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NOTES

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

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

Unless otherwise indicated, CBO baseline projections assume that discretionary spending is
adjusted for inflation. In the projections, spending from the Violent Crime Reduction Trust
Fund (VCRTF) inL998 thpugh2007 is equal to the level appropriated for 1997, adjusted for
inflation. Because general-purpose discretionary spending (all discretionary spending other than
that from the VCRTF) at the 1997 level adjusted for inflation wouteted the statutory cap

on such spending in 1998, projected general-purpose spending is set equal to the cap in 1998
and is assumed to increase at the rate of inflation from the 1998 cap level in TRHAV07.

Unemployment rates throughout the report are calculated on the basis oilite lalvor force.
Numbers in the text and tables of this report may not add to totals because of rounding.

National income and product account (NIPA) data shown in the tables do not incorporate the
revised data for the third quarter of 1996 that were releaseéeniber 201996.

ERRATA

In the print version of this report, the estimates of the standardized-employment deficit
and related series were incorrectly reported in the "Fiscal Policy" section of Chapter
One, in Tables 1-2, F-1, F-2, and F-3, and in Figure 2-1. This electronic version contains
correct text, tables, and figures.

The last two sentences of the "Comparison with Private Forecasts" subsection of Chapter
One and the first sentence of Appendix C have been corrected in this electronic version.
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Summary

fter four years of sharp decline, the federal
A budget deficit will rise modestly over the next

10 years if current laws and policies do not
change, according to the latest projections of the Con-
gressional Budget Office. CBO's overalbeomic out-
look has changed little since its last forecast, published
in May 1996. But its new projeons of the deficit are
significantly lower than last year's (see Summary Fig-
ure 1). Four major factors account for the improved
budget outlook: revised estimates of the growth of
spending for Medicare and Medicaid; the enactment of
welfare reform legislation; higher projected revenues,
particularly in the near term; and the lower debt-service
costs that result from lower deficits and a lower level of
publicly held federal debt.

In CBO's baseline projectiorsvhich assume that
current laws governing federal taxes and emtignt
programs are not changethe budget deficit will grow
from the $107 llion posted in fiscal yead996 to
$124 Hhllion in 1997. It will reach $278 lillion 10
years later if discretionary spending keeps pace with
inflation (subject to the statutory limit on such spending
in 1998).

Relative to the size of the U.S. economy, the pro-
jected deficits are smaller than those of the past 20

years (see Summary Figure 2). But they are well above
the average for the 1950s and 1960s. As a percentage

of gross domestic product (GDP), the deficit under

CBO's baseline assumptions will average 1.9 percent

over the 1997-2007 ped, compared with an average

of 3.5 percent over the previous 20 years and 0.6 per-

cent from 1950 tlough1969.

The underlying trend in the deficit can be seen by
removing the effects of fluctuations in the business cy-
cle and transactions that do not represent real impacts
on the economy. The resulting standardized-employ-
ment deficit shows a pattern of rising deficits from
1961 though the earl\1980s, bllowed by a generally
downward trend since then (see Summary Figure 3).
Likewise, the course of federal debt held by the public
as a percentage of GDP has also changed from its long-

Summary Figure 1.
Actual and Pro jected Deficits (By fiscal year)
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SOURCES: Congressional Budget Office and Budget of the

United States Government, Fiscal Year 1997: Histor-
ical Tables.

a. From The Economic and Budget Outlook: Fiscal Years 1997-
2006.
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Summary Figure 2.
The Deficit as a Percenta ge of GDP
(By fiscal year)
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SOURCES: Congressional Budget Office and Budget of the
United States Government, Fiscal Year 1997: Histor-

ical Tables.
NOTE: Negative numbers indicate a budget surplus.

term trend. After peaking at more thBd0 percent of
GDP at the end of World War I, debt held by the pub-
lic generally declined for the next 35 years (see Sum-
mary Figure 4). It started climbing in the eatB80s

but leveled off in recent years at about 50 percent of
GDP. CBO projects that it will remain just under that
level through2007.

Because CBO is now projecting baseline deficits
that are roughly one-third lower than it anticipated last
May, the differences between its new projections and
the current-services estimates in the President's forth-
coming hudget for fiscal yeat 998 will most likely be
smaller than they were last year. If history is a guide,
however, CBO's baseline deficits will probably still be
generally higher than the Administration's. The reason
is that CBO typically uses more cautious assumptions
about the paths of the economy and federal spending
and revenues.

The performance of the economy couldceed
CBO's baseline assumptions, but it is just as likely that
deficits will be pushed up by an economy that is less
robust than projected. One particular risk that could
render CBO's baseline projections too optimistic is the
possibility that the emomy will experience aecession
sometime in the next decade. CBO is not forecasting

any significant changes in economic trends through
1998. It does not attempt to predict cyclical changes
after that, but its projections do reflect an average his-
torical probability of boom oretession in any year dur-
ing the projedbn period. Although no signs of a
downturn in the economy are visible now, there is little
reason to suppose that economic mensnt has ad-
vanced to the point thateessions will never occur
again. If a recession did occur, it would push the deficit
for at least a few years well above the level dictated by
the average chance of a boom or recession in those
years.

In addition, a variety of noneconomic factors could
push deficits substantially above CBO's current projec-
tions. For instance, if spending for Medicare and Med-
icaid grew at a rate nearer that of the past 10 years in-
stead of the lower rate assumed in the baseline, the defi-
cit would jump significantly. And although there is no
reason to expect another deposit insurance crisis in the
coming years, some other unexpected shock to the bud-
get could occur at any time.

On another cautionary note, the smaller deficits
that CBO now expects throug?007 $ould not be
taken as a sign that long-term problems looming on the
budgetary horizon have gone away. CBO has not yet

Summary Figure 3.
The Standardized-Em ployment Deficit as a
Percenta ge of Potential GDP (BYy fiscal year)

Percent

Actual | Projected

1 P IR S
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SOURCE: Congressional Budget Office.

NOTE: Negative numbers indicate a budget surplus.
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Summary Figure 4.
Debt Held b y the Public as a Percenta ge
of GDP (By fiscal year)

Percent

Actual Pro j.
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SOURCE: Congressional Budget Office.

revised the long-term budget projections it published
last May to reflect its new deficit projections. But the
improved outlook througRB007 islikely to ameliorate
only somewhat the budgetary pressures that will start a
few years later with the retirement of the first baby
boomers and the continued growth of per-person health
care costs. dlicymakers will still need to make tough
decisions about paring enéithent benefits and other
spending or increasing taxes to avoid unsustainable
growth in the federal deficit and debt in the next 40
years or so.

Both the Congress and the President have pledged
to balance the federal budget 29§02. Under current
policies, CBO projects a deficit of $188libn for that
year—$97 billion lower than it estimated in Ma@96.
Eliminating the deficit by2002 wuld boost the econ-
omy by lowering interest rates and increasing growth
slightly. CBO estimates that those beneficial economic
effects would contribut®34 bllion to deficit reduction
in 2002 though lower federal interest payments and
higher revenues. Thus, lawmakersuld need to
achieve only$154 Hhllion in savings from policy
changes (including debt-service savings)2002 to
balance the budgecompared with the $210illion
that CBO estimated last May.

The Baseline Economic
and Budget Outlook

CBO's baseline economic and budget projections reflect
its assessment of the course of the economy and the
budget in 1997 tlmugh2007 if budgetary policies stay
the same. Those projections do not reflect the possibil-
ity that the President and the Congress will agree on a
plan that would dostantially reduce the deficit. Just
over a year ago, the Congress passed a bill, the Bal-
anced Budget Act af995, that CBO estimatedowid

have led to a balanced budge2B02 (assuing future
discretionary spending stayed within the amounts as-
sumed by the Congress). The President vetoed that
legislation, however, and proposed an alternative plan.
Continuing disaggement about how to accomplish the
common goal of balancing the budget 2§02 ulti-
mately prevented enactment of the legislation needed to
do so.

The Baseline Economic Outlook

CBO does not detect any imbalances that threaten eco-
nomic stability, so its new forecast assumes no signifi-
cant changes in the course of the economy in the short
run. Its longer-term projections reflect an underlying
trend of moderate growth and continuing low inflation.
CBO does not attempt to predict cyclical changes in the
economy more than two years ahead, but its project
after that reflect the average historical probability of a
boom or recession in any year.

The Forecast for 1997 and 1998CBO forecasts that
under current policies the@womy will largely continue
along its current path for the next two years. The na-
tion's gross domestic product adjusted for inflation (real
GDP) will grow at an averageaual rate of 2.2 percent

in calendar years 1997 and 1998, the same as over the
past two years. The average interest rate on three-
month Treasury bills for the next two years is forecast
to equal the 1996 rate of 5 percent (see Summary Table
1). And the average interest rate on 10-year Treasury
notes in 1997 and 1998 is expected to remain near the
current rate.
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The unemployment rate, by contrast, is expected to slow growth in prices of medical care and computers,
rise from the current level of 5.3 percent to 5.7 percent held down inflation il996. CBO forecasts that as the
by the end of 1998. Thatould bring it close to CBO's effects of those factors wane, the annual growth rate of
estimate of the nowaeleraing inflation rate of unem- the GDP price index will increase slightly, from 2.1
ployment (NAIRU}—the level of unemployment that is percent in 1996 to 2.5 percent in 1998.
consistent with a stable rate of inflation. Over the past

year and a half, the unemployment rate has been lower Although their effect on consumer prices is less
than the NAIRU, causing some upward pressure on pronounced, those same factors also explain an ex-
prices. But temporary factors, primarily thleusually pected uptick in the next two years in the consumer

Summary Table 1.
Economic Pro jections for Calendar Years 1997 Throu gh 2007

Estimate Forecast Projected
1996° 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Nominal GDP
(Billions of dollars) 7,570 7,916 8,277 8,678 9,097 9,532 9,984 10,453 10,938 11,443 11,969 12,518
Nominal GDP
(Percentage change) 4.4 4.6 4.6 4.9 4.8 4.8 4.7 4.7 4.6 4.6 4.6 4.6
Real GDP
(Percentage change) 2.3 2.3 2.0 2.2 21 21 21 2.0 2.0 2.0 1.9 1.9
GDP Price Index
(Percentage change) 21 2.3 25 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6
CPI-U°
(Percentage change) 2.9 2.9 2.9 3.0 3.0 3.0 3.0 3.0 3.0 3.1 3.1 3.1
Unemployment Rate
(Percent) 5.4 5.3 5.6 5.8 5.9 6.0 6.0 6.0 6.0 6.0 6.0 6.0
Three-Month Treasury
Bill Rate (Percent) 5.0 5.0 5.0 4.9 4.7 4.6 4.6 4.6 4.6 4.6 4.6 4.6
Ten-Year Treasury
Note Rate (Percent) 6.4 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2
Tax Bases
(Billions of dollars)

Corporate profits 646 661 681 692 707 727 751 780 814 850 888 932

Wage and salary

disbursements 3,628 3,798 3,951 4,127 4,314 4,512 4,719 4,935 5,159 5,393 5,637 5,893
Other taxable

income 1,613 1,691 1,777 1,881 1,986 2,086 2,185 2,285 2,388 2,495 2,606 2,721

Tax Bases
(Percentage of GDP)
Corporate profits 8.5 8.3 8.2 8.0 7.8 7.6 7.5 7.5 7.4 7.4 7.4 7.4
Wage and salary
disbursements 47.9 48.0 47.7 47.6 47.4 47.3 47.3 47.2 47.2 47.1 47.1 47.1
Other taxable
income 21.3 21.4 215 21.7 21.8 21.9 21.9 21.9 21.8 21.8 21.8 21.7

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

a. Incorporates data for the first three quarters of 1996 published November 27, 1996.

b. CPI-U is the consumer price index for all urban consumers.
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price index for all urban consumdGPI-U), exdtuding

food and energy prices. However, CBO expects that a
slowing in the growth of food and energy prices during
that period will keep the average growth in the CPI-U at
the same 2.9 percent rate experienced in 1996.

Projections for 1999 Through 2007 CBO produces

a detailed forecast for the next two years that takes into
account the possible effects of the business cycle on the
economy. For 1999 and later years, CBO projects eco-
nomic variables based on longer-term trends in the fun-

damental factors that determine economic performance
—such as growth in the labor force and productivity.

In its longer-term projections, CBO acknowledges
that GDP has on average fallen slightly below potential
GDP over a long period of time. By maintaining that
historical relaibnship in its projections, CBO reflects
the average historical probability of booms aedes-
sions without attempting to predict when they will oc-
cur. CBO assumes that GDP will reach the average
historical gap of 0.3 percent below potential GDP by
the end of 1998 andilvgrow, on average, at the same
rate as potential GDP after that. The growth rate for
real GDP will decline from 2.2 percent a year to 1.9
percent over the 1999-2007 el (see Summary
Table 1). That projected decline results primarily from
a slowing in the growth of the capital stock, although a
similar slowing of the growth in the labor force also
contributes.

Growth in the GDP price index is expected to aver-
age 2.6 percent a year from 1999otigh 2007.
Growth in the CPI will remain close to 3 percent, in-
creasing very slightly toward the end of the projection
period as the rebasing of the index that will occur in
1998 becomes more distant. (The rebasing wilksu
tute a market basket that reflects purchases of the
1993-1995 period for one from ti882-1984 peod.)

The projected unemployment rate will level off af-
ter 2000 at an average of 6.0 percent, the rate CBO es-
timates is consistent with real GDP remaining 0.3 per-
cent below potential. Similarly, interest rates on three-
month Treasury bills are projected to drop slightly
through 2001 and then average 4.6 percenbubh
2007. The average interest rate on 10-year Treasury
notes is projected to remain at the 6.2 percent level
forecast for 1997 and 1998.

Changes Since May Just as the new projections gen-
erally assume little change from current economic con-
ditions, they also represent only slight changes from
CBO's previous economic projections, particularly for
years after 1998. (Those pi®us economic projec-
tions date from May 1996. Because CBO{putar Au-
gust report,The Economic and Budget Outlook: An
Update,was published last year just three months after
the previous baseline report, CBO did not update the
May economic forecast at that time.)

CBO now estimates that nominal GDP will be
lower through2007 than it projected last year, inig
because the rate of growth of the GDP price index will
be lower over the entire period (by 0.5 percentage
points in1997 and 1998, but bynly 0.1 percentage
point in 1999 though2006). Alhough the projected
growth rate of the CPI-U for 1997 and 1998 is now a
little lower than previously expected, for the entire
1997-2006 peéod it is slightly higher. Because the
average growth rate of the CPI-U has not declined, the
projected gap between it and the GDP price index has
increased.

In CBO's new economic projections, corporate
profits and wage and salary disbursements represent a
larger share of GDP. Thus, the total federal tax base is
pushed slightly higher by the change in economic as-
sumptions even though nominal GDP is lower. Al-
though the new forecast preditigher interest rates on
three-month Treasury bills 997 and 1998 than the
May forecast did, CBO expects lower rates for three-
month bills and 10-year Treasury notes (on average,
about 0.2 percentage points lower) for 199%ulh
2006. It now expects the unemployment rate to be
lower than previously projected froi©97 though
2000 but the same after that.

The Baseline Budget Outlook

The deficit shrank to $107illon in fiscal year1996,

the fourth straight year of decline. As a percentage of
GDP, it was 1.4 percent in 1996, the lowest level since
1974, when it was just 0.4 percent. CBO projects that
if the Congress does not changelgetary policies (and

if discretionary spending grows at the rate of inflation,
subject to its statutory cap), the deficit will increase on
average slowly througg007. Under the alternative
assumption that discretionary spending is not adjusted
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for inflation but is instead frozen at the level of the
1998 cap, the deficit Wshrink over that period.

The actual 1996 deficit was $37llibn less than
CBO projected last May. Partly because of lessons
learned about the causes of that lower deficit, CBO's
deficit projections forl997 though2006 are ignifi-
cantly lower than in May.

The Outlook for the Deficit. Under the baseline as-
sumption that current budgetary policies continue with-
out change, CBO projects that the deficit will most
likely reverse its four-year dige in 1997 by risng to
$124 billion from$107 hllion the year before (see
Summary Table 2). 14998, however, the deficit is
expected to drop slightly, for two reasons. First, the
statutory limits on discretionary spending reqlié®©8
discretionary outlays to be nearly $4 billion below the
level projected for 1997 (based on enacted appropria-
tions). Second, CBO expects a number of asset sales
and other transactions that provide one-time savings to
occur in 1998.

The projected course of the deficit after 1998 de-
pends on assumptions about the path of discretionary

spending. Revenues and mandatory spending pro-
grams, such as Social Security and Medicare, are gener-
ally governed by permanent law. As a result, assuming
no change in current policies for those areas of the bud-
get simply requires assuming no change in existing
laws. (The baseline rules established by law require
CBO to assume that large mandatory spending pro-
grams and excise taxes dedicated to trust funds con-
tinue even if the lawgoverning them are scheduled to
expire.)

Discretionary spending, by contrast, is governed by
annual appropri@n acts (which irl998 are subject to
a statutory cap on total appropriations). Assuming no
change in current laws in that area of the budget would
literally imply no discretionary appropriations 11998
or thereafter. Although making such an assumption
would produce seriously misleading projectieiitsis
clear that policymakers do not assume zero funding for
the Department of Defense, the Federal Bureau of In-
vestigation, and most of the other federal agencies pri-
marily funded through annual appropriatieribere is
no single clear alternative. Thus, CBO prepares two
sets of projections of discretionary spending.

Summary Table 2.
CBO Baseline Deficit Pro jections (By fiscal year)

Actual
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Baseline Total Deficit in Billions of Dollars
Discretionary Spending Grows
with Inflation After 1998 107 124 120 147 171 167 188 202 219 254 266 278
Discretionary Spending Is
Frozen After 1998 107 124 120 128 134 102 101 89 81 89 67 44
Baseline Total Deficit as a Percentage of GDP
Discretionary Spending Grows
with Inflation After 1998 14 1.6 15 1.7 1.9 1.8 1.9 2.0 2.0 2.2 2.2 2.2
Discretionary Spending Is
Frozen After 1998 14 1.6 15 15 15 11 1.0 0.9 0.7 0.8 0.6 0.4

SOURCE: Congressional Budget Office.

NOTE: CBO's baseline assumes that current budgetary policies do not change and that discretionary spending equals the statutory limits in 1998.
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In the first set, CBO assumes that appropriations
will be adjusted each year for inflation. In the second,
CBO assumes they will be frozen in dollar terms with
no addition for inflation. Since both scenarios would
produce discretionary spending in excess of the amount
allowed by the statutory cap for 1998, both sets of pro-
jections assume that discretionary spending will equal
the cap that year. The amount of ##98 cap thus
becomes the starting point for either adjusting discre-
tionary spending for inflation or freezing it in the years
after 1998.

Under the assumption that discretionary spending
will grow at the rate of inflabn after1998, CBO pro-
jects that the deficit will generally increase at a rela-
tively slow rate over the 1999-2007 pel (see Sum-
mary Table 2). It will reac$188 hllion (1.9 percent
of GDP) in 2002-the year by which both the President
and the Congress have pledged to balance the budget.
The deficit will climb to$278 hllion in 2007. At 2.2
percent of GDP, however, that amount would still be
smaller than any deficit from 1980 tugh1995.

The exception to the trend of growing deficits after
1998 occurs ir2001, when the deficit is projected to
fall by $4 billion. The decline results from a quirk of
the calendar. Under current laws and practices, if fed-
eral payments (such as those to veterans, Supplemental
Security Income recipients, and Medicare managed care
providers) that are normally paid on the first day of the
month would be due on a weekend or a federal holiday,
the payments are made on the last business day of the
preceding month. When that happens to a payment due
on October 4-the beginning of the government's fiscal
yearit has the effect of shifting billions of dollar of
spending to the preceding year. Because October 1,
2000, falls on a éday, theaffected programs will
make 13 benefit payments in fiscal year 2000 @rig
11 in fiscal year 2001. Moreover, becauseugerly-
ing growth in the deficit is relatively slow, that shift is
enough to push the deficit 001 below the préous
year's level and to produce a relatively large increase in
the deficit in 2002, everhbugh the real trend in the
deficit does not change much during that time.

A similar shift in payments occurs later when bene-
fits from 2006 shift into 2005 and benefits from 2007
shift into 2006, poducing a pattern of 13, 12, and 11
payments a year. But because there is not a jump di-
rectly from a 13-payment year to an 11-payment year,

and because the underlying increase in the deficit is
larger then, the projected deficit does not drop in 2006
or 2007.

Spending for two programaMedicare and Med-
icaid—continues to drive the increases in the deficit.
Although CBO has lowered its projected growth rates
for both programs, it still expects mandatory spending
for the two programs combined (excluding income from
Medicare premiums) to climb at an average rate of just
over 8 percent a year from 1997 dagh2007. By
contrast, all other entitlement spuking, including So-
cial Security, is expected to grow by less than 5 percent
a year. Revenues are projected to increase at an aver-
age annual rate of 4.5 percent. Because projected dis-
cretionary spending (even adjusted for inflation) and
net interest costsillvrise at an average rate of about 3
percent a year, the deficit would fall over th@97-
2007 peiod if Medicare and Medicaid grew no faster
than other mandatory spending.

CBO projects that even with spending for Medicare
and Medicaid growing by about 8 percent a year, the
deficit would still go down if the Congress froze discre-
tionary spending at the level of th®98 cap. Such a
freeze would put the deficit &L01 hllion (1.0 percent
of GDP) in 2002 and $44illion (0.4 percent of GDP)
in 2007. Fredng discretionary spending at that level,
however, would require a significant reduction in the
goods and services that are funded through discretion-
ary appropriations. Complying with the capli@98
will require the Congress to cut outlays $i45 hllion
(3 percent) from the level needed to maintain the pur-
chasing power of 1997's appropigais (see Summary
Figure 5). Under a freeze at the level of 1888 cap,
discretionary outlays would be worth 14 percent less
than the 1997 aocunt by2002 and 26 percent less by
2007.

The Congressional budget resolution for fiscal year
1997 assumed that the@yress would cut discretion-
ary appropriations in real terms. (It envisioned discre-
tionary outlays totaling514 hilion in 2002—$21 bil-
lion below the amount in CBO's baseline with a freeze.)
In 1997, however, thedhgress appropriatekilO bil-
lion more in discretionary budget authority than the
resolution assumed. As a result, even if discretionary
appropriations were frozen at th697 enacted level,
outlays in 1998 wuld be $4 billion higher than the dis-
cretionary cap allows ar20 hllion higher than last
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Summary Figure 5.
Discretionar y Outlays Under Various
Assum ptions (By fiscal year)
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SOURCE: Congressional Budget Office.

year's budget resolution assumed. The increase in out-
lays in 1997 was offset by one-timevgeys resulting
from legislative provisions in the appropriation bills
—which required such actions as recapitalizing the
Bank Insurance Fund andvigg the Federal Communi-
cations Commission auction additional portions of the
electromagnetic spectrum.  But the higher-than-
planned level of discretionary appropriationslBO7
suggsts that achieving the discretionary savings antici-
pated in 1998 and future year#lwot be easy.

Changes Since May In last May'sEconomic and
Budget Outlook: Fiscal Years 1997-20G8BBO pro-
jected a deficit of $144ikon for fiscal year1996?

The Department of the Treasury reported an actual def-
icit of $107 hllion for that year (which ended on Sep-
tember 30, 1996). Federal revenues and health care
spending accounted for much of the difference. Reve-
nues were $24illion higher than CBO had projected,

in part because of an unanticipated surge in final tax
payments for 1995 made in April 1996. Medile,

1. CBO revised that estimate to $11flidn in its August1996 report,
The Economic and Budget Outlook: An UpdaBecause that report
was published so soon after the previous outlook report in May, it was
more abbreviated than the usual August update and revised only the
budget projections for 1996

spending for Medicare and Medicaid ended up $9 bil-
lion lower than expected.

Revenues and health care spending also account for
much of the revision in CBQO's deficit projections for
1997 though2006 (see Summary Table 3). Changes
in the economic outlook contribute to an increase in
projected revenues for a number of years after 1996,
but that effect fades over time. By contrast, reductions
in spending for Medicare and Medicaid account for a
substantial part of the change in CBO's projected defi-
cits throughout th&997-2006 péod.

Changes in the economic forecast produce a $23
billion increase in projected revenues 997. Al-
though the revised economic assumptions have lower
nominal GDP in 1997 (and all other years in the projec-
tion period), an increase in the projected share of GDP
represented by taxable income pushes revenues up.
That increase grows smaller over time, however, and by
2005 it does not offset the effect of lower nominal
GDP. As a result, the change in economic assumptions
causes a $5 billion decrease in projected revenues in
2005 and an $11 billion decreas@b06. In effect, the
higher level of income recorded in 1996 starts the reve-
nue projections at a higher level now than last May, but
a slower rate of growth brings revenues back down by
2005 near the levels assumed in May.

Because Medicare and Medicaid spendiny986
was $9 billion lower than CBO anticipated last year, a
different starting point for new projections for those
programs was also created. In addition, another year of
relatively small increases in spending (at least for those
two programs) caused CBO to reduce slightly its as-
sumed rate of future growth in Medicare and Medicaid
spending. As a result, the reductions in projected
spending for the two programs grow over tifiom
$13 hllion in 1997 to $31 Hion in 2002 and $59 bil-
lion in 2006.

Two other changes account for most of the remain-
ing drop in the deficit projeins. First, CBO esti-
mates that the welfare reform legigtatt enacted by the
Congress and the President laggust will lower man-
datory spending significantly over ti®97-2006 pe-
riod. In 2002, projected simgs from the legislation
total $13 lilion. Second, CBO expects net interest
payments to be substantially lower than anticipated last
May ($32 lillion lower in 2002). Part of the net inter-
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est reductions aftet999 result from lower projected
interest rates in those years, but most of the interest
savings occur because higher revenues, lower Medicare
and Medicaid costs, gags from welare reform, and
other revisions to the baseline projections decrease the
amount of federal debt.

Only in 1998 do those other reiss total more
than $18 blion. Several asset sales and timing shifts
in that year have prompted pronounced changes to
CBO's May projections. CBO estimates that the newly
authorized sale of the United States Enrichment Corpo-
ration and of a portion of the naval petroleum reserve
will bring in almost $3 billion in offsettingecepts in
1998. CBO also believes that Federal Communications
Commission auctions of parts of the electromagnetic
spectrum will produce almost $6 billion more in pro-
ceeds in 1998 than prieusly anticipated (most of that
represents a shift from 1997 to 1998). uidition,
CBO projects that the net repts of the Bank Insur-

ance Fund and the Savings Association Insurance Fund
will be almost $2 Wlion higher than it thought last May
and that discretionary spending will be $3 billion lower.
The change in discretionary spending results from the
statutory requirement tadaist the 1998 speling cap

to reflect current projections of inflation that are lower
than the Office of Management anddgjet anticipated

in last year's budget submission.

Uncertainty in Budget
Projections

The Congrssional Budget Office's baseline projections
represent its estimate of the most likely outcome for the
economy and the budget. Of course, a wide range of
alternative results is feasible. In fact, because the U.S.
economy and the federal budget are so large and com-

Summary Table 3.
Changes in CBO Deficit Pro jections Since Ma y (By fiscal

year, in billions of dollars )

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
May 1996 Baseline Deficit 144 171 194 219 244 259 285 311 342 376 403
Changes
Revenue changes from revised
economic assumptions?® -20 -23 -19 -17 -15 -12 -9 -5 -1 5 11
Medicare and Medicaid changes
from revised technical assumptions -9 -13 -17 -18 -17 -31 -31 -37 -44 -42 -59
Mandatory-spending changes from
enactment of welfare reform 0 -3 -8 -9 -10 -11 -13 -14 -15 -17 -18
Net interest changes
Revised economic assumptions b 6 3 1 -3 -6 -8 -8 -9 -10 -11
Revised technical assumptions 1 b -1 1 1 b -1 -1 -1 b 1
Debt service -1 _3 -~ 411 15 19 24 30 36 43 50
Subtotal 1 3 -4 -10 -16 -24 -32 -39 -46 -53 -60
Other changes -9 10 =25 18 14 13 12 14 17 15 12
Total Changes -37 -47 -74 =72 -73 -92 -97 -109 -123 -122 -138
January 1997 Baseline Deficit 107 124 120 147 171 167 188 202 219 254 266

SOURCE: Congressional Budget Office.
a

b. Less than $500 million.

Increases in revenues are shown with a negative sign because they reduce the deficit.
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plex, there is little chance that they will precisely follow In the second set, CBO developed an optimistic
the course that CBO lays out in its baseline. The likely alternative in which real GDP is significantly above
deviations from that course generally grow larger the potential GDP for an extended period (an economic
farther the proje@ns extend into the future. boom), and two pessimistic alternatives in which the
economy suffers aecession. The hypothetical boom
CBO has estimated how various hypothetical devi- mimics the experience of the late 1960shalgh its

ations in the economy from the baseline assumptions fluctuation is only half as large as occurred then. Under
would affect budget outcomes. Such deviations, of the assumption that the economy rises above potential
course, are not the only reasons that CBO's projections through2002 before experieimg a mild ecession that
could prove to be off the mark; changes in how fast brings it back in line with baseline assumptions, the
spending grows for programs such as Medicare or projected deficit in fiscal year 20020wid be more than
Medicaid, or unexpected events such as the savings and $100 bilion lower than in CBO's baseline (see Sum-
loan crisis, could significantly alter the budget. The  mary Figure 7). ByY007, however, theualgetary ef-
likelihood that the budget will veer off the course that  fects of the boom would have largely faded; the deficit
CBO has plotted should make policymakers wary of would remain a little below the baseline because of
staking too much on the accuracy of its current baseline small savings in net interestste resulhg from the
projections (or anyone else's projections) of what the reduced federal deficits and borrowing in earlier years.
deficit will be several years from now.

Under the pessimistic alternatives, the economy

experiences a downturn roughly the size of 1880

Alternative Economic Assumptions recession. Because the timing of sucle@ession is

: crucial to the budgetary effect in any year, CBO used
and Their BUdgetary Impact two different starting points for those alternatives. If

the economy experienced a mild booni @97 and the
first half of 1998 and then entered trexession, it
would probably recover fully b002. In that case,
CBO projects, the deficit would be only ab&30 bil-
lion higher in fiscal yeaR002 than in the balkge. By
2007, the difference ould be even smaller. As in the

To show how deviations from its baseline economic
assumptions could significantly raise or lower the defi-
cit from the levels projected in the baseline, CBO de-
veloped two broad sets of alternative economic as-
sumptions. The first set assumes that potential GDP
grows at a rate other than the one assumed in the base-
line. The second set differs from the baselinéich
essentially projects a smooth economic path that re-
flects the average historical probability of a boom or ~ Summary Figure 6.

reces®n in any year-by incorporating cyclical swings Deficits Under Alternative Assum  ptions About
in the economy into the projections. the Growth of Potential GDP (By fiscal year)

Billions of Dollars

In the first set, CBO examined two specific as- I
sumptions: an increase of 0.5 percentage points in the 400 -
annual growth rate of potential GDP, and a decrease of I

. 350 - - ; -
0.5 percentage points. Such changes are small com- I D o B e
pared with the historical variation in the growth of po- soo More Slowly Than in the Baseline

tential GDP (which equals the sum of growth of the 250
potential labor force and growth of potential productiv- I
ity). CBO projects that if potential GDP grew half a
percentage point faster than expected, the deficit would *° [

CBO

200 |- Baseline Deficit

— —
—

be about $50 ilion lower than the baseline level in 100 - D(esficitAsos:rgng Pcitentigl ‘??P
. E rows 0. ercentage roints
2002 (see Summaryigure 6). The budgetary effects 0oL T i
would increase over time, pushing the deficit down by L
about $150 Hlion in 2007. If the growth of potential %1007 1098 1999 2000 2001 2002 2003 2004 2005 2006 2007

output was slower than expected, projected deficits

. SOURCE: Congressional Budget Office.
would be higher by roughly the same amounts. g 9
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case of the optimistic alternative, the enduring budget-
ary impact stems from the effects that earlier changes in
the deficit would have on federal debt-servicstso If
instead the mild boom of was delayed uhf99 and

the recession began latedf00, the maximum effect
on the budget would be felt in fiscal ye302, when

the projected deficit would be more th&h00 hllion
higher than in the balge. Even with theacession
delayed for two years, though, the budgetary effects
would still largely disappear 3007.

Other Risks to the Baseline Projections

Many factors other than changes in the economy could
cause the budget to vary from CBO's current projec-
tions. For example, CBO now expects rafing for
Medicare and Medicaid to increase at an average annual
rate of just over 8 percent during the next 10 years. If
that spending instead grew at just over 10 percent a
year (a little slower than it did during the past decade),
CBO estimates that the deficit would be atfk® bil-

lion higher in 2002 and almost $150libn higher in
2007. In ddition, although CBO does not expect the
deposit insurance crisis of the late 1980s and early
1990s to recur, it certainly is not safe to assume that the
budget vill experience no unexpected shocks for the
next 10 years.

Summary Figure 7.
Deficits Under Alternative C yclical Pro jections
of the Econom y (By fiscal year)

Billions of Dollars
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SOURCE: Congressional Budget Office.

Because it is hard to irgme what unexpected
shocks might occur, CBO has not developed specific
assumptions about how a combination of noneconomic
surprises coul@ffect the deficit. However, based on
experience and on the estimates of what changes in the
growth rate of Medicare and Medicaid would do to the
budget, CBO believes that changes in the deficit from
noneconomic factors could easily equal oced the
estimated effects of the alternative economic assump-
tions. Such changes could come in addition to the eco-
nomic effects, or they could offset them. Recognizing
that the economy is unlikely to perform exactly as as-
sumed, and that a host of other factors afilect the
budget in unforseen ways, CBQoduces middle-of-the
road baseline projections that reflect the range of possi-
ble outcomes.

The Economic and Budgetary
Implications of Balancing
the Budget

CBO projects that under current policies the deficit will
total $188 billion in2002, the year in which both the
Congress and the President have pledged to balance the
budget. But policymakers need not prod$¢&8 bil-

lion in direct policy savings ih998 to balance the bud-
get, because any savings in that or previous years will
reduce the amount that thevernment has to borrow to
finance the deficit and, therefore, will reduce its interest
costs. Moreover, substantial cuts in the defisiich

as those needed to balance the budg@0b2—will

have a noticeable feedback effect on the economy, alter-
ing interest rates, economic growth, and the share of
GDP represented by corporate profits. The budgetary
effects of those changeshe so-called fiscal divi-
dend—can also be factored into plans to balance the
budget.

CBO estimates that if the Congress and the Presi-
dent enacted a credible plan that would balance the
budget in 2002, the rate of growth of grossioretl
product would increasdightly from the level in CBO's
baseline economic assuriguts. More important, inter-
est rates would decline by 0.7 percentage points (70
basis points) by 2000. CBO expects that as a result of
that change, corporate profits would increase as a share
of GDP.
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Those economic benefits from balamycthe budget
by 2002 are smaller than CBO estimated last May. The
reason is that the benefits spring from reducing federal
borrowing and det; and because CBO's current base-
line deficits are dostantially lower than in May, elimi-
nating the deficit does not entail as large a reduction in
federal borrowing and debt. Thus, the economic bene-
fits from eliminating the deficit are also reduced. Those
benefits have not simply vanished into thin air, how-
ever. Because baseline deficits are lower now, CBO's
baseline projections for interest rates are also generally
lower. In effect, part of the fiscal dividend estimated
last May has already been achieved and is incorporated
into the revised baseline projections.

CBO estimates that the economic effects of balanc-
ing the budget would reduce spending and increase rev-
enues by a total of $34llion in 2002 (see Summary
Figure 8). That fiscal dividend is a little less than half
the size CBO estimated last Magot only for the rea-
sons noted above, but because any balanced budget
plan now would start later than CBO previously as-
sumed.

Adding the fiscal dividend to CBO's baseline pro-
jections yields a deficit d154 hllion in 2002 (down
from $210 lilion last May). Projections that reflect
the fiscal dividend do not represent an alternative base-
line. Instead, they are a useful tool for calculating how

Summary Figure 8.
The Fiscal Dividend and an lllustrative Path
to a Balanced Bud get (By fiscal year)
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much savings lawmakers need to produce from policy
changes to eliminate the deficit. As such, they are
likely to provide the starting point for Congressional
consideration of plans to balance the budget. And CBO
will use them to analyze the Presidentisideet proposal

or any other plan intended to balance the budget in
2002.

The actual amount of policy savings required to
balance the budget depends in part on the timing of the
policy changes that are chosen. Witg larger policy
changes early in the 1998-2002 ipdrwill produce
larger cumulative savings over the five years. But be-
cause bigger policy changes early in the period will also
increase debt-service savings2i02, they reduce the
amount of plicy savings needed in that year to elimi-
nate the deficit.

In estimating the fiscal dividend, CBO assumed
that the Congress and the Presidemtildl enact legisla-
tion producing significant savings beginninglif98.
(Delaying policy changes could delay the fiscal divi-
dend beyond what CBO has estimated.) In CHIDs
trative deficit reduction plan, debt-service savings
would contribute$17 hllion in 2002 toward balancing
the budget (see Summary Figure 8). Since the fiscal
dividend totals an estimated $3#libn in that year,
policy savings of$137 bllion in 2002 would be re-
quired to eliminate the deficit.

Conclusion

CBO projects that if current policies continue, the defi-
cit will begin growing again i1997 after four years of
decline. But that growth is expected to be moderate.
Assuming that discretionary spending increased at the
rate of inflation, the deficit as a percentage of GDP
would rise from 1.4 percent in 1996 to 2.2 percent in
2007. That level is well below the average in recent
years, although higher than the average in the two de-
cades following World War II.

Policymakers should be cautious about this rela-
tively good news, for two reasons. First, although the
baseline projections represent CBO's estimate of the
most likely budgetary outcomes, the actual course of
the deficit could easily be less favorable. Second, be-
cause the current baseline projections run only through
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2007, they do not show the detrimental effect that the
retirement of the baby-boom generation (combined with
continuing growth in per-person health carstspwill
have on the deficit and debt after about 2010. Despite
the somewhat improved budget outlook reflected in
these projections, the Congress and the President will
still need to significantly cut entédinent and other
spending or raise taxes to avoid creptably high defi-

cits and debt in the next 40 years or so.

Both of those cautions highlight the risks of not
addressing the deficit. Even if CBO's baseline projec-

tions prove correct, the deficit will not disappear with-
out changes in policy; if CBO has significantly under-
stated the deficits that would occur under current pol-
icy, enacting legislation now could help keep the deficit
from exploding as the outlook deteriorates. Whether or
not CBO's projections for the next 10 years are too op-
timistic, a major effort vl be required to ensure bud-
getary stability in the next century. Taking action now
to reduce the deficit in the near term would contribute
to that effort and make the additional policy changes
required in the future less painful.






Chapter One

The Economic Outlook

ntering 1997, the U.S. eocomy marked its
E 69th consecutive month of expansion, making

this recovery the third longest since World War
Il. If the economy continues growing through the end
of 1998, the expain will have been the second lon-
gest on recordand no clear signs signal that an end is
imminent.

The Congressional Budget Offi@BO) forecasts
that under current budgetary policies, growth in real
gross domestic product (GDP) will average 2.2 percent
a year in1997 and 1998, the same pace recorded in
1995 andl996 (see Table 1-1 andgbre 1-1). The
unemployment rate is forecast to rise slowly over the
next two years, whereas the growth in the consumer
price index(CPIl) remains approximately stable. Al-
though some signs of higher inflation appear in other
price measures, monetary authorities have maintained a
mildly restrictive stance for quite some time and the
anticipated pickup in inflation appears to be too slight
to warrant furtherigthtening. As a result, interest rates
should remain fairly flat over the near term.

If one judges solely by a few key measures (unem-
ployment and operating rates at the nation's factories),
current economic conditions strongly resemble those
that prevailed in the period leading up to 11890 re-
cession. But important differences do exist. For one
thing, the current recovery has been more moderately
paced than was the case during the period leading up to
the 1990 ecession. Moreover, the imbalances that ex-
isted in 1996-principally, weakened financial institu-
tions and the substantial tilt in corporate balance sheets
toward debt at the expense of equityre not apparent

today, leaving CBO little reason to prediceaession
over the near term. Nonetheless, business cycles are
always difficult to predict, and cyclical turning points
usually catch analysts by surprise.

Beyond the next two years, CBO's projections re-
flect historical patterns. From 1998 ahgh2007, the
economy is projected to average 2 percent growth, a
rate of growth that can be sustained without an increase
in inflation. That rate, however, is much slower than
the average growth over the entire postwar period. Two
factors restrain the growth of capacity: slower than
average growth in labor supply as a result of shifting
trends in demographics and participation in the labor
force, and a more temperate rate of growth in produc-
tivity than what prevailed during the first half of the
postwar period.

The State of the Econom

Despite some inflationary pressures, the moderate
growth of the past two years should continue. The un-
derlying rate of inflation remained stablelif96, even

as employment grew rapidha surprise to many ana-
lysts. Several special facterstatistical changes, a
slowing in the growth of medical care prices, declines in
import prices, and a plunge in computer preatamp-
ened the rate of inflation over the past year. CBO be-
lieves those to be temporary facteis their absence,
upward pressures on inflation will become evident over
the next two years.
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Labor Markets and Inflation

Labor markets tightened in 1996, but price inflathas
remained remarkably subdued. Rapid growth in em-
ployment pushed down the unemployment rate to 5.3
percent for the last six months of 1996 (its lowest six-
month average since early 1990), eveough growth

in the civilian labor force-the number of people desir-
ing work—accelerated i1996.

Although growth in money wages also quickened
over the year to 3.3 percent by the third quarter, con-
tinued slow growth in benefisapparently the result of
slow growth in employer-paid premiums for health in-
surance-has moderated advances in labor compensa-
tion. Growth of total compensation 1996 remained
near the 2.8 percent mark of 1995. Many analysts, in-
cluding those at CBO, expected the increase in labor
market pressures to spark price inflation. In fact, how-

Table 1-1.

Economic Projections for Calendar Years 1997 Through 2007

Estimate Forecast Projected
1996* 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Nominal GDP
(Billions of dollars) 7,570 7,916 8,277 8,678 9,097 9,532 9,984 10,453 10,938 11,443 11,969 12,518
Nominal GDP
(Percentage change) 4.4 4.6 4.6 4.9 4.8 4.8 4.7 4.7 4.6 4.6 4.6 4.6
Real GDP
(Percentage change) 2.3 2.3 2.0 2.2 2.1 2.1 2.1 2.0 2.0 2.0 1.9 1.9
GDP Price Index
(Percentage change) 21 2.3 25 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6
CPI-U°
(Percentage change) 2.9 2.9 2.9 3.0 3.0 3.0 3.0 3.0 3.0 3.1 3.1 3.1
Unemployment Rate
(Percent) 5.4 5.3 5.6 5.8 5.9 6.0 6.0 6.0 6.0 6.0 6.0 6.0
Three-Month Treasury
Bill Rate (Percent) 5.0 5.0 5.0 4.9 4.7 4.6 4.6 4.6 4.6 4.6 4.6 4.6
Ten-Year Treasury
Note Rate (Percent) 6.4 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2
Tax Bases
(Billions of dollars)
Corporate profits 646 661 681 692 707 727 751 780 814 850 888 932
Wage and salary
disbursements 3,628 3,798 3,951 4,127 4,314 4,512 4,719 4,935 5,159 5,393 5,637 5,893
Other taxable
income 1,613 1,691 1,777 1,881 1,986 2,086 2,185 2,285 2,388 2,495 2,606 2,721
Tax Bases
(Percentage of GDP)
Corporate profits 8.5 8.3 8.2 8.0 7.8 7.6 7.5 7.5 7.4 7.4 7.4 7.4
Wage and salary
disbursements 47.9 48.0 47.7 47.6 47.4 47.3 47.3 47.2 47.2 47.1 47.1 47.1
Other taxable
income 21.3 21.4 215 21.7 21.8 21.9 21.9 21.9 21.8 21.8 21.8 21.7

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

Statistics; Federal Reserve Board.

a. Incorporates data for the first three quarters of 1996 published November 27, 1996.

b. CPI-U is the consumer price index for all urban consumers.
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ever, the Bureau of Labor Statistics (BLS) reported that
the underlying rate of infladn was slightly lower in late
1996 than in lat&994 (BLS calculates thenderlying
rate by removing the effects of food and energy prices
from overall consumer price inflation).

Many economsts have expected inflahary pres-
sures to build largely because of the relatively low rate
of unemployment that has prevailed since late 1994.
CBO estimates that the rate of unemployment below

which inflationary pressures start to build (the nonac-
celeraing inflation rate of unemployment, or NAIRU)
is currently about 5.8 percent. A rule of thumb is that
for each year the unemployment rate is below NAIRU
by 1 percentage point, inflation will increase by about
half of a percentage point by the end of two years.

If one applies that rule to the recent data,uiger-
lying rate of inflation should have increased by about
0.2 percentage points between late 1994 and late 1996.

Figure 1-1.
The Economic Forecast and Projections
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Furthermore, if the unemployment rate remains near 5.4
percent by the end of 1997, as CBO predictsli the
underlying rate of inflabn should rise by about another
0.4 percentage points by late 1998.

From a historical perspective, the predicted upward
drift of inflation between latd994 and late 1996 is
guite small and could easily be swamped by other fac-
tors (see Figure 1-2). In fact, the BLS has estimated
that its technical revisions to the CPI in Janue995
and mid-1996 may have lowered the growth rate of the

CPI by about 0.2 percentage points at an annual rate.

A sharp slowdown in the medical care component of
the CPI also contributed to the tempering of measured
price changes. In addition, import prices fell between
mid-1995 and mid-1996, and that liee may have
temporarily dampened CPI inflah. Finally, computer
prices dropped at a more rapid rate in 1995 and 1996
than they had in previous years.

Measures of inflation based upon the national in-
come and product accounts (NIPA) also grew more
slowly in 1996 than in 1994 and 1995. By the third

Figure 1-2.
Inflation and Tightening in the Labor Market

Percentage Change
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SOURCES: Congressional Budget Office; Department of Labor, Bu-
reau of Labor Statistics.

a. Consumer price index for all urban consumers (CPI-U), exclud-
ing food and energy.

b.  Tightness in the labor market is measured by the excess of
CBO's estimate of the nonaccelerating inflation rate of unem-
ployment (NAIRU) over the actual unemployment rate. It is an
indicator of future wage inflation.

guarter of the year, the overall GDP price index had
grown a mere 2.1 percent above its 1995 level, slipping
0.3 percentage points from the pace of the previous two
years. As it turns out, however, essentially the same
special factors that restrained CPI inflation are operat-
ing with even greater impact on the GDP piiwgex.

For example, computer prices are weighted more
heavily in the NIPA measures of inflation than they are
in the CPI. As a result, the acceleratedidedn com-
puter prices slows inflation in the NIPA price measures
more than in the CPI measure.

Some econorsts have argued, based on theent
behavior of inflation and unemployment, that most esti-
mates of the NAIRU (roughly between 5% to 6 percent)
are too high and that the NAIRU has declineckeirent
years. Although such a change could have occurred,
CBO believes that the evidence is against it. Such a
change, if it happened, would take place gradually over
the course of several years. Yet the relationship be-
tween unemployment and inflation deteriorated not
slowly, but abruptly, beginning in the middle 1995.
Such a drastic change over a short period siggbat
something other than a change in the structure of the
labor market is responsible. CBO believes that the rate
of inflation is being restrained by factersuch as
medical costs, computer prices, andhtecal revisions
to the CPthat are unrelated to the relationship be-
tween demand and the economy's capacity to produce.
There-fore, the agency does not find any compelling
evidence to change the estimate of the NAIRU.

Households

In 1996, consumer spding moved along at the same
moderate pace as in 1995. Led byrslieg on durable
goods, overall consuniph grew 2.1 percent over the
four quarters ending in the third quarterl®®6. How-
ever, that advance fell short of the 3.1 percent growth
posted by personal disposable income so that the per-
sonal saving rate rose. But even with its increase over
the past two years to 5.3 percent in the third quarter of
1996, the personal giag rate nevertheless remains
well below the 8 percent average that prevailed up to a
decade ago (see Figure 1-3). Moreover, evidence is
lacking that the saving rate will changebstantially
from the current level. Hence, household consumption
is likely to follow growth in incomes.
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Figure 1-3.
The Personal Saving Rate

Percent
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SOURCES: Congressional Budget Office; Department of Com-
merce, Bureau of Economic Analysis.

Although the underlying trend in personal income
augurs well for future consumer expitures, many
analysts are concerned abbotisehold balance sheets.
Increasingly heavy household debt burdens, rising de-
linquency rates on consumer loans, and increased rates
of personal bankruptcy have prompted concerns that
households may curtail spending.

Those may not be serious problems, however. The
rise in household debt has been more than matched by
an expansion of household financial assets: whereas
household debt grew at an annual rate of 7.4 percent
over the first three quarters of 1996 (the mesent
data available), the value of household financial assets
stepped up at an 8.7 percent annual rate. In addition,
current delinquencies on consumer loans remained be-
low the rates that prevailed through much oft880s
and early 1990s.

Although the stock market has risen to heights that
some consider unsustainable, a sudden plunge is not
likely to have a marked effect on consumption. Statisti-
cal estimates of the effect of wealth on consumption
spending are almost always quite small. TB&7
stock market crash, for example, did little to discourage

1. For a recent analysis of this see J. M. Poterba and A. A. Samwick,
"Stock Ownership Patterns, Stock Market Fluctuations, and Consump-
tion," Brookings Papers on Economic Activitp. 2 (1995), pp. 295-
372.

consumer spending. Moreover, tleeent rise in the
stock market has not yet found its way into consump-
tion. Indeed, even if a turrand in the stock market
was to occur, it would have nmimediate effect on con-
sumption.

For housing,lough, the picture is less clear. After
surging in the first half 0fL996, growth inhousing
starts slackened sharply in the second half of the year.
Mortgage rates climbed during much of the year, de-
pressing affordality measures. The burst of home
sales early in the year may have been the result of buy-
ers trying to avoid even higher rates later. In any case,
even if the spurt in starts results in growth in residential
fixed investment over the near term, the fundamental
factors that are likely to thwart rapid growth in housing
over the long run may check housing activity over the
next two years as well. Such factors include slower
rates of houseild formation and a decline in the popu-
lation that is 25 to 34 years old (the portion of the pop-
ulation that is most likely to be first-time home buyers;
see Figure 1-4).

Businesses

As it has since 1993, growth in businésgestment
spurred overall growth in 1996. But the pace of capital

Figure 1-4.
Population That Is 25 to 34 Years Old
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expenditures by businesses slackened for most major
categories of investment. That shift is consistent with
both the duration of the investment boom and current
expectations of only moderate future growth in demand.

The growth of nonresidential construction tumbled
in 1996, but spading still managed to advance a re-
spectable 3.9 percent over the first three-quarters of the
year. Recenhdicators of future construction spending
are mixed. On the one hand, recent data on construc-
tion contracts-a leading indicator of construction
spending-were substantially below levels of a year
ago, hinting at a further slow down in building con-
struction. On the other hand, vacancy rates for com-
mercial offices and hotels have been tapesince the
early 1990s. Inddition, monthly indicators suggest
that nonresidential construction surged in the closing
months of 1996. CBO does not expeohresidential
construction to hinder growth of GDP over the near
term.

Business spending on capital equipment is the cate-
gory of demand that has grown most rapidly in the cur-
rent expansion. Total spending on equipment grew
13.4 percent in the first three quarters of 1996, similar
to the 1994 pace and somewhat swifter than that of
1995. But speding on equipment may be starting to
falter. Growth of new orders for capital goods has been
slowing gradually since mid-1995iftre 1-5). A thin-

Figure 1-5.
New Orders for Nondefense Capital Goods and
Investment in Producers' Durable Equipment

Percentage Change from Previous Year
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SOURCES: Congressional Budget Office; Department of Com-
merce, Bureau of the Census.

Figure 1-6.
Interest Payments by Businesses
as a Share of Cash Flow
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SOURCES: Congressional Budget Office; Department of Com-
merce, Bureau of Economic Analysis.

ner stream of new orders may herald more moderate
advances in expenditures on equipment over the near
term. Such advances would be consistent with the in-
crease in the capital stock over the course of the invest-
ment boom, the more moderate growth anticipated for
overall output, and the milder growth anticipated for
corporate cash flow than has occurred in recent years.

Corporate balance sheets are much healthier now
than they were in the late 1980s and, as a result, the
nonfinancial corporate sector has become less vulnera-
ble to movements in short-term interest rates than it
was a decade ago. One indication of that change is that
the burden on businesses to service their debts is much
smaller today than in the 1980s.

Since 1990, interest payments as a share of corpo-
rate cash flow have fallen more than 20 percentage
points from their peak in the last decade (see Figure
1-6). The reason: corporations have been more disci-
plined in accumulating debt during the current expan-
sion than they were during the merger boom of the
1980s. High and still rising equity prices have encour-
age that discipline. Although merger activity has re-
vived