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What is CBO and why does it produce an
economic forecast?

How do CBQ'’s forecasts differ from others?

How does CBO prepare its economic forecast?
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Presentation Notes
CBO is a congressional support agency, created by the Congressional Budget and Impoundment Control Act of 1974 to support Congress in the exercise of its constitutional power of the purse, to bolster its independence relative to the executive branch.
Most work supports committees, rather than individual members; its prime responsibility is to the budget committees.
Nonpartisan; does not write legislation or make policy recommendations. 
CBO has come to be seen as a respected, independent referee in the nation’s federal budget process (or, by some, as the “skunk at the picnic.”)



The Purpose of CBO’s
Macroeconomic Forecast



The forecast is used primarily as an input
to CBO’s federal budget projections and
analysis of legislative proposals.

It is a 10-year forecast based on current law.

Current law may involve major changes in
future policy. For example, in past years,
current law implied a major shift in fiscal

policy in 2013, with the scheduled expiration
of certain tax cuts.
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Macroeconomic forecast is primarily a 10-year “current law” economic projection to be used as an input to baseline federal budget projections and budget analysis.
CBO’s forecast assumes that current laws will remain in place indefinitely; CBO follows rules set in law to produce 10-year budget projections of revenues, outlays, deficit, and debt.
Recent changes in rules require 30-year projections for some purposes as well as “dynamic scoring” for some types of legislation whose macroeconomic feedback effects may be substantial.
CBO’s macroeconomic forecast is, as a whole, intended to be close to the broad consensus of economists, noncontroversial and fairly stable (at least for the longer term) from forecast to forecast.
Unusual focus on nominal values and income shares: Estimation of revenues and outlays requires projections of taxable incomes, prices, and other economic variables.
Estimation of interest payments requires projections of interest rates.
Current legislation may involve major changes in future policy, and CBO’s forecast must embody that shift.
Example: For many years, current law implied a major shift in fiscal policy in 2013 – the so-called “fiscal cliff” – that CBO had to include in any projection.



CBO’s Approach to Forecasting



CBO’s approach involves projections of both
potential (maximum sustainable) output and
actual output.

The long-term projection of potential output is
based on a neoclassical growth model, coupled
with a near-term business-cycle projection
using a standard macroeconometric model.
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Long-term projections are based on a Solow-type neoclassical growth model.
Near-term projections are based mainly on a conventional macroeconometric approach - standard components of aggregate demand, accelerator-multiplier dynamics, plus Phillips curve.
Growth model uses investment series from the macroeconometric model for capital accumulation, and provides the path around which the macro model cycles.
Near-term forecast is benchmarked with reference to various outside forecasts, modified by analysts' judgments.


The estimate of potential output is based mainly
on estimates of the potential labor force,
the flow of services from the capital stock,
and potential total factor productivity.

CBO uses data from a wide variety of sources
to form its estimates.
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Potential output is estimated mainly from potential labor force, capital services, and potential TFP (focusing on the nonfarm business sector).
CBO draws on a variety of sources for data used as inputs to its modeling framework.
National Income and Product Accounts (NIPA) from the Bureau of Economic Analysis for output, incomes, capital stocks, trade.
Population and other data from the Bureau of the Census. 
Data on consumer and other prices, employment, hours, productivity, and capital rental shares from the Bureau of Labor Statistics.
Flow of Funds (FOF) from the Federal Reserve for financial data.
Oil market and other energy data from the Department of Energy; various forward-looing prices from commodity and financial markets; private surveys of sentiment.
Budget data from Office of Management and Budget (budget-basis accounts differ from government sector in the NIPA). {We don’t use OMB budget projections for our forecast.}
Staff consults extensively with CBO’s Panel of Economic Advisers.
CBO uses a variety of other models used for near-term and long-term fiscal policy analysis.



Onrg = F [LNFB  Knpp, TFP NFB]

Where

Qv = Real GDP in the nonfarm business sector (NFB)
Lyms = Index of hours worked

Ky = Index of real capital services from nine

different types of capital assets

TFPy.; = Total factor productivity (a residual)


Presenter
Presentation Notes
Despite the wealth of productivity data available from BLS, CBO’s needs are met with a comparatively simple framework.
Pros: Provides a transparent supply-side basis for projection. Cons: Lacks many channels for policy to affect potential output.
CBO estimates a simple Cobb-Douglas equation for quarterly non-farm business output (about 75% of the economy) using data from the late 1940s through the most recent quarter for which data is available.
Simpler production relationships for other sectors – government, agriculture, households (including housing), non-profits.
Output and capital stocks are taken from the NIPA; hours and capital rental shares from BLS.
Index of capital services calculated using stocks and rental shares of structures, computers, communications, other equipment, software, R&D, ELA, rental housing, land.
Rental shares calculated using the Hall and Jorgenson approach, taking into account returns to capital, depreciation, tax treatment, and price inflation. (Results very similar to BLS’s.)
Longer-term labor force participation rates are projected largely on the basis of cohort- and gender-specific trends.
Great difficulty in distinguishing cyclical and structural components in emerging data – a problem that bedevils every available method. 
TFP is calculated as a residual, and thus in principle includes any changes in labor quality, capacity utilization.
Equations for potential hours and potential TFP are estimated with the unemployment gap as a variable -- the difference between the actual rate of employment and CBO’s estimate of the �“natural” rate. (Approach reflects Okun’s Law.)
Other parameters in potential equations are essentially segmented time trends (a “jointed stick”) with segments running between business cycle peaks; no new break until a full cycle has passed.
Potential is calculated by removing the unemployment gap parameters and projecting forward.
Pros: Projected trends incorporate information from past and current business cycles, and parameters respond to new information only rather gradually.
Cons: Identification of a new full business cycle can significantly change projected trend.


@Key Estimates in CBO’s Projection of Potential GDP,
January 2016

Percent, by Calendar Year

Historical Periods Projection
1950- 1950- 1974- 1982- 1991- 2002- 2016-
2015 1973 1981 1990 2001 2015 2026
Overall Economy
Potential Output 3.2 4.0 3.2 3.2 33 1.9 1.9
Potential Labor Force 1.5 1.6 2.5 1.6 1.3 0.7 0.5
Potential Labor Productivity 1.7 2.4 0.7 1.5 2.0 1.2 1.4

Nonfarm Business Sector

Potential Output 35 4.1 3.6 33 3.7 2.2 2.3
Potential hours 1.3 1.4 2.3 1.5 1.5 0.4 0.5
Capital services 3.4 3.8 3.8 35 3.8 2.2 2.4
Potential total factor productivity 1.5 1.9 0.9 1.1 1.5 1.3 1.2

Potential Labor Productivity 2.1 2.7 1.3 1.7 2.2 1.8 1.8

Capital-Labor Ratio 2.1 2.4 1.4 2.0 2.3 1.8 1.9

Memorandum:

Potential Output of Other Sectors 2.5 3.7 2.1 2.7 2.0 1.2 0.9
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Notice that most of the projected slowdown in growth in potential (relative to history) is due to slow growth of the labor force (resulting from the retirement of Baby Boomers).
Slow projected growth of government services (in “other”).
Q* parsing in passing: Looking back over the past 8 years since the last peak, CBO’s projections have come down substantially.
Only a relatively small portion – about one-fifth – of that is due to the recession and weak recovery.
Most due to reassessment of long-term trends, particularly in labor force participation, and, to a much lesser extent, data revisions.


““Nonfarm Business Total Factor Productivity
Since 1990: Changes Since 2007
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Vertical bars indicate the duration of recessions.
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Data revisions are frequent enough and large enough to affect analysis of trends, so we tend to be cautious in dramatically changing our projection.
Following the unexpected productivity surge of the 1990s, we experienced a major uptick in productivity around 2003 with no obvious explanation, followed by a slowdown that appears to have preceded the recession and that has persisted through the recovery.
CBO took several years to decide whether or not that uptick was part of an acceleration; currently, we treat it essentially as a one-time burst within a longer-term trend, probably engendered by the IT revolution as per Fernald’s recent work.
Similarly, CBO has taken several years to determine whether or not the slowdown in TFP was largely due to the recession and weak recovery, and whether or not TFP is likely to return to growth rates consistent with longer-term averages.
Such decisions have major implications for our economic and budget projections.


®
Revisions to Projected Potential GDP in 2017

From 2007 to 2014

Percentage Points

Recession Revisions to Fiscal Policy
and Weak Reassessment Prerecession and Other All
Reason for Change Recovery of Trends Data Factors Sources
Nonfarm Business Sector
Potential labor hours -0.7 -3.0 -0.3 1.2 -2.7
Capital services -0.6 -0.7 0.2 -1.3 -2.4
Potential total factor -0.5 -0.7 -0.6 0.4 -1.4
productivity
Other Sectors n.a. -0.3 0.7 -1.0 -0.7

Total (Percent) -1.8 -4.8 -0.1 -0.7 -7.3
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Between January 2007 and February 2014, CBO’s projection for potential output in 2017 declined by 7.3 percent. {Since February 2014 the gap has expanded to about -9 percent.}
[Note that the contributions to the revision reported in the table exclude changes that are the result of the revised definition of GDP presented in the comprehensive revision to the NIPAs released by the BEA in July 2013.]
CBO estimates that only about one-quarter of the revision was due to the effects of the recession and weak recovery.
About two-thirds of the revision was due to reassessment of trends that were largely underway before the recession but that became evident only after the 2007 business cycle peak was identified, leading CBO to add a new “stick” for the 1991-2001 business cycle.
By far the single most important was in the projection of potential labor hours, since the extraordinary growth of labor supply during the 1990s boom was no longer used in estimating the projected trend.


Other Considerations



Are there problems with the measurement

of productivity growth (for example,
computers, health care)?

How do public expenditures influence private-
sector productivity and productivity growth?
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Oliner and Sichel suggest that BEA may be underestimating productivity growth because they are using a “matched model” method. Hedonic approach based on performance benchmarks suggest much higher rates of technical improvement in MPUs.
Recognizing the economic and budgetary importance of the rising output share of health care expenditures, CBO is concerned about low measured productivity growth in health care.
We are very appreciative of work being done at BEA and BLS to improve measurements of productivity in this sector.
Recognizing pressures on the federal budget, CBO is also increasingly concerned to better understand productivity growth in the private sector and, perhaps more importantly, channels of influence through which public expenditures affect private-sector productivity.
Obvious examples include education, transportation, communication (e.g. the Internet), R&D, but we currently have no robust way of incorporating such channels into our projections.


How do changes in labor composition
contribute to productivity growth?

How does productivity growth contribute
to income growth, income shares, and the

federal budget?
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We’re also working to better understand how changes in labor quality/composition have contributed to productivity growth in the past and whether and how they will continue to do so in the future.
Finally, labor productivity growth feeds directly into our projections of unit labor costs, prices, and incomes.
Those projections directly affect our budget projections, since taxes fall differentially on labor income and capital income.
Throughout the postwar era until the 2000s, real hourly labor compensation tended to growth with labor productivity, and that relationship formed the basis of out projections.
We are currently undertaking research to better understand the sources of the divergence and to develop robust methods of projecting the labor share of income.
Thank you for your attention and I welcome questions.
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