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Cash and Accrual Measures
in Federal Budgeting

Summary

The federal budget serves many important functions,
including tracking the government’s cash flows, serv-
ing as a key instrument in national policymaking,
summarizing how fiscal policy changes over time, and
communicating the nature and scope of governmental
activities. The net costs of federal activities are estimated
throughout the federal budget using two fundamentally
different accounting measures—cash accounting and
accrual accounting. The principal difference between
cash and accrual accounting lies in the timing of when
the commitment (or collection) of budgetary resources
is recognized. Transactions in cash-based accounting are
recorded when payments are actually made or receipts
collected. By contrast, accrual measures summarize in a
single number the anticipated net financial effects at a
specific point in time of a commitment that will affect
federal cash flows many years into the future. That is,
accrual methods record the estimated value of expenses
and related receipts when the legal obligation is first
made rather than when subsequent cash transactions
occur. Currently, most federal activities are recorded in
the budget on a cash basis, with the major exception of
federal credit programs, which are recorded on an accrual
basis.

Whether programs are accounted for on a cash or an
accrual basis can, in some cases, significantly affect the
size and timing of their estimated deficit effects. Cash-
based estimates used in the budgeting process gener-

ally reflect costs over the 10-year period on which the
process focuses, but that period may not be long enough
to capture the full extent of some activities’ effects.
Accrual-based estimates that consider long-term effects
provide more complete information about programs that
involve longer time frames. Such estimates could give
lawmakers a tool to use in setting and enforcing targets
for long-term deficit control because, for the purposes of
Congressional budget enforcement procedures, legislative
proposals would receive credit (or be charged) within

the 10-year budget horizon for the ultimate effects of

provisions that would save (or cost) money over a longer
period. For example, accrual estimates might provide
useful information about the net costs of changes in
federal retirement benefits and in a limited number of
federal insurance programs. In addition, some analysts
believe accrual-based estimates would provide particu-
larly useful information about certain social insurance
programs because of their long time frames and the
magnitude of cash flows involved.

This report discusses the relative merits of cash and
accrual measures and explores the implications of
expanding the use of accrual measures for decisionmak-
ing purposes. In subsequent reports, the Congressional
Budget Office will examine in greater detail how an
accrual treatment would differ from the current cash
treatment for specific types of programs.

What Roles Do Cash and Accrual Measures Play in the
Federal Budget Process?

Measures of budgetary effects inform policymakers’
decisions about how to allocate limited federal resources.
Lawmakers rely on estimates of such effects to determine
how legislative proposals would affect the federal deficit
and whether they would trigger statutory or legislative
“budget enforcement” procedures that are designed to
control revenues, spending, and deficits.

The federal budget currently reports the costs of nearly
all commitments on a cash basis. The rationale for that
approach is that cash measures are simple, understand-
able, and can be used to reliably estimate most programs’
fiscal effects. However, the costs of some commitments
with long-term budgetary effects are reported on an
accrual basis. For instance, the Federal Credit Reform
Act of 1990 (FCRA) requires federal direct loans and
loan guarantees—for which cash flows typically extend
well beyond the 10-year budget horizon—to be recorded
in the budget on an accrual rather than a cash basis. For
such programs, the budget records a single payment or
receipt that represents the net present value of expected
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future cash flows. Policymakers made the switch to more
accurately measure the full net cost of credit programs
over the long term and to facilitate comparisons of the
net cost of direct loans, loan guarantees, and grants. In
addition, certain transactions related to federal retire-
ment benefits are reported on an accrual basis in agen-
cies’ budgets (in order to measure some of the long-term
costs of current employees), but the overall budget totals
reflect current-year cash flows—the government’s pay-
ments to annuitants and employees’ contributions to the
retirement funds.

What Are the Advantages and Disadvantages of Cash
and Accrual Measures?

Cash and accrual measures have competing advantages
and disadvantages in the budget:

® Cash measures are transparent, verifiable, and track
changes in debt held by the public. They also work

well for programs with short timing lags.

8 However, the cash measures used in the federal
budget process may provide incomplete information
about some programs that involve future
commitments because the 10-year window truncates
the budgetary effects. For example, cash measures
fail to show the liability that taxpayers incur in a
given year for federal employees’ accrued retirement
benefits and the long-term costs or savings that would
result from changes in those benefits. In such cases,
cash projections that extend farther into the future
can highlight long-term trends, even if they are not
an integral part of the budget process.

® [n combination with truncated time horizons, cash
accounting introduces opportunities for policymakers
to adjust budgetary outcomes through timing
shifts—that is, by instituting nonsubstantive policies
that simply delay payments or accelerate receipts
without materially changing their underlying value.

®  Accrual measures succinctly convey whether policy
changes are expected to increase or decrease the deficit
over the long term, thereby facilitating comparisons
of the net cost of programs with cash flows that differ
in timing (or exposure to market risk) and potentially
improving lawmakers’ opportunity to control long-
term costs when commitments are initially made.’

1. Market risk is a component of financial risk that remains
even with a well-diversified portfolio and is correlated with
macroeconomic conditions.

® Accrual estimates, however, are methodologically
complex, sensitive to technical assumptions, subject
to the uncertainties of projecting program activity
far into the future, and therefore more volatile and
harder to explain and understand than cash measures.

® Increasing the use of accrual measures in the budget
would require new account structures and reestimates
to reconcile present-value estimates with actual cash
flows.

What Are the Criteria for Assessing Information
Provided by Cash and Accrual Measures?

CBO has identified three criteria to assess the trade-offs
between the 10-year cash measures now used in the
federal budget process and accrual measures that reflect
budgetary effects over longer periods:

® Do the measures convey complete information about
budgetary effects? That is, do they correctly indicate
whether programs have net costs or savings and
provide a reasonable sense of the magnitude of such
effects?

8 s the government’s commitment of future resources
firm enough to record future cash flows before they
occur? Budget projections generally reflect anticipated
cash flows stemming from future commitments as
long as they are probable under current laws and
policies; but the case for accrual measures may be
stronger for commitments that are legally binding
or otherwise firm and that require no further
Congressional action to ensure that agencies have
sufficient resources to pay for them.

® Can underlying long-term cash flows be projected
and discounted with sufficient accuracy so that
accrual measures can be reliably used in the budget
process?

What Are Potential Approaches for Selectively
Expanding the Use of Accrual and Other Long-Term
Measures in the Federal Budget Process?

For programs where accrual measures are judged to be
useful, the Congress could require such measures for all
aspects of budgetary treatment and accounting; expand
the use of accrual measures only for the Congressional
budget process; or use those measures as supplemental
information.
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® Requiring accrual-based budgetary treatment and
accounting, as was done for federal credit programs,
would change measures of how programs affect
the budget deficit and would require new account
structures and periodic revisions to estimates. Because
the basis of measurement would be consistent
throughout the federal budget process, lawmakers
would have a reasonable idea of how their decisions
about resource allocation would ultimately affect
the Administration’s execution of statutory budget
enforcement mechanisms.

® Using accrual estimates only for purposes of
Congressional budget enforcement would change
legislative cost estimates and might affect decisions
about the allocation of resources. That approach
would be less burdensome than reporting accrual
estimates in the budget, which would remain cash-
based. However, because the allocation of resources
across federal programs might ultimately depend
on how the Administration executes statutory
requirements related to budget enforcement, using
different measures for Congressional and statutory
budget enforcement could cause confusion.

® Using accrual estimates as supplemental information
would allow policymakers to judge their value
without changing the budget numbers or budget
enforcement procedures.

Overview of the Federal Budget Process

The federal budget is a measure of the overall scope and
magnitude of federal activities that involve the spending
or collection of money under existing laws. It is also the
primary tool that lawmakers use to allocate the govern-
ment’s resources among competing priorities and to pro-
mote economic growth and prosperity. The 1967 Report
of the Presidents Commission on Budget Concepts con-
cluded that, in addition to its role in national policymak-
ing, the budget must be understandable to the public, as
well as to lawmakers.? It should convey the overall size of
government relative to the economy, as well as the rela-
tive size of different government programs. Estimates of
budget totals should be useful for analyzing the impact
of federal spending and tax revenues on the economy,

2. See President’s Commission on Budget Concepts, Report of the
Presidents Commission on Budget Concepts (October 1967),
pp- 11-23, htep://tinyurl.com/y7Ixv3gp.

informing the governments borrowing needs, and mea-

suring the public debt.

The federal budget process is the mix of procedures that
the President and the Congress use to consider, enact,
and execute the laws that allocate those resources. That
process is governed by various rules and procedures for
meeting budgetary goals through the use of enforcement
mechanisms that aim to control revenues, spending,

and deficits on the basis of estimates prepared by both
the Congressional Budget Office and the Office of
Management and Budget (OMB).?

Most estimates of how federal activities would affect the
federal deficit reflect cash-based measures of costs over
a 10-year period. That period begins with the budget
year—the upcoming fiscal year for which the Congress
must enact new legislation to allow federal agencies to
continue operating—and spans nine subsequent years.
However, the costs of some federal commitments with
long-term budgetary effects—in particular, the govern-
ment’s credit programs—are recorded in the budget (and
in legislative cost estimates) on an accrual basis, show-
ing net budgetary effects when commitments are made
rather than when subsequent cash transactions occur.

To aid in Congressional deliberations, CBO prepares
10-year projections of federal cash flows and the result-
ing federal deficit. For the most part, CBO’s budget
projections incorporate the assumption that current laws
governing taxes and spending in future years remain

in place. CBO’s estimates of the budgetary effects of
proposed legislation are estimated relative to those
projections.*

Whereas CBO provides estimates for use during
Congressional deliberations, OMB’s estimates are incor-
porated in the President’s budget proposals and are used
in implementing certain statutory requirements. For
example, if newly enacted laws are estimated to cause
certain limits to be breached, OMB must cancel

3. The Office of Management and Budget in the executive branch—
referred to in this report as the Administration—is responsible for
projecting cash flows related to enacted legislation in the federal
budget. Its budgetary treatment of activities may differ from the
treatment CBO uses in its cost estimates.

4. The Joint Committee on Taxation is a nonpartisan Congressional
committee that assists Members with tax legislation. The staff
of the Joint Committee on Taxation, not CBO, estimates the
revenue effects of tax proposals.
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Box 1.

The Federal Budget Process and Budget Enforcement Procedures

The federal budget process is an amalgam of procedures,
developed over time, that policymakers in the legislative and
executive branches use to plan, establish, control, and account
for spending and revenue policies. It involves three main
phases: the formulation of the President’s budget proposals by
the executive branch, the Congressional process for budgetary
decisionmaking, and the execution of enacted budget-related
legislation. The process is governed by various rules and
procedures for meeting budgetary goals and enforcement
mechanisms that aim to control revenues, spending, and
deficits on the basis of estimates prepared by both the
Congressional Budget Office and the Office of Management
and Budget (OMB). Those enforcement mechanisms—as well
as estimates of budgetary effects used to execute them—
recognize the fundamental distinction between the three
primary components of the federal budget:

8 Dijscretionary spending—spending stemming from authority
provided in annual appropriation acts;

® Mandatory (or direct) spending—spending controlled by
laws other than appropriation acts; and

8 Revenues—tax receipts and other collections stemming
from the federal government’s use of sovereign power.

Formulation of the President’s Budget

OMB generally handles the formulation of the President’s
budget, on the basis of proposals and estimates provided by
other agencies. That budget is essentially a request to the
Congress to enact new legislation as necessary to implement
the Administration’s policies regarding spending and reve-
nues. The budget recommends overall levels of spending and
revenues for the coming fiscal year (the “budget year”) and,
usually, nine subsequent years; specifies how resources should
be allocated among federal activities; and, in some cases,
proposes changes to laws aimed at achieving those budgetary
goals. It also includes detailed information about spending

and revenues in the current year and the prior year. No budget
enforcement procedures apply to the President’s request. OMB
usually transmits the budget to the Congress in February.

The Congressional Budget Process

The Congressional budget process provides the means for
lawmakers to establish their own fiscal and budgetary goals
and ensure that new legislation would comply with those
goals. As envisioned in the Congressional Budget Act of 1974,

Congressional consideration of budgetary issues centers on

a budget resolution, which, like the President’s budget, sets
forth an overall budget plan for the upcoming budget year (and
usually nine subsequent years) and allocates resources among
federal activities.! The budget resolution is enforced in each
House of Congress—usually on the basis of estimates prepared
by CBO and the Joint Committee on Taxation—through pro-
cedural mechanisms that are set forth in law and in the rules
of each House.? Lawmakers use two principal mechanisms

to ensure that proposed legislation complies with budgetary
goals specified in a budget resolution:

8 Points of order—parliamentary objections that lawmakers
can raise against proposed legislation that would violate
certain Congressional rules, particularly pay-as-you-go
rules (described below) that prohibit the consideration of
legislation estimated to have certain budgetary effects.

8 Reconciliation—a parliamentary process that the Con-
gress sometimes uses to reconcile spending and revenue
amounts determined by legislation for a given fiscal year
with amounts set in the budget resolution. When used, that
process is triggered by reconciliation instructions in the
budget resolution, which direct Congressional committees
to propose changes in laws under their jurisdictions to
achieve a specified budgetary result. Special rules govern
Congressional consideration of reconciliation legislation.

Budget Execution

OMB generally handles budget execution—that is, OMB appor-
tions the budgetary resources to executive branch agencies.
The budget execution process also involves periodic execution
reports by agencies, the recording of actual spending in the
budget, preparation of accrual-based financial statements,

and audits to verify that such financial statements track with
underlying cash flows. OMB also determines, usually on the
basis of its own estimates, whether new legislation enacted for
a given fiscal year, in total, triggers statutorily prescribed mech-
anisms for budget enforcement and, if necessary, executes

1. Congressional resolutions are not presented to the President and do not
have the force of law. In some years, the full Congress adopts a concurrent
budget resolution that governs budget enforcement in both the House and
the Senate. In other years, the chambers adopt separate resolutions or none
atall.

2. See Congressional Budget Office, “Frequently Asked Questions About CBO
Cost Estimates,” www.cbo.gov/about/products/ce-fag.
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Box 1.

Continued

The Federal Budget Process and Budget Enforcement Procedures

such mechanisms. Statutory mechanisms for controlling discre-
tionary spending differ from those used to control mandatory
spending and revenues.

Discretionary spending is limited by caps on new discretionary
appropriations that were originally specified in the Budget
Control Act of 2011 (BCA) and modified by subsequent legisla-
tion. Under current law, separate caps exist for defense and
nondefense spending through 2021. If OMB determines that
the total amount of discretionary funding provided in appropri-
ation acts for a given year exceeds the cap for either category,
the President must cancel new budgetary authority (following
procedures specified in the BCA) to eliminate the breach.

Mandatory spending and changes to revenues are controlled
through two enforcement mechanisms. First, pay-as-you-go
(PAYGO) procedures (specified in the Statutory Pay-As-You-Go
Act of 2010) require new legislation enacted during a given
session of Congress with effects on mandatory spending or
revenues to be deficit-neutral over specified periods of time.
In other words, policy changes that would increase direct
spending or reduce revenues must be offset by other changes
that would reduce other direct spending or increase revenues.

some new funding following statutorily specified proce-
dures (a process called sequestration). To guard against
triggering such reductions, lawmakers use certain
procedures—outlined both in law and in rules that
govern parliamentary procedures—to ensure that
proposed legislation complies with budgetary goals
established by the Congress (see Box 1).

An Illustration of Cash Versus Accrual
Measures

‘The choice of whether to use cash or accrual measures
as the basis for decisions about how to allocate resources
affects both how costs are reported to the Congress and
the public and how policymakers apply budget enforce-
ment mechanisms. The basis used to estimate the size
and timing of programs’ budgetary effects has signif-
icant implications for how policymakers apply those
mechanisms.

Cash and accrual measures differ when there are substan-
tial lags between the time when budgetary commitments
are made and the resulting cash flows occur. Whereas
transactions in cash-based accounting are recorded

(Introducing more accrual estimates to the budget would affect
the size of the changes and give policymakers an incentive

to pursue policies that would reduce costs far into the future

to offset near-term increases in other spending or reductions
in taxes.) That statutory PAYGO requirement applies not to
individual pieces of legislation but rather to the cumulative net
effect of all new laws enacted during a Congressional session.
If, at the end of a session, OMB estimates that newly enacted
legislation would violate that requirement, the President must
order a sequestration—or across-the-board cut—of certain
mandatory spending programs to offset the net cost of the new
laws. In addition, under current law, automatic sequestrations
of mandatory spending are scheduled to occur each fiscal year
over the 2018—2025 period.?

3. Those automatic reductions were originally prescribed by the BCA, which
established the Joint Select Committee on Deficit Reduction to propose
legislation to reduce federal deficits by a total of $1.2 trillion over a 10-year
period. The BCA specified that unless lawmakers enacted legislation that
achieved such savings, the automatic reductions would occur, without
further legislation, through 2021. Those automatic reductions have since
been extended into later years by subsequent legislation, most recently the
Bipartisan Budget Act of 2015.

when payments are made or receipts collected, accrual
estimates translate expected future cash flows into a
present value that is comparable to a single equivalent
amount at one point in time. Net present-value estimates
adjust future payments (or income) for the time value of
money—specifically, by discounting the value of future
cash flows. Discounting recognizes that a dollar in the
future is worth less than a dollar today because of the
interest that could have been earned on that dollar in
the meantime. Analysts begin by projecting the stream
of cash flows they expect will result from a particular
activity. To the extent practicable, such projections cover
the entire period over which such effects are expected to
occur. Analysts can then calculate the present value of
that stream of cash flows by discounting each amount

to current dollars and summing the resulting series. The
higher the discount rate, the lower the present value of
future cash flows. As a result, present-value calculations
and other accrual measures depend on estimates of both
cash flows and discount rates.

To illustrate the differences between the two approaches,
suppose that lawmakers are considering legislation that
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would authorize a settlement under which the federal
government agreed to make payments to the affected
parties equaling $3 million annually for 10 years. A
cash-based estimate would project outlays of $3 million
annually—or $30 million over the 10-year budget
window—equal to the nominal amount paid to the
parties over the 10-year period (see Table 1). By contrast,
on an accrual basis, the cost estimate would report,

up front in the year the commitment was made, a
present-value estimate equal to the discounted value of
the annual payments to be made in future years. At a dis-
count rate of 2 percent, the present value of payments to
the parties would total $26.9 million. Accrual estimates
must ultimately be reconciled with the actual cash flows,
which would still need to be tracked.®

In the context of the 10-year federal budget horizon,
projections of budgetary effects under cash and accrual
measures diverge for activities in cases where budgetary
effects are expected to continue in later years. For such
activities, if a cash measure is used, the 10-year budget
window truncates the effects. The greater the magnitude
of budgetary effects projected beyond the first 10 years,
the greater the divergence. For example, suppose instead
that the settlement entered into by the government
would require payments to continue for 20 years. A
cash-based estimate of costs used for the Congressional
budget process would remain unchanged at $30 million
over 10 years (though CBO’s estimate would disclose,

as supplemental information, additional spending of
$30 million outside the projection period). By contrast,
at a discount rate of 2 percent, an accrual-based cost
estimate would account for all of the projected spending
up front, reporting $49.1 million as the present value of
federal commitments entered into in the first year of the
settlement.

The Role of Cash and Accrual Measures in
the Federal Budget Process

With very few exceptions, the federal budget reports the
costs of its commitments on a cash basis. That budgetary
treatment applies to the government’s largest programs—
including Social Security, Medicare, and Medicaid—and
the bulk of defense and nondefense spending that is gov-
erned by the annual appropriation process (see Figure 1).

5. In this case, the Treasury would pay 2 percent interest
annually on the undistributed sums, which would be held in
nonbudgetary accounts, and those interest outlays together with
the original present-value amount would bring total outlays to
$30 million over 10 years.

However, the costs of some federal commitments with
long-term budgetary effects—primarily loans and

loan guarantees to nonfederal entities—are reported
and reflected in the budget totals on an accrual basis.
(Certain transactions related to federal retirement bene-
fits are reported on an accrual basis in agencies’ budgets,
but the overall budget totals reflect the government’s
payments to annuitants and employees” contributions to
the retirement funds on a cash basis.)

Usually, CBO’s cost estimates are prepared using the
same basis of measurement that the Administration

uses to measure and report the net cost (or savings) of
transactions as it executes those activities. However, for
the purpose of applying Congressional rules related to
budget enforcement, lawmakers require CBO to prepare
cost estimates for certain types of legislative proposals
on an accrual basis even though the budget accounts for
those affected activities on a cash basis. In other situa-
tions, CBO also provides information about long-term
budgetary effects on a supplemental basis (see Table 2
on page 9).

Accrual-Based Budgetary Treatment

Currently, the use of accrual measures in the budget is
governed by laws that specify such budgetary treatment
for particular programs or activities, or particular types
of programs. Accrual-based budgeting is mostly confined
to activities that are financial in nature, including federal
credit programs, the Troubled Asset Relief Program,
U.S. contributions to the International Monetary Fund,
and certain kinds of leases involving capital assets (see
Figure 1).° The budget also reports the federal govern-
ment’s interest costs as outlays when they accrue, not
when they are paid; however, the difference between

the cash and accrual measures is small for most of the

6. The budget records the cost of capital leases and lease-purchase
agreements up front on a present-value basis but records annual
payments for operating leases on a cash basis. See Office of
Management and Budget, Appendix B—Budgetary Treatment
of Lease-Purchases and Leases of Capital Assers, OMB Circular
No. A-11 (August 2017), www.whitehouse.gov/omb/circulars_
all_current_year_all_toc. In addition, see Congressional
Budget Office, Report on the Troubled Asset Relief Program—
June 2017 (June 2017), www.cbo.gov/publication/52840;

The Budgetary Effects of the United States’ Participation in the
International Monetary Fund (June 2016), www.cbo.gov/
publication/51663; CBO’s Budgetary Treatment of Fannie Mae and
Freddie Mac (January 2010), www.cbo.gov/publication/41887;
and 7he Budgetary Treatment of Leases and Public/Private Ventures
(February 2003), www.cbo.gov/publication/14257.


http://www.whitehouse.gov/omb/circulars_a11_current_year_a11_toc
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http://www.cbo.gov/publication/52840
http://www.cbo.gov/publication/51663
http://www.cbo.gov/publication/51663
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Table 1.

Estimates of the Costs of Legislation Authorizing lllustrative Settlements Using Alternative Measures

Millions of Dollars, by Fiscal Year

2018-
2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2027
Case 1: Settlement Under Which $3 Million Is Paid Out Annually for 10 Years
Cash Outlays 3 3 3 3 3 3 3 3 3 3 30
Accrual Outlays® 26.9 0 0 0 0 0 0 0 0 0 26.9
Case 2: Settlement Under Which $3 Million Is Paid Out Annually for 20 Years
Cash Outlays 3 3 3 3 3 3 3 3 3 3 30
Accrual Outlays? 491 0 0 0 0 0 0 0 0 0 491

Source: Congressional Budget Office.

Transactions in cash-based accounting are recorded when payments are actually made or revenues received. Accrual measures summarize in a single
number the anticipated net financial effects at a specific point in time of a commitment that will affect federal cash flows many years into the future.
That is, accrual methods record expenses when the commitment is first made rather than when subsequent cash transactions occur.

a. Assumes a fixed discount rate of 2 percent.

Treasury’s debt issues.” In all of those cases, federal
agencies record ongoing cash flows that underlie accrual
measures, but the accrual measures—rather than actual
cash flows—are used in calculating the budget deficit.

FCRA-Based Budgetary Treatment. The Federal Credit
Reform Act of 1990 specifies an accrual-based bud-
getary treatment for federal loans and loan guarantees.
That treatment was largely intended to more accurately
measure the cost of federal credit programs so they could
be readily compared with other activities and to improve
the allocation of budgetary resources.® Specifically, under
cash budgeting, even when underlying credit risks were
similar, direct loans disbursed to nonfederal borrowers
generally appeared to be more expensive over a 10-year
period than guaranteed loans (where the government
commits to make payments to a nonfederal lender in

the event of a default by a borrower)—simply because of
differences in the timing of federal outflows and inflows
stemming from such commitments. Whereas direct loans
involve up-front outlays when loans are disbursed and

7. Differences in timing are more pronounced for the inflation
adjustments to the principal of outstanding Treasury inflation-
protected securities, which have maturities of 5, 10, and 30 years;
those adjustments are also measured on an accrual basis. See
Congressional Budget Office, Federal Debt and Interest Costs
(December 2010), www.cbo.gov/publication/21960.

8. Sec. 501 of the Federal Credit Reform Act of 1990,
PL. 93-344 (codified at 2 U.S.C. §661 (2016)).

gradual streams of repayments in later years, guaranteed
loans typically generate up-front fees followed by federal
payments in later years to cover defaults. Consequently,
direct loans appeared as expensive as grants (or other
more direct forms of financial assistance) in the first year,
whereas loan guarantees appeared free in the year that
they were made. As a result of the long lags in timing
(because the term of most credit commitments extends
well beyond the 10-year budget horizon), cash account-
ing made it difficult to compare the cost of either type
of loan commitment with the cost of outright grant
assistance or other types of spending programs. Thus,
cash budgetary treatment gave lawmakers an incentive to
favor loan guarantees over direct loans and grants with-
out regard to the overall costs of credit.

Under FCRA, the budget reflects the anticipated net cost
(or savings) of loans or loan guarantees—known as the
subsidy cost—on an accrual basis at the time the loan

is disbursed. Subsidy costs represent the estimated net
present value of the federal government’s expected cash
flows stemming from a credit commitment over the life
of the loan discounted back to the date of disbursement.
Analysts take into account whatever information is avail-
able at the time of the commitment to inform judgments
about the risk of default and the likelihood of recoveries
in the event of default. Subsidy costs can be positive or
negative. Positive subsidy rates mean that a credit pro-
gram has a net cost, and thus funding must be available

7
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Figure 1.

Current Budgetary Treatment for Selected Federal Programs

« Federal
employees’
retirement
benefits

Fair Value

« Fannie Mae,
Freddie Mac
« Troubled Asset
Relief Program

« Contributions
to the IMF

Source: Congressional Budget Office.

Transactions in cash-based accounting are recorded when payments are actually made or revenues received. Accrual measures summarize in a single
number the anticipated net financial effects at a specific point in time of a commitment that will affect federal cash flows many years into the future.
That is, accrual methods record expenses when the commitment is first made rather than when subsequent cash transactions occur. The fair-value
approach reflects the market value of the federal government’s obligations.

IMF = International Monetary Fund.

to cover the subsidy costs.” Negative subsidy rates occur FCRA for estimating subsidy rates, the Federal Housing
when income from interest, fees, or both is expected to Administration’s single-family guaranteed loan program
exceed the government’s outlays on a net present-value and the Department of Education’s direct student loan

basis.!® For example, under the methodology specified in ~ program have negative subsidy rates (see Box 2).!"!

9. For discretionary credit programs, the Congress appropriates the

subsidy cost (if posicive). 11. Some direct student loan programs have positive subsidy rates,

but on average, the subsidy rate for the entire direct loan program

10. In the case of negative subsidy rates, the financing account—a is negative. See Office of Management and Budget, Budget of the
below-the-line account used to track cash flows stemming from U.S. Government, Fiscal Year 2018: Federal Credit Supplement
credit commitments—makes a payment to an on-budget receipt (May 2017), pp. 2 and 5, www.whitehouse.gov/omb/budget/

account. Supplemental.
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Table 2.

Accrual and Long-Term Measures Used in the Federal Budget Process

Activities for Which Accrual Measures Apply

Activities for Which Accrual and Other

to All Aspects of Budgetary Treatment and
Accounting

Long-Term Measures May Be Used for
Congressional Budget Enforcement®

Accrual and Long-Term Measures Provided for
Informational Purposes

Federal direct loans and loan guarantees
(FCRA basis)

Troubled Asset Relief Program (fair-value
basis)

Contributions to the International Monetary
Fund (fair-value basis)

Agencies’ annual contributions to federal

Sales of federal assets®

Currency modernization (net present-value
basis of budgetary effects over 30 years)

Energy savings performance contracts and
utility energy services contracts

Fannie Mae and Freddie Mac (fair-value
basis)®

The Long-Term Budget Outlook (cash basis,
expressed as a percentage of GDP)

Measures of the fiscal gap (net present
value as a percentage of GDP)

Long-term estimates for major legislation
(cash basis)f

Federal direct loans and loan guarantees

retirement funds® (fair-value estimates provided in addition to

For all legislation: f wheth -
or all legislation: statement of whether FCRA estimates)

direct spending and revenue effects exceed
certain thresholds

Capital leases and lease-purchase
agreements

Federal interest costs For legislation with major budgetary effects:

long-term cash estimates

Source: Congressional Budget Office.
A fair-value basis of measurement reflects the prices a well-diversified investor would charge to assume the market risks borne by the government.

A present value is a single number representing the sequence of projected cash flows of an asset or liability in terms of an equivalent lump sum
received or paid at a specific point in time.

FCRA = Federal Credit Reform Act of 1990; GDP = gross domestic product; OMB = Office of Management and Budget.

a. Transactions related to federal retirement programs are recorded using a mix of accrual and cash measures. In general, agencies’ annual payments
to federal retirement funds are recorded on an accrual basis. However, those payments are intragovernmental and do not affect the budget deficit.
Federal payments for benefits to retirees are recorded on a cash basis.

b. In general, the basis of measurement used for the budget also applies to legislative cost estimates. In limited circumstances, CBO estimates the
budgetary effects of proposed legislation using a basis that differs from the underlying cash budgetary treatment of activities. Such instances are
rare and usually in direct response to Congressional rules related to budget enforcement. OMB generally estimates the budgetary effects of newly
enacted legislation on a cash basis (except when otherwise specified in law) for purposes of executing statutory budget enforcement mechanisms. In
some cases, therefore, measures used for purposes of Congressional budget enforcement may differ from those used for statutory enforcement.

c. The “asset test” requires CBO to estimate, on a net present-value basis, whether the proposed sale of a federal asset would result in net financial
costs or savings to the government. The outcome of the test determines whether proceeds from the proposed sale are credited to the legislation
(on a cash basis) for purposes of budget enforcement. That test also applies to OMB’s preparation of estimates used to execute statutory procedures
for budget enforcement.

d. Applies only to proposals considered in the Senate.

e. CBO’s legislative cost estimates related to Fannie Mae and Freddie Mac present anticipated effects in the current year on a cash basis (consistent
with OMB’s treatment of those entities in the budget). CBO’s baseline projections and legislative cost estimates show budgetary effects in future
years on a fair-value basis.

f. The Congress requires CBO to provide long-term cash estimates for major legislation and under certain other circumstances. In addition, when the
information is particularly salient, CBO’s legislative cost estimates may include long-term cash estimates as supplemental information.

of the government’s borrowing cost as the discount rate.
Thus, FCRA accounts for the time value of money (that

Because present-value estimates are very sensitive to the
choice of discount rate used to translate future cash fows

into up-front dollars, using a systematic approach toward
discounting is critical to ensuring that estimates can be
readily compared. The methodology prescribed for fed-

eral credit programs requires agencies to use an estimate

is, the concept that money is worth more today than at
some future date because of its ability to earn a return
in the interim); but as discussed below, it does not fully
account for the cost of risk borne by taxpayers.
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Box 2.

lllustrating Alternative Budgetary Treatments: Estimating the Savings From Limiting Forgiveness of
Graduate Student Loans

The federal government, through a variety of programs Currently, budgetary effects related to student loans, like those
administered by the Department of Education, originates of all federal credit programs, are recorded in the budget—and
nearly $100 billion annually in new federal student loans that in legislative cost estimates—on an accrual basis, as specified
are issued both to students at institutions of higher education by the Federal Credit Reform Act of 1990 (FCRA). Under FCRA,
and to their parents. By any measure, those programs, which budgetary costs are estimated on a net present-value basis
involve loan terms that may extend for up to 30 years, have by discounting cash flows to the time of loan disbursement
large budgetary effects. As a result, the budgetary treatment using rates on Treasury securities of comparable maturity.

of student loans has important implications for lawmakers’ Indeed, policymakers’ concerns about whether 10-year cash
perceptions of how those programs affect the federal deficit estimates conveyed appropriate information about the effects
and the incremental effects of policy options. of proposals related to student loans was one of the factors

that motivated lawmakers to enact FCRA. In particular, before

Alternative Budgetary Treatments for Estimating Savings From Limiting Public Service Loan Forgiveness

2017- 2017-
2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2026 2036
Cash Basis®
Changes in Direct Spending
Estimated Budget Authority 0 0 0 0 0 0 0 0 0 0 0 -2,390
Estimated Outlays 0 0 0 0 0 0 0 0 0 0 0 -1,995

Federal Credit Reform Act Basis®
Changes in Direct Spending
Estimated Budget Authority -200 -365 -455 575 -710 -850 -1,005 -1,175 -1,315 -1,395 -8,045 -27,630
Estimated Outlays 115 -270 -375 475 585  -710 -840 985 -1,120 -1,210 -6,685 -23,670

Fair-Value Basis®
Changes in Direct Spending
Estimated Budget Authority -130  -240 -305 -395 490 -585 -695  -810 -905  -960 -5,515 -18,985
Estimated Outlays -75 180 -250 -320 -405  -490 -580  -680 -770  -835 -4,585 -16,300

Source: Congressional Budget Office.

Estimates of changes in budget authority and outlays are relative to CBO’s March 2016 baseline; CBO’s economic and technical assumptions
have since changed.

Through the Public Service Loan Forgiveness program, certain borrowers who are employed full time in public service can have their entire
outstanding loan balance forgiven after 10 years of monthly payments in an income-driven repayment plan. The proposal, for which CBO
originally prepared an estimate in 2016, would have limited the amount of loan forgiveness available to new borrowers as of July 1, 2017.
Under the proposal, after 10 years of monthly payments, such borrowers could receive a maximum of $57,000 in loan forgiveness.

a. On a cash basis, the proposal would not reflect any savings until after 10 years, when the first borrowers covered by the option would begin
to receive loan forgiveness. Estimated savings over the 2017-2036 period reflect additional repayments, attributable to loans issued over
the 2017-2026 period, that would occur after 2026.

b. CBO’s FCRA and fair-value estimates of reductions in budget authority over the 2017-2026 period reflect underlying projections of cash
flows attributable to loans disbursed during that period; however, CBO did not project additional cash flows underlying loans that would be
disbursed after 2026. Rather, to project continued savings over the 2027-2036 period on a FCRA and fair-value basis, CBO assumed that the
annual percentage reduction in budget authority over that period would equal the estimated percentage reduction between 2025 and 2026.
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Box 2.

Continued

lllustrating Alternative Budgetary Treatments: Estimating the Savings From Limiting Forgiveness of

Graduate Student Loans

the adoption of accrual-based budgetary treatment for all
forms of credit assistance to students, cash-based budget-

ing created incentives for policymakers to favor guaranteed
student loans (for which net costs occur gradually over the life
of commitments) over direct student loans (for which most of
the net costs occur up front, when loans are disbursed). Under
FCRA, accrual measures facilitate more direct comparisons of
the net costs of all types of credit programs and direct means
of federal support.

In addition, CBO often provides estimates for legislative
proposals for some credit programs, including student loans,
on a fair-value basis that incorporates the agency’s estimate
of market risk—the risk that taxpayers face because federal
receipts from payments on student loans tend to be low when
economic and financial conditions are poor and resources are
therefore more valuable. Under the fair-value approach, esti-
mates are based on market values—market prices when they
are available, or approximations of market prices when they
are not—which better account for the risk that the government
assumes. As a result, for a proposal that would result in larger
loan repayments, the discount rates (or interest rates) used to
calculate the present value of those repayments are higher for
fair-value estimates than for FCRA estimates, and the budget-
ary savings from those larger repayments are correspondingly
smaller.

Because they reflect budgetary effects that extend beyond the
10-year period on which the federal budget process focuses,
the net present-value estimates prepared using either FCRA or
fair-value methods sometimes differ dramatically from 10-year
cash estimates traditionally used in that process. To illustrate
such differences, CBO prepared three measures of budgetary
effects for a proposal to restrict the Department of Education’s

authority to limit forgiveness of certain student loans.! Through
the Public Service Loan Forgiveness program, certain bor-
rowers who are employed full time in public service can have
their entire outstanding loan balance forgiven after 10 years

of monthly payments. The proposal, for which CBO originally
prepared an estimate in 2016, would have limited the amount
of loan forgiveness available to new borrowers as of July 1,
2017. Under the proposal, after 10 years of monthly payments,
such borrowers could receive a maximum of $57,000 in loan
forgiveness. By any measure, the proposal would generate net
savings to taxpayers by requiring borrowers to repay a greater
portion of their loans. As reflected in the table, however,
10-year cash and accrual measures vary considerably.

On a cash basis, the proposal would not reflect any increased
repayments (relative to current law) until after 10 years, when
the first borrowers covered by the option would begin to
receive loan forgiveness at lower rates than would otherwise
apply. After that initial 10-year period, projected cash flows
would reflect larger repayments, and over a 20-year period,
total net savings on a cash basis would amount to nearly $2 bil-
lion. Over the first 10-year period that serves as the focus of
the federal budget process, however, no such savings would
occur. In contrast, both FCRA and fair-value estimates for the
proposal reflect, in the years when credit commitments are
made, the net present value of the full stream of anticipated
increases in repayments stemming from those commitments.
On a FCRA basis, with cash flows discounted at Treasury rates,
CBO estimates that budgetary savings over the 10-year budget
horizon would total $6.7 billion. On a fair-value basis, CBO
estimates such savings would total $4.6 billion.

1. See Congressional Budget Office, “Limit Forgiveness of Graduate Student
Loans,” Options for Reducing the Deficit, 2017 to 2026 (December 2016),
pp. 30-31, www.cbo.gov/budget-options/2016/52175.
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To ensure that subsidy costs in the budget remain
consistent with subsequent cash flows, and to inform
policymakers about the performance of federal loans,
FCRA requires agencies to periodically reevaluate the
subsidy cost of outstanding direct loans and loan guar-
antees and make adjustments—known as credit subsidy
reestimates—to reconcile initial subsidy costs recorded
at the time of disbursement with actual outcomes. The
initial judgments that analysts make about default and
recovery rates, interest rates, and effective maturities of
the loans will probably differ from actual experience.
FCRA provides permanent, indefinite budget author-
ity to cover the full costs of credit subsidy reestimates
without additional action by lawmakers. That authority
means that agencies are held harmless for mistakes in
their initial subsidy estimates; agencies face no penalties
(or realize any benefits) if the original estimate turns out
to be too low (or too high). In that sense, once an agency
extends a loan or loan guarantee, its ultimate net costs to
taxpayers are fully funded—no subsequent legislation is
required to fully fund federal obligations. That treatment
comports with the underlying nature of credit-related
commitments, which involve firm, fixed contracts that
are legally binding on both borrowers and the federal
government. Once such commitments are made, their
cost is largely beyond the control of lawmakers.

Formally adopting the accrual-based budgetary treat-
ment specified in FCRA required the Administration to
create, for each credit program, a new set of accounting
mechanisms to present the accrual-based budget esti-
mates and reconcile those estimates with actual cash
flows over the course of the program (see Figure 2).
On-budget program accounts record outlays of esti-
mated net subsidy costs (including any credit subsidy
reestimates) for cohorts of loans or loan guarantees upon
disbursement; such outlays, along with the amounts of
credit subsidy reestimates and the various cash trans-
actions associated with the loans and guarantees—for
example, loan repayments for direct loans and the
government’s costs for defaults on guaranteed loans—are

12. Lawmakers can pass subsequent legislation to modify the terms of
existing loans. However, FCRA precludes agencies from making
such modifications if they would involve net costs unless the
Congress provides, in advance, the additional funding necessary
to cover the cost of such modifications.

Figure 2.

The Budgetary Treatment of Federal Credit
Programs With Positive Subsidy Costs

The Budget

Upward Subsidy Reestimates

Agency

Program Account Positive Subsidy

Interest
Treasury

Downward Subsidy Reestimates

Financing Account
(A “below-the-line”
means of financing

the deficit)

Income From Fees, Interest,
and Principal Repayments;
Recoveries on Defaults

Guarantee Payments
and Disbursements
of Direct Loans

Originators of
Guaranteed Loans (and Securities);
Borrowers

Source: Congressional Budget Office.

For each program, credit reform accounting requires two accounts:

a program account and a financing account. (In addition, if the subsidy
is negative, an on-budget receipt account is necessary.) The program
account shows the net subsidy costs, and the financing account reflects
the cash flows that make up those subsidy costs.

The cash flows between the financing account and originators of
guaranteed loans (and securities) or borrowers of direct loans are a
means of financing the deficit and are excluded from the calculation of
the budget deficit—that is, they are “below-the-line” accounts.

If the credit program has a positive subsidy, the program account makes
a single payment to the financing account for each credit cohort. (If the
credit program has a negative subsidy, the financing account makes a
payment to a receipt account in the Treasury.)

Restimates of the subsidy costs are annual. A positive (or upward)
reestimate results in a payment from the program account to the financing
account. A negative (or downward) restimate results in a payment from
the financing account to the on-budget receipt account in the Treasury.

The annual interest payments between the Treasury and the financing
account can also flow in either direction. If the financing account has
been a net borrower, it pays interest to the Treasury. If the financing
account holds government securities, then the Treasury makes interest
payments to the financing account.
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credited to “below-the-line” financing accounts.'® Those
accounts are considered below the line in the sense that
their annual receipts and outlays are excluded from the
calculation of the budget deficit—because the subsidy
costs that are shown in the budget already reflect their
value. Over time, as a credit program’s various cash flows
evolve and credit subsidy reestimates are made to bring
the recorded subsidy costs in line with actual results, the
inflows or outflows of a financing account should net to
zero.

Fair-Value Budgetary Treatment. In addition to the
approach taken under FCRA accounting, a related
approach, known as fair value, can be used to estimate
the cost of federal credit programs and other types of
financial assistance. FCRA measures do not fully account
for the cost of the risk the government assumes when
issuing loans or loan guarantees; hence, they make

the reported cost of such transactions lower than the

cost that private institutions would assign to similar
credit assistance based on market prices. The fair-value
approach seeks to incorporate a full measure of that risk
by reflecting the market value of the federal government’s
obligations.'

The difference between the two approaches lies in the
treatment of the cost of market risk, which is the com-
ponent of financial risk that remains even after investors

13. A credit cohort consists of all the loans or guarantees that a
program obligates in a given fiscal year. If the cohort’s credit
subsidy is positive, the program account makes a onetime subsidy
payment to the financing account. (Administrative costs are also
paid by the program account but are not included in the estimate
of subsidy costs.)

The financing accounts also receive interest payments from the
Treasury, which help to ensure that the ultimate budgetary effects
are the same under cash and accrual measures. Separate accounts
exist for credit subsidy reestimates. See Office of Management
and Budget, Circular A-11 (2017), Part 5, Section 185: Federal
Credit, www.whitehouse.gov/omb/circulars_all_current_year_
all_toc; and Marvin Phaup, “Credit Reform, Negative Subsidies,
and FHA,” Public Budgeting & Finance, vol. 16, no. 1 (Spring
1996), pp. 23-36, https://tinyurl.com/yb6v550l.

14. Fair-value accounting is controversial, and many budget analysts
oppose its use. They argue that the cost of market risk will
not affect federal cash flows. For example, see Government
Accountability Office, Credit Reform: Current Method to Estimate
Credir Subsidy Costs Is More Appropriate for Budget Estimates Than
a Fair Value Approach, GAO-16-41 (January 2016), www.gao.
gov/products/ GAO-16-41.

have diversified their portfolios as much as possible.'®
It arises from shifts in macroeconomic conditions, such
as productivity and employment, and from changes in
expectations about future macroeconomic conditions.
Loans and loan guarantees expose the government to
market risk because future repayments of loans tend to
be lower when the economy as a whole is performing
poorly and resources are more highly valued.

To incorporate the cost of market risk, the fair-value
approach generally entails using the discount rates on
expected future cash flows that private financial institu-
tions would use. Those discount rates are higher than
Treasury rates; the difference effectively reflects the market
risk inherent in the underlying cash flows (see Box 3).1¢
That approach uses market prices to measure the cost to
the public of federal loans and loan guarantees.

The Emergency Economic Stabilization Act of 2008
(Division A of Public Law 110-343) required that the
budget record the purchases and sales of financial assets
through the Troubled Asset Relief Program using pro-
cedures similar to those in FCRA, but with an adjust-
ment for market risk.!” Certain contributions to the
International Monetary Fund are also accounted for in
the budget on an accrual basis with market-risk adjust-
ment following direction provided in the authorizing
legislation.

Mixed Cash and Accrual Budgetary Treatment. The
budget deficit reflects, on a cash basis, the cost of retire-
ment benefits as they are paid to retired federal civilians
and military personnel, net of revenues from current
workers” contributions toward their future benefits.

15. For instance, individuals can diversify their investments in
stocks through mutual funds and stock index funds, such as
the Standard & Poor’s 500—an index of 500 large U.S. firms.
Those investments minimize the idiosyncratic risk of any single
company but still expose investors to overall declines in the stock
market.

16. The fair value of an asset is defined as the price that would be
received if it were sold in an orderly transaction between market
participants. Similarly, for a liability such as a loan guarantee,
the fair value is the price that would have to be paid to induce
a market participant to assume the liability. See Congressional
Budget Office, Fair-Value Accounting for Federal Credit Programs
(March 2012), www.cbo.gov/publication/43027.

17. See Congressional Budget Office, Report on the Troubled
Asset Relief Program—/June 2017 (June 2017), www.cbo.gov/
publication/52840.
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Box 3.

Accounting for Market Risk in Accrual-Based Estimates

Accrual estimates are frequently expressed as present
values—that is, as a single number representing the sequence
of projected cash flows of an asset or liability in terms of an
equivalent lump sum received or paid at a specific point in
time. Because present-value estimates are very sensitive to
the choice of discount rate, using a systematic approach to
selecting discount rates is critical to ensuring that estimates
are credible. A widely used approach in the analysis of federal
policy is to simply use an estimate of the government’s
borrowing cost—the estimated yield on a Treasury security of
comparable maturity—as the discount rate. Doing so effec-
tively accounts for the time value of money (that is, the idea
that money is worth more today than at some future date
because of its ability to earn a return in the interim) but does
not account for the risk inherent in lending money for federal
policies correlated with the overall economy. Therefore, using
Treasury rates conveys a misleading perception that assets
(like loans) have greater value because the federal government
owns them. To incorporate the cost of market risk, the fair-
value approach generally entails using the discount rates that
private financial institutions would use. That approach uses
market prices to measure the value of the assets.

Market risk is the component of risk that remains even after

a portfolio has been diversified as much as possible. It arises
because most investments tend to perform relatively poorly
when the economy is weak and relatively well when it is
strong. People value income from investments more when

the economy is weak and incomes are relatively low. The cost
of market risk captures those collective assessments of the
value of losses in bad times relative to good times. People who
invest in assets that have market risk expect to earn a rate of
return that is higher than Treasury rates as a reward for the risk
that they bear. Hence, they would discount the projected cash
flows at a higher rate than the Treasury rate.

Government programs have an exposure to market risk if,
when the economy is weak, cash outflows tend to be larger (or
conversely, cash inflows tend to be smaller). The market risk

is effectively passed along to taxpayers and beneficiaries of
government programs because they bear the consequences of
the government’s financial losses. Moreover, that risk is costly
to those taxpayers and beneficiaries because they also tend

to value resources more highly when the economy is weak. To
account for that cost, present-value estimates can incorporate
an adjustment to the discount rate by adding a risk premium to

the yield on Treasury securities. The size of the risk premium
for any given program depends on how much cash flows in that
program fluctuate with overall economic conditions.

The Congressional Budget Office often refers to present-value
estimates that include an adjustment for market risk as
fair-value estimates because they represent the prices a
well-diversified investor would charge to take on the market
risks borne by the government. For some programs, adjusting
present-value estimates for market risk, by including a risk
premium in the discount rate, can significantly affect not only
the magnitude of such estimates but also the sign—that is,
whether proposed policy changes would generate budgetary
costs or savings.! For example, using methods prescribed by
the Federal Credit Reform Act of 1990 (FCRA), CBO estimated
that the Federal Housing Administration’s single-family
housing program would have a subsidy rate of -3.6 percent
and generate $8 billion in net savings in 2013. (A negative sub-
sidy rate indicates a net gain to the government.) By contrast,
incorporating a risk premium of 0.90 percentage points above
Treasury rates, CBO estimated that the program’s subsidy rate
would be 1.5 percent and that it would have a fair-value cost
of $3 billion in 2013.2 In other programs, however, the amount
of market risk is likely to be small, and hence accounting for it
would produce a cost similar to that under FCRA.

Market risk can also be incorporated into cash estimates.
For example, the Office of Management and Budget (OMB)
and CBO made adjustments for market risk in projecting the
cash flows from earnings of the Railroad Retirement Board’s
National Railroad Retirement Investment Trust from invest-
ments in private securities. They made that adjustment by

1. The 2016 budget resolution requires CBO to supplement current FCRA
estimates with fair-value estimates for legislation affecting federal credit
programs related to housing, residential mortgages, and student loans
(and, when practicable, other activities). CBO prepares such estimates using
the same underlying projections of cash flows. Under the resolution, the
Chairman of the House Committee on the Budget can choose whether to
use FCRA or fair- value estimates for purposes of budget enforcement; in
the Senate, budget enforcement is based on FCRA estimates.

2. CBO reported the risk adjustments for the major federal credit programs in
spreadsheets in the data and supplemental information on its website. See
Congressional Budget Office, Fair-Value Estimates of the Cost of Federal
Credit Programs in 2013 (June 2012), www.cbo.gov/publication/43352. For
updated estimates, see Congressional Budget Office, Fair-Value Estimates
of the Cost of Selected Federal Credit Programs for 2015 to 2024
(May 2014); www.cbo.gov/publication/45383.


http://www.cbo.gov/publication/43352
http://www.cbo.gov/publication/45383

JANUARY 2018

CASH AND ACCRUAL MEASURES IN FEDERAL BUDGETING

Box 3.

Continued

Accounting for Market Risk in Accrual-Based Estimates

projecting earnings using the Treasury rate of interest rather
than the higher mean expected return for the assets in the
fund. The adjustment for market risk has the advantage of
avoiding the appearance that the budget could benefit by
purchasing risky private-sector securities.?

In CBO’s view, fair-value estimates provide a more comprehen-
sive measure than FCRA estimates of the costs of federal credit
programs and help lawmakers more fully understand the trade-
offs between certain policies.* Some analysts have expressed
concern, however, about the potential drawbacks of using the
fair-value approach in federal budgeting.® They dispute the
degree to which market prices represent market risks that are
actually borne by the government and argue that the inclu-
sion of the risk premium is a more significant departure from
general federal budgetary practices than discounting alone
because they do not view market risk as a cash cost.® They

3. See Congressional Budget Office, Evaluating and Accounting for Federal
Investment in Corporate Stocks and Other Private Securities (January
2003), pp. 19-24, www.cbo.gov/publication/14245.

4. See the testimony of Douglas W. EImendorf, Director, Congressional Budget
Office, before the House Committee on Financial Services, Estimates of the
Cost of the Credit Programs of the Export—Import Bank (June 25, 2014),
www.cbo.gov/publication/45468.

5. For example, see Government Accountability Office, Credit Reform: Current
Method to Estimate Credit Subsidy Costs Is More Appropriate for Budget
Estimates Than a Fair Value Approach, GAO-16-41 (January 2016), www.gao.
gov/products/GAO-16-41.

6. Fair-value estimates are higher than the costs that would be incurred by the
federal government if actual cash flows turned out to match their statistical
average. One analyst has suggested an approach that combines features of
fair value and FCRA. Under that “expected returns” approach, the budget
would report a fair-value estimate when credit was extended and then in
subsequent years it would report the expected realization of the market
risk premium on an annual basis. See Donald Marron, The $300 Billion

Meanwhile, agencies make annual payments—calcu-
lated on an accrual basis—to federal retirement funds to
account for the future costs of some benefits earned by
existing workers.'® The purpose of those payments is to

18. Broadly speaking, accrual payments are used to account for
the cost of most pension benefits but only some health-related
benefits. Agencies accrue the full cost of pension benefits for
participants in the Federal Employees Retirement System, which
covers most current employees; but they pay only part of the
accrual cost of benefits under the older Civil Service Retirement

also point to implementation issues, volatility in estimates that
would be introduced by the additional fluctuations in market
risk premiums, and the challenges of communicating the basis
of fair-value estimates. A common misperception of fair-value
estimates is that they are based on more accurate measures
of the likelihood that borrowers will default or that losses

will occur than those used in FCRA-based measures, when in
fact both types of estimates are based on the same range of
possible cash flows.

In general, the usefulness of different approaches for con-
structing estimates of the costs of federal policies depends on
the purpose for which those estimates are used.” Fair-value
estimates may be less useful than FCRA estimates in projecting
the average budgetary effects of programs that provide credit
assistance. However, projecting such effects is not the only, or
necessarily even the primary, purpose of cost estimates. Cost
estimates are tools that policymakers can use to make trade-
offs between different policies that work toward a particular
policy goal. By taking into account how the public assesses
financial risks as expressed through market prices, fair-value
estimates may be more useful than FCRA estimates in helping
policymakers understand trade-offs between policies when
some of them involve such risks.

Question: How Should We Budget for Federal Lending Programs? (Urban
Institute, September 2014), https://tinyurl.com/yafla77y. Proponents of the
fair-value approach argue that one of several options would be to use credit
subsidy reestimates to adjust for the difference between actual costs and
projected costs, including the risk premiums. Ultimately, the accrual costs
must be reconciled with the cash flows whether a FCRA or a fair-value
measure is used.

7. See the testimony of Douglas W. ElImendorf, Director, Congressional Budget
Office, before the House Committee on Financial Services, Estimates of the
Cost of the Credit Programs of the Export—Import Bank (June 25, 2014),
pp. 9-10, www.cbo.gov/publication/45468.

more fully measure the long-term costs of deferred com-
pensation payable to an agency’s current workforce and
to attribute those future costs to agencies’ budgets.

System and none of the accrual cost of health insurance for
civilian retirees. See Congressional Budget Office, Options for
Changing the Retirement System for Federal Civilian Workers
(August 2017), www.cbo.gov/publication/53003.
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'The accounting practices that are used resemble those
used by private corporations to price transactions within
the firm. Agencies’ annual accrual transactions do not
affect the deficit. They are intragovernmental transac-
tions—payments from the agencies that are matched by
receipts to the on-budget retirement funds that will ulti-
mately pay retirees’ benefits. Balances in those retirement
funds represent the amount of resources legally available
to the government to pay the benefits they provide.

Other Measures Used in the Federal Budget Process
In general, CBO’s estimates for proposed legislation
are prepared using the same basis of measurement that
applies to affected activities’ underlying budgetary
treatment. However, for purposes of applying proce-
dural rules that govern the consideration of legislation,
lawmakers require CBO to prepare cost estimates for
proposals related to certain activities on a different basis.
The Congress has the flexibility to determine whether
to enforce its budget-related rules on the basis of those
alternative measures instead of 10-year cash estimates.

In addition, in fulfilling its mission to support the
Congressional budget process, CBO prepares a wide
range of studies and reports that are usually much
broader in scope than a legislative cost estimate. Such
analyses often provide important information about
long-term budgetary effects and sometimes include
accrual measures.

Accrual Measures Used to Enforce Congressional

Rules. For some specific activities, lawmakers determine
whether their budget enforcement mechanisms apply on
the basis of measures that differ from how costs would
ultimately be recorded in the budget. That approach
offers the advantage of highlighting information about
long-term net costs while avoiding the potential down-
sides of making wholesale changes to the budgetary treat-
ment of affected activities.'” For example:

® Under long-standing guidelines, legislative cost
estimates for proposals to sell federal assets impose
<« » . .
an “asset test,” which specifies a methodology for
estimating, on a net present-value basis, whether
a proposed sale would result in net financial costs

19. See Allen Schick, “Performance Budgeting and Accrual
Budgeting: Decision Rules or Analytic Tools?” OECD Journal on
Budgeting, vol. 7, no. 2 (November 2007), pp. 109-138, http://
dx.doi.org/10.1787/budget-v7-2-en.

or savings to the government. The outcome of the
test determines whether proceeds from the sale are
credited to the legislation for budget enforcement
purposes.*’

In some cases, the House and Senate require CBO
to prepare certain estimates on a net present-value
basis. For example, budget enforcement related to
proposals to modernize U.S. currency—specifically,
by transitioning from the $1 note to the $1 coin—
is based on the net present value of anticipated
budgetary effects over a 30-year period.*! Likewise,
budget enforcement related to proposals that would
affect federal agencies” use of certain long-term
contracts to make energy-related investments is
based on net present-value estimates of the long-term
budgetary effects stemming from such contracts.”

After the U.S. government assumed control in 2008
of Fannie Mae and Freddie Mac—two federally
chartered institutions that provide credit guarantees
for almost half of the outstanding residential
mortgages in the United States—CBO concluded
that the institutions had effectively become
government entities whose operations should be
included in the federal budget. As a result, unlike the
Administration, CBO has incorporated estimates of
the budgetary costs of the two entities in its baseline

20.

21.

22.

The methodology is specified in the joint statement of managers
that accompanied the conference report on the Balanced Budget
Act of 1997. See House Committee on the Budget, Conference
Report to Accompany H.R. 2015, House Report 105-217 (July 30,
1997), pp. 1007-1014, https://go.usa.gov/hb8Q. In particular,
Rule 15 specifies the types of cash flows to be included and the
discount rate to be used in estimating the net present value of a
proposed transaction.

See sec. 3106 of the Concurrent Resolution on the Budget
for Fiscal Year 2016, S. Con. Res. 11, 114th Cong. (2015)
(adopted).

The rule that pertains to legislation considered in the Senate

is specified in sec. 3207 of the Concurrent Resolution on the
Budget for Fiscal Year 2016, S. Con. Res. 11, 114th Cong.
(2015) (adopted). Sec. 5109 of the 2018 budget resolution,

H. Con. Res 71, 115th Cong. (2017) (adopted), specifies a
similar rule that applies to legislation considered in the House
of Representatives. For additional information on the budgetary
treatment of energy savings performance contracts (ESPCs) and
similar contracts to which those rules apply, see Congressional
Budget Office, Using ESPCs to Finance Federal Investments in
Energy-Efficient Equipment (February 2015), www.cbo.gov/
publication/49869.


http://www.oecd-ilibrary.org/governance/oecd-journal-on-budgeting/volume-7/issue-2_budget-v7-2-en
http://www.oecd-ilibrary.org/governance/oecd-journal-on-budgeting/volume-7/issue-2_budget-v7-2-en
https://go.usa.gov/hb8Q
http://www.cbo.gov/publication/49869
http://www.cbo.gov/publication/49869

JANUARY 2018

CASH AND ACCRUAL MEASURES IN FEDERAL BUDGETING

budget projections. CBO uses fair-value accrual
estimates to account for the credit-related activities

of Fannie Mae and Freddie Mac.?? In contrast, OMB
records in the budget the anticipated net cash flows to
and from the Treasury of those entities’ transactions.?*

® Under certain circumstances, for legislation related to
federal credit programs, Congressional rules require
CBO, to the extent practicable, to provide estimates
on both a FCRA and a fair-value basis.?

Long-Term Estimates on a Cash Basis. Accrual mea-
sures are one way of addressing the drawbacks of the
truncated 10-year budget window; cash projections

that extend over longer periods of time are another.

To support the House and Senate Budget Committees
in enforcing budget-related points of order, CBO is
required by Congressional rules to determine whether
legislation would have long-term budgetary effects—on
a cash basis—exceeding certain thresholds.® In addition,
the Concurrent Resolution on the Budget for Fiscal Year
2016 requires CBO to provide long-term cash estimates,
spanning up to 30 years, for major legislation and under
certain other circumstances.”” Finally, when the informa-

23. This approach provides policymakers with a more comprehensive
measure of costs than either FCRA- or cash-based estimates.
See Congressional Budget Office, CBO’s Budgetary Treatment
of Fannie Mae and Freddie Mac (January 2010), www.cbo.gov/
publication/41887. For a comparison of the two entities’ cost on
a fair-value basis and a FCRA basis, see Congressional Budget
Office, letter to the Honorable Barney Frank about the budgetary
impact of Fannie Mae and Freddie Mac (September 16, 2010),
www.cbo.gov/publication/21707.

24. CBO uses such cash-based estimates for the current year to
ensure that its deficit projections ultimately align with those of
OMB, which otherwise would be confusing and hard to compare
if CBO did not use cash measures at that point.

25. Broadly speaking, in the Senate, fair-value estimates are provided
as supplemental information. In the House of Representatives,
the Chairman of the House Committee on the Budget decides
whether to use FCRA or fair-value estimates for purposes of
budget enforcement.

26. Specifically, CBO’s estimates for legislation considered in the
Senate indicate whether legislation would increase net deficits
by more than $5 billion in any of the four decades following
the 10-year budget window. CBO’s estimates for legislation
considered in the House of Representatives indicate whether net
increases in direct spending in any of those decades would exceed

$2.5 billion.

27. Sections 3107 and 3109 of the 2016 budget resolution require
CBO to provide long-term cash estimates, spanning up to

tion is particularly salient, CBO’s legislative cost esti-
mates may include long-term cash projections as supple-
mentary information; notable examples include CBO’s
estimates for the Affordable Care Act and immigration
proposals.?® Because of the considerable amount of time
and staff resources required to produce such long-term
estimates for legislation, which are highly uncertain,
including such information is feasible only in limited
circumstances.

More broadly, CBO annually issues long-term pro-
jections of spending and revenues related to Social
Security and Medicare (and of the federal budget as

a whole) over 30 years.” If future benefits are paid as
specified in current law, those programs are projected to
have a significant long-term impact on federal deficits.
CBO’s projections are expressed as a percentage of gross
domestic product (GDP), which helps analysts assess
the programs’ sustainability and their long-term effects
on the federal budget.>® CBO has also reported on the
long-term effects of a variety of policy options on Social
Security’s actuarial balance; those effects are generally
expressed as a percentage of GDP at different points. 7!

30 years, for the following: legislation with anticipated spending
effects in excess of 0.25 percent of projected GDP over the
initial 10-year period (to the extent practicable); legislation that
would increase limits on discretionary spending specified in the
Budget Control Act (as modified); and certain proposals related
to the Highway Trust Fund. That resolution also requires CBO
to prepare long-term cash estimates if requested by the chairman
of either the House or Senate Committee on the Budget. See
Concurrent Resolution on the Budget for Fiscal Year 2016, S.
Con. Res. 11, 114th Cong. (adopted May 5, 2015).

28. See Congressional Budget Office, cost estimate for the Patient
Protection and Affordable Care Act (November 18, 2009),
www.cbo.gov/publication/41423; and cost estimate for S. 744,
the Border Security, Economic Opportunity, and Immigration
Modernization Act (June 18, 2013), pp. 3 and 54-56, www.cbo.
gov/publication/44225.

29. Those programs’ actuaries issue 75-year projections on an annual
basis.

30. CBO also publishes estimates of the fiscal gap, which is a present-
value measure of the nation’s fiscal imbalance over a 30-year
period. See Congressional Budget Office, 7he 2017 Long-Term
Budger Outlook (March 2017), www.cbo.gov/publication/52480.

31. See Congressional Budget Office, Social Security Policy Options,
2015 (December 2015), www.cbo.gov/publication/51011.
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