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ECONOMIC AND ACCOUNTING ANALYSES




1. ECONOMIC ASSUMPTIONS

Introduction

The economy begins this year in excellent condition.
Budget surpluses have replaced soaring deficits; fiscal
policy is now augmenting national saving, investment
and growth, rather than restraining them. Monetary
policy has successfully pursued the goals of supporting
economic growth while at the same time wringing out
inflation.

These sound policies have contributed to another year
of outstanding economic achievement. Data for the first
three quarters of 1998 and partial data for the fourth
indicate that real Gross Domestic Product (GDP) rose
about 4 percent over the four quarters of 1998, almost
one percentage point faster than the average pace set
during the prior five years. The Nation's payrolls in-
creased by 2.9 million jobs during 1998, bringing the
total number of new jobs created since this Administra-
tion took office to 17.7 million—93 percent of which
were in the private sector. Healthy job growth pulled
the unemployment rate down further last year. By De-
cember, the rate was 4.3 percent, the lowest level in
nearly three decades and 3.0 percentage points lower
than in January 1993. The unemployment rate aver-
aged 4.5 percent last year, the lowest it has been since
1969.

Despite robust growth and low unemployment, infla-
tion remained low. The Consumer Price Index (CPI)
rose just 1.6 percent last year, aided by a sharp fall
in energy prices. Even excluding the volatile food and
energy components, the CPI rose only 2.4 percent. The
GDP chain-weighted price index, the broadest measure
of prices paid by consumers, business, and government,
rose by around 1 percent. Not since the early 1960s
has inflation been this low. The combination of a low
unemployment rate and a low inflation rate pulled the
“Misery Index"—the sum of the two rates—to its lowest
level since the 1960s.

Both households and businesses have prospered in
this environment of strong growth and low inflation.
For the second year in a row, hourly earnings after
adjustment for inflation increased faster than at any
time in the past two decades, while the share of profits
in GDP reached 10 percent during the last three years,
the highest it has been since 1968.

Effective policy actions and the fundamental health
of the American economy have enabled it to weather
an extraordinary buffeting from economic turmoil
abroad. Imports, adjusted for inflation, rose last year,
while exports shrank; but robust growth of domestic
demand by consumers and businesses more than offset
this source of restraint. The sound fiscal policies of
this Administration, which produced the first Federal
budget surplus since 1969, lowered interest rates and

reduced the government’s demands in credit markets,
thereby providing needed resources for private-sector
spending. During the summer and fall, financial crises
in foreign lands sent tremors through stock and bond
markets. Beginning in September, the Federal Reserve
responded by cutting the Federal funds rate in three
successive steps, actions that restored confidence to fi-
nancial markets. As 1999 began, financial and non-
financial market indicators were signaling that the eco-
nomic outlook remains healthy.

The economy has outperformed the consensus fore-
cast during the past six years, and the Administration
believes that it can continue to do so if sound fiscal
policies are maintained. However, for purposes of budg-
et planning, it is prudent to rely on mainstream projec-
tions. The Administration assumes that the economy
will continue to expand, while unemployment, inflation
and interest rates will remain low. Real growth in the
next few years is expected to moderate to 2.0 percent
per year, followed by somewhat faster, but sustainable,
growth thereafter averaging 2.4 percent per year.

Even with more moderate growth than recently, the
economy will generate millions of new jobs. The unem-
ployment rate, which by mainstream estimates is below
the level consistent with stable inflation, is projected
to edge up slightly until mid-2001. Thereafter, it is
projected to average a relatively low 5.3 percent, the
middle of the range that the Administration estimates
is consistent with stable inflation. Inflation is expected
to rise slightly as the restraining influence of temporary
factors wanes, but then to average just above 2 percent
per year. Short-term interest rates are expected to re-
main in the neighborhood of levels reached at the end
of 1998. Long-term rates are projected to move up by
about 0.6 percentage point, the same amount as the
rise in inflation, leaving inflation-adjusted long-term
rates not much different than in December.

Most private sector forecasts have a similarly favor-
able view of the outlook. The most recent Blue Chip
consensus, an average of 50 private forecasts, calls for
real growth of 2.1 percent this year, and 2.4 percent,
on average, through 2004. Unemployment and inflation
projections are also close to the Administration’s eco-
nomic assumptions, while interest rates are projected
to be slightly higher in the outyears of the budget hori-
zon. The similarity with private-sector projections indi-
cates that the Administration’s assumptions provide a
reasonable, prudent basis for projecting the budget.

In December, this business cycle expansion (which
began in April 1991) set the record for the longest
period of continuous growth during peacetime—surpass-
ing the expansion of the 1980s. Last month marked
the 94th consecutive month of growth. If the expansion
continues through February 2000, it will exceed the
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longevity record of 106 months set during the Vietnam
War expansion of the 1960s. The Administration ex-
pects, as do most private sector forecasters, that this
expansion will surpass that record.

This chapter begins with a review of recent develop-
ments, and then discusses two statistical issues: the
growing statistical discrepancy (the difference between
the aggregate measures of output and income); and re-
cent methodological improvements in the calculation of
the Consumer Price Index. The chapter then presents
the Administration’s economic projections, followed by
a comparison with the Congressional Budget Office's
projections. The following sections present the impact
of changes in economic assumptions since last year on
the projected budget surplus, and the cyclical and struc-
tural components of the surplus. The chapter concludes
with estimates of the sensitivity of the budget to
changes in economic assumptions.

Fiscal and Monetary Policy

Fiscal Policy: When this Administration took office
in January 1993, it vowed to restore sound fiscal dis-
cipline. That goal has been amply achieved. In contrast
to 1992, when the deficit reached a postwar record of
$290 billion, representing 4.7 percent of GDP, the budg-
et last year recorded a surplus of $69 billion, or 0.8
percent of GDP. The last time the budget was in sur-
plus was in 1969; the last time the surplus was a
larger share of GDP was in 1956. This year, the surplus
is projected to rise to $79 billion, or 0.9 percent of
GDP. The dramatic shift in the Nation’s fiscal position
in the last six years from huge deficits to surpluses
is unprecedented since the demobilization just after
World War I1.

The historic improvement in the Nation’s fiscal posi-
tion during this Administration is due to two landmark
pieces of legislation, the Omnibus Budget Reconciliation
Act of 1993 (OBRA) and the Balanced Budget Act of
1997 (BBA). OBRA, based on proposals made by the
Administration soon after it came into office and signed
into law in August of that year, set budget deficits
on a downward path. The deficit reductions following
OBRA have far exceeded predictions made at the time
of its passage. OBRA was projected to reduce pre-Act
deficits by $505 billion over the five years 1994-98.
The total deficit reduction has been more than twice
this—$1.2 trillion. In other words, OBRA and subse-
guent developments have enabled the Treasury to issue
$1.2 trillion less debt than would have been required
under previous estimates.

While OBRA fundamentally altered the course of fis-
cal policy towards lower deficits, it was not projected
to eliminate the deficit. Without further action, deficits
were expected to begin to climb once again. To prevent
this and bring the budget into permanent surplus, the
Administration negotiated the Balanced Budget Act
with the Congress in the summer of 1997. The BBA
was not expected to produce surpluses until 2002, but
like OBRA, the results of pursuing a policy of fiscal
discipline far exceeded expectations. The budget moved

into surplus in 1998, four years ahead of schedule.
OBRA and the BBA together are estimated to have
improved the budget balance compared with the pre-
OBRA baseline by a cumulative total of $4.4 trillion
over 1993-2002.

Like the budget, the economy in recent years has
far outperformed expectations. This is more than a coin-
cidence. Lower deficits contribute to a healthy, sustain-
able expansion by reducing interest rates and boosting
interest-sensitive spending in the economy. Rapid
growth of business capital spending expands industrial
capacity and boosts productivity growth. The additional
capacity, in turn, prevents shortages and bottlenecks
that might otherwise threaten to ignite inflation.

Lower interest rates also raise equity prices, which
increases household wealth, optimism, and spending.
The added impetus to consumer spending creates new
jobs and business opportunities. While the benefits of
fiscal discipline have been widely recognized, the sur-
prise in recent years has been the magnitude of the
positive impact on the economy. Growth of production,
jobs, income, and capital gains have all exceeded expec-
tations. Consequently, Federal revenues in the past
three years have been larger than projected—the so-
called “revenue surprise.” Deficits have been smaller
than expected and surpluses have occurred sooner. The
outstanding economic performance during this Adminis-
tration is proof positive of the lasting benefits of pru-
dent fiscal policies.

Monetary Policy: Monetary policy shares the credit
for the economy’s excellent performance. During this
expansion, the Federal Reserve appropriately tightened
policy when inflation threatened to pick up, but eased
when the expansion risked stalling out. In 1994 and
early 1995, interest rates were raised when rapid
growth threatened to cause inflationary pressures. Dur-
ing 1995 and early 1996, however, the Federal Reserve
reduced interest rates because the expansion appeared
to be slowing unduly at a time when higher inflation
no longer threatened. From January 1996 until this
past fall, monetary policy remained essentially un-
changed; the sole adjustment was a one-quarter per-
centage point increase in the federal funds rate target
in March 1997 to 5% percent.

Last year, the spread of financial turmoil from foreign
markets to our own threatened to undermine the hard-
won health of the U.S. economy. The Russian govern-
ment's default on its debt in August led to a near-
panic in credit markets and a sell-off of equities here
and abroad. Almost instantly there was a drastic reval-
uation of potential risks—not just for foreign loans, but
for domestic credit as well. At the height of the flight
to quality in early October, the spreads between yields
on Treasury and private sector bonds widened dramati-
cally. Market participants shunned all but the most
liquid of credit instruments. The drying up of normal
credit channels intensified with the near-failure of a
large, highly leveraged U.S. hedge fund that had bor-
rowed heavily from major banks.
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In response to these challenges, the Federal Reserve
quickly shifted policy once more. It cut the Federal
funds rate by one-quarter percentage point in Septem-
ber, followed by a cut of similar magnitude in both
the funds rate and the discount rate in October and
again in November. The drop in the funds rate target
from 5% to 4% percent in just seven weeks, accom-
panied by a one-half percentage point cut in the dis-
count rate to 4% percent, was the swiftest easing since
1991, when the economy was just emerging from reces-
sion.

Market sentiment responded quickly to these actions.
U.S. stock markets, which endured a short but sharp
decline in late summer and early fall, rallied during
the winter, reaching record levels in January, 1999.
The S&P 500 was up 27 percent during 1998, a remark-
able achievement after having more than doubled dur-
ing the prior three years. Other market indexes staged
impressive gains as well. During the last four years,
the S&P and the narrower Dow-Jones Industrial Aver-
age have risen by 2% times. This is the best four-
year performance in the postwar period.

By December, the Federal Reserve's actions had re-
stored normal relationships in most credit markets.
Rates on short-term Treasury bills and commercial
paper were about 70 basis points lower than in Decem-
ber 1997. The yield on 30-year Treasury bonds was
about 90 basis points lower than a year earlier while
yields on high-grade AAA-rated corporate bonds were
55 basis points lower. New bond and equity issuance,
which had plummeted in the panic-ridden market at-
mosphere of October, recovered—even for less credit-
worthy companies.

Some signs of heightened risk aversion remained,
however. Interest rate spreads between highly rated
instruments and more risky ones were still unusually
large, although not as large as in October. The yield
spread between below-investment grade corporate
bonds and equivalent maturity Treasury bonds, for ex-
ample, finished the year three percentage points higher
than at the end of 1997.

Although there were still strains in some markets,
credit, so essential to a healthy economy, was generally
widely available—and at favorable interest rates by his-
torical standards. Consequently, at its December meet-
ing, the Federal Reserve decided that no further easing
was needed. The actions taken during the prior three
months had accomplished its goal of restoring con-
fidence.

Recent Developments

Real Growth: The economy expanded at a 3.7 per-
cent annual rate over the first three quarters of 1998,
and is estimated to have grown at a somewhat faster
pace during the fourth quarter. This is the third year
in a row of robust growth of around 4 percent annually.
In each of these years, most forecasters had expected
growth to slow to about 2% percent per year, around
the pace that the economy is generally believed capable
of sustaining on a long-run basis.

The fastest growing sector last year was again busi-
ness spending on new equipment: up at a 16 percent
annual rate during the first three quarters of the year,
it is estimated to have risen at a double-digit rate in
the fourth quarter as well. The biggest gains continued
to be for information processing and related equipment,
but businesses invested heavily in other forms of equip-
ment as well. Investment in new structures, in contrast,
edged down during 1998.

This exceptionally strong growth of spending for new
equipment boosted productivity and expanded indus-
trial capacity to meet current and future demands.
Overall industrial capacity rose by more than 5 percent
in each of the past four years; the last time capacity
grew this rapidly was in the late 1960s. The extra
capacity has helped keep inflation low by easing the
bottlenecks that might otherwise have developed. In
the fourth quarter of 1998, the manufacturing operating
rate was below its long-term average, even though labor
markets were much tighter than usual.

Growth last year was also supported by robust house-
hold spending. Low unemployment, low interest rates,
rising real incomes, extraordinary capital gains, and
record levels of consumer optimism have provided
households with the resources and willingness to spend
heavily, especially on discretionary, postponable pur-
chases. Overall consumer spending after adjustment for
inflation rose at a 5.4 percent annual rate during the
first three quarters of the year, and continued at a
brisk pace in the fourth quarter. Growth of consumer
spending last year was the fastest in 15 years.

The surge in consumer spending last year outstripped
even the robust growth of disposable personal income.
As a result, the saving rate edged down during the
year, and entered negative territory in the fourth quar-
ter. Not since the 1930s has the household saving rate
been negative. Then, however, it was sign of extreme
stress: incomes were shrinking faster than spending.
Now, it is the result of economic success: soaring stock
market wealth has enabled households to feel confident
boosting spending knowing they have made unexpect-
edly large capital gains.

The same factors spurring consumption pushed new
and existing home sales during 1998 to their highest
level since record-keeping began. The homeownership
rate reached a record 66.8 percent in the third quarter.
Buoyant sales and low inventories of unsold homes pro-
vided a strong incentive for builders to start new con-
struction. Housing starts rose last year to the highest
level since 1987. Residential investment, after adjust-
ment for inflation, increased at a 13.5 percent annual
rate during the first three quarters of the year, and
is estimated to have risen at a double-digit pace in
the fourth quarter. The growth of residential invest-
ment last year was the strongest since 1992, when
homebuilding was just emerging from recession.

Government purchases, on balance, made very little
contribution to GDP growth last year. Federal govern-
ment spending in GDP after adjustment for inflation
edged down at a 1.2 percent annual rate during the
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first three quarters, about the same contraction as dur-
ing 1997. By the third quarter of last year, Federal
government spending in GDP was 12 percent lower
than when the Administration took office. State and
local spending in GDP rose at a moderate 2.3 percent
rate during the first three quarters of 1998, offsetting
the restraint on growth from the Federal sector. In
recent years, States and localities have increased their
spending only modestly, despite the availability of unex-
pectedly large budget surpluses resulting from stronger-
than-expected revenues.

The foreign sector was the primary restraint on
growth last year, as it was the year before. Exports
of goods and services after adjustment for inflation
shrank last year (the first time that has occurred since
1985) as several economies abroad contracted—includ-
ing Japan, the world’s second largest economy. In addi-
tion, the 21 percent rise in the dollar from the end
of 1996 to October 1998 stimulated imports into the
United States. The widening of the net export deficit
during the first three quarters of the year trimmed
1%a percentage point off of real GDP growth. The nega-
tive contribution from the trade sector was less pro-
nounced during the second half of the year than the
first, suggesting that the worst of the adverse trade
impact may be over.

Labor Markets: The performance of the labor mar-
ket last year far exceeded most predictions. At the start
of the year, most forecasters had expected growth to
slow and the unemployment rate to rise slightly. In-
stead, the economy expanded at about the same rapid
pace as during 1997, driving the unemployment rate
down to 4.3 percent by December. When this Adminis-
tration took office, the unemployment rate was 7.3 per-
cent. All demographic groups, and especially minorities,
have experienced a large decline in unemployment.
Forty states had unemployment rates of 5.0 percent
or less in November; only two had rates above 6.0 per-
cent.

The Nation's payrolls expanded by a sizeable 2.9 mil-
lion jobs last year. Unlike previous years, employment
gains were not widespread across industries. Mining
and manufacturing, especially vulnerable to develop-
ments in international trade, lost jobs. This was more
than offset numerically by job growth by the private
service sector, construction, state and local government,
and even the Federal Government (because of its tem-
porary hiring in preparation for the decennial census).
The abundance of employment opportunities pushed the
labor force participation rate and employment/popu-
lation ratio up the highest levels on record.

Inflation: Despite rapid growth and the low unem-
ployment rate, inflation remained low last year, and
even declined by some measures. The Consumer Price
Index (CPI) and the CPI excluding food and energy
increased about the same rate in 1998 as in 1997. The
core CPI excluding food and energy rose just 2.4 percent
last year, nearly matching 1997's 2.2 percent, which
was the slowest rise since 1965. Because of falling en-

ergy prices, the total CPIl rose even less, 1.6 percent,
about the same as the 1.7 percent of 1997.

Progress in reducing inflation is even more impres-
sive measured by the broadest indicator, the GDP
chain-weighted price index. It rose just 0.9 percent at
an annual rate during the first three quarters of 1998,
0.8 percentage point less than during the four quarters
of 1997. The last time aggregate inflation was this low
was in 1961.

The favorable inflation performance was the result
of several factors: intense foreign competition, low unit
labor costs, and perhaps structural changes in the link
between unemployment and inflation. The rise in the
dollar has reduced the costs of imported materials and
intensified price competition from imports. Non-oil im-
port prices fell 3.1 percent last year, while imported
oil prices tumbled 40 percent. Export prices of goods
(a component of the GDP price index) fell 3.5 percent,
as American exporters trimmed prices to remain com-
petitive abroad.

Despite low unemployment, the increase in hourly
earnings and the broader measures of compensation
were not much different during 1998 than the prior
year. Moreover, robust investment in new equipment
contributed to unusually strong productivity growth for
this stage of an expansion, helping to restrain inflation
by offsetting the gains in labor compensation. Unit
labor costs rose at only a 1.8 percent annual rate during
the first three quarters of 1998, down from 2.0 percent
during 1997.

The absence of inflationary pressures has implica-
tions for the estimate of the level of unemployment
that is consistent with stable inflation. This threshold
has been called the NAIRU, or “nonaccelerating infla-
tion rate of unemployment.” Economists have been low-
ering their estimates of NAIRU in recent years in keep-
ing with the accumulating experience that lower unem-
ployment has not led to higher inflation, even after
taking into account the influence of temporary factors.
The economic projections for this Budget assume that
NAIRU is in a range centered on 5.3 percent. That
is 0.1 percentage point less than estimated in the 1999
Budget assumptions and 0.4 percentage point less than
in the 1997 Budget. Most private forecasters have also
reduced their estimates of NAIRU in recent years.

By the end of 1998, the unemployment rate was
about one percentage point below the current main-
stream estimate of NAIRU. The Administration forecast
for real growth over the next three years implies that
unemployment will return to 5.3 percent by the middle
of 2001.

Statistical Issues

The U.S. statistical agencies endeavor to measure ac-
curately the economy’s performance, but the U.S. econ-
omy is a moving target; statistical agencies must con-
stantly improve their measurement tools just to keep
up with rapid structural changes. It is not surprising,
therefore, that concerns have been raised about possible
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mismeasurement in recent years, especially of real GDP
growth and of inflation.

Real Growth: In a perfect statistical world, the value
of output would equal the value of income generated
in its production: GDP would match Gross Domestic
Income (GDI). However, because the series are esti-
mated from different source data, each with its own
gaps and inconsistencies, the two measures are hardly
ever identical. What is particularly unusual now is the
wide and growing difference between product and in-
come measures.

This “statistical discrepancy” (defined as aggregate
output minus aggregate income) was —-$102 billion in
the third quarter of 1998, a record —1.2 percent of nomi-
nal GDP. By comparison, in the first quarter of 1995,
the statistical discrepancy was nearly zero, and two
years earlier, in the first quarter of 1993, it was a
positive $71 billion, or 1.1 percent of GDP. A swing
of this magnitude means that during the past five and
a half years, the annual average real growth rate meas-
ured from the familiar GDP output side has been about
0.4 percentage point less than the growth rate meas-
ured from the income side. During the first three quar-
ters of last year, the divergence between the two meas-
ures of real growth remained near this magnitude.

It is possible that the incorporation of more complete
source data in the annual and benchmark revisions
to the national accounts will eventually reduce the size
of the statistical discrepancy. That is what happened
last July, but even after that revision, the discrepancy
in the third and fourth quarters of 1997 was still a
sizeable —0.8 percent of GDP.

The absence of a clear picture of the economy’s actual
growth performance is a cause for some concern. Any
estimate of potential growth depends on an estimate
of trend productivity growth, which itself depends on
recent data on actual growth. When there is a growing
divergence between product and income measures,
there is a comparable divergence in estimates of the
productivity trend. For example, from the last cyclical
real GDP peak in the second quarter of 1990 to the
third quarter of 1998, labor productivity growth has
increased at a 1.3 percent annual rate according to
the official productivity statistics which measure output
growth from the product side. Productivity growth
measured from the income side, however, is at a 1.5
percent rate.

While faster growth of trend productivity and poten-
tial GDP of 0.2 percentage point per year may seem
trivial, cumulated over the 10-year budget horizon—
or more significantly over the 75 years of the long-
run projections made in Chapter 2 of this Analytical
Perspectives volume—the additional output made pos-
sible by higher productivity growth can imply tens or
even hundreds of billions of dollars of additional income
in the economy.

It is unclear whether the product or the income side
provides the more accurate measure of growth. The
Bureau of Economic Analysis (BEA) recognizes the
shortcomings of both measures but believes that GDP

is a more reliable measure than GDI (see the Survey
of Current Business, August 1997, page 19). Other ex-
perts believe that some figure between the two meas-
ures may be more accurate.

There is circumstantial evidence to suggest that
growth may be faster than shown by the traditional
GDP output measure. The recent combination of low
inflation and high profits suggests that productivity
growth may be stronger than reported from the output
side. Moreover, the unexpected strength of Treasury
receipts in the last three years suggests that the output
measure, and even the income measure, may be too
low. While some of the higher receipts are from capital
gains generated by the booming stock market, which
are not included in the national income accounts (be-
cause they arise from asset price revaluations rather
than from current production), capital gains do not fully
account for the surge.

The Administration’s budget assumptions project
trend productivity growth of 1.3 percent per year, the
average measured pace since GDP reached its last peak
in the second quarter of 1990. It is possible that trend
productivity growth may be somewhat faster, not only
because of the faster growth of gross domestic income
than gross domestic product in recent years, but also
because the next benchmark GDP revision to the na-
tional accounts may incorporate improvements to the
measurement of consumer prices that would lower GDP
inflation slightly during the first half of the 1990s and
raise real GDP growth by a comparable amount.

In last July’s annual revision covering the years
1995-1998, the Bureau of Economic Analysis took a
step in this direction by switching to a geometric mean
formula for the calculation of the consumer price meas-
ures used to deflate personal consumption expenditures.
This lowered overall GDP inflation by almost 0.2 per-
centage points per year, and thereby boosted measured
nonfarm output and productivity growth by 0.2 percent-
age points annually. The next benchmark GDP revi-
sions, which will be published in October 1999, will
incorporate this methodological change going back at
least to 1990. All other things equal, this would be
expected to raise slightly productivity growth measured
from the last cyclical peak. However, because the
benchmark revisions will include many other meth-
odological and source data improvements, it is not pos-
sible to know how much and in what direction the
currently measured productivity trend will be altered.
Therefore, the budget projections are based on the pru-
dent course of assuming a continuation of the produc-
tivity trend as measured by the statistics now available.

The uncertainty surrounding actual growth and its
trend makes it more difficult to determine appropriate
monetary policy. From a budgetary perspective, esti-
mates of receipts and expenditures are more uncertain
because they are dependent on the forecast for growth.
As shown in Table 1-6, “Sensitivity of the Budget to
Economic Assumptions,” even small errors in projecting
real GDP growth can have a significant effect on the
budget balance cumulated over several years.
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Inflation: Accurate measurement of inflation has be-
come increasingly important in recent years, even as
inflation has been brought under control. Eliminating
biases of even a few tenths of a percentage point a
year can be important relative to a goal of price stabil-
ity when inflation is low, while it may have less signifi-
cance when inflation is higher.

A few years ago, questions were raised about the
magnitude of bias in the Consumer Price Index (CPI).
In December 1996, the Advisory Commission to Study
the Consumer Price Index, appointed by the Senate
Finance Committee, reported that the index overstated
the actual cost of living by 1.1 percentage points per
year; other experts believed that the magnitude of em-
pirically demonstrated biases was less.

The Bureau of Labor Statistics (BLS) has made im-
portant methodological improvements beginning in
1995 that have significantly reduced any overstatement
of inflation as measured by the CPIl. Taken together,
these changes are estimated to result in a 0.7 percent-
age point slower annual rise in the CPI by 1999 com-
pared with the methodologies used in 1994. The
changes instituted from 1995-1998 are estimated to
have slowed the growth of the CPIl by 0.5 percentage
point per year. These improvements include correction
of a problem in rotating new stores into the survey,
a better measure of prices for hospital services and
computers, and a more accurate estimate of the equiva-
lent rent attributed to owner-occupied housing. In addi-
tion, the BLS updated the expenditure weights used
in the CPI from a 1982-84 basis to 1993-95 weights,
introduced a more accurate geographic sample based
on the 1990 decennial census, and redefined the
groupings of items. (For a fuller description of these
changes, see pages 7-8 in last year’s Analytical Perspec-
tives.) The changes introduced this year are expected
to reduce CPI growth by another 0.2 percentage point
per year.

Two methodological improvements are being insti-
tuted this year. Beginning with the January CPI, items
will be sampled on a product rather than a geographical
basis. This switch will allow more frequent sampling
of categories with rapidly changing product lines, such
as consumer electronics.

An even more important change is the replacement
of the fixed-weighted Laspeyres formula that has been
used in the CPI by a geometric mean formula for com-
bining individual price quotations within certain compo-
nents of the index. BLS is applying this improvement
to categories where there are deemed to be substantial
possibilities for substitution among items within the
category—for example, different varieties of apples. In
total, the categories using geometric means account for
about 60 percent of the overall weight of the CPI. A
CPI calculated using geometric means more closely ap-
proximates a cost-of-living index. Unlike the fixed-
weighted aggregation, the geometric mean formula al-
lows for some shifts in consumer spending patterns in
response to changes in relative prices within categories
of goods and services.

Because the CPI is used to deflate some nominal
spending components of GDP, a slower rise in the CPI
translates directly into a faster measured rise in real
GDP and productivity growth. As noted in the discus-
sion of real GDP in the prior section, the BEA recently
applied the geometric mean formula to the prices used
to deflate nominal personal consumption expenditures.
As a result, measured productivity growth and real
GDP growth in recent years were raised by almost 0.2
percentage point per year.

The improved measurement of inflation, both in the
CPI and the national income accounts, has important
implications for the budget. Slower growth of the CPI
means that outlays for programs with cost-of-living ad-
justments tied to this index or its components—such
as Social Security, Supplemental Security Income (SSI),
retirement payments for railroad and Federal employ-
ees, and Food Stamps—will rise at a slower pace more
in keeping with true inflation than they would have
without these improvements. In addition, slower growth
of the CPI will raise the growth of receipts: personal
income tax brackets, the size of the personal exemp-
tions, and eligibility thresholds for the Earned Income
Tax Credit (EITC) will rise more slowly because they
are also indexed to the CPI. Hence, the methodological
improvements made in recent years act on both the
outlays and receipts sides of the budget to increase
the size of budget surpluses.

Economic Projections

The economy’s strong performance last year—and, in-
deed, over the last six years—and the maintenance of
sound fiscal and monetary policies raise the possibility
that actual economic developments may even be better
than assumed—as has been the case in recent years.
Nonetheless, it is prudent to base budget estimates on
a conservative set of economic assumptions close to the
consensus of private-sector forecasts.

The economic assumptions summarized in Table 1-1
are predicated on the adoption of the policies proposed
in this budget. The swing in the fiscal position from
deficit to surplus is expected to contribute to continued
favorable economic performance. Federal Government
surpluses reduce interest rates, stimulate private sector
investment in new plant and equipment, and help keep
inflation under control. The Federal Reserve is assumed
to continue to pursue successfully the twin goals of
keeping inflation low while promoting growth.

The economy is likely to continue to grow during
the next few years, although at a more moderate pace
than during 1998. While job opportunities are expected
to remain plentiful, the unemployment rate is likely
to rise gradually to a level consistent with stable infla-
tion over the longer horizon. New job creation will boost
incomes and consumer spending and keep confidence
at a high level. Continued low inflation will enable
monetary policy to support economic growth. Growth,
in turn, will further improve the budget balance.
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Table 1-1.

ECONOMIC ASSUMPTIONS*

(Calendar years; dollar amounts in billions)

Actual Projections
19971 1908 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004
Gross Domestic Product (GDP):
Levels, dollar amounts in billions:
Current dollars .........cocceeenne. 8111 | 8497 | 8833| 9199 | 9582 | 10,004 | 10,456 | 10,930
Real, chained (1992) dollars ...........c..... 7270 | 7539 | 7,717 | 7,872 | 8,029 | 8208 | 8404 | 8,606
Chained price index (1992 =100), annual average 1116 | 1127 | 1144 | 1168 | 1193 | 121.8| 1244 | 1270

Percent change, fourth quarter over fourth quarter:
Current dollars .........ccocceee..
Real, chained (1992) dollars ......
Chained price index (1992 =100)

Percent change, year over year:
Current dollars .........cccc.c....
Real, chained (1992) dollars ......
Chained price index (1992 =100)

Incomes, billions of current dollars:
Corporate profits before tax
Wages and salaries

Other taXable INCOME 2 ....oreeeeveeeerreeeeeeeeeeeeeeeeseeseseeseesesseseesesesssessseese s ssssese e srenes

Consumer Price Index (all urban):
Level (1982-84=100), annual average
Percent change, fourth quarter over fourth quarter .
Percent change, year over year

Unemployment rate, civilian, percent:
Fourth quarter level
Annual average

Federal pay raises, January, percent:
Military 4
Civilian ®

Interest rates, percent:
91-day Treasury bills ®
10-year Treasury notes

56| 45| 40| 42| 41| 45| 45| 45
170 09| 19| 21| 21| 21| 21| 21
59| 48| 40| 41| 42| aa| 45| 45

19| 10| 15| 21| 21| 21| 21| 21

734 721 724 739 765 787 826 867

3890 | 4146 | 4349 | 4526 | 4701 | 4892 | 5106 | 5331
.............. 1717 | 1763 | 1815| 1863 | 1921 | 1980 | 2051| 2126
160.6 | 163.1| 166.7| 170.6 | 1745| 1785 1826 | 186.8

23| 16| 22| 23| 23| 23| 23| 23

47 4.6 4.9 51 53 53 53 53
5.0 4.6 4.8 5.0 53 53 53 53

3.0 2.8 3.6 44 39 39 39 39
3.0 2.8 3.6 4.4 39 39 39 39

51 4.8 4.2 43 43 4.4 4.4 4.4
6.4 53 4.9 5.0 5.2 53 54 54

Based on information available as of early December 1998.
2Rent, interest, dividend and proprietors components of personal income.

3 Seasonally adjusted CPI for all urban consumers. Two versions of the CPI are now published. The index shown here is that currently used, as required by law, in calculating
automatic adjustments to individual income tax brackets. Projections reflect scheduled changes in methodology.
“Beginning with the 1999 increase, percentages apply to basic pay only; adjustments for housing and subsistence allowances will be determined by the Secretary of Defense.

5 Overall average increase, including locality pay adjustments.
6 ‘ : ! o !
Average rate (bank discount basis) on new issues within period.

Real GDP, Potential GDP and Unemployment:
Over the next three years, real GDP is expected to
rise 2.0 percent per year. This shift to more moderate
growth recognizes that by mainstream assumptions,
growth has exceeded the pace that can be maintained
on a sustained basis, and that this could eventually
result in upward pressures on inflation. More moderate
growth has been expected for this reason. Also, reces-
sions in Asia and slow growth elsewhere are expected
to restrain U.S. growth again this year, albeit not as
much as during 1998. From 2001-2007, growth is ex-
pected to average a slightly faster 2.4 percent per
year—the Administration’s estimate of the economy’s
potential growth rate. In 2008, potential growth is pro-
jected to slow to 2.3 percent to reflect the foreseeable
demographic trend toward slower growth of the work-
force as the baby-boomers begin to retire.

The net export component of GDP is expected to re-
strain real growth by about half as much as during
1998. Exports are expected to rise, rather than contract
as they did in 1998, and import growth is likely to
be somewhat slower than last year as our domestic

demand slows. Beginning with 2000, the foreign sector
is not expected to make a large contribution, positive
or negative, to overall growth.

As has been the case throughout this expansion, dur-
ing the next six years business fixed investment is ex-
pected to be the fastest growing component of GDP.
Although residential investment is also expected to ben-
efit from low mortgage rates and strong demand for
second homes for vacation or retirement, the high level
of housing starts in recent years and underlying demo-
graphic trends may tend to reduce future growth some-
what. Consumer spending, especially on durable goods,
is also likely to moderate from the rapid pace of 1998.
The fundamental factors supporting consumer spending
are likely to remain favorable, although not quite to
the same extent as during 1998. The government com-
ponent of GDP will grow slowly through 2004. A decline
in Federal consumption and gross investment is pro-
jected to be offset by moderate growth in State and
local spending.

Potential GDP growth of 2.4 percent on average
through 2007 can be decomposed into the trend growth
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of productivity, 1.3 percent per year, plus the growth
of the labor force, estimated at 1.1 percent annually.
The Administration’s labor force projection assumes
that the population of working age will grow 1.0 percent
per year and that the labor force participation rate
will edge up 0.1 percent per year.

Both the labor force and participation rate assump-
tions are lower than recent experience. The participa-
tion rate has risen 0.2 percent per year since 1993,
as falling unemployment and rapidly expanding job op-
portunities have induced job-seeking. With the labor
force participation rate and employment/population
ratio already at post-World War Il highs last year, it
is prudent to project a slower rise in coming years.
In addition, the female participation rate, which had
risen sharply during much of the postwar period, grew
much more slowly during the 1990s, and this is forecast
to be reflected in future growth rates.

The real GDP growth projection of 2.0 percent
through 2001 is consistent with a gradual rise in the
unemployment rate to 5.3 percent. Unemployment is
then projected to average 5.3 percent from 2001 on-
ward, when real GDP growth reverts on average to
the Administration’s estimate of the economy’s potential
growth rate.

Inflation: With unemployment expected to be slight-
ly below the NAIRU during the next three years, infla-
tion is projected to creep up. The CPI is projected to
increase 2.3 percent during this and the subsequent
years of the forecast; the GDP chain-weighted price
index is projected to increase 2.1 percent annually be-
ginning in 2000. The 0.2 percentage point difference
between the two inflation measures is narrower than
the 0.5 percentage point of 1998, in part because BLS
will introduce the geometric means formula into the
CPI this year, which will slow the growth in the index
by about 0.2 percentage point annually. As discussed
above, this change will not affect the GDP price index
because BEA has already incorporated this improve-
ment.

Despite the relatively tight labor market in the next
few years, the inflation rate is projected to remain low,
partly because of two temporary factors. The rise in
the dollar is expected to hold down import prices and
intensify price competition from imported goods and
services. In addition, wide profit margins provide a
cushion that will enable firms to absorb cost increases
without having to pass them on fully into higher prices.
Moreover, the methodological improvements to the CPI
introduced this year also will slow the rise in the CPI.

Interest Rates: The assumptions, which were final-
ized in early December, project stable short-term rates
and a slight rise in long-term interest rates. The rise
at the long end of the maturity spectrum is about the
same as the increase in the CPIl. By 2002, the 91-
day Treasury bill rate is expected to be 4.4 percent,
close to December’s average; the yield on the 10-year
Treasury bond is projected to be 5.3 percent, compared
with 4.7 percent in December.

Incomes: The moderating of real growth during the
projection horizon is expected to shift the distribution
of national income slightly, augmenting somewhat the
share going to compensation, while trimming the un-
usually high profits share in GDP. The personal inter-
est income share is also projected to decline as interest
rates remain historically low and as households hold
less Federal government debt because of the projected
budget surpluses. On balance, total taxable income is
projected to decline gradually as a share of GDP.

Comparison with CBO

The Congressional Budget Office (CBO) prepares the
economic projections used by Congress in formulating
budget policy. In the executive branch, this function
is performed jointly by the Treasury, the Council of
Economic Advisers (CEA), and the Office of Manage-
ment and Budget (OMB). It is natural that the two
sets of economic projections be compared with one an-
other, but there are several important differences, along
with the similarities, that should be kept in mind:

The Administration’s projections always assume that
the President’s policy proposals in the budget will be
adopted in full. In contrast, CBO normally assumes
that current law will continue to hold; thus, it makes
a “pre-policy” projection. In recent years, and currently,
CBO has made economic projections based on a fiscal
policy similar to the budget’s.

Both CBO and the Administration assume that main-
taining budget surpluses would have significant macro-
economic effects, especially for interest rates and the
distribution of income.

The two sets of projections are often prepared at dif-
ferent times. The Administration’s projections must be
prepared in early December, months ahead of the re-
lease of the budget. Some of the differences in the Ad-
ministration’s and CBO’s near-term forecasts, therefore,
may be due to the availability of more recent data
to CBO. Timing differences are much less likely to play
an important role in any differences in outyear projec-
tions, however.

Table 1-2 presents a summary comparison of the two
sets of projections. Briefly, the Administration and CBO
projections are very similar for all the major variables
affecting the budget outlook:

Real GDP: The projections of real GDP growth are
quite similar; both the Administration and CBO project
that real GDP will grow at an average annual rate
of 2.2 percent over the 1999-2004 period.

Inflation: Both the Administration and CBO expect
inflation to continue at a slow, steady rate over the
next several years. For the chain-weighted GDP price
index, both predict that inflation will be 2.1 percent
yearly; CBO expects the annual rate of change in the
CPI to be about 0.3 percentage point higher than the
Administration.

Unemployment: CBO projects unemployment to rise
from its current level to 5.7 percent. The Administra-



1. ECONOMIC ASSUMPTIONS

11

Table 1-2.

COMPARISON OF ADMINISTRATION AND CBO ECONOMIC ASSUMPTIONS

(Calendar years; percent)

Projections

1999 2000 2001 2002 2003 2004

Real GDP (chain-weighted): *
CBO JANUAY ..oveiiicreiee s
2000 Budget

Chain-weighted GDP Price Index: *
CBO January
2000 Budget

Consumer Price Index (all-urban): *
CBO January ...
2000 Budget

Unemployment rate: 2
CBO January
2000 Budget

Interest rates: 2
91-day Treasury bills:
CBO JANUAMY ..o
2000 BUAGEL .....oovvvuverercrrcirereseierissieseees s

10-year Treasury notes:
CBO JANUAMY ..o
2000 BUAGEL ....ovuvriieieiiieiseieiseisissisesiestessseeesnes

Taxable income (share of GDP): ®
CBO JANUATY .o ssssens
2000 BUAGEL ..ot

1.8 1.9 2.3 24 25 24
2.0 2.0 2.0 24 24 24

21 2.0 2.2 21 21 21
1.9 21 21 21 21 21

2.7 2.6 2.6 2.6 2.6 2.6
2.3 2.3 2.3 2.3 2.3 2.3

4.6 51 54 5.6 5.7 5.7
4.8 5.0 53 53 53 53

45 45 45 45 45 45
4.2 43 43 4.4 4.4 4.4

51 53 54 54 54 54
4.9 5.0 5.2 53 54 54

77.8
78.0

771
715

76.9
77.1

76.6
76.6

76.5
76.4

76.3
76.1

*Percent change, fourth quarter over fourth quarter.
2 Annual averages, percent.
3Taxable personal income plus corporate profits before tax.

tion projects that the unemployment rate will average
a slightly lower 5.3 percent.

Interest rates: The Administration and CBO have
very similar paths for long- and short-term interest
rates.

Income distribution: The Administration and CBO
have similar projections for total taxable income shares
of GDP. Both CBO and the Administration expect a
shift of income from interest to corporate profits as
a result of the sustained lower interest rates resulting
from continued budget surpluses. Both project a similar
secular decline in the total taxable income share.

Impact of Changes in the Economic
Assumptions

The economic assumptions underlying this budget are
similar to those of last year. Both budgets anticipated
that achieving a fundamental shift in fiscal posture
from large deficits to surpluses would result in a signifi-
cant decline in interest rates, which would serve to
extend the economic expansion at a moderate pace

while helping to maintain low, steady rates of inflation
and unemployment. The shift to budget surpluses and
the ensuing lower interest rates were also expected to
shift the composition of income from interest to profits.
This would have favorable effect on receipts and the
budget balance, because profits are on average taxed
more heavily than interest income.

The changes in the economic assumptions since last
year's budget have been relatively modest, as Table
1-3 shows. The differences are primarily the result of
economic performance in 1998 that has, once again,
proven more favorable than was anticipated at the be-
ginning of last year. Economic growth was stronger
than expected in 1998, while inflation and unemploy-
ment were lower. Because of this favorable perform-
ance, the projected annual averages for the unemploy-
ment rate and GDP price index have again been re-
duced slightly this year. At the same time, interest
rates are assumed in this budget to remain near their
current low levels. Interest rates are already lower than
the levels to which they were assumed to decline even-
tually in last year's forecast.
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Table 1-3. COMPARISON OF ECONOMIC ASSUMPTIONS IN THE 1999 AND 2000 BUDGETS
(Calendar years; dollar amounts in billions)
1998 1999 2000 2001 2002 2003 2004

Nominal GDP:

1999 Budget assumptions * 8473 | 8818 | 9,189 | 9,596 | 10,045 | 10,508 | 10,999

2000 Budget assumptions 8497 | 8833 | 9199 | 9,582 | 10,004 | 10,456 | 10,930
Real GDP (percent change): 2

1999 Budget assumptions 2.0 2.0 2.0 2.3 24 24 24

2000 Budget assumptions 35 2.0 2.0 2.0 24 24 24
GDP price index (percent change): 2

1999 Budget assumptions 20 21 22 22 2.2 2.2 2.2

2000 Budget assumptions 0.9 1.9 21 21 21 21 21
Consumer Price Index (percent change): 2

1999 Budget assumptions 2.2 2.2 2.3 2.3 2.3 2.3 2.3

2000 Budget assumptions 1.6 2.3 2.3 2.3 2.3 2.3 2.3
Civilian unemployment rate (percent): ®

1999 Budget assumptions 49 5.1 5.3 5.4 5.4 5.4 5.4

2000 Budget assumptions 4.6 4.8 5.0 5.3 5.3 5.3 5.3
91-day Treasury bill rate (percent):®

1999 Budget assumptions 5.0 49 4.8 4.7 4.7 4.7 4.7

2000 Budget assumptions 48 4.2 43 43 4.4 4.4 4.4
10-year Treasury note rate (percent): ®

1999 Budget assumptions 5.9 5.8 5.8 5.7 5.7 5.7 5.7

2000 Budget assumptions 5.3 49 5.0 5.2 5.3 5.4 5.4

L Adjusted for July 1998 NIPA revisions.
2 Fourth quarter-to-fourth quarter.
3 Calendar year average.

The net effects of these modifications in the economic
assumptions on the budget are shown in Table 1-4.
The largest effects come from higher receipts during
1999-2004. In all years through 2004, there are lower
outlays for interest due to the unexpectedly large fall

in interest rates, and lower outlays for cost-of-living
adjustments to Federal programs due to lower 1998
inflation. The change in economic assumptions since
last year increases budget surpluses by $40 billion to
$50 billion a year.

Table 1-4. EFFECTS ON THE BUDGET OF CHANGES IN ECONOMIC ASSUMPTIONS SINCE LAST YEAR
(In billions of dollars)
1999 2000 2001 2002 2003 2004
Budget totals under 1999 Budget economic assumptions and
2000 Budget policies:
Receipts 1,778.4 | 1,857.0 | 1,909.0 | 1,988.9 | 2,060.2 | 2,154.5
Outlays 1,743.1 | 1,789.0 | 1,824.8 | 1,846.3 | 1,921.0 | 1,987.8
SUTPIUS oovveviereee e 354 68.1 841 | 1426 | 139.2| 1668
Changes due to economic assumptions:
RECEIPES vttt 27.9 25.9 244 18.1 148 11.0
Outlays:
Inflation -4.9 -6.3 -6.6 -6.9 -7.3 -7.9
Unemployment . -35 2.4 -16 -0.7 -0.9 -1.0
Interest rates ........occvvvvvnnnes -6.4 | -110| --114| -100 -9.2 -8.3
Interest on changes in borrowing -12 -36 -6.1 -84 | -106| -127
Total, outlay deCreaSES (=) ..vvrrrrrerrererreeerereseeseeseiseesnens -160| -233| -256| -26.0| -281| -29.9
INCrease i SUMPIUS .....ovveeveierrieiieesie s 439 49.2 50.0 441 429 40.9
Budget totals under 2000 Budget economic assumptions and
policies:
RECEIPIS vttt 1,806.3 | 1,883.0 | 1,933.3 | 2,007.1 | 2,075.0 | 2,165.5
OULAYS vt essnens 1,727.1 | 1,765.7 | 1,799.2 | 1,820.3 | 1,893.0 | 1,957.9
SUMPIUS ooverierirerieesees st 793 | 1173 | 1341| 1867 | 1820 | 2076
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Structural vs. Cyclical Balance

When the economy is operating above potential as
it is currently estimated to be, receipts are higher than
they would be if resources were less fully employed,
and outlays for unemployment-sensitive programs (such
as unemployment compensation and food stamps) are
lower. As a result, the deficit is smaller or the surplus

is larger than it would be if unemployment were at
the NAIRU. The portion of the surplus or deficit that
can be traced to this factor is called the cyclical surplus
or deficit. The remainder, the portion that would re-
main with unemployment at the NAIRU (consistent
with a 5.3 percent unemployment rate), is called the
structural surplus or deficit.

Table 1-5. ADJUSTED STRUCTURAL BALANCE
(In billions of dollars)

1992 1993 1994 1995 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004

Unadjusted deficit () or surplus -290.4 | -255.0 | -203.1 | -163.9 | -107.4 | -21.9 | 69.2 | 79.3| 1173 | 134.1 | 186.7 | 182.0 | 207.6
Cyclical COMPONENT ......ccovveivreriririreieiiriininans -750 | -66.2| -381| -165 -78 | 124 | 343| 294 | 167 6.6 0.3 | v | v
Structural deficit (<) or SUPIUS .......ocvvreineiriienee. -2154 | -188.9 | -165.0 | -147.4 | -99.6 | -34.3 | 350 | 499 | 1006 | 127.5| 186.5 | 182.0 | 207.6
Deposit insurance outlays ...........coceeeereereereeneees -23| -280 -76| -17.9 -84 | -144| -44| -50| -23| -18| -13 —* 0.8
Adjusted structural deficit (-) or surplus ............... -217.7 | -216.9 | -172.6 | -165.3 | -108.0 | -48.7 | 306 | 448 | 983 | 1257 | 185.1 | 182.0 | 208.5

Changes in the structural balance give a better pic-
ture of the impact of budget policy on the economy
than does the unadjusted budget balance. The level
of the structural balance also gives a clearer picture
of the stance of fiscal policy, because this part of the
surplus or deficit will persist even when the economy
achieves permanently sustainable operating levels.

In the early 1990s, large swings in net outlays for
deposit insurance (the S&L bailouts) had substantial
impacts on deficits, but had little concurrent impact
on economic performance. It therefore became cus-
tomary to remove deposit insurance outlays as well as
the cyclical component of the surplus or deficit from
the actual surplus or deficit to compute the adjusted
structural balance. This is shown in Table 1-5.

For the period 1998 through mid-2001, the unemploy-
ment rate is slightly below the estimated NAIRU of
5.3 percent, resulting in cyclical surpluses. Thereafter,
unemployment is projected to equal the NAIRU, so the
cyclical component of the surplus vanishes. Deposit in-
surance net outlays are relatively small and do not
change greatly from year to year. The adjusted struc-
tural surplus or deficits in this budget display much
the same pattern of year-to-year changes as the actual
deficits. Two significant points are illustrated by this
table. First, of the $360 billion swing in the actual
budget balance between 1992 and 1998 (from a $290
billion deficit to a $69 billion surplus), 30 percent ($109
billion) resulted from cyclical improvement in the econ-
omy. The rest of the reduction stemmed primarily from
policy actions—mainly those in the Omnibus Budget
Reconciliation Act of 1993, which reversed a projected
continued steep rise in the deficit and set the stage
for the remarkable cyclical improvement that has oc-
curred. Second, the structural surplus is expected to
rise substantially over the projection horizon—in part
due to the effects of the Balanced Budget Act of 1997.

Sensitivity of the Budget to Economic
Assumptions

Both receipts and outlays are affected by changes
in economic conditions. This sensitivity seriously com-
plicates budget planning, because errors in economic
assumptions lead to errors in the budget projections.
It is therefore useful to examine the implications of
alternative economic assumptions.

Many of the budgetary effects of changes in economic
assumptions are fairly predictable, and a set of rules
of thumb embodying these relationships can aid in esti-
mating how changes in the economic assumptions
would alter outlays, receipts, and the surplus.

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

Changes in real GDP growth or inflation have a much
greater cumulative effect on the budget over time if
they are sustained for several years than if they last
for only one year.

Highlights of the budget effects of the above rules
of thumb are shown in Table 1-6.

If real GDP growth is lower by one percentage point
in calendar year 1999 only and the unemployment rate
rises by one-half percentage point, the fiscal 1999 sur-
plus would decrease by $9.8 billion; receipts in 1999
would be lower by about $8.0 billion, and outlays would
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be higher by about $1.8 billion, primarily for unemploy-
ment-sensitive programs. In fiscal year 2000, the re-
ceipts shortfall would grow further to about $17.2 bil-
lion, and outlays would increase by about $6.1 billion
relative to the base, even though the growth rate in
calendar 2000 equals the rate originally assumed. This
is because the level of real (and nominal) GDP and
taxable incomes would be permanently lower, and un-
employment higher. The budget effects (including grow-
ing interest costs associated with higher deficits or
smaller surpluses) would continue to grow slightly in
later years.

The budget effects are much larger if the real growth
rate is assumed to be one percentage point less in each
year (1999-2004) and the unemployment rate to rise
one-half percentage point in each year. With these as-
sumptions, the levels of real and nominal GDP would
be below the base case by a growing percentage. The
budget balance would be worsened by $163.3 billion
relative to the base case by 2004.

The effects of slower productivity growth are shown
in a third example, where real growth is one percentage
point lower per year while the unemployment rate is
unchanged. In this case, the estimated budget effects
mount steadily over the years, but more slowly, result-
ing in a $133.3 billion worsening of the budget balance
by 2004.

Joint changes in interest rates and inflation have
a smaller effect on the deficit than equal percentage
point changes in real GDP growth, because their effects
on receipts and outlays are substantially offsetting. An
example is the effect of a one percentage point higher
rate of inflation and one percentage point higher inter-
est rates during calendar year 1999 only. In subsequent
years, the price level and nominal GDP would be one
percent higher than in the base case, but interest rates
are assumed to return to their base levels. Outlays
for 1999 rise by $5.6 billion and receipts by $9.2 billion,
for a increase of $3.6 billion in the 1999 surplus. In
2000, outlays would be above the base by $12.9 billion,
due in part to lagged cost-of-living adjustments; receipts

would rise $18.4 billion above the base, however, result-
ing in a $5.6 billion improvement in the budget balance.
In subsequent years, the amounts added to receipts
would continue to be larger than the additions to out-
lays.

If the rate of inflation and the level of interest rates
are higher by one percentage point in all years, the
price level and nominal GDP would rise by a cumula-
tively growing percentage above their base levels. In
this case, the effects on receipts and outlays mount
steadily in successive years, adding $54.0 billion to out-
lays and $109.0 billion to receipts in 2004, for a net
increase in the surplus of $55.0 billion.

The table shows the interest rate and the inflation
effects separately. These separate effects for interest
rates and inflation rates do not sum to the effects for
simultaneous changes in both. This occurs because,
when the budget is in surplus and some debt is being
retired, the combined effects of two changes in assump-
tions affecting debt financing patterns and interest
costs may differ from the sum of the separate effects,
depending on assumptions about Treasury’s selection
of debt maturities to retire and the interest rates they
bear. The last entry in the table shows rules of thumb
for the added interest cost associated with changes in
the budget surplus.

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

These rules of thumb are computed while holding
the income share composition of GDP constant. Because
different income components are subject to different
taxes and tax rates, estimates of total receipts can be
affected significantly by changing income shares. How-
ever, the relationships between changes in income
shares and changes in growth, inflation, and interest
rates are too complex to be reduced to simple rules.
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ECONOMIC ASSUMPTIONS

Table 1-6.  SENSITIVITY OF THE BUDGET TO ECONOMIC ASSUMPTIONS

(In billions of dollars)

Budget effect 1999 2000 2001 2002 2003 2004
Real Growth and Employment
Budgetary effects of 1 percent lower real GDP growth:
For calendar year 1999 only:*
Receipts -8.0 -17.2 -20.1 -20.9 -21.8 -22.7
Outlays 18 6.1 6.6 8.0 9.7 115
DeCrease iN SUMPIUS (=) wuuvvuevrreeereiriieierieissieeeesesessnie s -9.8 -23.3 -26.7 -28.9 =315 -34.2
Sustained during 1999-2004: *
Receipts -8.0 -254 -46.1 -68.3 -92.0 -1175
Outlays 18 8.0 14.7 23.1 333 45.7
DeCrease i SUMPIUS (=) weuveucvrreeereerirererieissireesesesesssee s eeees -9.8 -33.4 -60.9 -914 | -1254| -1633
Sustained during 1999-2004, with no change in unemployment:
Receipts -8.0 -25.4 -46.2 -68.4 -92.1 -117.6
Outlays .. 0.2 1.0 28 5.7 10.0 15.7
Decrease in SUMPIUS (=) wovveeeeereereersrinsississsssssssessesssssessessessessessessenns -8.2 -26.4 -49.0 -742 | -102.1| -1333
Inflation and Interest Rates
Budgetary effects of 1 percentage point higher rate of:
Inflation and interest rates during calendar year 1999 only:
Receipts 9.2 18.4 17.8 16.4 17.2 18.1
Outlays 5.6 12.9 10.3 9.2 9.0 8.3
INCrease N SUIPIUS (F) ..cvucvueeriiireireinerireeseses s 3.6 5.6 75 7.2 8.2 9.7
Inflation and interest rates, sustained during 1999-2004:
Receipts 9.2 28.1 471 65.7 86.3 109.0
Outlays 5.6 18.6 29.3 38.1 46.4 54.0
INCrease N SUIPIUS (F) vt 3.6 9.5 17.8 276 39.9 55.0
Interest rates only, sustained during 1999-2004:
Receipts ... 13 33 41 4.4 4.8 5.1
Outlays 52 141 18.5 20.3 21.6 222
Decrease i SUMPIUS (=) wevueeereereeeeeineineineisisessss s -39 -10.9 -14.4 -15.9 -16.9 -17.1
Inflation only, sustained during 1999-2004:
Receipts . 8.0 24.8 43.0 61.3 81.6 103.9
Outlays 0.5 4.7 11.3 18.7 264 34.1
INCrease in SUMPIUS (+) .uvvevrrieeeieieiesieseeeeeserssie s 75 20.2 317 426 55.2 69.7
Interest Cost of Higher Federal Borrowing
Outlay effect of a $50 billion reduction in the 1999 SUrplUS ......c...cccocvevunn. 1.2 24 25 2.7 29 3.0

* $50 million or less.

 The unemployment rate is assumed to be 0.5 percentage point higher per 1.0 percent shortfall in the level of real GDP.
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Introduction

A full evaluation of the Government'’s financial condi-
tion must consider a broader range of data than would
usually be shown on a business balance sheet. A bal-
anced assessment of the Government's financial condi-
tion requires several complementary perspectives. This
chapter presents a framework for such analysis. No
single table in this chapter is “the balance sheet” of
the Federal Government. Rather, the chapter taken as
a whole provides an overview of the Government's fi-
nancial resources, the current and future claims on
them, and what the taxpayer gets in exchange for these
resources. This is the kind of assessment for which
a financial analyst would turn to a business balance
sheet, but this chapter is expanded to take into account
the Government'’s unique roles and circumstances.

Because of the differences between Government and
business, and because there are serious limitations in
the available data, this chapter’s findings should be
interpreted with caution. The conclusions are tentative
and subject to revision.

The presentation consists of three parts:

* The first part reports on what the Federal Govern-
ment owns and what it owes. Table 2-1 summa-
rizes this information. The assets and liabilities
in this table are a useful starting point for analy-
sis, but they are only a partial reflection of the
full range of Government resources and respon-
sibilities. Only those items actually owned by the
Government are included in the table, but its re-
sources extend beyond the assets defined in this
narrow way. Government can also rely on taxes
and other measures to meet future obligations.
Similarly, while the table’s liabilities include all
of the binding commitments resulting from prior
Government action, Government’s responsibilities
are much broader than this.

 The second part presents possible paths for the
Federal budget extending well into the next cen-
tury, beginning with an extension of the 2000
Budget. Table 2—-2 summarizes this information.
This part offers the clearest indication of the long-
run financial demands that the Government faces
and the resources that will be available to meet
them. Some future claims on the Government de-
serve special emphasis because of their impor-
tance to individuals’ retirement plans. Table 2-3
summarizes the condition of the Social Security

and Medicare trust funds and how that condition
has changed since 1997.

e The third part of the presentation features infor-
mation on economic and social conditions which
the Government affects by its actions. Table 2-4
presents summary data for national wealth while
highlighting the Federal investments that have
contributed to that wealth. Table 2-5 presents a
small sample of economic and social indicators.

Relationship with FASAB Objectives

The framework presented here meets the stewardship
objective * for Federal financial reporting recommended
by the Federal Accounting Standards Advisory Board
and adopted for use by the Federal Government in Sep-
tember 1993.

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

3a. Whether the Government's financial position improved
or deteriorated over the period.

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

3c. Whether Government operations have contributed to
the Nation’s current and future well-being.
The presentation here explores an experimental ap-
proach for meeting this objective at the Government-
wide level.

What Can Be Learned from a Balance Sheet
Approach

The budget is an essential tool for allocating re-
sources within the Federal Government and between
the public and private sectors; but the standard budget
presentation, with its focus on annual outlays, receipts,
and the surplus/deficit, does not provide all the infor-
mation needed for a full analysis of the Government's
financial and investment decisions. A business may ul-
timately be judged by the bottom line in its balance
sheet, but for the National Government, the ultimate
test is how its actions affect the country.

1 Objectives of Federal Financial Reporting, Statement of Federal Financial Accounting
Concepts Number 1, September 2, 1993. The other objectives relate to budgetary integrity,
operating performance, and systems and controls.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S “BALANCE SHEET”

1. According to Table 2-1, the Government's liabilities exceed its assets. No business could
operate in such a fashion. Why does the Government not manage its finances more like a
business?

Because the Federal Government is not a business. It has fundamentally different objectives,
and so must operate in different ways. The primary goal of every business is to earn a profit.
But in our free market system, the Federal Government leaves almost all activities at which a
profit could be earned to the private sector. In fact, the vast bulk of the Federal Government’s
operations are such that it would be difficult or impossible to charge prices for them—Iet alone
prices that would cover expenses. The Government undertakes these activities not to improve its
own balance sheet, but to benefit the Nation—to foster not only monetary but also nonmonetary
values. No business would—or should—sacrifice its own balance sheet to bolster that of the rest
of the country.

To illustrate, one of the Federal Government's most valuable assets is its holdings of gold. The
price of gold generally fluctuates counter to the state of the economy—if inflation is rapid and
out of control, the price of gold rises; but when inflation slows and steadies, the price of gold
falls. One source of the deterioration of the Federal Government’s balance sheet since the early
1980s has been a decline in the relative price of gold, which has reduced the real value of the
Government’s gold holdings. But that price decline—and the resulting deterioration of the Gov-
ernment’s balance sheet—began as a direct consequence of Federal policies to reduce inflation,
for the benefit of the people and businesses of the United States. No business would undertake
such a policy of worsening its own balance sheet.

Similarly, the Federal Government invests in education and research. The Government earns no
direct return from these investments; but the Nation and its people are made richer. A
business’s motives for investment are quite different; business invests to earn a profit for itself,
not others. Because the Federal Government’s objectives are different, its balance sheet behaves
differently, and should be interpreted differently.

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

No. Just as the Federal Government's responsibilities are of a different nature than those of a
private business, so are its resources. Government solvency must be evaluated in different
terms.

What the table shows is that those Federal obligations that are most comparable to the liabil-
ities of a business corporation exceed the estimated value of the assets the Federal Government
actually owns. However, the Government has access to other resources through its sovereign
powers, which include taxation. These powers give the Government the ability to meet present
obligations and those that are anticipated from future operations.

The financial markets clearly recognize this reality. The Federal Government's implicit credit
rating is the best in the United States; lenders are willing to lend it money at interest rates sub-
stantially below those charged to private borrowers. This would not be true if the Government
were really insolvent or likely to become so. In countries where governments totter on the brink
of insolvency, lenders are either unwilling to lend them money, or do so only in return for a sub-
stantial interest premium.

However, the Federal Government'’s balance sheet was clearly worsened by the budget policies of
the 1980s. Under President Clinton, the deterioration in the balance sheet has been halted, and
as the budget has moved from deficit to surplus, the excess of Government liabilities over assets
has leveled off and begun to shrink relative to the size of the economy.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT'S “BALANCE SHEET"—Continued

3. The Government does not comply with the accounting requirements imposed on private
businesses. Why does the government not keep a proper set of books?

Because the Government is not a business, and its primary goal is not to earn profits or to en-
hance its own wealth. Accounting standards designed to illuminate how much a business earns
and how much equity it has would not provide useful information if applied to the Government,
and might even be misleading. In recent years, the Federal Accounting Standards Advisory
Board has developed, and the Federal Government has adopted, a conceptual accounting frame-
work that reflects the Government’s functions and answers the questions for which Government
should be accountable. This framework addresses budgetary integrity, operating performance,
stewardship, and systems and controls. The Board has also developed, and the Government has
adopted, a full set of accounting standards. Federal agencies are issuing audited financial re-
ports that follow these standards; an audited Government-wide consolidated financial report was
issued last year.

This chapter addresses the “stewardship objective’—assessing the interrelated condition of the
Federal Government and of the Nation. The data in this chapter are intended to illuminate the
trade-offs and connections between making the Federal Government “better off” and making the
Nation “better off.” There is no “"bottom line” for the Government comparable to the net worth of
a business corporation. Some analysts may find the absence of a bottom line to be frustrating.
But pretending that there is such a number—when there clearly is not—does not advance the
understanding of Government finances.

4. Why is Social Security not shown as a liability in Table 2-1?

Formally, construing Social Security as a liability would entail several conceptual contradictions.
There are other Federal programs that are very similar to Social Security in the promises they
make—Medicare, Medicaid, Veterans pensions, and Food Stamps, to name a few. Should the fu-
ture benefits expected from these programs also be treated as liabilities? It would be difficult to
justify a different accounting treatment for them if Social Security were classified as a liability
of the Government. There is no bright dividing line separating Social Security from other in-
come-maintenance programs.

Furthermore, if future Social Security benefits were to be treated as liabilities, logic would sug-
gest that future Social Security payroll tax receipts that are earmarked to finance those benefits
ought to be considered assets. However, other tax receipts are not counted as assets; and draw-
ing a line between Social Security taxes and other taxes would be questionable.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT'S “BALANCE SHEET"—Continued

5. Itis all very well to run a budget surplus now, but can this be sustained? When the baby-
boom generation retires beginning in 2008, will the deficit not return larger and meaner
than ever before?

The aging of the U.S. population, which will become dramatically evident when the baby-
boomers retire, poses serious long-term problems for the Federal budget and its major entitle-
ment programs. However, the surplus in the budget means the country is better prepared to ad-
dress these problems. If current projections prove correct and the surplus is preserved for some
time to come, then there will be a significant decline in Federal net interest payments because
of the decline in Federal debt resulting from the surpluses. This is a key step towards keeping
the budget in balance when the baby-boomers retire.

The second part of this chapter and the charts that accompany it show how the budget is likely
to fare under various possible alternative scenarios.

6. Would it be sensible for the Government to borrow to finance needed capital—permitting
a deficit in the budget—so long as it was no larger than the amount spent on Federal invest-
ments?

First of all, the Government consumes capital each year in the process of providing goods and
services to the public. The rationale for using Federal borrowing to finance investment really
only applies to net investment, after depreciation is subtracted, because only net investment
augments the Government'’s assets and offsets the increase in liabilities that result from borrow-
ing. If the Government financed all new capital by borrowing, it should pay off the debt as the
capital acquired in this way loses value. As discussed in Chapter 6 of Analytical Perspectives,
net investment in physical capital owned by the Federal Government is estimated to have been
negative in 1998 and to remain negative in 1999 and 2000, so no deficit spending would actually
be justified by this borrowing-for-investment criterion.

The Federal Government also funds substantial amounts of physical capital that it does not
own, such as highways and research facilities, and it funds investment in intangible “capital”
such as education and training and the conduct of research and development. A private business
would never borrow to spend on assets that would be owned by someone else. However, such
spending is a principal function of Government. Chapter 6 shows that when these investments
are also included, net investment is estimated to be slightly positive in 1999 and 2000. It is not
clear whether this type of capital investment would satisfy the borrowing-for-investment cri-
terion. Certainly, these investments do not create Federally owned assets, even though they are
part of national wealth.

There is another hitch in the logic of borrowing to invest. Businesses expect investments to earn
a profit from which to repay the financing costs. In contrast, the Federal Government does not
generally expect to receive a direct payoff (in the form of higher tax receipts) from its invest-
ments, whether or not it owns them. In this sense, Government investments are no different
from other Government expenditures, and the fact that they provide services over a longer pe-
riod is no justification for excluding them when calculating the surplus/deficit.

Finally, the Federal Government must pursue policies that support the overall financial and eco-
nomic well-being of the Nation. In this broader context, the Government may need to manage its
fiscal policy to run a surplus, so as to augment private saving and investment, even if this
means paying for its own investments from current revenues, instead of borrowing in the credit
market and crowding out private investment. Other considerations than the size of Federal in-
vestment need to be weighed in choosing the appropriate level of the surplus or deficit.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT'S “BALANCE SHEET"—Continued

7. Is it misleading to include the Social Security surplus when measuring the Government’s
budget surplus?

For many years, experts have said that the Federal budget has three purposes: to plan the Gov-
ernment’s fiscal program; to impose financial discipline on the Government’s activities; and to
measure the Government’s effect on the economy. It should not be surprising that, with more
than one purpose, the budget is routinely presented in more than one way. For years, there
have been several alternative measures of the budget, each with its appropriate use. None of
these measures is always right, or always wrong; it depends upon the purpose to which the
budget is put.

For the purpose of measuring the Government'’s effect on the economy, it would be misleading to
omit any part of the budget; doing so would simply miss part of what we were trying to meas-
ure. For example, we would need to know all of the Federal Government's receipts and outlays
to know whether it will have the wherewithal to meet its future obligations—such as Social Se-
curity. And for purposes of fiscal discipline, leaving out particular Government activities could
be dangerous. In fact, the principle of a “unified,” all-inclusive budget was established by Presi-
dent Johnson’s Commission on Budget Concepts largely to forestall a trend toward moving fa-
vored programs off-budget—which had been done explicitly to shield those programs from scru-
tiny and funding discipline.

To plan the Government's program, however, alternative perspectives can sometimes be useful.
In particular, the Congress has moved Social Security off-budget. The purpose was to stress the
need to provide independent, sustainable funding of Social Security in the long term; and to
show the extent to which the rest of budget had relied on annual Social Security surpluses to
make up for its own shortfalls.

Policy under this Administration has been consistent with these goals. The non-Social Security
deficit has been virtually eliminated—falling consistently from its record $340 billion in 1992 to
only $30 billion, the lowest in more than a quarter of a century, in 1998. We anticipate that the
non- Social Security budget will move solidly into surplus within the time horizon of this budget.
And the President has made long-term Social Security soundness a key priority for this year.

In sum, the budget is like a toolbox that contains different tools to perform different functions.
There is a right tool for each task, but no one tool is right for every task. If we choose the right
tool for the job at hand, we can achieve our objectives.

8. What good does it do for the Federal Government to run a budget surplus, if the surplus
is only used to retire Government debt? Is this just another way of pouring the money down
the drain?

When the Government retires its debt, it is not pouring money down the drain. The Government
contributes to the accumulation of national wealth by using a budget surplus to repay Govern-
ment debt. Because of the large budget deficits of the 1980s, Federal debt measured relative to
the size of the economy has risen to levels not seen since the early 1960s. Reducing this accumu-
lated debt will have several desirable economic effects. It will help to hold down real interest
rates, which is good for investment and home ownership. Lowering the debt will give the Gov-
ernment more flexibility should it face an unexpected need to borrow in the future. When the
Government uses a budget surplus to reduce its debt, it adds to national saving. Even though
the Government is simply repaying its debt, the resources represented by the surplus are avail-
able for private investment in new plant and equipment, new homes, and other durable assets.
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The data needed to judge its performance go beyond
a simple measure of net assets. Consider, for example,
Federal investments in education or infrastructure
whose returns flow mainly to the private sector and
which are often owned by households, private busi-
nesses or other levels of government. From the stand-
point of the Federal Government's “bottom line,” these
investments might appear to be unnecessary or even
wasteful; but they make a real contribution to the econ-
omy and to people’s lives. A framework for evaluating
Federal finances needs to take Federal investments into
account, even when the return they earn accrues to
someone other than the Federal Government.

A good starting point to evaluate the Government's
finances is to examine its assets and liabilities. An il-
lustrative tabulation of net assets is presented below
in Table 2-1, based on data from a variety of public
and private sources. It has sometimes been suggested
that the Federal Government’s assets, if fully accounted
for, would exceed its debts. Table 2-1 clearly shows
that this is not correct. The Federal Government’'s as-
sets are less than its debts; the deficits in the 1980s
caused Government debts to increase far more than
Government assets.

But that is not the end of the story. The Federal
Government has resources that go beyond the assets
that normally appear on a conventional balance sheet,
including the Government’s sovereign powers to tax,
regulate commerce, and set monetary policy. However,
these powers call for special treatment in financial
analysis. The best way to incorporate them is to make
a long-run projection of the Federal budget (as is done
in the second part of this chapter). The budget provides
a comprehensive measure of the Government's annual
cash flows. Projecting it forward shows how the Govern-
ment’'s sovereign powers are expected to generate cash
flows in the future.

On the other side of the ledger are the Government's
binding obligations such as Treasury debt, and the
present discounted value of Federal obligations to pay
pension benefits to Government retirees and current
employees when they retire. These obligations have
counterparts in the business world, and would appear
on a business balance sheet. Accrued obligations for
government insurance policies and the estimated
present value of failed loan guarantees and deposit in-
surance claims are also analogous to private liabilities,
and are included with the other Government liabilities.

These formal obligations, however, form only a subset
of the Government’s financial responsibilities.

The Government has established a broad range of
programs that dispense cash and other benefits to indi-
vidual recipients. The Government is not constitu-
tionally obligated to continue payments under these
programs; the benefits can be modified or even ended
at any time, subject to the decisions of the elected rep-
resentatives in Congress. Such changes are a regular
part of the legislative cycle. Allowing for such changes,
however, it is likely that many of these programs will
remain Federal obligations in some form for the foresee-
able future. Again, the best way to see how future
responsibilities line up with future resources is to
project the Federal budget forward far enough in time
to capture the long-run effects of current and past deci-
sions. Projections of this sort are presented below.

The budget, even when projected far into the future,
does not show whether the public is receiving value
for its tax dollars. Information on that point requires
performance measures for government programs sup-
plemented by appropriate information about conditions
in the U.S. economy and society. Such data are cur-
rently available, but much more need to be developed
to obtain a full picture. Examples of what might be
done are also shown below. (Performance measures are
discussed more fully in Section VI of this year's Budg-
et.)

The presentation that follows consists of a series of
tables and charts. All of them taken together function
as a Federal balance sheet. The schematic diagram,
Chart 2.1, shows how they fit together. The tables and
charts should be viewed as an ensemble, the main ele-
ments of which can be grouped together in two broad
categories—assets/resources and liabilities/responsibil-
ities.

* Reading down the left-hand side of the diagram
shows the range of Federal resources, including
assets the Government owns, tax receipts it can
expect to collect, and national wealth that pro-
vides the base for Government revenues.

» Reading down the right-hand side reveals the full
range of Federal obligations and responsibilities,
beginning with Government’s acknowledged liabil-
ities based on past actions, such as the debt held
by the public, and going on to include future budg-
et outlays. This column ends with a set of indica-
tors highlighting areas where Government activity
affects society or the economy.
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ASSETS/RESOURCES

Federal Assets

Financial Assets
Gold and Foreign Exchange
Other Monetary Assets
Mortgages and Other Loans
Less Expected Loan Losses
Other Financial Assets

Physical Assets
Fixed Reproducible Capital
Defense
Nondefense
Inventories
Non-reproducible Capital
Land
Mineral Rights

Resources/Receipts

Projected Receipts

National Assets/Resources

Federally Owned Physical Assets
State & Local Physical Assets
Federal Contribution
Privately Owned Physical Assets
Education Capital
Federal Contribution
R&D Capital
Federal Contribution

Federal
Governmental
Assets
and Liabilities
(Table 2-1)

Long-Run
Federal
Budget

Projections

(Table 2-2)

Change in Trust
Fund Balances
(Table 2-3)

National
Wealth
(Table 2-4)

Social
Indicators
(Table 2-5)

Chart 2-1. A BALANCE SHEET PRESENTATION FOR THE FEDERAL GOVERNMENT

LIABILITIES/RESPONSIBILITIES

Federal Liabilities

Financial Liabilities
Currency and Bank Reserves
Debt Held by the Public
Miscellaneous
Guarantees and Insurance
Deposit Insurance
Pension Benefit Guarantees
Loan Guarantees
Other Insurance
Federal Pension Liabilities

Net Balance

Responsibilities/Outlays

Discretionary Outlays
Mandatory Outlays
Social Security
Health Programs
Other Programs
Net Interest

Deficit

National Needs/Conditions

Indicators of economic, social,
educational, and environmental
conditions to be used as a guide
to Government investment and
management.
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PART I—THE FEDERAL GOVERNMENT'S ASSETS AND LIABILITIES

Table 2-1 summarizes what the Government owes
as a result of its past operations along with the value
of what it owns, for a number of years beginning in
1960. The values of assets and liabilities are measured
in terms of constant FY 1998 dollars. For most of this
period, Government liabilities have exceeded the value
of assets, but until the early 1980s the disparity was
relatively small, and it was growing slowly (see chart
2-2).

In the late 1970s, a speculative run-up in the prices
of oil, gold, and other real assets temporarily boosted
the value of Federal holdings, but since then those
prices have declined.? Currently, the total real value
of Federal assets is estimated to be only about 12 per-
cent greater than it was in 1960. Meanwhile, Federal
liabilities have increased by 167 percent in real terms.
The sharp decline in the Federal net asset position
was principally due to large Federal budget deficits
along with a drop in certain asset values. Currently,
the net excess of liabilities over assets is about $3.2
trillion, or $12,000 per capita.

Assets

The assets in Table 2-1 are a comprehensive list
of the financial and physical resources owned by the
Federal Government. The list corresponds to items that
would appear on a typical balance sheet.

Financial Assets: According to the Federal Reserve
Board’'s Flow-of-Funds accounts, the Federal Govern-
ment's holdings of financial assets amounted to about
$0.2 trillion at the end of FY 1998. Government-held
mortgages and other loans (measured in constant dol-
lars) reached a peak in the mid-1980s. Since then, the
value of Federal loans has declined. The holdings of
mortgages, in particular, have declined sharply as hold-
ings acquired from failed savings and loan institutions
have been liquidated.

The face value of mortgages and other loans over-
states their economic worth. OMB estimates that the
discounted present value of future losses and interest
subsidies on these loans is $45 billion as of 1998. These
estimated losses are subtracted from the face value of
outstanding loans to obtain a better estimate of their
economic worth.

Over time, variations in the price of gold have ac-
counted for major swings in this category. Since the
end of FY 1980, gold prices have fallen and the real
value of U.S. gold and foreign exchange holdings has
dropped by 58 percent.

Reproducible Capital: The Federal Government is a
major investor in physical capital. Government-owned
stocks of fixed capital amounted to about $1.0 trillion

2This temportary improvement highlights the importance of the othr tables in this presen-
tation. What is good for the Federal Government as an asset holder is not necessary
favorable to the economy. The decline in inflation in the early 1980s reversed the speculative
runnup in gold and other commaodity prices. This reduced the balance of Federal net assets,
but it was good for the economy and the nation as a whole.

in 1998 (OMB estimate). About two-thirds of this cap-
ital took the form of defense equipment or structures.

Non-reproducible Capital: The Government owns sig-
nificant amounts of land and mineral deposits. There
are no official estimates of the market value of these
holdings (and of course, in a realistic sense, much of
this land could or would never be sold). Researchers
in the private sector have estimated what they are
worth, and these estimates are extrapolated in Table
2-1. Private land values fell sharply in the early 1990s,
although they have risen somewhat since 1993. It is
assumed here that federal land shared in the decline
and the subsequent recovery. Oil prices have declined
sharply in recent years and are now lower in nominal
terms than at any time since the late 1980s, reducing
the value of Federal mineral deposits. (The estimates
omit other types of valuable assets owned by the Gov-
ernment, such as works of art or historical artefacts,
simply because the valuation of such assets would have
little realistic basis in fact, and because most of these
objects would never be sold.)

Total Assets: The total real value of Government as-
sets is lower now than at the end of the 1980s, prin-
cipally because of declines in the real value of gold,
land, and minerals. Even so, the Government’s holdings
are vast. At the end of 1998, the value of Government
assets is estimated to have been about $2.3 trillion.
Liabilities

Table 2-1 includes only those liabilities that would
appear on a business balance sheet. These include var-
ious forms of Federal debt, Federal pension obligations
to civilian and military employees, and liabilities for
Federal insurance and loan guarantee programs.

Financial Liabilities: Financial liabilities amounted
to about $3.9 trillion at the end of 1998. The largest
component was Federal debt held by the public,
amounting to around $3.3 trillion. This measure of Fed-
eral debt is net of the holdings of the Federal Reserve
System (about $0.4 trillion at the end of FY 1998).
Although independent in its policy deliberations, the
Federal Reserve is part of the Federal Government,
and its assets and liabilities are included here in the
Federal totals. In addition to debt held by the public,
the Government's financial liabilities include approxi-
mately $0.5 trillion in currency and bank reserves,
which are mainly obligations of the Federal Reserve
System, and about $0.1 trillion in miscellaneous liabil-
ities.

Guarantees and Insurance Liabilities: The Federal
Government has contingent liabilities arising from loan
guarantees and insurance programs. When the Govern-
ment guarantees a loan or offers insurance, cash dis-
bursements may initially be small or, if a fee is
charged, the Government may even collect money; but
the risk of future cash payments associated with such
commitments can be very large. The figures reported
in Table 2-1 are prospective estimates showing the cur-
rent discounted value of expected future losses. The



Table 2-1. GOVERNMENT ASSETS AND LIABILITIES*
(As of the end of the fiscal year, in billions of 1998 dollars)

1960 1965 1970 1975 1980 1985 1990 1991 1992 1993 1994 1995 1996 1997 1998
ASSETS
Financial Assets:
Gold and Foreign Exchange 103 72 61 136 336 161 202 181 178 178 178 185 170 142 140
Other MONetary ASSELS .......ocveeeeerrernernrineseeenenenns 39 55 33 15 39 25 32 23 41 41 32 32 44 45 46
Mortgages and Other Loans ...........cccevrvrerninenne 127 163 211 211 290 356 289 293 270 240 225 213 202 200 211
less Expected Loan and LOSSES ........cccovwvverenes -1 -3 -4 -9 -17 =17 -19 =21 -23 -25 =27 -23 -23 -41 -45
Other Financial Assets 61 81 65 66 82 106 159 190 222 201 188 186 187 185 179
SUBOLAl oo 329 370 365 419 731 631 663 665 688 636 596 592 580 530 531
Physical Assets:
Fixed Reproducible Capital:
Defense 932 911 887 724 628 789 818 831 828 815 803 779 754 712 695
Nondefense .. 138 212 249 273 296 319 337 340 342 343 346 351 352 345 348
Inventories 264 228 212 189 230 263 229 208 202 186 177 158 141 130 121
Nonreproducible Capital:.
91 126 157 243 309 332 328 299 267 251 247 248 251 261 277
Mineral Rights 329 304 250 348 632 712 476 451 425 404 374 351 398 418 351
SUBLOLAl oo 1,753 | 1,782 | 1,755 | 1,776 | 2,095 | 2415| 2,188 | 21129 2,065 2,000 1,948 1,887 1,895 1,867 1,792
Total ASSELS ....cvviciiciese e 2,082 | 2152 | 2120 | 219 | 2,826 | 3047 | 2851 | 2,795 2,753 2,636 2,544 2,479 2,475 2,397 2,323
LIABILITIES
Financial Liabilities:
Currency and Bank Reserves 230 253 279 284 285 302 360 365 383 413 439 447 458 478 514
Debt held by the Public 999 986 836 822 | 1,063 | 1,887 | 2590 2,793 3,050 3,201 3,287 3,381 3,438 3,390 3,274
MiSCEIIANEOUS ....vovvveriririeeiieieiie et 26 28 30 43 67 93 139 127 119 118 115 111 112 105 106
SUBOLAl oo e 1254 | 1,265 | 1,145| 1,149 | 1415| 27283 | 3,089 | 3,286 3,552 3,732 3,840 3,940 4,008 3,974 3,894
Insurance Liabilities:
Deposit Insurance 0 0 0 0 2 9 69 76 39 13 9 5 2 1 1
Pension Benefit Guarantee 0 0 0 43 31 43 42 46 51 66 32 20 54 30 40
Loan Guarantees 0 0 2 6 12 10 15 24 27 30 32 28 32 30 22
Other INSUFANCE ....uvvuvrvcieieisrissiessessessessesses s 31 28 22 20 27 17 19 19 19 18 17 17 16 16 16
SUBOLAL oo 31 29 24 70 72 79 146 165 135 127 90 69 105 77 78
Federal Pension Liabilities .........ccccoccrereenrreiisrseinns 794 | 1,006 | 1,94 | 1355 | 1,781 | 1,766 | 1,694 | 1,683 1,694 1,629 1,603 1,619 1,579 1,588 1,587
Total Liabilities 2,080 | 3301 | 2363 | 2574 | 3269 | 4,127 | 4,929 | 5133 5,381 5,488 5,534 5,628 5,691 5,640 5,559
Balance 2| -149 -243 -378 -443 | -1,080 | -2,077 | -2,339 | -2,629 | -2,851 | -2,989 | -3,149 | -3216 | -3,243| -3,235
Addenda:
Balance Per Capita (in 1998 dollars) ..........cccevence 12| -766 | -1,184 | -1,752 | -1,938 | -4,519 | -8,288 | —9,231 | -10,262 | -11,016 | -11,438 | -11,936 | -12,081 | -12,077 | -11,947
Ratio to GDP (in PErcent) .......ocemeemienerinseneenees 01| -46 -6.3 -8.7 -85 | -178| -301| -339 -37.0 -39.2 -39.7 -41.0 -40.3 -39.1 -37.7

*This table shows assets and liabilites for the Government as a whole, including the Federal Reserve System. Therefore, it does not break out separately the assets held in Government accounts, such as Social Security, that are the obligation of specific Government
agencies. Estimates for FY 1998 are extrapolated in some cases.

*The model and data used to calculate this liability were revised for 1996-1997.
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PERCENT OF GDP

Chart 2-2. NET FEDERAL LIABILITIES
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present value of all such losses taken together is about
$0.1 trillion. The resolution of the many failures in
the savings and loan and banking industries has helped
to reduce the liabilities in this category by more than
half since 1990.

Federal Pension Liabilities: The Federal Government
owes pension benefits to its retired workers and to cur-
rent employees who will eventually retire. The amount
of these liabilities is large. The discounted present
value of the benefits is estimated to have been around
$1.6 trillion at the end of FY 1998.3

The Balance of Net Liabilities

Because of its sovereign powers, the Government
need not maintain a positive balance of net assets, and
the rapid buildup in liabilities since 1980 has not dam-
aged Federal creditworthiness. However, from 1980 to
1992, the balance between Federal liabilities and Fed-
eral assets did deteriorate at a very rapid rate. In 1980,
the negative balance was less than 10 percent of GDP;
by 1995 it was 41 percent of GDP. Since then, the
net balance as a percentage of GDP has improved for
three straight years. If a budget surplus is maintained,
the net balance will continue to improve.

PART II—THE BALANCE OF RESOURCES AND RESPONSIBILITIES

As noted in the preceding section, a business-type
accounting of assets and liabilities misses the role of
the Government’s unique sovereign powers, including
taxation. Therefore, the best way to examine the bal-
ance between future Government obligations and re-
sources is by projecting the budget over the long run.
The budget offers a comprehensive measure of the Gov-
ernment's annual financial burdens and resources. By
projecting annual receipts and outlays, it is possible
to examine whether there will be sufficient resources
to support all of the Government’s ongoing obligations.

3These pension liabilities are expressed as the actuarial present value of benefits accrued-
to-date based on past and projected salaries. The cost of retiree health benefits is not
included. The 1998 liability is extrapolated from recent trends.

This part of the presentation describes long-run pro-
jections of the Federal budget extending beyond the
normal budget horizon. Forecasting the economy and
the budget over such a long period is highly uncertain.
Future budget outcomes depend on a host of un-
knowns—constantly changing economic conditions, un-
foreseen international developments, unexpected demo-
graphic shifts, the unpredictable forces of technological
advance, and evolving political preferences. Those un-
certainties increase the further into the future the pro-
jections are pushed. Even so, long-run budget projec-
tions are needed to assess the full implications of cur-
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rent action or inaction, and to sound warnings about
future problems that could be avoided by timely action.
The Federal Government's responsibilities extend well
beyond the next decade. There is no time limit on Gov-
ernment’s constitutional responsibilities, and programs
like Social Security are intended to continue indefi-
nitely.

It is evident even now that there will be mounting
challenges to the budget early in the next century. By
2008, the first of the huge baby-boom generation born
after World War 11 will become eligible for early retire-
ment under Social Security. In the years that follow
there will be serious strains on the budget because
of increased expenditures for Social Security, Medicare,
and Medicaid. Long-range projections can help indicate
how serious these strains might become and what is
needed to withstand them.

The retirement of the baby-boomers dictates the tim-
ing of the problem, but the underlying cause is deeper.
The growth of the U.S. population has been slowing
down, and because of that and because people are living
longer, a change is inevitably coming in the ratio of
retirees to workers given current retirement patterns.
The budgetary pressure from these trends is tempo-
rarily in abeyance. In the 1990s, the large baby-boom
cohort has been moving into its prime earning years,
while the retirement of the much smaller cohort born
during the Great Depression has been holding down
the rate of growth in the retired population. The sup-
pressed budgetary pressures are likely to burst forth
when the baby-boomers begin to retire. However, even
after the baby-boomers have passed from the scene
later in the century, a higher ratio of retirees to work-
ers is expected to persist because of the underlying
pattern of low fertility and improving longevity, with
concomitant problems for the retirement programs.
These same problems are gripping other developed na-
tions, even those that never experienced a baby-boom;
in fact, those nations that did not have baby-booms
are facing their demographic pressures already.

The Improvement in the Long-Range Outlook.—
Since this Administration first took office, there have
been major changes in the long-run budget outlook.
In January 1993, the deficit was clearly on an unstable
trajectory. Had the policies then in place continued un-
changed, the deficit would have steadily mounted not
only in dollar terms, but relative to the size of the
economy.? At that time, the deficit was projected to
rise to over 10 percent of GDP by 2010—a level unprec-
edented for peacetime—and to continue sharply upward
thereafter. This would have driven Federal debt held
by the public to unsustainable levels.

The Omnibus Budget Reconciliation Act of 1993
(OBRA) changed that. Not only did it reduce the near-
term deficit, but, aided by the strong economy that

“Over long periods when the rate of inflation is positive, comparisons of dollar values
are meaningless. Even the low rate of inflation assumed in this budget will reduce the
value of a 1998 dollar by 50 percent by 2030, and by almost 70 percent by the year
2050. For long-run comparisons, it is much more useful to examine the ratio of the deficit
and other budget categories to the expected size of the economy as measured by GDP.

it helped to create, it also reduced the long-term deficit.
Prior to enactment of the Balanced Budget Agreement
in 1997, however, the deficit was expected to persist,
though at a more moderate level. In the absence of
further policy changes, it was projected to remain at
around 1.5 percent of GDP through 2010, and after-
wards to begin an unsustainable rise that would even-
tually exceed 20 percent of GDP.

The Balanced Budget Agreement (BBA) took the next
major step. With the strength of the economy over the
last three years, the budget reached balance ahead of
schedule; and thanks to the BBA, it is now projected
to remain in surplus throughout the next decade. Ex-
tending the policies in this budget beyond the usual
budget window, a surplus may be sustained for many
years, although a deficit is projected to reemerge in
the long run absent further policy changes. How long
the surplus can be preserved depends on certain key
factors, some of the most important of which are illus-
trated in Chart 2-3.

Fiscal discipline is crucial for long-run budget stabil-
ity. The rate of growth in discretionary spending helps
determine the margin of resources available to devote
to other purposes, such as debt reduction. Chart 2-3
illustrates how the surplus varies depending on as-
sumptions about future growth in discretionary spend-
ing. Another key factor is the expected growth of Fed-
eral health care costs. The usual forecasting convention
in past budgets was to adopt the long-range projections
of the Medicare actuaries. Those projections include a
slowdown in the rate of growth in real per capita spend-
ing under Medicare beginning in about 15 years. More
rapid growth of Medicare, closer to the historical trend
for the program, would result in a faster return to
deficits, as shown in Chart 2-3.

Under most reasonable alternatives, the long-run
budget outlook contrasts favorably with the generally
prevailing opinion among budget experts just a few
years back. Then, it was held that the long-run outlook
for the deficit was necessarily bleak. For some time,
there has been a general consensus among demog-
raphers and economists that population trends in the
next century will put strains on the budget, and it
was thought that these strains must inevitably lead
to large deficits. For example, the 1994 report of the
Bipartisan Commission on Entitlement and Tax Reform
found that there is a “long-term imbalance between
the government’s entitlement promises and the funds
it will have available to pay for them.” The Congres-
sional Budget Office (CBO) has observed: “If the budg-
etary pressure from both demography and health care
spending is not relieved by reducing the growth of ex-
penditures or increasing taxes, deficits will mount and
seriously erode future economic growth.”® On a nar-
rower front, the annual Trustees’ reports for both Social
Security and Medicare have for some time projected
long-run actuarial deficiencies.

One sign that the consensus may have shifted some-
what as a result of recent policy actions is provided

S Long-Term Budgetary Pressures and Policy Options, March 1997.
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by the most recent of a series of reports from the Gen-
eral Accounting Office (GAO) on the long-run budget
outlook.® GAO observes that, “Major progress has been
made on deficit reduction ... While our 1995 simulations
showed deficits exceeding 20 percent of GDP by 2024
..., our updated model results show that this point
would not be reached until nearly 2050.” GAO contin-
ues to find that unsustainable deficits emerge in the
long run absent major entitlement reforms, but the date
at which the deficit starts to rise has been postponed
significantly as a result of recent actions.

Another sign is provided by CBO's projection last Au-
gust of how the surplus would evolve under the policies
in place at that time. CBO foresaw a rising budget
surplus through 2008, reaching almost 2 percent of
GDP.” CBO's long-range projections envisioned contin-
ued surpluses that would bring debt held by the public
close to zero by around 2020. Beyond that point, how-
ever, CBO projected a return of the deficit which would
eventually drive up the level of Federal debt to
unsustainable levels. The summary measure that CBO
has used to indicate the magnitude of the long-run
fiscal imbalance—the permanent change in taxes need-
ed to stabilize the ratio of debt to GDP—declined to
1.2 percent of GDP from 5.4 percent of GDP in its
original long-range projections from May 1996.

& Analysis of Long-Term Fiscal Outlook, October 1997.
”The Economic and Budget Outlook: An Update, August 1998.

The main reason for this improvement in the outlook
has been the unexpected increase in the near-term
budget surplus. Using the surpluses to retire Federal
debt, as was done in 1998, will dramatically reduce
debt held by the public and Federal net interest pay-
ments. Last year, net interest amounted to almost 3
percent of GDP. Under current estimates that would
be cut to under 1 percent of GDP in 2009, assuming
future surpluses are actually realized. This means that
when the demographic pressures on Social Security and
the Federal health programs begin to mount after 2008,
there will be more budgetary resources available to
meet the problem, and that postpones the date on
which the deficit in the unified budget returns.

Economic and Demographic Assumptions.—Long-
run budget projections require a long-run demographic
and economic forecast even though any such forecast
is highly uncertain and is likely to be at least partly
wrong. The forecast used here extends the Administra-
tion’s medium-term economic projections described in
the first chapter of this volume, augmented by the long-
run demographic projections from the most recent So-
cial Security Trustees’ Report.

* Inflation, unemployment and interest rates are as-
sumed to hold stable at their values in the last
year of the Administration budget projections,
2009: 2.3 percent per year for CPI inflation, 5.3

Chart 2-3. LONG RUN DEFICIT PROJECTIONS
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percent for the unemployment rate, and 5.4 per-
cent for the yield on 10-year Treasury notes.

* Productivity growth is assumed to continue at the
same constant rate as it averages in the Adminis-
tration’s medium-term projections: 1.3 percent per
year.

e In line with the most recent projections of the
Social Security Trustees, population growth is ex-
pected to slow over the next several decades. This
is consistent with recent trends in the birth rate.
The slowdown is expected to lower the rate of
population growth from over 1 percent per year
in the early 1990s to about half that rate by 2025.

e Labor force participation is also expected to de-
cline as the population ages and the proportion
of retirees in the population increases. The Admin-
istration projects a higher rate of labor force par-
ticipation over the next decade than is assumed
in the latest Trustees’ Report. That difference is
preserved in the long-run projections below.

* The projected rate of economic growth is deter-
mined in the long run by growth of the labor
force plus productivity growth. Because labor force
growth is expected to slow and productivity
growth is assumed to be constant, real GDP
growth is expected to decline from around 2.4 per-
cent per year to an average rate of 1.5 percent
per year after 2020. This is a logical implication
of the other assumptions which are based on rea-
sonable forecasting conventions; however, it im-
plies a marked departure from the historical rate
of growth in the U.S. economy.

The economic projections described above are set by
assumption and do not automatically change in re-
sponse to changes in the budget outlook. This is unreal-
istic, but it simplifies comparisons of alternative poli-
cies. A more responsive (or dynamic) set of assumptions
would serve mainly to strengthen the same conclusions
reached by the current approach. Both CBO and GAO
in their investigations of the long-run outlook have ex-
plored such feedback effects and found that they accel-
erate the destabilizing effects of sustained budget defi-
cits. Similarly, but in the opposite direction, budget
surpluses would be expected to lead to higher national
saving, lower real interest rates, and more economic
growth which would increase Federal receipts and lower
outlays, further augmenting projected surpluses.

Alternative Budget Baselines.—Chart 2-3 shows
four alternative budget projections: one based on the
policies in place prior to enactment of OBRA; and three
others showing current projections, including the man-
datory spending proposals in this budget under alter-
native assumptions about discretionary spending and
future Federal health care costs. The chart illustrates
the dramatic improvement in the deficit that has al-
ready been achieved. Furthermore, it shows that if the
budget remains in surplus throughout the next decade,
as is now expected, it will substantially ease the task
of maintaining fiscal stability when the demographic
bulge begins to hit after 2008. Table 2-2 shows long-

range projections for the major categories of spending
under the three alternatives based on the current budg-
et and shown in Chart 2-3.

The table shows that for all three alternatives the
entitlement programs are expected to absorb an in-
creasing share of budget resources.

e In all three alternatives, Social Security benefits,
driven by the retirement of the baby-boom genera-
tion, rise from 4.5 percent of GDP in 2000 to 7.0
percent in 2030. They continue to rise after that
but more gradually, eventually reaching 7.8 per-
cent of GDP by 2075.

« In all three alternatives, Federal Medicaid spend-
ing goes up from 1.3 percent of GDP in 2000 to
3.1 percent in 2030 and almost 9 percent of GDP
in 2075.

* Under the Medicare actuaries’ long-range projec-
tions, Medicare rises from 2.3 percent of GDP in
2000 to 4.4 percent in 2030 and 5.0 percent by
2075. If the real per capita growth rate in Medi-
care does not slow as much as the actuaries have
assumed, the program could expand even more
rapidly. In the alternative with faster spending
growth, Medicare outlays reach 5.1 percent of
GDP in 2030, and 9.5 percent by 2075.

« Under current services assumptions, discretionary
spending falls as a share of GDP, from 6.5 percent
in 2000 to 4.3 percent in 2030 and 3.0 percent
of GDP in 2075. The programs grow with inflation
and Government wages keep pace with those paid
in the private sector, but they do not keep up
with population. Allowing discretionary spending
to expand with both inflation and population
would moderate the decline in spending as a share
of GDP. Under this assumption, discretionary
spending is 4.7 percent of GDP in 2030, and 3.6
percent of GDP in 2075.

The long-run budget outlook is much improved be-
cause of actions taken by this Administration in co-
operation with the Congress. Eliminating the budget
deficit has set the budget on a solid footing for many
years to come. With a continuation of the Administra-
tion’s economic assumptions, the budget could remain
in surplus for several decades.

However, although receipts are higher and net inter-
est outlays are lower in these projections than they
were before, the underlying demographic problems have
not been eliminated, and rising health care costs are
also likely to continue to put pressure on the budget.
Under current services assumptions, a primary, or non-
interest, deficit reappears in 2033, after the retirement
of the baby-boom generation is virtually completed. Al-
though the underlying imbalance is small, and the uni-
fied budget remains in surplus for many more years,
a sustained primary deficit is sufficient to begin a slow
but irreversible spiral. The recurrence of the unified
deficit is inevitable once this happens unless there are
future changes in policy.® Under the alternative base-

8The primary or non-interest surplus is the difference between all outlays, excluding
interest, and total receipts. It can be positive even when the total budget is in deficit.
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LONG-RUN BUDGET PROJECTIONS OF 2000 BUDGET POLICY

(Percent of GDP)

2005 2010 2020 2030 2040 2050 2060 2070 2075

Table 2-2.
1995 2000
Current Services
Receipts ... 188 | 20.7
Outlays ..... 211 | 194
Discretionary 7.6 6.5
LT To o SRR 103 | 105
SOCial SECUMLY ..ot 4.6 45
Medicare ... 2.2 2.3
Medicaid . 1.2 13
OHET oo 22 25
NEt INEIESt ..o 3.2 2.4
Surplus(+)/DefiCit(=) .vvvrrrennns -2.3 13
Federal debt held by the public 50.1 | 39.2
Primary surplus/defiCit (=) .....coovvverenrnrnrsrssssnrnnnns 0.9 3.7
Discretionary Grows with Population
RECEIPLS oo 188 | 20.7
OULAYS oot 211 | 194
Discretionary 7.6 6.5
Mandatory ....... .| 103| 105
SOCIAl SECUMLY ..o 4.6 45
MEUICAIE ...evvvvrirciiiicrie e 22 2.3
Medicaid .. 12 13
Other ........ 22 25
Net Interest .. 3.2 2.4
SUMPIUS(F)/DEFICIE(=) cvvuvvrereireirerrrrierireireese e -23 13
Federal debt held ... .| 501 392
Primary surplus/defiCit(=) ...........ccoverrrmererneirirnerneineinenns 0.9 37
Continued Rapid Medicare Growth
RECEIPLS oo 188 | 20.7
Outlays ... 211 194
Discretionary 7.6 6.5
Mandatory ....... 103 | 105
Social Security 4.6 45
Medicare ... 2.2 2.3
Medicaid . 12 13
Other ...... 2.2 25
Net Interest 3.2 2.4
Surplus(+)/DefiCit(=) ...ocvevreenee -2.3 13
Federal debt held by the public .| 501 392
Primary surplus/defiCit(=) .......cocooererenenininininininnns 0.9 3.7

200| 201 | 206| 209 | 21.2| 214| 215| 216| 216
180 | 171 176| 190 196| 203 | 220 | 249 | 268

5.6 51 4.6 4.3 3.9 3.6 34 31 3.0
11.0| 115| 140| 164 | 175| 185| 201 | 220 | 231

14 0.5 -1.9 .
2.0 31 2.9 1.9 16 11| 05| 33| 52
24.0 70| -21.8 | -352| -383| -385| -29.3| -34 | 179
35 3.6 1.9 02| 03| 08| 20| 35| 44
200| 201| 206 | 209| 212 | 214| 215| 216| 216
180 | 171 | 178 | 196 205| 215| 236 | 270| 292
5.6 51 4.8 47 44 42 39 37 3.6
11.0| 115| 140| 164 | 175| 185| 201 | 220 | 231

-15 . .
2.0 31 2.8 14 07| 01| -21| 54| -76
24.0 70| -213 | =317 | -297| -233| 60| 293 | 558
35 3.6 18| -01| -07| -13| -25| -41| -51
200| 201 | 206 | 209 | 212 | 214| 215| 216| 216
180 171 | 178 | 200 | 218| 242 | 283 | 343 382
5.6 51 4.6 43 39 3.6 34 31 3.0
11.0( 115| 142| 172| 190| 206 | 230| 259 | 275

-1.0 . . .
2.0 31 2.7 09| 07| -29| -68| -127| -16.6
24.0 70| -21.2 | -29.4 | -19.8 19| 441 1175 | 168.9
35 3.6 17| -05| -17| -29| -49| -715| -89

lines shown in Chart 2-3 and Table 2-2, the primary
deficit reappears even sooner. When discretionary
spending grows with both population and inflation, the
primary deficit reappears in 2030, and when Medicare
grows more rapidly, it recurs in 2028. In all cases,
a unified deficit reappears before the end of the 75
year forecast period.

The Effects of Alternative Economic and Tech-
nical Assumptions. The results discussed above are
highly sensitive to changes in underlying economic and
technical assumptions. The three alternatives in Table
2-2 illustrate the 