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SUMMARY

Both the American economy and the Federal
budget have entered the new millennium
with remarkably improved levels of perform-
ance. After five consecutive years of declining
deficits, the past two budgets recorded the
first surpluses in 29 years. This will be
the eighth consecutive year of improved fiscal
results, with a third surplus larger than
the last two combined. This will be the
first series of three consecutive surpluses
since the late 1940’s. Moreover, last year’s
budget registered a modest surplus over and
above the amount of the Social Security
surplus for the first time in 40 years, and
the non-Social Security surplus this year
will be the first of significant size in genera-
tions.

In his first budget, submitted in 1993,
President Clinton addressed the then-record
deficit head on. The President proposed—
and won enactment of—a program with budget
savings totaling $505 billion over five years,
with more than half that sum coming from
spending cuts. Thus began a virtuous cycle.
Deficit reduction contributed to lower interest
rates. Lower interest rates have helped un-
leash the productive potential of the American
people and American business, fueling record
investment growth and sustained economic
growth, low inflation, and further budgetary
improvement.

The Administration now projects that, under
our proposed policy, the overall budget surplus
for 2000 will be $211 billion, the largest
surplus ever in dollar terms and the largest
as a percentage of GDP since 1948. The
projections in this Review show the surplus
growing to $228 billion in fiscal year 2001.
Taking the five years from 2001 through
2005 as a whole, projected baseline unified
budget surpluses have been raised by more
than $470 billion from the February budget;
over the next ten years, the upward revision
is $1.3 trillion.

Much of this impressive improvement in
the budget outlook reflects a further bright-
ening in prospects for macroeconomic perform-

ance. The U.S. economy continued to out-
perform projections with strong, nonin-
flationary growth and continued low unem-
ployment. The robust economy produced higher
incomes that in turn generated stronger rev-
enue growth. Technical reestimates added
to the increase in projected receipts and
also reduced outlay estimates.

Because we have put our fiscal house
in order for the first time in decades, we
now can address the long-term solvency prob-
lems of the Social Security and Medicare
programs in a timely fashion and from a
position of fiscal strength. By setting the
budget on a course to eliminate the debt
held by the public by 2012, the Administration
seeks to remove the current burden of interest
on the debt from the budget prior to the
demographic changes heralded by the retire-
ment of the baby-boom generation.

Framework for Social Security and
Medicare Reform and Fiscal Discipline

The Administration’s framework for Social
Security and Medicare reform and fiscal dis-
cipline allocates the surplus to extend the
solvency of Social Security and Medicare,
establish a new voluntary Medicare prescrip-
tion drug benefit, provide targeted tax relief,
expand health insurance coverage, and elimi-
nate the publicly held debt by 2012.

In this Mid-Session Review, the total base-
line budget surplus over 2001 through 2010
is estimated at $4.2 trillion, a $1.3 trillion
increase from the 10-year surplus estimated
in the February budget. Of the $4.2 trillion
total surplus, $2.3 trillion is due to the
surplus in the off-budget accounts, which
consists almost entirely of the Social Security
trust fund surplus. As in the February budget,
the entire Social Security surplus is reserved
for Social Security and debt reduction.

Taking Medicare Off-budget

In this Mid-Session Review, the Administra-
tion builds on its record of fiscal discipline
by taking the next major step for debt
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reduction to prepare for the challenges of
the future. The Administration proposes mov-
ing the Medicare Hospital Insurance trust
fund off-budget, ensuring that its $403 billion
surplus over 10 years is not used for other
purposes and therefore will be used to reduce
the debt.

Taking the Medicare Hospital Insurance
trust fund off-budget, like Social Security,
ensures that payroll taxes are used entirely
for Medicare, to prepare for its future demo-
graphic challenges. This policy builds on
the many steps the Administration has taken
to strengthen Medicare. In 1993, the Medicare
trust fund was projected to be exhausted
in 1999. Today, Medicare is projected to
be solvent through 2025. The annual Medicare
surplus has risen from $3.7 billion in 1993
to $21.5 billion in 1999, and the surplus
is projected to rise further over the next
ten years. The next logical step is to lock
away these surpluses for debt reduction,
better positioning the Government to pay
for Medicare benefits for the baby-boom gen-
eration.

Taking Medicare off-budget does not elimi-
nate the need to make Medicare more efficient
and provide it with additional resources to
meet future needs. Instead, it means that
Medicare reforms can be based entirely on
their impact on the long-term solvency of
Medicare and the quality of care for bene-
ficiaries. Medicare savings need not be used
to meet budget targets or to pay for other
spending increases or tax cuts. The Adminis-
tration has proposals to modernize Medicare’s
benefits, make Medicare more competitive,
and provide additional resources to address
the inevitable challenges of the retirement
of the baby-boom generation.

Allocating the On-Budget Surplus

With the Administration’s new proposal
to take Medicare off-budget, the current serv-
ices baseline on-budget surplus is $1.5 trillion
over 10 years. The Administration proposes
to allocate this surplus as follows:

 Interest savings transfers to extend Medi-
care solvency to at least 2030. Moving
Medicare HI off-budget results in addi-
tional debt reduction and thus added in-
terest savings. The Administration uses

the benefit of these interest savings to ex-
tend the life of Medicare. Over 2001
through 2010, the Administration proposes
to make $115 billion of solvency transfers
to extend the solvency of Medicare. These
transfers reflect the total interest savings
resulting from devoting the Medicare sur-
plus to debt reduction from 2001 to 2010.

* Medicare prescription drug benefits with

catastrophic protection. The framework al-
locates a net $224 billion over ten years
for Medicare prescription drug benefits
and other reforms. This strengthens the
February budget’s prescription drug pro-
posal by starting the benefit in 2002,
specifying a catastrophic policy to limit
out-of-pocket spending at $4,000 for bene-
ficiaries, and paying for prescription drugs
in managed care in 2001. It maintains the
key elements of the Administration’s
Medicare reform plan, such as the in-
creased competition and anti-fraud provi-
sions from the February budget. (The $224
billion figure includes the off-budget im-
pact.)

* Balanced Budget Act (BBA) provider pay-

ment adjustments. An addition to the
framework allocates $40 billion over ten
years to mitigate further the impacts of
the BBA payment reductions for Medicare
and Medicaid providers. This will ensure
access to high-quality services at hospitals,
teaching hospitals, home health agencies,
nursing homes, and other health care pro-
viders. (This figure includes the off-budget
impact.)

e Health coverage initiative. The framework

continues to allocate $90 billion over ten
years to expand health coverage to low-
income families and children, people be-
tween jobs, and vulnerable older Ameri-
cans not yet eligible for Medicare.

Targeted tax relief. The framework main-
tains the President’s proposals from the
February budget, allocating $263 billion
over ten years for targeted tax relief—to
provide educational opportunities, make
health care more affordable, increase re-
tirement saving, and promote other prior-
ities.
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e Reserve for America’s future. Finally, the
framework sets aside $500 billion over ten
years that could be used for key national
priorities, such as retirement saving, tar-
geted tax cuts, investments in education,
research, health and the environment, or
further debt reduction.

Repaying the Publicly Held Debt

Budget surpluses in fiscal years 1998 and
1999 have already reduced the publicly held
debt by $140 billion, and the surplus in
2000 is expected to bring cumulative debt
reduction to more than $320 billion. By
locking away the Social Security and Medicare
surpluses for debt reduction, the Administra-
tion would ensure that the publicly held
debt continues on this sharply downward
path. The Administration estimates that its
proposals would result in full repayment
of the publicly held debt by 2012. This
is one year earlier than the 2013 date
projected in the February budget.

Allocating the Reserve for America’s
Future

The $500 billion reserve for America’s future
is proposed to be available for a variety
of key national priorities. The reserve could
be used for targeted tax cuts, to enhance
incentives for individual retirement savings,
for investment in critical priorities such as
education, research, health, and the environ-
ment, or it could be earmarked for debt
reduction beyond that already proposed in
this Mid-Session Review.

There are always uncertainties surrounding
any long-range budget projections. The Admin-
istration believes the reserve could provide

a margin of insurance. If the surplus is
not as large as projected, then any wuse
of the reserve could be reduced. The allocation
of the reserve should be subject to a full
debate over national priorities, given the
competing visions for use of these funds.

Extending the Solvency of Social Security
and Medicare

Locking away the surpluses in the Social
Security and Medicare trust funds ensures
that these resources are not used for other
purposes. These resources therefore remain
available to reduce the publicly held debt.
This increases national saving and improves
the financial position of the Government,
making it easier to finance future Social
Security and Medicare benefits for the baby-
boom generation. Moreover, using the Social
Security and Medicare surpluses for debt
reduction produces interest savings. The Ad-
ministration believes these interest savings
should be used to extend the life of Social
Security and Medicare. As in the February
budget, solvency transfers from the on-budget
surplus to Social Security would begin in
2011, based on the interest savings from
locking away the Social Security surplus.
According to the Social Security Administra-
tion’s actuaries, these transfers would extend
the life of Social Security to 2057, or to
2063 if a limited and prudent portion of
the transfers were invested for higher returns.
Medicare solvency transfers of $115 billion
over the first ten years are made based
on the interest savings from locking away
Medicare surpluses for debt reduction. Interest
savings transfers would continue beyond 2010,
extending the life of the Medicare trust
fund to at least 2030.



Table 1. BUDGET POLICY TOTALS
(In billions of dollars)
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2001-2010
February Budget Policy:
ReECEIPES .vviivieeiieeeeeee e 1,956 2,019 2,081 2,147 2,236 2,341 2,440 2,559 2,676 2,785 2,917 24,202
OULLAYS .vvieiieiiieieececeeee e 1,790 1,835 1,895 1,963 2,041 2,125 2,185 2,267 2,362 2,456 2,553 21,683
Unified Surplus .......cccooceeveeviinienieceeieseeese e 167 184 186 185 195 215 256 292 314 329 363 2,519
Mid-Session Budget Policy:
ReECIPES c.vviievieieeeeeeeeeeeee e 2,013 2,096 2,168 2,245 2,339 2,440 2,537 2,661 2,790 2,916 3,065 25,256
OULLAYS .vvieiieiiieiicceceeee e 1,802 1,848 1,919 1,984 2,059 2,145 2,202 2,282 2,375 2,467 2,563 21,844
Reserve for America’s future .........ccccceeevveeeiiieceiiies eeeeeieeean, 20 25 25 26 27 49 75 83 85 85 500
Unified surplus ......cccoeeveeeieeieecie e 211 228 224 236 255 268 286 304 332 364 416 2,912
Difference:
ReCeIPES covvieeiiiieeeece e 57 77 87 98 103 929 97 102 114 131 148 1,054
OULLAYS evivieeieiieieieceeecte ettt 12 13 24 22 17 20 17 15 13 11 10 161
Reserve for America’s future .........cccceeveveeeciiieenciiees eeeeieeenn, 20 25 25 26 27 49 75 83 85 85 500
Unified surplus ......cccoeevievieeiiienieeieeeieeee e 45 44 38 51 60 52 30 12 18 35 53 393
MEMORANDUM:
Mid-Session surplus estimates:.
On-bUdEt oottt 39 9 1 6 10 1 1 1 2 4 14 49
Off-budget:
HI trust fund ......cccoevieeiiiiiceeeeeeeeeeeeee 24 60 47 39 40 41 47 46 57 72 97 546
Social SECUTILY ...cccvevveeeerireieiieeiesie et 150 160 176 191 205 226 238 256 271 286 304 2,314
Postal Service ......ccccvvveeeciieeeeiieeeieeeeree e -2 - -1 - -1 - * * 1 2 2 3
Subtotal, off-budget .......cccceeevieeviiiiieiieieeiee. 172 219 223 230 245 267 285 302 330 360 402 2,863

*$500 million or less.
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Table 2. FRAMEWORK FOR SOCIAL SECURITY AND MEDICARE REFORM AND FISCAL DISCIPLINE

(In billions of dollars)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 ool Total
Available On-budget Surplus ...........cccooceviiiinieninieeeeseee e 52 49 67 68 81 95 139 179 215 261 316 360 1,470
Allocation of Surplus:
Health initiatives:
Medicare solvency transfer .............ccccevveennes 31 14 i e e e e 9 21 40 45 115
Prescription drugs and Medicare reforms? . 3 11 23 22 25 27 31 34 38 42 84 255
Health COVETage .....coooiiiiiiiieiieiieeeeee et e 1 2 3 5 6 10 14 15 16 18 17 90
Subtotal, health iNItiatives .......ccccceerievierieierieiereeee e eeveeeas 35 27 27 27 31 38 44 58 75 100 146 460
NEE TAX CUL vvevveiieieieeieseeiesteetest ettt aesaesteeae e e essesseessesseessesseensanses * —* 4 10 17 24 38 40 40 44 47 54 263
(0119 4 T<3 SRS 12 -16 5 -8 -12 -6 -11 -16 -14 -6 -7 -38 -91
Reserve for America’s future ........ccccoeeiiiiiiiiiinee s e 20 25 25 26 27 49 75 83 85 85 123 500
DIEDE SEIVICE 2 ....vieieiieiieieeeiete ettt sta et eae s e e s e seesbesseessenes * 2 5 9 13 18 25 34 46 60 77 47 290
Resulting on-budget surplus ...........c.ccocooveiiiiiiiiiiiiecceeeee e 39 9 1 6 10 1 1 1 2 4 14 27 49
Off-budget:
Social Security solvency 10cK-box .......c.ccooceriieniniiiienieiienieieneeereeene 148 160 176 191 204 226 239 256 273 288 306 956 2,317
Medicare solvency lock-box:
Medicare off-budget baseline 24 30 36 36 38 39 44 43 44 45 48 179 403
SOIVENCY trANSTETS ....ociccviiiieiiiiecee ettt eerre e erree e ere e e sare e snnees eveeenaees 31 14 e e e e e 9 21 40 45 115
Interest earnings on Proposals ........ccccccecceeiriiieiniiiee s veeennes 1 2 3 3 3 3 3 4 5 7 12 34
Medicare programmatic proposals .........cccceceeiiiiniiiiiiieniieeeee s e -2 -5 * -1 -1 —* * 1 1 1 -8 -5
Subtotal, medicare off-budget .........cccoeviiiiiiiiiiiiiiie, 24 60 47 39 40 41 47 46 57 72 97 227 546
Memorandum—debt reduction:
Social Security solvency 10CK-boX .......cccocveriieririerenieieneeieseeee e 148 160 176 191 204 226 239 256 273 288 306 956 2,317
Medicare solvency 10CK-DOX ......ccccooviiiiieiiiiniieiieeieeee e 24 60 47 39 40 41 47 46 57 72 97 227 546
On-budget SUTPIUS ....ccciiiiiiiiiiiiee e 39 9 1 6 10 1 1 1 2 4 14 27 49
Total debt reduction .............cccccooovevierieierieieeeere e 211 228 224 236 255 268 286 304 332 364 416 1,210 2,912

1Includes on-budget effects only. Excludes Medicare HI and Social Security.
2Includes debt service from using the reserve. If part of the reserve is dedicated to debt reduction, debt service costs would be smaller.

AYVININNS
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Table 3. ALLOCATION OF UNIFIED SURPLUS, 2001-2010
(In billions of dollars)

sggﬁﬁy Me(dlcare Unified
(off- off- On-budget budget
budget) ! budget)
Baseline surplus ......cccooveviiiiniieniieieeieeee e 2,320 403 1,470 4,193
Surplus allocation:
Medicare solvency transfer ...........ccccoccvveeviieeiciiiens vveeerieeeennns 115 115 e,
Medicare prescription drugs and modernization ..... -12 183 -241 —224
Provider payment restoration —26 3 -14 -40
Health COVETage ......ccccviiiiiiieiiiiiiccciee ettt erieees vveessieeesiees eesveeesssseeenns -90 -90
TAX TEHET .eiiiiiiiiieiie ettt ere et eerteeseeeseenss esaeeesseenaeeenne -263 -263
Other ..ooveeieeeeeeeeeeee e -24 2 91 91
Reserve for America’s future ......c.ccooceiviiiiiiiiiiicins s e -500 -500
Debt service ......c.coeeevveveennene 345 -290 —256
Policy SUrplus .....coocvieviieiieniieiiese e 2,317 546 49 2,912

1Including Postal Service.

2Indirect effects on Social Security of Medicare buy-in proposal.

3 Net impact of Medicare modernization and provider payment restoration on Medicare HI outlays.
4 Largely impact of military service credits on net Social Security outlays.

5Medicare debt service consists of interest earnings on solvency transfers less $5 billion interest cost
from programmatic changes.

Table 4. CURRENT SERVICES SURPLUSES
(In billions of dollars)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2001- 2001-

2005 2010

Unified surplus ................. 224 239 279 295 324 360 422 479 532 595 670 1,497 4,193

On-budget ......cccccvveeuvenes 52 49 67 68 81 95 139 179 215 261 316 360 1,470
Off-budget:

Medicare HI 24 30 36 36 38 39 44 43 44 45 48 179 403

Social security ... 150 160 177 191 205 226 239 256 272 286 304 960 2,317

Postal service -2 —* -1 —* -1 —* * * 1 2 2 -2 3

Subtotal, off-budget ........ 172 190 212 227 243 265 283 299 317 333 354 1,137 2,723

*$500 million or less.
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Table 5. SUMMARY OF MID-SESSION BASELINE REVISIONS
(In billions of dollars)

2001- 2001—

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 ‘56" ‘5070

February unified baseline surplus ... 179 171 197 193 213 247 304 347 377 411 457 1,022 2919

Enacted legislation .......c..ccccceee.ee. -9 -8 -7 -8 -8 -8 -9 -9 -9 -9 -9 40 -84
Impact of revised economic out-

100K it 17 37 49 68 82 88 96 107 126 152 179 325 984

Technical reestimates .................... 37 39 40 42 37 33 30 34 38 40 43 190 375

Subtotal, changes ........c.ccceeune.. 44 68 82 102 111 113 117 131 154 183 214 475 1,275

Mid-Session unified baseline sur-
PlUS oo 224 239 279 295 324 360 422 479 532 595 670 1,497 4,193







ECONOMIC ASSUMPTIONS

Introduction

The economy’s remarkable performance has
continued into the new millennium. As of
June, this business cycle expansion—the long-
est period of continuous economic growth
on record—has lasted 111 months. Sustained
and rapid growth has driven the Nation’s
unemployment rate down to the lowest level
in thirty years, reduced poverty, and raised
real wages and family incomes. The small
increase in inflation this year was largely
due to the surge in world oil prices, but
with little pass-through to the prices of
nonpetroleum goods and services. The double-
digit annual growth of business equipment
investment during the last seven years—
principally for computers, high-tech commu-
nications equipment, and software—has helped
raise the trend growth of productivity to
the highest rate in over a quarter century.
Stronger productivity growth, in turn, has
enabled firms to accommodate higher wages
without putting upward pressure on prices.

The economic successes of recent years
have been fostered by prudent fiscal policy.
The Omnibus Budget Reconciliation Act of
1993 (OBRA) and the Balanced Budget Act
of 1997 (BBA) ended an era of large budget
deficits and helped create the large budget
surpluses that are now projected to continue
through the next decade. The budget has
swung from a $290 billion deficit in fiscal
year 1992 to a $124 billion surplus last
year. In the current fiscal year, the surplus
is estimated to rise to $211 billion, or 2.2
percent of GDP—by the first measure, the
largest in U.S. history; by the latter, second
only to the winding down of our financing
of the Second World War in 1948. OBRA
1993 and BBA 1997, together with favorable
economic developments, are estimated to have
improved the budget balance compared with
the pre-OBRA 1993 baseline by a cumulative
total of $7.3 trillion over 1993-2005. By
reducing inflation without impeding economic
growth, the Federal Reserve and its monetary
policy have also played an important role
in the economy’s performance in recent years.

The Administration’s budget is based upon
the prudent and conservative assumption that
growth will not maintain the rapid pace
of the last several years. Like most other
forecasters, the Administration’s budget projec-
tions assume that economic growth will mod-
erate over the next year to a pace compatible
with continued low and stable inflation. With
continued prudent fiscal policy that fosters
high investment and rapid productivity
growth, this expansion could extend for many
more years.

Recent Developments

Real Gross Domestic Product (GDP) ex-
panded at a robust 5.4 percent annual rate
in the first quarter of this year, following
a 7.3 percent surge in the previous quarter.
Continuing the trend of recent years, the
fastest-growing component of GDP in the
first quarter was business equipment invest-
ment. Business investment in new structures
rose significantly as well, as did residential
investment. Consumer spending accelerated
in the first quarter to the fastest pace
in 15 years, led by record sales of light
motor vehicles. The enormous gains in house-
hold stock-market wealth during the prior
five years enabled consumers to step up
their purchases of large-ticket discretionary
durable goods while maintaining their net
worth.

State and local government spending also
grew in the first quarter, as governments
continued to use part of their unexpectedly
large revenue gains. Federal spending declined
sharply in the first quarter. This reflected
primarily the timing of national defense pur-
chases; over the last four quarters, the Federal
spending component of GDP was little
changed. Net exports declined considerably
in the first quarter, as the strong growth
of domestic demand pushed up import growth,
while foreign purchases of U.S. goods and
services continued to be hampered by slower
growth abroad.

Partial information for the second quarter
suggests that the economy has continued

9
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to expand, at a more moderate but still
very strong pace. The first official estimate
of second quarter GDP growth will be available
on July 28th.

The Consumer Price Index (CPI) rose at
a 3.6 percent annual rate during the first
five months of 2000, compared with a 2.7
percent increase during the twelve months
of 1999. The acceleration was due mostly
to a runup in world oil prices causing a
jump in petroleum product prices in the
CPI and other price indexes. Excluding food
and energy components, the core CPI rose
at a 2.7 percent annual rate during the
first five months of this year, compared
with 1.9 percent during all of 1999. The
GDP chain-weighted price index, a broader
measure of inflation than the CPI, rose
at a 2.7 percent annual rate in the first
quarter, up from 1.6 percent during 1999.
The uptick was largely due to higher energy
prices and the annual Federal pay increase
in January. Whether measured by the CPI
or by broader measures, the underlying rate
of inflation appears to have risen only slightly
this year.

During the first five months of this year,
the Nation’s payrolls expanded by 1.6 million
new jobs, bringing the total job creation
since this Administration took office to 22.2
million. Following job losses during 1998-1999
caused by weakness in overseas markets,
manufacturing payrolls held steady this year
and mining payrolls expanded. Construction
and private service-sector job growth remained
robust, and Federal payrolls expanded tempo-
rarily with the addition of workers for the
decennial census.

This strong job growth has pulled the
unemployment rate down. During the first
five months of this year, unemployment aver-
aged 4.0 percent. The last time the unemploy-
ment rate was lower than this for as long
as five months was at the end of 1969.
Unemployment rates have fallen to lower
levels for all demographic groups. The unem-
ployment rates this year for Blacks and
for Hispanics are the lowest since record
keeping began over a quarter century ago.
Tight labor markets have resulted in sizeable
gains in workers’ paychecks, even after adjust-
ing for inflation. Over the past five years,

real average hourly earnings have risen an
average of 1.3 percent per year, following
more than two decades of decline.

Most interest rates have risen recently
as a result of the rapid growth of demand
and the tightening of monetary policy. During
1999, the Federal Reserve raised the Federal
funds rate by one-quarter percentage point
on three occasions, returning the rate to
the 5.5 percent level that prevailed before
the 1998 international financial dislocations;
and the Fed raised rates further this year,
to 6.5 percent by May. At the longer end
of the maturity spectrum, however, Treasury
rates have fallen. The yield on 10-year Treas-
ury notes by mid-June was about 30 basis
points lower than the yield at the end
of last year, and the yield on 30-year Treasury
bonds was down about 50 basis points from
the end of last year. The larger decline
in the 30-year yield is partly the consequence
of Treasury’s issuing fewer long-term securities
while buying back some longer-duration issues
as part of the Administration’s planned reduc-
tion in publicly held debt.

After a surge late in 1999 and early
in 2000, equity prices in the U.S. have
fallen, especially for those high-tech and
Internet stocks that experienced extraor-
dinarily large gains in recent years. The
technology-laden NASDAQ composite index
dropped nearly 25 percent from its peak
in March to mid-June; during 1999 and
early 2000, however, the index had risen
about 125 percent. The Dow Jones Industrial
Average fell about 9 percent from its peak
earlier this year, after gains in 1999 and
early 2000 of over 25 percent. The Wilshire
5000, which mirrors the entire market, fell
7 percent from its March peak to mid-
June, following four years of gains in excess
of 20 percent annually. The market retreat
has reduced the value of households’ equity
holdings from their recent peaks, which is
likely to slow the growth of consumer spending
somewhat.

Revised Economic Assumptions

The economic assumptions for the Mid-
Session Review have been revised to incor-
porate recent developments. Real economic
growth in the fourth quarter of last year
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and so far this year has been much stronger
than projected in the Budget assumptions,
which were based on information available
as of late November. Productivity growth
has been stronger than expected. The unem-
ployment rate has fallen slightly this year
instead of rising slowly as expected. On
the other hand, inflation has been slightly
faster than projected, largely because of the
surge in oil prices early this year. Interest
rates have also been higher than projected
in the Budget.

Nonetheless, the overall contours of the
economic assumptions have not changed. The
Administration, like most other forecasters,
expects the pace of economic activity to
moderate to a rate that can be maintained
over the long run with continued low and
stable inflation. However, the projections of
the sustainable rate of real GDP growth
have been revised upward because of higher
trend productivity growth. In addition, the
sustainable unemployment rate has been low-
ered slightly, while interest rates have been
raised to reflect market developments. The
projections of inflation and taxable income
shares have changed very little.

Although the Mid-Session economic assump-
tions imply much larger budget surpluses
in the coming years than those underlying
the FY 2001 Budget, it is possible that
the economy may outperform the forecast
presented here—and surpluses may prove
to be larger still—if fiscal policy continues
its recent sound course. But just as the
economy and the budget may do better than
the Administration projects, they could also
do worse. The recent performance of both
the economy and the budget is virtually
unprecedented, and thus should not be as-
sumed to continue indefinitely. Tax revenues
have grown faster than the economy, and
faster than established quantitative models
can explain—perhaps in part because of the
extraordinary growth of the stock market,
which may or may not continue. There have
been past episodes—such as from the mid-
1970s through the early 1990s—when what
had been an apparently strong economy gave
way to slower growth and larger budget
deficits over an extended period. That is
why budget policy must remain responsible,
and why, for purposes of budget planning,

the Administration relies on reasonable, pru-
dent economic projections.

Real GDP: From a budgetary perspective,
the most important revision to the economic
assumptions is to real GDP growth. Incoming
data and a revised view of productivity growth
have combined to cause a significant increase
in projected levels for real GDP. As was noted
earlier, the economy expanded at a 7.3 percent
annual rate in the fourth quarter of last year
and at a 5.4 percent rate in the first quarter
of this year. This was much faster than pro-
jected in the budget assumptions. The jump-
ing-off point for real GDP in the Mid-Session
Review projections was higher than assumed
in the budget assumptions. The higher jump-
off point alone is responsible for a substantial
increase in the projected budget surplus for
2000 and beyond.

The Administration has also modestly raised
its projection of labor-productivity growth be-
cause of the accumulating evidence of a
secular increase since the mid-1990s. The
FY 2001 budget assumptions cautiously in-
creased the projected productivity growth rate
and the growth of potential and actual GDP,
but new data and new research warrant
a further increase. Thanks to the increase
in productivity growth, real GDP is now
assumed to grow 3.0 percent per year on
average over the 10 years through 2010,
up from 2.7 percent in the budget assump-
tions. Though the 0.3 percentage point dif-
ference may appear to be small, the upward
revision significantly raises the level of real
GDP and projected budget surpluses when
compounded over 10 years.

The Mid-Session Review assumptions take
into account the higher productivity growth
trend experienced in recent years. Productivity
growth in the nonfarm business sector is
assumed to be 2.5 percent per year through
the fourth quarter of 2002, and thereafter
to slow gradually to 2.0 percent per year.
This is an upward revision of productivity
growth from the FY 2001 budget assumptions
by 0.3 percentage points per year through
2002 and by 0.2 percentage points for each
year thereafter.

The 2.8 percent rate of labor-productivity
growth since 1995 is double the 1.4 percent
per year rate experienced over the prior



12

MID-SESSION REVIEW

22 years; it is close to the pace during
the quarter-century following World War II,
the best period of productivity growth in
U.S. history. Of the 1.4 percentage point
step up in productivity growth from the
1973-95 average to the 1995-1999 average,
research by several economists attributes
about half to investment in high-tech equip-
ment and the rapid productivity gains in
the production of such equipment; the rest
is traced to improvements outside the high-
tech sector, some of which may be indirectly
due to the increased use of computer and
telecommunication technology. Behind the im-
provement in labor productivity is the extraor-
dinary boom in business investment over
the past eight years, which was stimulated
by the lower cost of capital allowed by
this Administration’s policy of fiscal responsi-
bility. The ratio of real investment in business
equipment to real GDP is higher than at
any time since the end of World War II.

Unemployment: Real GDP growth through
2006 is projected to be slightly below the
growth of potential GDP. This would be con-
sistent with a gradual rise in the unemploy-
ment rate. Beginning in 2007, the unemploy-
ment rate is projected to remain on a plateau
of 5.1 percent, the center of the range the Ad-
ministration now assumes is consistent with
stable inflation in the long run. This rate,
which is one-tenth of a percentage point lower
than assumed in the Budget, reflects the re-
cent experience of historically low unemploy-
ment and continued low inflation, excluding
fluctuations in the volatile food and energy
components. The economy now appears to be
able to operate at a slightly lower unemploy-
ment rate than previously assumed without
experiencing accelerating inflation.

Inflation: The CPI and GDP inflation rates
have been raised for the first half of 2000 to

reflect actual experience. Thereafter, inflation
rates are identical to those in the budget. As
in the Budget, the Mid-Session Review projects
the CPI, measured on a fourth quarter to
fourth quarter basis, to rise 2.6 percent yearly
beginning in 2002, and the chain-weighted
GDP price index to rise 2.0 percent yearly be-
ginning in 2001. These are slightly higher in-
flation rates than experienced in recent years.

Interest Rates: The Mid-Session Review in-
terest rate projections have been revised to re-
flect recent market developments. The 91-day
Treasury bill rate is projected to rise slightly
in coming quarters, paralleling the rise implied
by contracts in the Federal funds futures mar-
ket. Beginning in 2002, the Treasury bill rate
is assumed to decline as the pace of economic
activity moderates, and afterwards is projected
to remain on a plateau of 5.8 percent. This
is about 60 basis points higher than in the
budget projection.

The yield on 10-year Treasury notes is
projected to be 6.3 percent in 2001 and
beyond. This is 20 basis points higher than
in the Budget. The higher long-term rate
is consistent with the expected improvement
in productivity growth, which will raise the
return to capital, which in turn should flow
through to higher real interest rates.

Taxable Incomes: The Mid-Session Review
assumes taxable incomes as a share of nominal
GDP that are similar to those assumed in the
Budget. The overall taxable income share is
assumed to decline through 2010, as a growing
depreciation share in a high-investment econ-
omy crowds out taxable income, especially the
share of corporate profits. The share of wages
and salaries in GDP also edges down over the
projection period, as untaxed benefits absorb
a growing share of labor compensation.



Table 6. ECONOMIC ASSUMPTIONS!

(Calendar years; dollar amounts in billions)

Actual Projections
1999 9000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Gross Domestic Product (GDP):
Levels, dollar amounts in billions:
Current dOLLArS ......cocveeierieeierieeee e 9,256 9,886 10,407 10,946 11,494 12,065 12,660 13,283 13,942 14,624 15,335 16,079
Real, chained (1996) dollars .........cccceecverieeiereeiieeeeee e 8,848 9,272 9,573 9,873 10,166 10,461 10,760 11,068 11,389 11,712 12,040 12,377
Chained price index (1996 = 100), annual average .........c..ccccoecveuee. 1046 106.6 108.7 1108 113.0 1153 1176 120.0 1224 124.8 127.3 129.9
Percent change, fourth quarter over fourth quarter:
Current dollars ........ccocceeeiiieiiieiiiieieeie e 6.3 6.0 5.3 5.1 4.9 5.0 4.9 5.0 5.0 4.9 4.9 4.8
Real, chained (1996) dollars ................ 4.6 3.9 3.2 3.1 2.9 2.9 2.8 2.9 2.9 2.8 2.8 2.8
Chained price index (1996 = 100) 1.6 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Percent change, year over year:
Current dollars ......ccoceeeereeierieeeeeee e 5.7 6.8 5.3 5.2 5.0 5.0 4.9 4.9 5.0 4.9 4.9 4.9
Real, chained (1996) dollars .........cccceeveevierieneniieiereeereeee e 4.2 4.8 3.2 3.1 3.0 2.9 2.9 2.9 2.9 2.8 2.8 2.8
Chained price index (1996 = 100) ......cccceveevuerierereerieneeieneeeenieenens 14 1.9 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Incomes, billions of current dollars:
Corporate profits before tax .........c.ccocevereererieseneeieneee e 848 880 858 903 932 957 995 1,036 1,068 1,096 1,128 1,160
Wages and Salaries ......c..cccceecererierenienienteeeeee e 4,472 4761 5,034 5277 5529 5791 6,060 6,353 6,663 6990 7,326 7,669
Other taxable INCOME 2 .........ccecouiiiieeiieiie ettt eeae s 2,100 2,222 2274 2337 2409 2485 2569 2662 2756 2852 2952 3,055
Consumer Price Index (all urban):3
Level (1982-84 = 100), annual average ........cccceceevvevereereereenieneennes 166.7 172.1 176.5 181.0 185.7 190.6 1955 200.6 205.8 211.2 216.7 2223
Percent change, fourth quarter over fourth quarter ......................... 2.6 3.2 2.5 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6
Percent change, year oVer Year .........c.ccccceceerieriieeneenieeneeesieenneens 2.2 3.3 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6
Unemployment rate, civilian, percent:
Fourth quarter 1evel .........ccoccovieiiiireieeeeeeeee e 4.1 4.1 4.2 4.4 4.6 4.8 4.9 5.1 5.1 5.1 5.1 5.1
ANNUAL AVETAZE ..oovieiieiieiieieeieieeee ettt ettt 4.2 4.1 4.1 4.3 4.5 4.7 4.8 5.0 5.1 5.1 5.1 5.1
Federal pay raises, January, percent:
Military 4 3.6 4.8 3.7 3.7 3.2 3.2 3.2 NA NA NA NA NA
Civilian 5 3.6 4.8 3.7 3.7 3.2 3.2 3.2 NA NA NA NA NA
Interest rates, percent:
91-day Treasury bills6 .........ccccoevieiiriierinieereee e 4.7 5.8 6.2 5.9 5.8 5.8 5.8 5.8 5.8 5.8 5.8 5.8
10-year Treasury NOtES ........cccccecveeeriieerriieeeiieeeeireeeeireeesreeeesareeennns 5.6 6.3 6.3 6.3 6.3 6.3 6.3 6.3 6.3 6.3 6.3 6.3

1Based on information available as of late April 2000.
2 Rent, interest, dividend and proprietor’s components of personal income.
3 Seasonally adjusted CPI for all urban consumers.

4 Percentages apply to basic pay only; adjustments for housing and subsistence allowances will be determined by the Secretary of Defense.

5(Qverall average increase, including locality pay adjustments.
6 Average rate (bank discount basis) on new issues within period.

SNOILJINNSSV DINONODH

15



Table 7. COMPARISION OF ECONOMIC ASSUMPTIONS
(Calendar years)
Projections
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Real GDP (chain-weighted): 1
2001 BUdEEL ..oovvenvievieiieiieieeieeiee et 2.9 2.6 2.5 2.5 3.0 3.0 2.9 2.8 2.6 2.6 2.6
CBO March .....cccceeeveuenene 2.9 3.0 2.7 2.6 2.6 2.7 2.7 2.7 2.8 2.9 2.9
2001 Mid-Session Review .........cccccovveevievieeienieniennenne 3.9 3.2 3.1 2.9 2.9 2.8 2.9 2.9 2.8 2.8 2.8
Chain-weighted GDP price index:?
2001 BUdEEt ..eevvenveeeieieeeieieeeeeee e 1.9 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0
CBO March 1.7 1.6 1.7 1.7 1.7 1.7 1.7 1.7 1.7 1.7 1.7
2001 Mid-Session Review ........ccccoccevevcvenvncieneneeninnns 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Consumer Price Index (all-urban):1
2001 BUdget ..eoveenveeieieiieieieeeee e 2.3 2.5 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6
CBO MAarch ....coccoeeevieeieieceeieieee et 2.3 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5
2001 Mid-Session Review ........cccccvverveneniieneneenenne 3.2 2.5 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6
Unemployment rate: 2
2001 BUdEEt ..ocvvenvieeieiieiieieeieeieie et 4.2 4.5 5.0 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2
CBO March .....cccceecveuenene 4.1 4.2 4.4 4.7 4.8 5.0 5.0 5.1 5.2 5.2 5.2
2001 Mid-Session Review ... 4.1 4.1 4.3 4.5 4.7 4.8 5.0 5.1 5.1 5.1 5.1
Interest rates: 2
91-day Treasury bills:
2001 BUd@et ..ccveeevvieiieiiieiieeieee et 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2
CBO March 5.4 5.6 5.3 4.9 4.8 4.8 4.8 4.8 4.8 4.8 4.8
2001 Mid-Session Review 5.8 6.2 5.9 5.8 5.8 5.8 5.8 5.8 5.8 5.8 5.8
10-year Treasury notes:
2001 BUAZEt ..eovveveeeieieeieieeeee e 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1
CBO March ......coccoevievieiiieieeceeeeeeee e 6.3 6.4 6.1 5.8 5.7 5.7 5.7 5.7 5.7 5.7 5.7
2001 Mid-Session ReView ........cccccevvrcverierveniennennens 6.3 6.3 6.3 6.3 6.3 6.3 6.3 6.3 6.3 6.3 6.3

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

The current estimates of receipts for 2000
and 2001 exceed the February budget esti-
mates by $56.9 billion and $76.9 billion,
respectively. Over the 10-year period 2001
to 2010, the estimates have been revised
upward by $1,054.1 billion. These changes
result primarily from revised economic projec-
tions and technical reestimates.

Revised economic projections increase re-
ceipts by $19.2 billion in 2000, $43.8 billion
in 2001, and increasing amounts in each
subsequent year. For the 10-year period 2001
to 2010, revised economic assumptions account
for $881.2 billion of the upward revision
in receipts. Higher levels of wages and salaries
and other sources of personal income increase
collections of individual income taxes and
payroll taxes in each year by amounts rising
annually from $10.9 billion in 2000, to $31.8
billion in 2001, to $59.5 billion in 2005.
For the 10-year period 2001 to 2010, higher
levels of income increase collections of indi-
vidual income taxes and payroll taxes by
$670.9 billion. Higher corporate profits in-
crease collections of corporation income taxes
by $5.5 billion in 2000, $6.8 billion in 2001,
and $181.7 billion over the 10 years, 2001
to 2010. Higher levels of nominal and real
GDP, which affect excise taxes, and higher
interest rates, which affect deposits of earnings
by the Federal Reserve, also contribute to
the increase in receipts in each year. Begin-
ning in 2003, customs duties are reduced
in each year, reflecting lower levels of imports
than forecast for the February budget.

Technical adjustments increase receipts by
$36.6 billion in 2000, $30.6 billion in 2001,

and declining amounts in each subsequent
year. For the 10-year period 2001 to 2010,
technical adjustments increase receipts by
a net $163.1 billion. These net increases
are in large part attributable to higher-
than-anticipated collections of individual in-
come taxes, which are partially offset by
net downward adjustments in other sources
of receipts. The technical revisions in indi-
vidual income taxes, which in large measure
reflect continued strength in the stock market
and its effects on capital gains realizations
and other market sensitive components of
income, increase receipts by $36.7 billion
in 2000, $31.4 billion in 2001, and $173.7
billion over the 10 years, 2001 to 2010.

Administrative and legislative actions, which
include the Civil Asset Forfeiture Reform
Act of 2000, the Trade and Development
Act of 2000, and the repeal of the Social
Security earnings test, increase receipts by
a net $1.1 billion in 2000, but have a
relatively minor effect in each subsequent
year.

Reestimates of the Administration’s pro-
posals increase receipts by $2.4 billion in
2001 and by declining amounts in each
subsequent year. These revisions result largely
from the correction of the distribution of
the effects of the proposed earned income
tax credit (EITC) between outlays and receipts,
enactment of the Administration’s initiatives
to enhance trade benefits for subsaharan
African and Caribbean Basin countries, and
the revised economic forecast.
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Table 8. CHANGE IN RECEIPTS
(In billions of dollars)

2000 2001 2002 2003 2004 2005 2001-2005 2001-2010

February unified estimate ..................... 1,956.3 2,019.0 2,081.2 2,147.5 2,236.1 2,340.9

Revisions due to:

Economic assumptions ............ceeeeees 19.2 43.8 54.3 68.7 80.3 83.3 330.5 881.2
Technical reestimates ..... 36.6 30.6 304 26.9 21.2 14.7 123.8 163.1
Administrative action .. -0.2 -0.2 -0.2 -0.3 -0.1 —* -0.9 -1.2
Enacted legislation ...... 1.3 0.4 0.2 0.1 0.1 * 0.8 0.9
Reestimates of proposals .................... —* 2.4 2.1 2.1 1.6 1.0 9.1 10.1
Total change ..........cccceevveveeeeeennnn. 56.9 76.9 86.8 97.6 103.1 99.0 463.4 1,054.1

Mid-Session unified estimate ................ 2,013.1 2,096.0 2,168.0 2,245.1 2,339.2 2,439.9

*$50 million or less.



SPENDING

Current outlay totals for 2000 increase
by $12.1 billion relative to the February
budget estimates. The higher estimates arise
from enactment of the Agriculture Risk Protec-
tion Act and the repeal of the Social Security
earnings test, and the net effect of revised
economic and technical assumptions.

For the 10-year period 2001 through 2010,
the Administration now estimates total outlays
at $161.0 billion higher than in February.
Because of higher estimates of revenues dis-
cussed in the previous section, the Administra-
tion has revised its proposals, increasing
outlays by $380.5 billion over the period.
Enacted legislation also increases the 10-
year projections. These increases are partially
offset by changes due to revised economic
and technical assumptions.

Policy changes

The Administration has refined its frame-
work spending proposals in light of the
changes in baseline surpluses projected in
this Review. These refinements enhance the
proposed medicare drug coverage and adjust
the February medicare reform proposals. The
Administration also proposes to increase the
discretionary caps to maintain a program
level equal to current services levels over
the 10-year period 2001 through 2010, increas-
ing budget authority and outlays beginning
in 2003. Minor revisions to Administration
discretionary requests for 2000 and 2001,
and releases of previously enacted emergency
funding, increase outlays by $0.5 billion in
both years.

The Agriculture Risk Protection Act provides
$5.5 billion in income support to farmers
in 2000. The Act also reforms the crop
insurance program by increasing federal sub-
sidies for insurance premiums and expanding
coverage to more crops, among other changes.
The Administration’s framework proposal to
enhance the farm safety net has been refined
to conform to the new policy baseline estab-
lished by this Act. The Act’s crop insurance
provisions, as well as its income assistance
for the 2000 crop only, have been substituted

for the Administration’s corresponding pro-
posals. On net, these changes add $4.8 billion
in 2000 outlays compared with the Administra-
tion’s February proposal, and $5.5 billion
in outlays for 2001 through 2005. The legisla-
tion repealing the Social Security earnings
limits increases 2000 and 2001 outlays by
$4.4 billion and $4.6 billion, respectively.

Economic assumptions

Revisions in economic assumptions, dis-
cussed earlier in this report, increase outlays
by $2.4 billion in 2000 and $7.0 billion
in 2001. Over the 10-year period 2001 through
2010, however, outlay estimates decrease by
a net of $91.1 billion due to revised economic
assumptions. Outlays are increased by higher
interest rates and slightly higher inflation
rates. These increases are more than offset
by the impact of lower unemployment rate
projections and the debt service impact of
higher receipts due to revised economic as-
sumptions.

Technical changes

For 2000, estimated outlays are $0.3 billion
lower than in February for technical reasons.
For 2001, technical changes reduce outlays
by $6.2 billion. The following changes in
outlay projections all arise from technical
factors.

Commodity credit corporation (CCC) farm
price supports.—Spending on farm programs
through the Commodity Credit Corporation is
projected to increase by $7.3 billion over the
five years 2001 through 2005 and $10.0 billion
over 10 years, relative to the February budget.
These changes largely reflect increases in pro-
jected demand for USDA commodity loans and
payments due primarily to increased crop pro-
duction estimates and slower price recovery for
certain commodities.

Medicaid.—Projected outlay estimates for
medicaid are $1.6 billion above the February
estimate for 2001 and $20.5 billion higher for
the 10-year period 2001 through 2010. This
is the result of higher projections of spending

17
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from States on benefits and administration,
and increases in vaccines for children.

Medicare.—Current estimates of Medicare
outlays are $1.2 billion higher than the Feb-
ruary estimate for 2000. The change is par-
tially a result of a $3.4 billion shift in spending
from 2001 into 2000, reflecting a correction
in the number of managed care payments in
those years. Medicare outlays are projected to
be $8.2 billion lower in 2001 and $92.2 billion
lower over the 10-year period, 2001 through
2010, than the February estimates for tech-
nical reasons. These changes reflect (1) lower
enrollment projections for managed-care en-
rollees, which reduces managed-care spending,
(2) lower projections for the increase in hos-
pital case-mix (a measure of the intensity of
inpatient hospital services), and (3) lower pro-
jections for skilled nursing spending. Increases
in the projections for spending for physician
services and outpatient hospital departments
partially offset these decreases. Because the
effect of changes in economic assumptions off-
set the revisions due to technical factors, the
total chan