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1. BUDGET AND PERFORMANCE INTEGRATION

This Budget marks a significant step on the long
road to a results-oriented government. It starts using
performance measures to develop policies, to make
budget decisions, and to improve everyday program
management. The Administration is creating a govern-
ment that promotes the outcomes that Americans
want—such as better education for our children, the
freedom to travel safely, and protection of our health—
and does this in a cost-effective and efficient way.

Achieving better program performance—particularly
better performance for each dollar spent—is a high pri-
ority of this Administration. Congressional interest, re-
flected in the Government Performance and Results Act
of 1993, set agencies to identifying performance goals,
planning to achieve them, and reporting on results.

What has been missing is systematic use of these
measures to make decisions. In particular, performance
measures are not directly linked to the budget—and
yet it is the budget that drives policy development,
allocates resources, and has undeveloped potential to
support better management.

e Past and planned results are not shown with
budget requests, let alone linked in a cost-and-
results relationship.

* Program managers responsible for achieving re-
sults often do not control the resources they use
or have flexibility to use them efficiently.

» Performance and cost data are recorded in sepa-
rate systems and not integrated to provide timely,
analytical, feedback to decision-makers and man-
agers.

* Americans cannot readily assess program results,
and cannot compare performance and cost across
programs.

Budgeting for Results. Eager to make government
work better, the Administration used all of the perform-
ance information it could gather in making decisions
for this Budget. It also began the transition to change
the burden of proof, asking agencies and advocates to
supply evidence of program effectiveness instead of as-
suming effectiveness in the absence of evidence to the
contrary. In addition to funding high priority programs,
the Budget devotes dollars to programs that are rated
effective. The Budget proposes reforms for ineffective

programs, reduces their funding or terminates them.
Policy changes are proposed to increase program effec-
tiveness and to improve the efficiency of programs and
support services. The first section of this chapter, Budg-
eting for Results, analyzes shifts in resources and
changes in policies made on the basis of this intense
focus on performance.

Foundation for Results. To create a foundation for
continual improvement in the effectiveness of govern-
ment, the President has begun to make results the
focus of the budget process. Planning and evaluation
will be integral to budgeting. The budget takes the
first steps toward showing expected results and the
resources requested to achieve each result. To give
managers full information about programs and to en-
courage efficient use of resources, the budget needs a
uniform measure of the full annual cost of the resources
used that will be charged to each program and activity.

In October, the President transmitted to Congress
the Managerial Flexibility Act of 2001. Title II of that
Act will charge employing agencies for the full annual
accruing cost of Federal pensions and retiree health
benefits, as reflected in this Budget. The Administra-
tion is developing proposals to charge for support serv-
ices, capital assets, and hazardous substances cleanup
where these resources are used. As explained in the
second section of this chapter, Foundation for Results,
these proposals do not change total budget outlays,
budget concepts, or public-private cost comparisons.
However, they would provide a better assessment of
program costs.

Managing for Results. Budget and Performance In-
tegration is one of five interrelated initiatives in The
President’s Management Agenda, rolled out in August.
The others are Strategic Management of Human Cap-
ital, Competitive Sourcing, Expanded Electronic Gov-
ernment, and Improved Financial Performance. The
third section of this chapter, Managing for Results,
shows that the objective of these five initiatives to-
gether is to create a transformation to year-round per-
formance orientation through all levels of the Federal
government.
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“We are not alone...”

Governments here and around the world are devising strategies to assess and manage for results—both outputs (i.e., prod-
ucts and services delivered) and outcomes (i.e., the end result that is being sought, such as clean streets or reduced crime).

Here in the United States, a growing number of States, counties and municipalities use “performance budgeting” as a tool for
making policy and management decisions. Charlotte, North Carolina, and Dayton, Ohio undertake regular performance meas-
urement. Sunnyvale, California has become internationally recognized for performance budgeting—allocating funding for tasks
rather than for personnel, equipment, and supplies, with quantified objectives that are expected to be achieved with the funding.
Indianapolis’ budget provides mission statements, allocations by outcome objectives, and comparative performance measures.

State governments are also using these tools. Missouri, Texas, Louisiana and Virginia use performance information exten-
sively in the central budget office, while most States use performance information at the agency level.

Successful implementation of performance-based budgeting has not been limited to this country. Over the past two decades,
every year an increasing number of the 30 countries in the Organization for Economic Cooperation and Development are adopt-
ing a performance-based approach to management. New Zealand focused on “buying outputs” ten years ago. Australia and
the United Kingdom are the leaders in focusing on outcomes. Canada and the Netherlands are close behind, with France
and Japan still in the early phases of transforming to an outcome-focused approach.

Australia develops effectiveness and efficiency outputs for its outcomes, and prices each output. The British system is more
structured than Australia, employing performance service agreements, aim (or mission) statements, overarching objectives, per-
formance targets, and statements of responsibility for delivery (achieving the targets). In linking resources with outcomes, the
British Cabinet Committee’s annual budget review allocates monies three years forward, making decisions on both broad out-
come levels and the resources needed to achieve the outcome levels.

BUDGETING FOR RESULTS

Testifying before Congress last May, the Director of
OMB signaled his intention to focus on performance.
“Our main focus of the next months will be working
toward full integration of budget and performance infor-
mation, and using performance data to help make pro-
gram and budget decisions.” He described three specific
steps in this direction.

* “First, we will insist that agencies develop a cred-
ible linkage between resources and performance.
We need to be able to answer the question: ‘What
are we getting for what we are spending? As we
work to establish this linkage, we expect to make
some changes to the traditional process of how
we review budget requests, and the nature of our
passback to the agencies on their requests.

* “Second, we intend to improve our ability to un-
derstand the true cost of each program. Full cost-
ing of certain program budget accounts will neces-
sitate significant accounting changes, and we are
developing a legislative proposal permitting us to
assign currently unallocated costs and present
these in the budget.

* “Third, you should see a more robust presentation
of performance information in the FY 2003 Presi-
dent’s Budget. We also intend to explore how a
significant restructuring of the budget document

itself might enhance public and Congressional un-
derstanding of government performance.”

“Work is already underway on these and several re-
lated initiatives. These tasks will engage nearly every
OMB office, and will comprise a significant part of the
workload over the next year.” The Director concluded:
“We believe that this work will lead to a big potential
payoff in improved effectiveness and efficiency of gov-
ernment.”

OMB staff and agencies collected evaluations, studies,
and performance documentation of all sorts from all
sources to assess which programs were effectively im-
proving desired outcomes. Within the Executive Branch,
preliminary assessments of these materials were dis-
cussed, and agencies were urged to improve program
performance and to improve evidence of effectiveness
and linkage with program cost.

Below are some of the results of this performance-
oriented process of policy development and budget allo-
cation. The examples illuminate ways in which policy
makers and program managers can help government
better serve its citizens. Deliberately, they are chosen
to represent “best practice”—examples from which other
program managers and policy makers can learn. They
are presented in five categories: (1) funding effective
programs, which have demonstrated benefits greater
than cost; (2) shifting resources toward more effective
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programs from less effective ones that have similar pur-
poses; (3) setting program targets and strategies based
on understanding performance and cost relationships;
(4) adding incentives to enhance program effectiveness;
and (5) improving efficiency in programs and support
services.

Funding Effective Programs

Programs in this category are effective. They deliver
real benefits for Americans—healthier babies and fami-
lies, more disadvantaged youths off drugs and in school
or job training, and advancing knowledge that can im-
prove health and sustain economic growth. These pro-
grams have undergone evaluation, not only docu-
menting their effectiveness, but developing under-
standing of the reasons for their success so that policy
makers and program managers can sustain and build
on it.

* Agriculture: Numerous government and private
studies show that the Special Supplemental Nutri-
tion Program for Women, Infants and Children
(WIC) is one of the nation’s most successful and
cost-effective early intervention programs. The
program saves lives and improves the health of
women, infants and children who are nutritionally
at risk. The Budget reflects this demonstrated suc-
cess by fully funding the program in 2003 to en-
able all eligible persons who seek services to re-
ceive them. The request is sufficient to provide
7.8 million persons with supplemental foods, nu-
trition education, and preventive health care each
month in 2003. A contingency fund is available
to serve an expanded number should that be nec-
essary.

* Commerce: Although the U.S. gross domestic
product (GDP) statistics are widely regarded as
among the best in the world, they require con-
tinual improvement to keep pace with the nation’s
rapidly changing economy. Additional funding is
proposed for the Bureau of Economic Analysis to
improve and speed production of its statistics, on
which government and business decision-makers
depend.

* Health and Human Services: Community
Health Centers provide high-quality health care
that reduces hospitalizations and emergency room
use, and prevents expensive chronic disease and
disability. The Budget expands the number of cen-
ters by 1,200 to serve an additional 6.1 million
patients by 2006. Together with the National
Health Service Corps, the Centers increase the
number of health care providers in underserved
areas.

* Health and Human Services: The 1997 Na-
tional Treatment Improvement Evaluation Study
found that treatment decreased primary drug use
by 48 percent, alcohol and drug-related medical
visits by 53 percent, and criminal activity by as
much as 80 percent. Welfare dependency, and

homelessness also declined. The Budget supports
an additional 52,000 drug treatment slots.

e Health and Human Services: Funding for the
National Institutes of Health, the world’s leading
research institution for biomedical and behavioral
research, will increase to double its 1998 level.
NIH conducts research in its own laboratories, but
the vast majority of its funding supports research-
ers in universities, hospitals, and research insti-
tutes around the country through peer-reviewed
grants. NIH has supported great advances in the
detection and treatment of disease, and its recent
work on the human genome, cancer, and many
other diseases gives promise of accelerating break-
throughs.

e Labor: The Budget will support four more Job
Corps centers for residential vocational training
for disadvantaged youth than in 2001. At a unit
cost of roughly $31,700 per service year, the Job
Corps is the Department of Labor’s costliest train-
ing program. However, evaluations have dem-
onstrated that its benefits exceed its costs. Job
Corps participants get jobs, keep them, and in-
crease earnings over their lifetimes.

* National Science Foundation: The NSF, a lead-
er among Federal agencies that fund basic re-
search, will get more funding and programs trans-
ferred from other agencies. Of NSF’s grants, 94
percent are competitive, based on merit review.
Each year, one-third of NSF’s research and edu-
cational programs are evaluated for integrity, effi-
ciency, and quality of results, so that all programs
are reviewed in a three-year period. Of the dozen
2001 Nobel prize winners in the sciences, NSF
supported eight for the research that won them
the award. NSF quickly redirects resources to
areas of emerging opportunity, and invests one-
quarter of its research budget in areas where
major breakthroughs are likely.

Shifting Resources toward More Effective
Programs

Comparison of programs for similar purposes can lead
to the conclusion that some are more effective than
others. Shifting resources toward the better programs
is one way to improve results, while the other programs
seek ways to focus or reform their efforts.

* Commerce: Funding for technology innovation in
the Department of Commerce was increased for
the National Institute of Standards and Tech-
nology, a world leader in high-tech and basic in-
dustrial standards including work that led to the
2001 Nobel Prize in physics. The Patent and
Trademark Office will also have more resources
and set targets for faster patent and trademark
processing. The Budget channels resources to
higher performing programs by reducing funding
for Manufacturing Extension Partnerships and the
Advanced Technology Program, and terminating
the Technology Opportunities Program.
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* Housing and Urban Development: Housing
vouchers are lower in cost per unit, at only 85
percent of the cost of Public Housing, and benefits
are higher. More voucher recipients (26 percent)
than Public Housing dwellers (8 percent) live in
census tracts with less than 10 percent poverty;
evaluations are finding better educational, social
and behavioral outcomes from the greater opportu-
nities available in these neighborhoods. The Budg-
et increases funding for housing vouchers, expands
opportunities for families to choose housing that
best fits their needs, and provides more help to
see that vouchers are used effectively.

* Labor/Training: This Budget begins a wide-rang-
ing reform of Federal investments in training and
employment. In 2002, there are at least 48 over-
lapping training and employment programs scat-
tered around 10 agencies. For several programs
that are duplicative or have a history of poor per-
formance, funding is reduced or terminated, reduc-
ing the number of programs from 48 to 28. For
the many other training programs where perform-
ance measures are inadequate or not comparable,
a multi-year effort will begin to assess relative
effectiveness, shift resources to programs that
prove effective, and eliminate ineffective or dupli-
cative programs.

e Labor: The backlog of the H1-B visa program will
be eliminated by shifting funds from an ineffective
grant program, and reforming the visa review
process.

* Research: Rigorous peer review of proposals for
research is an effective tool in selecting projects
that are most likely to yield useful results. The
Budget more than doubles funding for USDA’s Na-
tional Research Initiative, and reduces other agri-
cultural research, in an effort to increase peer re-
view. Also to promote merit-based competition,
NOAA’s Sea Grant program, and the Interior De-
partment’s toxic substances hydrology program
will move to NSF.

» Corps of Engineers: For the Corps navigation
program, the Budget funds improvements for
those waterways with the greatest economic re-
turn, and limits funding for those with little com-
mercial traffic.

Setting Program Targets and Strategies

As programs learn to link performance and cost, they
can set targets in their annual performance plan in
line with their budget request. This helps to gain sup-
port for their request and holds them accountable to
achieve the targets. Understanding relationships be-
tween cost and performance helps to achieve better per-
formance, to gauge the additional cost of additional per-
formance, and, in some programs, to set appropriate
fees.

» Commerce: The National Weather Service, an ef-
fective program, got an increase in funding and
specific targets to increase hurricane warning lead

time two hours by 2005, double tornado lead time
to 22 minutes by 2015, improve aviation fore-
casting accuracy by 13 percentage points by 2007,
and improve temperature and river forecasts for
a pilot region by 2004. Lives will be saved by
more timely evacuations; airline and energy indus-
try costs and energy use will be reduced.

* Health and Human Services: The Food and

Drug Administration plans to increase the speed
of processing generic drug applications to act on
75 percent within six months of receipt in 2003,
up from 50 percent in 2001. FDA will also triple
inspections of foods it regulates that are imported
into the United States.

» Housing and Urban Development: HUD has set

a target to raise the minority homeownership rate
to 50 percent in 2003.

Justice: The Budget supports a six-month stand-
ard for processing all immigration applications.
The Immigration and Naturalization Service will
streamline and redesign its entire process, improv-
ing efficiency to reach this target. This will be
done with a clear focus on thorough and timely
screening of all applicants to ensure security. Jus-
tice has also set targets for immigration enforce-
ment, prison crowding, and detention cost and
quality.

Social Security Administration: SSA has tar-
geted an increase in retirement claims processed
within 14 days from 84 percent in 2001 to 87
percent by 2003, an increase in customer initiated
services available electronically from 21 percent
to 40 percent; and an increase in callers access
to SSA’s 800 number within five minutes of their
first attempt from 92 percent in 2001 to 94 per-
cent in 2003.

Transportation: DoT manages programs to im-
prove safety in all modes. They have set targets
to reduce the number of serious airport runway
incursions from the 52 last year. The Department
also hopes to reduce highway fatalities and inju-
ries by increasing seat belt usage to 90 percent
by 2005, and reducing alcohol-related fatalities to
11,000 by 2005.

USAID: The Budget increases funding for global
efforts to combat HIV/AIDS. A rapid scaling up
of the program will focus on four countries (Cam-
bodia, Kenya, Uganda, and Zambia) to reduce HIV
prevalence in young adults by 30 percent, increase
the proportion of infected, pregnant women getting
antiretrovirals to prevent  mother-to-child
transmision to 7 percent, and increase the per-
centage of orphans receiving community services
to 12 percent.

Adding Incentives to Enhance Program
Effectiveness

Even effective programs can further enhance their
results by adding incentives for grantees, contractors,
and employees. For less effective programs, this could
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provide a crucial boost to the search for innovation, » State: OMB and the State Department are coordi-
efficiency, and new strategies. nating an effort to right size the government’s

» Agriculture: The Food Stamp quality control sys-
tem measures how accurately States determine
Food Stamp eligibility and calculate benefits.
While the system is necessary to ensure program
integrity, the current system’s sole focus on pay-
ment accuracy does not recognize State efforts to
achieve other important program goals, such as
promoting access among working households. As
part of Food Stamp reauthorization, the President
proposes rigorous, but fair, reforms to the quality
control system and performance bonuses for pay-
ment accuracy and customer service.

* Commerce: The Administration will propose that
reauthorization of the principal legislation gov-
erning marine fisheries conservation enable the
use of transferable fishing quotas in appropriate
circumstances. This strategy can improve eco-
nomic incentives for fishing investment and activ-
ity, which help both profitability and environ-
mental sustainability. Currently, 20 percent of
major marine fish stocks are over fished and an-
other large fraction has unknown population sta-
tus.

* Education: Vocational Rehabilitation State
Grants are already rated effective, but States vary
widely. As part of the initiative to integrate per-
formance measures and budget decisions, com-
panion Incentive Grants will be allocated to States
based on their performance in helping individuals
with disabilities obtain competitive employment.

* Energy: The Power Marketing Administrations
provide an unusual example of improved incen-
tives. PMAs receive their power from hydroelectric
dams operated by the Corps of Engineers and the
Bureau of Reclamation. In 2003, three additional
PMAs will join Bonneville Power Administration
in directly paying the Corps’ operating and main-
tenance expenses, permitting the PMAs to nego-
tiate directly with the Corps over their mainte-
nance and upgrades.

* Health and Human Services: The effective Tem-
porary Assistance for Needy Families (TANF) pro-
gram began in 1996. TANF includes a system of
high performance bonuses to reward States that
have excelled in a variety of areas, including em-
ployment outcomes and continued access to bene-
fits. The bonus to reward States with a reduction
in out-of-wedlock births is less effective and so
is being eliminated, with the funds redirected to
develop new approaches to reduce illegitimacy and
promote family formation.

* Labor: The Federal Employees’ Compensation Act
will charge agencies for the full cost of FECA ad-
ministration as well as workers’ benefits, and will
implement a number of reforms to strengthen pro-
gram integrity, discourage frivolous claims, and
promote benefit equity.

overseas presence. Information is being developed
on how many employees from which agencies are
stationed overseas and what they are doing. OMB
and the State Department are developing a pro-
posal whereby the many agencies that the State
Department hosts will be charged for the full cost
of the space and services that they use, providing
a new incentive to balance cost against the benefit
of overseas presence.

» Treasury: The United States proposes to nego-
tiate a significant increase in the level of assist-
ance provided to the poorest countries as grants
rather than loans. The U.S. will focus this aid
on countries with sound policy environments and
demonstrated performance, and on operations that
raise productivity. The institutions which dis-
tribute the aid will be asked to develop reliable
performance and output indicators. The U.S. will
increase its contributions in 2004 and 2005 condi-
tional on specific actions and the achievement of
results.

Improving Efficiency in Programs and Support
Services

If the Federal role is appropriate and the program
is effective or undergoing reform, then attention turns
to the most efficient way to produce outputs. This is
more difficult than in the private sector, where market
price summarizes the value of the timeliness, accuracy,
quality, and other characteristics of outputs. But atten-
tion to efficiency can result in the public getting more
government services at the same or less cost.

» Agriculture: The Farm Service Agency and the
Natural Resources Conservation Agency will work
to reduce the reporting burden of the farmers they
serve by 10 percent, and to increase the technical
assistance to priority locations and the eligibility
determinations they provide, while reducing cost.

» Agriculture: Rural Development has had consid-
erable success centralizing loan servicing through
a single, national office and information system.
The Budget proposes that the Farm Service Agen-
cy emulate that success by establishing a service
center to centralize farm loan servicing.

* Defense and Veterans Affairs: To increase the
cost-effectiveness of providing medical care, the
Department of Defense and the Department of
Veterans Affairs will begin to coordinate with each
other. They will share information to speed deliv-
ery of health services and ensure the safety of
veterans who get care from both DoD and VA.
They will also share resources instead of con-
structing new facilities, purchase supplies to-
gether, and coordinate patient transportation.

e Education: The Department of Education will re-
form the process of collecting Federal elementary
and secondary education information from States
in order to reduce administrative burden, maxi-
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mize the usefulness of data, and improve account-
ability for results. This reform will permit staff
to focus on results, thereby releasing the Depart-
ment from a culture of compliance and shifting
to a culture of accountability.

* Education: The Department of Education’s costs
for administering student financial assistance pro-
grams will be consolidated in a single discre-
tionary account. Requests will be tied to unit cost
targets for major tasks, such as applications proc-
essing, loan origination, and loan servicing, and
to annual estimates of participation in various
programs. These changes will enable the Depart-
ment to measure its progress in meeting produc-
tivity and cost-efficiency goals.

* Health and Human Services: HHS is a many-
layered bureaucracy with 40 Human Resources of-
fices competing for recruits, more than 50 Public
Affairs offices, and more than 20 Legislative Af-
fairs offices. These will be consolidated into four
Human Resources offices and one each for Public
Affairs and Legislative Affairs. Three building
maintenance and construction offices will be con-
solidated into one this year, and two more will
be folded in next year, in order to concentrate

expertise and set priorities for capital projects
across the Department.

e Justice: To use detention space efficiently, the
Department of Justice will create a National
Clearinghouse for Detention Space; State, local,
and private providers will electronically post va-
cancies, rates, services, and other data. Justice
will also explore purchasing private prisons.

e Labor: DoL is providing focused compliance as-
sistance to help employers prevent labor law viola-
tions or correct them voluntarily. Efforts include
making the rules more understandable, posting
them on the Web, providing on-site consultations,
and developing interactive electronic tools to help
employers and others understand occupational
safety and health regulations.

These examples show that there are Federal pro-
grams with documented effectiveness. These programs
attract support in the President’s Budget. They show
that making decisions based even on today’s rough per-
formance measures can improve results—by allocating
resources to more effective programs, stimulating pro-
gram reforms, providing constructive incentives, and
cultivating good program management. The integration
of performance measures in the budget process encour-
ages their use in making decisions that improve results.

FOUNDATION FOR RESULTS

Measurement leads to improvement, but it is hard
to find good measures in the Federal government. For
instance, currently many program managers cannot get
a consistent, full measure of the costs of their programs
from agency budget systems. Frequently they do not
actively participate in developing performance meas-
ures for the performance plans required under the Gov-
ernment Performance and Results Act (GPRA). The
goal of the Integration Initiative is to give program
managers better information on costs, involve them in
a process of setting goals that are commensurate with
the resources requested, and then hold them account-
able for results.

In the same vein, while some agencies have made
good progress in performance reporting under GPRA,
a lot more needs to be done. Even information about
the relationship of existing performance measures to
the budget costs for specific programs is frequently not
available for decision-makers and the public. This Ad-
ministration has devoted substantial time and effort
over the past year to integrating goals and costs, in-
cluding making major changes in the budget volume.
Notwithstanding this effort, it continues to be difficult
to systematically assess either the effectiveness of pro-
grams, or their relative efficiency when compared to
like activities in other areas of government and the
private sector.

This lack of full, consistent information is the result
of long standing barriers in agency organizations and
reporting systems, some of which are built into law.

To just begin to correct these deficiencies, the following
steps are needed:

* The government’s program managers must partici-
pate in the development of broad objectives and
annual performance goals, and link those objec-
tives and goals to an annual budget request.

» Agency reporting systems must be able to report
on these goals, objectives, and costs in an inte-
grated information system that can be aggregated
into the President’s Budget request and the agen-
cy budget justification that is transmitted to the
Congress. Agency reporting systems must also
provide acceptable after-the-fact evaluation and fi-
nancial information on how well goals and costs
have been achieved.

Making results the focus of the budget requires three
significant changes. First, planning and evaluation—
both oriented toward outcomes—must be thoroughly in-
tegrated into the budget process and documents. Sec-
ond, the alignment of budget accounts—and especially
their subdivision into “program activities”—should be
reviewed so that the budget can readily relate resources
used to the results produced, and so that good manage-
ment is supported. This can be done separately for each
agency. Third, accounts and activities should be
charged consistently for the full annual cost of the re-
sources used. This requires legislation.

In October, the Administration transmitted legisla-
tion to the Congress to charge the employer’s share
of the full accruing cost of retirement benefits to Fed-
eral employers. A companion bill to complete full charg-
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ing for other resources used to produce outputs is being
developed for transmittal following this Budget. To-
gether, these changes are important steps toward a
more results-oriented government.

The broad objectives of the Integration Initiative are
clear enough, but, as with performance measurement
in general, translating these objectives into specific
goals and making the changes necessary to meet the
goals is much harder and takes a long time. Many
program managers, budget officers, performance meas-
urement staff, and other government officials are strug-
gling with this translation.

Integrating the Process

The first step in infusing planning and evaluation
into budgeting is to produce greater collaboration. Some
agencies report that these functions are already carried
out by “the same” staff, and others are considering
mergers. So far, the results of collaboration are usually
more evident at the bureau than at the departmental
level. Planning is more likely to precede budgeting at
bureaus, and a crosswalk between performance goals
and budget cost is often provided.

The Environmental Protection Agency is an example
of an agency that has made substantial progress. It
has an integrated staff to create the budget, set output
targets, and evaluate implementation. Another useful
practice is followed by Health and Human Services,
which holds a department-level joint plan and budget
review for each of its operating divisions to prepare
for the Secretary’s budget submission to OMB.

The second step is to make a serious commitment
to outcomes—and to evaluation of relevant programs
to understand how outcomes can be improved. A re-
sults-oriented budget starts from the agency’s strategic
plan and its priorities. What outcomes will the agency
espouse? How do its programs and activities help to
achieve each outcome? Targeting an outcome, which the
agency may influence but cannot control, seems risky.
Yet without a serious commitment to outcomes, the
agency’s programs may be efficient—but only acciden-
tally will they be effective. Moreover, agencies without

this commitment are likely to have so many “perform-
ance measures” that few capture attention, get agency
priority, or aggregate into results that the public cares
about. Below are two examples of outcomes related to
agency outputs. Note in the first example how an out-
come—highway safety—may be produced by the out-
puts of several different agency programs and activities
taken together.

» Transportation. To reduce highway fatality and
injury rates, DOT will test automobiles to ensure
compliance with safety standards; promulgate new
or revised safety standards in several areas; invest
in infrastructure improvements to reduce condi-
tions or factors most associated with highway fa-
talities, such as single vehicle run-off-the-road
crashes (which cause 38 percent of all deaths);
and increase research into how the growing levels
of driver distractions may increase accident rates.

» Veterans Affairs. To improve the overall health
of veterans through high-quality, safe, and reliable
health services (an outcome), VA has sharply in-
creased its score on the Care Index (a measure
of the degree to which VA follows nationally recog-
nized guidelines for the treatment and care of pa-
tients with one or more of five major ailments)
and on the Prevention Index (a measure of the
degree to which VA follows nationally recognized
prevention and early detection recommendations
for eight diseases or health-risk factors).

Finally, a single streamlined, integrated plan-and-
budget document should eventually be produced. So far,
agencies have included budget amounts in their annual
performance plan, first at an aggregate level and then
in more detail. They have also included performance
measures in their budget justifications, sometimes
linked with program resources. Plans are relatively
streamlined; budgets rarely are—not even in the sense
of a streamlined overview with supplementary volumes.
The Department of Labor and some other agencies are
working toward a single integrated document. But few
have learned a lesson from great chefs: “reductions”
take more time, but they have more flavor!
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Chart 1-1. Linking Resources with Results

Outputs

Inputs
Financing sources

outcome.

Program managers with authority over budgetary
resources and staff offices are charged for the full
annual cost of resources used and are responsible
for efficient production of related outputs.

Evaluation determines which outputs with which
characteristics do most to improve the desired
outcomes. Several programs may influence a single

\A Outcomes

Net impacts

Improving Alignment

Account and activity alignment should eventually fit
the nature of each agency and bureau. Alignment needs
to be considered with care. Consideration might begin
with the question: What general principles for align-
ment contribute to creation of a results-focused budget?

Attention naturally turns to programs for the public
that carry out the agency’s mission. The agency’s Stra-
tegic Plan, which is based on its authorizing legislation
and involves wide consultation, is a potential starting
point for identifying strategic goals and the outcomes
that the agency seeks to improve. If the agency’s per-
spective or environment have changed enough to affect
its strategic goals (e.g., the Department of Justice after
September 11th), they need to be brought up to date.
The agency’s main goals could be listed, along with
the outcomes that measure success in achieving each.
This could provide an organizing framework for the
integrated plan and budget document.

The traditional—indeed Constitutional—purpose of
the budget accounts is to control budgetary resources.
That emphasis will continue, and no changes in budget
concepts or total budget outlays are proposed as part
of the Budget and Performance Integration Initiative.
But the account structure needs review to ensure that
it supports, or at least does not hinder, good manage-
ment. From that perspective, all of the resources used
by a bureau or other organization should be financed

from one or more budget accounts associated with it.
At an aggregate level, resources would be managed by
those accountable for achieving results.

Bureaus are clearly visible in the budget account
structure of almost all Departments. Many accounts
finance an entire bureau or office. Where there are
more accounts, there is often a good managerial reason:
a major program may have an account of its own; large
mandatory transfers or grants may be in a separate
account from administration and other complementary
discretionary activities; if the bureau conducts pro-
grams and activities for very different major purposes,
separate accounts may support better decisions. But
multiple small accounts for similar purposes are usually
unnecessary. And multiple accounts for different inputs
or different activities leading to the same output or
outcome may inhibit a manager striving for the best
results. Some account consolidation might be useful.

The “program activity” sections that subdivide budget
accounts offer an opportunity to improve linkage be-
tween resources and results. In accounts that finance
provision of goods, services, grants, transfers, credit,
insurance, or regulation for the public, program activi-
ties could align the resources used with the results
achieved—usually an output for the public, such as
loans made—with related performance measures that
influence desired outcomes, such as the percent of loans
made to first-time homeowners and the percent that
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remain in payment status. This is sometimes current
practice. But in other cases, these subdivisions may
show inputs, some-but-not-all of the funding for an out-
put, or an intermediate process that contributes to sev-

eral outputs. Such practices make it difficult to show
the full annual cost of resources used to achieve specific
results. They also splinter responsibility for achieving
results that Americans value.

Immigration and Naturalization Service Program and Account Restructuring

In 2003, the Administration is proposing a realignment of the Immigration and Naturalization Service’s (INS’s) account struc-
ture. In the past, INS had three accounts: salaries and expenses, construction, and immigration support. A person looking at
the INS accounts could not determine how much money was spent on immigration enforcement or immigration services.
Even looking at various fee accounts, one could not see how much of the money collected from application fees went to
processing the application versus enforcing immigration law. The new structure provides the full picture of how much money
collected from application fees went to processing the application versus enforcing immigration law. The new structure pro-
vides the full picture of how much money is spent to fulfill the agency’s dual missions of enforcement and services.

This proposal realigns the INS budget and account structure with the Department of Justice’s and INS’s Strategic Plan ob-
jectives, making it easier to track resources with results. It not only changes the account structure but also collapses the
current program structure from 13 different programs to six programs that directly link to performance objectives. It orga-
nizes similar enforcement actions together and clearly separates immigration services and support operations. The support
and administration account is temporary, capturing the overhead and support costs that could not be easily spread in the
first year. INS plans to spread these costs in the 2004 budget. This will complete the realignment of funding to allow for
linking funding with performance goals—so the public knows what it is getting for its money.

Chart 1-2. INS Program & Account Structure Linked to
Performance Objectives
Current Program Structure New Program Structure New Account Structure Performance Objectives
Border Patrol
Inspections
International Affairs
Enforcement OBJECTIVE: Secure the ports
of entry, land border, and coasts
Immigration of the U.S. against unlawful
Intelligence entry.
‘g - »| Enforcement [—P] Y
Account OBJECTIVE: Facilitate lawful
travel and commerce across the
borders of the U.S.
Detention & |
Removals =
Adjudications and | OBJECTIVE: Deliver services
Naturalization Immigration to the public in a professional and
> v Services —»|  courteous manner and ensure
International Affairs | Account that correct immigration benefit
Benefits decisions are made in a timely
and consistent fashion.
Information and
Records u
Management
>
Data and ||
Communications OBJECTIVE: Strengthen
Support human resource recruitment and
and —> retention efforts and provide for a
Construction and - Administrati workforce that is skilled, diverse,
Engineering e and committed to excellence.
-
I Legal Proceedings I_
Management and -
Administration
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Thoughtful long-term reforms are needed in budg-
etary structure to manage for results. The Federal
Aviation Administration is improving its budget ac-
counts for capital and research by aligning funds under
performance outcome goals. The agency is also stream-
lining these accounts to increase managerial flexibility
to achieve performance outcomes. A more extensive ex-
ample of an agency working on this problem is the
Immigration and Naturalization Service. The presen-
tation on the previous page shows their prior account
structure, how they transformed it, and how it lines
up with INS’s performance objectives.

Charging Full Annual Budgetary Cost

To show the full annual budgetary cost consistently
across all programs requires more than improving ac-
count and activity alignment. It also requires providing
budget authority to cover the resources used for each
program and oversight account, and charging all ac-
counts for the full annual cost of using resources. Cur-
rently this is not systematically done.

* Civilian retiree health benefits have all been paid
centrally for the whole government; military
health benefits have been paid centrally by DoD
and the small uniformed services. Costs are not
shown when the benefits are earned; only when
they are paid.

* Pensions for new civilian employees and for mili-
tary employees were reformed in the mid-1980s,
with employers paying their share of the accruing
cost. But costs for employees hired earlier under
the Civil Service Retirement System are only part-
ly charged, and several small systems are pay-
as-you-go, which creates an uneven effect across
programs.

* Support goods and services are often paid cen-
trally by agencies or provided to programs at less
than full cost. There are indications that programs
use different amounts and kinds of support in
these circumstances than when they pay full cost.
In other instances, agencies may allocate cost to
the programs, leaving managers feeling burdened.

» Capital costs are most problematic. From the pro-
gram manager’s perspective, they may be zero if
financed centrally, some share of acquisition cost
if that is allocated, the rental value if office space
is rented from GSA, or a substantial bite out of
their budget for a rare capital acquisition.

In sum, program costs are often lower than annual
operating costs—by widely varying amounts—and
sometimes higher. The Budget and Performance Inte-
gration Initiative will improve on this and begin to
create more complete and uniform measures of annual
budgetary cost across the government. That will begin
to permit the fair comparison of the cost of one program
with another.

Two complementary legislative proposals—one al-
ready transmitted to the Congress and the other under
development—would apply “best practice” consistently

to show a more complete measure of budgetary cost
where and when resources are used.

e To show resources where they are used, the sec-
ond proposal would include a straightforward but
powerful requirement: the full annual budgetary
cost of resources used by programs shall be
charged to the budget account or accounts that
fund the program. More than one program might
be funded by a single account so long as the
amounts used are separately distinguished. These
provisions would be deliberately general, leaving
how they would be applied to case-by-case deci-
sions on alignment.

 To show support services where they are used,
the second proposal would create intra-govern-
mental support revolving funds (ISRFs) from
working capital, franchise, and other support re-
volving funds. Any support goods and services pro-
vided to more than one bureau would move into
an existing fund or a newly created one. Like all
other accounts, ISRFs would be charged for the
resources they use and would charge programs
and other customers enough to operate on a self-
sustaining basis.

Three other provisions of legislation would use pairs
of budget accounts to change when costs are shown
in the program accounts without changing the timing
for the budget totals. These cover all major cases where
resources are used long before or long after they are
paid for.

* Pensions and retiree health benefits are earned
as Federal employees work; they are paid much
later, after the employees retire. The legislation
already transmitted would require program and
other employer accounts to pay the employer
share of the accruing cost of these benefits to re-
tiree benefit accounts, where they are offsetting
collections. These accounts would pay the benefits
when they come due.

+ Similarly, programs that generate hazardous sub-
stances would be required to pay the accruing cost
to clean up contaminated assets at the end of
their useful life. These payments would go to
funds responsible for the cleanup.

* In contrast, capital assets are bought before they
are used. In this case, an agency Capital Acquisi-
tion Fund (CAF) would be created. Following good
budget practice, the CAF would request budget
authority (BA) up front to acquire assets that are
included in the budget, and outlays would be re-
corded when payment was made. However, this
BA would be in the form of borrowing from Treas-
ury authority. The CAF would then borrow for
the period of the asset’s useful life; collect annual
capital user charges in proportion to asset use,
and make the mortgage payments to Treasury.

The General Accounting Office supported these con-
cepts for budgeting in the United States in a recent
report, Accrual Budgeting: Experiences of Other Nations
and Implications for the United States. (February 2000).
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Full Funding for Federal Retiree Costs. To make
quick progress on these practices, the Administration
split the required legislation into two parts. In October,
the first bill—“Budgeting and Managing for Results:
Full Funding of Retiree Costs Act of 2001”—was trans-
mitted to Congress as Title II of the Managerial Flexi-
bility Act of 2001.

The proposal charges to salary and expense accounts
in all Federal agencies—most of which are funded by
discretionary appropriations—the employer’s share of
the full annual accruing cost of retirement benefits
above and beyond the amounts that are charged now.
The bill requires charges for:

e the full accruing cost of the Civil Service Retire-
ment System and the parallel Foreign Service and
CIA pensions,

* retired pay for the small uniformed services (Coast
Guard, Public Health Service, and NOAA),

e retiree health benefits for civilian employees in
the Federal Employee Health Benefit Program,
and

» retiree health benefits for the seven uniformed
services. For the latter, accrual of health benefits
for those 65 and over will start in 2003 under
existing law, and accrual of benefits for younger
retirees is proposed to start in 2004.

Existing liabilities are amortized by mandatory pay-
ments from the general fund, and benefit payments
are mandatory.

This component of cost was proposed first because
it could be implemented largely by changing the
amounts paid from and to existing accounts. These
costs are displayed by account in the 2003 Budget for
2003 and beyond, with comparable estimates published
for 2001 and 2002.

The bill does not change total budget outlays or the
surplus/deficit; it shifts costs from central mandatory
accounts to increase the affected discretionary accounts
on the civilian side by $9.2 billion. The additional dis-
cretionary amounts were treated as an adjustment in
this Budget.

Thus, the Budget requests sufficient funding by ac-
count for this conceptual change, except for programs
that are funded by user fees. Under OMB Circular
A-25, the costs of the latter programs are expected
to be covered by their fees. The adjustment for accounts
producing support goods and services is made in their
customers’ budget accounts.

This legislation would fully fund the employer share
of all Federal pensions, retired pay, and retiree health
benefits by agency payments to the retiree benefit funds
each year as they are earned by employees. It would
amortize past unfunded liabilities on a regular schedule
by payments from Treasury to the retiree benefit funds.

The legislative language requires the appropriate
amounts to be paid out of all salary and expense appro-
priations, just as they are now for the Federal Em-
ployee Retirement System (FERS) and the Military Re-
tirement System (MRS).

These charging practices would go a long way to close
the gap between current budgetary cost and uniform
full operating cost so that cost and results can be com-
pared with each other and across programs.

The bill would not change the government cost that
would be compared with private offers in a public pri-
vate competition. These costs are already included in
the OMB Circular A-76 comparison. But it moves to-
ward the possibility of fair competition without the cur-
rent burdensome process.

Full Budgetary Cost and Performance Integra-
tion. As discussed above, the Administration is devel-
oping a second proposal to charge uniformly for other
resources where and when they are used. It is intended
for transmission to Congress after this Budget. Imple-
mentation would start in the fiscal year 2004 Budget,
but with additional implementation in future years.
This proposal covers the 24 CFO Act agencies, except
that the Director of OMB may extend the support goods
and services provisions to other agencies.

While still under review, this proposal’s key goal is
to facilitate the full annual budgetary cost of resources
used by programs being charged to the budget account
or accounts that fund the program. More than one pro-
gram may be funded by a single account so long as
the amounts used are separately distinguished. How
this is worked out in each agency—and how closely
it hews to the spirit of aligning costs with outputs and
outcomes—will determine where the costs defined in
the other provisions will be charged. To retain the cur-
rent degree of flexibility to deal with changing cir-
cumstances, the proposal will include limited transfer
authority.

None of the budgetary changes in this proposal will
affect the “bottom line” of the budget as a whole, or
the basic budgetary concepts of budget authority, obli-
gations, and outlays. They do increase the amount of
discretionary budget authority that must be appro-
priated to capture the full cost of programs. The effect
of this will be that programs that produce outputs for
the public will recognize discretionary spending in the
budget at the time when they incur costs.

Therefore, for each program, the budget account
would show the total budgetary resources used to pay
annual operating cost. Comparison of resources and re-
sults will be systematic when allocating resources; and
managers will have timely feedback and better resource
control with which to achieve better results.

MANAGING FOR RESULTS

What you measure is what you get. The greatest
initial impact from integrating performance and budg-
eting is that we will begin to get better results for

each budget dollar. In the slightly longer run, managing
for results will continually improve program outcomes.
The President’s Management Agenda launched this ef-
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fort last August. The Agenda includes five government-
wide initiatives that are intended to work together as
a mutually reinforcing set of reforms. In addition to
Budget and Performance Integration, they are Strategic
Management of Human Capital; Competitive Sourcing;
Expanding Electronic Government; and Improving Fi-
nancial Performance.

The Strategic Management of Human Capital Initia-
tive will align human resources with programs and
their outputs, so that real as well as budgetary re-
sources will be focused on producing results. The Com-
petitive Sourcing Initiative will give program managers
more choice in the character and cost of the inputs
they buy with the budgetary resources they control.
The Expanding Electronic Government Initiative will
help programs to coordinate and deliver services. And
the Improved Financial Performance Initiative will inte-
grate financial and performance information that, to-
gether with Budget and Performance Integration, will
provide timely, analytical feedback to managers. These
Initiatives place more authority and accountability for
outputs at the operating level, use working groups and
intermediate levels of management to coordinate pro-

grams to influence outcomes effectively, and focus top
management on policy development and oversight.

The basic idea is to align authority, staff, and all
resources used with specific bureaus and programs, to
provide flexibility in the use of those resources, and
to hold managers and staff accountable—with rewards
when successful—for achieving agreed-upon results.
Following the spirit of accountability, this Budget is
presented by Agency rather than by cross-cutting func-
tions.

These five government-wide Presidential initiatives
were selected because in each area the Federal Govern-
ment is operating below potential, yet there is also
a clear path to improvement with a major pay-off at
the end. As a goal post, each of the initiatives included
standards setting forth the characteristics that would
define the success to be achieved over the next three
years. OMB is working with agencies to customize the
progress that each agency should make this year to
achieve full success within three years. Agencies will
earn “green lights” on progress for each quarter in
which they meet the milestones along their agreed
pathway to success.

Chart 1-3. Moving Toward Results-
Oriented Government

Results orientation will be infused into every
aspect of government:

Budgeting -- results, targets, and structure
Managing -- in the spotlight

Staffing -- align and empower staff, reward results
Acquisition -- competitive, performance-based
IT -- integrated, timely, delivering service

Reporting -- accurate, timely, and integrated
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Strategic Management of Human Capital

A growing portion of the Federal workforce will be-
come eligible to retire over the next decade. Good
human resource management is needed to ensure that
people with the necessary skills are hired, trained, and
retained to provide public services. Human resources,
as well as budgetary resources, need to be aligned with
programs and activities that produce results. Aligned
managers should be delegated the authority they need
to get the job done, including more flexibility to hire
and manage personnel, rather than hampered by exces-
sive layers of review. The Integration and the Human
Capital initiatives both link rewards to individual and
group success in reaching performance goals. Below are
examples of good practice.

e Treasury implemented knowledge management
systems to help preserve and share the experience
and institutional memory of retiring employees.

* The Veterans Affairs Healthcare Network for
Upstate New York involves its employees in devel-
oping work unit “stretch” goals at least 10 percent
higher than the consensus expectation for the
amount of work that will be accomplished. Em-
ployees have a stake in their success through a
“goal sharing” incentive program, where modest
awards are based on reaching goals at the regional
and unit level. Since the program began, the pro-
gram has reduced cost per patient and improved
customer service and satisfaction.

* The General Services Administration’s Public
Buildings Service allocates regional office budgets
based on nine performance measures. Targets are
set for each measure, and a portion of the Per-
formance Excellence Pool goes to regions for each
goal they exceed. Organizational and individual
performance has improved across the measures,
with lower costs and better efficiency, effective-
ness, and customer satisfaction.

Competitive Sourcing

The President’s Management Agenda includes an ini-
tiative to acquire an increasing proportion of commer-
cial goods and services through competition among and
between public and private sources. The process, as
defined in OMB Circular No. A-76, relies on a perform-
ance-oriented statement of work and a comparison of
the full costs to the taxpayer for each source. Last
March, OMB set a target for agencies to compete or
convert to contract not less than 5 percent of their
FAIR Act inventories of commercial work performed
by Federal employees in 2002. Agencies were asked
to compete an additional 10 percent of their FAIR Act
inventory in 2003. The agencies will retain all of the
savings achieved through Competitive Sourcing.

Innovation and efficiency are stimulated when agen-
cies compete the acquisition of support goods and serv-
ices from providers in their own agency, other agencies,
or the private sector. Savings are generated which can
be put to use in support of the agency’s mission. The
Department of Defense has competed 218 competitions

since 1955, of which 57 percent were retained in-house,
and 43 percent converted to contract. When retained
in-house, the average savings were 34 percent.

However, OMB Circular A-76 is a cumbersome and
complicated process. It requires developing a perform-
ance-based contract, conducting a management study
to design a most-efficient-organization for the in-house
bidders, and making an elaborate cost comparison. The
process needs to be reformed to allow program man-
agers to be free to acquire the support goods and serv-
ices that best meet their needs.

Expanding Electronic Government

E-government can improve the coordination, effi-
ciency, and effectiveness of delivering information and
services to the public. These projects may bring to-
gether programs producing different outputs toward
common outcomes, and help them to deliver services
from the customer’s perspective. In order to make the
government truly “citizen-centered,” agencies will have
to work together around the needs of citizens and busi-
nesses—not agency boundaries. Citizen-centered gov-
ernment will use the Internet to give citizens the ability
to go online and interact with their government. Below
are some interesting examples.

* The Department of Commerce is using the Inter-
net to serve businesses interested in international
trade and minority contracting opportunities. Cen-
sus uses e-government for its economic surveys
of firms, and will use it more for the 2010 census
of population.

* The Department of Labor’s Occupational Safety
and Health Administration accepts health and
safety complaints over the Internet. In addition,
individuals can use the Internet to discover lost
pensions, and a pilot project allows people to cal-
culate their approximate retirement benefits on-
line.

* The National Science Foundation was the first
agency to perform all of its critical interactions
with its proposal applicants through the web. Over
99 percent of the proposals the agency receives
are submitted electronically.

* The Social Security Administration is rapidly ex-
panding online customer service options. These in-
clude making retirement claims, receiving Medi-
care replacement cards, checking account status
on-line, getting access to change one’s address and
telephone number, and making direct deposits.

Improving Financial Management

Financial management is a natural complement to
budgeting. Better account and activity alignment with
performance is needed; resources should be charged
where they are used. This congruence would facilitate
accounting, and the emphasis on performance would
provide incentives for, as well as facilitate, cost account-
ing. Performance, budgeting, and accounting informa-
tion potentially could be entered using standard analyt-
ical software at the program and activity level, where
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it would be familiar and used as timely feedback, mak-
ing it likely to be accurate. All entries should be fully
coded to the Standard General Ledger. The modules
as a whole could then be uploaded and consolidated.

e Transportation is implementing a new Depart-
ment-wide financial management system that is
geared towards capturing transactions at the
source, automating the matching of expenditures
to the obligating document, and obtaining elec-
tronic approvals. By capturing transactions at the
source, this process reduces the likelihood of erro-
neous payments and posting the charges to the
wrong contract. All organizations in DOT are
working to convert to the new system by the end
of calendar year 2002.

e The Treasury Franchise Fund consists of eleven
“business activities,” each with a separate account
established to facilitate financial reporting. Al-
though the audited financial statements of the
Fund are presented on a consolidated basis, its
financial system generates individual financial
statements for each business activity. Revenue
and expense data are recorded and reported by
business line. Direct and indirect costs are identi-
fied by each business activity and reported inter-
nally on financial reports.

* The Social Security Administration included a
comprehensive footnote disclosure in its Account-
ability Report that described the method they use
to classify operating expenses by strategic goal.
SSA aligns its strategic goals with its request for
new budget authority as part of its annual budget

request. They applied the same method to allocate
primary administrative expenses to each strategic
goal and reconciled that to the operating costs
reported on the Statement of Net Cost.

The Department of Education is using activity-
based costing in its student financial assistance
(SFA) programs to improve efficiency. SFA has
worked with managers to define program and
business activities, assign cost, and map the ac-
tivities. A user-friendly reporting tool provides
managers with on-line multidimensional views of
the results. Quarterly management reports are
provided to managers showing the cost of their
business processes and providing insight into the
drivers of those costs. Managers are being as-
signed cost reduction targets, which this system
and benchmarking with private industry and
other agencies will help them to meet.

The Environmental Protection Agency provides
integrated financial and programmatic data to the
agency’s managers to support decision-making
based on costs. For example, EPA is tracking the
cost for all major IT projects by phase. Agency
cost accounting for the Superfund program has
resulted in over $2.8 billion in cost recoveries. And
the agency’s accounting structure has been rede-
signed to provide the costs of achieving the goals,
objectives, and sub-objectives embodied in their
Strategic Plan and budget.

All five of the President’s Initiatives thus contribute
to the performance orientation and effectiveness of the
Federal Government.
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2. ECONOMIC ASSUMPTIONS

Introduction

Beginning in mid-2000, economic growth decelerated
sharply. Over the following half-year manufacturing
production declined, the Nation’s payrolls grew very lit-
tle, and the unemployment rate rose. In response to
the slowing economy, the Federal Reserve cut the fed-
eral funds rate by 2-34 percentage points during the
first half of 2001, the largest reduction in such a short
period since 1984. Fiscal policy also shifted to stimulate
demand. In June, the President signed the Economic
Growth and Tax Relief Reconciliation Act of 2001,
which reduced personal income taxes by $44 billion dur-
ing the second half of the year, the first installment
in a multi-year permanent reduction in income tax li-
abilities.

Under normal circumstances, the strong monetary
and fiscal stimulus either in place or enacted by mid-
2001 would have been more than sufficient to reinvigo-
rate the stalled economy. In fact, last spring most fore-
casters, including the Administration, were predicting
that the sluggish growth that began in 2000 would
end by late 2001 and the economy would again be grow-
ing at a sustainable pace that would keep the unem-
ployment rate from rising further.

However, the normal channels of transmission link-
ing economic policy and economic performance never
had a chance to operate. The terrorist attacks of Sep-
tember 11th temporarily shattered consumer and busi-
ness confidence. Faced with a highly uncertain and
much more risky economic environment, consumers,
businesses and investors for a brief time became much
less willing to undertake the purchases and invest-
ments which are needed to achieve sustainable growth.

According to the National Bureau of Economic Re-
search (NBER), the business cycle expansion that began
in March 1991 ended in March 2001, six months before
the terrorist attacks. The expansion lasted exactly ten
years, making it the longest period of continuous eco-
nomic growth in the Nation’s history. In the absence
of the terrorist attacks, the longest-running expansion
might have continued well into its second decade. As
the NBER stated, “Before the attacks, it is possible
that the decline in the economy would have been too
mild to qualify as a recession. The attacks clearly deep-
ened the contraction and may have been an important
factor in turning the episode into a recession.” 1

At the start of 2001, hardly any forecaster expected
that the economy would slip into recession within a
few months. None did, or could, anticipate the shock
to the economy from the terrorist attacks later in the
year. Consequently, forecasts of real GDP growth made

1National Bureau of Economic Research, “The NBER’s Business-Cycle Dating Procedure”,
December 13, 2001, page 7.

in January 2001 turned out to be well above the actual
outcome.

The forecasts made in January 2001 by the Adminis-
tration, the Congressional Budget Office (CBO) and the
Blue Chip consensus, an average of prominent private
sector forecasts, projected real GDP growth in 2001
would be close to 2.5 percent. Although the official esti-
mate of fourth quarter growth is not yet available, the
consensus forecast anticipates that growth in 2001 will
be close to 1 percent. The error was especially large
for business capital spending. Most forecasters expected
an increase in 2001; instead it fell sharply.

The forecasts made in January 2001 by the Adminis-
tration, the CBO and the Blue Chip consensus for GDP
growth in 2002 were all close to 3.5 percent. That is
about 2-Y2 percentage points above the current projec-
tions for 2002, which are 0.7 percent in the economic
assumptions used in this Budget; 0.8 percent in the
January 2002 CBO projections; and 1.0 percent in the
January 2002 Blue Chip consensus.

The large over-estimate of real growth during
2001-2002 contributed to a large over-estimate of re-
ceipts in FY 2002. Receipts are now expected to be
$177 billion lower than anticipated in the 2002 Budget
published in April 2001 due to the weaker economy
and related factors, and outlays are expected to be $20
billion higher. Thus, the budget balance for 2002 has
been reduced $197 billion due to the impacts from the
unexpected weak economy. (For further details, see the
section below “Sources of Change in the Budget Since
Last Year.”) Economic-driven misses in budget projec-
tions are not unusual, however. The budget balances
for 1998 through 2000 were boosted by $135 billion
to $200 billion each year due to economic and technical
factors, relative to the forecast made at the start of
each budget year. (For further discussion of the histor-
ical record of misses in budget projections and their
sources, see Chapter 18, “Comparison of Actual to Esti-
mated Totals for 2001.”)

Despite the setback caused by the terrorist attacks,
the economy appears to be once again poised to resume
sustainable growth in 2002. The Federal Reserve cut
the Federal funds rate four times after September 11th,
lowering it to just 1-% percentage point in early Decem-
ber, the lowest it has been in 40 years. In total during
2001, the Federal Reserve reduced the funds rate by
4-%4 percentage points, which helped support consumer
durables spending and residential investment in 2001
and which will stimulate business investment during
the recovery this year. Inflation remains low, which
will allow the Federal Reserve to ease further if that
appears necessary.

Substantially lower energy prices will provide a boost
to economic activity. Crude oil prices have fallen nearly
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50 percent since late 2000, with an especially sharp
drop after mid-2001. Lower prices for gasoline, heating
oil and natural gas act like a tax cut for energy-con-
suming households and businesses, although this is
partly offset by lower incomes for domestic energy pro-
ducers. The net impact is stimulative because the
United States imports a substantial portion of the en-
ergy it consumes.

Fiscal policy is also expected to boost growth. The
bipartisan economic security package proposes lower
personal taxes and increases incentives for business in-
vestment. These measures, along with the budget’s
“automatic stabilizers” such as lower income taxes and
increased unemployment insurance payments, will pro-
vide additional purchasing power to households and
businesses this year.

During each quarter of 2001, businesses cut back on
capital spending in response to a “capital overhang”
that developed in 2000 following the Y2K surge in
spending, the unanticipated slowing of demand here
and abroad, and the decline in corporate cash flow.
When the economy begins growing again, businesses
will have the willingness and ability to invest more
in new plant and equipment. Also, businesses liq-
uidated inventories during 2001 to such an extent that
they will soon have to step up orders to replenish
stocks. For these reasons, the usual dynamics of the
business cycle are likely soon to swing from restraining
growth to boosting growth. Increased orders for capital
equipment and stockbuilding will require increased pro-
duction, which will require more workers on payrolls,
which will generate more incomes, restore confidence,
stimulate consumer spending, and, in turn, lead to fur-
ther increases in business investment. This “virtuous
circle” has been the regular sequence of events in past
business cycles.

Financial markets are already anticipating faster eco-
nomic growth this year. The stock market is often a
reliable leading signal of future economic activity, and
it has risen sharply from its low point on September
21st. By mid-January, the Dow Jones Industrial Aver-
age had gained almost 20 percent and the technology-
laden NASDAQ 40 percent. In every post-World War
IT recession, the economy has emerged from recession
to expansion a few months after the start of a sustained
stock market rally. Bond markets are sending a similar
signal. The spread between short and long-term interest
rates widened significantly in the final months of 2001,
an indication that bond market investors also anticipate
faster growth shortly.

Despite the encouraging signals from financial and
nonfinancial markets, a strong and sustained expansion
is far from assured. The recovery of business invest-
ment may be delayed; consumers may yet curtail discre-
tionary spending in the face of uncertain prospects for
employment and income; and U.S. exports may be
weaker than anticipated as a result of slow growth
abroad. In light of these downside risks that might
prolong the recession, the Administration endorses the

bipartisan economic security package to insure a quick
and successful transition from contraction to expansion.

This chapter begins with a fuller review of recent
economic developments and policy actions. The chapter
goes on to present the Administration’s economic as-
sumptions that underpin the 2003 Budget projections
and to compare these with the forecasts of the private
sector and the Congressional Budget Office. The eco-
nomic assumptions are conservative and close to those
of the Congressional Budget Office and the consensus
of private sector forecasters, both in the near-term and
over the Budget horizon to 2012. As such, the Adminis-
tration’s assumptions provide a prudent basis for the
budget balance projections. The following sections of
the chapter describe how the economic assumptions
have been revised since those of the 2002 Budget and
how the changes in economic assumptions, policies and
technical factors since last year have affected projected
budget surpluses. The next section presents cyclical and
structural components of the surplus. The chapter con-
cludes with estimates of the sensitivity of the budget
to changes in economic assumptions.

Recent Developments

The 2000-2001 Economic Slowdown: The slowdown
in the economy’s growth rate began in mid-2000, well
before the onset of the recession in March 2001. During
the second half of 2000, the economy expanded at only
a 1.6 percent annual rate, and during the first half
of 2001 growth slowed further to a mere 0.8 percent
annual pace. A number of factors contributed to the
deceleration of economic activity:

e First, from the end of 1995 through mid-2000 real
GDP growth was at an unsustainably strong pace,
averaging 4.3 percent per year. By mid-2000, it
was clear to most observers that growth would
have to slow for some period of time to permit
the economy to return to its potential level.

e Second, the cost of credit rose during 1999 and
the first half of 2000, as the Federal Reserve tight-
ened monetary policy to avoid an acceleration of
inflation.

e Third, the stock market fell after March 2000,
with an especially pronounced drop for high-tech
firms. The loss in equity wealth slowed the growth
of consumer spending and raised the cost of cap-
ital to business. With the benefit of hindsight, it
appears that the stock market at the end of the
1990s had reached unsustainable heights, espe-
cially for high-tech firms.

e Fourth, energy prices spiked in 1999 and 2000.
The higher energy prices acted like a tax on con-
sumers, leaving them with less income to spend
on non-energy goods and services. Profits of non-
energy producing businesses were squeezed by the
higher costs of production.

» Finally, by late 2000, businesses found themselves
with excess fixed capital and unwanted inven-
tories. In response, firms sharply reduced business
fixed investment and inventories during 2001.
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Despite the equity losses, consumer spending contin-
ued to sustain the economy’s growth after mid-2000.
Consumer spending adjusted for inflation accounts for
two-thirds of GDP and residential investment another
4 percent. With 70 percent of the economy growing,
albeit at a somewhat slower pace, real GDP continued
to expand slowly through the second quarter of 2001.
Residential investment also expanded during the period
of decelerating GDP growth, spurred by historically low
mortgage interest rates. During 2001, the rate on 30-
year mortgages averaged 7.0 percent, the lowest level
since the 1960s. Housing starts actually increased after
mid-2000 and total home sales set a record high in
2001.

The business sector was the major source of restraint
responsible for the deceleration of GDP growth. After
eight successive years of double-digit growth, real in-
vestment in equipment and software slowed sharply
beginning in the third quarter of 2000, and declined
in each of the next four quarters. The decrease in in-
vestment in high-technology equipment was especially
pronounced, but spending on other types of equipment
and structures also declined. As the economy’s growth
slowed, excess capacity emerged in many industries and
reduced the immediate need for new capital investment
to augment capacity. Businesses also sharply reduced
their inventory investment during the second half of
2000 and continued to liquidate inventories in 2001
as they sought to bring stocks back in line with weak-
ened sales. Although inventories are a relatively small
component of GDP, they are subject to substantial
swings that exert a disproportionately large impact on
GDP growth around business cycle turning points.
Since the middle of 2000, declining inventory invest-
ment has reduced real GDP growth by between one-
half percentage point and 2-%2 percentage points in
each quarter. Although the official data are not yet
available, inventory liquidation in the fourth quarter
of last year appears to have again reduced real GDP
growth substantially.

Government purchases added a little less than one-
half percentage point to real GDP growth after mid-
2000. Virtually all of that modest contribution to
growth came from State and local spending; Federal
government spending hardly increased. Net exports also
had only a small impact on GDP growth after mid-
2000. Growth of U.S. exports was hurt by slow growth
abroad, while the growth of U.S. imports was restrained
by the deceleration of U.S. domestic demand. As a re-
sult, the net export balance, which had deteriorated
sharply during the last half of the 1990s, hardly
changed after mid-2000. The unemployment rate began
rising steadily after its cyclical low in October 2000
at 3.9 percent.

Fiscal Policy: In keeping with his campaign pledge,
soon after the President took office in January 2001
he proposed substantial tax relief for the American peo-
ple. That goal was achieved with the passage of the
Economic Growth and Tax Relief Reconciliation Act
(EGTRRA) in June. The Act, which is projected to re-

duce taxes by $1.24 trillion over 11 years, will enable
families to keep more of their income and will provide
new incentives to work and save. The bill reduces mar-
ginal income tax rates; reduces the “marriage penalty”
for most married couples; increases the child and adop-
tion tax credit credits; eliminates the estate tax; and
increases the annual contribution limits to IRAs, 401k
retirement plans, and educational IRAs. Many of these
tax reductions became effective starting in 2001 or 2002
and were phased in over several years.

The tax reduction package was well timed to support
a weakened economy. Beginning in July of 2001, 85
million taxpayers received rebate checks totaling $36
billion. These checks represented a full year’s tax reduc-
tion from the creation of the new 10 percent tax bracket
carved out of the beginning of the 15 percent tax brack-
et. In addition, beginning July 1st, payroll tax with-
holding schedules were reduced to reflect the phase-
in of the lower marginal income tax rates for those
in the 28 percent tax bracket and higher. In January
of this year, payroll withholding schedules were lowered
to reflect the new 10 percent tax bracket that took
the form of a rebate in 2001. All told, the rebate and
other withholding changes are estimated to have re-
duced personal income tax liabilities by $44 billion in
calendar year 2001 and are expected to lower them
by $52 billion in 2002. The lower taxes enable house-
holds to increase spending and pay down debt. Adding
in all the other major personal income tax reductions,
EGTRRA is estimated to reduce taxpayers’ 2002 cal-
endar year liabilities by about $70 billion.

In this Budget, the Administration proposes an eco-
nomic security package to insure that the economy re-
covers quickly from the recession. The package includes:
speeding up the income tax reductions Congress passed
last year as part of EGTRRA; tax refunds to lower-
and moderate-income families who did not benefit from
the income tax rebates in 2001; providing partial ex-
pensing of new investment and reforming the corporate
alternative minimum tax. In addition, the Administra-
tion supports measures to provide immediate assistance
to laid-off workers, both by extending their unemploy-
ment benefits and helping them retain their health in-
surance coverage.

Monetary Policy: Beginning in early 2001, the Federal
Reserve consistently pursued an easier monetary policy
to reinvigorate the unexpectedly weak economy and to
offset the shock to confidence from the terrorist attacks
of September 11th. The Federal Reserve cut the Federal
funds rate by one percentage point in January 2001
and by one-half percentage point in March. In the fol-
lowing months, and especially after September 11th,
the Federal Reserve further reduced the Federal funds
rate. All told, the funds rate was cut eleven times dur-
ing 2001, reducing it from 6-Y2 percent to 1-34 percent
by early December, the lowest it has been since the
early 1960s.

Credit markets responded to the monetary easing.
Short-term interest rates matched the decline in the
funds rate. At the long end of the maturity spectrum,
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yields had already declined substantially in late 2000
in anticipation of the Fed’s shift in policy, and then
fluctuated somewhat during 2001 as prospects for re-
covery varied. On October 31st, the Treasury an-
nounced it was halting sales of the 30-year bond, and
the yield on long-term Treasury notes dropped sharply,
but within a month yields returned to pre-announce-
ment levels. By January 2002, as the recovery in eco-
nomic activity appeared close at hand, the yield on
the 10-year Treasury note had risen to 5.1 percent,
close to the level at which it began 2001. The steeply
upward sloping yield curve at the start of 2002 was
another signal from credit markets that the economy
was about to emerge from recession to recovery.

The Recession and the Post-September 11th Economy:
The terrorist attacks pushed a weak economy over the
edge into an outright contraction. After September
11th, the forces that had been restraining growth since
mid-2000 were augmented by temporary disruptions to
business travel and tourism and by the temporary
shock to confidence that the terrorist attacks had en-
gendered. As a result, real GDP decreased at a 1.3
percent annual rate in the July-September quarter and
probably contracted in the October-December quarter
as well. 2 Consumer and business confidence plummeted
immediately after September 11th. The Conference
Board’s survey of consumer confidence dropped 26 per-
cent from August to October. When the financial mar-
kets reopened following the attacks, there were sharp
declines in asset values. On September 21st, when the
stock market hit its low point, the S&P 500 was off
12 percent from its close on September 10th; the
NASDAQ was down 16 percent.

Clear signs that the recession was taking hold also
appeared in the Nation’s labor markets. Payrolls began
to shrink after the March business cycle peak but the
largest job losses followed the September 11th attacks.
All in all, 1.1 million jobs were lost last year, with
over 943 thousand jobs lost in the last three months
of the year. Manufacturing industries, and especially
high-tech and other capital goods industries, experi-
enced the largest job losses. But even the job-generating
private service sector industries lost nearly 300,000 jobs
last year. Initial claims for unemployment insurance
surged during the second half of September and well
into October. Layoffs accelerated, especially in indus-
tries directly affected by the attacks, such as the air-
lines, hotels, restaurants and car rentals. The unem-
ployment rate jumped from 5.0 percent in September
to 5.8 percent by December. For the year as a whole,
the unemployment rate averaged 4.8 percent, the high-
est level since 1997. The weakening labor market last
year was also evident in the declines in the labor force
participation rate and in the employment-population
ratio.

The growing underutilization of physical capital,
which began in late 2000, became more pronounced
in 2001, especially, after September 11th. By December,

2 The first official estimate of fourth quarter GDP was released at the end of January,
after this text was finalized.

the manufacturing capacity utilization rate was only
73 percent, well off the 82 percent of mid-2000. The
operating rate in high-tech industries fell to 60 percent
in December, the lowest level for those industries since
record-keeping began in the 1960s.

Signs of Recovery: In the closing months of 2001,
there were tentative signs that the economy was about
to emerge from the recession. After hitting bottom on
September 21st, the stock market rose sharply and the
yield curve steepened. Consumer confidence jumped 10
percent in December, and surveys revealed that con-
sumers’ expectations about the future had nearly re-
turned to the levels attained in August.

Despite the shocks to confidence, consumers were still
willing to make big-ticket purchases in the fourth quar-
ter. Motor vehicle sales set a record high in the quarter,
spurred by zero-percent financing. In past recessions,
housing activity contracted sharply while consumer
spending usually declined at some point. That pattern
was not repeated this time. The considerable stimulus
provided by the tax reductions and lower interest rates,
and the restoration of confidence following early suc-
cesses in the war on terrorism, appear to have sus-
tained the household sector through this turbulent pe-
riod.

Other signs of improvement could be seen in the
labor markets, where the number of new claims for
unemployment insurance tapered off sharply in Novem-
ber and again in December, while job losses in Decem-
ber were much less than in either October or Novem-
ber. Finally, business capital goods orders rose substan-
tially in October and November, a signal that busi-
nesses were again beginning to undertake long-term
investment commitments. As 2002 began, most fore-
casters were projecting that real GDP growth would
resume in the first or second quarter of the year.

Nonetheless, a resumption of strong growth later this
year is far from assured. The recent recovery of busi-
ness and consumer confidence is still fragile and could
be shattered by any adverse shocks. Job losses in De-
cember, although less than a few months earlier, were
substantial and the unemployment rate was still on
the rise. Faced with uncertainties about job security,
consumers may yet cut back on spending as has often
occurred in recessions. Businesses may still be reluctant
to invest heavily in new plant and equipment. Finally,
it may prove difficult for the hard-hit manufacturing
sector to pull out of recession given the continuing
weakness in U.S. export markets.

Economic Projections

The Administration’s economic projections are sum-
marized in Table 2-1. They assume that the policies
proposed in the Budget will be adopted, notably the
bipartisan economic security package to insure that the
recovery does not falter. The Federal Reserve is as-
sumed to pursue a monetary policy that supports a
return to sustainable growth while continuing to keep
inflation under control. These economic assumptions
are conservative and close to those of the Congressional
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Table 2-1. ECONOMIC ASSUMPTIONS 1
(Calendar years; dollar amounts in billions)
Actual Projections
2000 | 5001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012
Gross Domestic Product (GDP):
Levels, dollar amounts in billions:
Current dollars ........cceeeeeeerereereeeseesess s 9,873| 10,197| 10,481| 11,073| 11,681| 12,321| 12,962| 13,614| 14,299| 15,020| 15,775| 16,569| 17,404
Real, chained (1996) dollars ........c.c.cooeeerecennens 9,224 9,313 9,382| 9,739| 10,101| 10,462| 10,802| 11,136| 11,482 11,838| 12,204| 12,583| 12,973
Chained price index (1996=100), annual average ........ 107.0| 1095 111.7| 113.7| 1156 117.8] 120.0| 1222 1245| 126.8| 129.2| 131.6| 1341
Percent change, fourth quarter over fourth quarter:
Current dollars 5.3 1.9 4.7 5.6 55 5.4 5.0 5.0 5.0 5.0 5.0 5.0 5.0
Real, chained (1996) dollars ... 28| -05 2.7 3.8 37 35 3.1 3.1 3.1 3.1 3.1 3.1 3.1
Chained price index (1996=100) 24 24 1.9 1.7 1.7 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9
Percent change, year over year:
Current dollars ... 6.5 3.3 2.8 5.6 55 5.5 5.2 5.0 5.0 5.0 5.0 5.0 5.0
Real, chained (1996) dollars ... 4.1 1.0 0.7 3.8 37 36 32 3.1 3.1 3.1 3.1 3.1 3.1
Chained price index (1996=100) .........ccocerrerermermrererrrns 2.3 23 2.0 1.8 1.7 1.8 1.9 1.9 1.9 1.9 1.9 1.9 1.9
Incomes, billions of current dollars:
Corporate profits before tax . 845 706| 733| 848| 931| 1,023| 1,090{ 1,136| 1,188 1,251| 1,312| 1,354| 1,419
Wages and salaries .......... 4837 5100 5246/ 5519 5818 6,115 6,415| 6,730| 7,058| 7,401| 7,763| 8,147| 8,549
Other taxable INCOME?2 ...........coovrrveerrereereerireereenis 2,236 2,297| 2,331| 2,458 2,547| 2,650 2,750 2,839| 2,937| 3,042 3,152| 3,265| 3,386
Consumer Price Index (all urban): 3
Level (1982-84=100), annual average .............couceveven. 172.3| 177.2| 180.5| 184.5| 188.7| 193.2| 197.8| 202.6| 207.4| 212.4| 217.3| 222.3| 227.4
Percent change, fourth quarter over fourth quarter 3.4 2.0 2.4 2.2 2.3 2.4 2.4 2.4 2.4 2.3 2.3 2.3 2.3
Percent change, year over year ... 3.4 2.9 1.8 2.2 2.3 2.4 2.4 2.4 2.4 2.4 2.3 2.3 2.3
Unemployment rate, civilian, percent:
Fourth quarter level 4.0 5.5 5.8 5.4 5.1 4.9 4.9 49 4.9 4.9 4.9 4.9 4.9
Annual average ..... 4.0 4.8 5.9 55 5.2 5.0 4.9 4.9 49 4.9 4.9 49 49
Federal pay raises, January, percent:
Military 4 4.8 37 6.9 4.1 34 34 34 34 34 34 34 34 34
Civilian 5 4.8 37 46 2.6 34 34 3.4 34 34 34 34 34 3.4
Interest rates, percent:
91-day Treasury billS® ... 5.8 34 2.2 35 4.0 43 43 4.3 43 43 4.3 43 43
10-year Treasury NOES ........cocovvrerenreerinereniisciineisesieees 6.0 5.0 5.1 5.1 5.1 5.1 5.2 5.2 5.2 5.2 53 53 53

1Based on information available as of late November 2001.
2Rent, interest, dividend and proprietor's components of personal income.
3 Seasonally adjusted CPI for all urban consumers.

4 Percentages apply to basic pay only; 2002 figure is average of various rank- and longevity-specific adjustments; adjustments for housing and subsistence allow-

ances will be determined by the Secretary of Defense.
5Qverall average increase, including locality pay adjustments.
6 Average rate, secondary market (bank discount basis).

Budget Office and the consensus of private sector fore-
casters, as described in more detail below.

There are both upside and downside risks to the as-
sumptions. If the favorable productivity performance
since 1995 is maintained in the years ahead real GDP
growth may be stronger than assumed here. On the
other hand, the recession might prove deeper than ex-
pected or the recovery weaker, risks that would in-
crease if Congress again fails to pass the bipartisan
economic security package. The Budget assumptions
take a balanced view of these risks and are intended
to avoid either over- or under-estimation of available
budgetary resources.

Real GDP: Assuming passage of the bipartisan eco-
nomic security package, the recession is projected to
end early in 2002 and the recovery is expected to be
firmly established during the second half of the year.
On a calendar year basis, real GDP is projected to
rise 0.7 percent in 2002, following a 1.0 percent gain
in 2001. Because of the timing of the business cycle,
the transition from recession to recovery can be seen
more clearly in the fourth-quarter to fourth-quarter

growth rates in Table 2—-1, which are —0.5 percent dur-
ing the recession year of 2001 and 2.7 percent during
the recovery year of 2002. Following the usual cyclical
pattern, during the early stages of the economic expan-
sion real growth is projected to exceed the long-run
sustainable rate. During this period, the unemployment
rate is projected to decline until it reaches a sustainable
level of 4.9 percent in 2005. From 2006 through 2012,
real GDP is projected to increase 3.1 percent per year,
and the unemployment rate is projected to remain at
4.9 percent.

The largest contribution to GDP growth in the near-
term is expected to come as massive inventory liquida-
tion gives way to renewed accumulation during 2002
as businesses rebuild their depleted inventories. Beyond
this year, inventories are likely to grow in line with
sales and their contribution to GDP growth is likely
to be quite small. After 2002, real growth is expected
to be primarily supported by a return to strong growth
of business investment, especially in productive high-
tech capital, and by the moderate growth of consumer
spending. Overall GDP growth, however, is not pro-
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jected to return to the very rapid rates experienced
in the last half of the 1990s. During those years, a
stock market boom contributed to unsustainable growth
rates of investment and consumer spending. Residential
investment is expected to benefit from relatively low
mortgage rates and growing demand for second homes
for vacation and retirement. However, underlying demo-
graphic trends will make for a relatively moderate
growth of homebuilding in the years ahead.

The Federal, State and local government components
of GDP are also expected to grow at a moderate pace.
Faster growth of Federal spending on security require-
ments is expected to be coupled with more moderate
growth in other spending. State and local government
spending is projected to be restrained by lingering fiscal
pressures that developed during the recession. During
2002, the foreign sector is likely to exert a drag on
real GDP growth. The recovery of world economic
growth is expected to be led by the United States,
which will tend to increase our imports at a time when
our exports will still be hurt by slow growth abroad.
In subsequent years, growth in our major trading part-
ners is projected to pick up again and the net export
sector will no longer be a source of restraint, and may
even make a small contribution to GDP growth.

Potential GDP: The growth of potential GDP is as-
sumed to be 3.1 percent per year through 2012. Poten-
tial growth is approximately equal to the sum of the
trend growth rates of the labor force and productivity.
The labor force component is assumed to rise 1.0 per-
cent per year on average.

Potential productivity in the nonfarm business sector
is assumed to grow 2.1 percent per year during
20022012, which is higher than the 1973-1995 aver-
age of 1.4 percent but lower than the 1995-2001 aver-
age of 2.4 percent. The assumed growth of potential
productivity in the nonfarm business sector is close to
the historical averages experienced both over the long-
term of 1948-2001 and over the medium-term between
the cyclical peaks in 1990 and 2001. The potential pro-
ductivity trend is assumed to be somewhat below the
average productivity growth of the last six years for
two reasons:

* First, growth of business investment last year and
in the next few years is likely to be somewhat
less than experienced during the last half of the
1990s. As a result, there is likely to be a some-
what slower growth of capital per worker.

* Second, the fight against terrorism is likely to
slow potential productivity growth as convention-
ally measured, at least temporarily. Businesses
and governments will have to spend tens of bil-
lions of dollars to reduce the risks of terrorist
attacks and to minimize the damage they might
do if they occur. Although this spending will add
to the Nation’s well-being, much of this spending
will not increase measured productivity growth,
and could possibly diminish it. After a transition
period, however, potential productivity growth is

not likely to be significantly affected by the new
security measures.

Inflation and Unemployment: Price inflation slowed
last year, restrained by falling energy prices and grow-
ing slack in labor and capital markets. On a year-over-
year basis, the Consumer Price Index (CPI) increased
just 2.8 percent in 2001, down from 3.4 percent in 2000.
Excluding the volatile food and energy components, the
“core” CPI rose 2.7 percent last year, which was slightly
higher than the 2.4 percent of 2000.

Over the past year, the consensus of private sector
forecasters and the Administration have edged up their
estimate of the unemployment rate that is consistent
with stable inflation, from 4.6 percent to 4.9 percent.
Although there is a wide range of uncertainty sur-
rounding any estimate of the “NAIRU” (the non-accel-
erating inflation rate of unemployment), the small in-
crease in both the core CPI last year and in average
hourly earnings suggest that the NAIRU may be slight-
ly higher than last year’s 4.8 percent average unem-
ployment rate. Nonetheless, at 4.9 percent, the NAIRU
estimate is still well below the estimates that prevailed
just a few years ago, reflecting the experience of recent
years that demonstrated that the economy could oper-
ate at lower levels of unemployment without experi-
encing accelerating inflation.

The considerable slack in labor and product markets
created by the recession is expected to restrain the
growth of wages and prices this year. The unemploy-
ment rate is projected to decline steadily beginning in
2002 but still remain above the 4.9 percent NAIRU
estimate until 2005, implying progressively lower infla-
tion during these years. The CPI is expected to slow
to 2.4 percent by 2006 and then remain at around
that level. The GDP chain-weighted price index, which
increased 2.3 percent in 2001, is projected to slow to
1.9 percent by 2006 and then stay at that level.

Increases in the CPI tend to be slightly larger than
those of the GDP measure of inflation in part because
sharply falling computer prices exert less of an impact
on the CPI than on the GDP measure. In addition,
the CPI uses a fixed market basket for its weights
while overall GDP inflation uses a chain-weight system
that reflects shifts in buying patterns, generally away
from goods and services with increasing relative prices
and towards those with decreasing relative prices.

Interest Rates: The budget’s interest-rate assumptions
are based on information as of late November. They
project a rise in short-term rates through 2005 because
the transition from recession to expansion will increase
short-term credit demand. The yield on the 10-year
Treasury note is projected to remain at around the
5.1 percent level reached when the assumptions were
finalized. This projection assumes that the market price
as of that date incorporated all relevant information,
including the consensus view that the economy was
about to enter an extended period of sustained economic
growth.

Income Shares: The share of total taxable income in
nominal GDP is projected to decline gradually. The



2. ECONOMIC ASSUMPTIONS

25

share of wages and salaries is expected to trend lower
as the share of nonwage benefits in compensation rises
and as the labor compensation share of GDP declines
to its longer-term average. The profits share, which
fell sharply during the recession, is projected to rise
in the initial recovery years, when a cyclical increase
in productivity growth is likely to hold down unit costs
and boost profit margins.

Comparison with CBO and Private-Sector
Forecasts

The Congressional Budget Office (CBO) and many
private-sector forecasters also make projections. The
CBO projection is used by Congress in formulating
budget policy. In the executive branch, this function
is performed jointly by the Treasury, the Council of
Economic Advisers, and the Office of Management and
Budget. Private-sector forecasts are often used by busi-
nesses for long-term planning. Table 2-2 compares the
Budget assumptions with projections by the CBO and
the Blue Chip consensus, an average of about 50 pri-
vate forecasts.

The Administration’s projections assume that the
President’s policy proposals in the Budget, including

the economic stimulus package, will be adopted. CBO
normally assumes that current law will continue to
hold. The private sector forecasts are based on apprais-
als of the most-likely policy outcomes, which can vary
considerably among forecasters. Despite these dif-
ferences in policy assumptions, the three sets of projec-
tions are usually very close for the key economic as-
sumptions. The differences among them are generally
well within the normal margin of error for such fore-
casts. Currently, the three sets of projections agree on
the timing of the recovery and envision similar eco-
nomic conditions during the subsequent expansion.

For real GDP growth, the Administration, CBO and
the Blue Chip consensus anticipate that the economy
will recover from the 2001 recession in 2002 and grow
even faster in 2003. The differences between the Ad-
ministration’s projections in each year and those of the
CBO and Blue Chip are quite small. Over the eleven-
year span 2002-2012, all three have an identical fore-
cast average of 3.1 percent annual real GDP growth

Table 2-2. COMPARISON OF ECONOMIC ASSUMPTIONS

(Calendar years)

Projections Average,
2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2002712
Real GDP (billions of 1996 dollars):
CBO January .......ccooevveenereeerenceenn. 9,398 9,782 10,146 10,471 10,804 11,145 11,493 11,850 12,216 12,590 12,972
Blue Chip Consensus January 2 9,410 9,742 | 10,069 | 10,401 10,738 | 11,075 | 11,425 | 11,791 12,168 | 12,557 | 12,959
2003 BUAGEt ...oovervrriecieieiceis 9,382 9,739 | 10,101 10462 | 10,802 | 11,136 | 11,482 | 11,838 | 12204 | 12,583 | 12,973
Real GDP (chain-weighted): 1
CBO January ........ccoueeveeeeermneereenns 0.8 4.1 37 32 32 32 3.1 3.1 3.1 3.1 3.0 3.1
Blue Chip Consensus January 1.0 3.4 3.4 3.3 3.2 3.1 3.2 3.2 3.2 3.2 3.2 3.1
2003 BUAGEt ..o 0.7 3.8 37 36 32 3.1 3.1 3.1 3.1 3.1 3.1 3.1
Chain-weighted GDP Price Index: 1
CBO January .......ccccovemeenmvneencrninnens 14 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Blue Chip Consensus January 2 1.6 1.9 2.1 2.1 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2
2003 Budget ... 2.0 1.8 1.7 1.8 1.9 1.9 1.9 1.9 1.9 1.9 1.9
Consumer Price Index (all-urban): !
CBO January ........merinnnivieninnns 1.8 25 25 25 25 25 25 25 25 25 25 24
Blue Chip Consensus January? ........ 1.7 24 2.6 2.7 2.7 2.7 2.6 2.6 2.6 2.6 2.6 25
2003 BUAGEL ..o 1.8 2.2 2.3 2.4 2.4 24 24 24 2.3 2.3 2.3 2.3
Unemployment rate: 3
CBO January ......ccovenmeneeneencrneinens 6.1 59 54 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 54
Blue Chip Consensus January 2 6.1 5.7 49 4.9 4.8 49 49 4.9 49 4.9 4.9 5.1
2003 BUAGEt ..o 5.9 55 5.2 5.0 49 49 49 49 49 49 4.9 5.1
Interest rates: 3
91-day Treasury bills:
CBO January .......oveeveermeeenceenens 2.2 45 49 4.9 4.9 49 49 49 4.9 4.9 4.9 4.6
Blue Chip Consensus January? ... 2.1 34 45 47 4.8 4.8 47 47 47 47 47 4.3
2003 BUAGEL ..o 22 35 4.0 4.3 4.3 43 43 43 43 4.3 4.3 4.0
10-year Treasury notes: 3
CBO January .......ccooeeveermeeeneeeenns 5.0 54 5.8 5.8 5.8 5.8 5.8 5.8 5.8 5.8 5.8 5.7
Blue Chip Consensus January? .... 5.1 5.6 5.7 5.7 5.7 5.8 5.8 5.8 5.8 5.8 5.8 5.7
2003 BUdget ..o 5.1 5.1 5.1 5.1 5.2 52 52 5.2 5.3 5.3 5.3 5.2

Sources: Congressional Budget Office; Blue Chip Economic Indicators, Aspen Publishers, Inc.

1 Year over year percent change.

2 January 2002 Blue Chip Consensus forecast for 2002 and 2003; Blue Chip October 2001 long run extension for 2004-2012.

3 Annual averages, percent.
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and the level of real GDP projected for 2012 is nearly
the same in the three forecasts. 3

All three forecasts anticipate low and stable GDP
inflation in the neighborhood of 2 percent annually dur-
ing the forecast period. The Administration’s unemploy-
ment rate projection is very close to the Blue Chip’s
while CBO’s projected unemployment rate is somewhat
above the other two forecasts. In the outyears, the Ad-
ministration and the Blue Chip project a 4.9 percent
rate; CBO projects 5.2 percent. All three forecasts have
similar interest rate projections for 2002, and foresee
a rise in short-term interest rates in 2003 as the expan-
sion gathers momentum. CBO projects a somewhat
sharper rise in 2003 than the other two forecasts. Dur-
ing the outyears, the Blue Chip and CBO short-term
projections are similar and slightly above those of the
Administration. The Administration also projects some-
what less of an increase in long-term rates than the
other two forecasts.

Changes in Economic Assumptions

As shown in Table 2-3, the economic assumptions
underlying this Budget have been revised from those
of the 2002 Budget to reflect unanticipated cyclical de-
velopments and the implications of the terrorist at-
tacks. The current projection of real GDP growth has
a pronounced cyclical swing that takes into account
the recession during 2001 and the likely pick-up in
activity in the recovery and expansion phases of the

3The Blue Chip consensus forecast for 2002-2003 is from January, 2002 Blue Chip Eco-
nomic Indicators; the 2004—2012 forecast is from October, 2001.

b