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Notes

Unless otherwise indicated, all of the years referred to in describing the economic outlook are

calendar years; otherwise, the years are federal fiscal years (which run from October 1 to Sep-
tember 30).

Numbers in the text and tables may not add up to totals because of rounding.

Some of the figures in Chapter 2 use shaded vertical bars to indicate periods of recession and
dashed vertical lines to separate actual from projected data. (A recession extends from the peak
of a business cycle to its trough.)
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Summary

I he Congressional Budget Office (CBO) projects

that under current laws and policies, the federal budget
will report a deficit of $337 billion in 2006 (see Summary
Table 1). That estimate is somewhat higher than the
$318 billion shortfall recorded in 2005 but about the
same in comparison to the size of the nation’s economy.
At 2.6 percent of gross domestic product (GDP), this
year’s deficit would be slightly larger than the 2.3 percent
average recorded since 1965.

Because of the statutory rules that govern baseline projec-
tions, CBO’s current estimates omit a significant amount
of spending that is likely to occur later this year. In partic-
ular, additional funding will probably be necessary in
2006 to pay for military activities in Iraq and Afghanistan
and for flood insurance claims. If that funding is pro-
vided, CBO expects that outlays will grow by another
$20 billion to $25 billion this year, resulting in a deficit
in the vicinity of $360 billion, or about 2.8 percent of
GDP.

CBO’s baseline includes spending from the $50 billion
that the Congress has appropriated this year for military
activities in Iraq and Afghanistan, but more resources are
likely to be necessary within a few months. The baseline
also includes the effect of legislation dealing with disaster
relief, flood insurance, and other programs that were
funded in the aftermath of Hurricane Katrina and other
storms. Such legislation will add an estimated $47 billion
in outlays during 2006; hurricane-related tax relief will
reduce revenues by an estimated $7 billion this year. But
paying all claims expected under the federal flood insur-
ance program could require a few billion dollars of addi-
tional funding for that program. Furthermore, the pend-
ing spending reconciliation act, if signed into law, would
reduce the deficit by about $5 billion in 2006.

Under the assumptions incorporated in CBO’s base-
line—in particular, that various tax increases occur as

scheduled and that discretionary spending grows at the
rate of inflation—the budget deficit totals $270 billion
(2.0 percent of GDP) in 2007 and continues to fall there-
after, essentially reaching balance in 2012. After that, the
budget remains close to balance in the baseline, showing
small surpluses ranging from $40 billion to $73 billion
through 2016 (the end of the current projection period).

By statute, CBO’s baseline must project the future paths
of federal spending and revenues under current laws and
policies. The baseline is therefore not intended to be a
prediction of future budgetary outcomes; instead, it is
meant to serve as a neutral benchmark that lawmakers
can use to measure the effects of proposed changes to
spending and taxes.

Underlying CBO’s baseline projections is a forecast that
the U.S. economy will continue growing at a healthy pace
throughout calendar years 2006 and 2007. CBO fore-
casts that GDP will grow by 3.6 percent (in real, infla-
tion-adjusted, terms) this year and by 3.4 percent next
year. That rate of growth is projected to slow to an aver-
age of 3.1 percent from 2008 through 2011 and 2.6 per-
cent from 2012 through 2016.

Over the longer term, the aging of the U.S. population
combined with rapidly rising health care costs will put
significant strains on the federal budget, which begin to
be evident within the projection period. When the first
members of the baby-boom generation reach age 62 in
2008, they will become eligible for Social Security bene-
fits. As a result, the annual rate of growth of Social Secu-
rity spending is expected to increase from about 4.8 per-
cent in 2008 to 6.5 percent in 2016.

In addition, because the cost of health care is likely to
continue rising rapidly, the annual rate of growth of
Medicare spending is projected to increase from 7.4 per-
cent in 2008 to about 8.9 percent in 2016. (Medicare
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Summary Table 1.

CBO's Baseline Budget Outlook

Total, Total,
Actual 2007- 2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
In Billions of Dollars
Total Revenues 2,154 2312 2,461 2598 2,743 2,883 3,138 3,378 3546 3,724 3,912 4113 13,823 32,496
Total Outlays 2,472 2,649 2,732 2,857 2,984 3105 3,252 3,340 3,506 3,666 3,839 4,046 14,930 33,328
Total Deficit (-) or Surplus -318 -337 -270 -259 -241 -222 -114 38 40 57 73 67 -1,107 -832
On-budget 494 518 466 476 474 473 380 238 -243 230 218 226 -2,269 -3,424
Off-budget® 175 181 196 217 233 250 266 276 283 288 291 293 1,162 2,592
Debt Held by the Public
at the End of the Year 4592 4925 5204 5477 5732 5967 6,092 6,064 6,032 5981 5912 5,848 n.a. n.a.
As a Percentage of GDP
Total Revenues 175 177 179 179 180 180 187 193 194 195 196 19.7 18.1 18.9
Total Outlays 201 203 198 197 195 194 194 191 191 192 192 194 19.6 19.4
Total Deficit (-) or Surplus -2.6 -26 -20 -1.8 -1.6 -14 -0.7 0.2 0.2 0.3 0.4 0.3 -14 -0.5
Debt Held by the Public
at the End of the Year 374 376 378 377 375 372 363 346 329 313 2.6 281 n.a. n.a.
Memorandum:
Gross Domestic Product
(Billions of dollars) 12,293 13,082 13,781 14,508 15,264 16,021 16,768 17,524 18,311 19,121 19,963 20,839 76,343 172,101

Source:
Note:

Congressional Budget Office.

n.a. = not applicable.

a. Off-budget surpluses comprise surpluses in the Social Security trust funds as well as the net cash flow of the Postal Service.

spending is anticipated to rise by 17 percent this year and
14 percent in 2007 as the new prescription drug program
gets under way.) Rapid growth is also projected for Med-
icaid spending—an average of 8.3 percent annually from
2008 to 2016. Under the assumptions in CBO’s baseline,
Social Security, Medicare, and Medicaid together will
account for 56 percent of all federal spending by the end
of the projection period (up from 43 percent in 20006).
Measured as a share of the economy, spending for the
three programs will equal 10.8 percent of GDP in 2016,
up from 8.7 percent this year (see Summary Figure 1).

Beyond 2016, those trends are projected to continue.
The percentage of the population age 65 or older will
continue to increase (from 14 percent in 2016 to more
than 19 percent in 2030). In addition, no evidence sug-
gests that the growth of health care costs, which have
risen faster than GDP over the past four decades, is likely
to slow significantly in the future. As a result, spending

for Social Security, Medicare, and Medicaid will exert
pressures on the budget that economic growth alone is
unlikely to alleviate. A substantial reduction in the
growth of spending and perhaps a sizable increase in taxes
as a share of the economy will be necessary for fiscal sta-
bility to be at all likely in the coming decades.’

The Budget Outlook

In CBO’s current baseline, deficits decline gradually
through 2010, as outlays increase at an average annual
rate of 4.0 percent and revenues rise by 5.7 percent a year.
Beyond 2010, spending related to the aging of the baby-
boom generation raises projections of the average annual

1. For a detailed discussion of the long-term pressures facing the fed-
eral budget, see Congressional Budget Office, The Long-Term
Budger Outlook (December 2005), Updated Long-Term Projections
Jor Social Security (March 2005), and The Outlook for Social Secu-
rity (June 2004).



Summary Figure 1.

SUMMARY

Spending on Social Security, Medicare, and Medicaid, 1990 to 2016

(Percentage of gross domestic product)
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growth of total outlays to 4.5 percent. However, revenues
increase sharply in 2011 and 2012, growing by 8.9 per-
cent and 7.6 percent, respectively—under the assumption
that various tax increases occur as scheduled—and
thereby bring the baseline projection of the budget near
balance. Beyond 2012, revenues grow at about the same
pace as outlays (roughly 5 percent a year), which keeps
the bottom line showing small surpluses through 2016.

From 2007 through 2016, outlays are projected to
remain between 19 percent and 20 percent of GDP
under the assumptions in CBO’s baseline (see Summary
Figure 2). Mandatory spending (funding determined by
laws other than annual appropriation acts) is projected to
grow by 5.8 percent a year—faster than the economy as a
whole. Discretionary appropriations, by contrast, are
assumed simply to keep pace with inflation and, to a
lesser extent, with wage growth. Thus, discretionary out-
lays are projected to increase by about 2.0 percent per
year, on average—a pace less than half as fast as the pro-
jected rate of growth of nominal GDP and significantly
slower than the average annual rate of 4.3 percent over
the past 20 years.

According to CBO’s projections, the structure of the tax
code and rapid growth in retirement income will cause
revenues to increase faster than the overall economy in
each year of the projection period. In addition, CBO
assumes—as rules for the baseline require—that the vari-
ous tax provisions enacted in the Economic Growth and
Tax Relief Reconciliation Act of 2001 (EGTRRA) and
modified by the Jobs and Growth Tax Relief Reconcilia-
tion Act of 2003 (JGTRRA) and by the Working Fami-
lies Tax Relief Act of 2004 (WFTRA) will expire as
scheduled. Many of those provisions are set to expire

at the end of December 2010, but some have an earlier
expiration date. As a result, revenues as a percentage of
GDP are projected to rise slightly through 2010, from
17.7 percent to 18.0 percent, and to increase more rap-
idly over the following two years, to 19.3 percent of GDP
in 2012. By 2016, revenues are projected to reach 19.7
percent of GDP.

In CBO’s baseline, accumulated federal debt held by the
public (mainly in the form of Treasury securities sold in
the capital markets) equals about 38 percent of GDP
through 2009. Thereafter, projections of shrinking

XV



Xvi

THE BUDGET AND ECONOMIC OUTLOOK: FISCAL YEARS 2007 TO 2016

Summary Figure 2.

Total Revenues and Qutlays as a Percentage of Gross Domestic Product,

1965 to 2016
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annual deficits and small surpluses diminish the govern-
ment’s anticipated borrowing needs, causing debt held by
the public to decline to about 28 percent of GDP by
2016.

Relative to its previous baseline projections, which were
published last August, CBO’s estimate of the deficit for
2006 has increased by $22 billion and its projections of
deficits in 2007 through 2015 have declined by an aver-
age of about $100 billion per year.? Those revisions
reflect no fundamental change in the budgetary and eco-
nomic environment. Indeed, when viewed as a percent-
age of the economy, they represent a difference of just 0.5
percent of GDP over the 2006-2015 period.

Most of the changes in CBO’s new baseline stem from
changes in economic factors that affect revenues and net
interest, which cause the projection of the deficit for the
2006-2015 period to decline by a cumulative $736 bil-

2. See Congressional Budget Office, The Budget and Economic Out-
look: An Update (August 2005).

lion. CBO’s projected rates of economic growth are about
the same as those underlying its previous baseline. How-
ever, higher inflation in the second half of calendar year
2005, combined with an upward revision to past mea-
sures of GDP, causes CBO to project higher levels of
GDP and revenues throughout the projection period. In
addition, CBO anticipates slightly lower interest rates
from 2008 through 2015, reducing projected net interest
outlays during that time.

Differences attributed to legislation also have reduced
CBO’s projection of the cumulative deficit, by $157 bil-
lion. The irregular timing and varying amounts of sup-
plemental appropriations together with the treatment of
such appropriations under the rules for the baseline
explain most of that adjustment. Other, technical adjust-
ments to the baseline have had a minimal effect—upward
changes to both revenues ($151 billion) and outlays
($170 billion) nearly offset each other and increase the
projected deficit by $19 billion over the 2006-2015
period.



The Economic Outlook

Economic activity had considerable momentum last year,
some of which will carry into calendar year 2006. CBO
forecasts that real GDP will grow by 3.6 percent this year
and by 3.4 percent in 2007 (see Summary Table 2).

Despite an anticipated weakening in the housing market,
economic growth will be driven by forces already set in
motion—firms’ continued need to expand productive
capacity, solid increases in household income and wealth,
and the lagged effects of declines in the value of the dollar
since 2002. The housing market is expected to cool
because potential buyers are likely to be deterred by con-
cerns about the future growth of home prices and by
higher interest rates. Business investment, however, will
continue its recent strength because it has not yet fully
caught up with the acceleration in the growth of demand
in 2004 and 2005. The increases in employment and
wages seen last year are also expected to continue, with
the unemployment rate remaining near 5 percent, under-
pinning consumer spending. In addition, the lower value
of the dollar combined with somewhat stronger eco-
nomic growth abroad will cause exports to increase faster
than imports (in real terms), CBO forecasts, bolstering
the economy and keeping the U.S. trade deficit near its
current level.

Along with healthy growth in demand and output, the
growth of labor productivity (which usually slows in the
later stages of economic expansions) will remain strong,
CBO expects, though not as rapid as the extraordinary
pace of the past five years. Overall inflation (as measured
by the consumer price index) is likely to be lower this
year than in 2005, when rising energy prices boosted it.
According to CBO’s forecast, the growth of the consumer
price index will decline from the 3.4 percent recorded last

SUMMARY

year to 2.8 percent in 2006 and 2.2 percent in 2007. But
the core rate of inflation—which excludes food and
energy prices—will increase slightly in the near term,
from 2.2 percent in 2005 and 2006 to 2.3 percent in
2007. Short-term interest rates are expected to rise in the
first half of 2006, reaching 4.5 percent. Long-term inter-
est rates are also anticipated to rise—to more than 5 per-
cent, widening the spread between the rates on three-
month Treasury bills and 10-year Treasury notes that
existed in mid-January (when that spread was very small).

Hurricanes Katrina and Rita interrupted the economy’s
momentum temporarily. They reduced economic growth
in the second half of 2005 by about 0.5 percentage
points, in part by pushing up energy prices, which had
already risen sharply since 2003. The impact of those nat-
ural disasters on the overall economy is expected to be rel-
atively brief, however. This year, the recovery of energy
production, rebuilding, and related activities are likely to
boost growth by an amount similar to the reduction in
2005.

Beyond 2007, the pace of economic growth will probably
slow somewhat. The main reason is that the labor force is
projected to grow less quickly as members of the baby-
boom generation begin to retire and as the scheduled
expiration of various tax provisions in 2011 discourages
work by raising marginal tax rates. Real GDP is projected
to grow at an average annual rate of 3.1 percent between
2008 and 2011 and at 2.6 percent between 2012 and
2016. The rate of inflation is assumed to average 2.2 per-
cent after 2007; and the unemployment rate, 5.2 percent.
Interest rates on three-month and 10-year Treasury secu-
rities are projected to average 4.4 percent and 5.2 percent,
respectively.

Xvi
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Summary Table 2.

CBO’s Economic Projections for Calendar Years 2006 to 2016

Estimated Forecast Projected Annual Average

2005 2006 2007 2008-2011 2012-2016
Nominal GDP (Billions of dollars) 12,494 13,262 13,959 16,954 ° 21,064 °
Nominal GDP (Percentage change) 6.5 6.1 53 5.0 4.4
Real GDP (Percentage change) 3.6 3.6 34 3.1 2.6
GDP Price Index (Percentage change) 2.7 2.4 1.8 1.8 1.8
Consumer Price Index® (Percentage change) 3.4 2.8 2.2 2.2 2.2
Core Consumer Price Index (Percentage change) 2.2 2.2 2.3 2.2 2.2
Unemployment Rate (Percent) 51 5.0 5.0 5.2 5.2
Three-Month Treasury Bill Rate (Percent) 3.2 4.5 4.5 4.4 4.4
Ten-Year Treasury Note Rate (Percent) 43 51 5.2 5.2 5.2

Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor Statis-

tics; Federal Reserve Board.

Notes: Percentage changes are year over year.

Year-by-year economic projections for calendar years 2006 to 2016 appear in Appendix E.

Level in 2011.
Level in 2016.

The consumer price index for all urban consumers.

o ®

o

d. The consumer price index for all urban consumers excluding prices for food and energy.
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The Budget Outlook

I he Congressional Budget Office (CBO) projects

that if current laws and policies remained the same, the
federal government would run a deficit of $337 billion in
2006 (see Table 1-1). The baseline deficit for this year
would be somewhat larger than the deficit of $318 billion
in 2005, but it would be roughly the same relative to the
size of the nation’s economy. At 2.6 percent of the gross
domestic product (GDP), this year’s baseline deficit
would be slightly above the average deficit of 2.3 percent
of GDP recorded since 1965 (see Figure 1-1).

Because of the statutory rules that govern CBO’s budget
projections, the current baseline omits a significant
amount of spending that is likely to occur this year to fi-
nance military activities in Iraq and Afghanistan and to
pay flood insurance claims resulting from Hurricane Kat-
rina. Additional outlays for such purposes in 2006 are ex-
pected to total between $20 billion and $25 billion, re-
sulting in a deficit in the vicinity of $360 billion, or
about 2.8 percent of GDP. Another potential factor in
2006 is the pending spending reconciliation act; if en-
acted, it will reduce the projected deficit for this year by
about $5 billion, CBO estimates.

Under the assumptions incorporated in CBO’s base-
line—in particular, that various tax increases occur as
scheduled and discretionary spending rises at the rate of
inflation—the budget deficit totals $270 billion (2.0 per-
cent of GDP) in 2007 and continues falling thereafter, es-
sentially reaching balance in 2012. Thereafter in the base-
line, the budget remains close to balance through 2016

1. The budget resolution for 2006 instructed certain Congressional
committees to recommend legislation that would reduce manda-
tory spending and revenues by specified amounts. That process is
known as reconciliation.

(the end of the current projection period), showing small
surpluses that range between $40 billion and $73 billion.
Such a pattern is not a forecast of future outcomes but
rather a neutral benchmark that describes the path of the
budget if present laws and policies remain unchanged.

CBO’s outlook for the budget as described above is not
fundamentally different from its outlook in August
2005.% Although CBO has increased its baseline estimate
of the 2006 deficit by $22 billion and reduced projected
deficits in subsequent years by an average of about $100
billion annually, those changes are relatively small, repre-
senting an overall difference of just 0.5 percent of GDP
(see Table 1-2 on page 4). Furthermore, those adjust-
ments are mostly unrelated to changes in the underlying
budgetary and economic environment.

The small increase in CBO’s projection of the baseline
deficit for 2006 is due primarily to legislative actions
taken last September in response to hurricane damage,
particularly from Hurricanes Katrina and Rita. Those
events occurred after CBO’s August baseline was pub-
lished, so those previous estimates include no spending
providing relief related to those storms. Since that report
was issued, however, the Congress and the President have
enacted several measures to provide assistance to those af-
fected—such legislation has added about $47 billion to
projected outlays for this year. Hurricane-related supple-
mental appropriations enacted thus far will increase dis-
cretionary outlays by about $30 billion in 2006, CBO
estimates. In addition, increased borrowing authority for
the flood insurance program will boost outlays to pay

2. Those projections were published in Congressional Budget Office,
The Budget and Economic Outlook: An Update (August 2005).
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Table 1-1.

Projected Deficits and Surpluses in CBO’s Baseline

(Billions of dollars)

Total, Total,
Actual 2007- 2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
On-Budget Deficit -494 -518 -466 -476 -474 -473 -380 -238 -243 -230 -218 -226 -2,269 -3,424
Off-Budget Surplus® 175 181 196 217 233 250 266 276 283 288 291 293 1,162 2,592
Total Deficit (-)
or Surplus -318 -337 -270 -259 -241 -222 -114 38 40 57 73 67 -1,107 -832
Memorandum:
Social Security Surplus 173 180 195 214 231 246 262 271 278 282 286 287 1,148 2,552
Postal Service Outlays -2 -2 -1 -3 -2 -4 -4 -5 -5 -5 -6 -6 -14 -40
Total Deficit (-) or Surplus
as a Percentage of GDP -26 -26 -20 -18 -16 -14 -0.7 0.2 0.2 0.3 0.4 03 -1.4 -0.5
Debt Held by the Public as a
Percentage of GDP 374 37.6 378 377 375 372 363 346 329 313 29.6 28.1 n.a. n.a.

Source:
Note:

Congressional Budget Office.

GDP = gross domestic product; n.a. = not applicable.

a. Off-budget surpluses comprise surpluses in the Social Security trust funds as well as the net cash flow of the Postal Service.

flood insurance claims this year by about $16 billion.
Also, tax relief provided in response to the storms will re-
duce federal revenues by $7 billion this year, CBO fore-
casts. (For more information on the budgetary effects of
hurricane relief, see Appendix A.)

CBO’s economic outlook for the coming decade, which
underlies its baseline projections, has not changed much
since last August. Nevertheless, the largest differences be-
tween CBO’s current and August baselines are classified
as economic changes. Those differences occur because of
revisions to historical data for certain economic variables
and economic developments during 2005. Specifically,
recent revisions to the national income and product ac-
counts, as well as the spurt in inflation that occurred dur-
ing the second half of last year, increased the base from
which CBO projects future revenues. As a result of that
larger base, roughly the same assumptions for growth in

3. Combined with the program’s prior authority, flood insurance
spending under current law is likely to total about $18 billion for
2006. Additional spending for flood insurance is likely to be
needed, but further legislation would be necessary to provide
funding for it.

future years produced higher estimates of revenues and
lower estimates of outlays (because of changes in debt ser-
vice) in the current baseline than in the previous one.
One difference in the current baseline’s economic as-
sumptions involves lower interest rates beyond 2007: that
change reduced baseline outlays during the 10-year pro-
jection period (2007 to 2016) by an additional $113
billion.

The irregular pattern of funding for military activities in
Iraq and Afghanistan, combined with statutory rules gov-
erning baseline estimates, also produced some changes in
CBO’s projections relative to last August’s. According to
those rules, all appropriations provided in the current
year are extended and inflated throughout the projection
period. By August 2005, supplemental appropriations
had provided nearly $76 billion for military activities in
Iraq and Afghanistan for the 2005 fiscal year. Thus far in
2006, however, such appropriations total only about $50
billion (although more funding is expected). Extending
that lower amount throughout the projection period has
led to a reduction in defense outlays in the baseline, but
that drop is partially offset by an increase in appropria-
tions for other defense programs. On net, such legislative
actions have reduced defense outlays in CBO’s new base-
line—compared with those in its previous baseline—Dby
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Figure 1-1.

The Total Deficit or Surplus as a
Percentage of GDP, 1965 to 2016
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Source: Congressional Budget Office.

Note: GDP = gross domestic product.

$236 billion through 2015.4 (Appendix B provides a
more detailed discussion of changes to the baseline since

August.)

Although by law CBO’s baseline projections may not in-
corporate anticipated changes in policy, this chapter illus-
trates the estimated budgetary implications over the next
10 years of some alternative policy assumptions. For ex-
ample, outlays for military operations in Iraq and Af-
ghanistan and for other activities related to the war on
terrorism could be assumed to total about $90 billion in
2006 and then to gradually decline to around $27 billion
to $30 billion a year (about half the level now in the base-
line). Incorporating such a phasedown of military activi-
ties and assuming that no supplemental appropriations
are continued after 2006 would reduce the total projected
deficit for the 2007-2016 period from $832 billion to
$330 billion. Under that scenario, debt held by the pub-
lic at the end of 2016 would fall to 25.7 percent of GDP.

4. Changes to nondefense appropriations, including supplemental
appropriations related to Hurricanes Katrina and Rita as well as to
the avian flu, increased nondefense discretionary outlays in the
baseline by about $59 billion over the 10-year period.

THE BUDGET OUTLOOK

Similarly, if all of the tax provisions that are set to expire
over the next 10 years were extended, the budget outlook
for 2016 would change from a surplus of $67 billion to a
deficit of $584 billion. Debt held by the public at the end
0f 2016 would climb to 44.3 percent of GDP, and the cu-
mulative 10-year deficit would total $4.2 trillion.

Opver the longer term, the aging of the population com-
bined with rapidly rising health care costs will put signifi-
cant strains on the federal budget. When the first mem-
bers of the baby-boom generation reach age 62 in 2008,
they will become eligible for Social Security benefits. As a
result, the annual rate of growth of Social Security spend-
ing is expected to increase from about 4.8 percent in
2008 to 6.5 percent in 2016. In addition, because the
cost of health care is likely to continue to rise rapidly, the
annual rate of growth of Medicare spending is projected
to increase from 7.4 percent in 2008 (when the prescrip-
tion drug benefit is fully phased in) to about 8.9 percent
in 2016.” Similar growth—8.3 percent a year—is pro-
jected for Medicaid spending in 2016. Under the as-
sumptions incorporated in the baseline, those three pro-
grams together will account for 56 percent of all federal
spending by the end of the projection period (up from 43
percent in 2006) and 10.8 percent of GDP (up from 8.7
percent this year).

Beyond 2016, those trends are projected to continue.
The percentage of the population age 65 or older will
continue to increase (from 14 percent in 2016 to more
than 19 percent in 2030). In addition, there is no evi-
dence that the growth of health care costs, which has
risen faster than GDP over the past four decades, is likely
to slow significantly in the near future. As a result, spend-
ing for Social Security, Medicare, and Medicaid under
current law is expected to claim an even larger share of to-
tal outlays. Over the long term, if those trends are main-
tained, the increasing resource demands of those pro-
grams will exert such pressure on the budget as to make
current fiscal policy unsustainable.

5. The calculation for 2016 excludes the extra payment to managed
care providers scheduled to occur that year. Such payments are
ordinarily made on the first day of the month but are made a day
or two earlier when the first day of the month falls on a weekend.

6. For a detailed discussion of the long-term pressures facing the fed-
eral budget, see Congressional Budget Office, The Long-Term
Budger Outlook (December 2005), Updated Long-Term Projections
Jor Social Security (March 2005), and The Outlook for Social Secu-
rity (June 2004).
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Table 1-2.

Changes in CBO’s Baseline Projections of the Deficit Since August 2005

(Billions of dollars)

Total, Total,
2006- 2006-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015
Total Deficit as
Projected in August 2005 -314  -324  -335 -321 -317 -218 -78 -80 -66 -57 -1,612 -2,110
Changes
Legislative
Revenues -7 -6 -1 * * * * * * * -14 15
Outlays 34 -8 -14 -18 -22 -24 -26 -29 -32 -34 -28 -172
Subtotal, legislative -41 2 13 18 22 24 26 28 31 34 14 157
Economic
Revenues 29 47 50 50 52 51 50 51 52 54 229 488
Outlays 9 3 -9 -17 -25 -31 -37 -42 -47 -51 -39 -248
Subtotal, economic 21 44 59 67 77 82 87 93 100 106 268 736
Technical
Revenues 10 24 23 17 13 13 15 14 12 10 87 151
Outlays 12 15 21 23 18 15 13 16 20 19 88 170
Subtotal, technical -2 8 3 -5 5 2 2 2 8 9 * 19
Total Effect on the
Deficit or Surplus® -22 54 75 80 924 104 115 120 123 130 282 874
Total Deficit (-) or Surplus as
Projected in January 2006 -337 270 -259  -241  -222 -114 38 40 57 73 -1,330 -1,236
Source: Congressional Budget Office.

Notes: * = between -$500 million and zero.

For more information on changes to the baseline since August, see Appendix B.

a. Negative numbers represent an increase in the deficit.

A Review of 2005
The budget deficit declined in 2005, dropping from a

$412 billion shortfall in 2004 to $318 billion. Relative to
the size of the economy, the deficit measured 2.6 percent
of GDP in 2005 versus 3.6 percent in 2004.

Revenues

The improved budgetary outcome for 2005 stemmed
from the robust growth of federal revenues, which rose
14.6 percent ($274 billion) above their level in 2004.
Revenues as a share of GDP rose for the first time since
2000—from 16.3 percent of GDP in 2004 to 17.5 per-
cent in 2005. That percentage is slightly below the aver-

age over the past 40 years of 18.2 percent but well below
the post-World War II high of 20.9 percent reached in
2000. The growth of revenues in 2005 derived from sev-
eral sources:

B Individual income tax receipts accounted for more
than 40 percent of last year’s boost in revenues, in-
creasing by almost 15 percent. That rise largely reflects
growth in 2004 and 2005 in nonwage income (such as
capital gains) and changes in tax law that caused a re-
duction in receipts in 2004 but not in 2005.

B Receipts from the corporate income tax were 47 per-
cent higher last year, following similar growth in 2004.
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Those receipts in recent years have grown faster than
the economy as a whole, increasing from 1.2 percent
of GDP in 2003 to 2.3 percent in 2005—their largest
share of the economy since 1980. Most of the strong
growth in 2005 probably stems from solid economic
activity in both 2004 and 2005. Another likely con-
tributor is the expiration at the end of 2004 of provi-
sions enacted in 2002 and 2003 that allowed
additional depreciation deductions during the first
year of service for businesses’ investments in equip-
ment.

B Receipts from social insurance (payroll) taxes rose by
more than 8 percent in 2005 as a result of increases in
wages and salaries. (Chapter 4 provides more informa-
tion about recent and projected federal revenues.)

Outlays

Total outlays rose last year by almost 8 percent ($179 bil-
lion); only once in the past 15 years has the rate of spend-
ing growth been higher. Over the 2001-2005 period,
spending grew at an average annual rate of about 7 per-
cent, or twice as fast as in the previous five years.

Mandatory outlays in 2005 grew by slightly less than 7
percent ($83 billion). Programs experiencing rapid
growth included agriculture spending, which more than
doubled as a result of lower prices for commodities, and
spending for education, which grew by 37 percent last
year (excluding credit subsidy reestimates). Outlays for
veterans' programs increased by 27 percent. (However,
part of that increase occurred because veterans compen-
sation and pension payments for October 2005 were
made in September—which shifted them from fiscal
year 2006 to fiscal year 2005. Without that shift, the rise
in outlays would have been 18 percent.) Spending for
Medicare (excluding receipts from premiums) grew by
12 percent.

Opverall, discretionary outlays increased by just over

8 percent ($73 billion) from 2004 to 2005. Outlays for
defense rose by $39 billion; CBO estimates that about 40
percent of that amount represented a boost in spending
for military operations in Iraq and Afghanistan and for

THE BUDGET OUTLOOK

other activities considered part of the war on terrorism.
(See Box 1-1 for details about the funding provided for
those operations thus far.)

Discretionary outlays not related to defense grew by $33
billion last year. Spending for disaster relief and insurance
rose by $10 billion—which brought the total for such
spending in 2005 to almost three times its average annual
level over the previous five years. Most of the increase
stemmed from supplemental appropriations provided in
response to the hurricanes that struck Florida and South
Carolina in the late summer and early fall of 2004; very
lictle of it was for relief efforts following Hurricanes Kat-
rina, Rita, and Wilma. Outlays related to international
affairs grew by $6 billion, with reconstruction funds for
Iraq accounting for $4 billion of that increase. Other
large boosts in outlays were recorded for education ($4

billion) and health programs ($3 billion).

In 2005, interest on the public debt rose almost 15 per-
cent above its level in 2004. Debt held by the public grew
by about 7 percent, which led to an upswing in debt-ser-
vice costs that was further boosted by rising short-term
interest rates. (A more detailed discussion of federal

spending appears in Chapter 3.)

The Concept Behind CBO’s Baseline
Projections

The projections that make up CBO’s baseline are not in-
tended to be predictions of future budgetary outcomes—
rather, they represent CBO’s best judgment of how the
economy and other factors would affect federal revenues
and spending if current laws and policies remained the
same. CBO constructs its baseline according to rules set
forth in law, mainly in the Balanced Budget and Emer-
gency Deficit Control Act of 1985 and the Congressional
Budget and Impoundment Control Act of 1974. In gen-
eral, those laws spell out how CBO should project federal
spending and revenues under current policies. The result-
ing baseline can then be used as a neutral benchmark
against which to measure the effects of proposed changes
in tax and spending policies.
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Box 1-1.

Appropriations for the War on Terrorism

Since September 2001, the Congress and the Presi-
dent have provided about $323 billion in appropria-
tions for military operations in Iraq and Afghanistan
and for other Department of Defense (DoD) activi-
ties in support of the war on terrorism (see the table
on the next page). Determining exactly how much of
that budget authority has been spent is difficult be-
cause reports by the Department of the Treasury do
not distinguish between outlays from regular appro-
priations and those from supplemental appropria-
tions, nor do they distinguish between spending for
peacetime operations and spending associated with
the war on terrorism. Information from DoD indi-
cates that the department has obligated almost all of
the $171 billion appropriated before August 2004 for
operations in Iraq and Afghanistan and for other, ter-
rorism-related activities. Additionally, DoD reported
that through September 2005, it had obligated
$20.4 billion of the $26.8 billion appropriated in
August 2004 as part of Public Law 108-287 and an-
other $63.2 billion of the $75.6 billion appropriated
in May 2005 as part of Public Law 109-13. Total ob-
ligations by the end of last September had thus
reached about $254 billion.!

In 2005, DoD obligated a total of $83.6 billion—or
almost $7 billion per month—for Operations Iragi
Freedom, Enduring Freedom (in Afghanistan), and
Noble Eagle (antiterrorism activities in the United
States). Of that total, 85 percent was dedicated to
Operation Iraqi Freedom, 13 percent went to Opera-
tion Enduring Freedom, and 2 percent was provided
for Operation Noble Eagle. (Outlays for those activi-
ties in 2006 could total roughly $90 billion, the Con-
gressional Budget Office estimates.) In all, 45 percent
of the amount obligated in 2005 covered operation
and support costs (for example, costs for training,
fuel, supplies, repair parts, maintenance of facilities,
communications, and contract services). Personnel
costs accounted for another 26 percent of the total,

8 percent went toward transporting troops and sup-
plies, and the remaining 21 percent paid for new
equipment and for construction projects.

1. That amount does not include obligations for classified activ-
ities or for coalition support, which are not included in
DoD’s obligation reports.

For revenues and mandatory spending, the Deficit Con-
trol Act requires that the baseline be projected under the
assumption that present laws continue without change.”
In most cases, the laws that govern revenues and manda-
tory spending are permanent. Thus, CBO’s baseline pro-
jections reflect anticipated changes in the economy, de-
mographics, and other relevant factors that affect the
implementation of those laws.

7. The Deficit Control Act makes some exceptions. For example,
mandatory spending programs that are set to expire must be
assumed to continue if they have outlays of more than $50 million
in the current year and were established on or before the enact-
ment of the Balanced Budget Act of 1997. Programs established
after that are not automatically assumed to continue. Similarly,
the law requires CBO to assume that expiring excise taxes that are
dedicated to trust funds will be extended at their current rates.
The Deficit Control Act does not provide for the extension of
other expiring tax provisions, even if they have been extended rou-
tinely in the past.

The baseline rules differ for discretionary spending. The
Deficit Control Act states that such spending should be
projected by assuming that the most recent year’s discre-
tionary budget authority is provided in each future year,
with adjustments to reflect projected inflation—using
specified indexes—and certain other factors (such as the
cost, calculated on an annual basis, of adjustments to fed-
eral pay). If the current year’s discretionary budget au-
thority includes funds provided through supplemental
appropriations, those funds are also adjusted for inflation
and assumed to continue throughout the baseline period.

The frequency of supplemental appropriations and the ir-
regular pattern of funding for military operations in Iraq
and Afghanistan have significantly affected CBO’s base-
line projections in recent years. Through last August, pol-
icymakers had provided a total of nearly $95 billion in
supplemental appropriations for 2005—about $76 bil-
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Box 1-1.
Continued
Appropriations for Military Operations in Support of the War on Terrorism,
Including Operations in Iraq and Afghanistan
(Billions of dollars of budget authority)
Public Law Title 2001 2002 2003 2004 2005 2006 Total
107-38 2001 Emergency Supplemental Appropriations Act for

(Sept. 2001)

107-117
(Jan. 2002)

107-206
(Aug. 2002)

107-248
(Oct. 2002)

108-7
(Feb. 2003)

108-11
(April 2003)

108-87
(Sept. 2003)

108-106
(Nov. 2003)

108-287
(Aug. 2004)

109-13
(May 2005)

109-148
(Dec. 2005)

Total

Recovery from and Response to Terrorist Attacks on the
United States

Department of Defense and Emergency Supplemental
Appropriations for Recovery from and Response to
Terrorist Attacks on the United States Act, 2002

2002 Supplemental Appropriations Act for Further Recovery
from and Response to Terrorist Attacks on the United States

Department of Defense Appropriations Act, 2003

Consolidated Appropriations Resolution, 2003

Emergency Wartime Supplemental Appropriations Act, 2003

Department of Defense Appropriations Act, 2004

Emergency Supplemental Appropriations Act for Defense
and for the Reconstruction of Iraq and Afghanistan, 2004

Department of Defense Appropriations Act, 2005

Emergency Supplemental Appropriations Act for Defense, the
Global War on Terror, and Tsunami Relief, 2005

Department of Defense, Emergency Supplemental
Appropriations to Address Hurricanes in the Gulf of Mexico,
and Pandemic Influenza Act, 2006

13.6

34
13.8
6.42
10.0
62.2
3.5°
64.8
26.8 ¢

75.6 ¢

49.9 ¢
136 172 78.6 881 756 49.9 323.0

Source: Congressional Budget Office.

Note: The numbers in this table are amounts identified in appropriation acts as funding for Department of Defense activities in
response to the terrorist attacks of September 11, 2001, and in support of the war on terrorism, including military operations
in Irag. Those amounts represent funding directed to the Department of Defense (subfunction 051 of the federal
budget).

a. This figure is an estimate based on conference report language for Public Law (PL.) 107-248.
b. Rescission of funds appropriated in PL. 108-11.

c. Of this amount, $25 billion was funding requested by the President for 2005 that was largely to be used to cover costs incurred
in that year, and $1.8 billion was funding restored by the repeal of a previous rescission. The Congress appropriated the funds in
2004 and made them available upon enactment, so the appropriation was counted as budget authority for 2004.

d. This amount includes $5.0 billion for Army “modularity” but excludes $0.2 billion for the Pentagon’s costs arising from tsunami
relief efforts and $6.3 billion for activities of other departments and agencies.

e. Excludes $0.1 billion provided to the Coast Guard for operating expenses.

7
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lion for military operations in Iraq and Afghanistan (plus
another $6 billion provided in the same act for other ac-
tivities, mostly for the State Department and interna-
tional assistance programs) and smaller amounts for di-
saster relief ($11 billion) and veterans’ health care ($1.5
billion). In its August baseline, in accordance with the
statutory rules, CBO extrapolated all of those appropria-
tions for each future year—even though such spending,
especially for activities in Iraq and Afghanistan, may be
unlikely to continue at the 2005 level throughout the 10-
year projection period. CBO’s current projections are
based on appropriations for 2006 and therefore do not
include an extrapolation of the 2005 supplemental ap-
propriations. However, CBO’s current baseline in-
cludes—and extrapolates—the $50 billion in appropria-
tions that have been provided thus far in 2006 for
military activities in Iraq and Afghanistan. The resulting
projections probably understate such costs for the near
term and may overstate them for later years.

In addition, the baseline extrapolates funding, provided
in 2006, for relief and reconstruction related to last fall’s
hurricanes in the Gulf of Mexico. Public Law 109-148
provided a total of $29 billion for the hurricane-related
activities of a number of agencies. It also rescinded $23
billion previously directed to the Federal Emergency
Management Agency (FEMA), but that rescission is not
extended into the future. Also extrapolated in the current
baseline is $3.8 billion in supplemental appropriations
for avian flu research, preparedness, and response.

CBO’s Baseline Projections for 2006
Through 2016

For 2006, CBO estimates a budget deficit of $337 billion
under current law, with outlays totaling $2.6 trillion and
revenues measuring $2.3 trillion. However, additional
funding is likely to be needed to finance military activi-
ties in Iraq and Afghanistan (perhaps adding about $20
billion to outlays) and to pay flood insurance claims re-
sulting from hurricane damage (requiring another $4 bil-
lion, according to FEMA’s current estimates). The net re-
sult would be a deficit of somewhere near $360 billion. If
the spending reconciliation act became law—the act con-
tains a package of adjustments to mandatory spending—
it would reduce outlays for 2006 by an estimated $5 bil-
lion.® (For more information about the spending recon-
ciliation legislation, see Box 1-2.).

The deficit for 2006 is likely to be higher than the 2005
shortfall of $318 billion for two main reasons. First, the
additional spending and the losses in revenues stemming
from last fall’s hurricanes are estimated to add more than
$50 billion to the 2006 deficit. Second, net outlays for
Medicare’s new prescription drug benefit are projected to
amount to another $30 billion.

In CBO’s current baseline, deficits decline gradually
through 2010 as outlays increase at an average annual rate
of 4.0 percent and revenues rise by 5.7 percent a year. Be-
yond 2010, spending related to the aging of the baby-
boom generation raises projections of the average annual
growth of total outlays to 4.5 percent. However, revenues
are projected to climb sharply in 2011 and 2012, growing
by 8.9 percent and 7.6 percent, respectively (under the
assumption that various tax increases occur as scheduled),
and thereby bringing the baseline projection of the bud-
get near balance. Beyond 2012, baseline revenues grow at
about the same pace as outlays (about 5 percent a year),
which keeps the bottom line showing small surpluses

through 2016.

Outlays

From 2007 through 2016, outlays are projected to re-
main between 19 percent and 20 percent of GDP (see
Table 1-3). Mandatory spending (which is determined by
laws other than annual appropriation acts) is projected to
grow by 5.8 percent per year—faster than the economy as
a whole. Discretionary appropriations, by contrast, are as-
sumed simply to keep pace with inflation and, to a lesser
degree, with wage growth. Through 2016, discretionary
outlays are thus projected to increase by about 2.0 per-
cent per year, on average, from the baseline level for
2006—a pace less than half as fast as the projected rate of
nominal GDP and one significantly slower than the aver-
age annual growth (4.3 percent) of discretionary outlays
over the past 20 years.

Revenues

CBO projects that the structure of the tax code and rapid
growth in retirement incomes will cause revenues to in-
crease faster than the overall economy in each year of the
projection period. In addition, CBO assumes—as base-
line rules require—that the various tax provisions enacted

8. The House and Senate each passed a tax reconciliation act
(H.R. 4297 and S. 2020), but the two acts contain some provi-
sions that are quite different, and a conference version of the
legislation has not yet been agreed upon.
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Table 1-3.
, . . .
CBO’s Baseline Budget Projections
Total, Total,
Actual 2007- 2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
In Billions of Dollars
Revenues
Individual income taxes 927 1,003 1,08 1,190 1281 1374 1572 1724 1824 1930 2,043 2164 6525 16,210
Corporate income taxes 278 302 296 300 303 305 309 317 326 335 346 360 1513 3197
Social insurance taxes 794 838 882 925 970 1,017 1,064 1112 1,161 1212 1,264 1319 4857 10,926
Other 154 169 176 183 189 187 193 225 235 246 259 271 928 2,163
Total 2,154 2,312 2,461 2,598 2,743 2,883 3,138 3,378 3,546 3,724 3,912 4,113 13,823 32,496
On-budget 1576 1704 1819 1921 2031 2135 2356 2561 2,693 2834 2985 3145 10,263 24482
Off-budget 577 608 642 676 712 747 782 817 853 890 928 968 3559 8,014
Outlays
Mandatory spending 1320 1432 1488 1572 1,667 1,755 1866 1935 2,071 2205 2350 2527 8348 19437
Discretionary spending 968 999 1000 1,022 1,040 1060 1,087 1,103 1,132 1159 1,186 1,219 5209 11,009
Net interest 184 217 244 263 277 289 299 303 303 302 302 300 1372 2,882
Total 2,472 2,649 2,732 2,857 2,984 3,105 3,252 3,340 3,506 3,666 3,839 4,046 14,930 33,328
On-budget 2070 2,222 2286 2397 2505 2,608 2736 2,799 2936 3065 3,203 3372 12532 27,906
Off-budget 402 427 446 460 479 497 516 541 570 602 636 675 2398 5422
Deficit (-) or Surplus -318 -337 -270 -259 -241 -222 -114 38 40 57 73 67 -1,107 -832
On-budget -494 -518 -466 -476 -474 -473 -380 -238 -243 -230 -218 2226 2,269 3424
Off-budget 175 181 196 217 233 250 266 276 283 288 291 293 1162 2592
Debt Held by the Public 4592 4925 5204 5477 5732 5967 6,092 6064 6,032 5981 5912 5848 n.a. na.
Memorandum:
Gross Domestic Product 12,293 13,082 13,781 14508 15264 16,021 16,768 17,524 18311 19,121 19,963 20839 76,343 172,101
As a Percentage of GDP
Revenues
Individual income taxes 7.5 77 8.0 8.2 84 8.6 94 9.8 10.0 10.1 10.2 104 85 9.4
Corporate income taxes 23 23 21 2.1 2.0 19 18 18 18 18 17 17 2.0 19
Social insurance taxes 6.5 64 6.4 6.4 64 6.3 6.3 63 6.3 6.3 63 63 64 6.3
Other 13 13 13 13 12 1.2 1.2 13 13 13 13 13 12 13
Total 17.5 17.7 17.9 179 18.0 18.0 18.7 19.3 19.4 19.5 196 197 181 18.9
On-budget 12.8 13.0 13.2 13.2 133 133 141 146 147 148 15.0 151 134 14.2
Off-budget 47 47 47 47 47 47 47 47 47 47 46 46 47 47
Outlays
Mandatory spending 10.7 109 108 108 109 11.0 111 110 113 115 118 121 109 113
Discretionary spending 79 7.6 73 7.0 6.8 6.6 6.5 6.3 6.2 6.1 59 59 6.8 6.4
Net interest 15 17 18 18 18 18 18 17 17 16 15 14 18 17
Total 20.1 20.3 19.8 19.7 19.5 194 194 19.1 19.1 19.2 19.2 194 19.6 194
On-budget 16.8 170 16.6 165 164 16.3 16.3 16.0 16.0 16.0 16.0 16.2 164 16.2
Off-budget 33 33 3.2 3.2 31 31 31 31 31 31 32 3.2 31 3.2
Deficit (-) or Surplus -2.6 -2.6 -2.0 -1.8 -1.6 -14 -0.7 0.2 0.2 0.3 0.4 03 -14 -05
On-budget -4.0 -40 34 33 31 3.0 -23 -14 -13 -1.2 -11 -11 -3.0 -2.0
Off-budget 14 14 14 15 15 16 16 16 15 15 15 14 15 15
Debt Held by the Public 374 376 378 377 375 37.2 363 346 329 313 29.6 28.1 n.a. na.

Source:
Note:

n.a. = not applicable.

Congressional Budget Office.
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Box 1-2.

Reconciliation Legislation for Spending

The budget resolution for 2006 contained reconcilia-
tion instructions to Congressional committees to reduce
both spending and revenues. Eight House and Senate
committees were instructed to recommend spending
changes, and those recommendations were combined
into an omnibus bill by the House and Senate Budget
Committees. The House Ways and Means and the Sen-
ate Finance Committees were instructed to report legis-
lation covering revenue changes. The bills were con-
sidered by the House and Senate under special rules ex-
pediting their movement through the legislative process.

As of the end of December, a conference agreement on
the spending reconciliation bill had been approved by
the House and—in a slightly modified form—Dby the
Senate. (Certain points of order in the Senate led to
minor changes in the legislation.) As a result, final ac-
tion on the bill is pending in the House. The House
and the Senate each passed a version of the tax reconcil-
iation bill, but the two versions contained some provi-
sions that were quite different, and as yet, a conference
agreement has not been reached.

The spending reconciliation act—the Deficit Reduction
Act 0of 2005 (S. 1932)—would reduce mandatory out-
lays by an estimated $39 billion between 2006 and
2010 and a total of $99 billion from 2006 through
2015 (see the table on the next page).1 Those totals re-
flect apparent drafting errors in the education and judi-
ciary provisions. If those errors were corrected in subse-
quent legislation, estimated savings would increase by
$700 million from 2006 to 2010 and by about $2 bil-
lion over the 2006-2015 period. The largest savings
from the legislation would accrue in five areas of the
budget: education, Medicare, Medicaid and other
health programs, auctions of licenses for use of the
electromagnetic spectrum, and pension insurance.

Education
The reconciliation act contains various provisions re-
lated to student loan programs that would result in net

1. Savings from reconciliation were calculated relative to the
baseline that CBO prepared in March 2005. CBO used that
baseline, which underlies the Congressional budget resolu-
tion, to evaluate all legislation proposed after the resolution
was passed.

savings of $11.9 billion over the next five years and
$29.0 billion through 2015. Spending over the 2006-
2015 period would be reduced by $52 billion, primarily
by decreasing payments to lenders, increasing the inter-
est rate charged on loans to parents of students, man-
dating the payment of certain fees by guaranty agencies,
reducing lenders” insurance reimbursements, and elimi-
nating mandatory funding for administrative costs. Off-
setting about $23 billion of those 10-year savings would
be additional spending to increase loan limits, reduce
borrowers’ origination fees, create two new grant pro-
grams to supplement the Federal Pell Grants Program
(which awards grants to undergraduate students on the
basis of financial need), and fulfill other purposes.

Medicare

The reconciliation act would reduce net Medicare
spending by $6.4 billion through 2010 and $22.4 bil-
lion through 2015, CBO estimates. Those 10-year sav-
ings would be achieved in part by reducing payments
for certain imaging services—such as magnetic reso-
nance imaging, or MRIs—($8.1 billion) and for home
health services ($5.7 billion) and by improving the ac-
curacy of the process by which payments to managed
care plans are adjusted for differences in expected costs
stemming from differences in patients’ health status
($4.1 billion). In addition, the reconciliation act would
temporarily raise and then lower payment rates for phy-
sicians’ services, which would add $7.3 billion to out-
lays from 2006 to 2010 but reduce them by $0.4 billion
over the 10-year period.

Medicaid and Other Health Programs

In total, changes to Medicaid and other health pro-
grams would reduce mandatory outlays by $4.7 billion
between 2006 and 2010 and $26.4 billion from 2006
through 2015, CBO estimates. The largest savings
would come from provisions in the reconciliation act
that would permit state Medicaid programs to require
beneficiaries to pay higher premiums and a greater share
of their health care costs and to reduce the level of cov-
erage of certain beneficiaries. Those provisions would
save $16 billion through 2015. The reconciliation act
would also lower payments by Medicaid for outpatient
prescription drugs, saving another $12 billion over the
10-year period.
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Spectrum Auctions and Related Spending

In CBO’s estimation, changes in the collection and ex-
penditure of proceeds from the Federal Communica-
tions Commission’s (FCC’s) auctions of licenses to use
the electromagnetic spectrum would lower total fed-
eral spending from 2006 through 2015 by $7.6 bil-
lion. Provisions that extend the FCC’s auction au-
thority and change the statutory requirements for the
transition from analog to digital television broadcasts
would increase auction proceeds by an estimated
$10.3 billion from 2006 to 2015. Balanced against
that increase would be additional spending by the
Departments of Commerce, Homeland Security, and
Transportation totaling an estimated $2.7 billion.
Most of those expenditures would go for two pur-
poses: about $1.4 billion would subsidize equipment
needed by consumers for viewing digital signals on
analog television. Another $1.0 billion would be used
to purchase equipment that would enable public
safety agencies to communicate with one another
more effectively.

Pension Benefit Guaranty Corporation

The Pension Benefit Guaranty Corporation (PBGC) is
a wholly owned government corporation that insures
the pension benefits of more than 44 million people.
Changes in the premiums paid by firms to PBGC
would lower federal outlays by $3.6 billion over the
2006-2010 period and $0.5 billion from 2006 through
2015. Receipts from premiums, which are recorded as
offsets to mandatory spending, would increase as a re-
sult of boosting rates per participant for single-employer
and multiemployer defined-benefit pension plans and
imposing premiums on former sponsors whose pension
plans had been terminated by PBGC. That additional
premium income is estimated to total $7.9 billion.
Higher premium receipts would allow the PBGC’s on-
budget revolving fund to defer some reimbursements
from the nonbudgetary funds it has obtained from
firms whose plans have been terminated. Because those
reimbursements appear as receipts in the budget, the de-
ferral would effectively increase net outlays in the 2013-
2015 period, thus offsetting some of the savings that
had accrued in earlier years.

Estimated Impact of Budget
Reconciliation on Mandatory Outlays
(Billions of dollars)

Total, Total,
2006- 2006-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015
Education® 3.5 -1.9 -2.2 -2.2 -2.1 -2.4 3.3 3.6 3.8 41 -11.9 -29.0
Medicare 3.4 6.2 -1.2 3.0 -5.0 3.7 3.9 3.2 2.8 2.4 -6.4 -22.4
Medicaid and Other
Health Care Programs 2.2 -0.6 -1.7 -2.0 -2.7 3.1 3.7 4.3 -4.9 5.7 4.7 -26.4
Spectrum Auctions and
Related Spending * 14 2.5 -11.4 0.2 -0.1 -0.1 0 0 0 -7.4 -7.6
Pension Benefit Guaranty
Corporation 0.4 -0.6 -0.7 -0.9 -1.0 -0.9 -0.9 0.3 2.3 2.3 -3.6 -0.5
Other® 0.3 -1.0 -1.1 -1.3 -1.7 -1.6 -1.7 -1.7 -1.8 -1.7 -4.8 -13.4
Total Changes -4.8 3.6 -45 -208 -123 -11.7 -13.6 -126 -11.0 -115 ~-38.8 -99.3
Source: Congressional Budget Office.

Notes: The conference agreement was reported in the House as House Report 109-362 and was passed on December 19, 2005.
The Senate passed S. 1932 after adopting Senate Amendment No. 2691 on December 21, 2005.

* = between -$500 million and zero.

a. These numbers reflect the language contained in the conference agreement. However, that language includes apparent drafting
errors in the education and judiciary provisions. If those errors were corrected in subsequent legislation, estimated savings
would increase by $700 million over the 2006-2010 period and about $2 billion over the 2006-2015 period.

11
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in the Economic Growth and Tax Relief Reconciliation
Act of 2001 (EGTRRA) and modified by the Jobs and
Growth Tax Relief Reconciliation Act of 2003
(JGTRRA) and by the Working Families Tax Relief Act
of 2004 will expire as scheduled. Many of those provi-
sions are set to expire on December 31, 2010, but some
have earlier expiration dates. As a result, revenues as a
percentage of GDP are projected to rise slightly through
2010—from 17.7 percent in 2006 to 18.0 percent—and
grow more rapidly over the following two years, reaching
19.3 percent of GDP in 2012. By 2016, CBO projects,
revenues will account for 19.7 percent of GDP.

Budgetary Impact of Hurricane Relief
Since September 2005, the Congress and the President

have enacted several measures to address the damage
caused by last fall’s hurricanes. CBO estimates that as of
this writing, disaster relief and other hurricane-related
effects will add at least $54 billion to the deficit for 2006,
$23 billion for 2007, $13 billion for 2008, and smaller
amounts thereafter. The largest budgetary impact has re-
sulted from supplemental appropriations, which CBO es-
timates will increase outlays by about $30 billion in
2006. In addition, lawmakers have boosted mandatory
outlays for this year by $17 billion, mostly by increasing
the borrowing authority for the flood insurance program.
Last, the hurricanes will lower total federal receipts (by
about $7 billion) as a result of the various forms of tax re-
lief that have been provided. The storms’ impact on the
overall economy and delays in the payment of taxes will
also affect revenues, although probably not significantly.
(For more information on the budgetary effects related to
hurricane relief, see Appendix A. For a discussion of the

hurricanes’ effects on the economy, see Chapter 2.)

Debt Held by the Public
In CBO’s baseline, accumulated federal debt held by the

public (mainly in the form of Treasury securities sold in
the capital markets) equals about 38 percent of GDP
through 2009. Thereafter, projections of shrinking an-
nual deficits and small surpluses diminish the govern-
ment’s anticipated borrowing needs, causing debt held by
the public to decline to about 28 percent of GDP by
2016 (see Figure 1-2).

Uncertainty and Budget Projections
Actual budgetary outcomes are almost certain to differ
from CBO’s baseline projections, both because of future
legislative actions and because of unanticipated changes
in economic and security-related conditions and in other
factors that affect federal programs and sources of

revenues.

The Uncertainty of Future Legislative Actions

To illustrate how different fiscal policies might affect the
baseline, CBO estimated the budgetary impact of some
alternative legislative scenarios (see Table 1-4). The dis-
cussion below focuses on those scenarios’ direct effects on
revenues and outlays. However, their full impact would
include their effect on federal debt-service costs, which is
shown separately in Table 1-4.

Activities Related to Iraq and Afghanistan and
Supplemental Appropriations. As noted above, CBO’s
baseline inflates budget authority for discretionary pro-
grams—which includes appropriations for military activi-
ties in Iraq and Afghanistan—from the 2006 level, a
method that leads to total projected discretionary outlays
of $11 trillion for the 2007-2016 period. However, dif-
ferent assumptions about spending for operations in Iraq
and Afghanistan or about the rate of growth of other dis-
cretionary appropriations would produce a different total.
For example, if the $33 billion provided thus far in 2006
through supplemental appropriations (primarily for hur-
ricane relief) and the $50 billion in funding for military
activities in Iraq and Afghanistan were excluded from the
amount extrapolated for future years, total discretionary
outlays from 2007 to 2016 would be $827 billion lower
than in CBO’s current projections.

The current baseline includes outlays arising from the
$50 billion in discretionary budget authority already pro-
vided for 2006 and $557 billion in budget authority over
the 2007-2016 period that has been projected under
baseline assumptions for military activities in Iraq and Af-
ghanistan. Additional funding will probably be needed in
20006 if the number of U.S. forces involved in those activ-
ities remains at or near its current level through the end
of the year. Beyond 2008, however, funding requirements
may be less than baseline amounts if the number of forces
and the pace of operations diminish over time.
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Thus, CBO has formulated another budget scenario that
considers eventual reductions in the scale of military ac-
tivities in Iraq and Afghanistan as well as in other opera-
tions related to the war on terrorism. To illustrate the ef-
fect of such a scenario on the baseline, CBO constructed
a possible spending path for military activities that incor-
porates the assumption that force levels and operations
will decline somewhat in 2007 relative to 2006 and then
continue to decrease gradually over several years. Such a
scenario might involve keeping about 185,000 active-
duty, Reserve, and National Guard personnel deployed
overseas to support operations through 2006; in 2007,
the number of those forces would drop to about 158,000.
Over the longer term, the scenario could involve reducing
the level of U.S. military involvement in those activities
to about 50,000 troops (not necessarily in Iraq and Af-
ghanistan) and curtailing domestic military operations re-
lated to homeland security.

Under such a scenario, discretionary outlays for 2006
would rise by about $20 billion, but annual outlays
would decline relative to the current baseline beginning

in 2009. Outlays for military activities related to the war
on terrorism under the assumptions of this alternate path
would be about $140 billion lower between 2007 and
2016. Under the assumptions that supplemental appro-
priations are not extrapolated and that such a phasedown
in military activities occurs, total discretionary outlays
would fall relative to the baseline by $440 billion over the
10-year period. Many other outcomes—some costing
more and some costing less—are also possible for the ac-

tivities covered in this scenario.

Other Discretionary Spending. Alternative assumptions
can also be made about discretionary spending as a
whole. For example, if regular appropriations (other than
those for activities in Iraq and Afghanistan and supple-
mental appropriations) were assumed to grow through
2016 at the same rate as nominal GDP instead of with
inflation, total projected discretionary spending would be
$1.4 trillion higher than in the current baseline. In the
other direction, if lawmakers did not increase appropria-
tions after 2006 to account for inflation, cumulative dis-
cretionary outlays would be $1.2 trillion lower.

13
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Table 1-4.
The Budgetary Effects of Selected Policy Alternatives Not Included in
CBO’s Baseline
(Billions of dollars)
Total, Total,
2007- 2007-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
Policy Alternatives That Affect Discretionary Spending
Remove the Extension of Supplemental
Appropriations and Funding for Military
Activities in Iraq and Afghanistan from the
Baseline After 2006°
Effect on the deficit 0 42 64 77 84 88 90 93 94 96 99 355 827
Debt service 0 1 4 7 11 16 21 26 32 38 44 39 199
Remove the Extension of Supplemental
Appropriations and Assume the Phasing
Down of Military Activities in Iraq and
Afghanistan Instead of the Extension of
Current Appropriations for Such Activities®
Effect on the deficit -20 -23 4 27 49 58 61 64 65 66 69 115 440
Debt service * -2 -2 -1 * 3 6 9 13 16 20 -2 62
Increase Discretionary Appropriations—
Except Supplementals and Funding for
Military Activities in Irag and Afghanistan
—at the Rate of Growth of Nominal GDP*
Effect on the deficit 0 -15 -38 -64 -92 -121 -149 -178 -207 -238 -271 -329 -17372
Debt service 0 * -2 -4 8 13 -20 -29 -39 52 -66 -27 -234
Freeze Total Discretionary Appropriations
at the Level Provided for 2006
Effect on the deficit 0 15 35 57 80 105 128 154 180 207 236 292 1,199
Debt service 0 * 2 4 7 12 18 25 35 45 58 25 206
Continued

Mandatory Spending. Three mandatory programs—So-
cial Security, Medicare, and Medicaid—dominate federal
spending. In 2005, outlays for those programs totaled
more than $1 trillion (excluding offsetting receipts from
Medicare premiums) and accounted for 42 percent of
federal spending. Legislation affecting such large pro-
grams could have substantial budgetary impacts. Some
recent proposals to change aspects of Social Security, for
example, could have a significant effect on budgetary to-
tals both during the baseline period and well beyond.
Likewise, changes in the laws that set payment rates, eligi-
bility, and other criteria for Medicare and Medicaid are
proposed and considered every year. For example, in each
year between 2003 and 2005, Medicare’s payments for
physicians’ services (which are set by a procedure known
as the sustainable growth rate formula) have been raised

above the levels previously set by law, and the Congress
and the President are poised to do so again this year as
part of the spending reconciliation legislation. Further ac-
tions of that kind would lift outlays for Medicare notice-

ably above baseline levels over the coming 10 years.”

The Congress is currently considering changes to Medi-
care as well as to other mandatory programs in the pend-
ing reconciliation act. CBO estimates that, if enacted,
that legislation would save $99 billion between 2006 and
2015 (see the table in Box 1-2 on page 11).

9. For a discussion of other policy options that would reduce the
growth of mandatory spending over the long term, see Congres-
sional Budget Office, The Long-Term Budget Outlook and Budger
Options (February 2005).
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Table 1-4.
Continued

(Billions of dollars)

Total, Total,
2007- 2007-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016

Policy Alternatives That Affect the Tax Code

Extend Expiring Tax Provisions®
Effect on the deficit

EGTRRA and JGTRRA * -4 -9 -20 -18 -154 -257 -270 -282 -290 -301 -206 -1,606
Other -5 15 -22 -28 -34 -4 45 -49 53 -57 -61 -140 -406
Total -6 -18 -31 -49 -53 -195 -302 -319 -335 -347 -362 -346 -2,012
Debt service * -1 -2 -4 -6 -13 -25 -4 -58 -77 -97 -26 -324
Reform the Alternative Minimum Tax®
Effect on the deficit -7 -46 -48 58 -70 -59 -36 -43 50 -60 -72 -282 -544
Debt service * -1 -4 6 -10 -13 ~-16 ~-19 -22 -26 -30 -35 -147
Memorandum:
Total Discretionary Outlays in
CBOQ's Baseline 999 1,000 1,022 1,040 1,060 1,087 1,103 1,132 1,159 1,186 1,219 5,209 11,009
Total Deficit () or Surplus in CBO's
Baseline -337 -270 -259 -241 -222 -114 38 40 57 73 67 -1,107 -832

Sources: Congressional Budget Office; Joint Committee on Taxation.

Notes: Positive amounts indicate a reduction in the deficit. “Debt service” refers to changes in interest payments on federal debt resulting
from changes in the government’s borrowing needs.

* = between -$500 million and $500 million; GDP = gross domestic product; EGTRRA = Economic Growth and Tax Relief Reconcilia-
tion Act of 2001; JGTRRA = Jobs and Growth Tax Relief Reconciliation Act of 2003.

a. This alternative does not extrapolate the appropriations for military activities in Iraq and Afghanistan or the supplemental appropriations
enacted so far during fiscal year 2006.

b. This alternative does not extend the $50 billion in appropriations provided thus far in 2006 for military activities in Iraq and Afghanistan
and the war on terrorism, nor does it extend any supplemental appropriations (for example, those for hurricane relief). However, it incor-
porates the assumption that an additional $45 billion in budget authority will be provided in 2006 for operations in Iraq and Afghanistan.
Such budget authority is projected to total $75 billion in 2007, $55 billion in 2008, and $40 billion in 2009, and then to decline to about
$30 billion a year from 2010 on. Additional budget authority over the 2006-2016 period is assumed to total $416 billion.

c. This alternative incorporates the assumption that the appropriations for military activities in Iraq and Afghanistan and the supplemental
appropriations enacted during 2006 are projected according to statutory baseline rules (at the rate of projected inflation).

d. These estimates do not include the effects of extending the increased exemption amount for the alternative minimum tax (AMT) that
expires in 2005. The effects of that alternative are shown below.

e. This alternative incorporates the assumption that the exemption amount for the AMT (which was increased through December 2005 in
the Working Families Tax Relief Act of 2004) is extended at its higher level and, together with the AMT tax brackets, indexed for inflation
after 2005. The estimates shown are relative to current law. If this alternative was enacted jointly with the extension of the expiring tax
provisions, an interactive effect would occur that would make the combined revenue loss over the 2007-2016 period greater than the sum
of the two separate estimates by about $321 billion (plus $35 billion in debt-service costs).
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Revenues. The baseline envisions (as the statutory rules
require) that major provisions of EGTRRA and
JGTRRA—such as the introduction of the 10 percent tax
bracket, increases in the child tax credit, repeal of the es-
tate tax, and lower rates on capital gains and dividends—
will expire as scheduled by the end of 2010. On balance,
the tax provisions that are set to expire during the projec-
tion period reduce revenues; thus, in a scenario in which
the provisions were extended, projected revenues would
be lower than they are in the current baseline.!® For ex-
ample, if all expiring tax provisions (except those related
to the exemption amount for the alternative minimum
tax, or AMT) were extended, total revenues over the
2007-2016 period would be $2.0 trillion lower.!!

Another change in policy that could affect revenues in-
volves modifying the AMT, which many observers believe
cannot be maintained in its current form. The AMT’s
exemption amount and brackets are not indexed for infla-
tion; that means that the impact of the tax will grow in
coming years as more taxpayers become subject to it. If
the AMT was indexed for inflation after 2005, federal
revenues would be $544 billion lower between 2007 and
2016, according to CBO and the Joint Committee on
Taxation.

Other Sources of Uncertainty

In addition to the impact of future legislative actions, the
federal budget is sensitive to economic and technical fac-
tors that are difficult to forecast. In creating its baseline,
CBO must make assumptions about such economic ele-
ments as interest rates, inflation, and the growth of GDP.
(CBO’s economic assumptions are explained in detail in
Chapter 2.) Discrepancies between those assumptions
and actual economic conditions can have a significant ef-
fect on the extent to which budgetary outcomes differ
from baseline projections. For instance, the baseline re-
flects an assumption that the real (inflation-adjusted) rate
of growth of GDP will slowly fall from 3.6 percent in cal-
endar year 20006 to 2.5 percent in 2016. If the actual rate
was 0.1 percent higher (or lower) each year, the cumula-

10. In the years before 2011, the provisions that contribute the most
to the drop in revenues are the research and experimentation tax
credit and the current tax rates on capital gains and dividends.

11. That estimate does not include any macroeconomic effects—
unlike CBO’s baseline projections, which incorporate the effects
that the tax provisions expiration would have on the economy.
However, such effects are likely to be small relative to overall GDP.

tive deficit for the 2007-2016 period would differ from
CBO’s projections by about $270 billion. (For further
discussion of the effect of economic assumptions on bud-
get projections, see Appendix C.)

Uncertainty also arises from technical factors—those not
directly related to changes in law or in CBO’s economic
forecast—that affect budget projections. For example,
spending per enrollee in past decades for both Medicare
and Medicaid has been growing faster than GDP per cap-
ita. The level of such “excess cost growth” in the future is
difficult to forecast, but it will have a large impact on the
costs of those programs. Other assumptions on which
CBO’s projections of those costs depend include assump-
tions about growth of enrollment in the programs and,
indirectly, general inflation.

Other projections are also vulnerable to technical uncer-
tainty. For example, CBO must estimate prices for vari-
ous agricultural commodities as well as crop yields, all of
which are volatile and significantly affect how much the
government will pay farmers under price- and income-
support programs. Assumptions about revenues are par-
ticularly sensitive to technical uncertainty. Although the
overall level of income is determined by economic projec-
tions, CBO must make technical assumptions about how
much revenue to expect from a given amount of income.
Differences between expected and actual revenue yields
can lead to significant deviations from CBO’s baseline
projections.

Using as a guide the differences between CBO’s past base-
lines and actual budgetary results, Figure 1-3 displays a
range of possible outcomes for the total deficit or surplus
under current law (excluding the possible impact of fu-
ture legislation). The current baseline projection of the
deficit falls in the middle of the highest-probability area,
shown as the darkest part of the figure. But nearby pro-
jections—other paths in the darkest part of the figure—
have nearly the same probability of occurring. Projections
that are increasingly different from the baseline are shown
in lighter areas, but they also have a significant likelihood
of coming to pass. For example, CBO projects a baseline
deficit of 0.7 percent of GDP for 2011. Under current
law, however, there is a roughly 5 percent chance that the
actual outcome that year will be a deficit greater than 6
percent of GDP. Similarly, in the absence of further legis-
lative changes, there is a roughly 40 percent chance that
the budget will be in balance or in surplus in 2011.
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Figure 1-3.

Uncertainty of CBO’s Projections of the Budget Deficit or Surplus
Under Current Policies

(Deficit or surplus as a percentage of gross domestic product)
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Source: Congressional Budget Office.

Notes: This figure, calculated on the basis of CBO’s forecasting track record, shows the estimated likelihood of alternative projections of the
budget deficit or surplus under current policies. The baseline projections described in this chapter fall in the middle of the darkest area
of the figure. Under the assumption that tax and spending policies will not change, the probability is 10 percent that actual deficits or
surpluses will fall in the darkest area and 90 percent that they will fall within the whole shaded area.

Actual deficits or surpluses will be affected by legislation enacted in future years, including decisions about discretionary spending.
The effects of future legislation are not reflected in this figure.

For an explanation of how CBO calculates the probability distribution underlying this figure, see Congressional Budget Office, The
Uncertainty of Budget Projections: A Discussion of Data and Methods (February 2005). (An updated version of that publication is forth-
coming.)

tal IOUs are used as an accounting device to track cash
flows relating to specific federal programs, such as Social

Security.

The Outlook for Federal Debt

The federal government’s debt falls into two main catego-
ries: debt that is held by the public, in the form of mar-
ketable and nonmarketable Treasury securities, and debt

Debt Held by the Public

When the federal government runs a deficit, the Treasury
borrows money from the public by selling securities in
the capital markets. That debt is purchased by various
buyers, including foreign investors, mutual funds, state
and local governments, commercial banks, insurance

that is held by government accounts. Debt held by the
public is the more meaningful measure in terms of the re-
lationship between federal debt and the economy. It rep-
resents debt that the Department of the Treasury issues to
raise cash to fund the operations and pay off the maturing

liabilities of the federal government. Debt held by gov-
ernment accounts consists of securities that the Treasury

issues to various federal agencies. Those intragovernmen-

companies, and individuals. Of those groups, foreign in-
vestors (governments, businesses, and individuals) cur-
rently own 45 percent of all federal debt issued to the

17
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public—or nearly $2.1 trillion of the roughly $4.6 tril-
lion that is now outstanding.

Among investors from other nations, those in Japan,
China, and the United Kingdom have the biggest hold-
ings of Treasury securities.!? The central bank and private
entities in those countries purchased about $1.1 trillion
of such debt—roughly 25 percent of the outstanding to-
tal. In 2005, investors from the United Kingdom were
the largest purchasers of Treasury securities from abroad,
buying roughly $115 billion of debt. (However, a signifi-
cant amount of those acquisitions are probably held by
investors residing outside the United Kingdom who exe-
cuted their orders through British brokers.) In all, inves-
tors from other countries purchased about $235 billion in
Treasury securities last year.

State and local governments and mutual funds in the
United States are also large investors in Treasury securi-
ties, respectively holding $431 billion and $249 billion of
debt sold to the public.!?

Debt held by the public fluctuates according to changes
in the government’s borrowing needs. It equaled nearly
50 percent of GDP in 1993 but had fallen to about 33
percent by 2001 (see Figure 1-2 on page 13). Over the
past four years, debt held by the public has crept up to 37
percent of GDP. Under the baseline assumption that cur-
rent law does not change (in particular, that discretionary
spending grows at the rate of inflation and tax provisions
expire as scheduled), debt held by the public is projected
to remain at about that level until 2009 and then decline
to 28 percent of GDP by 2016 (see Table 1-5).

The Composition of Debt Held by the Public. Roughly
90 percent of publicly held debt consists of marketable
securities— Treasury bills, notes, bonds, and inflation-in-
dexed issues (called TIPS). The remaining approximately
10 percent comprises nonmarketable securities, such as
savings bonds and state and local government securities,

12. See Department of the Treasury, “Major Foreign Holders of Trea-
sury Securities” (January 18, 2000), available at www.ustreas.gov/
tic/mfh.txt. That information should be viewed as approximate
because in many cases it is not possible to accurately determine
the home country of foreign holders of U.S. securities. (That diffi-
culty arises because intermediaries may be involved in the custody,
management, purchase, or sale of the securities.)

13. Department of the Treasury, Financial Management Service, 7rea-
sury Bulletin (December 2005).

which are nonnegotiable, nontransferable debt instru-

ments issued to specific investors. 4

The Treasury sells marketable securities to brokers in reg-
ularly scheduled auctions, whose size varies with changes
in the government’s cash flow. (Periodically, the Treasury
also sells cash-management bills to cover shortfalls in cash
balances.) In February 2006, the Treasury will add a new
security to its auction calendar when it will again issue
30-year bonds on a semiannual basis. That move will
somewhat reduce the Treasury’s exposure to losses from
rapid swings in interest rates. Initially, however, it is also
likely to increase the Treasury’s interest costs—because
such securities normally carry higher interest rates than
other, shorter-term marketable instruments. An advan-
tage of again issuing the 30-year bond is that it could di-
versify the Treasury’s investment base by attracting new
investors who seek long-term securities that have the
highest credit ratings.

Why Changes in Debt Held by the Public Do Not Equal
Surpluses and Deficits. In most years, the amount of debt
that the Treasury borrows or redeems roughly equals the
annual budget deficit or surplus. However, a number of
factors—which are broadly labeled “other means of fi-
nancing’—also affect the government’s need to borrow
money from the public. CBO projects that debt held by
the public will increase by more than the cumulative defi-
cit over the 2006-2016 period because changes in other
means of financing will raise the Treasury’s borrowing

needs (see Table 1-5).

Among such means, the capitalization of financing ac-
counts used for federal credit programs usually has the
biggest effect on the government’s borrowing. Direct stu-
dent loans, rural housing programs, loans made by the
Small Business Administration, and other credit pro-
grams require the government to disburse money up
front in anticipation of repayment at a later date. Those
initial outlays are not counted in the budget, which re-
flects only the programs’ estimated subsidy costs. From
2007 through 2016, the amount of loans being disbursed
every year will typically be larger than the amount of re-
payments and interest being collected each year. Thus,

14. State and local government securities are time deposits that the
Treasury sells to the issuers of state and local government tax-
exempt debt to help them comply with the arbitrage provisions of
the Internal Revenue Code.
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Table 1-5.
CBO’s Baseline Projections of Federal Debt
(Billions of dollars)
Actual
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Debt Held by the Public at the
Beginning of the Year 4296 4592 4925 5204 5477 5,732 5,967 6,092 6,064 6,032 5,981 5,912
Changes to Debt Held by the Public
Surplus (-) or deficit 318 337 270 241 222 114 -38 -40 -57 -73 -67
Other means of financing -22 -4 8 14 13 11 10 8 6 4 3
Total 297 333 279 273 255 235 125 -28 -32 -51 -69 -64
Debt Held by the Public at the
End of the Year 4592 4925 5204 5477 5,732 5,967 6,092 6,064 6,032 5981 5,912 5,848
Debt Held by Government Accounts
Social Security 1,809 1,989 2,184 2398 2629 2,875 3,137 3,408 3,686 3,968 4,254 4541
Other government accounts® 1,504 1,601 1,700 1,797 1,892 1,987 2,078 2,183 2,285 2,388 2,492 2,569

Total 3,313 3,590 3,884 4,195
Gross Federal Debt 7,905 8,515 9,088
Debt Subject to Limit® 7,871 8,482 9,055

Memorandum:
Debt Held by the Public at the End

of the Year as a Percentage of GDP 374 376 378 37.7

9,671
9,640

4,521 4,862 5,215 5,591 5,971 6,356 6,746 7,110
10,253 10,829 11,307 11,655 12,003 12,337 12,658 12,959
10,222 10,799 11,278 11,627 11,976 12,311 12,632 12,934

375 372 363 346 329 313 296 281

Source: Congressional Budget Office.

a. Mainly Civil Service Retirement and Disability, Military Retirement, Medicare, and Unemployment Insurance Trust Funds.

b. Differs from the gross federal debt primarily because most debt issued by agencies other than the Treasury and the Federal Financing

Bank is excluded from the debt limit.

under baseline assumptions, the government’s annual
borrowing needs will, on average, be $9 billion greater
than the annual budget deficit or surplus might indicate.

In 2005, the relationship between the change in accumu-
lated debt and the amount of the deficit went in the other
direction—compared with the deficit, debt held by the
public rose by $22 billion less. About half of that amount
can be attributed to payments to financing accounts for
loan guarantee programs. Most of the rest stems from a
reduction in the Treasury’s reserves at the International
Monetary Fund. For 2006, CBO’s projection shows bor-
rowing by the Treasury to be $4 billion less than the
amount of the deficit.

Debt Held by Government Accounts
Besides selling securities to the public, the Treasury issues
securities to various accounts of the federal govern-

ment—as of the end of 2005, about $3.3 trillion. All of
the major trust funds in the budget and many other gov-
ernment funds invest in special, nonmarketable Treasury
securities known as the government account series. (Trust
funds are described in more detail in the next section.)
Those investments are intragovernmental transactions
and have no direct effect on the economy. The securities
represent credits to the various government accounts and
are redeemed when necessary to cover benefit payments
or other expenses. In the meantime, the Treasury assigns
interest earnings to the funds that hold those securities,
but such payments have no net effect on the budget.

The largest balances among the government accounts are
in the Social Security trust funds (more than $1.8 trillion
at the end of 2005) and the retirement funds for federal
civilian employees ($662 billion). If current policies do
not change, the balance of the Social Security trust funds
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Figure 1-4.

Debt Subject to Limit, October 2004 to September 2007
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will rise to $4.5 trillion by 2016, CBO projects, and the
balance of all government accounts will climb to $7.1
trillion.

Gross Federal Debt and Debt Subject to Limit

Gross federal debt and its companion measure, debt sub-
ject to limit, comprise debt issued to government ac-
counts as well as debt held by the public. The future path
of gross federal debt is determined by the sum of those
two components. CBO projects that under current law,
gross federal debt will increase in every year of the 2007-
2016 period, reaching almost $13 trillion in 2016, or 64
percent more than its total of $7.9 trillion at the end of
2005. Most of that increase reflects debt held by govern-
ment accounts. At the end of the projection period, more
than half of the gross federal debt would be held by gov-
ernment accounts—that is, more than half would be
money owed by the government to itself.

The Treasury’s authority to issue debt is restricted by a
statutory ceiling. Although that limit covers debt held
both by the public and by government accounts, it does
not include debt issued by agencies other than the Trea-

sury (such as the $23 billion in debt issued by the Ten-
nessee Valley Authority and the $14 billion issued by the
Federal Financing Bank).15 The current debt ceiling,
which was set in November 2004 in Public Law 108-415,
is $8.184 trillion. CBO estimates that under current pol-

icies, that ceiling will be reached sometime in February
20006 (see Figure 1-4).

At that time, if policymakers have not enacted a higher
debt limit, the Treasury will have to use accounting mea-
sures to remain under the debt ceiling so it can continue
to raise cash to pay for government activities. Those ac-
counting measures—most of which have been used in the
past—could include suspending the issuance of certain
securities held in the Thrift Savings Plan (a retirement
savings plan for federal employees), postponing the issu-
ance of securities in the state and local government series,
delaying the issuance of securities to the Civil Service

15. The Federal Financing Bank is a government entity established to
centralize and reduce the cost of federal borrowing. In 2004, the
bank issued $14 billion of securities to the Civil Service Retire-
ment and Disability Fund when the Treasury’s borrowing reached

the $7.384 trillion debt ceiling.
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Table 1-6.

THE BUDGET OUTLOOK

CBO’s Baseline Projections of Trust Fund Deficits or Surpluses

(Billions of dollars)
Actual

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

195 214 231 246 262 271 278 282 286 287

13 15 15 14 9 15 6 * -8 -35
3 4 4 4 2 4 5 4 6 1
17 19 19 17 10 19 11 4 -2 -33

9 9 9 9 10 11 12 13 14 16
30 30 30 30 30 31 31 31 32 32
13 8 4 2 2 3 4 4 5 6
-1 -4 -6 -6 -7 -7 -7 -7 -7 -7

* * 1 1 2 2 3 3 4 5

4 5 5 5 5 5 5 5 5 5

Social Security 173 180
Medicare
Hospital Insurance (Part A) 14 16
Supplementary Medical Insurance (Part B) * 10
Subtotal, Medicare 14 25
Military Retirement 10 9
Civilian Retirement? 30 30
Unemployment 9 13
Highway and Mass Transit -2 3
Airport and Airways * -1
Other” -8 4
Total Trust Fund Surpluses 226 265
Intragovernmental Transfers to Trust Funds® 392 449

Net Budgetary Impact of Trust Fund Programs

-165 -184 -224 -247 -268 -291 -322

266 279 293 305 314 334 335 337 337 310
490 527 561 596 636 678 733 786 846 907

-343 -397 -450 -508 -597

Source: Congressional Budget Office.
Notes: Negative numbers represent deficits.

* = between -$500 million and $500 million.

a. Includes Civil Service Retirement, Foreign Service Retirement, and several smaller retirement trust funds.

b. Primarily trust funds for Railroad Retirement, federal employees’ health and life insurance, Superfund, and various veterans’ insurance

programs.

c. Includes interest paid to trust funds, payments from the general fund to the Supplementary Medical Insurance program, the employer's
share of employee retirement, lump-sum payments to the Civil Service and Military Retirement Trust Funds, taxes on Social Security

benefits, and smaller miscellaneous payments.

Retirement and Disability Fund, and withdrawing federal
securities from the Exchange Stabilization Fund. In re-
cent years, when the Treasury’s borrowing reached the
debt ceiling, the department has been able to use such ac-
counting mechanisms to remain below the limit for one
to three months. (However, unlike the past two instances
in which its borrowing rose to the level of the ceiling, the
Treasury next time will be unable to make significant
room by swapping securities with the Federal Financing
Bank. The bank can issue only $15 billion of its own
debt, and, as noted earlier, it has already issued $14

billion.)

Trust Funds and the Budget
The federal budget includes more than 200 trust funds,
although fewer than a dozen account for most of the trust

fund dollars. Among the largest are the two Social Secu-
rity trust funds (the Old-Age and Survivors Insurance
Trust Fund and the Disability Insurance Trust Fund) and
the funds dedicated to civil service retirement, Hospital
Insurance (Part A of Medicare), and military retirement
(see Table 1-6). Trust funds have no particular economic
significance. They do not hold separate cash balances; in-
stead, they function primarily as accounting mechanisms
to track receipts and spending for programs that have spe-
cific taxes or other revenues earmarked for their use.

When a trust fund receives payroll taxes or other income
that is not currently needed to pay benefits, the Treasury
credits the fund and uses the excess cash for other pur-

poses. As a result, the government borrows less from the
public than it would in the absence of those excess funds.

21
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Figure 1-5.

Social Security Trust Fund Surpluses,
Excluding Interest, 2006 to 2016
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The process is reversed when revenues for a trust fund
program fall short of expenses. In that case, the govern-
ment raises the necessary cash by increasing taxes, reduc-
ing spending, or borrowing more than it otherwise
would.

Including in the budget totals the cash receipts and ex-
penditures of trust funds along with those of other federal
programs is useful for assessing how federal activities af-
fect the economy and capital markets. Thus, CBO, the
Administration’s Office of Management and Budget, and
many other fiscal analysts focus on the total deficit or sur-
plus rather than on the deficit or surplus with or without
particular trust funds.

In CBO’s current baseline, trust funds as a whole are pro-
jected to run a surplus of $265 billion in 2006. That bal-
ance is somewhat misleading, however, because trust
funds receive much of their income in the form of trans-
fers from other parts of the budget. Such intragovern-
mental transfers reallocate costs from one section of the
budget to another but do not change the total deficit or
the government’s borrowing needs. Consequently, they
have no effect on the economy or on the government’s fu-
ture ability to sustain spending at the levels indicated by
current policies.

For 20006, those intragovernmental transfers are estimated
to total $449 billion. The largest involve interest credited
to trust funds on their government securities ($172 bil-
lion, by CBO’s estimate), transfers of general funds to
Medicare for Supplementary Medical Insurance ($126
billion) and Part D ($31 billion), government agencies’
contributions to retirement funds for their current and
former employees ($50 billion), and payments from the
general fund to Social Security ($10 billion). With in-
tragovernmental transfers excluded and only income
from sources outside the government counted, the trust
funds as a whole are projected to run a deficit throughout
the 2006-2016 period that grows from $184 billion to
$597 billion.

Although the full budgetary impact of the aging of the
baby-boom generation will not be felt during the current
projection period, CBO’s baseline provides initial indica-
tions of the coming budgetary pressures. Charting the
differences over the next 10 years between projected re-
ceipts and outlays for the Social Security trust funds (ex-
cluding intragovernmental interest payments) reveals
those strains. Receipts are projected to exceed expendi-
tures in each year of the period, but under current poli-
cies, the amount by which they do so will decline from
more than $100 billion between 2009 and 2012 to about
$62 billion in 2016 (see Figure 1-5). In the decade fol-
lowing 2016, Social Security outlays are projected to
grow by an average of about 6 percent per year, but non-
interest receipts for the program are projected to rise at an
average annual rate of 4 percent. That difference means
that the capacity of the Social Security trust funds to off-
set some of the net deficit in the rest of the budget—as
they do now—will begin to dwindle. Soon after the base-
line period, Social Security is projected to begin adding to
deficits or reducing surpluses.

The Long-Term Budget Outlook

Opver the next half-century, the United States will con-
front significant budgetary challenges. The number of
people age 65 or older will double, and the number of
adults under age 65 will increase by just 12 percent. As a
result, the ratio of people who receive retirement and
health care benefits to workers will increase steadily over
that period. (Figure 1-6 shows the population age 65 or
older as a percentage of the population ages 20 to 64.) At
the same time, health care costs are likely to continue to
grow faster than the economy. (Between 1960 and 2003,
the average annual rate of growth of national health ex-
penditures exceeded the rate of growth of GDP—the
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Figure 1-6.

THE BUDGET OUTLOOK
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2050

phenomenon known as excess cost growth—by 2.6 per-
cent.) Taken together, an aging population and rising
health care costs will cause a historic shift in the United
States’ fiscal situation in the decades beyond CBO’s pro-
jection period.!®

If the excess cost growth in national health expenditures
in the future continued to average about 2.5 percent an-
nually, federal spending for Medicare and Medicaid
would rise from 4.4 percent of GDP today to about 8
percent in 2020 and 22 percent in 2050 (see Figure 1-7).
However, the trustees who oversee the Medicare program
assume that the health care system will experience signifi-
cant pressures to curb the rate of excess cost growth, in
part because of their belief that the current rate is unsus-
tainable and ultimately will be reduced to 1 percent. At
that pace, by 2050, federal spending for Medicare and
Medicaid would reach almost 13 percent of GDP.!”

16. For a more extensive discussion, see Congtessional Budget Office,
The Long-Term Budget Outlook, Updated Long-1erm Projections for
Social Security, and The Outlook for Social Security.

Outlays for Social Security as a share of GDP are pro-
jected to grow from 4.2 percent today to 6.0 percent in
2030 and 6.4 percent in 2050—an increase of more than
50 percent. By contrast, federal revenues credited to So-
cial Security over that period are expected to remain close
to their current level—about 5 percent of GDP. CBO
projects that under current law, Social Security outlays
will first exceed revenues from payroll taxes and taxation
of benefits in 2020.

Together, the growing resource demands of Social Secu-
rity, Medicare, and Medicaid will exert pressures on the
budget that economic growth alone is unlikely to allevi-
ate. Substantial reductions in the projected growth of
spending and perhaps also a sizable increase in taxes as a
share of the economy will be necessary to provide a signif-
icant likelihood of fiscal stability in the coming decades.

17. See Technical Review Panel on the Medicare Trustees Reports,
Review of Assumptions and Methods of the Medicare Trustees’ Finan-
cial Projections (December 2000).
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Figure 1-7.

Total Federal Spending for Medicare and Medicaid Under Different Assumptions
About Excess Cost Growth, 1966 to 2050
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CHAPTER

The Economic Outlook

espite large increases in energy prices over the
past two years and damage caused by major hurricanes
in 2005, the U.S. economy is expected to continue grow-
ing at a healthy pace throughout 2006 and 2007. The
Congressional Budget Office forecasts that gross domes-
tic product will grow by 3.6 percent after inflation (in
“real” terms) this year and by 3.4 percent next year (see

Table 2-1).

Economic activity had a considerable amount of momen-
tum last year, which was interrupted only mildly and
temporarily by Hurricanes Katrina and Rita (see Box 2-1
on page 28). Some of that momentum will carry over
into 2006, CBO forecasts. Despite an anticipated weak-
ening in the housing market, the growth of GDP will be
driven by forces already set in motion—businesses’ con-
tinued need to expand productive capacity, solid growth
in household income and wealth, and the lagged effects
of declines in the value of the dollar since 2002. The
housing market is expected to cool because potential buy-
ers are likely to be deterred by concerns about the future
growth of home prices and by higher interest rates. Busi-
ness investment, however, is expected to continue its
recent strength because it has not fully caught up with
acceleration in the growth of demand in 2004 and 2005.
The growth in employment and wages seen last year is
also likely to continue, with the unemployment rate
remaining near 5 percent, underpinning consumer
spending. In addition, CBO forecasts that a lower value
of the dollar combined with somewhat stronger eco-
nomic growth abroad will cause real exports to increase
faster than imports, bolstering the U.S. economy and
holding the trade deficit near its current level.!

1. The trade deficit indicates the extent to which the total value of
exports of goods and services produced in the United States is
lower than the total value of U.S. imports of goods and services
produced elsewhere.

Along with healthy growth in demand and output, CBO
expects the growth of labor productivity (which usually
slows in the later stages of economic expansions) to
remain strong, although not as rapid as the extraordinary
pace of the past five years. Overall inflation, as measured
by the consumer price index, is likely to be lower this year
than in 2005, when it was boosted by rising energy
prices. However, the core rate of inflation—which
excludes food and energy prices—is expected to increase
slightly in the next two years (the period covered by
CBO’s near-term forecast). As the Federal Reserve con-
tinues to reduce its stimulus to short-term growth, short-
term interest rates are expected to rise in the first half of
2006. A larger increase in long-term interest rates is
expected this year, as those rates move toward the levels
projected for the medium term (2008 to 2016). As a
result, the spread between long-term and short-term
interest rates is forecast to widen. (In mid-January, that
spread was quite small.)

Beyond 2007, the pace of economic growth is likely to
slow somewhat. The main reason is that the labor force is
expected to grow less quickly over time as members of the
baby-boom generation begin to retire and as the sched-
uled expiration of various tax provisions in 2011 discour-
ages work by increasing marginal tax rates. Consequently,
CBO projects that real GDP will increase at average rates
of 3.1 percent between 2008 and 2011 and 2.6 percent
between 2012 and 2016. Rates of inflation, unemploy-
ment, and growth of labor productivity are assumed to
average 2.2 percent, 5.2 percent, and 2.2 percent, respec-
tively, after 2007. Interest rates are projected to average
4.4 percent for three-month Treasury bills and 5.2 per-
cent for 10-year Treasury notes.

The medium-term outlook for real growth, inflation, and
the unemployment rate has not changed materially since
August 2005, when CBO published its previous eco-

nomic projections. However, recent revisions to historical



26

THE BUDGET AND ECONOMIC OUTLOOK: FISCAL YEARS 2007 TO 2016

Table 2-1.

CBO’s Economic Projections for Calendar Years 2006 to 2016

Estimated Forecast Projected Annual Average
2005 2006 2007 2008-2011 2012-2016

Nominal GDP (Billions of dollars) 12,494 13,262 13,959 16,954 2 21,064 b
Nominal GDP (Percentage change) 6.5 6.1 53 5.0 4.4
Real GDP (Percentage change) 3.6 3.6 3.4 3.1 2.6
GDP Price Index (Percentage change) 2.7 2.4 1.8 1.8 18
Consumer Price Index® (Percentage change) 3.4 2.8 2.2 2.2 2.2
Core Consumer Price Index’ (Percentage change) 2.2 2.2 2.3 2.2 2.2
Unemployment Rate (Percent) 5.1 5.0 5.0 5.2 5.2
Three-Month Treasury Bill Rate (Percent) 3.2 4.5 4.5 4.4 4.4
Ten-Year Treasury Note Rate (Percent) 43 51 5.2 5.2 5.2
Tax Bases (Billions of dollars)

Corporate book profits 1,434 1,451 1,438 1,555 2 1,901 °

Wages and salaries 5,723 6,050 6,383 7,785 2 9,647 °
Tax Bases (Percentage of GDP)

Corporate book profits 11.5 10.9 10.3 9.4 9.0

Wages and salaries 45.8 45.6 45.7 45.9 45.8

Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor

Statistics; Federal Reserve Board.

Notes: Percentage changes are year over year.

Year-by-year economic projections for calendar years 2006 to 2016 appear in Appendix E.

a. Levelin 2011.
b. Levelin 2016.

c. The consumer price index for all urban consumers.

d. The consumer price index for all urban consumers excluding food and energy prices.

data for nominal GDP and profits, along with higher
inflation in the second half of 2005, have substantially
raised the projected level of several important types of
taxable income (including wages and salaries and corpo-
rate profits). Those changes have significantly increased
projected federal revenues but have had relatively little
effect on projected spending other than for debt service.
A decline in CBO’s projection of interest rates for the
2008-2015 period as a whole, however, has helped lower
the projection of federal interest costs. As discussed in
Chapter 1, changes in the economic outlook have
reduced CBO’s projection of the cumulative budget defi-
cit for the 2006-2015 period by $736 billion.

A number of factors could cause future economic growth
to differ from CBO’s projections. The major factors that
might lead to lower growth in the next two years are the
possibility of another shock to energy prices; unexpected,
delayed effects from the recent increases in those prices;

a large drop in housing prices; adverse economic or finan-
cial developments in other countries; or a flu pandemic.

Conversely, unexpected positive developments could
result in better economic performance in the near term.
Oil prices might fall significantly below the level that
CBO projects, for example, or the growth of labor pro-
ductivity could remain at the exceptionally high rates of
recent years. In addition, the housing market might stay
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strong, and economic growth in the rest of the world
could turn out to be more robust than anticipated.

After 2007, the average growth rate of the economy could
be faster or slower than CBO’s medium-term projection
because of unexpected gains or losses in productivity, un-
anticipated changes in labor force participation, or higher
or lower rates of national saving and capital formation.

A Resilient Economy

The U.S. economy has weathered recent increases in
energy prices remarkably well. Those prices have doubled
in the past two years, making energy more expensive
compared with other goods and services and reducing the
resources that consumers have available to pay for other
things. In the past, such a large shift in relative prices
resulted in costly adjustments for the economy—as hap-
pened with the energy price shocks of the 1973-1974 and
1979-1980 periods. The increase in energy prices relative
to other prices since 2003 is roughly equivalent to those
earlier shocks, but it does not appear to have significantly
disrupted growth or increased core inflation. Real GDP
continued to record solid gains in both 2004 and 2005,
with annual growth exceeding 3.6 percent (measured on
a fourth-quarter-to-fourth-quarter basis). Moreover, core
consumer price inflation remained low in both years at
2.1 percent (measured on the same basis).

Analysts have suggested various reasons why the economy
does not appear to have undergone major disruptions as a
result of rising energy prices over the past two years.
Those explanations include a service-oriented economy
that uses less energy than in the past to produce a dollar
of output, the presence of very high rates of productivity
growth for several years, and a low-inflation environ-
ment. Nevertheless, considerable uncertainty remains
about the causes of the recent resilience.

Increases in Energy Prices Since 2003

Strong worldwide demand and various supply problems
boosted energy prices sharply in 2004 and 2005 (see Fig-
ure 2-1 on page 30). In December 2003, West Texas
crude oil sold for $32.15 a barrel; in August 2005, it cost
more than twice that—$64.97 a barrel. The hurricanes
helped bring the price to a monthly peak of $65.57 in
September, after which it declined to $59.43 a barrel by
December. The rise in the price of crude oil since 2003
reflects pressures that were largely unrelated to last year’s
hurricanes—sharp increases in global demand in 2004
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(especially by U.S. and Chinese consumers) and concerns
about the sufficiency of global supplies (because of lim-
ited excess capacity in OPEC, investment problems in
Russia, and lost oil production from Hurricane Ivan in

2004).

Gasoline prices generally followed world crude oil prices
in 2004 and 2005. But closures of refineries and pipelines
after the hurricanes caused gasoline prices to jump rela-
tive to oil prices, from about $2.50 a gallon in August
2005 to more than $3.00 a gallon for a short time in
September. By November, however, the retail price of
regular-grade gasoline had fallen to $2.34 a gallon. (By
comparison, it was $1.49 a gallon at the end of 2003.)

Prices for natural gas delivered to major interstate pipe-
lines have jumped even more over the past two years than
crude oil prices have. Before the hurricanes, the price of
natural gas rose mainly with domestic demand, especially
demand by electric utilities. Despite high levels of explo-
ration for natural gas, domestic production has had trou-
ble keeping pace with demand, and opportunities for im-
porting natural gas are limited. As with gasoline, the most
recent price increases resulted mainly from hurricane-
related supply losses. In the last quarter of 2003, the aver-
age price of natural gas (at the Henry Hub in Louisiana)
was $5.22 per 1,000 cubic feet (mcf). In the fourth quar-
ter of 2005, it averaged more than twice that—$12.57
per mcf. The average monthly price peaked at $13.77
per mcf in October 2005 (up from $9.71 in August),
dipped close to its pre-Katrina level in November, then

rebounded to $13.39 per mcf by the end of 2005.

Explanations for Continued Strong

Economic Activity

At least two plausible explanations exist for why the
growth of output has remained robust since 2003 despite
the rise in energy prices. The two explanations are not
mutually exclusive.

The first possibility is that economic activity would have
been even stronger in the absence of the energy price
increases. In other words, those increases merely brought
growth down to more-normal rates of 3.5 percent to 4.0
percent. If energy prices had not risen, U.S. spending on
oil imports during 2004 and 2005 would have been
lower, and spending on domestically produced goods and
services would have been greater. The additional spend-
ing could have added as much as half a percentage point
to the growth of GDP in those years. That explanation
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Box 2-1.

The Macroeconomic Effects of Hurricanes Katrina and Rita

Besides causing loss of life and property damage in
the Gulf Coast region, Hurricanes Katrina and Rita
disrupted economic activity outside the immediately
affected area. Unlike previous storms, those hurri-
canes had a national effect because the destruction of
facilities for energy extraction, processing, and ship-
ping suddenly curtailed energy production and drove
up prices. The storms probably slowed the real
growth of gross domestic product (GDP) in the sec-
ond half of 2005 by roughly half a percentage point.
During the first half of 2006, GDP growth is likely to
be boosted by a similar amount as energy production
comes back online and rebuilding stimulates the
economy.!

Regional Losses of Jobs, Capital Stock, and
Energy Production

According to the Labor Department’s unofficial tabu-
lation of unemployment insurance claims, 570,000
or more people lost jobs at least temporarily because
of the hurricanes. However, data on the number of
people who received unemployment insurance sug-

1. The Congressional Budget Office issued preliminary analyses
of the probable macroeconomic effects of the hurricanes on
September 29, 2005, and October 6, 2005. This box reflects

revised data since those analyses.

gest that many of those people either returned to
their old jobs or found new employment within a few
months. Total employment declined by about
250,000 jobs in the directly affected region between
mid-August and mid-November—by about 220,000
jobs in Louisiana and about 30,000 in Mississippi.

The loss of physical capital from the storms was sub-
stantial. The Bureau of Economic Analysis estimates
that more than $90 billion in damage occurred to
private-sector structures and equipment—such as
homes, office buildings, drilling rigs, manufacturing
equipment, motor vehicles, and household durable
goods. Damage to capital stock owned by local, state,
and federal governments may have amounted to
another $20 billion. Although rebuilding has begun
in some areas, complete replacement of the lost capi-
tal stock could take three or more years.

Initially, Katrina halted all oil and gas production
from the Gulf of Mexico, disrupted the operations of
nearly 20 percent of the nation’s refinery capacity,
and closed oil and gas pipelines. Crude oil from the
Gulf normally accounts for almost 30 percent of U.S.
production (and 2 percent of world production);
natural gas from the Gulf usually makes up 20 per-
cent of the U.S. gas supply. Production was starting

suggests that the rise in energy prices has already had the
bulk of its impact on the rate of economic growth.

A second possibility is that many consumers adjusted to
the price increases by reducing their saving rather than by
cutting their purchases of nonenergy goods and services.
That explanation suggests that the impact of higher
energy prices may still be ahead, for the most part. Per-
sonal saving, which was close to 2 percent of personal dis-
posable income in 2003 and 2004, seems likely to have
been negative in 2005, meaning that consumers spent
more than they earned, on average.? To the extent that
energy prices remain high and consumers try to rebuild
their savings more than CBO assumes, they may need to
lower their future spending on nonenergy goods and ser-

vices. Such an adjustment by consumers would slow
growth below the levels that CBO projects, probably over
several years.

Explanations for Continued Low Core Inflation
Driven by rising energy prices, the consumer price index
increased by roughly 3%2 percent in 2004 and 2005, com-
pared with less than 2 percent in 2003 (on a fourth-
quarter-to-fourth-quarter basis). The core rate of infla-
tion rose from 1.2 percent in 2003 to 2.1 percent in 2004

2. That statement refers to income as measured in the national
income and product accounts, which does not include items such
as capital gains and distributions from pension plans and thus
does not correspond to what many observers might consider
income.
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Box 2-1.

Continued

to recover after Katrina when Hurricane Rita caused
another halt and even greater damage. At the end of
2005, roughly one-quarter of crude oil production
and one-fifth of natural gas production from the Gulf
remained shut down, and 2 percent of the nation’s
refinery capacity was still not operating.

National Economic Effects

Last year’s hurricanes curtailed national GDP growth
not only through direct losses in production in the
affected areas but also through the impact of higher
energy prices. Gasoline prices jumped to more than
$3 a gallon, causing consumers to cut back on the
amount of gasoline they bought and on other pur-
chases as well. Some households could draw down
savings or borrow to cover other purchases as they
paid more for gasoline, but some households reduced
their nonenergy spending. By November, gasoline
prices had fallen back below prehurricane levels, but
natural gas and electricity prices, as measured in the
consumer price index for urban consumers (CPI-U),
remained high. They are likely to constrain non-
energy spending moderately in the near future.

Primarily because of the spike in gasoline prices, the
CPI-U jumped by 1.2 percentage points in Septem-

ber 2005—the largest one-month increase since
1980. Consumer prices for natural gas and electricity
rose less sharply that month than gasoline prices did,
but because of lags in passing cost increases on to
consumers, they will continue to rise in early 2006.
However, given the drop in gasoline prices since Sep-
tember and the likelihood that heating-fuel prices
will decline somewhat, CPI-U inflation will be lower
this year than in 2005.

Production losses in the Gulf region and nationwide
because of the hurricanes were partly offset by in-
creased private and government recovery and rebuild-
ing efforts.” Nevertheless, the storms appear to have
cut about half a percentage point from real GDP
growth during the second half of 2005. If energy pro-
duction and consumer spending largely recover by
the middle of this year, and if the pace of investment
spending picks up to replace even a small part of the
destroyed capital stock by that time, GDP growth
will bounce back. In essence, the storms will have
shifted economic growth from the second half of
2005 to the first half of 2006.

2. For details about the effects of the 2005 hurricanes on the
federal government’s budget, see Appendix A.

and 2005, but that increase was driven by shelter and
used-car prices, which are not closely related to energy
prices. One possible explanation for the absence of any
apparent “pass-through” of energy prices to core inflation
is that core inflation would otherwise have been much
lower than the roughly 2.1 percent rate seen over the past
two years.

Another possibility is that the relative increase in energy
prices has been partly offset by lower growth in other
prices, profit margins, or labor compensation. As con-
sumers spent more of their income on energy, spending
on nonenergy goods and services may have grown more
slowly than would otherwise have been the case, reducing
the growth of prices for those goods and services. The
economic environment of recent years—including more

global competition, a significant amount of excess capac-
ity, and the Federal Reserve’s success in fostering low
expectations for inflation—has encouraged firms to
respond to higher costs by trying to increase productivity
growth rather than by raising prices. That environment,
plus the limited amount of inflation indexing that exists
in labor contracts, has also kept workers from immedi-
ately pushing for raises to match the growth of overall
consumer prices.

If the economy remains vibrant, however—as CBO
expects—some of the relative increase in energy prices is
likely to show up in core measures of consumer inflation.
That is one reason CBO is forecasting slightly higher core
inflation for 2006 (measured from fourth quarter to
fourth quarter).
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Figure 2-1.

Prices of Crude OQil, Natural Gas, and Gasoline, 1970 to 2005
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Sources: Congressional Budget Office; Department of Energy, Energy Information Administration; Wall Street Journal.

Note: The price of crude oil is for West Texas intermediate. Before 1982, it refers to the posted price; after 1982, it refers to the spot price.
The price of natural gas refers to the wellhead price before May 1994 and the Henry Hub, LA, price (converted to dollars per 1,000
cubic feet) after that. The figures for oil and natural gas are scaled to show changes in comparable dollars per British thermal unit. The
price of gasoline is the average retail price, including taxes, for regular unleaded. The final data points are $59.43 (December) for
crude oil, $13.39 (December) for natural gas, and $2.34 (November) for gasoline.
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The Economic Outlook Through 2007
CBO’s economic forecast for 2006 and 2007 reflects its
best judgments about short-term developments, includ-
ing changes in the business cycle. In its projection for
later years, by contrast, CBO does not forecast business-
cycle movements.

Despite growth in energy prices and disruptions from the
recent hurricanes, CBO expects the economy’s momen-

tum—which stems from healthy consumer spending and
strong investment—to continue this year and next year.

Much-higher-than-average growth of investment by busi-
nesses is expected to drive overall economic growth, off-

setting a downturn in demand for residential investment.
The nation’s trade deficit is likely to stay near current lev-
els. Core inflation is expected to remain low, despite some
small increase during 2006. Interest rates are likely to rise

in the first half of the year but are assumed to remain sta-
ble in the second half of 2006 and through 2007.

The Business Sector

Most decisions about investment and production are
made in the business sector. Although business invest-
ment accounts for only about 11 percent of GDPD, it varies
more than do the other major components of total
demand, and it usually dominates the pattern of eco-
nomic growth in the near term.

CBO expects that business investment will continue to
boost growth. Although companies’ spending on equip-
ment, software, and structures—known as business fixed
investment (BFI)—has increased rapidly in the past two
years, more capacity will be needed to satisfy growing
demand for goods and services. In addition, businesses’

investment in inventories is likely to rebound after a weak
showing in 2005.

Business Fixed Investment. Real BFI grew by roughly 9
percent in each of the past two years, and CBO forecasts
similar growth for 2006 and 2007 (see Figure 2-2). The
rebuilding of business capital after the 2005 hurricanes
will add to investment this year. The pace of investment
is likely to slow by 2008, however, as the capital stock
expands relative to the total demand for goods and
services.

The primary factor underlying CBO’s forecast of strong
growth in real BFI is that businesses need to increase their
plant and equipment to satisfy rising demand for goods
and services. They cannot meet that demand simply
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through gains in productivity—as they did from 2001 to
2003—Dbecause productivity is no longer growing at such
an unusually rapid pace and demand is growing more
quickly. Businesses have increased employment since
2003 to meet greater demand, but there are limits to how

many workers they can hire before they need to expand

Figure 2-2.

Business Fixed Investment,
1965 to 2007

Percentage Change from Previous Year
Using Chained 2000 Dollars
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their investment in new plant and equipment beyond
replacement levels. Because businesses adjust stocks of
plant and equipment more slowly than they adjust em-
ployment, those stocks have not yet fully responded to
the accelerated growth of demand in 2004 and 2005.
That response is expected to continue in 2006 and 2007,
leading to another two years of strong growth in invest-
ment. Moreover, even with the increases of the past two
years, nominal BFI is still below its 1965-2005 average as
a percentage of potential GDP, suggesting little reason for
a slowdown.”

Rising capacity utilization is one factor supporting the
view that current rates of investment are not yet sufficient
to keep supply growing with demand. That rise is evident
both in manufacturing and in vacancy rates at commer-
cial and industrial buildings. Capacity utilization in man-
ufacturing was higher in December 2005 than it had
been a year earlier. Moreover, the national industrial
availability rate—which measures the supply of space
available in large industrial buildings—declined to 10.1
percent in the third quarter of 2005 from 11.2 percent a
year earlier. And the national office vacancy rate fell to
14.4 percent in the third quarter of 2005 from 16.3 per-
cent in the third quarter of 20044

In terms of the components of BFI, CBO expects some
acceleration in the growth of structures relative to that of
equipment and software. Because of the long lags be-
tween increased demand for goods and services, on the
one hand, and investment in new structures, on the other
hand, very little of the latter’s eventual response to the
more rapid growth of demand in recent years had oc-
curred by the end of 2005. Most of that response is still
to come. In addition, reconstruction in the aftermath of
Hurricanes Katrina and Rita will add to construction
spending.

Other factors that are likely to support increases in BFI
are the recent growth of corporate profits and the rela-
tively low real cost of funds for corporations in stock and
bond markets. Economic profits rose by 12 percent in the
first quarter of 2005 and by roughly 16 percent in the
second and third quarters (measured from the corre-

3. Dotential GDP is the level of real gross domestic product that cor-
responds to a high level of resource (labor and capital) use.

4. The national industrial availability rate and the national office
vacancy rate are reported by CB Richard Ellis, a private real estate
service company.

sponding quarter a year earlier).? In addition, corpora-
tions’ real cost of funds—about 5 percent in the fourth
quarter of 2005—was low both for recent years and for
the period since 1970. CBO does not expect a significant
increase in firms’ real cost of funds over the next two
years.

The main uncertainty about the outlook for business
fixed investment is how fast the demand for goods and
services will grow relative to the ability to produce them.
Unexpected changes in domestic demand by consumers
or in demand from abroad could cause investment to
grow more or less quickly than CBO forecasts. A second-
ary risk is that financial markets’ confidence will decline,
causing stock market prices to fall and interest rates to
rise and thus raising the cost of capital for businesses.

Of course, investor confidence could increase rather than
decline.

Business Inventories. CBO expects businesses to accu-
mulate inventories more rapidly this year and next year
than they did in 2005, reflecting continued strong
growth in demand for goods and services. After increas-
ing from $16 billion in 2003 to $52 billion in 2004 in
real terms, inventory accumulation fell back to an esti-
mated $18 billion in 2005, partly because of strong vehi-
cle sales. The need to adjust overall stocks of inventories
to higher sales should raise inventory accumulation in

2006 and 2007.

The Household Sector

The household sector accounts for the largest share of
total demand for goods and services. Consumer spending
by individuals and families currently amounts to 70 per-
cent of GDP, and residential investment by households
accounts for another 6 percent. Households also make
decisions about how much to work and how much to
invest in education and training in preparation for em-
ployment. Those decisions affect the potential output
and productivity of the economy in ways similar to that
of business investment.

The fundamental factors are in place for consumer
spending to remain healthy in the near term. Those fac-

5. Economic profits are corporate profits adjusted to remove distor-
tions in depreciation allowances caused by tax rules and to exclude
the effects of inflation on the value of inventories. They are con-
sidered a better measure of profits from current production than
are the book profits reported by corporations.
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tors include continuing momentum in the growth of
employment and income, gains in houscholds” net
wealth, good financial health for households, and still-
favorable borrowing conditions. The major risk to that
positive outlook is that the housing market will weaken
more than anticipated and thus temper the growth of
consumer spending more than CBO forecasts.

Consumer Spending. Real consumer spending rose rap-
idly before last year’s hurricanes, at an annual rate of
almost 3% percent in 2003, 2004, and the first half of
2005. Because of weak vehicle sales in the fourth quarter
and the spike in energy prices, that growth slowed to an
estimated 2.4 percent annual pace in the second half of
2005, but it was still healthy for the year as a whole at
2.9 percent. The weakness in sales of vehicles and parts
mostly resulted from a reduction in sales incentives in the
fourth quarter; such incentives had contributed to a

15 percent increase in motor vehicle sales in the third
quarter.

CBO forecasts that real consumer spending will grow at a
3V5 percent rate this year and in 2007. The impact on
consumer spending of hurricane-related increases in
energy prices is expected to dissipate quickly this year as
prices return to near their pre-Katrina levels.

Labor Markets. Strong growth in output last year was
accompanied by solid growth in employment: the U.S.
economy added roughly 2 million new jobs in 2005. The
hurricanes lowered the level of employment in the third
and fourth quarters as businesses in the Gulf region were
damaged or destroyed and workers had to relocate for an
extended period. Outside the directly affected area, how-
ever, the labor market remains healthy. New claims for
unemployment insurance, which surged for a few weeks
because of the storms, have fallen below the prehurricane
level of roughly 320,000 per week. Moreover, in the first
half of 2006, new hiring related to reconstruction in the
Gulf area is expected to offset some of the hurricane-
related losses in employment.

CBO projects that total nonfarm payroll employment
will grow by roughly 1%2 percent over the four quarters
of this year—about the same as in 2005—before slowing
slightly in 2007 (see Figure 2-3). The unemployment rate
is forecast to average 5.0 percent over the next two
years—just above its current level of 4.9 percent but
slightly below its projected long-term average rate of 5.2
percent. The labor force participation rate (the percent-
age of adults in the civilian, noninstitutionalized popula-
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Figure 2-3.

Nonfarm Payroll Employment,
1965 to 2007
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tion who have jobs or are actively looking for them) fell
from 67.1 percent in the 1997-2000 period to a low of
65.8 percent in early 2005 before rebounding to 66.0
percent by the end of last year. Nonetheless, the participa-
tion rate remains below the rate that would be consistent
with an economy at full employment: about 66.5 per-
cent, in CBO’s estimate. As a result, CBO forecasts that
the actual labor force will grow by 1.4 percent in 2006
(on a fourth-quarter-to-fourth-quarter basis)—further
narrowing the gap between the actual and potential labor
force—and will grow by 1.1 percent in 2007.°

Total labor compensation increased by 3.7 percent in
2005 in real terms, compared with 3.1 percent in 2004.”
CBO projects significantly higher growth in 2006, but
that rise includes a doubling of corporations’ payments to
their defined-benefit pension plans, which is required
under current law (see Box 2-2 for details). Nevertheless,

6. The potential labor force is the actual labor force adjusted for
movements in the business cycle.

7. Real total compensation is the sum of wages, salaries, and other
labor income, deflated by the price index for personal consump-
tion expenditures.
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Box 2-2.

Contributions to Defined-Benefit Pension Plans

Between 2001 and 2004, private employers’ contri-
butions to defined-benefit pension plans tripled—
from $36 billion to $108 billion—according to the
national income and product accounts. Although
such contributions appear to have declined slightly
last year, the Congressional Budget Office (CBO)
projects that under current law, they will rise sharply
in 2006 to about $185 billion. Contributions have
grown so much since 2001 because many defined-
benefit plans have become underfunded, in some
cases by substantial amounts—meaning that the
value of their assets is currently insufficient to meet
the plans’ projected liabilities (the pensions owed to
current workers and retirees and their survivors).!

One critical factor in determining a pension plan’s
liabilities is the interest rate, or discount rate, used to
compute the present value of future payments (the
value in today’s dollars). The higher the discount rate,
the lower the value of liabilities for future payments
will be in today’s dollars—and thus the smaller the
possible degree of underfunding. According to the
Employment Retirement Income Security Act of
1974 (ERISA), which set minimum standards for
funding pension plans in private industry, the dis-
count rate used to calculate liabilities must be no
more than 105 percent of a weighted average of the
interest rates on 30-year Treasury securities over the
previous four years.

1. For details of how the underfunding situation arose, see Con-
gressional Budget Office, The Budget and Economic Outlook:
Fiscal Years 2006 to 2015 (January 2005), Appendix D.

In recent years, however, lawmakers have enacted leg-
islation to give firms that sponsor defined-benefit
plans temporary relief from declining long-term in-
terest rates. The Pension Funding Equity Act (PFEA)
of 2004 stipulated that in 2004 and 2005, the maxi-
mum applicable discount rate would be higher than
that specified under ERISA, thus lowering firms’ con-
tributions. One consequence of that temporary pro-
vision is that the gap between the values of the liabili-
ties and assets of defined-benefit pension plans is now
wider than it would be otherwise—meaning that
companies’ future contributions will probably have to
be larger.

PFEA expired at the end of 2005. Under current law,
the maximum applicable discount rate in 2006 will
again be based on the yield on 30-year Treasury secu-
rities. Using that rate, about 5.15 percent, CBO
projects that private employers’ contributions to
defined-benefit plans will have to roughly double this
year to about $185 billion. (Had PFEA’s discount-
rate provision been extended for another year, the
maximum applicable rate would have been about
5.75 percent, and contributions in 2006 would total

about $135 billion).?

2. Both the House and Senate have passed legislation that
would alter the defined-benefit pension system. (Those
acts are H.R. 2830, the Pension Protection Act of 2005,
and S. 1783, the Pension Security and Transparency Act of
2005.) If enacted, both versions would extend PFEA’s dis-
count-rate provisions through 2006 and phase in new rules
for calculating required contributions beginning in 2007.

CBO also projects solid growth in real wages and salaries,
which do not include employers’ contributions to pen-
sion plans and other benefits.

Households’ Financial Positions. Despite the risk that
housing prices could decline significantly, most measures
point to healthy finances for households. Net wealth—
households’ assets minus their liabilities—continued to
rise faster than disposable personal income through the

third quarter of 2005 (the latest data available). The ratio
of net wealth to income reached 5.6 in that quarter, the
highest level in more than four years and higher than for
most of the past four decades (see Figure 2-4 on page 306).
Much of that increase sprang from gains in real estate;
stock market gains played a smaller role. Hurricane-
related losses did not have a significant effect on the net-

wealth-to-income ratio.
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Box 2-2.

Continued

Although CBO is forecasting a large increase in
defined-benefit contributions under current law, its
current projection for 2006 is far lower than the $335
billion it projected in August 2005. The August fore-
cast was based on a funding gap of about $600 billion
for defined-benefit plans at the end of 2004, as
reported by the Pension Benefit Guaranty Corpora-
tion (PBGC). That figure, however, reflected the
concept of “termination liability”—the liability that
applies when a pension plan is terminated and taken
over by PBGC. By contrast, the basis for determining
what, if any, catch-up payments are required for a
plan is “current liability,” which is essentially based
on the number of active workers, retirees, and benefi-
ciaries in the plan, their current pay rates, and their
length of service.?

Analysis of company-level data indicates that the
total underfunding of defined-benefit plans was
about one-third the size on a current-liability basis as
on a termination-liability basis through the middle of
2005. Given PBGC’s updated estimate that the fund-
ing gap had grown to at least $650 billion by the end
of fiscal year 2005, those calculations imply that on a

3. See Congressional Budget Office, A Guide to Understanding
the Pension Benefit Guaranty Corporation (September 2005).

current-liability basis, the funding gap is now approx-
imately $215 billion (before taking into account
changes in the discount rate). In addition, recent
gains in the stock market that were larger than CBO
anticipated in August have boosted the value of plans’
assets, further reducing the contributions required in
2006.

CBO projects that private employers’ contributions
to defined-benefit plans will decline to about $162
billion in 2007, $140 billion in 2008, and $114 bil-
lion by 2010. They will rise gradually thereafter,
reaching $136 billion by 2016. That pattern reflects
a projected increase in the applicable discount rate
under current law—to about 5.3 percent in 2007,
5.45 percent in 2008, and ultimately 5.7 percent in
2010—as well as a slowing in the rate at which liabil-
ities are accrued (compared with the recent average).
That slowdown results from freezes that many com-
panies, including large corporations such as IBM and
Verizon, have recently imposed on their defined-
benefit pension plans. (When a plan is frozen, it does
not accrue any further liabilities. However, many of
the frozen plans have been replaced by new or
enhanced defined-contribution plans.) In its forecast,
CBO assumes that existing plans will continue to
operate unless forced to default.

Gains in wealth and withdrawals of home equity helped
boost consumer spending relative to personal disposable
income in 2005, reducing the personal saving rate. Those
withdrawals were spurred by continued gains in housing
prices and low mortgage interest rates (by historical stan-
dards). Through the first three quarters of 2005, the per-
sonal saving rate was negative, on average, meaning that
consumers were spending more than their disposable
income. The saving rate is likely to have been negative
through the entire year—the first time that has happened
since the Depression. CBO expects that solid growth in
real disposable personal income this year will permit both
a rise in the personal saving rate and growth in consumer

spending.

Continued large increases in mortgage debt contributed
to a sharp rise in households’ financial obligations last
year. As a percentage of disposable personal income, those
obligations rose to 18.6 percent by the third quarter of
2005 from 17.9 percent in the fourth quarter of 2004.
Mortgage debt obligations might begin to put some
restraint on consumer spending—depending on future
increases in interest rates and housing prices—particu-
larly through higher interest payments on adjustable-rate
mortgages.

So far, households have had little trouble meeting their
growing financial obligations, however. The delinquency
rate on residential real estate loans at commercial banks

35



36

THE BUDGET AND ECONOMIC OUTLOOK: FISCAL YEARS 2007 TO 2016

Figure 2-4.
Households’ Net Wealth, 1965 to 2005
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Sources: Congressional Budget Office; Department of Commerce,
Bureau of Economic Analysis; Federal Reserve Board.

Note: Data are plotted through the third quarter of 2005.

changed little over the past year. The delinquency rate on
credit card loans edged up recently, but it remained lower
in the third quarter of last year than at any time in 2004.
The rate on other (non-credit-card) consumer loans was

at its lowest level in the third quarter of 2005 since 1991,
when those data were first collected.

Housing. CBO expects the housing market to cool,
resulting in a decline in housing investment this year and
next year (see Figure 2-5). After rising by 7 percent in
both 2004 and 2005, real residential investment will fall
by about 5 percent in both 2006 and 2007 (measured on
a fourth-quarter-to-fourth-quarter basis), CBO forecasts.
That drop reflects concerns about a significant slowdown
in the growth of housing prices and higher interest rates.

Although the housing market remains strong, it is show-
ing some faint signs of weakening. Sales of new and exist-
ing single-family homes appear to be slowing, and mort-
gage applications are declining. However, data on hous-
ing prices do not yet indicate a cooling of the market on
either a national or a regional basis.

Uncertainties. If housing prices begin to fall substantially
and the drop becomes widespread enough to have a

noticeable effect on households” net wealth, consumers
are likely to reduce their spending plans. With less real
estate wealth, households could decide to save more of
their current income or to borrow less (including getting
smaller home-equity loans). In either case, the growth of
consumer spending could be slower than CBO projects.

Other factors could cause the growth of households’
spending to be lower or higher than CBO forecasts. For
example, a decline in consumer confidence could reverse
post-hurricane gains and cause consumers to cut back,
whereas an increase in consumer confidence would have
the opposite effect. Likewise, unexpected growth in jobs
and income or lower interest rates would boost consumer
spending above CBO’s expectations, whereas slower
growth in employment and earnings or higher-than-
expected interest rates would slow consumer spending.

The Government Sector

The government sector also affects the total demand for

goods and services. Purchases by the federal government

currently account for about 7 percent of GDD, and state

and local governments account for another 12 percent. In
addition, government policies about taxes and spending

Figure 2-5.
Residential Investment, 1965 to 2007
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influence the demand for goods and services by house-
holds and businesses.

Real purchases for current consumption and investment
by all levels of government combined rose by about 2 per-
cent in 2005, compared with an average of 3.1 percent
for the post-World War II period. CBO projects that if
current laws and policies do not change, such spending
will grow by another 2 percent in 2006 and then slow in
2007. This year, rebuilding and related activities to
recover from the recent hurricanes is expected to add to
spending by all levels of government. In 2007, federal
military purchases are expected to slow, under current
law, reducing the growth of total purchases by the gov-
ernment sector. However, additional funds for defense
could be appropriated later this year.

CBO’s baseline projection of federal government pur-
chases reflects recent appropriations for operations in Iraq
and Afghanistan (and the extrapolation of such funding),
which add about $33 billion to budget outlays in fiscal
year 2006 and $46 billion in 2007, as well as recent
appropriations for hurricane recovery, which add about
$30 billion to outlays this year and $23 billion next year.
The baseline does not include defense- or hurricane-
related spending that might result from additional
requests later in 2006. (For more details about CBO’s
projections of federal spending, see Chapters 1 and 3.)

At the state and local level, real gains in revenues have
helped ease the budgetary pressures that most states and
localities experienced in the aftermath of the 2001 reces-
sion. As a result, employment and investment by state
and local governments grew more quickly last year. CBO
expects those governments’ spending to rise by roughly
2 percent in 2006 and 2007, in small part because of
recovery efforts from last year’s hurricanes.

The International Sector

The U.S. trade deficit increased further during 2005,
from an annual rate of $685 billion in the fourth quarter
of 2004 to approximately $725 billion in the fourth
quarter of last year. The nation’s current-account deficit
—the trade deficit plus net flows of investment income
and unilateral transfers—also increased, from $753 bil-
lion to more than $800 billion. However, both deficits
were stable relative to GDP (see Figure 2-6). CBO antici-
pates that the trade and current-account deficits will level
off this year and then decline as a share of GDP over the

THE ECONOMIC OUTLOOK

Figure 2-6.

The U.S. Trade and Current-Account
Balances, 1980 to 2005
(Percentage of gross domestic product)
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Note: Data are plotted through the third quarter of 2005.

medium term, if the value of the U.S. dollar resumes its
downward trend and economic growth abroad remains
relatively strong.

The Exchange Value of the Dollar. After declining by
roughly 13 percent from the end of 2002 to the end of
2004, the real trade-weighted value of the dollar rose by 4
percent during 2005 (see Figure 2-7). Most of that gain
reflected a 14 percent appreciation against the yen and
about a 13 percent appreciation against the euro. Many
analysts believe the large U.S. current-account deficit has
put downward pressure on the dollar in recent years, so
the strength of the dollar last year was generally unantici-
pated. It resulted from a number of factors, including a
widening of the difference between short-term interest
rates in the United States and those in Japan and the euro
countries,® a surge in the demand for U.S. assets stem-
ming from a rise in the oil revenues of oil-producing

8. In the past year, the Federal Reserve has raised the federal funds
rate from 2.25 percent to 4.25 percent. By contrast, the European
Central Bank has raised rates only once, to 2.25 percent, and
Japan’s interest rate has stayed near zero.
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Figure 2-7.

The Real Trade-Weighted Value of the
U.S. Dollar, 1980 to 2005

(Index, March 1973 = 100)
130

120

110

100

90

80 [~

OT....I....I....I....I....I.

1980 1985 1990 1995 2000 2005

Sources: Congressional Budget Office; Federal Reserve Board.

Note: The real trade-weighted value of the U.S. dollar is a weighted
average of the foreign exchange values of the dollar against
the currencies of a large group of major U.S. trading part-
ners, adjusted for relative inflation rates. The index weights,
which change over time, are based on a country’s share of

U.S. imports and exports.

countries, and a temporary increase in the repatriation of
overseas profits. Those effects are likely to weaken in
2006 and 2007.

CBO assumes that the current-account deficit—and the
rapid accumulation of debt owed by the United States to
foreign investors—cannot continue to grow faster than
GDP over the long run. Although average economic
growth among U.S. trading partners is likely to exceed
growth in the United States over the next 10 years (partly
because of economic growth in China), the current-
account deficit is likely to stabilize during that period
only if the dollar also trends downward.

For the United States to continuously run a current-
account deficit of $800 billion, governments and private
investors abroad must be able and willing to buy an addi-
tional $800 billion worth of dollar-denominated assets
every year. How willing investors abroad will be to con-

tinue doing that is unknown. Their investment decisions
will depend on their expectations about rates of return
and the riskiness of dollar assets versus assets held in other
currencies. CBO assumes that the exchange value of the
dollar will decline gradually over the next 10 years be-
cause the current-account deficit will remain large in dol-
lar terms (though not keep widening) and will add to the
supply of dollar assets for investors. That decline in the
value of the dollar, in turn, will help the current-account
deficit shrink as a percentage of GDP.

Although CBO expects the dollar to depreciate over the
next decade, a sharp depreciation is not likely. Risk-
adjusted returns on assets in the United States are still
higher than those in most other countries. Demand for
dollar assets is also supported by the dollar’s position as

a major reserve currency used for international transac-
tions. Some governments have an incentive to prevent the
dollar from falling too sharply to minimize the potential
damage to their own economies. In addition, some gov-
ernments (such as those of Japan, China, South Korea,
and Taiwan) have a limited ability to keep their exchange
rates stable by buying—or at least not selling—dollar
assets should the dollar fall rapidly. Finally, a decline in
the dollar is unlikely to be self-reinforcing. The reason is
that such a decline will not only help improve the ability
of U.S. firms to compete profitably in world markets
(and thus increase U.S. exports) but also enhance the dol-
lar value of U.S.-owned assets abroad (and thus the net
international asset position of the United States).

The Trade Deficit. The recent pattern in the growth of
real exports and imports suggests that the trade deficit
may be relatively stable in the near term. In a departure
from the pattern of the past few years, the growth of U.S.
exports (adjusted for price changes) recently surpassed the
growth of imports (see Figure 2-8).” Both the overall
decline in the dollar since 2002 and the solid growth, on
average, of U.S. trading partners contributed to that
turnaround. The fall in the dollar caused prices of U.S.
exports in foreign-currency terms to ease during 2003
and remain relatively low, while contributing to a steady
rise in the price of imports (even with oil imports

9. When imports are significantly larger than exports (as they are
now), the trade deficit can still widen even if the growth of exports
exceeds the growth of imports. In particular, since imports are
about 1.5 times as large as exports, exports would have to grow
1.5 times as fast as imports merely to keep the trade deficit from
widening.
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Figure 2-8.

Real U.S. Exports and Imports,
1985 to 2005

(Percentage change from previous year)
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Bureau of Economic Analysis.

Note: Data are plotted through the third quarter of 2005.

excluded). Although it often takes a few years for changes
in relative prices to affect real exports and imports, those
price changes since 2002 have encouraged the growth of
real exports relative to the growth of imports. The recent
rebound in the value of the dollar would undercut that
pattern only if it persisted, but CBO anticipates that the
dollar will resume depreciating.

Although real exports grew faster than real imports over
the past year, the nominal trade deficit increased, largely
because of petroleum imports. Those imports declined in
quantity during the year, but their value increased by
about $55 billion between the fourth quarter of 2004 and
the third quarter of 2005. CBO expects relative stability
in petroleum prices over the next two years to help stabi-
lize the nominal trade deficit.

Economic Conditions and Prospects Abroad. The econo-
mies of the United States’ major trading partners are con-
tinuing to gain strength. Still-accommodative macroeco-
nomic policies and generally benign financial conditions
have fostered more optimism that those nations will con-
tinue to recover from the worldwide slowdown of 2001.

THE ECONOMIC OUTLOOK

Nevertheless, growth in Japan and most countries of the
euro zone is expected to remain slower than U.S. growth
this year and in 2007.

Growth in Asia exceeds that in the rest of the world, and
growth in China leads that in the rest of Asia. The Chi-
nese economy continues to expand by more than 9 per-
cent per year, and new data indicate that the economy
was much larger in past years than previously reported.
Japan’s growth, though still subdued, is picking up more
strength. The nation appears to have embarked on a self-
sustaining path of economic growth, with domestic
spending playing a stronger and more reliable role in

upholding growth.

Among other U.S. trading partners, Canada and most
Latin American countries are likely to keep experiencing
healthy rates of economic growth, but growth in Europe
is expected to remain lackluster. Real GDP in the euro
zone increased more strongly than expected in the third
quarter of 2005 (by 1.6 percent from a year ago), and
recent indicators show signs that the recovery there is
gaining more momentum. However, many obstacles to
growth persist in the largest member countries (Germany,
Italy, and France). Consensus Forecasts, a survey of finan-
cial and economic forecasters, expects that real GDP in

the euro zone will continue to grow by less than 2 percent
in 2006."°

Inflation

Opverall, the prices that consumers pay for goods and
services are expected to increase less this year and next
year than they did in 2005. CBO forecasts that the
change in the consumer price index for urban consumers
(CPI-U) will slow to slightly more than 2 percent by
2007, compared with a 3.4 percent rise in 2005 (see
Figure 2-9). In large part, the slower growth reflects a sta-
bilizing of energy prices. Increases in the prices of goods
and services excluding food and energy were somewhat
weaker than expected in 2005. That core consumer infla-
tion is forecast to edge up slightly this year as some of last
year’s increase in energy prices is reflected in nonenergy
prices and as inflation accelerates for some categories of

goods and services whose prices grew unusually slowly in
2005.

10. Consensus Economics, Consensus Forecasts: A Digest of Interna-
tional Forecasts (London: Consensus Economics, Inc., December
12, 2005).
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Figure 2-9.

Total and Core Measures of the
Consumer Price Index, 1965 to 2007

(Percentage change from previous year)
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Notes: The core consumer price index is the consumer price index
for all urban consumers (CPI-U) excluding food and energy.
The figure uses the research series of the total and core
CPI-Us, which approximately apply current methods for cal-
culating the CPI-U to historical data.

Data are plotted through the third quarter of 2005.

Core Inflation and Energy Prices. The large rise in petro-
leum and natural gas prices since 2003 (relative to the
prices of other goods and services) has been reflected in
consumer prices for energy goods and services, such as
gasoline and home heating. However, the pass-through of
higher energy prices into higher prices for other con-
sumer goods and services (which use energy as an input)
is not readily apparent in data on prices through the end
0f 2005. Consumer prices excluding food and energy rose
by just 2.1 percent in 2004 and 2005. If the energy price
increases of those years had been passed through to the
prices of other goods and services, core consumer infla-
tion would have been higher.

It appears either that core inflation has been restrained by
other factors affecting prices or that the energy price in-
creases have been permanently or temporarily absorbed
by the producers of other goods and services, or both.

Inflation for some categories of the CPI-U eased unex-
pectedly in 2005, possibly for reasons unrelated to gen-
eral price pressures. Those reasons may include greater
competition in the market for apparel imports following
a change in textile agreements in 2005, the effect of rising
home prices on rental rates, or the impact of shifting
financial market conditions on insurance rates or banks’
charges to customers. In addition, it is possible that
increases in energy prices have dampened the growth of
profits and labor compensation for nonenergy businesses
and that companies will try to raise prices in the future to
cover their higher costs. Uncertainty about the extent of
the pass-through of energy prices so far is a major source
of uncertainty about the near-term outlook for consumer
prices.

CBO’s economic forecast assumes that the likelihood of a
future pass-through of energy prices—combined with the
probability of greater price growth for those categories of
consumer spending that unexpectedly slowed in 2005—
raises the chance that core inflation will be slightly higher
this year than last year (measured on a fourth-quarter-to-
fourth-quarter basis). By 2007, however, those pressures
are no longer assumed to be adding to the core inflation
rate. Thus, core CPI-U inflation is forecast to be about
2.2 percent in 2007 (measured on the same basis).

Uncertainties. Energy prices are a significant source of
uncertainty in the forecast for inflation. There is uncer-
tainty not only about a greater lagged effect of energy
prices than CBO anticipates but also about whether
another shock to energy supplies will occur in the next
two years and whether global demand for energy will
grow more strongly than expected. Further energy sup-
ply shocks could result from political turmoil in oil-
producing countries or another round of severe hurri-
canes. A significant increase in global demand for energy
(to the extent that it reflected demand outside the United
States) could have effects on energy prices in the United
States similar to those of a supply shock.

Another area of uncertainty is whether continuing
strength in the growth of demand for goods and services
will push up inflation as unused capacity shrinks. On the
one hand, most measures do not indicate high levels of
resource use in the economy. For example, the capacity
utilization rate in manufacturing, which was 79.6 percent
in December, is still below its historical average of 81.2
percent, a level near which inflation has tended to accel-
erate in the past. Moreover, although the economy has
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posted two years of strong growth, the estimated gap
between actual and potential GDP (as estimated by
CBO) remains large because actual hours worked appear
to be low for this point in the business cycle. That large
GDP gap lessens the chance of a sudden increase in core
inflation because of demand pressures.

On the other hand, the gap between the actual and natu-
ral rates of unemployment (unlike the GDP gap) suggests
that little or no slack remains in the economy.!! At 4.9
percent in December, the actual unemployment rate is
below most current estimates of the natural rate.

The employment gap may not be a reliable indicator of
slack in the labor market, however. Some analysts believe
that estimates of the natural rate of unemployment are
too high and should be lowered. Others believe that the
concept of the natural rate is flawed and should be aban-
doned as a benchmark. Moreover, the actual unemploy-
ment rate may be an incomplete measure of conditions in
labor markets. The rate of labor force participation still
appears low, suggesting that there may be more slack in
the labor market than the unemployment rate implies. In
addition, average weekly hours of work—which are usu-
ally a fairly sensitive indicator of tightness in the labor
market—have not rebounded as much as they usually do
during an expansion (even adjusted for a shift in the com-
position of industries toward those with shorter-than-
average workweeks).

Monetary Policy and Financial Market Conditions
Although the Federal Reserve has raised the federal funds
rate significantly and steadily since mid-2004, conditions
in financial markets last year were very supportive of real
economic growth.'? That support is likely to recede
slightly this year if interest rates rise further, as CBO and
other forecasters expect. With some additional increase in
the federal funds rate by the Federal Reserve in the first
half of this year, the interest rate on three-month Treasury
bills is projected to rise to 4.5 percent in 2006. At the

11. The natural rate of unemployment is the rate of unemployment
arising from all sources except cyclical fluctuations in the demand
for goods and services.

12. The federal funds rate is the interest rate that financial institutions
charge each other for overnight loans of their monetary reserves at
the Federal Reserve. The Federal Reserve implements monetary
policy by setting a specified target level for the federal funds rate.
A rise in that rate suggests a less accommodative stance of mone-
tary policy, whereas a fall suggests a more accommodative stance.
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same time, the rate on 10-year Treasury notes is expected
to increase to 5.2 percent. That upward movement in
interest rates will widen the spread between the 10-year
Treasury note and three-month Treasury bill rates from
the level of mid-January, when the spread was very nar-
row. Both Treasury interest rates are expected to remain
stable in the second half of 2006 and throughout 2007.

Monetary Policy. The Federal Reserve has continued to
pursue its monetary policy of gradually raising its target
for the federal funds rate until that rate reaches a level
that neither adds to nor subtracts from economic growth
and that keeps inflation low (a level commonly referred
to as the neutral rate). At the end of 2005, the target fed-
eral funds rate was 4.25 percent, up from 2.25 percent at
the end of 2004. Most participants in financial markets
generally believe that the neutral federal funds rate lies
somewhere between 4 percent and 5 percent. At the end
of last year, the consensus of participants (as reflected in
the futures market for federal funds) was that the Federal
Reserve would increase the target rate to 4.75 percent by
mid-2006 and possibly reduce it to 4.5 percent by mid-
2007.

Financial Market Conditions. A broad index that mea-
sures the impact of monetary and financial conditions—
including such factors as interest rates, stock market
wealth, and the exchange rate—indicates that those con-
ditions made a very positive contribution to the growth
of real GDP last year (see Figure 2-10). However,
increases in interest rates in the second half of the year
made financial market conditions less favorable, though
still accommodative to growth, at the end of 2005.

The interest rate on three-month Treasury bills rose from
3.0 percent to 3.9 percent between June and December
last year, while the rate on 90-day commercial paper
issued by nonfinancial corporations increased from 3.5
percent to 4.5 percent. Over the same period, the interest
rate on 10-year Treasury notes rose by 0.5 percentage
points to 4.5 percent, and the rate on AAA-rated corpo-
rate bonds increased by about 0.4 percentage points to
5.4 percent. The interest rate on conventional 30-year
mortgages rose by about 0.7 percentage points to 6.3 per-
cent. Even with the increases, however, those levels of
long-term interest rates are still attractive to borrowers,
compared with rates over the past 10 years.

Finally, stock market wealth has been a strong contribu-
tor to favorable financial conditions. Total domestic

a1
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Figure 2-10.

Index of Monetary and Financial
Conditions, 1985 to 2005

(Percentage points of GDP growth)
6

JANAWLY

0 / \/

_2 -

_4 —

_6IIII|IIII|IIII|IIIIII
1985 1990 1995 2000 2005

Sources: Congressional Budget Office; Macroeconomic Advisers,

LLC.

Note: This index estimates how much financial markets contribute
to the growth rate of real gross domestic product (GDP). It
draws on statistical relationships between real GDP and
financial variables such as interest rates, exchange rates,
and stock market values. When the index is positive, overall
conditions in financial markets are conducive to the growth
of real GDP; when it is negative, overall financial market con-
ditions are a drag on growth.

holdings of U.S. corporate stock increased by $1.6 tril-
lion between the end of 2003 and the third quarter of
2005, according to the Federal Reserve’s flow-of-funds
accounts.

The Spread Between Treasury Interest Rates. The differ-
ence between the interest rates on 10-year Treasury notes
and three-month Treasury bills continued to narrow last
year, declining to a level similar to that of the late 1990s
(see Figure 2-11). Because that spread has been close to
zero or even negative before every recession in the post-
World War II era, the small spread at the end of 2005
raised some concerns that the economy was heading
toward a slowdown.

The unusual way in which the spread has narrowed, how-
ever, may suggest that such concerns are premature and

perhaps misplaced. In the past, the spread has typically
narrowed because both the three-month and 10-year rates
have risen but the three-month rate has risen more. In the
past year and a half, however—for the first time since the
early 1960s—the three-month rate has increased while
the 10-year rate has not. In particular, the three-month
Treasury bill rate grew from 1.1 percent in the second
quarter of 2004 (just before the Federal Reserve began
raising the federal funds rate) to 3.9 percent in the fourth
quarter of 2005, while the 10-year Treasury note rate
stayed basically unchanged at roughly 4% percent.!?

Observers have offered several explanations for why long-
term Treasury rates have not moved up, none of which
suggest that the chances of a recession in the next few
years are significant:

W Large purchases of Treasury securities by governments
and private investors abroad have presumably damp-
ened the increase in Treasury and other long-term
interest rates. According to the Federal Reserve’s flow-
of-funds data, investors from other countries added
$177 billion in Treasury securities to their portfolios
during the first three quarters of 2005—compared
with the $196 billion increase in the stock of Treasury
securities (excluding savings bonds) during that
period. Those purchases reflect an excess of domestic
saving over domestic investment in the rest of the
world, including emerging economies. That excess
saving appears to have arisen from a combination of
factors, most notably insufficient demand for invest-
ment in many other industrial economies, some
emerging countries” efforts to guard against future
financial crises, and the sharp rise in revenues of oil-
exporting nations.

B Increased demand for long-term Treasury securities by
long-term investors such as insurance and pension
funds may have played a role, but estimates of the
amounts added by those investors (only $18 billion in
the first three quarters of 2005) seem too small to have
had much effect on interest rates.

B Investors confidence in continued low inflation may
have grown, thus reducing the risk premium that
investors demand in return for holding long-term
Treasury securities.

13. In mid-January, the three-month Treasury bill rate was 4.2 per-
cent, and the 10-year Treasury note rate was 4.4 percent.
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B Some observers believe that the addition of China,
India, and countries of the former Soviet Union to the
world marketplace has had favorable effects on pro-
ductive capacity and inflation in the United States,
thus reducing the risk premium in rates on Treasury
securities.

Figure 2-11.

Three-Month and Ten-Year Treasury
Interest Rates, 1955 to 2007
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B People may expect that the U.S. economy will eventu-
ally slow more than CBO anticipates. The consensus
of economists recently polled by the Wall Street Jour-
nal is that growth will slow to 3% percent in 2006 and
inflation will decline.'*

The Economic Outlook Through 2016
To develop its medium-term projections—which this
year cover 2008 through 2016—CBO projects levels and
rates for the factors that underlie potential GDD, such as
the growth of the labor force, capital services (the produc-
tive services provided by the economy’s existing stock of
physical assets), and productivity. CBO takes into
account the effect that current fiscal policy may have on
those factors, but it does not forecast fluctuations in the
business cycle beyond the next two years.

CBO projects that real GDP will grow slightly faster than
potential GDP during the 2008-2016 period—at a rate
are very similar to what CBO projected in August 2005.
In addition, inflation (as measured by the CPI-U) aver-
ages 2.2 percent in the current medium-term projection,
and the unemployment rate averages 5.2 percent, equal
to CBO’s estimate of the natural rate of unemployment.
Interest rates during the 2008-2016 period are projected
to average 4.4 percent for three-month Treasury bills and
5.2 percent for 10-year Treasury notes.

Potential GDP

Potential output will grow at an average rate of 2.8 per-
cent annually between 2006 and 2016, CBO projects
(see Table 2-2). That rate is about 0.6 percentage points
lower than the historical average growth rate of 3.4 per-
cent. The primary reason for the difference is that CBO
is anticipating a sharp slowdown in the growth of the
potential labor force.

Whereas the potential labor force has expanded by 1.6
percent per year, on average, since 1950, CBO projects
that it will grow at an average annual rate of just 0.7 per-
cent through 2016 (roughly the same rate as in CBO’s
August 2005 economic projection). The slower pace
stems from CBO’s expectation that labor force participa-
tion will decline sharply during the next decade, mainly

1955 1965 1975 1985 1995 2005

Sources: Congressional Budget Office; Federal Reserve Board.

14. Rafael Gerena-Morales and Tim Annett, “Growth May Slow in
2006 as Market for Housing Cools,” Wall Street Journal, January
3, 2006, p. 1.
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Table 2-2.

Key Assumptions in CBO’s Projection of Potential Output

(By calendar year, in percent)

Projected Average

Average Annual Growth Annual Growth
Total, Total,
1950- 1974- 1982- 1991- 1996- 1950- 2006- 2012- 2006-
1973 1981 1990 1995 2005 2005 2011 2016 2016
Overall Economy
Potential Output 3.9 33 3.0 2.7 33 3.4 3.1 2.6 2.8
Potential Labor Force 1.6 2.5 1.6 1.2 1.2 1.6 0.9 0.5 0.7
Potential Labor Force Productivity® 2.3 0.8 14 15 2.1 1.8 2.1 2.1 2.1
Nonfarm Business Sector
Potential Qutput 4.0 3.6 3.1 3.1 3.8 3.7 34 2.9 3.2
Potential Hours Worked 14 2.4 1.5 1.2 1.2 1.5 0.9 0.6 0.8
Capital Input 3.8 43 4.1 2.7 4.4 3.9 4.6 3.6 4.1
Potential TFP 1.9 0.7 0.9 1.3 1.6 1.4 14 14 14
Potential TFP excluding adjustments 1.9 0.7 0.9 13 1.3 14 1.3 13 13
TFP adjustments 0 0 0 * 0.3 0.1 0.1 0.1 0.1
Price measurement” 0 0 0 * 0.1 * 0.1 0.1 0.1
Temporary adjustment® 0 0 0 0 0.2 * 0 0 0
Contributions to the Growth of Potential
Output (Percentage points)
Potential hours worked 1.0 1.7 1.0 0.9 0.9 1.0 0.7 0.4 0.5
Capital input 11 13 1.2 0.8 13 1.2 14 11 1.2
Potential TFP 1.9 0.7 0.9 1.3 1.6 1.4 14 14 14
Total Contributions 4.0 3.7 3.1 3.0 3.8 3.7 3.5 2.9 3.2
Memorandum:
Potential Labor Productivity
in the Nonfarm Business Sector 2.6 1.2 1.6 1.8 2.5 2.2 2.5 2.3 2.4

Source: Congressional Budget Office.

Note: TFP = total factor productivity; * = between zero and 0.05 percent.

The ratio of potential output to the potential labor force.

a.
b. An adjustment for a conceptual change in the official measure of the GDP price index.

c. An adjustment for the unusually rapid growth in TFP between 2001 and 2003.

d. The estimated trend in the ratio of output to hours worked in the nonfarm business sector.

because the large cohort of workers born during the post-

war baby boom will begin to retire. Other factors are also
projected to slow the growth of the potential labor force
during the 2008-2016 period:

B The rate of men’s participation in the labor force is
likely to continue its downward trend;

B Women are not expected to increase their rate of par-
ticipation as much as they did in the past; and

B Tax provisions enacted in 2001 and 2003 are sched-
uled to expire in 2011, which will raise the marginal
tax rate on labor by roughly 1.5 percentage points,
thus lessening the incentive to work.

Unlike the potential labor force, the capital stock and
productivity are projected to grow over the next 10 years
at rates that approximate their historical averages. CBO
estimates that the growth in capital services (services
derived from the use of the capital stock) will average 4.1
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percent a year through 2016. That rate is similar to the
average pace since 1950—3.9 percent—and is almost
identical to the estimate in CBO’s August projection,
although the pattern of growth differs from the previous
projection. Growth in capital services is slightly slower
during the first two years of the 10-year projection, and
slightly faster during the remaining years, relative to the
growth rates that CBO assumed in August.

Potential total factor productivity (TFP) will grow at an
average annual rate of 1.4 percent over the next 10 years,
CBO projects.'® That rate—which is nearly identical
both to the historical average and to the rate that CBO
projected last August—results from two offsetting
changes since the August estimate. First, revisions to the
national income and product accounts (NIPAs) released
by the Bureau of Economic Analysis in August revealed
that the growth of TFP during the past three years was
sharply lower than had been previously thought. Accord-
ing to the data available last summer, TFP grew at an
average annual rate of 3.2 percent between the beginning
of 2002 and the first quarter of 2005; according to the
most recent data, the growth rate was 2.9 percent. By
itself, that change would tend to lower CBO’s projection
of potential TFP. However, data since August indicate
that total factor productivity grew strongly in the second
and third quarters of 2005; the addition of those data
improve the outlook for potential TFP, in large part off-
setting the effects of the NIPA revision.

Inflation and Interest Rates

CBO projects that inflation, as measured by the CPI-U,
will average 2.2 percent a year during the 2008-2016
period and that the GDP price index will grow at an aver-
age annual rate of 1.8 percent. Both rates are unchanged
from CBO’s August projection. In general, CBO assumes
that the Federal Reserve’s monetary policy will result in a
rate of core CPI-U inflation that averages between 2 per-

cent and 2%2 percent.16

15. Total factor productivity is the average real output per unit of
combined labor and capital inputs. The growth of TFP is defined
as the growth of real output that is not explained by the growth of
labor and capital.

16. An alternative measure of inflation can be computed using the
price index for personal consumption expenditures (PCE). The
Federal Reserve uses that measure in its projections of inflation.
Growth of the PCE price index is likely to be about one-quarter of
a percentage point lower, on average, than growth of the CPI-U
during the next 10 years.
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CBO’s projection for interest rates in the medium term
reflect its projections for inflation and for real (inflation-
adjusted) interest rates. Between 2008 and 2016, the rate
on three-month Treasury bills will average 4.4 percent,
CBO projects, and the rate on 10-year Treasury notes will
average 5.2 percent. Using projected changes in the
CPI-U as a measure of expected inflation, CBO estimates
that the real interest rate on three-month Treasury bills
will average 2.2 percent over that period, and the real rate
on 10-year Treasury notes will average 3.0 percent. The
current projection for the real 10-year Treasury rate is
about 0.2 percentage points below the level that CBO
projected in August, bringing it in line with the consen-
sus of private-sector forecasters.

Types of Income Important
for Revenue Projections

The portions of CBO’s economic projections that most
directly affect the outlook for federal revenues are the
projections of various categories of income as measured
in the NIPAs: specifically, wages and salaries, corporate
profits, proprietors’ income, and personal interest and
dividend income. Although those income categories do
not directly correspond to the income on which tax liabil-
ities are based, projections of them are important for the
projection of revenues. (CBO’s outlook for revenues is

described in Chapter 4.)

NIPA income categories are projected as shares of GDP.
Broadly speaking, GDP can be divided into a share that
goes to labor and a share that goes to capital. Labor’s
share is the sum of wages and salaries, payments made by
employers on behalf of workers (such as the employer’s
portion of health insurance premiums and contributions
to pension funds, as well as payroll taxes for Social Secu-
rity and Medicare), and about 70 percent of the income
of proprictors.!” The rest of GDP is capital’s share. The
shares attributable to labor and capital have varied since
World War II, averaging 62.7 percent of GDP for labor
and 37.3 percent for capital.

17. How much of the income earned by proprietors represents a
return on capital (the equipment and structures that self-
employed workers use) and how much represents a return on
labor is unclear. However, 70 percent of total proprietors’ income
is generally assumed to be the return on labor. See, for example,
Douglas Gollin, “Getting Income Shares Right,” Journal of Politi-
cal Economy, vol. 110, no. 2 (April 2002), pp. 458-474.
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Figure 2-12.

Labor Income and Wages and Salaries,
1965 to 2016

(Percentage of gross domestic product)
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Sources: Congressional Budget Office; Department of Commerce,
Bureau of Economic Analysis.

The single most important category of income for reve-
nue projections is wages and salaries. They form the tax
base for social insurance payroll taxes and are the largest
component of the tax base for individual income taxes.
CBO projects that wages and salaries will edge up from
an estimated 45.8 percent of GDP last year to 46.0 per-
cent in 2009 and then decline slightly as the share of
compensation paid in the form of benefits increases. That
projection is based on the assumption that total labor
income will move upward to its postwar average share of
GDP (see Figure 2-12). Labor compensation as a per-
centage of GDP will rise slightly in the near term, CBO
projects, consistent with the low anticipated unemploy-
ment rate. Part of that increase stems from employer-paid
benefits, such as the projected rise in contributions for
defined-benefit pensions under current law (see Box 2-2
on page 34).

Corporate book profits are expected to decline in 2006
and 2007 because of an increase in depreciation charges
against income, a rise in companies’ defined-benefit con-
tributions, and a decline in net capital income from
abroad as a percentage of GDP.

CBO assumes that depreciation for tax purposes will
increase between 2005 and 2007 because the low level
of depreciation in 2005 resulted from the expiration of
partial-expensing provisions enacted in 2002 and 2003.
Those provisions allowed firms to shift some of the
depreciation of their capital expenditures from 2005 and
beyond back to 2001 through 2004. That shift kept book
profits low in those years, but profits jumped in 2005
when the provisions expired. As depreciation for tax pur-
poses returns to normal levels, book profits will decline as

a share of GDP.

Changes in the Economic Outlook
Since August 2005 and Their
Implications for Budget Projections

Recent changes to CBO’s economic forecast have in-
creased revenue projections and reduced spending projec-
tions. (The specific revisions to the budget outlook that
can be attributed to changes in the economic forecast are
described in more detail in Appendix B).'®

Many of the changes in the economic forecast stem from
two factors: recent revisions to the NIPAs and the spurt
in inflation that occurred during the second half of 2005.
The growth rate of real GDP projected for 2006 to 2015
is virtually the same now as it was in August, but the pro-
jected level of real GDP is slightly lower because recent
data on real GDP were revised downward after CBO
completed its August forecast. However, that revision
increased the level of nominal GDP in early 2005—
which, together with recent higher inflation, caused CBO
to raise its projection of the dollar level of nominal GDP
through 2016. The growth rate of nominal GDD, by
contrast, has changed little for 2007 and beyond (see
Figure 2-13).

In dollar terms, all of the income tax bases that drive rev-
enue projections are higher in the current forecast after
2006 because of the higher levels of nominal GDP. Cor-

porate profits are higher for other reasons as well:

B The NIPA revisions substantially increased corporate
book profits as share of GDP in early 2005;

18. Changes in the macroeconomic outlook are only one factor that
alters the outlook for the budget. New legislation and other, so-
called technical changes also affect the budget outlook.
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Figure 2-13.

Current and Previous Projections of
the Growth of Nominal Gross Domestic
Product, 2004 to 2016

(Percentage change from previous year)
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Sources: Congressional Budget Office; Department of Commerce,
Bureau of Economic Analysis.

B By reducing the shares of GDP attributed to busi-
nesses’ interest payments and proprietors’ income, the
revisions also indicated that corporate profits will tend
to have a higher share of GDP throughout the projec-
tion period; and

B CBO lowered its estimate of companies’ required con-
tributions to defined-benefit pension plans in the near
term (see Box 2-2 on page 34).

Compared with the August forecast, the current forecast
anticipates higher interest rates in 2006, about the same
rates in 2007, and lower rates thereafter (see Table 2-3).
Those lower rates bring CBO’s projection of real long-
term interest rates close to the average of private-sector
forecasts. The lower interest rates in turn reduce pro-

THE ECONOMIC OUTLOOK

jected outlays by decreasing the interest costs of servicing

federal debt.

Conversely, the current forecast’s higher rates of CPI-U
and GDP inflation in 2006 raise projected outlays by
increasing cost-of-living adjustments and inflation index-
ing in various federal programs for fiscal year 2006.
CBO’s projections of inflation in later years have not
changed, but the higher spending levels from cost-of-
living adjustments and inflation indexing in the near
term are built into the levels for certain mandatory pro-
grams for the rest of the projection period.

Comparison with Other Forecasts

CBO’s economic forecast differs in some ways from those
of the Administration and the Blue Chip consensus of
about 50 private-sector forecasters (see Table 2-4). In
general, however, those differences are not large.

Compared with the Administration, CBO expects a
higher level of real growth and less inflation during 2006
and 2007 but the same unemployment rate. CBO also
anticipates more real growth, less inflation, and slightly
higher rates of unemployment than does the Blue Chip
consensus forecast. CBO’s estimate of interest rates on
three-month Treasury bills is higher than the Administra-
tion’s for both years, as is its estimate of the rate on 10-
year Treasury notes in 2006. By contrast, CBO expects a
lower interest rate on 10-year notes in 2007 than the
Administration does. CBO’s forecast of the interest rate
on 10-year Treasury notes is higher than the Blue Chip
consensus for both years, but its estimate of the rate on
three-month Treasury bills is the same.

For the 2008-2011 period, CBO and the Administration
both project that real GDP will grow at an average annual
rate of 3.1 percent, but CBO projects lower inflation and
a higher unemployment rate. (The Blue Chip consensus
forecast does not extend past 2007.) CBO’s projection of
the average interest rate on three-month Treasury bills
over the 2008-2011 period is slightly higher than the
Administration’s, but its projection of the rate on 10-year
Treasury notes is 0.4 percentage points lower.
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Table 2-3.
CBO’s Current and Previous Economic Projections for Calendar Years
2005 to 2015
Estimated Forecast Projected Annual Average
2005 2006 2007 2008-2011 2012-2015
Nominal GDP (Billions of dollars)
January 2006 12,494 13,262 13,959 16,954 ° 20,178 °
August 2005 12,450 13,137 13,832 16,768 @ 19,946 °
Nominal GDP (Percentage change)
January 2006 6.5 6.1 53 5.0 4.4
August 2005 6.1 55 53 49 44
Real GDP (Percentage change)
January 2006 3.6 3.6 3.4 3.1 2.6
August 2005 3.7 34 34 3.1 2.6
GDP Price Index (Percentage change)
January 2006 2.7 2.4 1.8 1.8 1.8
August 2005 2.3 2.0 1.8 1.8 1.8
Consumer Price Index® (Percentage change)
January 2006 3.4 2.8 2.2 2.2 2.2
August 2005 3.1 2.5 2.2 2.2 2.2
Unemployment Rate (Percent)
January 2006 51 5.0 5.0 5.2 5.2
August 2005 5.2 5.2 5.2 5.2 5.2
Three-Month Treasury Bill Rate (Percent)
January 2006 3.2 45 45 4.4 4.4
August 2005 3.0 3.7 44 4.7 4.7
Ten-Year Treasury Note Rate (Percent)
January 2006 43 51 5.2 5.2 5.2
August 2005 43 4.7 53 5.4 5.4
Tax Bases (Billions of dollars)
Corporate book profits
January 2006 1,434 1,451 1,438 1,555 2 1,818°
August 2005 1,308 1,158 1,181 1,389 2 1,655 °
Wages and salaries
January 2006 5,723 6,050 6,383 7,785 2 9,246 °
August 2005 5,750 6,055 6,366 7,705 2 9,132°
Tax Bases (Percentage of GDP)
Corporate book profits
January 2006 11.5 10.9 10.3 9.4 9.0
August 2005 10.5 8.8 8.5 8.3 8.3
Wages and salaries
January 2006 45.8 45.6 45.7 45.9 45.9
August 2005 46.2 46.1 46.0 46.0 459
Memorandum:
Real Potential GDP (Percentage change)
January 2006 3.0 3.2 3.2 3.0 2.6
August 2005 3.2 33 33 3.0 2.6

Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor

Statistics; Federal Reserve Board.

Note: Percentage changes are year over year.

a. Levelin 2011.
b. Levelin 2015.

c. The consumer price index for all urban consumers.
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Table 2-4.

Comparison of CBO, Administration, and Blue Chip Economic Forecasts
for Calendar Years 2006 to 2011

Projected
Estimated Forecast Annual Average,
2005 2006 2007 2008-2011
Fourth Quarter to Fourth Quarter (Percentage Change)
Nominal GDP
CBO 6.7 5.6 5.2 49
Administration 6.4 5.6 5.6 53
Blue Chip consensus 6.6 5.6 53 n.a.
Real GDP
CBO 3.6 3.6 34 31
Administration 3.5 34 33 31
Blue Chip consensus 3.6 33 3.1 n.a.
GDP Price Index
CBO 2.9 2.0 1.8 1.8
Administration 2.8 2.2 2.2 2.1
Blue Chip consensus 2.9 2.2 2.2 n.a.
Consumer Price Index?
CBO 3.7 21 2.2 2.2
Administration 3.8 2.4 2.4 2.4
Blue Chip consensus 3.8 2.2 2.4 n.a.
Calendar Year Average (Percent)
Unemployment Rate
CBO 51 5.0 5.0 5.2
Administration 51 5.0 5.0 5.0
Blue Chip consensus 51 4.9 4.9 n.a.
Three-Month Treasury Bill Rate
CBO 3.2 45 45 44
Administration 3.2 4.2 4.2 43
Blue Chip consensus 3.2 4.5 4.5 n.a.
Ten-Year Treasury Note Rate
CBO 43 51 5.2 5.2
Administration 43 5.0 54 5.6
Blue Chip consensus 4.3 4.9 5.0 n.a.

Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor
Statistics; Federal Reserve Board; Aspen Publishers, Inc., Blue Chip Economic Indicators (January 10, 2005); Council of Economic
Advisers, Department of the Treasury, and Office of Management and Budget, “Administration Economic Forecast” (joint press
release, December 1, 2005).

Notes: The Blue Chip consensus is the average of about 50 forecasts by private-sector economists. The latest Blue Chip consensus does not
extend past 2007.

n.a. = not applicable.

a. The consumer price index for all urban consumers.
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3

The Spending Outlook

I he Congressional Budget Office estimates that if

current laws governing mandatory programs remained
the same and if discretionary appropriations totaled $902
billion—the amount provided thus far for fiscal year
2006—outlays this year would exceed $2.6 trillion (see
Table 3-1). Spending would grow by $177 billion—a 7.2
percent increase over the total in 2005 (see Table 3-2). As
discussed in Chapter 1, those estimates do not include
the effects of legislation pending at the end of December
2005 or of any other future legislation, except as specified
by law.! Outlays for 2006 are likely to be between $20
billion and $25 billion higher once additional funding is
provided for ongoing operations in Iraq and Afghanistan
and for further payments of flood insurance claims result-
ing from the recent hurricanes. The pending reconcilia-
tion bill—if enacted—would reduce spending by about
$5 billion this year, CBO estimates.

Total spending rose by 7.8 percent in 2005, resulting
from double-digit growth in outlays for net interest (14.8
percent) and for Medicare (12.0 percent). CBO projects
even higher growth in those areas for 2006—about 18
percent for net interest and 17 percent for Medicare. Net
interest is currently the fastest-growing category of spend-
ing in the federal budget, spurred on both by accumulat-
ing debt and rising interest rates. Rapidly rising health
care costs continue to drive up Medicare outlays. In addi-
tion, those outlays will grow significantly in the short
term as the new prescription drug benefit takes effect
and, in later years, as the leading edge of the baby-boom
generation becomes eligible for benefits.

Under current law, spending is projected to grow some-
what faster than the economy in 2000: as a percentage of

1. As required by the Balanced Budget and Emergency Deficit Con-
trol Act of 1985, CBO’s baseline includes the costs of continuing
certain large mandatory programs that are not permanently
authorized.

gross domestic product, total outlays will rise to 20.3 per-
cent, up from 20.1 percent in 2005. At that level, federal
spending will be close to its long-run average (from 1965
to 2005) of 20.5 percent of GDP. In subsequent years,
spending is projected to grow more slowly than the econ-
omy until 2012; after that year, growth in spending will
outstrip growth in GDP. As a result, CBO estimates
that—under baseline assumptions—spending as a per-
centage of GDP will fall to 19.1 percent in 2012 before
rising to 19.4 percent by 2016.

In CBO’s baseline, discretionary outlays, which grew by
an average of 5.2 percent annually from 1994 to 2004
and by 8.1 percent last year, increase at an average annual
rate of just 2.0 percent from 2006 to 2016. In contrast,
mandatory spending is projected to grow at nearly three
times that rate—5.8 percent per year. (See Box 3-1 on
page 54 for descriptions of the various types of federal
spending.) A significant reason for the differences in
growth of mandatory and discretionary spending comes
from their treatment in the baseline projections. CBO
projects the spending for mandatory programs according
to its estimates of various parameters—including pro-
jected caseloads and benefit costs. As required by law,
however, CBO projects that discretionary spending grows
with inflation, which has been significantly lower than
the historical growth of such spending.? Discretionary
outlays have grown by less than 2 percent in just 10 of the
past 40 years.

Since 1965, discretionary spending has declined signifi-
cantly relative to the size of the economy, although it re-
sumed an upward trend beginning in 2001. In contrast,
mandatory spending has more than doubled (see Figure
3-1 on page 55). In 2005, discretionary outlays totaled

2. The section of this chapter dealing with discretionary spending
addresses alternative scenarios for growth in spending governed by
the annual appropriation process.
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Table 3-1.

CBO’s Projections of Spending Under Baseline Assumptions

Total, Total,
Actual 2007- 2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
In Billions of Dollars
Outlays
Mandatory spending
Social Security 519 550 579 606 638 673 709 752 799 850 904 962 3,204 7,472
Medicare 333 391 445 478 509 543 587 616 677 737 802 885 2,562 6,280
Medicaid 182 191 201 219 237 257 278 301 325 352 382 413 1,192 2,966
Other spending 413 447 429 443 457 466 484 468 488 501 511 532 2,280 4,780
Offsetting receipts -126  -147  -166 -175 -174 -183 -193 -203 -219 -234 -248 -266 -891 -2,061
Subtotal 1,320 1,432 1,488 1,572 1,667 1,755 1,866 1,935 2,071 2,205 2,350 2,527 8,348 19,437
Discretionary spending
Defense 494 500 498 509 519 531 548 552 570 584 599 618 2,605 5,528
Nondefense ﬁ @ 502 513 521 529 539 550 562 575 588 601 2,605 5,480
Subtotal 968 999 1,000 1,022 1,040 1,060 1,087 1,103 1,132 1,159 1,186 1,219 5,209 11,009
Net interest 184 217 244 263 277 289 299 303 303 302 302 300 1372 2,882
Total 2,472 2,649 2,732 2,857 2,984 3,105 3,252 3,340 3,506 3,666 3,839 4,046 14,930 33,328
On-budget 2,070 2,222 2,286 2,397 2,505 2,608 2,736 2,799 2,936 3,065 3,203 3,372 12,532 27,906
Off-budget 402 427 446 460 479 497 516 541 570 602 636 675 2,398 5,422
As a Percentage of GDP
Outlays
Mandatory spending
Social Security 4.2 4.2 4.2 4.2 4.2 4.2 4.2 43 44 44 45 4.6 4.2 43
Medicare 2.7 3.0 3.2 33 3.3 34 3.5 35 3.7 3.9 4.0 4.2 3.4 3.6
Medicaid 15 1.5 1.5 1.5 1.6 1.6 1.7 1.7 1.8 1.8 1.9 2.0 1.6 1.7
Other spending 34 34 31 31 3.0 2.9 2.9 2.7 2.7 2.6 2.6 2.6 3.0 2.8
Offsetting receipts -0 -11 -12 -12 -11 -11 -12 -12 -12 -12 -12 -13 -1.2 -1.2
Subtotal 10.7 109 10.8 108 109 11.0 111 110 113 115 118 121 10.9 11.3
Discretionary spending
Defense 4.0 38 3.6 35 34 33 33 3.2 31 31 3.0 3.0 3.4 3.2
Nondefense 3.9 3.8 3.6 35 3.4 33 3.2 31 31 3.0 2.9 2.9 3.4 3.2
Subtotal 7.9 7.6 7.3 7.0 6.8 6.6 6.5 6.3 6.2 6.1 59 5.9 6.8 6.4
Net interest 1.5 1.7 1.8 1.8 1.8 1.8 1.8 1.7 1.7 1.6 15 1.4 1.8 1.7
Total 20.1 203 198 19.7 195 194 194 191 191 19.2 192 194 196 194
On-budget 168 170 16.6 165 164 163 163 160 16.0 16.0 16.0 16.2 16.4 16.2
Off-budget 33 33 3.2 3.2 31 31 31 31 31 31 3.2 3.2 31 3.2
Memorandum:

Gross Domestic Product
(Billions of dollars)

12,293 13,082 13,781 14,508 15,264 16,021 16,768 17,524 18,311 19,121 19,963 20,839

76,343 172,101

Source:

Congressional Budget Office.
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Table 3-2.

Average Annual Rates of Growth in Outlays Under CBO’s Baseline

(Percent)

Actual Actual Estimated Projected®
1994 to 2004 2004 to 2005 2005 to 2006 2006 to 2016

Mandatory Outlays 5.6 6.7 8.5 5.8
Social Security 45 55 6.0 5.8
Medicare 6.4 12.0 17.3 8.5
Medicaid 7.9 3.1 5.2 8.0
Other 5.5 53 48 12

Discretionary Outlays 5.2 8.1 3.3 2.0
Defense 4.9 8.7 14 2.1
Nondefense 55 7.5 5.2 1.9

Net Interest -2.3 14.8 18.2 3.3

Total Outlays 4.6 7.8 7.2 43

Total Outlays Excluding Net Interest 54 7.3 6.3 4.4

Memorandum:

Consumer Price Index 2.4 3.3 3.2 2.2

Nominal GDP 5.2 6.5 6.4 4.8

Discretionary Budget Authority 5.9 8.7 -8.5 2.7
Defense 6.4 2.9 -2.4 2.5
Nondefense 53 154 -14.7 2.9

Source: Congressional Budget Office.

a. As specified by the Deficit Control Act, CBO’s baseline uses the employment cost index for wages and salaries to inflate discretionary
spending related to federal personnel and the GDP deflator to adjust other discretionary funding.

b. Includes offsetting receipts.

7.9 percent of GDP. Because projections of future discre-
tionary spending are adjusted only to account for infla-
tion, CBO’s baseline assumes that discretionary spending
will continue to fall as a percentage of GDP, dropping to
6.5 percent by 2011 and 5.9 percent by 2016.

Mandatory spending, however, led by growth in Social
Security, Medicare, and Medicaid, is expected to continue
increasing over the next 10 years, climbing from its cur-
rent share of 10.7 percent of GDP to 11.1 percent in
2011 and 12.1 percent in 2016, CBO estimates. Such
growth is driven by rapidly rising health care costs and
the expansion of the nation’s elderly population, which
will increase in size and as a share of the total population.
The Social Security Administration projects that the

number of Americans ages 65 and older will grow from

37.2 million this year to 47.3 million by 2016, rising
from 12.2 percent of the population to 14.4 percent.’?

Net interest as a percentage of GDP topped out at 3.3
percent in 1991. It has fallen each year since 1995 until
last year, bottoming out at 1.4 percent in 2004. In 2005,
it began to rise again, inching up to 1.5 percent. Under
baseline assumptions, net interest will rise initially as a
percentage of GDP—as the debt continues to grow—but
then will fall as scheduled tax increases take effect and the
additional revenues bring the budget closer to balance.
Over the 2007-2016 period, CBO estimates, net interest
will average 1.7 percent of GDP.

3. Data are from the single-year tables consistent with the 2005
Annual Report of the Board of Trustees of the Federal Old-Age and
Survivors Insurance and Disability Trust Funds (March 23, 2005),
Social Security Table V.A2, Intermediate Assumptions.
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Box 3-1.

Categories of Federal Spending

On the basis of its treatment in the budget process,
federal spending can be divided into three broad
categories:

Mandatory spending consists primarily of benefit
programs such as Social Security, Medicare, and
Medicaid. The Congress generally determines spend-
ing for those programs by setting rules for eligibility,
benefit formulas, and other parameters rather than by
appropriating specific dollar amounts each year. The
Congressional Budget Office’s (CBO?s) baseline pro-
jections of mandatory spending assume that existing
laws and policies will remain unchanged and that
most expiring programs will be extended. Mandatory
spending also includes offsetting receipts—fees and
other charges that are recorded as negative budget au-
thority and outlays. Offsetting receipts differ from
revenues in that revenues are collected as an exercise
of the government’s sovereign powers, whereas offset-
ting receipts generally are collected from other gov-
ernment accounts or paid by the public for business-
like transactions (such as premiums collected under
Medicare and rental payments and royalties from
leases for oil and gas drilling on the Outer Continen-

tal Shelf).

Discretionary spending is controlled by annual ap-
propriation acts; policymakers decide each year how
many dollars to provide and to which activities. Ap-
propriations fund a wide variety of governmental ac-
tivities, including defense, transportation, national
parks, law enforcement, disaster relief, and foreign
aid. Certain fees and other charges that are triggered
by appropriation action are classified as offsetting col-
lections, which offset discretionary spending. CBO’s
baseline depicts the path of discretionary spending in
accordance with provisions of the Balanced Budget
and Emergency Deficit Control Act of 1985, which

state that current spending should be assumed to
grow with inflation in the future.! CBO estimates
that appropriations to date have provided a total of
$902 billion in budget authority for fiscal year
2006—$488 billion for defense and $414 billion for

nondefense activities.

In addition to spending from those appropriations,
the baseline includes discretionary spending from
programs for highway infrastructure, highway and
motor carrier safety, public transit, and airport infra-
structure. Many of those transportation programs re-
ceive mandatory budget authority from authorizing
legislation; however, each year, the annual appropria-
tion acts control spending for those programs by lim-
iting how much of the budget authority the Depart-
ment of Transportation can obligate. For that reason,
such limitations (known as obligation limitations) are
treated as a measure of discretionary resources, and
the resulting outlays are considered discretionary
spending. Appropriations for 2006 set obligation
limitations for transportation programs that total $48

billion.

Net interest includes interest paid on Treasury secu-
rities and other interest that the government pays (for
example, on late refunds issued by the Internal Reve-
nue Service) minus interest that the government col-
lects from various sources (such as from commercial
banks, where Treasury tax and loan accounts are
maintained). Net interest is determined by the size
and composition of the government’s debt, annual
budget deficits or surpluses, and market interest rates.

1. The inflation rates used in CBO’s baseline, as specified by the
Deficit Control Act, are the employment cost index for wages
and salaries (applied to expenditures related to federal per-
sonnel) and the GDP deflator (for other expenditures).
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Figure 3-1.

Major Components of Spending,
1965 to 2005
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Source: Congressional Budget Office based on data from the

Office of Management and Budget.

Mandatory Spending

Mandatory—also called direct—spending makes up over
half of the federal budget. In 2005, mandatory outlays
were $1.3 trillion, a figure that will nearly double by
2016 under CBO’s projections (see Table 3-3). From
1994 to 2004, mandatory spending increased at an aver-
age annual rate of 5.6 percent. It grew by 6.7 percent in
2005. Over the next 10 years, it is expected to climb at a
faster rate than the economy—>5.8 percent per year, on
average—thereby increasing as a share of GDP from 10.7
percent in 2005 to 12.1 percent by 2016. The spending
in this category involves payments to individuals and
other entities, such as businesses, nonprofit institutions,
and state and local governments. In general, those pay-
ments are governed by criteria set in law and are not nor-
mally constrained by the annual appropriation process.
Offsetting receipts (certain payments that federal agencies
receive from the public and from other governmental
agencies) are classified as offsets to mandatory spending.

Mandatory spending is dominated by income-support
payments and health care subsidies for the elderly, dis-
abled, and the poor. The three largest programs, Social

THE SPENDING OUTLOOK

Security, Medicare, and Medicaid, were responsible for
more than 70 percent of direct spending in 2005—ap-
proximately $1 trillion (not including the effects of off-
setting receipts). Other income-security programs (such
as Supplemental Security Income, unemployment com-
pensation, and the refundable portions of the earned in-
come and child tax credits) made up about 14 percent of
direct spending ($196 billion), while other retirement
and disability programs (including federal civilian and
military retirement and veterans’ compensation pro-
grams) made up about 10 percent ($148 billion). All
other mandatory programs (agriculture subsidies, student
loans, and other social service programs, among others)
made up less than 5 percent of mandatory spending, with
outlays of $69 billion in 2005.

What Drives Growth in Mandatory Spending?
Excluding offsetting receipts, gross mandatory spending
is estimated to total $1.6 trillion in 2006 and to grow
faster than the economy over the coming decade. By
2016, $1.2 trillion will be added to annual mandatory
spending under baseline assumptions. A number of fac-
tors account for that growth, including cost-of-living ad-
justments (COLAs) and other benefit increases, rising
caseloads, and the establishment of Medicare Part D (see

Table 3-4).

COLAs and Other Automatic Adjustments. COLAs (an-
nual cost-of-living adjustments in benefit amounts that
are pegged to inflation) and other automatic adjustments
account for close to one-quarter of the projected growth
in mandatory spending. All of the major retirement pro-
grams grant automatic COLAs to their beneficiaries (the
adjustment for 2006 is 4.1 percent). CBO estimates that
the consumer price index (the economic indicator of in-
flation to which COLAs are tied) will increase by 2.2 per-
cent each year from 2007 through 2016. Programs such
as Food Stamps and the earned income tax credit (EITC)
are indexed to other measures of inflation. In total, ad-
justments for inflation in the Social Security, other in-
come-support, federal retirement, disability, and social
service programs are projected to add $16 billion to man-
datory outlays in 2007 and $214 billion by 2016, ac-
counting for 18 percent of the growth in mandatory
spending estimated for the 10-year period.

Payment rates for many Medicare services also are ad-
justed annually on the basis of changes in the prices of
goods and services used by providers as well as changes in
economic factors such as GDP and productivity.
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Table 3-3.

CBO’s Baseline Projections of Mandatory Spending

(Outlays, in billions of dollars)

Total, Total,
Actual 2007- 2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
Social Security 519 550 579 606 638 673 709 752 799 850 904 962 3,204 7,472
Medicare? 333 391 445 478 509 543 587 616 677 737 802 885 2,562 6,280
Medicaid 182 191 201 219 237 257 278 301 325 352 382 413 1,192 2,966
Income Security
Supplemental Security Income 38 38 36 41 42 44 49 43 49 50 52 58 211 463
Unemployment compensation 32 32 33 36 40 43 45 47 49 52 54 56 197 456
Earned income and child tax credits 49 51 52 52 52 52 52 36 36 37 37 37 260 443
Food Stamps 33 35 35 35 36 37 38 38 39 40 41 42 180 381
Family support’ 24 24 24 24 24 24 25 25 25 25 25 25 122 247
Child nutrition 13 14 14 15 15 16 17 17 18 19 20 20 77 172
Foster care 6 7 7 7 7 8 8 8 8 9 9 9 36 80
Subtotal 196 200 200 210 217 223 233 215 225 232 238 248 1,084 2,242
Other Retirement and Disability
Federal civilian® 64 68 71 74 77 80 84 87 90 94 97 101 386 855
Military 39 41 43 45 46 48 49 50 52 53 54 55 231 495
Veterans® 36 36 35 38 39 40 44 39 43 44 45 50 197 419
Other 9 8 8 8 9 9 10 11 11 12 9 10 45 97
Subtotal 148 153 157 166 172 178 187 187 196 203 206 216 858 1,866
Other Programs
Commodity Credit Corporation Fund 19 18 18 14 13 12 11 11 10 10 10 10 68 119
TRICARE For Life 6 7 8 9 9 10 11 12 12 13 14 15 47 113
Student loans 15 18 7 7 7 7 8 8 8 8 8 8 36 76
Universal Service Fund 7 7 7 7 8 8 8 8 8 8 8 37 77
State Children's Health Insurance 5 5 5 5 5 5 5 5 5 5 5 5 26 52
Social services 5 5 5 5 5 5 5 5 5 5 5 5 24 50
Flood insurance 18 1 0 0 0 0 0 0 0 0 0 1 1
Other 12 17 22 20 21 18 17 18 7 17 6 16 98 183
Subtotal 69 94 72 67 68 65 65 66 66 67 67 68 337 671
Offsetting Receipts -126  -147  -166 -175 174 -183 -193 203 219 234 248 -266 -891 -2,061
Total Mandatory Spending 1,320 1,432 1,488 1,572 1,667 1,755 1,866 1,935 2,071 2,205 2,350 2,527 8,348 19,437
Memorandum:
Mandatory Spending Excluding
Offsetting Receipts 1,446 1579 1,654 1,747 1,840 1,938 2,060 2,138 2,289 2439 2598 2,793 9,239 21,497

Source: Congressional Budget Office.

Note: Spending for the benefit programs shown above generally excludes administrative costs, which are discretionary.

a. Excludes offsetting receipts.

b. Includes Temporary Assistance for Needy Families and various programs that involve payments to states for child support enforcement

and family support, child care entitlements, and research to benefit children.

c. Includes Civil Service, Foreign Service, Coast Guard, and other small retirement programs and annuitants’ health benefits.

d. Includes veterans’ compensation, pensions, and life insurance programs.
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Table 3-4.
Sources of Growth in Mandatory Spending

(Outlays, in billions of dollars)

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Estimated Spending in 2006 1,579 1,579 1,579 1,579 1,579 1,579 1579 1579 1579 1,579

Sources of Growth
Cost-of-living and other automatic adjustments

Social Security 9 22 35 48 62 76 90 104 118 133
Medicare 3 7 10 14 20 28 38 48 58 67
Other programs? 7 15 22 30 39 45 54 63 71 82
Subtotal 19 43 67 93 121 150 182 214 247 282
Other changes in benefits
Social Security 11 17 24 33 42 57 74 94 117 144
Medicare and Medicaid 21 43 70 101 132 165 204 247 296 350
Other programs® 2 3 3 5 6 8 6 3 1 2
Subtotal 34 63 98 138 180 214 272 337 411 495
Increases in caseloads
Social Security 8 17 29 42 55 70 86 102 119 136
Medicare and Medicaid 8 18 27 36 47 59 74 89 105 122
Other programs? 3 6 10 13 14 17 18 19 20 21
Subtotal 19 41 66 91 116 146 177 210 244 279
Establishment of Medicare Part D 29 44 52 62 73 86 101 119 139 161
Shifts in payment dates® -2 4 4 4 19 -11 4 4 4 23
Other effects ﬁ -27 -26 -29 -28 -26 -26 -25 -26 -25
Total 75 168 262 359 481 559 711 860 1,019 1,214
Projected Spending 1,654 1,747 1,840 1,938 2,060 2,138 2,289 2,439 2,598 2,793

Source: Congressional Budget Office.
Note: Amounts do not include the effects of offsetting receipts.

a. This category includes unemployment compensation, earned income and child tax credits, military and civilian retirement, veterans’ ben-
efits, child nutrition, Food Stamps, and foster care.

b. Amounts shown for Medicare Part D do not include savings realized by Medicaid and other federal programs because Medicare will now
be paying some of the prescription drug costs of those programs’ beneficiaries.

c. Represents baseline differences attributable to assumptions about the number of benefit checks that will be issued in a fiscal year. Nor-
mally, benefit payments are made once a month. However, Medicare will make 13 payments to managed care plans in 2011 and 2016 and
11 in 2012. Supplemental Security Income and veterans’ benefits will be paid 11 times in 2007 and 2012 and 13 times in 2011 and 2016.
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The effect of those automatic increases on Medicare
spending is dampened, however, by a formula used to es-
tablish a fee schedule for physicians’ services, known as
the sustainable growth rate (SGR) formula. That formula
sets a cumulative spending target for physicians’ services
and other services related to physicians’ visits (such as lab-
oratory tests and physician-administered drugs).

Left unaltered, the SGR formula ultimately recoups
spending that exceeds the cumulative target by reducing
payment rates for physicians services or by holding in-
creases below inflation (as measured by the Medicare eco-
nomic index). If spending falls short of the cumulative
target, the SGR formula provides for increases in pay-
ment rates above inflation. CBO estimates that spending
subject to the SGR will exceed the cumulative target by
about $37 billion by the end of 2006. As a result, should
the SGR formula remain unchanged, physicians’ pay-
ment rates would be reduced by 4.4 percent in 2006 and
by similar amounts in future years, thereby holding down
growth in spending for Medicare. When combined, in-
dexing and SGR adjustments to Medicare payment rates
result in estimated increases of $3 billion in 2007 and
$67 billion in 2016 and will make up about 6 percent of

projected increases to mandatory spending.’

Other Changes in Benefits. Other factors that contribute
to rising benefit levels account for more than 40 percent
of the increase in mandatory spending over the projection
period—about $495 billion. One of those factors, growth
in wages, affects the amounts paid to individuals collect-
ing Social Security and federal retirement benefits, as well
as those who receive unemployment compensation. Wage
growth also affects refundable tax credits. Outlays for the
EITC and child tax credit will shrink relative to payments
made in 2006 because growth in wages will reduce the
number of eligible tax filers and increase the portion of
the credits that will offset taxes rather than be refunded.
Expiring provisions of the Economic Growth and Tax

4. The Medicare economic index measures changes in the costs of
physicians’ time and operating expenses. Most of the components
of the index come from the Bureau of Labor Statistics. Changes in
the costs of physicians’ time are measured through changes in
nonfarm labor costs. Changes in productivity also are factored
directly into the index.

5. Amounts discussed for Medicare are gross spending and do not
include the offsetting effects of premium payments. Those pay-
ments are set to cover about one-quarter of the costs for Part B,
the Supplementary Medical Insurance program.

Relief Reconciliation Act of 2001 also will affect the
EITC and child tax credit significantly by reducing the
refundable portion of those credits beginning in 2012.
From 2012 to 2016, outlays for those tax credits will be
below their 2006 level.

CBO projects large increases in benefits for Medicare and
Medicaid. Growth in spending for those programs that is
not attributable to statutory adjustments in payments or
to rising caseloads will be responsible for nearly 30 per-
cent of all the increases in mandatory spending (around
$350 billion by 2016). More-frequent use of services,
such as increased visits to the doctor on a per capita basis,
contributes to that high growth, as does greater use of
costly medical technologies. In addition, federal costs for
Medicaid rise when states provide broader coverage of
services, such as raising the limit on the number of home
health visits allowed under the program.

Increases in Caseloads. Changes in the number of indi-
viduals who will be eligible for and claim benefits will add
$279 billion to mandatory spending by 2016, CBO esti-
mates. Programs most affected by the rising numbers of
elderly individuals, Social Security and Medicare, will be
responsible for $230 billion of that total (over 80 per-
cent). In 2006, CBO estimates, 48 million people will
collect Social Security benefits. By 2016, that number
will grow to 60 million. Projected increases in Medicare
caseloads are similar, rising from about 42 million people
in 2006 to 53 million in 2016. Growth as a result of
changes in caseloads for all major benefit programs will
contribute to about 23 percent of all growth in manda-
tory spending from 2006 to 2016.

Establishment of Medicare Part D. Beginning this year,
Medicare Part D will subsidize outpatient prescription
drugs for the elderly. CBO estimates that outlays for the
drug benefit will total $41 billion in 2006. In 2007 (the
program’s first full year), Medicare Part D will cost $70
billion, or $29 billion more than in 2006. By 2016,
spending for Part D is estimated to cost $202 billion—an
increase of $161 billion over the cost in 2006 and repre-
senting 13 percent of all growth in mandatory outlays
over the 10-year period (see Box 3-2 for further discus-
sion of Medicare Part D). Those amounts do not include
the offsetting effects of premiums and certain payments
by states to the federal government, which will reduce the
net costs of the Part D program by about 25 percent.
They also do not include savings realized by Medicaid
and other federal programs resulting from the shift of
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Box 3-2.

The Budgetary Effects of the Medicare Drug Benefit

Starting on January 1, Medicare began subsidizing
prescription drug coverage under a new Part D of the
program. Medicare furnishes coverage through a
combination of private prescription drug plans avail-
able to all Medicare enrollees in a geographic area,
managed care plans that participate in the Medi-
care Advantage program, and employer- or union-
sponsored plans. Enrollment in the drug benefit is
voluntary, and enrollees are charged premiums to pay
for benefits not subsidized by Medicare. Part D also
provides additional federal subsidies to cover the cost
of drugs for some low-income Medicare beneficiaries.

The Congressional Budget Office (CBO) estimates
that Medicare payments for prescription drugs will
total $41 billion in 2006 and will reach $202 billion
by 2016. Those costs will be partly offset by the re-
ceipt of premiums paid by enrollees and “clawback”
payments from states based on their historical Medic-
aid spending on prescription drugs for individuals el-
igible for both programs. CBO estimates that the fed-
eral government will collect $11 billion in offsetting
receipts in 2006, rising to $47 billion in 2016 from
those two sources. On net, Part D will increase Medi-
care spending by $30 billion in 2006 and by $155
billion in 2016 (see the table below).

The increases in Medicare spending will be offset, in
part, elsewhere in the federal budget. Medicare will
now be responsible for providing coverage of pre-
scription drugs for enrollees who had previously re-
ceived coverage through other programs such as
Medicaid and the Department of Defense’s
TRICARE For Life program. Such savings are not
separately identifiable in budget figures.

In its estimate for the Medicare Modernization Act,
which established the Part D prescription drug bene-
fit, CBO projected that the legislation would cost
$395 billion over the 2004-2013 period. That esti-
mate reflected net Medicare spending of $552 billion
for Part D, offset, in part, by savings in Medicaid and
other programs and by other changes to the Medicare
program. CBO’s current estimate of net Medicare
spending for Part D exceeds its original forecast by
$42 billion over the 2004-2013 period, a difference
of about 8 percent. (Those changes are discussed in
Congressional Budget Office, An Analysis of the Presi-
dent’s Budgetary Proposals for Fiscal Year 2006 [March
2005], Appendix A.) The program is just starting,
however, and there is little basis for judging what its
actual cost will be.

CBO’s Projections of Spending for Medicare Part D
(Billions of dollars)

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Gross Medicare Part D Outlays 41 70
Offsetting Receipts
Premiums 5 -9
Payments from states 5 -9
Subtotal 11 -17

Total, Net Medicare Part D Outlays 30 53

8 93 103 114 128 142 161 180 202

-1 -11 -13  -14 -16 -18 -21 -24 -27
0 U W Q2 3 A5 A 9
20 -22 -24 -27 30 -33 -37 -42 -47

65 71 79 87 98 109 123 139 155
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some of the prescription drug costs of their beneficiaries
to the Medicare program.

Shifts in Payment Dates. The timing of outlays for certain
mandatory programs depends on whether the first day of
the fiscal year, October 1, falls on a weekday or weekend.
If it falls on a weekend, some benefit payments will be
made at the end of September—which increases spending
for the preceding year and decreases spending for the
forthcoming year. Supplemental Security Income (SSI),
veterans compensation and pension programs, and
Medicare payments to managed care plans all are affected
by such calendar shifts; those programs may make 11, 12,
or 13 monthly payments in a fiscal year. Irregular num-
bers of benefit payments will affect mandatory spending
in 2007, 2011, 2012, and 2016. In Medicare, $4 billion
in payments to managed care plans were shifted from
2006 to 2005; that shift results in a $4 billion difference
between 2006 outlays and the outlays in each subsequent
year.

Other Effects. Overall, mandatory outlays for a number
of programs are projected to be lower than they were in
2006. Significantly, payments made on flood insurance
claims are estimated to total at least $18 billion in 2006
but are projected to return to historic spending levels ($1
billion per year or less) thereafter. In 2006, the Depart-
ment of Education expects to make revisions of $11 bil-
lion to the estimated subsidy cost of outstanding student
loans. Such adjustments may incorporate changes to the
estimated cost of loans made as far back as 1992 and re-
flect the actual interest rates, defaults, and repayments of
loans, including loan consolidations. (CBO does not
forecast revisions to credit subsidy estimates beyond the
budget year.) As a result of those changes, projected out-
lays for student loans in 2007 and beyond are $11 billion
per year lower than in 2006.

Social Security

The largest single federal spending program is Social Se-
curity, which pays cash benefits to the elderly and dis-
abled. Outlays for Social Security amounted to $519 bil-
lion in 2005, about 21 percent of all federal spending and
nearly 36 percent of mandatory spending (excluding off-
setting receipts). Spending for Social Security benefits
currently equals about 4.2 percent of GDP. That share
will increase steadily over the coming 10 years (and be-
yond) in tandem with the increase in the nation’s elderly
population. CBO expects that over the 2006-2016 pe-
riod, the number of people receiving Social Security ben-

efits will grow by an average of 2.3 percent per year and
that the program’s outlays will rise by an average of 5.8
percent annually. By 2016, Social Security will claim 4.6
percent of GDP, CBO estimates.

0ld-Age and Survivors Insurance. The larger of the two
main components of Social Security is Old-Age and Sur-
vivors Insurance (OASI). That program pays benefits to
workers who reach a specified age, to their eligible
spouses and children, and to some survivors (primarily
aged widows and young children) of deceased workers.
OASI benefits totaled $430 billion in 2005, a figure that
will climb at an increasingly rapid rate each year, reaching

an estimated $794 billion by 2016.

About one-third of the growth in OASI is attributable to
a rising caseload. Whereas just over 40 million individu-
als received OASI payments in December 2005, CBO es-
timates that 50 million people will do so in 2016, an in-
crease of about 25 percent. The oldest members of the
baby-boom generation (those born in 1946) will turn 62
in 2008 and thus will qualify for initial OASI benefits in
that year. The rate of growth in the number of OASI re-
cipients is projected to jump from about 1.1 percent in
2006 and 2007 to 1.7 percent in 2008. It will accelerate
each year thereafter, rising to 2.2 percent in 2009 and
reaching 2.9 percent by 2016.

The rest of the growth in spending for OASI stems from
benefit increases, which are projected to average 3.3 per-
cent per year over the coming decade. Increases in wages
earned by an individual throughout his or her lifetime
have the result of increasing an individual’s initial benefit.
In addition, benefits are increased each year according to
a cost-of-living adjustment. As noted earlier, the COLA
in January 2006 is 4.1 percent, up from 2.7 percent the
previous year, mostly because of rising energy costs. CBO
projects that the COLA for Social Security programs will
be 2.2 percent per year thereafter.

Disability Insurance. The Social Security program also
provides disability insurance (DI) benefits to workers
who experience severe health conditions prior to becom-
ing eligible for OASI and to the eligible spouses and chil-
dren of those workers. Nearly $84 billion in disability
benefits were paid in 2005. That figure will increase to
$91 billion in 2006, CBO estimates, and will rise to $163
billion by 2016, an average rate of 6.0 percent annually—
slightly faster than benefits under OASI.
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As with OASI, rising caseloads and increased average ben-
efits (from both wage growth and COLAs) contribute to
the increase in DI spending. Another factor contributing
to growth in DI spending is the ongoing rise in Social Se-
curity’s “normal retirement age”—from 65 to 66 and
eventually to 67. That increase delays the reclassification
of disabled workers as retired workers; as a result, older
disabled individuals will receive benefits under DI longer
before making the transition to OASI.

Medicare and Medicaid

Taken together, federal outlays for the two major health
programs, Medicare and Medicaid, totaled $515 billion
in 2005—about as much as Social Security’s spending—
or approximately 21 percent of all federal spending (in-
cluding offsetting receipts). Spending for those health
programs is projected to grow briskly over the next 10
years at an average annual rate of 8.5 percent for Medi-
care and 8.0 percent for Medicaid.® By 2016, CBO esti-
mates, the two programs will cost $1.3 trillion, or more
than 30 percent of all federal spending and 6.2 percent of
GDDP, up from 4.2 percent of GDP in 2005.

Medicare. The larger of the two major health care pro-
grams, Medicare, provides subsidized medical insurance
for the elderly and certain disabled individuals. Medicare
comprises three main parts—DPart A (the Hospital Insur-
ance program), Part B (Supplementary Medical Insur-
ance), and beginning in 2006, Part D, which subsidizes
the cost of outpatient prescription drugs.” Excluding the
effect of offsetting receipts, outlays for Medicare totaled
$333 billion in 2005, about 23 percent of mandatory
spending,.

CBO estimates that spending for the program will soar
this year—by about 17 percent, to $391 billion. That
rate of increase reflects some calendar-related shifts in
payment dates; excluding those shifts, the expected
growth rate is 20 percent. The bulk of that growth, 12
percentage points, is from the establishment of the pre-
scription drug benefit under Part D, which CBO esti-
mates will result in Medicare outlays of $41 billion in

6. After an adjustment for shifts in the timing of payments to man-
aged care providers that affect Medicare outlays in 2006 and
2016, CBO’s projection of the 10-year average growth rate for
that program is 8.3 percent.

7. Part C of Medicare specifies the rules under which certain private
health care plans can assume responsibility and be paid for provid-
ing the benefits covered under Parts A, B, and D.
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2006. The remaining 8 percent stems from underlying
growth in Parts A and B. As a result of the new prescrip-
tion drug benefit, a rising caseload, and other cost in-
creases, Medicare outlays as a share of GDP will rise from
3.0 percent this year to 4.2 percent in 2016, CBO esti-
mates. Such costs do not include the effects of premiums
and certain payments from states, which are discussed in
the section on offsetting receipts. Those payments will to-
tal $55 billion in 2006 and $141 billion by 2016, CBO

estimates.

Medicaid. Medicaid is a joint federal-state program that
funds medical care for many of the nation’s poor, wherein
the federal government matches state dollars to cover cer-
tain approved services for eligible individuals. The federal
government’s share of costs varies from state to state, aver-
aging 57 percent nationwide. Federal outlays for Medic-
aid totaled $182 billion in 2005—about 13 percent of di-
rect spending that year. Like Medicare, Medicaid has a
history of strong cost growth, with increases averaging
7.9 percent annually from 1994 to 2004. Growth slowed
somewhat in 2005 as a result of the expiration of tempo-
rary enhanced matching rates.® CBO estimates that
growth rates will continue to be relatively low in the near
term because the new prescription drug benefit provided
under Medicare Part D will replace Medicaid payments
for some individuals who qualify for both programs. As a
result, CBO anticipates that the program’s outlays will
grow by about 5 percent per year in 2006 and 2007 be-
fore accelerating to an 8.3 percent average annual rate of
growth over the remainder of the projection period. CBO
projects that spending for Medicaid as a share of GDP
will rise from 1.5 percent in 2006 to 2.0 percent in 2016.

Other Income-Security Programs

In addition to Social Security and the health care subsidy
programs already discussed, the federal government pro-
vides payments to individuals and to other governmental
entities through programs aimed at assisting various pop-
ulations—disabled individuals, the unemployed, needy
families with children, the poor, and abused and ne-
glected children. Federal spending on programs such as
Supplemental Security Income, unemployment compen-
sation, the earned income and child tax credits, Food

8. The Jobs and Growth Tax Relief Reconciliation Act of 2003 tem-
porarily increased federal matching rates under Medicaid. As a
result, outlays for 2004 were about $6 billion higher than they
would have been without the enhanced rates.
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Stamps, family support, and foster care totaled $196 bil-
lion in 2005, or about 1.6 percent of GDP.

In contrast to the rapid growth in Social Security, Medi-
care, and Medicaid, spending for those other income-
security programs is projected to increase by just 2.2 per-
cent per year, on average, and will comprise 1.2 percent
of GDP by 2016 under CBO’s projections. Outlays for
some of the programs, such as SSI, unemployment com-
pensation, child nutrition, and foster care, will grow at a
faster rate, while other programs (Food Stamps and fam-
ily support) are expected to grow more slowly. Outlays for
the earned income and child tax credits are projected to
decline after 2011 as certain provisions of law affecting
those credits expire.

Supplemental Security Income. The Supplemental Secu-
rity Income program provides cash benefits to low-
income individuals who are aged or disabled. Outlays for
SSI totaled $38 billion in 2005, a year in which 13 pay-
ments were made because October 1, 2005, fell on a
weekend. For 2006—a 12-payment year—SSI benefits
are estimated to remain at $38 billion. The final year in
CBO’s projection period, 2016, also is a 13-payment
year, so outlays for that year ($58 billion) are higher than
they otherwise would be. Excluding the extra payment in
2016, spending for the program is estimated to grow at
3.9 percent annually. The program’s growth is driven
mainly by COLAs and a rising caseload.

Unemployment Compensation. Outlays for unemploy-
ment compensation have fallen dramatically over the past
few years, dropping from $55 billion in 2003 (which in-
cluded $11 billion in temporary emergency assistance) to
$32 billion in 2005. CBO estimates that the unemploy-
ment rate will average 5.0 percent in 2006 and 2007 and
then rise slightly to 5.1 percent in 2008 and to 5.2 per-
cent in 2009 and beyond. As the unemployment rate
rises, the proportion of unemployed who are eligible for
and collect unemployment benefits also tends to rise. As a
result, CBO estimates that outlays for unemployment
compensation will grow by about 10 percent a year in
2008 and 2009 and then grow at an annual rate of about
5 percent in subsequent years.

Earned Income and Child Tax Credits. The earned in-
come and child tax credits are partially refundable tax
credits available to individuals who earn wages below an
established maximum and to qualifying families with de-
pendent children. Those credits reduce a filer’s overall tax

liability; if the credits exceed that liability, the excess may
be refunded to the taxpayer, depending on the filer’s earn-
ings. The refundable portions of such credits (which are
categorized as outlays) totaled $49 billion in 2005 and are
estimated to rise to $52 billion by 2007. CBO projects
that they will remain at about that level until 2012, the
first full fiscal year in which tax receipts will reflect the ex-
piration of provisions initially enacted in the Economic
Growth and Tax Relief Reconciliation Act of 2001. At
that time, the refundability of the child tax credit will be
virtually eliminated, and scheduled higher tax rates will
reduce the refundable portion of the earned income tax
credit (because more of the credit will offset tax liability
and be reflected as a reduction in revenues). As a result,
outlays for those credits will decline to $37 billion in
2016, CBO estimates.

Food Stamps. CBO anticipates that outlays for the Food
Stamp program will rise by 9 percent—to $35 billion—
in 2006. Over the past four years, outlays have grown by
14 percent a year, on average, largely as a result of steady
growth in participation. Food Stamp caseloads rose from
17.3 million people in 2001 to 25.7 million in 2005, an
average increase of 10 percent per year. Caseloads initially
grew in reaction to the economic downturn. In addition,
a simplified application process, additional outreach ef-
forts, and expanded eligibility could all be contributing to
persistently high participation. CBO projects that partici-
pation will remain at a high level—an average of 25.6
million people annually—throughout the coming years.
Overall, CBO estimates that spending for the program
will change little over the next three years and then grow

by an average of 2.3 percent per year after that, reaching
more than $42 billion by 2016.

Family Support. Spending for family support programs—
grants to states to help fund welfare programs, child sup-
port enforcement, and other child care entitlements—is
projected to remain fairly flat, rising modestly from $24
billion in 2006 to $25 billion in 2016. The largest pro-
gram in this category, Temporary Assistance for Needy
Families (TANF), currently is capped by law at roughly
$17 billion per year. TANF is authorized through
March 31, 2006, but as specified in the Deficit Control
Act, CBO’s baseline assumes that funding for that pro-
gram will continue at its most recently authorized level.

Child Nutrition and Foster Care. Spending for both child
nutrition and the foster care and adoption assistance pro-
grams is projected to rise by about 4 percent annually
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through 2016. Outlays for child nutrition totaled $13
billion in 2005 and are estimated to rise to $20 billion by
2016. Spending for foster care and adoption assistance
totaled more than $6 billion in 2005 and is projected to
increase to about $9 billion by 2016.

Other Federal Retirement and Disability Programs
Benefits for federal civilian and military retirees and for
veterans totaled $148 billion in 2005—about 10 percent
of mandatory spending and 1.2 percent of GDP. Annu-
ities and survivor benefits paid through the federal civil-
ian retirement program (along with several smaller retire-
ment programs for employees of various government
agencies) amounted to $64 billion in 2005. Retired mili-
tary personnel and veterans received benefits of $39 bil-
lion and $36 billion, respectively. Payments to govern-
ment retirees and veterans are projected to grow at a rate
of about 3.5 percent annually, reaching $216 billion (but
falling to 1.0 percent of GDP) by 2016.

Payments to civilian retirees from the federal government
are projected to rise from $68 billion in 2006 to $101
billion by 2016, an average of about 4 percent per year.
Growth in federal retirement benefits results primarily
from COLAs and from rising federal salaries, which boost
future benefit levels. One factor that restrains growth in
those programs is the gradual replacement of the Civil
Service Retirement System (CSRS) with the Federal
Employees’ Retirement System (FERS). The FERS pro-
gram covers employees hired after 1983 and provides a
smaller defined benefit than that under CSRS. Employ-
ees covered by FERS, however, also are eligible to receive
Social Security benefits and have contributions to the
Thrift Savings Plan—a savings vehicle for federal em-
ployees that is not unlike a 401(k) plan—matched in part
by their employing agencies.

The federal government also provides benefits to retired
military personnel and to veterans. Annuities paid to re-
tired military personnel totaled $39 billion in 2005 and
are estimated to grow at an average annual rate of 2.9 per-
cent. Most of the growth in military retirement programs
stems from COLAs and other benefit increases. Manda-
tory spending for veterans’ benefits—disability compen-
sation, pensions, dependency and indemnity compensa-
tion to surviving spouses and children, and life insurance
programs—totaled $36 billion in 2005. Under current
law, such payments are projected to grow at a rate of 3.3
percent annually as a result of COLAs and other caseload
and benefit increases.
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Other Mandatory Spending

Other programs in the mandatory spending category in-
clude the price and income support for farmers provided
by the Commodity Credit Corporation (CCC), TRI-
CARE For Life,” student loans, the Universal Service
Fund,'? and the State Children’s Health Insurance pro-
gram. Bolstered by relatively high outlays for the CCC
and for student loans, outlays for other mandatory spend-
ing totaled $69 billion in 2005. Spending in that cate-
gory is expected to jump to at least $94 billion in 2006,
mostly because of increased outlays for flood insurance
claims as a result of Hurricane Katrina and other hurri-
canes. After 2007, spending for other mandatory pro-
grams is projected to drop back to pre-2006 levels, total-
ing $68 billion by 2016.

Net spending for flood insurance is expected to reach an
unprecedented amount in 2006 as a result of Hurricane
Katrina. In recent years, the program generally has col-
lected sufficient premiums to cover costs: in four of the
five years over the 2000-2004 period, the program ran
cash surpluses that averaged about $450 million annually.
Net spending increased to more than $1 billion in 2005
and is expected to reach at least $18 billion in 2006 be-
fore declining in subsequent years. (Payment of flood in-
surance claims related to Hurricane Katrina may result in
outlays of more than $20 billion in 2006, but paying
such claims will require additional funding or borrowing
authority for the program.)

Projected outlays of the Commodity Credit Corporation
for price and income-support payments start at $18 bil-
lion in 2006 and decline to $10 billion near the end of
the projection period. Current spending is relatively high
because of low prices for major crops, the result of record
or near-record production for several major crops, and
somewhat weakened demand. Over time, commodity
production covered by the federal assistance program is
expected to return to average levels while demand will
continue to grow (partly as a result of domestic economic
growth and demand from other countries and partly be-
cause of an increase in demand for grains resulting from

9. The TRICARE For Life program provides health care benefits to
retirees of the uniformed services (and their dependents and sur-
viving spouses) who are eligible for Medicare.

10. The Universal Service Fund helps defray the cost of telecommuni-
cations services in high-cost areas; for schools, libraries, and rural
health providers; and for low-income consumers.
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Table 3-5.

CBO’s Baseline Projections of Offsetting Receipts

(Billions of dollars)

Total, Total,
Actual 2007- 2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
Medicare? -38 55 -65 -70 -74 -80 -8 -94 -103 -115 -127 -141 -375 -955
Employers' Share of Employees'
Retirement
Social Security -1 -12 -12 -13 -14 -15 -16 -16 ~-17 -18 -19 -20 -70 -161
Military retirement -5 -14 -14 -15 -15 ~-15 ~-16 ~-16 ~-17 -17 ~-18 -18 -75 -160
Civil service retirement and other -21  -22 -23 -23 -24 -25 -26 -27 -28 -29 -30 -32 -122 -269
Subtotal -47 -48 -49 51 -53 -55 58 -60 -62 -65 -67 -70 -266 -591
TRICARE For Life -0 -11 -12 -12 -13 -14 -15 -16 -17 -18 -19 -20 -67  -157
Natural Resources-Related
Receipts” -2 -15 -16 -17 -17 ~-16 ~-17 -16 ~-18 ~-18 -18 -18 -82 -170
Electromagnetic Spectrum Auctions 0 0 -8 -8 0 0 0 0 0 0 0 0 -15 -15
Other -8 -18 -17 -17 -17 ~-17 ~-17 -18 -18 -19 ~-16 -16 -85 -172
Total -126 -147 -166 -175 -174 -183 -193 -203 -219 -234 -248 -266 -891 -2,061
Source: Congressional Budget Office.

a. Includes Medicare premiums and amounts paid by states from savings on Medicaid prescription drug costs.

b. Includes timber, mineral, and Outer Continental Shelf receipts and proceeds from sales of public land.

the renewable-fuel standard established in last summer’s
energy legislation). As a result, prices for supported crops
generally are expected to rise over time, resulting in re-

duced spending.

Subsidy and administrative costs for student loans totaled
$15 billion in 2005 and are estimated to reach $18 bil-
lion in 2006, largely because of revisions in the estimated
subsidy costs for loans and guarantees made in previous
years. In the following years, the program’s costs are pro-
jected to be $7 billion to $8 billion per year.

Offsetting Receipts

Offsetting receipts are payments from the public or from
other federal agencies that, for budgetary purposes, the
government records as negative spending. Those receipts
include beneficiaries’ premium payments for Medicare,
federal agencies’ contributions to retirement funds, and
payments made to the government for the harvesting of
timber and the extraction of minerals on federal lands. In
2005, offsetting receipts totaled $126 billion—about 9.0
percent of mandatory spending and 1.0 percent of GDP

(see Table 3-5). Offsetting receipts will climb throughout
the projection period, primarily because of additional
premium payments for Medicare Part D. By 2016, offset-
ting receipts will equal 1.3 percent of GDP, CBO esti-
mates.

Medicare Premiums and Payments from States. Premi-
ums from Medicare beneficiaries totaled $38 billion in
2005—about 30 percent of all offsetting receipts. Over
the coming years, those receipts will grow substantially,
totaling an estimated $141 billion in 2016.

The bulk of Medicare premiums currently are paid by in-
dividuals enrolled in Part B, the Supplementary Medical
Insurance program, which covers physicians’ and outpa-
tient hospital services. Beginning this year, the govern-
ment also will collect premiums from beneficiaries en-
rolled in Medicare Part D, the new prescription drug
program. Also with the introduction of Part D, some of
the costs of providing prescription drug coverage to low-
income Medicare enrollees will shift to that program
from the Medicaid program. A portion of the savings ac-
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cruing to the states from that cost shifting will be re-
turned to the federal government and credited to the
Medicare Part B trust fund. Those credits will be reflected
in the budget as offsetting receipts. The addition of new
premiums and the payments from states will contribute
to the 45 percent jump in offsetting receipts to the Medi-
care program expected for 2006. CBO estimates that
once Part D is fully operational, offsetting receipts for
Medicare will grow by about 10 percent annually.

Other Offsetting Receipts. Other sources of offsetting re-
ceipts involve payments made by federal agencies to em-
ployee retirement plans; receipts from royalties and other
charges for oil and natural gas production on federal
lands; sales arising from the harvesting of timber and ex-
traction of minerals on federal land; and various fees lev-
ied on users of public property and services.

Intragovernmental transfers from federal agencies to em-
ployee retirement plans (paid to the trust funds for Social
Security and military and civil service retirement) made
up the largest component of offsetting receipts in 2005,
totaling $47 billion. CBO estimates that those payments
will grow at a rate of about 4 percent annually, reaching
$70 billion by 2016. Intragovernmental transfers also are
made to the Uniformed Services Medicare-Eligible Re-
tiree Health Care Fund under the TRICARE For Life
program; those payments totaled $10 billion in 2005. As
a result of rising health care costs, payments to the TRI-
CARE For Life program will grow more rapidly than the
retiree population—at an annual rate of about 6 per-
cent—and are expected to double to $20 billion by 2016.

Natural resource-related receipts include proceeds from
programs to develop federally owned resources, particu-
larly oil, natural gas, and other minerals. Those receipts
totaled $12 billion in 2005. Although oil and gas extrac-
tion from the Outer Continental Shelf is projected to be
somewhat depressed in 2006 as a result of Hurricanes
Katrina and Rita, total natural resource-related receipts
are projected to rise this year to $15 billion, largely as a
result of increases in oil and gas prices. By 2016, those re-
ceipts will total $18 billion, CBO estimates.

Further, CBO estimates that over the 2007-2016 period,
$15 billion in offsetting receipts will come from the Fed-
eral Communications Commission’s (FCC’s) auctions of
licenses to use the electromagnetic spectrum. Most of
those proceeds will result from an auction of licenses to
use 90 megahertz for advanced wireless services, which is
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expected to occur before the FCC’s auction authority ex-
pires at the end of 2007. CBO considers it unlikely that

licenses made available by the transition to digital televi-
sion—which would be affected by the pending reconcili-
ation legislation—will be auctioned under current law.

Legislation Assumed in the Baseline

In keeping with provisions of the Deficit Control Act,
CBO’s baseline projections assume that certain manda-
tory programs will be extended when their authorization
expires. That rule applies differently to mandatory pro-
grams created before and after the enactment of the Bal-
anced Budget Act of 1997. In the case of programs in ex-
istence prior to 1997, those with current-year outlays
exceeding $50 million are assumed to continue. For pro-
grams established after that year, continuation is deter-
mined on a case-by-case basis in consultation with the
House and Senate Budget Committees. Smaller pro-
grams—those with outlays in the current year of less than
$50 million—are assumed to expire when their authori-
zation lapses. In addition, the Deficit Control Act directs
CBO to assume that a cost-of-living adjustment for veter-
ans’ compensation is granted each year. The assumption
that expiring programs continue accounts for outlays of
nearly $12 billion in 2006 and outlays of $757 billion
over the 2007-2016 period (see Table 3-6).

Major programs that are assumed to continue in CBO’s
baseline projections include social service and welfare
programs such as Food Stamps, TANE State Children’s
Health Insurance, rehabilitation services, child care enti-
tlements to states, federal unemployment benefits and al-
lowances (also known as trade adjustment assistance for
workers), child nutrition, and family preservation and
support. Most of the farm assistance provided by the
CCC also is assumed to continue.

Discretionary Spending

Each year, the Congress starts the appropriation process
anew. The annual appropriation acts that it passes pro-
vide new budget authority—the authority to enter into
financial obligations—for discretionary programs and ac-
tivities. That funding translates into outlays once the
money is actually spent. Although some funds (for exam-
ple, those designated for employees’ salaries) are spent
quickly, others (for example, those intended for major
construction projects) are disbursed over several years. In
any given year, discretionary outlays include spending
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Table 3-6.

Costs for Mandatory Programs That CBO’s Baseline Assumes Will Continue
Beyond Their Current Expiration Dates

(Billions of dollars)

Total, Total,
2007- 2007-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
Food Stamps
Budget authority n.a. n.a. 350 359 368 377 385 395 403 413 421 1454 347.0
Outlays n.a. n.a. 33.4 35.9 36.7 37.7 38.4 39.4 40.2 41.2 42.1 143.7 345.1
Temporary Assistance
for Needy Families
Budget authority 69 168 168 168 168 168 168 168 168 168 168 847 169.4
Outlays 52 142 161 168 168 168 168 168 168 168 168 82.0 166.7
Commodity Credit
Corporation®
Budget authority n.a. n.a. n.a. 13.2 11.8 113 10.9 10.4 10.1 10.0 9.6 36.4 87.3
Outlays n.a. n.a. n.a. 13.2 11.8 11.3 10.9 10.4 10.1 10.0 9.6 36.4 87.3
State Children's Health
Insurance Program
Budget authority n.a. n.a. 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 20.2 45.4
Outlays n.a. n.a. 2.3 4.0 5.0 53 5.4 5.2 51 51 5.2 16.6 42.5
Veterans' Compensation
COLAs
Budget authority n.a. 0.5 1.2 2.0 2.7 3.8 4.0 51 6.0 6.8 8.3 10.3 40.5
Outlays n.a. 0.5 1.2 1.9 2.7 3.7 4.0 51 5.9 6.8 8.2 10.0 40.0
Rehabilitation Services
and Disability Research
Budget authority 2.7 2.8 2.9 2.9 3.0 3.1 3.1 3.2 33 34 3.4 14.7 31.2
Outlays 11 2.2 2.8 2.8 2.9 3.0 3.0 3.1 3.2 3.2 33 137 29.5
Child Care Entitlements
to States
Budget authority 0.8 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 13.6 27.2
Outlays 0.5 2.2 2.6 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 133 26.9
Federal Unemployment
Benefits and Allowances
Budget authority n.a. n.a. 0.9 0.9 0.9 0.9 1.0 1.0 1.0 1.0 1.0 3.7 8.7
Outlays n.a. n.a. 0.6 0.9 0.9 0.9 1.0 1.0 1.0 1.0 1.0 3.4 8.3
Child Nutrition”
Budget authority 0 0 0 0 0.5 0.5 0.5 0.5 0.6 0.6 0.6 1.0 3.8
Outlays 0 0 0 0 0.4 0.5 0.5 0.5 0.5 0.6 0.6 0.9 3.7

Continued
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Table 3-6.
Continued

(Billions of dollars)

Total, Total,
2007- 2007-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016

Ground Transportation
Programs Not Subject
to Annual Obligation

Limitations
Budget authority n.a. n.a. n.a. n.a. 0.6 0.6 0.6 0.6 0.6 0.6 0.6 13 4.5
Outlays n.a. n.a. n.a. n.a. 0.2 0.4 0.6 0.6 0.6 0.6 0.6 0.6 3.6
Family Preservation
and Support
Budget authority n.a. 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 1.5 31
Outlays n.a. 0.1 0.2 0.3 0.3 0.3 03 03 03 03 0.3 1.2 2.7
Other Natural Resources
Budget authority 0 0 0 0 0 0 0 0 0 0.3 0.3 0 0.5
Outlays 0 0 0 0 0 0 0 0 0 0.2 0.2 0 0.4

Ground Transportation

Programs Controlled by

Obligation Limitations®
Budget authority n.a. n.a. n.a. n.a. 42.8 42.8 42.8 42.8 42.8 42.8 42.8 856 299.8
Outlays n.a. n.a. n.a. n.a. 0 0 0 0 0 0 0 0 0

Air Transportation
Programs Controlled by
Obligation Limitations®

Budget authority 0 0 3.7 3.7 3.7 3.7 3.7 3.7 3.7 3.7 3.7 14.8 33.3

Outlays 0 0 0 0 0 0 0 0 0 0 0 0 0
Total

Budget authority 164 233 687 83.7 1279 1295 130.2 1319 1333 1354 1374 433.11,1014

QOutlays 116 202 595 787 80.6 829 837 852 86.6 887 908 3218 7568

Source: Congressional Budget Office.
Note: n.a. = not applicable; COLAs = cost-of-living adjustments.

a. Agricultural commodity price and income supports under the Farm Security and Rural Investment Act of 2002 (FSRIA) generally expire
after 2007. Although permanent price support authority under the Agricultural Adjustment Act of 1939 and the Agricultural Act of 1949
would then become effective, section 257(b)(2)(iii) of the Deficit Control Act says that the baseline must assume that the FSRIA provi-
sions remain in effect.

b. Includes the Summer Food Service program and states’ administrative expenses.

c. Authorizing legislation provides contract authority, which is counted as mandatory budget authority. However, because spending is sub-
ject to obligation limitations specified in annual appropriation acts, outlays are considered discretionary.
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Table 3-7.

Defense and Nondefense Discretionary Outlays, 1985 to 2006

Defense Outlays

Nondefense Outlays

Total Discretionary Outlays

As a Percentage As a Percentage As a Percentage
In Billions Percentage Change from In Billions Percentage Change from In Billions Percentage Change from
of Dollars of GDP Previous Year of Dollars of GDP Previous Year of Dollars of GDP  Previous Year
1985 253 6.1 11.0 163 3.9 7.5 416 10.0 9.6
1986 274 6.2 8.2 165 3.7 12 439 10.0 5.5
1987 283 6.1 3.2 162 3.5 -1.8 444 9.5 13
1988 291 5.8 3.0 174 3.5 7.3 464 9.3 4.6
1989 304 5.6 4.5 185 3.4 6.5 489 9.0 5.3
1990 300 5.2 -1.3 200 3.5 8.5 501 8.7 2.4
1991 320 5.4 6.5 214 3.6 6.6 533 9.0 6.5
1992 303 4.8 5.3 231 3.7 8.2 534 8.6 0.1
1993 292 4.4 3.4 247 3.8 6.8 539 8.2 1.0
1994 282 4.1 3.5 259 3.7 4.9 541 7.8 0.4
1995 274 3.7 31 271 3.7 47 545 7.4 0.6
1996 266 3.5 -2.8 267 3.5 -1.7 533 6.9 2.2
1997 272 33 2.1 276 3.4 33 547 6.7 2.7
1998 270 31 -0.5 282 33 2.3 552 6.4 0.9
1999 275 3.0 19 297 3.2 5.2 572 6.3 3.6
2000 295 3.0 7.1 320 33 7.9 615 6.3 7.5
2001 306 3.0 3.8 343 3.4 73 649 6.5 5.6
2002 349 3.4 14.0 385 3.7 12.3 734 7.1 13.1
2003 405 3.7 16.0 420 3.9 9.1 825 7.6 12.4
2004 454 3.9 12.1 441 3.8 4.9 895 7.8 8.5
2005 494 4.0 8.7 474 3.9 7.5 968 7.9 8.1
2006° 500 3.8 14 499 3.8 5.2 999 7.6 33

Sources: Office of Management and Budget for 1985 through 2005 and Congressional Budget Office for 2006.

Note: GDP = gross domestic product.

a. Estimated. Defense outlays do not include any further funding for military activities in Iraq and Afghanistan.

both from new budget authority and from amounts pre-
viously appropriated.

Recent Trends in Discretionary Funding and Outlays
In the mid-1980s, discretionary outlays equaled 10.0 per-
cent of GDP, but by 1999 they had fallen to 6.3 percent
(see Table 3-7). In 2001, funding for discretionary pro-
grams began moving upward again as a share of the econ-
omy. The events of September 11, 2001, and the war in
Iraq accelerated that trend; discretionary outlays jumped
to 7.1 percent of GDP in 2002 and reached 7.9 percent
in 2005. CBO projects that total discretionary outlays as
a share of GDP will fall to 7.6 percent in 2006 if no fur-
ther funding is provided this year.

Trends in overall discretionary spending have been driven
primarily by spending on defense. During the late 1980s
and the 1990s, such outlays declined sharply as a share of
the economy, sliding from 6.2 percent in 1986 to a low of
3.0 percent between 1999 and 2001. In 2002, defense
outlays rose by 14 percent to 3.4 percent of GDP, in part
because of operations in Afghanistan. They continued to
climb as military operations began in Iraq. Following an-
nual outlay increases of 16 percent in 2003 and 12 per-
cent in 2004, growth in defense outlays slowed in 2005.
CBO estimates that outlays for defense programs under
current law will rise slightly in nominal terms between

2005 and 2006—from $494 billion to $500 billion—but
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Figure 3-2.

Discretionary Funding and Outlays,
1985 to 2006

(Billions of dollars)
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Source: Congressional Budget Office.

Notes: Eventual discretionary funding is expected to be higher than
$902 billion for 2006. A request for additional supplemental
budget authority for the costs of military operations in Iraq
and Afghanistan is expected.

The figure includes both budget authority and obligation
limitations. (Spending from the Highway Trust Fund and the
Airport and Airway Trust Fund is subject to such limitations.
Budget authority for those programs is provided in authoriz-
ing legislation and is not considered discretionary.)

decline slightly as a percentage of GDP (from 4.0 percent
to 3.8 percent).!!

Nondefense discretionary programs encompass such ac-
tivities as housing assistance, transportation, maintenance
of national parks, most homeland security operations,
and foreign aid. Spending for such programs has re-
mained relatively constant as a share of GDP since the
mid-1980s, ranging between 3.2 percent and 3.9 percent.

11. Defense outlays for 2006 are expected to be higher than $500 bil-
lion. The $50 billion in funding provided for ongoing operations
in Iraq and Afghanistan is intended to cover costs only for part of
the fiscal year. A request for additional budget authority for 2006
is expected for such operations.

THE SPENDING OUTLOOK

Recent growth in nondefense discretionary outlays has
slowed somewhat since a sharp uptick in 2002. Since
2004, such growth has been fueled by the costs of recon-
struction activities in Iraq and, more recently, by costs re-
lated to Hurricanes Katrina and Rita. CBO estimates that
outlays for nondefense discretionary pro-grams will con-
tinue to rise in 20006, reaching $499 billion (a 5.2 percent
increase over 2005) and representing 3.8 percent of GDP
(compared with 3.9 percent of GDP in 2005).

Total discretionary spending has risen dramatically in re-
cent years. In 1990, both funding and outlays stood at
about $500 billion. By 2000, they exceeded $600 billion
and grew rapidly from there, reaching about $1 trillion in
2005; they will be near that level in 2006, CBO estimates
(see Figure 3-2).

Supplemental Appropriations. The growth in outlays de-
scribed above stems from two types of funding: regular
and supplemental appropriations. Regular appropriation
acts provide funding for the continued operation of fed-
eral departments, agencies, and various government activ-
ities and are considered annually. Supplemental appropri-
ations typically provide budget authority in response to
problems or priorities that were not anticipated in the
regular budget cycle. However, in recent years, supple-
mental funding also has been used to fund activities such
as ongoing military activity in Iraq and Afghanistan that
were not unanticipated.

Since the mid-1980s, supplemental appropriations have
been provided in every year. For about 15 years, virtually
all supplemental appropriations (with the exception of
funding for the Persian Gulf War in 1991 and 1992 and
peacekeeping missions in Bosnia and Kosovo in 1999 and
2000) were provided in response to natural disasters such
as hurricanes, earthquakes, and floods.'? Following the
attacks of September 11, 2001, the Congress and the
President provided funding for recovery and response
through supplemental funding.

Since 2003, the use of supplemental appropriations has
expanded as the President has requested and the Congress

12. Supplemental appropriations affected defense funding each year.
Except for the years noted, however, the new budget authority was
for a relatively small amount and was largely offset by rescissions.
See Congressional Budget Office, Supplemental Appropriations in
the 1990s (March 2001), and Supplemental Appropriations in the
1980s (February 1990) for more information.
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Figure 3-3.

Budget Authority Provided Through Supplemental and Additional Appropriations

(Billions of dollars)
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Source: Congressional Budget Office.
Note: Funding shown for 2004 includes $27 billion in additional appropriations provided by the Congress at the end of that year for military

operations in Iraq and Afghanistan.

has provided funds for military operations in Iraq and Af-
ghanistan largely through such means. That approach has
substantially boosted the amount of supplemental fund-
ing enacted each year: in 2003, such appropriations to-
taled $81 billion, and in 2004, they reached $118 billion
(see Figure 3-3).

In 2005, the Emergency Supplemental Appropriations
Act for Defense, the Global War on Terror, and Tsunami
Relief, 2005, provided $82 billion in supplemental fund-
ing, mostly for war-related activities. In addition, the re-
sponse to Hurricanes Katrina and Rita added another
$62 billion in supplemental appropriations just before
the end of the fiscal year (see Appendix A). Along with
previous funding for disaster relief and veterans’ medical

care, supplemental appropriations totaled $157 billion in
2005.

The Congress and the President have enacted $50 billion
in funding for military activities in Iraq and Afghanistan
as part of the regular defense appropriation act for 2006.

That sum will cover only a portion of this year’s costs for
such activities; a request for additional funding is antici-
pated. Supplemental appropriations thus far in 2006 in-
clude about $29 billion in new budget authority ($23 bil-
lion for nondefense programs and $6 billion for defense)
that has been appropriated for relief and recovery activi-
ties related to hurricane damage. At the same time, poli-
cymakers rescinded $23 billion from previous appropria-
tions provided to the Federal Emergency Management
Agency. A further $3.8 billion has been appropriated for
avian flu research, preparedness, and response, and $125
million for workers’ compensation claims and health ser-
vices related to the terrorist attacks on New York on Sep-
tember 11, 2001.

Comparison of 2005 and 2006 Budget Authority. Total
discretionary budget authority for 2005 was $985 billion,
$83 billion above appropriations provided thus far in
2006 (see Table 3-8). However, that comparison is dis-
torted by the amount of funding provided for activities in
Iraq and Afghanistan and supplemental appropriations.
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Table 3-8.
Growth in Discretionary Budget Authority, 2005 to 2006
(Billions of dollars)
Actual Estimated Percentage
2005 2006 Change
Budget Authority
Defense 500 488 -2.4
Nondefense
Homeland security® 31 28 -11.6
Other nondefense 454 386 -14.9
Subtotal, nondefense 485 414 -14.7
Total 985 9202 -85
Budget Authority Excluding Additional Funding for Activities
in Iraq and Afghanistan and Supplemental Appropriationsb
Defense 421 432 2.7
Nondefense
Homeland security? 31 28 -10.2
Other nondefense 3& ﬁ 1.8
Subtotal, nondefense 407 411 0.9
Total Excluding Supplementals 827 842 1.8

Source:
Note:

Congressional Budget Office.

Does not include obligation limitations for certain transportation programs.

a. CBO received preliminary information from the Administration regarding the classification of homeland security activities for 2006 from
appropriation bills enacted through mid-December. For the two bills not enacted until later in December—Defense and Labor-Health and
Human Services-Education—CBO estimated the homeland security spending for 2006 on the basis of the amounts designated for such
activities in the Office of Management and Budget’s 2005 Mid-Session Review (July 2005). Once the Administration releases its 2007 bud-
get proposal in February 2006, CBO will revise its homeland security estimates to reflect the Administration’s classification of those pro-
grams in the budget. In addition, CBO has not classified any supplemental funding for 2006 as funding for homeland security.

b. 1In 2005, the Congress and the President provided $82 billion in supplemental funding primarily for activities in Iraq and Afghanistan, $62
billion in supplemental appropriations in response to Hurricanes Katrina and Rita, and $13 billion in other supplemental funding (mostly
for disaster relief from hurricanes in 2004 and for veterans’ benefits). Thus far in 2006, about $59 billion has been provided for activities
in Iraq and Afghanistan and for supplemental appropriations, net of rescissions.

Excluding such funding, regular appropriations for 2006
have grown slightly from the levels enacted for 2005—
rising from $827 billion to $842 billion. Defense discre-
tionary appropriations have grown by 2.7 percent, and
nondefense discretionary budget authority has increased
by 0.9 percent. About three-quarters of the increase ($11
billion) is in defense funding.

Nondefense discretionary funding provided through reg-
ular appropriations grew by just $4 billion in 2006. Some
activities in that category received increases, whereas oth-
ers received a cut in funding. The programs that received
the largest funding increases include veterans’ medical
programs, border and transportation security, and hous-

ing assistance. Each of those areas received funding in-
creases of about $1 billion or more. In contrast, no 2006
funding was provided for Project BioShield, which re-
ceived an appropriation of $2.5 billion in 2005.13 Addi-
tionally, the Office of Elementary and Secondary Educa-
tion, the Federal Bureau of Investigation (FBI), and the
Employment and Training Administration all had their
funding reduced by $500 million or more.

13. Project BioShield received an appropriation of $885 million for
2004 and $2.5 billion for 2005 but is not scheduled to receive
additional funding until 2009 (for which it has already received an
advance appropriation of $2.2 billion).
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Table 3-9.

Nondefense Discretionary
Funding for 2006

Amount of
Funding Percentage
(Billions of dollars) of Total
Education, Training,

Employment,

and Social Services 81 18
Transportation 76 16
Health 55 12
Income Security 48 10
Administration of Justice 41 9
Natural Resources

and Environment 34 7
Veterans' Benefits

and Services 34 7
International Affairs 32 7
General Science,

Space, and Technology 25 5
General Government 16 4
Agriculture 6 1
Medicare 5 1
Social Security 5 1
Energy 4 1
Commerce and

Housing Credit 2 1
Community and

Regional Development 2 *
Multiple Functions® -4 -1

Total 462 100

Source: Congressional Budget Office.

Notes: Includes supplemental budget authority and budgetary
resources provided by obligation limitations for certain sur-
face and air transportation programs.

* = between zero and 0.5 percent.

a. Includes savings from the 1 percent across-the-board cut,
which affected all accounts except for certain veterans’ benefits.
Those savings have not been distributed among individual
accounts or budget functions, except for those for Defense and
International Affairs in CBO’s baseline.

Composition of Nondefense Discretionary Funding. Four
categories together account for over half of the $462 bil-
lion in funding provided thus far for nondefense discre-
tionary activities in 2006 (see Table 3-9). 4 The educa-
tion, training, employment, and social services category
will receive 18 percent of nondefense discretionary fund-
ing ($81 billion) in 2006. Student loans, unemployment
compensation, and a number of other programs are not

14. Nondefense discretionary funding includes obligation limitations
for certain transportation activities.

included in those totals because they are considered man-
datory programs.

Funding for transportation programs (ground, air, and
water) totals $76 billion and accounts for 16 percent of
nondefense discretionary funding in 2006. That estimate
includes $48 billion of obligation limitations for certain
surface and air transportation programs. Even though
those programs receive mandatory budget authority
through their authorizing legislation, annual appropria-
tion acts consistently limit how much of that authority
the Department of Transportation can obligate and
thereby govern annual spending. For that reason, such
limitations are treated as a measure of discretionary bud-
getary resources.

Appropriations for health research and public health total
$55 billion and make up 12 percent of nondefense discre-
tionary funding in 2006. At $48 billion, income-security
programs (mostly for housing assistance and food and
nutrition assistance) will claim 10 percent of nondefense
discretionary funding.

Discretionary Spending for 2007 Through 2016
Under baseline assumptions, CBO projects that discre-
tionary outlays will remain flat at around $1.0 trillion in
2006 and 2007, mostly because large amounts of supple-
mental funding enacted in 2005 and prior years boost
2006 outlays but have a smaller effect in 2007. Further-
more, baseline outlays for military activities in Iraq and
Afghanistan are substantially higher in 2006 than in
2007.

Beyond 2007, outlays in the baseline increase each year as
they follow steadily increasing budget authority. As speci-
fied in the Deficit Control Act, CBO assumes that discre-
tionary resources—including supplemental budget au-
thority—keep pace with inflation after 2006. As a result,
such funding is projected to grow at a rate of 2.7 percent
annually through the 10-year projection period. At that
rate, CBO projects, discretionary outlays will reach $1.2
trillion by 2016—evenly split between defense and non-
defense spending.!> Discretionary outlays will shrink as a
percentage of GDP, however, falling from an estimated
7.6 percent of GDP in 2006 to 5.9 percent in 2016.

15. Most spending for defense programs is classified as discretionary;
however, an additional $3 billion a year in defense spending is
classified as mandatory.
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Table 3-10.
CBO’s Baseline Projections of Discretionary Spending for Homeland Security

(Billions of dollars)

Total, Total,
Actual 2007- 2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016

Budget Authority
Defense 12 12 13 13 13 14 14 15 15 15 16 16 67 144

Nondefense®
Department of Homeland Security
Border and transportation security 11 12 12 12 13 13 13 14 14 14 15 15 63 135

Other activities 12 9 9 9 12 10 10 10 10 10 11 11 49 101
Subtotal, Department

of Homeland Security 23 21 21 21 24 23 23 24 24 25 25 26 112 237

Other departments 8 7 7 7 7 8 8 8 8 8 9 9 37 79

Total Nondefense 31 28 28 29 32 30 31 32 32 33 34 35 150 316

Total Budget Authority 43 40 41 42 45 44 45 46 47 49 50 51 217 460

Outlays
Defense 11 12 12 13 13 14 14 14 15 15 16 16 66 142

Nondefense®
Department of Homeland Security
Border and transportation security 11 12 13 13 13 13 13 14 14 14 15 15 64 135

Other activities 7 9 10 10 10 10 10 10 11 11 11 11 50 104
Subtotal, Department of
Homeland Security 18 21 22 23 23 23 23 24 24 25 26 26 114 239
Other departments 8 9 8 7 7 7 8 8 8 8 8 9 38 79
Total Nondefense 26 29 30 30 30 30 31 32 32 33 34 35 152 318
Total Outlays 38 42 43 43 43 44 45 46 47 48 49 51 218 460
Memorandum:
Mandatory Outlays
for Homeland Security * * * * * * * * * * 2 2 1 4

Source: Congressional Budget Office.
Notes: * = between -$500 million and $500 million.

CBO'’s classification of homeland security funding is based on designations established by the Administration. Those designations are
not limited to the activities of the Department of Homeland Security. In fact, some activities of the department, such as disaster relief,
are not included in the definition, whereas nondepartmental activities (such as some defense-related programs and some funding for
the National Institutes of Health) fall within the Administration’s definition of homeland security. About half of all spending considered
to be for homeland security is for activities outside of the Department of Homeland Security.

The amounts shown in this table reflect the net spending for homeland security activities. About $3 billion to $4 billion a year in
spending is offset by fees and other receipts.

The designation of funding as homeland security is based on preliminary information from the Administration. CBO will update such
designations after the Administration releases its 2007 budget proposal in February 2006.

a. Project BioShield, an initiative to expand the government’s arsenal of counterbioterrorism agents, has received appropriations for 2005
and 2009. Budget authority for all other years is zero.
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Homeland Security. Spending for homeland security en-
compasses both defense and nondefense activities.'®
CBO?’s classification of homeland security funding is
based on the Administration’s designations. About half of
all spending considered to be for homeland security is for
activities conducted by agencies other than the Depart-
ment of Homeland Security, including the Department

of Defense (see Table 3-10).

Net discretionary budget authority for homeland security
is estimated to total about $40 billion for 2006. Of that
sum, $12 billion is classified as defense and includes
funding for security at military installations. Nondefense
programs receive $28 billion, of which $21 billion is ap-
propriated to the Department of Homeland Security for
border and transportation security and other intelligence
and warning activities. The remaining $7 billion is allo-
cated to other agencies and is primarily for domestic
counterterrorism activities conducted by the FBI. CBO
estimates that the resulting discretionary outlays for
homeland security will total $42 billion in 2006. In addi-
tion, an average of less than $1 billion a year in net out-
lays for homeland security is classified as mandatory
spending.

Alternative Paths for Discretionary Spending. Thus far,
discretionary budget authority for 2006 totals about
$902 billion and transportation-related obligation limita-
tions, about $48 billion; in projecting baseline spending,
both are assumed to grow with inflation thereafter. To il-
lustrate how future funding might differ from those as-
sumptions, CBO presents alternative paths for discretion-
ary spending to show the budgetary consequences of
using different assumptions concerning growth (see

Table 3-11).

The first alternative path assumes that most funding will
grow at the average annual rate of nominal GDP after
2006 (an average of 4.8 percent a year, almost twice as
fast as the rate of growth assumed in the baseline). Funds
provided for ongoing activities in Iraq and Afghanistan
and funds provided by supplemental appropriations thus
far in 2006 grow more slowly, at the rate of inflation. Un-
der this scenario, total discretionary outlays would exceed
the baseline figures by nearly $1.4 trillion over the projec-

16. For a discussion of homeland security activities and funding, see
Congressional Budget Office, Federal Funding for Homeland Secu-
rity: An Update (July 20, 2005).

tion period. Added debt-service costs would bring the cu-
mulative increase in outlays to $1.6 trillion.

The second alternative path assumes that 2006 appropri-
ations for activities in Iraq and Afghanistan, as well as
supplemental appropriations that have been provided for
other purposes in 2000, are not extended in future years.
Such 2006 appropriations total $83 billion (excluding a
rescission of $23 billion in funds previously provided to
FEMA that is not extended in the baseline)—primarily to
conduct military activities in Iraq and Afghanistan but
also to respond to avian flu and to provide additional
funds for hurricane relief and recovery. If such budget au-
thority is not repeated in future years, total discretionary
outlays would be lower than the baseline figures by $0.8
trillion from 2007 through 2016. Lower debt-service
costs would bring the cumulative decrease in outlays to
$1.0 trillion compared with the baseline, CBO projects.

The third alternative assumes additional funding in 2006
for anticipated military activities in Iraq and Afghanistan
in 2006 above the $50 billion provided to date and a
gradual phase-down of operations in years beyond. CBO
has constructed a possible path of spending for such ac-
tivities that assumes force levels and operations will de-
crease somewhat in 2007 relative to 2006 and continue
to decline gradually over several years. As described more
fully in Chapter 1, that scenario would add about $20
billion to baseline discretionary outlays for 2006 but re-
duce baseline outlays by $140 billion between 2007 and
2016. In addition, that scenario would remove the exten-
sion of supplemental appropriations (for example, those
for hurricane relief) from the baseline; in total, that sce-
nario would lower projected 10-year outlays by $0.5 tril-
lion (including debt-service savings).

The fourth path also shows less spending relative to the
baseline—it assumes that most discretionary budget au-
thority and obligation limitations are frozen throughout
the projection period at the level provided in 2006. (In
this scenario, some funding, such as offsetting collections
and payments made by the Treasury on behalf of the De-
partment of Defense for the TRICARE For Life pro-
gram, is not held constant at its 2006 level.) Total discre-
tionary outlays for the 10-year period would be $1.2
trillion lower than those in the baseline scenario. Debt-
service adjustments would reduce spending by another
$0.2 trillion for a total of $1.4 trillion.
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Net Interest

Under baseline assumptions, over the next five years, in-
terest costs will grow significantly faster than noninterest
spending in the federal budget. CBO projects that inter-
est costs will increase by 57 percent during this time,
compared with 23 percent for noninterest outlays. Inter-
est payments are projected to grow from $184 billion in
2005 to $289 billion in 2010; as a share of GDP, interest
outlays are projected to increase from 1.5 percent to 1.8
percent during that period (see Table 3-12). By contrast,
net interest as a share of the economy ranged from 2.0
percent of GDP to 3.3 percent each year between 1981
and 2001. As a share of total outlays, interest costs are

projected to rise from 7.4 percent in 2005 to 9.3 percent
in 2010.

The increase in interest payments is attributable to accu-
mulating debt as well as the rising interest rates in CBO’s
economic forecast. The baseline assumes that tax in-
creases will occur as specified in current law. As a result,
net interest costs stop growing in 2012 as the Treasury is
projected to begin paying down debt; by 2016, net inter-
est costs are projected to total $300 billion, or 1.4 percent
of GDP—slightly less than the share of GDP recorded in
2005.

In general, the federal government’s interest payments de-
pend primarily on interest rates and on the amount of
outstanding debt held by the public. The Congress and
the President can influence the latter through legislation
that governs spending and taxes and, thus, the extent of
government borrowing. Interest rates are determined
predominately by market forces and the Federal Reserve’s
policies, although fiscal policy may also have some
influence.

Interest costs in 2006 will total $217 billion, CBO esti-
mates, $33 billion more than in 2005. About half of that
increase is attributable to recent actions by the Federal
Reserve to raise short-term rates and to expected future
increases in those rates during this year. The other half
stems from the accumulating debt that has financed
recent deficits.

Interest outlays are also affected by both the size and
composition of debt held by the public. The average ma-
turity of new issues has fluctuated significantly in the past
several years. For instance, it was nearly seven-and-a-half
years in the late 1990s but decreased to less than two-
and-a-half years in 2002. Those fluctuations stem from

THE SPENDING OUTLOOK

changes in the amounts and types of securities issued by
the Department of the Treasury. For example, beginning
in February 2006, the Treasury will begin reissuing 30-
year bonds. As a result, the average maturity of new issues
is projected to increase from three years in 2005 to more
than four years in 2006.

The Treasury is expected to issue about $30 billion in 30-
year bonds annually. Because that amount is small relative
to the overall stock of debt held by the public ($4.6 tril-
lion), those issues will not significantly alter the composi-
tion of the public debt. For example, Treasury notes (with
maturities of two, three, five, and 10 years) currently
make up half of the public debt and are projected to re-
main a similar proportion through 2016. Treasury bills,
with a maturity of six months or less, account for about
22 percent of all marketable debt and are likewise pro-
jected to remain at that level throughout the projection
period.

The federal government has issued about $3.3 trillion in
securities to federal trust funds and other governmental
accounts. Similar to the composition of debt held by the
public, those securities consist of bills, notes, bonds, in-
flation-indexed securities, and zero-coupon bonds. How-
ever, the interest paid on those securities has no net
budgetary impact because it is credited to accounts else-
where in the budget. In 2000, trust funds will be credited
with $172 billion of interest, CBO estimates—mostly for
the Social Security and Civil Service Retirement trust

funds.

The $7 billion in other interest that CBO anticipates the
government will receive in 2006 represents the net of cer-
tain interest payments and interest collections. On bal-
ance, the government earns more of such interest than it
pays out. Among its interest expenses are payments for
interest on tax refunds that are delayed for more than 45
days after the filing date. On the collections side, interest
received from the financing accounts of credit programs,
such as direct student loans, is one of the larger catego-
ries. Although other interest increases rapidly through the
projection period, almost all of that growth is attributable
to interest on the accrued balances credited to the TRI-
CARE For Life program. (Because those are intragovern-
mental payments, there is no net effect on the budget.)
In addition, CBO estimates that earnings from the Rail-
road Retirement Investment Trust in 2006 will total $1.5

billion.
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Table 3-11.
CBO’s Projections of Discretionary Spending Under Alternative Paths

(Billions of dollars)

Total, Total,
2007- 2007-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016

Baseline (Discretionary Resources Grow with Inflation After 2006)?

Budget Authority
Defense 488 500 512 525 538 550 564 578 592 607 622 2,626 5,588
Nondefense 414 450 460 473 482 493 504 516 528 541 553 2,358 5,000
Total 902 951 972 998 1,019 1,043 1,069 1,094 1,120 1,147 1,175 4,983 10,588
Outlays
Defense 500 498 509 519 531 548 552 570 584 599 618 2,605 5,528
Nondefense 499 502 513 521 529 539 550 562 575 588 601 2,605 5,480
Total 999 1,000 1,022 1,040 1,060 1,087 1,103 1,132 1,159 1,186 1,219 5,209 11,009
Most Discretionary Resources Grow at the Rate of Nominal Gross Domestic Product After 2006°
Budget Authority
Defense 488 512 537 563 590 616 642 670 698 728 759 2,818 6,316
Nondefense 414 463 487 514 540 566 592 620 648 677 708 2,569 5,814
Total 902 975 1,024 1,077 1,130 1,181 1,235 1,290 1,346 1,405 1,466 5,388 12,130
Outlays
Defense 500 506 528 552 577 607 624 655 683 712 748 2,768 6,191
Nondefense 499 509 532 552 576 601 627 655 683 712 742 2,770 6,189
Total 999 1,014 1,060 1,104 1,153 1,208 1,251 1,310 1,366 1,425 1,490 5,539 12,381
Extension of Supplemental Appropriations and Funding for Activities
in Iraq and Afghanistan Is Removed from the Baseline After 2006°
Budget Authority
Defense 488 443 454 466 477 489 501 514 527 540 554 2329 4,965
Nondefense 414 423 432 445 453 463 474 486 497 509 521 2,216 4,703
Total 902 866 887 910 930 952 976 999 1,024 1,049 1,075 4,546 9,668
Outlays
Defense 500 462 459 464 473 487 491 507 520 533 551 2,345 4,947
Nondefense 499 496 499 499 504 512 522 533 544 557 569 2510 5,235
Total 999 958 958 963 976 999 1,012 1,040 1,064 1,090 1,121 4,854 10,182
Costs of Military Operations in Iraq and Afghanistan
and for the War on Terrorism Gradually Decrease’
Budget Authority
Defense 533 518 509 506 504 516 529 543 556 570 585 2,553 5,336
Nondefense 414 423 432 445 453 463 474 486 497 509 521 2,216 4,703
Total 947 941 942 950 957 979 1,004 1,028 1,053 1,079 1,106 4,770 10,039
Outlays
Defense 520 527 519 514 508 517 520 536 549 563 581 2,585 5,334
Nondefense 499 496 499 499 504 512 522 533 544 557 569 2,510 5,235
Total 1,019 1,023 1,018 1,013 1,011 1,029 1,041 1,069 1,093 1,120 1,151 5,094 10,569

Continued
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Table 3-11.
Continued
(Billions of dollars)
Total, Total,
2007- 2007-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
Discretionary Resources Are Frozen at the 2006 Level
Budget Authority
Defense 488 489 489 490 491 492 493 494 495 496 497 2,450 4,923
Nondefense 414 440 439 441 439 439 439 438 438 437 437 2,198 4388
Total 902 928 929 931 930 930 931 932 932 933 934 4,648 9,310
Outlays
Defense 500 489 490 490 490 494 487 492 493 494 499 2452 4916
Nondefense 499 495 497 494 491 488 487 486 486 485 484 2,465 4,894
Total 999 985 987 983 980 982 974 978 978 979 983 4,918 9,810
Memorandum:
Obligation Limitations in CBO's
January 2006 Baseline 48 49 49 50 51 52 53 54 55 56 57 252 528

Source:
Note:

Congressional Budget Office.

Discretionary resources include both budget authority and obligation limitations. Spending from the Highway Trust Fund and the Air-

port and Airway Trust Fund is subject to such limitations. Budget authority for those programs is provided in authorizing legislation
and is not considered discretionary.

a. Using the inflators specified in the Balanced Budget and Emergency Deficit Control Act of 1985 (the GDP deflator and the employment
cost index for wages and salaries).

b. This alternative assumes that supplemental appropriations and appropriations for operations in Irag and Afghanistan enacted during 2006
are projected at baseline levels (that is, increased at the rate of inflation).

c. This alternative does not extrapolate appropriations for operations in Iraq and Afghanistan, disaster relief and recovery related to hurri-
cane damage, avian flu research and prevention, and other funding attached to the defense appropriation bill.

d. This alternative does not extend the $50 billion in appropriations provided thus far in 2006 for military activities in Iraq and Afghanistan
and the war on terrorism, nor does it extend any supplemental appropriations (for example, those for hurricane relief). However, it incor-
porates the assumption that an additional $45 billion in budget authority will be provided in 2006 to maintain activities in Iraq and
Afghanistan. Such budget authority is projected to total $75 billion in 2007, $55 billion in 2008, and $40 billion in 2009, and then to
decline to about $30 billion a year from 2010 on. Additional budget authority over the 2006-2016 period is assumed to total $416 billion.
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Table 3-12.
CBO’s Baseline Projections of Federal Interest Qutlays

(Billions of dollars)
Total, Total,
Actual 2007-2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016

Interest on Treasury Debt Securities

(Gross interest)® 352 398 438 473 503 533 561 584 603 624 644 662 2,507 5,624
Interest Received by Trust Funds
Social Security 92 -99 -107 ~-117 -128 -139 -152 -166 -180 ~-195 -210 -226 -643 -1,620
Other trust funds® 69 -73 -76 -80 -83 -86 -90 -93 -96 -99 -102 -104 -415 -910
Subtotal -161 -172 -183 -196 -211 -226 -242 -259 -276 -294 -312 -330 -1,058 -2,529
Other Interest® -4 -7 -10 ~-12 -14 -17 -19 -21 -23 -26 -29 -32 -72 =202
Other Investment Income® 3 -1 -1 -1 -1 -1 -1 -1 -1 -1 -1 - -5 -10
Total (Net interest) 184 217 244 263 277 289 299 303 303 302 302 300 1,372 2,882

Source: Congressional Budget Office.

a. Excludes interest costs of debt issued by agencies other than the Treasury (primarily the Tennessee Valley Authority).
b. Mainly the Civil Service Retirement, Military Retirement, Medicare, and Unemployment Insurance Trust Funds.

c. Primarily interest on loans to the public.

d. Earnings on private investments by the National Railroad Retirement Investment Trust.
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4

The Revenue OQutlook

I he Congressional Budget Office projects that if

current policies remain the same, revenues will exceed
$2.3 trillion in 2006. That amount would be 7.3 percent
(or $158 billion) higher than the revenues recorded in
2005 and would make 2006 the second consecutive year
in which revenues grew faster than the economy. As a
share of gross domestic product, revenues are projected to
increase from 17.5 percent in 2005 to 17.7 percent in
2000, slightly below the average level of 18.2 percent
since 1965 (see Figure 4-1).

Figure 4-1.

In each of the ensuing 10 years of the baseline period,
revenues are projected to grow faster than GDP (see
Figure 4-2). Revenues jump sharply in 2011 and 2012,
after scheduled increases in various taxes. In addition,
revenues continue to grow somewhat faster than GDP
throughout the projection period because of the structure
of the individual income tax system, which causes reve-
nues to claim a higher fraction of income each year as
income grows. Under the assumption that current laws
and policies remain the same, CBO projects that revenues
will reach 19.7 percent of GDP in 2016, a level that has
been equaled or exceeded only five times since 1946.

Total Revenues as a Share of Gross Domestic Product, 1965 to 2016
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Figure 4-2.

Annual Growth of Federal Revenues and Gross Domestic Product, 1965 to 2016
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Source: Congressional Budget Office.

CBO’s current revenue projections are somewhat higher
than those that the agency published in August 2005.
Primarily as a result of higher projected nominal GDP—
driven by higher prices rather than an increase in real (in-
flation-adjusted) economic activity—CBO is now pro-
jecting a total of $625 billion more in revenues for the
2006-2015 period, about 2 percent more than last sum-
mer’s projection. A spurt in inflation in the second half of
2005, largely as a result of higher energy prices, combined
with an upward revision to past measures of GDP to raise
projected GDP and, therefore, taxable income through-
out the projection period. Additional increases in pro-
jected corporate profits and capital gains realizations
(above those amounts implied by the higher GDP alone)
also contribute to the higher outlook for revenues.

Revenues by Source

Federal revenues—also referred to as governmental
receipts or receipts—derive from various sources: individ-
ual income taxes, social insurance (payroll) taxes, corpo-
rate income taxes, excise taxes, estate and gift taxes, cus-
toms duties, and miscellaneous receipts. The level of
individual income tax receipts—the largest source of fed-
eral revenues—has fluctuated significantly in the past sev-

eral years, from a historical high of 10.3 percent of GDP
in 2000 to a more-than-50-year low of 7.0 percent in
2004. Between 1965 and the late 1990s, individual in-
come taxes produced nearly half of all federal revenues
and typically claimed between 7.5 percent and 9.5 per-
cent of GDP (see Figure 4-3). Social insurance taxes (col-
lected mainly for Social Security and Medicare) represent
the second-largest source of revenues. Since 1990, they
have generated about one-third or more of federal reve-
nues and measured between 6 percent and 7 percent of
GDP. Corporate income taxes, the third-largest source,
have accounted for about 10 percent of federal revenues
since 1980 and typically have amounted to between 1.5
percent and 2 percent of GDP—although they exceeded
that level in 2005 when they reached a 25-year high of
2.3 percent of GDP. Revenues from other taxes and
duties and miscellaneous receipts (including those from
the Federal Reserve System) make up the remainder of
federal revenues and recently have amounted to about 1.5

percent of GDP.

Since 1965, social insurance taxes have accounted for a
growing share of federal revenues, while the share of cor-
porate income taxes and excise taxes has declined. Social
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Figure 4-3.

THE REVENUE OUTLOOK

Revenues, by Source, as a Share of Gross Domestic Product, 1965 to 2016
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insurance taxes contributed about 19 percent of revenues
and amounted to 3.2 percent of GDP in 1965; increases
in social insurance taxes and the establishment of the
Medicare program in 1965 (with its taxes starting in
1966) boosted revenues substantially through the late
1980s. The relative share of corporate income taxes has
declined since 1965, when such taxes accounted for
about 22 percent of revenues and amounted to 3.7 per-
cent of GDP. The contribution of excise taxes also has
declined substantially, from 12.5 percent of revenues in
1960 to less than 4 percent today.

Over the next 10 years, changes in individual and corpo-
rate income tax receipts are likely to dominate the move-
ment of overall revenues as a share of the economy. CBO
projects that under current law, receipts from individual
income taxes will rise from 7.5 percent of GDP in 2005
to 10.4 percent in 2016, a gain of 2.8 percentage points.
That increase more than accounts for the projected rise in
total revenues, which are expected to climb by a smaller
amount, 2.2 percentage points, from 17.5 percent of
GDP in 2005 to 19.7 percent in 2016. Receipts from
corporate income taxes are projected to retreat from their
recent high levels relative to GDP declining from 2.3 per-
cent of GDP in 2005 and 2006 to 1.7 percent by 2016.

About half of the projected increase in individual receipts
relative to GDP that occurs over the 2007-2016 period
results from scheduled changes in tax laws. The changes
include a reduced exemption amount for the alternative
minimum tax (AMT) beginning in 2006; higher statu-
tory tax rates on capital gains and dividends starting in
2009; and a host of changes to statutory tax rates, the
child tax credit, tax brackets, and other parameters of tax
law in 2011.! The tax law changes scheduled to take
place in 2011 will have the most significant effect on
revenues.

The other half of the projected increase in individual
receipts relative to GDP is attributable to the structure of
the tax code—effective tax rates rise as personal income
rises—and to other factors, such as rapid increases in dis-
tributions from tax-deferred 401(k) plans and individual
retirement accounts (IRAs).? Effective tax rates are pro-
jected to rise in part because of the phenomenon known
as “real bracket creep,” in which the growth of real in-

1. Statutory tax rates—those specified in law—apply to taxable
income in a given year.

2. Effective tax rates are the ratio of tax liability to income.
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Table 4-1.

Changes in CBO’s Projections of Revenues Since August 2005

(Billions of dollars)

Total,
2006-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2015
Revenues in CBO's
August 2005 Baseline 2,280 2396 2,526 2,675 2817 3,075 3312 3,481 3,660 3,848 30,071
Legislative Changes -7 -6 -1 * * * * * * * -15
Other Changes
Economic 29 47 50 50 52 51 50 51 52 54 488
Technical 10 24 23 17 13 13 15 14 12 10 151
Subtotal 39 71 73 68 65 64 66 65 64 64 639
Total Changes 32 65 72 67 65 64 66 65 64 64 625
Revenues in CBO's
January 2006 Baseline 2312 2461 2,598 2,743 2,883 3,138 3,378 3,546 3,724 3,912 30,695

Source:
Note:

Congressional Budget Office.

* = between -$500 million and zero.

come causes a greater proportion of a taxpayer’s income
to be taxed in higher brackets. In addition, an increasing
number of taxpayers will have to pay the AMT—which is
not indexed for inflation. Even without the reduced ex-
emption scheduled to begin in 2006, the AMT will claim

growing amounts of income in future years.

Consistent with an anticipated decline in corporate prof-
its as a share of GDP, receipts from corporate income
taxes are projected to fall as a percentage of GDP over the
next decade. CBO anticipates that the profit share of
GDP will decline in the near term because of increased
employer contributions to defined-benefit pension plans
(see Box 2-2 on page 34). That profit share will likely
continue to decline in later years of the projection period
because of a gradual increase in allowable depreciation
deductions.

CBO expects that over the coming decade, the amount of
revenue arising from other sources combined will remain
relatively stable as a share of GDP, although some of those
sources will increase or decrease slightly as a share of

GDP In contrast with levels observed at the beginning of
the baseline period, receipts from estate and gift taxes are
expected to be higher as a percentage of GDP at the end
of the projection period, although those receipts will dip
substantially in 2010 and 2011 with the full phaseout of

the estate tax. With the reinstatement of the tax in 2011,
receipts from estate and gift taxes are projected to return
to the higher shares observed in the late 1990s. Receipts
generated by excise taxes are projected to continue their
slow, long-term decline relative to GDP. Miscellaneous
receipts from the Federal Reserve are projected to increase
slightly relative to GDP as a result of near-term, sustained
increases in interest rates.

Changes to CBO’s Revenue Projections
Since August 2005

CBO has increased its projection of revenues over the
2006-2015 period by $625 billion, or 2.1 percent, com-
pared with its projection of last summer (see Table 4-1).
About three-quarters of the increase, or $488 billion,
results from changes in CBO’s economic outlook, in par-
ticular higher projections for GDP and for corporate
profits as a percentage of GDP. About one-quarter of the
increase, or $151 billion, results from technical changes,
which measure how CBO has adjusted its projection of
the amount of revenue that a given economic forecast
yields. Legislation enacted since August has had a rela-
tively small effect on the revenue projection, reducing
receipts by $15 billion over the 2006-2015 period, with
most of that reduction concentrated in 2006 and 2007
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Box 4-1.

Effects of Recent Legislation on the Revenue Outlook

Since the Congressional Budget Office (CBO)
released its previous budget projections in August
2005, policymakers have enacted several laws that
affect revenues; those laws have only a small effect on
the overall revenue outlook, however. The changes re-
sult primarily from legislation that provides tax relief
to taxpayers harmed by Hurricane Katrina. The Kat-
rina Emergency Tax Relief Act of 2005 (Public Law
109-73) is estimated to reduce receipts by $3 billion
in both 2006 and 2007. The bulk of the reduction
stems from three provisions: suspending thresholds
on the deductibility of personal casualty losses,
extending the period in which insurance proceeds are
not subject to tax if they are invested in certain
replacement property, and temporarily suspending
certain limitations on the deductibility of charitable
donations. In addition, the Gulf Opportunity Zone
Act of 2005 (P.L. 109-135) is estimated to reduce
revenues by $4 billion in 2006, by $3 billion in 2007,
and then by $2 billion over the 2008-2015 period.
Most of that reduction comes from providing tax
incentives to a newly designated “Gulf Opportunity
Zone” that covers areas hardest hit by Hurricane Kat-
rina. The act also provides tax reductions for taxpay-
ers in areas hit by Hurricanes Rita and Wilma. (For
more details, see Appendix A.)

Other enacted legislation had even smaller effects on
revenues. CBO estimates that the United States-

Bahrain Free Trade Agreement Implementation Act
(PL. 109-169) will reduce receipts by more than
$300 million over the 2006-2015 period. The Q],
TMA, & Abstinence Programs Extension & Hurri-
cane Katrina Unemployment Relief Act of 2005 (P.L.
109-91) transfers amounts to the unemployment in-
surance trust funds of Louisiana, Mississippi, and
Alabama, allowing them to reduce their unemploy-
ment insurance receipts, which are recorded in the
federal budget, by about $400 million over the 2006-
2015 period. CBO estimates that a one-year exten-
sion of mandated parity in lifetime health insurance
limits for mental and physical health (enacted in PL.
109-151) will reduce revenues by $58 million over
the 2006-2008 period.

One new law is estimated to increase revenues. The
Terrorism Risk Insurance Extension Act of 2005 (P.L.
109-144) extends for two years, through 2007, the
requirement that certain insurance companies offer
coverage for damages caused by terrorist attacks. In
the event of losses that exceeded set amounts, the
companies and policyholders would be levied assess-
ments based on the premiums paid for insurance cov-
erage. Those assessments would be federal revenues.
CBO projects that such assessments have an expected
value of roughly $700 million over the 2008-2015
period.

and resulting from tax relief related to Hurricane Katrina
(see Box 4-1).

Changes in CBO’s economic projection since August
have increased projections of revenues by relatively stable
amounts across the baseline period: between $47 billion
and $54 billion per year from 2007 through 2015. Those
increases occur mainly because of a rise in projected GDD,
which derives from higher prices in the economy, not real
economic activity. The higher projected level of GDP
means that taxable sources of income, especially wages
and salaries and corporate profits, are projected to be
higher than anticipated in August. Expected profits are

boosted further in the near term because of downward
reestimates of contributions to defined-benefit plans and
in the longer term because of downward reestimates in
proprietors’ income (mainly from partnerships and sole
proprietorships) and business interest payments. Lower
projections of proprietors’ income and personal interest
income, however, result in lower projections of individual
income tax receipts and offset some of the effects of the
higher projected profits on revenues.

CBO has increased its revenue projections for other, tech-
nical reasons by $10 billion in 2006, by $24 billion in
2007, and by amounts thereafter that gradually decrease

83



84

THE BUDGET AND ECONOMIC OUTLOOK: FISCAL YEARS 2007 TO 2016

Table 4-2.

CBO’s Projections of Revenues, by Source

Total, Total,
Actual 2007- 2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
In Billions of Dollars
Individual Income Taxes 927 1,003 1,108 1,190 1,281 1374 1,572 1,724 1,824 1,930 2,043 2,164 6,525 16,210
Corporate Income Taxes 278 302 296 300 303 305 309 317 326 335 346 360 1,513 3,197
Social Insurance Taxes 794 838 882 925 970 1,017 1,064 1,112 1,161 1,212 1,264 1,319 4857 10926
Excise Taxes 73 75 76 78 80 82 87 89 91 93 95 97 403 870
Estate and Gift Taxes 25 28 26 28 29 22 20 45 49 55 61 67 124 402
Customs Duties 23 25 26 28 29 30 31 33 35 37 39 41 145 329
Miscellaneous Receipts 33 41 47 49 51 53 55 57 59 61 63 66 255 562
Total 2,154 2,312 2,461 2,598 2,743 2,883 3,138 3,378 3,546 3,724 3,912 4,113 13,823 32,496
On-budget 1,576 1,704 1,819 1,921 2,031 2,135 2,356 2,561 2,693 2,834 2,985 3145 10,263 24,482
Off-budget® 577 608 642 676 712 747 782 817 853 890 928 968 3,559 8,014
Memorandum:
Gross DomesticProduct 12,293 13,082 13,781 14508 15264 16,021 16,768 17524 18311 19,121 19,963 20,839 76,343 172,101
As a Percentage of Gross Domestic Product
Individual Income Taxes 7.5 7.7 8.0 8.2 8.4 8.6 94 9.8 10.0 10.1 10.2 104 8.5 94
Corporate Income Taxes 23 23 21 21 20 19 18 18 18 18 17 17 2.0 19
Social Insurance Taxes 6.5 6.4 6.4 6.4 6.4 6.3 6.3 6.3 6.3 6.3 6.3 6.3 6.4 6.3
Excise Taxes 0.6 0.6 0.6 0.5 0.5 0.5 05 05 05 0.5 05 05 05 05
Estate and Gift Taxes 0.2 0.2 0.2 0.2 0.2 0.1 01 03 03 03 03 03 0.2 0.2
Customs Duties 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2
Miscellaneous Receipts 03 03 03 03 03 03 03 03 03 03 03 03 0.3 0.3
Total 17.5 17.7 17.9 17.9 18.0 18.0 18.7 19.3 19.4 19.5 19.6 19.7 18.1 18.9
On-budget 12.8 13.0 13.2 13.2 133 133 141 146 147 148 15.0 15.1 134 142
Off-budget® 47 47 47 47 47 47 47 47 47 47 46 46 47 47

Source: Congressional Budget Office.

a. The revenues of the two Social Security trust funds (the Old-Age and Survivors Insurance Trust Fund and the Disability
Insurance Trust Fund) are off-budget.

to $10 billion by 2015. Those changes mainly reflect

higher projections of capital gains realizations by individ-

uals and corporations, especially in the near term. Those

reestimates gradually wane over the projection period

because CBO continues to project that gains realizations

will revert to their longer-term averages relative to the

economy. The technical changes are smaller in 2006 than

in subsequent years in part because CBO has reduced its

estimates of the amount of tax liability arising from the

AMT in tax year 2006 that will be paid in fiscal year
2006 and has raised the amount that will be paid in

2007.

CBO’s Current Revenue Projections
in Detail

Individual Income Taxes
Increases in individual income tax receipts account for
the projected increase in total revenues as a share of GDP
over the next 10 years (see Table 4-2). Historically, indi-
vidual income tax receipts have been the key determinant
of movements in total receipts. Between 1992 and 2000,
individual income tax receipts more than doubled in
nominal dollars, recording an average annual growth rate

of nearly 10 percent and reaching a historical peak of
10.3 percent of GDP. After 2000, individual income tax
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receipts fell as a share of GDP for four consecutive years,
reaching 7.0 percent in 2004, their lowest level since
1951. The downturn in receipts began as a result of the
stock market decline and the 2001 recession and was re-
inforced by the tax cuts enacted in several stages between
2001 and 2004. Income growth picked up substantially
in 2004 and 2005, and revenues rose to 7.5 percent of
GDP in 2005. CBO expects that income tax receipts
from individuals will rise further in 2006 to about 7.7
percent of GDP.

According to CBO’s projections, individual income tax
receipts will continue to increase relative to GDP
throughout the coming decade (see Table 4-2). The
structure of the income tax system will cause revenues to
grow more strongly than output for the entire 10-year
projection period. In addition, receipts are projected to
be boosted significantly, especially after 2010, by sched-
uled increases in statutory tax rates and other changes in
tax law. As a share of GDP, individual income tax receipts
are projected to rise steadily between 2006 and 2010,
reaching 8.6 percent. Over the subsequent two years,
receipts are projected to increase substantially, reaching
9.8 percent of GDP in 2012. Thereafter, CBO projects,
those receipts will continue to increase faster than the
overall economy, reaching a historical peak of 10.4 per-

cent of GDP in 2016.

Receipts in 2005. Individual income tax receipts grew by
a robust 14.6 percent in 2005. Most of the growth
occurred in nonwithheld receipts (those not remitted by
withholding from paychecks), which increased by 32 per-
cent over 2004 levels. That substantial increase reflects
strong growth in 2004 and 2005 in nonwage personal
income (income other than wages and salaries) as well as
changes in tax laws that caused a reduction in receipts in
2004 but not in 2005. Income taxes withheld from pay-
checks increased by 4.4 percent, reflecting growth in
wages and salaries.

According to early tabulations from 2004 tax returns,
capital gains realizations grew by about 50 percent in
2004, contributing to the strong boost in nonwithheld
receipts when taxpayers filed their tax returns in 2005.

In addition to those and other income gains recorded, the
strong growth in nonwithheld receipts reflected the tim-
ing of tax reductions enacted in the Jobs and Growth Tax
Relief Reconciliation Act of 2003 (JGTRRA). The reduc-
tion in tax rates enacted midway through 2003 was made
retroactive to the beginning of the year. Although auto-
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matic changes to withholding took effect shortly after en-
actment for wages earned from that point forward, peo-
ple did not fully adjust their withholding downward to
reflect the lower tax rates on wages earned in the first half
of the year. As a result, individuals received larger
refunds or made smaller payments than usual when they
filed their tax returns in the spring of 2004, and tax col-
lections rebounded in 2005.

Projected Receipts in 2006 and 2007. CBO projects that
individual income tax receipts will grow by 8.2 percent in
2006 and by 10.4 percent in 2007 (see Table 4-3). That
growth in receipts will be driven in part, CBO projects,
by growth in taxable personal income—as measured in
the national income and product accounts (NIPAs)—of
6.1 percent in 2006 and 2007, slightly stronger than the
growth rate recorded in 2005 and the largest increase
since 2000. (Taxable personal income includes wages and
salaries, dividends, interest, rent, and proprietors’ in-
come. For a description of taxable personal income and
other components of the tax base, see Box 4-2 on page
88.) The growth of individual income tax receipts typi-
cally exceeds the growth of personal income by roughly
a percentage point in an expanding economy because of
real bracket creep. However, CBO projects that receipts
in 2006 and 2007 will grow between 2 and 4 percentage
points faster than taxable personal income. That outlook
derives from projections of strong increases in certain
types of nonwage income, along with added liabilities
from the alternative minimum tax.

Under CBO’s baseline projections, receipts in 2006 will
be boosted by strong growth in tax year 2005 of profits of
S corporations, distributions from IRAs, and realizations
of capital gains. Because those forms of nonwage income
are not included in the NIPA measure of taxable personal
income, they cause receipts to grow faster than taxable
personal income. Increases in those forms of income in
tax year 2005 contribute to the growth in receipts both in
fiscal year 2005 (to the degree that taxpayers adjusted
their quarterly estimated payments) and in fiscal year
2006 (when taxpayers file their tax returns for 2005).
According to CBO’s estimates, profits from S corpora-
tions increased significantly in 2005, in part because of
the expiration at the end of 2004 of the tax incentive for
investment called partial expensing (described in more
detail below). In addition, CBO estimates that both with-
drawals from IRAs and capital gains realizations grew by
nearly 13 percent in 2005.
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Table 4-3.

CBO’s Projections of Individual Income Tax Receipts and the NIPA Tax Base

Total, Total,
Actual 2007- 2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
Individual Income Tax Receipts
In billions of dollars 927 1,003 1,108 1,190 1,281 1374 1,572 1,724 1,824 1930 2,043 2164 6,525 16,210
As a percentage of GDP 7.5 7.7 8.0 8.2 8.4 8.6 9.4 9.8 10.0 10.1 10.2 10.4 n.a. n.a.
Annual growth rate 14.6 8.2 10.4 7.4 7.7 7.3 144 9.6 5.8 5.8 5.8 5.9 n.a. n.a.
Taxable Personal Income
In billions of dollars 8,121 8,613 9,135 9,649 10,154 10,658 11,155 11,652 12,162 12,687 13,236 13,812 50,752 114,301
As a percentage of GDP 66.1 65.8 66.3 66.5 66.5 66.5 66.5 66.5 66.4 66.4 66.3 66.3 n.a. n.a.
Annual growth rate 5.9 6.1 6.1 5.6 5.2 5.0 47 44 44 43 43 44 n.a. n.a.
Individual Receipts
as a Percentage of
Taxable Personal Income 114 11.6 12.1 12.3 12.6 12.9 141 14.8 15.0 15.2 15.4 15.7 n.a. n.a.

Source: Congressional Budget Office.

Notes: The tax base in this table (taxable personal income) reflects income as measured in the national income and product accounts (NIPAs)
rather than as reported on tax returns. An important difference, therefore, is that it excludes capital gains realizations.

GDP = gross domestic product; n.a. = not applicable.

The scheduled significant decline in the AMT exemption
under current law in tax year 2006 leads CBO to project
substantial increases in AMT receipts in 2006 and, espe-
cially, in 2007.% Projected tax liability from the AMT in
tax year 20006 is expected to jump by more than $35 bil-
lion. For several reasons, CBO anticipates that most of
that additional liability will be paid in fiscal year 2007.
First, with the reduced exemption, many taxpayers may
be surprised when they file their 2006 tax returns in the
spring of 2007 and find that they have incurred substan-
tial AMT liability. Those taxpayers will pay their AMT
liability with their tax returns in fiscal year 2007 and, in
addition, may be subject to penalties for not paying
enough of their taxes earlier through withholding and
estimated payments. Second, even if taxpayers know that
they will face substantial AMT liability, they may not
have to increase their estimated payments because growth
in their incomes and tax withholding will enable them to
avoid penalties through application of one of the cur-

3. The exemption drops from $58,000 in 2005 to $45,000 in 2006
for married taxpayers filing jointly, and from $40,250 to $33,750
for single taxpayers. In late 2005, the House of Representatives
and the Senate passed different provisions for 2006 that either
maintained the exemption at its 2005 levels or increased it, but no
such provision has yet been enacted into law.

rently available “safe harbors.”® Finally, up to the time
that tax forms for 2006 are published late that year, poli-
cymakers can change the AMT exemption retroactively.
Since the Congress has given indications that it will act
this year to avoid the imminent AMT hit, taxpayers may
anticipate such action and decide not to adjust their esti-
mated tax payments. (CBO’s baseline projection, how-
ever, must conform to current law and does not assume
any Congressional action.)

Projected Receipts Beyond 2007. In 2008 and beyond,
CBO’s projected pattern of revenues reflects steady
growth in personal income, punctuated by scheduled
changes to tax law in specific years. Receipts are expected
to continue to rise faster than either GDP or taxable per-
sonal income in each year of the projection period, influ-
enced by two broad factors: changes in tax legislation and
several characteristics inherent in the tax system. Exclud-
ing the effects of changes in tax law, CBO’s projection of
capital gains realizations works in the opposite direction,

4. For example, taxpayers with income below $150,000 can avoid
penalties by making estimated payments and withholding equal to
their prior year’s tax liability. Taxpayers with income in excess of
$150,000 must pay 110 percent of their prior year’s liability to
automatically avoid penalty. Other safe harbors also exist.
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slightly reducing the growth of receipts relative to growth
of GDP over most of the projection period.

Tax Law Changes. Scheduled changes in tax law—princi-
pally from legislation enacted in 2001, 2003, and 2004—
will alter the pattern of receipts growth, especially in
2011 and 2012. The scheduled changes largely tend to
increase receipts. For instance, the tax rates on dividends
and capital gains will rise in 2009, returning to the rates
that existed before 2003. Most important, taxes are pro-
jected to increase sharply in 2011 when, among other
things, statutory tax rates rise, the child tax credit
declines, and tax brackets and standard deductions for
joint filers contract in size to less than twice those for sin-
gle taxpayers. Only the phaseout of restrictions on item-
ized deductions and on personal exemptions for high-
income taxpayers during tax years 2006 to 2010 will tend
to reduce the growth of individual income tax receipts.

Characteristics of the Tax System. CBO projects that
effective tax rates will steadily rise over the next 10 years,
thereby increasing the receipts generated by the economy.
That rise occurs partly because of real bracket creep and
partly because the AMT—which is not indexed for infla-
tion—will be paid by an increasing number of taxpayers
and affect growing amounts of income in future years.
(For a more detailed description of the increasing signifi-
cance of the AMT in CBO’s revenue projections, see Box
4-3 on page 91.) Also pushing up effective rates are tax-
able distributions from tax-deferred retirement accounts,
such as IRAs and 401(k) plans, which are expected to in-
crease as the population ages. Contributions to those ac-
counts were exempt from taxation when they were ini-
tially made, which reduced taxable income reported to
the Internal Revenue Service (IRS) in earlier years. As
more retirees take distributions from those accounts, the

money becomes taxable, thereby increasing tax receipts
relative to GDP.

Capital Gains Realizations. CBO projects that realiza-
tions of capital gains will grow more slowly than GDP
after 2007. Although capital gains plunged between 2000
and 2002, they rebounded strongly in 2003 and 2004.
According to early tabulations from 2004 tax returns,
capital gains realizations grew by about 50 percent from
2003 levels. Based on recent economic growth and stock
market activity, CBO estimates that capital gains in-
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Figure 4-4.

Capital Gains Realizations as a Share
of Gross Domestic Product,
Calendar Years 1990 to 2016
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Source: Congressional Budget Office.
Note: The equilibrium level of capital gains realizations to gross

domestic product (GDP) is measured as the average ratio of
gains to GDP from 1954 to 2002, adjusted for the differences
between each year’s tax rate on capital gains and the aver-
age rate over the period. A lower tax rate on capital gains
corresponds to a higher equilibrium relationship.

creased by a further 13 percent in 2005, boosting them to
just about double their 2002 trough (see Table 4-4 on
page 92).

The strong recovery in capital gains realizations since
2002 has pushed them to a level that, relative to the size
of the economy, is above that implied by their past histor-
ical relationship (see Figure 4-4). Consequently, CBO
projects that, beyond 2005, capital gains will rise a bit
more slowly than GDP. As it has tended to do in the past,
the ratio of gains realizations to GDP is expected to grad-
ually approach its long-run average level relative to the
economy. Between 2007 and 2016, capital gains realiza-
tions are projected to grow by an average of 2.5 percent
annually, lower than the 4.7 percent growth rate of both
GDP and taxable personal income. Receipts from gains
are expected to grow in step with gains realizations,
except when tax rates increase in 2009.
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Box 4-2.

Tax Bases and Tax Liability

Tax receipts vary with economic activity, but they do
not move in lockstep with gross domestic product
(GDP). Although the bases for individual and corpo-
rate income taxes and for social insurance taxes are
related to GDP, they sometimes grow faster or more
slowly than the overall economy. As a result, the ratio
of receipts to GDP may change even if tax laws
remain the same.

The Individual Income Tax Base

As a first approximation, the individual income tax
base includes estimates of dividends, interest, wages
and salaries, rent, and proprietors’ income from the
national income and product accounts (NIPAs).
That measure, referred to here as taxable personal
income, excludes taxes on businesses (such as corpo-
rate income and excise taxes), retained corporate
profits, and fringe benefits that workers do not re-
ceive in taxable form.

That income measure must be narrowed further to
obtain the actual tax base of the income tax. Some
of that income accrues to tax-exempt entities such as
hospitals, schools, cultural institutions, and founda-
tions; some is earned in a form that is tax-exempt,
such as income from state and local bonds; and some
is tax-deferred, such as income earned in retirement
accounts, on which tax is paid not when the income
is accrued but when the individual retires and begins
to draw down the account. Also, NIPA estimates of
personal interest and rental income contain large
components of imputed income (income that is not
earned in a cash transaction, including personal earn-
ings within pension funds and life insurance policies
and income from owner-occupied housing) that are
not taxable. Consequently, a substantial amount of

interest, dividend, and rental income is excluded
from the taxable base of the income tax.

Further adjustments, both additions and subtrac-
tions, must be made to determine taxpayers’ adjusted
gross income, or AGI. Capital gains realizations—
the increase in the value of assets between the time
they are purchased and sold—are added because
NIPA estimates of taxable personal income exclude
them. Contributions from income made to tax-
deductible individual retirement accounts (IRAs) and
401 (k) plans are subtracted, but distributions to retir-
ees from those plans are added.

A variety of other, smaller adjustments must be made
to reflect the various adjustments that taxpayers
make. Exemptions and deductions are subtracted
from AGI to yield taxable income, to which progres-
sive tax rates—rates that rise as income rises—are
applied. (Those rates are known as statutory marginal
tax rates; the range of taxable income over which a
statutory marginal rate applies is known as an income
tax bracket, of which there are now six.)

The tax that results from applying statutory rates to
taxable income may then be subject to further adjust-
ments in the form of credits, such as the child tax
credit for taxpayers with children under age 17,
which reduce taxpayers’ tax liability (the amount of
taxes they owe). An important factor in calculating
individual tax liability is the alternative minimum
tax (AMT), which requires some taxpayers to calcu-
late their taxes under a more limited set of exemp-
tions, deductions, and credits. Taxpayers then pay the
higher of the AMT or the regular tax. The ratio of tax
liability to AGI is the effective tax rate on AGI.

The scheduled return to higher capital gains tax rates in tions are projected to rise by 17 percent in 2008 (boosted
2009 is expected to alter the timing of realizations by by the speedup in realizations), decline by 29 percent in
encouraging taxpayers to speed up the sale of assets that 2009 (held down by the speedup and the adjustment to
will generate gains from that year to late 2008. In addi- the lower equilibrium level), and rise by 21 percent in
tion, realizations will be depressed after 2008 because the 2010 (when they rebound after the onetime speedup).
projected long-term equilibrium level of gains will be After 2010, realizations are projected to rise by 3 percent

slightly lower as a result of the higher tax rates. Realiza- to 4 percent annually through 2016.
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Box 4-2.

Continued

The Social Insurance Tax Base

Social insurance taxes, the second-largest source of
receipts, use payroll as their base. Those taxes largely
fund Social Security and the Hospital Insurance pro-
gram (Part A of Medicare). Social Security taxes are
imposed as a percentage of pay up to an annual tax-
able maximum (currently $94,200) that is indexed
for the growth of wages in the economy. Hospital In-
surance taxes are not subject to a taxable maximum.

The Corporate Income Tax Base

Corporate profits form the tax base of the corporate
income tax. Profits are measured in different ways in
the NIPAs. Several adjustments are made to those
reported measures to better approximate what is
taxed by the corporate income tax.

First, different measures of depreciation cause impor-
tant differences in the measurement of corporate
profits. Economic profits are measured on the basis
of economic depreciation—the dollar value of pro-
ductive capital assets that is estimated to have been
used up in the production process. For tax purposes,
however, corporations calculate book profits, which
are based on book, or tax, depreciation. (Book
profits are referred to as “profits before tax” in the
NIPAs). Book depreciation is typically more front-
loaded than economic depreciation; that is, the capi-
tal is assumed to decline in value at a faster rate than
the best estimates of how fast its value actually falls,
allowing firms to report taxable profits that are
smaller than economic profits.

Second, the profits of the Federal Reserve System are
included in economic and book profits, but they are
not taxed under the corporate income tax. (They are

instead generally remitted to the Treasury as miscella-
neous receipts.)

Third, economic and book profits both include cer-
tain foreign-source income of U.S. multinational cor-
porations. Foreign-source income is taxed at very low
effective rates, in part because it is generally taxable
only when it is “repatriated,” or returned, to the U.S.
parent company. In addition, it generates little reve-
nue because corporations can offset their domestic
tax by the amount of foreign taxes paid on that
income, within limits.

Several other differences exist between book profits
and corporations’ calculation of their taxable income
for tax purposes. In general, only the positive profits
of profitable firms, or gross profits, are subject to
tax. If a corporation’s taxable income is negative (that
is, if the firm loses money), its loss (within limits)
may be carried backward or forward to be netted
against previous or future taxable income and thus
reduce the firm’s taxes in those other years.

A statutory tax rate is applied to the corporation’s tax-
able income to determine its tax liability. A number
of credits may pare that liability. The ratio of total
corporate taxes to total taxable corporate income
(including negative income) is the average tax rate.

The Total Tax Base

Despite the many adjustments that must be made to
calculate actual tax bases, a ready approximation is
the sum of wages and salaries, nonwage personal
income, and corporate book profits. Those items
comprise most of the bases of the individual income,
corporate income, and social insurance taxes and
therefore constitute the bulk of taxed income.

Changes Since August 2005. Compared with the projec-
tions that the agency made five months ago, CBO is
anticipating $9 billion less in individual income tax
receipts in 2006 and $144 billion more over the 2007-
2015 period. Changes to CBO’s economic projections
account for just over half of the increases. Specifically,

CBO boosted its projection of individual income tax rev-
enues by $5 billion for 2007 and by a total of $73 billion
for 2008 through 2015—mainly as a result of higher pro-

jected GDP and personal income. Certain legislative

changes, primarily the enactment of tax initiatives related
to recent hurricanes, especially Hurricane Katrina, caused
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Box 4-3.

The Growing Significance of the Alternative Minimum Tax in

CBO’s Projections

With each passing year, the alternative minimum tax
(AMT) plays a larger role in the Congressional Bud-
get Office’s (CBO’s) revenue projections. Revenue
effects from recent changes in tax law combined with
the growing number of taxpayers qualifying for the
AMT have enhanced the AMT’s contribution to
overall revenue collections. Additional revenue from
the AMT is one reason that CBO projects receipts to
grow relative to gross domestic product (GDP) over
the next 10 years.

Characteristics of the AMT

The AMT is a parallel income tax system with fewer
exemptions, deductions, and rates than the regular
income tax. Lawmakers enacted the AMT to prevent
high-income taxpayers from taking advantage of the
tax code by using various preferences in the regular
code that favor certain activities by taxing the income
associated with them at a lower rate. Preferences not
allowed under the AMT include personal exemptions
and the standard deduction. Thus, the AMT reaches
some taxpayers, not ordinarily thought to be exploit-
ing “loopholes,” who might otherwise avoid taxation
of their higher income. Taxpayers with potential
AMT liability must calculate their taxes under both
the AMT and the regular income tax and pay which-
ever figure is higher. The amount by which a tax-
payer’s AMT calculation exceeds his or her regular tax
calculation is considered the taxpayer’s AMT liability.

In tax year 2000, for example, a married couple with
three children who earned $90,000 and reported a
typical set of deductions would be required to calcu-
late taxes under both the AMT and the regular in-
come tax. In this particular case, the couple’s liability

would be higher under the AMT.

The AMT’s Growing Importance to Revenues
Because of the nominal income growth reflected by
inflation and the effects of recent tax cuts, the AMT
is growing both in the number of qualifying taxpayers
and in its share of total revenues. As inflation boosts
nominal income, more and more taxpayers are be-
coming subject to the minimum tax.! Like the rate
structure of the regular income tax, the AMT extracts
a greater proportion of overall income as real income
rises. But unlike the regular income tax, the AMT is
not indexed for inflation. So as incomes rise with
inflation, a larger number of taxpayers find them-
selves subject to the AMT each year.

Laws enacted between 2001 and 2004 have reduced
overall taxpayer liability and will add to the number
of qualifying AMT taxpayers. Although the tax cuts
reduce overall taxpayer liability, many people will still
find themselves pushed into the AMT system. By
cutting marginal tax rates under the regular tax, the
recent legislation has reduced regular tax receipts and
therefore enlarged the AMT share and subsequently
its importance to total individual income tax
revenues.

The AMT’s Impact in the Next 10 Years

The number of AMT qualifiers is expected to rise
from 4 million in 2005 to 33 million by 2016 and
revenues from the AMT to increase almost six-fold,
from $14 billion last year to about $81 billion in
2016 (see the figure at right). Compared with fiscal
year 2005, the AMT’s contribution to individual
income tax receipts is expected to more than double
by 2016, rising from 1.5 percent to 3.8 percent of
total receipts from the individual income tax.

1. Real (inflation-adjusted) growth in incomes can also subject
additional taxpayers to the AMT, but its effects are much
smaller.
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Continued

Projections for the AMT rise and fall through that
period largely because of the phasing in and out of
tax changes enacted in the Economic Growth and
Tax Relief Reconciliation Act of 2001, the Jobs and
Growth Tax Relief Reconciliation Act of 2003, and
the Working Families Tax Relief Act of 2004. For
example, the 2004 law expanded the amount of in-
come exempted under the AMT through 2005. Now
that the provision has expired, the number of returns
subject to the AMT is expected to rise, from 4 mil-
lion in 2005 to 20 million in 2006, and the resulting
AMT liability on those returns is projected to jump
from $15 billion to $51 billion. CBO expects that
much of that increased liability will be paid by tax-
payers in fiscal year 2007. (In late 2005, the House
and Senate passed different one-year increases in the
exemption amount, but no such provision has yet
been enacted into law.)

In 2011, when statutory tax rates are scheduled to
increase under the regular income tax and other law
changes occur, the number of AMT returns is pro-
jected to decline almost by half: from 32 million in
2010 to 17 million in 2011. Receipts from the AMT
are projected to fall from $97 billion in 2010 to $43
billion by 2012. After 2012, the dip in AMT receipts
will start to reverse, as inflationary increases in
income again make more taxpayers subject to the

AMT.

Projected Effects of the Individual
Alternative Minimum Tax

Millions of Returns Billions of Dollars
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Source: Congressional Budget Office.

Note: The alternative minimum tax requires some taxpayers
to calculate their taxes using a more limited set of
exemptions, deductions, and credits than is applicable
under the regular individual income tax. Some taxpay-
ers are affected by the AMT but do not have AMT liabil-
ity because the AMT limits their credits taken under the
regular tax.

a. Calendar year basis.

b. Fiscal year basis.

CBO to reduce its projection of revenues over the 2006-
2015 period by $11 billion, with most of the reduction
affecting 2006 and 2007.

The remainder of the changes to receipts derive from
other, technical factors. CBO reduced its projection of
receipts by $5 billion in 2006 and raised its projection by
$14 billion in 2007; it raised its projection by $59 billion
over the 2008-2015 period to account for such effects.
The upward reestimates largely reflect new information
on capital gains realizations. CBO’s current expectation
for growth of capital gains realizations in 2004 (about 50
percent) is roughly double the 23 percent growth antici-
pated in the August projection; gains are also expected

to have grown more rapidly in 2005 than previously pro-
jected. As a result, CBO has raised its estimates of liabili-
ties resulting from capital gains, with that effect tapering
off in the later years of the projection period as gains are

assumed to revert to their long-term equilibrium share

relative to GDP.

The upward revision to projected receipts from capital
gains is anticipated to be offset in 2006 by a shifting of
receipts between fiscal years 2006 and 2007. As noted
above, CBO has increased its estimate of the portion of
tax liabilities generated by the AMT in tax year 2006 that
will actually be paid in fiscal year 2007.
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Table 4-4.
Actual and Projected Capital Gains Realizations and Taxes

Capital Gains Realizations® Capital Gains Tax Liabilities® Capital Gains Tax Receiptsb Capital Gains Tax Receipts

Percentage Percentage Percentage as a Percentage of
In Billions Change from In Billions Change from In Billions Change from Individual Income
of Dollars Previous Year of Dollars Previous Year of Dollars  Previous Year Tax Receipts
1990 124 -20 28 -21 32 -14 6.8
1991 112 -10 25 -11 27 -17 5.7
1992 127 14 29 16 27 1 5.6
1993 152 20 36 25 32 20 6.3
1994 153 * 36 * 36 12 6.7
1995 180 18 44 22 40 10 6.8
1996 261 45 66 50 54 36 8.3
1997 365 40 79 19 72 33 9.8
1998 455 25 89 12 84 16 10.1
1999 553 22 112 26 99 19 11.3
2000 644 16 127 14 119 20 11.8
2001 349 -46 66 -48 100 -16 10.0
2002 269 -23 49 -25 58 -41 6.8
2003 323 20 51 4 50 -14 6.3
2004 479 48 71 39 60 20 7.4
2005 539 13 80 13 75 25 8.1
2006 550 2 82 2 81 8 8.1
2007 564 2 84 2 83 2 7.4
2008 660 17 96 15 84 2 7.1
2009 465 -29 86 -11 97 15 7.5
2010 564 21 104 22 94 -3 6.8
2011 586 4 111 6 107 14 6.8
2012 605 3 114 3 112 5 6.5
2013 627 4 118 3 116 3 6.3
2014 650 4 122 4 120 3 6.2
2015 674 4 126 4 124 4 6.1
2016 701 4 131 4 129 4 5.9

Source: Congressional Budget Office.

Notes: Capital gains realizations represent net positive long-term gains. Data for realizations and liabilities after 2002 and data for tax
receipts in all years are estimated or projected by CBO. Data on realizations and liabilities before 2003 are estimated by the Treasury
Department.

* = between zero and 0.5 percent.
a. Calendar year basis.

b. Fiscal year basis. This measure is CBO’s estimate of when tax liabilities are paid to the Treasury.
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Table 4-5.
CBO’s Projections of Social Insurance Tax Receipts
and the Social Insurance Tax Base
Total, Total,
Actual 2007- 2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
Social Insurance Tax Receipts
In billions of dollars 794 838 882 925 970 1,017 1,064 1,112 1,161 1,212 1,264 1,319 4,857 10,926
As a percentage of GDP 6.5 6.4 6.4 6.4 6.4 6.3 6.3 6.3 6.3 6.3 6.3 6.3 n.a. n.a.
Annual growth rate 8.3 55 5.2 4.9 4.9 4.8 4.6 45 4.4 4.4 43 43 n.a. n.a.
Wages and Salaries
In billions of dollars 5,652 5,970 6,299 6,652 7,015 7,362 7,701 8,044 8,400 8,767 9,149 9,545 35,029 78,934
As a percentage of GDP 46.0 45.6 457 459 46.0 46.0 459 459 459 459 458 458 n.a. n.a.
Annual growth rate 6.7 5.6 55 5.6 55 5.0 4.6 45 4.4 4.4 4.4 4.3 n.a. n.a.
Social Insurance Tax
Receipts as a Percentage of
Wages and Salaries 141 140 140 139 138 138 138 138 138 138 138 138 n.a. n.a.

Source: Congressional Budget Office.

Notes: The tax base in this table (wages and salaries) reflects income as measured in the national income and product accounts rather than

as reported on tax returns.

GDP = gross domestic product; n.a. = not applicable.

Social Insurance Taxes

According to CBO’s projections, revenues from social
insurance (payroll) taxes will claim a roughly constant
share of GDP—between 6.3 percent and 6.4 percent—
from 2006 through 2016 (see Table 4-5). In relation to
wages and salaries—the approximate base of those payroll
taxes—revenues are also projected to be relatively stable,
declining slightly from 14.0 percent in 2006 to 13.8 per-
cent by 2009. That small decline occurs because of slower
growth in receipts derived from unemployment taxes,
declines in revenues for other federal retirement pro-
grams, and declines in the share of earnings below the
taxable maximum amount for Social Security.

The largest components of social insurance tax receipts
are taxes collected for Social Security (officially Old-Age,
Survivors, and Disability Insurance, or OASDI) and
Medicare’s Part A (which covers Hospital Insurance, or
HI). A small share of social insurance tax revenues comes
from unemployment insurance taxes and contributions to
other federal retirement programs (see Table 4-6). The
premiums for Medicare Part D, the new prescription
drug program, are considered offsets to spending and do
not show up on the revenue side of the budget; the same

treatment is accorded premiums for Medicare Part B, the
Supplementary Medical Insurance program.

Social Security and Medicare taxes are calculated as a per-
centage of covered wages. Unlike the HI tax, which ap-
plies to all covered wages, the Social Security tax applies
only up to the taxable maximum, which is indexed to the
growth of wages over time. Consequently, receipts from
OASDI taxes tend to remain fairly stable as a proportion
of wages as long as covered wages are a stable share of
GDP and the distribution of income from wages remains
relatively unchanged. In recent years, with a rising share
of wages earned above the taxable maximum, the share of
wages that is subject to the OASDI tax has declined.

From 2006 onward, social insurance tax receipts are
expected to decline very gradually as a fraction of both
wages and GDP for three reasons. First, receipts from
payroll taxes for unemployment insurance, most of which
are imposed by the states but yield amounts that are con-
sidered to be federal revenues, are projected to decline as
a share of wages. In 20006, the states will largely finish re-
plenishing unemployment trust funds that were depleted
by the 2001 recession and its aftermath. Second, revenues
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Table 4-6.

CBO’s Projections of Social Insurance Tax Receipts, by Source

(Billions of dollars)

Total, Total,

Actual 2007- 2007-

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016

Social Security 577 608 642 676 712 747 782 817 853 890 928 968 3,559 8,014

Medicare 166 176 186 197 207 218 228 238 249 260 272 284 1,036 2,339

Unemployment Insurance 42 45 45 43 43 44 46 49 52 55 57 60 221 493

Railroad Retirement 4 4 4 4 4 4 4 5 5 5 5 5 22 45

Other Retirement 4 4 4 4 4 4 4 3 3 3 3 2 20 34

Total 794 838 882 925 970 1,017 1,064 1,112 1,161 1,212 1,264 1,319 4,857 10,926
Source: Congressional Budget Office.

associated with other federal retirement programs will be
lower as the number of workers covered by Railroad
Retirement and the old Civil Service Retirement System
declines. Last, the share of wages subject to the Social
Security tax will continue to decrease as a slightly higher
fraction of total wage and salary income rises above the
taxable maximum.

Compared with its projections last August, CBO now
anticipates about $33 billion more in social insurance tax
receipts for the 2006-2015 period. Changes in CBO’s
economic forecast—mainly higher projections of nomi-
nal wages and salaries in the later years of the baseline
period—account for $40 billion of that increase. Offset-
ting that amount by about $6 billion are reductions in
revenue projections because of technical factors, primarily
the effects of changes in unemployment benefits on state
unemployment trust funds and small changes in the pro-
jections of the share of wages subject to social insurance
taxes.

Corporate Income Taxes

Receipts from corporate income taxes have grown sharply
in the past two years—to $278 billion in 2005, more
than twice the amount recorded in 2003. They totaled
2.3 percent of GDP in 2005, a level just slightly above
the 2.2 percent observed in the late 1990s. CBO projects
that corporate tax revenues will increase by 8.6 percent in
20006, to $302 billion (see Table 4-7). Because profits are
expected to grow more slowly than GDP after 2000,
however, the sharp increase in receipts as a share of GDP
observed in the past two years is expected to reverse.
Receipts will remain near their 2006 level through 2011
in dollar terms, CBO projects, but will fall to 1.7 percent

of GDP by 2016, levels similar to those seen in the early
1990s.

Receipts in Recent Years. Receipts from corporate in-
come taxes—Ilike those from individual income taxes—
rose relative to the size of the economy in the 1990s, fell
sharply between 2000 and 2003, and have rebounded
strongly in recent years. Corporate receipts peaked at
about 2.2 percent of GDP during the 1996-1998 period,
earlier than the peak for individual income taxes, and
then dipped just slightly by 2000, to 2.1 percent of GDP.
The recession in 2001 reduced profits and tax revenues
substantially. Business tax incentives enacted in the Job
Creation and Worker Assistance Act of 2002 (JCWAA)
and JGTRRA further reduced revenues. Corporate prof-
its rebounded strongly in 2003, but corporate tax receipts
as a share of GDP fell to 1.2 percent, their lowest share
since 1983. Profits again grew strongly in 2004, and with
the expiration of the tax incentives at the end of 2004,
corporate receipts reached 2.3 percent of GDP in 2005,
their highest share since 1980.

Tax provisions enacted after 2001, especially the business
tax cuts in JCWAA and JGTRRA, have had a substantial
effect on recent corporate tax liabilities and receipts.
Combined, JCWAA and JGTRRA allowed firms to
expense (immediately deduct from their taxable income)
between 30 percent and 50 percent of any investment
made in equipment between September 11, 2001, and
December 31, 2004. Prior to 2005, when they expired,
those partial expensing provisions both reduced taxable
corporate profits and tax payments and increased corpo-
rate refunds, thereby reducing net corporate tax receipts.
The American Jobs Creation Act of 2004 (AJCA) also
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Table 4-7.
CBO’s Projections of Corporate Income Tax Receipts and Tax Bases
Total, Total,
Actual 2007- 2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016

Corporate Income

Tax Receipts
In billions of dollars 278 302 296 300 303
As a percentage of GDP 2.3 2.3 2.1 2.1 2.0
Annual growth rate 47.0 86 -2.2 15 1.0

Corporate Book Profits
In billions of dollars 1328 1,476 1,438 1,439 1,459
As a percentage of GDP 108 11.3 104 9.9 9.6
Annual growth rate 284 112 -2.6 * 15

Taxable Corporate Profits®
In billions of dollars 1,020 1,115 1,064 1,053 1,054
As a percentage of GDP 8.3 8.5 7.7 7.3 6.9
Annual growth rate 341 93 45 -11 0.1

Corporate Receipts
as a Percentage
of Taxable Profits 273

271 278 285 287

1,501

1,073

284

305 309 317 326 335 346 360 1,513 3,197
1.9 1.8 1.8 1.8 1.8 1.7 1.7 n.a. n.a.
0.5 1.6 2.5 2.7 3.0 3.3 3.8 n.a. n.a.

1,543 1,596 1,658 1,724 1,800 1,876 7,380 16,034
9.4 9.2 9.1 9.1 9.0 90 9.0 na. na
2.9 2.8 3.4 3.9 4.0 44 42 na. na

1,091 1,117 1,150 1,186 1,231 1,282 5,335 11,301
6.7 6.5 6.4 6.3 6.2 6.2 6.2 na. na
1.8 1.7 2.3 2.9 31 38 42 na.  na

284 284 283 283 282 280 na. na

Source: Congressional Budget Office.

Notes: The tax bases in this table (corporate book profits and taxable corporate profits) reflect income as measured in the national income

and product accounts rather than as reported on tax returns.

GDP = gross domestic product; n.a. = not applicable; * = increase of less than 0.05 percent.

a. Taxable corporate profits are defined as book profits minus profits earned by the Federal Reserve System, transnational corporations, and
S corporations and minus deductible payments of state and local corporate taxes. They include capital gains realized by corporations.

affected corporate tax receipts in 2005. AJCA repealed
the exclusion on a portion of income earned by exporters
(called extraterritorial income), allowed a deduction for
income attributable to production in the United States,
and altered numerous other tax provisions for both do-
mestic and foreign corporations, including temporarily
reducing the tax rate on repatriated foreign income, thus
inducing firms to repatriate foreign earnings in 2005.
The Gulf Opportunity Zone Act of 2005 provided tax
incentives for various investments, which are expected to
reduce corporate tax receipts in 2006 and 2007.

Projected Receipts. CBO’s projection of corporate tax re-
ceipts depends critically on its projection of book profits.
The national income and product accounts measure book
profits (also called profits before tax) by assuming that
depreciation deductions generally follow the rules pre-
scribed in tax law. For that and other reasons, book prof-
its are the measure in the national income and product

accounts that most closely approximates the tax base for
the corporate income tax (see Box 4-2 on page 88). CBO
makes certain adjustments to book profits to generate a
closer approximation, called taxable corporate profits.

CBO’s projection of book profits is heavily influenced by
assumptions about depreciation deductions and, espe-
cially in the near term, contributions to underfunded
pension plans (see Box 2-2 on page 34). CBO projects
that taxable corporate profits will decline slightly in 2007
and 2008, stabilize in 2009, and then grow through
2016, although more slowly than GDP. In the near term,
increases in contributions to defined-benefit pension
plans will reduce profits relative to GDP. In the longer
term, the strength of businesses” investment in equipment
over the 2004-2007 period is expected to generate in-
creased depreciation deductions for several years after the
investment strength dissipates, thereby reducing profits
relative to GDP. Expiration of the partial-expensing pro-
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visions at the end of 2004 also contributes to the pro-
jected decline in profits relative to GDP after 2006. Prof-
its were held down by the partial-expensing provisions in
2004, but for the same reason they will be higher for
several years after 2004 than they otherwise would have
been. Those higher profits result because the partial
expensing provisions allowed firms to take their deduc-
tions earlier than they otherwise would have, leaving
fewer deductions, and correspondingly higher profits, for
later years. The largest increases in profits that are pro-
jected to result from partial expensing occur in 20006,
with the increases diminishing thereafter.

According to CBO’s projections, corporate income tax
receipts will increase slightly faster than corporate profits
over the 2007-2009 period. Much of that increase in the
average tax rate on profits will be caused by the recapture
of depreciation deductions taken under partial expensing
through 2004, as well as by the effects of other legislation
discussed above. Some of the increase also stems from the
relationship between gross taxable profits (a measure that
includes only the profits of profitable firms) and net tax-
able profits (a measure that also includes losses of unprof-
itable firms). Because only profitable corporations pay
taxes, gross profits are a better measure of the tax base
than are net profits. The ratio of gross profits to net prof-
its varies with the ratio of (net) profits to GDP. If the
ratio of profits to GDP falls substantially, as is projected
to occur between 2007 and 2009, some of the weakness
in profitability will occur in firms in a loss position rather
than in those with profits, dampening the impact on cor-
porate tax liabilities. After 2009, when CBO anticipates
that the profit share of GDP will decline at a much slower
rate, the projection for the average tax rate (which mea-
sures taxes relative to net taxable profits) becomes more
stable and receipts closely follow the profits projection.

The Longer-Term Implications of the Recent Increase in
Profits and Receipts. The latest historical data on profits
and CBO’s estimates of other relevant measures are now
roughly consistent with the strong level of corporate tax
receipts paid in 2005. In January 2005, CBO projected
that receipts would total $216 billion that year, about
$62 billion less than the amount actually paid. Since
then, taxable profits have been revised upward by about
$160 billion for 2004 and by about $140 billion for
2005. Some of those reestimates reflect upward revisions
to profits as reported in the national income and product
accounts for 2004 and early 2005. Furthermore, CBO

has increased its projection of corporations’ capital gains
realizations based on movements in capital gains

of individuals, which are now known to have grown
robustly in 2004. CBO also has increased its estimates
of the amount of gross profits recorded relative to net
profits.

CBO considers the substantial increase in corporate
receipts relative to GDP that occurred in 2005 to be
mostly temporary because the factors driving it are
mainly temporary. Most important, CBO projects that
the NIPA measure of book profits relative to GDP
peaked in 2005 and will steadily decline throughout the
projection period.

In addition, corporate capital gains are projected to
decline slightly relative to GDP as they return to their
historical norms. Further, any boost to receipts in 2005
from repatriations of foreign earnings is expected to be
temporary as well as relatively small. As a result of those
factors, CBO projects that corporate receipts relative to
GDP will decline steadily to 1.7 percent by 2016, more
in line with receipts recorded in the early 1990s than with
the higher amounts recorded in the late 1990s and in
2005.

Changes Since August 2005. The new outlook for corpo-
rate receipts is larger by about $467 billion over the
2006-2015 period than CBO’s projection from August
2005. About $396 billion of the increase reflects changes
in the economic projection. Corporate profits are ex-
pected to be higher in all years partly because projected
GDP is higher and a portion of that additional GDP is
expected to accrue to profits. In addition, the profit share
of GDP is projected to be higher than CBO projected in
the summer. For the near term, CBO has raised its pro-
jection of the level of profits to reflect lower estimates of
employers’ contributions to defined-benefit pension
plans. For the longer term, it has raised its projection of
the profit share of GDP to reflect lower shares allocated
to business interest costs and proprietors” income.

Technical changes account for an additional $74 billion
of CBO’s increase in projected corporate tax revenues
since the summer. Most of that increase results from a
raised estimate of capital gains realizations for 2004,
which persists to a diminishing degree over time in the
projection.
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Table 4-8.
CBO’s Projections of Excise Tax Receipts, by Category
(Billions of dollars)
Total, Total,
Actual 2007- 2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
Highway Taxes 36.6 38.1 38.9 39.7 40.6 414 448 46.7 47.7 48.6 49.6 50.6 205.4 448.7
Airport Taxes 10.2 10.9 11.6 12.3 13.0 13.8 14.5 15.3 16.1 16.9 17.7 18.6 65.2 149.7
Telephone Taxes 5.9 5.3 4.6 49 5.2 5.3 5.3 5.3 5.4 5.4 5.5 55 253 524
Alcohol Taxes 8.6 8.8 9.0 9.2 9.5 9.7 99 10.2 104 107 109 11.2 473 100.7
Tobacco Taxes 8.7 8.9 8.7 8.6 8.5 8.4 8.4 8.3 8.2 8.1 8.0 79 426 831
Other Excise Taxes 3.1 3.2 3.4 3.4 3.5 3.6 3.6 3.7 3.7 34 3.4 3.4 17.5 35.1
Total 73.1 752 762 782 803 822 866 895 914 93.1 951 971 403.5 869.7
Source: Congressional Budget Office.

Excise Taxes

Receipts from excise taxes are expected to continue their
long-term decline as a share of GDP over the 10-year
projection period, falling from 0.6 percent last year to 0.5
percent in 2008 and through the end of 2016. Most
excise taxes—those generating about 80 percent of total
excise revenues—are levied per unit of good or per trans-
action rather than as a percentage of value. Thus, excise
receipts grow with real GDP, but they do not grow as fast
as nominal GDP does.

Nearly all excise taxes fall into five major categories: high-
way, airport, telephone, alcohol, and tobacco taxes (see
Table 4-8). Almost half of excise receipts are earmarked
by law for the Highway Trust Fund; they come primarily
from taxes on gasoline and diesel fuel. Those and other
highway receipts are projected to grow at an average
annual rate of 2.9 percent between 2006 and 2016,
boosted a bit in 2011 when reduced tax rates on ethanol-
blended fuels expire. (They would average about 2.0 per-
cent annual growth without that change in law.) Most
airport excise taxes are levied as a percentage of ticket
prices, so they tend to grow at a faster rate than the other
categories do, increasing by an average of 5.6 percent
annually between 2006 and 2016. Receipts from alcohol
taxes are projected to rise at about the rate of real GDP
over the projection period. As per capita use of tobacco
products continues to decline, receipts from tobacco taxes
are expected to decline slowly through 2016 and to be

only partially offset by increases in population.

The telephone tax is projected to decline in the near term
and then slowly increase, ending the projection period at
about 7 percent below its level in 2005. The telephone
tax is a 3 percent levy on the value of local, toll (long dis-
tance), and wireless phone services. Recently, the compo-
nent of the tax derived from toll services has been chal-
lenged in court on the basis that most such charges no
longer meet the statutory definition of taxable toll ser-
vices. The IRS has lost numerous cases defending the toll
tax, including three in federal courts of appeal. The
agency continues to collect the tax and is appealing deci-
sions in other courts. CBO’s projections assume that
there is a significant likelihood—about 75 percent—that
the IRS will acquiesce or lose those cases by 2007 and the
tax on toll services will be terminated. However, CBO’s
projection also assumes that there is about a 25 percent
likelihood that the tax on toll services will continue. The
other components of the telephone tax are expected to
continue, although the tax on wireless services also could
be challenged and subject to legal action in coming years.

IRS termination of the toll tax would require the agency
to issue refunds, if requested by taxpayers, on toll service
payments made for about three years prior to the date of
termination. Those refund payments, which CBO
assumes would be requested primarily by businesses with
large phone bills, would significantly reduce projected
revenues from the telephone tax over the next few years;
in the long term, however, the decline would be much
smaller. Toll services are projected to represent a declining
component of the overall telephone tax base, even if the
tax on toll services stays in place, because of continued
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Table 4-9.

CBO’s Projections of Other Sources of Revenue

(Billions of dollars)

Total, Total,

Actual 2007- 2007-

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016

Estate and Gift Taxes 25 28 26 28 29 22 20 45 49 55 61 67 124 402

Customs Duties 23 25 26 28 29 30 31 33 35 37 39 41 145 329

Miscellaneous Receipts

Federal Reserve System earnings 19 27 32 35 37 39 41 42 44 46 48 50 182 414

Universal Service Fund 7 7 8 8 8 8 8 8 8 8 9 9 39 81

Other 6 7 8 7 6 6 6 6 7 7 7 7 34 67

Subtotal 33 41 47 49 51 53 55 57 59 61 63 66 255 562

Total 81 94 99 105 108 105 106 135 143 153 164 173 524 1,293
Source: Congressional Budget Office.

declines in prices and the increasing prevalence of wireless
services. Telephone tax revenues overall are projected to
increase in the longer term because of growth in the wire-
less component.

CBO’s current projection of total excise tax receipts for
the baseline period is about $3 billion lower than the pro-
jection it published in August. Changes in CBO’s eco-
nomic forecast raised the earlier projection by $1 billion,
which is offset by a downward technical adjustment of $5
billion over the 10-year period. The decreases attributable
to technical factors reflect a larger portion of lower-taxed
ethanol blends in motor-fuel consumption than previ-
ously expected and a drop in receipts derived from the
telephone tax.

Estate and Gift Taxes

If provisions of current law remain in place, CBO
projects, receipts from estate and gift taxes will fall from
0.2 percent of GDP in 2005 to 0.1 percent in 2010 and
2011, and then jump to 0.3 percent of GDP in 2012 and
thereafter. That pattern reflects the phaseout of the estate
tax through 2010 as provided by the Economic Growth
and Tax Relief Reconciliation Act of 2001 (EGTRRA)
and the subsequent reinstatement of the tax in 2011.

In the past, revenues from estate and gift taxes tended to
grow more rapidly than income because the unified credit
for the two taxes, which effectively exempts some assets

from taxation, is not indexed for inflation. However,
under EGTRRA, the pattern of receipts over time has
changed dramatically. The estate tax under current law is
gradually being eliminated (albeit temporarily), and the
gift tax remains in the tax code but in a modified form.
EGTRRA effectively exempted $1.5 million of an estate
from taxation in 2005. That amount increases to $2.0
million this year and will rise again in 2009 to $3.5 mil-
lion. EGTRRA is also reducing the highest tax rate on
estates incrementally from 50 percent in 2002 to 45 per-
cent in 2007 and then will eliminate the tax in 2010.
That year, the gift tax rate is slated to be 35 percent, its
lowest rate over the projection period. The law is cur-
rently set to reinstate the estate and gift tax at pre-

EGTRRA levels in 2011.

Because estate tax liabilities are paid after a lag, and
because the gift tax remains in the tax code, receipts
from estate and gift taxes do not disappear completely in
CBO’s projection but instead reach a trough in 2010
and 2011 (see Table 4-9). The expected receipts in 2011
result largely from taxable gifts that people bestow in
2010 because of the relatively low rate and the legislated
reinstatement of the estate tax in 2011. Those gifts would
otherwise have been given in earlier or later years and
therefore affect the pattern of receipts throughout the
2006-2016 period. CBO estimates that after 2011, estate
and gift tax receipts will return to roughly their 2002
share of GDP.
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Since August, CBO has raised its projections of estate and
gift receipts over the 2006-2015 period by $12 billion.
More than $4 billion of that increase is attributable to
changes in CBO’s economic forecast and almost $8 bil-
lion results from technical reestimates. The technical
reestimates stem partly from the stronger-than-expected
growth in the value of assets, especially owner-occupied
housing, in the second half of calendar year 2005, which
boosts the size of taxable estates and generates increased
tax receipts. Based on new data indicating that the level
of gift tax receipts in 2005 was higher than had been
expected, CBO also increased its estimates of gift tax
receipts between 2006 and 2010. For 2011 alone, CBO
has slightly reduced its projection of gift tax receipts as a
result of reducing its estimates of the amount of gifts that
are expected to be shifted from other years into 2010, just
before the expiration of the reduced rate of tax on gifts
and reinstatement of the estate tax.

Other Sources of Revenue

Customs duties and numerous miscellaneous sources
yield much smaller amounts of revenue than the major
levies do. CBO estimates that those revenues will remain
fairly steady as a share of GDP—at about 0.5 percent—
throughout the projection period.

CBO further projects that customs duties will grow over
time in tandem with imports. Because the value of
imports is projected to grow slightly faster than GDP
over the projection period, customs duties will tend to
rise slightly relative to GDP. However, the effect is offset
in part as various tariff reductions take effect. Projections
of customs duties over the 2006-2015 period are about
$17 billion lower compared with the August projections.
The reduction in collections is more significant in the
later years of the projection period and is attributable
primarily to lower projected imports.

Profits of the Federal Reserve System—the largest com-
ponent of miscellaneous receipts—are counted as reve-
nues when they are remitted to the Treasury. Those prof-
its depend on the interest that the Federal Reserve earns
on the portfolio of securities that it owns and on gains
and losses from its holdings of foreign currency. Remit-
tances to the Treasury also depend on the amount that is
retained by the Federal Reserve in its surplus account and
the amount paid in dividends to member banks. Federal
Reserve earnings have declined each year since 2001.
Interest rates generally declined through early 2004, espe-
cially on short-term securities that make up most of the
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Federal Reserve’s portfolio. Additionally, in the past two
years, some bank merger activity substantially increased
the assets of member banks, and the Federal Reserve, fol-
lowing its longstanding policy, responded by retaining
more of its earnings in its surplus account. That addition
to its surplus account caused a reduction in federal reve-
nues. For the projection period, CBO expects that, on
average, short- and long-term interest rates will rise
through the first half of calendar year 2006 and remain
relatively stable thereafter, which will increase receipts
from the Federal Reserve System between 2007 and 2016
to a level that is more consistent with the relationship to
GDP that existed in the 1990s.

Since August, CBO has increased its projection of
receipts from the Federal Reserve for the 2006-2008
period by about $3 billion and reduced it for the 2009-
2015 period by about $13 billion. Interest rates are pro-
jected to be slightly higher in the near term and lower in
the longer term than projected in August. CBO also has
made upward technical adjustments to its projection of
other miscellaneous receipts—mostly to immigration,
passport, and consular fees—totaling about $7 billion
between 2006 and 2015.

The Effect of Expiring Tax Provisions
CBO’s revenue projections rest on the assumption that
current tax laws remain unaltered by future legislative
changes. Thus, the projections assume that provisions
that are currently scheduled to expire will do so. The sole
exception to that approach is the expiration of excise taxes
dedicated to trust funds; under the rules that govern the
baseline, those taxes are assumed to continue regardless of
whether they are scheduled to expire.

The assumption that tax provisions will expire as sched-
uled has a significant impact on CBO’s projections.
Many of the expiring provisions were enacted many years
ago but are routinely extended, and most reduce receipts.
Others that were instituted within the past few years also
act to reduce revenues; their expiration implies substan-
tial increases in taxes over the projection period. If those
provisions were extended rather than allowed to expire,
future revenues would be lower (and not consistent with
the baseline projections that assume current law). To pro-
vide as complete an outlook for revenues as possible, this
section lists the various tax provisions whose expiration is
reflected in CBO’s baseline. The Joint Committee on
Taxation (JCT) provided the estimates of the revenue
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effects of extending most of the provisions (see Table 4-
10 on page 102).

The revenue estimates associated with the extensions
cited in this section do not include any effects of the pro-
visions on the macroeconomy. In many instances, macro-
economic feedbacks would be too small to have a sub-
stantial effect on the estimates. However, certain expiring
tax rate reductions influence labor supply and growth in
CBO’s baseline economic projection. Hence, the full
“dynamic” revenue effect of extending some of those pro-
visions would differ from the estimates presented in this
section.

Provisions Scheduled to Expire During the
Projection Period

A number of tax law provisions either just expired at the
end of 2005 or are scheduled to expire between 2006 and
2016. From a budgetary perspective, the most significant
of those are the tax provisions enacted in EGTRRA, as
modified by JGTRRA and the Working Families Tax
Relief Act of 2004 (WETRA). The higher amount of
income exempt from the individual AMT expired at the
end of 2005, along with the deduction allowed for quali-
fied education expenses.” The credit allowed for certain
contributions to IRA and 401 (k) plans expires at the end
of 2006, and the higher amount of expensing of invest-
ment allowed for small businesses expires after 2007. The
lower tax rates on dividends and capital gains enacted in
JGTRRA expire at the end of 2008. The rest of the provi-
sions addressed by those three laws—which represent the
bulk of the budgetary effect—expire on December 31,
2010. Those provisions include decreases in statutory tax
rates for individuals, increases in the child tax credit, and
repeal of the estate tax.

Assuming that the expiring provisions enacted in
EGTRRA, JGTRRA, and WFTRA were extended, CBO
and the Joint Committee on Taxation estimate that reve-
nues will be about $2.0 trillion lower through 2016.
Almost 90 percent of that reduction will occur between
2011 and 2016. However, extending the changes to estate
and gift taxes, which expire at the end of 2010, could
reduce revenues as early as 2007 because some taxpayers
might postpone taxable gifts that they otherwise would

5. Inlate 2005, the House and Senate passed separate temporary
extensions of many provisions that expired at the end of 2005, but
those extensions have not yet become law. Several times in the
past, expiring provisions have been extended retroactively.

have made during this decade if they knew that the repeal
of the estate tax would become permanent in 2011.

Those estimates of the effects of extending expiring provi-
sions incorporate the assumption that the higher exemp-
tion levels for the AMT, which expired after 2005, would
be extended (retroactively) at their 2005 levels. Under
that assumption, the exemption levels would not rise
with inflation, so a growing number of taxpayers would
still become subject to the AMT over time—albeit fewer
than if the higher exemption levels were not extended.
Although the higher levels expired at the end of 2005, the

estimates assume that they are extended retroactively.

Another 65 provisions not initially enacted in EGTRRA,
JGTRRA, or WFTRA also expired at the end of 2005 or
are scheduled to expire between 2006 and 2016; of those,
all but five would reduce revenues if extended. Extending
the 60 revenue-reducing provisions would decrease
receipts by $445 billion between 2007 and 2016. The
provision with the largest effect is the research and exper-
imentation tax credit, which was enacted in 1981.
WEFTRA extended that provision for the 10th time,
through the end of 2005. Continuing the credit would
reduce revenues by about $81 billion over the 2007-2016
period. The provision that allows individuals to claim
nonrefundable personal credits against the AMT, first
enacted in 1998, also is set to expire after 2005. Extend-
ing that provision would reduce revenues by about $74
billion through 2016, according to JCT. The reduced tax
rate on repatriated dividends, enacted in AJCA in 2004,
expires in 2006, and JCT estimates that extending it
would reduce revenues by $57 billion over the next 10
years. Extending the exemption for certain active financ-
ing income from the Subpart F rules of the tax law, which
expires at the end of 2006, would reduce revenues by $45
billion through 2016. Extending the deduction allowed
for state and local general sales taxes, which was also
enacted in AJCA in 2004 and expired at the end of 2005,
would reduce revenues by about $42 billion through
2016. Last year, policymakers enacted about 12 new
expiring provisions in the Energy Policy Act of 2005,
providing tax incentives for various types of activities. If
extended, those provisions would reduce revenues by an
estimated $9 billion from 2007 through 2016.

Conversely, five provisions that are set to expire over
the next decade would increase revenues if they were
extended. The provision with the largest effect is the Fed-
eral Unemployment Tax Act surcharge, which would
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boost revenues by about $13 billion between 2008 and
2016 if extended. The other provisions include assessing
fees for the reclamation of abandoned mines; allowing the
IRS to impose fees on businesses for providing ruling,
opinion, and determination letters; allowing employers to
transfer excess assets in defined-benefit pension plans to a
special account for retirees’ health benefits; and providing
a reduction in required contributions to defined-benefit
plans of the steel, airline, and certain other industries.
Extending the mine reclamation fees would raise almost
$2 billion from 2007 to 2016. The other three provi-
sions, if extended, would raise about $160 million alto-
gether through 2016.

Expiring Provisions That Are Included in

CBO’s Baseline

Rules enacted in the Balanced Budget and Emergency
Deficit Control Act of 1985, as amended, require CBO
to include in its projections excise tax receipts earmarked
for trust funds, even if those taxes are scheduled to expire.
The largest such taxes that are slated to expire over the
next 10 years finance the Highway Trust Fund. Some of
the taxes for that fund are permanent, but most of them
end on September 30, 2011. Extending those taxes con-
tributes about $42 billion to CBO’s revenue projections
in 2016, or about 43 percent of that year’s total excise tax
receipts.

Other expiring trust fund taxes, if extended, would
account for smaller amounts of revenue in 2016, CBO
estimates. Taxes dedicated to the Airport and Airway
Trust Fund, which are scheduled to expire at the end of
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September 2007, contribute about $18 billion to reve-
nues in 2016. Taxes for the Leaking Underground Stor-
age Tank Trust Fund, set to end in 2011, add about $300
million to revenues in 2016. In addition, the new assess-
ment on tobacco manufacturers enacted in AJCA expires
on September 30, 2014. Because the receipts from that
assessment are dedicated to the Tobacco Trust Fund,
baseline rules require CBO to assume that the assessment
is extended, which adds nearly $1 billion to revenues in
2016. Finally, the tax on domestic and imported petro-
leum that is dedicated to the Oil Spill Liability Trust
Fund, which was established in the Energy Policy Act of
2005, is set to expire on December 31, 2014. Extending
the tax would increase revenues by $415 million in 2016.
No other expiring tax provisions are automatically ex-

tended in CBQO’s baseline.

Total Effect of Expiring Provisions

If all of the tax provisions that are scheduled to expire
were extended together, the revenue projection for 2006
would be about $11.5 billion lower. That revenue loss
would grow to $57 billion in 2007 and to $106 billion in
2010, before jumping to $254 billion in 2011 and then
reaching $455 billion in 2016. For the entire 2007-2016
period, projected revenues would be reduced by about
$2.64 trillion. That estimate includes interactions among
the provisions. In particular, two AMT provisions—
increasing the exemption amount for that tax and allow-
ing certain personal credits to reduce AMT liability—
interact with each other and with provisions that affect
individual income tax rates.
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Table 4-10.

Effects of Extending Tax Provisions Scheduled to Expire Before 2016

(Billions of dollars)

Total, Total,
Expiration 2007- 2007-
Tax Provision Date 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
Provisions That Expired in 2005
Reduce Pension
Contributions of Certain
IndUStrieS 12/27/05 **% ** ** * * * * * * * * ** *%
Archer Medical Savings
Accounts 12/31/05 * * * * * * * * * * * * *
Brownfields Remediation
Expensing 12/31/05 0.2 -03 -03 -0.3 0.2 0.2 0.2 -0.2 -0.2 0.2 0.2 -1.3 -2.3
Corporate Contributions
of Computers to Schools 12/31/05 -0.1 -01 -0.2 -0.2 0.2 0.2 0.2 -0.2 -0.2 0.2 0.2 0.8 -1.9
Credit for Electric Vehicles  12/31/05 * * * * * * * * * * * * *
Credit for Research and
Experimentation 12/31/05 21 -44 57 -6.8 7.7 83 8.7 9.2 9.7 -102 -10.7 -328 81.2
Deduction for Qualified
Education Expenses 12/31/05 -04 -1.7 -18 -19 2.0 2.0 -l.7 -1.8 -1.8 -1.8 -1.8 9.5 -18.5
Deduction of State and
Local Sales Taxes 12/31/05 -1.3 2.6 -27 -29 3.5 4.2 4.6 4.8 5.1 5.4 5.6  -16.0 -41.5
Deduction for Teachers'
Classroom Expenses 12/31/05 * 02 02 -02 0.2 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2 -1.0 2.1
Depreciation for Business
Property on Indian
Reservations 12/31/05 0.1 -04 -04 -04 0.3 0.3 0.2 -0.2 -0.2 0.2 0.1 -1.8 -2.6
Depreciation of Leasehold
and Restaurant
Equipment 12/31/05 0.1 -03 -0.6 -10 -1.3 -1.6 2.0 2.3 -2.6 3.0 3.3 4.8 -18.0
Increased AMT Exemption
Amount 12/31/05 6.5 -42.0 -42.0 -49.0 -563 471 -29.6 341 393 -45.6 523 -236.4 -437.5
Indian Employment Tax
Credit 12/31/05 * * 01 -01 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.3 -0.6
Interest Rate for Pension
Plan Liability and
Benefits Calculations 12/31/05 0.3 15 1.0 -0.9 0.6 0.5 0.3 0.2 0.2 0.1 -0.1 0.6 0.4
Net Income Limitation
for Marginal Oil and
Gas Wells 12/31/05 0.1 -01 -01 -0.1 0.1 0.1 0.1 -0.1 -0.1 0.1 0.1 0.4 -0.9
Qualified Zone Academy
Bonds 12/31/05 * * * * 0.1 0.1 0.1 -0.1 -0.1 0.1 0.2 0.2 -0.8
Rum Excise Tax Revenue
to Puerto Rico and the
Virgin Islands 12/31/06 0.1 -01 -01 01 0.1 -0.1 -0.1 -0.1 -0.1 0.1 -0.1 -0.4 -0.9
Special Rules for
Pension Plans of Bus
Companies 12/31/05 e ** * * * * * * * * * * *
Tax Incentives for
Investment in the
District of Columbia 12/31/05 0.1 -01 -01 -01 0.1 0.1 0.2 -0.2 -0.2 0.3 0.3 0.5 -1.7

Continued
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Table 4-10.
Continued

(Billions of dollars)

Total, Total,
Expiration 2007- 2007-
Tax Provision Date 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016

Provisions That Expired in 2005 (Continued)

Treatment of Personal
Credits Under AMT 12/31/05 0.3 3.8 -39 -42 4.6 5.6 8.7 9.6 -104 -11.2 -119 222 -73.9

Welfare-to-Work Tax Credit 12/31/05 * * 01 -01 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.3 -0.9
Work Opportunity

Tax Credit 12/31/05 0.1 -0.2 -03 -04 0.4 0.4 0.5 -0.5 -0.5 0.6 0.6 -1.8 4.5
Hurricane Relief

Provisions Various® 0.9 -1.8 2.6 3.2 3.3 3.3 3.4 3.5 3.6 3.7 3.8 -143 32.2

Provisions That Expire Between 2006 and 2016

Abandoned Mine

Reclamation Fees 06/30/06 bl 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.9 1.9
Reduced Tax Rate on

Repatriated Dividends 10/20/06 * 03 26 35 4.6 5.3 6.1 -7.0 8.1 93 -101 -16.3 57.0
Andean Trade Preference

Initiative 12/31/06  n.a. * * * * * * * * 0.1 0.1 0.2 -0.4
Combat Pay in Earned

Income for Refundable

Credits 12/31/06  n.a. 0 * * * * * * * * * * -0.1
Credit for IRA and

401(k)-Type Plans 12/31/06 na. 0.5 -1L4 -13 -1.2 -11 0.9 -0.8 -0.8 0.7 0.7 5.6 9.5
Depreciation for Clean-Fuel

Automobiles 12/31/06  n.a. * * * * * * * * * * * -0.1
Generalized System of

Preferences 12/31/06 na. -03 -0.6 -0.7 0.7 0.7 0.8 -0.8 -0.9 0.9 -1.0 3.1 -7.5
Parity in Mental Health

Benefits 12/31/06  n.a. * 01 -01 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.3 -0.7

Reduction in Policyholder
Dividends for Insurance

Companies 12/31/06  n.a. * * * * * * * * * * * *
Subpart F for Active

Financing Income 12/31/06 na. -0.8 -23 -26 -4.0 -4.6 5.1 5.6 -6.1 6.8 7.2 -144 -45.2
Tax Incentives for Areas of

New York City

Damaged on 9/11 Various” * 02 04 -03 0.3 0.3 0.3 -0.2 -0.2 0.2 0.2 -1.6 -2.7
Treatment of Income of

Electric Cooperatives 12/31/06  n.a. * * * * * * * * * * 0.1 -0.3
African Growth

Opportunity Act—

Least Developed

Countries 09/30/07 n.a. na. * * * * * * 0.1 0.1 0.1 0.2 -0.4
Credit for Alternative Fuel

Stations 12/31/07  n.a. na. * * * * * * * * * * 0.1
Credit for Business Solar

Equipment 12/31/07 n.a. na 0 * * * * * * * * * -0.2

Continued
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Table 4-10.
Continued

(Billions of dollars)

Total, Total,
Expiration 2007-  2007-
Tax Provision Date 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016

Provisions That Expire Between 2006 and 2016 (Continued)
Credit for Electricity
Production from
Renewable Sources 12/31/07 na. na -0.1 -03 -0.5 -0.9 -1.3 -1.8 -2.4 3.0 3.4 -1.8 -13.8

Credit for Energy

Efficient Appliances 12/31/07 n.a. na. * * * * * * * * * * *
Credit for Energy Efficient

Homes 12/31/07 na. na. 01 03 0.4 -0.4 -0.4 -0.4 0.5 0.5 0.5 -1.2 3.5
Credit for Fuel Cells 12/31/07 na. na. * * * * * * * * * * -0.1
Credit for Residential Solar

Equipment 12/31/07 na. na. * * * * * * * * * 0.1 -0.2
Deduction for Energy

Efficient Buildings 12/31/07 na. na. 01 0.2 0.2 0.2 0.2 -0.2 0.2 -0.2 -0.2 -0.7 -1.8
Depreciation Period for

Motor Tracks 12/31/07 na. na. * * * * * * * * * -0.1 -0.3
Disposition of Electric

Transmission Property ~ 12/31/07  na. -01 -03 -0.3 0.3 -0.2 -0.2 -0.2 -0.2 -0.1 * -1.2 -1.8
Dividends of Mutual Funds  12/31/07 n.a. n.a. * 01 0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.2 -0.7

FUTA Surtax of
0.2 Percentage Points 12/31/07 na. na. 1.0 15 15 15 15 15 15 16 1.6 5.5 13.3

New Markets Tax Credit 12/31/07 na. na -01 -03 0.4 -0.6 -0.8 -1.0 -1.2 -1.3 -1.4 -1.5 -7.3
Renewable Energy Bonds 12/31/07 na.  na. * * * * * * * * * * *
Section 179 Expensing 12/31/07 na. na 24 40 -2.8 -1.9 -1.4 -1.0 -0.8 -0.8 0.8 -11.1 -15.9
Tax Credit for Maintaining

Railroad Tracks 12/31/07 n.a.  na. * <01 0.1 0.1 0.2 0.2 -0.2 -0.2 -0.2 -0.3 -1.2
Caribbean Basin Trade

Partnership Act 09/30/08  n.a. na. na. * * * * * * * * -0.1 -0.2
Biodiesel Credits 12/31/08 na. na na 01 0.1 -0.2 -0.2 -0.2 0.2 0.2 0.3 0.4 -1.5
Expensing of Film and TV

Productions 12/31/08  n.a. n.a. n.a. * 0.1 -0.1 -0.1 * * * * 0.2 -0.4
Reduced Tax Rates on

Dividends 12/31/8 na. na 02 -29 -109 -153 -171 -188 -203 -21.5 -228 -29.3 -129.7
Reduced Tax Rates on

Capital Gains 12/31/08 na. na -15 -84 1.0 -8.7 -8.6 -8.9 9.2 9.4 9.7 -17.6 -63.4
Use of Losses by

Electric Companies 12/31/08 na. na.  na na 0.1 * * * * * * 0.1 -0.3
Tax Credit on Alternative

Fuels 09/30/09 na. na  na na 0.2 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 0.5 -2.0
Sustainable Design Project

Bonds 09/30/09 na. na  na b b b b . . . b b b
Empowerment and

Renewal Zones 12/31/09 na. na.  na na 0.7 -1.5 -1.6 -1.8 -1.9 2.0 2.2 2.1 -11.7
Exclusion of Gain on

Brownfield Transactions 12/31/09 n.a. n.a. na. x* x* *x *x * -0.1 -0.1 -0.1 *x -0.2
Nonconventional Fuel Credit 12/31/09  n.a. n.a. n.a. n.a. * * * * * * * * -0.2
Tax Incentives for Certain

Diesel Fuel Production 12/31/09 na. na.  na na * * *x ** *% *k ol * *

Alcohol Fuel Tax Credit 12/31/10  na. na.  na na n.a. -1.9 -2.6 -2.7 -2.8 -2.8 -2.9 -1.9 -15.7

Continued
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Table 4-10.
Continued

(Billions of dollars)

Total, Total,
Expiration 2007~ 2007-
Tax Provision Date 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016

Provisions That Expire Between 2006 and 2016 (Continued)
Authority to Postpone

Certain Tax Payments 12/31/10 na. na.  na  na n.a. * * * * * * * *
Child Credit at $1,000 12/31/10  na. na.  na  na n.a. -6.9 347 -35.0 -35.6 -36.0 -36.6 6.9 -184.8
Earned Income Credit

Modification 12/31/10  na. na. na na n.a. 0.2 -2.8 -2.8 -2.9 -2.8 -2.9 0.2 -14.1
EGTRRA Education

Provisions 12/31/10  na. na.  na  na n.a. -1.1 -2.6 -2.7 -2.9 3.1 3.3 1.1 -15.7

EGTRRA Pension Provisions 12/31/10 n.a. na. na. na. n.a. -2.6 -4.6 5.3 -6.0 -6.8 -7.6 2.6 -32.9
Estate and Gift Tax

Changes 12/31/10 na. -16 -21 -18 25 -298 542 -59.6 648 -68.7 -729 -37.8 -357.9
Expanded 10 Percent
Bracket 12/31/10  na. na.  na  na n.a. 325 467 464 461 453 449 325 -261.8

Income Tax Rates of 25,

28,33, and 35 Percent  12/31/10  n.a. na.  na  na na. -4L6 -623 -66.0 -69.2 -71.0 -748 416 -384.8
Itemized Deduction and

Personal Exemption

Phaseout 12/31/10  na. na.  na na n.a. -6.2 -131 -144 -157 -164 -17.2 6.2 -83.1
Joint Filers' 15 Percent

Bracket and Standard

Deduction 12/31/10  na. na.  na na n.a. -4.3 -5.8 -5.4 -4.9 4.5 -4.2 4.3 -29.1
Other Provisions of

EGTRRA® 12/31/10  na. na.  na  na n.a. -0.2 -0.8 -0.8 -0.9 -0.9 -0.9 0.2 -4.6
Small Ethanol Producer

Credit 12/31/10  na. na.  na na n.a. * * * * 0.1 0.1 * -0.2
Expensing for Liquid Fuel

Refining Equipment 12/31/11 na. na.  na na n.a. n.a. -0.2 -0.3 0.2 0.1 -0.1 n.a. -1.0
Transfer of Excess Assets

in Defined-Benefit Plans  12/31/13 na. na. na.  na n.a. n.a. n.a. n.a. *x *x X n.a. 0.1
IRS User Fees 09/30/14 na. na  na na n.a. n.a. n.a. n.a. n.a. *x ** n.a. 0.1
African Growth

Opportunity Act 09/30/15 na. na.  na  na n.a. n.a. n.a. n.a. n.a. n.a. -0.1 n.a. -0.1

All Expiring Provisions
Interaction from Extending
All Provisions Together 0.6 3.5 31 3.2 33 114 326 341 352 355 348 1.6 -170.5

Total -11.5 -56.9 -70.3 -94.4 -105.9 -254.3 -368.1 -391.3 -414.1 -433.5 -455.2 -581.8 -2,644.1

Sources: Congressional Budget Office; Joint Committee on Taxation.

Notes: * = between -$50 million and zero; ** = between zero and $50 million; n.a.= not applicable; AMT = alternative minimum tax;
IRS = Internal Revenue Service; EGTRRA = Economic Growth and Tax Relief Reconciliation Act of 2001. These estimates assume that
the expiring provisions are extended immediately rather than when they are about to expire. The provisions are assumed to be
extended at the rates or levels existing at the time of expiration. The estimates include some effects on outlays for refundable tax
credits. These estimates do not include debt-service costs.

a. Provisions of the Katrina Emergency Tax Relief Act of 2005 and the Gulf Opportunity Zone Act of 2005 expire at various times between
2005 and 2011.

b. The provisions that increase expensing under Section 179 and allow a five-year lifetime for leasehold improvements expire on 12/31/06.
The provisions related to partial expensing for property placed in service expire on 12/31/06 and 12/31/09.

c. Includes provisions related to the adoption credit, dependent care credit, and the employer-provided child care credit.
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The Budgetary Effects of Hurricane Relief

In the aftermath of Hurricanes Katrina and Rita,
which struck the Gulf Coast in August and September of
last year, the Congress and the President have enacted
several measures to address the damage that those natural
disasters caused. Such actions affect both discretionary
and mandatory spending as well as federal revenues.
Overall, as of this writing, the Congressional Budget Of-
fice (CBO) estimates that additional spending for hurri-
cane-related disaster assistance together with various
forms of tax relief will add at least $54 billion to the defi-
cit for 2006, $23 billion for 2007, $13 billion for 2008,
and smaller amounts thereafter (see Table A-1).

Discretionary Spending

Thus far, the hurricane-related legislation with the largest
effect on the federal budget has been supplemental ap-
propriations for disaster relief. Those appropriations ini-
tially provided a total of $62.3 billion in budget author-
ity—almost all of which (nearly $60 billion) went to the
Federal Emergency Management Agency (FEMA).
Subsequently, the Congress rescinded $23.4 billion of
the funding for FEMA and appropriated that amount,
plus another $5.2 billion, to other agencies for specific
activities.

All told, FEMA has received about $36 billion in budget
authority for relief operations for individuals and for as-
sistance to state and local governments. As of the begin-
ning of January, it had obligated about $21 billion of that
funding: approximately 40 percent was designated for
housing and other assistance to victims of Hurricane Kat-
rina, and most of the rest was allocated for such opera-
tions as debris cleanup and relief coordination and sup-
port. As of that time, the agency had disbursed a total of
about $8 billion.

In addition to the funds provided to FEMA, approxi-

mately $31 billion was made available to other agencies.

Of that amount, policymakers allocated $11.5 billion to
the Community Development Fund of the Department
of Housing and Urban Development. That money is to
be used for longer-term economic development and pub-
lic works projects. The Department of Defense received
$7.6 billion, primarily for costs associated with the de-
ployment of military personnel in support of relief ef-
forts, repairs to military facilities, and repairs to shipyards
that build Navy vessels. In addition, the Army Corps of
Engineers received $3.3 billion, most of which will be
used to repair flood-protection structures in areas affected
by the hurricanes. Another $2.75 billion in funding went
to rebuild highways, and $1.4 billion was designated to
assist affected elementary and secondary schools in re-
opening and to make payments to schools that are serving
displaced students. The remaining $4 billion in budget

authority was spread among various other agencies.

Not all of the supplemental funding will be spent during
20006; instead, outlays will continue over a number of
years. CBO estimates that about $30 billion will actually
be expended this year, with another $16 billion in outlays
in 2007, $12 billion in 2008, and smaller amounts in the
following years. (About $3 billion was spent in 2005 for
disaster assistance after Hurricanes Katrina and Rita,
some of which came from the recently enacted supple-
mental funding and some from previous appropriations.)

Mandatory Spending

The unprecedented number of flood insurance claims re-
sulting from Hurricane Katrina has dwarfed the ability of
FEMA'’s flood insurance program to cover such payments
with premiums. As a result, the program needed legisla-
tive authority to borrow funds from the Treasury to pay
those claims. In recent months, the Congress and the
President have twice raised the borrowing authority for
the program (by a cumulative $17 billion), bringing its
total available borrowing authority to $18.5 billion.
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Table A-1.

Budgetary Effects of Legislation Related to Hurricane Relief

(Billions of dollars)

Total,
2006-
2006 2007 2008 2009 2010 2010
Revenues -7 -5 -1 * * -14
Outlays
Discretionary
FEMA 21 8 4 2 1 36
HUD Community Development Fund 4 5 2 1 11
Department of Defense 1 1 1 * 7
Other 5 3 2 1 * 12
Subtotal, discretionary 30 16 12 5 2 65
Mandatory
Flood insurance 16 1 0 0 0 17
Other 1 1 * -1 * 1
Subtotal, mandatory 17 2 * -1 * 18
Total Outlays 47 18 12 4 2 83
Total Effect of Legislation on the Deficit -54 -23 -13 -5 -2 -97
Source: Congressional Budget Office.

Notes: The estimates in this table do not include interest costs on additional borrowing or the effect of the hurricanes on the economy. Neg-

ative amounts indicate an increase in the deficit.

* = between -$500 million and $500 million; FEMA = Federal Emergency Management Agency; HUD = Department of Housing and

Urban Development.

Through December, FEMA had already provided reim-
bursement for claims totaling more than $10 billion, and
CBO estimates that almost all of the current borrowing
authority for flood insurance will be expended during
2006. FEMA estimates that flood insurance claims will
ultimately total about $23 billion, so another $4 billion
to $5 billion in borrowing authority may be necessary to
quickly resolve all such claims.

The Congress and the President also enacted the TANF
Emergency Response and Recovery Act of 2005 (Public
Law 109-68) to provide additional funds for benefits to
needy people. That money will go to states that sustained
damage from Hurricane Katrina or that are hosting evac-
uees from the storm. The legislation will provide about
$400 million, CBO estimates, most of which will be
spent in 2006.

Other hurricane-related legislation has had a small net

impact on mandatory spending. Such laws include the
Natural Disaster Student Aid Fairness Act (PL. 109-86),

the Community Disaster Loan Act of 2005 (P.L. 109-88),
and the QI, TMA, and Abstinence Programs Extension
and Hurricane Katrina Unemployment Relief Act of
2005 (PL. 109-91).

The total cost of hurricane relief, however, is greater than
the sum of the legislative actions taken in direct response
to the storms. Besides the additional outlays resulting
from legislation, some federal programs (such as Medic-
aid) may experience temporary increases in spending as
evacuees become eligible for benefits that they would not
normally collect. Also, workers unemployed as a result of
the hurricanes may receive unemployment benefits (or
disaster unemployment assistance, which is provided by

FEMA).

Revenues

The hurricanes will affect federal revenues through their
impact on the economy and through such mechanisms as
delays in the payment of taxes and other tax relief. The
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temporary reduction in economic growth that can be
traced to the hurricanes may lower receipts but probably
not significantly; the changes are likely to be very small
relative to total federal tax collections.! As economic
growth picks up, in part because of the recovery and re-
construction of storm-damaged areas, the negative effect
on tax receipts should dissipate.

The Katrina Emergency Tax Relief Act of 2005 (P.L. 109-
73), which was enacted on September 23, provides sev-
eral types of tax relief to businesses and individuals. The
Joint Committee on Taxation estimates that the law will
reduce revenues by about $6 billion, almost entirely dur-
ing 2006 and 2007. The provisions with the largest ef-
fects on revenues allow taxpayers to deduct more in per-
sonal property losses from their taxable income and to
take more time to replace damaged property without be-
ing assessed income taxes on the insurance proceeds.
Those provisions also allow businesses and individuals to
deduct larger amounts of charitable donations from their
income.

The Gulf Opportunity Zone Act of 2005 (PL. 109-135)
is estimated to reduce revenues by $4 billion in 2006,
$3 billion in 2007, and $2 billion over the years from

1. For more information about the effects of the 2005 hurricanes on
the economy, see Box 2-1 on page 28.

THE BUDGETARY EFFECTS OF HURRICANE RELIEF

2008 to 2015. Most of the drop in revenues comes from
providing tax incentives to a newly designated “Gulf Op-
portunity Zone” comprising areas that were hardest hit
by Hurricane Katrina. The incentives include additional
authority to issue certain tax-preferred bonds; new invest-
ment incentives for businesses, such as earlier deprecia-
tion deductions for some business property; and addi-
tional tax credits for investing in low-income housing.
The law also provides tax incentives for taxpayers located
in the paths of Hurricanes Rita and Wilma, incentives
that in some cases mirror the tax reductions provided to
victims of Hurricane Katrina.

In addition to the effects of legislation, delays in the pay-
ment of taxes could affect the timing of several billion
dollars or more of receipts. As a result of rules imple-
mented by the Internal Revenue Service shortly after
Hurricane Katrina struck and provisions in recent legisla-
tion, victims of the hurricane may delay all federal tax
payments until February 28, 2006. Taxpayers whose
records were in the disaster areas and relief workers also
qualify for a delay. Because of those provisions, some tax
payments—including estimated payments of corporate
and individual income taxes and withheld income and
employment tax payments—may be held up for a num-
ber of months. Some of that delay will lead to a shift in
receipts from 2005 to 2006, but the total amount shifted
is not likely to be more than a few billion dollars.
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Changes to the Budget Outlook Since August 2005

elative to its previous baseline projections, which
were published last August, the Congressional Budget
Office (CBO) has increased its estimate of the deficit for
2006 by $22 billion and reduced its projections of defi-
cits from 2007 through 2015 by an average of about
$100 billion per year (see Table B-1).! Those adjustments
reflect no fundamental changes in the budgetary and eco-
nomic environment. When considered in relation to the
size of the economy, they represent a difference of just
0.5 percent of gross domestic product (GDP) over the
2006-2015 period.

When CBO periodically updates its 10-year baseline pro-
jections, it divides the changes into three categories: en-
acted legislation, changes to CBO’s outlook for the econ-
omy, and other, so-called technical factors that affect the
budget.? Most of the changes in CBO’s new baseline
stem from changes in economic factors, which led CBO
to reduce its projection of the deficit for the 2006-2015
period by a cumulative $736 billion. The effects of en-
acted legislation, including the timing and treatment of
appropriations to fund military activities in Iraq and
Afghanistan, have also reduced that projection—by

1. Those earlier projections were published in Congressional Budget
Office, The Budget and Economic Outlook: An Update (August
2005).

2. The categorization of such changes should be interpreted with
caution. For example, legislative changes represent CBO’s best
estimates of the future effects of laws enacted since the previous
baseline was prepared. If a new law proves to have different effects
from the ones in CBO’s initial estimate, the differences will appear
as technical reestimates in later versions of the baseline. The dis-
tinction between economic and technical changes is similarly
imprecise. CBO classifies economic changes as those resulting
directly from alterations in the components of CBO’s economic
forecast (GDP growth, interest rates, inflation, and so on).
Changes in other factors related to the performance of the econ-
omy (such as the amount of capital gains realizations) are shown
as technical adjustments.

$157 billion. Technical adjustments have had a minimal
effect—upward changes to projections of both revenues
($151 billion) and outlays ($170 billion) nearly offset
each other and increase the projected deficit by $19 bil-
lion over the 10 years from 2006 to 2015.

The Effects of Economic Changes

The economic changes to CBO’s projections affect
mainly revenues and interest costs. CBO’s assessment of
the economic outlook has not changed much since last
August; the updates made to its economic forecast stem
largely from revisions to historical data and higher infla-
tion in the latter half of 2005. Those factors boosted esti-
mates of nominal GDP for last year, from which CBO
projects future GDP and wages, and reduced the esti-
mated level of businesses” interest payments in 2005—
thereby increasing CBO’s estimates of revenues through-
out the 10-year period. In addition, CBO’s baseline pro-
jections now incorporate an assumption of slightly lower
interest rates from 2008 through 2015, which reduce
projected net interest outlays during that time.

Revenues

Changes in the economic outlook have increased CBO’s
projection of revenues over the 2006-2015 period by
$488 billion—$29 billion in 2006 and between $47 bil-
lion and $54 billion per year over the remainder of the
period. The increases result from CBO’s higher estimates
of the level of GDP and, in particular, from a boost in
projected corporate profits. Receipts from the corporate
income tax account for more than 80 percent of the total
upward adjustment to projected revenues that is attribut-
able to changes in the economic outlook.

The higher levels of nominal GDP that CBO now fore-

sees stem from higher prices rather than from changes in
underlying economic activity. An upward revision to the
Bureau of Economic Analysis’s (BEA’s) estimates of nom-
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Table B-1.
Changes in CBO’s Baseline Projections of the Deficit Since August 2005

(Billions of dollars)

Total, Total,
2006- 2006-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015

Total Deficit as

Projected in August 2005 -314  -324  -335 -321 -317  -218 -78 -80 -66 -57 -1,612 -2,110
Changes to Revenue Projections
Legislative -7 -6 -1 * * * * * * * -14 -15
Economic 29 47 50 50 52 51 50 51 52 54 229 488
Technical 10 24 23 17 13 13 15 14 12 10 87 151

Total Revenue Changes 32 65 72 67 65 64 66 65 64 64 302 625

Changes to Outlay Projections

Legislative
Mandatory
Flood insurance 16 1 0 0 0 0 0 0 0 0 17 17
Other * 1 1 1 * * . * * * 2 2
Subtotal, mandatory 16 2 1 1 * * * * * * 19 19
Discretionary 17 -11 -16 -20 -22 -23 -23 -25 -26 -27 -52  -177
Net interest (Debt service) 2 1 1 * -1 -2 -4 -5 -6 5 -14
Subtotal, legislative 34 -8 -14 -18 -22 -24 -26 -29 -32 -34 -28 -172
Economic
Mandatory
Social Security 3 3 3 3 2 2 2 2 2 2 14 23
Oil and gas receipts -2 -2 -2 -2 -2 -2 -2 2 -2 -2 -10 20
Other * -3 -1 1 1 1 1 1 * * -3 *
Subtotal, mandatory * -2 -1 1 2 1 1 * * * 1 3
Discretionary 0 0 0 0 0 0 0 0 0 0 0 0

Net interest
Debt service * -2 -
Rate effect/inflation 9 7 -4 -11 -16 -18 -20 -20 -20 -20 -15 -113
Subtotal, net interest 9 5

Subtotal, economic 9 3 -9 =-17 =-25 -31 -37 -42 -47 -51 -39 -248

Continued
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Table B-1.
Continued
(Billions of dollars)
Total, Total,
2006- 2006-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015
Technical
Mandatory
Medicare® 6 7 13 14 13 10 8 10 12 13 52 107
Medicaid * -1 -1 -2 -2 -3 3 -3 -4 -4 -7 -23
Food Stamps 3 3 3 3 3 3 3 3 3 3 13 27
Credit reestimates 10 0 0 0 0 0 0 0 0 0 10 10
Other 2 3 1 1 -2 -3 2 -3 -2 -5 4 -11
Subtotal, mandatory 20 12 15 15 11 8 6 7 9 7 73 111
Discretionary -9 3 6 8 7 6 6 6 7 7 14 46
Net interest
Debt service * -1 -1 -1 -1 * * * * 1 4 -4
Other i 1 1 1 1 1 2 3 4 4 4 B8
Subtotal, net interest * * * * * 1 2 3 4 5 * 14
Subtotal, technical 12 15 21 23 18 15 13 16 20 19 88 170
Total Outlay Changes 55 11 -3 -13 -29 -41 -50 -55 -59 -66 21 -249
Total Impact on the Deficit -22 54 75 80 94 104 115 120 123 130 282 874
Total Deficit (-) or Surplus
as Projected in January 2006 -337  -270  -259 -241 -222 -114 38 40 57 73 -1,330 -1,236
Memorandum:
Total Legislative Changes -41 2 13 18 22 24 26 28 31 34 14 157
Total Economic Changes 21 44 59 67 77 82 87 93 100 106 268 736
Total Technical Changes -2 8 3 -5 -5 -2 2 -2 -8 -9 * 19

Source: Congressional Budget Office.

Note: * = between -$500 million and $500 million.

a. Includes offsetting receipts.

inal GDP in early 2005 and higher inflation in the sec-
ond half of that year, combined with anticipated rates of

economic growth that are about the same as those under-

lying CBO’s previous projections, cause the estimated

level of GDP to be higher throughout the 2006-2015 pe-

riod. As a result, projections of taxable income—most
important, those for wages, salaries, and corporate prof-
its—are also higher than in the previous baseline. In the

near term, profits are boosted further relative to the previ-

ous projection because CBO now estimates that firms
will make smaller contributions to their defined-benefit
pension plans. CBO also projects higher corporate book

profits as a share of GDP to reflect smaller shares allo-
cated to businesses interest payments and proprietors’ in-
come throughout the 10-year period.

Net Interest

Changes to CBO’s projections of federal spending for net
interest that can be attributed to economic factors have
two components: the effects of changes in projected in-

3. Book profits are calculated by using book (or tax) depreciation.
Different from economic profits, book profits are referred to as
“profits before tax” in the national income and product accounts.
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terest rates and inflation and the effects of additions to
(or reductions in) debt. Those changes increase CBO’s
previous projections of interest costs for 2006 and 2007
and reduce them for subsequent years.

In CBO’s current economic forecast, the rate for three-
month Treasury bills is higher for 2006 and 2007 than it
was in the previous forecast; the rate for 10-year Treasury
notes is higher as well for 2006. As a result, CBO antici-
pates that interest on the public debt will total $16 billion
more during those two years than it did in the previous
baseline. Starting in 2008, forecasts of those short- and
long-term interest rates are lower than CBO’s previous es-
timates—by roughly 0.3 and 0.2 percentage points, re-
spectively. Consequently, projected interest outlays from
2008 through 2015 are $129 billion lower than they were
in the last baseline.

Furthermore, changes in the economic outlook (prima-
rily, those leading to estimates of higher revenues) reduce
CBO’s projections of deficits over the 10-year period,
thus shrinking debt-service costs by $138 billion during
those years. All told, changes in the baseline related to
economic factors lead to cumulative net interest pay-
ments that are $251 billion lower than those projected
last August.

Mandatory Spending

On net, changes in CBO’s economic outlook have had a
relatively small effect on projections of mandatory spend-
ing (that is, funding determined by laws other than an-
nual appropriation acts). Such changes increase CBO’s
estimate of mandatory outlays by a negligible amount in
2006 and by a total of $3 billion over the 2006-2015
period.

Higher inflation in late 2005 boosted the cost-of-living
adjustment (COLA) that Social Security beneficiaries re-
ceived in January 2006 to 4.1 percent, the highest level
since 1990 and 0.7 percentage points above the level that
CBO projected for the COLA last August. That increase
raises benefit payments in 2006 and beyond; over the
2006-2015 period, the larger COLA will add $29 billion
to Social Security outlays, CBO estimates. Those higher
outlays are slightly offset in the baseline by lower pro-
jected growth of wages in the near term, which decreases
future benefit payments by an estimated $6 billion over
the 10-year period. On balance, changes in the economic
outlook raise CBO’s projections of outlays for Social Se-
curity by $23 billion from 2006 through 2015.

CBO now anticipates that throughout that 10-year pe-
riod, higher oil and natural gas prices will increase the
amount that the government collects from its onshore
and offshore mineral leases. (Those collections are con-
sidered offsets to mandatory spending.) CBO estimates
that prices for oil will exceed those it had previously pro-
jected by about 10 percent for each year of the 2006-
2015 period, and prices for natural gas will exceed previ-
ous estimates by about 27 percent per year. For example,
CBO’s previous forecast for refiners’ average acquisition
costs per barrel of oil in 2007 was $47.90; its new forecast
is for costs of $53.50 per barrel. CBO previously forecast
that natural gas prices would average $6.90 per thousand
cubic feet in 2007; its new estimate is $8.60 per thousand
cubic feet. As a result, through 2015, additional collec-
tions from onshore and offshore leases will total $20 bil-
lion, in CBO’s estimation.

The changes in CBO’s economic outlook have little effect
on its projections for other mandatory programs. The
outlook’s lower unemployment rates for the near future
coupled with a slight reduction in the estimated size of
the labor force decrease projected spending for unem-
ployment compensation. Revisions to various price in-
dexes have a relatively small effect on estimates of spend-

ing for Medicare and Medicaid.

Discretionary Spending

CBO has made no changes to its baseline for discretion-
ary spending as a result of economic factors. The statu-
tory rules for constructing the baseline require CBO to
project discretionary spending by assuming that the cur-
rent year’s discretionary budget authority is provided in
each future year of the projection period together with an
adjustment to reflect projected inflation. Since the previ-
ous baseline, CBO has made no changes for years after
2006 to the two measures of inflation used for its projec-
tions: the GDP deflator (which covers the changes in
price of all goods and services that contribute to GDP)
and the employment cost index for wages and salaries.

The Effects of Enacted Legislation

On balance, legislative activity since last August has raised
CBO’s projection of the deficit for 2006 by $41 billion.
Measures enacted in response to hurricane damage,
mostly related to Hurricanes Katrina and Rita, have
raised estimated outlays in the baseline by $47 billion
and reduced revenues by $7 billion, for a net increase of
$54 billion in the deficit for this year. But thus far in
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2006, appropriations are lower than the amount provided
in 2005, offsetting some of the increase in spending re-
lated to the hurricanes.* For 2006 to 2015, the extrapola-
tion of those lower current appropriations, particularly
those for military activities in Iraq and Afghanistan,
largely accounts for a projected reduction in the cumula-
tive deficit—relative to that in the previous baseline—of
$157 billion attributable to legislative changes.

Discretionary Spending

The irregular timing and varying amounts of supplemen-
tal appropriations together with the treatment of such ap-
propriations under baseline rules account for most of the
$177 billion decrease in baseline projections of discre-
tionary outlays over the 2006-2015 period. Reductions in
defense outlays of $236 billion are partially offset by a cu-
mulative increase of $59 billion in nondefense outlays

(see Table B-2).

Defense Outlays. By law, CBO is required in constructing
its baseline to extend all current discretionary funding,
with adjustments for inflation, into future years. Apply-
ing that treatment to funding for activities in Iraq and Af-
ghanistan pushes defense outlays $279 billion lower over
the 10-year period than CBO had projected last August.
So far this year, the Congress and the President have pro-
vided $50 billion for such activities; last year, the Depart-
ment of Defense (DoD) received $76 billion.” Extrapo-
lating the lower funding appropriated thus far in 2006
reduces projected outlays by $8 billion for 2006 and by
an average of about $30 billion a year from 2007 through
2015.

Nearly $6 billion in supplemental funding has been pro-
vided to DoD thus far in 2006 for hurricane-related ac-
tivities. By comparison, about $1 billion was provided
last year for activities related to disaster relief. Extrapolat-
ing the difference between those two amounts through
2015 generates an additional $43 billion in defense dis-
cretionary outlays over the 2006-2015 period.

4. Additional funding for military activities in Iraq and Afghanistan
is likely to be necessary later this year.

5. Inaddition to the $76 billion of budget authority provided in
2005, DoD also received $27 billion at the end of 2004 to cover
costs that would largely be incurred in 2005. That additional
funding, however, was counted as budget authority in 2004, when
it was made available.

CHANGES TO THE BUDGET OUTLOOK SINCE AUGUST 2005

Regular appropriations for defense programs for 2006—
$432 billion—are almost exactly equal to the amount
that CBO projected in its August baseline. As a result,
very little of the change in projections of discretionary
spending is attributable to such funding.

Nondefense Outlays. Regular appropriations for non-
defense programs ($411 billion) are down slightly this
year—by about $7 billion—relative to the amount pro-
jected last August. Extending that difference through
2015 reduces projected nondefense outlays by a total of

$57 billion.

However, supplemental funding for 2006 for nondefense
programs is greater than the amount provided through
August 2005, mostly as a result of appropriations for hur-
ricane relief and recovery efforts. As a result, projections
of nondefense outlays are higher by $116 billion over the
2006-2015 period.

The August baseline included and extrapolated $18 bil-
lion in supplemental funding that was provided in 2005
for nondefense programs (primarily for relief from natu-
ral disasters occurring in calendar year 2004 and for oper-
ations of the State Department).® For 2006, about $23
billion in new budget authority has been appropriated for
relief and recovery activities related to Hurricanes Katrina
and Rita. (At the same time, policymakers rescinded $23
billion from previous appropriations provided to the Fed-
eral Emergency Management Agency, or FEMA, but that
rescission does not affect the amount of budget authority
projected in the baseline for subsequent years.) In addi-
tion, nearly $4 billion has been appropriated for avian flu
research, preparedness, and response and for additional
assistance to New York City related to the terrorist attacks
of September 11, 2001.

Mandatory Spending

In response to an unprecedented volume of claims pre-
sented to the National Flood Insurance Program follow-
ing Hurricanes Katrina and Rita, two laws were enacted
to increase the amount that FEMA may borrow from the
Treasury for payment of those claims. Public Law (PL.)
109-65, the National Flood Insurance Program En-
hanced Borrowing Authority Act of 2005, increased

6. In September, lawmakers appropriated $62.3 billion for relief and
recovery efforts in the aftermath of Hurricanes Katrina and Rita.
Such appropriations were not included in CBO’s August baseline.
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Table B-2.
Changes in CBO’s Baseline Projections of Discretionary Qutlays Since
August 2005
(Billions of dollars)
Total, Total,
2006- 2006-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015
Total Discretionary Outlays as
Projected in August 2005 991 1,008 1,032 1,052 1,075 1,104 1,120 1,151 1,179 1,207 5,159 10,920
Changes to Outlay Projections
Legislative
Defense
Iraq and Afghanistan -8 -22 -27 -29 -30 -31 -31 -33 -33 34 -116  -279
Supplemental funding 3 2 3 4 5 5 5 5 5 5 17 43
Regular appropriations 2 1 _* _* _* _* _* 1 1 1 2 1
Subtotal, defense -4 -19 -24 -25 26 27 27 -28 -29 -30 96  -236
Nondefense
Supplemental funding 21 11 12 11 11 10 10 10 10 10 66 116
Regular appropriations _* _4 _5 _6 _7 _7 _7 _7 _7 _8 ﬂ i
Subtotal, nondefense 21 7 7 5 4 4 3 3 2 2 45 59
Subtotal, legislative 17 -11 -16 -20 -22 -23 -23 -25 -26 -27 -52 -177
Economic 0 0 0 0 0 0 0 0 0 0 0 0
Technical
Defense -4 3 3 3 2 3 2 3 3 3 6 21
Nondefense 5 * 3 5 4 4 3 3 3 4 8
Subtotal, technical -9 3 6 8 7 6 6 6 7 7 14 46
Total Changes to
Discretionary Outlays 8 -8 -10 -12 -15 -17 -18 -19 -20 -20 -37 -131
Total Discretionary Outlays as
Projected in January 2006 999 1,000 1,022 1,040 1,060 1,087 1,103 1,132 1,159 1,186 5,122 10,789
Memorandum:
Total Defense Discretionary Changes -8 -16 -21 -22 -24 -24 -24 -25 -26 -26 90 -216
Total Nondefense Discretionary
Changes 16 8 10 10 9 7 6 6 6 6 53 85
Source: Congressional Budget Office.

Note: * = between -$500 million and $500 million.

FEMA’s borrowing authority from $1.5 billion to $3.5
billion; that amount was subsequently increased to
$18.5 billion by the National Flood Insurance Program
Further Enhanced Borrowing Authority Act of 2005
(PL. 109-106). CBO estimates that mandatory outlays
resulting from that increased authority will total $16 bil-
lion in 2006 and $1 billion in 2007.

Other legislative actions will have a small effect on man-
datory programs, increasing projections of outlays by
about $2 billion over the 2006-2015 period. Most of
those changes result from the TANF and Child Care
Continuation Act of 2005 (PL. 109-161), which reau-
thorizes the Temporary Assistance for Needy Families
and child care programs through March 31, 2006; and
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the Terrorism Risk Insurance Extension Act of 2005
(PL. 109-144), which extends that program through
December 31, 2007.

Revenues

Legislative changes have had a relatively small effect on
CBO’s projections of revenues, reducing them by $13 bil-
lion for 2006 and 2007 combined and by a total of $15
billion over the 2006-2015 period. Almost all of that re-
duction can be ascribed to the Katrina Emergency Tax
Relief Act of 2005 (PL. 109-73) and the Gulf Opportu-
nity Zone Act of 2005 (PL. 109-135).

Three provisions account for the bulk of the decline in
revenues attributable to the Katrina Emergency Tax Re-
lief Act of 2005: suspending the thresholds on the de-
ductibility of personal casualty losses, extending the pe-
riod during which insurance proceeds are not taxable if
they are invested in certain replacement property, and
temporarily suspending certain limitations on the de-
ductibility of charitable donations. The Gulf Opportu-
nity Zone Act of 2005 provides tax incentives related to a
newly designated “Gulf Opportunity Zone,” which com-
prises the areas hardest hit by Hurricane Katrina. Those
incentives include additional authority to issue certain
tax-advantaged bonds; new investment incentives for
businesses, such as earlier depreciation deductions for cer-
tain business property; and additional tax credits for con-
struction of low-income housing. The act also provides
tax incentives for residents and business owners located in
areas struck by Hurricanes Rita and Wilma—in some
cases, the same tax relief provided to victims of Hurricane
Katrina under PL. 109-73.

Net Interest

In all, legislative changes lower the projection of the cu-
mulative deficit for the 2006-2015 period by an esti-
mated $143 billion. In turn, that decrease shrinks pro-
jected debt-service costs over the period by $14 billion.

The Effects of Technical Changes
Technical changes represent all other adjustments to the
baseline that are not directly attributable to enacted laws
or changes in the economic outlook. In the current base-
line, net technical adjustments are minimal because the
changes to revenues and outlays largely offset each other.

In total, such changes increase the projected deficit by
$19 billion over the 2006-2015 period.

CHANGES TO THE BUDGET OUTLOOK SINCE AUGUST 2005

Mandatory Spending

Technical adjustments have raised CBO’s estimate of
mandatory spending for each year from 2006 through
2015, adding $20 billion for 2006 and a total of $111
billion (0.6 percent) over the 10-year period.

Medicare and Medicaid. CBO has boosted its projection
of spending for the Medicare program by $107 billion (2
percent) over the 2006-2015 period. That change reflects
an increase in the rates at which spending in the next sev-
eral years is expected to grow. CBO raised those projected
rates both because there was a surge in spending (12 per-
cent) in 2005—the first time in a decade that spending
grew at a double-digit rate—and because the broad-based
nature of that surge suggests that rapid growth is likely to
persist for several years. (Analysis of preliminary data in-
dicates that spending for nearly all types of Medicare ser-
vices experienced unusually rapid growth in 2005.) Ac-
tual spending for the Medicaid program last year was
roughly $3 billion lower than had been anticipated in the
previous baseline. CBO has therefore reduced baseline
spending for that program by a total of $23 billion over
the 10-year period.

Food Stamps. The outlays projected for the Food Stamp
program over the 2006-2015 period have grown by $27
billion since August because CBO has boosted its esti-
mate of participation in the program. Rates of participa-
tion have been persistently higher than expected for the
past few years, despite falling rates of unemployment and
a slight slowing in the growth rate for participation in
2005. As a result, CBO now expects that the decline in
participation stemming from lower unemployment will
not be as sharp as it had previously anticipated. Increased
outreach to eligible households and recent legislative
changes that have expanded eligibility and eased the ap-
plication process are also likely to play a part in that
trend. Participation in the program will rise to 26.9 mil-
lion people in 2006, CBO estimates—in part because of
the large number of people receiving short-term benefits
through the Disaster Food Stamp Program in the wake of
the recent hurricanes in the Gulf of Mexico. CBO antici-
pates that participation from 2007 to 2015 will average
25.6 million people.

Credit Programs. Technical adjustments to mandatory
spending also reflect a net increase in the estimated sub-
sidy costs for various federal loan and loan guarantee pro-
grams. Under the Credit Reform Act of 1990, the costs of

loans and guarantees are initially recorded as the present
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value of the expected expenses and receipts to the govern-
ment resulting from those transactions. Accurately pro-
jecting loan repayments, defaults, and changes in interest
rates over the life of a credit program is difficult, however.
As a result, federal agencies annually reestimate costs for
loans and guarantees made in previous years. On the basis
of preliminary information from the Office of Manage-
ment and Budget, CBO has raised its estimates of man-
datory outlays for 2006 by $10 billion to reflect such re-
visions—Ilargely stemming from reestimates of costs for
the student loan program. However, the reestimates affect
a variety of programs besides student loans, including the
Federal Housing Administration’s (FHA’s) Mutual Mort-
gage Insurance program, activities of the Export-Import
Bank, and veterans’ housing loans.

Other Programs. Technical changes related to other man-
datory programs lower projections of spending over the
2006-2015 period by $11 billion, in CBO’s estimation.
Those other changes include downward adjustments to
estimated spending for the agriculture price- and income-
support program of the Commodity Credit Corporation
and for unemployment benefits, and upward adjustments
to projected collections from oil and gas leases (recorded
in the budget as negative outlays). Those changes are par-
tially offset in the baseline by an increase in projected
outlays for Social Security benefits, veterans’ compensa-
tion, and the net transactions of the Postal Service.

Discretionary Spending

Technical changes to the baseline have reduced CBO’s es-
timate of discretionary outlays for 2006 by $9 billion but
have increased projected outlays over the 10-year period

by $46 billion (0.4 percent).

Defense Outlays. Defense spending accounts for about
$21 billion of the cumulative change in the projections of
discretionary outlays. For 2006, CBO has lowered its es-
timate of defense outlays by $4 billion (0.8 percent of de-
fense spending), mainly because some funding for opera-
tions and maintenance was expended in 2005 rather than
in 2006, as CBO had previously anticipated. Over the
2007-2015 period, however, technical changes raise pro-
jections of defense spending by $25 billion (0.5 percent
of cumulative defense spending). Nearly half of those
changes result from an adjustment to CBO’s projections
of accrual payments for military retirees” health care.

Nondefense OQutlays. The largest adjustment to projected
spending for nondefense discretionary programs stems
from a reduction in projected receipts (negative outlays,
in the budget) generated by FHA’s Mutual Mortgage In-
surance program. CBO has reduced its projection of such
receipts—that is, it has increased projected outlays—by
$14 billion over the 2006-2015 period for two reasons.
First, the volume of FHA’s business has declined in recent
years, and CBO expects lower levels in subsequent years
as well. Second, the estimated collections (in this case,
the negative subsidy) from FHA’s loan guarantee program
are smaller in the current baseline than they were in the
previous one.” The remaining upward change of $11 bil-
lion over the 10-year period reflects smaller technical ad-
justments that apply to many other areas of the federal

budget.

Revenues

CBO has increased its projections of revenues over the
2006-2015 period by $151 billion as a result of technical
changes. The adjustments—which mainly reflect higher
near-term projections of capital gains realizations by indi-
viduals and corporations—are largest, at $24 billion, for
2007; they then gradually fall, to $10 billion, by 2015.
(The effect of such changes gradually wanes over the
10-year period because CBO expects gains realizations to
revert to longer-term averages.) Technical changes to rev-
enues for 2006 ($10 billion) are smaller than in most sub-
sequent years, in part because CBO has reduced its esti-
mate of the amount of tax liabilities from the alternative
minimum tax that will be paid to the Treasury in 2006
and raised its estimate of the amount to be paid in 2007.

Net Interest

Technical revisions have prompted an $18 billion increase
in net interest outlays in the baseline (excluding debt ser-
vice) over the 2006-2015 period. Projections of lower
interest collections from the financing accounts of federal
loan programs account for most of that difference. Fed-
eral debt-service costs are projected to fall by a total

of $4 billion over that period as a result of technical
changes.

7. Guarantee fees for new mortgages more than offset the costs of
anticipated defaults, resulting in net collections from the loan
guarantee program—or a negative credit subsidy.
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How Changes in Economic Assumptions
Can Affect Budget Projections

he federal budget is sensitive to economic condi-
tions. Revenues depend on taxable income—including
wages and salaries, other (nonwage) income, and corpo-
rate profits—which generally moves with overall eco-
nomic activity. Spending for many mandatory programs
is pegged to inflation either directly (as in Social Security)
or indirectly (as in Medicaid). In addition, the Treasury
regularly refinances portions of the government’s debt at
market interest rates, so the amount of federal spending
for interest on that debt is directly tied to such rates.

To illustrate how assumptions about the economy can af-
fect federal budget projections, the Congressional Budget
Office (CBO) traditionally shows those relationships by
constructing simplified “rules of thumb.” Those rules
provide rough orders of magnitude for gauging how
changes in individual economic variables, taken in isola-
tion, would affect the budget’s totals. They are not in-
tended to substitute for a full analysis of an alternative
economic forecast.

Four variables that figure in this illustration are real
(inflation-adjusted) growth, interest rates, inflation, and
wages and salaries as a percentage of the economy. For
real growth, CBO’s rule of thumb shows the effects of a
rate that is 0.1 percentage point lower each year, begin-
ning in January 2006, than the assumed rate of economic
growth underlying the agency’s baseline budget projec-
tions (outlined in Chapter 1). The rules of thumb for in-
terest rates and inflation assume an increase of 1 percent-
age point over the rates in the baseline, also starting in
January 2006.

The rule of thumb for wages and salaries assumes that,
beginning in January 2006, wages and salaries are 1 per-
centage point higher as a share of gross domestic product
(GDP) than the share assumed in the baseline and that

they continue to be that much higher for every year of the
projection period. Correspondingly, corporate profits are
assumed to be 1 percentage point lower each year. This

scenario assumes no change in projected levels of nominal

or real GDP.

Each rule of thumb is roughly symmetrical. Thus, the ef-
fects of higher growth, lower interest rates, lower infla-
tion, or lower wages and salaries as a share of GDP would
have about the same magnitude as the effects shown in
this appendix, but with the opposite sign. The calcula-
tions that appear in this appendix are merely illustrative
of the impact that such changes can have. CBO chooses
the variations of 0.1 percentage point and 1 percentage
point for the sake of simplicity alone. Extrapolating from
small, incremental “rule-of-thumb” calculations to much
larger changes would be inadvisable, because the magni-
tude of the effects of a larger change is not necessarily a
simple multiple of a smaller change.

The rules of thumb describe effects of alternative assump-
tions but do not directly indicate the size of deviations
that might be expected in individual variables. For exam-
ple, CBO’s rule of thumb for real GDP shows the effects
of a 0.1 percentage-point change in the average growth
rate over the next 10 years; however, the standard devia-
tion for growth rates of real GDP over 10-year periods in
the past is about 0.6 percentage points, which is about six
times the deviation in the rules of thumb.! The other
rules of thumb—each of which considers an average
change of 1.0 percentage point from the projection—are
much closer to historical deviations for those variables.

1. A conventional way to measure past variability is to use the stan-
dard deviation. In the case of GDP growth, CBO calculates how
much actual growth over 10-year periods differs from the postwar
average. The standard deviation is the size of the deviation that is
exceeded about one-third of the time.
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The standard deviation for the 10-year average of real in-
terest rates is about 1.3 percentage points. Standard devi-
ations for inflation and for wages and salaries as a share of

GDP are both about 1.9 percentage points.

Lower Real Growth

Stronger economic growth improves the federal budget’s
bottom line, and weaker economic growth worsens it.
The first rule of thumb outlines the budgetary impact of
economic growth that is slightly weaker than CBO’s base-
line assumes. Specifically, the rule illustrates the effects of
growth rates for real GDP that are lower by 0.1 percent-
age point every year from January 2006 through the end
of fiscal year 2016. Those effects differ from the effects of
a cyclical change, such as a recession, which are much
shorter-term in nature and usually larger in magnitude.

The baseline reflects an assumption that real GDP
growth is 3.6 percent in calendar year 2006 and 3.4 per-
cent in 2007 and averages 2.8 percent from 2008 to 2016
(see Chapter 2). Subtracting 0.1 percentage point from
those growth rates each year—over the 10-year projection
period—implies that GDP would be roughly 1 percent-
age point below the level in CBO’s baseline by 2016.

A lower rate of growth for GDP would have a number of
budgetary implications. For example, it would imply
lower growth in taxable income, leading to decreases in
revenues that would mount from $1 billion in 2006 to

$47 billion in 2016 (see Table C-1 on page 123).

If revenues were lower, the federal government would
have to borrow more and incur higher interest costs. The
payments to service the debt would be minimally higher
during the first few years of the projection period, but in
later years, those annual costs would gradually increase by
amounts that reach $14 billion by 2016. Mandatory
spending would be only minimally affected—Medicare
outlays would be slightly reduced (because of the formula
used to calculate payment rates for physicians), but mar-
ginally higher outlays for the refundable portions of the
earned income and child tax credits would offset that de-
crease. All told, growth in real GDP that was 0.1 percent-
age point a year lower than the rate assumed in CBO’s
baseline would increase deficits by amounts that would
climb to $60 billion a year by 2016. The cumulative defi-
cit over the 2007-2016 period would increase by $272
billion, or 0.8 percent of projected revenues over that

period.

Higher Interest Rates

The second rule of thumb illustrates the sensitivity of the
budget to changes in interest rates, which affect the flow
of interest payments to and from the federal government.
When the budget is in deficit, the Treasury must borrow
additional funds from the public to cover any shortfall.
When the budget is in surplus, the Treasury uses some of
its income to reduce debt held by the public. In either
case, the Treasury refinances a portion of its debt at mar-
ket interest rates. In addition, revenues are affected as a
result of changes in the earnings of securities held by the
Federal Reserve.

Under the assumption that interest rates are 1 percentage
point higher than in the baseline for all maturities every
year and that all other economic variables are unchanged,
interest costs would be approximately $10 billion higher
in 2006 (see Table C-1). That initial jump in interest
costs would be fueled largely by the extra costs of refi-
nancing the government’s Treasury bills (securities with
maturities of six months or less), which make up about
22 percent of its marketable debt. Roughly $1 trillion of
Treasury bills is currently outstanding; all of those bills
mature within the next six months. Most of the market-
able debt, however, is in coupon securities—which con-
sist of medium-term notes, inflation-protected securities,
and long-term bonds ranging in maturity from two to 30
years. As they mature, they will be replaced with new se-
curities. (The Treasury currently issues two-, three-, five-,
and 10-year notes and five-, 10-, and 20-year inflation-
protected securities and will begin reissuing 30-year
bonds in February 2006.) Therefore, the budgetary ef-
fects mount; by 2016, interest rates that are 1 percentage
point higher than those in the baseline would increase

outlays by $50 billion.

The Federal Reserve holds Treasury securities to help
manage its conduct of monetary policy. Profits depend on
the interest that the Federal Reserve earns on its portfolio
of securities; those profits are counted as revenues once
they are turned over to the Treasury. If interest rates were
1 percentage point higher than projected each year, earn-
ings on those securities would increase each year by
amounts ranging from $2 billion in 2006 to $10 billion
in 2016.

Under this scenario, the Treasury would have to raise ad-
ditional cash (above the levels assumed in the baseline) to
finance the larger deficits resulting from higher interest
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rates. Such debt-service costs would climb to $24 billion
by 2016. All in all, if interest rates were a full percentage
point higher than the rates assumed in CBO’s baseline,
interest payments (including additional debt-service
costs) would surpass baseline levels by increasing
amounts, reaching $75 billion by 2016. Additional reve-
nues would offset about $10 billion of that total. Over
the 10-year period, the cumulative deficit would rise by

$461 billion.

Higher Inflation

The third rule of thumb shows the budgetary impact of
inflation that is 1 percentage point higher than the rate
assumed in the baseline. The effects of inflation on fed-
eral revenues and outlays tend to offset each other, al-
though the impact on revenues is somewhat larger.

On the one hand, higher inflation, because of its effects
on wages and other income, translates directly into higher
amounts of income taxes and payroll taxes withheld from
people’s paychecks. The impact of the higher personal in-
comes on revenues is reduced, with a lag, by the index-
ation of tax brackets for inflation. In addition, higher cor-
porate profits from faster growth in prices quickly boost
receipts from firms’ quarterly estimated tax payments.
Those results reduce projected deficits or increase pro-
jected surpluses.

On the other hand, higher inflation pushes up spending
for many benefit programs and drives growth in projec-
tions of discretionary spending. Many mandatory pro-
grams automatically adjust benefit levels each year to re-
flect price increases. Social Security, federal employees’
retirement programs, Supplemental Security Income, vet-
erans’ disability compensation, Food Stamps, and child
nutrition programs, among others, are adjusted (with a
lag) for changes in the consumer price index or one of its
components. Many Medicare reimbursement rates are
also adjusted annually for inflation. Other programs,
such as Medicaid, are not formally indexed but grow with
inflation nonetheless. To the extent that the benefit pay-
ments that participants in retirement and disability pro-
grams initially receive are related to wages, changes in
nominal wages will be reflected in future outlays for those
programs. Finally, future spending for discretionary pro-
grams is projected on the basis of assumed rates of wage
and price growth.

HOW CHANGES IN ECONOMIC ASSUMPTIONS CAN AFFECT BUDGET PROJECTIONS

Inflation also has an impact on net interest because it is
one component of nominal long-term interest rates (the
other being a real rate of return). For example, if real rates
of return remain constant but inflation rises, interest rates
will climb, and new federal borrowing will incur higher
interest costs. In deriving this rule of thumb, CBO as-
sumes that nominal interest rates rise in step with infla-
tion, thus increasing the cost of financing the govern-
ment’s debt.

An annual increase of 1 percentage point in projected in-
flation in every year of the baseline period would boost
revenues by about 7 percent from 2007 through 2016
and increase baseline outlays by about 6 percent over that
same period. In the near term, the net effect would be
slightly higher deficits—as increases in outlays exceeded
the higher revenues (see Table C-1). In large part, the ef-
fect derives from CBO’s assumption that interest rates
rise with inflation, thus driving up interest payments rela-
tively quickly. Mandatory spending would be boosted by
the higher inflation in the short run as well. As a conse-
quence, from 2007 through 2011, increases in outlays
would exceed the boost in revenues projected under this
scenario.

By 2012, however, the increased revenues associated with
higher inflation would overcome the higher outlays. By
the end of the projection period, added revenues would
exceed the increase in outlays by $54 billion (excluding
debt-service costs). Over the 2007-2016 period, the net
effect of the scenario, including debt-service costs, would
be a reduction of $121 billion in the cumulative deficit.

Wages and Salaries as a Higher
Percentage of GDP

Because different types of income are taxed at different
rates, the variation in income shares over time has con-
tributed to changes in tax receipts relative to GDP. Con-
siderable uncertainty exists in projections of the income
shares.

Two of the most important types of income for project-
ing federal revenues are wages and salaries and corporate
profits. Wages and salaries are the most highly taxed com-
ponent of income, being subject to the individual income
tax as well as payroll taxes for Social Security (up to a
maximum annual amount) and Medicare. Consequently,
CBO estimates that an additional dollar of corporate
profits produces less revenue than an additional dollar of
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wages and salaries. Thus, higher projections for wages
and salaries and correspondingly lower projections for
profits result in higher projected budget receipts.

CBO estimates that a shift of 1 percentage point of GDP
from corporate profits to wages and salaries would lead to
gains in revenues of $11 billion in 2007, rising to $24 bil-
lion in 2016 (see Table C-1). Higher revenues would lead

to an annual reduction in borrowing costs that would
gradually reach $12 billion by 2016. Overall,

under this scenario, the 2016 deficit would be $37 billion
lower than that in the baseline. The cumulative deficit
over the 2007-2016 period would be $231 billion
lower—roughly 0.7 percent of projected revenues over

the decade.



APPENDIX C HOW CHANGES IN ECONOMIC ASSUMPTIONS CAN AFFECT BUDGET PROJECTIONS 123

Table C-1.

Estimated Effects of Selected Economic Changes on CBO’s Baseline
Budget Projections

(Billions of dollars)

Total, Total,
2007- 2007-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016

Growth Rate of Real GDP Is 0.1 Percentage Point Lower per Year

Change in Revenues -1 -4 -6 -10 -13 -18 -23 -28 -34 -40 -47 -52  -224

Change in Outlays
Debt service * * * 1 2 3 4 6 8 11 14 6 48
Mandatory spending * * * * * * * * * * * * *
Total * * * 1 2 3 4 6 8 10 13 6 48

Change in Deficit or Surplus® -1 -4 -7 -1 ~-15 -21 -27 -34 -42 -50 -60 -58 -272

Interest Rates Are 1 Percentage Point Higher per Year

Change in Revenues 2 4 5 6 7 8 8 9 9 10 10 30 77

Change in Outlays
Higher rates 9 23 32 37 43 46 48 48 49 50 50 181 426
Debt service * 1 2 4 6 9 12 15 18 21 24 23 112
Total 10 24 34 42 49 55 59 63 67 71 75 204 538

Change in Deficit or Surplus® -8 -20 -29 -35 -42 -47 -51 -54 -57 -61 -64 -173 -461

Inflation Is 1 Percentage Point Higher per Year
Change in Revenues 12 37 67 100 137 180 225 276 332 395 462 521 2,211

Change in Outlays

Higher rates” 12 27 35 41 47 51 51 54 54 55 56 201 472

Debt service * * 1 1 2 2 2 1 * -2 -5 6 1

Discretionary spending * 6 14 24 35 47 59 72 85 99 114 126 555

Mandatory spending 1 12 26 43 62 83 105 133 163 197 237 225 1,061

Total 12 44 77 109 146 182 217 260 303 350 403 557 2,090

Change in Deficit or Surplus® * -7 -10 -9 -9 -2 8 16 29 45 59 -36 121

Wage and Salaries' Share of GDP Is 1 Percentage Point Higher per Year

Change in Revenues 10 11 12 14 15 17 18 19 21 22 24 69 173
Change in Outlays

Debt service * -1 -2 -2 -3 -5 -6 -7 -9 -11 -12 -13 -58

Change in Deficit or Surplus® 10 12 13 17 19 21 24 27 30 33 37 82 231

Source: Congressional Budget Office.
Note: * = between -$500 million and $500 million; GDP = gross domestic product.
a. Negative amounts indicate an increase in the deficit or a decrease in the surplus.

b. The change in outlays attributable to higher rates in this scenario is different from the estimate in the rule of thumb for interest rates
because the principal on the Treasury’s inflation-protected securities grows with inflation.
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The Treatment of Federal Receipts and Expenditures
in the National Income and Product Accounts

he fiscal transactions of the federal government are
recorded in two major sets of accounts that are conceptu-
ally quite different. The presentation generally used by
executive branch agencies and the Congress and typically
discussed in the press (and the one followed in this
report) is the Budget of the United States Government, as
reported by the Office of Management and Budget. The
budget focuses on cash flows—revenues and outlays, or
the collection of taxes and fees and the disbursement of
cash for the various federal functions. The objectives of
the budget are to provide information that can assist law-
makers in their policy deliberations; to facilitate the man-
agement and control of federal activities; and to help the
Department of the Treasury manage its cash balances and
determine its borrowing needs.

The national income and product accounts (NIPAs) also
record the federal government’s transactions, but with
different objectives. The NIPAs, which are produced by
the Bureau of Economic Analysis (BEA), an agency
within the Department of Commerce, are intended to
provide a comprehensive measure of current production
and related income generated by the U.S. economy.! A
well-known measure of current production in the NIPAs
is gross domestic product (GDP). The accounts, which
are used extensively in macroeconomic analysis, divide
the economy into four major sectors—business, govern-
ment, household, and the rest of the world (the foreign
sector), each with its own set of accounts.> The federal

1. The discussion of the national income and product accounts in
this appendix generally refers to Table 3.2 in the accounts, “Fed-
eral Government Current Receipts and Expenditures,” which
most closely resembles the presentation in the budget. For other
discussions of the NIPAs, see Department of Commerce, Bureau
of Economic Analysis, “Federal Budget Estimates for Fiscal Year
20006,” Survey of Current Business (March 2005); and Budger of the
United States Government, Fiscal Year 2006: Analytical Perspectives.

sector, which is the focus of this appendix, is one compo-
nent of the government sector (the state and local sector
is the other component).? Because the aims of the NIPAs
differ from those of the budget, the two accounting sys-
tems treat some government transactions very differently.
On average, the differences cause receipts and expendi-
tures in the NIPAs, as projected by the Congressional
Budget Office (CBO), to be about 3 percent higher than
the corresponding budget totals for the 2007-2016
period.

Conceptual Differences Between the
NIPAs’ Federal Sector and the
Federal Budget

The budget of the federal government is best understood
as an information and management tool. It focuses pri-
marily on cash flows, recording for each fiscal period the
inflow of revenues and the outflow of spending. The pe-
riod of foremost interest in the budget is the federal fiscal
year, which runs from October 1 through September 30.
There are a few exceptions to the general rule of record-
ing transactions on a cash basis, but they are designed to
improve the usefulness of the budget as a decisionmaking
tool. For example, when the federal government makes
direct loans or provides loan guarantees (as with student
loans), tracking cash flows would give a misleading view
of costs; under what is termed credit reform, the budget

2. Some accounts in the NIPAs, such as the domestic capital account
(which shows saving and investment), focus on components of
gross domestic product or income rather than on a specific sector
and bring together relevant information from all four sectors.

3. More formally, BEA regards the federal government and state and
local governments as subsectors. The treatment of state and local
governments transactions in the NIPAs closely resembles that of
the federal government’s transactions.
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records the estimated subsidy costs and federal adminis-
trative expenses at the time the loans are made.

The federal sector of the NIPAs possesses none of the
planning and management goals of the budget. Instead,
it focuses on displaying how the federal government fits
into a general economic framework that describes current
production and income within specific periods and what
happens to that production and income. The main peri-
ods of interest for the NIPAs are calendar years and calen-
dar quarters, although approximate totals for fiscal years
can be derived from the quarterly estimates. (The tables
in this appendix show fiscal year numbers.)

From the perspective of the NIPAs, the federal govern-
ment is both a producer and a consumer: its workforce
produces government services, and its purchases consume
some of the nation’s production. In addition, through its
taxes and transfers, the federal government affects the
resources available to the private sector. The purpose of
the NIPAs is to record all of those activities in a consis-
tent manner.

The federal sector of the NIPAs tracks how much the
government spends on consumption purchases, and it
records the transfer of resources that occurs through
taxes, payments to beneficiaries of federal programs, and
federal interest payments. The federal sector’s contribu-
tion to GDP is presented elsewhere in the NIPAs.

Differences in Accounting for

Major Transactions

The accounting differences between the NIPAs and the
federal budget stem from the conceptual differences dis-
cussed above. In attempting to properly incorporate fed-
eral transactions into the framework used to determine
GDPD, the NIPAs reflect judgments about the best treat-
ment of such transactions as government investment,
sales and purchases of existing assets, federal credit,

and federal activities that resemble those of businesses,
along with transactions involving U.S. territories. In
some cases, the appropriate treatment may be to move a
transaction from the federal sector to another place in the
NIPAs or to exclude the transaction from the NIPAs
entirely. In other cases, the appropriate treatment may
involve recording as a receipt in the NIPAs an item that
the federal budget reports as an offsetting (negative) bud-
get outlay, or adjusting the timing of a federal transaction

to better match the timing of related production or
income flows.

The Measurement of National Saving

Several conventions in the NIPAs are intended to show
the federal government’s contribution to the NIPA
measure of national saving. Two major departures from
the budget are the treatment of federal investment spend-
ing (for such things as ships, computers, and office build-
ings) and the treatment of federal employees’ retirement
programs.

In the federal budget, outlays for investment purchases
are treated like other cash outlays and thus are subtracted
from budget revenues to determine the size of the federal
deficit or surplus. By contrast, in the NIPAs, federal
investment is not counted as federal spending for the pur-
pose of measuring net federal government saving (current
receipts minus current expenditures)—because new pur-
chases of federal capital (investments) do not measure the
current inputs from the existing stock of capital used to
provide government services.” To approximate the cost of
those capital inputs, the NIPAs include in current federal
expenditures an estimate of the depreciation (consump-
tion of fixed capital) of the stock of federal capital.® The
treatment is conceptually similar to that applied to the
corporate business sector, which uses depreciation rather
than investment purchases to compute net corporate sav-
ing (retained earnings). In the federal budget, deprecia-

4. The resulting differences between the numbers in the NIPAs and
the budget are sometimes divided into three groups: coverage,
timing, and netting. Although all three types of differences can
affect total revenues or outlays, netting differences have no impact
on the federal deficit or surplus because they affect revenues and
outlays equally.

5. Federal investment is shown elsewhere in the NIPAs, along with
private investment spending in the domestic capital account,
which shows saving and investment (Table 5.1 in the accounts).

6. The destruction of business capital by Hurricanes Katrina and
Rita was recorded in the NIPAs as a large increase in the con-
sumption of fixed capital (CFC) by the business sector. For the
government sector, however, BEA did not follow that treatment.
Because CFC is captured in the accounts as “value added” by the
government, a surge in CFC to reflect the catastrophic loss of cap-
ital would increase GDP—which is inconsistent with actual
events. Consequently, the loss of federal capital resulting from
the hurricanes was not recorded in the NIPAs when it occurred.
However, BEA will remove the lost capital from the stock of
government-owned fixed assets, and future estimates of federal
CFC will be reduced correspondingly.
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tion is not tracked. In Table D-1, which provides a cross-
walk between the budget and the NIPAs, that difference
in coverage is shown under “Treatment of investment and
depreciation.””

The transactions of federal employees’ retirement pro-
grams are also handled differently in the budget and the
NIPAs. In the budget, federal employees’ contributions
for their retirement are recorded as revenues, whereas
agencies’ contributions on behalf of their employees (as
well as interest payments from the Treasury to trust
funds) have no overall budgetary effect because they are
simply transfers of funds between two government
accounts.® Benefit payments to retirees are recorded as
outlays in the budget. By contrast, in the NIPAs, the aim
is to make the measurement of saving by the federal gov-
ernment consistent with that of the private sector. There-
fore, the NIPAs treat some of the transactions of federal
retirement plans, except for the Railroad Retirement
Fund, as part of the household sector.” The receipts from
federal employers’ and employees’ retirement contribu-
tions (and the interest earned by retirement accounts) are
considered part of the personal income of workers and
thus are not recorded as federal transactions (receipts or
negative expenditures).

On the outlay side, pension benefit payments to retirees
are not recorded as federal expenditures in the NIPAs
because they are treated as transfers from pension funds
within the household sector. Some transactions, however,
are treated as part of federal expenditures even though the
corresponding receipts are recorded in the household sec-
tor. The government’s contributions to its workers’ retire-

7. The estimates and the presentation of the reconciliation between
the budget and the NIPAs in Table D-1 are based on CBO’s inter-
pretation of the methodology for the accounts as detailed in
Department of Commerce, Bureau of Economic Analysis, Survey
of Current Business (June 2003), and in BEAs reconciliation of the
Administration’s budget for fiscal year 2006, published in the Sur-
vey of Current Business (March 2005).

8. In the budget, contributions by an agency for its employees’ retire-
ment are considered outlays for that agency and offsetting receipts
(negative outlays) for the trust funds. Thus, those intragovern-
mental transfers result in no net outlays or receipts for the total
budget. That treatment is the same for Social Security and Medi-
care contributions by the federal government for its employees.

9. Social Security contributions and benefit payments for both pri-
vate and government employees are recorded in the federal sector
as receipts and expenditures rather than moved to the household
sector.
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ment are counted as federal expenditures (as part of em-
ployees’ compensation), as is the interest paid to federal
retirement accounts. The different treatment of retire-
ment contributions by federal employees shows up in
Table D-1 under “Receipts”; the different treatment of
contributions by federal employers, interest earnings, and
benefit payments is shown under “Expenditures.”

Capital Transfers and Exchanges of Existing Assets
The NIPAs measure current production and income
rather than transactions that involve existing assets.
Therefore, the NIPAs do not count capital transfers or
asset exchanges as part of federal receipts or expenditures,
although the budget generally does include those transac-
tions. The NIPAs define as capital transfers—and thus
exclude—estate and gift taxes (which are taxes on private
capital transfers), investment subsidies to businesses, and
investment grants to state and local governments (for air
transportation, highways, transit, and water treatment
plants).!? Exchanges of existing assets include federal
transactions for deposit insurance and sales and purchases
of government assets (including assets that are not
produced, such as land and the radio spectrum). In

Table D-1, those differences between the NIPAs’ federal
sector and the budget accounts show up on the revenue
side as estate and gift taxes and on the outlay side as capi-
tal transfers and lending and financial adjustments.

Credit Programs

The budget is not affected by all of the transactions
related to federal loans and loan guarantees—just by the
estimated cost of subsidies and federal administrative
costs. Loan disbursements, loan repayments, and interest
are reported in what are termed financing accounts,
which have no effect on revenues or outlays.

10. Another type of capital transfer excluded by the Bureau of Eco-
nomic Analysis in the national income and product accounts is
the annual lump-sum payment from the Treasury to the Uni-
formed Services Retiree Health Care Fund—a trust fund begun in
2003 to pay for benefits received by retired members of the armed
forces who are Medicare-eligible and their dependents. Those pay-
ments to the trust fund are for accrued but unfunded liabilities for
benefits attributable to work performed before 2003, and BEA
excludes those payments from federal expenditures because they
are not related to current production. In the budget, those annual
payments are recorded as outlays by the Treasury but as offsetting
receipts (negative outlays) by the trust fund. Because those annual
payments have no net impact on federal spending in either the
NIPAs or the budget, there is no corresponding reconciliation
item in Table D-1.
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Table D-1.
Relationship of the Budget to the Federal Sector of the National Income and
Product Accounts
(Billions of dollars)
Actual
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Receipts
Revenues (Budget)® 2,154 2312 2,461 2598 2,743 2,883 3,138 3,378 3,546 3,724 3,912 4113
Differences
Coverage
Contributions for government
employees' retirement -4 -4 -4 -4 -4 -4 -4 -3 -3 -3 -3 -2
Estate and gift taxes -25 -28 -26 -28 -29 -22 -20 -45 -49 -55 -61 -67
Geographic adjustments -4 -4 -4 -4 -5 -5 -5 -5 -5 -6 -6 -6
Universal Service Fund receipts -7 -7 -8 -8 -8 -8 -8 -8 -8 -8 -9 -9
Subtotal, coverage 40  -44 42 44 45 38 36 -62 -66 -72 -79 -84
Timing shift of corporate estimated
tax payments -5 0 0 0 0 0 0 0 0 0 0 0
Netting
Medicare premiums 38 55 65 70 74 80 87 94 103 115 127 141
Deposit insurance premiums * 1 1 1 1 2 2 2 2 2 2 2
Government contributions for
OASDI and HI for employees 14 15 16 17 18 19 20 20 22 23 24 25
Income receipts on assets 14 14 17 19 19 20 20 20 22 22 23 23
Surpluses of government enterprises -3 -4 -5 -5 -5 -5 -5 -5 -6 -6 -6 -6
Other 21 25 25 25 26 26 26 27 27 28 26 26
Subtotal, netting 8 107 119 127 132 140 149 157 170 183 195 210
Other adjustmentsb -36 3 -4 1 -1 -2 -4 -6 1 1 2 3
Total Differences 4 66 72 84 86 100 109 89 105 112 118 129
Receipts in the NIPAs 2,157 2378 2,533 2,681 2,829 2,983 3,248 3,467 3,651 3,836 4,030 4,243
Expenditures
Outlays (Budget)® 2,472 2,649 2,732 20857 2,984 3,105 3,252 3,340 3,506 3,666 3,839 4,046
Differences
Coverage
Treatment of investment and
depreciation -14 -18 -22 -23 -24 -25 -26 -27  -28 -29 -30 -31
Contributions for government
employees' retirement 36 36 35 35 35 36 37 38 40 41 43 45
Capital transfers -47  -50 -53 -56 -57  -58 -59  -60 -61 -62 -63 -64
Lending and financial
adjustments 13 14 21 23 15 16 15 16 17 18 18 18
Geographic adjustments -13 -14 -15 -16 -16 -17 -18 -18 -19 -20 -21 -22
Universal Service Fund payments -6 -7 -7 -7 -7 -7 -7 -7 -8 -8 -8 -8
Other -8 -7 -2 2 2 5 7 8 9 11 16 19
Subtotal, coverage -40 -46 -44 -42 -53 -50 -51  -50 -49 -48 -45 -43
Timing adjustments -15 5 4 0 0 0 -20 20 0 0 0 -26

Continued
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Table D-1.
Continued

(Billions of dollars)

Actual
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Expenditures (Continued)
Differences (Continued)

Netting
Medicare premiums 38 55 65 70 74 80 87 94 103 115 127 141
Deposit insurance premiums * 1 1 1 1 2 2 2 2 2 2 2
Government contributions for
OASDI and HI for employees 14 15 16 17 18 19 20 20 22 23 24 25
Income receipts on assets 14 14 17 19 19 20 20 20 22 22 23 23
Surpluses of government enterprises -3 -4 -5 -5 -5 -5 -5 -5 -6 -6 -6 -6
Other 21 25 25 25 26 26 26 27 27 28 26 26
Subtotal, netting 8 107 119 127 132 140 149 157 170 183 195 210
Flood insurance adjustment® 0 -18 -1 0 0 0 0 0 0 0 0 0
Total Differences 30 48 79 85 80 91 79 127 121 136 150 141
Expenditures in the NIPAs 2,503 2,697 2,811 2942 3,063 3,196 3,331 3,467 3,627 3,802 3,989 4,188
Net Federal Government Saving
Budget Deficit (-) or Surplus? -318 -337 -270 -259 -241 -222 -114 38 40 57 73 67
Differences
Coverage
Treatment of investment and
depreciation 14 18 22 23 24 25 26 27 28 29 30 31
Contributions for government
employees' retirement -41 -40 -39 -39 -39 -40 -40 -42 -43 -44 -46 -47
Estate and gift taxes -25 -28  -26 -28 -29 -22 -20 -45 -49 -55 -61 -67
Capital transfers 47 50 53 56 57 58 59 60 61 62 63 64
Lending and financial
adjustments -13 -14 -21 -23 -15 -16 -15 -16 -17 -18 -18 -18
Geographic adjustments 10 10 10 11 12 12 13 13 14 14 15 16
Universal Service Fund -1 -1 -1 -1 -1 -1 -1 -1 -1 -1 -1 -1
Other 8 7 2 -2 -2 5 -7 -8 -9 -11 -16 -19
Subtotal, coverage -1 3 * 2 8 11 14 -12 -17 -25 -34 -41
Timing adjustments 10 -5 -4 0 0 0 20 -20 0 0 0 26
Flood insurance adjustment® 0 18 1 0 0 0 0 0 0 0 0 0
Other adjustments® -36 3 -4 1 -1 2 -6 1 1 2 3
Total Differences -27 18 -7 -1 7 9 31 -38 ~-16 -24 -32 -12
Net Federal Government Saving -345  -319  -277 -261 -234 -213 -83 * 24 34 41 55

Source: Congressional Budget Office.

Note: * = between -$500 million and $500 million; OASDI = Old-Age, Survivors, and Disability Insurance; HI = Hospital Insurance.
a. Includes Social Security and the Postal Service.

b. The figure for 2005 includes netting adjustments for Hurricanes Katrina and Rita.

c. Reflects netting and timing adjustments for Hurricanes Katrina and Rita.
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As in the budget, the NIPAs record administrative costs
and generally exclude loan disbursements and repayments
and other cash flows considered exchanges of existing
assets or financial and lending transactions unrelated to
current production. By contrast, however, the NIPAs do
not record subsidy costs. In another departure from the
budget, the NIPAs include the interest receipts from
credit programs (as part of federal receipts). Those differ-
ences in the treatment of credit programs are recorded in
two places: under “Expenditures” in Table D-1, the lend-
ing and financial adjustments show the differences in
handling the loan subsidies; and under “Receipts,” the
difference in treating loan interest is captured as part of
income receipts on assets.

Geographic Coverage

The NIPAs exclude all government transactions with
Puerto Rico and the U.S. territories, whose current pro-
duction, according to the NIPAs’ definition, is not part of
U.S. GDP. Because federal transfers dominate those
transactions, their exclusion tends to increase the NIPAs
depiction of net federal government saving in comparison
with the budget’s measure of saving—the federal deficit
or surplus. That difference in coverage is shown as geo-
graphic adjustments in Table D-1.

Universal Service Fund

The business activity of the Universal Service Fund,
which provides resources to promote access to telecom-
munications, is recorded in the budget, but not in the
NIPAS’ federal sector. The Universal Service Fund
receives federally required payments from providers of
interstate and international telecommunications services
and disburses those funds to local providers that serve
high-cost areas, low-income households, libraries, and
schools, as well as to rural health care providers. The
fund is administered by an independent nonprofit corpo-
ration (the Universal Service Administrative Company),
which is regulated by the Federal Communications
Commission.

Although the Universal Service Fund’s revenues and out-
lays appear in the federal budget, they have little net
impact on the deficit or surplus. In the NIPAs, the fund’s
receipts and payments are classified as intracorporate
transfers (from one business to another). The difference
in treatment of the Universal Service Fund is so labeled in

Table D-1.

Interest Receipts

In the NIPAs, federal interest receipts are grouped with
other types of federal receipts (in the category designated
“Income receipts on assets”) rather than netted against
federal interest payments, as they are in the federal bud-
get.'! BEAs treatment is consistent with international
accounting practices, under which interest receipts and
payments are reported separately. That difference in the
treatment of interest receipts in the NIPAs and in the fed-
eral budget raises the NIPAs measure of government
receipts relative to federal budget revenues and increases
the NIPAs" measure of federal spending relative to budget
outlays. However, because the difference in treatment
affects receipts and expenditures in the NIPAs by exactly
the same amount, it has no impact on the NIPAs’ mea-
surement of net federal government saving.

Surpluses of Government Enterprises

In the NIPAs, the surpluses of government enterprises,
such as the Postal Service, are shown on a separate line
as current receipts of the federal government. That treat-
ment accords with international accounting standards,
which generally advocate reporting spending on a gross,
rather than a net, basis. By contrast, surpluses of govern-
ment enterprises are treated as offsetting receipts (nega-
tive outlays) in the federal budget.

Military Sales and Assistance in Kind

The NIPAs attempt to identify contributions to GDP by
sector. Therefore, they do not classify as part of federal
consumption military purchases of equipment and ser-
vices that are intended for sale or as gifts to foreign gov-
ernments. Instead, those transactions are considered net
exports in the NIPAs’ foreign transactions account (Table
4.1 in the accounts). In the case of gifts, the transactions
are also recorded in the federal sector of the NIPAs as a
portion of transfers to the rest of the world—a classifica-
tion that parallels their treatment as outlays in the federal
budget. By contrast, military sales to foreign governments
are recorded in the federal budget as outlays, while the
proceeds from those sales are recorded as offsetting
receipts (negative outlays).

11. About half of the NIPAs’ interest receipts, mainly from penalties
on late tax payments, are recorded as revenues in the federal

budget.
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National Flood Insurance Program

In the federal budget, payments to beneficiaries covered
by the National Flood Insurance Program (NFIP) are
recorded as outlays. In the NIPAs, though, insurance
losses by that federal government enterprise are normally
recorded as offsets to current receipts (and thus a reduc-
tion in the current surpluses of government enterprises).
In Table D-1, that difference is captured under netting
for both receipts and expenditures, and it is usually rela-
tively small.

The flood-related damages caused by Hurricanes Katrina
and Rita were catastrophic rather than normal, so BEA is
treating the NFIP’s insurance losses differently, in two
important ways.!? First, an estimate of the increased lia-
bilities of the NFIP is recorded for the fiscal year that the
destruction occurred—that is, on an accrual basis—not
for the fiscal years that the benefit payments will be
made. Second, the increased liabilities do not show up in
the NIPAs as a reduction in the surplus of government
enterprises, but as offsets to current transfer receipts from
businesses (such as certain fees paid to the govern-
ment)—because private insurance companies make the
payments to policyholders, and the federal government
reimburses the private companies.

In the federal budget, however, there is no difference in
the treatment of normal losses and catastrophic losses: the
costs are recorded when payments are actually made.
Because the bulk of the payments for the recent hurri-
canes will be made in fiscal year 2000, the federal budget
will record most of the outlays in that year. In Table D-1,
the netting and timing differences for those payments are
part of “Other adjustments” under “Receipts” and are
shown as the adjustment for flood insurance under
“Expenditures.”

12. The treatment parallels that in the business sector of the NIPAs,
which makes a distinction between catastrophic and normal insur-
ance losses, because insurance premiums are generally set to cover
normal losses, while catastrophic losses are covered by reserve
funds or reinsurance. See Brent R. Moulton and Eugene P. Seskin,
“Preview of the 2003 Comprehensive Revision of the National
Income and Product Accounts: Changes in Definitions and Clas-
sifications,” Survey of Current Business (Department of Commerce,
Bureau of Economic Analysis, June 2003), pp. 17-34; and Baoline
Chen and Dennis J. Fixler, “Measuring the Services of Property-
Casualty Insurance in the NIPAs,” Survey of Current Business
(Department of Commerce, Bureau of Economic Analysis, Octo-

ber 2003), pp. 10-26.
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Timing Differences

As much as possible, the NIPAs attempt to measure in-
come flows when income is earned (on an accrual basis)
rather than when income is received (on a cash basis). !>
That approach makes sense in an integrated system of
accounts that tracks both production and income
because, on an accrual basis, the value of what is pro-
duced in a given period should—measurement problems
aside—match the total income generated. For example,
BEA attributes corporate tax payments to the year in
which the liabilities are incurred rather than to the time
when the payments are actually made. However, the
NIPAs are not entirely consistent in that respect: personal
tax payments are counted as they are made and are not
attributed retroactively to the year in which the liabilities
were incurred. Currently, BEA is engaged in research to
develop methods for preparing accrual-based estimates of
personal tax payments.

Because the budget is recorded mostly on a cash basis and
the NIPAs’ federal sector is recorded largely on an accrual
basis, differences exist in a number of areas in the timing
of recorded transactions.

Corporate Taxes. Tax legislation sometimes temporarily
shifts the timing of corporate tax payments (usually from
the end of one fiscal year to the beginning of the next).
The NIPAs exclude such timing shifts, which are not
consistent with accrual accounting. The timing adjust-
ments for the effects of the Economic Growth and Tax
Relief Reconciliation Act of 2001 are shown as the timing
shift of corporate estimated tax payments in Table D-1.

Although corporations make estimated tax payments
throughout the year, any shortfalls (or overpayments) are
corrected in the form of final payments (or refunds) in
subsequent years. The NIPAs shift those final payments
back to the year in which the corporate profits that gave
rise to the tax liabilities were actually generated, whereas
the budget records them on a cash basis. The results of
that difference are difficult to identify for recent history

13. See United Nations, System of National Accounts (1993), para-
graph 3.19, which emphasizes reporting transactions on an
accrual basis. Many of the conceptual changes to the national
income and product accounts over time have been based on
guidelines enumerated in that U.N. document. See also Depart-
ment of Commerce, Bureau of Economic Analysis, “The NIPAs
and the System of National Accounts,” Survey of Current Business
(December 2004), pp. 17-32.
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and thus appear as part of “Other adjustments” under
“Receipts” in Table D-1.14

Personal Taxes. Although personal taxes are not recorded
on an accrual basis in the NIPAs, BEA nevertheless
attempts to avoid large, distorting upward or downward
spikes in personal disposable income that result from tim-
ing quirks. Such quirks occur in April of each year, for ex-
ample, when most final settlements for the previous year’s
personal taxes are paid. In the NIPAs, therefore, those set-
tlements are evenly spread over the four quarters of the
calendar year in which they are paid. (As with accrual
accounting, that treatment avoids spikes. Unlike accrual
treatment, however, it does not move payments back to
the year in which the liabilities were incurred.) Such
“smoothing” can alter the relationship of the NIPAs and
the budget accounts for fiscal years because it shifts some
receipts into the last quarter of the calendar year and thus
into the following fiscal year.!> Those adjustments are
difficult to identify for recent history and thus are not
shown separately in Table D-1; they appear instead in the
“Other adjustments” category under “Receipts.”

Transfers and Military Compensation. Timing adjust-
ments are needed on the spending side of the NIPAs to
align military compensation and government transfer
payments—for example, veterans’ benefits, Supplemental
Security Income (SSI) payments, and Medicare’s pay-
ments to providers—with income that is reported on an
accrual basis in the NIPAs. Misalignments can occur
because of delays in payments or quirks in the calendar.

For example, although SSI payments are usually made on
the first day of each month, they are sometimes made a
day or more in advance. That situation typically occurs
when the first day of the month falls on a weekend or
holiday. If it occurs for the October benefits, the pay-
ments will be pushed into the previous fiscal year in the
budget. In such cases, the NIPAs introduce a timing
adjustment that effectively moves the payments back to
the first day of the month. Hence, the NIPAs” adjustment

14. “Other adjustments” include timing differences not shown else-
where in Table D-1, plus discrepancies between figures in the
NIPAs and the budget that may diminish when BEA makes subse-
quent revisions.

15. A change in the relationship between receipts in the budget and in
the NIPAs is projected to occur following certain changes in tax
laws, such as the increases in tax rates and other changes scheduled
to take effect in 2011 and assumed in CBO’s baseline for receipts.

always ensures that there are exactly 12 monthly SSI pay-
ments in a year, whereas in the budget, there can be 11 in
some years and 13 in others.

For military compensation, which is paid at the begin-
ning and middle of each month, the adjustment in the
NIPAs always ensures 24 payments in a year. In the bud-
get, by contrast, there can be 23 payments in some years
and 25 in others. The timing adjustments for expendi-
tures in Table D-1 reflect that regularizing for transfers
and for military pay.

In another contrast with the federal budget, the NIPAs
record Medicare payments on an accrual basis rather than
on a cash basis. That treatment better illustrates the link
between the underlying economic activity (the medical
services provided) and the associated federal transactions
(payment for those services), which can be several months
apart. The timing adjustment, however, has only a small
effect on the NIPAs" measure of net federal government
saving.

Business Activities

The federal budget and the NIPAs both treat certain rev-
enues as offsetting receipts (negative outlays) when they
result from voluntary transactions with the public that
resemble business activities, such as proceeds from the
sale of government publications. However, the NIPAs
generally have a stricter view of what resembles a business
transaction. In particular, Medicare premiums, deposit
insurance premiums, rents, royalties, and regulatory or
inspection fees are deemed equivalent to business transac-
tions in the budget but not in the NIPAs. Consequently,
those transactions (negative outlays in the budget) are
treated in the NIPAs as government receipts (contribu-
tions for government social insurance and current trans-
fers from business—fines and fees). Those differences are
recorded under “Netting” in Table D-1. Because they
affect total current receipts and total current expenditures
by exactly the same amounts, they have no effect on the
NIPAs” measure of net federal government saving.

Presentation of the Federal
Government’s Receipts and

Expenditures in the NIPAs

As in the budget, the federal sector of the NIPAs classifies
receipts by type, but the categories differ (see Table D-2).
The NIPAS’ classifications help to determine measures
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Table D-2.

Projections of Baseline Receipts and Expenditures as Measured by the National
Income and Product Accounts

(Billions of dollars)

Actual
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Receipts
Current Tax Receipts
Personal current taxes 903 993 1,081 1,167 1,253 1,344 1535 1,681 1,785 1,888 1,997 2,114
Taxes on corporate income 280 314 319 324 331 333 341 350 360 372 385 401

Taxes on production and imports 97 102 104 108 111 115 120 125 129 133 134 138
Taxes from the rest of the world 10 10 11 12 13 14 16 18 19 20 21 22

Subtotal 1,289 1,419 1516 1,612 1,708 1,805 2,012 2174 2,293 2412 2537 2676
Contributions for Government
Social Insurance® 841 905 959 1,008 1,058 1,112 1,168 1,224 1,283 1,347 1,413 1,482
Current Transfer Receipts 7 33 35 36 37 38 40 42 44 47 49 52
Income Receipts on Assets 23 25 28 31 31 32 33 33 36 37 37 39
Current Surpluses of Government
Enterprises -3 -4 -5 -5 -5 -5 -5 -5 -6 -6 -6 -6

Total Current Receipts 2,157 2,378 2,533 2,681 2,829 2,983 3,248 3,467 3,651 3,836 4,030 4,243

Expenditures
Consumption Expenditures

Defense
Consumption 443 455 454 459 468 479 489 502 513 525 538 551
Consumption of fixed capital 67 68 68 69 71 74 76 79 82 85 88 90
Nondefense”
Consumption 226 232 237 244 252 258 264 270 277 284 292 299
Consumption of fixed capital 25 25 26 26 26 27 27 28 28 29 29 30
Subtotal 760 780 783 798 818 838 857 878 900 923 947 970

Current Transfer Payments
Government social benefits

To persons 1,064 1,170 1,246 1321 1,388 1,462 1540 1,619 1,724 1,839 1,962 2,097
To the rest of the world 3 3 3 4 4 4 4 5 5 5 5 6
Subtotal 1,068 1,174 1,249 1325 1392 1,466 1544 1,624 1,729 1,844 1,968 2,103

Other transfer payments
Grants-in-aid to state and

local governments® 357 383 393 413 431 453 478 504 532 563 597 633

To the rest of the world 29 28 25 24 25 25 25 25 26 26 27 27

Subtotal 385 411 418 437 456 477 503 529 558 589 624 660

Interest Payments® 239 280 309 333 350 367 381 390 394 399 404 407

Subsidies 51 53 51 50 48 47 46 46 46 47 47 47
Total Current

Expenditures 2,503 2,697 2,811 2,942 3,063 3,196 3,331 3,467 3,627 3,802 3,989 4,188

Net Federal Government Saving
Net Federal Government Saving  -345 -319 -277 -261 -234 -213 -83 * 24 34 41 55

Source: Congressional Budget Office.
Note: * = between -$500 million and zero.

a. Includes Social Security taxes, Medicare taxes and premiums, and unemployment insurance taxes.
b. Includes Social Security and the Postal Service.
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such as disposable income and corporate profits after
taxes. There are five major categories of current receipts.
The largest one, current tax receipts, includes taxes on
personal income, taxes on corporate income, taxes on
production and imports, and taxes from the rest of the
world. The next-largest category is contributions for gov-
ernment social insurance, which consists of Social Secu-
rity taxes, Medicare taxes and premiums, and unemploy-
ment insurance taxes. The remaining categories are
current transfer receipts (fines and fees), income receipts
on assets (interest, rents, and royalties), and current sur-
pluses of government enterprises (such as the Postal
Service).

In the NIPAs, the government’s expenditures are classi-
fied according to their purpose. The major groups, which
are much fewer than those in the federal budget, are con-
sumption expenditures, or purchases of goods and ser-
vices (broken out for defense and nondefense purchases);
transfer payments (to individuals, governments, and the
rest of the world); interest payments; and subsidies to
businesses and to government enterprises.

Consumption of goods and services (for both defense and
nondefense purposes) consists of purchases made by the
government for its immediate use in production. (The
largest portion of such consumption is the compensation
of military and civilian federal employees.) Among the
government’s consumption expenditures, the consump-
tion of fixed capital—depreciation—represents a partial
measure of the services that the government receives from
its stock of fixed assets, such as buildings or equipment.

Transfer payments (cash payments made directly to indi-
viduals and the rest of the world as well as grants to state
and local governments or foreign nations) constitute
another grouping. Most of the transfers to individuals are
for social benefits. Grants-in-aid are payments that the
federal government makes to state or local governments,
which generally use them for transfers (such as benefits
provided by the Medicaid program) and consumption
(such as the hiring of additional police officers). Grants-
in-aid to foreigners include federal purchases of military
equipment for delivery to foreign governments.

The NIPAS’ category for federal interest payments shows
only payments and thus differs from the budget, which
contains a category labeled “net interest.” In the NIPAs,
federal interest receipts are classified with other federal
receipts.

The NIPAS’ category labeled “subsidies” primarily con-
sists of grants paid by the federal government to busi-
nesses, including state and local government enterprises
such as public housing authorities. Federal housing and
agricultural assistance have long dominated that category.

Net federal government saving in the NIPAs is the differ-
ence between the current receipts and the current expen-
ditures of the federal sector.' It is a component of net
national saving (which also includes net saving by the
state and local government sector, personal saving, and
corporate retained earnings) and thus is a partial measure
of how much of the nation’s income earned from current
production is not consumed in the current period. Net
federal saving (or dissaving) is not a good indicator of
federal borrowing requirements because, unlike the bud-

get deficit or surplus, it is not a measure of cash flows.!”

16. Gross federal saving—a component of gross national saving—
equals net federal saving plus depreciation (consumption of fixed
capital).

17. As an addendum to the NIPAs’ Table 3.2, BEA publishes a mea-
sure labeled “net lending or net borrowing,” which is closer to a
cash or financial measure in several ways. Like the budget, it
includes investment purchases as expenditures because those pur-
chases must be financed from current receipts or from federal bor-
rowing. At the same time, it excludes consumption of fixed capital
because those accounting charges are not a drain on current finan-
cial resources. In addition, it includes receipts from the sale of
assets that are not produced, as well as capital transfer receipts (for
example, estate and gift taxes) and capital transfer payments (for
example, investment grants to state and local governments), which
are not part of current receipts or expenditures in the NIPAs but
do affect cash flows. Despite those adjustments, net federal lend-
ing or borrowing in the NIPAs differs from the budget deficit or
surplus because of all of the other differences in timing and cover-
age that distinguish the NIPAs from the budget. BEA presents
those differences in Table 3.18, which is similar to Table D-1
presented here.



APPENDIX

CBO’s Economic Projections for 2006 to 2016

I he tables in this appendix expand on the informa-

tion in Chapter 2 by showing the Congressional Budget
Office’s (CBO’s) year-by-year economic projections for
2006 to 2016 (by calendar year in Table E-1 and by fiscal
year in Table E-2). CBO does not forecast cyclical fluctu-

ations in its projections for years after 2007. Instead, the
projected values shown in the tables for 2008 through
2016 reflect CBO’s assessment of average values for that
period—which takes into account the potential ups and
downs of the business cycle.
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Table E-1.

CBO’s Year-by-Year Economic Forecast and Projections for Calendar Years
20006 to 2016

Estimated Forecast Projected
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Nominal GDP
(Billions of dollars) 12,494 13,262 13,959 14,696 15,455 16,208 16,954 17,718 18,512 19,329 20,178 21,064
Nominal GDP
(Percentage change) 6.5 6.1 53 53 5.2 49 4.6 4.5 4.5 4.4 4.4 4.4
Real GDP
(Percentage change) 3.6 3.6 3.4 3.4 3.3 3.0 2.8 2.7 2.6 2.6 2.6 2.5
GDP Price Index
(Percentage change) 2.7 2.4 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8
Consumer Price Index?
(Percentage change) 3.4 2.8 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2
Core Consumer Price Index”
(Percentage change) 2.2 2.2 2.3 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2
Employment Cost Index*
(Percentage change) 2.4 3.0 3.2 3.3 3.3 33 33 33 3.3 3.3 3.3 3.3
Unemployment Rate
(Percent) 51 5.0 5.0 51 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2
Three-Month Treasury
Bill Rate (Percent) 3.2 45 45 44 44 44 4.4 44 44 44 44 4.4
Ten-Year Treasury
Note Rate (Percent) 43 51 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2
Tax Bases
(Billions of dollars)

Corporate book profits 1,434 1,451 1,438 1,439 1,468 1,511 1,555 1,611 1,675 1,742 1,818 1,901

Wages and salaries 5723 6,050 6,383 6,745 7,103 7,447 7,785 8,132 8,491 8,861 9,246 9,647
Tax Bases
(Percentage of GDP)

Corporate book profits 115 109 103 9.8 9.5 9.3 9.2 9.1 9.0 9.0 9.0 9.0

Wages and salaries 45.8 45.6 457 459 46.0 459 459 459 459 458 458 458

Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor
Statistics; Federal Reserve Board.

Note: Percentage changes are year over year.
a. The consumer price index for all urban consumers.
b. The consumer price index for all urban consumers excluding food and energy prices.

c. The employment cost index for wages and salaries of workers in private industry.
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Table E-2.

CBO’s Year-by-Year Economic Forecast and Projections for Fiscal Years
2006 to 2016

Actual Forecast Projected
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Nominal GDP
(Billions of dollars) 12,293 13,082 13,781 14,508 15,264 16,021 16,768 17,524 18,311 19,121 19,963 20,839
Nominal GDP
(Percentage change) 6.5 6.4 5.3 53 5.2 5.0 4.7 4.5 4.5 4.4 4.4 4.4
Real GDP
(Percentage change) 3.7 3.7 3.4 3.4 3.3 3.1 2.8 2.7 2.6 2.6 2.6 2.5
GDP Price Index
(Percentage change) 2.7 2.6 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8
Consumer Price Index®
(Percentage change) 3.3 3.2 2.1 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2
Core Consumer Price Index”
(Percentage change) 2.2 2.2 2.3 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2
Employment Cost Index*
(Percentage change) 2.3 2.9 3.2 33 3.3 33 33 33 33 33 33 33
Unemployment Rate
(Percent) 5.2 5.0 5.0 51 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2
Three-Month Treasury
Bill Rate (Percent) 2.7 43 4.5 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4
Ten-Year Treasury
Note Rate (Percent) 4.2 5.0 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2
Tax Bases
(Billions of dollars)
Corporate book profits 1,328 1,476 1,438 1,439 1,459 1,501 1,543 1596 1,658 1,724 1,800 1,876
Wages and salaries 5,652 5,970 6,299 6,652 7,015 7,362 7,701 8,044 8,400 8,767 9,149 9,545
Tax Bases
(Percentage of GDP)
Corporate book profits 10.8 113 104 9.9 9.6 9.4 9.2 9.1 9.1 9.0 9.0 9.0
Wages and salaries 46.0 45.6 457 459 46.0 46.0 459 459 459 459 458 458

Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor
Statistics; Fedearl Reserve Board.

Note: Percentage changes are year over year.
a. The consumer price index for all urban consumers.
b. The consumer price index for all urban consumers excluding food and energy prices.

c. The employment cost index for wages and salaries of workers in private industry.







APPENDIX

F

Historical Budget Data

I his appendix provides historical data for revenues,

outlays, and the deficit or surplus—in forms consistent
with the projections in Chapters 1, 3, and 4—for fiscal
years 1962 to 2005. The data are shown in both nominal
dollars and as a percentage of gross domestic product
(GDP). Some of the numbers have been revised since the
last time these tables were published, in January 2005.

Federal revenues, outlays, the deficit or surplus, and debt
held by the public are shown in Tables F-1 and F-2. Rev-
enues, outlays, and the deficit or surplus have both on-
budget and off-budget components. Social Security’s re-
ceipts and outlays were placed off-budget by the Balanced
Budget and Emergency Deficit Control Act of 1985. For
the sake of consistency, the tables show the budgetary
components of Social Security as off-budget prior to that
year. The Postal Service was moved off-budget by the
Omnibus Budget Reconciliation Act of 1989.

The major sources of federal revenues (including oft-
budget revenues) are presented in Tables F-3 and F-4.
Social insurance taxes include payments by both employ-
ers and employees for Social Security, Medicare, Railroad
Retirement, and unemployment insurance, as well as
pension contributions by federal workers. Excise taxes are
levied on certain products and services, such as gasoline,
alcoholic beverages, and air travel. Estate and gift taxes
are levied on assets when they are transferred. Miscella-
neous receipts consist of earnings of the Federal Reserve
System and income from numerous fees and charges.

Total outlays for major categories of spending appear in
Tables F-5 and F-6. (Those totals include both on- and
off-budget outlays.) Spending controlled by the appropri-
ation process is classified as discretionary. Spending gov-
erned by permanent laws, such as those that set eligibility
requirements for certain programs, is considered manda-
tory. Offsetting receipts include the government’s contri-

butions to retirement programs for its employees, fees,
charges (such as Medicare premiums), and receipts from
the use of federally controlled land and offshore territory.
Net interest (function 900 of the budget) comprises the
interest paid by the government on federal debt offset by
its interest income.

Tables F-7 and F-8 divide discretionary spending into its
defense, international, and domestic components. Tables
F-9 and F-10 classify mandatory spending by the three
major entitlement programs—Social Security, Medicare,
and Medicaid—and by other categories of mandatory
spending. Income-security programs provide benefits to
recipients with limited income and assets; those programs
include unemployment compensation, Supplemental
Security Income, and Food Stamps. Other federal retire-
ment and disability programs provide benefits to federal
civilian employees, members of the military, and veterans.
The category of other mandatory programs includes the
activities of the Commodity Credit Corporation,
TRICARE For Life (which provides health care benefits
to retirees of the uniformed services who are eligible for
Medicare), the subsidy costs of federal student loan pro-
grams, the Universal Service Fund (which subsidizes tele-
communications services for selected areas and individu-
als), the State Children’s Health Insurance Program, and
the Social Services Block Grant program.

The remaining tables, F-11 through F-13, show estimates
of the standardized-budget deficit or surplus and its out-
lay and revenue components. The standardized-budget
deficit or surplus attempts to filter out the effects that
cyclical fluctuations in output and unemployment have
on revenues and outlays; it also incorporates other adjust-
ments. The change in that deficit or surplus is commonly
used to measure the short-term impact of fiscal policy on
total demand. Table F-11 also presents estimates of
potential and actual GDP.
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Table F-1.
Revenues, Outlays, Deficits, Surpluses, and Debt Held by the Public,
1962 to 2005
(Billions of dollars)

Deficit (-) or Surplus Debt

On- Social Postal Held by
Revenues Outlays Budget Security Service Total the Public?

1962 99.7 106.8 5.9 -1.3 n.a. 7.1 248.0
1963 106.6 111.3 -4.0 0.8 n.a. -4.8 254.0
1964 112.6 1185 -6.5 0.6 n.a. 5.9 256.8
1965 116.8 118.2 -1.6 0.2 n.a. 1.4 260.8
1966 130.8 134.5 3.1 0.6 n.a. 3.7 263.7
1967 148.8 157.5 -12.6 4.0 n.a. 8.6 266.6
1968 153.0 178.1 27.7 2.6 n.a. 25.2 289.5
1969 186.9 183.6 0.5 3.7 n.a. 3.2 278.1
1970 192.8 195.6 8.7 5.9 n.a. 2.8 283.2
1971 187.1 210.2 -26.1 3.0 n.a. -23.0 303.0
1972 207.3 230.7 -26.1 31 0.4 234 322.4
1973 230.8 245.7 -15.2 0.5 0.2 -14.9 340.9
1974 263.2 269.4 7.2 18 0.8 6.1 343.7
1975 279.1 332.3 54.1 2.0 -11 53.2 394.7
1976 298.1 3718 -69.4 3.2 -11 -73.7 477.4
1977 355.6 409.2 -49.9 3.9 0.2 -53.7 549.1
1978 399.6 458.7 -55.4 4.3 0.5 59.2 607.1
1979 463.3 504.0 -39.6 2.0 0.9 -40.7 640.3
1980 517.1 590.9 73.1 -11 0.4 -73.8 711.9
1981 599.3 678.2 -73.9 5.0 0.1 -79.0 789.4
1982 617.8 745.7 -120.6 7.9 0.6 -128.0 924.6
1983 600.6 808.4 -207.7 0.2 0.3 -207.8 1,137.3
1984 666.5 851.9 -185.3 0.3 0.4 -185.4 1,307.0
1985 7341 946.4 -221.5 9.4 0.1 2123 1,507.3
1986 769.2 990.4 -237.9 16.7 * -221.2 1,740.6
1987 854.4 1,004.1 -168.4 19.6 0.9 -149.7 1,889.8
1988 909.3 1,064.5 -192.3 38.8 -1.7 -155.2 2,051.6
1989 991.2 1,143.8 -205.4 52.4 0.3 -152.6 2,190.7
1990 1,032.1 1,253.1 -277.6 58.2 -1.6 -221.0 2,411.6
1991 1,055.1 1,324.3 -321.4 53.5 -1.3 -269.2 2,689.0
1992 1,091.3 1,381.6 -340.4 50.7 0.7 -290.3 2,999.7
1993 1,154.5 1,409.5 -300.4 46.8 -1.4 -255.1 3,248.4
1994 1,258.7 1,461.9 -258.8 56.8 -11 -203.2 3,433.1
1995 1,351.9 1,515.9 -226.4 60.4 2.0 -164.0 3,604.4
1996 1,453.2 1,560.6 -174.0 66.4 0.2 -107.4 3,734.1
1997 1,579.4 1,601.3 -103.2 8L.3 * 219 3,772.3
1998 1,722.0 1,652.7 -29.9 99.4 0.2 69.3 3,721.1
1999 1,827.6 1,702.0 19 124.7 -1.0 125.6 3,632.4
2000 2,025.5 1,789.2 86.4 151.8 2.0 236.2 3,409.8
2001 1,991.4 1,863.2 324 163.0 2.3 128.2 3,319.6
2002 1,853.4 2,011.2 -317.4 159.0 0.7 -157.8 3,540.4
2003 1,782.5 2,160.1 -538.4 155.6 5.2 -377.6 3,913.4
2004 1,880.3 2,293.0 -568.0 151.1 41 -412.7 4,295.5
2005 2,153.9 2,472.2 -493.6 173.5 18 -318.3 4,592.2

Sources: Congressional Budget Office; Office of Management and Budget.

Note: n.a. = not applicable (the Postal Service was not an independent agency until 1972); * = between -$50 million and $50 million.

a. End of year.
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Table F-2.

Revenues, Outlays, Deficits, Surpluses, and Debt Held by the Public,
1962 to 2005

(Percentage of gross domestic product)

Deficit (-) or Surplus Debt
On- Social Postal Held by
Revenues Outlays Budget Security Service Total the Public?

1962 17.6 18.8 -1.0 0.2 n.a. -1.3 43.7
1963 17.8 18.6 0.7 0.1 n.a. 0.8 424
1964 17.6 18.5 -1.0 0.1 n.a. 0.9 40.0
1965 17.0 17.2 0.2 * n.a. 0.2 37.9
1966 17.3 17.8 0.4 0.1 n.a. 0.5 34.9
1967 18.4 19.4 -1.6 0.5 n.a. 11 32.9
1968 17.6 20.5 3.2 0.3 n.a. 2.9 333
1969 19.7 19.4 0.1 0.4 n.a. 0.3 29.3
1970 19.0 19.3 0.9 0.6 n.a. 0.3 28.0
1971 17.3 19.5 2.4 0.3 n.a. 2.1 28.1
1972 17.6 19.6 2.2 0.3 * 2.0 27.4
1973 17.6 18.7 -1.2 * * -11 26.0
1974 18.3 18.7 0.5 0.1 -0.1 0.4 23.9
1975 17.9 21.3 3.5 0.1 0.1 3.4 25.3
1976 17.1 21.4 4.0 0.2 0.1 4.2 27.5
1977 18.0 20.7 -2.5 0.2 * 2.7 27.8
1978 18.0 20.7 2.5 0.2 * 2.7 27.4
1979 18.5 20.1 -1.6 0.1 * -1.6 25.6
1980 19.0 217 2.7 * * 2.7 26.1
1981 19.6 22.2 2.4 0.2 * 2.6 25.8
1982 19.2 2.1 3.7 0.2 * 4.0 28.7
1983 17.4 23.5 -6.0 * * -6.0 33.0
1984 17.3 22.1 4.8 * * 4.8 34.0
1985 17.7 22.8 5.3 0.2 * 5.1 36.3
1986 17.5 22.5 5.4 0.4 * 5.0 39.5
1987 18.4 21.6 3.6 0.4 * 3.2 40.6
1988 18.1 21.2 3.8 0.8 * 3.1 40.9
1989 18.3 21.2 3.8 1.0 * 2.8 40.6
1990 18.0 21.8 4.8 1.0 * 3.9 42.0
1991 17.8 22.3 5.4 0.9 * -4.5 453
1992 17.5 2.1 5.5 0.8 * 4.7 481
1993 17.5 214 4.6 0.7 * 3.9 49.4
1994 18.1 21.0 3.7 0.8 * 2.9 49.3
1995 18.5 20.7 3.1 0.8 * 2.2 49.2
1996 18.9 20.3 2.3 0.9 * -1.4 48.5
1997 19.3 19.6 -1.3 1.0 * 0.3 46.1
1998 20.0 19.2 0.3 1.2 * 0.8 431
1999 20.0 18.6 * 14 * 14 39.8
2000 20.9 18.4 0.9 1.6 * 2.4 35.1
2001 19.8 18.5 0.3 1.6 * 13 33.0
2002 17.9 19.4 3.1 15 * -1.5 34.1
2003 16.5 20.0 5.0 14 * 3.5 36.2
2004 16.3 19.9 4.9 13 * 3.6 37.2
2005 17.5 20.1 4.0 14 * 2.6 374

Sources: Congressional Budget Office; Office of Management and Budget.
Note: n.a. = not applicable (the Postal Service was not an independent agency until 1972); * = between -0.05 percent and 0.05 percent.

a. End of year.
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Table F-3.

Revenues by Major Source, 1962 to 2005

(Billions of dollars)

Individual Corporate Social Estate
Income Income Insurance Excise and Gift Customs Miscellaneous Total
Taxes Taxes Taxes Taxes Taxes Duties Receipts Revenues

1962 45.6 20.5 17.0 12.5 2.0 11 0.8 99.7
1963 47.6 21.6 19.8 13.2 2.2 12 1.0 106.6
1964 48.7 23.5 22.0 13.7 2.4 13 11 112.6
1965 48.8 25.5 22.2 14.6 2.7 14 16 116.8
1966 55.4 30.1 25.5 131 31 18 19 130.8
1967 61.5 34.0 32.6 13.7 3.0 19 2.1 148.8
1968 68.7 28.7 33.9 141 31 2.0 2.5 153.0
1969 87.2 36.7 39.0 15.2 35 23 2.9 186.9
1970 90.4 32.8 44.4 15.7 3.6 2.4 3.4 192.8
1971 86.2 26.8 473 16.6 3.7 2.6 3.9 187.1
1972 94.7 32.2 52.6 15.5 5.4 33 3.6 207.3
1973 103.2 36.2 63.1 16.3 49 3.2 3.9 230.8
1974 119.0 38.6 75.1 16.8 5.0 33 5.4 263.2
1975 122.4 40.6 84.5 16.6 4.6 3.7 6.7 279.1
1976 131.6 414 90.8 17.0 5.2 41 8.0 298.1
1977 157.6 54.9 106.5 17.5 7.3 5.2 6.5 355.6
1978 181.0 60.0 121.0 18.4 53 6.6 7.4 399.6
1979 217.8 65.7 138.9 18.7 5.4 7.4 9.3 463.3
1980 244.1 64.6 157.8 24.3 6.4 7.2 12.7 517.1
1981 285.9 611 182.7 40.8 6.8 8.1 13.8 599.3
1982 297.7 49.2 201.5 36.3 8.0 8.9 16.2 617.8
1983 288.9 37.0 209.0 35.3 6.1 8.7 15.6 600.6
1984 298.4 56.9 239.4 374 6.0 11.4 17.1 666.5
1985 334.5 61.3 265.2 36.0 6.4 12.1 18.6 734.1
1986 349.0 63.1 283.9 32.9 7.0 13.3 20.0 769.2
1987 392.6 83.9 303.3 32.5 7.5 15.1 19.5 854.4
1988 401.2 94.5 334.3 35.2 7.6 16.2 20.3 909.3
1989 445.7 103.3 359.4 344 8.7 16.3 23.3 991.2
1990 466.9 93.5 380.0 353 11.5 16.7 28.1 1,032.1
1991 467.8 98.1 396.0 424 11.1 15.9 2.7 1,055.1
1992 476.0 100.3 413.7 45.6 11.1 17.4 27.3 1,091.3
1993 509.7 117.5 428.3 48.1 12.6 18.8 19.5 1,154.5
1994 543.1 140.4 461.5 55.2 15.2 20.1 23.3 1,258.7
1995 590.2 157.0 484.5 57.5 14.8 19.3 28.7 1,351.9
1996 656.4 171.8 509.4 54.0 17.2 18.7 25.6 1,453.2
1997 737.5 182.3 539.4 56.9 19.8 17.9 25.6 1,579.4
1998 828.6 188.7 571.8 57.7 24.1 18.3 32.8 1,722.0
1999 879.5 184.7 611.8 70.4 27.8 18.3 351 1,827.6
2000 1,004.5 207.3 652.9 68.9 29.0 19.9 43.1 2,025.5
2001 994.3 1511 694.0 66.2 28.4 19.4 38.0 1,991.4
2002 858.3 148.0 700.8 67.0 26.5 18.6 341 1,853.4
2003 793.7 131.8 713.0 67.5 22.0 19.9 34.7 1,782.5
2004 809.0 189.4 733.4 69.9 24.8 21.1 32.8 1,880.3
2005 927.2 278.3 794.1 73.1 24.8 23.4 33.0 2,153.9

Sources: Congressional Budget Office; Office of Management and Budget.
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Table F-4.
Revenues by Major Source, 1962 to 2005

(Percentage of gross domestic product)

Individual Corporate Social Estate
Income Income Insurance Excise and Gift Customs  Miscellaneous Total
Taxes Taxes Taxes Taxes Taxes Duties Receipts Revenues

1962 8.0 3.6 3.0 2.2 0.4 0.2 0.1 17.6
1963 7.9 3.6 33 2.2 0.4 0.2 0.2 17.8
1964 7.6 3.7 3.4 2.1 0.4 0.2 0.2 17.6
1965 7.1 3.7 3.2 2.1 0.4 0.2 0.2 17.0
1966 7.3 4.0 3.4 17 0.4 0.2 0.2 17.3
1967 7.6 42 4.0 17 0.4 0.2 0.3 18.4
1968 7.9 33 3.9 1.6 0.4 0.2 0.3 17.6
1969 9.2 3.9 41 16 0.4 0.2 0.3 19.7
1970 8.9 3.2 44 1.6 0.4 0.2 0.3 19.0
1971 8.0 2.5 4.4 15 0.3 0.2 0.4 17.3
1972 8.0 2.7 45 13 0.5 0.3 0.3 17.6
1973 7.9 2.8 48 1.2 0.4 0.2 0.3 17.6
1974 8.3 2.7 5.2 1.2 0.3 0.2 0.4 18.3
1975 7.8 2.6 5.4 11 0.3 0.2 0.4 17.9
1976 7.6 2.4 5.2 1.0 0.3 0.2 0.5 17.1
1977 8.0 2.8 5.4 0.9 0.4 0.3 0.3 18.0
1978 8.2 2.7 5.5 0.8 0.2 0.3 0.3 18.0
1979 8.7 2.6 5.6 0.7 0.2 0.3 0.4 18.5
1980 9.0 2.4 5.8 0.9 0.2 0.3 0.5 19.0
1981 9.3 2.0 6.0 13 0.2 0.3 0.5 19.6
1982 9.2 15 6.2 11 0.2 0.3 0.5 19.2
1983 8.4 11 6.1 1.0 0.2 0.3 0.5 17.4
1984 7.8 15 6.2 1.0 0.2 0.3 0.4 17.3
1985 8.1 15 6.4 0.9 0.2 0.3 0.4 17.7
1986 7.9 14 6.4 0.7 0.2 0.3 0.5 17.5
1987 8.4 1.8 6.5 0.7 0.2 0.3 0.4 18.4
1988 8.0 1.9 6.7 0.7 0.2 0.3 0.4 18.1
1989 8.3 1.9 6.7 0.6 0.2 0.3 0.4 18.3
1990 8.1 1.6 6.6 0.6 0.2 0.3 0.5 18.0
1991 7.9 17 6.7 0.7 0.2 0.3 0.4 17.8
1992 7.6 1.6 6.6 0.7 0.2 0.3 0.4 17.5
1993 7.7 1.8 6.5 0.7 0.2 0.3 0.3 17.5
1994 7.8 2.0 6.6 0.8 0.2 0.3 0.3 18.1
1995 8.1 2.1 6.6 0.8 0.2 0.3 0.4 18.5
1996 8.5 2.2 6.6 0.7 0.2 0.2 0.3 18.9
1997 9.0 2.2 6.6 0.7 0.2 0.2 0.3 19.3
1998 9.6 2.2 6.6 0.7 0.3 0.2 0.4 20.0
1999 9.6 2.0 6.7 0.8 0.3 0.2 0.4 20.0
2000 10.3 2.1 6.7 0.7 0.3 0.2 0.4 20.9
2001 9.9 15 6.9 0.7 0.3 0.2 0.4 19.8
2002 8.3 14 6.8 0.6 0.3 0.2 0.3 17.9
2003 7.3 1.2 6.6 0.6 0.2 0.2 0.3 16.5
2004 7.0 16 6.4 0.6 0.2 0.2 0.3 16.3
2005 7.5 23 6.5 0.6 0.2 0.2 0.3 17.5

Sources: Congressional Budget Office; Office of Management and Budget.
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Table F-5.

Outlays for Major Spending Categories, 1962 to 2005

(Billions of dollars)
Mandatory Spending

Discretionary Programmatic Offsetting Net Total
Spending Spending® Receipts Interest Outlays

1962 72.1 34.7 -6.8 6.9 106.8
1963 75.3 36.2 7.9 7.7 111.3
1964 79.1 389 7.7 8.2 1185
1965 77.8 39.7 7.9 8.6 118.2
1966 90.1 43.4 8.4 9.4 134.5
1967 106.5 50.9 -10.2 10.3 157.5
1968 118.0 59.7 -10.6 11.1 1781
1969 117.3 64.6 -11.0 12.7 183.6
1970 120.3 72.5 -11.5 14.4 195.6
1971 122.5 86.9 -14.1 14.8 210.2
1972 128.5 100.8 -14.1 15.5 230.7
1973 130.4 116.0 -18.0 17.3 245.7
1974 138.2 130.9 -21.2 21.4 269.4
1975 158.0 169.4 -18.3 23.2 3323
1976 175.6 189.1 -19.6 26.7 371.8
1977 197.1 203.7 -21.5 29.9 409.2
1978 218.7 227.4 -22.8 355 458.7
1979 240.0 247.0 -25.6 42.6 504.0
1980 276.3 291.2 -29.2 52.5 590.9
1981 307.9 339.4 -37.9 68.8 678.2
1982 326.0 370.8 -36.0 85.0 745.7
1983 3533 410.6 -45.3 89.8 808.4
1984 379.4 405.6 -44.2 1111 851.9
1985 415.8 448.2 -47.1 129.5 946.4
1986 438.5 461.8 -45.9 136.0 990.4
1987 444.2 474.2 -52.9 138.6 1,004.1
1988 464.4 505.1 -56.8 151.8 1,064.5
1989 488.8 549.8 -63.8 169.0 1,143.8
1990 500.6 626.9 -58.7 184.3 1,253.1
1991 533.3 702.3 -105.7 194.4 1,324.3
1992 533.8 716.8 -68.4 199.3 1,381.6
1993 539.4 738.0 -66.6 198.7 1,409.5
1994 541.4 786.1 -68.5 202.9 1,461.9
1995 544.9 818.6 -79.7 232.1 1,515.9
1996 532.7 858.8 -71.9 241.1 1,560.6
1997 547.2 896.4 -86.3 244.0 1,601.3
1998 552.1 938.7 -79.2 241.1 1,652.7
1999 572.0 976.9 -76.6 229.8 1,702.0
2000 614.8 1,030.0 -78.6 222.9 1,789.2
2001 649.3 1,094.5 -86.8 206.2 1,863.2
2002 7343 1,196.9 -91.0 170.9 2,011.2
2003 825.4 1,281.8 -100.2 153.1 2,160.1
2004 895.3 1,346.2 -108.7 160.2 2,293.0
2005 967.9 1,446.1 -125.8 184.0 2,472.2

Sources: Congressional Budget Office; Office of Management and Budget.

a. Excludes offsetting receipts.




APPENDIX F HISTORICAL BUDGET DATA 145

Table F-6.
Outlays for Major Spending Categories, 1962 to 2005

(Percentage of gross domestic product)

Mandatory Spending

Discretionary Programmatic Offsetting Net Total
Spending Spending® Receipts Interest Outlays
1962 12.7 6.1 -1.2 1.2 18.8
1963 12.6 6.0 -1.3 13 18.6
1964 12.3 6.1 -1.2 13 18.5
1965 11.3 5.8 -11 1.2 17.2
1966 11.9 5.7 -11 12 17.8
1967 131 6.3 -1.3 13 19.4
1968 13.6 6.9 -1.2 13 20.5
1969 12.4 6.8 -1.2 13 19.4
1970 11.9 7.2 -11 14 19.3
1971 11.3 8.0 -1.3 14 19.5
1972 10.9 8.6 -1.2 13 19.6
1973 9.9 8.8 -1.4 13 18.7
1974 9.6 9.1 -1.5 15 18.7
1975 10.1 10.9 -1.2 15 21.3
1976 10.1 10.9 -11 15 21.4
1977 10.0 10.3 -11 15 20.7
1978 9.9 10.3 -1.0 16 20.7
1979 9.6 9.9 -1.0 17 20.1
1980 10.1 10.7 -11 19 21.7
1981 10.1 11.1 -1.2 2.2 22.2
1982 10.1 11.5 -11 2.6 23.1
1983 10.3 11.9 -1.3 2.6 23.5
1984 9.9 10.5 -1.2 2.9 22.1
1985 10.0 10.8 -11 3.1 22.8
1986 10.0 10.5 -1.0 31 22.5
1987 9.5 10.2 -11 3.0 21.6
1988 9.3 10.1 -11 3.0 21.2
1989 9.0 10.2 -1.2 31 21.2
1990 8.7 10.9 -1.0 3.2 21.8
1991 9.0 11.8 -1.8 33 22.3
1992 8.6 11.5 -11 3.2 22.1
1993 8.2 11.2 -1.0 3.0 21.4
1994 7.8 11.3 -1.0 2.9 21.0
1995 7.4 11.2 -11 3.2 20.7
1996 6.9 11.2 0.9 31 20.3
1997 6.7 10.9 -11 3.0 19.6
1998 6.4 10.9 0.9 2.8 19.2
1999 6.3 10.7 0.8 2.5 18.6
2000 6.3 10.6 0.8 2.3 18.4
2001 6.5 10.9 0.9 2.0 18.5
2002 7.1 11.5 0.9 16 19.4
2003 7.6 11.9 0.9 14 20.0
2004 7.8 11.7 0.9 14 19.9
2005 7.9 11.8 -1.0 15 20.1

Sources: Congressional Budget Office; Office of Management and Budget.

a. Excludes offsetting receipts.
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Table F-7.

Discretionary Outlays, 1962 to 2005

(Billions of dollars)

Defense International Domestic Total
1962 52.6 5.5 14.0 72.1
1963 53.7 5.2 16.3 75.3
1964 55.0 4.6 19.5 79.1
1965 51.0 47 22.1 77.8
1966 59.0 51 26.1 90.1
1967 72.0 5.3 29.1 106.5
1968 82.2 49 31.0 118.0
1969 82.7 41 30.5 117.3
1970 81.9 4.0 34.4 120.3
1971 79.0 3.8 39.8 122.5
1972 79.3 4.6 44.6 128.5
1973 77.1 48 48.5 130.4
1974 80.7 6.2 51.3 138.2
1975 87.6 8.2 62.2 158.0
1976 89.9 7.5 78.2 175.6
1977 97.5 8.0 91.5 197.1
1978 104.6 8.5 105.5 218.7
1979 116.8 9.1 114.1 240.0
1980 134.6 12.8 128.9 276.3
1981 158.0 13.6 136.3 307.9
1982 185.9 12.9 127.1 326.0
1983 209.9 13.6 129.8 3533
1984 228.0 16.3 135.1 379.4
1985 253.1 17.4 145.3 415.8
1986 273.8 17.7 147.0 438.5
1987 282.5 15.2 146.5 444.2
1988 290.9 15.7 157.8 464.4
1989 304.0 16.6 168.2 488.8
1990 300.1 19.1 181.4 500.6
1991 319.7 19.7 193.9 533.3
1992 302.6 19.2 212.1 533.8
1993 292.4 21.6 225.4 539.4
1994 282.3 20.8 238.3 541.4
1995 273.6 20.1 251.2 544.9
1996 266.0 18.3 248.4 532.7
1997 271.7 19.0 256.6 547.2
1998 270.2 18.1 263.8 552.1
1999 275.5 19.5 277.0 572.0
2000 295.0 21.3 298.6 614.8
2001 306.1 22.5 320.8 649.3
2002 348.9 26.2 359.2 7343
2003 404.9 27.9 392.6 825.4
2004 454.1 33.8 407.5 895.3
2005 493.6 39.0 4353 967.9

Sources: Congressional Budget Office; Office of Management and Budget.
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Table F-8.
Discretionary Outlays, 1962 to 2005

(Percentage of gross domestic product)

Defense International Domestic Total
1962 9.3 1.0 2.5 12.7
1963 9.0 0.9 2.7 12.6
1964 8.6 0.7 3.0 12.3
1965 7.4 0.7 3.2 11.3
1966 7.8 0.7 3.5 11.9
1967 8.9 0.7 3.6 13.1
1968 9.5 0.6 3.6 13.6
1969 8.7 0.4 3.2 12.4
1970 8.1 0.4 3.4 11.9
1971 7.3 0.3 3.7 11.3
1972 6.7 0.4 3.8 10.9
1973 5.9 0.4 3.7 9.9
1974 5.6 0.4 3.6 9.6
1975 5.6 0.5 4.0 10.1
1976 5.2 0.4 45 10.1
1977 49 0.4 4.6 10.0
1978 4.7 0.4 4.8 9.9
1979 4.7 0.4 4.6 9.6
1980 49 0.5 47 10.1
1981 5.2 0.4 4.5 10.1
1982 5.8 0.4 3.9 10.1
1983 6.1 0.4 3.8 10.3
1984 5.9 0.4 3.5 9.9
1985 6.1 0.4 3.5 10.0
1986 6.2 0.4 33 10.0
1987 6.1 0.3 31 9.5
1988 5.8 0.3 31 9.3
1989 5.6 0.3 31 9.0
1990 5.2 0.3 3.2 8.7
1991 5.4 0.3 33 9.0
1992 48 0.3 3.4 8.6
1993 44 0.3 34 8.2
1994 4.1 0.3 3.4 7.8
1995 3.7 0.3 34 7.4
1996 35 0.2 3.2 6.9
1997 33 0.2 31 6.7
1998 31 0.2 31 6.4
1999 3.0 0.2 3.0 6.3
2000 3.0 0.2 31 6.3
2001 3.0 0.2 3.2 6.5
2002 34 0.3 35 7.1
2003 3.7 0.3 3.6 7.6
2004 3.9 0.3 35 7.8
2005 4.0 0.3 35 7.9

Sources: Congressional Budget Office; Office of Management and Budget.
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Table F-9.

Outlays for Mandatory Spending, 1962 to 2005

(Billions of dollars)

Other
Social Income Retirement Other Offsetting

Security Medicare Medicaid Support’®  and Disability = Programs Receipts Total
1962 14.0 0 0.1 6.1 6.7 7.7 -6.8 27.9
1963 15.5 0 0.2 6.0 7.2 7.3 7.9 28.3
1964 16.2 0 0.2 6.0 7.5 8.9 7.7 31.2
1965 17.1 0 0.3 5.4 7.9 9.0 -7.9 318
1966 20.3 0 0.8 51 8.4 8.8 8.4 35.0
1967 21.3 3.2 12 51 9.3 10.9 -10.2 40.7
1968 23.3 51 18 5.9 10.1 13.4 -10.6 49.1
1969 26.7 6.3 23 6.5 11.1 11.8 -11.0 53.6
1970 29.6 6.8 2.7 8.2 12.4 12.8 -11.5 61.0
1971 35.1 7.5 3.4 13.4 14.5 13.0 -14.1 72.8
1972 39.4 8.4 4.6 16.4 16.2 15.8 -14.1 86.7
1973 48.2 9.0 4.6 145 18.5 21.3 -18.0 98.0
1974 55.0 10.7 5.8 17.4 20.9 21.1 21.2 109.7
1975 63.6 141 6.8 28.9 26.4 29.6 -18.3 151.1
1976 72.7 16.9 8.6 37.6 27.7 25.6 -19.6 169.5
1977 83.7 20.8 9.9 34.6 31.2 23.6 215 182.2
1978 92.4 24.3 10.7 321 33.9 34.0 -22.8 204.6
1979 102.6 28.2 12.4 32.2 38.7 32.9 -25.6 221.4
1980 117.1 34.0 14.0 44.3 44.4 37.5 -29.2 262.1
1981 137.9 41.3 16.8 49.9 50.8 42.6 37.9 30L.6
1982 153.9 49.2 17.4 53.2 55.0 42.1 -36.0 334.8
1983 168.5 55.5 19.0 64.0 58.0 45.5 -45.3 365.2
1984 176.1 61.1 20.1 517 59.8 36.8 -44.2 361.3
1985 186.4 69.7 22.7 52.3 61.0 56.3 -47.1 401.1
1986 196.5 74.2 25.0 54.2 63.4 48.4 -45.9 415.9
1987 205.1 79.9 27.4 55.0 66.5 40.2 -52.9 421.3
1988 216.8 85.7 30.5 57.3 71.1 43.7 -56.8 448.2
1989 230.4 93.2 34.6 60.8 74.6 56.2 -63.8 486.0
1990 246.5 107.0 41.1 68.4 76.1 87.7 -58.7 568.2
1991 266.8 114.2 52.5 86.6 82.2 100.0 -105.7 596.6
1992 285.2 129.4 67.8 110.0 84.8 39.6 -68.4 648.5
1993 302.0 143.2 75.8 116.1 87.2 13.8 -66.6 671.4
1994 316.9 159.6 82.0 1153 93.2 19.0 -68.5 717.6
1995 3333 177.1 89.1 116.0 95.5 7.7 -79.7 738.9
1996 347.1 191.3 92.0 121.0 96.9 10.5 -71.9 786.8
1997 362.3 207.9 95.6 121.9 102.3 6.5 -86.3 810.1
1998 376.1 211.0 101.2 121.6 105.0 2.7 -79.2 859.5
1999 387.0 209.3 108.0 128.6 105.1 38.9 -76.6 900.3
2000 406.0 216.0 117.9 133.5 113.8 42.7 -78.6 951.4
2001 429.4 237.9 129.4 142.7 116.3 38.9 -86.8 1,007.7
2002 452.1 253.7 147.5 179.9 124.9 38.8 91.0 1,105.9
2003 470.5 274.2 160.7 196.2 129.4 51.0 -100.2 1,181.6
2004 491.5 297.2 176.2 190.7 135.0 55.6 -108.7 1,237.5
2005 518.7 333.1 181.7 195.9 147.6 69.1 -125.8 1,320.3

Sources: Congressional Budget Office; Office of Management and Budget.

a. Includes unemployment compensation, Supplemental Security Income, the refundable portion of the earned income and child tax cred-
its, Food Stamps, family support, child nutrition, and foster care.
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Table F-10.
Outlays for Mandatory Spending, 1962 to 2005

(Percentage of gross domestic product)

Other

Social Income Retirement Other Offsetting

Security Medicare Medicaid Support’  and Disability Programs Receipts Total
1962 2.5 0 * 11 1.2 14 -1.2 4.9
1963 2.6 0 * 1.0 1.2 1.2 -1.3 4.7
1964 2.5 0 * 0.9 12 14 -1.2 4.9
1965 2.5 0 * 0.8 1.2 13 -11 4.6
1966 2.7 0 0.1 0.7 11 1.2 -11 4.6
1967 2.6 0.4 0.1 0.6 11 13 -1.3 5.0
1968 2.7 0.6 0.2 0.7 12 15 -1.2 5.6
1969 2.8 0.7 0.2 0.7 1.2 1.2 -1.2 5.7
1970 2.9 0.7 0.3 0.8 12 13 -11 6.0
1971 33 0.7 0.3 12 13 12 -1.3 6.7
1972 33 0.7 0.4 14 14 13 -1.2 7.4
1973 3.7 0.7 0.4 11 14 16 -14 7.5
1974 3.8 0.7 0.4 12 14 15 -1.5 7.6
1975 4.1 0.9 0.4 19 17 19 -1.2 9.7
1976 4.2 1.0 0.5 2.2 16 15 11 9.7
1977 4.2 11 0.5 18 16 12 -11 9.2
1978 4.2 11 0.5 14 15 15 -1.0 9.2
1979 4.1 11 0.5 13 15 13 -1.0 8.8
1980 43 12 0.5 16 16 14 -11 9.6
1981 4.5 14 0.6 16 17 14 -1.2 9.9
1982 4.8 15 0.5 16 17 13 -11 10.4
1983 4.9 16 0.6 19 17 13 -1.3 10.6
1984 4.6 16 0.5 13 16 1.0 -1.2 9.4
1985 4.5 17 0.5 13 15 14 -11 9.7
1986 4.5 17 0.6 12 14 11 -1.0 9.4
1987 4.4 17 0.6 12 14 0.9 -11 9.1
1988 43 17 0.6 11 14 0.9 -11 8.9
1989 43 17 0.6 11 14 1.0 -1.2 9.0
1990 43 19 0.7 12 13 15 -1.0 9.9
1991 4.5 1.9 0.9 15 14 17 -1.8 10.1
1992 4.6 2.1 11 18 14 0.6 -11 10.4
1993 4.6 2.2 1.2 18 13 0.2 -1.0 10.2
1994 4.6 2.3 12 17 13 0.3 -1.0 10.3
1995 4.5 2.4 1.2 16 13 0.1 -11 10.1
1996 4.5 2.5 12 16 13 0.1 0.9 10.2
1997 4.4 2.5 1.2 15 12 0.1 -11 9.9
1998 4.4 2.4 1.2 14 12 0.3 0.9 10.0
1999 4.2 2.3 12 14 12 0.4 0.8 9.9
2000 4.2 2.2 12 14 12 0.4 0.8 9.8
2001 43 2.4 13 14 12 0.4 0.9 10.0
2002 4.4 2.4 14 17 12 0.4 0.9 10.6
2003 43 2.5 15 18 1.2 0.5 0.9 10.9
2004 43 2.6 15 17 12 0.5 0.9 10.7
2005 4.2 2.7 15 16 12 0.6 -1.0 10.7

Sources: Congressional Budget Office; Office of Management and Budget.
Note: * = between zero and 0.05 percent.

a. Includes unemployment compensation, Supplemental Security Income, the refundable portion of the earned income and child tax cred-
its, Food Stamps, family support, child nutrition, and foster care.
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Table F-11.
Deficits, Surpluses, Debt, and Related Series, 1962 to 2005

Billions of Dollars Percentage of Potential GDP
Standardized- Standardized-
Budget Budget Gross Domestic Product

Deficit (-)  Deficit (-) Debt Held Deficit (-)  Deficit (-) Debt Held (Billions of dollars)

or Surplus  or Surplus® by the Public or Surplus  or Surplus® by the Public Actual’ Potential
1962 -7 -4 248 -1.2 0.7 43.1 568 575
1963 5 -4 254 -0.8 0.6 42.0 599 605
1964 -6 -6 257 -0.9 -1.0 40.3 641 637
1965 -1 5 261 -0.2 0.7 38.6 687 675
1966 -4 -14 264 -0.5 2.0 36.6 756 720
1967 9 -22 267 -1.1 -2.8 34.3 810 777
1968 25 31 290 3.0 3.7 34.4 869 841
1969 3 3 278 0.4 0.3 30.4 948 916
1970 3 1 283 -0.3 0.1 28.2 1,013 1,003
1971 23 -10 303 2.1 0.9 27.8 1,080 1,090
1972 23 21 322 -2.0 -1.7 27.3 1,177 1,180
1973 -15 -20 341 -1.2 -1.6 26.8 1,311 1,274
1974 -6 2 344 -0.4 0.1 24.3 1,439 1,416
1975 53 3 395 3.3 0.2 24.4 1,561 1,616
1976 74 -36 477 4.1 -2.0 26.7 1,739 1,790
1977 54 21 549 -2.7 -11 27.4 1,974 2,003
1978 59 33 607 -2.7 -1.5 27.4 2,218 2,214
1979 41 -18 640 -1.6 0.7 25.9 2,502 2,472
1980 74 -11 712 -2.7 0.4 25.7 2,725 2,774
1981 79 -12 789 -2.5 0.4 25.2 3,059 3,132
1982 -128 -38 925 3.7 -11 26.9 3,226 3,437
1983 -208 -109 1,137 5.6 3.0 30.8 3,443 3,687
1984 -185 -141 1,307 4.7 3.6 33.2 3,847 3,936
1985 212 -179 1,507 5.1 4.3 36.0 4,149 4,190
1986 -221 -213 1,741 5.0 -4.8 39.3 4,407 4,428
1987 -150 -158 1,890 3.2 3.4 40.3 4,654 4,691
1988 -155 -127 2,052 3.1 2.5 41.1 5,012 4,995
1989 -153 -118 2,191 -2.9 2.2 41.0 5,402 5,345
1990 -221 -122 2,412 3.9 2.1 42.2 5,737 5,708
1991 -269 -152 2,689 4.4 -2.5 44.2 5,934 6,083
1992 -290 -188 3,000 -4.5 2.9 46.9 6,241 6,399
1993 -255 -192 3,248 3.8 2.9 48.4 6,578 6,711
1994 -203 -145 3,433 -2.9 2.1 48.8 6,964 7,038
1995 -164 -146 3,604 -2.2 2.0 48.8 7,325 7,389
1996 -107 93 3,734 -1.4 -1.2 48.1 7,697 7,756
1997 22 81 3,772 -0.3 -1.0 46.3 8,187 8,144
1998 69 37 3,721 0.8 0.4 43.7 8,626 8,523
1999 126 3 3,632 14 * 40.6 9,127 8,948
2000 236 108 3,410 2.5 11 36.0 9,708 9,469
2001 128 106 3,320 13 11 33.0 10,060 10,047
2002 -158 -120 3,540 -1.5 -11 33.4 10,378 10,600
2003 378 -276 3,913 3.4 -2.5 35.1 10,810 11,152
2004 -413 -288 4,296 3.5 2.4 36.5 11,545 11,765
2005 318 -226 4,592 -2.6 -1.8 36.9 12,293 12,450

Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Office of Management and Budget.
Note: * = between zero and 0.05 percent.

a. Excludes deposit insurance, receipts from auctions of licenses to use the electromagnetic spectrum, timing adjustments, and contribu-
tions from allied nations for Operation Desert Storm (which were received in 1991 and 1992).

b. CBO calculated fiscal year numbers from seasonally adjusted quarterly national income and product account data from the Bureau of Eco-
nomic Analysis.
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Table F-12.
Standardized-Budget Deficit or Surplus and Related Series, 1962 to 2005

(Billions of dollars)

Budget Standardized-Budget
Deficit (<) —  Cyclical + Other = Deficit (-) Standardized-Budget
or Surplus Contributions Adjustments® or Surplus Revenues Outlays
1962 -7 2 1 -4 99 104
1963 -5 2 * -4 106 110
1964 -6 2 1 -6 109 115
1965 -1 5 1 5 110 115
1966 -4 13 2 -14 115 130
1967 9 12 -1 22 131 153
1968 25 11 5 31 140 171
1969 3 14 8 3 171 173
1970 -3 5 10 1 186 184
1971 -23 -4 9 -10 187 197
1972 23 * 2 21 199 220
1973 -15 13 8 -20 214 234
1974 -6 10 18 2 251 249
1975 53 22 35 3 300 297
1976 74 24 14 -36 308 345
1977 54 -13 20 21 357 378
1978 59 3 29 33 389 422
1979 -41 12 35 -18 443 460
1980 74 -20 43 -11 521 532
1981 -79 -29 38 -12 611 623
1982 -128 -68 23 -38 661 699
1983 -208 91 7 -109 657 766
1984 -185 -32 12 -141 675 816
1985 -212 -16 17 -179 723 902
1986 221 9 -1 213 745 958
1987 -150 -11 -20 -158 814 972
1988 -155 8 37 -127 868 995
1989 -153 20 55 -118 937 1,055
1990 -221 10 109 -122 991 1,113
1991 -269 -47 70 -152 1,067 1,220
1992 -290 -62 41 -188 1,125 1,313
1993 -255 -52 1 -192 1,167 1,359
1994 -203 -29 30 -145 1,247 1,391
1995 -164 -18 * -146 1,331 1,477
1996 -107 -20 -6 -93 1,418 1,511
1997 -22 15 -44 -81 1,496 1,576
1998 69 40 -67 -37 1,597 1,634
1999 126 66 -57 3 1,665 1,662
2000 236 91 -38 108 1,825 1,718
2001 128 15 -7 106 1,904 1,798
2002 -158 -73 -35 -120 1,833 1,953
2003 -378 -101 * -276 1,811 2,087
2004 -413 -63 62 -288 1,901 2,189
2005 -318 -42 50 -226 2,120 2,346

Sources: Congressional Budget Office; Office of Management and Budget.
Note: * = between -$500 million and $500 million.

a. Consists of deposit insurance, receipts from auctions of licenses to use the electromagnetic spectrum, timing adjustments, and contribu-
tions from allied nations for Operation Desert Storm (which were received in 1991 and 1992).
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Table F-13.
Standardized-Budget Deficit or Surplus and Related Series, 1962 to 2005

(Percentage of potential gross domestic product)

Budget Standardized-Budget
Deficit (<) — Cyclical + Other = Deficit (-) Standardized-Budget
or Surplus Contributions Adjustments? or Surplus Revenues Outlays
1962 -1.2 0.4 0.1 0.7 17.3 18.0
1963 0.8 0.3 0.1 0.6 17.5 18.1
1964 0.9 0.3 0.2 -1.0 17.1 18.0
1965 0.2 0.7 0.2 0.7 16.3 17.0
1966 0.5 18 0.3 2.0 16.0 18.0
1967 1.1 15 0.2 -2.8 16.9 19.7
1968 3.0 13 0.6 3.7 16.6 20.3
1969 0.4 15 0.9 0.3 18.6 18.9
1970 0.3 0.5 1.0 0.1 185 18.4
1971 2.1 0.3 0.9 -0.9 171 18.1
1972 2.0 * 0.2 -1.7 16.9 18.6
1973 -1.2 11 0.6 -1.6 16.8 18.4
1974 0.4 0.7 13 0.1 17.7 17.6
1975 3.3 -1.3 2.1 0.2 18.6 18.4
1976 4.1 -1.3 0.8 2.0 17.2 19.3
1977 2.7 0.6 1.0 -1.1 17.8 18.9
1978 2.7 0.1 13 -1.5 17.6 19.1
1979 -1.6 0.5 14 0.7 17.9 18.6
1980 2.7 0.7 16 0.4 18.8 19.2
1981 2.5 0.9 1.2 0.4 19.5 19.9
1982 3.7 2.0 0.7 -11 19.2 20.3
1983 5.6 2.5 0.2 3.0 17.8 20.8
1984 4.7 0.8 0.3 3.6 17.2 20.7
1985 5.1 0.4 0.4 4.3 17.3 21.5
1986 5.0 0.2 * -4.8 16.8 21.6
1987 3.2 0.2 0.4 3.4 173 20.7
1988 3.1 0.2 0.7 2.5 17.4 19.9
1989 2.9 0.4 1.0 2.2 17.5 19.7
1990 3.9 0.2 1.9 2.1 17.4 19.5
1991 4.4 0.8 11 2.5 17.5 20.0
1992 4.5 -1.0 0.6 2.9 17.6 20.5
1993 3.8 0.8 0.2 -2.9 174 20.3
1994 2.9 0.4 0.4 2.1 17.7 19.8
1995 2.2 0.2 * 2.0 18.0 20.0
1996 -1.4 0.3 0.1 -1.2 18.3 19.5
1997 0.3 0.2 0.5 -1.0 18.4 19.4
1998 0.8 0.5 0.8 0.4 18.7 19.2
1999 14 0.7 0.6 * 18.6 18.6
2000 2.5 1.0 0.4 11 19.3 18.1
2001 13 0.1 0.1 11 19.0 17.9
2002 -1.5 0.7 0.3 -11 17.3 18.4
2003 3.4 0.9 * -2.5 16.2 18.7
2004 3.5 0.5 0.5 2.4 16.2 18.6
2005 2.6 0.3 0.4 -1.8 17.0 18.8

Sources: Congressional Budget Office; Office of Management and Budget.
Note: * = between -0.05 percent and 0.05 percent.

a. Consists of deposit insurance, receipts from auctions of licenses to use the electromagnetic spectrum, timing adjustments, and contribu-
tions from allied nations for Operation Desert Storm (which were received in 1991 and 1992).
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Glossary

his glossary defines economic and budgetary terms
as they apply to 7The Budget and Economic Outlook and
also acts as a general reference for readers. Some entries
sacrifice technical precision for the sake of brevity and
clarity. Where appropriate, entries note the sources of
data for economic variables as follows:

(BEA) refers to the Bureau of Economic Analysis in
the Department of Commerce;

(BLS) refers to the Bureau of Labor Statistics in the
Department of Labor;

(CBO) refers to the Congressional Budget Office;
(FRB) refers to the Federal Reserve Board; and

(NBER) refers to the National Bureau of Economic
Research, a private research organization.

ccrual accounting: A system of accounting in
which revenues are recorded when they are earned and
outlays are recorded when goods are received or services
are performed, even though the actual receipt of revenues
and payment for goods or services may occur, in whole
or in part, at a different time. Compare with cash
accounting.

adjusted gross income (AGI): All income that is subject
to taxation under the individual income tax after “above-
the-line” deductions (such as alimony payments and cer-
tain contributions to individual retirement accounts) are
subtracted. Personal exemptions and the standard or
itemized deductions are subtracted from AGI to deter-
mine taxable income.

advance appropriation: Budget authority provided in an
appropriation act that is first available for obligation in a

fiscal year after the year for which the appropriation was
enacted. The amount of the advance appropriation is
included in the budget totals for the fiscal year in which it
will become available. See appropriation act, budget
authority, fiscal year, and obligation; compare with
forward funding, obligation delay, and unobligated
balances.

aggregate demand: Total purchases of a country’s output
of goods and services by consumers, businesses, govern-
ment, and foreigners during a given period. (BEA) Com-
pare with domestic demand.

AGI: See adjusted gross income.

alternative minimum tax (AMT): A tax intended to
limit the extent to which higher-income taxpayers can re-
duce their tax liability (the amount they owe) through the
use of preferences in the tax code. Taxpayers subject to
the AMT are required to recalculate their tax liability on
the basis of a more limited set of exemptions, deductions,
and tax credits than would normally apply. The amount
by which a taxpayer’s AMT calculation exceeds his or her
regular tax calculation is that taxpayer’s AMT liability.

appropriation act: A law or legislation under the juris-
diction of the House and Senate Committees on Appro-
priations that provides authority for federal programs or
agencies to incur obligations and make payments from
the Treasury. Each year, the Congress considers regular
appropriation acts, which fund the operations of the fed-
eral government for the upcoming fiscal year; the Con-
gress may also consider supplemental, deficiency, or con-
tinuing appropriation acts (joint resolutions that provide
budget authority for a fiscal year until the regular appro-
priation for that year is enacted). See budget authority,
fiscal year, and obligation.
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authorization act: A law or legislation under the juris-
diction of a committee other than the House and Senate
Committees on Appropriations that establishes or contin-
ues the operation of a federal program or agency, either
indefinitely or for a specified period of time. An authori-
zation act may suggest a level of budget authority needed
to fund the program or agency, which is then provided in
a future appropriation act. However, for some programs,
the authorization itself may provide the budget authority.

See budget authority.

alanced Budget and Emergency Deficit

Control Act of 1985 (Public Law 99-177): Referred to
in CBO’s reports as the Deficit Control Act, it was origi-
nally known as Gramm-Rudman-Hollings. Among other
changes to the budget process, the law establishes rules

that govern the calculation of the baseline. It also set spe-

cific deficit targets and a sequestration procedure to

reduce spending if those targets were exceeded; the targets
were changed to discretionary spending limits and pay-
as-you-go (PAYGO) controls by the Budget Enforcement
Act of 1990. However, the discretionary spending limits
and the sequestration procedure to enforce them expired
on September 30, 2002. PAYGO and its sequestration

procedure were rendered ineffective on December 2,

2002, when Public Law 107-312 reduced all PAYGO bal-
ances to zero. See baseline, discretionary spending lim-

its, pay-as-you-go, and sequestration.

baseline: A benchmark for measuring the budgetary

effects of proposed changes in federal revenues or spend-
ing. For purposes of the Deficit Control Act, the baseline

is the projection of current-year levels of new budget

authority, outlays, revenues, and the deficit or surplus
into the budget year and out-years based on current laws
and policies, calculated following the rules set forth in

section 257 of that act. See fiscal year.

basis point: One-hundredth of a percentage point. (For
example, the difference between interest rates of 5.5 per-

cent and 5.0 percent is 50 basis points.)

Blue Chip consensus forecast: The average of approxi-
mately 50 private-sector economic forecasts compiled

and published monthly by Aspen Publishers, Inc.

book depreciation: See depreciation.

book profits: Profits calculated using book (or tax) de-
preciation and standard accounting conventions for in-
ventories. Different from economic profits, book profits
are referred to as “profits before tax” in the national in-
come and product accounts. See depreciation, economic
profits, and national income and product accounts.

budget authority: Authority provided by law to incur fi-
nancial obligations that will result in immediate or future
outlays of federal government funds. Budget authority
may be provided in an appropriation act or authorization
act and may take the form of borrowing authority, con-
tract authority, entitlement authority, or authority to ob-
ligate and expend offsetting collections or receipts. Off-
setting collections and receipts are classified as negative
budget authority. See appropriation act, authorization
act, contract authority, offsetting collections, offset-
ting receipts, and outlays.

Budget Enforcement Act of 1990: See Balanced Bud-
get and Emergency Deficit Control Act of 1985.

budget function: One of 20 general subject categories
into which budgetary resources are grouped so that all
budget authority and outlays can be presented according
to the national interests being addressed. There are 17
broad budget functions, including national defense, in-
ternational affairs, energy, agriculture, health, income se-
curity, and general government. Three other functions—
net interest, allowances, and undistributed offsetting re-
ceipts—are included to complete the budget. See budget
authority, net interest, offsetting receipts, and outlays.

budget resolution: A concurrent resolution, adopted by
both Houses of Congress, that sets forth a Congressional
budget plan for the budget year and at least four out-
years. The plan consists of spending and revenue targets
with which subsequent appropriation acts and authoriza-
tion acts that affect revenues and direct spending are ex-
pected to comply. The targets are enforced in each House
of Congtess through procedural mechanisms set forth in
law and in the rules of each House. See appropriation
act, authorization act, direct spending, fiscal year, and
revenues.

budget year: Sce fiscal year.



budgetary resources: All sources of authority provided
to federal agencies that permit them to incur financial
obligations, including new budget authority, unobligated
balances, direct spending authority, and obligation limi-
tations. See budget authority, direct spending, obliga-
tion limitation, and unobligated balances.

business cycle: Fluctuations in overall business activity
accompanied by swings in the unemployment rate, inter-
est rates, and corporate profits. Over a business cycle, real
activity rises to a peak (its highest level during the cycle)
and then falls until it reaches a trough (its lowest level fol-
lowing the peak), whereupon it starts to rise again, defin-
ing a new cycle. Business cycles are irregular, varying in
frequency, magnitude, and duration. (NBER) See real
and unemployment rate.

business fixed investment: Spending by businesses on
structures, equipment, and software. Such investment is
labeled “fixed” to distinguish it from investment in inven-
tories.

apacity utilization rate: The seasonally adjusted
output of the nation’s factories, mines, and electric and
gas utilities expressed as a percentage of their capacity to
produce output. The capacity of a facility is the greatest
output it can maintain with a normal work pattern.

(FRB)

capital: Physical capital is land and the stock of products
set aside to support future production and consumption.
In the national income and product accounts, private cap-
ital consists of business inventories, producers’ durable
equipment, and residential and nonresidential structures.
Financial capital is monetary resources that governments,
individuals, or businesses raise by issuing securities such
as bonds, mortgages, or stock certificates. Human capital
is the education, training, work experience, and other at-
tributes that enhance the ability of the labor force to pro-
duce goods and services. Bank capitalis the sum advanced
and put at risk by the owners of a bank; it represents the
first “cushion” in the event of loss, thereby decreasing the
owner’s willingness to take risks in lending. See con-
sumption and national income and product accounts.

GLOSSARY

capital services: A measure of the flow of services avail-
able for production from the stock of capital goods.
Growth in capital services differs from growth in the cap-
ital stock because different types of capital goods (such as
equipment, structures, inventories, or land) contribute to
production in different ways.

cash accounting: A system of accounting in which reve-
nues are recorded when they are actually received and
outlays are recorded when payment is made. Compare
with accrual accounting.

central bank: A government-established agency responsi-
ble for conducting monetary policy and overseeing credit
conditions. The Federal Reserve System fulfills those
functions in the United States. See Federal Reserve Sys-
tem and monetary policy.

compensation: All of the income due to employees for
their work during a given period. In addition to wages,
salaries, bonuses, and stock options, compensation in-
cludes fringe benefits and the employer’s share of the con-
tributions to social insurance programs, such as Social

Security. (BEA)

consumer confidence: An index of consumer optimism
based on surveys of consumers’ attitudes about current
and future economic conditions. One such index, the
Index of Consumer Sentiment, is constructed by the Uni-
versity of Michigan’s Survey Research Center. The Con-
ference Board constructs a similar index, the Consumer
Confidence Index.

consumer price index (CPI): An index of the cost of liv-
ing commonly used to measure inflation. The Bureau of
Labor Statistics publishes the CPI-U, an index of con-
sumer prices based on the typical market basket of goods
and services consumed by all urban consumers, and the
CPI-W, an index of consumer prices based on the typical
market basket of goods and services consumed by urban
wage earners and clerical workers. (BLS) See inflation.

consumer sentiment index: See consumer confidence.

consumption: In principle, the value of goods and ser-
vices purchased and used up during a given period by
households and governments. In practice, the Bureau
of Economic Analysis counts purchases of many long-
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lasting goods (such as cars and clothes) as consumption
even though the goods are not used up. Consumption by
households alone is also called “consumer spending.” See
national income and product accounts.

contract authority: Authority in law to enter into con-
tracts or incur other obligations in advance of, or in
excess of, funds available for that purpose. Although it is
a form of budget authority, contract authority does not
provide the funds to make payments. Those funds must
be provided later, usually in a subsequent appropriation
act (called a “liquidating appropriation”). Contract
authority differs from a federal agency’s inherent author-
ity to enter into contracts, which may be exercised only
within the limits of available appropriations. See appro-
priation act, budget authority, and obligation.

core inflation: The rate of inflation that excludes
changes in food and energy prices. See consumer price
index and inflation.

CPI: See consumer price index.

credit reform: A system of budgeting and accounting for
federal credit activities that focuses on the cost of subsi-
dies conveyed in federal credit assistance. The system was
established by the Federal Credit Reform Act of 1990.
See credit subsidy.

credit subsidy: The estimated long-term cost to the fed-
eral government of a direct loan or loan guarantee. That
cost is calculated on the basis of net present value, exclud-
ing federal administrative costs and any incidental effects
on revenues or outlays. For direct loans, the subsidy cost
is the net present value of loan disbursements minus
repayments of interest and principal, adjusted for esti-
mated defaults, prepayments, fees, penalties, and other
recoveries. For loan guarantees, the subsidy cost is the net
present value of estimated payments by the government
to cover defaults and delinquencies, interest subsidies, or
other payments, offset by any payments to the govern-
ment, including origination and other fees, penalties, and
recoveries. See outlays, present value, and revenues.

current-account balance: A summary measure of a
country’s current transactions with the rest of the world,
including net exports, net unilateral transfers, and net
factor income (primarily the capital income from foreign

property received by residents of a country offset against
the capital income from property in that country flowing
to residents of a foreign country). (BEA) See net exports
and unilateral transfers.

current dollar: A measure of spending or revenues in a
given year that has not been adjusted for differences in
prices (such as inflation) between that year and a base
year. See inflation and nominal; compare with real.

current year: See fiscal year.

cyclical deficit or surplus: The portion of the federal
budget deficit or surplus that results from the business
cycle. The cyclical component reflects the way in which
the deficit or surplus automatically increases or decreases
during economic expansions or recessions. (CBO) See
business cycle; compare with cyclically adjusted budget
deficit or surplus.

cyclically adjusted budget deficit or surplus: The level
of the federal budget deficit or surplus that would occur
under current law if the influence of the business cycle
was removed—in other words, if the economy operated
at potential GDP. (CBO) See business cycle and poten-
tial GDP; compare with cyclical deficit or surplus.

ebt: The total value of outstanding notes, bonds,
bills, and other debt instruments issued by the federal
government is referred to as federal debt or gross debr. It
has two components: debr held by the public (federal debt
held by nonfederal investors, including the Federal Re-
serve System) and debt held by government accounts (fed-
eral debt held by federal government trust funds, deposit
insurance funds, and other federal accounts). Debt subject
to limit is federal debt that is subject to a statutory limit
on its issuance. The limit applies to federal debt, exclud-
ing a small portion of the debt issued by the Department
of the Treasury and all of the small amount of debt issued
by other federal agencies (primarily the Tennessee Valley
Authority and the Postal Service).

debt service: Payment of scheduled interest obligations
on outstanding debt. As used in CBO’s Budget and Eco-
nomic Outlook, debt service refers to a change in interest



payments resulting from a change in estimates of the def-
icit or surplus. See net interest.

deficit: The amount by which the federal government’s
total outlays exceed its total revenues in a given period,
typically a fiscal year. See outlays and revenues; compare
with surplus.

Deficit Control Act: See Balanced Budget and Emer-
gency Deficit Control Act of 1985.

deflation: A drop in general price levels that is so broadly
based that general indexes of prices, such as the consumer
price index, register continuing declines. Deflation is usu-
ally caused by a collapse in aggregate demand. See aggre-
gate demand and consumer price index.

demand: See aggregate demand and domestic demand.

deposit insurance: The guarantee by a federal agency
that an individual depositor at a participating depository
institution will receive the full amount of the deposit (up
to $100,000) if the institution becomes insolvent.

depreciation: A decline in the value of a currency, finan-
cial asset, or capital good. When applied to a capital
good, depreciation usually refers to loss of value because
of obsolescence, wear, or destruction (as by fire or flood).
Book depreciation (also known as tax depreciation) is the
depreciation that the tax code allows businesses to deduct
when they calculate their taxable profits. It typically
occurs at a faster rate than economic depreciation, which is
the actual decline in the value of the asset. Both measures
of depreciation appear as part of the national income and
product accounts. See book profits and national in-
come and product accounts.

devaluation: The act of a government to lower the fixed
exchange rate of its currency. The government imple-
ments a devaluation by announcing that it will no longer
maintain the existing rate by buying and selling its cur-
rency at that rate. See exchange rate.

direct spending: Synonymous with mandatory spend-
ing, direct spending is budget authority provided by laws
other than appropriation acts and the outlays that result
from that budget authority. (As used in CBO’s Budger
and Economic Outlook, direct spending refers only to the

GLOSSARY

outlays that result from budget authority provided in laws
other than appropriation acts). For the purposes of the
Deficit Control Act, direct spending includes entitlement
authority and the Food Stamp program. See appropria-
tion act, budget authority, entitlement, and outlays;
compare with discretionary spending.

discount rate: The interest rate that the Federal Reserve
System charges on a loan it makes to a bank. Such loans,
when allowed, enable a bank to meet its reserve require-
ments without reducing its lending. Alternatively, the dis-
count rate is the interest rate used to compute the present
value of future payments (such as for pension plans). See
present value.

discouraged workers: Jobless people who are available
for work but who are not actively seeking it because they
think they have poor prospects of finding a job. Discour-
aged workers are not counted as part of the labor force or
as being unemployed. (BLS) See labor force and unem-
ployment rate.

discretionary spending: Budget authority that is pro-
vided and controlled by appropriation acts and the out-
lays that result from that budget authority. See appropri-
ation act and outlays; compare with direct spending.

discretionary spending limits (or caps): Statutory ceil-
ings imposed on the amount of budget authority pro-
vided in appropriation acts in a fiscal year and on the
outlays that are made in that fiscal year. The limits were
originally established in the Budget Enforcement Act of
1990. Under the law, if the estimated budget authority
provided in all appropriation acts for a fiscal year (or the
outlays that resulted from that budget authority) ex-
ceeded the spending limit for that year, a sequestration—
a cancellation of budget authority provided for programs
funded by appropriation acts—would be triggered. All
discretionary spending limits and the sequestration pro-
cedure to enforce them expired on September 30, 2002.
See appropriation act, Balanced Budget and Emer-
gency Deficit Control Act of 1985, budget authority,
discretionary spending, outlays, and sequestration.

disposable personal income: Personal income—the
income that individuals receive, including transfer pay-
ments—minus the taxes and fees that they pay to govern-
ments. (BEA) See transfer payments.
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domestic demand: Total purchases of goods and services,
regardless of their origin, by U.S. consumers, businesses,
and governments during a given period. Domestic de-
mand equals gross domestic product minus net exports.
(BEA) See gross domestic product and net exports;
compare with aggregate demand.

CI: See employment cost index.

Economic Growth and Tax Relief Reconciliation Act
of 2001 (Public Law 107-16): This law significantly
reduces tax liabilities (the amount of tax owed) over the
2001-2010 period by cutting individual income tax rates,
increasing the child tax credit, repealing estate taxes, rais-
ing deductions for married couples filing jointly, increas-
ing tax benefits for pensions and individual retirement
accounts, and creating additional tax benefits for educa-
tion. The law phases in many of those changes over time,
including some that are not fully effective until 2010.
Although one provision has been made permanent, the
remainder of the law’s provisions are scheduled to expire
on or before December 31, 2010. See Jobs and Growth
Tax Relief Reconciliation Act of 2003 and Job Cre-
ation and Worker Assistance Act of 2002.

economic profits: Corporations’ profits, adjusted to re-
move distortions in depreciation allowances caused by tax
rules and to exclude the effect of inflation on the value of
inventories. Economic profits are a better measure of
profits from current production than are the book profits
reported by corporations. Economic profits are referred
to as “corporate profits with inventory valuation and cap-
ital consumption adjustments” in the national income
and product accounts. (BEA) See book profits, depreci-
ation, and national income and product accounts.

effective tax rate: The ratio of taxes paid to a given tax
base. For individual income taxes, the effective tax rate is
typically expressed as the ratio of taxes to adjusted gross
income. For corporate income taxes, it is the ratio of taxes
to book profits. For some purposes—such as calculating
an overall tax rate on all income sources—an effective tax
rate is computed on a base that includes the untaxed por-
tion of Social Security benefits, interest on tax-exempt
bonds, and similar items. It can also be computed on a
base of personal income as measured by the national

income and product accounts. The effective tax rate is a
useful measure because the tax code’s various exemptions,
credits, deductions, and tax rates make actual ratios of
taxes to income very different from statutory tax rates.
See adjusted gross income and book profits.

EGTRRA: See Economic Growth and Tax Relief Rec-
onciliation Act of 2001.

employment: Work performed or services rendered in
exchange for compensation. Two estimates of employ-
ment are commonly used: those from the establishment
survey, which is based on a survey of employers (the Cur-
rent Employment Statistics Survey), and from the house-
hold survey, which is based on a survey of households (the
Current Population Survey). The establishment survey
measures employment as the estimated number of non-
farm wage and salary jobs (so a person with more than
one job may be counted more than once). That survey
does not include the unincorporated self-employed,
unpaid family workers, agriculture and related workers
(except in the area of logging), private household work-
ers, and workers who are temporarily absent from their
jobs (for instance, those on leave without pay or on
strike). The household survey measures employment as
the estimated number of employed people (so a person
with more than one job is counted only once). The
household survey is based on a smaller sample than the
establishment survey and thus yields a more volatile esti-
mate of employment. See compensation and unemploy-
ment rate.

employment cost index (ECI): An index of the
weighted-average cost of an hour of labor—comprising
the cost to the employer of wage and salary payments,
employee benefits, and contributions for social insurance
programs, such as Social Security. The ECI is structured
so that it is not affected by changes in the population’s
mix of occupations or employment by industry. (BLS)

entitlement: A legal obligation of the federal government
to make payments to a person, group of people, business,
unit of government, or similar entity that meets the eligi-
bility criteria set in law and for which the budget author-
ity is not provided in advance in an appropriation act.
Spending for entitlement programs is controlled through
the eligibility criteria and benefit or payment rules. The
best-known entitlements are the major benefit programs,



such as Social Security and Medicare. See appropriation
act, budget authority, and direct spending.

establishment survey: See employment.

exchange rate: The number of units of a foreign cur-
rency that can be bought with one unit of the domestic
currency, or vice versa.

excise tax: A tax levied on the purchase of a specific type
of good or service, such as tobacco products or telephone
services.

expansion: A phase of the business cycle extending from
the date that gross domestic product exceeds its previous
peak to the next peak. (NBER) See business cycle,
gross domestic product, and recovery; compare with
recession.

expenditure account: An account established within fed-
eral funds and trust funds to record appropriations, obli-
gations, and outlays (as well as offsetting collections) that
are usually financed from an associated receipt account.
See federal funds and trust funds; compare with receipt
account.

an chart: A graphic representation of CBO’s
baseline projections that includes not only a single line
representing the outcome expected under the baseline’s
economic assumptions but also the various possible out-
comes surrounding that line, based on the reasonable
expectations of error in the underlying assumptions.

federal funds: In the federal accounting structure, federal
funds are all accounts through which collections of
money and expenditures are recorded, except those classi-
fied by law as trust funds. Federal funds include several
types of funds, one of which is the general fund. See gen-
eral fund; compare with trust funds.

federal funds rate: The interest rate that financial insti-
tutions charge each other for overnight loans of their
monetary reserves. A rise in the federal funds rate (com-
pared with other short-term interest rates) suggests a
tightening of monetary policy, whereas a fall suggests
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an easing. (FRB) See monetary policy and short-term
interest rate.

Federal Open Market Committee: The group within
the Federal Reserve System that determines the stance of
monetary policy. The open-market desk at the Federal
Reserve Bank of New York implements that policy with
open-market operations (the purchase or sale of govern-
ment securities), which influence short-term interest
rates—especially the federal funds rate—and the growth
of the money supply. The committee is composed of 12
members, including the seven members of the Board of
Governors of the Federal Reserve System, the president of
the Federal Reserve Bank of New York, and a rotating
group of four of the other 11 presidents of the regional
Federal Reserve Banks. See federal funds rate, Federal
Reserve System, monetary policy, and short-term
interest rate.

Federal Reserve System: The central bank of the United
States. The Federal Reserve is responsible for conducting
the nation’s monetary policy and overseeing credit condi-
tions. See central bank and monetary policy.

financing account: A nonbudgetary account associated
with a credit program that holds balances, receives credit
subsidy payments from the program account, and in-
cludes all cash flows resulting from obligations or com-
mitments made under the program since October 1,
1991. The transactions reflected in the financing account
are considered a means of financing. See credit subsidy,
means of financing, and program account; compare
with liquidating account.

fiscal policy: The government’s tax and spending poli-
cies, which influence the amount and maturity of govern-
ment debt as well as the level, composition, and distribu-
tion of national output and income.

fiscal year: A yearly accounting period. The federal gov-
ernment’s fiscal year begins October 1 and ends Septem-
ber 30. Fiscal years are designated by the calendar years in
which they end—for example, fiscal year 2007 will begin
on October 1, 2006, and end on September 30, 2007.
The budger year is the fiscal year for which the budget is
being considered; in relation to a session of Congress, it is
the fiscal year that starts on October 1 of the calendar
year in which that session of Congress begins. An ouz-year
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is a fiscal year following the budget year. The current year
is the fiscal year in progress.

foreign direct investment: Financial investment by
which a person or an entity acquires a lasting interest in,
and a degree of influence over, the management of a busi-
ness enterprise in a foreign country. (BEA)

forward funding: The provision of budget authority that
becomes available for obligation in the last quarter of a
fiscal year and remains available during the following fis-
cal year. This form of funding typically finances ongoing
education grant programs. See budget authority and fis-
cal year; compare with advance appropriation, obliga-
tion delay, and unobligated balances.

DI: See gross domestic income.
GDP: See gross domestic product.

GDP gap: The difference between potential and actual
GDPD, expressed as a percentage of potential GDP. See
potential GDP.

GDP price index: A summary measure of the prices of
all goods and services that make up gross domestic prod-
uct. The change in the GDP price index is used as a mea-
sure of inflation in the overall economy. See gross
domestic product and inflation.

general fund: One category of federal funds in the gov-
ernment’s accounting structure. The general fund records
all revenues and offsetting receipts not earmarked by law
for a specific purpose and all spending financed by those
revenues and receipts. See federal funds, offsetting
receipts, and revenues; compare with trust funds.

GNP: See gross national product.

grants: Transfer payments from the federal government
to state and local governments or other recipients to help
fund projects or activities that do not involve substantial
federal participation. See transfer payments.

grants-in-aid: Grants from the federal government to
state and local governments to help provide for programs
of assistance or service to the public.

gross debt: See debt.

gross domestic income (GDI): The sum of all income
earned in the domestic production of goods and services.
In theory, GDI should equal GDP, but measurement dif-
ficulties leave a statistical discrepancy between the two.

(BEA)

gross domestic product (GDP): The total market value
of goods and services produced domestically during a
given period. That value is conceptually equal to gross
domestic income, but measurement difficulties result in a
statistical discrepancy between the two. The components
of GDP are consumption (both household and govern-
ment), gross investment (both private and government),
and net exports. (BEA) See consumption, gross invest-
ment, and net exports.

gross investment: A measure of additions to the capital
stock that does not subtract depreciation of existing capi-
tal. See capital and depreciation.

gross national product (GNP): The total market value
of goods and services produced during a given period by
labor and capital supplied by residents of a country, re-
gardless of where the labor and capital are located. That
value is conceptually equal to the total income accruing
to residents of the country during that period (national
income). GNP differs from GDP primarily by including
the capital income that residents earn from investments
abroad and excluding the capital income that nonresi-
dents earn from domestic investment. See gross domes-
tic product and national income.

ome equity: The value that an owner has in a
home, calculated by subtracting the value of any out-
standing mortgage (or other loan) secured by the home
from the home’s current market value.

household survey: See employment.



nflation: Growth in a general measure of prices, usu-
ally expressed as an annual rate of change. See consumer
price index, core inflation, and GDP price index.

infrastructure: Capital goods that provide services to the
public, usually with benefits to the community at large as
well as to the direct user. Examples include schools, roads,
bridges, dams, harbors, and public buildings. See capital.

inventories: Stocks of goods held by businesses for fur-
ther processing or for sale. (BEA)

investment: Physical investment is the current product set
aside during a given period to be used for future produc-
tion—in other words, an addition to the stock of capital
goods. As measured by the national income and product
accounts, private domestic investment consists of invest-
ment in residential and nonresidential structures, produc-
ers’ durable equipment, and the change in business inven-
tories. Financial investment is the purchase of a financial
security, such as a stock, bond, or mortgage. Investment in
human capital is spending on education, training, health
services, and other activities that increase the productivity
of the workforce. Investment in human capital is not
treated as investment by the national income and product
accounts. See capital, inventories, and national income
and product accounts.

CWAA: See Job Creation and Worker Assis-
tance Act of 2002.

JGTRRA: See Jobs and Growth Tax Relief Reconcilia-
tion Act of 2003.

Job Creation and Worker Assistance Act of 2002
(Public Law 107-147): This law reduced business taxes
by allowing businesses to immediately deduct a portion
of capital purchases, increasing and extending certain
other deductions and exemptions, and expanding the
ability of unprofitable corporations to receive refunds of
past taxes paid. Those provisions expire on varying dates.
The law also provided tax benefits for areas of New York
City damaged on September 11, 2001, and additional
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weeks of unemployment benefits to recipients who
exhausted their eligibility for regular state benefits. See
Economic Growth and Tax Relief Reconciliation Act
of 2001 and Jobs and Growth Tax Relief Reconcilia-
tion Act of 2003.

Jobs and Growth Tax Relief Reconciliation Act of
2003 (Public Law 108-27): This law reduced taxes by
advancing to 2003 the effective date of several tax reduc-
tions previously enacted in EGTRRA. It also increased
the exemption amount for the individual alternative min-
imum tax, reduced the tax rates for income from divi-
dends and capital gains, and expanded the portion of cap-
ital purchases that businesses could immediately deduct
under JCWAA. The tax provisions expire on varying
dates. (The law also provided an estimated $20 billion for
fiscal relief to states.) See Economic Growth and Tax
Relief Reconciliation Act of 2001 and Job Creation
and Worker Assistance Act of 2002.

abor force: The number of people age 16 or
older in the civilian, noninstitutional population who
have jobs or who are available for work and are actively
seeking jobs. The civilian, noninstitutional population
excludes members of the armed forces on active duty and
people in penal or mental institutions or in homes for the
elderly or infirm. The labor force participation rate is the
labor force as a percentage of the civilian, noninstitu-
tional population age 16 or older. (BLS) See potential

labor force.
labor productivity: See productivity.

liquidating account: A budgetary account associated
with certain credit programs that includes all cash flows
resulting from all direct loan obligations and loan guaran-
tee commitments made under those programs before
October 1, 1991. See credit reform; compare with
financing account.

liquidity: The ease with which an asset can be sold for
cash. An asset is highly liquid if it comes in standard units
that are traded daily in large amounts by many buyers
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and sellers. Among the most liquid of assets are U.S.
Treasury securities.

long-term interest rate: The interest rate earned by a
note or bond that matures in 10 or more years.

andatory spending: See direct spending.

marginal tax rate: The tax rate that applies to an addi-
tional dollar of income.

means of financing: Means by which a budget deficit is
financed or a surplus is used. Means of financing are not
included in the budget totals. The primary means of
financing is borrowing from the public. In general, the
cumulative amount borrowed from the public (debt held
by the public) will increase if there is a deficit and
decrease if there is a surplus, although other factors can
affect the amount that the government must borrow.
Those factors, known as other means of financing, include
reductions (or increases) in the government’s cash bal-
ances, seigniorage, changes in outstanding checks,
changes in accrued interest costs included in the budget
but not yet paid, and cash flows reflected in credit financ-
ing accounts. See debt, deficit, financing account,
seigniorage, and surplus.

monetary policy: The strategy of influencing changes in
the money supply and interest rates to affect output and
inflation. An “easy” monetary policy suggests faster
growth of the money supply and initially lower short-
term interest rates in an attempt to increase aggregate
demand, but it may lead to higher inflation. A “tight”
monetary policy suggests slower growth of the money
supply and higher interest rates in the near term in an
attempt to reduce inflationary pressure by reducing
aggregate demand. The Federal Reserve System conducts
monetary policy in the United States. See aggregate
demand, Federal Reserve System, inflation, and short-
term interest rate.

ational income: Total income earned by U.S.
residents from all sources, including employee compensa-

tion (wages, salaries, benefits, and employers’ contribu-
tions to social insurance programs), corporate profits, net
interest, rental income, and proprietors’ income. See
gross national product.

national income and product accounts (NIPAs): Offi-
cial U.S. accounts that track the level and composition of
gross domestic product, the prices of its components, and
the way in which the costs of production are distributed
as income. (BEA) See gross domestic product.

national saving: Total saving by all sectors of the econ-
omy: personal saving, business saving (corporate after-tax
profits not paid as dividends), and government saving
(the budget surplus). National saving represents all in-
come not consumed, publicly or privately, during a given
period. (BEA) See national income, net national sav-
ing, and personal saving.

natural rate of unemployment: The rate of unemploy-
ment arising from all sources except fluctuations in aggre-
gate demand. Those sources include frictional unemploy-
ment, which is associated with normal turnover of jobs;
structural unemployment, which includes unemployment
caused by mismatches between the skills of available
workers and the skills necessary to fill vacant positions;
and unemployment caused by such institutional factors
as legal minimum wages, the presence of unions, social
conventions, or employer wage-setting practices intended
to increase workers’ morale and effort. See aggregate
demand and unemployment rate.

net exports: Exports of goods and services produced in a
country minus the country’s imports of goods and ser-
vices produced elsewhere; also referred to as the trade
balance.

net federal government saving: A term used in the
national income and product accounts to identify the dif-
ference between federal current receipts and federal cur-
rent expenditures (including consumption of fixed capi-
tal). When receipts exceed expenditures, net federal
government saving is positive (formerly identified in the
NIPAs as a federal government surplus); when expendi-
tures exceed receipts, net federal government saving is
negative (formerly identified in the NIPAs as a federal
government deficit). See national income and product
accounts.



net interest: In the federal budget, net interest comprises
the government’s interest payments on debt held by the
public (as recorded in budget function 900) offset by
interest income that the government receives on loans
and cash balances and by earnings of the National Rail-
road Retirement Investment Trust. See budget function

and debt.

net national saving: National saving minus depreciation
of physical capital. See capital, depreciation, and
national saving.

NIPAs: See national income and product accounts.

nominal: A measure based on current-dollar value. The
nominal level of income or spending is measured in cur-
rent dollars. The nominal interest rate on debt selling at
par is the ratio of the current-dollar interest paid in any
year to the current-dollar value of the debt when it was
issued. The nominal interest rate on debt initially issued
or now selling at a discount includes as a payment the
estimated yearly equivalent of the difference between the
redemption price and the discounted price. The nominal
exchange rate is the rate at which a unit of one currency
trades for a unit of another currency. See current dollar;
compare with real.

bligation: A legally binding commitment by the
federal government that will result in outlays, immedi-
ately or in the future. See outlays.

obligation delay: Legislation that precludes the obliga-
tion of an amount of budget authority provided in an
appropriation act or in some other law until some time
after the first day on which that budget authority would
normally be available. For example, language in an appro-
priation act for fiscal year 2006 that precludes obligation
of an amount until March 1 is an obligation delay; with-
out that language, the amount would have been available
for obligation on October 1, 2005 (the first day of fiscal
year 2000). See appropriation act and fiscal year; com-
pare with advance appropriation, forward funding,
and unobligated balances.

obligation limitation: A provision of a law or legislation
that restricts or reduces the availability of budget author-
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ity that would have become available under another pro-
vision of law. Typically, an obligation limitation is in-
cluded in an appropriation act. The limitation may affect
budget authority provided in that act, but more often, the
limitation affects direct spending that has been provided
in an authorization act. Generally, when it becomes rou-
tine for an appropriation act to place an obligation limi-
tation on direct spending, the limitation is treated as a
discretionary resource and the associated outlays are
treated as discretionary spending. See appropriation act,
authorization act, budget authority, direct spending,
discretionary spending, and outlays.

off-budget: Spending or revenues excluded from the
budget totals by law. The revenues and outlays of the two
Social Security trust funds (the Old-Age and Survivors
Insurance Trust Fund and the Disability Insurance Trust
Fund) and the transactions of the Postal Service are off-
budget. As a result, they are excluded from the totals and
other amounts in the budget. See budget resolution,
outlays, revenues, and trust funds.

offsetting collections: Funds collected by government
agencies from other government accounts or from the
public in businesslike or market-oriented transactions
that are required by law to be credited directly to an
expenditure account. Offsetting collections, treated as
negative budget authority and outlays, are credits against
the budget authority and outlays (either direct or discre-
tionary spending) of the account to which the collections
are credited. Collections that result from the govern-
ment’s exercise of its sovereign or governmental powers
are ordinarily classified as revenues but will be classified
as offsetting collections when the law requires that treat-
ment. See budget authority, direct spending, discre-
tionary spending, expenditure account, and outlays;
compare with offsetting receipts and revenues.

offsetting receipts: Funds collected by government agen-
cies from other government accounts or from the public
in businesslike or market-oriented transactions that are
credited to a receipt account. Offsetting receipts, treated
as negative budget authority and outlays, offset gross
budget authority and outlays in calculations of total
direct spending. Collections that result from the govern-
ment’s exercise of its sovereign or governmental powers
are ordinarily classified as revenues but will be classified as
offsetting receipts when the law requires that treatment.
See budget authority, direct spending, outlays, and
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receipt account; compare with offsetting collections
and revenues.

other means of financing: See means of financing.

outlays: Spending to pay a federal obligation. Outlays
may pay for obligations incurred in a prior fiscal year or
in the current year; therefore, they flow in part from
unexpended balances of prior-year budget authority and
in part from budget authority provided for the current
year. For most categories of spending, outlays are
recorded on a cash accounting basis. However, outlays
for interest on debt held by the public are recorded on an
accrual accounting basis, and outlays for direct loans and
loan guarantees (since credit reform) reflect estimated
subsidy costs instead of cash transactions. See accrual
accounting, budget authority, cash accounting, credit
reform, debt, and fiscal year.

out-year: See fiscal year.

ay-as-you-go (PAYGO): A procedure established in
the Budget Enforcement Act of 1990 that was intended
to ensure that all laws enacted before September 30,
2002, that affected direct spending and revenues were
budget neutral. The budgetary effect of each direct
spending and revenue law was estimated over a five-year
period and entered on the PAYGO scorecard. If, in any
budget year, the deficit increased as a result of the total
budgetary effects of laws on that scorecard, a PAYGO
sequestration—a cancellation of budgetary resources
available for direct spending programs—would be trig-
gered. PAYGO and its sequestration procedure were ren-
dered ineffective on December 2, 2002, when Public Law
107-312 reduced all PAYGO balances to zero. See Bal-
anced Budget and Emergency Deficit Control Act of
1985, direct spending, fiscal year, revenues, and
sequestration.

peak: See business cycle.
personal income: See disposable personal income.

personal saving: Saving by households. Personal saving
equals disposable personal income minus spending for

consumption and interest payments. The personal saving
rate is personal saving as a percentage of disposable per-
sonal income. (BEA) See consumption, disposable per-
sonal income, and private saving.

point of order: The procedure by which a member of a
legislature (or similar body) questions an action being
taken, or that is proposed to be taken, as contrary to that
body’s rules, practices, or precedents.

potential GDP: The level of real gross domestic product
that corresponds to a high level of resource (labor and
capital) use. (CBO’s procedure for estimating potential
GDP is described in CBO’s Method for Estimating Poten-
tial Output: An Update, August 2001.) See gross domes-
tic product, potential output, and real.

potential labor force: The labor force adjusted for move-
ments in the business cycle. See business cycle and labor
force.

potential output: The level of production that corre-
sponds to a high level of resource (labor and capital) use.
Potential output for the national economy is also referred
to as potential GDP. (CBO’s procedure for estimating
potential output is described in CBOs Method for Esti-
mating Potential Output: An Update, August 2001.) See
potential GDP.

present value: A single number that expresses a flow of
current and future income (or payments) in terms of an
equivalent lump sum received (or paid) today. The
present value depends on the rate of interest used (the
discount rate). For example, if $100 is invested on Janu-
ary 1 at an annual interest rate of 5 percent, it will grow
to $105 by January 1 of the next year. Hence, at an
annual 5 percent interest rate, the present value of $105
payable a year from today is $100.

primary surplus: See surplus.

private saving: Saving by houscholds and businesses. Pri-
vate saving is equal to personal saving plus after-tax cor-
porate profits minus dividends paid. (BEA) See personal

saving.

productivity: Average real output per unit of input.
Labor productivity is average real output per hour of labor.



The growth of labor productivity is defined as the growth
of real output that is not explained by the growth of labor
input alone. Total factor productivity is average real output
per unit of combined labor and capital services. The
growth of total factor productivity is defined as the
growth of real output that is not explained by the growth
of labor and capital. Labor productivity and total factor
productivity differ in that increases in capital per worker
raise labor productivity but not total factor productivity.
(BLS) See capital services.

program account: Any budgetary account associated
with a credit program that receives an appropriation of
the subsidy cost of that program’s loan obligations or
commitments as well as, in most cases, the program’s
administrative expenses. From the program account, the
subsidy cost is disbursed to the applicable financing
account. See credit subsidy and financing account.

eal: Adjusted to remove the effects of inflation.
Real output represents the quantity, rather than the dollar
value, of goods and services produced. Real income repre-
sents the power to purchase real output. Rea/ data at the
finest level of disaggregation are constructed by dividing
the corresponding nominal data, such as spending or
wage rates, by a price index. Real aggregates, such as real
GDRD are constructed by a procedure that allows the real
growth of the aggregate to reflect the real growth of its
components, appropriately weighted by the importance
of the components. A real interest rate is a nominal inter-
est rate adjusted for expected inflation; it is often approx-
imated by subtracting an estimate of the expected infla-
tion rate from the nominal interest rate. See inflation;
compare with current dollar and nominal.

real trade-weighted value of the dollar: Sece trade-
weighted value of the dollar.

receipt account: An account established within federal
funds and trust funds to record offsetting receipts or reve-
nues credited to that fund. The receipt account typically
finances the obligations and outlays from an associated
expenditure account. See federal funds and trust funds;
compare with expenditure account.
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recession: A phase of the business cycle that extends from
a peak to the next trough and that is characterized by a
substantial decline in overall business activity—output,
income, employment, and trade—of at least several
months’ duration. As a rule of thumb, though not an offi-
cial measure, recessions are often identified by a decline
in real gross domestic product for at least two consecutive
quarters. (NBER) See business cycle, gross domestic
product, and real; compare with expansion.

reconciliation: A special Congressional procedure often
used to implement the revenue and spending targets
established in the budget resolution. The budget resolu-
tion may contain reconciliation instructions, which direct
Congressional committees to make changes in revenue or
direct-spending laws under their jurisdictions to achieve a
specified budgetary result. The legislation to implement
those instructions is usually combined into one compre-
hensive reconciliation bill, which is then considered under
special rules. Reconciliation affects revenues, direct
spending, and offsetting receipts but usually not discre-
tionary spending. See budget resolution, direct spend-
ing, discretionary spending, offsetting receipts, and
revenues.

recovery: A phase of the business cycle that lasts from a
trough until overall economic activity returns to the level
it reached at the previous peak. (NBER) See business

cycle.

rescission: The withdrawal of authority to incur financial
obligations that was previously provided by law and has
not yet expired. See budget authority and obligation.

revenues: Funds collected from the public that arise from
the government’s exercise of its sovereign or governmental
powers. Federal revenues come from a variety of sources,
including individual and corporate income taxes, excise
taxes, customs duties, estate and gift taxes, fees and fines,
contributions for social insurance programs, and miscel-
laneous receipts (such as earnings of the Federal Reserve
System, donations, and bequests). Federal revenues are
also known as federal governmental receipts. Compare
with offsetting collections and offsetting receipts.

risk premium: The additional return that investors
require to hold assets whose returns are more variable
than those of riskless assets. The risk can arise from many
sources, such as the possibility of default (in the case of
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corporate or municipal debt) or the volatility of interest
rates or earnings (in the case of corporate stock).

corporation: A domestically owned corpora-
tion with no more than 100 owners who have elected to
pay taxes under Subchapter S of the Internal Revenue
Code. An S corporation is taxed like a partnership: it is
exempt from the corporate income tax, but its owners pay
individual income taxes on all of the firm’s income, even
if some of the earnings are retained by the firm.

saving rate: See national saving and personal saving.

savings bond: A nontransferable, registered security
issued by the Treasury at a discount and in denomina-
tions from $50 to $10,000. The interest earned on sav-
ings bonds is exempt from state and local taxation; it is
also exempt from federal taxation until the bonds are
redeemed.

seigniorage: The gain to the government from the differ-
ence between the face value of minted coins put into cir-
culation and the cost of producing them (including the
cost of the metal used in the coins). Seigniorage is consid-
ered a means of financing and is not included in the bud-
get totals. See means of financing.

sequestration: An enforcement mechanism established
in the Balanced Budget and Emergency Deficit Control
Act of 1985 that resulted in the cancellation of budgetary
resources available for a fiscal year. The mechanism
enforced the discretionary spending limits and pay-as-
you-go (PAYGO) procedures of that act, as amended. A
sequestration of discretionary budget authority would
occur in a fiscal year if the budget authority or outlays
provided in appropriation acts exceeded the applicable
discretionary spending limit for that year. A PAYGO
sequestration would occur in a fiscal year if the total bud-
getary effect of direct spending and revenue laws was not
deficit neutral in that year. The discretionary spending
limits and the sequestration procedure to enforce them
expired on September 30, 2002. PAYGO and its seques-
tration procedure were rendered ineffective on December
2, 2002, when Public Law 107-312 reduced all PAYGO
balances to zero. See appropriation act, budget author-

ity, direct spending, discretionary spending limits,
outlays, pay-as-you-go, and revenues.

short-term interest rate: The interest rate earned by a
debt instrument (such as a Treasury bill) that will mature
within one year.

Subchapter S corporation: See S corporation.
subsidy cost: See credit subsidy.

surplus: The amount by which the federal government’s
total revenues exceed its total outlays in a given period,
typically a fiscal year. The primary surplus is that total sur-
plus excluding net interest. See net interest, outlays, and
revenues; compare with deficit.

en-year Treasury note: An interest-bearing note
issued by the Treasury that is to be redeemed in 10 years.

three-month Treasury bill: An interest-bearing security
issued by the Treasury that is to be redeemed in 91 days.

total factor productivity: See productivity.
trade balance: See net exports.

trade-weighted value of the dollar: The value of the
U.S. dollar relative to the currencies of U.S. trading part-
ners, with the weight of each country’s currency equal to
that country’s share of U.S. trade. The real trade-
weighted value of the dollar is the trade-weighted value of
the dollar that takes account of the difference between
U.S. price inflation and price inflation among U.S. trad-
ing partners. An increase in the real trade-weighted value
of the dollar means that the price of U.S.-produced goods
and services has increased relative to the price of foreign-
produced goods and services.

transfer payments: Payments made to an individual or

organization for which no current or future goods or ser-
vices are required in return. Federal transfer payments in-
clude Social Security and unemployment benefits. (BEA)

trough: See business cycle.



trust funds: In the federal accounting structure, trust
funds are accounts designated by law as trust funds
(regardless of any other meaning of that term). Trust
funds record the revenues, offsetting receipts, or offset-
ting collections earmarked for the purpose of the fund,
and budget authority and outlays of that fund financed
by those revenues or receipts. The federal government has
more than 200 trust funds. The largest and best known
finance major benefit programs (including Social Security
and Medicare) and infrastructure spending (the Highway
and the Airport and Airway Trust Funds). See offsetting
collections, offsetting receipts, outlays, and revenues;

compare with federal funds.

nemployment rate: The number of jobless peo-
ple who are available for work and are actively seeking
jobs, expressed as a percentage of the labor force. (BLS)
See discouraged workers and labor force.

unilateral transfers: Payments from sources within the
United States to sources abroad, and vice versa, that are
not made in exchange for goods or services, such as a pri-
vate gift sent abroad, a pension payment from a U.S. em-
ployer to an eligible person living in a foreign country, or
taxes paid to the United States by people living overseas.

unobligated balances: The portion of budget authority
that has not yet been obligated. When budget authority is
provided for one fiscal year, any unobligated balances at
the end of that year expire and are no longer available for
obligation. When budget authority is provided for a spe-
cific number of years, any unobligated balances are car-
ried forward and are available for obligation during the
years specified. When budget authority is provided for an
unspecified number of years, the unobligated balances are
carried forward indefinitely, until either they are ex-
pended or rescinded, the purpose for which they were
provided is accomplished, or no disbursements have been
made for two consecutive years. See budget authority
and obligation; compare with advance appropriation,
forward funding, and obligation delay.

user fee: Money charged by the federal government for
federal services, or for the sale or use of federal goods or
resources, that generally provide benefits to the recipients
beyond those that may accrue to the general public. The
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amount of the fee is related to the cost of the service pro-
vided or the value of the good or resource used. In the
federal budget, user fees can be classified as offsetting col-
lections, offsetting receipts, or revenues. See offsetting
collections, offsetting receipts, and revenues.

FTRA: See Working Families Tax Relief Act
of 2004.

Working Families Tax Relief Act of 2004 (Public Law
108-311): This law retained JGTRRA’s acceleration of
the tax reductions originally phased in under EGTRRA
and extended numerous other provisions of the Internal
Revenue Code that had expired or were set to expire,
including the research and experimentation tax credit,
parity in the application of certain mental health benefits,
and the increased share of rum excise tax revenues that is
paid to Puerto Rico and the U.S. Virgin Islands. In addi-
tion, the law established a uniform definition of a “quali-
fying child” for determining taxpayers’ filing status and
eligibility for certain tax credits and exemptions. See
Economic Growth and Tax Relief Reconciliation Act
of 2001 and Jobs and Growth Tax Relief Reconcilia-
tion Act of 2003.

ield: The average annual rate of return on an
investment held over a period of time. For a fixed-income
security, such as a bond, the yield is determined by several
factors, including the security’s interest rate, face value,
and purchase price, and the length of time the security is
held. The yield ro maturity is the effective interest rate
earned on a fixed-income security if it is held to the date
on which the security comes due for payment. See inter-
est rate.

yield curve: The relationship formed by plotting the
yields of otherwise comparable fixed-income securities
against their terms to maturity. Typically, yields increase
as maturities lengthen. The rate of that increase deter-
mines the “steepness” or “flatness” of the yield curve.
Ordinarily, a steepening (or flattening) of the yield curve
is taken to suggest that short-term interest rates are
expected to rise (or fall). See short-term interest rate.
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