
ECONOMIC PROJECTIONS 

Introduction 
The economy experienced a recession during the lat-

ter half of 1990 and the first quarter of 1991. The 
recovery from that recession has been anemic by past 
cyclical standards, even with the spurt in the rate of 
growth in the second half of 1992. The result has been 
an abnormally weak labor market. Even after its 0.7 
percentage point decline in recent months, the unem-
ployment rate remains higher than it was at the end 
of the recession. Inflation has remained mild, and inter-
est rates have declined to their lowest levels in many 
years. The slow recovery reflects several structural ad-
justments: the massive layoffs in key American indus-
tries as firms seek to become leaner and more competi-
tive; the downsizing of the defense sector to meet the 
new realities of the post-Cold War world; the weakness 
of financial institutions, and the failures of shaky busi-
ness ventures to which they had made loans; and the 
spending reductions and tax increases imposed by gov-
ernments at all levels. 

The recovery remains fragile. The Clinton Adminis-
tration has proposed a comprehensive plan to promote 
sustained economic growth and put the Nation's fiscal 
house in order. It calls for short-term stimulus to en-
sure that the recovery is strong and durable; invest-
ments in people, infrastructure and technology to ex-
pand America's capacity to produce and increase em-
ployment opportunity; and deficit reduction to free 
funds for productive private investments at reduced in-
terest rates. 

Economic Assumptions 
Past budgets have used overly optimistic economic 

assumptions. To avoid any appearance of a "rosy sce-
nario" that would sidestep hard fiscal choiees, the Ad-
ministration has based this budget on a highly cautious 
set of economic assumptions, identical to those devel-
oped by the Congressional Budget Office. This affords 
a prudent basis for estimating the current budget base-
line and the effects of the Administration's budget pro-
posals. 

Under these assumptions, real GDP grows 2.8 per-
cent between the fourth quarter of 1992 and the fourth 
quarter of 1993, following 2.7 percent growth in 1992. 
(Growth in 1992 has been reestimated at 3.2 percent 
since the CBO assumptions were released.) Real growth 
is projected at 3.0 percent in 1994, and slows progres-
sively thereafter, to only 1.8 percent in 1998. The un-
employment rate falls from 7.3 percent in the fourth 
quarter of 1992 to 5.7 percent by the fourth quarter 
of 1997, and remains at that level during 1998. 

Inflation, as measured by the GDP deflator, is 2.5 
percent in 1993 (fourth-quarter-to-fourth-quarter), slow-

ing slightly to 2.2 percent in 1996 and subsequent 
years. Long-term interest rates edge down from their 
fourth quarter 1992 levels, while short-term rates rise 
moderately from their current exceptionally low levels. 
The first table below displays these assumptions in 
greater detail. 

Administration Forecast 
The consensus of economists is somewhat more opti-

mistic about the future course of the economy than 
the cautious assumptions described above. Part of the 
difference may be due to the positive reaction to the 
President's economic program. To give some sense of 
the budgetary outcomes that would result from such 
an economic performance, alternative calculations have 
been based upon the Administration forecast, which is 
very close to the mainstream of economic forecasters 
and more optimistic than the baseline projections de-
scribed above. This forecast assumes that the economy 
will recover somewhat more quickly, and that its sus-
tainable growth rate in the long run will be higher 
than the 2 percent average projected above. This higher 
growth reflects greater optimism about productivity, 
which in part follows from the Administration's deficit 
reduction plan. 

Under this alternative forecast, real growth is ex-
pected to be somewhat stronger in 1993 (3.1 percent, 
fourth-quarter-to-fourth-quarter, rather than 2.8 per-
cent) and 1994 (3.3 percent rather than 3.0 percent), 
and to remain at or above 2.5 percent annually through 
1998, rather than declining to only 1.8 percent. The 
unemployment rate is projected to decline slightly more 
by 1998, to 5.5 percent rather than only to 5.7 percent. 
Inflation, as measured by the GDP deflator, is projected 
to be somewhat higher—3.0 percent a year, for 
1996-98, rather than 2.2 percent a year—while interest 
rate projections are broadly similar. 

The next two tables compare the Administration's al-
ternative projections with the baseline forecast, and 
show the outlay and receipt changes from the deficits 
under the baseline forecast that are attributable to the 
alternative assumptions. 

Omnibus Trade and Competitiveness Act of 1988 
As required by this Act, the fourth table shows esti-

mates for economic variables related to saving, invest-
ment, and foreign trade consistent with the baseline 
assumptions. Between fiscal years 1992 and 1994, the 
merchandise trade and current account balances are 
expected to deteriorate moderately as a result of faster 
growth in the United States than among our major 
trading partners. Net domestic saving and investment 
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6 THE BUDGET FOR FISCAL YEAR 1994 

BASELINE ECONOMIC ASSUMPTIONS1 

(Calendar years; dollar amounts in billions) 

Actual Projections 
1991 1992 1993 1994 1995 1996 1997 1998 

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

Current dollars 5,678 5,943 6,254 6,594 6,942 7,288 7,626 7,952 
Constant (1987) dollars 4,821 4,918 5,054 5,204 5,354 5,497 5,628 5,740 
Implicit price deflator (1987-100), annual average 117.8 120.8 123.8 126.7 129.7 132.6 135.5 138.5 

Percent change, fourth quarter over fourth quarter: 
Current dollars 3.5 5.1 5.4 5.4 5.2 4.9 4.5 4.1 
Constant (1987) dollars 0.1 2.7 2.8 3.0 2.8 2.6 2.2 1.8 
Implicit price deflator (1987-100) 3.3 2.4 2.5 2.4 2.3 2.2 2.2 2.2 

Percent change, year over year. 
Current dollars 2.8 4.7 5.2 5.4 5.3 5.0 4.6 4.3 
Constant (1987) dollars -1.2 2.0 2.8 3.0 2.9 2.7 2.4 2.0 
Implicit price deflator (1987-100) 4.0 2.6 2.4 2.4 2.3 2.3 2.2 2.2 

Incomes, billions of current dollars: 
Personal income 4,828 5,050 5,308 5,617 5,952 6,282 6,602 6,913 
Wages and salaries 2,812 2,912 3,055 3,226 3,404 3,576 3,737 3,891 
Corporate profits before tax 335 376 432 457 480 509 534 551 

Consumer Price Index (all urban):2 

Level (1982-84-100), annual average 136.2 140.3 144.6 148.5 152.5 156.6 160.8 165.2 
Percent change, fourth quarter over fourth quarter 3.0 3.1 2.8 2.7 2.7 2.7 2.7 2.7 
Percent change, year over year 4.2 3.0 3.0 2.7 2.7 2.7 2.7 2.7 

Unemployment rate, civilian, percent:3 

Fourth quarter level 6.9 7.3 6.9 6.4 6.1 5.9 5.7 5.7 
Annual average 6.7 7.4 7.1 6.6 6.2 6.0 5.8 5.7 

Federal pay raises, January, percent 4.1 4.2 3.7 2.0 1.7 1.6 2.3 
Interest rates, percent: 

4.1 4.2 3.7 2.0 1.7 1.6 2.3 

91-day Treasury bills4 5.4 3.5 3.2 3.7 4.3 4.7 4.8 4.9 
10-year Treasury notes 7.9 7.0 6.7 6.6 6.6 6.5 6.5 6.4 

1 Based on information available to CBO as of December 1992, except proposed Federal pay raises. 
2CPI 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 Percent of civilian labor force, excluding armed forces residing in the U.S. 
4 Average rate (bank discount basis) on new issues within period. 

COMPARISON OF ADMINISTRATION AND BASELINE FORECASTS 
(Calendar years) 

1993 1994 1995 1996 1997 1998 

Percent increase, fourth quarter over fourth quarter: 
Real GDP: 

Baseline 2.8 3.0 2.8 2.6 2.2 1.8 
Administration 3.1 3.3 2.7 2.5 2.5 2.5 

GDP deflator: 
Baseline 2.5 2.4 2.3 2.2 2.2 2.2 
Administration 2.8 2.9 3.0 3.0 3.0 3.0 

Calendar year average in percent: 
Civilian unemployment rate: 

Baseline 7.1 6.6 6.2 6.0 5.8 5.7 
Administration 6.9 6.4 6.1 5.9 5.7 5.5 

91-day Treasury bill rate: 
Baseline 3.2 3.7 4.3 4.7 4.8 4.9 
Administration 3.7 4.3 4.7 4.8 4.9 5.0 

10-year Treasury note rate: 
Baseline 6.7 6.6 6.6 6.5 6.5 6.4 
Administration 6.7 6.6 6.5 6.5 6.4 6.4 

are projected to increase substantially as the economy 
expands. 

The Act requires information on the amount of bor-
rowing by the Government in private credit markets. 
This is presented in the later section on "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. The proposals 
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SUMMARY INFORMATION: ECONOMIC PROJECTIONS 7 

DEFICITS UNDER ADMINISTRATION FORECAST 
(In billions of dollars) 

1993 1994 1995 1996 1997 1998 1993-1998 
total 

Deficit under baseline forecast 
Change in receipts 
Change in outlays 

322.0 
4.1 

-1.1 

264.1 
14.5 
5.1 

246.7 
26.2 
9.9 

211.7 
38.1 
14.2 

214.0 
53.2 
20.2 

250.5 
74.9 
26.7 

1,508.9 
211.0 
75.0 

Change in deficit 
Deficit under Administration forecast 

-5.2 
316.7 

-9.4 
254.7 

-16.4 
230.3 

-23.9 
187.8 

-33.0 
181.0 

-48.2 
202.2 

-136.1 
1,372.8 

SAYING, INVESTMENT, AND TRADE BALANCE 
(Fiscal years; in billions of dollars) 

1992 actual 1994 estimate 

Merchandise trade balance -89 -140 to-110 
Current account balance -48 -90 to -50 
Net foreign investment -37 -85 to -45 
Net domestic saving (excluding Federal saving)1 327 330 to 380 
Net private domestic investment 102 190 to 220 

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

in the budget to reduce the deficit are expected to exert 
downward pressure on interest rates and are not ex-
pected to have a substantial independent influence on 
exchange rates. 

Structural vs. Cyclical Deficit 
The budget and the economy have reciprocal effects 

on each other; the budget affects economic performance 
in significant ways, while economic performance has 
substantial impacts on the budget. 

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; hence the deficit is higher than 
it would be at full employment. This component of the 
deficit is called the cyclical deficit. The remaining defi-
cit is called the "structural deficit." Changes in the 
structural deficit give a better picture of the impact 
of budget policy on the economy. 

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. It has therefore 
become customary to remove deposit insurance outlays 

as well as the cyclical component from the structural 
deficit. This results in the structural deficit shown in 
the table below. The last two lines of the table indicate 
the impact of the Administration's policy proposals on 
the baseline structural 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 as-
sumptions lead to errors in the budget projections; 
hence the usefulness of examining the implications of 
multiple alternative 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 

CHANGES IN THE STRUCTURAL DEFICIT 
(In billions of dollars) 

1993 1994 1995 1996 1997 1998 

Baseline deficit 309.7 
66.8 

2.8 

301.6 
51.6 
7.5 

300.8 
36.3 
-1.3 

297.8 
24.0 

-13.3 

346.8 
16.8 

-11.0 

387.4 
16.1 
-7.4 

Cyclical component 
Deposit insurance 

Baseline structural deficit 
Effect of policy proposals 

Proposed structural deficit 

309.7 
66.8 

2.8 

301.6 
51.6 
7.5 

300.8 
36.3 
-1.3 

297.8 
24.0 

-13.3 

346.8 
16.8 

-11.0 

387.4 
16.1 
-7.4 

Cyclical component 
Deposit insurance 

Baseline structural deficit 
Effect of policy proposals 

Proposed structural deficit 

240.1 
12.2 

242.5 
-37.5 

265.8 
-54.1 

287.1 
-86.1 

341.0 
-132.8 

378.7 
-137.0 

Cyclical component 
Deposit insurance 

Baseline structural deficit 
Effect of policy proposals 

Proposed structural deficit 252.3 205.0 211.7 201.0 208.2 241.7 
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8 THE BUDGET FOR FISCAL YEAR 1994 

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 aver-
age rate of unemployment. Inflation and interest rates 
are also linked: a higher expected rate of inflation tends 
to increase 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 occur for only one year. 

The table shows that if real GDP growth is lower 
by one percentage point in calendar 1993 only and the 
unemployment rate rises by one-half percentage point, 
the 1993 deficit would increase by $6.3 billion. Receipts 
would be lower by $5.7 billion, and 1993 outlays would 
be higher by $0.6 billion, primarily for unemployment-
sensitive programs. In 1994, receipts would decline fur-
ther, by $12.7 billion, and outlays would increase by 
$3.5 billion, raising the 1994 deficit by $16.2 billion 
relative to the baseline. The budget effects would con-
tinue to grow slightly in later years. The larger deficit 
is due to the level of real (and nominal) GDP being 
permanently lower and unemployment higher, even 
though the rate of real growth in calendar year 1994 
and beyond is unchanged. 

The budget effects are much larger if the real growth 
rate is assumed to be one percentage point less in each 
year, 1993-1998, while the unemployment rate is as-
sumed to rise by one-half percentage point more in 
each year. The levels of real and nominal GDP would 
be below the base case by a cumulatively growing per-
centage. The deficit would be $118.7 billion higher than 
under the base case by 1998. 

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 $106.4 billion by 1998. 

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 1993 only. In subsequent 
years, the price level and nominal GDP would be one 
percent higher than in the base case, but interest rates 
return to their base levels. Outlays for 1993 rise by 
$5.1 billion and receipts by $6.5 billion, for a decrease 
of $1.4 billion in the 1993 deficit. In 1994, outlays 
would be above the base by $12.7 billion, due in part 
to lagged cost-of-living adjustments; receipts would rise 
$13.6 billion above the base, however, resulting in a 
$0.9 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 $71.2 billion to out-
lays and $84.1 billion to receipts in 1998, which reduces 
the 1998 deficit by $12.9 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 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 be of about the same magnitude as the effects 
shown in the table, but with the opposite sign. 

These rules of thumb hold the income share composi-
tion of GDP constant. Because different income compo-
nents are subject to different taxes and tax rates, esti-
mates of total receipts can be affected significantly by 
changing income shares with no change in total income. 
These relationships are too complex to reduce to simple 
rules, however. 

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

1994



SUMMARY INFORMATION: ECONOMIC PROJECTIONS 9 

SENSITIVITY OF THE BUDGET TO ECONOMIC ASSUMPTIONS 
(In billions of dollars) 

Budget effect 1993 1994 1995 1996 1997 1998 

Real Growth and Employment 
Effects of 1 percent lower real GDP growth in calendar year 1993 only, including higher unemployment:1 

Outlays 
-5.7 

0.6 
-12.7 

3.5 
-14.9 

4.1 
-15.1 

5.4 
-15.4 

6.7 
-15.8 

8.5 

Deficit increase (+) 
Effects of a sustained 1 percent lower annual real GDP growth rate during 1993-1998, including higher un-

employment: 1 

6.3 

-5.7 
0.6 

16.2 

-18.7 
4.8 

19.1 

-34.3 
8.6 

20.5 

-50.7 
14.4 

22.1 

-68.0 
22.7 

24.3 

-86.2 
32.6 

Deficit increase (+) 
Effects of a sustained 1 percent lower annual real GDP growth rate during 1993-1998, with no change in un-

employment: 
Receipts 
Outlays 

6.3 

-5.7 
0.1 

23.5 

-18.8 
0.8 

43.0 

-35.0 
2.4 

65.2 

-52.6 
5.1 

90.7 

-71.4 
9.1 

118.7 

-91.2 
15.2 

Deficit increase (+) 5.8 19.6 37.4 57.7 80.4 106.4 
Inflation and Interest Rates 

Effects of 1 percentage point higher rate of inflation and interest rates during calendar year 1993 only: 
Receipts 6.5 

5.1 
13.6 
12.7 

14.1 
10.3 

13.5 
8.8 

14.2 
8.1 

14.9 
8.1 

Deficit increase (+) 
Effects of a sustained 1 percentage point higher rate of inflation and interest rates during 1993-1998: 

-1.4 

6.5 
5.1 

-0.9 

20.4 
18.4 

-3.7 

35.6 
30.5 

-4.7 

50.9 
41.6 

-6.1 

67.0 
52.8 

-6.8 

84.1 
71.2 

Deficit increase (+) 
Effects of a sustained 1 percentage point higher interest rate during 1993-1998 (no inflation change): 

-1.4 

0.7 
4.7 

-2.0 

1.8 
14.7 

-5.1 

2.4 
21.8 

-9.3 

2.7 
27.3 

-14.2 

2.9 
32.7 

-12.9 

3.2 
45.9 

Deficit increase (+) 4.0 12.9 19.4 24.5 29.8 42.6 
Effects of a sustained 1 percentage point higher rate of inflation during 1993-1998 (no interest rate change): 

5.8 18.6 33.2 48.2 64.1 80.9 
0.4 3.7 8.7 14.3 20.1 25.3 0.4 3.7 8.7 14.3 20.1 

Deficit increase (+) -5.4 -14.9 -24.5 -33.8 -44.0 -55.5 
Interest Cost of Higher Federal Borrowing 

-5.4 -14.9 -24.5 -33.8 -44.0 -55.5 

Effect of $100 billion additional borrowing during 1993 1.1 5.1 5.7 6.3 6.8 7.3 1.1 5.1 5.7 6.3 6.8 7.3 
1 The unemployment rate is assumed to be 0.5 percentage point higher per 1.0 percent shortfall in the level of real GDP. 

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

1994


