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93-116232 

DEPARTMENT OF THE TREASURY· 
WASHINGTON 

January 29, 1993 

MEMORANDll1 TO: SECRETARY BENTSEN . 

THRU: 

FROM: 

DEPUTY SECRETARY ALTMAN 

Alicia Munnel',1-~· 
Alan Cohen ~ 

SUBJECT: Reconciliation of the Transition (OMB/Bush) 
Deficit Assumption ($357 billion) and CBO 
Published Deficit ($319 billion) 

This memo is designed to explain the difference betwee~ the 
CBO's published FY 1997 deficit figure of $319 billion and the 
Administr~ltion's transition (OMB/Bush) deficit estimate of $357 
billion. The attached table summarizes the conceptual/ economic, 
and technical adjustments required to move from one number to 
another. :1 

The t:able shows that the CBO figure for 1997 based on a 
comparablE't concept to the transition (OMBjBush) $357 billiob 
would be ~'319, _,7 billion, a difference of $37 billion. onlY \ $1 
billion ot: the $37 is attributable to differing economic 
assumptiotls; the remaining $36 billion discrepancy is due to 
technical differences. The most important technical differknce 
arises in estimating revenues/ particularly "differing 
interpretations of recent trends .in corporate income tax 
collections." 

The cHscrepancy between· the CBO and, transition' (OMBjBu,h) 
deficit numbers on a comparable basis has implic,::ations for the 
selection of the appropriate assumptions to underlie the bucjlget 
projections. The decision to adopt the CBO economic assumptions 
was apparE!ntly made to provide the tougher baseline. As itl turns 
out, because of the CBOtechnical assumptions, the baseline 
budget def:icit is actually more favorable under CBO than under 
the transition (Bush/OMB). 

Additional Background Information 
/ 

. The t:ransition (OMB/Bush) $357 billion deficit for 1997 did 
.not assumE! in advance cuts needed to meet the 1994 and 19951 
Budget Enforcement Act (BEA) discretionary caps. Rather, it was 
an attempt. to reflect uncapped 'current services spending fo-t- all 
discretionary programs/ with the exception of defense. That is, 
non-defens.e discretionary spending was estimated by increasfng 
1993 appropriations in line ~ith inflation; defense was held at 
the levels. presented in the Bush budget. 
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In contrast y the published CBO deficit of $319 billion 
assumes that the BEA caps are effective in 1994 and 1995. 
Thereafter, it assumes that all discretionary expenditures 
(defense and non-defense) increase with inflation. ' 

The first step in reconciling the two figures is to increase 
the published CBO $319.0 billion deficit by eliminating the I ' 
expenditurE~ savings, including interest savings, that results 
from meeting the BEA caps in 1994 'and 1995. The elimination! of 
these savings brings the 1997 CBO unconstrained deficit to $347.0 
billion. The next step is to subtract from this amount an 
estimate of the savings ($27.3 billion) from maintaining 'the Bush 
defense estimate. This yields a CBO estimate of the FY 1997 
deficit on the transition conceptual basis of $319.7 billion, 
which, by coincidence, is almost identical to the CBO published 
deficit of $319.0 billion. 

Once t:he conceptual differences are eliminated, the 
remaining discrep~ncy is due to economic and technical 
assumptions. The Bush/OMB economic assumptions had higher 
inflation which produced.$47.8 billion of additional revenues 
and roughly equivalent additional outlays and int,erest costs l 

. yielding only $1 billion difference. Technical differences I 
between CBO and Bush/OMB, however, raise the deficit by $36.1 
billion to bring the Bush/OMB unconstrained baseline with BuSh 
defense to $356.8 billion. 

cc: 	 Larry Summers 

Marina, Weiss 




CBO PUBLISHED DEFICIT VS TRANSITION (BUSH/OMB) DEFICIT 
(dollars in billions) 

93 94 95 96 97 98 

CBO Capped Deficit 310.2 291. 5 283.9 286.5 319.2 357.5 

Cuts to meet 194 and '95 C~ps 0.0 12.6 24.9 23.8 23.1 23.0 
Net Interest 0.0 ('\ A 
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CBO Unconstrained Baseline Qeficit \a 310.2 304.5 310.2 313.4 347.0 386.9 

Savings from Bush Defense \b -0.8 -6.7 -12.9 -17.7 -23.7 -30.4 
Net Interest \c -0.1 -.0.3 -0.8 -2.1 -3.6 -5.7 

CBO Unconstrained with 6ush Defense \b 309.3 297.5 296.5 293.6 319.7 350.8 

Economic Differences 
Revenues \d -5.4 -17.2 -23.3 -32.9 -47.8 -75.2 
Benefit Programs 0.2 1.3 6.0 13.3 21.3 29.7 
Discretionary Outl&ys 0.0 1.2 3.7 7.7 12.6 17.9 
Net Income (including Debt Service) 1.8 7.8 12.4 13.0 14.9' 16.7 

Subtotal -3.4 ":"'6.9 - 1.2 1.0 1.0 -10.9 

Technical Differences 
Revenues \d 0.4 2.2 8.3 10.7 21.8 33.5 
Deposit Insurance 12.7 6.4 -17.6 -13.5 2.4 3.0 
Discretionary Outlays 0.7 1.3 3.5 3.9 4.0 4.7 
Net Interest 2.9 1.9 1.6 4.1 6.2 9.3 
Other Outlays 

Subtotal 
~ 
'i(Y.5 

-0.2 
11. 6 

2.2 
-2.0 

4.8 
9.9 

1.8 
36.1 

-0.0 
50.4 

Total Differences 17.1 4.7 -3.2 11. 0 37.2 -39.5 

OMB Unconstrained with Bush pefense 326.4 302.1 293.3 304.7 356.8 390.3 

Details may not add due toroundirig. 

a\ Excluding, 1994-1998 projected spending from 1993 emergency appropriations. 
b\ This estimate is somewhat inconsistent in that it uses a CBO estimate of an OMB concept of 

savings from retaining Bush defense projections. 
, c\ Implicit based on defense savings and reported deficit. 
d\ Larger revenues &re shown with a neggt;.ive sign because they reduce the deficit. 

1/28/93 



93-116793 
(' ",.'

DEPARTMENT OF THE TREASURY L (, ,:-., 
/' " 

WASHINGTON 

February 5, 1993 
INFORMATION 

MEMORANDUM FOR SECRETARY BENTSEN 

DEPUTY SECRETARY ALTMAN 

FROM: ALAN COHEN 
SAM SESSIONS 

Q e 
5 '15 

SUBJECT: Achieving $145 Billion in Deficit Reduction 

This merr.o discusses significant problems that threaten the goal of generating $145 billi,on of 
savings in 1997. It then describes a possible alternative for reaching $145 billion of deficit 
reduction. 

Background: The Problem 

. The most recent baseline deficit from OMB is $356 billion in 1997. Very preliminary estimates 
from the Office of Tax Policy suggest that increases in the baseline for revenues might :lower 
the baseline deficit to $348-349 billion, although this $7-8 billion reduction" is by no fueans 
certain. If we could achieve $145 billion of deficit reduction in that year relative to this b~seline 
(in~luding the increased baseline revenues), we would lower the deficit to $203-204 billiion. 

The budget plan presented in the latest OMB document contemplates a total of $145 biUion of 
deficit reduction in 1997. But this plan has several large holesin its spending savings: 

The plan includes $6 billion of unspeci,fied spending savings. 

The plan includes $14.5 billion of savings from COLA reductions which are likely to v'" 
be dropped from the package. 

The plan includes $2.3 billion of savings from shortening debt maturities which i~ is our 
understanding will be excluded from the plan at this time. 

The plan includes $17 billion of Medicare savings; Marina feels that $12 Ibillion ",,/' 
approaches the political feasibility limit. Therefore, we would lose about $5 biUion of 
savings. 

$8 billion of additional spcndingsavings are needed, in addition to plugging the './'" 
spending holes just mentioned (which total about $28 billion), in order to mJke the v 
spending and revenue percentage split be equal to 50 percent and 50 percent. 



-2

Therefore, our spending savings are short by $36 billion in 1997. We think it is very unlikely 
that any significant new sp.ending savings will be generated that we are not already aw1are of. 

Therefore, the plan wou~d appear to have a maximum of $109 billion of feasibl~ ISaVingS 
and revenue increases. There is a risk that the plan will not gain sufficient credibility W:ith only 
$109 billion of savings and would expose the President to the charge that he has renege~ on his 
promise to cut the deficit by $145 billion. Furthermore, such a plan would be heavily tilted 
toward revenues relative to spending cuts. Moreover, the revenue package would inclLde $22 
billion in FY 1997 revenues for the broad-based energy tax which will be widely regJrded as 
inconsistent with the President's campaign posture that he would not raise taxes on thd middle 
class (and indeed would cut them). This general approach is not feasible from our vidwpoint. . 

Escaping these problems, however, would require cutting COLAs, hitting Medicare far Lo hard 
politically, and coming up with significant new savings that no one has yet been able to i~entify. 
This outcome is equally unappealing. 

Possible Solutilon' 

There is an alternative to this set of outcomes. In order to present this alternative, some 
backgrouhd regarding the baseline is needed, 

The OMB baseline deficit tentatively assumes the cuts needed to execute President BusH's five
, I 

year defense plan. Since defense appropriations are done one year at a time, the cuts fpr 1994 
through 1997 have not been yet been enacted. But at this point, they are tentatively assumed 
in the OMB baseline. ' , 

These Bush defense cuts are not painless" especially in combination with the further Clinton 
defense cuts: 

The Bush plan cuts 140,000 troops over a four-year period - .82,000 in the fimt year. 

The Bush plan would require about a $6 billion cut in Operations and MaiJtenance 
which includes ammunition, fuel, and training. . 

, ~-l 

The Clinton Administration will have to secure enactment and implementation of the defense cuts 
in the Bush plan for 1994 through 1997. Therefore, we believe that these savings canjuktifiably j 
be counted as part of our effort to reach $145 billion of deficit reduction. ! 

.-w'-;

The latest estimates from OMB for the Bush plan are that it. will save $31 billion in oHtlays in 
1997 and an additional $4.4 billion in debt service, for a total of about $35.5 bimbn. :By 
coincidence, the $35.5 billion of savings in 1997 from enacting the Bush defense cuts arb almost 
exactiy equal 10 the $36 billion spending savings shortfall discussed above. Therefbre, the 

i 
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, alternative that we believe you should consider is to count the Bush defense savings toward the! 
$145 billion of deficit reduction. '._.,",.--~ 

In order to count the savings from the Bush defense plan, we would have to raise the tiefense 

and debt service baselines by a total of $35.5 billion. Relative to this baseline. the Clintbn plan 

would generate $150 billion of total savings in 1997. The resulting deficit would be abo~t $233 

billion in 1997. (This is only about $8 billion higher than the $225 billion deficit target +e have 

been discussing previously), In summary, we believe that the proposal described above is an 

option which would meet our deficit reduction goal of $145 billion and meet a reasonab1Jdeficit 

target. 


There is a downside to this approach. The Bush defense cuts are sufficient to bring total 

discretionary spending in 1994 and 1995 within the discretionary cap totals for thosd years. 

Some people wi'n argue that since these defense cuts are needed to meet the obligationk of the 

1990 Budget Enforcement Act, assuming them as savings in the Clinton plan is double-cbunting 

(counting them under the 1990 Act and the new legislation), 


This point is valid. It is also true, however, that these cuts have not been enacted yet and that 

these are real cuts: the troops that leave the military and the munitions that are not boJght are 

quite real, not an artifact of some baseline. 'We believe that Wall Street wants real cutk and it 

is at least possible that these would be perceived by Wall Street as real cuts (the question liS what 

Wall Street currently thinks the future deficits will be). We think that some, but not al], in the 

media could be persuaded of the same thing, as long as we do not try to hide the approa~h from 

them. (If you try to hide it, and if they find it, they will feel they have "uncovered" soIhething 

and they will present it to the public that way.) Some in the media, however, will not ~uy our 

argument. But in our view, the media fallout from this problem is substantially less than the 

media and poli':ical fallout from proposing to cut only $109 billion or from proposing to cut 

COLAs, to cut Medicare too deeply, to make deep cuts in other spending programs that are so 

difficult to find that we have not yet identified them, or to cqnstruct a package that lebs too 

heavily on taxes, including taxes on the middle class. . . I 


The double-counting problem with the alternative option is a significant weakness. But the 
weaknesses of the other alternatives are f,,!-r greater. When this comparison is made, webelieve 
the new alternative is the option to select. 

Can we eliminate the energy tax from the package? 

In order to keep, the package with at least 50 percent spending cuts (other than debt service 
savings) in a $145 billion package, we cannot have net revenues which are greater than 'about· 
$65 billion. (Note: $15 billion of the $145 billion would derive from debt service savinb, and 
the media have not tended to count debt service savings as true spending cuts When it cdmpares 
the proportion of spending cuts and revenues in a package)~ 
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The package as currently constituted includes $73 billion of net reven'ues in FY 97. This 
consists of $83 billion of gross revenue increases, including $7 billion from additional fuxation 
of Social Security benefits, and $10 billion or so (the amount has not been finally deteJmined) . 
of "investment" revenue losses. Therefore, if we maintain the $10 billion of revenue los~es, we 
need to remove at least $8 billion of revenue increases from the package to reduce net rJvenues 
to $65 billion. Ifwe were to incorporate lower 1997 revenue losses of, perhaps, only $7 ibillion, 
we would need to reduce gross revenues by $11 billion to keep net revenues at $65 billion. 

Eliminating approximately $11 billion of gross revenue's suggests the possibility of remoJ1ing the 
broad-based energy tax from the package entirely, since it raises $22 billion in 1997. The energy 
tax would then be replaced with other revenue increases that total only $11 billion iry 1997. 
While it is not clear that $11 billion of acceptable new revenue raisers can be found (drawing 
from the list of possible replacements for the energy tax shown to you yesterday antl other 
options we are workingon), we believe that it is at least possible, and thus that this altdrnative 
should be seriously considered. 



THE DEPUTY SECRETARY OF THE TREASURY 
WASHINGTON, D. C. 20220 

February 23, 1993 

Memorandum for: Gene Sperling 
'-'0 "1\ ~ 0+ ~ 1-1 0 ~ 6C 

From: . Roger Altman 

Since our deficit reduction plan began to take 
! •

shape, long term lnterest rates have fallen to 
a sixteen year low. And, for the Lirst time 
since 1977, the Treasury's long term borrowing 
cost has fallen below 7%. 

On Election Day, the Treasury was borrowing 
around 7.70% on a long term basis. That rate, 
as of tOday, is down below 6.90%. 

These reductions enable Americans to refinance 
their mortgages, to buy cars and trucks on 
better terms, to obtain cheaper consumer 
credit, student loans and small business 
loans. 

For years, many have said that our huge budget 
deficits were keeping real term interest rates 
at excessively high levels. These recent· and 
encouraging reductions suggest that true 
deficit reduction really will bring rates down 
to the benefit of all Americans. 

cc:Secretary Bentsen 
Robert E. Rubin 



93-121231 
DEPARTMENT OF THE TREASURY 

WASHINGTON f)t;/ 
May 5, 1993 

MEMORANDUM FOR: SECRETARYi::ENTN 

FROM: Alicia Munnel 
Assistant Secre -Designate, Economic Policy 

SUBJECT: Timing of Proposed Tax Increases in the Deficit 
Reduction Plan 

Proposal 

Now may be an opportune time for Treasury to get out front in recommending that 
the effective date of proposed tax increases on corporations and high-income individmils be 
slipped to Jamiary 1994. -This could give the economy a needed lift, just when'it app~s to 
be getting a little soggy, by removing some of the uncertainties facing businesses and house
holds and by freeing up some of the funds now being set aside for tax payments next ~ear. 

Discussion 
) 

Slipping the effective date of-proposed tax-rate increases from the January 1993 in the 
original proposal would have several advantages: 

• 	 The economy appears to have hit another soft spelL Weakness in the recent economic, 
statistics extends well beyond what can be explained by unfavorable weather al.pne. 
We had counted on the stimulus package to give the economy a lift, but it was lkilled. 
Currently, affected individuals and corporations are putting away funds to meet this 
year's (~xpected increased tax liability. (Because there will be no penalty for 
underpayment of liability, the Treasury won't receive the bulk of those funds until 
next year.) Slipping the date mightfree up some of those funds to enter the sp~nding 
stream., -	 " I ' 

• 	 Decision makers are faced with a number of uncertainties currently -- the impaet of 
health care reform on compensation costs, likelihood of Congressional action oJ 
investment incentives, etc. Setting a firm target of January 1994 as the effectiv~ date 
of tax increases would eliminate one of the uncertainties that may be inhibiting 
business activity and household spending. 

• 	 Congress is likely to slip the date to January 1994 no matter what we propose. 

The most serious objection to this proposal relates to appearances -- that people might 
, be led to believe the Administration is not fully committed to deficit reduction, that we can 

be diverted from our long-term goals by what may be a short-term shift in the economy. 
Any proposal to slip the tax date should be accompanied by word and deed to make clear 
that deficit reduction remains our overriding goal, for it is the fundamental element in ~ny 
pro.gram to ,put the economy back on a solid growth track over the longer term. ' I 
• 	 Slippage of the date would also mean some revenue loss. Earlier calculations of the 

Office of Tax Analysis placed that loss at about $23 billion in FY-1994 and I 
$3-112 billion in FY-1995. Those estimates assume announcement of any change is ' 
made wleUin advance so that there would be a large shift of income into CY-1993. 
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DEPARTMENT OF THE TREASURY 
WASHINGTON 

May 10, 1993 

MEMORANl)UM FOR SECRETARY BENTSEN 
DEPUTY SECRETARY ALTMAN . 

FROM: Alicia Munnel~ 
SUBJECT:: Long-run Deficit Reduction 

SUMMARY:: 

In a little noticed comment two weeks ago, Presiden~ Clinton 
stated publicly that he would like to bring the Federal ~udget 
deficit "down to zero" in 8 years (see attached Knight-Ridder 
report) '. Before the Administration gets lqcked into this 
position, it might be 'useful to explore the feasibility bf such a 
goal. . ..... ~" I 

Recent numbers prepared by OMB suggest that, wl.th c¥rrent 
policie!;, a deficit $80 billion, 0.9 percent of GDP, coufd be 
obtained only tinder the following four optimistic assumptions: 
1) hea11:h care reform required no new money; 2) health c~re 
reform produced significant savings beginning in 1994; 3~ the 
economy performed more. in line wit~ the CEA forecast) than with 
the lesl; optimistic CBO projections; and 4) Con~ress pasSes all 
the deficit reduction proposals in the Budget Resolution/. 

If health .care does not produce net savings by FY 2pOO, the 
deficit will be $178 billion and rising, even under the CEA's 
upbeat 4~conomic forecast. If the CBO economics turn outl to be 
correct, the deficit will be closer to.$283 billion and ~ising. 

DISCUSSION: 

Table 1 shows the long-range budget deficit projections 
under v'3.rious policy and economic assumptions: I . 

o :Sa,seline .(CBO economics): A current services esti,mate 
based on CBO economics as of January 1993; actual defici1ts. will 
be some1i1hat lower due to fall in interest rates. I 

o :Sudget (CBO economics): April Budget based on coo 
economics but OMB pricing of receipts and outlays. 

o :Resolution (COO economics): The Hill passed 1994 Budget 
Resolution, with stimulus package deleted. . 

o :Resolution (CEA economics): Administration's economic 
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o Resolution (CEA economics): Administration's economic 
assumptions, which are more optimistic than CBO's. 

< 0 ltesolution with Health Care Reform (CEA economics): 
Startin9 in FY 1994, Medicare and Medicaid growth are ca~ped at 
beneficiary growth plus CPI + 2 percent. 

A quick glance at Table 1 shows the projected deficit 
approaches zero by FY 2000 only under the assumptions of la policy 
incorporating the 1994 Budget resolution, capped health 9are 
outlays, and the more optimistic CEA economic assumptions. Under 
these as;sumptions, the deficit in FY 2000 would be $80 b~llion or 
0.9 perc:ent of GDP, a figure close enough to zero to dec]are 
victory.· . I . . 

Ho", realistic are these assumptions? The more optimistic 
CEA real economic growth is not unreasonable. capping ht4alth 
care out:lays so that they grow by only 7.5 percent beginrting in 
1994 represents a sharp slow down from the approximately 110 . 
percent average growth rate over the last decade. Also, assuming 
that Congress will pass the program cuts necessary to meet the 
1994· Budget resolution may be optimistic. . I 

ThE~ bottom line is that zero is probably not a realistic 
goal by FY 2000, even with major health care reform. 
Furthermore, it is an unnecessarily restrictive goal. A second 
memo will explore the options of stabilizing the deficit in terms 
of a dollar amount, stabilizing the ratio of deficit to GDP, and 
stabilizing the ratio of debt to GDP. 

Attachments 



KNIGHT-RIDDER MoneyCenter News "11285 Received at 1:17P on 27-Apr-93 

Cl inton sets goal of el iminating US budget defici t wi thin 8 year~
Knight-Rldder' I 
Washington--Apr 27--President Bill Clinton today told an audience 

of real estate agents that he would liKe the US budget deficit 
brought "down ,to zero" in 8 years through budget cutting coupled with 
health care reform. \ 

In his speech; Cl inton reviewed the economic program heoffe~ed 
in February and emphasized that without serious health care refo~m, 
the US budget d~ficit will not be under control for the long-term. 

A health-care refor~ plan is supposed to be submitted to Congress 
by Cl inton)n mid-May. . _ I 

While Cl inton spoKe of the need for a ~discipl ined plan to b~ing 
this deficit down to zero" in 8 years, he provided no new details on 

He also said the budget deficit this year is 1190,'ng ,to be mu~h 
smaller" than expected becalJse of lower interest rates. But he did 
not state a revised figure. End 

(By Ri chard Cowan, Kn j ght-Ri dder Fi nanc j al t-..Jews) 
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Table 1 


lONG- RANGE: DEFiCiT PROJECTIONS o412tf.l3 
(billions of dollars) 04:35 PM 

1993 1994 1995 1996 1997 . 1998 '1999 2000 2001 2002 2003 


lasellne (CBO economics) ................................. -310 -302 -301 -298 -347 -387 -429 -478 -52.9 -584 -644 


ludget (CBO eoonomtcs) ................................... -322 -264 -247 -212 _-214 -250 -277 -311 -346 -389 -431 


lesolutJon (CBO eoonomcs) ............................. -308 -250 -231 -197 -205 -227 -252 -283 -316 -356 -395 


lesolutJon (CEA eoonomics)... ........................... - 302 -?40 -211 -166 -160 -162 -164 -178 -200 -222 -244 


lesolution wI health reform (CEA economics) .. -302 -240 -201 -144. -125 -110 -91 -80 -76 ··68 -59 


)enelt as percent of GOP 
5.2% 5.6% 5.9% 6.3% 6.7%Baselne (CBO economics) ............................. 5.0% "".6% 4.4% 4.1% 4.6% 4.9% 

Budget (CBO eoonomlcs) ............................... 5.2% ~.1% 3.6% 2.9% 2.8% . ·3.2% 3.4% 3.6% 3.9% 4.2% 4.5% 
2.9% 3.1% 3.3% 3.6% 3.8% 4.1%Resolution (CBO economics) ......................... 5.0% 3.8% 3.4% 2.7% 2.7% 


Resolution (CEA economics) .......................... 4.9% 3.7% 3.0% 2.3% 2.1% .2.0% 1.9% 2.0% 2.1% 2.2%· 2.3% 


Resolution wI health Jebrm (CEA econ.) ....... 4.9% :1.7% 2.9% 2.0% 1.6% 1.3% 1.1% 0.9% 0.8% 0.7% 0.6% 


lOP (CBO economics) ....................................... 6172' 6507 68!i5 7202 7543 	 7872 8192 ~537 8901 9280 9674 


8220 8660 9107 9567 10048 10557
lOP (CEA economics) ....................................... 6192 6573 6976' 7376 7785 


http:o412tf.l3
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Table 2 
.... .' ,' 

COMPARISON OF ADMINISTRATION AND CSO FORECASTS 
(Calendar Years) 

1 nn/. .,nne: "1 "1'\,-'
J..,:;1,7Lt1993 J.:7:7J 1996 .L::1::11 1998 1999 2000 2001 2002 2003 

Percent increase, fourth quarter over fourth quarter: 

Real COP: 

CRO 2.8 3.0 2.8 2.6 2.2 1.8 1.9 2.0 -2.0 2.0 2.0
CEA 3.1 3.3 2.7 2.5 2.5 2.5 2.3 2.1 2.0 2.0 2.0 

CDP deflator: 

CRO 2.5 2.4 2.3 2.2 2.2 2.2 2.2 2.2 2.2 2.3 2.2.
CEA 2 ..8 2.9 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 

Unemployment rate: 

COO 7.1 6.6 6.2 6.0 5.8 5.7 5.6 . 5.6 5.6 5.6 5.6
CEA 6.9 6.4 6.1 5.9 5.7 5.5 5.5 5.5 5.5 5.5 5.5 
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DEPARTMENT OF THE TREASURY 
WASHINGTON 

CLOSE HOLD 

ASSISTANT SECRETARY 
December 12, 1993 

MEMORANDUM FOR 	 SECRETARY BENTSEN 

DEPUTY SECRETARY ~~ 


FROM: Alicia H. Munnell ~ \ 

Assistant Secretary 


for Economic Policy 


SUBJECT: 	 Revised Budget Deficit Estimates 

Estimates from OMB show that the Administration I s newi 
economic assumptions for the FY 1995 budget (agreed to by Ithe 
Troika in early December) will result. in higher estimated 
deficits than indicated in the OMB Budget Preview from No/ember. 

o 	 The ef3timates are preliminary because they are based on a 
simpl~a model rather than estimates from Treasury I s Offilce of 
Tax ~~alysis and detailed agency reports. They have t~nded to 
be fairly accurate in the past. The infOrmation should be 
treatled as CLOSE HOLD with no release or discussion in ipublic. 

o Rathe-r than th~ deficit coming in ~ower in 1998 than iJ the 
MSR estimates, the new estimates indicate that the deficit 
will be higher in 1998 than estimated in the MSR: 

Deficit Estimates 

1994 1995 llll l2..21. .l2..2.§. 

MSR 259 200 179 184 181 
Preview (Nov) 243 176 151 155 149 
1995 Bud (Dec) 250· 193 179 191 194 

Change 1:rom MSR -9 -7 0 7 13 

Principell Reasons fox: tbe Higher D~fiQi:t Es:tim5ltes 

o 	 Compared to the Preview assumptions, nominal GDP is slightly 
loweJr in the Troika assumptions adopted for the 1995 budget-
due 1to lower GOP deflator inflation. in 1994 and 1995. I Budget 
estiJ:nates are not inflationneutral--a reduction in pl:ojected 
inflation raises deficit estimates. 

o 	 The new "Black Box" detailed economic assumptions had a higher 
share of "other labor income" from high~r fringe benefits (to 
more accurately reflect the pre-health reform trend of health 
insurance costs). This change resulted in lower taxable 

CLOSB HOLD 
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e. DEPARTMENT OF THE TR';ASURY 
WASHINGTON 

CLOSE HOLD 

ASSISTANT SECRETARY 	 " 

December 15, 1993 

MBKORAHDUK POR DEPUTY SECRETARY AL'1'XlU\1 

PROK: Alicia H. Munnell (Initial~d) 
Assistant secretary 

for Economic Policy 

SUBJECT: Revised Budget Deficit Estimates II 

Yesterday's memorandum presented the following table showing
Ithat the deficit estimat~s likely will not improve as much as had 

been indicated in OMB 1 S Novembe~ Budget Pr:eview. 

Deficit Estimates 

1994 1995 1996 1997 1998 

MSR 259 200 179 184 181 
Preview (Nov) 243 176 151 155 149 
1995 Bud (Dec) 250 193 179 191 194 

Change from MSR -9 -7 0 7 

These estimates should be interpreted as suggestive as they 
are based on,a model run by OMB staff and are not based on 
complete a'gency detail. 

The December projection for the deficit is higher relative 
to the November projection primarily for two reasons resulting 
from changes to economic assumptions: 

Lower Inflation 

o 	 The Adm.inistration economic assumption~ adopted by the Troika 
in early December for the FY 1995 budget had lower inflation ' 
than in. the economic assumptions used for the MSR and in the 
Novembe:r overview. 

The assumption for GOP deflator inflation was lowered by 
0.3 percentage point for 1993,0.2 percentage point for 
both 1994 and 1995, and 0.1 percentage point for 1996 r. 

LowE!r inflation reduces the level of, nominal GOP in the 
economic projection. This results in lower tax revenUes. 
A decline in inflation also reduces inflation-sensiti-lre 
outlays, but the reduction in outlays occurs with a lkg 

13 
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relative to the decrease in
, 

tax revenues. As a result, the 
lowelrinflation in the Administration's economic 
assmnptions generates a higher deficit projection. 

The inflation assumption change accounts for roughly ~/4 of 
the c:::hange in the deficit proj ection from the November 
estiJnates. 

Lower Taxable' Income 

o 	 The new "Black Box" detailed economic assumptions (produced by 
eEA and based on the Administration Troika economic I 
assumpt:lons for the major variables) had lower taxable income 
than us.~d in earlier projections. I 

The November Budget Review used total taxable income shares 
rising from 76.5 percent of nominal GOP in 1994 to 77 '12 
percE~nt in 1999 (based on the MSR Black Box detail). The 
new Black Box detail projects the total taxable income 
shar.~ declining from 76.4 percent in 1994 to 76.0 perdent 
.in 	1999. Thus, by 1999, $106 billion of taxable inconie was 
"los1:" due to the 1.2 percentage point weaker taxable 
income share. 

More than half of the income "loss" !results from the 
chan~Jes to "other labor income" from higher fringe bel'le.fits 
(to Inore accurately reflect the pre-health reform trend of 
heal1:h insurance costs). The remainder appears to ha~e 

. resulted primarily from lower shares for corporate profits 
and proprietors' incom,e. 

The change in income share assumptions accounted for 

roughly 3/4 of the change in the deficit projection from 

the' November Review estimates. I', 

The lower share for other labor income will permit prqper 
estiInates to be made for the effect of health care refiorm' 
on hE~alth insurance costs. 

CLOSE HOLD 
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DEPARTMENT OF THE TREASURY INFORMATION 
WASHINGTON 

'liN 21 1994iAssisTANT SECRETARY 

MEMORANDUM FOR 	 SECRETARY BENTSEN 
DEPUTY SECRETARY ALTMAN ~j ()' 

\ 	 i / ' 

FROM: 	 Alicia H. Munnell' i . /l (~ 
Assistant. secre~Economic Policy /\L. 

SUBJECT: Estimates of the. FY-1994 Budget Deficit 

Summary 

A confusing array of deficit estimates ~as hit the press in the .p~st few days.. [This 
week, Leon P::lnetta has been quoted as expectmg a figure of $225 bIllion or below for the 

. 	 I 

current fiscal year. James Blum of CBO placed the number at about $200 billion. Those 
figures compare with the projection of $235 billion in our budget released in FebruarY. 

. , 	 . I. 
Our own internal estimate is for a deficit in the area of $205 to $210 billion. rat is . 

for background information only. Any public discussion of the deficit probably should come 
from OMB. Administration budget projections are currently being ,refined as part of the 
Mid-Session R.eview process. Treasury's Office of Tax Analysis is updating revenue I 

. estimates and the agencies are reviewing their outlay projections. The Mid-Session Review 
will be released onJuly 15. 

Discussion 

Relative to the receipts forecast prepared last winter by the Office of 'Pax An~ysis for 
the FY-1995 budget, year-to-date receipts suggest that FY-1994 revenues could exceeO 
projections by approximately $10 billion. Staff of the Fiscal Assistant Secretary trac~ budget . 
developments closely, and they expect outlays will be lower than projected by about I 
$15 billion or perhaps a bit more. Implications for next year of the better-than-expected 
FY-1994 results are not clear. 

• 	 On the outlay side, the bulk of the shortfall this year appears to reflect technical 
factors or is concentrated in such areas as defense where a repeat is not assured for 
next year. Projections of interest expense will 'be raised in the Mid Session. 

• 	 The Office of Tax analysis is currently preparing a revised Mid-session Review 
receipts forecast for the period FY -1994 through FY ~ 1999. It will be complet~ later 
this month ..Based on the Troika~s assessment that the level of economic activtty will 
be stronger than was anticipated last winter, we expect that revenues for FY-1995 will 
be higher than in the winter projections. 
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In our budget released in February, a deficit of $176 billion was projected for 

FY-1995 (assuming passage of health care reform). Leon Panetta has suggested a figure of . 

$170 or below. Results of the Mid-Session Review process will be available in a few lveeks, 

and those will provide a better fix on the likely FY -1995 outcome. 

cc: 	 Frank Newman 
Les . Samuels 
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DEPARTMENT OFTHE TREASURY 
WASHINGTON, D.C. 20220 

September 29, 1994 

MEMORANDUM: FOR SECRETARY BENTSEN 

CHAIRMAN TYSON 

FROM: Alicia Munnell 
Joe Stiglitz 

SUBJECT: A Proposal for Deficit Reduction Based on 
Bias in the Consumer Price Index 

SUMMARY 

I 

" 	 ! 

Many analysts claim that the Consumer Price Jndex (CPI) seriously 0verstates 
inflation, and, therefore, reducing the indexation' of Government progrJIlis is an 
obvious way to lower the deficit. In order to assess the merits of such proposals, 
Treasury and CEA met with BLS experts to discuss the nature and magmtude of 
any bias tha~ might exist in the CPI.' , " ' I 

This dialogue revealed that the situation between now and 1998, when a 
revised j.lldex is scheduled to be release4. differs markedly from the IpOSt-1998 
period, when the new index will be available. In the next four years, CPII increases 
will proba.bly be at least 0.5 percentage points higher per year than they J.ould be if 
the CPI 'Were based on a more recent market basket, and procedural changes

, 	 I 

currently under consideration were made in the mdex. In 1998. when the market 
basket is revised and when (and if) the procedural changes are made, m6st of this 
bias should disappear. 'I 

The lbias in the current CPI provides justification for reducin~ indexing 
markedly in the short-run, but the fact that we can likely reduce the bias in the CPI 
over the Jlext few years leaves little JUStification for any long-run propos~l. such as 
'permanently indexing by CPI less one percentage point. 

PROPOSAL \, 
In artier to partially offset the cumulative bias in the CPI of at least 4 percent 

by 1998. we propose adoption of one of the following two major options: /' 

• 	 Reduce indexing for retirement-income programs (Social Security, c~vilian and 
military retirement) and tax brackets (except for the Earned Income Tax Credit) 
for the next four years by 0.5 percentage points per year (reduce~ deficit by • 
roughly $60 billion over 5 years)., I 

• 	 Delay both the tax·bracket and retirement-income adjustments for one year 

(reduces deficit by roughly $100 billion over 5 years). 




DISCUSSION 
, 	 . ( 

Three possible sources of overstatement of the CPI have been emphasized in 
recent discussions of bias in the index: . 'I . 
• 	 SubstitL~tion Bias. As prices of goods and services change, consumers shift away 

from items that have become relatively more expensive toward those that have 
.' become relatively less exPensive. Since the CPI is based on a fixed ~asket of 
goods and services and is revised only once every ten years, the bene:fit~ of such 
shifts a]~e not reflected in the index. As one would exp,ect, this bias be~ at a 
relatively low level as the CPI is revised to~ reflect more current exp~nd.iture 
pattemi; and tends to increase over the life of any given market baske1t. Since 
the current cpr is at the end of its cycle and due for a revision, the subktitution 
bias is now relatively high. BLS suggests that this bias may curr~ntly be 
contributing as much as 0.3 percentage points per year to the CPr. Once the 
revised index is released in 1998, however, the substitution bias shohld drop 
substantially, but then gradually increase thereafter. The cumula~ive bias 
could be reduced by updating the CPI market basket more frequently. If the) It!.. 

. m'arket basket were revised' every five years instead of every ten yearstJ the bias)D 
could probably be held below 0.2 percentage points per year, on average. 

• 	 Proced'tJ~re for Updating Item and Outlet Samples. The procedure usJd by the 
BLS' to update the item arid outlet samples in the CPI almost tertainlY 
introduces an upward bias in the index. The problem stems from thel fact the 
initial price reading for a particular good in the index may not m~tch the 
average: price of the same good in the CPI market basket. The result of this 
mismatch is that if: for instance, the initial price reading is a sde ~ricet the 
price increase when the sale goes off will be given too much weight. TJie BLS is 

I 

conside:ringa change in index-calculation procedures that would mitigate the 
problenl. According to BLS estimates. making this change would r~duce the 
rate of change in the overall cpr by 0.3 to 0.4 percentage points per yealr.l

I 
Discussions are currently underway within the BLS about whether to introduce 
this new method at the time the revised index is introduced. In the m!eantime, 
BLS is considering some relatively minor changes that would addresJ at least 
part of this problem an,d would probably reduce measured inflation by/ between. 
0.1 and 0.2 percentage points per year. The important point here is that 
between now and 1998, the measured inflation rate is likely to be high~r than it 
will be in the post~1998 period, ceteris paribus, if the BLS goes ahea~ at that 
time and revises the way in which it averages price changes. . I '. 

• 	 Qualit:y Adjustment Problems. The quality of goods and services changes over 

J It is ;mpo'tant to '"co_. that to;, methodolog;al chan,. not only co....., .. £or theProbl.J that ...... 

the bias in the CPl as currently calculated. but also uses a different assumption about bow consudaers respond 

to relative pric:e changes. If this assumption is seriously off the! Illnk. the new method could "ovetcorrect" the 

index. On tl\l~ other hand. mitigating againsL this possibility I!' the ract. noted above. that the 
CPI already 

suffers f!'om a substitution bias. so the contemplated change cO\lld pOSSibly t"educe this bias as well. 
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time.. Some of the increase in the list prices that consumers pay may :cepresent 
• 	 . I 

. 	improved quality and should not show up as an increase in the CPl. The 
discussion with BLS representatives revealed that the BLS does indekd try to 
adjust for quality, and that quality adjustments could just as welllelad to an 
understatement of price increases as an overstatement. .For exampfe, in the 
automobile area, they suggested that adjusting the price of cars for thJ full cost 
of anti-pollution and safety mandates overstates the quality impr6vements 
associated with these regulations. On the other hand. in other area~ such as 
medical care and services, quality improvem~~ts are very difficult to/meas~re 
and ahnost certainly lead to an overstatement In the CPl. No agreement eXlSts 
on the magnitude of bias associated with quality adjustment: Most Ianalysts 
speculate that a positive bias probably exists. . CEA and Treas¥ry have 
suggested 0.4 percentage points per year as a reasonable estimate. The BLS 
represEmtatives simply reiterated that no solid number existed. 

• 	 Ouerall Effect. The possible ovel'statelnent or understatement emerging from 
the various problems n.!;sociuted with creating n price index llumbcir cannot 
Silllply be added together, since their effects may interact. The consehsus that 
emerged from the group, however. was that in the pre-1998 period, thJ CPl will 
very likely overstate the rate of price inCl'ease by at least 0.5 percendge points 
per year. In 1998, with the mitigation of the substitution bias Iand the 
introduction of methodological improvements, the bias should drop 
substa:ntiallYt and more frequent revisions of the index should keep the bias 
well below its current level. The question of quality adjustment bias will 
remauL, but so little is known about its magnitude that it would be difficult to 

I 

base altly adjustment on this problem. Thus, little economic justification exists 
for red.ucing indexation in the long run based on flaws in the CPI. Rather, 
increafied resources should be put into improving the index itself, 

POLICY OI'TIONS . 

We believe it is appropriate to consider alternatives for introducin.g a cpr 
adjustment between now and the 1998 revision of the cpr to reflect what we 
consider t() be a clear overstatement of the rate of. increase in the CPI. Since the 
CPI has had a relatively serious upward bias at least since the last revision t and 
since this bias will get worse ovcr thc next four years, the cumulative bias /will grow 
to well over four percent by t.he time the CPI is next revised. Several options exist: 

• Reducl~ indexing for retirement-income programs (Social Security, ciii1ia~ and 

t military retirement) and tax brackets (except for the Earned Income Tax Credit) 

o for the .next four years by 0.5 p~rce~_tage points per ~'e~r. I. 
- Tb.1S should cut the defiCit by roughly $60 bllhon over five ye1ars, wlth 

slightly less than half of the effect in revenue increase· and the remainder in 
outlay reduction. I 

• 	 Delay both. the tax-hracket and retirement-income adjustments for one year. A 
similar 111'oc(~durc war; anopt.ed for retiroment. and ciisabilit.y hCllllflt.s when 
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indexation was delayed for six months in the 1983 Social Security Amendments. 

'- This should cut the deficit by roughly $100 billion over five yearJ, split ih 
rotlghly the same way between outlay reduction and revenue incrbase as a . 
reduction ili the indexation factor. I. 

• 	 If less of an adjustment is desired, the two approaches can be combined: delay 
indexation of benefits for six months. but. since one year is the mjnirnhm delay 
for indexing tax brackets. cut the rate of tax-bracket escalation in hlut: This 
could be presented as a way to implement the equivalent of a six-mohth delay 
for tax brackets. . . · , I 

This would reduce the savings to roughly $50 billion over five year,. 

We recommend a full-year delay or its equivalent for two reasons. First, with 
anything IE~ss, the. benefits in deficit reduction may very well not be worth ~he effort I ~ llP" 
to get the proposal through. Second. a delay of one year, at today's inflation rate, or (}.Y'"' 
even a. one percentage point reduction in indexation over the next four ye~rs would 
only partialliy correct for the overindexatioll that has occurred and wouldl continue 
to occ-ur. absent some action. between the last revisi~n in the cpr and the Jext. 

ROUGH ESTIMATES OF THE FIVE-YEAR 1:3UDGET SAVING OF 
REDUCED INDEXING OF RETIREMENT BENEFITS AND . 

PERSONAL INCOME TAX (PIT) BRACKETS 
1995-1999 (EXCLUDING INTEREST) 

-

Adjust Retirnment Income and PIT brackets by CPI-0.5 

COL.A 
Individual Income Tax Bracket Indexing 

Total 

l~liminate Retirement Income and PIT Bracket Adjustment for 1 Year 

COLA. 

Individual Income Tax Bracket Indexing 


35 	. / 
~ 
60 

55· 
45 

T01~ 100 

.Eliminate Retirement In£ome and PIT Bracket Adjustment for 6 Mont~s 
OOU 
Individual Income Tax Bracket IndexiQg 

To'tal . 
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CAVEAT. 

The above discussion ignores an important factor that could either increase or 
mitigate allY bias in current indexation of retirement programs andcoulli. play a 
large role i:Cl any debate over a policy change. Currently. the BLS compileJ two all
items CPr's that focus on two population groups. The most widely cited ihdex has 
been produ,ced only since 'the la~ .70s and .covers ~ll urban consu~ers; it lexclud~s 
only the r1Jiral and farm populations that live outsIde of metropolitan areas. This 
index is us'ad to escalate individual income tax brackets. The second indJx. which 
has a longe:r history, covers "urban wage earners 1ind clerical workers" and includes 
only those consumer units in which the primary earner falls into one of these 
categories. This index is used to ,escalate social security benefits, despite the fact 
that it dOE!s not cover retired consumel'S and the all·urban index doesl. ' These 
indexes melve very closely together; the all-urban index grew at 3.97%1 between 
December 1987 and December 1993, and the index for wage earners ana clel'ical 
workers grew at 3.86%. . '- ',I 

A BLS experimental index reweighted to reflect the expenditure patterns of 
older·.Americans, however, grew at 4.29% over this same pei·iod. Silice it is 
experimental, it does not correct for other sources of bias, such as in 'the price 
indexes fo]~ health care, nor does it adjust for the fact that the item apd outlet 
samples _are not chosen to represent the elderly population. Despite these ' 
shortcomiIl.gs, any attempt to -reduce the indexation of social securityj benefits 
because the index overstates inflation is -likely to be met with the argument that an 
index that focused on social security recipients would increase faster than Ithe index 
that has a<:tualiy been used for social security indexation. (More generall~, the use 
of any agglegate index, even if it is correct on average, will shift purchasikg power 
from those fami1ies that face above average inflation, either beeause of Ideation or 
spending patterns. to those that face below average inflation.) 

-5
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DEPARTMENT OF THE TREASURY.. 
WASHINGTON. D.C. 202.20. 

FROM: < 

JoeStlght~~L~ - __ ~-<J 
SUBJECT: 	 A Proposal for Deficit Reduction Based on 

Bias in the Consumer Price Index ~ I j -L' ~ 

MEMORANDUM FOR SECRETARY BENTSEN . ~ 
CHAIRMANTYSON ~~//) 

Alicia !Vl~nnellA\\.\\' ~ 0-

~0t~ 
SUMMARY --Jl ~~('-1 ,_~~ 'd-e<&! 

Many analysts claim that the Consumer Price Index (CPI) ser~lY o~res"'--... \ 
inflation, and, therefore, reducing the indexation of Government programJ is an 
obvious way to lower the deficit. In order to assess the merits of such probosals, 
Treasury and CEA met with BLS experts to discuss ,the nature and magnitude of 
any bias that might exi~~ in the CPr. I 

?his. di~lo~ue revealed that the situatio~ between now and 1998, -,hen a 
revIsed mdex IS scheduled to be released, dIffers markedly from the 'post-1998 
period, when the new index will be available. In the next four years, CPI indreases . 	 . ,
will probably be at least 0,5 percentage points higher per year than they would be if 

I 

the CPI were based on a more recent market basket, and procedural 'changes 
currently under consideration were made in the index. In 1998, when the rharket 
basket is rev:lsed and when (and if) the procedural ch.anges are made, most Ilof this 
bias should disappear. . 

The bias in the current CPI provides justification for reducing inaexing, 
markedly in the short-run, but the fact that we can likely reduce the bias in the CPI 
over the next few years leaves little justification for any long-run proposal, shch as 
permanently indexing by CPI less one percentage point. 

PROPOSAL 

In ord~r to partially o~fset the cumulative b~as in the ~PI of ~t least 4 Pjercent 
by 1998, we propose' adoptIOn of one of the followmg two major optIOns:'- ... 

• 	 Reduce irLdexing for retirement-income programs '(Social Security, civili'1n and 
military retirement) and tax brackets (except for the Earned Income Tax <Credit)

• 	 ' I
for 	the m~xt four years by 0,5 percentage pomts: per year (reduces deficit by 
roughly $60 billion over 5 years). 	 I . 

• 	 Delay both the tax-bracket and retirement-income adjustments for one year 
(reduces deficit by roughly $100 billion over 5 years). 



.' 

DISCUSSION 

Three possible sources of overstatement of the OPI have been emphasized in 
recent discussions of bias in the index: ' I 

• 	 Substitution Bias. As prices of goods and services change, consumers shift away 
. from itenis that have become relatively more expensive toward those thJt have 
become relatively less expensive. Since the OPI is based on a fIxed ba~ket of 
goods and services and is revised only once every ten years, the benefits bf such 
shifts are not reflected in the index. As one would expect, this bias begihs at a 
relatively low level as the OPI is revised to reflect more current expe~diture 
patterns and tends to increase over the life of any given market basket.I Since 
the current OPI is at the end of its cycle and due for a revision, the substitution 
.bias is 	now relatively high. BLS suggests that this bias may curre~tly be 
contributing as much as 0.3 percentage points per year to the OPr. O~ce the 
r~vised index is released in 1998, however, the substitution bias shoula drop 
substantially, but. then gradually increase thereafter. The cumulativ11e bias 
could be reduced by updating the OPI market basket more frequently. If the 
market basket were revised every five years instead of every ten years, the bias 
could probably be held below 0.2 percentage points per year, on average. 

, 	 , 

• 	 Procedure for Updating Item and Outlet Samples'. The procedure used' by the 
BLS to update the item and outlet samples in the OP! almost certainly' 
introduces an upward bias in the index. The problem stems from the f~ct the 
initial price reading for a particular good in the index> may not matbh the 
average price of the same good in the OP! market basket. The result lof this 
mismatch is that if, for instance, the initial price reading is a sale price, the 

I 

price increase when the sale goes off will be given too much weight. The BLS is 
considering a change in index-calculation procedures that would mitigJte the 
problem. According to BLS estimates, making this change would redJce the 

, 	 I 

r~te of ~h.ange in the overall OPI by O.~ to. 0.4 percentage points per ye~r.ll 

DIscussIOns are currently underway withm the BLS about whether to mtroduce 
this new method at the time the revised index is introduced. In the mea!ntime, 
BLS is considering some relatively minor changes that would address a~ least 
part of this problem and would probably reduce m,easured, inflation by bJtween 
0.1 and 0.2 percentage points per year. The important point here ~s that 
between now and 1998, the measured inflation rate is likely to be higher than it 
will be in the post-1998 period, ceteris paribus, if the BLS goes ahead ~t that 
time and revises the way in which it averages price changes. """-... , I"" 

• 	 Quality Adjustment Problen'Ls. The quality of goods and services changes over 

lit" importan' to <eoognire that thi' methodolool,,1 ,hang, not only 00""" fo' th, p,ohl,m J, oau"" 
the bias in the CPI as currently calculated, but also uses a different assumption aboutho~ consumers! respond 
to relative price changes. If this assumption is se~iously off the mark, the new method could "overcotrect" the 
index. On the other hand. mitigating against this possibility is the fact, noted above, that the CPD already 
suffers from a substitution bias, so the contemplated change could possibly reduce this bias as well. 

-2



time. Some of the increase in the list prices that consumers pay may represent 
improved quality and should not show up as an increase in the cpr!. The 
discussion with BLS representatives revealed that the BLS does indeed try to 
adjust fo:r quality, and that qmility adjustments could just as well lead to an 
understatement of price increases as an overstatement. For example, Iin the 
automobile area, they suggested that adjusting the price of cars for the full cost 
of anti-pollution and safety mandates overstates the quality improvJments 
associ;:tted with these regulations. On the other hand, in other areas sluch as 
medical care and services, quality improvements are very difficult to mbasure 
and almost certainly leadto an overstatement in the CPr. .No agreement exists 
on the magnitude of bias associated with quality adjustment. Most akalysts 
speculate that a positive bias probably exists. CEA and Treasud have 
suggested 0.4 percentage points per year as a reasonable estimate. THe BLS 
representatives simply reiterated tha~ no solid ~umber existed. I 

• 	 Overall Effect. The possible overstatement or understatement emerging from 
the various problems associated with creating a price index number tannot 
simply be added together, since their effects may interact. The consensJs that 

I 

emerged from the group, however, was that in the pre-1998 period, the CPI will 
very likely overstate the rate of price increase by at least 0.5 percentage Ipoints . 
per year. In 1998, with the mitigation of the substitution bias aRd the 
introduction of methodological improvements, the bias should I drop 
substantially, and more frequent revisions of the index should keep tHe bias 
well below its current level. The question of quality adjustment biJs will 
remain, but so little is known about its magnitude that it would be diffitult to 
base any. adjustment on this problem. Thus, little economic justificationl exists 
for reducing indexation in the long run based on flaws in the CPI. Rather, 
increased resources should be put into improving the index itsolf. 

POLICY OPTIONS 

We believe it is appropriate to consider alternatives for· introducing a CPI 
adjustment between now and the 1998 revision of the CPI to reflect what we 
consider to bH a clear overstatement of the rate of increase in the CPr. Sidce the 
CPI has had a relatively serious upward bias at least since the last revisioh, and 

. 	 . . I 

since this bias will get worse over the next four years, the cumulative bias wi])l grow 
to well over four percent by the time the CPI is next revised. Several options kxist: 

• 	 Reduce indexing for retirement-income programs (Social Security, civilidn and 
. . . . 	 . .... -.. - I - 

military retirement) and tax brackets (except for the Earned Income Tax (Credit) 
for the next four years by 0.5 percentage points per year., 	 ' 

This should cut the deficit by roughly $60 billion over five years, with 
slightly less than half of the effect in revenue increase and th~ remairlder in 
outlay reduction. . . I 

• 	 Delay both the tax-bracket and retirement-income adjustments for one year. A 
similar procedure was adopted for retirement and disability benefits when 
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indexationwas delayed for six months in the 1983 Social Security Amendments. 

- This should cut the deficit by roughly $100 billion over five years, kplit in 
roughly the same way between outlay reduction and revenue incredse as a 
red uction in the indexation.factor.' I. 

• 	 If less of an adjustment is desired, the two approaches can be combined! delay 
indexation of benefits for six months, but, since one year is the minimu~ delay 
for indexing tax brackets, cut the rate of tax-bracket escalation in half. This 

I 

could be presented as a way to implement the equivalent of a six-month delay 
. for tax br.ackets. 

This would reduce the savings to roughly $50 billion over five years. 

We recommend a full-year delay or its equivalent for two reasons. First, with 
anything less, the benefits in deficit reduction may very well not be worth thb effort 
to get the proposal through. Second, a delay of one year, at today's inflation ~ate, or 
even a one percentage point reduction in indexation over the next four yearJ would 
only partially correct for the overindexation that has occurred and would c~ntinue 
to occur, absent some action, between the last revision in the CPI and the neit. 

ROUGH ESTIMATES OF THE FIVE-YEAR BUDGET SAVING OF 


REDUCED INDEXING OF RETIREMENT BENEFITS AND 

PERSONAL INCOME TAX (PIT) BRACKETS 


1995-1999 (EXCLUDING INTEREST) 


I 
Deficit 

Reduct~on 
I 

Adiust Retirement Income arid PIT brackets by CPI·0.5 

COLA 35 
Individual Income Tax Bracket Indexing 25 

Total 60 

Eliminate Retirement Income and PIT Bracket Adjustment for 1 Year 

COLA, 55 
Individual Income Tax Bracket Indexing 45 

Total 100 

Eliminate Retirement Income and PIT Bracket Adjustment for 6 Months 

COLA 30 
Individual Income Tax Bracket Indexing 20 

Total ,50 
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CAVEAT 

The above discussion ignores an important factor that could either increase or 
mitigate any bias in current indexation of retirement programs and could Iplay a 
large role in any debate over a policy change. Currently, the BLS compiles tro all~ 
items CPI's that focus on two population groups. The most widely cited index has 
been produced only since the late 70s and covers all urban consumers; it e4c1udes 
only the rural, and farm populations that live outside of metropolitan areasl This 
index is use~ ~o escalate in~ividual income tax brackets.. The second inde~,lwhich 
has a longer hIstory, covers urban wage earners andc1encal workers" and lqcludes 
only those cimsumer units in which the primary earner falls into one of these 

, I 

categories. 1'his index is used to escalate social security benefits, despite the fact 
that it does not cover retired consumers and the all-urban index does. I These 
indexes mOVE~ very closely together; the all-urban index grew at 3.97% between 
December 1987 and December 1993, and the index for wage earners and Jlerical 
workers grew at 3.86%. , , 'I 

A BLS experimental index reweighted to reflect the expenditure patterns of 
older Americans, however, grew at 4.29% over this same period. Sinc~ it is 
experimental, it does not correct for other sources of bias, such as in th~ price 
indexes for health care, nor does it adjust for the fact that the item and outlet 
samples are not chosen to represent the elderly, population. Despite these 

/' shortcomings, any attempt to reduce the indexation of social security benefits 
I 

because the index overstates inflation is likely to be met with the argument that an 
,index that foeused on social security recipients would increase faster than th~ index 

, ' I 

that has actually been used for social security indexation. (More generally, the use 
of any aggregate index, even if it is correct on average, will shift purchasinglpower 
from those families that face above average inflation, either because of location or 
spending patterns, to those that face below average inflation.) 
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WASHINGTON 


[QeT 	 3 \994ASSISTANT SECRETARY 

MEMORANDUM FOR DEPUTY SECRETARY NEWMAN 

FROM: Alicia H. Munnelrlll1thl~dJ 

Assistant Secretary 


for Economic Policy 


SUBJECT: Additional Charts on Deficit Reduction options 

, , ' I 
The attached long-term charts were developed in response to 

your questions at Thursday's meeting. The first chart analy~es 
our proposal to temporarily eliminate or lower the CPI indexfng 
factor on entitlement COLAs, and to less than fully adjust the 
Individual Income Tax br'acket amounts for CPI changes. The ~ulk 
of the saving reflected in, the chart 'results from our assumption 
that the CPI is corrected for 0.5 percentage points of upward 
bias beginning in 1999. Although the chart is based on a , I 
temporary reduction of the COLA (by 0.5 percentage points) rfther 

, than a one:-year delay, the short-term (five-year effects) look 
essentially the same in the long-term chart for either case. I The 
longer term effects (after 1998) are virtually the same for the 
two cases. Thus, the long-term impact on the deficit from,either 
policy is captured in the chart. 

Two c:aveats should be noted. 

o 	 First:, although our proposal is based on the CPI being (fully 
corrE!cted in 1999, eliminating the need for applying a FPI
.5 rule after 1998, we simulated the budgetary effect b,f the 
reduced future CPI inflation rate by leaving the rule ih 
plaCE! -- directly in the case of indexed pension paymen1fts 
and indirectly in the case of bracket adjustment. In' 
effect, we introduce a change in the differential between 
the CPI and the GOP deflator. The' alternative approach, 
lowering the overall inflation assumption in the future, 
would have gen~rated inconsistencies in the estimation of 
future deficits. 

o 	 secOI,ld, in the past, Congress has acted to roughly offs1et 
the f~ffect of bracket creep by lowering rates. Our 
estimates are consistent with assuming that, on average, 
Congress legislates lower marginal rates (every fi;ve ye'ars) 
after 2000, while continuing to index the brackets by dPI
.5. ~his reflects the differential between the growth Irate 
of the tax base (nominal GDP) and indexing the brackets for 
inflation by a CPI which rises more slowly relative to the 
GDP deflator. We as~ume such rate reductions maintain the 
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average marginal rate in effect in 2000 through 2030. (The 
effective average rate might not rise at all if substan~ial 
amounts of income are sheltered as effective marginal rates 
increase. ) 

Four additional charts were developed to illustrate the 
sensitivity of the deficit projections to changes in economic 
assumptions by comparing the deficit time path under the chahged 
assumption with the base case. Real. GOP growth and the inflhtion 
rate were raised by 0.2 percentage points. The average inte~est 

• • ,I
rate on government bonds and the health care l.nflatl.on rate were 
lowered by 0.5 percentage points. Additional analysis sugge~ts 
that the effect of larger changes would be essentially linea~ 
until about 2020 before deviating from· proportionality • . I 
Deviations would still be very small by 2030. Thus, the effect 
of larger changes in asspmption values, would generally be tb 
increase the deficit (as a percent o~ GOP) proportionately, b.g., 
changing an assumption by 0.4 percentage points would essentaally

. I
double the effect of a 0.2 percentage point change on the long-
term deficit. 

Attachments 

http:l.nflatl.on

































































































































