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NOTES

Unless otherwise indicated, all years referred to in Chapter 1 and Appendix A are calendar years,
and all years in other chapters and Appendix B are fiscal years.

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

Unemployment rates throughout the report are calculated on the basis of the civilian labor force.
The economic projections presented in this report differ slightly from those published in CBO’s July
15, 1998Economic and Budget Outlook for Fiscal Years 1998-2008: A Preliminary Updedeise

they incorporate data released by the Bureau of Economic Analysis on July 31. The budget
projections are unchanged from those presented in the preliminary report.

Numbers in the text and tables may not add up to totals because of rounding.
ERRATA
In the print version of this report, the economic forecast for calendar year 1998 shown in Table

1-2 was incorrect. (That forecast was correct, however, in Summary Table 2 and Tables 1-5 and
1-7.) This electronic version contains a corrected Table 1-2.
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Summary

that the federal budget for fiscal year 1998 will

record a total surplus of $63dlion, or 0.8 per-
cent of gross domestic product (GDP). If current poli-
cies remain unchanged, the surplus is expected to rise
to $80 hillion in 1999 and reach $251lllon (nearly 2
percent of GDP) by 2008 (see Summary Table 1).
Excluding the surplus in Social Security and the net
outlays of the Postal Service (both of which are legally
classified as off-budget), CBO's new projections show
an on-budget deficit of $41 billion in 1998, which
gives way to surpluses in 2002 and in 2005 through
2008.

The Congressional Budget Office (CBO) projects

The budget outlook has improved significantly in
the past six months. Unexpectedly strong revenue col-
lections by the Treasury in the first 10 months of fis-
cal year 1998 are the major reason that CB(Qybas
from projecting a small deficit last January to estimat-
ing a surplus of $63ilbion today. The strength of
1998 revenues, together with a slightly more optimis-
tic economic outlook, also forms the basis for in-
creases in CBO's projections of the surplus for 1999
through 2008.

Based on collections through July, CBO believes
that 1998 revenuesiitotal $1,717 bllion—$38 bil-
lion (2.2 percent) higher than CBO’s March estimate
and $53 blion (3.2 percent) higher than the January
estimate. New economic data explain less than $7
billion of the increase in the projection since January,
while new legislation is responsible for $1 billion.
That leaves $45 billion, almost all in revenues from

individual income taxes, to be explained by other fac-
tors.

At this point, there is little firm information
about the sources of income that produced the added
revenues in 1998 and their implications for revenue
growth in future years. Some of the factors that might
explain the additional income are likely to be tempo-
rary and would fade over several years. But others are
more permanent and could spur continuous revenue
growth. After assessing the possible causes, CBO has
assumed that, on balance, the factors producing the
additional revenues in 1998lkcontinue to add a sim-
ilar dollar amount to revenues in future years. That
amount, however, raises projected revenues by in-
creasingly smaller percentages over time.

Changes in the economic outlook also boost sur-
pluses projected over the next decade. A smaller ex-
pected decline in corporate profits as a share of GDP
increases projected revenues, and slightly lower real
(inflation-adjusted) long-term interest rates ag@00
reduce interest payments on the national debt. A re-
duction in the projected rate of inflation—which holds
down required cost-of-living increases, the growth of
Medicare costs, nominal interest rates, and assumed
increases in discretionary spending after 2002—sig-
nificantly lowers projected outlays in the longer term.
But lower inflation does not have a major impact on
the surplus because it also slows the growth of taxable
incomes, leading to a reduction in projected tax reve-
nues that offsets the reduction in outlays.
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Summary Table 1.
The Budget Outlook Under Cu rrent P olicies (By fi scal year, in billions of doll ars)

Actual

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
Total Deficit (-) or Surplus -22 63 80 79 86 139 136 154 170 217 236 251
Off-Budget Surplus 81 104 117 125 131 138 146 154 165 173 181 186
On-Budget Deficit (-) or Surplus
(Excluding Social Security and
Postal Service) -103 -41 37 -46  -45 1 -10 a 5 44 55 64

SOURCE: Congressional Budget Office.

a. Less than $500 million.

CBO now expects lower outlays in 1998 than it
projected in March, but that decrease largely reflects
temporary factors that are not expected to reduce
spending in the future. Legislation enacted since
March has lowered projected surpluses by a few bil-
lion dollars a year—primarily reflecting higher spend-
ing for transportation programs.

The Economic Outlook

The economy has continued to grow at a healthy pace,
with low unemployment and subdued inflation. CBO
projects that growth will slow over the next few years
and that the unemployment and inflation rates will
gradually rise (see Summary Table 2). The current
outlook is not dramatically different from CBO's last
economic projections, made in January, but small in-
creases in real growth, somewhat lower inflation, prof-
its that account for a larger share of GDP, and lower
real long-term interest rates significantly affect the
budget's projected bottom line.

The Forecast for 1998 and 1999

The growth of real GDP is likely to slow to just over 2

percent for the rest of calendar year 1998 and early
1999, down from the 4 percent pace set during 1997
and the 5.5 percent pace during the first quarter of

1998. Factors contributing to the slowdown include a
continuation of the recent increase in the real trade
deficit, a pickup in inflation, and weaker profits.

Demand for U.S.-produced goods and services
has been dampened by the economic contraction in
Asia, as well as by an already strong dollar and slowly
growing demand in Europe. It is likely that foreign
trade will continue to depress demand for U.S. goods
into 1999.

The underlying rate of inflation—the increase in
the consumer price index (CPI) excluding energy and
food prices—is forecast to rise slightly over the next
year and a half. Strong upward pressure on wages is
expected to contribute to that increase. In addition,
some factors that have held down CPI growth over the
past two or three years are expected to have less of an
effect in the future. For example, import price defla-
tion is expected to fade during 1999, and medical care
inflation is forecast to bounce back from the low levels
of the past two years.

Corporate profits, which have stagnated since the
third quarter of last year, will remain under pressure
through 1999. Rising wages and an expected increase
in the growth of employee benefits will push the
growth of total compensation higher at the same time
that sales growth slows. Some of those costs will be
passed on in the form of higher prices, but some will
be absorbed through lower profits.
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Summary Table 2.
Comparison of CBO’s Summer and January 1998 Ec  onomic Projections for Calendar Y ears 1998-2008
Actual Forecast Projected
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
Nominal GDP
(Billions of dollars)
Summer 1998 8,111 8,487 8,839 9,204 9,572 10,008 10,475 10,955 11,446 11,950 12,473 13,015
January 1998 8,081 8,461 8,818 9,195 9,605 10,046 10,529 11,038 11,565 12,112 12,684 13,280
Nominal GDP
(Percentage change)
Summer 1998 5.9 4.6 4.2 4.1 4.0 4.6 4.7 4.6 45 4.4 4.4 4.3
January 1998 5.8 4.7 4.2 4.3 4.5 4.6 4.8 4.8 4.8 4.7 47 4.7
Real GDP?*
(Percentage change)
Summer 1998 3.9 34 2.2 1.9 18 24 25 24 2.3 2.3 2.2 2.2
January 1998 3.7 2.7 2.0 1.9 2.0 21 2.3 2.3 2.2 2.2 2.2 21
GDP Price Index®
(Percentage change)
Summer 1998 1.9 1.2 2.0 2.2 21 21 21 21 2.1 2.1 2.1 21
January 1998 2.0 2.0 2.2 2.3 24 24 25 25 25 25 25 25
Consumer Price Index’
(Percentage change)
Summer 1998 2.3 17 2.6 2.7 2.6 25 25 25 25 25 25 25
January 1998 2.3 2.2 25 2.7 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8
Unemployment Rate
(Percent)
Summer 1998 4.9 4.6 4.7 5.1 55 5.7 5.7 5.7 5.7 5.7 5.7 5.7
January 1998 4.9 4.8 5.1 5.4 5.6 5.8 5.9 5.9 5.9 5.9 5.9 5.9
Three-Month Treasury
Bill Rate (Percent)
Summer 1998 5.1 5.1 5.2 4.8 4.6 4.4 4.4 4.4 4.4 4.4 4.4 4.4
January 1998 5.1 5.3 5.2 4.8 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7
Ten-Year Treasury
Note Rate (Percent)
Summer 1998 6.4 5.8 6.1 5.8 5.6 54 5.4 54 5.4 5.4 5.4 5.4
January 1998 6.4 6.0 6.1 6.0 5.9 5.9 5.9 5.9 5.9 5.9 5.9 5.9
Tax Bases
(Percentage of GDP)
Corporate profits®
Summer 1998 10.1 9.6 9.4 9.2 8.8 8.6 8.5 8.5 8.4 8.3 8.3 8.3
January 1998 9.9 9.7 9.2 8.8 8.5 8.3 8.2 8.1 8.0 7.9 7.8 7.7
Wage and salary
disbursements
Summer 1998 48.0 48.7 48.8 48.7 48.8 48.7 48.7 48.7 48.7 48.7 48.7 48.7
January 1998 48.0 48.4 48.5 48.6 48.6 48.6 48.6 48.7 48.8 48.8 48.8 48.8
Other taxable income
Summer 1998 21.2 20.9 20.8 20.5 20.2 20.0 19.8 19.6 194 19.2 19.1 18.9
January 1998 221 21.8 215 21.2 21.1 20.9 20.7 20.5 20.4 20.2 20.1 20.0

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

Based on chained 1992 dollars.

e o op

exclude capital gains on inventories.

The consumer price index for all urban consumers.

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

Corporate profits are the profits of corporations, adjusted to remove the distortions in depreciation allowances caused by tax rules and to
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The anticipated rise in inflation may lead to
higher interest rates, but any increase is likely to be
mild and temporary. If the Federal Reserve Board is
uncertain about the pervasiveness of the slowdown in
economic activity, an increase in inflation may prompt
it to raise short-term rates by the end of the year.
Long-term rates may also pick up slightly. However,
if economic growth slows to a 2 percent ratelfg99,
short-term interest rates will probably ease back to
their current levels by the end of that year.

The Projection for 2000 Through 2008

CBO does not forecast cyclical economic effects be-
yond two years. Instead, it calculates a medium-term
path of the economy that reflects the possibility of
booms and recessions. That midrange path is the
baseline projection of the economy #2000 through
2008. Over that period, CBO expects real GDP to
grow at an average rate of 2.3 percent a year, the CPI
to increase at an average rate of 2.5 percent, and
short-term interest rates to average 4.5 percent.

The small variations in real GDP growth and
other variables during that period that are apparent in
Summary Table 2 do not stem from any assumptions
about cyclical effects in those years. The slight drop
in the projected growth rate of real GDP between 2002
and 2008 reflects a demographic assumption that
growth of the labor force will slow in line with slower
growth of the working-age population and an assump-
tion that growth of investment will return to a lower,
long-term trend. In order to achieve the projected av-
erage values assumed over the 2000-2008 period with-
out having a misleadingly sudden drop at the end of
1999, CBO phases in reductions in inflation, interest
rates, and profits as a share of GDP over the first few
years of the projection period.

Changes Since January

CBO now forecasts that real GDP in 1998 e
higher than it anticipated in January and projects that
real GDP will grow, on average, about 0.1 percentage
point a year faster over the entire 1998-2008 period
than was projected at that time.

Inflation, whether measured by the consumer
price index or the GDP price index, is lower this year
than was forecast in January, largely because of a
drop in energy prices. Inflation is expected to rise
over the next two years, with the increase in the CPI
projected to grow from 1.7 percent in 1998 to 2.7 per-
cent in 2000. However, the average growth rate for
the CPI from 2002 through 2008 is projected to be 2.5
percent a year—about 0.3 percentage points lower
than had been projected in January. Because of
changes that the Bureau of Labor Statistics has made
or plans to make in how it measures the CPI, the 2.7
percent inflation projected for 2000 is comparable to
3.4 percent inflation calculated on the basis of the
measurement techniques used before 1995. The Fed-
eral Reserve Board is unlikely to be satisfied with in-
flation at that rate over a long period; thus, CBO as-
sumes that inflation will be lower, on average, after
2000.

The GDP price index is also projected to increase
at a slower pace than CBO anticipated in January.
That assumption of lower inflation significantly re-
duces both nominal GDP and the total national income
and product account (NIPA) tax base in the latter
years of the projection period. As a share of GDP,
however, the total tax base is higher in the current pro-
jection than it was in January. Corporate profits as a
share of GDP in 1998 and 1999 are similar to the pre-
vious forecast, but the projection for subsequent years
is significantly higher than before (although the share
still drops over time). CBO increased that projection
because of lower projected interest rates, which reduce
the debt-service costs of companies and boost profits.
The projection for wages and salaries as a share of
GDP has changed little since January.

Nominal interest rates are lower than previously
projected because of the assumed decline in inflation.
The outlook for inflation-adjusted short-term interest
rates is unchanged from January. However, inflation-
adjusted long-term rates are projected to be lower be-
cause of the larger projected federal surpluses.

Uncertainty of the Outlook

One source of errors in predicting the future perfor-
mance of the economy is data on its recent perfor-
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mance. Reported data on GDP and the components of
national income are regularly revised, sometimes by

quite large amounts. Because forecasts necessarily
depend on the economic data that are currently avail-

able, the likelihood of revisions to those data increases

the uncertainty of any forecast.

In addition, there is a risk that future events will
cause a significant divergence from the path laid out in
the new forecast. The economy could be more ad-
versely affected by the Asian crisis than CBO as-
sumes; the tightness of the labor market could cause a
significant jump in the rate of inflation; or the stock
market could drop precipitously. Conversely, the
Asian crisis could have little additional effect on the
United States; productivity growth might remain
higher than CBO anticipates, which would permit a
continuation of rapid noninflationary growth and
stronger profits; or labor force participation rates
might again increase rapidly, easing pressures on the
labor market for a few years. Such alternative out-
comes could have a substantial effect on the budget,
increasing or decreasing its bottom line by $100 bil-
lion or more in a single year.

The Budget Outlook

In March, CBO projected that the total federal budget
would show a surplus of $8 billion in fiscal yeE398
—the first surplus in almost 30 years—but warned
that the final budget numbers for the year could quite
easily show a small deficit or a larger surplus. With
actual spending and revenues reported for more than
three-quarters of the fiscal year, a surplus this year is
now virtually certain, and CBO has boosted its projec-
tion of that surplus to $63llion (see Summary Table

3). Moreover, the improvement in the budget outlook
for 1998—primarily associated with higher-than-an-
ticipated revenues—seems likely to carry over to fu-
ture years as well. Assuming that policies remain un-
changed, CBO projects that the surplus will generally
increase over the next 10 years, reaching $2bdnb
(1.9 percent of GDP) in 2008.

Although the total budget is expected to show a
healthy surplus in 1998, CBO expects that there will
still be an on-budget deficit. On-budget revenues

(which by law exclude revenues earmarked to Social
Security) are projected to be $4illiin less than on-
budget spending (which excludes spending for Social
Security benefits and administrative costs and the net
outlays of the Postal Service, but includes general
fund interest payments to the Social Security trust
funds). By 2002, and in 2005 through 2008, the bud-
get will be in surplus even when off-budget revenues
and spending are excluded from the calculation.

Changes Since March

Actual revenues for 1998 reported by the Treasury
have been higher and actual outlays have been lower
than CBO had projected in March. Revenues now
seem likely to reach $1,717 billion this year, $38 bil-
lion (2.2 percent) higher than the March estimate and
$53 hllion (3.2 percent) higher than CBO projected in
January. CBO also expects total outlays of $1,654
billion this year,$18 billion (1.1 percent) less than
projected in March.

The additional revenues in 1998 have led CBO to
boost its projection of revenues in later years because
at least some of the factors that have pushed up in-
comes and 1998 tax revenues will probably continue
to have an impact. The reductions in 1998 spending,
by contrast, result largely from temporary factors and
have little effect on CBO's projections of spending
beyond1998.

CBO's spending and revenue projections incorpo-
rate the effects of legislation enacted since March, but
those effects are relatively small. Changes prompted
by CBO's hew economic projections have had a larger
effect on the budget projections, but not nearly as
large as the revisions stemming from the increased
1998 revenues. The most significant change in the
economic outlook is a decline in projected inflation,
but that change has a limited impact on projected sur-
pluses because it lowers both spending and revenues.

Changes in Projected Revenuesin January, CBO
predicted that revenues would total $1,6@koh in
1998. That projection was based on actual collections
reported through November, economic data available
at that time, and CBO's forecast of economic activity
through the rest of the year. In March, actual collec-
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tions reported through January led CBO to raise its

projection to $1,680iltion. Based on actual collec-

tions reported through July, revised economic data,
and a new economic forecast, CBO now expects total

collections of $1,717iltion for the year. Revisions to

data on aggregate wages and salaries, corporate prof-
its, and other variables reported in the national income
and product accounts, and to CBO's forecast of those
NIPA variables, explain only about $7 billion of the
$53 billion increase in projected revenues since Janu-
ary. Legislation enacted since March explains an ad-
ditional $1 billion of the increase. That leaves a $45
billion increase in expected revenues to be explained

by other factors.

What is known from the data on actual collec-
tions is that the $45illion increase in the projection
results almost entirely from additional individual in-
come tax receipts. However, available data provide
virtually no information about the sources of the in-
creased income that generated those tax collections. A
well-founded explanation of the unexpected revenues
would require detailed information from tax returns
about the particular sources of income and other fac-
tors that generated tax liabilities in calendar years
1997 and 1998. But such information is available
only through 1996. Sufficient data on 1997 incomes
and tax liabilities will not be available until late this
year, and data on 1998 liliies will not be available
until late 1999.

Summary Table 3.
Changes in CBO Budget Projections Since M

arch 1998 (By fiscal year, in billions of doll ars)

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
March 1998 Total Budget Surplus 8 9 1 13 67 53 70 75 115 130 138
Changes
Legislative
Revenues 1 1 a -1 -1 -1 -1 1 1 1 1
Outlays® -1 3 4 4 4 3 2 -1 1 a 1
Subtotal b -2 -4 -5 -5 -4 -4 b 1 1 2
Economic
Revenues 7 13 15 5 a -3 -10 -17 -24 -33 -43
Outlays 1 9 10 12 16 24 32 40 48 56 63
Subtotal 8 22 25 17 16 21 22 24 23 23 21
Technical
Revenues 30 48 50 51 49 50 49 51 52 52 55
Outlays®
Other than debt service 16 -1 a -1 -1 a -2 -1 a 1 1
Debt service 1 4 ¢ 10 13 16 19 22 26 30 34
Subtotal 48 51 57 61 61 66 65 72 78 83 90
Total Changes 55 71 78 73 72 82 84 96 102 106 113
Summer 1998 Total Budget Surplus 63 80 79 86 139 136 154 170 217 236 251
Memorandum:
Total Change in Revenues 38 62 65 56 48 46 37 35 29 20 13
Total Change in Outlays 18 9 13 17 23 37 46 61 73 86 99

SOURCE: Congressional Budget Office.
a. Less than $500 million.

b. Increases in outlays are shown with a negative sign because they reduce surpluses.
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How the 1998 revenue surge should influence
projections of future revenues depends on which of a
number of possible factors were actually responsible
for the unexplained revenues, and to what extent. For
example, if subsequent revisions reveal that incomes in
the recent past were higher than has been reported in
the NIPA data, that discrepancy could have an effect
that grows over time at roughly the rate of the pro-
jected growth in incomes. But other likely factors,
such as a surge in capital gains realizations and a
jump in the incomes of higher-income taxpayers asso-
ciated with recent stock market gains, could have a
diminishing effect on future revenue growth.

Faced with limited information about the weights

to give to the various possibilities, CBO has chosen a
middle path. Its projections assume that the factors
boosting revenues in recent years will neither fade rap-
idly nor produce increasing amounts of revenues.
That assumption, along with small changes resulting
from other adjustments, generates the technical
changes to revenues shown in Summary Table 3.
(Technical changes are those that are not attributable
to legislation or the economy.)

CBO also revised its revenue projections to re-
flect legislation enacted since March, primarily the
Internal Revenue Service Restructuring and Reform
Act of 1998. Those changes increase revenues in
some years, decrease them in others, and boost them
by a total of $3 billion over th£998-2008 period.

Changes in CBO's economic projections affected
revenues much more substantially than did legislation.
Over the next few years, the revised economic as-
sumptions increase revenues by as much asifibh b
a year. But after 2002, the revised ookl reduces
revenues by amounts that grow to $4Bo in 2008.
Slightly higher real GDP and a not-quite-as-sharp de-
cline in corporate profits as a share of GDP boost pro-
jected revenues. However, lower projected inflation
pushes down nominal GDP and incomes, resulting in a
drop in revenues that more than offsets those upward
effects after 2002. Because lower inflation also
pushes down spending, that reduction in revenues does
not have a major impact on the budget surplus.

Changes in Projected Outlays CBO anticipates that
1998 outlays vil be $18 hllion lower than projected
in March. About $5 billion of that reduction occurs in

discretionary spending. A supplemental appropriation
bill enacted in May boosted discretionary outlays by
an estimated $1 billion, but that increase was more
than offset by slower-than-anticipated spending for a
number of programs.

Lower projected mandatory spending in 1998
accounts for the remaining $12libn in decreased
outlays. More than $1 billion of that reflects eco-
nomic effects—unemployment and interest rates that
are lower than previously anticipated. Legislation en-
acted since March has had virtually no effect on net
mandatory spending. Thus, the leftover $1lliob
reduction in projected mandatory spending is attribut-
able to other, technical factors. More than $3 billion
of the reduction is in Medicare, largely the result of a
decision by the Health Care Financing Administration
to slow the processing of payments to health care pro-
viders.

Lower outlays in 1998 have not led to a reduc-
tion in projected spending in 1999 through 2008. The
1998 reductions largely reflect one-time events that
either have no impact on future spending or are likely
to increase it. For example, the slowdown in the pro-
cessing of Medicare payments will lowE998 spend-
ing but will have little or no effect on spending in fu-
ture years, since the amount saved in any year because
of the delay will roughly equal the amount that is car-
ried over to that year from the previous year.

Legislation enacted since March has increased
projected spending over the 1999-2008 period by a
total of $23 filion. Most of that increase stems from
the additional spending provided by the Transportation
Equity Act for the 21st Century, enacted in June.

Changes in CBO's economic projections have
reduced projected spending by amounts that grow to
$63 hllion by 2008. A slight reduction in anticipated
real long-term interest rates produces savings in inter-
est on the national debt. Much more significant, how-
ever, are the reductions in spending that result from
lower projected inflation. Lower inflation holds down
the size of required cost-of-living adjustments for ben-
efit programs such as Social Security, slows the
growth of Medicare spending, and by lowering nomi-
nal interest rates, curbs spending for interest on the
debt. Since CBO's projections assume that discretion-
ary spending will grow at the rate of inflation after the
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statutory caps on such spending expire in 2002, the
decline in projected inflation also reduces discretionary
spending projected for 2003 through 2008. Lower
inflation has a small effect on the surplus, however,

GDP (see Summary Table 4). After that, revenues are
expected to decline gradually as a percentage of GDP
through 2003 (when theyilvequal 19.8 percent) and

then grow at the same rate as the economy through

because it reduces revenues by at least as much as 2008. Despite the decline (as a percentage of GDP)

outlays.

Current Revenue Projections
for 1998 Through 2008

CBO projects that revenues will grow about 3.5 per-
centage points faster than the econony988, reach-

ing 20.5 percent of GDP—a post-World War 1l high.
In 1999, revenues are projected to grow only slightly
faster than the economy and will equal 20.6 percent of

from the 1999 high point, the 19.8 percent level pro-
jected for revenues in 2003 through 2008 is equal to
the level attained in 1997. Thus, even with tax cuts in
the Taxpayer Relief Act of 1997 that reduce revenues
by an estimated 0.3 percent of GDP a year, revenues
are projected to equal a larger share of GDP than in
any postwar year before 1997.

Although CBO assumes that the unexplained
increase in 1998 revenues carries over into 1999, the
projected growth rate of revenues drops sharply, from
8.7 percent in 1998 to 4.9 percent in 1999. That drop

Summary Table 4.

CBO Base line Budget Projections, Assuming Compliance with Di

(By fiscal year)

scretionary Spe nding Caps

Actual
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
In Billions of Dollars
Revenues
Individual income 737 821 850 867 892 933 968 1,014 1,065 1,116 1,170 1,227
Corporate income 182 190 196 201 201 204 210 218 228 239 250 262
Social insurance 539 577 604 629 652 678 706 737 772 805 839 871
Other 120 129 150 152 157 163 169 174 178 182 187 193
Total 1579 1,717 1,801 1,848 1,903 1,978 2,053 2,142 2,243 2,342 2,446 2,553
On-budget 1,187 1,296 1,359 1,388 1,425 1,481 1,534 1,601 1,675 1,750 1,829 1,911
Off-budget 392 421 442 460 478 497 519 541 568 592 618 643
Outlays
Discretionary spending 548 552 564 569 570 567 581 595 610 626 641 657
Mandatory spending 896 942 997 1,052 1,115 1,165 1,234 1,303 1,389 1,443 1,531 1,626
Offsetting receipts -87 -84 -79 -84 -90 -101 -96 -99 -104 -109 -115 -121
Net interest 244 244 238 232 221 209 198 189 178 166 153 140
Total 1,601 1,654 1,721 1,769 1,817 1,840 1,918 1,988 2,073 2,126 2,211 2,303
On-budget 1,291 1,337 1,396 1,434 1,470 1,480 1,545 1,601 1,670 1,706 1,774 1,846
Off-budget 311 317 325 335 347 359 373 387 402 419 437 456
Deficit (-) or Surplus -22 63 80 79 86 139 136 154 170 217 236 251
On-budget deficit (-)
or surplus -103 -41 -37 -46 -45 1 -10 a 5 44 55 64
Off-budget surplus 81 104 117 125 131 138 146 154 165 173 181 186
Debt Held by the Public 3,771 3,717 3,655 3,589 3,518 3,395 3,275 3,136 2,981 2,779 2,557 2,320
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is attributable in part to economic factors—the growth

in taxable incomes is projected to slow to 4.1 percent
in 1999, down from 5.8 percent in 1998. The rest co-
mes from assuming that the factors responsible for the
unexplained revenues in 1998 will add the same
amount to 1999 revenues. Should those factors in-

crease in strength, revenues would rise at a faster rate.

However, if the unexplained revenues in 1998 resulted
largely from temporary factors, the rate of growth of
revenues in 1999 could decline more precipitously.

Even if revenues continue to grow rapidly in
1999, CBO believes the rate of growti eventually
slow. Because of the scheduled tax cuts provided by

the Taxpayer Relief Act, and because corporate prof-
its are expected to fall as a share of GDP, CBO pro-
jects that over the next 10 years, the average growth
rate of revenues will be slightly lower than the growth
rate of the economy. Revenues are projected to grow
at the same rate as GDP from 2003 through 2008.
During that period, individual income tax revenues
will grow faster than GDP because tax brackets are
indexed for inflation but not for changes in real in-
come, which boosts the effective tax rate as real in-
come grows. But excise tax revenues will grow more
slowly than GDP because many rates are fixed in
nominal terms.

Summary Table 4.

Continued
Actual
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
As a Percentage of GDP
Revenues
Individual income 9.3 9.8 9.7 9.5 9.4 9.4 9.3 9.3 9.4 9.4 9.5 9.5
Corporate income 2.3 2.3 2.2 2.2 21 21 2.0 2.0 2.0 2.0 2.0 2.0
Social insurance 6.8 6.9 6.9 6.9 6.9 6.8 6.8 6.8 6.8 6.8 6.8 6.8
Other 15 15 17 17 17 1.6 1.6 1.6 1.6 15 15 15
Total 19.8 205 206 203 201 20.0 198 19.8 198 19.8 198 1938
On-budget 14.9 154 155 152 150 150 148 148 148 148 148 1438
Off-budget 4.9 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0
Outlays
Discretionary spending 6.9 6.6 6.4 6.2 6.0 5.7 5.6 5.5 5.4 5.3 5.2 5.1
Mandatory spending 11.2 112 114 115 118 118 119 120 123 122 124 126
Offsetting receipts -11 -l0 09 -09 09 -10 -09 -09 -09 -09 -09 -09
Net interest 3.1 2.9 2.7 2.5 2.3 2.1 1.9 1.7 1.6 1.4 1.2 1.1
Total 20.1 19.7 197 194 192 186 185 183 183 180 179 179
On-budget 16.2 159 159 157 155 149 149 148 147 144 144 143
Off-budget 3.9 3.8 3.7 3.7 3.7 3.6 3.6 3.6 3.6 35 35 35
Deficit (-) or Surplus -0.3 0.8 0.9 0.9 0.9 1.4 1.3 1.4 15 1.8 1.9 1.9
On-budget deficit (-)
or surplus -1.3 -05 -04 -05 -05 b -01 b b 0.4 0.4 0.5
Off-budget surplus 1.0 1.2 1.3 1.4 1.4 1.4 1.4 1.4 15 15 15 1.4
Debt Held by the Public 47.3 443 417 393 371 343 316 289 263 235 207 18.0

SOURCE: Congressional Budget Office.
a.  Deficit of less than $500 million.

b.  Deficit or surplus of less than 0.05 percent of GDP.
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Current Outlay Projections
for 1998 Through 2008

In dollar terms, total outlays are projected to grow
from $1,654 Blion in 1998 to $2,303ikion in 2008.

But as a percentage of GDP, they are projected to de-
cline throughout the period—from 19.7 percent of
GDP in 1998 to 17.9 percent in 2008.

Net interest, which was the fastest-growing cate-
gory of spending in the 1980s, is now projected to de-
cline from $244 Hlion (2.9 percent of GDP) in998
to $140 filion (1.1 percent of GDP) i2008 as pro-
jected surpluses reduce the stock of debt held by the
public by $1.4 trillion. Discretionary spending is pro-
jected to increase from $552llibn to $657 hllion
over that period but to shrink relative to the size of the
economy—from 6.6 percent of GDP to 5.1 percent.
By contrast, mandatory spending is expected to in-
crease both in nominal terms (from $94iffidm to
$1,626 lilion) and as a percentage of GDP (from
11.2 percent to 12.6 percent).

Conclusion

An unexpected increase in revenues in 1998 has virtu-
ally ensured that the total federal budget will be bal-
anced for the first time in almost 30 years, and nothing
currently visible on the horizon seems to threaten a
return to deficits in the near term if policies remain
unchanged.

If any of a number of assumptions that CBO has
made turn out to be off the mark, however, budget
outcomes may be quite different than projected even if
there are no changes in policy. For instance, it is pos-
sible that the economy will be more robust than ex-
pected or that the unexplained revenue effect will grow
over time, in which case the budget outlook will be
much brighter than CBO currently projects. If in-
stead, CBO's economic projections prove to be just a
little too optimistic, surpluses may be much lower than
anticipated, while a recession similar to that of the
early 1990s may even produce a deficit. Likewise,
surpluses may be lower than projected if the factors
that produced the unexpected revenues in 1998 fade
away quickly.

The budget outlook can improve or deteriorate
rapidly, in part because changes in the fiscal position
of the government tend to feed on themselves, produc-
ing larger changes in the same direction. In the past
few years, for example, a virtuous cycle has helped
improve the budget outlook. Initial reductions in the
deficit have reduced the federal debt below what had
been anticipated. That reduction in the debt reduced
federal interest costs, which further reduced the defi-
cit, and so on. But a reversal of those changes could
initiate a vicious cycle—with increasing debt and in-
creasing interest costs—that could eliminate the pro-
jected surpluses. In the face of those uncertainties, the
current budget projections represent CBO's estimate of
the middle of the range of likely outcomes.
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The Economic Outlook

years than it has in decades. Since 1994,

growth in the economy’s productive capacity
has been accelerating, and the unemployment rate has
dropped to its lowest level since 1970. The underlying
rate of inflation has fallen to its lowest level in more
than 30 years and has been remarkably stable.

The U.S. economy has perfomed better in recent

Few analysts predicted such a stunning economic
performance. By the same token, however, few ana-
lysts today regard such strong growth without acceler-
ating inflation as sustainable. The Congressional
Budget Office (CBO) believes that economic growth
will slow in the next few years and inflatiorillwise
modestly.

In CBO’s forecast, real (inflation-adjusted) gross
domestic product (GDP) grows by an average of 2.9
percent from the fourth quarter of 1997 to the fourth
guarter of 1998 and by 2.1 percent from 1998 to 1999
(see Table 1-1). The unemployment rate is expected
to average 4.6 percent this year and to rise only
slightly, to 4.7 percent, next year. Owing to a small
1.4 percent increase in the first half of 1998, the con-
sumer price index (CPI) is expected to grow by only
1.9 percent from the fourth quarter of 1997 to the
fourth quarter of 1998, rising to 2.7 percent in 1999.
Despite that increase in inflation, interest rates are
likely to remain close to their current levels. The
three-month Treasury bill rate is forecast at 5.1 per-
cent in 1998 and 5.2 percent in 1999. The 10-year
Treasury note rate is forecast to average 5.8 percent in

1998—just above its level at midyear—rising slightly,
to 6.1 percent, in 1999.

For the years beyonii999, CBO considers a
range of possibilities for the path of the economy, tak-
ing account of the possibility of booms and recessions,
and chooses the middle of that range. In CBO's pro-
jection for 2000 through 2008, growth of real GDP
averages 2.3 percent a year, and CPI inflation aver-
ages 2.5 percent a year (see Figure 1-1). The unem-
ployment rate averages 5.7 percent after 2001. Short-
term interest rates are assumed to average 4.4 percent
after 2001;bng-term interest rates stabilize at 5.4 per-
cent.

That outlook represents CBO’s judgment of the
most likely outcome for the economy, but it is by no
means the only possible outcome. For one thing, all
forecasts are prone to error—in the past, CBO'’s fore-
cast errors have been comparable with those of the
Administration and theBlue Chip consensus of
private-sector forecasts (see Appendix A). Moreover,
the basic assumptions on which CBO'’s outlook is con-
ditioned may turn out to be incorrect. For example,
the outlook would worsen if the Asian crisis turned out
to be more severe than CBO anticipates. Alterna-
tively, the outlook would improve over the near term if
the favorable conditions that have subdued inflation in
recent years remained more effective than CBO ex-
pects. Although such outcomes now appear less likely
than the realization of CBQO'’s basic assumptions, if
those alternatives occurred, they could have a signifi-
cant impact on the economy.
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Table 1-1.
The CBO Forecast for 1998 and 1999

Actual Forecast

1997 1998 1999
Fourth Quarter to Fourth Quarter
(Percentage change)
Nominal GDP 5.6 4.3 4.2
Real GDP? 3.8 2.9 2.1
GDP Price Index” 1.7 1.4 2.1
Consumer Price Index* 1.9 1.9 2.7
Calendar Year Average

(Percent)
Growth of Real GDP?# 3.9 3.4 2.2
Unemployment Rate 4.9 4.6 4.7
Three-Month Treasury Bill Rate 5.1 5.1 5.2
Ten-Year Treasury Note Rate 6.4 5.8 6.1

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

c. The consumer price index for all urban consumers.

The Current State of
the Economy

The recent performance of the U.S. economy has been
truly exceptional. That performance stems from a
combination of favorable factors, some temporary and
others more enduring. Sharp declines in the prices of
imports and computers have temporarily lowered in-
flation. Slower growth in the cost of medical care and
cost-cutting efforts by U.S. businesses have also tem-
porarily reduced inflationary pressures and boosted
corporate profits and stock market values. Good eco-
nomic policy has contributed to a stable economic en-
vironment, which, with the rise in the stock market,
has bolstered consumer and business confidence.
addition, a weakening of foreign economies has
spurred capital inflows from abroad, lowering U.S.
interest rates. High stock market values, low interest

In

rates, and strong confidence have encouraged busi-
nesses to invest in plant and equipment, thus raising
the productivity and wages of U.S. workers and the

profitability of U.S. firms.

One legacy of the economy’s recent performance
is slightly faster growth of potential GDP in coming
years. Because of the good inflation record, CBO has
lowered its estimate of the nonaccelerating inflation
rate of unemployment (the unemployment rate that is
consistent with stable inflation). The boom in capital
spending has significantly increased the growth of the
nation’s capital stock. That development has raised
CBO'’s estimate of the growth of potential GDP over
the next decade.

Nevertheless, the economy is showing many of
the signs associated with the late stages of an expan-
sion. Labor markets are stretched tight: since 1993,
growth in the number of people employed has ex-
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Figure 1-1.
The Economic Fo recast and Projection
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a. The consumer price index for all urban consumers. The treatment of home ownership in that index changed in 1983. The inflation series in the

figure uses a consistent definition of home ownership throughout.

b. CBO's estimate of the nonaccelerating inflation rate of unemployment.

ceeded growth in the labor force (the number of people
working or actively seeking work). The unemploy-

ment rate is well into the range associated with a rise
in inflation, and as a result, wage growth has acceler-
ated. Meanwhile, skyrocketing equity prices have left

stock market values at record levels, and declining
residential vacancy rates have led to an upturn in

property values and rental rates.

In addition, credit

has become increasingly available, as evidenced by
growth in some measures of the money supply and in



4 THE ECONOMIC AND BUDGET OUTLOOK: AN UPDATE

Augudgt998

bank lending. Those developments may prevent the
economy from performing as well over the next two
years as it has recently.

Recent Economic Growth

During the past three years, real GDP has risen at an
average rate of 3.7 percent a year—well above the
estimated noninflationary potential growth of the econ-
omy. However, inflation has not increased. In fact,
the underlying rate of CPI inflation hovered at 2.4 per-
cent in the first half of 1998, the same rate that pre-
vailed in 1997 and below the 2.7 percent it posted in
1996. With such low inflation, the Federal Reserve
Board has not found it necessary to raise interest rates
since 1997, even though the unemployment rate has
dropped to 4.5 percent. Moreover, over the past two
years, the U.S. budget has moved from a deficit to a
substantial surplus, thereby converting a significant
drain on national saving into a source of financing for
private investment.

Growth in both consumption and investment has
contributed to the strength of economic growth during
the past three years. Consumption has grown by 3.7
percent a year, substantially faster than disposable
personal income; consequently, the personal sav-
ing rate has dropped over those years to 0.6 percent.
One factor fueling the strength of consumption is an
enormous increase in the net worth of households since
1994, largely the result of a 138 percent rise in the
stock market since then (see Figure 1-2). The perfor-
mance of investment has been even more dramatic
than that of consumption. Real spending on nonresi-
dential construction has increased only slightly faster
than GDP over the past four years, but real investment
in equipment has increased much faster (by 13.2 per-
cent a year since 1994), reflecting especially large pur-
chases of computers and communications equipment.

By most measures, the economy has remained
strong this year. Quarterly growth of real GDP has
been choppy, reflecting the effects of a large swing in
inventories and the strike against General Motors.
Averaged over the first half of the year, however, real
GDP has posted a solid advance, growing by 3.5 per-
cent at an annual rate. Moreover, final sales have ac-
celerated. Real final sales of goods and services grew

by 4.1 percent over the past two quarters, compared
with 3.5 percent in 1997. Real domestic purchases
have accelerated even more sharply this year, growing
at a 5.8 percent pace during the first half of 1998.

So far, the major drag on growth in demand has
been the worsening of the trade balance. But domestic
demand will probably also have to slow down to re-
store a balance between demand and supply. The nec-
essary adjustment could be quite painless—the sought-
for “soft landing” might occur without much action by
the Federal Reserve. That could turn out not to be the
case, but it is difficult now to pinpoint what, if any-
thing, might go wrong.

The Labor Market and Wage Costs

Since 1993, the number of people employed has grown
0.5 percentage points faster, on average, than the labor
force, and the unemployment rate has fallen below the
nonaccelerating inflation rate of unemployment, or
NAIRU. The pressure on the supply of labor has re-
sulted in some increases in real wages. But the effects
of those wage gains on the overall rate of price infla-
tion have been tempered by an acceleration in the
growth of productivity, a relatively low rate of capac-

Figure 1-2.
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ity utilization, and a spate of special factors that have
helped subdue overall inflation. Even so, neither the
size of the working-age population nor the rate of la-
bor force participation is likely to increase enough to
support the current rate of employment growth with-
out some rise in inflation.

Labor Force Growth. Growth in the labor force is
contributing less to the growth of the economy’s pro-
ductive capacity than it used to. From World War Il
until 1990, the size of the labor force increased by an
average of 1.8 percent a year, accounting for a signifi-
cant share of the estimated growth of potential GDP in
that period. That increase reflected both the growth of
the working-age population (from natural increase and
immigration) and a substantial rise in the percentage
of the working-age population that wanted to work.
Since 1990, however, annual growth in the labor force
has averaged only 1.1 percent.

The entry of new workers accelerated when the
baby boomers joined the labor force, but the youngest
baby boomers are now 33 and are already experienced
workers. The people now entering the labor force for
the first time belong to the smaller “baby-bust” gener-
ation. That demographic change, combined with an
anticipated slowdown in immigration in coming years
(compared with the past decade), leads CBO to expect
only relatively modest increases in the working-age
population.

The labor force participation rate (the labor force
as a percentage of the working-age population) also
increased before 1990, but that rate is now rising
much more slowly. The proportion of men in the la-
bor force drifted downward over a long period, reflect-
ing earlier retirement, lower labor force participation
among the less educated as their prospects declined,
and more time spent in school. The trend toward ear-
lier retirement among male workers appears to have
halted, but the relative returns from greater education
and skills continue to increase school enrollments and
postpone entry into the labor force. Until about 1990,
the falling proportion of working-age men in the labor
force was more than offset by the large increase in the
proportion of working-age women. (The participation
rate for women between the ages of 25 and 54 rose
from 40 percent in the 1950s to 77 percent in 1997.)
That increase has slowed dramatically since 1990,
which is perhaps not surprising given that women's

participation in the labor force is now closer to that of
men. During the 1990s, the bulk of the growth in the
labor force has come from population growth.

With such a slow natural increase in the
working-age population, and only a modest increase in
labor force participation, the growth of employment
has lowered the unemployment rate. It has also drawn
some people into jobs who had not reported on surveys
that they were looking for work. If employment con-
tinues to grow that way in the future, it will probably
become increasingly expensive, as employers boost the
wages they offer to lure workers into their jobs. Wage
pressures are already intensifying—over the first half
of this year, the employment cost index (ECI) grew at
an average annual rate of 4 percent, 0.5 percentage
points more than in 1997. So far, the costs of higher
wage growth have been largely offset for employers by
increases in productivity growth and declines in the
cost of medical insurance. But those offsetting factors
may no longer prove sufficient to keep the upward
pressure from wages on employers’ costs in check
over the next two years.

Productivity Growth.  The measured trend for
growth in labor productivity has consistently been
about 1.1 percent since 1973, averaged over various
business cycles (see Figure 1-3). That same 1.1 per-
cent trend rate also seems to characterize the growth
of productivity since the most recent business-cycle
peak in 1990. The behavior of productivity growth
has been somewhat unusual in this latest cycle, how-
ever. After shooting upward, as expected, early in the
recovery, growth in labor productivity slumped from
1993 through 1995, before bouncing back in 1996 and
1997 to grow by 1.9 percent. Some analysts claim
that the recent growth in excess of the 1.1 percent
trend is an indication that the trend growth of labor
productivity has increased. They argue that the econ-
omy has entered a new era—that an acceleration in
technological change (specifically in information tech-
nology), an increase in competitive pressures, and a
reduction in government involvement in economies
worldwide will cause trend productivity growth to be
greater in the future than it was from 1973 to 1995.

1. Changes in the techniques used to collect labor force data have also
contributed to the slower growth in the estimated labor force. See A.E.
Polivka and S.M. MillerThe CPS After the Redesign: Refocusing the
Economic LensWorking Paper No. 269 (Department of Labor,
Bureau of Labor Statistics, March 1995).



6 THE ECONOMIC AND BUDGET OUTLOOK: AN UPDATE

Augudgt998

Figure 1-3.
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NOTE: The figure uses a logarithmic scale.

CBO does assume a higher trend growth in labor
productivity for future years—but solely because of
increases in the growth of the capital stock and
changes in the way inflation is measured, not because
of the new-era arguments. The capital stock has in-
creased rapidly since 1994, and that growth accounts
for much of the rise in labor productivity in recent
years. In addition, changes in the way prices are mea-
sured for personal consumption expenditures in GDP
have raised the growth rate of output in the nonfarm
business sector by almost 0.2 percentage points a year
in 1995 through 1997.Although those changes in the
measurement of prices boost the growth of real GDP,
the growth of nominal GDP is not affected. Those
changes also imply that the measures of prices and
real output in the past three years of GDP data are not
strictly comparable with those of previous years.

2. The revisions of GDP data for 1995 through the present, which were
published on July 31, corrected an overstatement of inflation (and a
consequent understatement of real growth) that stemmed from the use
of CPI data. The CPI data did not properly account for consumers’
ability to offset some of the adverse effect of rising prices within certain
categories of consumption by substituting less expensive goods within
that category. Thus, the true price to consumers for some categories of
goods was growing less rapidly than the CPI indicated. Allowing for
more substitution reduced the growth of the price index for nonfarm
business output by about 0.2 percentage points a year between 1995
and 1997.

Employers’ Costs for Medical Care Employers’
payments for medical care are a significant part of the
total package of employment costs. In the 1990s, in-
flation in the cost of health insurance declined rapidly
as managed care companies pressured health care pro-
viders to keep a lid on their charges and as more of the
costs were borne by employees. As a result, overall
compensation costs grew less rapidly, increasing prof-
its. Ultimately, however, competition among employ-
ers will ensure that lower costs for fringe benefits will
mean higher cash wages for workers. Thus, the slow-
down in the growth of medical care costs may partially
account for the rise in the growth of cash wages that
has occurred since 1994.
