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According to Congressional Budget Office (CBO) projections, the deficit will decline for the
fourth straight year in fiscal year 1996 and the economy will continue to expand at a moderate
rate. But if current policies for revenues and entitlements are not changed, and if discretionary
appropriations keep pace with inflation, the deficit will begin to grow steadily in 1997 (see
table on back). If discretionary spending is not adjusted for inflation, however, the deficit will
level off in nominal terms at about $180 billion and shrink in relation to the size of the econ-
omy.

Both the Congress and the President have proposed changes in policies that would balance
the budget by 2002. To aid consideration of such plans, CBO has also forecast what the econ-
omy is likely to look like if the budget is balanced by that year. CBO's budget projections
using those economic assumptions indicate how much deficit reduction from policy changes
would be required to eliminate the deficit, given the fiscal dividend that would result from
improvements in the economy (see table).

In the budget that the President submitted in March, he presented a set of policy changes
intended to eliminate the deficit by 2002. Under CBO's more cautious economic and technical
assumptions, the basic policies outlined in the President's budget would bring the deficit down
to about $80 billion by 2002 instead of producing the budget surplus of almost $45 billion that
the Administration estimates. CBO estimates, however, that additional, contingent policies
proposed in the budget--which are to be carried out if deficits are higher than those the Admin-
istration projects--would produce a small surplus in 2002.

Because CBO's detailed current-policy projections extend only through 2006, they do not
reflect the aging of the baby-boom generation, which will first begin to affect deficits about
2010. The expected increase in the number of beneficiaries of federal programs for the elderly
and a slowing in the rate of growth of the labor force--combined with the anticipated growth in
the per-person cost of Medicare--will put enormous pressure on the budget. If those pressures
are not dealt with by reducing spending or increasing taxes, the mounting deficits could seri-
ously erode future economic growth. Balancing the budget by 2002 will help alleviate the
pressures, particularly if the deficit reduction package that is enacted includes measures that
slow the growth of entitlement spending. But the size of the future problem is so great that
simply eliminating the deficit by 2002 without making additional changes in spending and
taxes would not ensure that future deficits remained at an acceptable level.

Questions about the budget projections and reestimate of the President's budgetary propos-
als should be directed to CBO's Budget Analysis Division (202-226-2880) and inquiries about
the economic forecast and long-term budget outlook to the Macroeconomic Analysis Division .

@ (226-2750). The Office of Intergovernmental Relations is CBO's Congressional liaison office
b and can be reached at 226-2600. For additional copies of the report, please call the Publica-
tions Office at 226-2809.
CONGRESSIONAL
BUDGET OFFICE
Second and D Streets, S.W.

Washington, D.C. 20515




CBO Deficit Projections (By fiscal year)

1995 1996 1997 1998 1999 2000 2001 2002

2003

2004

2005

2006

In Billions of Doliars

Baseline Total Deficit
with Current-Policy
Economic Assumptions )
Cap discretionary spending
(with inflation after 1998) 164 144 171 194 219 244 259 285
Freeze discretionary
spending at 1996
dollar leve! 164 144 159 176 182 187 174 178

Baseline Total Deficit
with Balanced Budget
Economic Assumptions
Cap discretionary spending
(with inflation after 1998) 164 144 165 1756 182 191 194 210
Freeze discretionary
spending at 1996
dollar level 164 144 154 157 145 136 111 106

As a Percentage of GDP

Baseline Total Deficit
with Current-Policy
Economic Assumptions
Cap discretionary spending
(with inflation after 1998) 23 19 22 24 25 27 27 29
Freeze discretionary
spending at 1996
dollar level 23 1.9 2.0 21 2.1 2.1 18 18

Baseline Total Deficit
with Balanced Budget
Economic Assumptions
Cap discretionary spending
(with inflation after 1998) 23 1.9 21 21 2.1 21 2.0 21
Freeze discretionary
spending at 1996
doliar level 23 1.9 20 19 17 15 12 1.1
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NOTES

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

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

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

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

National income and product account data shown in the tables do not incorporate the revised
data for the fourth quarter of 1995 that were released on April 2, 1996.




Preface

Congressional Budget Office (CBO) issues each year. It satisfies the requirement of section

202(f) of the Congressional Budget Act of 1974 for CBO to submit periodic reports to the
Committees on the Budget with respect to fiscal policy and to provide five-year baseline projections of
the federal budget. In accordance with CBO's mandate to provide objective and impartial analysis, the
report contains no recommendations.

r I Y his volume is one of a series of reports on the state of the economy and the budget that the

The analysis of the economic outlook presented in Chapter 1 was prepared by the Macroeconomic
Analysis Division under the direction of Robert Dennis and John F. Peterson. Benjamin Page wrote the
chapter with contributions from Robert Arnold and Frank Russek. Matthew Salomon carried out the
economic forecast and projections. Robert Arnold, Laurie Brown, Douglas Hamilton, Kim Kowalewski,
Joyce Manchester, Angelo Mascaro, Frank Russek, Matthew Salomon, Kent Smetters, John Sturrock, and
Christopher Williams provided background analysis and comments. Derek Briggs and John Romley
provided research assistance.

The baseline outlay projections were prepared by the staff of the Budget Analysis Division under the
supervision of Paul N. Van de Water, Robert Sunshine, Paul Cullinan, Peter Fontaine, James Horney,
Michael Miller, and Murray Ross. The revenue estimates were prepared by the staff of the Tax Analysis
Division under the supervision of Rosemary D. Marcuss and Richard Kasten. Daniel Kowalski wrote
Chapter 2, and James Horney wrote the summary of the report.

The analysis of the President's budgetary proposals for fiscal year 1997 contained in Chapter 3 was
prepared by the staffs of the Budget Analysis and Tax Analysis Divisions at the request of the Senate
Committee on Appropriations. The estimates of the President's revenue proposals were prepared by the
Joint Committee on Taxation. Jeffrey Holland wrote the chapter.

The analysis of the long-term implications of current fiscal policy presented in Chapter 4 was
requested by the Chairman of the Senate Budget Committee and was carried out by Douglas Hamilton,
Benjamin Page, and John Sturrock of the Macroeconomic Analysis Division under the direction of
Robert Dennis. Douglas Hamilton wrote the chapter, and John Romley and Laurie Brown provided
expert research assistance. The appendixes were written by Frank Russek (Appendix A), Susan
Strandberg (Appendix B), and Michael Simpson (Appendixes C, D, and E).

An early version of Chapter 4 was discussed at a meeting of CBO's Panel of Economic Advisers.
Members of that panel are Michael Boskin, Barry Bosworth, Robert Dederick, Martin Feldstein, Benja-
min Friedman, Lyle E. Gramley, Robert E. Hall, Marvin Kosters, Anne Kreuger, Burton Malkiel, Greg-
ory Mankiw, Allan Meltzer, Rudolph Penner, James Poterba, William Poole, Robert Reischauer, Sherwin
Rosen, Robert Solow, John Taylor, and James Tobin. Henry Aaron, Alan Auerbach, Stanley Fischer,
Laurence Kotlikoff, Edward McKelvey, and Laurence Meyer attended as guests. In addition, Herbert
Stein provided comments on an early draft of Chapter 4. Despite the considerable assistance afforded by
those outside advisers, the analysis in this report does not necessarily reflect their views, nor are they
responsible for any errors.

Paul L. Houts supervised the editing and production of the report. Major portions were edited by
Paul L. Houts, Sherwood D. Kohn, Leah Mazade, and Sherry Snyder. Christian Spoor provided editorial
and production assistance. The authors owe thanks to Derek Briggs, Marion Curry, Janice Johnson,
Dorothy Kornegay, Linda Lewis, John Romley, and Wanda Sivak, who assisted in the preparation of the
report. Kathryn Quattrone and Jill Sands prepared the report for final publication.

June E. O'Neill
Director
May 1996






ONE

TWO

THREE

FOUR

APPENDIXES

A

Contents

SUMMARY xiii
THE ECONOMIC OUTLOOK 1

The State of the Economy 3

Fiscal Policy &

The Outlook Under Current-Policy Assumptions 12
The Outlook Assuming a Balanced Budget by 2002 18
Alternative Outlooks 23

THE BUDGET OUTLOOK 29

The Deficit Outlook 30

Changes in the Budget Outlook Since December 32
The Revenue Outlook 37

The Spending Outlook 39

Federal Funds and Trust Funds 54

CBO'S ESTIMATES OF THE PRESIDENT'S
BUDGETARY PROPOSALS 57

The Administration's Proposals 57
Differences Between CBO and Administration Estimates 61
Estimates of the Budget Aggregates 68

THE LONG-TERM BUDGET OUTLOOK 69

The Aging of the U.S. Population 69

The Continued Rapid Growth of Federal Health
Expenditures 72

The Long-Term Effects of an Aging Population 74

Sustainable Budget Strategies 88

The Benefits of Acting Soon 93

Conclusion 95

Understanding and Measuring the Structural
Federal Deficit 99



vi THE ECONOMIC AND BUDGET OUTLOOK: FISCAL YEARS 1997-2006 May 1996

B An Analysis of Congressional Budget Estimates /13
C How the Economy Affects the Budget 121
D The Federal Sector of the National Income and Product

Accounts 125
E Historical Budget Data 137

F Major Contributors to the Revenue and
Spending Projections /45

GLOSSARY 149



CONTENTS vii

TABLES
S-1. Economic Projections Assuming Current Policy for Calendar

Years 1996 Through 2006 XV
S-2. Economic Projections Assuming Balanced Budget Policy for

Calendar Years 1996 Through 2006 Xvi
S-3. CBO Deficit Projections xviii
S-4. Changes in CBO Deficit Projections Since December Xix
S-S. CBO Reestimate of the President's Budget XXi
1-1. The CBO Current-Policy and Balanced Budget Policy Forecasts

for 1996 and 1997 2
1-2. Measures of Fiscal Policy Under Current-Policy Assumptions 10
1-3. Measures of Fiscal Policy Under Alternative Budget

Assumptions 11
1-4. Economic Projections Assuming Current Policy for Calendar

Years 1996 Through 2006 14
1-5. Economic Projections Assuming Current Policy for Fiscal

Years 1996 Through 2006 15
1-6. Economic Projections Assuming Balanced Budget Policy

for Calendar Years 1996 Through 2006 19
1-7. Economic Projections Assuming Balanced Budget Policy

for Fiscal Years 1996 Through 2006 20
1-8. Estimated Economic Effects of Balancing the Budget

by 2002 21
1-9. Comparison of Forecasts Assuming Balanced Budget Policy

for 1995 Through 2006 24
2-1. CBO Deficit Projections 31
2-2. Changes in CBO Deficit Projections Since December 34
2-3. CBO Projections for Revenues Under Current-Policy

Economic Assumptions 37
2-4. Effect of Extending Tax Provisions That Have Recently

Expired or Will Expire in 1996 Through 2006 40



viii. THE ECONOMIC AND BUDGET OUTLOOK: FISCAL YEARS 1997-2006 May 1996
2-5. CBO Projections for Outlays Under Current-Policy

Economic Assumptions with Discretionary Inflation 42
2-6. CBO Projections for Mandatory Spending Under

Current-Policy Economic Assumptions 46
2-7. Sources of Growth in Mandatory Spending 48
2-8. CBO Projections for Offsetting Receipts Under

Current-Policy Economic Assumptions 50
2-9. CBO Projections for Interest Costs and Federal Debt Under

Current-Policy Economic Assumptions 52
2-10. CBO Projections for Trust Fund Surpluses Under

Current-Policy Economic Assumptions 54
3-1. CBO Estimate of the President's Budget 58
3-2. The Administration's Proposals for Discretionary Spending

in Fiscal Year 1997 62
3-3. CBO Reestimate of the President's Budgetary Proposals 63
3-4. Major Baseline Estimating Differences Between

the Administration and CBO 65
3-5. CBO Estimate of the President's Budget Without Contingencies 66
3-6. CBO Estimate of the President's Budget with Contingencies 67
4-1. Population of the United States by Age, Calendar Years

1950-2050 70
4-2. Average Annual Rates of Growth in Payments by Medicare

and Medicaid 73
4-3. Projections of the Deficit and Debt Held by the Public,

Using the Assumptions of the Base Scenario, Calendar Years

1995-2050 77
4-4. Projections of Federal Receipts and Expenditures, Using the

Assumptions of the Base Scenario Without Economic

Feedbacks, Calendar Years 1995-2050 78
4-5

Projections of Federal Receipts and Expenditures, Using the
Assumptions of the Base Scenario with Economic
Feedbacks, Calendar Years 1995-2050

80



CONTENTS

4-6.

4-8.

4-9.

A-1.

A-2.

A-3.

A-4.

B-1.

B-2.

B-3.

C-1.

C-2.

D-1.

D-2.

E-1.

Estimated Lifetime Net Tax Rates in the United States by
Year of Birth

Projections of the Deficit and Debt Held by the Public Under
Alternative Budget Strategies, Calendar Years 1995-2050

Projections of Real GNP per Capita Under Alternative
Budget Strategies

Projections of Federal Receipts and Expenditures, Using
Alternative Assumptions About Policy and Incorporating
Economic Feedbacks, Calendar Years 1995-2050

Measures of the Structural Federal Budget Deficit

Primary Structural Surplus Needed to Maintain an Initial
Debt-to-Output Ratio Under Different Economic Assumptions

Structural Budget Balances in OECD Countries
Primary Structural Budget Balances in OECD Countries

Comparison of the CBO April 1994 Baseline, the 1995
Budget Resolution, and Actual Budget Totals for Fiscal
Year 1995

Sources of Differences Between the CBO April 1994
Baseline, the 1995 Budget Resolution, and Actual
Budget Totals for Fiscal Year 1995

Sources of Differences Between Actual Budget Totals

and Budget Resolution Estimates, Fiscal Years
1980-1995

Effects of Selected Economic Changes on CBO Budget
Projections

Effects on Budget Projections of a Change in CBO's
Projection of Inflation, Assuming Discretionary Spending
Remains Level

Relationship of the Budget to the Federal Sector of the
National Income and Product Accounts

Projections of Baseline Receipts and Expenditures
Measured by the National Income and Product Accounts

Standardized-Employment Deficit and Related Series,
Fiscal Years 1956-1995

88

89

90

94

100

106

108

110

114

115

118

122

123

126

128

133



x THE ECONOMIC AND BUDGET OUTLOOK: FISCAL YEARS 1997-2006 May 1996
E-2. Revenues, Outlays, Deficits, and Debt Held by the

Public, Fiscal Years 1962-1995 (In billions of dollars) 134
E-3. Revenues, Outlays, Deficits, and Debt Held by the

Public, Fiscal Years 1962-1995 (As a percentage of GDP) 135
E-4. Revenues by Major Source, Fiscal Years 1962-1995

(In billions of dollars) 136
E-S. Revenues by Major Source, Fiscal Years 1962-1995

(As a percentage of GDP) 137
E-6 Outlays for Major Spending Categories, Fiscal Years

1962-1995 (In billions of dollars) 138
E-7 Outlays for Major Spending Categories, Fiscal Years

1962-1995 (As a percentage of GDP) 139
E-8. Discretionary Outlays, Fiscal Years 1962-1995

(In billions of dollars) 140
E-9. Discretionary Outlays, Fiscal Years 1962-1995

(As a percentage of GDP) 141
E-10. Outlays for Entitlements and Other Mandatory

Spending, Fiscal Years 1962-1995 (In billions of dollars) 142
E-11 Outlays for Entitlements and Other Mandatory

Spending, Fiscal Years 1962-1995 (As a percentage of GDP) 143
FIGURES
1-1. The Economic Forecast and Projections 3
1-2. Growth of Labor Compensation 5
1-3. Investment over the Business Cycle 6
1-4. Stock of Inventories Compared with Sales 6
1-5. Expenditures for Personal Consumption 7
1-6. Household Payments on Debt 7
1-7. Net Exports of Goods from the United States 8
1-8. GDP and Potential GDP 16
1-9. The National Saving Rate 16



CONTENTS

Xi

2-2.

4-1.

4-2.

4-4.

4-5.

4-6.

A-1.

A-2.

A-3.

B-1.

BOXES

S-1.

1-1.

The Short-Term Interest Rate Adjusted for Inflation
The Long-Term Interest Rate Adjusted for Inflation

Revenues by Source as a Share of GDP Under Current-Policy
Economic Assumptions

Outlays by Category as a Share of GDP Under Current-Policy
Economic Assumptions

Number of Births in the United States, 1910-1994
Projections of Federal Debt and Real GNP per Capita,
Using the Assumptions of the Base Scenario with
Economic Feedbacks

Long-Term Projections of Interest Rates on Federal Debt
and Rates of Economic Growth, Using the Assumptions

of the Base Scenario with Economic Feedbacks

Projections of Federal Debt, Using Alternative Assumptions
About Demographics, Productivity, and Health Costs

Projections of Receipts When Tax Increases Alone Are
Used to Balance the Budget or Stabilize the Ratio of
Debt to GDP

Projections of Noninterest Outlays When Spending Cuts
Alone Are Used to Balance the Budget or Stabilize the
Ratio of Debt to GDP

The Structural Deficit

The Structural Deficit Corrected for Inflation

The Primary Structural Deficit

Differences Between Actual Deficits and Deficits in
Budget Resolutions, Fiscal Years 1980-1995

A Comparison of NIPA and Unified Budget Deficits,
Fiscal Years 1980-2006

Recent Budgetary Events

The Change in the Measure of Real Gross Domestic Product

17

18

38

44

71

81

82

84

91

92

102

104

105

117

127

Xvii



xii THE ECONOMIC AND BUDGET OUTLOOK: FISCAL YEARS 1997-2006 May 1996

2-1. CBO Estimate of the Fiscal Dividend 33
2-2. Changes in CBO Deficit Projections 35
2-3. Raising the Debt Limit 53
4-1. Aging of Population and Its Effect on Government Budgets

in Other Countries 72
4-2. Statistical Evaluation of Alternative Assumptions About

Population and Productivity 86



Summary

ccording to Congressional Budget Office
A (CBO) projections, the deficit will decline

for the fourth straight year in fiscal year
1996 and the economy will continue to expand at a
moderate rate. But if current policies for revenues
and entitlements are not changed, and if discretionary
appropriations keep pace with inflation, the deficit
will begin to grow steadily in 1997. If discretionary
spending is not adjusted for inflation, the deficit will
level off in nominal terms at about $180 billion and
shrink in relation to the size of the economy. Both
the Congress and the President, however, have pro-
posed changes in policies that would balance the
budget by 2002.

In the budget that the President submitted in
March, he presented a set of policy changes intended
to eliminate the deficit by 2002. Under CBO's more
cautious economic and technical assumptions, the
basic policies outlined in the President's budget
would bring the deficit down to about $80 billion by
2002 instead of producing the budget surplus that the
Administration estimates. CBO estimates, however,
that additional, contingent policies proposed in the
budget, which are to be carried out if deficits are
higher than those the Administration projects, would
produce a small surplus in 2002.

Because CBO's detailed current-policy projec-
tions extend only through 2006, they do not reflect
the aging of the baby-boom generation, which will
first begin to affect deficits about 2010. The expected
increase in the number of beneficiaries of federal
programs for the elderly and a slowing in the rate of
growth of the labor force--combined with the antici-

pated growth in the per-person cost of Medicare--will
put enormous pressure on the budget. If those pres-
sures are not dealt with by reducing spending or in-
creasing taxes, the mounting deficits could seriously
erode future economic growth. Balancing the budget
by 2002 will help alleviate the pressures, particularly
if the deficit reduction package that is enacted in-
cludes measures that would slow the growth of enti-
tlement spending. But the size of the future problem
is so great that simply eliminating the deficit by 2002
without making additional changes in spending and
taxes would not ensure that future deficits will re-
main at an acceptable level.

The Budget Outlook Under
Current Policies

CBO projects that the deficit will fall to $144 billion
in 1996, or 1.9 percent of gross domestic product
(GDP). That figure is $28 billion lower than the defi-
cit that CBO predicted last winter in its report The
Economic and Budget Outlook: December 1995 Up-
date. The reduction in the estimated deficit is largely
the result of enacted appropriations. Those appropri-
ations are expected to reduce discretionary spending
by almost $20 billion from the statutory limit on dis-
cretionary outlays that CBO used as the basis for its
December baseline projections.

CBO's current outlook for the deficit after 1996
is not very different from the one it reported in De-
cember. On average, the deficits projected for 1997
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through 2005 in the comparable current baseline are
lower than CBO's December projections by about 0.2
percent of GDP.

Estimates of the size of the deficit in 1997 and its
course after that depend heavily on assumptions
about economic conditions and the level of discre-
tionary spending that annual appropriation legislation
will provide. For this report, CBO has produced four
different baseline projections of spending and reve-
nues, which vary according to assumptions made
about the course of the economy and the growth of
discretionary spending. For all four of the baseline
projections, CBO assumes that current laws govern-
ing mandatory spending programs and revenues will
not change.

Economic Assumptions

CBO has produced two sets of economic projections.
The first set is the traditional one for the annual re-
port, which assumes no change in current budgetary
policies. Therefore, those economic projections are
consistent with projections of the levels of spending,
revenues, and deficits that will occur if budgetary
policies do not in fact change.

A second set of projections incorporates the eco-
nomic effects anticipated if the deficit is eliminated
by 2002--a goal that both the Congress and the Presi-
dent have endorsed. CBO assumes that balancing the
budget would lower interest rates and slightly in-
crease economic growth. Consequently, federal in-
terest payments would decrease and revenues would
increase. As with CBO's economic forecast of last
December, this set of projections was developed as
an aid to policymakers considering plans to balance
the budget by 2002. It does not represent an alterna-
tive projection of the course of the economy if no
such plan is carried out.

The economic outlook has not changed signifi-
cantly since December 1995. CBO continues to be-
lieve that the U.S. economy is fundamentally sound
and estimates that the chances of a major downturn in
the next two years are not high. CBO does not at-
tempt to forecast cyclical economic patterns beyond
two years. Hence, economic projections for 1997

through 2006 represent CBO's estimates of the aver-
age economic performance over the period, based on
an assessment of the fundamental factors affecting
the economy.

Under the current-policy economic assumptions,
CBO projects that the economy, as measured by real
(inflation-adjusted) GDP, will increase at slightly
below its noninflationary potential rate of growth
over the next three years. After that, CBO assumes
that the economy will, on average, grow at the poten-
tial rate--estimated by CBO to be 2.1 percent a year
(see Summary Table 1). The unemployment rate is
expected to average 6 percent over the 1997-2006
period, 0.4 percentage points above the rate for the
first quarter of 1996. The projected rate is also
slightly above CBO's estimate of the rate of unem-
ployment that is consistent with stable inflation (the
nonaccelerating inflation rate of unemployment, or
NAIRU) because the unemployment rate has, on av-
erage, been slightly higher than the NAIRU since
1960. Inflation, as measured by the consumer price
index, will climb slightly over the next two years but
will average a moderate rate of about 3 percent a year
during the 1997-2006 period. CBO forecasts little
change in long-term and short-term interest rates
over the next two years. Similarly, it projects that the
average level of interest rates for 1998 through 2006
will be close to current levels.

If, instead of assuming that current budgetary
policies continue, CBO assumed that the budget will
be balanced by 2002, projected interest rates would
be 110 basis points (1.1 percentage points) lower by
2002, and real growth would be 0.1 percentage point
a year higher (see Summary Table 2). The economic
projections that assume a balanced budget are quite
similar to CBO's December 1995 projections, which
also assumed a balanced budget by 2002.

Assumptions About Discretionary
Spending

As with the economic variables, CBO has made two
different assumptions about the path of discretionary
spending. Such spending is uncertain under current
law because it is governed by annual appropriations
instead of permanent law. The starting point for both
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Summary Table 1.
Economic Projections Assuming Current Policy for Calendar Years 1996 Through 2006
Prelimi-
nary® Forecast Projected
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Nominal GDP
(Billions of dollars) 7,248 7,584 7943 8324 8,730 9,156 9,603 10,071 10,563 11,078 11,619 12,185
Nominal GDP
(Percentage change) 4.6 46 4.7 4.8 49 4.9 49 49 49 4.9 49 49
Real GDP®
(Percentage change) 21 20 1.9 2.0 21 21 21 21 21 21 2.1 2.1
Chain-Type GDP Price
Index (Percentage change) 2.5 26 2.8 27 2.7 27 27 2.7 27 27 27 27
CPI-U¢
(Percentage change) 2.8 28 31 3.0 2.9 29 29 3.0 3.0 3.0 3.0 3.0
Unemployment Rate
(Percent) 5.6 58 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0
Three-Month Treasury
Bill Rate (Percent) 5.5 49 4.8 4.8 48 4.8 4.8 4.8 438 48 4.8 4.8
Ten-Year Treasury Note
Rate (Percent) 6.6 6.1 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4
Tax Bases
(Billions of dollars)
Corporate profits 579 599 612 618 620 629 648 672 703 741 780 822
Other taxable income 1,529 1,595 1,662 1,757 1,859 1,958 2,058 2,157 2,259 2367 2482 2604
Wage and salary
disbursements 3420 3592 3760 3935 4124 4322 4528 4743 4969 5205 5452 5711
Total 5528 5,786 6,035 6,309 6,603 6909 7,233 7572 7931 8313 8,714 9,137
Tax Bases
(Percentage of GDP)
Corporate profits 8.0 7.9 7.7 7.4 71 6.9 6.7 6.7 6.7 6.7 6.7 6.7
Other taxable income 21.1 210 209 211 213 214 214 214 214 21.4 214 214
Wage and salary
disbursements 47.2 474 473 473 472 472 472 47.1 47.0 470 469 46.9
Total 76.3 763 760 758 756 755 753 75.2 751 75.0 75.0 75.0

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

Statistics; Federal Reserve Board.

a. Consistent with the first official estimate for 1995 published on March 4, 1996.

b. Based on chained (1992) dollars.

c. CPI-U is the consumer price index for all urban consumers.
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Summary Table 2.
Economic Projections Assuming Balanced Budget Policy for Calendar Years 1996 Through 2006

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

Nominal GDP

(Billions of dollars) 7,248 7,584 7946 8,333 8,745 9,177 9,631 10,108 10,608 11,133 11,684 12,261
Nominal GDP

(Percentage change) 4.6 46 4.8 4.9 49 49 49 49 4.9 49 49 49
Real GDP®

(Percentage change) 21 20 2.0 21 2.2 22 22 22 22 22 22 2.2

Chain-Type GDP Price
Index (Percentage change) 2.5 26 238 2.7 27 27 27 27 27 27 27 2.7

CPI-U*¢
(Percentage change) 2.8 2.8 3.1 3.0 2.9 29 29 3.0 3.0 3.0 3.0 3.0
Unemployment Rate
(Percent) 56 58 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0
Three-Month Treasury
Bill Rate (Percent) 55 49 48 43 3.9 37 3.7 37 3.7 3.7 3.7 37
Ten-Year Treasury Note
Rate (Percent) 6.6 5.7 55 53 53 5.3 5.3 5.3 53 53 53 5.3
Tax Bases
(Billions of dollars)

Corporate profits 579 602 637 668 691 716 741 778 817 857 899 944

Other taxable income 1,529 1,590 1,635 1,700 1,779 1,860 1,946 2,032 2127 2227 2,334 2,448
Wage and salary

disbursements 3420 3592 3762 3939 4131 4332 4541 4761 4990 5230 5482 5746
Total 5528 5,784 6,034 6,307 6601 6,907 7,228 7,570 7933 8315 8,716 9,138
Tax Bases
(Percentage of GDP)
Corporate profits 8.0 7.9 8.0 8.0 7.9 7.8 7.7 7.7 7.7 7.7 7.7 7.7

Other taxable income 211 210 206 204 203 203 202 20.1 20.0 20.0 20.0 20.0
Wage and salary

disbursements 47.2 474 473 473 472 472 472 47.1 47.0 47.0 46.9 46.9
Total 76.3 763 759 757 755 753 75.0 74.9 74.8 74.7 74.6 74.5

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

a. Consistent with the first official estimate for 1995 published on March 4, 1996.
b. Based on chained (1992) dollars.

¢. CPI-U is the consumer price index for all urban consumers.
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sets of projections is the level of appropriations en-
acted for fiscal year 1996 as of April 25, 1996. For
departments and other agencies funded by the contin-
uing resolution that was in effect through April 25,
the projections assume 1996 appropriations at the
level CBO estimated would have resulted from ex-
tending the continuing resolution for a full year. Ap-
propriations enacted after April 25 are not reflected
in these projections (see Summary Box 1).

In the first set of projections, discretionary
spending is assumed to grow at the rate of inflation
up to the statutory caps imposed on it through 1998.

Summary Box 1.
Recent Budgetary Events

Two events that significantly affect the budget
occurred after the Congressional Budget Office
(CBO) had completed the projections detailed in
this report and are therefore not reflected in it.
First, the Congress passed and the President
signed into law on April 26 the Omnibus Consol-
idated Rescissions and Appropriations Act of
1996 (P.L. 104-34). That law provided full-year
appropriations for a number of agencies that had
previously been funded on a temporary basis by a
series of continuing resolutions. In addition, the
law included supplemental appropriations and
rescissions of previously appropriated funds for
other agencies. CBO estimates that the bill will
increase outlays by about $1 billion in 1996, $2
billion in 1997, and less than $1 billion in 1998,
compared with CBO's baseline estimates.

Second, the Department of the Treasury re-
ported April tax receipts that significantly ex-
ceeded the level that CBO expected under its
baseline assumptions. Based on this new infor-
mation, CBO expects that 1996 revenues could
be about $15 billion higher than the baseline pro-
jections in this report. Because little information
is available on the factors behind this unexpected
increase in revenues (detailed information on
1995 tax year returns will not be available for at
least a year), CBO is not yet able to assess how
the higher 1996 revenues could affect projections
of future receipts.

The cap that applies to appropriations from the Vio-
lent Crime Reduction Trust Fund (VCRTF) does not
constrain the projections because CBO estimates that
1996 VCRTF spending adjusted for inflation will be
below the limits in both 1997 and 1998. But the cap
that applies to general-purpose discretionary spend-
ing (all discretionary spending other than VCRTF
spending) does affect CBO's projections. Although
1996 general-purpose appropriations adjusted for
inflation will fall below the cap in 1997, they will
exceed the cap in 1998. Therefore, CBO assumes
that general-purpose discretionary spending will be
limited to the level of the cap in 1998 and will grow
from that level at the rate of inflation in 1999 through
2006.

In the second set of projections, discretionary
funding remains frozen at the dollar level that is pro-
vided in the 1996 appropriation bills for all years
through 2006. In that case, the caps never become
constraining.

Baseline Budget Projections

The combination of two alternative assumptions
about the economy and two assumptions about dis-
cretionary spending produces four different sets of
deficit projections (see Summary Table 3).

Under current-policy economic assumptions, the
projected deficit will grow steadily, both in nominal
terms and as a percentage of GDP, if discretionary
spending is at the cap level adjusted for inflation. If
discretionary spending policy is to freeze appropria-
tions at the 1996 dollar amount, deficits will level off
at around $180 billion a year and decrease as a per-
centage of GDP. Even at the relatively low levels of
inflation that the Congressional Budget Office as-
sumes over the next 10 years, such a freeze would cut
the purchasing power of discretionary appropriations
by more than 25 percent by 2006.

Under the balanced budget economic assump-
tions, the deficit will grow in both nominal terms and
as a percentage of GDP if discretionary spending
equals the cap in 1998 and keeps up with inflation
after that. However, it will climb more slowly than
under the current-policy economic assumptions. The
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deficit is held down by the so-called fiscal dividend--
reductions in payments for interest on the debt and
increases in revenues that flow from the lower inter-
est rates and slightly faster economic growth under
the economic assumptions that assume a balanced
budget. If debt-service savings that stem from the

lower deficits are included, the fiscal dividend would
lower the deficit by $75 billion in 2002.

If discretionary spending is frozen, the deficit
will rise in 1997 and 1998 but then begin to decline.
Although the freeze would not produce a balanced

Summary Table 3.
CBO Deficit Projections (By fiscal year)

1995 1996 1997

1998

1999 2000

2001 2002 2003 2004 2005 2006

In Billions of Dollars

Baseline Total Deficit
with Current-Policy
Economic Assumptions
Cap discretionary spending
(with inflation after 1998)
Freeze discretionary
spending at 1996
dollar level

164 144 171

164 144 159
Baseline Total Deficit
with Balanced Budget
Economic Assumptions
Cap discretionary spending
(with inflation after 1998)
Freeze discretionary
spending at 1996
dollar level

164 144 165

164 144 154

194

176

175

157

219 244 259 285 311 342 376 403

182 187 174 178 178 181 187 179

182 191 194 210 225 244 265 278

145 136 111 106 96 88 84 64

As a Percentage of GDP

Baseline Total Deficit
with Current-Policy
Economic Assumptions
Cap discretionary spending
(with inflation after 1998)
Freeze discretionary
spending at 1996
dollar level

23 1.9 22

23 1.9 20
Baseline Total Deficit
with Balanced Budget
Economic Assumptions
Cap discretionary spending
(with inflation after 1998)
Freeze discretionary
spending at 1996
dollar level

23 1.9 21

2.3 1.9 20

24

21

21

1.9

25 27 2.7 29 3.0 31 33 3.3

2.1 21 1.8 1.8 1.7 16 16 15

21 21 20 21 21 22 23 2.3

1.7 15 1.2 1.1 0.9 0.8 0.7 05

SOURCE: Congressional Budget Office.
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budget by 2002 (the deficit would be $106 billion), it
would go a long way toward achieving the policy
savings that are needed to reach budgetary balance
and produce the economic benefits that this baseline
assumes. That outcome is not surprising. Freezing
discretionary appropriations at the 1996 level pro-
duces discretionary outlays in 2002 close to the level
assumed by the Congress in the budget resolution for

1996. Under its December economic assumptions,
CBO estimated that, given the level of discretionary
spending assumed in the budget resolution, the ap-
proximately $100 billion in net deficit reduction in
2002 resulting from changes in entitlement and reve-
nue policies proposed in H.R. 2491, the Balanced
Budget Act, would eliminate the deficit in 2002.

Summary Table 4.

Changes in CBO Deficit Projections Since December (By fiscal year, in billions of dollars)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
December Baseline Deficit 172 182 183 195 204 211 228 244 266 294
Legislative Changes
Revenues a a a a a a a a a a
Discretionary outiays -19 -8 0 0 0 0] 0 0 0 0
Mandatory outlays _3 -2 | =2 =2 =2 =2 -1 1 1
Deficit -15 -6 -1 -2 -2 -2 -2 -1 -1 -1
Economic Changes
Revenues -2 1 1 2 5 6 8 11 13 15
Outlays 4 _8 _-8 10 -1 212 -17 =20 25 -3
Deficit -6 -7 -8 -7 -6 -6 -9 -9 -12 -17
Technical Changes
Revenues 1 5 7 7 8 9 10 11 12 14
Discretionary outlays 0 0 -10 -9 -10 -10 -10 -10 -11 -11
Mandatory outlays -8 _-8 _4 -1 -2 -6 -7 -8 -8 -12
Deficit -7 -3 1 -3 -4 -7 -7 -7 -7 -9
Debt Service _a =1 =1 -1 =1 =1 = | =1 -2 -2
Total Changes -28 -16 -8 -13 -12 -16 -18 -19 -22 -29
April Baseline Deficit
with Balanced Budget
Economic Assumptions 144 165 175 182 191 194 210 225 244 265
Changes from Adopting
Current-Policy
Economic Assumptions a 5 19 37 53 64 75 86 98 111
April Baseline Deficit
with Current-Policy
Economic Assumptions 144 171 194 219 244 259 285 311 342 376

SOURCE: Congressional Budget Office.

NOTE: Reductions in revenues are shown with a positive sign because they increase the deficit.

a. Less than $500 million.
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Of course, the full amount of the savings from
the fiscal dividend would result only if the budget
was in fact balanced. Therefore, a baseline that re-
flects the economic improvements from balancing
the budget but predicts large deficits resulting from
projections of revenues and spending under current
policies is internally inconsistent. Such a baseline,
however, is a useful tool because it indicates the
amount of direct savings from policy changes that is
needed to balance the budget.

Changes Since December

CBO's current baseline budget projections using bal-
anced budget economic assumptions and capped dis-
cretionary spending (with inflation after 1998) do not
differ much from its December baseline projections,
which used the same concepts. The currently pro-
jected deficit for 1996 is $28 billion lower than the
December projection. However, about two-thirds of
that change results from actions on 1996 appropria-
tion bills that the December baseline did not reflect
(see Summary Table 4 on page xvii). The reductions
in the deficit in the years after 1996 are smaller, ex-
cept for a $29 billion change in 2005. Aside from the
effects of the enacted 1996 appropriations on the
1996 and 1997 deficits, relatively little change comes
from enacted legislation, since few bills affecting
direct spending or revenues have been signed into
law since December.

Much of the change in estimated deficits for
1998 through 2005 stems from reductions in pro-
Jected discretionary spending. The reductions largely
reflect an adjustment to the cap that the Office of
Management and Budget (OMB) made under the
provisions of the Balanced Budget and Emergency
Deficit Control Act of 1985 to reflect the Administra-
tion's estimate of the measure of inflation used in the
cap adjustments. That estimate was lower than a
year earlier. Projected spending for a number of
mandatory programs (particularly Medicare and
Medicaid) is also down, as are interest costs.

Lower projected revenues, however, partially
offset those reductions. The drop in revenues results
in part from the expiration at the end of calendar year
1995 of the airline ticket tax, which CBO estimates
will cost the government $5 billion in 1996 and $10

billion by 2005. Under baseline rules, excise taxes
dedicated to a trust fund that are scheduled to expire
during the projection period are extended in the base-
line; however, those taxes are excluded from the
baseline if they have already expired before the base-
line is released. Thus, such taxes were included in
the December baseline but are excluded from the cur-
rent revenue projections.

The 1997 deficit is affected by a substantial in-
crease in the estimate of the proceeds from ongoing
auctions by the Federal Communications Commis-
sion of licenses to use parts of the electromagnetic
spectrum. The reestimate reflects both a revised esti-
mate of the likely bids in the auctions and a decision
by OMB and CBO to record installment payments for
the licenses under credit reform procedures on a net
present-value basis when a license is issued.

One source of significant change in both manda-
tory spending and revenue projections--though not
shown in Summary Table 4 because it has no net ef-
fect on the deficit--is the Telecommunications Act of
1996, which calls for expanding a fund to provide
universal telephone service. Although the receipts
and expenditures of the fund do not pass through the
government, they clearly would not exist except for
action taken by the federal government and thus are
ultimately under its control. OMB and CBO there-
fore concluded that the transactions of the fund
should be recorded as revenues and outlays in the
budget. Those transactions include both ones pro-
vided for by law before the Telecommunications Act
was passed and new transactions resulting from the
act. Because the projected revenues equal the pro-
Jjected outlays in every year, including those transac-
tions in the budget does not affect the deficit.

Budget Projections Under
the President's Policies

The President submitted a budget in March that is
intended to eliminate the deficit by 2002. To help
ensure that the goal is achieved, the budget included
two sets of policies: one set that the Administration
estimates will balance the budget if its economic and
technical assumptions are borne out, and a set of con-
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tingent policies that will have to be carried out if the
Administration's assumptions prove too optimistic
and additional deficit reduction is required to balance
the budget.

Using economic projections that assume a bal-
anced budget, CBO estimates that the basic policies

proposed in the President's budget would lower the
deficit substantially below CBO's baseline projec-
tions but that the deficit would still total $81 billion
in 2002 (see Summary Table 5). The proposed bud-
get would reduce the deficit by holding the growth of
discretionary appropriations below the rate of infla-
tion, cutting the growth of Medicare and Medicaid

Summary Table 5.

CBO Reestimate of the President's Budget (By fiscal year, in billions of dollars)

Total,
1996 1997 1998 1999 2000 2001 2002 1996-2002

CBO Baseline Deficit? 144 165 175 182 191 194 210 n.a.

President's Basic Budgetary Proposals

Revenues®
Tax relief 0 18 16 18 23 26 28 129
Extend expired excise taxes 0 -4 -6 -6 -6 -7 -7 -36
Other revenue provisions - -6 -8 -10 -10 -10 12 -54
Subtotal 1 8 2 3 7 9 9 38
Outlays
Medicare c -5 -8 -14 -20 -26 -31 -103
Medicaid 0 2 -2 -6 -10 -16 -22 -54
Welfare reform 0 -4 -6 -6 -7 -7 -8 -38
Other mandatory policy -1 -6 -1 -4 -7 -10 -24 -52
Discretionary appropriations 2 -4 -6 -26 -42 -46 -38 -161
Debt service _c _c _1 _-3 _-6 -1 -16 -35
Subtotal 1 -17 -23 -59 -91 -116 -138 -444
Total Changes 2 -9 -21 -57 -84 -107 -129 -405
Deficit Under the President's Basic Budgetary

Proposals as Estimated by CBO 146 156 1563 125 108 87 81 n.a.
President's Contingent Budgetary Proposals 0 -1 -2 -2 -2 -33 -84 -124
Total Changes from Baseline 2 -11 -23 -59 -86 -140 -213 -530

Deficit Under the President's Budgetary
Proposals as Estimated by CBO 146 155 162 123 105 54 -3 n.a.

SOURCE: Congressional Budget Office.

NOTES: n.a. = not applicable.

a. This baseline is based on economic projections that assume the budget will be balanced by 2002. It assumes that discretionary spending
is equal to 1996 appropriations adjusted for inflation up to the caps that are in effect through 1998. General-purpose discretionary
spending is equal to the cap in 1998 and grows from that level at the rate of inflation after that.

b. Revenue losses are shown with a positive sign because they increase the deficit.

¢c. Less than $500 million.
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below current-law projections, reducing projected
spending for welfare programs, and limiting other
mandatory spending. It would also shrink the deficit
through sales of government assets and auctions of
additional portions of the electromagnetic spectrum.
The savings would be partially offset by a net reduc-
tion in revenues resulting from a combination of tax
cuts and increases.

CBO's estimates of the deficits under the Presi-
dent's basic policies are higher than those of the Ad-
ministration, largely because CBO's baseline projec-
tions of the deficit are higher than the Administra-
tion's. The Administration's economic assumptions
are not strikingly different from CBO's economic
projections under a balanced budget. The Adminis-
tration assumes a slightly higher rate of real growth,
slower growth in the consumer price index in relation
to the overall price inflation in the economy, and
greater profits and wages (which constitute the major
tax bases). Although apparently slight, such differ-
ences do produce noticeably different deficit projec-
tions. The largest difference is in the estimates of
revenues: CBO projects current-policy revenues that
are $73 billion lower under its balanced budget eco-
nomic assumptions than under the Administration's
economic forecast. CBO also assumes that Medicaid
and some other mandatory programs will grow more
rapidly under current policy than does the Adminis-
tration. In addition, CBO estimates that a number of
the President's proposed policy changes would re-
duce the deficit less than the Administration assumes.
For instance, the Administration assumes that the
proposed changes in the Medicaid program would cut
spending by $27 billion in 2002. CBO estimates that
the proposal would save $22 billion.

The package of contingent policies outlined in
the President's budget would further reduce deficits,
producing a surplus of $3 billion in 2002. Those pol-
icies call for the expiration of proposed tax-relief
provisions after 2000, additional savings from further
restraining Medicare costs, deeper cuts in discretion-
ary spending, and new fees levied on television
broadcasters to offset any shortfall in anticipated re-
ceipts from the proposed auction of the right to use
the electromagnetic spectrum.

Impacts of an Aging
Population on the Budget

The aging of Americans born between 1946 and 1964
will dramatically affect the federal budget in the
coming century. Because the first members of that
baby-boom generation will turn 62 in 2008, those
effects are not reflected in CBO's projections of
spending and revenues through 2006. In the decades
after 2010, however, the demographic shift will push
up the deficit rapidly if no changes are made in enti-
tlement benefits for the elderly or in taxes on the
working population. Because escalating deficits
would reduce investment, increase interest rates, and
eventually choke off economic growth, such a path is
not sustainable. The problem must ultimately be
dealt with, and it will be less painful to deal with it
sooner rather than later.

Demographic Changes

The trustees of the Social Security Old-Age and Sur-
vivors and Disability Insurance (OASDI) Trust Funds
estimate that the number of citizens 65 or older in
2030 will be more than double the number in 1990,
while the number of working-age Americans (20 to
64 years old) will increase by only about 25 percent.
As a result, the number of retirees to be supported per
worker will jump sharply.

The increase in the number of elderly people af-
ter 2010 will drive up the costs of Social Security. It
will also put pressure on Medicare, which provides
basic health care coverage for most people 65 and
over, and Medicaid, which provides long-term care
and other medical assistance for the poor elderly. At
the same time, revenues will grow more slowly be-
cause the growth in the number of workers will slow.

Budgetary and Economic Assumptions

The concept of a current-policy baseline is somewhat
ambiguous even for the 10-year projections of spend-
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ing and outlays described earlier. Over a much lon-
ger period, the approach used in those projections
would produce misleading results. For instance,
freezing discretionary spending at the 1996 dollar
level over the next 10 years is one possible interpre-
tation of current policy in CBO's 10-year projections,
even though that level of spending would purchase
only about three-fourths as much in 2006 as it did in
1996. But if such a freeze were continued for an-
other 40 years, even at the relatively low inflation
rate of 3 percent, discretionary appropriations would
cover less than one-fourth of the cost of the armed
forces, law enforcement officials, highway construc-
tion, and other goods and services that are being pro-
vided in 1996 although the population would be sig-
nificantly larger.

Therefore, CBO did not attempt to extend its reg-
ular budgetary projections beyond 2006. For Social
Security, Medicare, and federal retirement programs,
CBO simply adopted the long-term projections made
by trustees of those programs (or the Office of Per-
sonnel Management and the Department of Defense
in the case of federal retirement) and adjusted for any
differences between CBO's economic assumptions
and those of the trustees. Various broad categories of
other spending in the national income and product
accounts (NIPAs) were assumed to grow according
to simple rules applied to each category. For in-
stance, transfer payments (other than those included
in the trustees' projections) were assumed to grow
with demographic changes, labor productivity, and
inflation. In the case of discretionary spending, CBO
used two alternative assumptions. In one scenario,
expenditures grow at the same rate as the economy
(real growth plus inflation). In the other, they in-
crease only at the rate of inflation. CBO assumes
that most revenues will remain stable as a share of
GDP. The exceptions are taxes collected on income
from interest on the federal debt and premiums for
Medicare’s Supplementary Medical Insurance, which
are treated as revenues in NIPA accounting.

Similarly, in order to assess the effect of long-run
budget policies, CBO had to make assumptions about
fundamental forces in the economy over the coming
decades. Reflecting the anticipated slowing in the

growth of the labor force, CBO's base scenario as-
sumes that annual growth in the total hours of work
will drop virtually to zero by 2020. Assuming fur-
ther that total factor productivity continues to grow at
the average rate experienced from 1952 to 1989 (two
years in which the economy was operating at full ca-
pacity), annual growth of real GDP is projected to
slip from 2.1 percent in 2005 to 1.3 percent in 2030
before factoring in any effects that increasing deficits
will have on growth.

Long-Term Budget Projections

Because of the great uncertainty about both the bud-
getary and economic assumptions, CBO looked at
several different scenarios and tested the sensitivity
of its results to changes in the assumptions. Under an
array of plausible scenarios that assume no change in
budget policies, the deficit would grow significantly
as a percentage of GDP after about 2010. The level
of the deficit in relation to the size of the economy
would depend on the specific assumptions about
growth in spending and revenues and on assumptions
about population growth, increases in productivity,
and the effects of mounting deficits on the economy.

Even without assuming any economic feedback
effects from increasing deficits, one seemingly plau-
sible path of revenues and spending (with discretion-
ary spending growing at the rate of the economy after
2006) would produce a deficit equal to 15 percent of
GDP by 2030 and debt held by the public equal to
180 percent of GDP. The deficit has reached levels
that high only during World War I and World War II,
and the debt has never been that large. The path of
spending and revenues in this scenario clearly cannot
be sustained because the debt-to-GDP ratio spirals
out of control after 2030. Interest payments would
consume an ever larger share of federal spending.

For a path of spending and revenues to be sus-
tainable, the resulting debt must eventually grow no
faster than the economy. One measure of the size of
the problem presented by burgeoning deficits is the
increase in revenues (or reduction in spending)
needed to keep the debt as a percentage of GDP from
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exceeding its current level for the foreseeable future.
Assuming that discretionary spending grows at the
rate of the economy, CBO estimates that increasing
revenues by an amount equal to 5 percent of GDP
would achieve that goal. Since revenues in the sce-
nario equal 20 percent of GDP, that amount would
represent a hike in revenues of about 25 percent. If
discretionary spending is assumed to grow only at the
rate of inflation after 2006, a revenue increase equal
to about 3 percent of GDP (or 15 percent of reve-
nues) would keep the debt as a percentage of GDP at
or below its current level.

Other assumptions about the growth of spending
produce lower projected deficits and debt. However,
taking economic feedbacks into account will produce
projected deficits that are significantly higher, reach-
ing about 37 percent of GDP by 2030, assuming that
discretionary spending grows with the economy.
Those projections are much worse because they as-
sume that burgeoning deficits will crowd out capital,
which pushes up interest rates and slows the growth
of the economy. As a result, the federal tax base is
weaker and federal interest costs are higher. Al-
though the precise path of deficits and debt as a per-
centage of GDP depends on particular assumptions
about demographics, productivity, and the growth of
discretionary spending, the projected deficits and
debt in all of the scenarios that incorporate the eco-
nomic feedbacks and assume no change in policy

eventually soar to levels that are clearly not sustain-
able.

Those results reinforce the conclusions of other
analysts that the aging of the baby-boom population
will eventually force policymakers to make difficult
decisions about paring entitlement benefits or other
spending or increasing taxes. CBO's analysis also
shows that making those changes now will yield sig-
nificant benefits. For example, cutting deficits now
trims future debt and interest payments on the debt,
thereby reducing the programmatic cuts that would
be needed later to cut deficits to the desired levels.
In addition, if policies involving retirement age or
benefit levels are changed, workers should have a
chance to plan for their retirement with those changes
in mind. Regardless of what policy changes are

made, the economic benefits of achieving a long-
term, sustainable budget policy would be great. For
example, permanently balancing the budget could
raise real incomes in the United States by 10 percent
to 15 percent by 2025 and by larger percentages in
years thereafter.

Effect of Proposed Policy Changes

Both the Congress and the President have proposed
policies that CBO estimates would balance the bud-
get by 2002. Because of the lack of details about the
policies after 2002 and the imprecision of long-term
budget projections, it is impossible to determine pre-
cisely the long-term effects of adopting the propos-
als. Even if the rates of growth of spending and reve-
nues after 2002 did not change compared with CBO's
assumptions based on no change in policy, the long-
term picture would be brighter if those proposals
were adopted because of the reduction in accumu-
lated debt in 2002. Achieving a fiscal policy that is
sustainable in the very long run, however, would re-
quire further increases in revenues or reductions in
the growth of spending after 2002.

The Administration asserts that, in addition to
balancing the budget by 2002, the President's pro-
posed policies would hold the growth of spending for
Medicaid to the rate of growth of the economy for
the foreseeable future. Using that assumption, and the
Administration's assumption that discretionary
spending will increase at the rate of inflation, CBO
projects that the budget would remain nearly bal-
anced for another 20 years and the ratio of debt to
GDP would gradually shrink over that period. But
CBO also projects that the pressure of the baby-boom
retirees would eventually push the budget out of bal-
ance if no further changes in spending or revenues
were adopted. Clearly, some set of policies would
hold deficits and debt in check despite the demo-
graphic pressures on the budget, but those policies
would not be painless. CBO will examine the pros
and cons of several alternative policies for addressing
the long-term budget problem in a chapter of its
forthcoming report Reducing the Deficit: Spending
and Revenue Options.
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Conclusion

The relatively moderate deficits that CBO projects
through 2006 under current policies are not particu-
larly alarming. In relation to the size of the econ-
omy, the deficit either rises modestly or decreases
slightly, depending on the assumed level of discre-
tionary spending. In the longer run, however, the
retirement of the baby-boom population starting
about 2010 will put severe pressure on the budget.
CBO projects that, if spending and revenue policies
are not changed, deficits and debt will soar to unprec-
edented levels in the following 20 years.

Eliminating the deficits projected for the next 10
years will provide noticeable economic benefits dur-
ing that time period and will ameliorate the longer-
term budget problem. But the real payoff will come
from taking steps to prevent the impending demo-
graphic pressures from pushing the deficit up dramat-
ically in the next century. Because the deficits and
debt that would result if there are no changes in pol-
icy are not sustainable, such changes are inevitable.
But the changes will be less painful, and the benefits
greater, if the problem is dealt with sooner rather
than later.






Chapter One

The Economic Outlook

year to a moderate, sustainable rate of

growth. Real output grew by about 2 percent
from 1994 to 1995, down from 3.5 percent the previ-
ous year, as the effects of tight monetary policy
spread through the economy and a two-year boom in
business investment began to fade. Despite the
slower growth, economic activity was sufficient to
keep unemployment at a relatively low average rate
of 5.6 percent for the year. Interest rates fell in the
wake of the slowdown as fears of higher inflation
eased. The fall in rates, together with continued
healthy corporate profits, fueled a year-long stock
market rally.

T he U.S. economy has settled over the past

This year, the Congressional Budget Office
(CBO) is presenting two economic forecasts. One
assumes that taxes and mandatory spending follow
current law, while discretionary spending grows with
inflation after the caps expire in 1998: that forecast
implies rising deficits over the next decade. The sec-
ond forecast assumes that the budget will be balanced
by 2002 and held in balance thereafter. Those two
forecasts are referred to as the current-policy forecast
and the balanced budget forecast, respectively. Both
the Congress and the President have voiced their in-
tent to eliminate the deficit by the year 2002. The
two sides have not agreed on a plan, however, so the
CBO forecast that assumes a balanced budget by
2002 is based on a hypothetical path to budgetary
balance. Lacking specifics, moreover, the forecast
cannot include any economic effects beyond those of
deficit reduction in general. It does not, therefore,
incorporate the effects of specific policies, such as a

cut in the capital gains tax or reductions in govern-
ment investment.

In both forecasts, CBO predicts that the economy
will grow slightly below its noninflationary potential
rate of growth of 2.1 percent over 1996 and 1997.
Using current-policy assumptions, CBO forecasts
real gross domestic product (GDP) to grow at a rate
of 2 percent in 1996 and 1.9 percent in 1997 (see
Table 1-1 and Figure 1-1). The current-policy fore-
cast also calls for only slight upswings in the un-
employment and inflation rates.

Balancing the budget would add to the potential
growth of the economy over the next decade. For the
next two years, however, the economic outlook is
similar under both the current-policy and balanced
budget forecasts. CBO assumes that any policies
adopted in the remainder of 1996 would not affect
the potential growth of the economy this year. Even
in 1997, the impact on potential growth would be
small, since the long-term benefits of deficit reduc-
tion tend to accrue slowly. Growth in real (inflation-
adjusted) GDP would be only slightly affected in
1997 under balanced budget assumptions, and infla-
tion and unemployment would be unchanged. Those
calculations assume that, as the budget was being
balanced, financial markets and the Federal Reserve
would lower interest rates sufficiently to avoid any
short-run weakening in the economy.

Readers making comparisons between this fore-
cast and previous CBO forecasts should take their
different policy assumptions into account. CBO's
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Table 1-1.
The CBO Current-Policy and Balanced Budget Policy Forecasts for 1996 and 1997
Preliminary® Forecast
1995 1996 1997
Fourth Quarter to Fourth Quarter
(Percentage change)

Nominal GDP

Current policy 3.8 5.0 47

Balanced budget policy 3.8 5.0 47
Real GDP*

Current policy 1.4 21 1.9

Balanced budget policy 1.4 21 1.9
Chain-Type GDP Price Index

Current policy 2.6 28 2.7

Balanced budget policy 2.6 2.8 27
CPI-U°

Current policy 27 3.1 3.1

Balanced budget policy 2.7 3.1 31

Calendar Year Average
(Percent)

Real GDP Growth®

Current policy 2.1 20 1.9

Balanced budget policy 2.1 2.0 2.0
Unemployment Rate

Current policy 56 5.8 6.0

Balanced budget policy 5.6 5.8 6.0
Three-Month Treasury Bili Rate

Current policy 5.5 49 4.8

Balanced budget policy 5.5 49 4.8
Ten-Year Treasury Note Rate

Current policy 6.6 6.1 6.4

Balanced budget policy 6.6 5.7 55

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

Statistics; Federal Reserve Board.

a. Consistent with the first official estimate for 1995 published on March 4, 1996.

b. Based on chained (1992) dollars.

¢. CPI-Uis the consumer price index for all urban consumers.
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August 1995 Update gave a current-policy forecast;

CBO's December 1995 Update presented a forecast

assuming a balanced budget. Both updates also in-
cluded separate calculations of the benefits of balanc-

ing the budget. CBO's January 1995 Economic and

Budget Outlook presented only a current-policy fore-
cast.

The State of the Economy

Growth slowed to a modest 2 percent on a year-to-
year basis in 1995, following a robust rate of 3.5 per-
cent in 1994 that had raised concern about inflation.

Figure 1-1.
The Economic Forecast and Projections
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SOURCES: Congressional Budget Office; Department of Labor, Bureau of Labor Statistics; Department of Commerce, Bureau of Economic

Analysis; Federal Reserve Board.

NOTE: All data are annual values; growth rates are year over year.

a. A dotted line in the projection period assumes a balanced budget policy.

b. Consumer price index for all urban consumers (CPI-U). The treatment of home ownership in the official CPI-U changed in 1983. The

inflation series in the figure uses a consistent definition throughout.

c. From 1994 on, the unemployment rate reported by the Bureau of Labor Statistics is not comparable with previous data. The discontinuity
reflects an extensive revision of the survey's methodology. The CBO forecast is based on the new methods.
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(Those growth measures are based on the new chain-
type measure of real GDP; see Box 1). A tightening
of monetary policy in 1994 played an important role
in bringing down growth during 1995 by raising in-
terest rates and eventually reducing interest-sensitive
spending. In addition, a boom in investment spend-
ing on equipment and structures dwindled in the last
part of 1995, and firms reduced the buildup of their
inventories. Consumption spending slackened some-
what, as is typical at this point in an expansion.
Though net exports improved over the year, the col-
lapse of the peso and a serious recession in Mexico
dampened exports in early 1995. Planned cuts in
government spending and two unplanned partial
shutdowns of the federal government also slowed the

economy slightly in 1995. In addition, two major
strikes and severe weather across much of the coun-
try lowered output in late 1995 and early 1996.

Labor Markets and Inflation

Despite relatively low unemployment, the underlying
rate of inflation held steady in 1995 and early 1996.
Through the first quarter of 1996, the unemployment
rate hovered around 5.6 percent--a level generally
thought to be mildly inflationary. Nevertheless,
wage and price growth did not accelerate. Wages
grew at about the same rate as in 1994, and the
growth of total labor costs (which include both wages

and benefits) actually subsided (see Figure 1-2).

Box 1-1.
The Change in the Measure of Real Gross Domestic Product

The national income and product accounts (NIPAs),
which are the basis of the forecasts prepared by the
Congressional Budget Office (CBO) and other fore-
casters, were revamped earlier this year to change the
way that the accounts measure real economic activity.
In January, the Department of Commerce's Bureau of
Economic Analysis (BEA) released the first version of
the NIPAs that featured the "chain-type" measure of real
gross domestic product (GDP) and its components. That
change to the accounts will better reflect economic ac-
tivity, but it will not affect nominal GDP, nor should it
directly affect the budget outlook. (Other revisions to
the accounts raised the level of nominal GDP while only
slightly altering its growth rate). CBO used the chain-
type version of the NIPA data in preparing its current
projections and its December projections (the December
projections were based on preliminary chain-weighted
data obtained from the BEA).

Nominal GDP is quite straightforward to calculate:
it is the sum of spending on all goods and services in the
economy during a given year. Computing real, or
inflation-adjusted, GDP is more difficult. One must re-
move the increase in nominal GDP that results solely
from higher prices. Several methods are available to
perform that task, each with advantages and disadvan-
tages. Until January, the BEA used a fixed-weighted, or
constant-dollar, quantity index as its featured measure of
real GDP. A fixed-weighted quantity index is computed
by valuing each component of GDP at the prices of a
base year, such as 1987. The fixed-weighted measure of
GDP is easily interpreted: it is the total spending that

would have resulted in a given year if every purchase in
that year had taken place at 1987 prices.

Fixed-weighted GDP provides a satisfactory mea-
sure of real economic activity in years close to the base
year. However, the series will become increasingly bi-
ased if the pattern of prices in the economy drifts away
from the pattern in the base year. In particular, a quan-
tity index with fixed weights will overstate the impor-
tance of goods with prices that are growing more slowly
than average during the period after the base year, there-
by biasing the growth of the index upward. That is pre-
cisely what happened to the BEA's traditional measure
of real GDP as a result of the steep drop in the price of
computers. The old fixed-weighted measures of real
growth valued spending on computers at 1987's rel-
atively high prices, thus grossly overstating the magni-
tude of spending for computers in today’s economy.

The revised NIPAs have replaced 1987-dollar GDP
with a chain-type measure as the featured measure of
output. The new chain-type measure does not use any
specific base year; instead it calculates each year’s real
growth using as weights the prices of that year and the
preceding year. The chain-type measure substantially
reduces reported real rates of growth in the years since
1987 and raises real growth in years before 1987. Be-
tween 1990 and 1994, for example, growth measured on
the old fixed-weighted basis averaged 2.2 percent; the
chain-type measure puts growth during the same period
at 1.9 percent.
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Labor costs were held down in part by below-
trend growth in spending for benefits. Much of that
weakening seemed to stem from health insurance,
reflecting a switch from traditional fee-for-service
plans to some form of managed care. The low
growth of labor costs, together with low interest
rates, contributed to high profits in 1995.

Even without the falloff in the cost of benefits,
the low levels of unemployment in 1995 would not
have boosted inflation significantly. Based on histor-
ical patterns of unemployment and inflation, CBO
estimates that the rate of unemployment below which
inflationary pressures start to build (the nonaccel-
erating inflation rate of unemployment or NAIRU)
was 5.8 percent in 1995. One year at 5.6 percent un-
employment, which was the average rate for 1995,
would raise the rate of inflation by only 0.1 percent-
age point, an amount difficult to separate from
month-to-month fluctuations in prices. Moreover,
the effects of low unemployment on inflation are of-
ten delayed. For example, in the late 1980s, the last
time the country experienced an episode of rising
inflation, the unemployment rate had been below the
estimated NAIRU for over two years before the un-
derlying rate of inflation picked up noticeably. The
small inflationary effects of the low unemployment
rate may thus yet appear in 1996 and 1997.

Figure 1-2.
Growth of Labor Compensation

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

Some controversy exists, however, over the pre-
cise level of the NAIRU. Based partly on last year's
experience, some researchers argue that the true
value of the NAIRU is now below 5.8 percent. Anal-
ysis by CBO does not, however, indicate a shift in the
relationship between unemployment and inflation in
the 1990s. CBO therefore believes that although any
estimate of the NAIRU should be regarded with a
great deal of caution, not enough evidence exists for
CBO to revise its own estimate.

Financial Markets

Swings in expectations of the strength of economic
activity, inflation, and the future path of fiscal policy
played a pivotal role in shaping movements in inter-
est rates over the past year. The strong economy of
1994 sparked both fears of inflation and tight mone-
tary policy and left short- and long-term interest rates
at a relatively high level at the beginning of 1995.
But in the first half of 1995, growth ebbed, quieting
fears of inflation and contributing to a drop in long-
term interest rates. Short-term rates also fell, though
more slowly, as the Federal Reserve backed off cau-
tiously from its tightening of 1994. (Monetary policy
influences short-term interest rates most directly;
long-term rates, though affected by policy, depend to
a greater degree on expectations of future interest
rates and inflation.)

The prospect of a move toward a balanced budget
may also have promoted expectations of lower future
short-term interest rates, thereby trimming long-term
interest rates and raising stock prices in anticipation.
CBO estimates that expectations of deficit reduction
accounted for around 30 basis points of the 200
basis-point (2 percentage-point) drop in long-term
interest rates during 1995. Lower interest rates, to-
gether with high levels of profits, drove up the stock
market steeply during the past year. The Standard &
Poor's 500 index of stock prices surged by 35 percent
in 1995, the largest increase since 1983.

In early 1996, long-term interest rates rebounded
sharply, reflecting both economic events and dwin-
dling hopes for achieving a balanced budget. Strong
growth in employment in the first quarter of 1996
heightened expectations of growth and inflation. On
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the budget side, negotiations that had seemed hopeful
at the end of 1995 broke down in early 1996.

Investment

Investment spending on plant and equipment, which
had been a major source of momentum for the econ-
omy, slipped markedly in 1995. Real investment in
equipment burgeoned at double-digit rates in 1993
and 1994, and investment in structures also grew
much faster than the economy. That investment
boom was driven partly by a major wave of restruc-
turing by U.S. businesses and supported by relatively
high levels of profits. During the last half of 1995,
investment in equipment fell to a 4.3 percent rate of
growth, while investment in business structures eased
slightly. Residential investment contracted slightly
during 1995.

Business investment tends to plummet during a
recession and accelerate rapidly in periods of expan-
sion (see Figure 1-3). Following a recession, busi-
nesses must make up for the low investment during
the downturn and expand capacity to meet rising de-
mand. Investment has adhered to that general pattern

Figure 1-3.
investment over the Business Cycle

25 Percentage Change from Previous Year
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NOTE: Business investment in plant and equipment in chained
(1992) dollars.

Figure 1-4.
Stock of Inventories Compared with Sales
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NOTE: Ratio of inventories to sales in current dollars.

during the most recent expansion, increasing at an
average rate of 10 percent a year from mid-1993 to
mid-1995. At some point, however, firms will have
made up for the shortfall in investment during the
recession, and investment will return to more moder-
ate growth rates. That point seems to have been
reached: the capacity use of firms now suggests de-
creased demand for investment. In manufacturing,
capacity use dropped from 84.7 percent in late 1994
to about 82 percent early this year.

The pattern of inventory investment by firms also
played a role in the slow growth during 1995. The
unexpected decline in demand in early 1995 left un-
sold goods on the shelves. Firms responded by cut-
ting back on inventory investment to pare back un-
wanted stocks. Despite the lower rate of accumula-
tion in inventories, however, the inventory-to-sales
ratio remains above its levels of two years ago, re-
versing a long-term downward trend (see Figure 1-4).

The rise in mortgage interest rates during 1994
hit residential investment hard in the first half of
1995. As interest rates flagged during 1995, the pic-
ture brightened somewhat and housing starts re-
bounded. The upturn in interest rates in the past few
months, however, is likely to depress residential in-
vestment in the near future.
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Consumption

The growth of consumption, like that of investment,
slowed slightly in 1995 (see Figure 1-5). That slow-
down was in part prompted by the rise in interest
rates during 1994, which put a damper on the con-
sumption of durable goods--particularly motor vehi-
cle sales--in early 1995. Moreover, consumers may
have largely rebuilt their stocks of durable goods
since the last recession. Consumers often put off
purchasing such goods during the hard times of a re-
cession, leaving a backlog of demand when the econ-
omy recovers. During the subsequent expansion,
however, the pent-up demand is reduced, and the
growth rate of consumption slowly eases off. That
pattern held over the past year: while income growth
remained steady, the personal saving rate edged up as
consumption subsided.

Although the saving rate increased, household
debt burdens grew heavier over the year. Delinquen-
cies on consumer debt climbed, and debt-service pay-
ments accelerated relative to income (see Figure 1-6).
However, the financial situation of households does
not seem bad enough to signal an imminent contrac-
tion in spending. Debt service as a share of income
is no higher than it was in the mid-1980s, and con-
sumption did not weaken at that time. Moreover, the
value of assets held by consumers has surged along

Figure 1-5.
Expenditures for Personal Consumption

0 Percentage Change from Previous Year
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NOTE: Personal consumption expenditures in chained (1992)
dollars.

Figure 1-6.
Household Payments on Debt
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with the stock market, leaving them on average with
higher net wealth. With greater wealth, consumers
may see less need for saving and consume a greater
portion of their incomes. Nevertheless, high levels of
debt could make consumers vulnerable to a slow-
down in income growth or a drop in asset values, es-
pecially if interest rates continue to rise.

International Trade

The real trade deficit increased early in 1995 and fell
during the second half, but the recent improvement
does not promise continued gains in the near future.
The trade deficit deteriorated rapidly from an annual
rate of $110 billion in the second half of 1994 to an
annual rate of $123 billion in the first half of 1995.
The deterioriation reflected both high demand for
imports in the United States and the economic crisis
in Mexico, which sent the bilateral balance of trade
sharply into deficit (see Figure 1-7 on page 8). The
overall trade deficit improved over the second half
of the year, however, narrowing to $105 billion at an
annual rate. Exports continued their strong growth,
led by sales to rapidly growing Asian developing
countries and--somewhat surprisingly--by increased
sales to a sluggish Japanese economy. By contrast,
growth of imports slowed, absorbing a substantial
part of the slowdown in domestic final sales and of
the lackluster pace of inventory growth.
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Figure 1-7.
Net Exports of Goods from the United States

Billions of Dollars
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SOURCES: Congressional Budget Office; Department of Com-
merce, Bureau of the Census.

NOTE: Net exports equal exports minus imports of goods, based
on Bureau of the Census data.

The deteriorating bilateral trade balance with
Mexico was a significant feature of U.S. trade devel-
opments during 1995. Net exports to Mexico plum-
meted in the aftermath of the peso devaluation of
December 1994, which lowered the cost of Mexican
goods to U.S. purchasers and raised the cost of do-
mestic goods to Mexicans. Mexico's crisis plunged it
into a deep recession, further eroding Mexican buy-
ing power. The dollar value of exports of goods to
Mexico dipped some 10 percent, while the dollar
value of imports of goods from Mexico shot up by 25
percent.

Transitory Factors

Recent economic activity was dampened by factors
whose effects on growth are largely temporary. The
federal government went through two partial shut-
downs that directly reduced hours worked and mea-
sured output in late 1995 and early 1996. Other fed-
eral purchases were delayed because of the budget
impasse, and workers affected by the shutdowns may
have postponed some of their purchases. In addition,
major strikes cut production at Boeing in the last
quarter of 1995 and at General Motors in March
1996. Finally, in early 1996, much of the United

States was hit by a spate of harsh weather, which
tends to reduce spending and output.

Fiscal Policy

Fiscal year 1996 began with no appropriation bills
signed (appropriation bills provide funding for the
federal government’s discretionary spending--that is,
spending other than for entitlement programs and
interest payments on the federal debt). In its budget
resolution, the Congress had proposed an ambitious
path of budget balancing combined with reforms of
the fast-growing Medicare and Medicaid entitlement
programs and various tax cuts. The President dis-
agreed with many of those proposals. The resulting
impasse in the budget talks produced considerable
uncertainty about both short- and long-run fiscal pol-
icy. Presidential vetoes of Congressional budget
plans led to two government shutdowns of unprece-
dented duration and extent.

The first government shutdown, in mid-Novem-
ber, followed disagreements between the President
and the Congress over three bills: a bill to raise the
limit on the government’s authority to issue debt; the
Congress’s reconciliation bill that would have pro-
vided a long-term budget plan; and the Congress’s
proposal for a second continuing resolution that
would have provided temporary funding for the cur-
rent year for those parts of the government without
an appropriation for fiscal year 1996. The President
refused to sign the debt-limit bill because it also con-
tained a provision requiring budgetary balance in
seven years using CBO’s assumptions--an agreement
that the President was not at the time ready to make.
The reconciliation bill was the vehicle for the Con-
gress’s overhaul of Medicare and Medicaid, changes
in farm programs and student loans, and $245 billion
of tax cuts. The President also disagreed with that
plan, particularly with the size and distribution of its
tax cuts. Finally, the veto of the second continuing
resolution reflected disagreement over its provisions
increasing Medicare premiums for doctors’ visits and
its targeting of some programs for immediate cuts.
At that time, only four of the appropriation bills for
fiscal year 1996 had been signed, so the agencies
without appropriations largely shut down. Excep-
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tions were made for limited "emergency" personnel,
including those preparing Social Security checks. A
total of 800,000 government employees were sent
home for six days.

The first shutdown ended on November 19 with
the signing of the second continuing resolution,
which reopened the government for one day while
negotiations between the Administration and the
Congress continued. The third continuing resolution,
signed on November 20, incorporated an agreement
that budget proposals would aim to produce a bal-
anced budget by 2002 based on CBO estimates. De-
spite some temporary disagreement over the assump-
tions that would be used in meeting that test, the
agreement in principle to balance the budget has held
up over the succeeding months and is not currently a
source of contention.

Shortly after the agreement was signed, however,
it became clear that there was no meeting of minds
about how budgetary balance was to be achieved.
Fundamental differences remained over Medicaid,
which the Congress wished to turn over to the states
in the form of block grants, and over proposals for
the earned income tax credit, Medicare, and tax cuts.
The Congress and the Administration were unable to
reconcile their differences. That impasse led to a
second and longer shutdown from December 16 to
January 6.

As time passed, it became obvious that the Ad-
ministration and the Congress were not going to
reach agreement on tax cuts or major reforms of enti-
tlement programs, and the budget deliberations
turned to focus on discretionary spending. Even
within that more limited area of debate, dis-
agreements about expenditures for education, job
training, and environmental protection stalled the
passage of a budget. Agencies for which appropria-
tion bills had not been passed were kept open with a
succession of continuing resolutions. Finally, after
the 13th continuing resolution, an agreement on the
1996 budget was signed on April 26.

Fiscal Policy in 1995 and 1996

After all is said and done, fiscal policy for 1996 has
been restrictive. CBO now estimates that the budget

deficit for fiscal year 1996 will total $144 billion,
down from $164 billion in 1995, despite the fact that
no major changes were made to entitlement programs
or taxes (see Table 1-2). Fiscal restraint this year
amounts to 0.7 percent of potential GDP, as mea-
sured by the decline in the standardized-employment
deficit, which is the deficit adjusted to eliminate the
effects of the business cycle (see Appendix A). That
measure of the deficit has dropped from 3.5 percent
of potential GDP in 1993 to an estimated 2 percent in
1996.

The appropriations enacted through regular bills
and continuing resolutions reduced discretionary
spending for 1996 to levels in line with the targets of
the budget resolution passed last summer. The bud-
get impasse and government shutdowns temporarily
magnified that reduction in the first part of the fiscal
year. The closing of the government temporarily de-
layed outlays for wages and salaries (although work-
ers were later paid for the time they did not work),
while the shutdowns and associated uncertainties also
caused some contracts and other purchases to be
postponed. Most of that delayed discretionary spend-
ing for 1996 will be undertaken before the end of the
fiscal year.

Alternative Assumptions About
Future Fiscal Policy

Considerable uncertainty surrounds the outlook for
fiscal policy beyond this year. The stated policy goal
of both the Congress and the Administration is to
balance the budget by 2002. However, because of
disagreements over how to cut spending and reduce
taxes, legislation to carry out that policy goal--called
for in the third continuing resolution--has not yet
been enacted. Thus, current policy does not reflect
intended policy changes to balance the budget, al-
though it incorporates the lower levels of discretion-
ary spending consistent with enacted appropriations
for 1996.

Usually, CBO's economic outlook has assumed
the fiscal policy implied by the budget baseline--that
is, current policy. If proposed but not yet enacted
changes in fiscal policy are small, that procedure
risks making only minor errors. But the changes in
fiscal policy now proposed--balancing the budget by
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2002--would have a large and beneficial impact on
the economy in the long run. To recognize fully the
economic changes that balancing the budget would
produce, CBO has constructed two economic fore-
casts: the first one (the current-policy forecast) as-
sumes the baseline or current-policy fiscal policy; the
other (the balanced budget forecast) assumes that the
budget is brought into balance over the 1996-2002
period and stays balanced thereafter.

Gauging the likely path of the economy under
any given fiscal policy requires some assumptions
about how individuals and markets regard the credi-
bility of that policy. The extensive legislative and
negotiating efforts to bring about a balanced budget
probably led consumers and financial markets to be-
lieve that a balanced budget plan might be enacted.
CBO now assumes, however, that despite the agree-
ment in principle to balance the budget, financial

Table 1-2.

Measures of Fiscal Policy Under Current-Policy Assumptions (By fiscal year)

1992*° 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
In Billions of Dollars
Standardized-
Employment Deficit® 224 233 192 192 154 177 183 205 230 243 267 291 321 354 380
Primary standardized
deficit? 24 34 -11 -41 -86 -69 -74 -66 -53 -54 -45 -37 25 -1 -6
Net interest
payments 199 199 203 232 240 246 257 271 283 296 311 328 346 365 385
Cyclical Deficit 69 50 19 -2 5 10 15 16 17 18 19 21 22 23 24
Deposit Insurance 3 -28 -8 -18 -10 -5 -2 -2 -2 -2 -1 -1 -1 -1 -1
Spectrum Auctions 0 0 0 -8 -5 -12 -3 0 0 0 0 0 0 0 0
Total Budget Deficit® 290 255 203 164 144 171 194 219 244 259 285 311 342 376 403
Debt Held by
the Public 2,999 3,247 3,432 3,603 3,770 3,967 4,181 4,422 4687 4,966 5,268 5,593 5,947 6,333 6,746
As a Percentage of Potential GDP
Standarized-
Employment Deficit® 3.5 3.5 2.8 27 2.0 2.2 22 2.4 25 25 27 28 29 3.1 31
Primary standardized
deficit® 0.4 6 -02 06 -11 09 09 -08 -06 -06 04 -03 -02 -01 0
Net interest
payments 31 3.0 3.0 3.2 3.2 31 3.1 3.1 3.1 3.1 341 3.1 31 3.2 3.2
Cyclical Deficit 1.1 0.8 0.3 0 0.1 0.1 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2
Deposit Insurance 0 -04 -01 -02 -01 -01 0 0 0 0 0 0 0 0 0
Spectrum Auctions 0 0 o -01 -01 -01 0 0 0 0 0 0 0 0 0
Total Budget Deficit® 46 3.9 3.0 23 1.9 2.2 23 25 27 27 29 3.0 341 3.3 3.3
Debt Held by
the Public 473 492 499 502 502 503 506 510 515 521 527 533 540 549 557
Memorandum:
Potential GDP
(Billions of dollars) 6,341 6,604 6,872 7,182 7,514 7,880 8,266 8,670 9,094 9,538 10,004 10,493 11,005 11,543 12,106

SOURCE: Congressional Budget Office.

NOTE: See Chapter 2 for details of current-policy budget assumptions.

a. These numbers exclude outlays for deposit insurance, offsetting receipts from spectrum auctions, and--in 1992--$4.9 billion of allied

contributions for Operation Desert Storm.
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markets are currently focusing on the fundamental
policy disagreements that would have to be resolved
in order to put a plan into place. As a result, the 30
basis-point decline in rates has been reversed, ac-
counting for part of the much larger increase in long-
term rates during the last few months. In the bal-
anced budget forecast, CBO assumes that a balanced
budget plan, once passed, would gradually become
fully credible. In other words, as plans firm up, mar-
kets will come to believe that budgetary balance will
occur on schedule and that the plan will not be aban-
doned in midcourse.

Fiscal Policy Under Current-Policy Assumptions.
The current-policy fiscal path implies that the stan-

dardized-employment deficit as a percentage of GDP
would climb significantly by 2006, partially revers-
ing substantial reductions over the past three years.
In the long run, that increase would curb economic
growth. Moreover, it would provide little short-run
stimulus to the economy because the increase would
be very gradual.

Between 1996 and 2006, the standardized-em-
ployment deficit would rise from 2 percent to 3.1
percent of potential GDP under current-policy as-
sumptions. Because the higher deficits soak up sav-
ings that would otherwise flow to productive invest-
ments, they would result in a lower level of economic
activity in the long run.

Table 1-3.

Measures of Fiscal Policy Under Alternative Budget Assumptions (By fiscal year)

1996 1997 1998

1999 2000 2001 2002 2003 2004 2005 2006

In Billions of Dollars

Standardized-Employment

Deficit®
Current policy® 154 177 183
Balanced budget 164 166 116

230 243 267 291 321 354 380
58 18 -21 -19 -21 -22 -23

As a Percentage of Potential GDP

Standardized-Employment

Deficit®
Current policy® 2.0 22 2.2 25 25 27 2.8 29 3.1 3.1
Balanced budget 2.0 21 14 0.6 0.2 -0.2 -0.2 -0.2 -0.2 -0.2
Memorandum:
Potential GDP (Billions
of dollars)
Current policy® 7,514 7,880 8,266 8,670 9,094 9,538 10,004 10,493 11,005 11,543 12,106
Balanced budget 7514 7,882 8,274 8684 9,114 9565 10,039 10,536 11,058 11,605 12,180

SOURCE: Congressional Budget Office.

a. These numbers exclude outiays for deposit insurance and offsetting receipts from spectrum auctions.

b. Current policy assuming discretionary spending is adjusted for inflation up to the statutory caps that are in effect through 1998. All
discretionary spending other than spending from the Violent Crime Reduction Trust Fund is assumed to equal the caps in 1898 and to grow
from that level at the rate of inflation in later years. See Chapter 2 for details.
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Fiscal Policy Under Balanced Budget Assump-
tions. The balanced budget economic forecast as-
sumes a fiscal policy that would eliminate the deficit
by 2002 via an illustrative path, which would imply a
small surplus in the standardized-employment budget
from 2002 onward (see Table 1-3 on page 11). Be-
tween 1996 and 2002, the illustrative path in broad
terms is similar to the one that the Congress proposed
in the Balanced Budget Act of 1995. That policy
path exerts significant restraint on short-term growth
in some years, which CBO assumes would be
roughly offset by changes in monetary policy and in
financial markets that would lower interest rates.
The balanced budget path also slims the federal debt
relative to GDP, and that, too, would lower interest
rates as well as raise the level of potential output.

Without an agreement between the Congress and
the Administration on how to balance the budget, the
details of the budget between now and 2002 remain
elusive. But because of the beneficial economic ef-
fects of balancing the budget, policy actions alone
would not have to do all of the work. The higher g-
rowth and lower interest rates resulting from the
move to a balanced budget would help considerably
in achieving that goal by raising revenue and reduc-
ing debt service.!

The Outlook Under Current-
Policy Assumptions

Business cycles dominate short-term fluctuations in
economic growth, whereas productivity, growth in
the labor force, and average levels of investment gov-
ern long-term trends. CBO incorporates business-
cycle influences only over the first two years of its
forecast. Because of the uncertainty of economic
estimates, that process involves weighing different
possible outcomes (weaker or stronger growth, for
example) by their estimated probabilities.

I.  For more about the economic and indirect budgetary effects of bal-
ancing the budget, see Congressional Budget Office, The Economic
and Budget Outlook: December 1995 Update, CBO Memorandum
(December 1995), and the updated estimates presented later in this
report.

By contrast, CBO's medium-term projections for
1998 through 2006 do not reflect any attempt to esti-
mate either cyclical movements of the economy or
the effects of fiscal policy on the year-to-year
changes in economic activity. Instead, the projec-
tions are designed to approximate the level of eco-
nomic activity on average, including the possibility
of above- or below-average rates of growth, inflation,
and interest. CBO uses historical relationships to
identify trends in fundamental factors underlying the
economy, including growth of the labor force, the
rate of national saving, and growth of productivity.
The projections of variables such as real GDP, infla-
tion, and real interest rates are then based on their
historical norms.

CBO's Current-Policy Forecast
for 1996 and 1997

The economy appears poised for moderate growth in
1996 and 1997. Although some areas of concern ex-
ist, the economy appears to be well balanced overall.
Inflation and interest rates are relatively low, inven-
tories are at a manageable level, and the stock market
is high. On the gloomier side, capital spending is
slowing, consumer debt is relatively high, and fiscal
policy is contractionary for this year. Those factors
reduce the chances of robust growth over the next
two years.

CBO forecasts that the underlying rate of infla-
tion will creep up slightly from current levels in 1996
and 1997 because of the delayed effects of the low
unemployment rate of the past year and a half. Infla-
tion will be aggravated as labor compensation, driven
by increased benefit or wage growth, revives from
last year's subpar growth rates. Recent jumps in oil
prices are likely to prove ephemeral. A rise in grain
prices, resulting from low levels of stocks combined
with anticipation of a poor wheat harvest, may put
some upward pressure on food prices, but that trend
is also not likely to persist. The anticipated slight
slowing of real economic activity is expected to lead
to modest increases in the unemployment rate, thus
moderating the expected increase in compensation
and quelling any fears of a major bout of inflation.
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A statistical adjustment will lower the measured
rate of inflation, though recent official statements of
the timing and effects of the adjustment differ
slightly from the assumptions CBO used for the fore-
cast. The Bureau of Labor Statistics (BLS), which
gathers data on the prices that underlie the consumer
price index (CPI) and many categories of the national
income and product accounts (NIPAs), had an-
nounced late last year that it would change the man-
ner in which new stores are brought into its cal-
culation of the CPI. It felt that the old method im-
parted an upward bias to the growth of its price in-
dexes. CBO's forecast therefore incorporated esti-
mated effects of the change in the current forecast.

In early April, however, after CBO's forecast was
completed, the BLS announced that the change
would occur sooner than the date assumed by CBO,
and it also indicated that the change would probably
have a slightly smaller effect on the price index than
CBO assumed. The differences, however, are minor.
The change will begin in June 1996, instead of Janu-
ary 1997 as assumed by CBO, and the current best
estimate of the effect is a reduction in the growth of
the CPI by 0.1 percentage point, instead of CBO's as-
sumed effect of a 0.16 percentage-point reduction.

The statistical change not only lowers the pro-
jected growth of the CPI from what would have oth-
erwise been forecast, but it also raises the forecast of
the real growth rate of the economy. Because the
CPI price data are also used in calculating the chain-
type GDP price index, the CBO forecast of that price
measure was lowered by 0.1 percentage point a year
starting in 1997 (the magnitude of the effect is
smaller than the 0.16 that CBO assumed for the CPI
because the GDP price index includes many prices
that are unaffected by the change in the CPI). The
change in the statistical methods for the CPI does not
affect the forecast of nominal GDP. As a result,
CBO raised the projection of real GDP growth by a
corresponding 0.1 percentage point a year from 1997
onward.

Monetary policy has already eased off somewhat
from its restrictive stance of 1994 and 1995. With
growth moderate and few signs of impending infla-
tion, CBO assumes that the Federal Reserve will ad-
here to its current target for the federal funds rate
throughout the remainder of the year.

The hot pace of business investment set during
1993 and 1994 cooled during the last half of 1995
and may continue to flag in 1996. Lower rates of
capacity use, the accumulation of capital stocks over
the past three years, continuing moderate economic
growth, and a lower profit rate (as growth in labor
compensation rebounds) will combine to trim new
spending on plant and equipment. Still, firms will
need to continue to upgrade their capital stock, espe-
cially in computers and information technology, if
they are to remain competitive in the world market-
place. Low interest rates and the high level of the
stock market will lower the cost of funds to busi-
nesses, which will also help to avert a strong down-
turn in investment.

Consumers are expected to increase their spend-
ing in line with income growth over the next two
years despite carrying a somewhat troubling level of
debt. Although unemployment is forecast to inch up,
incomes should also continue to rise, thereby boost-
ing consumption.

The real trade deficit is projected to remain es-
sentially unchanged over the next two years. Exports
should continue to grow at a solid--but slightly
slower--pace in 1996. Swifter growth during 1996 in
Asia and Latin America (including a return to growth
in both Japan and Mexico) should more than offset
the impact of an economic slowdown in Europe on
the overall growth of world income. Nevertheless,
the rebound of the dollar against the yen--and to a
lesser extent against the deutsche mark--that occurred
in the second half of 1995 and early 1996 is expected
to depress the growth of exports somewhat. A dip in
the growth of orders for U.S. exports alsopoints to a
slower pace than the high growth rate of 1995.

Imports are expected to rebound from the sharp
slowdown that occurred in the second half of 1995.
The bulk of inventory adjustment is over, and im-
ports will strengthen as inventories are rebuilt. The
delayed effects of the rebound in the dollar should
also boost imports during 1996.

The share of national income going to profits is
expected to decline over the next two years: growth
in labor compensation is forecast to escalate, and
long-term interest rates have increased. Growth in
labor compensation may pick up because the cost of
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Table 1-4.
Economic Projections Assuming Current Policy for Calendar Years 1996 Through 2006

Prelimi-

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

Nominal GDP

(Billions of dollars) 7,248 7,584 7,943 8,324 8,730 9,156 9,603 10,07t 10,563 11,078 11,619 12,185
Nominal GDP

(Percentage change) 46 46 47 48 4.9 49 49 49 49 49 49 49
Real GDP®

(Percentage change) 21 20 1.9 2.0 2.1 21 21 21 2.1 21 21 21

Chain-Type GDP Price
Index (Percentage change) 2.5 26 2.8 27 27 27 27 27 27 27 27 2.7

CPI-U°
(Percentage change) 28 28 3.1 3.0 29 29 29 3.0 3.0 3.0 3.0 3.0
Unemployment Rate
(Percent) 56 5.8 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0
Three-Month Treasury
Bill Rate (Percent) 556 4.9 438 438 48 4.8 48 48 48 4.8 4.8 48
Ten-Year Treasury Note
Rate (Percent) 6.6 6.1 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4
Tax Bases
(Billions of dollars)

Corporate profits 579 599 612 618 620 629 648 672 703 741 780 822

Other taxable income 1,529 1595 1,662 1,757 1,859 1958 2,058 2,157 2259 2367 2482 2604
Wage and salary

disbursements 3420 3592 3,760 3935 4124 4322 4528 4743 4969 5205 5452 5711
Total 5,528 5,786 6,035 6,309 6,603 6,909 7,233 7,572 7,931 8313 8,714 9,137
Tax Bases
(Percentage of GDP)
Corporate profits 8.0 7.9 7.7 7.4 71 6.9 6.7 6.7 6.7 6.7 6.7 6.7

Other taxable income 211 210 209 211 213 214 214 214 214 21.4 214 214
Wage and salary

disbursements 47.2 474 473 473 472 472 472 471 47.0 470 46.9 46.9
Total 76.3 763 760 758 756 755 753 75.2 75.1 75.0 75.0 75.0

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

a. Consistent with the first official estimate for 1995 published on March 4, 1996.
b. Based on chained (1992) dollars.

¢. CPI-U is the consumer price index for all urban consumers.
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Table 1-5.

Economic Projections Assuming Current Policy for Fiscal Years 1996 Through 2006

Actual Forecast Projected .
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Nominal GDP
(Billions of dollars) 7,181 7,491 7853 8,225 8,627 9,047 9,489 9,952 10,438 10,947 11,481 12,041
Nominal GDP
(Percentage change) 5.1 4.3 48 4.7 4.9 4.9 4.9 49 4.9 4.9 4.9 49
Real GDP?®
(Percentage change) 26 1.8 2.0 2.0 2.1 21 21 2.1 2.1 21 21 2.1
Chain-Type GDP Price
Index (Percentage change) 2.5 26 2.8 27 2.7 27 27 27 27 27 27 27
CPI-UP
(Percentage change) 238 27 3.1 3.1 29 29 29 3.0 3.0 3.0 30 3.0
Unemployment Rate
(Percent) 5.6 57 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0
Three-Month Treasury
Bill Rate (Percent) 55 5.0 4.8 48 438 4.8 438 48 48 438 4.8 4.8
Ten-Year Treasury Note
Rate (Percent) 71 6.0 6.3 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4
Tax Bases
(Billions of dollars)
Corporate profits 576 595 609 618 618 626 643 665 694 731 770 811
Other taxable income 1,509 1578 1,643 1,731 1,834 1,933 2,033 2132 2233 2340 2453 2573
Wage and salary
disbursements 3379 3548 3719 3,889 4076 4272 4475 4688 4911 5145 5389 5645
Total 5464 5721 5972 6,237 6,529 6,831 7,151 7485 7839 82156 8612 9,029
Tax Bases
(Percentage of GDP)
Corporate profits 8.0 7.9 78 75 7.2 6.9 6.8 6.7 6.6 6.7 6.7 6.7
Other taxable income 210 211 209 210 213 214 214 214 214 214 214 214
Wage and salary
disbursements 471 474 474 473 473 472 472 471 471 47.0 46.9 46.9
Total 761 764 760 758 757 755 754 75.2 751 75.0 75.0 75.0

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

a. Based on chained (1992) dollars.

b. CPI-U is the consumer price index for all urban consumers.
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fringe benefits may head toward its traditional higher
rate of growth in the coming years. If benefit costs
continue their recent slow growth, wages--the major
component of labor compensation--should pick up,
keeping growth in labor compensation in line with
productivity growth. Substantial evidence suggests
that workers normally pay fully for their fringe bene-
fits in the form of lower wages--so compression of
fringe benefits ought to allow somewhat faster wage
growth. Higher interest rates should also lead to
lower profits because they increase the amount busi-
nesses must pay to service their debts.

Projections Assuming Current Policy
for 1998 Through 2006

Growth in real GDP will average 2.1 percent between
1998 and 2006, according to CBO's projections (see
Tables 1-4 and 1-5 on pages 14 and 15). That rate of
growth, which matches the growth in potential out-
put, would result in an average unemployment rate of
6 percent. Similarly, inflation is projected to average
about 3 percent, and short- and long-term interest
rates will average 4.8 percent and 6.4 percent, respec-
tively.

The Projection for Growth. CBO projects real
GDP by assuming that it will reach its average histor-
ical relationship with potential GDP during the me-

Figure 1-8.
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Figure 1-9.
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SOURCES: Congressional Budget Office; Department of Com-
merce, Bureau of Economic Analysis.

dium term. Output is forecast to grow slightly below
trend during the next two years, which would leave
the gap between actual and potential GDP at the end
of 1997 equal to its historical average. Therefore,
CBO projects that real GDP will grow at the same
rate as potential output--about 2.1 percent--during the
1998-2006 period. That rate of growth would hold
the GDP gap constant throughout the projection pe-
riod (see Figure 1-8).

The projected 2.1 percent growth rate for poten-
tial output is about 0.2 percentage points slower than
CBO assumed in its December projection. The re-
vised outlook stems from three sources: the shift
from a path toward a balanced federal budget (as as-
sumed in December) to one that includes substantial
deficits through 2006; a revised view of the labor
market; and revisions to historical data series. The
change from balanced budget to current-policy as-
sumptions lops off about 0.1 percentage point a year
from the growth of potential output, or roughly half
of the total revision. The other two sources account
for the remainder of the revision in roughly equal
amounts.

A reexamination of labor market trends since
1990 has led CBO to reduce its projection for the
growth in average weekly hours. Slower growth in
the projection of total hours worked implies slightly
lower growth in output over the projection period.
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Projections of growth in the nation’s capital stock
have also been revised downward since December.
Revisions to the NIPAs published in January re-
vealed that investment in plant and equipment was
lower during recent years than was thought pre-
viously. Those revisions lower CBO's estimate of the
size of the effective capital stock, which in turn low-
ers the estimate of potential growth during recent
history and during the projection period. The rate of
national saving averages 15 percent during the 1996-
2006 period, just above its average since 1990, but
well below its postwar average of 18 percent (see
Figure 1-9). That rate of saving supports a net rate of
capital accumulation of 3.2 percent during the same
period, slightly lower than the 3.3 percent rate as-
sumed in December.

An upward revision in total factor productivity
(TFP) partially offsets the revision to the capital in-
put. CBO estimates that the trend rate of growth of
TFP will equal 0.5 percent annually, a shade higher
than the 0.4 percent rate assumed in December.
Growth in TFP has been faster than trend during the
first half of the 1990s, leading some analysts to sug-
gest that a new era of faster growth in productivity
has dawned. However, the growth of TFP in recent
years is consistent with its normal cyclical behavior,
and most analysts who have studied the issue have
concluded that it is too soon to proclaim a new trend
in the growth of productivity.

The Projection for Inflation. CBO projects that
inflation, measured using the consumer price index
for all urban consumers (CPI-U), will average about
3 percent between 1998 and 2006, about 0.3 percent-
age points faster than the projected rate of growth of
the GDP price index. The gap between GDP and po-
tential GDP is forecast to reach its average historical
value by the end of 1997 (as is the gap between the
unemployment rate and the NAIRU). With so small
a gap, there is little pressure upward or downward on
the rate of inflation. Indeed, CBO's current projec-
tion for inflation is virtually identical to its December
projection.

Year-to-year rates of inflation vary between 1996
and 2006 as a result of statistical changes and mea-
surement issues. The projection for inflation falls by
0.2 percentage points over the course of 1998 to ac-
count for the planned rebenchmarking of the CPI-U

that will come on top of the 1996 revision to the CPI-
U described earlier. The Bureau of Labor Statistics
has announced that it will update the weights used to
calculate the CPI-U in 1998, which will put more
emphasis on goods and services with lower increases
in price, thereby lowering the growth of the overall
index.

Note, however, that CBO has assumed a slight
upward drift in the growth of the CPI to account for
an effect called the substitution bias. Any fixed-
weighted price index such as the CPI will tend to
overstate the true rate of inflation because it ignores
the ability of consumers to substitute cheaper goods
for more expensive ones over time. Studies have
indicated that this effect, taken alone, causes the CPI
to overstate the inflation rate by about 0.2 percentage
points over 10 years, or 0.02 percentage points per
year on average. CBO has built that upward drift
into its projections of the rate of inflation. Therefore,
over the 10-year horizon that the projections cover,
the rebenchmarking in 1998 and the drift cancel each
other out.

The Projection for Interest Rates. CBO projects
interest rates by combining its projection of inflation

Figure 1-10.
The Short-Term Interest Rate Adjusted
for Inflation
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NOTE: The inflation-adjusted rate is the nominal three-month
Treasury bill rate less the growth of the three-quarter cen-
tered moving average of the consumer price index.
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with a projection of real interest rates that is based on
a comparison with the 1950s and 1960s, when infla-
tion rates were similar to those today. Real rates are
projected to be somewhat higher than their levels in
the late 1950s and 1960s because deficits are now
higher both in the United States and abroad. For ex-
ample, the real rate on three-month Treasury bills
averages 1.8 percent during the 1998-2006 period,
about 0.5 percentage points higher than its average
during the late 1950s and 1960s (see Figure 1-10 on
page 17). The real rate on 10-year Treasury notes
averages 3.4 percent, exceeding its average over the
same period by 1.3 pecentage points (see Figure 1-
11). Combined with a 3 percent projection for infla-
tion, those real rates imply that the three-month bill
rate will average 4.8 percent during the 1998-2006
period and the 10-year note rate will average 6.4 per-
cent during the same period.

CBO has lowered the current-policy estimates of
interest rates by 30 basis points since December. The
revision reflects in part a recognition that foreign
governments will have to address their own budget
deficits: in fact, the Maastricht agreement mandates
considerable fiscal retrenchment for a number of Eu-
ropean countries.

Figure 1-11.
The Long-Term Interest Rate Adjusted
for Inflation
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NOTE: The inflation-adjusted rate is the nominal 10-year Trea-
sury note rate less the growth of the five-quarter centered
moving average of the consumer price index.

Because the current-policy projection excludes
the effects of deficit reduction, interest rates are
higher than CBO projected in December, using a bal-
anced budget projection. CBO now estimates that
reducing the deficit to zero would lower interest rates
by about 110 basis points relative to the levels under
current policy. By the later years of the projection
period, the levels of both short- and long-term inter-
est rates are about 90 basis points higher than CBO
assumed in December.

The Projection for Unemployment. CBO bases its
projection for unemployment, like other variables, on
historical averages. The average rate of unemploy-
ment since 1960 has been 0.2 percentage points
above CBO's estimate of the nonaccelerating infla-
tion rate of unemployment. Though the unemploy-
ment rate has on average exceeded the NAIRU, that
excess has not led to reductions in the rate of infla-
tion on average because the economy has been hit by
many positive price shocks, such as increases in the
price of oil, that tend to accelerate the rate of infla-
tion. CBO assumes that this historical pattern will
continue. Therefore, it projects that the unemploy-
ment rate will average 6 percent throughout the pro-
jection period without affecting the average rate of
inflation. Using that historical excess of unemploy-
ment over the NAIRU allows for the possibility of
either recessions or booms over the projection period.

The Outlook Assuming a
Balanced Budget by 2002

If the government adopted fiscal policies that bal-
anced the federal budget by 2002 and kept it bal-
anced thereafter, the economic outlook would differ
from CBO's current-policy projections. CBO's anal-
ysis indicates that real economic growth would prob-
ably be slightly higher during the projection period
on average, interest rates would be significantly
lower, and a larger percentage of total income would
fall in categories that tend to generate greater federal
tax revenues (see Tables 1-6, 1-7, and 1-8).

Those macroeconomic effects would enhance
efforts to reduce the deficit. More rapid growth,
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Table 1-6.
Economic Projections Assuming Balanced Budget Policy for Calendar Years 1996 Through 2006

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

Nominal GDP

(Billions of dollars) 7,248 7584 7946 8,333 8,745 9,177 9,631 10,108 10,608 11,133 11,684 12,261
Nominal GDP

(Percentage change) 4.6 4.6 4.8 49 49 49 4.9 4.9 4.9 4.9 4.9 49
Real GDP®

(Percentage change) 2.1 20 20 21 22 2.2 22 2.2 2.2 22 22 2.2

Chain-Type GDP Price
Index (Percentage change) 2.5 26 28 27 27 27 27 2.7 2.7 27 2.7 2.7

CPI-U®
(Percentage change) 28 28 3.1 3.0 29 29 29 3.0 3.0 3.0 3.0 3.0
Unemployment Rate
(Percent) 5.6 5.8 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0
Three-Month Treasury
Bill Rate (Percent) 5.5 49 4.8 43 39 37 37 37 37 37 3.7 37
Ten-Year Treasury Note
Rate (Percent) 6.6 5.7 55 53 5.3 53 53 5.3 53 5.3 5.3 5.3
Tax Bases
(Billions of dollars)

Corporate profits 579 602 637 668 691 716 741 778 817 857 899 944

Other taxable income 1,529 1,580 1,635 1,700 1,779 1,860 1,946 2,032 2,127 2,227 2,334 2448
Wage and salary

disbursements 3420 3592 3762 3,939 4131 4332 4541 4761 4990 5230 5482 5746
Total 55628 5784 6,034 6307 6601 6907 7228 7570 7933 8315 8716 9,138
Tax Bases
(Percentage of GDP)
Corporate profits 8.0 7.9 8.0 8.0 7.9 7.8 7.7 7.7 7.7 7.7 7.7 7.7

Other taxable income  21.1 21.0 206 204 203 203 202 201 20.0 20.0 20.0 20.0
Wage and salary

disbursements 47.2 474 473 473 472 472 472 471 47.0 47.0 46.9 46.9
Total 76.3 763 759 757 755 753 750 74.9 74.8 74.7 74.6 74.5
SOURCES: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor

Statistics; Federal Reserve Board.
a. Consistent with the first official estimate for 1995 published on March 4, 1996.
b. Based on chained (1992) dollars.

¢. CPI-U is the consumer price index for all urban consumers.
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Table 1-7.
Economic Projections Assuming Balanced Budget Policy for Fiscal Years 1996 Through 2006

Actual Forecast Projected
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Nominal GDP

(Billions of dollars) 7181 7,491 7855 8,233 8640 9,067 9,516 9,987 10,481 10,999 11543 12,114
Nominal GDP

(Percentage change) 5.1 4.3 49 4.8 4.9 4.9 49 4.9 49 49 4.9 4.9
Real GDP?

(Percentage change) 26 1.8 2.0 2.0 22 22 2.2 22 2.2 22 2.2 2.2

Chain-Type GDP Price
Index (Percentage change) 2.5 26 2.8 2.7 27 2.7 27 27 27 27 2.7 2.7

CPI-LP
(Percentage change) 2.8 27 3.1 3.1 29 29 29 3.0 3.0 3.0 3.0 3.0
Unemployment Rate
(Percent) 5.6 57 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0
Three-Month Treasury
Bill Rate (Percent) 56 5.0 4.8 4.4 4.0 37 3.7 3.7 3.7 3.7 3.7 3.7
Ten-Year Treasury Note
Rate (Percent) 71 5.8 55 53 5.3 53 53 5.3 53 53 5.3 53
Tax Bases
(Billions of dollars)

Corporate profits 576 596 627 662 686 709 735 768 806 847 888 932

Other taxable income 1,509 1,576 1,623 1,681 1,759 1,840 1923 2010 2103 2201 2,307 2419
Wage and salary

disbursements 3379 3548 3,720 3893 4082 4281 4488 4705 4932 5169 5418 5679
Total 5464 5720 5970 6,236 6,527 6,830 7,146 7,483 7,840 8,217 8613 9,031
Tax Bases
(Percentage of GDP)
Corporate profits 8.0 8.0 8.0 8.0 7.9 7.8 7.7 7.7 7.7 7.7 7.7 7.7

Other taxable income 21.0 210 207 204 204 203 202 201 201 20.0 200 20.0
Wage and salary

disbursements 47.1 474 474 473 473 472 472 471 471 470 46.9 46.9
Total 76.1 764 760 758 755 753 751 74.9 74.8 74.7 74.6 74.5

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

a. Based on chained (1992) dollars.

b. CPI-U is the consumer price index for all urban consumers.
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lower interest rates, and a shift in income toward
higher revenue-generating categories would result in
higher revenues than CBO projects under its current-
policy baseline. In effect, policies to reduce the defi-
cit would gain an extra boost from the effects that
deficit reduction induces in the economy.

Real Growth

By freeing up savings for use in productive invest-
ment, balancing the budget by 2002 could allow the

economy to grow modestly faster--by less than 0.1
percentage point a year on average. By 2006, the
annual level of gross national product (GNP) might
be about 1 percent higher than it would be if deficits
averaged 2.8 percent of GDP over the next 10 years.
The level of GDP might be about 0.6 percent higher.
GNP is affected more than GDP because the net flow
of returns from foreign investment, which is included
in GNP but not in GDP, is likely to be greater under a
policy of balancing the budget. All of those benefi-
cial effects on growth would continue after 2006.
(See Chapter 4 for a discussion of the long-run deficit

Table 1-8.

Estimated Economic Effects of Balancing the Budget by 2002 (By calendar year)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Real Gross National Product
Percentage change in
level from base 0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1.0
Change in growth rate
(Percentage points) 0 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Real Gross Domestic Product
Percentage change in
level from base 0 0 0.1 0.2 0.2 0.3 04 04 05 0.6 0.6
Change in growth rate
(Percentage points) 0 0 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Interest Rates (Percentage points)
Three-month Treasury bills 0 0o -05 -09 -1 -1.1 -1.1 -1.1 1.1 1.1 -1.1
Ten-year Treasury notes 03 -09 -11 -1.1 -11 -1.1 -1.1 -1.1 -1.1 -1.1 -1.1
Income Shares (Percentage of GDP)
Corporate profits® 0 0.3 0.6 0.8 0.9 0.9 09 1.0 1.0 1.0 1.0
Other taxable income -0.1 -03 -07 -09 -11 12 13 13 13 -14 -14
Wage and salary disbursements 0 0 0 0 0 0 0 0 0 0 0
Memorandum:
(Percentage of GDP)
Federal Net Interest o -04 -02 -04 - 05 -07 -07 -07 -07 -07 -07
Business Interest 0o 03 06 08 -08 -08 -09 -09 09 -09 -09
Dividends 0 0 0.1 0.1 0.1 0.1 0.1 0.1 02 0.2 0.2
Depreciation 0 0 0 0 0.1 0.1 0.1 0.2 0.2 0.2 0.2

SOURCE: Congressional Budget Office.

a. Corporate profits are calculated using economic rather than tax depreciation.
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outlook and how balancing the budget affects the
economy over a 30-year period.)

Moving gradually to a balanced budget would
cause productive resources to be redirected away
from public and private consumption and toward in-
vestment. Investment is largely financed by national
saving, which is composed of private saving plus
government saving. When the deficit is reduced,
government saving increases. The private saving rate
is likely to decrease somewhat, however, as higher
taxes or lower government services take a bite out of
people’s income, and the need diminishes to save for
future taxes required to redeem or service federal
debt. Still, private saving is unlikely to decrease as
much as federal saving increases. In short, total na-
tional saving will probably increase.

How much private saving will respond to deficit
reduction is uncertain; it will depend on the particular
policies used to reduce the deficit and how they af-
fect incentives to save. Without changes in saving
incentives, a reasonable estimate of the fall in private
saving in response to deficit reduction would lie be-
tween 20 percent and 50 percent of the reduction in
the deficit. National saving would thus rise by be-
tween 50 percent and 80 percent of the reduction in
the deficit.

The higher national saving rate would permit
both a higher level of capital stock (increasing pro-
ductive capacity in the United States) and a lower
level of borrowing from foreigners (reducing the
share of national output that is used to service foreign
debt). Little consensus exists on how much each of
those factors would change, but the range of possible
increases in productive capacity over the next seven
years is limited. CBO estimates that private invest-
ment would increase by about 20 percent of the re-
duction in the deficit, causing the capital stock to be
about 4 percent higher in 2002.

The shift in resources from consumption to in-
vestment may not go smoothly. Fiscal restraint
might have a contractionary effect in some years,
even though GDP is likely to be higher at the end of
the period than if no deficit reduction took place.
Balancing the budget by 2002 implies an average re-
straint of 0.4 percent of GDP per year. On average,
the Federal Reserve and financial markets could off-

set that modest restraint with lower interest rates, but
the restraint could slow growth in some years.

CBO's balanced budget projection for inflation is
the same as its current-policy projection. Some ana-
lysts maintain that deficit reduction would lower in-
flation in the long term because it would reduce the
risk of a boom and the Federal Reserve would find it
easier to reduce the underlying inflation rate. Con-
versely, inflation could climb temporarily if lower
interest rates in the United States reduced the value
of the dollar and raised the price of imports. Assum-
ing no differences in inflation between the current-
policy and balanced budget forecasts appears reason-
able.

Interest Rates

CBO assumes deficit reduction would lower interest
rates. Economists disagree about the effect of the
deficit on interest rates: some argue that the openness
of U.S. capital markets severely weakens the effect,
whereas others maintain that substantial effects are
still likely. Therefore, the range of estimates of the
effect is wide. A few analysts estimate that reducing
future deficits from the projected level under current
policy of about 3 percent of GDP to zero in the early
21st century would not affect interest rates at all,
whereas others argue that interest rates would be 200
basis points or more lower than they would otherwise
have been.

CBO uses a midrange assumption--namely, that
deficit reduction of that magnitude would reduce in-
terest rates by 110 basis points by 2002. With infla-
tion unchanged in the balanced budget forecast, real
interest rates would also drop by 110 basis points--to
2.3 percent for long-term rates and 0.7 percent for
three-month Treasury bill rates. Such a drop would
put rates near their level in the late 1950s and early
1960s, when deficits were small relative to the econ-
omy and expectations of inflation were low.

How quickly rates would fall is also uncertain,
but the drop in long-term rates could anticipate actual
deficit reduction by a year or so. Long-term interest
rates might respond to plans for future reductions in
the deficit if those plans seemed credible. Clearly, as
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the Congress proceeds along the path of deficit re-
duction, credibility is likely to increase.

Income Shares

Projections of the federal tax base are affected not
only by the total level of nominal GDP but also by
how total GDP is allocated among various categories
of income. For example, wage and salary income is
taxed, but income in the form of benefits such as
company payments for health insurance premiums is
not taxed either at the corporate or individual level.
Therefore, projections that differ only in how GDP is
allocated among those two income shares can have
quite different implications for deficit projections.

The balanced budget forecast includes a different
projection of income shares than does the current-
policy forecast. The drop in interest rates and the
decrease in the national debt that would accompany a
policy of deficit reduction suggest a higher share of
corporate profits in GDP and a lower share of interest
income. In all likelihood, corporate costs for debt
service would be smaller with lower interest rates.
Hence profits, and thus corporate income taxes,
would be higher. Dividends would also increase
somewhat. Yet federal net interest payments would
decline, reducing taxable interest income. Moreover,
because deficit reduction would increase investment,
corporate depreciation would also be higher.

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

Unemployment

The balanced budget projections for unemployment
are the same as the current-policy projections. In
both cases, unemployment is forecast based on his-
torical averages. The additional growth in output in

the balanced budget projections stems solely from
the higher level of investment and capital stock made
possible by deficit reduction. Projections of labor-
market variables are unchanged.

Changes in Estimates of the Economic
Effects of Balancing the Budget

CBO's December 1995 projections estimated a larger
economic effect of balancing the budget by 2002
than do the current projections. One reason the esti-
mates differ is that there is one less year between
now and 2002 for deficit reduction to affect the econ-
omy. Furthermore, the current-policy baseline incor-
porates the progress achieved this year in reducing
the deficit. The effect of any further deficit reduction
agreed on this year would not start to affect invest-
ment and real growth until 1997, though long-term
interest rates may change this year.

CBO has also reevaluated how quickly interest
payments by businesses would change in response to
a drop in interest rates. As deficit reduction lowers
interest rates, interest payments on new debt for
firms drops and taxable profits rise. Long-term debt,
however, will continue to carry the same interest rate
until it matures or is called. CBO now estimates that
the long-term debt structure of firms will delay the
response of debt service to changes in interest rates
more than CBO estimated last December.

In addition, the current-policy baseline projection
of the ratio of the deficit to GDP for the early 21st
century is lower than what CBO projected last year.
The baseline deficit is now projected to be about 2.9
percent of GDP in 2002 compared with the 3.2 per-
cent projection incorporated in CBO's January 1995
forecast. Therefore, the economic benefit to be
gained by reducing the deficit to zero is proportion-
ately smaller.

Alternative OQutlooks

CBO's forecast is broadly similar in most respects to
other widely cited economic forecasts. The future,
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Table 1-9.
Comparison of Forecasts Assuming Balanced Budget Policy for 1995 Through 2006

Prelimi-
nary® __Forecast Projected
1095 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Year over Year

(Percentage Change)
Nominal GDP
Current CBO 46 4.6 48 4.9 49 49 49 4.9 49 49 4.9 4.9
December 1995 CBO 5.1 438 5.0 5.0 49 5.0 49 5.0 5.0 5.0 5.0 5.0
Administration 47 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1
Blue Chip® 46 4.2 4.5 44 45 49 4.7 48 4.8 4.8 48 48
Real GDP*
Current CBO 21 20 2.0 2.1 22 22 2.2 22 22 22 2.2 22
December 1995 CBO 25 22 22 23 23 23 23 23 23 23 23 2.3
Administration 2.1 2.2 23 23 23 23 2.3 23 23 23 2.3 23
Blue Chip® 21 1.9 2.1 1.9 20 24 23 2.3 23 23 23 23
Chain-Type GDP
Price index
Current CBO 25 26 238 27 27 2.7 27 27 27 27 2.7 27
December 1995 CBO 27 26 27 2.6 26 2.6 26 26 26 26 26 2.6
Administration 25 2.8 27 27 2.7 27 27 27 27 27 27 27
Blue Chip® 25 23 24 24 25 2.5 24 25 25 25 25 25
CPI-U
Current CBO 28 28 3.1 3.0 29 2.9 29 3.0 3.0 3.0 3.0 3.0
December 1995 CBO 2.9 3.0 31 3.0 29 29 29 3.0 3.0 3.0 3.0 3.0
Administration 28 2.8 3.0 28 2.8 2.8 28 28 2.8 2.8 28 2.8
Blue Chip® 2.8 27 29 29 28 2.9 2.8 28 29 29 29 2.9
Calendar Year Average
(Percent)
Civilian Unemployment
Rate
Current CBO 56 5.8 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0
December 1995 CBO 5.6 5.9 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0
Administration 5.6 5.7 57 5.7 5.7 57 57 57 5.7 5.7 57 57
Blue Chip® 5.6 5.8 59 6.3 6.3 6.1 6.1 6.0 59 5.9 5.9 5.9
Three-Month Treasury
Bill Rate
Current CBO 55 49 4.8 4.3 3.9 3.7 3.7 3.7 37 3.7 3.7 37
December 1995 CBO 55 53 50 47 4.2 3.9 3.9 3.9 3.9 3.9 3.9 3.9
Administration 5.5 49 45 43 42 4.0 40 40 4.0 4.0 4.0 40
Blue Chip® 5.5 48 4.8 52 5.1 5.0 49 49 5.0 5.0 5.0 5.0

SOURCES: Congressional Budget Office; Eggert Economic Enterprises, Inc., Blue Chip Economic Indicators (March 10, 1996); Office of
Management and Budget; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor
Statistics; Federal Reserve Board.
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Table 1-9.
Continued

Prelimi-
nary® _ Forecast Projected
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Calendar Year Average
(Percent)
Ten-Year Treasury
Note Rate
Current CBO 6.6 5.7 55 53 5.3 53 5.3 53 5.3 53 5.3 5.3
December 1995 CBO 6.6 5.8 5.6 55 55 55 5.5 55 55 5.5 5.5 5.5
Administration 6.6 5.6 5.3 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0
Blue Chip® 6.6 5.8 5.9 6.4 6.3 6.3 6.2 6.2 6.2 6.2 6.2 6.2
Income Shares
(Percentage of GDP)
Current CBO
Corporate profits® 8.2 7.9 8.0 7.9 7.7 7.5 7.5 7.4 7.4 7.4 7.4 7.4
Personal income 84.2 844 841 840 840 839 837 83.7 83.7 83.7 83.7 83.8
Wage and salary
disbursements 47.2 474 473 473 472 472 472 471 47.0 470 46.9 46.9
December 1995 CBOf
Corporate profits® 8.1 8.4 8.5 8.4 8.3 8.3 8.2 8.1 8.1 8.0 7.9 7.9
Personal income 85.5 849 844 844 843 842 843 84.3 84.4 84.5 84.6 84.7
Wage and salary
disbursements 48.7 486 486 486 486 485 485 485 485 485 48.5 48.5
Administration
Corporate profits® 8.3 8.5 8.8 8.9 9.0 9.1 9.0 8.9 8.9 8.8 8.8 8.7
Personal income 84.1 842 839 835 829 825 822 821 82.1 82.0 81.9 81.9
Wage and salary
disbursements 472 473 475 475 474 474 474 474 47.3 47.3 47.2 471

a. Consistent with the first official estimate for 1995 published on March 4, 1996.

b. The Blue Chip forecasts are based on a survey of 50 private forecasters. Not all of the forecasts that make up the Blue Chip necessarily
reflect a balanced budget policy.

c. Based on chained (1992) doliars.

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

e. Corporate profits before tax.

f. The level of GDP was revised upward significantly in January 1996 because of a definitional change as part of the comprehensive revision
of the national income and product accounts. Therefore, income shares in CBO's December projection are not strictly comparable with
those in the current CBO and Administration projections.
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however, is inherently uncertain. The CBO forecast
should be viewed as a weighted average of different
possibilities, encompassing both more positive and
more negative economic outcomes.

Comparing Forecasts

One way to assess the range of different outcomes is
to review other economic forecasts making similar
fiscal policy assumptions. The CBO balanced budget
forecast can be compared with the Blue Chip con-
sensus forecast and the Administration’s forecast,
which also assumes a path to a balanced budget.

The Blue Chip forecast is based on a survey of
about 50 private-sector economists; each one uses a
personal estimate of future fiscal policy in making a
forecast. Consequently, the consensus forecast is
neither a purely balanced budget nor a purely
current-policy forecast. The Blue Chip consensus
forecast is generally more pessimistic than both the
CBO and the Administration forecasts (see Table 1-9
on pages 24-25). Between 1996 and 2000, the Blue
Chip consensus expects lower inflation and higher
interest rates; average growth in real GDP is about
the same as CBO's but less than the Administration's
forecast. After 2000, the Blue Chip consensus pro-
jections for the growth of real GDP and the CPI are
the same as the Administration’s, whereas CBO pro-
jects slightly slower growth in real GDP and a bit
faster growth in the CP1. Moreover, interest rates in
the Blue Chip consensus remain above those in the
CBO and Administration projections after 2000. The
higher interest rates projected by the Blue Chip con-
sensus suggest that few members of the Blue Chip
group expect significant actions to cut the federal
budget deficit over this 11-year period.

The projection of the relative growth of the two
major price measures--the CPI and the GDP price
index--is important for budget projections. The
lower the CPI growth rate is relative to the GDP
price index growth rate, the more optimistic the defi-
cit projection. The personal income tax brackets and
a large part of federal outlays are indexed to the CPI.
Thus, lower CPI growth means higher revenues and
lower outlays. The projection of the GDP price in-
dex, however, affects the projected levels of the tax

base. Therefore, a higher GDP price index means a
higher revenue projection and a lower deficit projec-
tion.

The Administration projects a relationship be-
tween the CPI and GDP price index that is optimistic
relative to the Blue Chip and CBO forecasts. The
Administration projects the CPI to grow only 0.1
percentage point faster than the CPI, whereas the
Blue Chip projects a difference in growth rates of 0.4
percentage points and CBO projects a difference of
0.3 percentage points. Between 1978 and 1995, the
CPI grew faster than the GDP price index by an aver-
age of 0.4 percentage points per year.

CBO’s estimate of the sum of profits and wages,
the major tax bases, is less than the Administration’s,
and the difference between the two forecasts widens
over time. In 1996, CBO projects that sum to be 55.3
percent of GDP, whereas the Administration’s pro-
jection is 0.5 percentage points higher at 55.8 per-
cent. By 2002, the difference rises to 1.8 percentage
points, with CBO projecting 54.5 percent and the Ad-
ministration 56.3 percent.

Risks to the Forecast

As is the case for any forecast, the risk exists that
CBO's estimates will not be borne out in reality. The
CBO forecast, although it incorporates the possibility
of sharply slower or faster growth, shows the econ-
omy growing smoothly over the next two years. His-
tory has shown, however, that the economy is rarely
so well behaved for any long period of time.

Although CBO judges that the economy is funda-
mentally sound, there is some risk that the economy
may be weaker than anticipated. Investment in new
equipment was quite strong during 1994 and early
1995, providing much of the horsepower that kept the
economy moving. Firms that built up excess capac-
ity during that time might now cut investment spend-
ing sharply, leading to layoffs in the investment
goods sector and lower incomes. Consumers, bur-
dened by a relatively high level of debt, might re-
spond by limiting their spending. Exports could also
weaken if the recent upturn in Japan's growth proves
ephemeral. If those events occurred, inventories
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could pile up, production could be slashed, and a se-
rious downturn might ensue.

However, the current forecast also may underes-
timate the strength of the economy and inflationary
pressures. Firms are undergoing major restructuring
to remain competitive in a computer-age world econ-
omy. That influence, together with relatively low
interest rates, could lead to a renewed investment
boom that would bring the economy roaring back in
1996 and 1997. Recovery in Mexico and other major
trading partners could boost net exports, further fuel-
ing growth. Lower unemployment, higher wage de-
mands, and production bottlenecks could result in
renewed inflation. The recent run-up in the price of
petroleum and other commodities could exacerbate
inflationary pressures in the short run. Elevated rates
of inflation would force the Federal Reserve to re-
spond with higher interest rates, which could choke
off growth by late 1997 or beyond.

CBO may also have overestimated the level of
the NAIRU. If the NAIRU is below CBO's estimate
of 5.8 percent, the economy could grow faster in the
short run without raising inflation. That faster
growth could probably only occur, however, if the
Federal Reserve was convinced that it was not infla-
tionary. Moreover, once the unemployment rate
reached the NAIRU, growth would revert to the same
underlying potential rate. If the true NAIRU was 5.5
percent, the addition to employment could raise real
output by 0.3 percentage points in 2002 under either
current-law or balanced budget assumptions. A
lower NAIRU would also imply less inflation in the
short run. In addition, if the Federal Reserve recog-
nized it, a NAIRU below CBO's estimate would
mean lower interest rates until unemployment fell to
its long-run level.






Chapter Two

The Budget Outlook

the deficit will decline in 1996 for the fourth

straight year. CBO expects, however, that
this trend will not continue under current budgetary
policies and that changes in policy will be required to
achieve a balanced budget by 2002.

T he Congressional Budget Office projects that

Under current taxing and spending policies and
CBO's assumptions about the economy, the deficit
will rise from $144 billion this year to $171 billion in
1997 and $403 billion in 2006, the last year of the
projection period. Those projections assume that
discretionary spending grows with inflation, up to the
level of the statutory caps imposed on it. Under the
alternative assumption that discretionary spending is
frozen at 1996 dollar levels through 2006, the deficit
will continue to increase, but at a slow pace—from
$159 billion in 1997 to $179 billion in 2006.

If the deficit rises to $403 billion in 2006 (under
the assumption that discretionary spending increases
at the rate of inflation), it will grow only modestly in
relation to the size of the economy—from 1.9 percent
of gross domestic product in 1996 to 3.3 percent of
GDP in 2006. If the deficit increases to only $179
billion in 2006 (under the assumption that discretion-
ary spending is frozen), its share of GDP will fall
slightly, to 1.5 percent, in 2006.

Budget projections are highly uncertain, of
course, and the extended projections are particulariy
sensitive to the performance of the economy and un-
expected changes in the growth of entitlement spend-
ing. Although CBO believes that its assumptions are

reasonable, minor changes can have a significant ef-
fect on deficit estimates. For example, an increase of
1 percentage point in interest rates throughout the
projection period would boost the deficit by $85 bil-
lion in 2006.

This chapter summarizes CBO's new baseline
projections. The baseline shows the outlook for fed-
eral revenues, outlays, and the deficit if current tax-
ing and spending policies remain unchanged. It is
not a forecast of budget outcomes, but it is useful for
sketching the consequences of today's policies and
serves as a benchmark for weighing proposed
changes.

The chapter also provides CBO's estimates of the
deficits that would result under current policies and
an economic forecast that assumes a balanced budget
in 2002. Rather than representing potential budget-
ary outcomes, those estimates show how much taxing
and spending policies must be changed in order to
achieve budgetary balance. They are intended to
help policymakers determine a path to the balanced
budget goal that is the basis for proposals by both the
Congress and the President.

Although the deficit projections presented in this
chapter are relatively benign through 2006—the defi-
cit as a percentage of GDP either rises slowly or de-
creases slightly depending on the assumption about
the path of discretionary spending—the budgetary
picture is much darker in the longer run. Unless
changes are made in spending or revenue policies,
the impending retirement of the postwar baby-boom
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generation will cause the deficit to grow rapidly as a
share of the economy. To assess the effect of that
expected graying of the population, CBO has devel-
oped long-term projections of federal spending and
revenues that are less detailed than the projections
through 2006. A further discussion of those projec-
tions is found in Chapter 4.

The Deficit Outlook

The simplest and most widely used measure of the
deficit is the gap between total federal revenues and
outlays. CBO projects that measure of the deficit
under two alternative economic forecasts—one that
assumes current budgetary policy, and another that
assumes a balanced budget in 2002. Unlike manda-
tory spending and revenues, which are governed by
permanent laws, discretionary spending is subject to
annual appropriations and is thus uncertain. Under
each economic scenario, therefore, CBO further as-
sumes two alternative paths for discretionary spend-
ing: one that adjusts for inflation but is subject to the
existing caps on discretionary spending, and one that
is frozen at nominal 1996 levels throughout the next
10 years.

The caps, which expire in 1998, were established
by the Budget Enforcement Act of 1990. They cover
total levels of discretionary budget authority and out-
lays. Since 1991, caps have applied to spending from
the 13 regular appropriation bills and any supplemen-
tal appropriations. Since 1995, separate caps have
applied to general-purpose spending and to spending
from the Violent Crime Reduction Trust Fund
(VCRTF). (General-purpose spending is all discre-
tionary spending other than that from the VCRTF.)
Roughly speaking, the caps have imposed a near-
freeze on total nominal discretionary outlays for the
1991-1995 period.

Total Deficit Under Current-Policy
Economic Assumptions
Under today's budgetary policies, the total deficit will

reach a low this year and then resume rising (see
Table 2-1). The deficit peaked at $290 billion in

1992 but is expected to dip to less than half of that
level-—$144 billion—in 1996. If discretionary
spending keeps pace with inflation (up to the level of
the statutory caps), the deficit will nearly double by
2002. If discretionary spending is held constant in
nominal dollars, the rise in the deficit will be much
more modest.

Adjusting the 1996 appropriations for inflation
puts general-purpose discretionary spending below
its cap in 1997 but above it in 1998. The first base-
line projection therefore assumes that general-pur-
pose spending will be held to the level of the cap in
1998 and will grow thereafter at the rate of inflation.
Projected spending from the VCRTF is below its cap
in both 1997 and 1998 and so is unaffected by the
cap. Under these assumptions, the total deficit will
reach $285 billion in 2002 and $403 billion in 2006.

If discretionary spending stays frozen throughout
the projection period, the deficit will rise only mod-
estly from its estimated 1996 level and will fall as a
share of GDP. The deficit for 1997 under that pro-
jection will be $159 billion, increasing to as much as
$187 billion in 2000 and 2005, but generally hover-
ing around $180 billion. The deficit rises despite the
freeze on discretionary spending because increases in
outlays for spending authorized through permanent
law (such as Medicare benefits and interest payments
on the debt) rather than through annual funding deci-
sions exceed projected increases in revenues.

Total Deficit Under Balanced Budget
Economic Assumptions

CBO has also estimated the deficits that would result
under current budgetary policies using the economic
forecast that would be expected if the federal budget
was balanced in 2002 and remained in balance there-
after. Such projections are inherently inconsistent
since they result in an estimated deficit in 2002 even
though the economic forecast assumes a balanced
budget in 2002. They do, however, offer a useful
analytic construct by providing an estimate of the
changes in spending and revenue policies required to
achieve the economic benefits embodied in the fore-
cast. When used in that way, the projections are con-
sistent because the end point is a balanced budget.
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Table 2-1.

CBO Deficit Projections (By fiscal year)

1995

1996

1897 1998 1999

2000

2001

2002

2003

2004

2005

2006

Baseline Total Deficit
with Current-Policy
Economic Assumptions
Cap discretionary
spending (with
inflation after 1998)
Freeze discretionary
spending at the1996
dollar level

Baseline Total Deficit
with Balanced Budget
Economic Assumptions
Cap discretionary
spending (with
inflation after 1998)
Freeze discretionary
spending at the1996
dollar level

Alternative Measures
of the Deficit®
Standardized-
employment deficit®
On-budget deficit

Baseline Total Deficit
with Current-Policy
Economic Assumptions
Cap discretionary
spending (with
inflation after 1998)
Freeze discretionary
spending at the
1996 dollar level

Baseline Total Deficit
with Balanced Budget
Economic Assumptions
Cap discretionary
spending (with
inflation after 1998)
Freeze discretionary
spending at the
1996 dollar level

Alternative Measures
of the Deficit*
Standardized-
employment deficit®
On-budget deficit
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a. Estimates assume current-policy economic projections and that discretionary spending is adjusted for inflation up to the statutory caps that
are in effect through 1998. All discretionary spending other than spending from the Violent Crime Reduction Trust Fund is assumed to

equal the caps in 1998 and to grow from that level at the rate of infiation in later years.

b.  The standardized-employment deficit is larger than the baseline deficits for 1995 and 1996 for two reasons: deposit insurance and receipts
from spectrum auctions are not included in the standardized-employment deficit but are included in the baseline; and the economy was
operating slightly above its long-term potential in 1995.
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The projections therefore represent a starting point
for the Congress in crafting a budget resolution to
balance the budget in 2002. They are also useful for
evaluating alternative plans to balance the budget,
such as the President’s budget submission.

If discretionary spending is adjusted for inflation
(subject to the caps), the projected baseline deficit
under balanced budget economic assumptions will be
$165 billion in 1997 and $210 billion in 2002. In
every year, those deficits are significantly lower than
projections that assume current-policy economic pro-
jections and capped discretionary spending with in-
flation after 1998 (see Table 2-1). The difference,
which amounts to $75 billion in 2002 and $254 bil-
lion over the 1996-2002 period, is a measure of the
fiscal dividend that can be expected to result from
balancing the budget. (A further discussion of CBO's
current estimate of the fiscal dividend is provided in
Box 2-1.)

If discretionary spending is not adjusted for infla-
tion, the projected deficits using balanced budget
economic assumptions will be $154 billion in 1997
and $106 billion in 2002. Thus, even if discretionary
spending is frozen for another six years, balancing
the budget by 2002 will require further reductions in
spending or increases in taxes totaling about $100
billion in that year. Maintaining a freeze in discre-
tionary spending will not be easy, however, because
it will require a reduction in purchasing power of 18
percent over six years—even at the low levels of in-
flation CBO anticipates.

Alternative Measures of the Deficit

Although the total deficit is the most common mea-
sure of the deficit, analysts often cite two other mea-
sures of the amount by which the government’s
spending exceeds its revenues. One measure re-
moves cyclical factors from the deficit calculation,
and the other removes spending and receipts desig-
nated by law as off-budget.

Cyclical economic factors can obscure funda-
mental trends in the budget. For example, high un-
employment automatically worsens the deficit—prin-
cipally because of lower revenues accompanied by

higher outlays for unemployment compensation and
other programs. The standardized-employment defi-
cit removes such factors from the budget to deter-
mine the extent to which the deficit reflects a struc-
tural imbalance (a deficit that would exist in an econ-
omy operating at its potential). The current projec-
tions show only a small difference between the defi-
cit estimated under current-policy economic projec-
tions with discretionary inflation and the standard-
ized-employment deficit (see Table 2-1). That out-
come is not surprising since CBO's economic fore-
cast assumes that the economy will continue to oper-
ate near its potential throughout the projection pe-
riod.

The on-budget deficit is rooted in legislation that
granted special, off-budget status to particular gov-
ernment programs. The two Social Security trust
funds—Old-Age and Survivors Insurance and Dis-
ability Insurance—were granted off-budget status in
the Balanced Budget and Emergency Deficit Control
Act of 1985. Legislation enacted in 1989 excluded
the much smaller net outlays of the Postal Service
from on-budget totals. Because the income of the
Social Security trust funds currently exceeds expen-
ditures, removing Social Security (and the Postal Ser-
vice) from the on-budget totals makes the remaining
deficit substantially larger (see Table 2-1).

Changes in the Budget
Outlook Since December

The budget outlook under balanced-budget economic
assumptions has improved slightly since CBO pub-
lished its projections last December. Projected defi-
cits are down in every year—by $28 billion in 1996,
$16 billion in 1997, and $18 billion in 2002 (see
Table 2-2). Much of that downward revision stems
from changes in the projected level of discretionary
spending, which in 1996 is $19 billion below the
amount anticipated in December. Reductions in
1996 appropriation bills have a continuing effect in
1997; for 1998, the Administration's lower projec-
tions of inflation required the Office of Management
and Budget (OMB) to reduce the cap on discretionary
outlays by $10 billion. CBO has projected that re-
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Box 2-1.
CBO Estimate of the Fiscal Dividend

The fiscal dividend is the portion of the total amount of
deficit reduction needed to balance the budget that can
be attributed to the macroeconomic improvements ex-
pected as a result of balancing the budget. That deficit
reduction is automatic, giving policies that reduce the
deficit an extra boost from its effects on the economy.
The Congressional Budget Office estimates that balanc-
ing the budget in 2002 (and maintaining a balanced bud-
get thereafter) will reduce interest rates 110 basis points
(1.1 percentage points) by 2000 and increase the rate of
growth of real GDP by about 0.1 percent a year. Those
macroeconomic effects are discussed in more detail in
Chapter 1.

The budgetary effects of those factors will both re-
duce outlays and increase revenues. Spending will de-
cline because of the sensitivity of the government's net

interest expense to interest rates (CBO also calculates a
slight effect on spending for student loans). Revenues
will increase because national output is higher and be-
cause more income is received from corporate profits
and less from interest income, much of which accrues to
tax-exempt entities.

CBO's current estimates of the fiscal dividend are
given in the table below. Approximately 60 percent of
the cumulative fiscal dividend of $254 billion results
from reduced outlays on government expenditures that
are sensitive to interest rates, principally net interest.
Another 30 percent comes from increased revenues.
The final tenth of the dividend reflects lower interest
expenses but is caused indirectly by the reduction in
government debt that will result from the savings just
described rather than directly by lower interest rates.

Changes in the Deficit Resulting from the Economic
Effects of Balancing the Budget (By fiscal year, in billions of dollars)

Total,
1996 1997 1998 1999 2000 2001 2002 1996-2002
Change Resulting from Lower
Interest Rates
Outlays
Net interest a -3 -11 =22 -32 -38 -43 -150
Student loans a a a a -1 -1 -1 -2
Revenues
Federal Reserve earnings® a a 1 2 4 5 5 17
Shift in income shares _a =2 -1 -12 -16 -18 -19 -74
Total a -5 -17 -32 -45 -52 -58 -209
Change in Revenues Resulting from
Higher Gross Domestic Product a a -1 -3 -4 -5 -7 21
Debt Service _a _a -1 =2 -4 -7 -10 -24
Total Effect on the Deficit a -5 -19 -37 -53 -64 -75 -254

SOURCE: Congressional Budget Office.

a. Less than $500 million.

b. Revenue reductions are shown as positive because they increase the deficit.
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Table 2-2.
Changes in CBO Deficit Projections Since December (By fiscal year, in billions of dollars)
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
December Baseline Deficit 172 182 183 195 204 211 228 244 266 2904
Legislative Changes
Revenues a a a a a a a a a a
Discretionary outlays -19 -8 0 0 0] 0 o] 0 0 0
Mandatory outlays —3 2 _A =2 =2 =2 =2 a1 _A A
Deficit -15 -6 -1 -2 -2 -2 -2 -1 -1 -1
Economic Changes
Revenues -2 1 1 2 5 6 8 11 13 15
Outlays
Net interest -2 -6 -6 -7 -8 -10 -14 -18 -22 -29
Other mandatory outlays -1 =2 =2 =2 -2 -2 =2 =2 =2 -2
Subtotal -4 -8 -8 -10 -11 -12 -17 -20 -25 -31
Deficit -6 -7 -8 -7 -6 -6 -9 e -12 -17
Technical Changes
Revenues
Expiring excise taxes 5 7 8 8 8 9 9 10 10 11
Other revenues -4 =2 =1 =1 —a —a | | -2 3
Subtotal 1 5 7 7 8 9 10 11 12 14
Discretionary outlays 0 0 -10 -9 -10 -10 -10 -10 -1 -1
Mandatory outlays
Medicare and Medicaid -2 -3 -2 -4 -5 -7 -9 -11 -14 -19
Social Security -1 -1 -1 -1 -2 -2 -3 -3 -4 -5
Supplemental Security Income a -1 -1 -1 -2 -2 -3 -3 -4 -5
Broadcast spectrum auctions -3 -10 -2 a a 0 0 0 0 0
Net interest -1 a a 1 1 1 3 4 6 9
Other mandatory outlays _a _6 10 _4 _b6 _5 5 _5 7 7
Subtotal -8 -8 4 -1 -2 -6 -7 -8 -8 -12
Deficit -7 -3 1 -3 -4 -7 -7 -7 -7 -9
Debt Service —a -1 -1 -1 -1 -1 -1 -1 -2 _=2
Total Changes -28 -16 -8 -13 -12 -16 -18 -19 -22 -29
March Baseline Deficit with
Balanced Budget Economic
Assumptions 144 165 175 182 191 194 210 225 244 265
Changes from Adopting Current-
Policy Economic Assumptions a 5 19 37 53 64 75 86 98 111
March Baseline Deficit with Current-
Policy Economic Assumptions 144 171 194 219 244 259 285 311 342 376

SOURCE: Congressional Budget Office.

NOTE: Reductions in revenues are shown with a positive sign because they increase the deficit.

a. Less than $500 million.
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duction through 2006. Other revisions include
slower growth in outlays for Medicare, Medicaid,
and Social Security, which is partially offset by the
expiration of certain taxes and other technical adjust-
ments. The budget outlook for 1996 has also im-
proved significantly compared with CBO's projec-
tions of January 1995 (see Box 2-2).

A Quick Review of 1995

Last August, CBO projected a 1995 deficit of $161
billion. Two months later, the Treasury Department
reported that the actual deficit totaled $164 billion.
CBO overestimated revenues by about $2 billion and
underestimated outlays by $1 billion. Individual in-
come taxes came in slightly lower than projected, and
other taxes came in higher; mandatory spending was
slightly greater than anticipated. Using earlier pro-
jections, the Congressional budget resolution for
1995, adopted in May 1994, anticipated a deficit of

$175 billion. Higher outlays of $6 billion and higher
revenues of $17 billion account for the difference of
$11 billion between the budget resolution total and
the actual deficit (see Appendix B).

Revisions to the 1996-2006 Projections

CBO traces its revisions to the budget outlook since
December to three sources: newly enacted legisla-
tion, changes in the economic outlook, and other, so-
called technical factors. Both now and in December,
the budget outlook assumes that discretionary spend-
ing grows with inflation up to the level of the caps.

Recent Legislation. Relative to the levels of the
caps assumed in CBO's December baseline, appropri-
ations enacted in 1996 are expected to reduce outlays
by $19 billion in 1996 and $8 billion in 1997. (Those
figures do not reflect the Omnibus Consolidated Re-
scissions and Appropriations Act of 1996, which be-

Box 2-2.

In January 1995, the Congressional Budget Office
projected that the deficit for fiscal year 1996 would
total $207 billion. In the past 15 months, that estimate
has fallen by $63 billion—to $144 billion (see the ta-
ble below). The projected deficits for 1997 through
2000 have also declined but by smaller amounts.

Much of the drop in the projected deficits stems
from changes in economic conditions, primarily lower
interest rates. For 1996, interest rates are now pro-
jected to be between 0.9 and 1.2 percentage points
lower than CBO projected in January 1995. Interest
rates for future years also are projected to be lower,
but by a smaller amount. Almost all of the drop in
projected deficits for the years after 1997 is attribut-
able to that reduction in interest rates.

For 1996, two other factors also contribute. First,
appropriations for 1996 are well below the maximum
levels allowed by the Budget Enforcement Act. Sec-
ond, CBO has reduced its estimates of outlays for
Medicare and Medicaid, the refundable portion of the
earned income credit, mortgage insurance provided by
the Federal Housing Administration, and a few other

Changes in CBO Deficit Projections

programs. The effects of those reductions are also felt
in 1997.

Changes in CBO Deficit Projections
Since January 1995
(By fiscal year, in billions of dollars)

1996 1997 1998 1999 2000

January 1995

Baseline Deficit 207 224 222 253 284
Changes
Economic 27 34 29 29 .32
Legislative -17 -6 -1 -2 -2
Technical -19 13 _1 -3 -6
Total 63  -53 29 -34 -39
April 1996
Baseline Deficit 144 171 194 219 244

SOURCE: Congressional Budget Office.
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came law on April 26.) Discretionary outlays are
therefore expected to be $13 billion below the 1995
nominal level in 1996 and equal to it in 1997. If
1996 spending equals expectations, it will mark only
the second time in 30 years that discretionary outlays
have declined from the level of the previous year.

Enacted legislation affecting direct (mandatory)
spending or revenues has a relatively small effect on
the projections. The Federal Agricultural Improve-
ment and Reform Act of 1996 will increase outlays
modestly in the near term but reduce them in later
years as transition payments for commodity price
support programs are eliminated. The Contract with
America Advancement Act of 1996 will reduce out-
lays by eliminating Social Security and Supplemental
Security Income benefits for certain substance abus-
ers and dependent stepchildren, but that amount will
be largely offset by increased spending on Social Se-
curity beneficiaries who continue to work in retire-
ment. Such legislation increases the deficit by $3
billion in 1996 but lowers it by at least §1 billion a
year after 1997 (see Table 2-2). In addition, the
Telecommunications Act of 1996 will require a sig-
nificant increase in both mandatory spending and
revenues but will have a net effect of zero on the def-
icit because the bill expands payments for universal
telephone service but also provides additional re-
ceipts to support those expenditures.

Economic Changes. Apart from the current year,
revisions that stem from changes in the economic
outlook explain roughly half of the improvement in
the deficit projections since December. A modest
downward revision in revenues is more than offset by
lowered outlays. Projected revenues from the corpo-
rate income tax have been scaled back in every year
as a result of lower expectations for taxable profits.
Projected revenues from the individual income tax
and social insurance taxes have been raised in the
earlier years of the forecast but reduced for years af-
ter 2001. Those revisions, however, are more than
offset by the reduction in the government's interest
expense that stems from a drop of 30 basis points
(0.3 percentage points) in CBO's forecast of short-
term interest rates and 90 basis points in its forecast
of rates on 10-year Treasury notes. The net effect of
economic changes is under $10 billion annually for
most of the projection period (see Table 2-2).

Technical Reestimates. Technical revisions are any
changes that are not ascribed to legislation or to
changes in the macroeconomic forecast. Such revi-
sions account for the balance of the post-1998 im-
provement in CBO's deficit outlook.

A revision to the discretionary spending caps re-
quired by the Balanced Budget Act, which CBO
characterizes as technical, accounts for a sizable por-
tion of the change in deficits for 1998 through 2006.
In its Budget Enforcement Act Preview Report, which
was published with the President's budget submis-
sion, OMB made a downward adjustment to the caps
to reflect a corresponding downward adjustment in
the Administration's forecast of the GDP price index
compared with its forecast of February 1995, when
the caps were last adjusted. Although the adjustment
covers only the period ending in 1998, its effect on
1998 spending ripples throughout the projection pe-
riod in CBO's estimates of the capped baseline with
adjustments for inflation.

Lower projected spending for Social Security,
Medicare, and Medicaid benefits also reduces pro-
jected deficits. In the Social Security program, the
revision reflects a reduction in the assumed average
benefits of new beneficiaries. In the Medicare pro-
gram, CBO has lowered its estimate of increases in
the volume and intensity of services provided to re-
cipients, because actual growth from those sources
has been less than expected for the past few years. In
Medicaid, the revision reflects the zero growth in
outlays in the first four months of 1996, which was
incorporated into the projections as a change in the
level of benefits throughout the projection period.

These favorable revisions are substantially offset
by others that increase the estimated deficit (see
Table 2-2). Expiration of the excise taxes for the
Airport and Airway and Leaking Underground Stor-
age Tank Trust Funds and the Hazardous Substance
Superfund will reduce revenues by $5 billion in 1996
and $11 billion by 2005. As required by the Bal-
anced Budget Act, CBO assumes that excise taxes
dedicated to trust funds and scheduled to expire dur-
ing the budget projection period are extended. Those
excise taxes have now expired, however, and have
therefore been excluded from the baseline.
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The Revenue Outlook

Federal revenues are expected to be $1,428 billion, or
19.1 percent of GDP, in 1996. They are projected to
grow less rapidly than the economy in the next five
years, slipping to 18.5 percent of GDP by 2001, and
then to keep pace with GDP (see Table 2-3).

In relation to GDP, revenues will be higher than
the levels typical of the past three decades. In 1960
through 1995, revenues averaged 18.1 percent of

GDP. (Those percentages are lower than in previous
reports and in the 1997 budget because GDP was re-
defined earlier this year.) In only five years did reve-
nues reach or top 19 percent, and those years were
unusual for one reason or another. In 1969 and 1970,
taxes were hiked to help finance the Vietnam War,
and in 1980 through 1982—before the Reagan Ad-
ministration's tax cut and the subsequent indexing of
tax brackets to the price level—high inflation pushed
up revenues.

Underneath the overall relative stability of the
revenue-to-GDP ratio are some striking shifts in

Table 2-3.

CBO Projections for Revenues Under Current-Policy Economic Assumptions (By fiscal year)

Actual
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
in Billions of Dollars
Iindividual Income Taxes 590 636 661 694 730 769 811 853 898 946 997 1,051
Corporate income Taxes 157 169 171 172 171 171 174 179 185 194 204 214
Social Insurance Taxes 484 504 531 553 580 609 636 666 696 727 762 800
Excise Taxes 57 52 51 52 53 53 54 55 56 56 57 58
Estate and Gift Taxes 15 16 17 18 19 20 21 22 23 24 25 27
Customs Duties 19 20 20 21 21 22 23 25 27 29 31 33
Miscellaneous 32 30 32 34 35 37 39 41 46 47 48 50
Total 1,355 1,428 1,483 1,544 1,609 1,681 1,758 1,840 1,931 2,023 2,124 2,232
On-budget 1,004 1,063 1,098 1,142 1,186 1,236 1,294 1,354 1,423 1,493 1,568 1,649
Off-budget® 351 365 385 402 423 444 464 486 508 530 556 584
As a Percentage of GDP
Individual Income Taxes 8.2 8.5 8.4 8.4 8.5 8.5 8.5 8.6 8.6 8.6 8.7 8.7
Corporate Income Taxes 2.2 2.3 2.2 2.1 20 1.9 1.8 1.8 1.8 1.8 1.8 1.8
Social Insurance Taxes 6.7 6.7 6.8 6.7 6.7 6.7 6.7 6.7 6.7 6.6 6.6 6.6
Excise Taxes 0.8 0.7 06 0.6 06 0.6 06 05 05 0.5 0.5 05
Estate and Gift Taxes 0.2 0.2 0.2 02 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2
Customs Duties 0.3 0.3 0.3 03 0.2 0.2 0.2 0.3 0.3 0.3 0.3 0.3
Miscellaneous 04 0.4 04 0.4 04 0.4 0.4 0.4 0.4 0.4 0.4 04
Total 18.9 191 189 188 187 186 185 185 185 185 185 185
On-budget 14.0 142 140 139 138 137 136 136 136 136 137 137
Off-budget? 49 4.9 49 4.9 49 49 4.9 4.9 4.9 4.8 4.8 4.8

SOURCE: Congressional Budget Office.

a. Social Security.
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composition (see Figure 2-1). The most visible is the
government's increasing reliance on revenues from
social insurance taxes, chiefly those for Social Secu-
rity and Medicare's Hospital Insurance (now about 7
percent of GDP), and its diminishing reliance on cor-
porate income taxes and excise taxes (now about 2
percent and 1 percent of GDP, respectively). Indi-
vidual income taxes, the biggest contributor to gov-
ernment coffers, have fluctuated in the range of 8
percent to 9 percent of GDP for three decades. So-
cial insurance taxes are expected to hold steady as a

share of GDP during the projection period. Individ-
ual income taxes are expected to increase, and corpo-
rate and excise taxes are expected to decrease.

This shift in the composition of revenues is also
apparent when each source of revenue is viewed as a
share of total revenues. Social insurance taxes con-
tribute 35 percent of total revenues, up from 25 per-
cent a quarter-century ago. The share of corporate
income and excise taxes, in contrast, has declined
from 25 percent in 1970 to 15 percent today. For

Figure 2-1.

Revenues by Source as a Share of GDP Under Current-Policy Economic Assumptions
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more than three decades, the share contributed by the
individual income tax has remained steady at close to
45 percent. Other taxes have maintained a fairly con-
stant share of about 5 percent for two decades. More
detailed historical data are contained in Appendix E,
which lists annual revenues for each of those sources
and spending by outlay category.

Baseline Projections

In the baseline, individual income taxes are the only
source of revenue that will grow even modestly as a
share of GDP, from 8.5 percent in 1996 to 8.7 per-
cent in 2006. The GDP share creeps up over time as
rising real incomes cause a larger fraction of income
to be taxed in higher tax brackets.

Social insurance taxes essentially maintain their
share of GDP—just under 7 percent. The slight de-
cline in the later years of the projection period results
principally from the taxes that finance unemployment
benefits. Those taxes do not keep pace with in-
creased GDP for three reasons. First, states are able
to reduce their tax rates as the unemployment trust
fund is replenished. Second, the Federal Unemploy-
ment Tax Act (FUTA) applies only to the first $7,000
of each covered worker's salary, a figure that remains
unchanged despite economic growth. Third, a FUTA
surtax of 0.2 percentage points expires at the end of
1998.

The corporate income tax is projected to fall
from 2.3 percent of GDP in 1996 to 1.8 percent by
2001, mirroring a decline in corporate profits as a
share of GDP. Similarly, excise taxes (which grew in
the early 1990s when some tax rates were increased)
will fall marginally as a share of GDP, both because
some taxes have expired and because excise taxes
fail to grow with the economy since most are levied
per unit of good or per transaction rather than as a
percentage of value.

Expiring Provisions

CBO's baseline projections for revenues assume that
current tax law remains unchanged and that sched-

uled changes and expirations occur on time. One
category of taxes—excise taxes dedicated to trust
funds—constitutes the sole exception to that ap-
proach. Under the baseline rules, those taxes are in-
cluded in the projections even if they are scheduled
to expire. The only trust fund excise taxes slated to
expire over the projection period are those for the
Highway Trust Fund. By 2006, extending those
taxes at today's rates would contribute $30 billion to
baseline revenues, or more than half of the total ex-
cise taxes.

Nine provisions that reduce taxes have expired
recently—four at the end of 1994 and five during
1995 (see Table 2-4). The baseline assumes that
those provisions will not be extended. If the Con-
gress extended all nine preferences (items that reduce
revenues) at least through the projection period, base-
line revenues would be smaller by about $5 billion in
2002 and $7 billion in 2006. Extending the four
taxes that expired at the end of 1995 would boost net
baseline revenues by almost $8 billion in 2002 and
$9 billion in 2006.

Another 10 tax provisions are slated to expire
between 1996 and 2004. Extending the four that lose
revenue—including the nonconventional fuels credit
that expires at the end of this year—would have a
small effect on the baseline in 2006. Extending the
six that increase revenue would raise about $2 billion
in 2006.

The Spending Outlook

CBO expects that federal spending will total almost
$1.6 trillion in 1996. That spending has been divided
into several convenient clusters for more than a de-
cade. Those categories were formalized in the Bud-
get Enforcement Act of 1990.

Discretionary spending denotes programs con-
trolled by annual appropriation bills. For those pro-
grams policymakers can decide afresh each year how
many dollars will be devoted to continuing existing
activities and funding new ones. The baseline pro-
jections depict the path of discretionary spending as a
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whole, using as a starting point the appropriations for
1996 (assuming an annualized rate of spending for
programs covered by a continuing resolution).

CBO makes two projections with different as-
sumptions regarding the future path of appropriated

spending. In the first projection, discretionary spend-
ing is assumed to grow from the 1996 level at the rate
of inflation, subject to the limits or caps that are in
effect through 1998. Because the cap on general-pur-
pose discretionary spending is constraining in 1998,
CBO assumes that general-purpose spending grows

Table 2-4.

Effect of Extending Tax Provisions That Have Recently Expired or
Will Expire in 1996 Through 2006 (By fiscal year, in billions of dollars)

Expiration
Tax Provision Date 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Expired Provisions®
Deduction for Contributions
to Private Foundations 12/31/94 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1
Targeted Jobs Tax Credit 12/31/94 -0.1 -0.2 -0.3 -0.4 -04 -0.4 -0.5 -0.5 -0.5 -0.5
Exclusion for Employer-
Provided Education
Assistance 12/31/94 -1.1 -0.6 -0.7 -0.7 -0.7 -0.8 -0.8 -0.9 -0.9 -0.9
Orphan Drug Tax Credit 12/31/94 -0.1 b b b b b b b b b
Special Rule for Certain
Group Health Plans 5/12/95 b b b b b b b b b b
Credit for Research and
Experimentation 6/30/95 24 -16 -1.9 22 -2.4 -2.6 -2.9 -3.41 -3.4 -3.7
Rules for Allocation of
Expenses for Research
and Experimentation 7/31/95 -1.2 -0.5 -0.6 -0.6 -0.6 -0.6 -0.7 -0.7 -0.7 -0.8
Extension of Generalized
System of Preferences® 7/31/95 0.9 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 0.3 -0.3 -0.3
Commercial Aviation
Exemption for the 4.3 Cent
per Gallon Tax on
Transportation Fuels® 9/30/95 -0.9 -0.5 -0.5 -0.5 -0.5 -0.5 -0.5 -0.6 -0.6 -0.6
Airport and Airway
Trust Fund Taxes® 12/31/95 4.0 4.9 5.1 5.4 5.8 6.1 6.4 6.8 7.2 7.6
LUST Trust Fund Taxes® 12/31/95 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Hazardous Substance
Superfund Excise Taxes® 12/31/95 0.7 0.7 07 0.7 0.7 0.7 0.8 0.8 0.8 0.8
Corporate Tax Dedicated
to Superfund 12/31/95 0.9 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.6
Provisions Expiring in 1996
Nonconventional Fuels
Credit for Fuel from
Biomass and Coal 12/31/96 b b -0.1 -0.1 -0.1 -0.2 -0.2 -0.2 -0.2 -0.2
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with inflation from that 1998 cap level in subsequent
years. In the second projection, all discretionary
funding remains frozen at the dollar level provided in
the 1996 appropriation bills in all years through

Discretionary spending is expected to decrease
slightly as a percentage of GDP under both projec-
tions. In the first projection, that share will drop
from its current 7 percent to slightly under 6 percent

2006. In that projection, the caps are never con- in 2006 (see Table 2-5). In the second, such spend-

straining. ing will drop to just over 4 percent of GDP.

Table 2-4.

Continued

Expiration

Tax Provision Date 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Provisions Expiring in 1998

FUTA Surtax of 0.2

Percentage Points® 12/31/98 n.a. n.a. 0.1 1.2 1.2 1.2 1.3 1.3 1.3 1.3
Provisions Expiring in 1999

Railroad Uses of Diesel Fuel,

1.25 Cents per Gallon® 9/30/99 n.a. n.a. n.a. d d d d d d d

Luxury Tax on Passenger

Vehicles® 12/31/99 n.a. n.a. d 0.3 0.4 0.5 0.5 0.5 0.5 0.5

Noncommercial Motorboat

Diesel Fuel, 20.1 Cents

per Gallon® 12/31/99 n.a. n.a. n.a. b d d d d d d

Credits for Electricity

Production from 5/31/99-wind

Wind and Biomass 6/30/99-biomass n.a. n.a. n.a. b b b b b -0.1 -0.1
Provisions Expiring in 2001

Andean Trade Preference

Initiative® 12/04/01 n.a. n.a. n.a. n.a. b b b b b b
Provisions Expiring in 2003

IRS User Fees® 09/30/03 n.a. n.a. n.a. n.a. n.a. n.a. n.a. d d d
Provisions Expiring in 2004

Abandoned Mine

Reclamation Fund 09/30/04 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. d d

Deductions and Credits

for Clean-Fuel Vehicles

and Refueling Properties 12/31/04 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. b b

SOURCE: Joint Committee on Taxation.

NOTES: LUST = Leaking Underground Storage Tank; FUTA = Federal Unemployment Tax Act; IRS = Internal Revenue Service; n.a. = not

applicable.

Loss of less than $50 million.
Net of income and payroll tax offsets.
Increase of less than $50 million.

a0 o p

Assumes an enactment date for the expired provisions of October 1, 1996.
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Table 2-5.
CBO Projections for Outlays Under Current-Policy
Economic Assumptions with Discretionary Inflation (By fiscal year)

Actual
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

In Billions of Dollars

Discretionary®

Defense 274 265 272 278 286 297 299 311 320 330 344 351
Domestic and
international 272 267 272 278 286 293 301 310 320 330 340 351

Violent Crime

Reduction Trust Fund b 1 2 3 4 3 3 4 4 4 4 4
Unspecified reductions _0 .0 _o0 12 12 14 _8 11 12 A3 17 15
Subtotal 546 533 546 546 563 579 596 614 632 651 671 691
Mandatory Spending 822 875 946 1,011 1,070 1,141 1,205 1,285 1,369 1,457 1,557 1,655
Offsetting Receipts -80 -75 -84 =77 -76 -79 -81 -85 -88 -90 -93 -96
Net Interest 232 240 246 257 _271 283 296 311 328 346 365 _385
Total 1519 1,572 1654 1,737 1,828 1,925 2,016 2,125 2,242 2,365 2,500 2,636
On-budget 1,230 1,272 1,340 1,410 1,491 1573 1648 1,743 1,844 1,952 2,071 2,190
Off-budget® 289 300 314 327 337 352 368 382 398 413 429 446

As a Percentage of GDP

Discretionary?®

Defense 3.8 3.5 35 3.4 3.3 33 32 3.1 3.1 3.0 3.0 29
Domestic and
international 3.8 3.6 35 3.4 3.3 32 3.2 3.1 31 3.0 3.0 2.9
Violent Crime
Reduction Trust Fund d d d d d d d d d d d d
Unspecified reductions 0 o0 _o0o 01 01 02 01 01 04 01 02 01
Subtotal 76 71 7.0 6.6 6.5 6.4 6.3 6.2 6.1 59 58 57
Mandatory Spending 1.4 117 120 123 124 126 127 129 131 133 136 137
Offsetting Receipts 1.1 1.0 1.1 09 09 09 09 09 08 -08 -08 -08
Net Interest 3.2 32 3.1 3.1 3.1 3.1 3.1 3.1 3.1 3.2 3.2 3.2
Total 21.2 210 211 211 212 213 213 214 215 216 218 219
On-budget 17.1 170 171 171 173 174 174 175 177 178 180 182
Off-budget® 4.0 4.0 4.0 4.0 3.9 3.9 3.9 3.8 3.8 3.8 3.7 37

SOURCE: Congressional Budget Office.
a. Projections assume that discretionary spending is adjusted for inflation up to the statutory caps that are in effect through 1998. All

discretionary spending other than spending from the Violent Crime Reduction Trust Fund is assumed to equal the caps in 1998 and to grow
from that level at the rate of inflation in later years. Unspecified reductions show the cuts that would be needed to satisfy the caps.

b. Less than $500 million.
¢.  Social Security and the Postal Service.

d. Less than 0.05 percent of gross domestic product.
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All other spending is controlled by existing laws,
and the baseline presents CBO's estimate of spending
if those laws and policies remain unchanged. Under
the baseline rules, CBO must assume that spending
programs whose current-year outlays exceed $50
million will be extended. Entitlements and other
mandatory spending consist overwhelmingly of ben-
efit programs such as Social Security, Medicare, and
Medicaid. Spending for those programs is generally
controlled by setting rules for eligibility, benefit for-
mulas, and so forth rather than by voting annually for
dollar amounts. Offserting receipts—fees and similar
charges that are recorded as negative outlays—Iike-
wise are changed only when the Congress revisits the
underlying laws. And growth in net interest spend-
ing is almost wholly driven by the government's defi-
cits and by market interest rates.

Mandatory spending's share of GDP is expected
to increase from its current 12 percent to almost 14
percent by 2006. Offsetting receipts and net interest
spending will remain almost constant as a share of
output at roughly 1 percent and slightly over 3 per-
cent, respectively, throughout the projection period.

In total, federal spending now represents 21 per-
cent of gross domestic product and will increase
modestly to about 22 percent by 2006, assuming
current-policy economic projections and that discre-
tionary spending grows with inflation (see Table
2-5). That percentage does not vary dramatically
under alternative assumptions. Assuming current-
policy economic projections and a freeze on discre-
tionary spending, total federal spending will fall
slightly, to 20 percent of GDP in 2006. Under bal-
anced budget policies, total federal spending will
hold constant at 21 percent of GDP if discretionary
spending grows at the rate of inflation, but will de-
cline to 19 percent under a freeze.

Although federal spending has hovered around
21 percent of GDP for the past quarter-century, a
pronounced shift has taken place in the composition
of federal spending during that period. The govern-
ment today spends more on entitlement programs and
net interest, and less on discretionary activities, than
in the past. According to CBO's projections, net in-
terest spending will remain fairly constant, and man-
datory spending will continue to rise faster than dis-
cretionary spending (see Figure 2-2).

Discretionary Spending

Each year, the Congress starts with a clean slate in
the appropriation process. It votes on budget au-
thority—the authority to commit money—for discre-
tionary budget activities, and that authority translates
into outlays when the money is actually paid out. In
1996, discretionary outlays are expected to total $533
billion. (Those figures do not reflect the Omnibus
Consolidated Rescissions and Appropriations Act of
1996, which was signed into law on April 26.) As-
suming growth at the inflation rate constrained by the
caps, that figure increases 30 percent by 2006, to
$691 billion (see Table 2-5). Those figures include
unspecified reductions in discretionary spending that
would be required to comply with the cap. CBO
makes no assumptions in its projections about where
the required reductions would be made.

Defense Discretionary Spending. The share of
GDP that is devoted to defense has gradually shrunk
in the past three decades, with only two major
interruptions: the Vietnam War of the late 1960s and
the Reagan-era defense buildup of the early 1980s.
Even the costs of Operation Desert Storm appeared
as barely a blip against this downward trend. Today,
defense outlays are about 3.5 percent of GDP and are
expected to fall to 2.9 percent of GDP assuming that
they increase at the rate of inflation. Approximately
40 percent of the dollars devoted to defense provide
compensation for members of the armed services and
civilian employees of the Department of Defense.

In dollar terms, defense outlays peaked at about
$300 billion annually in 1989 through 1992 (not
counting the estimated spending on Desert Storm in
1991). At $265 billion in 1996, defense outlays are
down by about 12 percent from the 1989-1992 levels
in 1996 dollars and by more than 30 percent when
measured in 1989 dollars. Growth at the rate of in-
flation throughout the projection period would in-
crease defense outlays to $351 billion in 2006.

Under the assumption that discretionary spending
is frozen, the value of defense spending would be
reduced by more than 25 percent when measured in
1996 dollars. If such a freeze occurred, real defense
spending would be almost halved from its 1989 peak.
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Nondefense Discretionary Spending. Even as de-
fense spending generally drifted down as a share of
GDP in the 1960s and 1970s, other discretionary
spending climbed slowly, peaking at 5.2 percent of
GDP in 1980 before its risc was reversed. Today,
nondefense discretionary spending totals about 3.6
percent of GDP, not quite three-fourths of its peak
level. Approximately 30 percent of that spending

pays the compensation of federal employees at non-
defense agencies.

Nondefense discretionary spending encompasses
an array of federal activities. Leading claimants of
the $267 billion in expected general-purpose outlays
for 1996 are education, training, and social services
(338 billion); income security, chiefly housing subsi-

Figure 2-2.

Outlays by Category as a Share of GDP Under Current-Policy Economic Assumptions
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5 Percentage of GDP
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a. Projections assume that discretionary spending is adjusted for inflation up to the statutory caps that are in effect through 1998. All discre-
tionary spending other than spending from the Violent Crime Reduction Trust Fund is assumed to equal the caps in 1998 and to grow from

that level at the rate of inflation in later years.
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dies and the administrative costs of running benefit
programs ($38 billion); transportation ($36 billion);
the administration of justice and such general gov-
ernment activities as running the Internal Revenue
Service (together, $27 billion); health research and
public health ($23 billion); natural resources and en-
vironment ($21 billion); international programs ($20
billion); veterans' benefits other than direct cash pay-
ments, chiefly medical care ($19 billion); and space
and science ($16 billion). Spending from the Violent
Crime Reduction Trust Fund is expected to total an
additional $1 billion.

If nondefense discretionary spending grows with
inflation, it will continue to shrink as a percentage of
GDP, from 3.6 percent in the current year to 2.9 per-
cent in 2006. If spending is subject to a freeze, the
share of the economy devoted to providing those var-
ied government services will be further reduced, to
2.1 percent of GDP in 2006.

Entitlements and Mandatory Programs

More than half of the $1.6 trillion of federal spending
is for entitlements and mandatory programs (other
than net interest). Such programs make payments to
recipients—usually people, but sometimes busi-
nesses, not-for-profit institutions, or state and local
governments—who are eligible and apply for funds.
Payments are governed by formulas set in law and
are not constrained by annual appropriation bills. In
its baseline, CBO depicts the likely path of entitle-
ment and mandatory spending if current laws remain
unchanged. Such spending is expected to top $1 tril-
lion in 1998—almost twice as much as discretionary
spending in that year, the last one governed by the
caps (see Table 2-5).

The Balanced Budget Act lumps mandatory pro-
grams (other than Social Security) together with re-
ceipts and subjects them to pay-as-you-go discipline;
that is, liberalizations in those programs are supposed
to be funded by cutbacks in other mandatory spend-
ing or by increases in taxes or fees. (Similarly, tax
cuts must be offset by tax increases or by reductions
in mandatory spending.) Violation of the pay-as-
you-go rules will trigger a sequestration—an across-
the-board reduction in spending authority—to ensure

that the deficit is not increased. Social Security has
its own set of procedural safeguards, which the Con-
gress established to prevent policy actions that would
worsen the long-run condition of the trust funds.

About one-fourth of entitlements and mandatory
spending, or one-eighth of all federal spending, is
means-tested—that is, paid to people who must docu-
ment their need based on income or assets (and often
other criteria, such as family status). The remainder,
led by the government's big retirement-related pro-
grams, have no such requirements and are labeled
non-means-tested.

Means-Tested Programs. Medicaid, the joint fed-
eral and state program providing medical care to
many of the poor, makes up about half of means-
tested entitlements. CBO projects that federal out-
lays for Medicaid will reach $243 billion in 2006,
with growth averaging slightly under 10 percent a
year in the 1996-2006 period (see Table 2-6).

The growth in Medicaid has subsided from the
sky-high rates of the early 1990s. Spending for the
Medicaid program jumped between 20 percent and
30 percent a year from 1990 through 1992, but its
growth has decelerated to an average of 10 percent
for the past three years. The program's surge was
fueled by population pressures, inflation in the medi-
cal care sector, liberalizations in Medicaid eligibility
contained in legislation (especially coverage of poor
children), the recession of 1990-1991, court decisions
that made the federal government raise its payments
to institutions, and the fiscal pressures facing state
and local governments that drove many of them to
maximize funds from the federal government. CBO
assumes that growth in spending for this program
after 1996 will remain strong but that it will not re-
turn to the extraordinary levels experienced earlier in
this decade.

With the exception of the family support pro-
gram, which grows at about the inflation rate, all
other means-tested programs are projected to rise
more quickly than inflation during the next decade.
The Supplemental Security Income program for the
aged, blind, and disabled is expected to grow rapidly
because of a continued steep rise in its caseload of
disabled participants, especially children, and of el-
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Table 2-6.
CBO Projections for Mandatory Spending Under Current-Policy
Economic Assumptions (By fiscal year, in billions of dollars)
Actual
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Means-Tested Programs
Medicaid 89 9% 105 115 126 138 152 166 183 201 221 243
Food Stamps? 26 26 28 30 31 32 34 35 37 38 40 41
Supplemental Security Income 25 24 28 30 33 38 35 40 43 46 54 53
Family Support 18 18 19 19 20 21 21 22 23 23 24 25
Veterans' Pensions 3 3 3 3 3 4 3 4 4 4 4 4
Child Nutrition 7 8 8 9 10 10 1 11 12 13 13 14
Earned Income Credit 15 18 20 21 22 23 23 24 25 26 27 28
Student Loans 4 2 2 2 3 3 3 3 3 3 4 4
Other 3 _4 _4 _4 _5 _5 _6 _6 _17 _1 _8 _8
Total 191 199 217 234 252 274 287 312 336 362 394 420
Non-Means-Tested Programs
Social Security 333 348 365 383 402 422 444 467 490 515 540 567
Medicare® 177 196 216 236 257 279 303 329 357 389 424 463
Subtotal 510 544 581 620 660 702 747 795 847 904 964 1,030
Other Retirement and
Disability
Federal civilian® 43 44 46 49 51 54 57 60 63 67 71 75
Military 28 29 30 31 32 33 34 35 36 38 39 40
Other 5 5 &5 5 5 5 &85 &5 5§ 85 35 _5
Subtotal 75 77 81 84 88 92 9% 100 105 110 1156 121
Unemployment Compensation 21 24 26 27 28 29 30 31 32 34 35 36
Deposit Insurance -18 -10 -5 -2 -2 -2 -2 -1 -1 -1 -1 -1
Other Programs
Veterans' benefits® 18 17 19 19 20 21 19 20 21 21 22 21
Farm price and income
supports 6 7 7 7 7 7 6 5 5 5 5 5
Social services 6 5 6 6 6 6 6 6 6 6 6 6
Credit reform liquidating
accounts -2 -7 -7 -6 -6 -6 -6 -6 -6 -6 -7 -7
Other 15 19 20 21 18 20 2 21 23 23 23
Subtotal 42 41 45 48 45 47 47 47 49 49 50 49
Total 631 676 728 777 818 868 918 972 1,033 1,096 1,163 1,235
Total
All Mandatory Spending 822 875 946 1,011 1,070 1,141 1,205 1,285 1,369 1,457 1,557 1,655
Memorandum:
Medicare Spending Net
of Premiums 157 176 195 214 233 254 277 301 328 359 393 431

SOURCE: Congressional Budget Office.

NOTE:

a. Includes nutrition assistance to Puerto Rico.

b. Spending for Medicare excludes premiums, which are considered offsetting receipts.
c. Includes Civil Service, Foreign Service, Coast Guard, other retirement programs, and annuitants’ health benefits.
d

Spending for benefit programs shown above generally excludes administrative costs, which are discretionary.

Includes veterans' compensation, readjustment benefits, life insurance, housing programs, and the Universal Service Fund created in the

Telecommunications Act of 1996.
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derly immigrants. Outlays for the Food Stamp pro-
gram go up both because benefits are indexed and
because an increasing share of the U.S. population is
eligible for food stamps. Near-term growth in the
refundable portion of the earned income credit (EIC)
is influenced by the final phase-in of benefit in-
creases stemming from 1993 legislation; over the
longer term, the indexing of certain guidelines for
program eligibility and the increase in the population
of eligible workers accounts for growth that is
slightly faster than inflation. Although the EIC is a
provision of the tax code, direct payments to recipi-
ents who otherwise owe no taxes are treated as out-
lays since they are equivalent to benefit payments.
Those direct payments account for more than 80 per-
cent of the provision's total cost.

Non-Means-Tested Programs. Social Security,
Medicare, and other retirement and disability pro-
grams dominate non-means-tested entitlements. In
fact, Social Security surpassed defense in 1993 to
become the biggest federal program. Most Social
Security beneficiaries, who currently number nearly
44 million and are expected to number 50 million in
2006, also participate in Medicare.

Although Social Security is the larger program,
Medicare has grown much faster despite repeated
efforts to rein in its costs. Over the past decade,
Medicare grew by an average of 10 percent a year
compared with Social Security's 6 percent; for the
next decade, Medicare is projected to grow by an
average of 9 percent a year and Social Security by 5
percent. The share of the economy devoted to Social
Security will remain fairly constant over that period,
at 4.7 percent of GDP; Medicare's share will increase
by almost 50 percent, from 2.6 percent to 3.8 percent
of GDP.

Other retirement and disability programs, at $77
billion in 1996, are less than one-fourth the size of
Social Security (see Table 2-6). They are dominated
by benefits for the federal government's civilian and
military retirees and Railroad Retirement and are ex-
pected to grow slightly faster than inflation.

Spending for both unemployment compensation
and deposit insurance has declined from the top lev-
els reached in the early 1990s. Outlays for unem-
ployment compensation peaked at $37 billion in 1992

and are now less than two-thirds as large. They are
expected to grow modestly in future years. Outlays
for deposit insurance peaked at $66 billion in 1991
and are expected to return to more traditional levels
as the Resolution Trust Corporation completes its
work.

Other non-means-tested entitlements encompass
a diverse set of programs, mainly veterans' benefits,
farm price supports, certain social service grants to
the states, and the Universal Service Fund created by
telecommunications reform. This category totals $41
billion in 1996 and grows slightly slower than infla-
tion throughout the projection period.

Why Does Mandatory Spending Increase? Spend-
ing for entitlements and mandatory programs has
nearly doubled over the past decade, rising faster
than both nominal growth in the economy and the
rate of inflation. Why does such spending grow as
fast as it does in the baseline? One convenient way
of analyzing such growth is to break it down by its
major cause. That analysis shows that rising case-
loads, automatic increases in benefits, and greater use
of medical services account for 90 percent of the
growth in entitlements and other mandatory pro-
grams between 1996 and 2006.

Mounting caseloads account for about one-fifth
of the growth in entitlement programs. Compared
with this year's outlays, spending will increase as a
result of higher caseloads by $14 billion in 1997 and
$137 billion in 2006 (see Table 2-7). More than half
of that growth is concentrated in the Social Security,
Medicare, and Supplemental Security Income pro-
grams and is largely traceable to continued growth in
the population of elderly and disabled people. Much
of the rest is in Medicaid. Among the "big three"
programs, growth in caseloads alone boosts outlays
by 15 percent in Medicare and 16 percent in both
Social Security and Medicaid over the 1997-2006
period.

Automatic increases in benefits account for about
one-third of the growth in entitlement programs. All
of the major retirement programs grant automatic
cost-of-living adjustments (COLAs) to their benefi-
ciaries. Those adjustments, which are pegged to the
overall consumer price index, are expected to aver-
age about 3 percent a year through 2006. In 1996,
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outlays for programs with COLAs are already more
than $460 billion, and COLAs are expected to add an
extra $10 billion in 1997 and $160 billion in 2006.

Several other programs—chiefly the earned in-
come credit, Food Stamps, and Medicare—are also
automatically indexed to inflation. The income
thresholds above which the EIC begins to be phased
out are automatically adjusted for inflation using the
consumer price index. The Food Stamp program

makes annual adjustments to its benefit payments
according to changes in the Department of Agricul-
ture's Thrifty Food Plan index. Medicare's payments
to providers are based in part on special price indexes
for the medical sector. (The link between inflation
and Medicare spending is complicated, however, be-
cause indexing provided for under current law would
actually reduce fees for some providers. In those
cases, CBO assumed that no reduction would take
place.) The combined effect of indexing for these

Table 2-7.

Sources of Growth in Mandatory Spending (By fiscal year, in billions of dollars)

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Estimated Spending for
Base Year 1996 875 875 875 875 875 875 875 875 875 875
Sources of Growth
Increases in caseload 14 25 38 50 63 76 90 105 120 137
Automatic increases in benefits
Cost-of-living adjustments 10 25 40 56 71 88 105 122 142 160
Other® 10 18 26 32 37 41 45 49 56 66
Other increases in benefits
Increases in Medicare
and Medicaid® 16 35 57 80 108 140 177 217 259 304
Growth in Social Security® 5 9 11 15 22 28 34 41 47 56
Irregular number of
benefit payments® 4 4 4 9 0 5 5 5 11 6
Change in outlays for
deposit insurance 5 8 8 7 8 9 9 9 9 9
Other sources of growth _7 12 12 17 22 24 30 34 _37 _42
Total 71 136 196 267 330 410 494 583 682 780
Projected Spending 946 1,011 1,070 1,141 1205 1,285 1,369 1457 1,557 1,655

SOURCE: Congressional Budget Office.

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

formulas specified by law.

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

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

d. Represents baseline differences attributable to assumptions about the number of benefit checks that will be issued in a fiscal year.
Supplemental Security Income and veterans' compensation and pensions will pay 11 months of benefits in 1996 and 2001, 13 in 2000 and

2005, and 12 in other years.
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programs contributes an extra $10 billion in outlays
in 1997 and $66 billion in 2006 (see Table 2-7).

Medicaid is the only major entitlement program
that is not automatically indexed for inflation at the
federal level. Medicaid payments to providers are
determined by the states, with the federal government
matching those payments. If states increase pay-
ments, federal payments will rise. Higher payments
to states are treated as other increases in Table 2-7.

Another third of the growth in entitlement spend-
ing stems from increases that cannot be attributed to
growth in caseloads or automatic adjustments in re-
imbursements. Those sources of growth are expected
to become more important over time. First, Medicaid
grows with inflation even though it is not formally
indexed (as discussed above). Second, the health
programs have faced steadily rising costs per partici-
pant; that trend, which is known in Medicare jargon
as "use" or "intensity," reflects a combination of
more services per participant, more technological
sophistication, and so forth. The residual growth in
Medicare and Medicaid amounts to $16 billion in
1997 and $304 billion in 2006.

In most retirement programs, the average benefit
grows faster than the COLA alone would explain.
Social Security is a prime example. Because new
retirees have more recent earnings that have bene-
fited from real wage growth, their benefits generally
exceed the monthly check of a long-time retiree
whose last earnings may have been a decade or two
ago and who has been receiving only cost-of-living
adjustments since then. And because more women
are working now, more new retirees receive benefits
based on their own earnings rather than a smaller,
spouse's benefit. In Social Security alone, such phe-
nomena are estimated to add $5 billion in 1997 and
$56 billion in 2006.

Depending on calendar flukes, three programs—
Supplemental Security Income and veterans' com-
pensation and pensions—may pay 11, 12, or 13
monthly checks in a fiscal year. Since only 11
checks will be mailed in the current fiscal year,
spending in those programs is much higher relative to
the 1996 base in all years except 2001, which is also
an 11-check year (see Table 2-7).

Most of the remaining growth in benefit pro-
grams stems from rising benefits for new retirees in
the Civil Service, Military, and Railroad Retirement
programs (fundamentally the same phenomenon as in
Social Security); larger average benefits in unem-
ployment compensation, a program that lacks an ex-
plicit COLA provision but pays amounts that are au-
tomatically linked to the recent earnings of its benefi-
ciaries; increases in family support costs, largely at
the discretion of state governments; and other
sources. All of those factors together, however, con-
tribute just $42 billion of the total $780 billion rise in
mandatory spending in 2006 (relative to 1996).

Offsetting Receipts

Offsetting receipts are income that the government
records as negative spending. Those receipts are ei-
ther intragovernmental (reflecting payments from
one part of the federal government to another) or pro-
prietary (reflecting voluntary payments from the pub-
lic in exchange for goods or services).

A decision to collect more (or less) in offsetting
receipts usually requires a change in the underlying
laws generating such collections. Thus, offsetting
receipts are more like mandatory spending and reve-
nues than like discretionary appropriations and are
therefore also subject to the pay-as-you-go discipline.

Intrabudgetary transfers that represent agencies'
contributions for their employees' retirement plan
account for about 40 percent of offsetting receipts, a
share that is expected to grow to 50 percent by 2006
(see Table 2-8). Those contributions are paid primar-
ily to the trust funds for Social Security, Hospital
Insurance, Military Retirement, and Civil Service
Retirement. Some contribution rates are set by stat-
ute; others are determined by boards of actuaries.
Agencies are required to pay for the retirement con-
tributions of their employees because future retire-
ment benefits are an important part of current com-
pensation for the government's 4.4 million military,
civilian, and postal employees. The budget treats
those retirement contributions as part of agency bud-
gets, and the deposits in retirement funds as offset-
ting receipts. Those transfers thus wash out in the
budgetary totals, leaving only the funds' disburse-
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ments—for retirement benefits and administrative
costs—reflected in total outlays.

The biggest proprietary receipt the government
collects is premiums from the roughly 36 million
people who enroll in Supplementary Medical Insur-
ance (SMI, or Part B of Medicare), which primarily
covers physician and outpatient charges. Premium
collections from the elderly and disabled grow from
an estimated $20 billion in 1996 to $32 billion in
2006, as the monthly charge climbs from $42.50 to
an estimated $61.50 in 2006. Premiums are set to
cover one-quarter of the costs of SMI through 1998.

After 1998, premiums will increase at the same rate
as the cost-of-living adjustment provided to Social
Security beneficiaries, and the share of costs paid by
beneficiaries will fall.

Other proprietary receipts come mostly from
charges for energy, minerals, and timber and from
various fees levied on users of government property
or services. A relatively new entry—receipts from
the Federal Communications Commission's auction
of portions of the electromagnetic spectrum for use
by telecommunications companies—is expected to
bring in $5 billion in 1996 and $12 billion in 1997.

Table 2-8.

CBO Projections for Offsetting Receipts Under Current-Policy Economic Assumptions

(By fiscal year, in billions of dollars)

Actual
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Employer Share of
Employee Retirement
Social Security -6 -6 -7 -7 -8 -8 -9 -9 -10 -1 -12 -13
Military Retirement -12 -1 -1 -1 -1 -1 -12 -12 -12 -12 -13 -13
Other® -6 16 16 17 17 18 18 19 20 21 22 23
Subtotal -34 -33 -34 -35 -36 -37 -39 -40 -42 -44 -46 -48
Medicare Premiums -20 -20 -21 -23 -24 -25 -26 -27 -29 -30 -31 -32
Energy-Related Receipts® -4 -4 -5 -4 -4 -4 -4 -5 -4 -4 -4 -4
Natural Resource-
Related Receipts® -3 -3 -3 -3 -3 -3 -3 -3 -3 -3 -3 -3
Electromagnetic
Spectrum Auctions -8 -5 -12 -3 d 0 0 0 0] 0] 0 0
Other 31 30 30 32 33 34 35 37 38 38 -39 40
Total -80 -75 -84 -77 -76 -79 -81 -85 -88 -90 -93 -96

SOURCE: Congressional Budget Office.

a. Primarily Civil Service Retirement.

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

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

d. Less than $500 million.
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Those receipts, which can be paid over time, are re-
corded on a net present-value basis pursuant to the
Credit Reform Act of 1990.

Net Interest

For the four years between 1991 and 1994, net inter-
est costs were remarkably flat at about $200 billion a
year, even as the government added $1 trillion in
debt. The government saved a lot of money during
that period by issuing debt at interest rates that were
the lowest in three decades. That stability is now
past: interest costs shot up by $30 billion in 1995,
increase modestly in 1996, and are expected to in-
crease steadily through 2006 to $385 billion as debt
held by the public increases from $3.6 trillion to $6.7
trillion (see Table 2-9). As a percentage of GDP,
however, interest costs will hold steady at 3 percent.

Interest costs are not governed by any provisions
of the Budget Enforcement Act because they are not
directly controllable. Rather, interest depends on the
outstanding amount of government debt and on inter-
est rates. The Congress and the President influence
the former by making decisions about taxes and
spending and hence about borrowing. Beyond that,
they exert no direct control over interest rates, which
are determined by market forces and Federal Reserve
policy.

Interest rates have a powerful effect on budget
projections, as illustrated in Appendix C. If interest
rates are | percentage point higher in 1996 through
2006 than CBO assumes, net interest costs will be
greater by about $3 billion in 1996 and $85 billion in
2006. The extra costs stem from the huge volume of
new financing and the rollover of existing debt by the
Treasury.

Net or Gross? Net interest is the most useful mea-
sure of the government's current debt-service costs.
Some budget-watchers stress gross interest (and its
counterpart, the gross federal debt) instead of net in-
terest (and its counterpart, debt held by the public).
But that choice exaggerates the government's debt-
service burden because it overlooks billions of dol-
lars in interest income received by the government.

The government has sold more than $3.6 trillion
of securities to finance deficits over the years. But it
has also issued $1.3 trillion of securities to its own
trust funds (mainly Social Security and the other re-
tirement funds). Those securities represent the past
surpluses of the trust funds, and their total amount
grows roughly in step with projected trust fund sur-
pluses. The funds can redeem the securities to pay
benefits; in the meantime, the government both pays
and collects the interest on those securities. It also
receives interest income from loans and cash bal-
ances. Broadly speaking, gross interest encompasses
all interest paid by government (even to its own
funds) and ignores all interest income. Net interest,
in contrast, is the net flow to people and organiza-
tions outside government.

Net interest is only about two-thirds as big as
gross interest. CBO estimates that the government
will pay $344 billion in gross interest costs this year.
Of that amount, however, $98 billion is simply cred-
ited to trust funds and does not leave the government
or add to the total deficit. The government also col-
lects $6 billion in other interest income. Net interest
costs therefore total $240 billion.

Debt Subject to Limit. The Congress sets a limit on
the Treasury's authority to issue debt. That ceiling
applies to securities issued to federal trust funds as
well as those sold to the public. Debt subject to limit
is practically identical to the gross federal debt and is
widely cited as the measure of the government's in-
debtedness. (The minor differences between gross
debt and debt subject to limit are chiefly attributable
to securities issued by agencies other than the Trea-
sury, such as the Tennessee Valley Authority, that
are exempt from the debt limit.) The net debt, which
is debt held by the public, is about $1.3 trillion
smaller than either gross federal debt or debt subject
to limit.

The Congress recently raised the debt ceiling to
$5.5 trillion, which will probably be adequate for
about the next year and a half. For further details on
the events leading to this year's increase in the debt
limit, see Box 2-3.
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Table 2-9.
CBO Projections for Interest Costs and Federal Debt Under Current-Policy
Economic Assumptions (By fiscal year)
Actual
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Net Interest Outlays (Billions of dollars)
Interest on Public Debt
(Gross interest)® 332 344 353 368 386 402 421 441 462 485 507 532
Interest Received by
Trust Funds
Social Security -33 -37 -41 -45  --50 -55 -61 -67 -73 -80 -88 -96
Other trust funds® -60 -61 -61 -60 -59 -58 -56 -54 -51 -47 -43 -37
Subtotal -93 -98 -101 -105 -109 -112 -117 -120 -124 -128 -131 -133
Other Interest® _-7 6 _6 _6 _6 _-7T _-8 _9 -10 -11 -12 -13
Total 232 240 246 257 271 283 296 311 328 346 365 385
Federal Debt, End of Year (Billions of dollars)
Gross Federal Debt 4921 5,191 5483 5,789 6,120 6,478 6,845 7,233 7,640 8,071 8,529 9,008
Debt Held by
Government Accounts
Social Security 483 547 619 695 779 871 967 1,071 1,181 1,298 1,425 1,562
Other government
accounts® 834 874 897 _912 _920 _920 _912 _894 _866 _826 _771 _700
Total 1,318 1,421 1,516 1,607 1699 1,791 1,879 1,965 2,047 2,124 2196 2,262
Debt Held by the Public 3,603 3,770 3,967 4,181 4,422 4687 4,966 5268 5593 5947 6,333 6,746
Debt Subject to Limit? 4885 5,154 5446 5751 6,083 6,440 6,808 7,195 7,603 8,034 8,491 8,971
Federal Debt as a Percentage of GDP
Debt Held by the Public 50.2 50.3 505 508 513 518 523 529 536 543 552 56.0

SOURCE: Congressional Budget Office.

NOTE: Projections of interest and debt assume that discretionary spending is adjusted for inflation up to the statutory caps that are in effect
through 1998. All discretionary spending other than spending from the Violent Crime Reduction Trust Fund is assumed to equal the
caps in 1998 and to grow from that level at the rate of inflation in later years.

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

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

Trust Funds.

¢. Primarily interest on loans to the public.

d. Differs from the gross federal debt primarily because most debt issued by agencies other than the Treasury is excluded from the debt limit.
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Raising the Debt Limit

Since 1917, the Congress by statute has set an overall
dollar ceiling on the amount of debt that the Treasury
can issue. That ceiling is increased periodically, with
each change typically giving the Treasury unfettered
authority to issue debt for a couple of years before
another increase is necessary. As fiscal year 1996
began, the Treasury's authority to issue debt, last
raised in August 1993 to $4.9 trillion, was once again
becoming inadequate.

Legislation increasing the debt limit has histori-
cally been viewed by the Congress as "must pass" leg-
islation and has been used as a vehicle for enacting
other measures important to the Congress. For exam-
ple, the Balanced Budget and Emergency Deficit Con-
trol Act of 1985 was passed as part of legislation rais-
ing the debt ceiling. In 1995 and 1996, the Congress
also attempted to use such legislation to achieve defi-
cit reduction. The resulting deadlock over measures
to reduce the deficit led to perhaps the longest im-
passe ever regarding the debt limit, stretching from
November 1995 through March 1996.

Because the debt limit covers both debt sold to
the public and government account series securities
assigned to trust funds and other government ac-
counts, the Treasury can disinvest (convert to unin-
vested balances) holdings of government account se-
curities to create room under the debt limit to raise
cash from the public. As negotiations on achieving a
balanced budget continued past the start of the fiscal
year, Treasury Secretary Robert E. Rubin authorized
the use of that technique to ensure that the gov-
ernment would be able to make its November 15
quarterly interest payment to holders of public debt
securities. The Secretary disinvested holdings of the
Government Securities Investment Fund of the Thrift
Savings Fund (a tax-deferred savings plan for federal
employees) and the Civil Service Retirement and Dis-
ability Fund because statute permits it and provides
that the funds be replenished in full with interest.

The continued inability of the President and the
Congress to agree on legislation to balance the budget
required the use of other techniques to allow the gov-
ernment to avoid the debt ceiling and continue bor-
rowing. The Secretary withheld the semiannual inter-
est payment to the Civil Service Retirement and Dis-
ability Fund, which is normally made in December, to
prevent the debt ceiling from being reached (interest
payments are invested in government account securi-
ties). Then, in order to make the February 15 quar-
terly interest payment to holders of public debt securi-
ties, the Secretary extended disinvestment of that
fund, authorized withdrawals from the Exchange Sta-
bilization Fund, and swapped agency securities of the
Postal Service and the Tennessee Valley Authority
held by the Federal Financing Bank with government
account series securities held by the Civil Service Re-
tirement and Disability Fund.

As the Treasury Secretary warned that the contin-
ued impasse over the debt limit threatened the timely
payment of Social Security benefits for the month of
March, the Congress passed legislation enabling the
Treasury to borrow about $29 billion (the size of the
March Social Security benefits) that would not be
counted against the debt limit until March 15. That
legislative technique was new; in prior impasses, the
Congress had generally enacted temporary increases
in the debt ceiling. As March 15 approached, the tem-
porary exemption was extended through March 30
and amended to exclude inflows to government ac-
counts from the debt ceiling.

Finally, on March 28, the Congress passed an
increase in the debt limit to $5.5 billion. The bill also
terminated Supplemental Security Income benefits for
drug addicts and alcoholics and included an increase
in the exempt earnings amount for Social Security
beneficiaries who continue to work; it did not include
significant deficit reduction. Under the Congressional
Budget Office's baseline projections, the new ceiling
will be sufficient through the beginning of fiscal year
1998.
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Federal Funds and
Trust Funds

Spending from federal funds excludes all spending
that comes from federal trust funds. The government
has more than 150 trust funds, though fewer than a

dozen account for the vast share of trust fund hold-
ings. The four largest are the Old-Age and Survivors
Insurance, Civil Service Retirement, Hospital Insur-
ance, and Military Retirement Trust Funds. Revenues
for most trust funds exceed outgo.

The trust fund technique involves earmarking
specific taxes or other revenues for financing certain

Table 2-10.

CBO Projections for Trust Fund Surpluses Under Current-Policy Economic Assumptions

(By fiscal year, in billions of dollars)

1996 1997 1998 1999

2000 2001 2002 2003 2004 2005 2006

Social Security 64 72 76
Medicare
Hospital Insurance -7 -13 -22
Supplementary
Medical Insurance 2 1 _2
Subtotal -5 -14 -21
Military Retirement 3 2 2
Civilian Retirement® 28 28 28
Unemployment 6 5 4
Highway and Airport -2 -4 -3
Other® 3 3 3

Total Trust Fund

Surplus® 97 92 89
Federal Funds
Deficit® 241 -263 -283 -308
Total Deficit -144 171 -194 -219
Memorandum:
Net Transfers from Federal
Funds to Trust Funds 229 239 255

92 97 104 110 117 127 137

-38 -48 -57 -68 -82 96 112

-2 _2 _.2 _3 _3 _3 _4
-36 -46 -55 -66 -79 -93  -109
1 1 a a a -1 -1
29 30 31 31 31 31 31
3 4 4 5 5 6 7
-3 -3 -4 -4 -4 -5 -5
4 4 4 4 4 4 4

89 86 84 80 74 70 64

-334 -345 -369 -391 417 -446 -468

-244 259 285 -311  -342 -376 -403

286 304 325 348 375 405 438

SOURCE: Congressional Budget Office.

NOTE: The numbers reflect the surplus or deficit (-) for the trust funds on a cash flow basis.

a. Less than $500 million.

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

¢. Primarily Railroad Retirement, employees’ heaith and life insurance, Hazardous Substance Superfund, and various veterans' insurance trust

funds.

d. Assumes that discretionary spending reductions are made in non-trust-fund programs.




CHAPTER TWO

THE BUDGET OUTLOOK 55

programs. That procedure helps to weigh the costs
and benefits of the programs and gives beneficiaries
some assurance that their benefits will be protected.
For some programs, such as federal military and ci-
vilian retirement, the trust fund approach also allows
agency spending to reflect accrued costs, even
though the budget totals record spending on a cash
basis. The two Social Security trust funds have been
designated as off-budget by law.

Assuring the financial soundness of the trust
funds requires that their receipts and expenditures be
tracked separately from those of other programs.
Thus, the principal significance of trust funds lies in
an analysis of receipts and expenditures of the indi-
vidual funds rather than in the totals for all trust
funds combined, or the totals for federal funds ex-
cluding trust funds. The trust funds must be included
in the budget totals with other programs when con-
sidering the effect of federal activities on national
income and employment and on the Treasury's cash
borrowing needs. The Congressional Budget Office,
the Office of Management and Budget, and other fis-
cal analysts therefore focus on a comprehensive mea-
sure of the federal budget, including the trust funds.

Trust funds run surpluses because their ear-
marked annual income (chiefly from social insurance
and excise taxes and from transfers within the bud-
get, as explained below) exceeds annual spending for
benefits, administration, and other costs. In CBO's
projections, the total trust fund surplus is virtually
flat through 2000 at about $90 billion a year. After
2000, that surplus declines steadily to $64 billion in
2006 as the deficit of the Hospital Insurance (HI)
Trust Fund grows in the later years of the projection
period (see Table 2-10). CBO also projects that the
balance of the HI trust fund will be negative in 2001,
concomitant with the fund's increased annual deficit.
The Social Security and Medicare trust funds cur-
rently run a combined surplus of about $60 billion a
year. All other trust funds run a combined surplus of

about $40 billion a year, primarily in the trust funds
for federal employee retirement and unemployment
insurance.

Nearly all public attention focuses on the Social
Security and Medicare trust funds. The Social Secu-
rity trust funds enjoy a large and growing surplus;
Medicare's HI trust fund, in contrast, is being de-
pleted. The Social Security surplus currently ac-
counts for approximately two-thirds of the total trust
fund surplus. Both Social Security and the HI trust
fund collect taxes from workers and pay benefits to
or on behalf of elderly and disabled recipients.
Medicare's SMI trust fund runs a small surplus or
deficit in every year by design. SMI receives
roughly one-fourth of its income from enrollee pre-
miums and taps the general fund of the government
for the rest of its $70 billion-plus outlays, generally
permitting a small "surplus."

The total deficit of $144 billion in 1996 reflects
the federal funds deficit of $241 billion offset by the
trust fund surplus of $97 billion. The line between
federal funds and trust funds is not so neat, however,
because trust funds receive a large portion of their
income from transfers within the budget. Such trans-
fers shift money from the federal funds to trust funds,
thereby boosting the federal funds deficit (the deficit
excluding trust funds) and swelling the trust fund
surplus. Those intragovernmental transfers total
more than $229 billion a year (see Table 2-10).

Prominent among those intragovernmental trans-
fers are interest paid to trust funds (about $98 billion
in 1996), the government's contributions to retire-
ment funds on behalf of its present and past employ-
ees ($65 billion), and contributions by the general
fund to Medicare, principally SMI ($55 billion).
Without those intragovernmental transfers, the trust
funds would have an overall deficit in every year,
ranging from $132 billion in 1996 to over $370 bil-
lion in 2006.






Chapter Three

CBO’s Estimates of the
President’s Budgetary Proposals

intends to eliminate the deficit by 2002. To

help ensure that the goal is achieved, the budget
includes two sets of policies: one that the Adminis-
tration estimates will balance the budget if the Ad-
ministration's economic and technical assumptions
prove close to the mark, and a second set that in-
cludes contingent policies that would have to be car-
ried out if the Administration's assumptions prove
too optimistic and additional deficit reduction is re-
quired to balance the budget. To evaluate the Presi-
dent's budget, the Congressional Budget Office com-
pares its estimates of the President's policies with its
own baseline as well as with the Administration's
projections.

I n March, the President submitted a budget that

The Administration's
Proposals

Since the President's budget is intended to balance by
2002, CBO has used economic assumptions consis-
tent with such a plan to evaluate the Administration's
policies. CBO's baseline deficit projections, using
economic projections that assume the budget will be
balanced by 2002 and projecting discretionary spend-
ing to grow with inflation, show a deficit in 2002 of
$210 billion. Under the President's basic policies, the
deficit would be reduced substantially but would still
total $81 billion in 2002 as estimated by CBO. With

the contingent policies, the President's budget would
generate a surplus of $3 billion in 2002 (see Table
3-1).

The basic policies in the President's budget in-
clude holding the growth of discretionary appropria-
tions below the rate of inflation, cutting the growth of
Medicare and Medicaid below current-law projec-
tions, reducing projected spending for welfare pro-
grams, and limiting other mandatory spending. The
budget also aims to shrink the deficit by selling gov-
ernment assets and auctioning additional portions of
the electromagnetic spectrum. The savings would be
partially offset by a net reduction in revenues result-
ing from a combination of tax cuts and increases.

The package of contingencies calls for the sunset
of proposed tax-relief provisions after 2000, addi-
tional savings from further restraining Medicare
costs, deeper cuts in discretionary spending, and new
fees on television broadcasters to offset any shortfall
in anticipated receipts from the proposed auction of
the right to use the electromagnetic spectrum. Two
types of contingencies exist. The first type would be
invoked if the deficit in the year 2000 is not at least
$20 billion below CBO's current estimate of the Pres-
ident's policies for that year. If the actual deficit is
more than $85 billion (CBO's estimate of the deficit
under the Administration's plan in 2000, $105 billion,
minus $20 billion), then the tax cut will be reduced or
rescinded and further discretionary spending cuts
may be enacted. The second type of contingency--
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Table 3-1.
CBO Estimate of the President’s Budget (By fiscal year, in billions of dollars)

1996 1997 1998 1999 2000 2001 2002 1996-2002

CBO Baseline Deficit® 144 165 175 182 191 194 210 n.a.

President's Basic
Budgetary Proposals

Revenues®
Tax relief
Child tax credit 0 10 8 9 13 13 13 64
Higher education
deduction 0 7 6 7 7 7 8 41
Individual retirement
account 0 1 1 1 2 4 5 14
Other tax relief _0 1 1 _2 _2 _2 _2 _9
Subtotal, tax relief 0 18 16 18 23 26 28 129
Extend expired excise taxes 0 -4 -6 -6 -6 -7 -7 -36
Other revenue provisions 1 6 -8 -10 -10 -10 -12 -54
Subtotal, revenues 1 8 2 3 7 9 9 38
Outlays
Medicare c -5 -8 -14 -20 -26 -31 -103
Medicaid 0 2 -2 -6 -10 -16 -22 -54
Welfare reform 0 -4 -6 -6 -7 -7 -8 -38
FCC spectrum auction 0 c -2 -3 -4 -5 -16 -31
Proceeds from asset sales c -1 c c c c -2 -4
Discretionary appropriations 2 -4 -6 -26 -42 -46 -38 -161
Other policy changes -1 -4 1 -1 -2 -5 -6 -18
Debt service - —c -1 =3 =6 =11 =16 =35
Subtotal, outlays 1 -17 -23 -59 -91 -116 -138 -444
Total Changes 2 -9 -21 -57 -84 -107 -129 -405

Deficit Under the President's
Basic Budgetary Proposals
as Estimated by CBO 146 1566 153 125 108 87 81 n. a.

President's Contingent
Budgetary Proposals

Sunset tax relief® 0 0 c c c -7 -25 -32
Medicare 0 -1 -1 -2 -2 -3 -3 -13
FCC spectrum auction failsafe 0] 0 0 0] 0 0 -6 -6
Discretionary appropriations 0 0 0 0 0 -22 -46 -67
Debt service _0 _c _c _c _c -1 -4 -6
Total Changes 0 -1 -2 -2 -2 -33 -84 -124
Deficit Under the President's
Budgetary Proposals
as Estimated by CBO 146 155 152 123 105 54 -3 n.a.

SOURCE: Congressional Budget Office.
NOTE: FCC = Federal Communications Commission; n.a. = not applicable.

a. This baseline is based on economic projections that assume the budget will be balanced by 2002. It assumes that discretionary spending
is equal to 1996 appropriations adjusted for inflation up to the caps that are in effect through 1998. General-purpose discretionary
spending is equal to the cap in 1998 and grows from that level at the rate of inflation.

b. Revenue losses are shown with a positive sign because they increase the deficit.

Less than $500 million.
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relating to Medicare and spectrum auctions by the
Federal Communications Commission (FCC)--would
apply if actual savings or revenues from the basic
policy changes do not meet some specified amounts.

Revenues

The President's budget contains a number of initia-
tives intended to cut taxes for the middle class and to
target tax relief for small businesses and others. Par-
tially offsetting the cost of those tax cuts are in-
creases in corporate taxes and an extension of the
airline ticket tax and other excise taxes that expired
at the end of 1995.

The Joint Committee on Taxation (JCT) esti-
mates that the proposed tax relief for the middle class
and other targeted tax breaks would cost $129 billion
over the 1996-2002 period if the cuts continue past
2000. Among the proposals, the tax credit for depen-
dent children would be the most costly component of
the plan. Under that proposal, families would receive
an income tax credit for each dependent child under
age 13. The credit would start at $300 per child in
tax years 1996 through 1998, and rise to $500 per
child in 1999 and beyond. It would be phased out for
taxpayers with adjusted gross incomes (AGI) be-
tween $60,000 and $75,000. Beginning in 2000, the
credit and phaseout range would be indexed for infla-
tion. Over the seven-year period, the tax credit for
dependent children would cost $64 billion.

The tax deduction for education and job training
would cost the government $41 billion during the
projection period by granting a $5,000 a year deduc-
tion for qualifying education and training expenses.
Tuition and fees paid to postsecondary educational or
vocational institutions would qualify for the credit if
the institution is allowed to participate in the student
loan program. Starting in 1999, the deduction would
rise to $10,000. The deduction would be phased out
for single taxpayers with modified AGI between
$70,000 and $90,000 ($100,000 and $120,000 for
joint returns). The ranges of the phaseout--but not
the maximum deduction--would be indexed for infla-
tion beginning in 2000.

Expanding the eligibility for deductible contribu-
tions to individual retirement accounts (IRAs) and
adding a new, special IRA would reduce revenues by
$14 billion over seven years. Under current law, a
participant in an employer-sponsored retirement plan
cannot deduct IRA contributions if his or her income
is above $35,000 ($50,000, if married). The proposal
would raise the income limit to $70,000 ($100,000, if
married) by 1999 and would then index the limit for
inflation. The limit on contributions of $2,000 would
be indexed for inflation in $500 increments after
1996. Taxpayers eligible for a deductible IRA could
invest in a special IRA instead. Contributions to spe-
cial IRAs would not be deductible, but distributions
would be tax-free.

Offsetting around two-thirds of the cost of the
President's proposed tax cuts would be the reimposi-
tion of the airline ticket tax and other expired excise
taxes ($36 billion in revenue over seven years) and
other tax provisions, mostly corporate tax increases
($54 billion in revenue over seven years). Among
those other tax proposals are provisions to deny the
interest deduction for loans taken against company-
owned life insurance policies, modifying carryback
and carryforward rules for losses, extending the Fed-
eral Unemployment Tax Act surcharge that expires at
the end of 1998, and reinstating the Superfund corpo-
rate environmental tax, which has already expired.

Under CBO's assumptions, the tax contingency
would force tax cuts for the middle class and other
adjustments to expire after 2000. In that case, reve-
nues would increase by $7 billion in 2001 and $25
billion in 2002 relative to keeping the tax cuts in
place.

Outlays

The Administration has proposed major reductions in
outlays, totaling $444 billion between 1996 and
2002. The largest set of entitlement proposals in the
budget can be found in Medicare, but sizable savings
are suggested in Medicaid and welfare programs as
well. Large cuts are also assumed from restricting
discretionary appropriations.
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Medicare. The President's budget contains a wide
range of proposals to slow the growth in Medicare
spending and improve the financial status of the Hos-
pital Insurance (HI) trust fund. CBO estimates that
those proposals, including a contingent one, would
save $116 billion over the 1997-2002 period.

The bulk of the savings in the President's plan
would stem from curtailing payments to providers of
health care services. The budget would limit in-
creases in payment rates for hospitals and physicians,
reduce payments for the indirect costs of medical
education, put in place interim payment reforms for
home health care and skilled nursing facilities, and
freeze or reduce payments for durable medical equip-
ment and ambulatory surgical centers.

Premiums paid by beneficiaries for Supplemen-
tary Medical Insurance (SMI) would be larger com-
pared with current law beginning in 1999--increasing
receipts to the government by $6 billion from 1999
through 2002. Under current law, SMI premiums are
set at 25 percent of program costs through calendar
year 1998 and will increase thereafter at the rate of
the Social Security cost-of-living adjustment (ap-
proximately 3 percent a year). Under the President's
proposal, premiums would remain linked to program
costs after 1998, thereby rising at about 9 percent a
year. In 2002, the projected SMI premium would be
$54.70 under current law and $63.60 under the Presi-
dent's proposal.

The President proposes to expand the types of
managed care plans available to Medicare beneficia-
ries to include preferred provider organizations,
provider-sponsored networks, and other organiza-
tional forms. Beneficiaries would be given compara-
tive information about the managed care and fee-for-
service choices available to them, and they would be
able to select one of those options during an annual
open-enrollment period. As under current law, Medi-
care's payments to managed care plans would remain
linked to the average annual per capita cost in Medi-
care's fee-for-service sector.

The budget would also shift payments for certain
home health services from the Hospital Insurance
program to Supplementary Medical Insurance (SMI).
The additional home health spending, however,
would be excluded from the calculation of SMI pre-

miums paid by beneficiaries. Over the 1997-2002
period, that shift would reduce HI spending by $55
billion, increase SMI spending by the same amount,
and have no effect on the budget totals. Under cur-
rent law, the HI trust fund is projected to become in-
solvent in 2001. CBO estimates that the Administra-
tion's proposals would postpone this date to 2005.

The contingent policy identified for Medicare is
included because the Administration expected that
CBO would estimate less savings from the Presi-
dent's proposals than the Administration itself.
Therefore, to close the gap between the two esti-
mates, the Administration added one further measure
to reduce Medicare outlays. The proposal, which
would eliminate the formula-driven overpayment for
certain outpatient hospital services, is not triggered as
is the revenue contingency, but would automatically
become effective in 1997. Under current law, the
formula used to reimburse hospitals for some outpa-
tient services does not take into account copayments
made by beneficiaries. The provisional policy would
reduce Medicare spending by requiring that such
copayments be deducted later in the reimbursement
calculation. Overall, the Medicare contingency
would save $13 billion.

Medicaid. The President's budget would achieve
savings by establishing per beneficiary (also known
as per capita) caps on federal payments to states and
limiting the growth of those caps. The budget also
proposes to reduce payments to hospitals that serve a
large proportion of Medicaid and uninsured patients
(known as disproportionate share payments), while
retargeting those payments to the hospitals with the
highest proportion of such patients. CBO estimates
that all of the Medicaid initiatives together would
save $54 billion through 2002.

Welfare Reform. The Administration's welfare re-
form proposals encompass a myriad of programs.
The largest savings are proposed in Food Stamps and
Supplemental Security Income (SSI). Lowering
maximum benefits and reducing the standard deduc-
tion (the amount each household can deduct from its
income before benefits are calculated), along with
other changes in the Food Stamp program, would
save nearly $4 billion in 2002. Tightened eligibility
standards for disabled children receiving SSI, stiffer
deeming provisions (under which agencies weigh the
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income and assets of a sponsor--usually a relative--
who signed a promise of support when an immigrant
entered the country), and other program modifica-
tions would save another $3 billion in SSI in 2002.
Along with the abovementioned Food Stamp and SSI
proposals, various changes to child nutrition pro-
grams, earned income credit (EIC), Aid to Families
with Dependent Children, and other welfare pro-
grams would save $38 billion over seven years.

Auctions. The President proposes to extend and
broaden the FCC's authority to auction licenses to use
the electromagnetic spectrum for communication
purposes. The Administration also proposes to real-
locate and auction bands of spectrum that are com-
mercially attractive and to accelerate the FCC's plan
to introduce digital technology for television broad-
casting, thereby making additional frequencies avail-
able for auction during 2002. In addition, the Presi-
dent's budgetary proposal would grant the FCC au-
thority to assign by auction or charge a fee for toll-
free "888" telephone numbers, and directs the com-
mission to begin that assignment procedure in 1997.
In total, those actions are expected to bring in $31
billion in offsetting receipts over the projection
period.

Another contingent policy builds a failsafe mech-
anism into expected receipts from the FCC's auctions
of spectrum that will be available for licensing as a
result of the President's proposal to accelerate the
transition of television broadcasting to digital trans-
mission. If auction receipts turn out to be less than
$17 billion in total, the FCC would place a fee on the
broadcasters that originally received a digital slot for
free. Fees would be assessed as necessary in 2002,
and broadcasters that failed to pay would not have
their licenses extended beyond 2003. CBO calculates
the value of the safeguard at about $6 billion.

Asset Sales. One-time sales of government assets
such as the U.S. Enrichment Corporation and the Elk
Hills Naval Petroleum Reserve are expected to raise
$4 billion through 2002.

Discretionary Appropriations. The President's
budget proposes to hold discretionary spending be-
low the cap levels in 1997 and 1998 and then extend
the caps, which currently expire in 1998, through
2002. Savings generated by restricting discretionary

spending for another four years would total $161 bil-
lion relative to CBO's baseline adjusted for inflation.

Focusing on 1997, the President's budget pro-
poses an increase of only $2 billion in budget author-
ity above the 1996 level, which would be $4 billion
less than the amount estimated by CBO to be needed
to keep pace with inflation. The $2 billion increase,
however, masks a proposed increase of $12 billion in
nondefense discretionary authority offset by a de-
crease of nearly $10 billion in defense appropriations
(see Table 3-2). Education programs would receive
$5 billion more than appropriated in 1996 while
income-security programs, such as housing and wel-
fare assistance, as well as justice programs would
also benefit from the reallocation away from defense.

Further reductions in discretionary spending
would occur by invoking the contingent policy di-
recting discretionary spending to be cut further to
ensure balance in 2002, according to CBO's calcula-
tions. An additional $67 billion in cuts would be
necessary (on top of the $161 billion already speci-
fied) to reach the President's target.

Other Policy Changes and Net Interest. Other pol-
icy changes, as shown in Table 3-1, including reduc-
tions in spending for education and veterans' benefits,
would save $18 billion over seven years. Interest
savings on all policy changes would reduce outlays
by another $35 billion throughout the projection pe-
riod. The contingent policies in the Administration's
budget would save an additional $4 billion in net in-
terest in 2002.

Differences Between CBO and
Administration Estimates

Using its economic projections that assume a bal-
anced budget, CBO estimates that the basic policies
proposed in the President's budget would lower the
deficit from its current levels but would not be suffi-
cient to balance the budget in 2002. Under those as-
sumptions, invoking the President's contingent bud-
getary proposals would be necessary to achieve a
balanced budget six years from now.



62 THE ECONOMIC AND BUDGET OUTLOOK: FISCAL YEARS 1997-2006

May 1996

As shown in Table 3-3, the Administration esti-
mates that its budgetary proposals would change the
federal government's fiscal situation from a $146 bil-
lion deficit in 1996 to a $44 billion surplus in 2002.
In contrast, CBO estimates that, under the President's
basic policies, the deficit would decrease to $81 bil-
lion in 2002. Most of CBO's reestimate of the defi-
cits reflects differing views of the revenues and out-

lays that would occur under current laws and poli-
cies. CBO separates its reestimates of the Adminis-
tration's budget into two categories: those reesti-
mates that result from differences in economic as-
sumptions and those that result from technical esti-
mating differences. In 2002, economic differences
account for around two-thirds of the $125 billion dif-
ference between CBO's estimate of the deficit under

Table 3-2.

The Administration's Proposals for Discretionary Spending in Fiscal Year 1997 (In billions of dollars)

CBO Baseline
with Discretionary

President's Budget President's Budget

Spending Frozen as Estimated Minus
_ at1996 Levelr by CBO Freeze Level
Budget Budget Budget
Category Authority Outlays Authority Outlays Authority Outlays
Defense 265 266 255 262 -10 -4
International 18 20 19 20 1 b
Domestic
General science, space,
and technology 17 17 18 17 1 b
Energy 5 5 5 5 b b
Natural resources and
environment 21 21 21 22 1 b
Agriculture 4 4 4 4 b b
Commerce and housing
credit 3 3 3 3 b b
Transportation 14 37 13 37 -1 b
Community and regional
development 10 11 9 11 -2 -1
Education, training, employment,
and social services 37 39 42 40 5 2
Health 23 23 24 24 1 1
Medicare 3 3 3 3 b b
Income security 28 39 30 40 2 1
Social Security b 3 b 3 b b
Veterans' benefits 18 19 19 19 1 b
Administration of justice 21 19 23 21 3 2
General government 12 11 13 12 1 1
Subtotal 216 255 227 260 1 5
Total Discretionary
Spending 499 541 502 542 2 1

SOURCE: Congressional Budget Office.

a. Incorporates the effect of the Omnibus Consolidated Rescissions and Appropriations Act of 1996 .

b. Less than $500 million.
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the President's policies and the Administration's esti-

mate.

Economic Reestimates

Although the Administration's economic assumptions
and CBO's projections assuming a balanced budget

appear to be quite similar, the differences are suffi-
cient to produce a noticeable variation in budget pro-
Jections (see Table 1-9 on page 25). Most of those
economic reestimates are on the revenue side of the
budget. Revenue projections depend highly on the
presumed level of gross domestic product. CBO's
estimates of GDP growth are about 0.2 percentage
points lower each year over the estimating period

Table 3-3.

CBO Reestimate of the President's Budgetary Proposals (By fiscal year, in billions of dollars)

1996 1997 1998 1999 2000 2001 2002
Deficit Under the President's
Budgetary Proposals as Estimated
by the Administration 146 140 98 64 28 -8 -44
Economic Reestimates
Revenues? 9 24 35 44 54 65 73
Outlays
Discretionary b b 0 b b b b
Mandatory b 2 3 4 5 6 6
Net interest b 1 _4 3 2 3 4
Subtotal, outlays b 3 7 7 8 9 11
Subtotal, economic reestimates 9 27 42 51 62 74 84
Technical Reestimates
Revenues?® -10 -6 -5 -10 -10 -12 -13
Outlays
Discretionary -7 b 1 1 1 1 3
Mandatory
Medicare 2 3 4 4 6 5 6
Medicaid 1 1 2 4 7 7 13
Other 8 A 7 4 6 8 uls}
Subtotal, mandatory 10 -7 14 12 18 21 35
Net interest -1 2 2 2 1 _b -1
Subtotal, outlays 1 -6 17 15 20 22 37
Subtotal, technical reestimates -9 -12 11 5 10 10 24
Debt Service b _b 2 5 _8 12 17
Total Reestimates b 16 55 61 80 95 125
Deficits Under the President's
Basic Budgetary Proposals as
Estimated by CBO 146 156 153 125 108 87 81

SOURCES: Congressional Budget Office; Joint Committee on Taxation.

a. Revenue losses are shown with a positive sign because they increase the deficit.

b. Less than $500 million.
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than the Administration's. Those small differences
cumulate over time into relatively large budgetary
differences--accounting for almost half of the eco-
nomic reestimates for revenues. Differences in in-
come shares account for most of the remainder.
CBO projects that less income will be earned in the
form of profits and wages, while more will be inter-
est income, thereby lowering estimates of income
and payroll tax receipts. The effect of lower in-
comes, reinforced by CBO's projection that a smaller
share of GDP will be received as profits and wages,
leads to a $73 billion revenue reestimate in 2002.

CBO's economic assumptions also increase its
projection of spending compared with that of the Ad-
ministration, though by far less than the reduction in
revenues. Much of the economic difference on the
outlay side is the result of different projections for
interest rates. CBO's short-term rates over the long
run are lower than the Administration's--3.7 percent
versus 4.0 percent for 91-day Treasury bills. How-
ever, CBO's long-term rates for most of the period
are higher by an equal amount (5.3 percent versus 5.0
percent for 10-year Treasury notes). Since nearly
three-quarters of debt is held in medium- to long-
term securities, the effect of that interest rate differ-
ence causes CBO's projections to be more than $4
billion higher than the Administration's in 2002.

Further differences in outlays stem from assump-
tions about the unemployment rate and growth in the
consumer price index. CBO's projections of the un-
employment rate are 0.3 points above the Adminis-
tration's from 1997 onward. That difference pushes
up CBO's estimate of unemployment benefit pay-
ments by $1 billion per year over the same time pe-
riod. Because it projects a more rapid increase in the
consumer price index, CBO estimates that the cost of
indexed benefit programs--for example, Social Secu-
rity, SSI, and EIC--will also be higher.

Technical Reestimates

Estimating differences unrelated to economic as-
sumptions add to CBO's estimates of the deficits un-
der the President's budgetary policies from 1998
through 2002, while reducing them in 1996 and 1997.

Technical reestimates increase CBO's projections
of revenues in most years between 1996 and 2002.
Differences in projected spending, however, over-
shadow revenue effects, pushing the projected deficit
$37 billion higher in 2002 than under the Administra-
tion's assumptions. Much of the difference in pro-
jected spending can be found in the Medicare and
Medicaid programs. Although CBO believes that the
growth in those programs has slowed from the ex-
tremely high rates of recent years, it is not quite as
optimistic as the Administration about the slowdown.

Various other discrepancies lead to technical dif-
ferences between CBO and the Administration. Dif-
ferent assumed participation in programs such as SSI,
Food Stamps, and EIC lead to an increase in outlays
of up to $4 billion by 2002. Differences in assumed
dates of enactment of legislation proposed by the Ad-
ministration affect estimates of spending by the Sav-
ings Association Insurance Fund. Similarly, different
assumed dates for rate hikes cause CBO's estimates
of postal service outlays to differ from the Adminis-
tration's by between -$2 billion and $3 billion a year.

CBO's estimates of interest on the debt are higher
than the Administration's partly because CBO pro-
jects higher deficits. By 2002, debt-service costs
from the abovementioned economic and technical
differences add $17 billion to CBO's reestimates of
the President's budget.

Baseline Differences Between CBO
and the Administration

Overall, most of the differences between the Admin-
istration's deficit estimates and those of CBO stem
from differences in the two baselines, apart from any
policy proposals to be evaluated. Assuming current
services are maintained, differences in projections
between the Administration and CBO become quite
large (see Table 3-4). By 2002, CBO's revenue pro-
jections are $55 billion lower than the President's,
notwithstanding any policy proposals.

On the outlay side of the budget, CBO's baseline
for mandatory spending exceeds the Administration's
by $26 billion in 2002. Chief among those baseline
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Table 3-4.

Major Baseline Estimating Differences Between the Administration and CBO

(By fiscal year, in billions of dollars)

1996 1997 1998 1999 2000 2001 2002
Revenues
Administration Baseline 1,428 1,501 1,579 1,654 1,738 1,825 1,916
Differences
Economic -9 -24 -35 -44 -54 -65 -73
Technical 10 _8 7 A A2 _16 19
Total b -16 -28 -33 -42 -49 -55
CBO Baseline 1,428 1,485 1,551 1,622 1,697 1,776 1,861
Mandatory Outlays
Administration Baseline® 800 863 918 981 1,045 1,102 1,175
Differences
Social Security b b b 1 1 2 2
Medicare 1 2 2 2 2 1 1
Medicaid 1 3 4 5 5 6 7
Supplemental Security Income b 1 1 2 3 3 5
Unemployment compensation b 1 1 2 2 2 2
Agriculture programs b 2 3 3 3 4 4
Spectrum auctions -1 -10 -1 b 0 0 0
Other =5 = 6 A 3 6 ]
Total -2 -2 16 15 19 24 26
CBO Baseline? 797 861 935 995 1,064 1,125 1,201
Net Interest Outlays
Administration Baseline 241 239 239 241 241 245 248
Differences
Economic b 1 4 3 3 4 5
Technical -1 2 1 b -1 -4 -5
Debt service b _b ] 3 5 A n
Total -2 3 7 6 6 7 10
CBO Baseline 240 242 245 247 247 251 258

SOURCE: Congressional Budget Office.
a. Includes offsetting receipts
b. Less than $500 million.
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Table 3-5.
CBO Estimate of the President's Budget Without Contingencies (By fiscal year)

1996 1997 1998 1999 2000 2001 2002

In Billions of Dollars

Revenues 1,428 1,477 1,549 1,619 1,690 1,767 1,852
Outlays
Discretionary
Defense 264 262 257 259 264 267 279
Domestic and international 269 278 278 273 267 276 293
Violent Crime Reduction Trust Fund _1 _3 _5 _6 __6 _86 _5
Subtotal, discretionary 534 542 540 537 537 550 576
Mandatory
Social Security 348 365 383 402 422 444 467
Medicare 197 210 228 243 260 279 301
Medicaid 96 107 114 121 128 135 145
Other 235 252 271 278 294 297 311
Subtotal, mandatory 875 935 996 1,044 1,105 1,155 1,224
Offsetting receipts? -75 -85 -79 -81 -87 -92 -1
Net interest 240 242 245 244 242 242 244
Total Qutlays 1,574 1,633 1,702 1,744 1,797 1,855 1,934
Deficit 146 156 153 125 108 87 81

As a Percentage of GDP

Revenues 19.1 18.8 18.8 18.7 18.6 18.6 18.5
Outlays
Discretionary
Defense 35 33 3.1 3.0 29 2.8 2.8
Domestic and international 36 35 34 3.2 29 29 29
Violent Crime Reduction Trust Fund _b _b 0.1 0.1 01 0.1 _b
Subtotal, discretionary 7.1 6.9 6.6 6.2 59 5.8 5.8
Mandatory
Social Security 4.6 47 4.7 4.7 47 4.7 47
Medicare 26 27 28 2.8 29 29 3.0
Medicaid 1.3 1.4 14 14 14 1.4 14
Other 3.1 3.2 3.3 3.2 3.2 3.1 3.1
Subtotal, mandatory 11.7 11.9 121 12.1 12.2 12.1 12.3
Offsetting receipts? -1.0 -11 -1.0 -0.9 -1.0 -1.0 -141
Net interest 3.2 3.1 3.0 2.8 27 25 24
Total Outlays 21.0 20.8 20.7 20.2 19.8 19.5 19.4
Deficit 20 20 1.9 14 1.2 0.9 0.8

SOURCE: Congressional Budget Office.
a. Includes asset sales.
b. Less than 0.05 percent.
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Table 3-6.
CBO Estimate of the President’'s Budget with Contingencies (By fiscal year)

1996 1997 1998 1999 2000 2001 2002

In Billions of Dollars

Revenues 1,428 1,477 1,549 1,619 1,690 1,775 1,877
Outlays
Discretionary
Defense 264 262 257 259 264 267 279
Domestic and international 269 278 278 273 267 276 293
Violent Crime Reduction Trust Fund 1 3 5 6 6 6 5
Unspecified reductions _0 _0 _0 _0 _0 -22 -46
Subtotal, discretionary 534 542 540 537 537 528 530
Mandatory
Social Security 348 365 383 402 422 444 467
Medicare 197 209 227 241 258 276 297
Medicaid 96 107 114 121 128 135 145
Other 235 252 271 278 294 297 311
Subtotal, mandatory 875 933 995 1,042 1,103 1,152 1,220
Offsetting receipts?® -75 -85 -79 -81 -87 -92 -117
Net interest 240 242 244 244 242 241 240
Total Outlays 1,574 1,632 1,700 1,742 1,795 1,829 1,874
Deficit 146 155 152 123 105 54 -3

As a Percentage of GDP

Revenues 19.1 18.8 18.8 18.7 18.6 18.6 18.8
Outlays
Discretionary
Defense 35 3.3 3.1 3.0 29 28 2.8
Domestic and international 36 35 3.4 3.2 29 29 29
Violent Crime Reduction Trust Fund b b 0.1 0.1 0.1 0.1 b
Unspecified reductions _0 _0 _0 _0 _0 02 -0.5
Subtotal, discretionary 71 6.9 6.6 6.2 5.9 55 53
Mandatory
Social Security 46 47 47 47 47 47 47
Medicare 26 2.7 28 2.8 2.8 29 3.0
Medicaid 1.3 14 1.4 1.4 1.4 1.4 14
Other 3.1 3.2 3.3 3.2 3.2 3.1 3.1
Subtotal, mandatory 11.7 11.9 121 121 12.2 12.1 12.2
Offsetting receipts? -1.0 -11 -1.0 -0.9 -1.0 -1.0 -1.1
Net interest 3.2 3.1 3.0 2.8 2.7 2.5 24
Total Outlays 21.0 20.8 20.7 20.2 19.8 19.2 18.8
Deficit 2.0 2.0 1.8 1.4 1.2 0.6 b

SOURCE: Congressional Budget Office.
a. Includes asset sales.
b. Less than 0.05 percent.
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differences are projections in Medicaid spending.
Although CBO and the Administration are basically
in agreement over projections for current services for
Medicare, CBO projects that greater participation
rates in Medicaid, among other factors, will cost an
additional $7 billion over the President's estimate in
2002. CBO also projects that agriculture programs
will cost more than the Administration projects. By
2002, lower export demand and lower prices for agri-
cultural commodities are projected to boost spending
on farm price supports by $4 billion more than as-
sumed by the President. The largest single difference
between the two baselines occurs in 1997 as updated
estimates based on recent trends in spectrum auctions
pushes CBO's projections on auction receipts $10
billion above the Administration's.

Baseline differences in net interest, mainly re-
sulting from debt-service costs because of different
deficit projections, cause CBO's estimate of net inter-
est to be $10 billion greater than the Administration's
in 2002.

Estimates of the Budget
Aggregates

Under the President's budget, revenues increase from
$1.4 trillion to $1.9 trillion, while outlays rise from
$1.6 trillion to $1.9 trillion from 1996 through 2002
(see Table 3-5 on page 66). As a percentage of GDP,
however, both revenues and outlays decline through-
out the projection period. Revenues as a share of
GDP drop around half of a percentage point to 18.5

percent of GDP, while outlays decline a point and a
half to 19.4 percent of GDP. If the contingent poli-
cies are included, both revenues and outlays would
account for 18.8 percent of GDP in 2002 (see Table
3-6 on page 67).

Discretionary spending bears the brunt of the
President's cuts, maintaining a relatively constant
level of outlays through 2000, before rising to $576
billion in 2002. If the contingencies are invoked,
however, discretionary spending would drop to $530
billion in 2002--a 23 percent cut in real terms from
its 1995 level.

Relative to a freeze at the 1996 levels of appro-
priations, discretionary spending would be higher
under the President's budget. However, the gap be-
tween the two would be small if the contingencies
were invoked. Under the President's policies (includ-
ing the contingencies), discretionary outlays would
only be $9 billion above the freeze level in 2002.

The growth in mandatory spending would be rel-
atively tame over the seven- year period. It creeps up
from 11.7 percent of GDP in 1996 to 12.3 percent in
2002 (12.2 percent with contingencies included).
The combination of declining deficits and lower in-
terest rates as a result of balancing the budget would
keep net interest outlays steady at around $240 bil-
lion each year through 2002.

The Administration's basic set of policies would
reduce the deficit from 2 percent of GDP in 1996 to
less than 1 percent in 2002. If the contingent policies
are included, a small surplus would result.
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benign over the next decade. After declining

for the past four years, the deficit is expected
to creep up as a share of gross domestic product from
1996 to 2006 under current laws and policies. Al-
though the increase is fairly modest, it is by no
means the end of the story, because a deeper and
more fundamental problem is coming over the bud-
getary horizon.

T he outlook for the deficit appears relatively

Around 2010, members of the huge baby-boom
generation will start to retire. They will also increas-
ingly begin to draw benefits from the government's
three biggest entitlement programs--Social Security,
Medicare, and Medicaid. At the same time, the
growth of revenues will be squeezed because the pro-
portion of people working and paying taxes will
shrink. As a result, deficits will start to mount rap-
idly.

Financing the growth in entitlements through
ever-increasing deficits is not a viable option. In-
deed, the shortfalls projected for future years are so
large that they could put an end to the upward trend
in living standards that the nation has long enjoyed.
Thus, current U.S. budget policies cannot be sus-
tained indefinitely without risking substantial eco-
nomic damage. At some point, taxes will have to be
raised or the growth of spending curbed.

The conclusions reached here are derived from a
model that the Congressional Budget Office has de-

veloped for projecting the budget outlook over sev-
eral decades and for examining the effects of the def-
icit on interest rates and economic growth. Obvi-
ously, projections of future events are subject to con-
siderable uncertainty. To get a sense of the likely
range of outcomes, CBO developed its projections by
using a broad spectrum of possible assumptions and
conditions. Although the exact outcomes are sensi-
tive to changes in demographics, economic factors,
and the interpretation of policy, the basic conclusion
holds: the nation's current budget policies are unsus-
tainable even under optimistic assumptions, includ-
ing favorable demographic trends and historically
high rates of productivity growth. The chances are
small that the long-term budgetary problem will re-
solve itself without action by policymakers.

The Aging of the U.S.
Population

The proportion of elderly people in the U.S. popula-
tion will increase substantially in coming decades
(see Table 4-1). According to the Social Security
Administration, the number of people age 65 and
older will more than double between 1990 and 2030,
whereas the number of working-age people, 20 to 64
years old, will increase by only 25 percent. Conse-
quently, over the next several decades, each worker's
taxes will support a growing number of retirees.



70 THE ECONOMIC AND BUDGET OUTLOOK: FISCAL YEARS 1997-2006 May 1996
Table 4-1.
Population of the United States by Age, Calendar Years 1950-2050
Projected
Age Groups 1950 1970 1990 2010 2030 2050
In Millions
Less than 20 Years Old 54 81 75 82 83 84
20 to 64 Years Old 93 113 153 186 192 202
65 Years and Older 13 21 _32 _40 _68 _75
Total 159 215 260 307 343 360
As a Percentage of Total Population
Less than 20 Years Old 34 38 29 27 24 23
20 to 64 Years Old 58 53 59 60 56 56
65 Years and Older _8 _10 12 _13 20 21
Total 100 100 100 100 100 100
Memorandum:
Number of People
Ages 20 to 64 for Each
Person Age 65 or Older 7.3 54 4.8 4.7 2.8 27

SOURCE: Congressional Budget Office using data from the Social Security Administration.

Why Will the Number of
Retirees Increase?

The expected increase in the number of elderly peo-
ple stems from two factors: the baby-boom genera-
tion is aging, and people are living longer. Before
World War II, the number of births in the United
States slid to a low point (see Figure 4-1). Babies
born during the Depression and during the war con-
stitute the population reaching retirement age within
the next decade. Their small numbers provide a re-
spite in the pressure on the budget for the next 10
years.

After World War II, the number of births soared,
which substantially changed the demographic pic-
ture. Between 1956 and 1961, births jumped to more
than 4.2 million each year and did not drop below
4 million until 1965. Babies born between 1946 and
1964 have been labeled the baby-boom generation,
and they will begin to draw Social Security benefits

in 2008, when the oldest of them first reach age 62.!
After the mid-1960s, the number of births dropped
even more and did not reach 4 million again until
1989. Because the baby boom was followed by a
baby bust, the retirement of the baby boomers will
significantly reverse the currently favorable impact
of demographics on the budget.

The second reason for the projected increase in
the number of retirees is that elderly people are ex-
pected to live longer than they did in the past. In
1970, demographers expected the average person at
birth to live about 71 years. By 1990, the average
life span had increased to 75 years; by 2010, it will
increase to 78 years. Those gains in longevity reflect
such factors as increased education, healthier living,
and improvements in the quality of medical care for
older people. Of particular relevance for entitlement

1. The normal retirement age for receiving Social Security benefits is
now 65, but it is scheduled under current law to start increasing in
2000, eventually reaching age 67.
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Figure 4-1.
Number of Births in the United States, 1910-1994
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SOURCE: Congressional Budget Office using data from the
National Center for Health Statistics.

spending is that a larger proportion of the adult popu-
lation is reaching the age of 65, and life expectancy
at that age has increased by two years since 1970--a
14 percent increase.

Slowing Labor Force Growth

The growth of the labor force will slow significantly
when the baby boomers retire because it will have to
rely on the smaller birth cohorts that followed the
boomers. In addition, the rate of participation of
women in the labor force, which escalated sharply in
the 1970s and 1980s, is likely to grow less rapidly in
the future as their participation rate approaches that
of men. The Social Security Administration projects
that the average rate of growth of the labor force will
slow from the 1.9 percent per year it achieved from
1960 to 1989 to 0.9 percent annually for the 1989-
2010 period and 0.2 percent between 2010 and 2050.

Like all long-range projections, those for the la-
bor force are highly uncertain. Nevertheless, the rel-
atively high rate of growth of the labor force in the
past 35 years is unlikely to continue. Higher rates of
immigration could prevent some of the expected de-
celeration, but for the labor force to continue to grow
through 2030 at even 1 percent a year, its average

annual rate since 1990, rates of immigration would
have to greatly exceed those seen early in this cen-

tury.

Despite those uncertainties, the overall message
is clear: with more retirees and little growth in the
number of workers, the ratio of workers to retirees
will plummet in coming decades. In 1950, for each
person age 65 or older, there were 7.3 people in the
working years from 20 to 64. By 1990, that ratio
had dropped to 4.8 to 1; by 2030, there may be only
2.8 people of working age for every person over 65.
The United States is not alone in facing these prob-
lems: populations are graying in other industrialized
countries, too (see Box 4-1).

How Will Demographics Affect
the Budget?

Both the outlay and revenue sides of the federal led-
ger will be strained as the ratio of workers to retirees
deteriorates. Outlays for government programs that
provide retirement and health benefits to the elderly
will rise substantially as the number of people eligi-
ble to receive those benefits shoots up. At the same
time, revenues will be pinched because the number of
people working and paying taxes will grow more
slowly. Moreover, as the growth of the labor force
slows, economic growth will taper off, causing the
growth of taxable nonlabor income, such as interest
and dividends, to slow as well. Of particular concern
are Social Security and Medicare's Hospital Insur-
ance program. (Because those entitlements are now
structured to rely on payroll taxes, the growth of la-
bor earnings is one of the keys to their financial
health.) In addition, the slowdown in growth of GDP
will affect general revenues, which finance Medicaid
and Medicare's Supplementary Medical Insurance
program, among others.

The projected mismatch between spending and
revenues will be a serious one. For example, outlays
for Social Security and Medicare's Hospital Insur-
ance program are projected to grow from 6.4 percent
of GDP in 1995 to 10.7 percent in 2050. At the same
time, the inflows of funds (excluding interest) for
those two programs are projected to fall from 6.7 per-
cent of GDP in 1995 to 6.5 percent in 2050. So al-
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Most developed countries will find their populations
rapidly aging in the near future (see the table below).
In 1990, elderly dependency ratios--people age 65 and
over as a percentage of the population ages 20 to 64--
for most industrialized countries clustered around 20
percent. But by 2030, those ratios are projected to
more than double in Japan, Germany, France, Italy,
and Canada. The aging of the population in the
United Kingdom, where the elderly dependency ratio
started in 1990 at a relatively high level, is projected
to be less pronounced; nonetheless, the ratio reaches
over 40 percent by 2030. Beyond 2030, projections
call for elderly dependency ratios to stabilize in all
countries except Japan and Italy, where further in-
creases of more than 10 percentage points are ex-
pected. Compared with other countries, the United
States is in a relatively favorable position.

Aging will have a major impact on the budgets of
most of the major industrialized countries, although

Box 4-1.
Aging of Populations and Its Effect on Government Budgets in Other Countries

Elderly Dependency Ratios
(In percent)

the consequences differ depending on the starting po-
sition of each nation's public debt, its policies for the
elderly, and the nature of the demographic changes.
In particular, the liabilities that a government has in-
curred through public pension systems and spending
for public health dictate the effects that an aging pop-
ulation will have on its budget. For example, Japan is
likely to see a steep rise in its overall budget deficit
and a rapid accumulation of net debt from 2005 on-
wards, whereas net debt in Italy will begin to increase
sharply after 2015. In contrast, both the United King-
dom and Canada are likely to experience falling ratios
of net debt to output, reflecting relatively favorable
pension policies.'

1. For further information, see Willi Leibfritz and others, Age-
ing Populations, Pension Systems, and Government Budgets:
How Do They Affect Saving? OECD Economics Department
Working Paper No. 156 (Paris: Organization for Economic
Cooperation and Development, 1995).

1990 2010 2030 2050
Japan 19.3 35.8 48.7 60.1
Germany 23.6 329 53.8 57.5
France 234 27.2 43.1 484
Italy 24.3 33.8 52.4 66.7
United Kingdom 26.7 28.6 42.8 45.8
Canada 18.6 229 43.6 46.5
United States 20.8 21.3 35.7 37.0

SOURCE: Congressional Budget Office using data from E. Bos and others, World Population Projections, 1994-1995 (Washington, D.C.:
International Bank for Reconstruction and Development/The World Bank, 1994), and from the Social Security Administration.

though inflows exceed spending for those programs
now, that surplus will disappear, and a large gap be-
tween spending and inflows will open up. By 2050,
outlays are projected to exceed inflows by about 70
percent.?

2. All numbers are taken from Board of Trustees, Federal Old-Age
and Survivors and Disability Insurance Trust Funds, /995 Annual
Report (April 3, 1995).

The Continued Rapid
Growth of Federal Health
Expenditures

Rapidly rising expenditures per beneficiary in the
Medicare and Medicaid programs will present a par-
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ticularly serious challenge to the budget in coming
years unless significant steps are taken to reduce their
rate of growth. Federal spending for health care has
been growing at a fast pace for many years. Over the
past decade, expenditures for Medicare have in-
creased at an annual rate of about 10 percent; Medic-
aid spending has risen at a rate of about 15 percent
(see Table 4-2). Despite the apparent recent success
of private insurers in controlling their mounting
costs, the federal government thus far has been un-
able to apply the brakes to its health spending. CBO
projects that outlays for Medicare and Medicaid will
continue to rise by almost 10 percent a year over the
next decade. With such growth, Medicare and Med-
icaid spending is taking up an increasing share of
national income: from 1.3 percent of GDP in fiscal

year 1975 to 3.7 percent in 1995. CBO projects that
the share will rise to 5.9 percent in fiscal year 2006.

Although some of that growth comes from an
expansion in the number of beneficiaries, most of it
is attributable to continuing increases in expenditures
per beneficiary at rates well in excess of inflation.
Unlike Social Security, whose real (inflation-
adjusted) spending for each beneficiary is set legisla-
tively by a formula that depends on a person's wage
history, traditional Medicare and Medicaid are open-
ended entitlements in the sense that they place no
dollar limit on the benefits they provide to each par-
ticipant. CBO projects that over the next decade,
federal spending per enrollee in Medicare and Medic-
aid will increase at more than twice the rate of

Table 4-2.

Average Annual Rates of Growth in Payments by Medicare and Medicaid (By fiscal years, in percent)

1970-19756  1975-1980°

1980-1985  1985-1990  1990-1995  1995-2006°

Medicare
Growth in Payments by
the Federal Government® 16 18 15 9 11
Growth in the Number of Enrollees? 4 3 2 2 2 1
Growth in Federal Payments
per Enrollee 12 15 13 7 8 8
Medicaid
Growth in Payments by
the Federal Government® 22 15 9 13 17 10
Growth in the Number of Beneficiaries 9 0 0 3 7 2
Growth in Federal Payments
per Beneficiary 12 15 9 9 9 7
Memorandum:
Growth in the CPI-U 7 9 6 4 3 3
Growth in Nominal GDP 9 11 9 7 5 5

SOURCE: Congressional Budget Office based on data from the Health Care Financing Administration; Department of Commerce, Bureau of
Economic Analysis; and Department of Labor, Bureau of Labor Statistics.

NOTE: The treatment of home ownership in the official consumer price index for all urban consumers (CPI-U) changed in 1983. The inflation

series in the table uses a consistent definition throughout.

Projected.
Excludes Medicare premium collections.
Based on enrollees in Medicare's Hospital Insurance program.

® a0 o

Growth rates account for the change in the fiscal year that occurred in 1976.

Includes administrative costs and payments to disproportionate share hospitals.
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inflation, as measured by the consumer price index
for all urban consumers.

The growth in expenditures per beneficiary in
those programs stems from increases in the number
and quality of services provided for a spell of illness
and such factors as the expanded use of expensive
medical technology. Those factors will continue to
increase the burden of health costs in the years ahead.
The trustees of Medicare's Hospital Insurance Trust
Fund assume that Medicare costs per beneficiary will
slow significantly over the next two decades and that
after 2020, those costs will grow no faster than the
economy. That slowdown would require the growth
of costs per beneficiary to drop substantially.
Whether that decline would occur without an explicit
change in law is unclear. Even so, the trustees pro-
ject that total Medicare spending will continue to
climb sharply, rising from 2.6 percent of GDP in
1995 to 8.1 percent in 2050.

The Long-Term Effects of an
Aging Population

What would happen if no changes were made to U.S.
budget policy in the face of the impending retirement
of the baby boomers? CBO addressed that hypotheti-
cal question by projecting future budget revenues and
expenditures under various economic and demo-
graphic conditions and examining their impact on the
federal deficit and the economy over the next several
decades. The approach used by CBO is broadly simi-
lar to that taken by the General Accounting Office
and the Office of Management and Budget in consid-
ering the same question.?

Developing computer models of the long-term
implications of existing laws and policies requires
making assumptions about the basic nature of policy
in the absence of change. For the period from 1996
to 2006, CBO assumed in its baseline projections that

3. General Accounting Office, Budget Policy: Prompt Action Neces-
sary to Avert Long-Term Damage to the Economy (June 1992), and
The Deficit and the Economy: An Update of Long-Term Simula-
tions (April 1995); Office of Management and Budget, Budget of
the United States Government, Fiscal Year 1997: Analytical Per-
spectives (March 1996), pp. 20-25.

taxes and mandatory spending would follow current
law and that discretionary outlays would grow with
inflation, subject to their statutory caps (see Chap-
ter 2).

But extending such detailed assumptions over the
long run is hard to justify. For one thing, techniques
that are suitable for preparing 10-year budget projec-
tions are not appropriate for the very long run. More-
over, for the annually appropriated discretionary pro-
grams, future levels of spending are not specified in
statute. For example, does current defense policy
call for constant nominal levels, for expenditures to
grow with inflation, or for expenditures to grow by
more than inflation over the next 50 years? Obvi-
ously, the answer to that question depends on such
factors as the goals of U.S. foreign policy and chang-
ing defense technology, which cannot be known to-
day.

To allow for the different possibilities, CBO pre-
pared two sets of projections. One assumes that dis-
cretionary programs after 2006 will grow at the rate
of inflation, which holds their real value constant in
today's dollars. The other assumes that discretionary
programs will keep pace with the growth of the econ-
omy, which allows the amount spent on the discre-
tionary accounts to rise with both inflation and real
economic growth. Holding the growth of discretion-
ary programs to the rate of inflation--rather than let-
ting them grow with the economy--implies that
spending for those programs as a share of GDP
would decline over the projection period.

Budget Assumptions

The assumptions underlying CBO's projections of
spending and revenues for the most important budget
categories are briefly described below. Those as-
sumptions formed a base scenario; varying them pro-
duced alternative scenarios. For 1996 to 2006,
spending and revenues followed the medium-term
projections presented in Chapter 2. For the years
after 2006, CBO combined the official long-term
projections (with some adjustments) for the Social
Security, Medicare, and federal retirement programs
prepared by other government organizations with
some relatively neutral assumptions about spending
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and revenues in the other categories of the budget.
Because CBOQO's analysis focuses on macroeconomic
relationships, its long-term projections use the budget
categories defined by the national income and prod-
uct accounts (see Appendix D for details).

Retirement Programs. CBO based its projections
for Social Security on the long-term projections pre-
pared by the trustees of the Old-Age and Survivors
and Disability Insurance (OASDI) Trust Funds.
However, CBO adjusted those projections for differ-
ences between its economic assumptions and those of
the trustees. Because CBO projected much lower
rates of inflation than did the trustees, the level of
Social Security outlays in its projections is much
lower than that in the trustees' projections. But when
outlays are expressed as a share of GDP, the differ-
ences between CBO's numbers and those of the trust-
ees are hardly noticeable because low inflation also
reduces nominal GDP. Spending for federal civilian
and military retirement was based on the projections
prepared by the Office of Personnel Management and
the Department of Defense, after adjusting for differ-
ences in assumptions about the growth of real wages.

Health Programs. CBO based its projections of
Medicare outlays on the forecasts prepared by the
trustees of the Hospital Insurance Trust Fund. Those
forecasts were also adjusted for differences in eco-
nomic assumptions. (Again, those differences are
small when spending is expressed as a share of gross
domestic product.)

CBO assumed that Medicaid spending would
grow with the demands for Medicaid by its client
population and with federal health care expenditures
per beneficiary. Growth in spending per enrollee of a
given age was assumed to decline gradually to the
rate of growth of hourly wages over the 2006-2020
period and then to grow with them after 2020. That
assumption is roughly consistent with the trustees'
assumptions about Medicare.

Other Transfers, Grants, and Subsidies. CBO as-
sumed that spending for other domestic transfers and
grants would grow with demographic demands, infla-
tion, and labor productivity. Domestic transfers in

4. In the base scenario, CBO used the same demographic assumptions
as did the trustees.

this case include food stamps, Supplemental Security
Income, unemployment insurance, the earned income
credit, and veterans' benefits, among other things;
grants include Aid to Families with Dependent Chil-
dren and other federal programs that transfer funds to
state and local governments. Transfer payments to
foreigners and other subsidies were assumed to grow
with the economy.

Federal Expenditures for Defense and Nondefense
Goods and Services. These expenditures are largely
discretionary, and funds for them are appropriated
annually. As noted, no one quite knows how to spec-
ify those spending levels for a period as long as half a
century. To deal with that uncertainty, CBO used
two alternative assumptions about discretionary
spending: it would grow either at the same rate as
inflation or at a rate that reflected both inflation and
real growth of the economy.

Receipts. CBO assumed that federal taxes would
grow at roughly the same rate as the economy, except
for taxes collected on income from interest on Trea-
sury securities (which is part of the income tax base,
not GDP). As a technical matter, revenue growth
also reflects growth in Supplementary Medical Insur-
ance (Part B of the Medicare program), some of
which enrollees finance through premiums that are
treated as receipts in the NIPAs. Absent an increase
in the share of income devoted to interest or Medi-
care premiums, tax revenues were assumed to remain
a stable share of the economy. That assumption is
not an exact extrapolation of current law, but it is not
much different from CBO's 10-year baseline revenue
projections, which show little change in the share of
GDP claimed by revenues after 2000. Moreover,
because the revenue share has been relatively stable
over many years, CBO's assumption is consistent
with long-term historical trends.

Economic Assumptions in the
Base Scenario

CBO developed its projections of the economy using
a standard model of economic growth. In that model,
the production of goods and services in the economy,
as measured by GDP, depends on hours of labor, cap-
ital, and total factor productivity. The key interest
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rate in the model is the overall rate of return from
capital after adjusting for inflation and depreciation,
and it is determined by the amount of capital relative
to labor in the economy. (Everything else being
equal, the higher the level of capital, the lower is the
rate of return.) In all of its projections, CBO as-
sumed that inflation after 2006 would remain steady
at 2.7 percent, the rate of growth of the chain-type
GDP price index expected early in the next decade
(see Chapter 1).

CBO's model also makes provision for the way
the nation's debt (the total amount that the govern-
ment explicitly owes) interacts with the economy.
Federal deficits crowd out capital investment, which
slows economic growth and raises interest rates. As
a result, tax revenues decline, and the cost of servic-
ing the debt goes up. Those economic feedbacks be-
tween the deficit and the economy can significantly
increase the size of the deficit--in essence, impose a
fiscal penalty rather than a dividend. To identify the
contribution of those feedback effects, CBO presents
its long-term analysis in two parts: the first assumes
that the deficit has no effect on the economy; the sec-
ond includes the feedbacks between the two.

Economic Growth. From 1996 to 2006, the base
scenario follows the medium-term projections pre-
sented in Chapter 1. For the years after 2006, CBO
used the following assumptions:

o The annual growth in hours of work slows to a
crawl as the baby boomers leave the workforce
or otherwise reduce their average hours of work.
As a result, the annual growth of total hours in
the nonfarm economy drops from its average rate
of 1.6 percent from 1979 to 1989 to only 0.1 per-
cent between 2020 and 2030.°

o Growth of capital depends on whether the projec-
tion includes economic feedbacks. In projections
without economic feedbacks, capital grows at the
same rate as the overall economy after 2006, and
rising deficits have no effect on the formation of
capital or economic growth. By contrast, in pro-
jections with economic feedbacks, burgeoning
deficits crowd out capital investment and slow

5. The OASDI trustees' projection implies a similar slowing in the
growth of hours.

the growth of the capital stock. The effect of the
deficit on capital investment in those projections,
however, is assumed to be partially offset by in-
creased private saving and by borrowing from
abroad.

o An adjusted measure of total factor productivity
(TFP), which is the growth in output that is not
attributable to growth in either capital or labor,
rises 0.7 percent each year--its average pace from
1952 to 1989 (two years in which the economy
was operating at full capacity).t

Those assumptions, taken together, determine the
underlying, or potential, growth of the economy.
GDP also varies for cyclical reasons, but that varia-
tion averages out over time and is not considered fur-
ther in this chapter.

Using those assumptions, CBO projected the
economy's long-term growth. If economic feedbacks
are not included, the annual growth of real GDP (ne-
glecting cyclical factors) would drop from 2.1 per-
cent in 2005 to 1.3 percent in 2030. That decline re-
flects the slowdown in the growth of total labor
hours. In the projections that include feedbacks, the
decline in the growth of real GDP can be even
sharper when deficits reduce the economy's potential
for growth.

Economists often use GDP to put a common
scale on budget revenues and outlays over time, and
CBO has followed that practice in this chapter. But
for measuring real economic income per person,
CBO used the concept of gross national product, or
GNP. Unlike GDP, gross national product does not
include the net dividend and interest payments owed
to foreigners who invest in the United States; as a
result, it is a better measure than GDP of the income
actually available to the U.S. population. In the pro-
jections without economic feedbacks, the growth of
GNP matches that of GDP quite closely. However,
in the projections with feedbacks, GNP and GDP di-

6.  CBO adjusted the TFP published by the Commerce Department so
that advances in computer power were recorded as gains to TFP,
not as increases in the size of the capital stock. That adjustment
allowed CBO to avoid developing projections for computer prices,
which have been falling steadily for years.
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Table 4-3.

Projections of the Deficit and Debt Held by the Public, Using the Assumptions of the
Base Scenario, Calendar Years 1995-2050 (As a percentage of GDP)

Preliminary
1995° 2000 2005 2010 2015 2020 2025 2030 2050
Discretionary Spending Grows with Inflation After 2006
Without Economic Feedbacks
NIPA deficit 2 3 3 4 6 8 10 12 19
Debt held by the public 51 53 57 64 77 97 124 157 311
With Economic Feedbacks
NIPA deficit 2 3 3 4 6 9 15 26 n.c.
Debt held by the public 51 53 57 63 78 104 148 229 n.c.
Discretionary Spending Grows with the Economy After 2006
Without Economic Feedbacks
NIPA deficit 2 3 3 5 7 9 12 15 24
Debt held by the public 51 53 57 65 81 106 139 180 373
With Economic Feedbacks
NIPA deficit 2 3 3 5 7 11 19 37 n.c.
Debt held by the public 51 53 57 65 83 116 174 293 n.c.

SOURCE: Congressional Budget Office.

NOTES:

Projections without economic feedbacks assume that deficits do not affect either interest rates or economic growth. Projections with

feedbacks allow deficits to push up interest rates and lower the rate of economic growth.

NIPA = national income and product account; n.c. = not computable (debt would exceed levels that the economy could reasonably

support).

a. Consistent with the first official estimate for 1995 published on March 4, 1996.

verge significantly because deficits are partly fi-
nanced by additional borrowing from foreigners.

Interest Rates. Like CBO's projections of economic
growth, its projections of interest rates also depend
on the presence or absence of economic feedbacks
from the growth of federal debt. If feedbacks are not
included, interest rates on government securities fall
slightly, as the slower growth of hours increases the
ratio of capital to labor.” By contrast, rates can climb
sharply when the economic feedbacks from rising
federal debt are included. As federal debt displaces

7.  That projection is somewhat optimistic because the retirement of
the baby-boom generation is likely to cause a decline in private
saving that will put upward pressure on interest rates.

private capital, capital becomes scarcer, and the real
return from capital rises--which causes other interest
rates to climb as well. CBO assumed that real inter-
est rates would rise point for point with increases in
the real return from capital. In some of its projec-
tions, CBO examined the effects of balancing the
budget. In those projections, CBO assumed that the
Federal Reserve would soften the short-term effects
on the economy of balancing the budget by working
to reduce short-term rates. Over time, the monetary
stimulus from the Federal Reserve would be with-
drawn, and interest rates in the long run would be
determined solely by the amount of capital relative to
labor.
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Table 4-4.
Projections of Federal Receipts and Expenditures, Using the Assumptions of the
Base Scenario Without Economic Feedbacks, Calendar Years 1995-2050 (As a percentage of GDP)

Preliminary
1995 2000 2005 2010 2015 2020 2025 2030 2050

Discretionary Spending Grows with Inflation After 2006
NIPA Receipts 20 20 20 20 20 20 20 20 20

NIPA Expenditures

Federal consumption expenditures 6 6 5 5 4 4 4 4 3
Transfers, grants, and subsidies

Social Security 5 5 5 5 5 6 6 7 7

Medicare 3 3 4 4 5 6 7 7 8

Medicaid 1 2 2 2 3 3 3 3 4

Other 5 5 4 4 4 4 4 4 4

Net interest 3 3 3 3 _4 5 6 _8 14

Total 23 22 23 24 26 28 30 32 40

NIPA Deficit 2 3 3 4 6 8 10 12 19

Debt Held by the Public 51 53 57 64 77 97 124 157 311

Discretionary Spending Grows with the Economy After 2006

NIPA Receipts 20 20 20 20 20 20 20 20 20
NIPA Expenditures
Federal consumption expenditures 6 6 5 5 5 5 5 5 5
Transfers, grants, and subsidies
Social Security 5 5 5 5 5 6 6 7 7
Medicare 3 3 4 4 5 6 7 8 8
Medicaid 1 2 2 2 3 3 3 3 4
Other 5 5 4 4 4 4 4 4 4
Net interest 3 3 3 3 _4 5 4 _8 16
Total 23 22 23 24 27 29 32 35 44
NIPA Deficit 2 3 3 5 7 9 12 15 24
Debt Held by the Public 51 53 57 65 81 106 139 180 373
Memorandum:
Gross Domestic Product
(Trillions of dollars) 7.2 9.2 116 14.6 18.1 221 26.9 328 721

SOURCE: Congressional Budget Office.
NOTES: Projections without economic feedbacks assume that deficits do not affect either interest rates or economic growth.
NIPA = national income and product account.

a. Consistent with the first official estimate for 1995 published on March 4, 1996.
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Projections Without Economic
Feedbacks

The assumptions described above are the key ele-
ments in the long-term projections, and because of
their critical importance, a wide range of alternative
assumptions will also be considered. But to keep the
analysis relatively simple, the first long-term projec-
tions CBO presents use the assumptions of the base
scenario without considering how deficits would ad-
versely affect the economy--that is, without incorpo-
rating economic feedbacks.

Even without those feedbacks, the outlook for the
budget deficit is gloomy in the early decades of the
21st century. Without changes in budget policy, the
deficit would increase to relatively high levels by
2030. Under either assumption about discretionary
spending (that it rises either with the rate of inflation
or at the same rate as the economy), the deficit would
climb from 2 percent of GDP in 1995 to between 12
percent and 15 percent in 2030 (see Table 4-3 on
page 77). Moreover, the deficit would continue to
rise rapidly in the years thereafter, surging to be-
tween 19 percent and 24 percent of GDP in 2050. By
any standard, the deficit would be exceptionally
large, even before considering the effects of eco-
nomic feedbacks. In fact, since the nation's found-
ing, the U.S. deficit has exceeded 10 percent of GDP
for only a few brief periods--and those occurred dur-
ing major wars.

In turn, the total amount that the government
owed would soar to historic levels. Since 1790, the
United States has let its federal debt exceed 100 per-
cent of GDP only once for a brief period during
World War II, and until the 1980s, the ratio of debt to
GDP had never risen significantly during a period of
peace and prosperity. But under the base scenario,
the national debt would surge from 51 percent of
GDP in 1995 to 157 percent in 2030 if discretionary
spending grew with inflation. If it grew with the
economy, the debt would burgeon to 180 percent of
GDP. Because the debt would be forever growing
faster than the economy, it would ultimately become
unsustainable.

Although deficits need not reduce economic
growth if the funds they provide have been used to
finance productive government investment, little of

the projected growth in federal debt would be used
for that purpose. Instead, the growth in borrowing
would go largely to increase consumption by elderly
people and to pay interest on the debt (see Table 4-4).
In CBO's projections, outlays for Social Security
would increase from 5 percent of GDP in 1995 to
7 percent in 2050; Medicare spending would rise
from 3 percent of GDP in 1995 to 8 percent in 2050.
Federal Medicaid spending would move upward from
1 percent of GDP in 1995 to about 4 percent in 2050,
reflecting the growth in the cost of health care per
enrollee and the increasing number of elderly people
who need nursing home care. Revenues and other
noninterest outlays would remain a relatively con-
stant share of GDP.

Projections with Economic Feedbacks

The long-term budget outlook becomes even bleaker
when the projections include the effect of the deficit
on the economy. With discretionary outlays growing
with inflation, the federal deficit would increase to
26 percent of GDP in 2030 (see Table 4-5). And if
discretionary spending grew with the economy, the
federal deficit would climb to 37 percent of GDP.

Those increases would clearly push federal debt
to unsustainable--indeed, unthinkable--levels. In the
end, they would greatly weaken the economy and end
the long-term upward trend in real GNP per capita
that the United States has enjoyed over its history
(see Figure 4-2). If discretionary outlays grew with
inflation, federal debt would rise to more than twice
the size of GDP by 2030; if they grew with the econ-
omy, federal debt would surge to almost three times
GDP. With federal debt growing so rapidly, the
economy would enter a period of accelerating de-
cline.

CBO's projections show the economy responding
smoothly to the rapidly rising debt; in actuality, how-
ever, those adjustments would probably be much
more disorderly. Foreign investors might suddenly
stop investing in U.S. securities, causing the ex-
change value of the dollar to plunge, interest rates to
shoot up, and the economy to tumble into a severe
recession. (Those developments have occurred in
some countries with rapidly growing government
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Table 4-5.
Projections of Federal Receipts and Expenditures, Using the Assumptions of the
Base Scenario with Economic Feedbacks, Calendar Years 1995-2050 (As a percentage of GDP)

Preliminary
1995* 2000 2005 2010 2015 2020 2025 2030 2050

Discretionary Spending Grows with Inflation After 2006
NIPA Receipts 20 20 20 20 20 20 20 21 n.c.

NIPA Expenditures

Federal consumption expenditures 6 6 5 5 4 4 4 4 n.c.
Transfers, grants, and subsidies
Social Security 5 5 5 5 5 6 7 7 n.c.
Medicare 3 3 4 4 5 6 7 8 n.c.
Medicaid 1 2 2 2 3 3 3 3 n.c.
Other 5 5 4 4 4 4 4 4 n.c.
Net interest 3 3 3 3 4 6 10 20 n.c.
Total 23 22 23 24 26 29 35 47 n.c.
NIPA Deficit 2 3 3 4 6 9 15 26 n.c.
Debt Held by the Public 51 53 57 63 78 104 148 229 n.c.
Memorandum:
Gross Domestic Product
(Trillions of dollars) 7.2 9.2 11.6 146 17.9 215 253 29.0 n.c.
Discretionary Spending Grows with the Economy After 2006
NIPA Receipts 20 20 20 20 20 20 20 21 n.c.
NIPA Expenditures
Federal consumption expenditures 6 6 5 5 5 5 5 5 n.c.
Transfers, grants, and subsidies
Social Security 5 5 5 5 5 6 7 8 n.c.
Medicare 3 3 4 4 5 6 7 8 n.c.
Medicaid 1 2 2 2 3 3 3 3 n.c.
Other 5 5 4 4 4 4 4 4 n.c.
Net interest 3 3 3 3 5 7 13 3 n.c.
Total 23 22 23 24 27 31 39 58 n.c.
NIPA Deficit 2 3 3 5 7 11 19 37 n.c.
Debt Held by the Public 51 53 57 65 83 116 174 293 n.c.
Memorandum:
Gross Domestic Product
(Trillions of dollars) 7.2 9.2 11.6 14.6 17.8 212 247 277 n.c.

SOURCE: Congressional Budget Office.

NOTES: Projections with economic feedbacks allow deficits to push up interest rates and lower the rate of economic growth. NIPA = national
income and product account; n.c. = not computable (debt would exceed levels that the economy could reasonably support).

a. Consistent with the first official estimate for 1995 published on March 4, 1996.
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Figure 4-2.
Projections of Federal Debt and Real GNP per Capita, Using the Assumptions of the
Base Scenario with Economic Feedbacks

Discretionary Spending Grows with Inflation After 2006

Debt as a Percentage of GNP? Real GNP per Capita in Chained 1992 Dollars
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SOURCE: Congressional Budget Office.
NOTES: Simulations 1, Il, and 1il are based on alternative assumptions about population and productivity growth (see Box 4-2 on page 86).

Simulation Il is the base scenario, which assumes that the population grows according to the midrange path of the Social Security
Administration and that total factor productivity grows at 0.7 percent annually. Simulations | and Il are defined so that two-thirds of
the 750 alternative simulations fall between them. Thus, the chance of an outcome better than scenario lil is about 15 percent;
correspondingly, the chance of an outcome worse than scenario | is also about 15 percent.

The projections of real GNP per capita are truncated when debt held by the public exceeds 300 percent of GNP.

a. Based on the definition of GNP before the January 1996 benchmark revision.
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debt.) Higher levels of debt might also ignite fears of
inflation in the nation's financial markets, which
would push up interest rates even further. Amid the
anticipation of declining profits and rising rates, the
stock market might collapse, and consumers, fearing
economic catastrophe, might suddenly reduce their
spending.® Moreover, severe economic problems in
this country could spill over to the rest of the world
and might seriously affect the economies of U.S.
trading partners, undermining international trade.

But those disturbing projections are not predic-
tions of what will inevitably happen. Policymakers
would surely take action before the economy was
driven into such dire straits. As Herbert Stein, for-
mer Chairman of the Council of Economic Advisers,
once said, "If something cannot go on forever, it will
stop." Nonetheless, the projections illustrate what
might occur if no changes were made to policy--and
demonstrate the importance of controlling the growth
of federal debt before it gets out of hand.

Why Economic Feedbacks Worsen the Outlook.
Economic feedbacks intensify the nation's long-term
budgetary problems for two reasons. First, the cost
of interest on the debt would soar as interest rates
went up and the stock of federal debt kept getting
larger. Because interest costs would be growing con-
tinually faster than the economy's income, they
would eventually reach an unsustainable level. In-
deed, the growth of debt would accelerate out of con-
trol as the government attempted to finance its inter-
est payments by issuing more debt. With each new
round of debt, the rate of interest that the government
paid would move up, and the rate of economic
growth would move down (see Figure 4-3). Interest
rates in 1995 already exceeded the rate of economic
growth, but that situation would grow much worse
because interest payments on the debt would be ris-
ing ever faster than the economy's ability to service
that debt. Eventually, the government would find

8. Some people might dramatically increase their saving in the face of
economic collapse, which could improve the economic outlook
somewhat. In the extreme, if consumers offset all of the increase in
the deficit with higher levels of private saving and invested their
savings in the United States, the deficit would have no effect on the
capital stock, on GDP, or on interest rates. But assuming that con-
sumers would behave that way is unrealistic and extremely risky.
Moreover, it seems doubtful that such forward-looking people
would invest in the United States, given the risk of a stock market
collapse or an increase in inflation.

itself caught in a vicious circle of issuing ever larger
amounts of debt to pay for ever higher interest
charges.

The second reason that economic feedbacks in-
tensify the nation's long-term budgetary problems
concerns the baby boomers. The feedbacks weaken
the economy, and as a result, less income is available
to finance retirement benefits for the baby-boom gen-
eration. Under current law, those benefits are based
on retirees' past wages, but they are financed mostly
by a tax on the wages of current workers. Thus,
even though wages would grow more slowly as the
economy weakened, federal spending for Social Se-
curity benefits would not begin to slow down right
away. Consequently, federal outlays for Social Secu-
rity would absorb a much larger fraction of the econ-
omy's income. The Medicare and Medicaid pro-
grams do not pose quite the same problem because
spending for them is not linked to past wages. In-
stead, CBO assumed that as the economy weakened,
the growth of health care costs would also slow.

Figure 4-3.

Long-Term Projections of Interest Rates on
Federal Debt and Rates of Economic Growth,
Using the Assumptions of the Base Scenario
with Economic Feedbacks

Percent

14

12 .

10 - Interest Rates

on Government Debt

Economic Growth Rates
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0 [l
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SOURCE: Congressional Budget Office.

NOTE: Discretionary spending is assumed to grow with the econ-
omy. Interest rates and growth rates are smoothed using
a centered, three-year moving average. Economic
growth rates are measured as percentage changes in
nominal gross national product. Interest rates on govern-
ment debt are based on a weighted average of rates on
all maturities of debt.
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A Measure of the Imbalance in U.S. Budget Pol-
icy. The underlying budgetary imbalances, though
daunting, are much smaller than the previous projec-
tions make them appear. Those projections are so
severe in part because of the compounding effects of
interest: the government would be borrowing to
cover the shortfall between revenues and spending--
and then borrowing again to pay the interest on that
debt. Because even a relatively small imbalance be-
tween revenues and outlays can be significantly am-
plified by escalating interest costs, the projections do
not necessarily imply that resolving the nation's bud-
getary problems would require huge changes in
spending or revenues.

To estimate the size of the budgetary imbalance,
CBO used a standard measure for assessing the
sustainability of a government's policies.” That mea-
sure is based on a hypothetical experiment: deter-
mining by how much rates of taxation would have to
be permanently raised today to prevent the debt from
exceeding its current percentage of GDP for the fore-
seeable future. (Larger imbalances require higher tax
rates; the imbalances could also be measured as the
size of the spending cuts that would be needed.) The
experiment is hypothetical because it would be im-
practical to control the growth of the debt with a sud-
den, major change in tax rates. Nevertheless, it pro-
vides a rough measure of the size of the "hole" in the
budget and is similar in spirit to other summary mea-
sures of budgetary imbalances. For example, the
trustees of the Social Security trust funds routinely
estimate by how much payroll taxes would have to be
raised to ensure a sufficient balance in the funds in
2070 to meet the following year's projected expendi-
tures. Generational accounting (described below)
shows how high taxes would have to be on the life-
time incomes of future generations to ensure the
long-run solvency of the government.

Using the sustainability measure, the budgetary
imbalances are significant but manageable. Assum-
ing that discretionary spending grew with the econ-
omy, CBO estimated that permanently increasing
revenues by 5 percent of GDP would keep the debt
(as a percentage of GDP) at or below its current level

9. Olivier Blanchard and others, "The Sustainability of Fiscal Policy:
New Answers to an Old Question," OECD Economic Studies, no.
15 (Autumn 1990).

for the foreseeable future. Since revenues are now
about 20 percent of GDP, that amount represents a
tax hike of about 25 percent. If discretionary spend-
ing was assumed to grow only with the rate of infla-
tion, taxes would have to rise by about 3 percent of
GDP, or about 15 percent of current revenues.

The Sensitivity of the Results to
Changes in Key Assumptions

The long-term projections presented in the previous
section are highly uncertain. They depend critically
on assumptions about birth and death rates, immigra-
tion, marriage rates, labor force participation, pro-
ductivity growth, interest rates, and the general struc-
ture of the economy. Changes in those assumptions
would affect the quantitative results that CBO found;
choosing more optimistic assumptions would signifi-
cantly delay the projected emergence of serious trou-
ble. But trouble eventually shows up, even when
highly optimistic assumptions are used. Thus, the
basic qualitative findings of this chapter appear to
stand up despite the huge uncertainties involved in
making long-range projections.

Demographic Assumptions. The budget picture
would be brighter if the labor force grew more
quickly or the population of retirees grew more
slowly. The base scenario relied on the population
assumptions of the intermediate-cost projections pre-
pared by the trustees of the OASDI trust funds. (The
trustees prepare three sets, based on low-cost,
intermediate-cost, and high-cost population projec-
tions.) But the federal debt would still grow out of
control even under the trustees' most favorable (the
low-cost) assumption about population (see Figure
4-4). Moreover, reasonable increases in immigration
or fertility rates or in the age of retirement probably
would not keep the government from having to deal
with long-term budgetary problems.

Assumptions about Capital. The stock of capital in
the United States could grow faster than the projec-
tions assume, which would also improve the eco-
nomic outlook, but faster growth would require either
larger inflows of funds from abroad or higher rates of
saving at home--neither of which seems particularly
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Figure 4-4.

Projections of Federal Debt, Using Alternative Assumptions About Demographics,
Productivity, and Health Costs (As a percentage of GDP)
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SOURCE: Congressional Budget Office.

a. In the low-cost projection, population cohorts grow according to the low-cost path projected by the trustees of the Old-Age, Survivors, and

Disability Insurance (OASDI) program. In the high-cost projection, population cohorts grow according to the high-cost path projected by the
OASDI trustees.

b. In the high-growth projection, productivity is assumed to grow 0.5 percent faster each year than in the base scenario. In the low-growth
projection, productivity is assumed to grow 0.5 percent slower each year than in the base scenario.

c. In the low-cost projection, spending for each enrollee in Medicare and Medicaid of a given age and sex is assumed to grow 1 percentage

point slower than in the base scenario after 2006. In the high-cost projection, spending per enroliee is assumed to grow 1 percentage point
faster than in the base scenario after 2006.
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likely or, indeed, capable of improving things much.
Although inflows of funds from abroad would in-
crease the capital stock, they would do little to im-
prove the nation's economic income after the interest
and dividends were paid on those inflows. Private
saving might increase more than CBO has projected,
but the projections already assume a sizable re-
sponse--gross private saving increases from 15 per-
cent of GDP in 1995 to 35 percent in 2030 in the base
scenario with economic feedbacks and discretionary
programs growing with the economy.'" A larger re-
action does not seem especially reasonable.

Total Factor Productivity. Total factor productivity
might also grow faster than CBO has assumed, but
that, too, would not fundamentally alter CBO's con-
clusions. To be sure, the growth of TFP has varied
significantly over the post-World War II period: it
grew at an average annual rate of 1.4 percent between
1950 and 1973, but since 1973, it has declined
slightly on average. Yet even if productivity grew
0.5 percent faster each year than the base scenario
assumes, the nation would still face significant bud-
getary imbalances in the long run. Moreover, bad
luck is always possible, and if TFP grew 0.5 percent
slower each year than in the base scenario, the bud-
getary imbalances would be worse.

A detailed statistical accounting of the uncer-
tainty in the assumptions about productivity and pop-
ulation does not overturn those simple findings. To
the contrary, that analysis suggests that the chances
are low that the nation could grow out of its long-
term budgetary problems with favorable develop-
ments in productivity or demographics (see Box 4-2).

Interest Rates. The budget outlook deteriorates
quickly in CBO's projections when economic feed-
backs are included, in part because mounting debts
push up interest rates and debt-service costs (see Fig-
ure 4-3 on page 82). However, rates could rise much
more quickly than projected. For example, CBO as-
sumed that interest rates on government debt would
move point for point with increases in the real return
from capital, despite soaring levels of federal debt

10. Gross private saving consists of personal saving, undistributed cor-
porate profits, and the consumption of corporate and noncorporate
fixed capital. In 1995, personal saving constituted 3.3 percent of
GDP, undistributed profits were 2.1 percent, and capital consump-
tion was 9.4 percent.

that should cause investors to demand an additional
risk premium for holding government securities.
Moreover, although CBO's calculations show long-
term rates rising with contemporaneous changes in
short-term rates, they do not allow for any anticipa-
tion by the markets of the worsening of the budget
picture. Incorporating such expectations would fur-
ther accelerate the projected explosion in the budget
because federal interest costs would climb even
faster.

Health Care Costs. In its base scenario, CBO as-
sumed that the rate of growth of health care expendi-
tures for each enrollee of a given age and sex would
gradually decline to equal the rate of advance of
hourly wages in 2020 and would grow at that rate
thereafter. However, if expenditures for medical care
grew faster than CBO has assumed, the budget out-
look would be worse. For example, if medical care
expenditures per beneficiary after 2006 grew faster
than the base scenario assumed by 1 percentage
point, federal debt would rise to more than 300 per-
cent of GDP in 2030 (if discretionary spending grew
with the economy). Moreover, even if those expen-
ditures grew more slowly than in the base scenario by
1 percentage point--which seems unlikely without
any changes to policy--the long-term budget outlook
would still be bleak (see Figure 4-4).

Thus, the basic conclusion that the nation's cur-
rent budget policy is unsustainable holds true despite
the uncertainty that inevitably comes from projecting
health care costs so far forward. Because of the fed-
eral government's role in supporting elderly people,
the aging of the baby-boom generation will place
enormous pressures on the budget. Dealing with
those inevitable demographic developments will re-
quire some changes in current policy to keep the gov-
ernment solvent and the economy healthy.

Comparison with Other Studies

CBO is not alone in raising concerns about the long-
term implications of the current set of commitments
that the federal government has implicitly made with
its budget policies. Several other organizations and
academic analysts have voiced similar warnings.
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Box 4-2.

Statistical Evaluation of Alternative
Assumptions About Population and Productivity

The projections presented in Figure 4-4 account for
only some of the potential variations in demographics
and total factor productivity (TFP). To provide a
richer range of possibilities, the Congressional Budget
Office used statistical models that generated 750 alter-
native assumptions about the U.S. population and
TFP.! The models were based on the historical behav-
ior of those two variables, and the range of the alter-
natives reflected the likelihood that the various peri-
ods of U.S. history would repeat themselves. Thus,
the alternatives explicitly incorporate the chance that a
period of exceptional prosperity, such as the one the
nation enjoyed in the three decades after World War
11, will come again.

From those simulations, CBO generated a distri-
bution of alternative paths for the budget and the
economy. For illustrative purposes, CBO selected
high- and low-debt alternatives so that two-thirds of
the 750 simulations lay between the two paths. That
spread represents a common measure of uncertainty.

1. The alternative population assumptions were generously pro-
vided by Ronald D. Lee of the University of California,
Berkeley, and Shripad Tuljapurkar of Stanford University.
See Ronald D. Lee and Shripad Tuljapurkar, “Stochastic Pop-
ulation Forecasts for the United States: Beyond High, Me-
dium, and Low,” Journal of the American Statistical Associa-
tion, vol. 89, no. 248 (December 1994), pp. 1175-1189.

The slower the growth of TFP and the labor force, and
the faster the growth of the retiree population, the
higher would be the ratio of debt to gross domestic
product (GDP).

The main conclusions of this chapter survive
even in the face of the full uncertainty that accompa-
nies assumptions about the growth of the population
and of productivity. In the pessimistic high-debt path,
federal debt exceeds 200 percent of gross national
product (GNP) as early as 2019, regardless of the as-
sumption about discretionary spending. In the opti-
mistic low-debt path, the point when the debt exceeds
200 percent of GNP is delayed only to 2037. All
paths show federal debt eventually growing out of
control.

The simulations can also be used to estimate the
likelihood that the nation could grow out of its debt
problems without having to take action on the budget.
Based on the 750 simulations, there is only about a 35
percent chance that the ratio of debt to GDP will be
less than 200 percent by 2030 (see the table below).
Those probabilities drop below 10 percent when the
horizon is extended to 2050. Moreover, the chance
that real GNP per capita will have entered a persistent
downward trend is 51 percent in 2030 and above 90
percent by 2050.

Estimated Probabilities of Adverse Outcomes Using the Assumptions of
the Base Scenario, Calendar Years 1995-2050 (In percent)

2010 2015 2020 2025 2030 2050

1995 2000
Federal Debt Rises Above
200 Percent of GDP 0 0
Real GNP per Capita Declines
for Three Consecutive Years 0 6

SOURCE: Congressional Budget Office.

NOTE: The estimates assume that discretionary spending grows with inflation.

May 1996
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Some, like CBO, have used the traditional approach
of extending projections of spending and revenues
and examining their impact on the federal debt over
the next few decades. Others have used a new
method called generational accounting. Yet despite
differences in technique, all of the studies have con-
cluded that U.S. budget policy cannot be sustained
indefinitely.

Traditional Approach. Three prominent studies
belong in this category.!" Since 1992, the General
Accounting Office (GAO) has presented results
showing that, if left unchecked, the federal budget
deficit could grow to over 23 percent of GDP by
2025. GAO's model incorporates some economic
feedbacks between the deficit and the economy, al-
though it holds interest rates constant.

Last year, the Bipartisan Commission on Entitle-
ment and Tax Reform weighed in with another alarm.
The commission saw growing imbalances between
spending and revenues in the early decades of the
21st century unless changes were made to federal
entitlement programs. Using a model without eco-
nomic feedbacks, the commission projected budget
deficits in excess of 15 percent of GDP by 2030. Its
projections assumed that discretionary spending grew
with the economy.

This year, the Administration released its long-
term budget projections. Its calculations showed that
the deficit would climb to 6 percent of GDP by fiscal
year 2020 and to 12 percent in 2030 unless policies
were changed. In its base scenario, the Administra-
tion assumed that discretionary spending would grow
only with inflation, and it developed its base projec-
tions without economic feedbacks. (The Administra-
tion also projected the long-term implications of the
President's policy to balance the budget.)

Compared with CBO's projections without eco-
nomic feedbacks, the Administration projected that
the deficit under its base scenario would be some-
what smaller in the early years and slightly larger by
2050. But the differences are not substantial; they

11. General Accounting Office, Budget Policy and The Deficit and the
Economy; Bipartisan Commission on Entitlement and Tax Reform,
Final Report to the President (January 1995); Office of Manage-
ment and Budget, Budget of the United States Government.

are primarily due to the Administration's starting its
long-term projections in 2006 with a more favorable
outlook for the deficit than CBO expects. Under cur-
rent policy, the Administration projected that the
budget deficit would reach 2 percent of GDP in fiscal
year 2005, whereas CBO projected a budget deficit
of 3.3 percent.

Generational Accounting. This alternative ap-
proach was developed by Alan Auerbach, Jagadeesh
Gokhale, and Laurence Kotlikoff. It examines the
distribution of net taxes among people of various
generations, including those not yet born."> (Net
taxes are taxes minus transfer payments.) Among
other things, generational accounting answers the
following hypothetical question: at what rate would
the government have to levy net taxes on the lifetime
income of people not yet born in order to remain sol-
vent?

The approach assumes that people who are alive
today (from the old to those just born) continue to
receive all the benefits from Social Security, Medi-
care, Medicaid, and other programs that have been
promised to them and continue to pay taxes at cur-
rently prevailing rates. A higher tax rate must then
be levied on future generations to keep the govern-
ment solvent. Like long-term projections, genera-
tional accounting does not predict what will actually
happen; it only indicates what would happen if policy
did not change.

With respect to the generations alive today, the
calculations of Auerbach, Gokhale, and Kotlikoff
show that lifetime net tax rates increased somewhat
between the generation born in 1900 and that born in
1950; however, since 1950, they have remained
about the same (see Table 4-6)."* Those researchers
find, however, that future generations will have a
considerable tab to pick up. Indeed, according to
their calculations, those generations would face a
lifetime net tax rate of 84 percent, compared with the

12.  Alan J. Auverbach, Jagadeesh Gokhale, and Laurence J. Kotlikoff,
"Generational Accounts: A Meaningful Alternative to Deficit Ac-
counting," in David Bradford, ed., Tax Policy and the Economy,
vol. 5 (Cambridge, Mass.: MIT Press, 1991), pp. 55-110.

13. A lifetime net tax rate is the present value at birth of lifetime net
taxes as a percentage of the present value at birth of lifetime labor
income.
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Table 4-6.
Estimated Lifetime Net Tax Rates in
the United States by Year of Birth (In percent)

Year of Birth Net Tax Rate?
1900 24
1910 27
1920 29
1930 30
1940 31
1950 33
1960 34
1970 34
1980 34
1990 34
1993 34
Future Generations® 84

SOURCE: Alan J. Auerbach, Jagadeesh Gokhale, and Laurence
J. Kotlikoff, "Restoring Generational Balance in U.S.
Fiscal Policy: What Will it Take?" Review, Federal
Reserve Bank of Cleveland, vol. 31, no.1 (First Quar-
ter 1995), pp. 2-12.

NOTES: The rates shown are for combined net taxes for all levels
of government--federal, state, and local. The estimates
assume a real discount rate of 6 percent, a prospective
annual rate of growth in productivity of 1.2 percent, and
the midrange path of population growth used by the So-
cial Security Administration in its 1994 annual report.

The values in the table reflect the implications of genera-
tional accounts as constructed by Auerbach, Gokhale,
and Kotlikoff and do not necessarily represent the views
of the Congressional Budget Office.

a. A lifetime net tax rate is the present value at birth of lifetime
net taxes as a percentage of the present value at birth of life-
time labor income. Net taxes are taxes less transfers.

b. Future generations are all those born in 1994 and thereafter.

34 percent rate facing people born in 1993. To im-
pose so large a burden on future generations, the gov-
ernment would have to increase their taxes and cut
their transfers substantially--another way of saying
that current U.S. budget policy is unsustainable.

The results from generational accounting depend
on uncertain and arguable assumptions. Conse-
quently, they must be viewed with as much or even
more caution than the results of the long-term budget
model." Still, generational accounting's qualitative

14.  Congressional Budget Office, Who Pays and When? An Assessment
of Generational Accounting (November 1995).

conclusions also hold under a wide range of alterna-
tive assumptions.

Sustainable Budget Strategies

To avoid the adverse economic consequences laid out
above, the ratio of debt to GDP must be brought un-
der control. This section considers two possible bud-
get strategies that would meet that goal: the first per-
manently balances the budget by 2002; the second
holds the ratio of debt to GDP roughly at its current
level. Both strategies are sustainable because they
prevent the debt from ever growing faster than the
economy. Other approaches are possible, but those
two examples illustrate some of the implications such
strategies have for the budget and for the nation's
economic outlook."

A budget that was permanently balanced would
freeze the level of federal debt and continuously di-
minish the ratio of debt to GDP (see Table 4-7).' As
the economy grew, the ratio of debt to GDP would
slowly decline from 51 percent of GDP in 1995 to 6
percent in 2050. Over that period, the deleterious
effects of the debt on interest rates and economic
growth would gradually disappear. A balanced bud-
get would also put the United States back on its his-
torical path of declining debt as a share of GDP dur-
ing times of peace and prosperity. However, a ratio
of debt to income as low as 6 percent would be un-
usual in modern history; the debt ratio has not been
so low since America's entry into World War 1.

Permanently balancing the budget is not the only
strategy that could prevent catastrophic problems for
the U.S. economy. The worst aspects of the base sce-

15.  Another strategy is to balance all categories of the budget except
the Social Security accounts, which would imply a surplus in the
total budget as long as the total income (including interest) of the
trust funds exceeded their outgo (as is expected to be the case until
about 2020). That strategy would offer greater long-run payoffs
than those from just balancing the total budget but would require
larger short-run sacrifices.

16. Although the model technically assumes that the budget is bal-
anced each year, similar results would be seen if the government
allowed the budget to move into deficit during recessions--pro-
vided that the budget moved into surplus during expansions and
was balanced on average.
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nario could be avoided if budget policies were altered tinue to grow, the government would still have a bud-
so that the debt did not always grow faster than GDP. get deficit--but it would not be growing relative to
One way to achieve that goal would be to stabilize the economy. Instead, the deficit would eventually
the ratio of debt to GDP at its current level of roughly stabilize at about 1.6 percent of GDP,

50 percent. Because the national debt would con-

Table 4-7.
Projections of the Deficit and Debt Held by the Public Under Alternative Budget Strategies,
Calendar Years 1995-2050 (As a percentage of GDP)

1995 2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 2050

Permanently Balance the Budget

Primary Deficit? -1.3 -1.8 -2.1 -1.7 -1.3 -1.1 -0.9 -0.7 -0.6 -0.5 -0.4 -0.3
Interest on the

Debt 35 28 241 17 13 a4 0.9 0.7 0.6 0.5 0.4 03

NIPA Deficit 2.2 1.0 0 0] 0 0 0 0 0 0 0 0

Debt Held by the
Public 51 49 38 30 25 20 17 14 11 9 8 6

Stabilize the Ratio of Debt to GDP

Primary Deficit* -1.3 -1.0 -0.7 -0.8 -1.0 -1.0 -1.0 -1.0 -0.9 -1.0 -1.0 -1.0
Interest on the
Debt 3.5 3.1 29 2.9 29 28 27 26 27 27 2.7 27

NIPA Deficit 22 2.1 22 21 1.9 1.7 1.7 1.7 1.7 1.7 1.7 1.6

Debt Held by the
Public 51 51 51 51 52 52 52 52 52 52 52 52
Continue with the Base Scenario®
Primary Deficit* -1.3 -0.6 -0.2 0.8 23 38 5.3 6.2 n.c. n.c. n.c. n.c.
Interest on the
Debt 35 33 34 39 51 7.7 13.5 31.0 n.c. n.c. n.c. n.c.

NIPA Deficit 2.2 2.7 3.2 46 7.3 11.5 18.8 37.2 n.c. n.c. n.c. n.c.

Debt Held by the
Public 51 53 57 65 83 116 174 293 n.c. n.c. n.c. n.c.

SOURCE: Congressional Budget Office.
NOTES: The projections include economic feedbacks (deficits push up interest rates and lower the rate of economic growth).

NIPA = national income and product account; n.c. = not computable (debt would exceed levels that the economy could reasonably
support).

a. The primary deficit is revenues minus noninterest spending. Negative numbers indicate a budget surplus.

b. The base scenario assumes that discretionary spending grows with the economy.
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Setting goals for the ratio of debt to GDP is not a
new idea. The 15 member nations of the European
Union have already pledged to reduce their debt-to-
income and deficit-to-income ratios. Goals are speci-
fied by the Maastricht Treaty, which aims to create a
monetary union with a single European currency.
With some exceptions, the treaty requires that a na-
tion wishing to join the union must bring its com-
bined debt from all levels of government to 60 per-
cent of GDP or less and its combined deficit to 3 per-
cent of GDP or less.

Implications for the Economy

Compared with the base scenario, the long-term eco-
nomic outlook would be significantly brighter if
policymakers either balanced the budget permanently
or stabilized the debt at about 50 percent of GDP. By
2025, gross national product per capita would be be-
tween 10 percent and 15 percent higher than in the
base scenario, and that gap would grow substantially
in the years thereafter (see Table 4-8). Of the two
strategies, the balanced budget would provide the
greater long-term economic gains, but at the cost of
more near-term sacrifice.

The economic benefits of stabilizing the debt-to-
income ratio are almost as large as those of balancing
the budget. Stabilization implies that by 2025, real
GNP would be only about 2 percentage points less
than GNP under the balanced budget. The smaller
GNP stems from the difference in what happens to
the deficit: stabilizing the ratio of debt to GDP does
not eliminate it but merely controls its growth. Thus,
some capital investment is still crowded out.

Implications for the Budget

Permanently balancing the budget or keeping the ra-
tio of debt to income steady would require significant
changes in government spending and revenues.
Those changes could be achieved, but they would
involve paring entitlement benefits for elderly peo-
ple, sharply reducing other spending, or increasing
taxes.

Interest Costs. Both budget strategies would signifi-
cantly reduce the amount required to service the debt
compared with the base scenario. However, interest
costs would decline more with a balanced budget
than with a steady ratio of debt to income.

Table 4-8.

Projections of Real GNP per Capita Under Alternative Budget Strategies

1995 2000

2005 2010 2015 2020 2025 2030

In Chained 1992 Dollars per Capita

Permanently Balance the Budget 24,800 26,300
Stabilize the Ratio of Debt to GDP 24,800 26,300
Continue with the Base Scenario? 24,800 26,200

28,400 30,400 31900 33,100 34,200 35,500
28,100 30,000 31,400 32,600 33,600 34,900
28,000 29,700 30600 30,900 30,400 28,500

Percentage Above Real GNP per Capita in the Base Scenario

Permanently Balance the Budget 0 0
Stabilize the Ratio of Debt to GDP 0 0

12 25

1 3 4
0 10 23

1 3

o~

SOURCE: Congressional Budget Office.

a. The base scenario assumes that discretionary spending grows with the economy.
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With a balanced budget, the cost of interest on
the debt would eventually decline to insignificance as
a share of GDP. In CBO's projections, that cost
drops from 3.5 percent of GDP in 1995 to 0.3 percent
in 2050 (see Table 4-7 on page 89). The decline
comes from fixing the debt in dollar terms after 2002
and from having interest rates on government debt
fall relative to the rate of growth of the economy. By
contrast, when the ratio of debt to income is kept
constant, interest costs stabilize at about 2.7 percent
of GDP.

The pattern for interest payments has implica-
tions for the rest of the budget--the so-called primary
budget. To maintain balance, the primary budget
must show a surplus that exactly matches the interest
payments on the debt."” Thus, as interest payments
declined over time, the surplus required in the rest of
the budget would also fall. The projections show that
the primary surplus required under a balanced budget
would be 2.1 percent of GDP in 2005 but would drop
to 0.3 percent by 2050. By contrast, if the ratio of
debt to income was held steady, the required surplus
in the rest of the budget would not decline over time
but would nearly stabilize at about 1.0 percent of
GDP.

Comparing the primary surpluses required under
the two strategies shows, in a rough form, how much
taxes and spending would have to be changed. Be-
fore 2022, the primary surplus would have to be
larger with a balanced budget. As a result, during
those early years, the government would have to
make larger cuts in the growth of spending or impose
higher taxes. After 2022, however, the situation
would be reversed. The primary surplus would actu-
ally be somewhat smaller under the balanced budget
because interest payments would be lower. The gov-
ernment would then be making slightly smaller cuts
in spending or imposing modestly smaller increases
in taxes.

Those results may seem surprising at first be-
cause they appear to be at odds with the common
perception that deficit spending is an "easier" policy

17. Another way to think about the primary budget is that it shows all
revenues and all spending for "programs” but not for interest on the
debt. A primary surplus then means the amount of revenues in
excess of outlays for programs.

than a balanced budget. That view is certainly cor-
rect for the short run, when differences in fiscal pol-
icy have little effect on federal interest costs. But
over periods as long as 30 years, a deficit policy
eventually carries much higher interest costs than a
balanced budget policy--and those additional costs
ultimately have to be financed by cutting the growth
of spending or raising taxes. Intuitively, deficit
spending expands current consumption above what
would otherwise have been possible. But that addi-
tional consumption is achieved only by sacrificing
some future consumption through future tax hikes
and spending cuts.

Required Policy Changes. Both budget strategies
would require significant changes in spending and
revenues. If the budget was balanced (or the ratio of
debt to GDP stabilized) through tax increases alone,
those increases would be small in the early years but
would grow considerably as the baby boomers began
to retire (see Figure 4-5). To keep the budget bal-
anced, federal revenues would have to rise from 20

Figure 4-5.

Projections of Receipts When Tax Increases
Alone Are Used to Balance the Budget or Stabilize
the Ratio of Debt to GDP

Percentage of GDP
30

Steady Debt-to-GDP Ratio ——= "

25y Balanced
Budget
20 Y T A U A~ (L -
Base Scenario
15 -

] 1 [ 1 1 | 1 1 1 1 1 L 1 1 1 1 1 i

10 |4
1960 1970 1980 1990 2000 2010 2020 2030 2040 2050

SOURCE: Congressional Budget Office.

NOTE: The balanced budget path assumes that the budget is
balanced by 2002 and remains balanced thereafter. The
path with the steady ratio of debt to gross domestic prod-
uct assumes that the ratio is stabilized at its current ievel.
The projections of the base scenario use the balanced
budget economic assumptions. Receipts are as defined
in the national income and product accounts.
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May 1996

Figure 4-6.

Projections of Noninterest Outlays When
Spending Cuts Alone Are Used to Balance

the Budget or Stabilize the Ratio of Debt to GDP

Percentage of GDP
30

Base Scenario

25} ~a _

Balanced
Budget

'

20 -

Steady Debt-to-GDP Ratio |

1 1 1 | 1 1 1 1 L Il 1 1 1 1 1 1 1

10 4
1960 1970 1980 1990 2000 2010 2020 2030 2040 2050

SOURCE: Congressional Budget Office.

NOTE: The balanced budget path assumes that the budget is
balanced by 2002 and remains balanced thereafter. The
path with the steady ratio of debt to gross domestic prod-
uct assumes that the ratio is stabilized at its current level.
The projections of the base scenario use the balanced
budget economic assumptions. Noninterest outlays are
as defined in the national income and product accounts.

percent of GDP in 1995 to about 28 percent in
2050." Keeping the ratio of debt to income steady
would require smaller tax increases at first than
would balancing the budget, but the additional inter-
est costs would eventually require slightly larger in-
creases. Under the steady debt-to-income strategy,
revenues would rise from 20 percent of GDP in 1995
to 29 percent in 2050. (That scenario does not de-
scribe a sudden tax increase such as the one men-
tioned earlier, but a gradual increase that is sufficient
to keep the budget balanced.)

Substantial reductions in current commitments
for spending would also be required if budgetary ac-
tions focused solely on the spending side of the led-
ger (see Figure 4-6). Projections using the base sce-
nario with balanced budget economic assumptions

18. Those estimates probably understate the actual size of the tax in-
crease that would be needed because they do not account for the
adverse impact that increasing marginal taxes would have on incen-
tives to work and save.

show noninterest outlays increasing from 19 percent
in 1995 to 28 percent in 2050." To keep the budget
balanced, noninterest spending would have to be cut
sharply at first, and it would decline to 17 percent of
GDP by 2002. But as interest costs fell, spending
under a balanced budget could rise to slightly above
19 percent of GDP in 2050. By contrast, to keep the
ratio of debt to GDP steady, noninterest spending
would have to be held at about 19 percent of GDP
throughout the projection period.

Neither strategy could be implemented by focus-
ing solely on cutting the government's consumption
of goods and services. (Government consumption
consists largely of discretionary spending and ex-
cludes outlays for roads, military equipment, and
other government inves