
1. ECONOMIC ASSUMPTIONS

Introduction
A year ago, the two-year old recovery from the 1990- 

91 recession was still very fragile; now it is secure. 
This transformation was the result of a series of correc
tive actions taken by the private and public sectors. 
Households reduced their share of disposable income 
needed to service outstanding debt. Businesses im
proved their balance sheets by relying on equity rather 
than debt financing. In the construction industry, the 
overhang of excess office space was reduced substan
tially.

But most importantly, the Federal Government seri
ously addressed its own deficit problem. Congress en
acted the Administration's deficit reduction plan, com
mitted itself to follow with further cuts in health care 
costs and refocused spending priorities on productivity- 
enhancing investment.

The return to fiscal responsibility contributed to a 
fall of one percentage point in long-term interest rates 
between the election in November 1992 and the end 
of 1993. Even though they increased slightly in the 
closing months of the year, long-term interest rates in 
the fourth quarter were the lowest in over two decades. 
Falling rates stimulated key interest-sensitive sectors, 
pushed the stock market to record highs and reduced 
the debt servicing costs of governments, households and 
businesses.

By the second half of 1993, households and busi
nesses were willing and able to undertake the invest
ment spending that produces self-sustaining growth. 
Business and consumer confidence improved noticeably 
as sales picked up, orders increased, payrolls expanded 
and incomes rose. Even though the pace of economic 
activity quickened during 1993 and the unemployment 
rate declined steadily, inflation remained well under 
control. Thus, as 1994 begins, the essential elements 
for sustained, noninflationary growth are in place.

Signs of a Secure Expansion
The favorable trends evident in product and labor 

markets last year suggest that the economy in 1994— 
and the five years beyond—will be healthier than it 
has been during the past half dozen years.

• Real GDP growth was faster in each successive 
quarter of 1993, reaching an estimated 4-1/2 per
cent annual rate in the final quarter. The accel
eration was achieved through faster growth of 
spending on the investment components of GDP 
(consumer durables, housing and business equip
ment) rather than inventory accumulation or for
eign trade.

• To meet growing demand, businesses both length
ened the workweek and increased their hiring. In

the fourth quarter, the manufacturing workweek 
set a record high for the post-World War II period; 
factory overtime reached the highest level since 
record keeping began in 1956; and factories in
creased their payrolls by 40,000 following seven 
consecutive months of reductions. In addition to 
the manufacturing sector, the construction indus
try added significantly to its payrolls in the fourth 
quarter and private sector service jobs continued 
to grow.

• The unemployment rate in December was 6.4 per
cent, down from 7.3 percent a year earlier. All 
major demographic groups experienced substantial 
unemployment rate declines during 1993.

• The Consumer Price Index (CPI) rose just 2.7 per
cent during 1993; the producer price index, a mere
0.2 percent. The reduction of inflation was broadly 
based; even the medical component of the CPI 
slowed last year. In addition, energy prices fell 
near the end of 1993. Faster growth of productiv
ity in the second half of the year helped restrain 
inflation by providing an offset to rising labor com
pensation.

There were important restraints on growth during
1993, some of which will continue during 1994, and 
perhaps even beyond.

• On the domestic side, the shift from defense to 
nondefense priorities in the post-Cold War world 
has caused a sharp retrenchment by defense-relat- 
ed industries. During 1993, industries with 50 per
cent or more of their output geared to defense 
reduced their payrolls by 140,000, about the same 
as in 1992. At the state and local government 
level, fiscal pressures have curtailed hiring and 
spending, although these pressures might ease as 
a growing economy boosts tax revenues. In the 
construction sector, investment in new office build
ings and multifamily rental housing was de
pressed in 1993 by the high vacancy rates of re
cent years. These rates, however, came down dur
ing 1993, suggesting a turnaround may be in the 
offing.

• Abroad, recessions in Europe and Japan contrib
uted to a widening of the U.S. trade deficit last 
year, and a further deterioration is probable this 
year. During 1993, industries with 20 percent or 
more of their employment directly or indirectly 
tied to exports lost 120,000 jobs, considerably less 
than the 230,000 of 1992.

• Finally, the same competition from foreign and 
domestic firms that helps hold inflation in check 
will maintain pressure on U.S. companies to con
trol costs by downsizing their workforces wherever 
feasible.
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4 ANALYTICAL PERSPECTIVES

In the view of the Administration, and most private 
sector forecasters, however, the growth-promoting 
trends in the economy far outweigh the restraining 
ones. If the Congress delivers on its commitment to 
fiscal responsibility and the Federal Reserve continues 
to provide sufficient growth of the monetary aggregates 
to sustain the expansion, the economic future will be 
brighter than it has been in many years.

Economic Assumptions
The Administration’s economic assumptions devel

oped in early December 1993 project a continuation 
of the trends evident in 1993: real economic growth 
sufficiently strong to lower unemployment gradually 
without reigniting inflation. (See Table 1-1 for details.)

• Between the fourth quarter of 1993 and the fourth 
quarter of 1994, real GDP is expected to increase 
3.0 percent. From 1995 through 1999, the growth 
rate slows progressively to 2.5 percent, close to 
the estimate of potential growth.

• The unemployment rate is expected to decline 0.3 
percentage point in 1994. Further decreases of 
about this magnitude are projected each year 
through 1998, at which time the unemployment

rate is projected to be close to the noninflationary 
unemployment rate.1

• Inflation, as measured by the Consumer Price 
Index, is projected to be 3.0 percent during 1994, 
compared with 2.7 percent during 1993. As the 
slack in labor and product markets is taken up, 
the inflation rate is assumed to edge up slightly, 
leveling off at 3.4 percent per year during 
1997-1999.

• Short-term interest rates are projected to rise 
moderately from their exceptionally low current 
levels as the economy expands, while long-term 
rates are projected to remain unchanged at their 
levels at the end of 1993.

Data that became available after these assumptions 
were completed suggest that real growth in the fourth 
quarter of 1993 was stronger than anticipated, while 
unemployment, inflation and interest rates were lower. 
Economic assumptions updated for these recent devel
opments would raise the level of both real and nominal 
GDP by about 0.2 percent each year 1994-1999, but

1 Because of a major revision of the monthly labor force questionnaire beginning in January 
1994, there is likely to be a noticeable break in the official unemployment rate beginning 
with 1994. Table 1-1 shows an unemployment rate projection consistent with the historical 
data through 1993. The unemployment rate based on the revised questionnaire might be 
about one-half percentage point higher than this.

TABLE 1-1. ECONOMIC ASSUMPTIONS i
(Calendar years; dollar amounts in billions)

Actual Projections
1992 1993 1994 1995 1996 1997 1998 1999

Gross Domestic Product (GDP): 
Levels, dollar amounts in billions:

Current dollars........................................................................................................................ 6,038 6,371 6,736 7,118 7,522 7,950 8,400 8,870
Constant (1987) dollars .......................................................................................................... 4,986 5,126 5,284 5,433 5,579 5,725 5,873 6,021
Implicit price deflator (1987*100), annual average............................................................... 121.1 124.3 127.5 131.0 134.8 138.9 143.0 147.3

Percent change, fourth quarter over fourth quarter:
Current dollars........................................................................................................................ 6.7 5.0 5.8 5.6 5.7 5.7 5.7 5.6
Constant (1987) dollars .......................................................................................................... 3.9 2.3 3.0 2.7 2.7 2.6 2.6 2.5
Implicit price deflator (1987*100) ......................................................................................... 2.8 2.6 2.7 2.8 2.9 3.0 3.0 3.0

Percent change, year over year:
Current dollars........................................................................................................................ 5.5 5.5 5.7 5.7 5.7 5.7 5.7 5.6
Constant (1987) dollars .......................................................................................................... 2.6 2.8 3.1 2.8 2.7 2.6 2.6 2.5
Implicit price deflator (1987*100) ......................................................................................... 2.9 2.6 2.6 2.8 2.9 3.0 3.0 3.0

Incomes, billions of current dollars:
Personal income..................................................................................................................... 5,145 5,385 5,691 6,016 6,365 6,746 7,148 7,551
Wages and salaries 2 .............................................................................................................. 2,973 3,083 3,261 3,442 3,636 3,849 4,071 4,293
Corporate profits before tax .................................................................................................... 395 447 508 531 555 573 595 631

Consumer Price Index (all urban): 3
Level (1982-84*100), annual average .................................................................................. 140.3 144.5 148.6 153.3 158.3 163.6 169.2 174.9
Percent change, fourth quarter over fourth quarter................................................................ 3.1 2.8 3.0 3.2 3.3 3.4 3.4 3.4
Percent change, year over year............................................................................................. 3.0 3.0 2.8 3.2 3.3 3.3 3.4 3.4

Unemployment rate, civilian, percent:4
Fourth quarter level................................................................................................................. 7.3 6.7 6.4 6.0 5.8 5.6 5.5 5.5
Annual average....................................................................................................................... 7.4 6.8 6.5 6.1 5.9 5.7 5.5 5.5

Federal pay raises, January, percent5 ..........................................................................................
Interest rates, percent:

4.2 3.7 1.6 2.2 2.5 2.5 2.5

91-day Treasury bills6 ............................................................................................................ 3.5 3.0 3.4 3.8 4.1 4.4 4.4 4.4
10-year Treasury notes........................................................................................................... 7.0 5.9 5.8 5.8 5.8 5.8 5.8 5.8

1 Based on information available as of December 1993.
2 Pre-health care reform. Reform is assumed to increase wages and salaries by $23 biion in 1997, $35 bfllion in 1998 and $47 billion in 1999.
3 CPI for all urban consumers.
«Pre-1994 basis. The introduction of a new labor force questionnaire in January 1994 may result in higher unemployment rates than these shown in the table, 
s In January 1994 there was a 2.2% pay raise for military personnel.
•Average rate (bank discount basis) on new issues within period.
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1. ECONOMIC ASSUMPTIONS 5
TABLE 1-2. COMPARISON OF ECONOMIC ASSUMPTIONS IN THE 1994 AND 1995 BUDGETS

(Calendar years; dollar amounts in billions)

Percent increase:
Nominal GDP:

1994 budget assumptions 1 .................
1995 budget assumptions....................

Real GDP (percent change): 2
1994 budget assumptions....................
1995 budget assumptions....................

GDP deflator (percent change): 2
1994 budget assumptions....................
1995 budget assumptions....................

Consumer Price Index (percent change):2
1994 budget assumptions....................
1995 budget assumptions....................

Civilian unemployment rate (percent):3
1994 budget assumptions....................
1995 budget assumptions....................

91-day Treasury bill rate (percent):
1994 budget assumptions....................
1995 budget assumptions....................

10-year Treasury note rate (percent):
1994 budget assumptions....................
1995 budget assumptions....................

1 Adjusted for August 1993 revisions.
2 Fourth quarter to fourth quarter.
3Pre-1994 basis.

1993

6,348
6,371

2.8
2.3

2.5
2.6

2.8
2.8

7.1 
6.8

3.2 
3.0

6.7
5.9

1994

6,736

3.0
3.0

2.4
2.7

2.7
3.0

6.6
6.5

3.7 
3.4

6.6
5.8

7,046
7,118

2.8
2.7

2.3
2.8

2.7
3.2

6.2 
6.1

4.3
3.8

6.6
5.8

7,397
7,522

2.6
2.7

2.2
2.9

2.7 
3.3

6.0
5.9

4.7 
4.1

6.5
5.8

7,740
7,950

2.2
2.6

2.2
3.0

2.7
3.4

5.8
5.7

4.8
4.4

6.5
5.8

8,070
8,400

1.8
2.6

2.2
3.0

2.7
3.4

5.7
5.5

4.9
4.4

6.4
5.8

would not change the growth rates shown in Table
1-1. The update would also reduce the unemployment 
rate by one or two tenths in 1994-1997 and lower the 
ten-year Treasury note by one-tenth percentage point 
through 1999. These revisions are included in the Ad
ministration assumptions published in the Council of 
Economic Advisors, Economic Report of the President,
1994. The changes would reduce the deficits for 
1995-1999 by $5-6 billion a year compared to the defi
cits estimated using Table 1-1 assumptions.

The economic assumptions presume enactment of the 
Administration’s budget proposals. The Administra
tion’s health care reform proposal was also taken into 
account in framing them. While there are likely to be 
important sectoral effects from health care reform, 
these are expected to be largely offsetting at the level 
of the economy as a whole. Thus, the projections of 
nominal and real GDP, the GDP implicit price deflator, 
the overall CPI, unemployment and interest rates 
shown in Table 1-1 are assumed to be unaffected.2

Impact of Changes in Economic Assumptions
The budget for 1994 was based on economic assump

tions identical to those used by the Congressional Budg
et Office (CBO) at the time. In contrast, the 1995 budg
et is based on the Administration’s own forecast and 
assumptions. While the rate of real growth projected 
for the next few years is similar, the 1995 budget as
sumptions show somewhat stronger real growth in the

2 The medical component of the CPI is expected to rise more slowly as a result of health 
care reform. By 1999, when the reform is fully implemented, medical inflation is assumed 
to be one percentage point higher than the overall CPI, compared with 2 percentage points 
higher in a baseline that excludes health care reform. This difference is assumed to be 
offset by differences in inflation outside the medical sector so that the overall rate of
inflation is the same for baseline and policy estimates. See Chapter 17, "Current Services 
Estimates."

out-years. They also show slightly higher inflation, and 
lower interest rates (the latter particularly reflecting 
the experience of this past year).

The changes in economic assumptions have signifi
cant effects on the budget outlook. Higher real growth 
and inflation rates both contribute to raising estimates 
of receipts. The higher inflation, however, also increases 
estimates of outlays for programs such as social secu
rity, the benefits for which rise automatically each year 
due to cost-of-living adjustments. Lower interest rates 
reduce estimated outlays for payment of interest on 
the public debt. The changes in economic assumptions 
since last year’s budget lower the 1994 deficit by $5.5 
billion while the 1998 deficit is reduced by $40.6 billion 
(Table 1-3).

Omnibus Trade and Competitiveness Act of 1988
As required by the Omnibus Trade and Competitive

ness Act of 1988, Table 1-4 shows estimates for eco
nomic variables related to saving, investment, and for
eign trade consistent with the economic assumptions. 
The merchandise trade and current account balances 
deteriorated in fiscal year 1993, as growth in U.S. ex
ports was restrained by recessions in Europe and 
Japan. The continued faster rate of growth in the Unit
ed States than abroad is likely to further widen our 
external deficits.

Net private investment in the United States is pro
jected to increase substantially as the economy expands. 
The sources of finance for the increased private invest
ment are the substantial decline in the Federal deficit 
plus the larger inflow of foreign capital. Private domes
tic saving is expected to change little through 1995.

The Act requires information on the amount of bor
rowing by the Federal Government in private credit
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6 ANALYTICAL PERSPECTIVES

TABLE 1-3. EFFECTS ON THE BUDGET OF CHANGE IN ECONOMIC ASSUMPTIONS SINCE LAST YEAR
(In billions of dollars)

1994 1995 1996 1997 1998

Budget totals under 1994 budget economic assumptions and 1995 budget 
policies:
Receipts.............................................................................................................
Outlays...............................................................................................................

Deficit (-) ..................................................................................................
Changes due to economic assumptions:

Receipts.............................................................................................................
Outlays:

Inflation, mandatory programs......................................................................
Unemployment..............................................................................................
Interest rates.................................................................................................
Interest on changes in borrowing .................................................................

Total, outlays............................................................................................

Decrease in deficit....................................................................................
Budget totals under 1995 budget economic assumptions and policies:

Receipts.............................................................................................................
Outlays...............................................................................................................

Deficit ( - ) ..................................................................................................

1,249.5
1,489.7

1,352.0
1,529.4

1,425.4
1,609.3

1.492.1
1.701.1

1.555.1
1.786.2

-240.2

-0.4

-0.7
-0.8
-4.4
_ *

-177.4

+1.8

+0.7
-0.9
-9.8
-0.5

-183.9

+1.9

+3.8
-0.9

-14.2
-1.1

-209.0

+13.0

+9.0
0.0

-16.5
-2.0

-231.1

+31.8

+15.6
-2.1

-18.5
-3.7

-5.9 -10.5 -12.4 -9.6 -8.7

5.5

1,249.1
1,483.8

12.3

1.353.8
1.518.9

14.3

1,427.3
1,596.9

22.6

1,505.1
1,691.4

40.6

1,586.9
1,777.4

-234.8 -165.1 -169.6 -186.4 -190.5

TABLE 1-4. SAVING, INVESTMENT, AND TRADE BALANCE
(Fiscal years; in billions of dollars)

1993 actual 1995 estimate

Current account............................................................................... -101 -145 to -105
Merchandise trade balance.............................................................. -123 -175 to -135
Net foreign investment.................................................................... -89 -140 to -100
Net domestic saving (excluding Federal saving)1 ........................... 332 325 to 365
Net private domestic investment...................................................... 203 280 to 320

1 Defined for purposes of Pubfic Law 100-418 as the sum of private saving and the surpluses of State and local governments. All series 
are based on National Income and Product Accounts except for the current account balance.

markets. This is presented in Chapter 13, "Federal Bor
rowing and Debt.”

It is difficult to gauge with precision the effect of 
Federal Government borrowing from the public on in
terest rates and exchange rates, as required by the 
Act. Both are influenced by many factors besides Gov
ernment borrowing in a complicated process involving 
supply and demand for credit and perceptions of fiscal 
and monetary policy here and abroad.

Structural vs. Cyclical Deficit
When there is slack in the economy, receipts are 

lower than they would be if resources were fully em
ployed, and outlays for unemployment-sensitive pro
grams (such as unemployment compensation and food

stamps) are higher. As a result, the deficit is higher 
than it would be at full employment. The portion of 
the deficit that can be traced to such factors is called 
the cyclical deficit. The remainder, the portion that 
would remain at full employment (consistent with a 
5.5 percent unemployment rate), is called the structural 
deficit.

Changes in the structural deficit give a better picture 
of the impact of budget policy on the economy than 
the unadjusted deficit affords. The structural deficit 
also gives a clearer picture of the deficit problem that 
fiscal policy must address, since this part of the deficit 
will persist even when the economy has fully recovered, 
unless policy changes.

TABLE 1-5. ADJUSTED STRUCTURAL DEFICIT
(In billions of dollars)

1992 1993 1994 1995 1996 1997 1998 1999

Actual deficit (unadjusted)..........................................
Cyclical component................................................

Structural deficit..........................................................

290.4
61.8

254.7
52.0

234.8
42.4

165.1
30.3

169.6
21.1

186.4
15.1

190.5
7.6

181.1
4.0

228.6
2.4

202.6
28.0

192.4
3.3

134.9
11.1

148.5
11.3

171.3
6.1

182.9
4.9

177.1
3.3Deposit insurance1 ................................................

Adjusted structural deficit........................................... 231.0 230.6 195.7 146.0 159.8 177.4 187.8 180.4
1 For 1992 includes allied contributions for Desert Storm.
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1. ECONOMIC ASSUMPTIONS 7
In recent years, outlays for deposit insurance (mainly 

for resolving insolvencies in the savings and loan indus
try) have had substantial impacts on the actual deficit. 
However, these outlays have little current impact on 
economic performance, because the Federal liability for 
S&L insolvencies occurred years ago. Furthermore, 
these are in the nature of one-time expenditures that 
will not be repeated. Indeed, future outlays for this 
purpose are expected to be negative as the Government 
sells the assets acquired in shutting down insolvent 
S&Ls. It has therefore become customary to remove 
deposit insurance outlays as well as the cyclical compo
nent from the actual deficit to compute the adjusted 
structural deficit. This is shown in Table 1-5.

The downward trend of the adjusted structural deficit 
over the next several years measures real progress in 
correcting the fiscal imbalance inherited by this Admin
istration. Some period of restrictive policy was unavoid
able if the actual deficit was to be reduced from the 
unsustainably high levels of the past decade. The de
cline in the level of the structural deficit is neither 
so pronounced nor abrupt as to pose a threat to sus
tained moderate economic growth. In particular, it is 
consistent with the economic assumptions underlying 
the budget, presented above.

Sensitivity of the Budget to Economic 
Assumptions

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

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

Economic variables that affect the budget do not usu
ally change independently of one another. Employment 
and output tend to move together in the short run: 
a higher rate of real GDP growth is associated with 
declining unemployment, while weak or negative 
growth is accompanied by rising unemployment. In the 
long run, however, changes in the average rate of 
growth of real GDP are mainly due to changes in the 
rates of growth of productivity and labor supply, and 
are not associated with changes in the average rate 
of unemployment. Inflation and interest rates are also 
linked: a higher expected rate of inflation tends to in
crease interest rates, while lower expected inflation re
duces rates. Changes in real GDP growth or inflation 
have a much greater cumulative effect on the budget 
over time if they are sustained for several years than 
if they occur for only one year.

The table shows that if real GDP growth is lower 
by one percentage point in calendar year 1994 and the 
unemployment rate rises by one-half percentage point,

the 1994 deficit would increase by $7.5 billion. Receipts 
in 1994 would be lower by $6.6 billion, and outlays 
would be higher by $1.0 billion, primarily for unemploy- 
ment-sensitive programs. If growth resumes at its pre
viously assumed rate in 1995, the receipts shortfall 
would nonetheless grow further that year, to $14.4 bil
lion, and outlays would be increased by $5.0 billion, 
raising the 1995 deficit by $19.4 billion relative to the 
base case. The budget effects would continue to grow 
slightly in later years. The permanent change in the 
deficit is due to the permanent reduction in the level 
of real (and nominal) GDP and taxable incomes and 
the permanent increase in unemployment relative to 
the baseline economic path, even though the rate of 
real growth in calendar year 1995 and beyond is the 
same.

The budget effects grow much larger if the real 
growth rate is assumed to be one percentage point less 
in each year, 1994-1999, with the unemployment rate 
continuing to rise by one-half percentage point, relative 
to its base path, in each year. On these assumptions, 
the levels of real and nominal GDP would be below 
the base case by a cumulatively growing percentage. 
The deficit would be $146.2 billion higher than under 
the base case by 1999.

The effects of slower productivity growth are shown 
in a third example, where real growth is one percentage 
point lower per year while the unemployment rate is 
unchanged. In this case, the estimated budget effects 
mount steadily over the years, but more slowly. The 
effect on the deficit reaches $121.5 billion by 1999.

Joint changes in interest rates and inflation have 
a smaller effect on the deficit than equal percentage 
point changes in real GDP growth because their effects 
on receipts and outlays are substantially offsetting. An 
example is the effect of a one percentage point higher 
rate of inflation and one percentage point higher inter
est rates during calendar year 1994 only. In subsequent 
years, the price level and nominal GDP would be one 
percent higher than in the base case, but interest rates 
are assumed to return to their base levels. Outlays 
for 1994 rise by $5.7 billion and receipts by $7.3 billion, 
for a decrease of $1.6 billion in the 1994 deficit. In 
1995, outlays would be above the base by $13.3 billion, 
due in part to lagged cost-of-living adjustments; receipts 
would rise $15.4 billion above the base, however, result
ing in a $2.0 billion decrease in the deficit. In subse
quent years, the amounts added to receipts would be 
larger than the additions to outlays.

If the rate of inflation and the level of interest rates 
are higher by one percentage point in all years, the 
price level and nominal GDP would rise by a cumula
tively growing percentage above their base levels. In 
this case, the effects on receipts and outlays mount 
steadily in successive years, adding $75.0 billion to out
lays and $98.7 billion to receipts in 1999, which reduces 
the 1999 deficit by $23.6 billion.

The table also shows the interest rate and the infla
tion effects separately, and rules of thumb for the added
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8 ANALYTICAL PERSPECTIVES

interest cost associated with higher or lower deficits 
(increased or reduced borrowing).

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

These rules of thumb are computed while holding 
the income share composition of GDP constant; i.e., 
while assuming the same fractions of GDP go to wages 
and profits in all cases. Because different income com
ponents are subject to different taxes and tax rates, 
estimates of total receipts can be affected significantly 
by changing income shares. These relationships, how
ever, have proved to be too complex to reduce to simple 
rules.

TABLE 1-6. SENSITIVITY OF THE BUDGET TO ECONOMIC ASSUMPTIONS
(In billions of dollars)

Budget effect 1994 1995 1996 1997 1998 1999

Real Growth and Employment
Effects of 1 percent lower real GDP growth in calendar year 1994 only, including higher unemployment:1

Receipts............................................................................................................................................................
Outlays.............................................................................................................................................................

-6.6
1.0

-14.4
5.0

-16.8
6.5

-17.3
8.1

-18.0
9.9

-18.8
11.6

Deficit increase (+ ) .......................................................................................................................................
Effects of a sustained 1 percent lower annual real GDP growth rate during 1994-1999, including higher un

employment: 1
Receipts............................................................................................................................................................

7.5

-6.6
1.0

19.4

-21.3
6.9

23.3

-39.0
14.1

25.4

-58.0
21.9

27.9

-78.5
34.0

30.3

-100.8
45.3

Deficit increase ( + ) .......................................................................................................................................
Effects of a sustained 1 percent lower annual real GDP growth rate during 1994-1999, with no change in un

employment:
Receipts............................................................................................................................................................

7.5

-6.6
0.1

28.2

-21.6
0.8

53.1

-40.1
2.4

80.0

-60.3
5.3

112.5

-82.4
9.4

146.2

-106.6
14.9

Deficit increase ( + ) ........................................................... ........................................................................... 6.7 22.4 42.5 65.5 91.7 121.5
Inflation and Interest Rates

Effects of 1 percentage point higher rate of inflation and interest rates during calendar year 1994 only: 
Receipts............................................................................................................................................................ 7.3

5.7
15.4
13.3

16.0
10.9

15.4
9.4

16.2
9.2

17.0
9.4

Deficit increase ( + ) .......................................................................................................................................
Effects of a sustained 1 percentage point higher rate of inflation and interest rates during 1994-1999: 

Receipts............................................................................................................................................................

-1.6

7.3
5.8

-2.0

23.2
19.1

-5.2

40.6
30.6

-6.0

58.2
42.4

-7.0

77.5
55.5

-7.6

98.7
75.0

Deficit increase (+ ) .......................................................................................................................................
Effects of a sustained 1 percentage point higher interest rate during 1994-1999 (no inflation change): 

Receipts............................................................................................................................................................

-1.6

0.7
5.3

-4.1

1.8
15.2

-10.0

2.4
21.3

-15.8

2.7
26.7

-22.0

2.9
31.9

-23.6

3.2
44.3

Deficit increase (+) ....................................................................................................................................... 4.6 13.4 18.9 24.0 29.0 41.2
Effects of a sustained 1 percentage point higher rate of inflation during 1994-1999 (no interest rate change): 

Receipts............................................................................................................................................................ 6.6 21.4 38.2 55.5 74.6 95.5
Outlays............................................................................................................................................................. 0.5 3.9 9.3 15.7 23.6 30.7

Deficit increase (+) ....................................................................................................................................... -6.2 -17.5 -28.9 -39.8 -50.9 -64.8
Interest Cost of Higher Federal Borrowing

Effect of $100 billion additional borrowing during 1994 ................................................................................... 2.2 4.6 5.0 5.5 6.0 6.3
iThe unemployment rale is assumed to be 0.5 percentage point higher per 1.0 percent shortfal in the level of real GOP.
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2. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET

Introduction
This chapter presents a framework for describing the 

financial condition of the Federal Government and its 
performance as a steward of publicly-owned resources. 
Although the data are similar in some ways, there are 
basic conceptual differences that distinguish the tables 
below from a business balance sheet. The Government's 
sovereign powers have no counterparts in the business 
world, and its resources and responsibilities extend be
yond the types of assets and liabilities found on a con
ventional balance sheet. For this reason, it is not pos
sible to judge how well the Government is discharging 
its stewardship obligations simply from an examination 
of its own books. A review of the Government’s con
tribution to national well-being and security is also 
needed.

The differences between Government and business 
accounting, together with serious limitations in the 
available data, argue for caution in interpreting the 
material presented below. Conclusions based on this 
presentation are necessarily tentative and subject to 
future revision as the estimating methods are improved 
and better data become available. The presentation con
sists of three components:

• The first, summarized in Table 2-1, shows Federal 
assets and Federal liabilities resulting from past 
Government operations. In this table, what the 
Government owns and what it owes are defined 
relatively narrowly. This table corresponds most 
closely to a corporate balance sheet.

• The second component, as reflected in Chart 2-2, 
consists of Federal budget projections. The projec
tions indicate possible future paths for the balance 
between Federal resources and responsibilities 
and show how policy changes can affect that bal
ance. In this section, Table 2-2 also shows the 
actuarial balances for the major social insurance 
programs and how they have changed in the past 
year.

• The final component consists of various ways in 
which Federal activities contribute to social and 
economic well-being. Table 2-3 shows how Federal 
investments have contributed to national wealth. 
In a future development, this framework could be 
expanded to include tables showing Government 
performance measures including broad indicators 
of social and economic well-being.

The Federal Government does not have a single bot
tom line that would reveal its financial status in a 
glance, but the tables and charts shown here can con
tribute to a balanced view of that condition and the 
Government's stewardship of its resources. The Govern
ment's liabilities exceed its owned assets and that gap

has widened markedly over the last decade or more. 
The President’s economic plan should narrow the gap 
as a result of deficit reduction, national health reform, 
and expanded Federal investments.

Relationship with FASAB Objectives
The framework presented here meets one of the four 

objectives1 of Federal financial reporting recommended 
by the Federal Accounting Standards Advisory Board 
and adopted for use by the Federal Government in Sep
tember 1993. This Stewardship Objective says:

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

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

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

3c. Whether Government operations have contributed to 
the Nation’s current and future well-being.

The Board is in the process of developing guidance 
as to the specific displays that would meet this Objec
tive and the accounting standards for use in such state
ments and schedules. This experimental presentation 
explores one possible approach for meeting the Objec
tive at the Govemmentwide level.

What Can Be Learned from a Balance Sheet 
Approach

The budget is an essential tool for allocating re
sources within the Federal Government, but the stand
ard budget presentation with its focus on annual out
lays, receipts, and the deficit, does not provide sufficient 
information for a full analysis of the Government’s fi
nancial and investment decisions. Additional informa
tion about the stocks of Federal assets and liabilities 
is needed as well. It is also important to examine the 
effects of Government decisions on national wealth and 
well-being. Measurements that correct for inflation are 
also useful. The framework presented here would fill 
some of these needs.

Assessing the financial condition of the Government 
is more complicated than drawing up a balance sheet 
for a business enterprise. The Government’s sovereign 
powers to tax, regulate commerce, and set monetary 
policy give it resources that no private enterprise pos
sesses. Although these resources are not “assets” in 
any conventional sense, they need to be considered in

1 Objectives of Federal Financial JReporting, Statement of Federal Financial Accounting 
Concepts Number 1, Spetember 2, 1993. The other three Objectives relate to budgetary 
integrity, operating performance, and systems and controls.

9
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10 ANALYTICAL PERSPECTIVES

Figure 2-1 - A BALANCE SHEET PRESENTATION 
FOR THE FEDERAL GOVERNMENT

ASSETS/ LIABILITIES/
RESOURCES RESPONSIBILITIES

Federal Assets Federal Liabilities
Financial Assets Financial Liabilities

Gold and Foreign Exchange Currency and Bank Reserves
Other Monetary Assets Debt Held by the Public
Mortgages and Other Loans Federal Miscellaneous

Less Expected Loan Losses Government Guarantees and Insurance Liabilities
Other Financial Assets Assets Deposit Insurance

and Pension Benefit Guarantees
Physical Assets Liabilities Loan Guarantees

Fixed Reproducible Capital (Table 2-1) Other Insurance
Defense Federal Pension Liabilities
Nondefense

Inventories Net Balance
Non-reproducible Capital

Land
Mineral Rights

Resources/Recipts Responsibilities/Outlays
Projected Receipts t ___ti__ Discretionary Outlays

Long-Run Mandatory Outlays
Addendum: Real GDP Projections Federal Social Security

Budget Health Programs
Projections Other Programs
(Figure 2-2) Net Interest

Deficit

National Assets/Resources National Needs/Conditions
Federally Owned Physical Assets Indicators of economic, social,
State & Local Physical Assets National educational, and environmental

Federal Contribution Wealth conditions to be used as a guide to
Privately Owned Physical Assets and Government investment and
Education Capital Well-Being management.

Federal Contribution (Table 2-3)
R&D Capital

Federal Contribution
ref. 1GRAPH95.BUDCHAP2-A
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2. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET 11

any complete review of the Government’s financial con
dition.

Similar differences exist on the liabilities side. Some 
Government obligations have clear counterparts in the 
business world. For example, Treasury notes are simi
lar to corporate bonds and clearly belong on a Govern
ment balance sheet. But the Government has other obli
gations with a financial dimension for which there are 
no clear analogues in business accounting. For example, 
the Government’s obligation to promote the general 
welfare has led in the twentieth century to the estab
lishment of a broad array of social welfare programs. 
It is reasonable to expect that these programs will con
tinue in the future, and that they will require future 
Federal funding. Does this make them a liability?

Such obligations are different from the legally bind
ing liabilities normally found on a business balance 
sheet, but they can have implications for the Treasury 
that are similar to a liability. If such obligations were 
ignored, a Government balance sheet would provide an 
incomplete picture of the Government’s financial condi
tion, but it is hard to know where to draw the line 
between obligations that belong on and off the balance 
sheet once the analogy with a business liability is aban
doned.

Further complicating the issue, almost all of the 
broader Federal resources and responsibilities are sub
ject to change through the political process, and future 
decisions by Congress and the President could alter

their value. If they were included in a balance sheet 
with Government debt, it would be very difficult to 
estimate the size of the Government’s liabilities.

In the presentation that follows, these issues are re
solved by presenting a series of tables and charts no 
single one of which is “the balance sheet.” The sche
matic diagram, Chart 2-1, shows how they fit together. 
The tables and charts should be viewed as an ensemble. 
The main elements of each can be grouped together 
in two broad categories, either as assets/resources or 
as liabilities/responsibilities. When combined with ap
propriate data, this framework permits a balanced as
sessment of Federal stewardship.

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

• Reading down the right-hand side reveals the full 
range of Federal obligations and responsibilities, 
beginning with Government’s acknowledged liabil
ities, such as the debt held by the public, and 
going on to include future budget outlays. This 
column potentially would include a set of indica
tors highlighting areas where Government activity 
might require adjustment either through new in
vestment or through reductions or reallocations 
of existing resources.

THE FEDERAL GOVERNMENT’S ASSETS AND LIABILITIES

Table 2-1 presents data on the value of Federal as
sets and liabilities summarizing what the Government 
owns and what it owes as a result of its past oper
ations. The values are measured in terms of constant
1993 dollars to remove the distorting effects of inflation 
on the comparisons across time.

For more than three decades, the Government’s liabil
ities have exceeded the value of its assets. In the 1960s, 
however, the disparity was small and for many years 
it deteriorated only gradually. In the late 1970s a spec
ulative run-up in the prices of oil, gold, and other real 
assets boosted the value of Federal assets. Temporarily, 
the balance of Federal assets and liabilities improved.2 
Following 1981, however, there was an especially large 
decline in the net balance which has continued.

The sharp decline in net Federal assets was due in 
large part to the Federal budget deficits of the 1980s, 
which led to a rapid increase in Federal debt, as well 
as to the declining market value of some Federal assets. 
Currently, the net balance of assets and liabilities is 
about -$2,800 billion or almost -$11,000 per capita.

2 This temporary improvement highlights the importance of the other tables in this presen
tation. What was good for the Federal Government as an asset holder was not necessarily 
favorable to the economy. The decline in inflation, which reversed the speculative runup 
in gold and other commodity prices, reversed the improvement in the Federal balance 
sheet while improving national economic performance.

Assets
The assets in Table 2-1 reflect a complete listing 

of physical and financial resources owned by the Fed
eral Government. They correspond to the items that 
would appear on a Federal balance sheet, but they do 
not constitute an exhaustive catalogue of Federal re
sources. For example, the Government’s most important 
financial resource, its ability to tax, is not reflected.

Financial Assets: At the end of 1993, the Federal 
Government’s holdings of financial assets amounted to 
about $570 billion. Government loans (measured in con
stant dollars) reached a peak in the mid-1980s. Since 
then, Federal loans have declined. Government-owned 
mortgages expanded during the savings and loan crisis, 
and have declined sharply over the last two years.

The face value of mortgages and other loans over
states their economic worth. OMB estimates that the 
discounted present value of future loan losses is about 
$58 billion as of 1993. These estimated losses are sub
tracted from the face value of outstanding loans to ob
tain a better estimate of their economic worth. These 
estimated losses increased by $18 billion in real terms 
between 1990 and 1993.

Over time, variations in the price of gold have ac
counted for major swings in this category. Since 1980, 
gold prices have fallen by 80 percent and the real value
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12 ANALYTICAL PERSPECTIVES

TABLE 2-1. GOVERNMENT ASSETS AND LIABILITIES *
(As of the end of the fiscal year, in billions of 1993 dollars)

1960 1965 1970 1975 1980 1985 1990 1991 1992 1993

ASSETS
Financial assets:

Gold and foreign exchange................................ 101 70 59 130 318 154 194 176 173 171
Other monetary assets ............... ....................... 38 54 32 14 37 23 29 21 37 37
Mortgages and other loans................................ 126 159 202 200 270 327 263 266 245 219

Less expected loan tosses............................. -2 -6 -10 -20 —37 -36 -40 -46 -48 -58
Other financial assets........................................ 59 78 63 63 81 104 157 185 213 190

Subtotal.......................................................... 323 355 346 387 669 571 603 604 620 559
Physical assets:

Fixed reproducible capital:
Defense.......................................................... 853 856 839 674 569 667 735 749 749 747
Nondefense.................................................... 151 178 189 213 241 239 243 240 239 240

Inventories.......................................................... 260 221 203 178 214 242 209 191 177 163
Nonreproducible capital:

Land ............................................................... 84 116 144 224 284 305 301 272 243 222
Mineral rights ................................................. 302 279 230 320 581 655 436 412 389 370

Subtotal...................................................... 1,650 1,649 1,605 1,610 1,889 2,108 1,924 1,865 1,798 1,742

Total assets......................................... 1,973 2,005 1,951 1,996 2,558 2,679 2,527 2,469 2,418 2,301
LIABILITIES

Financial liabilities:
Currency and bank reserves.............................. 227 245 268 270 271 284 341 344 360 385
Debt held by the public..................................... 985 957 800 777 989 1,736 2,369 2,552 2,785 2,922
Miscellaneous..................................................... 60 60 57 52 59 66 91 83 72 68

Subtotal.......................................................... 1,272 1,262 1,125 1,099 1,318 2,086 2,802 2,980 3,217 3,375
Insurance liabilities:

Deposit insurance ..............................................
Pension benefit guarantees................................
Loan guarantees................................................
Other insurance.................................................. 31

1
27

6
21

41
17
19

2
29
31
25

8
39
26
15

108
57
38
18

84
59
60 
17

77
62
70
17

53
75
27
23

Subtotal.......................................................... 31 29 27 77 87 90 221 220 226 178
Federal employee pension liabilities....................... 739 923 1,078 1,207 1,656 1,625 1,550 1,538 1,547 1,577

Total liabilities.......................................... 2,042 2,214 2,230 2,383 3,062 3,801 4,572 4,738 4,990 5,130
Balance..................................................... -69 -209 -279 -387 -504 -1,122 -2,045 -2,270 -2,572 -2,829
Per capita (in 1993 dollars)..................... -382 -1,077 -1,361 -1,790 -2,206 -4,692 -8,161 -8,957 -10,039 -10,925

‘ This table shows assets and liabilites for the Government as a whole, including the Federal Reserve System. Therefore, it does not break out separately the assets held in certain Government accounts, such as social secu
rity, that are the obligation of specific Government agencies. Estimates for 1993 are extrapolated in some cases.

of U.S. gold and foreign exchange holdings has dropped 
by about half.

Fixed Reproducible Capital: The Federal Government 
is a major investor in physical capital. Government- 
owned stocks of fixed capital amounted to over $1.0 
trillion in 1993. About three-quarters of this capital 
is in the form of military equipment and structures. 
From 1960 to 1980, the net stock of defense capital 
fell as a share of GDP, but since 1980 the ratio has 
held steady at between 12 and 13 percent. The slow
down in defense purchases that followed the end of 
the Cold War has not yet had much effect on the accu
mulated net stock of fixed defense capital.

Inventories: The effects of the slowdown in defense 
purchases have been more noticeable for inventories. 
Data on Federal inventories are maintained by the Bu
reau of Economic Analysis, Department of Commerce. 
Since the late 1980s, Federal inventories have declined 
by about 20 percent, accounted for entirely by a drop 
in military stocks.

Non-reproducible Capital: The Government owns sig
nificant amounts of land and mineral deposits. There 
are no official estimates of the market value of these 
holdings. Researchers in the private sector have esti
mated what they are worth, and these estimates are 
extrapolated in Table 2-1. Since the late 1980s, land 
values have fallen; oil prices have fluctuated but are 
lower now than three years ago. These shifts have 
pulled down the value of Federal land and mineral 
deposits.

Total Assets: The total real value of Government as
sets has declined somewhat over the last 10 years, prin
cipally because of declines in the real prices of gold, 
land, and minerals. At the end of 1993, the Govern
ment’s holdings of all assets were worth about $2.3 
trillion.

Liabilities
The liabilities shown in Table 2-1 are analogous to 

a business corporation’s liabilities and include public
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2. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET 13
debt, trade credit, and pension obligations owed to Fed
eral workers. Other Federal financial responsibilites, 
however, are not reflected in this table.

Financial Liabilities: These amounted to about $3.4 
trillion at the end of 1993. The largest component was 
the Federal debt held by the public, amounting to $2.9 
trillion. This measure of Federal debt is net of the 
holdings of the Federal Reserve System, which exceeded 
$300 billion in 1993. The Federal Reserve is an inde
pendent agency, but it is part of the Federal Govern
ment, and its assets and liabilities are included here 
in the Federal totals.

In addition to debt held by the public, the Govern
ment’s financial liabilities include $390 billion in cur
rency and bank reserves, which are mainly obligations 
of the Federal Reserve System, and about $70 billion 
in miscellaneous liabilities.

Guarantees and Insurance Liabilities: The Federal 
Government has contingent liabilities arising from loan 
guarantees and insurance programs. When the Govern
ment guarantees a loan or offers insurance, the initial 
outlays may be small or even negative, if a fee is 
charged, but the risk of future outlays can be large. 
The deposit insurance programs have experienced large 
losses recently following many years in which these 
programs had no budgetary cost in excess of premiums.

In the past, the budget did not recognize the risk 
of such future outlays, even when they were predict
able. In the last few years, however, techniques have 
been developed which permit an estimate of the budg
etary cost incurred from current commitments that risk 
future outlays. These estimates are reported in Table
2-1. They amounted to about $180 billion in 1993.

Federal Pension Liabilities: The Federal Government 
owes pension benefits to its retired workers and to cur
rent employees who will eventually retire. The amount 
of these liabilities is large. As of 1992, the discounted 
present value of the benefits is estimated to have been 
around $1.5 trillion. The estimate for 1993 is an ex
trapolation of the recent trend.3
The Balance o f Net Liabilities

The balance between Federal liabilities and Federal 
assets has deteriorated over the past decade at a rapid 
rate. In 1981, the negative balance was less than 10 
percent of GDP. Currently, it is estimated to be over 
40 percent. Although the Government need not main
tain a positive balance, because the range of Govern
ment resources extends beyond the conventional assets 
shown in Table 2-1, continuation of this trend would 
be worrisome.

THE BALANCE OF RESOURCES AND RESPONSIBILITIES

The data summarized in Table 2-1 are useful in 
showing some of the consequences of the Government's 
past policies, but the Government’s continuing commit
ments to provide public services are not reflected in 
this table, nor can the Government’s broader resources 
be displayed in a table limited to assets that it owns. 
A better way to examine the balance between future 
Government obligations and resources is a budget pro
jection. Examples of such projections are summarized 
in Chart 2-2.

The Government’s budget deficit is highlighted in this 
chart. Last year’s budget agreement brings down the 
Federal deficit over the next few years. This will be 
a significant improvement, but permanent success in 
controlling the deficit will depend on health reform and 
its effectiveness in controlling Federal medical costs in 
the years after 1998. The initial estimates of the effect

of health reform suggest that significant deficit reduc
tion is achievable by the end of the decade.

For the period beyond the year 2000, the budget out
look is highly uncertain. Demographic trends that will 
begin to assert themselves early in the next century 
promise to raise the Federal cost of social security and 
other benefits for the elderly. Future adjustments may 
be needed to cope with these responsibilities.

Some futxire claims on budgetary resoxirces deserve 
special emphasis because of their importance in individ
ual retirement planning. These claims are highlighted 
in Table 2-2. The Social Secxirity Trustees present an 
annual report on the balance in the Social Secxirity 
Trust Fund based on a 75-year projection of futxire 
costs and benefits. Table 2-2 shows how these projec
tions changed between 1992 and 1993. The table also 
reports similar projections for the Medicare Trust Fxind.

3 These pension liabilities are expressed as the acturial present value of benefits accrued- 
to-date based on past and projected salaries. In the version of this table published previously, 
this liability was based only on past salaries.
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14 ANALYTICAL PERSPECTIVES

TABLE 2-2. CHANGE IN 75-YEAR ACTUARIAL BALANCE FOR OASDI AND HI TRUST FUNDS
(ALTERNATIVE 10

(As a percent of taxable payroll)

OASI Dl OASDI HI

Actuarial balance in 1992 report ............................................................................
Changes in balance due to changes in:

Valuation period......................................................................................................
Economic and demographic assumptions..............................................................
Disability assumptions............................................................................................

-1.01

-0.05
0.09
0.00

-0.46

0.00
0.01

-0.08

-1.46

-0.05
0.10

-0.08

-4.20

-0.12
0.09

Revised base due to 1992 costs........................................................................... -0.52
-0.46
0.10

Home health utilization...........................................................................................
Other changes........................................................................................................

Total changes.....................................................................................................
Actuarial balance in 1993 report ............................................................................

0.00 0.03 0.03

0.04
-0.97

-0.04
-0.49

0.00
-1.46

-0.91
-5.11

Chart 2-2. FEDERAL BUDGET DEFICIT
AS A PERCENT OF GDP

ret IGEAPIPS.BUPCHAW-B

NATIONAL WEALTH AND FEDERAL INVESTMENTS

Unlike a private corporation, the Federal Government 
routinely invests in ways that do not add directly to 
its assets. For example, Federal grants are frequently 
used to fund capital projects that involve investment 
at the State or local level of government. Such invest
ments are often valuable nationally, but they are not 
owned by the Federal Government.

The Federal Government also invests in education 
and R&D. These outlays contribute to future productiv
ity and are in that sense analogous to an investment 
in physical capital. Indeed, economists have computed 
stocks of human and knowledge capital to reflect the

accumulation of such investments. Nonetheless, these 
capital stocks are not owned by the Federal Govern
ment, nor would they appear on a Federal balance 
sheet.

Table 2-3 presents a national balance sheet. It in
cludes estimates of total national wealth classified in 
three categories: physical assets, education capital, and 
R&D capital. The Federal Government has made con
tributions to each of these categories, and these con
tributions are also shown in the table.
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2. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET 15
TABLE 2-3. NATIONAL WEALTH

(As of the end of the fiscal year, in trillions of 1993 dollars)

1960 1965 1970 1975 1980 1985 1990 1991 1992 1993

ASSETS
Publicly owned physical assets:

Structures and equipment.................................. 2.1 2.4 2.8 3.3 3.6 3.6 3.7 3.7 3.8 3.8
Federally owned or financed.......................... 1.1 1.2 1.3 1.3 1.3 1.4 1.5 1.5 1.5 1.5

Federally owned........................................ 1.0 1.0 1.0 0.9 0.8 0.9 1.0 1.0 1.0 1.0
Grants to state and local governments..... 0.1 0.2 0.2 0.4 0.5 0.5 0.5 0.5 0.5 0.5

Funded by state and local governments....... 0.9 1.2 1.5 2.1 2.3 2.1 2.2 2.2 2.2 2.2
Other Federal assets......................................... 0.7 0.7 0.6 0.8 1.4 1.3 1.1 1.0 0.9 0.9

Subtotal ................................................. 2.8 3.0 3.4 4.2 5.0 4.9 4.8 4.7 4.7 4.6
Privately owned physical assets:

Reproducible assets........................................... 5.6 6.3 7.9 10.1 12.6 13.0 14.3 14.3 14.3 14.5
Residential structures.................................... 2.0 2.3 2.7 3.6 4.7 4.7 5.2 5.2 5.3 5.4
Nonresidential plant and equipment .............. 2.0 2.3 3.0 3.9 4.9 5.3 5.7 5.7 5.7 5.7
Inventories...................................................... 0.7 0.8 0.9 1.1 1.3 1.2 1.2 1.1 1.1 1.1
Consumer durables........................................ 0.9 1.0 1.3 1.4 1.7 1.8 2.2 2.2 2.3 2.3

Land.................................................................... 2.0 2.3 2.6 3.3 4.9 5.6 5.6 5.1 4.5 4.1

Subtotal ................................................. 7.6 8.6 10.4 13.3 17.5 18.6 19.9 19.3 18.8 18.6
Education capital:

Federally financed.............................................. 0.1 0.1 0.2 0.3 0.4 0.5 0.7 0.7 0.7 0.8
Financed from other sources............................. 6.3 8.0 10.5 11.8 14.5 17.3 22.0 23.0 24.2 25.5

Subtotal ................................................. 6.3 8.2 10.7 12.1 14.9 17.9 22.7 23.7 24.9 26.3
Research and development capital:

Federally financed R&D..................................... 0.2 0.3 0.5 0.5 0.6 0.6 0.7 0.7 0.8 0.8
R&D Financed from other sources..................... 0.1 0.2 0.3 0.4 0.4 0.6 0.8 0.8 0.8 0.8

Subtotal ................................................. 0.3 0.5 0.7 0.9 1.0 1.2 1.5 1.5 1.6 1.6

Total assets..................................... 17.0 20.4 25.3 30.5 38.5 42.5 48.9 49.3 50.0 51.2

LIABILITIES:
Net claims of foreigners on U.S.......................... -0.2 -0.2 -0.2 -0.2 -0.5 -0.2 0.3 0.4 0.5 0.6

Balance .......................................................... 17.2 20.6 25.6 30.7 38.9 42.7 48.6 48.9 49.5 50.6
Per capita (thousands of 1993 dollars).................. 95.0 106.0 124.8 142.3 170.4 178.8 193.7 192.9 193.3 195.3

ADDENDA:
Total Federally funded capital............................ 2.1 2.3 2.6 2.9 3.7 3.9 4.0 4.0 4.0 4.0
Percent of national wealth................................. 12.2 11.2 10.2 9.5 9.4 9.1 8.2 8.1 8.0 7.9

Data in this table are especially uncertain, because 
of the assumptions needed to prepare the estimates. 
Overall, the Federal contribution to the current level 
of national wealth is about 8 percent. Chart 2-3 illus
trates the relative contribution of different categories 
of wealth to the national total.
Physical Assets

These include stocks of plant and equipment, office 
buildings, residential structures, and government phys
ical assets such as military hardware. Automobiles and 
consumer appliances are also included in this category. 
The total amount of such capital is vast, amounting 
to around $23 trillion in 1993. By comparison GDP 
was only $6 trillion.

The Federal Government’s contribution to this stock 
of capital includes its own physical assets plus $0.6 
trillion in accumulated grants to State and local govern
ments for capital projects. The Federal Government has 
financed about one-quarter of the physical capital held 
by other levels of government.

Education Capital
Economists have developed the concept of human cap

ital to reflect the notion that individuals and society 
invest in people as well as in physical assets. Invest
ment in education is a good example of how human 
capital is accumulated.

For this table an estimate has been made of the 
stock of capital represented by the Nation’s investment 
in education. The estimate is based on the cost of re
placing the years of schooling embodied in the U.S. 
population aged 16 and over. The idea is to measure 
how much it would cost to reeducate the U.S. workforce 
at today’s prices.

This is a crude measure, but it can provide a rough 
order of magnitude. According to this measure, the 
stock of education capital amounted to $26 trillion in 
1993, of which about 3 percent was financed by the 
Federal Government. The total exceeded the Nation’s 
stock of physical capital. The main investors in edu
cation capital have been State and local governments, 
parents, and the students themselves who often forego 
earning opportunities in order to acquire education.

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

1995



16 ANALYTICAL PERSPECTIVES

Research and Development Capital
Research and development (R&D) can also be thought 

of as an investment, because R&D represents a current 
expenditure for which there is a prospect of future re
turns. After adjusting for depreciation, the flow of R&D 
investment can be added up to provide an estimate 
of the current R&D stock.4 That stock is estimated 
to have been about $1.6 trillion in 1993. Although this 
is a large amount of research, it is a relatively small 
portion of the total national wealth. About half of this 
stock was funded by the Federal Government.
Liabilities

When considering the debts of the Nation as a whole, 
the private debts that Americans owe to one another 
cancel out, and the only debts that remain are those 
owed to foreigners. America’s foreign debt has been in
creasing rapidly in recent years, as a consequence of 
the U.S. trade deficit, but the size of this debt is small 
compared with America’s total stock of assets.

Most of the Federal debt held by the public is owned 
by Americans, so it does not appear in Table 2-3. Only 
that portion of the Federal debt held by foreigners is 
included in this table. Even so, it is of interest to com
pare the imbalance between Federal assets and liabil
ities with national wealth. The Federal imbalance as 
estimated in Table 2-1 amounts to less than 5 percent 
of total national wealth.

Trends in National Wealth
The net stock of wealth in the United States at the 

end of 1993 was about $50 trillion. Since 1980 it has 
increased in real terms at an annual rate of about 
2 percent per year—about half the average annual 
growth rate from 1960 to 1980. (In this section all 
comparisons are in terms of constant 1993 dollars.)

Public capital formation slowed down markedly be
tween the two periods. Aside from the reproducible cap
ital owned by the Federal Government, consisting large
ly of military hardware, the net stock of public capital 
was lower in 1993 than in 1980. During this period, 
Federal grants to State and local governments for cap
ital projects increased at an average rate of 0.7 percent 
per year compared with 7.9 percent in the 1960s and 
1970s, while capital funded directly by State and local 
governments shrank at an average yearly rate of 0.4 
percent. Government holdings of land and mineral 
rights lost value over the same period.

Private capital formation in tangible assets also grew 
more slowly after 1980. The net stock of nonresidential 
plant and equipment grew 1.2 percent per year from 
1980 to 1993 compared with 4.6 percent in the 1960s 
and 1970s, and the stock of business inventories actu
ally declined. Overall, the stock of private tangible cap
ital grew at an average rate of just 0.5 percent per 
year between 1980 and 1993.

The accumulation of education capital, as measured 
here, did not slow down in the 1980s. It maintained

4 R&D depreciates in the sense that the economic value of applied research tends to
decline with the passage of time and movement in the technological frontier.

about the same rate of increase as in the 1960s and 
1970s, around 4V2 percent per year. This continuing 
growth reflects both the rising cost of education and 
the extra resources devoted to schooling in this period. 
R&D stocks grew faster than physical capital, but at 
a somewhat slower rate after 1980 than in earlier dec
ades.

Other Federal Contributions to Wealth
Many Federal policies contributed to the slowdown 

in capital formation that occurred after 1980. Federal 
investment policies obviously were important, but the 
Federal Government also contributes to wealth in ways 
that cannot be easily captured in a formal presentation. 
Monetary and fiscal policies affect the rate and direc
tion of capital formation. Regulatory and tax policies 
affect how capital is invested, as do the Federal Govern
ment’s credit assistance policies.

One important channel of influence is the Federal 
budget deficit, which determines the size of the Federal 
Government’s borrowing requirement. Smaller deficits 
in the 1980s would have resulted in a smaller gap 
between Federal liabilities and assets than is shown 
in Table 2-1. It is also likely that, had the $1.9 trillion 
in added Federal debt since 1980 been avoided, a sig
nificant share of these funds would have gone into pri
vate investment. National wealth might have been 2 
to 4 percent larger in 1993 had fiscal policy avoided 
the buildup in the debt.

Government Performance Measures and 
Indicators of Well-Being

Unlike private business, Government typically lacks 
a direct measure of the value of its services. As a result, 
the costs of Government are reported while the benefits 
often are not. For this reason, it can be difficult to 
evaluate how well Government agencies are performing 
their functions. With passage of the Government Per
formance and Results Act of 1993, Federal Departments 
and agencies will be selecting performance measures 
with which to monitor outputs and outcomes of their 
activities.5

Examples of performance measures for agency out
puts would include:

• Numbers of loans extended for Federal credit pro
grams

• The timeliness with which social security checks 
are issued.

• Number of inspections by the Animal and Plant 
Health Inspection Service.

Measures of outcomes show how such outputs affect 
people’s lives. Examples might include:

• The number of households lifted out of poverty 
by social security.

• Lives saved or losses prevented through inspection 
and control measures.

8 Performance measures for Government agencies were given a hearty endorsement in 
the report of the National Performance Review, "Creating a Government that Works Better 
& Costs Less.”
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As appropriate performance measures are developed, 
it should be possible to integrate them with reports 
on the cost of Government activities to create a system 
of financial reporting that would more analogous to 
private sector accounting statements.
Indicators of Well-Being

There are certain broad responsibilities that are 
unique to the Federal Government as a whole. Espe
cially important are the Government’s role in fostering 
healthy economic conditions, maintaining national secu
rity, protecting the environment, and promoting health 
and social welfare. The design for the set of tables 
presented here includes a place for a table of social 
and economic indicators that would serve as rough 
measures of how well the Federal Government was 
doing in promoting general welfare and security.

The individual measures in this table would be influ
enced by many Government policies and programs, as 
well as by external factors beyond the Government’s 
control. Thus, they would not be outcome indicators 
in the sense defined above, because such measures indi
cate the direct results achieved through a program.

Such a table would serve two functions. First, it 
would highlight areas where the Federal Government

might need to modify its current practices or consider 
fresh action in order to better serve the public. Second, 
it would provide a context for evaluating the other ta
bles. For example, Government actions that weaken its 
own financial position may be appropriate when they 
promote a broader social objective, as in a recession 
when increased government borrowing adds to its liabil
ities while providing an automatic stabilizer for the 
private sector.

An Interactive Analytical Framework
No single framework can encompass all of the factors 

that affect the financial condition of the Federal Gov
ernment. Nor is any framework a substitute for analy
sis. Nevertheless, the framework presented above offers 
a useful way of tracing the major financial effects of 
Federal policies. Increased Federal support for invest
ment, the reduction in Federal absorption of saving 
through deficit reduction, and other Administration 
policies to enhance economic growth are expected to 
promote national wealth and improve the future finan
cial condition of the Federal Government. As that oc
curs, the efforts will be clearly revealed in these tables.
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18 ANALYTICAL PERSPECTIVES

TECHNICAL NOTE: SOURCES OF DATA AND METHOD OF ESTIMATION

Federally Owned Assets and Liabilities
Assets

Financial Assets: The source of data is the Federal 
Reserve Board's Flow-of-Funds Accounts. Two adjust
ments were made to this data. First, U.S. Government 
holdings of financial assets were consolidated with the 
holdings of the monetary authority, i.e., the Federal 
Reserve System. Second, the gold stock, which is valued 
in the Flow-of-Funds at a constant historical price, is 
revalued using the market value for gold.

Fixed Reproducible Capital: Estimates were devel
oped from the OMB historical data base for physical 
capital outlays presented in Chapter 8. The data base 
extends back to 1940 and was supplemented by data 
from other selected sources for 1915-1939. The source 
data are in current dollars. To estimate investment 
flows in constant dollars, it is necessary to deflate the 
nominal investment series. This was done using Com
merce Department price deflators for Federal purchases 
of durables and structures. These price deflators are 
available going back as far as 1940. For earlier years, 
deflators were based on Census Bureau historical sta
tistics for constant price public capital formation. The 
capital stock series were adjusted for depreciation on 
a straight-line basis, assuming useful lives of 46 years 
for water and power projects; 40 years for other direct 
Federal construction; and 16 years for major nondefense 
equipment and for defense procurement.

Fixed Nonreproducible Capital: Historical estimates 
for 1960-1985 were based on estimates in Michael J. 
Boskin, Marc S. Robinson, and Alan M. Huber, “Gov
ernment Saving, Capital Formation and Wealth in the 
United States, 1947-1985,” published in The Measure
ment of Saving, Investment, and Wealth, edited by Rob
ert E. Lipsey and Helen Stone Tice (The University 
of Chicago Press, 1989). Estimates were updated using 
changes in the value of private land from the Flow- 
of-Funds Balance Sheets and in the Producer Price 
Index for Crude Energy Materials.
Liabilities

Financial Liabilities: The principal source of data is 
the Federal Reserve’s Flow-of-Funds Accounts.

Contingent Liabilities: Sources of data are the OMB 
Deposit Insurance Model and the OMB Pension Guar
antee Model. Historical data on contingent liabilities 
for deposit insurance were also drawn from the Con
gressional Budget Office’s study, The Economic Effects 
of the Savings and Loan Crisis, issued January 1992.

Pension Liabilities: For 1979-1992, the estimates are 
the actuarial accrued liabilites as reported in the an
nual reports for the Civil Service Retirement System, 
the Federal Employees Retirement System, and the 
Military Retirement System (adjusted for inflation). Es
timates for the years before 1979 are not actuarial; 
they are extrapolations. The estimate for 1993 is a pro
jection.

National Balance Sheet
Publicly Owned Physical Assets: Basic sources of data 

for the federally owned or financed stocks of capital 
are the investment flows described in Chapter 8. Fed
eral grants for State and local government capital were 
added together with adjustments for inflation and de
preciation in the same way as described above for direct 
Federal investment. Data for total State and local gov
ernment capital come from the capital stock data pre
pared by John Musgrave of the Bureau of Economic 
Analysis, Commerce Department.

Privately Owned Physical Assets: Data are from the 
flow-of-funds national balance sheet. Preliminary esti
mates for 1993 were prepared based on net investment 
from the National Income and Product Accounts.

Education Capital: The stock of education capital is 
computed by valuing the cost of replacing the total 
years of education embodied in the U.S. population 16 
years of age and older at the current cost of providing 
additional schooling. The estimated cost includes both 
direct expenditures in the private and public sectors 
and an estimate of students’ foregone earnings, i.e., 
it reflects the opportunity cost of education.

For this presentation, Federal investment in edu
cation capital is a portion of the Federal outlays in
cluded in the conduct of education and training. This 
portion includes direct Federal outlays and grants for 
elementary, secondary, and vocational education and 
for higher education. The data exclude Federal outlays 
for physical capital at educational institutions and for 
research and development conducted at colleges and 
universities because these outlays are classified else
where as investment in physical capital and investment 
in R&D capital. The data also exclude outlays under 
the GI Bill; outlays for graduate and post-graduate edu
cation spending in HHS, Defense and Agriculture; and 
most outlays for vocational training.

Data on investment in education financed from other 
sources come from educational institution reports on 
the sources of their funds, published in U.S. Depart
ment of Education, Digest of Education Statistics. 
Nominal expenditures were deflated by the implicit 
price deflator for GDP to convert them to constant dol
lar values. Education capital is assumed not to depre
ciate. An education capital stock computed using this 
method with different source data can be found in Wal
ter McMahon, “Relative Returns To Human and Phys
ical Capital in the U.S. and Efficient Investment Strate
gies,” Economics of Education Review, Vol. 10, No. 4,
1991. The method is described in detail in Walter 
McMahon, “Investment in Higher Education,” 1974.

Research and Development Capital: The stock of R&D 
capital financed by the Federal Government was devel
oped from a data base that measures the conduct of 
R&D. The data exclude Federal outlays for physical 
capital used in R&D because such outlays are classified 
elsewhere as investment in federally financed physical
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2. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET 19

capital. Nominal outlays were deflated using the GDP 
deflator to convert them to constant dollar values.

Federally funded capital stock estimates were pre
pared using the perpetual inventory method in which 
annual investment flows are cumulated to arrive at 
a capital stock. This stock was adjusted for depreciation 
by assuming an annual rate of depreciation of 10 per
cent for applied research and development. Basic re
search is assumed not to depreciate. Chapter 8 contains 
additional details on the estimates of the total federally 
financed R&D stock, as well as its national defense 
and nondefense components (see Budget of the U.S.

Government, Fiscal Year 1993, 1993, January 1992, 
Part Three, pages 39-40).

A similar method was used to estimate the stock 
of R&D capital financed from sources other than the 
Federal Government. The component financed by uni
versities, colleges and other nonprofit organizations is 
based on data from the National Science Foundation, 
Surveys of Science Resources. The industry-financed 
R&D stock component is from that source and from 
the U.S. Department of Labor, "The Impact of Research 
and Development on Productivity Growth,” Bulletin 
2331, September 1989.
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3. GENERATIONAL ACCOUNTING

Government deficits, taxes, transfer payments, and 
other expenditures affect the distribution of income and 
wealth among different generations. Generational ac
counting is a new method for considering the fiscal 
treatment of different generations.1 It is still being re
fined, and a number of the assumptions used to esti
mate the accounts are controversial.2 Further develop
ment of generational accounting is needed to improve 
the quality of the estimates and the usefulness of the 
method.

Generational accounts indicate, in present value 
terms, what the members of each generation can expect 
to pay on average, now and in the future, in net taxes 
(taxes paid to the government less transfers received, 
such as social security benefits). This is shown for both 
existing generations and future generations. 
Generational accounting can also be used to calculate 
the lifetime net tax rate of each generation—the net 
taxes that a generation pays as a percentage of labor 
income, over its entire lifetime, in present value terms.

Generational accounts were presented in chapters in 
the fiscal year 1993 Budget and the January 1993 
Budget Baselines, Historical Data, and Alternatives for 
the Future. These chapters explained the concept and 
provided some illustrative results of how the accounts 
would be affected by policy changes. The chapter in 
Budget Baselines initiated the use of lifetime net tax 
rates by generation. The present chapter provides base
line generational accounts for 1992, estimates the effect 
of the Omnibus Budget Reconciliation Act of 1993 
(OBRA93), and estimates the further effect of the Ad
ministration’s proposal for health care reform. It also 
compares U.S. generational accounts with those for 
Italy and Norway.

The present analysis reaches the following major con
clusions:

• The lifetime net tax rates paid by Americans in 
the “baby boom” and later generations is higher 
than the lifetime net tax rates paid by Americans 
bom earlier.

• The lifetime net tax rate estimated for future gen
erations is much higher than the lifetime net tax 
rates estimated for existing generations.

• The deficit reduction in the Omnibus Budget Rec
onciliation Act of 1993 significantly reduced the 
lifetime net tax rate facing futxire generations.

1 Generational accounting was developed by Alan J. Auerbach, Jagadeesh Gokhale, and 
Laurence J. Kotlikoff. See Auerbach, Gokhale, and Kotlikoff, "Generational Accounts: A 
Meaningful Alternative to Deficit Accounting,” in David Bradford, ed., Tax Policy and the 
Economy, vol. 5 (MIT Press for the National Bureau of Economic Research, 1991), pp. 
55-110; and Kotlikoff, Generational Accounting—Knowing Who Pays, and When, for What 
We Spend (New York: The Free Press, 1992).

2 The merits of generational accounting are debated in two companion articles that will 
be published in the Spring 1994 issue of The Journal of Economic Perspectives. One is 
Auerbach, Gokhale, and Kotlikoff, "Generational Accounting—A Meaningful Way to Assess 
the Stance of Fiscal Policy.” The other is Robert Haveman, "Should Generational Accounts 
Replace Public Budgets and Deficits?”

• The Administration’s health care reform proposal 
would further significantly reduce the lifetime net 
tax rate facing future generations. The combined 
effect of OBRA93 and health care reform would 
reduce the previous generational imbalance by 
over one-half.

• The fiscal policies of Italy and Norway, like that 
of the United States, suggest a severe imbalance 
in the treatment of future and existing genera
tions.

The Nature of Generational Accounts and 
Lifetime Net Tax Rates

The budget normally measures receipts and outlays 
for one year at a time, and it usually shows these 
estimates for only a few years into the future. More
over, while the standard budget presentation divides 
receipts and outlays into a number of categories, it 
does not do so in a way that shows the effects of the 
budget on different generations.

Generational accounts, in contrast, look ahead many 
decades; and they classify taxes paid and transfers re
ceived—such as social security, medicare, and food 
stamps—according to the generation that pays or re
ceives the money. For an existing generation, they esti
mate its taxes and transfers year-by-year over its entire 
remaining lifespan; and they summarize these amounts 
for that generation in terms of one number, the present 
value of its entire annual series of average future tax 
payments net of transfers received. For future genera
tions, generational accounts estimate the net tax pay
ments based on the proposition that the government’s 
bills that are not paid by people who are now alive 
will have to be paid by future generations. They cal
culate how much future generations will have to pay 
on average to the government, above the amounts they 
will receive in transfers, if the government’s total 
spending is not reduced from the projected path and 
if the people now alive do not pay more than projected.

Defined more precisely, generational accounts meas
ure, as of a particular base year, the present value 
of the average future taxes that a member of each 
given generation is estimated to pay to the government 
minus the present value of the average future transfers 
that a member is estimated to receive. This difference 
is called the “net tax payment” or “net tax” in the 
following discussion. A generation is defined as all the 
males or females who are bom in a given year.

The generational accounts as such—i.e., these net tax 
payments—are prospective, considering only the 
present value of future taxes and transfers as of a 
base year for existing generations and generations yet 
to be bom. A prospective analysis can estimate the 
effect of policy changes, because all the effects of a

21
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policy change are in the future; and it can compare 
the lifetime net taxes of the newly bom and future 
generations, because their entire lifetime taxes and 
transfers are in the future. However, it cannot compare 
the lifetime net taxes paid by one existing generation 
with the lifetime net taxes paid by a different existing 
generation or with the lifetime net taxes paid by future 
generations, because part of any living generations 
taxes and transfers were in the past and therefore are 
not taken into account.

A comparison of one existing generation with another, 
or with future generations, must be based on their en
tire lifetime taxes and transfers. The lifetime net tax 
rate of a generation is defined as the present value 
of its lifetime net taxes (taxes paid less transfers re
ceived) divided by the present value of its lifetime labor 
income. The present values are calculated as of the 
generation’s year of birth, so that each generation can 
be evaluated from the standpoint of when it was bom. 
Since lifetime taxes, transfers, and income have tended 
to rise over time and have fluctuated to some extent, 
the relative net tax paid by different generations is 
compared in terms of lifetime net tax rates rather than 
the absolute amounts of lifetime net tax payments.

Generational accounting can be used to make two 
types of comparison. First, through the use of lifetime 
net tax rates, it can be used to compare the lifetime 
net taxes of future generations, of the generation of 
people just bom, and of different generations of people 
bom in the past. The lifetime net taxes of generations 
bom in the past are based on estimates of actual taxes 
paid and transfer payments received in past years up 
through 1992 and projections of taxes to be paid and 
transfer payments to be received in the future.

Secondly, generational accounting can be used to 
compare the effects of actual or proposed policy changes 
on the remaining lifetime net tax payments of genera
tions currently alive and on future generations. Such 
comparisons may be made in terms of lifetime net tax 
rates; or they may be made in terms of the absolute 
amounts of the generational accounts, because the 
changes in all lifetime taxes and transfers will be in 
the future for every generation and thus will be in
cluded in the comparison. The comparisons can be made 
equally well for policies that change the totals of re
ceipts or expenditures while also changing the deficit; 
for policies that change the composition of receipts or 
expenditures without affecting the deficit; and for poli
cies that change the levels of receipts and expenditures 
together without affecting the deficit.

Generational accounts have a number of limitations 
as they are now constructed. These accounts, unlike 
almost every other table in this budget, include the 
taxes and transfers of all levels of government alike— 
Federal, State, and local. While this is appropriate for 
some analyses, the accounts do not show the separate 
effect of the Federal budget alone or the State and 
local sector alone. However, the difference in 
generational accounts due to a Federal Government pol
icy change can be analyzed alone. Thus, this consolida

tion does not limit generational accounts as a method 
for assessing the effects of a change in Federal policy.

Generational accounts reflect only taxes paid to the 
government and transfers received. They do not impute 
to particular generations the value of the government 
purchases of goods and services made to provide them 
with education, highways, national defense, and other 
services. Therefore, they do not show the full net bene
fit or burden that any generation receives from govern
ment fiscal policy as a whole. Insofar as the benefits 
of purchases could be imputed, they would reduce the 
net tax payments. This omission may be important, 
because government purchases are about half of total 
government expenditures. Nevertheless, generational 
accounts can show a generation’s net benefit or burden 
from a particular policy change that affects only taxes 
and transfers. Moreover, although they do not show 
how the benefits of government purchases are spread 
across generations, they do illuminate which genera
tions will pay for this spending. In the future, the use
fulness of generational accounting would be improved 
if the value of certain types of government purchases 
such as education were imputed to specific generations.

Generational accounting does not, as yet, incorporate 
any feedback of policy on the economy’s growth and 
interest rates. Feedback effects can be significant, but 
they generally occur slowly, so their impact on the dis
counted values used in the generational accounts are 
likely to be small. Moreover, there is reason to believe 
they would reinforce the conclusions derived in this 
chapter. For example, policies that decrease the net 
tax payment by existing generations and increase the 
net tax payment by future generations are likely to 
stimulate more current consumption and thereby re
duce the saving available to finance investment. This, 
in turn, will lower productivity and real wage growth 
and raise real interest rates, which on balance will 
harm future generations.

Generational accounting divides the people bom in 
the same year into only two categories, males and fe
males, each designated a “generation.” This is an im
portant distinction, for males and females differ signifi
cantly in characteristics such as lifetime earnings and 
longevity. However, it does not reveal differences with 
respect to other characteristics, such as income level 
or race, nor does it reveal the wide diversity among 
individuals within any grouping. The categories would 
be expanded if more data were available.

Lifetime net tax rates introduce a number of further 
conceptual issues. For example, how should lifetime in
come be measured? Lifetime income is defined as a 
present value, like lifetime taxes and transfers. The 
present value calculation should include all income that 
increases a generation’s resources: labor earnings, in
herited wealth, and capital gains over and above the 
normal return to saving. The normal return to saving 
is not itself included in income, because that would 
be double counting. Saving out of labor income and 
then earning a normal rate of return on the amount 
saved does not increase the present value of a house
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3. GENERATIONAL ACCOUNTING 23

hold’s resources when its income is discounted at the 
same rate as the normal rate of return. Data do not 
exist on the share of each generation’s income that 
has come from inherited wealth or supernormal capital 
gains, so labor earnings are used to represent income.3

Even within the scope of generational accounts as 
now constructed, the results in this chapter should be 
viewed as experimental and illustrative. They are lim
ited by the availability and quality of data, especially 
for earlier years. The lifetime net tax rates are cal
culated from historical data on taxes, transfers, and 
income up to 1992 and on projections of future data. 
The historical data, however, are not available to the 
same extent as the data for recent years that underlie 
the projections, and in some cases they are not avail
able at all. As work on generational accounting pro
gresses, the estimates can be expected to change due 
to improvements in the data and refinements in the 
method. Some of the changes from a year ago are dis
cussed in the technical note at the end of the chapter.

In addition, the generational accounts are necessarily 
based on a number of simplifying assumptions, about 
which reasonable people may disagree. They assume 
that government intergenerational redistribution does 
not substitute for, and is not offset by, private 
intergenerational transfers. This is similar to the usual 
assumption made in cross-section estimates of the dis
tributional effect of taxes and transfers by income class 
or other characteristic. The generational accounts are 
also based on assumptions concerning the pattern of 
future taxes and spending, the interest rate used to 
discount future taxes and transfers to form present val
ues, mortality and birth rates, and so forth. The abso
lute amounts of the generational accounts are sensitive 
to these assumptions.

The projections of government expenditures are espe
cially sensitive to the assumptions about health care 
costs. Health care expenditures have risen from 9 per
cent of GDP in 1980 to 14 percent currently and have 
been projected to reach more than 20 percent early 
in the next century unless they are constrained by cost 
control. The government pays for around 45 percent 
of health care costs, and its costs have been rising 
more rapidly than the private sector’s, so future trends 
in government expenditures are strongly influenced by 
future trends in health care costs. The estimates in 
this chapter without health care reform reflect contin
ued rapid growth in cost, but the probable pattern is 
very uncertain.

Despite these qualifications, the generational ac
counts can be illuminating when considered in the light 
of their assumptions, as has been the case for the 75- 
year projections made every year by the social security 
trustees. Moreover, the most fundamental result holds 
for a wide range of reasonable changes in the assump
tions: the net tax payment by future generations is

3 The error due to this omission is relatively small in the aggregate, given that labor
income has long accounted for approximately four-fifths of all income and that only part 
of the remaining income from capital should be included. However, the errors for different
generations could vary depending on trends and fluctuations in asset values and bequest 
behavior.

relatively much larger than the net tax payment by 
the generation just bom or other existing generations.

The following sections illustrate the results of 
generational accounting. A technical note at the end 
explains the concepts, data sources, calculations, and 
other assumptions more fully.

Lifetime Net Tax Rates before Deficit Reduction
Table 3-1 estimates the lifetime net tax rates for 

different generations as they stood before OBRA93 re
duced the deficit. Lifetime net tax rates are shown for 
the generations bom in 1900 and every tenth year 
thereafter; for the generation bom in 1992, the “newly 
bom” in this year’s analysis; and for the future genera
tions, those bom in 1993 and later. All Federal, State, 
and local taxes and transfers are included in the cal
culations. Males and females are combined.4 The cal
culations in this table and throughout the chapter are 
as of calendar year 1992. Because of the time needed 
to prepare these estimates, they are based on the re
ceipts and outlays in the Mid-Session Review of the
1994 Budget rather than this budget. Since the budget 
outlook has improved since the Mid-Session Review, 
lifetime net tax rates for both existing and future gen
erations would probably be smaller if based on the esti
mates in the present budget.

TABLE 3-1. LIFETIME NET TAX RATES BEFORE OBRA93
(In percentages)

Generation's year of birth Net tax 
rate

Components of net 
tax rate

Gross tax 
rate

Transfer
rate

1900 ................................................................................ 23.6 27.3 3.7
1910 ................................................................................ 27.2 33.0 5.8
1920 ................................................................................ 29.0 35.9 6.9
1930 ................................................................................ 30.5 38.7 8.2
1940 ................................................................................ 31.6 40.9 9.2
1950 ................................................................................ 32.8 43.7 10.9
1960 ................................................................................ 34.4 46.7 12.3
1970 ................................................................................ 35.7 49.8 14.1
1980 ................................................................................ 36.0 51.5 15.0
1990 ................................................................................ 35.5 51.5 16.0
1992 ................................................................................ 35.4 51.5 16.2
Future generations........................................................... 93.7
Percentage difference: future generations and 1992 ...... 165.1

The lifetime net tax rates exhibit a strong upward 
trend over the past century, rising from 24 percent 
for the generations bom in 1900 to 35-36 percent for 
the generations bom since 1970.5 The lifetime net tax 
rate on future generations was much larger before 
OBRA93 was enacted—94 percent. This was 165 per
cent higher than the lifetime net tax rate for the gen
eration of people newly bom in 1992.

* Males and females were combined because of the conceptual problem of how to attribute 
taxes, transfers, and income within a family. The technical note explains the present method 
and the change from last year. For further discussion of the conceptual problem, see the 
January 1993 Budget Baselines, page 537.

6 The lifetime net tax rate for the generation born in 1900 was estimated as 21.5 percent 
in the January 1993 Budget Baselines rather than the 23.6 percent reported here. The 
increase is primarily due to a reduction in the estimate of lifetime labor earnings, which 
is the denominator of the lifetime net tax rate. This revision also raises the lifetime net 
tax rate of generations born after 1900, including future generations, by roughly 10 percent.
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Table 3-1 also breaks down the net tax rates between 
gross tax rates and transfer rates. To calculate these 
latter rates, the present value of a generation’s lifetime 
taxes (or transfers) is divided by the present value of 
its lifetime income. This breakdown reveals the ex
panded role of government transfer payments during 
the past century. The lifetime transfer rate more than 
quadrupled between the generations bom in 1900 and 
those bom in 1992, starting at 3.7 percent and increas
ing each decade to a rate of 16.2 percent. The increase 
was more rapid, in both relative and absolute terms, 
for the generations bom before World War II than 
afterwards.

The gross tax rate has risen much more than the 
net tax rate. It nearly doubled between the generations 
bom in 1900 and 1992, starting at 27.3 percent and 
increased each decade to a rate of 51.5 percent. In 
contrast, the net tax rate increased by about a half. 
The larger increase in the gross tax rate is because 
a generation’s lifetime gross taxes pay for the govern
ment’s purchases of goods and services as well as trans
fers and pay for transfers to other generations as well 
as its own.

The estimates of lifetime net tax rates by generation, 
such as shown in this table, are affected by the 
amounts of future taxes, transfers, and other govern
ment expenditures that are assumed year-by-year in 
the underlying projections. These assumptions could 
differ widely, and the actual amounts that eventuate 
could differ substantially from any assumptions made. 
As explained in the technical note, the projection meth
ods generally seek to maintain current policy in some 
sense. However, “current policy” can be interpreted in 
different ways, especially for discretionary expenditures 
such as defense; and the long-term projections for medi
care and medicaid assume that even in the absence 
of the Administration’s health care reform some policy 
actions or other forces will eventually hold the spending 
growth to the overall rate of economic expansion (ad
justed for shifts in the age and sex composition of the 
population), even though the projected growth rate is 
still quite rapid relative to GDP for the next few dec
ades.6

The lifetime net tax rates—and, hence, the imbalance 
between future generations and existing generations— 
are defined in such a way that the generations now 
alive, including the newly bom, do not pay any more 
taxes (or receive any less transfers) than projected 
under the specified fiscal policy. This assumption is 
an analytical device for determining the size of the 
fiscal imbalance; it is not meant to suggest that future 
generations will in fact close the gap all by themselves. 
Any actual policy change—whether a policy change en
acted in the past, or one proposed for the future— 
is almost certain to bear in some degree on generations 
now living as well as those to be bom in the future. 
If such a policy change is made, the net tax rates paid 
by the newly bom and other existing generations would

6 A pure extrapolation of recent trends, in contrast, would imply that health care costs 
would eventually bankrupt the government.

be higher than shown in this table. Policy changes of 
this kind are considered below.

The generational imbalance shown in table 3-1 de
pends on the assumption that all future generations 
of the same sex have the same lifetime net tax rate. 
Alternatively, suppose that the future generations bom 
during 1993-2000 pay the same lifetime net tax rate 
as the generation bom in 1992. Because these future 
generations would pay less than otherwise assumed, 
those future generations bom after 2000 would have 
to pay more. The greater the number of future genera
tions who pay no more than the generation newly bom, 
the larger is the lifetime net tax rate that will be re
quired of those generations who are bom still later.

The size of the imbalance estimated between future 
generations and the newly bom is also sensitive to the 
assumptions about the interest rate used for discount
ing and the growth rate of the economy. Table 3-2 
shows the percentage differential under alternative as
sumptions. It considers interest rates of 3, 6, and 9 
percent and productivity growth rates of 0.25, 0.75, and 
1.25 percent. The assumptions used for all other cal
culations in this chapter were an interest rate of 6 
percent and a growth rate of 0.75 percent. This led 
to a 165 percent larger net payment by future genera
tions than the newly bom. Under the alternatives in 
table 3-2, the difference ranges from 93 percent to 350 
percent. While this range is large, the basic conclusion 
holds for all alternatives. Future generations are esti
mated to make a much larger payment of taxes to 
the government, net of the transfers they receive, than 
the generation just bom or other existing generations.

TABLE £-2. PERCENTAGE DIFFERENCE IN LIFETIME NET TAX RATES OF 
FUTURE GENERATIONS AND THE 1992 GENERATION FOR ALTERNATIVE 
ASSUMPTIONS

Interest rate
Growth rate

0.25 0.75 1.25

3 .0 ......................................................................... 167 127 93
6 .0 ......................................................................... 205 165 131
9 .0 ......................................................................... 350 297 249

Effects of OBRA93
The Omnibus Budget Reconciliation Act of 1993 re

duced the estimated deficits from 1994 through 1998 
by a cumulative total of around $500 billion. Table 3-3 
compares the lifetime net tax rates of different genera
tions with and without this Act. OBRA93 reduced the 
lifetime net tax rate of future generations from 94 per
cent to 82 percent. In order to accomplish this, it raised 
the lifetime net tax rate on existing generations: on 
the very young generations by roughly 1 percentage 
point, on the baby boom generations by about 0.3 to
0.6 percentage points, and on older generations by 0.3 
percentage point or less. The lower impact on the life
time net tax rates of older generations is partly because 
they have fewer remaining years of life to be affected 
and any given dollar amount of taxes or transfers is 
discounted over more years in order to calculate the 
present value as of the generation’s year of birth.
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TABLE 3-3. LIFETIME NET TAX RATES UNDER ALTERNATIVE POLICIES

(In percentages)

Generation's year of birth Before
OBRA93 After OBRA93 With health 

care reform

Health care 
reform but 
faster cost 

growth

1900 ............................................................ 23.6 23.6 23.6 23.6
1910........................................................... 27.2 27.2 27.2 27.2
1920 ............................................................ 29.0 29.0 29.1 29.1
1930 ........................................................... 30.5 30.6 30.9 30.9
1940 ............................................................ 31.6 31.9 32.4 32.2
1950 ............................................................ 32.8 33.2 34.0 33.5
1960 ........................................................... 34.4 35.0 35.9 35.2
1970 ............................................................ 35.7 36.5 37.6 36.6
1980 ........................................................... 36.0 36.9 38.2 36.7
1990 ........................................................... 35.5 36.5 38.3 36.2
1992 ............................................................ 35.4 36.3 38.3 36.0
Future generations..................................... 93.7 82.0 66.5 75.2
Percentage difference: future generations 

and 1992 ................................................ 165.1 126.0 73.9 108.8

OBRA93 thus brought the lifetime net tax rates of 
future generations and existing generations closer to 
each other. The generational imbalance—defined as the 
percentage difference in lifetime net tax rate between 
future generations and the newly bom—was reduced 
by about one-quarter, from 165 percent to 126 percent. 
These calculations roughly show where the lifetime net 
tax rates stand now. The generational imbalance re
mains large despite OBRA93. To a great extent this 
is because the government’s health care spending is 
projected to continue to rise rapidly relative to GDP 
unless government policy changes to limit it.

Effects of Health Care Reform
The Administration has proposed a program of health 

care reform to provide every American with comprehen
sive health care benefits and to limit the rapid growth 
of health care costs as a share of GDP. If enacted 
and implemented as proposed, this plan would substan
tially reduce the generational imbalance. Table 3-3 
shows the lifetime net tax rates with health care re
form. Health care reform would reduce the lifetime net 
tax rate of future generations beyond the effect of 
OBRA93—from 82 percent to 66 percent. Because esti
mates of health care reform on taxes and spending 
were not available after 2000, this calculation is based 
on rough projections for subsequent years (as explained 
in the technical note to this chapter). Medicare and 
medicaid transfers after 2000 are assumed to grow at 
a similar rate as benefits under health reform, although 
their spending is not directly limited by the plan. The 
estimates do not include the premiums paid to the 
health alliances or the benefits financed by these pre
miums.

Health care reform would increase the lifetime net 
tax rates of all existing generations by decreasing the 
lifetime transfers that they would be recorded as receiv
ing. This is because government health care spending 
is recorded as a transfer from the government to those 
individuals who receive the health care. However, one

of the basic principles of the Administration proposal 
is to reduce the complexity and in general to improve 
the efficiency of the health care system. To the extent 
that efficiency is improved, health care reform will 
allow lower government transfer payments but people 
will not receive less health care or have worse health. 
The measured decline in the lifetime transfers to exist
ing generations would overstate the change in the value 
of benefits they receive, and the increase in the lifetime 
net tax rates from this effect would not represent an 
increase in actual fiscal burden.

The effect of health care reform is shown in table 
3-3 to reduce the generational imbalance by about two- 
fifths, from 126 percent to 74 percent. In combination, 
OBRA93 and health care reform would eliminate over 
half of the previous imbalance of 165 percent.

Table 3-3 also illustrates the importance of imple
menting the cost-containment principle of health care 
reform. It estimates the lifetime net tax rates from 
enacting the proposal but modified so that all govern
ment health care transfers grow from 2000 through 
2020 at a rate that is 2 percentage points higher than 
warranted by demographic change and economy-wide 
productivity growth. In this case the generational im
balance is only reduced from 126 percent to 109 percent 
instead of the 74 percent under the full Adininistration 
proposal.

Net Tax Payments by Different Generations
Tables 3-4 and 3-5 provide a complementary per

spective to lifetime net tax rates by showing the net 
tax payments for different generations in absolute 
amounts solely for those taxes and transfers to be paid 
or received in the future. These are the “generational 
accounts” as defined previously in this chapter and as 
emphasized in most presentations of generational ac
counting. The generational accounts in the year of a 
generation’s birth are the same as its lifetime net tax 
payments.
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TABLE 3-4. GENERATIONAL ACCOUNTS FOR MALES: PRESENT VALUE OF TAXES AND TRANSFERS, WITH OBRA93
(In thousands of dollars)

Generation’s age in 1992 Net tax payment
Taxes paid Transfers received

Labor income 
taxes

Capital income 
taxes Payroll taxes Excise taxes Social security Health Welfare

0 ................................................................................................................................................. 78.4 32.2 7.9 34.7 30.2 6.8 16.2 3.6
5 ........................................................................................ 99.3 41.3 10.1 44.6 35.6 8.6 19.1 4.6
1 0 ...................................................................................... 124.8 52.6 12.9 56.9 41.3 10.3 22.7 5.9
1 5 ...................................................................................... 157.2 67.1 16.6 72.8 47.4 11.9 27.3 7.6
2 0 ...................................................................................... 187.7 80.8 21.0 88.2 51.4 13.3 31.0 9.2
2 5 ...................................................................................... 203.0 88.2 25.2 96.7 52.2 16.4 33.0 9.9
3 0 ...................................................................................... 201.6 87.8 30.2 96.5 51.4 20.1 34.7 9.4
3 5 ...................................................................................... 192.4 84.5 36.1 ' 93.2 50.4 25.2 37.9 8.7
4 0 ...................................................................................... 170.9 77.2 40.8 85.4 49.4 31.7 42.3 8.0
4 5 ...................................................................................... 132.5 64.9 43.5 72.0 46.7 39.8 47.5 7.2
5 0 ...................................................................................... 81.0 49.6 44.0 55.2 42.8 50.4 53.6 6.5
5 5 ...................................................................................... 19.5 32.7 42.2 36.6 37.8 63.7 60.2 5.8
6 0 ...................................................................................... -43.9 17.5 38.9 19.6 32.2 80.4 66.7 5.1
6 5 ...................................................................................... -94.1 6.2 34.3 6.9 26.9 90.6 73.4 4.4
7 0 ...................................................................................... -98.6 2.5 27.1 2.9 21.5 82.7 66.1 3.8
7 5 ...................................................................................... -92.9 1.2 18.2 1.3 16.4 69.0 57.8 3.2
8 0 ...................................................................................... -79.4 0.6 9.2 0.7 11.5 52.0 47.2 2.2
8 5 ...................................................................................... -69.4 0.3 0.3 7.9 39.4 37.5 1.0
9 0 ...................................................................................... -11.6 1.7 6.9 6.4
Future generations............................................................ 177.1 — — — —

Percentage difference in net tax payment: future genera-
tions and age zero....................................................... 126.0 — — — — — — —

TABLE 3-5. GENERATIONAL ACCOUNTS FOR FEMALES: PRESENT VALUE OF TAXES AND TRANSFERS, WITH OBRA93
(In thousands of dolars)

Generation’s age in 1992 Net tax payment
Taxes paid Transfers received

Labor income 
taxes

Capital income 
taxes Payroll taxes Excise taxes Social security Health Welfare

0 ...................................................................... 44.1 16.6 8.4 18.0 29.2 6.4 13.1 8.6
5 ........................................................................................ 54.8 21.3 10.8 23.0 34.2 8.1 15.5 11.0
1 0 ...................................................................................... 67.3 27.1 13.8 29.4 39.3 9.7 18.6 14.0
1 5 ...................................................................................... 82.5 34.4 17.7 37.5 44.5 11.1 22.6 17.9
2 0 ...................................................................................... 96.9 40.7 22.3 44.6 48.0 12.4 25.8 20.5
2 5 ...................................................................................... 101.5 42.1 27.3 46.2 49.1 15.4 29.4 18.5
3 0 ...................................................................................... 96.9 39.5 32.2 43.5 49.0 18.9 33.4 15.0
3 5 ...................................................................................... 87.8 36.3 37.3 40.0 48.9 23.7 39.1 11.9
4 0 ...................................................................................... 69.1 31.5 40.5 34.9 47.8 29.9 46.6 9.1
4 5 ...................................................................................... 39.7 25.1 41.4 27.8 45.4 37.9 55.3 6.8
5 0 ...................................................................................... 2.4 18.1 40.2 20.2 41.5 48.4 64.1 5.2
5 5 ...................................................................................... -40.2 11.6 38.1 13.0 37.0 62.0 73.9 4.1
6 0 ...................................................................................... -86.3 6.0 34.9 6.8 31.8 79.2 83.2 3.5
6 5 ...................................................................................... -122.5 2.2 29.5 2.4 26.6 88.4 91.6 3.1
7 0 ...................................................................................... -124.6 0.9 20.7 1.0 21.7 81.4 84.6 2.8
7 5 ...................................................................................... -117.9 0.4 11.4 0.5 16.5 69.1 75.2 2.4
8 0 ...................................................................................... -100.5 0.2 4.3 0.2 12.1 54.1 61.2 2.0
8 5 ...................................................................................... -79.3 0.1 0.1 9.2 39.9 47.1 1.6
9 0 ...................................................................................... -11.3 1.6 5.9 6.7 0.3
Future generations............................................................ 99.6 — — —

Percentage difference in net tax payment: future genera
tions and age zero ....................................................... 126.0 — — — — — — —

The amounts in these tables are the generational 
accounts as of calendar year 1992 for every fifth genera
tion alive in that year. The first column, “net tax pay
ment,” is the difference between the present value of 
taxes that a member of each generation will pay, on 
average, over his or her remaining life and the present 
value of the transfers he or she will receive. The other 
columns show the average present values of different 
taxes and transfers. As with the lifetime net tax rates,

all Federal, State, and local taxes and transfers are 
included in these calculations. Federal spending and 
receipts include the effects of OBRA93.

Remaining net tax payments by existing genera
tions.—The present value of the future taxes to be 
paid by the young and middle aged generations is much 
more than the present value of the future transfers 
they will receive. For males who were age 40 in 1992, 
for example, the present value of future taxes is
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3. GENERATIONAL ACCOUNTING 27

$171,000 more than the present value of future trans
fers. The amounts are large because these generations 
are close to their peak tax paying years. For newborn 
males, on the other hand, the present value of the 
net tax payment is much smaller, $78,000, because they 
will not pay much in taxes for a number of years.

The older generations, who are largely retired, will 
receive more social security, medicare, and other future 
benefits than they will pay in future taxes. That is, 
they have negative net tax payments. Females have 
smaller net tax payments than males, mostly because 
they earn less income and therefore pay less income 
and social security taxes.

Since the figures in these tables show the remaining 
lifetime net tax payments of particular generations, 
they do not include the taxes a generation paid in the 
past or the transfer payments it received in the past. 
This needs to be kept in mind in considering the net 
tax payments by those now alive. The portion of a gen
eration’s lifetime net tax payments that is remaining 
depends on whether it is 10, 40, or 65 years old. The 
fact that 40 year-old males can expect to pay more 
in the future than they receive, in present value terms, 
while the reverse is true for 65 year-old males, does 
not mean that the Federal, State, and local govern
ments are treating 40 year-old males unfairly. Males 
who are now 65 paid substantial taxes when they were 
younger, and these past taxes are not included in the 
remaining lifetime net tax payments shown in their 
generational accounts. Therefore, the remaining lifetime 
net tax payment by one existing generation cannot be 
directly compared with that of another. The lifetime 
net tax payments of existing generations can be com
pared, however, using the lifetime net tax rates pre
sented previously.

Tables 3-4 and 3-5 also show the different 
generational effects of various taxes and transfers. For 
example, the present value of future labor income taxes 
and payroll taxes is much higher for the generations 
under 60 than for older generations, whereas the 
present value of future capital income taxes and excise 
taxes is higher for the generations under 60 but not 
by so much. This is because the elderly tend to be 
retired from the labor force but still own homes and 
buy goods and services subject to property tax, sales 
tax, and other excises. As another example, the present 
value of social security and health care transfers is 
much higher for the elderly than the young and middle 
aged, because these kinds of transfers are made largely 
to the elderly and thus are discounted in the calcula
tions over a relatively few years. Welfare benefits, on 
the other hand, provide relatively large benefits to the 
young, so the present value of these benefits is higher 
for these age groups than for others.

Net tax payments by future generations.—Future 
generations—those bom in 1993 and later—are esti
mated to make a 126 percent larger net tax payment 
to the government, on average, than those bom in 1992. 
The $177,000 average net tax payment by future males 
and the $100,000 average net tax payment by future

females are calculated assuming that the ratio of net 
tax payments by males to that of females is the same 
for future generations as those bom in 1992.

The calculations also assume that all people of a par
ticular sex bom in the future will make the same aver
age net tax payment over their lifetimes after adjusting 
for overall productivity growth in the economy. A 
growth adjustment is needed to the average net tax 
payment because future generations will pay more in 
taxes, net of the transfers they receive, simply because 
their incomes will be higher. This does not represent 
a heavier fiscal burden. To properly assess the net tax 
payment by future generations relative to the newly 
bom, it is necessary to calculate the net payment they 
would make above and beyond the amount due to eco
nomic growth. The generational accounts assume that 
all future generations pay the same net taxes apart 
from the effect of growth. This net tax is the number 
shown in the table for all future generations of the 
same sex.

OBRA93 and health care reform.—Table 3-6 dis
plays the generational accounts for the three policy re
gimes previously evaluated using lifetime net tax rates: 
a baseline before the enactment of OBRA93, estimates 
including OBRA93 (as shown with more detail in tables 
3-4 and 3-5), and estimates including both OBRA93 
and health care reform.

This table is a different way of viewing the 
generational effects of policy changes and complements 
the effects revealed in table 3-3 on lifetime net tax 
rates. OBRA93 and health care reform substantially 
reduce the generational imbalance between future gen
erations and living generations. The net tax payments 
of future generations (in present value) are reduced 
by both policies. The net tax payment for future genera
tions of males is lowered by $25,000 by OBRA93 and 
$32,000 by health care reform; for females, by $14,000 
and $20,000, respectively. Each existing generation 
pays a larger net amount in present value, but not 
by as much as the reduction for future generations. 
For example, 50 year-old males pay $5,000 more due 
to OBRA93 and $10,000 more due to health care re
form. As explained above, the lower transfer payments 
received under health care reform do not represent less 
health care to the extent they reflect a more efficient 
health care system.

International Comparisons
The Italian and Norwegian governments have pre

pared generational accounts to examine the long-term 
sustainability of their fiscal policies,7 and the Japanese 
government is in the process of estimating generational 
accounts for Japan.

7 See Daniele Franco, Jagadeesh Gokhale, Luigi Guiso, Laurence J. Kotlikoff, and Nicola 
Sartor, "Generational Accounting—The Case of Italy,” Report to the Bank of Italy (January 
1991) and Boston University Department of Economics, The Ruth Pollack Working Paper 
Series on Economics, no. 18 (January 1990); and Alan J. Auerbach, Jagadeesh Gokhale, 
Laurence J. Kotlikoff, and Erling Steigum, Jr., “Generational Accounting in Norway: Is 
Norway Overconsuming Its Petroleum Wealth?,” Report to the Norwegian Research Council 
for Applied Social Science (October 1993) and Boston University Department of Economics, 
The Ruth Pollack Working Paper Series on Economics, no. 24 (October 1993).
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TABLE 3-6. GENERATIONAL ACCOUNTS UNDER DIFFERENT POLICIES
(In thousands of dollars)

Generation's Age in 1992
Before OBRA93

Males

After OBRA93

Males

With health care reform

Males Females

Health care reform but faster cost

Females

0 ...............................................................
5 ........................................................................................
1 0 ......................................................................................
1 5 ......................................................................................
2 0 ......................................................................................
2 5 ......................................................................................
3 0 ......................................................................................
3 5 ......................................................................................
4 0 ......................................................................................
4 5 ......................................................................................
5 0 ......................................................................................
5 5 ......................................................................................
6 0 ......................................................................................
6 5 ......................................................................................
7 0 ......................................................................................
7 5 ......................................................................................
8 0 ......................................................................................
8 5 ......................................................................................
9 0 ......................................................................................
Future generations...........................................................
Percentage difference in net tax payments: future gen

erations and age zero..................................................

76.4
96.8 

121.6
153.2
183.0
197.8
196.2
186.9
165.2
127.0
75.9 
14.7

-48.4
-98.1

-101.9
-95.3
-80.9
-70.4
- 11.6
202.5

165.1

42.9
53.3 
65.5
80.3 
94.2
98.4
93.4
84.0
65.0
35.4 
- 2.0

-44.8
-91.2

-127.1
-128.4
-120.9
- 102.6
-80.7
-11.3
113.8

165.1

78.4 
99.3

124.8 
157.2 
187.7
203.0 
201.6
192.4
170.9
132.5 
81.0
19.5 

-43.9 
-94.1 
-98.6 
-92.9 
-79.4 
-69.4 
- 11.6

177.1

126.0

44.1
54.8 
67.3
82.5
96.9 

101.5
96.9 
87.8
69.1 
39.7
2.4

-40.2
-86.3

-122.5
-124.6
-117.9
-100.5

-79.3
-11.3
99.6

126.0

83.2
104.8
130.8
163.8 
194.7 
210.2
209.3
200.9
180.3
142.6 
91.1
29.3 

-35.0 
-87.6 
-94.2 
-90.3 
-77.9 
-68.9 
- 11.6
144.7

73.9

45.8
56.5
68.9
84.3

100.1
106.5
103.8
96.7
80.1
52.1
15.2 

-27.4 
-74.4

-113.2
-118.0
-114.0
-98.2
-78.5
-11.3
79.7

73.9

79.3
100.3 
126.0
158.7
189.5
204.9
203.9 
195.2
174.4 
137.1
87.0
27.5

-35.5
-87.0
-93.2
-89.4
-77.5
-68.9
- 11.6
165.6

108.8

42.2
52.5
64.6
79.6
95.0 

101.0
97.9
90.2
73.0
45.1 
9.4

-30.9
-76.3

-113.4
-116.9
-112.5
-97.4
-78.5
-11.3
88.2

108.8

Italy has changed its fiscal policies since the 
generational accounts were constructed for 1990, and 
therefore the estimates for Italy will not be displayed 
in a table. The 1990 accounts, however, showed the 
Italian generational imbalance to be two to three times 
greater than the U.S. imbalance after OBRA93.

This result was primarily due to three factors. First, 
Italy’s ratio of government debt to GDP was almost 
twice that of the United States. Second, its transfer 
payments were roughly twice as large as those in the 
United States, relative to GDP, while its taxes were

only one-quarter larger. Consequently, relative to GDP, 
the current net tax payments of existing generations 
were lower than in the United States. Third, Italy is 
aging more rapidly. Given that annual net tax pay
ments fall with age in both countries, an aging popu
lation means that in future years the existing genera
tions will make lower aggregate net tax payments. Fur
thermore, government purchases were nearly as large 
as in the United States. The combination of these fac
tors produces a relatively large net tax to be paid by 
future generations of Italians.

TABLE 3-7. U.S. AND NORWEGIAN GENERATIONAL ACCOUNTS
(In thousands of dollars)

Generation’s age in 1992
United States Norway

Males Females Males Females

0 ..................................................................................... 78.4 44.1 104.7 47.7
5 ................................................................................................................................. 99.3 54.8 127.6 52.6
1 0 ................................................................................................................................ 124.8 67.3 154.6 57.4
1 5 ................................................................................................................................ 157.2 82.5 186.1 63.6
2 0 ................................................................................................................................ 187.7 96.9 214.5 66.1
2 5 ................................... ............................................................................................ 203.0 101.5 237.9 67.3
3 0 ................................................................................................................................ 201.6 96.9 241.0 62.0
3 5 ................................................................................................................................ 192.4 87.8 225.6 59.7
4 0 ................................................................................................................................ 170.9 69.1 198.8 54.1
4 5 ................................................................................................................................ 132.5 39.7 157.5 35.1
5 0 ................................................................................................................................ 81.0 2.4 105.4 6.8
5 5 ................................................................................................................................ 19.5 -40.2 46.6 -24.7
6 0 ................................................................................................................................ -43.9 -86.3 -14.2 -60.3
6 5 ................................................................................................................................ -94.1 -122.5 -57.8 -71.6
7 0 ................................................................................................................................ -98.6 -124.6 -61.1 -71.1
7 5 ................................................................................................................................ -92.9 -117.9 -68.3 -66.8
8 0 ................................................................................................................................ -79.4 -100.5 -50.4 -54.0
8 5 ................................................................................................................................ -69.4 -79.3 -36.0 -43.2
9 0 ................................................................................................................................ -11.6 -11.3 -26.1 -34.8
Future generations..................................................................................................... 177.1 99.6 178.2 81.2
Percentage difference in net tax payments: future generations and age zero.......... 126.0 126.0 68.9 68.9
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3. GENERATIONAL ACCOUNTING 29
Norway's generational accounts are compared in table 

3-7 with those of the United States after OBRA93. 
Because of its large petroleum and hydroelectric wealth, 
the Norwegian government has positive net wealth 
equal to roughly 20 percent of GDP. Norway is aging 
at about the same rate as the United States. Its govern
ment purchases are almost 40 percent greater than in 
the United States, relative to GDP, and its transfer 
payments are about 60 percent greater. However, Nor
wegian gross taxes are higher, and Norwegian net tax 
payments relative to GDP are about 50 percent greater.

As a result, the Norwegian primary deficit—expendi
tures, other than interest, less taxes—is smaller rel
ative to GDP than in the United States.

The large government net wealth in Norway and the 
lower primary deficit relative to GDP have led to a 
smaller generational imbalance than in the United 
States. Table 3-7 estimates the imbalance to be 69 
percent in Norway, just over half the U.S. amount. 
The absolute net tax payment by future generations 
is similar in the two countries, but the higher net tax 
payment by existing Norwegians produces a lower im
balance.

TECHNICAL NOTE: CONSTRUCTION OF THE GENERATIONAL ACCOUNTS

The Present Value Constraint
Generational accounting is based on the present 

value budget constraint of the government sector. In 
simple terms, this constraint says that the government 
must ultimately pay for its purchases of goods and serv
ices with resources it obtains from current and future 
generations or with its current assets (net of debt). 
If current generations pay less in taxes (net of transfers 
received) to finance government purchases, future gen
erations will have to pay more.

This does not mean that the government ever has 
to fully retire its debt at any point in time. What it 
does require is that the government pay the interest 
on its debt through the net taxation of existing or fu
ture generations (or with its current assets). For exam
ple, suppose that through borrowing the payments for 
the government's bills were repeatedly shifted to future 
generations by each successive current generation. 
Then this debt would grow, with interest. Eventually 
the interest on this debt would exceed the lifetime in
come of futxire generations, which would result in de
fault.

More precisely, the government's present value con
straint says that, at any point in time, the present 
value of the government's future purchases of goods 
and services cannot exceed the sum of three items: 
(1) the present value of future taxes to be paid (net 
of transfers received) by existing generations (i.e., the 
sum of their generational accounts multiplied by the 
number of people in each generation), (2) the present 
value of taxes to be paid (net of transfers received) 
by future generations, and (3) the value of government 
assets that yield income, less the government debt. 
Generational accounting estimates the present value of 
the government's purchases of goods and services and 
the amounts (1) and (3). Amount (2), the present value 
of taxes to be paid by all future generations (net of 
transfers received), is calculated as the present value 
of future government purchases minus amounts (1) and 
(3).

The generational accounts for future generations are 
derived from the aggregate amount (2). For the illustra
tions in this chapter, different net tax payments (after 
adjusting for economic growth) are not estimated for

different futxire generations. Rather, the aggregate 
present value net tax payment by future generations 
is divided on an even basis among all future genera
tions in such a way that the average net tax payment 
by the members of each generation keeps pace with 
the economy's growth in productivity. Thus, as shown 
in tables 3-4 and 3-5, one single (growth adjusted) 
average figure stands as the generational account for 
all future generations of a given sex. Because the 
generational account for future generations is cal
culated indirectly from the above aggregates, it can only 
be shown as a single number and cannot be divided 
among specific taxes and transfers.

The lifetime net tax rate of future generations is 
the ratio of the present value of total net tax payments 
by future generations to the present value of total labor 
income earned by future generations. This calculation 
is made under the assumption that labor income in
creases at the same rate as the economy's growth in 
productivity.

The Underlying Calculations
The calculation of the generational accounts is a 

three-step process. The first step entails projecting each 
currently living generation's average taxes and trans
fers to each future year in which at least some member 
of the generation will be alive. The second step converts 
these projected average taxes and transfers into an ac
tuarial present value, using assumptions for the dis
count rate and the probability that the generation's 
members will be alive in each future year. The sum 
of these present values, with transfers subtracted from 
taxes, is the generational account or “net tax payment” 
for existing generations shown in the first column of 
tables 3-4 and 3-5. The third step is to estimate the 
other terms of the present value constraint explained 
in the previous section so as to derive the average 
net tax payment by future generations. The calculations 
are based on projections to 2200.

Projection o f taxes and transfers.—The projection 
of average futxire taxes and transfers begins with the 
national totals of all Federal, State, and local taxes 
and transfers as reported by the national income and 
product accoxints (NIPAs) for calendar year 1992. (All

150-003 0 -9 4 -2  (QL 3)
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years in this chapter are calendar years unless other
wise stated.) The relationship of the NIPA data to the 
Federal budget is described in Chapter 19 of this vol
ume. Employee retirement and veterans benefits paid 
by government are considered a form of employee com
pensation and classified as the purchase of a service 
rather than a transfer payment.

The base year NIPA totals are distributed to all exist
ing generations, as defined by age and sex, based on 
the corresponding distributions in cross-section survey 
data. These surveys include the Survey of Income and 
Program Participation by the Bureau of the Census, 
the Survey of Consumer Expenditures by the Bureau 
of Labor Statistics, the Survey of Consumer Expendi
tures by the Federal Reserve, and the Current Popu
lation Survey by the Bureau of the Census. Those taxes 
not directly paid by persons and so not appearing in 
these surveys, such as the corporation income tax, are 
allocated. Since generational accounting attributes 
taxes and transfers to individuals, household taxes and 
transfers are attributed to the individuals in the house
hold. No special imputations are made to children, but 
the cross-section surveys impute some consumption to 
children and the taxes on that consumption would be 
attributed to the children. The attribution rules affect 
the values of the baseline accounts but are not likely 
to alter the generational implications of policy changes.

The distribution of average taxes and transfers by 
age and sex in the future is adjusted for growth and 
projected policy. In the case of Federal taxes and trans
fers for 1993-2004, the projected aggregate amounts 
are the estimates of outlays and receipts in the Mid- 
Session Review of the 1994 Budget (September 1993), 
extended beyond 1998 and updated for the actual fiscal 
year 1993 results. (Adjustments were made to remove 
the effects of OBRA93 for the base case.) These 
amounts are distributed by age and sex according to 
the age-sex relative profiles for these transfers and re
ceipts based on the cross-section surveys cited above. 
In the case of State and local taxes and transfers for 
1993-2004 (other than medicaid transfers), the aggre
gate amounts are based on the GDP projections in the 
Mid-Session Review and the assumption that the ratios 
of State and local tax and transfer aggregates to GDP 
remain constant at the 1992 levels. After 2004 the aver
age Federal, State, and local taxes (except the social 
security payroll tax) and transfer payments (except so
cial security, medicare, and medicaid) by age and sex 
are projected to increase at the assumed rate of produc
tivity growth. Productivity (both labor and multi-factor 
productivity) is assumed to increase at 0.75 percent 
a year, which is close to the average annual rate of 
labor productivity growth since 1970.

Social security transfer payments and payroll tax re
ceipts after 2004 are based on special calculations made 
by the Social Security Administration assuming a pro
ductivity growth rate of 0.75 percent. These calculations 
otherwise follow the social security intermediate alter
native II assumptions. Except under the health care 
reform scenario, medicaid transfers from 1993 through

2030 and medicare transfers from 2005 through 2030 
are projected using the medicaid and medicare growth 
rates in the Health Care Financing Administration mid
dle scenario estimates published in 1991.8 After 2030, 
health care transfers are assumed to stabilize as a per
centage of GDP apart from the effect of changes in 
the composition of the population by age and sex.

The effects of health care reform on taxes and trans
fers were projected through 2000 using Administration 
estimates. Since estimates were not available after
2000, rough projections were made for subsequent 
years. Health care reform spending was increased by 
a one-time level adjustment in 2001 to take account 
of a scheduled expansion in the standard benefit pack
age. After 2001, it was assumed to grow at the same 
rate as productivity apart from changes in the composi
tion of the population by age and sex. Medicare and 
medicaid transfers after 2000 are not directly limited 
by the health care reform plan but were also projected 
to grow at the same rate as productivity apart from 
changes in the composition of the population by age 
and sex.

Assumptions for present value.—The appropriate 
discount rate for calculating the present value of future 
amounts depends on whether or not these amounts are 
known with certainty. Future government receipts and 
expenditures are risky, which suggests that they be 
discounted by a rate higher than the real rate of inter
est on government securities. On the other hand, gov
ernment receipts and expenditures appear to be less 
volatile than the real return on capital, which suggests 
that they be discounted by a lower rate than that. 
The calculations assume a 6 percent real discount rate, 
which is intermediate between the average real return 
available in recent years on short-term Treasury securi
ties and the real return available in recent years on 
capital.

The present values of future average taxes and trans
fers are also discounted for mortality probabilities in 
order to derive actuarial present values. The demo
graphic probabilities through 2066 are those embedded 
in the social security trustees’ intermediate projection 
in 1992 (alternative II) of the population by age and 
sex. The fertility, mortality, and immigration prob
abilities in 2066 were used for later years. Immigration 
is treated as equivalent to a change in mortality.

Other projections.—Federal purchases of goods and 
services through 2004, like Federal taxes and transfers, 
are from the latest Mid-Session Review extended be
yond 1998 and updated for the actual fiscal year 1993 
results. State and local purchases through 2004 are 
kept at the same ratio to GDP as in 1992. Federal, 
State, and local purchases after 2004 were divided be
tween (1) those made on behalf of specific age groups— 
the young, middle aged, and elderly—such as edu
cational expenditures; and (2) those that are more near

p^3Il?f8CenaIL0 18 in ^ Sonnefeld and 0ther8’ "Projections of National HealthExpenditures through the Year 2000,” Health Care Financing Review (vol. 13, Fall 1991).
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3. GENERATIONAL ACCOUNTING 31
ly pure public goods, such as defense and public safety. 
Purchases per person in each of the three age groups, 
and purchases of public goods per capita, all increase 
at the assumed rate of productivity growth.

The economic value of the government’s assets that 
yield income, less the government debt, was estimated 
to be the cumulative amount of the NIPA deficit since 
1900 converted to constant dollars by the GDP deflator. 
No account was taken of the government’s land and 
mineral rights.

The average growth-adjusted net tax payment to be 
made by future generations was determined using the 
aggregate present value of the net tax payment (as 
derived through the present value budget constraint), 
the assumed productivity growth, and the projected size 
of future generations. The size of future generations 
was estimated using the social security alternative II 
projection through 2066 and the demographic assump
tions for 2066 applied to later years.

Historical lifetime net tax rates.—Lifetime net tax 
rates for generations bom between 1900 and 1992 were 
calculated by dividing the generational account of each 
generation at birth by its human wealth—the present 
value at birth of its future labor earnings. The calcula
tion of a generation’s human wealth requires knowing 
its average labor earnings in each future year. The 
average labor earnings received by particular genera
tions in particular years was determined by distributing 
aggregate labor income by age and sex using cross- 
section distributions of labor income found in cross- 
section survey data. The lifetime generational accounts 
for generations bom between 1900 and 1992 are based 
on actual taxes and transfers from 1900 through 1992 
and projected taxes and transfers in years after 1992.

Aggregate labor earnings, taxes, and transfers were 
obtained from the national income and product accounts 
for 1929 and later years. Pre-1929 aggregate labor earn
ings were from series in Historical Statistics of the 
United States, Colonial Times to 1970. Pre-1929 taxes

and transfers were from the 1982 Census of Govern
ments, Historical Statistics on Government Finances 
and Employment. Various cross-section surveys were 
used to distribute aggregate labor earnings, taxes, and 
transfers by age and sex. Cross-section surveys prior 
to the early 1960s were not available for this study, 
so surveys from years after 1960 were used for earlier 
years. The Current Population Surveys were used to 
distribute aggregate labor earnings and taxes on labor 
earnings in 1964 and later years, and the 1964 survey 
was used for earlier years.

Differences in projections from January 1993 
Budget Baselines.—The imbalance in the lifetime net 
tax rate between future generations and the genera
tions bom in 1992 is estimated to be 165 percent in 
the baseline before taking account of OBRA93 and 
health care reform. This is much higher than the 111 
percent imbalance estimated a year ago between future 
generations and the generations bom in 1991. Half of 
this difference is due to incorporating the Health Care 
Financing Administration’s projection of medicaid 
transfers through 2004 instead of assuming that these 
transfers remained constant relative to GDP at the last 
actual ratio. If last year’s method had been used this 
year, the reported imbalance this year would have been 
145 percent. Part of the increase from 111 percent to 
145 percent is because one more generation, those bom 
in 1992, does not make the higher lifetime net tax 
payments required of future generations. As a result, 
the generations bom after 1992 have still larger bills 
to pay. This effect accounts for about 8 percentage 
points of the increase. Of the remaining increase, a 
little less than half reflects the use of actual 1992 ag
gregate taxes, transfers, and purchases instead of pro
jections; and the rest is due to improvements in the 
cross-section profiles used to distribute taxes and trans
fers by age and sex and to interactions among the var
ious factors.
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1 This estimate is higher than the 3.6 percent shown in Table 1–1. The economic assump-
tions, which were completed in early December, did not fully reflect the economic strength
that became apparent later in December and in early 1995.

1. ECONOMIC ASSUMPTIONS

Recent Developments

The economic expansion that began in April 1991
is nearly four years old yet shows no signs of fatigue.
Although the recovery was weak by historical standards
in the initial two years, its pace subsequently quick-
ened, adding jobs and pushing the economy toward full-
employment.

Economic activity was especially strong over the four
quarters of 1994 with real GDP growth of almost 4
percent. This was well above last January’s consensus
forecast of 2.8 percent, and the 1995 budget forecast
of 3.1 percent. 1 Not only did business fixed investment
grow at double-digit rates last year, but consumer de-
mand also increased briskly as households were willing
to spend the income generated by the rapid employment
gains.

• More than 3.5 million new jobs were created dur-
ing 1994, almost all of them in the private sector.
The unemployment rate, which stood at 6.7 per-
cent in January 1994, fell to 5.4 percent by De-
cember.

• A strong economy was also evident in the rate
of capacity utilization in manufacturing that
climbed to 85 percent in December 1994, the high-
est level in almost six years.

The current rates of unemployment and capacity uti-
lization are near the thresholds at which labor short-
ages and material bottlenecks have often occurred in
previous expansions. To head off potential inflation
pressures, the Federal Reserve tightened monetary pol-
icy significantly in 1994. The Fed raised its target for
the Federal funds rate six times for a cumulative in-
crease of 21⁄2 percentage points. Both short- and long-
term rates rose by that amount. The yields on 30-year
Treasury bonds, however, eased to under 8 percent late
in the year after peaking at 8.3 percent in early Novem-
ber.

To date, it is hard to discern much impact of Federal
Reserve tightening in the economic data. Although
housing starts are down from their peak and sales of
motor vehicles and other consumer durables have

slowed from their earlier hectic pace, the economy has
remained strong judging by the strength of growth in
the final quarter of 1994. This should not be surprising
because the lags between rising interest rates and their
effects on the economy are widely believed to be long.

In acting to restrain inflation when it did, the Federal
Reserve moved in advance of any evidence that infla-
tion was actually rising. Indeed, a basic feature of last
year’s economy was the absence of price pressures, de-
spite strong output growth. Incoming price data have
been more favorable than most analysts had expected.
Over the 12-month period ending in December 1994,
the Consumer Price Index (CPI) rose only 2.7 percent
while the Producer Price Index (PPI) advanced 1.7 per-
cent. The increases remain modest after excluding vola-
tile food and energy prices—a rise of 2.6 percent for
the ‘‘core’’ CPI and 1.6 percent for the ‘‘core’’ PPI for
finished goods. In fact, inflation has not been a problem
throughout the current expansion, with the core CPI
increasing at an average annual rate of only 3.2 per-
cent. This is its lowest rate of increase over such a
sustained period since the 1960s.

Economic Projections

Key Assumptions: The Administration’s economic
projections, summarized in Table 1–1, are based on sev-
eral key assumptions.

• Fiscal policy will continue to uphold the principle
embedded in current law that spending reductions
must offset any proposed tax cuts so that the Fed-
eral budget deficit does not widen.

• The 91-day Treasury bill rate is assumed to rise
to 6 percent in early 1995, reflecting the current
rapid pace of economic activity. The rate is pro-
jected to ease to 51⁄2 percent by 1996.

• Oil prices are assumed to rise at the rate of infla-
tion, as measured by the GDP implicit price
deflator. The spot price for West Texas Intermedi-
ate crude oil dropped to around $17 a barrel in
late 1994, near its average for the year. Although
some price recovery is envisaged by next spring,
crude oil prices are not expected to contribute to
inflation over the long haul.
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TABLE 1–1. ECONOMIC ASSUMPTIONS 1

(Calendar years; dollar amounts in billions)

Actual
1993

Projections

1994 1995 1996 1997 1998 1999 2000

Gross Domestic Product (GDP):
Levels, dollar amounts in billions:

Current dollars ............................................................................................................................ 6,343 6,735 7,117 7,507 7,921 8,361 8,823 9,310
Constant (1987) dollars ............................................................................................................. 5,135 5,337 5,488 5,622 5,762 5,906 6,053 6,203
Implicit price deflator (1987 = 100), annual average ................................................................. 123.5 126.2 129.7 133.5 137.5 141.6 145.8 150.1

Percent change, fourth quarter over fourth quarter:
Current dollars ............................................................................................................................ 5.0 6.3 5.4 5.5 5.6 5.5 5.5 5.5
Constant (1987) dollars ............................................................................................................. 3.1 3.6 2.4 2.5 2.5 2.5 2.5 2.5
Implicit price deflator (1987 = 100) ............................................................................................ 1.8 2.6 2.9 2.9 3.0 3.0 3.0 2.9

Percent change, year over year:
Current dollars ............................................................................................................................ 5.4 6.2 5.7 5.5 5.5 5.5 5.5 5.5
Constant (1987) dollars ............................................................................................................. 3.1 3.9 2.8 2.5 2.5 2.5 2.5 2.5
Implicit price deflator (1987 = 100) ............................................................................................ 2.2 2.1 2.8 3.0 3.0 3.0 3.0 3.0

Incomes, billions of current dollars:
Personal income ......................................................................................................................... 5,375 5,691 6,026 6,366 6,732 7,130 7,551 7,975
Wages and salaries ................................................................................................................... 3,081 3,273 3,429 3,610 3,801 4,006 4,221 4,438
Corporate profits before tax ....................................................................................................... 462 522 544 572 603 629 662 714

Consumer Price Index (all urban): 2

Level (1982–84 = 100), annual average .................................................................................... 144.5 148.3 152.9 157.8 162.8 168.1 173.4 178.7
Percent change, fourth quarter over fourth quarter .................................................................. 2.7 2.8 3.2 3.2 3.2 3.2 3.1 3.1
Percent change, year over year ................................................................................................ 3.0 2.6 3.1 3.2 3.2 3.2 3.1 3.1

Unemployment rate, civilian, percent: 3

Fourth quarter level .................................................................................................................... 6.4 5.8 6.0 5.8 5.8 5.8 5.8 5.8
Annual average .......................................................................................................................... 6.7 6.1 5.8 5.9 5.8 5.8 5.8 5.8

Federal pay raises, January, percent:
Military ........................................................................................................................................ 4.2 2.2 2.6 2.4 3.1 3.1 3.1 2.1
Civilian 4 ...................................................................................................................................... 4.2 3.7 2.0 2.4 2.1 2.1 2.1 2.1

Interest rates, percent:
91-day Treasury bills 5 ............................................................................................................... 3.0 4.2 5.9 5.5 5.5 5.5 5.5 5.5
10-year Treasury notes .............................................................................................................. 5.9 7.1 7.9 7.2 7.0 7.0 7.0 7.0

1 Based on information available as of December 1994.
2 CPI for all urban consumers. Two versions of the CPI are now published. The index shown here is that currently used, as required by law, in calculating automatic adjustments to individual income tax brackets.
3 Because of a January 1994 change in survey methodolgy, the 1993 figure is not directly comparable to those for subsequent years.
4 Percentages exclude locality pay adjustments.
5 Average rate (bank discount basis) on new issues within period.

Economic Outlook for 1995–2000: The current
surge in activity should provide some momentum to
the economy in early 1995. The pace of activity is pro-
jected to slow considerably during the second and third
quarters of the year, however, reflecting the lagged ef-
fects of the earlier increases in interest rates on private
spending.

For 1995 as a whole, real GDP growth is expected
to average 2.4 percent, well below the 3.6 percent rate
assumed for the previous year. The economy is then
projected to settle in on the potential rate of real output
growth of 21⁄2 percent in 1996 and beyond.

As real GDP growth slows during 1995, the unem-
ployment rate is forecast to edge up from its low
current level, allowing monetary policy to ease some-
what. The jobless rate is projected to average 5.8 per-
cent during 1996–2000.

Inflation is projected to rise slightly, with the CPI
increasing 3.2 percent during 1995. This pickup reflects
current labor and capacity constraints and the expecta-
tion that past and prospective increases in crude mate-
rials prices will be passed through more fully into fin-
ished goods prices in the coming months. No further
acceleration in consumer prices is assumed for 1996

and the outyears as economic growth slows to a more
sustainable 21⁄2 percent pace.

Three-month Treasury bill rate is assumed to rise
to about 6 percent in early 1995, and then ease back
to 51⁄2 percent in 1996 as economic growth slows. The
yields on ten-year Treasury notes are expected to stay
near it’s current level of about 73⁄4 percent in 1995,
and then decline gradually to 7.0 percent. These as-
sumptions imply a narrowing of the spread between
short- and long-term rates, which is consistent with
previous experience for this stage of a business expan-
sion. Adjusting for inflation, both short- and long-term
real rates are currently above their historical averages,
but are projected to return to the upper end of the
historical range.

Economy’s Productive Capacity

The budget assumes that the rate of growth in poten-
tial output of the economy is 2.5 percent a year. This
corresponds to a somewhat faster rate of growth in
output for the nonfarm business sector, 2.8 percent per
year.

The long-term growth trend for nonfarm business
output can be decomposed into two parts—one reflect-
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TABLE 1–2. AVERAGE ANNUAL GROWTH RATES IN PERCENT
(Fiscal years; in billions of dollars)

1959–73 1973–90 1990–95 1995–2000

Real GDP ............................................................................................ 3.8 2.4 2.3 2.5
Nonfarm Business Output .................................................................. 4.0 2.5 2.6 2.8

Hours Worked ................................................................................ 1.6 1.7 1.2 1.4
Productivity ..................................................................................... 2.4 0.7 1.4 1.4

TABLE 1–3. SAVING, INVESTMENT, AND TRADE BALANCE
(Fiscal years; in billions of dollars)

1994 actual 1996 estimate

Current account balance .................................................................... –142 –205 to –165
Merchandise trade balance ................................................................ –156 –205 to –165
Net foreign investment ....................................................................... –131 –190 to –150
Net domestic saving (excluding Federal saving) 1 ............................ 358 360 to 400
Net private domestic investment ........................................................ 290 370 to 410

1 Defined for purposes of Public Law 100–418 as the sum of private saving and the surpluses of State and local governments. All series
are based on National Income and Product Accounts except for the current account balance.

ing the increase in productivity (that is, output per
hour worked), and the other the expected growth of
total hours worked (Table 1–2).

• Productivity is assumed to grow at an annual
rate of 1.4 percent over the projection period. This
continues the trend of the early 1990s, which has
seen a modest pick up in productivity growth rel-
ative to the sluggish performance from 1973–1990.
Although it is still too early to be certain that
the recent productivity gains are more than a cy-
clical phenomenon, there is reason for optimism
in view of the massive business restructurings and
the information revolution, and because faster pro-
ductivity growth has continued well into the cur-
rent expansion

• Hours worked in the nonfarm business sector are
projected to increase at an annual rate of 1.4 per-
cent a year. This is slower than during the 1960s
and 1970s when the baby-boom generation first
entered the labor force, but higher than the rate
experienced during the early 1990s when the job
market was weak during the 1990–91 recession
and the early phase of the current recovery.

Omnibus Trade and Competitiveness Act of 1988

As required by the Omnibus Trade and Competitive-
ness Act of 1988, Table 1–3 shows estimates for eco-
nomic variables related to saving, investment, and for-
eign trade consistent with the economic assumptions.
The merchandise trade and current account balances
deteriorated in fiscal year 1994 as growth in U.S. ex-
ports was exceeded by growth in imports. The continued
faster rate of growth in the United States than our
major trading partners is the major factor behind the
larger deficits. As the growth differential narrows over
the next several years, the deficits will level off and
begin to decline.

Net private investment in the United States has ex-
panded rapidly in the past year, and it is expected
to continue to increase as the economy expands. The
sources of finance for the increased private investment

are the decline in the Federal deficit and higher private
saving, plus a larger inflow of foreign capital.

The Act requires information on the amount of bor-
rowing by the Federal Government in private credit
markets. This is presented in Chapter 13, ‘‘Federal Bor-
rowing and Debt.’’

It is difficult to gauge with precision the effect of
Federal Government borrowing from the public on in-
terest rates and exchange rates, as required by the
Act. Both are influenced by many factors besides Gov-
ernment borrowing in a complicated process involving
supply and demand for credit and perceptions of fiscal
and monetary policy here and abroad.

Impact of Changes in the Economic
Assumptions

Last year’s budget economic assumptions understated
the surge in economic activity and job growth that actu-
ally occurred during 1994. They also did not fully an-
ticipate the much larger increases in interest rates re-
sulting from the strength of the economy and the Fed’s
monetary tightening actions. This is clearly shown in
Table 1–4, which compares this year’s economic as-
sumptions with those of the 1995 budget.

The divergences between actual economic perform-
ance and the economic assumptions for 1994–1999 have
significant effects on the budget deficit. On balance,
the deficit narrows by $12.2 billion in 1995 and widens
by $25.6 billion in 1999 (Table 1–5). The main reason
for the increased deficit in the outyears is higher inter-
est rates, offset in part by higher receipts and lower
costs for unemployment-sensitive programs. Increased
receipts projections are partly the result of the larger
volume of trade stimulated by GATT.

Structural vs. Cyclical Deficit

When there is excessive slack in the economy, re-
ceipts are lower than they would be otherwise, and
outlays for unemployment-sensitive programs (such as
unemployment compensation and food stamps) are
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TABLE 1–4. COMPARISON OF ECONOMIC ASSUMPTIONS IN THE 1995 AND 1996 BUDGETS
(Calendar years; dollar amounts in billions)

1994 1995 1996 1997 1998 1999

Nominal GDP:
1995 budget assumptions 1 ........................................................... 6,698 7,079 7,481 7,906 8,353 8,821
1996 budget assumptions .............................................................. 6,735 7,117 7,507 7,921 8,361 8,823

Real GDP (percent change): 2

1995 budget assumptions .............................................................. 3.0 2.7 2.7 2.6 2.6 2.5
1996 budget assumptions .............................................................. 3.6 2.4 2.5 2.5 2.5 2.5

GDP deflator (percent change): 2

1995 budget assumptions .............................................................. 2.7 2.8 2.9 3.0 3.0 3.0
1996 budget assumptions .............................................................. 2.6 2.9 2.9 3.0 3.0 3.0

Civilian unemployment rate (percent): 3

1995 budget assumptions .............................................................. 7.0 6.6 6.4 6.2 6.0 6.0
1996 budget assumptions .............................................................. 6.1 5.8 5.9 5.8 5.8 5.8

91-day Treasury bill rate (percent): 3

1995 budget assumptions .............................................................. 3.4 3.8 4.1 4.4 4.4 4.4
1996 budget assumptions .............................................................. 4.2 5.9 5.5 5.5 5.5 5.5

10-year Treasury note rate (percent): 3

1995 budget assumptions .............................................................. 5.8 5.8 5.8 5.8 5.8 5.8
1996 budget assumptions .............................................................. 7.1 7.9 7.2 7.0 7.0 7.0

1 Adjusted for July 1994 revisions.
2 Fourth quarter-to-fourth quarter.
3 Calendar year average.

TABLE 1–5. EFFECTS ON THE BUDGET OF CHANGES IN ECONOMIC ASSUMPTIONS
SINCE LAST YEAR

(In billions of dollars)

1995 1996 1997 1998 1999

Budget totals under 1995 budget economic assumptions and
1996 budget policies:
Receipts .......................................................................................... 1,327.5 1,398.9 1,459.4 1,539.1 1,613.4
Outlays ............................................................................................ 1,532.1 1,586.7 1,657.1 1,712.3 1,785.2

Deficit (–) ............................................................................... –204.7 –187.8 –197.7 –173.2 –171.9
Changes due to economic assumptions:

Receipts .......................................................................................... 19.0 16.5 12.2 9.7 11.4
Outlays:

Inflation ....................................................................................... –0.6 –1.3 –2.0 –1.8 –3.7
Unemployment ........................................................................... –8.0 –3.7 –5.0 –2.9 –2.2
Interest rates .............................................................................. 16.5 31.7 35.2 37.4 41.4
Interest on changes in borrowing ............................................. –1.1 –1.2 –0.7 0.3 1.5

Total, outlays ......................................................................... 6.8 25.4 27.6 32.9 36.9

Decrease in deficit (+) ........................................................... 12.2 –8.9 –15.4 –23.2 –25.6
Budget totals under 1996 budget economic assumptions and

policies:
Receipts .......................................................................................... 1,346.4 1,415.5 1,471.6 1,548.8 1,624.7
Outlays ............................................................................................ 1,538.9 1,612.1 1,684.7 1,745.2 1,822.2

Deficit (–) ............................................................................... –192.5 –196.7 –213.1 –196.4 –197.4

2 For purposes of this presentation, an unemployment rate in excess of 5.8 percent is
considered excessive slack.

higher. As a result, the deficit is also higher than it
would be at full employment. The portion of the deficit
that can be traced to such factors is called the cyclical
deficit. The remainder is called the structural deficit. 2

Changes in the structural deficit give a better picture
of the impact of budget policy on the economy than
the unadjusted deficit affords. During a recession and
in the early stage of a recovery, the structural deficit
also gives a clearer picture of the long-run deficit prob-
lem that fiscal policy must address, since this part of

the deficit will persist even when the economy has fully
recovered, unless policy changes.

In the early 1990’s, outlays for deposit insurance
added substantially to actual deficits, although they
had little current impact on economic performance. It
therefore became customary to remove deposit insur-
ance outlays as well as the cyclical component of the
deficit from the actual deficit to compute the adjusted
structural deficit. This is shown in Table 1–6.

Over the current forecast horizon, the cyclical compo-
nent of the deficit is small. Deposit insurance outlays
are relatively small and do not change greatly from
year to year. Thus, somewhat atypically, the adjusted
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TABLE 1–6. ADJUSTED STRUCTURAL DEFICIT
(In billions of dollars)

1992 1993 1994 1995 1996 1997 1989 1999 2000

Actual deficit (unadjusted) .................................................................. 290.4 255.1 203.2 192.5 196.7 213.1 196.4 197.4 194.4
Cyclical component ........................................................................ 60.2 47.2 15.4 –3.1 .............. .............. .............. .............. ..............

Structural deficit .................................................................................. 230.2 207.9 187.8 195.6 196.7 213.1 196.4 197.4 194.4
Deposit insurance 1 ....................................................................... 2.4 28.0 7.6 12.3 6.3 1.4 –1.2 1.3 3.5

Adjusted structural deficit ................................................................... 232.6 235.9 195.3 207.8 203.0 214.5 195.2 198.7 197.9
1 In 1992, includes $4.9 billion in allied contributions for Desert Storm.

3 This excludes any adjustment to discretionary programs which are capped in nominal
terms.

structural deficits in this budget display much the same
pattern of year-to-year changes as the actual deficits.

Sensitivity of the Budget to Economic
Assumptions

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

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

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

Inflation and interest rates are also closely inter-
related: a higher expected rate of inflation increases
interest rates, while lower expected inflation reduces
rates.

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

Highlights of the rules of thumb are shown in Table
1–7:

If real GDP growth is lower by one percentage point
in calendar 1995 only and the unemployment rate rises
by one-half percentage point, the 1995 deficit would
increase by $8.2 billion; receipts in 1995 would be lower
by about $7.0 billion, and outlays would be higher by
about $1.2 billion, primarily for unemployment-sen-
sitive programs. In 1996, the receipts shortfall would
grow further to about $15.2 billion, and outlays would
be increased by about $5.8 billion relative to the base,
even though the growth rate in calendar 1996 follow
the path originally assumed. This is because the level
of real (and nominal) GDP and taxable incomes would

be permanently lower and unemployment higher. The
budget effects (including growing interest costs associ-
ated with the higher deficits) would continue to grow
slightly in later years.

• The budget effects are much larger if the real
growth rate is assumed to be one percentage point
less in each year (1995–2000) and the unemploy-
ment rate rises one-half percentage point in each
year. With these assumptions, the levels of real
and nominal GDP would be below the base case
by a growing percentage. The deficit would be
$153.2 billion higher than under the base case
by 2000.

• The effects of slower productivity growth are
shown in a third example, where real growth is
one percentage point lower per year while the un-
employment rate is unchanged. In this case, the
estimated budget effects mount steadily over the
years, but more slowly, reaching a $126.7 billion
deficit add-on by 2000.

Joint changes in interest rates and inflation have a
smaller effect on the deficit than equal percentage point
changes in real GDP growth because their effects on
receipts and outlays are substantially offsetting. An ex-
ample is the effect of a one percentage point higher
rate of inflation and one percentage point higher inter-
est rates during calendar year 1995 only. In subsequent
years, the price level and nominal GDP would be one
percent higher than in the base case, but interest rates
are assumed to return to their base levels. Outlays
for 1995 rise by $5.9 billion 3 and receipts by $7.7 bil-
lion, for a decrease of $1.7 billion in the 1995 deficit.
In 1996, outlays would be above the base by $13.9
billion, due in part to lagged cost-of-living adjustments;
receipts would rise $16.0 billion above the base, how-
ever, resulting in a $2.1 billion decrease in the deficit.
In subsequent years, the amounts added to receipts
would be larger than the additions to outlays.

If the rate of inflation and the level of interest rates
are higher by one percentage point in all years, the
price level and nominal GDP would rise by a cumula-
tively growing percentage above their base levels. In
this case, the effects on receipts and outlays mount
steadily in successive years, adding $71.1 billion to out-
lays and $96.3 billion to receipts in 2000, for a net
reduction in the deficit of $25.2 billion.
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8 ANALYTICAL PERSPECTIVES

The table also shows the interest rate and the infla-
tion effects separately, and rules of thumb for the added
interest cost associated with higher or lower deficits
(increased or reduced borrowing).

The effects of changes in economic assumptions in
the opposite direction are approximately symmetric to
those shown in the table. The impact of a one percent-
age point lower rate of inflation or higher real growth

would have about the same magnitude as the effects
shown in the table, but with the opposite sign.

These rules of thumb are computed while holding
the income share composition of GDP constant. Because
different income components are subject to different
taxes and tax rates, estimates of total receipts can be
affected significantly by changing income shares. These
relationships, however, have proved too complex to be
reduced to simple rules.

TABLE 1–7. SENSITIVITY OF THE BUDGET TO ECONOMIC ASSUMPTIONS
(In billions of dollars)

Budget effect 1995 1996 1997 1998 1999 2000

Real Growth and Employment

Effects of 1 percent lower real GDP growth in calendar year 1995 only, including higher unemployment: 1

Receipts ................................................................................................................................................................. –7.0 –15.2 –17.4 –17.6 –18.1 –18.7
Outlays .................................................................................................................................................................. 1.2 5.8 7.7 9.6 11.6 13.8

Deficit increase (+) ........................................................................................................................................... 8.2 21.0 25.1 27.2 29.7 32.5
Effects of a sustained 1 percent lower annual real GDP growth rate during 1995–2000, including higher un-

employment: 1

Receipts ................................................................................................................................................................. –7.0 –22.4 –40.6 –59.6 –79.9 –101.4
Outlays .................................................................................................................................................................. 1.2 7.0 15.1 25.0 38.3 51.8

Deficit increase (+) ........................................................................................................................................... 8.2 29.4 55.6 84.6 118.2 153.2
Effects of a sustained 1 percent lower annual real GDP growth rate during 1995–2000, with no change in un-

employment:
Receipts ................................................................................................................................................................. –7.0 –22.7 –41.6 –61.9 –83.8 –107.3
Outlays .................................................................................................................................................................. 0.3 1.3 3.5 7.1 12.3 19.4

Deficit increase (+) ........................................................................................................................................... 7.3 24.0 45.1 69.0 96.2 126.7

Inflation and Interest Rates

Effects of 1 percentage point higher rate of inflation and interest rates during calendar year 1995 only:
Receipts ................................................................................................................................................................. 7.7 16.0 16.4 15.4 15.8 16.2
Outlays .................................................................................................................................................................. 5.9 13.9 10.9 9.1 7.6 7.1

Deficit increase (+) ........................................................................................................................................... –1.7 –2.1 –5.5 –6.3 –8.1 –9.2
Effects of a sustained 1 percentage point higher rate of inflation and interest rates during 1995–2000:

Receipts ................................................................................................................................................................. 7.7 24.0 41.5 58.7 77.0 96.3
Outlays .................................................................................................................................................................. 5.9 20.4 33.8 46.2 58.8 71.1

Deficit increase (+) ........................................................................................................................................... –1.7 –3.7 –7.7 –12.6 –18.3 –25.2
Effects of a sustained 1 percentage point higher interest rate during 1995–2000 (no inflation change):

Receipts ................................................................................................................................................................. 0.7 1.8 2.4 2.7 2.9 3.3
Outlays .................................................................................................................................................................. 5.5 16.8 24.9 31.7 38.3 44.8

Deficit increase (+) ........................................................................................................................................... 4.9 14.9 22.5 28.9 35.3 41.5
Effects of a sustained 1 percentage point higher rate of inflation during 1995–2000 (no interest rate change):

Receipts ................................................................................................................................................................. 7.0 22.2 39.1 56.0 74.1 93.0
Outlays .................................................................................................................................................................. 0.4 3.6 8.9 14.5 20.5 26.3

Deficit increase (+) ........................................................................................................................................... –6.6 –18.6 –30.2 –41.5 –53.6 –66.7

Interest Cost of Higher Federal Borrowing

Effect of $100 billion additional borrowing during 1995 ...................................................................................... 3.6 7.0 7.3 7.6 8.0 8.5
1 The unemployment rate is assumed to be 0.5 percentage point higher per 1.0 percent shortfall in the level of real GDP.
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1 In this section, Table 2–2 also shows the actuarial balances for the major social insurance
programs and how they have changed in the past year.

2 Objectives of Federal Financial Reporting, Statement of Federal Financial Accounting
Concepts Number 1, Spetember 2, 1993. The other three objectives relate to budgetary
integrity, operating performance, and systems and controls.

2. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET

Introduction

This chapter presents a framework for describing the
financial condition of the Federal Government and its
performance as a steward of publicly owned assets. Al-
though the tables presented below are similar in some
ways to a business’s balance sheet, they are not the
same. The Government’s sovereign powers have no
counterparts in the business world, and its resources
and responsibilities are broader than the assets and
liabilities found on a conventional balance sheet. For
this reason, it is not possible to judge how well the
Government is discharging its stewardship obligations
simply from an examination of its own books. A review
of the Government’s contribution to national welfare
and security is also needed.

Differences between Government and business ac-
counting, and the serious limitations in the available
data, argue for caution in interpreting the material pre-
sented below. Conclusions based on this presentation
are necessarily tentative and subject to future revision
as the estimating methods are improved and better
data become available. The presentation consists of
three components:

• The first, summarized in Table 2–1, shows what
the Federal Government owns and what it owes.
In this table, these assets and liabilities are strict-
ly defined. Assets are limited to the Government’s
physical and financial possessions. Liabilities are
the result of past Government actions that have
resulted in binding commitments to make future
payments.

• The second component consists of Federal budget
projections indicating possible future paths for the
balance between Federal resources and respon-
sibilities.1

• The final component is intended to present ways
in which Federal activities contribute to social and
economic well-being. Table 2–3 shows how Federal
investments have contributed to national wealth.
Table 2–4 offers a set of economic and social indi-
cators that are affected to a greater or lesser de-
gree by Government actions. In the future other
tables showing Government-wide performance
measures could be added.

The Federal Government does not have a single bot-
tom line that would reveal its financial status in a
glance, but the tables and charts shown here can con-
tribute to a balanced view of that condition and the
Government’s stewardship of its resources. Currently,
the Government’s liabilities arising from its past activi-
ties exceed the value of the assets in its possession.

The gap has widened markedly over the last decade
or more. While the Federal Government’s financial posi-
tion has declined, the Nation’s wealth has continued
to rise, and the Government’s net liabilities amount
to only about 6 percent of total wealth. Furthermore,
according to current budget projections, Federal debt,
the main contributor to the rise in net liabilities, will
expand less rapidly over the next few years than it
has over the past decade or more. The real level of
Federal debt is projected to rise at a rate of about
2 percent per year compared with an 8 percent rate
of increase from 1980 to 1994.

Relationship with FASAB Objectives

The framework presented here meets one of the four
objectives 2 of Federal financial reporting recommended
by the Federal Accounting Standards Advisory Board
and adopted for use by the Federal Government in Sep-
tember 1993. This Stewardship objective says:

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

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

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

3c. Whether Government operations have contributed to
the Nation’s current and future well-being.

The Board is in the process of developing guidance
as to the specific displays that would meet this Objec-
tive and the accounting standards for use in such state-
ments and schedules. This experimental presentation
explores one possible approach for meeting the Objec-
tive at the Government-wide level.

What Can Be Learned from a Balance Sheet
Approach

The budget is an essential tool for allocating re-
sources within the Federal Government, but the stand-
ard budget presentation, with its focus on annual out-
lays, receipts, and the deficit, does not provide sufficient
information for a full analysis of the Government’s fi-
nancial and investment decisions. Additional informa-
tion about the stocks of Federal assets and liabilities
can be useful as well. It is also important to examine
the effects of Government financial decisions on the
private sector and State and local governments. This
is especially true for Federal investments which often
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National
Wealth

(Table 2.3)

Long-Run
Federal
Budget

Projections

Federal
Governmental

Assets
and Liabilities

(Table 2.1)

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

LIABILITIES / RESPONSIBILITIESASSETS / RESOURCES

Federal LiabilitiesFederal Assets

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

Net Balance

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

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

Resources / Receipts Responsibilities / Outlays

Projected Receipts

Addendum: Real GDP Projections

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

Deficit

National Assets / Resources National Needs / Conditions

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

Indicators of economic, social,
educational, and environmental
conditions to be used as a guide
to Government investment and 
management.
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3 This temporary improvement highlights the importance of the other tables in this presen-
tation. What was good for the Federal Government as an asset holder was not necessarily
favorable to the economy. The decline in inflation in the early 1980s reversed the speculative
runup in gold and other commodity prices. This reduced the balance of Federal net assets, but it was good for the economy.

generate returns that flow mainly to households, pri-
vate businesses or other levels of government rather
than back to the Federal Treasury. Measurements that
correct for inflation are also essential to provide a clear
picture of the current value of Government assets and
liabilities and to permit meaningful comparisons over
time. The framework presented here is a first step to-
ward filling some of these needs.

The Government’s sovereign powers to tax, regulate
commerce, and set monetary policy give it resources
that no private enterprise possesses. Although these
resources are not assets in a conventional sense, they
need to be considered in any complete review of the
Government’s financial condition. On the liabilities side,
while there are some Government obligations, such as
Treasury notes, that have clear counterparts in the
business world, other Government obligations have no
obvious analogues in business accounting. For example,
the Government’s obligation to promote the general
welfare has led in the twentieth century to the estab-
lishment of a broad array of social welfare programs.
These programs are in the midst of an intense review
with the dual objectives of improving effectiveness and
considering the need for realigning Federal, State, and
local responsibilities. Even so it is reasonable to expect
that they will continue in some form in the future,
and that they will require future Federal funding. Such
obligations, however, are not legally binding liabilities,
and they would not be included on a business balance
sheet.

Furthermore, almost all of the broader Federal re-
sources and responsibilities are subject to change
through the political process, and future decisions by
Congress and the President are likely to alter their
value. In a financial sense, the discounted present value
of such obligations is much more uncertain than is the
current value of the official Government debt, or even
the value of Government-owned assets. This is another
reason for keeping such political and moral obligations

separate from the Government’s liabilities strictly de-
fined.

The best way to see how future resources line up
with future responsibilities is to project the Federal
budget forward in time. The budget offers a comprehen-
sive picture of Federal receipts and spending, and by
projecting it forward one can discover the implications
of current and past policy decisions. But the budget
does not show whether the public is receiving value
for its tax dollars. Knowing that would require perform-
ance measures for government programs, and broad
statistical information about those conditions in our
economy and society for which government is wholly
or partly responsible. Some of these data are currently
available but much more could to be developed.

The presentation that follows consists of a series of
tables and charts. No one of these is ‘‘the Government
balance sheet,’’ but all of them together can serve some
of the functions of a balance sheet. The schematic dia-
gram, Figure 2.1, shows how they fit together. The
tables and charts should be viewed as an ensemble,
the main elements of which can be grouped together
in two broad categories—assets/resources and liabilities/
responsibilities.

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

• Reading down the right-hand side reveals the full
range of Federal obligations and responsibilities,
beginning with Government’s acknowledged liabil-
ities based on past actions, such as the debt held
by the public, and going on to include future budg-
et outlays. This column includes a preliminary set
of indicators of the Nation’s well-being. These
might indicate areas where Government activity
might require adjustment either through new in-
vestment or through reductions or reallocations
of existing resources.

THE FEDERAL GOVERNMENT’S ASSETS AND LIABILITIES

Table 2–1 summarizes what the Government owes
as a result of its past operations along with the value
of what it owns, for a number of years beginning in
1960. The values of assets and liabilities are measured
in terms of constant FY 1994 dollars. For all of this
period, Government liabilities have exceeded the value
of assets, but until the early 1980s the disparity was
relatively small, and for many years it deteriorated only
gradually.

In the late 1970s, a speculative run-up in the prices
of oil, gold, and other real assets temporarily boosted
Federal asset values, but since then they have de-
clined.3 Currently, the total value of Federal assets is

estimated to be only 14 percent greater in real terms
than it was in 1960. Meanwhile, Federal liabilities have
increased by 154 percent in real terms. The sharp de-
cline in the Federal net asset position that began in
the 1980s was due to the large Federal budget deficits
that began at that time along with the drop in asset
values. Currently, the net excess of liabilities over as-
sets is about $2,900 billion or $11,000 per capita.

Assets

The assets in Table 2–1 reflect a complete listing
of physical resources owned by the Federal Govern-
ment. They correspond to items that would appear on
a normal balance sheet, but they do not constitute an
exhaustive catalogue of Federal resources. The Govern-
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TABLE 2–1. GOVERNMENT ASSETS AND LIABILITIES *
(As of the end of the fiscal year, in billions of 1994 dollars)

1960 1965 1970 1975 1980 1985 1990 1992 1993 1994

ASSETS

Financial assets:
Gold and foreign exchange ................................. 103 72 60 132 323 156 197 176 175 175
Other monetary assets ........................................ 39 55 32 15 37 23 30 38 38 30
Mortgages and other loans .................................. 128 161 205 203 274 332 267 250 224 203

Less expected loan losses .............................. –1 –3 –4 –9 –16 –16 –17 –21 –23 –25
Other financial assets .......................................... 61 80 65 65 83 106 161 218 197 185

Subtotal ............................................................ 329 365 358 405 702 603 638 661 611 567
Fixed reproducible capital:

Defense ............................................................ 867 870 853 685 548 630 708 743 755 744
Nondefense ...................................................... 154 181 192 217 207 234 235 237 238 239

Inventories ............................................................ 264 225 206 181 217 246 213 187 174 163
Nonreproducible capital:

Land ................................................................. 85 117 147 227 289 310 305 249 234 226
Mineral rights ................................................... 307 283 234 325 591 665 443 396 379 351

Subtotal ........................................................ 1,677 1,676 1,631 1,636 1,851 2,086 1,904 1,811 1,780 1,723

Total assets ........................................... 2,006 2,041 1,989 2,041 2,554 2,689 2,541 2,472 2,391 2,290

LIABILITIES

Financial liabilities:
Currency and bank reserves ............................... 230 249 272 274 275 289 347 367 394 419
Debt held by the public ....................................... 1,001 972 813 790 1,005 1,764 2,407 2,835 2,994 3,076
Miscellaneous ....................................................... 60 61 58 53 59 67 93 70 69 67

Subtotal ............................................................ 1,292 1,282 1,143 1,117 1,339 2,120 2,847 3,272 3,457 3,562
Insurance liabilities:

Deposit insurance ................................................ ................ ................ ................ ................ 2 8 64 3 –29 –8
Pension benefit guarantees ................................. ................ ................ ................ 41 29 40 39 47 61 30
Loan guarantees .................................................. ................ ................ 2 6 12 10 14 25 28 30
Other insurance .................................................... 31 28 22 19 25 16 18 18 24 26

Subtotal ............................................................ 31 28 24 67 68 74 135 92 84 78
Federal pension liabilities ......................................... 751 938 1,096 1,226 1,683 1,651 1,575 1,574 1,523 1,532

Total liabilities ............................................ 2,075 2,249 2,262 2,410 3,091 3,845 4,557 4,939 5,064 5,172
Balance ....................................................... –68 –208 –273 –369 –537 –1,157 –2,016 –2,467 –2,674 –2,882
Per capita (in 1994 dollars) ...................... –379 –1,070 –1,333 –1,710 –2,352 –4,837 –8,042 –9,628 –10,323 –11,015
Ratio to GDP (in percent) ........................ –2.7 –6.6 –7.5 –9.0 –11.2 –21.1 –32.5 –38.7 –40.7 –42.1

* This table shows assets and liabilites for the Government as a whole, including the Federal Reserve System. Therefore, it does not break out separately the assets held in certain Government accounts, such as social secu-
rity, that are the obligation of specific Government agencies. Estimates for 1994 are extrapolated in some cases.

ment’s most important financial resource, its ability to
tax, is not reflected.

Financial Assets: At the end of 1994, the Federal
Government’s holdings of financial assets amounted to
about $570 billion. Government-held mortgages and
other loans (measured in constant dollars) reached a
peak in the mid-1980s. Since then, Federal loans have
declined. The holdings of mortgages, in particular, have
declined sharply as the holdings acquired from failed
Savings and Loan institutions have been liquidated.

The face value of mortgages and other loans over-
states their economic worth. OMB estimates that the
discounted present value of future losses on these loans
is about $25 billion as of 1994. These estimated losses
are subtracted from the face value of outstanding loans
to obtain a better estimate of their economic worth.

Over time, variations in the price of gold have ac-
counted for major swings in this category. Since 1980,
gold prices have fallen by 40 percent and the real value

of U.S. gold and foreign exchange holdings have
dropped by 46 percent.

Fixed Reproducible Capital: The Federal Government
is a major investor in physical capital. Government-
owned stocks of fixed reproducible capital amounted
to almost $1.0 trillion in 1994. About three-quarters
of this capital is in the form of military equipment
and structures. From 1960 to 1981, the net stock of
defense capital fell as a share of GDP, but since 1981
until the last two years, the ratio held steady at around
12 percent. In the last two years, the reduction in de-
fense purchases following the end of the Cold War has
caused a decline in the ratio of these stocks to GDP
of about 1 percentage point.

Inventories: The effect of the slowdown in defense
purchases has been more noticeable for inventories.
Data on Federal inventories are maintained by the Bu-
reau of Economic Analysis (BEA), Department of Com-
merce. Since 1990, Federal inventories have declined
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4 These pension liabilities are expressed as the acturial present value of benefits accrued-
to-date based on past and projected salaries. The expected costs of retiree health benefits
are not included. The 1994 liability is extrapolated from recent trends.

by more than 20 percent in real terms, accounted for
entirely by a drop in military stocks.

Non-reproducible Capital: The Government owns sig-
nificant amounts of land and mineral deposits. There
are no official estimates of the market value of these
holdings. Researchers in the private sector have esti-
mated what they are worth and these estimates are
extrapolated in Table 2–1. Since the late 1980s, private
land values have fallen, and it is assumed here that
federal lands have shared in this decline. Oil prices
have fluctuated but are lower now than four years ago.
These shifts have pulled down the value of Federal
mineral deposits.

Total Assets: The total real value of Government as-
sets has declined somewhat over the last 10 years, prin-
cipally because of declines in the real prices of gold,
land, and minerals. At the end of 1994, the Govern-
ment’s holdings of all assets were worth about $2.3
trillion.

Liabilities

The liabilities shown in Table 2–1 are analogous to
a business corporation’s liabilities and include public
debt, trade credit, and pension obligations owed to Fed-
eral workers. Other potential claims on Federal finan-
cial resources are not reflected.

Financial Liabilities: These amounted to about $3.6
trillion at the end of 1994. The largest component was
the Federal debt held by the public, amounting to al-
most $3.1 trillion. This measure of Federal debt is net
of the holdings of the Federal Reserve System, which
exceeded $350 billion in 1994. Although an independent
agency, the Federal Reserve is part of the Federal Gov-
ernment, and its assets and liabilities are included here
in the Federal totals.

In addition to debt held by the public, the Govern-
ment’s financial liabilities include $420 billion in cur-
rency and bank reserves, which are mainly obligations
of the Federal Reserve System, and about $70 billion
in miscellaneous liabilities.

Guarantees and Insurance Liabilities: The Federal
Government has contingent liabilities arising from loan
guarantees and insurance programs. When the Govern-
ment guarantees a loan or offers insurance, the initial
outlays may be small or, if a fee is charged, they may
even be negative, but the risk of future outlays associ-
ated with such commitments can be huge. The deposit
insurance programs, for example, have experienced very
large losses recently following many years in which
these programs had no budgetary cost in excess of pre-
miums.

In the past, the cost of such risks was not recognized
until after a loss was realized. In the last few years,
however, techniques have been developed which permit
estimates to be made of the accruing cost from commit-
ments that risk future outlays. These estimates are
reported in Table 2–1. They amounted to about $78
billion in 1994. The resolution of the many failures
in the Savings and Loan and banking industries have
helped to reduce the accumulated losses in this cat-
egory.

Federal Pension Liabilities: The Federal Government
owes pension benefits to its retired workers and to cur-
rent employees who will eventually retire. The amount
of these liabilities is large. As of 1994, the discounted
present value of the benefits is estimated to have been
around $1.5 trillion.4

The Balance of Net Liabilities

The balance between Federal liabilities and Federal
assets has deteriorated over the past decade at a rapid
rate. In 1980, the negative balance was less than 11
percent of GDP. Currently, it is estimated to be over
40 percent. Although the Government need not main-
tain a positive balance, because the range of Govern-
ment resources extends beyond the conventional assets
shown in Table 2–1, continuation of this trend would
be worrisome.

THE BALANCE OF RESOURCES AND RESPONSIBILITIES

The data summarized in Table 2–1 are useful in
showing some of the consequences of the Government’s
past policies, but the Government’s continuing commit-
ments to provide public services are not reflected in
this table, nor can the Government’s broader resources
be displayed in a table limited to assets that it owns.
A better way to examine the balance between future
Government obligations and resources is by projecting
the budget.

The 1993 Omnibus Budget Reconciliation Act reduced
the Federal deficit on a cumulative basis by over $500
billion. This is a significant improvement. As a result,
the deficit preserves a relatively stable ratio to GDP
declining from around 2.7 percent in 1995 to 2.1 percent

in 2000, and below 2 percent in the following decade.
For the period beyond the year 2000, however, the
budget outlook is highly uncertain. Demographic trends
that will begin to assert themselves early in the next
century promise to raise the Federal cost of social secu-
rity and other benefits for the elderly.

Some future claims on budgetary resources deserve
special emphasis because of their importance in individ-
ual retirement planning. These claims are highlighted
in Table 2–2. The Social Security Trustees present an
annual report on the balance in the Old Age Survivors
Insurance and Disability Insurance (OASI and DI)
Trust Funds based on a 75-year projection of future
costs and benefits. Table 2–2 shows how these projec-
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TABLE 2–2. CHANGE IN 75–YEAR ACTUARIAL BALANCE FOR OASDI AND HI TRUST FUNDS
(INTERMEDIATE ASSUMPTIONS)

(As a percent of taxable payroll)

OASI DI OASDI HI

Actuarial balance in 1993 report ............................................................................... –0.97 –0.49 –1.46 –5.11
Changes in balance due to changes in:

Valuation period ......................................................................................................... –0.05 –0.00 –0.05 –0.13
Economic and demographic assumptions ................................................................ –0.17 –0.02 –0.18 –0.02
Disability assumptions ............................................................................................... 0.00 –0.11 –0.11 0.00
Legislation .................................................................................................................. 0.00 0.00 0.00 1.31
Methods ..................................................................................................................... –0.27 –0.04 –0.31 0.00
Other .......................................................................................................................... 0.00 0.00 0.00 –0.19

Total changes ........................................................................................................ –0.49 –0.17 –0.66 0.97
Actuarial balance in 1993 report ............................................................................... –1.46 –0.66 –2.13 –4.14

tions changed between 1993 and 1994. The table also
reports similar projections for Medicare’s hospital insur-
ance (HI) trust fund.

It is estimated that the balance in the combined
OASDI fund worsened by an estimated 0.66 percent
of payroll in 1994. These changes were mainly the re-
sult of adjustments to the estimating assumptions and
technical corrections. The balance in the HI trust fund
improved by 0.97 percent of payroll as the result of
legislative changes that increased the expected receipts
from the HI portion of the payroll tax. Even with this
improvement, the HI trust fund is expected to run out

of resources within the next decade, and the trust fund
remains in deficit on a 75-year basis.

Over the past decade, the outlook for both the OASDI
and the HI trust funds has deteriorated markedly. At
the time of the 1983 social security reforms, the system
was temporarily restored to actuarial balance. Since
then, downward adjustments in the economic outlook
and technical revisions have brought about a deteriora-
tion in the projected balances. Currently, the mid-range
projections of the actuaries imply that social security
will reach a point in the next century after which outgo
permanently exceeds income. Medicare reaches a simi-
lar point even sooner.

NATIONAL WEALTH AND FEDERAL INVESTMENTS

Unlike a private corporation, the Federal Government
routinely invests in ways that do not add directly to
its assets. For example, Federal grants are frequently
used to fund capital projects that involve investment
at the State or local level of government for highways
and other purposes. Such investments can be valuable
nationally, but they are not owned by the Federal Gov-
ernment.

The Federal Government also invests in education
and research and development (R&D). These outlays
contribute to future productivity and are in that sense
analogous to an investment in physical capital. Indeed,
economists have computed stocks of human and knowl-
edge capital to reflect the accumulation of such invest-
ments. Nonetheless, these capital stocks are not owned
by the Federal Government, nor would they appear on
a business balance sheet.

Table 2–3 presents a national balance sheet. It in-
cludes estimates of total national wealth classified in
three categories: physical assets, education capital, and
R&D capital. The Federal Government has made con-
tributions to each of these categories, and these con-
tributions are also shown in the table.

Data in this table are especially uncertain, because
of the assumptions needed to prepare the estimates.
Overall, the Federal contribution to the current level
of national wealth is about 8 percent. Figure 2.3 illus-

trates the relative contribution of different categories
of wealth to the national total.

Physical Assets

These include factories machinery, office buildings,
residential structures, land, and government’s physical
assets such as military hardware and highways. Auto-
mobiles and consumer appliances are also included in
this category. The total amount of such capital is vast,
amounting to around $24 trillion in 1994. By compari-
son, GDP was less than $7 trillion.

The Federal Government’s contribution to this stock
of capital includes its own physical assets plus $0.5
trillion in accumulated grants to State and local govern-
ments for capital projects. The Federal Government has
financed about one-fifth of the physical capital held by
other levels of government.

Education Capital

Economists have developed the concept of human cap-
ital to reflect the notion that individuals and society
invest in people as well as in physical assets. Invest-
ment in education is a good example of how human
capital is accumulated.

For this table an estimate has been made of the
stock of capital represented by the Nation’s investment
in education. The estimate is based on the cost of re-
placing the years of schooling embodied in the U.S.
population aged 16 and over. The idea is to measure
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TABLE 2–3. NATIONAL WEALTH
(As of the end of the fiscal year, in trillions of 1994 dollars)

1960 1965 1970 1975 1980 1985 1990 1992 1993 1994

ASSETS

Publicly owned physical assets:
Structures and equipment .................................... 2.1 2.4 2.9 3.4 3.7 3.6 3.8 3.8 3.9 3.9

Federally owned or financed ........................... 1.1 1.2 1.3 1.3 1.2 1.4 1.5 1.5 1.5 1.5
Federally owned .......................................... 1.0 1.1 1.0 0.9 0.8 0.9 0.9 1.0 1.0 1.0
Grants to state and local governments ...... 0.1 0.2 0.2 0.4 0.4 0.5 0.5 0.5 0.5 0.5

Funded by state and local governments ........ 1.0 1.2 1.6 2.1 2.4 2.2 2.2 2.2 2.3 2.4
Other Federal assets ........................................... 0.8 0.7 0.6 0.9 1.4 1.4 1.1 1.0 0.9 0.9

Subtotal ................................................... 2.8 3.1 3.5 4.3 5.0 4.9 4.8 4.7 4.7 4.8
Privately owned physical assets:

Reproducible assets ............................................. 5.7 6.4 8.0 10.2 12.8 13.2 14.6 14.6 14.9 15.3
Residential structures ...................................... 2.0 2.3 2.8 3.6 4.8 4.8 5.3 5.4 5.6 5.7
Nonresidential plant and equipment ............... 2.0 2.3 3.0 4.0 5.0 5.4 5.8 5.8 5.9 6.0
Inventories ........................................................ 0.7 0.8 0.9 1.1 1.3 1.2 1.2 1.2 1.1 1.2
Consumer durables .......................................... 0.9 1.0 1.3 1.5 1.7 1.8 2.2 2.3 2.4 2.5

Land ...................................................................... 2.0 2.4 2.7 3.4 5.1 5.7 5.7 4.7 4.4 4.3

Subtotal ................................................... 7.7 8.8 10.6 13.6 17.9 19.0 20.3 19.3 19.3 19.6
Education capital:

Federally financed ................................................ 0.1 0.1 0.2 0.3 0.4 0.5 0.7 0.7 0.8 0.8
Financed from other sources ............................... 6.4 8.2 10.6 12.0 14.7 17.6 22.4 23.8 24.8 25.5

Subtotal ................................................... 6.4 8.3 10.9 12.3 15.2 18.1 23.0 24.6 25.6 26.3
Research and development capital:

Federally financed R&D ....................................... 0.2 0.3 0.5 0.5 0.6 0.6 0.7 0.8 0.8 0.8
R&D Financed from other sources ...................... 0.1 0.2 0.3 0.4 0.4 0.6 0.8 0.9 0.9 1.0

Subtotal ................................................... 0.3 0.5 0.8 0.9 1.0 1.2 1.5 1.6 1.7 1.8

Total assets ....................................... 17.3 20.7 25.8 31.1 39.1 43.2 49.6 50.2 51.4 52.4

LIABILITIES:

Net claims of foreigners on U.S. ......................... –0.2 –0.2 –0.2 –0.2 –0.5 –0.2 0.3 0.5 0.6 0.8

Balance .............................................. 17.5 20.9 26.0 31.3 39.5 43.4 49.4 49.7 50.7 51.6
Per capita (thousands of 1994 dollars) ................... 96.6 107.7 127.0 144.8 173.1 181.7 196.9 194.0 195.9 197.2

ADDENDA:

Total Federally funded capital ............................. 2.1 2.4 2.6 3.0 3.6 3.9 4.0 4.0 4.0 4.0
Percent of national wealth ................................... 12.2 11.2 10.1 9.5 9.0 8.9 8.1 8.0 7.9 7.7

5 R&D depreciates in the sense that the economic value of applied research tends to
decline with the passage of time and movement in the technological frontier.

how much it would cost to reeducate the U.S. workforce
at today’s prices.

This is a crude measure, but it can provide a rough
order of magnitude. According to this measure, the
stock of education capital amounted to $26 trillion in
1994, of which about 3 percent was financed by the
Federal Government. The total exceeds the Nation’s
stock of physical capital. The main investors in edu-
cation capital have been State and local governments,
parents, and the students themselves who forego earn-
ing opportunities in order to acquire education.

Research and Development Capital

Research and development can also be thought of
as an investment, because R&D represents a current
expenditure for which there is a prospect of future re-
turns. After adjusting for depreciation, the flow of R&D
investment can be added up to provide an estimate
of the current R&D stock.5 That stock is estimated
to have been about $1.8 trillion in 1994. Although this

is a large amount of research, it is a relatively small
portion of total National wealth. About half of this stock
was funded by the Federal Government.

Liabilities

When considering the debts of the Nation as a whole,
the debts that Americans owe to one another cancel
out, and the only debts that remain are those owed
to foreigners. This point is often overlooked in discus-
sions of debt. While debt is a burden for the borrower,
it is a source of income for the lender. In the case
of debt owed to foreigners, there is a net obligation
and the interest paid on that debt is a net subtraction
from our national income. America’s foreign debt has
been increasing rapidly in recent years, as a con-
sequence of the U.S. trade deficit, but the size of this
debt is small compared with America’s total stock of
assets. It amounted to about 11⁄2 percent of the total
in 1994.

Most of the Federal debt held by the public is owned
by Americans, so it does not appear in Table 2–3. Only
that portion of the Federal debt held by foreigners is
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6 Performance measures for Government agencies were given a strong endorsement in
the report of the National Performance Review, Creating a Government that Works Better
& Costs Less, (September 1993).

included. Even so, it is of interest to compare the imbal-
ance between Federal assets and liabilities with na-
tional wealth. The government will have to service the
debt or repay it, and its ability to do so without disrupt-
ing the economy will depend in part on the wealth
of the private sector. Currently, the Federal net asset
imbalance, as estimated in Table 2–1, amounts to about
6 percent of total national wealth.

Trends in National Wealth

The net stock of wealth in the United States at the
end of 1994 was about $52 trillion. Since 1980 it has
increased in real terms at an annual rate of 1.9 percent
per year—about half the 4.2 percent rate it averaged
from 1960 to 1980. (All comparisons are in terms of
constant 1994 dollars.)

Public capital formation slowed down markedly be-
tween the two periods. The real value of the net stock
of publicly owned physical capital was actually lower
in 1994 than in 1980—$4.8 trillion versus $5.0 trillion
in the earlier year. Since 1980, Federal grants to State
and local governments for capital projects have in-
creased at an average rate of 1.5 percent per year com-
pared with 7.0 percent in the 1960s and 1970s

Private capital formation in physical assets has also
grown more slowly since 1980. The net stock of
nonresidential plant and equipment grew 1.3 percent
per year from 1980 to 1994 compared with 4.6 percent
in the 1960s and 1970s, and the stock of business in-
ventories actually declined. Overall, the stock of pri-
vately owned physical capital grew at an average rate
of just 0.7 percent per year between 1980 and 1994.

The accumulation of education capital, as measured
here, also slowed down in the 1980s, but not nearly
as much. It grew at an average rate of 4.4 percent
per year in the 1960s and 1970s, about the same as
the average rate of growth in private physical capital
during the same period. Since 1980, education capital
has grown at a 4.0 percent annual rate. This reflects
the extra resources devoted to schooling in this period,
and the fact that such resources were rising in relative
value. R&D stocks grew faster than both physical and
education capital in the 1980s, but at a slower rate
than in earlier decades.

Other Federal Influences on Economic Growth

Many Federal policies contributed to the slowdown
in capital formation that occurred after 1980. Federal
investment policies obviously were important, but the
Federal Government also contributes to wealth indi-
rectly. Monetary and fiscal policies affect the rate and
direction of capital formation. Regulatory and tax poli-
cies affect how capital is invested, as do the Federal
Government’s credit assistance policies.

One important channel of influence is the Federal
budget deficit, which determines the size of the Federal
Government’s borrowing requirement. Smaller deficits
in the 1980s would have resulted in a smaller gap
between Federal liabilities and assets than is shown
in Table 2–1. It is also likely that, had the increase

in Federal debt since 1980 been avoided, a significant
share of these funds would have gone into private in-
vestment. National wealth might have been 2 to 4 per-
cent larger in 1994 had fiscal policy avoided the buildup
in the debt.

Government Performance Measures and
Indicators of Well-Being

Unlike private business, Government typically lacks
a direct measure of the value of its services. As a result,
the costs of Government are reported while the benefits
often are not. For this reason, it can be difficult to
evaluate how well Government agencies are performing
their functions. With passage of the Government Per-
formance and Results Act of 1993, Federal agencies
will be selecting performance measures with which to
monitor outputs and outcomes of their activities.6

Examples of performance measures for agency out-
puts would include:

• Numbers of loans extended for Federal credit pro-
grams.

• The timeliness with which social security checks
are issued.

• Number of health inspections by the Public Health
Service.

Measures of outcomes show how such outputs affect
people’s lives. Examples might include:

• The number of households lifted out of poverty
by social security.

• Lives saved or losses prevented through inspection
and control measures.

As appropriate performance measures are developed,
it should be possible to integrate them with reports
on the cost of Government activities to create a system
of financial reporting that would be more analogous
to private sector accounting statements.

Indicators of Well-Being: There are certain broad ob-
jectives for which the Government is partly or fully
responsible. Especially important are the Government’s
role in fostering healthy economic conditions, promoting
health and social welfare, protecting the environment
and maintaining national security. Table 2–4 offers a
rough idea of information that would be useful in as-
sessing how well the Federal Government has been
doing in promoting some of these general objectives.

The indicators shown here are only a limited subset
drawn from the vast array of data available on eco-
nomic and social conditions in the United States. In
choosing indicators for this table, priority was given
to measures that were consistently available over an
extended period. Such indicators make it easier to draw
valid comparisons and evaluate trends. In some cases,
this meant, however, choosing indicators with signifi-
cant limitations. In the case of national security no
indicators were chosen. We expect to improve the selec-
tion of indicators and to add to it in future years.
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TABLE 2–4. ECONOMIC AND SOCIAL INDICATORS
(Calendar year)

General Categories Specific Measures 1960 1965 1970 1975 1980 1985 1990 1991 1992 1993

Economic:
Living Standards Real GDP per person (1987

dollars)
10,951 12,766 14,089 14,952 16,620 17,988 19,636 19,306 19,521 19,908

Median Household Income (1993
dollars)
All Households 22,698 26,455 30,558 30,340 31,095 31,717 33,105 31,962 31,553 31,241
Married Couple Households 26,263 30,587 36,663 38,091 40,486 41,617 43,951 43,340 43,170 43,005
Female Householder, No Hus-
band Present

12,933 14,490 17,302 17,087 17,744 17,812 18,177 17,195 17,222 17,443

Income Share of Middle Three
Quintiles (%)

............ ............ 52.7 52.1 51.6 53.9 49.5 49.7 49.4 48.2

Poverty Rate (%) 1 22.2 17.3 12.6 12.3 13.0 14.0 13.5 14.2 14.8 15.1
Economic Security Misery Index (Inflation + Unem-

ployment)
7.2 6.1 10.6 17.6 20.6 10.8 10.9 10.9 10.4 9.8

Civilian Unemployment (%) 5.5 4.5 4.9 8.5 7.1 7.2 5.5 6.7 7.4 6.8
CPI-U (% Change) 1.7 1.6 5.7 9.1 13.5 3.6 5.4 4.2 3.0 3.0

Employment Prospects Increase in Total Payroll Employ-
ment (mil)

-0.5 2.9 -0.5 0.4 0.2 2.5 0.3 -0.9 1.2 2.3

Managerial or Professional Jobs
(% of total)

............ ............ ............ ............ ............ 24.1 26.0 26.5 26.5 27.1

Wealth Creation Net National Saving Rate (% of
NNP)

8.2 10.4 7.2 5.3 6.3 4.3 2.4 2.4 1.2 2.1

Innovation Patents Issued to U.S. Residents
(thousands)

42.0 53.6 50.1 51.4 40.8 43.4 53.0 57.8 58.7 60.9

Multifactor Productivity
(1987=100)

70.9 83.0 87.4 92.8 96.2 98.9 100.0 98.9 100.8 ............

Social:
Safe Communities Violent Crime Rate (per 100,000

population) 2

160 199 364 482 597 557 732 758 758 746

Murder Rate (per 100,000 popu-
lation

5.1 5.1 7.8 9.6 10.2 7.9 9.4 9.8 9.3 9.5

Health and Illness Infant Mortality (per 1000 Live
Births)

26.0 24.7 20.0 16.1 12.6 10.6 9.2 8.9 8.5 ............

Low Birthweight [less than 2,500
gms] Babies (%)

7.7 8.3 7.9 7.4 6.8 6.8 7.0 7.1 ............ ............

Life Expectancy at birth (years) 69.7 70.2 70.8 72.6 73.7 74.7 75.4 75.5 75.7 ............
Cigarette Smokers (% of popu-

lation 18 and older)
............ 42.4 39.5 36.4 33.2 30.1 25.5 25.6 ............ ............

Bed Disability Days (average per
person)

6.0 6.2 6.1 6.6 7.0 6.1 6.2 6.5 6.3 ............

Learning High School Graduates (% of
population 25 and older)

44.6 49.0 55.2 62.5 68.6 73.9 77.6 78.4 79.4 80.2

College Graduates (% of popu-
lation 25 and older)

8.4 9.4 11.0 13.9 17.0 19.4 21.3 21.4 21.4 21.9

National Assessment of Edu-
cational Progress 3

Mathematics ............ ............ ............ 304 298 302 305 ............ 307 ............
Science ............ ............ 305 296 283 288 290 ............ 294 ............

Participation Voting for President (% eligible
population)

62.8 ............ ............ ............ 52.6 ............ ............ ............ 55.2 ............

Individual Charitable Giving per
capital (1994 dollars)

194 233 280 296 323 340 414 412 422 ............

Environment:
Air Quality Population Living in Counties

with Ozone Levels Exceeding
the Standard (millions)

............ ............ ............ ............ ............ 76 63 70 43 ............

Water Quality Population Served by Secondary
Treatment or Better (millions)

............ ............ ............ ............ ............ 134 154 157 159 161

1 The poverty rate does not reflect noncash government transfers such as Medicaid or food stamps.
2 Not all crimes are reported, and the fraction that go unreported may have varied over time.
3 Dates shown in table for national educational attainment are approximate.

The individual measures in this table are influenced
in varying degrees by many Government policies and
programs, as well as by external factors beyond the
Government’s control. In general, they are not outcome

indicators, because they do not measure the results of
Government activities, but they do provide a quan-
titative measure of the progress or lack of progress
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in reaching some of the ultimate values that govern-
ment policy is intended to promote.

Such a table can serve two functions. First, it high-
lights areas where the Federal Government might need
to modify its current practices or consider new ap-
proaches when there are clear signs of deteriorating
conditions. Second, the table provides a context for eval-
uating other data on Government activities. For exam-
ple, Government actions that weaken its own financial
position may be appropriate when they promote a
broader social objective.

An example of this occurs during economic recessions
when reductions in tax collections lead to increased
Government borrowing. This deterioration in the Fed-
eral balance sheet provides an automatic stabilizer for
the private sector. State government, local government
and private budgets are strengthened by allowing the
Federal budget to go deeper into deficit. More stringent
Federal budgetary controls could be used to hold down
Federal borrowing during such periods but at the risk
of aggravating the downturn.

The Government cannot avoid making trade-offs be-
cause of its size and the broad ranging effects of its
actions. Monitoring these effects and incorporating
them in the Government’s policy making is a major
challenge.

An Interactive Analytical Framework

No single framework can encompass all of the factors
that affect the financial condition of the Federal Gov-
ernment. Nor can any framework serve as a substitute
for actual analysis. Nevertheless, the framework pre-
sented above offers a useful way to examine the finan-
cial aspects of Federal policies. Increased Federal sup-
port for investment, the reduction in Federal absorption
of saving through deficit reduction, and other Adminis-
tration policies to enhance economic growth are ex-
pected to promote national wealth and improve the fu-
ture financial condition of the Federal Government. As
that occurs, the efforts will be clearly revealed in these
tables.

TECHNICAL NOTE: SOURCES OF DATA AND METHOD OF ESTIMATING

Federally Owned Assets and Liabilities

Assets
Financial Assets: The source of data is the Federal

Reserve Board’s Flow-of-Funds Accounts. Two adjust-
ments were made to this data. First, U.S. Government
holdings of financial assets were consolidated with the
holdings of the monetary authority, i.e., the Federal
Reserve System. Second, the gold stock, which is valued
in the Flow-of-Funds at a constant historical price, is
revalued using the market value for gold.

Physical Assets
Fixed Reproducible Capital: Estimates were devel-

oped from the OMB historical data base for physical
capital outlays. The data base extends back to 1940
and was supplemented by data from other selected
sources for 1915–1939. The source data are in current
dollars. To estimate investment flows in constant dol-
lars, it is necessary to deflate the nominal investment
series. This was done using BEA price deflators for
Federal purchases of durables and structures. These
price deflators are available going back as far as 1940.
For earlier years, deflators were based on Census Bu-
reau historical statistics for constant price public cap-
ital formation. The capital stock series were adjusted
for depreciation on a straight-line basis, assuming use-
ful lives of 46 years for water and power projects; 40
years for other direct Federal construction; and 16
years for major nondefense equipment and for defense
procurement.

Fixed Nonreproducible Capital: Historical estimates
for 1960–1985 were based on estimates in Michael J.
Boskin, Marc S. Robinson, and Alan M. Huber, ‘‘Gov-
ernment Saving, Capital Formation and Wealth in the
United States, 1947–1985,’’ published in The Measure-
ment of Saving, Investment, and Wealth, edited by Rob-
ert E. Lipsey and Helen Stone Tice (The University

of Chicago Press, 1989). Estimates were updated using
changes in the value of private land from the Flow-
of-Funds Balance Sheets and in the Producer Price
Index for Crude Energy Materials. The Bureau of Eco-
nomic Analysis is in the process of preparing satellite
accounts to accompany the National Income and Prod-
uct Accounts that will report on changes in mineral
deposits for the Nation as a whole, but this work is
not yet completed.

Liabilities
Financial Liabilities: The principal source of data is

the Federal Reserve’s Flow-of-Funds Accounts.
Contingent Liabilities: Sources of data are the OMB

Deposit Insurance Model and the OMB Pension Guar-
antee Model. Historical data on contingent liabilities
for deposit insurance were also drawn from the Con-
gressional Budget Office’s study, The Economic Effects
of the Savings and Loan Crisis, issued January 1992.

Pension Liabilities: For 1979–1993, the estimates are
the actuarial accrued liabilities as reported in the an-
nual reports for the Civil Service Retirement System,
the Federal Employees Retirement System, and the
Military Retirement System (adjusted for inflation). Es-
timates for the years before 1979 are not actuarial;
they are extrapolations. The estimate for 1994 is a pro-
jection.

National Balance Sheet Data
Publicly Owned Physical Assets: Basic sources of data

for the federally owned or financed stocks of capital
are the investment flows described elsewhere in the
budget. Federal grants for State and local government
capital were added together with adjustments for infla-
tion and depreciation in the same way as described
above for direct Federal investment. Data for total
State and local government capital come from the cap-
ital stock data prepared by the BEA.
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Privately Owned Physical Assets: Data are from the
Flow-of-Funds national balance sheet. Preliminary esti-
mates for 1994 were prepared based on net investment
from the National Income and Product Accounts.

Education Capital: The stock of education capital is
computed by valuing the cost of replacing the total
years of education embodied in the U.S. population 16
years of age and older at the current cost of providing
schooling. The estimated cost includes both direct ex-
penditures in the private and public sectors and an
estimate of students’ foregone earnings, i.e., it reflects
the opportunity cost of education.

For this presentation, Federal investment in edu-
cation capital is a portion of the Federal outlays in-
cluded in the conduct of education and training. This
portion includes direct Federal outlays and grants for
elementary, secondary, and vocational education and
for higher education. The data exclude Federal outlays
for physical capital at educational institutions and for
research and development conducted at colleges and
universities because these outlays are classified else-
where as investment in physical capital and investment
in R&D capital. The data also exclude outlays under
the GI Bill; outlays for graduate and post-graduate edu-
cation spending in HHS, Defense and Agriculture; and
most outlays for vocational training.

Data on investment in education financed from other
sources come from educational institution reports on
the sources of their funds, published in U.S. Depart-
ment of Education, Digest of Education Statistics.
Nominal expenditures were deflated by the implicit
price deflator for GDP to convert them to constant dol-
lar values. Education capital is assumed not to depre-
ciate, but to be retired when a person dies. An edu-
cation capital stock computed using this method with
different source data can be found in Walter McMahon,
‘‘Relative Returns To Human and Physical Capital in
the U.S. and Efficient Investment Strategies,’’ Econom-
ics of Education Review, Vol. 10, No. 4, 1991. The meth-
od is described in detail in Walter McMahon, Invest-
ment in Higher Education, 1974.

Research and Development Capital: The stock of R&D
capital financed by the Federal Government was devel-
oped from a data base that measures the conduct of
R&D. The data exclude Federal outlays for physical

capital used in R&D because such outlays are classified
elsewhere as investment in federally financed physical
capital. Nominal outlays were deflated using the GDP
deflator to convert them to constant dollar values.

Federally funded capital stock estimates were pre-
pared using the perpetual inventory method in which
annual investment flows are cumulated to arrive at
a capital stock. This stock was adjusted for depreciation
by assuming an annual rate of depreciation of 10 per-
cent on the outstanding balance for applied research
and development. Basic research is assumed not to de-
preciate. The 1993 Budget contains additional details
on the estimates of the total federally financed R&D
stock, as well as its national defense and nondefense
components (see Budget for Fiscal Year 1993, January
1992, Part Three, pages 39–40).

A similar method was used to estimate the stock
of R&D capital financed from sources other than the
Federal Government. The component financed by uni-
versities, colleges, and other nonprofit organizations is
based on data from the National Science Foundation,
Surveys of Science Resources. The industry-financed
R&D stock component is from that source and from
the U.S. Department of Labor, The Impact of Research
and Development on Productivity Growth, Bulletin
2331, September 1989.

Experimental estimates of R&D capital stocks have
recently been prepared by BEA. The results are de-
scribed in ‘‘A Satellite Account for Research and Devel-
opment,’’ Survey of Current Business, November 1994.
These BEA estimates are lower than those presented
here primarily because BEA assumes that the stock
of basic research depreciates, while the estimates in
Table 2–3 assume that basic research does not depre-
ciate. BEA also assumes a slightly higher rate of depre-
ciation for applied research and development, 11 per-
cent, compared with the 10 percent rate used here.

Social Indicators
The main sources for the data in this table are the

Government statistical agencies. The data are publicly
available in the President’s annual Economic Report
and the Statistical Abstract of the United States. Other
sources include: Educational Attainment in the United
States March 1993 and 1992, Health United States
1993, and NAEP 1992 Trends in Academic Progress.
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1 Beyond the next year or two, the Administration does not attempt to project the econo-
my’s cyclical patterns. The longer term economic projections used for the Budget and summa-
rized here are best thought of as forecasts of average experience expected to be achieved
over a period of several years.

1. ECONOMIC ASSUMPTIONS

Introduction

The economic expansion is about to enter its sixth
year. Too often in the past when expansions have
reached this point, or even sooner, the economy has
begun to overheat, pushing up inflation and interest
rates, and ultimately bringing on a recession. In con-
trast, the policy decisions of the last three years have
enabled this expansion to attain an elusive goal—a ‘‘soft
landing’’ in which economic growth has slowed to a
sustainable rate without triggering an increase in un-
employment.

The ‘‘soft landing’’ of 1995 is the culmination of three
years of very successful macroeconomic policy. Over this
period, jobs have increased and unemployment has fall-
en, while at the same time, inflation has been low
and relatively stable. Interest rates have fluctuated,
but long-term rates are as low as at any time in recent
memory. Looking ahead, the Administration expects
economic growth to continue at a moderate rate for
the foreseeable future.1 Employment is projected to ex-
pand sufficiently to absorb new workers, keeping the
rate of unemployment stable. Meanwhile, the Adminis-
tration expects inflation to continue at a low, relatively
constant rate, and interest rates to decline further as
the budget is brought into balance.

The Omnibus Budget Reconciliation Act of 1993 put
the Federal budget deficit on a downward track that
helped to reduce long-term interest rates, which in turn
helped spark the revival in the economy. The Adminis-
tration’s current budget proposals would build on that
success and cap it with a balanced budget. The Federal
Reserve has helped to support these needed fiscal ac-
tions by pursuing a policy to control inflation, while
also showing that it is willing to reduce interest rates
when that is appropriate.

This chapter begins with a review of recent economic
and policy developments. With this as background, it
then presents the Administration’s economic assump-
tions. The assumptions call for a continuation of trends
already evident in the economy for most of the major
economic variables. They offer a reasonable and pru-
dent basis for making budget projections.

Two important changes in the statistics on which
this forecast is based are also described in this chapter.
First, real gross domestic product (GDP) is now meas-
ured on a chain-weighted basis in the National Income
and Product Accounts. This is reflected in the budget
projections of real GDP and the aggregate measure of
inflation. Second, anticipated changes in the calculation

of the Consumer Price Index (CPI) will slow its growth,
and that of related measures of price inflation.

The chapter compares the Administration’s economic
assumptions with those of the Congressional Budget
Office (CBO) prepared at about the same time (Decem-
ber 1995). Although there are some differences in the
underlying policy assumptions on which the two fore-
casts are based, they are quite similar, and the dif-
ferences between them are well within the normal
range of forecasting error.

The chapter also includes an analysis of the impact
of changes in the economic assumptions since last
year’s budget on the projected deficit, and it concludes
with estimates of the sensitivity of the budget to
changes in economic assumptions.

Recent Developments

1993—Enacting a Responsible Fiscal Policy: The
passage of the Omnibus Budget Reconciliation Act of
1993 (OBRA93) put fiscal policy on a sounder footing
and created the preconditions for a healthy expansion.
The 1992 deficit was $290 billion. Since then, the deficit
has fallen for three straight years, bringing it down
to $164 billion in 1995. That is just 2.3 percent of
GDP, less than half the level in 1992. The improvement
in the deficit is traceable to both improvement in the
economy and to policy changes, of which the President’s
economic program was far and away the most impor-
tant. The Administration estimated that OBRA93
would reduce the deficit during the five years 1994–98
by a cumulative total of $505 billion. During the first
two years alone, it cut deficits by about $130 billion.
The economic program has also contributed indirectly
to the reduction in the deficit by strengthening the
pace of the economic recovery.

Stabilizing Inflation: Most previous postwar expan-
sions have ended because inflation accelerated, forcing
a policy correction. The best way to avoid the need
for such measures is to act before inflation becomes
a problem. That is just what monetary policy did during
1994. Entering that year, inflation was under control;
the CPI had only increased 2.7 percent over the preced-
ing 12 months. However, 1993 had seen unemployment
fall by almost a full percentage point as real economic
growth accelerated, and the economy’s momentum was
clearly pointing towards further large gains in 1994.
Those gains were realized, as 1994 became one of the
best years for overall economic performance since the
end of World War II. During 1994, 3.5 million new
jobs were created, and the unemployment rate was
pulled down by another full percentage point. These
were welcome developments; but if the economy had
continued to expand at that rate, shortages of labor
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2 These rates are based on the new chain-weighted definition of real GDP which is ex-
plained more fully below.

and plant capacity would have been sure to emerge,
carrying with them a high risk of accelerating price
increase.

To avoid that risk, the Federal Reserve raised short-
term interest rates in several stages during 1994. The
intention was to slow growth and stabilize unemploy-
ment at its new lower levels to avoid the inflation risks
that faster growth would generate. While the Fed was
acting to raise short-term rates, investors in the finan-
cial markets were pushing up long-term rates, antici-
pating future inflation and the possibility of further
Fed tightening to choke it off.

The effect of these developments was seen in 1995.
The higher interest rates cooled off demand in the
economy’s interest-sensitive sectors, such as housing
and consumer durables. In 1995, real GDP rose 1.4
percent, down from a growth rate of 3.5 percent during
the previous year.2 Although growth slowed, the econ-
omy continued to generate new jobs at a healthy rate,
albeit less rapidly than in 1994; and the unemployment
rate did not increase. Payroll employment rose by 1.7
million in 1995 and the unemployment rate averaged
5.6 percent for the year, which was its lowest level
since 1990.

The slower growth of economic activity and employ-
ment was accompanied by continued moderation in
wages and prices, exactly what the Fed had been hop-
ing to achieve when it tightened policy in 1994. The
most meaningful measure of overall labor compensa-
tion, the Employment Cost Index, rose 2.9 percent in
1995—virtually the same increase as in the previous
year.

Compensation costs were also held down by a signifi-
cant deceleration in employee benefit costs. Health in-
surance premiums, which had been rising at double-
digit rates earlier in the decade, were brought firmly
under control. The spread of innovations in health care
delivery helped to bring about this moderation. Al-
though slower growth of employee health care costs
shows up in the aggregate statistics as a decline in
the rate of increase in compensation, the long-run effect
is likely to be an increase in workers’ take-home pay.
Most studies reveal that employee benefits are paid
for by workers through lower cash wages. A reversal
of the trend towards increased benefit costs should
strengthen cash wages in the long run.

Moderation in labor markets was mirrored in the
product markets. At the beginning of 1995, the capacity
utilization rate in manufacturing had reached nearly
85 percent, a level that in the past had initiated an
acceleration of price increases. By spring, slower growth
caused the operating rate to return to a range of around
82 percent, a level associated in the past with stable
price inflation.

Reflecting this moderation, the CPI rose only 2.5 per-
cent over the 12 months of 1995, slightly less even
than in 1994. The underlying rate of inflation, the CPI
excluding food and energy, was also well-behaved, ris-

ing 3.0 percent during 1995. The inflation rate over
the three years 1993–1995 was the best since the
mid–1960s.

Sustaining the Momentum of the Expansion: As
it became clear that inflation was under control and
likely to remain so for some time, the Federal Reserve
gradually relaxed its previous tightening. Having
achieved the desired ‘‘soft landing’’, the Federal Reserve
took steps to make sure the economy would not stall
out. It reduced the Federal funds rate by one-quarter
percentage point in July and in December of 1995, and
again in January of 1996. Judging from the futures
market, the financial community anticipates a further
reduction of about one-quarter percentage point by this
summer.

While the Federal Reserve was lowering short-term
rates last year, the financial markets were lowering
long-term rates even more. The inflation fears that had
troubled the markets in 1994 were succeeded in 1995
by the expectation that inflation would remain subdued.
Moreover, bipartisan agreement that the budget should
be balanced in the coming years helped further reduce
long-term interest rates. From the end of 1993 to the
beginning of 1996, long-term interest rates fell more
than two full percentage points. Except for a few
months in 1993, the last time long-term interest rates
were this low was in the 1960s. The drop in rates
last year is expected to set the stage for a pickup in
economic activity in 1996.

Lower interest rates and a healthy economic outlook
propelled the stock market to record levels. Last year,
the Dow-Jones industrial average rose 36 percent, and
other major indexes were up by similarly impressive
amounts. In the opening months of this year, stock
markets set a series of new highs. Financial markets
fluctuate, and these gains will not continue unabated;
but the rise in the stock market last year will contrib-
ute to the forward momentum in the economy in 1996
by lowering the cost of capital to business, which should
stimulate investment, and by raising household wealth,
which will boost consumer spending.

Economic Projections

Key assumptions: The economic projections underly-
ing this budget are summarized in Table 1–1. They
are based on several key assumptions. First and fore-
most, the projections assume that the Administration’s
budget will be adopted. The budget proposals are in-
tended to reduce the deficit progressively and achieve
a small surplus in 2002, according to Congressional
Budget Office assumptions, and in 2001 according to
Administration estimates. Such a policy would foster
a continuation of the favorable macroeconomic trends
that have emerged since 1992. Deficit restraint mod-
erates inflationary pressures by restraining demand. It
enables the Federal Reserve to continue its recent pol-
icy of easing short-term interest rates. The combination
of easier monetary policy and fiscal restraint provides
an environment in which financial markets can keep
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Table 1–1. ECONOMIC ASSUMPTIONS 1

(Calendar years; dollar amounts in billions)

Actual
1994

Projections

1995 1996 1997 1998 1999 2000 2001 2002

Gross Domestic Product (GDP):
Levels, dollar amounts in billions:

Current dollars ............................................................................................................. 6,931 7,254 7,621 8,008 8,417 8,848 9,295 9,772 10,268
Real, chained (1992) dollars ...................................................................................... 6,604 6,742 6,888 7,047 7,212 7,380 7,553 7,730 7,911
Chained price index (1992 = 100), annual average ................................................... 105.0 107.6 110.6 113.6 116.7 119.9 123.1 126.4 129.8

Percent change, fourth quarter over fourth quarter:
Current dollars ............................................................................................................. 5.9 4.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1
Real, chained (1992) dollars ...................................................................................... 3.5 1.5 2.2 2.3 2.3 2.3 2.3 2.3 2.3
Chained price index (1992 = 100), annual average ................................................... 2.3 2.5 2.8 2.7 2.7 2.7 2.7 2.7 2.7

Percent change, year over year:
Current dollars ............................................................................................................. 5.8 4.7 5.1 5.1 5.1 5.1 5.1 5.1 5.1
Real, chained (1992) dollars ...................................................................................... 3.5 2.1 2.2 2.3 2.3 2.3 2.3 2.3 2.3
Chained price index (1992 = 100), annual average ................................................... 2.3 2.5 2.8 2.7 2.7 2.7 2.7 2.7 2.7

Incomes, billions of current dollars:
Personal income ......................................................................................................... 5,750 6,104 6,416 6,716 7,025 7,337 7,664 8,031 8,434
Wages and salaries .................................................................................................... 3,241 3,420 3,607 3,801 3,995 4,193 4,403 4,629 4,864
Corporate profits before tax ........................................................................................ 528 602 650 702 753 800 843 882 917

Consumer Price Index (all urban): 2

Level (1982–84 = 100), annual average ..................................................................... 148.2 152.4 156.6 161.3 165.9 170.5 175.3 180.2 185.2
Percent change, fourth quarter over fourth quarter ................................................... 2.6 2.7 3.1 2.9 2.8 2.8 2.8 2.8 2.8
Percent change, year over year ................................................................................. 2.6 2.8 2.8 3.0 2.8 2.8 2.8 2.8 2.8

Unemployment rate, civilian, percent:
Fourth quarter level ..................................................................................................... 5.6 5.6 5.7 5.7 5.7 5.7 5.7 5.7 5.7
Annual average ........................................................................................................... 6.1 5.6 5.7 5.7 5.7 5.7 5.7 5.7 5.7

Federal pay raises, January, percent:
Military ......................................................................................................................... 2.2 2.2 2.6 3.0 3.1 3.1 3.1 3.1 3.1
Civilian 3 ....................................................................................................................... ............ 2.0 2.0 3.0 NA NA NA NA NA

Interest rates, percent:
91-day Treasury bills 4 ................................................................................................ 4.3 5.5 4.9 4.5 4.3 4.2 4.0 4.0 4.0
10-year Treasury notes ............................................................................................... 7.1 6.6 5.6 5.3 5.0 5.0 5.0 5.0 5.0

Addendum: GDP and incomes, pre-revision basis: 5

Gross Domestic Product (GDP), current dollars:
Levels, dollar amounts in billions ............................................................................... 6,738 7,078 7,428 7,805 8,203 8,623 9,058 9,523 10,005
Percent change, fourth quarter over fourth quarter ................................................... 6.5 4.2 5.1 5.1 5.1 5.1 5.1 5.1 5.1
Percent change, year over year ................................................................................. 6.2 5.0 5.0 5.1 5.1 5.1 5.1 5.1 5.1

Incomes, billions of current dollars:
Personal income ......................................................................................................... 5,702 6,054 6,357 6,654 6,960 7,270 7,595 7,958 8,358
Wages and salaries .................................................................................................... 3,279 3,450 3,631 3,826 4,020 4,220 4,431 4,658 4,895
Corporate profits before tax ........................................................................................ 525 572 608 657 706 749 790 826 859

NA=Not Available.
1 Based on information available as of mid-January 1996.
2 CPI for all urban consumers. Two versions of the CPI are published. The index shown here is that currently used, as required by law, in calculating automatic adjustments to individual income tax brackets. Projections reflect

scheduled changes in methodology.
3 Percentages for 1994-1996 exclude locality pay adjustments. Percentages to be proposed for years after 1997 have not yet been determined.
4 Average rate (bank discount basis) on new issues within period.
5 Because the comprehensive revision to the National Income and Product Accounts (which include GDP and incomes) was delayed due to furloughs of Government employees, some budget estimates are based, at least in

part, on GDP and incomes data on the pre-revision basis shown in this addendum.

long-term interest rates on a downward path. A policy
to balance the budget would thus encourage invest-
ment, and thereby raise the level of productivity and
potential output in the long run.

Real GDP: Economic growth was temporarily re-
strained in the fourth quarter of last year by two shut-
downs of the Federal Government, and in the first
quarter of this year by a record-breaking blizzard. Ac-
cording to preliminary estimates, real GDP grew at
a 0.9 percent annual rate in the fourth quarter; based
on partial information, first quarter growth may also
be relatively weak.

Growth is expected to pick up as the negative impact
of the recent disruptions fades. Interest-sensitive sec-
tors, such as consumer durables and business equip-
ment spending, are likely to be at the leading edge
of the acceleration in response to the fall in long-term
interest rates during 1995 and the surge in the stock
market. On average, real GDP is forecast to increase
2.2 percent over the four quarters of 1996.

During 1997–2002, real GDP is projected to rise 2.3
percent annually (the Administration’s estimate of the
economy’s potential growth rate). Lower interest rates
and smaller deficits are projected to increase invest-
ment and raise the trend growth in output per hour.
Productivity in the nonfarm business sector had been
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3 This is done even though the CPI is explicitly not a cost-of-living index. Rather, it
measures changes in the average cost of a fixed market basket of goods and services.
By design, the CPI does not allow for those changes in consumption patterns that people
make routinely to maintain their standard of living when prices are changing.

growing at 1.1 percent per year on average since 1973,
but it is projected to increase 1.2 percent annually over
the next six years.

Potential GDP growth is also determined by growth
of the labor force. Labor force participation trends of
recent years are assumed to continue. The rise in the
female participation rate is expected to be much less
than during the 1970s and 1980s, while the male rate
is expected to continue to decline. On balance, there
is likely to be little overall change in labor force partici-
pation. During 1997–2002, the labor force is projected
to grow 1.1 percent per year, about the same pace as
during the past six years, but noticeably slower than
the 1.7 percent rate during the 1980s when female par-
ticipation rates rose rapidly.

Unemployment rate: The civilian unemployment
rate, which averaged 5.6 percent during the fourth
quarter of 1995, is expected to average 5.7 percent this
year and hold at that level through the end of the
projection period. With real GDP projected to rise at
the rate of growth of potential output, the unemploy-
ment rate would remain stable.

Inflation: The chain-weighted GDP price index is
projected to rise 2.7 percent a year over the projection
horizon. That is just slightly faster than the 2.5 percent
estimated for 1995. The Consumer Price Index is ex-
pected to rise 3.1 percent during 1996, about the same
as the 3.0 percent rise last year in the CPI excluding
food and energy. The CPI is expected to rise 2.9 percent
in 1997 and 2.8 percent per year during 1998–2002.
The deceleration is due to scheduled improvements in
the methods used to calculate the CPI. These improve-
ments are discussed later in this chapter.

Interest rates: Short- and long-term rates are pro-
jected to fall as a result of the reduced borrowing needs
of the government that result from the Administration’s
budget proposals. The 91-day Treasury bill rate is ex-
pected to fall to 4.0 percent by 2000 and hold at that
level through 2002; in the fourth quarter of 1995, the
rate was 5.3 percent. The yield on the 10-year Treasury
note is projected to decline to 5.0 percent by 1998 and
hold at that level; in the fourth quarter of last year,
the yield was 5.9 percent. These projections, in com-
bination with a forecast of stable inflation, imply a
reduction in real interest rates to levels that prevailed
when the Federal budget was close to balance. The
sharper fall in short rates will cause the yield curve
to steepen, which is a more typical pattern for an ex-
pansionary period.

Incomes: As a result of the drop in interest rates,
the share of nominal GDP accounted for by personal
interest income, a component of personal income, is
expected to decline. On the other hand, the corporate
sector is a net borrower, so the profits share and the
share of dividend income are likely to grow because
of the reduction in interest costs. The projected share
of wages and salaries in GDP is expected to remain

about unchanged over the projection horizon. After ad-
justment for inflation, real wages and salaries are pro-
jected to increase 14 percent from 1996 to 2002.

Statistical Improvements

The economic assumptions incorporate two important
changes in the way economic activity is measured.

Fixing Biases in Real GDP: For fifty years, the
featured measure of real GDP was based on a fixed-
weight price system, with an update every five to ten
years to account for shifts in spending patterns. While
convenient and familiar, that system introduced a ‘‘sub-
stitution bias’’ into the estimate of real GDP and the
GDP implicit price deflator. The bias was significant
whenever relative prices changed rapidly—as for exam-
ple in the 1970s, when oil prices jumped sharply. Until
the recent revision, 1987 was the base year for the
fixed-weight price system. The large drop in the qual-
ity-adjusted price of computers since 1987 caused a
growing upward bias in the measurement of real GDP
growth.

To remove these biases, the Bureau of Economic
Analysis changed to a chain-weighted system for esti-
mating real GDP in January of 1996. The weights are
now based on nearly contemporaneous spending pat-
terns. Real GDP growth for 1993, for example, is cal-
culated using average expenditure weights for
1992–1993, and the growth rate for 1994 is computed
using an average of 1993–1994 spending. Thus, the
weights are linked year-to-year, hence the term ‘‘chain
weights.’’

The substitution bias in the former fixed-weight sys-
tem distorted the picture of real growth and aggregate
inflation. The shift to chain weights lowered the meas-
ured rate of real GDP growth in 1993–94 by about
1⁄2 percentage point yearly compared with the previous
estimate, and raised the estimate of aggregate inflation
by a similar amount. While converting to chain weights
provides a more accurate measure of the Nation’s eco-
nomic performance, it does have one inconvenience.
Real GDP no longer exactly equals the sum of real
spending by households, businesses and governments—
the familiar rule that GDP = C+I+G+net exports. Now
there is a difference, known as ‘‘the residual,’’ that
needs to be added to the components to sum to real
GDP.

Changing the CPI: The CPI is one of the most
important statistics produced by the Federal Govern-
ment. It is widely used to measure changes in the cost
of living.3 The CPI’s effect on the budget is pervasive;
it is linked by formula to spending for social security,
Federal pensions, and many smaller programs, and to
the tax brackets and exemptions in the individual in-
come tax. It is estimated that a reduction of 0.1 per-
centage point in the average yearly rate of change in
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the CPI would reduce the budget deficit by a total
of about $20 billion over the next seven years.

Given its importance, it is not surprising that the
CPI has often been criticized. There is no perfect price
index, but the Bureau of Labor Statistics (BLS), which
computes the CPI, strives to eliminate potential biases
from the index. Over the years, the BLS has been re-
ceptive to suggestions for improvements. BLS is the
main source of the technical analysis needed to make
such improvements, and it is often the first to highlight
potential problems.

Much recent criticism has suggested that the CPI
may overstate inflation. Various possible causes have
been examined. One major problem is how to separate
quality changes from price increases for goods and serv-
ices. For example, if the price of a visit to the doctor
goes up, how much of this is due to better service
due to improved diagnostic equipment and new testing
procedures, and how much is a pure price increase?
Such questions are hard to answer, but critics believe
BLS too often treats quality improvements as price
rises. Another problem area is the exclusion of new
products or new outlets from the sample used to deter-
mine the CPI. There are good practical reasons why
it takes time to incorporate new items into that sample,
but the effect may be to miss some important price
declines that occur as new products and services enter
the market.

Finally, there are some technical issues concerning
how the CPI is measured and put together. BLS has
announced that it will introduce two methodological im-
provements in the CPI over the next three years that
should make the index more accurate. These changes
are expected to reduce the annual rate of growth of
the index by about 0.3 percentage points.

The announced improvements (along with recent revi-
sions to GDP) will also narrow the wedge between the
rates of change in the CPI, on the one hand, and the
price indexes for consumer expenditures and for GDP
in the National Income and Product Accounts on the
other. During 1998–2002, the annual growth in the CPI
is assumed to be 2.8 percent, almost the same as the
2.7 percent assumed for the chain-weighted price index
for GDP.

By January 1997, BLS plans to institute new esti-
mation procedures to correct what has sometimes been
called ‘‘formula bias,’’ but which might be more accu-
rately described as ‘‘sample rotation bias.’’ These new
procedures are estimated to reduce the growth of the
CPI by about 0.2 percentage point per year. The bias
arises because of the need to update the sample of
items entering the CPI. New brands and varieties of
goods are continually being introduced in the market-
place, and if the CPI is to remain current, it must
be based on the current brands of cereals, toothpaste,
automobiles, et cetera. When new goods are introduced,
however, the usual BLS procedures can generate inap-
propriate weights for those that are temporarily selling
at either abnormally low or abnormally high prices.
The problem is greatest for items with prices that fluc-

tuate around a trend, such as fruits and vegetables.
Recognizing this, BLS instituted a correction for some
components of the index in January 1995. One possible
course is to apply the same type of correction through-
out the index.

Correcting the sample rotation bias in the CPI will
also reduce the rate of change in the price indexes
used to determine real personal consumption expendi-
tures in the national income and product accounts,
which are based on detailed data from the CPI. The
effect of a slower rise in consumer prices is expected
to hold down the growth of the overall GDP price index
by about 0.1 percentage point yearly. Consumer expend-
itures account for about two-thirds of GDP, and the
rest is not affected by the change. Measured real GDP
growth will, of course, increase by a similar magnitude
(because total nominal spending growth is a datum that
is not affected by this change).

The second scheduled improvement in the CPI is an
updating of the fixed market basket that is expected
to occur in January 1998. Currently, the CPI market
basket is based on 1982–1984 consumption patterns;
in 1998, the market basket will be updated to reflect
1993–1995 spending patterns. This ‘‘rebasing’’ of the
index occurs about every 10 years. Rebasing tends to
reduce the measured inflation rate in subsequent years
by reducing the substitution bias that builds up over
time as the economy moves away from the base period
prices. The new weights tend to give more emphasis
in the index to goods whose prices have been rising
relatively less rapidly (because consumers tend to shift
their consumption toward those items). The budget as-
sumes that the change in the CPI market basket will
slow the growth of the CPI by about 0.1 percentage
point per year beginning in 1998. This improvement
will not affect real GDP or the price indexes associated
with it.

These improvements in the CPI will go some way
towards correcting its apparent tendency to overstate
inflation. The largest potential biases—quality meas-
urement and adjustments for new goods—will not be
addressed by these changes. Continued research in
these areas by BLS and outside experts is needed to
improve this vital economic statistic.

Comparison with CBO

The Congressional Budget Office (CBO) prepares fore-
casts of the economy that are used by Congress in
formulating budget policy. Thus, it performs a similar
function to that of OMB, the Council of Economic Advis-
ers and Treasury for the Executive Branch. While out-
side observers have often compared the CBO forecast
with that of the Administration, the budget is usually
prepared well before the current CBO forecast is made
public, so a timely forecast comparison is generally im-
possible.

Over the past year, however, there has been height-
ened interest in the economic assumptions used for the
budget and in the differences between Administration
and CBO forecasts. That is because the fiscal policy
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objective is now to achieve a balanced budget, rather
than a specific amount of deficit reduction. Even small
differences in economic assumptions can matter for the
size of policy changes needed to achieve budget balance.
When the goal is a specific amount of deficit reduction,
differences in economic assumptions usually have little
bearing on the size of policy changes needed to achieve
a specific amount of budgetary savings.

Post-Policy vs Pre-Policy: One important difference
between CBO and the Administration concerns the pol-
icy assumptions on which the forecast is based. The
Administration projections always assume that the
President’s budget proposals will be enacted as pro-
posed; the economic projections are ‘‘post-policy.’’ CBO
normally assumes that current law will continue; it
is a ‘‘pre-policy’’ projection.

This difference often is immaterial in determining
the major macroeconomic variables. Important as budg-
et policy is, especially in the long run, even large dollar
changes in programs will often have only a modest
effect on real GDP or inflation. Therefore, a specific
budget proposal may make little difference to the mac-
roeconomic outlook. Thus, comparisons of CBO and Ad-
ministration economic projections can be meaningful
even when the policy assumptions are not identical.
Sometimes the difference is crucial, however, and that
was the case in 1995.

The Fiscal Bonus: The Administration’s policy is
to balance the budget over the next seven years. The
decision to seek a balanced budget has major implica-
tions for the economic outlook. Such a significant
change in policy, if enacted, would be likely to cause
noticeable changes in several macroeconomic variables,
especially interest rates and income shares. However,
CBO’s initial forecast for the 1996 budget (and the Ad-
ministration’s) assumed that the deficit would not be
eliminated over this time period.

In April, CBO presented its estimates of the fiscal
bonus that would result from balancing the budget fol-
lowing the policies in the congressional budget resolu-
tion. This bonus took account of the more favorable
interest rate outlook that would result from a balanced
budget. It did not, however, reflect the likely shifts
in income among sectors of the economy that would
follow from the lower interest rates generated by a
balanced budget. This was corrected in December, when
a revised CBO forecast was prepared that took into
account the full range of macroeconomic effects that
a balanced budget would produce.

The Treatment of Statistical Biases: The statis-
tical biases in the measurement of real GDP and infla-
tion described above posed problems for forecasters.
Neither CBO nor the Administration was completely
consistent in dealing with these issues. In some cases,
projected economic variables reflected the bias that was
built into their measurement; in other cases, the projec-
tions assumed that the bias would be corrected some-
how during the course of the forecast. In any case,

the revisions to GDP that were made in January and
the planned modifications to the CPI go a long way
toward removing this source of past difference in the
forecasts.

Projection Comparison: The main outlines of the
Administration’s current forecast were determined in
December at about the time that CBO made public
its economic projections. A comparison of the two fore-
casts (including the CBO fiscal bonus to put them on
the same policy basis) reveals a convergence of views
summarized in Table 1–7.

• Real GDP: The projections of real GDP, on the
new chain-weighted basis, are identical.

• Inflation: The Administration assumes that there
will be no further reduction in the rate of inflation
as the expansion continues except for statistical
corrections to the CPI. CBO’s inflation forecast
is similar, but its projection of the chain-weighted
GDP price index is slightly lower than that of
the Administration.

• Unemployment: CBO is projecting an increase in
unemployment that would raise it above recent
levels. The Administration believes that unem-
ployment will remain closer to its 1995 average,
which is believed to be consistent with continued
stability of inflation and economic growth.

• Interest Rates: The largest difference in economic
assumptions is for long-term interest rates. Of all
the macroeconomic variables, these may be the
hardest to anticipate. It is widely accepted that
changes in budget policy affect interest rates, but
it is hard to estimate the quantitative effect that
policy changes will have. In presenting its fiscal
bonus calculations, CBO has taken two views of
the matter. The December projection shown here
is the more conservative: long-term interest rates
show little further decline from their levels at the
end of last year. CBO had projected a much larger
effect on interest rates last April. The Administra-
tion’s interest rate projections are very close to
CBO’s larger April bonus estimate, with changes
in the early years based on recent experience.

• Profits and Other Incomes: The projections of fu-
ture receipts depend not only on the overall level
of economic activity but also on the distribution
of income among profits, wages, and other in-
comes. Both the Administration and CBO expect
that the lower interest rates associated with a
balanced budget will shift income from interest
to profits, leaving the share of wages roughly sta-
ble.

Although the differences in economic assumptions are
not large—indeed, they are much less than differences
that commonly prevailed under previous Administra-
tions—the effect of the differences on the deficit is sig-
nificant. The Administration’s budget is balanced on
the December CBO assumptions, but the surplus esti-
mated for 2002 is smaller, and it is not possible to
extend the Administration’s proposed tax reduction per-
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Table 1–2. COMPARISON OF ECONOMIC ASSUMPTIONS

(Calendar years)

Projections

1996 1997 1998 1999 2000 2001 2002

Real GDP (chain-weighted): 1

CBO December .................................................. 2.2 2.3 2.3 2.3 2.3 2.3 2.3
1997 Budget ....................................................... 2.2 2.3 2.3 2.3 2.3 2.3 2.3

Chain-weighted GDP Price Index: 1

CBO December .................................................. 2.7 2.6 2.6 2.6 2.6 2.6 2.6
1997 Budget ....................................................... 2.8 2.7 2.7 2.7 2.7 2.7 2.7

Consumer Price Index (all-urban): 1

CBO December .................................................. 3.2 3.1 3.0 2.9 2.9 2.9 3.0
1997 Budget ....................................................... 3.1 2.9 2.8 2.8 2.8 2.8 2.8

Unemployment rate: 2

CBO December .................................................. 5.9 6.0 6.0 6.0 6.0 6.0 6.0
1997 Budget ....................................................... 5.7 5.7 5.7 5.7 5.7 5.7 5.7

Interest rates: 2

91-day Treasury bills:
CBO December .............................................. 5.3 5.0 4.7 4.2 3.9 3.9 3.9
1997 Budget ................................................... 4.9 4.5 4.3 4.2 4.0 4.0 4.0

10-year Treasury notes:
CBO December .............................................. 5.8 5.6 5.5 5.5 5.5 5.5 5.5
1997 Budget ................................................... 5.6 5.3 5.0 5.0 5.0 5.0 5.0

1 Percent change, fourth quarter over fourth quarter.
2 Annual averages, percent.

Table 1–3. SAVING, INVESTMENT, AND TRADE BALANCE

(Fiscal years; in billions of dollars)

1995 actual 1997 estimate

Current account .................................................................................. –165 –185 to –145
Merchandise trade balance ................................................................ –180 –210 to –170
Net foreign investment ....................................................................... –169 –185 to –145
Net domestic saving (excluding Federal saving) 1 ............................ 397 410 to 450
Net private domestic investment ....................................................... 361 385 to 415

1 Defined for purposes of Public Law 100–418 as the sum of private saving and the surpluses of State and local governments. All series
are based on National Income and Product Accounts (NIPA) except for the current account balance. The (NIPA) figures, both actual and
projected, are on a pre-benchmark revisions basis.

4 This comparison only adjusts for differences in economic assumptions. Other differences
would arise because of different technical assumptions, such as the projected increase in
Medicare and Medicaid costs.

manently. Over seven years, CBO’s economic assump-
tions would increase deficits by a cumulative total of
about $300 billion relative to the Administration’s as-
sumptions, necessitating substantially greater savings
to achieve balance by 2002.4

Although the budgetary consequences are large, there
is very little scientific basis on which to choose between
the two projections. Economic forecasting is difficult
and the average errors that forecasters make are far
larger than the differences in the major economic vari-
ables discussed here. If past experience is a guide, nei-
ther projection will prove completely accurate. The im-
portant question is whether a particular economic pro-
jection provides a sound and prudent basis upon which
to plan the Nation’s budget. The Administration be-
lieves that its assumptions, which are well within the
range of historical experience, fulfill that function.

Omnibus Trade and Competitiveness Act of 1988

As required by the Omnibus Trade and Competitive-
ness Act of 1988, Table 1–3 shows estimates for eco-

nomic variables related to saving, investment, and for-
eign trade consistent with the economic assumptions.

The merchandise trade and current account deficits
deteriorated in fiscal year 1995 as growth in U.S. ex-
ports was exceeded by growth in imports. There was
improvement in the trade deficit near the end of fiscal
year 1995 and the first quarter of fiscal year 1996.
Net private investment in the United States has ex-
panded rapidly during this Administration, and it is
expected to continue to increase as the economy ex-
pands. The sources for the increased private investment
are the decline in the Federal deficit and higher private
saving, plus a larger inflow of foreign capital.

The Act requires information on the amount of bor-
rowing by the Federal Government in private credit
markets. This is presented in Chapter 11, ‘‘Federal Bor-
rowing and Debt.’’

It is difficult to gauge with precision the effect of
Federal Government borrowing from the public on in-
terest rates and exchange rates, as required by the
Act. Both are influenced by many factors besides Gov-
ernment borrowing in a complicated process involving
supply and demand for credit and perceptions of fiscal
and monetary policy here and abroad.
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Table 1–4. COMPARISON OF ECONOMIC ASSUMPTIONS IN THE 1996 AND 1997 BUDGETS

(Calendar years)

1995 1996 1997 1998 1999 2000

Nominal GDP (percent change): 1

1996 budget assumptions 2 ........................................................... 5.4 5.5 5.6 5.5 5.5 5.5
1997 budget assumptions ............................................................. 4.2 5.1 5.1 5.1 5.1 5.1

Real GDP (percent change): 1

1996 budget assumptions 2 ........................................................... 2.2 2.3 2.3 2.3 2.3 2.3
1997 budget assumptions ............................................................. 1.5 2.2 2.3 2.3 2.3 2.3

GDP price index (percent change): 1

1996 budget assumptions 2 ........................................................... 3.1 3.1 3.2 3.2 3.2 3.1
1997 budget assumptions ............................................................. 2.5 2.8 2.7 2.7 2.7 2.7

CPI-U (percent change): 1

1996 budget assumptions ............................................................. 3.2 3.2 3.2 3.2 3.1 3.1
1997 budget assumptions ............................................................. 2.7 3.1 2.9 2.8 2.8 2.8

Civilian unemployment rate (percent): 3

1996 budget assumptions ............................................................. 5.8 5.9 5.8 5.8 5.8 5.8
1997 budget assumptions ............................................................. 5.6 5.7 5.7 5.7 5.7 5.7

91-day Treasury bill rate (percent): 3

1996 budget assumptions ............................................................. 5.9 5.5 5.5 5.5 5.5 5.5
1997 budget assumptions ............................................................. 5.5 4.9 4.5 4.3 4.2 4.0

10-year Treasury note rate (percent): 3

1996 budget assumptions ............................................................. 7.9 7.2 7.0 7.0 7.0 7.0
1997 budget assumptions ............................................................. 6.6 5.6 5.3 5.0 5.0 5.0

1 Fourth quarter-to-fourth quarter.
2 Adjusted to reflect January 1996 comprehensive revisions.
3 Calendar year average.

Impact of Changes in the Economic
Assumptions

The economic assumptions underlying last year’s
budget were predicated on little projected change in
the level of the budget deficit over the ensuing five
years. The assumptions underlying this year’s budget
reflect a change in fiscal policy that puts the deficit
on a declining path toward budget balance by the year
2002. This change in fiscal policy alters the economic
outlook; in particular it reduces the levels of expected
future interest rates. As noted above, lower interest
rates imply a shift of income out of interest income
and into corporate profits—and, to a lesser extent, into
dividend income—resulting in higher projected receipts
due to the higher tax rates involved. The outlook for
long-term real economic growth (on a comparable basis
of measurement) has not been raised to reflect the
change in fiscal policy. However, other changes in the
economic outlook summarized in Table 1–4 (in particu-
lar a reduction in the expected annual rate of inflation
measured by the CPI) will be affected by the technical
improvements to reduce the overstatement of inflation
discussed above. Also, the equilibrium unemployment
rate on a noninflationary growth path has been reduced
0.1 percentage point based on the experience of 1995.

The effects on the budget of the changes in the eco-
nomic outlook are shown in Table 1–5. For example,
in the last column, the year 2000 deficit is reduced
by $99 billion as a result of changes in economic as-
sumptions in the 1997 budget compared to those in
the 1996 budget—from $127 billion under 1996 budget
economics with 1997 budget policies, to less than $28
billion with 1997 budget economics and policies. The

effect of reducing the projected rate of inflation is to
reduce the projected levels of both receipts and outlays.
(This effect is discussed more fully in the last section
of this chapter.) The reduction in the equilibrium unem-
ployment rate causes a modest reduction in outlays.
The largest budget effect, however, is major reductions
in interest costs resulting both from the decline in pro-
jected interest rates and from the fact that interest
costs are incurred on a reduced amount of debt. (The
debt service savings shown are only the portion of total
debt service cost reduction resulting from changes in
the economic outlook, not the total effect of moving
toward a balanced budget by the year 2002.)

Structural vs. Cyclical Deficit

When there is slack in the economy, receipts are
lower than they would be if resources were fully em-
ployed, and outlays for unemployment-sensitive pro-
grams (such as unemployment compensation and food
stamps) are higher. As a result, the deficit is higher
than it would be at full employment. The portion of
the deficit that can be traced to such factors is called
the cyclical deficit. The remainder, the portion that
would remain at full employment (consistent with a
5.7 percent unemployment rate), is called the structural
deficit.

Changes in the structural deficit give a better picture
of the impact of budget policy on the economy than
does the unadjusted deficit. During a recession or the
recovery from one, the structural deficit also gives a
clearer picture of the deficit problem that fiscal policy
must address, because this part of the deficit will per-
sist even when the economy has fully recovered, unless
policy changes.
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Table 1–5. EFFECTS ON THE BUDGET OF CHANGES IN ECONOMIC ASSUMPTIONS SINCE LAST YEAR

(In billions of dollars)

1996 1997 1998 1999 2000

Budget totals under 1996 budget economic assumptions and 1997 budget policies:
Receipts ..................................................................................................................................... 1,407.8 1,472.5 1,556.0 1,635.1 1,724.9
Outlays ....................................................................................................................................... 1,595.3 1,673.5 1,731.6 1,789.6 1,851.5

Deficit (–) ........................................................................................................................... –187.5 –201.0 –175.6 –154.5 –126.6

Changes due to changes in economic assumptions:
Receipts ..................................................................................................................................... 19.0 22.7 21.9 17.4 8.9
Outlays:

Inflation .................................................................................................................................. –3.8 –7.3 –9.8 –13.1 –16.9
Unemployment ....................................................................................................................... –2.9 –1.0 –1.1 –1.1 –1.1
Interest rates .......................................................................................................................... –13.9 –24.6 –35.6 –44.2 –52.5
Interest on changes in borrowing ......................................................................................... –2.3 –5.3 –9.3 –14.3 –19.7

Total, outlays ..................................................................................................................... –22.9 –38.2 –55.8 –72.7 –90.2

Decrease in deficit (+) ...................................................................................................... 41.9 60.9 77.7 90.1 99.1

Budget totals under 1997 budget economic assumptions and policies:
Receipts ..................................................................................................................................... 1,426.8 1,495.2 1,577.9 1,652.5 1,733.8
Outlays ....................................................................................................................................... 1,572.4 1,635.3 1,675.9 1,716.9 1,761.4

Deficit (–) ........................................................................................................................... –145.6 –140.1 –98.0 –64.4 –27.5

Table 1–6. ADJUSTED STRUCTURAL DEFICIT

(In billions of dollars)

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Unadjusted surplus/deficit .................................................................. 290.4 255.1 203.2 163.9 145.6 140.1 98.0 64.4 27.5 –8.3 –43.9
Cyclical component ........................................................................ 63.6 51.1 19.2 –3.2 –1.1 ............ ............ ............ ............ ............ ............

Structural surplus/deficit ..................................................................... 226.8 204.0 184.0 167.1 146.7 140.1 98.0 64.4 27.5 –8.3 –43.9
Deposit insurance outlays 1 ......................................................... –2.4 –28.0 –7.6 –17.9 –13.5 –4.3 –2.0 –0.5 –2.2 –1.6 –1.8

Adjusted structural surplus/deficit ...................................................... 229.2 232.0 191.5 185.0 160.2 144.4 99.9 64.9 29.7 –6.7 –42.1
1 In 1992, includes $4.9 billion in allied contributions for Desert Storm.

In the early 1990’s, large swings in net outlays for
deposit insurance (the S&L bailouts) had substantial
impacts on deficits, but had little impact on economic
performance. It therefore became customary to remove
deposit insurance outlays as well as the cyclical compo-
nent of the deficit from the actual deficit to compute
the adjusted structural deficit. This is shown in Table
1–6.

Since the economy is projected to be quite close to
full employment over the forecast horizon, the cyclical
component of deficits are small. Deposit insurance net
outlays are relatively small and do not change greatly
from year to year. Thus, rather unusually, the adjusted
structural deficits in this budget display much the same
pattern of year-to-year changes as the actual deficits.
The most significant point illustrated by this table,
therefore, is the fact that of the $145 billion reduction
in the actual budget deficit between 1992 and 1996
(from $290 billion to $146 billion), nearly 45 percent
($65 billion) resulted from cyclical improvement in the
economy. The rest of the reduction stemmed primarily
from policy actions—mainly those in OBRA93 which
reversed a projected steep rise in the deficit.

Sensitivity of the Budget to Economic
Assumptions

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

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

Economic variables that affect the budget do not usu-
ally change independently of one another. Output and
employment tend to move together in the short run:
a higher rate of real GDP growth is generally associ-
ated with a declining rate of unemployment, while weak
or negative growth is usually accompanied by rising
unemployment. In the long run, however, changes in
the average rate of growth of real GDP are mainly
due to changes in the rates of growth of productivity
and labor supply, and are not necessarily associated
with changes in the average rate of unemployment.
Inflation and interest rates are also closely interrelated:
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5 This excludes any adjustment to discretionary programs, which are capped in nominal
terms.

a higher expected rate of inflation increases interest
rates, while lower expected inflation reduces rates.

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

Highlights of the budget effects of the above rules
of thumb are shown in Table 1–7.

If real GDP growth is lower by one percentage point
in calendar 1996 only and the unemployment rate rises
by one-half percentage point, the 1996 deficit would
increase by $8.0 billion; receipts in 1996 would be lower
by about $6.8 billion, and outlays would be higher by
about $1.2 billion, primarily for unemployment-sen-
sitive programs. In 1997, the receipts shortfall would
grow further to about $14.7 billion, and outlays would
be increased by about $6.0 billion relative to the base,
even though the growth rate in calendar 1997 follows
the path originally assumed. This is because the level
of real (and nominal) GDP and taxable incomes would
be permanently lower and unemployment higher. The
budget effects (including growing interest costs associ-
ated with the higher deficits) would continue to grow
slightly in later years.

The budget effects are much larger if the real growth
rate is assumed to be one percentage point less in each
year (1996–2002) and the unemployment rate to rise
one-half percentage point in each year. With these as-
sumptions, the levels of real and nominal GDP would
be below the base case by a growing percentage. The
deficit would be $177.2 billion higher than under the
base case by 2002.

The effects of slower productivity growth are shown
in a third example, where real growth is one percentage
point lower per year while the unemployment rate is
unchanged. In this case, the estimated budget effects
mount steadily over the years, but more slowly, reach-
ing a $145.8 billion deficit add-on by 2002.

Joint changes in interest rates and inflation have
a smaller effect on the deficit than equal percentage
point changes in real GDP growth because their effects
on receipts and outlays are substantially offsetting. An

example is the effect of a one percentage point higher
rate of inflation and one percentage point higher inter-
est rates during calendar year 1996 only. In subsequent
years, the price level and nominal GDP would be one
percent higher than in the base case, but interest rates
are assumed to return to their base levels. Outlays
for 1996 rise by $6.5 billion 5 and receipts by $7.9 bil-
lion, for a decrease of $1.4 billion in the 1996 deficit.
In 1997, outlays would be above the base by $15.1
billion, due in part to lagged cost-of-living adjustments;
receipts would rise $15.9 billion above the base, how-
ever, resulting in a $0.8 billion decrease in the deficit.
In subsequent years, the amounts added to receipts
would continue to be larger than the additions to out-
lays.

If the rate of inflation and the level of interest rates
are higher by one percentage point in all years, the
price level and nominal GDP would rise by a cumula-
tively growing percentage above their base levels. In
this case, the effects on receipts and outlays mount
steadily in successive years, adding $81.3 billion to out-
lays and $114.6 billion to receipts in 2002, for a net
reduction in the deficit of $33.3 billion.

The table also shows the interest rate and the infla-
tion effects separately, and rules of thumb for the added
interest cost associated with higher or lower deficits
(increased or reduced borrowing).

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

These rules of thumb are computed while holding
the income share composition of GDP constant. Because
different income components are subject to different
taxes and tax rates, estimates of total receipts can be
affected significantly by changing income shares. These
relationships, however, have proved too complex to be
reduced to simple rules.
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Table 1–7. SENSITIVITY OF THE BUDGET TO ECONOMIC ASSUMPTIONS

(In billions of dollars)

Budget effect 1996 1997 1998 1999 2000 2001 2002

Real Growth and Employment

Budgetary effects of 1 percent lower real GDP growth:
For calendar year 1996 only: 1

Receipts ................................................................................................ –6.8 –14.7 –16.9 –17.1 –17.5 –18.1 –18.8
Outlays .................................................................................................. 1.2 6.0 7.1 8.4 9.6 10.9 12.4

Deficit increase (+) .................................................................................... 8.0 20.6 24.0 25.5 27.1 29.0 31.2

Sustained during 1996–2002: 1

Receipts ................................................................................................ –6.8 –21.7 –39.2 –57.6 –77.1 –97.7 –119.8
Outlays .................................................................................................. 1.2 8.2 14.3 23.9 32.5 45.1 57.4

Deficit increase (+) .................................................................................... 8.0 29.9 53.5 81.5 109.6 142.8 177.2

Sustained during 1996–2002, with no change in unemployment:
Receipts ................................................................................................ –6.8 –22.0 –40.2 –60.0 –81.1 –103.8 –128.2
Outlays .................................................................................................. 0.2 0.9 2.4 4.8 7.8 12.1 17.6

Deficit increase (+) .................................................................................... 7.0 22.9 42.6 64.7 88.9 115.9 145.8

Inflation and Interest Rates

Budgetary effects of 1 percentage point higher rate of:
Inflation and interest rates during calendar year 1996 only:

Receipts ................................................................................................ 7.9 15.9 15.5 14.1 14.6 15.3 16.0
Outlays .................................................................................................. 6.5 15.1 11.8 10.1 9.6 9.2 8.2

Deficit increase (+) .................................................................................... –1.4 –0.8 –3.7 –4.1 –5.0 –6.1 –7.8

Inflation and interest rates, sustained during 1996–2002:
Receipts ................................................................................................ 7.9 24.2 40.8 57.1 74.7 93.8 114.6
Outlays .................................................................................................. 6.5 22.0 35.2 47.4 59.4 70.6 81.3

Deficit increase (+) .................................................................................... –1.4 –2.2 –5.6 –9.7 –15.3 –23.2 –33.3

Interest rates only, sustained during 1996–2002:
Receipts ................................................................................................ 1.0 2.7 3.4 3.7 4.0 4.2 4.5
Outlays .................................................................................................. 6.0 17.7 24.9 30.3 34.8 38.8 41.2

Deficit increase (+) .................................................................................... 5.0 15.0 21.5 26.6 30.9 34.5 36.7

Inflation only, sustained during 1996–2002:
Receipts ................................................................................................ 6.9 21.5 37.4 53.4 70.7 89.6 110.1
Outlays .................................................................................................. 0.5 4.3 10.3 17.1 24.6 31.8 40.1

Deficit increase (+) .................................................................................... –6.4 –17.2 –27.1 –36.3 –46.2 –57.7 –70.0

Interest Cost of Higher Federal Borrowing

Effect of $100 billion additional borrowing during 1996 .............................. 2.8 5.1 5.0 5.2 5.2 5.3 5.5
1 The unemployment rate is assumed to be 0.5 percentage point higher per 1.0 percent shortfall in the level of real GDP.
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1 Objectives of Federal Financial Reporting, Statement of Federal Financial Accounting
Concepts Number 1, September 2, 1993. The other three objectives relate to budgetary
integrity, operating performance, and systems and controls.

2. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET

Introduction

This chapter presents a framework for describing the
financial condition of the Federal Government and its
performance as a steward of publicly owned assets.
Although parts of the presentation are similar in ap-
pearance to a business balance sheet, they are not the
same. The Government’s sovereign powers have no
counterparts in the business world, and its resources
and responsibilities are broader than the assets and
liabilities found on a typical balance sheet. For this
reason, it is not possible to judge how well the Govern-
ment is discharging its stewardship obligations simply
from an examination of its formal assets and liabilities.
A review of how national welfare and security are
faring in light of Government policy is also needed.

Because of the differences between Government and
business, and the serious limitations that exist in the
available data, the material presented below must be
interpreted cautiously. The conclusions are necessarily
tentative and subject to future revision as the estimat-
ing methods are improved and better data become
available.

The presentation consists of three parts:
• The first part is summarized in Table 2–1, which

shows what the Federal Government owns and
what it owes. This table is closest in appearance
to a business balance sheet. The assets and liabil-
ities shown here are strictly defined. The assets
are only those owned by the Government, while
the liabilities result from past Government actions
that have created binding commitments to make
future payments. Government assets and liabil-
ities could be defined more broadly than this, but
if they were, they would no longer correspond to
the assets and liabilities that appear on a balance
sheet.

• The second part is summarized in Table 2–2,
which presents possible paths for the Federal
budget extending into the distant future. The sec-
tion shows how the deficit is affected in the long
run by changes in policy and by changes in eco-
nomic or demographic behavior. This is the best
context in which to examine the balance between
Federal resources and responsibilities, and it is
the clearest way to indicate the long-run financial
burdens that the Government faces. Some future
claims deserve special emphasis because of their
importance in individual retirement planning.
Table 2–3 summarizes the condition of the social
security and Medicare trust funds under current
law and how and why that condition has changed
since 1994.

• The final part of the presentation is intended to
show some of the ways in which Federal activities
contribute to social and economic well-being. Table
2–4 indicates how Federal investments have con-
tributed to national wealth. Table 2–5 offers a
set of economic and social indicators. The meas-
ures of well- or ill-being in this table are all af-
fected to a greater or lesser degree by Government
actions.

The Federal Government does not have a single bot-
tom line that would reveal its financial status at a
glance, but this presentation offers a balanced view
of the condition of the Government’s finances and its
stewardship of resources.

The Government’s formal liabilities exceed the value
of assets in its possession, and the gap has widened
markedly over the last 15 years. Even so, national
wealth has continued to rise, partly as a result of in-
vestments the Government has made or sponsored in
physical and human capital. The Government’s net li-
abilities are very large but they amount to only about
6 percent of total national wealth. Furthermore, if the
President’s 1997 budget is enacted, Federal debt in the
hands of the public—the main category of Federal li-
abilities—will expand much less rapidly in the future
than it did prior to 1993. By the year 2002 the deficit
would be eliminated, and for several years after that
Federal debt held by the public would actually decline.
Eventually, a deficit is likely to reemerge if action is
not taken to confront the demographic transition caused
by the retirement of the baby boom, but that problem
will be much easier to deal with because of actions
taken by this Administration.

Relationship with FASAB Objectives

The framework presented here meets one of the four
objectives 1 of Federal financial reporting recommended
by the Federal Accounting Standards Advisory Board
and adopted for use by the Federal Government in Sep-
tember 1993. This Stewardship objective says:

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

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

3b. Whether future budgetary resources will likely be suffi-
cient to sustain public services and to meet obligations as
they come due.
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3c. Whether Government operations have contributed to
the Nation’s current and future well-being.

The Board is in the process of developing rec-
ommendations as to the specific accounting standards
that would meet this objective. This experimental pres-
entation explores one possible approach for meeting the
objective at the Government-wide level.

What Can Be Learned from a Balance Sheet
Approach

The budget is an essential tool for allotting resources
within the Federal Government and between public and
private sectors, but the standard budget presentation,
with its focus on annual outlays, receipts, and the defi-
cit, does not provide sufficient information for a full
analysis of the Government’s financial and investment
decisions. It is useful to project the deficit forward to
see how current decisions will affect the future balance
of Federal resources and responsibilities. The informa-
tion about the stocks of Federal assets and liabilities
can be useful as well. It is also important to examine
the effects of Government financial decisions on the
private sector and State and local Governments. This
is especially true for Federal investments, which often
generate returns that flow mainly to households, pri-
vate businesses or other levels of Government, rather
than back to the Federal Treasury. The framework pre-
sented here is a first step toward filling some of these
needs.

The Government’s sovereign powers to tax, regulate
commerce, and set monetary policy give it resources
that no private individual or business possesses.
Although these resources are not assets in any conven-
tional sense, they need to be considered in a com-
prehensive review of the Government’s financial condi-
tion. Formal Government obligations such as Treasury
notes clearly belong on the other side of the ledger.
These debts have obvious counterparts in the business
world.

There are other Government obligations, however,
which have no obvious analogues in business account-
ing. For example, the Government’s obligation to pro-
mote the general welfare has led in the twentieth cen-
tury to the establishment of a number of social policy
programs. These programs are at the center of the
debate over how best to discharge the Federal Govern-
ment’s responsibilities. Although changes in these pro-
grams are inevitable and even desirable, it is very like-
ly that many of them will remain as Federal obligations
for the foreseeable future. Programs such as Medicare
may be changed, but they are unlikely to be eliminated.
In its budget planning, it would be prudent for the
Federal Government to assume that there will be a

continuing need to fund such programs. They are not
legally binding liabilities, however, and they would not
be included on a business balance sheet.

Almost all of the broader Federal resources and re-
sponsibilities are subject to change through the political
process, and future decisions by Congress and the
President are likely to alter them. In a financial sense,
the discounted present value of such obligations is
much more uncertain than is the current value of the
official Government debt, or even the value of Govern-
ment-owned assets. This is another reason for keeping
such constitutional and moral obligations separate from
the Government’s liabilities strictly defined.

The best way to see how future resources line up
with future responsibilities is to project the Federal
budget forward in time. The budget offers a comprehen-
sive picture of Federal receipts and spending, and by
projecting it forward it is possible to learn the implica-
tions of current and past policy decisions. Some projec-
tions of this sort are presented below. The budget does
not show, however, whether the public is receiving
value for its tax dollars. Knowing that would require
comprehensive performance measures for Government
programs, and broad statistical information about con-
ditions in the U.S. economy and society for which Gov-
ernment is wholly or partly responsible. Some of these
data are currently available but much more would need
to be developed to obtain a full picture.

The presentation that follows consists of a series of
tables and charts. No one of these is a ‘‘Government
balance sheet,’’ but all of them together serve many
of the functions of a balance sheet. The schematic dia-
gram, Chart 2–1, shows how they fit together. The ta-
bles and charts should be viewed as an ensemble, the
main elements of which can be grouped together in
two broad categories—assets/resources and liabilities/
responsibilities.

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

• Reading down the right-hand side reveals the full
range of Federal obligations and responsibilities,
beginning with Government’s acknowledged liabil-
ities (such as the debt held by the public) based
on past actions, and going on to include future
budget outlays. This column potentially would in-
clude a set of indicators highlighting areas where
Government activity might require adjustment, ei-
ther through new investment or through reduc-
tions or reallocations of existing resources.
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CHART 2-1.  A  BALANCE  SHEET  PRESENTATION
FOR  THE  FEDERAL  GOVERNMENT

ASSETS/RESOURCES LIABILITIES/RESPONSIBILITIES

Federal Assets Federal Liabilities

Financial Assets Financial Liabilities
     Gold and Foreign Exchange      Currency and Bank Reserves
     Other Monetary Assets      Debt Held by the Public

AAAA
AAAA
AAAA
AAAA
AAAA

AAAA
AAAA
AAAA
AAAA
AAAA

AAAA
AAAA
AAAA
AAAA
AAAA

AAAA
AAAA
AAAA
AAAA
AAAA

AAAA
AAAA
AAAA
AAAA
AAAA

AAA
AAA
AAA
AAA
AAA

     Mortgages and Other Loans Federal      Miscellaneous

AAAA
AAAA
AAAA
AAAA

AAAA
AAAA
AAAA
AAAA

AAAA
AAAA
AAAA
AAAA

AAAA
AAAA
AAAA
AAAA

AAAA
AAAA
AAAA
AAAA

AAA
AAA
AAA
AAA

          Less Expected Loan Losses Governmental      Guarantees and Insurance Liabilities
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AAAA
AAAA
AAAA

AAAA
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AAAA
AAAA
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AAAA
AAAA
AAAA
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     Other Financial Assets Assets           Deposit Insurance
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and Liabilities           Pension Benefit Guarantees
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AAAA
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AAAA
AAAA
AAAA
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Physical Assets (Table 2-1)           Loan Guarantees
     Fixed Reproducible Capital           Other Insurance
          Defense      Federal Pension Liabilities
          Nondefense
     Inventories Net Balance
     Non-reproducible Capital
          Land
          Mineral Rights

Resources/Receipts Responsibilities/Outlays

AAAA
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AAAA

AAAA
AAAA
AAAA
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AAAA
AAAA
AAAA
AAAA
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AAAA
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AAAA
AAAA
AAAA
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AAA
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Projected Receipts Long-Run Discretionary Outlays
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Federal Mandatory Outlays
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AAAA
AAAA
AAAA
AAAA
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 Budget      Social Security
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Projections      Health Programs
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AAAA
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(Table 2-2)      Other Programs
Net Interest

Deficit

National Assets/Resources National Needs/Conditions

Federally Owned Physical Assets Indicators of economic, social,

AAAA
AAAA
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AAAA
AAAA
AAAA

AAAA
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State & Local Physical Assets National educational, and environmental

AAAA
AAAA
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AAAA
AAAA
AAAA
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     Federal Contribution Wealth conditions to be used as a guide

AAAA
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AAAA
AAAA
AAAA
AAAA
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Privately Owned Physical Assets (Table 2-4) to Government investment and
Education Capital management.
     Federal Contribution
R&D Capital
     Federal Contribution
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Table 2–1. GOVERNMENT ASSETS AND LIABILITIES *

(As of the end of the fiscal year, in billions of 1995 dollars)

1960 1965 1970 1975 1980 1985 1990 1993 1994 1995

ASSETS

Financial assets:
Gold and Foreign Exchange .................................. 98 69 58 130 322 154 194 171 171 183
Other Monetary Assets .......................................... 37 53 32 15 38 24 31 39 31 34
Mortgages and Other Loans .................................. 122 156 202 202 278 341 276 230 218 193

Less Expected Loan Losses ............................. –1 –2 –4 –9 –16 –16 –18 –24 –26 –22
Other Financial Assets ........................................... 58 77 64 64 84 108 166 202 190 188

Subtotal ............................................................... 314 353 351 403 706 611 648 618 584 576
Physical Assets:

Fixed Reproducible Capital:
Defense .............................................................. 826 842 839 683 586 694 771 782 780 744
Nondefense ........................................................ 146 175 189 216 248 249 254 251 256 255

Inventories ............................................................... 252 218 203 181 220 252 219 179 170 168
Nonreproducible Capital:

Land .................................................................... 87 121 151 234 296 318 315 241 237 235
Mineral Rights .................................................... 314 291 241 334 607 683 457 388 360 335

Subtotal .......................................................... 1,626 1,646 1,622 1,647 1,958 2,197 2,016 1,841 1,803 1,737

Total assets .............................................. 1,940 2,000 1,972 2,050 2,664 2,808 2,664 2,459 2,387 2,313

LIABILITIES

Financial liabilities:
Currency and Bank Reserves ................................ 220 241 267 272 273 290 348 396 422 437
Debt held by the Public ......................................... 954 941 800 787 1,019 1,809 2,483 3,072 3,158 3,219
Miscellaneous ......................................................... 28 29 31 33 44 55 82 59 60 61

Subtotal ............................................................... 1,202 1,211 1,097 1,092 1,336 2,153 2,913 3,527 3,640 3,717
Insurance Liabilities:

Deposit Insurance ................................................... 0 0 0 0 2 9 67 13 8 4
Pension Benefit Guarantee Corp ........................... 0 0 0 41 30 41 40 63 31 19
Loan Guarantees .................................................... 0 0 2 6 12 10 14 28 30 27
Other Insurance ...................................................... 30 27 21 19 26 16 19 18 17 16

Subtotal ............................................................... 30 27 23 67 69 76 140 122 86 66
Federal Pension Liabilities .......................................... 734 930 1,104 1,256 1,707 1,693 1,625 1,563 1,541 1,513

Total liabilities .............................................. 1,966 2,168 2,225 2,414 3,112 3,922 4,678 5,212 5,267 5,296
Balance .......................................................... –26 –169 –252 –364 –448 –1,114 –2,014 –2,753 –2,880 –2,983

Per capita (in 1995 dollars) .................... –146 –867 –1,231 –1,686 –1,961 –4,658 –8,034 –10,635 –11,018 –11,312
Ratio to GDP (in percent) ...................... –1.1 –5.4 –6.9 –8.7 –9.0 –19.1 –30.4 –39.5 –39.9 –40.7

* This table shows assets and liabilites for the Government as a whole, including the Federal Reserve System. Therefore, it does not break out separately the assets held in Government accounts, such as social security, that
are the obligation of specific Government agencies. Estimates for 1995 are extrapolated in some cases.

2 This temporary improvement highlights the importance of the other tables in this presen-
tation. What is good for the Federal Government as an asset holder is not necessarily
favorable to the economy. The decline in inflation in the early 1980s reversed the speculative

runup in gold and other commodity prices. This reduced the balance of Federal net assets,
but it was good for the economy.

THE FEDERAL GOVERNMENT’S ASSETS AND LIABILITIES

Table 2–1 summarizes what the Government owes
as a result of its past operations, along with the value
of what it owns, for a number of years beginning in
1960. The values of assets and liabilities are measured
in terms of constant 1995 dollars. For all of this period,
Government liabilities have exceeded the value of as-
sets, but until the early 1980s the disparity was rel-
atively small, and for many years it deteriorated only
gradually.

In the late 1970s, a speculative run-up in the prices
of oil, gold, and other real assets temporarily boosted
Federal asset values, but since then they have de-
clined.2 Currently, the total real value of Federal assets

is estimated to be about 20 percent greater than it
was in 1960. Meanwhile, Federal liabilities have in-
creased by almost 170 percent in real terms. The sharp
decline in the Federal net asset position that began
in the 1980s was principally due to the large Federal
budget deficits that began at that time along with the
drop in asset values. Currently, the net excess of liabil-
ities over assets is about $3 trillion or over $11,000
per capita.

Assets
The assets in Table 2–1 reflect a comprehensive list

of the financial and physical resources owned by the
Federal Government. The list corresponds to items that
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3 These pension liabilities are expressed as the actuarial present value of benefits accrued-
to-date based on past and projected salaries. The cost of retiree health benefits is not
included. The 1995 liability is extrapolated from recent trends.

would appear on a typical balance sheet, but it does
not constitute an exhaustive catalogue of Federal re-
sources. For example, the Government’s most important
financial resource, its ability to tax, is not reflected.

Financial Assets: At the end of 1995, the Federal
Government’s holdings of financial assets amounted to
about $570 billion. Government-held mortgages and
other loans (measured in constant dollars) reached a
peak in the mid-1980s. Since then, Federal loans have
declined. The holdings of mortgages, in particular, have
declined sharply over the last three years as the hold-
ings acquired from failed Savings and Loan institutions
have been liquidated.

The face value of mortgages and other loans over-
states their economic value because of future losses
and the interest subsidy on these loans. These esti-
mated losses are subtracted from the face value of out-
standing loans to obtain a better estimate of their eco-
nomic worth.

Over time, variations in the price of gold have ac-
counted for major swings in this category. Since 1980,
gold prices have fallen, and the real value of U.S. gold
and foreign exchange holdings have dropped by over
40 percent. Last year, for the first time in several years,
these assets rose in value.

Reproducible Capital: The Federal Government is a
major investor in physical capital. Government-owned
stocks of fixed capital amounted to about $1.0 trillion
in 1995. About three-quarters of this capital took the
form of defense equipment or structures. From 1960
to 1981, the net stock of defense capital fell as a share
of GDP, but between 1982 and 1991, the ratio generally
held steady. Since 1991, the reduction in defense pur-
chases following the end of the Cold War has caused
a decline in the ratio of these stocks to GDP of about
11⁄2 percentage point.

Non-reproducible Capital: The Government owns sig-
nificant amounts of land and mineral deposits. There
are no official estimates of the market value of these
holdings. Researchers in the private sector have esti-
mated what they are worth, and these estimates are
extrapolated in Table 2–1. Private land values are
about 20 percent lower than they were at the end of
the 1980s, although they have risen somewhat since
1993. It is assumed here that Federal land has shared
in this decline. Oil prices have fluctuated but are lower
now than they were five years ago. These shifts are
likely to have pulled down the value of Federal mineral
deposits.

Total Assets: The total real value of Government as-
sets has declined about 15 percent over the last 10
years, principally because of declines in the real prices
of gold, land, and minerals. At the end of 1995, the
Government’s holdings of all assets were worth about
$2.3 trillion.

Liabilities
The liabilities listed in Table 2–1 are analogous to

those of a business corporation. They include public
debt, Federal trade credit, and Federal pension obliga-
tions owed to its workers. Other potential claims on
Federal resources are not reflected.

Financial Liabilities: These amounted to about $3.7
trillion at the end of 1995. The largest component was
Federal debt held by the public, amounting to over
$3.2 trillion. This measure of Federal debt is net of
the holdings of the Federal Reserve System. Those hold-
ings exceeded $380 billion in 1995. Although independ-
ent in its policy deliberations, the Federal Reserve is
part of the Federal Government, and for that reason
its assets and liabilities are included here in the Fed-
eral totals. In addition to debt held by the public, the
Government’s financial liabilities include $440 billion
in currency and bank reserves, which are mainly obliga-
tions of the Federal Reserve System, and about $60
billion in miscellaneous liabilities.

Guarantees and Insurance Liabilities: The Federal
Government has contingent liabilities arising from loan
guarantees and insurance programs. When the Govern-
ment offers insurance, the initial outlays may be small
or, if a fee is charged, they may even be negative,
but the risk of future outlays associated with such com-
mitments can be huge. In the past, the cost of such
risks was not recognized until after a loss was realized.
In the last few years, however, techniques have been
developed which permit estimates to be made of the
accruing costs arising from these commitments. The es-
timates are reported in Table 2–1. The resolution of
the many failures in the Savings and Loan and banking
industries have helped to reduce the losses in this cat-
egory by about half since 1990.

Federal Pension Liabilities: The Federal Government
owes pension benefits to its retired workers and to cur-
rent employees who will eventually retire. The amount
of these liabilities is large. As of 1995, the discounted
present value of the benefits is estimated to have been
around $1.5 trillion.3

The Balance of Net Liabilities
The balance between Federal liabilities and Federal

assets has deteriorated over the past 15 years at a
rapid rate. In 1980, the negative balance was less than
11 percent of GDP. Currently, it is estimated to be
over 40 percent. The budget deficit has declined since
1992, however, and this has slowed the rate of decline
in the net asset position. If the Administration’s budget
proposals were to be enacted, it is likely that the rate
of decline in the net asset position would be halted
and even reversed.
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4 Over very long periods when the rate of inflation is positive, comparisons of dollar
values are meaningless. Even the low rate of inflation assumed in this budget will reduce
the value of a 1995 dollar by over 60 percent by 2030, and by almost 80 percent by
the year 2050. For long-run comparisons, it is much more useful to examine the ratio
of the deficit and other budget categories to the overall size of the economy as measured
by GDP.

5 This projection is stated in terms of the new chain-weighted measures for GDP introduced
by the Bureau of Economic Analysis in January. On the unrevised basis, the projected
growth rate is about one-half percentage point higher.

6 The population growth assumptions in these projections are based on the intermediate
assumptions in the 1995 social security trustees’ report for the period after 2006.

THE BALANCE OF RESOURCES AND RESPONSIBILITIES

The data summarized in Table 2–1 are useful in
showing the consequences of past Government policies,
but Government’s continuing commitments to provide
public services are not reflected there, nor can the Gov-
ernment’s broader resources be displayed in a table
limited only to the assets that it owns. A better way
to examine the balance between future Government ob-
ligations and resources is by projecting the overall
budget. The budget offers the most comprehensive
measure of the Government’s financial burdens and its
resources. By projecting total receipts and outlays, it
is possible to examine whether there will be sufficient
resources to support all of the Government’s ongoing
obligations.

The Federal Government’s responsibilities extend
well beyond the five-year window (or the expanded
seven-year window) that has been the focus of recent
budget analysis and debate. There is no time limit on
Government’s constitutional responsibilities, and pro-
grams like social security are clearly expected to con-
tinue indefinitely.

This part of the presentation shows some alternative
long-run projections of the Federal budget that extend
through the year 2050. Forecasting the economy and
the budget over such a long period is highly uncertain.
Future budget outcomes depend on a host of un-
knowns—constantly changing economic conditions, un-
foreseen international developments, unexpected demo-
graphic shifts, the unpredictable forces of technological
advance, and unknown future political preferences.
Those uncertainties increase the further projections are
pushed into the future. Even so, long-run budget projec-
tions are needed to assess the full implications of cur-
rent action or inaction.

It is evident even now that there will be mounting
challenges to the budget after the turn of the century.
The huge baby-boom generation born in the years after
World War II is aging and will begin to retire in little
more than a decade. By 2008, the first baby-boomers
will become eligible for social security. In the years
that follow there will be serious strains on the budget
because of increased expenditures for both social secu-
rity and Medicare. Long-range projections can offer a
sense of the seriousness of these strains and what may
be needed to withstand them.

The Long-Range Outlook for the Budget.—Since
the Administration took office there have been major
changes in the long-run budget outlook. In January
1993, the deficit was clearly on an unsustainable trajec-
tory. Had current policies continued unchanged the def-
icit would have steadily mounted not only in dollar
terms, but relative to the size of the economy.4 The
Omnibus Budget Reconciliation Act of 1993 (OBRA)

changed that. Not only did it produce a decline in the
near-term deficit, but it also brought down the long-
term budget deficit as well. The policies in OBRA were
sufficient to maintain the deficit as a stable share of
GDP into the next century. This was a marked im-
provement over the long-term outlook that the Adminis-
tration inherited.

Despite this improvement, the long-run picture for
the budget has remained threatening. A GAO study
released in 1992 concluded that, ‘‘the economic and po-
litical reality is that the nation cannot continue on the
current path’’ of increasing long-run deficits. More re-
cently, the 1994 report of the Bipartisan Commission
on Entitlement and Tax Reform found that there exists
a ‘‘long-term imbalance between the Government’s enti-
tlement promises and the funds it will have available
to pay for them.’’ On a narrower front, the annual trust-
ees’ reports for both the social security and Medicare
trust funds project a long-run actuarial deficiency for
these programs, and have for some time.

Economic and Demographic Projections.—Long-
run budget projections must be based on a long-run
demographic and economic forecast. Otherwise, it is im-
possible to estimate either future resources or the po-
tential claims on them. The forecast used here is an
extension of the Administration’s economic projections
described in the first chapter of this volume. Inflation,
unemployment and interest rates are assumed to hold
stable at their values in the year 2006. The real rate
of economic growth is determined by the expected
growth of the labor force and labor productivity. Pro-
ductivity is assumed to continue rising at the same
rate as in the Administration’s medium-term projec-
tions, approximately 1.2 percent per year.5

Population growth is expected to slow over the next
several decades. This is consistent with recent trends
in the birth rate and an expected decline in the propor-
tion of women in their childbearing years. The slow-
down is expected to lower the rate of population growth
from over 1 percent per year to about half that rate
by the year 2020.6 Labor force participation is also ex-
pected to decline as the population ages. Together these
trends imply a slowdown in real economic growth begin-
ning around the year 2005. The rate of real GDP
growth slows to less than 1.5 percent per year after
2020 because of these trends.

The Deficit Outlook.—Chart 2–2 shows three alter-
native deficit projections: a projection based on the poli-
cies in place prior to enactment of OBRA, the current
outlook before incorporating the President’s proposals
to balance the budget, and a projection that shows the
long-run outlook assuming those proposals are adopted.
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The chart clearly illustrates the dramatic improvement
in the deficit that has already been achieved and shows
that more is possible, not only in the short run but
also in the long run. If the budget were balanced by
2002, the task of achieving fiscal stability when the
demographic bulge hits after 2005 would be substan-
tially reduced.

Along the pre-OBRA baseline, the deficit reaches over
40 percent of GDP by the year 2030. OBRA reduced
the deficit by extending the caps on discretionary out-
lays; reforming Medicare; changing the rules for other
entitlement programs; and raising tax rates on upper-
income taxpayers, among other measures. A strength-
ening of the economic outlook also improved the deficit
projection following the enactment of OBRA. In the cur-
rent context, it is notable that OBRA lowered the deficit
in the long term as well as in the short term. This
would require that the discretionary savings achieved
in 1994–1998 be preserved by holding the level of real
discretionary spending constant thereafter. A return to
the prior spending trajectory would partially undo these
savings. Similarly, the savings in Medicare and other
entitlements would need to be preserved.

Despite the improvement in the outlook after the pas-
sage of OBRA, serious long-run problems remain. Be-
ginning around the year 2010 and continuing through-
out the next several decades, the deficit would rise,
eventually reaching unsustainable levels. The initial in-
crease is caused by the expected retirement of the baby-
boom generation that puts new strains on social secu-
rity and Medicare. By 2030, the deficit reaches 12 per-
cent of GDP, and by 2050, it is 26 percent. Table 2–2
shows alternative long-range budget projections for the
major spending categories. The table shows that the
entitlement programs are the major driving force be-
hind the rise in the deficit in the long run.

Social security benefits, driven by the retirement of
the baby-boom generation, rise from around 5 percent
of GDP in 2000 to over 7 percent in 2030. The rise
in Federal health care is even greater. Without the
President’s policies, Medicare and Medicaid together
would reach 4 percent of GDP in 2000 and then con-
tinue to rise to 11 percent by the year 2030. As entitle-
ment spending rises, if no corrective action is taken,
the deficit grows rapidly. Initially, the programmatic
spending is responsible for the increase, but as time
passes a vicious spiral takes hold in which more bor-
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Table 2–2. ALTERNATIVE BUDGET PROJECTIONS

(Percent of GDP)

1995 2000 2005 2010 2020 2030 2040 2050

Current outlook without a balanced budget:
Receipts ............................................................................................................................................................ 19.3 19.3 19.2 19.2 19.2 19.4 19.4 19.5
Outlays .............................................................................................................................................................. 21.7 21.3 21.2 21.8 25.0 30.9 37.4 45.3

Discretionary ................................................................................................................................................. 7.8 6.5 5.8 5.3 4.5 4.0 3.4 3.0
Mandatory ..................................................................................................................................................... 10.6 11.7 12.4 13.4 16.4 19.7 21.5 22.5

Social security .......................................................................................................................................... 4.8 4.7 4.7 4.8 6.0 7.1 7.6 8.0
Medicare and Medicaid ........................................................................................................................... 3.5 4.3 5.2 6.2 8.3 10.7 12.3 13.0

Net interest ................................................................................................................................................... 3.3 3.1 3.0 3.1 4.1 7.3 12.5 19.8
Deficit ................................................................................................................................................................ –2.3 –1.9 –2.0 –2.6 –5.8 –11.6 –18.0 –25.8
Federal debt held by public ............................................................................................................................. 51.4 50.8 49.5 50.5 68.4 121.0 207.8 327.0

Presidential policy (balanced budget):
Receipts ............................................................................................................................................................ 19.3 19.4 19.4 19.3 19.4 19.5 19.5 19.6
Outlays .............................................................................................................................................................. 21.7 19.7 18.7 18.1 18.5 20.0 20.5 20.6

Discretionary ................................................................................................................................................. 7.8 6.0 5.4 4.9 4.2 3.7 3.2 2.8
Mandatory ..................................................................................................................................................... 10.6 11.1 11.4 12.0 14.0 16.1 16.8 17.1

Social security .......................................................................................................................................... 4.8 4.7 4.7 4.8 6.0 7.1 7.6 8.0
Medicare and Medicaid ........................................................................................................................... 3.5 3.9 4.3 4.9 6.0 7.2 7.7 7.7

Net interest ................................................................................................................................................... 3.3 2.6 1.9 1.2 0.3 0.2 0.4 0.7
Deficit ................................................................................................................................................................ –2.3 –0.3 0.7 1.2 0.9 –0.5 –0.9 –1.0
Federal debt held by public ............................................................................................................................. 51.4 47.0 35.6 24.1 6.5 3.7 9.5 14.2

7 These projections assume that any surplus is used to reduce the debt. This depends
on political choices in future years.

rowing leads to higher Federal interest payments on
the growing debt, which is financed in turn by yet
more borrowing. The spiral is unstable in that if it
continued unchecked it would eventually drive the debt
and the deficit to infinity. Long before that point, a
financial crisis would surely be triggered that would
force some type of action on the Federal Government—
action that was certain to be drastic and painful.

The long-run deficit outlook would be much improved
if the President’s budget proposals were enacted. Bal-
ancing the budget would set it on a solid footing for
several decades. There is no justification in these pro-
jections for the concern sometimes expressed that a
balanced budget would be a transitory phenomenon,
to be followed quickly by a return of large and growing
deficits. Under the Administration’s economic and de-
mographic assumptions that would not happen. The ad-
ditional savings projected for the entitlements and the
further reduction in discretionary spending leave the
budget in a much improved position compared with the
outlook in the absence of these changes. The lower level
of Federal debt and interest that result from a balanced
budget also help to maintain a budget surplus in these
projections in the period beyond 2006.

Even with the improvements caused by a balanced
budget, a very long-run deficit problem would remain
as a result of the expected strains on social security
and the health programs in the period following the
retirement of the baby-boom generation. Balancing the
budget would enable the Government to run a surplus
over the following decades without further major policy
initiatives. Eventually, the surplus would dissipate to
be followed by a reappearance of the unified budget
deficit.7 By the year 2050, however, the deficit would
still be lower, as a percentage of GDP, than it was

in 1992. To prevent the reemergence of a deficit, poli-
cies would have to be changed to reform social security
and check the growth of Medicare and Medicaid.

Alternative Scenarios.—Budget projections are un-
certain, and long-run projections are especially so.
Therefore, it is essential to study how such projections
can vary under reasonable variations in assumptions.
A number of such alternative scenarios have been de-
veloped for these projections. Each alternative focuses
on one of the key uncertainties in the outlook. Gen-
erally, the scenarios highlight negative possibilities
rather than positive ones to show the risks in the out-
look.

1. Discretionary Spending. The projections assume
that discretionary spending is held constant in real
terms once budget balance is reached. This is a strong
assumption in a long-run context, although it is the
usual assumption when current services projections are
made, and currently discretionary spending is only half
as large as a percent of GDP as it was 30 years ago.
What makes it questionable is the fact that with real
economic growth occurring and population rising, the
public demand for Government services—more national
parks, better transportation, additional Federal support
for scientific research—might be expected to increase
as well. It also assumes that the Nation’s real defense
needs will not vary from the proposed levels at the
end of the current budget period. Alternative assump-
tions that allow for these programs to grow with popu-
lation or overall economic activity are shown in Chart
2–3. These alternative assumptions worsen the deficit
outlook.

2. Health Spending: The most volatile element of re-
cent budgets has been Federal health spending. Ex-
penditures for Medicare and Medicaid have grown fast-
er than other entitlements, and even after the reforms
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in the President’s budget, which go a long way toward
reining in their growth, they continue to rise more rap-
idly. In the long-run projections, the growth of real
per capita spending for Medicare, following the Medi-
care trustees’ assumptions, is assumed to slow down
gradually. Per capita Medicaid spending is constrained
by the proposed cap on per capita spending. The bene-
ficiary populations vary with the demographic assump-
tions. The alternative scenario shows what would hap-
pen instead if faster trends in spending for these pro-
grams resumed after 2006. Chart 2–4 shows the result-
ing deficit outlook from such assumptions.

3. Productivity: The slowdown in productivity growth
in the U.S. economy that began in 1973 is responsible
for much of the weaker performance of U.S. income
growth since that time. Indeed, over the long run, pro-
ductivity gains are the principal source of higher in-
comes, so slower growth of productivity necessarily
means a slower rise in living standards. Productivity
can be affected by changes in the budget deficit, but
many other factors influence it as well. Educational
achievement, R&D, energy prices, regulation, changes
in business organization, and competition all affect pro-
ductivity. The alternative scenarios illustrate what
would happen to the budget deficit in the long run
if productivity growth were higher or lower. A higher

rate of growth would make the task of preserving a
balanced budget much easier; a lower growth rate
would have the opposite effect. Chart 2–5 shows how
the deficit varies with changes of one-half percentage
point of average productivity growth.

4. Population: In the long-run, demographics domi-
nate the projections. Changes in population growth feed
into real economic growth through the effect on labor
supply and employment. Changes in demographics also
affect spending under the entitlement programs. Much
of the long-run problem that remains even with a bal-
anced budget is due to expected demographic shifts.
Chart 2–6 illustrates how important these are by show-
ing what would happen to the deficit under the alter-
native demographic assumptions used by the social se-
curity trustees in their most recent report.

Conclusion.—OBRA improved the long-run deficit
outlook dramatically, but even so the deficit is still
projected to increase beginning around the year 2010,
and to rise to unacceptable levels by mid-century. The
President’s current budget proposals would not only
balance the budget, but go some distance toward resolv-
ing the long-run deficit problem as well. The long-run
budget problem is not the result of irresponsible discre-
tionary spending, and while it is necessary to control
discretionary spending, and while it is necessary to con-
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CHART 2-6.  ALTERNATIVE  DEMOGRAPHIC  ASSUMPTIONS
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trol discretionary spending, doing this alone will not
be enough to solve the long-run problem.

Actuarial Balance in the Social Security and
Medicare Trust Funds.—Because of the critical role
of the social security and Medicare programs to the
long-range budget outlook, it is worthwhile to examine
the status of these programs more closely. Table 2–3
shows the changes in the 75-year actuarial balances
of the social security and Medicare Trust Funds since
1994. There was only a small change in the consoli-
dated balance for the OASDI Trust Funds which com-
bines the separate funds set up for retirement and dis-
ability insurance. Legislation to shift resources from
the retirement fund to the disability fund prevented
the latter from becoming insolvent. The combined
OASDI fund is not projected to become depleted until
2030. In 1995, the trustees for the Hospital Insurance
Trust Fund projected that under intermediate assump-
tions, the HI trust fund would be insolvent in 2002,

one year later than projected in 1994. More recent data
has shown, however, that outlays exceeded income in
1995, sooner than was expected. In addition, baseline
spending for HI has slightly increased from Mid-Session
Review baseline estimates, primarily to reflect antici-
pated growth in home health spending. The trustees
are expected to revise the projected exhaustion date
for HI later this Spring in their 1996 Report. Because
the trustees’ analysis considers a wide range of factors,
including additional experience in the current fiscal
year, new analyses of the factors affecting HI benefit
growth during fiscal years 1990–95, updated projections
of HI payroll tax income and current interest rate ex-
pectations, it is not possible to accurately predict the
exhaustion date until the Report is completed. Further-
more, the trustees’ estimates do not take account of
possible legislative changes, such as those proposed in
this budget, that would postpone the date at which
the fund is depleted.
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TABLE 2–3. CHANGE IN 75–YEAR ACTUARIAL BALANCE FOR OASDI AND HI TRUST FUNDS (INTERMEDIATE
ASSUMPTIONS)

(As a percent of taxable payroll)

OASI DI OASDI HI

Actuarial balance in 1994 report ............................................................................... –1.46 –0.66 –2.13 –4.14
Changes in balance due to changes in:

Valuation period ......................................................................................................... –0.06 –0.01 –0.07 –0.10
Economic and demographic assumptions ................................................................ 0.13 0.01 0.14 0.01
Disability assumptions ............................................................................................... 0.00 –0.05 –0.05 0.00
Legislation .................................................................................................................. –0.40 0.40 0.00 0.00
Methods ..................................................................................................................... –0.06 –0.01 –0.07 0.00
Hospital costs ............................................................................................................ 0.00 0.00 0.00 0.64
Other .......................................................................................................................... 0.00 0.00 0.00 0.07

Total changes ........................................................................................................ –0.40 0.35 –0.05 0.62
Actuarial balance in 1995 report ............................................................................... –1.87 –0.31 –2.17 –3.52

NATIONAL WEALTH AND WELFARE

Unlike a private corporation, the Federal Government
routinely invests in ways that do not add directly to
its own assets. For example, Federal grants are fre-
quently used to fund capital projects by State or local
Governments for highways and other purposes. Such
investments are valuable to the public which pays for
them with taxes, but they are not owned by the Federal
Government.

The Federal Government also invests in education
and research and development (R&D). These outlays
contribute to future productivity and are in that sense
analogous to investments in physical capital. Indeed,
economists have computed stocks of human and knowl-
edge capital to reflect the accumulation of such invest-
ments. Nonetheless, these capital stocks are not owned
by the Federal Government, nor would they appear on
a business balance sheet.

Table 2–4 presents a national balance sheet. It in-
cludes estimates of total national wealth classified in
three categories: physical assets, education capital, and
R&D capital. The Federal Government has made con-
tributions to each of these categories, and these con-
tributions are also shown in the table. Data in this
table are especially uncertain because of the assump-
tions needed to prepare the estimates. Overall, the Fed-
eral contribution to the current level of national wealth
is about 71⁄2 percent, which is down from around 8
percent at the end of the 1980s, and from over 12
percent in 1960.

Physical Assets
These include stocks of plant and equipment, office

buildings, residential structures, land, and Govern-
ment’s physical assets such as military hardware, office
buildings, and highways. Automobiles and consumer
appliances are also included in this category. The total
amount of such capital is vast, amounting to around
$26 trillion in 1995; by comparison, GDP was about
$7 trillion.

The Federal Government’s contribution to this stock
of capital includes its own physical assets plus $0.6
trillion in accumulated grants to State and local govern-
ments for capital projects. The Federal Government has
financed about one-quarter of the physical capital held
by other levels of Government.

Education Capital
Economists have developed the concept of human cap-

ital to reflect the notion that individuals and society
invest in people as well as in physical assets. Invest-
ment in education is a good example of how human
capital is accumulated.

For this table, an estimate has been made of the
stock of capital represented by the Nation’s investment
in education. The estimate is based on the cost of re-
placing the years of schooling embodied in the U.S.
population aged 16 and over. The idea is to measure
how much it would cost to reeducate the U.S. workforce
at today’s prices.

This is a crude measure, but it can provide a rough
order of magnitude. According to this measure, the
stock of education capital amounted to $28 trillion in
1995, of which about 3 percent was financed by the
Federal Government. The total exceeds the Nation’s
stock of physical capital. The main investors in edu-
cation capital have been State and local Governments,
parents, and the students themselves who forgo earning
opportunities in order to acquire education.

Even broader concepts of human capital have been
considered. Not all useful training occurs in school, or
formal training programs at work. Much informal and
yet invaluable learning occurs within families or on
the job. Labor compensation amounts to about two-
thirds of national income. Therefore, it is conceivable
that the total value of human capital might be as large
as three times the estimated value of physical capital.
Thus, it can be seen that the estimates offered here
are in a sense conservative, because they reflect only
the costs of acquiring formal education.
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TABLE 2–4. NATIONAL WEALTH

(As of the end of the fiscal year, in trillions of 1995 dollars)

1960 1965 1970 1975 1980 1985 1990 1993 1994 1995

ASSETS

Publicly owned physical assets:
Structures and Equipment ...................................... 2.0 2.3 2.8 3.4 3.7 3.7 3.9 4.0 4.0 4.1

Federally owned or financed ............................. 1.1 1.2 1.3 1.3 1.4 1.5 1.6 1.6 1.6 1.6
Federally owned ............................................ 1.0 1.0 1.0 0.9 0.8 0.9 1.0 1.0 1.0 1.0
Grants to State & Local ................................ 0.1 0.2 0.2 0.4 0.5 0.5 0.6 0.6 0.6 0.6

Funded by State and local Governments ......... 0.9 1.1 1.5 2.1 2.4 2.2 2.3 2.4 2.4 2.5
Other Federal assets .............................................. 0.7 0.7 0.6 0.9 1.4 1.4 1.1 0.9 0.9 0.9

Subtotal ...................................................... 2.7 3.0 3.5 4.3 5.2 5.1 5.0 4.9 4.9 4.9
Privately Owned Physical Assets:

Reproducible Assets ............................................... 5.4 6.2 7.9 10.2 13.0 13.6 15.0 15.3 15.8 16.2
Residential Structures ........................................ 1.9 2.2 2.7 3.6 4.9 4.9 5.4 5.7 5.9 6.1
Nonresidential Plant and equipment ................. 1.9 2.3 3.0 4.0 5.0 5.6 6.0 6.0 6.1 6.3
Inventories .......................................................... 0.7 0.7 0.9 1.1 1.3 1.2 1.3 1.2 1.2 1.3
Consumer Durables ........................................... 0.9 1.0 1.3 1.5 1.7 1.9 2.3 2.4 2.5 2.6

Land ........................................................................ 1.9 2.3 2.6 3.4 5.1 5.9 5.9 4.5 4.5 4.4

Subtotal ...................................................... 7.3 8.5 10.5 13.6 18.1 19.4 20.9 19.8 20.3 20.7
Education Capital:

Federally Financed ................................................. 0.1 0.1 0.2 0.3 0.4 0.5 0.7 0.8 0.8 0.8
Financed from Other Sources ................................ 6.1 7.9 10.6 12.3 15.0 18.1 22.8 25.0 25.9 26.7

Subtotal ...................................................... 6.1 8.0 10.8 12.6 15.4 18.6 23.5 25.8 26.7 27.5
Research and Development Capital:

Federally Financed R&D ........................................ 0.2 0.3 0.5 0.5 0.6 0.7 0.8 0.8 0.8 0.9
R&D Financed from Other Sources ...................... 0.1 0.2 0.3 0.4 0.4 0.6 0.8 0.9 1.0 1.0

Subtotal ...................................................... 0.3 0.5 0.7 0.9 1.0 1.3 1.6 1.8 1.8 1.9

Total assets ......................................... 16.5 20.1 25.5 31.3 39.7 44.4 51.0 52.3 53.7 55.0
LIABILITIES:

Net Claims of Foreigners on U.S. ......................... (0.2) (0.2) (0.2) (0.2) (0.5) (0.2) 0.3 0.6 0.7 0.9

Balance ................................................. 16.7 20.3 25.7 31.5 40.2 44.6 50.7 51.7 52.9 54.1
Per capita (thousands of 1995 dollars) ..................... 92.2 104.4 125.5 145.8 176.1 186.5 202.1 199.7 202.6 205.1

ADDENDA:

Total Federally funded capital ................................ 2.1 2.3 2.6 3.0 3.8 4.1 4.2 4.1 4.1 4.1
Percent of national wealth ..................................... 12.3 11.3 10.2 9.5 9.4 9.1 8.2 8.0 7.8 7.6

8 R&D depreciates in the sense that the economic value of applied research and develop-
ment tends to decline with the passage of time which leads to movement in the technological
frontier.

Research and Development Capital
Research and Development can also be thought of

as an investment, because R&D represents a current
expenditure for which there is a prospect of future re-
turns. After adjusting for depreciation, the flow of R&D
investment can be added up to provide an estimate
of the current R&D stock.8 That stock is estimated
to have been about $1.9 trillion in 1995. Although this
is a large amount of research, it is a relatively small
portion of total National wealth. About half of this stock
was funded by the Federal Government.

Liabilities
When considering the debts of the Nation as a whole,

the debts that Americans owe to one another cancel
out. This does not mean they are unimportant. The
buildup in debt largely owed to other Americans was
partly responsible for the sluggishness of the recovery

from the 1990–1991 recession in its early stages. In-
deed, the debt explosion in the 1980s may have helped
to bring on the recession in the first place.

However, these debts do not belong on the national
balance sheet. If they were included, there would have
to be offsetting entries. Only the net debt that is owed
to foreigners belongs on the national balance sheet.
America’s foreign debt has been increasing rapidly in
recent years, as a consequence of the U.S. trade deficit,
but the size of this debt is small compared with the
total stock of assets. It amounted to about 11⁄2 percent
of the total in 1995.

Most of the Federal debt held by the public is owned
by Americans, so it does not appear in Table 2–4. Only
that portion of the Federal debt held by foreigners is
included. Even so, it is of interest to compare the imbal-
ance between Federal assets and liabilities with na-
tional wealth. The Government will have to service the
debt or repay it, and its ability to do so without disrupt-
ing the economy will depend in part on the wealth
of the private sector. Currently, the Federal net asset
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imbalance, as estimated in Table 2–1, amounts to about
51⁄2 percent of total U.S. wealth as shown in Table
2–4.

Trends in National Wealth

The net stock of wealth in the United States at the
end of 1995 was about $55 trillion. Since 1980 it has
increased in real terms at an annual rate of 2.2 percent
per year—about half the 4.5 percent rate it averaged
from 1960 to 1980. (All comparisons are in terms of
constant 1995 dollars.) Public capital formation slowed
down markedly between the two periods. The real value
of the net stock of publicly owned physical capital was
actually lower in 1995 than in 1980—$4.9 trillion ver-
sus $5.1 trillion in the earlier year. Since 1980, Federal
grants to State and local governments for capital
projects have grown less rapidly, while capital funded
directly by State and local governments has grown at
an average rate of only 0.1 percent per year.

Private capital formation in physical assets has also
grown more slowly since 1980. The net stock of
nonresidential plant and equipment grew 1.6 percent
per year from 1980 to 1995 compared with 4.9 percent
in the 1960s and 1970s, and the stock of business in-
ventories actually declined. Overall, the stock of pri-
vately owned physical capital grew at an average rate
of just 0.9 percent per year between 1980 and 1995.

The accumulation of education capital, as measured
here, also slowed down in the 1980s, but not nearly
as much. It grew at an average rate of 4.7 percent
per year in the 1960s and 1970s, about the same as
the average rate of growth in private physical capital
during the same period. Since 1980, education capital
has grown at a 4.4 percent annual rate. This reflects
the extra resources devoted to schooling in this period,
and the fact that such resources were rising in relative
value. R&D stocks have grown at about the same rate
as education capital since 1980.

Other Federal Influences on Economic Growth

Many Federal policies have contributed to the slow-
down in capital formation shown here. Federal invest-
ment policies obviously were important, but the Federal
Government also contributes to wealth in ways that
cannot be easily captured in a formal presentation.
Monetary and fiscal policies affect the rate and direc-
tion of capital formation. Regulatory and tax policies
affect how capital is invested, as do the Federal Govern-
ment’s credit assistance policies.

One important channel of influence is the Federal
budget deficit, which determines the size of the Federal
Government’s borrowing requirements. Smaller deficits
in the 1980s would have resulted in a smaller gap
between Federal liabilities and assets than is shown
in Table 2–1. It is also likely that, had the $3 trillion
in added Federal debt since 1980 been avoided, a sig-
nificant share of these funds would have gone into pri-
vate investment. National wealth might have been 2
to 4 percent larger in 1995 had fiscal policy avoided
the buildup in the debt.

Social Indicators

There are certain broad responsibilities that are
unique to the Federal Government. Especially impor-
tant are the Government’s role in fostering healthy eco-
nomic conditions, promoting health and social welfare,
and protecting the environment. Table 2–5 offers a
rough cut of information that can be useful in assessing
how well the Federal Government has been doing in
promoting these general objectives.

The indicators shown here are only a limited subset
drawn from the vast array of data available on condi-
tions in the United States. In choosing indicators for
this table, priority was given to measures that were
consistently available over an extended period. Such
indicators make it easier to draw valid comparisons
and evaluate trends. In some cases, however, this
meant choosing indicators with significant limitations.

The individual measures in this table are influenced
in varying degrees by many Government policies and
programs, as well as by external factors beyond the
Government’s control. They are not outcome indicators,
because they do not measure the direct results of Gov-
ernment activities, but they do provide a quantitative
measure of the progress or lack of progress in reaching
some of the ultimate values that Government policy
is intended to promote.

Such a table can serve two functions. First, it high-
lights areas where the Federal Government might need
to modify its current practices or consider new ap-
proaches. Where there are clear signs of deteriorating
conditions, corrective action might be appropriate. Sec-
ond, the table provides a context for evaluating other
data on Government activities. For example, Govern-
ment actions that weaken its own financial position
may be appropriate when they promote a broader social
objective.

An example of this occurs during economic recessions
when reductions in tax collections lead to increased
Government borrowing that adds to Federal liabilities.
This deterioration in the Federal balance sheet provides
an automatic stabilizer for the private sector. State
Government, local government and private budgets are
strengthened by allowing the Federal budget to run
a deficit. More stringent Federal budgetary controls
could be used to hold down Federal borrowing during
such periods, but only at the risk of aggravating the
downturn.

The Government cannot avoid making such trade-
offs because of its size and the broad-ranging effects
of its actions. Monitoring these effects and incorporat-
ing them in the Government’s policy making is a major
challenge.

An Interactive Analytical Framework

No single framework can encompass all of the factors
that affect the financial condition of the Federal Gov-
ernment. Nor can any framework serve as a substitute
for actual analysis. Nevertheless, the framework pre-
sented above offers a useful way to examine the finan-
cial aspects of Federal policies. Increased Federal sup-
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Table 2–5. ECONOMIC AND SOCIAL INDICATORS

General categories Specific measures 1960 1965 1970 1975 1980 1985 1990 1991 1992 1993 1994 1 1995

Economic:
Living Standards ........... Real GDP per person (1992 dollars) ............................................ 12,512 14,792 16,521 17,896 20,252 22,345 24,559 24,058 24,447 24,728 25,335 25,591

Average annual percent change ................................................... 0.4 3.4 2.2 1.6 2.5 2.0 1.9 –2.0 1.6 1.2 2.5 1.0
Median family income (1994 dollars):

All families .................................................................................. 25,866 30,147 35,407 36,177 37,857 38,200 40,087 39,105 38,632 37,905 38,782 NA
Married couple families ............................................................. 27,030 31,482 37,735 39,204 41,671 42,835 45,237 44,607 44,249 44,106 44,959 NA
Female householder, no husband present ............................... 13,660 15,305 18,276 18,048 18,742 18,814 19,199 18,163 17,984 17,890 18,236 NA

Income share of middle three quintiles (%) ................................. 54.0 53.9 53.6 53.5 53.4 52.0 51.2 51.4 51.0 43.9 49.0 NA
Poverty rate (%) 2 .......................................................................... 22.2 17.3 12.6 12.3 13.0 14.0 13.5 14.2 14.8 15.1 14.5 NA
Economic security inflation and unemployment:

Civilian unemployment (%) ........................................................ 5.5 4.5 4.9 8.5 7.1 7.2 5.5 6.7 7.4 6.8 6.1 5.6
CPI-U (year over year % change) ............................................ 2.0 1.3 4.3 6.8 8.9 5.5 4.0 4.2 3.0 3.0 2.6 2.8

Employment prospects . Increase in total payroll employment (millions, Dec. to Dec.) ..... –0.5 2.9 –0.5 0.4 0.2 2.5 0.3 –0.9 1.2 2.8 3.5 1.7
Managerial or professional jobs (% of civilian employment) ....... NA NA NA NA 22.2 24.1 26.0 26.5 26.5 27.1 27.5 28.3

Wealth creation ............. Net national saving rate (% of NNP) ............................................ 11.4 13.3 9.3 6.8 7.3 6.2 4.2 4.1 2.7 2.8 3.9 4.7
Innovation ..................... Patents issued to U.S. residents (thous.) ..................................... 42.0 53.6 50.1 51.4 40.8 43.4 53.0 57.8 58.7 61.1 64.2 64.4

Multifactor productivity (average percent change) ........................ 1.1 3.2 1.1 1.3 0.7 0.6 0.3 –1.0 1.4 0.5 0.8 NA
Social:

Families ......................... Children living with a single parent (% of all children) ................ 9.2 10.2 12.9 16.4 18.6 20.2 21.6 22.4 22.8 23.3 23.1 NA
Safe communities ......... Violent crime rate (per 100,000 population) 3 ............................... 160 199 364 482 597 557 732 758 758 746 716 NA

Murder rate (per 100,000 population) ........................................... 5.1 5.1 7.8 9.6 10.2 7.9 9.4 9.8 9.3 9.5 9.0 NA
Juvenile crime (murders per 100,000 persons age 14–17) ......... NA NA NA NA 8.2 7.1 15.8 17.3 17.5 18.6 NA NA

Health and illness ......... Infant mortality (per 1,000 live births) ........................................... 26.0 24.7 20.0 16.1 12.6 10.6 9.2 8.9 8.5 8.4 7.9 NA
Low birthweight (<2,500 gms) babies (%) .................................... 7.7 8.3 7.9 7.4 6.8 6.8 7.0 7.1 7.1 7.2 NA NA
Life expectancy at birth (years) ..................................................... 69.7 70.2 70.8 72.6 73.7 74.7 75.4 75.5 75.8 75.5 75.7 NA
Cigarette smokers (% population 18 and oover) ......................... NA 42.4 39.5 36.4 33.2 30.1 25.5 25.6 26.5 25.0 NA NA
Bed disability days (average days per person) ............................ 6.0 6.2 6.1 6.6 7.0 6.1 6.2 6.5 6.3 6.7 NA NA
National health expenditures (% of GDP) .................................... 5.2 5.8 7.2 8.1 9.0 10.4 12.1 12.8 13.1 13.5 NA NA

Learning ........................ High school graduates (% of population 25 and older) ............... 44.6 49.0 55.2 62.5 68.6 73.9 77.6 78.4 79.4 80.2 80.9 NA
College graduates (% of population 25 and older) ...................... 8.4 9.4 11.0 13.9 17.0 19.4 21.3 21.4 21.4 21.9 22.2 NA
National assessment of educational progress 4.

Mathematics ............................................................................... NA NA NA 304 298 302 305 NA 307 NA NA NA
Science ...................................................................................... NA NA 305 296 283 288 290 NA 294 NA NA NA

Participation .................. Voting for President (% eligible population) ................................. 62.8 NA NA NA 52.6 NA NA NA 55.2 NA NA NA
Voting for Congress (% of eligible population) ............................. 58.5 NA 43.5 NA 47.4 NA 33.1 NA 50.8 NA 36.0 NA
Individual charitable giving per capita (1994 dollars) ................... 199 238 286 304 331 349 427 423 422 419 NA NA

Environment:
Air quality ...................... Population living in counties with ozone levels exceeding the

standard (millions) ..................................................................... NA NA NA NA NA 76 63 70 43 51 50 NA
Water quality ................. Population served by secondary treatment or better (millions) ... NA NA NA NA NA 134 155 157 159 162 164 166

1 Data are preliminary for infant mortality and life expectancy.
2 The poverty rate does not reflect noncash government transfers such as Medicaid or food stamps.
3 Not all crimes are reported, and the fraction that go unreported may have varied over time.
4 Dates shown in table for the national educational assessments are approximate.

port for investment, the reduction in Federal absorption
of saving through deficit reduction, and other Adminis-
tration policies to enhance economic growth are ex-
pected to promote national wealth and improve the fu-

ture financial condition of the Federal Government. As
that occurs, the efforts will be clearly revealed in these
tables.

TECHNICAL NOTE: SOURCES OF DATA AND METHOD OF ESTIMATING

Federally Owned Assets and Liabilities

Assets
Financial Assets: The source of data is the Federal

Reserve Board’s Flow-of-Funds Accounts. Two adjust-
ments were made to these data. First, U.S. Government
holdings of financial assets were consolidated with the
holdings of the monetary authority, i.e., the Federal
Reserve System. Second, the gold stock, which is valued
in the Flow-of-Funds at a constant historical price, is
revalued using the market value for gold.

Physical Assets
Fixed Reproducible Capital: Estimates were devel-

oped from the OMB historical database for physical
capital outlays. The database extends back to 1940 and
was supplemented by data from other selected sources
for 1915–1939. The source data are in current dollars.
To estimate investment flows in constant dollars, it
is necessary to deflate the nominal investment series.
This was done using BEA price deflators for Federal
purchases of durables and structures. These price
deflators are available going back as far as 1940. For
earlier years, deflators were based on Census Bureau
historical statistics for constant price public capital for-
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mation. The capital stock series were adjusted for de-
preciation on a straight-line basis, assuming useful
lives of 46 years for water and power projects; 40 years
for other direct Federal construction; and 16 years for
major nondefense equipment and for defense procure-
ment.

Fixed Nonreproducible Capital: Historical estimates
for 1960–1985 were based on estimates in Michael J.
Boskin, Marc S. Robinson, and Alan M. Huber, ‘‘Gov-
ernment Saving, Capital Formation and Wealth in the
United States, 1947–1985,’’ published in The Measure-
ment of Saving, Investment, and Wealth, edited by Rob-
ert E. Lipsey and Helen Stone Tice (The University
of Chicago Press, 1989).

Estimates were updated using changes in the value
of private land from the Flow-of-Funds Balance Sheets
and in the Producer Price Index for Crude Energy Ma-
terials. The Bureau of Economic Analysis is in the proc-
ess of preparing satellite accounts to accompany the
National Income and Product Accounts that will report
on changes in mineral deposits for the Nation as a
whole, but this work is not yet completed.

Liabilities
Financial Liabilities: The principal source of data is

the Federal Reserve’s Flow-of-Funds Accounts.
Contingent Liabilities: Sources of data are the OMB

Deposit Insurance Model and the OMB Pension Guar-
antee Model. Historical data on contingent liabilities
for deposit insurance were also drawn from the Con-
gressional Budget Office’s study, The Economic Effects
of the Savings and Loan Crisis, issued January 1992.

Pension Liabilities: For 1979–1994, the estimates are
the actuarial accrued liabilities as reported in the an-
nual reports for the Civil Service Retirement System,
the Federal Employees Retirement System, and the
Military Retirement System (adjusted for inflation).
Estimates for the years before 1979 are not actuarial;
they are extrapolations. The estimate for 1994 is a pro-
jection.

Long-Run Budget Projections

The long-run budget projections are based on long-
run demographic and economic projections. A model of
the Federal budget developed at OMB computes the
budgetary implications of this forecast.

Demographic and Economic Projections: For the years
1996–2006 the assumptions are identical to those used
in the budget. As always, these budget assumptions
reflect the President’s policy proposals, in this case that
the budget be balanced. The long-run projections extend
these budget assumptions by holding inflation, interest
rates, and unemployment constant at the levels as-
sumed in the budget for 2006. Population growth and
labor force participation are extended using the inter-
mediate assumptions from the 1995 social security
trustees’ report and Bureau of Labor Statistics projec-
tions. The projected rate of growth for real GDP is
built up from the labor force assumptions and an as-
sumed rate of productivity growth. The assumed rate
of productivity growth is held constant at the average

rate of growth implied by the budget’s economic as-
sumptions. The economic forecast used to project the
budget in the absence of the President’s balanced budg-
et proposals is altered to reflect the higher interest
rates and lower profits that would be expected to pre-
vail under these circumstances.

Budget Projections: For the years 1996–2006, the pro-
jections follow the budget. After 2006, receipts are pro-
jected using simple rules of thumb linking income
taxes, payroll taxes, excise taxes, and other receipts
to projected tax bases derived from the economic fore-
cast. Outlays are computed in different ways. Discre-
tionary spending grows at the rate of inflation. Social
security, Medicare, and Federal pension outlays are
projected using the most recent actuarial forecasts
available at the time the budget was prepared (April
1995 for social security). These projections are repriced
using Administration inflation assumptions. Other enti-
tlement programs are projected based on rules of thumb
linking program spending to elements of the economic
and demographic forecast such as the poverty rate.

National Balance Sheet Data

Publicly Owned Physical Assets: Basic sources of data
for the federally owned or financed stocks of capital
are the investment flows computed by OMB from the
budget database. Federal grants for State and local
Government capital were added together with adjust-
ments for inflation and depreciation in the same way
as described above for direct Federal investment. Data
for total State and local Government capital come from
the capital stock data prepared by the BEA.

Privately Owned Physical Assets: Data are from the
Flow-of-Funds national balance sheet. Preliminary esti-
mates for 1995 were prepared based on net investment
from the National Income and Product Accounts.

Education Capital: The stock of education capital is
computed by valuing the cost of replacing the total
years of education embodied in the U.S. population 16
years of age and older at the current cost of providing
schooling. The estimated cost includes both direct ex-
penditures in the private and public sectors and an
estimate of students’ forgone earnings, i.e., it reflects
the opportunity cost of education.

For this presentation, Federal investment in edu-
cation capital is a portion of the Federal outlays in-
cluded in the conduct of education and training. This
portion includes direct Federal outlays and grants for
elementary, secondary, and vocational education and
for higher education. The data exclude Federal outlays
for physical capital at educational institutions and for
research and development conducted at colleges and
universities because these outlays are classified else-
where as investment in physical capital and investment
in R&D capital. The data also exclude outlays under
the GI Bill; outlays for graduate and post-graduate edu-
cation spending in HHS, Defense and Agriculture; and
most outlays for vocational training.

Data on investment in education financed from other
sources come from educational institution reports on
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the sources of their funds, published in U.S. Depart-
ment of Education, Digest of Education Statistics. Edu-
cation capital is assumed not to depreciate, but to be
retired when a person dies. An education capital stock
computed using this method with different source data
can be found in Walter McMahon, ‘‘Relative Returns
To Human and Physical Capital in the U.S. and Effi-
cient Investment Strategies,’’ Economics of Education
Review, Vol. 10, No. 4, 1991. The method is described
in detail in Walter McMahon, Investment in Higher
Education, 1974.

Research and Development Capital: The stock of R&D
capital financed by the Federal Government was devel-
oped from a database that measures the conduct of
R&D. The data exclude Federal outlays for physical
capital used in R&D because such outlays are classified
elsewhere as investment in federally financed physical
capital. Nominal outlays were deflated using the GDP
deflator to convert them to constant dollar values.

Federally funded capital stock estimates were pre-
pared using the perpetual inventory method in which
annual investment flows are cumulated to arrive at
a capital stock. This stock was adjusted for depreciation
by assuming an annual rate of depreciation of 10 per-
cent on the outstanding balance for applied research
and development. Basic research is assumed not to de-
preciate. The 1993 Budget contains additional details
on the estimates of the total federally financed R&D
stock, as well as its national defense and nondefense

components (see Budget for Fiscal Year 1993, January
1992, Part Three, pages 39–40).

A similar method was used to estimate the stock
of R&D capital financed from sources other than the
Federal Government. The component financed by uni-
versities, colleges, and other nonprofit organizations is
based on data from the National Science Foundation,
Surveys of Science Resources. The industry-financed
R&D stock component is from that source and from
the U.S. Department of Labor, The Impact of Research
and Development on Productivity Growth, Bulletin
2331, September 1989.

Experimental estimates of R&D capital stocks have
recently been prepared by BEA. The results are de-
scribed in ‘‘A Satellite Account for Research and Devel-
opment,’’ Survey of Current Business, November 1994.
These BEA estimates are lower than those presented
here primarily because BEA assumes that the stock
of basic research depreciates, while the estimates in
Table 2–4 assume that basic research does not depre-
ciate. BEA also assumes a slightly higher rate of depre-
ciation for applied research and development, 11 per-
cent, compared with the 10 percent rate used here.

Social Indicators

The main sources for the data in this table are the
Government statistical agencies. Generally, the data
are publicly available in the President’s annual Eco-
nomic Report and the Statistical Abstract of the United
States.
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1. ECONOMIC ASSUMPTIONS

Introduction

The economy is in excellent health. Not only are cur-
rent conditions favorable, but they provide a solid foun-
dation for continued economic progress. During the last
two years, the economy achieved the often elusive ‘‘soft
landing.’’ Real economic growth slowed from the
unsustainable 3.5 percent of 1994 to an average of 2
percent per year—close to the Administration’s 2.3 per-
cent estimate of the economy’s potential growth rate.
This occurred without an increase in the unemployment
rate. Indeed, during this time, 4.8 million new jobs
were created—enough new jobs to absorb all the new
entrants into the labor force and raise the employment/
population ratio to record levels. Inflation, meanwhile,
has been low and relatively stable. In financial mar-
kets, interest rates at the end of 1996 were lower than
two years ago, and the Dow Jones Industrial average
gained 72 percent during 1995–1996.

The Administration projects real growth to continue
during the next two years at the same rate as that
of the past two years—2.0 percent. This will be enough
growth to create millions more new jobs, while holding
the unemployment rate close to its current level.
Growth of demand is not projected to put in jeopardy
the success achieved in the last four years in controlling
inflation. Passage of the President’s balanced budget
plan is expected to bring interest rates down further.

Beyond 1998, the economic assumptions represent an-
ticipated trends rather than a precise cyclical pattern.
Assuming that the deficit continues on a path toward
balance in 2002, potential growth on average is ex-
pected to be slightly faster than in recent years, unem-
ployment and inflation are expected to remain low, and
interest rates are likely to continue to decline as the
budget approaches balance.

Most private forecasters also share a favorable view
of the economic outlook. The most recent Blue Chip
consensus forecast, an average of 50 private forecasts,
also calls for real GDP growth to average 2.0 percent
through 1998 and to pick up a bit thereafter. The con-
sensus expects inflation and unemployment to remain
low through 2002. However, the consensus expects in-
terest rates to hold at around current levels, rather
than decline as in the Administration’s projection. This
difference is probably due to differences in fiscal policy
assumptions. The Administration assumes that a credi-
ble balanced budget agreement will be reached this
year and fully implemented in the coming years. If
private sector forecasters based their projections on this
fiscal policy assumption, they too would likely project
a downward trend for interest rates. The broad similar-
ity between these private sector forecasts and the Ad-
ministration’s assumptions indicates that the assump-

tions provide a reasonable, prudent basis for projecting
the budget.

The business cycle expansion that began in April
1991 has already outlasted all but three of the previous
20 expansions during this century. If the expansion
continues through December 1998, it will become the
century’s longest peacetime expansion. If it continues
14 months beyond that date, through February 2000,
it will surpass even the record of 106 months set by
the 1960s expansion. With inflation under control, in-
comes and employment on the rise, consumer and busi-
ness confidence high, interest rates trending down, and
fiscal and monetary policy supporting noninflationary
growth, this expansion certainly has the potential to
enter the record books.

This chapter begins with a review of recent develop-
ments, followed by a discussion of two important statis-
tical issues involving the measurement of real growth
and inflation that are relevant to understanding recent
trends. Next, the Administration’s projections are pre-
sented and compared with those of the Congressional
Budget Office (CBO). The chapter concludes with an
analysis of the impact on the projected deficit of
changes in economic assumptions since last year’s budg-
et, and with estimates of the sensitivity of the budget
to changes in economic assumptions.

Fiscal and Monetary Policy

The favorable economic environment currently pre-
vailing and the buoyant outlook reflect the underlying
strength of the American economy when it is supported
by sound fiscal and monetary policies. The Omnibus
Budget Reconciliation Act of 1993 (OBRA93) was in-
tended to set the budget deficit on a sharp downward
path. In 1992, prior to passage of OBRA93, the deficit
hit a postwar record of $290 billion, 4.7 percent of gross
domestic product (GDP). Since then, the deficit has
shrunk in every year. In 1996, the deficit was only
$107 billion, the lowest level in 15 years and just 1.4
percent of GDP. The last time the deficit share was
this low was over two decades ago. Special factors
added to the deficit’s decline in 1996, and without those
special factors in 1997, the deficit is expected to in-
crease modestly. However, if the President’s budget is
adopted, the deficit will resume its downward trend
in 1998.

The Administration originally estimated that
OBRA93 would reduce deficits during 1994–98 by a
cumulative total of $505 billion. The budget and the
economy have far outperformed the projections made
in 1993. It now seems likely that the cumulative deficit
reduction through 1998, even without the further deficit
reductions proposed in this budget, will be around $924
billion.
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The lower deficit path contributed greatly to the
economy’s soft landing in 1995–1996. It enabled interest
rates to decline, rather than rise—as has often occurred
at similar stages of past business cycles. Lower interest
rates, in turn, have helped propel the stock market,
thereby lowering businesses’ cost of capital and boosting
household wealth. Lower interest rates have stimulated
business investment in new plant and equipment and
household interest-sensitive purchases of durable goods
and new homes. The ensuing boost to business and
household demand created new jobs and raised incomes
as the economy continued to grow neither too fast nor
too slowly. It also increased the Nation’s productive
capacity, and helped productivity to grow faster—there-
by providing protection against future inflation.

Monetary policy helped to engineer the soft landing
by acting preemptively to prevent inflation from picking
up as the economy approached its potential output. In
the past, when the economy approached capacity, exces-
sive demands in labor and product markets often
pushed it beyond the noninflationary limits. The ensu-
ing strains caused inflation to accelerate, and forced
the monetary authorities to tighten policy and precipi-
tate a recession.

In this expansion, however, monetary policy tight-
ened in 1994 and early 1995, when the economy was
growing rapidly but before inflationary pressures had
yet appeared. During 1995 and early 1996, as the pace
of economic activity slowed and incipient inflationary
pressures waned, the Federal Reserve gradually relaxed
monetary policy to support economic growth. The last
move in this direction occurred in January 1996 when
the Federal Open Market Committee reduced the fed-
eral funds rate 1⁄4 percentage point to 51⁄4 percent. Dur-
ing the past year, as the soft landing became evident,
the Federal Reserve kept monetary policy unchanged.

The stability of monetary policy since January 1996
helped maintain short-term interest rates at relatively
stable levels. The 3–month Treasury bill rate has been
on a plateau near 5 percent. Long-term rates have been
more volatile, moving up as the pace of activity quick-
ened in the spring and down as the economy slowed
in the second half of the year. During the first six
months of the year, the 10–year Treasury bond yield
rose 11⁄4 percentage points to 7 percent in June. By
the end of the year, however, the rate was 6.3 percent.
Although higher than at the end of 1995, that rate
was still 11⁄2 percentage points lower than two years
earlier, and very low by historical standards for periods
with similar unemployment and economic growth.

Recent Developments

Real Growth: The economy expanded an estimated
2.8 percent over the four quarters of last year, up from
the 1.3 percent pace of the prior year. Several impor-
tant but transitory factors restrained growth around
the start of 1996. The Federal Government was par-
tially shut down twice by budgetary disputes between
the Administration and Congress. In addition, a severe
January blizzard paralyzed business activity on the

East Coast; and in March, motor vehicle production
was sharply curtailed by a strike at General Motors,
the Nation’s largest automaker. In the second quarter,
however, the economy grew at nearly a 5 percent an-
nual rate as it made up for the earlier losses of output
and sales. In the second half of the year, the pace
of economic activity moderated.

The fastest-growing component of GDP last year was
business fixed investment, which was up at a double-
digit pace during the first three quarters of the year.
Outsized advances in spending on computers and other
information processing equipment continued to lead the
way, but businesses also boosted their outlays for other
types of equipment and structures. During the past
two years, business investment has been propelled by
a need to reduce costs in competitive world markets,
and also to expand capacity as the economy operated
close to its potential, leaving little excess capacity to
exploit. During 1995–1996, industrial capacity grew by
4 percent annually, up from the 21⁄2-percent average
of the prior three years. Business inventory investment
also contributed to GDP growth last year, especially
in the third quarter. A pick-up in final sales in the
fourth quarter kept inventories in line with sales.

The expansion was also supported by the household
sector’s willingness and ability to purchase big-ticket
durable goods and homes. Consumer confidence rose
during the year, and by the second half was at its
highest level in years. Expanding employment and in-
come and a booming stock market provided consumers
with the wherewithal to spend. Over the first three
quarters of the year, consumer spending rose at a 21⁄2-
percent annual rate, led by durable goods purchases.
New home sales during the first 11 months of the year
reached the highest level in 17 years, helping to push
housing starts to the highest level in eight years. The
residential investment component of GDP increased at
a 6 percent annual rate over the first three quarters
of the year.

Even the government sector contributed modestly to
growth last year. Over the first three quarters, Federal
Government consumption and gross investment rose at
a 4 percent annual rate. All of the growth, however,
was attributable to a catch-up for the lost activity dur-
ing the shutdowns in the fourth quarter of 1995. By
the third quarter of 1996, the Federal component of
GDP was lower than a year earlier. State and local
governments’ consumption and gross investment rose
at a 21⁄4 percent rate over the first three quarters of
1996, about the same pace as during 1995. State and
local government finances have benefited from the long
expansion, which has boosted revenues.

The foreign sector was the main restraint on GDP
growth last year. During the first three quarters, net
exports of goods and services slowed growth by 1 per-
centage point. The wider trade deficit reflected the
stronger growth of domestic demand in the U.S. than
in several of our trading partners.

Labor Markets: During 1996, nearly 2.6 million new
jobs were created, bringing the total since this Adminis-
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tration came into office in January 1993 to 11.2 million.
Almost all the new jobs added last year were in the
private sector, primarily in service industries. Manufac-
turing payrolls shrank for the second consecutive year.
The availability of jobs throughout the country provided
the incentive for more people to enter the labor force
and to find work. By the fourth quarter of 1996, both
the labor force participation rate and the employment/
population ratio had reached their highest levels in the
postwar period.

The unemployment rate last year averaged 5.4 per-
cent, the lowest level since 1989. By the end of the
year, 32 States had unemployment rates of 5 percent
or less. Unemployment rates were 4 percent or less
in States with the tightest labor markets. Even areas
of the country that had lagged behind in job creation
earlier in the recovery experienced favorable job mar-
kets and the lowest unemployment rates in years. By
the end of 1996, almost all demographic groups enjoyed
lower unemployment rates than a year earlier.

Inflation: Despite the low unemployment rate last
year, inflation remained under control. The broadest
measure of inflation, the GDP chain-weighted price
index, rose at just a 2.2 percent annual rate during
the first three quarters, down from 2.5 percent during
1995. As for consumer prices, core inflation measured
by the Consumer Price Index excluding food and energy
increased only 2.6 percent during 1996, the slowest rise
since 1965. The overall Consumer Price Index rose 3.3
percent last year, mainly because of sharp increases
in energy prices. These are not expected to be repeated
in 1997.

The low inflation rate was made possible by a mod-
erate growth of labor compensation. The most com-
prehensive measure of labor compensation, the Employ-
ment Cost Index (ECI), rose just 2.8 percent during
the most recent 12 months, virtually the same as it
did during the previous year. This is the smallest rise
since the series began in 1981. The ECI is composed
of both benefits and wages. In recent years, benefit
costs have slowed substantially. Firms have been able
to rein in health insurance costs thanks to innovations
in health care delivery, and have also been able to
reduce their contributions to retirement programs be-
cause of booming equity markets. Cash wages, however,
increased more rapidly in the past year. This is consist-
ent with the results of most studies that reveal that
there is a trade-off between benefits and cash wages.
Savings in benefit costs eventually are passed on to
workers in the form of higher cash wages.

The favorable inflation performance last year sheds
new light on the key question for monetary policy:
What is the current threshold level of unemployment
below which inflation tends to accelerate (and above
which it decelerates)? This threshold has been called
NAIRU—for ‘‘nonaccelerating inflation rate of unem-
ployment.’’ For much of the 1980s, the consensus was
that NAIRU was in the neighborhood of 6 percent. This
estimate proved to be consistent with the experience

of 1987–1990, when inflation increased as unemploy-
ment fell below 6 percent.

A 6 percent estimate of NAIRU, however, is not con-
sistent with the experience since 1994. Last year, un-
employment averaged 5.4 percent. If NAIRU was 6 per-
cent, inflation should have risen; instead it declined,
as measured by the GDP chain-weighted price index
and by the core CPI. In light of recent experience, it
is likely that NAIRU is now well below 6 percent. In
the 1997 Budget, the Administration had assumed
NAIRU was 5.7 percent; in this Budget, NAIRU is as-
sumed to be 5.5 percent, in part because of the mod-
erate inflation experienced last year.

A decline in NAIRU in recent years can be attributed
to three factors. First, the aging of the baby boomers
has shifted the composition of the labor force towards
groups that have lower unemployment rates. To achieve
the same degree of labor market tightness in 1996 as
a decade earlier would now require a lower overall un-
employment rate. Second, heightened competition in
product and labor markets may have made businesses
less able to raise their prices, and workers more cau-
tious in seeking wage gains. Finally, for much of the
1970s and early 1980s, wage demands appear to have
been based on unrealistic expectations of productivity
growth that did not incorporate the productivity slow-
down that began in 1974. Because of these demands,
the level of NAIRU consistent with stable inflation was
higher. By 1996, however, the wage and productivity
relationship was in better balance.

Statistical Issues

Serious questions have been raised recently about
whether real GDP accurately measures the economy’s
growth and whether the CPI accurately measures infla-
tion.

Real Growth: In the past two years, a wide and
growing discrepancy has developed between growth
measured by the change in output (the familiar real
GDP) and growth measured by the increase in real
income (real Gross Domestic Income). In the two years
ending in the third quarter of 1996, the most recent
data available, real GDP rose at an average annual
rate of 2.1 percent. Growth measured by real Gross
Domestic Income (GDI), however, was up at a more
rapid 3.1 percent rate. In the third quarter of 1996,
the discrepancy had widened to 2.1 percentage points:
GDP was up at a 2.1 percent annual rate, but GDI
was up at a 4.2 percent pace.

In an ideal world, the two measures would be equal.
In reality, they always differ because of inconsistencies
and gaps in source data. The differences, however, have
rarely been as large as they are now. The difference
between the output and income measures is called the
statistical discrepancy; it was nearly $100 billion in
the third quarter of 1996—a record 1.3 percent of nomi-
nal GDP.

The divergent readings during the last two years
make it difficult to ascertain how fast the economy
has grown and where the economy is with respect to
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potential output. There are three reasons, however, for
believing that the output measure of growth may be
an underestimate.

• First, Treasury receipts during 1996 came in
strong. While some of this may be due to capital
gains receipts spurred by the booming stock mar-
ket, which are not included in the national ac-
counts measures, some may also be from taxes
levied on economic activity that is not showing
up on the output side (that is, GDP). The receipts
growth is less puzzling in light of the higher in-
come-side measure.

• Second, with GDP growth in the neighborhood of
a 2.0 percent annual rate during the past two
years, the unemployment rate might have been
expected to have held steady or even risen slight-
ly. Instead, it fell 0.3 percentage point, which is
more consistent with the growth rate measured
from the income side.

• Third, growth rates closer to the higher income-
side reading would mean that productivity growth
was also stronger than reported and unit labor
cost growth less than reported. That more favor-
able scenario fits better with the subdued inflation
experienced last year.

The incorporation of new source data in the forthcom-
ing July benchmark revisions to the National Income
and Product Accounts may narrow the difference be-
tween the output and income sides. On the other hand,
the difference is so large that even after the benchmark
there may still be considerable uncertainty about the
pace of economic activity in recent years.

Inflation: In December, the Advisory Commission to
Study the Consumer Price Index, appointed by the Sen-
ate Finance Committee and led by Michael Boskin,
former Chairman of the Council of Economic Advisers,
reported its finding that the Consumer Price Index for
urban consumers (CPI-U), compiled by the Bureau of
Labor Statistics (BLS), overestimates annual changes
in the cost of living by 1.1 percentage points. The Com-
mission’s findings were controversial. Although there
is a widely shared view that problems in calculating
the CPI may give it an upward bias, there is far less
agreement over the size of the bias and over the prac-
tical steps that should be taken to remedy it.

The BLS continually tests the CPI and regularly
makes improvements in it when problems are discov-
ered. It has been unable to identify quantitatively more
than a fraction of the bias reported by the Commission.
Recently, BLS has proposed a number of changes in
the way it computes the CPI that are expected to re-
duce measured inflation over the next several years.

The CPI is a ‘‘fixed-weight’’ price index. The market
basket on which it is based consists of about 200 cat-
egories of goods and services which are updated only
once every 10 years or so. Within each of these cat-
egories, however, about one-fifth of the individual items
are replaced each year, so the CPI can keep current
with changing brands and other minor variations in
consumption patterns. Essentially, the CPI measures

how much this market basket costs each month. The
CPI was last updated in 1987 to reflect consumption
patterns in 1982–1984; the next rebasing is scheduled
for January 1998 when 1993–1995 spending patterns
will be used.

The CPI has some long-recognized disadvantages
which are highlighted in the Advisory Commission’s re-
port. In the first place, when relative prices change,
people change their consumption patterns to reduce the
effects of such changes on their living standards; be-
cause it is a fixed-weight index, the CPI misses these
adjustments. And, because it is not based on current
spending patterns, the CPI can miss the introduction
of new products, which often have sharp price declines
early in their life cycle. Also, when consumers switch
from department stores to discount outlets to save
money on name-brand merchandise, the BLS does not
record this as a drop in consumer prices, because the
discount outlets are assumed to provide less service.

The single largest source of bias identified by the
Advisory Commission is insufficient adjustment for
quality changes. Sometimes goods rise in price because
their quality improves; for example, the higher prices
paid today for many medical services may reflect the
higher quality of these services, including a better
chance of survival and less pain or confinement during
treatment. Quality can also decline, of course, and if
such changes are missed then the CPI would under-
state inflation. The BLS attempts to capture the effects
of quality changes where there are reliable measures.
For example, beginning this year, the BLS revised the
way it treats hospital costs to account better for quality
improvements. Most experts acknowledge that the task
of incorporating quality changes into the CPI is quite
difficult.

If the upward bias is as large as the Advisory Com-
mission suggests, recent economic history would have
to be rewritten to reflect the revised inflation estimate.
For example, the decline in real weekly wages over
the past three decades would be reversed if the CPI
has really been overstated consistently by 1.1 percent-
age points per year since 1965. Real economic growth
would also be raised by between 0.5 and 1.0 percentage
points per year. Productivity growth would show a com-
parable increase. These are large changes, and it is
not yet clear whether there is other evidence to support
such wholesale revisions to recent history. This is an-
other reason why the Advisory Commission’s findings
have been controversial.

Because many Federal benefit programs and tax pro-
visions are indexed to the CPI, a lower rate of increase
in the CPI would be helpful to the budget. Limiting
the rate of change in the CPI by 1.1 percentage points
per year compared with the current Administration
forecast would lower the deficit projected in 2002 by
$58 billion, and would reduce the cumulative deficit
between 1997 and 2002 by $145 billion. These figures
indicate how important the CPI is to the budget, but
they are not necessarily a reason for changing the in-
dexing formulas that rely on the CPI. Because the CPI

1998



 

71. ECONOMIC ASSUMPTIONS

Table 1–1. ECONOMIC ASSUMPTIONS 1

(Calendar years; dollar amounts in billions)

Actual
1995

Projections

1996 1997 1998 1999 2000 2001 2002

Gross Domestic Product (GDP):
Levels, dollar amounts in billions:

Current dollars ...................................................................................... 7,254 7,577 7,943 8,313 8,717 9,153 9,610 10,087
Real, chained (1992) dollars ................................................................ 6,743 6,901 7,056 7,197 7,355 7,525 7,699 7,877
Chained price index (1992 = 100), annual average ............................ 107.6 109.9 112.7 115.7 118.7 121.8 125.0 128.2

Percent change, fourth quarter over fourth quarter:
Current dollars ...................................................................................... 3.8 5.0 4.6 4.7 5.0 5.0 5.0 5.0
Real, chained (1992) dollars ................................................................ 1.3 2.8 2.0 2.0 2.3 2.3 2.3 2.3
Chained price index (1992 = 100) ........................................................ 2.5 2.3 2.5 2.6 2.6 2.6 2.6 2.6

Percent change, year over year:
Current dollars ...................................................................................... 4.6 4.5 4.8 4.7 4.9 5.0 5.0 5.0
Real, chained (1992) dollars ................................................................ 2.0 2.3 2.2 2.0 2.2 2.3 2.3 2.3
Chained price index (1992 = 100) ........................................................ 2.5 2.2 2.5 2.6 2.6 2.6 2.6 2.6

Incomes, billions of current dollars:
Corporate profits before tax ................................................................. 599 652 676 714 757 796 816 849
Wages and salaries ............................................................................. 3,431 3,628 3,808 3,982 4,168 4,374 4,590 4,810
Other taxable income 2 ......................................................................... 1,532 1,612 1,684 1,748 1,809 1,882 1,967 2,068

Consumer Price Index (all urban): 3

Level (1982–84 = 100), annual average .............................................. 152.5 156.9 161.2 165.5 170.0 174.6 179.3 184.1
Percent change, fourth quarter over fourth quarter ............................ 2.7 3.1 2.6 2.7 2.7 2.7 2.7 2.7
Percent change, year over year .......................................................... 2.8 2.9 2.7 2.7 2.7 2.7 2.7 2.7

Unemployment rate, civilian, percent:
Fourth quarter level .............................................................................. 5.5 5.3 5.4 5.6 5.5 5.5 5.5 5.5
Annual average .................................................................................... 5.6 5.4 5.3 5.5 5.5 5.5 5.5 5.5

Federal pay raises, January, percent:
Military ................................................................................................... 2.6 2.6 3.0 2.8 3.0 3.0 3.0 3.0
Civilian 4 ................................................................................................ 2.6 2.4 3.0 2.8 NA NA NA NA

Interest rates, percent:
91–day Treasury bills 5 ......................................................................... 5.5 5.0 5.0 4.7 4.4 4.2 4.0 4.0
10–year Treasury notes ....................................................................... 6.6 6.5 6.1 5.9 5.5 5.3 5.1 5.1

NA = Not Available.
1 Based on information available as of mid-November 1996.
2 Rent, interest, dividend and proprietor’s components of personal income.
3 CPI for all urban consumers. Two versions of the CPI are now published. The index shown here is that currently used, as required by law, in calculating automatic adjustments to individual in-

come tax brackets. Projections reflect scheduled changes in methodology.
4 Overall average increase, including locality pay adjustments. Percentages to be proposed for years after 1998 have not yet been determined.
5 Average rate (bank discount basis) on new issues within period.

is important to the budget and to a wide variety of
private contracts, any changes made to this index need
to be studied carefully and justified thoroughly.

While the Advisory Commission has recommended
changes in technical practices at BLS that might be
expected to reduce the bias in the CPI, the actual ef-
fects of these changes remain to be determined. More-
over, the recommended procedures would require data
that are not currently available in time for the monthly
production of the CPI. In preparing its report, the Advi-
sory Commission relied heavily on retrospective data
that are unavailable when the CPI is actually produced.
Other gaps in the data were filled by the informed
judgements of its authors. This is a common practice
in academic studies, and it is appropriate in that con-
text, but it would be questionable in a Federal statis-
tical series that must be based on objective data.

The technical experts at BLS, who have a long re-
search tradition that has exposed weaknesses in the
CPI in the past and provided remedies for them, will
continue the scheduled sequence of improvements while
continuing to refine the estimates of other possible bi-

ases. Improvements in procedures for hospital costs in
January of 1997 will likely reduce measured inflation;
and updating the CPI market basket in 1998 can be
expected to lower reported inflation by bringing the
market basket weights more in line with current experi-
ence.

All observers agree that the Nation needs the best
possible measure for the cost of living. No change will
be made to the CPI that is not technically appropriate
for the better measurement of living costs.

Economic Projections

Key assumptions: The economic projections underly-
ing this budget are summarized in Table 1–1. They
are based on the crucial assumption that the budget
will be adopted. If it is, the deficit will be progressively
reduced until the budget achieves a surplus by 2002.
Deficit reduction is expected to continue to foster the
favorable macroeconomic environment experienced in
recent years. Interest rates would come down and pri-
vate sector investment would continue to grow, without
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any buildup of inflationary pressures. This would allow
interest rates to decline without igniting inflation.

Real GDP and unemployment: Over the next two
years, real GDP is expected to rise 2.0 percent annu-
ally, close to the rate of the past two years. During
1999–2002, the pace of growth is expected to quicken
to 2.3 percent annually—the Administration’s estimate
of the economy’s potential growth rate. As in recent
years, the fastest growing component of GDP is likely
to be business fixed investment, stimulated by the fall
in interest rates. Federal consumption and gross invest-
ment is projected to decline as the budget moves to-
wards balance. The net export component of GDP is
expected to move from deficit to surplus as the Federal
deficit shrinks, and there is less need for capital from
abroad to support domestic investment.

The faster GDP growth in the outyears is due to
an expected boost in trend productivity growth that
is likely to accompany higher rates of investment. Pro-
ductivity growth is projected to average 1.2 percent per
year during the next seven years. By way of reference,
from the last cyclical peak in the third quarter of 1990
to the third quarter of 1996, productivity growth was
0.9 percent per year measured from the output side
and 1.2 percent measured from the income side.

Potential GDP growth can be decomposed into the
trend growth of productivity (1.2 percent) and the
growth of the labor force. The Administration’s projec-
tion assumes that the working age population will grow
1.0 percent annually during the next seven years, and
the labor force participation rate will edge up 0.1 per-
cent per year. This labor force projection assumes that
the trends of the past six years will continue, which
represents a significant break with experience in
1974–1990 when both population and labor force par-
ticipation were growing more rapidly. With the baby
boom generation well into its working years, and both
the labor force participation rate and the employment/
population ratio already at record levels, it is prudent
to project continued but slower growth of the work force
in the future.

The real GDP growth projection of 2.0 percent during
the next two years is consistent with a slight rise in
the unemployment rate, edging up from the 5.4 percent
average of last year to 5.5 percent by 1998. Thereafter,
real growth is expected to be at the potential growth
rate, implying that the unemployment rate would re-
main stable.

Inflation: With projected unemployment close to or
at NAIRU throughout the budget forecast, inflation is
expected to remain steady. The GDP chain-weighted
price index is projected to stay on a plateau of 2.6
percent annual growth. The CPI is expected to grow
2.7 percent per year in almost every year, slightly slow-
er than the 3.3 percent actual for 1996. The CPI would
continued to grow about 3.0 percent during 1997–1998
if not for methodological improvements already insti-
tuted or planned by the Bureau of Labor Statistics.

These are expected to trim the annual growth of the
CPI by about 0.3 percentage point.

Interest rates: Short- and long-term interest rates
are expected to decline as a result of the passage of
the Administration’s budget proposals, which will re-
duce the Government’s demands on credit markets. The
91–day Treasury bill rate is expected to decline steadily
from 5.0 percent at the end of 1996 to 4.0 percent
by 2001 and then hold at that level. The 10–year Treas-
ury bond yield, which was 6.3 percent at the end of
last year, is projected to fall to 5.1 percent by 2001
and remain at that level. With inflation holding steady,
these interest rate projections imply a reduction in real
interest rates to levels seen previously when the Fed-
eral budget was closer to balance.

Incomes: The decline in interest rates is expected
to have important but largely offsetting impacts on the
income of the household sector, a net lender in the
economy, and the corporate sector, a net borrower. The
share of personal interest income of the household sec-
tor in nominal GDP is expected to decline because of
lower rates. On the other hand, the fall in rates will
help keep the share of profits near the historically high
levels that prevailed during 1996. During the first three
quarters of last year, the share of corporate profits be-
fore tax in nominal GDP was the highest since 1979.
The share of wages and salaries in nominal GDP is
projected to remain close to the level of last year.
Aggregate wages and salaries are projected to rise near-
ly 40 percent from 1996 to 2002. After adjustment for
inflation, real wages and salaries are expected to in-
crease 15 percent.

Comparison with CBO

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

• The Administration’s projections always assume
that the President’s policy proposals in the budget
will be adopted in full. Currently, that means the
deficit will be progressively reduced until the
budget achieves a surplus in 2002. In contrast,
CBO normally assumes that current law will con-
tinue to hold; thus, it makes a ‘‘pre-policy’’ projec-
tion. Both last year and this, however, CBO also
presented economic projections based on a fiscal
policy similar to the budget’s.

• Both CBO and the Administration believe that
balancing the Federal budget by 2002 would have
significant macroeconomic effects, especially for in-
terest rates and the distribution of income. The
Administration does not present an explicit esti-
mate of the fiscal dividend in this budget. CBO’s
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Table 1–2. COMPARISON OF ECONOMIC ASSUMPTIONS
(Calendar years)

Projections

1997 1998 1999 2000 2001 2002

Real GDP (chain-weighted) 1:
CBO January 2 ............................................................... 2.1 2.1 2.2 2.2 2.1 2.1
1998 Budget .................................................................. 2.0 2.0 2.3 2.3 2.3 2.3

Chain-weighted GDP Price Index 1:
CBO January 2 ............................................................... 2.4 2.6 2.6 2.6 2.6 2.6
1998 Budget .................................................................. 2.5 2.6 2.6 2.6 2.6 2.6

Consumer Price Index (all-urban) 1:
CBO January 2 ............................................................. 2.9 3.0 3.0 3.0 3.0 3.0
1998 Budget .................................................................. 2.6 2.7 2.7 2.7 2.7 2.7

Unemployment rate 3:
CBO January 2 ............................................................... 5.3 5.6 5.8 5.9 6.0 6.0
1998 Budget .................................................................. 5.3 5.5 5.5 5.5 5.5 5.5

Interest rates 3:
91–day Treasury bills:

CBO January 2 .......................................................... 5.0 5.0 4.6 4.2 3.9 3.9
1998 Budget .............................................................. 5.0 4.7 4.4 4.2 4.0 4.0

10–year Treasury notes:
CBO January 2 .......................................................... 6.2 6.1 5.8 5.5 5.5 5.5
1998 Budget .............................................................. 6.1 5.9 5.5 5.3 5.1 5.1

1 Percent change, fourth quarter over fourth quarter.
2 Economic projections assuming balanced budget policy.
3 Annual averages, percent.

estimates of the dividend show that it is smaller
now than it was a year ago, partly because the
budget is already closer to balance.

• The two sets of projections are often prepared at
different times. The Administration’s projections
must be prepared months ahead of the release
of the budget. Some of the differences in the Ad-
ministration’s and CBO’s near-term forecasts,
therefore, may be due to the availability of more
recent data to CBO; a direct comparison with the
CBO projections is not always meaningful. Timing
differences are much less likely to play an impor-
tant role in any differences in outyear projections,
however.

Table 1–2 presents a summary comparison of the two
sets of projections based on the common assumption
that the deficit will be eliminated by 2002.

• Real GDP: The projections of real GDP growth
are quite similar. The Administration projects that
real GDP will grow at an average rate of 2.2 per-
cent from 1997–2002; CBO projects a 2.1 percent
average growth rate.

• Inflation: Both the Administration and CBO ex-
pect inflation to continue at a slow, steady rate
over the next several years. For the chain-weight-
ed GDP price index, both predict that inflation
will be 2.6 percent yearly beginning in 1998; CBO
expects the annual rate of change in the CPI to
be about one-quarter percentage point higher than
the Administration.

• Unemployment: CBO projects unemployment to
rise from its current level to around 6 percent.
The Administration believes unemployment can

stabilize near its current level without raising the
rate of inflation.

• Interest rates: Both the Administration and CBO
have a similar decline in short-term interest rates.
The Administration, however, projects a slightly
larger drop in long-term rates than does CBO.

• Income distribution: Both CBO and the Adminis-
tration expect a shift of income from interest to
corporate profits as a result of the lower interest
rates produced by a balanced budget. The cor-
porate sector is a net borrower and the profits
share of GDP benefits from lower interest rates.
In part because the Administration assumes a
larger decline in long-term interest rates than
does CBO, it projects a larger shift into profits.

CBO has a good economic forecasting record. During
much of the 1980s its forecasts were more accurate
than those of the Administration. The record over the
last four years, however, has been more mixed. Since
it took office in 1993, this Administration has placed
the highest priority on careful and prudent economic
forecasts. Partly because of its conservative approach
to forecasting the deficit, the Administration has over-
estimated the deficit by about $50 billion on average
in the budgets submitted for fiscal years 1994–1996.
It is too early to tell whether this pattern will continue,
but even the Mid-Session estimate of the 1996 deficit
proved to be an overestimate.

It would be preferable to project the deficit without
any error, but that is not possible. Still, the Administra-
tion’s cautious approach has meant that the projection
misses have helped and not hurt in the effort to reduce
the deficit. There are a number of reasons why the
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budget has performed better than expected. Some of
these are technical shifts; for example, Medicaid spend-
ing has fallen short of expectations for technical rea-
sons. In addition, however, the economy has performed
as well as or better than the Administration has as-
sumed, and even more in excess of CBO’s expectations.

Because of the revisions to GDP adopted in January
of 1996 by the Commerce Department, it is impossible
to show a consistent history of real growth projections
for both last year and the earlier years of the Adminis-
tration. Looking at the unrevised data through 1995,
however, the Administration was more accurate than
CBO in its initial forecast of real GDP growth, but
still underpredicted the actual performance of the econ-
omy by 0.8 percentage point per year on average. In
subsequent forecasts, the Administration has also been
slightly more accurate in projecting real GDP. Over
the last four years, the Administration has been more
accurate than CBO in its forecast of unemployment,
but still has consistently overestimated the unemploy-
ment rate. CBO has also tended to resist the mounting
evidence for a significant increase in the GDP share
of corporate profits as a result of lower interest rates
and the greater competitiveness of U.S. business. The
Administration’s projections of the profits share were
closer to the actual outcome.

The differences in economic assumptions between the
Administration and CBO have been small—smaller
than they were under previous Administrations, and
well within the usual range of error in such projections.
However, even small differences in economic assump-
tions can yield sizable differences in budget projections
when extended over several years. Given the positive
economic outlook in the United States—strong and
steady growth, robust job creation, and low inflation
and interest rates with none of the excesses that sug-
gest an economic downturn—there are sound reasons
for believing that the Administration’s projection is like-
ly to be close to the actual outcome. In that case, the
President’s budget as presented in the document would
continue in force through 2002, with no need to limit
spending or suspend tax cuts to achieve a balanced
budget.

Can We Do Better?

The Administration’s average projected rate of growth
for real GDP over the budget period—2.2 percent per
year—is about equal to the estimate of potential non-
inflationary growth held by a broad consensus of the
economics profession. It is natural to wonder if the
economy is capable of doing better than this. The Ad-
ministration is optimistic that it can, and has proposed
the policies that are most likely to raise potential
growth. However, it would not be prudent to base the
budget on best-case assumptions, or even on assump-
tions much above the middle ground. Previous Adminis-
trations made that mistake, and one result was a se-
quence of large, unanticipated deficits.

Statistical problems suggest that growth might al-
ready be faster than we think. The possible mismeas-

urement of GDP on the ‘‘output’’ side (as opposed to
Gross Domestic Income, on the ‘‘income’’ side) may have
reduced measured average growth over the past six
years by as much as 1⁄4 percentage point. The Adminis-
tration assumes that the true rate of growth over this
period was better approximated by the growth of in-
comes, and that assumption is reflected in the projected
2.3 percent growth rate for potential GDP.

The possibility that the CPI is mismeasured also af-
fects GDP. As indicated above, an overstatement of 1.1
percentage point per year in the measurement of the
CPI would have cut measured real GDP growth by
between 0.5 and 1.0 percentage point. Correcting for
such an error would raise the Administration’s pro-
jected real growth rate to around 3 percent per year.

Another factor affecting the current measured growth
rate of real GDP should not be a cause for concern.
The growth of total output is equal to the sum of the
growth rate of labor productivity and the growth rate
of hours worked. The Administration projects that
hours worked will increase by less than in the past.
There are two benign reasons for the expected slow-
down:

• The working-age population is growing more slow-
ly than it did in earlier decades, purely because
of lower historical birth rates. Family incomes and
individual well-being should not be affected by
such a slowdown.

• Both the rate of labor force participation and the
percentage of the population employed are already
at record levels, and accordingly are not expected
to rise at the rates of recent years. During the
past two decades there was a massive inflow of
women into the paid labor force. That inflow has
slowed, and there are signs that the rate of female
labor force participation is stabilizing. This is not
necessarily a cause for alarm even though it
means slower growth in total hours worked and
less real GDP growth. The voluntary decisions of
people to enter or leave the labor force ought to
be respected by Government, and incomes can rise
on a per capita or per family basis whether or
not labor force participation is increasing. If un-
employment is low and jobs are plentiful, as they
are now, then those women (and men) who would
like to work have the best opportunity to do so.

Because of these changes, the average growth rate
of hours worked is expected to decline from an average
of about 1.7 percent per year during the 1970s and
1980s to around 1.2 percent per year for the next six
years. This decline will reduce real GDP growth by
a corresponding amount.

A further increase in productivity growth would be
highly desirable, and Administration initiatives in edu-
cation, technology, and regulatory reform are intended
to improve productivity. But raising the trend rate of
productivity growth has proved very difficult, however
often policymakers have espoused that goal; therefore,
a prudent assumption is to project a continuation in
the prevailing productivity trend while working to ex-
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Table 1–3. SAVING, INVESTMENT, AND TRADE BALANCE
(Fiscal years; in billions of dollars)

1996 actual 1998 estimate

Current account .................................................................................. –154 –180 to –140
Merchandise trade balance ............................................................... –181 –210 to –170
Net foreign investment ....................................................................... –140 –175 to –135
Net domestic saving (excluding Federal saving) 1 ............................ 460 440 to 480
Net private domestic investment ....................................................... 393 415 to 455

1 Defined for purposes of Public Law 100–418 as the sum of private saving and the current surpluses of State and local governments. All
series are based on the National Income and Product Accounts (NIPA) measures except for the current account balance.

Table 1–4. COMPARISON OF ECONOMIC ASSUMPTIONS IN THE 1997 AND 1998 BUDGETS
(Calendar years; dollar amounts in billions)

1996 1997 1998 1999 2000 2001 2002

Nominal GDP:
1997 budget assumptions ............................................................. 7,621 8,008 8,417 8,848 9,295 9,772 10,268
1998 budget assumptions ............................................................. 7,577 7,943 8,313 8,717 9,153 9,610 10,087

Real GDP (percent change): 1

1997 budget assumptions ............................................................. 2.2 2.3 2.3 2.3 2.3 2.3 2.3
1998 budget assumptions ............................................................. 2.8 2.0 2.0 2.3 2.3 2.3 2.3

GDP price index (percent change): 1

1997 budget assumptions ............................................................. 2.8 2.7 2.7 2.7 2.7 2.7 2.7
1998 budget assumptions ............................................................. 2.3 2.5 2.6 2.6 2.6 2.6 2.6

Consumer Price Index (percent): 2

1997 budget assumptions ............................................................. 3.1 2.9 2.8 2.8 2.8 2.8 2.8
1998 budget assumptions ............................................................. 3.1 2.6 2.7 2.7 2.7 2.7 2.7

Civilian unemployment rate (percent): 2

1997 budget assumptions ............................................................. 5.7 5.7 5.7 5.7 5.7 5.7 5.7
1998 budget assumptions ............................................................. 5.4 5.3 5.5 5.5 5.5 5.5 5.5

91–day Treasury bill rate (percent): 2

1997 budget assumptions ............................................................. 4.9 4.5 4.3 4.2 4.0 4.0 4.0
1998 budget assumptions ............................................................. 5.0 5.0 4.7 4.4 4.2 4.0 4.0

10–year Treasury note rate (percent): 2

1997 budget assumptions ............................................................. 5.6 5.3 5.0 5.0 5.0 5.0 5.0
1998 budget assumptions ............................................................. 6.5 6.1 5.9 5.5 5.3 5.1 5.1

1 Fourth quarter-to-fourth quarter.
2 Calendar year average.

ceed that conservative forecast. If this course is success-
ful, then inflation will be less than expected and the
deficit will be smaller too. These surprises would be
welcome.

Omnibus Trade and Competitiveness Act of 1988

As required by the Omnibus Trade and Competitive-
ness Act of 1988, Table 1–3 shows estimates for eco-
nomic variables related to saving, investment, and for-
eign trade consistent with the economic assumptions.

The merchandise trade and current account deficits
deteriorated in fiscal year 1996 and are expected to
stabilize near current levels through fiscal year 1998.
Net private investment in the United States has ex-
panded rapidly during this Administration, and it is
expected to continue to increase as the economy ex-
pands. The sources for the increased private investment
have been the decline in the Federal deficit and higher
private saving, plus a larger inflow of foreign capital.

The Act requires information on the amount of bor-
rowing by the Federal Government in private credit

markets. This is presented in Chapter 12, ‘‘Federal
Borrowing and Debt.’’

It is difficult to gauge with precision the effect of
Federal Government borrowing from the public on in-
terest rates and exchange rates, as required by the
Act. Both are influenced by many factors besides Gov-
ernment borrowing in a complicated process involving
supply and demand for credit and perceptions of fiscal
and monetary policy here and abroad.

Impact of Changes in the Economic
Assumptions

The economic assumptions underlying this budget are
similar to those of last year. Both budgets envisaged
that achieving a balanced budget would result in a
substantial decline in interest rates that would serve
to extend the economic expansion at a moderate pace
while helping to maintain low, steady rates of inflation
and unemployment. A shift to a balanced budget and
the ensuing lower interest rates were also expected to
shift income from interest to profits. This would have
favorable effects on budget receipts and the deficit, be-
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Table 1–5. EFFECTS ON THE BUDGET OF CHANGES IN ECONOMIC ASSUMPTIONS SINCE LAST YEAR
(In billions of dollars)

1997 1998 1999 2000 2001 2002

Budget totals under 1997 budget economic assumptions and 1998 budget
policies:
Receipts ....................................................................................................................... 1,517.3 1,585.4 1,668.8 1,754.4 1,839.6 1,932.4
Outlays ......................................................................................................................... 1,630.3 1,677.9 1,748.4 1,802.9 1,834.8 1,872.1

Surplus or deficit (–) ........................................................................................... –113.0 –92.6 –79.7 –48.5 4.9 60.3
Changes due to economic assumptions:

Receipts ....................................................................................................................... –11.9 –18.5 –25.4 –27.1 –31.3 –35.7
Outlays:

Inflation .................................................................................................................... –1.5 –2.2 –3.3 –4.2 –5.4 –6.6
Unemployment ........................................................................................................ –3.3 –1.8 –1.4 –1.9 –2.0 –2.0
Interest rates ........................................................................................................... 5.1 12.3 14.2 13.4 11.2 8.6
Interest on changes in borrowing ........................................................................... 0.3 1.2 2.7 4.2 5.8 7.6

Total, outlay increases (net) .............................................................................. 0.7 9.5 12.3 11.5 9.7 7.6

Increase in deficit (–) ......................................................................................... –12.6 –28.1 –37.7 –38.6 –41.0 –43.3
Budget totals under 1998 budget economic assumptions and policies:

Receipts ....................................................................................................................... 1,505.4 1,566.8 1,643.3 1,727.3 1,808.3 1,896.7
Outlays ......................................................................................................................... 1,631.0 1,687.5 1,760.7 1,814.4 1,844.5 1,879.7

Surplus or deficit (–) ........................................................................................... –125.6 –120.6 –117.4 –87.1 –36.1 17.0

cause profits face a higher marginal tax rate than inter-
est income.

The changes in the economic outlook since last year’s
budget have been relatively modest. On the positive
side, the differences are primarily the result of more
favorable economic experience in 1996 than was antici-
pated in last year’s assumptions; on the negative side,
partly because of the failure to enact a balanced budget,
interest rates did not decline as was anticipated in
last year’s assumptions. Indeed, interest rates increased
during the first half of the year. Even so, inflation
and unemployment continued to improve in 1996. Be-
cause of this favorable experience, the forecast average
for the unemployment rate has been lowered by 0.2
percentage point, and inflation has been reduced by
0.1 percentage point. Meanwhile, interest rates are
again assumed to decline in this budget, but the de-
scent begins a year later than previously assumed, and
the decline is smaller in percentage points.

The net effects on the budget of these modifications
in the economic outlook are shown in Table 1–5. The
last column in the table shows the effect in 2002. The
largest effects come from lower receipts due to lower
inflation and lower real GDP growth in 1997 and 1998,
and from the shift in timing of the expected decline
in interest rates. Because the decline starts a year
later, interest rates are higher in this budget, which
increases the deficit relative to last year’s estimates.
The budget surplus projected for 2002 would have been
about $43 billion larger had last year’s economic as-
sumptions been used in place of this year’s assump-
tions.

Structural vs. Cyclical Deficit

When there is slack in the economy, receipts are
lower than they would be if resources were fully em-

ployed, and outlays for unemployment-sensitive pro-
grams (such as unemployment compensation and food
stamps) are higher. As a result, the deficit is higher
than it would be if unemployment were at NAIRU.
The portion of the deficit that can be traced to such
factors is called the cyclical deficit. The remainder, the
portion that would remain with unemployment at
NAIRU (consistent with a 5.5 percent unemployment
rate), is called the structural deficit.

Changes in the structural deficit give a better picture
of the impact of budget policy on the economy than
does the unadjusted deficit. During a recession or the
recovery from one, the structural deficit also gives a
clearer picture of the deficit problem that fiscal policy
must address, because this part of the deficit will per-
sist even when the economy has fully recovered, unless
policy changes.

In the early 1990’s, large swings in net outlays for
deposit insurance (the S&L bailouts) had substantial
impacts on deficits, but had little impact on economic
performance. It therefore became customary to remove
deposit insurance outlays as well as the cyclical compo-
nent of the deficit from the actual deficit to compute
the adjusted structural deficit. This is shown in Table
1–6.

Because the economy is projected to be quite close
to full employment over the forecast horizon, the cycli-
cal component of deficits is small. Indeed, for 1996 and
1997, the unemployment rate is slightly below the full
employment rate of 5.5 percent, resulting in negative
cyclical components of the deficit (cyclical surpluses).
Deposit insurance net outlays are relatively small and
do not change greatly from year to year. Thus, rather
unusually, the adjusted structural deficits in this budg-
et display much the same pattern of year-to-year
changes as the actual deficits. The most significant
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Table 1–6. ADJUSTED STRUCTURAL DEFICIT
(In billions of dollars)

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Unadjusted surplus (–)/deficit .................................................................................... 290.4 255.0 203.1 163.9 107.3 125.6 120.6 117.4 87.1 36.1 –17.0
Cyclical component ................................................................................................ 68.7 52.6 24.2 2.3 –6.7 –10.3 –3.7 0.0 0.0 0.0 0.0

Structural deficit .......................................................................................................... 221.7 202.6 178.9 161.6 114.0 135.9 124.4 117.4 87.1 36.1 –17.0
Deposit insurance outlays ..................................................................................... –2.4 –28.0 –7.6 –17.8 –8.4 –12.1 –4.0 –2.0 –1.1 –1.6 –1.5

Adjusted structural surplus(–)/deficit .......................................................................... 224.1 230.4 186.5 179.5 122.4 148.0 128.4 119.4 88.3 37.7 –15.5

point illustrated by this table, is the fact that of the
$183 billion reduction in the actual budget deficit be-
tween 1992 and 1996 (from $290 billion to $107 billion),
41 percent ($75 billion) resulted from cyclical improve-
ment in the economy. The rest of the reduction
stemmed primarily from policy actions—mainly those
in the Omnibus Budget Reconciliation Act of 1993, early
in President Clinton’s first term, which reversed a pro-
jected continued steep rise in the deficit.

Sensitivity of the Budget to Economic
Assumptions

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

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

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

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

Highlights of the budget effects of the above rules
of thumb are shown in Table 1–7.

If real GDP growth is lower by one percentage point
in calendar year 1997 only and the unemployment rate
rises by one-half percentage point, the fiscal 1997 defi-
cit would increase by $8.6 billion; receipts in 1997
would be lower by about $7.1 billion, and outlays would

be higher by about $1.5 billion, primarily for unemploy-
ment-sensitive programs. In 1998, the receipts shortfall
would grow further to about $15.2 billion, and outlays
would be increased by about $5.2 billion relative to
the base, even though the growth rate in calendar 1998
follows the path originally assumed. This is because
the level of real (and nominal) GDP and taxable in-
comes would be permanently lower and unemployment
higher. The budget effects (including growing interest
costs associated with the higher deficits) would continue
to grow slightly in later years.

The budget effects are much larger if the real growth
rate is assumed to be one percentage point less in each
year (1997–2002) and the unemployment rate to rise
one-half percentage point in each year. With these as-
sumptions, the levels of real and nominal GDP would
be below the base case by a growing percentage. The
deficit would be $143.0 billion higher than under the
base case by 2002.

The effects of slower productivity growth are shown
in a third example, where real growth is one percentage
point lower per year while the unemployment rate is
unchanged. In this case, the estimated budget effects
mount steadily over the years, but more slowly, reach-
ing a $120.8 billion deficit add-on by 2002.

Joint changes in interest rates and inflation have
a smaller effect on the deficit than equal percentage
point changes in real GDP growth because their effects
on receipts and outlays are substantially offsetting. An
example is the effect of a one percentage point higher
rate of inflation and one percentage point higher inter-
est rates during calendar year 1997 only. In subsequent
years, the price level and nominal GDP would be one
percent higher than in the base case, but interest rates
are assumed to return to their base levels. Outlays
for 1997 rise by $6.3 billion and receipts by $8.1 billion,
for a decrease of $1.8 billion in the 1997 deficit. In
1998, outlays would be above the base by $15.6 billion,
due in part to lagged cost-of-living adjustments; receipts
would rise $16.5 billion above the base, however, result-
ing in a $0.9 billion decrease in the deficit. In subse-
quent years, the amounts added to receipts would con-
tinue to be larger than the additions to outlays.

If the rate of inflation and the level of interest rates
are higher by one percentage point in all years, the
price level and nominal GDP would rise by a cumula-
tively growing percentage above their base levels. In
this case, the effects on receipts and outlays mount
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steadily in successive years, adding $75.1 billion to out-
lays and $101.1 billion to receipts in 2002, for a net
reduction in the deficit of $26.0 billion.

The table also shows the interest rate and the infla-
tion effects separately, and rules of thumb for the added
interest cost associated with higher or lower deficits
(increased or reduced borrowing). The effects of changes
in economic assumptions in the opposite direction are
approximately symmetric to those shown in the table.
The impact of a one percentage point lower rate of

inflation or higher real growth would have about the
same magnitude as the effects shown in the table, but
with the opposite sign.

These rules of thumb are computed while holding
the income share composition of GDP constant. Because
different income components are subject to different
taxes and tax rates, estimates of total receipts can be
affected significantly by changing income shares. These
relationships, however, have proved too complex to be
reduced to simple rules.

Table 1–7. SENSITIVITY OF THE BUDGET TO ECONOMIC ASSUMPTIONS
(In billions of dollars)

Budget effect 1997 1998 1999 2000 2001 2002

Real Growth and Employment

Budgetary effects of 1 percent lower real GDP growth:
For calendar year 1997 only: 1

Receipts ..................................................................................................... –7.1 –15.2 –17.4 –17.7 –18.2 –18.8
Outlays ....................................................................................................... 1.5 5.2 6.5 7.7 8.9 10.2

Deficit increase (+) ................................................................................ 8.6 20.4 23.9 25.4 27.1 29.0

Sustained during 1997–2002: 1

Receipts ..................................................................................................... –7.1 –22.4 –40.6 –59.8 –80.2 –101.9
Outlays ....................................................................................................... 1.5 6.8 13.3 21.2 30.2 41.1

Deficit increase (+) ................................................................................ 8.6 29.2 53.9 81.0 110.4 143.0

Sustained during 1997–2002, with no change in unemployment:
Receipts ..................................................................................................... –7.1 –22.7 –41.6 –62.2 –84.2 –108.1
Outlays ....................................................................................................... 0.2 1.0 2.6 5.0 8.3 12.7

Deficit increase (+) ................................................................................ 7.3 23.7 44.2 67.1 92.5 120.8

Inflation and Interest Rates

Budgetary effects of 1 percentage point higher rate of:
Inflation and interest rates during calendar year 1997 only:

Receipts ..................................................................................................... 8.1 16.5 16.4 15.3 16.1 16.9
Outlays ....................................................................................................... 6.3 15.6 12.9 11.8 11.3 11.1

Deficit increase (+) ................................................................................ –1.8 –0.9 –3.4 –3.5 –4.8 –5.8

Inflation and interest rates, sustained during 1997–2002:
Receipts ..................................................................................................... 8.1 25.0 42.6 60.3 79.7 101.1
Outlays ....................................................................................................... 6.3 22.3 36.7 50.1 62.7 75.1

Deficit increase (+) ................................................................................ –1.8 –2.6 –5.9 –10.2 –17.0 –26.0

Interest rates only, sustained during 1997–2002:
Receipts ..................................................................................................... 1.1 2.8 3.6 3.9 4.2 4.5
Outlays ....................................................................................................... 5.8 17.6 25.4 31.1 35.7 39.3

Deficit increase (+) ................................................................................ 4.7 14.8 21.8 27.2 31.5 34.8

Inflation only, sustained during 1997–2002:
Receipts ..................................................................................................... 7.0 22.1 39.0 56.4 75.5 96.6
Outlays ....................................................................................................... 0.4 4.7 11.3 19.0 27.0 35.8

Deficit increase (+) ................................................................................ –6.6 –17.4 –27.7 –37.4 –48.5 –60.9

Interest Cost of Higher Federal Borrowing

Effect of $100 billion additional borrowing during 1997 ................................... 2.9 5.4 5.3 5.3 5.3 5.4
1 The unemployment rate is assumed to be 0.5 percentage point higher per 1.0 percent shortfall in the level of real GDP.
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1 Objectives of Federal Financial Reporting, Statement of Federal Financial Accounting
Concepts Number 1, September 2, 1993. The other three Objectives relate to budgetary
integrity, operating performance, and systems and controls.

2. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET

Introduction

The Government’s financial condition can be exam-
ined from several alternative perspectives, and a bal-
anced assessment requires various approaches. This
chapter presents an organizing framework for such
analysis. The Government is not a business, and it
cannot be evaluated simply by applying the usual busi-
ness accounting techniques. A full evaluation of its fi-
nances must consider a broader range of information
than is contained in a conventional balance sheet, and
none of the tables in this chapter should be treated
as if it were ‘‘the balance sheet’’ of the Federal Govern-
ment. Considered as a whole, however, the chapter with
all of its tables provides an overview of the Govern-
ment’s financial resources, the current and future
claims on them, and some information about what the
taxpayer is getting in exchange for this commitment
of resources. In this way, the presentation that follows
offers the kind of information that a financial analyst
would expect to find in a business balance sheet.

Because of major differences between Government
and business, and the serious limitations of the avail-
able data, this chapter’s findings should be interpreted
with considerable caution. The conclusions are tentative
and subject to future revision as the estimating meth-
ods are improved and better data become available.

The presentation consists of three parts:
• The first part reports on what the Federal Govern-

ment owns and what it owes. Table 2–1 summa-
rizes this information. The assets and liabilities
in this table are a useful starting point for a finan-
cial analysis of the Federal Government, but they
are only a partial reflection of the full range of
Government resources and responsibilities. The
assets include only the items that are actually
owned by the Government; through taxation the
Government can rely on a much wider range of
resources to meet future obligations. The liabilities
in the table are binding Government commitments
resulting from prior actions; the Government’s fi-
nancial responsibilities are considerably broader
than this.

• The second part presents possible future paths
for the Federal budget extending well into the
next century, including an extension of the propos-
als in the 1998 Budget. The information is sum-
marized in Table 2–2 and in the set of charts
presented along with it. This is the appropriate
context in which to examine the balance between

future Federal resources and responsibilities; and
the analysis in this part offers the clearest indica-
tion of the long-run financial burdens that the
Government faces and the resources that will be
available to meet them. Some future claims on
the Government receive special emphasis because
of their importance to individuals’ retirement
plans. Table 2–3 summarizes the condition of the
social security and Medicare trust funds and how
that condition has changed since 1995.

• The third part of the presentation features infor-
mation on broader economic and social conditions
that are affected by Government activity. Table
2–4 is a summary of national wealth highlighting
the different categories of Federal investment that
have contributed to wealth. Table 2–5 is a sample
of economic and social indicators. No single statis-
tic, not even GDP, can capture the full ramifica-
tions of Federal actions; a comprehensive set of
indicators, such as the one presented here, is
needed to encompass the full range of Government
activities and interests.

Relationship with FASAB Objectives

The framework presented here meets one of the four
objectives 1 of Federal financial reporting recommended
by the Federal Accounting Standards Advisory Board
and adopted for use by the Federal Government in Sep-
tember 1993. This Stewardship Objective says:

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

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

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

3c. Whether Government operations have contributed to
the Nation’s current and future well-being.

The experimental presentation here explores one pos-
sible approach for meeting this objective at the Govern-
ment-wide level.

1998



 

16 ANALYTICAL PERSPECTIVES

QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S ‘‘BALANCE SHEET’’

1. According to Table 2–1, the Government’s liabilities exceed its assets. No business could
operate that way. Why can’t the Government run like a business?

Because the Federal Government is not a business. It has fundamentally different objectives,
and so must operate in different ways.

The primary goal of every business is to earn a profit. But in our free market system, the Fed-
eral Government leaves virtually all activities at which a profit could be earned to the private
sector. In fact, the vast bulk of the Federal Government’s operations are of a nature such that it
would be difficult or impossible to charge prices at all—let alone prices that would cover ex-
penses. The Government undertakes these activities not to improve its balance sheet, but for the
balance sheet of the Nation—that is, its people and its businesses—including not only monetary
but also nonmonetary values. No business would—or should—sacrifice its own balance sheet to
bolster that of the rest of the country.

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

Similarly, the Federal Government invests in education and research. The Government earns no
return from these investments; but the Nation and its people are made richer. A business, in
contrast, undertakes investments that earn a profit for itself, not others.

Because the Federal Government’s objectives are different, its balance sheet will behave dif-
ferently.

2. But doesn’t Table 2–1 say that the Government is insolvent?

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

What the table shows is that those Federal obligations that are comparable to the liabilities that
a business corporation would show on its balance sheet exceed the estimated value of the assets
the Federal Government actually owns. However, the Government has access to other re-
sources—such as through its sovereign powers of taxation and money creation. These powers
give the Government the ability to meet its present obligations and those it will incur through
future operations.

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

However, the Federal Government’s balance sheet was clearly worsened by the budget policies of
the 1980s. If the President’s policy proposals in this budget are accepted, the excess of the Gov-
ernment’s liabilities over its assets could well shrink over the foreseeable future.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S ‘‘BALANCE SHEET’’—Continued

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

Because the Government is not a business, and its primary goal is not to earn profits and to en-
hance its own wealth, accounting standards designed to illuminate how much a business earns
and how much equity it has would be misleading, and would not provide the most useful infor-
mation. The appreciation of the need for separate Federal Government accounting standards is
comparatively recent. But now the Federal Accounting Standards Advisory Board has developed,
and the Federal Government has adopted, an accounting framework that reflects the Govern-
ment’s functions and answers the questions about the responsibilities for which it should be ac-
countable. This framework addresses the Government’s budgetary integrity, operating perform-
ance, stewardship, and systems and controls. The Board has also developed, and the Govern-
ment has adopted, a full set of accounting standards. Federal agencies are issuing audited finan-
cial reports that follow these standards; a Government-wide consolidated financial report follow-
ing these standards will be issued for FY 1997.

This chapter viewed in its entirety addresses the ‘‘stewardship objective’’—assessing the inter-
related financial condition of the Federal Government and of the Nation for which the Govern-
ment is responsible. The data in this chapter are intended to develop a fuller understanding of
the trade-offs and connections between making the Federal Government ‘‘better off’’ and making
the Nation ‘‘better off.’’

However, there is no single number or ‘‘bottom line’’ for the Government comparable to the net
worth of a business corporation. Some analysts find this absence of a bottom line to be frustrat-
ing. But pretending that there is such a number—when there clearly is not—does not advance
the understanding of Government finances.

4. Why isn’t social security shown as a liability in Table 2.1?

Social security benefits are a political and moral responsibility of the Federal Government, but
they are not a liability. The Government has unilaterally both increased and decreased benefits
in the past; the Social Security Advisory Council has recently suggested further reforms, involv-
ing additional changes in benefits. When the amount in question can be changed in such a fash-
ion, it would not ordinarily be considered a liability.

There are a large number of other Federal programs that are similar in many ways to social se-
curity, such as Medicare, veterans benefits, and student loans, to name only three. These pro-
grams are not counted as liabilities in the balance sheet. Treating social security benefits dif-
ferently from these other programs would be hard to justify.

Furthermore, if social security benefits were to be treated as liabilities, then logic would suggest
that the earmarked social security payroll tax receipts that finance those benefits should be as-
sets. However, no other future tax receipts are counted as assets in the formal sense; and thus
again, drawing a line between social security taxes and other taxes would appear questionable.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S ‘‘BALANCE SHEET’’—Continued

5. It is all very well to balance the budget in 2002, but can this be a permanent solution?
When the baby-boom generation retires beginning in 2008, won’t the deficit return larger and
meaner than ever before?

The aging of the U.S. population, which will become dramatically evident when the baby-
boomers retire, poses serious long-term problems for the Federal budget and its major entitle-
ment programs. However, balancing the budget over the next few years would leave the country
much better prepared to address these problems.

If the reforms in this budget are enacted, not only would the budget come into balance, but that
balance would be preserved for some time to come (under an extension of the economic and tech-
nical assumptions used for this budget). Far from being an exercise in futility, balancing the
budget now is one of the key steps towards keeping it in balance when the baby-boomers retire.
The second part of this chapter and the charts that accompany it show how the budget is likely
to fare under various possible alternative assumptions. Absent the budget policy proposals the
deficit is likely to begin growing sharply early in the next century.

6. Does Federal investment exceed the deficit? Would it be sensible to permit a deficit so
long as it was no larger than the amount spent on Federal investments?

Gross Federal investment in physical capital was $103 billion in 1996. This was about equal to
the Federal deficit in that year. However, this does not mean that a deficit of this amount was
appropriate.

First of all, the Government consumes capital each year in the process of providing goods and
services to the public. The rationale that investment can justify borrowing should apply only to
net investment, after depreciation is subtracted, because only net investment augments the as-
sets available to offset the higher liability. For the Federal Government, as discussed in Chapter
6 of this volume, net investment in physical capital owned by the Federal Government is esti-
mated to be negative in 1998. Thus, more deficit reduction would be required by this proposed
criterion than would be required to balance the present budget.

The Federal Government also funds substantial amounts of physical capital that it does not
own, such as highways and research facilities, and it funds investment in intangible ‘‘capital’’
such as education and training, or the conduct of research and development. A private business
would never borrow to spend on assets that would be owned by other people. However, such
spending is a principal function of Government. Chapter 6 shows that by this definition net in-
vestment is estimated to be positive in 1998, but by only a small amount.

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

Finally, the Federal Government has responsibilities for supporting the overall financial and
economic well-being of the Nation. In this broader context, it might want to manage its fiscal
policy so as to augment private saving and investment by paying for its own investments from
current revenues, instead of borrowing in the credit market and crowding out private invest-
ment. In other words, there are considerations other than the amount of Federal investment
that should govern the appropriate level of the deficit.

1998



 

192. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET

What Can Be Learned from a Balance Sheet
Approach

The budget is an essential tool for allocating re-
sources within the Federal Government and between
the public and private sectors, but the standard budget
presentation, with its focus on annual outlays, receipts,
and the deficit over a five- or six-year period does not
provide all the information that would be needed for
a full analysis of the Government’s financial and invest-
ment decisions. In addition, information about Federal
assets and liabilities can be helpful. Long-run budget
projections that extend the usual forecast horizon are
also important. Finally, it is important to examine the
effects on society and the economy of Government poli-
cies in order to evaluate how well the Federal Govern-
ment is performing. A business may ultimately be
judged by the bottom line in its income statement or
balance sheet, but for the National Government, the
ultimate test is how its actions affect the entire coun-
try. The data needed to judge its performance go be-
yond a simple measure of the net assets of the Govern-
ment alone; indeed, given the Federal Government’s
much broader responsibilities, looking at its net assets
alone can be misleading (see the ‘‘Questions and An-
swers’’ in the accompanying box).

Consider, for example, Federal investments in edu-
cation or infrastructure which generate returns that
flow mainly to households, private businesses or other
levels of government rather than back to the Federal
Treasury. Considered in terms of the Federal Govern-
ment’s own ‘‘bottom line,’’ these investments are a nega-
tive, but they make a real contribution to the Nation
as a whole, the economy, and the people. A framework
for evaluating Federal finances needs to take the return
on such investments into account, even when the return
accrues to someone other than the Federal Government.

A good place to start an evaluation of the Govern-
ment’s finances is with a measurement of its assets
and liabilities, although this is only a starting point.
Such a tabulation is presented below based on data
from a variety of public and private sources. It has
sometimes been suggested that the Federal Govern-
ment’s assets, if fully accounted for, would exceed its
debts, and that a positive balance in such a calculation
would mitigate the risks of large Government budget
deficits. Table 2–1 clearly shows that this is not correct.
The Federal Government’s assets are substantially less
than its debts mainly because of the steep increase
in deficits that occurred in the 1980s.

But that is not the end of the story. The Federal
Government has resources that go beyond the conven-
tional assets that normally appear on a balance sheet.
These include the Government’s sovereign powers to
tax, regulate commerce, and set monetary policy. These
powers call for special treatment in evaluating the Gov-
ernment’s financial position. The Government’s sov-
ereign powers give it access to resources that no private
individual or business possesses, but these powers
would not be considered assets in any normal sense
of the word, nor would they be counted on a conven-

tional balance sheet. Yet they need to be considered
in a comprehensive review of the Government’s finan-
cial condition. The best way to do this is to make a
long-run projection of the Federal budget. The budget
provides a comprehensive measure of the Government’s
annual cash flows, and projecting it forward shows how
the Government’s powers are expected to generate cash
flows in the future.

On the other side of the ledger are the Government’s
formal debt obligations, such as Treasury bills or notes,
along with the present discounted value of its obliga-
tions to pay pension benefits to Federal retirees. Both
types of obligations have obvious counterparts in the
business world that would appear on a business balance
sheet. Accrued obligations for government insurance
policies and the estimated present value of future failed
loan guarantees and deposit insurance claims should
also be added to Government liabilities. These formal
liabilities are only a subset of the Government’s finan-
cial responsibilities. In addition, there are obligations
which have no analogues in business accounting, and
which would not be included on a conventional balance
sheet.

For example, the Government has established a broad
range of programs that dispense cash and other benefits
to individual recipients. The Government is not con-
stitutionally obligated to continue payments under
these programs; the benefits can be modified or even
ended at any time, subject to the decisions of the elect-
ed representatives in Congress. Last year’s welfare re-
form legislation is only the most recent example of such
a change. Allowing for such changes, however, it is
likely that many of these programs will remain Federal
obligations in some form for the foreseeable future. The
present value of the benefits that will be paid out
through these programs therefore, can be measured as
a claim on future Government resources. Again, the
best way to see how future responsibilities line up with
future resources is to project the Federal budget for-
ward far enough in time to capture the long-run effects
of current and past decisions. Projections of this sort
are presented below.

The budget, even when projected far into the future,
does not show whether the public is receiving value
for its tax dollars. That question requires performance
measures for government programs supplemented by
appropriate information about conditions in the U.S.
economy and society. Some of these data are currently
available but much more would need to be developed
to obtain a full picture. Examples of what might be
done are also shown below.

The presentation that follows consists of a series of
tables and charts. No one of these is a ‘‘Government
balance sheet,’’ but all of them together can serve many
of the functions of a balance sheet. The schematic dia-
gram, Chart 2–1, shows how they fit together. The ta-
bles and charts should be viewed as an ensemble, the
main elements of which can be grouped together in
two broad categories—assets/resources and liabilities/
responsibilities.
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• Reading down the left-hand side of the diagram
shows the range of Federal resources, including
assets the Government owns, tax receipts it can
expect to collect, and national wealth that under-
pins the Government’s revenue raising capacity.

• Reading down the right-hand side reveals the full
range of Federal obligations and responsibilities,
beginning with Government’s acknowledged liabil-
ities based on past actions, such as the debt held
by the public, and going on to include future budg-
et outlays.

Social
Indicators
(Table 2-5)

Change in Trust
Fund Balances

(Table 2-3)

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

Long-Run
Federal
Budget 

Projections
(Table 2-2)

National
Wealth

(Table 2-4)

Federal
Governmental

Assets 
and Liabilities

(Table 2-1)

ASSETS/RESOURCES

Federal Assets

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

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

Resources/Receipts

Projected Receipts

Addendum: Real GDP Projections

National Assets/Resources

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

LIABILITIES/RESPONSIBILITIES

Federal Liabilities

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

Net Balance

Responsibilities/Outlays

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

Deficit

National Needs/Conditions

Indicators of economic, social,
educational, and environmental
conditions to be used as a guide
to Government investment and
management.
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Table 2–1 GOVERNMENT ASSETS AND LIABILITIES *
(As of the end of the fiscal year, in billions of 1996 dollars)

1960 1965 1970 1975 1980 1985 1990 1994 1995 1996

ASSETS

Financial Assets:
Gold and Foreign Exchange .................................... 100 71 59 133 328 157 198 174 181 165
Other Monetary Assets ............................................. 77 112 68 43 82 52 68 69 70 87
Mortgages and Other Loans .................................... 124 159 206 206 284 348 282 224 196 171

less Expected Loan Losses. ................................ –1 –3 –4 –9 –16 –16 –18 –26 –22 –22
Other Financial Assets ............................................. 59 79 65 66 86 110 170 195 195 200

Subtotal ................................................................. 360 419 393 439 763 651 700 635 619 600
Physical Assets:

Fixed Reproducible Capital:
Defense ................................................................. 843 841 845 655 541 674 768 786 761 739
Nondefense ........................................................... 149 174 189 196 210 226 244 252 258 261

Inventories ................................................................. 257 222 207 184 225 257 224 174 172 168
Nonreproducible Capital:

Land ...................................................................... 89 123 153 238 302 325 321 242 240 239
Mineral Rights ...................................................... 321 297 245 340 618 696 465 367 342 376

Subtotal ............................................................ 1,659 1,658 1,639 1,613 1,896 2,178 2,022 1,820 1,773 1,783

Total assets ................................................ 2,018 2,077 2,032 2,052 2,659 2,829 2,722 2,455 2,392 2,383

LIABILITIES

Financial Liabilities:
Currency and Bank Reserves .................................. 224 246 272 277 279 295 352 430 437 446
Debt held by the Public ........................................... 973 961 815 802 1,039 1,845 2,532 3,219 3,302 3,347
Miscellaneous ............................................................ 25 27 28 41 59 84 126 112 117 120

Subtotal ................................................................. 1,222 1,234 1,115 1,120 1,377 2,224 3,010 3,761 3,856 3,913
Insurance Liabilities:

Deposit Insurance ..................................................... ................ ................ ................ ................ 2 9 68 8 5 2
Pension Benefit Guarantee Corp. ............................ ................ ................ ................ 42 30 42 41 31 19 13
Loan Guarantees ...................................................... ................ ................ 2 6 12 10 15 31 28 31
Other Insurance ........................................................ 30 27 22 20 26 16 19 17 16 16

Subtotal ................................................................. 30 28 24 68 71 77 142 88 68 62
Federal Pension Liabilities ............................................ 749 949 1,125 1,280 1,740 1,726 1,656 1,570 1,581 1,598

Total liabilities ................................................ 2,001 2,211 2,264 2,468 3,187 4,028 4,809 5,420 5,505 5,572
Balance ............................................................ 17 –134 –232 –416 –528 –1,199 –2,086 –2,965 –3,113 –3,189

Per Capita (in 1996 dollars) ..................... 95 –689 –1,130 –1,926 –2,313 –5,013 –8,324 –11,344 –11,805 –11,985
Ratio to GDP (in percent) ........................... 0.7 –4.2 –6.2 –9.8 –10.4 –20.2 –30.9 –40.2 –41.6 –41.6

* This table shows assets and liabilites for the Government as a whole, including the Federal Reserve System Therefore, it does not break out separately the assets held in Government accounts, such as social security, that
are the obligation of other Government agencies Estimates for FY 1995 are extrapolated in some cases Negative numbers are in parentheses.

PART I—THE FEDERAL GOVERNMENT’S ASSETS AND LIABILITIES

Table 2–1 summarizes what the Government owes
as a result of its past operations along with the value
of what it owns, for a number of years beginning in
1960. The values of assets and liabilities are measured
in terms of constant FY 1996 dollars. For nearly all
of this period, Government liabilities have exceeded the
value of assets, but until the early 1980s the disparity
was relatively small, and it was only growing slowly
(see Chart 2–2).

In the late 1970s, a speculative run-up in the prices
of oil, gold, and other real assets temporarily boosted
Federal asset values, but since then they have declined.
This temporary improvement highlights the importance
of the other tables in this presentation. What is good
for the Federal Government as an asset holder is not
necessarily favorable to the economy. The decline in

inflation in the early 1980s reversed the speculative
runup in gold and other commodity prices. That re-
duced the balance of Federal net assets, but it was
good for the economy.

The total real value of Federal assets is estimated
to be about 18 percent greater than it was in 1960.
Meanwhile, Federal liabilities have increased by almost
180 percent in real terms. The sharp decline in the
Federal net asset position in the 1980s was principally
due to large Federal budget deficits along with a drop
in asset values. Currently, the net excess of liabilities
over assets is about $3 trillion or $12,000 per capita.

Assets:
The assets in Table 2–1 reflect the most comprehen-

sive possible list of the financial and physical resources
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Chart 2-2.  NET  FEDERAL  LIABILITIES    

PERCENT  OF  GDP

owned by the Federal Government. The list corresponds
to items that would appear on a typical balance sheet,
but it does not constitute an exhaustive catalogue of
Federal resources. In particular, the Government’s most
important financial resource, its ability to tax, is not
reflected.

Financial Assets: According to the Federal Reserve
Board’s Flow-of-Funds accounts, the Federal Govern-
ment’s holdings of financial assets amounted to about
$600 billion at the end of 1996. Government-held mort-
gages and other loans (measured in constant dollars)
reached a peak in the mid–1980s. Since then, Federal
loans have declined. The holdings of mortgages, in par-
ticular, have declined sharply over the last five years
as the holdings acquired from failed Savings and Loan
institutions have been liquidated.

The face value of mortgages and other loans over-
states their economic worth. OMB estimates that the
discounted present value of future losses and interest
subsidy on these loans is about $22 billion as of 1996.
These estimated losses are subtracted from the face
value of outstanding loans to obtain a better estimate
of their economic worth.

Over time, variations in the price of gold have ac-
counted for major swings in this category. Since the
end of Fiscal Year 1980, gold prices have fallen and
the real value of U.S. gold and foreign exchange hold-

ings has dropped by about 50 percent. Much of this
decline occurred before 1990; since then the decline has
continued but at a slower pace.

Reproducible Capital: The Federal Government is a
major investor in physical capital. Government-owned
stocks of fixed capital amounted to $1.0 trillion in 1996
(OMB estimate). About three-quarters of this capital
took the form of defense equipment or structures.

Non-reproducible Capital: The Government owns sig-
nificant amounts of land and mineral deposits. There
are no official estimates of the market value of these
holdings. Researchers in the private sector have esti-
mated what they are worth, and these estimates are
extrapolated in Table 2–1. Private land values are
about 20 percent lower than they were at the end of
the 1980s, although they have risen somewhat since
1993. It is assumed here that federal land has shared
in this decline. Oil prices have fluctuated but are lower
now than they were five years ago. The past year’s
increase in oil prices, however, has pulled up the value
of Federal mineral deposits.

Total Assets: The total real value of Government as-
sets is lower now than at the end of the 1980s, prin-
cipally because of declines in the real prices of gold,
land, and minerals. Even so, the Government’s holdings
are vast. At the end of 1996, the value of Government
assets is estimated to have been about $2.4 trillion.
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2 These pension liabilities are expressed as the actuarial present value of benefits accrued-
to-date based on past and projected salaries. The cost of retiree health benefits is not

included because estimates are unavailable. The 1996 liability is extrapolated from recent
trends.

Liabilities:
Only liabilities analogous to those of a business cor-

poration are shown in Table 2–1. These include the
various forms of Federal debt, Federal pension obliga-
tions to its workers, and an imputed liability for Fed-
eral insurance and loan guarantee programs. Other po-
tential claims on Federal financial resources are not
reflected.

Financial Liabilities: The Government’s financial li-
abilities amounted to about $3.9 trillion at the end
of 1996. The largest component was Federal debt held
by the public, amounting to over $3.3 trillion. This
measure of Federal debt is net of the holdings of the
Federal Reserve System, about $390 billion in 1996.
(Although independent in its policy deliberations, the
Federal Reserve is part of the Federal Government,
and its assets and liabilities are included here in the
Federal totals.) In addition to debt held by the public,
the Government’s financial liabilities include approxi-
mately $450 billion in currency and bank reserves,
which are mainly obligations of the Federal Reserve
System, and about $120 billion in miscellaneous liabil-
ities.

Guarantees and Insurance Liabilities: The Federal
Government has contingent liabilities arising from loan
guarantee and insurance programs. When the Govern-
ment guarantees a loan or offers insurance, initial cash
flows may be small or, if a fee is charged, they may
even be negative, but the risk of future outlays associ-
ated with such commitments can be much larger. In
the past, the accruing cost of such risks was not recog-
nized until after a loss was realized. Table 2–1 includes

an estimate of the discounted present value of future
costs traceable to risks assumed through the end of
last year.

Federal Pension Liabilities: The Federal Government
owes pension benefits to its retired workers and to cur-
rent employees who will eventually retire. The amount
of these liabilities is large. As of 1996, the discounted
present value of the benefits is estimated to have been
around $1.6 trillion. 2

The Balance of Net Liabilities
Because its sovereign powers give it access to other

resources, the Government need not maintain a positive
balance of net assets, and the rapid in buildup in liabil-
ities since 1980 has not damaged the Federal credit-
worthiness. However, from 1980 to 1992, the balance
between Federal liabilities and Federal assets did dete-
riorate at a rapid rate. In 1980, the negative balance
was 10 percent of GDP. By 1992 it was 37 percent
of GDP. Since then it has increased only half as fast.
However, because the net liability did deteriorate, al-
beit slowly, it has reached about 42 percent of GDP.

The Government is able to finance its borrowing, and
often does so at quite moderate interest rates, but ever
continuing increases in the scale of its net liabilities
would be worrisome. Fortunately, the upward trend is
being reversed. Since 1992, the budget deficit has de-
clined by about two thirds, and the rate of increase
in Federal debt has slowed appreciably. If the budget
were balanced, as the Administration proposes, the rate
of decline in the net asset position would be reversed,
and even before the budget reached surplus, the ratio
of net liabilities to GDP would begin to decline.

PART II—THE BALANCE OF RESOURCES AND RESPONSIBILITIES

The data summarized in Table 2–1 are useful in
showing the consequences of past Government policies.
But Government’s continuing commitments to provide
public services are not reflected there, nor can the Gov-
ernment’s broader resources be displayed in a table
that is limited to the assets that it owns. A better
way to examine the balance between future Govern-
ment obligations and resources is by projecting the
overall budget. The budget offers the most comprehen-
sive measure of the Government’s financial burdens and
its resources. By projecting total receipts and outlays,
it is possible to examine whether there will be sufficient
resources to support all of the Government’s ongoing
responsibilities.

This part of the presentation shows some alternative
long-run projections of the Federal budget that extend
into the middle of the next century. Forecasting the
economy and the budget over such a long period is
highly uncertain. Future budget outcomes depend on
a host of unknowns—constantly changing economic con-
ditions, unforeseen international developments, unex-
pected demographic shifts, the unpredictable forces of

technological advance, and unknown future political
preferences. Those uncertainties increase the further
ahead projections are pushed. Even so, long-run budget
projections are needed to assess the full implications
of current policy choices, and to sound warnings about
future problems that could be avoided by timely action.

The Federal Government’s responsibilities extend
well beyond the five- or six-year window that has been
the focus of recent budget analysis and debate. There
is no time limit on Government’s constitutional respon-
sibilities, and programs like social security are clearly
expected to continue indefinitely.

It is evident even now that there will be mounting
challenges to the budget after the turn of the century.
The huge baby-boom generation born in the years after
World War II is aging and will begin to retire around
the year 2005. By 2008, the first baby-boomers will
become eligible for social security. In the years that
follow there will be serious strains on the budget be-
cause of increased expenditures for both social security
and Medicare. Long-range projections can help indicate
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3 Over long periods when the rate of inflation is positive, comparisons of dollar values
are meaningless. Even the low rate of inflation assumed in this budget will reduce the

value of a 1996 dollar by 60 percent by 2030, and by more than 75 percent by the year
2050. For long-run comparisons, it is much more useful to examine the ratio of the deficit
and other budget categories to the overall size of the economy as measured by GDP.

how serious these strains might become and what is
needed to withstand them.

The retirement of the baby-boomers dictates the tim-
ing of the problem, but the underlying cause is deeper.
The growth of the U.S. population has been slowing
down, and because of that, and because people are liv-
ing longer, a change is coming in the ratio of retirees
to workers. That change will speed up dramatically
when the baby-boomers begin to retire, but even after
they have passed from the scene later in the century,
the higher ratio of dependent elderly will persist. There
is in short a long-run problem facing the Nation’s re-
tirement programs that will continue as long as Ameri-
cans continue to live longer in retirement and have
fewer offspring. The same problem is gripping other
developed nations, even those that never experienced
a baby boom—and, in fact, for some of those nations
the problem has already arrived.

The Long-Range Outlook for the Budget.—Since
this Administration first took office there have been
major changes in the long-run budget outlook. In Janu-
ary 1993, the deficit was clearly on an unsustainable
trajectory. Had the policies then in place continued un-
changed, the deficit would have steadily mounted, not
only in dollar terms, but relative to the size of the
economy. 3 The Omnibus Budget Reconciliation Act of

1993 (OBRA 1993) changed that. Not only did it reduce
the near-term deficit, but it also brought down the long-
term budget deficit. Subsequent budget action pulled
down the deficit even more. It is now expected that
current budget policies would be sufficient to maintain
the deficit as a relatively stable share of GDP for many
years to come (see Chart 2–3).

Despite this improvement, however, the long-run out-
look for the budget remains problematic. Without fur-
ther action, substantial increases in Federal debt and
the deficit are likely when the baby-boom generation
retires. For example, the 1994 report of the Bipartisan
Commission on Entitlement and Tax Reform found that
there is a ‘‘long-term imbalance between the govern-
ment’s entitlement promises and the funds it will have
available to pay for them.’’ Last year, the Congressional
Budget Office in The Economic and Budget Outlook:
Fiscal Years 1997–2006 observed in reference to the
budgetary threat posed by the retirement of the baby-
boomers, ‘‘Those fiscal demands could produce
unsustainably high levels of federal debt unless addi-
tional actions are taken to control federal spending.’’
On a narrower front, the annual Trustees’ reports for
both the social security and Medicare trust funds have
for some time projected a long-run actuarial deficiency
for these programs.

1998



 

252. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET

Economic and Demographic Projections.—Long-
run budget projections must be based on a long-run
demographic and economic forecast, even though such
forecasts are highly uncertain and sure to be at least
partly wrong. Otherwise, it is impossible to form any
judgment about future resources or the potential claims
on them. The forecast used here extends the Adminis-
tration’s medium-term economic projections described
in the first chapter of this volume augmented by the
long-run demographic projections from the most recent
social security Trustees’ Report.

• Inflation, unemployment and interest rates are as-
sumed to hold stable at their values in the last
year of the Administration projections, 2007.

• Productivity growth is assumed to continue at a
constant rate equal to its average rate in the Ad-
ministration’s projections, approximately 1.1 per-
cent per year.

• In line with the most recent projections of the
social security Trustees, population growth is ex-
pected to slow over the next several decades. This
is consistent with recent trends in the birth rate
and an expected decline in the proportion of
women in their childbearing years. The slowdown
is expected to lower the rate of population growth
from about 1 percent per year to half that rate
by the year 2030.

• Labor force participation is also expected to de-
cline as the population ages and the proportion
of retirees in the population increases. Over the
next decade, however, the Administration is pro-
jecting a higher rate of labor force participation
than in the latest Trustees’ Report. That dif-
ference is preserved in the long-run projections
below.

• The real rate of economic growth is determined
by the expected growth of the labor force (assum-
ing a stable unemployment rate) plus labor pro-
ductivity growth. Because labor force growth is
expected to slow, even though productivity growth
is assumed to be constant, real GDP growth de-
clines during the period after 2007 from around
21⁄4 percent to less than 11⁄2 percent per year.

The assumptions just described are consistent with
the Administration’s policy of balancing the budget. For
the long-run projections without a balanced budget, the
assumptions are revised slightly to reflect higher inter-
est rates and other changes that would occur if the
President’s proposals were not adopted. Aside from this
revision for the baseline projections, the economic pro-
jections are set by assumption and do not automatically
change in response to changes in the budget outlook.
This is unrealistic, but it simplifies comparisons of al-
ternative policies. It also tends to underestimate the
budgetary effects of policies that fail to stabilize the
deficit and the Federal debt. Such policies are likely
to lower saving, raise interest rates, and reduce eco-
nomic growth, creating a feedback effect that drives
the budget deficit higher and raises the level of debt
further. Thus, a more responsive (or dynamic) set of

assumptions would serve mainly to strengthen the con-
clusions based on the current approach.

The Deficit Outlook.— Chart 2–3 shows three alter-
native deficit projections: a projection based on the poli-
cies in place prior to enactment of OBRA 1993; the
current baseline projections which incorporate the ef-
fects of OBRA 1993 along with subsequent changes in
budget policy; and a projection that shows what would
happen to the long-run deficit if the proposals in the
current budget were adopted. The chart clearly illus-
trates the dramatic improvement in the deficit that
has already been achieved. Despite the improvement
in the outlook, serious long-run problems remain to
be addressed. Without further changes, the deficit is
expected to begin rising again relative to the size of
the economy. If unchecked, the growth in the deficit
would eventually push the debt to unsustainable levels.
However, if the budget were balanced early in the next
century, as the President proposes, the task of main-
taining fiscal stability when the demographic bulge hits
could be substantially reduced.

Table 2–2 shows long-range projections for the major
categories of spending under current baseline assump-
tions and with the policy changes proposed in this
year’s budget. The table shows that the entitlement
programs are the major driving force behind the rise
in the deficit in the long run. Social security benefits,
driven by the retirement of the baby-boom generation,
rise from 4.6 percent of GDP in 2000 to 6.4 percent
in 2030. The rise in Federal health care is even greater.
Together Medicare and Medicaid reach 4.1 percent of
GDP in 2000 along the current baseline, and then con-
tinue to rise to over 10 percent by the year 2030.

As this occurs, the deficit begins to soar. Initially,
the programmatic spending drives the increase, but
then a vicious spiral takes hold in which more borrow-
ing leads to higher Federal interest payments on the
growing debt which are financed in turn by yet more
borrowing. The spiral is unstable in that if it continued
unchecked it would lead to an unbounded increase in
the debt and the deficit. At some point, a financial
crisis would surely be triggered that would force some
type of action on the Federal Government, action that
was certain to be drastic and painful.

Because interest on the debt is the uncontrollable
consequence of past spending decisions, it is useful to
focus on the primary surplus or deficit, which is the
balance between revenues and non-interest outlays.
This measure is shown in Table 2–2 along with the
total, or unified surplus or deficit. The large and rapidly
growing deficit in the unified budget is the product
of a smaller and slower growing primary deficit. If the
imbalance in the primary budget could be controlled
over time, the larger imbalance in the unified budget
would automatically be resolved. The unsustainable spi-
ral of increasing deficits and debt can be avoided by
maintaining a small primary surplus. This is possible
even with a modest deficit in the unified budget. How-
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Table 2–2. ALTERNATIVE BUDGET PROJECTIONS
(Percent of GDP)

1995 2000 2005 2010 2020 2030 2040 2050

Current outlook without a balanced budget:
Receipts .............................................................................................................................................................. 18.9 19.0 18.9 18.9 19.0 19.2 19.4 19.5
Outlays ............................................................................................................................................................... 21.1 20.7 20.2 20.3 23.1 27.6 31.5 35.9

Discretionary .................................................................................................................................................. 7.6 6.5 5.9 5.4 4.7 4.2 3.7 3.3
Mandatory ...................................................................................................................................................... 10.3 11.3 11.8 12.6 15.7 18.6 19.9 20.7

Social security ........................................................................................................................................... 4.6 4.6 4.6 4.7 5.6 6.4 6.5 6.5
Medicare and Medicaid ............................................................................................................................. 3.4 4.1 4.8 5.7 8.1 10.5 11.9 12.8

Net interest .................................................................................................................................................... 3.2 2.9 2.5 2.3 2.8 4.8 8.0 12.0
Surplus or deficit (–) .......................................................................................................................................... –2.3 –1.6 –1.2 –1.4 –4.1 –8.4 –12.2 –16.5

Primary surplus or deficit (–) ............................................................................................................................. 0.9 1.2 1.2 0.9 –1.3 –3.6 –4.2 –4.5
Federal debt held by the public ........................................................................................................................ 50.1 48.3 44.9 42.2 52.7 91.9 152.1 227.4

Presidential policy (balanced budget):
Receipts .............................................................................................................................................................. 18.9 19.1 19.0 18.9 19.0 19.2 19.3 19.4
Outlays ............................................................................................................................................................... 21.1 20.1 18.6 18.1 19.1 21.1 22.1 22.9

Discretionary .................................................................................................................................................. 7.6 6.2 5.4 4.8 4.2 3.7 3.3 2.9
Mandatory ...................................................................................................................................................... 10.3 11.1 11.3 11.8 14.1 16.3 17.1 17.5

Social security ........................................................................................................................................... 4.6 4.6 4.6 4.7 5.6 6.4 6.5 6.5
Medicare and Medicaid ............................................................................................................................. 3.4 3.8 4.3 4.9 6.6 8.2 9.1 9.6

Net interest .................................................................................................................................................... 3.2 2.7 2.0 1.4 0.8 1.0 1.7 2.5
Surplus or deficit (–) .......................................................................................................................................... –2.3 –1.0 0.4 0.8 –0.1 –1.9 –2.8 –3.5

Primary surplus or deficit (–) ............................................................................................................................. 0.9 1.8 2.3 2.2 0.7 –0.9 –1.1 –1.0
Federal debt held by the public ........................................................................................................................ 50.1 47.2 37.7 27.5 15.8 21.4 36.0 51.3

4 The exact relationship between fiscal sustainability and the primary surplus or deficit
depends on the relationship among the initial ratio of debt to GDP, interest rates, and
GDP growth. The higher the initial debt ratio or interest rates, or the lower GDP growth,
the larger the primary surplus necessary to avoid the unsustainable debt spiral.

5 This is an approximation. The real value of the services in terms of purchasing power
would be unchanged, but the quantity of services would depend on the productivity of
Federal workers. A significant portion of discretionary spending consists of Federal payroll
costs. In a period of moderately rising real wages, as assumed in the budget and in the
Trustees’ report, these costs would rise somewhat faster than inflation on a per employee
basis. Under these circumstances, holding Federal discretionary spending constant over
several decades would imply a significant decrease in the Federal work force and, unless
offset by productivity gains, in the volume of Federal services.

ever, the spiral is inevitable with a permanent primary
deficit, even a small one. 4

The long-run deficit outlook would be much improved
if current budget proposals were enacted. Eliminating
the deficit by 2002 would leave the budget in surplus
for nearly two decades thereafter. While deficits would
eventually reappear, they would be substantially lower
than if the budget were not balanced now. In this sense,
the current policy proposals would do much to place
the budget on a sounder footing to address the coming
fiscal pressures created by the retirement of the baby-
boom generation.

The key to these projections is the set of economic
assumptions which has already been discussed plus
technical assumptions about Medicare, Medicaid and
discretionary spending.

• The Medicare savings proposed in the budget are
assumed to lower Medicare spending permanently
relative to the current baseline. After 2007, the
policy projections assume that Medicare resumes
the same rate of growth as in the baseline projec-
tions, but starting from a much lower level that
reflects the impact of the Administration’s pro-
posed savings. The baseline rate of growth after
2007 is taken from the latest reports of the Medi-
care Trustees, who assume a marked slowdown
in growth in the long term.

• The projections assume that the Administration’s
proposed cap for per capita Medicaid payments
is maintained indefinitely. Medicaid would con-
tinue to be an entitlement, and enrollment in the
program would be determined by general eligi-

bility requirements, but increases in the Federal
payments on a per person basis would be capped
by a formula.

• By convention, the current services estimates of
discretionary spending are assumed to rise with
the rate of inflation. This assumption, or any other
used for discretionary spending, is inherently arbi-
trary, because discretionary spending is deter-
mined annually through the legislative process,
and there is no legally binding formula to dictate
the pattern of future spending. The assumption
that the real value of Federal services is unchang-
ing 5 implies over long periods of time that the
size of the Federal establishment shrinks relative
to the size of the economy.

Other assumptions are possible, and one reason why
other analysts have come to varying conclusions is be-
cause of differences with one or more of these assump-
tions. For example, some assume that discretionary
spending will hold to a constant share of GDP in the
long run, even though that is not the current services
assumption used by OMB and CBO. Under this alter-
native assumption, discretionary spending would seem
neutral with respect to spending as a share of GDP.
In contrast, when discretionary spending is held con-
stant in real terms, as normally assumed by OMB,
discretionary spending shrinks as a share of GDP, and
consequently serves to offset some of the rise in entitle-
ment spending as a share of GDP that occurs for demo-
graphic reasons.
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The Medicaid cap is also a key assumption. Limiting
Federal Medicaid spending as a share of GDP would
reduce the pressure on the budget by several percent-
age points of GDP, compared with a long-run projection
in which Medicaid continues at its historical rate of
growth.

Various alternative economic and technical assump-
tions are discussed below:

Alternative Scenarios.—Each alternative focuses on
one of the key uncertainties in the outlook. Generally,
the scenarios highlight negative possibilities rather
than positive ones to show where the dangers are in
the outlook.

1. Discretionary Spending: The projections assume
that discretionary spending is held constant in real
terms once budget balance is reached. With real eco-
nomic growth and rising population, the public demand
for Government services—more national parks, better
transportation, additional Federal support for scientific
research—might increase as well. The assumption also
implies that the Nation’s defense needs will not vary
from the levels projected at the turn of the century.
Alternative assumptions that allow for these programs
to grow with population or overall economic activity
are shown in Chart 2–4. These alternative assumptions
worsen the deficit outlook.

2. Health Spending: Expenditures for Medicare and
Medicaid have grown much faster than other entitle-
ments, and even after the reforms in the President’s

budget, they continue to rise at a rapid rate. The alter-
native assumptions show what would happen if spend-
ing for these programs speeds up or slows down after
the budget is balanced. The budget is extremely sen-
sitive to these assumptions, as can be seen in Chart
2–5.

3. Productivity: The slowdown in productivity growth
in the U.S. economy that began in 1973 is responsible
for the slow rise in U.S. real incomes since that time.
Productivity can be altered by changes in the budget
deficit which affect national saving, but many other
factors influence it as well. The alternative scenarios
illustrate what would happen to the budget deficit if
productivity growth were higher or lower. A higher rate
of growth would make the task of preserving a balanced
budget dramatically easier; a lower growth rate would
have the opposite effect. Chart 2–6 shows how the defi-
cit varies with changes of one-half percentage point
of average productivity growth.

4. Population: Much of the long-run problem is due
to expected demographic shifts. Chart 2–6 illustrates
how important these are by showing what happens to
the deficit under the alternative demographic assump-
tions used by the social security Trustees in their most
recent report. The projection of Presidential policy relies
on the Trustees’ intermediate assumptions.

Conclusion.—OBRA 1993 and subsequent policy ac-
tions have improved the long-run deficit outlook, but
the deficit is still projected to increase if further budget
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offsets are not made. The President’s budget proposals
would not only balance the budget by 2002, but go
some distance toward resolving the long-run deficit
problem as well.

Actuarial Balance in the Social Security and
Medicare Trust Funds.—The Trustees for the social
security and Hospital Insurance trust funds issue an-
nual reports that include projections of income and
outgo for these funds over a 75–year period. These pro-
jections are based on different methods and assump-
tions than the budget projections presented above, but
they deliver a similar message: the retirement of the
baby boom generation, coupled with high rates of health
care cost growth, are expected to place large pressures
on social security and Medicare, resulting in spending
increases that outstrip the resources of the trust funds
under current law.

The Trustees’ reports highlight the 75–year actuarial
balance of the trust funds as a summary measure of
their financial status. This indicator measures the
change in payroll taxes or program benefits, expressed
as a percent of taxable payroll, that would be needed
to leave the fund with a small positive balance at the
end of 75 years.

Table 2–3 shows the changes in the 75–year actuarial
balances of the social security and Hospital Insurance
trust funds since 1995. There was only a small change
in the consolidated balance for the combined OASDI
fund, which aggregates the separate funds set up for

retirement and disability insurance. There was a notice-
able deterioration in the Hospital Insurance fund for
the Medicare program. In 1996, the Trustees for the
Hospital Insurance Trust Fund projected that under
their intermediate assumptions, the HI Trust Fund
would be insolvent in 2002, one year earlier than pro-
jected in 1995. The Trustees are expected to revise the
projected exhaustion date for HI later this spring in
their 1997 Report. A significant change in the insol-
vency date is not expected. However, because the Trust-
ees’ analysis considers a wide range of uncertain devel-
opments, including additional experience in the current
fiscal year, new analyses of factors affecting HI benefit
growth during fiscal years 1991–1996, updated projec-
tions of HI payroll tax income, and possible revisions
to interest rate expectations, it is not possible to predict
the new exhaustion date prior to the Report’s comple-
tion exactly. Furthermore, the Trustees’ estimates do
not take account of the legislative changes in Medicare
proposed in this budget that wuuld postpone the date
at which the trust fund is expected to be depleted.
While the HI fund is projected to be depleted within
a few years in the intermediate actuarial projections,
the combined OASDI fund would not be depleted for
more than three decades.

The 75–year actuarial balance is widely reported, but
it does not provide information about trends within the
75–year period. The social security trust fund, for exam-
ple, is currently running large annual surpluses. Until
2012, the Trustees project that the current payroll tax
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will be sufficient to cover program benefits. Afterwards,
the program must draw down trust fund assets to fi-
nance benefits, until the fund is exhausted in 2029.
If the payroll tax were raised today by the 2.2 percent-
age points necessary to eliminate the 75–year imbal-
ance, the higher trust fund income would only cover
outlays in the program until 2021, according to the

Trustees’ intermediate projections. Beyond that point,
trust fund assets would once again have to be drawn
down to finance benefits. At the end of 75 years, the
fund would have only enough assets to finance the fol-
lowing year’s benefits, and would face exhaustion short-
ly thereafter.

Table 2–3. CHANGE IN 75–YEAR ACTUARIAL BALANCE FOR OASDI AND HI TRUST FUNDS
(INTERMEDIATE ASSUMPTIONS)

(As a percent of taxable payroll)

OASI DI OASDI HI

Actuarial balance in 1995 Report .............................................................................. –1.87 –0.31 –2.17 –3.52
Changes in balance due to changes in:

Valuation period ........................................................................................................ –0.07 –0.01 –0.08 –0.10
Economic and demographic assumptions ................................................................ –0.06 .............. –0.07 –0.10
Disability Assumptions .............................................................................................. .............. –0.03 –0.03 ..............
Legislation .................................................................................................................. 0.01 0.02 0.03 ..............
Methods ..................................................................................................................... 0.14 .............. 0.14 ..............
Hospital Costs ........................................................................................................... .............. .............. .............. –0.54
Other .......................................................................................................................... .............. .............. .............. –0.26

Total Changes ....................................................................................................... 0.01 –0.03 –0.02 –1.00
Actuarial balance in 1996 Report .............................................................................. –1.85 –0.34 –2.19 –4.52

PART III—NATIONAL WEALTH AND WELFARE

Unlike a private corporation, the Federal Government
routinely invests in ways that do not add directly to
its assets. For example, Federal grants are frequently
used to fund capital projects by State or local govern-
ments for highways and other purposes. Such invest-
ments are valuable to the public, which pays for them
with taxes, but they are not owned by the Federal
Government and would not be reported on a conven-
tional balance sheet.

The Federal Government also invests in education
and research and development (R&D). These outlays
contribute to future productivity and are in that sense
analogous to an investment in physical capital. Indeed,
economists have computed stocks of human and knowl-
edge capital to reflect the accumulation of such invest-
ments. Nonetheless, these capital stocks are not owned
by the Federal Government, nor would they usually
appear on a balance sheet.

Table 2–4 presents a national balance sheet. It in-
cludes estimates of national wealth classified in three
categories: physical assets, education capital, and R&D
capital. The Federal Government has made contribu-
tions to each of these categories, and these contribu-
tions are also shown in the table. Data in this table
are especially uncertain, and detailed assumptions are
needed to prepare the estimates. Furthermore, the prin-
cipal source of data on physical capital, the Bureau
of Economic Analysis, is in the process of making sig-
nificant revisions to the underlying series. As a result,
the estimates for 1995–1996 are quite tentative, and

the data shown for earlier years are likely to be revised
as well. In broad terms, however, the picture shown
in Table 2–4 is not likely to be overturned.

Federal investments are responsible for about 71⁄2
percent of total national wealth. This is a small frac-
tion, but it represents a large volume of investment,
$4.3 trillion. The Federal contribution is down from
around 8 percent at the end of the 1980s, and from
over 12 percent in 1960. Much of this reflects the
shrinking size of the defense capital stocks, which have
gone down from 12 percent of GDP to 10 percent in
the last few years. Chart 2–7 illustrates the relative
contributions of different categories of wealth to the
national total.

Physical Assets
Physical assets in Table 2–4 include stocks of plant

and equipment, office buildings, residential structures,
land, and government’s physical assets such as military
hardware, office buildings, and highways. Automobiles
and consumer appliances are also included in this cat-
egory. The total amount of such capital is vast, amount-
ing to around $27 trillion in 1996; by comparison, GDP
was only about $71⁄2 trillion.

The Federal Government’s contribution to this stock
of capital includes its own physical assets plus $0.6
trillion in accumulated grants to State and local govern-
ments for capital projects. The Federal Government has
financed about one-quarter of the physical capital held
by other levels of government.
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Table 2–4 NATIONAL WEALTH
(As of the end of the fiscal year, in trillions of 1996 dollars)

1960 1965 1970 1975 1980 1985 1990 1994 1995 1996

ASSETS

Publicly Owned Physical Assets:
Structures and Equipment ........................................ 2.0 2.4 2.9 3.4 3.7 3.7 3.9 4.1 4.2 4.2

Federally Owned or Financed ............................. 1.1 1.2 1.3 1.2 1.2 1.4 1.6 1.6 1.6 1.6
Federally Owned .............................................. 1.0 1.0 1.0 0.9 0.8 0.9 1.0 1.0 1.0 1.0
Grants to State & Local Governments ........... 0.1 0.2 0.3 0.4 0.5 0.5 0.6 0.6 0.6 0.6

Funded by State & Local Governments .............. 0.9 1.2 1.6 2.2 2.5 2.3 2.3 2.5 2.6 2.6
Other Federal Assets ............................................... 0.8 0.7 0.7 0.9 1.5 1.4 1.1 0.9 0.9 0.9

Subtotal ........................................................ 2.8 3.0 3.5 4.3 5.2 5.1 5.1 5.0 5.0 5.1
Privately Owned Physical Assets:

Reproducible Assets ................................................. 5.5 6.4 8.0 10.4 13.2 13.9 15.3 16.1 16.6 17.1
Residential Structures .......................................... 2.0 2.3 2.8 3.7 4.9 5.0 5.5 6.0 6.2 6.4
Nonresidential Plant & Equipment ....................... 2.0 2.3 3.0 4.1 5.1 5.7 6.1 6.3 6.4 6.6
Inventories ............................................................ 0.7 0.8 0.9 1.1 1.4 1.3 1.3 1.3 1.3 1.3
Consumer Durables ............................................. 0.9 1.0 1.3 1.5 1.8 1.9 2.4 2.6 2.7 2.7

Land .......................................................................... 2.0 2.3 2.7 3.5 5.2 6.0 6.0 4.5 4.5 4.5

Subtotal ........................................................ 7.5 8.7 10.7 13.8 18.5 19.8 21.3 20.7 21.1 21.6
Education Capital:

Federally Financed ................................................... 0.1 0.1 0.2 0.3 0.4 0.6 0.7 0.8 0.9 0.9
Financed from Other Sources .................................. 6.2 8.1 10.8 12.5 15.3 18.4 23.4 26.3 27.3 28.2

Subtotal ........................................................ 6.3 8.2 11.0 12.9 15.7 19.0 24.1 27.2 28.1 29.1
Research and Development Capital:

Federally Financed R&D .......................................... 0.2 0.3 0.5 0.5 0.6 0.6 0.8 0.8 0.9 0.9
R&D Financed from Other Sources ......................... 0.1 0.2 0.3 0.4 0.4 0.6 0.8 1.0 1.0 1.1

Subtotal ........................................................ 0.3 0.5 0.7 0.9 1.0 1.3 1.6 1.8 1.9 1.9

Total Assets ............................................. 16.8 20.4 25.9 31.8 40.4 45.2 52.1 54.7 56.2 57.7

LIABILITIES

Net Claims of Foreigners on U.S. ........................... (0.2) (0.2) (0.2) (0.2) (0.5) (0.2) 0.3 0.7 0.9 1.1
Balance ................................................... 17.0 20.7 26.2 32.0 40.9 45.4 51.8 53.9 55.3 56.7

Per Capita (thousands, 1996 dollars) .......................... 94.0 106.4 127.7 148.3 179.0 189.8 206.5 206.3 209.6 213.0

ADDENDA:

Total Federally Funded Capital. ............................... 2.1 2.3 2.6 3.0 3.7 4.1 4.2 4.2 4.2 4.3
Percent of National Wealth ...................................... 12.3 11.2 10.1 9.3 9.0 8.9 8.1 7.8 7.6 7.5

Education Capital
Economists have developed the concept of human cap-

ital to reflect the notion that individuals and society
invest in people as well as in physical assets. Invest-
ment in education is a good example of how human
capital is accumulated.

Table 2–4 shows an estimate of the stock of capital
formed by the Nation’s investment in education. The
estimate is based on the cost of replacing the years
of schooling embodied in the U.S. population aged 16
and over. The idea is to measure how much it would
cost to reeducate the U.S. workforce at today’s prices.
The replacement value of education (as opposed to its
original costs) is more meaningful economically, and
is comparable to the measures of physical capital pre-
sented earlier.

Although this is a relatively crude measure, it does
provide a rough order of magnitude of the current value
of the investment in education. According to this meas-
ure, the stock of education capital amounted to $29
trillion in 1996 of which about 3 percent was financed
by the Federal Government. It exceeds the total value

of the Nation’s stock of physical capital. The main in-
vestors in education capital have been State and local
governments, parents, and students themselves who
forego earning opportunities to acquire education.

There are even broader concepts of human capital.
Not all useful training occurs in a schoolroom or in
formal training programs at work. Much informal learn-
ing occurs within families or on the job, but measuring
its value is very difficult. Labor compensation amounts
to about two thirds of national income. Therefore, it
is conceivable that the total value of human capital
might be two to three times as large as the estimated
value of physical capital. The estimates offered here
are in a sense conservative, because they reflect only
the costs of acquiring formal education and training.

Research and Development Capital
Research and development can also be thought of

as an investment, because R&D represents a current
expenditure that is made in the expectation of earning
a future return. After adjusting for depreciation, the
flow of R&D investment can be added up to provide
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6 R&D depreciates in the sense that the economic value of applied research and develop-
ment tends to decline with the passage of time which leads to movement in the technological
frontier.

an estimate of the current R&D stock. 6 That stock
is estimated to have been about $1.9 trillion in 1996.
Although this is a large amount of research, it is a
relatively small portion of total National wealth. About
half of this stock was funded by the Federal Govern-
ment.

Liabilities:
When considering how much the United States owes

as a Nation, the debts that Americans owe to one an-
other cancel out. They do not belong in Table 2–4;
but they are important. An unwise buildup in debt,
most of which was owed to other Americans, was partly
responsible for the sluggishness of the recovery from
the 1990–1991 recession in its early stages. The only
debt that appears in Table 2–4 is the debt that Ameri-
cans owe to foreign investors. America’s foreign debt
has been increasing rapidly in recent years, because
of the continuing imbalance in the U.S. current account;
but even so the size of this debt is small compared
with the total stock of U.S. assets. It amounted to
slightly less than 2 percent of total U.S. wealth in
1996.

Most of the Federal debt held by the public is owned
by Americans, so it does not appear in Table 2–4. Only
that portion of the Federal debt held by foreigners is
reflected. However, comparing the Federal Govern-
ment’s net liabilities with total national wealth gives
another indication of the relative magnitude of the im-
balance in the Government’s accounts. Currently, the
Federal net asset imbalance, as estimated in Table 2–1,
amounts to less than 6 percent of total U.S. wealth,
as shown in Table 2–4.

Trends in National Wealth
The net stock of wealth in the United States at the

end of 1996 was about $57 trillion. Since 1980 it has
increased in real terms at an annual rate of 2.0 percent
per year—less than half the 4.5 percent rate it averaged
from 1960 to 1980. Public capital formation slowed
down markedly between the two periods. The real value
of the net stock of publicly owned physical capital was
actually lower in 1996 than in 1980—$5.1 trillion ver-
sus $5.2 trillion in the earlier year. Since 1980, Federal
grants to State and local governments for capital
projects have grown less rapidly, while capital funded
directly by State and local governments has grown at
an average rate of only 0.4 percent per year.

Private capital formation in physical assets has also
grown more slowly since 1980. The net stock of nonresi-
dential plant and equipment grew 1.6 percent per year
from 1980 to 1996, compared with 4.9 percent in the
1960s and 1970s, and the stock of business inventories
actually declined. Overall, the stock of privately owned
physical capital grew at an average rate of just 1.0
percent per year between 1980 and 1996. Economists
might discuss whether slower growth in net private
business investment is caused by a shift toward invest-

ment in more efficient but shorter-lived computers, and
whether the decline in inventories really reflects a more
efficient use of them.

The accumulation of education capital, as measured
here, also slowed down in the 1980s, but not nearly
as much. It grew at an average rate of 4.7 percent
per year in the 1960s and 1970s, about the same as
the average rate of growth in private physical capital
during the same period. Since 1980, education capital
has grown at a 3.9 percent annual rate. This reflects
the extra resources devoted to schooling in this period,
and the fact that such resources were rising in relative
value. R&D stocks have grown at about the same rate
as education capital since 1980.

Other Federal Influences on Economic Growth
Many Federal policies have contributed to the slow-

down in capital formation that occurred after 1980.
Federal investment policies obviously were important,
but the Federal Government also contributes to wealth
in ways that cannot be easily captured in a formal
presentation. Monetary and fiscal policies affect the
rate and direction of capital formation. Regulatory and
tax policies affect how capital is invested, as do the
Federal Government’s credit assistance policies.

One important channel of influence is the Federal
budget deficit, which determines the size of the Federal
Government’s borrowing requirements. Smaller deficits
in the 1980s would have resulted in a smaller gap
between Federal liabilities and assets than is shown
in Table 2–1. It is also likely that, had the more than
$3 trillion in added Federal debt since 1980 been avoid-
ed, a significant share of these funds would have gone
into private investment. National wealth might have
been 2 to 4 percent larger in 1996 had fiscal policy
avoided the buildup in the debt.

Social Indicators
There are certain broad responsibilities that are

unique to the Federal Government. Especially impor-
tant are the Government’s role in fostering healthy eco-
nomic conditions, promoting health and social welfare,
and protecting the environment. Table 2–5 offers a
rough cut of information that can be useful in assessing
how well the Federal Government has been doing in
promoting these general objectives.

The indicators shown here are only a limited subset
drawn from the vast array of available data on condi-
tions in the United States. In choosing indicators for
this table, priority was given to measures that were
consistently available over an extended period. Such
indicators make it easier to draw valid comparisons
and evaluate trends. In some cases, however, this
meant choosing indicators with significant limitations.

The individual measures in this table are influenced
in varying degrees by many Government policies and
programs, as well as by external factors beyond the
Government’s control. They are not outcome indicators,
because they do not measure the direct results of Gov-
ernment activities, but they do provide a quantitative
measure of the progress or lack of progress in reaching

1998



 

332. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET

Table 2–5. ECONOMIC AND SOCIAL INDICATORS

General categories Specific measures 1960 1965 1970 1975 1980 1985 1990 1991 1992 1993 1994 1995 1996

Economic:
Living Standards ........... Real GDP per person (1992 dollars) ............................................ 12,512 14,792 16,521 17,896 20,252 22,345 24,559 24,058 24,447 24,738 25,352 25,630 25,998

Average annual percent change ................................................... 0.4 3.4 2.2 1.6 2.5 2.0 1.9 –2.0 1.6 1.2 2.5 1.1 1.4
Median income (1994 dollars):

All households ........................................................................... 26,598 31,001 36,410 37,202 38,930 39,283 41,223 40,214 39,727 38,980 39,881 40,611 NA
Married couple families ............................................................. 27,796 32,375 38,805 40,315 42,852 44,049 46,519 45,871 45,503 45,356 46,223 47,062 NA
Female householder, no husband present ............................... 14,047 15,738 18,793 18,559 19,272 19,346 19,742 18,677 18,493 18,397 18,753 19,691 NA

Income share of middle three quintiles (%) ................................. 54.0 53.9 53.6 53.5 53.4 52.0 51.2 51.4 51.0 43.9 49.0 49.1 NA
Poverty rate (%) 1 .......................................................................... 22.2 17.3 12.6 12.3 13.0 14.0 13.5 14.2 14.8 15.1 14.5 13.8 NA

Economic security ........ Economic security inflation and unemployment:
Civilian unemployment (%) ....................................................... 5.5 4.5 4.9 8.5 7.1 7.2 5.5 6.7 7.4 6.8 6.1 5.6 5.4
CPI-U (year over year % change) ........................................... 1.7 1.6 5.7 9.1 13.5 3.6 5.4 4.2 3.0 3.0 2.6 2.8 3.0

Employment prospects Increase in total payroll employment (millions) ............................ –0.5 2.9 –0.5 0.4 0.2 2.5 0.3 –0.8 1.1 2.8 3.8 2.2 2.6
Managerial or professional jobs (% of civilian employment) ....... NA NA NA NA NA 24.1 25.8 26.3 26.2 26.8 27.5 28.3 28.8

Wealth creation ............ Net national saving rate (% of NNP) ............................................ 10.1 12.0 8.3 6.0 6.4 5.4 3.7 3.6 2.4 2.5 3.4 4.5 5.4
Innovation ..................... Patents issued to U.S. residents (thous.) ..................................... 42.0 53.6 50.1 51.4 40.8 43.3 52.8 57.7 58.7 61.1 64.2 64.5 NA

Multifactor productivity (average annual percent change) ........... 1.1 3.2 1.1 1.3 0.7 0.6 0.3 –1.0 1.5 0.5 0.7 NA NA
Social:

Families ........................ Children living with a single parent (% of all children) ................ 9.2 10.2 11.6 16.4 18.6 20.2 21.6 22.4 22.8 23.3 23.1 24.0 NA
Safe communities ......... Violent crime rate (per 100,000 population) 2 ............................... 160 199 364 482 597 557 732 758 758 747 714 685 650

Murder rate (per 100,000 population) ........................................... 5 5 8 10 10 8 9 10 9 10 9 8 8
Juvenile crime (murders per 100,000 persons age 14–17) ......... NA NA NA NA 9 7 16 18 17 19 19 NA NA

Health and illness ........ Infant mortality (per 1,000 live births) ........................................... 26.0 24.7 20.0 16.1 12.6 10.6 9.2 8.9 8.5 8.4 7.9 7.6 NA
Low birthweight (<2,500 gms) babies (%) .................................... 7.7 8.3 7.9 7.4 6.8 6.8 7.0 7.1 7.1 7.2 7.3 NA NA
Life expectancy at birth (years) .................................................... 69.7 70.2 70.8 72.6 73.7 74.7 75.4 75.5 75.8 75.5 75.7 NA NA
Cigarette smokers (% population 18 and oover) ......................... NA 42.4 39.5 36.4 33.2 30.1 25.5 25.6 26.5 25.0 NA NA NA
Bed disability days (average days per person) ............................ 6.0 6.2 6.1 6.6 7.0 6.1 6.2 6.5 6.3 6.7 6.2 NA NA

Learning ........................ High school graduates (% of population 25 and older) ............... 44.6 49.0 55.2 62.5 68.6 73.9 77.6 78.4 79.4 80.2 80.9 81.7 NA
College graduates (% of population 25 and older) ...................... 8.4 9.4 11.0 13.9 17.0 19.4 21.3 21.4 21.4 21.9 22.2 23.0 NA
National assessment of educational progress 3.

Mathematics ............................................................................... NA NA NA 304 298 302 305 NA 307 NA 306 NA NA
Science ...................................................................................... NA NA 305 296 283 288 290 NA 296 NA 294 NA NA

Participation .................. Voting for President (% eligible population) ................................. 62.8 NA NA NA 52.6 NA NA NA 55.2 NA NA NA 49
Voting for Congress (% of eligible population) ............................ 58.5 NA 43.5 NA 47.4 NA 33.1 NA 50.8 NA 36.0 NA NA
Individual charitable giving per capita (1996 dollars) ................... 205 246 295 313 341 359 438 438 429 426 427 NA NA

Environment:
Air quality ...................... Population living in counties with ozone levels exceeding the

standard (millions) ..................................................................... NA NA NA NA NA 76 63 70 43 51 50 71 NA
Water quality ................ Population served by secondary treatment or better (millions) ... NA NA NA NA NA 134 155 157 159 162 164 166 168

1 The poverty rate does not reflect noncash government transfers such as Medicaid or food stamps.
2 Not all crimes are reported, and the fraction that go unreported may have varied over time.
3 Data shown for the National Education assessment are preliminary.

some of the ultimate values that government policy is
intended to promote. Such a table can serve two func-
tions. First, it highlights areas where the Federal Gov-
ernment might need to modify its current practices or
consider new approaches; where there are clear signs
of deteriorating conditions, corrective action might be
appropriate. Second, the table provides a context for
evaluating other data on Government activities; for ex-
ample, Government actions that weaken its own finan-
cial position may be appropriate when they promote
a broader social objective.

For example, during economic recessions, reductions
in tax collections lead to increased government borrow-
ing that adds to Federal liabilities. This decline in Fed-
eral net assets, however, provides an automatic sta-
bilizer for the private sector. State and local govern-
ments and private budgets are strengthened by allow-
ing the Federal budget to go deeper into deficit. More
stringent Federal budgetary controls could be used to
hold down Federal borrowing during such periods, but

only at the risk of aggravating the downturn and weak-
ening the other sectors.

The Government cannot avoid making such trade-
offs because of its size and the broad ranging effects
of its actions. Monitoring these effects and incorporat-
ing them in the Government’s policy making is a major
challenge.

An Interactive Analytical Framework
No single framework can encompass all of the factors

that affect the financial condition of the Federal Gov-
ernment. Nor can any framework serve as a substitute
for actual analysis. Nevertheless, the framework pre-
sented above offers one useful way to examine the fi-
nancial aspects of Federal policies. Increased Federal
support for investment, the reduction in Federal ab-
sorption of saving through deficit reduction, and other
Administration policies to enhance economic growth are
expected to promote national wealth and improve the
future financial condition of the Federal Government
and the Nation as a whole. As that occurs, the efforts
will be clearly revealed in these tables.
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TECHNICAL NOTE: SOURCES OF DATA AND METHOD OF ESTIMATING

Federally Owned Assets and Liabilities

Assets
Financial Assets: The source of data is the Federal

Reserve Board’s Flow-of-Funds Accounts. Two adjust-
ments were made to this data. First, U.S. Government
holdings of financial assets were consolidated with the
holdings of the monetary authority, i.e., the Federal
Reserve System. Second, the gold stock, which is valued
in the Flow-of-Funds at a constant historical price, is
revalued using the market value for gold.

Physical Assets
Fixed Reproducible Capital: Estimates were devel-

oped from the OMB historical data base for physical
capital outlays. The data base extends back to 1940
and was supplemented by data from other selected
sources for 1915–1939. The source data are in current
dollars. To estimate investment flows in constant dol-
lars, it is necessary to deflate the nominal investment
series. This was done using price deflators for Federal
purchases of durables and structures from the National
Income and Product Accounts. These price deflators are
available going back as far as 1930. For earlier years,
deflators were based on historical statistics for constant
price public capital formation. The capital stock series
were adjusted for depreciation on a straight-line basis,
assuming useful lives of 46 years for water and power
projects; 40 years for other direct Federal construction;
and 16 years for major nondefense equipment and for
defense procurement.

Fixed Nonreproducible Capital: Historical estimates
for 1960–1985 were based on estimates in Michael J.
Boskin, Marc S. Robinson, and Alan M. Huber, ‘‘Gov-
ernment Saving, Capital Formation and Wealth in the
United States, 1947–1985,’’ published in The Measure-
ment of Saving, Investment, and Wealth, edited by Rob-
ert E. Lipsey and Helen Stone Tice (The University
of Chicago Press, 1989).

Estimates were updated using changes in the value
of private land from the Flow-of-Funds Balance Sheets
and in the Producer Price Index for Crude Energy Ma-
terials. The Bureau of Economic Analysis is in the proc-
ess of preparing satellite accounts to accompany the
National Income and Product Accounts that will report
on changes in mineral deposits for the Nation as a
whole, but this work is not yet completed.

Liabilities
Financial Liabilities: The principal source of data is

the Federal Reserve’s Flow-of-Funds Accounts.
Contingent Liabilities: Sources of data are the OMB

Deposit Insurance Model and the OMB Pension Guar-
antee Model. Historical data on contingent liabilities
for deposit insurance were also drawn from the Con-
gressional Budget Office’s study, The Economic Effects
of the Savings and Loan Crisis, issued January 1992.

Pension Liabilities: For 1979–1995, the estimates are
the actuarial accrued liabilities as reported in the an-

nual reports for the Civil Service Retirement System,
the Federal Employees Retirement System, and the
Military Retirement System (adjusted for inflation). Es-
timates for the years before 1979 are not actuarial;
they are extrapolations. The estimate for 1996 is a pro-
jection.

Long-Run Budget Projections

The long-run budget projections are based on long-
run demographic and economic projections. A spread-
sheet model of the Federal budget developed at OMB
computes the budgetary implications of this forecast.

Demographic and Economic Projections: For the years
1997–2007, the assumptions are identical to those used
in the budget. As always, these budget assumptions
reflect the President’s policy proposals, in this case that
the budget be balanced. The long-run projections extend
these budget assumptions by holding constant inflation,
interest rates, and unemployment at the levels assumed
in the final year of the budget. Population growth and
labor force participation are extended using the inter-
mediate assumptions from the 1996 social security
Trustees’ report. The projected rate of growth for real
GDP is built up from the labor force assumptions and
an assumed rate of productivity growth. The assumed
rate of productivity growth is held constant at the aver-
age rate of growth implied by the budget’s economic
assumptions. The economic assumptions used for the
current services projections subtract the ‘‘fiscal divi-
dend’’ from interest rates, profits, and dividends.

Budget Projections: For the budget period, the projec-
tions follow the budget. Beyond the budget horizon,
receipts are projected using simple rules of thumb link-
ing income taxes, payroll taxes, excise taxes, and other
receipts to projected tax bases derived from the eco-
nomic forecast. Outlays are computed in different ways.
Discretionary spending grows at the rate of inflation.
Social security, Medicare, and Federal pensions are pro-
jected using the most recent actuarial forecasts avail-
able at the time the budget was prepared (June 1996
for social security). These projections are repriced using
Administration inflation and wage growth assumptions.
Other entitlement programs are projected based on
rules of thumb linking program spending to elements
of the economic and demographic forecast such as the
poverty rate.

National Balance Sheet Data

Publicly Owned Physical Assets: Basic sources of data
for the federally owned or financed stocks of capital
are the investment flows described in Chapter 6 of this
volume. Federal grants for State and local government
capital were added together with adjustments for infla-
tion and depreciation in the same way as described
above for direct Federal investment. Data for total
State and local government capital come from the
unrevised capital stock data prepared by the Bureau
of Economic Analysis.
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Privately Owned Physical Assets: Data are from the
Flow-of-Funds national balance sheet. Estimates for
1995–1996 were based on investment data from the
National Income and Product Accounts.

Education Capital: The stock of education capital is
computed by valuing the cost of replacing the total
years of education embodied in the U.S. population 16
years of age and older at the current cost of providing
schooling. The estimated cost includes both direct ex-
penditures in the private and public sectors and an
estimate of students’ foregone earnings, i.e., it reflects
the opportunity cost of education.

For this presentation, Federal investment in edu-
cation capital is a portion of the Federal outlays in-
cluded in the conduct of education and training. This
portion includes direct Federal outlays and grants for
elementary, secondary, and vocational education and
for higher education. The data exclude Federal outlays
for physical capital at educational institutions and for
research and development conducted at colleges and
universities because these outlays are classified else-
where as investment in physical capital and investment
in R&D capital. The data also exclude outlays under
the GI Bill; outlays for graduate and post-graduate edu-
cation spending in HHS, Defense and Agriculture; and
most outlays for vocational training.

Data on investment in education financed from other
sources come from educational institution reports on
the sources of their funds, published in U.S. Depart-
ment of Education, Digest of Education Statistics.
Nominal expenditures were deflated by the implicit
price deflator for GDP to convert them to constant dol-
lar values. Education capital is assumed not to depre-
ciate, but to be retired when a person dies. An edu-
cation capital stock computed using this method with
different source data can be found in Walter McMahon,
‘‘Relative Returns To Human and Physical Capital in
the U.S. and Efficient Investment Strategies,’’ Econom-
ics of Education Review, Vol. 10, No. 4, 1991. The meth-
od is described in detail in Walter McMahon, Invest-
ment in Higher Education, 1974.

Research and Development Capital: The stock of R&D
capital financed by the Federal Government was devel-
oped from a data base that measures the conduct of

R&D. The data exclude Federal outlays for physical
capital used in R&D because such outlays are classified
elsewhere as investment in federally financed physical
capital. Nominal outlays were deflated using the GDP
deflator to convert them to constant dollar values.

Federally funded capital stock estimates were pre-
pared using the perpetual inventory method in which
annual investment flows are cumulated to arrive at
a capital stock. This stock was adjusted for depreciation
by assuming an annual rate of depreciation of 10 per-
cent on the outstanding balance for applied research
and development. Basic research is assumed not to de-
preciate. Chapter 6 of this volume contains additional
details on the estimates of the total federally financed
R&D stock, as well as its national defense and non-
defense components.

A similar method was used to estimate the stock
of R&D capital financed from sources other than the
Federal Government. The component financed by uni-
versities, colleges, and other nonprofit organizations is
based on data from the National Science Foundation,
Surveys of Science Resources. The industry-financed
R&D stock component is from that source and from
the U.S. Department of Labor, The Impact of Research
and Development on Productivity Growth, Bulletin
2331, September 1989.

Experimental estimates of R&D capital stocks have
recently been prepared by BEA. The results are de-
scribed in ‘‘a Satellite Account for Research and Devel-
opment,’’ Survey of Current Business, November 1994.
These BEA estimates are lower than those presented
here primarily because BEA assumes that the stock
of basic research depreciates, while the estimates in
Table 2–3 assume that basic research does not depre-
ciate. BEA also assumes a slightly higher rate of depre-
ciation for applied research and development, 11 per-
cent, compared with the 10 percent rate used here.

Social Indicators
The main sources for the data in this table are the

Government statistical agencies. Generally, the data
are publicly available in the President’s annual Eco-
nomic Report and the Statistical Abstract of the United
States.
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1. ECONOMIC ASSUMPTIONS

Introduction

The prudent fiscal and monetary policies pursued
during this Administration have fostered the healthiest
economy in over a generation. Judged by the yardsticks
of growth, jobs, unemployment, inflation, interest rates
and the stock market, 1997 was a banner year. Real
Gross Domestic Product (GDP) expanded by nearly 4
percent, the Nation’s payrolls increased by 3.2 million
jobs, and the unemployment rate fell to the lowest level
in 24 years. Despite robust growth, inflation edged
down; the rise in the Consumer Price Index excluding
the volatile food and energy components last year was
the smallest since 1965. The combination of low infla-
tion and low unemployment pulled the ‘‘Misery
Index’’—the sum of the inflation and unemployment
rates—to its lowest level in three decades.

Households and businesses have prospered in this
environment. Wages and salaries after adjustment for
inflation have increased faster than at any time in the
past two decades. And thanks to unusually strong pro-
ductivity growth for this stage of an expansion, profits
also have grown at a healthy pace. The share of profits
in GDP climbed to over 10 percent last year, the high-
est it has been since 1968.

Financial markets have responded to these favorable
developments by bidding up the prices of bonds and
equities. Long-term interest rates, which move in the
opposite direction from bond prices, fell one-half per-
centage point last year. At year’s end, the yield on
the 30-year Treasury bond was below 6 percent, the
lowest level in four years. In early January, the rate
fell another one-quarter percentage point to the lowest
level since this maturity was first regularly issued in
1977.

The Dow Jones Industrial Average rose 23 percent
during 1997, which followed a 68 percent gain during
1995–96. Since the end of 1994, the Dow average has
doubled, making this the best three-year performance
in the postwar period and the second best in the 101-
year history of the Dow. The broader market indexes,
the S&P 500 and the NASDAQ composite index, also
doubled during these three years.

These outstanding financial and nonfinancial achieve-
ments—fostered by sound fiscal and monetary poli-
cies—have further boosted business and consumer con-
fidence. Businesses last year spent heavily on capacity-
expanding new plant and equipment; investment rose
at a double-digit pace after adjustment for inflation.
Consumer optimism soared. According to the University
of Michigan Consumer Sentiment Index, optimism
reached the highest level since the survey began in
the early 1950s. Overseas investors also have expressed
their confidence in the U.S. economy. With many finan-

cial markets around the world in turmoil, foreign inves-
tors increasingly turned to the safe haven provided by
U.S. financial markets.

The fundamental forces affecting the economy and
prospective fiscal and monetary policies point to contin-
ued healthy economic conditions in the coming years.
The budget is projected to reach balance in 1999—the
first time that has occurred in three decades—and to
remain in balance during the remainder of the 10-year
planning horizon. A stronger dollar is likely to keep
inflation low. While some may have thought that real
growth in the recent past was too fast, in the future
these concerns may well be eased by developments in
Asia. Against this background, monetary policy should
be able to accommodate continued economic growth
with low inflation.

The Administration projects real growth in the next
few years to be around 2.0 percent per year, before
rising to 2.4 percent in 2002–2007. The unemployment
rate, which at current low levels may run the risk
of igniting inflation, is projected to edge up slightly
to a rate that the Administration conservatively esti-
mates to be consistent with stable inflation. Nonethe-
less, millions of new jobs are expected to be created.
Short-term interest rates are projected to decline and
long-term rates are expected to remain relatively low
as private and public credit demands ease and as expec-
tations of continued low inflation are incorporated into
bond yields. Beyond 1999, the Administration’s eco-
nomic projections represent expected trends rather than
a definite cyclical pattern.

Private forecasters have a similarly favorable view
of the economic outlook. The January Blue Chip consen-
sus forecast, an average of 50 private forecasts, pro-
jected real growth, unemployment and inflation at rates
nearly identical to those used in this budget. The pro-
jected interest rates were somewhat higher than in the
budget assumptions. The similarity to the private sector
forecasts is an indication that the Administration’s as-
sumptions are a reasonable, prudent basis for projecting
the budget.

The expansion that began in April 1991 has just com-
pleted 82 consecutive months of growth, exceeding 17
of the 20 expansions of this century. By December of
this year, the expansion will become the second longest
U.S. expansion of all time and the longest peacetime
expansion. If it continues through February 2000, this
expansion will set a new longevity record, outlasting
the current record of 106 months of uninterrupted
growth in the 1960s. According to the Blue Chip survey,
most private-sector forecasters now expect this to
happen.

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

Fiscal and Monetary Policy

When this Administration took office, its first priority
was to reverse the 12-year trend of large, uncontrolled
fiscal deficits. The Administration proposed, and Con-
gress passed, the landmark Omnibus Budget Reconcili-
ation Act of 1993 (OBRA) which set the budget deficit
on a downward path. After having reached a postwar
record of $290 billion in 1992—a huge 4.7 percent of
GDP—the deficit has declined each year, falling to just
$22 billion in 1997—just 0.3 percent of GDP. The last
time the deficit share of GDP was this low was in
1970.

The deficit reductions following OBRA have far ex-
ceeded predictions made at the time of its passage.
OBRA was projected to reduce pre-Act deficits by $505
billion over the five years 1994–98. Over the five years
1993–97, the cumulative deficit reduction has been
$811 billion. In other words, OBRA and subsequent
developments have enabled the Treasury to issue $811
billion less debt than would have been required under
previous law. By 1998, the cumulative deficit reduction
from 1994 through 1998 is estimated to be $1.1 trillion,
more than double the original estimate.

While OBRA fundamentally altered the course of fis-
cal policy towards lower deficits, it was not projected
to eliminate the deficit. In the absence of further action,
deficits were expected to begin to climb once again.
To prevent this and bring the budget into surplus, last
summer the Administration negotiated the Balanced
Budget Agreement with the Congress. This budget pro-
poses to achieve a surplus in 1999—three years earlier
than originally projected. The last budget surplus was
in 1969. OBRA and the Balanced Budget Agreement
together are expected to reduce the deficit by a cumu-
lative total of $3.3 trillion over 1993–2002 compared
with the pre-OBRA baseline.

The economy has outperformed most forecasters’ ex-
pectations in recent years and, at the same time, defi-
cits have been much lower than projected. This is more
than a coincidence. Lower deficits contribute to a
healthy, sustainable expansion by reducing interest
rates and boosting interest-sensitive spending in the
economy. Rapid growth of business capital spending ex-
pands industrial capacity and boosts productivity
growth. The extra capacity, in turn, prevents shortages
and bottlenecks that might otherwise emerge.

Lower interest rates also raise equity prices, which
reduces the cost of capital to business and increases

household wealth and optimism. The added impetus
to business and consumer spending creates new jobs
and business opportunities. The result is more produc-
tion, more income, more jobs, more Federal revenues,
and a smaller deficit—a virtuous circle of prosperity.
That has been the experience of the past five years,
and it will be the likely consequence of policies that
achieve budget surpluses, and reduce Government debt.

In this expansion, monetary policy shifted when nec-
essary to prevent inflation from picking up, and shifted
again to prevent the expansion from stalling when that
seemed needed. In 1994 and early 1995, monetary pol-
icy tightened when rapid growth raised the possibility
that inflationary pressures were about to build. During
1995 and early 1996, monetary policy eased because
the expansion appeared to be slowing unduly and the
risk of higher inflation had lessened. Since January
1996, monetary policy has remained steady. The sole
adjustment was in March 1997 when the federal funds
rate target was raised one-quarter percentage point to
its current level of 51⁄2 percent.

Stable monetary policy for the past two years has
kept the 3-month Treasury bill rate in a narrow range
around 5 percent. Long-term interest rates have fluc-
tuated in response to the outlook for inflation and the
deficit. When economic growth accelerated during the
first four months of 1997, the yield on the 30-year
Treasury bond edged up 50 basis points to 7.1 percent.
During the remainder of the year, however, the rate
fell over 100 basis points in response to low inflation,
the agreement to balance the budget, the unexpectedly
low 1997 budget deficit, and international develop-
ments. By early 1998, the yield had fallen to 5.7 per-
cent.

Recent Developments

Real Growth: The economy expanded an estimated
3.7 percent over the four quarters of 1997, up from
2.8 percent the prior year. As in 1996, the fastest grow-
ing sector was business fixed investment. During the
first three quarters of 1997, business spending for new
plant and equipment rose at a 13 percent annual rate
after adjustment for inflation, led by an 18 percent
advance in equipment spending. The biggest gains con-
tinued to be for information processing and related
equipment, but businesses invested heavily in other
forms of equipment and in structures as well.

This exceptionally strong business capital spending
has boosted productivity and expanded industrial capac-
ity to meet current and future demands. Manufacturing
capacity rose by more than 5 percent in each of the
past three years. The last time capacity grew this rap-
idly was in the late 1960s. The extra capacity has
helped keep inflation low by easing the bottlenecks that
might otherwise have developed. In the fourth quarter
of 1997, the manufacturing operating rate was near
its long-term average, even though labor markets were
much tighter than usual.

Growth last year was also supported by robust house-
hold spending. Low unemployment, rising real incomes,
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and large capital gains have provided households with
the resources and willingness to spend heavily, espe-
cially on discretionary purchases. Overall consumer
spending after adjustment for inflation rose at a 4 per-
cent annual rate during the first three quarters of the
year; spending on durable goods soared at a 9 percent
pace.

The same factors spurring consumption, along with
relatively low mortgage rates, pushed new home sales
during the first 11 months of 1997 to their highest
level since 1978. Buoyant sales and low inventories of
unsold homes have provided a strong incentive for
builders to start new construction. Housing starts re-
mained at high levels last year, and residential invest-
ment, after adjustment for inflation, increased at nearly
a 5 percent annual rate during the first three quarters
of the year.

Government purchases, on balance, made only a
small contribution to GDP growth last year. Federal
government spending in GDP after adjustment for infla-
tion was about unchanged over the first three quarters.
State and local spending rose at only a 2 percent rate
during this period, despite the healthy fiscal surpluses
that have resulted from sharply rising incomes and
profits.

The foreign sector was the primary restraint on
growth last year, trimming real GDP growth by nearly
1 percentage point during the first three quarters of
the year. Although exports expanded rapidly, import
growth was even stronger. The widening of the net
export deficit reflected the relatively faster growth of
domestic demand in the United States than in our trad-
ing partners, and also the rise in the dollar. Last year,
the dollar gained 12 percent on a trade-weighted basis
on top of a 4 percent rise during 1996.

Labor Markets: The performance of the labor mar-
ket last year far exceeded most predictions. At the start
of the year, most forecasters had expected the unem-
ployment rate to rise slightly during 1997. Instead, the
unemployment rate fell 0.6 percentage point to 4.7 per-
cent by December 1997. November’s rate was 4.6 per-
cent. This is the lowest two consecutive months since
March/April 1970. When this Administration took office,
the unemployment rate was 7.3 percent. All demo-
graphic groups have benefited from the decline. Thirty-
eight states had unemployment rates of 5.0 percent
or less at the end of last year; only five had rates
above 6.0 percent.

The Nation’s payrolls expanded by 3.2 million jobs
last year, the biggest gain since 1994. Since the Admin-
istration took office in January 1993, 14.3 million jobs
have been created. Job growth was widespread across
industries last year. The service sector accounted for
most of the new jobs, but manufacturing industries in-
creased their payrolls by over 200,000 jobs. State and
local government payrolls also expanded, while Federal
government employment continued to contract. The
abundance of employment opportunities pushed the em-
ployment/population ratio up to 64.1 percent by year-
end, the highest level on record.

Inflation: Despite rapid growth and the unusually
low unemployment rate last year, inflation not only
remained low, it actually declined. The broadest meas-
ure of inflation, the GDP chain-weighted price index,
rose at just a 1.9 percent annual rate during the first
three quarters of 1997, 0.4 percentage point less than
during the four quarters of 1996. The last time aggre-
gate inflation was this low was in 1964. The Consumer
Price Index (CPI) and the CPI excluding food and en-
ergy also increased less in 1997 than in 1996. The
core CPI excluding food and energy rose just 2.2 percent
last year, the slowest rise since 1965. The total CPI
rose even less, 1.7 percent, because of falling energy
prices.

The favorable inflation performance was the result
of several factors. The rise in the dollar has reduced
the costs of imported materials and intensified price
competition from imports. Non-oil import prices have
fallen nearly every month in the past two years. Al-
though the pace of wages and salaries picked up, over-
all compensation costs were restrained by continued
low health-care inflation. Finally, robust investment in
new plant and equipment has contributed to unusually
strong productivity growth for this stage of an expan-
sion, restraining inflation by offsetting gains in labor
compensation. Unit labor costs have risen very slowly
during the first three quarters of 1997.

The absence of inflation pressures has implications
for the estimate of the level of unemployment that is
consistent with stable inflation. This threshold has been
called the NAIRU, or ‘‘nonaccelerating inflation rate
of unemployment.’’ Economists have been lowering their
estimates of NAIRU in recent years in keeping with
the accumulating experience that lower unemployment
has not led to higher inflation, even after taking into
account the influence of temporary factors. The eco-
nomic projections for this Budget assume that NAIRU
is 5.4 percent. That is 0.1 percentage point less than
estimated in the 1998 Budget assumptions and 0.3 per-
centage point less than in the 1997 Budget.

By the end of 1997, the unemployment rate was
about three-quarter percentage point below the current
estimate of NAIRU. In the absence of special factors,
if unemployment remains below NAIRU, inflation
would eventually creep up. The Administration forecast
for real growth over the next three years, however,
is moderate enough to imply that unemployment will
return to 5.4 percent.

Statistical Issues

The U.S. statistical agencies endeavor to produce ac-
curate measures of the economy’s performance. None-
theless, in recent years serious concerns have been
raised about possible mismeasurement, especially of
real GDP growth and of inflation.

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

This ‘‘statistical discrepancy,’’ defined as aggregate
output minus aggregate income, was –$103 billion in
the third quarter of 1997—a nearly record-setting 1.3
percent of nominal GDP. By comparison, in the first
quarter of 1995, the statistical discrepancy was nearly
zero, and two years earlier, in the first quarter of 1993,
it was $71 billion. A swing of this magnitude means
that during the past four and a half years, the annual
average real growth rate measured from the familiar
output side has been about 0.5 percentage point less
than the growth rate measured from the income side.
During the first three quarters of last year, real GDP
rose at a 3.8 percent annual rate but real Gross Domes-
tic Income at a 4.5 percent pace. In the third quarter
of 1997, the divergence widened further. Real GDP
growth was at a 3.1 percent annual rate, but real GDI
surged at a 4.5 percent rate.

The absence of a single, clear picture of the economy’s
actual growth performance is a cause for concern. It
is difficult to know if growth is accelerating or decel-
erating; if actual growth is above or below the econo-
my’s potential growth rate; or even what the economy’s
potential growth rate is.

Any estimate of potential growth depends on an esti-
mate of trend productivity growth, which itself depends
on recent data on actual growth. When there is a grow-
ing divergence between product and income measures,
there is a comparable divergence in estimates of the
productivity trend. For example, measured from the
last cyclical peak to the third quarter of 1997, labor
productivity growth has increased at a 1.1 percent an-
nual rate according to the official productivity statistics
which measure output growth from the product side.
Labor productivity growth measured from the income
side, however, has risen at a 1.5 percent annual rate.

It is unclear whether the product or the income side
provides the more accurate measure of growth. The
Bureau of Economic Analysis recognizes the short-
comings of both measures but believes that GDP is
a more reliable measure of output than GDI (see The
Survey of Current Business, August 1997, page 19).
Other experts believe that GDI, or some figure between
the two measures, may be more accurate.

There is circumstantial evidence to suggest that
growth may be faster than shown by the traditional
GDP measure. The recent combination of low inflation
and a rising profits share suggests that productivity
growth is stronger than reported from the output side.
Moreover, the unexpected strength of Treasury receipts
in the last two years suggests that the output measure,
and even the income measure, may be too low. While
some of the higher receipts are from capital gains gen-
erated by the booming stock market, which are ex-
cluded from the national income accounts, this source
does not fully account for the surge.

The uncertainty surrounding actual growth and its
trend makes it more difficult to determine appropriate
monetary policy. From a budgetary perspective, esti-
mates of receipts and expenditures have a larger degree
of uncertainty because they are dependent on the fore-
cast for growth. As shown in Table 1–6, ‘‘Sensitivity
of the Budget to Economic Assumptions,’’ errors in fore-
casting real GDP growth can have a significant effect
on the budget balance.

Inflation: Accurate measurement of inflation has be-
come increasingly important in recent years, even as
inflation has been brought under control. Eliminating
biases of even a few tenths of a percentage point a
year can have important meaning relative to a goal
of price stability when inflation is low, while it may
have less significance when inflation is higher.

In recent years, serious questions have been raised
about the magnitude of bias in the Consumer Price
Index. In December 1996, the Advisory Commission to
Study the Consumer Price Index, appointed by the Sen-
ate Finance Committee, reported that the index over-
stated the actual cost of living by 1.1 percentage points
per year. The Bureau of Labor Statistics (BLS), how-
ever, believes that the empirically demonstrated bias
is significantly less.

The BLS has instituted a number of methodological
changes in recent years to improve the accuracy of the
Consumer Price Index, and has announced several more
changes that will be put in place this year and next.
Taken together, these changes are estimated to result
in a 0.7 percentage point slower annual rise in the
CPI by 1999. The changes instituted from 1995–1997
are estimated to have slowed the growth of the CPI
by 0.3 percentage point per year; the forthcoming
changes are expected to trim another 0.4 percentage
point per year. Because the CPI is used to deflate some
nominal spending components of GDP, a slower rise
in the CPI translates into a faster rise in real GDP.
By 1999, measured real GDP growth and, therefore,
productivity growth, is likely to be boosted by 0.2 per-
centage point per year as a consequence of the cumu-
lative improvements to the CPI since 1995.

Two methodological improvements have been insti-
tuted beginning with the release of the CPI for January
1998: an updating of the expenditure weights, and a
better technique for estimating quality improvements
for computers. Together, the two changes are expected
to slow CPI growth by 0.2 percentage point per year.

This year, the BLS updated the expenditure weights
used in the CPI from a 1982–84 basis to 1993–95, using
Consumer Expenditure Survey data. At the same time,
BLS introduced a more accurate geographic sample
based on the 1990 decennial census, and redefined the
groupings of items. In the future, BLS expects to intro-
duce updated expenditure weights more frequently than
in the past, when there were approximately 10 years
between updates.

For computers and peripheral equipment, the BLS
has now begun to use a hedonic regression procedure
to distinguish price from quality changes. The esti-
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mated value of an improvement obtained from this re-
gression procedure is deducted from the observed price
change for the product. For example, if the CPI sample
of computer prices shows no change in the retail price
of a new computer, but it is 20 percent better than
the prior model as measured by the hedonic procedure,
the CPI will report a corresponding drop in price for
this model. A similar procedure has been adopted for
estimating computer prices in the Producer Price Index
and in the National Income and Product Accounts. It
is especially important to measure accurately, and on
a timely basis, the extraordinary leaps in computer
power that must be a part of a meaningful measure
of computer prices.

For 1999, BLS has announced that it will select items
to be sampled on a product rather than a geographical
basis. This switch will allow more frequent sampling
of categories with rapidly changing product lines, such
as consumer electronics.

A very important change next year will be the re-
placement of the current fixed-weighted Laspeyres for-
mula by a geometric mean formula for combining indi-
vidual price quotations at the lower level of aggregation
in the CPI. Under certain assumptions, a CPI cal-
culated using geometric means more closely approxi-
mates a cost-of-living index. Unlike the current fixed-
weighted aggregation, the geometric mean formula al-
lows for shifts in consumer spending patterns in re-
sponse to changes in relative prices within categories
of goods and services.

Since last April, the BLS has been publishing an
experimental CPI each month that uses geometric
means for all lower level aggregation and has provided
a historical series beginning with December 1990. If
a geometric mean is used for all lower level aggrega-
tion, BLS estimates that the growth in the CPI would
be slowed by about one-quarter percentage point per
year. Partial adoption would result in a lesser impact.
BLS is expected to announce shortly which categories
will be shifted to geometric means next year and the
likely impact on the growth of the CPI.

Economic Projections

The economy’s strong performance last year and the
continuation of the virtuous circle of prosperity made
possible by sound fiscal and monetary policies raises
the possibility that actual economic developments may
even be better than the assumptions—as has been the
case in recent years. Nonetheless, it is prudent to base
budget estimates on a conservative set of economic as-
sumptions close to the consensus of private sector fore-
casts.

Virtuous Circle of Prosperity: The economic as-
sumptions summarized in Table 1–1 are predicated on
the adoption of the policies proposed in this budget.
The swing in the fiscal position from deficit to surplus
is expected to support a continuation of the favorable
economic performance of recent years. The shift from
Federal Government dissaving to saving would pull in-
terest rates down, stimulating private sector invest-

ment in new plant and equipment. The economy is
likely to continue to grow, although at a more moderate
pace than during 1997. While job opportunities are ex-
pected to remain plentiful, the unemployment rate is
likely to rise gradually to a level consistent with stable
inflation. New job creation would boost incomes and
consumer spending and keep confidence at a high level.
Continued low inflation would enable monetary policy
to support economic growth. Growth, in turn, would
further improve the budget balance.

Real GDP, Potential GDP and Unemployment:
Over the next three years, real GDP is expected to
rise 2.0 percent per year. This shift to more moderate
growth recognizes that by conservative, mainstream as-
sumptions, growth has exceeded the pace that can be
maintained on a sustained basis, which could eventu-
ally result in upward pressures on inflation. A slow-
down has been expected for this reason. Also, the finan-
cial dislocations in Asia could contribute to this slowing
of U.S. growth. From 2001–2007, growth is expected
to average a slightly faster 2.4 percent per year—the
Administration’s estimate of the economy’s potential
growth rate. Real GDP growth in 2008 is projected
to slow to 2.3 percent to reflect the beginning of the
years of slower growth of the workforce as the baby-
boomers begin to retire.

The net export component of GDP is expected to re-
strain real growth by about 1 percentage point during
1998, as our export growth is curtailed by slower
growth in Asia and the appreciation of the dollar.
Thereafter, as the effects of the crisis abroad wane,
export growth is likely to pick up slightly. Beginning
with 1999, the foreign sector is not expected to make
a large contribution, positive or negative, to overall
growth.

As has been the case throughout this expansion, dur-
ing the next six years business fixed investment is ex-
pected to be the fastest growing component of GDP.
Although residential investment is also expected to ben-
efit from low mortgage rates, the high level of housing
starts in recent years and underlying demographic
trends may tend to reduce growth. Consumer spending,
especially on durable goods, is also likely to moderate
from the rapid pace of 1997. The fundamental factors
supporting consumer spending are likely to remain fa-
vorable, although not quite to the same extent as dur-
ing 1997. The government component of GDP will hard-
ly grow through 2003. A decline in Federal consumption
and gross investment is projected to be offset by mod-
erate growth in State and local spending.

Continued strong growth of business fixed investment
and the output-increasing effects of methodological im-
provements to the CPI noted above are expected to
raise the measured trend of productivity growth during
the next six years to 1.3 percent per year. By compari-
son, during the seven years following the last business
cycle peak in the third quarter of 1990, productivity
growth averaged 1.1 percent per year, as measured
from the GDP side of the accounts.
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Table 1–1. ECONOMIC ASSUMPTIONS 1

(Calendar years; dollar amounts in billions)

Actual
1996

Projections

1997 1998 1999 2000 2001 2002 2003

Gross Domestic Product (GDP):
Levels, dollar amounts in billions:

Current dollars ...................................................................................... 7,636 8,080 8,430 8,772 9,142 9,547 9,993 10,454
Real, chained (1992) dollars ................................................................ 6,928 7,187 7,357 7,503 7,652 7,820 8,008 8,199
Chained price index (1992 = 100), annual average ............................ 110.2 112.5 114.6 116.9 119.5 122.1 124.8 127.5

Percent change, fourth quarter over fourth quarter:
Current dollars ...................................................................................... 5.6 5.5 4.0 4.1 4.3 4.6 4.6 4.6
Real, chained (1992) dollars ................................................................ 3.2 3.6 2.0 2.0 2.0 2.3 2.4 2.4
Chained price index (1992 = 100) ........................................................ 2.3 1.9 2.0 2.1 2.2 2.2 2.2 2.2

Percent change, year over year:
Current dollars ...................................................................................... 5.1 5.8 4.3 4.1 4.2 4.4 4.7 4.6
Real, chained (1992) dollars ................................................................ 2.8 3.7 2.4 2.0 2.0 2.2 2.4 2.4
Chained price index (1992 = 100) ........................................................ 2.3 2.0 1.9 2.0 2.2 2.2 2.2 2.2

Incomes, billions of current dollars:
Corporate profits before tax ................................................................. 677 729 754 768 790 805 830 851
Wages and salaries ............................................................................. 3,633 3,868 4,057 4,237 4,424 4,623 4,840 5,068
Other taxable income 2 ......................................................................... 1,693 1,786 1,859 1,915 1,975 2,046 2,128 2,213

Consumer Price Index (all urban): 3

Level (1982–84 = 100), annual average .............................................. 157.0 160.7 164.1 167.7 171.5 175.5 179.5 183.6
Percent change, fourth quarter over fourth quarter ............................ 3.2 2.0 2.2 2.2 2.3 2.3 2.3 2.3
Percent change, year over year .......................................................... 2.9 2.4 2.1 2.2 2.3 2.3 2.3 2.3

Unemployment rate, civilian, percent:
Fourth quarter level .............................................................................. 5.3 4.8 5.0 5.2 5.4 5.4 5.4 5.4
Annual average .................................................................................... 5.4 5.0 4.9 5.1 5.3 5.4 5.4 5.4

Federal pay raises, January, percent:
Military 4 ................................................................................................ 2.6 3.0 2.8 3.1 3.0 3.0 3.0 3.0
Civilian 5 ................................................................................................ 2.4 3.0 2.8 3.1 3.0 3.0 3.0 3.0

Interest rates, percent:
91-day Treasury bills 6 ......................................................................... 5.0 5.0 5.0 4.9 4.8 4.7 4.7 4.7
10-year Treasury notes ........................................................................ 6.4 6.4 5.9 5.8 5.8 5.7 5.7 5.7

1 Based on information available as of early December 1997.
2 Rent, interest, dividend and proprietor’s components of personal income.
3 Seasonally adjusted CPI for all urban consumers. Two versions of the CPI are now published. The index shown here is that currently used, as required by law, in calculating automatic adjust-

ments to individual income tax brackets. Projections reflect scheduled changes in methodology.
4 Beginning with the 1999 increase, percentages apply to basic pay only; adjustments for housing and subsistence allowances will be determined by the Secretary of Defense.
5 Overall average increase, including locality pay adjustments.
6 Average rate (bank discount basis) on new issues within period.

Potential GDP growth of 2.4 percent during the pro-
jection horizon can be decomposed into the trend
growth of productivity, 1.3 percent per year, plus the
growth of the labor force, estimated at 1.1 percent an-
nually. The Administration’s labor force projection as-
sumes that the population of working age will grow
1.0 percent per year and that the labor force participa-
tion rate will edge up 0.1 percent per year.

Both the labor force and participation rate assump-
tions are lower than recent experience. The participa-
tion rate has risen 0.4 percent per year since 1994,
as falling unemployment and rapidly expanding job op-
portunities have strongly induced job-seeking. But with
the labor force participation rate and employment/popu-
lation ratio at post-World War II highs, it is prudent
to project a slower rise in the coming years. In addition,
the female participation rate, which had risen sharply
during much of the postwar period, grew much slower
during the 1990s, and this trend is assumed to con-
tinue.

The real GDP growth projection of 2.0 percent
through 2000 is consistent with a gradual rise in the
unemployment rate to 5.4 percent. Unemployment is
then projected to remain on a plateau at that level

from 2001 onward, when real GDP growth averages
the Administration’s estimate of the economy’s potential
growth rate.

Inflation: With unemployment expected to be slight-
ly below NAIRU during the next three years, inflation
is projected to creep up by about one-quarter percentage
point by 2000. The CPI is projected to increase 2.3
percent in that year and the subsequent years of the
forecast horizon; the GDP chain-weighted price index
is projected to increase 2.2 percent in 2000 and beyond.
The relatively small 0.1 percentage point difference be-
tween the two inflation measures is narrower than in
the past because of recent and forthcoming meth-
odological improvements to both indexes.

Despite the relatively tight labor market in the next
few years, inflation is projected to remain low, partly
because of two temporary factors. The rise in the dollar
is expected to hold down import prices and intensify
price competition from imported goods and services. In
addition, wide profit margins provide a cushion that
will enable firms to absorb cost increases without hav-
ing to pass them on fully into higher prices.
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Moreover, as discussed above, the methodological im-
provements to the CPI will offset some of the rise that
might otherwise occur. By 1999, the improvements in-
stituted this year and next will trim about 0.4 percent-
age point off of the annual rise in the CPI. These same
improvements are likely to restrain the rise in the GDP
chain weighted price index by about 0.1 percentage
point per year.

Interest Rates: The assumptions, which were final-
ized in early December, project a gradual decline in
short- and long-term interest rates consistent with the
improved fiscal balance and low inflation. By 2001 the
91-day Treasury bill rate is expected to be 30 basis
points lower than the fourth quarter 1997 average; the
yield on the 10-year Treasury bond is projected to be
20 basis points lower.

The sharp drop in long-term rates in early 1998 has
already driven long-term rates below the levels antici-
pated in the economic assumptions. Recent develop-
ments, including the improved budget outlook, may
have caused market participants to lower their expecta-
tions for inflation and credit demands. The turmoil in
Asian markets may have fostered further portfolio ad-
justments into the safe haven of U.S. bonds. In light
of these developments, it is possible that long-term
rates will be lower on average than those in the eco-
nomic assumptions. Financial markets, however, can
be quite volatile; the recent drop in long rates could
prove to be temporary.

Incomes: The moderating of real growth during the
projection horizon is expected to shift the distribution
of national income slightly, augmenting the share going
to labor while trimming the unusually high profits
share in GDP. On balance, total taxable income is pro-
jected to decline gradually as a share of GDP.

Between 1997 and 2003, aggregate wages and sala-
ries are projected to rise 31 percent in nominal terms
and 15 percent after adjustment for inflation. Cor-
responding to the rise in the wage share, corporate
profits before tax are projected to rise just 16 percent
in nominal terms from 1997 to 2003, a markedly slower
pace than in recent years. By 2003, taxable profits as
a share of GDP are projected to be about 1 percentage
point lower than the 30-year high reached during 1997.
The favorable impact of lower interest rates on the
debt service payments of the corporate sector helps to
cushion the impact on profits of the expected shift of
income back toward wages.

Lower interest rates will pull down the share of per-
sonal interest income in GDP because the household
sector is a net lender in the economy. Little change
is expected in the shares of other components of taxable
income (dividends, rents and proprietors’ income).

Comparison with CBO

The Congressional Budget Office (CBO) develops eco-
nomic projections used by Congress in formulating its
budget policy. In the executive branch, the analogous
function is performed jointly by the Treasury, the Coun-

cil of Economic Advisers (CEA), and the Office of Man-
agement and Budget (OMB). These two sets of economic
projections can be compared with one another, but dif-
ferences in their preparation should be borne in mind:

• The Administration’s projections always assume
that the President’s policy proposals in the budget
will be adopted in full. In contrast, CBO normally
assumes that current law will continue un-
changed; thus, it makes a ‘‘pre-policy’’ or baseline
projection, while the Administration’s projections
are ‘‘post-policy.’’

• The two sets of projections are often prepared at
different times. The Administration’s projections
must be prepared months ahead of the release
of the budget. Differences in the Administration’s
and CBO’s near-term forecasts, therefore, can be
due to the availability of more recent data to CBO;
a direct comparison with the CBO near-term pro-
jections is not always meaningful. Timing dif-
ferences are much less likely to play an important
role in any differences in outyear projections, how-
ever.

Table 1–2 presents a summary comparison of the cur-
rent CBO and Administration projections.

• Real GDP: The projections of real GDP growth
are quite similar. The Administration projects that
real GDP will grow at an average annual rate
of 2.2 percent from 1998 through 2003; CBO
projects a 2.1 percent rate.

• Inflation: Both the Administration and CBO ex-
pect inflation to continue at a slow, steady rate
over the next several years. For the chain-weight-
ed GDP price index, CBO assumes that inflation
will average 2.3 percent a year over the
1998–2003 period while the Administration pro-
jects a 2.1 percent average for that span; CBO
expects the annual rate of change in the CPI to
average 0.4 percentage point higher than the Ad-
ministration forecast over the same period.

• Unemployment: CBO projects unemployment to
rise from its fourth quarter average of 4.7 percent
to 5.9 percent by 2003, slightly above its estimate
of the NAIRU. The Administration believes unem-
ployment will average its estimate of the NAIRU,
5.4 percent, during 2001 to 2003.

• Interest rates: Both the Administration and CBO
expect a similar decline to a level of 4.7 percent
by the year 2001 for the 91-day bill rate. The
Administration, however, projects a slightly great-
er (0.2 percentage point) decline in long-term rates
than does CBO.

• Income distribution: Both CBO and the Adminis-
tration project a decline in the profits share of
GDP, although both also expect a shift of income
from personal interest income to corporate profits.
In part because the Administration assumes a
slightly larger decline in long-term interest rates
than does CBO, it projects less of a decline in
the profits share. CBO projects a slightly higher
wage and salary share of GDP than does the Ad-
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Table 1–2. COMPARISON OF ECONOMIC ASSUMPTIONS
(Calendar years; percent)

Projections

1998 1999 2000 2001 2002 2003

Real GDP (chain-weighted): 1

CBO January ................................................................. 2.3 1.9 1.9 2.0 2.2 2.3
1999 Budget .................................................................. 2.0 2.0 2.0 2.3 2.4 2.4

Chain-weighted GDP Price Index: 1

CBO January ................................................................. 2.1 2.2 2.4 2.5 2.4 2.5
1999 Budget .................................................................. 2.0 2.1 2.2 2.2 2.2 2.2

Consumer Price Index (all-urban): 1

CBO January ................................................................. 2.4 2.5 2.7 2.8 2.8 2.8
1999 Budget .................................................................. 2.2 2.2 2.3 2.3 2.3 2.3

Unemployment rate: 2

CBO January ................................................................. 4.8 5.1 5.4 5.6 5.8 5.9
1999 Budget .................................................................. 4.9 5.1 5.3 5.4 5.4 5.4

Interest rates: 2

91-day Treasury bills:
CBO January ............................................................ 5.3 5.2 4.8 4.7 4.7 4.7
1999 Budget .............................................................. 5.0 4.9 4.8 4.7 4.7 4.7

10-year Treasury notes:
CBO January ............................................................ 6.0 6.1 6.0 5.9 5.9 5.9
1999 Budget .............................................................. 5.9 5.8 5.8 5.7 5.7 5.7

Taxable income 3 (share of GDP):
CBO January ................................................................. 79.0 78.3 77.7 77.3 77.0 76.7
1999 Budget .................................................................. 79.1 78.9 78.6 78.3 78.0 77.8

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

ministration. Overall, CBO’s taxable income share
of GDP declines from 79.1 percent for 1997 to
76.7 percent for 2003; the Administration’s as-
sumptions also show a decline, but only to 77.8
percent for 2003. Both forecasts thus recognize
that the 1997 share is historically high, in large
measure reflecting the discrepancy in recent GDP
and GDI growth rates discussed earlier in this
Chapter.

CBO has a good economic forecasting record. During
much of the 1980s, its forecasts were more accurate
than those of the Administrations then in office. The
record over the last five years, however, has been more
mixed. Since it took office in 1993, this Administration
has placed high priority on careful and prudent eco-
nomic forecasts. Economic performance in the last four
years has been better than assumed by the Administra-
tion, while exceeding CBO’s assumptions by an even
wider margin. The Administration’s cautious approach
to forecasting is one of the reasons that actual deficits
have consistently come in below expectations since
1993.

The differences in economic assumptions between the
Administration and CBO have been small—smaller
than they were under previous Administrations, and
well within the usual range of error in such projections.
CBO’s assumptions and those used in this Budget are
unusually close, and both are similar to private sector
forecasts such as the Blue Chip consensus. However,
even small differences in economic assumptions can
yield sizable differences in budget projections when ex-
tended over a long planning horizon. Given the positive

economic outlook in the United States—steady growth,
robust job creation, and low inflation and interest rates
with none of the excesses that foreshadow an economic
downturn—there are sound reasons for believing that
the Administration’s projection is likely to be close to
the actual outcome.

Impact of Changes in the Economic
Assumptions

The economic assumptions underlying this budget are
similar to those of last year. Both budgets anticipated
that achieving a balanced budget would result in a
significant decline in interest rates that would serve
to extend the economic expansion at a moderate pace,
while helping to maintain low, steady rates of inflation
and unemployment. A shift to a balanced budget and
the ensuing lower interest rates were also expected to
shift income from interest to profits. This would have
favorable effects on budget receipts and the deficit, be-
cause profits are on average taxed more heavily than
interest income.

The changes in the economic assumptions since last
year’s budget have been relatively modest, as Table
1–3 shows. The differences are primarily the result of
more favorable economic experience in 1997 than was
anticipated. Economic growth was stronger than ex-
pected in 1997, while inflation and unemployment were
lower. Because of this favorable experience, the pro-
jected annual averages for the unemployment and infla-
tion rates have been reduced slightly. At the same time,
interest rates are again assumed to decline in this
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Table 1–3. COMPARISON OF ECONOMIC ASSUMPTIONS IN THE 1998 AND 1999 BUDGETS
(Calendar years; dollar amounts in billions)

1997 1998 1999 2000 2001 2002 2003

Nominal GDP:
1998 Budget assumptions 1 ........................................................... 8,005 8,379 8,786 9,226 9,686 10,167 10,674
1999 Budget assumptions ............................................................. 8,080 8,430 8,772 9,142 9,547 9,993 10,454

Real GDP (percent change): 2

1998 Budget assumptions ............................................................. 2.0 2.0 2.3 2.3 2.3 2.3 2.3
1999 Budget assumptions ............................................................. 3.6 2.0 2.0 2.0 2.3 2.4 2.4

GDP price index (percent change): 2

1998 Budget assumptions ............................................................. 2.5 2.6 2.6 2.6 2.6 2.6 2.6
1999 Budget assumptions ............................................................. 1.9 2.0 2.1 2.2 2.2 2.2 2.2

Consumer Price Index (percent change): 2

1998 Budget assumptions ............................................................. 2.6 2.7 2.7 2.7 2.7 2.7 2.7
1999 Budget assumptions ............................................................. 2.4 2.1 2.2 2.3 2.3 2.3 2.3

Civilian unemployment rate (percent): 3

1998 Budget assumptions ............................................................. 5.3 5.5 5.5 5.5 5.5 5.5 5.5
1999 Budget assumptions ............................................................. 5.0 4.9 5.1 5.3 5.4 5.4 5.4

91-day Treasury bill rate (percent): 3

1998 Budget assumptions ............................................................. 5.0 4.7 4.4 4.2 4.0 4.0 4.0
1999 Budget assumptions ............................................................. 5.0 5.0 4.9 4.8 4.7 4.7 4.7

10-year Treasury note rate (percent): 3

1998 Budget assumptions ............................................................. 6.1 5.9 5.5 5.3 5.1 5.1 5.1
1999 Budget assumptions ............................................................. 6.4 5.9 5.8 5.8 5.7 5.7 5.7

1 Adjusted for July 1997 NIPA revisions.
2 Fourth quarter-to-fourth quarter.
3 Calendar year average.

budget, but the decline is smaller in percentage points,
in part because the deficit has already fallen much
faster than expected.

The net effects on the budget of these modifications
in the economic outlook are shown in Table 1–4. The
largest effects come from higher receipts during
1998–2002 due to higher projected levels of taxable in-

comes. In all years through 2003, there are higher out-
lays for interest due to the smaller expected decline
in interest rates, offset by lower outlays for cost-of-
living adjustments to Federal programs due to lower
rates of inflation. A more favorable economic outlook
since last year improves the budget balance by $38
billion for 1998 and by $15 billion in 2003.

Table 1–4. EFFECTS ON THE BUDGET OF CHANGES IN ECONOMIC ASSUMPTIONS SINCE LAST YEAR
(In billions of dollars)

1998 1999 2000 2001 2002 2003

Budget totals under 1998 Budget economic assumptions and 1999 Budget
policies:
Receipts ....................................................................................................................... 1,630.0 1,714.3 1,775.4 1,855.1 1,947.3 2,032.4
Outlays ......................................................................................................................... 1,677.9 1,745.0 1,796.8 1,846.8 1,874.5 1,964.5

Deficit (–) or surplus ........................................................................................... –47.9 –30.7 –21.4 8.3 72.8 67.8
Changes due to economic assumptions:

Receipts ....................................................................................................................... 27.9 28.4 18.2 7.5 2.0 –4.2
Outlays:

Inflation .................................................................................................................... –4.4 –8.1 –12.4 –16.8 –20.8 –25.3
Unemployment ........................................................................................................ –5.4 –4.2 –2.4 –1.0 –1.0 –1.1
Interest rates ........................................................................................................... 0.7 3.4 7.3 10.6 12.7 13.7
Interest on changes in borrowing ........................................................................... –1.0 –2.8 –4.2 –5.1 –5.8 –6.5

Total, outlay decreases (net) ............................................................................. –10.1 –11.8 –11.7 –12.4 –14.9 –19.2

Increase in surplus or reduction in deficit ......................................................... 38.0 40.2 29.9 19.9 17.0 15.0
Budget totals under 1999 Budget economic assumptions and policies:

Receipts ....................................................................................................................... 1,657.9 1,742.7 1,793.6 1,862.6 1,949.3 2,028.2
Outlays ......................................................................................................................... 1,667.8 1,733.2 1,785.0 1,834.4 1,859.6 1,945.4

Deficit (–) or surplus ........................................................................................... –10.0 9.5 8.5 28.2 89.7 82.8
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Table 1–5. ADJUSTED STRUCTURAL BALANCE
(In billions of dollars)

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

Unadjusted deficit (–) or surplus ....................................................... –290.4 –255.0 –203.1 –163.9 –107.4 –21.9 –10.0 9.5 8.5 28.2 89.7 82.8
Cyclical component ....................................................................... –72.5 –57.2 –27.8 –8.4 –4.2 21.4 30.1 19.6 9.0 .......... .......... ..........

Structural deficit (–) or surplus ......................................................... –217.9 –197.8 –175.3 –155.5 –103.2 –43.4 –40.1 –10.0 –0.4 28.2 89.8 82.8
Deposit insurance outlays ............................................................. –2.3 –28.0 –7.6 –17.9 –8.4 –14.4 –4.5 –4.5 –1.9 –1.4 –1.2 –0.3

Adjusted structural deficit (–) or surplus ........................................... –220.3 –225.8 –182.9 –173.4 –111.6 –57.8 –44.6 –14.5 –2.3 26.7 88.6 82.5

Structural vs. Cyclical Balance

When the economy is operating above potential as
it is currently estimated to be, receipts are higher than
they would be if resources were less fully employed,
and outlays for unemployment-sensitive programs (such
as unemployment compensation and food stamps) are
lower. As a result, the deficit is smaller or the surplus
is larger than it would be if unemployment were at
NAIRU. The portion of the surplus or deficit that can
be traced to such factors is called the cyclical surplus
or deficit. The remainder, the portion that would re-
main with unemployment at NAIRU (consistent with
a 5.4 percent unemployment rate), is called the struc-
tural surplus or deficit.

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

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

Because unemployment is projected to be quite close
to NAIRU over the forecast horizon, the cyclical compo-
nent of the surplus is small. For the period 1997
through 2000, the unemployment rate is slightly below
the estimated NAIRU of 5.4 percent, resulting in cycli-
cal surpluses. Deposit insurance net outlays are rel-
atively small and do not change greatly from year to
year. The adjusted structural surplus or deficits in this
budget display much the same pattern of year-to-year
changes as the actual deficits. The most significant
point illustrated by this table is the fact that of the
$268 billion reduction in the actual budget deficit be-
tween 1992 and 1997 (from $290 billion to $22 billion),
35 percent ($94 billion) resulted from cyclical improve-
ment in the economy. The rest of the reduction
stemmed primarily from policy actions—mainly those
in the Omnibus Budget Reconciliation Act of 1993,
which reversed a projected continued steep rise in the

deficit and set the stage for the remarkable cyclical
improvement that has occurred.

Sensitivity of the Budget to Economic
Assumptions

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

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

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

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

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

If real GDP growth is lower by one percentage point
in calendar year 1998 only and the unemployment rate
rises by one-half percentage point, the fiscal 1998 defi-
cit would increase by $9.1 billion; receipts in 1998
would be lower by about $7.5 billion, and outlays would
be higher by about $1.5 billion, primarily for unemploy-
ment-sensitive programs. In 1999, the receipts shortfall
would grow further to about $16.2 billion, and outlays
would increase by about $5.5 billion relative to the
base, even though the growth rate in calendar 1999
equals the rate originally assumed. This is because the
level of real (and nominal) GDP and taxable incomes
would be permanently lower and unemployment higher.
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The budget effects (including growing interest costs as-
sociated with higher deficits or smaller surpluses)
would continue to grow slightly in later years.

The budget effects are much larger if the real growth
rate is assumed to be one percentage point less in each
year (1998–2003) and the unemployment rate to rise
one-half percentage point in each year. With these as-
sumptions, the levels of real and nominal GDP would
be below the base case by a growing percentage. The
budget balance would be worsened by $153.3 billion
relative to the base case by 2003.

The effects of slower productivity growth are shown
in a third example, where real growth is one percentage
point lower per year while the unemployment rate is
unchanged. In this case, the estimated budget effects
mount steadily over the years, but more slowly, result-
ing in a $130.2 billion worsening of the budget balance
by 2003.

The effects of an abrupt and sustained one percentage
point increase in the level of the unemployment rate
(due, say, to a sudden rise in labor force participation
relative to the base case), with no change in the level
or growth rate of real GDP, are shown in a fourth
example. In this case, unemployment-sensitive outlays
would increase by amounts rising from $6.5 billion in
1998 to $12.4 billion in 2003. The effects on the surplus
would be smaller (a $7.9 billion reduction in 2003),
however, because under current law, federal unemploy-
ment tax collections would gradually rise during a pe-
riod of sustained higher unemployment rates.

Joint changes in interest rates and inflation have
a smaller effect on the deficit than equal percentage
point changes in real GDP growth, because their effects
on receipts and outlays are substantially offsetting. An
example is the effect of a one percentage point higher
rate of inflation and one percentage point higher inter-
est rates during calendar year 1998 only. In subsequent
years, the price level and nominal GDP would be one

percent higher than in the base case, but interest rates
are assumed to return to their base levels. Outlays
for 1998 rise by $5.8 billion and receipts by $8.7 billion,
for a decrease of $2.8 billion in the 1998 deficit. In
1999, outlays would be above the base by $14.2 billion,
due in part to lagged cost-of-living adjustments; receipts
would rise $17.6 billion above the base, however, result-
ing in a $3.4 billion improvement in the budget balance.
In subsequent years, the amounts added to receipts
would continue to be larger than the additions to out-
lays.

If the rate of inflation and the level of interest rates
are higher by one percentage point in all years, the
price level and nominal GDP would rise by a cumula-
tively growing percentage above their base levels. In
this case, the effects on receipts and outlays mount
steadily in successive years, adding $62.6 billion to out-
lays and $106.5 billion to receipts in 2003, for a net
increase in the surplus of $43.9 billion.

The table also shows the interest rate and the infla-
tion effects separately, and rules of thumb for the added
interest cost associated with changes in the budget sur-
plus or deficit (increased or reduced borrowing). The
effects of changes in economic assumptions in the oppo-
site direction are approximately symmetric to those
shown in the table. The impact of a one percentage
point lower rate of inflation or higher real growth would
have about the same magnitude as the effects shown
in the table, but with the opposite sign.

These rules of thumb are computed while holding
the income share composition of GDP constant. Because
different income components are subject to different
taxes and tax rates, estimates of total receipts can be
affected significantly by changing income shares. How-
ever, the relationships between changes in income
shares and changes in growth, inflation, and interest
rates are too complex to be reduced to simple rules.
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Table 1–6. SENSITIVITY OF THE BUDGET TO ECONOMIC ASSUMPTIONS
(In billions of dollars)

Budget effect 1998 1999 2000 2001 2002 2003

Real Growth and Employment

Budgetary effects of 1 percent lower real GDP growth:
For calendar year 1998 only: 1

Receipts ..................................................................................................... –7.5 –16.2 –18.7 –19.0 –19.5 –20.1
Outlays ....................................................................................................... 1.5 5.5 6.8 8.2 9.8 11.6

Decrease in surplus (–) ........................................................................ –9.1 –21.8 –25.5 –27.2 –29.3 –31.7

Sustained during 1998–2003: 1

Receipts ..................................................................................................... –7.5 –24.0 –43.4 –63.6 –85.2 –108.0
Outlays ....................................................................................................... 1.5 7.1 14.0 22.3 32.6 45.3

Decrease in surplus (–) ........................................................................ –9.1 –31.1 –57.4 –86.0 –117.8 –153.3

Sustained during 1998–2003, with no change in unemployment:
Receipts ..................................................................................................... –7.5 –24.3 –44.5 –66.1 –89.4 –114.4
Outlays ....................................................................................................... 0.2 1.1 2.9 5.9 10.1 15.8

Decrease in surplus (–) ........................................................................ –7.7 –25.4 –47.4 –71.9 –99.5 –130.2

Budgetary effects of 1 percent higher unemployment rate:
Sustained during 1998–2003, with no change in real GDP:

Receipts ..................................................................................................... * 0.9 2.2 3.2 3.9 4.5
Outlays ....................................................................................................... 6.5 9.4 10.1 10.7 11.4 12.4

Decrease in surplus (–) ........................................................................ –6.5 –8.5 –7.9 –7.5 –7.5 –7.9

Inflation and Interest Rates

Budgetary effects of 1 percentage point higher rate of:
Inflation and interest rates during calendar year 1998 only:

Receipts ..................................................................................................... 8.7 17.6 17.5 16.2 17.0 17.9
Outlays ....................................................................................................... 5.8 14.2 11.9 11.5 11.1 10.5

Increase in surplus (+) .......................................................................... 2.8 3.4 5.6 4.7 5.9 7.4

Inflation and interest rates, sustained during 1998–2003:
Receipts ..................................................................................................... 8.7 26.7 45.4 63.8 84.1 106.5
Outlays ....................................................................................................... 5.9 20.7 32.8 44.0 53.6 62.6

Increase in surplus (+) .......................................................................... 2.8 6.0 12.7 19.8 30.5 43.9

Interest rates only, sustained during 1998–2003:
Receipts ..................................................................................................... 1.2 2.9 3.7 4.0 4.3 4.6
Outlays ....................................................................................................... 5.5 16.0 21.7 25.1 27.5 29.1

Decrease in surplus (–) ........................................................................ –4.3 –13.0 –17.9 –21.2 –23.2 –24.4

Inflation only, sustained during 1998–2003:
Receipts ..................................................................................................... 7.5 23.8 41.7 59.8 79.8 101.9
Outlays ....................................................................................................... 0.4 4.7 11.1 18.9 26.1 33.5

Increase in surplus (+) .......................................................................... 7.1 19.0 30.6 41.0 53.7 68.3

Interest Cost of Higher Federal Borrowing

Outlay effect of $100 billion additional borrowing during 1998 ........................ 2.9 5.5 5.6 5.8 6.0 6.3

* $50 million or less.
1 The unemployment rate is assumed to be 0.5 percentage point higher per 1.0 percent shortfall in the level of real GDP.
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1 Objectives of Federal Financial Reporting, Statement of Federal Financial Accounting
Concepts Number 1, September 2, 1993. The other objectives relate to budgetary integrity,
operating performance, and systems and controls.

2. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET

Introduction

A balanced assessment of the Government’s financial
condition requires several alternative perspectives. This
chapter presents a framework for such analysis.

The usual business accounting techniques do not
work well for the Government. A full evaluation of the
Government’s financial condition must consider a
broader range of information than would usually be
shown on a business balance sheet, and no one of the
tables in this chapter should be treated as if it were
‘‘the balance sheet’’ of the Federal Government. Rather,
this chapter taken as a whole provides an overview
of the Government’s financial resources—the current
and future claims on them, and what the taxpayer gets
in exchange for this commitment of resources. In this
way, the presentation that follows offers the kind of
information that a financial analyst would expect to
find on a balance sheet, taking into account the Govern-
ment’s unique task and circumstances.

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

The presentation consists of three parts:
• The first part reports on what the Federal Govern-

ment owns and what it owes. Table 2–1 summa-
rizes this information. The assets and liabilities
in this table are a useful starting point for a finan-
cial analysis of the Federal Government, but they
are only a partial reflection of the full range of
Government resources and responsibilities. The
assets include only items that are actually owned
by the Government; but the Government can also
rely on taxes and other means to meet future obli-
gations. The liabilities in the table are limited
to the binding commitments resulting from prior
Government actions; but the Government’s finan-
cial responsibilities are considerably broader than
this.

• The second part presents possible future paths
for the Federal budget extending well into the
next century, including an extension of the propos-
als in the 1999 Budget. The information is sum-
marized in Table 2–2. The analysis in this part
offers the clearest indication of the long-run finan-
cial burdens that the Government faces, and the

resources that will be available to meet them.
Some future claims on the Government receive
special emphasis because of their importance to
individuals’ retirement plans. Table 2–3 summa-
rizes the condition of the social security and Medi-
care trust funds and how that condition has
changed since 1996.

• The third part of the presentation features infor-
mation on broader economic and social conditions
which the Government affects in some degree by
its actions. Table 2–4 is a summary of national
wealth highlighting the different categories of Fed-
eral investment that have contributed to wealth.
Table 2–5 is a sample of economic and social indi-
cators. No single statistic can capture all the rami-
fications of Federal actions, so a set of indicators
is needed to encompass the full range of Govern-
ment activities and interests. Table 2–5 is in-
tended to illustrate what might be learned from
a more complete set of indicators.

Relationship with FASAB Objectives

The framework presented here meets the stewardship
objective 1 for Federal financial reporting recommended
by the Federal Accounting Standards Advisory Board
and adopted for use by the Federal Government in Sep-
tember 1993.

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

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

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

3c. Whether Government operations have contributed to
the Nation’s current and future well-being.

The experimental presentation here explores one pos-
sible approach for meeting this objective at the Govern-
ment-wide level.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S ‘‘BALANCE SHEET’’

1. According to Table 2–1, the Government’s liabilities exceed its assets. No business could
operate that way. Why can’t the Government run like a business?

Because the Federal Government is not a business. It has fundamentally different objectives,
and so must operate in different ways.
The primary goal of every business is to earn a profit. But in our free market system, the
Federal Government leaves almost all activities at which a profit could be earned to the private
sector. In fact, the vast bulk of the Federal Government’s operations are such that it would be
difficult or impossible to charge prices for them—let alone prices that would cover expenses. The
Government undertakes these activities not to improve its balance sheet, but to benefit the Na-
tion—its people and businesses—to foster not only monetary but also nonmonetary values. No
business would—or should—sacrifice its own balance sheet to bolster that of the rest of the
country.
To illustrate, one of the Federal Government’s most valuable assets is its holdings of gold. The
price of gold generally fluctuates counter to the state of the economy—if inflation is rapid and
out of control, the price of gold rises; but when inflation slows and steadies, the price of gold
falls. One source of the deterioration of the Federal Government’s balance sheet since the 1980s
has been a decline in the price of gold, which has reduced the value of the Government’s gold
holdings. But that price decline—and the resulting deterioration of the Government’s balance
sheet—was a direct consequence of Federal policies to reduce inflation, for the benefit of the peo-
ple and businesses of the United States. No business would undertake such a policy of worsen-
ing its own balance sheet.
Similarly, the Federal Government invests in education and research. The Government earns no
direct return from these investments; but the Nation and its people are made richer. A
business’s motives for investment are quite different; business invests to earn a profit for itself,
not others.
Because the Federal Government’s objectives are different, its balance sheet behaves differently,
and should be interpreted differently.

2. But doesn’t Table 2–1 say that the Government is insolvent?
No. Just as the Federal Government’s responsibilities are of a different nature than those of a
private business, so are its resources. Its solvency must be evaluated in different terms.
What the table shows is that those Federal obligations that are most comparable to the liabil-
ities of a business corporation exceed the estimated value of the assets the Federal Government
actually owns. However, the Government has access to other resources through its sovereign
powers, which include taxation, seignorage and other means. These powers give the Government
the ability to meet its present obligations and those it will incur through future operations.
The financial markets clearly recognize this reality. The Federal Government’s implicit credit
rating is the best in the United States; lenders are willing to lend it money at interest rates sub-
stantially below those charged to private borrowers. This would not be true if the Government
were really insolvent. In countries where governments totter on the brink of true insolvency,
lenders are either unwilling to lend them money, or do so only in return for a substantial inter-
est premium.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S ‘‘BALANCE SHEET’’—Continued

However, the Federal Government’s balance sheet was clearly worsened by the budget policies of
the 1980s. Under President Clinton, the deterioration in the balance sheet has been halted, and
with the recently enacted agreement to balance the budget, the excess of Government liabilities
over assets should begin to shrink.

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

Because the Government is not a business, and its primary goal is not to earn profits and to en-
hance its own wealth, accounting standards designed to illuminate how much a business earns
and how much equity it has would be misleading, and would not provide useful information. In
recent years, the Federal Accounting Standards Advisory Board has developed, and the Federal
Government has adopted, an accounting framework that reflects the Government’s functions
and answers the questions for which it should be accountable. This framework addresses the
Government’s budgetary integrity, operating performance, stewardship, and systems and con-
trols. The Board has also developed, and the Government has adopted, a full set of accounting
standards. Federal agencies are issuing audited financial reports that follow these standards; a
Government-wide consolidated financial report for fiscal year 1997 following these standards is
scheduled to be issued later this year.
This chapter addresses the ‘‘stewardship objective’’—assessing the interrelated financial
condition of the Federal Government and of the Nation. The data in this chapter are intended to
develop a fuller understanding of the trade-offs and connections between making the Federal
Government ‘‘better off’’ and making the Nation ‘‘better off.’’ There is no ‘‘bottom line’’ for the
Government comparable to the net worth of a business corporation. Some analysts may find the
absence of a bottom line to be frustrating. But pretending that there is such a number—when
there clearly is not—does not advance the understanding of Government finances.

4. Why isn’t social security shown as a liability in Table 2–1?
Social security benefits are a political and moral responsibility of the Federal Government, but
they are not a liability. In the past, the Government has unilaterally decreased as well as in-
creased benefits, and the Social Security Advisory Council has recently suggested further re-
forms that would change benefits, if enacted by Congress. When the amount in question can be
changed unilaterally, it is not ordinarily considered a liability.
There are a number of other Federal programs that are quite similar in their promises to social
security, including Medicare and veterans benefits, to name only two. These programs are not
usually considered to be liabilities. Treating social security differently from these programs
would be hard to justify. There is no bright line dividing social security from Government’s other
income maintenance programs.
A similar problem arises on the tax side. If social security benefits were to be treated as liabil-
ities, logic would suggest that the earmarked social security payroll tax receipts that finance
those benefits ought to be considered assets. However, no other tax receipts are counted as
assets, and drawing a line between social security taxes and other taxes would be questionable.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S ‘‘BALANCE SHEET’’—Continued

5. It is all very well to balance the budget, but can this be a permanent solution? When the
baby-boom generation retires, won’t the deficit return larger and meaner than ever before?

The aging of the U.S. population, which will become dramatically evident when the baby-
boomers retire, poses serious long-term problems for the Federal budget and its major entitle-
ment programs. However, balancing the budget will leave the country much better prepared to
address these problems.
Once the budget comes into balance, it will be possible to preserve that balance for some time to
come (under an extension of the economic and technical assumptions used for this budget). Far
from being an exercise in futility, balancing the budget now is one of the key steps towards
keeping it in balance when the baby-boomers retire.
The second part of this chapter and the charts that accompany it show how the budget is likely
to fare under various possible alternative scenarios.

6. Would it be sensible to permit a deficit so long as it was no larger than the amount spent
on Federal investments?

Gross Federal investment in physical capital was $114 billion in 1997. This was considerably
larger than the 1997 Federal deficit, but that does not necessarily mean that the 1997 deficit
was ‘‘too small.’’
First of all, the Government consumes capital each year in the process of providing goods and
services to the public. The rationale for using Federal borrowing to finance investment applies
only to net investment, after depreciation is subtracted, because only net investment augments
the assets available to offset the increase in debt resulting from the borrowing. As discussed in
Chapter 6 of this volume, net investment in physical capital owned by the Federal Government
is estimated to have been negative in 1997 and to be negative again in 1998 and 1999. Thus,
even more deficit reduction would be required by this proposed criterion than is required to bal-
ance the present budget. The Federal Government also funds substantial amounts of physical
capital that it does not own, such as highways and research facilities, and it funds investment in
intangible ‘‘capital’’ such as education or the conduct of research and development. A private
business would never borrow to spend on assets that would be owned by someone else. However,
such spending is a principal function of Government. Chapter 6 shows that when these invest-
ments are also included, net investment is estimated to be positive in 1999, but by only a mod-
erate amount.
There is another hitch in the logic of borrowing to invest. Businesses expect investments to earn
a profit from which to repay the financing costs. In contrast, the Federal Government does not
generally expect to receive a direct payoff (in the form of higher tax receipts) from its invest-
ments, whether or not it owns them. In this sense, Government investments are no different
from other Government expenditures, and the fact that they provide services over a longer
period is no justification for excluding them when calculating the deficit.
Finally, the Federal Government has responsibilities for supporting the overall financial and
economic well-being of the Nation. In this broader context, it might want to manage its fiscal
policy so as to augment private saving and investment by paying for its own investments from
current revenues, instead of borrowing in the credit market and crowding out private invest-
ment. Considerations other than the size of Federal investment need to be weighed in choosing
the appropriate level of the surplus or deficit.
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What Can Be Learned from a Balance Sheet
Approach

The budget is an essential tool for allocating re-
sources within the Federal Government and between
the public and private sectors. The standard budget
presentation, however, with its focus on annual outlays,
receipts, and the deficit, does not provide all the infor-
mation needed for a full analysis of the Government’s
financial and investment decisions. Information about
Federal assets and liabilities, and budget projections
beyond the usual forecast horizon are needed for such
analysis. We must also examine the effects on society
and the economy of Government policies to evaluate
how well the Federal Government is performing. A
business may ultimately be judged by the bottom line
in its balance sheet, but for the National Government,
the ultimate test is how its actions affect the country.
The data needed to judge its performance go beyond
a simple measure of net assets. Consider, for example,
Federal investments in education or infrastructure,
which generate returns that flow mainly to households,
private businesses or other levels of government, rather
than back to the Federal Treasury. From the standpoint
of the Federal Government’s ‘‘bottom line,’’ these invest-
ments might appear to be unnecessary or even waste-
ful; but they make a real contribution to the economy
and to people’s lives. A framework for evaluating Fed-
eral finances needs to take Federal investments into
account, even when the return they earn accrues to
someone other than the Federal Government.

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

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

On the other side of the ledger are the Government’s
binding obligations—such as Treasury debt, and the
present discounted value of Federal obligations to pay
pension benefits to Government retirees and current

employees when they retire. These obligations have
counterparts in the business world, and would be ex-
pected to appear on a business balance sheet. Accrued
obligations for government insurance policies and the
estimated present value of failed loan guarantees and
deposit insurance claims are also analogous to private
liabilities, and are included with the other Government
liabilities. Taken together, these formal obligations are
only a subset of the Government’s financial responsibil-
ities.

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

The budget, even when projected far into the future,
does not show whether the public is receiving value
for its tax dollars. Information on that point requires
performance measures for government programs sup-
plemented by appropriate information about conditions
in the U.S. economy and society. Some such data are
currently available, but far more need to be developed
to obtain a full picture. Examples of what might be
done are also shown below.

The presentation that follows consists of a series of
tables and charts. All of them taken together function
as a Federal balance sheet. The schematic diagram,
Chart 2–1, shows how they fit together. The tables
and charts should be viewed as an ensemble, the main
elements of which can be grouped together in two broad
categories—assets/resources and liabilities/responsibil-
ities.

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

• Reading down the right-hand side reveals the full
range of Federal obligations and responsibilities,
beginning with Government’s acknowledged liabil-
ities based on past actions, such as the debt held
by the public, and going on to include future budg-
et outlays. This column ends with a set of indica-
tors highlighting areas where Government activity
might require adjustment.
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Social
Indicators
(Table 2-5)

Change in Trust
Fund Balances

(Table 2-3)

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

Long-Run
Federal
Budget 

Projections
(Table 2-2)

National
Wealth

(Table 2-4)

Federal
Governmental

Assets 
and Liabilities

(Table 2-1)

ASSETS/RESOURCES

Federal Assets

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

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

Resources/Receipts

Projected Receipts

Addendum: Real GDP Projections

National Assets/Resources

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

LIABILITIES/RESPONSIBILITIES

Federal Liabilities

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

Net Balance

Responsibilities/Outlays

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

Deficit

National Needs/Conditions

Indicators of economic, social,
educational, and environmental
conditions to be used as a guide
to Government investment and
management.
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Table 2–1 GOVERNMENT ASSETS AND LIABILITIES *
(As of the end of the fiscal year, in billions of 1997 dollars)

1960 1965 1970 1975 1980 1985 1990 1991 1992 1993 1994 1995 1996 1997

ASSETS

Financial Assets:
Gold and Foreign Exchange 103 72 61 136 336 161 202 181 178 178 178 184 168 142
Other Monetary Assets .......... 39 55 33 15 39 25 32 23 41 41 32 32 44 44
Mortgages and Other Loans 127 163 211 211 290 356 289 293 270 240 228 201 176 160
less Expected Loan Losses –1 –3 –4 –9 –17 –17 –19 –21 –23 –25 –27 –23 –22 –34
Other Financial Assets .......... 61 81 65 66 82 106 159 190 222 201 188 185 185 182

Subtotal .............................. 329 370 365 419 731 631 663 666 688 636 599 579 551 494

Physical Assets:

Fixed Reproducible Capital:
Defense .............................. 931 911 886 723 627 788 817 831 828 815 803 777 754 732
Nondefense ........................ 138 212 249 273 296 319 337 340 342 343 346 351 349 357

Inventories .............................. 264 228 212 188 230 263 229 208 202 186 177 158 140 127
Nonreproducible Capital:

Land ................................... 91 126 157 243 309 332 328 299 267 251 247 245 243 244
Mineral Rights .................... 329 304 250 348 632 712 476 451 426 404 374 350 395 413

Subtotal .......................... 1,752 1,781 1,755 1,776 2,094 2,414 2,187 2,128 2,064 2,000 1,947 1,880 1,882 1,872

Total Assets ............ 2,081 2,151 2,119 2,195 2,825 3,046 2,851 2,794 2,752 2,636 2,546 2,459 2,433 2,366

LIABILITIES

Financial Liabilities:
Currency and Bank Reserves 230 253 279 284 285 302 360 365 383 413 439 446 454 474
Debt held by the Public ......... 999 985 836 822 1,063 1,886 2,589 2,792 3,049 3,200 3,286 3,371 3,410 3,358
Miscellaneous ......................... 26 28 30 43 67 93 139 127 119 118 116 120 123 144

Subtotal .............................. 1,254 1,266 1,145 1,148 1,415 2,281 3,088 3,284 3,551 3,731 3,840 3,937 3,988 3,976

Insurance Liabilities:
Deposit Insurance .................. .......... .......... ............ ............ 2 9 69 76 39 13 9 5 2 1
Pension Benefit Guarantee

Corp. .................................. .......... .......... ............ 43 31 43 42 46 51 66 32 20 54 30
Loan Guarantees ................... .......... .......... 2 6 12 10 15 24 27 30 32 28 32 38
Other Insurance ..................... 31 28 22 20 27 17 19 19 19 18 17 17 16 16

Subtotal .............................. 31 29 24 70 72 79 146 165 135 127 90 69 104 85

Federal Pension Liabilities ......... 794 1,006 1,193 1,355 1,781 1,766 1,694 1,682 1,693 1,628 1,603 1,614 1,566 1,568

Total Liabilities ................ 2,079 2,300 2,362 2,573 3,268 4,126 4,927 5,132 5,380 5,486 5,532 5,620 5,658 5,629
Balance ............................. 2 –149 –243 –378 –443 –1,080 –2,077 –2,338 –2,628 –2,851 –2,986 –3,161 –3,226 –3,263

Per Capita (in 1997
dollars) ..................... 12 –765 –1,184 –1,751 –1,938 –4,517 –8,286 –9,228 –10,259 –11,012 –11,426 –11,982 –12,117 –12,150

Ratio to GDP (in per-
cent) .......................... 0.1 –4.6 –6.3 –8.7 –8.5 –17.8 –30.1 –33.9 –37.0 –39.2 –39.7 –41.3 –40.9 –39.8

* This table shows assets and liabilites for the Government as a whole, including the Federal Reserve System. Therefore, it does not break out separately the assets held in Government accounts, such as social security, that
are the obligation of specific Government agencies. Estimates for FY 1997 are extrapolated in some cases.

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

PART I—THE FEDERAL GOVERNMENT’S ASSETS AND LIABILITIES

Table 2–1 summarizes what the Government owes
as a result of its past operations along with the value
of what it owns, for a number of years beginning in
1960. The values of assets and liabilities are measured
in terms of constant FY 1997 dollars. For most of this
period, Government liabilities have exceeded the value
of assets, but until the early 1980s the disparity was
relatively small, and it was growing slowly (see chart
2–2).

In the late 1970s, a speculative run-up in the prices
of oil, gold, and other real assets temporarily boosted
the value of Federal holdings, but since then those

prices have declined. 2 Currently, the total real value
of Federal assets is estimated to be only about 14 per-
cent greater than it was in 1960. Meanwhile, Federal
liabilities have increased by 170 percent in real terms.
The sharp decline in the Federal net asset position
was principally due to large Federal budget deficits
along with a drop in asset values. Currently, the net
excess of liabilities over assets is about $3.3 trillion,
or $12,000 per capita.
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Chart 2-2.  NET  FEDERAL  LIABILITIES

PERCENT  OF  GDP

Assets
The assets in Table 2–1 reflect a comprehensive list

of the financial and physical resources owned by the
Federal Government. The list corresponds to items that
would appear on a typical balance sheet.

Financial Assets: According to the Federal Reserve
Board’s Flow-of-Funds accounts, the Federal Govern-
ment’s holdings of financial assets amounted to about
$500 billion at the end of FY 1997. Government-held
mortgages and other loans (measured in constant dol-
lars) reached a peak in the mid-1980s. Since then, the
value of Federal loans has declined. The holdings of
mortgages, in particular, have declined sharply over
the last five years, as the holdings acquired from failed
Savings and Loan institutions have been liquidated.

The face value of mortgages and other loans over-
states their economic worth. OMB estimates that the
discounted present value of future losses and interest
subsidy on these loans is over $30 billion as of 1997.
These estimated losses are subtracted from the face
value of outstanding loans to obtain a better estimate
of their economic worth.

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

Reproducible Capital: The Federal Government is a
major investor in physical capital. Government-owned

stocks of fixed capital amounted to over $1.0 trillion
in 1997 (OMB estimate). About two-thirds of this cap-
ital took the form of defense equipment or structures.

Non-reproducible Capital: The Government owns sig-
nificant amounts of land and mineral deposits. There
are no official estimates of the market value of these
holdings. Researchers in the private sector have esti-
mated what they are worth and these estimates are
extrapolated in Table 2–1. Private land values fell
sharply in the early 1990s, although they have risen
somewhat since 1993. It is assumed here that federal
land shared in the decline and the subsequent recovery.
Oil prices have fluctuated but are about the same now
as they were in 1990.

Total Assets: The total real value of Government as-
sets is lower now than at the end of the 1980s, prin-
cipally because of declines in the real value of gold,
land, and minerals. Even so, the Government’s holdings
are vast. At the end of 1997, the value of Government
assets is estimated to have been about $2.4 trillion.

Liabilities
Table 2–1 includes only those liabilities that would

appear on a business balance sheet. These include var-
ious forms of Federal debt, Federal pension obligations
to its workers, and an imputed liability for Federal
insurance and loan guarantee programs.

Financial Liabilities: Financial liabilities amounted
to about $4.0 trillion at the end of 1997. The largest
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3 These pension liabilities are expressed as the actuarial present value of benefits accrued-
to-date based on past and projected salaries. The cost of retiree health benefits is not
included. The 1997 liability is extrapolated from recent trends.

component was Federal debt held by the public,
amounting to around $3.4 trillion. This measure of Fed-
eral debt is net of the holdings of the Federal Reserve
System (about $400 billion at the end of FY 1997).
Although independent in its policy deliberations, the
Federal Reserve is part of the Federal Government,
and its assets and liabilities are included here in the
Federal totals. In addition to debt held by the public,
the Government’s financial liabilities include $474 bil-
lion in currency and bank reserves, which are mainly
obligations of the Federal Reserve System, and $144
billion in miscellaneous liabilities.

Guarantees and Insurance Liabilities: The Federal
Government has contingent liabilities arising from loan
guarantees and insurance programs. When the Govern-
ment guarantees a loan or offers insurance, initial out-
lays may be small or, if a fee is charged, they may
even be negative; but the risk of future outlays associ-
ated with such commitments can be very large. In the
past, the cost of such risks was not recognized until
after a loss was realized. In Table 2–1 rough estimates
are shown for the accrued liability resulting from such
obligations. Of these, about half were for Federal loan
guarantees, while the Pension Benefit Guarantee Cor-
poration and other Federal insurance programs ac-

counted for most of the rest. The resolution of the many
failures in the Savings and Loan and banking indus-
tries has helped to reduce the losses in this category
by about half since 1990.

Federal Pension Liabilities: The Federal Government
owes pension benefits to its retired workers and to cur-
rent employees who will eventually retire. The amount
of these liabilities is large. As of 1997, the discounted
present value of the benefits is estimated to have been
around $1.6 trillion. 3

The Balance of Net Liabilities
Because of its sovereign powers, the Government

need not maintain a positive balance of net assets, and
the rapid buildup in liabilities since 1980 has not dam-
aged Federal creditworthiness. However, from 1980 to
1992, the balance between Federal liabilities and Fed-
eral assets did deteriorate at a very rapid rate. In 1980,
the negative balance was less than 10 percent of GDP;
by 1992 it was 37 percent of GDP. Between then and
now, there has been little further increase. Last year,
the net balance as a percentage of GDP fell for the
second straight year; and it ended the year at under
40 percent of GDP. As the budget reaches balance, the
ratio of net liabilities to GDP will continue to decline.

PART II—THE BALANCE OF RESOURCES AND RESPONSIBILITIES

As noted in the preceding section, a business-type
accounting of assets and liabilities misses the role of
the Government’s unique sovereign powers, including
taxation, seignorage, and regulation. Therefore, the best
way to examine the balance between future Govern-
ment obligations and resources is by projecting the
budget. The budget offers the most comprehensive
measure of the Government’s financial burdens and its
resources. By projecting total receipts and outlays, it
is possible to examine whether there will be sufficient
resources to support all of the Government’s ongoing
obligations.

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

constitutional responsibilities, and programs like social
security are clearly intended to continue indefinitely.

It is evident even now that there will be mounting
challenges to the budget after the turn of the century.
By 2008, the first of the huge baby-boom generation
born after World War II will become eligible for early
retirement under social security. In the years that fol-
low there will be serious strains on the budget because
of increased expenditures for both social security and
Medicare. Long-range projections can help indicate how
serious these strains might become and what is needed
to withstand them.

The retirement of the baby-boomers dictates the tim-
ing of the problem, but the underlying cause is deeper.
The growth of the U.S. population has been slowing
down, and because of that and because people are living
longer, a change is inevitably coming in the ratio of
retirees to workers. The budgetary pressure from these
trends is temporarily in abeyance. In the 1990s, the
large baby-boom cohort has been moving into its prime
earning years, while the retirement of the much smaller
cohort born during the Great Depression has been hold-
ing down the rate of growth in the retired population.
The suppressed budgetary pressures are likely to burst
forth when the baby-boomers begin to retire. However,
even after the baby-boomers have passed from the
scene later in the century, a higher ratio of retirees
to workers is expected to persist because of the underly-
ing declines in fertility and mortality, with concomitant
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4 Over long periods when the rate of inflation is positive, comparisons of dollar values
are meaningless. Even the low rate of inflation assumed in this budget will reduce the
value of a 1997 dollar by over 50 percent by 2030, and by 70 percent by the year 2050.
For long-run comparisons, it is much more useful to examine the ratio of the deficit and
other budget categories to the expected size of the economy as measured by GDP.

5 Long-Term Budgetary Pressures and Policy Options, March 1997. 6 Analysis of Long-Term Fiscal Outlook, October 1997.

problems for the retirement programs. These same
problems are gripping other developed nations, even
those that never experienced a baby-boom; in fact, those
nations that did not have baby-booms are facing their
demographic pressures already.

The Long-Range Outlook for the Budget.—Since
this Administration first took office, there have been
major changes in the long-run budget outlook. In Janu-
ary 1993, the deficit was clearly on an unsustainable
trajectory. Had the policies then in place continued un-
changed, the deficit would have steadily mounted not
only in dollar terms, but relative to the size of the
economy. 4 The deficit would have exceeded 10 percent
of GDP by 2010—a level unprecedented for peacetime—
and continued sharply upward, driving the debt to
unsustainable levels.

The Omnibus Budget Reconciliation Act of 1993
(OBRA 1993) changed that. Not only did it reduce the
near-term deficit, but, aided by the strong economy that
it helped to create, it also reduced the long-term deficit.
Prior to enactment of last year’s Balanced Budget
Agreement, the deficit was expected to remain at
around 1.5 percent of GDP through 2010. But still,
a longer-term budget problem remained. After 2010,
the deficit was projected to begin an unsustainable rise
that would reach 20 percent of GDP shortly after 2050
if uncorrected.

The Balanced Budget Agreement, enacted last year
by the President and the Congress, took the next major
step. The Agreement is now expected to eliminate the
deficit in 1999, and the policies proposed in this Budget
would, if continued in the long run, preserve a balanced
budget for many years. Deficits will reemerge in the
long run, though they would be relatively small as a
percentage of the economy until well into the next cen-
tury. Ultimately, as described in greater detail below,
even these small deficits, pushed by demographic fac-
tors, could create compounding deficit pressures in the
very long run.

This greatly improved long-run deficit outlook con-
trasts with the generally prevailing opinion among
budget experts—at least prior to the enactment of last
year’s Balanced Budget Agreement—that the long-run
outlook for the deficit is bleak. For example, the 1994
report of the Bipartisan Commission on Entitlement
and Tax Reform found that there is a ‘‘long-term imbal-
ance between the government’s entitlement promises
and the funds it will have available to pay for them.’’
The Congressional Budget Office has observed: ‘‘If the
budgetary pressure from both demography and health
care spending is not relieved by reducing the growth
of expenditures or increasing taxes, deficits will mount
and seriously erode future economic growth.’’ 5 On a
narrower front, the annual trustees’ reports for both

the social security and Medicare trust funds have for
some time projected long-run actuarial deficiencies.

One sign that the consensus may be shifting as a
result of recent policy actions is provided by the most
recent of a series of reports from the General Account-
ing Office on the long-run budget outlook. 6 The GAO
observes that, ‘‘Major progress has been made on deficit
reduction . . . While our 1995 simulations showed deficits
exceeding 20 percent of GDP by 2024 . . ., our updated
model results show that this point would not be reached
until nearly 2050.’’ GAO continues to find that
unsustainable deficits will emerge in the long run ab-
sent major entitlement reforms, but the date at which
the deficit starts to rise is postponed significantly as
a result of recent actions. That is similar to the analysis
reported here, although the timing of the upswing in
the deficit comes sooner in the GAO report.

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

• Inflation, unemployment and interest rates are as-
sumed to hold stable at their values in the last
year of the Administration projections, 2008—2.3
percent per year for the CPI, 5.4 percent for the
unemployment rate, and 5.7 percent for the yield
on 10-year Treasury notes.

• Productivity growth is assumed to continue at the
same rate as it averages in the Administration’s
projections, approximately 1.3 percent per year.

• In line with the most recent projections of the
Social Security Trustees, population growth is ex-
pected to slow over the next several decades. This
is consistent with recent trends in the birth rate
and an expected decline in the proportion of
women in their childbearing years. The slowdown
is expected to lower the rate of population growth
from over 1 percent per year to about half that
rate by the year 2020.

• Labor force participation is also expected to de-
cline as the population ages and the proportion
of retirees in the population increases. Over the
next decade, however, the Administration projects
a higher rate of labor force participation than in
the latest Trustees’ Report. That difference is pre-
served in the long-run projections below.

• The real rate of economic growth is determined
by the expected growth of the labor force (assum-
ing a stable unemployment rate) plus productivity
growth. Because labor force growth is expected
to slow and productivity growth is assumed to
be constant, real GDP growth declines after 2008
from around 2.4 percent to 1.4 percent per year.
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Although this result is perfectly logical given pop-
ulation trends, it would result in a very low sus-
tained rate of real economic growth by U.S. histor-
ical standards.

The economic projections described above are set by
assumption and do not automatically change in re-
sponse to changes in the budget outlook. This is unreal-
istic, but it simplifies comparisons of alternative poli-
cies. A more responsive (or dynamic) set of assumptions
would serve mainly to strengthen the same conclusions
reached by the current approach. In their investigations
of the long-run outlook, both CBO and GAO have ex-
plored such feedback effects and found that they accel-
erate the destabilizing effects of sustained budget defi-
cits.

The Deficit Outlook.—Chart 2–3 shows five alter-
native deficit projections: one based on the policies in
place prior to enactment of OBRA 1993; another incor-
porating all of the subsequent changes in budget policy
prior to passage of last year’s Balanced Budget Agree-
ment; and three alternative scenarios of the current
policy projection. The chart clearly illustrates the dra-
matic improvement in the deficit that has already been
achieved. If the budget is balanced in 1999 as is now
expected, it will substantially ease the task of maintain-
ing fiscal stability when the retirement bulge hits after
2008.

Table 2–2 shows long-range projections for the major
categories of spending under current policy assump-
tions. The table shows that the entitlement programs
are expected to absorb an increasing share of budget
resources.

• Under current policy, social security benefits, driv-
en by the retirement of the baby-boom generation,
rise from 4.5 percent of GDP in 2000 to 6.3 per-
cent in 2030 and to 6.5 percent by 2050.

• Medicare rises from 2.4 percent of GDP in 2000
to 4.6 percent in 2030 and 5.0 percent by 2050.

• Federal Medicaid spending goes up from 1.3 per-
cent of GDP in 2000 to 3.2 percent in 2030 and
5.3 percent in 2050.

• Partially offsetting these increases in entitlement
programs, discretionary spending falls as a share
of GDP, from 6.3 percent in 2000 to 3.7 percent
in 2030 and 2.8 percent in 2050, as real economic
growth outpaces the growth in these programs (as-
sumed to equal inflation).

Long-range projections such as these are subject to
enormous uncertainy. Detailed analysis of the sensitiv-
ity of the results to key assumptions follows later, but
Chart 2–3 highlights two of the key risks to the outlook.
A projection of the conventional current-services budget
shows small surpluses through 2054. However, the
budget moves sharply to deficit thereafter as the fun-
damental demographic forces reassert themselves, and
by 2070 the deficit exceeds the worst figures of the
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Table 2–2. LONG-RUN BUDGET PROJECTIONS OF 1999 BUDGET POLICY
(Percent of GDP)

1995 2000 2005 2010 2020 2030 2040 2050 2060 2070

Current services:
Receipts ................................................................................................................................ 18.8 19.8 19.7 19.8 20.0 20.1 20.2 20.3 20.2 20.2
Outlays .................................................................................................................................. 21.1 19.7 18.5 17.5 17.7 18.5 18.8 19.6 21.7 25.5

Discretionary ..................................................................................................................... 7.6 6.3 5.5 4.9 4.2 3.7 3.2 2.8 2.5 2.2
Mandatory ......................................................................................................................... 10.3 10.8 11.1 11.6 13.9 16.1 17.2 18.4 20.2 22.3

Social security .............................................................................................................. 4.6 4.5 4.5 4.7 5.6 6.3 6.4 6.5 6.7 6.8
Medicare ....................................................................................................................... 2.2 2.4 2.5 2.8 3.7 4.6 5.0 5.0 5.1 5.3
Medicaid ....................................................................................................................... 1.2 1.3 1.5 1.8 2.5 3.2 4.0 5.3 6.8 8.7
Other ............................................................................................................................ 2.3 2.6 2.6 2.3 2.1 2.0 1.8 1.6 1.6 1.5

Net interest ....................................................................................................................... 3.2 2.6 1.8 1.0 –0.5 –1.3 –1.5 –1.6 –1.0 1.0
Surplus or deficit (–) ............................................................................................................. –2.3 0.1 1.2 2.3 2.3 1.6 1.4 0.7 –1.4 –5.2

Federal debt held by the public ........................................................................................... 50.1 42.1 30.3 15.8 –9.2 –22.0 –26.8 –27.6 –15.6 18.9
Primary surplus or deficit (–) ............................................................................................... 0.9 2.7 3.0 3.3 1.8 0.3 –0.2 –0.9 –2.4 –4.3

Continued rapid Medicare growth:
Receipts ................................................................................................................................ 18.8 19.8 19.7 19.8 20.0 20.1 20.2 20.3 20.2 20.2
Outlays .................................................................................................................................. 21.1 19.7 18.5 17.5 17.9 19.7 21.4 24.8 31.0 40.5

Discretionary ..................................................................................................................... 7.6 6.3 5.5 4.9 4.2 3.7 3.2 2.8 2.5 2.2
Mandatory ......................................................................................................................... 10.3 10.8 11.1 11.6 14.1 16.9 18.6 20.9 23.9 27.4

Social security .............................................................................................................. 4.6 4.5 4.5 4.7 5.6 6.3 6.4 6.5 6.7 6.8
Medicare ....................................................................................................................... 2.2 2.4 2.5 2.8 3.9 5.4 6.4 7.5 8.9 10.4
Medicaid ....................................................................................................................... 1.2 1.3 1.5 1.8 2.5 3.2 4.0 5.3 6.8 8.7
Other ............................................................................................................................ 2.3 2.6 2.6 2.3 2.1 2.0 1.8 1.7 1.5 1.5

Net interest ....................................................................................................................... 3.2 2.6 1.8 1.0 –0.4 –0.9 –0.4 1.1 4.5 10.9
Surplus or deficit (–) ............................................................................................................. –2.3 0.1 1.2 2.3 2.1 0.4 –1.2 –4.5 –10.7 –20.2

Federal debt held by the public ........................................................................................... 50.1 42.1 30.3 15.8 –8.5 –15.5 –6.4 20.6 81.9 193.8
Primary surplus or deficit (–) ............................................................................................... 0.9 2.7 3.0 3.3 1.6 –0.5 –1.6 –3.4 –6.2 –9.3

Discretionary grows with population:
Receipts ................................................................................................................................ 18.8 19.8 19.7 19.8 20.0 20.1 20.2 20.3 20.2 20.2
Outlays .................................................................................................................................. 21.1 19.7 18.5 17.6 18.1 19.5 20.3 21.7 24.5 29.3

Discretionary ..................................................................................................................... 7.6 6.3 5.5 4.9 4.5 4.2 3.7 3.4 3.0 2.7
Mandatory ......................................................................................................................... 10.3 10.8 11.1 11.6 13.9 16.1 17.2 18.4 20.2 22.3

Social security .............................................................................................................. 4.6 4.5 4.5 4.7 5.6 6.3 6.4 6.5 6.7 6.8
Medicare ....................................................................................................................... 2.2 2.4 2.5 2.8 3.7 4.6 5.0 5.0 5.1 5.3
Medicaid ....................................................................................................................... 1.2 1.3 1.5 1.8 2.5 3.2 4.0 5.3 6.8 8.7
Other ............................................................................................................................ 2.3 2.6 2.6 2.4 2.2 2.0 1.7 1.6 1.6 1.5

Net interest ....................................................................................................................... 3.2 2.6 1.8 1.0 –0.3 –0.8 –0.6 –0.1 1.3 4.2
Surplus or deficit (–) ............................................................................................................. –2.3 0.1 1.2 2.2 1.8 0.6 –0.1 –1.4 –4.3 –9.0

Federal debt held by the public ........................................................................................... 50.1 42.1 30.3 15.9 –6.7 –13.9 –10.7 –0.8 24.7 76.2
Primary surplus or deficit (–) ............................................................................................... 0.9 2.7 3.0 3.2 1.5 –0.2 –0.7 –1.5 –2.9 –4.8

7 The primary or non-interest surplus is the difference between all outlays, excluding
interest, and total receipts. It can be positive even when the total budget is in deficit.
A relatively small primary surplus can stabilize the budget even when the total budget
is in deficit, and similarly, even a small primary deficit can destabilize a budget. The
mathematics are inexorable.

1980s, at over five percent of GDP. Furthermore, if
discretionary spending were to keep pace with popu-
lation growth as well as inflation—as might be required
for the delivery of government services to that growing
population, or because of threats to national security—
the budget would continue in surplus through only
2032, and the deficit would reach nine percent of GDP
by 2070. Finally, if the slowdown in Medicare costs
currently projected for the early years of the next cen-
tury by the Health Care Financing Administration
(HCFA) were not to materialize, budget surpluses
would disappear after 2038, and the deficit would grow
to over 20 percent of GDP by 2070.

The long-run deficit outlook is much improved be-
cause of the actions taken by this Administration in
cooperation with the Congress. Eliminating the budget
deficit is expected to set the budget on a solid footing
for many years to come. If these projections are correct,
a balanced budget would not be transitory. Assuming
a continuation of the Administration’s economic and
technical assumptions, the budget remains in balance

for several decades. However, the underlying problems
are not fully eliminated. Table 2–2 shows that a pri-
mary, or non-interest, deficit reappears around 2035
even under the current-services case. Although the un-
derlying imbalance is small, it is sufficient to begin
a slow but irreversibly increasing spiral. The recurrence
of the primary deficit means that eventually the pres-
sure of rising entitlement claims will drive the unified
deficit and Federal debt sharply higher relative to
GDP. 7

The keys to these projections are the economic as-
sumptions, which have already been discussed, plus
technical assumptions about Medicare and discretionary
spending. The main reason why other analysts have
reached different conclusions about the deficit is be-
cause of differences with these or other assumptions.
The basic results shown here are highly sensitive to
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8 This is not precisely accurate. The real cost of providing the services would be unchanged,
but the quantity of Federal services might or might not decline, depending on productivity.
A significant portion of discretionary spending is Federal payroll costs. In a period of
moderately rising real wages as assumed in the budget assumptions and in the Trustees’
report, these costs would rise somewhat faster than inflation unless the number of employees
were scaled back, which might or might not be offset by productivity gains.

changes in these underlying assumptions. While Table
2–2 projects a budget that remains under control for
several decades before underlying problems reemerge,
small variations in assumptions can produce consider-
ably more pessimistic—or even more optimistic—out-
comes. Various alternative economic and technical as-
sumptions are discussed below. Each alternative focuses
on one of the key uncertainties in the outlook. Gen-
erally, the scenarios highlight negative possibilities
rather than positive ones to explore all of the major
risks in the outlook.

1. Discretionary Spending: By convention, the cur-
rent-services estimates of discretionary spending rise
with the rate of inflation. This assumption, or any
other, is essentially arbitrary, because discretionary
spending is always determined annually through the
legislative process, and no formula can dictate future
spending in the absence of legislation. This assumption
implies that the real value of Federal services is un-
changing over time, which has the implication that the
size of the Federal establishment would shrink relative
to the size of the economy. 8 It also presupposes that
the Nation’s defense needs will not vary from their
current projected levels. The relative decline in discre-
tionary spending frees 4.1 percent of GDP for use in
other ways in these projections.

Some budget analysts have assumed alternatively
that discretionary spending would hold constant as a
share of GDP in the long run; this requires it to in-
crease in real terms whenever there is real economic
growth. That is a more generous assumption for Gov-
ernment spending than the current services assumption
used by OMB or CBO. It might be argued that with
rising population and growth in real per capita incomes,
the public demand for Government services—more na-
tional parks, better transportation, additional Federal
support for scientific research—will increase as well.
Provision of public person-to-person services might
imply that spending should grow with population as
well as prices. And if Government salaries keep in step
with those in the private sector by rising slightly faster
than overall inflation, then total spending growing only
as fast as inflation implies a shrinking Federal work
force. However, such demands might be met within con-
stant real dollar spending through increased productiv-
ity in the Federal sector, such as has allowed the recent
reduction of the Federal workforce by more than
316,000. Spending for provision of ‘‘public goods’’ that
naturally apply to the entire population—such as na-
tional defense or information (like the Weather Serv-
ice)—need not increase just because the economy and
the population grow. Furthermore, an assumption of
a constant discretionary spending share of GDP would
be in sharp contrast with recent experience; since its
peak in 1968, the discretionary spending share of GDP

has been cut virtually in half (from 13.6 percent to
6.9 percent in 1997).

Thus, there are arguments on both sides; for purposes
of analysis, the projections in Table 2–2 show both the
standard current services assumptions, with discre-
tionary spending increasing in step with inflation, and
an alternative assumption that allows discretionary
spending to increase for population growth in addition
to general inflation. Chart 2–4 adds a third assumption,
under which discretionary spending grows still more
rapidly, to maintain a constant percentage of GDP
(which is the assumption used by GAO, and is reported
as an alternative by CBO).

2. Health Spending: Some of the most volatile ele-
ments in recent budgets have been Federal health
spending for Medicare and Medicaid. Expenditures for
these programs have grown much faster than those
of other entitlements, including social security. After
the last year of the standard budget estimates in 2008,
real per capita growth rates for Medicare benefits in
the current services case are based on the projections
in the latest report of the Medicare Trustees, which
slow down markedly after 2015. Thus, while spending
for Medicare (and Medicaid) is assumed to continue
to grow more rapidly than the overall economy, real
spending on a per capita basis is expected to stabilize
at lower than the historical rates of increase. Also, for
Medicare, the savings in the Balanced Budget Agree-
ment are assumed to lower the level of spending perma-
nently relative to earlier baselines; that is, the Trust-
ees’ prior growth estimates take off from the new lower
base. However, when the Trustees made their projec-
tions last summer, they did not include the spending
restraint in Medicare now anticipated over the next
few years as a result of the Balanced Budget Agree-
ment. Had they done so, it is conceivable that they
would also have included a catch-up after 2002 that
would have raised the long-run average growth rate
assumed here. For that reason, the assumptions used
in the current-services case could prove to be optimistic.

Chart 2–5 shows the current-services case, and the
case (shown in Chart 2–3) under which Medicare cost
growth continues without slowing after the end of the
10-year budget window in 2008. It also shows a still
more pessimistic scenario, under which both Medicare
and Medicaid per capita growth rates accelerate by one
percentage point per year, and a more optimistic sce-
nario, under which Medicare and Medicaid per capita
growth rates slow to the rate of growth of GDP per
capita.

3. Productivity: Productivity growth in the U.S. econ-
omy slowed down after 1973. The slowdown is respon-
sible for the slower rise in U.S. real incomes since that
time. Productivity growth is affected by changes in the
budget deficit which influence national saving, but
many other factors influence it as well. The deficit in
turn is affected by changes in productivity growth,
which affect the size of the economy and hence future
receipts. Two alternative scenarios illustrate what
would happen to the budget deficit if productivity
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growth were either higher or lower than assumed. A
higher rate of growth would make the task of preserv-
ing a balanced budget much easier; lower productivity
growth would have the opposite effect. Chart 2–6 shows
how the deficit varies with changes of one-half percent-
age point of average productivity growth.

4. Population: In the long run, changing demographic
patterns dictate the behavior of the projections.
Changes in population growth feed into real economic
growth through the effect on labor supply and employ-
ment. Changing demographics also affect entitlement
spending, contributing to the surge of spending ex-
pected for social security and Medicare. The key as-
sumptions underlying the demographic projections are
fertility, mortality and immigration.

• The main reason for the expected slowdown in
population growth is the expected continuation of
a low fertility rate. Since 1990, the number of
births per woman in the United States has aver-
aged between 2.0 and 2.1. This is slightly below
the replacement rate needed to maintain a con-
stant population. The fertility rate was even lower
in the 1970s and 1980s. The demographic projec-
tions assume that fertility will average around 1.9
births per woman in the future. Fertility is hard
to predict. Both the baby boom in the 1950s and
the baby bust in the 1970s came as surprise to
demographers. A return to the higher fertility
rates of the past is possible, but so is another

drop in fertility. Although the fertility rate has
never fallen below 1.7 in U.S. history, such low
rates have been observed recently in some Euro-
pean countries. Chart 2–7 shows the effects of
alternative fertility assumptions on the deficit;
higher fertility would contribute eventually to a
larger labor force, and hence increase incomes and
revenues, and reduce the deficit.

• The aging of the U.S. population is due to both
lower fertility, which reduces the number of chil-
dren per adult, and lengthening lifespans. Since
1970, the average lifespan for U.S. women has
increased from 74.9 years to 79.3 years, and it
is projected to rise to 82.9 years by 2050. Men
do not live as long as women on average, but
their lifespan has also increased from 67.1 years
in 1970 to 72.6 years in 1995, and it is expected
to reach 77.5 years by 2050. Longer lifespans
mean that more people will live to receive social
security and Medicare benefits, and will receive
them for a longer time. If the U.S. population
were to experience no further improvements in
mortality, the shorter lifespans would help to
lower the deficit. Conversely, if the population
lives even longer than now expected, the outlook
for the deficit would worsen. This is illustrated
in Chart 2–8.

• The final demographic factor influencing long-run
projections is the rate of immigration. The United
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States is an open society. In the 19th century,
a huge wave of immigration helped build the coun-
try; and the last two decades of the 20th century
have witnessed another burst of immigration. The
annual net flow of legal immigrants has been
averaging around 850,000 since 1992. This is the
highest absolute rate in U.S. history, but as a
percentage of population it is only about a third
as high as immigration was in 1901–1910. Chart
2–9 illustrates the effects on the deficit of varying
immigration assumptions. In general, faster immi-
gration yields a larger work force, and lower defi-
cits.

5. What To Do With the Budget Surpluses: The cur-
rent projections show the budget running surpluses for
several decades. These surpluses pay down the debt
held by the public, after which, by the conventions of
current-services budget projections, policy continues un-
changed, and so negative debt accumulates for a time
(though demographic pressures soon erode that nega-
tive debt again). Thus, the surpluses sharply reduce
net interest expenses in future years, closing the virtu-
ous cycle of deficit reduction and balanced budgets. If
these surpluses were ‘‘spent’’ by increased spending or
reduced taxes, it would worsen the outlook significantly.
Chart 2–10 shows two alternative scenarious: one in
which spending or tax cuts using the surpluses were
purely temporary, and a second in which the additional
budgetary costs grew with inflation over time. If the

spending or tax cuts were purely temporary, the period
of budget surpluses would be shortened by 30 years,
with deficits recurring in 2025; by 2070, the deficit
would grow to 10.8 percent of GDP. If the budgetary
costs grew with inflation, however, budget surpluses
would extend barely beyond the budget window, with
deficits recurring in 2012. By 2070, the deficit would
grow to an unsustainable 17.9 percent of GDP.

Conclusion.—Under President Clinton, the long-run
outlook for the budget deficit has improved signifi-
cantly. When this Administration took office, the deficit
was projected to begin spiraling out of control early
in the next century, reaching levels never seen before
(except temporarily during major wars). The outlook
now is drastically different. Under current policy as-
sumptions, a period of balanced budgets is expected
to begin in 1999. This period is eventually followed
by a return to deficits of a size that would demand
the attention of policymakers.

Both social security and Medicare continue to
confront long-run deficits in their respective Trust
Funds, which must be addressed. But the favorable
outlook for the unified budget should make it easier
to address these difficult problems.

The budget outlook is based on many assumptions
regarding demographic patterns, economic conditions,
and budget policy. Under alternative assumptions, the
budget outlook could be either more or less favorable,
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and the degree of uncertainty increases with time. A
key policy assumption is that budget discipline is main-
tained. This favorable outlook could easily be altered
by future policy action, or by unforeseen events.

Actuarial Balance in the Social Security and
Medicare Trust Funds.—The Trustees for the Social
Security and Hospital Insurance Trust Funds issue an-
nual reports that include projections of income and
outgo for these funds over a 75-year period. These pro-
jections are based on different methods and assump-
tions than the long-run budget projections presented
above, although the budget projections do rely on the
social security assumptions for population growth and
labor force growth after the year 2008. Even with these
differences, the message is similar: The retirement of
the baby-boom generation coupled with expected high
rates of growth in per capita health care costs will
exhaust the Trust Funds unless further remedial action
is taken.

The Trustees’ reports feature the 75-year actuarial
balance of the Trust Funds as a summary measure
of their financial status. For each Trust Fund, the bal-
ance is calculated as the change in receipts or program
benefits, expressed as a percentage of taxable payroll,
that would be needed to preserve a small positive bal-
ance in the Trust Fund at the end of 75 years.

Table 2–3 shows the changes in the 75-year actuarial
balances of the social security and Medicare Trust

Funds since 1996. There were only relatively small
changes in the projected balances last year. The modest
improvement in the Hospital Insurance fund was esti-
mated prior to the passage of the Balanced Budget
Agreement, which made numerous changes in Medi-
care. Prior to the Agreement the HI Trust Fund was
expected to reach zero in 2001. The reforms in the
Agreement have extended the projected life of the Trust
Fund until 2010.

Achieving a positive 75-year balance may not be suffi-
cient to put the Trust Funds on a self-sustaining basis.
For example, raising the social security payroll tax by
2.2 percentage points would eliminate the 75-year actu-
arial imbalance in the Social Security Trust Fund, as
seen from Table 2–3. However, even with the higher
taxes, the income to the Fund would be insufficient
to cover program outgo after 2020. Beyond that point
the Trust Fund assets would have to be drawn down.
Even though at the end of 75 years there would still
be a small positive balance in the Trust Fund, one
year later the balance would be gone. Based on the
75-year balance measure, some have claimed that social
security could be ‘‘fixed’’ by a relatively small 2.2 per-
centage point change in payroll taxes. That statement
ignores the fact that if social security were fixed in
this way, it would remain fixed for only one year.
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Table 2–3. CHANGE IN 75–YEAR ACTUARIAL BALANCE FOR OASDI AND HI TRUST FUNDS
(INTERMEDIATE ASSUMPTIONS)

(As a percent of taxable payroll)

OASI DI OASDI HI

Actuarial balance in 1996 Report ................................................................................. –1.85 –0.34 –2.19 –4.52
Changes in balance due to changes in:

Valuation period ........................................................................................................ –0.07 –0.01 –0.08 –0.09
Economic and demographic assumptions ................................................................ 0.03 0.00 0.03 0.20
Technical and other assumptions ............................................................................. 0.03 –0.04 0.01 0.09

Total Changes ....................................................................................................... –0.01 –0.05 –0.04 0.20
Actuarial balance in 1997 Report ................................................................................. –1.84 –0.39 –2.23 –4.32

PART III—NATIONAL WEALTH AND WELFARE

Unlike a private corporation, the Federal Government
routinely invests in ways that do not add directly to
its assets. For example, Federal grants are frequently
used to fund capital projects by State or local govern-
ments for highways and other purposes. Such invest-
ments are valuable to the public, which pays for them
with taxes, but they are not owned by the Federal
Government and would not show up on a conventional
balance sheet.

The Federal Government also invests in education
and research and development (R&D). These outlays
contribute to future productivity and are analogous to
an investment in physical capital. Indeed, economists
have computed stocks of human and knowledge capital
to reflect the accumulation of such investments. None-
theless, these capital stocks are not owned by the Fed-
eral Government, nor would they usually appear on
a balance sheet.

To show the importance of these kinds of issues,
Table 2–4 presents a national balance sheet. It includes
estimates of national wealth classified in three cat-
egories: physical assets, education capital, and R&D
capital. The Federal Government has made contribu-
tions to each of these categories, and these contribu-
tions are shown in the table. Data in this table are
especially uncertain, because of the assumptions needed
to prepare the estimates.

Federal investments are responsible for about 7 per-
cent of total national wealth. This may seem like a
small fraction, but it represents a large volume of cap-
ital—$4.4 trillion. The Federal contribution is down
from around 8 percent at the end of the 1980s, and
from around 12 percent in 1960. Much of this reflects
the shrinking size of the defense capital stocks, which
have gone down from 13 percent of GDP to 9 percent
in the last few years.

Physical Assets
The physical assets in the table include stocks of

plant and equipment, office buildings, residential struc-
tures, land, and government’s physical assets such as
military hardware, office buildings, and highways.
Automobiles and consumer appliances are also included
in this category. The total amount of such capital is

vast, around $26 trillion in 1997; by comparison, GDP
was only about $8 trillion.

The Federal Government’s contribution to this stock
of capital includes its own physical assets plus $0.6
trillion in accumulated grants to State and local govern-
ments for capital projects. The Federal Government has
financed about one-sixth of the physical capital held
by other levels of government.

Education Capital
Economists have developed the concept of human cap-

ital to reflect the notion that individuals and society
invest in people as well as in physical assets. Invest-
ment in education is a good example of how human
capital is accumulated.

This table includes an estimate of the stock of capital
represented by the Nation’s investment in education.
The estimate is based on the cost of replacing the years
of schooling embodied in the U.S. population aged 16
and over. The idea is to measure how much it would
cost to reeducate the U.S. workforce at today’s prices.
The estimate attempts to measure the replacement
value of education rather than its original cost. This
is more meaningful economically, and is comparable
to the measures of physical capital presented earlier.

Although this is a relatively crude measure, it does
provide a rough order of magnitude of the current value
of the investment in education. According to this meas-
ure, the stock of education capital amounted to $31
trillion in 1997, of which about 3 percent was financed
by the Federal Government. It exceeds the total value
of the Nation’s private stock of physical capital. The
main investors in education capital have been State
and local governments, parents, and students them-
selves (who forgo earning opportunities in order to ac-
quire education).

Even broader concepts of human capital have been
suggested. Not all useful training occurs in a school-
room or in formal training programs at work. Much
informal learning occurs within families or on the job,
but measuring its value is very difficult. However, labor
compensation amounts to about two thirds of national
income, and thinking of this income as the product
of human capital suggests that the total value of
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Table 2–4 NATIONAL WEALTH
(As of the end of the fiscal year, in trillions of 1997 dollars)

1960 1965 1970 1975 1980 1985 1990 1991 1992 1993 1994 1995 1996 1997

ASSETS

Publicly Owned Physical Assets:
Structures and Equipment ......................................... 2.1 2.4 2.9 3.5 3.7 3.9 4.2 4.3 4.3 4.4 4.5 4.6 4.7 4.7

Federally Owned or Financed .............................. 1.2 1.3 1.5 1.5 1.5 1.8 1.9 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Federally Owned ............................................... 1.1 1.1 1.1 1.0 0.9 1.1 1.2 1.2 1.2 1.2 1.1 1.1 1.1 1.1
Grants to State and Local Governments ......... 0.1 0.2 0.3 0.5 0.6 0.7 0.8 0.8 0.8 0.8 0.8 0.9 0.9 0.9

Funded by State and Local Governments ........... 0.9 1.1 1.5 2.0 2.1 2.1 2.3 2.3 2.3 2.4 2.5 2.6 2.6 2.6
Other Federal Assets ................................................. 0.8 0.7 0.7 0.9 1.5 1.5 1.2 1.1 1.1 1.0 1.0 0.9 0.9 0.9

Subtotal ......................................................... 2.9 3.2 3.6 4.4 5.2 5.4 5.5 5.4 5.4 5.4 5.5 5.5 5.6 5.6

Privately Owned Physical Assets:
Reproducible Assets .................................................. 6.8 7.8 9.6 12.2 15.7 16.5 18.5 18.3 18.4 18.8 19.5 19.9 20.4 21.0
Residential Structures ................................................ 2.6 3.0 3.6 4.6 6.2 6.5 7.3 7.2 7.3 7.5 7.8 8.0 8.2 8.5

Nonresidential Plant and Equipment .................... 2.7 3.1 3.9 5.1 6.4 7.1 7.7 7.7 7.7 7.8 8.0 8.2 8.4 8.7
Inventories ............................................................. 0.7 0.7 0.9 1.1 1.3 1.2 1.3 1.2 1.2 1.2 1.2 1.3 1.3 1.3
Consumer Durables ............................................... 0.8 0.9 1.2 1.4 1.6 1.8 2.2 2.2 2.2 2.3 2.3 2.4 2.5 2.5

Land ........................................................................... 2.0 2.4 2.8 3.8 5.6 6.2 6.0 5.6 4.9 4.7 4.7 4.6 4.6 4.6

Subtotal ......................................................... 8.8 10.2 12.4 16.0 21.2 22.7 24.5 23.8 23.3 23.5 24.1 24.5 25.0 25.6

Education Capital:
Federally Financed .................................................... 0.1 0.1 0.2 0.3 0.4 0.6 0.7 0.8 0.8 0.8 0.8 0.9 0.9 0.9
Financed from Other Sources ................................... 6.4 8.3 11.0 12.8 15.7 18.8 23.9 24.7 25.4 26.2 26.9 28.0 29.0 30.3

Subtotal ......................................................... 6.4 8.4 11.3 13.2 16.1 19.4 24.6 25.5 26.2 27.0 27.8 28.9 29.9 31.3

Research and Development Capital:
Federally Financed R&D ........................................... 0.2 0.3 0.5 0.5 0.6 0.7 0.8 0.8 0.8 0.8 0.9 0.9 0.9 0.9
R&D Financed from Other Sources .......................... 0.1 0.2 0.3 0.4 0.5 0.6 0.8 0.9 0.9 1.0 1.0 1.0 1.1 1.2

Subtotal ......................................................... 0.3 0.5 0.8 0.9 1.0 1.3 1.6 1.7 1.7 1.8 1.9 1.9 2.0 2.1

Total Assets .............................................. 18.4 22.3 28.1 34.5 43.5 48.8 56.2 56.4 56.6 57.7 59.2 60.8 62.5 64.5

Net Claims of Foreigners on U.S. ................................. –0.1 –0.2 –0.2 –0.0 –0.3 0.0 0.8 0.8 0.9 1.1 1.3 1.4 1.9 2.2

Balance .................................................... 18.5 22.5 28.2 34.5 43.8 48.8 55.4 55.6 55.7 56.6 57.9 59.5 60.6 62.3

Per Capita (thousands of dollars) ............................. 102.5 115.8 137.7 159.7 191.9 203.9 221.2 219.6 217.5 218.8 221.6 225.4 227.7 231.9

Ratio to GDP ................................................................. 723.2 693.2 733.6 789.0 841.7 803.1 803.6 807.7 783.5 779.3 770.1 776.7 769.2 760.6
ADDENDA:

Total Federally Funded Capital ................................. 0.5 0.6 0.8 1.2 2.2 3.2 3.9 4.1 4.1 4.3 4.4 4.5 4.7 4.8
Percent of National Wealth ....................................... 12.1 11.2 10.1 9.5 9.3 9.3 8.5 8.4 8.4 8.2 8.1 7.9 7.8 7.7

9 R&D depreciates in the sense that the economic value of applied research and develop-
ment tends to decline with the passage of time, as still newer ideas move the technological
frontier.

human capital might be two times the estimated value
of physical capital. Thus, the estimates offered here
are in a sense conservative, because they reflect only
the costs of acquiring formal education and training.

Research and Development Capital
Research and development can also be thought of

as an investment, because R&D represents a current
expenditure that is made in the expectation of earning
a future return. After adjusting for depreciation, the
flow of R&D investment can be added up to provide
an estimate of the current R&D stock. 9 That stock
is estimated to have been about $2.0 trillion in 1997.
Although this is a large amount of research, it is a
relatively small portion of total National wealth. About
half of this stock was funded by the Federal Govern-
ment.

Liabilities
When considering how much the United States owes

as a Nation, the debts that Americans owe to one an-
other cancel out. This means they do not belong in
Table 2–4, but it does not mean they are unimportant.
An unwise buildup in debt, most of which was owed
to other Americans, was partly responsible for the re-
cession of 1990–1991 and the sluggishness of the early
stages of the recovery that followed. The only debt that
appears in Table 2–4 is the debt that Americans owe
to foreign investors. America’s foreign debt has been
increasing rapidly in recent years, because of the con-
tinuing imbalance in the U.S. current account, but even
so the size of this debt is small compared with the
total stock of U.S. assets. It amounted to about 31⁄2
percent of national wealth in 1997.

Most Federal debt does not appear in Table 2–4 be-
cause it is held by Americans; only that portion of the
Federal debt held by foreigners is included. However,
comparing the Federal Government’s net liabilities with
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total national wealth gives another indication of the
relative magnitude of the imbalance in the Govern-
ment’s accounts. Currently, the Federal net asset im-
balance, as estimated in Table 2–1, amounts to 5.2
percent of total U.S. wealth as shown in Table 2–4.

Trends in National Wealth
The net stock of wealth in the United States at the

end of 1997 was about $62 trillion. Since 1980, it has
increased in real terms at an annual rate of 2.0 percent
per year—less than half the 4.4 percent real growth
rate it averaged from 1960 to 1980. Public capital for-
mation slowed down even more between the two peri-
ods. Since 1980, public capital has increased at an an-
nual rate of only 0.5 percent, compared with 2.9 percent
over the previous 20 years.

The net stock of private nonresidential plant and
equipment grew 1.8 percent per year from 1980 to 1997
compared with 4.4 percent in the 1960s and 1970s,
and the stock of business inventories increased less
than 0.1 percent per year. However, private nonresiden-
tial fixed capital has increased more rapidly since
1992—2.4 percent per year—reflecting the recent in-
vestment boom.

The accumulation of education capital, as measured
here, has also slowed down since 1980, but not nearly
as much. It grew at an average rate of 4.7 percent
per year in the 1960s and 1970s, about the same as
the average rate of growth in private physical capital
during the same period. Since 1980, education capital
has grown at a 4.0 percent annual rate. This reflects
the extra resources devoted to schooling in this period,
and the fact that such resources were rising in relative
value. R&D stocks have grown at about the same rate
as education capital since 1980.

Other Federal Influences on Economic Growth
Many Federal policies contributed to the slowdown

in capital formation that occurred after 1980. Federal
investment policies obviously were important, but the
Federal Government also contributes to wealth in ways
that cannot be easily captured in a formal presentation.
Monetary and fiscal policies affect the rate and direc-
tion of capital formation. Regulatory and tax policies
affect how capital is invested, as do the Federal Govern-
ment’s credit assistance policies.

One important channel of influence is the Federal
budget deficit, which determines the size of the Federal
Government’s borrowing requirement. Smaller deficits
in the 1980s would have resulted in a smaller gap
between Federal liabilities and assets than is shown
in Table 2–1. It is also likely that, had the more than
$3 trillion in added Federal debt since 1980 been avoid-
ed, a significant share of these funds would have gone
into private investment. National wealth might have
been 2 to 4 percent larger in 1997 had fiscal policy
avoided the buildup in the debt.

Social Indicators
There are certain broad responsibilities that are

unique to the Federal Government. Especially impor-

tant is the Government’s role in fostering healthy eco-
nomic conditions, promoting health and social welfare,
and protecting the environment. Table 2–5 offers a
rough cut of information that can be useful in assessing
how well the Federal Government has been doing in
promoting these general objectives.

The indicators shown here are only a limited subset
drawn from the wide array of available data on condi-
tions in the United States. In choosing indicators for
this table, priority was given to measures that were
consistently available over an extended period. Such
indicators make it easier to draw valid comparisons
and evaluate trends. In some cases, however, this
meant choosing indicators with significant limitations.

The individual measures in this table are influenced
in varying degrees by many Government policies and
programs, as well as by external factors beyond the
Government’s control. They are not outcome indicators,
because they do not measure the direct results of Gov-
ernment activities, but they do provide a quantitative
measure of the progress or lack of progress in reaching
some of the ultimate values that government policy is
intended to promote.

Such a table can serve two functions. First, it high-
lights areas where the Federal Government might need
to modify its current practices or consider new ap-
proaches. Where there are clear signs of deteriorating
conditions, corrective action might be appropriate. Sec-
ond, the table provides a context for evaluating other
data on Government activities. For example, Govern-
ment actions that weaken its own financial position
may be appropriate when they promote a broader social
objective.

An example of this occurs during economic recessions
when reductions in tax collections lead to increased
government borrowing that adds to Federal liabilities.
This decline in Federal net assets, however, provides
an automatic stabilizer for the private sector. State and
local governments and private budgets are strength-
ened by allowing the Federal budget to go deeper into
deficit. More stringent Federal budgetary controls could
be used to hold down Federal borrowing during such
periods, but only at the risk of aggravating the down-
turn and weakening the other sectors.

The Government cannot avoid making such trade-
offs because of its size and the broad ranging effects
of its actions. Monitoring these effects and incorporat-
ing them in the Government’s policy making is a major
challenge.

An Interactive Analytical Framework
No single framework can encompass all of the factors

that affect the financial condition of the Federal Gov-
ernment. Nor can any framework serve as a substitute
for actual analysis. Nevertheless, the framework pre-
sented here offers a useful way to examine the financial
aspects of Federal policies. Increased Federal support
for investment, the reduction in Federal absorption of
saving through deficit reduction, and other Administra-
tion policies to enhance economic growth are expected
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Table 2–5. ECONOMIC AND SOCIAL INDICATORS

General categories Specific measures 1960 1965 1970 1975 1980 1985 1990 1991 1992 1993 1994 1995 1996 1997

Economic:
Living Standards ........... Real GDP per person (1992 dollars) ................................ 12,512 14,792 16,521 17,896 20,252 22,345 24,559 24,058 24,447 24,738 25,352 25,630 25,998 26,833

Average annual percent change ........................................ 0.3 5.0 –1.1 –1.6 –1.4 2.8 0.3 –2.0 1.6 1.2 2.5 1.1 1.4 3.2
Median income (1994 dollars):

All households ................................................................ NA NA 33,181 32,943 33,763 34,439 35,945 34,705 34,261 33,922 34,158 35,082 35,492 NA
Married couple families .................................................. 28,617 33,330 39,951 41,506 44,118 45,350 47,893 47,225 46,847 46,695 47,598 48,452 49,707 NA
Female householder, no spouse present ..................... 14,461 16,203 19,348 19,107 19,841 19,918 20,325 19,228 19,039 18,940 19,307 20,272 19,911 NA

Income share of middle three quintiles (%) ...................... 54.0 53.9 53.6 53.8 53.6 52.2 51.2 51.4 51.0 48.9 49.0 49.1 48.9 NA
Poverty rate (%) 1 ............................................................... 22.2 17.3 12.6 12.3 13.0 14.0 13.5 14.2 14.8 15.1 14.5 13.8 13.7 NA

Economic security ........ Inflation and unemployment:
Civilian unemployment (%) ............................................ 5.5 4.5 4.9 8.5 7.1 7.2 5.5 6.7 7.4 6.8 6.1 5.6 5.4 5.0
CPI-U (year over year % change) ................................ 1.7 1.6 5.7 9.1 13.5 3.6 5.4 4.2 3.0 3.0 2.6 2.8 3.0 2.3

Employment prospects Increase in total payroll employment (millions) ................. –0.5 2.9 –0.5 0.4 0.2 2.5 0.3 –0.8 1.1 2.8 3.9 2.2 2.5 3.2
Managerial or professional jobs (% of civilian employ-

ment) ............................................................................... NA NA NA NA NA 24.1 25.8 26.3 26.2 26.8 27.5 28.3 28.8 29.1
Wealth creation ............ Net national saving rate (% of GDP) ................................ 10.8 12.5 8.7 6.7 7.5 6.2 4.4 4.3 3.1 3.4 4.3 5.1 5.7 6.4
Innovation ..................... Patents issued to U.S. residents (thousands) ................... 42.0 53.9 50.1 51.4 40.8 43.4 53.0 57.8 58.8 61.2 64.3 64.5 69.4 NA

Multifactor productivity (average annual percent change) 0.4 3.0 –0.2 0.8 –2.3 0.5 –0.2 –1.0 1.5 0.5 0.7 NA NA NA
Social:

Families ........................ Children living with female Householder, no spouse
present (% of all children) ............................................. 9 10 12 16 18 21 22 22 23 23 23 23 24 NA

Safe communities ......... Violent crime rate (per 100,000 population) 2 ................... 160 199 364 482 597 557 732 758 758 747 714 685 634 597
Murder rate (per 100,000 population) 2 ............................. 5 5 8 10 10 8 9 10 9 10 9 8 7 7
Juvenile crime (murders and nonnegligent manslaughter

per 100,000 persons age 14–17) .................................. NA NA NA NA 13 10 24 27 26 30 29 24 NA NA
Health and illness ......... Infant mortality (per 1,000 live births) 3 ............................. 26.0 24.7 20.0 16.1 12.6 10.6 9.2 8.9 8.5 8.4 8.0 7.6 7.2 6.3

Low birthweight (<2,500 gms) babies (%) ........................ 7.7 8.3 7.9 7.4 6.8 6.8 7.0 7.1 7.1 7.2 7.3 7.3 7.4 NA
Life expectancy at birth (years) ......................................... 69.7 70.2 70.8 72.6 73.7 74.7 75.4 75.5 75.8 75.5 75.7 75.8 76.1 NA
Cigarette smokers (% population 18 and oover) .............. NA 42.4 39.5 36.4 33.2 30.1 25.5 25.6 26.5 25.0 NA NA NA NA
Bed disability days (average days per person) ................ 6.0 6.2 6.1 6.6 7.0 6.1 6.2 6.5 6.3 6.7 6.2 NA NA NA

Learning ........................ High school graduates (% of population 25 and older) ... 44.6 49.0 55.2 62.5 68.6 73.9 77.6 78.4 79.4 80.2 80.9 81.7 81.7 NA
College graduates (% of population 25 and older) .......... 8.4 9.4 11.0 13.9 17.0 19.4 21.3 21.4 21.4 21.9 22.2 23.0 23.6 NA
National assessment of educational progress: 4

Mathematics—high school seniors ................................ NA NA NA 302 300 301 305 306 307 307 306 307 307 NA
Science—high school seniors ........................................ NA NA 305 293 286 288 290 292 294 294 294 295 296 NA

Participation .................. Voting for President (% eligible population) ...................... 62.8 NA NA NA 52.8 NA NA NA 55.1 NA NA NA 48.9 NA
Voting for Congress (% of eligible population) ................. 58.5 NA 43.5 NA 47.6 NA 33.1 NA 50.8 NA 37.4 NA 45.7 NA
Individual charitable giving per capita (1997 dollars) ....... 210 251 301 320 349 367 448 448 441 439 434 465 NA NA

Environment:
Air quality ...................... Population living in counties with ozone levels exceeding

the standard (millions) ................................................... NA NA NA NA NA 76 63 70 43 51 50 71 NA NA
Water quality ................ Population served by secondary treatment or better (mil-

lions) ............................................................................... NA NA NA NA NA 134 155 157 159 162 164 166 168 NA
1 The poverty rate does not reflect noncash government transfers such as Medicaid or food stamps.
2 Not all crimes are reported, and the fraction that go unreported may have varied over time, the figures for 1997 are preliminary estimates based on partial reporting.
3 The figure for 1997 is based on preliminary data through April.
4 Some data from the national educational assessments have been interpolated.

to promote national wealth and improve the future fi-
nancial condition of the Federal Government. As that
occurs, the efforts will be revealed in these tables.

TECHNICAL NOTE: SOURCES OF DATA AND METHOD OF ESTIMATING

Federally Owned Assets and Liabilities

Assets
Financial Assets: The source of data is the Federal

Reserve Board’s Flow-of-Funds Accounts. Two adjust-
ments were made to these data. First, U.S. Government
holdings of financial assets were consolidated with the
holdings of the monetary authority, i.e., the Federal
Reserve System. Second, the gold stock, which is valued
in the Flow-of-Funds at a constant historical price, is
revalued using the market value for gold.

Physical Assets
Fixed Reproducible Capital: Estimates were devel-

oped from the OMB historical data base for physical
capital outlays. The data base extends back to 1940
and was supplemented by data from other selected
sources for 1915–1939. The source data are in current
dollars. To estimate investment flows in constant dol-
lars, it is necessary to deflate the nominal investment
series. This was done using price deflators for Federal
purchases of durables and structures from the National
Income and Product Accounts. These price deflators are
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available going back as far as 1940. For earlier years,
deflators were based on historical statistics for constant
price public capital formation. The capital stock series
were adjusted for depreciation on a straight-line basis,
assuming useful lives of 46 years for water and power
projects; 40 years for other direct Federal construction;
and 16 years for major nondefense equipment and for
defense procurement.

Fixed Nonreproducible Capital: Historical estimates
for 1960–1985 were based on estimates in Michael J.
Boskin, Marc S. Robinson, and Alan M. Huber, ‘‘Gov-
ernment Saving, Capital Formation and Wealth in the
United States, 1947–1985,’’ published in The Measure-
ment of Saving, Investment, and Wealth, edited by Rob-
ert E. Lipsey and Helen Stone Tice (The University
of Chicago Press, 1989).

Estimates were updated using changes in the value
of private land from the Flow-of-Funds Balance Sheets
and in the Producer Price Index for Crude Energy Ma-
terials. The Bureau of Economic Analysis is in the proc-
ess of preparing satellite accounts to accompany the
National Income and Product Accounts that will report
on changes in mineral deposits for the Nation as a
whole, but this work is not yet completed.

Liabilities
Financial Liabilities: The principal source of data is

the Federal Reserve’s Flow-of-Funds Accounts.
Contingent Liabilities: Sources of data are the OMB

Deposit Insurance Model and the OMB Pension Guar-
antee Model. Historical data on contingent liabilities
for deposit insurance were also drawn from the Con-
gressional Budget Office’s study, The Economic Effects
of the Savings and Loan Crisis, issued January 1992.

Pension Liabilities: For 1979–1996, the estimates are
the actuarial accrued liabilities as reported in the an-
nual reports for the Civil Service Retirement System,
the Federal Employees Retirement System, and the
Military Retirement System (adjusted for inflation). Es-
timates for the years before 1979 are not actuarial;
they are extrapolations. The estimate for 1997 is a pro-
jection.

Long-Run Budget Projections

The long-run budget projections are based on long-
run demographic and economic projections. A spread-
sheet model of the Federal budget developed at OMB
computes the budgetary implications of this forecast.

Demographic and Economic Projections: For the years
1998–2008 the assumptions are identical to those used
in the budget. As always, these budget assumptions
reflect the President’s policy proposals. The long-run
projections extend these budget assumptions by holding
constant inflation, interest rates, and unemployment at
the levels assumed in the final year of the budget.
Population growth and labor force participation are ex-
tended using the intermediate assumptions from the
1997 social security trustees’ report. The projected rate
of growth for real GDP is built up from the labor force
assumptions and an assumed rate of productivity
growth. The assumed rate of productivity growth is held

constant at the average rate of growth implied by the
budget’s economic assumptions. Income shares of GDP
are held constant at their levels in the last year of
the Administration forecast with one exception: wages
and salaries decline gradually as a share of GDP
through 2028.

Budget Projections: For the budget period, the projec-
tions follow the budget. Beyond the budget horizon,
receipts are projected using simple rules of thumb link-
ing income taxes, payroll taxes, excise taxes, and other
receipts to projected tax bases derived from the eco-
nomic forecast. Outlays are computed in different ways.
Discretionary spending grows at the rate of inflation.
Social security, Medicare, and Federal pensions are pro-
jected using the most recent actuarial forecasts avail-
able at the time the budget was prepared. These projec-
tions are repriced using Administration inflation as-
sumptions. Other entitlement programs are projected
based on rules of thumb linking program spending to
elements of the economic and demographic forecast
such as the poverty rate.

Surpluses after 2008 were assumed to be used to
reduce taxes or increase spending, leaving the budget
recisely in balance.

Alternative Scenarios: The alternative budget sce-
narios are intended to illustrate the impact of vari-
ations in key assumptions underlying the projections.

• Discretionary. The alternatives for discretionary
spending assume that discretionary budget au-
thority after 2008 grows with inflation and total
population growth, or with nominal GDP growth.

• Health care costs. The high scenario for health
care costs assumes that Medicare and Medicaid
real spending per beneficiary grows one percent
faster than in the basic projections, while the low
cost scenario assumes that real spending per bene-
ficiary grows at the rate of real GDP per capita.
The scenario eliminating the Medicare trustees’
assumed slowdown in costs holds real growth per
beneficiary at an average of 2.4 percent annually
for Medicare Parts A and B combined.

• Productivity. The scenarios for productivity growth
assume that productivity grows one-half percent-
age point faster or slower than in the basic projec-
tions.

• Fertility. The scenarios for fertility assume that
the total fertility rate rises to 2.2 or falls to 1.6,
consistent with the social security trustees’ range
for fertility in their high and low cost assump-
tions.

• Life expectancy. The scenarios for life expectancy
are consistent with the high and low life expect-
ancy assumptions in the long run population pro-
jections published by the Bureau of the Census.
The high scenario assumes that life expectancy
rises to 86.4 years for males and 92.3 years for
females in 2050. The low scenario assumes that
life expectancy falls slightly to 70.9 years for
males and 78.8 years for females in 2050.
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• Immigration. The scenarios for higher and lower
immigration assume that net immigration is
1,350,000 persons per year and 450,000 persons
per year, 50 percent higher and lower than the
900,000 persons assumed in the basic projections.

National Balance Sheet Data

Publicly Owned Physical Assets: Basic sources of data
for the federally owned or financed stocks of capital
are the investment flows described in Chapter 6. Fed-
eral grants for State and local government capital were
included together with adjustments for inflation and
depreciation in the same way as described above for
direct Federal investment. Data for total State and local
government capital come from the unrevised capital
stock data prepared by the Bureau of Economic Analy-
sis.

Privately Owned Physical Assets: Data are from the
Flow-of-Funds national balance sheets and from the pri-
vate net capital stock estimates prepared by the Bureau
of Economic Analysis. Values for 1997 were extrapo-
lated using investment data from the National Income
and Product Accounts.

Education Capital: The stock of education capital is
computed by valuing the cost of replacing the total
years of education embodied in the U.S. population 16
years of age and older at the current cost of providing
schooling. The estimated cost includes both direct ex-
penditures in the private and public sectors and an
estimate of students’ forgone earnings, i.e., it reflects
the opportunity cost of education.

For this presentation, Federal investment in edu-
cation capital is a portion of the Federal outlays in-
cluded in the conduct of education and training. This
portion includes direct Federal outlays and grants for
elementary, secondary, and vocational education and
for higher education. The data exclude Federal outlays
for physical capital at educational institutions and for
research and development conducted at colleges and
universities because these outlays are classified else-
where as investment in physical capital and investment
in R&D capital. The data also exclude outlays under
the GI Bill; outlays for graduate and post-graduate edu-
cation spending in HHS, Defense and Agriculture; and
most outlays for vocational training.

Data on investment in education financed from other
sources come from educational institution reports on
the sources of their funds, published in U.S. Depart-
ment of Education, Digest of Education Statistics.
Nominal expenditures were deflated by the implicit
price deflator for GDP to convert them to constant dol-
lar values. Education capital is assumed not to depre-
ciate, but to be retired when a person dies. An edu-
cation capital stock computed using this method with

different source data can be found in Walter McMahon,
‘‘Relative Returns To Human and Physical Capital in
the U.S. and Efficient Investment Strategies,’’ Econom-
ics of Education Review, Vol. 10, No. 4, 1991. The meth-
od is described in detail in Walter McMahon, Invest-
ment in Higher Education, 1974.

Research and Development Capital: The stock of R&D
capital financed by the Federal Government was devel-
oped from a data base that measures the conduct of
R&D. The data exclude Federal outlays for physical
capital used in R&D because such outlays are classified
elsewhere as investment in federally financed physical
capital. Nominal outlays were deflated using the GDP
deflator to convert them to constant dollar values.

Federally funded capital stock estimates were pre-
pared using the perpetual inventory method in which
annual investment flows are cumulated to arrive at
a capital stock. This stock was adjusted for depreciation
by assuming an annual rate of depreciation of 10 per-
cent on the outstanding balance for applied research
and development. Basic research is assumed not to de-
preciate. The 1993 Budget contains additional details
on the estimates of the total federally financed R&D
stock, as well as its national defense and nondefense
components (see Budget for Fiscal Year 1993, January
1992, Part Three, pages 39–40).

A similar method was used to estimate the stock
of R&D capital financed from sources other than the
Federal Government. The component financed by uni-
versities, colleges, and other nonprofit organizations is
based on data from the National Science Foundation,
Surveys of Science Resources. The industry-financed
R&D stock component is from that source and from
the U.S. Department of Labor, The Impact of Research
and Development on Productivity Growth, Bulletin
2331, September 1989.

Experimental estimates of R&D capital stocks have
recently been prepared by BEA. The results are de-
scribed in ‘‘A Satellite Account for Research and Devel-
opment,’’ Survey of Current Business, November 1994.
These BEA estimates are lower than those presented
here primarily because BEA assumes that the stock
of basic research depreciates, while the estimates in
Table 2–3 assume that basic research does not depre-
ciate. BEA also assumes a slightly higher rate of depre-
ciation for applied research and development, 11 per-
cent, compared with the 10 percent rate used here.

Social Indicators
The main sources for the data in this table are the

Government statistical agencies. Generally, the data
are publicly available in the President’s annual Eco-
nomic Report and the Statistical Abstract of the United
States.
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