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September 4, 1986

The Honorable Jack Brooks
Chairman, Committee on Government Operations
House of Representatives

Dear Mr. Chairman:

This report is in response to your July 24, 1986, request that we review
the Initial Sequestration Report for Fiscal Year 1987, submitted to the
Congress jointly on August 20 by the directors of the Office of Manage-
ment and Budget (0MB) and the Congressional Budget Office (CBO) under
the Balanced Budget and Emergency Deficit Control Act of 1986
(Gramm-Rudman-Hollings).

Our review suggests a deficit estimate for fiscal year 1987 of $167.6
billion, which is higher than the OMB/CBO average of $163.4 billion. This
difference is not great given the overall magnitude of the budget. How-
ever, it suggests somewhat higher sequester percentages of 6.7 percent
for defense and 9.4 percent for nondefense, compared with 5.6 percent
and 7.6 percent, respectively, in the OMB/CBO report. Our estimates are
based on the assumptions the Act requires be used in the OMB/CBO
report. A number of circumstances—such as enactment of the pending
tax bill, a further slowdown in the economy, or the need to provide addi-
tional program funds—could cause the deficit to exceed substantially
any estimates under the Act. Our review of the oMB/CBO deficit estimate
and sequester percentage determinations is discussed in appendix I.

|
Economic Forecasts

and Analyses

For the purpose of this review, we made an independent forecast of the
economy. Our forecast assumes real economic growth for fiscal year
1987 of 2.8 percent, slower than CBO’s 3.2 percent and substantially
slower than OMB’s 3.7 percent. We also assume somewhat lower interest
rates. For example, we assume that the 3-month Treasury bill rate will
average 5.8 percent in fiscal year 1987, while OMB and CBO assume 6.2
and 6.3 percent, respectively.

At our request, CBO estimated the effect of our assumptions on projec-
tions of the deficit. Given the uncertainties involved in such projections,
the differences between our economic assumptions and the deficit they
produce and CBO’s economic assumptions and deficit do not justify our
producing a third set of account-by-account estimates. For calculations
in this report that are sensitive to economic assumptions, we use the CB0O
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relevant information, leads us to conclude that the cBO estimate of total
defense outlays, $274.8 billion, is more reasonable, and we use it in our
report. We also use CBO's estimate for this report because it is based on
historical patterns. We find little evidence to support DOD’s assertion
that fiscal year 1987 outlays will depart from past trends.

Suggestions have been made that defense outlays can be constrained
through special actions to delay selected outlays to the next fiscal year.
These include slowing the payment of bills and shifting military payrolls
by 1 day to a new fiscal year. Short-term solutions of this type do not
contribute to a permanent reduction in the deficit.

On a second issue, OMB and CBO both estimate that $53.3 billion of unobli-
gated balances in DoD will be available for obligation in fiscal year 1987.
However, our audit work, including an examination of obligation rates
from fiscal year 1980 through the first 8 months of fiscal year 1986,
leads us to conclude that these estimates are about $3.5 billion too low.

L]
Federal Pay Increase

OMB and CBO disagree on the proper treatment of the anticipated 1987
federal pay increase. OMB, on the basis of its interpretation of the Act,
assumes that the entire increase will be absorbed by the departments
and agencies, while CBO assumes that a substantial portion, about $3 bil-
lion, will be funded through additional appropriations. CBO’s estimate
uses the financing assumptions incorporated in OMB’s midsession review
of the fiscal year 1987 budget, which appears to be the most authorita-
tive statement of the President’s current plans for financing the pay
increase. Therefore, we use the CBO estimate. The primary effect is an
increase in defense program outlays, with a small increase in
nondefense outlays as well.

Nondefense Programs

For a number of nondefense programs, our estimates differ from the
OMB/CBO average. In the Postal Service, OMB and CBO agree on the amount
to be sequestered, but CBo assumes that the sequestration will have no
outlay effect. We disagree and use the OMB estimate. In the Maritime
Administration’s Federal Ship Financing Fund, our audit work leads us
to conclude that oMB has significantly underestimated the rapidly rising
costs of defaults on ship construction mortgages. We therefore use the
CBO estimate, which is about $398 million higher.

Other differences with respect to nondefense programs are relatively
small. Some have a modest effect on total outlays. Others affect only the
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The 0MB/CBO report—and this report—may also significantly underesti-
mate the costs of responding to urgent or unavoidable program require-
ments, like the unanticipated requirements for additional spending in
fiscal year 1986 for defense, agriculture, and financial institutions. For
example, oMB assumes that the Commodity Credit Corporation will make
no advance deficiency payments in fiscal year 1987 under the farm
price-support programs; CBO assumes about $4.3 billion in such pay-
ments. Under current law, this decision is at the discretion of the admin-
istration, and we have no basis for choosing one assumption over the
other. It is clear, however, that the decision might cause actual outlays,
and the deficit, to depart from the estimates in the report by several
billion dollars.

Considering these factors, a strong possibility exists that fiscal year
1987 will see significant increases in the deficit beyond the current esti-
mates under the Act. Therefore, further budget reductions or revenue
increases will likely be required to achieve the Act’s target deficit level
of $144 billion in fiscal year 1987, even if the sequesters estimated in
the OMB/CBO report are implemented.

While GAO no longer plays a statutory role in the Gramm-Rudman-
Hollings process as a result of the recent Supreme Court decision, we are
pleased to provide this analysis in response to your request. (See
appendix VI.) We trust that our report will be helpful to the Committee
and the Congress.

Sincerely yours,

4

Charles A. Bowsher
Comptroller General
of the United States
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assumptions. Our economic forecast, the forecasts by oMB and CBO, and
our decision to adopt CBO’s assumptions are discussed in appendix II.

Lastly, we analyzed a number of individual accounts for which substan-
tial differences exist between oMB and CBO, or for which other evidence
available to us called into question the treatment of the account in the
initial report. These anaiyses are discussed in appendix Iii (defense pro-
grams), appendix IV (nondefense programs), and appendix V (entitle-
ments and special rules). The principal conclusions of these analyses are
described below. Table 1 summarizes the results of our review as they

relate to the oMB/CBO report.

Table 1: Summary of Ditferences
Between the OMB/CBO Report and
GAO's Analysis

Doliars in billions

OMB/CBO report
omMB CBO Average GAO
Revenues $826 4 $827 8 $827 1 $8278
Outlays 982 6 998 5 990 5 995.3
Deficit® 156 2 170.6 163 4 167.6
Maximum deficit under
PL 99177 1440 1440 1440 1440
Excess deficit $12.2 $26 6 $194 $23 6
Sequestration percentages
Defense 36 75 56 6.7
Nondefense 43 10.9 76 94

8individual items do not subtract to deficit due to rounding

|
Defense Outlays and
Unobligated Balances

There is a continuing disagreement between OMB and CBO over outlays
for defense programs in fiscal year 1987. oMB estimates these outlays at
$269.6 billion, while cBO estimates them at $274.8 billion, excluding the
cost of the 1987 pay increase.

We continue to be concerned about the inadequacies of the data avail-
able as a basis for estimating various elements of the defense budget
and for overseeing its execution. These inadequacies, arising from prob-
lems in the Department of Defense’s (DOD) accounting and budgeting sys-
tems, make it difficult to develop reliable estimates for implementing the
Act.

We have performed substantial additional audit work during the past

few months to develop a more reliable basis for these estimates and plan
further work in this area. Our work, together with our review of other
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Uncertainties in the
Estimates

extent to which resources are sequestrable and do not change total
outlays.

These estimates—OMB’s and CBO’s, as well as our own—are based on a
complex set of tenuous assumptions. In this regard, it is instructive to
recall the history of fiscal year 1986 budget projections. In August 1985
the estimate of the deficit for fiscal year 1986 used by congressional
policymakers was about $175 billion. A few months later, that estimate
rose to $190 billion, then to $220 billion. It now appears that the deficit
for fiscal year 1986 will be in the range of $§225 billion to $230 billion,
despite the imposition of Gramm-Rudman-Hollings budget reductions to
reduce outlays by almost $12 billion.

For fiscal year 1987, the economic forecasts range from modest to
robust growth rates. However, the economy is sluggish at present,
making its future course very difficult to anticipate. This difficulty, in
turn, creates substantial uncertainty about the reliability of revenue and
spending estimates that are sensitive to economic conditions.

The pending tax reform bill is another possible source of change in the
estimates. Because it has not yet been enacted, the bill’s potential effect
on fiscal year 1987 revenues is excluded from consideration in the oMB/
CBO report. It has been estimated that the tax reform bill, when enacted,
may yield an increase in fiscal year 1987 revenues, but these estimates
are highly uncertain.

Gramm-Rudman-Hollings requires the assumption that funding levels
for most programs for fiscal year 1987 will be the same as appropria-
tions for fiscal year 1986. It will be difficult for the Congress and the
President to constrain funding levels consistent with that assumption.
For example, in fiscal year 1986 about $4 billion of military personnel
costs were covered by the transfer of prior-year unobligated balances
from other accounts. This means that the actual appropriation for fiscal
year 1986 (and thus the funding level assumed in the reports for fiscal
year 1987) is insufficient to cover the true military personnel costs. To
avoid a very large reduction in personnel levels in fiscal year 1987, the
difference will have to be made up by higher appropriations (relative to
those assumed in the reports) or by again transferring balances from
other accounts.
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Appendix I

Budget Estimates and Required Reductions

Economic Forecast and
Budget Totals

To carry out the Balanced Budget and Emergency Deficit Control Act of
1985, oMB and CBO must make a series of estimates about the economy,
the budget totals, the required reductions in outlays, and the sequester
percentages needed to achieve those reductions. This appendix summar-
izes the results of our review of those estimates. Some of the issues that
arose during our review are discussed in more detail in other
appendixes.

To provide a basis for assessing the OMB/CBO report, we first developed
an independent GAO economic forecast and compared it with the fore-
casts of the other two agencies. Our forecast assumes real economic
growth of 2.8 percent, slower than CBO’s estimate of 3.2 percent, and
substantially below oMB’s growth estimate of 3.7 percent. We also
assume somewhat lower interest rates. For example, we assume that the
3-month Treasury bill rate will average 5.8 percent in fiscal year 1987,
while oMB and CBO assume 6.2 and 6.3 percent, respectively. Overall,
however, the differences between our forecast and CBO’s are relatively
small. Therefore, for the purpose of this review, we use the economic
assumptions proposed by ¢Bo. The forecasts are discussed in greater
detail in appendix II.

Revenues

Our estimates of revenues, outlays, and the deficit are shown in table
1.1, which also shows the comparable figures from the OMB/CBO report.
Our estimate of total revenues, $827.8 billion, is the same as CBO’s,
reflecting our use of the CBO economic assumptions. As required by the
Act, the revenue estimates are based on current law; thus, they do not
include any changes that may occur if the pending tax legislation were
to be enacted.

Outlays

Our estimate of total outlays is $995.3 billion. This figure reflects sev-
eral differences from the OMB/CBO report. In summary, these are as
follows:

We believe the CBO estimate of total defense outlays is more accurate
than oMB’s and more likely to approximate actual outlays in fiscal year
1987 than the OMB/CBO average.

We believe that a portion of the cost of the 1987 pay raise, as estimated
by ¢BO, should be included in the estimates.

Our review of the Act’s requirements and our adoption of the CBO eco-
nomic assumptions suggest different estimates for some entitlement
programs.
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Budget Estimates and Required Reductions

Each of these changes alters the estimate of the outstanding debt and
thus of the net interest estimate.

These differences are discussed further in a later section of this
appendix.

Deficit

Using our estimates of revenues and outlays, the estimated total budget
deficit for fiscal year 1987 is $167.6 billion. We stress that this estimate
is based on the assumptions that the Act requires be used in the OMB/CBO
report. A number of circumstances, such as enactment of the pending
tax bill, a further slowdown in the economy, or the need to provide pro-
gram funds beyond those that have been assumed, could cause the def-
icit to be substantially different from the amount estimated in this
report.

Table 1.1: Fiscal Year 1987 Revenues,
Outlays, Deficit, and Required
Reductions

Required Reductions in
Outlays

Dollars in billions

OMB/CBO report
omMB CBO Average GAO
Total budget revenues $826 4 $8278 $827 1 $827.8
Total budget outlays 982 6 998 5 990.5 995 3
Budget deficit? 166.2 1706 1634 167 6
Maximum deficit under
PL 99177 1440 1440 1440 1440
Excess deficit 12.2 26.6 19.4 23.6
Required outlay reductions
Defense 61 133 97 118
Nondefense 61 133 97 118

%Individual items do not subtract to deficit due to rounding

The Act requires that the full amount of the excess deficit be eliminated
in fiscal year 1987 if the estimated deficit exceeds the Act’s $144 billion
target by more than $10 billion. Using our estimates, the amount of the
required outlay reductions would be $23.6 billion. These computations
are illustrated in table I.1.

Half the needed reductions are required to be made in defense programs
and half in nondefense programs. Accordingly, the required reductions
in defense and nondefense programs would each be $§11.8 billion.
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Required reductions must be taken from a limited portion of the budget.
Table 1.2 shows the distribution of the budget between those elements
subject to reduction and those that are exempt.

< . ]
Table 1.2: Base-Level Outlay Estimates for Fiscal Year 1987

Dollars in billions

OMB/CBO report GAO
. N e _ Percent - Percent
Category OMB CcBO Average of totai Estimate of totai
Defense programs‘
Subject to across-the-board reduction $164 3 $1736 $169 0 17 1% $1737 17 5%
Exempt from sequestration® 1053 1040 1046 106 1038 104
~ Subtotal, Defense programs 2696 2776 2736 276 2775 279
Nondefense programs
Sub]ect to séahestrai]ag -
ﬁgarérhgmiﬁ automatic spending
lncreases° 491 484 488 49 488 49
“Certain specual rule programs? 863 865 86 4 87 856 86
‘Subjec;t— to across-the-board reduction® 942 978 960 97 966 97
* Subtotal, subject to sequestration 229 6 2327 2311 233 2310 232
é;em——at' ?r‘o’;;equestratlon
"Social Secunty 204 3 204 3 204 3 206 204 3 205
_Netmterest 1391 1383 1387 140 1389 140
Earned income tax credit 12 13 13 01 13 01
B l:év_s;lﬁ;:a—rﬁgprograms’ - 618 636 627 63 634 64
Veterans' compensation and pensions 142 141 142 14 142 14
~ State unemployment benetits 148 145 147 15 145 15
| Ofisetting receipts? -515 ~514 -515 -52 -515 52
_Other 99 4 1034 1014 102 1016 102
" Subtotal, exempt “from s sequestratlon 4834 488 2 4858 490 4867 489
" Subtotal, nondefense programs 7130 7209 7169 724 7178 721 .
Total - $982.6 $998.5 $990.5 100.0%  $995.3 100.0%
3Budget funchon 050 excluding Federal Emergency Management Agency programs
b argely outlays from obligated balances

o o ORISR TP S P - e - . o,

“Primarily federal employee retirement and disability progra

9Guaranteed student loans, foster care and adoption assistance, Medicare, veterans’ medical care, and

other health programs

°Excludes 1988 outlays in the Commodity Credit Corporation, $11 7 billion in the GAO estimate
‘Aid to Famiiles with Dependent Chiidren, chiid nutntion, Medicaid, food stamps, Suppiemental Secunty
income, Special Supplemental Food Program for Women, infants, and Children

ANHanttina ransinta and asllantinme ara nat aiihiant 46 radiintinn tindar tha Ant althaiinh o
FUNRBTUINYG reUGipw anu LuntLuunNs arc nivt ouujvut 10 FeGuUCUON UnGer Ine ACY, annougn Ou

collections from nonfederal sources credited to accounts are subject to reduction

“Ou_!av from prior-year appropriations, certain pnor Ipnal ohlmatmns and small exempt programs
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Budget Estimates and Required Reductions

Automatic Spending
Increases

We agree with oMB and CBO that increases in outlays due to changes in
indexes for programs listed in section 257(1) of the Act—such as mili-
tary and civilian retirement programs—are required to be reduced to
zero. For programs listed in section 257(1)(A), we estimate that this
requirement will reduce outlays by $439.1 million. Half this amount
($219.6 million) would be credited to the required reduction in defense
programs and half to nondefense programs.

Of the programs listed in section 257(1)(B) of the Act, it appears that
only spending under the National Wool Act will automatically increase.
The elimination of this increase, which is estimated to be $6.8 million,
would be credited to the required reduction in nondefense programs.

Appendix V discusses the outlay savings from reducing automatic
spending increases and reasons for differences from the OMB/CBO report.

Remaining Reduction—
Defense Programs

After crediting the savings from eliminating automatic spending
increases, our estimate of the remaining required reduction for defense
programs would be 811.6 billion. The outlays from new budget authority
and unobligated balances in defense programs are estimated at $173.7
billion. To achieve our estimate of the required reduction in outlays in
defense programs, it would be necessary to reduce new budget authority
and unobligated balances by 6.7 percent in each account. Table 1.3
shows these computations and compares them with the OMB/CBO report.
Our results differ from the oMB/CBO report’s figures primarily because of
our higher estimate of the excess deficit. In addition, our figures reflect
differing estimates of the sequester base for certain accounts, as dis-
cussed in appendix III.

Table 1.3: Computation of Defense
Percentage Reduction

Dollars in bilions

OMB/CBO report

oMB CBO Average GAO
Total reduction required $6 1 $133 $97 $118
Reductions from automatic
spending increases 01 02 02 02
Remaining reduction required® 59 131 95 116
Outlays from sequestrable
budget resources $164 3 $1736 $1690 $1737
Percentage reduction 3.6 7.5 5.6 6.7

8Numbers do not subtract due to rounding
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Remaining Reduction—
Nondefense Programs

After crediting our estimate of the appropriate savings from eliminating
automatic spending increases, the remaining required reduction for
nondefense programs would be $11.6 billion.

The Act provides special rules that limit outlay reductions in certain
programs, the largest of which is Medicare. The application of these
rules is estimated to reduce fiscal year 1987 outlays by a total of $1.4
billion, as discussed in appendix V.

After applying the special rules, we estimate that the outlay reduction
required in the remaining nondefense programs would be $10.2 billion.
Outlays from sequestrable resources are estimated at $108.3 billion. To
achieve the needed reduction in these outlays, sequestrable budgetary
resources would need to be reduced by 9.4 percent. This reduction dif-
fers from that of the OMB/CBO report primarily because of our higher
estimate of the excess deficit. In addition, it reflects differences in the
sequester base for certain accounts, as discussed in appendix IV. Table
1.4 shows how the nondefense reductions were computed and compares
them with those of the oMB/CBO report.

Table 1.4: Computation of Nondefense
Percentage Reduction

Dollars in billions

OMB/CBO report

omMB CBO Average GAO
Total reduction required $61 $133 $97 $118
Reduction from automatic
spending increases 01 02 02 02
Reduction under special rules 13 14 14 14
Remaining reduction® 46 17 81 102
Outlays from sequestrable
budget resources $1084 $1070 $107 7 $108.3
Percentage reduction 43 10.9 7.6 9.4

&Numbers do not subtract due to rounding
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Required Reductions
by Department and
Agency

Appendix I

| TGP PRV SO T, S
DuagoL Latunates ana nequirea

Our estimates of the sequestrations of various types of budgetary

rasourees hy nohinat doanavtmanta and mainr agoanninaeg and Af tha
AvUVuULIVOCO UJ CARLILC LY uvyal ViILICILLWD adlu lllq’v‘- asclu.lco, ALl UL LiiC

resulting outlay savings, are summarized in table I.5.

Table 1.5: GAO’s Estimates of Required Sequestrations by Department and Agency

Dollars n bllhons

Spending® Direct loan Loan Estimated
Department or other unit authority obligations guarantees outlays
Legislative branch $0 2 $ . $ . $0 1
JudlEnary T 0.1 . . 01
Executive Office of the President (b} . . (b)
Funds appropriated to the President 13 05 (b) 06
Agriculture 26 2.2 10 27°
Cgmqe}aé T 02 . (b) 01
ﬂnfﬂnqn—»—mllltnrv 226 . . 113
Defense—-cn“/n” I 05 . . 04
Education 13 (b) . 03
Ekﬁ;r—gym“ ST 11 . . 05
Health and Human Services 33 (D) . 28
Housing and Urban Development 14 01 298 02
intenor 06 (0) (D) 05
Justce 04 . . 03
Labor - T 0.7 . . 03
State 03 (b) . 02
Triawnngporttatlon T 29 (b) (b) 06
Treasury—mm o 06 . . 05
Envnronmental Protectlon Agency 04 (b) . 01
General Servaces Admumstratlon 01 . . (b)
National Aeronautics and Space
Administration 07 . . 05
Office of Personnel Management 04 . . 04
Small Business Administration (b) 0.1 04 (b)
Veterans Adm«r]lhst—raignﬂ T 05 (b} 36 04
Other andependent agencues 09 02 11 07
Total $43.1 $3.1 $35.9 $23.6

[P TP

%inciudes new budget authonty For defense programs, includes unobligated balances For nondefense

programs, includes obligation limitations and certain other forms of spending authonty

o,

“LeSS than $50 miiilon

Cincludes $1 1 billion 1n estimated 1988 outlay savings for the Commodity Credit Corporation
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Differences Affecting

Total Outlays

Appendix I
Budget Estimates and Required Reductions

Our estimates of total outlays, and thus of the deficit, reflect several
differences from the oMB/CBO report. These are summarized in table 1.6
and discussed below.

Table 1.6: Summary of Differences
Aftecting Total Outiays

Doliars in billions

Total
Outlays
OMB/CBO report (average) $990.5
GAOQ differences:
Federal pay increase 1.5
Other defense outlays 25
Appropriated entitiements 03
Other nondefense outlays 02
Effect of economic assumptions 02
Total GAO differences® 4.8
GAOQ estimate of total outlays $995.3

#Numbers do not add due to rounding

Department of Defense

There is a continuing disagreement between OMB and CBO over outlays

for defense programs in fiscal year 1987. oMB estimates these outlays at
$269.6 billion, while CBO estimates them at $274.8 billion, excluding the
cost of a pay increase, which is discussed separately in the next section.

We continue to be concerned about the inadequacies of the data avail-
able as a basis for estimating various elements of the defense budget
and for overseeing its execution. These inadequacies, arising from prob-
lems in DOD’s accounting and budget systems, make it difficult to
develop reliable estimates for implementing the Act.

We have performed substantial additional audit work during the past
few months to develop a more reliable basis for these estimates and plan
further work in this area. This work, together with our review of other
relevant information, leads us to conclude that the CBO estimate of total
defense outlays, $274.8 billion, is reasonable. We also use CBO’s estimate
for this report because it is based on historical patterns. We find little
evidence to support DoD’s assertion that fiscal year 1987 outlays will
depart from past trends. Our analysis of defense outlays is discussed
further in appendix III.
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Budget Estimates and Required Reductions

Federé] Pay

OMB and CBO disagree over the estimated outlays that will flow from the
increase 1n federal pay rates anticipated for 1987. While both agree on
the percentages by which pay rates will increase (4 percent for military
and 2 percent for civilian), OMB assumes that all costs will be absorbed
by the departments and agencies, and CBO assumes only partial absorp-
tion. On this basis, CBO estimates outlays from new budget authority of
$3 billion.

The difference between the estimates of CBO and OMB with respect to pay
raises is due to different interpretations of the language of Public Law
99-177. The Act requires OMB and CBO to assume that federal pay adjust-
ments for statutory pay systems ‘“will be as recommended by the Presi-
dent.” oMB does not consider that language to autharize inclusion of any
new resources for pay raises unless those pay raises have actually been
enacted into law. CBO considers the language to apply both to the deter-
mination of any increase in federal pay and to the calculation of
resources necessary to meet those increases. CBO’s estimate is based on
OMB’s midsession review of the budget, issued on August 6, 1986, 14
days before the OMB/CBO report. We agree with CBO that the midsession
review is an appropriate basis for the estimates under the Act, and we
have adopted the CBO estimate.

Federa Ship Financing
Fund

1

OMB and cBO disagree over total estimated outlays for this fund. We
agree with CBO’s estimate of loan default rates. Consequently, we esti-
mate that total outlays will be $523.6 million. This issue is further dis-
cussed in appendix IV.

Entitlémer{t and Special
Rule Programs

Our estimates of outlays for several of these programs are materially
higher than the average of the OMB and CBO estimates because of the way
we treated appropriated entitlements and because we adopted CBO’s eco-
nomic assumptions. These differences are discussed in appendix V.

Net nterest

Our estimate of net mterest outlays, $138.9 billion, differs from the
average of the OMB and CBO estimates because it reflects the effect on the
deficit (and thus on the outstanding debt and the cost of carrying that
debt) of the revenue estimates we have adopted and of the changes in
estimated program outlays discussed earlier.
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Most of the differences affecting total outlays also affect the outlays
from sequestrable resources. The only exceptions are those involving
exempt accounts, such as net interest and outlays resulting from prior
legal obligations, and those involving programs subject to special rules.
In addition, however, we identified several differences that affect out-
lays from sequestrable resources. These are summarized below and dis-
cussed in more detail in the respective appendixes.

Department of Defense. In estimating unobligated balances from prior-
year appropriations, oMB and CBO adopted the estimates that supported
the President’s budget for fiscal year 1987, less the reductions imposed
by the fiscal year 1986 sequester order. On the basis of our analysis of
DOD’s estimates, we believe the OMB/CBO estimate is too low. Our review
of obligation rates from fiscal year 1980 through the first 8 months of
fiscal year 1986 leads us to an estimate of unobligated balances that is
higher by about $3.5 billion. Appendix III discusses the reasons for
these differences and identifies the affected accounts.

Postal Service. oMB and CBO disagree on whether reductions of budgetary
resources of the Postal Service Fund will result in outlay savings. We
agree with OMB that outlay savings should result from a sequester
applied to $1.2 billion in Postal Service Fund budgetary resources. (See
appendix 1V.)

WMATA and similar programs. OMB and CBO disagree on whether the fed-
eral interest payments to the Washington Metropolitan Area Transit
Authority (WMATA) and two other federal interest subsidy programs are
subject to reduction. We agree with CBO that these programs are not the
types of expenditures that the drafters of the Act appear to have
intended to subject to sequester. However, we conclude, as does OMB,
that none of the existing exemptions in the Act cover these programs
and that they are subject to sequester. (See appendix IV.)

VA policy loans. OMB and CBO disagree on whether loans to Veterans
Administration (vVA) insurance policyholders are exempt. We agree with
cBO that they are exempt as prior legal obligations of the government.
(See appendix V.)
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Economic Assumptions

Projections of the federal deficit are based on forecasts of those eco-
nomic variables that influence federal revenues and outlays. Thus, a
necessary part of any review of the deficit projections of oMB and CBoO is
a review of the economic assumptions upon which they are based. This
appendix outhines the process we followed in reviewing the oMB and CBO
assumptions; the conclusions we reached; and the implications for rev-
enue, outlay, and deficit projections.

We performed our review by developing our own set of economic
assumptions for fiscal year 1987 and comparing our assumptions with
those adopted by oMB and CBO. In certain important respects, our
assumptions are less optimistic than either OMB’s or CB0O’s. For instance,
we assume that real economic growth in fiscal year 1987 will be 2.8 per-
cent, whereas CBO assumes 3.2 percent and OMB assumes 3.7 percent. On
the other hand, we are more optimistic than the other two agencies
about interest rates. We assume that the 3-month Treasury bill rate will
average 5.8 percent in fiscal year 1987, whereas oMB and CBO assume it
will average 6.2 percent and 6.3 percent, respectively. Taken as a whole,
our view of the economy appears to correspond more closely to that of
CBO than to that of OMB.

We asked both oMB and CBO to estimate the budgetary effect of using our
economic assumptions. We were unable to obtain such an estimate from
OMB. CBO estimates that our assumptions would reduce fiscal year 1987
revenues by $5.5 billion from the level it projects using its economic
assumptions. Primarily as a result of the lower interest rates, CBO esti-
mates that our assumptions would reduce fiscal year 1987 outlays by
$2.2 billion. Thus, using all of the other assumptions that CB0 employed
in preparing its estimates for the joint OMB/CBO report, but substituting
our economic assumptions for CB0’s, would increase CBO’s fiscal year
1987 deficit projection by $3.3 billion.

Given the uncertainties involved in projecting both the economy and the
deficit, we do not view the differences between our economic assump-
tions and the deficit they produce and CBO’s economic assumptions and
deficit to be significant enough to justify our producing a third set of
account-by-account estimates. The difference between our view of the
economy and the view adopted by oMB is greater, and we do not know
what oMB’s deficit estimate would be using our assumptions. Thus, for
those calculations in this report that are sensitive to economic assump-
tions, we have decided to use the CBO assumptions.
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How We Developed Our
Forecast

In order to review OMB’s and CBO’s economic assumptions, it was neces-
sary for us to develop an independent judgment of the most likely future
course of the economy. We decided not to select any one particular indi-
vidual’s or organization’s forecast as the standard against which to eval-
uate the oMB and cBo forecasts. History suggests that it is unreasonable
to expect absolute accuracy in the economic projections of any indi-
vidual or organization and that any forecast will prove inaccurate, at
least to some degree. Experience also suggests that it is unreasonable to
assume that a forecaster, or forecasting technique, that produces the
most accurate forecast for one particular year will necessarily produce
the most accurate forecast for a subsequent year.

Mindful of these inherent forecasting limitations, we decided that the
most effective method for developing an independent view of future
economic events would be to develop on our own a forecast that reflects
a consensus of the views of experienced private-sector forecasters.
Accordingly, we organized a panel of outside experts and worked closely
with them to develop a GAO economic forecast.

We began by assembling, both for our own use and for the panel’s use,
information on current economic conditions. In addition, we asked three
leading economic consulting firms-——Data Resources, Inc. (DRrI); Chase
Econometrics, Inc.; and Wharton Econometric Forecasting Associates,
Inc.—to supply us with their best estimates of economic conditions in
1987,' assuming that the targets specified in the Balanced Budget Act
were achieved. We also asked each of the panel members to supply us
with his own individual forecast.

On the basis of this work, we developed a tentative economic forecast
that we distributed to the panel members along with summaries of the
other information we had gathered. The panel convened in late July in
Washington, reviewed the information we had given it, and gave us its
suggestions for modifying our tentative forecast. The GAO forecast incor-
porates the suggestions we received and the latest economic data avail-
able to us early in August.

The GAO Forecast

Our forecast assumes that real economic growth will continue at a mod-
erate pace through the end of fiscal year 1987. Specifically, we assume
that the growth rate for real GNP in both fiscal year 1986 and fiscal year

IThroughout this appendix, years are calendar years unless otherwise mdicated
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1987 will be 2.8 percent. Our forecast is based on several important gen-
eral assumptions, including

that the total deficit targets contained in the Balanced Budget Act are
achieved;

that Federal Reserve monetary policy is accommodative, permitting
monetary aggregates and interest rates to be consistent with moderate
economic growth and no substantial acceleration of inflation;

that despite short-run volatility, the average level of oil prices over the
next b calendar quarters will be close to their level in late July; and
that tax reform following the basic outlines being discussed in late July
will be enacted this fall.

Coﬁlponents of Final
Demand

Consumption

Our forecast of GNP growth embodies the following assumptions about
the major components of aggregate demand.

Our forecast assumes that consumption spending will grow more slowly
in fiscal year 1987 than it did in the Commerce Department’s most
recent estimates for the 4 quarters ending in June 1986 but that con-
sumption will continue to grow more rapidly than GNP. Qur assumption
about continued strength in consumption is consistent with several posi-
tive developments:

Current estimates are that real disposable personal income grew at an
annual rate of 6.9 percent in the first half of 1986 and that real total net
worth grew at an annual rate in excess of 10 percent in the 2 quarters
ending in March 1986 (the most recent data now available), providing
the basis for continued strength in consumption spending.

Revised estimates released in July suggest that the personal saving rate
was not as low in 1985 and early 1986 as had been thought previously,
quieting fears that consumers would reduce spending.

Both the University of Michigan and the Conference Board indexes of
consumer sentiment are quite high. The July figure in the Michigan
survey is down somewhat from June, but the June figure is 2.9 percent
above a year ago, while the July level is 4.1 percent above a year ago.
The June survey also shows record high sentiment in favor of purchases
of automobiles, large household durables, and houses.
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Business Fixed Investment

Housing

Our forecast assumes that real business fixed investment will recover a
little following its decline in the first halfof 1 QQR bhut not hv unnndh to
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lift the constant dollar level in fiscal year 1987 above the flscal year
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result of developments in the mining and petroleum industries and in
the computer equipment market. While we are assuming that these
declines are behind us, we do not assume very much growth. This rather
pessimistic assessment is based on factors such as the following

the current low rate of capacity utilization, which was estimated at 78.9
percent for the second quarter of 1986.

the results found in recent surveys of business capital spending plans.
The April/May Commerce Department survey of investment anticipa-
tions projected a 1.3 percent real decline for 1986. The McGraw-Hill
spring survey revealed plans by business to cut its real spending by 4.2
percent in 1986 (and a further decline in 1987, although the survey is
less reliable the longer the horizon).

the expectation that tax reform will increase effective tax rates on most

real astate investmaent and the pnvclcfnnnn of h\dh office vacancy 1 rates

in many parts of the country.

The investment outlook does contain some positive factors. In partic-
ular, the decline in interest rates should make capital spending more
attractive. Nonetheless, we assume that these positive factors will be
too weak to offset fully the drop in business investment that occurred in
the first half of 1986.

Our forecast assumes that housing investment will continue to grow
through the end of 1986 but will level off in real terms thereafter.
According to the Commerce Department’s August estimates, residential
investment grew by 9.8 percent between the second quarter of 1985 and
the second quarter of 1986. In large measure, this growth is in response
to a drop of 170 basis points in the new-home mortgage rate during this
same period of time. So far in 1986, prices of new and existing homes

have been I'lS‘“d faster than the consumer pmna 1pr]nv (r‘DI\ nnwnvpr,

the decline in mortgage rates has more than offset any housmg price
increases so that conventional measures show new housing to be more

affordable today than it was a year ago.
Our forecast assumes continued strength in single-family housing. We

also assume, however, that investment in muitifamily housing will be
somewhat weaker. New multifamily housing starts declined in the
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Inventories

Government Purchases

Net Exports

second quarter of 1986. Considering the rising vacancy rates in many
parts of the country and the prospects that tax reform will reduce the
incentive to invest in such housing, we are assuming that the weakness
in the multifamily sector will continue.

Historically, inventory investment has been quite volatile and difficult
to predict, and current estimates of inventory-to-sales ratios give no
indication of impending sharp increases or declines in inventory invest-
ment. Our forecast therefore assumes that inventory investment will
continue at roughly the same level as it has in the recent past.

In accordance with our fiscal policy assumption, our forecast assumes
that real federal government expenditures for goods and services will
decline in fiscal year 1987. Current Commerce Department estimates
show real state and local government purchases of goods and services
increasing 4.0 percent between the second quarter of 1985 and the
second quarter of 1986. Our forecast assumes continued growth in real
state and local purchases but, partially in response to declines in federal
grants-in-aid, we assume a slight decline in the rate of growth.

Forecasting net exports is particularly difficult at this time. Since Feb-
ruary 1985, the dollar has fallen by about 356 percent against the major
European currencies and the Japanese yen. Most forecasters expect
that, sooner or later, the decline in the value of the dollar will lead to
improvements in net U.S. exports. However, the current data show real
net exports continuing to decline, although at a decreasing rate.

The recent continued deterioration in net exports may be due to any of
several factors. For one thing, although the dollar has fallen against the
currencies of many of our important trading partners, it has either not
changed or risen in value against the currencies of other trading part-
ners, including Canada and Mexico (our largest and third largest trading
partners, respectively) and many of the Pacific rim countries now
becoming industrialized. In addition, it may take a little longer than
some had thought before relative prices change and domestic and for-
eign buying decisions adjust to the change. Finally, it appears that the
most recent data may overstate our trade deterioration; a significant
part of the deterioration in the second quarter of 1986 can be attributed
to a bulge in petroleum imports that most observers expect to be
temporary.
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Interest Rates

Income Shares

Taking into account all these factors, we decided to assume a moderate
improvement in the net export component of GNP. Our assumption lies
between the net export trends expected by the optimists and those
expected by the pessimists.

Our forecast assumes that the Federal Reserve will be able to supply
sufficient liquidity to accommodate moderate growth without jeopard-
izing its inflation and exchange rate constraints. Therefore, we assume
that 3-month Treasury bill rates during fiscal year 1987 will average
roughly the same level as prevailed in early August 1986. Our forecast
also assumes that the bond markets will lower their expectations about
future short-term interest rates and, as a result, that the yield curve will
be somewhat flatter in fiscal year 1987 than it was in 1985 and early
1986. Thus, given our assumption that short-term interest rates remain
largely unchanged, we assume that long-term bond rates will be lower.

Our assumption about aggregate wage and salary disbursements is built
from assumptions about compensation trends and from assumptions
about employment trends that were derived from our forecast of GNP. In
our forecast, wage and salary disbursements rise slightly as a percent of
GNP. Our forecast assumes they will average 49.4 percent of GNP in fiscal
year 1987, whereas current estimates show them averaging 49.2 percent
of GNP in the 4 quarters ending in June 1986.

Our forecast assumes that corporate profits (with the inventory valua-
tion adjustment and the capital consumption adjustment) will average
7.4 percent of GNP, 0.4 percentage points higher than the ratio prevailing
in the second quarter of 1986, according to the Commerce Department’s
August estimate. We are assuming that the decline in the value of the
dollar will take some of the pressure off profit margins and, together
with the decline in interest rates, will allow the profit share to increase
somewhat.

Y
Comparison of
Forecasts

The economic assumptions we developed are shown in table I1.1 along
with those adopted by oMB and CBO. Under GAO’s assumptions, real GNP
grows by 2.8 percent in fiscal year 1987. By comparison, CBO assumes
real GNP growth will be 3.2 percent, and oMB assumes it will be 3.7 per-
cent. During fiscal year 1987, quarterly real growth rates are in the
neighborhood of 3.0 percent in GAO’s assumptions, 3.6 percent in CBO’s
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assumptions, and about 4.2 percent in OMB’s assumptions. The assump-
tions about unemployment rates during fiscal year 1987 reflect the dif-
ferences in the assumptions about real GNP growth.

Tabie I1.1: Summary of Economic Assumptions, Fiscal Year 1987

Economic variable OMB CBO GAO
Nominal GNP (bithions of current dollars) $4,449 $4,423 $4,403
Nom nal GNP growth (percent change, year over year) 68 62 57
Real GNP (billions of 1882 doliars) $3,797 $3,777 $3,760
Real GNP growth (percent change, year over year) 37 32 28
Quarterly reai GNP growth (percent change, annual rate)

April-June 1986* 1.1 11 i1
" Juy-September 1986 40 30 31

‘October-December 1986 40 36 27
" January-March 1987 42 39 29
" Apni-dune 1987 42 37 31

July-September 1987 42 33 30
GNP impheit price deflator (percent change, year over year) 30 29 29
CPI-W (percent change, year over year) 21 26 25
Civiian unemployment rate (percent, fiscal year average) 67 68 69
Three-month Treasury bill rate (percent, fiscal year average) 62 63 58
Ten-year Treasury note rate (percent, fiscal year average) 75 77 71

*Estimate reported by the Department of Commerce on July 22, 1986, subsequently revised

According to the Commerce Department estimates released in August,
real GNP was 2.8 percent higher in the 4 quarters ending in June 1986

| than in the previous 4 quarters and was 3.9 percent higher in the 4
quarters ending in June 1985 than in the previous 4 quarters. Thus, we
assume real growth during fiscal year 1987 at the same rate experienced
in the 4 quarters ending in June 1986; CBO assumes real growth at a rate
somewhat higher than the rate experienced in that time period; and oMB
assumes real growth during fiscal year 1987 at a rate almost as high as
the rate experienced in the 4 quarters ending in June 1986.

OMB, CBO, and GAO have nearly identical assumptions about changes in
the implicit GNP price deflator, the broadest measure of inflation. Gao
also has nearly the same assumption as CBO about changes in the CPI.
OMB’s assumption about CPI growth is, however, somewhat lower than
either CBO’s or GAO's.
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GAO’s interest rate projections are lower than either CBO’s or OMB’s, and,
in this case, the OMB assumptions are closer to ours than are the CBO
assumptions. In OMB’s assumptions, both the short-term and the long-
term Treasury rates are 40 basis points above the level GAO assumes. CBO
assumes that the short-term rate will be 50 basis points higher and that
the long-term rate will be 60 basis points higher than we assume. In the
week ending July 26, 1986, 3-month Treasury bills yielded 5.72 percent
(on a bank discount basis), which is 8 basis points below the average
level we assume for fiscal year 1987. In effect, both OMB and CBO assume
that these rates will rise over the next 156 months, whereas GAO assumes
that they will not. Similarly, in the week ending July 26, the gap
between 10-year Treasury note yields and 3-month Treasury bill yields
was 154 basis points. Both GAO and OMB assume the gap will narrow to
130 basis points in fiscal year 1987, whereas CBO assumes it will narrow
to 140 basis points.

Table I1.2 compares GAO’s assumptions (and those of OMB and CBO) with
the July forecasts of three of the major private-sector economic con-
sulting firms. In many respects, GAO’s assumptions are quite similar to
the simple average of the forecasts of the three firms, indicating that we
have achieved our objective of developing a set of economic assumptions
that is consistent with the private-sector consensus (at least as it existed
in July 1986). For example, the commercial firms’ fiscal year 1987 real
growth forecasts are 2.6 percent, 2.5 percent, and 3.6 percent, respec-
tively. The average is 2.9 percent as compared with GAO’s assumption of
2.8 percent. Ga0’s assumption about the profit share in GNP is the same
as the three-firm average, while its assumption about the wage and
salary share is slightly above the three-firm average. GAO’s interest rate
assumptions are somewhat below the corresponding three-firm
averages.
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Table 11.2: Comparison of Agencies’ Economic Assumptions With Selected July 1886 Commercial Forecasts for Fiscal Year 1987

Government agencies Commercial firms
OMB CBO GAO Average Chase DRl  Wharton
Growth rates
(porcen}. fipcgl !gamrj_ fiscal year)
GNP 68 62 57 57 55 49 66
Real GNP 37 32 28 29 26 25 36
GNP deflator 30 29 29 27 28 24 29
Income shares (percent of GNP)
Wages and salanes T 493 494 491 489 491 492
Economic profits (@) 74 74 74 77 70 75
Interest rates (percent)
Threa-month Treasury bills 62 63 58 6.0 58 60 63
Ten year Treasury notes 75 77 71 75 76 76 74
Labor market ‘ T
Employment (millions) - B @) @) 110 111 1107 116 EER
L'Jnér;nployfr{ent (percent) 67 68 69 70 72 69 68
#Not published

Effect of GAO’s We asked both oMB and CBo for their estimates of aggregate revenues,

] aggregate outlays, and the total deficit using the same technical assump-
Assumptions on the tions that they would be using in their joint report but employing our
Estimated Deficit economic assumptions. CBO gave us its estimate, but oMB informed us

that it would be unable to do so.

Compared with its estimate using its own economic assumptions, CBO

' estimates that GAO’s economic assumptions would reduce fiscal year
1987 revenues by $5.5 billion. CBO estimates that our assumptions would
reduce fiscal year 1987 outlays by $2.2 billion, largely because we
assume lower interest rates. The net effect is an increase of $3.3 billion
in the total deficit estimate for fiscal year 1987.

Conclusions Our judgment as to the most likely future course of the economy is more

compatible with the economic assumptions adopted by B0 than with
those adopted by OMB. CBO’s real growth rate and nominal incomes are
higher than ours, but the effect of these differences on cB0’s estimate of
the deficit is partially offset by the fact that we assume lower interest
rates than does CBo.
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August GNP Revision

¢Bo finds that when the only change made is the use of GAO’s economic
assumptions, its estimate of the fiscal year 1987 deficit rises by $3.3
billion. Given the uncertainties inherent in forecasting the economy and
the deficit, we do not consider the difference introduced by the use of
our economic assumptions to be significant. Thus, we conclude that our
use of the CBO economic assumptions will produce estimates that we con-
sider to be reasonable. In contrast, we do not know how an OMB estimate
of the deficit using our economic assumptions would differ from oMB’s
estimate using its own economic assumptions, and, therefore, we do not
know whether the use of 0MB’s assumptions would produce estimates
that we would consider acceptable. Thus, on the basis of the information

available to us, we have decided to use the CBO economic assumptions

for our renort
1or our report.
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oMB and cBO figures represents an averaging of differences traceable to
economic assumptions as well as to other causes. Having adopted CBO’s
economic assumptions for the purpose of this report, we must remove
that part of any difference between the OMB and CBO estimates that is
traceable to the economic assumptions. Thus, for these items, the esti-
mates we use for this report differ from the average presented in the
OMB/CBO report. We have adopted the CBo estimate of total revenues
instead of the average of the oMB and CBO revenue estimates. In esti-
mating outlays, where it was possible to do so, we adjusted the oMB esti-
mate to reflect the effect of different economic assumptions and, absent
any other source of disagreement with either the OMB or CBO estimate,
we adopted the average of the CBO estimate and the adjusted OMB esti-
mate. When we could not adjust the oMB estimate to reflect our economic

assumptions and when we had no other reason to disagree with the esti-

mates. we used CRO’s estimate instead of the averade,
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On August 19, 1986, the Department of Commerce released its “first
revision” of its estimate of GNP during the second quarter of 1986. In the
August estimate, real growth in the second quarter was 0.6 percent, as
compared with 1.1 percent in the July “preliminary’ estimate. Since our
assumptions were completed during the first week of August, they do
not reflect these revisions; the OMB and CBO assuraptions also do not

reflect these revisions
The major factors contributing to Commerce’s lowered estimate of

second quarter real growth were a reduction of $8 billion (40 percent) in
inventory investment and a reduction of $4.2 billion (2.9 percent) in net
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exports. The effect of these reductions was offset partially by increases
of 84.4 billion (1.4 percent) in real federal government purchases and
$3.4 billion (0.1 percent) in consumption. Had these estimates been
available to us when we developed our assumptions, we would have
adjusted slightly our assumptions about the individual GNP components,
but we probably would not have changed materially our forecast of
fiscal year 1987 aggregate real growth.

The August 19 estimate also revised the earlier estimate of second
quarter corporate profits from current production (i.e., profits including
the inventory valuation adjustment and the capital consumption adjust-
ment). In the preliminary estimate, these profits were 7.4 percent of cur-
rent dollar GNP. In the revised estimate, they fell to 7.0 percent of GNP,
reflecting a $19.3 billion downward revision. Had this information been
available to us in early August, we might well have assumed somewhat
lower profits in our forecast.
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Review of Defense Program Accounts

We have identified three areas in which our estimates differ from the
OMB/CBO average in the initial sequestration report. First, we would add
$1.4 billion in budget authority with equivalent associated outlays for
the defense program portion of the anticipated 1987 federal pay raise.
Second, we would increase the unobligated balances for defense pro-
grams by §3.5 bilhon. Third, we would increase total defense program
outlays by an additional $2.5 billion.

In conducting our review, we used the data provided by oMB and CBO in
their report, DOD budget and accounting reports, Monthly Treasury
Statements, and the results of our ongoing audit work on defense pro-
grams and the poD budget. We examined the oMB/CBO report to determine
if there were any major errors or omissions in the identification or esti-
mation of budget resources or outlays. In particular, we carefully
reviewed major accounts for which the oMB and CBO estimates differed
significantly. When we identified questionable entries or significant dif-
ferences, we contacted OMB, CBO, or DOD officials to discuss the issues and
our concerns.

S
Federal Pay

i

As discussed in appendix I, oMB and cBO disagree over the estimated out-
lays that will flow from the increase in federal pay rates anticipated for
1987. On the basis of its interpretation of the Act, OMB assumes that pay
increases will be absorbed by the departments and agencies. CBO, on the
basis of OMB’s midsession review of the budget, estimates outlays from
new budget authority of about $2.8 billion in defense accounts, which
includes $2.6 billion for military pay raises and $243 million for civilian
pay raises. We agree with CBO’s estimate.

L
Estimates of

Unobligated Balances

OMB and CBO agree that estimated unobligated balances in the seques-
trable base for boD programs will total $53.3 billion These estimates
were adopted from the President’s fiscal year 1987 budget submission,
adjusted for the fiscal year 1986 sequester order.

Using actual obligations from fiscal year 1980 through the first 8
months of fiscal year 1986, we estimate that fiscal year 1987 seques-
trable unobligated balances will be $56.8 billion, $3.5 billion more than
reported by oMB and CBO. As we discussed in our March 1986 report,
Budget Issues: Potential for Excess Funds in DOD (GAO/NSIAD-86-76), DOD
has consistently underestimated unobligated balances in its budget sub-
missions. We believe that using the most recent available information in
estimates of unobligated balances yields a more accurate estimate.
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The main impact of our estimate is an increase in the unobligated bal-
ances in the procurement accounts (see table III.1), which contain over
86 percent of the total unobligated balances. This increase in the pro-
curement accounts is offset in part by a decrease in the unobligated bal-
ances for research, development, test, and evaluation (RDT&E) accounts.

Tabie IIl.1: Unobligated Balances in
Defense Programs: Comparison of
OMB/CBO and GAO Estimates

I

Defense Outlay
Estimates

Dollars in billions

OMB/CBO GAO
average estimate  Difference
Procurement $456 $49.6 +8$4 0
RDT&E 39 34 -05
Military construction 32 32 (a)
Other accounts 06 06 (b)
Total - Department of Defense® $63.3 $56.8 +$3.5

% ess than $50 million
bwe did not calculate new estimates for these accounts

°Excludes defense programs outside DOD

Whether the $3.5 billion is treated as an unobligated balance or an obli-
gated balance has no effect on estimated total defense program outlays
because the OMB/CBO report uses the same rates in computing outlays
from unobligated and obligated balances. In general, balances that are
obligated at the beginning of a fiscal year would be expected to spend
out faster during the year than balances that are unobligated at the
beginning of the year. However, for the procurement funds involved
here, this difference is not material.

The CBO outlay estimate for defense programs is $277.6 billion, $8 billion
more than the oMB estimate of $269.6 billion. Of this $8 billion differ-
ence, $2.8 billion is associated with the federal pay issue discussed ear-
lier. The remaining $6.1 billion is the result of differences between cBo
and OMB in estimating methodologies and assumptions. On the basis of
our analysis of OMB’s and CBO’s estimates in comparison with actual out-
lays since fiscal year 1978, we believe that CBO’s estimates are more
accurate than oMB’s and more likely to approximate actual outlays in
fiscal year 1987 than the OMB/CBO average.

CBO bases its estimate on the historical trend in actual defense outlays

(averaging rates of the 5 most recent fiscal years). OMB’s estimates are
based on a variety of sources and, for fiscal year 1987, assume outlays
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lower than cB0’s. On the basis of actual outlays from fiscal year 1980
through the first 9 months of fiscal year 1986, we estimate that outlays
for fiscal year 1986 will be $8 billion over oMB’s estimate in the Presi-
dent’s fiscal year 1986 budget. The CBO estimates for fiscal year 1987
are more consistent with our estimates. Therefore, we used the CBO esti-
mate. This increases total estimated outlays for defense programs, rela-
tive to the oMB/CBO average, by $2.5 billion.

poD has stated that it could take special actions to reduce outlays in
fiscal year 1987. These actions include slowing the payment of bills,
shifting military payrolls and retirement contributions from the end of
one fiscal year to the beginning of the next, and delaying and reducing
progress payments to contractors. Actions such as shifting military pay-
rolls by 1 day to a new fiscal year only postpone outlays from one
accounting period to the next. In addition, most of the actions proposed
would not affect outlays from the operations and maintenance accounts,
where most of the estimating differences occur. We believe that short-
term solutions of this sort do not contribute to a permanent reduction in
the deficit.

-]
Transfers

In addition to the items noted above, we are concerned about the impact
of certain fiscal year 1986 budget authority transfers on the fiscal year
1987 funding levels assumed in the OMB/CBO report. Fiscal year 1986
appropriation acts authorized pob to transfer over $9 billion in prior-
year budget authority to fund fiscal year 1986 requirements. Most of
this transfer authority was provided in lieu of new budget authority to
meet those current requirements. OMB and CBO do not include these
transferred funds in DoD’s fiscal year 1987 sequestrable base, in accor-
dance with the procedures required by the Act. We agree with the exclu-
sion of these transferred funds from the sequestrable base under the
Act, but we believe that the exclusion significantly understates the cost
of carrying out DOD’s fiscal year 1986 program. This is particularly true
in the transfers from procurement accounts (multiyear funds) to mili-
tary pay, which is spent in a single year. Since this reduced fiscal year
1986 budget base is used for the fiscal year 1987 estimate under the
Act, the deficit estimate may be artificially reduced by several billion
dollars.
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We identified several nondefense program accounts for which our esti-
mates differ from those of OMB and cBo because of conceptual differ-
ences in applying the Act and differences regarding estimated outlay
rates. We also identified a number of accounts where the oMB/CBO
average may not accurately reflect the correct amount of budgetary
resources or outlays because of ambiguities in the definitions of admin-
istrative expenses, prior legal obligations, and voluntary contributions.

We conducted our review using the data provided by oMB and CBO in
their initial fiscal year 1987 sequestration report. We examined the
account data from several perspectives to determine if any major errors
or omissions occurred. We reviewed each exempt account to ensure that
it had been handled properly, and we reviewed all accounts for which
OMB’s and CBO’s estimates of sequestrable outlays differ widely. We
reviewed accounts identified for changes in our January 21, 1986,
sequestration report to the President and the Congress' to determine if
those accounts have been treated properly in the 1987 report. Finally,
we compared the current OMB/CBO report with the fiscal year 1987
budget appendix to determine which accounts had been completely
omitted from the OMB/CBO sequestration report and the reason for their
omission.

When we identified differences, we contacted the oMB and CBO analysts
responsible for the accounts and discussed the issues and our concerns.
In some cases, we contacted agency officials for further clarification.
The major areas about which we continue to have concerns and for
which our estimates differ from the OMB/CBO average are listed below.

L
Postal Service Fund

In their report oMB and CBO agree that $1.2 billion of the Postal Service
Fund’s budgetary resources for administrative expenses are seques-
trable. However, OMB and CBO disagree on the outlay savings that could
be expected to result from the sequestration. OMB assumes that outlay
savings would equal the sequester. CBO assumes that there would be no
savings. CBO sees no evidence that the Postal Service has taken steps to
reduce its fiscal year 1986 spending in response to the last sequestration
order and states that the administration appears to have no mechanism
for enforcing the order.

! Budget Reductions for FY 1986: Balanced Budget and Emergency Deficit Control Act of 1985, (GAQ/
0OCG-86-1)
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We consider it inappropriate to assume that the Postal Service will not
follow the requirements of Public Law 99-177. In addition, to assume so
would increase inequitably the required sequester amounts for all other
accounts. Consequently, we agree with OMB’s treatment of this account.
As aresult, outlay savings should result from a sequester applied to
$1.2 billion in Postal Service Fund budgetary resources.

Federal Pay

As discussed in appendix I, oMB and cBo disagree over the estimated out-
lays that will flow from the increase in federal pay rates anticipated for
1987. On the basis of its interpretation of the Act, OMB assumes that pay
increases will be absorbed by the departments and agencies. CBO, on the
basis of OMB’s midsession review of the budget, estimates outlays from
new budget authority of $129 million in nondefense accounts. We agree
with CBO’s estimate.

S
Washington

Metropolitan Area
Transit Authority and
Related Cases

OMB and CBO also disagree on whether the federal interest payment to
WMATA is subject to reduction. CBO concludes that the federal payment is
exempt as an obligated balance because appropriations for WMATA are
provided to fulfill past commitments of the federal government under
contracts authorized by law and because the bonds for which the pay-
ment is made are guaranteed by the federal government. OMB concludes
that, under the terms of the contract, the government is not obligated to
make any payment to WMATA in excess of the amount of available appro-
priations, including any reduction required by Public Law 99-177.

We agree with CBO’s view that the federal payment of interest on WMATA
bonds, made in furtherance of an underlying contractual commitment on
the part of the government, is not the type of expenditure that the
drafters of Public Law 99-177 intended to subject to automatic seques-
tration. We agree, as apparently does OMB, that the federal payment to
WMATA was inadvertently left off the list of exempt programs included in
the Act.

In January 1986 we concluded that the federal payment to WMATA con-
stituted an obligated balance because the relevant contingency in the
subsidy agreement—the availability of appropriations—had been met.
However, this is not now the case. Because the WMATA subsidy agree-
ment is contingent on the availability of funds and because fiscal year
1987 appropriations have not yet been enacted for WMATA, we consider
OMB'’s application of the statute technically correct and conclude that a
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Federal Ship Financing
Fund

Federal Building Fund

sequester should be applied to wmaTa budgetary resources of $561.7
million.

The joint OMB/CBO report cites two other cases similar to WMATA's in
which OMB and CBO disagree on whether to reduce appropriations pro-
vided to fulfill prior contractual agreements: the Medical Facilities Guar-
antee and Loan Fund in the Department of Health and Human Services
and the Higher Education Facilities Loans and Insurance account in the
Department of Education. In both of these cases, according to the report,
the agreements involved are expressly subject to the availability of
annual appropriations. Our views regarding these programs are consis-
tent with our views on the federal payment of interest to WMATA. We
believe therefore that a sequester should be applied to $18.0 million in
budgetary resources of the Higher Education Facilities Loan and Insur-
ance account and $25.0 million in the Medical Facilities Guarantee and
Loan Fund account.

The prior legal obligations of the Federal Ship Financing Fund are spe-
cifically exempt from sequestration under the Act. While estimates of
outlays from exempt budgetary resources do not affect the sequester
amount for a given account, they do affect the total outlay estimate and,
thus, the estimated deficit. For this account, CBO’s estimates of exempt
budgetary resources and outlays from those resources are higher than
OMB'’s estimates. On the basis of our audit work concerning the Fund'’s
outlays to cover loan defaults, we conclude that the CBO estimates are
more realistic. Therefore, we agree with CBO's estimate of total outlays,
which is about $398 million higher than oMB’s.

The Federal Building Fund is an intragovernmental fund that is exempt
from sequestration, except for any direct appropriations or administra-
tive expenses funded by collections from nonfederal sources. Both oMB
and cBo would sequester amounts from direct appropriations, but cBo
would also sequester administrative expenses funded by offsetting col-
lections. We agree that there should be a sequester of administrative
expenses, but we believe that the CBo amount is too high. We would not
include within that amount any portion financed from offsetting collec-
tions from federal sources, since those portions were already seques-
tered in the source account. We conclude that the appropriate amount to
include is $201,000.
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The Act lists a number of accounts and kinds of accounts that are
exempt or partially exempt from sequestration. In reviewing the way
OMB and CBO treat exempt accounts, we encountered ambiguities in how
OMB and CBO interpret and apply certain terms in the Act. Specifically,
we question how oMB and CBO define the terms *“administrative
expenses,” “prior legal obligations,” and ‘‘voluntary contributions.”
Failure by the two agencies to establish clear and consistent definitions
makes it difficult to determine whether the exemptions have been prop-
erly applied. In several cases the lack of clear definitions appears to
have led to inconsistent treatment of similar accounts.

Administrative Expenses

The Act stipulates that—notwithstanding any exemption, exception,
limitation, or special rule—*‘administrative expenses” of all agencies are
subject to reduction. In reviewing the amounts that oMB and CBO identify
as sequestrable administrative expenses, we noted inconsistencies in the
determinations made by the two agencies as to what types of expenses
fall within the meaning of that term. In some cases it appears that insuf-
ficient amounts are identified, especially if a broad definition of the
term is used.

In these cases, the lack of a clear and consistent definition of the term
“administrative expenses’ made it difficult for us to assess OMB’s and
CBO’s decisions. An independent assessment through use of budget
reporting information is not possible because that information fre-
quently does not identify the administrative components of accounts.
We think that a full and consistent sequestration of administrative
expenses can be ensured only if clear definitions and revised reporting
conventions on administrative expenses are established.

Prior Legal Obligations

The Act lists several accounts for which the “prior legal obligations” of
the government are exempt from sequestration. In such accounts, budg-
etary resources are to be sequestered if they are for current program
and administrative expenses rather than for prior legal obligations. In
examining the OMB/CBO treatment of these accounts, we have found that
some current program funds may not have been included in the seques-
trable base. However, it is difficult to reach a definite conclusion on this
matter because of uncertainty about what distinguishes current pro-
gram funds from prior legal obligation amounts. As with administrative
expenses, an independent assessment through use of budget reporting
information is not possible because that information does not clearly or
consistently distinguish between such amounts. Progress in developing
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clear and consistent definitions of prior legal obligations, and improving
budget reporting on such amounts, would facilitate the proper applica-
tion of this exemption.

Voluhtzu:y Contributions

The Act includes an exemption for “activities resulting from private
donations, bequests, or voluntary contributions to the Government.” In
several cases it is difficult for us to determine whether amounts have
been properly exempted under this provision. It is not always possible to
determine from reported budget information whether funds credited to
an account are the result of a voluntary contribution or are given as
payment for a service provided by the government. Consequently, in
many cases we could not determine whether oMB and CBO properly
applied this exemption.
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