 13-7.

Relationship with FASAB Objectives

The framework presented here meets the stewardship
objective for Federal financial reporting recommended
by the Federal Accounting Standards Advisory Board
(FASAB) and adopted for use by the Federal Govern-
ment in September 1993.1

Federal financial reporting should assist report users in
assessing the impact on the country of the government’s oper-
ations and investments for the period and how, as a result,
the government’s and the Nation’s financial conditions have
changed and may change in the future. Federal financial
reporting should provide information that helps the reader
to determine:

3a. Whether the government’s financial position improved
or deteriorated over the period.

3b. Whether future budgetary resources will likely be suffi-
cient to sustain public services and to meet obligations as
they come due.

3c. Whether government operations have contributed to the
nation’s current and future well-being.

The current presentation is an experimental approach
for fulfilling this objective at the Federal Government-
wide level. It is intended to meet the broad interests
of economists and others in evaluating trends over time,
including both past and future trends. The annual Fi-
nancial Report of the United States Government pre-
sents related information, but from a different perspec-
tive. The Financial Report includes a balance sheet.
The assets and liabilities on that balance sheet are
all based on transactions and other events that have
already occurred. A similar table can be found in Part
IT of this chapter, which is based on different data

1 Statement of Federal Financial Accounting Concepts, Number 1, Objectives of Federal
Financial Reporting, September 2, 1993. Other objectives are budgetary integrity, operating
performance, and systems and controls.



13. STEWARDSHIP

177

and methods of valuation. The Financial Report also
includes a statement of social insurance that reviews
a substantial body of information on the condition and
sustainability of the Government’s social insurance pro-
grams. The Report, however, does not extend that re-
view to the condition or sustainability of the Govern-
ment as a whole, which is a main focus of this chapter,
and it does not try to relate the Government’s assets
and liabilities to private wealth or broader economic
and social conditions.

Connecting the Dots:: The presentation that follows
is constructed around a series of tables and charts.
The schematic diagram, Chart 13-1, shows how the
different pieces fit together. The tables and charts
should be viewed as an ensemble, the main elements
of which are grouped in two broad categories—assets/
resources and liabilities/responsibilities.

e The left-hand side of Chart 13—1 shows the full

range of Federal resources, including assets the
Government owns, tax receipts it can expect to
collect based on current and proposed laws, the
tax gap, and national wealth, including the
trained skills of the national work force, that pro-
vide the base for Government revenues.

The right-hand side reveals the full range of Fed-
eral obligations and responsibilities, beginning
with the Government’s acknowledged liabilities
from past actions, such as the debt held by the
public, and including future budget outlays needed
to maintain present policies and trends. This col-
umn ends with a set of indicators highlighting
areas where Government activity affects society
or the economy.

Chart 13-1. The Financial Condition of the Federal
Government and the Nation

Assets/Resources

Federal Assets
Financial Assets
Monetary Assets
Mortgages and Other Loans
Other Financial Assets
Less Expected Loan Losses
Physical Assets
Fixed Reproducible Capital
Defense
Nondefense
Inventories
Non-reproducible Capital
Land
Mineral Rights

Federal Governmental
Assets and Liabilities
(Table 13-1)

Liabilities/Responsibilities

Federal Liabilities
Financial Liabilities

Debt Held by the Public

Guarantees and Insurance
Deposit Insurance
Pension Benefit Guarantees
Loan Guarantees
Other Insurance

Federal Retiree Pension
and Health Insurance Liabilities

Miscellaneous
Net Balance

Resources/Receipts
Projected Receipts

National Assets/Resources
The Federal Tax Gap
Federally Owned Physical Assets

State & Local Govt. Physical Assets
Federal Contribution

Privately Owned Physical Assets
Education Capital
R&D Capital

Long-Run Federal
Budget Projections
(Table 13-2)

Actuarial Deficiencies in Social
Security and Medicare
(Table 13-3)

Sources of the Tax Gap
(Table 13-4)

National Wealth
(Tables 13-5 and 13-6)

Social Indicators
(Table 13-7)

Responsibilities/Outlays
Projected Outlays
Surplus/Deficit

Actuarial Deficiencies in
Social Security and Medicare

National Needs/Conditions

Indicators of economic, social,
educational, and environmental
conditions
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S STEWARDSHIP

1. According to Table 13-1, the Government’s liabilities exceed its assets. No business could
operate in such a fashion. Why does the Government not manage its finances more like a
business?

The Federal Government has different objectives from a business firm. The goal of every busi-
ness is to earn a profit, and as a general rule the Federal Government properly leaves activities
at which a profit could be earned to the private sector. For the vast bulk of the Federal Govern-
ment’s operations, it would be difficult or impossible to charge prices that would cover expenses.
The Government undertakes these activities not to improve its balance sheet, but to benefit the
Nation.

For example, the Government invests in education and research, but it earns no direct return
from these investments. People are enriched by these investments, but the returns do not show
up as an increase in Government assets but rather as an increase in the general state of knowl-
edge and in the capacity of the country’s citizens to earn a living and lead a fuller life. Business
investment motives are quite different; business invests to earn a profit for itself, not others,
and if its investments are successful, their value will be reflected in its balance sheet. Because
the Federal Government’s objectives are different, its balance sheet behaves differently, and
should be interpreted differently.

2. Table 13-1 seems to imply that the Government is insolvent. Is it?

No. Just as the Federal Government’s responsibilities are different from those of private busi-
ness, so are its resources. Government solvency must be evaluated in different terms.

What Table 13-1 shows is that those Federal obligations that are most comparable to the liabil-
ities of a business corporation exceed the estimated value of the assets actually owned by the
Federal Government. The Government, however, has access to other resources through its sov-
ereign powers. These powers, which include taxation, will allow the Government to meet its
present obligations and those that are anticipated from future operations even though the Gov-
ernment’s current assets are less than its current liabilities. Q06

Private financial markets clearly recognize this reality. The Federal Government’s implicit credit
rating is among the best in the world; lenders are willing to lend it money at interest rates sub-
stantially below those charged to private borrowers. This would not be true if the Government
were really insolvent or likely to become so. Where governments totter on the brink of insol-
vency, lenders are either unwilling to lend them money, or do so only in return for a substantial
interest premium.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S STEWARDSHIP

3. Why are Social Security and Medicare not shown as Government liabilities in Table 13-1?

Future Social Security and Medicare benefits may be considered as promises or responsibilities
of the Federal Government, but these benefits are not a liability in a legal or accounting sense.
The Government has unilaterally decreased as well as increased these benefits in the past, and
future reforms could alter them again. These benefits are reflected in this presentation of the
Government’s finances, but they are shown elsewhere than in Table 13-1. They appear in two
ways: as part of the overall budget projections in Table 13-2, and in the actuarial deficiency es-
timates in Table 13-3.

Other Federal programs make similar promises to those of Social Security and Medicare—Med-
icaid, for example. Few have suggested counting future benefits expected under these programs
as Federal liabilities, yet it would be difficult to justify a different accounting treatment for
them if Social Security or Medicare were to be classified as a liability. There is no bright line di-
viding Social Security and Medicare from other programs that promise benefits to people, and
all the Government programs that do so should be accounted for similarly.

Also, if future Social Security and Medicare benefits were treated as liabilities, then payroll tax
receipts earmarked to finance those benefits ought to be treated as assets. This treatment would
be essential to gauge the size of the future claim. Tax receipts, however, are not generally con-
sidered to be Government assets, and for good reason: the Government does not own the wealth
on which future taxes depend. Including taxes on the balance sheet would be wrong for this rea-
son, but excluding taxes from the balance sheet would overstate the drain on net assets from So-
cial Security and Medicare benefits. Furthermore, treating taxes for Social Security or Medicare
differently from other taxes would be highly questionable.

Finally, under Generally Accepted Accounting Principles (GAAP), Social Security is not consid-
ered to be a liability, so not counting it as such in this chapter is consistent with accounting
standards.

4. Why doesn’t the Federal Government follow normal business practice in its bookkeeping?

The Government is not a business, and accounting standards designed to illuminate how much a
business earns and how much equity it has could provide misleading information if applied na-
ively to the Government. The Government does not have a “bottom line” comparable to that of a
business corporation, but the Federal Accounting Standards Advisory Board (FASAB) has devel-
oped, and the Government has adopted, a conceptual accounting framework that reflects the
Government’s distinct functions and answers many of the questions for which Government
should be accountable. This framework addresses budgetary integrity, operating performance,
stewardship, and systems and controls. FASAB has also developed, and the Government has
adopted, a full set of accounting standards. Federal agencies now issue audited financial reports
that follow these standards, and an audited Government-wide financial report is issued as well.
In short, the Federal Government does follow generally accepted accounting principles (GAAP)
just as businesses and State and local governments do, although the relevant principles differ
depending on the circumstances. This chapter is intended to address the “stewardship objec-
tive”—assessing the interrelated condition of the Federal Government and the Nation. The data
in this chapter illuminate the trade-offs and connections between making the Federal Govern-
ment “better off” and making the Nation “better off.”
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PART II—-THE FEDERAL GOVERNMENT’S ASSETS AND LIABILITIES

Table 13-1 looks at the Government’s assets and li-
abilities retrospectively, summarizing what the Govern-
ment owes as a result of its past operations netted
against the value of what it owns. The table gives some
perspective by showing these net asset figures for a
number of years beginning in 1960. To ensure com-
parability across time, the assets and liabilities are
measured in terms of constant FY 2006 dollars and
the balance is also shown as a ratio to GDP. Govern-

ment liabilities have exceeded the value of assets (see
chart 13-2) over this entire period, but in the late
1970s a speculative run-up in the prices of oil and
other real assets temporarily boosted the value of Fed-
eral holdings. When those prices subsequently declined,
real Federal asset values declined and only recently
have they regained the level they had reached in the
mid-1980s.

Chart 13-2. Net Federal Liabilities

Percent of GDP

60

55

50

45

40

35

30

25

P20 e o
1980

1960 1965 1970 1975

Currently, the total real value of Federal assets is
estimated to be 79 percent greater than it was in 1960.
Meanwhile, Federal liabilities have increased by 246
percent in real terms. The decline in the Federal net
asset position has been partly due to persistent Federal
budget deficits that have boosted debt held by the pub-
lic in most years since 1960. Other factors have also
been important such as large increases in health bene-
fits promised for Federal retirees and the sharp rise
in veterans’ disability compensation. The relatively slow
growth in Federal asset values has also reduced the
Government’s net asset position.

The shift from budget deficits to budget surpluses
in the late 1990s temporarily checked the decline in
Federal net assets. Currently, the net excess of liabil-
ities over assets is about $6.2 trillion or about $20,600
per capita. As a ratio to GDP, the excess of liabilities
over assets reached a peak of 54 percent in 1995; it
declined to 41 percent in 2000; it rose to 48 percent
in 2004; and it has declined slightly since then to
around 46 percent of GDP at the end of 2006. The
average since 1960 has been 38 percent (see Table
13-1).

1985 1990 1995 2000 2005

Assets

Table 13-1 offers a comprehensive list of the financial
and physical resources owned by the Federal Govern-
ment.

Financial Assets: According to the Federal Reserve
Board’s Flow-of-Funds accounts, the Federal Govern-
ment’s holdings of financial assets amounted to $600
billion at the end of 2006. Government-held mortgages
(measured in constant dollars) reached a peak in the
early 1990s as the Government acquired mortgages
from savings and loan institutions that had failed. The
Government subsequently liquidated most of the mort-
gages it acquired from these bankrupt savings and
loans. Meanwhile, Government holdings of other loans
have been declining in real terms since the mid-1980s.
The face value of mortgages and other loans overstates
their economic worth. OMB estimates that the dis-
counted present value of future losses and interest sub-
sidies on these loans was around $47 billion as of year-
end 2006. These estimated losses are subtracted from
the face value of outstanding loans to obtain a better
estimate of their economic worth.

Reproducible Capital: The Federal Government is a
major investor in physical capital and computer soft-
ware. Government-owned stocks of such capital have
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Table 13-1. GOVERNMENT ASSETS AND LIABILITIES*
(As of the end of the fiscal year, in billions of 2006 dollars)
1960 1965 1970 1975 1980 1985 1990 1995 2000 2004 2005 2006
ASSETS
Financial Assets:

Cash and Checking Deposits 48 69 43 35 54 35 47 49 65 38 36 51

Other Monetary Assets 2 1 1 2 2 2 2 1 7 2 2 5

Mortgages ... 31 30 44 46 86 88 112 77 89 79 79 81

Other Loans 114 157 197 199 255 331 235 190 226 228 218 209
less Expected Loan Losses -1 -3 -5 -10 -20 -19 -22 -28 -43 -50 42 -47

Other Treasury Financial Assets 69 86 76 68 96 142 226 272 248 334 318 302

Subtotal 263 341 356 340 474 579 601 562 592 631 610 602
Nonfinancial Assets:

Fixed Reproducible Capital: ..........ccccomreermeerneeemeernneenenennens 1,151 1,142 1,188 | 1,152 | 1,092 1,234 1,280 1,287 1,129 1,113 1,138 1,166
Defense ... 992 932 942 861 773 898 922 901 737 702 718 736
Nondefense 159 210 246 292 319 336 359 386 392 412 420 430

Inventories 301 261 243 217 268 307 272 209 215 277 280 281

Nonreproducible Capital: 487 500 480 710 | 1,139 1,220 964 719 1,078 1,484 1,839 1,896
Land ....... 106 147 185 292 374 388 399 297 462 635 764 833
Mineral Rights 381 354 295 418 765 832 564 422 616 849 1,076 1,062

Subtotal 1,940 | 1,903 | 1,911 2,080 | 2,498 2,762 2,516 2,216 2,422 2,875 3,257 3,343

Total Assets .. 2202 | 2244 | 2267 | 2419| 2972 3,341 3,117 2,777 3,014 3,505 3,867 3,944
LIABILITIES

Debt held by the Public ........ 1,313 | 1,351 1,202 1,221 1,519 2,511 3,421 4,547 3,960 4,557 4,725 4,829
Insurance and Guarantee Liabilities:

Deposit INSUFANCE .......corvreeeereeieeeiienseeeriseeesisesssineenens | evveneniens | eeneeenins 2 10 82 6 1 1 1 1

Pension Benefit Guarantee v | e 36 50 50 24 47 93 84 74

Loan Guarantees 1 14 12 18 34 43 46 49 48

Other Insurance .......... 36 32 31 19 23 20 19 19 42 20

Subtotal 36 33 28 80 84 92 173 84 110 160 177 143
Pension and Post-Employment Health Liabilities:

Civilian and Military Pensions 992 1,247 1,490 1,689 2,077 2,061 2,014 1,953 1,990 2,128 2,196 2,211

Retiree Health Insurance Benefits ... 238 299 357 405 498 494 483 468 454 1,052 1,157 1,132

Veterans Disability Compensation ... 218 274 328 363 372 307 277 303 642 981 1,155 1,154

Subtotal 1448 | 1,820 | 2175 | 2457 | 2,947 2,862 2,774 2,724 3,085 4,161 4,508 4,497
Environmental and Disposal Liabilities ... 78 96 116 131 158 187 220 287 350 264 267 305
Other Liabilities:

Trade Payables and Miscellaneous .............cccouvrereererenn 31 38 49 60 %4 123 169 140 121 209 217 222

Benefits Due and Payable 24 28 38 40 51 57 68 79 90 109 120 129

Subtotal 55 66 87 100 145 180 237 219 212 318 337 351
Total Liabilities 2930 | 3,366 | 3,608 | 3,989 | 4,852 5,832 6,826 7,860 7,717 9,460 | 10,015 10,125
Net Assets (Assets Minus Liabilities) ......................c.... =727 | -1,122 | -1,341 | 1570 | 1,880 | 2491 | -3709 | -5083 | -4702| -5955| -6,147 | -6,181
Addenda:

Net Assets Per Capita (in 2006 dollars) ...............c.cccouevneens -4,032 | -5,783 | —6,551 | -7,279 | 8,242 | -10,432 | -14,802 | -19,037 | -16,627 | -20,234 | -20,696 | —20,623
Ratio to GDP (in percent) -249 | -306| -306| -316| -316 -35.1 -44.7 -54.2 411 -47.6 475 -46.4

*This table shows assets and liabilities for the Government as a whole excluding the Federal Reserve System. Data for 2006 are extrapolated in some cases.

amounted to about $1.2 trillion in constant 2006 dollars
for most of the last 45 years (OMB estimate). This
capital consists of defense equipment and structures,
including weapons systems, as well as nondefense cap-
ital goods. Currently, less than two-thirds of the capital
is defense equipment or structures. In 1960, defense
capital was over 90 percent of the total. In the 1970s,
there was a substantial decline in the real value of
U.S. defense capital and there was another large de-
cline in the 1990s after the end of the Cold War. Mean-
while, nondefense Federal capital has increased at an
average annual rate of around 2.2 percent. The Govern-
ment also holds inventories of defense goods and other

items that in 2006 amounted to about 24 percent of
the value of its fixed capital.

Nonreproducible Capital: The Government owns sig-
nificant amounts of land and mineral deposits. There
are no official estimates of the market value of these
holdings (and of course, in a realistic sense, many of
these resources would never be sold). Researchers in
the private sector have estimated what they are worth,
however, and these estimates are extrapolated in Table
13-1. Private land values fell sharply in the early
1990s, but they have risen since 1993. It is assumed
here that Federal land shared in the decline and the
subsequent recovery. Oil prices have been on a roller
coaster since the mid-1990s. They declined sharply in
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1997-1998, rebounded in 1999-2000, fell again in 2001,
and rose substantially in 2002—2006. These fluctuations
have caused the estimated value of Federal mineral
deposits to fluctuate as well. In 2006, as estimated
here, the combined real value of Federal land and min-
eral rights was higher than it has ever been, but only
35 percent greater than in 1982. These estimates omit
some valuable assets owned by the Federal Govern-
ment—such as works of art and historical artifacts—
partly because such unique assets are unlikely ever
to be sold and partly because there is no comprehensive
inventory or realistic basis for valuing them.

Total Assets: The total value of Government assets
measured in constant dollars has risen sharply in the
past four years, and was at an all-time high in 2006.
The Government’s asset holdings are vast. As of the
end of 2006, Government assets were estimated to be
worth about $4 trillion or 30 percent of GDP.

Liabilities

Table 13-1 includes all Federal liabilities that would
normally be listed on a balance sheet. All the various
forms of publicly held Federal debt are counted, as
are Federal pension and health insurance obligations
to civilian and military retirees including the disability
compensation that is owed the Nation’s veterans, which
can be thought of as a form of deferred compensation.
The estimated liabilities stemming from Federal insur-
ance programs and loan guarantees are shown. The
benefits that are due and payable under various Fed-
eral programs are also included, but these liabilities
reflect only binding short-term obligations, not the Gov-
ernment’s full commitment under these programs. The
Government also has a responsibility to repair environ-
mental damage that resulted from nuclear weapons pro-
duction, and that cost has been included in the Table
as well.

Future benefit payments that are promised through
Social Security and other Federal income transfer pro-
grams are not Federal liabilities in a legal or account-
ing sense. They are Federal responsibilities, and it is
important to gauge their size, but they are not binding
in the same way as a legally enforceable claim would
be. The budget projections and other data in Part III
are designed to provide a sense of these broader respon-
sibilities and their claim on future budgets.

Debt Held by the Public: The Federal Government’s
largest single financial liability is the debt owed to
the public. It amounted to about $4.8 trillion at the
end of 2006. Publicly held debt declined for several
years in the late 1990s because of the unified budget
surpluses at that time, but as deficits returned, publicly
held debt began to increase again.

Insurance and Guarantee Liabilities: The Federal
Government has contingent liabilities arising from the
loan guarantees it has made and from its insurance
programs. When the Government guarantees a loan or
offers insurance, cash disbursements are often small
initially, and if a fee is charged the Government may
even collect money; but the risk of future cash pay-

ments associated with such commitments can be large.
The figures reported in Table 13-1 are estimates of
the current discounted value of prospective future
losses on outstanding guarantees and insurance con-
tracts. The present value of all such losses taken to-
gether is about $140 billion. As is true elsewhere in
this chapter, this estimate does not incorporate the
market value of the risk associated with these contin-
gent liabilities; it merely reflects the present value of
expected losses. Although individually many of these
programs are large and potential losses can be a serious
concern, these insurance and guarantee liabilities are
fairly small relative to total Federal liabilities or even
the total debt held by the public. They were less than
2 percent of total liabilities in 2006.

Pension and Post-Employment Health Liabilities: The
Federal Government owes pension benefits as a form
of deferred compensation to retired workers and to cur-
rent employees who will eventually retire. It also pro-
vides civilian retirees with subsidized health insurance
through the Federal Employees Health Benefits pro-
gram and military retirees receive similar benefits. Vet-
erans are owed compensation for their service-related
disabilities. While the Government’s employee pension
obligations have risen slowly, there has been a sharp
increase in the liability for future health benefits and
veterans compensation. The discounted present value
of all these benefits was estimated to be around $4.5
trillion at the end of 2006 up from $3.1 trillion in
2000. 2 There was a large expansion in Federal military
retiree health benefits legislated in 2001.

Environmental and Disposal Liabilities: During
World War II and the Cold War, the Federal Govern-
ment constructed a vast industrial complex to study,
produce and test nuclear weapons. Environmental con-
tamination occurred at these sites. The estimated liabil-
ity shown here is based on the cleanup costs required
by Federal, State and local laws and regulations. The
Department of Energy is responsible for managing this
cleanup. The Department of Defense is also charged
with cleaning up contamination from its waste disposal
practices, leaks, spills and other risky activities. To-
gether the cleanup costs are estimated to amount to
around 300 billion dollars in present value. 3

The Balance of Net Liabilities

The Government need not maintain a positive bal-
ance of net assets to assure its fiscal solvency, and
the buildup in net liabilities since 1960 has not signifi-
cantly affected Federal creditworthiness. Long-term
Government interest rates in 2003 reached their lowest
levels in 45 years, and in 2004-2006 they remained
lower than at any time from 1965 through 2002. De-
spite the historically low interest rates, there are limits
to how much debt the Government can assume without
putting its finances in jeopardy. Over an extended time

2Estimates of these liabilities were derived from the Financial Report of the United
States Government for 2006 and earlier years. Values for years prior to 1997 were extrapo-
lated.

3 Estimates of these liabilities were also derived from the Financial Report of the United
States Government for 2006 and earlier years. Values for years prior to 1997 were extrapo-
lated.
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horizon, the Federal Government must take in enough
revenue to cover all of its spending including debt serv-
ice. The Government’s ability to service its debt in the
long run cannot be gauged from a balance sheet alone.

It is necessary to project the budget into the future
to judge the prospects for long-run solvency. That is
the subject of the next section.

PART III-THE LONG-RUN BUDGET OUTLOOK

A balance sheet, with its focus on obligations arising
from past transactions, can only show so much informa-
tion. For the Government, it is also important to antici-
pate what future budgetary requirements might flow
from current laws and policies. Despite the uncertainty
surrounding the assumptions needed for such esti-
mates, very long-run budget projections can be useful
in sounding warnings about potential problems. Federal
responsibilities extend well beyond the next five or ten
years, and problems that may be small in that time
frame can become much larger if allowed to grow.

Programs like Social Security and Medicare are ex-
pected to continue indefinitely, and so long-range pro-
jections for Social Security and Medicare have been
prepared for decades. Budget projections for individual
programs, even important ones such as Social Security
and Medicare, cannot reveal the Government’s overall
budgetary position. Only by projecting the entire budget
is it possible to anticipate whether sufficient resources
will be available to meet all the anticipated require-
ments for individual programs. It is also necessary to
estimate how the budget’s future growth compares with
that of the economy to judge how well the economy
might be able to support future budgetary needs.

To assess the overall financial condition of the Gov-
ernment, it is necessary to examine the future prospects
for all Government programs including the revenue
sources that support Government spending. Such an
assessment reveals that the key drivers of the long-
range deficit are, not surprisingly, Social Security and
Medicare, along with Medicaid—the entitlement pro-
gram that provides medical assistance, including acute
and long-term care to low-income persons including
families with dependent children, as well as aged, blind
or disabled individuals. Medicaid, like Medicare and
Social Security, is projected to grow more rapidly than
the economy over the next several decades and to add
substantially to the overall budget deficit. Under cur-
rent law, there is no offset anywhere in the budget
large enough to cover all the demands that will eventu-
ally be imposed by Social Security, Medicare, and Med-
icaid.

Future budget outcomes depend on a host of un-
knowns—constantly changing economic conditions, un-
foreseen international developments, unexpected demo-
graphic shifts, the unpredictable forces of technological
advance, and evolving political preferences to name a
few. These uncertainties make even short-run budget
forecasting quite difficult, and the uncertainties in-
crease the further into the future projections are ex-
tended. While uncertainty makes forecast accuracy dif-
ficult to achieve, it enhances the importance of long-
run budget projections because future problems are

often best addressed in the present. It is not possible
to assess the likelihood of future risks without projec-
tions. A full treatment of all the relevant risks is be-
yond the scope of this chapter, but the chapter does
show how long-run budget projections respond to
changes in some of the key economic and demographic
parameters. Given the uncertainties, a useful first step
is to work out the implications of expected develop-
ments on a “what if” basis.

The Impending Demographic Transition

In 2008, the first members of the huge generation
born after World War II, the so-called baby boomers,
will reach age 62 and become eligible for early retire-
ment under Social Security. Three years later, they will
turn 65 and become eligible for Medicare. In the years
that follow, the elderly population will steadily increase,
putting serious strains on the budget.

The pressures are expected to persist even after the
baby boomers are gone. The Social Security actuaries
project that the ratio of workers to Social Security bene-
ficiaries will fall from around 3.3 currently to a little
over 2 by the time most of the baby boomers have
retired. From that point forward, because of lower fer-
tility and improved mortality, the ratio is expected to
continue to decline slowly. With fewer workers to pay
the taxes needed to support the retired population,
budgetary pressures will continue to grow. The problem
posed by the demographic transition is a permanent
one.

Currently, the three major entitlement programs—
Social Security, Medicare, and Medicaid—account for
43 percent of non-interest Federal spending, up from
30 percent in 1980. By 2035, when the remaining baby
boomers will be in their 70s and 80s, these three pro-
grams could account for about two-thirds of non-interest
Federal spending even with the reforms proposed in
this Budget. At the end of the projection period, in
2080, the figure could rise to around three-quarters
of non-interest spending. In other words, almost all of
the budget, aside from interest, would go to these three
programs alone. To say the least, that would severely
reduce the flexibility of the budget, and the Govern-
ment’s ability to respond to new challenges.

An Unsustainable Path

These long-run budget projections show clearly that
the budget is on an unsustainable path, although the
expansion of the entitlement programs and the rise in
the deficit unfold gradually. The budget deficit is pro-
jected to decline as the economy expands over the next
several years until it reaches balance in 2012, while
most of the baby boomers are still in the work force.
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The budget is projected to remain in surplus for some
years after 2012, but the deficit eventually returns and
then begins a steady increase. Without further reforms,
by the end of this chapter’s projection period in 2080,
rising deficits would have driven publicly held Federal
debt to levels well above the previous peak level rel-
ative to GDP reached at the end of World War II.
There is likely to be a crisis before that point is reached
that will force budgetary changes, but the timing of
the crisis and its resolution are impossible to predict,
and timely, comprehensive entitlement reforms could
avoid such a crisis.

The revenue projections start with the budget’s esti-
mate of receipts under the Administration’s proposals
for the next five years. In the long run, receipts are
assumed to return gradually to their average as a share
of GDP over the last 40 years—18.3 percent.

The projection of discretionary spending is essentially
arbitrary, because discretionary spending is determined
annually through the legislative process, and no for-
mula can dictate future spending in the absence of leg-
islation. Alternative assumptions have been made for
discretionary spending in past budgets. Holding discre-
tionary spending unchanged in real terms is the “cur-
rent services” assumption used for baseline budget pro-
jections when there is no legislative guidance on future
spending levels. Extending this assumption over many
decades, however, is not realistic. When the population
and economy grow, as assumed in these projections,
the demand for public services is very likely to expand
as well. The current base projection assumes that dis-
cretionary spending keeps pace with the growth in GDP

in the long run, so that spending increases in real
terms whenever there is real economic growth.

In past budgets, these long-run budget projections
have jumped off from the end point for the current
budget. This year’s Budget includes the effects of add-
ing personal retirement accounts to Social Security.
Personal accounts are one element within a set of larg-
er reforms that would restore solvency to Social Secu-
rity. The Administration has not yet specified a com-
plete set of reforms to achieve solvency. Within the
current budget horizon, these other reforms would not
have significant budget effects. In the long run, how-
ever, their effects would be significant. Because these
other reforms are not yet specified, the long-range pro-
jections shown here do not incorporate any Social Secu-
rity reforms. Showing the personal account proposal
in isolation would give a distorted picture of the budget
effects of comprehensive Social Security reform. An al-
ternative projection, however, that incorporates the im-
pact of personal accounts is shown later in this presen-
tation.

The long-run budget outlook is highly uncertain. With
pessimistic assumptions, the fiscal picture deteriorates
even sooner than in the base projection. More optimistic
assumptions imply a longer period before the pressures
of rising entitlement spending overwhelm the budget.
But despite the uncertainty, these projections clearly
show that under a wide range of forecasting assump-
tions, the resources generated by the programs them-
selves will be insufficient to cover the long-run costs
of Social Security and Medicare. (For a further discus-
sion of the forecasting assumptions used to make these

Table 13-2. LONG-RUN BUDGET PROJECTIONS

(receipts, outlays, surplus or deficit, and debt as a percent of GDP)

1980 1990 2000 2010 2020 2030 2040 2060 2080
RECEIDES vvuveucerncrretieeiecie sttt 19.0 18.0 20.9 18.3 18.3 18.3 18.3 18.3 18.3
Outlays:
DISCIBHIONAIY .....cvoriveiriiriicr st 10.1 8.7 6.3 6.6 4.8 4.8 4.8 4.8 4.8
Mandatory:
S0CIAl SECUIMY +.uvveuvrerarrreereerereeessseceee s sseees s sssessssssesssessssssanes 43 43 42 42 49 5.8 6.0 6.1 6.3
Medicare 1.1 1.7 2.0 27 34 45 5.3 5.9 6.1
Medicaid 0.5 0.7 1.2 1.4 1.9 2.2 25 3.0 3.6
OHNBE oottt 37 32 24 23 1.8 1.5 1.3 1.0 0.9
Subtotal, Mandatory ... 9.6 9.9 9.8 10.6 12.0 14.0 15.1 16.0 16.9
NEE INEETESE ..ottt eeen 1.9 32 2.3 1.7 1.0 0.8 1.6 4.1 8.0
Total outlays 21.7 21.8 18.4 18.9 17.8 19.7 214 24.9 29.7
Surplus or Deficit (-) =27 -39 24 -0.6 0.5 -14 -3.1 -6.6 -11.4
Primary Surplus or Deficit (-) ...... . -0.8 -0.6 4.7 1.2 15 -0.5 -1.6 -25 -34
Federal Debt Held by the PUDIIC .........cccoveeeerrerecencrreereeeeeseesineees 26.1 42.0 35.1 35.2 18.7 17.1 315 82.0 160.3
Addendum, without the Budget’s Mandatory Proposals:
Mandatory OUHAYS .......c.eeeeerierreeiierineieeieesseeeeissie e sssesensssssnes 9.6 9.9 9.8 10.7 12.3 14.6 16.1 17.8 19.6
Surplus or Deficit (=) ........... =27 -39 24 -0.7 0.1 -2.3 -4.9 -10.7 -19.0
Primary Surplus or Deficit (-) .. . -0.8 -0.6 47 1.0 1.2 -1.1 -2.6 -4.3 -6.1
Federal Debt Held by the PUDIC ........cc.oevumeuecernrreceseceeeeenecieens 26.1 42.0 35.1 35.5 21.1 24.4 47.6 130.3 262.1

Note: The figures shown in this table for 2020 and beyond are the product of a long-range forecasting model maintained by the Office of Management and Budget. This model
is separate from the models and capabilities that produce detailed programmatic estimates in the Budget. It was designed to produce long-range forecasts based on additional
assumptions regarding growth of the economy, the long-range evolution of specific programs, and the demographic and economic forces affecting those programs. The model,
its assumptions, and sensitivity testing of those assumptions are presented in this chapter.
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budget projections, see the technical note at the end
of this chapter.)

Alternative Policy, Economic, and Technical
Assumptions

The quantitative results discussed above are sensitive
to changes in underlying policy, economic, and technical
assumptions. Some of the most important of these alter-
native assumptions and their effects on the budget out-
look are discussed below. They generally show that
there are mounting deficits under most reasonable pro-
jections of the budget.

1. Health Spending: The projections for Medicare over
the next 75 years are based on an extension of the
Administration’s policy proposals to control costs in the
Medicare program. These reforms are expected to re-
duce Medicare expenditures relative to the actuarial
projections in the 2006 Medicare Trustees’ Report. Fol-
lowing the recommendations of its Technical Review
Panel, the Medicare trustees assume that over the long
run “age-and gender-adjusted, per-beneficiary spending
growth exceeds the growth of per-capita GDP by 1 per-
centage point per year.” This implies that total Medi-
care spending rises faster than GDP throughout the
projection period given that the Medicare population
is expanding as the population ages, and that Medicare

faces a substantial shortfall in earmarked income com-
pared with projected outgo. Although rising faster than
GDP, under these assumptions, Medicare grows less
rapidly than it has historically, so that even without
reform the program’s growth is constrained. The effect
of the Administration’s proposals is to reduce the imbal-
ance in Medicare by about $8 trillion over the 75-year
forecasting horizon according to actuarial estimates. In-
stead of facing a $32 trillion shortfall the program
would face a $24 trillion shortfall, if the Administra-
tion’s proposals were adopted in full. The proposals
would not eliminate the shortfall completely, but they
would reduce it substantially.

Eventually, the rising trend in health care costs for
both Government and the private sector will have to
end, but it is hard to know when and how that will
happen. Improved health and increased longevity are
highly valued, and society has shown that it is willing
to spend a larger share of income on them than it
did in the past. Whether society will be willing to de-
vote the large share of resources to health care implied
by these projections, even with the Administration’s
proposals, is an open question. The alternatives high-
light the effect of raising or lowering the projected
growth rate in per capita health care costs by Y4 per-
centage point.

Chart 13-3. Health Care Cost Alternatives

Surplus(+)/Deficit(-) as a percent of GDP
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2. Entitlement Savings: The Administration has pro-
posed a number of savings measures in entitlement
programs in addition to the Medicare savings discussed

above. These proposals, if adopted, would have ongoing
budgetary effects. The chart below shows the long-run
deficit with and without these reforms.
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Chart 13-4. Effect of Entitlement Savings

Surplus(+)/Deficit(-) as a percent of GDP
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3. Alternative Revenue Shares: In the base projection,
tax receipts are held constant relative to GDP at their
average over the last 40 years—18.3 percent of GDP.
Tax receipts have risen above this ratio from time to
time, most recently at the end of the 1990s, but periods
of high taxes have always been followed by tax changes

that have restored the long-term average tax ratio. The
chart below shows the effects of alternative receipts
assumptions. Allowing receipts to rise to 18.6 percent
of GDP would reduce the long-run budget deficit, while
holding receipts to 18.0 percent of GDP would have
the opposite effect.

Chart 13-5. Alternative Receipts Projections

Surplus(+)/Deficit(-) as a percent of GDP
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4. Productivity: The rate of future productivity growth
has a major effect on the long-run budget outlook. It
is also highly uncertain. Over the next few decades
an increase in productivity growth would reduce pro-
jected budget deficits appreciably. Higher productivity
growth adds directly to the growth of the major tax
bases, while it has a smaller immediate effect on outlay
growth even assuming that in the long-run discre-

tionary spending rises with GDP. In the latter half
of the 1990s, after two decades of much slower growth,
the rate of productivity growth increased unexpectedly
and it increased again in the period 2000-2003. The
underlying trend of productivity growth has clearly in-
creased since the mid 1990s, and that increase is pro-
jected to persist in these long-run projections. This in-
crease in productivity growth is one of the most wel-
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come developments of the last several years. Although
the long-run growth rate of productivity is inherently
uncertain, growth in real GDP per hour averaged 2.2
percent per year from 1948 through 1973; it has grown
2.3 percent per year since 2000, and the projections

here assume that real GDP per hour will continue to
grow at a 2.3 percent annual rate. The alternatives
highlight the effect of raising the projected productivity
growth rate by V4 percentage point and the effect of
lowering it by the same amount.

Chart 13-6. Alternative Productivity
Assumptions

Surplus(+)/Deficit(-) as a percent of GDP
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5. Population: The key assumptions for projecting
long-run demographic developments are fertility, immi-
gration, and mortality.

e The demographic projections assume that fertility
will average between 1.9 and 2.0 births per

woman in the future, just slightly below the re-
placement rate needed to maintain a constant pop-
ulation—2.1 births.

Chart 13-7. Alternative Fertility Assumptions

Surplus(+)/Deficit(-) as a percent of GDP
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e The rate of immigration is assumed to average
around 900,000 per year in these projections.
Higher immigration relieves some of the down-

ward pressure on population growth from low fer-
tility and allows total population to expand
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throughout the projection period, although at a
much slower rate than has prevailed historically.

Chart 13-8. Alternative Immigration
Assumptions
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e Mortality is projected to decline, i.e., people are
expected to live longer. The average female life-
span is projected to rise from 79.6 years in 2004
to 85.1 years by 2080, and the average male life-
span is projected to increase from 74.7 years in
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2004 to 81.8 years by 2080. A technical panel to
the Social Security Trustees recently reported that
the improvement in longevity might even be great-
er.

Chart 13-9. Alternative Mortality Assumptions

Surplus(+)/Deficit(-) as a percent of GDP
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Actuarial Projections for Social Security and
Medicare

Social Security and Medicare are the Government’s
two largest entitlement programs. Both rely on payroll
tax receipts from current workers and employers for
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at least part of their financing, while the programs’
benefits largely go to those who are retired. The impor-
tance of these programs for the retirement security of
current and future generations makes it essential to
understand their long-range financial prospects. Both
programs’ actuaries have calculated that they face per-
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sistent long-run deficits. How best to measure the long-
run imbalance in Social Security is a challenging ana-
lytical question; the imbalance may be even more dif-
ficult to measure in Medicare, which includes both Hos-
pital Insurance (HI), funded through the payroll tax,
and Supplementary Medical Insurance (SMI), financed

through premiums and general revenues. Under reason-
able assumptions, however, each program embodies a
huge financial deficiency, and it will be very difficult
for the Government as a whole to maintain control
of the budget without addressing these programs’ finan-
cial problems.

tion rather than wage growth.

Social Security: The Long-Range Challenge

Social Security provides financial security for the elderly, the disabled, and survivors. The Social Security system
is intended to be self-financing over time. The principle of self-financing is important, because it compels correc-
tions in the event that projected benefits consistently exceed dedicated receipts.

While Social Security is running surpluses today, it will begin running cash deficits 10 years from now. Social Se-
curity’s spending path is unsustainable under current law. The retirement of the baby-boom generation, born fol-
lowing World War II, will begin to increase greatly the number of Social Security beneficiaries within five years.
Demographic trends toward lower fertility rates and longer life spans mean that the ratio of retirees to the work-
ing population will remain permanently higher following the baby boomers’ passage through the system. The
number of workers available to support each beneficiary is projected to decline from 3.3 today to 2.2 in 2030, and
to continue to decline slowly from there. This decline in the workforce available to support retiree benefits means
that the Government will not be able to meet current-law benefit obligations at current payroll tax rates.

The size of Social Security’s future shortfall cannot be known with precision, but a gap between Social Security re-
ceipts and outlays emerges under a wide range of reasonable forecasting assumptions. Long-range uncertainty un-
derscores the importance of creating a system that is financially stable and self-contained. Otherwise, the de-
mands created by Social Security could compromise the rest of the budget and the Nation’s economic health. The
actuarial shortfall between future benefits and income is estimated to be $6.4 trillion over the next 75 years. Ex-
tending the horizon to perpetuity increases the imbalance to $15.3 trillion, excluding trust fund assets as these do
not represent a source of funds from a unified budget perspective.

The current structure of Social Security leads to substantial generational differences in the average rate of return
people can expect from the program. While previous generations have fared extremely well, people born today can
expect to receive less than a two percent annual real rate of return on their total payroll taxes (including the em-
ployer’s portion, which most economists believe is ultimately borne by labor). Moreover, such estimates in a sense
overstate the expected rate of return for future retirees, because they assume no changes in current-law taxes or
benefits, even though such changes are needed to meet Social Security’s financing shortfall. As an example, a
1995 analysis found that after adjusting revenues to keep the system solvent, a typical worker born in 2000 would
receive a 1.5 percent rate of return instead of a 1.7 percent rate of return.

One way to address the issues of uncertainty and declining rates of return, while protecting national savings,
would be to allow individuals to invest some of their payroll taxes in personal retirement accounts. The budget in-
cludes the estimated impact from the creation of personal accounts, funded through the Social Security payroll
tax. The Administration has also embraced the concept of progressive indexing, which would significantly con-
tribute to the solvency of the system by partially indexing the growth of benefits for higher-wage workers to infla-




190

ANALYTICAL PERSPECTIVES

Medicare: The Long-Range Challenge

Medicare finances health insurance for tens of millions of Americans, including most of the nation’s seniors and
many individuals with disabilities. It is composed of two programs: Hospital Insurance (HI) or Part A, which cov-
ers medical expenses relating to hospitalization and other institutional care, and Supplementary Medical Insur-
ance (SMI) or Part B, which pays for physicians’ services and other related expenditures. Starting in 2006, Medi-
care began to offer a voluntary prescription drug benefit, Medicare Part D, which is funded out of the SMI Trust
Fund.

Like Social Security, HI is intended to be self-financing through dedicated taxes. According to the Medicare trust-
ees’ most recent report, the Trust Fund is projected to be depleted in 2018. Looking at the long run, the Medicare
actuaries project a 75-year unfunded promise of Medicare’s HI trust fund of around $11.0 trillion (net present
value). However, this measure tells less than half the story, because it does not include the deficiency in Medi-
care’s Part B and Part D programs. The main source of dedicated revenues to the SMI Trust Fund is beneficiary
premiums, which generally cover about one-quarter of its expenses. SMI’s funding structure creates an enormous
financing gap for the program and is the largest contributor to the total Medicare program shortfall over the next
75 years of $32.3 trillion. Extending the horizon to perpetuity increases the total shortfall to $70.8 trillion. SMI’s
financing gap is covered by an unlimited tap on general revenues. According to the Medicare Trustees’ 2006 re-
port, “Soon after the Part D program becomes fully implemented in 2006, general revenue transfers are expected
to constitute the largest single source of income to the Medicare program as a whole—and would add significantly
to the Federal Budget pressures.”

This bifurcated trust fund structure finances Medicare as if the program offers two separate, unrelated benefits,
instead of recognizing that Medicare provides related and complementary health care services to its beneficiaries.
The Medicare Prescription Drug, Improvement, and Modernization Act (MMA), which established Part D, also
took an important first step toward improving Medicare sustainability by requiring the Medicare Trustees’ Report
to include a new, comprehensive fiscal analysis of the program’s financing that highlights the amount of general
revenue transfers used to fund Medicare. If the percent of Medicare funding that is from general fund transfers
reaches 45 percent within the current or next six years of the projection (2006—-2012), the Trustees issue a finding
of “excess general revenue Medicare funding”. In their 2006 report, the Trustees found that general revenue fund-
ing would first reach 45 percent level in fiscal year 2012, within the seven-year window. If a finding is present in
two consecutive Trustees’ reports, then a “Medicare funding warning” is triggered. This warning requires the
President to propose legislation to restore Medicare spending to sustainable levels, but it does not mandate Con-
gressional action.

The Budget proposes to strengthen the MMA provision by modestly slowing the rate of Medicare growth if the
MMA threshold is exceeded. The lower growth would be achieved through a four-tenths of a percent reduction to
all payments beginning the year the threshold is exceeded. The change would only take effect if the President and
Congress fail to agree on legislation to bring Medicare spending back into line with the threshold established by
the MMA. The reduction would grow by four-tenths of a percent every year the shortfall continues to occur. This
proposal would improve Medicare’s sustainability by slowing the rate of growth in spending.

The Social Security and Medicare Trustees’ Projec-
tions: In their annual reports and related documents,
the Social Security and Medicare trustees typically
present calculations of the 75-year actuarial imbalance
or deficiency for Social Security and Medicare under
current-law. The calculation covers current workers and
retirees, as well as those projected to join the program
within the next 75 years (this is the so-called “open-
group”; the “closed-group” covers only current workers
and retirees). These estimates measure the present
value of each program’s future benefits net of future
income. They are complementary to the flow projections
described in the preceding section, but unlike those pro-
jections they do not reflect the Administration’s pro-
posals to reform the Medicare program and the effects

those proposals would have. More recently, the trustees’
reports have also included a projection of the deficiency
in perpetuity. This is the clearest way to see the total
imbalance in both programs.

The present value of the Social Security imbalance
over the next 75 years was estimated to be $6.4 trillion
as of January 1, 2006. The comparable estimate for
Medicare was $32.3 trillion. These estimates exclude
the trust fund balances because the balances do not
represent a source of funds from a unified budget per-
spective. (The estimates in Table 13-3 were prepared
by the Social Security and Medicare actuaries, and they
are based on the intermediate economic and demo-
graphic assumptions used for the 2006 trustees’ reports.
These differ in some respects from the assumptions
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used for the long-run budget projections described in
the preceding section. Table 13—3 would show a smaller
imbalance if the economic assumptions used for the
budget had been used for the calculations. In addition,
because the estimates are on the basis of current law,
they do not reflect the Administration’s proposals to
reform Medicare. Under the Adminstration’s proposals,
the Medicare actuaries estimate that the imbalance
would be reduced to about $24 trillion.

Doing the calculations for a 75-year horizon under-
states the deficiencies, because the 75-year actuarial
calculations omit the large deficits that continue to
occur beyond the 75th year. The understatement is sig-
nificant, even though values in the distant future are
discounted by a large amount. Since 2004, the Social
Security and Medicare actuaries have also presented
the actuarial imbalances calculated in perpetuity with-
out assuming a fixed horizon. Table 13-3 shows how
much these distant benefits add to the programs’ imbal-
ances. For Social Security, the imbalance in perpetuity
is $15.3 trillion and for Medicare it is $70.8 trillion
as of January 1, 2006. (Again, the Medicare estimate
would be smaller if the effects of the Administration’s
policy proposals had been included in the calculation.)

The imbalance estimated on a perpetuity basis is the
amount that the Government would have to raise in
the private capital markets to resolve the program’s
imbalance permanently (given current assumptions). If
nothing else changes, the estimated imbalance will
grow every year at approximately the rate of interest,
just as an unpaid debt grows with interest each year
it remains outstanding. For Social Security this implies
an increase of approximately $600 billion in 2006 and
growing amounts with every year that the imbalance
remains unaddressed. The comparable imbalance in
Medicare is much larger than the Social Security imbal-
ance. The exact size of the imbalance is harder to esti-
mate for Medicare because of greater uncertainty re-
garding the future growth of medical costs.

Social Security: The current deficiency in Social Secu-
rity is essentially due to the fact that past and current
participants will receive more benefits than they have
paid for with taxes (calculated in terms of present val-
ues). By contrast, future participants—those who are
now under age 15 or not yet born—are projected to
pay in present value about $0.3 trillion more than they
will collect in benefits. This can be seen by comparing
the total deficiency in perpetuity, $15.3 trillion, with
the excess of benefits over taxes for current program
participants, $15.0 trillion, from Table 13-3. In other
words, the taxes that future participants are expected
to pay will be almost large enough to cover the benefits
due them under current law, but not large enough to
cover those benefits plus the benefits promised to cur-
rent program participants in excess of the taxes paid
by current program participants.

Medicare: Extending the horizon to perpetuity shows
that the benefits due future participants will eventually
exceed projected payroll tax receipts and premiums by
a huge margin. The projections into perpetuity shown

at the top of Table 13-3 reveal that total Medicare
benefits exceed future taxes and premiums by $70.8
trillion in present value. This is due to an expected
excess of benefits over taxes for current participants
over their lifetimes, but also for future generations.
Unlike Social Security, the imbalance is not simply the
inherited result of a pay-as-you-go program that was
never fully funded, and which faces a demographic
crunch. That is part of the problem, but even more
fundamental is the assumption that medical costs con-
tinue to rise in excess of general inflation so that med-
ical spending increases relative to total output in the
economy.

General revenues have covered about 75 percent of
SMI program costs for many years, with the rest being
covered by premiums paid by the beneficiaries. In Table
13-3, only the receipts explicitly earmarked for financ-
ing these programs have been included. The
intragovernmental transfer is not financed by dedicated
tax revenues, and the share of general revenues that
would have to be devoted to SMI to close the gap in-
creases substantially under current law. Other Govern-
ment programs also have a claim on these general reve-
nues. From the standpoint of the Government as a
whole, only receipts from the public can finance expend-
itures.

A significant portion of Medicare’s actuarial defi-
ciency is caused by the rapid expected increase in fu-
ture benefits due to rising health care costs. Some,
perhaps most, of the projected increase in relative
health care costs reflects improvements in the quality
of care, although there is also evidence that medical
errors, waste, and excessive medical liability claims add
needlessly to costs. But even though the projected in-
creases in Medicare spending are likely to contribute
to longer life-spans and safer treatments, the financial
implications remain the same. As long as medical costs
continue to outpace the growth of GDP and other ex-
penditures, as assumed in these projections, the finan-
cial pressure on the budget will mount, and that is
reflected in the estimates shown in Tables 13-2 and
13-3.

The Trust Funds and the Actuarial Deficiency: The
fact that a special account or trust fund exists does
not necessarily mean that the Government saved the
money recorded there. The trust fund surpluses could
have added to national saving if overall government
borrowing from the public had actually been reduced
because of the trust fund accumulations. But it is im-
possible to know for sure whether this happened or
not.

At the time Social Security or Medicare redeems the
debt instruments in the trust funds to pay benefits
not covered by income, the Treasury will have to turn
to the public capital markets to raise the funds to fi-
nance the benefits, just as if the trust funds had never
existed. From the standpoint of overall Government fi-
nances, the trust funds do not reduce the future burden
of financing Social Security or Medicare benefits, and
for that reason, the trust funds are not netted against
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Table 13-3. BENEFITS IN EXCESS OF FUTURE TAXES AND PREMIUMS—ACTUARIAL PRESENT VALUES

In Perpetuity as of January 1, in Trillions of Dollars 2004 2005 2006
SOCIAl SECUNILY ......ovvoieuieiieiicie ittt bbb bbbttt sinennninns | sbsesinsinninns | sessessessssens 11.9 12.8 15.3
MEAICAIE ... bbb bbb bbb b bbb bbb s a s nnsennsennnenne | aeveesesnesenies | eereresseseeaens 61.9 68.4 70.8
Social Security and MEICAre ..ot snenssinnn | erennenennes | e 738 81.2 86.0
Over a 75-Year Projection Period as of January 1, in Trillions of Dollars 2002 2003 2004 2005 2006
Social Security
Future benefits less future taxes for those age 62 and OVEr ... 4.1 43 45 4.9 5.3
Future benefits less future taxes for those age 15 to 61 7.2 74 8.0 8.7 9.6
Future benefits less taxes for those age 14 and under and those not yet borm ... -6.7 6.8 -7.3 -7.9 -85
Net present value for present and future PariCIPANTS ..ottt nees 4.6 49 5.2 57 6.4
Medicare
Future benefits less future taxes for those age 65 and OVEr ... 25 2.8 3.8 4.0 4.2
Future benefits less future taxes for those age 15 10 64 .......cccevevvvereencernenennns 10.4 12.2 20.9 22.4 24.9
Future benefits less taxes for those age 14 and under and those not yet born 0.4 0.8 34 3.6 3.3
Net present value for present and future partiCipants ..........ccccverrininine e 13.3 15.8 28.1 29.9 32.3
Social Security and Medicare
Future benefits less future taxes for those who have attained eligibility .............ccccovevvniiirinninciininis 6.6 741 8.3 8.9 9.5
Future benefits less future taxes for those over age 15 who have not yet attained eligibility 17.6 19.7 28.9 31.0 34.5
Future benefits less taxes for those age 14 and under and those not yet borm ... 6.3 -6.0 -3.9 4.3 -5.3
Net present value for present and future partiCipants .........ccccverinininee e 17.8 20.7 33.3 35.6 38.8
Addendum:
Actuarial deficiency as a percent of the discounted payroll tax base:
SOCIA SECUMY ...vvuvrereiseeeisesee ittt b bbb bbbt -1.87 -1.92 -1.89 -1.92 -2.02
MEAICAIE HI oottt £ -2.02 -2.40 -3.12 -3.09 -3.51

future benefits in Table 13-3. The eventual claim on
the Treasury is better revealed by the difference be-
tween future benefits and future taxes or premiums.

In any case, trust fund assets remain small in size
compared with the programs’ future obligations and
well short of what would be needed to pre-fund future
benefits as indicated by the programs’ actuarial defi-
ciencies. Historically, Social Security and Medicare’s HI
program were financed mostly on a pay-as-you-go basis,
whereby workers’ payroll taxes were immediately used
to pay retiree benefits. For the most part, workers’
taxes have not been used to pre-fund their own future
benefits, and taxes were not set at a level sufficient
to pre-fund future benefits had they been saved.

The Importance of Long-Run Measures in Evaluating
Policy Changes: Consider a proposed policy change in
which payroll taxes paid by younger workers were re-
duced by $100 this year while the expected present
value of these workers’ future retirement benefits were
also reduced by $100. The present value of future ben-
efit payments would decrease by the same amount as
the reduction in revenue. On a cash flow basis, how-

ever, the lost revenue occurs now, while the decrease
in future outlays is in the distant future beyond the
budget window, and the Federal Government must in-
crease its borrowing to make up for the lost revenue
in the meantime. If policymakers only focus on the
Government’s near-term borrowing needs, a reform
such as this would appear to worsen the Government’s
finances, whereas the policy actually has a neutral im-
pact in the long run.

Now suppose that future outlays were instead re-
duced by a little more than $100 in present value.
In this case, the actuarial deficiency would actually
decline, even though the Government’s borrowing needs
would again increase if the savings occurred outside
the budget window. Focusing on the Government’s
near-term borrowing alone, therefore, can lead to a bias
against policies that could improve the Federal Govern-
ment’s overall long-run fiscal condition. Taking a longer
view of policy changes and considering measures of the
Government’s fiscal condition other than the unified
budget surplus or deficit can correct for such mistakes.

PART IV—TAX COMPLIANCE, NATIONAL WEALTH, AND SOCIAL INDICATORS

To obtain a full picture of the Government’s financial

additional information beyond the narrow list of Gov-

condition it is necessary to examine a broad range of ernment-owned assets and liabilities. It is even nec-



13. STEWARDSHIP

193

essary to consider more information than is contained
in the long-term projections of the budget. This final
section presents a sample of such additional informa-
tion. It is intended to provide insight into the full range
of resources the Government can draw upon to meet
its long-term obligations and also to indicate in a sum-
mary way what the Nation obtains in exchange for
the resources it provides the Government.

The first piece of additional information is analysis
of compliance with the nation’s tax laws, the so-called
“tax gap.” The Government does not collect in a timely
manner all of the taxes it is legally owed, as explained
in detail below (along with some proposals to narrow
the gap). That discussion is followed by an investigation
of national wealth and the contributions the Federal
Government has made to the wealth of private persons
and other levels of government. The final section dis-
cusses a range of economic and social indicators which
provide information about the outcomes of Government
policies.

Improving Tax Fairness and Federal Finances
through Better Tax Compliance

The Internal Revenue Service (IRS) collects over 95
percent of total Federal receipts, $2.4 trillion in 2006.
However, not every dollar of tax legally owed is actually
paid. In general, taxpayers comply with the law by
filing returns and paying their taxes on time, but some
do not comply either because they do not understand
their obligations due to the complexity of the tax law
or because they seek to avoid those obligations.

Tax Compliance: In 2006, the IRS released updated
results of its first large study in two decades of the
difference between taxes owed and taxes actually
paid—the “tax gap.” The IRS estimated that taxpayers
initially underpaid by $345 billion in 2001. This equates
to a voluntary compliance rate of 84 percent. Late pay-
ments and IRS enforcement action reduced this to a
net tax gap of $290 billion, raising the net compliance
rate to 86 percent. The Department of the Treasury
does not have estimates of the tax gap for the years
after 2001. It is possible, however, that lower tax rates,

more aggressive enforcement by the IRS, and an im-
proved economic environment have tended to decrease
the gap, although inflation and the overall growth of
the economy have tended to increase compliance rates
over the past six years.

Due to changes in methodologies, comparisons be-
tween the 2001 estimates and those from earlier studies
should be made cautiously. However, it does appear
that the voluntary compliance rate has not changed
much since the 1980s. The IRS previously reported vol-
untary compliance rates of 87 percent in 1988, 86 per-
cent in 1985, and 84 percent in 1983. While the overall
rate seems to have moved relatively little over time,
each one percentage point change significantly impacts
revenue. A one percentage point improvement would
increase revenue by $21 billion per year based on 2001
numbers.

The IRS’s compliance estimates, primarily based on
random audits of individuals and businesses, are not
precise, but give a good general sense of the size of
the tax gap and patterns in compliance. This sort of
information is critical for effectively targeting IRS en-
forcement programs to yield the greatest improvement
with the smallest cost and burden on taxpayers. The
IRS’ estimates are most accurate for underpayments
of known taxes as recorded in IRS financial systems,
and for individual income tax compliance studied
through the recent random National Research Program
(NRP) study. Non-filing estimates come from studies
of census data and are somewhat less precise. The
weakest portions of the IRS’ estimates are in areas
where no recent studies have been completed and the
IRS is relying on older data (e.g., for partnerships and
corporations).

The gross tax gap results from a variety of honest
taxpayer errors and intentional noncompliance. Of the
total, 82 percent comes from underreporting of tax li-
ability (see chart). A significant portion of the gap also
comes from underpayment of known tax debts and peo-
ple who fail to file returns. Individual income taxes,
the largest source of Federal receipts, account for 71
percent of the tax gap.
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Chart 13-10. Sources of the Gross Tax Gap
Dollars in billions
Nonfiling $27

8%
Underpayment $33
10%

The highest compliance rates come in areas where
the IRS has good information about income, because
it is reported by third parties (e.g., Form W-2, reporting
wage income from employers and Form 1099, reporting
various third party payments, including interest from
banks). The IRS estimates that 95 percent of income
with third-party reporting but no withholding (e.g., in-
terest income, dividends) is declared on taxpayer re-
turns. Where there is tax withholding, as in the case
of most wages, nearly 99 percent of the amounts re-
ported by payers is declared on taxpayer returns.

Conversely, error rates are high for income with little
or no third-party reporting. For example, an estimated
43 percent of the tax gap comes from business income
that should be reported on individual returns (Forms
1040) but goes unreported to the IRS (see chart). .

Improving Tax Compliance: While the tax gap can
never be entirely eliminated, reducing the gap by im-
proving compliance is important because non-compliant
taxpayers impose unacceptable burdens on other tax-
payers and on Federal finances.

Table 13-4. SOURCES OF THE TAX GAP FROM INCOME

UNDERREPORTING
Contribu- | Percent
tion Share
to the of the
Tax Gap | Overall
in Dollars | Tax Gap
Business income underreported by individuals including small
DUSINESS OWNEIS ....oovieieeieieieeeeriee e 148 43
Non-business income underreporting and improper deductions
and credits ......oveereieenenns 88 26
Corporate income underreporting ... 30 9
Other underreporting ..........ccocceeeenn. 19 6
Total Underreporting .........ccocveereereneereeneenesnesneneeeesesesesseeens 285 84

Underreporting of Liability $285
83%

The challenge is to find ways to improve compliance
without unduly burdening compliant taxpayers or the
economy. For example, as noted above, income reported
to the IRS by third parties is claimed on tax returns
at a far higher rate than other income. Requiring third-
party reporting of all income would likely raise compli-
ance levels. However, this is not possible in all cases
and even where it is possible it might require burden-
some new reporting requirements for individuals and
businesses. For example, individuals paying a con-
tractor or purchasing a car might be required to file
reports to the IRS reporting these transactions. Such
broad expansions of reporting requirements would be
excessively burdensome, and that this consideration
outweighs the gains they might bring in increased com-
pliance.

Similarly, requiring much more detailed documenta-
tion, such as evidence supporting claims for deductions
and credits or providing accounting records supporting
business income claims, would quite possibly improve
compliance. In some cases more detailed documentation
may be appropriate. However, unless carefully targeted,
this is likely to impose an unacceptable increase in
cost on both taxpayers and the IRS and to decrease
privacy.

Another approach to improving compliance would be
to change the tax code to remove tax benefits wherever
there is the potential for abuse. For example, deduc-
tions for non-cash giving could be prohibited. This
would prevent the overstatement of charitable deduc-
tions by some taxpayers. However, it would also impose
a tax increase on the millions of taxpayers who cur-
rently take legitimate deductions for non-cash giving.
Compliant taxpayers are likely to regard this approach
as overly broad. Finally, much higher audit rates might
improve compliance, but would be extremely expensive
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and unless properly targeted could be unduly burden-
some to honest taxpayers.

The Administration has developed a carefully tar-
geted plan for reducing the tax gap, which is described
in the Department of the Treasury’s “A Comprehensive
Strategy for Reducing the Tax Gap” (see
www.ustreas.gov/press/releases/hpl11.htm). This docu-
ment lays out a multi-year, seven-part strategy to im-
prove compliance without imposing undue burdens on
taxpayers. The Budget provides a $410 million initia-
tive in the IRS to begin implementing this strategy.
Components of the strategy include:

Reduce Opportunities for Evasion: The Administra-
tion will pursue carefully targeted tax law changes to
promote compliance while causing minimal taxpayer
burden and IRS cost increases. The Budget includes
16 legislative proposals, such as expanding third party
information reporting where it can be done with accept-
able levels of taxpayer burden (e.g., including payments
to corporations in existing third-party reporting require-
ments and requiring brokers to report the cost basis
for certain securities’ sales). (See chapter 17, “Federal
Receipts” for a full description of these legislative pro-
posals.)

Multi-Year Commitment to Research: Improved re-
search on tax gap causes and potential remedies will
help the IRS target its enforcement and service pro-
grams to achieve the greatest possible impact at the
lowest cost.

Investments in Information Technology: Modernized
computer systems will give IRS staff the tools they
need to improve efficiency, service and compliance.

Improve  Compliance  Activities: Through re-
engineering and selected funding increases the IRS will
improve the effectiveness of its enforcement efforts to
increase the fairness of the tax system by ensuring
that everyone pays their share.

Taxpayer Service: Improved service will help tax-
payers avoid unintentional errors and will make filing
easier. Improved telephone service, new internet tools,
and increases in electronic filing have already helped
taxpayers file more accurate returns with less effort.

Reform and Simplify the Tax Law: Simplifying the
tax law will reduce unintentional errors caused by a
lack of understanding. Simplification will also reduce
the opportunities for intentional evasion and make it
easier for the IRS to administer the tax laws.

Coordinate with Partners and Stakeholders: Closer
coordination is needed between the IRS and state and
foreign governments to share information and compli-
ance strategies. Closer coordination is also needed with
practitioner organizations, including bar and accounting
associations, to maintain and improve mechanisms to
ensure that advisors provide appropriate tax advice.

Collectively these efforts will reduce the tax gap and
improve the fiscal situation of the Government. Equally
important, better compliance will improve the fairness
of the tax system. Implementation depends on effective
IRS leadership, to improve factors such as technology
investments and reengineering processes, as well as the

active support of the Congress to implement tax law
changes and provide funding for these improvements.

The Federal Contribution to National Wealth

The Government relies on private wealth to support
its activities. It also contributes to that wealth. Unlike
a private corporation, the Federal Government rou-
tinely invests in ways that do not add directly to its
assets. For example, Federal grants are frequently used
to fund capital projects by State or local governments
for highways and other purposes. Such investments are
valuable, but they are not owned by the Federal Gov-
ernment and would not show up on a balance sheet
for the Federal Government. It is true, of course, that
by encouraging economic growth, these investments
augment future tax receipts. The return on investment
that comes back to the Government in the form of high-
er taxes, however, is far less than what a private inves-
tor would require before undertaking a similar invest-
ment.

The Federal Government also supports education and
research and development (R&D). These outlays con-
tribute to future productivity and are analogous to in-
vestments in physical capital. Indeed, economists have
computed stocks of human and knowledge capital to
reflect the accumulation of such investments. Nonethe-
less, such hypothetical capital stocks are obviously not
owned by the Federal Government, nor would they ap-
pear on a balance sheet.

To show the importance of these kinds of issues,
Table 13-5 presents a national balance sheet. It in-
cludes estimates of national wealth classified into three
categories: physical assets, education capital, and R&D
capital. The Federal Government has made contribu-
tions to each of these types of capital, and these con-
tributions are shown separately in the table. At the
same time, the private wealth shown in Table 13-5
generates future income and tax receipts, which finance
future public activities. The Nation’s wealth sets the
ultimate limit on the resources available to the Govern-
ment.

The table shows that Federal investments are respon-
sible for about 7 percent of total national wealth includ-
ing education and research and development. This may
seem like a small fraction, but it represents a large
volume of capital: $7.8 trillion. The Federal contribution
is down from 9 percent in the early 1980s and from
12 percent in 1960. Much of this decline reflects the
relative shrinkage in the stock of defense capital, which
has fallen from around 34 percent of GDP in 1960
to under 6 percent in 2006.

Physical Assets: The physical assets in the table in-
clude stocks of plant and equipment, office buildings,
residential structures, land, and the Government’s
physical assets such as military hardware and high-
ways. Automobiles and consumer appliances are also
included in this category. The total amount of such
capital is vast, $60.5 trillion in 2006, consisting of $50.8
trillion in private physical capital and $9.7 trillion in
public physical capital (including capital funded by
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Table 13-5. NATIONAL WEALTH
(As of the end of the fiscal year, in trillions of 2006 dollars)
1960 1965 1970 1975 1980 1985 1990 1995 2000 2004 2005 2006
ASSETS
Publicly Owned Physical Assets:

Structures and Equipment 23 2.6 32 3.9 42 4.4 48 53 6.0 6.9 74 76

Federally Owned or FiNANCEA .........c.ovwuverrrireieiireesineeesessiseessssiesssseesesnen 1.3 14 15 1.7 1.8 2.0 2.2 2.3 2.3 24 25 2.6
Federally Owned . 1.2 1.1 12 1.2 1.1 1.2 1.3 1.3 1.1 1.1 1.1 1.2
Grants to State and Local Governments .. 0.2 0.2 0.4 0.6 0.7 0.8 0.9 1.0 1.2 1.3 1.4 1.4
Funded by State and Local Governments ... 1.0 1.2 16 22 24 24 2.6 3.0 37 45 49 5.0
Other Federal Assets ... 0.8 0.8 07 0.9 1.4 15 1.2 0.9 1.3 1.8 2.1 22
SUBOTAL ooeoveeiiii s 3.1 33 3.9 48 56 5.9 6.0 6.2 7.3 87 9.5 9.7

Privately Owned Physical Assets:

Reproducible Assets 77 8.8 10.8 139 18.1 19.2 219 242 29.4 33.8 35.3 35.5
Residential Structures 3.0 3.5 4.2 53 7.3 75 8.6 9.8 12.2 15.2 16.0 16.1
Nonresidential Plant & Equipment 3.0 34 43 5.7 7.4 8.1 9.1 9.9 12.0 13.1 13.7 13.6
INVENTOTIES ...ooovierreerreesesesiessis st 0.8 0.8 1.0 1.3 1.6 1.4 15 1.6 1.8 1.8 1.8 1.9
CONSUMET DUFADIES .....oorvereirciiiieiseriireeessi s sessnes 0.9 11 13 1.6 1.9 2.1 2.7 3.0 3.4 3.7 3.8 3.9

Land ....... 23 27 3.1 441 6.3 741 7.3 55 85 1.7 14.0 15.3

SUBOTAL oo s 10.0 11.6 14.0 18.0 243 26.3 29.2 29.7 37.9 45.4 49.3 50.8
Education Capital:
Federally FINANCE ..........ovvuerveereriireriisecesinessisessisssssssssssssssssseesssseesesesessnes 0.1 0.1 0.3 0.4 0.5 0.7 0.8 1.0 1.3 1.5 1.6 1.7
Financed from Other Sources 6.4 8.6 11.5 146 18.7 21.8 271 31.8 40.6 45.8 46.9 484
SUDIOTAL oottt 6.4 8.7 11.8 15.0 19.2 225 279 329 419 47.3 485 50.0
Research and Development Capital:
Federally Financed R&D .......... 0.2 0.4 05 0.6 07 08 0.9 1.0 A 1.2
R&D Financed from Other SOUICES ..........cc.rveerrreerrevierriessisesesssseeseeenes 0.1 0.2 0.3 0.4 05 0.7 1.0 1.2 1.7 20
SUBOTAL .oooveeeeriereeiesi it 0.3 0.6 0.9 1.0 1.2 15 1.9 23 28 32 33 35
TOtal ASSEES .......ooviiiiiiiii 19.8 24.2 30.5 38.9 50.3 56.2 65.1 71.0 89.9 | 1047 | 110.6 | 1140
Net Claims of Foreigners on U.S. .......... -0.1 -0.2 -0.2 -0.1 -0.4 0.1 0.9 1.6 32 47 5.8 6.1
Net Wealth 19.9 244 30.7 39.0 50.7 56.1 64.2 69.4 86.7 99.9 | 1049 | 108.0
ADDENDA:

Per Capita Wealth (thousands of 2006 $) . 1105 | 1257 | 150.0 | 1807 | 2224 | 2351 | 2562 | 2599 | 306.7| 3395| 3530 | 3603

Ratio of Wealth to GDP (in percent) 6829 | 6652 | 700.3| 7844 | 8532 | 7908 | 7738 | 7402 | 7573 | 7983 | 8105 | 8102

Total Federally Funded Capital (trils 2006 $) 24 26 3.1 36 44 5.0 52 53 6.0 7.0 75 78

Percent of National Wealth 11.9 10.8 10.0 9.3 8.7 8.9 8.1 7.6 7.0 7.0 72 72

State and local governments); by comparison, GDP was
around $13 trillion in 2006. The Federal Government’s
contribution to this stock of capital includes its own
physical assets of $3.3 trillion plus $1.4 trillion in accu-
mulated grants to State and local governments for cap-
ital projects. The Federal Government has financed
over 20 percent of all the physical capital held by other
levels of government.

Education Capital: Economists have developed the
concept of human capital to reflect the notion that indi-
viduals and society invest in people as well as in phys-
ical assets. Investment in education is a good example
of how human capital is accumulated. Table 13-5 in-
cludes an estimate of the stock of capital represented
by the Nation’s investment in formal education and
training. The estimate is based on the cost of replacing
the years of schooling embodied in the U.S. population
aged 15 and over; in other words, the goal is to measure
how much it would cost to reeducate the U.S. workforce
at today’s prices (rather than at the original cost). This
is more meaningful economically than the historical
cost of schooling, and is comparable to the methods
used to estimate the physical capital stocks presented
earlier.

Although this is a relatively crude measure, it does
provide a rough order of magnitude for the current
value of the investment in education. According to this
measure, the stock of education capital amounted to
$50 trillion in 2006, of which about 3 percent was fi-
nanced by the Federal Government. It was approxi-
mately equal in value to the Nation’s private stock of
physical capital. The main investors in education cap-
ital have been State and local governments, parents,
and students themselves.

Even broader concepts of human capital have been
proposed. Not all useful training occurs in a schoolroom
or in formal training programs at work. Much informal
learning occurs within families or on the job, but meas-
uring its value is very difficult. Labor compensation,
however, amounts to about two-thirds of national in-
come with the other third attributed to capital, and
thinking of total labor income as the product of human
capital suggests that the total value of human capital
would be two times the estimated value of physical
capital if human capital earned a similar rate of return
to other forms of capital. Thus, the estimates offered
here are in a sense conservative, because they reflect
only the costs of acquiring formal education and train-
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ing, which is why they are referred to as education
capital rather than human capital. They constitute that
part of total human capital that can be attributed to
formal education and training.

Research and Development Capital: Research and de-
velopment can also be thought of as an investment,
because R&D represents a current expenditure that is
made in the expectation of earning a future return.
After adjusting for depreciation, the flow of R&D invest-
ment can be added up to provide an estimate of the
current R&D stock.® That stock is estimated to have
been $3.5 trillion in 2006. Although this represents a
large amount of research, it is a relatively small portion
of total National wealth. Of this stock, 38 percent was
funded by the Federal Government.

Liabilities: When considering how much the United
States owes as a Nation, the debts that Americans owe
to one another cancel out. Table 13-5 only shows Na-
tional totals. Gross debt is important even though it
does not appear in Table 13-5. The amount of debt
owed by Americans to other Americans can exert both
positive and negative effects on the economy. Ameri-
cans’ willingness and ability to borrow have helped fuel
the current expansion by supporting consumption and
housing purchases. On the other hand, growing debt
could be a risk to future growth, if the ability to service
the higher level of debt were to become impaired.

The only debts that show up in Table 13-5 are the
debts Americans owe to foreigners for the investments
that foreigners have made in the United States. Amer-
ica’s net foreign debt has been increasing rapidly in
recent years because of the rising imbalance in the
U.S. current account. Although the current account def-
icit is at record levels, the size of the net foreign debt
remains relatively small compared with the total stock
of U.S. assets. In 2006, it amounted to 5 percent of
total assets including education and R&D capital.

Federal debt does not appear explicitly in Table 13-5
because much of it consists of claims held by Ameri-
cans; only that portion of the Federal debt which is
held by foreigners is included along with the other
debts to foreigners. Comparing the Federal Govern-
ment’s net liabilities with total national wealth does,
however, provide another indication of the relative mag-

5R&D depreciates in the sense that the economic value of applied research and develop-
ment tends to decline with the passage of time, as still newer ideas move the technological
frontier.

nitude of the imbalance in the Government’s accounts.
Federal net liabilities, as reported in Table 13-1,
amounted to 5.7 percent of net U.S. wealth as shown
in Table 13-5. Prospectively, however, Federal liabil-
ities are a much larger share of national wealth, as
indicated by the long-run projections described in Part
I11.

Trends in National Wealth

The net stock of wealth in the United States at the
end of 2006 was $108 trillion, about eight times the
size of GDP. Since 1960, it has increased in real terms
at an average annual rate of 3.7 percent per year. It
grew very rapidly from 1960 to 1973, at an average
annual rate of 4.5 percent per year, slightly faster than
real GDP grew over the same period. Between 1973
and 1995 growth slowed, as real net wealth grew at
an average rate of just 3.1 percent per year, which
paralleled the slowdown in real GDP over this period.
Since 1995 the rate of growth in U.S. real wealth has
picked up. Net wealth has been growing at an average
rate of 4.1 percent since 1995. Productivity growth has
also accelerated since 1995, following a similar slow-
down from 1973 to 1995.

The net stock of privately owned nonresidential plant
and equipment accounts for about 27 percent of all
privately owned physical assets. In real terms, it grew
3.3 percent per year on average from 1960 to 2006.
It grew especially rapidly from 1960 to 1973, at an
average rate of 4.1 percent per year. Since 1973 it
has grown more slowly, averaging around 3.0 percent
per year. Plant and equipment did not experience a
more rapid rate of growth over the last ten years com-
pared with 1973-1995. Privately owned residential
structures and land have all grown much more rapidly
in real value since 1995 than from 1973 to 1995, while
the stock of consumer durables has grown less rapidly.

The accumulation of education capital has averaged
4.6 percent per year since 1960. It also slowed down
between 1973 and 1995. It grew at an average rate
of 5.9 percent per year in the 1960s, 2.0 percentage
points faster than the average rate of growth in private
physical capital during the same period. Since 1995,
education capital has grown at a 3.9 percent annual
rate. This reflects both the extra resources devoted to
schooling in this period, and the fact that such re-
sources have been increasing in economic value. R&D

Table 13-6. TRENDS IN NATIONAL WEALTH

(Average Annual Rates in Percent)

1960-06 | 1960-1973 | 1973-1995 | 1995-2006
REAI GDP ..ottt 34 4.3 2.8 33
National Wealth .............. 3.7 45 3.1 41
Private Physical Wealth ..........ccccocveueinnnes 3.6 3.9 2.7 5.0
Nonresidential Plant and Equipment ..... 3.3 41 3.1 29
Residential Structures ..........c.ccoeeneunen. 3.7 4.0 3.1 4.6
Consumer Durables ....... 3.1 3.6 3.2 25
Public Physical Wealth ... 2.6 2.8 1.6 42
Net Education 4.6 5.9 4.1 39
Net R&D ......... 5.2 8.6 39 39
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TABLE 13-7. ECONOMIC AND SOCIAL INDICATORS

Calendar Years 1960 1970 1980 1990 1995 2000 2004 2005 2006
Economic:
Living Standards:
Real GDP per person (2000 dollars) (a) ......cccceurerererererevenenne 13,840 18,392 22,666 28,429 30,128 34,759 36,415 37,241 38,136
average annual percent change (5-year trend) .........cc..... 0.6 2.3 2.6 2.3 1.2 2.9 1.4 1.4 1.9
Real Disposable Personal Income Per Capita ........cocoveerienienenne 9,735 13,563 16,940 21,281 22,153 25,472 27,254 27,318 27,761
average annual percent change (5-year trend) .........cc..... 1.2 3.2 21 1.8 0.8 2.8 21 1.4 1.6
Median Income: All Households (2005 dollars) ...........c.cocceenes N/A 38,026 39,739 43,366 43,346 47,599 45,817 46,326 N/A
average annual percent change (5-year trend) .........c.c..... N/A N/A 1.0 1.2 0.0 1.9 -0.8 -0.5 N/A
Income Share of Lower 60% of All Households .............c.c....... 31.8 32.3 31.2 29.3 28.0 27.3 26.8 26.6 N/A
Poverty Rate (%) (b) 22.2 12.6 13.0 135 13.8 113 12.7 12.6 N/A
Economic Security:
Civilian Unemployment (%) 55 4.9 7.1 55 5.6 4.0 55 5.1 4.6
CPI-U (% Change) s 1.7 5.7 135 5.4 28 34 27 34 32
Payroll Employment Increase (m|II|ons) (c) ................................ -04 -0.4 0.3 0.3 2.2 1.9 2.1 2.6 2.0
Managerial or Professional Jobs (% of civilian employment) ... N/A N/A N/A 29.2 32.0 33.8 34.9 34.7 34.9
Wealth Creation:
Net National Saving Rate (% of GDP) (d) ....cccovvvreerreeneereinennes 10.6 8.3 74 4.4 44 5.9 0.9 0.1 2.0
Innovation:
Patents Issued to U.S. Residents (thousands) (€) ........c.ceeeenae 42.3 50.6 4.7 56.1 64.5 97.0 94.1 82.6 N/A
Multifactor Productivity (average 5 year percent change) ......... 0.8 0.8 0.8 0.6 0.6 1.2 1.7 N/A N/A
Nonfarm Output per Hour (average 5 year percent change) .... 1.8 2.1 1.1 1.6 15 25 3.2 3.1 3.0
Environment:
Air Quality:
Nitrogen Oxide Emissions (millions of tons) .........cccveuninnee 18 27 27 26 25 23 20 19 N/A
Sulfur Dioxide Emissions (millions of toNS) .........ccoocerecerenen: 22 31 26 23 19 16 15 15 N/A
Carbon Monoxide (millions of t0NS) .......ccvveeeereenerrcrineireninens N/A 197 178 144 120 102 N/A 89 N/A
Lead Emissions (thousands of tONS) .........cccovermrneeneeneinienns N/A 221 74 5 4 3 3 3 N/A
Water Quality:
Population Served by Secondary Treatment or Better (mils) N/A 85 N/A 162 174 179 N/A N/A N/A
Social:
Families:
Children Living with Mother Only (% of all children) ............ 9.2 11.6 18.6 216 24.0 22.3 237 234 N/A
Safe Communities:
Violent Crime Rate (per 100,000 population) (f) 160.0 364.0 597.0 729.6 684.5 506.5 463.2 469.2 4822
Murder Rate (per 100,000 population) (g) ... 5.1 7.8 10.2 9.4 8.2 55 55 5.6 5.6
Murders (per 100,000 Persons Age 14 t0 17) ...ccccovevrvvvrenns N/A N/A 5.9 9.8 11.0 48 4.6 N/A N/A
Health:
Infant Mortality (per 1000 Live Births) (@) ......coccerrerereermceenenns 26.0 20.0 12.6 9.2 7.6 6.9 6.8 6.8 6.7
Low Birthweight [<2,500 gms] Babies (%) (g) .. 7.7 7.9 6.8 7.0 7.3 7.6 8.1 8.2 N/A
Life Expectancy at birth (years) ......ocoreeerenen. 69.7 70.8 73.7 75.4 75.8 77.0 77.9 N/A N/A
Cigarette Smokers (% population 18 and older) N/A 39.2 33.0 25.3 24.6 23.1 20.8 20.9 N/A
Overweight (% population 20-74 with Body-Mass Index)2.5) 445 475 47.2 54.6 60.7 65.0 66.2 N/A N/A
Learning:
High School Graduates (% of population 25 and older) ....... 44.6 55.2 68.6 716 81.7 84.1 85.2 85.2 N/A
College Graduates (% of population 25 and older) .............. 8.4 11.0 17.0 213 23.0 25.6 277 27.6 N/A
National Assessment of Educational Progress (h)
Reading 17-year 0lds ..........ccouveveenermremneeseemecreseesenenns N/A N/A 285.0 290.0 288.0 287.4 285.0 N/A N/A
Mathematics 17-year olds .... N/A N/A 299.0 305.0 306.5 307.8 307.0 N/A N/A
Participation:
Individual Charitable Giving per Capita (2000 dollars) .......... 281 381 373 465 449 692 639 N/A N/A
(DY €lECHON YEAT) ..cvoererceeceieteeeeriee et (1960) (1972) (1980) (1984) (1988) (1992) (1996) (2000) (2004)
Voting for President (% eligible population) .........c.cccccrveuneen. 62.8 55.1 52.8 53.3 50.3 55.2 49.0 50.3 55.5

Forecast data are used for the fourth quarter of 2006.

2006 through Q3 only.

(a
(b
(c
(d
ge Preliminary data for 2005.
(g

(h

Data for some years are interpoated.

Provisional data for 2005-2006; data for 2006 through April.

stocks have also grown at an average rate of 3.9 percent

per year since 1995.

)
) The poverty rate does not reflect noncash government transfers such as Medicaid or food stamps.
) The data for 2005-2006 reflect the expected 810,000 benchmark revision scheduled for February 2007.

)
)
) Not all crimes are reported, and the fraction that go unreported may have varied over time, preliminary data for 2006.
)
)

Other Federal Influences on Economic Growth

Federal investment decisions, as reflected in Table
13-5, obviously are important, but the Federal Govern-
ment also affects wealth in ways that cannot be easily
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captured in a formal presentation. The Federal Re-
serve’s monetary policy affects the rate and direction
of capital formation in the short run, and Federal regu-
latory and tax policies also affect how capital is in-
vested, as do the Federal Government’s credit and in-
surance policies.

Social Indicators

There are certain broad responsibilities that are
unique to the Federal Government. Especially impor-
tant are preserving national security, fostering healthy
economic conditions including sound economic growth,
promoting health and social welfare, and protecting the
environment. Table 13—7 offers a rough cut of informa-
tion that can be useful in assessing how well the Fed-
eral Government has been doing in promoting the do-
mestic portion of these general objectives.

The indicators shown in Table 13-7 are only a subset
drawn from the vast array of available data on condi-
tions in the United States. In choosing indicators for
this table, priority was given to measures that were
consistently available over an extended period. Such
indicators make it easier to draw valid comparisons
and evaluate trends. In some cases, however, this
meant choosing indicators with significant limitations.

The individual measures in this table are influenced
to varying degrees by many Government policies and
programs, as well as by external factors beyond the
Government’s control. They do not measure the out-
comes of Government policies, because they generally
do not show the direct results of Government activities,
but they do provide a quantitative measure of the
progress or lack of progress toward some of the ultimate
values that Government policy is intended to promote.

Such a table can serve two functions. First, it high-
lights areas where the Federal Government might need
to modify its current practices or consider new ap-
proaches. Where there are clear signs of deteriorating
conditions, corrective action might be appropriate. Sec-
ond, the table provides a context for evaluating other
data on Government activities. For example, Govern-
ment actions that weaken its own financial position
may be appropriate when they promote a broader social
objective. The Government cannot avoid making such
trade-offs because of its size and the broad ranging
effects of its actions. Monitoring these effects and incor-
porating them in the Government’s policy making is
a major challenge.

Some of the trends in these indicators turned around
in the 1990s. The improvement in economic conditions
beginning around 1995 has been widely noted, and
there have also been some social improvements. Per-
haps, most notable has been the turnaround in the
crime rate. After reaching a peak in the early 1990s,
violent crime fell by a third. The turnaround has been
especially dramatic in the murder rate, which has been
lower since 1998 than at any time since the 1960s,
although the last two years have seen an uptick in
murders. The 2001 recession had a negative effect on
some of these indicators: unemployment rose and real
GDP growth declined, but as the economy recovered
much of the improvement shown in Table 13-7 was
preserved. Indeed, productivity growth, the best indi-
cator of future changes in the standard of living, accel-
erated and has grown at a faster average rate since
2001 than at any comparable period since the 1960s.

TECHNICAL NOTE: SOURCES OF DATA AND METHODS OF ESTIMATING

Long-Range Budget Projections

The long-range budget projections are based on demo-
graphic and economic assumptions. A simplified model
of the Federal budget, developed at OMB, is used to
compute the budgetary implications of these assump-
tions.

Demographic and Economic Assumptions: For the
years 2007-2017, the assumptions are drawn from the
Administration’s economic projections used for the
budget. These budget assumptions reflect the Presi-
dent’s policy proposals. The economic assumptions are
extended beyond this interval by holding constant infla-
tion, interest rates, and unemployment at the levels
assumed in the final year of the budget forecast. Popu-
lation growth and labor force growth are extended using
the intermediate assumptions from the 2006 Social Se-
curity trustees’ report. The projected rate of growth
for real GDP is built up from the labor force assump-
tions and an assumed rate of productivity growth. Pro-
ductivity growth is held constant at the average rate
of growth in the budget’s economic assumptions.

¢ CPI inflation holds stable at 2.3 percent per year;
the unemployment rate is constant at 4.8 percent;
and the yield on 10-year Treasury notes is steady
at 5.3 percent.

e Real GDP per hour, a measure of productivity,
grows at the same average rate as in the Adminis-
tration’s medium-term projections—2.3 percent
per year.

e Consistent with the demographic assumptions in
the trustees’ reports, U.S. population growth slows
from around 1 percent per year to about half that
rate by 2030, and slower rates of growth beyond
that point. Annual population growth is only 0.3
percent at the end of the projection period in 2080.

e Real GDP growth declines over time because of
the slowdown in population growth and the in-
crease in the population over age 65, who supply
less work effort than younger people do. Histori-
cally, real GDP has grown at an average yearly
rate of 3.4 percent. In these projections, average
real GDP growth eventually declines to around
2.6 percent per year.
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The economic and demographic projections described
above are set by assumption and do not automatically
change in response to changes in the budget outlook.
This is unrealistic, but it simplifies comparisons of al-
ternative policies.

Budget Projections: For the period through 2012, re-
ceipts follow the budget’s policy projections. After 2012,
receipts are assumed to return gradually to their share
of GDP over the last 40 years, 18.3 percent, and to
remain at that lower share over the long run. Discre-
tionary spending follows the growth policies in the
Budget over the next ten years and grows at the rate
of growth in nominal GDP afterwards. Other spending
also aligns with the Budget through the budget horizon,
except that the Social Security program does not in-
clude the proposal to incorporate personal accounts in
the program. Long-run Social Security spending is pro-
jected by the Social Security actuaries using this Chap-
ter’s long-range assumptions. Medicare benefits are pro-
jected based on the estimates in the 2006 Medicare
trustees’ report, adjusted for differences in the assumed
inflation rate and the growth rate in real GDP per
capita, and further adjusted for the estimated long-
run effects of the Administration’s policy proposals.
Federal pensions are derived from the most recent actu-
arial forecasts available at the time the budget is pre-
pared, repriced using Adminstration inflation assump-
tions. Medicaid outlays are based on the economic and
demographic projections in the model. Other entitle-
ment programs are projected based on rules of thumb
linking program spending to elements of the economic
and demographic projections such as the poverty rate.

Federally Owned Assets and Liabilities

Financial Assets: The principal source of data is the
Federal Reserve Board’s Flow-of-Funds Accounts.

Fixed Reproducible Capital: Estimates were devel-
oped from the OMB historical data base for physical
capital outlays and software purchases. The data base
extends back to 1940 and was supplemented by data
from other selected sources for 1915-1939. The source
data are in current dollars. To estimate investment
flows in constant dollars, it was necessary to deflate
the nominal investment series. This was done using
chained price indexes for Federal investment from the
National Income and Product Accounts. The resulting
capital stocks were aggregated into nine categories and
depreciated using geometric rates roughly following
those used by the Bureau of Economic Analysis in its
estimates of physical capital stocks.

Fixed Nonreproducible Capital: Historical estimates
for 1960-1985 were based on estimates in Michael J.
Boskin, Marc S. Robinson, and Alan M. Huber, “Gov-
ernment Saving, Capital Formation and Wealth in the
United States, 1947-1985,” published in The Measure-
ment of Saving, Investment, and Wealth , edited by
Robert E. Lipsey and Helen Stone Tice (The University
of Chicago Press, 1989). Estimates were updated using
changes in the value of private land from the Flow-
of-Funds Balance Sheets and from the Agriculture De-

partment for farm land; the value of Federal oil depos-
its was extrapolated using the Producer Price Index
for Crude Energy Materials.

Debt Held by the Public: Treasury data.

Insurance and Guarantee Liabilities: Sources of data
are the OMB Pension Guarantee Model and OMB esti-
mates based on program data. Historical data on liabil-
ities for deposit insurance were also drawn from CBO’s
study, The Economic Effects of the Savings and Loan
Crisis, issued January 1992.

Pension and Post-Employment Health Liabilities: The
accrued liabilities for Federal retiree pensions and re-
tiree health insurance along with the liability for Vet-
erans disability compensation were derived from the
Financial Report of the United States Government (and
the Consolidated Financial Statement for some earlier
years). Prior to 1976, the values were extrapolated.

Other Liabilities: The source of data for trade
payables and miscellaneous liabilities is the Federal
Reserve’s Flow-of-Funds Accounts. The Financial Re-
port of the United States Government was the source
for benefits due and payable.

Environmental Liabilities: The source of data for en-
vironmental liabilities was the Financial Report of the
United States Government for 2006 and previous years.
Prior to 1994, the estimates were extrapolated assum-
ing a constant ratio to GDP.

National Balance Sheet

Publicly Owned Physical Assets: Basic sources of data
for the federally owned or financed stocks of capital
are the Federal investment flows described in Chapter
6. Federal grants for State and local government capital
are added, together with adjustments for inflation and
depreciation in the same way as described above for
direct Federal investment. Data for total State and local
government capital come from the revised capital stock
data prepared by the Bureau of Economic Analysis ex-
trapolated for 2006.

Privately Owned Physical Assets: Data are from the
Flow-of-Funds national balance sheets and from the pri-
vate net capital stock estimates prepared by the Bureau
of Economic Analysis extrapolated for 2006 using in-
vestment data from the National Income and Product
Accounts.

Education Capital: The stock of education capital is
computed by valuing the cost of replacing the total
years of education embodied in the U.S. population 15
years of age and older at the current cost of providing
schooling. The estimated cost includes both direct ex-
penditures in the private and public sectors and an
estimate of students’ forgone earnings, i.e., it reflects
the opportunity cost of education. Estimates of students’
forgone earnings are based on the minimum wage for
high-school students and year-round, full-time earnings
of 18-24 year olds for college students. These year-
round earnings are reduced by 25 percent because stu-
dents are usually out of school three months of the
year. Yearly earnings by age and educational attain-
ment are from the Bureau of the Census.
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For this presentation, Federal investment in edu-
cation capital is a portion of the Federal outlays in-
cluded in the conduct of education and training. This
portion includes direct Federal outlays and grants for
elementary, secondary, and vocational education and
for higher education. The data exclude Federal outlays
for physical capital at educational institutions because
these outlays are classified elsewhere as investment
in physical capital. The data also exclude outlays under
the GI Bill; outlays for graduate and post-graduate edu-
cation spending in HHS, Defense and Agriculture; and
most outlays for vocational training. The Federal share
of the total education stock in each year is estimated
by averaging the prior years’ shares of Federal edu-
cation outlays in total education costs.

Data on investment in education financed from other
sources come from educational institution reports on
the sources of their funds, published in U.S. Depart-
ment of Education, Digest of Education Statistics.
Nominal expenditures were deflated by the implicit
price deflator for GDP to convert them to constant dol-
lar values. Education capital is assumed not to depre-
ciate, but to be retired when a person dies. An edu-
cation capital stock computed using this method with
different source data can be found in Walter McMahon,
“Relative Returns to Human and Physical Capital in
the U.S. and Efficient Investment Strategies,” Econom-
ics of Education Review, Vol. 10, No. 4, 1991. The meth-
od is described in detail in Walter McMahon, Invest-
ment in Higher Education, Lexington Books , 1974.

Research and Development Capital: The stock of R&D
capital financed by the Federal Government was devel-
oped from a data base that measures the conduct of
R&D. The data exclude Federal outlays for physical
capital used in R&D because such outlays are classified
elsewhere as investment in federally financed physical
capital. Nominal outlays were deflated using the GDP
deflator to convert them to constant dollar values.

Federally funded capital stock estimates were pre-
pared using the perpetual inventory method in which
annual investment flows are cumulated to arrive at
a capital stock. This stock was adjusted for depreciation
by assuming an annual rate of depreciation of 10 per-

cent on the estimated stock of applied research and
development. Basic research is assumed not to depre-
ciate. These are the same assumptions used in a study
published by the Bureau of Labor Statistics estimating
the R&D stocks financed by private industry (U.S. De-
partment of Labor, Bureau of Labor Statistics, “The
Impact of Research and Development on Productivity
Growth,” Bulletin 2331, September 1989). Chapter 6
of this volume contains additional details on the esti-
mates of the total federally financed R&D stock, as
well as its national defense and nondefense compo-
nents.

A similar method was used to estimate the stock
of R&D capital financed from sources other than the
Federal Government. The component financed by uni-
versities, colleges, and other nonprofit organizations is
estimated based on data from the National Science
Foundation, Surveys of Science Resources. The indus-
try-financed R&D stock component is estimated from
that source and from the U.S. Department of Labor,
“The Impact of Research and Development on Produc-
tivity Growth,” Bulletin 2331, September 1989.

Experimental estimates of R&D capital stocks have
been prepared by BEA. The results are described in
“A Satellite Account for Research and Development,”
Survey of Current Business, November 1994. These
BEA estimates are lower than those presented here
primarily because BEA assumes that the stock of basic
research depreciates, while the estimates in Table 13-4
assume that basic research does not depreciate. BEA
also assumed a slightly higher rate of depreciation for
applied research and development, 11 percent, com-
pared with the 10 percent rate used here.

Sources of Data and Assumptions for
Estimating Social Indicators

The main sources for the data in this table are the
Government statistical agencies. The data are all pub-
licly available, and can be found in such general sources
as the annual Economic Report of the President and
the Statistical Abstract of the United States, or from
the respective agencies’ web sites.
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The National Income and Product Accounts (NIPAs)
are an integrated set of measures of aggregate U.S.
economic activity that are prepared by the Department
of Commerce. Because the NIPAs include Federal trans-
actions and are widely used in economic analysis, it
is important to show the NIPAs’ distinctive presen-
tation of Federal transactions and contrast it with that
of the budget.

One of the main purposes of the NIPAs is to measure
the Nation’s total production of goods and services,
known as gross domestic product (GDP), and the in-
comes generated in its production. GDP is a measure
of the Nation’s final output, which excludes inter-
mediate product to avoid double counting. Both govern-
ment consumption expenditures and government gross
investment—State and local as well as Federal—are
included in GDP as part of final output, together with
personal consumption expenditures, gross private do-
mestic investment, and net exports of goods and serv-
ices (exports minus imports).

Other government expenditures—social benefits,
grants to State and local governments, subsidies, and
interest payments—are not purchases of final output
and as such are not included in GDP; however, these
transactions are recorded in the NIPA government cur-
rent receipts and expenditures account, together with
government consumption expenditures (which includes
depreciation on government gross investment).

Federal transactions are included in the NIPAs as
part of the government sector.! The Federal subsector
is designed to measure certain important economic ef-
fects of Federal transactions in a way that is consistent
with the conceptual framework of the entire set of inte-
grated accounts. The NIPA Federal subsector is not
itself a budget, because it is not a financial plan for
proposing, determining, and controlling the fiscal activi-
ties of the Government. Also, it features current trans-
actions, whereas the budget includes transactions that
the NIPA current account omits from its current re-
ceipts and current expenditure totals as “capital trans-
fers.” NIPA concepts also differ in many other ways
from budget concepts, and therefore the NIPA presen-
tation of Federal finances is significantly different from
that of the budget.

Differences Between the NIPAs and the Budget

Federal transactions in the NIPAs are measured ac-
cording to NIPA accounting concepts in order to be
compatible with the purposes of the NIPAs and other
transactions recorded in the NIPAs. As a result they
differ from the budget in netting and grossing, timing,
and coverage. These differences cause current receipts

1The other subsector of the NIPA government sector is a single set of transactions for
all U.S. State and local units of government, treated as a consolidated entity.

and expenditures in the NIPAs to differ from total re-
ceipts and outlays in the budget, albeit by relatively
small amounts.2 Differences in timing and coverage also
cause the NIPA net Federal Government saving to dif-
fer from the budget surplus or deficit. Netting and
grossing differences have equal effects on receipts and
expenditures and thus have no effect on net Govern-
ment saving. Besides these differences, the NIPAs com-
bine transactions into different categories from those
used in the budget.

Netting and grossing differences arise when the budg-
et records certain transactions as offsets to outlays,
while they are recorded as current receipts in the
NIPAs (or vice versa). The budget treats all income
that comes to the Government due to its sovereign pow-
ers—mainly, but not exclusively, taxes—as govern-
mental receipts. The budget offsets against outlays any
income that arises from voluntary business-type trans-
actions with the public. The NIPAs often follow this
concept as well, and income to Government revolving
accounts (such as the Government Printing Office) is
offset against their expenditures. However, the NIPAs
have a narrower definition of “business-type trans-
actions” than does the budget. Two classes of receipts,
rents and royalties, and some regulatory or inspection
fees, both of which are classified as offsets to outlays
in the budget, are recorded in the NIPAs as Govern-
ment receipts (income receipts on assets and current
transfer receipts, respectively). The NIPAs include
Medicare premiums as Government receipts, while the
budget classifies them as business-type transactions
(offsetting receipts). In addition, the NIPAs treat the
net surplus of Government enterprises as a component
of current receipts.

In the budget, any intragovernmental income paid
from one account to another is offset against outlays
rather than being recorded as a receipt so that total
outlays and receipts measure transactions with the
public. Government contributions for Federal employee
social insurance (such as Social Security) is an example:
the budget offsets these payments against outlays. In
contrast, the NIPAs treat the Federal Government like
any other employer and show contributions for Federal
employee social insurance as expenditures by the em-
ploying agencies and as governmental (rather than off-
setting) receipts. The NIPAs also impute certain trans-
actions that are not explicit in the budget. For example,
unemployment benefits for Federal employees are fi-
nanced by direct appropriations rather than social in-
surance contributions. The NIPAs impute social insur-
ance contributions by employing agencies to finance

20ver the period 1994-2006, NIPA current expenditures averaged 3.8 percent higher
than budget outlays, while NIPA current receipts averaged 2.4 percent higher than budget
receipts.
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these benefits—again, treating the Federal Government
like any other employer.

Timing differences for receipts occur because the
NIPAs generally record personal taxes and social insur-
ance contributions when they are paid and business
taxes when they accrue, while the budget generally
records all receipts when they are received. Thus the
NIPAs attribute corporations’ final settlement pay-
ments back to the quarter(s) in which the profits that
gave rise to the tax liability occurred. The delay be-
tween accrual of liability and Treasury receipt of pay-
ment can result in significant timing differences be-
tween NIPA and budget measures of receipts for any
given accounting period.

Timing differences also occur for expenditures. When
the first day of a month falls on a weekend or holiday,
monthly benefit checks normally mailed on the first
day of the month may be mailed out a day or two
earlier; the budget then reflects two payments in one
month and none the next. As a result, the budget totals
occasionally reflect 13 monthly payments in one year
and only 11 the next. NIPA expenditure figures always
reflect 12 benefit payments per year, giving rise to a
timing difference compared to the budget.

Coverage differences also differentiate the budget and
the NIPAs. A coverage difference arises on the expendi-
ture side because of the NIPA treatment of Government
investment. The budget includes outlays for Federal
investments as they are paid, while the NIPA Federal
current account instead excludes current investments
but includes a depreciation charge on past investments
(“consumption of general government fixed capital”) as
part of “current expenditures.” The inclusion of depre-
ciation on fixed capital (structures, equipment and soft-
ware) in current expenditures is a proxy for the services
that capital renders; i.e., for its contribution to Govern-
ment output of public services.

Certain items in the budget are excluded from the
NIPA Federal current account because they are capital
transfers that are related to the acquisition or sale
of assets, and not related to current consumption or
income. Examples include Federal investment grants
to State and local governments, investment subsidies
to business, lump sum payments to amortize the un-
funded liability of the Uniformed Services Retiree
Health Care Fund, and forgiveness of debt owed by
foreign governments. Likewise, estate and gift taxes,
included in budget receipts, are excluded from NIPA
current receipts as being capital transfers. They also
exclude the proceeds from the sales of nonproduced as-
sets such as land. Bonuses paid on Outer Continental
Shelf oil leases and proceeds from broadcast spectrum
auctions are shown as offsetting receipts in the budget
and are deducted from budget outlays. In the NIPAs

these transactions are excluded from the Federal cur-
rent account as an exchange of assets with no current
production involved. Also unlike the budget, the NIPAs
exclude transactions with U.S. territories.

The treatment of Government pension plan income
and outgo creates a coverage difference. Whereas the
budget treats employee payments to these pension
plans as governmental receipts, and employer contribu-
tions by agencies as offsets to outlays because they
are intragovernmental, the NIPAs treat both of these
components of employee compensation as personal in-
come, in the same way as it treats contributions to
pension plans in the private (household) sector. Like-
wise, the budget records a Government check to a re-
tired Government employee as an outlay, but under
NIPA concepts, no Government expenditure occurs at
that time; the payment is treated (like private pension
payments) as a transfer of income within the household
sector.

Financial transactions such as loan disbursements,
loan repayments, loan asset sales, and loan guarantees
are excluded from the NIPAs on the grounds that such
transactions simply involve an exchange of assets rath-
er than current production, income, or consumption.
In contrast, under the Federal Credit Reform Act of
1990, the budget records the estimated subsidy cost
of the direct loan or loan guarantee as an outlay when
the loan is disbursed. The cash flows with the public
are recorded in nonbudgetary accounts as a means of
financing the budget rather than as budgetary trans-
actions themselves. This treatment recognizes that part
of a Federal direct loan is an exchange of assets with
equal value but part is a subsidy to the borrower. It
also recognizes the subsidy normally granted by loan
guarantees. In the NIPAs, neither the subsidies nor
the loan transactions are included. However, the
NIPAs, like the budget, include all interest transactions
with the public, including interest received by and paid
to the loan financing accounts; and both the NIPAs
and the budget include administrative costs of credit
program operations.

Deposit insurance outlays for resolving failed banks
and thrift institutions are similarly excluded from the
NIPAs on the grounds that there are no offsetting cur-
rent income flows from these transactions. In 1991, this
exclusion was the largest difference between the NIPAs
and the budget and made NIPA net Government saving
a significantly smaller negative number than the budg-
et deficit that year. In subsequent years, as assets ac-
quired from failed financial institutions were sold, these
collections tended to make the budget deficit a smaller
negative figure than NIPA net Federal Government
saving.
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Table 14-1. FEDERAL TRANSACTIONS IN THE NATIONAL INCOME AND PRODUCT ACCOUNTS, 1997-2008
(In billions of dollars)
Actual Estimate
Description
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
CURRENT RECEIPTS
Current tax receipts 10102 | 11059 | 11652 | 1305.6| 12669 | 1089.7| 10659 | 11189| 13239| 15272 1639.9| 1708.9
Personal current taxes ... 729.0 814.1 868.5 987.4 993.8 851.1 781.7 787.2 909.0 | 1028.6| 1151.6| 1231.6
Taxes on production and imports ...........c.cceeene. 772 80.7 825 87.8 86.4 86.4 89.1 93.1 99.7 106.0 102.5 108.1
Taxes on corporate income ........ 198.9 205.9 207.9 2235 179.5 144.7 186.8 229.4 304.3 381.6 3745 357.8
Taxes from the rest of the world 5.1 5.2 6.2 6.8 7.1 7.4 8.3 9.2 11.0 11.0 11.3 11.3
Contributions for government social insurance ... 565.5 604.4 642.2 687.8 713.8 729.6 749.9 788.0 849.9 890.1 944.6 995.6
Income receipts on assets 26.7 22.3 20.9 243 26.4 213 214 224 23.7 248 25.0 26.2
Current transfer receipts .......... 23.8 21.0 218 24.9 26.5 25.5 247 26.9 6.4 35.1 33.3 38.2
Current surplus of government enterprises ........... 0.2 0.0 0.3 -1.3 -6.5 -1.1 25 0.2 -5.3 -3.6 -2.0 -1.6
Total current receipts ...........cccccovvevennnn. 1626.4 | 17535 | 1850.3 | 2041.2| 2027.1| 1865.0| 1864.4| 1956.4| 2198.6| 2473.6| 26409 | 27674
CURRENT EXPENDITURES
Consumption expenditures 454.6 452.9 469.5 496.0 519.7 575.5 648.0 707.2 758.0 803.3 865.7 906.9
Defense .......ccooevvninnee 304.4 301.3 307.2 321.2 335.7 368.4 4245 470.9 508.8 532.8 579.1 617.2
Nondefense .............. 150.2 151.6 162.3 174.8 184.0 2071 2235 236.3 2492 270.5 286.6 289.7
Current transfer payments ... 908.2 940.3 9764 | 10232 | 1108.0| 1216.6| 13089 | 1379.6| 14625| 15431 | 1655.1 | 1721.1
Government social benefits 700.0 716.4 733.0 762.7 823.6 900.9 956.3| 1007.4| 1072.0| 1151.4| 12449 | 1306.1
Grants-in-aid to State and local governments .. 194.1 209.9 22717 2441 268.2 296.7 329.3 347.6 359.5 361.4 373.9 377.2
Other transfers to the rest of the world ... 14.2 14.0 15.7 16.4 16.3 19.0 23.2 245 31.0 304 36.4 37.8
Interest payments 299.4 299.7 285.9 283.3 267.9 234.9 214.6 216.6 242.3 286.7 306.2 331.9
SubSidies ........coocreerrrerennnn: 31.3 33.6 36.1 49.6 53.7 37.9 46.1 435 53.6 54.4 47.3 46.3
Wage disbursements 185 aCCTUalS ..........couevvines [rorirvnnineins| s e [ [ [ e | e[ [ [ e [
Total current expenditures ..................... 16935 | 17265 | 1767.9| 1852.0 | 1949.3| 2064.9 | 2217.6| 23469 | 2516.3| 2687.5| 2874.3| 3006.2
Net Federal Government saving ............ —67.1 27.0 82.4 189.2 778 | -1999| -3532| -3905| -317.7| -2139| -2334| -2389
ADDENDUM: TOTAL RECEIPTS AND
EXPENDITURES
Current receipts 1626.4 | 17535| 1850.3 | 2041.2| 2027.1| 1865.0| 1864.4| 1956.4 | 2198.6| 2473.6| 26409 | 2767.4
Capital transfer receipts 19.7 23.9 27.6 28.8 28.2 26.4 217 247 245 277 25.0 25.5
Total receipts 1646.1 | 1777.4| 18779 | 2070.1 | 20553 | 1891.3| 1886.1| 1981.1| 2223.1| 2501.3| 2666.0 | 2792.8
Current expenditures 16935 | 17265 | 1767.9| 1852.0| 1949.3| 2064.9 | 2217.6| 23469 | 2516.3| 2687.5| 2874.3| 3006.2
Net investment:
Gross government investment:
Defense .....cccccvuvenenee 445 45.4 46.5 48.5 49.9 54.5 59.0 65.0 .7 76.9 86.7 79.1
Nondefense 28.5 29.7 31.9 32.2 30.3 32.6 33.3 334 36.0 37.0 38.0 40.0
Less: Consumption of fixed capital:
Defense 60.6 59.8 59.7 60.2 60.3 60.4 61.4 63.4 67.2 70.8 74.2 77.2
Nondefense ......... 21.8 22.9 245 26.5 217 28.2 28.7 29.3 30.7 325 324 335
Capital transfer payments ........ 29.0 28.2 31.3 39.3 39.8 443 62.0 62.9 66.0 69.4 77.8 774
Net purchases of nonproduced assets .................. -11.0 -5.3 -17 -0.3 -0.9 0.3 0.1 0.1 -0.9 0.0 -13.7 -133
Total expenditures ..........cccccovevnniinennnn. 1702.3 | 1741.8| 1791.8| 1885.1 | 1980.3| 2108.0| 2281.9| 24156 2591.2| 2767.6| 2956.5| 3079.0
Net lending or net borrowing (-) .......... -56.2 35.7 86.1 185.0 750 | -216.7| -3958| -4345| -3681| -2662| -290.6| -286.1

$50 million or less.

Federal Sector Current Receipts

Table 14-1 shows Federal current receipts in the five
major categories and four of the subcategories used in
the NIPAs, which are similar to the budget categories
but with significant differences.

Current tax receipts is the largest category of current
receipts, and its personal current taxes subcategory—
composed primarily of the individual income tax—is the
largest single subcategory. The NIPAs’ taxes on cor-

porate income subcategory differs in classification from
the corresponding budget category primarily because
the NIPAs include the deposit of earnings of the Fed-
eral Reserve System as corporate income taxes, while
the budget treats these collections as miscellaneous re-
ceipts. (The timing difference between the NIPAs and
the budget is especially large for corporate receipts.)
The taxes on production and imports subcategory is
composed of excise taxes and customs duties.
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Contributions for Government social insurance is the
second largest category of current receipts. It differs
from the corresponding budget category primarily be-
cause: (1) the NIPAs include Federal employer contribu-
tions for social insurance as a governmental receipt,
while the budget offsets these contributions against out-
lays as undistributed offsetting receipts; (2) the NIPAs
include premiums for Parts B and D of Medicare as
governmental receipts, while the budget nets them
against outlays; (3) the NIPAs treat Government em-
ployee contributions to their pension plans as a transfer
of personal income within the household sector (as if
the pension system were private), while the budget in-
cludes them in governmental receipts; and (4) the
NIPAs impute employer contributions for Federal em-
ployees’ unemployment insurance and workers’ com-
pensation.

The income receipts on assets category consists main-
ly of interest payments received on Government direct
loans (such as student loans) and rents and royalties
on Outer Continental Shelf oil leases. The current
transfer receipts category consists primarily of deposit
insurance premiums, fees, fines and other receipts from
both individuals and businesses, less insurance settle-
ments from the National Flood Insurance Program—
virtually all of which are netted against outlays in the
budget. The current surplus (or deficit) of Government
enterprises category is the profit or loss of “Government
enterprises,” such as the Postal Service, which are busi-
ness-type operations of Government that usually appear
in the budget as public enterprise revolving funds. De-
preciation (consumption of enterprise fixed capital) is
netted in calculating the current surplus of Government
enterprises.

Federal Sector Current Expenditures

Table 14-1 shows current expenditures in five major
NIPA categories and five subcategories, which are also
very different from the budget categories.

Government consumption expenditures are the goods
and services purchased by the Federal Government in
the current account, including compensation of employ-
ees and depreciation. Gross investment (shown among
the addendum items in Table 14-1) is thus excluded
from current expenditures in computing net Govern-
ment saving on a NIPA basis, whereas depreciation—
charges on federally-owned fixed capital—(“consump-
tion of general government fixed capital”) is included.
The NIPAs treat State and local investment and capital
consumption in the same way—regardless of the extent
to which it is financed with Federal aid (capital transfer
payments) or from State and local own-source receipts.

Although gross investment is not included in Govern-
ment current expenditures, both Government gross in-
vestment and current consumption expenditures (in-
cluding depreciation) are included in total GDP, which
makes the treatment of the government sector in the
NIPAs similar to that of the private sector. Investment
includes structures, equipment, and computer software.

Current transfer payments is the largest expenditure
category. Transfer payments for Government social ben-
efits consist mainly of income security and health pro-
grams, such as Social Security and Medicare paid to
U.S. residents—and to retirees living outside the
United States. Payment of pension benefits to former
Government employees is not included, as explained
previously. Grants-in-aid to State and local govern-
ments help finance a range of programs, including in-
come security, Medicaid, and education (but capital
transfer payments for construction of highways, air-
ports, waste-water treatment plants, and mass transit
are excluded). “Current transfer payments to the rest
of the world (net)” consists mainly of grants to foreign
governments.

Interest payments is the interest paid by the Govern-
ment on its debt (excluding debt held by trust funds,
other than Federal employee pension plans; and other
Government accounts). Where the budget nets interest
received on loans against outlays, the NIPAs treat it
as current receipts.

Subsidies consist of subsidy payments for resident
businesses (excluding subsidies for investment). NIPA
subsidies do not include the imputed credit subsidies
estimated as budget outlays under credit reform. Rath-
er, as explained previously loans and guarantees are
categorized as financial transactions and are excluded
from the NIPAs except for associated interest and fees.

Wage disbursements less accruals is an adjustment
that is necessary to the extent that the wages paid
in a period differ from the amount earned in the period.

Differences in the Estimates

Since the introduction of the unified budget in Janu-
ary 1968, NIPA current receipts have been greater than
budget receipts in most years. This is due principally
to grossing differences and the fact that estate and
gift taxes, which the NIPAs exclude as capital transfers,
roughly matched Medicare premiums, which the NIPAs
include as a governmental receipt but the budget treats
as an offsetting receipt. (In the budget, offsetting re-
ceipts are netted against the outlay total and not in-
cluded in the governmental receipts total.) Since 1986,
NIPA current expenditures have usually been higher
than budget outlays (from which the Medicare pre-
miums and employer retirement contributions are net-
ted out as offsetting receipts), despite the omission from
NIPA expenditures of capital transfer grants and pen-
sion benefit payments to former Government employ-
ees.

Two components of budget outlays, however, are
sometimes sufficiently large in combination to exceed
the netting and grossing adjustments. These are finan-
cial transactions and net investment (the difference be-
tween gross investment and depreciation). Large out-
lays associated with resolving the failed savings and
loan associations and banks in 1990 and 1991 caused
those year’s budget outlays to exceed NIPA current ex-
penditures. With the change in budgetary treatment
of direct loans in 1992 under credit reform, one type
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Table 14-2. RELATIONSHIP OF THE BUDGET TO THE FEDERAL SECTOR, NIPA’s
Actual Estimate
Description
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
RECEIPTS

Budget receipts ......c.overreeereerieerneeeneriseeienns 1579.4 | 17220 | 1827.6| 20255| 1991.4| 18534 | 17825| 1880.3| 21539 | 2407.3| 2540.1| 2662.5

Contributions to government employee retire-
ment plans 4.4 -4.3 -4.5 -4.8 4.7 -4.6 -4.6 -4.6 -4.5 4.4 -4.7 -4.7
Capital transfers received .........ccoveerevvencnnnes -19.7 -23.9 -27.6 -28.8 -28.2 -26.3 -21.7 -24.7 -24.5 -27.7 -25.0 -25.5
Other coverage differences .........cocevevveneeces -39 -5.8 -7.0 -8.0 -7.9 -89 -9.0 -10.1 -11.0 -12.2 -124 -13.1
Netting and grossing 69.5 64.5 65.7 70.6 69.9 77.0 85.1 88.4 70.7 112.7 121.7 133.7
Timing differenCes .......ccvceeevvmeeeerernerireesneeiens 5.5 1.1 -39 -132 6.7 -25.6 32.1 271 14.0 -2.0 21.2 14.4
NIPA current receipts ...........ccccomerrcenenenn. 1626.4 | 1753.5| 1850.3 | 2041.2| 2027.1| 1865.0| 1864.4| 1956.4| 2198.6| 2473.6| 2640.9| 2767.4

EXPENDITURES

Budget outlays ... 1601.3 | 1652.7 | 1702.0| 1789.2| 1863.2| 2011.2| 2160.1| 2293.0| 24722 | 26554 | 2784.3| 2901.9

Government employee retirement plan trans-
actions 31.6 31.3 32.1 31.7 315 337 33.1 335 39.4 424 44.4 47.4

Deposit insurance and other financial trans-
actions -6.4 -7.1 -6.1 -9.0 6.2 -6.7 2.1 -0.8 -0.8 -9.1 -19.2 -25.2
Capital transfer payments ................. -28.9 -28.2 -31.3 -35.1 -39.8 -44.1 -45.4 -46.4 —47.7 -51.2 -53.9 -55.8
Net purchases of nonproduced assets . 11.0 5.3 1.7 0.3 0.9 -0.3 -0.1 -0.1 0.7 0.0 13.7 13.3
Net investment 9.3 7.6 5.7 6.0 7.9 1.4 -2.3 -5.7 -9.8 -10.6 -18.1 -85
Other coverage differences ........... 11.4 1.0 2.7 4.0 7.9 -0.6 -13.5 -20.2 -25.1 -38.1 -75 -1.1
Netting and grossing differences .. 69.5 64.5 65.7 70.6 69.9 77.0 85.1 88.4 70.7 112.7 121.7 133.7
Timing differenCes ......oocvveemeeneeerveenerireeineerns 5.4 -0.7 -4.7 -5.6 14.3 -6.7 -1.6 5.1 16.6 -14.0 8.9 0.7
NIPA current expenditures .............ccoco.ue. 1693.5| 1726.5| 1767.8| 1852.0 | 1949.3| 2064.9| 2217.6| 23469 | 25163 | 2687.5| 28743 | 3006.2

ADDENDUM

Budget surplus or defiCit (=) ...oeeererrerereinennnn: -21.9 69.3 125.6 236.2 1282 | -157.8| -3776| -4127| -3183| -2482| -2442| -2394
NIPA net Federal Government saving .............. -67.1 27.0 82.4 189.2 778 | -1999| -3532| -390.5| -317.7| -2139| -2334| -238.9

*$50 million or less.

of financial transaction—direct loans to the public—
has been recorded in the budget in a way that is closer
to the NIPA treatment. Disbursement and repayment
of loans made since that time are recorded outside the
budget as in the Federal sector of the NIPAs, although,
unlike the NIPAs, credit subsidies are recorded as
budget outlays.

During the period 1975-1992, the budget deficit was
a larger negative number than net Federal Government
saving as measured in the NIPAs every year. The larg-
est difference, $78.8 billion, occurred in 1991 as a result
of resolving failed financial institutions as discussed
above; the budget deficit was then —$269.2 billion, while
the NIPA net Government saving was —$190.5 billion.
In 1993-2002, the NIPA net Federal Government sav-
ing was a larger negative number than the budget def-
icit or lower positive number than the budget surplus

each year. For 2003—-2008, however, the NIPA net Fed-
eral Government saving was, or is estimated to be,
a smaller negative number than the budget deficit.

Table 14-1 displays Federal transactions using NIPA
concepts with actual data for 1997-2006 and estimates
for 2007 and 2008 consistent with the Administration’s
budget proposals. Table 14-2 summarizes the reasons
for differences between the data. Annual NIPA data
for 1948-2008 are published in Section 14 of a separate
budget volume, Historical Tables, Budget of the U.S.
Government, Fiscal Year 2008.

Detailed estimates of NIPA current receipts and ex-
penditures consistent with the budget and including
quarterly estimates will be published in a forthcoming
issue of the Department of Commerce publication, Sur-
vey of Current Business and on the Bureau of Economic
Analysis website at www.bea.doc.gov / bea [ pubs.htm.
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